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Forward-Looking Statements

This form contains certain forward-looking statemsancluding statements relating to present orriufactors generally affecting the
banking industry and specifically affecting Corrieree Bancshares, Inc. (the “Compangplerations, markets, and products. Without lingi
the foregoing, the words “believes,” “anticipate§ritends,” “expects” or similar expressions argeimded to identify forward-looking
statements that involve certain risks and unceiésin Actual results could differ materially fraimose projected for many reasons including,
without limitation, changing events and trends theate influenced the Company’s assumptions. Ttresels and events include (i) changes
in the interest rate environment which may reduegegins, (ii) non-achievement of expected growtii), Iéss favorable than anticipated
changes in national and local business environ@aetisecurities markets, (iv) adverse changes iretindatory requirements affecting the
Company, (v) greater competitive pressures amaran€iial institutions in the Company’s market, avijl greater than expected loan losses.
Additional information and other factors that coalect future financial results are included ie tBompany’s filings with the Securities and
Exchange Commission.




ITEM 1. DESCRIPTION OF BUSINESS

Overview
The Company

Cornerstone Bancshares, Inc. (the “Company” or h€mstone”) was incorporated under the laws of tlhéeSf Tennessee and is a
bank holding company registered under the Bank idgl@ompany Act of 1956, as amended, and was fdyrkaown as East Ridge
Bancshares, Inc. Its wholly-owned subsidiary, @stone Community Bank, a Tennessee banking cdipordhe “Bank”), resulted from
the merger of The Bank of East Ridge and Cornees@ommunity Bank effective October 15, 1997. ThaaiBclosed the three wholly-
owned subsidiaries formed in December 2001 in DéexrA002 due to unfavorable regulatory opinion pedding Federal legislation.

The primary activity of the Company currently iadas expected to remain for the foreseeable futheeownership and operation of
the Bank. As a bank holding company, the Comparigtended to facilitate the Bank’s ability to seits customers’ requirements for
financial services. The holding company structles provides flexibility for expansion through thessible acquisition of other financial
institutions and the provision of additional bardirelated services, as well as certain non-bangémgices, which a traditional commercial
bank may not provide under present laws. The hgldompany structure also affords additional flditibin terms of capital formation and
financing opportunities.

While the Company may seek in the future to acqadlditional banks or bank holding companies omigage in other activities
appropriate for bank holding companies under appatgpcircumstances as permitted by law, the Comparrently has no plans,
understandings or agreements concerning any othigiti@s other than as described below. The tesfloperations and financial condition
of the Company for the foreseeable future, theesfaill be determined primarily by the results giesations and financial condition of the
Bank.

The Bank

The Bank’s business consists primarily of attragtieposits from the general public and, with thesse other funds, originating real
estate loans, consumer loans, business loanseait#mntial and commercial construction loans. dsumot invested in the loan portfolio are
invested by the Bank primarily in obligations oétt.S. Government, various states and their palisabdivisions. In addition to deposits,
sources of funds for the Bank’s loans and otheestments include amortization and prepayment afdpsales of loans or participations in
loans, and sales of its investment securities. primeipal sources of income for the Bank are iegéand fees collected on loans, fees
collected on deposit accounts and interest andelins collected on other investments. The priheppenses of the Bank are interest paid
on deposits, employee compensation and beneffise @xpenses and other overhead expenses.

Employees

As of March 1, 2003, Cornerstone had 64.5 full-teagivalent employees of whom 60 are full-time, 8rate part-time. The
employees are not represented by a collective bangaunit. Cornerstone believes its relationshith its employees to be good.

Customers

It is the opinion of management that there is mglsi customer or affiliated group of customers vehdsposits, if withdrawn, would
have a material adverse effect on the busines@ofetstone.




Competition

All phases of the Bank’s banking activities arehygcompetitive. The Bank competes actively witkehty-four commercial banks,
as well as finance companies, credit unions, ahdrdinancial institutions located in its serviadea which includes Hamilton County,
Tennessee.

Based on total assets of approximately $157,394a@@ecember 31, 2002, the Bank represents 2.19%eafeposit base in
Chattanooga, Tennessee-Georgia Metropolitan Staligtrea (“Chattanooga MSA”). Three major regibbanks represent approximately
62% of the deposits in the Chattanooga MSA. ThedHarger financial institutions have greaterueses and higher lending limits than the
Bank, and each of the three institutions has oQdsranches in the county. There are several cogdihs located in Hamilton County. Since
credit unions are not subject to income taxeséwhy commercial banks are taxed, credit uniong laavadvantage in offering competitive
rates to potential customers. The Bank also faocegetition in certain areas of its business froontgage banking companies, consumer
finance companies, insurance companies, money madkeal funds and investment banking firms, sofm&tich are not subject to the sa
degree of regulation as the Bank.

The Bank competes for deposits principally by affgrdepositors a variety of deposit programs wdpetitive interest rates,
quality service and convenient locations and hoditse Bank will focus its resources to seek out atihct small business relationships and
take advantage of the Baslability to provide flexible service that meets tieeds of this customer class. Management faslsiarket nich
is the most promising business area for the fujuogvth of the Bank.

Supervision and Regulation

General

The Company is a bank holding company within themirey of the Bank Holding Company Act of 1956, asaded (the “Act”and
is registered with and regulated by the Board ofé€soors of the Federal Reserve System (the “Boardle Company is required to file with
the Board annual reports and such additional in&ion as the Board may require pursuant to the Abie Board may also make
examinations of the Company and its subsidiarigdge Company is also required to comply with theswund regulations of the Securities
Exchange Commission (the “Commission”) under feldegaurities laws.

The Bank is a Tennessee-chartered commercial bahksaubject to the supervision and regulatiothefTennessee Department of
Financial Institutions (the “TDFI”). In additiothe Bank's deposit accounts are insured up to egiplk limits by the Bank Insurance Fund
(the “BIF”") of the Federal Deposit Insurance Cogian (the “FDIC”) and is, therefore, also subjextegulation and supervision by the
FDIC. The Bank is not a member of the Federal Res8ystem.

Federal and state banking laws and regulationsrg@leareas of the operation of the Company aedtnk, including reserves,
loans, mortgages, capital, issuance of securji@gnent of dividends and establishment of branclesleral and state banking agencies also
have the general authority to limit the dividendgdgby insured banks if such payments should benddeo constitute an unsafe or unsound
banking practice. The TDFI, FDIC and Board haweahthority to impose penalties, initiate civil aadministrative actions and take other
steps intended to prevent banks from engaging $afenor unsound practices.

I nsurance of Deposit Accounts

Deposits of the Bank are insured by the FDIC tosximum of $100,000 for each insured depositor tghothe BIF, one of the two
deposit insurance funds established by Federal L&svan insurer, the FDIC issues regulations, cotsedexaminations and generally
supervises the operations of its insured institgifnstitutions insured by the FDIC hereinafter @ferred to as “insured institutions”). Any
insured institution, which does not operate in adance with or conform to FDIC regulations, polgand directives may be sanctioned for
non-compliance. For example, proceedings may $t@uted against an insured institution if theiilsiton or any director, officer or
employee thereof engages in unsafe and unsountigeiids operating in an unsafe or unsound caditir has violated any applicable law,
regulation, rule, order or




condition imposed by the FDIC. If insurance of@aats is terminated by the FDIC, the deposits @itistitution will continue to be insured
by the FDIC for a period of two years following thiate of termination. The FDIC recommends an arsuugit by independent accountants
and also periodically makes its own examinationthefBank. The FDIC may revalue assets of antigth, based upon appraisals, and
require establishment of specific reserves in arteequal to the difference between such reevaluaitial the book value of the assets.

On September 15, 1992, the FDIC approved finallegiguns adopting a risk-related deposit insurarystesn. The risk-related
regulations, which became effective January 1, 1823ilted in a significant spread between thedsghnd lowest deposit insurance
premiums. Under the risk-related insurance reguriat each insured depository institution is assigio one of three risk classifications:
“well capitalized,” “adequately capitalized,” orrider capitalized.” Within each risk classificatidthere are three subgroups. Each insured
depository institution is assigned to one of thadaegroups within its risk classification based upapervisory evaluations submitted to the
FDIC by the institution’s primary federal regulatdbepending upon a BIF member’s risk classificatimd subgroup, applicable regulations
provide that its deposit insurance premium maydka as .04% of insured deposits or as high &% @8flinsured deposits. Additionally,
because the BIF has exceeded its designated ras¢inethe FDIC has now reduced to zero the assssisrate that is applicable to the most
highly rated BIF members. The Bank has been edtifiiat, based on its risk classification and stipery subgroup, its BIF assessment rate
is 0.004% of insured deposits for the period franuary 1, to December 31, 2002. This is the ne&irBble assessment rate applicable to
insured institutions. In addition, the Depositurence Funds Act of 1998 (DIFA) requires that aaRiting Corporation (FICO) assessment be
paid by the Bank. The annual FICO assessmenfaatemnks is presently 0.0168% of deposits. ThekBzaid $19,704 in assessments,
during the year ended December 31, 2002.

Subsequent to the enactment of FIRREA, the FDIGedsisk-based bank capital guidelines which wetat éffect in stages through
1992. In accordance with the FDIC's risk-basedddads, an institution’s assets and off-balancetshetivities are categorized into one of
four risk categories, with either a 0%, 20%, 50961 @0% amount of capital to be held against theseta. In addition, the guidelines divide
capital instruments into Tier 1 (core) capital dner 2 (supplementary) capital. The risksed capital adequacy guidelines require thaii
1 capital equal or exceed 4% of risk-weighted asgi} Tier 2 capital may not exceed 100% of Tierapital, although certain Tier 2 capital
elements are subject to additional limitations) éissets and off-balance sheet items be weiglteotding to risk; and (iv) the total capital to
risk-weighted assets ratio must be at least 8.U%e FDIC’s current leverage capital requirementinexg banks receiving the highest
regulatory rating based upon the FDIC’s routinengixation process, to maintain Tier 1 capital edqad@.0% of the bank’total assets. Ban
receiving lower regulatory ratings are requirednintain Tier 1 capital in an amount that is aste00 to 200 basis points higher than 3.0%
of total assets.

At December 31, 2002, the Bank had Tier 1 capit&1@.1 million or 8.58% of total year to date sage assets.

Certain provisions of the Federal Reserve Act, negg#icable to the Bank by Section 18(j) of the ératl Deposit Insurance Act
(12 U.S.C. 8§1828(j)) and administered with respe¢he Bank by the FDIC, establish standards fertéhhms of, limit the amount of and
establish collateral requirements with respecinplaans or extensions of credit to, and investsméntaffiliates by the Bank as well as set
arms-length criteria for such transactions anctéstain other transactions (including payment keyBlank for services) between the Bank and
its affiliates. In addition, related provisionstbe Federal Reserve Act and the Federal Reseguéat®ns (also administered with respect to
the Bank by the FDIC) limit the amounts of, andabssh required procedures and credit standardsme#ipect to, loans and other extensions
of credit to officers, directors and principal siamlders of the Bank and to related interests ol @ersons.

The FDIC may impose sanctions on any insured blaaitkdoes not operate in accordance with FDIC réiguls, policies and
directives. Proceedings may be instituted againgtinsured bank or any director, officer or emplewf the bank that is believed by the
FDIC to be engaged in unsafe or unsound practicelsiding violation of applicable laws and regubsis. The FDIC also is empowered to
assess civil penalties against companies or indalgdwho violate certain federal statutes, orderggulations. In addition, the FDIC has the
authority to terminate insurance of accounts, aftdice and hearing, upon a finding by the FDIQ tha insured institution is or has engaged
in any unsafe or unsound practice that has not beeacted, or is in an unsafe or unsound condition
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continue operations or has violated any applickble regulation, rule or order of, or condition ioged by, the FDIC. Neither the Company
nor the Bank knows of any past or current practioadition or violation that might lead to termiivet of its deposit insurance.

Although the Bank is not a member of the FederaleRee System, it is subject to Board regulatioas tbquire it to maintain
reserves against its transaction accounts (priynetniécking accounts). Because reserves generally Ioe maintained in cash or in non-
interest bearing accounts, the effect of the resegguirements is to increase the Bantost of funds. The Board regulations currergtyuire
that average daily reserves be maintained agaarsadction accounts in the amount of 3% of theeggaie of such net transaction account
to $52.6 million, plus 10% of the total in exce$$62.6 million.

Tennessee Supervision and Regulation

As a Tennessee-chartered commercial bank, the Banlbject to various state laws and regulationghvlimit the amount that can
be loaned to a single borrower, the types of peditis investments, and geographic and new prodgezresion, among other things. The
Bank must submit an application and receive the@amb of the TDFI before opening a new branch effic merging with another financial
institution. The Commissioner of the TDFI has #lughority to enforce state laws and regulationstalering a director, officer or employee
of the Bank to cease and desist from violatingradaregulation or from engaging in unsafe or umsbbanking practices.

Tennessee law contains limitations on the inteass that may be charged on various types of laadsestrictions on the nature
and amount of loans that may be granted and otygieeof investments which may be made. The op®ratf banks are also affected by
various consumer laws and regulations, includirngéhrelating to equal credit opportunity and retiotteof consumer lending practices. All
Tennessee banks, including the Bank, must becocheemmain insured under the Federal Deposit Inserdwat (the “FDIA”).

State banks are subject to regulation by the TOf regard to capital requirements and the payroédividends. Tennessee has
adopted the provisions of the Board’s Regulationith respect to restrictions on loans and otheemsibns of credit to bank “insiders”.
Further, under Tennessee law, state banks arebezhirom lending to any one person, firm or cagtion amounts more than fifteen perc
(15%) of the Bank equity capital accounts, excgph(the case of certain loans secured by negletitite documents covering readily
marketable nonperishable staples, or (ii) withghier approval of the Bank’s board of directordinoance committee (however titled), the
Bank may make a loan to any person, firm or cotjpmmaof up to twenty-five percent (25%) of its etyucapital accounts. Tennessee law
requires that dividends be paid only from retaieathings (or undivided profits) except that dividemay be paid from capital surplus with
the prior, written consent of the TDFI. Tenneds@és regulating banks require certain charges agaimd transfers from an institution’s
undivided profits account before undivided profigs be made available for the payment of dividends.

Federal Supervision and Regulation

The Company is regularly examined by the Board,thadBBank is supervised and examined by the FOIRe Company is required
to file with the Board annual reports and otheoinfation regarding its business operations anthtissess operations of its subsidiaries.
Approval of the Board is required before the Conypaway acquire, directly or indirectly, ownershipaamtrol of the voting shares of any
bank, if, after such acquisition, the Company wamith or control, directly or indirectly, more théine percent (5%) of the voting stock of
the bank. In addition, pursuant to the provisiohthe Act and the regulations promulgated theregnithe Company may only engage in, or
own or control companies that engage in, activitiesmed by the Board to be so closely relatedn&ibg as to be a proper incident thereto.

The Bank and the Company are “affiliated” withire ttneaning of the Act. Certain provisions of the dgtablish standards for the
terms of, limits the amount of and establish cellaktrequirements with respect to any loans orreskéas of credit to, and investments in,
affiliates by the Bank, as well as set an@sgth criteria for such transactions and for éertdgher transactions (including payment by the l€
for services and under any contract) between thik Bad its affiliates. In addition, related praweiss of the Act and the regulations
promulgated under the Act, limit the amounts of aathblish required procedures and credit standeaitdsespect to, loans and other
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extensions of credit to officers, directors, anithgipal shareholders of the Bank, the Company anydother subsidiary of the Company, and
to related interests of such persons.

In addition to the banking regulations imposedtm €ompany, the securities of the Company arexenpt from the federal and
state securities laws as are the securities ohk. baAccordingly, an offering of the Company’s ggties must be registered under both the
Securities Act of 1933 (the “Securities Act”) artdte securities laws or qualify for exemptions froegistration.

Under Section 106(b) of 1970 Amendments to the(A2tU.S.C. § 1972), the Bank is prohibited fromeexiing credit, selling or
leasing property or furnishing any service to angtomer on the condition or requirement that th&araer (i) obtain any additional property,
service or credit from the Company; the Bank (othan a loan, discount, deposit, or trust serviceggny other subsidiary of the Company;
refrain from obtaining any property, credit or seevfrom any competitor of the Company, the Bankmy subsidiary of the Company; or (iii)
provide any credit, property or service to the Camp the Bank (other than those related to andllysuavided in connection with a loan,
discount, deposit or trust service) or any subsydid the Company.

Most bank holding companies are required to gieeBbard prior written notice of any purchase oeragtion of their outstanding
equity securities if the gross consideration far plurchase or redemption, when combined with theoesideration paid for all such
purchases or redemptions during the preceding I#hmapis equal to 10% or more of the bank holdiagpany’s consolidated net worth.
The Board may disapprove such a purchase or redmmipit determines that the proposal constitieaaunsafe or unsound practice, would
violate any law, regulation, Board order or direetor any condition imposed by, or written agreerwéth, the Board. The prior notice
requirement does not apply to certain “well-capitad” bank holding companies that meet specifiéteiia.

In November 1985, the Board adopted its Policyedtaint on Cash Dividends Not Fully Covered by EaysinThe Policy Statement
sets forth various guidelines that the Board bebethat a bank holding company should follow imekshing its dividend policy. In general,
the Board stated that bank holding companies shwatighay dividends except out of current earning$unless the prospective rate of
earnings retention by the holding company appeansistent with its capital needs, asset quality@ratall financial condition.

Legidlation Affecting the Company and the Bank

The following information describes statutory aedulatory provisions and is qualified in its ertijrby reference to the particular
statutory and regulatory provisions.

Far-reaching legislation, including the Financiatitutions Reform, Recovery, and Enforcement A&989 (“FIRREA”), and the
Federal Deposit Insurance Corporation Improvementoh 1991 (“FDICIA”) have for years impacted thediness of banking. FIRREA
primarily affected the regulation of savings ingiibns rather than the regulation of state bankkteamk holding companies like the Bank and
the Company, but did include provisions affectimgaisit insurance premiums, acquisitions of thhftdanks and bank holding companies,
liability of commonly controlled depository instttans, receivership and conservatorship rights@oededures and substantially increased
penalties for violations of banking statutes, ratjohs and orders.

FDICIA resulted in extensive changes to the fedeaalking laws. The primary purpose of FDICIA wastithorize additional
borrowings by the FDIC in order to assist in theofation of failed and failing financial institutis. However, the law also instituted certain
changes to the supervisory process and contain@zliggrovisions affecting the operations of baakd bank holding companies.

The additional supervisory powers and regulatioasdated by the FDICIA, include a “prompt correctagtion” program based
upon five regulatory zones for banks, in whichbalhks are placed, largely based on their capitsitipns. Regulators are permitted to take
increasingly harsh action as a bankhancial condition declines. Regulators are &impowered to place in receivership or requirestie of
a bank to another depository institution when aklsmoapital leverage ratio reaches two percentiteBeapitalized institutions are generally
subject to less onerous regulation and supervitian banks with lesser amounts of capital. Thed-Bds adopted regulations implementing
the prompt corrective action provisions of the FINOwhich place financial institutions in the
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following five categories based upon capitalizatiatios: (1) a “well capitalized” institution hag@atal risk-based capital ratio of at least 10%,
a Tier 1 risk-based ratio of at least 6% and arbye ratio of at least 5%; (2) an “adequately edigiéd” institution has a total risk-based ratio
of at least 8%, a Tier 1 risk-based ratio of asieib and a leverage ratio of at least 4%; (3)uamercapitalized” institution has a total risk-
based capital ratio of under 8%, a Tier 1 risk-Hasapital ratio of under 4% or a leverage ratiooder 4%; (4) a “significantly
undercapitalized” institution has a total risk-béisapital ratio of under 6%, a Tier 1 risk-baseatbraf under 3% or a leverage ratio of under
3%; and (5) a “critically undercapitalized” institon has a leverage ratio of 2% or less. Instingiin any of the three undercapitalized
categories would be prohibited from declaring dévids or making capital distributions. The propasslilations also establish procedures
for “downgrading” an institution to a lower capitategory based on supervisory factors other thpital. Various other sections of the
FDICIA impose substantial audit and reporting reguuients and increase the role of independent atamisrand outside directors. Set forth
below is a list containing certain significant pigigns of the FDICIA:

0] annual on-site examinations by regis (except for smaller, well-capitalized bankthvigh management
ratings, which must be examined every 18 months);

(i) mandated annual independent audit;dlependent public accountants and an indeperadgtit committee of
outside directors for institutions with more thas0$,000,000 in assets;

(iii) new uniform disclosure requiremeffis interest rates and terms of deposit accounts;

(iv) a requirement that the FDIC estabhstisk-based deposit insurance assessment system;

(v) authorization for the FDIC to impasge or more special assessments on its insured tbamk&capitalize the BIF;

(vi) a requirement that each institutiobsit to its primary regulators an annual reporitsriinancial condition and
management, which report will be available to thbljz;

(vii) a ban on the acceptance of brokerepbdits except by well capitalized institutions &ycdequately capitalized
institutions with the permission of the FDIC ané tliegulation of the brokered deposit market byRD¢C;

(viii) restrictions on the activities engage by state banks and their subsidiaries as ipahdncluding insurance

underwriting, to the same activities permissiblerfational banks and their subsidiaries unlessthie bank is well capitalized and a
determination is made by the FDIC that the actsitilo not pose a significant risk to the insurdnod;

(ix) a review by each regulatory agentgaounting principles applicable to reports etestnents required to be filed
with federal banking agencies and a mandate tosdawiiform requirements for all such filings;
x) the institution by each regulatogeacy of noncapital safety and soundness stanftarésch institution it

regulates which cover (1) internal controls, (Bralocumentation, (3) credit underwriting, (4) et rate exposure, (5) asset
growth, (6) compensation, fees and benefits paglriployees, officers and directors, (7) operatiamal managerial standards, and
(8) asset quality, earnings and stock valuationdaeds for preserving a minimum ratio of marketreaio book value for publicly
traded shares (if feasible);

(xi) uniform regulations regarding reatae lending; and

(xii) a review by each regulatory agentyhe riskbased capital rules to ensure they take into a¢amequate intere
rate risk, concentration of credit risk, and treksi of non-traditional activities.

The activities permissible to the Company and thekBwvere substantially expanded by the Gramm-L&dibby Act (the “Gramm
Act”). The Gramm Act repeals the anti-affiliatipnovisions of the Glass-Steagall Act to permit¢benxmon ownership of commercial banks,
investment banks and insurance companies. The i@raaot amended the Act to permit a financial holdamgnpany to engage in any activity
and acquire and retain any company that the Boatetmhines to be (i) financial in nature or incidend such financial activity, or (ii)
complementary to a financial activity and that donespose a substantial risk to the safety anddoess of depository institutions or the
financial system generally. The Gramm Act also ifieg current law relating to financial privacy andmmunity reinvestment. The new
financial privacy provisions generally prohibit incial institutions, including the Bank and the Q@amy, from disclosing nonpublic personal
financial information to third parties unless custrs have the opportunity to “opt out” of the distlre.
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Bills are regularly introduced in both the Unitet®s Congress and the Tennessee General Assdrabtohtain wide-ranging
proposals for altering the structures, regulatamd competitive relationships of the nation’s ficahinstitutions. It cannot be predicted
whether or what form any proposed legislation tédladopted or the extent to which the businesseo€Company or the Bank may be affec
thereby.

ITEM 2. DESCRIPTION OF PROPERTY

As of December 31, 2002, the principal officesh&f Company and the Bank were located at 5319 Highsa, Chattanooga,
Tennessee 37343. This property is owned by thepgaosn

The Bank operates four full-service branches in tamCounty, Tennessee:
5319 Highway 153, Chattanooga, Tennessee

4154 Ringgold Road, East Ridge, Tennessee

610 Georgia Avenue, Chattanooga, Tennessee

2280 Gunbarrel Road, Chattanooga, Tennessee

The Georgia Avenue branch contains 1800 squareafekis leased pursuant to a lease agreement, wioerdes for an initial term
of three years with two three-year renewal optioRent is currently $ 58,500 per annum. The Bamkwthe properties located at 2280
Gunbarrel Road, 4154 Ringgold Road and 5319 Highi#sy

The Bank owns a lot on Old Lee Highway, Ooltewaénifessee intended for a future branch locatioraagdired through
foreclosure a building located at 2433 Broad Strébattanooga, Tennessee for use as a storagéyfacil

The Company operates a service center to hou#e ahn-customer contact functions located at 8484 Corners, Suite B,
Chattanooga, Tennessee. The facility has 7800 adeet and is leased pursuant to a lease agregwtginh provides for an initial term of 5
years with one fiv-year renewal option. Rent is currently $ 28,762 gnnum.

ITEM 3. LEGAL PROCEEDINGS

As of the end of 2002, the Bank was not subjeegflitigation.

The Bank is periodically involved as a plaintiff @efendant in various legal actions in the ordir@wyrse of its business.
Management believes that those claims are with@uitror that the ultimate liability, if any, resulg from them will not materially affect the
Bank’s financial condition or the Company’s condatied financial position.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURIT Y HOLDERS

No matters were submitted to a vote of shareholdfettse Company during the fourth quarter of thenpany’s fiscal year ended
December 31, 2002.

PART Il

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

The Company’s common stock is not listed, tradequmted on any securities exchange or in the dwercbunter market, and
currently no dealer makes a market in the commackstin January 2003, the Company entered intagaeement with Morgan Keegan, a
regional broker-dealer to act as the principal rearkaker for Cornerstone stock, but as of Januaf303, Morgan Keegan had not
commenced such function. To Cornerstone managé&rerdwledge, the most recent transaction witheesfp Cornerstone common stock
was at $14.50 per share.

There were approximately 586 holders of recorchefdommon stock as of December 31, 2002. Thiseumhoes not include
shareholders with shares in nominee name held &.DT

Cornerstone currently intends to retain its earsifog use in the business, but plans to begin gayin

10




dividends in January 2004. The company’s boamiretctors will decide the amount of the dividendidg the fourth quarter of 2003 after
consideration of capital needs required for expbgtewth of assets. The payment of dividends lislgavithin the discretion of the Board of
Directors, considering Cornerstone’s expensesyihiatenance of reasonable capital and risk reseanesappropriate capitalization
requirements for state banks.

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

Forward-Looking Statements

Management’s discussion of the Company and manag&namalysis of the Company’s operations and oty and other matters,
may include forward-looking statements within theaming of the Private Securities Litigation Refokat of 1995 and other provisions of
applicable federal and state securities laws. cAigh the Bank believes that the assumptions uridgrfuch forward-looking statements
contained in this Report are reasonable, any chfisemptions could be inaccurate and, accorditiydye can be no assurance that the
forward-looking statements included herein will yedo be accurate. The use of such words as “éXpaaticipate,” “forecast,” and
comparable terms should be understood by the reéadiedicate that the statement is “forward-looKimad thus subject to change in a ma
that can be unpredictable. Factors that couldecaagial results to differ from the results anttgal, but not guaranteed, in this report, inc
(without limitation) economic and social conditigmempetition for loans, mortgages, and other fai@rservices and products, changes in
interest rates, unforeseen changes in liquiditylte of operations, and financial conditions affegthe Company’s customers, and other
risks that cannot be accurately quantified or catgly identified. Many factors affecting the Compa financial condition and profitability,
including changes in economic conditions, the \iithabf interest rates, political events and cotifgen from other providers of financial
services simply cannot be predicted. Because flaesars are unpredictable and beyond the Compamyifrol, earnings may fluctuate from
period to period. The purpose of this type of infation is to provide readers with information k&let to understanding and assessing the
financial condition and results of operations @& @ompany, and not to predict the future or to guiae results. The Company is unable to
predict the types of circumstances, conditionsfaotbrs that can cause anticipated results to @éhafpe Company undertakes no obligation
to publish revised forward-looking statements fitert the occurrence of changes or unanticipateshsy circumstances, or results.

General

The following should be read in conjunction witke tinformation and tables, which follow. For a dission of liquidity and the impact of
inflation, see “Capital Resources/Liquidity” below.

Summary

Net income for 2002 was $1,061,423 an 86% incréase Cornerstor's net income of $569,612 in 2001. Net incomegqmnmon share of
$0.86 for 2002 was 83% higher than 2001 net incparecommon share of $0.47. Pretax income of $10229for 2002 increased $786,389
from 2001 pretax income of $942,625.

The increase in net income per common share fraddd 202002 results from an increase in the Banktamterest income margin combined
with strict expense control. Key aspects of thpriosrement in earnings were quality loan growth fees realized from their origination an
decrease in interest expense for the Bank’s depasé. Non-interest income increased due mostlyigination of secondary mortgages
increasing 12.6% from $889,580 in 2001 to $1,002,h52002. Asset quality improved materially dgri2002 but due to loan growth and
one large charge-off the loan provision increase$683,434, up from $435,000 in 2001. Non-inteeatense increased 9.5% in 2002 due
mostly to an increase in salaries and benefit¥d@% as the Bank added three senior lending offitiethe employee base. The Bank is
optimistic the investment in quality employees wéturn continued improved earnings in the forelkefuture.

Business of the Company

The Company’s earnings depend primarily on the Bafilet interest income,” which is the differencetveen the interest income it receives
from its assets (primarily its loans and investrmesdurities) and the interest expense (or “cofitrids”) which it pays on its liabilities
(primarily its deposits). Net interest income iaction of (i) the difference between rates démest earned on interest-earning assets and
rates of interest paid on interest-bearing
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liabilities (the “interest rate spread” or “neteénést spread”) and (ii) the relative amounts ointsrest-earning assets and interest-bearing
liabilities. When interest-earning assets appratéror exceed interest-bearing liabilities, anyitpasinterest rate spread will generate net
interest income. The Bank adheres to an assdtadility management strategy, which is intendeddatrol the impact of interest rate
fluctuations upon the Company’s earnings and toenthak yields on the Bank’s loan portfolio and irtwesnt securities more responsive to its
cost of funds. This is accomplished by more clpsahtching the maturities of its interest-earnisgeds and its interest-bearing liabilities,
while still maximizing net interest income. Nevetess, the Bank is and will continue to be affeédig changes in the levels of interest rates
and other factors beyond its control.

Unless specifically noted below, the following infration is presented on a consolidated basis taftethe Company’s performance as a
whole. The Company'’s results of operations areeddpnt primarily upon the results of operationthefBank.

For the fiscal years ended December 31, 2002 a8tl, 28e Company’s weighted average rate earned orieaest-earning assets was 7.37%
and 8.33%, respectively, and the Company’s weigatedage rate paid on all interest-bearing lidegifor the same years was 2.92% and
4.53%, respectively. The Company’s interest rptead for the years ended December 31, 2002 aridth@efore was 4.45% and 3.80%,
respectively, and its net interest income for syedrs was $6,393,652 and $5,037,977, respectiay fiscal 2002, the Company recorded a
net income of $1,061,423 or $0.86 basic earnings@@mon share as compared with net income of $3@%r $0.47 basic earnings per
common share for fiscal 2001. The increase inmeeme was due to a 26.9% increase in the Bank’'siterest income and a 12.7% increase
in non-interest income, while non-interest expansecased only 9.5%.

The table below sets forth certain additional measof the Company’s performance for the periodgcated. Average balances in the table,
as well as all average balances presented elsewhtis report, were derived based on daily badanghenever possible. However, some
average balances, which require data from the Com@es opposed to the Bank, were derived basedomihsend balances since the data
processing systems for those entities do not peodally average balance information. The use aitmend averages does not materially
alter any information given, and all averages &terspresentative of the operations of the Compan

Years Ended December 31,

2002 2001 2000

Net Interest Margin (Net interest income divideddwerage intere- earning

assets 4.8% 4.3¢% 4.92%
Return on Average Assets (Net income divided byaye total assets) 0.74% 0.45% 0.3%%
Return on Average Equity (Net income divided byrage equity) 7.25% 4.2(% 3.04%
Equity-to-Assets (Average equity divided by averamal assets) 10.21% 10.6¢% 10.4%%
Loans to Deposits (Average loans divided by avedsily deposits) 90.9:% 83.9¢% 82.3t%
Dividend Payout Ratio (Dividends declared by thenpany divided by net

income) 0.0(% 0.0(% 0.0(%

Results of Operations
Year ended December 31, 2002 compared to year ddglszinber 31, 2001:
Net Interest Income. Net interest income is the principal component Bhancial institution’s income stream and représen
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the spread between interest and fee income geddrata earning assets and the interest expenseopdidbilities. The following discussion
is on a fully taxable equivalent basis.

Net interest income before the loan loss provisar2002 increased $1,355,675 or 26.9% over 2001 increase in net interest
income from 2001 to 2002 is due to a material deszén interest expense as the portfolio of cediifis of deposit rolled over in a lower
interest rate environment. The Bank also enjoyexhg loan growth and as a result was able to co#ldarge amount of loan origination fe
The Bank anticipates loan growth to continue aleity loan origination fees. Another factor contriing to the large decrease in interest
expense was the change in deposit mix which sawcaease in transaction accounts as a percentagéabtieposits. The Bank will continue
to solicit transaction accounts with lower interesst to reduce the interest rate risk.

Interest income increased $ 122,210 or 1.3% in 208 2001. Interest income produced by the loantfplio increased $393,521
or 4.8% from 2001 to 2002. Interest income on stwent securities and Federal Funds sold decrédssxj057 or 10.9% from 2001 to
2002. The increase in loan interest income wadaladarge increase in the volume of loans aptrdolio grew, but the income was
reduced by a decreasing interest rate environnmiEm. Bank as mentioned above attributes the stimamggrowth to an increase in the nurr
of relationship managers and their level of expertiThe securities portfolio decrease was dulkeetgénerally lower interest rate environm
which presents few opportunities to invest withimaterial interest rate risk exposure. Total irdeexpense decreased $1,233,465 or 27.1%
in 2002 from 2001. The interest expense decraage 2001 to 2002, was a result of a sharp deciiedaéerest rates in 2002. The majority
of the Bank’s certificate of deposit portfolio regad during 2002 at much lower rates and this Wwaddrgest component of the interest
savings.

One of the most useful tools for measuring theitgtof a small community bank to make money isaitdlity to maximize its net
interest margin and its interest rate spread. ngténterest margin, or the net yield on earnisgess, is computed by dividing fully taxable
equivalent net interest income by average-earnésgta. This ratio represents the difference betweeaverage yield on average-earning
assets and the average rate paid for all fundstossupport those earning assets. The net intarasgin increased 48 basis points in 2002 to
4.86%. The net interest spread, defined as tleeofahterest income minus the rate of intereseesp, increased 67 basis points from 3.80%
in 2001 to 4.45% in 2002. The yield on earningetssdecreased 96 basis points to 7.37% in 2002 8:86% in 2001.

Allowance for Loan Loss.  The allowance for possible loan loss represetsagement’s assessment of the risks associated with
extending credit and its evaluation of the quadityhe loan portfolio. Management analyzes tha lpartfolio to determine the adequacy of
the allowance for possible loan losses and theagpjaite provisions required to maintain a levelsidared adequate to absorb anticipated
loan losses. Management believes that the allogvforgossible loan losses balance of $1,591,15%# Becember 31, 2002, is sufficient to
absorb known credit risks in the portfolio. Nowssice can be given, however, that adverse ecormmmignstances will not result in
increased losses in the loan portfolio and requieater provisions for possible loan losses irftlere.

Non-performing Assets.  Non-performing assets include non-performing $and foreclosed real estate held for sale. Non-
performing loans include loans classified as noerigad or renegotiated. Cornerstone’s policy iplace a loan on non-accrual status when it
is contractually past due 90 days or more as tongay of principal or interest. At the time a laamplaced on non-accrual status, interest
previously accrued but not collected may be revkbesel charged against current earnings. Recogrofiany interest after a loan has been
placed on non-accrual status is accounted foreash basis. As of December 31, 2002, Cornerstadéf88,716 of non-performing assets.

Non-interest Income. Non-interest income consists of revenues gerd:feden a broad range of financial services andvaiets
including fee-based services and profits and comions earned through credit life insurance saldsodimer activities. In addition, gains or
losses realized from the sale of investment seesrdre included in non-interest income. Total-mdarest income increased by $112,578 or
12.7% from 2001 to 2002. Fee income from serviages on deposit accounts increased $96,979 2¥4lih. 2002. The Bank had no
security gain of $83,705 in 2002 and when the scgain in 2001 is excluded in the analysis, notefest income increased by $196,283 or
24.4%

Non-interest Expense. Non-interest expense for 2002 increased by $&8304 9.5% from 2001. Salaries and employee besnefi
increased by $393,816 or 17.6% from 2001 to $2%80, Payroll expense increased as the Bank hinedniew employees to bolster the
lending function and to start a new Corporate Fieasepartment specializing in asset based loanseged/ables financing. This, along with
bonuses, accounted for the majority of the incréas2002. Occupancy expense increased 11.0%eaBahk operated a full service branch
Gunbarrel Road for its second full year and adatedddition on to the
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Gunbarrel Branch to increase its customer senapadity. All other non-interest expense increg®d72 or 0.3% in 2002, with no material
reductions or increases.

Financial Condition

Earning Assets. Average earning assets in 2002 increased $1@i8mor 14.6% over 2001 due to material loan gtiown
the second half of 2002. This loan growth ledghewth of the balance sheet and the Bank fundetbdregrowth with a combination of
FHLB borrowings and certificates of deposit. Tlkewwity portfolio was stagnate due to lack of appiate investment alternatives.

Loan Portfolio. The Banks average loans for 2002 were $107.7 million, aneiase of 18.7% over $90.7 million in aver
loans for 2001. The actual balance at the end022vas $124.7 million, representing an increaskl8t5 million from 2001. Loan growth
for 2002, as in 2001, was uneven and heavily weidjkt the second half of the year with severaldanigh quality loans greatly increasing
the Bank’s outstanding balances. The growth wasentrated in commercial and commercial real estéle Bank hired three talented
relationship managers as the present staff bedechddwn with existing loan relationships and costo service began to suffer. The new
relationship managers were responsible for the mitgjof the growth due to their available time wneplete the transactions. The Bank feels
strongly that the key to success in lending, a$ agefor the Bank as a whole, is to hire talentegbleyees to provide outstanding customer
service in a safe and sound manner.

Investment Securities. Cornerstone’s average investment securitiesgharincreased 10.0% or $2.0 million from 2001 to
2002, but when combined with Federal Funds soldrzas liquid assets decreased $ 0.2 million or 0.The average investment portfolio
and average federal funds sold for 2002 was $24l®m Cornerstone maintains an investment sgatef seeking portfolio yields within
acceptable risk levels as well as providing liqtyidpledging requirements and GAP management. cEoraplish these strategies, the Bank
positioned the Investment Portfolio on the assuonptinat there was a higher probability of ratesigaip than down and as a result took a
cautious interest rate stance and invested apptepri The two vehicles used the most often we8eAldency LIBOR floaters that have rates
tied to LIBOR and adjust their rates monthly, arfsl Aigency callable notes structured with an interatst cushion to protect the Bank if
interest rates rise. Both investments have a lgwedd but are less likely to devalue if rates gase. Cornerstone maintains two
classifications of investment securities: “HeldMaturity” and “Available for Sale.” The “Availablfor Sale” securities are carried at fair
market value, whereas “Held to Maturity” securitéee carried at book value. At year-end 2002, alimed gains in the “Available for Sale”
portfolio amounted to $426,324.

Intangibles. During 2002 the Company adopted the provisiorStafement of Financial Statement No. 142 Goochwitl
other Intangible Assets concerning the $2,541,4¢&lwill created by the merger with the Bank of HRistlge. The Company had a third
party determine that the fair value was in excéshecost and as a result no further amortizatias required during 2002.

Deposits. Cornerstone’s average deposits increased $10.ibmdt 9.6% from 2001 to 2002. From year-end 2@0year-
end 2002, total deposits increased $11.3 milliof.6%. The Bank’s deposit strategy remained ditrgd¢ransaction deposits from businesses
customers while filling funding gaps with certifteaof deposit specials to attract incremental fumbide not driving up the cost of certificates
already on the books. The Bank saw extraordinacgess during 2002 in attracting business and pdelposits to the Bank. Interest bearing
transaction accounts increased 11.1% while demapdsits increased 44.9%. This success fundedahk’8fourth quarter loan growth and
allowed the Bank to maintain its net interest mauian above peer bank level. The Bank expeatsritinue focusing on attracting deposits
from businesses, especially transaction accourtishware less expensive and tie the customer basely to the Bank.

Capital Resources. Stockholders average equity increased $1.1 mitio8.1%. The company had net income of
$1,061,423 in 2002, and the value of the investraeatirity portfolio’s unrealized gains, net of tingreased from $275 thousand to a $281
thousand. The actual balance of stock hotdequity increased $1.1 million or 7.6% from $1dhillion as of the end of 2001 to $15.1 milli

Net Interest Income

The following table sets forth information with pest to interest income from average interest-egrassets, expressed
both in dollars and yields, and interest expensavanage interest-bearing liabilities, expresseti bodollars and rates, for the periods
indicated. The table includes loan yields, whieflect the amortization of deferred
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loan origination and commitment fees. Interesbme from investment securities includes the aamnedf discounts and
amortization of premiums.

Years Ended December 31,

2002 2001 2000
Interest Average Interest Average Interest Average
Average Income/ Yield/ Average Income/ Yield/ Average Income/ Yield/
(In thousands) Balance  Expense(1) Rate Balance Expense(1) Rate Balance Expense(1) Rate
ASSETS
Interes-earning asset:
Loans(1)(2) 107,67¢ 8,54¢ 7.92% 90,68( 8,151 8.9¢% 80,52¢ 7,97¢ 9.91%
Investment securities 22,33¢ 1,124 5.12% 20,29¢ 1,261 6.21% 20,907 1,382 6.56%
Federal funds sold 1,84¢ 34 1.84% 4,072 16¢€ 4.14% 99t 61 6.22%
Other earning assets — 0.0(% — 0.0(% — 0.00%
Total interestearning asse  131,85¢ 9,70z 7.31% 115,05: 9,58( 8.32% 102,42t 9,422 9.2(%
Allowance for loan losses (1,33¢) (1,189 (1,069
Cash and other assets 13,03t 13,04 12,68
Total assets 143,55 126,91( 114,04.
LIABILITIES AND
STOCKHOLDERS’
EQUITY
Interes-bearing liabilities:
Deposits
NOW accounts 20,14¢ 227 1.12% 16,601 264 1.5% 15,46: 27C 1.7=%
Money market / Saving:
accts. 18,51t 32€ 1.7¢% 11,58t 32€ 2.82% 11,08¢ 393 3.28%
Time deposits, $100m
and ovel 19,22 731 3.8(% 20,09( 1,11¢ 5.5€% 16,147 95€ 5.9%
Time deposits, under
$100m 45,93¢ 1,674 3.65% 47,46¢ 2,661 5.61% 43,49¢ 2,55¢ 5.85%
Total interest-bearing
deposits 103,82: 2,95¢ 2.85% 95,74 4,367 4.5% 86,19: 4,18: 4.85%
Federal funds purchased 641 12 1.91% 36 1 2.31% 67t 44 6.52%
Securities sold under
agreement to repurcha 1,317 15 1.1%% 2,097 61 2.91% 2,93¢ 154 5.2¢%
Other borrowings 7,68¢ 324 4.21% 2,32¢ 113 4.84% 22 1 4.55%
Total interest-bearing
liabilities 113,46¢ 3,30¢ 2.92% 100,20° 4,542 45% 89,82¢ 4,382 4.8¢%
Other liabilities:
Demand deposil 14,601 12,26: 11,55t
Accrued interest payable
and other liabilities 831 891 693
Total other liabilities 15,43¢ 13,15¢ 12,24¢
Total liabilities 128,90¢ 113,36: 102,07¢
Redeemable common sto — — 59
Stockholders’ equity 14,65’ 13,54¢ 11,90¢
Total liabilities and
143,55 126,91( 114,04:

stockholder equity
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Years Ended December 31,

2002 2001 2000

FINANCIAL RATIOS
Excess of intere-earning assets over inter-bearing liabilities 18,39( 14,84« 12,60(
Ratio of interes--earning assets to inter-bearing liabilities 116.22% 114.81% 114.0%
Net interest incom 6,394 5,03¢ 5,03¢
Interest rate spread (difference between rate damenteresearning assets a

rate paid on intere-bearing liabilities) 4.45% 3.8(% 4.32%
Net interest margin (net interest income dividedaligrage intere-earning

assets 4.8¢% 4.3¢% 4.92%

(1) Interest income on loans includes amortizatibdeferred loan fees and other discounts of $,3&8m, and $13m for tt
fiscal years ended December 31, 2002, 2001, and, 268pectively

(2) Nonperforming loans are included in the comfiah of average loan balances, and interest incomsich loans is
recognized on a cash bas

The following table sets forth information regamglithe weighted average contractual yields earngti®@Company’s
interest-earning assets and the weighted averdgrest rates paid on the Company’s interest-bediabdities outstanding at December 31,
2002. Investment securities available for saleHSA) and held to maturity (“HTM”") are shown at thbook values.

Average
(In thousands) Amount Yield/Rate
Interes-earning asset:
Loans 107,67t 7.9%
Investment securities 22,33¢ 5.12%
Federal funds sold 1,84« 1.84%
Total interest-earning assets 131,85¢ 7.31%
Interes-bearing liabilities:
NOW Accounts 20,14¢ 1.12%
Money market and savings accounts 18,51¢ 1.7¢%
Time deposits of $100,000 or more 19,22 3.8(%
Time deposits under $100m 45,93¢ 3.65%
Total deposits 103,82: 2.85%
Federal funds purchased 641 1.91%
Securities sold under agreement to repurchase 1,315 1.14%
Long term debt 7,68¢ 4.21%
Total interest-bearing liabilities 113,46¢ 2.92%

Changes in interest income and interest expensatiaifsutable to three factors: (i) a change inumeé or amount of an asset
or liability; (ii) a change in interest rates; d@r)(a change caused by the combination of chamgasset or deposit mix. The following table
describes the extent to which changes in inteegssrand changes in volume of interest-earningsaase
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interest-bearing liabilities have affected the Camys interest income and expense during the peiidicated. For each category of
interest-earning assets and intetes&ring liabilities, information is provided asdioanges attributable to change in volume (changeliume
multiplied by current rate) and change in ratesfdfe in rate multiplied by current volume). Thmaéning difference has been allocated to
mix.

Year Ended December 31
2002 Compared to 2001

Net
(In thousands) Volume Rate Mix Change
Interest income
Loans (1)(2 1,34¢ -1,13¢ 18C 394
Investment securitie 104 -244 3 -137
Federal funds sol -41 -42 -51 -13¢
Other earning asse 0 0 0 0
Total interest incom 122
Interest expenst
NOW account: 40 -94 18 -36
Money market and saving accou 122 -19¢t 73 0
Time deposits, $100,000 and o -41 -33€ -19 -39¢€
Time deposits, less than $100,( -56 -89¢€ -25 -977
Total deposit: -1,40¢
Other borrowing 22¢ -48 33 211
Federal Funds Purchas 12 -3 17 26
Securities sold under agreement to repurc =l -37 -23 -61
Total other intere-bearing liabilities 17¢
Total interest expens -1,23:
Change in net interest income (exper 1,35¢
Year Ended December 31,
2001 Compared to 2000
Net
Volume Rate Mix Change
Interest income
Loans (1)(2 92¢ -83¢ 79 17z
Investment securitie -37 -74 -3 -114
Federal funds sol 154 -84 37 107
Other earning asse 0 0 0 0
Total interest incom 16E
Interest expenst
NOW account: 19 -26 1 -7
Money market and saving accou 16 -85 1 -67
Time deposits, $100,000 and o 23C -79 16 167
Time deposits, less than $100,( 212 -13€ 22 97
Total deposit: 19C
Other borrowing 20t -3 -90 112
Federal Funds Purchas -33 -2 -9 -44
Securities sold under agreement to repurc -48 -49 4 -92
Total other intere-bearing liabilities -24
Total interest expens 16€
Change in net interest income (exper -1
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(1) Loan amounts include non-accruing loans.
(2) Interest income includes the portion of loaesfeecognized in the respective periods.

The following table sets forth the re-pricing oét@ompany’s interest earning assets and interestrigeliabilities as of
December 31, 2002. The time periods in the tadpeasent the period, following December 31, 2002ind which an asset or liability
matures or can be repriced. This interest seitgitpap table is designed to monitor the Compaimtarest rate risk exposure within the
designated time period. In order to control indérate risk, management regularly monitors themwa of interest sensitive assets relative to
interest sensitive liabilities over specific timedrvals. The Company’s interest rate managenwigyds to attempt to maintain a relatively
stable net interest margin in periods of interast fluctuations. The Company’s policy is to aeno maintain a ratio of cumulative gap to
total interest sensitive assets of negative 15.@0positive 15.00% in the time period of one yealess. Presently the Bank is in a negative
one-year cumulative GAP position of (0.07%) andadsvely seeking adjustable rate loans and longeriabilities to increase the Bank’s
positive sensitivity. The Bank to date has notipgmated in any derivative products to address bsue and does not foresee the need to
in the immediate future. Below is a table, whiefiects the Company’s interest-earning assetsraedeistbearing liabilities. The informatic
set forth below is based on the following assunmstiof management. (i) saving and money marketND@ accounts will be less interest
rate sensitive and the re-pricing on these accawititbe spread out over a five-year period; aniyl gecurities other than mortgage-backed
securities have been scheduled by maturity datkewidrtgages have been amortized over the lifb@ftortgage.

Less than 1to5 Over 5

(In thousands) One Year Years Years Total
Interest Sensitive Asse
Federal Funds so 46( 0 0 46(
Investment securitie

Taxable(1) 13,53: 7,531 27C 21,33¢

Tax-exempt(1) 0 0 1,37 1,372
Loans(2)

Fixed rate & adjustable rate-4 mort. 9,81( 12,107 1,56¢ 23,58¢

Scheduled paymen 49,87t 48,48: 2,84t 101,09¢
Total Interes-Sensitive Asset 73,67¢ 68,11¢ 6,05¢ 147,85«
Interest Sensitive Liabilitie
NOW 10,40: 15,61: 0] 26,01¢
Money marke 10,857 3,61¢ 0 14,47¢
Time deposit: 47,01: 22,357 0] 69,36¢
Other intere«~bearing liabilities 5,50z 8,00( 0 13,50:
Long-term debt 0 0 0] 0
Total Interest Sensitive Liabilitie 73,777 49,58’ 0] 123,36«
Interest Sensitivity Ga (201) 18,53: 6,05¢ 24,48
Cumulative Gaj (107) 18,43: 24,48’

Ratio of cumulative gap to total Interest sensitive

asset: (0.00)% 12.4%% 16.56%

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

Loan Policy

All lending activities of Cornerstone are under tlirect supervision and control of the Director@ahdCommittee, which
consists of the chief executive officer and foutside directors. Also present at meetings of thrarittee are the executive vice president
and senior lender, the executive vice presidentcaief financial officer, loan review officer andher lending officers as required. The loan
committee enforces loan authorizations for eactcaff makes lending decisions on loans exceedinly bunits, services all requests for off
credits to extent allowable under current laws @glilations, administers all problem credits, aattdnines the allocation of funds for each
lending category. The Bank’s established maximoam lvolume to assets is 85%. The loan portfolitsegis primarily of real estate,
commercial and installment loans.

General

At December 31, 2002, the Company’s loan portfobiastituted approximately 77.98% of the Companytal assets. The
following table sets forth the composition of therpany’s loan portfolio at the indicated dates.

At December 31,

(In thousands) 2002 2001
Amount Percent Amount Percent

Commercial, financial, and agricultul 28,03 22.4¢% 20,42 19.4(%
Real estat+ constructior 20,517 16.4€¢% 13,19( 12.5/%
Real estat— mortgage 28,33 22.7% 30,82¢ 29.3%
Real Estat— commercia 41,92¢ 33.62% 34,54 32.82%
Consumer loan 5,88( 4.72% 6,17(C 5.8&%

Total loans 124,68t 100.0(% 105,15¢ 100.0(%

The following table sets forth the scheduled mégsiof the loans in the Company’s loan portfokooh December 31, 2002
based on their contractual terms to maturity. Oradts are reported as due in less than one yemans unpaid at maturity are renegotiated
based on current market rates and terms.

Loans Maturing

Less Than One to Five More than
One Year Years Five Years Total
Commercial, financial and agricultui 19,56¢ 8,46: 5 28,03«
Real estat+ constructior 16,94 3,38¢ 18€ 20,517
Real estat— mortgage 11,26: 13,43¢ 3,63( 28,33:
Real estat— commercia 12,64¢ 28,69: 58¢ 41,92¢
Consumer loan 2,01t 3,861 4 5,88(
Total Loans 62,43 57,84. 4,41: 124,68t
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Types of Loans
Commercial Loans

Commercial, industrial, and non-farm non-residéntians, hereinafter referred to as commercial $o@xcluding
commercial construction loans) totaled $28.0 millar 22.5% of the Company’s loan portfolio at Debem31, 2002. Commercial loans
consist of loans and lines of credit to individyglartnerships and corporations for a variety @filess purposes, such as accounts receivable
and inventory financing, equipment financing, besmexpansion and working capital. The termseB#nk’s commercial loans generally
range from 90 days to a 15 year amortization wishyaar balloon. The loans generally carry interates, which adjust in accordance with
changes in the prime rate, but when appropriatebeifixed to match the borrower’s needs. Subghyall of the Bank’s commercial loans
are secured and guaranteed by the principals didirewer.

Loans secured by marketable equipment are reqtdgred amortized over a period not to exceed 60 hsonGenerally,
loans secured by current assets such as invent@gcounts receivable are revolving lines of cradlibh annual maturities. Loans secured by
chattel mortgages and accounts receivable mayxeeed 85% of their market value. Loans securelisbyd stocks, municipal bonds and
mutual funds may not exceed 70% of their markeiealUnsecured short-term loans and lines of creddt meet criteria set by the Bank’s
Loan Committee. Current financial statements stipgdbcommercial loans, and such financial statetmare updated annually. Commercial
loans, which are considered small business loaagha core business of the Bank. Most loans asemwith a long-term relationship
intended and Cornerstone also seeks to obtainathievier’s business and personal depository accounts

Real Estate - Construction Loans

As of December 31, 2002, Cornerstone had $14.9omiih construction and development loans outstagdivhich
represented 12.0% of the loan portfolio. All constion and development loans are held in the Batddn portfolio. The Bank makes
residential construction loans to owner-occupantsta persons building residential properties &sate. The Bank has two main areas of
construction loans: one is to residential realtesdavelopers for speculative or custom singlefianeisidential properties, and the other is to
custom commercial construction projects with gutead takeout provisions. Construction loans auallysvariable rate loans made for tel
of one year or less, but extensions are permittednistruction has continued satisfactorily anthé loan is current and other circumstances
warrant the extension. Construction loans aretdichio 80% of the appraised value of the lot ardcttmpleted value of the proposed
structure.

Construction financing generally is consideredntolve a higher degree of credit risk than permansartgage financing «
residential properties, and this additional riskally is reflected in higher interest rates. Thghbr risk of loss on construction loans is
attributable in large part to the fact that loands are estimated and advanced upon the secutity @iroject under construction, which is of
uncertain value prior to the completion of condiiare Moreover, because of the uncertainties iehein estimating construction costs, de
arising from labor problems, material shortages@her unpredictable contingencies, it is relagndifficult to accurately evaluate the total
loan funds required to complete a project and tuaately evaluate the related loan-to-value ratibshe estimates of construction costs and
the salability of the property upon completion leé foroject prove to be inaccurate, the Bank marefaired to advance funds beyond the
amount originally committed to permit completiontbé project. If the estimate of value provesddriaccurate, the Bank may be confron
at or prior to the maturity of the loan, with a jet with a value which is insufficient to assund fepayment.

The Bank’s underwriting criteria are designed taleate and minimize the risk of each constructaanl Among other
items, the Bank considers evidence of the avaitglmf permanent financing or a take-out commitmienthe borrower, the financial strength
and reputation of the borrower, an independentaggirand review of cost estimates, market contitiand, if applicable, the amount of the
borrower’s equity in the project, pre-constructgate or leasing information and cash flow projewiof the borrower.

Real Estate - Mortgage Loans

At December 31, 2002, real estate mortgage lodaketb $ 28.3 million or 22.7% of the Company’'srigeortfolio. Real
estate mortgage loans include all one to four faneisidential loans secured by real estate forgaeg other than
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construction or acquisition and development. Adlrestate loans are held in the Bank’s loan pastéxcept for loans designated loans held
for sale. The loans held for sale are FHLB or FNNUAlified and have been pre-approved by an undérg/specialist prior to closing. As
of December 31, 2002 the Bank had $ 3.2 milliothese secondary market mortgages. The remaindke &ank mortgage loans are home
equity loans and are made at fixed interest ratetefms of one to three years with balloon paynpeotisions and amortized over a 10-15
year period. The Bar's experience indicates that real estate loans allymemain outstanding for much shorter periogvés years on
average) than their stated maturity because th@wers repay the loans in full either upon the séléhe secured property or upon the
refinancing of the original loan.

In the case of owner occupied single-family resen real estate loans are made for up to 95%eofatue of the property
securing the loan, based upon an appraisal ifddwe &mount is over $100,000. When the loan isrsddoy real estate containing a nmmner
occupied dwelling of one to four family units, l@agenerally are made for up to 80% of the valuseaipon an appraisal if the loan amount
is over $100,000. The Bank also requires titleiiaace to insure the priority of the property l@nits real estate loans over $50,000 and
requires fire and casualty insurance on all ofoigs.

The real estate loans originated by the Bank cortddue-on-sale” clause, which provides that taaelBmay declare the
unpaid balance of the loan immediately due and laygpon the sale of the mortgaged property. Slalses are an important means of
reducing the average loan life and increasing thlel yn existing fixed-rate real estate loans, imnsithe Bank’s policy to enforce due-on-sale
clauses.

Real Estate -Commercial

At December 31, 2002, commercial real estate mgetd@ans totaled $ 47.5 million or 38.1% of ther(any’s loan
portfolio. Commercial real estate mortgage loanafuide all non one to four family residential loaesured by real estate for purposes other
than construction or acquisition and developmeéiit.real estate loans are held in the Bank’s loartfplio except for loans that have been
participated to correspondent Banks. The Bankseill these participations once a loan exceedBdimé’s legal lending limit or is deemed
appropriate by the Director’'s Loan Committee. Caereial real estate mortgage loans are a combinafipnoperties that are leased out or
used for a primary place of a business the Banlatratationship with. Most of the commercial resfate loans are fixed interest rates for
terms of one to three years with balloon paymeovigions and amortized over a 10-15 year periotdwienever possible the Bank will seek
a variable rate loan which would be tied to the Nk prime rate and adjust monthly. The Ban&xperience indicates that real estate I
normally remain outstanding for much shorter pesi(gbven years on average) than their stated riyab@dause the borrowers repay the |
in full either upon the sale of the secured prgpertupon the refinancing of the original loan.

Commercial real estate loans are made for up to 85%e value of the property securing the loarselolaupon an appraisal
if the loan amount is over $100,000. The Bank atspiires title insurance to insure the priorityttté property lien on its real estate loans
over $50,000 and requires fire and casualty insgam all of its loans.

Consumer Loans

At December 31, 2002, consumer loans totaled $nillidn or 4.7% of the Company’s loan portfolidhese loans consist
of consumer installment loans and consumer credit balances. As of December 31, 2002, the Badksha million credit card balances
outstanding

The Bank makes both secured and unsecured consomnmsrfor a variety of personal and household mapo Most of the
Bank’s consumer loans are automobile loans, baaisloproperty improvement loans and loans to depesin the security of their
certificates of deposit. These loans are genenadlgle for terms of up to five years at fixed ing¢rates. The Bank considers consumer loans
to involve a relatively high credit risk comparedreal estate loans. Consumer loans, thereforerghty yield a relatively high return to the
Bank and provide a relatively short maturity. Benk believes that the generally higher yields guedshorter terms available on various
types of consumer loans tend to offset the reltikigher risk associated with such loans, andrioute to a profitable spread between the
Bank’s average yield on earning assets and the’Baokt of funds.

Lending Commitments

As of December 31, 2002, commitments under stafetbsrs of credit and undisbursed loan commitmagtregated
approximately $18,356,000. This number includé8rads that have not been fully drawn and loan gotments in the same status.
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Origination, Purchase and Sale of Loans

The Bank originates loans primarily in Hamilton @by Tennessee. The Bank also originates loaMaition, Sequatchie,
and Bradley Counties in Tennessee, and Dade, Wali®eCatoosa Counties in Georgia, each of whicbigiguous to Hamilton County.
Loans are originated by nine loan officers who apefrom the Bank’s offices in Chattanooga. THeaa officers actively solicit loan
applications from existing customers, local mantufeers and retailers, builders, real estate deeelmpeal estate agents and others. The
also receives numerous loan applications as atrefsclistomer referrals and walk-ins to its offices

Upon receipt of a loan application and all requisegporting information from a prospective borroytee Bank obtains a
credit report and verifies specific informationatihg to the loan applicant’'s employment, income areditworthiness. For significant
extensions of credit in which real estate will gecthe proposed loan, a certified appraisal oftlad estate is undertaken by an independent
appraiser approved by the Bank. The Bank’s lofinesk then analyze the credit worthiness of thedwer and the value of any collateral
involved.

The Bank’s loan approval process is intended todmservative but also responsive to customer nelegisns are approved
in accordance with the Bank’s written loan polieghich provides for several tiers of approval auittypbased on a borrower’s aggregate debt
with the Bank. Certain loan officers have the atitly to approve loans of up to $ 150,000. Alletioan officers have the authority to
approve secured loans of up to at least $ 25,00@re is an Officers Loan Committee comprised efd@nior officers of the Bank which m
approve any loan that increases the borrower'seggge indebtedness above an individual officemstJibut that is not more than $ 500,000.
The Directors Loan Committee must approve all loarer $ 500,000 up to $ 1,000,000. All loans a&®¥,000,000 up to the Bank’s legal
lending limit must be approved by the Board of Diogs of the Bank. The Bank’s legal lending limi®5% of the Bank’s qualifying equity
for secured loans and 15% for unsecured loans.

The Bank has in the past purchased and sold comahkran participations with correspondent bankg aill continue the
practice when management feels the action would bee best interest of stockholders. The purclofisean participations allows the Bank
to expand its loan portfolio and increase profiisbivhile still maintaining the high credit starmdis, which are applied to all extensions of
credit made by the Bank. The sale of loan paittims allows the Bank to make larger loans, witictherwise would be unable to make
to capital or other funding considerations. Astaf end December 31, 2002, the Bank had a purclpasgdipation balance of $ 14 thousand
and had a sold participations balance of $4.8 onilli

Loan Feelncome

In addition to interest earned on loans, the Ba&ueives origination fees for making loans, commithiees for making
certain loans, and other fees for miscellaneous-tetated services. Such fee income varies wighvtilume of loans made, prepaid or sold,
and the rates of fees vary from time to time dependn the supply of funds and competitive condisio

Commitment fees are charged by the Bank to theolnr for certain loans and are calculated as aepéage of the
principal amount of the loan. These fees normadydeducted from the proceeds of the loan andrgigneange from 1/2% to 2% of the
principal amount, depending on the type and volofMeans made and market conditions such as thedeéror loans, the availability of
money and general economic conditions. The Bankpties with FASB 91 and amortizes all loan feesxness of $5,000 over the life of the
loan.

The Bank also receives miscellaneous fee incomm fate payment charges, overdraft fees, propesyacation fees, and
miscellaneous services related to its existingdodror the year ended December 31, 2002, the Benaignized origination, commitment and
other loan fees totaling $ 570,706, which equal&8% of the Company’s total interest income foryhar.
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Problem Loans and Allowance for Loan Losses
Problem Loans

In originating loans, the Company recognizes thaill experience credit losses and that the riEloss will vary with,
among other things, the type of loan being madecthditworthiness of the borrower over the terrthefloan and, in the case of a secured
loan, the guaranty of the security for the loame Tompany has instituted measures at the Bankveineedesigned to reduce the risk of, and
monitor exposure to, credit losses.

The Bank’s loan portfolio is systematically reviagy the Bank’s management, internal auditors,ragleauditors, and
State and Federal regulators to ensure that thk’8karger loan relationships are being maintaingttiin the loan policy guidelines, and
remain properly underwritten. Input from all theose parties is used by the Bank to take correetoimns as necessary. As discussed b
each of the Bank’s loans is assigned a rating dor@ance with the Bank’s internal loan rating systeAll past due loans are reviewed by the
Bank’s senior lending officers and all past duebaver $25,000 are reviewed monthly by the Direstiooan Committee. All loans
classified as substandard or doubtful, as wellhgs'special mention” loans (defined in the follogiparagraph), are placed on the Bank’s
watch list and reviewed at least monthly by theeBior's Loan Committee. In addition, all loansatparticular borrower are reviewed,
regardless of classification, each time such boerawquests a renewal or extension of any loaeaquests an additional loan. All lines of
credit are reviewed annually prior to renewal. ISteviews include, but are not limited to, the iypibf the borrower to repay the loan, a re-
assessment of the borrower’s financial conditibe,talue of any collateral and the estimated piatkloiss to the Bank, if any.

The Banks internal problem loan rating system establishesetclassifications for problem assets: substandaubtful an
loss. Additionally, in connection with regulatagyaminations of the Bank, Federal and State examhmve authority to identify problem
assets and, if appropriate, require the Bank testflathem. Substandard assets have one or mbnedeveaknesses and are characterized by
the distinct possibility that the Bank will sustaiome loss if the deficiencies are not correctedubtful assets have the weaknesses of
substandard assets with the additional charagtetiigtt the weaknesses make collection or liquishatin full, on the basis of currently existing
facts, conditions and values, highly questionahie ismprobable. An asset classified as loss isidensd uncollectible and of such little value
that continuance as an asset of the Bank is naeawiad. Consequently, such assets are chargéatb# month they are classified as loss.
Federal regulations also designate a “special mehtiategory, described as assets which do notwtiyrexpose the Bank to a sufficient
degree of risk to warrant classification but dogess credit deficiencies or potential weaknessssrd@g management’s close attention.

Assets classified as substandard or doubtful redgb& Bank to establish general allowances for losses. If an asset or
portion thereof is classified as loss, the Banktneither establish specific allowances for loarséssin the amount of 100% of the portion of
the asset classified as loss or charge off suchuatdseneral loss allowances established to qoessible losses related to assets classifi
substandard or doubtful may be included, up taagefimits, in determining the Bank’s regulatorypdal, while specific valuation allowances
for loan losses do not qualify as regulatory capita

The Bank’s collection procedures provide that wadoan becomes 15 days and 30 days delinquerthotihewer is
contacted by mail and payment is requested. lfitimquency continues, subsequent efforts are rtadentact and request payment from
the delinquent borrower. Most loan delinquenciescaired within 60 days and no legal action is iregli In certain circumstances, the Bank,
for a fee, may modify the loan, grant a limited atorium on loan payments or revise the paymentdidbeo enable the borrower to
restructure his or her financial affair§&senerally, the Bank stops accruing interest andaaeyued non collected interest will be reversed in
accordance with GAAP on delinquent loans when panrisein arrears for 90 days or when collectioreottise becomes doubtful. If the
delinquency exceeds 120 days and is not curedghrthe Bank’s normal collection procedures or tigloa restructuring, the Bank will
institute measures to enforce its remedies regultom the default, including commencing a forealas repossession or collection action. In
certain cases, the Bank will consider acceptinglantary conveyance of collateral in lieu of foi@slire or repossession. Real property
acquired by the Bank as a result of foreclosurdeyadeed in lieu of foreclosure is classified asalrestate owned” until it is sold and is carried
at the lower of cost (defined as fair value at étweure) or fair value less estimated costs toadisp Accounting standards define fair value as
the amount that is expected to be received in @ptisale between a willing buyer and seller othan in a forced or liquidation sale. Fair
values at foreclosure are based on appraisalsseksaaising from the acquisition of foreclosed prtips are charged against the allowanci
loan losses. Subsequent write-downs are provigledharge to income through losses on other stateein the period in which the need
arises.
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The Bank attempts to sell real estate owned pronafter foreclosure, and it sold $545,807 of il iestate owned due to
loan foreclosures during the year ended Decembe2@12. The book value of real estate owned tlzat sold by the Bank during the year
ended December 31, 2002 totaled $555,807. Asotbber 31, 2002, the Bank had $240,000 in valueabfestate owned as a result of
foreclosure.

The following table sets forth information regamglithe Company’s delinquent and non-performing asaef the dates

indicated.
(In thousands) At December 31,
2002 2001
Accruing loans which are contractually past duel&8@s or more
Commercial, financial, and agricultul 0 0
Real estat- constructior 0 0
Real estat- mortgage 0 0
Consume 0 0
Total 0 0
Ratio of delinquent (30 days or more) but accrugams to;
Total loans 0.22% 0.5¢%
Total asset 0.17% 0.45%
Non-accruing loans (90 days or mor
Commercial, financial, and agricultul 0 52
Real estat- constructior 0 0
Real estat- mortgage 0 61
Consumer loan 48 0
Total 48 11z
Real estate acquired through foreclos 24C 601
Property acquired through reposses: 0 39
Total 28¢ 64C
Total loans 124,68t 105,15
Ratio of nor-performing assets to total loa 0.25% 0.61%

Allowance for Loan Losses

The allowance or reserve for possible loan lossesmeans of absorbing future losses, which caliddurred from the
current loan portfolio. The Bank maintains anwabmce for possible loan losses, and managemergtadhe general allowances monthly by
charges to income in response to changes to odistatoan balances.

The Bank maintains a general allowance equal tocipately 1.25% of the total principal amount eéhs outstanding ai
management adjusts the general allowance monththasges or credits to income in response to clsimgide outstanding loan balance.
Management also may establish specific loan Idesvahces for specific loans after considering siaciors as past delinquencies on the |
the value of the underlying collateral and the sizthe loan. A loan or portion thereof is chargédagainst the general allowance when
management has determined that losses on suchdoapsobable. Recoveries on any loans chargeit-pffior fiscal periods are credited to
the allowance. It is the opinion of the Bank’s mgement that the
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balance in the general allowance for loan losses Becember 31, 2002 is adequate to absorb pedsibdes from loans currently in the
portfolio.

The following table summarizes the Company’s lazsslexperience for the periods indicated.

Years Ended December 31

(In thousands) 2002 2001
Average loan: 107,67t 90,68(
Allowance for possible loan losses, beginning ef pleriod 1,322 1,147

Chargeoffs for the period

Commercial, financial, and agricultul 427 12¢
Real estat- constructior 0 45
Real estat- mortgage 12 16¢
Consume) 62 60
Total charg-offs 497 403
Recoveries for the perio
Commercial, financial, and agricultul 75 10¢
Real estat- constructior 0] 1
Real estat- mortgage 7 3
Consume) 27 36
Total recoverie 10¢ 14¢
Net charg-offs for the perioc 38¢ 25E
Provision for loan losse 682 43t
Adjustments -26 0
Allowance for possible loan losses, end of theqet 1,591 1,322
Ratio of allowance for loan losses to total averdag@s outstandin 1.48% 1.4€%

Ratio of net charge-offs during the period to agerbbans outstanding during
the perioc 0.3€% 0.28%

In addition to the Bank’s loan rating system foolglem assets described above (see Problem Loams)althe Bank has
established a loan rating system for all categarfdsans which assists management and the Boabiretors in determining the adequac
the Bank’s allowance for loan losses. Each loahénBank's portfolio is assigned a rating whichagiewed by management periodically to
ensure its continued suitability. An exceptiomiade in the case of (i) monthly installment loarsol are grouped together by delinquency
status such as over 10, 30, 60, or 90 days pasirttliéi) problem assets which are rated as suttatdndoubtful, or loss as discussed above.
All other loans are assigned a rating of excellgogd, or moderate. The total amount of loansahenf these loan rating categories is
weighted by a factor that management believes rnedidp reflects losses that can be anticipated meispect to loans in each of these
categories. Based on these weightings, the
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Bank’'s management establishes an allowance forltssmes that is reviewed by its Board of Direceash month.

The following table sets forth the Company’s allima of the allowance for loan losses as of Decarfie 2002, and 2001.

At December 31, 2002 At December 31, 2001
(In thousands) Percent of loans Percent of loans
in each category in each category
Balance at end of period applicable to Amount to total loans Amount to total loans
Commercial, financial, and agricultul 537 22.48% 38¢ 19.5¢%
Real estat- constructior 524 16.4¢% 33z 12.5%%
Real estat— commercia 24& 22.72% 251 27.21%
Real estat— mortgage 13¢ 33.62% 20C 34.9%
Consume 147 4.72% 151 5.7(%
Total 1,591 100.0(% 1,32 100.0©0

Investment Activities

Investment Policy

The objective of Cornerstone’s investment polictoisnvest funds not otherwise needed to meetdhe lemand of
Cornerstone’s market area and to meet the follodiirgobjectives: Gap Management, Liquidity, PledgiReturn, and Local Community
Support. In doing so, Cornerstone uses the partfolprovide structure and liquidity that the lgaartfolio cannot. The management
investment committee will balance the market risll aredit risks against the potential investmettrre make investments compatible with
the pledge requirements of Cornerstendéposit of public funds, maintain compliance wébulatory investment requirements, and assis
various public entities with their financing needhe management investment committee is authot@zesecute security transactions for the
investment portfolio based on the decisions of8bard of Directors Asset Liability Committee (ALCOMII the investment transactions
occurring since the previous ALCO meeting are neeig by the ALCO at its next monthly meeting, in idd to the entire portfolio. The
investment policy allows portfolio holdings to indle short-term securities purchased to provide €stane’s needed liquidity and longer-
term securities purchased to generate stable inéont@ornerstone during periods of interest ratettiations.

The Company'’s investment portfolio totaled $ 22illiom or 14.2% of total assets at December 31,2200

The following table sets forth the carrying valddie Bank’s investments at the dates indicategcuBties are held in both
available for sale and held to maturity categorBeurities available for sale are carried atrfarket value and securities held to maturity
held at their book value.

At December 31,
(In thousands) 2002 2001

Securities available for sal

U.S. Government and agency obligati 10,271 13,00
Mortgagebacked and other securiti 8,39/ 5,18¢
States & political subdivisions t-exempt 1,43¢ 914
Other Bonds & FHLB Stoc 1,572 373
Total 21,68 19,47¢
Securities held to maturit
U.S. Government and agency obligati 0 0
Mortgage¢backed and other securiti 1,02t 2,19
States & political subdivisions t-exempt 0 0
Total 1,02t 2,197
Total Securitie: 22,70¢ 21,67t
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The following table sets forth the book value af Bank’s investments at December 31, 2002, thehtedgaverage yields
on the Bank’s investments at December 31, 2002lang@eriods to maturity of the Bank’s investmemntsf December 31, 2002.

Periods to Maturity from December 31, 2002

(In thousands) 1 year or less 1-5years 5-10 years Over 10 years
Weighted
Weighted Weighted Weighted
Average Average Average Average
Available for Sale: Amount Yield(1) Amount Yield(1) Amount Yield(1) Amount Yield(1)
U. S. Treasurie 0 0.0(% 0 0.0(% 0 0.0(% 0 0.0(%
U. S. Government agenci 3,99 6.4&% 5,971 5.65% 0 0.0(% 0 0.0(%
Mortgage backed securities( 0 0.0(% 76 6.45% 37 7.31% 8,24: 2.91%
Tax-exempt municipal bonc 0 0.0(% 0 0.0(% 25C 6.1<% 1,122 6.342%
Other bonds, notes, debenture
and securitie 50€ 3.6%% 1,05¢ 4.7¢% 0 0.0(% 0 0.0(%
Total 4,49¢ 6.17% 7,10z 5.5%% 287 6.34% 9,36¢ 3.32%
Total Available for Sals 21,25¢  4.70(%
Periods to Maturity from December 31, 200:
(In thousands) 1 year or less 1-5years 5-10 years Over 10 years
Weighted
Weighted Weighted Weighted
Average Average Average Average
Held to Maturity: Amount Yield(1) Amount Yield(1) Amount Yield(1) Amount Yield(1)
U. S. Treasurie 0 0.00(% 0 0.0(% 0 0.0(% 0 0.0(%
U. S. Government agenci 0 0.0(% 0 0.0(% 0 0.0(% 0 0.0(%
Mortgage backed securities | 0 0.0(% 91 6.58% 10z 7.8% 831 5.4%%
Tax-exempt municipal bonc 0 0.0(% 0 0.0(% 0 0.0(% 0 0.0(%
Other bonds, notes, debenture
and securitie 0 0.0(% 0 0.0(% 0 0.0(% 0 0.00(%
Total 0 0.00% 91 6.58% 10z 7.8% 831 5.4%%
Total Held to Maturity 1,028 5.82%
Total Securities 22,27¢  4.752%

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

General

Time, money market, savings and demand deposithammajor source of the Company’s funds for legdind other
investment purposes. All deposits are held byBek. In addition, the Company obtains funds floan principal repayments and proceeds
from sales of loan participations and investmentigées. Loan repayments are a relatively stablece of funds, while deposit inflows and
outflows and sales of loan participations and itmesit securities are significantly influenced bg\ailing interest rates, economic conditit
and the Company’s asset and liability managemeaitegfies. Borrowings are used on either a steont-basis to compensate for reductior
the availability of other sources of funds or dierger-term basis to reduce interest rate risk.

Deposits

The Bank offers several types of deposit accouwvith, the principal differences relating to the nmmim balances required,
the time period the funds must remain on deposittha interest rate. Deposits are obtained prigncom the Bank’s Chattanooga
Metropolitan Statistical Area (MSA). The Bank doex advertise for deposits outside of this ar€lae Bank does not solicit funds from
brokers, nor does it rely upon any single persogroup of related persons for a material portiortoéleposits. A principal source of depo
for the Bank consists of short-term money marketather accounts, which are highly responsive tmgles in market interest rates.
Accordingly, the Bank, like all financial institotis, is subject to short-term fluctuations in déjgda response to customer actions due to
changing short-term market interest rates. Thityabf the Bank to attract and maintain depositd ¢he Bank’s cost of funds has been and
will continue to be significantly affected by monenarket conditions.

The following tables set forth the composition epdsits for the Company, excluding accrued intgragable, by type for
the years ended December 31, 2002 and Decemb2031,

(In thousands) 2002 2001
Demand deposil 20,58¢ 14,20¢
NOW accountt 19,48¢ 21,15:
Savings & Money market depos 21,00 15,30:
Time deposits under $100,0 50,50¢ 47,85
Time deposits $100,000 and o 18,86 20,63¢
Total deposit: 130,44t 119,14¢

The following table presents a breakdown by categbthe average amount of deposits and the aveedggaid on
deposits for the periods indicated:

(In thousands) 2002 2001

Demand deposil 14,60 12,26:

NOW accountt 20,14¢ 1.12% 16,60! 1.5%

Savings & Money market depos 18,51¢ 1.7¢% 11,58¢ 2.82%

Time deposits under $100,0 45,93¢ 3.65% 47,46¢ 5.61%

Time deposits $100,000 and o 19,22: 3.8(% 20,09( 5.5€%
Total deposit: 118,42¢ 2.5(% 108,00¢ 4.04%

Borrowings

The Bank joined the Federal Home Loan Bank of @inati in October of 2000. The Federal Home LoanlkB#&HLB)
allows the Bank to borrow funds on a contractuaideany times at rates lower than the costs @fl loertificates of deposit. In addition the
FHLB has the ability to provide structured advanited best reduce or leverage the interest rateofis
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the Bank. The Bank as of the end of the year H&dniillion outstanding with the FHLB. All the loaase $2 million in size and are
structured as ten year obligations with an opti@aalversion to a floating rate after a stated peabtime. The loans have maturities ranging
from December 2010 to September 2012 and have csiowedates ranging from immediate to September 200terest rates ranges from
3.5% to 5.0%. The Bank has several Federal Funés bf credit available with correspondent bankb w total availability of $11 million &

of the end of 2002. In addition, the Bank hasrtgkt to borrow from the Federal Reserve Bank ifassary to supplement its supply of funds
available for lending and to meet deposit withdrangguirements. As of December 31, 2002, the Comead established a line of credit of
$2.5 million priced at 1 month LIBOR plus 150 bags@nts. The loan was established to insert chipitasions to the Bank to fund growth or
retire treasury stock, if any, as needed. This &llows the holding company to act as a sourstrefgth for the Bank without the expens
dilution of additional common stock.

Balance Sheet Management

Liquidity Management. Liquidity is the ability of a company to convertsass into cash without significant loss and toaais
funds by increasing liabilities. Liquidity managemhévolves having the ability to meet day-to-dagle flow requirements of its customers,
whether they are depositors wishing to withdrawdiior borrowers requiring funds to meet their dradeds.

The primary function of asset / liability managermismot only to assure adequate liquidity in orfiberCornerstone to meet
the needs of its customer base, but also to maiataappropriate balance between interest-sensitisets and interest-sensitive liabilities so
that Cornerstone can profitably deploy its assetstaerefore optimize earnings. Both assets afudilies are considered sources of liquidity
funding and both are, therefore, monitored on § dxisis.

The asset portion of the balance sheet providegliiy primarily through loan repayment and matuof investment
securities. Additional sources of liquidity are tinévestment in Federal Funds sold and prepaynfiemtsthe mortgage backed securities from
the investment portfolio.

The liability portion of the balance sheet providigsidity through various interest bearing and fioterest bearing deposit
accounts. Other short-term liabilities, which di qualify as a deposit, are Federal Funds purchasd securities under agreement to
repurchase (REPQO'’s). Both are temporary solutiontiduidity as Federal Funds must be paid offeaist once every 30 days and REPO's
must be collateralized by investment securitiesyearend December 31, 2002, Cornerstone had $1.8 miti¢grederal Funds purchased :
$1.7 million in REPO’s. Longer-term liabilities dimited to FHLB advances, which would be usededuce interest rate risk, and Company
loans used to repurchase common stock or finanga@quisition in the future.

Capital Resources / Liquidity

Liquidity. Of primary importance to depositors, creditord sggulators is the ability to have readily avaidatunds sufficient to repay
fully maturing liabilities. Cornerstone’s liquigitrepresented by cash and cash from banks, sudt i its operating, investing and financing
activities. In order to ensure funds are availablall times, Cornerstone devotes resources fegmg on a monthly basis the amount of
funds accessible. Liquidity requirements can alsonet through short-term borrowing or the disposiof short-term assets, which are
generally matched to correspond to the maturitjadilities.

Cornerstone’s liquidity target is measured by addire entire Bank’s net cash, short term and mabketsecurities not pledged and
dividing this number by total deposits and sttertn liabilities not secured by assets pledgede djproved liquidity policy is targeted at 1.
and currently the Bank’s liquidity ratio is 11.45%o0rnerstone is not subject to any specific ligyicequirements imposed by regulatory
orders. Cornerstone is subject to general FDI@ejines, which do not require a minimum level gliidity. Management believes its
liquidity ratios meet or exceed these guidelinkgnagement does not know of any trends or demavtdsh are reasonably likely to result in
liquidity increasing or decreasing in any matenmnner.

The following table sets forth liquidity ratios fperiods indicated:

December 31, 2002 December 31, 2001
Average loans to average depo 90.9% 84.(%

Impact of Inflation and Changing Prices. The financial statements and related financial gataented herein have been prepared in
accordance with generally accepted accounting iptes; which require the measurement of the firglmmdsition and operating results in
terms of historical dollars without considering tfenges in the relative purchasing power of maney time
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and due to inflation. Management is concerned twihinflationary factors; the first and the mostramon is the general impact of inflation
on operations of Cornerstone and is reflectedéneimsed operating costs. The other and most daungty the Bank’s profitability is interest
rate adjustments by the Federal Reserve and treraldixed income market in reaction to inflatiom other words interest rate risk, unlike
most industrial companies, substantially impacts@lompany because virtually all of the assets iabdlities of Cornerstone are monetary in
nature. As a result, interest rates may have & significant impact on Cornerstone’s performameamtthe effects of general levels of
inflation. Interest rates do not necessarily miovihe same direction or in the same magnitudé@gptice of goods and services and each
issue must be dealt with independently.

Capital Adequacy

Capital adequacy refers to the level of capitalinegl to sustain asset growth and to absorb losEes.objective of
Cornerstone’s management is to maintain a leveapitalization that is sufficient to take advantag@rofitable growth opportunities while
meeting regulatory requirements. This is achidwe@mproving profitability by effectively allocatqresources to more profitable business,
improving asset quality, strengthening service ityadnd streamlining costs. The primary measusesl by management to monitor the
results of these efforts are the ratios of actqaltg to average assets and actual equity to rilksted assets.

The FDIC has adopted capital guidelines goverrtiegaictivities of banks. These guidelines reqguiesrhaintenance of an
amount of capital based on risk-adjusted assetsat@ategories of assets with potential higheditrisk will require more capital backing
than assets with lower risk. In addition, banksraquired to maintain capital to support, on k-gdjusted basis, certain off-balance sheet
activities such as loan commitments. The capitadejines classify capital into two tiers, refertedas Tier | and Tier Il. Under risk-based
capital requirements, total capital consists of Tigapital which is generally common shareholdegsiity less goodwill and Tier Il which is
primarily Tier | capital plus a portion of the lo&ss allowance. In determining risk-based capéglirements, assets are assigned risk-
weights of 0% to 100%, depending primarily on tegulatory assigned levels of credit risk associatithl such assets. Off-balance sheet
items are considered in the calculation of riskiatid assets through conversion factors establisheglgulators. The framework for
calculating risk-based capital requires banks tetrttee regulatory minimums of 4% Tier | and 8% ltoisk based capital. In 1990 regulators
added a leverage computation to the capital reongings, comparing Tier | capital to total averageetsless goodwill.

The following tables set forth the composition e Bank’s capital at December 31, 2002 and 2001.

(In thousands) December 31, 200: December 31, 200
Capital: Amount Amount
Tier | Capital:
Stockholder equity 12,39( 11,22
Less Gain on AFS Securiti (281) (27%)

Plus loss of AFS Securitie — —
Less disallowed intangible —
Total Tier | capita 12,10¢ 10,94¢

Tier Il capital:
Qualifying debt —
Qualifying allowance for loan loss 1,53( 1,27
Total Tier Il capital 13,63¢ 12,22¢
Total capital 13,63¢ 12,22¢
Risk-adjusted asse 115,95! 102,13.
Average assets(: 149,42¢ 131,78¢
Ratios:
Tier | capital to ris-adjusted asse 9.9(% 10.72%
Tier Il capital to ris-adjusted asse 11.15% 11.9%%
Leverage- Tier | capital to average assets Less disallowthiibles 8.1(% 8.31%

(1) Based on fourth quarter averages
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The Federal Deposit Insurance Corporation Improvenet of 1991 (“FDICIA”) established five capitaategories for
banks. Under the regulation defining these fivgiteh categories, each bank is classified into ainthe five categories based on its level of
risk-based capital as measured by Tier | capibéd) risk-based capital, and Tier | leverage ra#iod its supervisory ratings. The following
table lists the five categories of capital and eafcthhe minimum requirements for the three riskdsheatios.

Total Risk-Based Tier | Risk -Based Leverage
Capital Ratio Capital Ratio Ratio
Well-capitalizec 10% or abowe 6% or above 5% or above
Adequately capitalize 8% or above 4% or above 4% or above
Under capitalizes Less than 8% Less than 49 Less than 49
Significantly undercapitalize Less than 6% Less than 39 Less than 39
Critically undercapitalize: — — 2% or less

On December 31, 2002, Cornerstone exceeded thiateguminimums and qualified as a well-capitalizestitution under the regulations.
There are no existing accounting pronouncemengsiigiance that is expected to be adopted by the Barikg 2003. Further, there are no
critical accounting policies applied that have rmléive applications which would likely change tiesults of operations in a material amount.
Management of the Bank believes it has made theepiodgements about its selection of accountirigips.

ITEM 7. FINANCIAL STATEMENTS

The following consolidated financial statementshef Company and its subsidiary, together with thpd®t of Independent
Certified Public Accountants thereon, are includachage F-1 through F-30 of this Annual Report om+10-KSB:

Report of Independent Certified Public Accountarighe Financial Statemer

Consolidated Balance Sheets as of December 31,&002001

Consolidated Statements of Income for the yearseimsecember 31, 2002, 2001 and 2

Consolidated Statements of Changes in Stockh¢ Equity for the years ended December 31, 2002, 20@1200(
Consolidated Statements of Cash Flows for the yeadsd December 31, 2002, 2001 and z

Notes to Consolidated Financial Statem

Report of Independent Certified Public AccountarisAccompanying Informatio

Consolidating Balance She

Consolidating Statement of Incor

ITEM 8. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTA NTS ON ACCOUNTING AND FINANCIAL DISCLOSURE

Neither the Company nor the Bank had any changedonuntants or disagreements with accountantsauating and
financial disclosure during the two most recentdlsyears or subsequently.
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PART 1lI

ITEM 9. DIRECTORS AND EXECUTIVE OFFICERS OF THE RE GISTRANT

Information relating to the directors and executifiicers of the Company is set forth under theticep“Proposal I:
Election of Directors — Information About Nomineeasi pages 4 through 5 of the Company’s 2003 Praate®ent. Such information is
incorporated into this report by reference. Infation relating to compliance with the reportinguggments of Section 16 (a) of the
Securities Exchange Act of 1934, as amended, bZtmpany’s executive officers and directors, pesssho own more than ten percent of
the Company’s common stock and their affiliates \ah®required to comply with such reporting requieats is set forth in “Introduction —
Section 16 (a) Beneficial Ownership Reporting Caamale” on page 3 of the Company’s 2003 Proxy StatémSuch information is
incorporated into this report by reference.

ITEM 10. EXECUTIVE COMPENSATION

Information relating to Director compensation isfeeth under the caption “Executive Compensatiod &ther
Information” on page 8 of the Company’s 2003 Pr&tgtement, and information relating to executiveigensation is set forth under the
caption “Executive Compensation and Other Inforordtion pages 8 through 12 of the Company’s 200%y8iatement. Such information
is incorporated into this report by reference.

ITEM 11. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

Information relating to ownership of the Compangtsnmon stock by certain persons is set forth utitecaption
“Introduction — Voting Securities and Principal ldets Thereof” on pages 2 through 3 of the Compa2@Q3 Proxy Statement. Such
information is incorporated into this report byenefnce.

ITEM 12. CERTAIN RELATIONSHIPS AND RELATED TRANSAC TIONS

Information relating to certain transactions betwdee Company, and its affiliates and certain opegsons is set forth
under the caption “Certain Relationships and Rdla®nsactions” on page 13 of the 2003 Proxy StatémSuch information is incorporated
into this report by reference.

ITEM 13. EXHIBITS AND REPORTS ON FORM 8 -K

€)) Exhibits

The following exhibits are filed as a part of ocamporated by reference in this report:

Exhibit No. Description

3.1* Charter of the Company, as amen

3.2* Bylaws of the Company, as amenc

4, The right of securities holders are defined in@marter and Bylaws provided in exhibits 3.1 andrgspectively

10.1** Cornerstone Statutc-Nonstatutory Stock Option Plz

10.2** Employment Agreement between Cornerstone BancsHaesand Gregory B. Jones, dated March 1, 199@naendec
10.3** Employment Agreement between Cornerstone BancsHaresind Nathaniel F. Hughes, dated March 1, 189%mendel
10.4** Employment Agreement between Cornerstone BancsHaesnd Jerry D. Lee, dated May 1, 1999, as aled

10.5%** Cornerstone Bancshares, Inc. 2002 L-Term Incentive Plal
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11.1% Statement re: computation of per share earr

21.1 The sole subsidiary of Cornerstone Bancsharesjdri@ornerstone Community Bank, Chattanooga, Tesa®

* Incorporated herein by reference to the exhibihe same number in the Company’s Registratiote8tant on Form S-4, as amended (No.
333-26699).

** Incorporated herein by reference to the exhdfithe same number in the Company’s RegistratiateStent on Form S-1, as amended (No.
333-96185).

*** Incorporated herein by reference to the Compar002 Proxy Statement.
T Filed herewith.
(b) No reports on Form 8K were filed during ffexiod covered by this Form 10-KSB.

ITEM 14. CONTROLS AND PROCEDURES

Based on their evaluation as of a date within 9&Gdd the filing date of this Annual Report on Fot®-KSB, the Company’s principal
executive officer and principal financial officeave concluded that the Company’s disclosure cantiod procedures as defined in Rules 13a
14(c) and 15d-14(c) under the Securities Exchangef1934 (the “Exchange Act”) are effective tcsare that information required to be
disclosed by the Company in reports that it filesuwbmits under the Exchange Act is recorded, e summarized and reported withir
time periods specified in Securities and Exchangm@ission rules and forms.

There were no significant changes in the Compaimg&snal controls or in other factors that coulgingiicantly affect these controls
subsequent to the date of their evaluation ana tpe filing date of this Annual Report on FormK8B. There were no significant
deficiencies or material weaknesses, and theré¢fi@re were no corrective actions taken.

It should be noted that any system of controlsyéwer well designed and operated, can provide @@dgonable, and not absolute,
assurance that the objectives of the system are metddition, the design of any control systerhdsed in part upon certain assumptions
about the likelihood of future events. Becausthefe and other inherent limitations of controkeyss, there can be no assurance that any
design will succeed in achieving its stated goaldeu all potential future conditions, regardlest@iv remote.
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SIGNATURES

In accordance with Section 13 or 15(d) of the SiéiesrExchange Act of 1934, the Registrant has edtisis report to be
signed on its behalf by the undersigned, theredatp authorized.

CORNERSTONE BANCSHARES, INC
(Registrant

Date: , 2003 By: /s/ Gregory B. Jone
Gregory B. Jone
President and Chie
Executive Officel

By: /s/ Nathaniel F. Hughe
Nathaniel F. Hughe
EVP & Chief Financial Office

SECTION 906 CERTIFICATION

Pursuant to Section 906 of the Sarbanes-Oxley B2002, the undersigned certifies that this pedgadport fully complies
with the requirements of Section 13(a) or 15(djhef Securities Exchange Act of 1934 and that tfenmation contained in this periodic
report fairly presents, in all material respedtg, financial condition and results of operation€ofnerstone Bancshares, Inc.

By: /s/ Gregory B. Jone
Gregory B. Jones, President and
Chief Executive Office

By: /s/ Nathaniel F. Hughe
Nathaniel F. Hughes, Executive Vice
President and Chief Financial Offic
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In accordance with the Securities Exchange Actd®41 this report has been signed below by thevatlg persons on
behalf of the Registrant and in the capacitiescadid on March 26, 2003.

Signature Title

/s/ Earl A. Marler, Jr Chairman of the Board
Earl A. Marler, Jr

/sl Gregory B. Jones President, Chief Executive Officer and
Director (principal executive officer and
principal financial officer’

Gregory B. Jones

/s Randy Brook Director
Randy Brooks

/s/ Kenneth Drive Director
B. Kenneth Drivel

/s/ Karl Fillauer Director
Karl Fillauer
/sl James H. Larc Director

James H. Larg

/s/ Lawrence D. Levin Director
Lawrence D. Levint

/sl Russell W. Lloyt Director
Russell W. Lloyc

/sl Doyce G. Payn Director
Doyce G. Payn
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/sl Turner Smitt

Turner Smitk

/s/_Billy O. Wiggins

Billy O. Wiggins

/s/ Marsha Yessic

Marsha Yessicl

Director

Director

Director
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CERTIFICATIONS
I, Gregory B. Jones, certify that:
1. | have reviewed this annual reporform 10-KSB of Cornerstone Bancshares, Inc.

2. Based on my knowledge, this annejpbrt does not contain any untrue statement oftarfahfact or omit to state
a material fact necessary to make the statemerde,nralight of the circumstances under which stesets were made, not misleading with
respect to the period covered by this annual report

3. Based on my knowledge, the finansfatements, and other financial information ineldiéh this annual report,
fairly present in all material respects the finahciondition, results of operations and cash floithe registrant as of, and for, the periods
presented in this annual report;

4, The registrant’s other certifyindioérs and | are responsible for establishing amghtaining disclosure controls
and procedures (as defined in Exchange Act RulaslfiZzand 15d-14) for the registrant and have:

@ designed such disclosure controls@ndedures to ensure that material informatioatireg to the
registrant, including its consolidated subsidigrissnade known to us by others within those essjtparticularly during the period in which
this annual report is being prepared;

(b) evaluated the effectiveness of thygsteant’s disclosure controls and procedures asdite within 90
days prior to the filing date of this annual repoine “Evaluation Date”); and

(c) presented in this annual report aumatusions about the effectiveness of the discksontrols and
procedures based on our evaluation as of the BEn@tuBate;

5. The registrant’s other certifyindioérs and | have disclosed, based on our moshtexnaluation, to the
registrant’s auditors and the audit committee gfsteant’s board of directors (or persons perfogrime equivalent functions):

@ all significant deficiencies in thesilgn or operation of internal controls which coattversely affect the
registrant’s ability to record, process, summaaiad report financial data and have identified Far tegistrant’s auditors any material
weaknesses in internal controls; and

(b) any fraud, whether or not materijttinvolves management or other employees who aaignificant
role in the registrant’s internal controls; and

6. The registrastother certifying officers and | have indicatedhis annual report whether there significant cles
in internal controls or in other factors that cosignificantly affect internal controls subsequenthe date of our most recent evaluation,
including any corrective actions with regard tongfigant deficiencies and material weaknesses.

Date: , 2003 /sl Gregory B. Jone

Gregory B. Jones, President and
Chief Executive Office
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CERTIFICATIONS
I, Nathaniel F. Hughes certify that:
1. | have reviewed this annual reporform 10-KSB of Cornerstone Bancshares, Inc.

2. Based on my knowledge, this annejpbrt does not contain any untrue statement oftarfabfact or omit to state
a material fact necessary to make the statemerde,nralight of the circumstances under which stesets were made, not misleading with
respect to the period covered by this annual report

3. Based on my knowledge, the finansfatements, and other financial information ineldiéh this annual report,
fairly present in all material respects the finahciondition, results of operations and cash floithe registrant as of, and for, the periods
presented in this annual report;

4, The registrant’s other certifyindioérs and | are responsible for establishing am¢htaining disclosure controls
and procedures (as defined in Exchange Act RulaslfiZzand 15d-14) for the registrant and have:

@ designed such disclosure controls@ndedures to ensure that material informatioatireg to the
registrant, including its consolidated subsidigrissnade known to us by others within those essjtparticularly during the period in which
this annual report is being prepared;

(b) evaluated the effectiveness of thygsteant’s disclosure controls and procedures asdte within 90
days prior to the filing date of this annual repoine “Evaluation Date”); and

(c) presented in this annual report aumatusions about the effectiveness of the discksontrols and
procedures based on our evaluation as of the BEn@tuBate;

5. The registrant’s other certifyindioérs and | have disclosed, based on our moshtexnaluation, to the
registrant’s auditors and the audit committee gfsteant’s board of directors (or persons perfogrime equivalent functions):

€)) all significant deficiencies in thesilgn or operation of internal controls which coattversely affect the
registrant’s ability to record, process, summaaiad report financial data and have identified Far tegistrant’s auditors any material
weaknesses in internal controls; and

(b) any fraud, whether or not materiagttinvolves management or other employees who aaignificant
role in the registrant’s internal controls; and

6. The registrastother certifying officers and | have indicatedhis annual report whether there significant cles
in internal controls or in other factors that cosignificantly affect internal controls subsequenthe date of our most recent evaluation,
including any corrective actions with regard tongfigant deficiencies and material weaknesses.

Date: , 2003 /s/ Nathaniel F. Hughe

Nathaniel F. Hughes, Executive Vice President
Chief Financial Office

38




INDEX OF EXHIBITS

Exhibit No. Description

3.1* Articles of Incorporation of the Compal

3.2* Bylaws of the Company, as amended (see attacheddmeat)

4, The right of securities holders are defined inAlngcles of Incorporation and Bylaws provided inhébits 3.1 and 3.2
respectively

10.1** Cornerstone Statutc-Nonstatutory Stock Option Plz

10.2** Employment Agreement between Cornerstone BancsHaesand Gregory B. Jones, dated March 1, 1

10.3** Employment Agreement between Cornerstone BancsHaesaind Nathaniel F. Hughes, dated March 1, 1

10.4** Employment Agreement between Cornerstone BancsHaesand Jerry D. Lee, dated May 1, 19

10.5%** Cornerstone Bancshares, Inc. 2002 L-Term Incentive Plar

11.1% Statement re: computation of per share earr

21.1 The sole subsidiary of Cornerstone Bancsharesjdri@ornerstone Community Bank, Chattanooga, Tesa®

* Incorporated herein by reference to the exhibihe same number in the Company’s Registratiote8tant on Form S-4, as amended (No.
333-26699).

** Incorporated herein by reference to the exhdfithe same number in the Company’s RegistratiateStent on Form S-1, as amended (No.
333-96185).

*** Incorporated herein by reference to the comparB003 Proxy statement.
T Filed herewith.
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CERTIFIED PUBLIC ACCOUNTANTS
AND BUSINESS ADVISORS

Report of Independent Certified Public Accountants
on the Financial Statements

To the Stockholders and
Board of Directors

Cornerstone Bancshares, Inc.

Chattanooga, Tennessee

We have audited the accompanying consolidated balsimeets of Cornerstone Bancshares, Inc. anddsatysas of December 31,
2002 and 2001, and the related consolidated statsmé&income, changes in stockholders’ equity, @ash flows for each of the three years
in the period ended December 31, 2002. Thesediabstatements are the responsibility of the Camgfmanagement. Our responsibilit
to express an opinion on these financial statenteaged on our audits.

We conducted our audits in accordance with audi&tagdards generally accepted in the United StdtAsnerica. Those standards
require that we plan and perform the audit to ebtaasonable assurance about whether the finataieiments are free of material
misstatement. An audit includes examining, orsaliasis, evidence supporting the amounts andodisids in the financial statements. An
audit also includes assessing the accounting ptesused and significant estimates made by marageas well as evaluating the overall
financial statement presentation. We believe dbhataudits provide a reasonable basis for our opini

In our opinion, the consolidated financial statetegaferred to above present fairly, in all matenégpects, the financial position of
Cornerstone Bancshares, Inc. and subsidiary agoémber 31, 2002 and 2001, and the results ofdpeirations and their cash flows for
each of the three years in the period ended DeceBih002, in conformity with accounting principlgenerally accepted in the United
States of America.

HAZLETT, LEWIS & BIETER, PLLC

Chattanooga, Tennessee
January 16, 2003

harket Court, Suite 3000+ 537 Market Street «  Chattanooga, Tennessee 37402-1239 «  Telephone (423) 756-6133
Fan: (423) 756-2727 «  E-mail: hib@hlbcpacom «  Web: hittps) Swww hibepa.com
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

CONSOLIDATED BALANCE SHEETS
Dec ember 31, 2002, 2001 and 2000

ASSETS

Cash and due from ban
Interes-bearing deposits in other bar
Federal funds sol

Securities available for sa

Securities held to maturit

Federal Home Loan Bank stock, at ¢
Loans, net of allowance for loan los:
Bank premises and equipment,
Accrued interest receivab

Excess cost over fair value of net assets acq
Other asset

Total asset
LIABILITIES AND STOCKHOLDERS EQUITY

Deposits;
Noninteres-bearing demand depos
Interes-bearing demand depos
Savings deposits and money market acca
Time deposits of $100,000 or mc
Time deposits under $100,0

Total deposit:
Accrued interest payab
Federal funds purchased and securities sold umpieements to repurcha
Federal Home Loan Bank advan
Other liabilities

Total liabilities

Stockholder' equity:
Preferred stoc- no par value; 2,000,000 shares authorized; no slissaec

Common stock - $1.00 par value; 2,000,000 sharésered; shares issued and outstanding; 1,23:

in 2002 and 200
Additional paic-in capital
Retained earning
Accumulated other comprehensive incc
Total stockholder' equity
Total liabilities and stockholde’ equity

The Notes to Consolidated Financial Statementamiategral part of these statements.
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2002 2001
4,928,08 $ 6,225,03!
— 1,904,74.
460,00( —
21,174,98 19,104,78
1,024, 72 2,197,01
506,10( 373,50(
123,096,57 103,832,14
3,953,29 3,730,741
679,59¢ 754,59;
2,541,417 2,541,417
1,537,39 1,794,21
159,902,22 $§ 142,458,24
20,585,75 $  14,205,65
19,484,70 21,152,10
21,007,26 15,301,96
18,863,33 20,638,27.
50,505,25 47,851,28
130,446,32 119,149,29
121,271 208,84
3,503,13! 4,583,52!
10,000,00 4,000,001
684,73t 437,25!
144,755,47 128,378,91
1,233,16 1,233,16
12,093,86 12,093,86
1,538,34. 476,91¢
281,37: 275,38.
15,146,75 14,079,33
159,902,22 $ 142,458,224




CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF INCOME
Years Ended December 31, 2002, 2001 and 2000

2002 2001 2000
INTEREST INCOME
Loans $ 8,544,46! $ 8,150,94. $ 7,977,86:
Securities and intere-bearing deposits in other bar 1,123,64i 1,260,70! 1,382,44i
Federal funds sol 34,17¢ 168,43: 61,282
Total interest incom 9,702,29: 9,580,08: 9,421,59.
INTEREST EXPENSE
Time deposits of $100,000 or mc 730,83: 1,116,117 955,61:
Other deposit 2,227,32! 3,251,45. 3,226,911
Federal funds purchased and securities sold urgpleements to repurcha 26,93¢ 61,79¢ 198,72.
Federal Home Loan Bank advani 323,54( 112,73t 1,09¢
Total interest expens 3,308,64 4,542,10! 4,382,33:
Net interest income before provision for loan Iax 6,393,65: 5,037,97 5,039,25!
Provision for loan losse 683,43: 435,00( 559,70(
Net interest income after provision for loan los 5,710,211 4,602,97 4,479,55!
NONINTEREST INCOME
Service charge 734,10: 637,12: 502,50
Other noninterest incon 67,96: 54,81: 54,77¢
Net gains from sale of loans and securi 200,09« 197,64! 107,90!
Total noninterest incom 1,002,15! 889,58 665,18
NONINTEREST EXPENSE!
Salaries and employee bene 2,630,54. 2,236,72 2,173,19!
Net occupancy and equipment expe 348,74( 314,29¢ 293,97
Other operating expens 2,004,07! 1,998,901 1,992,88
Total noninterest expens 4,983,36. 4,549,93. 4,460,05
Income before income tax exper 1,729,01 942,62! 684,68
Income tax expens 667,59: 373,01 322,55°
Net income $ 106142 $ 569,61 $ 362,12¢
EARNINGS PER COMMON SHARI
Basic $ 86 $ 47 $ .31
Diluted .83 A€ .30

The Notes to Consolidated Financial Statementamiategral part of these statements.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDEREQUITY
Years Ended December 31, 2002, 2001 and 2000

Accumulated

Total Additional Retained Other
Comprehensive Stockholders’ Common Paid-in Earnings Comprehensive
Income Equity Stock Capital (Deficit) Income
BALANCE, December 31, 199 $ 11,656,75 $ 1,166,12' $ 11,128,73 $ (454,81) % (183,29()
Issuance of common sto 193,54 — 193,54 — —
Comprehensive incom
Net income $ 362,12: 362,12: — — 362,12: —
Other comprehensive income,
net of tax:
Unrealized holding gains ot
securities available for
sale, net of reclassificatic
adjustmen 305,74( 305,74( — — — 305,74(
Total comprehensive incon  $ 667,86
BALANCE, December 31, 200 12,518,16 1,166,12! 11,322,27 (92,69 122,45(
Issuance of common sto 838,63( 67,03¢ 771,59: — —
Comprehensive incom
Net income $ 569,61: 569,61: — — 569,61: —
Other comprehensive income,
net of tax:
Unrealized holding gains ot
securities available for
sale, net of reclassificatic
adjustmen 152,93: 152,93: — — — 152,93:
Total comprehensive incon  $ 722,54
BALANCE, December 31, 200 $ 14,079,33 $ 1,233,16 $ 12,093,86 $ 476,91t $ 275,38:
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Accumulated

Total Additional Retained Other
Comprehensive Stockholders’ Common Paid-in Earnings Comprehensive
Income Equity Stock Capital (Deficit) Income
BALANCE, December 31, 200 14,079,33 $ 1,233,16 $ 12,093,86 $ 476,91 $ 275,38
Comprehensive incom
Net income $ 1,061,42: 1,061,42. — — 1,061,42. —
Other comprehensive income,
net of tax:
Unrealized holding gains ot
securities available for
sale, net of reclassificatic
adjustmen 5,992 5,992 — — — 5,997
Total comprehensive incon  $ 1,067,41!
BALANCE, December 31, 200 15,146,75 $ 1,233,16 $ 12,093,86 $ 1,538,34. $ 281,37

The Notes to Consolidated Financial Statementamiategral part of these statements.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CASH FLOWS
Years Ended December 31, 2002, 2001 and 2000

2002 2001 2000
CASH FLOWS FROM OPERATING ACTIVITIES
Net income $ 1,061,42. $ 569,61: $ 362,12:
Adjustments to reconcile net income to net caskigeal by operating activitie:
Depreciation and amortizatic 278,37. 399,04! 347,56¢
Provision for loan losse 683,43: 435,00( 559,70(
Gains on sales of securities and lo (200,099 (197,649 (107,909
Deferred income taxe (54,877) 52,87 76,09(
Changes in other operating assets and liabili
Net change in loans held for si 1,308,19 115,47: 82,40"
Accrued interest receivab 74,99t 94,54¢ (192,98)
Accrued interest payab (87,577 25,00¢ (6,03€)
Other assets and liabilitie 136,72( (92,58¢) 603,75¢
Net cash provided by operating activit 3,200,60: 1,401,32! 1,724,71
CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from security transactio
Securities available for sa 12,117,00 5,607,87! 1,791,571
Securities held to maturit 1,167,25! 1,797,49! 1,687,32!
Purchase of securities available for ¢ (14,255,03) (8,373,65) (4,403,17)
Net increase in loar (21,264,95) (21,505,70) (13,621,13)
Purchase of bank premises and equipr (265,739 (620,074 (1,496,73)
Proceeds from sale of other real estate and ofisets 342,50 611,74¢ 803,99!
Net cash used in investing activiti (22,158,95) (22,482,31) (15,238,14)
CASH FLOWS FROM FINANCING ACTIVITIES
Net increase in deposi 11,297,03 17,899,39 9,904,27.
Increase (decrease) in federal funds purchasedendities sold under repurchas¢
agreement (1,080,38i) 1,439,23: 964,92¢
Proceeds from Federal Home Loan Bank adva 6,000,001 2,000,00t 2,000,001
Payments for redemption of common st — — (237,50:)
Issuance of common sto — 838,63 193,54.
Net cash provided by financing activiti 16,216,64 22,177,25 12,825,23
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENT (2,741,70i) 1,096,261 (688,18)
CASH AND CASH EQUIVALENTS, beginning of yei 8,129,78! 7,033,51 7,721,70.
CASH AND CASH EQUIVALENTS, end of yest 5,388,08! $ 8,129,781 $ 7,033,51.
SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATIC
Cash paid during the period for inter $ 3,396,21. $ 4,517,091 $ 4,388,10
Cash paid during the period for ta 672,30¢ 388,26: 210,00(

NONCASH INVESTING AND FINANCING ACTIVITIES
Acquisition of real estate through foreclos $ 195,78 $ 863,09: $ 1,015,15
Transfer of other real estate to bank prem 230,01¢ — —

The Notes to Consolidated Financial Statementsiaiategral part of these statements.
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Note 1.

CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Years Ended December 31, 2002, 2001 and 2000

Summary of Significant Accounting Policies

The accounting and reporting policies of CornerstBancshares, Inc. and subsidiary (Company) confatigenerally accepted

accounting principles and practices within the lagkndustry. The policies that materially afféiciancial position and results of
operations are summarized as follows:

Nature of operations:

The Company is a bank-holding company which owhefahe outstanding common stock of Cornerstonm@ainity Bank
(Bank). The Bank provides a variety of financiahsces through four locations in Chattanooga, Bssee. The Bank’s primary
deposit products are demand deposits, savings ats;@nd certificates of deposit. Its primary liegdoroducts are commercial
loans, real estate loans, and installment loans.

Principles of consolidation:

The consolidated financial statements include twants of the Company and the Bank. All maténigrcompany accounts and
transactions have been eliminated in consolidation.

Excess cost over fair value of net assets acquired:

The excess cost over fair value of net assets aatjtepresents the excess of the cost of the imegtin the Bank over the
underlying net assets of the Bank at the date @diaition. The Company adopted the provisionstaté3nent of Financial
Accounting Standards No. 148%o0odwill and Other Intangible Assets, in 2002, which requires that goodwill and otheangible
assets deemed to have an indefinite life not bat@mad. Excess cost over fair value of net asseissted annually for

impairment. If the carrying value of excess coardair value of net assets acquired exceedsaihedlue, a write-down is
recorded.

Through December 31, 2001, excess cost over faievaf net assets acquired was amortized over a6ysesing the straight-line
method. Amortization expense for the years endeceBhber 31, 2001 and 2000, amounted to $121,028HRH753,
respectively.

Use of estimates:

The preparation of financial statements in conféymiith generally accepted accounting principleguises management to make
estimates and assumptions that affect the repartemlints of assets and liabilities and disclosuafingent assets and liabilities
at the date of the financial statements and thertegp amounts of revenue and expenses during ploetieg period. Actual results
could differ from those estimates.
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The determination of the adequacy of the allowdocéoan losses is based on estimates that arieplarty susceptible to
significant changes in the economic environmentraadket conditions. In connection with the detertiion of the estimated
losses on loans, management obtains independerdisgdp for significant collateral.

The Banks loans are generally secured by specific itentoléteral including real property, consumer assatsl business asse

Although the Bank has a diversified loan portfoicsubstantial portion of its debtors’ ability tortor their contracts is dependent
on local economic conditions.

While management uses available information toge@® losses on loans, further reductions in thieytey amounts of loans may
be necessary based on changes in local econontitions. In addition, regulatory agencies, asrdaagral part of their
examination process, periodically review the estaddosses on loans. Such agencies may requigathle to recognize additior
losses based on their judgments about informatiaiiadble to them at the time of their examinatidecause of these factors, it is
reasonably possible that the estimated lossesams Imay change materially in the near term. Howekie amount of the change
that is reasonably possible cannot be estimated.

Securities:

Debt securities are classified as held to matuvlign the Bank has the positive intent and abititihdld the securities to maturity.
Securities held to maturity are carried at amodticest. The amortization of premiums and accretiodiscounts are recognized
interest income using methods approximating therést method over the period to maturity.

Debt securities not classified as held to matwaity classified as available for sale. Securitieslable for sale are carried at mar
value with unrealized gains and losses reportedhiar comprehensive income. Realized gains (Ipssesecurities available for
sale are included in other income (expense) andnvelpplicable, are reported as a reclassificatifustment, net of tax, in other
comprehensive income. Gains and losses on satExofities are determined on the specific-idaatifon method.

Declines in the market value of individual heldwaturity and available for sale securities belowirtcost that are other than

temporary result in write-downs of the individuatsrities to their market value. The related wtitevns are included in earnings
as realized losses.
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Loans:
Loans are stated at unpaid principal balancesttesallowance for loan losses and net deferrenl fleas.

Loan origination and commitment fees, as well atage direct origination costs, are deferred and#ired as a yield adjustment
over the lives of the related loans using the egemethod. Amortization of deferred loan feedissontinued when a loan is
placed on nonaccrual status.

Interest income generally is not recognized onifipempaired loans unless the likelihood of furthess is remote. Interest
payments received on such loans are applied atuatren of the loan principal balance. Interesbime on other impaired loans is
recognized only to the extent of interest paymesdgived.

Allowance for loan losses:

The allowance for loan losses is maintained avel ivhich, in managemestjudgment, is adequate to absorb credit lossesenl
in the loan portfolio. The amount of the allowaiE®ased on management’s evaluation of the cddiégt of the loan portfolio,
including the nature of the portfolio, credit contrations, trends in historical loss experiencectit impaired loans, economic
conditions, and other risks inherent in the poitfolAllowances for impaired loans are generalljedained based on collateral
values or the present value of estimated cash floWhough management uses available informatiorecognize losses on loans,
because of uncertainties associated with local@oonconditions, collateral values, and future cialvs on impaired loans, it is
reasonably possible that a material change coudran the allowance for loan losses in the nelanteHowever, the amount of
the change that is reasonably possible cannottimated. The allowance is increased by a provifiohoan losses, which is
charged to expense and reduced by charge-offef netoveries. Changes in the allowance relatnigipaired loans are charged
or credited to the provision for loan losses.

Premises and equipment:

Land is carried at cost. Other premises and ecgripm@re carried at cost net of accumulated degi@ciaDepreciation is
computed using the straight-line and the declifialznce methods based principally on the estimadetll lives of the assets.
Maintenance and repairs are expensed as incurridel nvhjor additions and improvements are capitdliz&ains and losses on
dispositions are included in current operations.
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Other real estate owned:

Real estate properties acquired through or indidoan foreclosure are initially recorded at tbwvér of the Bank'’s carrying
amount or fair value less estimated selling cothedate of foreclosure. Any write-downs basedhaenasset’s fair value at the
date of acquisition are charged to the allowancéofan losses. After foreclosure, these assetsare=d at the lower of their new
cost basis or fair value less cost to sell. Cokggnificant property improvements are capitalize&hereas costs relating to
holding property are expensed. The portion ofregecosts relating to development of real estabapitalized. Valuations are
periodically performed by management, and any syumss write-downs are recorded as a charge to tipesaif necessary, to
reduce the carrying value of a property to the loefats cost or fair value less cost to sell.

Income taxes:

Income taxes are provided for the tax effects efttansactions reported in the financial statemamdisconsist of taxes currently
due plus deferred income taxes related primariljiffierences between the basis of the allowancéfon losses and accumulated
depreciation. The deferred tax assets and lidsliepresent the future tax return consequenceémsé differences, which will
either be taxable or deductible when the assetdiaitities are recovered or settled. Deferreddasets and liabilities are reflec
at income tax rates applicable to the period inciwhihe deferred tax assets or liabilities are etqueto be realized or settled. As
changes in tax laws or rates are enacted, defeareskssets and liabilities are adjusted througiptbeision for income taxes.

Statements of cash flows:

The Bank considers all cash and amounts due frgpusit®ry institutions, interest-bearing depositsther banks, and federal
funds sold to be cash equivalents for purposeBe$tatements of cash flows.

Stock-based compensation:

At December 31, 2002, the Company has two stockébasmpensation plans, which are described fullate 13. The company
applies the recognition and measurement principl@d?B Opinion No. 25Accounting for Stock Issued to Employees, and related
interpretations in accounting for those plans. siick-based employee compensation is reflectedtimoome as all options
granted under these plans had an exercise pri@ tqar above the market value of the underlyiogpmon stock on the date of
the grant. The following table illustrates theeetfon net income and earnings per share if thepaagnhad applied the fair value
recognition provisions of FASB Statement No. 12&ounting for Sock-Based Compensation, to stock-based compensation.
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2002 2001 2000

Net income, as reporte $ 106142 $ 569,61. $ 362,12
Deduct: Total stock-based employee compensatioaresgpdetermined

under fair value method for all awards, net ofrdated tax effect (21,349 (7,309 —
Pro forma net incom $ 1,040,070 $ 562,307 $ 362,12

Earnings per shar

Basic-as reportel $ 0.8¢ $ 047 $ 0.31
Basic-pro forma $ 0.8/ ¢ 0.4€ $ 0.31
Diluted-as reportet $ 0.8: % 0.4 $ 0.3C
Diluted-pro forma $ 0.8z $ 0.4t % 0.3C

Note 2. Securities

Securities have been classified in the balancet steeerding to management’s intent as either seesitield to maturity or
securities available for sale.

The amortized cost and approximate market valigeofirities at December 31, 2002 and 2001, is bs\v®l

2002
Gross Gross
Amortized Unrealized Unrealized Market
Cost Gains Losses Value
Securities available for sal

U.S. Government agencies and corporat $ 9,963,85 $ 312,20: $ — $ 10,276,06
State and municipal securiti 1,372,26. 65,88: — 1,438,14
Mortgage-backed securitie 8,355,92. 38,88¢ (602) 8,394,20!
Corporate debt securiti 1,056,61. 9,952 — 1,066,56!
$ 20,74865 $ 426,92t $ (602) $ 21,174,98
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2002

Gross Gross
Amortized Unrealized Unrealized Market
Cost Gains Losses Value
Securities held to maturit
Mortgage-backed securitie $ 1,024,720 $ 19,27¢ $ (1,722) $ 1,042,28
2001
Gross Gross
Amortized Unrealized Unrealized Market
Cost Gains Losses Value
Securities available for sal
U.S. Government agencies and corporat $ 12,578,62 $ 443,80: $ (15,36() $ 13,007,07
State and municipal securiti 949,65¢ 6,771 (42,300 914,12¢
Mortgagebacked securitie 5,159,24! 29,36« (5,037) 5,183,58

$ 18,687,53 $ 479,93¢ $ (62,697 $19,104,78

Securities held to maturit
Mortgage-backed securitie $ 219701 $ 29,80: $ (2,097 $§ 2,224,72.

At December 31, 2002 and 2001, securities withreyoay value of approximately $11,520,000 and $19,600, respectively,
were pledged to secure public deposits and forr gthgposes required or permitted by law.

At December 31, 2002 and 2001, the carrying amofis¢curities pledged to secure repurchase agréemwas approximately
$2,625,000 and $3,684,000, respectively.

The amortized cost and estimated market valueafrigees at December 31, 2002, by contractual nitgtiare shown on the
following page. Expected maturities will diffelofn contractual maturities because borrowers mag btz right to call or prepay
obligations with or without call or prepayment pkies.
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Securities Available for Sale Securities Held to Maturity

Amortized Market Amortized Market

Cost Value Cost Value
Due in one year or let $ 3,993,225 $ 4,091,29 $ — $ —
Due from one year to five yes 7,027,21. 7,251,33; — —
Due from five years to ten yee 548,85: 581,11! — —
Due after ten yeal 823,41( 857,03: — —
12,392,73 12,780,77 — —
Mortgagebacked securitie 8,355,92: 8,394,20! 1,024, 72 1,042,28.

$ 20,748,65 $ 21,17498 $ 1,024,720 $§ 1,042,28

For the year ended December 31, 2002, there wesalae of securities available for sale. Procéeus the sale of securities
available sale for the years ended December 31, 208 2000, amounted to $2,104,740 and $1,020r68pectively. The Bank
had gross realized gains of $83,705 in 2001 ang#$35n 2000. There were no gross realized loss2801 and 2000.

Note 3.  Loans and Allowance for Loan Losses

At December 31, 2002 and 2001, the Bank’s loansisbnof the following (in thousands):

2002 2001

Mortgage loans on real esta
Residential -4 family $ 23,58¢ $ 25,76¢
Residential multifamily (5 or more 7,00t 5,92(
Commercia 34,97¢ 28,60¢
Constructior 20,31¢ 13,19(
Second mortgage 2,48¢ 3,54z
Equity lines of credi 2,25¢ 1,534
90,63( 78,55¢
Commercial loan 27,95¢ 20,42¢
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2002 2001

Consumer installment loan

Persona $ 574¢ $ 5,81(
Credit cards 35C 36C
6,09¢ 6,17(
Total loans 124,68t 105,15«
Less: Allowance for loan loss (1,591 (1,322
Loans, ne $ 12309 $ 103,83
A summary of transactions in the allowance for ltzases for the years ended December 31, 2002, 2802000, is as follows:
2002 2001 2000
Balance, beginning of ye $ 1,322,15. $ 1,141,861 $ 1,001,80!
Provision for loan losse 683,43: 435,00( 559,70(
Loans charge-off (497,07() (403,41) (661,93()
Recoveries of loans previously char-off 82,63¢ 148,70( 242 ,29(
Balance, end of ye: $ 1591,15 $ 1,322,15. $ 1,141,86!

The Banks only significant concentration of credit at Det@®m31, 2002, occurred in real estate loans whitdied approximatel
$90,630,000. While real estate loans accounte@3qguercent of total loans, these loans were piiynasidential development a
construction loans, residential mortgage loans,comimercial loans secured by commercial propertishstantially all real este
loans are secured by properties located in Tenaesse

In the normal course of business, the Bank malassito executive officers and directors and tHiiliades of the Bank on
substantially the same terms, including interetsrand collateral, as those prevailing at the foneomparable transactions with
other borrowers. Loans to executive officers, g@pal shareholders, and directors and their afiavere approximately
$1,004,000 and $1,395,000 at December 31, 2002@d, respectively.
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Note 4.

Impaired loans without a valuation allowance waggnificant in relation to the Bank’s loan portioht December 31, 2002 and
2001.

Interest income recognized on impaired loans wsiginificant to total interest income on loans facle of the years ending
December 31, 2002, 2001 and 2000.

Bank Premises and Equipment

A summary of bank premises and equipment at DeceBihe2002 and 2001, is as follows:

2002 2001
Land $ 168556 $ 1,625,56
Buildings and improvemen 2,081,35: 1,806,76:
Furniture, fixtures and equipme 1,395,26 1,294,95.
5,162,18 4,727,29
Accumulated depreciatic (1,208,89, (996,54

$ 395329 ¢ 3,730,74

Depreciation expense for the years ended Decenih@082, 2001 and 2000, amounted to $270,233, 823%nd $221,905,
respectively.

Certain bank facilities and equipment are leasetbumarious operating leases. Total rent expemsthé years ended December
31, 2002, 2001 and 2000, was $141,729, $113,501$a44,080, respectively.

Future minimum rental commitments under noncandel@ases are as follows:

2003 $ 137,63(
2004 116,69¢
2005 46,53¢
Total $ 300,86¢
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Note 5.  Time Deposits

At December 31, 2002, the scheduled maturitiegd teposits are as follows:

2003 $ 47,293,28:
2004 17,060, 35!
2005 4,531,79¢
2006 204,27¢
2007 278,861
Total $ 69,368,58!

Note 6.  Income Taxes
The Company files consolidated income tax returitls its subsidiary. Under the terms of a tax-shguagreement, the subsidiasy’
allocated portion of the consolidated tax liabiigycomputed as if it were reporting income andegges to the Internal Revenue
Service as a separate entity.

Income tax expense in the statements of incomthéyears ended December 31, 2002, 2001 and 2608ists of the following:

2002 2001 2000
Current tax expens $ 722,46: $ 320,13t $ 246,46
Deferred tax expense (benefit) related
Provision for loan losse (59,877 (18,679 (24,517
Net operating loss carryforwa — 26,70( 58,98
Other 5,00¢ 44,85¢ 41,62:
Income tax expens $ 667,59. $ 373,010 $ 322,55

The income tax expense is different from the exgbtax expense computed by multiplying income eefocome tax expense by
the statutory federal income tax rates. The remfamthis difference are as follows:
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2002 2001 2000

Expected tax at statutory rai $ 587,86 $ 320,49 $ 232,79.
Increase (decrease) resulting from tax effect of:

State income taxes, net of federal tax bel 74,17¢ 37,32¢ 27,38
Nondeductible amortizatic — 45,98¢ 43,60¢
Other 5,551 (30,79¢) 18,77
Income tax expens $ 66759 $ 373,010 $ 32255

Deferred tax assets recognized for deductible tearpalifferences totaled approximately $413,00Detember 31, 2002 and
$362,000 at December 31, 2001. Deferred tax Itasifor taxable temporary differences totaledragjpmately $168,000 at
December 31, 2002 and $188,000 at December 31, 2001

Note 7.  Federal Home Loan Bank Advances
The Bank has five agreements with the Federal Homae Bank of Cincinnati (FHLB) that can provide gertible fixed rate
advances to the Bank in an amount up to $10,000,80f the Bank’s loans secured by first mortgagn 1-4 family residential

properties are pledged as collateral for theseramhmbased upon an agreement to maintain a calléddoan ratio of 150%.

At December 31, 2002 and 2001, FHLB advances coofsthe following:

2002 2001

Long-term advance dated December 27, 2000, reguinionthly interest payments,

fixed at 5.00% until December 2002, principal du®iecember 201 $ 2,000,000 $ 2,000,00
Long-term advance dated November 1, 2001, requiringthly interest payments,

fixed at 3.94% until November 2006, principal doeNovember 201 2,000,001 2,000,001
Long-term advance dated February 22, 2002, requirianthly interest payments,

fixed at 3.96% until February 2005, principal dod=ebruary 201 2,000,001 —
Long-term advance dated April 26, 2002, requiringnthly interest payments, fixed

4.11% until April 2005, principal due in April 20: $ 2,000,000 $ —
Long-term advance dated September 13, 2002, raguinonthly interest payments,

fixed at 3.51% until September 2007, principal duSeptember 201 2,000,001 —

$ 10,000,00 $ 4,000,001
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Note 8.

Note 9.

During the fixed rate term of the above advandesadvances may be prepaid subject to a prepayreaatty as defined in the
agreements. The FHLB has the right to converfieel rate on the above advances at the end ahitie fixed rate period and ¢
a quarterly basis thereafter. If the conversiotioopis exercised, the advances will bear inteag#the three-month London
Interbank Offered Rate (LIBOR) adjusted quartetlp apread of zero basis points to the LIBOR ind8xbsequent to any
conversion, the Bank has the option to prepay thvaraces, in full or in part, without penalty on tenversion date or any
subsequent quarterly repricing date.

Employee Benefit Plan

The Bank has a 401(k) employee benefit plan cogesubstantially all employees who have completddaatt one year of service
and met minimum age requirements. The amount pi@yar contribution is computed annually under fingel formula based
primarily on the employees’ salaries. The maximemployer required contribution to the plan is 3ceat of the employees’
annual salaries. Any additional contribution te filan is determined at the discretion of the Badiibirectors. For the years
ended December 31, 2002, 2001 and 2000, totalibatioms to the plan were $37,084, $14,752, and88I2, respectively.

Financial Instruments With Off-Balance-Sheet Risk

The Bank is a party to financial instruments witflmlancesheet risk in the normal course of business to thesfinancing neec
of its customers. These financial instrumentsudelvarious commitments to extend credit and stafetters of credit. These
instruments expose the Bank to varying degreesagfittand interest rate risk in excess of the arhoerognized in the
accompanying balance sheet. To manage this hiekBank uses the same management policies anddpresefor financial
instruments with off-balance-sheet risk as it doesinancial instruments whose risk is reflectedtbe balance sheet.
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The credit risk of all financial instruments vartessed on many factors, including the value ofatetial held and other security
arrangements. To mitigate credit risk, the Bankegally determines the need for specific covengudiyantee, and collateral
requirements on a case-by-case basis, dependitig mustomer’s creditworthiness. The amount apd tf collateral held to
reduce credit risk vary, but may include real estatachinery, equipment, inventory, and accourtsivable as well as cash on
deposit, stocks, bonds, and other marketable $isutiat are generally held in the Basmkossession. This collateral is valued
inspected to ensure both its existence and adequidey Bank requests additional collateral whernrapate.

At December 31, 2002, commitments under standbgrieof credit and undisbursed loan commitmentsexgded approximately
$18,356,000. The Bank’s credit exposure for tHesecial instruments is represented by their cmttral amounts. The Bank
does not anticipate any material losses as a reftiie commitments under standby letters of cradit undisbursed loan
commitments.

Note 10. Fair Value of Financial Instruments

Fair value estimates are made at a specific poititrie, based on relevant market information alie@ifinancial instrument.
These estimates do not reflect any premium or discthat could result from offering for sale at dime the Company’s entire
holdings of a particular financial instrument. Base no market exists for a significant portiothef Company’s financial
instruments, fair value estimates are based omjeadds regarding future expected loss experiencegrmueconomic conditions,
risk characteristics of various financial instrurtggrand other factors. These estimates are siugentnature; involve
uncertainties and matters of judgment; and, theeefmannot be determined with precision. Changes$umptions could
significantly affect the estimates.

Fair value estimates are based on existing finhimg&ruments without attempting to estimate thiugaf anticipated future
business and the value of assets and liabilitigisatte not considered financial instruments. Tiewing methods and
assumptions were used to estimate the fair valeacdh class of financial instruments:

Cash and cash equivalents:

For cash and cash equivalents, the carrying amsunteasonable estimate of fair value.
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Securities:

The fair value of securities is estimated basetidmprices published in financial newspapers orchidtations received from
securities dealers.

Federal Home Loan Bank stock:

The carrying amount of Federal Home Loan Bank stymiroximates fair value based on the stock redemptovisions of the
Federal Home Loan Bank

Loans:

The fair value of loans is calculated by discoumpticheduled cash flows through the estimated ntatusing estimated market
discount rates, adjusted for credit risk and s@mgicosts. The estimate of maturity is based stohical experience with
repayments for each loan classification, modifeirequired, by an estimate of the effect of cureennomic and lending
conditions.

Deposits:

The fair value of deposits with no stated matusstych as demand deposits, money market accountsaaimgs deposits, is equal
to the amount payable on demand. The fair valuare deposits is based on the discounted valeemtactual cash flows. The
discount rate is estimated using the rates cuyrefittred for deposits of similar remaining matist

Federal funds purchased and securities sold umggleements to repurchase:

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

Federal Home Loan Bank advances:

The carrying amount of FHLB advances approximatefair value.

The carrying amount and estimated fair value of@benpany’s financial instruments at December 30228nd 2001, are as
follows (in thousands):

F-20




2002 2001

Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
Assets:
Cash and due from ban $ 4,92¢ $ 4,92¢ $ 6,228 $ 6,22F
Interes-bearing deposits in other bar — — 1,90¢ 1,90t
Federal funds sol 46C 46C — —
Securities 22,20( 22,217 21,30: 21,33(
Federal Home Loan Bank sto 50¢€ 50€ 374 374
Net loans 123,09 128,08’ 103,83: 103,31¢
Liabilities:
Noninteres-bearing demand depos 20,58t 20,58¢ 14,20¢ 14,20¢
Interes-bearing demand depos 19,48¢ 19,48¢ 21,15: 21,15
Savings deposits and money market acca 21,00 21,007 15,30: 15,30:
Time deposit: 69,36¢ 70,68 68,49( 69,67«
Federal funds purchased and securities sold under
agreements to repurche 3,50 3,50 4,58¢ 4,58¢
Federal Home Loan Bank advan: 10,00( 10,00( 4,00( 4,00(

Note 11. Contingencies

The Bank is involved in certain claims arising fromrmal business activities. Management belielvasthose claims are without
merit and that the ultimate liability, if any, rdsog from them will not materially affect the Balskfinancial condition or the
Company’s consolidated financial position.

Note 12. Liquidity and Capital Resources

The Company’s primary source of funds with whiclpéy its future obligations is the receipt of didls from its subsidiary
bank. Banking regulations provide that the Banlstmiaintain capital sufficient to enable it to cteras a viable institution and,
as a result, may limit the amount of dividendsBlamk may pay without prior approval. It is managei's intention to limit the
amount of dividends paid in order to maintain caamate with capital guidelines and to maintain arggrcapital position in the
Bank.

During 2002, the Company established a $2,500,0@00f credit with a bank that matures on Febrizsy2004. The line of cre«
is secured by a pledge of the Bank’s common stadkears interest at 1.50% above the one month RIBDhere were no
borrowings on the line of credit in 2002.
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Note 13. Stock Options Plans

The Company has a stock option plan under which Ineesnof the Board of Directors, at the formationhaf Bank, were granted
options to purchase a total of 150,000 shareseoBt#nk’s common stock. These options were grdiotetthe specific purpose of
raising capital.

The option price was $10.00 per share which wagsfienated fair value of the stock at the Junel906, grant date. The options
expire ten years from the date of grant and wdhg fested at the grant date. On October 15, 188¥Bank stock options were
converted to Company stock options. A summanhefstatus of this plan is presented as follows:

Outstanding Options
Weighted Average

Number Exercise Price
Outstanding at December 31, 1¢ 140,00( $ 10.0C
Options forfeitec (10,000 10.0¢
Outstanding, December 31, 2C 130,00( 10.0C
Outstanding, December 31, 2C 130,00( 10.0C
Outstanding, December 31, 2C 130,00( 10.0C

The Company also has two stock option plans undiéehnofficers and employees can be granted incersiwck options or non-
qualified stock options to purchase up to 355,0tfres of the Company’s common stock. The optiacegdor incentive stock
options shall be not less than 100 percent ofadirenfarket value of the common stock on the dath@fyrant. The non-qualified
stock options may be equal to or more or less tharfiair market value of the common stock on the déthe grant. The stock
options vest at 30 percent on the second and d@hniniversary of the grant date and 40 percent ofotlm¢h anniversary. The
options expire ten years from the grant date aadvitighted-average remaining contractual life détanding stock options was
8.4 years. A summary of the status of this plaorésented below:
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Note 14.

Outstanding at December 31, 1¢
Options grante:
Options forfeitec

Outstanding, December 31, 2C
Options which became exercisa
Options grante:

Outstanding, December 31, 2C
Options grante:

Options forfeitec

Options which became exercisa

Outstanding, December 31, 2C

Outstanding Options

Exercisable Options

Weighted Average

Weighted Average

Number Exercise Price Number Exercise Price
16,50C $ 15.0( — $ —
20,70( 13.0(C — —
(1,000 13.0C — —
36,20( 13.92 — —

4,95( 15.0(C

18,80( 13.0( — —
55,00( 13.6( 4,95( 15.0(
25,00( 14.5( — —
(500 14.5( - -
10,86( 13.91

79,50( 13.8i 15,81( 14.2¢

The weighted-average fair value of options graatiedng the year was $3.86, $3.79, and $3.86 foy#zes ended December 31,

2002, 2001 and 2000, respectively.

The fair value of each option grant is estimatedhendate of grant using the Black-Scholes optidoipy model with the

following weighted-average assumptions:

Dividend yield
Expected life
Expected volatility
Risk-free interest rat

Regulatory Matters

Years Ended December 31

2002 2001 2000
0.00(% 0.00(% 0.0(%
6.9 year 6.9 year 6.9 year
10.0(% 10.0(% 10.0(%
4.1%% 4.71% 4.91%

The Company (on a consolidated basis) and the Benkubject to various regulatory capital requinet®@dministered by the
Tennessee Department of Financial Institutionsthadederal banking agencies. Failure to meetrmimi capital requirements
can initiate certain mandatory—and possibly add#laliscretionary—actions by regulators that, ifleriaken, could have a direct
material effect on the Company’s and the Bank’aritial statements. Under capital adequacy guiekelimd the regulatory

framework
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for prompt corrective action, the Company and thelBmust meet specific capital guidelines that inv@uantitative measures of
the Bank’s assets, liabilities, and certain offdnale-sheet items as calculated under regulatoguatiag practices. The
Company’s and the Bank’s capital amounts and ¢leasbn are also subject to qualitative judgmemntghe regulators about
components, risk weightings, and other factors.

Quantitative measures established by regulati@msure capital adequacy require the Company anBahk to maintain
minimum amounts and ratios (set forth in the tddaow) of total and Tier | capital (as defined lre regulations) to risk-weighted
assets (as defined), and of Tier | capital (asneel to average assets (as defined). Managemigntdmse as of December 31, 20
that the Company and the Bank meet all capital aaggrequirements to which it is subject.

As of December 31, 2002, the most recent notificafiom the Federal Deposit Insurance Corporatategorized the Bank as w
capitalized under the regulatory framework for ppbrrorrective action. There are no conditionsvamgs since that notification
that management believes have changed the institsifprompt corrective action category for bankidp

The Company’s and the Bank’s actual capital amoantkratios are also presented in the table. Dalteounts are presented in
thousands.

For Capital
Actual Adequacy Purposes
Amount Ratio Amount Ratio
As of December 31, 20(C
Total capital to risk weighted assets: Cornerstone
Community Bank $ 13,63¢ 11.2%$ 9,78 8.C%
Tier | capital to risk-weighted assets: Cornerstone
Community Bank 12,10¢ 9.% 4,891 4.(%
Tier | capital to average assets: Cornerstone
Community Bank 12,10¢ 8.1% 5,971 4.(%
As of December 31, 20C
Total capital to risk-weighted assets: Cornerstc
Community Bank 12,22¢ 12.(% 8,171 8.C%
Tier | capital to risk-weighted assets: Cornerstt
Community Bank 10,94¢ 10.7% 4,08t 4.(%
Tier | capital to average assets: Cornerstone
Community Bank 10,94¢ 8.2% 5,272 4.(%
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Note 15. Other Comprehensive Income

Other comprehensive income consists of unrealinddirig gains and losses on securities availabledte. A summary of other
comprehensive income and the related tax effectthéoyears ended December 31, 2002, 2001 and 2088 follows:

Tax
Before-Tax (Expense) Net-of-Tax
Amount Benefit Amount
Year ended December 31, 20!
Unrealized holding gains and losses arising duttiegperioc $ 9,07¢ $ (3,08¢) $ 5,99:

Less reclassification adjustment for gains realipeget income — — —

$ 9,07¢ $ (3,08 $ 5,09:

Year ended December 31, 20
Unrealized holding gains and losses arising duttiegperioc $ 330,37 $ (125,54) $ 204,83

Less reclassification adjustment for gains realipeget income 83,70: (31,809 51,89¢

$ 246,66¢ $ (93,73) $ 152,93

Year ended December 31, 20
Unrealized holding gains and losses arising duttiegperioc $ 51862° $ (197,079 $ 321,54¢

Less reclassification adjustment for gains realipeget income 25,49¢ (9,689 15,80¢

$ 493,12¢ $ (187,389 $  305,74(

Note 16. Earnings Per Common Share

Basic earnings per share represents income awati@algommon stockholders divided by the weighteekage number of common
shares outstanding during the period. Dilutediegsper share reflects additional common shamsabuld have been
outstanding if dilutive potential common shares hadn issued, as well as any adjustment to incbateatould result from the
assumed issuance.
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Potential common shares that may be issued by dhgp@ny relate to outstanding stock options, detegthusing the treasury
stock method.

Earnings per common share have been computed baské following:

2002 2001 2000

Net income $ 106142 $ 569,61: $ 362,12
Less: Preferred stock dividen — — —
Net income applicable to common stc $ 106142, $ 569,61, $ 362,12
Average number of common shares outstan 1,233,16 1,219,72! 1,166,12!
Effect of dilutive stock options and warral 40,85 30,00( 30,00(
Average number of common shares outstanding useal¢alate

diluted earnings per common sh. 1,274,02 1,249,72! 1,196,12
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Note 17. Quarterly Data (unaudite

Interest incom
Interest expens

Net interest income, before provisi
for loan losse:

Provision for loan losse

Net interest income, after provision -
loan losse:

Noninterest incom
Noninterest expenst

Income before income tax
Income tax expens

Net income
Earnings per common sha

Basic
Diluted

Years Ended December 31

2002 2001
Fourth Third Second First Fourth Third Second First

Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter
$ 2593730 $ 245547 $ 235746 $ 2,29561 $ 243382 $ 2,389,04 $ 2,35245 $ 2,404,75
827,44" 807,05: 803,91: 870,23( 1,016,04 1,093,30:i 1,180,47! 1,252,27.
1,766,28! 1,648,42 1,553,55: 1,425,38! 1,417,77! 1,295,73! 1,171,98: 1,152,48:
263,43¢ 150,00( 155,00( 115,00( 85,00( 80,00( 104,50( 165,50(
1,502,85: 1,498,42 1,398,55: 1,310,38! 1,332,77! 1,215,73! 1,067,48: 986,98:
285,65¢ 235,44t 257,30¢ 223,74 210,70¢ 192,33( 221,20t 265,33t
1,311,151 1,290,38. 1,200,56: 1,181,25 1,092,06! 1,085,40 1,191,77. 1,180,68!
477,35! 443,49: 455,29( 352,87! 451,41 322,66: 96,91¢ 71,634
168,79. 177,80( 180,99¢ 140,00( 181,81¢ 140,90: 12,04¢ 38,25(
$ 308,56: $ 265,69: $ 274,29: $ 21287 $ 269,59 $ 181,76: $ 84,87 $ 33,38¢
$ 028 $ 02z $ 02z $ 017 $ 02z $ 0.1t % 0.07 $ 0.0
$ 02 % 021 $ 02z $ 017 $ 02z $ 014 $ 0.07 $ 0.0
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Report of Independent Certified Plib Accountants

on Accompanying Information

To the Stockholders and
Board of Directors

Cornerstone Bancshares, Inc.

Chattanooga, Tennessee

Our report on our audits of the consolidated finalrstatements of Cornerstone Bancshares, Incsabsidiary for 2002, 2001 and
2000 appears on page 1. Those audits were matteefpurpose of forming an opinion on the consoéiddinancial statements taken as a
whole. The consolidating information shown on @@ and 30 is presented for purposes of additamallysis of the consolidated financial
statements rather than to present the financiatiposnd results of operations of the individuainpanies. The consolidating information
been subjected to the auditing procedures appli¢iki audits of the consolidated financial stateland, in our opinion, is fairly stated in all
material respects in relation to the consolidatedricial statements taken as a whole.

HAZLETT, LEWIS & BIETER, PLLC
Chattanooga, Tennessee
January 16, 2003
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CORNERSTONE BANCSHARES, INC, AND SUBSIDIARY

CONSOLIDATING BALANCE SHEET

ASSETS
Cash and due from ban
Federal funds sol
Securities available for sa
Securities held to maturi
Federal Home Loan Bank stock, at c
Loans, net of allowance for loan los:
Bank premises and equipment,
Accrued interest receivab
Excess cost over fair value of net assets acq
Other asset
Investment in subsidiai

Total asset
LIABILITIES AND STOCKHOLDERS EQUITY

Deposits:
Noninteres-bearing demand depos
Interes-bearing demand depos
Savings deposits and money market acca
Time deposits of $100,000 or mc
Time deposits under $100,0

Total deposit:

Accrued interest payab

Federal funds purchased and securities sold under
agreements to repurche

Federal Home Loan Bank advan

Other liabilities

Total liabilities

Stockholder' equity:
Preferred stoc
Common stocl
Additional paic-in capital
Surplus
Retained earning
Accumulated other comprehensive incc

Total stockholder equity

Total liabilities and stockholde’ equity

December 31, 2002

Cornerstone Cornerstone
Community Bancshares,

Bank Inc. Eliminations Consolidated
4,928,081 $ 270,22¢ 270,22t 4,928,08!
460,00( — — 460,00(
21,174,98 — — 21,174,98
1,024,72i — — 1,024,72
506,10( — — 506,10(
123,096,57 — — 123,096,57
3,953,29: — — 3,953,29:
679,59¢ — — 679,59¢
— 2,541,471 — 2,541,47
1,570,54 (33,159 — 1,537,391
— 12,390,32 12,390,32 —
157,393,89 $ 15,168,87 $ 12,660,55 159,902,22
20,855,998 $ — 270,22t 20,585,75
19,484,70 — — 19,484,70
21,007,26' — — 21,007,26
18,863,33 — — 18,863,33
50,505,25 — — 50,505,25
130,716,55 — 270,22t 130,446,32
121,27( — — 121,27(
3,503,13! — — 3,503,13!
10,000,00 — — 10,000,00
662,61! 22,12 — 684,73t
145,003,57 22,12 270,22t 144,755,47
590,13( 1,233,16 590,13( 1,233,16
— 12,093,86 — 12,093,86
8,762,44: — 8,762,44: —
2,756,37. 1,538,34. 2,756,37. 1,538,34.
281,37 281,37 281,37 281,37
12,390,322 15,146,75 12,390,32 15,146,75
157,393,89 $ 15,168,87 $ 12,660,55 159,902,22
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CORNERSTONE BANCSHARES, INC, AND SUBSIDIARY

CONSOLIDATING STATEMENT OF INCOME
December 31, 2002

INTEREST INCOME
Loans
Securities and interest-bearing deposits in othe
banks
Federal funds sol

Total interest incom

INTEREST EXPENSE
Time deposits of $100,000 or mc
Other deposit
Federal funds purchased and securities sold un
agreements to repurche
Federal Home Loan Bank advani

Total interest expens

Net interest income before provision for loan
losses

Provision for loan losse

Net interest income after provision for loan
losses

NONINTEREST INCOME
Service charge
Other noninterest incorn
Net gains from sale of loans and securi
Equity in subsidiar’s earningt

Total noninterest incom
NONINTEREST EXPENSE!
Salaries and employee bene
Net occupancy and equipment expe
Other operating expens
Total noninterest expens
Income before income tax expense (ben

Income tax expense (benel

Net income

Cornerstone Cornerstone
Community Bancshares,

Bank Inc. Eliminations Consolidated
8,544,46! — 3 — % 8,544,46!
1,123,64: — — 1,123,64:

34,17¢ — — 34,17¢
9,702,29: — — 9,702,29:
730,83 — — 730,83
2,227,32! — — 2,227,32!
26,93¢ — — 26,93¢
323,54( — — 323,54(
3,308,64! — — 3,308,64!
6,393,65: — — 6,393,65:
683,43¢ — — 683,43¢
5,710,21i — — 5,710,21i
734,10: — — 734,10:
67,96 — — 67,96
200,09 — — 200,09
— 1,160,29 1,160,29 —
1,002,15! 1,160,29 1,160,29 1,002,15!
2,630,54. — — 2,630,54.
348,74( — — 348,74(
1,849,81! 154,26( — 2,004,07!
4,829,10: 154,26( — 4,983,36:
1,883,27. 1,006,031 1,160,29 1,729,01.
722,97¢ (55,38 — 667,59:
1,160,29 1,061,42. $ 1,160,291 $ 1,061,42.
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EXHIBIT 21
CORNERSTONE BANCSHARES, INC.

LIST OF SUBSIDIARIES

Name of Subsidiary State of Incorporation

Cornerstone Community Bar Tennesse




