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FORWARD-LOOKING STATEMENTS

Cornerstone Bancshares, Inc. (“Cornerstomedy from time to time make written or oral statetseincluding statements contained in
report (including, without limitation, certain staents in “Managemerst’ Discussion and Analysis of Financial Conditiord desults ¢
Operations” in Item 7), that constitute forwdabking statements within the meaning of Sectiok 2f the Securities Exchange Act of 1'
(the “Exchange Act”). The words “expect,” “anticted’ “intend,” “consider,” “plan,” “believe,” “seek “should,” “estimate,”and simila
expressions are intended to identify such forwaaking statements, but other statements may cotestibrwardlooking statements. The
statements should be considered subject to variskss and uncertainties. Such forward-looking stegets are made based upon management
belief as well as assumptions made by, and infdomaturrently available to, management pursuariséde harbor’provisions of the Priva
Securities Litigation Reform Act of 1995. Cornerstés actual results may differ materially from tresults anticipated in forwaildoking
statements due to a variety of factors. Such fadtwlude, without limitation, those specificallgstribed in Iltem 1A of Part | of this Ann
Report on Form 1@, as well as the following: (i) our ability to ntinue as a going concern, (ii) the effect of ecéonent actions to which t
Bank is subject, (iii) the relatively greater citedsk of residential construction and land devebgnmt loans in our loan portfolio, (iv) t
possibility that our asset equality will continwedecline or that we will continue to experienceaider loan losses than anticipated, (v) incre
levels of other real estate, primarily as a restiforeclosures, (vi) the impact of our Series &férred Stock on net income available to hol
of our Common Stock and earnings per common slfeiig,our ability to obtain additional capital and,obtained, the possibly significe
dilution to current shareholders, (viii) the impa€tiquidity needs on our results of operationd éinancial condition, (ix) economic conditic
in the local markets where we operate, (x) the iwhpé continuing negative developments in the firiahindustry and U.S. and global caf
and credit markets, (xi) uncertainty that recemthacted legislation will stabilize the U.S. finaacsystem, (xii) the unpredictable impac
recently enacted legislation on our business,)(thié impact of federal and state regulations onoperations and financial performance, (
whether a significant deferred tax asset we hawvebeafully realized, (xv) competition from finantiastitutions and other financial serv
providers; (xvi) changes in interest rates, (xwiiy ability to retain the services of key person(weliii) the impact of Tennessee’s atdkeove
statutes and certain charter provisions on poteatiguisitions of the holding company, and (xix) aility to adapt to technological chan¢
Many of such factors are beyond Cornerstone’stgtidi control or predict, and readers are cautiamgtdo put undue reliance on such forward-
looking statements. Cornerstone does not intengbttate or reissue any forwalabking statements contained in this report assaltef nev
information or other circumstances that may beckrevn to Cornerstone.
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PART I
ITEM 1. BUSINESS
OVERVIEW

Cornerstone was incorporated on September 19, 1L888r the laws of the State of Tennessee. Cormerst a bank holding compe
registered under the Bank Holding Company Act db6l%s amended, and was formerly known as EasteRB#mcshares, Inc. It has i
wholly-owned subsidiary: Cornerstone Community Bami ennessee banking corporation (the “Banktjich resulted from the merger of 1
Bank of East Ridge and Cornerstone Community Bdfgctve October 15, 1997. The Bank owned and dpdra subsidiary, Eagle Financ
Inc. (Eagle), a finance and factoring company. Guénber 1, 2011, the Bank elected to transfer pleeations, assets and liabilities of E:
into the Bank. The transfer allowed the Bank to bora the operations of Eagle with the BakSset based lending department. As a rest
Bank formed Eagle Financial, a division of Cornenst Community Bank. The Bank maintains the exigtefcthis subsidiary in an inacti
status.

Cornerstone

The primary activity of Cornerstone currently iadas expected to remain for the foreseeable futhe ownership and operation of the Bi
As a bank holding company, Cornerstone intendsitdiate the Bank's ability to serve its custorheeguirements for financial services. -
holding company structure also provides flexibilfiyr expansion through the possible acquisitionotifer financial institutions and t
provision of additional banking-related serviceswall as certain nohanking services, which a traditional commerciallbanay not provid
under present laws.

While Cornerstone may seek in the future to acqadtditional banks or bank holding companies ormgage in other activities appropriate
bank holding companies under appropriate circunest®as permitted by law, Cornerstone currentlyroaglans, understandings or agreerr
concerning any other activities other than as desdrbelow. The results of operations and financiahdition of Cornerstone for t
foreseeable future, therefore, will be determingaharily by the results of operations and financiahdition of the Bank.

The Bank

The Bank is a Tennessebhartered commercial bank established in 1985 whashits principal executive offices in Chattanqof@nnesse
The principal business of the Bank consists ofaeting deposits from the general public and inwgstihose funds, together with fui
generated from operations and from principal andrést payments on loans, primarily in commeraahnk, commercial and residential
estate loans, consumer loans and residential andheocial construction loans. Funds not investetthénloan portfolio are invested by the B
primarily in obligations of the U.S. Government,SJ Government agencies, and various states andpbigical subdivisions. In addition
deposits, sources of funds for the Bankbans and other investments include amortizatind prepayment of loans, sales of loan
participations in loans, sales of its investmewusiéies and borrowings from other financial instibns. The principal sources of income for
Bank are interest and fees collected on loans,dekscted on deposit accounts and interest anidetias collected on other investments.
principal expenses of the Bank are interest paideposits, employee compensation and benefitgeoffkpenses and other overhead expenses

At December 31, 2011, the Bank had five f&girvice banking offices located in Hamilton Counfgnnessee and one loan production ¢
located in Dalton, Georgia.

Eagle Financial, a Division of Cornerstone CommugiBank

Eagle’s business concentrates on the purchase of acameeisable from small businesses and commercéal fdacement on a conduit ba
The principal sources of Eagéeincome are fees derived from the collection afoaots receivable and fees generated from the placteo
loans with conduit financial institutions. Eagigrincipal expenses are employee compensatiobemefits, office expenses and other over
expenses.




Employees

As of December 31, 2011, Cornerstone had 109%tifulk- equivalent employees. The employees are mpoesented by a collective bargair
unit. Cornerstone believes that its relationshithws employees is good.

Competition

All phases of the Bank’banking activities are highly competitive. ThenBacompetes actively with over 20 commercial bardswell a
finance companies, credit unions, and other firenostitutions located in its service area, whintludes Hamilton County, Tennessee.

The Banks deposits totaled approximately $314 million aPetember 31, 2011. The deposit base representsxapptely 4% of the depo
base in the Chattanooga, Tennessee Metropolitaisti®tal Area (MSA). Three major regional banks regent approximately 60% of 1
deposits in the Chattanooga, Tennessee MSA. Thegerlfinancial institutions have greater resousrgs higher lending limits than the Ba
and each of the three institutions has over 20dbras in the Chattanooga, Tennessee MSA. Therelsoesaveral credit unions locatec
Hamilton County, Tennessee. Credit unions are niojest to the same income tax structure as comaldyanks. This advantage enables ¢
unions to offer competitive rates to potential ousérs. The Bank also faces competition in certedéasof its business from mortgage ban
companies, consumer finance companies, insurano@ames, money market mutual funds and investmankihg firms, some of which &
not subject to the same degree of regulation aBaimd.

The Bank competes for deposits principally by offgrdepositors a variety of deposit programs witmpetitive interest rates, quality sen
and convenient locations and hours. The Bank faritseresources in seeking out and attracting simadiness relationships and tak
advantage of the Bark’ability to provide flexible service that meete teeds of this customer class. Management faslsndirket niche is tt
most promising business area for the future graxfitine Bank.

Supervision and Regulatio

Cornerstone is a bank holding company within theamrey of the Bank Holding Company Act of 1956, aseaded (the “Act”),and it
registered with and regulated by the Board of Goees of the Federal Reserve System (the “Federséie Board”)Cornerstone is requir
to file with the Federal Reserve Board annual repand such additional information as the FedeesledRve Board may require pursuant tc
Act. The Federal Reserve Board may also make exdioirs of Cornerstone and its subsidiary. Cornaesie also required to comply with
rules and regulations of the Securities and Exca&@wgmmission (the “Commission”) under federal sitiewsrlaws.

The Bank is a Tennessebartered commercial bank and is subject to thersigion and regulation of the Tennessee DepartmeRinancia
Institutions (the “TDFI”). In addition, the Bankteposit accounts are insured up to applicabledilmtthe Deposit Insurance Fund (the “DIF”
of the Federal Deposit Insurance Corporation (fRBIC”) and consequently, the Bank is also subject to atigul and supervision by t
FDIC. The Bank is not a member of the Federal Res8ystem.

Federal and state banking laws and regulationsrgostt areas of the operations of Cornerstone dwedBank, including reserves, loe
mortgages, capital, issuance of securities, paymiedividends and establishment of branches. Fédaxdhstate banking agencies also hav
general authority to limit the dividends paid bguned banks if such payments should be deemednttitge an unsafe or unsound ban
practice. In accordance with and as a result ofetkercise of this general authority, the Bank isrently prohibited from paying dividen
without prior regulatory approval. The TDFI, FDIG\ch Federal Reserve Board have the authority to smpmenalties, initiate civil a
administrative actions and take other steps inteénog@revent banks from engaging in unsafe or undquactices.

On April 2, 2010, the Bank entered into a Stipwlatio the Issuance of a Consent Order (the "Stijpm'g with the FDIC. Pursuant to t
Stipulation, the Bank has consented, without adimgjitor denying any charges of unsafe or unsoundibgmpractices or violations of law
regulations, to the issuance of a Consent Order"@rder") by the FDIC, also effective as of Afjl2010. On April 8, 2010, the Bank &
executed a written agreement (the "Agreement”) tiehTDFI.




The Order and the Agreement (collectively, the T@ctPlans”) contain substantially similar terms amd based on the findings of the FI
and TDFI during their joint examination of the Baommenced on October 8, 2009 (the "Examinaticas)disclosed in the Joint Repor
Examination (the "Report”). The Order and the Agrest represent agreements between the Bank, oanthéand, and the FDIC and
TDFI, respectively, on the other hand, as to adfathe Bank's operations that warrant improvemert present plans for making th:
improvements. The Action Plans impose no finesesrafties on the Bank.

Under the terms of each Action Plan, the Bank cadeolare or pay cash dividends without the pridtten consent of certain officials of 1
FDIC and the TDFI (the "Joint Officials"). In adidit, the Bank is restricted from extending addisiboredit to certain borrowers whe
existing credit has been classified as "loss," tidful' or "substandard" or has been charged offlibeks of the Bank and, in each cas
uncollected. The Action Plans further require, atying times following their respective effectivatds, the Bank (or its board of directors
appropriate) to (i) establish a committee compriskd majority of nhoremployee directors to oversee the Bank's compliavitethe Actior
Plans; (ii) prepare and implement a written capifah to increase the Bank's Tier | Capital andeaghand maintain specified capital rat
containing a contingency plan (including a plarsétl or merge the Bank) for implementation upontten notice from the Joint Officials
certain events; (iii) retain a bank consultantévelop a written management and staffing planrfgrlémentation by the Bank; (iv) develop
implement specified policies and/or procedures esking interest rate risk, appraisal weaknesses caedit underwriting and loi
administration deficiencies; (v) develop and impégrna written plan addressing liquidity and relateglasures and objectives; (vi) elimir
certain assets classified as "loss" by the FDI@herTDFI; (vii) formulate and implement certain teh plans, including an annual profit g
and budget, a comprehensive strategic plan, a tolaneduce certain impaired assets identified duthiy Examination, and a plan for
reduction and collection of delinquent loans; {viinplement a system of monitoring loan documeatagxceptions on an ongoing basis
implement procedures designed to reduce their dubacurrence; and (ix) eliminate and/or correctdbéciencies and technical exceptic
violations of law and regulation and contraventiohpolicy noted in the Report. The Agreement waiuidher require the Bank to develop .
implement a written plan for the continued admiaison of its IT risk management practices and st

The Bank is required to provide written progregsores to the Joint Officials on a quarterly basidilusuch time as the requirements of
Action Plans have been accomplished and the FDEré¢laased the Bank in writing from such obligatibhe Order and the Agreement 1
remain in effect until modified or terminated byetRDIC or the TDFI, respectively.

The Bank is in substantial compliance with the ®hthe Action Plans. The Bank has provided quigrtgritten progress reports to the Ji
Officials. The status of the Bank's compliance vtittd specific actions required by the Action Plendiscussed in further detail below.

The Bank's board of directors established a Cor@eter Compliance Committee (the "Committee") casga of a majority of noemploye:
directors to oversee the Bank's compliance withAttion Plans. The Committee's first meeting walsl fire May, 2010. The Committee has |
monthly since that time and intends to meet montiniyl the Bank's responsibilities and obligatiamgler the Action Plans have been fulfilled.

The Bank has prepared and is implementing a cagaal In furtherance of such capital plan, Corntwers commenced a public offering in Ju
2010 of Cornerstong’Series A Convertible Preferred Stock (the "PrefeiShares”). Pursuant to the offering, Cornersiengelling up t
600,000 Preferred Shares at a price of $25.00hzees

Cornerstone anticipates that the offering will Goné to be effective until June 30, 2012. To d&etnerstone has raised approximately
million.

The Bank engaged an outside consultant to perfomarsagement and staffing plan. The consultant siduits findings and recommendati
to the Bank's board of directors, the FDIC andTbé1. The Bank's board of directors submitted inagement plan to the Joint Official
April 2011. After discussing the management platihwhie Joint Officials the Bank began implementilsghew management plan. Highlight:
the management plan include a reorganization oBuek’s internal loan review and credit departmeifiitse Banks loan review departme
was assigned to the Baskiisk management department to achieve greatepémtlence. The Bank also assigned additional regplities tc
the Bank’s new Chief Credit Officer with respectttee credit department and the organizasonhderwriting process. Next, the hur
resources assigned to the Bankbllection department were reviewed. After théew, management concluded that additional perdonaee
needed to assist the Bank in collecting and resglproblem loans.




The Bank enhanced its liquidity policy to includidgional liquidity measurements and a reviseditlijy contingency funding plan. In additi
to the policy updates, the Bank engaged an outsidsultant to perform quarterly liquidity analy&is the Bank's Asset-ability Committee'
("ALCO") review. The Bank's board of directors hestablished liquidity goals and is monitors thesels on a quarterly basis. The Septet
30, 2011 report was received and reviewed durieg\tbvember 2011 ALCO meeting.

The Bank engaged an outside consultant to perfaranterly interest rate risk modeling for the BankISCO committee's review. The Ban
board of directors has established interest ratsithdty goals and is monitoring these levels onquarterly basis. The September 30, Z
report was received and reviewed during the Noverab&l ALCO meeting.

The Bank prepared budgets for its 2011 and 20t2lfigears and submitted the budgets to the FDICefaew.

The Bank prepared a strategic plan and submitted strategic plan to the FDIC for review. One o ffrimary components of the strate
plan was to reduce the Bank's average assets.&jotith quarter of 2011, the Bank had loweredhiterage assets to approximately
million compared to approximately $450 million asfourth quarter 2010. The primary decrease in agerassets was the reduction in E
securities. A banis average assets are included in the calculatidts ofgulatory capital ratios. The reduction ireege assets, along with
holding companys fourth quarter 2011 capital injection of $4.5lioil, allowed the Bank to achieve the regulatorpizd ratios as outlined
the Action Plans.

The Bank has prepared a reduction of delinqueragigen plan. The Bank has submitted this plan ¢éoJibint Officials. Important aspects of
delinquency action plan include a prohibition agtian extension of credit for the payment of irgei@n delinquent loans, a requiremer
establish specific collection procedures to beitintstd at various stages of a borrovgedelinquency and specific reporting requirem
informing members of management and the boardretttirs about existing past due levels.

In addition, the Bank has charged off all loanssiféed by the Joint Officials as "loss." The Bankintains a tracking report that it submit
the Joint Officials periodically. Finally, the Baekboard of directors has created a Loan Review r@ittee to review the asset qual
concentrations and problem credits within the Bafdan portfolio.

The Bank has addressed all violations and conttarenof policy and has either corrected or ishi@ process of correcting each such viole
or contravention.

The Bank has implemented a technical exceptiorkingcsystem in order to monitor technical exceptiom addition, the Bank has drafted
implemented new procedures aimed at reducing teahekceptions noted by regulators during theingrations of the Bank.

The Bank has not paid common stock dividends siheeinception of the Action Plans. Cornerstone aled a dividend of $0.625 per st
with respect to the Preferred Shares. The dividead paid on May 25, 2011 following the Federal Res@ank of Atlanta's (the “FRBA”
approval of the dividend on May 23, 2011. Cornerstbas declared a second dividend in the amou$0.625 per share with respect to
Preferred Shares. This dividend was also approyethd FRBA. The dividend has a record date of Ma&th2011 and a payment date
September 28, 2011. Cornerstone has declared cadhidend in the amount of $0.625 per share wébpect to the Preferred Shares.
dividend was also approved by the FRBA. The divitieetord date was September 30, 2011 and a paytatnof February 28, 2012.

The Bank is actively monitoring and is not awar@ny new extensions of credit to prohibited clasdiborrowers as of December 31, 2011.

Management and the Board have carefully considdgredmpact of the Action Plans on the Bankurrent and future operations. Areas
have received additional attention as a resulhefAction Plans include the BamsKiquidity position, overall balance sheet strueficapital an
earnings. The Bank has considered the impact disiejmterest rate restrictions that may impair Bank’s ability to raise local certificates
deposit. Management has placed an emphasis onasiege local deposits, reducing its noore liabilities and establishing a liquic
contingency plan to address potential problems. Béak's overall balance sheet structure has also beesidavad. The reduction in assets
impacted the Bank’s earning assets and therefer8#mk5s net interest income. To offset this reductionBlaek has reduced its cost of fu
as well as its noimterest expense over the last two years. Oneeoptimary impacts of the Order and the Agreemetitésneed for addition
capital. Cornerstone has incurred additional timd expense to generate its Preferred Stock offefihg Preferred Stock has an annua
percent return which will require additional eagsnfrom the Bank to meet the annual dividend regqoént. The Bank’ earnings have be
impacted negatively due to the recent regulatoitfcsm. One example of the negative impact on iegsis the increased FDIC insura
premiums have been incurred and will continue tatxn elevated level until the Bank’s overall dtind improves.




Noncompliance with the Action Plans could subjbet Bank to an array of penalties, ranging fromlehnoney penalties to a termination of
Bank's deposit insurance for more egregious vimtatiof applicable bank rules and regulations.

Cornerstone received a letter dated March 30, 2@ its primary banking regulator, the FRBA. Tledtér directs Cornerstone to obtain
FRBA's written approval before Cornerstone (i) irscany indebtedness; (ii) declares or pays anyddids; (iii) redeems any corporate st
or (iv) makes any other payment representing aatémtu in its capital, except for the payment of mal and routine operating expenses
noted above, Cornerstone has received FRBA's appfowdividends with respect to the Preferred 8hallhe letter notes that the conditio
the Bank has caused Cornerstone to be in "troubtedlition” under Regulation Y. As a result, noticethe FRBA is required befc
Cornerstone undertakes any changes in senior éxecnanagement or directorships, and approval ®RRBA (with the written concurren
of the FDIC) must be obtained before Cornerstoretgror enters into any agreement to provide aegofshrachute or severance paymen
date, Cornerstone is in compliance with the reequénets of the FRBA letter.

To date the most significant impact of the FRBAgtter relates to the payment of dividends onRteferred Shares. However, Cornerstont
been able to consistently raise additional cajpital the company generated positive earnings d2id. These two elements coupled witt
Bank’s stabilization of asset quality have, in Gastone’s estimation, led to the approval of thefétred Shares dividend payments.

FDIC Insurance of Deposit Accounts

Deposits of the Bank are insured by the FDIC tosximum of $250,000 for each insured depositor thhothe DIF. As an insurer, the FC
issues regulations, conducts examinations and ginaupervises the operations of its insured fastins (institutions insured by the FC
hereinafter are referred to as "insured institigipnAny insured institution which does not operateaccordance with or conform to FC
regulations, policies and directives, may be sanetil for noncompliance. For example, proceedings may be institagainst an insur
institution if the institution or any director, @fér or employee thereof engages in unsafe andumkspractices, is operating in an unsai
unsound condition, or has violated any applicable, Iregulation, rule, order or condition imposedtbg FDIC. If insurance of accounts
terminated by the FDIC, the deposits in the ingttuwill continue to be insured by the FDIC fopariod of two years following the date
termination. The FDIC recommends an annual audihtgpendent accountants and also periodically makeown examinations of the Ba
The FDIC may revalue assets of an institution, aggon appraisals and other analyses, and regsiablsshment of general or spec
reserves in amounts equal to the difference betwaeh reevaluation and the book value of the assets

On September 15, 1992, the FDIC approved final legiguns adopting a risk-related deposit insurancgtesn. The riskelated regulation
which became effective January 1, 1993, resultea significant spread between the highest and lbdegsosit insurance premiums. Under
risk-related insurance regulations, each insured depgsitstitution is assigned to one of three riskssifications: "well capitalizec
"adequately capitalized," or "under capitalized.lthdh each risk classification, there are threegsabps. Each insured depository institutic
assigned to one of these subgroups within its cia&sification based upon supervisory evaluatiadsrétted to the FDIC by the institutian’
primary federal regulatorThe FDIC may terminate its insurance of deposiis fihds that the institution has engaged in uasaid unsour
practices, is in an unsafe or unsound conditionaiatinue operations, or has violated any applicédble regulation, rule, order or condit
imposed by the FDIC.

Subsequent to the enactment of the Financial itistits Reform, Recovery and Enforcement Act of 1083RREA”), the FDIC issued risk-
based bank capital guidelines which went into éffestages through 1992. In accordance with th&CFxiskbased standards, an institutic
assets and otfalance sheet activities are categorized into éfieun risk categories, with either a 0%, 20%, 5@%100% amount of capital
be held against these assets. In addition, theetings divide capital instruments into Tier 1 (Qocapital and Tier 2 (supplementary) cap
The risk-based capital adequacy guidelines redhat(i) Tier 1 capital equal or exceed 4% of niggighted assets; (i) Tier 2 capital may
exceed 100% of Tier 1 capital, although certairr Piecapital elements are subject to additionalthtions; (iii) assets and offalance she
items must be weighted according to risk; and (g total capital to riskveighted assets ratio must be at least 8.0%. Thi'Bzurrer
leverage capital requirement requires banks rawgithe highest regulatory rating based upon theCFDtoutine examination process
maintain Tier 1 capital equal to 3.0% of the banidtal assets. The FDIC may determine that arredsimstitution needs to maintain a hig
capital level based on the institutisrparticular risk profile. The FDIC used this auttyounder the Action Plans as to the Bank. Speally,
the Action Plans require the Bank to maintain higtepital ratios. For a more detailed discussier, ‘Managemens’ Discussion and Analy:
of Financial Condition and Results of Operations’ltem 7 under the captidiConsent Order”. When determining an insured institution’
minimum capital level, the FDIC will consider wheththe financial history or condition; manageriesources; the future earnings prosp
significant risks from concentrations of credit montraditional activities; excessive interest regk exposure; or a significant volume
criticized assets poses a risk to the insuredtingtn’s capital adequacy.




Certain provisions of the Federal Reserve Act, mauoldicable to the Bank by Section 18(j) of the €radl Deposit Insurance Act (“FDIA”
(12 U.S.C. 81828(j)) and administered with respecthe Bank by the FDIC, establish standards fortémms of, limit the amount of, a
establish collateral requirements with respectny lmans or extensions of credit to, and investsaémt affiliates by the Bank as well as
armsiength criteria for such transactions and for éertaher transactions (including payment by the lBBfor services) between the Bank
its affiliates. In addition, related provisionstbe Federal Reserve Act and the Federal Reserwatems (also administered with respect tc
Bank by the FDIC) limit the amounts of, and estsibliequired procedures and credit standards withe to, loans and other extensior
credit to officers, directors and principal shailelecs of the Bank and to related interests of querisons.

The FDIC may impose sanctions on any insured baak does not operate in accordance with FDIC ré¢ignls, policies and directive
Proceedings may be instituted against any insuestk lor any director, officer or employee of the lbdhnat is believed by the FDIC to
engaged in unsafe or unsound practices, includia@tion of applicable laws and regulations. Thel€EOs also empowered to assess

penalties against companies or individuals whoat@kertain federal statutes, orders or regulatibnaddition, the FDIC has the authority
terminate insurance of accounts, after notice aratihg, upon a finding by the FDIC that the insuredditution is or has engaged in any un
or unsound practice that has not been correcteid, ioran unsafe or unsound condition to continperations or has violated any applic:
law, regulation, rule or order of, or condition ioged by, the FDIC. Neither Cornerstone nor the Bardws of any past or current pract
condition or violation that might lead to termiratiof its deposit insurance.

Although the Bank is not a member of the FederaldRes System, it is subject to Federal Reservedpagulations that require the Banl
maintain reserves against its transaction accojmisiarily checking accounts). Because reserve&mgdly must be maintained in cash o
noninterestearing accounts, the effect of the reserve remérds is to increase the Bank's cost of funds. Féderal Reserve Bo:
regulations currently require that average daiserees be maintained against transaction accouti®iamount of 3% of the aggregate of ¢
net transaction accounts up to $52.6 million, [dl0% of the total in excess of $52.6 million.

State of Tennessee Supervision and Regula

As a commercial bank chartered and regulated bybel, the Bank is subject to various state laws gggulations which limit the amount t
can be loaned to a single borrower and the borfewefated interests, the types of permissible iimrests, and geographic and new pro
expansion, among other things. The Bank must suamapplication to, and receive the approval of, TIDFI before opening a new brau
office or merging with another financial instituioThe Commissioner of the TDFI has the authodtgmforce state laws and regulation:
ordering a director, officer or employee of the Bam cease and desist from violating a law or ratjoh or from engaging in unsafe or unsc
banking practices.

Tennessee law contains limitations on the intergsts that may be charged on various types of laadgestrictions on the nature and am
of loans that may be granted and on the type adstraents which may be made. The operations of bamkalso affected by various consu
laws and regulations, including those relating qoia credit opportunity and regulation of consuneerding practices. All Tennessee ba
including the Bank, must become and remain insureter the FDIA.

State banks are subject to regulation by the TDEl vegard to capital requirements and the payroédividends. Tennessee has adopte:
provisions of the Federal Reserve Board’'s Reguia@owith respect to restrictions on loans and othéensions of credit to bank “insiders”
Further, under Tennessee law, state banks arebiterthfrom lending to any one person, firm or cagiimn amounts more than fifteen perc
(15%) of the banls equity capital accounts, except (i) in the cakeestain loans secured by negotiable title docusy@overing readil
marketable nonperishable staples, or (i) withghier approval of the ban&’board of directors or finance committee (howeitlerd), the ban
may make a loan to any person, firm or corporatibap to twentyfive percent (25%) of its equity capital accourfisnnessee law requires 1
dividends be paid only from retained earnings fotivided profits) except that dividends may be deddn capital surplus with the prior writt
consent of the TDFI. Tennessee laws regulating aekuire certain charges against and transfera fin institution$ undivided profit
account before undivided profits can be made aviailtor the payment of dividends.




Federal Supervision and Regulation

Cornerstone is regularly examined by the FederaeRe Board, and the Bank is supervised and exanlipéhe FDIC. Cornerstone is requi
to file with the Federal Reserve Board annual respand other information regarding its businessatmns and the business operations o
Bank. Approval of the Federal Reserve Board is iredubefore Cornerstone may acquire, directly alirgctly, ownership or control of t
voting shares of any bank, if, after such acquisitiCornerstone would own or control, directly mdirectly, more than 5% of the voting st
of the bank. In addition, pursuant to the provisiaf the Act and the regulations promulgated theden, Cornerstone may only engage ir
own or control companies that engage in, activiiesmed by the Federal Reserve Board to be solledated to banking as to be a prc
incident thereto.

The Bank and Cornerstone are “affiliategithin the meaning of the Act. Certain provisiorfighee Act establish standards for the terms ofijt
the amount of, and establish collateral requires &rith respect to, any loans or extensions of trediand investments in, affiliates by
Bank, as well as set arntesagth criteria for such transactions and for dertaher transactions (including payment by the IBfor service
under any contract) between the Bank and its afii. In addition, related provisions of the Acd éme regulations promulgated under the
limit the amounts of, and establish required proces and credit standards with respect to, loadsaodimer extensions of credit to office
directors, and principal shareholders of the B&utnerstone and any other subsidiary of Cornerstamme to related interests of such persons.

In addition to the banking regulations imposed anr@rstone, the offer and sale of securities on€mtone, as well as the securities o
Bank, is subject to compliance with applicable fatland state securities laws. Accordingly, anyhsoifering must be registered under bott
Securities Act of 1933 (the “Securities Act”) anblicable state securities laws or qualify for epgions from such requirements.

Under Section 106(b) of the 1970 Amendments toAtie(12 U.S.C. § 1972), the Bank is prohibited frextending credit, selling or leas
property or furnishing any service to any customeithe condition or requirement that the custonjesktain any additional property, serv
or credit from Cornerstone, the Bank (other thdoaam, discount, deposit, or trust service) or athepsubsidiary of Cornerstone; (ii) refr
from obtaining any property, credit or service framy competitor of Cornerstone, the Bank or anysilibry of Cornerstone; or (iii) provi
any credit, property or service to Cornerstone,Baek (other than those related to and usually iges/in connection with a loan, discot
deposit or trust service) or any subsidiary of @ostone.

Most bank holding companies are required to give Federal Reserve Board prior written notice of aoychase or redemption of tt
outstanding equity securities if the gross consitien for the purchase or redemption, when combinid the net consideration paid for
such purchases or redemptions during the precddingonths, is equal to 10% or more of the bankihgldompany's consolidated net wa
The Federal Reserve Board may disapprove suchcogsg or redemption if it determines that the psapoonstitutes an unsafe or unsc
practice that would violate any law, regulationd&el Reserve Board order or directive or any diomdiimposed by, or written agreem
with, the Federal Reserve Board. The prior noteguirement does not apply to certain "wedpitalized" bank holding companies that r
specified criteria.

In November 1985, the Federal Reserve Board addtsteolicy Statement on Cash Dividends Not Fullywv€ed by Earnings. The Pol
Statement sets forth various guidelines that thdefe@ Reserve Board believes that a bank holdimypamy should follow in establishing
dividend policy. In general, the Federal ReservarBostated that bank holding companies should agtdividends except out of curr
earnings and unless the prospective rate of eamitgntion by the holding company appears comgistith its capital needs, asset quality
overall financial condition.
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Legislation Affecting Cornerstone and the Bar

The following information describes certain statyt@and regulatory provisions affecting Cornerst@mal the Bank and is qualified in
entirety by reference to such statutory and regufgrovisions.

FIRREA and FDICIA

Far-reaching legislation, including FIRREA and thederal Deposit Insurance Corporation Improvemertt & 1991 (“FDICIA”) have fo
years impacted the business of banking. FIRREA amilgn affected the regulation of savings institaorather than the regulation
commercial banks and bank holding companies likeBtank and Cornerstone, but did include provisaffiscting deposit insurance premiu
acquisitions of thrifts by banks and bank holdingmpanies, liability of commonly controlled deposytoinstitutions, receivership a
conservatorship rights and procedures and subaligriticreased penalties for violations of bankatgtutes, regulations and orders.

FDICIA resulted in extensive changes to the fedbaalking laws. The primary purpose of FDICIA wasatghorize additional borrowings
the FDIC in order to assist in the resolution dfefh and failing financial institutions. Howevehet law also instituted certain changes tc
supervisory process and contained various prowssadfecting the operations of banks and bank hgldompanies.

The additional supervisory powers and regulatiorenagated by FDICIA, include a "prompt correctivei@tt program based upon fi
regulatory zones for banks, in which all banks @ezed largely based on their capital positiongyuRators are permitted to take increasil
harsh action as a bank's financial condition deslirRegulators are also empowered to place invership or require the sale of a ban
another depository institution when a bank's cafetaerage ratio reaches two percent. Better chpét institutions are generally subject to
onerous regulation and supervision than banks lggser amounts of capital. The FDIC has adoptedlatgns implementing the pron
corrective action provisions of the FDICIA, whickape financial institutions in the following fiveategories based upon capitalization ra
(1) a "well capitalized" institution has a totadkibased capital ratio of at least 10%, a Tiesk-pased ratio of at least 6% and a leverage
of at least 5%; (2) an "adequately capitalizedtiinBon has a total risk-based ratio of at lee4t, & Tier 1 riskbased ratio of at least 4% ar
leverage ratio of at least 4%; (3) an "undercajgital’ institution has a total risk-based capitaioraf under 8%, a Tier 1 riskased capital rat
of under 4% or a leverage ratio of under 4%; (43ignificantly undercapitalized" institution hagatal riskbased capital ratio of under 6%
Tier 1 riskbased ratio of under 3% or a leverage ratio of udé&; and (5) a "critically undercapitalized" ingtion has a leverage ratio of .
or less. Institutions in any of the three underdizied categories would be prohibited from ded@rdividends or making capital distributic
The proposed regulations also establish procedare&glowngrading” an institution to a lower capitdtegory based on supervisory fac
other than capital. Various other sections of tH2(HA impose substantial audit and reporting regqoients and increase the role
independent accountants and outside directorgoBbtbelow is a list containing certain signifitgrovisions of the FDICIA:

annual on-site examinations by regulators (exaapsialler, welleapitalized banks with high management ratingsctvimust b
examined every 18 month:

mandated annual independent audits by independssicaccountants and an independent audit comendteoutside directo
for institutions with more than $500,000,000 ineds:

new uniform disclosure requirements for interestsand terms of deposit accoul

a requirement that the FDIC establish a-based deposit insurance assessment sy

authorization for the FDIC to impose one or morecs@ assessments on its insured banks to redapitake Bank Insurance Fu
(now called the Deposit Insurance Fur

a requirement that each institution submit to iinpary regulators an annual report on its financahdition and manageme
which report will be available to the publ

a ban on the acceptance of brokered deposits ekgepell capitalized institutions and by adequatedpitalized institutions wi
the permission of the FDIC and the regulation eftthokered deposit market by the FD

restrictions on the activities engaged in by skateks and their subsidiaries as principal, inclgdimssurance underwriting, to 1
same activities permissible for national banks tair subsidiaries unless the state bank is welitazed and a determinatior
made by the FDIC that the activities do not pos@aificant risk to the insurance fur

8§ a review by each regulatory agency of accountingciples applicable to reports or statements reguio be filed with feder
banking agencies and a mandate to devise unifogoireements for all such filing:

wn wn wn w wn W wn wn
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§ the institution by each regulatory agency of noitehgafety and soundness standards for eachutigtitit regulates which cov
(1) internal controls, (2) loan documentation, ¢&dit underwriting, (4) interest rate exposurg,g&set growth, (6) compensati
fees and benefits paid to employees, officers amttrs, (7) operational and managerial standanid,(8) asset quality, earnil
and stock valuation standards for preserving amim ratio of market value to book value for pulylitiaded shares (if feasible
uniform regulations regarding real estate lendany

a review by each regulatory agency of the-based capital rules to ensure they take into a¢cadequate interest rate ri
concentration of credit risk, and the risks of -traditional activities

w wn

GrammLeachBliley Act

The activities permissible to Cornerstone and thaelBwere substantially expanded by the Gramm-L&Hibdy Act (the “Gramm Act”).The
Gramm Act repeals the anti-affiliation provisionfstioe GlassSteagall Act to permit the common ownership of carsial banks, investme
banks and insurance companies. The Gramm Act ardehdeAct to permit a financial holding companyettgage in any activity and acqt
and retain any company that the Federal ReservedBietermines to be (i) financial in nature or desital to such financial activity, or |
complementary to a financial activity and that doe$ pose a substantial risk to the safety and dioess of depository institutions or
financial system generally. The Gramm Act also rfieslicurrent law relating to financial privacy andmmunity reinvestment. The n
financial privacy provisions generally prohibit dincial institutions, including the Bank and Cormeng, from disclosing nonpublic persc
financial information to third parties unless custrs have the opportunity to “opt out” of the distlre.

Temporary Liquidity Guarantee Program

On November 21, 2008, the Board of Directors of HiiC adopted a final rule relating to the Tempgraiquidity Guarantee Progre
(“TLGP”). The TLGP was announced by the FDIC on October @d82preceded by the determination of systemichisthe U.S. Treasury,
an initiative to counter the system-wide crisishia nation’s financial sector. Under the TLGP, B C will (i) guarantee, through the earlie
maturity or June 30, 2012, certain newly issuedossamsecured debt issued by participating indtihg and (ii) provide unlimited FDIC depc
insurance coverage for noninterest bearing traigadeposit accounts, Negotiable Order of Withddasecounts (commonly known as NC
accounts) paying less than 0.5% interest per arsmahinterest on Lawyers Trust Accounts (commonigvkm as IOLTA) held at participatil
FDIC-insured institutions. Such unlimited insuraraeerage expired and was not extended under tliel-Bank Act (defined below). Tl
$250,000 deposit insurance coverage limit was adeddo return to $100,000 on January 1, 2010 wag extended by congressional ac
until December 31, 2012 and the NOW and IOLTA aatsware subject to such $250,000 insurance covéirage Coverage under the TL(
was available for the first 30 days without charglee fee assessment for coverage of senior ungkdefs ranges from 50 basis points to
basis points per annum, depending on the initiglinty of the debt. The fee assessment for defositrance coverage is 10 basis point:
quarter on amounts in covered accounts exceedif,$20. The Bank elected to participate in themitéd deposit insurance coverage
noninterest bearing transaction deposit accountsjdéclined to participate in the senior unsecuelat guarantee coverage.

The DoddFrank Act

On July 21, 2010, President Obama signed into feaDtodd-Frank Wall Street Reform and Consumer Btiote Act of 2010 (the “Doddrrank
Act”). The impact of the Doddérank Act on the financial services industry widl broad, with enhanced regulatory oversight andptiamce
including, among other things, (i) enhanced resmuauthority of troubled and failing banks andith®lding companies; (ii) increased car.
and liquidity requirements; (iii) increased reguolgt examination fees; (iv) changes to assessmeritg tpaid to the FDIC for federal dep
insurance; and (v) numerous other provisions desiga improve supervision and oversight of, andrgjthening safety and soundness for
financial services sector. In addition, the Ddetdnk Act established a new framework for systemisic and oversight in the industry which
resulted and will continue to result in sweepingradres in the regulation of financial institutiomsed at strengthening safety and soundne:
the financial services sector. A summary of cerfaovisions of the Dodd-Frank Act is set forth velo

« Increased Capital Standards and Enhanced Superv. The federal banking agencies are required tdksttaminimum leverage a
risk-based capital requirements for banks and bank tpldompanies. These new standards will be no lefager current regulato
capital and leverage standards applicable to idsdepository institutions and may, in fact, be leiglvhen established by the agen:
The DoddFrank Act also increases regulatory oversight, sigien and examination of banks, bank holding canips and the
respective subsidiaries by the appropriate regrnjatgency
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« Federal Deposit Insuranc. The Dod-Frank Act makes permanent the $250,000 deposiranse limit for insured deposits ¢
provides unlimited federal deposit insurance on-imperest bearing transaction accounts at all irsutepository institutions un
December 31, 2012. The Dodidank Act also changes the assessment base faafetposit insurance from the amount of ins
deposits to consolidated assets less tangibleyealiininates the ceiling on the size of the DIk amcreases the floor of the size of
DIF.

« The Consumer Financial Protection Bured'Bureal”) . The Dod«-Frank Act centralizes responsibility for consumerahcia
protection by creating a new agency, the Bureaspamsible for implementing, examining and, for &rfjnancial institution:
enforcing compliance with federal consumer finahtdavs. The Bureau will have broad rulemaking, supery and enforceme
authority over consumer financial products and ises; including deposit products, residential mages, homequity loans ar
credit cards, and contains provisions on mortatge@ maters such as, steering incentives, detatioirs as to a borrowarability tc
repay and prepayment penalties. On July 21, 20&1DthddFrank Act transferred the responsibility for impkemation of a wid
variety of existing consumer protection rules aadulations to the Bureau. In addition, the Ddéddnk Act tasks the Bureau w
implementation of many new consumer protectiondtiites required by that law. While the exact impafcthese future changes
unknown, the Bank expects that it will incur adulithl expense related to the implementation of tlokes. Another provision of tl
Dodd+rank Act, commonly known as the Durbin Amendmémtcame effective October 1, 2011. The Durbin Amesmnimits
interchange fees payable on debit card transacfmméinancial institutions with less than $10 lwh in assets. While the Durt
Amendment does not directly apply to the Bank, cetitipe market forces related to the reduction nsed by the Durb
Amendment may result in a decrease in revenue fnbenchange fees for smaller financial institutioBecause the Bank has ur
$10 billion in total assets, however, the FDIC wtill continue to examine it at the federal lefa compliance with such law

» Interest on Demand Deposit Accoul.. The Dod-Frank Act repeals the prohibition on the paymeninsérest on demand depc
accounts effective one year after the date of emaat, thereby permitting depository institutiongptay interest on business checl
and other account

» Mortgage Reforn. The Dod«-Frank Act provides for mortgage reform addressiraystome’s ability to repay, restricts varial-rate
lending by requiring the ability to repay to beetetined for variable rate loans by using the maximmate that will apply during tl
first five years of a variable-rate loan term, andkes more loans subject to requirement for higlst-loans, new disclosures .
certain other restriction:

We expect that many of the requirements calledifothe DoddFrank Act will be implemented over time, and most Wwe subject t
implementing regulations over the course of sevgealrs. Given the uncertainty associated with tle@mer in which the provisions of 1
Dodd+rank Act will be implemented by the various regoitg agencies and through regulations, the fulkekbf the impact such requireme
will have on financial institutions’ operations umclear. The changes resulting from the Déddnk Act may impact the profitability of ¢
business activities, require changes to certaiowfbusiness practices, impose upon us more stringgpital, liquidity and leverage ra
requirements or otherwise adversely affect ourrmss. These changes may also require us to iniggsticant management attention
resources to evaluate and make necessary changeteinto comply with new statutory and regulat@guirements.

Future Legislation

Legislation is regularly introduced in both the téadi States Congress and the Tennessee General gsbat contains wideanging proposa
for altering the structures, regulations and coiitipetrelationships of the natios'financial institutions. Such legislation may cgarbankin
statutes and the operating environment of Corneestémd/or the Bank in substantial and unpredictafalgs and could increase or decreas
cost of doing business, limit or expand permiss#évities or affect the competitive balance, defieg upon whether any of this poter
legislation will be enacted and, if enacted, thfectfthat it or any implementing regulations woblalve on the financial condition or result:
operations of Cornerstone and/or the Bank.
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ITEM 1A. RISK FACTORS

Investing in our common stock involves varioussrigkich are particular to Cornerstone, its industyd its market area. Several risk fac!
regarding investing in our securities are discusbetbw. This listing should not be considered &sradlusive. If any of the following risks w
to occur, we may not be able to conduct our busigascurrently planned and our financial conditionoperating results could be negativ
impacted. These matters could cause the tradingepf our securities to decline in future periods.

There could in the future be doubt as to our abjlito continue as a going concern.

As of December 31, 2011, Cornerstone had one loamently being serviced by Midland Loan Services the FDIC, which totale
approximately $3 million. The loan contains certammpliance covenants which include stated minimammaximum target amounts

Cornerstone’s capital levels, the Baskapital levels, nonperforming asset levels aB&ek and the ability of Cornerstone to meet thpiirec
debt service coverage ratio, which is computedhenfour most recent consecutive fiscal quarterse @uthe level of nonperforming asset
the Bank and not currently meeting the requiredt delbvice coverage ratio, Cornerstone was not inpliance with these two covenant:
December 31, 2011. However, Cornerstone had prsljicbtained waivers through December 31, 2011.irguMarch 2012, Cornersto
obtained from the FDIC a waiver of the covenant plimmce requirements through December 31, 2012itgdathat all payments are mad
accordance with the aforementioned repayment séhetiowever, if we are unable to comply with sudvenants or obtain an additio
waiver from the lender for violations that occuteafDecember 31, 2012, if any, the lender may dedlae loan in default and take posses
of the Banks common stock. If this event were to occur, osetsand operations would be substantially redacedtherefore our ability
continue as a going concern would be in substagtiabt.

The Bank is subject to enforcement actions that tdnave a material negative effect on our businesperations, financial conditior
results of operations and the value of our Serieffeferred Stock and Common Stock.

The Bank entered into a consent order with the FBHCApril 2, 2010 and a written agreement with TigFl on April 8, 2010, which w
collectively refer to in this prospectus as theidwetPlans. The Action Plans are substantially siméind relate to areas of the Banmkperatior
identified as warranting improvement through a f@ramination of the Bank by the FDIC and the TB&inmenced on October 8, 2009.
Action Plans, among other things, prohibit the Bénakn declaring or paying cash dividends withow thritten consent of certain officials
the FDIC and the TDFI. The Action Plans furthertniesthe Bank from extending additional creditdertain borrowers whose existing cr
has been classified as “loss,” “doubtful” or “subyetard”or has been charged off the books of the Bank imndach case, is uncollected
addition, the Action Plans require the Bank witBhdays after their respective effective datesépare and implement a written capital pla
(i) increase its Tier 1 capital to no less than &the Banks average total assets; and (ii) achieve and niajrafter establishing a reasone
allowance for loan and lease losses, (a) its Tiewvérage capital ratio at not less than 8% ofBhak’s average total assets; (b) its Tier 1 risk-
based capital ratio at not less than 10% of thekBatotal risk-weighted assets; and (c) its totsk4based capital ratio at not less than 12¢
the Bank’s total riskweighted assets. Other requirements under the A&ians primarily relate to the development andlémgntation ¢
written plans, policies and procedures, includirithwespect to management and staffing, interdstniak, appraisal weakness, liquidity, cr
underwriting and loan administration, annual prpfan and budget, and reduction and collectionatihduent loans. For a detailed discus
of the requirements of the Action Plans, see “BessnOverview-Supervision and Regulatiofitfe Action Plans will remain in effect ur
modified or terminated by the FDIC or the TDFI,ths case may be. Generally, enforcement actiorts asithe Action Plans can be lifted ¢
after subsequent examinations substantiate comgaetection of the underlying issues. The Banletguired to provide written progress rep
to the regulatory officials on a quarterly basisillsuch time as the requirements of the ActiomBlhave been accomplished and the Ban
been released in writing from such obligation. Bbeg we have fully and timely complied with the wggments of the Action Plans. While
intend to take such further actions as may be isacgdo comply with the requirements of the ActRlans, we may be unable to comply f
with future deadlines or other terms of the ActRlans. Failure to adhere to the requirements ofAtteon Plans could result in more se\
restrictions and civil monetary penalties. Shoukdfail to maintain the capital ratios specifiedlie Action Plans, the FDIC and the TDFI r
require the Bank to implement a contingency plaat ttould include the requirement to sell or merge Bank. If we suffer continu
deterioration in our financial condition, the Bamlay be subject to being placed into a federal awasarship or receivership, in which case
probably would suffer a complete loss of the vadfi@ur ownership interest in the Bank and we subertly may be exposed to signific
claims by the FDIC and the TDFI. The terms of theién Plans could also have a material adverseteffe our business, operations, finar
condition, results of operations and the valuewf®eries A Preferred Stock and Common Stock.
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Our loan portfolio includes residential constructivand land development loans, which have a greatezdit risk than residential mortgag
loans.

We engage in residential construction and land Idgweent loans to developers. This type of lendimgénerally considered to have n
complex credit risks than traditional singéemily residential lending because the principat@centrated in a limited number of loans !
repayment dependent on the successful operatidimeafelated real estate project. Consequentlyetheens are more sensitive to the cul
adverse conditions in the real estate market aadyéimeral economy. These loans are generally testcable and more difficult to evalu
and monitor and collateral may be difficult to disp of in a market decline. Furthermore, duringeasky general economic conditions, suc
are now being experienced in residential real estahstruction nationwide, borrowers involved ie tiesidential real estate construction
development business may suffer above normal finhstrain. As the residential real estate develepimand construction market in
markets has deteriorated, our borrowers in thisneeg) have begun to experience difficulty repaytmgjrtobligations to us. If additional charge-
offs or foreclosures relating to these loans amessary in the future, our results of operationsld/de negatively impacted. Additionally,
the extent repayment is dependent upon the salewafy constructed homes or lots, such sales agtylilo be at lower prices or at a slower
than was expected when the loan was made, whichregyt in such loans being placed on macrual status and subject to higher
estimates even if the borrower keeps interest patgneurrent. These adverse economic and real astateet conditions may lead to furt
increases in non-performing loans and other rewt@swned, increased charge-offs from the disposibf nonperforming assets, a
increases in provision for loan losses, all of whicould negatively impact our financial conditiomdaresults of operations.

If our asset quality continues to decline or we domue to experience greater loan losses than angatied, our earnings and overall financi
condition will be adversely affected even further.

Our assets are primarily comprised of loans. Thle of credit losses on loans varies with, amongithings, general economic conditions,
type of loan being made, the creditworthiness efltbrrower over the term of the loan and, in theecaf a collateralized loan, the value
marketability of the collateral for the loan. Whitae risk of nonpayment of loans is inherent in Kiag, we have experienced hig
nonpayment levels than anticipated, which has hsigrdficant adverse effect on our earnings andallvénancial condition. Although we ha
taken actions to prevent further decline, includiihg creation of a special asset committee to devehd review action plans for minimiz
loan losses and the dedication of resources tatassihe collection and recovery process, therelmno assurance that the outcome of
actions will be successful. As required under grens of the Action Plans to which the Bank is sahjthe Bank has established a loan re
committee comprised of a majority of non-employéeators to periodically review the Barskloan portfolio and identify and catego!
problem credits. To minimize the likelihood of ebstandard loan portfolio, we assess the credithiress of customers and perform collal
valuations. Management also maintains an allowémickvan losses based upon, among other thing&ridal experience and an evaluatiol
economic conditions and regular reviews of delimpies and loan portfolio quality. Based upon suattdrs, management makes var
assumptions and judgments about the ultimate d¢abdity of the loan portfolio and provides an allance for loan losses based upc
percentage of the outstanding balances and takbsrge against earnings with respect to specificdowhen their ultimate collectability
considered questionable. If managemem@ssumptions and judgments prove to be incorretttze allowance for loan losses is inadeque
absorb losses, or if regulatory authorities requsdo increase our allowance for loan losses partaof their examination process, additic
provision expense would be incurred and our eamiugd capital could be significantly and adverssfgcted. Moreover, additions to -
allowance may be necessary based on changes imre@mnd real estate market conditions, new infeignaregarding existing loar
identification of additional problem loans and atHiactors, both within and outside of managengrbntrol. These additions may req
increased provision expense which would negatiirajyact our results of operations.

We have increased levels of other real estate, prity as a result of foreclosures.
As we have begun to resolve npearforming real estate loans, we have increasedetted of foreclosed properties, primarily thosejaicec
from builders and from residential land developdisreclosed real estate expense consists of tlypees tof charges: maintenance c¢

valuation adjustments due to new appraisal valandsgains or losses on disposition. As levels oéptkal estate increase and also as loce
estate values decline, these charges will liketyease, negatively affecting our results of opereti
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Our Series A Convertible Preferred Stock will redeiaet income available to holders of our Common &@nd earnings per common sha

The cash dividends paid or accumulated on our Séri€onvertible Preferred Stock, and any futureitehptock we may issue which is sel
to our Common Stock, will reduce any net incomeilalpée to holders of Common Stock and our earnipgiscommon share. The prefel
stock will also receive preferential treatmenthie event of liquidation, dissolution or winding apour Company. To date, we have rece
regulatory approval first and have made five dimdgayments on the Series A Convertible PrefertedkS However, because of the neec
regulatory approval to pay future dividends on Beries A Convertible Preferred Stock dividends doatcumulate and become g
substantial. The higher these accumulated divideth@shigher the preference payable in the evetitofdation, dissolution or winding up
our Company and the less likely the holders of@ammon Stock will be to realize any proceeds irhsement.

We may require additional capital which may not bble to be obtained or, if obtained, may cause #igant dilution to current
shareholders

We may require capital from sources other thaniegsngeneration. Such other sources may includeffeming of equitybased securitie
which could significantly dilute your investmenttine event of conversion. In November 2009, the@Dbwngraded the Bark’status to ¢
“adequately capitalizedhstitution, which, among other things, restritte tnterest rates payable by the Bank for time digpdNe may need
pursue additional sources of capital, which mayuide additional equity investments, additional dffgs of equitybased securities, borrow
funds or any combination of these sources. Ouitalbd access these alternative capital sourceshedimited due to the regulatory restricti
currently placed on us and the Bank or the comtlitibthe capital markets. Therefore, we may ha¥kcdity rebuilding the Banlks capita
reserves and we may provide new investors in thedicertain rights, preferences and privilegesosdn our current shareholders which r
adversely impact our current shareholders.

Liquidity needs could adversely affect our resultsoperations and financial condition

We rely on dividends from the Bank as our primaourse of funds. However, in November 2009, follogvithe conclusion of a joi
examination of the Bank by the FDIC and the TDR& EDIC placed restrictions on the Baskbility to pay cash dividends, requiring that
Bank first obtain a nowbjection from the FDIC. This restriction was sujpsently extended in April 2010 pursuant to the éwtiPlans
Furthermore, the majority of the Baskfunds are comprised of customer deposits andrk@ayments. While scheduled loan repayments
relatively stable source of funds, they are suliiethe ability of borrowers to repay the loanse Tapayment of loans can be adversely afft
by a number of factors, including changes in ecanamnditions, adverse trends or events affectumgjriess industry groups, reductions in
estate values or markets, business closings ooffayinclement weather, natural disasters andriatéonal instability. Additionally, depo:
levels may be affected by a number of factorsuidiclg rates paid by competitors, general interatgt levels, returns available to customet
alternative investments and general economic ciamgit Accordingly, we currently are, and may frame to time in the future be, requirec
rely on secondary sources of liquidity to meet didwal demands or otherwise fund operations. Adtva sources include advances fromr
Federal Home Loan Bank and federal funds lineseditfrom correspondent banks. While we beliea these sources are currently adeq
there can be no assurance they will be sufficienneet future liquidity demands. We may be requicedlow or discontinue loan grow
capital expenditures or other investments or ligtédassets if these alternative sources are nquatke

Our success depends significantly upon economicditions in the local markets where we operate.

Substantially all of our loan and deposit customiees, work and bank in the Chattanooga, Tenne848A. As a result, our success depe
upon a sound local economy to provide opportunfilesiew business ventures, increased loan demathdhe need for deposit services.
profitability is impacted by these local factorswasll as general economic conditions and interatdst For example, our earnings ma
negatively impacted by increases in unemploymetgsrar reductions in population, income levels, ad#gs and housing starts. 1
Chattanooga, Tennessee MSA has experienced an remomiownturn characterized by falling home pricésing foreclosures, reduc
economic activity, increased unemployment and amemsed level of commercial and consumer delingaendhese adverse econo
conditions have inhibited our growth and diminishbé ability of some of our customers to serviceirthoan obligations. If econon
conditions in our local markets do not improve etadiorate further, we could experience any offdi®wing consequences, each of wt
could further adversely affect our business:
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» demand for our products and services could dec

« loan delinquencies may continue to increase; and
« nonperforming assets and foreclosures may contmuerease

A prolonged economic downturn could also negativietpact collateral values or cash flows of borragvibusinesses, and as a result
primary source of repayment could be insufficiemtservice the debt. In addition, adverse conseaqsete us in the event of a prolon
economic downturn in our local markets could be poumded by the fact that many of our commercial readl estate loans are secured by
estate located in those market areas. Significaclirte in real estate values in these market aveatd mean that the collateral for many of
loans would provide less security. As a resultweelld be more likely to suffer losses on defaulteghs because our ability to fully recovel
defaulted loans by selling the real estate colddteould be diminished. Adverse economic conditioneur local markets, including sustail
periods of increased payment delinquencies, fosecés or losses in the State of Tennessee or dte &tGeorgia, could impair our ability
collect loans and could otherwise have a negaffeeteon our assets, revenues, results of opemtod financial condition.

Continuing negative developments in the financiadrsices industry and U.S. and global capital andedit markets may lead to additior
regulation and further deterioration of our resultef operations and financial condition.

Negative developments in the capital and creditketar beginning in 2008 and continuing throughdt®, have resulted in uncertainty in
financial markets. Financial institutions acrose thnited States, including the Bank, have expeddndeteriorating asset quality. L¢
portfolios include impaired loans to businesseaggiling to stay in operation or achieve adequath dlow. Further a decline in collate
values supporting these loans have also impaceedlitlity of a business or consumer to obtain laamscreased financial institutions losse
the event of foreclosure and liquidation. At thensaime financial institutions have experiencedasons regarding liquidity. This concern
increased the competition for deposits in our lgoatket as well as wholesale funding options. The@nts have impacted our stock price
well as the stock price of other bank holding conipa. The potential impact of these events maynbexpansion of existing or creation of r
federal or state laws and regulations regardinditenand funding practices, liquidity standards aadhpliance issues. See, for exampRISK
FACTORS—We cannot fully predict the impact of recently enated legislation on our busines$ below. Continued negative developmt
below, as well as our ability to respond to thesg roperating and regulatory requirements couldh@rrinegatively impact our results
operations. The negative consequences could lmniability to originate new loans or obtain adegufainding or increase costs associated
regulatory compliance. Ultimately, these changegiccoesult in modifications to our existing or fatustrategic plans, capital requireme
compensation, financial performance and stock perdoce.

There can be no assurance that recently enactedslegion will stabilize the U.S. financial system.

As noted above, under the TLGP, the FDIC will ()agantee, through the earlier of maturity or JuBe 2912, certain newly issued sel
unsecured debt issued by participating institutiemd (ii) provide unlimited FDIC deposit insurara®/erage for noninterest bearing transav
deposit accounts, Negotiable Order of Withdrawat@mts (commonly known as NOW accounts) paying leaa 0.5% interest per ann
and Interest on Lawyers Trust Accounts (commonlgvkm as IOLTA) held at participating FDIBsured institutions through December
2009. Such unlimited insurance coverage expired wasl not extended under the Ddeidink Act (defined below). The $250,000 def
insurance coverage limit was scheduled to retu$l@0,000 on January 1, 2010, but was extendeabgressional action until December
2012 and the NOW and IOLTA accounts are subjestitdh $250,000 insurance coverage limit. Coveragemutine TLG Program was availa
for the first 30 days without charge. The fee assesnt for coverage of senior unsecured debt rafinges50 basis points to 100 basis points
annum, depending on the initial maturity of thetd@lhe fee assessment for deposit insurance cowésdd basis points per quarter on amc
in covered accounts exceeding $250,000. The U.8gress enacted the Emergency Economic Stabilizat@rof 2008 (“EESA”)in respons
to the impact of the volatility and disruption inet capital and credit markets on the financial @ecthe Treasury and the federal ban
regulators implemented a number of programs urtdsiegislation to address these conditions andasiset quality, capital and liquidity iss
they have caused for certain financial institutiansl to improve the general availability of crédit consumers and businesses. In additior
U.S. Congress enacted the American Recovery antv&gment Act of 2009 (“ARRA”)n an effort to save and create jobs, stimulatelitt
economy and promote lortgrm growth and stability. The EESA and ARRA haeefb followed by numerous actions by the FederaéRe:
the U.S. Congress, the U.S. Treasury, the FDICCvamission and others to address the liquidity @edit crisis that followed the syirime
meltdown. These measures include homeowner rdiigf éncourages loan restructuring and modificattbe; establishment of signific:
liquidity and credit facilities for financial ingtitions and investment banks; the lowering of théefal funds rate; emergency action ag
short selling practices; a temporary guaranty mogfor money market funds; the establishment obmroercial paper funding facility
provide backstop liquidity to commercial paper issuers; andrdowted international efforts to address illiqtydand other weaknesses in
banking sector. The purpose of these legislativeragulatory actions is to stabilize the U.S. ficiahsystem. The TLGP, the EESA, the AR
and the other regulatory initiatives described @may not have their desired effects. If the vhitgtin the markets continues and econc
conditions fail to improve or worsen, our busindsgncial condition, results of operations anddocess to credit, as well as the trading prir
our common stock, could be materially and advera#fgcted.
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We cannot fully predict the impact of recently ertad legislation on our business.

The impact of the Dodé&rank Act on the financial services industry wik broad, with enhanced regulatory oversight and ptiamce
including, among other things, (i) enhanced resmtuauthority of troubled and failing banks andith®lding companies; (ii) increased car.
and liquidity requirements; (iii) increased regalgt examination fees; (iv) changes to assessmeritg tpaid to the FDIC for federal dep
insurance; and (v) numerous other provisions design improve supervision and oversight of, andrajthening safety and soundness for
financial services sector. In addition, the Ddetdnk Act established a new framework for systefisic and oversight in the industry which
resulted and will continue to result in sweepingradres in the regulation of financial institutioms:ed at strengthening safety and soundne:
the financial services sector.

We expect that many of the requirements callediriothe DoddFrank Act will be implemented over time, and most Wwe subject t
implementing regulations over the course of sevgealrs. Given the uncertainty associated with tlaamer in which the provisions of 1
Dodd+rank Act will be implemented by the various regoitg agencies and through regulations, the fuléeibf the impact such requireme
will have on financial institutions’ operations usiclear. The changes resulting from the Déddrk Act may impact the profitability of ¢
business activities, require changes to certaiowfbusiness practices, impose upon us more shinggpital, liquidity and leverage ra
requirements or otherwise adversely affect ourrimss. These changes may also require us to iniggsficant management attention
resources to evaluate and make necessary changeteinto comply with new statutory and regulat@guirements.

We are subject to federal and state regulationsttimpact our operations and financial performance.

We operate in a highly regulated industry and atgest to examination, supervision and comprehensdgulation by various federal and s
agencies, including the Federal Reserve, the FDiCthe TDFI. Many of the banking regulations we gogerned by are intended to pro
depositors, the public or the insurance funds raaietd by the FDIC, not shareholders. Compliancé tie numerous banking regulation
costly and requires investment in human and inféionatechnology resources. Certain of our actigitisuch as the payment of dividel
mergers and acquisitions, investments, loans aedeist rates charged, interest rates paid on dspasil locations of offices, are impactec
these regulations. We are also subject to capti#diz guidelines established by banking authoritiesich require us to maintain adeqt
capital to support our growth. To be categorizetdvadl capitalized,” an institution must maintainimimum total risk-based, Tier 1 ridkase:
and Tier 1 leverage ratios.

The laws and regulations applicable to the bankiadgstry are subject to change at any time. We aiapredict the events that will result
regulatory changes nor their impact on the bankidgstry in general and us in particular. Becauseeghment regulation greatly affects
business and financial results of all commercialkdsaand bank holding companies, the cost of compéiacould adversely affect our ability
operate profitably.

The Sarbane®xley Act of 2002 and the related rules and regaat promulgated by the Commission have increaseddope, complexity a
cost of corporate governance, reporting and discéopractices. These regulations are applicabls tdVe have experienced, and may con
to experience, increasing compliance costs as @tret the Sarbane®xley Act. These necessary costs are proportiondtgjher for i
company of our size and will affect our profitatyilmore than that of some of our larger competitors
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We have a significant deferred tax asset and canassure you that it will be fully realized.

We have net deferred tax assets of $2.1 millioofd3ecember 31, 2011. We did not establish a valoatllowance against our net deferrec
assets as of December 31, 2010 or December 31, I2fHuUse we believe that it is more likely thanthat all of these assets will be reali:
In evaluating the need for a valuation allowance, agtimated future taxable income based on manageunepared forecasts. This proc
required significant judgment by management aboaiters that are by nature uncertain. If future ¢veliffer significantly from our curre
forecasts, we may need to establish a valuati@walhce, which could have a material temporary a#veffect on our results of operations
financial condition.

Competition from financial institutions and otheriiancial service providers may adversely affect quofitability.

The banking business is highly competitive and wgeeence competition in each of our markets fromnynother financial institutions. V
compete with other commercial banks, credit uni@asjings and loan associations, mortgage bankingsficonsumer finance compan
securities brokerage firms, insurance companiesiemanarket funds, and other mutual funds, as welbther community banks and super-
regional and national financial institutions thaecate offices in our primary market areas andidisee.

Additionally, we face competition from de novo comommity banks, including those with senior managemeémt were previously affiliated wi
other local or regional banks or those controllgdrivestor groups with strong local business ansironity ties. These de novo commu
banks may offer higher deposit rates or lower ¢omhs in an effort to attract our customers, ang @sigempt to hire our management
employees.

We compete with these other financial institutidwagh in attracting deposits and in making loansadidition, we have to attract our custo
base from other existing financial institutions drmn new residents. We expect competition to iaseein the future as a result of legisla
regulatory and technological changes and the coimtintrend of consolidation in the financial seegdndustry.

Changes in interest rates could adversely affect ocesults of operations and financial condition.

Changes in interest rates may affect our leveht#rest income, the primary component of our gressnue, as well as the level of our inte
expense. Interest rates are highly sensitive toyrfectors that are beyond our control, includingegal economic conditions and the policie
various governmental and regulatory authoritiescokdingly, changes in interest rates could decreasenet interest income. Changes in
level of interest rates also may negatively affaat ability to originate real estate loans, theueabf our assets and the ability to realize ¢
from the sale of our assets, all of which ultimataffects earnings. Economic events prompted thoeifaé Reserve, beginning in Septen
2007, to reduce its federal funds rate. Due tor#péd decline in interest rates, we were unableetalibrate our liabilities at the same rat
which loan rates declined. As a result, the nefregt margin was impacted negatively during 20@8véier, the Bank has been able to imp
its net interest margin over the last two yearfiadmslities have been repriced to lower interesesalf the Federal Resergefederal funds ra
remains at extremely low levels or does not inaes®ove our interest rate floors, our funding casdy increase which will negatively imp
the net interest margin and our financial perforogan

We rely heavily on the services of key personnel éime unexpected loss of any of those personnelld@aversely affect our operations.

We rely on the strategies and management servidds. dNathaniel F. Hughes. The loss of his servicesld have a material adverse effec
our business, results of operations and financatlition. Mr. Hughes currently serves as Presi@ewt Principal Executive Officer. Under
terms of the letter dated March 30, 2010 we reckfvem the Federal Reserve Bank, however, we nitsstdive notice to the Federal Rese
Bank before undertaking any change in our seni@cetive management. The steps necessary to coMirnHughes as Chief Executi
Officer are being performed. We are also dependerdertain other key officers who have importargtomer relationships or are instrume
to our lending and depository operations. We belithat our future results will also depend upon ahility to attract and retain highly skill
and qualified personnel.
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We are subject to Tennessee’s atgkeover statutes and certain charter provisiongtltould decrease our chances of being acquiredrei
the acquisition is in the best interest of our skedmolders.

As a Tennessee corporation, we are subject to waregislative acts that impose restrictions on eeglire compliance with procedu
designed to protect shareholders against unfaioercive mergers and acquisitions. These statusgsdmlay or prevent offers to acquire us
increase the difficulty of consummating any sucfersf, even if the acquisition would be in our shatders’best interests. Our charter ¢
contains provisions which may make it difficult fanother entity to acquire us without the apprafad majority of the disinterested direct
on our board of directors. Secondly, the amourdoofimon stock owned by, and other compensation geraants with, certain of our offict
and directors may make it more difficult to obtaimareholder approval of potential takeovers thay thppose. Agreements with our se
management also provide for significant paymentsleuncertain circumstances following a change intmmbdn These compensati
arrangements, together with the common stock anidropwnership of our board of directors and mamnagget, could make it difficult «
expensive to obtain majority support for sharehoftteposals or potential acquisition proposals thatboard of directors and officers oppose.

The success and growth of our operations will dedeon our ability to adapt to technological changes.

The banking industry and the ability to deliverdirtial services is becoming more dependent on téofical advancement, such as the at
to process loan applications over the Internetgpicelectronic signatures, provide process stapastes instantly, reliable dme banking
capabilities and other customer expected conveagetiat are cost efficient to our business prosegsethese technologies are improved ir
future, we may, in order to remain competitiveréguired to make significant capital expenditures.

ITEM 1B. UNRESOLVED STAFF COMMENTS
None
ITEM 2. PROPERTIES

As of December 31, 2011, the principal offices oft@rstone are located at 835 Georgia Avenue, &adba, Tennessee 37402. This proj
is leased by the Bank. In addition, the Bank opearéite full-service branches and one loan produactiffice that are located at:

Banking Branche 4154 Ringgold Road, East Ridge, Tennessee (owneidebBank)
5319 Highway 153, Hixson, Tennessee (owned by #rekk
2280 Gunbarrel Road, Chattanooga, Tennessee (dwnibed Bank’
8966 Old Lee Highway, Ooltewah, Tennessee (owneithéyBank)
835 Georgia Avenue, Chattanooga, Tennessee (lbgshe Bank'

Loan Production Offic 202 West Crawford Street, Dalton, Georgia (leagethb Bank]
The Georgia Avenue facility located in downtown @aaooga, Tennessee serves as a branch locatidhedBanks customers as well
Cornerstones executive offices. The Bank also owns a vacaitdibg and lot at 103 S. Campbell Station Road Kvilbk, Tennessee, which
currently for sale. Cornerstone leases and opesagesvice center located at 6401 Lee Cornerse 348, Chattanooga, Tennessee to faci
all of its noncustomer contact functions.
ITEM 3. LEGAL PROCEEDINGS

As of the end of 2011, neither Cornerstone noBtaek was involved in any material litigation. Tharik is periodically involved as a plain
or defendant in various legal actions in the ordir@urse of its business. Management believesattyatclaims pending against Cornerstor
its subsidiaries are without merit or that themdéte liability, if any, resulting from them will honaterially affect the Bank’financial conditio
or Cornerstone’s consolidated financial position.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
No matters were submitted during the fourth quanfe2011 to a vote of security holders of Cornamstthrough a solicitation of proxies

otherwise.
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PART Il

ITEM5. MARKET FOR THE REGISTRANT 'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND IS SUER
PURCHASES OF EQUITY SECURITIES

On March 5, 2012, Cornerstone had 6,500,396 sldiresmmon stock outstanding. Cornerstanedmmon stock is quoted on the OTC Bull
Board under the symbol “CSBQ3ut is not listed on a national securities exchafigesre are ten market makers who provide a mddt
Cornerstone’s common stock.

There were approximately 550 holders of recorchefdommon stock as of December 31, 2011. This nuddees not include shareholders v
shares in nominee name held by the Depository TQostpany (DTC). As of the end of 2011, there wemeraximately 3,871,000 shares t
in nominee name by DTC. Cornerstone paid no casbetids on common stock in 2010 or 2011. Corneessomoard of directors will contin
to evaluate the amount of future dividends, if aaffer capital needs required for expected growthssets are reviewed. The paymer
dividends is within the discretion of the boarddafectors, considering Cornerstos&xpenses, the maintenance of reasonable capitaish
reserves, and appropriate capitalization requirésnfem state banks. Currently, the Bank is undegsdriction from the FDIC that no divide
can be paid from the Bank to the holding comparthevit prior approval.

Table 1 presents the high and low closing priceSarherstones common stock for the periods indicated, as repdoy published sources ¢
cash dividends declared on its common stock foldahetwo fiscal years. The prices reflect intealde prices, without retail mark-up, mark-
down or commission and may not represent actuasaetions.

TABLE 1

High and Low Common Stock Price for Cornerstone Cash Dividends

2012 Fiscal Year Low High Paid Per Share

First Quarter (through February 27, 20 $ 1.2C $ 2.2C -

2011 Fiscal Year

First Quarte $ 15C $ 1.7¢ -
Second Quarte $ 0.9C $ 1.5t -
Third Quartel $ 1.01 $ 1.2C -
Fourth Quarte $ 0.8t $ 1.5C -
2010 Fiscal Yeat

First Quarte $ 21C $ 2.7¢ -
Second Quarte $ 1.7t $ 4.7¢ -
Third Quartel $ 1.3t % 3.0C -
Fourth Quarte $ 158 $ 2.0C -

For information relating to compensation plans undeich our equity securities are authorized feuance, see Item 12.
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There were 403,989 shares of our Series A ConVerBibeferred Stock outstanding as of December B8112Table 2 presents informat
relating to dividends paid on the Series A ConbétPreferred Stock.

TABLE 2
Series A Convertible Preferred Stock Dividend Paymmts Amount
Year Record Date Date Payable Per Share
2011 March 31, 201 September 28, 20 $ 0.62¢
June 30, 201 November 29, 201 $ 0.62¢
September 30, 20 February 28, 201 $ 0.62¢
2010 October 15, 201 November 15, 201 $ 0.62¢
December 31, 20: May 25, 201 $ 0.62¢

ITEM 6. SELECTED FINANCIAL DATA

Table 3 presents selected financial data for thiege indicated (amounts in thousands, except Ipgresdata).

TABLE 3

Total interest incom

Total interest expens

Net interest incom

Provision for loan losse

Net interest income after provision for loan los
Noninterest incom

Noninterest expens

Income before income tax

Income tax expense / (bene

Net income (loss

Per Common Share Data:
Net income / (loss), bas
Net income / (loss), assuming diluti
Cash dividends pai
Book value
Tangible book value(1

Financial Condition Data:
Assets
Loans, net of unearned interest and allows
Cash and investmen
Federal funds sol
Deposits
FHLB advances and other borrowir
Federal funds purchased and repurchase agree
Shareholder equity
Tangible shareholde’ equity(1)

Selected Ratios
Interest rate spree
Net interest margin(Z
Return on average ass
Return on average equi
Return on average tangible equity
Average equity to average ass
Common stock dividend payout ra
Ratio of nonperforming assets to total as

Ratio of allowance for loan losses to nonperformin

loans
Ratio of allowance for loan losses to total aver
loans, net of unearned incor

At and for the Fiscal Years Ended December 3.

2011 2010 2009 2008 2007
$ 2049« $ 2521 $ 2630t $  30,68( $ 34,78
6,36: 9,20z 11,18¢ 12,69¢ 14,41
14,13: 16,00¢ 15,11¢ 17,98: 20,37
44E 7,291 14,89¢ 3,49¢ 10,40¢
13,68’ 8,71¢ 22C 14,48t 9,961
1,18¢ 3,081 2,327 1,881 1,69¢
13,65: 18,04: 16,06 12,56 10,92¢
1,21€ (6,249) (13,51%) 3,80¢ 73C
18¢ (1,53%) (5,336) 1,29¢ (141)
$ 1,03 $ 4,709 $ (8,179 $ 251: $ 871
$ 0.0 $ 079 $ (126 $ 03¢ $ 0.1¢
$ 0.0 $ 079 $ (1.2 $ 03¢ $ 0.12
$ - 0% - 0% 0.1C $ 026 $ 0.22
$ 3.8¢ $ 358 $ 42¢  $ 57¢  $ 5.7¢
$ 3.8¢ $ 358 $ 3.8¢ $ 524 $ 5.24
$ 42265 $ 441,49¢ $ 53240 $ 471,800 $ 444,42
$ 26036 $ 27611 $ 330,78 $ 37847 $ 369,88
$ 12733 $ 13365. $ 16498 $  57,28¢ $ 51,79
$ - $ - 8 - % 11,028 $ -
$ 31404: $ 35544 $ 404,74; $ 32658 $  313,25(
$ 43048 $ 5471F $ 7235 $ 71,250 $ 47,10
$ 29390 $ 2432 $ 2632 $ 3579 $ 4156
$ 35206 $ 2581¢ $ 27,837 $ 3650 $ 36,32
$ 3518 $ 2578. $  2525¢ $  3366! $  33,38¢
3.36% 3.20% 2.95% 3.67% 4.51%
3.55% 3.4%% 3.27% 4.16% 5.22%
0.24% (0.94% (1.69% 0.55% 0.21%
3.46% (15.79% (24.3)% 6.71% 2.14%
3.46% (15.81)% (26.30% 7.26% 2.31%
6.91% 5.95% 6.95% 8.27% 9.86%
N/A N/A N/A 70.5%% 149.7%
6.26% 5.9%% 3.36% 1.48% 0.4(%
93.9(% 66.95% 80.20% 226.2% 791.16%
2.71% 2.9%% 1.65% 2.4%% 3.86%
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(1) Tangible shareholde’ equity is shareholde’ equity less goodwill and intangible asst

(2) Net interest margin is the net yield on intereshizey assets and is the difference between theesitgield earned on inter-earning asse
less the interest rate paid on inte-bearing liabilities

GAAP Reconciliation and Management Explanation ofdd-GAAP Financial Measures

Certain financial information included in Corners#s summary consolidated financial data is determimethethods other than in accorde
with U.S. generally accepted accounting principf&8AAP”). These non-GAAP financial measures atangible book value per comm
share,” “tangible shareholders’ equity,” and “retun average tangible equity.” Management useetheaGAAP measures in its analysis
Cornerstone’s financial performance.

“Tangible book value per common st” is defined as total equity reduced by recordedepredl stock, goodwill and other intangi
assets divided by total common shares outstandiimg.measure is important to investors interestechanges from period-toeriod in boo
value per common share exclusive of changes imgiitde assets. Goodwill, an intangible asset thatecorded in a purchase busit
combination, has the effect of increasing total bgalue while not increasing the tangible assets @ompany. For companies, sucl
Cornerstone, that have engaged in business corndrieapurchase accounting can result in the rengrdf significant amounts of goodv
related to such transactiot

«  “Tangible shareholde’ equity’ is shareholde’ equity less goodwill and other intangible as:

«  “Return on average tangible eq” is defined as earnings for the period divided bgrage equity reduced by average goodwill and
intangible asset:

These disclosures should not be viewed as a sutlesfar results determined in accordance with GAAR] are not necessarily comparab
non-GAAP performance measures which may be presenteath®r companies. Table 4 presents a reconcilidtoprovide a more detail
analysis of these non-GAAP performance measures:

TABLE 4
At and for the Fiscal Years Ended December 3:

2011 2010 2009 2008 2007
Number of common shares outstand 6,500,39 6,500,39 6,500,39! 6,319,71 6,369,71
Total stockholder’ equity $ 35,208,30 $ 25,819,15 $27,837,47  $ 36,501,50 $ 36,327,35
Less: preferred stock 9,899,54. 2,727,42. - - -
Book value $ 25,308,76  $ 23,091,72 $27,837,47 $ 36,501,50 $ 36,327,35
Book value per common shart $ 38¢ % 35t % 428 % 57¢  $ 5.7C
Book value $ 25,308,76  $ 23,091,722 $27,837,47 $ 36,501,50 $ 36,327,35
Less: goodwill and other intangible ass 22,48: 37,315 2,579,21. 2,840,77. 2,941,79i
Tangible book valu $ 25,286,27  $ 23,054,41  $ 25,258,26. $ 33,660,73 $ 33,385,55
Effect of intangible assets pe
Common share $ - 3% -8 03¢ % 04t % 0.4¢€
Tangible book value per common shar: $ 3.8¢ % 358 % 3.8¢ % 53 $ 5.2¢
Net income / (loss $ 1,030,05 $ (4,707,52) $ (8,178,63) $ 2,511,822 $ 871,15.
Average equit 29,740,00 29,820,00 33,600,000 37,435,00 40,737,00
Return on average equity 3.4% (15.79% (24.39)% 6.71% 2.1%
Average equity $ 29,740,00 $ 29,820,00 $ 33,600,000 $ 37,435,000 $ 40,737,00
Less: goodwill and other intangible ass 22,48: 37,315 2,579,21. 2,840,77. 2,941,79i
Average tangible equit $29,717,51  $29,782,68 $ 31,020,78  $ 34,594,22 $ 37,795,20
Effect of intangible assets (0.01)% (0.02)% (2.02)% 0.55% 0.17%
Return on average tangible equity 3.41% (15.8)% (26.36% 7.2€% 2.31%
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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL C ONDITION AND RESULTS OF OPERATIONS
Forward-Looking Statements

Management'’s discussion and analysis of Cornergaperations, prospects, and other matters, nayde forwardlooking statements with
the meaning of the Private Securities LitigationfdR@ Act of 1995 and other provisions of applicaliégleral and state securities la
Although Cornerstone believes that the assumptimrterlying such forwartboking statements contained in this report arsaeable, any
the assumptions could be inaccurate and, accosditigdre can be no assurance that the ford@oking statements included herein will pr
to be accurate. The use of such words as “exp&iticipate,” “forecast,’and comparable terms should be understood by #uerdo indical
that the statement is “forward-lookinghd thus subject to change in a manner that campeedictable. Factors that could cause actualts
to differ from the results anticipated, but not gudeed, in this report, include (without limitat)o(i) our ability to continue as a going conc
(i) the effect of enforcement actions to which tBank is subject, (iii) the relatively greater dtedsk of residential construction and l¢
development loans in our loan portfolio, (iv) thespibility that our asset equality will continuedecline or that we will continue to experie
greater loan losses than anticipated, (v) increésesls of other real estate, primarily as a restiforeclosures, (vi) the impact of our Serie
Preferred Stock on net income available to holdémrsur Common Stock and earnings per common siaire pur ability to obtain addition.
capital and, if obtained, the possibly significdiltition to current shareholders, (viii) the impa€tliquidity needs on our results of operati
and financial condition, (ix) economic conditiomsthe local markets where we operate, (x) the imp&continuing negative development:
the financial industry and U.S. and global cap#tatl credit markets, (xi) uncertainty that recemhacted legislation will stabilize the U
financial system, (xii) the unpredictable impactre€ently enacted legislation on our businessi) (tkie impact of federal and state regulat
on our operations and financial performance, (wtgther a significant deferred tax asset we hamnebeafully realized, (xv) competition frc
financial institutions and other financial servip@viders; (xvi) changes in interest rates, (xwiiy ability to retain the services of key persor
(xviii) the impact of Tennessee’s amtikeover statutes and certain charter provisiongat@ntial acquisitions of the holding company, éxis)
our ability to adapt to technological changes. Ehfestors are unpredictable and beyond Cornersdarmitrol. Earnings may fluctuate fr
period to period. The purpose of this type of infation is to provide readers with information relet/to understanding and assessing
financial condition and results of operations ofi@mrstone, and not to predict the future or to gosee results. Cornerstone is unable to pr
the types of circumstances, conditions and fadtwas can cause anticipated results to change. @tome undertakes no obligation to puk
revised forward-looking statements to reflect theuwsrence of changes or unanticipated events,moistances, or results.
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Financial Covenant Considerations

The Bank’s parent holding company, Cornerstone Blaaes, Inc. (“Cornerstonefglies primarily on the dividends from the Bankmeet it
funding needs. Cornerstoisefunding needs as of December 31, 2010 and 2Qfaply consisted of principal and interest paynseoh tw(
holding company loans totaling approximately $4iliom and $3 million, respectively, secured by ¥0®f the Banks common stock. Durit
2011, Cornerstone repaid, in full, the amount oweane of the two loans. However, the remaining loantains certain compliance coven
which include stated minimum or maximum target antsufor Cornerstone’s capital levels, the Bankapital levels, nonperforming as
levels at the Bank and the ability of Cornerstomentieet the required debt service coverage raticchmis computed on the four most rec
consecutive fiscal quarters. Due to the level aipeforming assets of the Bank and not currentlgting the required debt service covel
ratio, Cornerstone was not in compliance with thige covenants at December 31, 2011. However, Cstoree had previously obtair
waivers through December 31, 2011. During March220Cornerstone obtained from the FDIC a waiver g tovenant complian
requirements through December 31, 2012, grantadithpayments are made in accordance with thesafentioned repayment schedule.

Management's Discussion and Analysis of Financiab@dition and Results of Operatior

Cornerstone is a bank holding company and the pamnpany of the Bank, a Tennessee banking coiparathich operates primarily in a
around Chattanooga, Tennessee. The Bank has fiveeivice banking offices located in Hamilton Courtgnnessee, and one loan produc
office located in Dalton, Georgia. The Baslgusiness consists primarily of attracting depdsém the general public and, with these and
funds, originating real estate loans, consumerdpbuasiness loans, and residential and commermigtiaiction loans. The principal source
income for the Bank are interest and fees collectedbans, fees collected on deposit accounts,irgedest and dividends collected on o
investments. The principal expenses of the Bankrdaegest paid on deposits, employee compensatidrbanefits, office expenses, and o
overhead expenses.

The following is a discussion of Cornerstone’s ficial condition at December 31, 2011 and Decembef810 and Cornerstorgetesults ¢
operations for each of the thrgears ended December 31, 2011, 2010 and 2009. drpege of this discussion is to focus on informatdou
Cornerstones financial condition and results of operations alhis not otherwise apparent from the consoliddiegincial statements. T
following discussion and analysis should be reamh@lwith Cornerstons’ consolidated financial statements and the relat#ds include
elsewhere herein.

Review of Financial Performance

As of December 31, 2011, Cornerstone had totalamzged assets of approximately $423 million, ltddans of approximately $268 millic
total deposits of approximately $314 million andciholders’equity of approximately $35 million. Cornerstonehiawved a net income
approximately $1.0 million for 2011 compared toet loss of approximately $4.7 million for 2010 amet loss of approximately $8.2 milli
for 2009.

Results of Operation

Net Interest Income\Net interest income represents the amount by wihighest earned on various earning assets excetmest paid ¢
deposits and other interest-bearing liabilitiest i&erest income is also the most significant comgnt of Cornerstong’earnings. For the ye
ended December 31, 2011, Cornerstone recordedteeest income of approximately $14,132,000, whiesulted in a net interest margir
3.55%. For the year ended December 31, 2010, Cxiomer recorded net interest income of approxima&#&6,010,000, which resulted in a
interest margin of 3.43%. For the year ended Deeen3fi, 2009, Cornerstone recorded net interestmiecof approximately $15,119,0i
which resulted in a net interest margin of 3.27%.

Table 5 presents information with respect to irgeiacome from average interesirning assets, expressed both in dollars andsyielak
interest expense on average intetesdring liabilities, expressed both in dollars aatks, for the periods indicated. The table inctulbar
yields, which reflect the amortization of deferitedn origination and commitment fees. Interest medrom investment securities includes
accretion of discounts and amortization of premiums
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TABLE 5

Yields Earned on Average Earning Assets
Rates Paid on Average Inte-Bearing Liabilities
Years Ended December 3

2011 2010 2009
(In thousands) Interest Interest Interest
Average Income/ Yield/ Average Income/ Yield/ Average Income/ Yield/

ASSETS Balance Expense(1 Rate Balance Expense(1 Rate Balance Expense(1 Rate
Interes-earning asset:

Loans(1)(2) $ 273520 $ 18,12¢ 6.6% $ 311,407 $ 21,49¢ 6.9(% $ 363,14t $ 24,40: 6.72%

Investment securities(: 108,70¢ 2,312 2.3¢% 128,79! 3,63: 3.06% 63,85¢ 1,84( 3.1(%

Other earning assets 23,23 53 0.2% 36,31¢ 80 0.22% 40,08¢ 66 0.1€%
Total interes-earning assel 405,46( 20,494 5.12% 476,52: 25,21 5.36% 467,08! 26,30¢ 5.6€%
Allowance for loan losse (7,496 (6,454 (8,08¢)
Cash and other assets 32,721 31,27% 25,67:
Total assets $ 430,68! $ 501,34 $ 484,66
TOTAL LIABILITIES AND
EQUITY
Interes-bearing liabilities
Deposits:

NOW accountt $ 25741 $ 84 03% $ 32,33 $ 111 034% $ 27,86¢ $ 98 0.35%

Money market / saving 38,89¢ 341 0.8t% 32,24( 26¢ 0.8%% 35,26¢ 302 0.8%

Time deposits 226,72( 3,76¢ 1.6€% 281,25: 5,83¢ 2.08% 256,55: 7,60¢ 2.97%
Total interes-bearing deposit 291,36( 4,192 1.44% 345,82¢ 6,21¢ 1.8(% 319,68: 8,00¢ 2.51%
Federal funds purchas - - - 197 1 0.51% - - -
Securities sold under agreemer

to repurchas 22,80¢ 125 0.55% 22,51¢ 12€ 0.56% 21,62« 174 0.8(%
Other borrowings 47,74¢ 2,04 4.28% 66,20¢ 2,85¢€ 4.31% 72,15( 3,00¢ 4.17%
Total interest-bearing Liabilities 361,91: 6,362 1.7€% 434,75: 9,20z 2.12% 413,45¢ 11,18¢ 2.71%
Net interest sprea 3.36% 3.24% 2.95%
Other liabilities:

Demand deposit 39,04: 39,10+ 40,81¢

Accrued interest payable anc

other liabilities (10 (2,339 (3,20%)

Stockholders' equity 29,74( 29,82( 33,60(
Total liabilities and stockholders

equity $ 430,68t $ 501,34 $  484,66¢
Net interest margi $ 14,13: 3.55% $ 16,00¢ 3.4%% $ 15,11¢ 3.21%

(1) Interest income on loans includes amortizatibdeferred loan fees and other discounts of $6iddand, $46 thousand and $78 thousand for
the fiscal years ended December 31, 2011, 201208, respectively.

(2) Nonperforming loans are included in the comporteof average loan balances, and interest incomguch loans is recognized on a cash
basis.

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

Other matters related to the changes in net irtteresme, net interest yields and rates, and rietést margin are presented below:

Il The net interest margin increased 12 basis poiats B8.43% as of December 31, 2010 to 3.55% as oémber 31, 2011. The increas
net interest margin can be attributed primarilyat86 basis point decrease in interest expenseteregtbearing deposits from Decem
31, 2010 to December 31, 2011. The majority of tieisrease was in certificates of deposit whichidedl42 basis points. The decreas

interest expense was partially offset by a decreesgerest income attributable to a reductiog@meral market interest rates on secu
and loans
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.2 As of December 31, 2011, the Baskhvestment portfolio resulted in a yield of 2.38#mpared to 3.06% as of December 31, 2010
Bank realized approximately $1.7 million in secugiains during 2010 as it liquidated its fixed r&BMA securities and converted
proceeds into floating rate GNMA CM®&’ The result of this conversion was the primaryseaof the 68 basis point decrease ir
investment portfolio yield. The Barkinvestment portfolio is used primarily for pledgipurposes with the State of Tennessee Coll
Pool and the Federal Reserve Bank discount windowecure repurchase agreements and to providéasddicollateral to the Fede
Home Loan Bank to secure the Bank’s fixed rate tadwances. As of December 31, 2011, the Bask'curities portfolio was inves
approximately 70% in United States Government badezurities and approximately 30% in municipalegahobligation securitie!

Il£ During 2012, the Bank intends to increase its Ipartfolio. Management anticipates that the liquidieeded for this increase will
derived from excess cash and cash flow associaidd the Bank’s mortgagbacked security inventory. Management believes
increase will offset the interest rate compressiat exists in the general market. However, managenticipates the Barkhet intere:
margin could increase by approximately 25 basiatgdiy yee-end 2012

Tables 6 and 7 present the changes in interestie@nd interest expense that are attributablerée tfactors:

(i) A change in volume or amount of an asset or lighi
(i) A change in interest rate
(iii) A change caused by the combination of changessiet @ deposit mix

The tables describe the extent to which chang&sténest rates and changes in volume of interestieg assets and interdsgaring liabilitie:
have affected Cornerstone’s interest income anéresg during the periods indicated. For each cagegfointerest-earning assets and interest-
bearing liabilities, information is provided as ¢banges attributable to change in volume (changeoiame multiplied by current rate) &
change in rates (change in rate multiplied by curvelume). The remaining difference has been atkd to mix.

TABLE 6
INTEREST INCOME AND EXPENSE ANALYSIS
Year Ended December 2
2011 Compared to 20!
Net

(In Thousands) Volume Rate Mix Change
Interest income

Loans (1)(2] $ (2,517 $ (739) $ (118) $ (3,369

Investment securitie (47¢) (739 (2049) (2,32

Other earning asse (30) 2 1 (27)
Total interest incom (3,020 (1,47¢) (221) (4,717)
Interest expenst

NOW account: (22 3 2 (27)

Money market and savings accou 59 19 (6) 72

Time deposit: (905) (952) (214 (2,07

Other borrowing: (790) (15) @) (812)

Federal funds purchas - - - -

Securities sold under agreement to repurchase 1 2 - (1)
Total interest expens (1,657 (959) (229) (2,839
Change in net interest income (exper $ (1,879

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

Year Ended December &
2010 Compared to 20(

Net

(In Thousands Volume Rate Mix Change
Interest income

Loans (1)(2; $ (3,570 $ 561 $ 108 % (2,909

Investment securitie 1,987 (52 (142) 1,79:¢

Other earning asse (8) 22 - 14
Total interest incom (2,597 531 (37 (2,099
Interest expenst

NOW account: 15 3 1 13

Money market and savings accou (26) - (8 (34

Time deposit: 514 (2,509 22(C (1,769

Other borrowings (25€) 93 13 (250

Federal funds purchas (D] - 2 1

Securities sold under agreement to repurchase 7 (59) (D) (48)
Total interest expens 252 (2,467) 227 (1,989
Change in net interest income (expense) $ 89C

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

Provision for Loan Lossed he provision for loan losses represents a chargatnings necessary to establish an allowancledorlosse
that, in managemerst’evaluation, should be adequate to provide coeefagthe inherent losses on outstanding loans. prbeision for loa
losses amounted to $445 thousand for the year ebdedmber 31, 2011 compared to $7.3 million for year ended December 31, 2(
Cornerstones policies and procedures used to estimate thevatioe for loan losses, as well as the resultantigiom for loan losses, ¢
considered adequate by management and are petipd@®aewed by regulators. However, there aredesbeyond Cornerstorsetontrol, suc
as conditions in the local and national economycWimay negatively impact Cornerstos@sset quality. The measurements are approxing
which may require additional provisions to loansles based upon changing circumstances or whenamdiinformation becomes available
known. Other matters relating to the changes iwipion for loan losses are presented below:

' The relatively small provision for loan losses dgr2011 was a result of the stabilization in th@k' s loan asset quality when compe
to prior years. The Bank experienced a signifiagtetline in asset quality from 2008 to 2010. HoweWee rate of deterioration in as
quality improved during 2011. Further, managemeaintained the methodology established in 2010 $timeting the allowance for lo
and lease losses. Management believes that itwailme methodology and the inputs used in the eBtimarocess are appropriate
consistent with generally accepted accounting fplas and interagency policy statements publishethe Ban!'s regulatory agencie

Il£ To address the problem credits in the Barlkan portfolio, a Special Asset Committee waster@ in 2008. The Committee continue
meet at least monthly to review problem loans. Thenmittee coordinates various activities acrosdiplaldepartments in the Bank si
as reviewing loan grades assigned by the Bafhddn review department and overseeing the derelapand review of action plans t
identify possible strategies to minimize the Banlkisses. The early detection and proactive rdealprocess serves to assist custome
the current economic environment while potentiafiinimizing the Banks losses. During 2011, the Bank dedicated additibnenar
resources to the Special Asset department to asdfs collection and recovery proce
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Noninterest Incomekems reported as noninterest income include sereitarges on checking accounts, insufficient fuckiarges
automated clearing house (“ACH") processing feas the Banks secondary mortgage department earnings. Incr@éas@some derived fro
service charges and ACH fees are primarily a fonctif the Banks growth while fees from the origination of mortgadgans will often refle:
market conditions and fluctuate from period to peéri

Table 8 presents the components of noninterestriador the years ended December 31, 2011, 201@@0@ (in thousands).

TABLE 8
2011 2010 2009
Customer service fe¢ $ 86¢ $ 1,27 % 1,63(
Other noninterest incon 72 90 97
Net gain from sale of securiti 107 1,69¢ 40C
Net gain from sale of loans & other ass 13¢ 20 20C
Total noninterest incom $ 1,18 $ 3,081 $ 2,321

Significant matters relating to the changes to intgrest income are presented below:

' The Bank continues to experience a decrease iougtomer service fees. The primary reason for deisrease was the decision
management and the board of directors to exit #yegll processor Automated Clearing House (“AClgyments line of business. T
Bank made this decision in order to improve it& psofile and reduce the strain on the Bankquidity due to the high amount of ci
balances that the Bank was required to maintaithatFederal Reserve Bank of Atlanta. Exiting three lof business resulted it
significant reduction in the Bar&’commercial analysis fee income and ACH incomewnéie@r, management believes this decision
appropriate given its current asset quality andiditfy needs

Il£ During 2010, the Bank converted its security pdidfto a more conservative interest rate risk posiby selling its fixed rate GNMA’
and purchasing floating rate GNMA CM©'This created an atypical security gain in 2@xing 2011, there was relatively low acti\
in the Banl's investment portfolio as realized security gagtsmed to a more normal lev

Noninterest Expensdtems reported as noninterest expense includeisgaland employee benefits, occupancy and equiperense
depository insurance, impairment of goodwill, raeiclosed assets and other operating expenses.

Table 9 presents the components of noninterestesrpier the years ended December 31, 2011, 2012@0%i(in thousands).

TABLE 9
2011 2010 2009

Salaries and employee bene $ 6,117 $ 6,19t $ 6,97(
Net occupancy and equipment expe 1,432 1,501 1,54¢
Depository insuranc 1,05: 1,28¢ 1,19¢
Impairment of goodwil - 2,541 -
Foreclosed assets, r 1,92 2,79( 2,571
Other operating expens 3,127 3,72 3,774

Total noninterest expense $ 13,65: $ 18,04: $ 16,06:

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

|2 Salaries and employee benefits are lower when credpa previous yeas’compensation. Management does not expect any sade
employee benefit savings during 20
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Il The Bank experienced a decrease in regulatoryansercost during 2011 as its average deposits afsmtefrom 2010 average amoul
Management anticipates regulatory insurance toedserslightly in 2012 as average deposits dectidgtee Ban’s risk profile improves

[l Management anticipates a decrease in net forechsssts expenses as more of the 's properties become income producing and ¢
economy stabilizes

Income Tax Expense

.2 The difference between Cornerstomexpected income tax expense, computed by mitiplyncome before income taxes by statu
income tax rates, and actual income tax expengaingarily attributable to new market tax credits federal and state purposes,
exempt loans and tax exempt securit

Financial Condition

Overview -Cornerstones consolidated balance sheet reflects significdrdnges over the last two years. Total assets dex
approximately $18 million or 4.27% from $441 mili@s of December 31, 2010 to $423 million as ofddawer 31, 2011. During 2011, tc
loans decreased $17 million or 6.13% from approxétye285 million as of December 31, 2010 to apprately $268 million as of Decemt
31, 2011. The reduction in loans was a result ef Banks collection process and more stringent loan unding requirements. Finall
stockholdersequity increased to approximately $35 million aPetember 31, 2011 from approximately $26 millisrohDecember 31, 201

InvestmentsThe Banks investment portfolio totaled approximately $88liom or 20.93% of total assets as of December Z111
compared to a total of approximately $111 millian2®.07% of total assets as of December 31, 20h6.decrease was a result of the E
reducing its FHLB borrowings by $10 million, theyebeducing the need for the security collateralitier, continued prepayment amot
associated with the Bank’s mortgage-backed secumigntory has decreased investments.

The portfolio is accounted for in two classificat# “Held to Maturity” and “Available for SaleThe Bank also has an investment in Fel
Home Loan Bank stock. The objective of the Banlkivestment policy is to invest funds not otheemieded to meet the loan demand ¢
Bank’s market area and to meet the following five oliyest Gap Management, Liquidity, Pledging, Retamg Local Community Support.
doing so, the Bank uses the portfolio to providecture and liquidity that the loan portfolio cann®he management investment comm
balances the market and credit risks against thenfial investment return, ensures investmentsanegpatible with the pledge requirement
the Banks deposit of public funds, maintains compliancehweégulatory investment requirements, and ass@&isws public entities with the
financing needs. The management investment conerigtauthorized to execute security transactionghi® investment portfolio based on
decisions of the Directors Asset Liability Commétef the Board of Directors (*“ALCO”)All investment transactions occurring since
previous ALCO meeting are reviewed by the ALCOtatriext quarterly meeting, in addition to the entortfolio. The investment poli
allows portfolio holdings to include short-term geties purchased to provide the Bank’s neededdigguand longerterm securities purchas
to generate stable income for the Bank during plerif interest rate fluctuations.
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Table 10 presents the carrying value of the Banksstments at the dates indicated. Available &e securities are carried at fair market v
and securities held to maturity are held at theokovalue (amounts in thousands).

TABLE 10
Investment Portfolio
Years Ended December &

Securities available for sale: 2011 2010 2009
U.S. Government agency obligatic $ 4,19C $ 458 $ 4,77¢
Mortgage-backed securitie 57,43 82,921 102,88t
State & political subdivisions t-exempt 24,43¢ 20,73¢ 16,75¢

Totals $ 86,057 $ 108,25( $ 124,41!
Securities held to maturit'
Mortgage-backed securities $ 69 $ % $ 13E

Totals $ 69 $ 9% $ 13t
Federal Home Loan Bank stock, at c 2,32: 2,32 2,22¢
Total Investment $ 88,44¢ $ 110,66¢ $ 126,77¢

.2 Management anticipates the B’s investment portfolio will remain constant dur@d@12 as the Bar's collateral requirements stabili;

.2 A second objective of the security portfolio isgimvide adequate collateral to satisfy pledginguienents with the State of Tennes
collateral pool, repurchase agreements, corresporabnks and the Federal Reserve discount windésyof December 31, 2011, f
Bank’s borrowing capacity with the Federal Reserve diatavindow was approximately $5 million. The Baalko secured availabili
with correspondent banks of approximately $9 millass of December 31, 201

Il£ During 2009, the Federal Home Loan Bank (“FHLB"}ified management that as a result of the declingaé Banks loan asset qualit
additional collateral was required to secure thistanding fixed rate term advances. As of Decen3der2011, the Bank had pled;
securities with a market value of approximately $#8ion to the FHLB.

For December 31, 2011, tables 11 and 12 presenbdb& value of the Bank's investments, the weigtdedrage yields on the Bar

investments and the periods to maturity of the Baimkvestments for the “Securities Available fote8and the “Securities Held to Maturity,”
respectively. Tables 13 and 14 present this inftiondor December 31, 2010.
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TABLE 11 (amounts in thousands)

Weighted Average Yields on the Available For Salestment:
Periods of Maturity from December 31, 2C

Less than 1 yee 1to 5 year: 5to 10 year: Over 10 year
Weighted Weighted Weighted Weighted
Avg. Avg. Avg. Avg.
Securities available for sale: Amount Yield (1) Amount Yield (1) Amount Yield (1) Amount Yield (1)
U.S. Government agenci $ - - 3% - - $ - -3 4,17¢ 1.02%
Mortgage-backed securities (¢ - - 2 6.8¢% 19 5.08% 57,13¢ 1.56%
Tax-exempt municipal bonds 30C 6.4% 1,174 6.21% 4,40: 5.0%% 17,02¢ 5.36%
Totals $ 30C 6.4% $ 1,17¢ 6.21% $ 4,42z 5.03% $ 78,33¢ 2.36%
Total Securities Available for Salt $ 84,23¢ 2.65%

(1) The weighted average yields on tax-exempiriges have been computed on a tax-equivalensbasi
(2) Mortgages are allocated by maturity and moorized.

TABLE 12 (amounts in thousands)

Weighted Average Yields on the Held to Maturityéstment:
Periods of Maturity from December 31, 2C

Less than 1 yee 1to 5 yeart 5to 10 year: Over 10 year:
Weighted Weighted Weighted Weighted
Avg. Avg. Yield Avg. Avg.

Securities held to maturity: Amount Yield(1) Amount (1) Amount Yield (1) Amount Yield (1)
Mortgage-backed securities (2) $ - - 3 = - 8 43 25(% $ 26 1.56%

Totals $ - - $ - -3 43 2.5(% $ 26 1.5€%
Total Securities Held to Maturity $ 69 2.82%
Federal Home Loan Bank stock,
cost $ 2,328 4.25%
Total Investments $ 86,62¢ 2.65%

(1) The weighted average yields on tax-exempiriées have been computed on a tax-equivalensbasi
(2) Mortgages are allocated by maturity and mobeized.

TABLE 13 (amounts in thousands)

Weighted Average Yields on the Available For Saleestment:
Periods of Maturity from December 31, 2C

Less than 1 yee 1to 5 year: 5to 10 year: Over 10 year
Weighted Weighted Weighted Weighted
Avg. Avg. Avg. Avg.
Securities available for sale: Amount Yield (1) Amount Yield (1) Amount Yield (1) Amount Yield (1)
U.S. Government agenci $ - - 3% - - $ - -3 4,571 1.06%
Mortgage-backed securities (¢ 4,93: 1.45% 3 6.94% 30 5.42% 78,35¢ 1.52%
Tax-exempt municipal bonds - - 59¢ 6.31% 4,45¢€ 5.3(% 15,81« 5.58%
Totals $ 4,932 1.45% $ 602 6.31% $ 4,48¢ 5.3(% $ 98,74¢ 2.16%
Total Securities Available for Salc $ 108,76: 2.28%

(1) The weighted average yields on tax-exempiriées have been computed on a tax-equivalensbasi
(2) Mortgages are allocated by maturity and moorized.
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TABLE 14 (amounts in thousands)

Weighted Average Yields on the Held to Maturitydstment:
Periods of Maturity from December 31, 2C

Less than 1 yee 1to 5 year: 5to 10 year: Over 10 year:
Weighted Weighted Weighted Weighted
Avg. Avg. Yield Avg. Avg.

Securities held to maturity: Amount Yield(1) Amount 1) Amount Yield (1) Amount Yield (1)
Mortgage-backed securities (2) $ - - 9 = - % 20 25% $ 75 3.51%

Totals $ - - 3 - - $ 20 25% $ 75 3.51%
Total Securities Held to Maturity $ 95 3.35%
Federal Home Loan Bank stock,
cost $ 2,32% 4.35%
Total Investments $ 111,18: 2.32%

(1) The weighted average yields on tax-exempiriges have been computed on a tax-equivalensbasi
(2) Mortgages are allocated by maturity and moorized.

Lending-All lending activities of the Bank are under theedt supervision and control of the Directors L&ommittee (DLC). The DL
is comprised of three members of management aedrlependent directors that serve only in a direcapacity and are not employees o
Bank. Also present at meetings of the committeetlaeeloan review officer and other lending officexs required. This oversight commii
enforces loan authorizations for each officer, nsdkading decisions on loans exceeding such limetgews and oversees problem credits,
determines the allocation of funds for each lendiagggory.

At December 31, 2011 and 2010, Cornerstone’s reet [mortfolio constituted approximately 61.6% and562 of Cornerstoneg’ total asset
respectively.

Table 15 presents the composition of the Corneessdnan portfolio at the indicated dates.

TABLE 15

Loan Portfolio Compositio!
Years Ended December &

2011 2010 2009 2008 2007

(In thousands) Amount Percen Amount Percen Amount Percen Amount Percen Amount Percen
Commercial,

financial and

agricultural $ 37,45¢ 13.9% $ 51,16( 17.9% $ 60,56( 17.9% $ 83,14( 21.4% $ 98,06t 25.51%
Real estate —

constructior 31,03: 11.5% 29,84¢ 10.4¢% 47,65 14.15% 70,45¢ 18.1:% 76,83: 20.03%
Real estate —

mortgage 70,54: 26.3% 71,87¢ 25.2(% 70,97¢ 21.0¢% 72,73 18.7% 64,58t 16.8%
Real estate —

commercia 126,05° 47.08% 129,03: 45.2:% 153,31( 45.5% 155,72¢ 40.1% 138,07« 35.9%
Consumer loans 2,67¢€ 1.0(% 3,33( 1.17% 4,19¢ 1.25% 6,02¢ 1.56% 6,037 1.57%
Total loans $ 267,76! 100.0% $ 285,24 100.0% $ 336,69: 100.0% $ 388,09( 100.0% $ 383,59¢ 100.0(%

Significant matters relating to the changes inltfaa portfolio composition are presented below:
[l Management continues tc-stratify the amount of the Ba’'s loan portfolio away from high risk commercial Ireatate to lower risk own

occupied property. However, the Bank has expeeeércreduction in its commercial loans from 17.9493.99%. This reduction was
anticipated and will be a focus of effort of thenB’s relationship managers to replenish this loangcage

33




Table 16 presents the scheduled maturities ofdaaiesl in Cornerstongloan portfolio as of December 31, 2011 basechein tontractual tern
to maturity. Overdrafts are reported as due in thas one year. Loans unpaid at maturity are retietgd based on current market rates

terms.
TABLE 16
Loans Maturing
Year-end balance as of December 31, 2
Less than 1to5 Over 5

(In thousands One Yeat Years Years Total
Commercial, financial and agricultut $ 22,11¢  $ 14,16¢ $ 1,172 $ 37,45¢
Real estat~ constructior 22,05: 8,32 65€ 31,03!
Real estat— mortgage 17,527 31,98¢ 21,032 70,54
Real estat— commercial 47,20¢ 62,49 16,36( 126,05
Consume 76€ 1,91C - 2,67¢

Total Loans $ 109,66¢ $ 118,87 $ 39,22: $ 267,76!

Types of Loans

Commercial LoansThe Bank’'s commercial loan portfolio is comprisedcommercial, industrial, and non-farm nogsidential loan
hereinafter referred to as commercial loans (exodommercial construction loans). These instafitleans and lines of credit are exter
to individuals, partnerships and corporations feagety of business purposes, such as accourgévedde and inventory financing, equipm
financing, business expansion and working capitaé following is a list of terms imbedded in thenR& commercial loan portfolio:

The terms of the Bank's commercial loans generatige from 90 days to a 15 year amortization wiiveyear balloon.

Commercial loans are generally tied to the pringeinand adjust with changes in the prime rate.Béuak also extends fixed inter
rate loans when appropriate to match the borr's needs.

Loans secured by marketable equipment are reqtdrbd amortized over a period not to exceed 60 hsor

Generally, loans secured by current assets sudfivastory or accounts receivable are structuredesslving lines of credit wit
annual maturities

Loans secured by chattel, mortgages and accowdi/adle may not exceed 85% of their market value.
Loans secured by listed stocks, municipal bondsnantial funds may not exceed 70% of their mark&te/a

Unsecured short-term loans and lines of credit rmese¢t criteria set by the BarskLoan Committee. Current financial statem
support all commercial loans, and such financetieshents are updated annual

Substantially all of the Bank's commercial loars sgcured and are guaranteed by the principaledidrrower.

Real Estate: Construction Loan$he Bank makes residential construction loans toemwccupants and to persons building reside
properties for resale. The Bank has two main aoéa®nstruction loans: one is to residential resthte developers for speculative or cus
singlefamily residential properties, and the other is destom commercial construction projects with gutrad takeout provisior
Construction loans are usually variable rate laaasle for terms of one year or less, but extensioagpermitted if construction has contin
satisfactorily, the loan is current and other ainstances warrant the extension. Construction laam$imited to 80% of the appraised valu
the lot and the completed value of the proposedattire.
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Construction financing generally is considered nigolve a higher degree of credit risk than permameartgage financing of residen:
properties, and this additional risk usually ideefed in higher interest rates. The higher rislosf on construction loans is attributable in¢
part to the fact that loan funds are estimatedahénced upon the security of the project undestcoction, which is of uncertain value pi
to the completion of construction. Moreover, beeaas the uncertainties inherent in estimating aoesion costs, delays arising from la
problems, material shortages and other unpredietadnbtingencies, it is relatively difficult to acetely evaluate the total loan funds require
complete a project and to accurately evaluate ¢fetad loan-tosalue ratios. If the estimates of construction sastd the saleability of t
property upon completion of the project prove toih&ccurate, the Bank may be required to advanndsfibeyond the amount origine
committed to permit completion of the project. Hetestimate of value proves to be inaccurate, ek Bnay be confronted, at or prior to
maturity of the loan, with a project whose valuénisufficient to assure full repayment.

The Bank's underwriting criteria are designed taleste and minimize the risk of each constructioanl Among other items, the B
considers evidence of the availability of permarfargncing or a take@ut commitment to the borrower, the financial sgthnand reputation
the borrower, an independent appraisal and reviesest estimates, market conditions, and, if agtlie, the amount of the borrower's equit
the project, pre-construction sale or leasing mfation and cash flow projections of the borrower.

Real Estate: Mortgage LoanReal estate mortgage loans include all one to flmily residential loans secured by real estatgfopose
other than construction or acquisition and develepinAll real estate loans are held in the Bankan portfolio except for loans that
designated as loans held for sale. The loans belsile are qualified by the Federal National Maggg Association and have been approve:
by an underwriting specialist prior to closing. Tieenainder of the Bank’'mortgage loans are home equity loans and are atdde=d intere:
rates for terms of one to three years with ballpapment provisions and amortized over a 10 to 5 period. The Bank's experience indic
that real estate loans normally remain outstanftingnuch shorter periods than their stated maturégause the borrowers repay the loa
full either upon the sale of the secured propertypmn the refinancing of the original loan.

In the case of owner occupied sindgenily residences, real estate loans are madepdo 95% of the value of the property securingldan
based upon an appraisal if the loan amount is $%60,000. When the loan is secured by real estataining a norewner occupied dwellir
of one to four family units, loans generally aredador up to 80% of the value, based upon an agpgiriithe loan amount is over $100,(
The Bank also requires title insurance to insueepttiority of the property lien on its real esthiens over $50,000 and requires fire and cas
insurance on all of its loans.

The real estate loans originated by the Bank corgdidue-orsale” clause, which provides that the Bank mayatedhe unpaid balance of
loan immediately due and payable upon the sal@efriortgaged property. Such clauses are an impartaans of reducing the average |
life and increasing the yield on existing fixederatal estate loans, and it is the Bank's poligntforce due-on-sale clauses.

Real Estate: CommerciaCommercial real estate mortgage loans include caweiaidoans secured by real estate for purposesr dtiat
construction or acquisition and development. Allrestate loans are held in the Bankdan portfolio except for loans that have t
participated to correspondent banks. The Bank seill these participations if a loan exceeds thekBategal lending limit or as is deen
appropriate by the Directa’Loan Committee. Commercial real estate mortgagesl are a combination of properties that are ¢eastor use
for a primary place of a business the Bank hadadioaship with. Most of the commercial real estai@ns have fixed interest rates for termr
one to three years with balloon payment provisiang are amortized over a 10 to 15 year periodwh@never possible the Bank will see
variable rate loan which would be tied to the Neark'prime rate and adjusted monthly. The Bank'sserpce indicates that real estate I
normally remain outstanding for much shorter pesitithn their stated maturity because the borrovegay the loans in full either upon the :
of the secured property or upon the refinancingheforiginal loan. Commercial real estate loansrasgle for up to 85% of the value of
property securing the loan, based upon an appriiia¢ loan amount is over $100,000. The Bank absuires title insurance to insure
priority of the property lien on its real estatams over $50,000 and requires fire and casualtyamse on all of its loans.

Consumer LoansFhese loans consist of consumer installment loadscansumer credit card balances. The Bank makibissiecured ar
unsecured consumer loans for a variety of persandlhousehold purposes. Most of the Bank's conslomaes are automobile loans, k
loans, property improvement loans and loans to siegrs on the security of their certificates of dsip. These loans are generally made
terms of up to five years at fixed interest rafdse Bank considers consumer loans to involve divels high credit risk compared to real es
loans. Consumer loans, therefore, generally yialelatively high return to the Bank and providestatively short maturity. The Bank belier
that the generally higher yields and the shortems$eavailable on various types of consumer loand te offset the relatively higher ri
associated with such loans, and contribute to fitabte spread between the Bank's average yieleaoning assets and the Bank's cost of fu
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Lending Commitment&€ommitments under standby letters of credit andslmaised loan commitments totaled approximately #8on
as of December 31, 2011 compared to approxima@2yniillion as of December 31, 2010. This numbeluides all lines of credit that have
been fully drawn and loan commitments in the saraeis.

Origination, Purchase and Sale of Loans

The Bank originates the majority of its loans inntidon County, Tennessee. However, the Bank alggirates loans in Marion, Sequatc
and Bradley Counties in Tennessee, and Dade, Walkhitfield and Catoosa Counties in Georgia, eathwvloich is within 150 miles ¢
Chattanooga, Tennessee. Eagle markets to staffimpanies in the United States. Loans are originated 6 relationship managers v
operate from the Bank's offices in Chattanoogan€esee and from the loan production office in Daltdeorgia. These relationship mana
actively solicit loan applications from existingstamers, local manufacturers and retailers, buslderal estate developers, real estate a
and others. The Bank also receives numerous loglicaions as a result of customer referrals aniikives to its offices.

Upon receipt of a loan application and all requiseghporting information from a prospective borrowde Bank obtains a credit report
verifies specific information relating to the loapplicant's employment, income and creditworthin€ss significant extensions of credit
which real estate will secure the proposed loasertified appraisal of the real estate is underiakgan independent appraiser approved b
Bank. The Bank's relationship managers then anaheeredit worthiness of the borrower and the @afiany collateral involved.

The Banks loan approval process is intended to be conseevhut also responsive to customer needs. Loanaproved in accordance v
the Bank's written loan policy, which provides gmveral tiers of approval authority, based on advegr's aggregate debt with the Bank.
Bank’s legal lending limit is 25% of the Bank’s djfiing equity for secured loans and 15% for unseduoans.

The Bank has in the past purchased and sold conahévan participations with correspondent bankd arill continue the practice wh
management feels the action would be in the béstast of shareholders. The purchase of loan faations allows the Bank to expand its |
portfolio and increase profitability while still rmdaining the high credit standards, which are ggpto all extensions of credit made by
Bank. The sale of loan participations allows th@Bto make larger loans and retain a servicingfdeéts labor, which it otherwise would
unable to make due to capital or other funding Erations.

Loan Fee Income

In addition to interest earned on loans, the Baueives origination fees for making loans, commithiees for making certain loans, and o
fees for miscellaneous loaetated services. Such fee income varies with tlemme of loans made, prepaid or sold, and the mftéses var
from time to time depending on the supply of fuadsl competitive conditions.

Commitment fees are charged by the Bank to theolu@r for certain loans and are calculated as aepé&age of the principal amount of
loan. These fees normally are deducted from thegads of the loan and generally range from 0.5%2:086 of the principal amount, depenc
on the type and volume of loans made and markedittons such as the demand for loans, the avaitalif money and general econol
conditions. The Bank complies with Accounting StamtiCodification Topic 310, “Receivablesiid amortizes all significant loan fees ovel
life of the loan. The Bank also receives misceltarsefee income from late payment charges, overdeafi, property inspection fees,

miscellaneous services related to its existinggoan

Problem Loans and Allowance for Loan Loss
Problem Loansin originating loans, Cornerstone recognizes thatili experience credit losses and that the rigkoss will vary with
among other things, the type of loan being made ctieditworthiness of the borrower over the ternthef loan and, in the case of a sec

loan, the quality of the security for the loan. fenstone has instituted measures at the Bank agle B#&ich are designed to reduce the ris
and monitor exposure to, credit losses.

36




The Banks loan portfolio is systematically reviewed by B@nk's management, internal auditors and Statd-eddral regulators to ensure
the Banks larger loan relationships are being maintaingtlinvithe loan policy guidelines, and remain propemderwritten. Input from all tt
above sources is used by the Bank to take coreeetitions as necessary. As discussed below, eable &ank's loans is assigned a ratir
accordance with the Bank's internal loan ratingesys All past due loans are reviewed by the Basé&fsor lending officers and all past
loans over $25,000 are reviewed monthly by the dines Loan Committee. All loans classified substandard or doubtful, as well as
"special mention" loans (defined in the followingrpgraph), are placed on the Bank’s watch listramgtwed at least monthly by the Director’
Loan Committee. In addition, all loans to a patacworrower are reviewed, regardless of clasgifica each time such borrower reques
renewal or extension of any loan or requests aitiaddl loan. All lines of credit are reviewed armtly prior to renewal. Such reviews inclu
but are not limited to, the ability of the borrowter repay the loan, a re-assessment of the borteviisiancial condition, the value of €
collateral and the estimated potential loss to&aek, if any.

The Bank's internal problem loan rating systemidistaes three classifications for problem assetlssndard, doubtful and loss. Additione
in connection with regulatory examinations of thanB, Federal and State examiners have authoritidenotify problem assets and,
appropriate, require the Bank to classify them.sBatdard assets have one or more defined weaknasdesre characterized by the dist
possibility that the Bank will sustain some losshié deficiencies are not corrected. Doubtful askate the weaknesses of substandard

with the additional characteristic that the weakesanake collection or liquidation in full on thasis of currently existing facts, conditions
values questionable and there is a high possibiitioss. An asset classified as loss is consideremllectible and of such little value t
continuance as an asset of the Bank is not wada@ensequently, such assets are chaafeih the month they are classified as loss. Fal
regulations also designate a special mention catedescribed as assets which do not currently sxploe Bank to a sufficient degree of ris
warrant classification but do possess credit defficies or potential weaknesses deserving managsrokse attention.

Assets classified as substandard or doubtful recthie Bank to establish general or specific allaxeanfor loan losses. If an asset or po
thereof is classified as loss, the Bank must eidfs¢ablish specific allowances for loan losseh@éamount of 100% of the portion of the a
classified as loss or charg# such amount. General loss allowances estalligbecover possible losses related to assets fi¢absis
substandard or doubtful may be included, up toagettmits, in determining the Bank's regulatorypital, while specific valuation allowanc
for loan losses do not qualify as regulatory cadpita

The Bank's collection procedures provide that waéoman becomes between 15 days and 30 days defitidhe borrower is contacted by n
and payment is requested. If the delinquency coatin subsequent efforts are made to contact angesegayment from the delinqu
borrower. Most loan delinquencies are cured wisindays and no legal action is required. In certéicumstances, the Bank, for a fee, |
modify the loan, grant a limited moratorium on lgasyments or revise the payment schedule to erbblborrower to restructure his or
financial affairs. Generally, the Bank stops accruing interest andamtyued non collected interest will be reverseddeordance with GAA
on delinquent loans when payment is in arrear®@odays or when collection otherwise becomes dalbffthe delinquency exceeds 120 ¢
and is not cured through the Bank's normal colbectirocedures or through a restructuring, the Baitlkinstitute measures to enforce
remedies resulting from the default, including coameing a foreclosure, repossession or collectidioracin certain cases, the Bank \
consider accepting a voluntary conveyance of aaitdtin lieu of foreclosure or repossession. Reaperty acquired by the Bank as a resu
foreclosure or by deed in lieu of foreclosure ssified as foreclosed assets until it is soldiarghrried at the lower of cost or fair value
estimated costs to dispose. Accounting standarfisedtair value as the amount that is expecteddadzreived in a current sale betwe:
willing buyer and seller other than in a forcedliquidation sale. Fair values at foreclosure arseldaon appraisals. Losses arising fron
acquisition of foreclosed properties are chargegirsg the allowance for loan losses. Subsequene-downs are provided by a charge
income through losses on other real estate in¢hieghin which the need arises.

Allowance for Loan Losse$he allowance or reserve for possible loan loss@smeans of absorbing future losses, which coailichdurre:
from the current loan portfolio. The Bank maintasus allowance for possible loan losses, and manegeadjusts the general allowar
quarterly by charges to income in response to afmtgoutstanding loan balances.

The allowance for loan losses is evaluated on alaegoasis by management and is based upon manatgsnperiodic review of tt
collectability of loans in light of historical expence, the nature and volume of the loan portfolidverse situations that may affect
borrowers ability to repay, estimated value of any undedycollateral and prevailing economic condition&isTevaluation is inheren
subjective as it requires estimates that are stibtepo significant revision as more informatioedomes available. A loan or portion there:
charged-off against the allowance when managensntiatermined that losses on such loans are pelRétoveries on any loans chargéd-
in prior fiscal periods are credited to the allow@nit is the opinion of the Bank's management tiatbalance in the allowance for loan lo
as of December 31, 2011 is adequate to absorbg@éssses from loans currently in the portfolio.
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Table 17 presents the Bank’s internal watchlisidans classified as doubtful as of December 3112dhd 2010. Table 18 presents the Bank’
internal watchlist for loans classified as substaddhs of December 31, 2011 and 2010.

TABLE 17
Internal Watchlist Compositi-Doubtful
December 31, 201 December 31, 201

(In thousands) Amount Impairment Amount Impairment
Commercial and industrii $ - $ - $ - $ =
Construction and developme - - - -
Single family real estat - - - -
Multi-family real estat: - - - -
Owner occupied commercial real est - - - -
Non-owner occupied commercial real est 2,50( 54¢ - -
Consume - - - -

Totals $ 2,50C $ 54¢ $ - $ -
TABLE 18

Internal Watchlist Compositic-Substandarc
December 31, 201 December 31, 201

(In thousands Amount Impairment Amount Impairment
Commercial and industrii $ 341 $ 464 $ 1,792 % 337
Construction and developme 3,02( 653 3,32¢ 60
Single family real estat 7,604 1,087 10,89¢ 1,02(
Multi-family real estat 2,651 167 7,222 1,40(C
Owner occupied commercial real est 8,64¢ 663 6,01¢ 741
Non-owner occupied commercial real est 3,94: 1,394 6,034 165
Consumer 21 - 61 17

Totals $ 29,30 $ 4,42¢  $ 35,347 $ 3,74(C

Il The information listed in tables 17 and 18 refldw amount of the Bank’s loans net of any partiergeeff amount that has be
previously recordec

Il£ The Bank has one doubtful loan that was taken foteclosed asset status in February 2012. The Raakgedsff the amount ¢
impairment that was assigned as of December 311, @pan foreclosure

' During 2011, the Bank saw a decrease in the numbedollar volume of substandard loans. This was th part, to management be

more aggressive in moving substandard loans telmsed asset status. The Bank will continue itregsive stance toward the conver
of substandard loans until the Bank returns to eerhéstoric level of classified asse
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Table 19 presents Cornerstone's allocation of tbevance for loan losses as of December 31, 2001022009, 2008 and 2007.

TABLE 19
Allowance for Loan Losse
Years Ended December &
2011 2010 2009
Percent Percent Percent
of loans of loans of loans
by by by
category category category
(In thousands) to total to total to total
Balance at end of period applicable Amount loans Amount loans Amount loans
Commercial, financial and agricultut $ 482 13.9% $ 92t 17.9% $ 1,607 17.9%
Real estat— constructior 827 11.5% 3,23¢ 10.4€% 59t 14.1%%
Real estat— mortgage 2,51¢ 26.3%% 3,111 25.2(% 1,861 21.0&%
Real estat— commercial 3,557 47.08% 1,792 45.2% 1,76¢ 45.5%
Consumer 16 1.0(% 65 1.17% 74 1.25%
Totals $ 7,40( 100.0(% $ 9,132 100.00% $ 5,90¢ 100.0%
2008 2007
Percen Percen
of loans of loans
by by
category category
(In thousands) to total to total
Balance at end of period applicable Amount loans Amount loans
Commercial, financial and agricultut $ 4,95¢ 21.42% $ 9,48: 25.51%
Real estat+ constructior 1,43t 18.1%% 2,447 20.03%%
Real estat— mortgage 1,532 18.7%% 101 16.8%
Real estat— commercial 1,37¢ 40.1% 1,43¢ 35.9%
Consume 322 1.5€% 24¢€ 1.57%
Totals $ 9,61¢ 100.0% $ 13,71( 100.0(%

2 In recent years, Cornerstone has refined its atwedor loan and leases losses (“ALLItY) include measurements such as environm
factors for growth, environmental factors for reatate values, historical metrics and specific Ipeducts with increased levels of r
such as asset based lending. During 2011, manageetaived new appraisals on all impaired loansitgrethan $200 thousand. Wi
expensive, the action reassured management ofcamaae estimate of its impaired assets as of Deeefib, 2011. The Bank maintaine
1 year historic look-back as elected as of Decerithe2010. The Bank’methodology used to calculate allowance for loases require
a minimal loan loss provision for 2011 bringing tioéal ALLL balance as of December 31, 2011 to $Wilion. Management believes
allowance methodology is consistent with generaltgepted accounting principles and interagencycpdtatements published by
Bank's regulatory agencie
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Table 20 represents the scheduled maturities atifig and fixed interest rate loans in Cornerstortean portfolio as of December
2011 based on their contractual terms to matuditxerdrafts are reported as loans due in less tharyear.

TABLE 20
Less thar 1to5 Over
1 Year Years 5 Years Total
Floating Interest Rate Loar
Commercial, financial and agricultui $ 2,88: $ 58 § - 9 2,94C
Real estai-constructior 1,317 151 - 1,46¢
Real estai-commercial 8,02¢ 4,101 12: 12,25:
Real estat-mortgage 2,38t - 1,02¢ 3,41:
Consume| 47 - - 47
Total floating interest rate loal $ 14,65¢ $ 431C $ 1,151 $ 20,12(
Fixed Interest Rate Loan
Commercial, financial and agricultui $ 18,77: $ 14,57 $ 1,172 $ 34,51¢
Real estai-constructior 17,55¢ 11,35: 65€ 29,56:
Real estai-commercial 39,00¢ 57,82¢ 16,977 113,80¢
Real estat-mortgage 15,23¢ 29,20z 22,69 67,13(
Consume 31t 2,31¢ - 2,62¢
Total fixed interest rate loat $ 90,87¢ $ 11526! $ 4150 $ 247,64
Total loans $ 10553t $ 119,57 $ 4265;. $ 267,76

Table 21 presents Cornerstone's delinquent, asandal loans and troubled debt restructuring loansof December 31 for the five ye
indicated.

TABLE 21
Delinquent, No-Accrual and Troubled Debt Restructured Loz
2011 2010 2009 2008 2007

Ratio of nor-performing assets to total loa 9.8t% 9.27% 5.32% 1.8(% 0.45%
Ratio of delinquent (:-days or more) bt
Accruing loans to

Total loans 3.05% 0.81% 1.8(% 2.08% 1.12%

Total asset 1.97% 0.52% 1.2(% 1.71% 0.97%
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Actual for Years Ended December .

(In thousands
Accruing loans that are contractually past due 8@scr
more:

Commercial, financial and agricultui

Real estal-constructior

Real estal-commercial

Real estai-mortgage

Consume

Total loans

Non-accruing loans ¢-days or more
Commercial, financial and agricultut
Real estai-constructior
Real estat-commercial
Real estal-mortgage
Consume

Total loans

Troubled debt restructurings r
Included abovt
Total loans

2011 2010 2009 2008 2007

$ - $ - $ - $ - $ -
$ - 8 - $ - $ - $ -
$ 42 $ 75 $ 149 $ - % 124
1,622 = 2,77(C 1,18( 341

2,56 8,42¢ 2,25( 2,352 192

3,641 5,114 842 72C 28

14 18 - - -

$ 7,88:. $ 13,63 $ 7,36( $ 4,25; $ 68E
$ 2671 $ 94t $ 40¢ $ 37t % 68
$ 267,76 $ 285,24 $ 336,69: $ 338,09 $ 383,59:

Il The Bank experienced a decrease in its-accrual loans during 2011. The reduction was, arilyy the result of multiple large crec
being moved to foreclosed assets. Managementifzatis further reduction in naaecrual balances as several more large credits to

foreclosed assets during 20:

In addition to the Bank's loan rating system faslppem assets described above (see “Problem Loaheye), the Bank has established a
rating system for all categories of loans whichisissmanagement and the Board of Directors in deténg the adequacy of the Bar
allowance for loan losses. Each loan in the Bapé&lisfolio is assigned a rating which is reviewedrhgnagement periodically to ensure
continued suitability. An exception is made in tase of (i) monthly installment loans which areugred together by delinquency status sut
over 10, 30, 60, or 90 days past due and (ii) pobhssets which are rated as substandard, douttfiolss as discussed above. All other |

are assigned a rating of excellent, good, or awerag

|l The Bank has developed an internal loan watchiist identifies classified loans and assists managéim monitoring their potential ri
to Bank earnings. As of December 31, 2011, thekBeaul one loan graded as doubtful totaling appraséfy $2.5 million. The Bank al

had approximately $29.3 million in loans gradedssabdard and approximately $18.3 million gradedp&sial mentior
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Table 22 presents Cornerstone’s loan loss expexifandhe periods indicated.

TABLE 22
Loan Loss Reserve Analys
Years Ending December 3
(in thousands 2011 2010 2009 2008 2007

Average loans $ 273,52. $ 311,400 $ 363,14t $ 385,95 $ 353,27¢
Allowance for possible loan losst

Beginning of the perio $ 9,13 $ 590t $ 9,61¢ $ 13,71C  $ 4,25¢
Charge-offs for the period

Commercial, financial and agricultur 36 432 10,811 6,991 737

Real estat~ constructior 23z 1,26( 6,00¢ 434 84

Real estat— mortgage 1,61z 562 692 19¢ 0

Real estat— commercial 1,23¢ 2,30¢ 1,24¢ 21C 18C

Consumer 29 114 34C 151 74
Total charg-offs 3,14¢ 4,68¢ 19,09¢ 7,97¢ 1,07t
Recoveries for the perio

Commercial, financial and agricultu 94 282 35¢ 362 114

Real estat~ constructior 532 19 4 14 0

Real estat— mortgage 65 54 64 1 4

Real estat— commercial 25¢ 213 43 0 0

Consume 21 56 15 12 0
Total recoverie: 971 624 484 38¢ 11€

Net charg-offs for the perioc 2,17 4,064 18,61: 7,59( 957
Provision for loan losse 44~ 7,291 14,89¢ 3,49¢ 10,40¢
Adjustments 0 0 0 0 0
Allowance for possible loan losses, end of pe $ 7,40C $ 9,132 $ 590t $ 9,61¢ $ 13,71(

Ratio of allowance for loan losses to total aver
loans outstanding 2.71% 2.9% 1.65% 2.4% 3.8&%

Ratio of net charc-offs during the period t
average loans outstanding during the period 0.8(% 1.31% 5.13% 1.97% 0.27%

Intangibles- Cornerstone follows the provisions of Accountingar#tards Codification Topic 350, “Intangibles-Gooldiveind Other,”
concerning approximately $2.5 million in goodwilieated by the merger with the Bank of East Ridgeodwiill is tested annually f
impairment. If the carrying value of goodwill excdsethe implied fair value, a writgewn is recorded. No impairment loss was recognia
years prior to 2010. However, in 2010, manage’s annual impairment analysis revealed that the wdlodas fully impaired. Therefore, as
December 31, 2010 the goodwill recorded on theihgldompany’s balance sheet was written-off thronghinterest expense.
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In December 2005, Cornerstone completed the puech&agle Financial, Inc. and recorded an intdeg#sset of $848,916. Prior to J
2009, Eagle amortized a portion of the intangil@lehremonth. However, on June 30, 2009 the Bank jpgith Eagle from the holding compe
The transaction resulted in a writé-of the remaining intangible balance of approataly $229 thousand based on an appraisal of thi@ds
performed in conjunction with that transaction.

Sources of Funds

Overview-Time, money market, savings and demand depogtshar major source of the Baskfunds for lending and other investrr
purposes. All deposits are held by the Bank. Intadd the Bank obtains funds from loan principapayments and proceeds from sales of
participations and investment securities. Loanyepnts are a relatively stable source of fundsjemteposit inflows and outflows and sale
loan participations and investment securities agrificantly influenced by prevailing interest rafeeconomic conditions and the Baslkisse
and liability management strategies. Borrowingswsed on either a shagrm basis to compensate for reductions in thelahitity of othel
sources of funds or on a longer-term basis to reduerest rate risk.

Table 23 presents the Bank’s core vs. non-coreifignals of December 31, 2011 and 2010.

TABLE 23
Core and No-Core Funding
December 31, 201 December 31, 201
(In thousands Amount Percen Amount Percen
Core funding:
Noninteres-bearing demand depos $  43,99( 11.5% $  28,98( 7.1%
Interes-bearing demand depos 22,35 5.8% 24,83¢ 6.1%
Savings & money market accoul 46,857 12.2% 34,04 8.3%
Time deposits under $100,0 98,73¢ 25.8% 133,62¢ 32.6%
Total core funding 211,93« 55.2% 221,48 54.1%
Non-core funding:
Time deposits greater than $100( 102,107 26.6% 113,96¢ 27.&%
Securities sold under agreements to repurc 29,39! 7.7% 24,32 5.9%
Federal Home Loan Bank advances 40,00( 10.4% 50,00( 12.2%
Total non-core funding 171,49¢ 44.1% 188,29( 45.9%
Total $ 383,43 100.(% $ 409,77. 100.(%

Il£ The Banks total funding decreased from approximately $41bian as of December 31, 2010 to approximately $3agillion as o
December 31, 2011. The Bank not only reduceddteal fundings but it changed its mix of deposBgecifically, the Bank was able
increase transactional accounts by approximately i®illion while reducing certificates of deposity Bpproximately $47 million.
addition, the Bank reduced its Federal Home LoankBautstandings by $10 million as the fixed ratgaattes matured. These change
funding mix allowed the Bank to reduce its inter@gbense for 2011. Management believes therebeifurther interest expense saving
2012 as well. Finally, the Bank is contractualbfigated to pay off $5 million of FHLB advancesd612.

Deposits-The Bank offers several types of deposit accowmits, the principal differences relating to the nmmim balances required,
time period the funds must remain on deposit arditkerest rate. Deposits are obtained primaritynfthe Bank's Chattanooga, Tenne
MSA. The Bank does advertise for deposits outsidie area and has had moderate success attratdjugits from credit unions around
United States. The Bank does not rely upon anyleipgrson or group of related persons for a mdtpodion of its deposits. A principal sou
of deposits for the Bank consists of shigrm money market and other accounts, which atehhigsponsive to changes in market interest |
Accordingly, the Bank, like all financial institeins, is subject to shoterm fluctuations in deposits in response to custoattions due
changing shorterm market interest rates. The ability of the Bamlattract and maintain deposits and the Banlss afunds has been and \
continue to be significantly affected by money neargonditions.
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Table 24 presents the composition of depositshierBank, excluding accrued interest payable, bg fgp the years ended December 31, 2
2010 and 2009 (in thousands).

TABLE 24
Deposit Composition
Years Ended December 3

(In thousands) 2011 2010 2009
Demand deposit $ 43,99C $ 28,98( $ 41,97:
NOW deposits 22,35: 24,83« 26,53
Savings & money market depos 46,857 34,04 31,03(
Time deposits $100,000 and o 102,10° 113,96! 91,06¢
Time deposits under $100,000 98,73¢ 133,62t 214,14

Total Deposits $ 314,04. $ 33544 $ 404,74.

Table 25 presents a breakdown by category of teeage amount of deposits and the average rateopaiéposits for the periods indicated:

TABLE 25
Average Amount and Average Rate Paid on Dep
Years Ending December 3
2011 2010 2009

(In thousands) Amount Rate Amount Rate Amount Rate
Demand deposit $ 39,04: $ 39,10« $ 40,81¢
NOW deposit: 25,74: 0.3%% 32,33¢ 0.34% 27,86¢ 0.35%
Savings & money marki
deposits 38,89¢ 0.8&% 32,24( 0.8%% 35,26¢ 0.8€%
Time deposits 226,72( 1.6€% 281,25! 2.08% 256,55: 2.97%

Total Deposits $ 330,40: 1.44% $ 384,93: 1.8(% $ 360,50( 2.51%

Table 26 presents a breakdown as of December 31, 20the Bank’s scheduled maturity of time defsogn thousands):

TABLE 26
Balance:
Denominations less than $100,C
Three months or les $ 19,17
Over three but less than six mon 20,247
Over six but less than twelve mon 37,02
Over twelve month 22,29(
$ 98,73
Denomination greater than $100,0
Three months or les $ 22,271
Over three but less than six mon 11,21¢
Over six but less than twelve mon 36,37(
Over twelve month 32,24
$102,10°
Totals $200,84:
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Borrowings-The Bank joined the Federal Home Loan Bank of Qinati in October 2000. The Federal Home Loan Bahn& {(FHLB")
allows the Bank to borrow funds on a contractuaidanany times at rates lower than the costs @l loertificates of deposit. In addition,
FHLB has the ability to provide structured advantest best reduce or leverage the interest rakeafighe Bank. During 2011, the Be
reduced its FHLB borrowings by $10 million. The wetlon lowered the amount owed to the FHLB as ofd»eber 31, 2011, to $40 millic
The FHLB offers multiple products to assist barkshieir funding needs. The advances from the FH&BféDecember 31, 2011 are struct
as an obligation with a fixed rate with the majpuf loans incorporating an optional conversioratfioating rate after a stated period of ti
The loans have maturities ranging from May 201Jdauary 2017. As of December 31, 2011, the intesss on these loans ranged f
3.52% to 4.58%. The Bank has two Federal Fundsdfreredit available with correspondent banks veattotal availability of $9 million as
December 31, 2011. In addition, the Bank has thktio borrow from the FHLB and Federal ReservelBahnecessary, to supplement
supply of funds available for lending and to mespakit withdrawal requirements. As of December2Ri,1, Cornerstone had one loan tote
approximately $3 million priced at New York Primate plus 300 basis points with a floor of 6.50%e Téan was established to insert ca
infusions to the Bank to fund growth or retire segy stock, if any, as needed. See Note 10 of odited consolidated financial statements
additional information.

Cornerstone’s shoterm borrowings (borrowings which mature within thext fiscal year) consist primarily of federal fsnpurchased a
securities sold under agreements to repurchaserédedome Loan Bank (FHLB) advances, and otherdwarrgs. Information concerni
these short-term borrowings as of and for eachhef ytears in the thregear period ended December 31, 2011 is as follajadlafs ir
thousands):

TABLE 27
At December 31

2011 2010 2009
Amounts outstanding at ye-end:
Federal funds purchased and securities sold umgteements to
repurchasi $ 29,397 § 24328 $ 26,32
FHLB advance: 5,00( 10,00( 17,00(
Other borrowings 87C 1,67( 63t
Weighted average interest rates at -end:
Federal funds purchased and securities sold umggleements to
repurchasi 0.52% 0.56% 0.62%
FHLB advance: 4.11% 4.14% 4.16%
Other borrowings 6.5(% 6.25% 5.0(%
Maximum amount of borrowings at any mc-end:
Federal funds purchased and securities sold umpleements t
repurchas: $ 29397 $ 37,18 $ 27,88¢
FHLB advance: 10,00( 17,00( 17,00(
Other borrowings 1,62( 1,82( 4,55(
Average balances for the ye
Federal funds purchased and securities sold umpleements t
repurchas: $ 22806 $ 2251¢ $ 21,62
FHLB advance: 7,50( 16,41° 6,415
Other borrowings 99t 1,62( 1,07¢
Weighted average interest rates for the y
Federal funds purchased and securities sold unpleements to
repurchasi 0.55% 0.5€% 0.8(%
FHLB advance: 4.12% 4.15% 4.16%
Other borrowing: 6.2% 6.371% 4.31%
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Capital

Capital ResourcesStockholders average equity for 2011 and 2010 totaled $29llfomiand $29.8 million, respectively. As of Deceet
31, 2011, Cornerstong’actual stockholder equity totaled $35.2 millimmpared to $25.8 million as of December 31, 2019.0ADecemb
31, 2011 and 2010, the number of shares of Seriéyeferred Stock outstanding was 403,989 and 104 &&pectively. The number
common shares outstanding remained unchangedi,8% as of December 31, 2011 and December 3D, 201

Capital AdequacyCapital adequacy refers to the level of capitauiesgl to sustain asset growth and to absorb lo§3es.objective ¢
Cornerstones management is to maintain a level of capitalirathat is sufficient to take advantage of profieagrowth opportunities whi
meeting regulatory requirements. This is achievedniproving profitability by effectively allocatingesources to more profitable busin
improving asset quality, strengthening service ifpyadnd streamlining costs. The primary measusegilby management to monitor the re:
of these efforts are the ratios of actual equitjterage assets and actual equity to risk-adjwstsets.

The FDIC has adopted capital guidelines governirggdctivities of banks. These guidelines requieerttaintenance of an amount of ca|
based on risladjusted assets so that categories of assets wiémtfally higher credit risk will require more d&g backing than assets w
lower risk. In addition, banks are required to nteiim capital to support, on a risk-adjusted bagstain offbalance sheet activities such as
commitments. The capital guidelines classify capiti two tiers, referred to as Tier | and Tier Under riskbased capital requirements, ti
capital consists of Tier | capital, which is gedlgraommon shareholdes’equity less goodwill, and Tier I, which is priria Tier | capital plu:
a portion of the loan loss allowance. In deterngniisk-based capital requirements, assets arergssigskweights of 0% to 100%, depend
primarily on the regulatorily assigned levels oédit risk associated with such assets. li2ffance sheet items are considered in the calon
of risk-adjusted assets through conversion faastablished by regulators. The framework for calting riskbased capital requires bank:
meet the regulatory minimums of 4% Tier | and 8%altoisk based capital. In 1990, regulators addéelvarage computation to the car
requirements, comparing Tier | capital to totalrage assets less goodwill.

The Federal Deposit Insurance Corporation Improvendet of 1991 (“FDICIA”) established five capital categories for banks. Wnte
regulation defining these five capital categoriach bank is classified into one of the five catiegobased on its level of risgkased capital
measured by Tier | capital, total ritlased capital, and Tier | leverage ratios andupesrsisory ratings. Table 28 lists the five catég®io
capital and each of the minimum requirements fertthiee risk-based ratios.

TABLE 28
Minimum Requirements for Ri-Based Capital Ratic
Total Risk-Based Tier | Risk-Based
Capital Ratic Capital Ratic Leverage Rati(
Well capitalizec 10% or abov 6% or abov 5% or abov
Adequately capitalize 8% or abov 4% or abov 4% or abov
Under Capitalize: Less than 8¢ Less than 4¢ Less than 4¢
Significantly undercapitalize Less than 6¢ Less than 3¢ Less than 3¢
Critically undercapitalize: 2% or les

Consent Order

As of April 2, 2010, the date of the consent orddéwe Bank was deemed to be “adequately capitalizéithe adequately capitaliz
classification is the result of the Bank receivanfprmal enforcement action which prohibits a Bénakn being classified as “well-capitalized”
regardless of its capital ratios. Therefore, tle@iBcan not be classified as “well capitalizesfitil the Action Plans are lifted by the FDIC i
the TDFI. As of December 31, 2011 the Bank hadeasdd and surpassed the capital ratios as outlinéaki Action Plans. The Barsktapits
ratios as of December 31, 2011 were as follows:

Tier 1 leverage rati 8.04%
Tier 1 risk-based capital rati 11.79%
Total risk-based capital rati 12.99%

Liquidity- Of primary importance to depositors, creditors andilggrs is the ability to have readily availableds sufficient to repay ful
maturing liabilities. Cornerstong’liquidity, represented by cash and cash equitslda a result of its operating, investing andafiaing
activities. In order to ensure funds are availatlall times, Cornerstone devotes resources teg@iing on a monthly basis the amount of f
accessible. Liquidity requirements can also be tmetugh short-term borrowing or the dispositionsbbrtterm assets, which are gener
matched to correspond to the maturity of liabititie

46




The Bank’s liquidity target is measured by addimg cash, shoierm and marketable securities not pledged andlidigithis number by tot
deposits and short-term liabilities not securedabgets pledged. The BaaKiquidity ratio at December 31, 2011 was 21.7% HBank is nc
subject to any specific liquidity requirements irepd by regulatory orders. The Bank is subject h@awnee general FDIC guidelines which
concerned with funding sources and dependence ncon® deposits and does not require a specificrmimi level of liquidity. Manageme
believes its liquidity ratios and funding sourceseatnor exceed these guidelines.

Cornerstones liquidity is dependent on dividends from its ddlasy and capital contributions from its stockheis. Currently, the holdi
companys expenses are tied to debt service on one holdingpany loan totaling approximately $3 million asldareholder and relai
Securities and Exchange Commission required filieggense. The Bank is presently restricted fronsipgsup any dividends to the hold
company unless the Bank receives prior approvat fitee FDIC.

Management does not know of any other trends, ddspaommitments, events or uncertainties that rg8ult in or are reasonably likely
result in liquidity increasing or decreasing in angterial manner.

Table 29 presents the average loan to deposisratibquidity measure, for periods indicated:
TABLE 29

December 31, 201 December 31, 201
Average loans to average depo 82.7¢% 80.9(%

Off-Balance Sheet Arrangements
Cornerstone does not have any off-balance shesigements.
Critical Accounting Policies

Cornerstones accounting and reporting policies are in accardamith accounting principles generally acceptetheUnited States of Ameri
and conform to general practices within the bankimgustry. Our significant accounting policies atescribed in Note 1,Summary c
Significant Accounting Policies,to the consolidated financial statements and aegral to understanding the MD&A. Critical accoug
policies include the initial adoption of an accadngtpolicy that has a material impact on our finah@resentation as well as accoun
estimates reflected in our financial statements tbguire us to make estimates and assumptiong afetters that were highly uncertain at
time. Disclosure about critical estimates is reediif different estimates that Cornerstone reasigneduld have used in the current pe
would have a material impact on the presentatiorowf financial condition, changes in financial ciwh or results of operations. T
following is a description of our critical accoumgi policies.

Allowance for Loan Loss¢

The allowance for loan losses is established anohtaiaed at levels management deems adequate twbabsedit losses inherent in
portfolio as of the balance sheet date. The all@gas increased through the provision for loan l@ade losses and reduced through loar
lease chargeffs, net of recoveries. The level of the allowaig®ased on known and inherent risks in the plotfpast loan loss experien
underlying estimated values of collateral securiogns, current economic conditions and other factas well as the level of spec
impairments associated with impaired loans. Thicess involves our analysis of complex internal exigrnal variables and it requires
management exercise judgment to estimate an apat®atlowance.

Changes in the financial condition of individualrimwers, economic conditions or changes to ourmeggd risks could require us
significantly decrease or increase the level ofdli@vance. Such a change could materially impawrn€rstones net income as a result of
change in the provision for loan losses. Refeh&o“Problem Loans and Allowance for Loan Lossssttion within the MD&A for a discussi
of Cornerstone’s methodology of establishing thevednce as well as Note 1 in the notes to Corneessoconsolidated financial statements.
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Estimates of Fair Valu

Fair value is used on a recurring basis for ceréaisets and liabilities in which fair value is fw@mary basis of accounting. Cornerstane’
available for sale securities and cash surrendeea life insurance are measured at fair valuaaacurring basis. Additionally, fair value
used to measure certain assets and liabilities woneecurring basis. Cornerstone uses fair valua aonrecurring basis for foreclosed as
and collateral associated with impaired collategphendent loans. Fair value is also used in ceitajpairment valuations, includii
assessments of goodwill, other intangible assetdag-lived assets.

Fair value is the price that could be receivedeib @an asset or paid to transfer a liability in@uderly transaction between market particip:
Estimating fair value in accordance with applicabtzounting guidance requires that Cornerstone raakember of significant judgmer
Accounting guidance provides three levels of failue. Level 1 fair value refers to observable mapteees for identical assets or liabiliti
Level 2 fair value refers to similar assets oriliibs with observable market data. Level 3 faatue refers to assets and liabilities where m.
prices are unavailable or impracticable to obtan dimilar assets or liabilities. Level 3 valuaorequire modeling techniques, suct
discounted cash flow analyses. These modeling tgeba incorporate Cornerstoseassessments regarding assumptions that r
participants would use in pricing the asset orligality.

Changes in fair value could materially impact oumehcial results. Refer to Note 13, “Fair Value @désures,” in the notes to Cornerstane’
consolidated financial statements for a discussfadhe methodology in calculating fair value.

Goodwill

Cornerstones policy is to assess goodwill for impairment onaamual basis or between annual assessments Vieaih @curs or circumstant
change that would more likely than not reduce tievalue of goodwill below its carrying amount.pgairment is a condition that exists wl
the carrying amount of goodwill exceeds its implfed value. As more fully described in Note 7, “@ilwill,” in the notes to Cornerstorse’
consolidated financial statements, Cornerstonerdecba full goodwill impairment during 2010.

Income Taxe

Cornerstone is subject to various taxing jurisdicsi where Cornerstone conducts business. Cornersgiimates income tax expense base
amounts expected to be owed to these jurisdicti@Qusnerstone evaluates the reasonableness of faatieé tax rate based on a cur
estimate of annual net income, tax credits, noafiexincome, nomleductible expenses and the applicable statutoryati®s. The estimat
income tax expense or benefit is reported in thesolidated statements of income.

The accrued tax liability or receivable represehtsnet estimated amount due or to be received feonjurisdictions either currently or in
future and are reported in other liabilities oragtlassets, respectively, in Cornerstenednsolidated balance sheets. Cornerstone assbe
appropriate tax treatment of transactions anddfilpositions after considering statutes, regulatigundicial precedent and other pertir
information and maintains tax accruals consisteith wianagemens$’ evaluation. Changes in the estimate of accruesstaccur periodical
due to changes in tax rates, interpretations oflaas, the status of examinations by tax authariiad newly enacted statutory, judicial
regulatory guidance that could impact the relathearits of tax positions. These changes, if or withy occur, could impact accrued taxes
future tax expense and could materially affectfmancial results.

Cornerstone periodically evaluates uncertain tasitpms and estimates the appropriate level ofréeerves related to each of these posit
Additionally, Cornerstone evaluates its deferreddasets for possible valuation allowances basetth@amounts expected to be realized.
evaluation of uncertain tax positions and defeteedassets involves a high degree of judgment ahfkstivity. Changes in the results of th
evaluations could have a material impact on ouwarfaial results. Refer to Note 9, “Income Taxes,tha notes to Cornerstorsetonsolidate
financial statements for more information.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES A BOUT MARKET RISK
Interest Rate Sensitivi

The Bank’s Asset Liability Management Committee I(@0") is responsible for making decisions regarding tliyi and funding solutior
based upon approved liquidity, loan, capital andegtment policies. The ALCO must consider intemadé sensitivity and liquidity ri
management when rendering a decision on fundingtieak and loan pricing. To assist in this proctss Bank has contracted with
independent third party to prepare quarterly reptitat summarize several key adidtility measurements. In addition, the third tyawill
also provide recommendations to the BankLCO regarding future balance sheet structurmiegs and liquidity strategies. The following
a brief discussion of the primary tools used byAh€O to perform its responsibilities:
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'Y Earnings at Risk Mod

The Bank uses an earnings at risk model to anahjeeest rate risk. Forecasted levels of earnssgts, interest-bearing liabilities, and off-
balance sheet financial instruments are combindid AlLCO forecasts of interest rates for the nexiridhths and are combined with ot
factors in order to produce various earnings sitiaia.

At December 31, 2011, the Baskéarnings at risk model demonstrated that the Beaswithin its policy limits for a 200 or 300 bagioin
change in interest rates. The policy limits haverbestablished by the Directors ALCO committee amdcalculated and reported quarterly.

|l Economic Value of Equit

The Bank’s economic value of equity model measthesextent that estimated economic values of thekBaassets and liabilities w
change as a result of interest rate changes. Edonaiues are determined by discounting expectsti fiaws from assets and liabiliti
which establishes a base case economic value afequ

As of December 31, 2011, the Baskéconomic value of equity model demonstratedttimBank was within its policy limits for a 200 80C
basis point change in interest rates. The poligytéi have been established by the Directors ALC@rodtee and are calculated and repc
quarterly.

2 Liquidity Analysis
The Bank uses a liquidity analysis model to exantiirgecurrent liquidity position and analyze thegudial sources of coverage in the e
of a liquidity crisis. The following is a brief deription of the key measurements contained iratfaysis:

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

As of December 31, 2011, the Baskegular liquidity measurements indicated thatlitpeidity position was within policy limits. Thegticy
limits have been established by the Directors AL&@@hmittee and are calculated and reported quarterly

Basic Surplus-The basic surplus ratio is used to determine tiraber of times nomwbligated assets could be used to meet immedaaity
needs.

As of December 31, 2011, the Baslasic surplus measurement indicated that the Baskwithin policy limits. The policy limits havesbr
established by the Directors ALCO committee andcateulated and reported quarterly.

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

As of December 31, 2011, the Basldependency ratio measurement indicated thatutrent position was within policy limits. The pof
limits have been established by the Directors AL&@mittee and are calculated and reported quarterly

Il Leverage Analysis

The leverage analysis examines the potential ofingtéution to absorb additional debt. The keyasw@ements included in this analysis
the Bank’s Tier 1 capital, leverage and total cdpitios.

[l2 Balance Sheet Analytic
Balance sheet analytics involve an in depth exationaf the balance sheet structure, including ifigation of structure and most rec
pricing practices. This review uses trend analysisompare previous balance sheet positions. Th&/sis enables the ALCO to revi
significant changes in the Bank’s loan and secuyndstfolios as well as the Bank’s deposit compositi

Like any forecasting technique, interest rate satioh modeling is based on a large number of asgan®p In this case, the assumptions r¢
primarily to loan and deposit growth, asset andililg prepayments, interest rates and balance tsiieemagement strategies. Managet
believes that both individually and in the aggregae assumptions are reasonable. Neverthelessinthéation modeling process produces
a sophisticated estimate, not a precise calculai@xposure.
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Il The majority of the Bank’s loans are indexed toRiine rate as published The Wall Street JournalThese variable rate loans conta
provision stating that an interest rate floor rauggfrom 4.0% to 7.5% exists. Almost all of the Bankariable rate loans have reprice
the interest rate floors. The B¢ s interest rate model estimates the most likely aajustment scenari

Impact of Inflation and Changing PriceFhe financial statements and related financial gatsented herein have been prepare
accordance with U.S. generally accepted accoumtiimgiples, which require the measurement of tharitial position and operating result
terms of historical dollars without considering tbkanges in the relative purchasing power of mooegr time and due to inflatic
Management is primarily concerned with two inflaoy factors: The first, and most common, factathis general impact of inflation on -
operations of Cornerstone and is reflected in meed operating costs. The second, and more matertak Banks profitability, factor i
interest rate adjustments by the Federal Reserddhengeneral fixed income market in reaction ftation. In other words, interest rate ri
unlike most industrial companies, substantially &g Cornerstone because virtually all of the asmed liabilities of Cornerstone are mone
in nature. As a result, interest rates may haveoeemignificant impact on Cornerstoegderformance than the effects of general leve
inflation. Interest rate fluctuations do not neeeig move in the same direction or in the same mitage as the price of goods and services
each issue must be dealt with independently.
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANC IAL REPORTING

The management of Cornerstone is responsible fabkshing and maintaining adequate internal cdrdver financial reporting. Intern
control over financial reporting is defined in Rdiga-15(f) or 15dt5(f) promulgated under the Exchange Act as a podesigned by, or unt
the supervision of, Cornerstone’s principal exa@itand principal financial officers and effected Byrnerstones board of director
management and other personnel, to provide reakoaasurance regarding the reliability of financégorting and the preparation of finan
statements for external purposes in accordancegeitierally accepted accounting principles and ohetuthose policies and procedures that:

o Pertain to the maintenance of records that in ressle detail accurately and fairly reflect the sactions and dispositions
Cornerston’s assets

« Provide reasonable assurance that transactionseemeded as necessary to permit preparation ohdiaa statements in accorda
with generally accepted accounting principles, tivad Cornerstoneg’receipts and expenditures are being made ordgdardance wit
authorizations of Cornerstc’s management and directors; ¢

« Provide reasonable assurance regarding preventibmely detection of unauthorized acquisition, wselisposition of Cornersto’s
assets that could have a material effect on tlenéiial statement:

All internal control systems, no matter how welkidgmed, have inherent limitations. Therefore, etr@se systems determined to be effe
can provide only reasonable assurance with respdictancial statement preparation and presentation

Cornerstones management has assessed the effectivenessrafintentrols over financial reporting as of DecemB1, 2011. In making tt
assessment, it used the criteria set forth by tbmmittee of Sponsoring Organizations of the Tread@ammission (COSO) inlfiterna
Control-Integrated Framework.”

Based on this assessment management believesathaf, December 31, 2011, Cornerstangiternal control over financial reporting \
effective based on those criteria.

This annual report does not include an attestatéport of Cornerstone’ registered public accounting firm regarding inggrcontrol ove

financial reporting. Management’s report was nobjsct to attestation by Cornerstosefegistered public accounting firm pursuan
transitional rules of the Securities and Exchangmm@ission that permit Cornerstone to provide ondnagemens report in this annual repo
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Report of Independent Registered Public Accounfimm

To the Stockholders and
Board of Directors

Cornerstone Bancshares, Inc.

Chattanooga, Tennessee

We have audited the accompanying consolidated balaheets of Cornerstone Bancshares, Inc. anddgatysiCompany) as
December 31, 2011 and 2010, and the related cdasedl statements of operations, changes in stadégdequity, and cash flows for eacl
the three years in the period ended December 3ll1.2lhese financial statements are the respongilofithe Company management. C
responsibility is to express an opinion on thesarftial statements based on our audits.

We conducted our audits in accordance with thedstats of the Public Company Accounting OversighaiBlo(United States). Thc
standards require that we plan and perform thet aodibtain reasonable assurance about whethdimidugcial statements are free of mate
misstatement. The Company is not required to hasewere we engaged to perform, an audit of itsrivdl control over financial reportir
Our audits included consideration of internal cohtiver financial reporting as a basis for desigranidit procedures that are appropriate il
circumstances, but not for the purpose of exprgsaimopinion on the effectiveness of the Compaimyternal control over financial reporti
Accordingly, we express no such opinion. An autfibancludes examining, on a test basis, evidenpparting the amounts and disclosure
the financial statements, assessing the accouptimgiples used and significant estimates made byagement, as well as evaluating
overall financial statement presentation. We belithat our audits provide a reasonable basis foopimion.

In our opinion, the consolidated financial statetaeeferred to above present fairly, in all materéspects, the financial position
Cornerstone Bancshares, Inc. and subsidiary asoéber 31, 2011 and 2010, and the results of tipeirations and their cash flows for €
of the three years in the period ended Decembe2(l1, in conformity with United States generaltgepted accounting principles.

/sl Hazlett, Lewis & Bieter, PLLC
Chattanooga, Tennessee
March 29, 2012
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

CONSOLIDATED BALANCE SHEETS

December 31, 2011 and 2010

ASSETS

Cash and due from ban
Interes-bearing deposits at other financial institutit

Total cash and cash equivale

Securities available for sa

Securities held to maturity (fair value approxinsa$20,484 at 2011 and $98,388 at 2(
Federal Home Loan Bank stock, at ¢

Loans, net of allowance for loan losses of $7,400jd 2011 and $9,132,171 in 20
Bank premises and equipment,

Accrued interest receivab

Foreclosed asse

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

Total deposit:
Accrued interest payab
Federal funds purchased and securities sold unpieements to repurcha
Federal Home Loan Bank advances and other borra
Other liabilities
Total liabilities

Stockholders' equity

Preferred stock - no par value; 2,000,000 sharésened; 403,989 and 114,540 shares issued and

outstanding in 2011 and 2010, respecti\

Common stock - $1.00 par value; 20,000,000 sharé®ezed in 2011 and 2010; 6,709,199 shares

issued in 2011 and 2010; 6,500,396 shares outsigidi2011 and 201
Additional paic-in capital
Retained defici
Accumulated other comprehensive income
Total stockholders' equity

Total liabilities and stockholders' equity

The Notes to Consolidated Financial Statementsmiategral part of these statements.
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2011 2010
$ 1,660,200 $  1,490,03
37,222,48 21,491,92
38,882,69 22,981,95
86,057,43 108,250,43
68,64: 95,70:
2,322,901 2,322,901
260,364,56 276,114,61
5,712,00: 8,047,37!
1,327,45: 1,326,48
18,523,96 12,808,83
9,395,72. 9,551,12.
$ 42265538 $ 44149941
$ 43,989,94 $ 28,980,04
22,353,38 24,834,21
46,857,11 34,041,67
200,841,49 247,591,16
314,041,94 335,447,09
110,70: 176,76
29,390,81 24,325,37
43,045,00 54,715,00
858,62 1,016,03:
387,447,07 415,680,26
9,899,54 2,727,42.
6,500,39 6,500,39
21,316,43 21,237,29
(3,627,20) (4,317,13)
1,119,13! (328,83))
35,208,30 25,819,15

$ 422,655,388 $ 441,499,41




CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF OPERATIONS
Years Ended December 31, 2011, 2010 and 2009

INTEREST INCOME
Loans, including fee
Securities and intere-bearing deposits at other financial institutic
Federal funds sol

Total interest incom

INTEREST EXPENSE
Time deposit:
Other deposit
Federal funds purchased and securities sold urgteements to repurcha
Federal Home Loan Bank advances and other borr@wing

Total interest expense
Net interest income before provision for loan I
Provision for loan losse
Net interest income after provision for loan los
NONINTEREST INCOME
Customer service fe¢
Other noninterest incorr
Net gains from sale of securiti
Net gains from sale of loans and other as
Total noninterest incom
NONINTEREST EXPENSE:!
Salaries and employee bene
Net occupancy and equipment expe
Depository insuranc
Impairment of goodwil
Foreclosed assets, r
Other operating expens
Total noninterest expens
Income (loss) before income tax expense (ber
Income tax expense (benel

Net income (loss

Preferred stock dividend requireme
Accretion on preferred stock discot

Net income (loss) available to common stockholders

EARNINGS (LOSS) PER COMMON SHAR
Basic
Diluted

2011 2010 2009
18,128,90 $ 21,49812 $ 24,402,10
2,311,69 3,633,36 1,895,22:
53,13¢ 79,94 11,09¢
20,493,73 25,211,42 26,308,42
3,767,58: 5,838,57. 7,608,74
424,38 379,81 400,39
125,53¢ 127,30¢ 173,644
2,044,36 2,856,12! 3,006,59:
6,361,86i 9,201,81. 11,189,38
14,131,86 16,009,61 15,119,04
445,00 7,291,001 14,898,89
13,686,86 8,718,61. 220,14
868,93 1,272,89: 1,630,38
71,54: 90,26¢ 96,83¢
107,41 1,698,131 399,75
134,99° 19,63: 200,08:
1,182,88 3,080,92! 2,327,06:
6,117,06: 6,194,50. 6,970,28;
1,431,86: 1,501,50. 1,547,631
1,052,59. 1,287,67! 1,198,93
- 2,541,47! -
1,922,98: 2,789,70: 2,570,58.
3,126,99: 3,727,49: 3,774,45.
13,651,50 18,042,36 16,061,88
1,218,25; (6,242,81)  (13,514,67)
188,20( (1,535,29) (5,336,04))
1,030,05: (4,707,52) (8,178,63)
651,11¢ 34,46 -
36,71¢ - -
34221t $ (4,741,98) $ (8,178,63)
0.0 $ 079 $ (1.26)
0.0¢ (0.79) (1.26)
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERBQUITY
Years Ended December 31, 2011, 2010 and 2009

BALANCE, December 31, 200
Stock compensation exper
Dividends- $0.10 per common sha
Dividends of common stoc

Comprehensive los:
Net loss

Other comprehensive income, net of t
Unrealized holding gains (losses) on
securities available for sale, net of
reclassification adjustment

Total comprehensive loss

BALANCE, December 31, 200
Stock compensation exper
Issuance of Series A Convertible Preferred S
Preferred stock dividenc

Comprehensive los:
Net loss

Other comprehensive income, net of t
Unrealized holding gains (losses) on
securities available for sale, net of
reclassification adjustment

Total comprehensive loss

BALANCE, December 31, 2010

Accumulatec

Additional Other Total
Comprehensiv Paic-in Retainec Comprehensiv  Stockholders
Income Capital Earnings (Deficit Income Equity
- $ 6,319,711 $ 20,311,63 $ 10,056,68 $ (186,52°) $ 36,501,50
- - 216,60( - - 216,60(
- = - (638,067 - (638,06
= 180,67¢ 634,44 (815,12¢) - -
$ (8,178,63) - - - (8,178,63) - (8,178,63)
(63,930) - = - = (63,930) (63,930)
$  (8,242,56)
- 6,500,391 21,162,68 424,85: (250,45’) 27,837,417
- - 74,61: - - 74,61
2,727,42 - - - - 2,727,42
- z - (34,469 2 (34,469
$ (4,707,52) - - - (4,707,52) - (4,707,52)
(78,379) . - . - (78,375 (78,379
$  (4,785,89)
$ 272742, $ 6,500,390 $ 2123729 $  (4,317,13) $  (328,83) $ 25,819,15

The Notes to Consolidated Financial Statementsiaiategral part of these statements.

56

(continued on next page)




CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERBQUITY

Years Ended December 31, 2011, 2010 and 2009

(continued from previous page)

Accumulatec

Additional Other Total
Comprehensiv Preferrec Common Paic-in Retainec Comprehensiv  Stockholders
Income Stock Stock Capital Earnings (Deficit Income Equity
BALANCE, December 31, 201 $ 2,727,42. $ 6,500,391 $ 21,237,29 $ (4,317,13) $ (328,83) $ 25,819,15
Stock compensation exper - - 79,14( - - 79,14(
Issuance of Series A Convertible Preferred
Stock 7,135,40: - - - - 7,135,40:
Preferred stock dividenc - - - (303,419 - (303,41)
Accretion on preferred stoc 36,71¢ - - (36,71%) - -
Comprehensive incom
Net income $ 1,030,05: - - - 1,030,05: - 1,030,05:
Other comprehensive income, net of tax:
Unrealized holding gains (losses) on
securities available for sale, net of
reclassification adjustment 1,447,97 - - - - 1,447,971 1,447,971
Total comprehensive income $ 2,478,002
BALANCE, December 31, 2011 $ 9,899,554 $ 6,500,391 $ 21,316,43 $ (3,627,20) $  1,119,13' $ 35,208,30

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

CONSOLIDATED STATEMENTS OF CASH FLOWS
Years Ended December 31, 2011, 2010 and 2009

CASH FLOWS FROM OPERATING ACTIVITIES
Net income (loss $
Adjustments to reconcile net income (loss) to rmeshcprovided by operating
activities:
Depreciation and amortizatic
Impairment of goodwil
Provision for loan losse
Stock compensation exper
Gain on sales of securiti
Loss on sales and wr-downs of foreclosed assets, loans, and other &
Deferred income taxe
Changes in other operating assets and liabili
Net change in loans held for si
Accrued interest receivab
Accrued interest payab
Other assets and liabiliti¢

Net cash provided by operating activit

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from security transactio
Securities available for sa
Securities held to maturii
Purchase of securities available for ¢
Purchase of Federal Home Loan Bank st
Loan originations and principal collections,
Purchase of bank premises and equipr
Proceeds from sale of foreclosed assets and cgkets

Net cash provided by (used in) investing activities

CASH FLOWS FROM FINANCING ACTIVITIES
Net (decrease) increase in depo
Increase (decrease) in federal funds purchasegemdities sold under agreement
repurchasi
Repayment of Federal Home Loan Bank adval
Net (repayments) borrowings of other borrowi
Payment of dividend
Issuance of preferred sto

Net cash (used in) provided by financing activi

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENT

CASH AND CASH EQUIVALENTS, beginning of year

CASH AND CASH EQUIVALENTS, end of year $

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATIC
Cash paid during the period for inter $
Cash paid during the period for taxes

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

2011 2010 2009
1,030,05. $ (4,707,52) (8,178,63)
510,28 555,23 958,43

- 2,541,47 ;
445,00 7,291,001 14,898,89
79,14( 74,61 216,60
(107,419 (1,698,13) (399,75

1,458,79 1,448,50i 1,627,16:
110,92; (1,012,91) 1,301,14:
262,75( (43,500) 582,00

(979) 194,21¢ 250,39:
(66,05¢) (174,599 (118,22

(1,000,40) 5,641,35. (5,089,68)
2,722,08 10,109,73 6,048,34.
43,761,76 127,818,22 36,851,91
27,56( 40,11 33,53

(19,160,61)  (110,123,95)  (117,340,10)

- (93,700) (41,700)

3,868,60. 37,003,77 18,247,17
(123,67 (835,00) (310,119
5,982,63: 7,094,14; 4,119,88
34,356,37 60,903,58 (58,439,40)

(21,405,14)  (69,295,02) 78,158,89
5,065,43; (1,996,51) (9,468,36)

(10,000,00)  (17,000,00) -
(1,670,00) (635,001() 1,100,001
(303,41 (34,467) (1,094,65)
7,135,40; 2,727,42 -

(21,177,71)  (86,233,57) 68,695,87
15,900,73 (15,220,25) 16,304,81
22,981,95 38,202,20 21,897,39
38,882,609 $ 22,981,95 $ 38,202,20
6,427,920 $ 9,376,41 $ 11,307,60
44.60( 500,00 180,35(
11,300,88 $ 10,64577 $ 14,156,24
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2011, 2010 and 2009

Note 1. Summary of Significant Accounting Polic

The accounting and reporting policies of Cornerst@ancshares, Inc. and subsidiary (Cornerstonefjooanwith United State
generally accepted accounting principles (GAAP) anattices within the banking industry. The Finahdccounting Standar
Board (FASB) has adopted the FASB Accounting StedslaCodification (ASC) as the single source of atithtive
nongovernmental GAAP. Rules and interpretive relsasf the Securities and Exchange Commission (SE€)also sources
authoritative GAAP for SEC registrants. The pokcithat materially affect financial position and uks of operations a
summarized as follows:

Nature of operations:

Cornerstone is a bartielding company which owns all of the outstandirmgmmon stock of Cornerstone Community Bank
Bank). The Bank provides a variety of financialvéees through five full service branch locationsGhattanooga, Tennessee a
loan production office in Dalton, Georgia. The Bankrimary deposit products are demand depositangs accounts, al
certificates of deposit. Its primary lending prottuare commercial loans, real estate loans, andllimgnt loans. The Bank owr
and operated a subsidiary, Eagle Financial, Inagi®, a finance and factoring company. On Decerip2011, the Bank electec
transfer the operations, assets and liabilitieSagfle into the Bank. At the time of the transfbg &ssets of Eagle were approxime
$3.7 million and liabilities were approximately $&thousand. The transfer allowed the Bank to comliire operations of Eay
with the Banks asset based lending department. As a resulBahk formed Eagle Financial, a division of Cornengt Communit
Bank. The Bank still retains the subsidiary in ldgam in an inactive status.

Principles of consolidation:

The consolidated financial statements include ttemants of Cornerstone, the Bank and Eagle. Allentintercompany accoul
and transactions have been eliminated in consaialat

Goodwill:

Goodwill represents the excess of the cost of Gstares 1997 purchase of the net assets of the Bank sif Eiglge over tF
underlying fair value of such net assets at the défcquisition. Cornerstone applies the provisiohASC Topic 350, “Intangibles-
Goodwill and Other,"which requires that goodwill and other intangibésets deemed to have an indefinite life not be tireck
Goodwill is tested annually for impairment. If tharrying value of goodwill exceeds the fair valaewrite<down is recorded. S
Note 7 for further discussion regarding goodwill.

Use of estimates:

In preparing financial statements in conformity twdiccounting principles generally accepted in thetddl States of Americ
management is required to make estimates and aisasthat affect the reported amounts of asseddiahilities as of the date
the balance sheet and reported amounts of revameeexpenses during the reporting period. Actusdlte could differ from tho:
estimates. Material estimates that are particulsulsceptible to significant change in the near teglate to the determination of -
allowance for loan losses, the valuation of defbtex assets, other-thaemporary impairments of securities, and the falug o
financial instruments.

Significant group concentrations of credit risk:

Most of Cornerstoneg’activities are with customers located in middid aeastern Tennessee. The types of securitie€traerston
invests in are included in Note 4. The types oflieg Cornerstone engages in are included in No@o®nerstone does not have
significant concentrations to any one industry ustomer.

Commercial real estate, including commercial cartgion loans, represented 54 percent of the loatigho at December 31, 201
and 52 percent of the loan portfolio at December2810.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2011, 2010 and 2009

Note 1. Summary of Significant Accounting Policies (contl
Securities:

Debt securities are classified as held to matuvitgn the Bank has the intent and ability to hokl dkcurities to maturity. Securit
held to maturity are carried at amortized cost. @heortization of premiums and accretion of discewente recognized in inter
income using methods approximating the intereshotebver the period to maturity.

Debt securities not classified as held to matuaity classified as available for sale. Securitiesilable for sale are carried at !
value, with unrealized gains and losses excluderh fearnings and reported in other comprehensiveniec Realized gains a
losses on securities available for sale are indudether income and, when applicable, are redaatea reclassification adjustmi
net of tax, in other comprehensive income. Gaing lasses on sales of securities are determined) ub specifiddentificatior
method. Purchase premiums and discounts are remsmjmn interest income using the interest methodr diie terms of tt
securities.

The Bank conducts a regular assessment of itsisesyportfolio to determine whether any are ottiemtemporarily impaired. |
estimating other-thatemporary impairment losses, management considemsng other factors, the length of time and exte
which the fair value has been less than cost,itta€ial condition and near term prospects of ¢seér, and the intent and ability
the Bank to retain its investment for a period iofiet sufficient to allow for any anticipated recoyeiThe term “other-than-
temporary” is not intended to indicate that thelidecis permanent, but indicates that the prospiecta nearterm recovery of vall
is not necessarily favorable, or that there isci & evidence to support a realizable value etual greater than the carrying ve
of the investment. Once a decline in value foreatdsecurity is determined to be other-than-tempotthe other-thanemporar
impairment is separated into (a) the amount oftdted other-thartemporary impairment related to a decrease in flasls expecte
to be collected from the debt security (the créalis) and (b) the amount of the total other-tkemporary impairment related to
other factors. The amount of the total other-ttemporary impairment related to the credit losseisognized in earnings. T
amount of the total other-than-temporary impairnretdated to all other factors is recognized in ottemprehensive income.

Federal Home Loan Bank stock:

Cornerstone, as a member of the Federal Home Laak B-HLB) system, is required to maintain an itiresnt in capital stock
the FHLB. Based on redemption provisions of the BHthe stock has no quoted market value and isechiat cost. At it
discretion, the FHLB may declare dividends on ttuels Management reviews for impairment based enuitimate recoverabili
of the cost basis in the FHLB stock.

Loans:

Cornerstone grants mortgage, commercial and consiozes to customers. A substantial portion ofltdan portfolio is represent
by real estate loans secured by properties lodatéthattanooga, Tennessee and surrounding areasafility of Cornerstone’
debtors to honor their contracts is somewhat degrenoh the real estate and economic conditionisage areas.

Loans that management has the intent and abilityotd for the foreseeable future or until matuse stated at unpaid princi
balances, less the allowance for loan losses andeferred loan fees and costs. Mortgage loansnattigd and intended for sale
the secondary market are carried at the lower sif aoestimated market value in the aggregate.

Interest income is accrued based on the unpaidipehbalance. Loan origination and commitment fesswell as certain dire
origination costs, are deferred and amortized g&eld adjustment over the lives of the related basing the interest meth
Amortization of deferred loan fees is discontinugten a loan is placed on nonaccrual status.

The accrual of interest on mortgage and commeladals is discontinued at the time the loan is 9@ dsst due unless the cred
well-secured and in process of collection. Credit caath$ and other consumer loans are typically chaoffetb later than 120 da
past due. Past due status is based on contraetuad of the loan. In all cases, loans are placedamaccrual or charged off at
earlier date if collection of principal or interéstconsidered doubtful.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2011, 2010 and 2009

Note 1.

Summary of Significant Accounting Policies (contaal
Loans: (continued)

All interest accrued but not collected for loanatthre charged off is reversed against interesinirec The interest on these loar
accounted for on the cash-basis or gestvery method, until qualifying for return to acal. Loans are returned to accrual st
when all the principal and interest amounts comdraty due are brought current and future paymargseasonably assured.

A troubleddebt restructuring (TDR) is a loan that the Bank geanted a concession to the borrower, which waatdbtherwise
considered due to the borrower experiencing firardifficulty. If a loan is in nonaccrual statusfiee it is determined to be a TC
then the loan remains in nonaccrual status. TDRdada nonaccrual status may be returned to acstaals if there has been at I
a six month sustained period of repayment perfonmadoy the borrower. When the Bank modifies the seofran existing loan that
not considered a TDR, the Bank accounts for tha loadification as a new loan if the terms of thevriean resulting from tr
refinancing or restructuring are at least as favieréo the Bank as the terms for comparable loamgher customers with similar ri
characteristics who are not undergoing a refinanpoinrestructuring and the modifications are mbantminor.

Allowance for loan losses:

The allowance for loan losses is maintained awval lfhat management believes to be adequate tokapsobable losses in the Ic
portfolio. Loan losses are charged against thevaliwe when management believes that the full daltéitty of the loan is unlikel
As such, a loan may be partially charggfiafter a "confirming event" has occurred whidnees to validate that full repaym
pursuant to the terms of the loan is unlikely. Sufoent recoveries are credited to the allowance.

Managemens determination of the adequacy of the allowancddsed on an evaluation of the portfolio, currecor@mi
conditions, volume, growth, composition of the Iqaortfolio, homogeneous pools of loans, risk radindg specific loans, historic
loan loss factors, loss experience of various Begments, identified impaired loans, and otherfactelated to the portfolio. Tt
evaluation is performed at least quarterly andniseiently subjective, as it requires material estén that are susceptible
significant change including the amounts and timofhfuture cash flows expected to be received gnimpaired loans.

As part of managemest’ quarterly assessment of the allowance, managerdentdes the loan portfolio into fi
segments: commercial real estate-mortgage (insludener-occupied and all other), consumer reateestartgage, constructit
and land development, commercial and industriad, @nsumer and other. Each segment is then ambfaeh that a specific a
general allocation of the allowance is estimatedetrh loan segment.

The general component involves the use of a histods model to estimate future losses. The miodéides each of the five lo
portfolio segments and utilizes the incurred losses the last twelve months to estimate futuredss The historic loss percente
derived from this model are then applied to thestaunding norimpaired loan balance for each loan category. ameunts for eac
loan category are then summed to determine the maihodloan and lease loss allowance required.

The estimated general loan loss allocation fofiadl loan portfolio segments is then adjusted famagemens estimate of probat
losses for several environmental factors. The atioo for environmental factors is particularly gdtive. This amount represe
estimated probable inherent credit losses whicktelzut have not yet been identified, as of thamat sheet date, and is based
quarterly trend assessments in delinquent and eamacloans, unanticipated chargfs, credit concentration changes, preva
economic conditions, changes in lending personrpkrence, changes in lending policies, or procesiand other influenci
factors. These environmental factors are consitiédoe each of the loan segments, and the genelalvaice allocation,
determined by the processes noted above for eanpament, is increased or decreased based on ttegriantal assessment of th
various environmental factors.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2011, 2010 and 2009

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

The Banks allowance for loan losses includes a specifmcation for loans classified as impaired. In asisgsthe adequacy of t
allowance, Cornerstone considers the results ofoogoing independent loan review process. Coroeestindertakes this proc
both to ascertain whether there are loans in thréfigtio whose credit quality has weakened over tiamel to assist in the ovel
evaluation of the risk characteristics of the entioan portfolio. Cornerstore’loan review process includes the judgmet
management, independent loan reviewers, and revibatss may have been conducted by thpedty reviewers. Cornerstc
incorporates relevant loan review results in trenlgnpairment determination. For each impaired Joaanagement determines
impaired amount and assigns a specific reservaddiition, regulatory agencies, as an integral gittieir examination process, v
periodically review Cornerstore’allowance for loan losses, and may require tmepemy to record adjustments to the allow:
based on their judgment about information availablhem at the time of their examinations.

A loan is considered impaired when, based on ctimdormation and events, it is probable that Costane will be unable to colle
the scheduled payments of principal or interestrwdhée according to the contractual terms of tha Egreement. Factors conside
by management in determining impairment includenpaiyt status, collateral value, and the probabiitycollecting schedule
principal and interest payments when due. Loansékperience insignificant payment delays and payrshortfalls generally a
not classified as impaired. Management determihesstgnificance of payment delays and payment f&tisrton a case-bgas:
basis, taking into consideration all of the circtemges surrounding the loan and the borrower, dictuthe length of the delay, 1
reasons for the delay, the borrovgegrior payment record, and the amount of the &dbrh relation to the principal and inter
owed. Impairment is measured on a loan by loarstfasicommercial and construction loans by eithergresent value of expec
future cash flows discounted at the loan’s effectivterest rate, the loanbbtainable market price, or the fair value of¢b#ateral i
the loan is collateral dependent.

Large groups of smaller balance homogeneous lognsdalectively evaluated for impairment. AccordigCornerstone does r
separately identify individual consumer loans forpairment disclosures, unless such loans are thgactuof a restructurir
agreement due to financial difficulties of the lmover.

Derivative loan commitments:

Mortgage loan commitments are referred to as dévidoan commitments if the loan that will resfitom exercise of tF
commitment will be held for sale upon funding. Loeaammitments that are derivatives are recognizedaiatvalue on th
consolidated balance sheet in derivative assedemvative liabilities with changes in their faialaes recorded in net gains on s
of loans.

Cornerstone records a zero value for the loan comenit at inception, when the commitment is isswed borrower. Subsequen
inception, changes in the fair value of the loamuoutment are recognized based on changes in thesdhie of the underlyir
mortgage loan due to interest rate changes, changt® probability the derivative loan commitmemitl be exercised, and t
passage of time. In estimating fair value, Cormerstassigns a probability to a loan commitment d@asean expectation that it v
be exercised and the loan will be funded.

Premises and equipment:
Land is carried at cost. Buildings and equipmeatcarried at cost, less accumulated depreciatidraenortization computed on-

straightline and declining balance methods over the estichaseful lives of the assets. Maintenance andinepre expensed
incurred while major additions and improvementscagitalized. Gains and losses on dispositionsnateded in current operations.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2011, 2010 and 2009

Note 1.

Summary of Significant Accounting Policies (contl
Investment in partnership:

Cornerstones investment in a partnership consists of an edotgrest in a lending partnership for the purpasfemvesting in th
New Market Tax Credit Program. This program perratgpayers to claim a credit against federal incéaxes for Qualified Equi
Investments made to acquire stock or a capitatestein designated Community Development Entit@BKEs). These designa
CDEs must use substantially all (defined as 85g#jmf these proceeds to make qualified low-incaer@munity investments.

Cornerstone uses the equity method when it ownsnterest in a partnership and can exert significarfiuence over th
partnership’s operations but cannot control theneaship’s operations. Under the equity method,n€mtones ownership intere
in the partnership’s capital is reported as anstwment on its consolidated balance sheets and Gbones allocable share of t
income or loss from the partnership is reportechaminterest income or expense in the consolidatatéreents of operatiol
Cornerstone ceases recording losses on an investimepartnership when the cumulative losses andriligions from th
partnership exceed the carrying amount of the imvest and any advances made by Cornerstone. Afteretstones investment i
such partnership reaches zero, cash distributeraived from these investments are recorded asieco

Foreclosed assets:

Assets acquired through, or in lieu of, loan foosdre are held for sale and are initially recordethir value less cost to sell at
date of foreclosure, establishing a new cost b&ibsequent to foreclosure, valuations are pesdligiperformed by managem
and the assets are carried at the lower of cargimgunt or fair value less cost to sell. Revenugsexpenses from operations
changes in the valuation allowance are includetkirexpenses from foreclosed assets.

Securities sold under agreements to repurchase:

Cornerstone enters into sales of securities ungereaents to repurchase identical securities thé desy. Securities sold unc
agreements to repurchase amounted to $29,390,8D@cmber 31, 2011, mature on a daily basis andsecared by securiti
available for sale with a fair value of $28,408,818

Income taxes:

Cornerstone accounts for income taxes in accordaiiteincome tax accounting guidance in ASC Topl®.7The income te
accounting guidance results in two components ofrime tax expense eurrent and deferred. Current income tax expenfbecte
taxes to be paid or refunded for the current peligdapplying the provisions of the enacted tax tawtaxable income or los
Cornerstone determines deferred income taxes tisengjability method. Under this method, the nefedeed tax asset or liability
based on the tax effects of the differences betweemook and tax bases of assets and liabili@esnerstones deferred taxes rel:
primarily to differences between the basis of thewance for loan losses and accumulated depreciabeferred tax assets
liabilities are reflected at income tax rates aggidie to the period in which the deferred tax @seetliabilities are expected to
realized or settled. As changes in tax laws orsrate enacted, deferred tax assets and liabititeesdjusted through the provision
income taxes. Cornerstone files consolidated inctarereturns with its subsidiary. With few excepsp Cornerstone is no lony
subject to tax examinations by tax authoritiesykars before 2008.

Cornerstone recognizes deferred tax assets ifnitaee likely than not, based on the technical regthat the tax position will |
realized or sustained upon examination. Cornerstoli@vs the statutory requirements for its incotag accounting and genere
avoids risks associated with potentially problemédix positions that may be challenged upon examimaCornerstone recogni:
interest and penalties on income taxes as a compoh@&come tax expense.
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Note 1.

Summary of Significant Accounting Policies (contl
Transfers of financial assets:

Transfers of financial assets are accounted fasa#ess, when control over the assets has been darsgh Control over asset:
deemed to be surrendered when (1) the assets femvreidolated from Cornerstone, (2) the transfelgaims the right (free
conditions that constrain it from taking advantag¢hat right) to pledge or exchange the transteagsets, and (3) Cornerstone (
not maintain effective control over the transferaesdets through an agreement to repurchase themehkéir maturity, or the abili
to unilaterally cause the holder to return specfsets.

Advertising costs:

Cornerstone expenses all advertising costs asriattuAdvertising expense was $78,097, $79,790,$%97(734, for the years enc
December 31, 2011, 2010 and 2009, respectively.

Statements of cash flows:

Cornerstone considers all cash and amounts duedapusitory institutions, interebearing deposits at other financial institutic
and federal funds sold to be cash equivalentsdgogses of the statements of cash flows.

Stock option plan:

Cornerstone recognizes compensation cost relatinghaerebased payment transactions in accordance with A8@icT718
Compensation cost has been measured based oratitedgte fair value of the equity or liability inginents issued. Compensa
cost is calculated and recognized over the emplegedce period, generally defined as the vestigog. Cornerstone uses a st
option pricing model to determine the fair valuettd award on the grant date.

Segment reporting:

ASC Topic 280, “Segment Reportingytovides for the identification of reportable segiseon the basis of distinct business t
and their financial information to the extent sugtits are reviewed by an entisychief decision maker (which can be an indivi

or group of management persons). ASC Topic 280 iperggregation or combination of segments thattgmilar characteristic
In Cornerstones operations, each bank branch is viewed by manrageas being a separately identifiable businesegment fror
the perspective of monitoring performance and alion of financial resources. Although the branabyesrate independently and

managed and monitored separately, each is sulabarsimilar in terms of business focus, type oftaumers, products and servic
Further, the results of Eagle for 2011, 2010 an@92®&ere not significant for separate disclosurecokdingly, Cornerstone’
consolidated financial statements reflect the priegmn of segment information on an aggregateisbha®ne reportable segment.

Earnings per common share:

Basic earnings per common share represents incuailalzle to common stockholders divided by the \wegg-average number
common shares outstanding during the period. Diletrnings per common share reflects additionahcomshares that would he
been outstanding if dilutive potential common skdrad been issued, as well as any adjustment émie¢hat would result from t
assumed issuance. Potential common shares thaben&sued by Cornerstone relate solely to outstgnsiiock options, and ¢
determined using the treasury stock method.
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Note 1.

Note 2.

Summary of Significant Accounting Policies (contl
Variable interest entities:

An entity is referred to as a variable interesitgrfi/IE) if it meets the criteria outlined in ASTopic 810, which are: (1) the eni
has equity that is insufficient to permit the gntid finance its activities without additional sutimated financial support from ott
parties, or (2) the entity has equity investorg ttsmnot make significant decisions about the gistibperations or that do not abs
the expected losses or receive the expected redfithe entity. A VIE must be consolidated by Castene if it is deemed to be -
primary beneficiary of the VIE, which is the paitywolved with the VIE that has a majority of thepexted losses, expected resii
returns, or both. At December 31, 2011, Cornerstagean investment in Appalachian Fund for GrowfRartnership that qualifi
as an unconsolidated VIE.

Comprehensive income:

Comprehensive income consists of net income aner atbmprehensive income. Other comprehensive indapledes unrealize
gains on securities available for sale, and urredllosses related to factors other than credelosn debt securities.

Reclassifications:

Certain amounts in the prior consolidated finanstatements have been reclassified to conformet@tinrent year presentation. -
reclassifications had no effect on net income ocldtolders’ equity as previously reported.

Off-balance sheet credit related financial instratae

In the ordinary course of business, Cornerstonechéered into commitments to extend credit, incigdtcommitments under cre
card arrangements, commercial letters of credd, standby letters of credit. Such financial instems are recorded when they
funded.

Subsequent events:

Cornerstone has evaluated subsequent events famt@trecognition and/or disclosures in the coidstéd financial statements ¢
accompanying notes included in this Annual ReporForm 10-K.

Preferred Stoc

During 2010, Cornerstone initiated a preferred lstoffering. The offering period was scheduled ta @m June 30, 2011. Duri
December 2011, Cornerstone elected to extend fharaf until June 30, 2012, in an effort to obtémstated goal of $15 million
preferred stock sales. Specifics of the prefertedksoffering are as follow:

» Issuance of up to 600,000 shares of Series A CtibleePreferred Stock at a price of $25.00 pere

« The annual cash dividend on each share of Serieseferred Stock is $2.50, which is equal to 10%heforiginal issu
price of $25.00 per share, and is payable quarteriyrears , if, as and when declared on th& @&y of February, Ma
August and November thatnmediately follows the end of the dividend peritadwhich such dividends relate. A
dividend payable on shares of Series A PreferrettkSthat is not declared by our board of directorspaid will
accumulate
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Note 2. Preferred Stock (continue

« Each share of Series A Preferred Stock will be edille at the shareholc’s option at any time into five (5) share:
our common stock reflecting an initial conversiatice of $5.00 per share of common stock. The shafeSeries /
Preferred Stock are also convertible at Cornersoojgtion, in whole or in part, into shares of Censtone$ commo
stock at the conversion rate, at any time on arafuly 31, 2015 if the closing price of Cornergfencommon stoc
equals or exceeds 150% of the conversion priceaoh ef the thirty (30) consecutive trading days iliately precedir
the date Cornerstone gives notice of its electosot convert

At December 31, 2011, preferred stock, as preseintetle consolidated statements of changes in btidkrs’ equity, include
56,440 shares or $1,399,665 in irrevocable stodls@iptions received in December 2011 which wetesequently paid durit
January 2012.

At December 31, 2011 and 2010, preferred stoclddivils accumulated for each period, which were eoladed, totaled $440,0
and $92,324, respectively.

Note 3. Restrictions on Cash and Due From Bs

The Bank is required to maintain balances on handavith the Federal Reserve Bank based on a pegemné deposits. /
December 31, 2011 and 2010, these reserve balamcesapproximately $1,230,000 and $632,000, resmdet

Note 4. Securitie

Securities have been classified in the balancet stoeerding to managemestintent as either securities held to maturityemusitie:
available for sale. The amortized cost and appraténfeir value of securities at December 31, 201dL2010 are as follows:

December 31, 201

Gross Gross
Amortized Unrealizec Unrealizec Fair
Cost Gains Losses Value
Debt securities available for sa
U.S. Government agenci $ 4,176,30. $ 13,97¢ $ - $ 4,190,27
State and municipal securiti 22,902,89 1,584,28 (50,919 24,436,25
Mortgagebacked securitie:
Residential mortgage guaranteed by GN 11,723,49 150,76° (3,096 11,871,17
Collateralized mortgage obligations issued or guized
by U.S. Government agencies or sponsored agenci  45,431,45 131,21! (2,940 45,559,73

$ 8423414 $ 188024 $ (56,959 $ 86,057,43

Debt securities held to maturit
Mortgagebacked securitie:
Residential mortgage guaranteed by GNMA $ 68,64 $ 1,841 $ - $ 70,48¢
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Note 4.  Securities (continue

December 31, 201

Gross Gross
Amortized Unrealizec Unrealizec Fair
Cost Gains Losses Value
Debt securities available for sa
U.S. Government agenci $ 457144 $ 15,63t $ - $ 4,587,07
State and municipal securiti 20,868,77 191,42¢ (323,989 20,736,21
Mortgagebacked securitie:
Residential mortgage guaranteed by GN 18,747,27 130,60 (24,85¢) 18,853,02
Collateralized mortgage obligations issued or guized
by U.S. Government agencies or sponsored agenci  64,575,09 135,47¢ (636,45)) 64,074,11
$108,762,57 $ 473,15: $ (985,297 $108,250,43
Debt securities held to maturit
Mortgage-backed securities
Residential mortgage guaranteed by GNMA $ 95,70: $ 2,68t $ - $ 98,38t

U.S. Government sponsored agencies include ensted as Federal National Mortgage Association Bederal Home Lo

Mortgage Corporation.

At December 31, 2011 and 2010, securities withreyray value of approximately $18,182,000 and $62,200, respectively, we
pledged to secure public deposits and for othgpgres required or permitted by law.

At December 31, 2011 and 2010, the carrying amofirdecurities pledged to secure repurchase agrdemes approximate

$28,409,000 and $28,067,000, respectively.

At December 31, 2011 and 2010, securities withreytey value of approximately $27,897,000 and $3@,800, respectively, we

pledged to the Federal Home Loan Bank as collaterahe Bank’s borrowings.

At December 31, 2011 and 2010, the Bank had pledmedrities with a carrying amount of approximat§,048,000 ar

$4,191,000, respectively, to other financial inditins as collateral for federal funds purchased.
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Note 4.  Securities (continue

The amortized cost and fair value of securitieBeatember 31, 2011, by contractual maturity, arevshbelow. Expected maturiti
will differ from contractual maturities because tmwvers may have the right to call or prepay oblaya with or without call ¢
prepayment penalties.

Securities Available for Sa  Securities Held to Maturit

Amortized Fair Amortized Fair
Cost Value Cost Value
Due in one year or let $ 299,927 $§ 300,79* $ - $ =
Due from one year to five yes 1,174,271 1,280,71i - -
Due from five years to ten yee 4,403,08! 4,821,48 - -
Due after ten years 21,201,90 22,223,54 - -

27,079,19 28,626,53 - -

Mortgagebacked securitie 57,154,95 57,430,90 68,64: 70,48¢

$ 84,234,14 §$ 86,057,43 $ 68,64! $ 70,48/

For the year ended December 31, 2011, there weaable for sale securities sold with proceedslimga$18,954,410 whic
resulted in gross gains realized of $107,413. Reryear ended December 31, 2010, there were alaflatbsale securities sold w
proceeds totaling $85,186,273 which resulted irsgmgains and losses realized of $1,699,276 andi@1lréspectively. For the ye
ended December 31, 2009, there were availabledier securities sold with proceeds totaling $18,888 ,which resulted in gra
gains and losses realized of $414,193 and $14ré8pectively.

The following tables present gross unrealized osmed fair value, aggregated by investment category length of time th
individual securities available for sale have bi&ea continuous unrealized loss position, at Decam3ti, 2011 and 2010:

As of December 31, 201

Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Fair Unrealizec Fair Unrealizec Fair Unrealizec
Value Losses Value Losses Value Losses
Debt securities available for sa
State and municipal securiti $1,735,77. $ (50,919 $ - $ - $1,73577 $ (50,919
Mortgage-backed securities
Residential mortgage guaranteed by
GNMA - - 3,133,82 (3,09¢)  3,133,82 (3,09¢)
Collateralized mortgage obligations
issued or guaranteed by U.S.
Government agencies or sponsored
agencies - - 6,954,99! (2,940 _ 6,954,99 (2,940

$1,73577. $ (50,919 $10,088,82 $ (6,036 $11,824,59 $ (56,95
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Securities (continue

As of December 31, 201

Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Fair Unrealizec Fair Unrealizec Fair Unrealizec
Value Losses Value Losses Value Losses
Debt securities available for sa
State and municipal securiti $ 6,110,45! $ (154,80) $6,440,89. $ (169,18() $12,551,35 $ (323,989
Mortgagebacked securitie:
Residential mortgage guaranteed
GNMA 5,647,34 (24,85¢) - - 5,647,34 (24,85¢)
Collateralized mortgage obligations
issued or guaranteed by U.S.
Government agencies or sponsore
agencies 34,694,78 (636,45)) - - 34,694,78 (636,45))

$46,45258 $ (816,11) $6,440,89; $ (169,18 $52,893,47 $ (985,29)

Upon acquisition of a security, Cornerstone deteasithe appropriate impairment model that is apple If the security is
beneficial interest in securitized financial ass€srnerstone uses the beneficial interests inrgemd financial assets impairmi
model. If the security is not a beneficial inter@stsecuritized financial assets, Cornerstone tisesdebt and equity securit
impairment model. Cornerstone conducts periodiéerey to evaluate each security to determine whetheother-thatemporar
impairment has occurred. Cornerstone does not bayesecurities that have been classified as otter-temporarilyimpaired &
December 31, 2011.

At December 31, 2011, the significant categorieteofporarily impaired securities, and managenseewaluation of those securi
are as follows:

State and municipal securitiegit December 31, 2011, three investments in obligetiof state and municipal securities
unrealized losses. Cornerstone believes the uneghlosses on those investments were caused higténest rate environment &
does not relate to the underlying credit qualitytioé issuers. Because the Company has the intehtahitity to hold thos
investments for a time necessary to recover theortzed cost bases, which may be maturity, the @omw does not consider thi
investments to be other-than-temporarily impaireBecember 31, 2011.

Mortgage-backed securitiest December 31, 2011, five investments in resiggmtiortgagebacked securities had unrealized los
This impairment is believed to be caused by theetiinterest rate environment. The contractuah ¢asvs of those investments .
guaranteed or issued by an agency of the U.S. Gment. Because the decline in market value ishattble to the current inter
rate environment and not credit quality, and beealsrnerstone does not intend to sell the invedisreamd it is not more likely th.
not that Cornerstone will be required to sell theestments before recovery of their amortized bases, which may be matur
Cornerstone does not deem those investments tthbethan-temporarily impaired at December 31, 2011
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Note 5.

Loans and Allowance for Loan Los:

At December 31, 2011 and 2010, the Bank's loansisbaf the following (in thousands):

2011 2010
Commercial real este-mortgage
Owner-occupied $ 6299 $ 64,97
All other 63,05¢ 64,06(
Consumer real est-mortgage 70,54: 71,87¢
Construction and land developmt 31,03! 29,84¢
Commercial and industrii 37,45¢ 51,16(
Consumer and other 2,67¢ 3,33(
Total loans 267,76! 285,24
Less: Allowance for loan losses (7,400 (9,137
Loans, net $ 260,36¢ $ 276,11!
2011 2010 2009
An analysis of the allowance for loan losses folo
Balance, beginning of ye. $ 9132,17. $ 5,905,05 $ 9,618,26!
Provision for loan losse 445,00( 7,291,00! 14,898,89
Charge-offs (3,148,31) (4,688,05)  (19,095,79)
Recoveries 971,19: 624,17: 483,68:
Balance, end of ye: $ 7,400,048 $ 9,132,170 $ 5,905,05

Cornerstone follows the loan impairment accoungmigdance in ASC Topic 310. A loan is consideredaimgd when, based
current information and events, it is probable tBarnerstone will be unable to collect all amoudtse from the borrower
accordance with the contractual terms of the |daupaired loans include nonperforming loans and $oanodified in troubled de
restructurings where concessions have been grémtearrowers experiencing financial difficultieshdse concessions could incl
a reduction in interest rates, payment extensiforgiveness of principal, forbearance or other axdi intended to maximi
collections.

The composition of loans by loan classification ifapaired and performing loans at December 31, 201d12010, is summarizec
the tables below (in thousands):

As of December 31, 2011:

Commerciec Consume Constructior Commercie
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmer Industrial and Othe Total

Performing loan: $ 112,06c $ 64,02¢ $ 29,320 $  34,25¢ $ 2,67¢ $242,34¢
Impaired loans 13,99¢ 6,517 1,70¢ 3,19¢ - 2541,
Total $ 126,05 % 70,54 % 31,031 $ 3745¢$ 2,67¢ $267,76!
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Note 5. Loans and Allowance for Loan Losses (contini

As of December 31, 2010:

Commercie Consume Constructior Commercie
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmer Industrial and Othe Total

Performing loan: $ 119,08 $ 61,45t $ 27,77¢ $ 50,49: $ 3,27¢ $262,08:
Impaired loans 9,947 10,421 2,074 66¢& 51 23,160
Total $ 129,03 7187t S 29,84¢$ 51,16($ 3,33( $285,24"

The following tables show the allowance for loasskes allocation by loan classification for impaieet! performing loans as
December 31, 2011 and 2010 (in thousands):

As of December 31, 2011:

Commerciec Consumel Constructior Commercis
Real Estat- Real Esta- and Lanc and Consume
Mortgage Mortgage Developmer Industrial and Othe Total

Allowance related tc

Performing loan: $ 95z $ 1,26 $ 174 $ 18 % 16 $2,42¢
Impaired loan: 2,60¢ 1,25¢ 653 464 - 4,97¢
Total $ 3,657 $ 251¢ $ 827 $ 482 $ 16 $7,40(

As of December 31, 2010:

Commerciec Consumel Constructior Commercie
Real Estat- Real Esta- and Lanc and Consume
Mortgage Mortgage Developmer Industrial and Othe Total

Allowance related tc

Performing loan: $ 887 $ 691 $ 3,17¢ $ 58¢ $ 48 $5,39:
Impaired loans 90€ 2,42( 60 337 17 3,74(
Total $ 1,79: $ 3,111 $ 3,23¢ $ 92t $ 65 $9,13:

The following tables detail the changes in thewadlnce for loan losses during December 31, 20112846 by loan classification |
thousands):

As of December 31, 2011:

Commercie Consumel Constructior Commercie
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmer Industrial and Othe Total

Balance, beginning of ye. $ 1,79t $ 3,111 $ 3,23¢ $ 92t $ 65 $ 9,132
Provision for loan losse 2,74: 95t (2,71)) (501) (42) 44k
Chargeoffs (1,239 (1,619 (232 (36) (29) (3,149
Recoveries 25¢ 65 532 94 21 971

Balance, end of ye: $ 3,557 $ 2,561¢ $ 827 $ 482 $ 16 $ 7,40(
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Loans and Allowance for Loan Losses (contin

As of December 31, 2010:

Commercie Consumel Constructior Commerciz
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmer Industrial and Othe Total

Balance, beginning of ye: $ 1,18¢ $ 71¢€ $ 3,17¢ $ 78€ $ 32 $5,90¢
Provision for loan losse 2,70C 2,90( 1,30( 30C 91 7,291
Charg-offs (2,309 (562) (1,260 (44%) (114) (4,689
Recoveries 213 54 19 282 56 624
Balance, end of year $ 1,79¢ $ 3,111 $ 3,23t $ 92t $ 65 $9,13-

Credit quality indicators:

Federal regulations require the Bank to review aladsify its assets on a regular basis. To futfils requirement, the Ba
systematically reviews its loan portfolio to enstine Bank$ large loan relationships are being maintainediwitts loan polic
guidelines, remain properly underwritten and armpprly classified by loan grade. This review pracssperformed by the Ban
management, loan review, internal auditors, anie stad federal regulators.

The Bank’s loan grading process is as follows:

8§ All loans are assigned a loan grade at the timarigfnation by the relationship manager. Typicalyloan is assigned a Ic
grade of*pas” at origination.

8§ Loans greater than or equal to $500 thousand arewed by the Bar’s internal loan review department within 90 day
origination.

8§ Loan relationships greater than or equal to $lionilare reviewed annually by the internal loan eevtepartmer

8§ The Banks internal loan review department samples appraeip@5 percent of all other loans less than $lionilon at
annual basis for reviev

8§ If a loan is delinquent 60 days or more or a pattdrdelinquency exists the loan will be selectedréview
3 Generally, all loans on the Bé's internal watchlist are reviewed annually by intddoan review

8§ The Bank also contracts with an independent théndypto perform loan reviews. This external pagyiews approximately ¢
percent of the Bar's loan portfolio annually

If a loan is classified as a problem asset, it Wwél assigned one of the following loan grades: tamolard, substandaimhpaired
doubtful, and loss. “Substandard asseisist have one or more defined weaknesses and aractérized by the distinct possibi
that we will sustain some loss if the deficiences not corrected. “Doubtful assetsdve the weaknesses of substandard asset
the additional characteristic that the weaknessakentollection or liquidation in full on the basié currently existing fact
conditions and values questionable, and therehigta possibility of loss. An asset classified “lb$s considered uncollectible anc
such little value that continuance as an assehefrtstitution is not warranted. The regulatiorsogbrovide for a “special mention”
category, described as assets which do not cuyrerglose an institution to a sufficient degreeisi to warrant classification but
possess credit deficiencies or potential weaknedessrving close attention. When the Bank classiie asset as substandar
doubtful, a specific allowance for loan losses rhayestablished.
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The following tables outline the amount of eachnla@tassification and the amount categorized inthe#sk rating as of Decemt
31, 2011 and 2010 (in thousands):

As of December 31, 2011:

Commercie Consume Constructior Commercie
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmer Industrial and Othe Total

Pass $ 101,16:$ 5516( $ 27,200 $ 3142¢$ 2,64¢ $217,60:
Special mentiol 9,80¢ 5,127 804 2,62( 7 18,35¢
Substandar 1,09¢ 3,744 1,312 21z 21 6,38¢
Substandar-impaired 11,49: 6,51 1,70¢ 3,19¢ - 22,91%
Doubtful 2,50( - - - - 2,50(

$ 126,05 $ 70,54 $ 31,031 $ 3745¢$ 2,67¢ $267,76!

As of December 31, 2010:

Commercie Consume Constructior Commercie
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmer Industrial and Othe Total

Pass $ 97,69:$ 4997: % 24,401 % 41,961 $ 3,21t $217,24!
Special mentiol 19,28¢ 3,78¢ 2,121 7,40t 54 32,65t
Substandar 2,10¢ 7,69t 1,252 1,12¢ 10 12,18«
Substandard-impaired 9,947 10,42; 2,07¢ 66¢ 51 23,16:

$ 129,03:$ 71,87¢ $ 29,84¢$ 51,16($ 3,33 $285,24"

After the Banks independent loan review department completefotregrade assignment, a loan impairment analggieiforme
on loans graded substandard or worse. The followatdes present summary information pertainingnipdired loans by lo:
classification as of December 31, 2011 and 201¢h¢nsands):

For the Year Ende

At December 31, 201 December 31, 201
Unpaid Average Interest

Recordec Principal Relatec  Recordec Income
Investmer Balance Allowance Investmer Recognize

Impaired loans without a valuation allowan

Commercial real esta— mortgage $ 4352 $ 435 % - $ 537 $ 33C
Consumer real esta— mortgage 322 322 - 3,58¢ 21
Construction and land developm 82¢ 1,02 - 1,09¢ 59
Commercial and industrii 2,691 2,691 - 1,207 165
Consumer and other - - - - -
Total 8,19¢ 8,39( - 11,27 57t
Impaired loans with a valuation allowan:
Commercial real esta— mortgage 9,63¢ 9,69/ 2,60t 5,91 645
Consumer real esta— mortgage 6,19¢ 6,257 1,254 5,33¢ 294
Construction and land developmt 87¢ 87¢ 653 294 62
Commercial and industrii 50¢ 50¢ 464 784 65

Consumer and otht - - - - -




Total 17,22: 17,33¢ 4,97¢ 12,32¢ 1,06¢€

Total impaired loan $ 2541 $ 25,72¢ $ 497¢ $ 2359 $ 1,641
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Impaired loans without a valuation allowan

Loans and Allowance for Loan Losses (contin

Commercial real esta— mortgage
Consumer real esta— mortgage
Construction and land developm
Commercial and industrii
Consumer and other

Total

Impaired loans with a valuation allowan:
Commercial real esta— mortgage
Consumer real esta— mortgage
Construction and land developm
Commercial and industrii
Consumer and oth

Total

Total impaired loans

As of December 31, 2011:

Commercial real este-mortgage
Ownel-occupied
All other
Consumer real est-mortgage

Construction and land developm:

Commercial and industri
Consumer and otht

Total

As of December 31, 2010:

Commercial real este-mortgage
Owner-occupied
All other

At December 31, 201

For the Year Ende
December 31, 201

Unpaid Average Interest
Recordec Principal Relatec  Recordec Income
Investmer Balance Allowance Investmer Recognize
$ 1661 $ 1,75 $ -$ 274 % 58
99¢ 1,04z - 77€ 25
1,79: 2,171 - 1,52¢ 132
70 59¢ - 782 17
2 2 - 1 10
4,52¢ 5,56¢ - 5,83 242
8,28¢ 9,081 90¢€ 8,49 342
9,42¢ 9,66¢ 2,42( 8,96¢ 36¢
281 281 60 2,67¢ 21
59¢ 59¢ 337 1,06( 76
49 50 17 17¢ 4
18,63: 19,67¢ 3,74( 21,37« 812
$ 23,160 $ 2524: $ 3,74C $ 27,20¢ $ 1,054
Interest income recognized on impaired loans ferysar ended December 31, 2009, was approximate®p$,000.
The following tables present an aged analysis sf gae loans as of December 31, 2011 and 20168dusands):
30-89 Days Past Due 9I
Past Due ar Days or Mor Total Current Total
Accruing and Accruin¢ Nonaccrue Past Du Loans Loans
$ 4,791 $ -3 63 $ 4,85¢ % 58,14t $ 62,99¢
497 - 2,50C 2,997 60,06 63,05¢
1,16: - 3,641 4,80/ 65,73¢ 70,54:
10z - 1,62z 1,728 29,30¢ 31,03
1,57¢ - 42  1,62( 35,83t 37,45¢
26 - 14 40 2,63¢ 2,67¢
$ 8,15¢ $ -$ 7,887 $16,04( $251,72! $267,76!
3C-89 Days Past Due 9l
Past Due ar Days or Mor: Total Current Total
Accruing and Accruin¢ Nonaccrue Past Du Loans Loans
$ 98t $ -$ 61€ $ 1,60: $ 63,36¢ $ 64,97
203 - 7,80¢ 8,011 56,04¢ 64,06(
631 - 5114 5774t 66,13! 71,87¢

Consumer real est-mortgage



Construction and land developm: 317 - - 317 29,53. 29,84¢

Commercial and industri 11€ - 75 191 50,96¢ 51,16(
Consumer and otht 54 - 18 72 3,25¢ 3,33(
Total $ 2,30¢ $ -$ 13,637 $ 15,93¢ $269,30¢ $285,24

74




CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2011, 2010 and 2009

Note 5.

Loans and Allowance for Loan Losses (contin

Impaired loans also include loans that the Bank dlasted to formally restructure when, due to theakening credit status o
borrower, the restructuring may facilitate a repapmplan that seeks to minimize the potential lsgbat the Bank may have
otherwise incur. If on nonaccruing status as of dage of restructuring, the loans are included anperforming loans and ¢
classified as impaired loans. Loans that have bestnuctured that were performing as of the retirecdate are reported as troul
debt restructurings. At December 31, 2011 and 28#0Bank has loans of approximately $5,026,000%hH806,000, respective
that were modified in troubled debt restructuringoubled commercial loans are restructured byigfists within our Special Ass
department and all restructurings are approveddoynaittees and credit officers separate and apam fthe normal loan appro
process. These specialists are trained to redwc8ahnks overall risk and exposure to loss in the everd oéstructuring throug
obtaining either or all of the following: improvedocumentation, additional guaranties, increase untagdments, reduction
collateral terms, additional collateral or othen#ar strategies.

The following table presents a summary of loans were modified as troubled debt restructuringsrduthe year ended Decem
31, 2011 (in thousands):

Pre-Modification Pos-Modification
Number o Outstanding Record Outstanding Record:

Contracts Investmen Investmen
Consumer real est-mortgage 58% 3,57 % 3,57¢
Construction and land developmt 2 77€ 77€
Commercial and industrii 1 20 20

The following table presents a summary of loans Were modified as troubled debt restructuringsrduthe year ended Decem
31, 2011, and for which there was a payment dethuing the year (amounts in thousands):

Number of Recordec
Contracts Investmen

Consumer real est-mortgage 2 9 90

In the ordinary course of business, the Bank hastgd loans to principal officers and directors Hrer affiliates. Annual activity
these related party loans were as follows:

2011 2010
Beginning balanc $ 666,33t $ 190,04:
New loans 1,957,08! 540,44«
Repayment: (1,108,51) (64,149
Ending balanc: $ 1514,90! $ 666,33t
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Note 6.

Note 7.

Bank Premises and Equipm

A summary of bank premises and equipment at DeceBihe2011 and 2010, is as follows:

2011 2010
Land $ 2,145,00. $ 3,711,00:
Buildings and improvemen 4,302,86: 4,806,20!
Furniture, fixtures and equipment 3,735,57! 3,653,711

10,183,44 12,170,92
Accumulated depreciation (4,471,43)  (4,123,55)

$ 5,712,000 $ 8,047,37

Depreciation expense for the years ended DecemhbeP@®.1, 2010 and 2009, amounted to $475,938, $683,and $670,05
respectively.

Certain bank facilities and equipment are leasatbumarious operating leases. Total rent expendbhease leases for the years er
December 31, 2011, 2010 and 2009, was $392,1148,%33@, and $426,938, respectively.

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

2012 $ 351,68¢
2013 348,45!
2014 348,45!
2015 237,38«
2016 132,33:
Total $ 1,418,31.

Goodwill

There was no change in the carrying amount of gdbfiw the year ended December 31, 2011. The changhe carrying amou
of goodwill for the year ended December 31, 208 @s follows:

Balance, beginning of ye: $ 2,541,47
Goodwill acquirec -
Goodwill impairment 2,541,471

Balance, end of ye: $ -

Cornerstones policy is to assess goodwill for impairment onaamual basis or between annual assessments ifeam eccurs ¢
circumstances change that would more likely thanhraduce the fair value of goodwill below its cany amount as required
authoritative accounting guidance. Impairment & ¢bndition that exists when the carrying amoungaddwill exceeds its impli¢
fair value. The impairment testing is a twtep process. Step one compares the fair valugeafeporting unit to the carrying val
If the fair value is below the carrying value, steyp is performed. Step two involves a process lainb business combinati
accounting in which fair value is assigned to aBeds, liabilities and other (n@oodwill) intangibles. The result of step two i€
implied fair value of goodwill. If the implied faiwalue of goodwill is below the recorded goodwith@unt, an impairment charge
recorded for the difference.
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Note 7.

Note 8.

Note 9.

Goodwill (continued

Cornerstone performed its annual impairment anglysDecember 2010. ASC Topic 350, “Intangibles-@eidl and Other, state
that the fair value of a reporting unit refers he fprice that would be received to sell the unitiashole in an orderly transact
between market participants at the measurement Qaigted market prices in active markets are ttst &edence of fair value a
shall be used as the basis for the measurementaifable. Cornerstone obtained published inforomatin the market price to bc
value and market price to tangible book value fimeo financial institutions located in Tennesseé &eorgia, financial institutiol
in the southeastern region of the United Stated,ranently completed merger and acquisition traiisa& This information w
compared to Cornerstorseeimarket price to book value and market price tmitde book value. Based on this testing, step
analysis was required.

The results from the impairment analysis led manegg and the board of directors to conclude thah@stones goodwill wa
fully impaired as of December 31, 2010. The impainmamount of $2,541,476 was recorded in nonintezgpenses in tl
Consolidated Statements of Operations. The impaitmeas primarily a result of the continuing econongdownturn and i
implications on entity valuations. Cornerstone’odwill was originally recorded as a ntexable stock purchase. Therefore,
$2,541,476 goodwill impairment is not deductible tixes and thus no tax benefit was recognized.

Time and Relate-Party Deposit

At December 31, 2011, the scheduled maturitiegmé teposits are as follows (in thousands):

2012 $ 146,31(
2013 30,39:
2014 12,87:
2015 5,87:
2016 5,31:
Thereafter 80
Total $ 200,84

Deposits from related parties held by the Bank etddnber 31, 2011 and 2010, amounted to approxiyn®€l9,000 and $792,0(
respectively.

As of December 31, 2011 and 2010, certificates epodit equal to or greater than $100,000 amountecpiproximatel
$102,107,000 and $113,965,000, respectively.

Income Taxe
Cornerstone files consolidated income tax returith s subsidiary. Under the terms of a tax-shgr@igreement, the subsidiasy’
allocated portion of the consolidated tax liabilisycomputed as if they were reporting income axpgkases to the Internal Reve

Service as a separate entity.

Income tax expense in the consolidated stateméripeavations for the years ended December 31, 22010 and 2009, consists
the following:

2011 2010 2009
Current tax expense (benet $ 77,27¢ $ (522,38) $ (6,637,18)
Deferred tax expense (benefit) related
Allowance for loan losse 509,35¢ (1,030,42) 1,241,23.
Other (398,43) 17,50¢ 59,91"
Income tax expense (bene $ 188,20( $ (1,535,29) $ (5,336,04)
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Note 9. Income Taxes (continue

The income tax expense is different from the exgtax expense computed by multiplying income keefocome tax expense

the statutory federal income tax rates. Theserdiffees are reconciled as follows:

2011 2010 2009
Expected tax at statutory rat $ 414,20¢ $ (2,122,55) $ (4,594,99)
Increase (decrease) resulting from tax effec
State income taxes, net of federal tax ber 52,26: (267,81) (579,78()
New market tax credi (277,500 (112,500 (150,001)
Impairment of goodwil - 973,13: -
Other (769) (5,559 (11,269
Income tax expense (benefit) $ 188,20( $ (1,535,29) $ (5,336,04)
The components of the net deferred tax asset,dedlin other assets, are as follows:
2011 2010
Deferred tax asset
Deferred compensatic $ 110,72 $ 115,29
Deferred loan fee 38,37( 23,36
Allowance for loan losse 1,215,76 1,725,12!
Foreclosed asse 1,711,68! 1,361,62!
Net unrealized loss on securities available foe - 183,31
3,076,54 3,408,72!
Deferred tax liabilities
Depreciatior 90,26¢ 130,14¢
Life insurance 204,38t 204,38t
Net unrealized gain on securities available foe 704,15: -
Other 6,28¢ 4,35:
1,005,09 338,88:
Net deferred tax ass $ 2,071,45 $ 3,069,84.

ASC Topic 740, “Income Taxes¢larifies the accounting for uncertainty in tax pioss. ASC Topic 740 requires that Corners
recognize in its financial statements, the impdda tax position, if that position is more likellyan not of being sustained on at
based on the technical merits of the position. €@tone recognized no interest and penalties asbégstaxing authorities on &

underpayment of income tax for 2011, 2010 or 2009.

Note 10. Federal Home Loan Bank Advances and Other Borros

The Bank has agreements with the Federal Home Baank of Cincinnati (FHLB) that can provide advanteghe Bank in &
amount up to approximately $40,500,000. All of Benk's loans secured by first mortgages on 1-4 aneisidential, multifamily
properties and commercial properties are pledgembieteral for these advances. Additionally, trenB has pledged securities v

a carrying amount of approximately $27,897,000fd3exember 31, 2011.
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Note 10. Federal Home Loan Bank Advances and Other Borrosvingntinuec

At December 31, 2011 and 2010, FHLB advances coofike following:

Long-term advance dated February 9, 2005, requiringthly interest payments, fixed ¢
3.86%, convertible on February 2010, principal dtuEebruary 201!

Long-term advance dated July 2, 2008, requiringtimgrinterest payments, fixed at
3.85%, until maturity, principal due in July 20

Long-term advance dated January 22, 2008, requinimigthly interest payments, fixed ¢
3.59%, until maturity, principal due in January Al

Long-term advance dated May 11, 2007, requiring morititBrest payments, fixed
4.66%, with a put option exercisable in Februar§®and then quarterly thereafter,
principal due in May 201

Long-term advance dated May 15, 2007, requiring morititgrest payments, fixed
4.58%, with a put option exercisable in May 2008 #ren quarterly thereafter, princi
due in May 201:

Long-term advance dated August 1, 2007, requiringtily interest payments, fixed at
4.50%, with a put option exercisable in July 2008 then quarterly thereafter, princij
due in August 201

Long-term advance dated August 13, 2007, requiring myirtkerest payments, fixed
4.43%, with a put option exercisable in Februarf@2and then quarterly thereafter,
principal due in August 201

Long-term advance dated January 7, 2008, requmiogthly interest payments, fixed at
3.52%, with a put option exercisable in Januaryl28id then quarterly thereafter,
principal due in January 20:

Long-term advance dated January 20, 2006, requiring mhomiterest payments, fixed
4.18%, with a put option exercisable in January®280d then quarterly thereafter,
principal due in January 20:

Long-term advance dated January 10, 2007, requiniaigthly interest payments, fixed ¢

4.25%, with a put option exercisable in January328&0d then quarterly thereafter,
principal due in January 2017
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2011 2010
$ 5,000,000 $ 5,000,00
- 5,000,00!
5,000,00! 5,000,00!
- 5,000,00!
5,000,00! 5,000,00!
5,000,00! 5,000,00!
5,000,00! 5,000,00!
5,000,00! 5,000,00!
5,000,00! 5,000,00!
5,000,00! 5,000,00!
$ 40,000,00 $ 50,000,00
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Note 10. Federal Home Loan Bank Advances and Other Borrosvingntinuec

During the fixed rate term, the advances may bpgidesubject to a prepayment penalty as defingderagreements. On converti
agreements, the FHLB has the right to convert ittexifrate on the above advances at the end ohtitial fixed rate period and or
quarterly basis thereafter. If the conversion api® exercised, the advances will bear intereshathreemonth London Interbat
Offered Rate (LIBOR) adjusted quarterly at a sprefidero basis points to the LIBOR index. Subsetuerany conversion, tl
Bank has the option to prepay the advances, inofulh part, without penalty on the conversion dateany subsequent quarte
repricing date. On agreements with put options RHEB has the right, at its discretion, to termaanly the entire advance priol
the stated maturity date. The termination optioly maly be exercised on the expiration date of tleglptermined lockout period ¢
on a quarterly basis thereafter.

Cornerstone had an $8,500,000 line of credit witlieBon Bank (subsequently known as Silverton BedBank, N.A.) that wi
secured by 100% of the Basktommon stock. During March 2009, the line of drethtured and was reworked into two loar
$4,350,000 amortizing term loan and a $1,000,000lvéng line of credit. These loans continue toseeured by 100% of the Bask’
common stock and bear interest at the greaterinfePplus 3% or 6.50%. The first loan requires sammual principal payments
$435,000 beginning July 2010, quarterly interestnpents beginning April 2010, and final payment otstanding principal ar
accrued interest due July 2014. The second loamirezh quarterly payments of $50,000 plus accruetrést beginnin
January 2010, and was paid in full on April 1, 20Bbrrowings outstanding under the remaining agerenas of December !
2011, totaled $3,045,000. Borrowings outstandingh@se agreements totaled $4,715,000 at Decemba03Q.

During 2010, Midland Loan Services began servithese loans for the Federal Deposit Insurance Catipo (FDIC). These loa
contain certain compliance covenants which inclstdéed minimum or maximum target amounts for Catosres capital levels, tt
Bank’s capital levels, nonperforming asset levels at Baek and the ability of Cornerstone to meet thguired debt servic
coverage ratio, which is computed on the four mesént consecutive fiscal quarters. Due to thel lefsronperforming assets of 1
Bank and not currently meeting the required debtise coverage ratio, Cornerstone was not in coemgk with these two covena
at December 31, 2011. However, Cornerstone hadqugly obtained waivers through December 31, 2@uiring March 201:
Cornerstone obtained from the FDIC a waiver ofdbeenant compliance requirements through Decembe?(®L2, granted that
payments are made in accordance with the aforearedirepayment schedule.

The primary source of liquidity for Cornerstondtie payment of dividends from the Bank. As of DebenB1, 2011, the Bank w
under a dividend restriction that requires regulatpproval prior to the payment of a dividend frtre Bank to Cornerstone.

At December 31, 2011, scheduled maturities of théeFal Home Loan Bank advances and other borrovérgas follows:

2012 $ 5,870,00!
2013 10,870,00
2014 6,305,001
2015 10,000,00
2016 5,000,00i!
Thereafter 5,000,00i!
Total $ 43,045,00
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Note 11.

Note 12.

Employee Benefit Plal
401(k) plan:

Cornerstone has a 401(k) employee benefit planrowysubstantially all employees that have completeleast 30 days of serv
and met minimum age requirements. Cornerswm@ntribution to the plan is discretionary. Costene elected not to maki
contribution to the plan for 2011, 2010 or 2009.

Employee Stock Ownership Plan:

Cornerstone has a néeveraged employee stock ownership plan (ESOP)hichwCornerstone makes 100% of the contributiom
purchasing Cornerstore’common stock, and allocates the contributionsngntbe participants based on regulatory guidel
Cornerstones contribution is discretionary, as determined iy Compensation Committee. Employer contributicesazailable t
all employees after 1,000 hours of service. Theeecartain age and yearsésvice requirements before contributions can bee
for the benefit of the employee. The ESOP plan alsivides for a three year 100% vesting requiremémrefore, employe
terminating employment before their third anniveysdate will forfeit their accrued benefit undeetBSOP. The forfeiture will |
re-allocated among the remaining ESOP particip&tscontributions were made to the ESOP in 2011028 2009.

Financial Instruments With G-Balanc-Sheet Ris

In the normal course of business, the Bank hagandsg commitments and contingent liabilities, lsas commitments to exte
credit and standby letters of credit, which areinotuded in the accompanying financial statemefte Banks exposure to cre:
loss in the event of nonperformance by the othetypa the financial instruments for commitmentsetxtend credit and stanc
letters of credit is represented by the contractwmalotional amount of those instruments. The Basds the same credit policie:
making such commitments as it does for instrumémd$ are included in the balance sheet. At Dece®bge2011 and 201
undisbursed loan commitments aggregated approxiyn&24,972,000 and $28,774,000, respectively. ldlitaxh, there wer
outstanding standby letters of credit totaling agpmately $2,598,000 and $3,539,000, respectively.

Commitments to extend credit are agreements totleadcustomer as long as there is no violatioanyf condition established in 1
contract. Commitments generally have fixed expiratilates or other termination clauses and may meguayment of a fee. Sir
many of the commitments are expected to expire auittbeing drawn upon, the total commitment amoulttsnot necessari
represent future cash requirements. The Bank etesuzach customer’s creditworthiness on a caseabg-basis. The amount
collateral obtained, if deemed necessary by thkBigion extension of credit, is based on managementdit evaluation. Collate
held varies but may include accounts receivablegntory, property and equipment, and income-pratucommercial properties.

Standby letters of credit are conditional committeéssued by the Bank to guarantee the performahaeustomer to a third par
Standby letters of credit generally have fixed esqgdn dates or other termination clauses and reguire payment of a fee. T
credit risk involved in issuing letters of credit@éssentially the same as that involved in extenttian facilities to customers. T
Bank’s policy for obtaining collateral, and the naturke soch collateral, is essentially the same as thadlved in makin
commitments to extend credit.

The Bank incurred insignificant losses on its cotnments during 2011, 2010 and 2009.
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Note 13. Fair Value Disclosure¢

Cornerstone uses fair value measurements to réawrdalue adjustments to certain assets and iiedsiland to determine fair val
disclosures. In accordance with ASC Topic 820, r'Mailue Measurements and Disclosurdlg fair value of a financial instrum
is the price that would be received to sell antags@aid to transfer a liability in an orderly misaction between market participe
at the measurement date. Fair value is best detechiiased upon quoted market prices. In cases wheted market prices are
available, fair values are based on estimates ysiagent value or other valuation techniques. Theskniques are significan
affected by the assumptions used, including theodist rate and estimates of future cash flows. Adiogly, the fair value estimat
may not be realized in an immediate settlemenhefitstrument.

ASC Topic 820 provides a consistent definition aif fvalue, which focuses on exit price in an orgeéransaction between mar
participants at the measurement date under cumarket conditions. If there has been a significktrease in the volume and le
of activity for the asset or liability, a changevaluation technique or the use of multiple valomtiechniques may be appropriate
such instances, determining the price at whichimglimarket participants would transact at the mesment date under curr
market conditions depends on the facts and ciramests and requires the use of significant judgniém.fair value is a reasona
point within the range that is most representadifviair value under current market conditions.

ASC Topic 820 also establishes a thtieefair value hierarchy which requires an entdymaximize the use of observable inputs
minimize the use of unobservable inputs when méagdiair value, as follows:

Level 1 - Quoted prices (unadjusted) in active ratglfor identical assets or liabilities that Costene has the ability to access.
Level 2 -Significant other observable inputs other than LLdverices, such as quoted prices for similar aseetliabilities ir
active markets, quoted prices in markets that ateastive and other inputs that are observableaor lme corroborated

observable market data.

Level 3 - Significant unobservable inputs that eefl a compang own assumptions about the assumptions that n
participants would use in pricing an asset or lighi

A financial instrumens categorization within the valuation hierarchyp&sed upon the lowest level of input that is sigaift to th
fair value measurement. There have been no chamgies methodologies used at December 31, 2012ahd.

The following methods and assumptions were useddiperstone in estimating fair value disclosuredifancial instruments:
Cash and cash equivalents:

The carrying amounts of cash and cash equivalg@pogimate fair values based on the short-termreaitithe assets.

Securities:

Fair values are estimated using pricing models diadounted cash flows that consider standard ifgetbrs such as observa
market data, benchmark yields, interest rate Jitlai, broker/dealer quotes, and credit spreadsufities classified as available
sale are reported at fair value utilizing Levehputs.

The carrying value of Federal Home Loan Bank stapkroximates fair value based on the redemptiorigioms of the Feder

Home Loan Bank.
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Note 13. Fair Value Disclosures (continue
Loans:

For variablerate loans that reprice frequently and with no icemt change in credit risk, fair values are lihse carrying value
Fair values for fixedate loans are estimated using discounted cashdlmlyses, using market interest rates for compatabns
Loans for which it is probable that payment of iet¢ and principal will not be made in accordand the contractual terms of t
loan agreement are considered impaired. Once aitoatentified as individually impaired, managememtasures impairment
accordance with ASC Topic 310, “Accounting by Ctedi for Impairment of a LoanThe fair value of impaired loans is estime
using several methods including collateral valiggiitiation value and discounted cash flows.

Those impaired loans not requiring an allowanceesgnt loans for which the fair value of the expdatepayments or collate
exceed the recorded investments in such loans.esedber 31, 2011 and 2010, substantially all oftt& impaired loans we
evaluated based on the fair value of collaterahdoordance with ASC Topic 820, impaired loans wheer allowance is establist
based on the fair value of collateral require dfecsgion in the fair value hierarchy. When therfaalue of the collateral is based
an observable market price or a current appraisduey Cornerstone records the impaired loan asesoming Level 2. When
appraised value is not available or managementmdates the fair value of the collateral is furthepaired below the apprais
value and there is no observable market price, @stane records the impaired loan as nonrecurravgl3.

Cash surrender value of life insurance:

The carrying amounts of cash surrender value ef ilisurance approximate their fair value. The éagyamount is based
information received from the insurance carriedidating the financial performance of the policesd the amount Cornerstc
would receive should the policies be surrenderednérstone reflects these assets within Levelthef/aluation hierarchy.
Foreclosed assets:

Foreclosed assets, consisting of properties oldaimeugh foreclosure or in satisfaction of loam® initially recorded at fair valt
determined on the basis of current appraisals, eoatge sales, and other estimates of value obtairiadipally from independe
sources, adjusted for estimated selling costshétime of foreclosure, any excess of the loanfzalaver the fair value of the r
estate held as collateral is treated as a chargmsighe allowance for loan losses. Gains or bgse sale and any subseqt
adjustment to the fair value are recorded as a coemt of foreclosed assets, net expense. Forechsseds are included in Leve
of the valuation hierarchy.

Deposits:

The fair value of deposits with no stated matustych as noninterest-bearing and intebestring demand deposits, savings dep:
and money market accounts, is equal to the amaydlpe on demand at the reporting date. The carginounts of variableate
fixed-term certificates of deposit approximate tHair values at the reporting date. Fair valuasficed-rate certificates of depo
are estimated using a discounted cash flow calouldhat applies market interest rates on comparadstruments to a schedule
aggregated expected monthly maturities on time siepo

Securities sold under agreements to repurchase:

The carrying amount of these liabilities approxiesatheir estimated fair value.

Federal Home Loan Bank advances and other borr@wing

The carrying amounts of FHLB advances and othemolngs approximate their fair value.
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Note 13. Fair Value Disclosures (continue
Accrued interest:
The carrying amounts of accrued interest approxérfeit value.
Commitments to extend credit, letters of credit hnels of credit:
The fair value of commitments is estimated usirgfées currently charged to enter into similar egrents, taking into account
remaining terms of the agreements and the preseditworthiness of the counterparties. For fixatk loan commitments, fair va
also considers the difference between current $eakinterest rates and the committed rates.

The tables below present the recorded amount efsiasd liabilities measured at fair value on aimgécg basis.

Quoted Prices Significant Significant

Active Markets Other Other
Balance as ¢ for Identical Observable Unobservabl
December 3: Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
Debt securities available for sa
U.S. Government agenci $ 4,190,27' $ - $ 419027 $ =
State and municipal securiti 24,436,25 - 24,436,25 -
Mortgagebacked securitie:
Residential mortgage guaranteed by GN 11,871,17 - 11,871,17 -
Collateralized mortgage obligations issued or guoized
by U.S. Government agencies or sponsored agenci  45,559,73 - 45,559,73 -
Total securities available for s¢ $ 86,057,43 $ - $ 86,057,433 $ =
Cash surrender value of life insurance $ 1,166,77- $ - $ 1,166,77. $ =

Quoted Prices Significant Significant

Active Markets Other Other
Balance as ¢ for Identical Observable Unobservabl
December 3: Assets Inputs Inputs
2010 (Level 1) (Level 2) (Level 3)
Debt securities available for sa
U.S. Government agenci $ 4,587,07" $ - $ 458707 $ =
State and municipal securiti 20,736,21 - 20,736,21 -
Mortgage-backed securitie:
Residential mortgage guaranteed by GN 18,853,02 - 18,853,02 -
Collateralized mortgage obligations issued or guized
by U.S. Government agencies or sponsored agenci  64,074,11 - 64,074,11 -
Total securities available for sale $108,250,43 $ - $108,250,43 $ =
Cash surrender value of life insurance $ 111382 $ - $ 111382 $ =
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Note 13. Fair Value Disclosures (continue
Cornerstone has no assets or liabilities whosevédires are measured on a recurring basis usingl Bewmputs.

Certain assets and liabilities are measured atvidine on a nonrecurring basis, which means thetasmnd liabilities are n
measured at fair value on an ongoing basis buswagct to fair value adjustments in certain cirstances (for example, when th
is evidence of impairment). The tables below preggiormation about assets and liabilities on tladabhce sheet at December
2011 and 2010, for which a nonrecurring changainvalue was recorded.

Quoted Prices Significant  Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservabl
December 3: Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
Impaired loan: $ 12,24526 $ -$12,245,26' $ -
Foreclosed asse 18,523,96 - 18,523,96 -
Quoted Prices Significant  Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservabl
December 3: Assets Inputs Inputs
2010 (Level 1) (Level 2) (Level 3)
Impaired loan: $ 14,897,63 $ -$14,897,63 $ -
Foreclosed asse 12,808,83 - 12,808,83 -

Loans include impaired loans held for investmemt\vidnich an allowance for loan losses has been kdknl based upon the f
value of the loans at December 31, 2011 and 20&8sds derived from Level 2 inputs were calculatgdniodels incorporatir
significant observable market data.

The carrying amount and estimated fair value ofn@wmtone's financial instruments at December 31120d 2010, are as follo
(in thousands):

2011 2010
Carrying Estimatec Carrying Estimatec
Amount Fair Value Amount Fair Value
Assets:
Cash and cash equivalel $ 38,88: $ 38,88: $ 22,98: $ 22,98:
Securities 86,12¢ 86,12¢ 108,34t 108,34¢
Federal Home Loan Bank sto 2,32 2,32 2,32 2,32:
Loans, ne 260,36! 260,51! 276,11" 277,79
Cash surrender value of life insurat 1,167 1,167 1,114 1,11«
Accrued interest receivab 1,327 1,32 1,32¢ 1,32¢
Liabilities:
Noninteres-bearing demand depos 43,99( 43,99( 28,98( 28,98(
Interes-bearing demand depos 22,35 22,35 24,83¢ 24,83«
Savings deposits and money market acca 46,857 46,857 34,04: 34,04:
Time deposit: 200,84: 203,45: 247,59: 249,99(
Federal funds purchased and securities sold under
agreements to repurche 29,391 29,391 24,32t 24,32t
Federal Home Loan Bank advances and other borra 43,04¢ 43,04 54,71t 54,71¢
Accrued interest payab 111 111 177 177

Unrecognized financial instruments (net of contract

amount):
Commitments to extend crel - - - -
Letters of credi - - - -



Lines of credi
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Note 14.

Note 15.

Contingencie

The Bank is involved in certain claims arising fromrmal business activities. Management believasttie impact of those clai
are without merit and that the ultimate liabilitf/any, resulting from them will not materially afft the Banlks financial condition ¢
Cornerstone’s consolidated financial position, lssof operations or cash flows.

Stock Option Plar

Cornerstone has stock option plans which are mdhe described below. For the years ended Decer®@bef011, 2010 and 20(
Cornerstone recognized $79,140, $74,612 and $206r68pectively, in compensation expense for attksbptions.

No options were granted during 2010. For the yeaded December 31, 2011 and 2009, the fair valueaoli option granted
estimated on the date of grant using the Black-Bshaption-pricing model with the following assunopis:

Years Ended December :

2011 2009
Dividend yield 0.0(% 2.97%
Expected life 7.0 year 7.0 year
Expected volatility 43.11% 38.7%%
Risk-free interest rat 2.81% 2.6%

The expected volatility is based upon historicdlatitity. The riskfree interest rates for periods within the contrattife of the
awards are based on the U.S. Treasury yield caredféct at the time of the grant. The expecteslibfbased on historical exerc
experience. The dividend yield assumption is base@ornerstone’s history and expectation of divitlpayouts.

Board of Directors plan:

Cornerstone has a stock option plan under which meesnof the Board of Directors, at the formationttud Bank, were grant
options to purchase a total of up to 600,000 shaireemmon stock. Only nogualified stock options may be granted under tlae

In addition, members of the Board of Directors tenissued options under the Cornerstone 2002 O@mgy Incentive Plan
purchase up to 1,200,000 shares of Cornerstonk.stbe options available for issuance to Board mensbinder the 2002 Long-
Term Incentive Plan are shared with officers anglegrees of Cornerstone. The exercise price of eation equals the market pr
of Cornerstone’s stock on the date of grant andoghtéon’s maximum term is ten years, at which point thegirex Vesting fo
options granted during 2009, are 50% on each ofitbteand second anniversary of the grant daté full vesting occurring at ti
second anniversary date. At December 31, 2011e tiseno additional compensation cost to be recaghas all opinions are fu
vested. An analysis of this stock option plan issented in the following table:

Years Ended December :

2011 2010 2009
Average Aggregat Average Average
Exercise  Intrinsic Exercise Exercise

Shares Price.  Value(l) Shares Price Shares Price

Outstanding at beginning of ye 100,25( $ 9.4z 100,25( $ 9.4Z 81,80( $ 10.7:
Grantec - - - - 20,50( 3.6
Exercisec - - - - - -
Forfeited 45,00( 13.65 - (2,050 3.6

100,25( $ 9.4z 100,25( $ 9.4Z

Outstanding at end of year 5525( $ 5.9¢ $ -
Options exercisable at year-end 55,25( $ 5.9¢ $ - 91,02¢ $ 10.01 75,400 $ 10.9¢
Weighted-average fair value of options gran

during the yea $ = $ = $ 1.1¢
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Note 15. Stock Option Plans (continue

Board of Directors plan: (continued)

(1) The aggregate intrinsic value of a stock opiiorthe table above represents the totaltpreintrinsic value (the amount
which the current market value of the underlyingcktexceeds the exercise price of the option)wlwatld have been receiv
by the option holders had all option holders exsaditheir options on December 31, 2011. This amobahges based
changes in the market value of Cornerstone's s

Information pertaining to options outstanding at®mber 31, 2011, is as follows:

Options Outstandin Options Exercisabl

Weighted Weighted Weighted

Average Average Average

Exercise Number Remaining Exercise Number Exercise

Prices Outstanding Life Price Exercisable Price

$ 5.44 16,00( 2.2 Year $ 5.44 16,00 $ 5.4¢
9.2% 8,00( 3.2 Year 9.2¢ 8,00( 9.2%
7.9¢ 12,80( 6.2 Year 7.9¢ 12,80( 7.9¢
3.65 18,45( 7.2 Year 3.65 18,45( 3.6t
Outstanding at end of ye: 55,25( 49 Year $ 5.9¢ 55,25( $ 5.9¢

The total fair value of shares that vested duridg12 2010 and 2009 was approximately $11,900, $84abd $45,000, respectively.
Officer and Employee Plans:

Cornerstone has two stock option plans, the 199@&lstone Statutory and Natatutory Option Plan and the Cornerstone :
Long-Term Incentive Plan, under which officers amilployees can be granted incentive stock optiom®oiualified stock optior
to purchase a total of up to 220,000 and 1,2008l¥res, respectively, of Cornerstare€ommon stock. The option price
incentive stock options shall be not less than @@@ent of the fair market value of the common lstme the date of the grant. 1
non-qualified stock options may be equal to or moréess than the fair market value of the common stotkhe date of the gra
The stock options vest at 30 percent on the seaaddhird anniversaries of the grant date and 46epé on the fourth annivers:
of the grant date. These options expire ten years the grant date. At December 31, 2011, the tetakhining compensation cos
be recognized on novested options is approximately $321,000. An anslg§ the activity for each of the years ending Erabe
31, 2011, 2010 and 2009, for this stock option [itdlows:
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Note 15. Stock Option Plans (continue

Officer and Employee Plans: (continued)

Years Ended December :

2011 2010 2009

Average Aggregat Average Average

Exercis¢  Intrinsic Exercise Exercis¢

Shares Price.  Value(l)  Shares Price Shares Price

Outstanding at beginning of ye 520,90( $ 5.7¢ 799,67 $ 6.1&¢ 755,42' $ 6.6
Grantec 221,00( 1.67 - - 115,85( 3.6t
Exercisec - - - - - -
Forfeited (169,300 4.31 (278,779 $ 6.9C (71,600 6.77
Outstanding at end of year 572,600 $ 4.6: $ - 520,90 $ 5.7¢ 799,67! $ 6.1¢
Options exercisable at year-end 29541 $ 6.67 $ - 38527( $ 58t 592,64( $ 5.6¢
Weightec-average fair value of options gran
during the yea $ .95 $ = $ 1.1z

(1) The aggregate intrinsic value of a stock optiorthia table above represents the tota-tax intrinsic value (the amount
which the current market value of the underlyinocktexceeds the exercise price of the option)whatld have been receiv

by the option holders had all option holders exsaditheir options on December 31, 2011. This amobahges based

changes in the market value of Cornerstone's s

Information pertaining to options outstanding at®mber 31, 2011, is as follows:

Options Outstandin Options Exercisabl

Weighted Weighted Weighted

Average Average Average

Exercise Number Remaining Exercise Number Exercise

Price Outstanding Life Price Exercisable Price

$ 3.6% 91,80( 0.8 Year $ 3.6% 91,80( $ 3.6¢
5.44 70,64( 2.2 Year 5.44 70,64( 5.4¢
9.2% 43,91( 3.2 Year 9.2% 43,91( 9.2t
13.2¢ 21,00( 4.2 Year 13.2¢ 21,00( 13.2¢
15.2¢ 14,45( 5.2 Year 15.2¢ 14,45( 15.2¢
15.2( 2,75C 5.3 Year 15.2( 2,75C 15.2(
7.9¢ 47,50( 6.2 Year 7.9¢ 28,50( 7.9¢
3.6( 74,55( 7.2 Year 3.6( 22,36 3.6(
1.7¢C 193,00( 9.3 Year 1.7¢C - -
1.5t 3,00 9.3 Year 1.5t - -
1.1C 5,00( 9.7 Year 1.1C - -
1.0Z 5,00( 9.9 Year 1.0Z - -
Outstanding at end of ye 572,60( 5.7 Year $ 4.6° 290541 % 6.67
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Note 15.

Note 16.

Note 17.

Stock Option Plans (continue
Officer and Employee Plans: (continued)
Information pertaining to non-vested options fo tlear ended December 31, 2011, is as follows:

Weighted Averag

Number Grant Date

of Share: Fair Value
Non-vested options, December 31, 2( 135,63( $ 5.4¢
Granted 221,00( 1.67
Vested (43,49 6.91
Forfeited (35,950 3.5t
Non-vested options, December 31, 2( 277,18! $ 2.47

The total fair value of shares that vested durifid12 2010 and 2009 was approximately $56,000, $0®5and $288,00
respectively.

Liquidity and Capital Resourc

Cornerstones primary source of funds with which to pay itsufiet obligations is the receipt of dividends from subsidiary Ban
Banking regulations provide that the Bank must n@@mcapital sufficient to enable it to operateaasiable institution and, as
result, has limited the amount of dividends the IBaray pay without prior approval.

Consent Orde

Following the issuance of a written report by trexl€ral Deposit Insurance Corporation (FDIC) andTthenessee Department
Financial Institutions (TDFI) concerning their joiexamination of the Bank in October 2009, the Bantered into a consent or
with the FDIC on April 2, 2010 and a written agresrmhwith the TDFI on April 8, 2010, each concernagas of the Bank’
operations identified in the report as warrantimgpiovement and presenting substantially similamgldor making thos
improvements. The consent order and written agragnvenich we collectively refer to as the “ActiordaRs”, convey specifi
actions needed to address certain findings fromjdht examination and to address our current fai@ncondition. The Actio
Plans contain a list of strict requirements rangirgn a capital directive, which requires us toiaeh and maintain minimu
regulatory capital levels in excess of the statutoinimums to be weltapitalized, to developing a liquidity risk managerhani
contingency funding plan, in connection with whigle will be subject to limitations on the maximunteirest rates we can pay
deposit accounts. The Action Plans also contastrictions on future extensions of credit and reggithe development of varic
programs and procedures to improve our asset gyaitvell as routine reporting on our progress tdveampliance with the Actic
Plans to the Board of Directors, the FDIC and tB¥=IT As of April 2, 2010, the date of the conserder, the Bank was deeme
be “adequately capitalized.The adequately capitalized classification is theulteof the Bank receiving a formal enforcementaan
which prohibits a Bank from being classified as lvoapitalized” regardless of its capital ratios. Therefore, tlaiBcan not
classified as “well capitalized” until the ActiordPs are lifted by the FDIC and the TDFI.
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Note 18. Minimum Regulatory Capital Requireme

Cornerstone (on a consolidated basis) and the Baeksubject to various regulatory capital requinetseadministered by t
Tennessee Department of Financial Institutionstaediederal banking agencies. Failure to meet minincapital requirements ¢
initiate certain mandatory and possibly additiogigtretionary actions by regulators that, if undken, could have a direct mate
effect on Cornerstong’and the Bank's financial statements. Under dapitaquacy guidelines and the regulatory framewfor
prompt corrective action, Cornerstone and the Bamist meet specific capital guidelines that invotpgantitative measures
Cornerstone’s and the Bank's assets, liabilitiesl eertain off-balancsheet items as calculated under regulatory acamy
practices. Cornerstoreand the Bank's capital amounts and classificatieralso subject to qualitative judgments by tgulator
about components, risk weightings and other factBrempt corrective action provisions are not aglle to bank holdir
companies.

Quantitative measures established by regulaticensure capital adequacy require Cornerstone anBahk to maintain minimu
amounts and ratios (set forth in the table belofatptal and Tier | capital (as defined in the regjigns) to riskweighted assets (
defined), and of Tier | capital (as defined) torage assets (as defined).

As of December 31, 2011, the most recent notificafrom the Federal Deposit Insurance CorporatiidlC) categorized the Ba
as adequately capitalized under the regulatorydraank for prompt corrective action.

Cornerstones and the Bank's actual capital amounts and ratiesalso presented in the table. Dollar amountspagsented i

thousands.
Minimum Minimum Capital
Capital Requirements pe
Actual Requirement: the Action Plan:

Amount Ratio Amount Ratio Amount Ratio

As of December 31, 201
Total capital to ris-weighted asset:

Consolidatec $ 37,08: 12.9% $ 23,04: 8.C% N/A N/A

Cornerstone Community Bai 37,15¢ 13.(% 22,87¢ 8.C% 34,31 12.(%
Tier | capital to ris-weighted asset:

Consolidatec 33,43t 11.€% 11,521 4.C% N/A N/A

Cornerstone Community Bai 33,53¢ 11.7% 11,43¢ 4% 28,59¢ 10.(%
Tier | capital to average asse

Consolidatec 33,43¢ 8.% 16,71 4.C% N/A N/A

Cornerstone Community Bat 33,53¢ 8.C% 16,68¢ 4.C% 33,37: 8.C%

As of December 31, 201
Total capital to ris-weighted asset:

Consolidatec $ 27,477 9.3% $ 23,57: 8.C% N/A N/A

Cornerstone Community Bai 29,59: 10.1% 23,53¢ 8.C% 35,30: 12.(%
Tier | capital to ris-weighted asset:

Consolidatec 23,721 8.1% 11,78¢ 4.C% N/A N/A

Cornerstone Community Bai 25,88: 8.8% 11,76i 4.C% 29,41¢ 10.(%
Tier | capital to average asse

Consolidatec 23,721 5.2% 18,11 4.C% N/A N/A

Cornerstone Community Bai 25,88: 5.8% 17,99¢ 4.C% 35,99( 8.C%

Management of the Bank has determined it is in diampe with the Action Plans, discussed in Notefétotal and Tier | capital
risk-weighted assets and Tier 1 capital to ave@ggets requirements at December 31, 2011. The 8&aldrd of directors mt
ensure that the Bank complies with the provisiohghe Action Plans and that required quarterly terit progress reports i
furnished to the FDIC and TDFI.
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Note 19. Other Comprehensive Incol

Other comprehensive income consists of unrealizdditiy gains and losses on securities availableséde. A summary of oth
comprehensive income and the related tax effectthéyears ended December 31, 2011, 2010 and &89 follows:

Tax
Before-Tax (Expense Net-of-Tax
Amount  Benefit Amount

Year ended December 31, 20.
Unrealized holding gains and losses arising duttiggperioc $2,442,84" $(928,28) $1,514,56!

Less reclassification adjustment for gains realireglet income 107,41. (40,819 66,59¢

$2,335,43 $(887,469 $1,447,97!

Year ended December 31, 20:
Unrealized holding gains and losses arising dutfiegperioc $1,571,721 $(597,25) $ 974,46t

Less reclassification adjustment for gains realineglet income 1,698,131 (645,29 1,052,84.

$ (126,410$ 48,03t $ (78,379

Year ended December 31, 20i
Unrealized holding gains and losses arising duttiegperioc $ 296,64. $(113,88)$ 182,75¢

Less reclassification adjustment for gains realireget income 399,75« (153,06f) 246,68t

$ (103,11)$ 39,18: $ (63,930

Note 20. Earnings (Loss) Per Common St

Basic earnings (loss) per share represents inctss) @vailable to common stockholders divided hmy weightedaverage numb
of common shares outstanding during the periodutBil earnings (loss) per share reflects additiooalmon shares that would hi
been outstanding if dilutive potential common sbdrad been issued, as well as any adjustment amiet¢hat would result from t
assumed issuance.

Potential common shares that may be issued by @iame relate to outstanding stock options, deteethiusing the treasury stc
method.
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Note 20.

Note 21.

Earnings (Loss) Per Common Share (contin

Earnings (loss) per common share have been compatetl on the following:

2011 2010 2009

Net income (loss $1,030,05: $(4,707,52) $(8,178,63)
Less: Preferred stock dividend requireme 651,11¢ 34,46 -
Less: Preferred stock accretion 36,71¢ - -
Net income (loss) applicable to common st $ 342,21! $(4,741,98) $(8,178,63)
Average number of common shares outstan 6,500,391 6,500,39¢ 6,500,39
Effect of dilutive stock option - - -
Average number of common shares outstanding useal¢alate diluted earning

(loss) per common share 6,500,391 6,500,391 6,500,39

The effects of outstanding antidilutive stock opiaare excluded from the computation of dilutechieays (loss) per common shz
There were 672,850, 621,150 and 899,925 antidédwtteck options for 2011, 2010 and 2009, respdgtive

Recent Accounting Pronounceme

In January 2011, the FASB issued Accounting Statelaipdate (ASU) No. 2011-01Déferral of the Effective Date of Disclosu
about Troubled Debt Restructurings in Update NA.0280. The FASB determined that certain provisionatirg to troubled de
restructurings (TDRs) should be deferred until &ddal guidance and clarification on the definitiohTDRs is issued.

In April 2011, the FASB issued ASU 2011-02, “A Citeds Determination of Whether a Restructuring Is aubted Dek
Restructuring”. ASU 2011-02 amends ASC Topic 3Receivables”py clarifying guidance for creditors in determinindgnether
concession has been granted and whether a del#@pésiencing financial difficulties. The amendrtseare effective for the fir
interim or annual period beginning on or after Ju6e 2011, and should be applied retrospectivelthéobeginning of the annt
period of adoption. ASU 2011-02 also makes diso®sequirements deferred under ASU 2@11effective for interim and anni
periods beginning on or after June 15, 2011. Tdapton of ASU 2011-02 did not have a significampact on Cornerstone’
consolidated financial statements.

In April 2011, the FASB issued ASU 2011-03[ransfers and Servicing (Topic 860): Reconsidenatid Effective Control fc
Repurchase Agreementsiitended to improve financial reporting of repurebagreements and refocus the assessment of\ed
control on a transferas’contractual rights and obligations rather tharctical ability to perform those rights and obligas. Thi
guidance in ASU 20103 is effective for the first interim or annual jwet beginning on or after December 15, 2011. Catoge i
evaluating the effect, if any, the adoption of A3QL1-03 will have on its consolidated financiakstaents.
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Note 21.

Note 22.

Recent Accounting Pronouncements (contin

In May 2011, the FASB issued ASU 2011-0Anfendments to Achieve Common Fair Value Measurensmt Disclosur
Requirements in U.S. GAAP and IFRSs”. ASU 2@Ul represents the converged guidance of the FASBtlam Internation
Accounting Standards Board (IASB) on fair value meament. A variety of measures are included énughdate intended to eitl
clarify existing fair value measurement requirerserthange particular principles requirements folasneing fair value or fi
disclosing information about fair value measuremmerftor many of the requirements, the FASB doesimend to change tl
application of existing requirements under the ABfpic 820, “Fair Value Measurements”. ASU 2004 s effective for interit
and annual periods beginning after December 151 20t early application is not permitted. Cornarsts evaluating the imps
adoption of ASU 2011-04 will have on its financs&htements.

In June 2011, the FASB issued ASU 2011-05, “Pregiemt of Comprehensive Incomeihtended to increase the prominenc
items reported in other comprehensive income anfhdiitate convergence of accounting guidancehis tirea with that of ti
IASB. The amendments require that all nonownengha in stockholdergquity be presented in a single continuous statemwf
comprehensive income or in two separate but comisecstatements. Amendments under ASU 20%Xer public entities should
applied retrospectively for fiscal years, and imeperiods within those years, beginning after Deloer 15, 2011. Cornerstone
evaluating the impact adoption of ASU 2011-05 Wwéle on its financial statements.

In September 2011, the FASB issued ASU 2011-O8tafgibles - Goodwill and Other (Topic 350)Testing Goodwill fo
Impairment”. ASU 2011-08 amends Topic 350, “Intdes - Goodwill and Other’to give entities the option to first ass
qualitative factors to determine whether the exiséeof events or circumstances leads to a detetiminthat it is more likely the
not that the fair value of a reporting unit is l&san its carrying amount. If, after assessingttitality of events or circumstances
entity determines it is not more likely than noattithe fair value of a reporting unit is less tlitasrcarrying amount, then performi
the twostep impairment test is unnecessary. Howeven #rdity concludes otherwise, then it is requitegerform the first step
the twostep impairment test by calculating the fair vadfi¢he reporting unit and comparing the fair vahiéh the carrying amou
of the reporting unit. ASU 20108 is effective for annual and interim impairmeasts beginning after December 15, 2011, a
not expected to have a significant impact on Catoge’s financial statements.

Other than disclosures contained within these mstatts, Cornerstone has determined that all otheently issued accounti
pronouncements will not have a material impactteronsolidated financial statements or do notyafiplts operations.

Equity Investmer

During 2006, Cornerstone invested $3,000,000 f25% share of the Appalachian Fund for Growth lltiRenship (AFG), which

managed by the Southeast Local Development Coiporé§General Partner). AFG is targeting high joleation and retentic
businesses and businesses providing important coiityreervices. The funds are being deployed to:hEl@ttract new busines:
to underserved service areas by offering creative financRigsupply creative financing for businesses toal®@litate existin
distressed properties to facilitate community depeient; and 3) leverage other private investmentits targeted communities.
return for its investment in AFG, Cornerstone atideo investors will receive new market tax credisr 2011, 2010 and 20
Cornerstone received approximately $277,500, $DI2,&nd $150,000, respectively, in new market taxlits.

AFG meets the criteria of a VIE outlined in ASC ToB10, “Consolidation”AFG has not been consolidated by Cornerstor
Cornerstone is not the primary beneficiary.
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Note 23. Condensed Parent Informat

BALANCE SHEETS

ASSETS
Cash
Investment in subsidiai
Other asset

Total asset

LIABILITIES AND STOCKHOLDERS EQUITY
Other liabilities
Other borrowing:
Total liabilities

Stockholders’ equity

Total liabilities and stockholders’ equity

STATEMENTS OF OPERATIONS

INCOME
Dividends
Interest income

EXPENSES
Interest expens
Goodwill impairment
Other operating expenses

\

(Loss) income before equity in undistributed eagsifloss]
Equity in undistributed earnings (loss) of subgigl
Income tax benefi
Net income (loss
Preferred stock dividend requireme

Accretion on preferred stock discot

Net income (loss) available to common sharehol
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December 3!
2011

December 3:
2010

$ 919,56:
35,309,06
2,067,83!

$ 2,261,77
27,974,38
440,77.

$ 38,296,46

$ 30,676,93

$ 43,16
3,045,00!

$ 142,78:
4,715,001

3,088,16:

35,208,30

4,857,78.

25,819,15

$ 38,296,46

$ 30,676,93

Years Ended December :

1,386,71.

2011 2010 2009
- $ - $1,180,261
- - 4,11(
- - 1,184,371
219,25( 319,36 221,09
- 2,541,471 -
359,40¢ 384,81 802,08
(578,65) (3,245,65) 161,19

222,00(

275,99

(1,737,86) (8,740,48)

400,64

1,030,05:

651,11¢

36,71¢

(4,707,52) (8,178,63)

34,46 -

$ 342,21 $(4,741,98) $(8,178,63)
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Note 23. Condensed Parent Information (contint

STATEMENTS OF CASH FLOW:

CASH FLOWS FROM OPERATING ACTIVITIES
Net income (loss

Adjustments to reconcile net income (loss) to mshc(used in) provided by operati

activities:
Stock compensation exper
Equity in undistributed (income) loss of subsidi
Goodwill impairment
Other

Net cash (used in) provided by operating activities
CASH FLOWS FROM INVESTING ACTIVITIES
Repayment from subsidia
Capital contribution to subsidia
Net cash used in investing activiti
CASH FLOWS FROM FINANCING ACTIVITIES
Net (repayments) borrowings under other borrow
Issuance of preferred sto
Payment of preferred stock divider
Payment of common stock dividends
Net cash provided by financing activities
NET (DECREASE) INCREASE IN CASH AND CASH EQUIVALENT
CASH AND CASH EQUIVALENTS, beginning of ye:

CASH AND CASH EQUIVALENTS, end of ye:

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATIO
Cash paid during the year fc
Interest
Income taxes
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Years Ended December :

2011

2010 2009

$ 1,030,05. $(4,707,52) $(8,178,63)

79,14( 74,61  216,60(
(1,386,71) 1,737,86i 8,740,48

- 2,541,47 -
(1,726,68) (63,097 247,24
(2,004,20)  (416,65) 1,025,68:

- - 450,00
(4,500,00) - (1,300,00)
(4,500,00) - (850,000
(1,670,00) (635,00 1,100,00!
7,135,40. 2,727,42. -
(303,41) (34,469 -

- - (1,094,65)
5,161,990 2,057,96: 5,34¢
(1,342,21) 1,641,30. 181,03
2,261,77" 620,47 439,44

$ 919,56: $2,261,77' $ 620,47:

$ 249,55! $§ 319,36: $ 221,09




CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2011, 2010 and 2009

Note 24. Quarterly Data (unaudite

Years Ended December &

2011 2010
Fourth Third Seconc First Fourth Third Seconc First
Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter
Interest incomt $ 5,001,090 $ 511435 $ 5159800 $ 521848 $ 5445220 $ 593303 $ 6,731,970 $ 7,101,18
Interest expense 1,405,10 1,510,20! 1,690,83 1,755,72; 1,918,67 2,175,98! 2,510,79 2,596,36.
Net interest income, before provision for loan &= 3,595,99 3,604,15! 3,468,96! 3,462,75: 3,526,55! 3,757,05! 4,221,18 4,504,82.
Provision for loan losses 300,00( 115,00( 15,00( 15,00( 4,130,001 681,00( 1,465,000 1,015,000
Net interest income (loss), after provision forridasses 3,295,99. 3,489,15! 3,453,961 3,447,75! (603,44, 3,076,05! 2,756,18. 3,489,82.
Noninterest incom: 273,66! 323,41: 316,05: 269,75 170,04: 1,416,00! 1,091,22 403,66:
Noninterest expenses 3,500,71; 3,076,76! 3,657,40 3,416,61! 6,548,92. 4,209,08! 3,884,35! 3,399,99
Income (loss) before income tar 68,947 735,79¢ 112,61 300,90( (6,982,32) 282,97! (36,95¢) 493,48¢
Income tax (benefit) expense (43,87%) 212,12¢ (28,67%) 48,62! (1,699,20i) 69,30: (55,099 149,70:
Net income (loss 112,82. 523,66¢ 141,28° 252,27¢ (5,283,12) 213,67: 18,14t 343,78
Preferred stock dividend requireme 252,49; 187,53¢ 118,01% 93,07t 34,46: - - -
Accretion on preferred stock discount 14,29¢ 13,41¢ 9,00( - - - - -
Net income (loss) available to common stockholt $ (153970 $ 322,71 $ 14,27:  $ 159,200 $ (5,317,59) $ 213,67: $ 18,14t % 343,78
Earnings (loss) per common she
Basic $ 0.02) $ 0.0t $ - 3 0.0z $ 0.8) $ 0.0 $ - 3 0.0¢F
Diluted $ 0.02) $ 0.0t $ - $ 0.0z $ (081 $ 0.0 $ - $ 0.0
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON AC COUNTING AND FINANCIAL
DISCLOSURE

Cornerstone has not had any change in accountamisagreements with accountants on accountingfiaadcial disclosure during the t
most recent fiscal years or subsequently.

ITEM 9A. CONTROLS AND PROCEDURES
Disclosure Controls and Procedures

Cornerstone maintains disclosure controls and piwes, as defined in Rule 13&{e) promulgated under the Securities ExchangeoAtd3¢
(the “Exchange Act”)that are designed to ensure that information requio be disclosed by it in the reports that &dibr submits under t
Exchange Act is recorded, processed, summarizedegatted within the time periods specified in @@mmissions rules and forms and tl
such information is accumulated and communicate@dmerstones management, including its Chief Executive Offiaed Chief Financi
Officer, as appropriate, to allow timely decisiargarding required disclosure. Cornerstone cawigdan evaluation, under the supervision
with the participation of its management, includitggChief Executive Officer and Chief Financialfioér, of the effectiveness of the design
operation of its disclosure controls and procedaesf the end of December 31, 2011. Based onvhleaion of these disclosure controls
procedures, the Chief Executive Officer and ChigfaRcial Officer have concluded that as of Decenfer2011, Cornerstore'disclosur
controls and procedures were effective.

Management’'s Report on Internal Control over Finandal Reporting

The report of Cornerstone’s management on intezoadrol over financial reporting is set forth irem 8 of this Annual Report on Form KO-
and incorporated herein by reference.

Changes in Internal Controls

There were no changes in Cornerstone’s internarabaover financial reporting during Cornerstosdiscal quarter ended December 31, -
that have materially affected, or are reasonakblyito materially affect, Cornerstone’s internahtrol over financial reporting.

ITEM 9B. OTHER INFORMATION
None
PART III
ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNA NCE

Information relating to the directors and executbfficers of Cornerstone is set forth under theticaip“Proposals—Election of Directorsi
Cornerstone’s 2012 Proxy Statement. Such informasiancorporated into this report by reference.

Information relating to Cornerstone’s audit comesttand audit committee financial experts is sethfamder the captionCorporat
Governance and the Board of Directors—Audit Comemittin Cornerstons’2012 Proxy Statement. Such information is incrafeal into thi
report by reference.

Information relating to compliance with the repogirequirements of Section 16(a) of the ExchangebfxcCornerstone’ executive officers al
directors, persons who beneficially own more them percent of Cornerstorsetommon stock and their affiliates who are reglige complh
with such reporting requirements is set forth urttier caption “Other Matters—Section 16(a) Benefi@anership Reporting Compliancét
Cornerstone’s 2012 Proxy Statement. Such informasiancorporated into this report by reference.

Cornerstone has adopted a code of business coaddcethics that applies to its directors, officarsl employees, including its princi
executive officers, principal financial officer,ipcipal accounting officer, controller or persorefprming similar functions.
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ITEM 11. EXECUTIVE COMPENSATION

Information relating to executive compensation & forth under the captions “Executive Compensatamd “Director Compensationih
Cornerstone’s 2012 Proxy Statement. Such informasioncorporated into this report by reference.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED
STOCKHOLDER MATTERS

Information relating to beneficial ownership of @erstone’s common stock by certain persons is @gh funder the captionSecurity
Ownership of Certain Beneficial Owners and Manag#iia Cornerstones 2012 Proxy Statement. Such information is incrafel into thi
report by reference.

Information relating to Cornerstone’s equity comgeaion plans is set forth under the caption “Then@any’s LongTerm Equity and Qualifie

Retirements Plans—Equity Compensation Plan Infaonags of December 31, 2011” in Cornersten@012 Proxy Statement. Si
information is incorporated into this report byeefnce.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR INDEPENDENCE

Information relating to certain transactions betw&ornerstone and its affiliates and certain offemsons and to Cornerstosgiolicies an
procedures for approval of such transactions i@ under the captions “Certain Relationshipd &elated Transactions” an€C6rporat
Governance and the Board of Directors—Policies Rratedures for Approval of Related Person Transastiin Cornerstons’ 2012 Prox
Statement. Such information is incorporated inte taport by reference.

Information relating to director independence i$ feth under the caption “Corporate Governance #mel Board of Directors-Boarc
Composition and Director Independence” in Corners®2012 Proxy Statement. Such information is incatfeal into this report by referen:

ITEM 14.  PRINCIPAL ACCOUNTANT FEES AND SERVICES
Information relating to principal accountant feesl @ervices is set forth under the caption “Auditt@nittee—Audit and Non-Audit Fee#’

Cornerstone’s 2012 Proxy Statement. Such informasiancorporated into this report by reference.
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PART IV

ITEM 15.  EXHIBITS AND FINANCIAL STATEMENT SCHEDULES
(@  The following documents are filed as part of tlepart:
(1) Financial Statemen
The following report and consolidated financialtstaents of Cornerstone and Subsidiary are inclimié&em 8:
Report of Independent Registered Public Accourfimgm
Consolidated Balance Sheets as of December 31, &t 201(
Consolidated Statements of Income for the yearseimecember 31, 2011, 2010 and 2
Consolidated Statement of Changes in Stockhc’ Equity for the years ended December 31, 2011, 200200¢
Consolidated Statements of Cash Flows for the ye@ied December 31, 2011, 2010 and 2
Notes to Consolidated Financial Stateme
(2)  Financial Statement Schedul
Schedule II: Valuation and Qualifying Accoul
All other schedules for which provision is madehe applicable accounting regulation of the Semgiand Exchange Commiss
are not required under the related instructiorarerinapplicable and therefore have been omi
(3) The following documents are filed, furnished ordrorated by reference as exhibits to this rej
Exhibit No. Description
3.1 Amended and Restated Charter of Cornerstone BaressHac. (1)
3.2 First Amendment to Amended and Restated Chart€oafierstone Bancshares, Inc.
3.3 Amended and Restated Bylaws of Cornerstone Baneshirc. (3]
4 The right of securities holders are defined in@marter and Bylaws provided in exhibits 3.1, 3.8 &8 respectively
10.1* Cornerstone Bancshares, Inc. Statutory and Norstgt8tock Option Plan. (¢
10.2* Cornerstone Bancshares, Inc. 2002 L-Term Incentive Plan. (¢
10.3* Cornerstone Bancshares, Inc. 2004 -Employee Director Plan. (¢t
10.4* Cornerstone Community Bank Employee Stock OwnerBhap. (7)
10.5 Stipulation to the Issuance of a Consent orderda&pril 2, 2010 between Cornerstone Community Bamd :
representative of the Legal Division of the Fed&eaposit and Insurance Corporation (FI-1C-037b). (8)
10.6 Consent Order dated April 2, 2010 issued by theeF@deposit and Insurance Corporation (F-1C-037b). (9)
14 Code of Ethics. (8
21 Subsidiaries of the registrai
31.1 Certification of principal executive office
31.2 Certification of principal financial office!
32 Section 906 certifications of chief executive offi@nd chief financial office
* This item is a management contract or compemgatian or arrangement required to be filed asxdribit to this Form 10-K
pursuant to Item 15(b) of this repc
Q) Incorporated by reference to Exhibit 3.1 of theistrgn’s Form 1-Q/A filed on May 5, 2010
(2 Incorporated by reference to Exhibit 3 of the regis’' s Form 1K filed on June 29, 201(
3 Incorporated by reference to Exhibit 3.2 of theisggn’s Form 1-KSB filed on March 24, 200
4) Incorporated by reference to Exhibit 10.1tloé registrant's Registration Statement on Forrh f8ed on February 4, 2000,
amended (File No. 3-96185).
(5) Incorporated by reference to Exhibit 99.1 of thgisran’s Registration Statement on Fori-8 filed March 5, 2004 (File No. 3-
113314).
(6) Incorporated by reference to Exhibit 99.3 of thgisran’s Registration Statement on Fori-8 filed March 5, 2004 (File No. 3-
113314).
(7) Incorporated by reference to Exhibit 10.1 of thgisgan’s Form K filed on July 19, 200E
(8) Incorporated by reference to Exhibit 14 of the ségin’s Form 1-KSB filed on March 24, 200
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SIGNATURES

In accordance with Section 13 or 15(d) of the SéesrExchange Act of 1934, the Registrant hasedtisis report to be signed on its behal
the undersigned, thereunto duly authorized.

CORNERSTONE BANCSHARES, INC

Date:March 29, 201: By: /s/ Nathaniel F. Hughe
Nathaniel F. Hughe
Presiden

(principal executive officer

By: /sl Gary W. Petty, J
Gary W. Petty, Ji
Senior Vice President and Chief Financial Offi
(principal financial officer and accounting offig¢
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In accordance with the Securities Exchange Acta#4] this report has been signed below by thevatig persons on behalf of the Regist
and in the capacities indicated on March 29, 2012.

Signature Title
/s/ W. Miller Welborn Chairman of the Board of Directors
W. Miller Welborn
/s/ Nathaniel F. Hughe Presiden
Nathaniel F. Hughe (principal executive officer) and Director
/s/ B. Kenneth Drive Director
B. Kenneth Drivel
/s/ Karl Fillauer Director
Karl Fillauer
/s/ David Fusse Director
David Fussel
/s/ Lawrence D. Levin Director
Lawrence D. Levint
/s/ Frank S. McDonal Director
Frank S. McDonalt
/s/ Doyce G. Payn Director
Doyce G. Payn
/s/ Billy O. Wiggins Director
Billy O. Wiggins
/s/ Marsha Yessic Director
Marsha Yessicl
/sl Gary W. Petty, J Senior Vice President and Chief Financial Officer
Gary W. Petty, Ji (principal financial officer and accounting offige
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INDEX OF EXHIBITS

Exhibit No. Description

3.1
3.2
3.3

4
10.1*
10.2*
10.3*
10.4*
10.5

10.6
14
21
311
31.2
32

Amended and Restated Charter of Cornerstone BaressHac. (1)

First Amendment to Amended and Restated Chart€oafierstone Bancshares, Inc.

Amended and Restated Bylaws of Cornerstone Baneshiarc. (3]

The right of securities holders are defined in@marter and Bylaws provided in exhibits 3.1, 3.8 &8 respectively
Cornerstone Bancshares, Inc. Statutory and Norstgt8tock Option Plan. (¢

Cornerstone Bancshares, Inc. 2002 L-Term Incentive Plan. (¢

Cornerstone Bancshares, Inc. 2004 -Employee Director Plan. (t

Cornerstone Community Bank Employee Stock OwnerBhap. (7)

Stipulation to the Issuance of a Consent orderda&pril 2, 2010 between Cornerstone Community Bamd :
representative of the Legal Division of the Fed&eposit and Insurance Corporation (FI-1C-037b). (8)

Consent Order dated April 2, 2010 issued by theeF@deposit and Insurance Corporation (F-1C-037b). (9)
Code of Ethics. (8

Subsidiaries of the registrai

Certification of principal executive office

Certification of principal financial office!

Section 906 certifications of chief executive offi@nd chief financial office

(1)
(2)

(4)
(5)
(6)

(7)
(8)

This item is a management contract or compemggtian or arrangement required to be filed asxdribit to this Form 10-K
pursuant to Item 15(b) of this repc

Incorporated by reference to Exhibit 3.1 of theistrgn’s Form 1-Q/A filed on May 5, 2010

Incorporated by reference to Exhibit 3 of the regis’s Form K filed on June 29, 201!

Incorporated by reference to Exhibit 3.2 of theisggn’s Form 1-KSB filed on March 24, 200

Incorporated by reference to Exhibit 10.1tlué registrant's Registration Statement on Forrh f8ed on February 4, 2000,
amended (File No. 3:-96185).

Incorporated by reference to Exhibit 99.1 of thgisran’s Registration Statement on Fori-8 filed March 5, 2004 (File No. 3-
113314).

Incorporated by reference to Exhibit 99.3 of thgisran’s Registration Statement on Fori-8 filed March 5, 2004 (File No. 3-
113314).

Incorporated by reference to Exhibit 10.1 of thgisgan’s Form K filed on July 19, 200E

Incorporated by reference to Exhibit 14 of the ségin’s Form 1-KSB filed on March 24, 200
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EXHIBIT 21
CORNERSTONE BANCSHARES, INC.
LIST OF SUBSIDIARY

Name of Subsidiar State of Incorporatic

Cornerstone Community Bat Tennesse




EXHIBIT 31.1
CERTIFICATIONS

I, Nathaniel F. Hughes, certify that:

1. | have reviewed this report on Form-K of Cornerstone Bancshares, Inc. (“Issue”) for the fiscal year ended December 31, 2(

2. Based on my knowledge, this report does not cordgainuntrue statement of a material fact or omistade a material fact necessar
make the statements made, in light of the circuntgts under which such statements were made, nigadisg with respect to the per
covered by this repor

3. Based on my knowledge, the financial statementd, @her financial information included in this repcdfairly present in all materi
respects the financial condition, results of operetand cash flows of the Issuer as of, and far periods presented in this period reg

4. The Issu€’'s other certifying officers and | are responsildedstablishing and maintaining disclosure contamid procedures (as defines
Exchange Act Rules 13a-15(e) and 15d-15(e)) ardriat control over financial reporting (as definedxchange Act Rules 13E5(f) anc
15c¢-15(f) for the Issuer and hav

(a) designed such disclosure controls and proceduresgused such disclosure controls and procedurbs tiesigned under our supervis
to ensure that material information relating to b&uer, including its consolidated subsidiarymiade known to us by others within th
entities, particularly during the period in whidfig report is being prepare

(b) designed such internal controls over financial répg, or caused such internal control over finahcéporting to be designed under
supervision, to provide reasonable assurance riegptide reliability of financial reporting and tlpeeparation of financial statements
external purposes in accordance with generally@edeaccounting principle

(c) evaluated the effectiveness of the Issuelisclosure controls and procedures and presentéhis report our conclusions about
effectiveness of the disclosure controls and proces] as of the end of the period covered by #psit based on such evaluation;

(d) disclosed in this report any change in the dssuinternal control over financial reporting thatcurred during the Issusrfourth fisce
quarter that has materially affected, oreasonably likely to materially affect, the Is<'s internal control over financial reportir

5. The Issues other certifying officer and | have disclosedsdxhon our most recent evaluation of internal abmtver financial reporting -
the Issu€’s auditors and the audit committee of Is’s board of director:

(a) all significant deficiencies and material weaknssge the design or operation of internal controkwo¥inancial reporting which a
reasonably likely to adversely affect the Is’s ability to record, process, summarize and refpmhcial information; ant

(b) any fraud, whether or not material, that ineshmanagement or other employees who have a simifiole in the Issues’internal contrc
over financial reporting

Date:March 29, 201: /s/ Nathaniel F. Hughe

Nathaniel F. Hughes, Presid¢
(principal executive officer




EXHIBIT 31.2
CERTIFICATIONS

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

1. | have reviewed this report on Form-K of Cornerstone Bancshares, Inc. (“Issue”) for the fiscal year ended December 31, 2(

2. Based on my knowledge, this report does not cordgainuntrue statement of a material fact or omistade a material fact necessar
make the statements made, in light of the circuntets under which such statements were made, nigadisg with respect to the per
covered by this repor

3. Based on my knowledge, the financial statementd, ather financial information included in this repdfairly present in all materi
respects the financial condition, results of operat and cash flows of the Issuer as of, and far periods presented in this period reg

4. The Issues other certifying officers and | are responsildedstablishing and maintaining disclosure contamld procedures (as define
Exchange Act Rules 13a-15(e) and 15d-15(e)) ardriat control over financial reporting (as definedxchange Act Rules 13E5(f) anc
15c¢-15(f) for the Issuer and hav

(a) designed such disclosure controls and proceduresgused such disclosure controls and procedurbs tiesigned under our supervis
to ensure that material information relating to tb&uer, including its consolidated subsidiarymade known to us by others within th
entities, particularly during the period in whidtig report is being prepare

(b) designed such internal controls over financial répg, or caused such internal control over finahceporting to be designed under
supervision, to provide reasonable assurance riegptide reliability of financial reporting and tlpeeparation of financial statements
external purposes in accordance with generallyedeaccounting principle

(c) evaluated the effectiveness of the Is’s disclosure controls and procedures and presentehis report our conclusions about
effectiveness of the disclosure controls and prores] as of the end of the period covered by #psnt based on such evaluation;

(d) disclosed in this report any change in the I<'s internal control over financial reporting thattomed during the Issu’s fourth fisce
quarter that has materially affected, or is reabbnigkely to materially affect, the IssL’s internal control over financial reportir

5. The Issu€'s other certifying officer and | have disclosedsdxhon our most recent evaluation of internal abmtver financial reporting -
the Issue€’s auditors and the audit committee of Is’s board of director:

(a) all significant deficiencies and material weaknesge the design or operation of internal controkmy¥inancial reporting which a
reasonably likely to adversely affect the Is’s ability to record, process, summarize and refpmahcial information; ani

(b) any fraud, whether or not material, that ineswnanagement or other employees who have a s@mifiole in the Issues’internal contre
over financial reporting

Date: March 29, 2012 /sl Gary W. Petty, J

Gary W. Petty, Jr. Senior Vice President
Chief Financial Office
(principal financial officer and accounting offige




EXHIBIT 32
CERTIFICATIONS OF CEO AND CFO PURSUANT TO SECTION 9 06 OF THE SARBANES-OXLEY ACT

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

In connection with the Annual Report of Cornerst@ancshares, Inc., a Tennessee corporation (thef@oy”), on Form 10k for the fisca
year ended December 31, 2011, as filed with then8exs and Exchange Commission (“Report”), each of Nathaniel F. Hughes, Presidel
the Company, and Gary W. Petty, Jr., Senior Viasigdent and Chief Financial Officer of the Compahy hereby certify, pursuant to § 90¢
the Sarbanes-Oxley Act of 2002 (18 U.S.C. § 138, to his knowledge:

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

(2) The information contained in the Report faphesents, in all material respects, the finanmaldition and result of operations of the
Company.

/ s/ Nathaniel F. Hughe
Nathaniel F. Hughe
Presiden

(principal executive officer
Date: March 29, 201

/sl Gary W. Petty, J

Gary W. Petty, Ji

Senior Vice President and Chief Financial Offi
(principal financial officer and accounting offig¢
Date: March 29, 201

[A signed original of this written statement reeuirby Section 906 has been provided to Cornerdameshares, Inc. and will be retainec
Cornerstone Bancshares, Inc. and furnished toebargies and Exchange Commission or its staff ugguest.]




