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FORWARD-LOOKING STATEMENTS

Cornerstone Bancshares, Inc. (“Cornerstomady from time to time make written or oral statetseincluding statements contained in
report (including, without limitation, certain statents in “Managemerst' Discussion and Analysis of Financial Conditiord dResults ¢
Operations” in Item 7), that constitute forwdabking statements within the meaning of Sectiok 2f the Securities Exchange Act of 1'
(the “Exchange Act”). The words “expect,” “antictpd “intend,” “consider,” “plan,” “believe,” “seek “should,” “estimate,”and simila
expressions are intended to identify such forwanking statements, but other statements may cuotestibrwardlooking statements. The
statements should be considered subject to varisks and uncertainties. Such forward-looking stegets are made based upon managemer
belief as well as assumptions made by, and infaomaturrently available to, management pursuarisabe harbor’provisions of the Priva
Securities Litigation Reform Act of 1995. Cornerstts actual results may differ materially from thesults anticipated in forwarldoking
statements due to a variety of factors. Such fadtwlude, without limitation, those specificallgstribed in Item 1A of Part | of this Ann
Report on Form 1@, as well as the following: (i) the possibilitiiat our asset quality would decline or that we eigpee greater loan los:
than anticipated, (ii) high levels of other realag¢s, primarily as a result of foreclosures, (ifip impact of liquidity needs on our result
operations and financial condition, (iv) competitifsom financial institutions and other financigrgice providers, (v) economic condition:
the local markets where we operate, (vi) the impdaibtaining regulatory approval prior to the panmhof dividends, (vii) the impact of ¢
Series A Preferred Stock on net income availableotders of our Common Stock and earnings per comshare, (viii) the impact of negat
developments in the financial industry and U.S. ghabal capital and credit markets, (ix) the impattecently enacted legislation on
business, (x) the relatively greater credit riskaxfidential construction and land developmentddarour loan portfolio, (xi) adverse impact
operations and financial condition of changes iteriest rates, (xii) our ability to obtain additibrzapital and, if obtained, the possi
significant dilution to current shareholders, (xiiie impact of federal and state regulations onamerations and financial performance, (
whether a significant deferred tax asset we hamebeafully realized, (xv) our ability to retain tiservices of key personnel, (xvi) the impac
Tennessee’s antakeover statutes and certain charter and bylawigioms on potential acquisitions of the holdingngany, (xvii) our ability t
adapt to technological changes, and (xviii) the aotpof business combinations. Many of such factwes beyond Cornerstorseability tc
control or predict, and readers are cautionedamput undue reliance on such forwdodking statements. Cornerstone does not intemngbdate
or reissue any forwarbboking statements contained in this report assalt®f new information or other circumstances tinaty become knov
to Cornerstone.




PART |
ITEM 1. BUSINESS
OVERVIEW

Cornerstone was incorporated on September 19, 1988%r the laws of the State of Tennessee. Coomerss a bank holding compe
registered under the Bank Holding Company Act 056,9%s amended, and was formerly known as EasteRBdmcshares, Inc. It has 1
wholly-owned subsidiary: Cornerstone Community Baaml ennessee banking corporation (the “Banktich resulted from the merger of 1
Bank of East Ridge and Cornerstone Community Bdfdctve October 15, 1997. The Bank owned and dpdra subsidiary, Eagle Financ
Inc. (“Eagle”),a finance and factoring company. On December 11 20 Bank elected to transfer the operationgtassd liabilities of Eag
into the Bank. The transfer allowed the Bank to bora the operations of Eagle with the BankSset based lending department. As a rest
Bank formed Eagle Financial, a division of Cornengt Community Bank. The Bank maintains the existenfcthis subsidiary in an inacti
status.

Cornerstone

The primary activity of Cornerstone currently i€ thwnership and operation of the Bank. As a bardtifgp company, Cornerstone intend:
facilitate the Bank's ability to serve its custosieequirements for financial services. The holdingipany structure also provides flexibility
expansion through the possible acquisition of offi@ncial institutions and the provision of addital bankingrelated services, as well
certain non-banking services, which a traditiormhmercial bank may not provide under present laws.

On December 8, 2014, Cornerstone announced thangigh a definitive agreement to merge with Sman#ficial, Inc., which would creatt
combined company that will operate under the namar8-inancial, Inc. Under the terms of the agreanmach outstanding share of comr
stock of SmartFinancial will be converted into 4stares of Cornerstone common stock, subject tstdgnt based on an anticipated rey
stock split of Cornerstong’common stock, which is expected to adjust the tat1.05 shares of Cornerstone common stock doh eshare «
SmartFinancial common stock. Additionally, eachstanding share of SmartFinancial preferred stock @ converted into a share
Cornerstone preferred stock with similar rights g@mefferences. Current holders of Cornerstermeferred stock will be asked to vote o1
amendment to Cornerstosetharter to allow Cornerstone to redeem its ondfitey preferred stock prior to the completion oé ttmerger
Completion of the merger is subject to a numberarfditions, including approval by bank regulatowgherities and both SmartFinanceknc
Cornerstone’s shareholders.

The Bank

The Bank is a Tennessebartered commercial bank established in 1985 whaits principal executive offices in Chattangof@nnesse
The principal business of the Bank consists ofaating deposits from the general public and inwgsthose funds, together with ful
generated from operations and from principal andré@st payments on loans, primarily in commeraains, commercial and residential
estate loans, consumer loans and residential ancheecial construction loans. Funds not investeithénloan portfolio are invested by the B
primarily in obligations of the U.S. Government,3J Government agencies, and various states andpthitical subdivisions. In addition
deposits, sources of funds for the Bankbans and other investments include amortizatind prepayment of loans, sales of loan
participations in loans, sales of its investmeicusiéies and borrowings from other financial ingtibns. The principal sources of income for
Bank are interest and fees collected on loans, deliscted on deposit accounts and interest anidetids collected on other investments.
principal expenses of the Bank are interest paideposits, employee compensation and benefitgeoffkpenses and other overhead expense

At December 31, 2014, the Bank had five f#fvice banking offices located in Hamilton Counfgnnessee and one loan production a
located in Dalton, Georgia.




Eagle Financial, a Division of Cornerstone CommugiBank

Eagles business concentrates on the purchase of acamaeisable from small businesses and commercéal fdacement on a conduit ba
The principal sources of Eagéeincome are fees derived from the collection afoants receivable and fees generated from the placeo
loans with conduit financial institutions. Eaglgirincipal expenses are employee compensatiobemefits, office expenses and other over
expenses.

Employees

As of December 31, 2014, Cornerstone had 104tiful- equivalent employees. The employees are moesented by a collective bargair
unit. Cornerstone believes that its relationshifhws employees is good.

Competition

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

The Banks deposits totaled approximately $309 million a®etember 31, 2014. The deposit base representsxapgtely 4% of the depo
base in the Chattanooga, Tennessee Metropolitarstit@ Area (MSA). Three major regional banks resgent approximately 57% of 1
deposits in the Chattanooga, Tennessee MSA. Thegerlfinancial institutions have greater resousras higher lending limits than the Ba
and each of the three institutions has over 20dhr@s in the Chattanooga, Tennessee MSA. Therelsoesaveral credit unions locatec
Hamilton County, Tennessee. Credit unions are ulojest to the same income tax structure as comaldyanks. This advantage enables c
unions to offer competitive rates to potential ous¢rs. The Bank also faces competition in certedasiof its business from mortgage ban
companies, consumer finance companies, insuranopames, money market mutual funds and investmankibg firms, some of which ¢
not subject to the same degree of regulation aBaimé.

The Bank competes for deposits principally by offgrdepositors a variety of deposit programs witimpetitive interest rates, quality sen
and convenient locations and hours. The Bank facutseresources in seeking out and attracting simadiness relationships and tak
advantage of the Bargkability to provide flexible service that meete tieeds of this customer class. Management faslsndirket niche is t
most promising business area for the future gradftihe Bank.

Supervision and Regulatio

Cornerstone and the Bank are subject to state egetdl banking laws and regulations that imposeip&equirements and restrictions
provide for general regulatory oversight over \aity all aspects of our operations. These lawsragdlations generally are intended to prc
depositors, not shareholders. The following disicus$s only a general summary of some of the magaificant statutory and regulatc
provisions. This summary is qualified by refereroethe particular statutory and regulatory provisioAny change in applicable laws
regulations may have a material effect on our lassirand prospects.

General

Cornerstone is a bank holding company within theamieg of the Bank Holding Company Act of 1956, aseaded (the “Act”),and it
registered with and regulated by the Board of Gooer of the Federal Reserve System (the “Federséie Board”)Cornerstone is requir
to file with the Federal Reserve Board annual respand such additional information as the FedeemelRve Board may require pursuant tc
Act. The Federal Reserve Board may also make exioits of Cornerstone and its subsidiary.

The Bank is a Tennessebartered commercial bank and is subject to thersigion and regulation of the Tennessee DepartmieRinancia
Institutions (the “TDFI"). In addition, the Bank@eposit accounts are insured up to applicableditmjtthe Deposit Insurance Fund (the “DIF”
of the Federal Deposit Insurance Corporation (RBIC”) and consequently, the Bank is also subject to etigml and supervision by t
FDIC. The Bank is not a member of the Federal ResBystem.




Federal and state banking laws and regulationsrgoak areas of the operations of Cornerstone &edBank, including reserves, loe
mortgages, capital, issuance of securities, paywiedividends and establishment of branches. Fédadstate banking agencies also hav
general authority to limit the dividends paid bguned banks if such payments should be deemednstide an unsafe or unsound ban!
practice. In accordance with and as a result ofettercise of this general authority, the Bank igrently prohibited from paying dividen
without prior regulatory approval. The TDFI, FDIGch Federal Reserve Board have the authority to $mpmenalties, initiate civil a
administrative actions and take other steps int¢nd@revent banks from engaging in unsafe or umdquactices.

On April 2, 2010, the Bank entered into a Stipalatio the Issuance of a Consent Order (the “Stijmulg with the FDIC. Pursuant to t
Stipulation, the Bank consented, without admittorgdenying any charges of unsafe or unsound banpiagtices or violations of law
regulations, to the issuance of a Consent Order“@rder”) by the FDIC, also effective as of April 2, 2010. @pril 8, 2010, the Bank al:
executed a written agreement (the “Agreement”) With TDFI.

The Order and the Agreement (collectively, the ‘idwtPlans”)contained substantially similar terms and were thase the findings of tt
FDIC and TDFI during their joint examination of tBank commenced on October 8, 2009 (the “Examingti@s disclosed in the Joint Ref
of Examination (the “Report”)The Order and the Agreement represented agreefemisen the Bank, on the one hand, and the FDIGh=
TDFI, respectively, on the other hand, as to arfabe Banks operations that warranted improvement and predepiins for making tho
improvements. The Action Plans imposed no finggemralties on the Bank.

The Action Plans required the Bank to implementesalv governance, budgeting, credit management, mskagement and report
procedures. The Bank substantially complied withtdrms of the Action Plans. As a result, on Audirst2012, the FDIC and the TDFI iss
written confirmation to the Ban&’'Board of Directors that the Action Plans had beeminated. Some of the procedures establishetthd
Action Plans, however, remain in place, includihg tequirement for approval by the Regional Direcfothe FDIC and the Commissionel
the TDFI of any dividends declared or paid by tlemBto Cornerstone.

Cornerstone received a letter dated March 30, 20t its primary banking regulator, the Federab&ee Bank of Atlanta (the “FRBA
directing Cornerstone to obtain the FRBAdritten approval before Cornerstone (i) incurg emdebtedness; (ii) declares or pays any dividg
(iii) redeems any corporate stock; or (iv) makeg ather payment representing a reduction in itstagpgexcept for the payment of normal
routine operating expenses. As required by therleBornerstone continues to seek and receive RBAFs approval for payment of divider
on its preferred stock. To date, Cornerstone oimpliance with the requirements of the FRBA letter

The most significant impact of the FRBA's lettetates to the payment of dividends on Corners®meéferred stock. However, Cornerst
has been able to consistently raise additionaltalbphd the company generated positive earninge @013 and 2014. These two elem
coupled with the Bank’s stabilization of asset g@yahave, in Cornerstong’estimation, led to the approval of dividend pagtaeon th
preferred stock.

FDIC Insurance of Deposit Accounts

The FDIC insures the deposit accounts of the Bgnkouhe maximum amount provided by law. The gdnesurance limit is $250,000. T
FDIC assesses deposit insurance premiums on eswtedhinstitution quarterly based on annualizegsrédr one of four risk categories. Un
the rules in effect through March 31, 2011, thedes were applied to the institutisrdeposits. Each institution was assigned to orfeusfrisk
categories based on its capital, supervisory ratemgd other factors. Well capitalized institutiaghat are financially sound with only a f
minor weaknesses were assigned to Risk Categ®tishk. Categories Il, 11l and IV presented progresbivgreater risks to the DIF. A range
initial base assessment rates applied to eacltaiggory, subject to adjustments based on anutistits unsecured debt, secured liabilities
brokered deposits.

As required by the DodBrank Act, the FDIC adopted rules effective April2D11, under which insurance premium assessmenisazed ¢
an institutions total assets minus its tangible equity (definedi@r 1 capital) instead of its deposits. Undestghrules, an institution with to
assets of less than $10 billion is assigned tcsla category as described above, and a range ddl ibiise assessment rates apply to
category, subject to adjustment downward basednseaured debt issued by the institution and, exfepan institution in Risk Category
adjustment upward if the institutiabrokered deposits exceed 10% of its domesticaispdo produce total base assessment rates. Gaxt
assessment rates range from 2.5 to 9 basis painRisk Category I, 9 to 24 basis points for Riskegory Il, 18 to 33 basis points for F
Category lll, and 30 to 45 basis points for Riskegary 1V, all subject to further adjustment upwdrdhe institution holds more than a
minimis amount of unsecured debt issued by andtB¥C-insured institution. The FDIC may increase or daseeits rates by 2 basis po
without further rulemaking. In an emergency, thd€nay also impose a special assessment.




Pursuant to the Dodd-Frank Act, the FDIC has eistadll 2.0% as the designated reserve ratio (“DRR)¢h is the ratio of the DIF to insur
deposits. The FDIC has adopted a plan under whighllimeet the statutory minimum DRR of 1.35% bgpEember 30, 2020, the dead
imposed by the Dodd-Frank Act. The DoBEhnk Act requires the FDIC to offset the effectiud increase in the statutory minimum DRI
1.35% on institutions with assets of less than §illion from the former statutory minimum of 1.15%.

The FDIC also collects a deposit-based assessmoentifisured financial institutions on behalf of fhi@ancing Corporation (the “FICO"T.he
funds from these assessments are used to servitdsdaed by FICO in its capacity as a financidhigke for the Federal Savings & Lc
Insurance Corporation. The FICO assessment raiet iguarterly. In 2014, it was 0.62 cents per if0fissessable deposits. These assess
will continue until the debt matures in 2017 thrb®p19.

State of Tennessee Supervision and Regula

As a commercial bank chartered and regulated by e, the Bank is subject to various state lawd sgulations which limit the amount t
can be loaned to a single borrower and the borrewetated interests, the types of permissible iimvests, and geographic and new pro
expansion, among other things. The Bank must suamgpplication to, and receive the approval o, TDFI before opening a new bra
office or merging with another financial institutioThe Commissioner of the TDFI has the authontgnforce state laws and regulation:
ordering a director, officer or employee of the Bam cease and desist from violating a law or regoih or from engaging in unsafe or unsc
banking practices.

Tennessee law contains limitations on the intawgss that may be charged on various types of laadgestrictions on the nature and am
of loans that may be granted and on the type afstments which may be made. The operations of bamekalso affected by various consu
laws and regulations, including those relating qoa credit opportunity and regulation of consunegrding practices. All Tennessee ba
including the Bank, must become and remain insuretér the Federal Deposit Insurance Act.

State banks are subject to regulation by the TDEi vegard to capital requirements and the payroédividends. Tennessee has adopte:
provisions of the Federal Reserve Board’s Reguiaflowith respect to restrictions on loans and otheéensions of credit to bank “insiders”
Further, under Tennessee law, state banks arebitathfrom lending to any one person, firm or cogtion amounts more than fifteen per:
(15%) of the banls equity capital accounts, except (i) in the caSeentain loans secured by negotiable title documeovering readil
marketable nonperishable staples, or (ii) withgher approval of the ban&’board of directors or finance committee (howsiiterd), the ban
may make a loan to any person, firm or corporatibap to twentyfive percent (25%) of its equity capital accourfisnnessee law requires 1
dividends be paid only from retained earnings (udivided profits) except that dividends may be daidn capital surplus with the prior writt
consent of the TDFI. Tennessee laws regulating $aekuire certain charges against and transfers fin institutions undivided profit
account before undivided profits can be made aviailfor the payment of dividends.

Federal Supervision and Regulation

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

The Bank and Cornerstone are “affiliategithin the meaning of the Act. Certain provisioriglee Act establish standards for the terms ofit
the amount of, and establish collateral requiremevith respect to, any loans or extensions of tregiand investments in, affiliates by
Bank, as well as set arnength criteria for such transactions and for dertther transactions (including payment by the IB&or service
under any contract) between the Bank and its afffi. In addition, related provisions of the Aadl éime regulations promulgated under the
limit the amounts of, and establish required proces and credit standards with respect to, loadsadiner extensions of credit to office
directors, and principal shareholders of the B&tnerstone and any other subsidiary of Cornerstmme to related interests of such persons.




Bank holding companies are required to serve asuece of financial strength to their subsidiary kmnMost bank holding companies
required to give the Federal Reserve Board pridttewr notice of any purchase or redemption of tbeitstanding equity securities if the gr
consideration for the purchase or redemption, wdambined with the net consideration paid for atlspurchases or redemptions during
preceding 12 months, is equal to 10% or more oflthek holding compang’ consolidated net worth. The Federal Reserve Bozay
disapprove such a purchase or redemption if itrdetes that the proposal constitutes an unsafesownd practice that would violate any |
regulation, Federal Reserve Board order or directivany condition imposed by, or written agreenweitit, the Federal Reserve Board.
prior notice requirement does not apply to certaiell-capitalized” bank holding companies that mspécified criteria.

In November 1985, the Federal Reserve Board addpdeolicy Statement on Cash Dividends Not Fullyv€ed by Earnings. The Pol
Statement sets forth various guidelines that traefed Reserve Board believes that a bank holdimgpemy should follow in establishing
dividend policy. In general, the Federal ReservarBostated that bank holding companies should agtdividends except out of curr
earnings and unless the prospective rate of eamitgntion by the holding company appears comdistith its capital needs, asset quality
overall financial condition.

The FDIC may impose sanctions on any insured baak does not operate in accordance with FDIC réiguis, policies and directive
Proceedings may be instituted against any insuesdk lor any director, officer or employee of the lbainat is believed by the FDIC to
engaged in unsafe or unsound practices, includiation of applicable laws and regulations. Thel€EDs also empowered to assess
penalties against companies or individuals whoat@kertain federal statutes, orders or regulatisnaddition, the FDIC has the authority
terminate insurance of deposit accounts, aftecaand hearing, upon a finding by the FDIC thatitisered institution is or has engaged in
unsafe or unsound practice that has not been tedeor is in an unsafe or unsound condition totiooe operations or has violated .
applicable law, regulation, rule or order of, ondiion imposed by, the FDIC. Neither Cornerstooe the Bank knows of any past or cur
practice, condition or violation that might leadt¢omination of its deposit insurance.

Specific Legislation Affecting Cornerstone and tigank

The following information summarizes certain statytand regulatory provisions affecting Cornerstamel the Bank and is qualified in
entirety by reference to such statutory and regoygtrovisions.

FIRREA and EDICIA

Far-reaching legislation, including the Financiastitutions Reform, Recovery and Enforcement Actl®889 (“FIRREA”) and the Feder
Deposit Insurance Corporation Improvement Act 0®1LY“FDICIA”) have for years impacted the business of bankinBREA primarily
affected the regulation of savings institutionsheatthan the regulation of commercial banks andkbwaoiding companies like the Bank ¢
Cornerstone, but did include provisions affectirgpakit insurance premiums, acquisitions of thiifgsbanks and bank holding compar
liability of commonly controlled depository instttans, receivership and conservatorship rights pratedures and substantially incre:
penalties for violations of banking statutes, ratjohs and orders.

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

The additional supervisory powers and regulatiorenaated by FDICIA include a “prompt corrective anti program based upon fi
regulatory zones for banks, in which all banks @eeed largely based on their capital positiongguRaors are permitted to take increasi
harsh action as a bamskfinancial condition declines. Regulators are aswpowered to place in receivership or requiresdle of a bank
another depository institution when a bankatio of tangible equity to total assets readwes percent. Better capitalized institutions
generally subject to less onerous regulation apérsision than banks with lesser amounts of capital

Various other sections of the FDICIA impose subshaudit and reporting requirements and increébserole of independent accountants
outside directors. Set forth below is a list comitag certain other significant provisions of thelEDA:

= annual on-site examinations by regulators (exceptsialler, welleapitalized banks with high management ratings ctvimust b
examined every 18 month:




= mandated annual independent audits by independdnicccountants and an independent audit comendfeoutside directors f
institutions with more than $500,000,000 in ass

= uniform disclosure requirements for interest rated terms of deposit accoun
= arequirement that the FDIC establish a-based deposit insurance assessment sy

= authorization for the FDIC to impose one or morecigl assessments on its insured banks to redapitile Bank Insurance Fu
(now called the Deposit Insurance Fur

*= arequirement that each institution submit to risnpry regulators an annual report on its financiahdition and management, wh
report will be available to the publi

= a ban on the acceptance of brokered deposits ekgepell capitalized institutions and by adequatedypitalized institutions with tl
permission of the FDIC, and the regulation of thekbred deposit market by the FDI

= restrictions on the activities engaged in by shkateks and their subsidiaries as principal, inclgdirsurance underwriting, to the s
activities permissible for national banks and ttseibsidiaries unless the state bank is well capétdland a determination is made
the FDIC that the activities do not pose a sigaificrisk to the insurance fun

= areview by each regulatory agency of accountimgcples applicable to reports or statements reagiio be filed with federal banki
agencies and a mandate to devise uniform requiresmi@nall such filings

» the institution by each regulatory agency of noitehgafety and soundness standards for eachutistitit regulates which cover |
internal controls, (2) loan documentation, (3) @redderwriting, (4) interest rate exposure, (5eagrowth, (6) compensation, fees
benefits paid to employees, officers and directffy,operational and managerial standards, an@g8gt quality, earnings and st
valuation standards for preserving a minimum rafimarket value to book value for publicly tradéduses (if feasible)

= uniform regulations regarding real estate lendary]

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

Capital Requlations

The federal bank regulatory authorities have adbpisk-based capital guidelines for banks that are dedignemake regulatory capi
requirements more sensitive to differences in pisKiles among banks and account for lefifance sheet items. The guidelines are minirr
and the federal regulators have noted that banktepwlating significant expansion programs shoudt allow expansion to diminish th
capital ratios and should maintain such ratios<irees of the minimums.

In December 2010, the Basel Committee on BankingeBision (“BCBS”),an international forum for cooperation on bankingervison
matters, announced the “Basel It&pital standards, which substantially revisedetkisting capital requirements for banking organaeg. Ot
July 2, 2013, the Federal Reserve adopted a fitalfor the Basel Ill capital framework and, onyJ8| 2013, the OCC also adopted a final
and the FDIC adopted the same provisions in the fof an “interim”final rule. The rule applies to all national andtstbanks and savir
associations and most bank holding companies avidgsaand loan holding companies, which we colledyi refer to herein as “covered”
banking organizations. Bank holding companies \Wats than $500 million in total consolidated asseésnot subject to the final rule, nor
savings and loan holding companies substantialyaged in commercial activities or insurance undinvg. In certain respects, the r
imposes more stringent requirements on “advancptbaphes’anking organizations, which are those organizatisith $250 billion or moi
in total consolidated assets, $10 billion or maréotal foreign exposures, or that have opted ithéoBasel Il capital regime. The requirem
in the rule began to phase in on January 1, 2@t4dvanced approaches banking organizations, eganbto phase in on January 1, 201!
other covered banking organizations. The requirgési@rthe rule will be fully phased in by Januar?2019.




The rule imposes higher ridlased capital and leverage requirements than fires@usly in place. Specifically, the rule imposies following
minimum capital requirements:

« anew common equity Tier 1 risk-based capital rafid.5%;

« aTier 1 risk-based capital ratio of 6% (increaleth the current 4% requirement);
« atotal risk-based capital ratio of 8% (unchangedifcurrent requirements);

« aleverage ratio of 4%; and

« anew supplementary leverage ratio of 3% applicablvanced approaches banking organizationdfiresin a leverage ratio
requirement of 7% for such institutior

Under the rule, Tier 1 capital is redefined to g two components: common equity Tier 1 capital additional Tier 1 capital. The new ¢
highest form of capital, common equity Tier 1 cabitonsists solely of common stock (plus relateplsis), retained earnings, accumuli
other comprehensive income, and limited amountsiobrity interests that are in the form of commaewnck. Additional Tier 1 capital includ
other perpetual instruments historically includedTiier 1 capital, such as noncumulative perpetuafepred stock. The rule permits b
holding companies with less than $15 billion iratatonsolidated assets to continue to include preferred securities and cumulative perpe
preferred stock issued before May 19, 2010 in Tiexapital, but not in common equity Tier 1 capiglbject to certain restrictions. Tie
capital consists of instruments that previouslylifjed as Tier 2 capital plus instruments that tiide has disqualified from Tier 1 cap
treatment.

In addition, in order to avoid restrictions on dapdistributions or discretionary bonus paymentgxecutives, a covered banking organiz:
must maintain a “capital conservation buffer” op @f its minimum riskbased capital requirements. This buffer must cossiely of Tier :
common equity, but the buffer applies to all thmeeasurements (common equity Tier 1, Tier 1 camtad total capital). The capi
conservation buffer will be phased in incrementaler time, becoming fully effective on January20,19, and will consist of an additio
amount of common equity equal to 2.5% of risk-wédghassets.

The prior capital rules required certain deductidren or adjustments to capital. The final ruleames many of these deductions

adjustments and also provides for new ones. Asaltredeductions from common equity Tier 1 capitdl be required for goodwill (net
associated deferred tax liabilities), intangiblseds such as namertgage servicing assets and purchased credit reéaitlonships (net
associated deferred tax liabilities), deferred tesets that arise from net operating loss and teditccarryforwards (net of any rela
valuations allowances and net of deferred tax lit&s), any gain on sale in connection with a sg@ation exposure, any defined ben
pension fund net asset (net of any associatedrddfeax liabilities) held by a bank holding compdthjis provision does not apply to a ban
savings association), the aggregate amount of amdstg equity investments (including retained e#ys) in financial subsidiaries, ¢
identified losses. Other deductions will be necgsBam different levels of capital.

Additionally, the final rule provides for the dedian of three categories of assets: (i) deferradasets arising from temporary differences
cannot be realized through net operating loss banlys (net of related valuation allowances and ejemled tax liabilities), (i) mortga
servicing assets (net of associated deferred @aiities) and (iii) investments in more than 10%he issued and outstanding common stox
unconsolidated financial institutions (net of asated deferred tax liabilities). The amount in eaategory that exceeds 10% of common et
Tier 1 capital must be deducted from common eqigéy 1 capital. The remaining, nondeducted amoargsthen aggregated, and the am
by which this total amount exceeds 15% of commauitgdrier 1 capital must be deducted from commounityqTier 1 capital. Amounts
minority investments in consolidated subsidiariesat texceed certain limits and investments in unaliteted financial institutions may a
have to be deducted from the category of capitalltch such instruments belong.

Accumulated other comprehensive income (AOCI) espmptively included in common equity Tier 1 calpgtiad often would operate to redi
this category of capital. The final rule providesraetime opportunity at the end of the first quarte2615 for covered banking organization
opt out of much of this treatment of AOCI. The finale also has the effect of increasing capitguieements by increasing the risk weight:
certain assets, including high volatility commereeal estate, mortgage servicing rights not inahld in common equity Tier 1 capital, eq
exposures, and claims on securities firms, thatiaegl in the denominator of the three risk-basedalaatios.
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Prompt Corrective Action

As an insured depository institution, the Bank egjuired to comply with the capital requirementsnputgated under the Federal Dep
Insurance Act and the regulations under it, whiethfaerth five capital categories, each with speaifigulatory consequences. Beginning Jar
1, 2015, the minimum capital levels for each proroptrective action category were enhanced purstamecently adopted new cap
regulations, de_scribeq above under “Capital Reguriat. The following is a list of the newly revised criter(as currently in effect) for ea
prompt corrective action category:
« Well Capitalized A well-capitalized institution:
0 has total ris-based capital ratio of 10% or greai
o has a Tier 1 ris-based capital ratio of 8% or greal
o has a common equity Tier 1 r-based ratio of 6.5% or greater; ¢
o has aTier 1 leverage ratio of 5% or gree
« Adequately Capitalize- An adequately capitalized institution:
0 has a total ris-based capital ratio of 8% or great
o has a Tier 1 ris-based capital ratio of 6% or greal
o has a common equity Tier 1 r-based capital ratio of 4.5% or grea!
o has a Tier 1 leverage ratio of 4% or greater;
o does not meet the definition of a well capitalibaahk.
« Undercapitalized- An undercapitalized institution:
o has total ris-based capital ratio of less than &
o has a Tier 1 ris-based capital ratio of less than €
o0 has a common equity Tier 1 r-based capital ratio of less than 4.5%
o has a Tier 1 leverage ratio of less than
« Significantly Undercapitalized A significantly undercapitalized institution:
o0 has a total ris-based capital ratio of less than €
o has a Tier 1 ris-based capital ratio of less than 4
o has a common equity Tier 1 r-based capital ratio of less than 3%

o has a Tier 1 leverage ratio of less than

« Critically Undercapitalized A critically undercapitalized institution hasatip of tangible equity to total assets that iss¢do or
less than 2%

If the FDIC determines, after notice and an opputyufor hearing, that an institution is in an ufes@r unsound condition, the FDIC

authorized to reclassify the institution to the tnlexver capital category (other than critically @nchpitalized) and require the submission
plan to correct the unsafe or unsound condition.
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If the institution is not well capitalized, it capinaccept brokered deposits without prior FDIC appt. Even if approved, rate restrictions
govern the rate the institution may pay on the bre#d deposits. In addition, a bank that is undétaiged cannot offer an effective yield
excess of 75 basis points over the “national rgtl on deposits (including brokered depositspipraval is granted for the bank to act
them) of comparable size and maturity. The “natigate” is defined as a simple average of rates paid hyrénksdepository institutions a
branches for which data are available and is pldisveekly by the FDIC. Institutions subject to thstrictions that believe they are opere
in an area where the rates paid on deposits atehifan the “national rate€an use the local market to determine the prewpiiate if the
seek and receive a determination from the FDICithiatoperating in a highate area. Regardless of the determination, inistits must use tl
national rate to determine conformance for all dé@gmutside their market areas.

If the institution becomes less than adequatelytakiged, it must adopt a capital restoration piéenteptable to the FDIC. The institution ¢
would become subject to increased regulatory ogbtsand is increasingly restricted in the scopé&spermissible activities. Each comp
having control over an undercapitalized institutialso must provide a limited guarantee that theituton will comply with its capite
restoration plan. Except under limited circumstanoensistent with an accepted capital restoratian, @n undercapitalized institution may
grow. An undercapitalized institution may not acquanother institution, establish additional braméfices or engage in any new line
business unless it is determined by the appropfeateral banking agency to be consistent with aepted capital restoration plan, or unles:
FDIC determines that the proposed action will fartthe purpose of prompt corrective action. Thereypate federal banking agency may |
any action authorized for a significantly undertalfied institution if an undercapitalized institnt fails to submit an acceptable cay
restoration plan or fails in any material respediniplement a plan accepted by the agency. A alificindercapitalized institution is subjec
having a receiver or conservator appointed to martagffairs and the loss of its charter to condamking activities.

An insured depository institution may not pay a agement fee to a bank holding company controlllmat institution or any other pers
having control of the institution if, after makitige payment, the institution would be undercag&i In addition, an institution cannot mal
capital distribution, such as a dividend or othistribution that is in substance a distributionaaipital, to the owners of the institutior
following such a distribution the institution woub@ undercapitalized.

GrammlLeachBliley Act

The activities permissible to Cornerstone and th@kBwere substantially expanded by the Gramm-L&idby Act of 1999 (the Gramn
Act”). The Gramm Act repealed the anti-affiliatipnovisions of the GlasSteagall Act to permit the common ownership of caroial banks
investment banks and insurance companies. The Graotramended the Act to permit a financial holdoampany to engage in any acti
and acquire and retain any company that the FedReaérve Board determines to be (i) financial itureor incidental to such financ
activity, or (ii) complementary to a financial aéty and that does not pose a substantial riskht gafety and soundness of depos
institutions or the financial system generally. TBeamm Act also modified existing law relating tmancial privacy and commun
reinvestment. The new financial privacy provisigienerally prohibit financial institutions, inclugjrthe Bank and Cornerstone, from disclo
nonpublic personal financial information to thirdrppes unless customers have the opportunity tbdap of the disclosure.

The DoddFrank Act

On July 21, 2010, President Obama signed into fenDodd-Frank Wall Street Reform and Consumer Btiote Act of 2010 (the “Doddrank
Act”). The impact of the Dodérank Act on the financial services industry wil broad, with enhanced regulatory oversight andptiamce
including, among other things, (i) enhanced resatuauthority of troubled and failing banks andith®lding companies; (ii) increased cag
and liquidity requirements; (iii) increased regaolgt examination fees; (iv) changes to assessmertte tpaid to the FDIC for federal dep
insurance; and (v) numerous other provisions desiga improve supervision and oversight of, andrgfthening safety and soundness for
financial services sector. In addition, the Ddéldnk Act established a new framework for systefisic and oversight in the industry which
resulted and will continue to result in sweepin@rdes in the regulation of financial institutionsiad at strengthening safety and sound
for the financial services sector. A summary otaerprovisions of the Dodd-Frank Act is set fopeow:

« Increased Capital Standards and Enhanced Superv. The federal banking agencies were required tabésh minimum leverag
and risk-based capital requirements for banks amk holding companies (see “Capital Regulationsival). The Dodd-rank Ac
also increases regulatory oversight, supervisiahesamination of banks, bank holding companiestheit respective subsidiaries
the appropriate regulatory agen
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« Federal Deposit Insuranc. The DoddFrank Act made permanent the $250,000 deposit anser limit for insured deposits. 1
Dodd+rank Act also changed the assessment base falafettposit insurance from the amount of insuregodis to consolidatt
assets less tangible equity, eliminated the cedimghe size of the DIF and increased the flodhefsize of the DIF

« The Consumer Financial Protection Bureau (“Bureau”)The DoddFrank Act centralized responsibility for consumerahcia
protection by creating a new agency, the Bureaspaesible for implementing, examining and, for &ffghancial institutions (i.€
those with more than $10 billion in assets), enfgccompliance with federal consumer financial lawé&e Bureau has bro
rulemaking, supervisory and enforcement authorigeroconsumer financial products and services, dioly deposit product
residential mortgages, home-equity loans and creatils. On July 21, 2011, the DoHdank Act transferred the responsibility
implementation of a wide variety of existing consrmrotection rules and regulations to the Buréaaddition, the Dodd~rank Ac
tasks the Bureau with implementation of many newsomer protection initiatives required by that I&hile the exact impact of a
future changes is unknown, the Bank expects thatlliincur additional expense related to the immpéntation of those rules. Anotl
provision of the Dodd~rank Act, commonly known as the Durbin Amendmdrgcame effective October 1, 2011. The Du
Amendment limits interchange fees payable on dedoidl transactions for financial institutions witlora than $10 billion in asse
While the Durbin Amendment does not directly apiolythe Bank, competitive market forces relatechs reduction mandated by
Durbin Amendment may result in a decrease in regdram interchange fees for smaller financial isibns.

« Interest on Demand Deposit Accou. The DoddFrank Act repeals the prohibition on the paymentntéérest on demand depc
accounts effective one year after the date of emat, thereby permitting depository institutionspty interest on business checl
and other account

- Mortgage Reforn. The Dodd-Frank Act provides for mortgage refordr@ssing a customer’s ability to repay, restriedablerate
lending by requiring the ability to repay to beetetined for variable rate loans by using the maxinrate that will apply during tl
first five years of a variable-rate loan term, andkes more loans subject to requirement for higost-loans, new disclosures .
certain other restriction:

We expect that many of the requirements calledifothe DoddFrank Act will be implemented over time, and mostl we subject t
implementing regulations over the course of sevgeals. Given the continued uncertainty associafill the manner in which many of 1
provisions of the Doddrank Act will be implemented by the various regoitg agencies and through regulations, the fuleeikbf the impau
such requirements will have on financial institndboperations remains unclear. The changes reguitom the Dodd-rank Act may impa
the profitability of our business activities, regquichanges to certain of our business practicgsose upon us more stringent capital, liqui
and leverage ratio requirements or otherwise aélyeedfect our business. These changes may alsoreegs to invest significant managen
attention and resources to evaluate and make raegasganges in order to comply with new statutergl eegulatory requirements.

Future Legislation

Legislation is regularly introduced in both the téwi States Congress and the Tennessee General lf\gdbat contains wideanging proposa
for altering the structures, regulations and coitipetrelationships of the natios’financial institutions. Such legislation may charbankin
statutes and the operating environment of Corneesamd/or the Bank in substantial and unpredictadalgs and could increase or decreas
cost of doing business, limit or expand permissitévities or affect the competitive balance, depieg upon whether any of this poter
legislation will be enacted and, if enacted, thieatfthat it or any implementing regulations woblave on the financial condition or resul
operations of Cornerstone and/or the Bank.
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ITEM 1A. RISK FACTORS

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

If our asset quality were to decline or if we expanced greater loan losses than anticipated, ourréags and overall financial conditiol
would be adversely affected.

Our assets are primarily comprised of loans. Thle af credit losses on loans varies with, amongrthings, general economic conditions,
type of loan being made, the creditworthiness eflibrrower over the term of the loan and, in theecaf a collateralized loan, the value
marketability of the collateral for the loan. Whilee risk of nhonpayment of loans is inherent inkiag, in recent years we have experier
higher nonpayment levels than anticipated, which lred a significant adverse effect on our earnargsoverall financial condition. We he
taken actions to prevent future problems, includimg creation of a special asset committee to devahd review action plans for minimiz
loan losses and the dedication of resources tatassithe collection and recovery process. The Bhag also established a loan re\
committee comprised of a majority of non-employéeators to periodically review the Barskloan portfolio and identify and categol
problem credits. To minimize the likelihood of abstandard loan portfolio, we assess the credithiretss of customers and perform collal
valuations. Management also maintains an allow#émckan losses based upon, among other thingsrtual experience and an evaluatiol
economic conditions and regular reviews of delimmies and loan portfolio quality. Based upon suattdrs, management makes var
assumptions and judgments about the ultimate d¢abdity of the loan portfolio and provides an allance for loan losses based upc
percentage of the outstanding balances and takbsrge against earnings with respect to speciiodowhen their ultimate collectability
considered questionable. If managemematssumptions and judgments prove to be incorretttze allowance for loan losses is inadeque
absorb losses, or if regulatory authorities requsdo increase our allowance for loan losses partaof their examination process, additic
provision expense would be incurred and our eamingd capital could be significantly and adversafected. Moreover, additions to

allowance may be necessary based on changes imretom@and real estate market conditions, new inféignaregarding existing loar
identification of additional problem loans and atliactors, both within and outside of managen®icbntrol. These additions may req
increased provision expense which would negatiirafyact our results of operations.

We have high levels of foreclosed assets, primaaitya result of foreclosures.

We have continued to resolve nparforming real estate loans and as a result wdmento have high levels of foreclosed assetsediose:
real estate expense consists of three types ofjebamaintenance costs, valuation adjustmentsalnew appraisal values and gains or Ic
on disposition. Although levels of foreclosed assetve decreased in 2014 compared to recent yedilseal real estate values have impro
these charges will likely continue to negativelfeaf our results of operations.

Liquidity needs could adversely affect our resuttsoperations and financial condition

We rely on dividends from the Bank as our primaoyrse of funds. However, in November 2009, follogvithe conclusion of a joi
examination of the Bank by the FDIC and the TDRé& EDIC placed restrictions on the Basmkbility to pay cash dividends, requiring thai
Bank first obtain a non-objection from the FDIC.rihermore, the majority of the Barkfunds are comprised of customer deposits anc
repayments. While scheduled loan repayments aedatively stable source of funds, they are sulijedhe ability of borrowers to repay -
loans. The repayment of loans can be adverselgtaffeby a number of factors, including changescionemic conditions, adverse trend:
events affecting business industry groups, redaostio real estate values or markets, businessngegr layeffs, inclement weather, natu
disasters and international instability. Additidgateposit levels may be affected by a numberaeoidrs, including rates paid by competit
general interest rate levels, returns availableugiomers on alternative investments and geneoalogasic conditions. Accordingly, we currer
are, and may from time to time in the future bguieed to rely on secondary sources of liquidityrteet withdrawal demands or otherwise 1
operations. Alternative sources include advanaa® fihe Federal Home Loan Bank and federal funeésIof credit from correspondent bal
These sources might not be sufficient to meet &utiquidity demands. We may be required to slowdmcontinue loan growth, capi
expenditures or other investments or liquidatetaséhese alternative sources are not adequate.
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Competition from financial institutions and otheriiancial service providers may adversely affect quiofitability.

The banking business is highly competitive and wgeeience competition in each of our markets froamgnother financial institutions. Vv
compete with other commercial banks, credit uni@asjings and loan associations, mortgage bankingsficonsumer finance compan
securities brokerage firms, insurance companiesiemaonarket funds, and other mutual funds, as welbther community banks and supet
regional and national financial institutions thaecate offices in our primary market areas andadisee.

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

We compete with these other financial institutidwash in attracting deposits and in making loansaddition, we have to attract our custo
base from other existing financial institutions d&r@m new residents. We expect competition to iaseein the future as a result of legisla
regulatory and technological changes and the caintintrend of consolidation in the financial seeddndustry.

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

Substantially all of our loan and deposit customismes work and bank in the Chattanooga, Tenne8$8A. As a result, our success depe
upon a sound local economy to provide opportunfiiesiew business ventures, increased loan demaaidh@& need for deposit services.
profitability is impacted by these local factorswasll as general economic conditions and interatts: For example, our earnings ma
negatively impacted by increases in unemploymeesrar reductions in population, income levels,ad#s and housing starts and home pr
In recent years, adverse economic conditions haviited our growth and diminished the ability ofee of our customers to service their |
obligations. If economic conditions in our local nkets deteriorate again, we could experience antheffollowing consequences, eacl
which could further adversely affect our business:

« demand for our products and services could decline;
« loan delinquencies could increase; and
« nonperforming assets and foreclosures could inereas

A prolonged economic downturn could also negativietpact collateral values or cash flows of borragvinusinesses, and as a result
primary source of repayment could be insufficiemtservice the debt. In addition, adverse conse@setw us in the event of a prolon
economic downturn in our local markets could be gounded by the fact that many of our commercial ri@adl estate loans are secured by
estate located in those market areas. Significaclirte in real estate values in these market aveatd mean that the collateral for many of
loans would provide less security. As a resultwaald be more likely to suffer losses on defaulteths because our ability to fully recovel
defaulted loans by selling the real estate colldtepuld be diminished. Adverse economic conditioneur local markets, including sustail
periods of increased payment delinquencies, fosecks or losses in the State of Tennessee or #e &tGeorgia, could impair our ability
collect loans and could otherwise have a negaffeeteon our assets, revenues, results of opersatiod financial condition.

Cornerstone is required to obtain regulatory apped\prior to the payment of dividends.

Cornerstones Series A Convertible Preferred Stock requiresuahdividend payments that equal ten percent ofattiginal issue price 1
$25.00 per share. The dividends are scheduled fmalukat the end of each quarter. However, pricthtopayment of the quarterly divide
Cornerstone must first obtain approval from thedfallReserve Bank (“FRB”"Cornerstone provides information to the FRB whiatludes a
evaluation of asset quality, earnings quarter a¥at yo date and liquidity. Prior approval wouldoale required before common stock divide
could be paid.
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Our Series A Convertible Preferred Stock will reduoet income available to holders of our Common &@nd earnings per common sha

The cash dividends paid or accumulated on our Séi€onvertible Preferred Stock, and any futuratehptock we may issue which is sel
to our Common Stock, will reduce any net incomeilabée to holders of Common Stock and our earnipgscommon share. The prefel
stock will also receive preferential treatmenthie event of liquidation, dissolution or winding apour Company. To date, we have rece
regulatory approval first and have made seventéddehd payments on the Series A Convertible PreteStock. However, because of
need for regulatory approval to pay future divideiod the Series A Convertible Preferred Stockdéinds could accumulate and become !
substantial. The higher these accumulated dividethéshigher the preference payable in the evetijpidation, dissolution or winding up
our Company and the less likely the holders of@ammon Stock will be able to realize any proceedsuich event.

Negative developments in the financial servicesustty and U.S. and global capital and credit markemay lead to additional regulatic
and further deterioration of our results of operatns and financial condition.

Negative developments in the capital and creditketarin recent years have resulted in uncertaintyhe financial markets. Financ
institutions across the United States, includirg Bank, have experienced deteriorating asset guhlian portfolios include impaired loans
businesses struggling to stay in operation or aeh&lequate cash flow. Further, a decline in aiddtvalues supporting these loans has
impacted the ability of a business or consumer litaia loans or increased financial institutionsskss in the event of foreclosure
liquidation. At the same time, financial institut® have become concerned about liquidity. This eondas increased the competition
deposits in our local market as well as wholesateling options. These events have impacted ouk giace, as well as the stock price of o
bank holding companies. The potential impact ok¢hevents may be an expansion of existing or oreaif new federal or state laws i
regulations regarding lending and funding practitigsidity standards and compliance issues. Caoetihnegative developments below, as
as our ability to respond to these new operatingd) ragulatory requirements, could further negativielpact our results of operations. -
negative consequences could limit our ability t@inate new loans or obtain adequate funding oreiase costs associated with regule
compliance. Ultimately, these changes could résuttodifications to our existing or future strategians, capital requirements, compensa
financial performance and stock performance.

Recently enacted legislation might not stabilizett.S. financial systen

The U.S. Congress enacted the Emergency Econoralulidation Act of 2008 (“EESA”")in response to the impact of the volatility
disruption in the capital and credit markets on fihancial sector. The Treasury and the federakivanregulators implemented a numbe
programs under this legislation to address therditons and the asset quality, capital and ligyigisues they have caused for certain fina
institutions and to improve the general availapitf credit for consumers and businesses. In addithe U.S. Congress enacted the Ame
Recovery and Reinvestment Act of 2009 (“ARRA") in affort to save and create jobs, stimulate the. @c®nomy and promote longenr
growth and stability. The EESA and ARRA have beelfiofved by numerous actions by the Federal ResaheU.S. Congress, the U
Treasury, the FDIC, the Commission and others thes$ the liquidity and credit crisis that followd subprime meltdown. These meast
include homeowner relief that encourages loanuestring and modification; the establishment ohffigant liquidity and credit facilities fc
financial institutions and investment banks; theddng of the federal funds rate; emergency actigainst short selling practices; a tempc
guaranty program for money market funds; the efatnlent of a commercial paper funding facility tooyide backstop liquidity tc
commercial paper issuers; and coordinated intematiefforts to address illiquidity and other weegses in the banking sector. The purpo
these legislative and regulatory actions is toiktabthe U.S. financial system. The Temporary lidiiy Guarantee Program (“TLGP"}he
EESA, the ARRA and the other regulatory initiativdsscribed above may not have their desired effétthe volatility in the marke
continues and economic conditions fail to improvevorsen, our business, financial condition, resaftoperations and/or access to cred
well as the trading price of our common stock, ddug materially and adversely affected.
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Our loan portfolio includes residential constructioand land development loans, which have a greatszdit risk than residential mortgac
loans.

We engage in residential construction and land Ideweent loans to developers. This type of lendingénerally considered to have r
complex credit risks than traditional sindéemily residential lending because the principat@mcentrated in a limited number of loans
repayment dependent on the successful operatitineofelated real estate project. Consequentlyethemns are more sensitive to the cul
adverse conditions in the real estate market aadyéimeral economy. These loans are generally festicpable and more difficult to evalu
and monitor and collateral may be difficult to disp of in a market decline. Furthermore, duringeask general economic conditions, wl
were experienced in residential real estate coctibru nationwide, borrowers involved in the resii@nreal estate construction ¢
development business suffer above normal finargtiain. As the residential real estate developnaedt construction market in our mark
previously deteriorated, our borrowers in this segtmexperienced difficulty repaying their obligaittoto us. If additional chargaffs oi
foreclosures relating to these loans are necegsding future, our results of operations would bgatively impacted. Additionally, to the ext
repayment is dependent upon the sale of newly narist homes or lots, such sales are likely totbeveer prices or at a slower rate than
expected when the loan was made, which may ressliéh loans being placed on nactrual status and subject to higher loss estineates i
the borrower keeps interest payments current. Thdgerse economic and real estate market conditianslead to further increases in non
performing loans and other real estate owned, &sa@ charge-offs from the disposition of mmerforming assets, and increases in provisio
loan losses, all of which would negatively impagt 6nancial condition and results of operations.

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

Changes in interest rates may affect our levehtrest income, the primary component of our gresenue, as well as the level of our inte
expense. Interest rates are highly sensitive toyrfestors that are beyond our control, includingegral economic conditions and the policie
various governmental and regulatory authoritiescokdingly, changes in interest rates could decreaseet interest income. Changes in
level of interest rates also may negatively affaat ability to originate real estate loans, theueabf our assets and the ability to realize ¢
from the sale of our assets, all of which ultimataffects earnings. Economic events prompted thdefeé Reserve, beginning in Septen
2007, to reduce its federal funds rate. Due toréipéd decline in interest rates, we were unablestalibrate our liabilities at the same rat
which loan rates declined. As a result, the neatraggt margin was impacted negatively during 20Dthd Federal Resen&federal funds ra
remains at extremely low levels or does not in@essove our interest rate floors, our funding costy increase which will negatively imp
the net interest margin and our financial perforogan

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

We may require capital from sources other thaniegsngeneration. Such other sources may includeff@ning of equitybased securitie
which could significantly dilute your investment tihe event of conversion. We may need to pursudéiaddl sources of capital, which
include additional equity investments, additionfieongs of equitybased securities, borrowed funds or any combinaifdhese sources. C
ability to access these alternative capital sournag be limited to the condition of the capital keis. Therefore, we may have diffict
rebuilding the Banls capital reserves and we may provide new investotise future certain rights, preferences andilgges senior to o
current shareholders which may adversely impactatrent shareholders.

Recently enacted legislation could have a negatmpact on our business

The impact of the Dodé&rank Act on the financial services industry wikk broad, with enhanced regulatory oversight and ptiamce
including, among other things, (i) enhanced resatuauthority of troubled and failing banks andith®lding companies; (ii) increased cag
and liquidity requirements; (iii) increased reguolgt examination fees; (iv) changes to assessmeni® tpaid to the FDIC for federal dep
insurance; and (v) numerous other provisions desiga improve supervision and oversight of, andngfthening safety and soundness for
financial services sector. In addition, the Ddetdnk Act established a new framework for systemsic and oversight in the industry which
resulted and will continue to result in sweepingrdes in the regulation of financial institutionsiad at strengthening safety and sound
for the financial services sector.

We expect that many of the requirements calledifothe DoddFrank Act will be implemented over time, and mostl we subject t
implementing regulations over the course of sevgealrs. Given the uncertainty associated with tlammer in which the provisions of 1
Dodd+rank Act will be implemented by the various regoitg agencies and through regulations, the fukkekbf the impact such requireme
will have on financial institutions’ operations usiclear. The changes resulting from the Dédank Act may impact the profitability of ¢
business activities, require changes to certaiowfbusiness practices, impose upon us more stringgpital, liquidity and leverage ra
requirements or otherwise adversely affect ourrmss. These changes may also require us to inggsticant management attention
resources to evaluate and make necessary changeteinto comply with new statutory and regulat@guirements.
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We are subject to federal and state regulationstthey negatively impact our operations and finant@erformance.

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

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

The Sarbane®xley Act of 2002 and the related rules and regutat promulgated by the Commission have incredsed¢ope, complexity a
cost of corporate governance, reporting and disctopractices. These regulations are applicables t®We have experienced, and may con
to experience, increasing compliance costs as @tret the Sarbane®xley Act. These necessary costs are proportiondtiglher for
company of our size and will affect our profitatyilmore than that of some of our larger competitors

U.S. Banking agencies have finalized revisionsh&rtriskbased and leverage capital requirements consisiimtagreements reached by
Basel Committee on Banking Supervision (Basel IlMhe final rules establish tougher capital stadslathrough more restrictive cap
definitions, higher riskweighted assets, additional capital buffers, amphéii requirements for minimum capital ratios. Ehesforms coul
have a material negative impact on the profitabdind returns on equity of U.S. banks, including Bank.

We have a significant deferred tax asset that miglat be fully realized.

We have net deferred tax assets of $1.8 millioafd&@ecember 31, 2014. We did not establish a vednatllowance against our net deferrec
assets as of December 31, 2013 or December 31,[#@buse we believe that it is more likely thanthat all of these assets will be reali
In evaluating the need for a valuation allowance, estimated future taxable income based on manadegunepared forecasts. This proc
required significant judgment by management aboaltems that are by nature uncertain. If future &veliffer significantly from our curre
forecasts, we may need to establish a valuati@walice, which could have a material adverse effeatur results of operations and finan
condition.

We rely heavily on the services of key personnedl éime unexpected loss of any of those personnelld@dversely affect our operations.
We are dependent on certain key officers who heygoitant customer relationships or are instrumetotadur lending, depository and b:

operations. We believe that our future results alb depend upon our ability to attract and reéghly skilled and qualified personnel.
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We are subject to Tennessee’s atitkeover statutes and certain charter provisionstltould decrease our chances of being acquiredreif
the acquisition is in the best interest of our stednolders.

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

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

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

If we engage in business combination transactiomg&e may face risks associated with integration okagtions or undiscovered losses
other problems.

Such negotiated acquisitions will be accompaniethbyrisks commonly encountered in acquisitionsluiding, among other things:

+ credit risk associated with the other b’'s loans and leases and investme

» difficulty of integrating operations and personr

» potential disruption of the our ongoing business}

» potential loss of key employees, customers andsitpaof the other ban!
A failure in or breach of our operational or secus systems or infrastructure, or those of our thighrty vendors and other service provid
or other third parties, including as a result of bgr attacks, could disrupt our business, resulttire disclosure or misuse of confidential
proprietary information, damage our reputation, inease our costs, and cause loss
We rely heavily on communications and informatigstems to conduct our business. Information secuisks for financial institutions ha
generally increased in recent years. Our operaystems and infrastructure must continue to beepted. Our operating systems and facil
may stop operating properly or become disabledamabed as a result of a number of factors, inctudilectrical or telecommunicati
outages; natural disasters such as earthquakesdtms, and floods; disease pandemics; eventagafisim local or larger scale political
social matters, including terrorist acts; and cyddacks.
Our technologies, systems and networks, thoseiraf plarties with whom we do business, and our austs’devices may become the targe
cyber attacks or information security breaches tbatd result in the unauthorized release, gatgermonitoring, misuse, loss, or destructio
confidential information. As threats of cyberaats continue to evolve, we may be required to ecedditional resources to continue
modify or enhance our protective measures or testigate and remediate information security vulbiéites.
Any of these events could result in client attriticegulatory fines, penalties or intervention, utegion damage, reimbursement or o
compensation costs, and/or additional compliancgscany of which could have a material effect om esults of operations or financ
condition.
ITEM 1B. UNRESOLVED STAFF COMMENTS

None
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ITEM 2. PROPERTIES

As of December 31, 2014, the principal offices ofrizrstone are located at 835 Georgia Avenue, &imdga, Tennessee 37402. In addi
the Bank operates five full-service branches arelloan production office that are located at:

Banking Branche 4154 Ringgold Road, East Ridge, Tennessee (ownéaebBank]
5319 Highway 153, Hixson, Tennessee (owned by tiekf
2280 Gunbarrel Road, Chattanooga, Tennessee (dwynihe Bank’
8966 Old Lee Highway, Ooltewah, Tennessee (ownetth@Bank)
835 Georgia Avenue, Chattanooga, Tennessee (I&gstd Bank as of December 31, 2014; ov
by the Bank as of February 24, 20:

Loan Production Offict 202 West Crawford Street, Dalton, Georgia (leasethb Bank)

The Georgia Avenue facility located in downtown @aaooga, Tennessee serves as a branch locatidghddBanks customers as well
Cornerstones executive offices. This property was leased lgyBlank as of December 31, 2014 but was purchadeskguent to year er
Additional information regarding this purchase isctbsed under Item 13 Related Party Transactidhe.transaction closed on February
2015. Cornerstone leases and operates a serviter tecated at 6401 Lee Highway, Suite 119, Chatiga, Tennessee to facilitate all o
noncustomer contact functions.

ITEM 3. LEGAL PROCEEDINGS

As of the end of 2014, neither Cornerstone noBhek was involved in any material litigation. Thari is periodically involved as a plain
or defendant in various legal actions in the orgdiraurse of its business. Management believesatyatclaims pending against Cornerstor
its subsidiaries are without merit or that theraéte liability, if any, resulting from them will honaterially affect the Bank'financial conditio
or Cornerstone’s consolidated financial position.

ITEM 4. MINE SAFETY DICLOSURES
Not applicable
PART Il

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

On January 5, 2015, Cornerstone had 6,627,398 sludreommon stock outstanding. Cornerstenedmmon stock is quoted on the C
Bulletin Board under the symbol “CSBQ®@t is not listed on a national securities exchafigere are ten market makers who provide a m
for Cornerstone’s common stock.

There were approximately 550 holders of recorchefdommon stock as of December 31, 2014. This nuddes not include shareholders \

shares in nominee name held by the Depository TCostpany (DTC). As of the end of 2014, there wemereximately 3,871,000 shares t
in nominee name by DTC.
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Cornerstone paid no cash dividends on common $to2R13 or 2014. Cornerstone must obtain the agrolithe FRBA prior to declaring
paying a dividend on its common or preferred st@dnerstones board of directors will continue to evaluate #neount of future dividends,
any, after capital needs required for expected traW assets are reviewed. Subject to regulatopyaal, the payment of dividends is wit
the discretion of the board of directors, consigriCornerstone’ expenses, the maintenance of reasonable capifatisk reserves, a
appropriate capitalization requirements for stataekis. Currently, the Bank is under a restrictiamnfrthe FDIC that no dividend can be
from the Bank to the holding company without prémproval.

Table 1 presents the high and low closing priceSaherstones common stock for the periods indicated, as repldsy published sources, :
cash dividends declared on its common stock folabetwo fiscal years. The prices reflect intealée prices, without retail mark-up, mark-
down or commission, and may not represent actaas#ctions.

TABLE 1

High and Low Common Stock Price for Cornerstone Cash Dividend:
2015 Fiscal Yeal Low High Paid Per Share
First Quarter (through February 2, 20: $ 3.2C $ 3.5C -
2014 Fiscal Yeai
First Quarte! $ 23C $ 2.5C -
Second Quarte $ 23 $ 2.62 -
Third Quartel $ 2.4¢€ $ 3.0t -
Fourth Quarte $ 29C $ 3.7C -
2013 Fiscal Yeai
First Quartel $ 172 % 2.8¢ -
Second Quarte $ 1.7t % 2.2¢ -
Third Quartel $ 201 $ 2.6¢ -
Fourth Quarte $ 22C $ 2.6( -

For information relating to compensation plans undeich our equity securities are authorized fsuence, see Item 12.

There were 600,000 shares of our Series A Conveiiteferred Stock outstanding as of December @14 ZTable 2 presents information
relating to dividends paid on the Series A ConbéetPreferred Stock.

TABLE 2
Series A Convertible Preferred Stock Dividend Paymas Amount
Year Record Date Date Payable Per Share
2014 March 31, 201 August 26, 201 $ 0.62¢
June 30, 201 November 25, 201 $ 0.62¢
September 30, 20 February 25,201 $ 0.62¢
2013 March 31, 201 August 22, 201 $ 0.62¢
June 30, 201 November 7, 201 $ 0.62¢
September 30, 20 February 20, 201 $ 0.62°¢
December 31, 20: May 15, 201 $ 0.62¢

ITEM 6. SELECTED FINANCIAL DATA

Table 3 presents selected financial data for thiagie indicated (amounts in thousands, except Ipgnesdata).
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TABLE 3

2014 2013 2012 2011 2010
Total interest incom $ 18,13} 18,45:¢ 19,35:¢ 20,49¢ 25,21
Total interest expens 2,78¢ 3,52 4,78¢ 6,362 9,20z
Net interest incom 15,34¢ 14,93( 14,56¢ 14,13: 16,00¢
Provision for loan losse 51t 30C 43C 44t 7,291
Net interest income after provision for loan los 14,83: 14,63( 14,13¢ 13,681 8,71¢
Noninterest incom 1,81¢ 1,94( 1,01¢ 1,18¢ 3,081
Noninterest expens 14,00( 13,84¢ 13,17¢ 13,65: 18,04
Income before income tax 2,652 2,72¢ 1,97¢ 1,21¢ (6,247
Income tax expense / (bene 1,01« 1,04: 577 18¢ (1,53
Net income (loss $ 1,63¢ 1,681 1,402 1,03( (4,709
Per Common Share Data:
Net income / (loss), bas $ 0.01 0.0z 0.0z 0.0¢ (0.79)
Net income / (loss), assuming diluti 0.01 0.0z 0.0z 0.0t (0.79)
Cash dividends pai - - - - -
Book value 3.8¢ 3.8¢€ 4.01 3.8¢ 3.5¢
Tangible book value(1 3.8¢ 3.8t 4.01 3.8¢ 3.5t
Financial Condition Data:
Assets $ 415,74 432,22: 443,44t 422,65 441,49¢
Loans, net of unearned interest and allow: 291,86 286,23 270,85( 260,36! 276,11!
Cash and investmer 105,06 119,41 137,86( 127,33. 133,65:
Federal funds sol - - - - -
Deposits 308,65¢ 341,41: 344,88: 314,04: 355,44
FHLB advances and other borrowir 36,00( 26,74( 37,17t 43,04 54,71t
Federal funds purchased and repurchase agree 29,41( 22,97« 19,581 29,39: 24,32t
Shareholder equity 40,66 40,13¢ 40,88¢ 35,20¢ 25,81¢
Tangible sharehold€’ equity(1) 40,66: 40,13: 40,87¢ 35,18t¢ 25,78:
Selected Ratios
Interest rate spree 3.7% 3.64% 3.61% 3.3t% 3.24%
Net interest margin(z 3.9(% 3.8(% 3.85% 3.55% 3.4%
Return on average ass 0.3% 0.3%% 0.34% 0.24% (0.99%
Return on average equi 4.0% 4.12% 3.7¢% 3.4% (15.79%
Return on average tangible equity 4.04% 4.12% 3.7¢% 3.41% (15.8)%
Average equity to average ass 9.65% 9.51% 8.94% 6.91% 5.95%
Common stock dividend payout ra N/A N/A N/A N/A N/A
Ratio of nonperforming assets to total as 2.61% 3.82% 5.94% 6.26% 5.9%%
Ratio of allowance for loan losses to nonperformoans 121.9% 89.8% 102.2t% 93.9(% 66.9¢%
Ratio of allowance for loan losses to total averiagas, net
of unearned incom 1.1% 1.15% 2.28% 2.71% 2.92%

(1) Tangible shareholde’ equity is shareholde’ equity less goodwill and intangible ass:

(2) Net interest margin is the net yield on inte-earning assets and is the difference betweemtheekt yield earned on interest-earning

assets less the interest rate paid on in-bearing liabilities
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GAAP Reconciliation and Management Explanation ofoN-GAAP Financial Measures

Certain financial information included in Cornersts summary of consolidated financial data is deteechiby methods other than
accordance with U.S. generally accepted accoumtiimgiples (“GAAP”). These non-GAAP financial meass are tangible book value p
common share,” “tangible shareholders’ equity,” dreturn on average tangible equity.” Managememsuthese noGAAP measures in i
analysis of Cornerstone’s financial performance.

* “Tangible book value per common shaigtlefined as total equity reduced by recordedepredl stock, goodwill and other intangible as
divided by total common shares outstanding. Thissuee is important to investors interested in cbarfgom period-tgeriod in boo
value per common share exclusive of changes imgiltde assets. Goodwill, an intangible asset thaketorded in a purchase busil
combination, has the effect of increasing totalkbwalue while not increasing the tangible asseta abmpany. For companies, sucl
Cornerstone, that have engaged in business condrieapurchase accounting can result in the rengrdf significant amounts of goodv
related to such transactiol

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

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

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

TABLE 4
At and for the Fiscal Years Ended December 3:
2014 2013 2012 2011 2010

Number of common shares outstanc 6,627,39 6,547,07. 6,500,39! 6,500,391 6,500,39!
Total stockholder equity $40,662,10 $40,133,72 $40,886,83 $35,208,30. $25,819,15
Less: preferred stock 14,964,30 14,892,92 14,821,54 9,899,54 2,727,42.
Book value $25,697,79 $25,240,80 $26,065,29 $25,308,76  $23,091,72
Book value per common shart $ 3.8 $ 3.8¢ $ 401 $ 3.8 $ 3.5¢
Book value $25,697,79 $25,240,80 $26,065,29 $25,308,76  $23,091,72
Less: goodwill and other intangible assets - 2,42 10,53( 22,48 37,31,
Tangible book valu $25,697,79 $25,238,37. $26,054,76  $25,286,27.  $23,054,41
Effect of intangible assets per common shai $ - $ 01 % - $ - $ -
Tangible book value per common shar: $ 3.8 % 38 % 401 $ 3.8 $ 3.5¢
Net income / (loss $ 1,638,28 $ 1,680,800 $ 1,402,06. $ 1,030,05. $(4,707,52)
Average equity 40,567,00  40,764,00 37,115,000  29,740,00 29,820,00
Return on average equity 4.04% 4.172% 3.7¢% 3.4€% (15.79%
Average equity $40,567,00 $40,764,000 $37,115,00 $29,740,000 $29,820,00
Less: goodwill and other intangible assets - 2,421 10,53( 22,48 37,31,
Average tangible equil $40,567,00 $40,761,57 $37,104,47 $29,717,51.  $29,782,68
Effect of intangible asset: 0.0(% 0.0(% 0.0(% (0.00)% (0.02%
Return on average tangible equity 4.00% 4.12% 3.7¢% 3.47% (15.80)%
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ITEM7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL C ONDITION AND RESULTS OF OPERATIONS
Forward-Looking Statements

Cornerstone Bancshares, Inc. (“Cornerstomady from time to time make written or oral statetseincluding statements contained in
report (including, without limitation, certain stabents in “Managemeist’ Discussion and Analysis of Financial Conditiord @&esults ¢
Operations” (MD&A) in Item 7), that constitute foanddooking statements within the meaning of Sectiok 2f the Securities Exchange ,
of 1934 (the “Exchange Act”). The words “expectdnticipate,” “intend,” “consider,” “plan,” “believé “seek,” “should,” “estimate,”anc
similar expressions are intended to identify sumtwérd-looking statements, but other statements oaagtitute forwardeoking statement
These statements should be considered subjectriousarisks and uncertainties. Such forwadking statements are made based
management’s belief as well as assumptions madanuyinformation currently available to, managemmnsuant to “safe harboprovision:
of the Private Securities Litigation Reform Act 8895. Cornerstons’ actual results may differ materially from theules anticipated i
forward4ooking statements due to a variety of factors.hSactors include, without limitation, those spegfly described in Iltem 1A of Par
of this Annual Report on Form 1K; as well as the following: (i) the possibilithat our asset quality would decline or that we expee
greater loan losses than anticipated, (ii) higkelewf other real estate, primarily as a resufboéclosures, (iii) the impact of liquidity needs
our results of operations and financial conditifim), competition from financial institutions andhetr financial service providers, (v) econo
conditions in the local markets where we operatg,tfie impact of obtaining regulatory approvalgorio the payment of dividends, (vii) 1
impact of our Series A Preferred Stock on net ineawailable to holders of our Common Stock andirgsnper common share, (viii) 1
impact of negative developments in the financiaustry and U.S. and global capital and credit matkigx) the impact of recently enac
legislation on our business, (x) the relativelyagee credit risk of residential construction anddalevelopment loans in our loan portfolio,
adverse impact on operations and financial conditiee to changes in interest rates, (xii) our ghib obtain additional capital and, if obtain
the possible significant dilution to current shanelers, (xiii) the impact of federal and state dagons on our operations and finan
performance, (xiv) whether a significant deferrad asset we have can be fully realized, (xv) oulitglto retain the services of key person
(xvi) the impact of Tennessee’s atdkeover statutes and certain charter provisiongatential acquisitions of the holding companyi,iijxeur
ability to adapt to technological changes, andixthe impact of business combinations. Many daftstactors are beyond Cornerstanability
to control or predict, and readers are cautiongdta@ut undue reliance on such forwdodking statements. Cornerstone does not inte
update or reissue any forwalabking statements contained in this report assalt®f new information or other circumstances thaty becom
known to Cornerstone.

Introduction and Recent Developmen

On December 8, 2014, Cornerstone announced thangigh a definitive agreement to merge with Smar#ficial, Inc., which would creatt
combined company that will operate under the namarf-inancial, Inc. Under the terms of the agredpeach outstanding share of comt
stock of SmartFinancial will be converted into 4stares of Cornerstone common stock, subject tstdgnt based on an anticipated rey
stock split of Cornerstong’common stock, which is expected to adjust the tat1.05 shares of Cornerstone common stock doh eshare «
SmartFinancial common stock. Additionally, eachstanding share of SmartFinancial preferred stock @ converted into a share
Cornerstone preferred stock with similar rights gnefferences. Current holders of Cornerstergeferred stock will be asked to vote ol
amendment to Cornerstosetharter to allow Cornerstone to redeem its ondfitey preferred stock prior to the completion oé timerger
Completion of the merger is subject to a numberarfditions, including approval by bank regulatowgherities and both SmartFinanceknc
Cornerstone’s shareholders.

24




Cornerstone is a bank holding company and the pammpany of the Bank, a Tennessee banking coiiparathich operates primarily in a
around Chattanooga, Tennessee. The Bank has fiveeiwvice banking offices located in Hamilton Couritgnnessee, and one loan produc
office located in Dalton, Georgia. The Basldusiness consists primarily of attracting depds@m the general public and, with these and 1
funds, originating real estate loans, consumerdphasiness loans, and residential and commermiataiction loans. The principal source
income for the Bank are interest and fees colleotedbans, fees collected on deposit accounts,irstrdest and dividends collected on o
investments. The principal expenses of the Bankraegest paid on deposits, employee compensatidrbanefits, office expenses, and o
overhead expenses.

The following is a discussion of Cornerstone’s fioial condition at December 31, 2014 and DecemibeRB13, and Cornerstorsefesults ¢
operations for each of the thrgears ended December 31, 2014, 2013 and 2012.drpese of this discussion is to focus on inforntatidou
Cornerstones financial condition and results of operations chhis not otherwise apparent from the consoliddieaincial statements. T
following discussion and analysis should be reamh@lwith Cornerstone’ consolidated financial statements and the relatads include
elsewhere herein.

Review of Financial Performance

As of December 31, 2014, Cornerstone had totalalmlaed assets of approximately $416 million, tddans of approximately $295 millic
total deposits of approximately $309 million anecstholders’ equity of approximately $41 million. Cornerstonerresl net income
approximately $1.6 million for 2014 compared to mebme of approximately $1.7 million for 2013 agproximately $1.4 million for 2012.

Results of Operation

Net Interest IncomeNet interest income represents the amount by wihiignest earned on various earning assets excetigst paid ¢
deposits and other interest-bearing liabilitiest id&erest income is also the most significant cormgnt of Cornerstong’earnings. For the ye
ended December 31, 2014, Cornerstone recordechteeest income of approximately $15,348,000, whiegtulted in a net interest margir
3.90%. For the year ended December 31, 2013, Cornersemueded net interest income of approximately $10L@®0, which resulted in a 1
interest margin of 3.80%. For the year ended Deeertt, 2012, Cornerstone recorded net interestmicof approximately $14,568,0!
which resulted in a net interest margin of 3.85%.

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

Yields Earned on Average Earning Assets
Rates Paid on Average Intel-Bearing Liabilities
Years Ended December &

(In thousands 2014 2013 2012
Interest Interest Interest
Average Income/ Yield/ Average Income/ Yield/ Average Income/ Yield/

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

Loans(1)(2, $ 293,70¢ $ 16,69( 5.66% $ 278,97' $ 16,70¢ 5.99% $ 268,82¢ $ 17,28¢ 6.4%%

Investment securities(: 89,11« 1,41¢ 1.72% 98,10¢ 1,69¢ 1.94% 89,58 2,00¢ 2.52%

Other earning asse 13,61¢ 31 0.25% 20,74¢ 54 0.2€% 27,01( 6C 0.22%
Total interes-earning assel 396,43 18,137 4.6(% 397,83 18,45: 4.6%  385,42! 19,35: 5.09%
Allowance for loan losse (3,289 (4,547 (6,140
Cash and other assets 27,35( 35,40¢ 35,75¢
Total asset $ 420,50: $ 428,69 $ 415,04

TOTAL LIABILITIES AND EQUITY
Interes-bearing liabilities

Deposits:
NOW account: $ 2692 $ 4c 0.15% $ 26,19¢ $ 5E 0.21% $ 26/48: $ 87 0.32%
Money market / saving 82,90: 27: 0.32% 88,91: 41¢ 0.47% 62,95¢ 46( 0.7%%
Time deposit: 157,11. 1,42¢ 0.91% 165,74t 1,76¢ 1.0% 187,73 2,471 1.32%
Total interes-bearing deposit 266,93t 1,741 0.65% 280,85t 2,24( 0.8(%  277,17: 3,01¢ 1.09%
Securities sold under agreement to repurc 22,02¢ 8t 0.3%% 22,04 74 0.34% 21,31: 94 0.4%%
Other borrowing: 30,84¢ 964 3.1%% 31,63« 1,20¢ 3.82% 39,28: 1,67¢ 4.26%
Total interes-bearing liabilities 319,80 2,79( 0.87% 334,53: 3,52¢ 1.05% 337,76¢ 4,78¢ 1.42%
Net interest spree 3.7% 3.64% 3.67%
Other liabilities:
Demand deposit 59,21¢ 51,61« 39,93¢
Accrued interest payable and other liabilit 91C 1,78t 222
Stockholders' equity 40,56° 40,76¢ 37,11
Total liabilities and stockholders' equ $ 420,50: $ 428,69: $ 415,04:
Net interest margi $ 15,34 3.9(% $  14,93( 3.8(% $  14,56¢ 3.85%

(1) Interest income on loans includes amortizatibdeferred loan fees and other discounts of $86sand, $176 thousand, and $168 thousan
for the fiscal years ended December 31, 2014, 20182012, respectively.

(2) Nonperforming loans are included in the compaiteof average loan balances, and interest incom&uch loans is recognized on a cash
basis.

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

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

(2 The net interest margin increased 10 basis poirus f3.80% as of December 31, 2013 to 3.90% as afe@ber 31, 2014. T
improvement in the net interest margin was pringadiérived from the decrease in total intetesaring liability expense. Over the last
years, Cornerstone has been able to reduce itmsxpe local deposits as well as the expense iedurom Federal Home Loan Be
(FHLB) advances and other borrowings. The Bank tdlle an opportunity to further decrease interestscin FHLB advances duri
2015, as $10 million of lonterm advances mature. Management anticipates atreduin interest cost of approximately 300 basimis o
$300 thousand annually. The new advances will lmet$érm in nature, 12 months or less, but will alldve Bank to improve its r
interest margin and will still allow managemenptsition the balance sheet for interest rate figktérest rates rise in the near futt

(2 As of December 31, 2014, the Baskban portfolio yield decreased from 5.99% as et®&nber 31, 2013 to 5.68% as of Decembe
2014. The decline in loan portfolio yield is prirtamattributable to the competition in Cornerstaménding market. Despite the declin
loan yield, the Bank was able to generate appraelpdahe same in interest income as in 2013. In32@ie Bank earned approximai
$16,705,000 in interest income and in 2014 the Beenkied approximately $16,690,000 in interest ireollanagement anticipates 1
2015 could be very similar. Management believesidaa portfolio will continue to increase in 2013%owever, a lower loan yield cot
result as well

(2 As of December 31, 2014, the Baskhvestment portfolio resulted in a yield of 1.72&mpared to 1.94% as of December 31, 201:
2.53% as of December 31, 2012. The decline in tnvest yield is primarily attributable to the rediactin the Banks municipal securitie
During this threegear period, the Bank elected to realize a sigaifigortion of its unrealized gain in the municipaltfolio. The total gai
realized during the thregear period is approximately $1.4 million. The audial revenue from these transactions was uséaapty, tc
address elevated foreclosed asset expenses. Mamaigérlieves the size of the investment portfoicappropriate given the Bark
anticipated increase in loans during 2015. Howewemagement does not see significant opporturii@mprove the investment portfo
yield until interest rates increase. At that poagproximately 74% of the investment portfolio, welhis comprised of floating rate mortg:
backed securities, will increase in yield. Finallye Bank will continue to use the investment pgiaf for liquidity and pledging purpos
with the State of Tennessee Collateral Pool, cpoedent bank lines and to secure repurchase agniéemes of December 31, 2014,
Bank’s securities portfolio was invested 89.22% in Whi8ates Government agency or sponsored agencyitees;u8.19% in municip:
general obligation securities and the remainin@%5n FHLB stock
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[ During 2014, the Bank was able to reduce its tdégdosit cost from 0.80% as of December 31, 201866% as of December 31, 20
This decrease was in part due the Bank consistendligitoring local market conditions and adjustimgerest rates on deposits w
appropriate. The Bank did experience a declinevarage total interediearing deposits to approximately $267 million &®ecember 3:
2014 from approximately $281 million as of DecemB&r 2013. The most significant decline occurrethenBanks time deposit accoun
Average time deposits decreased by approximatelyn#ifon from the December 31, 2013 total of approately $166 million t
approximately $157 million as of December 31, 20#&nagement is currently reviewing liquidity andodsit gathering opportunities
not only address the need to increase total deplositalso provide the best solutions to addrassdunterest rate ris!

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

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

The tables describe the extent to which changé@sténest rates and changes in volume of interestigg assets and interdstaring liabilitie:
have affected Cornerstone’s interest income anéres@during the periods indicated. For each cayegfointerest-earning assets and interes
bearing liabilities, information is provided as ¢hanges attributable to change in volume (changeinme multiplied by current rate) &
change in rates (change in rate multiplied by eaurvelume). The remaining difference has been atked to mix.

TABLE 6
INTEREST INCOME AND EXPENSE ANALYSIS
Year Ended December 2
2014 Compared to 20!
Net

(In Thousands) Volume Rate Mix Change
Interest income

Loans (1)(2 $ 837 $ 911 $ 58 $ (15)

Investment securitie (15%) (19¢) 73 (27¢)

Other earning assets (16) (4) (3 (23)
Total interest incom 66€ (1,117 12¢ (31€)
Interest expenst

NOW account: 1 (16) - (15

Money market and savings accou (20 (11¢) (20 (14¢€)

Time deposit: (79 (257) (8) (339

Other borrowing: (25) (213) @) (24%)

Securities sold under agreement to repurchase - 11 - 11
Total interest expense (129) (58E) (25) (739)
Change in net interest income (expense) $ 417

(1) Loan amounts include interest income recognized oash basis on nonaccrual lo
(2) Interest income includes the portion of loan fegnized in the respective peric
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TABLE 7
INTEREST INCOME AND EXPENSE ANALYSIS

Year Ended December 2
2013 Compared to 20!

Net

(In Thousands) Volume Rate Mix Change
Interest income

Loans (1)(2 $ 60t $ 1,227 $ 3B % (589

Investment securitie 16E (579 104 (310

Other earning assets (16) 8 2 (6)
Total interest incom 757 (1,799¢) 141 (900
Interest expenst

NOW account: (D] (32) - (32

Money market and savings accou 122 (231) 68 (42)

Time deposit: (235) (419 (56) (705)

Other borrowing (292) (139) (33 (469

Securities sold under agreement to repurchase 2 (22) - (20)
Total interest expense (409) (837) (22) (1,267)
Change in net interest income (expense) $ 362

(1) Loan amounts include interest income recognized ocash basis on nonaccrual lo
(2) Interest income includes the portion of loan fegnized in the respective peric

Provision for Loan Lossed he provision for loan losses represents a chargarmings necessary to establish an allowandedorlosse
that, in managemerst’evaluation, should be adequate to provide coeefagthe inherent losses on outstanding loans.prheision for loa
losses amounted to $515 thousand for the year eddedmber 31, 2014 compared to $300 thousand éoy¢lar ended December 31, 2(
Cornerstone maintains policies and procedures tesestimate the allowance for loan losses whichpaméodically reviewed by regulato
Refer to additional documentation on the allowafareloan losses immediately prior to Table 17. Ehare factors beyond Cornerstane’
control, such as conditions in the local and nati@tonomy, which may negatively impact Cornerstemasset quality. The measurement:
approximations which may require additional prowmis to loan losses based upon changing circum&ascg/hen additional informati
becomes available or known. Other matters relatrte changes in provision for loan losses arseured below:

|2 In 2014, Cornerstone increased its allowance fan llosses account to provide an adequate allowfantlee increase in outstanding lo¢
First, Cornerstone recognized $515 thousand ofigi@v expense. Second, for the twelve months efEember 31, 2014, Cornerst
received approximately $1.4 million in recoveriddaans previously charged off. The provision exgemand recoveries were offset v
existing loan charge offs totaling approximately.@million. Cornerstone’s net chargés were approximately $200 thousand. -
relatively low net chargeff amount allowed Cornerstone to increase itsvalace for loan losses with only $515 thousand wvigior
expense. Management believes that its allowanchadetogy and the inputs used in the estimationgsea@re appropriate and consis
with generally accepted accounting principles ardragency policy statements published by the 's regulatory agencie

(2 To address the problem credits in the Barlkan portfolio, a Special Asset Committee wasiter@ in 2008. The Committee continue
meet at least monthly to review problem loans. Thenmittee coordinates various activities acrosdiplaldepartments in the Bank, si
as reviewing loan grades assigned by the Batdadn review department and overseeing the denaopand review of action plans t
identify possible strategies to minimize the Banlisses. The early detection and proactive rasalyrrocess serves to assist custome
the current economic environment while potentialipimizing the Ban’s losses

Noninterest Incomeltems reported as noninterest income include sereitarges on checking accounts, insufficient fuckiarges
automated clearing house (ACH) processing feestiamdanks secondary mortgage department earnings. Incréasesome derived frol
service charges and ACH fees are primarily a fonctif the Banks growth while fees from the origination of mortgdgans will often refle:
market conditions and fluctuate from period to peri

Table 8 presents the components of noninterestriador the years ended December 31, 2014, 2012@t@I (in thousands).
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TABLE 8

2014 2013 2012
Customer service fet $ 85C % 821 % 802
Other noninterest incomr 57 63 64
Net gain from sale of securiti 70C 652 -
Net gain from sale of loans & other ass 212 404 152
Total noninterest income $ 1,81¢ $ 1,94C $ 1,01¢

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

|2 The Bank was able to slightly increase its custogsevice fees during 2014. Management performeelarel during 2014 to ensure
service charges were appropriate when comparether inancial institutions in our market. Managermanticipates a slight increase
customer service fees in 2015, when compared td,285the new fee schedule is in effect for theegear.

|2 In 2014 and 2013, the Bank elected to liquidatedign of its municipal securities portfolio to ®lkadvantage of market conditions
offset losses associated with the disposal of fosed assets. These realized gains have assigtdshtik in reducing its foreclosed as
from approximately $20 million as of December 3212 to approximately $8 million as of December Z114.

= The Bank actively seeks opportunities to lendulgitothe Small Business Administration (SBA) lendprggrams. As a result of this eft
the Bank is able to generate fees and improveoitsnterest income. In 2013, the Bank was able dgeclseveral SBA loans and gene
approximately $404 thousand in fees. In 2014, thekBdid not have as many loan opportunities. Tloeeefthe amount of fees gener:
were closer to historic levels as seen in 2012. Bapk continues to look for these opportunitiesriorease it noninterest income

provide lending to customers and our community.

Noninterest Expensdtems reported as noninterest expense includeisaland employee benefits, occupancy and equipergense

depository insurance, net foreclosed assets ex@emnsether operating expenses.

Table 9 presents the components of noninteresinsepier the years ended December 31, 2014, 2013@kRI(in thousands).

TABLE 9
2014 2013 2012

Salaries and employee bene $ 7,05¢ $ 6,555 $ 6,32
Net occupancy and equipment expe 1,231 1,33t 1,447
Depository insuranc 64C 64E 804
Foreclosed assets, r 1,84: 2,00z 1,101
Other operating expenses 3,23: 3,30¢ 3,49¢

Total noninterest expense $ 14,000 $ 13,84t $ 13,17¢

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

= Salaries and employee benefits have increased 2Bit2 as the Bank continues to address employdeotdising adjustments. Prior
2013, the Bank had not increased salary expenseofdrof living adjustments for three years. Funihgre, Cornerstone elected no

contribute to the 401(k) plan. Cornerstone hopexdtiress this issue in the near fut
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= Management continues to evaluate occupancy angmguit expense components to determine if cost gadan be realized. The B:
has been able to reduce this cost by approxim&2ly thousand when comparing 2014 to 2012. Managebatieves the 2014 amou
will remain constant or slightly decrease as thalBaurchases its Miller Plaza branch facilities amgeriences lower operating expens
compared to rent expense amou

(2 The Banks depository insurance has decreased from apprtedyn$804 thousand in 2012 to approximately $646usand in 201
Cornerstone has been able to reduce this experisges/ements have been made in the Bamsset quality and regulatory perform
ratings. Management anticipates that the 2015 deppsnsurance amount will be similar to the ambuecorded in 2014. The Ba
anticipates a reduction in this expense as assditygand ratings continue to improy

= In 2014, as with prior years, the Bank experiengledtated amounts of foreclosed asset expense. Maray sees this expense item ¢
greatest opportunity to improve earnings in ther fieire. The Bank has been able to reduce it<fosed assets from approximately
million as of December 31, 2012 to approximatelynfiion as of December 31, 2014. Management guateis that the Bank'foreclose
asset expense will remain elevated during 2015asagement attempts to reduce this balance fui

Income Tax Expense

[ The difference between Cornerstan@xpected income tax expense, computed by muftgplincome before income taxes by statu
income tax rates, and actual income tax expensenmrily attributable to new market tax credits federal and state purposes, tax ext
loans and tax exempt securiti

Financial Condition

Overview-Cornerstones consolidated balance sheet reflects significhahges over the last two years. During 2014, tdaéts decreas
approximately $16 million or 3.81% from approximgt&432 million as of December 31, 2013 to appraadety $416 million as of Decemt
31, 2014. The decrease was derived primarily frodeerease in cash and cash equivalents from appatedy $24.9 million as of Deceml
31, 2013 to approximately $15.5 million as of Debem31, 2014 and a decrease in foreclosed assatsapproximately $12.9 million as
December 31, 2013 to approximately $8.0 millioroBBecember 31, 2014. The total decrease in cagdltash equivalents is primarily rela
to a decrease in deposits that is described iril det@iables 23 and 24. Foreclosed assets decrehsedo a strategic initiative to move non
earning assets off the balance sheet. Total loameased approximately $6 million or 2.05% fromragpnately $289 million as of Decemi
31, 2013 to approximately $295 million as of DecemB1, 2014. Finally, stockholdersfuity increased approximately $1 million or 1.%
from approximately $40 million as of December 3212 to approximately $41 million as of December Z114.

InvestmentsThe Banks investment portfolio totaled approximately $90liom or 21.54% of total assets as of December Z114
compared to a total of approximately $95 million2dr.88% of total assets as of December 31, 2018.r&tluction in the investment portfc
resulted from the Bank liquidating a portion ofritsinicipal inventory to offset foreclosed assetenge.

The portfolio is accounted for in two classificat® “Held to Maturity” and “Available for SaleThe Bank also has an investment in Fel
Home Loan Bank stock. The objective of the Bankivestment policy is to invest funds not otheemieded to meet the loan demand ¢
Bank’s market area and to meet the following five olijest Gap Management, Liquidity, Pledging, Retanmg Local Community Support.
doing so, the Bank uses the portfolio to providectire and liquidity that the loan portfolio cahndhe management investment comm
balances the market and credit risks against thengial investment return, ensures investmentsanepatible with the pledge requirement
the Banks deposit of public funds, maintains compliancehwégulatory investment requirements, and ass@&isws public entities with the
financing needs. The management investment conerigtauthorized to execute security transactionshi® investment portfolio based on
decisions of the Directors Asset Liability CommittéALCO). All investment transactions occurring cgnthe previous ALCO meeting .
reviewed by the ALCO at its next quarterly meetiirg,addition to the entire portfolio. The investrhgrolicy allows portfolio holdings -
include short-term securities purchased to prothéeBank’s needed liquidity and longierm securities purchased to generate stable inéor
the Bank during periods of interest rate fluctuasgio
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Table 10 presents the carrying value of the Bainkisstments at the dates indicated. Available & securities are carried at fair market v
and securities held to maturity are held at theokbvalue (amounts in thousands).

TABLE 10
Investment Portfolic
Years Ended December :

Securities available for sale: 2014 2013 2012
U.S. Government agency obligatic $ 56 $ 3,481 $ 4,01¢
Mortgagebacked securitie 79,29¢ 73,47¢ 48,44
State and political subdivisions 7,331 15,24¢ 23,63¢

Totals 87,19! 92,20¢ 76,09°
Securities held to maturit
Mortgage-backed securities 25 34 45

Totals 25 34 45
Federal Home Loan Bank stock, at cost 2,328 2,328 2,32:
Total Investments $ 89,54. $ 94,56¢ $ 78,46

[ Management anticipates the Bamkhvestment portfolio to remain at year end 20dvkls to provide an appropriate investment to
asset percentag

I2 A second objective of the security portfolio ispmvide adequate collateral to satisfy pledgingunegments with the State of Tennes
collateral pool, the Federal Home Loan Bank, repase agreements and correspondent banks. As ofribece31, 2014, the Bank f
pledged securities with a market value of approxaiya$69 million and unpledged securities with arke# value of approximately $
million.

For December 31, 2014, tables 11 and 12 presenbdb& value of the Bank's investments, the weighaedrage yields on the Bar
investments and the periods to maturity of the Baitkvestments for the “Securities Available foteSand the “Securities Held to Maturity,”
respectively. Tables 13 and 14 present this inftiondor December 31, 2013.

TABLE 11 (amounts in thousands)

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

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

Securities available for sal Amount Yield (1) Amount Yield (1) Amount Yield (1) Amount Yield (1)
U.S. Government agenci $ = - 8 = - 8 56( 1.18% $ = =
Mortgage-backed securities (¢ - - 7 5.2(% 5,02: 1.8%% 74,10¢ 1.27%
Tax-exempt municipal bonc - - 89¢ 6.21% 2,271 5.03% 3,85¢ 4.31%

Totals $ - - $ 90¢€ 6.20% $ 7,85¢ 27% $ 77,96: 1.45%
Total Securities Available for Sa  $ 86,72( 1.58%

(1) The weighted average yields on-exempt securities have been computed on-equivalent basi
(2) Mortgages are allocated by maturity and not amexd
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TABLE 12 (amounts in thousands)

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

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

Securities held to maturii Amount Yield(1) Amount Yield (1) Amount Yield (1) Amount Yield (1)
Mortgage-backed securities (. $ - - $ 6 2.0¢% $ 14 1.5:% $ 5 2.8t%

Totals $ - - 8 6 2.09% $ 14 1.5% $ 5 2.86%
Total Securities Held to Maturit 25 1.92%
Federal Home Loan Bank stock,
cost $ 2,32t 4.9¢%
Total Investments $ 89,06¢ 1.67%

(1) The weighted average yields on-exempt securities have been computed on-equivalent basi
(2) Mortgages are allocated by maturity and not amext

TABLE 13 (amounts in thousands)

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

Less than 1 yes 1to 5 year: 5 to 10 year: Over 10 year:
Weighted Weighted Weighted Weighted
Avg. Avg. Avg. Avg.
Securities available for sale: Amount Yield (1) Amount Yield (1) Amount Yield (1) Amount Yield (1)
U.S. Government agenci $ - - 9 - - 8 - - % 3,43¢ 1.02%
Mortgage-backed securities (¢ - - - - 13 5.47% 73,44 1.16%
Tax-exempt municipal bonc - - 1,26¢ 6.0£% 4,231 4.4€% 9,40¢ 5.21%
Totals $ - - $ 1,26¢ 6.0¢% $ 4,25( 4.4¢% $ 86,28: 1.6(%
Total Securities Available for Sa  $ 91,79¢ 1.7%

(1) The weighted average yields on-exempt securities have been computed on-equivalent basi
(2) Mortgages are allocated by maturity and not amext
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TABLE 14 (amounts in thousands)

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

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

Securities held to maturii Amount Yield(1) Amount Yield (1) Amount Yield (1) Amount Yield (1)
Mortgage-backed securities (. $ - - $ 7 1.92% $ 1€ 1.8(% $ 11 1.5%

Totals $ - - 8 7 1.92% $ 1€ 1.8(% $ 11 1.506
Total Securities Held to Maturit 34 1.7/%
Federal Home Loan Bank stock,
cost $ 2,328 4.1e%
Total Investments $ 94,15¢ 1.85%

(1) The weighted average yields on-exempt securities have been computed on-equivalent basi
(2) Mortgages are allocated by maturity and not amext

Lending-All lending activities of the Bank are under theedt supervision and control of the Directors L&mmittee (DLC). The DL
is comprised of three members of management aedridependent directors that serve only in a direcapacity and are not employees o
Bank. Also present at meetings of the committeetta@dloan review officer and other lending officess required. This oversight commi
enforces loan authorizations for each officer, nsdk@ding decisions on loans exceeding such limétdsews and oversees problem credits,
determines the allocation of funds for each lendiatggory.

At December 31, 2014 and 2013, Cornerstone’s rat fmortfolio constituted approximately 70.2% and266 of Cornerstone’total asset
respectively.

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

TABLE 15

Loan Portfolio Compositio

Years Ended December &
(In thousands 2014 2013 2012 2011 2010

Amount Percen Amount Percen Amount Percen Amount Percen Amount Percen

Commercial, financial an
agricultural $ 37,86 12.82% $ 38,99¢ 13.4% $ 40,14 14.4% $ 37,45¢ 13.9% $ 51,16( 17.9%
Real estat— constructior 34,44¢ 11.6€% 41,59° 14.3% 38,557 13.92% 31,03: 11.5% 29,84¢ 10.4€%
Real estat— mortgage 76,907 26.0% 76,31" 26.31% 71,19¢ 25.7(% 70,54 26.3% 71,87¢ 25.2(%
Real estat— commercia 143,16¢ 48.4% 129,79¢ 44.8%% 125,17. 45.1% 126,05 47.08%% 129,03: 45.2%
Consumer loans 2,97 1.01% 2,73( 0.95% 1,927 0.7(% 2,67¢ 1.0(% 3,33( 1.17%
Total Loans $ 295,36 100.0(% $ 289,44( 100.0(% $ 276,99: 100.0(% $ 267,76! 100.00% $ 285,24 100.0(%

Significant matters relating to the changes inl¢la@ portfolio composition are presented below:

(2 During 2014, the Bank experienced a decrease Irestate construction loans and an increase inestate commercial loans as the Ic
were converted from construction to permanent fiivan Management anticipates that this trend wdhtmue into 2015 as t
Chattanooga, TN market continues to remodel exjgtioperties or build new projects. These typegrojects allow the Bank to assis
building the community and creates an opporturotyaf long term relationshij

Table 16 presents the scheduled maturities ofciesl in Cornerstongloan portfolio as of December 31, 2014 basechein tontractual tern
to maturity. Overdrafts are reported as due in thas one year. Loans unpaid at maturity are retisgd based on current market rates
terms.

33




TABLE 16

Loans Maturing
Yeal-end Balance as of December 31, 2

(In thousands) Less than 1to5 Over 5
One Yeal Years Years Total

Commercial, financial and agricultul $ 2455¢ $ 11,43¢ $ 1,86 $ 37,86!
Real estat~ constructior 23,15 11,03¢ 26C 34,44¢
Real estat— mortgage 9,052 40,50( 27,35t 76,907
Real estat— commercia 19,88¢ 91,59 31,68¢ 143,16¢
Consumer 1,38¢ 1,58¢ - 2,97

Total Loans $ 78,04( $ 156,15¢ $ 61,16¢ $ 295,36«

Types of Loans

Commercial, Financial and Agricultural Loan§he Bank’s commercial loan portfolio is comprisddcommercial, industrial, and non-
farm nonfesidential loans, hereinafter referred to as comiakloans (excluding commercial construction IgarThese installment loans :
lines of credit are extended to individuals, parshégs and corporations for a variety of businesp@ses, such as accounts receivable
inventory financing, equipment financing, businegpansion and working capital. The following isist bf terms imbedded in the Bask’
commercial loan portfolio:

= The terms of the Bank's commercial loans generalige from ninety days to a fifteen year amortmativith a five year balloor

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

= Loans secured by marketable equipment are reqtarbd amortized over a period not to exceed 60 hwo

= Generally, loans secured by current assets suéhvaatory or accounts receivable are structuredeaslving lines of credit wit
annual maturities

= Loans secured by chattel, mortgages and accowd/able may not exceed 85% of their market ve
= Loans secured by listed stocks, municipal bondsnamiial funds may not exceed 70% of their markétev:

= Unsecured short-term loans and lines of credit nuset criteria set by the BamkLoan Committee. Current financial statem
support all commercial loans, and such financitieshents are updated annus

=  Substantially all of the Bank's commercial loans secured and are guaranteed by the principatedidrrower

Real Estate: Construction Loan¥he Bank makes residential construction loans toeswccupants and to persons building reside
properties for resale. The Bank has two main aoéa®nstruction loans: one is to residential resithee developers for speculative or cus
singlefamily residential properties, and the other is dostom commercial construction projects with gutead takeout provisior
Construction loans are usually variable rate laaasle for terms of one year or less, but extensiapermitted if construction has contin
satisfactorily, the loan is current and other ainstances warrant the extension. Construction laam$imited to 80% of the appraised valu
the lot and the completed value of the proposedtire.

Construction financing generally is considered riwolve a higher degree of credit risk than permameartgage financing of resideni
properties, and this additional risk usually ideefed in higher interest rates. The higher risloe$ on construction loans is attributable in¢
part to the fact that loan funds are estimatedaahdnced upon the security of the project undesttoction, which is of uncertain value pi
to the completion of construction. Moreover, beeaa$ the uncertainties inherent in estimating cwmsion costs, delays arising from la
problems, material shortages and other unpredetadtingencies, it is relatively difficult to acetely evaluate the total loan funds require
complete a project and to accurately evaluate ¢fetad loan-toralue ratios. If the estimates of construction €aatd the saleability of t
property upon completion of the project prove toih&ccurate, the Bank may be required to advanodsflbeyond the amount origine
committed to permit completion of the project.Hetestimate of value proves to be inaccurate, trekBnay be confronted, at or prior to
maturity of the loan, with a project whose valuinsufficient to assure full repayment.
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The Bank's underwriting criteria are designed tal@ate and minimize the risk of each constructioanl Among other items, the Bz
considers evidence of the availability of permarfargncing or a take@ut commitment to the borrower, the financial sgythnand reputation
the borrower, an independent appraisal and reviesost estimates, market conditions, and, if apilie, the amount of the borrower's equil
the project, pre-construction sale or leasing imf@tion and cash flow projections of the borrower.

Real Estate: Mortgage LoanReal estate mortgage loans include all one to flamily residential loans secured by real estatepfopose
other than construction or acquisition and develepimAll real estate loans are held in the Banlkan portfolio except for loans that
designated as loans held for sale. The loans belsile are qualified by the Federal National Magig Association and have been ppprove:
by an underwriting specialist prior to closing. Tieenainder of the Ban&’mortgage loans are home equity loans and are atdded intere:
rates for terms of one to three years with ballpayment provisions and amortized over a 10 to 5 period. The Bank's experience indic
that real estate loans normally remain outstanfdngnuch shorter periods than their stated matlrégause the borrowers repay the loal
full either upon the sale of the secured propertypon the refinancing of the original loan.

In the case of owner occupied sindgenily residences, real estate loans are madepfdo ©95% of the value of the property securingldan
based upon an appraisal if the loan amount is $186,000. When the loan is secured by real estati&ining a norewner occupied dwellir
of one to four family units, loans generally aredmdor up to 80% of the value, based upon an aggréithe loan amount is over $100,(
The Bank also requires title insurance to insueepttiority of the property lien on its real esthtens over $50,000 and requires fire and cas
insurance on all of its loans.

The real estate loans originated by the Bank corgtdidue-onsale"” clause, which provides that the Bank mayatedhe unpaid balance of
loan immediately due and payable upon the saldehiortgaged property. Such clauses are an impartaans of reducing the average |
life and increasing the yield on existing fixederagal estate loans, and it is the Bank's polisriorce due-on-sale clauses.

Real Estate: Commercial LoanGommercial real estate mortgage loans include cawialdoans secured by real estate for purposes
than construction or acquisition and developmetitréal estate loans are held in the Banldan portfolio except for loans that have t
participated to correspondent banks. The Bank sell these participations if a loan exceeds thekBategal lending limit or as is deen
appropriate by the Direct@’Loan Committee. Commercial real estate mortgagesl are a combination of properties that are tekaseor use
for a primary place of a business the Bank hasagisaship with. Most of the commercial real estia@ns have fixed interest rates for term
one to three years with balloon payment provisiand are amortized over a 10 to 15 year periodwenever possible the Bank will see
variable rate loan which would be tied to the Nearkfprime rate and adjusted monthly. The Bank'sséepce indicates that real estate Ic
normally remain outstanding for much shorter pesitthn their stated maturity because the borrovegay the loans in full either upon the :
of the secured property or upon the refinancingheforiginal loan. Commercial real estate loansraagle for up to 85% of the value of
property securing the loan, based upon an appriilaé loan amount is over $100,000. The Bank akxires title insurance to insure
priority of the property lien on its real estatars over $50,000 and requires fire and casualtyamse on all of its loans.

Consumer LoansFhese loans consist of consumer installment loadscansumer credit card balances. The Bank maki&ssecured ar
unsecured consumer loans for a variety of persandlhousehold purposes. Most of the Bank's consilmaes are automobile loans, k
loans, property improvement loans and loans to sitgrs on the security of their certificates of dsjph These loans are generally made
terms of up to five years at fixed interest rafidse Bank considers consumer loans to involve divelg high credit risk compared to real es
loans. Consumer loans, therefore, generally yigielatively high return to the Bank and providestatively short maturity. The Bank belier
that the generally higher yields and the shortemseavailable on various types of consumer loand te offset the relatively higher ri
associated with such loans, and contribute to fitpbde spread between the Bank's average yielglaoning assets and the Bank's cost of fu
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Lending Commitment€£ommitments under standby letters of credit andalmaised loan commitments totaled approximately i®dlion
as of December 31, 2014 compared to approxima@dyndillion as of December 31, 2013. This numbeludes all lines of credit that have
been fully drawn and loan commitments in the satats.

Origination, Purchase and Sale of Loans

The Bank originates the majority of its loans innkidon County, Tennessee. However, the Bank alggirates loans in Marion, Sequatc
and Bradley Counties in Tennessee, and Dade, WalKhitfield and Catoosa Counties in Georgia, eathvioich is within 150 miles ¢
Chattanooga, Tennessee. Loans are originated lbgldtBonship managers who operate from the Barfkises in Chattanooga, Tennessee
from the loan production office in Dalton, Georgldese relationship managers actively solicit lapplications from existing customers, Ic
manufacturers and retailers, builders, real estetelopers, real estate agents and others. The &@ankeceives numerous loan applicatior
a result of customer referrals and walk-ins toffges.

Upon receipt of a loan application and all requisegporting information from a prospective borrowthie Bank obtains a credit report
verifies specific information relating to the loapplicant's employment, income and creditworthin€sg significant extensions of credit
which real estate will secure the proposed loarertfied appraisal of the real estate is underiakean independent appraiser approved b
Bank. The Bank's relationship managers then andheeredit worthiness of the borrower and the eafiany collateral involved.

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

The Bank has in the past purchased and sold corahésan participations with correspondent bankd arll continue the practice wh
management feels the action would be in the béstest of the Bank. The purchase of loan partitpatallows the Bank to expand its I
portfolio and increase profitability while still nmdaining the high credit standards, which are igpto all extensions of credit made by
Bank. The sale of loan participations allows thelBt make larger loans and retain a servicingfdedts labor, which it otherwise would
unable to make due to capital or other funding ictrations.

Loan Fee Income

In addition to interest earned on loans, the Baukeives origination fees for making loans, commithfees for making certain loans, and o
fees for miscellaneous loarlated services. Such fee income varies with tilame of loans made, prepaid or sold, and the maitéses var
from time to time depending on the supply of fuadsl competitive conditions.

Commitment fees are charged by the Bank to theolar for certain loans and are calculated as aepéage of the principal amount of
loan. These fees normally are deducted from thegaas of the loan and generally range from 0.52:0%6 of the principal amount, depenc
on the type and volume of loans made and markeditons such as the demand for loans, the avaitalgf money and general econol
conditions. The Bank complies with Accounting StamtCodification Topic 310, “Receivablesiid amortizes all significant loan fees ovel
life of the loan. The Bank also receives misceltarseefee income from late payment charges, overdea®t, property inspection fees,

miscellaneous services related to its existingdoan

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

loan, the quality of the security for the loan. @&nstone has instituted measures at the Bank aglé &&ich are designed to reduce the ris
and monitor exposure to, credit losses.
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The Banks loan portfolio is systematically reviewed by B&nk's management, internal auditors and Statd-addral regulators to ensure
the Banks larger loan relationships are being maintaindtliwithe loan policy guidelines, and remain properderwritten. Input from all tt
above sources is used by the Bank to take coreeatitions as necessary. As discussed below, edble &ank's loans is assigned a ratir
accordance with the Bank's internal loan ratingesys All past due loans are reviewed by the Basétsor lending officers and all past
loans over $25,000 are reviewed monthly by the dnés Loan Committee. All loans classified substandard or doubtful, as well as
"special mention" loans (defined in the followingragraph), are placed on the Bank’s watch listramtgwed at least monthly by the Director’
Loan Committee. In addition, all loans to a pafticiborrower are reviewed, regardless of clasgifica each time such borrower reques
renewal or extension of any loan or requests aitiaddl loan. All lines of credit are reviewed aratly prior to renewal. Such reviews inclu
but are not limited to, the ability of the borrowter repay the loan, a re-assessment of the bortsviimancial condition, the value of ¢
collateral and the estimated potential loss toBhek, if any.

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

with the additional characteristic that the wealkessnake collection or liquidation in full on thasis of currently existing facts, conditions
values questionable and there is a high possilifitioss. An asset classified as loss is considerembllectible and of such little value t
continuance as an asset of the Bank is not wada@ensequently, such assets are chaafiith the month they are classified as loss. Fal
regulations also designate a “special mentimateégory, described as assets which do not cuyrertiose the Bank to a sufficient degree of
to warrant classification but do possess credic@gfcies or potential weaknesses deserving managgstlose attention.

Assets classified as substandard or doubtful reghie Bank to establish general or specific allaveanfor loan losses. If an asset or po
thereof is classified as loss, the Bank must eigistablish specific allowances for loan lossedhi@amount of 100% of the portion of the a
classified as loss or chargé- such amount. General loss allowances estaldligbecover possible losses related to assets fitabsis
substandard or doubtful may be included, up tcagettmits, in determining the Bank's regulatoryital, while specific valuation allowanc
for loan losses do not qualify as regulatory capita

The Bank's collection procedures provide that whéman becomes between 15 days and 30 days dalidhe borrower is contacted by n
and payment is requested. If the delinquency coetin subsequent efforts are made to contact antesegayment from the delinqu
borrower. Most loan delinquencies are cured wiindays and no legal action is required. In cert@icumstances, the Bank, for a fee, |
modify the loan, grant a limited moratorium on lgaayments or revise the payment schedule to erthblborrower to restructure his or
financial affairs. Generally, the Bank stops accruing interest andaatyued non collected interest will be reverseddnordance with L
GAAP on delinquent loans when payment is in arréar®0 days or when collection otherwise becommgbtful. If the delinquency excee
120 days and is not cured through the Bank's nocoildction procedures or through a restructurthg,Bank will institute measures to enfc
its remedies resulting from the default, include@mmencing a foreclosure, repossession or collecaiion. In certain cases, the Bank
consider accepting a voluntary conveyance of aidtin lieu of foreclosure or repossession. Reaperty acquired by the Bank as a resu
foreclosure or by deed in lieu of foreclosure issified as foreclosed assets until it is soldiarghrried at the lower of cost or fair value
estimated costs to dispose. Accounting standarfisedfair value as the amount that is expectedaadreived in a current sale betwer
willing buyer and seller other than in a forcedliquidation sale. Fair values at foreclosure arseldaon appraisals. Losses arising fron
acquisition of foreclosed properties are chargegirsg the allowance for loan losses. Subsequerne-downs are provided by a charge
income through losses on other real estate inghieghin which the need arises.

Allowance for Loan Losse$he allowance or reserve for possible loan loss@smeans of absorbing future losses, which cogilishdurre
from the current loan portfolio. The Bank maintags allowance for possible loan losses, and manegesadjusts the general allowa
quarterly by charges to income in response to ahaimoutstanding loan balances.

The allowance for loan losses is evaluated on alaedbasis by management and is based upon managenperiodic review of tf
collectability of loans in light of historical expence, the nature and volume of the loan portfolidverse situations that may affect
borrowers ability to repay, estimated value of any undedycollateral and prevailing economic conditionsisTevaluation is inheren
subjective as it requires estimates that are stibbepo significant revision as more informatioedomes available. A loan or portion there:
charged-off against the allowance when managenantietermined that losses on such loans are pmtRbtoveries on any loans chargéd-
in prior fiscal periods are credited to the allowanit is the opinion of the Bank's management tiratbalance in the allowance for loan lo
as of December 31, 2014 is adequate to absorbbp@éssses from loans currently in the portfolio.

Table 17 presents the Bank’s internal watchlisidans classified as doubtful as of December 3142ihd 2013. Table 18 presents the Bank
internal watchlist for loans classified as substaddis of December 31, 2014 and 2013.
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TABLE 17

Internal Watchlist Compositi-Doubtful

December 31, 201

December 31, 201

(In thousands) Amount Impairment Amount Impairment
Commercial and industrii $ - $ - 3 - 3 =
Construction and developme - - - -
Single family real estat - - - -
Multi-family real estat: - - - -
Owner occupied commercial real est - - - -
Non-owner occupied commercial real est - - - -
Consumer - - - -
Totals $ - 8 - $ - 3 -
TABLE 18
Internal Watchlist Compositi-Substandar
December 31, 201 December 31, 201
(In thousands) Amount Impairment Amount Impairment
Commercial and industrii $ 1,99: $ 27 $ 2,137 $ 55
Construction and developme 1,231 - 674 -
Single family real estat 2,702 15 5,21( 11
Multi-family real estat: - - 12t -
Owner occupied commercial real est 1,33¢ 22¢ 4,64¢ 86
Non-owner occupied commercial real est 3,152 15C 2,211 412
Consumer - - - -
Totals $ 10,41 $ 66€ $ 15,00¢ $ 564

(2 The information listed in tables 17 and 18 refldot amount of the Bank’s loans net of any parttergeeff amount that has be

previously recordec

[ During 2014, the Bank saw a decrease in the nurahdrdollar volume of substandard loans. The Bark lteen able to conv
substandard loans to foreclosed assets or upg@deerforming loans. At December 31, 2014, managénhew determined th
approximately $666 thousand was needed in spdo#ic impairment for substandard loans and $30 #modisor nonsubstandard loar
The majority of this amount, approximately $651uband, was concentrated in three loans. Managemeéates two of these loans, wh
have been assigned an impairment amount of $423#mal, could be refinanced or the underlying bssie® sold in 2015. In eitt
instance, the Bank is anticipating that it will &ble to collect the full amount of its outstandingok balance. The remaining, with
assigned impairment amount of approximately $228isand, will most likely continue to have an impant during 2015 and could t:
additional time for management to work with therbarer.

Table 19 presents Cornerstone's allocation of thezance for loan losses as of December 31, 2004322012, 2011, and 2010.

TABLE 19

Allowance for Loan Losse
Years Ended December

2014 2013 2012
Percent Percent Percent
of loans of loans of loans
by by by
category category category
(In thousands) to total to total to total
Balance at end of period applicable Amount loans Amount loans Amount loans
Commercial, financial and agricultut $ 63€ 12.89% $ 352 13.41% $ 80¢ 14.4%
Real estat~ constructior 13C 11.66% 31¢ 14.3% 1,241 13.92%
Real estat— mortgage 1,09 26.0%% 93¢ 26.31% 1,52¢ 25.7%
Real estat— commercia 1,59¢ 48.4% 1,54¢ 44.8%% 2,54¢ 45.1%%
Consumer 35 1.01% 45 .95% 14 0.7(%
Totals $ 3,49t 100.0% $  3,20:% 100.0% $ 6,141 100.0(%
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2011 2010

Percent Percent
of loans of loans
by by
category category
(In thousands) to total to total
Balance at end of period applicable Amount loans Amount loans
Commercial, financial and agricultul $ 48z 13.9% $ 92t 17.9%
Real estat~ constructior 827 11.5%% 3,23¢ 10.4€%
Real estat— mortgage 2,51¢ 26.3% 3,111 25.2%
Real estat— commercia 3,551 47.0¢% 1,79: 45.23%
Consumer 16 1.0(% 65 1.17%
Totals $ 7,400 100.0% $ 9,137 100.0(%

|2 In 2014, Cornerstone calculated its allowance &anl and leases losses (“ALLLBy including measurements such as environm
factors for growth, environmental factors for reatate values, historical metrics and specific Ipaducts with increased levels of ri
such as asset based lending. Further, Cornerstoglated its ALLL using a ten-quarter lobleck time frame. Management believe:
allowance methodology is consistent with generaltgepted accounting principles and interagencycpdtatements published by
Bank's regulatory agencie

Table 20 represents the scheduled maturities afifig and fixed interest rate loans in Cornerstet@an portfolio as of December 31, 2014,
based on their contractual terms to maturity. Onadtsl are reported as loans due in less than care ye

TABLE 20
Less thar 1to5 Over
1 Year Years 5 Years Total
Floating Interest Rate Loar
Commercial, financial and agricultut $ 14,82: $ 1,72t $ 1627 $ 18,17
Real estal-constructior 13,55: 3,51¢ 24C 17,31:
Real estal-commercial 1,86¢ 17,42t 20,18¢ 39,48:
Real esta-mortgage 2,90¢ 3,30¢ 18,57( 24,78:
Consumer 32< 16€ - 48¢
Total floating interest rate loal $ 3347. $ 26,14. $ 40,62¢ $ 100,24(
Fixed Interest Rate Loan
Commercial, financial and agricultur $ 9,737 $ 9,71«  $ 23t $ 19,68¢
Real estal-constructior 9,59¢ 7,52( 2C 17,13¢
Real estal-commercial 18,02( 74,16¢ 11,49¢ 103,68!
Real estal-mortgage 6,147 37,19: 8,78t 52,12«
Consumer 1,06¢ 1,42: - 2,48¢
Total fixed interest rate loal 44 56¢ 130,01° 20,53¢ 195,12
Total loans $ 78,04( $ 156,15¢ $ 61,16¢ $ 295,36
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Table 21 presents Cornerstone's delinquent, nonalcand troubled debt restructuring loans as ofeDdxer 31 for the five years indicated.

TABLE 21
Delinqguent, Nonaccrual and Troubled Debt Restrgctiroans
2014 2013 2012 2011 2010
Ratio of noi-performing assets to total loa 3.68% 5.7(% 9.51% 9.8% 9.21%
Ratio of delinquent (3-days or more) but accruing loans
Total loans 0.5€% 0.7¢% 2.38% 3.05% 0.81%
Total asset 0.4(% 0.52% 1.4% 1.92% 0.52%
Actual for Years Ended December .
(In thousands) 2014 2013 2012 2011 2010
Accruing loans that are contractually past du-days or more
Commercial, financial and agricultui $ - % - $ - $ - -
Real estal-constructior - - - - -
Real estal-commercial - - - - -
Real esta-mortgage - - - - -
Consumer - - - - -
Total loans $ - $ - $ - 3% = =
Nonaccruing loans -days or more
Commercial, financial and agricultui $ 1,198 $ 1631 $ 2461 $ 42 75
Real estal-constructior 40 47 53 1,62 -
Real esta-commercial 49¢€ 882 2,86¢ 2,56: 8,42¢
Real esta-mortgage 1,13¢ 1,00¢ 61€ 3,641 5.11¢
Consumer - - - 14 18
Total loans $ 2865 $ 3566 $ 6008 $ 7,88 13,63!
Troubled debt restructurings not included above 3,761 3,32¢ 5,31¢ 2,671 94¢
Total loans $ 295,36 $ 289,44( $ 276,99. $ 267,76! 285,24

40




=

L=

The Bank has seen an improvement in recent yeats iatio of nonperforming assets to total loans. This trend hantike result of tt
Bank working with existing customers to restructpreblem loans and the reduction of other realtestavned in the event a worki
solution could not be found and the Bank had tedlse on the property. To facilitate the dispagalther real estate the Bank electe
realize investment portfolio gains. This additionevenue allowed management to be more aggressitreidisposal of other real es
during this period. To provide further emphasistiois point, the Bank had approximately $20.3 millio foreclosed assets as recer
December 31, 2012. As of December 31, 2014, theuatmaf foreclosed assets had been reduced to apmatety $8.0 million. While th
December 31, 2014 amount in foreclosed assets mseti elevated levels compared to amounts2pf8, management has see
significant improvement in the Bank’s n@erforming asset ratios and anticipates reductiomsher real estate operating expense in fi
years.

The Bank has also seen an improvement in its |tiaaisare past due 30 days or more. Managementvbslighis ratio is an importe
indicator for possible future problems in its Igaortfolio. The level of past due loans 30 days arenof 0.56% as of December 31, 2
and the decline in the Barskhonaccrual loans to approximately $2.9 milliontfee same time period are both positive indicategardin
the trend in the Bank’'s asset quality. Managemegitebes the Bank' nonaccrual loan total will decrease during 20fl3uithel
improvements occur in several large loans as egpe

In addition to the Bank's loan rating system favlpem assets described above (see “Problem Loahsye), the Bank has established a
rating system for all categories of loans whichisissmanagement and the Board of Directors in deteéng the adequacy of the Bar
allowance for loan losses. Each loan in the Bap&Hfolio is assigned a rating which is reviewed hgnagement periodically to ensure
continued suitability. An exception is made in tase of (i) monthly installment loans which areugred together by delinquency status sut
over 10, 30, 60, or 90 days past due and (ii) probassets which are rated as substandard, doulntfiolss as discussed above. All other |
are assigned a rating of excellent, good, or awerag

LE

The Bank has developed an internal loan watchiwt identifies classified loans and assists managéim monitoring their potential ri
to Bank earnings. The Bank also had loans gradbdtaudard of approximately $10.4 million as of Daber 31, 2014 compared
approximately $15.0 million as of December 31, 2003 Bank also had loans graded special menti@ppfoximately $7.8 million as
December 31, 2014 compared to approximately $1@l®mas of December 31, 2013. Management consrtoesee positive results in
majority of metrics used to measure loan qualityriby 2015, management expects the amount of sutestd loans to decrease. Incre.
in special mention, especially, early in the yeanld occur as loans are upgraded from substandaspécial mention for a period
evaluation before loans are ultimately assignedss grade

Table 22 presents Cornerstone’s loan loss experifemdhe periods indicated.

41




TABLE 22

Loan Loss Reserve Analys
Years Ending December 2

(in thousands 2014 2013 2012 2011 2010
Average loans $ 293,70t $ 278,92! $ 268,82( $ 273,52 $ 311,40
Allowance for possible loa
losses, beginning of the peri $ 3200 $ 6,247 $ 7400 $ 913 $ 590t
Chargeoffs for the period
Commercial, financial and agricultu 10¢ 69¢ 74 36 43¢
Real estat— constructior 58 1,19: 782 232 1,26(
Real estat— mortgage 89¢€ 84z 1,022 1,61 562
Real estat— commercial 47C 1,87¢ 95¢ 1,23¢ 2,30¢
Consumer 50 96 33 29 114
Total charg-offs 1,58 4,70¢ 2,86¢ 3,14¢ 4,68¢
Recoveries for the perio
Commercial, financial and agricultu 58 99 144 94 282
Real estat— constructior 771 1,05¢ 14E 532 18
Real estat— mortgage 324 241 36 65 54
Real estat— commercial 15€ 68 83¢ 25¢ 212
Consumer 50 5 17 21 56
Total recoveries 1,35¢ 1,471 1,18( 971 624
Net charg-offs for the perioc 228 3,23¢ 1,68¢ 2,177 4,06¢
Provision for loan losses 51k 30C 43C 44E 7,291
Allowance for possible loan losses, end of period $ 3,498 $ 3,200 $ 6,141 $ 7400 $ 9,13
Ratio of allowance for loan losses to total averagas outstanding 1.1<% 1.15% 2.28% 2.71% 2.92%
Ratio of net charge-offs during the period to agerbbans outstanding
during the period 0.0&% 1.1€% 0.65% 0.8(% 1.31%

Sources of Funds

Overview-Time, money market, savings and demand depostshar major source of the Baskfunds for lending and other investrr

purposes. All deposits are held by the Bank. Iritamd the Bank obtains funds from loan principabayments and proceeds from sales of
participations and investment securities. Loan yepts are a relatively stable source of funds|enteposit inflows and outflows and sale
loan participations and investment securities arificantly influenced by prevailing interest rafeeconomic conditions and the Baslesse
and liability management strategies. Borrowingswused on either a shadfrm basis to compensate for reductions in thelaitity of othe!
sources of funds or on a longer-term basis to redhterest rate risk.

Table 23 presents the Bank’s core vs. non-coreifignas of December 31, 2014 and 2013.
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TABLE 23

Core and No-Core Funding

(In thousands

December 31, 201 December 31, 201
Core funding: Amount Percen Amount Percen
Noninteres-bearing demand depos $ 57,03t 15.2% $ 75,20¢ 19.2%
Interes-bearing demand depos 26,46¢ 7.1% 24,56+ 6.2%
Savings and money market accot 80,86! 21.6% 86,33( 22.2%
Time deposits under $100,000 57,12¢ 15.2% 74,08( 19.(%
Total core funding 221,48t 59.2% 260,18 66.6%
Non-core funding
Time deposits greater than $100,( 87,16¢ 23.5% 81,23« 20.%
Federal funds purchas 10,00( 2.1% - -%
Securities sold under agreements to repurc 19,41( 5.2% 22,97¢ 5.€%
Federal Home Loan Bank advances 36,00( 9.€% 25,00( 6.4%
Total non-core funding 152,57¢ 40.8% 129,20¢ 33.2%
Total $ 374,06 100.% $ 389,38t 100.(%

E

The Bank’s noninteresiearing demand deposits decreased from approxiyr&iél million as of December 31, 2013 to approxeha$5i
million as of December 31, 2014. Decreases weresdsn in the Bang’'under $100,000 time deposit accounts. The Baslbban able
improve its net interest margin by repricing thetumiaag time deposits during this time. However, tbes of noninteredtearing demar
deposits negatively impacted the Bank. Managenseintthe process of evaluating liquidity plans that only improve the comparsytore
funding percentages but also address interestriskeThe improvement of the Barskcore funding position will be a high priority
management during 201

During 2014, the Bank has attempted to remain ésterate competitive on intera@staring demand deposits, savings and money n
relationships. The majority of the Baskdepository base is seeking these types of prediscopposed to time deposits. Customers
consistently kept their deposits in I-maturity based products in anticipation of interas¢ increases in the mark

To offset the decrease in core funding, the Baektetl to increase its borrowings from the Federhkl Loan Bank (FHLB). Rece
borrowings from FHLB have been sheerm and have, therefore, enabled the Bank to eedsicost of funds. Approximately $10 milli
of long-term advances will mature in 2015 and managnt anticipates the new advances to be $biort-in nature to allow the Bank
improve its net interest margin and allow managenterposition the balance sheet for interest rik if interest rates rise in the n
future.

Deposits-The Bank offers several types of deposit accouwmitk, the principal differences relating to the nmmimim balances required,

time period the funds must remain on deposit aeditkerest rate. Deposits are obtained primaritynfthe Bank's Chattanooga, Tenne
MSA. The Bank does advertise for deposits outsidiie area and has had moderate success attrafgpusits from credit unions around
United States. The Bank does not rely upon anylesipgrson or group of related persons for a matpodion of its deposits. A princig
source of deposits for the Bank consists of sters money market and other accounts, which arbhhigesponsive to changes in ma
interest rates. Accordingly, the Bank, like allditial institutions, is subject to shdéerm fluctuations in deposits in response to cust
actions due to changing sheetim market interest rates. The ability of the Bémkttract and maintain deposits and the Banlss afofunds he
been and will continue to be significantly affectlgdmoney market conditions.

Table 24 presents the composition of depositshHerBank, excluding accrued interest payable, bg fgp the years ended December 31, 2
2013 and 2012 (in thousands).
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TABLE 24

Deposit Compositiol
Years Ended December

(In thousands) 2014 2013 2012
Demand deposil $ 57,03¢ $ 75,20t $ 60,05«
NOW deposits 26,46« 24,56« 30,17¢
Savings and money market depo 80,86 86,33( 80,99
Time deposits $100,000 and o 87,16¢ 81,23« 87,737
Time deposits under $100,000 57,12¢ 74,08( 85,91,
Total Deposits $ 308,65: $ 341,418 $ 344,88:

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

TABLE 25
Average Amount and Average Rate Paid on Dep
Years Ending December 2
(In thousands) 2014 2013 2012
Amount Rate Amount Rate Amount Rate

Demand deposil $ 59,21¢ $ 51,61 $ 39,93¢
NOW deposits 26,92: 0.15% 26,19¢ 0.21% 26,48 0.3%%
Savings and money marl
deposits 82,901 0.32% 88,91: 0.47% 62,95¢ 0.75%
Time deposits 157,11. 0.91% 165,74¢ 1.07% 187,73: 1.32%

Total Deposits $ 326,15! 0.52% $ 332,47( 0.68% $ 317,11( 0.95%

Table 26 presents a breakdown as of December 34, 20the Bank’s scheduled maturity of time defso@n thousands):

TABLE 26
Balances
Denominations less than $100,C
Three months or les $ 9,51¢
Over three but less than six mon 10,19¢
Over six but less than twelve mon 16,79¢
Over twelve months 20,61¢
$ 57,12¢
Denomination greater than $100,0
Three months or les $ 20,50¢
Over three but less than six mon 5,241
Over six but less than twelve mon 32,85(
Over twelve months 28,56¢
$ 87,16¢
Totals $ 144,29.
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Borrowings-The Bank joined the Federal Home Loan Bank of @inati in October 2000. The Federal Home Loan BdtklB) allows
the Bank to borrow funds on a contractual basisynames at rates lower than the costs of localifieates of deposit. In addition, the FH
has the ability to provide structured advances lbleat reduce or leverage the interest rate risk@Bank. During 2014, the Bank increase
FHLB borrowings by $11 million. The increase allavine Bank to obtain shorrm funding at favorable interest rates. As of &eber 31
2014, the interest rates on these loans ranged ®@B% to 4.25%. The weighted average interestfoatall FHLB advances equals 2.3:
This is an area of opportunity for the Bank dur@i5 as an additional $10 million in FHLB advanegé mature. This will allow the Bank
significantly reduce its interest cost by renewtihg $10 million in advances at shorter terms ameefanterest rates. As of December 31, 2
the Bank had approximately $13.4 million in addiébavailability with the FHLB.

The Bank has five Federal Funds lines of crediflabke with correspondent banks with a total avality of $30 million as of December
2014. This is an improvement over the availabitisy of December 31, 2013. At that time the Bank thaele Federal Funds lines of cr
totaling $15 million.

Cornerstone’s shoterm borrowings (borrowings which mature within thext fiscal year) consist primarily of federal flsnpurchased a
securities sold under agreements to repurchaser&edome Loan Bank (FHLB) advances, and otherdvargs. Information concernil
these short-term borrowings as of and for eachhef ytears in the thregear period ended December 31, 2014, is as foll@edars ir
thousands):

TABLE 27
At December 31

2014 2013 2012
Amounts outstanding at ye-end:
Federal funds purchased and secur
sold under agreements to repurch $ 29,41( $ 22,97: % 19,58:
FHLB advance: 26,00( 5,00( 10,00(
Other borrowing - 1,74( 87C
Weighted average interest rates at -end:
Federal funds purchased and secur
sold under agreements to repurch 0.39% 0.32% 0.31%
FHLB advance: 1.6(% 4.4%% 4.05%
Other borrowing -% 2.0(% 6.5(%
Maximum amount of borrowings at any mc-end:
Federal funds purchased and secur
sold under agreements to repurch $ 47,147 3 32,97 % 28,39¢
FHLB advance: 26,00( 5,00( 10,00(
Other borrowing: 1,74C 1,74C 87C
Average balances for the ye
Federal funds purchased and secur
sold under agreements to repurch $ 22,31¢ % 22,04. $ 21,31
FHLB advance: 18,00( 5,00( 8,46:
Other borrowing 85¢ 1,59¢ 87(
Weighted average interest rates for the y
Federal funds purchased and secur
sold under agreements to repurch 0.32% 0.34% 0.44%
FHLB advance: 3.0(% 4.47% 4.08%
Other borrowing 1.0(% 2.41% 6.5(%
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Capital

Capital ResourcesStockholders average equity for 2014 and 2013 totaled $40db5 $40.8 million, respectively. As of December
2014, Cornerstong’actual stockholder equity totaled $40.7 millimmpared to $40.1 million as of December 31, 2018 oADecember 3
2014 and 2013, the number of shares of Series feffed Stock outstanding was 600,000. The numb&oofmon shares outstanding w
6,627,398 and 6,547,074 as of December 31, 201&andmber 31, 2013, respectively.

Capital AdequacyCapital adequacy refers to the level of capitauiegl to sustain asset growth and to absorb logdes.objective ¢
Cornerstones management is to maintain a level of capitalirathat is sufficient to take advantage of profigafirowth opportunities whi
meeting regulatory requirements. This is achievedntiproving profitability by effectively allocatingesources to more profitable busin
improving asset quality, strengthening service ifyjahnd streamlining costs. The primary measugesiiby management to monitor the re:
of these efforts are the ratios of actual equitgmerage assets and actual equity to risk-adjussets.

The FDIC has adopted capital guidelines governimgydctivities of banks. These guidelines requieertfaintenance of an amount of ca|
based on risladjusted assets so that categories of assets wi#mtfally higher credit risk will require more dtgb backing than assets w
lower risk. In addition, banks are required to ntwim capital to support, on a risk-adjusted basstain offbalance sheet activities such as
commitments. The capital guidelines classify cdjiti two tiers, referred to as Tier | and Tier Under riskbased capital requirements, ti
capital consists of Tier | capital, which is gedlgraommon shareholdes’equity less goodwill, and Tier Il, which is pririba Tier | capital plu:
a portion of the loan loss allowance. In determiniisk-based capital requirements, assets arergsbigskweights of 0% to 100%, depend
primarily on the regulatory assigned levels of @redk associated with such assets. Bdfance sheet items are considered in the calonlat
risk-adjusted assets through conversion factormbished by regulators. The framework for calcualgtriskbased capital requires bank
meet the regulatory minimums of 4% Tier | and 8%altoisk-based capital. In 1990, regulators added a levetaggutation to the capi
requirements, comparing Tier | capital to totalrage assets less goodwiill.

The Federal Deposit Insurance Corporation Improvenfet of 1991 (FDICIA) established five capitaltegories for banks. Under f
regulation defining these five capital categorge;h bank is classified into one of the five catiegobased on its level of ridlased capital
measured by Tier | capital, total riblesed capital, and Tier | leverage ratios andufesrisory ratings. Table 28 lists the five catégmio
capital and each of the minimum requirements ferttitee risk-based ratios.

TABLE 28
Minimum Requirements for Ri-Based Capital Ratic
Total Risk-Based Tier | Risk-Based
Capital Ratic Capital Ratic Leverage Rati(

Well capitalized 10% or abov 6% or abov 5% or abov
Adequately capitalize 8% or abov 4% or abov 4% or abov
Under capitalizet Less than 8¢ Less than 4¢ Less than 4¢
Significantly undercapitalize Less than 6¢ Less than 3¢ Less than 3¢
Critically undercapitalize: 2% or les

The Bank was considered well capitalized as of Bdw 31, 2014 and its capital ratios were as fatow

Tier 1 leverage rati 9.38%
Tier 1 risk-based capital rati 12.32%
Total risk-based capital rati 13.45%

Liquidity- Of primary importance to depositors, creditors eegllators is the ability to have readily availafleds sufficient to repay ful
maturing liabilities. Cornerstorng’liquidity, represented by cash and cash equitslas a result of its operating, investing andafioing
activities. In order to ensure funds are availattlall times, Cornerstone devotes resources tegiing on a monthly basis the amount of f
accessible. Liquidity requirements can also be timeftugh short-term borrowing or the dispositionsbbrtterm assets, which are gener
matched to correspond to the maturity of liabiditie

The Bank’s liquidity target is measured by addirg cash, shorterm and marketable securities not pledged andlidigithis number by tot
deposits and short-term liabilities not securedabgets pledged. The BasHiquidity ratio at December 31, 2014 was 19.8% Bank is nc
subject to any specific liquidity requirements irspd by regulatory orders. The Bank is subject, weweo general FDIC guidelines which
concerned with funding sources and dependence poon® deposits and does not require a specificrmum level of liquidity. Manageme
believes its liquidity ratios and funding sourcesator exceed these guidelines.
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Cornerstone’s liquidity is dependent on dividendsf its subsidiary. Currently, the holding compangxpenses are tied to shareholdetr
related Securities and Exchange Commission reqtiliags expense. The Bank is presently restridiedn passing up any dividends to
holding company unless the Bank receives prior aggdrfrom the FDIC who reviews the Baslgrofitability and overall safety and soundt
before allowing dividends to be paid.

Management does not know of any other trends, ddmjamommitments, events or uncertainties that ne8ult in or are reasonably likely
result in liquidity increasing or decreasing in angterial manner.

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

TABLE 29
December 31, 201 December 31, 201
Average loans to average depo 90.0%% 83.91%

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

Cornerstones accounting and reporting policies are in accazdamith accounting principles generally acceptetheUnited States of Ameri
and conform to general practices within the bankimdustry. Our significant accounting policies atescribed in Note 1,Summary c
Significant Accounting Policies,to the consolidated financial statements and aegial to understanding the MD&A. Critical accoug
policies include the initial adoption of an accangtpolicy that has a material impact on our finahpresentation as well as accoun
estimates reflected in our financial statements ribguire us to make estimates and assumptiong afatters that were highly uncertain at
time. Disclosure about critical estimates is reggiif different estimates that Cornerstone reasignatuld have used in the current pe
would have a material impact on the presentatiorowf financial condition, changes in financial ciiweh or results of operations. T
following is a description of our critical accoumgji policies.

Allowance for Loan Losse

The allowance for loan losses is established anihtaiaed at levels management deems adequate towbabsedit losses inherent in
portfolio as of the balance sheet date. The all@was increased through the provision for loan leade losses and reduced through loatr
lease chargeffs, net of recoveries. The level of the allowamcéased on known and inherent risks in the pliotfpast loan loss experien
underlying estimated values of collateral securiogns, current economic conditions and other factas well as the level of spec
impairments associated with impaired loans. Thaess involves our analysis of complex internal exrnal variables and it requires
management exercise judgment to estimate an apai®ptlowance.

Changes in the financial condition of individualrlmwers, economic conditions or changes to oumestd risks could require us
significantly decrease or increase the level ofath@vance. Such a change could materially impaah€rstones net income as a result of
change in the provision for loan losses. Refeh&“Problem Loans and Allowance for Loan Lossesttion within the MD&A for a discussi
of Cornerstone’s methodology of establishing theveance as well as Note 1 in the notes to Corneessoconsolidated financial statements.

Estimates of Fair Valu

Fair value is used on a recurring basis for cera@isets and liabilities in which fair value is fdmary basis of accounting. Cornerstane’
available for sale securities are measured atvidine on a recurring basis. Additionally, fair valis used to measure certain assets
liabilities on a nonrecurring basis. Cornerstonesufair value on a nonrecurring basis for foredoassets and collateral associated
impaired collateraliependent loans. Fair value is also used in ceirgiairment valuations, including assessments ofigdll, other intangibl
assets and long-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 particip:
Estimating fair value in accordance with applicabtezounting guidance requires that Cornerstone raakember of significant judgmer
Accounting guidance provides three levels of falue. Level 1 fair value refers to observable magkies for identical assets or liabiliti
Level 2 fair value refers to similar assets oriliibs with observable market data. Level 3 failue refers to assets and liabilities where m.
prices are unavailable or impracticable to obtain gimilar assets or liabilities. Level 3 valuasorequire modeling techniques, sucl
discounted cash flow analyses. These modeling igebs incorporate Cornerstoseassessments regarding assumptions that r
participants would use in pricing the asset orithigility.

Changes in fair value could materially impact omahcial results. Refer to Note 12, “Fair Value édsures,” in the notes to Cornerstane’
consolidated financial statements for a discusefdhe methodology in calculating fair value.

Income Taxe

Cornerstone is subject to various taxing jurisditsi where Cornerstone conducts business. Cornersiimates 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, noalilxincome, nomteductible expenses and the applicable statuteryatis. The estimat
income tax expense or benefit is reported in thescolidated statements of income.

The accrued tax liability or receivable represehtsnet estimated amount due or to be received feomjurisdictions either currently or in
future and are reported in other liabilities orestlassets, respectively, in Cornerstenednsolidated balance sheets. Cornerstone asdbe
appropriate tax treatment of transactions and dfilpositions after considering statutes, regulatigudicial precedent and other pertir
information and maintains tax accruals consisteitit wmanagemen$’ evaluation. Changes in the estimate of accruwesstaccur periodical
due to changes in tax rates, interpretations ofldeus, the status of examinations by tax autharitind newly enacted statutory, judicial
regulatory guidance that could impact the relatharits of tax positions. These changes, if or witey occur, could impact accrued taxes
future tax expense and could materially affectfmancial results.

Cornerstone periodically evaluates uncertain tesitpms and estimates the appropriate level ofréserves related to each of these posit
Additionally, Cornerstone evaluates its deferreddasets for possible valuation allowances baseth@amounts expected to be realized.
evaluation of uncertain tax positions and defeteedassets involves a high degree of judgment abgbstivity. Changes in the results of th
evaluations could have a material impact on ouarfaial results. Refer to Note 8, “Income Taxes,tHa notes to Cornerstorseconsolidate
financial statements for more information. As ofcBmber 31, 2014, Cornerstone had a net deferredigset of $1.8 million and did r
establish a valuation allowance against its netmledl tax assets as of December 31, 2013 or Dece3th2014 because it is more likely t
not that all of these assets will be realized. Jalgating the need for a valuation allowance, wineged future taxable income basec
management prepared forecasts. This process rdcigrificant judgment by management about mattesare by nature uncertain. If fut
events differ significantly from our current forats, we may need to establish a valuation allowambé&h could have a material adverse e
on our results of operations and financial conditio

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

The Bank’s Asset Liability Management Committee I(@0Q") is responsible for making decisions regarding tiyi and funding solutior
based upon approved liquidity, loan, capital andegtment policies. The ALCO must consider intemasé sensitivity and liquidity ris
management when rendering a decision on fundingtieab and loan pricing. To assist in this proctss Bank has contracted with
independent third party to prepare quarterly reptvat summarize several key adsdiility measurements. In addition, the third tyawill
also provide recommendations to the BanKLCO regarding future balance sheet structunmiegs and liquidity strategies. The following
a brief discussion of the primary tools used byAh€O to perform its responsibilities:

(2 Earnings at Risk Mod

The Bank uses an earnings at risk model to anafteeest rate risk. Forecasted levels of earaisgpets, interedtearing liabilities, an
off-balance sheet financial instruments are combindid AMLCO forecasts of interest rates for the nexiridhths and are combined w
other factors in order to produce various earnsigailations.

At December 31, 2014, the Baskearnings at risk model demonstrated that the Batkwithin its policy limits for a 200, 300 andXbasi:

point change in interest rates. The policy limits/é been established by the Directors ALCO commitied are calculated and repo
quarterly.
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[ Economic Value of Equi

The Bank’s economic value of equity model meastitesextent that estimated economic values of thekBaassets and liabilities w
change as a result of interest rate changes. Edon@iues are determined by discounting expectsti laws from assets and liabiliti
which establishes a base case economic value @fequ

As of December 31, 2014, the Baslkéconomic value of equity model demonstratedttf@Bank was within its policy limits for a 200,Banc
400 basis point change in interest rates. The ydiinits have been established by the Directors 8LEmmittee and are calculated
reported quarterly.

[ Liquidity Analysis

The Bank uses a liquidity analysis model to exanthee current liquidity position and analyze thegmiial sources of coverage in
event of a liquidity crisis. The following is aibf description of the key measurements containdtieé analysis:

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

As of December 31, 2014, the Baskegular liquidity measurements indicated thatlitneidity position was within policy limits. Theqticy
limits have been established by the Directors AL€dmittee and are calculated and reported quarterly

Basic Surplu-The basic surplus ratio is used to determine timaber of times nombligated assets could be used to meet immedauaity
needs.

As of December 31, 2014, the Baslasic surplus measurement indicated that the Baskwithin policy limits. The policy limits havesbr
established by the Directors ALCO committee andcateulated and reported quarterly.

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

As of December 31, 2014, the Baskdependency ratio measurement indicated thatutrert position was within policy limits. The pof
limits have been established by the Directors AL€b@mittee and are calculated and reported quarterly

= Leverage Analys

The leverage analysis examines the potential ofrtbiution to absorb additional debt. The keyasiw@ements included in this anal
are the Bank’s Tier 1 capital, leverage and taagital ratios.

= BalancSheet Analytic

Balance sheet analytics involve an in depth exatoinaof the balance sheet structure, including diieation of structure and mc
recent pricing practices. This review uses trerayais to compare previous balance sheet positidhg. analysis enables the ALCC
review significant changes in the Bank’s loan aecusity portfolios as well as the Bank’s depositnpmsition.

Like any forecasting technique, interest rate satioh modeling is based on a large number of assan® In this case, the assumptions re
primarily to loan and deposit growth, asset andiliiy prepayments, interest rates and balance tsime@agement strategies. Managet
believes that both individually and in the aggreghe assumptions are reasonable. Neverthelessinttation modeling process produces
a sophisticated estimate, not a precise calculafi@xposure.

(2 The majority of the Bank’s variable loans are ineléxo the Prime Rate as published'ime Wall Street JournalThese variable rate loe
contain a provision stating that an interest réderfranging from 4.0% to 7.5% exists. Almost dlltbe Banks variable rate loans he
repriced to the interest rate floors. The E's interest rate model estimates the most likely aafjustment scenari

Impact of Inflation and Changing PricéFhe financial statements and related financial gatsented herein have been prepare
accordance with U.S. generally accepted accoumtiimgiples, which require the measurement of tharftial position and operating result
terms of historical dollars without considering thhanges in the relative purchasing power of mooegr time and due to inflatic
Management is primarily concerned with two inflathoy factors. The first, and most common, factahes general impact of inflation on -
operations of Cornerstone and is reflected in ims®e operating costs. The second, and more matertae Banks profitability, factor i
interest rate adjustments by the Federal Reserdahangeneral fixed income market in reaction ftation. In other words, interest rate 1
substantially impacts Cornerstone differently thamst industrial companies, because virtually alihef assets and liabilities of Cornerstone
monetary in nature. As a result, interest rates haase a more significant impact on CornerstemqErformance than the effects of general l¢
of inflation. Interest rate fluctuations do not essarily move in the same direction or in the samagnitude as the price of goods and ser
and each issue must be dealt with independently.
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MANAGEMENT'S REPORT ON INTERNAL CONTROL OVER FINANC IAL REPORTING

The management of Cornerstone is responsible fabkshing and maintaining adequate internal cdorareer financial reporting. Interr
control over financial reporting is defined in Rdi@a-15(f) or 15dt5(f) promulgated under the Exchange Act as a podesigned by, or unc
the supervision of, Cornerstone’s principal exeaitand principal financial officers and effected Byrnerstones board of director
management and other personnel, to provide reaaaburance regarding the reliability of financeporting and the preparation of finan
statements for external purposes in accordancegeitierally accepted accounting principles and ttetuthose policies and procedures that:

« Pertain to the maintenance of records that in re#sle detail accurately and fairly reflect the sactions and dispositions
Cornerston’s assets

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

- Provide reasonable assurance regarding preventibmely detection of unauthorized acquisition, wsealisposition of Cornerstore’
assets that could have a material effect on ttanéiral statement:

All internal control systems, no matter how welkimed, have inherent limitations. Therefore, etrerse systems determined to be effes
can provide only reasonable assurance with respdictancial statement preparation and presentation

Cornerstones management has assessed the effectivenessrofintentrols over financial reporting as of DecemB1, 2014. In making tt
assessment, it used the criteria set forth by tber@ittee of Sponsoring Organizations of the Tregd@ammission in “Internal Control-
Integrated Framework.”

Based on this assessment management believesathaf, December 31, 2014, Cornerstengiternal control over financial reporting v
effective based on those criteria.

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

financial reporting. Management's report was nobject to attestation by Cornerstosefegistered public accounting firm pursuan
transitional rules of the Securities and Exchangm@ission that permit Cornerstone to provide onnagemens report in this annual repa
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Report of Independent Registered Public Accounfinm

To the Stockholders and
Board of Directors

Cornerstone Bancshares, Inc.

Chattanooga, Tennessee

We have audited the accompanying consolidated balaheets of Cornerstone Bancshares, Inc. anddsatysfthe “Company”as o
December 31, 2014 and 2013, and the related coiaset! statements of income, comprehensive incohages in stockholdersguity, an
cash flows for the years then ended. These finhstaéements are the responsibility of the Compamganagement. Our responsibility i
express an opinion on these financial statemergsdoan our audits. The financial statements of &stone Bancshares, Inc. and Subsi
for the year ended December 31, 2012, was audieditier auditors who have ceased operations andevheport dated March 28, 20
expressed an unqualified opinion on those statesnent

We conducted our audits in accordance with thedstats of the Public Company Accounting OversighaBoUnited States). Thc
standards require that we plan and perform thet dodibtain reasonable assurance about whethdimidugcial statements are free of mate
misstatement. The Company is not required to hasewere we engaged to perform, an audit of itsrivdl control over financial reportir
Our audit included consideration of internal cohtreer financial reporting as a basis for desigranglit procedures that are appropriate ir
circumstances, but not for the purpose of exprgsamopinion on the effectiveness of the Compsairyternal control over financial reportii
Accordingly, we express no such opinion. An aulibancludes examining, on a test basis, evidenpparting the amounts and disclosure
the financial statements, assessing the accouptingiples used and significant estimates made bypagement, as well as evaluating
overall financial statement presentation. We belithat our audits provide a reasonable basis foopimion.

In our opinion, the consolidated financial statetaeeferred to above present fairly, in all matergspects, the financial position
Cornerstone Bancshares, Inc. and Subsidiary asoémber 31, 2014 and 2013, and the results of dpeirations and their cash flows for
years then ended in conformity with United Statesegally accepted accounting principl!

/sl MAULDIN & JENKINS, LLC
Chattanooga, Tennessee
March 30, 2015
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The report below is a copy of the report issuedhigyCompany's previous independent auditors, Haklewis & Bieter, PLLC.

Report of Independent Registered Public Accourtfinm

To the Stockholders and
Board of Directors

Cornerstone Bancshares, Inc.

Chattanooga, Tennessee

We have audited the accompanying consolidated balaheets of Cornerstone Bancshares, Inc. anddsuys{Company) as
December 31, 2012 and 2011, and the related cdaset statements of operations, comprehensive iecohanges in stockholdeesjuity
and cash flows for each of the three years in #m@og ended December 31, 2012. These financiaérstits are the responsibility of
Company’s management. Our responsibility is to egpran opinion on these financial statements basedr audits.

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

In our opinion, the consolidated financial statetaaeferred to above present fairly, in all materéspects, the financial position
Cornerstone Bancshares, Inc. and subsidiary agoéber 31, 2012 and 2011, and the results of dpeirations and their cash flows for e
of the three years in the period ended Decembe2(@®I12, in conformity with United States generaltg@pted accounting principles.

/s/ Hazlett, Lewis & Bieter, PLLC
Chattanooga, Tennessee
March 28, 2013
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIAR

CONSOLIDATED BALANCE SHEET¢S
December 31, 2014 and 20

2014 2013
ASSETS
Cash and due from ban $ 1,930,75 2,149,46
Interest-bearing deposits at other financial intitihs 13,596,97 22,702,27
Total cash and cash equivale 15,527,72 24,851,73
Securities available for sa 87,192,90 92,208,67
Securities held to maturity (fair value of $25,762014 and $35,027 in 201 25,42¢ 34,16
Federal Home Loan Bank stock, at ¢ 2,322,901 2,322,901
Loans, net of allowance for loan losses of $3,49%h 2014 and $3,203,158 in 20 291,869,33 286,236,57
Bank premises and equipment, 4,828,12. 4,992 .44
Accrued interest receivab 1,142,89 977,92!
Foreclosed asse 8,000,36! 12,925,74
Other assets 4,830,11. 7,673,17
Total assets $ 415,739,79 432,223,35
LIABILITIES AND STOCKHOLDERS' EQUITY
Deposits:
Noninteres-bearing demand depos $ 57,034,79 75,206,54
Interes-bearing demand depos 26,464,17 24,563,98
Savings deposits and money market accc 80,861,11 86,329,93
Time deposits 144,294,39 155,313,92
Total deposit: 308,654,46 341,414,37
Accrued interest payab 71,92t 82,32(
Federal funds purchased and securities sold umpieements to repurcha 29,409,50 22,974,11
Federal Home Loan Bank advances and other borre 36,000,00 26,740,00
Other liabilities 941,79t 878,81.
Total liabilities 375,077,69 392,089,62
Stockholders' equity
Preferred stock - no par value; 2,000,000 shardwédned; 600,000 shares issued and outstanding
2014 and 201 14,964,30 14,892,92
Common stocl- $1.00 par value; 20,000,000 shares authorize@®1d 2and 2013
6,709,199 shares issued in 2014 and 2013; 6,623/398,547,074 shares outstanding in 2014 and 6,627,39 6,547,07.
Additional paic-in capital 21,821,06 21,549,88
Accumulated defici (3,032,55) (3,099,45)
Accumulated other comprehensive income 281,88¢ 243,29!
Total stockholders' equity 40,662,10 40,133,72

Total liabilities and stockholders' equity

$ 415,739,79 $ 432,223,35

The Notes to Consolidated Financial Statementaiiategral part of these statements.

54




CORNERSTONE BANCSHARES, INC. AND SUBSIDIAR

CONSOLIDATED STATEMENTS OF INCOMI
Years Ended December 31, 2014, 2013, and .

2014 2013 2012
INTEREST INCOME
Loans, including fee $ 16,690,49 16,705,23 $ 17,288,85
Securities and intere-bearing deposits at other financial institutic 1,416,19 1,694,29: 2,003,62!
Federal funds sold 30,67¢ 53,50 60,40
Total interest income 18,137,36. 18,453,03 19,352,87
INTEREST EXPENSE
Time deposit: 1,427,75i 1,766,23 2,471,13
Other deposit 313,10¢ 473,92: 546,81.
Federal funds purchased and securities sold umggleements to repurcha 84,64 73,90: 94,40:
Federal Home Loan Bank advances and other borrewing 964,35 1,208,49 1,672,47
Total interest expense 2,789,85! 3,522,55 4,784,82
Net interest income before provision for loan lax 15,347,50 14,930,48 14,568,05
Provision for loan losses 515,00( 300,00( 430,00(
Net interest income after provision for loan losses 14,832,50 14,630,48 14,138,05
NONINTEREST INCOME
Customer service fee 849,98« 821,07. 803,25:
Other noninterest incorr 57,14¢ 62,457 64,51¢
Net gains from sale of securiti 700,39( 652,42: -
Net gains from sale of loans and other assets 211,81¢ 403,56 151,71(
Total noninterest income 1,819,34 1,939,51 1,019,48
NONINTEREST EXPENSE!
Salaries and employee bene 7,054,47. 6,555,05! 6,327,22
Net occupancy and equipment expe 1,230,09 1,335,121 1,447,20.
Depository insuranc 640,09 644,91¢ 803,90:
Foreclosed assets, r 1,841,57! 2,001,75! 1,100,67
Other operating expenses 3,233,311 3,309,53 3,498,86
Total noninterest expenses 13,999,56 13,846,39 13,177,86
Income before income tax exper 2,652,28 2,723,60! 1,979,66.
Income tax expense 1,014,00! 1,042,80! 577,60(
Net income 1,638,28; 1,680,80! 1,402,06.
Preferred stock dividend requireme 1,500,001 1,500,00! 1,229,78
Accretion of preferred stock discount 71,38: 71,38: 63,92¢
Net income available to common stockholders $ 66,90( 109,42¢ $ 108,35¢
EARNINGS PER COMMON SHARI
Basic $ 0.01 0.0z $ 0.0z
Diluted 0.01 0.0z 0.0z




The Notes to Consolidated Financial Statementsuaiategral part of these statements.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIAR

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCON
Years Ended December 31, 2014, 2013, and .

Net income

Other comprehensive income, net of t

Unrealized holding gains (losses) arising durirgythar, net of tax (expense) bene
of $(289,804), $492,528 and $(203,643) in 2014 3281d 2012, respective

Reclassification adjustment for gains includedéhincome, net of tax expense of
$266,148 and $247,920 in 2014 and 2013, respegtivel

Total other comprehensive income (loss)

Comprehensive income

The Notes to Consolidated Financial Statementsuaiategral part of these statements.
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2014 2013 2012

1,638,28. $ 1,680,800 $ 1,402,06:

472,83 (803,599 332,25
(434,24) (404,50)) -
38,50 (1,208,09) 332,25

$

1,676,87 $ 472,710 $ 1,734,32.




CORNERSTONE BANCSHARES, INC. AND SUBSIDIAR

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOERS' EQUITY
Years Ended December 31, 2014, 2013, and .

Accumulatec

Additional Other Total
Preferrec Common Paic-in Accumulatec  Comprehensiv  Stockholders
Stock Stock Capital Deficit Income Equity
BALANCE, December 31, 201 $ 989954 $ 6,500,390 $ 21,31643 $ (3,627,20) $ 1,119,13 $ 35,208,30
Stock compensation exper - - 74,04¢ - - 74,04¢
Issuance of Series A Convertible Preferred S 4,858,07: - - - - 4,858,07:
Preferred stock dividends pe - - - (985,91 - (985,91
Accretion on preferred stoc 63,924 - - (63,92¢) - -
Net income - - - 1,402,06: - 1,402,06:
Unrealized holding gains on securities availablestde, net o
reclassification adjustment and taxes - - - - 332,25! 332,25!
BALANCE, December 31, 201 14,821,54 6,500,391 21,390,48 (3,274,98) 1,451,39 40,888,83
Stock compensation exper - - 129,05¢ - - 129,05¢
Issuance of common stock, 46,678 sh: - 46,67¢ 30,34: - - 77,01¢
Preferred stock dividends pe - - - (1,433,89) - (1,433,89)
Accretion on preferred stoc 71,38: - - (71,387) - -
Net income = 7 = 1,680,80! = 1,680,80!
Unrealized holding gains (losses) on securitieslava for sale, ne
of reclassification adjustment - - - - (1,208,09) (1,208,09)
BALANCE, December 31, 201 14,892,92 6,547,07. 21,549,88 (3,099,45) 243,29! 40,133,72
Stock compensation exper - - 160,50( - - 160,50(
Issuance of common stock, 80,324 sh: - 80,32« 110,67 - - 191,00:
Preferred stock dividends pe - - - (1,500,001) - (1,500,001
Accretion on preferred stoc 71,38: - - (71,387) - -
Net income = 7 = 1,638,28. = 1,638,28.
Unrealized holding gains on securities availablestde,
net of reclassification adjustment - - - - 38,59« 38,59«
BALANCE, December 31, 2014 $ 1496430 $ 6,627,390 $ 2182106 $ (3,03255) $ 281,88¢ $ 40,662,10

The Notes to Consolidated Financial Statementaiiategral part of these statements.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIAR

CONSOLIDATED STATEMENTS OF CASH FLOW
Years Ended December 31, 2014, 2013, and .

2014 2013 2012
CASH FLOWS FROM OPERATING ACTIVITIE:
Net income $ 163828 $ 168080 $ 1,402,06:
Adjustments to reconcile net income to net castviged by operating activitie
Depreciation and amortizatic 413,49t 506,90: 529,00:
Provision for loan losse 515,00( 300,00( 430,00(
Stock compensation exper 160,50( 129,05t 74,04¢
Gains from sale of securiti (700,39() (652,42) -
Net gains from sale of loans and other as (211,819 (403,569 (151,710
Loss from sale and wri-downs of foreclosed asse 1,412,96 1,687,96! 899,53:
Deferred income taxe 540,74¢ 105,34( (383,15()
Changes in other operating assets and liabili
Accrued interest receivab (164,97 235,85: 113,68
Accrued interest payab (20,399 (38,239 9,85¢
Other assets and liabilities (51,959 869,86( 1,720,00
Net cash provided by operating activities 3,541,45: 4,421,555 4,643,32;
CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from security sales, maturities, and pagdr
Securities available for sa 21,406,61 34,902,67 43,951,25
Securities held to maturit 8,71t 10,89: 24,03
Purchase of securities available for ¢ (15,676,30) (52,397,42) (33,522,13)
Distribution from equity investmei 2,393,60: - -
Loan originations and principal collections, | (6,054,57) (13,018,30) (15,789,77)
Purchase of bank premises and equipr (228,25)) (14,257 (160,16¢)
Proceeds from sale of bank premises and equipnmenfoaeclosed assets 3,658,25. 3,422,71 2,328,62!
Net cash provided by (used in) investing activities 5,508,05. (27,093,69) (3,168,16)
CASH FLOWS FROM FINANCING ACTIVITIES
Net (decrease) increase in depa (32,759,91) (3,466,21)) 30,838,64
Increase (decrease) in federal funds purchasedsandrities sold under agreemen
to repurchas 6,435,38 3,386,73! (9,803,42)
Proceeds from Federal Home Loan Bank adva 16,000,00 - -
Repayment of Federal Home Loan Bank adva (5,000,001 (10,000,00) (5,000,001
Repayment of other borrowin (1,740,00) (435,000 (870,000
Payment of dividend (1,500,001 (1,433,89) (985,91)
Issuance of common sto 191,00: 77,01¢ -
Issuance of preferred stock - - 4,858,07
Net cash (used in) provided by financing activities (18,373,52) (11,871,36) 19,037,38
NET (DECREASE) INCREASE IN CASH AND CASH EQUIVALENT (9,324,01) (34,543,50) 20,512,54
CASH AND CASH EQUIVALENTS, beginning of year 24,851,73 59,395,23 38,882,69
CASH AND CASH EQUIVALENTS, end of year $ 1552772 $ 24,851,73 $ 59,395,23
SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATIC
Cash paid during the period for inter $ 2,800,250 $ 3,560,78 $  4,774,97.
Cash paid during the period for taxes 767,68 1,107,99 965,88
NONCASH INVESTING AND FINANCING ACTIVITIES
Acquisition of real estate through foreclos $ 1,681,115 $ 167265 $  8,530,35
Financed sales of foreclosed assets 1,538,977 $ 3,939,49 $ 3,484,16!




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

NOTES TO CONSOLIDATED FINANCIAL STATEMENT!
December 31, 2014, 2013, and 2(

Note 1.

Summary of Significant Accounting Polic

The accounting and reporting policies of Cornerst@&ancshares, Inc. and subsidiary (Cornerstonefoaonwith United State
generally accepted accounting principles (U.S. GPARd practices within the banking industry. Thedficial Accountin
Standards Board (FASB) has adopted the FASB AcaugirBtandards Codification (ASC) as the single seusf authoritativ
nongovernmental U.S. GAAP. Rules and interpreteleases of the Securities and Exchange CommisSiB€) are also sources
authoritative U.S. GAAP for SEC registrants. Thdigies that materially affect financial position camesults of operations
summarized as follows:

Nature of operations:

Cornerstone is a bartelding company which owns all of the outstandimgnenon stock of Cornerstone Community Bank
Bank). The Bank provides a variety of financialvéegs through five full service branch locationsGhattanooga, Tennessee a
loan production office in Dalton, Georgia. The Bankrimary deposit products are demand depositings accounts, al
certificates of deposit. Its primary lending prottuare commercial loans, real estate loans, atallment loans.

Principles of consolidation:

The consolidated financial statements include tmoants of Cornerstone and the Bank. All matenétrcompany accounts &
transactions have been eliminated in consolidation.

Use of estimates:

In preparing financial statements in conformity lwiiccounting principles generally accepted in thétdd States of Americ
management is required to make estimates and afisasifhat affect the reported amounts of asseldiahilities as of the date
the balance sheet and reported amounts of revameesxpenses during the reporting period. Actusllte could differ from tho:
estimates. Material estimates that are particulsuilsceptible to significant change in the near testate to the determination of
allowance for loan losses, the valuation of defibtex assets, other-tha@mporary impairments of securities, valuationarktlose
assets, and the fair value of financial instruments

Significant group concentrations of credit risk:

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

Commercial real estate, including commercial cartsion loans, represented 55 percent and 54 pexdetite loan portfolio
December 31, 2014 and 2013, respectively.

At December 31, 2014, there were no concentratibreposits. At December 31, 2013, Cornerstonesheahcentration in depos
of one customer totaling approximately $20,204,00bis balance accounted for approximately 6 pera#ntotal deposits
December 31, 2013.

Securities:

Debt securities are classified as held to matuvltgn the Bank has the intent and ability to hokel $bcurities to maturity. Securit

held to maturity are carried at amortized cost. &hweortization of premiums and accretion of disceusie recognized in inter
income using methods approximating the intereshotebver the period to maturity.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIAR

NOTES TO CONSOLIDATED FINANCIAL STATEMENT!
December 31, 2014, 2013, and 2(

Note 1. Summary of Significant Accounting Policies (contag
Securities: (continued)

Debt securities not classified as held to matuaity classified as available for sale. Securitieslable for sale are carried at !
value, with unrealized gains and losses excludenh fearnings and reported in other comprehensivemec Realized gains a
losses on securities available for sale are indudether income and, when applicable, are repaxtea reclassification adjustm
net of tax, in other comprehensive income. Gairts lasses on sales of securities are determined uban specifiddentificatior
method. Purchase premiums and discounts are remmmbnin interest income using the interest methodr die terms of tt
securities.

The Bank conducts a regular assessment of itsiesyportfolio to determine whether any are ottiemtemporarily impaired. |
estimating other-thatemporary impairment losses, management considereng other factors, the length of time and exte
which the fair value has been less than cost,ittatial condition and near term prospects of flseér, and the intent and ability
the Bank to retain its investment for a period iofiet sufficient to allow for any anticipated recoyefThe term “other-than-
temporary” is not intended to indicate that thelidecis permanent, but indicates that the prospiecta nearterm recovery of valt
is not necessarily favorable, or that there isci [af evidence to support a realizable value etuak greater than the carrying ve
of the investment. Once a decline in value forehtdsecurity is determined to be other-than-tempothe other-thatemporar
impairment is separated into (a) the amount otdke other-thartemporary impairment related to a decrease in flasls expecte
to be collected from the debt security (the crémis) and (b) the amount of the total other-ttemporary impairment related to
other factors. The amount of the total other-ttemporary impairment related to the credit losseisognized in earnings. T
amount of the total other-than-temporary impairnretdated to all other factors is recognized in ott@mprehensive income.

Federal Home Loan Bank stock:

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

Loans:

Cornerstone grants mortgage, commercial and consioaes to customers. A substantial portion ofldan portfolio is represent
by real estate loans secured by properties lodaté&hattanooga, Tennessee and surrounding areasafility of Cornerstone’
debtors to honor their contracts is dependent emahl estate and economic conditions in these area

Loans that management has the intent and abilityotd for the foreseeable future or until matu@tye stated at unpaid princi
balances, less the allowance for loan losses ahdeferred loan fees and costs. When applicabletgage loans originated &
intended for sale in the secondary market areezhat the lower of cost or estimated market vaiuhé aggregate.

Interest income is accrued based on the unpaiaipahbalance. Loan origination and commitment feesswell as certain dire
origination costs, are deferred and amortized gfelal adjustment over the lives of the related basing the interest meth
Amortization of deferred loan fees is discontinwdtken a loan is placed on nonaccrual status.

The accrual of interest on mortgage and commelagats is discontinued at the time the loan is 9@ gmst due unless the cred
well-secured and in process of collection. Credit caath$ and other consumer loans are typically chawffewb later than 120 da
past due. Past due status is based on contraetuad of the loan. In all cases, loans are placedomaccrual or charged off at
earlier date if collection of principal or interéstconsidered doubtful.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENT!
December 31, 2014, 2013, and 2(

Note 1.

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

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

A troubleddebt restructuring (TDR) is a loan that the Bank eanted a concession to the borrower, which woatdotherwise k
considered due to the borrower experiencing firerdifficulty. If a loan is in nonaccrual statusfoe it is determined to be a TC
then the loan remains in nonaccrual status. TDRdda nonaccrual status may be returned to acstaals if there has been at It
a six month sustained period of repayment perfooadiy the borrower. When the Bank modifies the $eofman existing loan th
is not considered a TDR, the Bank accounts folldha modification as a new loan if the terms of tiesv loan resulting from tl
refinancing or restructuring are at least as favierto the Bank as the terms for comparable loamdter customers with similar ri
characteristics who are not undergoing a refinapomrestructuring and the modifications are mbsstminor.

Allowance for loan losses:

The allowance for loan losses is maintained awvael lthat management believes to be adequate tatapsobable losses in the Ic
portfolio. Loan losses are charged against thevalfie when management believes that the full daltéity of the loan is unlikel
As such, a loan may be partially charggtiafter a "confirming event" has occurred, whsdrves to validate that full repaym
pursuant to the terms of the loan is unlikely. Sujoent recoveries are credited to the allowance.

Managemens determination of the adequacy of the allowancdédsed on an evaluation of the portfolio, currecdor®mic
conditions, volume, growth, composition of the Igaortfolio, homogeneous pools of loans, risk ragimf specific loans, historic
loan loss factors, loss experience of various EeEgments, identified impaired loans, and otherfactelated to the portfolio. Tt
evaluation is performed at least quarterly andniserently subjective, as it requires material estén that are susceptible
significant change including the amounts and tinohuture cash flows expected to be received gnimpaired loans.

As part of managememst’ quarterly assessment of the allowance, managerdemnties the loan portfolio into fi
segments: commercial real estate-mortgage (inslwener-occupied and all other), consumer reatestartgage, constructis
and land development, commercial and industriad, @nsumer and other. Each segment is then ambireh that a specific a
general allocation of the allowance is estimatedeich loan segment.

The general component involves the use of a histosis model to estimate losses inherent in the paatfolio. The model includ
each of the five loan portfolio segments and w#izhe incurred losses over the last ten quameestimate inherent losses. -
historic loss percentages derived from this model then applied to the outstanding riorpaired loan balance for each I
category. The amounts for each loan categoryheme summed to determine the amount of loan losg/atice required.

The estimated general loan loss allocation fofiwdl loan portfolio segments is then adjusted f@anagemens$ estimate of probal
losses for several environmental factors. The atioo for environmental factors is particularly pdtive. This amount represe
estimated probable inherent credit losses whicktelaut have not yet been identified, as of thefezé sheet date, and is based
quarterly trend assessments in delinquent and camacloans, unanticipated chargfs, credit concentration changes, preva
economic conditions, changes in lending personrpkmence, changes in lending policies or procesjuaed other influencir
factors. These environmental factors are consildoe each of the loan segments and the generalatice allocation, .
determined by the processes noted above for eanhartent, is increased or decreased based on tteriantal assessment of th
various environmental factors.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENT!
December 31, 2014, 2013, and 2(

Note 1.

Summary of Significant Accounting Policies (contag
Allowance for loan losses: (continued)

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

A loan is considered impaired when, based on cuindormation and events, it is probable that Costene will be unable to colle
the scheduled payments of principal or interestnndige according to the contractual terms of tha kigreement. Factors conside
by management in determining impairment includenpayt status, collateral value, and the probabitycollecting schedule
principal and interest payments when due. LoansedRperience insignificant payment delays and paytrshortfalls generally a
not classified as impaired. Management determihesstgnificance of payment delays and payment fligrion a case-bgast
basis, taking into consideration all of the circtemses surrounding the loan and the borrower, dictuthe length of the delay, 1
reasons for the delay, the borroveeprior payment record, and the amount of the &b relation to the principal and inter
owed. Impairment is measured on a loan by loarstfasicommercial and construction loans by eithergresent value of expec
future cash flows discounted at the loan’s effertiterest rate, the loanbbtainable market price, or the fair value of¢bbateral i
the loan is collateral dependent.

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

Derivative loan commitments:

Mortgage loan commitments are referred to as dévivdoan commitments if the loan that will resditom exercise of tt
commitment will be held for sale upon funding. Loaammitments that are derivatives are recognizedaiatvalue on th
consolidated balance sheet in derivative assaieivative liabilities with changes in their faiales recorded in net gains on s
of loans.

Cornerstone records a zero value for the loan comemt at inception, when the commitment is isswed borrower. Subsequen
inception, changes in the fair value of the loameotment are recognized based on changes in thesdaie of the underlyir
mortgage loan due to interest rate changes, changid® probability the derivative loan commitmemnil be exercised, and t
passage of time. In estimating fair value, Cormemstassigns a probability to a loan commitment dh@asean expectation that it v
be exercised and the loan will be funded.

Premises and equipment:

Land is carried at cost. Premises and equipmentaréd at cost less accumulated depreciation atedpon the straigHine anc
declining balance methods over the estimated usie&d of the assets or the expected terms ofdhsds, if shorter. Expected te
include lease option periods to the extent thatekercise of such options is reasonably assuredntéteance and repairs .
expensed as incurred while major additions and éawgments are capitalized. Gains and losses on gitgp®s are included
noninterest income.

Years
Buildings and improvemen 10-40
Furniture, fixtures, and equipme 3-10
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Note 1.

Summary of Significant Accounting Policies (contag
Investment in partnership:

Cornerstones investment in a partnership consists of an edotgrest in a lending partnership for the purpasfemvesting in th
New Market Tax Credit Program. This program perrtatgayers to claim a credit against federal inctemes for Qualified Equi
Investments made to acquire stock or a capitatésten designated Community Development Entit@BEs). These designa
CDEs must use substantially all (defined as 85qrg)af these proceeds to make qualified low-incamramunity investments.

Cornerstone uses the equity method when it ownsngerest in a partnership and can exert significafiuence over th
partnership’s operations but cannot control thengaiship’s operations. Under the equity method,n€mtones ownership intere
in the partnership’s capital is reported as anstment on its consolidated balance sheets and €&tones allocable share of t
income or loss from the partnership is reportednaminterest income or expense in the consolidatatereents of incom
Cornerstone ceases recording losses on an investimepartnership when the cumulative losses andriligions from th
partnership exceed the carrying amount of the imvest and any advances made by Cornerstone. Aftere@stones investment i
such partnership reaches zero, cash distributereived from these investments are recorded amieco

Foreclosed assets:

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

Securities sold under agreements to repurchase:

Cornerstone enters into sales of securities ungerements to repurchase identical securities tlxé aegy. Securities sold unc
agreements to repurchase amounted to $19,409,5Décamber 31, 2014, mature on a daily basis, aadsecured by securit
available for sale with a fair value of approxinnai®24,207,000.

Income taxes:

Cornerstone accounts for income taxes in accordaniteincome tax accounting guidance in ASC Topl®.7The income t:
accounting guidance results in two components obrime tax expense eurrent and deferred. Current income tax expenfbects
taxes to be paid or refunded for the current pebgdapplying the provisions of the enacted tax tawtaxable income or los
Cornerstone determines deferred income taxes tisefiability method. Under this method, the nefeded tax asset or liability
based on the tax effects of the differences betweemook and tax bases of assets and liabili@esnerstones deferred taxes rel:
primarily to differences between the basis of thewaance for loan losses, foreclosed assets, acdnalated depreciation. Defer
tax assets and liabilities are reflected at incaaxerates applicable to the period in which theedefd tax assets or liabilities
expected to be realized or settled. As changeaxittetvs or rates are enacted, deferred tax assdtbadilities are adjusted throu
the provision for income taxes. Cornerstone filemsplidated income tax returns with its subsidiawyith few exception:
Cornerstone is no longer subject to tax examinatimntax authorities for years before 2011.

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

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

Transfers of financial assets are accounted fasadss when control over the assets has been sarsghdControl over assets
deemed to be surrendered when (1) the assets mreifolated from Cornerstone, (2) the transfelsaims the right (free
conditions that constrain it from taking advanta@i¢hat right) to pledge or exchange the transteassets, and (3) Cornerstone «
not maintain effective control over the transferasdets through an agreement to repurchase themeltkéir maturity, or the abili
to unilaterally cause the holder to return specifisets.

Advertising costs:

Cornerstone expenses all advertising costs asraatuAdvertising expense was $112,864, $89,859%89068 for the years enc
December 31, 2014, 2013 and 2012, respectively.

Statements of cash flows:

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

Stock option plan:

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

Segment reporting:

ASC Topic 280, “Segment Reportingptovides for the identification of reportable segrseon the basis of distinct business t
and their financial information to the extent suetits are reviewed by an entigythief decision maker (which can be an indivi
or group of management persons). ASC Topic 280 iieaggregation or combination of segments thaetsamilar characteristic
In Cornerstones operations, each bank branch is viewed by manaigieas being a separately identifiable businesegment fror
the perspective of monitoring performance and alion of financial resources. Although the brancbpsrate independently &
are managed and monitored separately, each isastilpdlyy similar in terms of business focus, tygfecastomers, products, a
services. Accordingly, Cornerstoseconsolidated financial statements reflect thesqmtation of segment information on
aggregated basis in one reportable segment.

Earnings per common share:

Basic earnings per common share represents inceaiklale to common stockholders divided by the \ngdgaverage number
common shares outstanding during the period. Dil@arnings per common share reflects additionalnecomshares that wot
have been outstanding if dilutive potential comnsbiares had been issued, as well as any adjustmémtame that would resi
from the assumed issuance. Potential common skiz@ésnay be issued by Cornerstone relate solebyutetanding stock optio
and are determined using the treasury stock method.

64




CORNERSTONE BANCSHARES, INC. AND SUBSIDIAR

NOTES TO CONSOLIDATED FINANCIAL STATEMENT!
December 31, 2014, 2013, and 2(

Note 1.

Note 2.

Summary of Significant Accounting Policies (contag
Variable interest entities:

An entity is referred to as a variable interestter{i/IE) if it meets the criteria outlined in ASTopic 810, which are: (1) the ent
has equity that is insufficient to permit the gntid finance its activities without additional sutmated financial support from ott
parties or (2) the entity has equity investors tteatnot make significant decisions about the éstibperations or that do not abs
the expected losses or receive the expected redfithe entity. A VIE must be consolidated by Castene if it is deemed to be !
primary beneficiary of the VIE, which is the pantwolved with the VIE that has a majority of thepexted losses, expected resii
returns, or both. At December 31, 2013, Cornerstmtean investment in Appalachian Fund for GrowtRdrtnership that qualifie
as an unconsolidated VIE. This equity investmerg diatributed to the owners in 2014.

Comprehensive income:

Comprehensive income consists of net income aner @bmprehensive income. Other comprehensive indomledes unrealize
gains on securities available for sale and unredliasses related to factors other than crediebss debt securities.

Off-balance sheet credit related financial instratae

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

Subsequent events:

Cornerstone has evaluated subsequent events famti@dtrecognition and/or disclosures in the coidsdéd financial statements ¢
accompanying notes included in this Annual ReporEorm 10-K.

Preferred Stoc

During 2010, Cornerstone initiated a preferred lstoifering, which ended on December 31, 2012. Sjescof the preferred sto
offering were as follows

» Issuance of 600,000 shares of Series A Converfitdéerred Stock at a price of $25.00 per share.

« The annual cash dividend on each share of SeriBseferred Stock is $2.50, which is equal to 10%hef original issu
price of $25.00 per share, and is payable quarteriyrears , if, as, and when declared on th& di&y of February, Ma
August, and November thatmediately follows the end of the dividend perited which such dividends relate. A
dividend payable on shares of Series A Preferredk®hat is not declared by our board of directarpaid will accumulat:

« Each share of Series A Preferred Stock will be eatitMe at the shareholdsrbption at any time into five (5) shares of
common stock reflecting an initial conversion prafe$5.00 per share of common stock. The sharé3edks A Preferre
Stock are also convertible at Cornerstone’s optionwhole or in part, into shares of Cornerstenedbmmon stock at t
conversion rate, at any time on or after July 315, if the closing price of Cornerstoe&ommon stock equals or exce
150% of the conversion price on each of the th{ip) consecutive trading days immediately precedimg dat
Cornerstone gives notice of its election to so esn

» Subject to prior regulatory approval, each sharSerfies A Preferred Stock is redeemable by Commestin whole or i
part, at any time after July 31, 2015, for a redéompprice of $25.00 per share plus any accumulatetunpaid dividend
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Note 2.

Note 3.

Note 4.

Preferred Stock (continue

At December 31, 2014 and 2013, the preferred stheklends accumulated for each period, which werse declared, totale
$750,000 for each year.

Restrictions on Cash and Due From B:

The Bank is required to maintain balances on handavith the Federal Reserve Bank based on a pememé deposits. /
December 31, 2014 and 2013, these reserve balamcesapproximately $672,000 and $724,000, respalgtiv

Securitie

Securities have been classified in the balancet slvgerding to managemestntent as either securities held to maturityemusitie:
available for sale. The amortized cost and appraténfair value of securities at December 31, 2012013, are as follows:

December 31, 201

Gross Gross
Amortized Unrealizec Unrealizec Fair
Cost Gains Losses Value
Debt securities available for sa
U.S. Government agenci $ 560,18. $ 2,84C $ - $ 563,02:
State and municipal securiti 7,028,38! 302,69 - 7,331,08!
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA or FN 16,852,49 44,95 (9,179 16,888,27
Collateralized mortgage obligations issued or goteed
by U.S. Government agencies or sponsored agenci 62,278,94 273,57 (141,989 62,410,53

$ 86,720,01 $ 624,06 $ (151,169 $ 87,192,90

Debt securities held to maturit
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA or FNM/ $ 25,42¢ $ 274 % - $ 25,70:
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Note 4.  Securities (continue

December 31, 201

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Debt securities available for sa
U.S. Government agenci $ 343321 $ 48,11¢ $ - $ 3,481,33
State and municipal securiti 14,908,76 425,02: (84,549 15,249,23
Mortgage-backed securities: Residential mortgage
guaranteed by GNMA or FNM, 7,047,071 85,20: - 7,132,27
Collateralized mortgage obligations issued or gutaed
by U.S. Government agencies or sponsored agenci 66,408,97 205,02 (268,18() 66,345,82

$ 91,798,02 $ 763,36 $ (352,72) $ 92,208,67

Debt securities held to maturit
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA or FNM/ $ 34,16 $ 86z $

- $ 35,02}

U.S. Government sponsored agencies include ensitiels as Federal National Mortgage AssociationeFeddHome Loan Mortgay

Corporation, and Government National Mortgage Asgmn.

At December 31, 2014 and 2013, securities withreyirey value of approximately $12,612,000 and $88,800, respectively, we

pledged to secure public deposits and for othegpqses required or permitted by law.

At December 31, 2014 and 2013, the carrying amadirgecurities pledged to secure repurchase agrdsmes approximate

$24,207,000 and $25,521,000, respectively.

At December 31, 2014 and 2013, securities withreyray value of approximately $18,705,000 and $20,000, respectively, we

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

At December 31, 2014 and 2013, the Bank had pledgedrities with a carrying amount of approximat83,037,000 ar

$11,978,000, respectively, to other financial iusibns as collateral for federal funds purchased.
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Note 4.

Securities (continue

The amortized cost and fair value of securitieBetember 31, 2014, by contractual maturity, arevshibelow. Expected maturiti
will differ from contractual maturities because tmwvers may have the right to call or prepay obiga with or without call ¢
prepayment penalties.

Securities Available for Sa Securities Held to Maturit
Amortized Fair Amortized Fair
Cost Value Cost Value
Due in one year or le: $ - % - $ - 9 =
Due from one year to five yes 898,93( 934,34: - -
Due from five years to ten yee 2,831,48 2,931,59: - -
Due after ten years 3,858,15: 4,028,17. - -
7,588,57. 7,894,10: - -
Mortgage-backed securities 79,131,44 79,298,80 25,42¢ 25,70:

$ 86,720,01 $ 87,192,90 $ 25,42¢ $ 25,70:

For the year ended December 31, 2014, there weaable for sale securities sold with proceedslitoga$12,240,478 whic
resulted in gross gains realized of $700,390. Reryear ended December 31, 2013, there were aleaflabsale securities sold w
proceeds totaling $8,171,961 which resulted in §igans realized of $652,421. For the year endezbibber 31, 2012, there w
no securities sold.

The following tables present gross unrealized lossed fair value, aggregated by investment categody length of time th
individual securities available for sale have beea continuous unrealized loss position, at Decam3i, 2014 and 2013:

As of December 31, 201

Less than 12 Monttr 12 Months or Greate Total
Gross Gross Gross
Fair Unrealizec Fair Unrealizec Fair Unrealizec
Value Losses Value Losses Value Losses
Mortgagebacked securitie:
Residential mortgage guaranteed by
GNMA or FNMA $7,01813 $ (9,179 $ - $ - $701813 $ (9,179
Collateralized mortgage obligations
issued or guaranteed by U.S.
Government agencies or sponsored
agencies 9,504,52! (52,83 17,546,16 (89,159 27,050,69 (141,989

$16,522,66 $ (62,010 $17,546,16 $ (89,159 $34,068,83 $ (151,16
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Note 4.

Note 5.

Securities (continue

As of December 31, 201

Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Fair Unrealizec Fair Unrealizec Fair Unrealizec
Value Losses Value Losses Value Losses
State and municipal securiti $ 3,025,250 $ (84,549 $ - $ - $ 302525 $ (84,549
Mortgagebacked securitie:
Collateralized mortgage obligations
issued or guaranteed by U.S.
Government agencies or sponsored
agencies 27,782,94 (221,827 8,761,04! (46,359 36,543,99 (268,180

$30,808,19 $ (306,37) $8,761,04 $ (46,359 $39,569,24 $ (352,729

Upon acquisition of a security, Cornerstone deteawmithe appropriate impairment model that is apple If the security is
beneficial interest in securitized financial assésrnerstone uses the beneficial interests inrizad financial assets impairm:
model. If the security is not a beneficial inter@stsecuritized financial assets, Cornerstone tisesdebt and equity securit
impairment model. Cornerstone conducts periodideres to evaluate each security to determine whedheother-thariemporar
impairment has occurred. Cornerstone does not hayesecurities that have been classified as ottartemporarily impaired
December 31, 2014.

At December 31, 2014, the significant categorieteofporarily impaired securities, and managenseetaluation of those securit
are as follows:

Mortgage-backed securitiegst December 31, 2014, twelve investments in redidemortgagebacked securities had unreali
losses. This impairment is believed to be causedhbkycurrent interest rate environment. The contedccash flows of tho:
investments are guaranteed or issued by an agditbg &.S. Government. Because the decline in makiee is attributable to t
current interest rate environment and not credilitgy and because Cornerstone does not intendlitdhe investments and it is |
more likely than not that Cornerstone will be reqdito sell the investments before recovery ofrtheiortized cost bases, wh
may be maturity, Cornerstone does not deem thosstiments to be other-than-temporarily impaireBetember 31, 2014.

Loans and Allowance for Loan Los:

At December 31, 2014 and 2013, the Bank's loansisbof the following (in thousands):

2014 2013

Commercial real este-mortgage

Ownel-occupiec $ 68,58. $ 65,74

All other 74,581 64,05:
Consumer real est-mortgage 76,907 76,31t
Construction and land developm:e 34,44¢ 41,59;
Commercial and industrii 37,86 38,99¢
Consumer and other 2,97 2,73(
Total loans 295,36 289,44(
Less: Allowance for loan losses (3,499 (3,209
Loans, net $ 291,86¢ $ 286,23
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Note 5. Loans and Allowance for Loan Losses (contini
The following describe risk characteristics relevianeach of the portfolio segments:
Real estate:

As discussed below, Cornerstone offers various sypiereal estate loan products. All loans withiis thortfolio segment a
particularly sensitive to the valuation of realadst

= Commercial real estate-mortgage loans include owneupied commercial real estate loans and othenmal real esta
loans. Owner-occupied commercial real estate ldangperating businesses are Idegn financing of land and buildin
Other commercial real estate loans are generatiyred by income producing properti

= Consumer real estate-mortgage loans include loanisred by 14 family and multifamily residential properties. &3e loan
are repaid by various means such as a bor’'s income, sale of the property, or rental inconrévdd from the property

» Construction and land development loans includeresibns of credit to real estate developers orsitave where repaymen
dependent on the sale of the real estate or inganerated from the real estate collateral. Themeslare repaid through ci
flow related to the operations, sale, or refinanfdghe underlying property. This portfolio segmei$o includes owner-
occupied construction loans for commercial busieggsr the development of land or construction bfidding. These loal
are repaid by cash flow generated from the busioessation. Real estate loans for incopneducing properties such
apartment buildings, office and industrial buildéngnd retail shopping centers are repaid from iredme derived from t
properties

Commercial and industrial:

The commercial and industrial loans include thasm$ to commercial customers for use in normalngssi operations to finar
working capital needs, equipment purchases, orresipa projects. Loans are repaid by business dasls.f Collection risk in th
portfolio is driven by the creditworthiness of tlhumderlying borrower, particularly cash flows froet customersbusines
operations.

Consumer and other:

The consumer loan portfolio segment includes dipectsumer installment loans, overdrafts and otheolving credit loans, ai
educational loans. Loans in this portfolio are gemsto unemployment and other key consumer ecaononeasures.

2014 2013 2012
An analysis of the allowance for loan losses folo
Balance, beginning of ye $ 3,203,115 $ 6,141,28 $ 7,400,04
Provision for loan losse 515,00( 300,00( 430,00(
Chargeoffs (1,581,99) (4,708,60) (2,868,571
Recoveries 1,358,96 1,470,48. 1,179,80:
Balance, end of year $ 349512 $ 3,203,15 $ 6,141,28
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Note 5. Loans and Allowance for Loan Losses (contini

Cornerstone follows the loan impairment accountjugdance in ASC Topic 310. A loan is considered amgd when, based
current information and events, it is probable t@atrnerstone will be unable to collect all amoudte from the borrower
accordance with the contractual terms of the |daapaired loans include nonperforming loans and $oaodified in troubled de
restructurings where concessions have been grémtaairowers experiencing financial difficultiesh@se concessions could incl
a reduction in interest rates, payment extensiéorgiiveness of principal, forbearance or other ardi intended to maximi
collections.

The composition of loans by loan classificationifopaired and performing loans at December 31, 2012013, is summarized
the tables below (in thousands):

As of December 31, 2014:

Commercia Consume Constructior Commercial

Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 138,71 $ 74,82¢ $ 33,69¢ $ 36,31 $ 2977 % 286,521
Impaired loans 4,457 2,07¢ 758 1,54¢ - 8,83¢
Total $ 143,16t $ 76,907 $ 34,44¢ $ 37,86 & 2977 $ 295,36:

As of December 31, 2013:

Commercia Consume Constructior Commercial

Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 12181 $ 72,86¢ $ 41,22¢ $ 37,000 $ 2,73C % 275,65(
Impaired loans 7,98: 3,447 36¢ 1,99: - 13,79(
Total $ 129,79¢ $ 76,31 $ 41597 $ 38,99¢ $ 2,73C $ 289,441

The following tables show the allowance for loassles allocation by loan classification for impaieed performing loans as
December 31, 2014 and 2013 (in thousands):

As of December 31, 2014:

Commercia Consume Constructior Commercial

Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Allowance related tc
Performing loan: $ 1,191 $ 1,08 $ 13C $ 361 $ 35 % 2,79¢
Impaired loans 404 15 - 271 - 69¢€
Total $ 159t $ 1,097 $ 13C $ 63t $ 35 3 3,49t

As of December 31, 2013:

Commercia Consume Constructior Commercial
Real Estat- Real Estai- and Lanc and Consumel
Mortgage Mortgage Developmen Industrial and Othel Total

Allowance related tc
Performing loan: $ 1,051 $ 927 $ 31¢ % 297 % 45 $ 2,63¢
Impaired loans 49¢ 11 - 55 - 564




Total $ 1,54¢ $ 93¢ $ 31¢ $ 352 $ 45 $ 3,202
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Note 5.

Loans and Allowance for Loan Losses (contini

The following tables detail the changes in thewdloce for loan losses during December 31, 201428448, by loan classificatit
(in thousands):

As of December 31, 2014:

Commercia Consume Constructior Commercial

Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Balance, beginning of ye. $ 1,54¢ $ 93¢ $ 31¢ $ 352 $ 45 $ 3,20z
Provision for loan losse 36C 731 (902 33¢ (20 51¢
Chargtoffs (470 (89€) (59) (20¢) (50 (1,589
Recoveries 15€ 324 771 58 50 1,35¢
Ba|ance, end of yei $ 1,SQE $ 1,09_1 $ 13C $ 63t $ 35 $ 3,4QE

As of December 31, 2013:

Commercia Consume Constructior  Commercial

Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Balance, beginning of ye. $ 254¢ % 152¢ $ 1,241 $ 80¢ $ 14 $ 6,141
Provision for loan losse 811 11 (787) 145 12z 30C
Chargroffs (1,879 (842) (1,199 (699) (96) (4,709
Recoveries 68 241 1,05¢ 99 5 1,471
Ba|ance, end of yei $ 1,54¢ $ 93¢ % 31¢ % 352 $ 45 % 3,20:

Credit quality indicators:

Federal regulations require the Bank to review aladsify its assets on a regular basis. To futfils requirement, the Ba
systematically reviews its loan portfolio to enstine Banks large loan relationships are being maintainedhiwiits loan polic
guidelines, remain properly underwritten, and axapprly classified by loan grade. This review psxe performed by the Ban
management, internal and external loan reviewrnialeauditors, and state and 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 assigned a Ic
grade of*pas!” at origination.

= Loans relationships greater than or equal to $660dand are reviewed by the BaskXternal loan review provider on an an
basis.

= Additionally, the Bank's external loan review pr@i samples other loan relationships between $h60sand and $5!
thousand with an emphasis on commercial and comaheeal estate loans and insider loe

= The Banks internal loan review department samples appraeiyn®3 percent of all loan relationships less tB&00 thousar
on an annual basis for revie

= Ifaloan is delinquent 60 days or more or a pattdrdelinquency exists, the loan will be seledtmdreview.

= Generally, all loans on the Baskinternal watchlist are reviewed annually by intdrloan review or external loan revi
providers.
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Note 5.

Loans and Allowance for Loan Losses (contini
Credit quality indicators: (continued)

If a loan is classified as a problem asset, it Ww#él assigned one of the following loan grades: tamolsrd, doubtful, and lo:
“Substandard’assets must have one or more defined weaknessese@ntaracterized by the distinct possibility tatwill sustai
some loss if the deficiencies are not correctecoutidful” assets have the weaknesses of substandard astetthevaddition:
characteristic that the weaknesses make collectidiquidation in full on the basis of currentlyisting facts, conditions and valt
guestionable, and there is a high possibility aEloAn asset classified “losis’ considered uncollectible and of such little eatha
continuance as an asset of the institution is retamted. The regulations also provide for a “sglatiention”category, described
assets which do not currently expose an institutmra sufficient degree of risk to warrant clagsifion but do possess cre
deficiencies or potential weaknesses deservingeckitention. When the Bank classifies an assetubstandard or doubtful,
specific allowance for loan losses may be estatudish

The following tables outline the amount of eachlatassification and the amount categorized intthe#sk rating as of Decemt
31, 2014 and 2013 (in thousands):

As of December 31, 2014:

Commercia Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consumel
Mortgage Mortgage Developmen Industrial and Othel Total
Pass $ 135,58t $ 72,75 % 33,20 $ 32,68 $ 2,97 277,20:
Special mentiol 3,09¢ 1,452 17 3,187 - 7,752
Substandard 4,48¢ 2,702 1,231 1,992 - 10,41
$ 143,16¢ $ 76,907 $ 34,44¢ $ 37,86: $ 2,97 295,36:
As of December 31, 2013:
Commercia Consume Constructior Commercial
Real Estat- Real Estai- and Lanc and Consumel
Mortgage Mortgage Developmen Industrial and Othel Total
Pass $ 119,39¢ $ 67,44: $ 40,85( $ 33,39: $ 2,73( 263,81t
Special mentiol 3,53¢ 3,53¢ 73 3,46¢ - 10,61¢
Substandard 6,86° 5,33¢ 674 2,137 - 15,00¢
$ 129,79¢ $ 76,31' $ 41,597 $ 38,99¢ $ 2,73( 289,44
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Note 5. Loans and Allowance for Loan Losses (contini
After the Banks independent loan review department completetottregrade assignment, a loan impairment analggieiforme
on loans graded substandard or worse. The followatdes present summary information pertainingnbpdired loans by lo:
classification as of December 31, 2014, 2013, @&i®Zin thousands):

For the Year Ende

At December 31, 201 December 31, 201
Unpaid Average Interest
Recordec Principal Relatec Recordec Income
Investmen Balance Allowance Investmen: Recognize(
Impaired loans without a valuation
allowance:
Commercial real esta— mortgage $ 2,42¢ $ 2,48 $ - $ 4,38t $ 127
Consumer real esta— mortgage 1,73¢ 1,742 - 1,88( 114
Construction and land developmi 753 76€ - 462 44
Commercial and industrii 1,03: 1,08¢ - 1,18¢ 41
Consumer and otht - - - - -
Total 5,952 6,07 - 7,91¢ 32¢
Impaired loans with a valuation allowan:
Commercial real esta— mortgage 2,02¢ 2,02¢ 404 683 98
Consumer real esta— mortgage 341 47¢€ 15 67¢€ 24
Construction and land developm - - - - -
Commercial and industrii 51€ 51€ 271 401 52
Consumer and oth = s = = s
Total 2,88¢ 3,021 69€ 1,76( 174
Total impaired loans $ 8,83t $ 9,09 $ 69€ $ 9,67/ $ 50C
For the Year Ende
At December 31, 201 December 31, 201
Unpaid Average Interest
Recordec Principal Relatec Recordec Income
Investmen Balance Allowance Investmen Recognize(
Impaired loans without a valuation
allowance:
Commercial real esta— mortgage $ 578t $ 585 % - 8 4,657 $ 34C
Consumer real esta— mortgage 2,17 2,20z - 2,66¢ 96
Construction and land developmi 36¢ 38: - 35¢ 23
Commercial and industrii 1,56: 1,621 - 1,857 6C
Consumer and otht - - - - -
Total 9,89t 10,06( - 9,541 51¢
Impaired loans with a valuation allowan:
Commercial real esta— mortgage 2,19¢ 2,28¢ 49¢ 4,86¢ 11¢
Consumer real esta— mortgage 1,27( 1,281 11 1,358 aC
Construction and land developm - - - 177 -
Commercial and industrii 42¢ 43( 55 597 53

Consumer and otht o - - - -

Total 3,89¢ 3,99¢ 564 6,99¢ 261




Total impaired loans $ 13,79C $ 14,05¢ $ 564 $ 16,537 $ 78(
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Impaired loans without a valuation
allowance:
Commercial real esta— mortgage
Consumer real esta— mortgage
Construction and land developm
Commercial and industri
Consumer and other

Total

Note 5. Loans and Allowance for Loan Losses (caif)

At December 31, 201

For the Year Ende
December 31, 201

Impaired loans with a valuation allowan:

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

Total

Total impaired loans

As of December 31, 2014:

Commercial real este-mortgage
Owner-occupiec

All other

Consumer real este-mortgage
Construction and land developm:
Commercial and industrii
Consumer and other

Unpaid Average Interest

Recordec Principal Relatec Recordec Income
Investmen Balance Allowance Investmen Recognize(
$ 3,40¢ $ 345: % - % 4,38¢ $ 18C
51& 54C - 1,53¢ 52
244 251 - 35¢ 19
2,111 2,15¢ - 2,27 55
6,27¢ 6,39¢ - 8,56: 30¢€
5,801 5,84¢ 2,23( 6,61¢ 21t
1,35: 1,35: 57€ 2,60¢ 61
70€ 70€ 46( 642 49
1,04¢ 1,04¢ 78C 70C 13z
8,91¢ 8,95¢ 4,04¢ 10,56+ 457
$ 15,18¢ $ 15,35¢ $ 4,04¢ $ 19,12¢ $ 76

The following tables present an aged analysis sf gae loans as of December 31, 2014 and 2018dusands):
30-89 Days Past Due 9l

Past Due ar Days or Mort Total Current  Total
Accruing and Accruin¢ Nonaccrue Past Du¢ Loans Loans
$ 664 $ - $ 49€¢ $ 1,16( $ 67,42: $ 68,58
- - - - 74,587 74,58’
41¢ - 1,13¢ 1,55 75,35¢ 76,90°
521 - 40 561 33,88t  34,44¢
54 - 1,19¢ 1,24¢ 36,614 37,86
8 - - 8 2,96¢ 2,97
$ 1,66€ $ -$ 286 $ 4,531 $290,83. $295,36:¢

Total

75




CORNERSTONE BANCSHARES, INC. AND SUBSIDIAR

NOTES TO CONSOLIDATED FINANCIAL STATEMENT!
December 31, 2014, 2013, and 2(

Note 5. Loans and Allowance for Loan Losses (caif)

As of December 31, 2013:

30-89 Days Past Due 9l
Past Due ar Days or Mort Total Current  Total
Accruing  and Accruin¢ Nonaccrueé Past Du¢ Loans Loans

Commercial real este-mortgage

Ownel-occupiec $ 67¢ $ - $ 83¢ $ 1,51¢ $ 64,23. $ 65,74°
All other 867 - 44 911 63,14: 64,05:
Consumer real est-mortgage 41¢ - 1,00¢ 1,42¢ 74,89( 76,31¢
Construction and land developm: 5C - 47 97 41,50( 41,59°
Commercial and industrii 201 - 1,631 1,83: 37,16 38,99¢
Consumer and other 35 - - 35 2,69¢ 2,73(
Total $ 2,25( $ - $ 3566 $ 5,816 $283,62: $289,44(

Impaired loans also include loans that the Bankdiasted to formally restructure when, due to theakening credit status o
borrower, the restructuring may facilitate a repapiplan that seeks to minimize the potential lsdbat the Bank may have
otherwise incur. At December 31, 2014 and 2013Biek has loans of approximately $4,956,000 and3H000, respectively, tt
were modified in troubled debt restructurings. Ti@a commercial loans are restructured by spetsalidthin our Special Ass
department and all restructurings are approveddoyngittees and credit officers separate and apamt the normal loan appro
process. These specialists are trained to redec8anks overall risk and exposure to loss in the everd oéstructuring throug
obtaining either or all of the following: improvedocumentation, additional guaranties, increase uragments, reduction
collateral terms, additional collateral, or othinitar strategies.

The following tables present a summary of loans Wexe modified as troubled debt restructuringsriduthe years ended Decem
31, 2014, 2013, and 2012 (amounts in thousands):

During the year ended December 31, 2014:

Pre-Modification Pos-Modification
Number of  Outstanding Record: Outstanding Record
Contracts Investmen Investmen

Commercial real este-mortgage 3% 90z $ 902
Consumer real est-mortgage 1 65 65

During the year ended December 31, 2013:

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

Contracts Investmen Investmen
Commercial real este-mortgage 2$ 2,07: $ 2,07:
Consumer real est-mortgage 2 23¢ 23¢
Construction and land developm: 3 72¢ 72€
Commercial and industrii 3 2,38¢ 2,38¢
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Note 5. Loans and Allowance for Loan Losses (caif)

During the year ended December 31, 2012:

Pre-Modification  Pos-Modification

Number of  Outstanding Record: Outstanding Record

Contracts Investmen Investmen
Commercial real este-mortgage 5% 5971 % 5,971
Consumer real est-mortgage 1 65 65
Construction and land developm: 3 1,17¢ 1,17¢
Commercial and industrii 5 2,43: 2,43

The Bank did not have any loans modified as tradilalebt restructurings over the last twelve montizg subsequently defauli

during the years ended December 31, 2014, 20126h2.

In the ordinary course of business, the Bank haatgd loans to principal officers and directors #rar affiliates. Annual activit

of these related party loans were as follows:

Beginning balanc
New loans
Repayments

Ending balance

Note 6. Bank Premises and Equipm

A summary of bank premises and equipment at DeceBihe2014 and 2013, is as follows:

Land
Buildings and improvemen
Furniture, fixtures and equipment

Accumulated depreciation

2014 2013

$ 1538017 $ 1,833,98
3,780,39. 50,38«
(1,653,40) (504,19%)

$ 3,507,15° $ 1,380,17
2014 2013

$ 2,14500. $ 2,145,00:
4,343,64 4,297,56!
3,315,761 3,313,94
9,804,41; 9,756,51
(4,976,28)  (4,764,06)

$ 482812 $ 499244

Depreciation expense for the years ended DecemheR@®L4, 2013 and 2012, amounted to $365,377, 3820and $461,90

respectively.

Certain bank facilities and equipment are leasatbumarious operating leases. Total rent expensbese leases for the years er

December 31, 2014, 2013 and 2012, was $382,719,439, and $390,571, respectively.

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

2015 $ 348,45!
2016 284,15:
2017 83,57(
2018 7,452
2019 6,831
Total $ 730,46(
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Note 7. Time and Relat-Party Deposits

At December 31, 2014, the scheduled maturitiegvd tleposits are as follows (in thousands):

2015 $ 95,107
2016 23,98:
2017 13,39¢
2018 7,83¢
2019 3,97¢
Total $ 144,29

Deposits from related parties held by the Bank atddnber 31, 2014 and 2013, amounted to approxin&®el 91,000 ar
$779,000, respectively.

As of December 31, 2014 and 2013, certificateseplodit equal to or greater than $100,000 amountegproximately $87,166,0
and $81,234,000, respectively.

Note 8. Income Taxe

Cornerstone files consolidated income tax returith its subsidiary. Under the terms of a tax-shgu@greement, the subsidiagy’
allocated portion of the consolidated tax liabiisycomputed as if they were reporting income axpkases to the Internal Reve
Service as a separate entity.

Income tax expense in the consolidated statemémeame for the years ended December 31, 20143 208 2012, consists of 1
following:

2014 2013 2012
Current tax expens $ 47325 $ 937,46( $  960,75(
Deferred tax (benefit) expense related
Allowance for loan losse (110,989 244,56! (255,28)
Foreclosed asse 669,69: (219,48)) (58,697)
Other (17,969 80,25¢ (69,17)
Income tax expense $ 1,014,000 $ 1,042,800 $ 577,60(

Income tax expense is different from expected tgxease computed by multiplying income before incaare expense by tl
statutory federal income tax rates. These diffezsrare reconciled as follows:

2014 2013 2012
Expected tax at statutory rai $ 901,77¢ $ 926,02 $ 673,08!
Increase (decrease) resulting from tax effec
State income taxes, net of federal tax bel 113,78: 116,84: 84,92¢
New market tax credi - - (180,000
Other (1,55€) (70) (419
Income tax expense $ 1,014,000 $ 1,042,800 $ 577,60(
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Note 8. Income Taxes (continue

The components of the net deferred tax asset,dedlin other assets, are as follows:

2014 2013
Deferred tax asset

Deferred compensatic $ 71,79. % 87,38
Deferred loan fee 41,86 43,83¢
Allowance for loan losse 1,337,47, 1,226,48!
Foreclosed asse 776,27¢ 1,445,97;
Other 40,89( -
2,268,29: 2,803,68:

Deferred tax liabilities
Depreciatior 74,35 76,88
Life insurance 201,50 205,44
Net unrealized gain on securities available foe 191,00« 167,34¢
Other - 11,82¢
466,36( 461,50:
Net deferred tax ass $ 1,801,433, $ 2,342,18

ASC Topic 740, “Income Taxes¢larifies the accounting for uncertainty in tax pioss. ASC Topic 740 requires that Corners
recognize in its financial statements, the impda tax position, if that position is more likelgan not of being sustained on at
based on the technical merits of the position. €mtone recognized no interest and penalties asbégstaxing authorities on 8
underpayment of income tax for 2014, 2013, or 2012.

Note 9. Federal Home Loan Bank Advances and Otbetoi/ings
The Bank has agreements with the Federal Home Baark of Cincinnati (FHLB) that can provide advant¢eshe Bank in 8
amount up to $49,387,988. All of the Bank’s loaaswed by first mortgages on 1-4 family residentiallti-family properties ar
commercial properties are pledged as collaterattiese advances. Additionally, the Bank had pledsglirities with a carryir
amount of approximately $18,705,000 as of Deceriltef014 and $20,140,000 as of December 31, 2013.

At December 31, 2014 and 2013, FHLB advances coofthe following:

2014 2013

Long-term advance dated August 13, 2007, requimiogthly interest payments, fixed at
4.43%, with a put option exercisable in Februar§2and then quarterly thereatfter, princi
due in August 201 $ - $ 5,000,00

Long-term advance dated January 7, 2008, requmiogthly interest payments, fixed at
3.52%, with a put option exercisable in Januaryl2@id then quarterly thereafter, princip
due in January 201 5,000,001 5,000,001

Short-term advance dated July 30, 2014, requiringthly interest payments, fixed at 0.23¢
principal due in January 20: 8,000,001 -

Long-term advance dated February 9, 2005, requiringthly interest payments, fixed at
3.86%, convertible on February 2010, principal auEebruary 201! 5,000,001 5,000,001
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Note 9. Federal Home Loan Bank Advances and OtbemRings (continued

2014 2013

Short-term advance dated November 20, 2014, reguirionthly interest payments, fixed ai

0.36%, principal due in November 20 8,000,001 -
Long-term advance dated January 20, 2006, requinioigthly interest payments, fixed at

4.18%, with a put option exercisable in January®2&0d then quarterly thereafter, princip

due in January 201 5,000,001 5,000,001
Long-term advance dated January 10, 2007, requinioigthly interest payments, fixed at

4.25%, with a put option exercisable in January®80d then quarterly thereafter, princig

due in January 2017 5,000,001 5,000,001

$ 36,000,00 $ 25,000,00

During the fixed rate term, the advances may bpgidesubject to a prepayment penalty as definglddragreements. On converti
agreements, the FHLB has the right to convertittedfrate on the above advances at the end ofitia ffixed rate period and or
quarterly basis thereafter. If the conversion api®exercised, the advances will bear intereshathreemonth London Interbar
Offered Rate (LIBOR) adjusted quarterly at a sprefidero basis points to the LIBOR index. Subsetterany conversion, tl
Bank has the option to prepay the advances, inofulh part, without penalty on the conversion dateany subsequent quarte
repricing date. On agreements with put options RHEB has the right, at its discretion, to termaahly the entire advance priol
the stated maturity date. The termination optioty wraly be exercised on the expiration date of tleelptermined lockout period &
on a quarterly basis thereafter.

As of December 31, 2013, Cornerstone had a borgwirtstanding of $1,740,000 with a correspondararitial institution. Th
loan was fully secured with cash collateral andunegl quarterly interest payments at an annualafte/o percent. Principal and
accrued interest not yet paid was due upon maturiiarch 2014. At maturity, Cornerstone electedeoew the existing debt w
the correspondent financial institution with thensaterms and a new maturity date of March 2015J@re 30, 2014, Cornerstc
elected to repay the loan plus accrued interedulin As of December 31, 2014, there were no amewnitstanding under tl
borrowing.

The primary source of liquidity for Cornerstonghie payment of dividends from the Bank. As of DebenB1, 2014, the Bank w
under a dividend restriction that requires regulatpproval prior to the payment of a dividend frtme Bank to Cornerstone.

At December 31, 2014, scheduled maturities of #meFal Home Loan Bank advances and other borrovéirggas follows:

2015 $ 26,000,00
2016 5,000,001
2017 5,000,001
Total $ 36,000,00

Note 10. Employee Benefit Pla
401(K) plan:
Cornerstone has a 401(k) employee benefit planroaysubstantially all employees that have completeleast 30 days of serv

and met minimum age requirements. Cornersom@ntribution to the plan is discretionary. Costene elected not to maki
contribution to the plan for 2014, 2013 and 2012.
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Note 10. Employee Benefit Plans (continu
Employee Stock Ownership Plan:

Cornerstone has a néeveraged employee stock ownership plan (ESOP)hichwCornerstone makes 100% of the contribution
purchasing Cornerstoree’common stock and allocates the contributions antbe participants based on regulatory guidel
Cornerstones contribution is discretionary, as determined iy Compensation Committee. Employer contributicesaaailable t
all employees after 1,000 hours of service. Thegecartain age and years-sdrvice requirements before contributions can bee
for the benefit of the employee. The ESOP plan alsivides for a three year 100% vesting requiremtrgrefore, employe
terminating employment before their third anniveysdate will forfeit their accrued benefit undeetESOP. The forfeiture is re-
allocated among the remaining ESOP patrticipantstitutions were made to the ESOP of $10,000 imd2&id $3,500 in 2012. I
contributions were made in 2013.

Note 11. Financial Instruments With ¢Balance-Sheet Risk

In the normal course of business, the Bank hagandig commitments and contingent liabilities,ls@as commitments to exte
credit and standby letters of credit, which areinotuded in the accompanying financial statemeht® Banks exposure to cre:
loss in the event of nonperformance by the othetypa the financial instruments for commitmentsetatend credit and stanc
letters of credit is represented by the contractualotional amount of those instruments. The Basds the same credit policie:
making such commitments as it does for instruméimd$ are included in the balance sheet. At DecerdbeR014 and 201
undisbursed loan commitments aggregated approxXiyn&#6,478,000 and $33,664,000, respectively. lditamh, there wer
outstanding standby letters of credit totaling appnately $330,000 and $396,000, respectively.

Commitments to extend credit are agreements totleadcustomer as long as there is no violatioangf condition established in 1
contract. Commitments generally have fixed expiratilates or other termination clauses and may requayment of a fee. Sir
many of the commitments are expected to expire awithbeing drawn upon, the total commitment amowtsnot necessari
represent future cash requirements. The Bank eteasligach customer’s creditworthiness on a caseabg-basis. The amount
collateral obtained, if deemed necessary by th&kBigon extension of credit, is based on managemergdit evaluation. Collate
held varies but may include accounts receivablesritory, property and equipment, and income-pradycommercial properties.

Standby letters of credit are conditional commitiedasued by the Bank to guarantee the performahaeustomer to a third par
Standby letters of credit generally have fixed eaqon dates or other termination clauses and reguire payment of a fee. T
credit risk involved in issuing letters of credit éssentially the same as that involved in extenltian facilities to customers. T
Bank’s policy for obtaining collateral, and the nature soich collateral, is essentially the same as thablved in makin
commitments to extend credit.

The Bank incurred insignificant losses on its cotmnments during 2014, 2013, and 2012.

Note 12. Fair Value Disclosurt

Cornerstone uses fair value measurements to réawrdalue adjustments to certain assets and liedsiland to determine fair val
disclosures. In accordance with ASC Topic 820, rMalue Measurements and Disclosurdlg fair value of a financial instrumi
is the price that would be received to sell antasseaid to transfer a liability in an orderly tisaction between market participe
at the measurement date. Fair value is best detedhtiased upon quoted market prices. In cases wheted market prices are
available, fair values are based on estimates ysiegent value or other valuation techniques. Theskniques are significan
affected by the assumptions used, including theodist rate and estimates of future cash flows. Adiogly, the fair value estimat
may not be realized in an immediate settlementi@finstrument.
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Note 12. Fair Value Disclosures (continu

ASC Topic 820 provides a consistent definition aif fvalue, which focuses on exit price in an orgéransaction between mar
participants at the measurement date under cumarket conditions. If there has been a significltrease in the volume and le
of activity for the asset or liability, a changevialuation technique or the use of multiple valoatiechniques may be appropriate
such instances, determining the price at whichivglimarket participants would transact at the mesamant date under curr
market conditions depends on the facts and ciramss and requires the use of significant judgniére.fair value is a reasona
point within the range that is most representati/&ir value under current market conditions.

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

Level 1 -Quoted prices (unadjusted) in active markets fenfital assets or liabilities that Cornerstone thas ability tc
access.

Level 2 -Significant other observable inputs other than LLdvprices, such as quoted prices for similar assetiabilities ir
active markets, quoted prices in markets that ateantive, and other inputs that are observableaor be corroborated
observable market data.

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

A financial instrumens categorization within the valuation hierarchyp&sed upon the lowest level of input that is sigaiit to thi
fair value measurement. There have been no chamgjes methodologies used at December 31, 201428h8.

The following methods and assumptions were use@diperstone in estimating fair value disclosuredif@ancial instruments:
Cash and cash equivalents:

The carrying amounts of cash and cash equivalgeaimate fair values based on the sherta nature of the assets. Cash
cash equivalents are classified as Level 1 ofdirevhlue hierarchy.

Securities:

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

The carrying value of Federal Home Loan Bank stapfroximates fair value based on the redemptionigions of the Feder
Home Loan Bank. Federal Home Loan Bank stock issified as Level 3 of the fair value hierarchy.

Loans:

For variablerate loans that reprice frequently and with no isicemt change in credit risk, fair values are lthea carrying value
Fair values for fixedate loans are estimated using discounted cashdlmalysis, using market interest rates for comparkians
Loans for which it is probable that payment of iet# and principal will not be made in accordandé ¥he contractual terms of t
loan agreement are considered impaired. Once aifoafentified as individually impaired, managememasures impairment
accordance with ASC Topic 310, “Accounting by Ctedi for Impairment of a Loan.”
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Note 12. Fair Value Disclosures (continu
Deposits:
The fair value of deposits with no stated matustych as noninterest-bearing and intebestring demand deposits, savings dep:
and money market accounts, is equal to the amaydlpe on demand at the reporting date. The carrgimounts of variableate
fixed-term certificates of deposit approximate tHair values at the reporting date. Fair valuasfiiced—rate certificates of depo
are estimated using a discounted cash flow calouldhat applies market interest rates on comparatisitruments to a schedule
aggregated expected monthly maturities on time siepdGenerally, Level 3 inputs are utilized instestimate.
Federal funds purchased and securities sold umgleements to repurchase:

The carrying value of these liabilities approxingatbeir estimated fair value. These liabilities ar@uded in Level 3 of the fe
value hierarchy.

Federal Home Loan Bank advances and other borr@wing

The fair value of these fixed rate advances ismedtd based on discounted contractual cash flowsy wirrent increment
borrowing rates for similar type borrowing arrangens. These liabilities are included in Level 3k fair value hierarchy.

Accrued interest:

The carrying amounts of accrued interest approarfeit value. Accrued interest is included in Le8eadf the fair value hierarchy.
Commitments to extend credit, letters of credit Anes of credit:

The fair value of commitments is estimated usingfdres currently charged to enter into similar egrents, taking into account
remaining terms of the agreements and the preseditworthiness of the counterparties. For fixate loan commitments, fair va
also considers the difference between current $eviinterest rates and the committed rates.

The tables below present the recorded amount efsaasd liabilities measured at fair value on aimgéeg basis.

Quoted Prices  Significant  Significant

Active Markets Other Other
Balance as ¢  for Identical Observable Unobservabl
December 3. Assets Inputs Inputs
2014 (Level 1) (Level 2) (Level 3)
Debt securities available for sa
U.S. Government agenci $ 563,020 $ - $ 563020 $ -
State and municipal securiti 7,331,08! - 7,331,08! -
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA or FN 16,888,27 - 16,888,27 -
Collateralized mortgage obligations issued or
guaranteed by U.S. Government agencies or
sponsored agencies 62,410,53 - 62,410,53 -
Total securities available for sale $ 87,192,90 $ - $87,19290 $ -
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Note 12. Fair Value Disclosures (continu

Quoted Prices  Significant  Significant
Active Markets Other Other
Balance as ¢  for Identical Observable Unobservabl
December 3: Assets Inputs Inputs
2013 (Level 1) (Level 2) (Level 3)
Debt securities available for sa
U.S. Government agenci $ 3,481,33 $ - $ 348133 % =
State and municipal securiti 15,249,23 - 15,249,23 -
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA or FN 7,132,27 - 7,132,27! -
Collateralized mortgage obligations issued or
guaranteed by U.S. Government agencies or
sponsored agencies 66,345,82 - 66,345,82 -
Total securities available for sale $ 92,208,67 $ - $92,208,67 $ =

Cornerstone has no assets or liabilities whosevidires are measured on a recurring basis usingl Bemputs. Additionally, the
were no transfers between Level 1 and Level 2érfair value hierarchy.

Certain assets and liabilities are measured atviaine on a nonrecurring basis, which means thetsisnd liabilities are n
measured at fair value on an ongoing basis buswbiect to fair value adjustments in certain cirstances (for example, when th
is evidence of impairment). The tables below presgiormation about assets and liabilities on tladahce sheet at December
2014 and 2013, for which a nonrecurring changeaiinvialue was recorded.

Quoted Prices  Significant  Significant
Active Markets Other Other
Balance as ¢  for Identical Observable Unobservabl
December 3: Assets Inputs Inputs
2014 (Level 1) (Level 2) (Level 3)
Impaired loan: $ 2,190,52 $ - % - $ 2,190,52
Foreclosed asse 8,000,36! - - 8,000,36!
Quoted Prices  Significant  Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservabl
December 3: Assets Inputs Inputs
2013 (Level 1) (Level 2) (Level 3)
Impaired loan $ 3,331,68 $ - $ - $ 3,331,68
Foreclosed asse 12,925,74 - - 12,925,74.

84




CORNERSTONE BANCSHARES, INC. AND SUBSIDIAR

NOTES TO CONSOLIDATED FINANCIAL STATEMENT!
December 31, 2014, 2013, and 2(

Note 12. Fair Value Disclosures (continu

Loans considered impaired under ASC 310-10-35, éRebles”,are loans for which, based on current informatiod avents, it i
probable that Cornerstone will be unable to colédicprincipal and interest payments due in accocdavith the contractual terms
the loan agreement. Impaired loans can be measa®sed on the present value of expected paymemig tis¢ loars origina
effective rate as the discount rate, the leatiservable market price, or the fair value ofdbkateral less selling costs if the loa
collateral dependent.

The fair value of impaired loans were primarily reei@d based on the value of the collateral secthiegse loans. Impaired loans
classified within Level 3 of the fair value hierayc Collateral may be real estate and/or businessta including equipme
inventory, and/or accounts receivable. Cornerstigtermines the value of the collateral based oapgaddent appraisals perforr
by qualified licensed appraisers. These apprarsalg utilize a single valuation approach or a coratiom of approaches includi
comparable sales and the income approach. Appra&dads are discounted for costs to sell and magisgmunted further based
management’s historical knowledge, changes in naxeditions from the date of the most recent aigptaand/or managemest’
expertise and knowledge of the customer and theees’s business. Such discounts by management are gubjaend are typical
significant unobservable inputs for determining failue. Impaired loans are reviewed and evaluatedt least a quarterly basis
additional impairment and adjusted accordingly gblasn the same factors discussed above.

Foreclosed assets, consisting of properties oltaim®ugh foreclosure or in satisfaction of loaa® initially recorded at the low
of the loans carrying amount or the fair value less estimatedts to sell upon transfer of the loans to foremib assel
Subsequently, foreclosed assets are carried dower of carrying value or fair value less costss#dl. Fair values are gener:
based on third party appraisals of the property ared classified within Level 3 of the fair valueetarchy. The appraisals
sometimes further discounted based on managesnieistorical knowledge, and/or changes in markatitmns from the date of t
most recent appraisal, and/or management’s expeatid knowledge of the customer and the custentmrsiness. Such discol
are typically significant unobservable inputs fatermining fair value. In cases where the carnantpunt exceeds the fair val
less estimated costs to sell, a loss is recogiizadninterest expense.

For Level 3 assets measured at fair value on aesaming basis as of December 31, 2014, the sggmifiunobservable inputs used
in the fair value measurements are presented below.

Significant Othel Weighted
Balance as ¢ Valuation Unobservable Average
December 31, 201 Technique Input of Input
Impaired loan: $ 2,190,52. Appraisa Appraisal discounts (¢ 28.%%
Foreclosed asse 8,000,36! Appraisa Appraisal discounts (¢ 14.5%

The carrying amount and estimated fair value of @wenerstone's financial instruments at Decembe2814 and 2013, are
follows (in thousands):

2014 2013
Carrying Estimatec Carrying Estimatec
Amount Fair Value Amount Fair Value
Assets:

Cash and cash equivalel $ 15,52¢ $ 15,52¢ $ 24,85. $ 24,85:
Securities 87,21¢ 87,21¢ 92,24: 92,24
Federal Home Loan Bank sto 2,32¢ 2,32¢ 2,32¢ 2,32¢
Loans, ne 291,86¢ 292,49( 286,23 287,41
Accrued interest receivab 1,142 1,14: 97¢ 97¢€
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Note 12. Fair Value Disclosures (continu

2014 2013
Carrying Estimatec Carrying Estimatec
Amount Fair Value Amount Fair Value
Liabilities:
Noninteres-bearing demand depos $ 57,03 $ 57,03t $ 75,200 $ 75,201
Interes-bearing demand depos 26,46¢ 26,46¢ 24,56+ 24,56¢
Savings deposits and money market accc 80,86: 80,86: 86,33( 86,33(
Time deposit: 144,29: 145,90° 155,31« 156,69¢
Federal funds purchased and securities sold under
agreements to repurche 29,41( 29,41( 22,97 22,97«
Federal Home Loan Bank advances and other borre 36,00( 36,32: 26,74( 27,44¢
Accrued interest payab 72 72 82 82

Unrecognized financial instrumer
(net of contract amount
Commitments to extend crel - - - -
Letters of credi = - - -
Lines of credi - - - -

Note 13. Contingencie
The Bank is involved in certain claims arising fromrmal business activities. Management believasttie impact of those clail
are without merit and that the ultimate liabilityany, resulting from them will not materially afft the Banlks financial condition ¢
Cornerstone’s consolidated financial position, ssof operations, or cash flows.

Note 14. Stock Option Plai

Cornerstone has stock option plans which are mdhe described below. For the years ended DecerdbeR014, 2013 and 20:
Cornerstone recognized $160,500, $129,056 and $84r8spectively, in compensation expense fortatiksoptions.

For the years ended December 31, 2014, 2013, ati?] #te fair value of each option granted is edtthan the date of grant us
the Black-Scholes option-pricing model with thddaling assumptions:

Years Ended December ¢

2014 2013 2012
Dividend yield 0.C% 0.C% 0.C%
Expected life 8.5 year 7.0 year 7.0 year
Expected volatility 45. 7% 47.6(% 44.62%
Risk-free interest rat 2.3% 1.2% 1.44%

The expected volatility is based upon historicalatibity. The riskfree interest rates for periods within the contrattife of the
awards are based on the U.S. Treasury yield curefféct at the time of the grant. The expectealifbased on historical exerc
experience. The dividend yield assumption is base@ornerstone’s history and expectation of divilpayouts.
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Note 14. Stock Option Plans (continui
Board of Directors Plan:

Cornerstone has a stock option plan under which lmeesnof the Board of Directors, at the formationtlef Bank, were grant
options to purchase a total of up to 600,000 shafe®mmon stock. Only noqualified stock options could be granted unde
Plan. In addition, members of the Board of Direstoould be issued options under the Cornerston2 R6Ag-Term Incentive Ple
to purchase up to 1,200,000 shares of Cornerstogk.sThe options available for issuance to Boaesniers under the 2002 Long-
Term Incentive Plan are shared with officers anglegees of Cornerstone. The exercise price of eatlon equals the market pr

of Cornerstone’s stock on the date of grant andobtéon’s maximum term is ten years, at which point thepgirex Vesting fo
options granted during 2014, 2013, and 2012 are 6@%ach of the first and second anniversary ofytiaat date with full vestir
occurring at the second anniversary date. At Dees@b, 2014, the total remaining compensation tmdte recognized on non-
vested options is approximately $130,000. An anslgkthis stock option plan is presented in thofeing table:

Years Ended December ¢

2014 2013 2012
Average Aggregat Average Average
Exercise  Intrinsic Exercise Exercise
Shares Price Value(1) Shares Price Shares Price
Outstanding at beginning of ye 190,25( $  3.07 145,25( $  3.3C 5525( $  5.9¢
Grantec 80,00( 2.4C 45,000 $ 231 90,00 $ 1.6t
Exercisec - - - - - -
Forfeited 16,00( 5.44 - - - -
Outstanding at end of ye 254,25( $ 271 $264500 190,25 $ 3.07 14525( $ 3.3C
Options exercisable at y-end 151,75 $ 2.9t $17055( 100,25( $  4.0¢ 55,25( $  5.9¢
Weighted-average fair value of
options granted duringtheye $  1.3C $ 117 $ 0.7¢

(1) The aggregate intrinsic value of a stock opiiothe table above represents the totaltpreintrinsic value (the amount
which the current market value of the underlyimacktexceeds the exercise price of the option)watld have been receiv
by the option holders had all option holders exaditheir options on December 31, 2014. This amobanhges based
changes in the market value of Cornerstone's s

Information pertaining to options outstanding atBmber 31, 2014, is as follows:

Options Outstandin Options Exercisabl

Weighted Weighted Weighted

Average Average Average

Exercise Number Remaining Exercise Number Exercise

Prices Outstanding Life Price Exercisable Price

$ 9.2: 8,00( 0.2 Year $ 9.2¢ 8,00C $ 9.2
7.9¢ 12,80( 3.2 Year 7.9¢ 12,80( 7.9¢
3.6(C 18,45( 4.2 Year 3.6( 18,45( 3.6C
2.4C 80,00( 9.2 Year 2.4C - 2.4C
2.37 45,00( 8.2 Year 2.37 22,50( 2.37
1.6t 90,00( 7.2 Year 1.6t 90,00( 1.6t

Outstanding at er



of year 254,25 7.4 Year $ 2.71 151,75( $ 2.9¢
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Note 14. Stock Option Plans (continui
Board of Directors Plan: (continued)
Information pertaining to non-vested options fa tffear ended December 31, 2014, is as follows:

Weighted Averag

Number Grant Date

of Shares Fair Value
Non-vested options, December 31, 2( 90,00( $ 0.9¢
Grantec 80,00( 1.3C
Vested (67,500 0.91
Forfeited - -
Non-vested options, December 31, 2014 102,50( $ 1.27

The total fair value of shares that vested duridgf2and 2013 was approximately $179,000 and $102ré8pectively.
Officer and Employee Plans:

Cornerstone has two stock option plans, the 199G &stone Statutory and Natatutory Option Plan and the Cornerstone !
Long-Term Incentive Plan, under which officers amdployees could be granted incentive stock optmmsaongualified stoc
options to purchase a total of up to 220,000 a@8@,000 shares, respectively, of Cornerstememmon stock. The option price
incentive stock options shall be not less than d€@ent of the fair market value of the common st the date of the grant. 1
non-qualified stock options may be equal to or moréess than the fair market value of the common stockhe date of the gra
The stock options vest at 30 percent on the seaaddhird anniversaries of the grant date and 4€ep¢ on the fourth anniversi
of the grant date. These options expire ten years the grant date. At December 31, 2014, the tetakining compensation cos
be recognized on novested options is approximately $658,000. An anslgkthe activity for each of the years ended Deloer 31
2014, 2013 and 2012, for this stock option plafofes:

Years Ended December :

2014 2013 2012
Average Aggregate Average Average
Exercise Intrinsic Exercise Exercise
Shares Price Value(1) Shares Price Shares Price
Outstanding
at
beginning
of year 810,82! $ 3.51 670,300 $ 3.8¢ 572,600 $ 4.63
Grantec 207,000 $ 2.4C 203,000 $ 2.37 202,000 $ 1.6t
Exercisec - - - - - -

Forfeited (77,990 $ 4.8¢ (62,479 $ 3.4C (104,300 $ 3.8¢

Outstanding

at end of
year 939,83! $ 318 $ 953,94 810,82! $ 3.51 670,30 $ 3.8¢

Options

exercisab

at year-

end 345,73t $ 48t $ 264,14« 307,02! $ 6.1C 274,68( $ 6.82

Weightec-



average fair
value of
options
granted
during the

year $ 1.3C $ 1.17 $ 0.7¢

(1) The aggregate intrinsic value of a stock opfioithe table above represents the totaltpreintrinsic value (the amount
which the current market value of the underlyimacktexceeds the exercise price of the option)whatld have been receiv

by the option holders had all option holders exsaditheir options on December 31, 2014. This amobanges based
changes in the market value of Cornerstone's s
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Note 14. Stock Option Plans (continue
Officer and Employee Plans: (continued)

Information pertaining to options outstanding atBmber 31, 2014, is as follows:

Options Outstandin Options Exercisabl

Weighted Weighted Weighted

Average Average Average

Exercise Number Remaining Exercise Number Exercise

Prices Outstanding Life Price Exercisable Price
$ 9.2 39,91( 0.2 Year $ 9.2t 39,91( $ 9.2:¢
13.2¢ 16,80( 1.2 Year 13.2¢ 16,80( 13.2¢
15.2¢ 11,82¢ 2.2 Year 15.2¢ 11,82¢ 15.2¢
15.2( 2,75( 2.3 Year 15.2( 2,75( 15.2(
7.9¢ 45,00( 3.2 Year 7.9¢ 45,00( 7.9¢
3.6(C 69,55( 4.2 Year 3.6(C 69,55( 3.6(C
1.7¢ 167,00( 6.2 Year 1.7¢ 100,20t 1.7¢
1.5¢ 3,00( 6.3 Year 1.5¢ 1,80( 1.5t
1.1C 5,00( 6.6 Year 1.1C 3,00¢ 1.1C
1.0z 5,00( 6.8 Year 1.0z 3,00(¢ 1.0z
1.6t 173,00( 7.2 Year 1.6t 51,90( 1.6t
2.37 190,00t 8.2 Year 2.37 - -
2.4C 206,00( 9.2 Year 2.4C - -
2.5C 5,00( 8.6 Year 2.5C - -
Outstanding at er

of year 939,83! 6.8 Year $ 3.1t 345,73! $ 4.8¢

Information pertaining to non-vested options fa ffear ended December 31, 2014, is as follows:

Weighted Averag

Number Grant Date

of Shares Fair Value
Non-vested options, December 31, 2( 503,80( $ 0.9¢
Grantec 207,00( 1.3C
Vested (107,400 0.81
Forfeited (9,300 1.01
Non-vested options, December 31, 2014 594,10( $ 1.11

The total fair value of shares that vested duri®d42 2013 and 2012, was approximately $281,0000809, and $73,00
respectively.

Note 15. Liquidity and Capital Resourc
Cornerstones primary source of funds with which to pay itsufiet obligations is the receipt of dividends fros subsidiary Ban

Banking regulations provide that the Bank must r@amcapital sufficient to enable it to operateaagiable institution and, as
result, has limited the amount of dividends thelBaray pay without prior approval.
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Note 16. Minimum Regulatory Capital Requireme

Cornerstone (on a consolidated basis) and the Baeksubject to various regulatory capital requineimeadministered by t
Tennessee Department of Financial Institutionsthediederal banking agencies. Failure to meet minincapital requirements ¢
initiate certain mandatory and possibly additiogiakretionary actions by regulators that, if undken, could have a direct mate
effect on Cornerstong’and the Bank's financial statements. Under dapitaquacy guidelines and the regulatory framewor
prompt corrective action, Cornerstone and the Bamist meet specific capital guidelines that invotuegantitative measures
Cornerstone’s and the Bank's assets, liabilities] eertain off-balancsheet items as calculated under regulatory acaumy
practices. Cornerstoreeand the Bank's capital amounts and classificatieralso subject to qualitative judgments by gwulator
about components, risk weightings, and other fact®rompt corrective action provisions are not igpple to bank holdir
companies.

Quantitative measures established by regulatieensure capital adequacy require Cornerstone anBahk to maintain minimu
amounts and ratios (set forth in the table belofiptal and Tier | capital (as defined in the regjidns) to riskweighted assets (
defined), and of Tier | capital (as defined) to ragre assets (as defined). Management believes,2ascember 31, 2014 and 20
that Cornerstone and the Bank meet all capital @a®grequirements to which they are subject.

During 2013, the Federal Reserve released finaledriStates Basel Il regulatory capital rules immating the global regulatc
capital reforms of Basel Il and certain changegpumed by the Dodd~rank Wall Street Reform and Consumer Protectioh Alae
FDIC and OCC also approved the final rule during20The rule applies to all banking organizatidmet tare currently subject
regulatory capital requirements, as well as cer&mings and loan holding companies. The rule gthems the definition .
regulatory capital, increases risk-based capitgiirements, and makes selected changes to thelataouof riskweighted asse!
The rule becomes effective January 1, 2015, fon@stone and most banking organizations subjegtttansition period for seve
aspects of the rule including the new minimum edp#tio requirements, the capital conservatiorfdsufand the regulatory capi
adjustments and deductions.

As of December 31, 2014, the most recent notificafrom the Federal Deposit Insurance CorporatiédIC) categorized the Ba
as well capitalized under the regulatory framewlrkprompt corrective action. To be categorizedvadl capitalized, an institutic
must maintain minimum total-risk based, Tier | flsksed, and Tier | leverage ratios as set forthérfollowing tables. There are
conditions or events since that notification thatn@gement believes have changed the Bank's prasngictive action categol
Cornerstone’s and the Bank's capital amounts aiabrare also presented in the table. Dollar ansarg presented in thousands.

To be Well
Capitalized Unde
For Capital Prompt Correctivt
Actual Adequacy Purpose Action Provisions
Amount Ratio Amount Ratio Amount Ratio
As of December 31, 201
Total capital to risk-
weighted asset:
Consolidatec $ 36,10° 11.6% $ 24,81° 8.C% N/A N/A
Cornerstone
Community Bank 41,67( 13.5% 24,78¢ 8.C% $ 30,98: 10.(%
Tier | capital to risk-
weighted asset:
Consolidatec 32,61: 10.5% 12,40¢ 4.C% N/A N/A
Cornerstone
Community Bank 38,17¢ 12.2% 12,39: 4.C% 18,58¢ 6.C%
Tier | capital to average
assets
Consolidatec 32,61: 8.C% 16,30 4.C% N/A N/A
Cornerstone
Community Bank 38,17¢ 9.4% 16,28" 4.C% 20,35¢ 5.C%
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Note 16. Minimum Regulatory Capital Requirements (contini

To be Well
Capitalized Unde
For Capital Prompt Correctivt
Actual Adequacy Purpose Action Provisions
Amount Ratio Amount Ratio Amount Ratio
As of December 31, 201
Total capital to risk-
weighted asset:
Consolidatec $ 34,82( 11.5% $ 24,63¢ 8.C% N/A N/A
Cornerstone
Community Bank 39,34 12.8% 24,55 8.C% $ 30,69: 10.(%
Tier | capital to risk-
weighted asset:
Consolidatec 31,61° 10.2% 12,31° 4.C% N/A N/A
Cornerstone
Community Bank 36,13¢ 11.8% 12,27¢ 4.C% 18,41« 6.C%
Tier | capital to average
assets
Consolidatec 31,61° 7.5% 16,88 4.C% N/A N/A
Cornerstone
Community Bank 36,13¢ 8.6% 16,87( 4.C% 21,08’ 5.C%

Note 17. Earnings per Common Sh

Basic earnings per share represents income awailaldlommon stockholders divided by the weighdedrage number of comm
shares outstanding during the period. Diluted eaper share reflects additional common sharesabald have been outstand
if dilutive potential common shares had been iss@esdwell as any adjustment to income that woukliltefrom the assum:
issuance.

Potential common shares that may be issued by &tame relate to outstanding stock options, detgthusing the treasury st
method.

Earnings per common share have been computed bageé following:

2014 2013 2012

Net income $ 163828 $ 1,680,800 $ 1,402,06
Less: Preferred stock dividend requireme 1,500,001 1,500,00! 1,229,78
Less: Preferred stock accretion 71,38 71,38 63,92+
Net income applicable to common stc $ 66,90( $ 109,42t $ 108,35!
Average number of common shares outstan 6,614,41. 6,547,07. 6,500,39!
Effect of dilutive stock options 222,37. 115,21. 50,13¢
Average number of common shares outstanding useal¢alate diluted

earnings per common share 6,836,78 6,662,28 6,550,53;

The effects of outstanding antidilutive stock opicare excluded from the computation of dilutedchieeys per common share. Th
were 217,435, 358,550, and 358,550, antidilutieelsbptions for 2014, 2013 and 2012, respectively.
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Note 18. Recent Accounting Pronounceme

In January 2014, the FASB issued Accounting Statslalpdate (ASU) 2014-04, "ReceivablBoubled Debt Restructurings
Creditors: Reclassification of Residential RealasiCollateralized Consumer Mortgage Loans uporedtasure.” The amendme
in this ASU reduce diversity in practice by clanifg when an in substance repossession or foredasugurs, that is, when a cred
should be considered to have received physicalkgsim of residential real estate property coldditsing a consumer mortgage ¢
such that the loan receivable should be derecodripel the real estate property recognized. The dments in this ASU clari
that an in substance repossession or foreclosuwargcand a creditor is considered to have receplegbical possession
residential real estate property collateralizingomsumer mortgage loan, upon either (1) the credibtaining legal title to tt
residential real estate property upon completioa fifreclosure or (2) the borrower conveying aierast in the residential real es
property to the creditor to satisfy that loan thgbhwcompletion of a deed in lieu of foreclosure lmotigh a similar legal agreeme
Additionally, the amendments require interim anchwal disclosure of both (1) the amount of forectbsesidential real est:
property held by the creditor and (2) the recordeastment in consumer mortgage loans collaterdlizg residential real est:
property that are in the process of foreclosureling to local requirements of the applicablegdittion. The amendments in 1
ASU are effective for public business entities &mmnual periods, and interim periods within thoseuah periods, beginning af
December 15, 2014. An entity can elect to adopathendments in this ASU using either a modifiedosgiective transition meth
or a prospective transition method. Cornerstones du# believe the adoption of this ASU will havesignificant impact on tt
consolidated financial statements.

In May 2014, the FASB issued ASU 2008; "Revenue from Contracts with Customers." Thpgate is a joint project with t
International Accounting Standards Board initiatedclarify the principles for recognizing revenuedato develop a comm
revenue standard that is meant to remove inconsiste and weaknesses in revenue requirementsderavinore robust framew
for addressing revenue issues, improve companmalfirevenue recognition practices, provide morefulsinformation to users
financial statements and simplify the preparatidnfieancial statements. The guidance in this updaipersedes the revel
recognition requirements in ASC Topic 605, "ReveRerognition" and most industspecific guidance throughout the Indu
Topics of Codification. This update is effective Bmnual and interim periods beginning after Decenilb, 2016. Cornerstone d
not believe this update will have a significant ampon the consolidated financial statements.

In June 2014, the FASB issued ASU 2014-11, "Trassfend Servicing: RepurchaseNt&turity Transactions, Repurchi
Financings, and Disclosures." The amendments g Al8U require two accounting changes. First, theradments in this AS
change the accounting for repurchaseni@turity transactions to secured borrowing accogntSecond, for repurchase financ
arrangements, the amendments require separatengicgpéor a transfer of a financial asset executedtemporaneously with
repurchase agreement with the same counterparighwtill result in secured borrowing accounting foe repurchase agreem
This ASU also includes new disclosure requiremehiie accounting changes in this ASU are effectoreplublic business entiti
for the first interim or annual period beginningeafDecember 15, 2014. An entity is required tcspné changes in accounting
transactions outstanding on the effective date agraulativeeffect adjustment to retained earnings as of thginnéng of the perio
of adoption. Earlier application for a public busss entity is prohibited. Cornerstone is currerdljiewing this ASU to determine
it will have an impact on the consolidated finahstatements.

In August 2014, the FASB issued ASU 2014-14, "Reatales— roubled Debt Restructurings by Creditors: Clasation of Certai
Government—Guaranteed Mortgage Loans upon Foreclosure." Thendments in this ASU require that a mortgage loe
derecognized and that a separate other receivabtedognized upon foreclosure if (1) the loan hg®wernment guarantee tha
not separable from the loan before foreclosurea{ahe time of foreclosure, the creditor has thterit to convey the real est
property to the guarantor and make a claim on tlegantee, and the creditor has the ability to recownder that claim; and (3) at
time of foreclosure, any amount of the claim thatdetermined on the basis of the fair value of i estate is fixed. Up
foreclosure, the separate other receivable shoeldnbasured based on the amount of the loan balgniceipal and interes
expected to be recovered from the guarantor. Thendments in this ASU are effective for annual p#sjoand interim perio
within those annual periods, beginning after Decemnilb, 2014. The adoption of this guidance is xpeeted to have a signific:
impact on the Cornerstone’s consolidated finarat@lements.
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Note 19.

Note 20.

Equity Investmer

During 2006, Cornerstone invested $3,000,000 6% share of the Appalachian Fund for Growth litRenship (AFG), which we
managed by the Southeast Local Development CoiparéGeneral Partner). AFG was targeting high jobation and retentic
businesses and businesses providing important caoityrgervices. The funds were deployed to helpatlact new businesses
underserved service areas by offering creative financi?)g supply creative financing for businesses thabdlitate existin
distressed properties to facilitate community depeient; and 3) leverage other private investmentits targeted communities.
return for its investment in AFG, Cornerstone atiteoinvestors received new market tax creditsppraximately $180,000 durii
2012. No new market tax credit was received in 2002014. During 2014, Cornerstone received appnately $2,393,600

equity distributions to facilitate the winding dowhthe fund. AFG was dissolved during 2014.

AFG met the criteria of a VIE outlined in ASC Top&10, “Consolidation”.AFG was not consolidated by Cornerstone
Cornerstone was not the primary beneficiary.

Agreement and Plan of Mer

On December 5, 2014, Cornerstone, the Bank, SnmartEial, Inc. (SmartFinancial), and SmartFinansialholly owned subsidiar
SmartBank, entered into an Agreement and Plan afgbte(the Merger Agreement), pursuant to which $Riaancial will be
merged with and into Cornerstone (the Merger), e entity surviving the Merger (the Surviving Caanpg) will be rename
SmartFinancial, Inc. The banks will initially remaeparate and operate under their respective narttesir respective markets.

Under the terms of the Merger Agreement, each audétg share of SmartFinancial common stock willcbaverted into 4.2
shares of Cornerstone common stock, subject tostd@gnt based on an anticipated reverse stock afpfitornerstones commo
stock. Additionally, each outstanding share of SFiaancial preferred stock will be converted intsteare of Cornerstone prefer
stock with similar rights and preferences. Curtasitiers of Cornerstong’preferred stock will be asked to vote on an ammmd tc
Cornerstone’s charter to allow Cornerstone to redige outstanding preferred stock prior to the ctatipn of the Merger.

Based on consideration of all the relevant facts @incumstances of the Merger, for accounting psegp SmartFinancial will |
considered to have acquired Cornerstone. As atrdslibwing the completion of the Merger, the listal financial statements
the Surviving Company will be the historical fingacstatements of SmartFinancial. The Merger wélldffected by the issuance
shares of Cornerstone stock to SmartFinancial Bb#ters. The assets and liabilities of Cornersiamef the effective date of 1
Merger will be recorded at their estimated fairwesl and added to those of SmartFinancial. Any exakgurchase price over the
estimated fair values of the acquired assets afmlities of Cornerstone will be allocated to akntifiable intangible assets. A
remaining excess will then be allocated to goodwilie goodwill resulting from the Merger will noe tamortized to expense,

instead will be reviewed for impairment at leastw@ally. To the extent goodwill were impaired, ierrying value would be writte
down to its implied fair value and a charge woutdrbade to earnings. Intangibles with definite uskfes will be amortized t
expense over their estimated useful lives.

The Merger Agreement contains customary represengtwarranties and covenants by all parties. @iomd to each party’
obligation to consummate the Merger include thdofeing, as well as other customary conditions: &pproval of the Merg
Agreement by shareholders of Cornerstone and Simartéial, (2) approval of the Merger by regulatanthorities, (3) action by |
more than 7% of the outstanding shares of SmamEiahcommon stock and Cornerstone common stoantadgether that wou
establish the right to dissent from the Merger uridennessee law, (4) redemption of outstandingeshaf Cornerstone’preferre
stock and (5) the completion by Cornerstone ofrfaiag transactions that may be necessary to obégjulatory approval of ti
Merger. Conditions to SmartFinancmlobligation to consummate the Merger include tilowing: (1) evidence that Cornerstc
has amended its charter to allow the redemptioitsodutstanding preferred stock, the conversiosmwiartFinanciak outstandin
preferred stock and the reverse stock split, (py@ml by Cornerstone shareholders of an amendeédemtated charter, (3) apprc
by Cornerstone shareholders of amended and redigteds and (4) adoption by Cornerstone board mdatibrs and approval
Cornerstone shareholders of an incentive compemsplan.
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Note 20. Agreement and Plan of Merger (contint

The Merger Agreement provides certain terminatights for both Cornerstone and SmartFinancial amthér provides that, up
termination of the Merger Agreement under certaiouenstances, Cornerstone or SmartFinancial, aicapge, will be obligated 1
pay the other party a termination fee of $1,200,008 expenses.
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Note 21. Condensed Parent Informat

BALANCE SHEETS

ASSETS
Cash
Investment in subsidiat
Other assets

Total assets

LIABILITIES AND STOCKHOLDERS EQUITY
Other liabilities
Other borrowings
Total liabilities

Stockholders’ equity

Total liabilities and stockholders’ equity

STATEMENTS OF INCOME

December 3:

2014

December 3:
2013

$

637,63!
39,733,50
334,11!

$ 3,376,411
38,096,44
435,97:

$

40,705,25

$ 41,908,82

$

43,14¢

$ 35,09
1,740,001

43,14¢

40,662,10

1,775,09.

40,133,72

$

40,705,25

$ 41,908,82

Years Ended December :

2014 2013 2012
INCOME

Dividends $ - $ - 3 -
Interest incom: 66% 95€ -
66E 95€ -

EXPENSES
Interest expens 19,80: 49,83¢ 170,87:
Other operating expenses 476,89 286,10! 436,28.
Loss before equity in undistributed earni (496,03) (334,98) (607,15
Equity in undistributed earnings of subsidii 1,942,91. 1,887,29. 1,775,91
Income tax benefit 191,40! 128,50( 233,30
Net income 1,638,28, 1,680,80! 1,402,06.
Preferred stock dividend requireme 1,500,001 1,500,00! 1,229,78
Accretion on preferred stock discount 71,38: 71,38 63,92«
Net income available to common shareholders $ 66,90( $ 109,42t $ 108,35!
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Note 21. Condensed Parent Information (contint

2014 2013 2012
STATEMENTS OF CASH FLOW!
CASH FLOWS FROM OPERATING ACTIVITIE:
Net income $ 163828 $ 1,680,800 $ 1,402,06:
Adjustments to reconcile net income to net ¢
used in operating activitie
Stock compensation exper - - 74,04¢
Equity in undistributed income of subsidie (1,152,91) (1,887,29) (1,775,91)
Other 15,85¢ 110,65: 1,719,22.
Net cash used in operating activities 501,22! (95,839 1,419,411
CASH FLOWS FROM FINANCING ACTIVITIES
Net repayments under other borrowil (1,740,00) (435,000 (870,000
Issuance of preferred sto - - 4,858,07
Payment of preferred dividends (1,500,001 (1,433,89) (985,91)
Net cash (used in) provided by financing activities (3,240,001 (1,868,89) 3,002,16.
NET (DECREASE) INCREASE IN CASH AND CAS
EQUIVALENTS (2,738,77) (1,964,72) 4,421,571
CASH AND CASH EQUIVALENTS, beginning of year 3,376,41 5,341,13 919,56:
CASH AND CASH EQUIVALENTS, end of year $ 637,63! $ 3,376,411 $ 5,341,13
SUPPLEMENTAL DISCLOSURES OF CASH FLO'
INFORMATION
Cash paid during the year f
Interest $ 19,80: $ 85,23t $ 174,47.

Income taxes
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Note 22. Quarterly Data (unaudite

Interest incomi
Interest expense

Net interest income, before provision for loan &
Provision for loan losses
Net interest income, after provision for loan las

Noninterest incom
Noninterest expensi

Income before income tax
Income tax expens

Net income

Preferred stock dividend requirem«
Accretion on preferred stock dividends

Net income available to common shareholc

Earnings per common sha
Basic

Diluted

Years Ended December @

2014 2013
Fourth Third Seconc First Fourth Third Seconc First

Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter
$4,520,24. $4,502,25! $4,581,74. $4,533,12. $4,513,500 $4,760,39. $4,576,01! $4,603,11
650,17( 691,72 725,32« 722,63¢ 772,24( 869,04: 919,56! 961,70!
3,870,07. 3,810,53 3,856,42 3,810,48 3,741,261 3,891,35 3,656,45. 3,641,400
- - 350,00( 165,00( - - - 300,00(
3,870,07. 3,810,53 3,506,42 3,645,48 3,741,261 3,891,35 3,656,45. 3,341,400
458,77¢ 503,76t 534,48t 322,31 616,74 269,96¢ 697,30! 355,49¢
3,664,48: 3,659,10! 3,374,92: 3,301,04! 3,704,21. 3,464,57 3,701,72 2,975,88!
664,36: 655,19: 665,98: 666,75: 653,80: 696,74¢ 652,03: 721,02¢
253,40! 249,50( 256,50( 254,60( 249,70( 268,20( 256,00( 268,90(
410,95° 405,69: 409,48 412,15: 404,10: 428,54 396,03: 452,12¢
375,00( 375,00( 375,00( 375,00( 375,00( 375,00( 375,00( 375,00(
17,84 17,84¢ 17,84% 17,84¢ 17,84¢ 17,84% 17,84¢ 17,84%
$ 18,11 $ 1284 $ 16,63t $ 1930 $ 11,25¢ $ 3570 $ 3,18t $ 59,28
$ 0.01 $ - $ - $ - $ - $ 0.01 $ - $ 0.01
$ 0.01 $ - $ - $ - $ - $ 0.01 $ - $ 0.01
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON AC COUNTING AND FINANCIAL
DISCLOSURE

None
ITEM 9A. CONTROLS AND PROCEDURES
Disclosure Controls and Procedures

Cornerstone maintains disclosure controls and piaress, as defined in Rule 13&{e) promulgated under the Securities ExchangeoAt93¢
(the “Exchange Act”)that are designed to ensure that information reduio be disclosed by it in the reports that égibr submits under t
Exchange Act is recorded, processed, summarizedeguated within the time periods specified in @@mmissions rules and forms and tl
such information is accumulated and communicate@dmerstones management, including its Chief Executive Offiaed Chief Financi
Officer, as appropriate, to allow timely decisiargarding required disclosure. Cornerstone cawigdhn evaluation, under the supervision
with the participation of its management, includitgyChief Executive Officer and Chief Financialfioér, of the effectiveness of the design
operation of its disclosure controls and procedaesf the end of December 31, 2014. Based onvilleation of these disclosure controls
procedures, the Chief Executive Officer and ChiefaRcial Officer have concluded that as of Decen®ir2014, Cornerstorge'disclosur
controls and procedures were effective.

Management’s Report on Internal Control over Finangdal Reporting

The report of Cornerstone’s management on interoairol over financial reporting is set forth it 8 of this Annual Report on Form KO-
and incorporated herein by reference.
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Changes in Internal Controls

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

ITEM 9B. OTHER INFORMATION

None

PART IlI

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNA NCE

Information about Director Nominees

Set forth below with respect to the nominees foeabr of the Company is information regarding thrisiness experience during
past five years and other information. In additithg individual experiences, qualifications, atitds and/or skills of each nominee for dire
that led to his or her nomination and contributtheBoard'’s effectiveness as a whole are discusskedv.

Name

Age

Principal Occupation and Qualifications

Monique P. Berke

B. Kenneth Driver

Karl Fillauer

Nathaniel F. Hughe

48

79

67

56

Vice President, Investment Operations of Unum Grauglobal provider of financial protection bengf
She previously served as Vice President, HumanuRess, Global Services for Unum. Prior to 2009
owned and operated Berke Coaching & Consultingyighog consulting services to Fortune !
companies. Ms. Berke has extensive experiendeeitiimancial services industry with specializatiam
human resources and operational effectiveness.cétporate and consulting backgrounds add exte
experience to the Board in matters concerning hureanurces, process and change manageme
strategic planning. She has served on several comitynnonprofit boards and committees and is
recipient of many professional award

Vice Chairman and CEO of Fillauer Companies, Inc., a Chattanooga dgsesthetic manufactul
since 1914. He previously served as President dmef ©Operations Officer of Fillauer Companies,
from 1994 to 2007. Since 2007 he has served a¥/itee Chairman and Vice CEO of the Filla
Companies. He has been a director of the Compante s€i997. Mr. Driver has extensive experienc
matters involved in running a large public compahgs served in several capacities from CF
President and has expertise in finance and acemyntiorporate governance, employee matters
mergers and acquisitior

Chairman and @EO of Fillauer Companies, Inc., a Chattanooga dasesthetic manufacturer sir
1914. He has been a director of the Company si®®¥.1Mr. Fillauer brings significant execut
management experience and insight to the Boardismuadoficient in matters relating to finance .
accounting, corporate governance, employee ma#tedsmergers and acquisitiol
President and Chief Executive Officer of the Compaimce November 2009. He previously serve
President and CEO of the Companysole banking subsidiary, Cornerstone CommunitpkBéhe
“Bank”), from March 2012 to February 2015. Prior to that Mughes served as President and Int
Chief Executive Officer of the Bank from Novemb@&08 to March 2012. Prior to that time Mr. Hug
served as President and Chief Financial Officethef Company and President and Chief Oper
Officer of the Bank from June 2004 to November 20Bgesident and Chief Financial Officer of
Company and the Bank from April 2003 to June 2@0w Executive Vice President and Chief Final
Officer of the Company and the Bank from Febru@99.to April 2003. Mr. Hughes has been a dire
of the Company since April 2003. He has over 30yeaxperience in the banking and financial sen
industry, including expertise in finance and acamg Mr. Hughes possesses extensive knowled
the Companys business and regulatory environment, includingtera affecting public companies.
chief executive, he is intimately involved in ther@panys strategic vision and direction and inter
with key executives and constituents within andsiwlg the organization. He also serves on the bax
several no-profit organizations
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Principal Occupation and Qualifications

Name Age
Frank S. McDonald 63
Doyce G. Payne, M.D. 64
Wesley M. Welborn 56
Billy O. Wiggins 72
Marsha Yessick 67

Executive Officers

President of FMA Architects, PLLC, a Chattanoogaduharchitectural firm, for more than twerfitye
years. He has been a director of the Company sBemember 2005. Mr. McDoné¢s extensiv
experience in the development and real estate trydassists the Bang’loan origination process &
credit risk management. In addition, he has vagteggnce in board governance and has serv
Chairman of several n-profit organizations
Dr. Payne practiced obstetrics and gynecology énGhattanooga area for more than twenty years
to his redirecting his practice to International dibal Missions in 2003. He has been a directorhe
Company since 1997. As a resident of Chattanoogakrfowledge of the Chattanooga market fits
with the Companys strategy of focusing on its core banking franehis Hamilton County. He al
serves on the boards of several-profit organizations
Chairman of the Board of Directors of the Compang the Bank since November 2009. Mr. Welbo
a Partner with the Lamp Post Group, a Chattanoagadsmall business incubator. Mr. Welborn als:
served as President of Welborn & Associates, lmcChattanooga based consulting firm specializit
transportation logistics, for more than ten yebis.has been a director of the Company since Sejgt
2005. Mr. Welborn has served on the boards of naosetrucking companies and association:
addition, he served on the board of a publicly@chbank for many years and for two terms as a tdir
of the Federal Reserve Bank of Atlast@Birmingham Branch. He also serves on the boafdewera
nor-profit organizations
President of Checks, Inc., a Chattanooga baseda#fyecheck printing company, for more than twe
years. He has been a director of the Company <if8&. Mr. Wiggins has expertise in retailing
wholesaling and extensive experience in the maiterslved in running a large company, incluc
finance and accounting, corporate governance, graplmatters, and mergers and acquisiti

Owner of YessigkDesign Center, a Chattanooga based interior mlesigmpany, for more than thi
years and a current member of the American Sooielyterior Designers. She has been a directohe
Company since 1997. As the founder and operat®ewvéral businesses, Ms. Yessick has deve
significant experience in managing and operatingjimsses of varying sizes. In addition, her baakgg
assists the Company in human resources manage

The following sets forth the names and certainrimiz@tion with respect to Cornerstoa&xecutive officers (except for Mr. Nathaniel rugHe:
whose information is included above):

Name Age

Principal Occupation and Qualifications

John H. Coxwell 64

Senior Executive Vice President of Cornerstone Canity Bank since 2012. Prior to joini
Cornerstone, Mr. Coxwell had a thimpjus year career as a Certified Public Account&@RA) ant
financial institution specialist. His CPA experienacludes managerial positions with Deloitte & €he
and, most recently, thirteen years as ManagingBadf Hazlett, Lewis & Bieter, PLLC. Originallydm
Waynesboro, MS, he is a graduate of Auburn Uniterslis civic involvement includes board positi
with the Chattanooga Symphony & Opera and READ t@habga (now Re:Startthe Center for Adu
Education) where he also served as Board Presithenis a former member of the Kiwanis Clut
Chattanooga and the Chattanooga Downtown Rotarly. Cli
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Name Age Principal Occupation and Qualifications

Robert B. Watson 58 President of Cornerstone Community Bank since Fairie015. Mr. Watson brings 35 years
experience in the banking industry to his positi@nPresident of Cornerstone Community Bank, w
he served as Executive Vice President and Senian lA@ministrator from March 2011. Prior to join
Cornerstone in June of 2002, he worked in executpgacities with several regional and commt
banks, most recently as President and Chief Opera&ificer of First Volunteer Bank of Tennesset
native of Chattanooga, he holds a bachsloiggree in Accounting and Finance from the Uniteisf
Tennessee at Chattanooga (UTC). He is a graduateeof.SU School of Banking. His past ci
involvement includes board positions with ChattageodChristian School, Shepherds Arms Re
Mission and the UTC Finance Advisory Boa

James R. Vercoe, Jr. 62 Executive Vice President and Chief Credit OfficérGornerstone Community Bank since Decer
2013. Prior to that, he served as Senior Viceiteas and Chief Credit Officer since 2010. Bob &t
joined Cornerstone in November of 2010 as -year veteran of the banking industry, having seln
executive positions with banks in Charlotte, NCshidlle, TN; and Chattanooga, TN. Originally fr
Raleigh, NC, he holds a bachekdegree in U.S. History and an MBA in finance frtira University ¢
North Carolina at Chapel Hil

Gary W. Petty, Jr. 40 Chief Financial Officer of the Company since 200@ &xecutive Vice President and Chief Opera
Officer of Cornerstone Community Bank since Januz®¢4. Prior to that, Mr. Petty served as C
Financial Officer and Senior Vice President of Benk from January 2007 to December 2013. He
served as interim Chief Operations Officer from oy 2012 to December 2013. Prior to 2007,
Petty served as Vice President/Internal Auditorcsi?004. Gary Petty started with Cornerstor
January of 2000 as a credit analyst and has naaelgty years'experience in the banking industry.
received his undergraduate degree in Economics fitwen University of Georgia and a Mastet
Accountancy degree from the University of Tennesdeghattanoog.

CORPORATE GOVERNANCE AND THE BOARD OF DIRECTORS

The Companys business is managed by its employees under ithetidn and oversight of the Board of DirectorsaBbmembers a
kept informed of the Comparg/’business through discussions with managemengrialat provided to them by management and
participation in Board and Board Committee meetings

Board Leadership Structure

The offices of Chairman of the Board and Chief Exee Officer (“CEQ”) are separated, with Nathaniel F. Hughes holdin
position of President and CEO and Wesley M. Welllmgimg Chairman of the Board. The Company doe$ae¢ a formal policy with respe
to the separation or combination of the officesCbhirman of the Board and CEO. Rather, the Boasdttra discretion to combine or sepa
these roles as it deems appropriate from timeme,tivhich provides the Board with necessary fldijbio adjust to changed circumstances
light of the transition in management in 2009 ahd mmany challenges arising from the difficult eamio and regulatory environment,
Board determined that separating the roles of @raairand CEO would allow the CEO to devote the mtguiignificant time and focus
managing our business and restoring financial gtrerHowever, under other circumstances, the Bogag determine that combining th
roles would better serve the Company by enabling iodividual to act as a bridge between managerpdtthe Board. Historically, t
Company has not designated a separate lead indapeticector at times when the offices of Chairraad CEO were combined.
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Risk Oversight

Oversight of risk management is a central focuthefBoard and its committees. The full Board redyleeceives reports both frc
Board committees and from management with respettiet various risks facing the Company, including Bank, and oversees planning
responding to them as appropriate. The Audit Cotemiturrently has primary responsibility for ovghgiof financial risk and for oversight
the Companys risk management processes, including those mgldt litigation and regulatory compliance. Undesx charter, the Auc
Committee is required to discuss the Compamisk assessment and risk management policiescaimdjuire about any significant risks ¢
exposures and the steps taken to monitor and nerisuch risks. The Asset/Liability Management atrdt&gic Planning Committee activ
measures and manages interest rate risk and isn@bfe for approving the Compagyasset/liability management policies and for oseirs
the formulation and implementation of strategiesinprove balance sheet positioning and earningg Mlaman Resource/Compensa
Committee is chiefly responsible for compensatielated risks. Under its charter, the Human Resg@ampensation Committee must dist
and review the key business and other risks thepaosnfaces and the relationship of those risksetta;n compensation arrangements.
Bank’'s Loan Committee has primary responsibility fwedit risk and the committee’s duties includeersight of the Banls credit risl
department. Each of these committees receivesaemrports from management concerning areas ofarsikhich the committee has oversi
responsibility. The Bank is in the process of depelg an Enterprise Risk approach to managing tbeganys risk. The objective is
consolidate and simplify the Company’s major risknponents and report them to the Board in a mamégéarmat.

Code of Conduct

The Company has adopted a Code of Conduct, whinkaits provisions consistent with the SE@escription of a code of ethi
which applies to its directors, officers and emgley, including its principal executive officersingipal financial officer, principal accounti
officer, controller and persons performing simifanctions. The purpose of the Code of Conduct fisprag other things, to provide writl
standards that are reasonably designed to deteigdoing and to: (1) promote honest and ethical aond2) provide full, fair, accurate, time
and understandable disclosure in reports and dautgntigat the Company files with the SEC and othdalip communications by the Compa
(3) assure compliance with applicable governmdatas, rules and regulations; (4) require prompbrépg of any violations of the Code
Conduct; and (5) establish accountability for aghee to the Code of Conduct. Each director is redquio read and certify annually that h
she has read, understands and will comply wittCihée of Conduct. The Company’s Code of Conductailable on the Company'website ¢
www.cscbank.conin the Investor Relations area.

Audit Committee

The Audit Committee selects and engages the Compamyependent registered public accounting firmhegear. In accordance w
its charter, the Audit Committee, among other thjngviews the Comparg/financial statements, the results of internalitmg] financia
reporting procedures, reports of regulatory authesi compliance with internal controls requiredtbg Federal Deposit Insurance Corporz
Improvement Act and regularly reports to the Boaith respect to all significant matters presentedhaetings of the Audit Committee. 1
charter of the Audit Committee is available on fBempany’s website at www.cscbank.camthe Investor Relations area. The A
Committee is currently comprised of three non-empéodirectors, Messrs. Payne, Fillauer and McDqreddh of whom is “independera?
defined by the Nasdaqg listing standards and thesrahd regulations of the SEC. The Audit Committees not have amudit committe
financial expert,"as defined in applicable SEC rules, because notdiren the Board satisfies the criteria of an aodimmittee financial expe
and the Company has not been able to find a seitadrd member who is such an expert. The Auditi@itiee held four meetings for 1
Company during 2014, each of which was held coectly with the Banks Audit Committee. Prior to the release of quaytezports in 201
the Audit Committee or a member of the Audit Comedtalso reviewed and discussedittierim financial information contained therein ka
the Company’s independent registered public acdogifirm during fiscal 2014.

Audit Committee Repol
Committee Charter

The Audit Committee and the Board have approvedaaiogted a charter for the Audit Committee, a cofpyhich is available on tt
Company’s website at www.cscbank.comnthe Investor Relations area. In accordance thighcharter, the Audit Committee assists the Board
in fulfilling its responsibility for overseeing theccounting, auditing and financial reporting pssas of the Company. The responsibilities of
the Audit Committee are described in greater detats charter.
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Auditor Independence

The Audit Committee received from Mauldin & Jenkihd C (M&J) written disclosures and a letter regagdits independence
required by Public Company Accounting Oversight BoRule 3526, “Communication with Audit Committe€encerning Independence,”
describing all relationships between the independegistered public accounting firm and the Comptrat might bear on the registered pu
accounting firms independence, and discussed this information M&. The Audit Committee also reviewed and disedswith manageme
and with M&J the quality and adequacy of the Conypsirinternal controls. The Audit Committee also rewgéd with M&J and financi
management of the Company the audit plans, audjtesand audit procedures. The discussions with BI&J included the matters requirec
the Public Accounting Oversight Board Auditing Stard No. 16. The Audit Committee has also consitlemad concluded, that the provis
of services by M&J described under the caption “hhadd Non-Audit Fees” are compatible with maintagnthe independence of M&J.

Review of Audited Financial Statements

The Audit Committee has reviewed the audited fimgratatements of the Company as of and for theafigear ended December
2014 and has discussed the audited financial statsmvith management and with M&J. Based on athefforegoing reviews and discussi
with management and M&J, the Audit Committee rec@nded to the Board of Directors that the auditedricial statements be includec
the Company’s Annual Report on Form 10-K for tharyended December 31, 2014, to be filed with th€ . SE

The foregoing report is submitted by the followimgmbers of the Audit Committee:

Doyce G. Payne, M.D., Chairman
Karl Fillauer
Frank S. McDonald

Section 16(a) Beneficial Ownership Reporting Compdince

Under 16(a) of the Exchange Act, directors and etree officers of the Company and persons who owWfb6lor more of th
Company’s Common Stock are required to report &éoSkcurities and Exchange Commission (the “SE®@Iithin specified due dates, th
initial beneficial ownership of the CompasyCommon Stock and all subsequent changes toliieéficial ownership. Officers, directors i
greater than 10% shareholders are required by 8gdations to furnish the Company with copies off@ims they file in accordance w
Section 16(a). Based solely on the Compangview of these reports or on representationsformation provided to the Company by
persons required to make such filings, the Comgmaligves that all Section 16(a) filing requirementre complied with during the last fis
year with the exception of the following filingsi)(John H. Coxwell filed one late report on Formod March 16, 2015, reporting ¢
transaction related to the issuance on April 1,426f115,384 shares of the Company’s Common Stock.

ITEM 11. EXECUTIVE COMPENSATION
Introduction

The Human Resources / Compensation Committee (loentittee”) carries out the Boasdbverall responsibilities with respec
executive compensation, director compensation amtws the performance of the Company’s principacetive officer (the “PEO”)The
Committee also oversees administration of the Cmyipaemployee benefit plans, including the Comparg01(k) plan and ESOP. 1
Committee operates under a written charter (see wsolank.con) that is approved annually by the Board. The CoitemiChairperson st
the agenda and calendar for the Committee. The Giemrhas the authority to hire independent coastdt to advise the Committee
compensation matters. For fiscal 2014, the Commitid not hire an independent consultant to adviseCommittee on compensation mat
The PEO reviews the performance of the other naemedutive officers and recommends to the Commiterpensation packages for eac
them.

Total compensation of the Company’s named executffieers is determined primarily by the Compangize in earning assets,
Company’s financial performance and the individesécutives performance. In determining what types and lewél®otal compensation
offer the named executive officers, the Committakoivs its written Executive Compensation Poliayluding guidelines, using predetermi
Company financial parameters for the distributidthe particular components of total compensatwthe named executive officers.
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Compensation Philosophy

The Companys overall executive compensation philosophy idignadts compensation program with optimizing steneler value. T
that end, the program is designed to recognizersupmperating performance and to attract, retaid aotivate the executive talent essenti
the Companys financial success. Consistent with this philogophe Committee is guided by the following objees when administering t
Company’s overall compensation program:

« Attract and retain highly qualified executives wieflect the Company’s culture and values;

« Motivate executives to provide excellent leadersnig achieve the Company’s goals;

« Provide substantial performance-related incentvamensation that is aligned with the Comparstrategies and directly ti
to meeting specific Company objectiv:

« Strongly link the interests of the executives te talue derived by the Company’s shareholders fsaming the Companyg’
Common Stock; an

- Be fair, ethical, transparent and accountable fitingeand disclosing executive compensation.

In furtherance of these objectives, the followiransiderations underlie the Committealetermination with respect to the follow
principal elements of compensation for the nameatetive officers:

Base Salary- Individual salary determinations should be baspdn the officers qualifications, behaviors, cultural adherence
performance.

Annual Cash IncentivesExecutives should have a portion of their totahcesmpensation at risk, contingent upon meeting oy
objectives.

Long-Term Equity-Based AwardsExecutives who are critical to the Company’s leaign success should participate in ldegy
incentive opportunities that link a portion of th&tal compensation to increasing shareholderevalu

Retirement Plans and Other Benefit&xecutives should participate in the Companyiseffie programs, such as health insurance, 4t
(k) plan, ESOP, vacation and life insurance, &vallconsistent with policy, prevailing law and rant regulation.

Total compensation is intended to correlate toGboenpany’s ability to grow earning assets, whichum enhances the Compasy’
growth in shareholder value. The Committee did us#¢ competitive salary surveys to determine or mreathe total compensation of
named executive officers. A portion of each nameecative officers total compensation consists of cash paymentjdimg base sala
and/or annual cash incentive awards. In additioppdion of each named executive officetbtal compensation consists of equity aw
designed to align the interests of the named ekecufficers with the interests of the Compangtakeholders, who include shareholc
employees, directors and community interests.

Fiscal 2014 Summary Compensation Table and Narrata/

Under rules established by the SEC, the Compangusired to provide certain data and informatiogareing the compensation ¢
benefits awarded to, earned by or paid to all peyssho served as principal executive officer of @@mpany during 2014 and certain o
executive officers, including the three other mbigthly compensated executive officers whose totahpensation exceeded $100,000
“named executive officers”)The disclosure requirements include the use ottabhd narrative discussion of any material fagtecessary
an understanding of the information disclosed mttbles. The summary compensation table belowf@gtscertain elements of compensa
for the named executive officers of the Company thedBank for the periods indicated.

FISCAL 2014 SUMMARY COMPENSATION TABLE

Director
Non- equity Fees Earne All Other
Stock Option Incentive Pla or Paid in Compens-
Salary Bonus Awards  Awards Compensatic Cash ation Total

Name and Principal Positi Year (%) ($)(1) (%) ($)(2) (6] (6]E)] ($)(4) (6))

@) (b) (©) (d) (e) (f) )] (h) @ ()}
Nathaniel F. Hughe 2014 169,20( 6,00( 0 32,50( 0 8,06¢ 0 215,76
President & CEC 2013 169,20( 20z 0 29,25( 0 8,06¢ 0 206,71
Company & Ban} 2012 169,20( 1,00( 0 19,50( 0 8,06¢ 0 197,76
John H. Coxwel 2014 128,79¢ 6,00( 26,25( 32,50( 0 0 0 193,54¢
Senior Ex. Vice Presidel 2013 60,00( 202 35,00( 17,55( 0 0 0 112,75:
Bank (5) 2012 35,00( 50C 19,26¢ 0 0 0 0 54,76¢

Robert B. Watso!l



Ex. Vice Presider
Sr. Loan Officel
Bank

James R. Vercoe .
Ex. Vice Presider
Chief Credit Officel
Bank

Gary W. Petty Jr
Ex. Vice Presider
COO Bank;

CFO Company

2014
2013
2012

2014
2013
2012

2014
2013
2012

154,26¢
140,00(
140,00(

135,00(
125,00(
125,50(

132,50(
125,00(
125,00(

12,50(
208
1,00(

11,00(
217
1,00(

8,00(
20z
1,00(
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eoNoNe) [oNoNe)

[oNeoNe)

19,50(
17,55(
11,70(

19,50(
17,55(
11,70(

19,50(
17,55(
11,70(

eoNoNe) [oNoNe)

[oNeoNe)

186,26
157,75
152,70(

165,50(
142,76
137,70(

160,00(
142,75:
137,70(




(1) Represents cash bonuses paid to the entire woekfiermonnection with the Christmas holiday sea

(2) The amounts in this column reflect the aggregadéatgilate fair value of option awards computed toetance with FASB ASC Toy
718. The fair value of each option award is estadain the date of grant using the Black-Scholemojuricing model. Fiscal 20:
option awards were made on March 1, 2012 with &iB&choles value of $0.78 per share. Fiscal 2013 opivards were made
March 1, 2013 with a Black-Scholes value of $1.&¥ ghare. Fiscal 2014 option awards were made aichvig 2014 with a Black-
Scholes value of $1.30 per share. A more detailgclidsion of the assumptions used in the valuatfarption awards made in fis
2012, 2013 and 2014 based on performance durind, 212 and 2013 may be found in Note 14 of theebldd the Financi
Statements in this report. Options acquired pursteanption grants must generally be held at leastyears before partial vesting
possible.

3) The amounts in this column reflect the aggregatewarnof cash fees earned or paid to employee direébr attending meetings of -
Board and the Bank, as described in greater detdiér the section entitle Director Compensatic’ below.

4 No contributions were made for fiscal 2012, 2018 2814 to the Compa’s 401(k) or ESOP plans. The Bank paid $10,000 %2t
give the ESOP plan liquidity for individuals thaadless than 1,000 shares that requested to liguilair shares as per the plan
administrative fees. The Bank paid $4,757 in 2@lthé 401(k) plan for administrative fe:

(5) John Coxwell was hired by the Bank June 1, 2

Outstanding Equity Awards at 2014 Fiscal Year-End Bble and Narrative
The following table sets forth information concempioutstanding equity based awards for each oh#meed executive officers as
December 31, 2018Because the Company has never issued stock appraimhts, restricted stock awards or other stawlards, the tab

excludes all columns relating to such awards.

OUTSTANDING EQUITY AWARDS AT 2014 FISCAL YEAR -END

Option Awards (1
Number of Securities Underlyi Option

Unexercised Options (: Exercise Option
Grant Exercisable Unexercisablt Price Expiration
Name Date (#) (#) (% Date
Nathaniel F. Hughes(3)(: 3/01/200& 18,00( 9.22t  3/01/201t
3/01/200¢& 8,50( 7.99C 3/01/201¢8
3/01/200¢ 10,00( 3.60C 3/01/201¢
3/01/2011 15,00( 10,00( 1.70C  3/01/2021
3/01/2012 7,50( 17,50( 1.65C 3/01/2022
3/01/2013 0 25,00( 2.37C  3/01/2023
3/01/2014 0 25,00( 2.40C 3/01/2024
John H. Coxwell (4 3/01/2013 0 15,00( 2.37C  3/01/2023
3/01/2014 0 25,00( 2.40C 3/01/2024
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Option Awards (1

Number of Securities Underlying Option
Unexercised Options (: Exercise Option
Grant Exercisable Unexercisable Price Expiration
Name Date (#) (#) (6)] Date

Robert B. Watson(3)(4 3/01/200& 6,00( 9.22f  3/01/201%
3/01/200¢8 7,00( 7.99C 3/01/2018

3/01/200¢ 10,00( 3.60C 3/01/201¢

3/01/2011 9,00( 6,00( 1.70C  3/01/2021

3/01/2012 4,50( 10,50( 1.65( 3/01/2022

3/01/2013 0 15,00( 2.37C  3/01/2023

3/01/2014 0 15,00( 2.40C 3/01/2024

James R. Vercoe, Jr. ( 3/01/2011 9,00( 6,00( 1.70C  3/01/2021
3/01/2012 4,50( 10,00( 1.65C 3/01/2022

3/01/2013 0 15,00( 2.37C  3/01/2023

3/01/2014 0 15,00( 2.40C 3/01/2024

Gary W. Petty, Jr.(3)(4 3/01/200% 1,50( 9.22t  3/01/201%
3/01/200¢8 3,00(¢ 7.99C 3/01/2018

3/01/200¢ 5,00( 3.60C 3/01/201¢

3/01/2011 9,00( 6,00( 1.70C  3/01/2021

3/01/2012 4,50( 10,50( 1.65( 3/01/2022

3/01/2013 0 15,00( 2.37C  3/01/2023

3/01/2014 0 15,00( 2.40C 3/01/2024

Q) All employee stock options awarded before 2@&8e awarded under the Company’s Statutdonstatutory Stock Option Plan, wh
was approved by the shareholders in 1996, and thrap@nys 2002 Long Term Incentive Plan, which was approbgdthe
shareholders in 2002. All unexercised stock optioage been adjusted for the 2-fbistock splits of September 2004 and Dece
2006. During 2012, the Compé's 2002 Long Term Incentive Plan expir

(2) All employee stock options vest 30% on the secamdvarsary of the grant date, 60% on the third wensiary of the grant date ¢
100% on the fourth anniversary of the grant d

3 On February 26, 2010, all named executive offieetantarily forfeited their options for the awardars 2006 and 2007, and the st
underlying these options became available foriistion in connection with future awards under fihen.

4 The shares underlying options that were issuediB82nd 2014 were issued without a qualified plaah, sherefore, these options
considered nc-qualified.

DIRECTOR COMPENSATION
Fees for Board Service

The Companys directors do not receive fees for attendanceestimgs of the Board or committees of the Boardhef Compan
Rather, because these meetings are held concyrreithl the meetings of the Board and equivalent wittees of the Board of the Ba
meeting fees are paid by the Bank solely with resfmeattendance at meetings of the Board and ctiewsiof the Board of the Bank. Althot
employee directors are entitled to receive cash feeattendance at Board meetings, they are mgiblkel for Board committee attendance 1
or to participate in the Company’s annual cashritige or longterm incentive award programs. In fiscal 2014, edichctor received $672 1
attendance at each concurrent Board meeting (tibgisences per calendar year are allowed). Eactemployee director (also referrec
herein as an “independent directoalyo received $204 for attendance at each condubwadit Committee meeting and $179 for attendart
each other Board committee meeting (including careu meetings of equivalent Board and Bank consa#ttand meetings of the Bask'oar
Committee), except that the Chairperson of the AGdimmittee and of each other Board committee ef Blank received $247 and $2
respectively, for attendance at such meetings. Chairman of the Board also receives cash chairniarfsles (currently, $93,064 on
annualized basis) for such service of which $72)\828 allocated to the Bank. Total director feesl jgi the Company for services rendere
behalf of the Company in 2014 were $199,496.
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Director Annual Cash Incentive Awards

The independent directors of the Company are dédidibreceive an annual cash incentive award iGbmpany meets certain finant
performance goals set forth in its profit plan,flasn time to time amended. These payments may lkipacash or, at the election of e
independent director under the 2004 Nemployee Director Compensation Plan, in shares @fi@on Stock. Performance targets
established at the beginning of the fiscal yeaough the financial budgeting process. Therefore, ittdependent directorginnual cas
incentive awards are determined based on the Coyipamerall financial performance. The opportuniteson a cash incentive award payr
ranges from 0% to 100% of the average independeattdrs’ compensation received in Board, subsidiary Boamd ezmmittee fees. Tl
independent directors’ cash incentive award podlurther limited to not be greater than the exeautfficers’ cash incentive award po
Because the Company did not provide any fundshferetxecutive officerstash incentive award pool in fiscal 2014, the iredeent directo
did not receive any cash incentive awards for figéd 4.

Director Long-Term Equity Based Awards

The Company’s independent directors are also édigib participate in the Company’s Statutdtgnstatutory Stock Option Plan ¢
the 2002 Long Term Incentive Plan, each of whicls weeviously approved by the Board and its shadsnsl The Compensation Commi
establishes, in February of each fiscal year, asgunhe achievement of certain financial targets $ach fiscal year, the value of
Companys incentive stock options that will be issued tblofving calendar year. Based on the market vafuth® incentive stock optio
issued to all Company employees, the independeettdis as a group set a participate guidelinelevel of 20% of the total market value
all stock options granted to both employees anépeddent directors. The 2014 employee grant repe§2% of the total Company gre
while the independent director grant, as a groaprasents 28% of the total Company grant. The imaégnt directors were granted 10,
non-qualified stock options per director to rewtrd Directors. The Board anticipates decreasingsteance level in 2015. The ngnalifiec
stock options issued to independent directors @d12vest 50% on the first anniversary of the gdate and 100% on the second anniverse
the grant date. The Company will recognize comp@saxpense related to the shares subject to theaeds as the shares vest.

In 2012, the Company’s independent directors choseinstate the reduction in director fees in es years due to the Bask’
financial difficulty. The increase in fees was dis to be in the form of stock grants. During 2ah2,independent directors were issued z
shares each with the exception of Miller Welbornowlias granted 15,000 shares. During 2013 thereraotgyissued. During 2014,
independent directors were issued 5,000 sharesvétitthe exception of Miller Welborn who was gradt30,000 shares.

Director Compensation Table

The following table sets forth the compensatiomedrby the Compang’independent directors for services rendered guha fisce
year ended December 31, 20

DIRECTOR COMPENSATION FOR FISCAL 2014 *

Fees Earned Non-Equity
or Paid in Stock Option Incentive Pla All Other
Cash Awards Awards Compensatic Compensatic Total
Name $) ®1) $)(2) $) $) $)
Monique P. Berk 8,64 0 0 0 0] 8,64¢
B. Kenneth Drivel 13,917 12,00( 13,00( 0 0 38,917
Karl Fillauer 10,21: 12,00( 13,00( 0 0 35,21:
David G. Fussel 9,45t 12,00( 13,00( 0 0 34,45¢
Frank S. McDonal( 15,39: 12,00( 13,00( 0 0 40,39:
Doyce G. Payne, M.LC 14,78( 12,00( 13,00( 0 0 39,78(
Wesley M. Welborr 93,06« 72,00( 13,00( 0 0] 178,06«
Billy O. Wiggins 15,75 12,00( 13,00( 0 0] 40,75
Marsha Yessicl 10,21: 12,00( 13,00( 0 0] 35,21:
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* Nathaniel F. Hughes is a named executive officer n Hughes was a member of the Board of Directdrhhe Company during i
of fiscal 2014. His director compensation is setHfainder “Column (h)” of the “Fiscal 2014 Summapmpensation Tabledbove
and, as a result, has been omitted from this t

(1) Each noremployee director received 5,000 grant shares 02&02013 and 2,500 for 2014. The shares weredst $2.40 per she
in March 2014

(2 For each noemployee director, the aggregate number of shdr€ommon Stock underlying option awards outstandimigether ¢
not exercisable) at December 31, 2014, after giefigct to the 2-fort stock splits in September 2004 and December 20@6,a
follows: Mrs. Berke — 0 shares; Mr. Driver—29,6%tages; Mr. Fillauer—29,650 shares; Mr. McDonald—658, shares; Dr. Payre
29,650 shares; Mr. Welborn—28,650 shares; Mr. Wiggi29,650 shares; and Ms. Yessick—29,650 shares-qialified stoc
options are granted to independent directors withxarcise price equal to the market price on thetgdate, and vest 50% on the
anniversary of the grant date and 100% on the skeaoniversary of the grant da

RETIREMENT AND CHANGE-IN-CONTROL BENEFITS

Stock Option Ownership; Vesting of Award#és of December 31, 2014, Cornerstaneamed executive officers beneficially owt
in the aggregate, [389,000] stock options issuedyant to Cornerstone’s 2002 Long Term IncentianPI

Under the terms of the Compary2002 Long Term Incentive Plan, the vesting of anystanding stock options and other aw
under the plan will be accelerated upon the ocogeef a change of control so that all awards metipusly exercisable and vested are 1
exercisable and vested. For purposes of this plachange of control” means the happening of drthe following:

« When any “person” (as such term is used in Secti®fu) and 14(d) of the Securities Exchange Act @34l (the “Exchange Ac},
other than Cornerstone or a subsidiary or any Getoee employee benefit plan (including its truptée or becomes thebéneficia
owner” (as defined in Rule 138lunder the Exchange Act) directly or indirectlysafcurities of Cornerstone representing 51% or
of the combined voting power of Cornerst’s then outstanding securitie

« The occurrence of a transaction requiring shareta@g@proval for the acquisition of Cornerstone byeatity other than Cornerstone
a subsidiary through purchase of assets, by mergaherwise; o

« The filing of an application with any regulatorytharity having jurisdiction over the ownership obi@erstone by any “personaq
defined above) to acquire 51% or more of the coetbwoting power of Cornerstc’'s then outstanding securiti

Also under the terms of the plan, if the employmehg participant in the plan is terminated for aegson following a change
control, any outstanding stock options or other rawainder the plan granted to the participant #natnot fully exercisable and vested
become fully exercisable and vested as of the afaseich termination and any obligations to pay am®tio Cornerstone or any subsidiar
connection with an award will be terminated ashef date when such termination occurs.

New Employment Agreement©n December 5, 2014 Cornerstone and Corner§€lonenunity Bank terminated their previous che
of control and severance agreements with the nagxedutive officers, as well as certain other officef Cornerstone and Cornerst
Community Bank, and entered into new employmenéagents. Each of the new employment agreementaigsrihe following provision
among others:

« Severance on Cornerstone Termination without Causer termination of each named executive offtogCornerstone without cau
Cornerstone and/or Cornerstone Community Bankpp$cable, shall be required to pay a severancefiiesqjual to one times ez
such named executive officerannual base salary, payable over twelve montitsr@imburse such named executive officer fo
reasonable cost of premium payments paid by sustedaxecutive officer to continue theristing health insurance coverage for
lesser of (A) twelve months or (B) such time ashsnamed executive officer obtains other employrr

« Severance on Named Executive Officer Terminatitim @ause For termination for cause by a such named ekexofficer resultin
from a (A) material reduction in duties or respailgies, (B) a material reduction in such name@axive officers salary, or (C)
change in the location of employment outside o$amile radius from such named executive officempaniy office, Cornerstone and
Cornerstone Community Bank, as applicable, shaltdogiired to pay a severance benefit equal to wnestsuch named execut
officer’'s annual base salary, payable over twelve monthd,raimburse such named executive officer for t@sonable cost
premium payments paid by such named executiveerffic continue theexisting health insurance coverage for the les$div}
twelve months or (Z) such time as such named eiecafficer obtains other employme
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Severance on Change of Controlf within twelve months following any change @dntrol such named executive officer is termin
by Cornerstone and /or Cornerstone Community BankHeir successor(s)), as applicable, without eaussuch named execut
officer terminates for cause resulting from a (Agtarial reduction in duties or responsibilities) éBmaterial reduction in such nan
executive officers salary, or (C) a change in the location of emplent outside of a 75 mile radius from such nameetetive
officer’s primary office, such named executive officer khedeive as liquidated damages a severance payuqeat to two times su
named executive offices’ annual base salary in one lump sum payment. tidddily, Cornerstone shall reimburse such ne
executive officer for the reasonable cost of prempayments paid by such named executive officerotdinue therexisting healt
insurance coverage for the lesser of (Y) twelve i®mor (Z) such time as such named executive offitéains other employmer
The definition of change of control, however, exgslg excludes the transactions contemplated biigrger Agreemen

Severance on Non-RenewaSolely with respect to the proposed employmgne@ment with Nathaniel F. Hughes, which employi
agreement has an initial term of one year with werdidor successive one year terms upon the matgidement of the parties, in
event that Cornerstone elects not to renew the ®mmnt agreement with Nathanial F. Hughes for aitahal one year term, th
Cornerstone shall be required to pay a severannefibeequal to one times Mr. Hugheshnual base salary payable over tw
months and reimburse Mr. Hughes for the reasonaige of premium payments paid by Mr. Hughes tdicoe thenexisting healt
insurance coverage for the lesser of (A) twelve tm®or (B) such time as Mr. Hughes obtains othepleyment.
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ITEM 12, SECURITY OWNERSHIP OF CERTAIN BENEFICIAL O WNERS AND MANAGEMENT AND RELATED
STOCKHOLDER MATTERS

Set forth below is information, as of March 1, 20Wbth respect to beneficial ownership by (i) eg@rson who is known to t
Company to be the beneficial owner of 5% or mor¢hefoutstanding shares of Common Stock, (ii) ediddttor and nominee for director
the Company, (iii) each named executive officersiash term is defined under Item 402(m)(2) of Ratioh SK, referred to herein collective
as the “named executive officers”) for the fiscahy ended December 31, 2014 (referred to herefifisaal 2014”), and (iv) all directors ar
executive officers of the Company as a group. Unégkerwise indicated below, to the Comparifiowledge, all persons listed below have
sole voting and investment power with respect @rtehares of Common Stock (except to the exteattdhthority is shared by spouses u
applicable law).

Amount and
Nature of
Beneficial Percent o
Amount anc Ownership of Outstanding
Nature of Percent o Series A Series A
Beneficial Outstanding Convertible Convertible
Name and Address Ownership of Common Preferred Preferred
Beneficial Ownel Description Common Stocl Stock (1) Stock Stock
5% or More Beneficial Owners:
The Banc Funds Company, LL
20 North Wacker Drive, Suite 3300
Chicago, IL 60606 389,40((2) 5.8¢%
Directors and
Named Executive Officers:
Monique P. Berk« Director - -
John H. Coxwell Senior Executive
Officer 31,85¢(5)(6) * 71 (3
B. Kenneth Drivel Director 160,4943)(4)(5)(6 2.2¢% 4,40((4) *
Karl Fillauer Director 260,27¢(3)(4)(5)(6. 3.6€% 4,00( *
Nathaniel F. Hughe President and Chi
Executive Officer
and Directol 254,014(3)(4)(5)(6' 3.57% 10,00( 1.67%
Frank S. McDonal Director 41,8543)(5)(6) * 1,00( *
Doyce G. Payne, M.L Director 188,29:(3)(4)(5)(6. 2.65% 1,20( *
Gary W. Petty, Ji Executive Vice
President and Chi
Financial Officer 37,11°(3)(6) * - -
James R. Vercoe, Jr. Executive Vice
President and Chi
Credit Officer,
Bank 31,50((3)(5)(6) * 60C *
Robert B. Watson President and
Senior Loan
Officer, Bank 55,81:(3)(4)(5)(6. * 1,98( (3
Wesley M. Welborr Chairman an«
Director 160,07:(3)(4)(5)(6. 2.25% 4,00( *
Billy O. Wiggins Director 191,064(3)(4)(5)(6 2.6%% 20C *
Marsha Yessick Director 141,0743)(4)(5) 1.9¢% 46€ *
All directors and executive officers as a group (1
persons) 1,553,43 22.2% 27,91¢ 4.65%

* Signifies less than one perce
(1) Unless otherwise indicated, beneficial ownershipsists of sole voting and investing power based6@27,398 shares issued
outstanding on March 1, 201

(2) Based on a Schedule 13G/A filed jointly by Banc ¢t L.P. ("BF VI"), an lllinois limited partnerspi Banc Fund VII L.P. ("BF VII"
an lllinois Limited Partnership, and Banc Fund VUIP. ("BF VIII"), an lllinois limited Partnership(collectively, the "Reportir
Persons"). The general partner of BF VI is MidBafid_.P. ("MidBanc VI"), whose principal businesstis be a general partner of
VI. The general partner of BF VIl is MidBanc VII R. ("MidBanc VII"), whose principal business islie a general partner of BF \
The general partner of BF VIl is MidBanc VIII L.R:MidBanc VIII"), whose principal business is te la general partner of BF VI
MidBanc VI, MidBanc VII, and MidBanc VIII are lllinis limited partnerships. The general partner ofiB&inc VI, MidBanc VII, an
MidBanc VIII is The Banc Funds Company, L.L.C., BFC"), whose principal business is to be a genpaatner of MidBanc V
MidBanc VII, and MidBanc VIII. TBFC is an lllinoiéimited liability company whose principal sharehelds Charles J. Moore. N
Moore has been the manager of BF VI, BF VII, and\BH, since their respective inceptions. As manadér. Moore has voting ai
dispositive power over the securities of the isdugld by each of those entities. As the controlimgmber of TBFC, Mr. Moore w
control TBFC, and therefore each of the Partnershtjiies directly and indirectly controlled by TBF
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(3) Includes the following numbers of shares subjegiuichase pursuant to options that are exercisablgll become exercisable within
days of March 1, 2015: Mr. Coxwell—4,500 shares; Biniver—23,650 shares; Mr. Fillauer—23,650 sharés; Hughes—66,00(
shares; Mr. McDonald—23,650 shares; Dr. Payne—2Bdbfares; Mr. Petty—36,500 shares; Mr. Vercoe—2ZB&@ares; Mr. Watsen
45,500 shares; Mr. Welborn—23,650 shares; Mr. Wiggi23,650 shares; Ms. Yessick3;650 shares; and all directors and office
a group—304,600 shares. Such shares are deemed to bendirngtdor the purposes of computing the percentaggeership of th
individual holding such shares, but are not deemastanding for purposes of computing the percentdgny other person listed ab
as a beneficial owne

(4) Includes shares held by affiliated entities, shaedd by spouses, children or other close relatiaad shares held jointly with spouse
as custodians or trustees, as follows: Mr. DriveB8-preferred shares; Mr. Fillauet46,841 common shares and 2,000 prefi
shares; Mr. Hughes—2,056 common shares; Dr. Paye228 common shares and 1,200 preferred shared/Viaison —780 preferre
shares; Mr. Welborn —18,900 common shares; Mr. \Wigg-800 common shares; and Ms. Yessi&429 common shares and
preferred share:

(5) Includes the following numbers of shares subjeah® conversion of Series A Convertible Preferréats which can be converted
Cornerstone Bancshares common stock at any tintkeatliscretion of the owner at a 5 shares of commoeof share of preferr
conversion: Mr. Coxwell 355; Mr. Driver 22,000; Mrillauer 20,000; Mr. Hughes 50,000; Mr. McDonal@@; Dr. Payne 6,000; N
Vercoe 3,000; Mr. Watson 9,900; Mr. Welborn 20,000; Wiggins 1,000; and Ms. Yessick 2,3:

(6) Shares in the table do not include beneficially esvitommon stock in which the vesting will be acekd upon the filing of ¢
application with the Federal Reserve Bank for tineaBFinancial, Inc. and Cornerstone Bancshares, irezger. Information shov
below includes the numbers of shares subject tohaise pursuant to options that are exercisabléadpsor vesting and vesting due
the stock option plan’s merger feature: Mr. Coxwedl7,359 shares; Mr. Driver—165,494 shares; Mrab#r—265,278 share
Mr. Hughes—306,513 shares; Mr. McDonald—46,859 etjaDr. Payne—193,293 shares; Mr. Petty—68,617eshavir. Vercoe—
63,000 shares; Mr. Watson—87,311 shares; Mr. Walbdr65,073 shares; Mr. Wiggins—196,062 shares; Mssitk—146,078 share
and all directors and officers as a gr—1,770,937 share

Cornerstone Bancshares, Inc. Non-Qualified Plan Ojxns

During 2013 and 2014, the Company issued quoalified options to employees and directors. Tpgons were originally document
in 2013 as being issued out of the Cornerstone Swres, Inc. 2002 Long Term Incentive Plan but pian expired in 2012 and thus
additional options can be issued from the plan. fdrequalified options are governed by the gramudaent issued to the holders.

The nongualified stock options for employees were issudti@market value of the Common Stock on the gilate and vest 30%
the second anniversary of the grant date, 60% erihtind anniversary of the grant date and 100%henfourth anniversary of the grant d
The nongqualified stock options for directors are issuedhat market value of the Common Stock on the gdaté and vest 50% on the f
anniversary of the grant date and 100% on the skeaoniversary of the grant date. The term of ahtg are determined by the Compensi
Committee, but may not exceed ten years. As of Dbee 31, 2014, a total of 410,000 ngualified stock options had been issued to Com
employees, of which 410,000 remained outstandingerhad been exercised, none remained exercigHlil€)00 remained unvested and r
had been forfeited. As of December 31, 2014, d tftd25,000 norgualified stock options had been issued to Comphrgctors, of whic
125,000 remained outstanding. Of the mprlified stock options that had been issued aBaifember 31, 2014, none had been exer:
22,500 remained exercisable, 102,500 remained tetvesd none had been forfeited.
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Equity Compensation Plan Information as of DecembeB1, 2014

Number of securitiesto ~ Weighted average  Number of securities
be issued upon exercise exercise price of remaining available

Plan categor outstanding option outstanding option for future issuanc
Equity compensation plans approved by securitydrst 659,08 $ 3.5¢ -
Equity compensation plans not approved by sechaotgers: 535,000 $ 2.3¢€

Total 1,194,08 $ 3.0¢F -

112




ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR INDEPENDENCE
Board Composition and Director Independence

The Board is currently comprised of nine directdrise directors of the Company are also directorhefBank. The current Boarc
comprised of one employee director, Nathaniel Fgi#is, and eight noamployee directors, Messrs. Driver, Fillauer, McBloh Payne
Welborn and Wiggins and Ms. Yessick and Ms. BeAdéhough the OTC Bulletin Board does not have rutegarding director independer
the Board in its business judgment has determinatdgach of the noemployee directors, with the exception of Mr. Wethdhe chairman
the Board, is an “independent director,” as defibgahe listing standards of the Nasdaq Stock Mairke. (the “Nasdaq listing standarjls”
The Board has four standing committees: the Audin@ittee, the Asset/Liability Management and Sga&t€lanning Committee, the Hun
Resource/Compensation Committee and the Nomin&uagtl Governance Committee. The Board limits mestbpron the Audit Committe
the Human Resource/Compensation Committee and ¢imeindting/Board Governance Committee to independerttors as defined by t
Nasdaq listing standards and the rules and regakatf the Securities and Exchange Commis<¢*SEC”). The standing committees advise
Board on policy origination and plan administratsteategy and assure policy compliance through gemant reporting from areas under t
supervision. Each of these four committees hasglantical counterpart which serves the board oBthek. In addition, the Bank has a Direc
Loan Committee (the “Bank’s Loan Committee”).

Various Company directors, executive officers ameirt affiliates, including corporations and firméwhich they are officers or
which they and/or their families have an ownershtprest, are customers of the Company and itsidiabg. These persons, corporations
firms have had transactions in the ordinary cowifskusiness with the Company and its subsidiamgiuiting borrowings, all of which, in tl
opinion of management, were on substantially th@mesdaerms including interest rates and collateralthase prevailing at the time -
comparable transactions with unaffiliated persomd @id not involve more than the normal risk ofleciability or present other unfavora
features. The Company and its subsidiary expebat@ such transactions on similar terms with dinegtexecutive officers and their affilia
in the future. The aggregate amount of loans oodéhg by the Bank to directors, executive officensl related parties as of December 31,
was $3,507,155 which represented 8.6% of the Coypannsolidated shareholders’ equity on that date.

Policies and Procedures for the Approval of Relate®erson Transactions

The charter of the Audit Committee provides thahiist approve all transactions between the Compadyrelated parties, as defil
in applicable SEC rules and regulations. In acawcdawith this responsibility, the Audit Committea @ timely basis reviews and,
appropriate, approves all related party transastiéi any time in which an executive officer, dil@cor nominee for director becomes awai
any contemplated or existing transaction thathat persors judgment may be a related party transaction, pacton is expected to notify -
Chairperson of the Audit Committee of the trangactiGenerally, the Chairperson of the Audit Comeeitteviews any reported transaction
may consult with outside legal counsel regardingtivbr the transaction is, in fact, a related pagtgsaction requiring approval by the At
Committee. If the transaction is considered to belated party transaction, then the Audit Comreittéll review the transaction and,
deciding whether to approve the transaction, vaiisider the factors it deems appropriate undecittcemstances, including, but not limited
the following:

« The approximate dollar amount involved in the teati®n, including the amount payable by or to #lated person;

« The nature of the interest of the related persahertransaction;

« Whether the transaction may involve a conflictragérest;

« Whether the transaction involves the provision @dds or services to the Company that are avaifabie unaffiliated thir
parties and, if so, whether the related party fatisn is on terms no less favorable than termegdiy available to ¢
unaffiliated third party under the same or simdacumstances; ar

« The purpose of the transaction and any potentiattits to the Company.

In addition to the Audit Committee’s written respdility, as mandated by the Audit Committeecharter, to approve related p
transactions, the Company also has other writtéinies and procedures for approving and monitorelgted third party transactions.

Related Party Transaction

On September 25, 2014, the full Board voted to appthe purchase of its Miller Plaza branch facilitcated at 835 Georgia Aven
Chattanooga, TN in the form of a condominium froemdp Post Properties. The Compan@€hairman of the Board, Wesley M. Welborn, o
20 percent of Lamp Post Properties and, therefMreWelborn abstained from the September 25, 2aité.vThe purchase price of the builc
was $1.4 million and includes floors 1 and 2 of tdlding along with 528.34 square footage of tlasément, all naming rights and sigr
privileges for the building, and first right of tefal for 12 of the 19 parking spots assigned to p&uost Properties. The transaction close
February 24, 2015.
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ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES
Audit and Nor-Audit Fees

The following table presents the aggregate fedsib the Company for professional services resiéry Mauldin & Jenkins, LL
(M&J) for the fiscal years ended December 31, 2883 December 31, 2014:

Services 2013* 2014
Audit Fees (1) $ 122,400 $ 137,78
Audit Related Fees (2): $ 17,000 $ 0
Tax Fees (3): $ 19,400 $ 19,80(
All Other Fees: $ 0% 0
Q) Includes fees for the audit of the consolidatedriitial statements and review of the interim finahriformation contained in tl

quarterly reports on the form 1D-and other regulatory reporting. In addition, tbéegory includes fees for services rend
associated with the review of documents filed wiith SEC

(2) Includes fees for attestation and related seniegstionally performed by the auditor includingestation services not required
statute or regulation and consultation concerningnfcial accounting and reporting standa
3) Includes fees for tax compliance services includimgparation of original and amended federal aatesincome tax returr

preparation of personal property tax returns argyment and planning advic

* A portion of 2013 fees were incurred througingces provided by Hazlett, Lewis & Bieter, PLLBLB), whose partners
joined Mauldin & Jenkins, LLC on June 1, 2013. Fe#lsed by HLB in relation to 2013 services related=orm 10-Q filings and
review of estimated tax requirements totaled $8 28D $600, respectively.

The charter of the Audit Committee provides that duties and responsibilities of the Audit Comneitieclude the prepproval of a

services that may be provided to the Company byrithependent accountants whether or not relatéldetaudit. In fiscal years 2013 and 2(
the Audit Fees, Audit Related Fees, Tax Fees ah@thler Fees were pre-approved by the Audit Conemitt
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PART IV

ITEM 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

(@)
1)

(2)

(3)

The following documents are filed as part of tiepart:

Financial Statemen

The following report and consolidated financiatstaents of Cornerstone and Subsidiary are incliudé&em 8:
Report of Independent Registered Public Accourfding

Consolidated Balance Sheets as of December 31,&04201:

Consolidated Statements of Income for the yearseicember 31, 2014, 2013, and 2012

Consolidated Statements of Comprehensive Incomthéoyears ended December 31, 2014, 2013, and
Consolidated Statements of Changes in Stockh¢ Equity for the years ended December 31, 2014, 2813 201:
Consolidated Statements of Cash Flows for the yeailed December 31, 2014, 2013, and -

Notes to Consolidated Financial Statemt

Financial Statement Schedul

Schedule II: Valuation and Qualifying Accoul

All other schedules for which provision is madehe applicable accounting regulation of the Sem#iand Exchange Commiss
are not required under the related instructiorsrerinapplicable and therefore have been omi

The following documents are filed, furnished orarporated by reference as exhibits to this rej

Exhibit No. Description

2.1* Agreement and Plan of Merger dated as of Decem#0®! by and among SmartFinancial, Inc., SmartBank
Cornerstone Bancshares, Inc. and Cornerstone CoitynBank.

3.1 Amended and Restated Charter of Cornerstone BaressHac. as amende

3.2 Amended and Restated Bylaws of Cornerstone Baneshic. (1

4 The right of securities holders are defined in@tarter and Bylaws provided in exhibits 3.1 and

10.1* Cornerstone Bancshares, Inc. Statu- Nonstatutory Stock Option Plan. (

10.2* Cornerstone Bancshares, Inc. 2002 L-Term Incentive Plan. (Z

10.3* Cornerstone Bancshares, Inc. 2004 -Employee Director Compensation Plan.

10.4* Cornerstone Community Bank Employee Stock OwnerBhap. (5)

10.5* Form of Director Support Agreements bg among each current director of Smart Financidl@arnerstone
and Cornerstone Community Bai

10.6* Employment Agreement with Nathaniel F. Hugt

10.7* Employment Agreement with Gary W. Petty,

10.8* Employment Agreement with Robert B. Wats

10.9* Employment Agreement with James R. Vercoe

14 Code of Ethics. (6

21 Subsidiary of the registrar

23 Consent of Mauldin and Jenkins, LL

31.1 Certification of principal executive office

31.2 Certification of principal financial officel

32 Section 906 certifications of chief executive offi@and chief financial office

101.INS XBRL Instance Documer

101.SCH XBRL Taxonomy Extension Schema Docum

101.CAL XBRL Taxonomy Calculation Linkbase Docum:

101.DEF XBRL Taxonomy Definition Linkbase Docume

101.LAB XBRL Taxonomy Label Linkbase Docume

101.PRE XBRL Taxonomy Presentation Linkbase Docum

*

This item is a management contract or compengaitam or arrangement required to be filed as dmbéxto this Form 1K pursuar
to Item 15(b) of this repor

(1) Incorporated by reference to Exhibit 3.2 of theistgn’s Form 1-KSB filed on March 24, 200«
(2) Incorporated by reference to Exhibit 10.1 af tegistrant’s Registration Statement on Forthfled on February 4, 2000, as amer

(File No. 33:-96185).

(3) Incorporated by reference to Exhibit 99.1 of tlegistrant’s Registration Statement on Form 8e8 March 5, 2004 (File No. 333-

113314).

(4) Incorporated by reference to Exhibit 99.3 af tlegistrant’s Registration Statement on Form 8e8 March 5, 2004 (File No. 333-

113314).



(5) Incorporated by reference to Exhibit 10.1 of thgistan’s Form &K filed on July 19, 200%
(6) Incorporated by reference to Exhibit 14 of the ségin’s Form 1-KSB filed on March 24, 200
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SIGNATURES

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

CORNERSTONE BANCSHARES, INC

Date:_March 30, 2015 By: /s/ Nathaniel F. Hughe
Nathaniel F. Hughe
President and Chief Executive Offic
(principal executive officer

By: /s/ Gary W. Petty, J
Gary W. Petty, Ji
Executive Vice President and Chief Financial Offi
(principal financial officer and accounting offige
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In accordance with the Securities Exchange Act9®4] this report has been signed below by thevatig persons on behalf of the Regist
and in the capacities indicated on March 30, 2015.

Signature Title

/s/ W. Miller Welborn Chairman of the Board of Directors
W. Miller Welborn

/sl Nathaniel F. Hughe President
Nathaniel F. Hughe (principal executive officer) and Director
/s/ B. Kenneth Drive Director

B. Kenneth Drivel

/sl Karl Fillauer Director
Karl Fillauer
/s/ Frank S. McDonal Director

Frank S. McDonalt

/sl Doyce G. Payn Director
Doyce G. Payn
/s/ Billy O. Wiggins Director
Billy O. Wiggins
/s/ Marsha Yessic Director

Marsha Yessicl

/s/ Monique Berk Director
Monique Berke

/sl Gary W. Petty, J Executive Vice President and Chief Financial €fi
Gary W. Petty, Ji (principal financial officer and accounting o#ig
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INDEX OF EXHIBITS

Exhibit No. Description

2.1*

Agreement and Plan of Merger dated as ofdbdser 5, 2014 by and among SmartFinancial, Incar8ank, Cornerstone
Bancshares, Inc. and Cornerstone Community B

3.1 Amended and Restated Charter of Cornerstone Bargsshac., as amende

3.2 Amended and Restated Bylaws of Cornerstone Baneshic. (1

4 The right of securities holders are defined inGtarter and Bylaws provided in exhibits 3.1 and

10.1* Cornerstone Bancshares, Inc. Statu- Nonstatutory Stock Option Plan. (

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

10.3* Cornerstone Bancshares, Inc. 2004 -Employee Director Compensation Plan.

10.4* Cornerstone Community Bank Employee Stock OwnerBhap. (5)

10.5* Form of Director Support Agreements by antbng each current director of Smart Financial@ocherstone and
Cornerstone Community Ban

10.6* Employment Agreement with Nathaniel F. Hugt

10.7* Employment Agreement with Gary W. Petty,

10.8* Employment Agreement with Robert B. Wats

10.9* Employment Agreement with James R. Vercoe

14 Code of Ethics. (6

21 Subsidiary of the registrar

23 Consent of Mauldin and Jenkins, LL

31.1 Certification of principal executive office

31.2 Certification of principal financial officel

32 Section 906 certifications of chief executive offiand chief financial office

101.INS XBRL Instance Documer

101.SCH XBRL Taxonomy Extension Schema Docum

101.CAL XBRL Taxonomy Calculation Linkbase Documk

101.DEF XBRL Taxonomy Definition Linkbase Docume

101.LAB XBRL Taxonomy Label Linkbase Docume

101.PRE XBRL Taxonomy Presentation Linkbase Docum

*

(1)
(2)

(3)
(4)

(5)
(6)

This item is a management contract or compengatian or arrangement required to be filed as dmb#xto this Form 10-K pursuant
to Item 15(b) of this repor

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

Incorporated by reference to Exhibit 10.1 @ tegistrant’s Registration Statement on Forthfled on February 4, 2000, as amer
(File No. 33:-96185).

Incorporated by reference to Exhibit 99.1 of tlegistrant’s Registration Statement on Form 8e8l March 5, 2004(File No. 333-
113314).

Incorporated by reference to Exhibit 99.3 of tlegistrant’s Registration Statement on Form 8e8l March 5, 2004(File No. 333-
113314).

Incorporated by reference to Exhibit 10.1 of thgisran’s Form &K filed on July 19, 200t

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

Name of Subsidiar State of Incorporatic

Cornerstone Community Bal Tennesse




EXHIBIT 23

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference inRbgistration Statements on Form S-8 (No. 333-1428M No. 333:31006) of Cornerstol
Bancshares, Inc. of our report dated March 30, 26dl&ting to our audit of the consolidated finahatatements, which appear in the An
Report on Form 10-K of Cornerstone Bancshares ftm¢he year ended December 31, 2014.

/sl MAULDIN & JENKINS, LLC

Chattanooga, Tennessee
March 30, 2015




EXHIBIT 31.1
CERTIFICATIONS

I, Nathaniel F. Hughes, certify that:

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

2. Based on my knowledge, this report does not corgainuntrue statement of a material fact or omistiie a material fact necessar
make the statements made, in light of the circunt&ts under which such statements were made, ntgadisg with respect to the per
covered by this repor

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

4. The Issues other certifying officers and | are responsililedstablishing and maintaining disclosure contamid procedures (as define:
Exchange Act Rules 13a-15(e) and 15d-15(e)) ardriat control over financial reporting (as definedxchange Act Rules 135(f) anc
15c¢-15(f)) for the Issuer and hav

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

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

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

(d) disclosed in this report any change in the dssuinternal control over financial reporting thatcurred during the Issusrfourth fisce
quarter that has materially affected, or is reabbynigkely to materially affect, the IssU's internal control over financial reportir

5. The Issues other certifying officer and | have disclosedsdxon our most recent evaluation of internal amtver financial reporting,
the Issue’'s auditors and the audit committee of Is’s board of director:

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

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

Date:_March 30, 2015 /s/ Nathaniel F. Hughe

Nathaniel F. Hughes, President & Chief Executivéoef
(principal executive officer




EXHIBIT 31.2
CERTIFICATIONS

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

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

2. Based on my knowledge, this report does not corgainuntrue statement of a material fact or omistiie a material fact necessar
make the statements made, in light of the circunt&ts under which such statements were made, ntgadisg with respect to the per
covered by this repor

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

4. The Issues other certifying officers and | are responsililedstablishing and maintaining disclosure contamid procedures (as define:
Exchange Act Rules 13a-15(e) and 15d-15(e)) ardriat control over financial reporting (as definedxchange Act Rules 135(f) anc
15c¢-15(f)) for the Issuer and hav

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

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

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

(d) disclosed in this report any change in the dssuinternal control over financial reporting thatcurred during the Issusrfourth fisce
quarter that has materially affected, or is reabbynigkely to materially affect, the IssU's internal control over financial reportir

5. The Issues other certifying officer and | have disclosedsdxon our most recent evaluation of internal amtver financial reporting,
the Issue’'s auditors and the audit committee of Is’s board of director:

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

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

Date:_March 30, 2015 /sl Gary W. Petty, J

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




EXHIBIT 32
CERTIFICATIONS OF CEO AND CFO PURSUANT TO SECTION 9 06 OF THE SARBANES-OXLEY ACT
CERTIFICATIONS PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

(18 U.S.C. SECTION 1350)
In connection with the Annual Report of Cornerst®@ancshares, Inc., a Tennessee corporation (themp@oy”), on Form 10 for the fisca
year ended December 31, 2014, as filed with thei@ess and Exchange Commission (“Report”), each of Nathaniel F. Hughes, Preside
Chief Executive Officer of the Company, and Gary Rétty, Jr., Executive Vice President and Chiefakaial Officer of the Company,
hereby certify, pursuant to § 906 of the SarbanesyOAct of 2002 (18 U.S.C. § 1350), that to hiolutedge:

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

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

/s/ Nathaniel F. Hughe

Nathaniel F. Hughe

President & Chief Executive Offic
(principal executive officer

Date: March 30, 201

/sl Gary W. Petty, J

Gary W. Petty, Ji

Executive Vice President and Chief Financial Offi
(principal financial officer and accounting offig¢
Date: March 30, 201

[A signed original of this written statement requirby Section 906 has been provided to Cornerdameshares, Inc. and will be retainec
Cornerstone Bancshares, Inc. and furnished toebar8ies and Exchange Commission or its staff ugguest.]




