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FORM 10-Q

(Mark One)
X QUARTERLY REPORT UNDER SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended March 31, 2
O TRANSITION REPORT PURSUANT SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission File Numbef00-30497
IL] CORNERSTONE
BANCSHARES, INC.
(Exact name of small business issuer as speciii¢d charter)
Tennesse 62-1173944
(State or other jurisdiction of incorporation oganization) (I.R.S. Employer Identification No
835 Georgia Avenue Chattanooga, Tenne 37402
(Address of principal executive office (Zip Code)
425-38E-3000 Not Applicable

(Registrar’s telephone number, including area cc (Former name, former address and former fi

year, if changes since last repc

Indicate by check mark whether the registranthds filed all reports required to be filed by Sewtl3 or 15(d) of the Securities Exchange
of 1934 during the preceding 12 months (or for ssiohrter period that the registrant was requirefilécsuch reports), and (2) has been su
to such filing requirements for the past 90 days.

Yes[X] No[O

Indicate by check mark whether the registrant ldsnitted electronically and posted on its corporegé site, if any, every Interactive Data
File required to be submitted and posted pursuaRiule 405 of Regulation S-T during the precedi@gribnths (or for such period that the
registrant was required to submit and post suesil

YesO NoO

Indicate by check mark whether the registrantleage accelerated filer, an accelerated filer, @accelerated filer, or a smaller reporting
company. See the definitions of “large acceleréited’, “accelerated filer” and “smaller reportirgpmpany” in Rule 12b-2 of the Exchange

Act. (Check one):
Large accelerated filefd Accelerated filer O Non-accelerated filer Smaller reporting companyxl]

Indicate by check mark whether the registrantsbel company (as defined in Rule 12b-2 of the Exgje Act).
YesO No

As of May 4, 2012 there were 6,500,396 shares winoon stock, $1.00 par value per share, issued atstaoding.




TABLE OF CONTENTS

PART | -FINANCIAL INFORMATION
Item 1. Financial Statements (Unaudit
Iltem 2. Manageme’s Discussion and Analysis of Financial Conditiod &esults of Operatior
Item 3. Quantitative and Qualitative Disclosurbsat Market Risk
Item 4T.Controls and Procedut

PART Il - OTHER INFORMATION

Item 1. Legal Proceedin(
Item 1A. Risk Factor
Item 2. Unregistered Sales of Equity Securities dad of Proceec
Item 3. Defaults Upon Senior Securit
Item 4. [Removed and Reserv¢
Item 5. Other Informatio

Item 6. Exhibits

28

39

39

40

40

40

40

40

40

40




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 2), 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 personieliii) 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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Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Balance Sheets

Unauditec
March 31, December 31
2012 2011
ASSETS
Cash and due from ban 10,982,89 $ 1,660,20.
Interes-bearing deposits at other financial institutis 23,901,98 37,222,48
Total cash and cash equivale 34,884,87 38,882,69
Securities available for sa 88,249,59 86,057,43
Securities held to maturity (fair value approxinge$64,970 and $70,484 at March 31, 2012 and
December 31, 2011, respective 63,41( 68,64
Federal Home Loan Bank stock, at c 2,322,901 2,322,901
Loans, net of allowance for loan losses of $6,024 @&nd $7,400,049 at March 31, 2012 and
December 31, 201 256,763,92 260,364,56
Bank premises and equipment, 5,649,66. 5,712,00:
Accrued interest receivab 1,334,00: 1,327,45!
Foreclosed asse 18,956,63 18,523,96
Other assets 9,250,30 9,395,72.
Total Asset: 417,475,30 $ 422,655,38
LIABILITIES AND STOCKHOLDERS' EQUITY
Deposits:
Noninteres-bearing demand depos 47,499,84 $ 43,989,94
Interes-bearing demand depos 26,851,85 22,353,38
Savings deposits and money market acca 52,066,22 46,857,11
Time deposits 189,397,73 200,841,49
Total deposit: 315,815,65 314,041,94
Federal funds purchased and securities sold ugteements to repurcha 21,445,30 29,390,81
Federal Home Loan Bank advances and other borra 42,610,00 43,045,00
Accrued interest payab 110,39¢ 110,70:
Other liabilities 1,604,00! 858,62
Total Liabilities 381,585,36 387,447,07
Stockholders' equity
Preferred stock - no par value; 2,000,000 shardé®dred; 425,369 and 403,989 shares issued i
outstanding in 2012 and 2011, respecti 10,446,13 9,899,54.
Common stock - $1.00 par value; 20,000,000 sharg®ezed; 6,709,199 shares issued in 2012
2011; 6,500,396 shares outstanding in 2012 and 6,500,39 6,500,39
Additional paic-in capital 21,334,95 21,316,43
Retained defici (3,472,69) (3,627,20)
Accumulated other comprehensive income 1,081,15! 1,119,13
Total Stockholders' Equit 35,889,94 35,208,30

Total Liabilities and Stockholders' Equ $ 41747530 $  422,655,38

The Notes to Consolidated Financial Statementsmiategral part of these statements.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statements of Income

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

INTEREST EXPENSE
Time deposit:
Other deposit
Federal funds purchased and securities Sold umgpleements to repurcha
Federal Home Loan Bank advances and other borra:
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 fet

Other noninterest incon

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

NONINTEREST EXPENSE:
Salaries and employee bene
Net occupancy and equipment expe
Depository insuranc
Foreclosed assets, r
Other operating expenses

Total noninterest expens

Income before income tax exper

Income tax expense
Net income

Preferred stock dividend requireme
Accretion on preferred stock discot

Net income available to common stockholc

EARNINGS PER COMMON SHARI
Basic
Diluted

DIVIDENDS DECLARED PER COMMON SHARE

The Notes to Consolidated Financial Statementsmiategral part of these statements.

Unauditec
Three Months Ende
March 31,
2012 2011

4,143,94. $ 4,638,80!
467,00t 568,67:
15,08’ 11,00:
4,626,03 5,218,48!
699,09: 1,052,44!
121,24 92,61:
32,23( 31,00:
461,20’ 579,65¢
1,313,77. 1,755,72.
3,312,26: 3,462,75!
- 15,00(
3,312,26: 3,447,75:
197,43- 215,45
20,28¢ 20,27¢
49,66 34,027
267,38 269,75
1,591,13! 1,542,70:
335,81 406,33«
202,78 322,65!
150,32( 361,57(
794,08: 783,35:
3,074,13; 3,416,61!
505,51° 300,90(
149,00( 48,62¢
356,51° 252,27!
265,85¢ 93,07t
14,46¢ -
76,19 $ 159,20(
0.01 $ 0.02
001 $ 0.0z
- % -




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

Net income
Other comprehensive income, net of 1

Net unrealized (losses) gains on securities aVail@ sale, net of reclassification adjustment
Comprehensive income

The Notes to Consolidated Financial Statementsmiategral part of these statements.

(Unaudited)
Three Months Ende
March 31,

2012 2011
356,517 $ 252,27!
(37,98() 346,70:
318,537 $ 598,97




Cornerstone Bancshares, Inc. and Subsidiary

Consolidated Statement of Changes in Stockhol&ersty - Unaudited

For the three months ended March 31, 2012

BALANCE, December 31, 201
Stock compensation exper
Issuance of Series A Convertible Preferred S
Preferred stock dividenc
Accretion on preferred stoc
Net income
Other comprehensive income, net of tax:

BALANCE, March 31, 2012

Accumulatec

Additional Other Total
Preferrec  Common Paic-in Retainec Comprehensiv  Stockholder:
Stock Stock Capital  Earnings (Deficit Income Equity
$ 9,899,54. $6,500,391 $21,316,43 $ (3,627,20) $ 1,119,13' $ 35,208,30
- = 18,51: = - 18,51:
532,12 = = = - 532,12
- : : (187,53%) - (187,53%)
14,46¢ = = (14,46¢) - -
- - - 356,51° - 356,51°
. . - - (37,980) (37,980
$10,446,13 $6,500,391 $21,334,95 $ (3,472,69) $ 1,081,15' $ 35,889,94

The Notes to Consolidated Financial Statementsiaiategral part of these statements.




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

CASH FLOWS FROM OPERATING ACTIVITIE
Net income $
Adjustments to reconcile net income to net cashigeal by operating activitie:
Depreciation and amortizatic
Provision for loan losse
Stock compensation exper
Net gains on sales of loans and other a:
Changes in other operating assets and liabili
Net change in loans held for si
Accrued interest receivab
Accrued interest payab
Other assets and liabilities

Net cash provided by operating activit

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from security transactio

Securities available for sa

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

Net cash provided by investing activities

CASH FLOWS FROM FINANCING ACTIVITIES

Net increase in deposi

Net (decrease) increase in federal funds purchasedecurities sold under agreements to repur
Net payments on Federal Home Loan Bank advancesthed borrowing:

Payment of dividend

Issuance of preferred sto

Net cash (used in) provided by financing activities

NET (DECREASE) INCREASE IN CASH AND CASH EQUIVALENT

CASH AND CASH EQUIVALENTS, beginning of period

CASH AND CASH EQUIVALENTS, end of perio $

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

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

Unauditec
Three months ended March

2012 2011
356,517 $ 252,27"
111,41¢ 62,41
- 15,00(
18,51: 19,78¢
28,47 (34,02)
37,17¢ (654,50()
(6,545) (104,29)
(305) 34,69:
852,92¢ 458,73
1,398,17. 50,08
8,331,14 8,014,009
5,131 3,581
(10,523,30) -
1,643,83! 5,159,58
(49,07°) (6,397)
- 45,08:
1,458,48' 62,31(
866,22( 13,278,25
1,773,71. 2,039,50-
(7,945,51) 3,464,17,
(435,00() (1,235,001
(187,539 -
532,12 851,66
(6,262,20) 5,120,33
(3,997,81) 18,448,67
38,882,69 22,981,95
34,88487 $ 41,430,63
1,314,07" $ 1,721,03
913,32 -
1,969,300 $ 7,774,92

The Notes to Consolidated Financial Statementamiategral part of these statements.




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

Note 1. Presentation of Financial Information

Nature of Business -Cornerstone is a bank holding company whose pgintarsiness is performed by its wholtywned subsidiar
Cornerstone Community Bank (the “BankThe Bank provides a full range of banking servitteshe Chattanooga, Tennessee market
Bank has also established a loan production officeO”) in Dalton, Georgia to further enhance thar®’s lending markets.

Interim Financial Information (Unaudited)- The financial information in this report for Mar@i, 2012 and March 31, 2011 has not |
audited. The information included herein shouldéed in conjunction with the annual consolidatexficial statements and footnotes the
included in the 2011 Annual Report to Shareholdérich was furnished to each shareholder of Coraeesin April of 2012. The consolidal
financial statements presented herein conform & generally accepted accounting principles angketeeral industry practices. In the opir
of Cornerstones management, the accompanying interim financialestents contain all material adjustments, comsjstinly of norme
recurring adjustments, necessary to present féidyfinancial condition, the results of operatioasd cash flows for the interim period. Res
for interim periods are not necessarily indicatiWeéhe results to be expected for a full year.

Use of Estimates -The preparation of financial statements in conftymiith U.S. generally accepted accounting priresplrequire
management to make estimates and assumptiondfibettthe reported amounts of assets and liaksligied disclosures of contingent assets
liabilities as of the balance sheet date and therted amounts of revenues and expenses duringploeting period. Actual results could di
from those estimates. Material estimates that aréicplarly susceptible to significant change ie tiear term include the determination ol
allowance for loan losses.

Consolidation -The accompanying consolidated financial statemierciside the accounts of Cornerstone, the Bank aagleE Substantial
all intercompany transactions, profits and balar@ase been eliminated.

Reclassification- Certain amounts in the prior consolidated finanst@tements have been reclassified to conform eoctirrent peric
presentation. The reclassifications had no effaatet income or stockholders’ equity as previousfyorted.

Accounting Policies -During interim periods, Cornerstone follows the@mnting policies set forth in its Annual Reporteorm 10K for the
year ended December 31, 2011 as filed with the 8exsuand Exchange Commission. Since Decembe?@®11, there have been no signific
changes in any accounting principles or practioes) the method of applying any such principlepiactices, except for the following:

Comprehensive Income- In June 2011, the FASB issued ASU No. 2011fresentation of Comprehensive Income . The provisions of AS
No. 2011605 allow an entity the option to present the tatatomprehensive income, the components of netniegand the components
other comprehensive income either in a single ooltis statement of comprehensive income or in epausite but consecutive statement
both options, an entity is required to present eacmponent of net income along with total net inepneach component of ot
Comprehensive income along with a total for ott@mprehensive income, and a total amount for comgmrgille income. Under either metr
entities are required to present on the face offittencial statements reclassification adjustmdatsitems that are reclassified from ot
comprehensive income to net income in the statgsienthere the components of net income and the ooemgs of other comprehens
income are presented. ASU No. 2003 also eliminates the option to present the coraptof other comprehensive income as part ¢
statement of changes in shareholdeuity but does not change the items that museperted in other comprehensive income or whe
item of other comprehensive income must be redladsio net income. ASU No. 2011-05 was effective €ornerstone interim reportin
period beginning on or after January 1, 2012, wdttnospective application required. In Decemberl?2@he FASB issued ASU No. 201P-
Deferral of the Effective Date for Amendments to the Presentation of Reclassifications of Items Out of Accumulated Other Comprehensive
Income in Accounting Standards Update No. 2011-05 . The provisions of ASU No. 20112 defer indefinitely the requirement for entitte
present reclassification adjustments out of accatedl other comprehensive income by component im thet statement in which net incom
presented and the statement in which other compsileincome is presented. ASU No. 2Q2,-which shares the same effective date as
No. 201105, does not defer the requirement for entitiegrésent components of comprehensive income inredtlsengle continuous statem
of comprehensive income or in two separate butexuts/e statements. Cornerstone adopted the pomgisif ASU No. 20105 and ASU Nc
201142 which resulted in a new statement of compreklenisicome for the interim period ended March 31120The adoption of ASU N
2011-05 and ASU No. 2011-12 had no impact on Cstore’s statements of income and condition.




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

Future Application of Accounting Pronouncements- In December 2011, the FASB issued ASU No. 2011Hi%closures About Offsetting
Assets and Liabilities . This project began as an attempt to convergeotfsetting requirements under U.S. GAAP and IFR8wklver, th
Boards were not able to reach a converged solutith regards to offsetting requirements, the Boaddseloped convergent disclos
requirements to assist in reconciling the diffeemin the offsetting requirements under U.S. GAAB BRS. The new disclosure requirem
mandate that entities disclose both gross andnfi@tniation about instruments and transactions labgfior offset in the statement of finan
position as well as instruments and transactiobgestito an agreement similar to a master nettirangement. ASU No. 20111 also require
disclosure of collateral received and posted imeation with master netting agreements or simitearmyements. ASU No. 2011t is effectivi
for interim and annual reporting periods beginnimgor after January 1, 2013. As the provision ofJASo0. 201111 only impact the disclost
requirements related to the offsetting of asset$ labilities, the adoption will have no impact @ornerstones Consolidated Financ
Statements.

Earnings per Common Share - Basic earnings per share (“EPS%) computed by dividing income available to comnsirareholdel
(numerator) by the weighted average number of comsiares outstanding during the period (denomihaRifuted EPS is computed
dividing income available to common shareholdersr(aerator) by the adjusted weighted average numbshares outstanding (denominat
The adjusted weighted average number of sharesaadisg reflects the potential dilution occurrirfgsecurities or other contracts to is
common stock were exercised or converted into comsback resulting in the issuance of common sthek share in the earnings of the en

The following is a summary of the basic and dilutadnings per share for the three month periodschirch 31, 2012 and March 31, 2011.

Three Months Ended March &

Basic earnings per common share calcula 2012 2011

Numerator: Net income available to common sharedre $ 76,19! $ 159,20(
Denominator: Weighted avg. common shares outstgndin 6,500,39 6,500,39!
Effect of dilutive stock option 85,42¢ -
Diluted shares 6,585,82. 6,500,39!
Basic earnings per common sh $ 0.01 $ 0.0z
Diluted earnings per common shi $ 0.01 $ 0.0z

Note 2. Stock Based Compensation
Accounting Policies- Cornerstone, as required by FASB, applies thevalue recognition provisions of ASC 718, CompermsatiStock

Compensation. As a result, for the three monthogeended March 31, 2012, the compensation cosgelao earnings related to the ve
incentive stock options was approximately $19,0@8ich had no material impact on earnings per share.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Officer and Employee Plans -Cornerstone has two stock option plans under whiticers and employees can be granted incentivek
options or non-qualified stock options to purchasttal of up to 1,420,000 shares of Corners®me®mmon stock. The exercise price
incentive stock options must be not less than E¥0ent of the fair market value of the common stookthe date of the grant. The exer
price of the norgualified stock options may be equal to or moréess than the fair market value of the common stotkhe date of the gra
The incentive stock options vest 30 percent orst@nd anniversary of the grant date, 60 percettiethird anniversary of the grant date
100 percent on the fourth anniversary of the gdané, and the noqualified stock options vest 50 percent on tha fwmiversary of the gre
date and 100 percent on the second anniversahedajrant dateThe options expire ten years from the grant dateMarch 31, 2012, the to
remaining compensation cost to be recognized onvested options is approximately $399,000. A sumnaduthe status of these stock op
plans is presented in the following table:

Weightec«-
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
Outstanding at December 31, 2( 572,600 $ 4.65 5.7 Years $ >
Grantec 202,00( 1.6t
Exercisec - -
Forfeited - -
Outstanding at March 31, 20. 774,600 $ 3.8€ 6.6 Years $ 343,35(
Options exercisable at March 31, 2( 336,78( $ 6.5%

The weighted average grant date fair value of stmuotions granted during the three months ended M&d; 2012 was $0.78. This v
determined using the Black-Scholes option-pricirapei with the following weighted-average assumgion

Dividend yield 0.C%
Expected life 7.0 Year

Expected volatility 44.62%
Risk-free interest rat 1.44%

Board of Directors Plan -Cornerstone has a stock option plan under which Imeesnof the Board of Directors, at the formatiortref Bank
were granted options to purchase a total of u@®@O0 shares of the Bank's common stock. On Octiel 997, the Bank stock options w
converted to Cornerstone stock options. Only goalified stock options may be granted under ttapThe exercise price of each op
equals the market price of Cornerstanstock on the date of grant and the maximum terrren years. Vesting is 50 percent on the
anniversary of the grant date and 100 percent @sélcond anniversary of the grant date. At Margh2812, the total remaining compensa
cost to be recognized on neested options is approximately $70,000. A sumnadrthe status of this stock option plan is presgnitethe

following table:

Weightec-
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
Outstanding at December 31, 2( 55,25( $ 5.9¢ 49 Year $ >
Grantec 90,00( 1.6% 9.9 Year
Exercisec - -
Forfeited - -
Outstanding at March 31, 2012 145,25( $ 3.3C 79 Year $ 76,50(
Options exercisable at March 31, 2( 55,25( $ 5.9¢

11




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

The weighted average grant date fair value of stmo#ons granted during the three months ended M&d; 2012 was $0.78. This v
determined using the Black-Scholes option-pricirapel with the following weighted-average assumggion

Dividend yield 0.C%
Expected life 7.0 Year.

Expected volatility 44.62%
Risk-free interest rat 1.40%

Note 3. Securities

The amortized cost and fair value of securitiesilalke-for-sale and held-toraturity at March 31, 2012 and December 31, 20%
summarized as follows:

March 31, 201:

Gross Gross
Amortized Unrealized Unrealizec Fair
Debt securities available-for-sale: Cost Gains Losses Value
U.S. Government agenci $ 4,110,461 $ 13,55: $ - $  4,124,01
State and municipal securiti 22,586,18 1,534,93 (38,139 24,082,98
Mortgagebacked securitie:
Residential mortgage guaranteed by GN 11,193,72 160,50( (3,020 11,351,20
Collateralized mortgage obligations issued or guized
by U.S. Government agencies or sponsored agencie 48,597,18 96,09¢ (1,897 48,691,39

$ 8648756 $ 1,805,08 $ (43,05() $ 88,249,59

Debt securities held to maturit
Mortgage-backed securities
Residential mortgage guaranteed by GN $ 63,41( $ 166( $ - $ 64,97(

12




CORNERSTONE BANCSHARES, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

December 31, 201

Gross
Amortized Unrealized Fair
Debt securities availak-for-sale: Cost Gains Value
U.S. Government agenci $ 4,176,30. $ 13,97¢ 4,190,27!
State and municipal securiti 22,902,89 1,584,28: 24,436,25
Mortgage-backed securitie:
Residential mortgage guaranteed by GN 11,723,49 150,76° 11,871,17
Collateralized mortgage obligations issued or goized
by U.S. Government agencies or sponsored agencie 45,431,45 131,21! 45,559,73
$ 8423414 $ 1880,24 $ 86,057,43
Debt securities held to maturit
Mortgagebacked securities
Residential mortgage guaranteed by GNMA $ 68,64: $ 1,841 70,48¢

At March 31, 2012, securities with a fair valueatstg approximately $ 80 milliowere pledged to secure public funds, securitied soble
agreements to repurchase, the Federal Home Loak Bametimes referred to herein as “FHLB”) as delal for the Banls borrowings, ¢
collateral for federal funds purchased from othiearicial institutions and serve as collateral forrowings at the Federal Reserve Disc

Window.

The amortized cost and estimated market value afrgges at March 31, 2012, by contractual maturése shown below. Expected maturi
will differ from contractual maturities because tmwvers may have the right to call or prepay oblaga with or without call or prepayme

penalties.
Securities Availabl-for-Sale Securities Held to Maturit
Amortized Fair Fair
Cost Value Value
Due in one year or le: $ 300,00( 300,24¢ $
Due from one year to five yes 874,05¢ 972,82¢
Due from five years to ten yee 5,368,71! 5,767,71!
Due after ten years 20,153,87 21,166,20
26,696,65 28,206,99
Mortgage-backed securities 59,790,91 60,042,59 65,07(
$ 86,487,56 $ 88,249,59 $ 65,07(
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

The following tables present the gross unrealizedés and fair value, aggregated by investmengaateand length of time that individt
securities available for sale have been in a caotis unrealized loss position, as of March 31, 2&i®as of December 31, 2011:

As of March 31, 201.

Less than 12 Monttr 12 Months or Greate Total
Gross Gross Gross
Fair Unrealizec Fair Unrealizec Fair Unrealized
Value Losses Value Losses Value Losses
Debt securities available for sa
State and municipal securiti $ 1,203,220 $ (38,139 $ - % - $ 120322 $ (38,139
Mortgage-backed securities
Residential mortgage guaranteed by GNI - - 2,190,11 (3,020 2,190,11 (3,020
Collateralized mortgage obligations issued or gotaed by U.S.
Government agencies or sponsored agencies - 5,368,35 (1,897 5,368,35 (1,897

$ 1203220 $  (3L,13) $ 7,55847 $ (491]) $ 8,761,69. $ (43,050

As of December 31, 201

Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Fair Unrealizec Fair Unrealizec Fair Unrealized
Value Losses Value Losses Value Losses
Debt securities available for sa
State and municipal securiti $ 173577 % (50,919 $ - % - $ 173577 % (50,919
Mortgage-backed securities
Residential mortgage guaranteed by GNI - - 3,133,821 (3,09¢) 3,133,821 (3,09¢)
Collateralized mortgage obligations issued or gotaed by U.S.
Government agencies or sponsored agencies 6,954,99! (2,939 6,954,99! (2,940

$ 173577 $  (50,91) $ 10,08882 $ (6,030 $ 11,82459 §$  (56,95)
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Upon acquisition of a security, the Bank determitiesappropriate impairment model that is appliealif the security is a beneficial interes
securitized financial assets, the Bank uses theflméal interests in securitized financial assetgpairment model. If the security is nc
beneficial interest in securitized financial asséte Bank uses the debt and equity securitiesimmeat model. The Bank conducts peric
reviews to evaluate each security to determine kdretin other-thatemporary impairment has occurred. The Bank dashave an
securities that have been classified as other-thporarily-impaired at March 31, 2012 or Decenier2011.

At March 31, 2012 and December 31, 2011, the sigmif categories of temporarily impaired securjteesd managemerst'evaluation of tho:
securities are as follows:

Sate and municipal securities: At March 31, 2012, two investments in obligatioristate and municipal securities had unrealizeddssTh
Bank believes the unrealized losses on those imexds were caused by the interest rate environieetdoes not relate to the underly
credit quality of the issuers. Because the Bankthasntent and ability to hold those investmeptsd time necessary to recover their amor
cost bases, which may be maturity, the Bank doesarwsider those investments to be other-than-teanippimpaired at March 31, 2012.

Mortgage-backed securities: At March 31, 2012, five investments in residentiabrtgagebacked securities had unrealized losses.
impairment is believed to be caused by the cuilirgatest rate environment. The contractual cashdlof those investments are guarante:
issued by an agency of the U.S. Government. Bectugsdecline in market value is attributable ® ¢brrent interest rate environment anc
credit quality, and because the Bank does not éhtersell the investments and it is not more likibign not that the Bank will be required to

the investments before recovery of their amortieest bases, which may be maturity, the Bank do¢sl@em those investments to be other-
than-temporarily impaired at March 31, 2012.

Note 4. Loans and Allowance for Loan Losses
At March 31, 2012 and December 31, 2011, loansammarized as follows (in thousands):

March 31 December 3:

2012 2011

Commercial real este-mortgage

Owner-occupied $ 61,83( % 62,99¢

All other 61,29* 63,05¢
Consumer real est-mortgage 72,43) 70,54
Construction and land developmt 27,80¢ 31,03
Commercial and industrii 36,87¢ 37,45¢
Consumer and other 2,542 2,67¢
Total loans 262,78t 267,76!
Less: Allowance for loan losses (6,029 (7,400
Loans, net $ 256,76+ $  260,36!

Cornerstone follows the loan impairment accountiugdance in ASC Topic 310. A loan is considered ammgd when, based on curr
information and events, it is probable that Cortzers will be unable to collect all amounts due frém borrower in accordance with
contractual terms of the loan. Impaired loans idelnonperforming loans and loans modified in tredldebt restructurings where concess
have been granted to borrowers experiencing fidrdifficulties. These concessions could includeeduction in interest rates, paym
extensions, forgiveness of principal, forbearancetber actions intended to maximize collections.

15




CORNERSTONE BANCSHARES, INC.
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The composition of loans by loan classification forpaired and performing loan status at March 3112and December 31, 2011
summarized in the tables below (amounts in thousand

March 31, 201: Commercial Consumel Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 110,50¢ $ 65,76 $ 26,667 $ 33,94: $ 254: $ 239,42
Impaired loans 12,617 6,674 1,13¢ 2,93 - 23,36¢
Total $ 123,12F $ 72,437 $ 27,808 $ 36,87¢ $ 254: $ 262,78¢
December 31, 201 Commercial Consumel Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 112,06 $ 64,02¢ $ 29,32 $ 34,25¢ $ 2,67¢ $ 242,34¢
Impaired loan: 13,99: 6,517 1,70¢ 3,19¢ - 25,417
Total $ 126,057 $ 70,54 $ 31,03: $ 37,45¢ $ 2,67¢ $ 267,76"

The following tables show the allowance for loasses allocation by loan classification for impaiegd performing loans as of March 31, 2
and December 31, 2011 (amounts in thousands):

March 31, 201: Commercial Consume! Constructior Commercial

Real Estat- Real Estat- and Lanc and Consume!
Allowance related to: Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 71z % 134/ $ 36 $ 21 % 12 % 2,45¢
Impaired loans 2,09¢ 1,03( 73 36¢ - 3,56¢
Total $ 2,80¢ $ 2374 $ 442 $ 39C $ 12 $ 6,02¢
December 31, 201 Commercial Consume! Constructior Commercial

Real Estat- Real Estat- and Lanc and Consume!
Allowance related tc Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 95z $ 1,26¢ $ 174 $ 18 $ 16 $ 2,42¢
Impaired loan: 2,60¢ 1,25¢ 653 464 - 4,97¢
Total $ 3551 % 251¢ $ 827 $ 482 $ 16 $ 7,40(

The following tables detail the changes in thevadloce for loan losses for the three month periadirghMarch 31, 2012 and year enc
December 31, 2011, by loan classification (amoimteousands):

March 31, 201: Commercial Consume! Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Beginning balanc $ 3557 $ 251t % 827 $ 48z $ 16 $ 7,40(
Charge-off loans 14¢ 591 65E 38 5 1,43¢
Recovery of charc-offs 7 34 7 7 7 62
Provision for loan losse (609) 41% 263 (61) (6) -
Ending balance $ 2,806 $ 237¢ $ 44z $ 39C $ 12 $ 6,02¢
December 31, 201 Commercial Consume! Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Beginning balanc $ 1,79 $ 3,111 % 3,23t $ 92t % 65 $ 9,13:
Charger-off loans (1,23¢) (1,619 (232) (56) (29) (3,14%)
Recovery of char¢-offs 25¢ 65 532 94 21 971
Provision for loan losses 2,74 95k (2,717 (507) (42) 44k
Ending balanci $ 3551 $ 251¢ $ 827 $ 48z $ 16 $ 7,40(
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Credit quality indicators:

Federal regulations require the Bank to review elagsify its assets on a regular basis. To fullfils requirement, the Bank systematic
reviews its loan portfolio to ensure the Baskarge loan relationships are being maintainediiwiits loan policy guidelines, remains prop:
underwritten and is properly classified by loandgraThis review process is performed by the Bamidaagement, loan review, internal audi
and state and federal regulators.

The Bank’s loan grading process is as follows:

= All loans are assigned a loan grade at the timarigfnation by the relationship manager. Typicalljjpan is assigned a loan gr
of “pas:” at origination.

= Loans greater than or equal to $500 thousand aiewed by the Bar’'s internal loan review department within 90 day
origination.

»= Loan relationships greater than or equal to $lionilare reviewed annually by the internal loan eevdepartmen

= The Banl's internal loan review department samples appraeiyp@5 percent of all other loans less than $lionilon an annu.
basis for review

» [faloan is delinquent 60 days or more or a pattérdelinquency exists the loan will be selectadréview.
= Generally, all loans on the Bé's internal watchlist are reviewed annually by inedloan review

= The Bank also contracts with an independent thadypto 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 télassigned one of the following loan grades: teumlosird, substandaidipaired, doubtful, ar
loss. “Substandard assetsust have one or more defined weaknesses and aractérized by the distinct possibility that welwsilstain sorr
loss if the deficiencies are not corrected. “Doub#issets’have the weaknesses of substandard assets witlddhi@nal characteristic that 1
weaknesses make collection or liquidation in fullthe basis of currently existing facts, conditiamsl values questionable, and there is a
possibility of loss. An asset classified “lods”considered uncollectible and of such little athat continuance as an asset of the institug
not warranted. The regulations also provide fospetial mentiontategory, described as assets which do not cuyrergose an institution
a sufficient degree of risk to warrant classifioatbut do possess credit deficiencies or potemtiglknesses deserving close attention. Whe
Bank classifies an asset as substandard, or dbalsfecific allowance for loan losses may be distadx.
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The following tables outline the amount of eachnlatassification and the amount categorized intthe&k rating as of March 31, 2012
December 31, 2011 (amounts in thousands):

March 31, 201: Commercial Consume| Constructior Commercial
Real estai- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Pass $ 102,44 $ 55,69 $ 22,70¢ $ 32,601 $ 251 $ 215,95¢
Special mentiol 7,16¢€ 6,271 3,12¢ 771 23 17,353
Substandar 89¢ 3,79¢ 83t 57C 6 6,10¢
Substandal-impaired 12,617 6,674 1,13¢ 2,937 - 23,33¢t
Doubtful - - - - - -
$ 123,12 $ 72,437 $ 27,80t $ 36,87¢ $ 254:. $ 262,78¢
December 31, 201 Commercial Consume| Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Pass $ 101,16: $ 55,16( $ 27,207 $ 31,42¢ $ 2,64t $ 217,60:
Special mentiol 9,80¢ 5,122 804 2,62( 7 18,35¢
Substandar 1,09¢ 3,744 1,31z 213 21 6,38¢
Substandar-impaired 11,49: 6,517 1,70¢ 3,19¢ - 22,917
Doubtful 2,50( - - - - 2,50(
$ 126,05 $ 70,54: $ 31,03 $ 37,45¢ $ 267¢ $ 267,76!

After the Bank$ independent loan review department completesotire grade assignment, a loan impairment analgspeiformed on loa
graded substandard or worse. The following tabfesgnt summary information pertaining to impaireanis by loan classification as of Ma
31, 2012 and December 31, 2011 (in thousands):

For the quarter ende

At March 31, 201: March 31, 201:
Unpaid Average Interest

Recordec Principal Relatec Recordec Income

Investmen Balance Allowance Investmen Recognizec
Impaired loans without a valuation allowan
Commercial real esta— mortgage $ 591: $ 593: $ - $ 513 $ 10t
Consumer real esta— mortgage 1,957 1,972 - 1,14(C 34
Construction and land developm: 70C 707 - 76& 15
Commercial and industrii 2,43( 2,43¢ - 2,561 3C
Consumer and othi - - - - -
Total $ 11,00¢ $ 11,047 $ - $ 9,60C $ 184
Impaired loans with a valuation allowan:
Commercial real esta— mortgage $ 6,70¢ $ 6,70¢ $ 2,094 % 8,17: % 117
Consumer real esta— mortgage 4,715 4,82¢ 1,03( 5,45¢ 70
Construction and land developmt 43¢ 43¢ 73 65¢ 7
Commercial and industrii 507 507 36¢ 50¢ 15
Consumer and othi - - - - -
Total $ 12,36¢ $ 12,48( $ 3,566 $ 14,79 $ 20¢
Total impaired loans $ 23,36t $ 23527 $ 3,56 $ 24,39 $ 39:
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At December 31, 201

For the year ende
December 31, 201

Unpaid Average Interest

Recordec Principal Relatec Recordec Income

Investmen Balance Allowance Investmen Recognizec
Impaired loans without a valuation allowan
Commercial real esta— mortgage $ 435 % 435 % - $ 537¢ $ 33C
Consumer real esta— mortgage 322 322 - 3,58¢ 21
Construction and land developm 82¢ 1,02z - 1,09¢ 59
Commercial and industrii 2,691 2,691 - 1,207 16&
Consumer and other - - - - -
Total $ 8,19¢ $ 8,39( $ - $ 11,27 $ 57¢
Impaired loans with a valuation allowan:
Commercial real esta— mortgage $ 9,63¢ $ 9,69 $ 2,608 $ 591 $ 64E
Consumer real esta— mortgage 6,19¢ 6,251 1,254 5,33 294
Construction and land developm: 87¢ 87¢ 653 294 62
Commercial and industrii 50¢ 50¢ 464 784 65
Consumer and other - - - - -
Total $ 17,22: % 17,33¢ % 497¢ $ 12,32: % 1,06¢
Total impaired loan $ 25417 $ 25,72¢ $ 497¢ $ 23,59¢ $ 1,641

The following tables present an aged analysis sf gae loans as of March 31, 2012 and Decembe2@®1, (dollars in thousands):

March 31, 201: 30-89 Days  Past Due 9
Past Due ar Days or Mori Total Current Total
Accruing and Accruing  Nonaccrua Past Due Loans Loans
Commercial real este-mortgage
Ownel-occupiec $ 894 $ - 3% 3,78, % 467¢ $ 57,15 $  61,83(
All other 1,46¢ - - 1,46¢ 59,83( 61,29*
Consumer real esti-mortgage 2,064 - 3,54z 5,60¢ 66,83 72,43
Construction and land developm 31 - 75€ 787 27,01¢ 27,80"
Commercial and industrii 571 - 2,68t 3,25¢ 33,62: 36,87¢
Consumer and other 15 - - 15 2,52 2,54z
Total $ 504 $ - $ 10,767 $ 15,807 $ 246,98 $ 262,78¢
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December 31, 201 30-89 Days Past Due 9
Past Due ar Days or Mor: Total Current Total
Accruing and Accruing  Nonaccrua Past Due Loans Loans
Commercial real este-mortgage
Owner-occupiec $ 4791 % - 3% 63 $ 485 $ 58,14t $  62,99¢
All other 497 - 2,50( 2,997 60,06! 63,05¢
Consumer real est-mortgage 1,16 - 3,641 4,80¢ 65,73¢ 70,54:
Construction and land developmt 10¢ - 1,622 1,72¢ 29,30¢ 31,03
Commercial and industrii 1,57¢ - 42 1,62( 35,83¢ 37,45¢
Consumer and othi 26 - 14 40 2,63¢ 2,67¢
Total $ 8,15¢ $ - $ 7,88 $ 16,04 $ 251,72' $ 267,76!

Impaired loans also include loans that the Bankebasted to formally restructure when, due to tleakening credit status of a borrower,
restructuring may facilitate a repayment plan thegtks to minimize the potential losses that thekBaay have to otherwise incur. If
nonaccruing status as of the date of restructutimg loans are included in nonperforming loans aredclassified as impaired loans. Lc
that have been restructured that were performingf #se restructure date are reported as troubddd kstructurings. At March 31, 2012
December 31, 2011, the bank has loans of approglyn&4,632,000 and $5,026,000, respectively, thatewmodified for troubled de
restructuring. Troubled commercial loans are restmed by specialists within our Special Asset depant and all restructurings
approved by committees and credit officers sepamateapart from the normal loan approval procebes& specialists are trained to rec
the Banks overall risk and exposure to loss in the event akstructuring through obtaining either or alltbé following: improve
documentation, additional guaranties, increaselitatments, reduction in collateral terms, additibcollateral or other similar strategies.

The following table presents a summary of loans tere modified as troubled debt restructuringsrduthe twelve month period endi
March 31, 2012 (amounts in thousands):

Pre-Modification Pos-Maodification
Outstanding Outstanding
Recordec Recordec
Number of Contract Investmen Investmeni
Consumer real est-mortgage 3 $ 2,89 $ 2,331
Construction and land developm: 1 591 45€
Commercial and industrii 1 20 20

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

The following table presents a summary of loans wWexe modified as troubled debt restructuringsriuthe year ended December 31, 201
thousands):

Pre-Modification Pos-Modification
Outstanding Outstanding
Number of Recordec Recordec
Contracts Investmen Investmen
Consumer real est-mortgage 5 $ 357 $ 3,57:
Construction and land developm 2 77¢ 77¢
Commercial and industrii 1 20 20
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The following table presents a summary of loans Were modified as troubled debt restructuringsrduthe year ended December 31, 2
and for which there was a payment default durirgyar (amounts in thousands):

Number of Recordec
Contracts Investmen

Consumer real esti-mortgage 2 $ 90
Note 5. Commitments and Contingent Liabilities

Off Balance Sheet Arrangements - In the normal course of business, the Bank h&sret into offbalance sheet financial instruments wi
include commitments to extend credit (i.e., inchglunfunded lines of credit) and standby lettersreflit. Commitments to extend credit
usually the result of lines of credit granted tasérg borrowers under agreements that the tot&tanding indebtedness will not excee
specific amount during the term of the indebtedn@gpical borrowers are commercial concerns that lirees of credit to supplement tf
treasury management functions; thus their totadtantling indebtedness may fluctuate during any peréod based on the seasonality of 1
business and the resultant timing of their caswsloOther typical lines of credit are related taneoequity loans granted to consumr
Commitments to extend credit generally have fixegimtion dates or other termination clauses anyg ragquire payment of a fee.

Standby letters of credit are generally issued etmalf of an applicant (our customer) to a spedificaamed beneficiary and are the result
particular business arrangement that exists bettveeapplicant and the beneficiary. Standby letdéiedit have fixed expiration dates and
usually for terms of two years or less unless teatgid beforehand due to criteria specified in thadby letter of credit. A typical arrangem
involves the applicant routinely being indebtedhe beneficiary for such items as inventory pureBamsurance, utilities, lease guarante:
other third party commercial transactions. The ditgnletter of credit would permit the beneficiary dbtain payment from the Bank un
certain prescribed circumstances. SubsequentlyBaim& would then seek reimbursement from the aaptipursuant to the terms of the star
letter of credit.

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

The contractual amounts of these commitments areeflected in the consolidated financial stateraeartd would only be reflected if dra
upon. Since many of the commitments are expectexpire without being drawn upon, the contractuabants do not necessarily repre:
future cash requirements. However, should the camaerits be drawn upon and should customers defaullh&ir resulting obligation to, t
Bank’s maximum exposure to credit loss, withoutsidaration of collateral, is represented by ther@mtual amount of those instruments.
A summary of the Bank’s total contractual amoumtdh off-balance sheet commitments at March 31,2218 as follows:

Commitments to extend cret $ 31.8 millior
Standby letters of crec $ 2.7 millior

Various legal claims also arise from time to tinmethe normal course of business. In the opiniomahagement, the resolution of cla
outstanding at March 31, 2012 will not have a mateffect on Cornerstone’s consolidated finanstatements.
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Note 6. Fair Value Disclosures
Fair Value Measurements:

Cornerstone uses fair value measurements to réaoreblue adjustments to certain assets and iissiland to determine fair value disclosu
In accordance with the “Fair Value Measurements Bistlosures”ASC Topic 820, the fair value of a financial instrent is the price th
would be received to sell an asset or paid to feares liability in an orderly transaction betweeianket participants at the measurement
Fair value is best determined based upon quote#tehprices. In cases where quoted market pricesatravailable, fair values are basec
estimates using present value or other valuatiohnigues. Those techniques are significantly aéfédty the assumptions used, including
discount rate and estimates of future cash flowofdingly, the fair value estimates may not bdized in an immediate settlement of
instrument.

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

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

Level 1 - Quoted prices (unadjusted) in active ratwlor identical assets or liabilities that Costene has the ability to access.
Level 2 -Significant other observable inputs other than LLdverices, such as quoted prices for similar aseetiabilities in activ
markets, quoted prices in markets that are noveethd other inputs that are observable or carobrelworated by observable mai
data.

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

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

The following methods and assumptions were use@dmnerstone in estimating fair value disclosuresfiftancial instruments. There h¢
been no changes in the methodologies used at Mdr,cP012 and December 31, 2011.

Cash and cash equivalents:

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

Securities:

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

The carrying value of Federal Home Loan Bank stagfroximates fair value based on the redemptiomigioms of the Federal Home Lc

Bank.
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Loans:

For variablerate loans that reprice frequently and with no ificemt change in credit risk, fair values are lthee carrying values. Fair valt
for fixed-rate loans are estimated using discounted cashdlmalysis, using market interest rates for comparkdans. Loans for which it
probable that payment of interest and principal mit be made in accordance with the contractuabtgeof the loan agreement are consid
impaired. Once a loan is identified as individuaffypaired, management measures impairment in aanoedwith ASC Topic 310Accounting
by Creditors for Impairment of a Loan . The fair value of impaired loans is estimatedngsseveral methods including collateral ve
liquidation value and discounted cash flows.

Those impaired loans not requiring an allowanceesgnt loans for which the fair value of the expdatepayments or collateral exceed
recorded investments in such loans. At March 3122@ubstantially all of the total impaired loansres evaluated based on the fair valu
collateral. In accordance with ASC Topic 820, inmpdiloans where an allowance is established basedtieofair value of collateral requ
classification in the fair value hierarchy. Whee fair value of the collateral is based on an olz@e market price or a current appraised v
Cornerstone records the impaired loan as nonregutrevel 2. When an appraised value is not availabl management determines the
value of the collateral is further impaired beldwe tappraised value and there is no observable tarice, Cornerstone records the impa
loan as nonrecurring Level 3.

Cash surrender value of life insurance:

The carrying amounts of cash surrender value efilisurance approximate their fair value. The d¢agyamount is based on informat
received from the insurance carriers indicatingfthancial performance of the policies and the antdCornerstone would receive should
policies be surrendered. Cornerstone reflects tassets within Level 2 of the valuation hierarchy.

Foreclosed assets:

Foreclosed assets, consisting of properties oldaim®ugh foreclosure or in satisfaction of loassnitially recorded at fair value, determir
on the basis of current appraisals, comparables sated other estimates of value obtained pringipaim independent sources, adjustec
estimated selling costs. At the time of foreclosamy excess of the loan balance over the fairevafuhe real estate held as collateral is tre
as a charge against the allowance for loan lossams or losses on sale and any subsequent adjustméhe fair value are recorded ¢
component of foreclosed real estate expense. aettlassets are included in Level 2 of the valndtierarchy.

Deposits:

The fair value of deposits with no stated maturgych as noninterest-bearing and intebestring demand deposits, savings deposits
money market accounts, is equal to the amount payai demand at the reporting date. The carryinguans of variable-rate, fixetir
certificates of deposit approximate their fair \eduat the reporting date. Fair values for fixate certificates of deposit are estimated us
discounted cash flow calculation that applies mankierest rates on comparable instruments to adidh of aggregated expected mor
maturities on time deposits.

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 otheroldngs approximate their fair value.

Accrued interest:

The carrying amounts of accrued interest approxarfeit value.
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Commitments to extend credit, letters of credit hnels of credit:
The fair value of commitments is estimated usirg fées currently charged to enter into similar agrents, taking into account the remail
terms of the agreements and the present creditiveg$ of the counterparties. For fixete loan commitments, fair value also considee

difference between current levels of interest rated the committed rates.

Assets and liabilities recorded at fair value oe@urring basis are as follows.

Quoted Prices il Significant Significant
Active Markets Other Other
Balance as c for Identical Observable Unobservable
March 31, Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
Debt securities available for sa
U.S. Government agenci $ 4,124,010  $ - 3% 4,124,010 $ =
State and municipal securiti 24,082,98 - 24,082,98 -
Mortgage-backed securities
Residential mortgage guaranteed by GN 11,351,20 - 11,351,20 -
Collateralized mortgage obligations issued or guiged by U.S. Government
agencies or sponsored agencies 48,691,39 - 48,691,39 -
Total securities available for sale $ 88,24959 $ - $ 88,24959 $ =
Cash surrender value of life insurance $ 1,17501 $ - $ 1,175,10; $ =
Quoted Prices il Significant Significant
Active Markets Other Other
Balance as c for Identical Observable Unobservable
December 31 Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
Debt securities available for sa
U.S. Government agenci $ 4,190,270 $ - 3% 4,190,270 $ =
State and municipal securiti 24,436,25 - 24,436,25 -
Mortgage-backed securities:
Residential mortgage guaranteed by GNI 11,871,17 - 11,871,17 -
Collateralized mortgage obligations issued or guiged by U.S. Government
agencies or sponsored agencies 45,559,73 - 45,559,73 -
Total securities available for sale $ 88,057,43 $ - $ 88,057,43 $ =
Cash surrender value of life insurance $ 1,166,77. $ - $ 1,166,77. $ =
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Cornerstone has no assets or liabilities whosevsédires are measured on a recurring basis usingl Bemputs.

Certain assets and liabilities are measured atvédire on a nonrecurring basis, which means thetassd liabilities are not measured at
value on an ongoing basis but are subject to firesadjustments in certain circumstances (for gt@nvhen there is evidence of impairme
The tables below present information about asseldiabilities on the balance sheet at March 31,2fdr which a nonrecurring change in

value was recorded (amounts in thousands).

Quoted Prices il Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservable
March 31, Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
Impaired loan: $ 8,80( $ - $ 8,80(
Foreclosed asse(OREO & Repossessions) 18,95" - 18,95"
Quoted Prices il Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservable
December 31 Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
Impaired loan 12,24t $ - $ 12,24t
Foreclosed asse(OREO & Repossessions) 18,52« - 18,52«

Loans include impaired loans held for investmentibich an allowance for loan losses has been mnlibased upon the fair value of the

loans at March 31, 2012 and December 31, 2011 dsodsrived from Level 2 inputs were calculated lmdets incorporating significant

observable market data.

The carrying amount and estimated fair value ofn@wstone’'s financial instruments at March 31, 281@ December 31, 2011 are as foll

(in thousands):

March 31, 201:

December 31, 201

Carrying Estimatec Carrying Estimatec
Amount Fair Value Amount Fair Value
Assets:
Cash and cash equivalel 34,88¢ 34,88t 38,88: 38,88:
Securities 88,31 88,31¢ 86,12¢ 86,12¢
Federal Home Loan Bank sto 2,32 2,32 2,32: 2,32:
Loans, ne 256,76« 256,90: 260,36 260,51!
Cash surrender value of life insurat 1,17¢ 1,17¢ 1,16% 1,16%
Accrued interest receivab 1,33¢ 1,33¢ 1,323 1,32
Liabilities:
Noninteres-bearing demand depos 47,50( 47,50( 43,99( 43,99(
Interes-bearing demand depos 26,85: 26,85: 22,35 22,35
Savings deposits and money market acca 52,06¢ 52,06¢ 46,857 46,857
Time deposit: 189,39¢ 190,69: 200,84 203,45:
Federal funds purchased and securities sold unc
agreements to repurche 21,44 21,44 29,391 29,391
Federal Home Loan Bank advances and other
borrowings 42,61( 42,61( 43,04¢ 43,04
Accrued interest payab 11C 11C 111 111

Unrecognized financial instruments (net of cont
amount):
Commitments to extend cret
Letters of credi
Lines of credi
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Note 7. Other Comprehensive Income

Other comprehensive income consists of unrealinddig gains and losses on securities availablsdte. The following is a summary of
other comprehensive income for the three monthseiMarch 31, 2012 and 2011.

Three Months Ende

March 31,
2012 2011
Net income $ 356,51 $ 252,27
Unrealized holding gains (losses) on securitiesla@via for sale, net
of reclassification (37,980  346,70:
Comprehensive income $ 318,53 $ 598,97
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Cornerstone Bancshares, Inc. and Subsidiary
Net Interest Margin Analysi
Taxable Equivalent Basis

(Amounts in thousands)

Assets
Earning assett
Loans, net of unearned incor
Investment securitie
Other earning assets

Total earning assets
Allowance for loan losse
Cash and other assets

TOTAL ASSETS

Liabilities and Shareholders' Equ

Interes-bearing liabilities
Interes-bearing demand depos
Savings deposit

MMDA's

Time deposite

Federal funds purchased and securities sold urpteements to

repurchast
Federal Home Loan Bank and other borrowings
Total interest-bearing liabilities
Net interest sprea
Noninteres-bearing demand depos
Accrued expenses and other liabilit
Shareholders' equity
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY

Net yield on earning asse

Taxable equivalent adjustmel
Loans
Investment securities
Total adjustment

Three months endec

March 31
2012 2011
Average Income/ Yield/ Average Income/ Yield/
Balance Expense Rate Balance Expense

$ 265,81: $ 4,144 6.27% $ 284,29' 4,63¢ 6.62%
88,64 467 2.4%% 109,84« 56€ 2.41%
23,88( 15 0.25% 24,12 11 0.16%
378,33 $ 4,62¢ 4.9% 418,26: 5,21¢ 5.14%

(7,127 (9,079

37,497 28,62¢

$ 408,71: $ 437,82:
$ 2489 % 21 0.34% $ 27,59( 21 0.31%
9,85¢ 10 0.4(% 9,49¢ 12 0.51%
39,37 91 0.9%% 24,43 60 1.0(%
195,11: 69¢ 1.44% 244,02: 1,052 1.75%
26,29: 32 0.4% 22,62¢ 31 0.5€%
42,63¢ 461 4.35% 54,35¢ 58C 4.32%
338,15¢ 1,314 1.5€% 382,52¢ 1,75¢€ 1.8€%
$ 3,312 3.4% 3,462 3.2&%

34,47¢ 28,961

48€ (359)

35,58 26,68

$ 408,71: $ 437,82:
3.5% 3.44%

68 85
68 85
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND RESULTS OF OPERATIONS

Cornerstone is a bank holding company and the pamnpany of the Bank, a Tennessee banking coiiparathich operates primarily in a
around Chattanooga, Tennessee. The Bank has 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, consumerdpbunsiness loans, and residential and commeraiedtaiction 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 Cornerstoméhancial condition at March 31, 2012 and Decen®ie 2011 and our results of operations
the three months ended March 31, 2012 and 2011.pGhgose of this discussion is to focus on infoioratabout Cornerstong’financia
condition and results of operations which is ndteotvise apparent from the consolidated financialeshents. The following discussion .
analysis should be read along with Cornerstoneisalidated financial statements and the relatedsnoicluded elsewhere herein.

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 amgial to understanding the MD&A. Critical accoung
policies include the initial adoption of an accangtpolicy that has a material impact on our finahpresentation asvell as accountir
estimates reflected in our financial statements tbguire us to make estimates and assumptiong afatters 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 Losses

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@e®as increased through the provision for loandesand reduced through loan chaoffs; ne
of recoveries. The level of the allowance is basednown and inherent risks in the portfolio, plastn loss experience, underlying estim.
values of collateral securing loans, current ecanasunditions and other factors as well as thellefespecific impairments associated v
impaired loans. This process involves our analgbisomplex internal and external variables anedfuires that management exercise judg
to estimate an appropriate allowance.

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. Refer ¢deNL and 4 in the notes to Cornerstensdnsolidated financial statements for a discussi
Cornerstone’s methodology of establishing the adlioge.

Estimates of Fair Value

Fair value is used on a recurring basis for cersaisets and liabilities in which fair value is fxémary 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 wonaecurring 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 assetdamg-lived assets.
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Fair value is the price that could be receivedeiban asset or paid to transfer a liability in@derly transaction between market participi
Estimating fair value in accordance with applicabfzounting guidance requires that Cornerstone raakember of significant judgmer
Accounting guidance provides three levels of failue. Level 1 fair value refers to observable miagteees for identical assets or liabiliti
Level 2 fair value refers to similar assets orilitibs with observable market data. Level 3 faalue refers to assets and liabilities where m.
prices are unavailable or impracticable to obtain dimilar assets or liabilities. Level 3 valuasorequire modeling techniques, sucl
discounted cash flow analyses. These modeling tgeba incorporate Cornerstoseassessments regarding assumptions that r
participants would use in pricing the asset orlithality.

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

Income Taxes

Cornerstone is subject to various taxing jurisdiesi where Cornerstone conducts business. Cornersgiimates income tax expense bast
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, noadiexincome, nomleductible expenses and the applicable statutaryates. The estimat
income tax expense or benefit is reported in thesolidated statements of income.

The accrued tax liability or receivable represdhesnet estimated amount due or to be received feonjurisdictions either currently or in 1
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 wanagemens$’ 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 relatherits of tax positions. These changes, if or wingy occur, could impact accrued taxes
future tax expense and could materially affectfowancial results.

Cornerstone periodically evaluates uncertain tasitipms and estimates the appropriate level ofrémerves 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 ahfstivity. Changes in the results of th
evaluations could have a material impact on ouarfaial results. Refer to Note 9, “Income Taxes,tha notes to Cornerstosetonsolidate
financial statements set forth in its Annual Remort~orm 10-K for the year ended December 31, 26d.tnore information.

Consent Order and Written Agreement

On April 2, 2010, Cornerstone Community Bank (tBarik"), the wholly owned subsidiary bank of Corteng, entered into a Stipulatior
the Issuance of a Consent Order (the "Stipulatiwith the Federal Deposit Insurance Corporatioe (ffDIC"). Pursuant to the Stipulation,
Bank has consented, without admitting or denying @rarges of unsafe or unsound banking practicesotations of law or regulations, to 1
issuance of a Consent Order (the "Order") by théCGrRlso effective as of April 2, 2010. On April 3010, the Bank also executed a wri
agreement (the "Agreement”) with the Tennessee frapat of Financial Institutions ("TDFI").

The Order and the Agreement (collectively, the f@atPlans”) contain substantially similar terms amd based on the findings of the FI
and TDFI during their joint examination of the Baodimmenced on October 8, 2009 (the "Examinatices)disclosed in the Joint Repor
Examination (the "Report"). The Order and the Agrest represent agreements between the Bank, oonthéand, 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 finesemrgities 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 adidih, the Bank is restricted from extending addigiboredit to certain borrowers wh
existing credit has been classified as "loss," tful* or "substandard" or has beeharged off the books of the Bank and, in each,da
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 noremployee directors to oversee the Bank's compliavittethe 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 plars&tl or merge the Bank) for implementation upontteri notice from the Joint Officials
certain events; (iii) retain a bank consultant ézelop a written management and staffing planrfgglémentation 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 impésa written plan addressing liquidity and relategasures 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; jvilhplement 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 admiwion of its IT risk management practices and st
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The Bank is required to provide written progregsorés to the Joint Officials on a quarterly basidilusuch time as the requirements of
Action Plans have been accomplished and the FDEXdlaased the Bank in writing from such obligatibhe Order and the Agreement
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 quigrteritten progress reports to the Ji
Officials. The status of the Bank's compliance wiité specific actions required by the Action Plandiscussed in further detail below.

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

The Bank has prepared and is implementing a cagaal In furtherance of such capital plan, Cortzers commenced a public offering in Jt
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’s offering will continue to be effeetiuntil June 30, 2012. To date, Cornerstone haesdapproximately $10.5 million.

The Bank engaged an outside consultant to perfamargagement and staffing plan. The consultant sidhits findings and recommendati
to the Bank's board of directors, the FDIC andTbé-l. The Bank's board of directors submitted i@nagement plan to the Joint Officialt
April 2011. After discussing the management platihwhie Joint Officials the Bank began implementilsghew management plan. Highlight:
the management plan include a reorganization oBtek’s internal loan review and credit departmeiitsee Banks loan review departme
was assigned to the Basklisk management department to achieve greatepérmience. The Bank also assigned additional regplities tc
the Bank’s new Chief Credit Officer with respecttte credit department and the organizasonhderwriting process. Next, the hur
resources assigned to the Bankbllection department were reviewed. After théew, management concluded that additional perdonae
needed to assist the Bank in collecting and resglproblem loans.

The Bank enhanced its liquidity policy to includ#d#ional liquidity measurements and a reviseditigy 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 teatablished liquidity goals and monitors theselkewe a quarterly basis. The Decembe
2011 report was received and reviewed during thecMa012 ALCO meeting.

The Bank engaged an outside consultant to perfaranterly interest rate risk modeling for the BarklsCO committee's review. The Ban

board of directors has established interest ratsitbéty goals and is monitoring these levels ogquarterly basis. The December 31, 2011 r¢
was received and reviewed during the March, 201Z2@lmeeting.
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The Bank prepared budgets for its 2012 and 20talfigears and submitted the budgets to the FDICefaew.

The Bank has prepared a strategic plan and sulthsitteh strategic plan to the FDIC for review. Ohéhe primary components of the strate
plan was to reduce the Baskaverage assets. By the fourth quarter of 20ELBdmk had lowered its average assets to approaiyndfl’
million. During the first quarter of 2012, the Bao&ntinued to lower its average assets to apprarim&407 million. A banks average ass:
are included in the calculation of its regulatoapital ratios.

The Bank has prepared a reduction of delinqueraaigen plan. The Bank has submitted this plan éoJbint Officials. Important aspects of
delinquency action plan include a prohibition aghian extension of credit for the payment of irder@n delinquent loans, a requiremer
establish specific collection procedures to beitutstd 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 loanssifeed 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@Gitiee to review the asset qual
concentrations and problem credits within the Batdan portfolio.

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

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

The Bank has not paid dividends since the incepifaihe Action Plans. Cornerstone declared a thividend of $0.625 per share with resj
to the Preferred Shares. This dividend was apprdoyethe Federal Reserve Bank of Atlanta (the “FRBA™he dividend record date w
September 30, 2011 and a payment date of Febr@rg042. Cornerstone is in the process of obtaiamgroval from the FRBA to declar
Preferred Share dividend for shareholders on reasmf December 31, 2011.

The Bank is actively monitoring and is not awareny new extensions of credit to prohibited clasdiborrowers as of March 31, 2012.

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 BasKiquidity position, overall balance sheet strueticapital 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. Béngk’s overall balance sheet structure has also beesidesad. The reduction in assets
impacted the Bank’s earning assets and therefer8#mk5s net interest income. To offset this reductionBlamk 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 regulatorficism. One example of the negative impact on @@ is increased FDIC insural
premiums which will continue to be at an elevateel until the Bank’s overall condition improves.

Noncompliance with the Action Plans could subjéet 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.

Federal Reserve Bank of Atlanta (FRBA) Letter

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) irsccany 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 mat and routine operating expenses
noted above, Cornerstone has received FRBA's appfovdividends with respect to the Preferred $bafhe letter notes that the conditio
the Bank has caused Cornerstone to be in "troubtediition” under Regulation Y. As a result, notiiwethe 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 Cornerstoratgror enters into any agreement to provide aegofshrachute or severance paymen
date, Cornerstone is in compliance with the reguiénets of the FRBA letter.

31




To date the most significant impact of the FRBA€tter relates to the payment of dividends onRteferred Shares. However, Cornerstont
been able to consistently raise additional capital the company has generated positive earningsgd2@11. These two elements coupled
the Bank’s stabilization of asset quality haveCornerstone’s estimation, led to the approval efRneferred Shares dividend payments.

Review of Financial Performance

As of March 31, 2012, Cornerstone had total codstdid assets of approximately $417 million, tatainis of approximately $263 million, tc
securities of approximately $88 million, total dsjie of approximately $ 316 million and stockhoklexquity of approximately $36 millio
Net income for the three month period ended Mai;h2812 totaled $356,517.

Results of Operations

Net income for the three months ended March 3122@ds $356,517 or $0.01 basic earnings per cominarescompared to a net incomi
$252,275 or $0.02 basic earnings per common sfarthe same period in 2011.

The following table presents our results for thee¢hmonths ended March 31, 2012 compared to thee thmonths ended March 31, 2
(amounts in thousands).

2012-2011
Three month: Percent Dollar
ended March 31 Increase Amount

2012 2011 (Decrease) Change
Interest incom $ 4,62¢ $ 5,21¢ (11.35)% $ (592
Interest expense 1,314 1,75k (25.13)% (447)
Net interest incom
before provision for loan los 3,312 3,46: (4.36)% (151)
Provision for loan los - 15 (100)% (15)
Net interest income aftt
provision for loan los 3,312 3,44¢ (3.94)% (13€)
Total noninterest incom 267 27C (1.11)% 3
Total noninterest expen: 3,07¢ 3,415 (10.04)% (343
Income before income tax 50t 301 67.77 % 204
Provision for income taxes 14¢ 49 204.08 % 10C
Net income $ 35€ $ 252 2127% $ 104

Net Interest Income -Net interest income represents the amount by winitdrest earned on various earning assets excaegtest paid ¢
deposits and other interds¢aring liabilities. Net interest income is alse thost significant component of our earnings. Rerthree montt
ended March 31, 2012, net interest income befoeeptiovision for loan loss, decreased approxima#dlyl or 4.36 percent over the si
period of 2011. Cornerstoreinterest rate spread on a tax equivalent basigkws the difference between the average yiel@éanming asse
and the average rate paid on intefestring liabilities) was 3.43 percent compared.g83ercent for the three month periods ended Maic
2012 and 2011, respectively. The net interest maogi a tax equivalent basis was 3.59 percent afl (Bercent for the three month peri
ended March 31, 2012 and 2011, respectively. Sagmif items related to the changes in net intérestme, net interest yields and rates,
net interest margin are presented below:
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=2 The Banks net interest income as of March 31, 2012 has begatively impacted by a reduction in the loantfotio. As of March 31
2011, the Banis average loans equaled approximately $284 miltmmpared to approximately $266 million as of MaBdh 2012. Th
reduction in average loans can be primarily atteduo the following. First, the Bank continueseiperience a decline in average Ic
outstanding as a result of increased loan compstiti the Banks local market. Second, management has tried soaglkoactive approa
in managing problems loans. This approach hasdexdecrease in average loans outstanding andesponding increase in the Bask’
other real estate owned asset category as a cédolteclosure. In response to the decrease irslatie Bank’s Assdtiability Committee
is actively managing the Bank’s interdmaring deposits. The Bank has been able to reitikideterest expense by approximately $
thousand or 25.13 percent from March 31, 2011 tocM&1, 2012. Currently, management is attemptinign¢rease its loan portfolio a
thereby improve its net interest income.

2 The Banks loan portfolio yield decreased to 6.27 percentte three months ended March 31, 2012 comparédpercent for the thr
months ended March 31, 2011 and 6.63 percent éoye¢lar ended December 31, 2011.

2 For the three month period ended March 31, 2€i2 Banks investment portfolio yielded 2.43 percent comgare2.41 percent for tl
same time period in 2011. The Bank decreased thmuainof its investment portfolio from an averagdabae of approximately $1
million as of March 31, 2011 to approximately $88lion as of March 31, 2012. The reduction in intraents is due in part to a decre
in pledging requirements as the Bank has repaidr#lion in Federal Home Loan Bank advances sinardl 31, 2010. Managem
believes the present level of investment secuniiesifficient to provide for all pledging needslarepresents an appropriate amount o
balance sheet to provide liquidity and interest @btection.

2 The Banks net interest margin increased from March 31, 201March 31, 2012 by 15 basis points. The improsenis the result of
reduction in the overall size of the balance shelative to the reduction in net interest incompedfically, net interest income decreg
$151 thousand while the average balance sheetedased by $29 million. Management believes thatdance sheet will remain at
present level or increase slightly and expectse® & conversion of cash into securities and loamshashould increase the Baskhe
interest margin.

Provision for Loan Losses -The provision for loan losses represents a chargstnings necessary to establish an allowanckéor losse
that, in managemerst’evaluation, should be adequate to provide coeefagthe inherent losses on outstanding loansn&stone did ni
record any provision for loan losses for the thmamnths ended March 31, 2012. The provision for llmsses amounted to approximately
thousand for the three months ended March 31, 2011.

Noninterest Income- Items reported as noninterest income include sergicarges on checking accounts, insufficient fuodarges
automated clearing house (“ACH”) processing feas the Banks secondary mortgage department earnings. Incr@agesome derived frol
service charges and ACH fees are primarily a fanctif the Banks growth while fees from the origination of mortgdgans will often refle:
market conditions and fluctuate from period to péri

The following table presents the components of mnést income for the three months ended Marc2@12 and 2011 (dollars in thousands):

2012-2011
Three months ende Percen
March 31, Increase
2012 2011 (Decrease
Service charges on deposit accot $ 197 $ 21€ (8.80)%
Net gains on sale of loans and other as 50 34 47.06%
Other noninterest incorr 20 20 -%
Total noninterest income $ 267 $ 27C (1.1)%
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Significant matters relating to the changes in ntarest income are presented below:

2  The Bank has experienced a decrease in itéceecharges on deposit accounts during 2012 duwe dontinued reduction in custor
overdraft charges.

2 The Bank continued to exit the ACH payroll presiag business during 2011 due to increased regulatéquirements. The decreas
service charges on deposit accounts associatedewithg this line of business was approximatel® $@ousand a month.

Noninterest Expense -ltems reported as noninterest expense includeisaland employee benefits, occupancy and equipexgr@nse,
depository insurance, net foreclosed assets examkether operating expense.

The following table presents the components of mnést expense for the three months ended March(3P and 2011 (dollars in
thousands ).

201z-2011
Three months ende Percen
March 31, Increase
2012 2011 (Decrease
Salaries and employee bene $ 1591 $ 1,54: 3.11%
Occupancy and equipment expe 33€ 40€ (17.29%
Foreclosed assets expense, 15C 362 (58.56)%
FDIC depository insuranc 203 328 (37.15%
Other operating expen: 794 783 1.4(%
Total noninterest expense $ 3,07Z $ 3,417 (10.09)%

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

2 cornerstone employee expense increased sligtitlgn comparing March 31, 2011 to March 31, 2012e Tiicrease is primari
attributable to an increase in the number of consrakrelationship managers. These employees wsikaghe Bank in obtaining its futt
loan growth levels. The Bank expects employee esg@éa continue to climb into 2012 as employee henafe increased as the Bank
performance improves.

2 As of March 31, 2012, the Bank had incurred $thicisand in writelown of other real estate and repossessed assatageiment nets t
expense and writdewns of other real estate owned against the incgemerated from income producing real estate. Mamag
anticipates elevated foreclosed asset expenshdaemainder of 2012 and 2013.

1= Depository insurance decreased from approxim&@23 thousand as of March 31, 2011 to approxin&203 thousand as of March
2012. Management anticipates the FDIC expensedteceefurther as the Bank’s regulatory status impsov

Financial Condition

Overview- Cornerstones consolidated assets totaled approximately $42Bomias of December 31, 2011. As of March 31, 20fi##a
consolidated assets had decreased approximatehylih or 1.4 percent to approximately $417 mifiio

Liabilities as of March 31, 2012 and December 3, 2totaled approximately $382 million and $387lianil, respectively.

Stockholders’ equity as of March 31, 2012 and Ddmem31, 2011 totaled approximately $36 million &3& million, respectively.
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Securities- The Bank’s investment portfolio, primarily consigiiof Ginnie Mae Agency, mortgadrecked securities and municipal securi
amounted to approximately $88 million as of Mardh 3012 compared to approximately $86 million a®etember 31, 2011. The prim
purposes of the Bank’s investment portfolio ar@rovide liquidity, satisfy pledging requirements]lateralize the Banlk' repurchase accou
and secure the Bank’s FHLB borrowings.

Loans -The composition of loans at March 31, 2012 and exdnber 31, 2011 and the percentage (%) of eashifitation to total loans
summarized in the following table (dollars in thands):

March 31, 201: December 31, 201
Amount Percen Amount Percen

Commercial real este-mortgage

Owner-occupied $ 61,83( 23.5% $ 62,99¢ 23.52%

All other 61,29t 23.32% 63,05¢ 23.55%
Consumer real est-mortgage 72,43\ 27.5% 70,54: 26.3"%
Construction and land developm 27,80t 10.5&% 31,03 11.5%%
Commercial and industrii 36,87¢ 14.0% 37,45¢ 13.9(%
Consumer and other 2,54z 0.98% 2,67¢ 1.0(%
Total loans 262,78t 100.00% 267,76! 100.00%
Less: Allowance for loan losses (6,029 (7,400
Loans, net $ 256,76 $ 260,36!

Allowance for Loan Losses- The allowance for loan losses represents Cornax'st@ssessment of the risks associated with exterodedj
and its evaluation of the quality of the loan palitf. Management analyzes the loan portfolio teedetne the adequacy of the allowance
loan losses and the appropriate provisions requoedaintain a level considered adequate to abaoticipated loan losses. The Bank us
risk based approach to calculate the appropria®g loss allowance in accordance with guidance i&yethe Federal Financial Institutic
Examination Council. Although the Bank performs gwot credit underwriting, no assurances can be ngitr@t adverse econor
circumstances will not result in increased lossethé loan portfolio and require greater provisitorspossible loan losses in the future.

1= During the first quarter of 2012, the Bank did necord a provision expense to the loan loss alme. Management believes that it
established an allowance for loan losses that adelyuaccounts for the Barkidentified loan impairment. However, additionabyisior
to the loan loss allowance may be needed in fuquegters as the Bank works its problem assets ghrthe collection cycle.

The following is a summary of changes in the alloeafor loan losses for the three months ended Madg 2012 and for the year en
December 31, 2011 and the ratio of the allowancéofin losses to total loans as of the end of gaciod (dollars in thousands):

March 31, December 3:

2012 2011
Balance, beginning of peric $ 7,40C $ 9,132
Loans charge-off (1,43¢) (3,14¢
Recoveries of loans previously char-off 62 971
Provision for loan losse - 44~
Balance, end of period $ 6,02/ $ 7,40(
Total loans $ 262,78 $ 267,76"
Ratio of allowance for loan losses to lo:
outstanding at the end of the per 2.2% 2.7¢%
Ratio of net charg-offs to total loan:
outstanding for the peric 0.52% 0.81%
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Non-Performing Assets -The specific economic and credit risks associatét the Banks loan portfolio include, but are not limited tc
general downturn in the economy which could affsoployment rates in our market area, general s#ateemarket deterioration, interest
fluctuations, deteriorated or naxistent collateral, title defects, inaccurate ajgals, financial deterioration of borrowers, fraadd violatiol
of laws and regulations.

The Bank attempts to reduce these economic andt cigds by adherence to a lending policy approligdhe Banks board of directors. T
Bank’s lending policy establishes loan to value limitgllateral perfection, credit underwriting crite@ad other acceptable lending stand:
The Bank classifies loans that are ninety (90) gzt due and still accruing interest, renegotiéeds, noraccrual loans, foreclosures
repossessed property as non-performing assetsBahies policy is to categorize a loan on naeerual status when payment of principe
interest is contractually ninety (90) or more dagst due. At the time the loan is categorized asawzrual the interest previously accrued
not collected may be reversed and charged againgnt earnings.

= The Bank has experienced a stabilization ihois quality as the Chattanooga, Tennessee Mettapdbtatistical Area begins to reca
from a long economic downturn. The number and dalaount of impaired loans remained consistentnduthe first quarter of 201
Management anticipates that its loan asset qualitymprove as the economy recovers from the autreconomic recession.

The following table summarizes Cornerstone’s performing assets at each quarter end from Jun@@®d, to March 31, 2012 (amountt
thousands):

March 31, December 31 September 3( June 30
2012 2011 2011 2011

Non-accrual loan: $ 10,767 $ 7,88: % 8,56( $ 7,238

Foreclosed assets 18,95 18,524 18,25¢ 20,05¢
Total non-performing assets $ 29,72¢ % 26,406 $ 26,81F $ 27,29:
30-89 days past due loa $ 504 $ 8,15¢ $ 2,08¢ $ 2,04¢
Total loans outstandir $ 262,78t $ 267,76 $ 270,40. $ 270,17:
Allowance for loan losse 6,024 7,40( 6,86/ 6,81«
Ratio of nor-performing loans to total loans outstanc
at the end of the period 4.1(% 2.94% 3.17% 2.68%
Ratio of nonperforming assets to total allowance for |
losses at the end of the period 493.4% 356.8/% 390.6(% 400.5%

= The Bank’s nomaccrual balances increased during the first quarte2012 as problem credits moved through the ctitla cycle
However, a similar reduction in 3B days past due loans was also recorded. Managemasnseen a decrease in the numb
downgraded loans, which have in the past, led $b ¢hae and non-accrual problem assets.

= Non-accrual loans increased to approximately $10.8ianils of March 31, 2012 from approximately $7.9liori as of December 3
2011. The majority of non-accrual loans are coneged in four loan relationships. The Bank antitéganonaccrual loans to decre:
during 2012 as the Bank forecloses on these dedimgelationships or as the credits are able togoggaded to an accruing status.
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I'2 The Banl's foreclosed assets remained constant at appradin®t9 million as of March 31, 2012 and Decemhbkr2)11. The Bank h
seen an improvement in the level of interest ipitgperties by potential buyers. However, managemeas not anticipate a decrease ir
amount of foreclosed assets as the Bank is prgdendclosing on delinquent assets as quickly astieg OREO properties are dispose
through sales

Deposits and Other Borrowings- The Bank’s deposits consist of non-interest beadiegnand deposits, interestearing demand accoutr
savings and money market accounts, and time depdsie Bank has agreements with some customersllitoestain of its securities unc
agreements to repurchase the security the follodayg The Bank has also obtained advances froriithes.

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

March 31, 201: December 31, 201
Amount Percen Amount Percen

Core funding:

Noninteres-bearing demand depos $ 47,50( 12.6% $ 43,99( 11.5%

Interes-bearing demand depos 26,85 7.1% 22,35 5.8%

Savings & money market accoul 52,06¢ 13.&% 46,857 12.2%

Time deposits under $100,0 93,51¢ 24.8% 98,73¢ 25.8%
Total core funding 219,93 58.2% 211,93« 55.2%
Non-core funding:

Time deposit of $100,000 or mc $ 95,87¢ 25.2% $ 102,10° 26.€%

Fed funds purchased and securities sold u

agreements to repurche 21,44t 5.7% 29,391 7.7%

Federal Home Loan Bank advani 40,00( 10.6% 40,00( 10.4%
Total nor-core funding 157,32 41.7% 171,49¢ 44.1%
Total $ 377,26( 100.(% $ 383,43. 100.(%

Il2 The Bank has seen a significant improvement idiagsility structure since the beginning of 2011 tae percentage of core noerT
deposits increased greatly year over year. The Balhkontinue to see a reduction in its Federaht¢oLoan Bank advances during 2
and 2013

II£2 Management does not expect material deposit gréevt2012. In 2013, management expects deposit gvowbe in term deposits w
extended maturities to protect against unfavorati&est rate movement

Capital Resources- At March 31, 2012 and December 31, 2011, Corneessostockholdersequity amounted to approximately $35.9 mil
and approximately $35.2 million, respectively.

I'2 Cornerston’s stockholder equity increased approximately $682 thousand duttiegfirst quarter of 2012. Significant increasesquity
can be attributed to Cornerstone’s first quartet228arnings of approximately $357 thousand andtiaddi capital from Cornerstore’
preferred stock offering of approximately $532 thand. The most significant transaction that dee&@ornerstong’ equity during th
first quarter of 2012 was the payment of a prefés®ck dividend which totaled approximately $1B8usand. The dividend was pay:
to record holders as of September 30, 2011 withyanent date of February 28, 20.

The following is a summary of the Bank’s capitdioa as of March 31, 2012:

Tier 1 leverage rati 8.14%
Tier 1 risk-based capital rati 11.7%
Total risk-based capital rati 12.9%
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I£ Cornerstone has requested permission from the &eeserve Bank of Atlanta (the “Federal Resert@ay its scheduled December
2011 dividend to its series A convertible prefersgatck in the amount of $0.625 per share. Corneesi® waiting for a final decision frc
the Federal Reserve authorizing the payment oflitfidend.

|l2 Cornerstone had total outstanding borrowings ofr@gdmately $2.6 million as of March 31, 2012 withet Federal Deposit Insurai
Corporation as Receiver for Silverton Bank, N

Market and Liquidity Risk Management
Interest Rate Sensitivity

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 andestment policies. The ALCO must consider intemagé sensitivity and liquidity ris
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 reptivat summarize several key adssiility measurements. In addition, the third pasill alsc
provide recommendations to the BanALCO regarding future balance sheet structureiegs and liquidity strategies. The following i
brief discussion of the primary tools used by tHheC® to perform its responsibilities:

) Earnings at Risk Model

The Bank uses an earnings at risk model to anahteeest rate risk. Forecasted levels of earnirgptas interest-bearing liabilities, and off-
balance sheet financial instruments are combinegld MLCO forecasts of interest rates for the nextridhths and are combined with of
factors in order to produce various earnings sitiia.

12 Economic Value of Equity

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

1= Liquidity Analysis
The Bank uses a liquidity analysis model to exantiireecurrent liquidity position and analyze thegudial sources of coverage in the event
liquidity crisis. The following is a brief descriph of the key measurements contained in the aisalys

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

Basic Surplus -The basic surplus ratio is used to determine tirabrer of times nombligated assets could be used to meet immedapiality
needs.

Dependency Ratio -The dependency ratio determines the reliance ort-térm liabilities.

) Leverage Analysis
The leverage analysis examines the potential ofrtstgution to absorb additional debt. The key meaments included in this analysis are
Bank’s tier 1 capital, leverage and total capitaias.

I'© Balance Sheet Analytics

Balance sheet analytics involve an in depth exatwwinaf the balance sheet structure, including diifieation of structure and most rec
pricing practices. This review uses trend analygicompare previous balance sheet positions. Tladysia enables the ALCO to revi
significant changes in the Bank’s loan and secuyndstfolios as well as the Bank’s deposit componsiti
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Liquidity Risk Management

Liquidity is measured by the Bank's ability to misash at a reasonable cost or with a minimumas. [bhese funds are used primarily to 1
loans and satisfy deposit withdrawals. Severabfaatnust be considered by management when attegrtiminimize liquidity risk. Exampl
include changes in interest rates, competitiom ld@mand, and general economic conditions. Minimgiziquidity risk is a responsibility of tl
ALCO and is reviewed by the Bank’s regulatory ageson a regular basis.

Item 3. Quantitative and Qualitative Disclosures Alout Market Risk

A comprehensive qualitative and quantitative arialgesgarding market risk was disclosed in CornerstoAnnual Report on Form I{or the
year ended December 31, 2011. No material chamg#seiassumptions used in preparing, or resultsirméd from, the model have occur
since December 31, 2011.

Item 4T. Controls and Procedures

Under the supervision and with the participationnzdinagement, including Cornerstonéd®rincipal Executive Officer and Chief Finan
Officer, Cornerstone has evaluated the effectiverdsts disclosure controls and procedures (ab seien is defined in Rules 13#&{(e) an
15d-15(e) under the Securities Exchange Act of 1834amended (the “Exchange Act”), as of March2BIL.2 (the “Evaluation Date"Base!
on such evaluation, such officers have concludat] #s of the Evaluation Date, Cornerstargisclosure controls and procedures were effe
in alerting them on a timely basis to material mfiation relating to Cornerstone (including its calidated subsidiary) required to be inclu
in Cornerstone’s periodic filings under the Exchadgt.

There were no changes in Cornerstone’s internaraoover financial reporting during Cornerstosidiscal quarter ended March 31, 2012
have materially affected, or are reasonably likelynaterially affect, Cornerstone’s internal cohtreer financial reporting.
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PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

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

Item 1A. Risk Factors

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

None

Item 3. Defaults Upon Senior Securities

None

Item 4. [Removed and Reserved]

Item 5. Other Information

None

Item 6. Exhibits

Exhibit Numbel Description

10 Waiver Agreement, dated March 28, 2012, betweerR#gistrant and Midland Loan Services, a divisibRNC
Bank, N.A., servicer for the FDIC as receiver fiv&ton Bank, N.A.

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

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

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

Cornerstone Bancshares, Inc

Date: May 7, 201 /s/ Nathaniel F. Hughe
Nathaniel F. Hughe:
Presiden
(principal executive officer

Date: May7, 201 Is| Gary W. Petty, J
Gary W. Petty, Ji
Senior Vice President and Chief Financial Offi
(principal financial officer and accounting offig¢

EXHIBIT INDEX
Exhibit Number  Description
10 Waiver Agreement, dated March 28, 2012, betweemR#gistrant and Midland Loan Services, a divisibRNC Bank,
N.A., servicer for the FDIC as receiver for SihertBank, N.A.
31 Certifications under Section 302 of the Sarb-Oxley Act of 2002
32 Certifications under Section 906 of the Sarb-Oxley Act of 2002
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