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FORWARD-LOOKING STATEMENTS

Cornerstone Bancshares, Inc. (“Cornerstomedy from time to time make written or oral statetsemcluding statements contained in
report (including, without limitation, certain stmtents in “Managemeist’Discussion and Analysis of Financial Conditiord d&esults ¢
Operations” in Item 2), that constitute forwdabking statements within the meaning of Sectiok ®f the Securities Exchange Act of 1!
(the “Exchange Act”). The words “expect,” “antictpd’ “intend,” “consider,” “plan,” “believe,” “seek “should,” “estimate,”and simila
expressions are intended to identify such forwaaking statements, but other statements may cotesfibrward-lookingstatements. The
statements should be considered subject to variaks and uncertainties. Such forwdodking statements are made based |
management’s belief as well as assumptions madarlyinformation currently available to, managenmmsuant to “safe harbopgrovision:
of the Private Securities Litigation Reform Act ©895. Cornerstons’ actual results may differ materially from theulés anticipated i
forward{ooking statements due to a variety of factors.hSactors include, without limitation, those spasfly described in Item 1A of Pai
of our Annual Report on Form I0-for the fiscal year ended December 31, 2012, elé & the following: (i) the possibility that oasse
quality would decline or if we experience greatmr losses than anticipated, (ii) increased lewktsther real estate, primarily as a resu
foreclosures, (iii) the impact of liquidity needs our results of operations and financial conditi(w) competition from financial institutiol
and other financial service providers, (v) econonoaditions in the local markets where we oper@#i¢,the impact of obtaining regulatc
approval prior to the payment of dividends, (Migtimpact of our Series A Preferred Stock on nednme available to holders of our Comr
Stock and earnings per common share, (vii) theachpf negative developments in the financial induand U.S. and global capital ¢
credit markets, (ix) there can be no assurancertdw@Ently enacted legislation will continue to #iab the U.S. financial system, (x) 1
relatively greater credit risk of residential camstion and land development loans in our loanfpliot (xi) adverse impact on operations
financial condition due to changes in interestsafgii) our ability to obtain additional capitah@, if obtained, the possible significant dilut
to current shareholders, (xiii) the impact of rebernacted legislation on our business, (xiv)ithpact of federal and state regulations or
operations and financial performance, (xv) whethaignificant deferred tax asset we have can e ffieihlized, (xvi) our ability to retain tl
services of key personnel, (xvii) the impact of essee’s antakeover statutes and certain charter provisiongadential acquisitions of tl
holding company, and (xviii) our ability to adapttechnological changes. Many of such factors ag@hd Cornerstons’ability to control c
predict, and readers are cautioned not to put umeliEnce on such forwardoking statements. Cornerstone does not intengipttate ¢
reissue any forwartboking statements contained in this report assalt@f new information or other circumstances tmaty become knov
to Cornerstone.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Balance Sheets

ASSETS

Cash and due from ban
Interest-bearing deposits at other financial in§tins

Total cash and cash equivale

Securities available for sa

Securities held to maturity (fair value approxinsa$d3,630 and $46,212 at March 31, 2013 and

December 31, 2012, respective
Federal Home Loan Bank stock, at c

Loans, net of allowance for loan losses of $5,669 2nd $6,141,281 at March 31, 2013 and Deceml

31, 2012, respective
Bank premises and equipment,
Accrued interest receivab
Foreclosed asse
Other assets
Total assets

LIABILITIES AND STOCKHOLDERS' EQUITY

Deposits:

Noninteres-bearing demand depos
Interes-bearing demand depos

Savings deposits and money market acca
Time deposits

Total deposit:

Accrued interest payab
Federal funds purchased and securities sold umgteements to repurcha
Federal Home Loan Bank advances and other borr®
Other liabilities
Total liabilities

Stockholders' equity
Preferred stock - no par value; 2,000,000 sharé®dned;
600,000 shares issued and outstanding in 2013 @] Pespectivel
Common stock - $1.00 par value; 20,000,000 sharémezed;
6,709,199 shares issued in 2013 and 2012;
6,547,074 and 6,500,396 shares outstanding in 26d32012, respective
Additional paic-in capital
Retained defici
Accumulated other comprehensive income
Total stockholders' equity
Total liabilities and stockholders' equity

The Notes to Consolidated Financial Statementamiategral part of these statements.

Unaudited

March 31, December 31

2013 2012
$ 5,074,921 $ 3,222,13!
30,826,26 56,173,09
35,901,18 59,395,23
91,125,82 76,096,64
42 57¢ 45,08¢
2,322,90I 2,322,90!
266,880,67 270,850,46
5,289,38: 5,399,34
1,323,49! 1,213,77:
21,159,224 20,332,31
7,664,341 7,790,63:
$ 431,709,63 $ 443,446,40
$ 55,400,25 $ 60,053,83
26,547,36 30,178,62
89,564,44. 80,994,223
165,391,221 173,653,389
336,903,27 344,880,59
91,26¢ 120,55¢
21,150,46 19,587,38
31,740,00 37,175,00
938,08t 794,02t
390,823,09 402,557,56
14,839,39 14,821,54
6,547,07. 6,500,39I
21,420,82 21,390,48
(3,149,59) (3,274,98))
1,228,84. 1,451,39.
40,886,53 40,888,83

$ 431,709,63 $ 443,446,40




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statements of Income

INTEREST INCOME

Loans, including fee

Securities and intere-bearing deposits at other financial institutis
Federal funds sold

Total interest income

INTEREST EXPENSE

Time deposit:

Other deposit

Federal funds purchased and securities sold umgteements to repurcha
Federal Home Loan Bank advances and other borr@wing

Total interest expense

Net interest income before provision for loan lax

Provision for loan losses
Net interest income after provision for loan losses

NONINTEREST INCOME

Customer service fes

Other noninterest incomr

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 expenses

Income before income tax exper

Income tax expense
Net income

Preferred stock dividend requireme
Accretion on preferred stock discount

Net income available to common stockholders

EARNINGS PER COMMON SHARI
Basic
Diluted

DIVIDENDS DECLARED PER COMMON SHARI

Unaudited
Three Months Ende
March 31,
2013 2012
4,141,731 $ 4,143,94.
439,90¢ 467,00¢
21,47 15,08’
4,603,11. 4,626,03
465,25¢ 699,09
137,93( 121,24
18,08( 32,23(
340,43¢ 461,20
961,70" 1,313,77.
3,641,40' 3,312,26:
300,00( -
3,341,40! 3,312,26:
188,48: 197,43:
17,81¢ 20,28¢
149,20( 49,66¢
355,49¢ 267,38t
1,597,29 1,591,13!
337,87¢ 335,81
159,84 202,78
128,69: 150,32(
752,17- 794,08:
2,975,88I 3,074,13;
721,02¢ 505,51"
268,90( 149,00(
452,12¢ 356,51°
375,00( 265,85¢
17,84t 14,46¢
59,28: $ 76,19:¢
0.01 % 0.01
0.01 0.01




The Notes to Consolidated Financial Statementsiaiategral part of these statements.




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

Net income

Other comprehensive income, before
Unrealized holding losses arising during the pe

Reclassification adjustment for gains include ihineome

Other comprehensive income, before

Income tax benefit related to other comprehensigerme taxes
Other comprehensive income, net of tax
Comprehensive income

The Notes to Consolidated Financial Statementsiaiategral part of these statements.

Unaudited
Three Months Ende
March 31,
2013 2012

$ 452,12¢ $ 356,51°
(358,95) (61,259
(358,95) (61,25
136,40: 23,27¢
(222,55)) (37,98()
$ 22957 $ 318,53°




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statement of Changes in Stockhol&epsty - Unaudited
For the three months ended March 31, 2013

Accumulatec

Additional Other Total
Preferrec Common Paic-in Retainec Comprehensiv Stockholders

Stock Stock Capital Earnings (Deficit Income Equity
BALANCE, December 31, 201 $ 1482154 $ 6,500,390 $ 21,390,48 $ (3,274,98) $ 1,451,39. $ 40,888,83
Issuance of common sto - 46,67¢ 30,34 - - 77,01¢
Preferred stock dividenc - - - (308,897 - (308,897
Accretion on preferred stoc 17,84t - - (17,84%) - -
Net income - - - 452,12¢ - 452,12¢

Unrealized holding gains (losses) on securitieslavia

for sale, net of reclassification adjustment angsa - - - - (222,557 (222,55))
BALANCE, March 31, 201: $ 1483939 $ 654707 $ 2142082 $ (3,14959) $ 1,22884 $ 40,886,53

The Notes to Consolidated Financial Statementamiategral part of these statements.




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

CASH FLOWS FROM OPERATING ACTIVITIES
Net income

Adjustments to reconcile net income to net caskigen by operating activitie:

Depreciation and amortizatic
Provision for loan losse
Stock compensation exper
Net (gains) losses on sales of loans and othets
Changes in other operating assets and liabili

Net change in loans held for si

Accrued interest receivab

Accrued interest payab

Other assets and liabilitit

Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from security transactio

Securities available for sa

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

Net cash (used in) provided by investing activities

CASH FLOWS FROM FINANCING ACTIVITIES
Net (decrease) increase in depa

Net increase (decrease) in federal funds purchaisédecurities sold under agreements to repurc

Net payments on Federal Home Loan Bank advancestard borrowing:
Payment of dividends on preferred st

Issuance of preferred sto

Issuance of common stock

Net cash used in financing activities
NET DECREASE IN CASH AND CASH EQUIVALENT!
CASH AND CASH EQUIVALENTS, beginning of period

CASH AND CASH EQUIVALENTS, end of period

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATIC
Cash paid during the period for interest

Cash paid during the period for taxes

NONCASH INVESTING AND FINANCING ACTIVITIES
Acquisition of real estate through foreclosure

The Notes to Consolidated Financial Statementamiategral part of these statements.

Unaudited
Three months ended March !

2013 2012
452,12¢ 356,51"
92,93: 111,41¢
300,00( -
- 18,51:
(80,357 28,47:
(262,75() 37,17¢
(109,72) (6,54%)
(29,290 (305)
406,75¢ 852,92¢
769,70: 1,398,17.
8,287,58I 8,331,14!
2,477 5,131
(23,654,93) (10,523,30)
2,933,73i 1,643,83!
(3,739 (49,077
252,23 1,458,48!
(12,182,63) 866,22(
(7,977,32) 1,773,71.
1,563,07 (7,945,511
(5,435,001 (435,001
(308,89)) (187,539
- 532,12:
77,01¢ -
(12,081,11) (6,262,20)
(23,494,05) (3,997,819
59,395,223 38,882,69

35,901,18 $ 34,884,87

990,99!

1,314,07
913,32

1,154,40

1,969,30!




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 pyinirsiness is performed by its whotiyvned subsidiar
Cornerstone Community Bank (the “BankThe Bank provides a full range of banking serviteshe Chattanooga, Tennessee market
Bank has also established a loan production officeQ”) in Dalton, Georgia to further enhance thar’s lending markets.

Interim Financial Information (Unaudited)- The financial information in this report for Mar@i, 2013 and March 31, 2012 has not |
audited. The information included herein shouldd@ed in conjunction with the annual consolidategficial statements and footnotes the
included in the 2012 Annual Report to Shareholdetsch was furnished to each shareholder of Coromestin April of 2013. Th
consolidated financial statements presented heagiform to U.S. generally accepted accounting jplas and to general industry practis
In the opinion of Cornerston@’management, the accompanying interim financékstents contain all material adjustments, comgjstinly
of normal recurring adjustments, necessary to piefsérly the financial condition, the results gberations, and cash flows for the inte
period. Results for interim periods are not nea@lgsadicative of the results to be expected fdukyear.

Use of Estimates -The preparation of financial statements in conftymwith U.S. generally accepted accounting priresprequire
management to make estimates and assumptionsfiibett the reported amounts of assets and liakslitied disclosures of contingent as
and liabilities as of the balance sheet date aadahorted amounts of revenues and expenses dbamgporting period. Actual results ca
differ from those estimates. Material estimates #ra particularly susceptible to significant charmg the near term include the determine
of the allowance for loan losses.

Consolidation -The accompanying consolidated financial statemerdiside the accounts of Cornerstone and the Baokstantially a
intercompany transactions, profits and balances bhaen eliminated.

Reclassification- Certain amounts in the prior consolidated finansi@tements have been reclassified to conform egocthrent peria
presentation. The reclassifications had no effaat&t income or stockholders’ equity as previous|yorted.

Accounting Policies -During interim periods, Cornerstone follows the@anting policies set forth in its Annual Reportieorm 10K for the
year ended December 31, 2012 as filed with the i8m=uand Exchange Commission. Since December2812, there have been
significant changes in any accounting principlegpmactices, or in the method of applying any sudhgiples or practices, except for
following:

In February 2013, the Financial Accounting Standd@dard (FASB) issued updated guidance relatedsthodure of reclassification amou
out of other comprehensive income. The standardines|that companies present either in a single notparenthetically on the face of
financial statements, the effect of significant amis reclassified from each component of accumdlateer comprehensive income base
its source and the income statement line itemsteby the reclassification. The new requiremémd& effect for public companies in fis
years, and interim periods within those years, fi@gyg after December 15, 2012. The Company addpisdtandard on January 1, 2013.
effect of adopting this standard increases our laisce requirements surrounding reclassificatioemg out of accumulated ot
comprehensive income.




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

Earnings per Common Share - Basic earnings per share (“EPS%) computed by dividing income available to comnsirareholde!
(numerator) by the weighted average number of comsi@res outstanding during the period (denomipalituted EPS is computed
dividing income available to common shareholdetsr(aerator) by the adjusted weighted average numitsrares outstanding (denominat
The adjusted weighted average number of sharetanding reflects the potential dilution occurririgseécurities or other contracts to is
common stock were exercised or converted into comstock resulting in the issuance of common stbelt share in the earnings of
entity.

The following is a summary of the basic and dilutednings per share for the three month periodsdhrch 31, 2013 and March 31, 2012.

Three Months Ended March ¢

Basic earnings per common share calculas 2013 2012

Numerator: Net income available to common sharedrg $ 59,28: $ 76,19:
Denominator: Weighted avg. common shares outstar 6,547,07 6,500,391
Effect of dilutive stock option 123,49¢ 85,42¢
Diluted share: 6,670,57: 6,585,82.
Basic earnings per common share $ 0.01 $ 0.01
Diluted earnings per common share $ 0.01 $ 0.01

Note 2. Stock Based Compensation

Accounting Policies- Cornerstone, as required by FASB, applies thevalue recognition provisions of ASC 718, CompermsatiStock
Compensation. For the three month period ended iM3it¢ 2013, no compensation cost was charged tongarrelated to the vested incen
stock options.

Officer and Employee Plans -Cornerstone has two stock option plans under wbifibers and employees can be granted incentivek
options or non-qualified stock options to purchasttal of up to 1,420,000 shares of Corners®memmon stock. The exercise price
incentive stock options must be not less than Hi6gnt of the fair market value of the common stookhe date of the grant. The exer
price of the norgualified stock options may be equal to or mor&ess than the fair market value of the common stotkhe date of the gra
The incentive stock options vest 30 percent onstind anniversary of the grant date, 60 percet@third anniversary of the grant ¢
and 100 percent on the fourth anniversary of tlamtgdate, and the naqualified stock options vest 50 percent on the frmiversary of tr
grant date and 100 percent on the second anniyaess#ite grant date. The options expire ten yeans fthe grant date. At March 31, 2013,
total remaining compensation cost to be recognaedonvested options is approximately $596,000. A sumnedrthe status of these st
option 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( 670,30( $ 3.8¢ 6.2 Years $ 232,90(
Granted 193,00( 2.31 9.9 Years
Exercisec - -
Forfeited (57,47Y (3.5
Outstanding at March 31, 2013 805,82! $ 3.52 7.2 Years $ 233,43
Options exercisable at March 31, 2013 303,12 $ 6.17

10




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

The weighted average grant date fair value of stymions granted during the three months ended Madg 2013 was $1.17. This v
determined using the Black-Scholes option-pricirgfet with the following weighted-average assumpgion

Dividend yield 0.C%
Expected life 7.0 Year

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

Board of Directors Plan -Cornerstone has a stock option plan under which lmeesnof the Board of Directors, at the formatiorthaf Bank
were granted options to purchase a total of up0@@0 shares of the Bank's common stock. On Octthel997, the Bank stock optic
were converted to Cornerstone stock options. Oply-qualified stock options may be granted under ttenpThe exercise price of e:
option equals the market price of Cornersterstbck on the date of grant and the maximum tertari years. Vesting is 50 percent on the
anniversary of the grant date and 100 percent@isékcond anniversary of the grant date. At Margi2813, the total remaining compensa
cost to be recognized on neested options is approximately $123,000. A sumnudithe status of this stock option plan is presérinh the
following table:

Weightec-
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
Outstanding at December 31, 2( 145,25( $ 3.3C 72 Years $ 57,60(
Granted 45,00( 2.31
Exercisec - -
Forfeited - -
Outstanding at March 31, 2013 190,25( $ 3.0¢ 7.6 Years $ 58,19:
Options exercisable at March 31, 2013 100,25( $ 4.04

The weighted average grant date fair value of stymkons granted during the three months ended IMadg 2013 was $1.17. This v
determined using the Black-Scholes option-priciragei with the following weighted-average assumpgion

Dividend yield 0.C%
Expected life 7.0 Year

Expected volatility 47.6(%
Risk-free interest rat 1.2%

11




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

Note 3. Securities

The amortized cost and fair value of securitiesilalke-for-sale and held-toyaturity at March 31, 2013 and December 31, 20E
summarized as follows:

March 31, 201

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Debt securities availat-for-sale:
U.S. Government agenci $ 391220 $ 54,79¢ $ - $ 3,967,00
State and municipal securiti 21,512,10 1,850,86. - 23,362,96
Mortgage-backed securitie:
Residential mortgage loans guaranteed by GNMA dviAN 8,532,58! 168,64: - 8,701,22
Collateralized mortgage obligations issued or guiaed by
U.S. Government agencies or sponsored agencies 55,168,70. 66,22( (140,28) 55,094,63

$ 8912559 $  2,140,52! $ (140,28) $ 91,125,82

Debt securities held to maturit
Mortgage-backed securitie:
Residential mortgage loans guaranteed by GNMA aviEN $ 42,57¢ $ 1,051 $ - $ 43,63(

12




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

December 31, 201

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Debt securities availat-for-sale:
U.S. Government agenci $ 3,961,951 $ 56,19 $ - $ 4,018,155
State and municipal securiti 21,531,72 2,101,59i - 23,633,31
Mortgage-backed securitie:
Residential mortgage loans guaranteed by GNMA dviAN 9,092,20' 132,03¢ (1,829 9,222 41!
Collateralized mortgage obligations issued or guized by
U.S. Government agencies or sponsored agencies 39,151,56 86,09¢ (14,909 39,222,75

$ 7373745 $ 237592 $ (16,730 $ 76,096,64

Debt securities held to maturit
Mortgage-backed securitie:
Residential mortgage loans guaranteed by GNMA aviEN $ 45,08¢ $ 1,341 $ 8 $ 46,21:

At March 31, 2013, securities with a fair valueatotg approximately $ 53 milliowere pledged to secure public funds, securitied sotle
agreements to repurchase, as collateral for feflends purchased from other financial institutiamsl serve as collateral for borrowings ai
Federal Reserve Discount Window.

The amortized cost and estimated market valueafriees at March 31, 2013, by contractual matyrdine shown below. Expected maturi
will differ from contractual maturities because tmwers may have the right to call or prepay obiga with or without call or prepayme
penalties.

Securities Availabl-for-Sale Securities Held to Maturit
Amortized Fair Amortized Fair
Cost Value Cost Value
Due in one year or le: $ - $ - $ - $ =
Due from one year to five yes 1,091,94. 1,166,16! - -
Due from five years to ten yee 5,499,65! 6,056,23; - -
Due after ten years 18,832,70. 20,107,56 - -

$ 2542430 $ 27,329,96 - -

Mortgage-backed securities 63,701,28 63,795,86 42 57¢ 43,63(

$ 8912559 $ 91,12582 $ 42,57¢ $ 43,63(

13




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

The following tables present the gross unrealiosdds and fair value, aggregated by investmeng@ateaind length of time that individt
securities available for sale have been in a contis unrealized loss position, as of March 31, 20iBas of December 31, 2012:

As of March 31, 201.

Less than 12 Montf 12 Months or Greate Total
Gross Gross Gross
Fair Unrealizec Fair Unrealizec Fair Unrealizec
Value Losses Value Losses Value Losses
Mortgagebacked Securitie:
Collateralized mortgage obligations issued or
guaranteed by U.S. Government agencies or
sponsored agencies $33,814,58 $ (140,28) $ - $ - $33,814,58 $ (140,28)
$33,814,58 $ (140,28) $ - $ - $33,814,58 $ (140,28)

As of December 31, 201

Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Fair Unrealizet Fair Unrealizec Fair Unrealizet
Value Losses Value Losses Value Losses
Mortgagebacked securitie:
Residential mortgage loans guaranteed by GNMA
FNMA $ 667,320 $ (1,829 $ - 8 - $ 667,328 $ (1,829
Collateralized mortgage obligations issued or
guaranteed by U.S. Government agencies or
sponsored agencies 22,514,64 (14,909 - - 22,514,64 (14,909
$23,181,96 $ (16,73) $ - $ - $23,181,96 $ (16,73

Upon acquisition of a security, the Bank determithesappropriate impairment model that is appliealif the security is a beneficial inter
in securitized financial assets, the Bank used#reficial interests in securitized financial assatpairment model. If the security is n
beneficial interest in securitized financial ass#is Bank uses the debt and equity securitiesinmeat model. The Bank conducts peric
reviews to evaluate each security to determine kdrein other-thatemporary impairment has occurred. The Bank dadshave an
securities that have been classified as other-thaporarily-impaired at March 31, 2013 or Decenttigr2012.

At March 31, 2013 and December 31, 2012, the sigmt categories of temporarily impaired securjtisd managemeist’evaluation ¢
those securities are as follows:

Mortgage-backed securities: At March 31, 2013, seven investments in residenmtiattgagebacked securities had unrealized losses.
impairment is believed to be caused by the cuilrgatest rate environment. The contractual casdlof those investments are guarante:
issued by an agency of the U.S. Government. Becthesdecline in market value is attributable t® ¢hirrent interest rate environment
not credit quality, and because the Bank doesntend to sell the investments and it is not mdeelyi than not that the Bank will be requi
to sell the investments before recovery of theipdiped cost bases, which may be maturity, the Biods not deem those investments t
other-than-temporarily impaired at March 31, 2013.

14




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

Note 4. Loans and Allowance for Loan Losses
At March 31, 2013 and December 31, 2012, loansamemarized as follows (in thousands):

March 31 December 3:

2013 2012

Commercial real este-mortgage

Ownel-occupiec $ 62,46( $ 58,42t

All other 64,48 66,747
Consumer real est-mortgage 70,26( 71,19¢
Construction and land developm: 33,22( 38,551
Commercial and industrii 40,30: 40,14(
Consumer and other 1,82¢ 1,92;
Total loans 272,55( 276,99:
Less: Allowance for loan losses (5,669 (6,14))
Loans, net $ 266,88. $  270,85(

Cornerstone follows the loan impairment accoungjgdance in ASC Topic 310. A loan is considered airgrd when, based on curr
information and events, it is probable that Cortwars will be unable to collect all amounts due fridme borrower in accordance with
contractual terms of the loan. Impaired loans idelunonperforming loans and loans modified in tredbdebt restructurings whi
concessions have been granted to borrowers expargefinancial difficulties. These concessions cbirclude a reduction in interest ra
payment extensions, forgiveness of principal, farbace or other actions intended to maximize cidies.

The composition of loans by loan classification fowpaired and performing loan status at March 311 and December 31, 2012
summarized in the tables below (amounts in thousand

March 31, 201 Commercial Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 116,41 $ 66,79 $ 32,27. % 37,51 % 1,828 $ 254,81t
Impaired loans 10,52¢ 3,47( 94¢ 2,78¢ - 17,73¢
Total $ 126,94. $ 70,26( $ 3322( $ 40,30: $ 1,82t $ 272,55(
December 31, 201 Commercial Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 115,95¢ $ 69,32¢ $ 37,600 $ 36,98( $ 1,927 $ 261,80:
Impaired loans 9,21: 1,86¢ 95C 3,16( - 15,18¢
Total $ 125,17: $ 71,19 $ 3855 $ 40,14C $ 1,927 $ 276,99:

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

March 31, 201 Commercial Consumel Constructior  Commercial

Real Estat- Real Estat- and Lanc and Consume
Allowance related tc Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 87z $ 91z $ 22z $ 75 $ 10 $ 2,091
Impaired loans 2,07z 57C 46( 47€ - 3,57¢
Total $ 294, % 1,48 $ 682 $ 551 $ 10 $ 5,66¢
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December 31, 201 Commercia Consume Constructior Commercia

Real Estat- Real Estat- and Lanc and Consume
Allowance related tc Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 31¢  $ 95z $ 781 % A 14 % 2,09t
Impaired loan: 2,23( 57€ 46C 78C - 4,04¢
Total $ 2,54¢  $ 152¢ $ 1,241 $ 80¢ $ 14 $ 6,141

The following tables detail the changes in thevadlnce for loan losses for the three month periadirgnMarch 31, 2013 and year enc

December 31, 2012, by loan classification (amoimteousands):

March 31, 201! Commercie Consumel Constructior Commercie
Real Estat- Real Estat-  and Lanc and Consume
Mortgage  Mortgage Developmer Industrial and Othel Total
Beginning balanc $ 2,54¢ $ 1,52¢ $ 1,241 $ 80¢ $ 14 $ 6,141
Chargeroff loans (227) (299 (15%) (310 (13 (1,009
Recovery of char¢-offs 51 157 9 14 ll 232
Provision for loan losses 571 9€ (413) 38 8 30C
Ending balance $ 2,99¢ $ 1,482 $ 682 $ 551 $ 10 $ 5,66¢
December 31, 201 Commercie Consumel Constructior Commercie
Real Estat- Real Estat-  and Lanc and Consume
Mortgage  Mortgage Developmer Industrial and Othel Total
Beginning balanc $ 356551 $ 251¢ $ 827 $ 48z $ 16 $ 7,40(
Chargeroff loans (95¢) (1,029 (782) (74) (33 (2,869
Recovery of char¢-offs 83¢ 36 14t 144 17 1,18(C
Provision for loan losses (88¢) (4 1,057 257 14 43C
Ending balance $ 2,54¢ $ 1,52¢ $ 1,241 $ 80¢ $ 14 $ 6,141

Credit quality indicators:

Federal regulations require the Bank to review aladsify its assets on a regular basis. To fulfils requirement, the Ba
systematically reviews its loan portfolio to enstine Banks large loan relationships are being maintainethiwiits loan polic
guidelines, remain properly underwritten and a@pprly classified by loan grade. This review pracissperformed by the Ban
management, loan review, internal auditors, ane stad federal regulators.

The Bank’s loan grading process is as follows:

= All loans are assigned a loan grade at the timerigination by the relationship manager. Typicallyloan is assignec

loan grade o“pas! at origination.

= Loan relationships greater than or equal to $500ghand are reviewed by the Bamlexternal loan review provider on

annual basis

= Additionally, the Banks external loan review provider samples other ladationships between $100 thousand and
thousand with an emphasis on commercial and comaheeal estate loans and insider loe

= The Banks internal loan review department samples appraein83 percent of all other loan relationshipslgsan $50

thousand on an annual basis for revi

= [faloanis delinquent 60 days or more or a pattérdelinquency exists, the loan will be seledt@dreview.

= Generally, all loans on the Bamkinternal watchlist are reviewed annually by ingdoan review or external loan revi

providers.
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If a loan is classified as a problem asset, it @lassigned one of the following loan grades: tamosird, substandardpaired, doubtful, ar
loss. “Substandard assetsst have one or more defined weaknesses and aractérized by the distinct possibility that welwsilstain sonr
loss if the deficiencies are not corrected. “Doub#fssets’have the weaknesses of substandard assets wislnlditeonal characteristic that 1
weaknesses make collection or liquidation in fulltbe basis of currently existing facts, conditiansl values questionable, and there is a
possibility of loss. An asset classified “logs”considered uncollectible and of such little athat continuance as an asset of the institug
not warranted. The regulations also provide fosgetial mentiontategory, described as assets which do not cwyrexgplose an institution
a sufficient degree of risk to warrant classifioatbut do possess credit deficiencies or potemtgglknesses deserving close attention. \
the Bank classifies an asset as substandard, btfdgwa specific allowance for loan losses mayeb&blished.

The following tables outline the amount of eachladassification and the amount categorized intthaésk rating as of March 31, 2013 i
December 31, 2012 (amounts in thousands):

March 31, 201 Commerciec Consumel Constructior Commercic

Real Estat- Real Estat- and Lanc and Consume
Mortgage  Mortgage Developmer Industrial and Othel Total
Pass $ 113590 $ 56,72( $ 31,70 $ 33,060 $ 1,82f $ 236,90!
Special mentiol 2,352 6,88¢ 99 4,25¢ - 13,59t
Substandar 472 3,18: 472 19C - 4,31¢
Substandarimpaired 9,15¢ 3,121 48¢ 2,78¢ - 15,55¢
Doubtful 1,367 34¢ 46C - - 2,17¢
$ 126,947 $ 70,26( $ 3322( $ 40,30: $ 1,82f 272,55(
December 31, 201 Commercic Consumel Constructior Commercic
Real Estat- Real Estat- and Lanc and Consume
Mortgage  Mortgage Developmer Industrial and Othel Total
Pass $ 111310 $ 57,95¢ $ 36,802 $ 3648. $ 1,90¢ 244,46(
Special mentiol 4,14¢ 8,401 19¢ 33C 18 13,09:
Substandar 501 2,96¢ 607 16¢ 5 4,25(
Substandard-impaired 9,21: 1,86¢ 95C 3,16( - 15,18¢
$ 12517; $ 71,19¢ $ 38,551 $ 40,14( $ 1,927 276,99:
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After the Banks independent loan review department completetotregrade assignment, a loan impairment analggieiformed on loa
graded substandard or worse. The following tabtesgnt summary information pertaining to impaireahis by loan classification as of Ma
31, 2013 and December 31, 2012 (in thousands):

For the quarter ende

At March 31, 201! March 31, 201!
Unpaid Average Interest
Recordec  Principal Related Recordec Income

Investmen Balance  Allowance Investmen Recognize

Impaired loans without a valuation allowan

Commercial real esta— mortgage $ 5427 $ 569 $ - $  441¢ $ 64
Consumer real esta— mortgage 2,52¢ 2,52¢ - 1,51¢ 32
Construction and land developm:e 471 49¢ - 357 4
Commercial and industrii 2,04¢ 2,102 - 2,07¢ 9
Consumer and other - - - - -
Total $ 10467 $ 10,81: $ - $ 836¢ $ 10¢
Impaired loans with a valuation allowan:

Commercial real esta— mortgage $ 509 $ 576¢ $ 2072 $ 545 % 69
Consumer real esta— mortgage 94¢€ 94¢€ 57C 1,14¢ 12
Construction and land developm: 47¢ 47¢ 46C 59z 4
Commercial and industrii 744 744 47¢€ 89¢€ 20
Consumer and other - - - - -
Total $ 7261 $ 793 $ 357¢ $ 8,09 $ 10E
Total impaired loans $ 17,73« $ 18,74¢ $ 357¢ $ 1645¢ $ 214
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Impaired loans without a valuation allowan

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

Total

Impaired loans with a valuation allowan:

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

Total

Total impaired loans

March 31, 201

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

Total

December 31, 201

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

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

At December 31, 201

For the year ende
December 31, 201

Unpaid Average Interest

Recordec  Principal Related Recordec Income
Investmen Balance  Allowance Investmen Recognize
$ 3406 $ 345 $ - $ 438 % 18C
512 54C - 1,53¢ 52
244 251 - 35¢ 19
2,111 2,15¢ - 2,271 55
$ 6274 $ 639 $ - $ 8562 $ 30¢€
$ 5807 $ 584 $ 223 $ 6,616 $ 21F
1,35¢ 1,35¢ 57¢€ 2,60¢ 61
70€ 70€ 46C 64z 49
1,04¢ 1,04¢ 78C 70C 132
$ 891t $ 895¢ $ 4,04 $ 1056 $ 457
$ 1518 $ 1535° $ 404¢ $ 19,12¢ $ 765

The following tables present an aged analysis sf gae loans as of March 31, 2013 and Decemb&@®P, (in thousands):
30-89 Days Past Due 9!

Past Due ar Days or Mor: Total Current Total
Accruing  and Accruing Nonaccrueé Past Due Loans Loans
$ 1,371 $ - $ 36C $ 1,731 $ 60,72¢ $ 62,46(

49¢ - 2,39¢ 2,891 61,59: 64,48

1,25( - 1,014 2,26¢ 67,99¢ 70,26(

365 - 531 89¢ 32,32« 33,22(

537 - 2,06¢ 2,60: 37,69¢ 40,30:

2 - - 2 1,82% 1,82¢

$ 4,02 $ - $ 6,36/ $ 10,387 $ 262,160 $ 272,55(
30-89 Days Past Due 9!

Past Due ar Days or Mor: Total Current Total
Accruing  and Accruing Nonaccrueé Past Due Loans Loans
$ 2,73t $ - $ 95¢ $ 3,694 $ 54,73. $ 58,42¢

63€ - 1,91 2,54¢ 64,19¢ 66,74

1,85¢ - 61€ 2,47¢ 68,72: 71,19t

10C - 53 158 38,40« 38,557

1,227 - 2,461 3,69/ 36,44¢ 40,14(

35 - - 35 1,892 1,92

$ 6,59¢ $ - $ 6,008 $ 1259¢ $ 264,39: $ 276,99:

Total
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Impaired loans also include loans that the Bankdiasted to formally restructure when, due to tleakening credit status of a borrov
the restructuring may facilitate a repayment plaat seeks to minimize the potential losses thaBtigk may have to otherwise incur.
March 31, 2013 and December 31, 2012, the bankdaas of approximately $8,695,000 and $9,403,086pectively, that were modifi
for troubled debt restructuring. Troubled commedréimns are restructured by specialists within &pecial Asset department and
restructurings are approved by committees and tcodfitters separate and apart from the normal Eygproval process. These specialist:
trained to reduce the Barskbverall risk and exposure to loss in the everat téstructuring through obtaining either or alkoé following
improved documentation, additional guaranties,aase in curtailments, reduction in collateral teredditional collateral or other simi
strategies.

The following table presents a summary of loans tiere modified as troubled debt restructuringsrdythe three month period end
March 31, 2013 and 2012. (amounts in thousands):

Pre-Modification Pos-Modification

Outstanding Outstanding
Recordec Recordec
March 31, 201 Number of Contrac Investmen Investmen
Commercial real este-mortgage 6 $ 8,35¢ $ 8,354
Consumer real est-mortgage 3 27C 27C
Construction and land developm:e 1 45¢ 45¢
Commercial and industri 5 2,432 2,432
Pre-Modification Pos-Modification
Outstanding Outstanding
Recordec Recordec
March 31, 201: Number of Contrac! Investmen Investmen
Consumer real estemortgage 3 $ 289: $ 2,331
Construction and land developm:e 1 591 45€
Commercial and industri; 1 20 20

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

Note 5. Commitments and Contingent Liabilities

Off Balance Sheet Arrangements - In the normal course of business, the Bank h#eres into offbalance sheet financial instruments wi
include commitments to extend credit (i.e., inchgdunfunded lines of credit) and standby lettersreflit. Commitments to extend credit
usually the result of lines of credit granted tasérg borrowers under agreements that the tottdtanding indebtedness will not exce¢
specific amount during the term of the indebtedn&gpical borrowers are commercial concerns thatlires of credit to supplement tt
treasury management functions; thus their totadtantling indebtedness may fluctuate during any figr@d based on the seasonality of 1
business and the resultant timing of their castwdgloOther typical lines of credit are related taneoequity loans granted to consumr
Commitments to extend credit generally have fixegiration dates or other termination clauses ang raquire payment of a fee.
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Standby letters of credit are generally issuedeatmali of an applicant (our customer) to a spediffa@amed beneficiary and are the result
particular business arrangement that exists betweeapplicant and the beneficiary. Standby letbérsredit have fixed expiration dates .
are usually for terms of two years or less unlesminated beforehand due to criteria specifiedhim $tandby letter of credit. A typi
arrangement involves the applicant routinely bemdgbted to the beneficiary for such items as itmgnpurchases, insurance, utilities, le
guarantees or other third party commercial trafsast The standby letter of credit would permit beneficiary to obtain payment from
Bank under certain prescribed circumstances. Sulesgly, the Bank would seek reimbursement fromapplicant pursuant to the terms
the standby letter of credit.

The Bank follows the same credit policies and uwdiéing practices when making these commitmentstadoes for onbalance she
instruments. Each customer’s creditworthiness &uated on a case-lmase basis, and the amount of collateral obtaifiechy, is based ¢
managemens' credit evaluation of the customer. Collateraldhehries but may include cash, real estate anddawgmnents, marketal
securities, accounts receivable, inventory, equigraad 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 expectexpoe without being drawn upon, the contractumbants do not necessarily repre:
future cash requirements. However, should the camaerits be drawn upon and should customers defautiar resulting obligation to tl
Bank the maximum exposure to credit loss, withautsideration of collateral, is represented by th&tractual amount of those instruments.

A summary of the Bank’s total contractual amoumtdi off-balance sheet commitments at March 31,28 as follows:

Commitments to extend cre( $ 33.4 millior
Standby letters of crec $ 3.3 million

Various legal claims also arise from time to timethe normal course of business. In the opiniomahagement, the resolution of cla
outstanding at March 31, 2013 will not have a mat&ffect on Cornerstone’s consolidated finanstatements.

Note 6. Fair Value Disclosures
Fair Value Measurements:

Cornerstone uses fair value measurements to refairdsalue adjustments to certain assets and ligdsl and to determine fair val
disclosures. In accordance with the “Fair Value Megaments and Disclosure&SC Topic 820, the fair value of a financial instrent is th
price that would be received to sell an asset dd pa transfer a liability in an orderly transactidoetween market participants at
measurement date. Fair value is best determinesibgson quoted market prices. In cases where quoéklet prices are not available,
values are based on estimates using present vabtber valuation techniques. Those techniquesigreficantly affected by the assumptir
used, including the discount rate and estimatdatafe cash flows. Accordingly, the fair value esdtes may not be realized in an immec
settlement of the instrument.

ASC Topic 820 provides a consistent definitionaif falue, which focuses on exit price in an orgérnsaction between market particip
at the measurement date under current market ¢omslitlf there has been a significant decreaséeénvblume and level of activity for t
asset or liability, a change in valuation techniqu¢he use of multiple valuation techniques mawppropriate. In such instances, determi
the price at which willing market participants wduiansact at the measurement date under currekeheonditions depends on the facts
circumstances and requires the use of signifiazohgrjnent. The fair value is a reasonable point withe range that is most representati
fair value under current market conditions.

ASC Topic 820 also establishes a thtiee-fair value hierarchy which requires an entity maximize the use of observable inputs
minimize the use of unobservable inputs when méaagtair value, as follows:

Level 1 - Quoted prices (unadjusted) in active ratgkor identical assets or liabilities that Coatene has the ability to access.

21




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

Level 2 -Significant other observable inputs other thandlelvprices, such as quoted prices for similartasseliabilities in activ
markets, quoted prices in markets that are noteetnd other inputs that are observable or carobelwrated by observable mai
data.

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

A financial instrumens categorization within the valuation hierarchp@&sed upon the lowest level of input that is sigaift to the fair valt
measurement.

The following methods and assumptions were use@diyerstone in estimating fair value disclosurasfiftancial instruments. There hg
been no changes in the methodologies used at Ndr,ck013 and December 31, 2012.

Cash and cash equivalents:
The carrying amounts of cash and cash equival@mpogimate fair values based on the short-termreatfithe assets.
Securities:

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

The carrying value of Federal Home Loan Bank st@ggroximates fair value based on the redemptionigioms of the Federal Home Lc
Bank.

Loans:

For variablerate loans that reprice frequently and with no ifiggnt change in credit risk, fair values are lihea carrying values. Fair valt
for fixed-rate loans are estimated using discounted cash dlmlysis, using market interest rates for comparkians. Generally, Level
inputs are utilized for this estimate. Loans foriathit is probable that payment of interest anahgipal will not be made in accordance v
the contractual terms of the loan agreement arsidered impaired. Once a loan is identified asviddially impaired, management measi
impairment in accordance with ASC Topic 3K&counting by Creditors for Impairment of a Loan . The fair value of impaired loans
estimated using several methods including collatexte, liquidation value and discounted cash How

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 31,.328nd December 31, 2012, substantially all ofttiial impaired loans were evalua
based on the fair value of collateral. In accordawith ASC Topic 820, impaired loans where an a#loee is established based on the
value of collateral require classification in ttarfvalue hierarchy. When the fair value of thelateral is based on an observable market
or a current appraised value, Cornerstone recdrelsmpaired loan as nonrecurring Level 2. When pprased value is not available
management determines the fair value of the co#late further impaired below the appraised valad there is no observable market pi
Cornerstone records the impaired loan as nonrexutmevel 3.

Cash surrender value of life insurance:

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

Foreclosed assets:

Foreclosed assets, consisting of properties oltahmeugh foreclosure or in satisfaction of loasdnitially recorded at fair value, determir
on the basis of current appraisals, comparables satel other estimates of value obtained pringifatim independent sources, adjustec
estimated selling costs. At the time of foreclosuamey excess of the loan balance over the fairevaluthe real estate held as collater
treated as a charge against the allowance forlémses. Gains or losses on sale and any subsealjaatment to the fair value are recorde
a component of foreclosed real estate expenseclbeesl assets are included in Level 2 of the valndtierarchy.

22




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

Deposits:

The fair value of deposits with no stated maturitych as noninterest-bearing and intebestring demand deposits, savings deposits
money market accounts, is equal to the amount payabdemand at the reporting date. The carryinguants of variable-rate, fixetbrir
certificates of deposit approximate their fair veduat 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 a sided aggregated expected mon
maturities on time deposits. Generally, Level tspare utilized in this estimate.

Securities sold under agreements to repurchase:

The carrying amount of these liabilities approxiezatheir estimated fair value.

Federal Home Loan Bank advances and other borr@wing

The carrying amounts of FHLB advances and othemoldngs approximate their fair value.

Accrued interest:

The carrying amounts of accrued interest approxarfeit value.

Commitments to extend credit, letters of credit Anels of credit:

The fair value of commitments is estimated usirgyfdres currently charged to enter into similar egrents, taking into account the remail
terms of the agreements and the present creditimegth of the counterparties. For fixeate loan commitments, fair value also considee

difference between current levels of interest rates the committed rates.

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

Quoted Prices i Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservable
March 31, Assets Inputs Inputs
2013 (Level 1) (Level 2) (Level 3)
Debt securities available for sa
U.S. Government agenci $ 3,967,00. $ - 8 3,967,00. $ -
State and municipal securiti 23,362,96 - 23,362,96 -

Mortgage-backed securitie:
Residential mortgage loans guaranteed by
GNMA or FNMA 8,701,22i - 8,701,22 -
Collateralized mortgage obligations issued
guaranteed by U.S. Government agencie

sponsored agenci 55,094,63 - 55,094,63 -
Total securities available for sale $ 91,125,82 $ - $ 91,125,82 $ >
Cash surrender value of life insurance $ 1,207,96; $ - $ 1,207,96; $ s
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Debt securities available for sa

U.S. Government agenci
State and municipal securiti
Mortgage-backed securitie:

Residential mortgage guaranteed by GNM;

FNMA

Collateralized mortgage obligations issued
guaranteed by U.S. Government agencie

sponsored agenci

Total securities available for sale

Cash surrender value of life insurance

Quoted Prices i Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservable
December 31 Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
$ 4,018,15. $ - $ 4,018,15. $ >
23,633,31 - 23,633,31 -
9,222,41! - 9,222,41! -
39,222,75 - 39,222,75 -
$ 76,096,64 $ - $ 76,096,64 $ .
$ 1,199,72! $ - $ 1,199,72! $ s

Cornerstone has no assets or liabilities whosevfdires are measured on a recurring basis usingl Bewputs.

Certain assets and liabilities are measured awédire on a nonrecurring basis, which means thetassd liabilities are not measured at
value on an ongoing basis but are subject to faluer adjustments in certain circumstances (for gt@mwhen there is evidence
impairment). The tables below present informatibow assets and liabilities on the balance shelgtaath 31, 2013 and December 31, 2
for which a nonrecurring change in fair value wasorded (amounts in thousands).

Impaired loan:
Foreclosed asse(OREO & Repossessions)

Impaired loan:
Foreclosed asse(OREO & Repossessions)

Quoted Pricesi Significant Significant
Active Markets Other Other
Balance as c for Identical Observable Unobservable
March 31, Assets Inputs Inputs
2013 (Level 1) (Level 2) (Level 3)
$ 3,68¢ $ - 8 3,68¢ $ >
21,15¢ - 21,15¢ -
Quoted Prices i Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservable
December 31 Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
$ 4,86¢ $ - 8 4,86¢ $ >
20,33: - 20,33: -

Loans include impaired loans held for investmentbich an allowance for loan losses has been lzdémlibased upon the fair value of the
loans at March 31, 2013 and December 31, 2012 dsodsrived from Level 2 inputs were calculated mgetls incorporating significant

observable market data.
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The carrying amount and estimated fair value ofn@wmtone's financial instruments at March 31, 28i@ December 31, 2012 are as foll

(in thousands):

Assets:
Cash and cash equivalel
Securities
Federal Home Loan Bank sto
Loans, ne
Cash surrender value of life insurar
Accrued interest receivab

Liabilities:
Noninteres-bearing demand depos
Interes-bearing demand depos
Savings deposits and money market accc
Time deposit:
Federal funds purchased and securities sold
under agreements to repurch

Federal Home Loan Bank advances and othe

borrowings
Accrued interest payab

Unrecognized financial instruments (net of
contract amount)
Commitments to extend cre«
Letters of credi
Lines of credi

March 31, 201!

December 31, 201

Carrying Estimatec Carrying Estimatec
Amount Fair Value Amount Fair Value
35,90 $ 35,90 $ 59,39t 59,39:
91,16¢ 91,17( 76,14: 76,14:
2,328 2,328 2,328 2,328
266,88: 267,31. 270,85( 271,12¢
1,20¢ 1,20¢ 1,20¢ 1,20(
1,32 1,32¢ 1,21« 1,21«
55,40( 55,40( 60,05« 60,05«
26,547 26,547 30,17¢ 30,17¢
89,56¢ 89,56¢ 80,99 80,99
165,39: 165,64: 173,65¢ 175,17
21,15( 21,15( 19,58: 19,58:
31,74( 31,74( 37,17¢ 37,17¢
91 91 121 121

25




Cornerstone Bancshares, Inc. and Subsidiary

Net Interest Margin Analysi
Taxable Equivalent Basis

Three months endec

(Amounts in thousands) March 31
2013 2012
Average Income/ Yield/ Average Income/ Yield/
Balance Expense Rate Balance Expense Rate
Assets
Earning asset:
Loans, net of unearned incot $ 275,69t 4,14 6.0¢% $ 265,81« 4,144 6.27%
Investment securitie 86,74: 44C 2.35% 88,64 467 2.4%
Other earning asse 33,48¢ 21 0.2€% 23,88( 15 0.25%
Total earning asse 395,92: 4,60: 4.7¢% 378,33! 4,62¢ 4.9%
Allowance for loan losse (5,939 (7,12))
Cash and other assi 36,83t 37,497
TOTAL ASSETS $ 426,82 $ 408,71
Liabilities and Shareholders' Equ
Interes-bearing liabilities
Interes-bearing demand depos $ 28,43¢ 20 0.2% $ 24,89: 21 0.3%%
Savings deposit 11,62( 7 0.2€% 9,85¢ 10 0.4(%
MMDA's 74,21t 11C 0.6(% 39,37: 90 0.92%
Time deposit: 168,78 465 1.12% 195,11 69¢ 1.44%
Federal funds purchased and securities sold t
agreements to repurche 21,09( 18 0.35% 26,29 32 0.4%%
Federal Home Loan Bank and other borrowings 32,711 34( 4.22% 42,63¢ 461 4.35%
Total interes-bearing liabilities 336,86! 962 1.16% 338,15¢ 1,314 1.56%
Net interest spreg 3,641 3.62% 3,31: 3.4%
Noninteres-bearing demand depos 46,81: 34,47¢
Accrued expenses and other liabilit 2,01¢ 48¢
Shareholders' equity 41,13t 35,581
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY ¢ 426,82 $ 408,71:
Net yield on earning asse 3.7<% 3.5%
Taxable equivalent adjustme
Loans 0 0
Investment securities 62 68
Total adjustment 62 68

26




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

Cornerstone is a bank holding company and the pammpany of the Bank, a Tennessee banking coiparathich operates primarily in a
around Chattanooga, Tennessee. The Bank has flaeftvice banking offices located in Hamilton Counfygnnessee, and one |
production office located in Dalton, Georgia. ThanR’s business consists primarily of attracting degdsdam the general public and, w
these and other funds, originating real estatesloaonsumer loans, business loans, and residamihicommercial construction loans.
principal sources of income for the Bank are irdesnd fees collected on loans, fees collectedepoglt accounts, and interest and dividi
collected on other investments. The principal espsrof the Bank are interest paid on deposits, @maplcompensation and benefits, of
expenses, and other overhead expenses.

The following is a discussion of Cornerstaméihancial condition at March 31, 2013 and Decen3de 2012 and our results of operations
the three months ended March 31, 2013 and 2012 puhsose of this discussion is to focus on inforaraibout Cornerstong’financia
condition and results of operations which is ndteovise apparent from the consolidated financitleshents. The following discussion .
analysis should be read along with Cornerstonesalidated financial statements and the relatedsiotcluded elsewhere herein.

Critical Accounting Policies

Cornerstones accounting and reporting policies are in accardawith accounting principles generally acceptedha United States
America and conform to general practices within thenking industry. Our significant accounting pmg are described in Note
“Presentation of Financial Informationfd the consolidated financial statements and ategial to understanding the MD&A. Critit
accounting policies include the initial adoptionarf accounting policy that has a material impacboan financial presentation as well
accounting estimates reflected in our financiatesteents that require us to make estimates and asisun® about matters that were hic
uncertain at the time. Disclosure about criticdineates is required if different estimatt Cornerstone reasonably could have used
current period would have a material impact on phesentation of our financial condition, changesfiivancial condition or results
operations. The following is a description of otitical accounting policies.

Allowance for Loan Losses

The allowance for loan losses is established anithtained at levels management deems adequate twbabsedit losses inherent in
portfolio as of the balance sheet date. The all@was increased through the provision for loandesand reduced through loan chaofs;
net of recoveries. The level of the allowance isdohon known and inherent risks in the portfoliastploan loss experience, underly
estimated values of collateral securing loans,emireconomic conditions and other factors as welthe level of specific impairmei
associated with impaired loans. This process iremlour analysis of complex internal and externabbtes and it requires that manager
exercise judgment to estimate an appropriate atloea

Changes in the financial condition of individualrimwers, economic conditions or changes to oumestd risks could require us
significantly decrease or increase the level ofali@vance. Such a change could materially impagh€rstones net income as a result of
change in the provision for loan losses. Refer &eNL. and 4 in the notes to Cornerstennsolidated financial statements for a discussi
Cornerstone’s methodology of establishing the adioge.

Estimates of Fair Value

Fair value is used on a recurring basis for cergaigets and liabilities in which fair value is fwdmary basis of accounting. Cornerstane’
available for sale securities and cash surrendaea life insurance are measured at fair value oacurring basis. Additionally, fair value
used to measure certain assets and liabilities moneecurring basis. Cornerstone uses fair valua nanrecurring basis for foreclosed as
and collateral associated with impaired collatelggpendent loans. Fair value is also used in ceitapairment valuations, includii
assessments of goodwill, other intangible assetdary-lived assets.

Fair value is the price that could be receivedelban asset or paid to transfer a liability in@derly transaction between market particip:
Estimating fair value in accordance with applicabteounting guidance requires that Cornerstone raafember of significant judgmer
Accounting guidance provides three levels of failue. Level 1 fair value refers to observable magtiees for identical assets or liabiliti
Level 2 fair value refers to similar assets oriliibs with observable market data. Level 3 fa@ue refers to assets and liabilities wil
market prices are unavailable or impracticablelt@min for similar assets or liabilities. Level 3wations require modeling techniques, suc
discounted cash flow analyses. These modeling tgebs incorporate Cornerstoseassessments regarding assumptions that r
participants would use in pricing the asset orithiility.
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Changes in fair value could materially impact onafcial results. Refer to Note 6, “Fair Value Disures,” in the notes to Cornerstone’
consolidated financial statements for a discusefdhe methodology in calculating fair value.

Income Taxes

Cornerstone is subject to various taxing jurisditsi where Cornerstone conducts business. Cornerstdimates income tax expense bast
amounts expected to be owed to these jurisdicti@usnerstone evaluates the reasonableness of faatieé¢ tax rate based on a cur
estimate of annual net income, tax credits, noaitlexincome, nowleductible expenses and the applicable statutaryatas. The estimat
income tax expense or benefit is reported in thescolidated statements of income.

The accrued tax liability or receivable represé¢hésnet estimated amount due or to be received fesnjurisdictions either currently or in
future and are reported in other liabilities orestlassets, respectively, in Cornerstenednsolidated balance sheets. Cornerstone assbe
appropriate tax treatment of transactions anddilpositions after considering statutes, regulatigndicial precedent and other pertir
information and maintains tax accruals consistettt managemens evaluation. Changes in the estimate of accruasstaccur periodical
due to changes in tax rates, interpretations ofdas, the status of examinations by tax authariied newly enacted statutory, judicial
regulatory guidance that could impact the relatexits of tax positions. These changes, if or wifiety occur, could impact accrued taxes
future tax expense and could materially affectfmancial results.

Cornerstone periodically evaluates uncertain tasitipms and estimates the appropriate level oféserves related to each of these posit
Additionally, Cornerstone evaluates its deferredasasets for possible valuation allowances baseti@mamounts expected to be realized.
evaluation of uncertain tax positions and defeteadassets involves a high degree of judgment abpstivity. Changes in the results of th
evaluations could have a material impact on owarfaial results. Refer to Note 9, “Income Taxes,tha notes to Cornerstosetonsolidate
financial statements set forth in its Annual Report~Form 10-K for the year ended December 31, 26d.hore information.

Review of Financial Performance

As of March 31, 2013, Cornerstone had total codatdid assets of approximately $432 million, totanis of approximately $273 millic
total securities of approximately $91 million, totkeposits of approximately $ 337 million and stocklers’ equity of approximately $¢
million. Net income for the three month period esdiéarch 31, 2013 totaled $452,128.

Results of Operations

Net income for the three months ended March 3132@ds $452,128 or $0.01 basic earnings per cominame scompared to a net incom:
$356,517 or $0.01 basic earnings per common sfarthe same period in 2012.

The following table presents our results for thee¢hmonths ended March 31, 2013 compared to tlee tmonths ended March 31, 2
(amounts in thousands).

2013-2012
Three month: Percent Dollar

ended March 31 Increase Amount

2013 2012  (Decrease) Change
Interest incom $ 4,60: % 4,62¢ (0.50)% $ (23
Interest expense 962 1,314 (26.79)% (352
Net interest income before provision for I
loss 3,641 3,31z 9.93% 32¢
Provision for loan loss 30C - 100 % 30C
Net interest income after provision for loan | 3,341 3,312 0.88% 29
Total noninterest incom 35E 267 32.96 % 88
Total noninterest expense 2,97¢ 3,07¢ (3.19)% (98)
Income before income tax 721 50& (42.77 )% 21€
Provision for income taxes 26¢ 14¢ (80.54)% 12C
Net income $ 452 $ 35€ (26.97)% $ 96
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Net Interest Income -Net interest income represents the amount by winiglrest earned on various earning assets excettgst paid ¢
deposits and other interdstaring liabilities. Net interest income is alse thost significant component of our earnings. Rerthree montt
ended March 31, 2013, net interest income befageptbvision for loan losses, increased approxime#8R9 thousand or 9.93 percent ¢
the same period of 2012. Cornerstangiterest rate spread on a tax equivalent badigckws the difference between the average vyiel
earning assets and the average rate paid on iterasng liabilities) was 3.62 percent compared.#83ercent for the three month peri
ended March 31, 2013 and 2012, respectively. Thénterest margin on a tax equivalent basis wa8 pefcent and 3.59 percent for the tl
month periods ended March 31, 2013 and 2012, résphc Significant items related to the changes@t interest income, net interest yit
and rates, and net interest margin are presentedibe

Il2  The Banks net interest income as of March 31, 2013 has pesitively impacted by a reduction in interestexge of the funding of t
Bank. The primary savings have been a reductidghar-ederal Home Loan Bank balances and a migrafidunding from certificate
of deposit into transactional accounts. First tpraR013 interest income remains stable when coedpap the first quarter
2012. While yield on earning assets decreasede&int the Bank compensated by increasing tlambalof average earning asset
approximately $17 million.

I The Banks loan portfolio yield decreased to 6.09 percentlie three months ended March 31, 2013 comparé&d® percent for tt
three months ended March 31, 2012. Managemertipaties interest rates to continue to decreaskerdan portfolio but anticipat
consistent revenue by increasing the amount oliodue portfolio.

Il2  For the three month period ended March 31, 20X8Btink was successful in maintaining an investrpenifolio yield of 2.35 perce
compared to 2.43 percent for the same time penod0Oil2. This was accomplished primarily by the IBarstable municipal bol
portfolio and floating rate instruments that aretta® floor of their interest rate structure. ThanB decreased the amount of
investment portfolio to an average balance of agprately $87 million as of March 31, 2013 from apgmately $89 million as «
March 31, 2012. Management believes the presemrl l&f investment securities is sufficient to paeifor all pledging needs &
represents an appropriate amount of the balane ghprovide liquidity and interest rate protenti

Il2 The Banks net interest margin increased from March 31, 2018arch 31, 2013 by 20 basis points. The majaftthe increase is d
to reduced interest expense relating to fewer FHbBowings and a migration from certificates of dgip to transactional accour
Management believes that the balance sheet wilaire at the present level or increase slightly exylects to see a conversion of (
into loans which should increase the B's net interest margi

Provision for Loan Losses -The provision for loan losses represents a chargamnings necessary to establish an allowancedorlosse
that, in managemerst’evaluation, should be adequate to provide coeefagthe inherent losses on outstanding loansné&stone record:
$300 thousand in provision for loan losses forttitee months ended March 31, 2013. Cornerstonadatidecord provision for loan losses
the three months ended March 31, 2012.

Noninterest Income- Items reported as noninterest income include seregitarges on checking accounts, insufficient fuodarges
automated clearing house (“ACH”) processing feasthe Bank$ secondary mortgage department earnings. Increageome derived fro
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 peri
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The following table presents the components of mnést income for the three months ended March2813 and 2012 (dollars
thousands):

201:-201z
Three months ende Percen

March 31, Increase

2013 2012 (Decreast
Service charges on deposit accol $ 18¢ $ 197 (4.57)%
Net gains on sale of loans and other as 14¢ 5C 198%
Other noninterest income 18 20 (10.00%
Total noninterest income $ 355 $ 267 32.9¢%

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

|2 The Bank continues to experience a slight decrieaie service charges on deposit accounts dur@ig 2iue to a continued reductiol
customer overdraft charges

|2 During the first quarter of 2013, the Bank recora@e$l100 thousand fee from the sale of a Small Rgsif\dministration ( “SBA”YA
loan. The Bank expects to continue originating SBXloans and estimates loan fees from the safatafe loans during 2013 to
approximately $250 thousar

Noninterest Expense -ltems reported as noninterest expense includeissland employee benefits, occupancy and equiperquense
depository insurance, net foreclosed assets ex@amnbsether operating expense.

The following table presents the components of m@nést expense for the three months ended March03B and 2012 (dollars in
thousands ).

2013201z
Three months ende  Percen

March 31, Increase

2013 2012  (Decreas¢
Salaries and employee bene $ 1597 $ 1,591 0.3¢%
Occupancy and equipment expe 33¢ 33¢ 0.6(%
Foreclosed assets expense, 12¢ 15C (14.00%
FDIC depository insuranc 16C 203 (21.19%
Other operating expense 752 794 (5.29)%
Total noninterest expense $ 297¢ $ 3,07¢ (3.19%

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

Il£  Cornerstone employee expense remained stable diménfirst quarter of 2013. The Bank does intemthite additional sales staff |
does not expect a material increase in salariebanefits during 201!

I As of March 31, 2013, the Bank had incurred $7 #amal in writedown of other real estate and repossessed asset8ank incurre
approximately $122 thousand in net carrying cositfforeclosed assets during the first quarte2@f3. A majority of the incremen
expense was due to maintenance and repairs ofxibng properties. Management anticipates a toté1.2 million of expense a
write-downs on its foreclosed assets during 2018ndement nets the expense and vditens of other real estate owned agains
income generated from income producing real estatalculate net foreclosed asset expe

|2 Depository insurance decreased from approximat2@3$housand as of March 31, 2012 to approximak&f0 thousand as of Mai
31, 2013. Management anticipates the FDIC expengeduce further as the Bé's regulatory status improves
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Financial Condition

Overview- Cornerstones consolidated assets totaled approximately $44Bomias of December 31, 2012. As of March 31, 20th3a
consolidated assets had decreased approximatelmnilidn or 2.48 percent to approximately $432 ioifl.

Liabilities as of March 31, 2013 and December 3, 2totaled approximately $391 million and $403liomi, respectively.
Stockholders’ equity as of March 31, 2013 and Ddzamn31, 2012 totaled approximately $41 million.

Securitiess The Bank’s investment portfolio, primarily consigji of Ginnie Mae Agency, mortgadpacked securities and munici
securities, amounted to approximately $91 millisro&March 31, 2013 compared to approximately $1bam as of December 31, 2012. 1
primary purposes of the Bank’s investment portfalie to provide liquidity, satisfy pledging requirents, collateralize the Barskiepurchas

accounts and secure the Bank’s FHLB borrowings.

Loans -The composition of loans at March 31, 2013 andextdinber 31, 2012 and the percentage (%) of eassifatation 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

Owne-occupied $ 62,46( 22.91% $ 58,42¢ 21.09%

All other 64,48: 23.6€% 66,74" 24.1(%
Consumer real est-mortgage 70,26( 25.7¢% 71,19t 25.7(%
Construction and land developm:e 33,22( 12.1%% 38,55 13.92%
Commercial and industrii 40,30: 14.7% 40,14( 14.4%%
Consumer and other 1,82°¢ 0.67% 1,927 0.7(%
Total loans 272,55( 100.0(% 276,99: 100.0(%
Less: Allowance for loan losses (5,66¢) (6,14)
Loans, net $ 266,88: $ 270,85(

Allowance for Loan Losses- The allowance for loan losses represents Cornerst@ssessment of the risks associated with exterdaty
and its evaluation of the quality of the loan palitf. Management analyzes the loan portfolio tedaine the adequacy of the allowance
loan losses and the appropriate provisions requ@edaintain a level considered adequate to abaoticipated loan losses. The Bank us
risk based approach to calculate the appropriae loss allowance in accordance with guidance tsfyethe Federal Financial Institutic
Examination Council. Although the Bank performs gent credit underwriting, no assurances can bengittet adverse econor
circumstances will not result in increased losgahé loan portfolio and require greater provisitorspossible loan losses in the future.

|2 During the first quarter of 2013, the Bank record@®0 thousand in provision expense to the loas &l®wance. Management ¢
elected to change its historic loan loss analysisincorporate a two and half year look-back perfod loan chargesffs anc
recoveries. Previously, the Bank had used a ome Wmkback period in its loan loss allowance. The changs made to mo
accurately compare the Baskhistory of loan losses and recoveries to theiples$future loan losses and recoveries. Manage
believes that it has established an allowanceofam losses that adequately accounts for the Badkhtified loan impairment. Howev
additional provision to the loan loss allowance nigyneeded in future quarters as the Bank workprigblem assets through
collection cycle
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The following is a summary of changes in the alloesafor loan losses for the three months ended iMatc 2013 and for the year en
December 31, 2012 and the ratio of the allowancéofin losses to total loans as of the end of @aciod (dollars in thousands):

March 31, December 3.

2013 2012

Balance, beginning of peric $ 6,141 $ 7,40(

Loans charge-off (1,009 (2,869

Recoveries of loans previously char-off 232 1,18(

Provision for loan losses 30C 43C
Balance, end of period $ 5,66¢ $ 6,141
Total loans $ 272,55( $ 276,99
Ratio of allowance for loan losses to loans outlitamat the end of the peri 2.0&% 2.22%
Ratio of net charc-offs to total loans outstanding for the per 0.28% 0.61%

Non-Performing Assets -The specific economic and credit risks associatid the Banks loan portfolio include, but are not limited tc
general downturn in the economy which could affeoployment rates in our market area, general statemarket deterioration, interest
fluctuations, deteriorated or naxistent collateral, title defects, inaccurate aggals, financial deterioration of borrowers, fraadd violatiol
of laws and regulations.

The Bank attempts to reduce these economic and csd by adherence to a lending policy approkgdhe Banks board of directors. T
Bank’s lending policy establishes loan to value limitsljateral perfection, credit underwriting criteéad other acceptable lending stand:
The Bank classifies loans that are ninety (90) gmst due and still accruing interest, renegotiédads, noraccrual loans, foreclosures
repossessed property as non-performing assetsBadiies policy is to categorize a loan on nacerual status when payment of principe
interest is contractually ninety (90) or more dpgst due. At the time the loan is categorized asawgrual the interest previously accrued
not collected may be reversed and charged again&nt earnings.

Il The Bank has experienced a stabilization in its lgaality as the Chattanooga, Tennessee Metropditatistical Area begins to reco

from a long economic downturn. The number andadoimount of impaired loans remained consisteninduthe first quarter «
2013. Management anticipates that its loan assdity will improve as the economy recovers frora turrent economic recessit
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The following table summarizes Cornerstone’s performing assets at each quarter end from Jun2@®(® to March 31, 2013 (amount:
thousands):

March 31, December 31  September 3( June 30

2013 2012 2012 2012
Nor-accrual loan: $ 6,36¢ $ 6,008 $ 7971 % 7,12¢
Foreclosed assets 21,15¢ 20,33: 22,37¢ 22,14«
Total non-performing assets $ 2752 % 26,337 $ 30,347 $ 29,26¢
3C-89 days past due loa $ 4,02: % 6,59¢ $ 3,81¢ % 2,49t
Total loans outstandir $ 272,55( $ 276,99. $ 273,82( % 263,74¢
Allowance for loan losse 5,66¢ 6,141 5,28( 6,02¢
Ratio of nonperforming loans to total loans outstanding atehe
of the period 2.35% 2.17% 2.91% 2.7(%
Ratio of nonperforming assets to total allowance for loan lesz
the end of the period 485.5(% 428.8% 574.7% 485.4"%

I The Bank’s non-accrual balances decreased drarhatibaing the first quarter of 2013 compared te first quarter of 2012. 388
days past due loans also declined in the firsttquaf 2013 when compared to the first quarte2@f2.

I Mmanagement believes non-accrual loans will contittudecrease during the remainder of 2013 and éxpecharge-off loans of $2-
million to reduce the outstanding balances on s#\large impaired loans that are fully provided ifothe Banks current allowance f
loan losses. As a result, management does naiait a negative impact to the B’s earnings

Il The Banks foreclosed assets remained constant at appratin®21 million as of March 31, 2013. The Bank baen an improveme
in the level of interest in its properties by pdiehbuyers. Management is targeting a reductionfdreclosed asset levels
approximately $6 million during the remainder ofl30

Deposits and Other Borrowings- The Bank’s deposits consist of non-interest beadi@gnand deposits, interesiearing demand accour

savings and money market accounts, and time depdsie Bank has agreements with some customesdltoestain of its securities unc
agreements to repurchase the security the followtayg The Bank has also obtained advances frorhithds.
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The following table presents the Bank’s deposits atther borrowings as either core funding or eore funding. Core funding consists of
deposits except for time deposits issued in denatioins of $100,000 or greater. All other fundingclassified as nogere (amounts
thousands).

March 31, 201! December 31, 201
Amount Percen Amount Percen
Core funding:
Noninteres-bearing demand depos $ 55,40( 14.% $ 60,05« 15.(%
Interes-bearing demand depos 26,45’ 6.8% 30,17¢ 7.€%
Savings & money market accoul 89,56¢ 23.1% 80,99 20.2%
Time deposits under $100,000 83,751 21.6% 85,91 21.5%
Total core funding 255,17: 65.8% 257,14« 64.4%
Non-core funding
Time deposit of $100,000 or mc $ 81,64( 21.% $ 87,73 22.(%
Fed funds purchased and securities sold und
agreements to repurche 21,15( 5.5% 19,58 4.%%
Federal Home Loan Bank advances 30,00( 7.7% 35,00( 8.7%
Total nor-core funding 132,79( 34.2% 142,32« 35.6%
Total $ 387,96: 100.0% $ 399,46¢ 100.(%

Il2 The Bank has seen a significant improvement iniafsility structure since the beginning of 2011the percentage of core noerr
deposits increased greatly year over year. Thek Bél continue to see a reduction in its Federanké Loan Bank advances dut
2013.

Capital Resources- At March 31, 2013 and December 31, 2012, Corneessastockholders’ equity amounted to approxima$19.9 million.

The following is a summary of the Bank’s capitaioa as of March 31, 2013:

Tier 1 leverage rati 8.5¢%
Tier 1 risk-based capital rati 12.01%
Total risk-based capital rati 13.32%

|l Cornerstone has requested permission from the &eReserve Bank of Atlanta (the “Federal Resert@”pay its scheduled Decem
31, 2012 dividend on its Series A convertible pnefe stock in the amount of $0.625 per share. Gstoee is waiting for a final decisi
from the Federal Reserve authorizing the paymettieoflividend

Il2 Cornerstone had other borrowings of approximatély $nillion as of March 31, 201

Market and Liquidity Risk Management
Interest Rate Sensitivity

The Bank’s Asset Liability Management Committee I(20") is responsible for making decisions regarding tiiyiand funding solutior
based upon approved liquidity, loan, capital aneegtment policies. The ALCO must consider interas¢ sensitivity and liquidity rig
management when rendering a decision on fundingtieak and loan pricing. To assist in this procdes Bank has contracted with
independent third party to prepare quarterly reptrat summarize several key adsaiility measurements. In addition, the third pantill
provide recommendations to the BasmLCO regarding future balance sheet structurmiegs and liquidity strategies. The following i
brief discussion of the primary tools used by theC® to perform its responsibilities:

|2 Earnings at Risk Mod

The Bank uses an earnings at risk model to anatyeeest rate risk. Forecasted levels of earnssgts, interest-bearing liabilities, and off-
balance sheet financial instruments are combindd AlLCO forecasts of interest rates for the nextrighths and are combined with other
factors in order to produce various earnings sitrona.
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|l Economic Value of Equi

The Bank’s economic value of equity model meastire®xtent that estimated economic values of thikBaassets and liabilities will chan
as a result of interest rate changes. Economi@sadve determined by discounting expected casts ffawn assets and liabilities, which
establishes a base case economic value of equity.

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

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 thmlier of times nombligated assets could be used to meet immedaiity
needs.

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

|2 | everage Analys

The leverage analysis examines the potential oii$té&ution to absorb additional debt. The keyasigements included in this analysis are
the Bank'’s tier 1 capital, leverage and total cdpitios.

|lE Balance Sheet Analyti

Balance sheet analytics involve an in depth exatioinaf the balance sheet structure, including difieation of structure and most recent
pricing practices. This review uses trend analisisompare previous balance sheet positions. mhkysis enables the ALCO to review
significant changes in the Bank’s loan and secymitstfolios as well as the Bank’s deposit componiti

Liquidity Risk Management

Liquidity is measured by the Bank's ability to misash at a reasonable cost or with a minimumssf. [bhese funds are used primarily to
loans and satisfy deposit withdrawals. Severalofacimust be considered by management when attegnpgirminimize liquidity risk
Examples include changes in interest rates, cotigegtiloan demand, and general economic conditibfigimizing liquidity risk is ¢
responsibility of the ALCO and is reviewed by thariR’s regulatory agencies on a regular basis.

ltem 3. Quantitative and Qualitative Disclosures Alout Market Risk

A comprehensive qualitative and quantitative arialysgarding market risk was disclosed in Cornas® Annual Report on Form 10for
the year ended December 31, 2012. No material @saigthe assumptions used in preparing, or resbitasined from, the model he
occurred since December 31, 2012.

Item 4. Controls and Procedures

Under the supervision and with the participationmainagement, including Cornerstom€hief Executive Officer and Chief Financial Oéfi
Cornerstone has evaluated the effectiveness distdosure controls and procedures (as such tedefised in Rules 13a-15(e) and 155’
under the Securities Exchange Act of 1934, as astefithe “Exchange Act”), as of March 31, 2013 (tBealuation Date”).Based on suc
evaluation, such officers have concluded that, fahe Evaluation Date, Cornerstorelisclosure controls and procedures were effedt
alerting them on a timely basis to material infotimarelating to Cornerstone (including its condatied subsidiary) required to be include
Cornerstone’s periodic filings under the Exchange A

There were no changes in Cornerstone’s interndtaoover financial reporting during Cornerstosiéiscal quarter ended March 31, 2013
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 B&s business. In the opinion
management, no material loss is expected from &syah pending claims or lawsuits.

ltem 1A. Risk Factors
Cornerstone, as a smaller reporting company, isetptired to provide the information required big them.
Item 6. Exhibits

Exhibit Numbe Description

10.1 Loan agreement dated March 27, 2013 between Coonerand First Tennessee National Associa
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 Exchaxaigthe registrant has duly caused this repobtetsigned on its behalf by the
undersigned, thereunto duly authorized.

Cornerstone Bancshares, Inc

Date: May 15, 2013 /s/ Nathaniel F. Hughe

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

Date: May 15, 2013 /s| Gary W. Petty, J

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

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

CERTIFICATION

I, Nathaniel F. Hughes, certify that:

1.

2.

(@)

(b)

()

(d)

(@)

(b)

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

Based on my knowledge, this quarterly report dogscontain any untrue statement of a material émabmit to state a material f:
necessary to make the statements made, in ligheafircumstances under which such statementsmwade, not misleading with resp
to the period covered by this quarterly rep

Based on my knowledge, the financial statementd,aher financial information included in this qteaty report, fairly present in i
material respects the financial condition, resafteperations and cash flows of the Registrantad, for, the periods presented in
quarterly report

The Registran$’ other certifying officers and | are responsilde éstablishing and maintaining disclosure contesid procedures (
defined in Exchange Act Rules 13a-15(e) and 15¢)) and internal control over financial repagtifas defined in Exchange Act RL
13e15(f) and 15-15(f)) for the Registrant and han

Designed such disclosure controls and proceduressanosed such disclosure controls and proceduresetalesigned under ¢
supervisions, to ensure that material informatielating to the Registrant, including its consol@hsubsidiary, is made known to us
others within those entities, particularly duriig period in which this quarterly report is beinggared

Designed such internal control over financial réipgr, or caused such internal control over finah@aorting to be designed under
supervision to provide reasonable assurance ragatle reliability of financial reporting and theeparation of financial statements
external purposes in accordance with generally@edeaccounting principle

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

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

The Registrant’ other certifying officers and | have disclosedsdd on our most recent evaluation of internalrobmtver financie
reporting, to the Registrant’s auditors and theitacmmmittee of Registrarg’board of directors (or persons performing theveden!
functions):

All significant deficiencies and material weaknesse the design or operation of internal controkmwfinancial reporting which a
reasonably likely to adversely affect the Regig’s ability to record, process, summarize and refrmahcial information; an

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

Date: May 15, 2013 /s/ Nathaniel F. Hughe

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




EXHIBIT 31

CERTIFICATION

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

1.

2.

(@)

(b)

()

(d)

(@)

(b)

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

Based on my knowledge, this quarterly report da@scontain any untrue statement of a material f@adbmit to state a material fi
necessary to make the statements made, in ligheafircumstances under which such statementsmwade, not misleading with resp
to the period covered by this quarterly rep

Based on my knowledge, the financial statementd,aher financial information included in this gteaty report, fairly present in i
material respects the financial condition, resafteperations and cash flows of the Registrantad, for, the periods presented in
quarterly report

The Registrang’ other certifying officers and | are responsilie éstablishing and maintaining disclosure contesld procedures (
defined in Exchange Act Rules 13a-15(e) and 15¢)) and internal control over financial repagtifas defined in Exchange Act RL
13e15(f) and 15-15(f)) for the Registrant and han

Designed such disclosure controls and proceduressansed such disclosure controls and proceduresetalesigned under ¢
supervisions, to ensure that material informatielating to the Registrant, including its consol@hsubsidiary, is made known to us
others within those entities, particularly duritg period in which this quarterly report is beinggared

Designed such internal control over financial réjpgr, or caused such internal control over finahm@gorting to be designed under
supervision to provide reasonable assurance ragatle reliability of financial reporting and theeparation of financial statements
external purposes in accordance with generally@edeaccounting principle

Evaluated the effectiveness of the Registsadisclosure controls and procedures and presémtiis report our conclusions about
effectiveness of the disclosure controls and proees] as of the end of the period covered by #psnt based on such evaluation;

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

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

All significant deficiencies and material weaknesge the design or operation of internal controkmwfinancial reporting which a
reasonably likely to adversely affect the Regig’s ability to record, process, summarize and refpmahcial information; an

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

Date: May 15, 2013 /s] Gary W. Petty, J

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




Exhibit 32

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

In connection with the Quarterly Report of Cornengt Bancshares, Inc., a Tennessee corporation rigggione”), on Form 1@ for the
quarter ended March 31, 2013, as filed with theuBtes and Exchange Commission (the “Repoftdthaniel F. Hughes, President and C
Executive Officer of Cornerstone, and Gary W. Pelty, Executive Vice President and Chief FinanG#lcer of Cornerstone, respective
do each hereby certify, pursuant to § 906 of thib&wees-Oxley Act of 2002 (18 U.S.C. § 1350), tbéhis knowledge:

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

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

/s/ Nathaniel F. Hughe

Nathaniel F. Hughe

President and Chief Executive Officer
(principal executive officer

May 15, 201

/s] Gary W. Petty, J

Gary W. Petty, Ji

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

May 15, 201

[A signed original of this written statement recuairby Section 906 has been provided to Cornerdaneshares, Inc. and will be retained by
Cornerstone Bancshares, Inc. and furnished toelkar8ies and Exchange Commission or its staff ugouest.]




