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PART | — FINANCIAL INFORMATION
ltem 1. Financial Statements

CONSOLIDATED BALANCE SHEETS

ASSETS

Cash and due from ban
Federal funds sol
Cash and cash equivalel
Securities available for sa
Securities held to maturi
Federal Home Loan Bank stock, at c
Loans, net of allowance for loan losses
$ 3,275,486 at September 30, 2005, $2,665,4

December 31, 2004 and $2,460,541 at Septembe8@,

Bank premises and equipment,
Accrued interest receivab
Goodwill

Other asset

Total Assets

LIABILITIES AND STOCKHOLDERS' EQUITY

Deposits;

Noninteres-bearing demand depos

Interes-bearing demand depos

Savings deposits and money market acca

Time deposits of $100,000 or mc

Time deposits of less than $100,(

Total deposit:

Federal funds purchased and securites sold t
agreements to repurche

Federal Home Loan Bank advances and note pa

Accrued interest payab

Other liabilities

Total Liabilities

Stockholders' Equit
Preferred stoc- no par value; 2,000,000 sha
authorized; no shares isst

Common stocl- $1.00 par value; 10,000,000 authori:

at September 30, 2005, December 31, 2
and September 30, 2004; shares issuec

outstandin¢- 3,072,334 at September 30, 2005, 2,868,8:
December 31, 2004, and 2,487,234 at Septembei084,

Commom stock subscribed; 119,961 shart
December 31, 200

Additional paic-in capital

Retained earning

Accumulated other comprehensive inca

Stock subscription receivak

Unaudited Unaudited

September 3( December 31 September 3(
2005 2004 2004

$ 21,316,51 $ 6,900,05. $ 5,677,33
- - 11,290,00
21,316,51 6,900,05: 16,967,33
29,786,44. 26,470,69 23,021,74
334,55¢ 390,59¢ 506,39:
1,021,40! 854,20( 854,20(
250,206,57 202,555,86 187,245,83
6,226,58! 5,967,73! 4,850,94.
1,520,31. 1,184,47 1,003,51.
2,541,47 2,541,471 2,541,47
2,391,57. 1,749,53! 2,551,95!
$ 31534543 $ 248,614,63 $ 239,543,38
$ 37,640,38 $ 34,024,24 3% 32,514,36
34,839,45 32,855,39 29,567,89
50,401,01 31,211,45 36,434,43
38,123,65 30,089,05 30,893,49
74,411,25 59,652,75 58,655,15
235,415,76 187,832,90 188,065,34
16,113,02 7,409,16: 2,335,09
32,000,00 27,000,00 29,150,00
193,84« 91,59¢ 97,17¢
1,580,40! 1,473,65! 1,169,52.
285,303,03 223,807,31 220,817,13
3,072,33 2,868,82. 2,487,23
- 119,96: -
19,892,35. 19,160,93 12,193,31
7,079,67! 4,340,98: 3,905,77
(1,9672) 116,03« 139,91¢
30,042,40 26,606,73 18,726,24

- (1,799,41)




Total Stockholders' Equil 30,042,40 24,807,32 18,726,24
Total liabilities and stockholders' equ $ 31534543 $ 248,614,63 $ 239,543,38




CONSOLIDATED STATEMENTS OF INCOME

INTEREST INCOME
Loans, including fee
Investment Securitie
Federal funds sol
Other earning asse
Total interest incom

INTEREST EXPENSE

Interest bearing demand accou

Money market accoun

Savings accoun

Time deposits of less than $100,(

Time deposits of more than $100,C

Federal funds purchas

Securities sold under agreements to repurc

Other borrowing:
Total interest expens

Net interest income before provision for loan las
Provision for loan losse

Net interest income after the provision for loassles

NONINTEREST INCOME

Service charge
Other income

Total noninterest incomr

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

Total noninterest expen:

Income before provision for income tay
Provision for income taxe

NET INCOME

EARNINGS PER COMMON SHARI
Basic net income per common sh
Diluted net income per common shi

DIVIDENDS DECLARED PER COMMON SHARI

Unaudited Unaudited
Three months ended Nine months ended
September 3( September 3(

2005 2004 2005 2004
$ 5,102,64. $ 3,422,95 $ 13,631,81 $ 9,421,45
303,20 275,14( 883,22: 755,08:
30,66: 5,77: 83,57( 8,512
1,37¢ 72¢ 5,76¢ 1,74¢F
5,437,88. 3,704,59 14,604,37 10,186,79
91,36¢ 39,25: 238,21¢ 90,48t¢
282,95¢ 103,61! 712,24! 280,52¢
19,89¢ 9,92( 52,17: 28,22¢
580,38t 362,56t 1,531,21! 1,079,82
343,19¢ 176,51¢ 781,31 442 ,81(
35,64 9,33¢ 56,15:¢ 26,09(
16,40( 4,56¢ 44,24: 15,37:
271,74( 240,98: 788,67¢ 608,85¢
1,641,59 946,76( 4,204,241 2,572,19!
3,796,29 2,757,83 10,400,13 7,614,60:
349,60( 175,00( 899,60( 585,00
3,446,69! 2,582,83 9,500,53! 7,029,60:
171,36! 184,54t 488,65! 527,83!
320,38 129,89 575,18t 395,13!
491,74¢ 314,44( 1,063,84. 922,96¢
1,139,56! 970,19 3,306,80: 2,877,76.
230,87 314,12 657,25¢ 680,45°
599,20 457 ,65¢ 1,767,011 1,366,34.
1,969,64 1,741,97! 5,731,07. 4,924,56.
1,968,79. 1,155,29 4,833,30. 3,028,00!
738,00( 447,70( 1,850,50! 1,174,501
$ 1,230,79. $ 707,597 $ 2,982,80. $ 1,853,50!
$ 04C % 0.2t % 0.9¢ % 0.7t
$ 037 % 02t % 09C % 0.67
$ - $ - 8 0.0¢ $ -




CONSOLIDATED STATEMENTS OF CASH FLOWS

For the Nine Months ended September 30,

Cash flows from operating activitie
Net income
Adjustments to reconcile net incor
to net cash provided by operating actvit
Provision for loan losse
Depreciation and amortizatic
Changes in other operating assets and liabili
Accrued interest receivab
Accrued interest payab
Other assets and liabiliti¢

Net cash provided by operating activit

Cash flows from investing activitie
Purchase of investment securities: A
Proceeds from security transactions: #
Proceeds from security transactions: H
Purchase of FHLB Stoc

Loan originations and principal collections, |
Purchase of bank premises and equipr

Net cash used in investing activiti

Cash flows from financing activitie

Net increase in deposi

Net increase (decrease) in securities sold undeeawents to repurcha
Proceeds from Federal Home Loan Bank advancesthed lmorrowings

Dividends paid on common sto
Issuance of common sto

Net cash provided by financing activiti

Net increase in cash and cash equival

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

SUPPLEMENTAL DISCLOSURES OF CAS
FLOW INFORMATION
Cash paid during the period for inter
Cash paid during the period for ta»

NONCASH INVESTING AND FINANCING ACTIVITIES
Acquisition of real estate through foreclos

Unaudited
2005

$ 2,982,80:

899,60(
258,87t

(335,83f)
102,24¢

(107,589
3,800, 10!

(13,900,26)
10,348,16
55,61
(167,20()
(48,577,27)
(125,549
(52,366,50)

47,582,86
8,703,861
5,000,001

(526,47¢)
2,222,60:
62,982,85.

14,416,45

6,900,05.
$ 2131651

$ 4,101,98!
1,106,20!

$ 42770

Unaudited
2004

$ 1,853,50!

585,00(
385,14(

(64,75()
(4,987)

(726,61)
2,027,30.

(16,944,62)
19,212,35
133,33

(32,597,42)
(1,708,76)
(31,905,12)

28,713,06
(3,748,98)
11,750,00

36,714,08
6,836,25!

10,131,07

$ 1,657,40.
1,127,82.

$ 44,91¢






Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statement of Changes in Stockhol&epsty - Unaudited
September 30, 2005

Other Stock Total
Comprehensiv Common Additional Comprehensiv Subscription Stockholder:
Common  Stock Paid-in Retained
Income Stock Subscribe  Capital Earnings Income Receivable Equity

BALANCE, December 31,

2004 $2,868,82:$ 119,96: $19,160,93 $4,340,98. $ 116,03 $ (1,799,41)$ 24,807,32
Issuance of common sto 3,55(C - 19,63¢ - - - 23,18¢
Issuance of common sto 80,00( - 711,78( - - - 791,78(

under Director's stock
option plan
Dividend Common Stock -
$0.08 per shar - - - (244,109 - - (244,109
Stock subscriptions redeen 119,96: (119,96 - - - 1,799,41"  1,799,41!
Comprehensive incom
Net income $ 2,982,80: - - - 2,982,80: - - 2,982,80:
Other comprehensive
income, net of tax
Unrealized
holding gains
(losses) on
securities
available for sale,
net of
reclassification
adjustmen (117,99¢) - - - - (117,99¢) - (117,999
Total comprehensive
income $ 2,864,800
BALANCE, September 30,
2005 $3,072,33: % - $19,892,35 $7,079,67( $ (1,962)% - $ 30,042,40




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
CORNERSTONE BANCSHARES, INC.

PRESENTATION OF FINANCIAL INFORMATION

The financial information in this report for Septeen 30, 2005 and September 30, 2004 has not bektecurhe information included her
should be read in conjunction with the notes todivesolidated financial statements included in2b@4 Annual Report to Shareholders wl
was furnished to each shareholder of Cornerstomedbares, Inc. (“Cornerstoneif) March of 2005. The consolidated financial statetr
presented herein conform to generally accepteduatita principles and to general industry practices

Consolidation

The accompanying consolidated financial statemiactade the accounts of Cornerstone and its sudrgidiornerstone Community Bank (
“Bank”).

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

During interim periods, Cornerstone follows the aatting policies set forth in its 1KSB for the year ended December 31, 2004, as
with the Securities and Exchange Commission. Siveeember 31, 2004, there have been no signifidaariges in any accounting princif
or practices, or in the method of applying any spighciples or practices.

Interim Financial Data (Unaudited)

In the opinion of Cornerston@’management, the accompanying interim financé&kstents contain all material adjustments, comgjsinly
of normal recurring adjustments necessary to ptefsény the financial condition, the results of erations, and cash flows for the inte
period. Results for interim periods are not nea@lgsadicative of the results to be expected fdukyear.

Earnings Per Common Share

Basic earnings per share (“EPS8)computed by dividing income available to comnsbrareholders (numerator) by the weighted ave
number of common shares outstanding during theoggdenominator). Diluted EPS is computed by dividincome available to comm
shareholders (numerator) by the adjusted weightestage number of shares outstanding (denominaftm®. adjusted weighted aver:
number of shares outstanding reflects the poteditiadion occurring if securities or other contrs¢b issue common stock were exercise
converted into common stock resulting in the isseasf common stock that share in the earningseétitity.




Sock Based Compensation

The company has two stock-based compensation pliwescompany applies the recognition and measureprgrtiples of

APB Opinion No. 25, "Accounting for Stock IssuedBmployees," and related interpretations in acdagrfor those plans.
No stocl-based employee compensation is reflected in e as all options granted under these plans &iaexercise
price equal to or above the market value of theedyohg common stock on the date of the grant. Tdll®wing table

illustrates the effect on net income and earnirggsspare if the company had applied the fair vaboegnition provisions of
FASB Statement No. 123, "Accounting for Stock-Ba€amnpensation," to stock-based compensation.

Nine months ended Years endei

September-05 September-04 Dec-04 Dec-03
Net Income, as reporte $ 2,982,80. $ 1,853,500 $ 2,571,08. $ 1,881,85
Deduct: Total Stock-based employee compensation
expense determined under fair value method for all
awards, net of the related tax effects ($54,049) ($49,469) ($49,469) ($36,96))
Pro Forma Net Income (2) $ 2,928,75! $ 1,804,041 $ 2,521,61. $ 1,844,89
Basic-as reported $ 0.9¢ $ 0.7t $ 10 $ 0.7¢
Basic-pro forma $ 097 $ 0.7: $ 101 $ 0.7¢
Diluted-as reporte: $ 09C $ 067 $ 09z $ 0.71
Diluted-pro forma $ 0.8 $ 0.6 $ 09C $ 0.6¢
Stock Amounts
Average Common Stock issued and
outstanding (1) 3,012,76! 2,487,13; 2,490,34! 2,479,15i
Effect of dilutive stock options: 292,43: 297,26: 308,87 184,76.

1. The number of average common shares issued asceiniber 2003 reflect the retroactive adjustmentediby a two-for-onestock spli
in the form of a 100% stock dividend which occurB8saptember 15, 2004.

2. Three month periods ended September 30, 2005 goierBleer 30, 2004 data is not presented within dietin that it does not diff
significantly from the nine month periods data.




Off-Balance Sheet Arrangements

The Bank is a party to financial instruments wifftloalance sheet risk in the normal course of busiteesseet the financing needs of
customers. These financial instruments includeditpretters of credit and various commitments tteed credit. At September 30, 20
commitments under standby letters of credit andsimnised loan commitments aggregated $57,002,289 BRnks credit exposure for the
financial instruments is represented by their amttral amounts. The Bank does not anticipate antermmahlosses as a result of
commitments under standby letters of credit andalmaised loan commitments.

Forward-Looking Statements

Certain written and oral statements made by or trighapproval of an authorized executive officelCofnerstone may constitute “forward-
looking statements” as defined under the Privateuges Litigation Reform Act of 1995. Words orrakes such as “should resultdré
expected to,” “we anticipate,” “we estimate,” “weoject” or similar expressions are intended to tdgrforward-looking statements. The
statements are subject to certain risks and unetes that could cause actual results to diffetamally from Cornerstoneg’ historica
experience and its present expectations or projextiThese risks and uncertainties include, butnatdimited to, unanticipated econor
changes, interest rate fluctuations and the impacobmpetition. Caution should be taken not to elaadue reliance on any such forward-
looking statements since such statements spealasrdf the date they are made.

Item 2. Management's Discussion and Analysis or Rteof Operation.
Introduction

Cornerstone Bancshares, Inc. (“Cornerstonie”a bank holding company and the parent of Cotoees Community Bank,
Tennessee banking corporation (the “Bank”) thatrates in and around Hamilton County, Tennessee BHm's business consists prima
of attracting deposits from the general public amith these and other funds, originating real estaans, consumer loans, business loans
residential and commercial construction loans. phacipal sources of income for the Bank are irge@nd fees collected on loans, -
collected on deposit accounts, and interest andetids collected on other investments. The pralogxpenses of the Bank are interest
on deposits, employee compensation and benefiise @xpenses, and other overhead expenses.

The following discussion and analysis sets forth thajor factors that affect Cornerstameksults of operations and finan
condition reflected in the unaudited financial staénts for the three-month and nmenth periods ended September 30, 2005 and 206
discussion and analysis should be read in conjamatiith the Companyg Consolidated Financial Statements contained mexed note
attached thereto.




Overview

As of September 30, 2005 Cornerstone had totalatiolased assets of $315.3 million, total loans 26@.2 million, total deposits
$235.4 million and stockholders equity of $30 roilli The net income was $1,230,791 and $2,982,80théothree and nine months en
September 30, 2005, respectively.

Results of Operations

Cornerstone ended the first nine months of 2008 wital assets of $315.3 million, a 26.8% increfasm December 31, 2004 an
31.6% increase from September 30, 2004. Cornerstpwted net income for the nine months endede®aper 30, 2005 of $2,982,803
$0.99 basic earnings per share, compared to $58%3pr $0.75 basic earnings per share, for theespeniod in 2004. The increase
earnings during the first nine months of 2005 repnts a 60.9% increase compared to the first nioetine of 2004. The total number
outstanding shares as of the end of the third quaridded September 30, 2005 was 3,072,334 comfmad87,234 in the third quarter en
September 30, 2004.

The increase in net income for the first nine merdh 2005 was due primarily to the 23.5% growtHoafns. The 25.3% growth
deposits supported the loan growth and also provadiglitional monies to invest in earning asseteeging the Bank’ net interest margin
5.35%. The balance sheet growth and enlarged tegest margin enabled the Bank to increase itintexest income by $2.8 million or 36.t
compared to the same period in 2004. The Bam&lationship managers continued their succesdfatts to originate new loans and
participations to banks outside of the Bankiarket area. These efforts provided an avenumdoeased interest and fee income and allc
the opportunity to increase deposit accounts kedath these loans. In addition, the Bank’s assesigeity contributed 20 basis points
the net interest margin increase and should beidenesl temporary since the interest expense witlhcap once the Federal Reserve <
increasing interest rates. The Bamkluccess is considered to be directly relatede@uality of its employees and the Bank intendsotatinue
to add talented people to increase the Bank’s mahare of business banking in the Chattanooga MSA.

The Bank was also able to increase deposits by @ill®n over the first nine months of 2005. ThenB& noninterest bearin
checking accounts increased $3.6 million and istebearing checking accounts increased $1.9 mithio6.0% while savings accounts
money market accounts increased 61.5% or $19.2omilthen compared to the same time period in 2004. Bank continues to focus
attracting transaction accounts that should alleevBank to maintain its above peer average netgsitenargin. The Bank selects longemr
maturities to reduce its general interest rate, risid utilizes its federal funds lines of creditaas inexpensive source of funds. The E
anticipates slower deposit growth in transactiopodés during the last quarter of 2005.




Non-interest Income. Non-nterest income increased 15.3% for the first mimanths of 2005 compared to the same period in :
This increase was primarily due to gains from thle f loans to the secondary market. The majofithe growth was centered on the Bank’
SBA program. The Bank participates in both SBA 7dayl 504 programs. Adding to the Bamlsuccess in this area is the relation
managers’ depth of knowledge with respect to sftgdizans and the Ban&’'willingness to consider these loans while adlgetinstrict cred
underwriting guidelines. The Bank has seen a deereaoverdraft charges year to date from $375gh0d for the first nine months of 2(
to $333 thousand for the first nine months of 200%setting this customer discretionary fee, thenlBaaw a large increase in electre
payments revenue as fees from ACH payment incregg@dhousand during the first nine months of 2005.

On the qualitative side, the Bank maintained itetiguality, which is quantified by the Baslkdverage of past due loans to net |
ratio of 0.13% and a bank average non-performisgtastio of 0.42%. For the first nine months 0020the Banks net interest margin w
5.35%, compared to 5.01% for the same time pemod0i04. The Bank’'s management expects the Bankt interest margin to decre
slightly to a more historic level over the remaind&2005.

Through the end of September 2005, the FederalriResentinued its steady interest rate increaserieutral stance with monet
policy. With increased energy prices in recent rherdnd the devastation caused by hurricanes, theosty is beginning to show signs
rising inflation. Some economic indicators predicat the Federal Reserve will continue the interes¢ increase at least through
remainder of 2005. As a result, management is miaing an asset sensitive balance sheet which ntharBanks assets will reprice mc
quickly than its liabilities as interest rates isase. Management will conservatively move the lualesieet to a more neutral position a:
Federal Reserve becomes less likely to increass.rat

During the third quarter of 2005 the Bank contintedvork on expanding its manpower and capital cépdo provide exception
customer service in the rapidly growing environméite Bank is determined to continue to add highhalified commercial relationst
managers as they become available in its markebaitd the appropriate support staff to enable them

The Bank, pursuant to its strategic plan, inteldsontinue to focus on providing a competitive foatt (convenient branches) to
Chattanooga Metropolitan Statistical Area allowingp compete with the three major regional bamcated in the area. The Bank also intt
to focus its efforts in the suburb branch netwonkl @ot on a central hub bank located in downtowat@mooga. It is also intended 1
special emphasis will be placed on providing s&wispecifically targeted to small businesses adididual customers.

Financial Condition

Earning Assets. Average earning assets for the nine months endetei®ber 30, 2005, increased by $56.5 million, or7%
compared to the nine months ended September 3@, 20lile actual earning assets increased $58.4omitlr 26.2% during the same peri
The average and actual balance increases werediimhg loan demand in the first nine months d@¥®@nd a strong growth in transac
account deposits during the current reporting gerldanagement expects average earning assets 1o ar@ similar pace during t
remainder of 2005.




Loan Portfolio. The Bank's average loans for the first nine momth&005 were $228.1 million, an increase of $51iflion, or
29.5% compared to the first nine months of 2004iJevéctual balances increased to $250.2 millionimanease of 33.7% above the $1¢
million in loans as of September 30, 2004. Manag®raaticipates similar loan growth for the remaindithe year in both average and ac
balances.

Investment Portfolio. The Bank's average investment securities portitio Federal Funds Sold increased by 16.2% or $#lism
for the nine months ended September 30, 2005 cadparthe nine months ended September 30, 2004 wattual balances decreased
million or 13.5%. With current market conditionsartk management believes the current level of $30omiin investment securities
appropriate and intends to increase the portfa@igiously. The Bank expects to maintain an investrstrategy of making prudent investrr
decisions with active management of the portfoticoptimize, within the constraints of establishedigles, an adequate return and ve
Investment objectives include, in order of priorigap management, liquidity, pledging, return, dochl community support. The Ba
maintains two classifications of investment se@sit"Held to Maturity" (HTM) and "Available for &' (AFS). The "Available for Sals
securities are carried at fair market value, wherdeld to Maturity" securities are carried at boadue. As of September 30, 2005,
unrealized losses in the "Available for Sale" palitf amounted to ($2,972), a 0.01% decrease inevalu

Deposits.  The Bank's average deposits increased by $41.5%omiblr 24.6% for the nine month period ended Sep&n30, 200
compared to the same period ended September 30, @blle actual deposit balances increased by $#ifllibn or 25.2% during the sar
period. During the quarter, the Bank launched @&asssful campaign to raise funds by offering a fieatie of deposit special. The majority
the actual deposit growth was represented by moraket and time accounts with a $37.0 million imse or 29.3% over the same peric
2004. Management intends to continue focusingfftets on attracting core deposits and expectdfimaties of deposits to increase over
remainder of 2005 as loan growth continues. ThekBatends to maintain as one of its highest piiesitthe continued solicitation
transaction accounts from new and existing custenvetich should provide the Bank with an increasetinterest margin.

Liquidity and Capital Resources.

As of the end of the third quarter of 2005 the Baak $32 million of Federal Home Loan Bank of Cimmti (“FHLB”) borrowings
The borrowings are designed with a maturity of #arg with call and put options after a stated cmsioe date. Management believes
FHLB borrowings provide an inexpensive method e interest rate risks by obtaining longer taehilities to match the typically long
term assets the Bank has on its balance sheeadrthasually below the cost of certificates of dépos

Federal funds purchased increased $13.8 millioimnduhe nine months ended September 30, 2005 cauparthe same peri
ended September 30, 2004. This increase accomnubittet®7.7% growth in earning assets during theegaeniod.

Average stockholders' equity increased by $9.7ionilbr 54.4% to $27.5 million for the nine montheded September 30, 2(
compared with $17.8 million during the nine mon#reled September 30, 2004. Actual equity increagefili.3 million or 60.4% froi
September 30, 2004 to September 30, 2005. Thisaserwas primarily due to a stock offering durimg last quarter of 2004 wherein 500,
additional shares of stock were sold at $15 pereshaising stockholder’s equity by $7.5 million.

During 2005, 80 thousand shares of common stocle igssued due to the exercise of stock options ftlmen1996 Nomgualifiec
Directors Stock Option Plan. The Bank applies #®ognition and measurement principles of APB Opirim. 25, ‘Accounting for Stoc
Issued to EmployeesNo compensation expense was recognized in pastdsesis a result of the options price and estimf@iedalue of th
stock being the same at the grant date. Since nuletive compensation expense has been recogmiz#fteifinancial statements, the
deduction the company will receive for 2005, residta corresponding decrease in taxes payablénarehse in additional paid in capita
approximately $390 thousand.
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CONSOLIDATED AVERAGE BALANCE SHEET
INTEREST INCOME / EXPENSE AND YIELD / RATES

Taxable equivalent basis
(in thousands)

Assets

Loans, net of unearned incor

Investment securitie
Other earning asse

Total earning asse

Allowance for loan losse
Cash and other asst

TOTAL ASSETS

Liabilities and Stockholders' Equi

Interest bearing liabilities

Interest bearing demand depo:
Savings deposil

MMDA's

Time deposit:

Time deposits of $100,000 or mc
Federal funds and securities sold ur
agreements to repurche

Other borrowing

Total interest bearing liabilitie
Net interest spreg

Noninterest bearing demand depo
Accrued expenses and other liabilit
Stockholders' equit

TOTAL LIABILITIES AND
STOCKHOLDERS' EQUITY

Net interest margin on earning ass

Net interest spread on earning as

Unaudited
Nine months ended
September 3(
2005 2004
Average Income / Yield / Average Income / Yield /
Balance Expense Rate Balance Expense

$ 228,14 $ 13,63: 79% $ 176,21( $ 9,421 7.15%
28,63« 88¢ 4.21% 26,92( 75E 3.87%
3,75¢ 90 3.2(% 94¢ 10 1.41%
260,53! 14,60t 7.5(% 204,07¢ 10,18¢ 6.68%

(2,919 (2,229

19,33( 16,03:

276,95. 217,88:
$ 34,03: $ 23¢ 09% $ 28,02: $ 90 0.45%
7,791 52 0.8%% 7,38¢ 28 0.51%
36,26: 71z 2.62% 24,69 281 1.52%
67,80: 1,531 3.02% 58,30¢ 1,08( 2.4%
30,62t 781 3.41% 23,98¢ 443 2.47%
6,40¢ 104 2.17% 4,90¢ 65 1.71%
30,91¢ 78E 3.3%% 25,10¢ 58E 3.12%
213,84 4,20z 2.62% 172,40: 2,57 1.99%

$ 10,40: $ 7,614

33,85! 26,43

1,76¢ 1,23¢

27,48¢ 17,80¢

276,95. 217,88:
5.35% 5.0(%
4.871% 4.68%
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Results of Operations - Nine months ended Septemb860, 2005 compared to nine months ended Septembd), 2004

Net Interest Income. Net interest income is the principal component dinancial institution's income stream and représehe
spread between interest and fee income generateddarning assets and the interest expense paldpwsits. The following discussion is
a fully taxable equivalent basis.

Net interest income before loan loss provisiontfa first nine months of 2005 increased $2.8 millar 36.8% above net inter
income before loan loss provision for the firstenmonths of 2004. As in previous quarters, thedrgpowth in earning assets and the slc
paced deposit costs were the driving factors tartbieease in net interest income during the thirdrtpr of 2005. Average earning assets
to $260.5 million compared to $204.1 million in S&pber 2004. Interest income from earning asseteased from 6.68% to 7.50% dui
the third quarter while the cost of deposits greant 1.99% to 2.63% over the same period. The rtetéat margin outpaced the Bank’
projections again in the third quarter primarilgrfr the rapid growth created by the successful aptishments of the lending staff.

Interest income increased $4.4 million or 43.4%tf@ nine month period ended September 30, 2005%ared to the same per
ended September 30, 2004. Interest income prodogehe loan portfolio increased $4.2 million or 2% for the nine month period enc
September 30, 2005 compared to nine month periattcerseptember 30, 2004, due to the increase img@eoans outstanding ¢
origination fees associated with loan growth far geriod. Management anticipates the average andldmalances will continue to incre:
throughout the remainder of 2005. Interest incoménwestment securities and other earning asseteased $207 thousand or 27.1% fo
nine month period ended September 30, 2005 comparéw nine month period ended September 30, ZD0i4. was largely due to mor
market deposit growth providing opportunity for Eeal Funds investments.

Due to the $41.4 million increase in average irdetearing liabilities from September 30, 2004 &pt®mber 30, 2005, the tc
interest expense increased $1.6 million or 63.5%nduhe same period.
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The net interest margin for the nine months endsate3nber 30, 2005 was 5.35% compared to 5.0% &sdme period of 20(
The interest spread on earning assets increasbdsi® points to 4.87% for the period ended Septe®e2005, compared to 4.68% for
period ended September 30, 2004.

The measure the Bank and many other financialtinigths use to measure this interest rate sengyiiivia GAP report. Tt
report determines the amount of difference betwegnicing assets and liabilities over a periodiwfet The period most commonly usec
financial institutions is the one year cumulativARS Currently the Banlk' balance sheet structure is considered assetigensihich mear
the assets will reprice faster than liabilities.eTBanks one year cumulative GAP is 23.98% and considbeteficial if rates are risin
Management anticipates that the Federal ReserVeavitinue to increase short term interest rateshie rest of 2005 which should benefit
Bank’s earning until liabilities have time to regriand the Bank’ net interest margin returns to a more normalllddanagement plans
actively manage the balance sheet and during tthfguarter reduce the asset sensitivity of thekBa a more neutral position that wo
not negatively impact earnings if short term ing¢rates started a downward turn.

Allowance for Loan Losses. The allowance for loan losses represents managenaasiessment of the risks associated with extg
credit and its evaluation of the quality of the Hoportfolio. Management analyzes the loan portfabiodetermine the adequacy of
allowance for loan losses and the appropriate prows required to maintain a level considered adteqto absorb anticipated loan los
Management believes that the $3.3 million allowafiecdoan losses as of September 30, 2005 reftaetéull known extent of credit expost
During the first nine months ended September 3052€he loan portfolio grew 23.5%. To accommodats growth, the Bank made $¢
thousand in loan loss provision compared to $58bithnd during the same period of 2004, and antespsimilar provisions in the future
the loan portfolio continues to grow. The increasthe provision during 2005, represents managemeassessment of the loan portfolio
the inherent risks associated with the loan growthssified loans and ngeerforming loans. Even with prudent credit undetiwg, nc
assurances can be given, however, that advers@mdmicircumstances will not result in increasedséssin the loan portfolio and reqt
greater provisions for possible loan losses irftlgre.

Non-performing Assets. Non-performing assets include non-performing loang foreclosed real estate held for sale. l[derferming
loans include loans classified as non-accrual negetiated. The Bank's policy is to place a loannon-accrual status when paymen
principal or interest is contractually 90 or moegysl past due. At the time a loan is placed onammual status, interest previously accruet
not collected may be reversed and charged againstnt earnings. As of September 30, 2005, the Bek$597 thousand in n@wcruing
loans and $458 thousand in repossessed and faedctosperties of which the majority is one relasioip with three, one to four fam
residences as collateral, compared to $23 thousandn-accruing loans and $46 thousand in repossessedoesriosed properties as
September 30, 2004.

Non-interest Income. Non-nterest income consists of revenues generated &dwoad range of financial services and actiy,
including feebased services and profits, commissions earnedighraredit life insurance sales and other actiwitia addition, gains
losses realized from the sale of residential mgeglaans are included in namterest income. During the first nine months 0020tota
non-interest income increased $141 thousand ofd8@npared with the first nine months of 2004.

Non-interest Expense. Non-interest expense for the first nine months of 2iB@teased by $807 thousand or 16.4% compared
first nine months in 2004. Expenses for salariesemployee benefits for the first nine months enSegtember 30, 2005 increased by ¢
thousand or 14.9% over the same period ended frepteBiber 30, 2004. Occupancy and equipment expeneé September 30, 2C
decreased by $23 thousand or 3.4% over the samedpier 2004. All other non-interest expenses foe thinemonth period ende
September 30, 2005 increased $401 thousand or 28v@¥%the norinterest expenses for the same period ended Seete36b2004. Tt
increase in non-interest expenses is broad baskdsau to support the rapid growth of the Bardssets and liabilities in a safe and si
manner.
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CONSOLIDATED AVERAGE BALANCE SHEET
INTEREST INCOME / EXPENSE AND YIELD / RATES

Taxable equivalent basis
(in thousands)

Assets

Loans, net of unearned incor
Investment securitie
Other earning asse

Total earning asse

Allowance for loan losse
Cash and other asst

TOTAL ASSETS

Liabilities and Stockholders' Equi

Interest bearing liabilities

Interest bearing demand depo:
Savings deposil

MMDA's

Time deposits under $100,0

Time deposits of $100,000 or mc
Federal funds and securities sold ur
agreements to repurche

Other borrowings

Total interest bearing liabilitie

Noninterest bearing demand depo

Accrued expenses and other liabilit
Stockholders' equit

TOTAL LIABILITIES AND
STOCKHOLDERS' EQUITY

Net interest margin on earning ass

Net interest spread on earning as

Unaudited
Three months ended
September 3(
2005 2004
Average Income / Yield / Average Income / Yield /
Balance Expense Rate Balance Expense Rate

$ 245,01 $ 5,10 8.2t¢% $ 190,15: $ 3,42% 7.14%
29,00( 303 4.2% 28,64 27¢ 3.9%%
3,09: 32 4.11% 1,67¢ 7 1.6€6%
277,10t 5,43¢ 7.8(% 220,47 3,70 6.68%

(3,109 (2,399

20,36¢ 17,32«

294,36 235,39
$ 35,87. $ 91 1.01% $ 31,31t $ 39 0.4%%
7,82¢ 20 1.01% 7,72¢ 10 0.51%
39,55( 282 2.84% 26,97¢ 104 1.53%
72,29t 58C 3.1% 59,80¢ 363 2.41%
33,36" 343 4.08% 26,95¢ 177 2.6(%
7,12¢ 52 2.9(% 4,25¢ 32 2.98%
32,00( 272 3.31% 29,15( 222 3.02%
228,03: 1,64 2.86% 186,19( 947 2.02%

$ 3,79¢ 2,75¢

35,37 29,49:

2,061 1,30¢

28,90: 18,41:

294,36 235,39
5.45% 4.9€%
4.9/% 4.67%
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Results of Operations - Three months ended Septemb&0, 2005 compared to three months ended Septemb&®d, 2004

Net Interest Income.  Net interest income before loan loss provisiontfar third quarter of 2005 increased $1.0 million3@r7%
above net interest income before loan loss prowifio the third quarter of 2004. The increase ihinterest income was primarily due t
strong earning asset growth during the three mpetfod; actual loan growth, net unearned incomeessgmting $13.9 million of growth
5.8% from June, 2005. The interest yield from aggrassets increased 112 basis points from 6.68%8%%, while interest cost from 1
Bank’s liabilities increased 84 basis points frora226 to 2.86% over the same time period in 2004 Bhnks deposit mix shifted slight
with the percentage of average money market acsdnoteasing from $27.0 million during the threentis ended September 30, 200
$39.6 million for the three months ended Septen30er2005. Time accounts also showed an increagé.886 or $18.9 million for the sai
periods.

The Banks percentage of average loans to average asseimeghrelatively constant for the three months drfsieptember 30, 20
compared to the same period ended September 3@, ZB@ increase in net interest margin was abogeBiéinks projections and can
directly attributed to the above-mentioned changéhe Banks deposit mix. Management foresees the margin dsiorg to more histor
levels for the remainder of 2005.

Total interest income increased $1.7 million or886.during the third quarter of 2005 compared totttied quarter 2004. Intere
income produced by the loan portfolio increased $iillion or 49.07% for the three month period esh@&eptember 30, 2005 compared tc
three month period ended September 30, 2004, ddieetincrease in average loans outstanding andnatign fees associated with Ic
growth for the period. Management estimates theagesbalances will continue to increase.

Interest income on investment securities, fedarat$ sold and other investments increased $54 dndusr 19.0% for the quar
ended September 30, 2005 compared to the quadede®eptember 30, 2004, largely due to an increaisrestment in federal funds sc
The Bank strategically utilized the growth in monewrket deposits to invest in variable rate prosl@std improve income thereby tak
advantage of the rising rate environment.
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Total interest expense increased $695 thousan@®.df4 during the three months ended September 3H #0m the same peri
ended September 30, 2004 he interest expense increase from the third quaft2004 to the third quarter of 2005 was primadLle to a
increase of $41.8 million or 22.5% in average ies¢bearing liabilities combined with the 84 bam@t increase in rates.

The net interest margin for the three months erigaptember 30, 2005 was 5.45% compared to 4.96%héothree months end
September 30, 2004. The interest spread on eamsngts increased 27 basis points to 4.94% for ¢nedended September 30, 2(
compared to 4.67% for the period ended Septemhez(ER!.

Allowance for Loan Losses. The allowance for loan losses represents managenamsessment of the risks associated with extg
credit and its evaluation of the quality of the roportfolio. Management analyzes the loan portfabodetermine the adequacy of
allowance for loan losses and the appropriate prows required to maintain a level considered adteqto absorb anticipated loan los
Management believes that the $3.3 million allowafiecdoan losses as of September 30, 2005 reftaetéull known extent of credit expost
During the three months ended September 30, 2869p&an portfolio averaged $245 million, an inceeag$55 million or 28.9% comparec
the same period in 2004. The $350 thousand providiging the third quarter of 2005 compared to $tldEng the same period in 2(
represents management’s analysis of the inhergkg associated with the loan growth, and curresiflgsified and noperforming loans. Tt
Bank anticipates similar provisions in the futusetie loan portfolio grows and unanticipated loassés occur. No assurances can be ¢
however, that adverse economic circumstances willrasult in increased losses in the loan portfali@ require greater provisions
possible loan losses in the future.

Non-interest Income. Non-nterest income consists of revenues generated &dmoad range of financial services and actiy,
including feebased services and profits, commissions earnedgdhreervice charges of deposit accounts and othigites. In addition, gair
or losses realized fromthe sale of loans are included in non-interestrimeoTotal nonnaterest income increased by $177 or 56.4% fo
third quarter of 2005 compared with the third geadf 2004. The increase of narterest income during this period of 2005 was éarglue
to the heightened electronic transaction activitgt the gains recognized on the sale of loans.

Non-interest Expense. Non-interest expense for the third quarter of 2005daased by $228 thousand or 13.1% compared to the
three months in 2004. Salaries expense and emphwmesfits increased by $169 thousand or 17.5%hfttiree months ended Septembe
2005 over the same period ended September 30, ZD&lpancy and equipment expense as of Septembe2088 decreased by $
thousand or 26.5% over the same period in 2004othkr non-interest expenses for the thremth period increased $142 thousand or 3!
above the non-interest expenses for the same penddd September 30, 2004. The increase inimenest expense is due primarily to
cost to hire highly knowledgeable and competentleyges to support the Barskgrowth of assets and liabilities while protectegsting
employees from competitors.
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ltem 3. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

Cornerstone’s Chief Executive Officer and Treasurave evaluated the effectiveness of Cornerssomiésclosure controls a
procedures (as such term is defined in Rules 18a)}&hd 15d-14(c) under the Securities ExchangeofAd934, as amended (thExchang
Act”)) as of a date within 90 days prior to therfg date of this quarterly report (the “EvaluatiDate”). Based on such evaluation, s
officers have concluded that, as of the Evaluabate, Cornerstone’disclosure controls and procedures are effeativaerting them on
timely basis to material information relating tor@erstone (including its consolidated subsidiariegjuired to be included in Cornerstogne’
periodic filings under the Exchange Act.
Changes in Internal Controls

Since the Evaluation Date, there have not beers@mjficant changes in Cornerstogénternal controls or in other factors that c«
significantly affect such controls.

PART Il
OTHER INFORMATION

Item 1. Legal Proceedings

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

Item 6. Exhibits and Reports on Form 8-K
(a) Exhibits

Exhibit Number Description

3 First Amendment to Amended and Restated Chart€oafierstone Bancshares, Inc. (1)
10.1 Employee Stock Ownership Plan between Cornerstameninity Bank and Nathaniel F. Hughes dated July
1, 2005. (2)
31 Certifications under Section 302 of the Sarbaneleyict of 2002.
32 Certifications under Section 906 of the Sarbaneleyict of 2002.
Q) Incorporated by reference from Exhibit 3o registrant’'s Form 10-QSB filed on May 14, 2004.
(2 Incorporated by reference from Exhibit 10fth® registrant’'s Form 8-K dated July 18, 2005.
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(b) Reports on Form 8-K
(1) Form 8K dated July 18, 2005 (i) disclosing a press radaatated to the fiscal quarter ended June 30, 20¢€
(i an announcement of Employee Stock OwnershgnRly and between Cornerstone Community Ba
wholly owned subsidiary of Cornerstone Bancshdres,and Nathaniel F. Hughes.
(2) Form 8K dated September 26, 2005 announcing the appoiritaféwo new directors, W. Miller Welborn a
Frank McDonald.
SIGNATURES

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

Cornerstone Bancshares, Inc

Date: November 10, 20( By: /s/ Gregory B. Jone

Gregory B. Jones,
Chairman and Chief Executive Officer

Date: November 10, 20( By: /s/ Nathaniel F. Hughe

Nathaniel F. Hughe
President and Treasurer
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EXHIBIT INDEX

Exhibit Number Description

3
10.1

31
32

First Amendment to Amended and Restated Chart€oafierstone Bancshares, Inc. (1)

Employee Stock Ownership Plan between Cornerstameninity Bank and Nathaniel F. Hughes dated July
1, 2005. (2)

Certifications under Section 302 of the Sarbaneleyict of 2002.

Certifications under Section 906 of the Sarbaneleyict of 2002.

(1)
()

Incorporated by reference from Exhibit 3loé registrant’s Form 10-QSB filed on May 14, 2004.
Incorporated by reference from Exhibit 10fth® registrant’'s Form 8-K dated July 18, 2005.
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EXHIBIT 31.1
CERTIFICATION

I, Gregory B. Jones, Chairman and Chief Executiffec€r, certify that:
1. | have reviewed this quarterly report on FA®RQSB of Cornerstone Bancshares, Inc (the “Rexisi;

2. Based on my knowledge, this quarterly report dadscontain any untrue statement of a material dacimit to state a material f
necessary to make the statements made, in ligtheofircumstances under which such statements mvade, not misleading with respec
the period covered by this quarterly report;

3. Based on my knowledge, the financial statementd,ctiner financial information included in this gteaty report, fairly present
all material respects the financial condition, tesof operations and cash flows of the Registatand for, the periods presented in
quarterly report;

4. The Registrarg’ other certifying officers and | are responsilie dstablishing and maintaining disclosure contesld procedurt
(as defined in Exchange Act Rules 13a-15(e) and1Bd)) and internal controls over financial repagt{as defined in Exchange Act Rt
13a-15(f) and 15d-15(f) for the Registrant and have

(@) designed such disclosure controls and proceduresaused such disclosure controls and procedurée tdesigned under ¢
supervisions, to ensure that material informatielating to the Registrant, including its consol@hsubsidiaries, is made known to u¢
others within those entities, particularly durihg fperiod in which this quarterly report is beinggared,;

(b) Designed such internal control over financial réipgr, or caused such internal control over finahi@gorting to be designed uni
our supervision, to provide reasonable assurargardang the reliability of financial reporting atlde preparation of financial statements
external purposes in accordance with generally@edeaccounting principles;

(c) Evaluated the effectiveness of the Registsadisclosure controls and procedures; and presentdds report our conclusio
about the effectiveness of the disclosure contral$ procedures, as of the end of the period covaydtiis report based on such evalua

and

(d) Disclosed in this report any change in thgiBeants internal control over financial reporting thatoaed during the most rec:
fiscal quarter that has materially affected, aei@sonably likely to materially affect, the Regdasi’'s internal control over financial reporting.

5. The Registrant’s other certifying officers dnithve disclosed, based on our most recent evatydb the Registrarg’auditors ar
the audit committee of Registrant’s board of dioest(or persons performing the equivalent funcipns

(@) all significant deficiencies and material weaknsssethe design or operation of internal controéofinancial reporting which a
reasonably likely to adversely affect the Regidtsaability to record, process, summarize and refioancial information; and

(b) any fraud, whether or not material, that imes management or other employees who have disatti role in the Registrarst’
internal control of internal controls over finanaiaporting.

Date: November 10, 2005 /sl Gregory B. Jones

Gregory B. Jones,
Chairman and Chief Executive Officer




EXHIBIT 31.2
CERTIFICATION
I, Nathaniel F. Hughes, President and Treasuretificéhat:
1. | have reviewed this quarterly report on FA®rQSB of Cornerstone Bancshares, Inc;

2. Based on my knowledge, this quarterly report dadscontain any untrue statement of a material dacimit to state a material f
necessary to make the statements made, in ligthteofircumstances under which such statements mvade, not misleading with respec
the period covered by this quarterly report;

3. Based on my knowledge, the financial statementd,ctiner financial information included in this gteaty report, fairly present
all material respects the financial condition, tesof operations and cash flows of the Registastand for, the periods presented in
quarterly report;

4. The Registrarg’ other certifying officers and | are responsilie dstablishing and maintaining disclosure contesld procedurt
(as defined in Exchange Act Rules 13a-15(e) and1Bd)) and internal controls over financial repagt{as defined in Exchange Act Rt
13a-15(f) and 15d-15(f) for the Registrant and have

(@) designed such disclosure controls and proceduresawsed such disclosure controls and procedurée tdesigned under ¢
supervision, to ensure that material informatidatieg to the Registrant, including its consolidhseibsidiaries, is made known to us by ot
within those entities, particularly during the metin which this quarterly report is being prepared

(b) Designed such internal control over financial réipgr, or caused such internal control over finahi@gorting to be designed uni
our supervision, to provide reasonable assurargardang the reliability of financial reporting atlde preparation of financial statements
external purposes in accordance with generally@edeaccounting principles;

(c) Evaluated the effectiveness of the Registsadlisclosure controls and procedures and presantai report our conclusions ab
the effectiveness of the disclosure controls andeguiures, as of the end of the period coveredibyéport based on such evaluation; and

(d) Disclosed in this report any change in thgiBeants internal control over financial reporting thatoaed during the most rec:
fiscal quarter that has materially affected, aei@sonably likely to materially affect, the Regdasi’'s internal control over financial reporting.

5. The Registrarg’ other certifying officers and | have disclosealsédd on our most recent evaluation of internalrotsbver financic
reporting, to the Registrant’s auditors and theitaadmmittee of Registrarg’ board of directors (or persons performing theivaden:

functions);

(@) all significant deficiencies and material weaknsssethe design or operation of internal controéofinancial reporting which a
reasonably likely to adversely affect the Regidtsaability to record, process, summarize and refioancial information; and

(b) any fraud, whether or not material, that imes management or other employees who have disatti role in the Registrarst’
internal control of internal controls over finanaiaporting.

Date: November 10, 2005 /sl Nathaniel F. Hughes

Nathaniel F. Hughe
President and Treasurer




Exhibit 32.1

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

In connection with the Quarterly Report of Cornenst Bancshares, Inc., a Tennessee corporatiofiGtrapany”), on Form 1@QSB
for the quarter ended September 30, 2005, aswMiltdthe Securities and Exchange Commission (theptt”), Gregory B. Jones, Chief
Executive Officer of the Company and Chairman ef @ompany’s Board of Directors, and Nathaniel Fglts, President and Treasurer of
the Company, respectively, do each hereby cegifysuant to § 906 of the Sarbanes-Oxley Act of 2082U.S.C. § 1350), that to his
knowledge:

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

(2) The information contained in the Report faphgsents, in all material respects, the finanaaldition and result of operations of 1
Company.

/sl Gregory B. Jones

Gregory B. Jones
Chairman and Chief Executive Officer
November 10, 200

/s/ Nathaniel F. Hughes

Nathaniel F. Hughe
President and Treasurer
November 10, 200

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




