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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
CORNERSTONE BANCSHARES, INC.

PRESENTATION OF FINANCIAL INFORMATION

The 2003 financial information in this report hag bheen audited. The information included her&ioutd be read in conjunction with the
notes to the consolidated financial statementsided in the 2002 Annual Report to Shareholders lwvias furnished to each shareholder of
Cornerstone Bancshares, Inc. (“Cornerstone”) indd&003. The consolidated financial statementsgmted herein conform to generally
accepted accounting principles and to general inglpsactices.

Consolidation

The accompanying consolidated financial statemietade the accounts of Cornerstone and its subrsidtornerstone Community Bank (1
“Bank”).

Substantially all intercompany transactions, psodibd balances have been eliminated.
Accounting Policies

During interim periods, Cornerstone follows the@atting policies set forth in its 10-KSB for theayeended December 31, 2002, as filed
with the Securities and Exchange Commission. Sieeember 31, 2002, there have been no changey mcanunting principles or
practices, or in the method of applying any sudhggples or practices.

Interim Financial Data (Unaudited)

In the opinion of Cornerstone’s management, thempanying interim financial statements contaimalterial adjustments, consisting only
of normal recurring adjustments necessary to ptdagty the consolidated financial condition, tbensolidated results of operations, and
consolidated cash flows for the interim period.sies for interim periods are not necessarily iatliee of the results to be expected for a full
year.

Earnings Per Common Share

Basic earnings per share (“EPS”) is computed bidatig income available to common shareholders (mato€) by the number of common
shares outstanding (denominator). Diluted EP®msputed by dividing income available to common shatders (numerator) by the adjus
number of shares outstanding (denominator). Thestetl number of shares outstanding reflects thenpial dilution occurring if securities

or other contracts to issue common stock were esaxt©r converted into common stock resulting sisuance of common stock that share
in the earnings of the entity.

Forward-Looking Statements

Certain written and oral statements made by or thighapproval of an authorized executive office€ofnerstone may constitute “forward-
looking statements” as defined under the Privataiffies Litigation Reform Act of 1995. Words dnjases such as “should result,” “are
expected to,” “we anticipate,” “we estimate,” “wepect” or similar expressions are intended to tdetiorward-looking statements. These
statements are subject to certain risks and unegesthat could cause actual results to diffetenially from Cornerstone’s historical
experience and its present expectations or projesti These risks and uncertainties include, inat limited to, unanticipated economic
changes, interest rate fluctuations and the imglacompetition. Caution should be taken not tacelandue reliance on any such forward-
looking statements since such statements spealasrdf the date they are made.
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PART | — FINANCIAL INFORMATION
ltem 1. Financial Statements

CONSOLIDATED BALANCE SHEET

ASSETS
Cash and due from ban
Federal funds sol
Investment securities available for s
Investment securities held to matui
Federal Home Loan Bank sto
Loans, less allowance for loan los:
Premises and equipment, |
Accrued interest receivab
Excess cost over fair value of assets acqt
Other asset

Total asset
LIABILITIES AND STOCKHOLDERS EQUITY

Deposits

Noninteres-bearing

NOW account:

Savings deposits and money market acca
Time deposits of $100,000 or mc

Time deposits of less than $100,(

Total deposit:

Federal funds purchased and securites sold undeeragnt to repurcha:

Federal Home Loan Bank advar
Accrued interest payab
Other liabilities

Total liabilities

Stockholder' equity

Common stocl

Additional paic-in capital

Retained earning

Accumulated other comprehensive inca
Total stockholder equity

Total liabilities and stockholders equ

Unaudited Unaudited
September 30, December 31, September 30,
2003 2002 2002
$ 4,42550 $ 4,928,080 $ 6,659,44.

— 460,00( 5,315,001
20,748,80 21,174,98 19,888,99
700,73( 1,024,72 1,258,13:
582,30( 506,10( 501,10(
146,345,17 123,096,57 111,345,57
3,884,511 3,953,29: 3,964,76!
865,74" 679,59¢ 779,31
2,541,471 2,541,471 2,541,471
1,725,99: 1,537,39 1,489,71

$ 181,820,25 $ 159,902,22 $ 153,743,51
$ 17,99369 $ 2058575 $ 17,052,01
22,292,92 19,484,70 20,446,81
24,953,99 21,007,26 20,321,30
18,636,97 18,863,33 19,010,56
58,965,59 50,505,25 50,105,16
142,843,18 130,446,32 126,935,86
4,006,57! 3,503,13! 1,274,65:
17,000,00! 10,000,00 10,000,00
99,99( 121,27( 97,45(
1,348,19! 684,73 533,22¢
165,297,94 144,755,47 138,841,19
1,243,16 1,233,16 1,233,16
12,183,86 12,093,86 12,093,86
2,931,83 1,538,34. 1,229,77:
163,43! 281,37: 345,50:
16,522,30 15,146,75 14,902,311

$ 181,820,25 $ 159,902,22 $ 153,743,51




CONSOLIDATED STATEMENTS OF INCOME

INTEREST INCOME

Interest and fees on loa
Interest on investment securiti
Interest on federal funds sc
Interest on other earning ass
Total interest incom

INTEREST EXPENSE

Interest bearing demand accou

Money market accoun

Savings accoun

Time deposits of less than $100,(

Time deposits of $100,000 or mc

Federal funds purchas

Securities sold under agreements to repurc
Other borrowings

Total interest expens

Net interest incom
Provision for loan losse
Net interest income after the provision for loassles

NONINTEREST INCOME
Service charges on deposit accol
Net securities gains (losse

Other income

Total noninterest incorr

NONINTEREST EXPENSE
Salaries and employee bene
Occupancy and equipment expe
Other operating expen:

Total noninterest expen:

Income before provision for income tay
Provision for income taxe

NET INCOME
Basic net income per common sh

Diluted net income per common shi
Dividends declared per common sh

Unaudited

Three months ended

Unaudited

Nine months ended

September 30 September 30

2003 2002 2003 2002
2,672,26. $ 2,167,36! 7,587,26 $ 6,216,17
223,26t 273,71¢ 726,91 855,61:
1,71¢ 9,67¢ 16,85( 24,01t
6,04t 4,715 16,25¢ 12,75¢
2,903,29I 2,455,47 8,347,28 7,108,55!
12,21 59,45¢ 50,90 189,72
68,057 71,98: 218,38 193,26:
8,85¢ 18,67: 38,06: 52,30
394,15: 387,88 1,185,84! 1,242,31.
142,93¢ 172,13: 460,08: 560,40¢
12,59: 2,90z 28,82¢ 10,22¢
5,84( 5,00¢ 16,51( 12,85t
151,91( 89,01¢ 415,40! 220,09¢
796,56. 807,05:. 2,414,02! 2,481,19.
2,106,72! 1,648,42 5,933,25 4,627,36!
255,00( 150,00( 410,00( 420,00(
1,851,72 1,498,42 5,523,25 4,207,36!
175,96 152,43t 485,60t 408,36°
183,68 83,01 448,72: 308,13:
359,65( 235,44 934,32! 716,49¢
824,46 676,01¢ 2,380,441 1,948,00
168,85: 226,92( 504,40: 535,09:
419,13¢ 387,44! 1,306,44! 1,189,101
1,412,45 1,290,38. 4,191,29. 3,672,201
798,92: 443,49! 2,266,29. 1,251,65!
307,65( 177,80( 872,80( 498,80(
491,27, $ 265,69! 1,393,49. $ 752,86(
04C $ 0.2z 11z $ 0.61
0.3¢ 0.21 1.07 0.5¢




CONSOLIDATED STATEMENTS OF CASH FLOWS

For the Nine Months Ended September 30

Cash flows from operating activitie
Net income

Adjustments to reconcile net income to net caskigeal by operating actvitie

Provision for loan losse
Net Charg-offs
Depreciation and amortizatic
Accrued interest receivab
Accrued interest payab
Changes in other assets and liabili
Net cash provided by (used in) operating activi

Cash flows from investing activitie
Purchase of investment securities: A
Purchase of investment securities: H’
Proceeds from security transactions: £
Proceeds from security transactions: H
Net increase in loar
Purchase of bank premises and equipr
Net cash provided by (used in) investing activi

Cash flows from financing activitie
Net increase in deposi
Net increase in securities sold under agreemenmtpiarchas:
Net increase of FHLB advances and other borrow
Issuance of common sto

Net cash provided by (used in) financing activi

Net increase in cash and cash equival

Cash and cash equivalents beginning of pe
Cash and cash equivalents end of pe

Unaudited Unaudited
2003 2002

$ 1,393,49: $ 752,86(
$ 410,000 $ 420,00(
89,60( (391,019
251,34 227,96
(186,149 (24,729
(21,280 (111,39)
474,86( 400,47¢
2,411,87: 1,274,16!
(18,157,65) (6,182,24)
17,972,89 7,250,16!
321,85¢ 934,00
(23,748,20) (7,542,42)
(163,639 (461,979
(23,774,74) (6,002,46)
12,396,85 7,786,57!
503,43t (3,308,87)
7,400,001 6,000,00!
100,00( —
20,400,29 10,477,70.
(962,57, 5,749,40'
5,388,08I 6,225,03!
$ 442550 $ 11,974,44




CONSOLIDATED STATEMENT OF CHANGES IN STOCKHOLDER'BQUITY

Accumulated

Additional Retained Other Total
Comprehensive Common Paid-in Earnings Comprehensive Stockholders’
Income Stock Capital (Deficit) Income Equity
BALANCE, December 31, 200 1,233,16 12,093,86 1,538,34. 281,37: 15,146,75
Issuance of common sto 10,00( 90,00( 100,00(
Comprehensive incom
Net income 1,393,49. 1,393,49. 1,393,49.
Other comprehensive income,
of tax:
Unrealized holding gains
(losses) on securities
available for sale, net of
reclassification adjustme (117,939 (117,939 (117,939
Total comprehensive incon 1,275,55!
BALANCE, September 30, 2003
(Unaudited) 1,243,16 12,183,86 2,931,83. 163,43! 16,522,30
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Item 2. Management’s Discussion and Analysis or Pheof Operation.
Overview

Cornerstone Bancshares, Inc. (“Cornerstone”) etldedirst nine months of 2003 with total asset$182 million, a 13.7% increase
from December 31, 2002 and an 18.3% increase freptethber 30, 2002. Cornerstone reported net indbenfor nine months ending
September 30, 2003 of $1,393,493, or $1.12 basiuregs per share, compared to $752,860, or $0.8it learnings per share, for the same
period in 2002. The increase in earnings represemB85.1% increase from the first nine months082compared to the first nine months of
2003.

The increase in net income from the first nine rherntf 2003 to the first nine months of 2002 is drimarily to one factor. The
Bank’s net-interest income increased $1,306 thalisa28.2% over the same period in 2002. The Bentomplished this by increasing the
total average earning assets of the Bank by $34lidmor 27.0% over the third quarter of 2002, \ehieducing average na@arning assets |
$326 thousand or 2.5% compared with the third guanft 2002. Concurrently, the Bank was able togrmse the Bank’deposits as well as t
alternative sources of funding to improve the Barhterest rate exposure while decreasing the therst of funds. Interest expense
decreased $67 thousand for the first nine monti2008 compared to the same period in 2002. Tlisatéon was the result of continued
repricing of the Bank’s certificates of depositsaert-term interest rates continued to decreadegithie reporting period. The Barskaverag:
transaction accounts grew 22.5% during the finsemonths of 2003 while average certificates obd#@pncreased 13.5% for the same
period. The Bank took advantage of attractive traditional funding sources during the second quart 2003. Cornerstone increased its
Federal Home Loan Bank borrowings by $7 million aetbcted longer-term maturities to reduce the Bagéneral interest rate risk. In
addition, the Bank actively used its federal fulidss of credit as an inexpensive source of furiise Bank expects to raise additional
deposits to replace the federal funds purchaseduaticipates rapid deposit growth in both transacteposits and certificates of deposit
during the fourth quarter of 2003. Non-interesioime increased 30.4% for the first nine months0®Xcompared with the same period in
2002. This increase was broad based, but hadj@ tantribution from the sale of mortgage loanthtsecondary market and saw continued
growth of e-commerce as a revenue generator tBdhn&’s income statement. On the qualitative dide Bank improved its asset quality,
which is quantified by the Bank’s below peer bam&rage of past due loans to net loans ratio 0of%.328d a below peer bank average non-
performing asset ratio of 0.30%. This was accoshgld in a time period during which regional bartksggled to maintain net interest mar
and had a general deterioration of loan qualitgr tRe first nine months of 2003, the Bank’s né¢liast margin was 4.87% compared with
4.82% for the same time period in 2002. The Bank&magement expects the Bank’s net interest méwgemain level over the remainder of
2003. Recently, the Board announced that earmstimates had increased from $1,800,000 to $1,8640f net income in 2003 and
increased expected earnings per share to $1.5hpez from the $1.45 previously announced, thergknwrease in as many quarters. At the
beginning of the year, the Company’s budgetednwme had been set at $1,600,000. Also announdbdeé iJuly shareholderletter was th
Board'’s intention to distribute a dividend in Janu2004. Such dividend has not been declared, iervand it remains within the board’s
discretion as to the timing and amount of suchdgind, if any.




During the third quarter of 2003, Cornerstone savexpected seasonal lull in the rapid growth thekBenjoyed during the first two
quarters of 2003. During that time period, manyhef relationship mangers visited prospective ecusts and current customers to insure
needs had been met, while the Bank worked on mejggis, including the final decision concerning tholtewah Branch and the
implementation of the Bank’s Customer Identificatlrogram as required by the USA PATRIOT Act. Thgslation requires detailed
records on new customers be retained by the Bardfextended period of time even after the custdras terminated his relationship with
the Bank. Needless to say, the legislation walte an additional expense to the Bank and wiksstate the acceleration of the Bank’s
transition to an image environment, which will decate the equipment and software expense prograipgrade hardware and software.
The Bank’s position is to comply with all laws tietland and will work with its customers to expl#ie prograns requirements for extensi
personal information and at the same time reaghera of the information’s security while held a¢ tBank. Operationally, the Bank
continues to expand its asset based lending prograhhmas developed into the state’s leader in SBAihg dollar volume as several SBA
loan generation associations refer loans to th&Blae its depth of knowledge with the specialtynand willingness to consider the loans.
The Bank’s position on the SBA loans is to striathderwrite each loan to bank credit guidelinesiarall cases, when the loan is sellable to
the secondary market, the Bank will sell the laamtrease fee income and enhance the net incotine &ank. The Bank is in the final
stages of expanding its debit pay program and teelprogram will allow its non-interest incomegimw at an above average rate for the
foreseeable future.

The Bank, pursuant to its strategic plan, intedsontinue to focus on providing a competitive fvott (convenient branches) to the
Chattanooga Metropolitan Statistical Area allowibgrnerstone to compete with the three major regibaaks located in the area. The Bank
also intends to focus its efforts in the suburbambh network and not on a central hub bank locateldwntown Chattanooga. It is also
intended that special emphasis will be placed oniging services specifically targeted to smallibasses and individual consumers.

Financial Condition

Earning Assets. Average earning assets for the nine months endipgesber 30, 2003, increased by $34.7 million 0d%7
compared to the nine months ending September R, 2thile actual earning assets increased $301&mdr 22.0% during the same period.
The average and actual balance increases were dgt®mng loan demand in the first half of 2003 argfrong growth in transaction account
deposits during the current reporting period. Mpament expects average earning assets to grosl@wvar pace during the remainder of
2003.

Loan Portfolio. The Bank’s average loans for the first nine mowtfh2003 were $137 million, an increase of $33.Jiorilor 31.8%
compared to the first nine months of 2002, whileiakbalances increased to $148.4 million, an imeeeof 31.4% above the $112.9 million in
loans as of September 30, 2002. Management aatiisislower loan growth for the remainder of tharye both average and actual balan

Investment Portfolio. The Bank’s average investment securities podfioicreased by 8.9% or $2.0 million for the ninentis
ending September 30, 2003 compared to the ninehmamtding September 30, 2002, while actual balancesased $302 thousand, an
increase of 1.4%. The lack of growth is a restiftmng loan growth and unusually low interesesat The low interest rates have caused the
Bank to be very cautious and consequently, the Btodely monitors
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the risk versus return of each security purchdssis. the Bank’s opinion that rates will increasettie near future and the Bank will retain its
cautious position until the risk of interest raiesreases diminishes. The Bank is maintaining @xprately $10 million in Agency CMO
LIBOR floating rate securities which will protet¢tet Bank from sudden increases in short term rafbgy adjust every thirty days and are
to the 30-day LIBOR index plus a spread (typicalB0 basis points), which acts as a leading indidatoate increases or decreases. The
Bank expects to maintain an investment strategpaking prudent investment decisions with active ag@ment of the portfolio to optimize,
within the constraints of established policiesadequate return and value. Investment objectiveade, in order of priority, gap
management, liquidity, pledging, return, and lagahmunity support. The Bank maintains two clasatfbns of investment securities: “Held
to Maturity” (HTM) and “Available for Sale” (AFS)The “Available for Sale” securities are carriedait market value, whereas “Held to
Maturity” securities are carried at book value.@dsSeptember 30, 2003, net unrealized gains irfiAkailable for Sale”portfolio amounted t
$257,697, a 1.3% increase in value.

Deposits. The Bank'’s average deposits increased by $20.4omilr 17.6% for the nine-month period ending Seytiter 30, 2003
compared to the same period ending September 8@, 2thile actual deposit balances increased byd®hilion or 12.5%. The actual
deposit growth was broad based in transaction axts@nd certificates of deposits. Transaction aetsogrew during the first two quarters
and certificates grew during the third quarter.pamticular, the Bank saw a large increase infieates to credit unions in the amount of $5.2
million. Management intends to focus its effontsaitracting core deposits and expects both tréinsaaccounts and certificates of deposit to
increase over the remainder of 2003 as loan groatiinues. The Bank intends to maintain as ontsdfighest priorities the continued
solicitation of transaction accounts from new ari@dteng customers, which should provide the Banthwin increased net interest margin.

Other Liabilities. As of the end of the third quarter of 2003 the Baak $17 million of Federal Home Loan Bank of Cimti
(“FHLB") borrowings and the ability to borrow an@h$5 million. The borrowings are designed wittmaturity of 10 years with call and put
options after a stated conversion date. Durings#t®nd quarter of 2003, the Bank borrowed $3 enillvith a three-year conversion date and
an interest rate of 2.41% bringing the total Bankrdwings to $17 million. Management believes tRidt.B borrowings provide an
inexpensive method to reduce interest rate riskstgining longer term liabilities to match theigadly longer term assets the Bank has o
balance sheet that are usually below the costrtificates of deposit. Cornerstone under its $Rillion guidance line with Fifth Third Bank,
borrowed $400 thousand to inject capital into tleeBduring the second quarter. The injection weexled to maintain an 8.0% capital
leverage ratio, which the regulators consider apgate, given the size of our Bank. The loan isqut at 30-day LIBOR index plus 150 basis
points, which as of September 30 was 2.6%. Coioeswill either pay off the loan with dividend®fn the Bank or will issue stock to pay
the loan.

Capital Resources. Average stockholders’ equity increased by $1.4iamlbr 9.6% to $15.9 million for the nine monthslamy
September 30, 2003 compared with $14.4 millionrduthe nine months ending September 30, 2002. ahetyuity increased by $1.6 million
or 10.9% from September 30, 2002 to September@@B.2 This increase was primarily due to net incame the exercise of 10,000 stock
options by a former director of the Company.




CONSOLIDATED AVERAGE BALANCE SHEET

INTEREST INCOME / EXPENSE AND YIELD / RATES

Taxable equivalent basis
(in thousands)

Nine months ended
September 30

2003 2002
Average Income / Yield / Average Income / Yield /
Balance Expense Rate Balance Expense Rate
Assets
Loans, net of unearned incor $ 137,58! $ 7,58 7.31% $ 104,37. $ 6,21¢ 7.9€%
Investment securitie 24,05 74% 4.2% 22,07% 85€ 5.27%
Other earning asse 1,714 17 1.31% 2,20¢ 37 2.2%
Total earning asse 163,35( 8,34 6.84% 128,65 7,10¢ 7.4(%
Allowance for loan losse (1,76€) (1,319
Cash and other ass:t 12,75¢ 13,08¢
TOTAL ASSETS 174,34 140,42¢
Liabilities and Stockholde’ Equity
Interest bearing liabilities
Interest bearing demand depo! $ 21,77¢  $ 51 0.31% $ 20,60: $ 19C 1.22%
Savings deposil 6,831 38 0.74% 5,622 52 1.24%
MMDA's 18,18« 21¢ 1.61% 12,26¢ 19: 2.1(%
Time deposit: 53,33¢ 1,18 2.97% 44,40( 1,24¢ 3.74%
Time deposits of $100,000 or mc 18,88: 46( 3.2€% 19,207 56C 3.9(%
Federal funds and securities sold ur
agreements to repurche 5,12¢ 49 1.2¢% 2,11¢ 23 1.45%
Other borrowing 15,69: 411 3.51% 6,90¢ 22C 4.26%
Total interest bearing liabilitie 139,83: 2,414 2.31% 111,12: 2,482 2.9%
Net interest sprez 5,93: 4,62
Noninterest bearing demand depo 17,44¢ 13,98¢
Accrued expenses and other liabilit 1,16€ 813
Stockholder equity 15,89¢ 14,50¢
TOTAL LIABILITIES
AND
STOCKHOLDERS'
EQUITY 174,34 140,42¢
Net interest margin on earning ass 4.81% 4.82%
Net interest spread on earning as 4.5%% 4.429
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Results of Operations — Nine months ended Septemb&®, 2003 compared to nine months ended Septembé, 2002

Net Interest Income. Net interest income is the principal component fifhancial institution’s income stream and repraséhe
spread between interest and fee income generateddarning assets and the interest expense paidpmsits. The following discussion is on
a fully taxable equivalent basis.

Net interest income before loan loss provisiontiier first nine months of 2003 increased $1,305@9%®1.0% above net interest
income before loan loss provision as of the filsermonths of 2002. The increase in net interesirme as of September 30, 2003 was
primarily due to the steady repricing of the Banttéposits, which decreased the cost of funds fr@89% for the first nine months of 2002 to
2.31% for the first nine months of 2003. The yiklmm earning assets decreased from 7.40% to 6@A%the same time period. Three
additional factors assisted net interest incomevtjro First, the Bank’s increased average earngsgta as a percentage of total earning asset
to 93.7% for the first three quarters of 2003 coradavith 91.6% during the first three quarters @2. Second, the Bank’s asset mix shifted
as the percentage of average loans to averageassals was 78.9% for the first nine months of 2&fi8pared to 74.3% for the first nine
months of 2002, providing the majority of the Bask'sset growth in higher yielding assets. Fin&BA loan production that is not reflected
in the average loan balances was sold to the sacpnuarket for fee income. The increase in nerégt margin exceeded the Bank’s
projections by approximately 9 basis points andlmadirectly attributed to the above-mentioneddext Management foresees the margin
remaining at present levels for the remainder @3@ith a slight compression as rates adjust dutiedirst half of 2004. The nominal dol
amount of the net interest margin should increasangd the remainder of 2003 as rates increase arming assets continue to grow.

Interest income increased $1,238,728 or 17.4%h®nine month period ended September 30, 2003 aeahpa the nine month
period ended September 30, 2002. Interest incaoduped by the loan portfolio increased $1,371.@9P2.6% for the nine month period
ended September 30, 2003 compared to nine monithdpemded September 30, 2002, due to the increaseerage loans outstanding and
origination fees associated with loan growth fa preriod. The increase of loan interest incomepeasally offset by the general repricing
the loan portfolio in a low interest rate enviromheManagement estimates that the average balantesntinue to increase but will restr:
origination of these loans to insure that apprdpripuality standards and documentation are maiedaitinterest income on investment
securities, Federal Funds and other investmentedsed $132,362 or 14.8% for the nine month peximling September 30, 2003 compared
to the nine month period ended September 30, 2082primarily to a decrease in general market rfatea prolonged period of time.

Total interest expense decreased $67,164 or 2.3%b $eptember 30, 2002 to September 30, 2003. Taest expense
decrease from the first nine months of 2002 tdfitlse nine months of 2003 is primarily due to a @ese in the rates of all deposits, but was
offset by an over 25.8% growth in average intesessitive liabilities.

The trend in net interest income is commonly ev@ldién terms of average rates using the net intemasgin and the interest
rate spread. The net interest margin, or the reddl yin earning assets, is computed by dividing fislkable equivalent net interest income by
average
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earning assets. This ratio represents the differbetween the average yield on average earnintsaase the average rate paid for all funds
used to support those earning assets. The ne¢stt@argin for the first nine months of 2003 wa&¥%. The yield on earning assets
decreased 56 basis points to 6.84% for the ninghmqmriod ended September 30, 2003, compared 084/fdr the nine month period ended
September 30, 2002.

The interest rate spread measures the differerteeebr the average yield on earning assets andsérage rate paid on interest
bearing sources of funds. The interest rate spebadnates the impact of non-interest bearing fuad gives a direct perspective on the
effect of market interest rate movements. As thedral Reserve decreased interest rates durirfgghsix months of 2003, certificates of
deposits and transaction accounts were able tacesgt a much lower level and assisted the inteagstspread increase to 4.53% for the nine
month period ending September 30, 2003 comparddiitdo for the nine month period ending SeptembeRB02, an increase of 10 basis
points.

Allowance for Loan Losses. The allowance for possible loan losses represeatsmagement’s assessment of the risks associated
with extending credit and its evaluation of the lgyaf the loan portfolio. Management analyzes liben portfolio to determine the adequacy
of the allowance for possible loan losses and pipeapriate provisions required to maintain a les@isidered adequate to absorb anticipated
loan losses. Management believes that the $2.ioméaillowance for loan losses as of September G03 2eflects the full known extent of
credit exposure. Cornerstone made a $410,000 wovikuring the first three quarters of 2003 andcipdtes that it will make similar
provisions in the future as the loan portfolio gsowNo assurances can be given, however, that ssleepnomic circumstances will not result
in increased losses in the loan portfolio and nexggieater provisions for possible loan lossefénftiture.

Non-performing Assets. Non-performing assets include non-performing loamd foreclosed real estate held for sale. Non-
performing loans include loans classified as nacrzal or renegotiated. The Bank’s policy is to placdoan on non-accrual status when
payment of principal or interest is contractualy® more days past due. At the time a loan isgulam noraccrual status, interest previou
accrued but not collected may be reversed and etlaxgainst current earnings. As of September 318,28e Bank had $83,408 in non-
accrual loans and $433,178 in non-performing assets

Non-interest Income. Non-interest income consists of revenues genefateda broad range of financial services and &ty
including feebased services and profits, commissions earneddhroredit life insurance sales and other actiwitie addition, gains or loss
realized from the sale of residential mortgage $o@re included in non-interest income. Total nde+st income increased by $217,830 or
30.4% from the first three quarters of 2002 comgavith the first three quarters of 2003. The corigmm is understated due to a $45,000
provision taken to reserve against possible fusses in the ACH transfer line of business infifs half of 2003. To date there have been
no losses due to ACH activity and management doeexpect any losses in the near future. This doesnean there is no risk associated
with this line of business, but management feedsBank has appropriate procedures in place to atétithe risk associated with the activity.
The Bank is optimistic that non-interest income wilntinue to grow at an above average rate fofdreseeable future as the Bank’s e-
commerce products continue to grow.

Non-interest Expense. Non-interest expense for the first nine months@#increased by $519,086 or 14.1% compared to the
first nine months of 2002. Expenses for salarias a
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employee benefits increased by $432,439 or 22.2%héonine months ending September 30, 2003 oeenitie months ending September
2002. Occupancy and equipment expense as of Seeted@l, 2003 decreased by $30,691 or 5.7% ovegaime period in 2002. All other
non-interest expenses for the nine-month perioé@Beptember 30, 2003 increased $117,339 or 9.@%dloe non-interest expenses for the
same period ended September 30, 2002. The incirealieother non-interest expense is due primddlthe growth of the Bank and its needs
to properly manage the growth. The Bank addecettakented lenders and has had to add two bankiimes personnel to handle the
increased volume of activity from the new trangatticcounts opened over the last year. In additiBank’s data processing cost has
grown concurrently with the Bank’s deposit growth.
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CONSOLIDATED AVERAGE BALANCE SHEET
INTEREST INCOME / EXPENSE AND YIELD / RATES
Taxable equivalent basis

(in thousands)

Three months ended
September 30

2003 2002
Average Income / Yield / Average Income / Yield /
Balance Expense Rate Balance Expense Rate
Assets:
Loans, net of unearned incor $ 148,87 $ 2,67 7.12% 107,13( 2,167 8.02%
Investment securitie 23,07¢ 22¢ 4.05% 22,46 274 4.95%
Other earning asse 312 2 1.98% 2,252 14 2.41%
Total earning asse 172,26: $ 2,90¢ 6.7(% 131,84 2,45t 7.41%
Allowance for loan losse (1,91¢) (1,3172)
Cash and other ass:t 12,79¢ 13,435
TOTAL ASSETS $ 183,14 143,96¢
Liabilities and Stockholde’ Equity:
Interest bearing liabilities
Interest bearing demand depo! $ 22,03t $ 12 0.22% $ 20,15 $ 58 1.16%
Savings deposil 6,88¢ 9 0.51% 5,961 19 1.2€%
MMDA's 18,32¢ 68 1.47% 13,53: 72 2.11%
Time deposit: 57,22} 394 2.7% 44,11¢ 38¢€ 3.4%%
Time deposits of $100,000 or mc 18,46" 143 3.07% 18,48¢ 17z 3.6%%
Federal funds and securities sold unt
agreements to repurche 6,44¢ 22 1.3¢% 2,12¢ 8 1.4%
Other borrowing 17,40( 14¢ 3.3 % 8,391 89 4.21%
Total interest bearing liabilitie 146,79« 79€ 2.15% 112,77: 807 2.84%
Net interest spree $ 2,107 1,64¢
Noninterest bearing demand depo 18,74: 15,56¢
Accrued expenses and other liabilit 1,25¢€ 82¢
Stockholder equity 16,35: 14,80:
TOTAL LIABILITIES AND
STOCKHOLDER? EQUITY $ 183,14 143,96¢
Net interest margin on earning ass 4.81% 4.98%
Net interest spread on earning as 4.5 4.57%
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Results of Operations — Three months ended Septemti&0, 2003 compared to three months ended Septemb&®, 2002

Net Interest Income. Net interest income is the principal component fifhancial institution’s income stream and repraséhe
spread between interest and fee income generateddarning assets and the interest expense paidpmsits. The following discussion is on
a fully taxable equivalent basis.

Net interest income before loan loss provisiontiier third quarter of 2003 increased $458,300 d8%7above net interest
income before loan loss provision for the third teiaof 2002. The increase in net interest incoras primarily due to an increase in interest
income from earning assets while deposit cost neethielatively flat. Partially offsetting the grdwwas a decrease in asset yields but loan
fees generated during the third quarter of 2003entlae decrease in yields less negative. The sitgreld from earning assets decreased-
7.41% to 6.70% while interest cost from the Barigbilities decreased from 2.84% to 2.15% overdhme time period. Assisting net
interest income was the dramatic increase in thikBdoan to asset ratio, as the Bank’s percentdge&erage loans to average assets
increased to 81.3% for the third quarter of 200@pared with 74.4% during the third quarter of 200he increase in net interest margin
in line with the Bank’s projections and can be dileattributed to the above-mentioned change énBank’s deposit mix and the recent
addition of commercial finance department fee ine@nd SBA fees. Management expects the marginim@rgaat present levels for the
remainder of 2003.

Interest income increased $447,811 or 18.2% fothttee month period ended September 30, 2003 cedparthe three month
period ended September 30, 2002. Interest incaoduped by the loan portfolio increased $504,89832% for the three month period
ended September 30, 2003 compared to three montddmnded September 30, 2002, due to the inciaaseerage loans outstanding and
origination fees associated with loan growth fa pleriod. The increase in the volume of loan @geincome was partially offset by the
general repricing of the loan portfolio in a lowdrest rate environment. Management estimateavibeage balances will continue to
increase. Interest income on investment secuyrfeeeral funds and other investments decrease®@&506r 19.8% for the thrementh perioc
ending September 30, 2003 compared to the thredhnpeniod ended September 30, 2002. This was domply to a low interest rate
environment in the U. S. Treasury and Federal Fumaikets and a position taken by the Bank to mowatiable rate securities to reduce the
interest rate risk associated if rates were toe@se in the near future.

Total interest expense decreased $10,489 or 1.8%ddhree-month period ended September 30, 20@%tthree-month
period ended September 30, 2008e interest expense decrease from the third quafr002 to the third quarter of 2003 is primaudlye to :
decrease in general interest rates, which is greatlerstated due to the general increase in dssil other liabilities.

The trend in net interest income is commonly ev@ldién terms of average rates using the net intenasgin and the interest
rate spread. The net interest margin, or the reddl yin earning assets, is computed by dividing/ftsikable equivalent net interest income by
average earning assets. This ratio representdffaeedce between the average yield on averageregarn
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assets and the average rate paid for all fundstossapport those earning assets. The net intarasgin for the third quarter of 2003 was
4.87% compared to 4.98% for the third quarter &f2he yield on earning assets decreased 71 faisis to 6.70% for the three month
period ended September 30, 2003, compared to 7fddtbe three month period ended September 30,.2002

The interest rate spread measures the differertegebe the average yield on earning assets andrérage rate paid on interest
bearing sources of funds. The interest rate spebadnates the impact of non-interest bearing fuad gives a direct perspective on the
effect of market interest rate movements. Afterfederal Reserve decreased interest rates dhgrsgetond quarter of 2003, deposits in
general were able to reprice at a lower level bertewnot enough to offset the greater asset yialdedse and as a result the interest rate s|
decrease to 4.55% for the three month period er8@member 30, 2003 compared to 4.57% for the gamed ending September 30, 2002,
a decrease of 2 basis points.

Allowance for Loan Losses. The allowance for possible loan losses represeatmagement’s assessment of the risks associated
with extending credit and its evaluation of the lgyaf the loan portfolio. Management analyzes liben portfolio to determine the adequacy
of the allowance for possible loan losses and pipeapriate provisions required to maintain a les@isidered adequate to absorb anticipated
loan losses. Management believes that the $2.iomithllowance for loan losses as of Septembe2303 reflects the full known extent of
credit exposure. Cornerstone made a $255,000 poavikiring the third quarter of 2003 to fully prdei allowances for three loans in the
Bank’s portfolio that were classified as doubtfiilhe Bank believes that it has fully provided foe$e loans based on projected collections
and recoveries. As a result, the Bank anticipsitealler provisions in the future even with futuvan portfolio growth. No assurances can be
given, however, that adverse economic circumstawdenot result in increased losses in the loantfotio and require greater provisions for
possible loan losses in the future.

Non-performing Assets. Non-performing assets include non-performing loamd foreclosed real estate held for sale. Non-
performing loans include loans classified as noerigad or renegotiated. The Bank’s policy is to placloan on non-accrual status when
payment of principal or interest is contractually® more days past due. At the time a loan isgulam noraccrual status, interest previou
accrued but not collected may be reversed and etlaxgainst current earnings. As of September 318,28e Bank had $83,408 in non-
accrual loans and $433,178 in non-performing assets

Non-interest Income. Non-interest income consists of revenues genefateda broad range of financial services and &ty
including fee-based services and profits, commissiarned through service charges of deposit atsaund other activities. Total non-
interest income increased by $124,202 or 52.8%hthird quarter of 2003 compared with the thivduger of 2002. The increase of non-
interest income during the third quarter of 2003 Wweoad based, but was primarily due to a surgedondary mortgage sales. ACH fees and
deposit service fees also increased during the thiarter of 2002.

Non-interest Expense. Non-interest expense for the third quarter of 2i0@8ecased by $122,076 or 9.5% compared to the same
three months in 2002. Expenses for salaries ampdogee benefits increased by $148,453 or 21.9%hfethree months ending Septembel
2003 over the same period ending September 30, 2062upancy and equipment expense as of Septe88p2003 decreased by $58,068 or
25.6% over the same period in 2002. All other mdarest expenses for the three-month period eBdgdember 30, 2003 increased $31,690
or 8.2% over the non-
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interest expenses for the same period ended Septe38p2002. The increase in non-interest expsndee primarily to the cost to support
the Bank’s 18% growth of assets and liabilities #raconversion to an image environment. Anothst new in 2003 is the e-banking
capability that has been obtained to keep up witi@mner needs and to generate future revenue source
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ALLOWANCE FOR LOAN LOSSES

2003 2002

Quarter Ending September 30 June 30 March 31 December 31 September 30
Balance at beginning of peric 1,827,73. 1,691,53 1,591,15: 1,351,13 1,323,26!
Loans charge-off (3,809 (43,099 (67,587 (39,969 (109,12)
Loans recovere 11,81¢ 129,29: 62,97¢ 16,54+ (13,000
Net charg-offs (recoveries (8,019 (86,19¢) 4,61¢ 23,42( 122,12:
Provision for loan losses charged to expe 255,00( 50,00( 105,00( 263,43: 150,00(
Balance at end of peric 2,090,75: 1,827,73. 1,691,53 1,591,15: 1,351,13
Allowance for loan losses as a percentage of

average loans outstanding for the pel 1.43% 1.33% 1.33(% 1.35/% 1.261%
Allowance for loan losses as a percentage of

nonperforming assets and loans 90 days past

due outstanding for the peri 482.65% 761.54% 639.28:% 551.11% 224.64%
Annualized QTD net chargeffs as a percenta

of average loans outstanding for the pe -0.022% -0.25%% 0.01%% 0.08(% 0.456%
Annualized YTD net chargeffs as a percenta

of average loans outstanding for the pe -0.087% -0.12%% 0.01%% 0.385% 0.500%
YTD Average Outstanding Loal 137,585,45 131,848,34 127,172,05 107,673,42 104,366,74
QTD Average Outstanding Loa 148,873,00 136,473,42 127,172,05 117,485,63 107,130,37
Nonperforming assets and loans 90 days

due 433,17¢ 240,00 264,59¢ 288,71t 601,44¢
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Item 3. Controls and Procedures

€)) Evaluation of Disclosure Controls and Procedur&ornerstone’s Chief Executive Officer and Cligfancial Officer have
evaluated the effectiveness of Cornerstone’s diseccontrols and procedures (as such term isatbfimRules 13a-14(c) and 15d-14(c)
under the Securities Exchange Act of 1934, as apte(ttie “Exchange Act”)) as of a date within 90 slayior to the filing date of this
quarterly report (the “Evaluation Date”). Basedsmeh evaluation, such officers have concluded #saof the Evaluation Date, Cornerstane
disclosure controls and procedures are effectivadrting them on a timely basis to material infation relating to Cornerstone (including its
consolidated subsidiaries) required to be includedornerstone’s periodic filings under the Exchadgt.

(b) Changes in Internal ContralsSince the Evaluation Date, there have not begrs@nificant changes in Cornerstone’s internal
controls or in other factors that could signifidgreffect such controls.
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PART Il — OTHER INFORMATION
Item 1. Legal Proceedings

There are various claims and lawsuits in whichBhak is periodically involved incidental to the B&nmbusiness. In the opinion of
Management, no material loss is expected from &sych pending claims or lawsuits.

Item 6. Exhibits and Reports on Form 8-K

() Exhibits

Exhibit Number Description
31 Certifications under Section 302 of the Sarb-Oxley Act of 200z
32 Certifications under Section 906 of the Sarb-Oxley Act of 200z
(b) Reports on Form 8-K

(1) Form 8-K filed on October 17, 2003, disclosing greslease related to third quarter earnings

(2) Form 8-K filed on July 22, 2003, disclosing presiease related to second quarter earnings

(3) Form 8-K filed on May 15, 2003, disclosing predgase related to announcement of New Chairman & CEO
(4) Form 8-K filed on April 16, 2003, disclosing prastease related to first quarter earnings
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SIGNATURES

In accordance with the requirements of the Exchaxmethe registrant caused this report to be sigmeits behalf by the undersigned,
thereunto duly authorized.

Cornerstone Bancshares, Inc

Date: November 14, 200 /sl Gregory B. Jone

Gregory B. Jone:
Chairman and Chief Executive Offic

Date: November 14, 200 /s/ Nathaniel F. Hughe

Nathaniel F. Hughe
President and Chief Financial Offic
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EXHIBIT INDEX

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

I, Gregory B. Jones, Chairman and Chief Executiffec€r, certify that:
1. | have reviewed this quarterly report on Form 10BQf5 Cornerstone Bancshares, Inc (the “Registrant”)
2. Based on my knowledge, this quarterly report da#santain any untrue statement of a materialdacimit to state a material fact

necessary to make the statements made, in theolighé circumstances under which such statemeeits made, not misleading with respect
to the period covered by this quarterly report;

3. Based on my knowledge, the financial statementofimer financial information included in this qgteaty report, fairly present in
all material respects the financial condition, ssaf operations and cash flows of the Registesntand for, the periods presented in this
quarterly report

4, The Registrans other certifying officers and | are responsildiedstablishing and maintaining disclosure contanld procedures (
defined in Exchange Act Rules 13a-14(c) and 15a))4¢r the Registrant and have:

€)) designed such disclosure controls and proceduressiore that material information relating to tregRtrant, including its
consolidated subsidiaries, is made known to ustbgre within those entities, particularly during theriod in which this quarterly report is
being prepared,;

(b) evaluated the effectiveness of the Registradisclosure controls and procedures as of a détéw@0 days prior to the filing date
this quarterly report (the “Evaluation Date”); and

(©) presented in this quarterly report our conclusiboud the effectiveness of the disclosure controts arocedures based on our
evaluation as of the Evaluation Date;

5. The Registrant’s other certifying officers and Vvealisclosed, based on our most recent evaludatdhe Registrant’s auditors and
the audit committee of Registrant’s board of divest(or persons performing the equivalent funciipns

(@) all significant deficiencies in the design or ogiema of internal controls which could adverselyeaff the Registrant’s ability to
record, process, summarize and report financia datl have identified for the Registrant’s auditorg material weaknesses in internal
controls; and

(b) any fraud, whether or not material, that involvesnaggement or other employees who have a significdain the Registrant’s
internal controls; and

6. The Registrant’s other certifying officers and /bandicated in this quarterly report whether theeze significant changes in
internal controls or in other factors that coulginsficantly affect internal controls subsequenttte date of our most recent evaluation,
including any corrective actions with regard tongfigant deficiencies and material weaknesses.

Date: November 14, 20(
/sl Gregory B. Jone
Gregory B. Jones
Chairman and Chief Executive Offic




CERTIFICATIONS
I, Nathaniel F. Hughes, President and Chief Firer@fficer, certify that:
1. | have reviewed this quarterly report on Form 10BQ% Cornerstone Bancshares, Inc;

2. Based on my knowledge, this quarterly report da#santain any untrue statement of a materialdacimit to state a material fact
necessary to make the statements made, in theolighé circumstances under which such statemeats made, not misleading with respect
to the period covered by this quarterly report;

3. Based on my knowledge, the financial statementsoéimer financial information included in this gteaty report, fairly present in
all material respects the financial condition, tesaf operations and cash flows of the Registeasntand for, the periods presented in this
quarterly report

4. The Registran$ other certifying officers and | are responsilaledstablishing and maintaining disclosure contamid procedures (
defined in Exchange Act Rules 13a-14(c) and 15a))4¢r the Registrant and have:

@) designed such disclosure controls and proceduressiore that material information relating to tregRtrant, including its
consolidated subsidiaries, is made known to usthgre within those entities, particularly during theriod in which this quarterly report is
being prepared,;

(b) evaluated the effectiveness of the Registeadgisclosure controls and procedures as of a d#t@v@0 days prior to the filing date
this quarterly report (the “Evaluation Date”); and

(c) presented in this quarterly report our conclusiboud the effectiveness of the disclosure controts grocedures based on our
evaluation as of the Evaluation Date;

5. The Registrant’s other certifying officers and \vealisclosed, based on our most recent evaludatdhe Registrant’s auditors and
the audit committee of Registrant’s board of dioest(or persons performing the equivalent funcipns

€)) all significant deficiencies in the design or ogiema of internal controls which could adverselyeaff the Registrant’s ability to
record, process, summarize and report financia datl have identified for the Registrant’s auditorg material weaknesses in internal
controls; and

(b) any fraud, whether or not material, that involvesnaggement or other employees who have a significdain the Registrant’s
internal controls; and

6. The Registrant’s other certifying officers and /bandicated in this quarterly report whether theeze significant changes in
internal controls or in other factors that coulgngiicantly affect internal controls subsequenttte date of our most recent evaluation,
including any corrective actions with regard tonsigant deficiencies and material weaknesses.

Date:  November 14, 2003 /s/ Nathaniel F. Hughe
Nathaniel F. Hughe
President and Chief Financial Offic
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