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FORWARD-LOOKING STATEMENTS

Cornerstone Bancshares, Inc. (“Cornerstomedy from time to time make written or oral statetseincluding statements contained in
report (including, without limitation, certain staents in Management Discussion and Analysis of Financial ditin and Results
Operations” in Item 2), that constitute forwdobking statements within the meaning of Sectiok 21 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 cotestibrwardlooking statements. The
statements should be considered subject to variskss and uncertainties. Such forward-looking stegets are made based upon management
belief as well as assumptions made by, and infdomaturrently available to, management pursuariséde harbor’provisions of the Priva
Securities Litigation Reform Act of 1995. Cornerstés actual results may differ materially from ttesults anticipated in forwarddeking
statements due to a variety of factors. Such fadtaiude, without limitation, those specificallgstribed in Item 1A of Part | of Cornerstone’
Annual Report on Form 1B-for the year ended December 31, 2009, as wethadollowing: (i) the ability of Cornerstone Comnity Banl
(the “Bank”)to comply with the requirements of the consent pisieued by the Federal Deposit Insurance Corporain April 2, 2010 or tf
written agreement entered with the Tennessee Dapattof Financial Institutions on April 8, 2010 leatively, the “Action Plans”);i{) the
ability of Cornerstone to raise additional capitatessary to retire certain holding company loatsemable the Bank to achieve and mait
the elevated capital levels required under theohc®lans; (iii) unanticipated deterioration in fireancial condition of borrowers resulting
significant increases in loan losses and provisionghose losses; (iv) increased competition vaither financial institutions; (v) changes
economic conditions in Cornerstosemarket area; (vi) rapid fluctuations or unantitgel changes in interest rates; (vii) the effec
Cornerstone and the financial institutions and rankndustry from difficult market conditions, urgmredented volatility and the soundnes
other financial institutions; (viii) theability of Cornerstone to restructure its loan fudid to regulatory acceptable levels and compositiix)
the effect of recent legislative regulatory initials; and (x) changes in the legislative and ragwyaenvironment. Many of such factors
beyond Cornerstone’s ability to control or predihd readers are cautioned not to put undue reliancsuch forwardboking statement
Cornerstone does not intend to update or reissydoaward{ooking statements contained in this report assaltef new information or oth
circumstances that may become known to Cornerstone.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Balance Sheets

ASSETS
Cash and due from ban

Securities available for sa

Securities held to maturity (fair value approxingaté $103,944 and $136,062 at September 30, 2040 ar

December 31, 200¢

Federal Home Loan Bank stock, at ¢

Loans, net of allowance for loan losses of $6,2¥4 4t September 30, 2010 and $5,905,054 at Decesih
2009

Bank premises and equipment,

Accrued interest receivab

Goodwill and amortizable intangibli

Foreclosed asse

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 $100,000

Total deposit:

Federal funds purchased and securities sold ugteements to repurcha
Federal Home Loan Bank advances and other borra
Accrued interest payab

Other liabilities

Total Liabilities

Stockholders' Equity
Preferred stoc- no par value; 2,000,000 shares authorized; 61sidées issued and outstanding in 2
Common stock $1.00 par value; 20,000,000 shares authorized%1P9 issued in 2010 and 2009; 6,500
outstanding in 2010 and 20!
Additional paic-in capital
Retained earning
Accumulated other comprehensive inco
Total Stockholders' Equity
Total Liabilities and Stockholders' Equity

The Notes to Consolidated Financial Statementsmiategral part of these statements.
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Unauditec

September 31  December 3!

2010 2009
$ 53,220,65 $ 38,202,20
108,790,55 124,415,31
101,34 135,24t
2,322,901 2,229,20!
285,774,62 330,787,38
8,235,09! 8,098,05!
1,456,31 1,520,69
2,582,99. 2,5679,21.
13,427,43 10,327,29
7,439,52! 14,109,76
$483,351,43 $532,404,38
$ 38,609,39 $ 41,971,95
25,102,23 26,533,32
32,158,47 31,029,58
105,575,69 91,064,09
149,921,02 214,143,14
351,366,82 404,742,11
37,181,59 26,321,88
61,765,00 72,350,00
370,92: 351,36(
1,702,46. 801,54¢
452,386,80 504,566,90
1,424,17. -
6,500,39 6,500,39
21,218,64 21,162,68
1,000,46. 424,85:
820,95! (250,45)
30,964,63 27,837,47
$483,351,43 $532,404,38




Cornerstone Bancshares, Inc. and Subsidiary

Consolidated Statements of Operations

INTEREST INCOME

Loans, including fee

Investment securitie

Federal funds sold & other earning assets
Total interest incom

INTEREST EXPENSE
Time deposits $100,000 or mc
Other deposit

Federal funds purchased and securities sold umgteements to

repurchasi
FHLB advances and other borrowi

Total interest expense

Net interest income before provision for loan |ex
Provision for loan losse

Net interest income after the provision for loassies

NONINTEREST INCOME

Customer service fe

Other noninterest incon

Net gains / (losses) from sale of loans and othsets
Total noninterest incom

NONINTEREST EXPENSE

Salaries and employee bene

Net occupancy and equipment expe
FDIC and other assessmen

Other operating expense

Total noninterest expen:

Income / (loss) before provision for income ta
Provision / (benefit) for income taxes

NET INCOME / (LOSS]

EARNINGS / (LOSS) PER COMMON SHAR
Basic net income / (loss) per common st
Diluted net income / (loss) per common st

DIVIDENDS DECLARED PER COMMON SHARE

Unauditec
Three months ende
September 3

Unaudited
Nine months ende
September 3

2010 2009 2010 2009
$ 5159,96. $ 6,01840' $ 16,602,15 $ 18,49561
753,78 357,67 3,099,36: 1,157,80:
19,28¢ 30,43¢ 64,68: 45,08t
5,933,03 6,406,521 _ 19,766,19 19,698,50
538,96: 476,61 1,673,30: 1,534,26!
939,41 1,494,43. 3,305,67. 4,526,55.
31,64¢ 37,22 99,20¢ 135,15°
665,96 757,68. 2,204,96 2,231,71
2,175,98! 2,765,95. 7,283,14 8,427,69
3,757,05! 3,640,57.  12,483,05 11,270,81
681,00 3,390,001 3,161,000  10,748,89
3,076,05! 250,57 9,322,05: 521,01,
308,57 416,90 992,61 1,259,64
33,93 29,34: 94,12¢ 170,31
544,31 (262,019 930,51 (252,32
886,82 184,23: 2,017,25: 1,177,63
1,525,31. 1,622,761 4,679,87, 5,331,91
397,46: 382,60: 1,121,15 1,176,73!
385,72 182,45¢ 915,36t 570,19:
1,371,40" 1,091,131 3,883,42 3,266,21.
3,679,90: 3,278,95 _ 10,599,80 10,345,05
282,97 (2,844,15) 739,51 (8,645,50)
69,30 (1,144,61) 163,90: (3,431,67)

$ 21367 $ (1,69953) $ 575600 $ (5,213,83)
$ 0.0: $ 0.2 $ 0.0¢ $ (0.80)
$ 0.0: $ (0.26) $ 0.0¢ $ (0.80)
$ - % - $ - % 0.1¢

* Includes Special one time Assessment on Jun2@ in the amount of $213,151

The Notes to Consolidated Financial Statementsiaiategral part of these statements.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statement of Changes in Stockhol&ersty - Unaudited
For the nine months ended September 30, 2010

Additional Other Total
Comprehensiv Preferrec Common Paic-in Retainec Comprehensiv  Stockholders
Income Stock Stock Capital Earnings Income Equity
BALANCE, December 31, 200 $ - $ 650039 $ 21,162,68 $ 424,85:  $ (250,45) $ 27,837,47
Employee compensation stock option expe - - 55,95¢ - - 55,95¢
Issuance of series A convertible preferred s 1,424,17: - - - - 1,424,17:
Comprehensive incom
Net income $ 575,60° - - - 575,60° - 575,60°
Other comprehensive income, net of t
Unrealized holding gains on securities
available for sale, net of reclassification
adjustment 1,071,41: - - - - 1,071,41 1,071,41:
Total comprehensive income $ 1,647,01
BALANCE, September 30, 2010 $ 1,424,17. $ 6,500,391 $ 21,218,664 $ 1,000,46. $ 820,95! $ 30,964,63

The Notes to Consolidated Financial Statementsmiategral part of these statements.
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Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statements of Cash Flows

CASH FLOWS FROM OPERATING ACTIVITIES
Net income / (loss
Adjustments to reconcile net income / (loss) togasth provided by operating activitit
Depreciation and amortizatic
Provision for loan losse
Stock compensation exper
Net (gains) / losses on sales of loans and otlsets
Deferred income taxe
Changes in other operating assets and liabili
Net change in loans held for si
Accrued interest receivab
Accrued interest payab
Other assets and liabilities

Net cash provided by operating activit

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from security transactio

Securities available for sa

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

Net cash provided by investing activiti

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

Net increase (decrease) in federal funds purchasedecurities sold under agreements to repurt
Net (payments on) proceeds from Federal Home LaarkBdvances and other borrowit

Payment of dividend
Issuance of preferred sto

Net cash (used in) provided by financing activities
NET INCREASE IN CASH AND CASH EQUIVALENT?
CASH AND CASH EQUIVALENTS, beginning of period
CASH AND CASH EQUIVALENTS, end of period

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

NONCASH INVESTING AND FINANCING ACTIVITIES
Acquisition of real estate through foreclosure

The Notes to Consolidated Financial Statementsmiategral part of these statements.

Unauditec

Nine months ended September

2010 2009
$ 575,600 $ (5,213,83)
342,24 617,55!
3,161,00! 10,748,89
55,95¢ 164,09:
(930,51 252,32:
182,66! 1,100,97:
(574,000 389,70(
64,38t 58,81t
19,56: 283,93¢
6,463,16: (4,012,949
9,360,07! 4,389,51!
105,149,21 29,963,56'
33,43¢ 27,53¢
(86,105,61) (44,327,95)
(93,700 (41,700
33,136,54 17,119,77
(859,44") (144,729
199,66¢ -
5,874,66! 2,548,31
57,334,77 5,144,79.
(53,375,28) 59,505,08
10,859,71 (17,653,97)
(10,585,00) 1,100,001
- (1,094,64)
1,424,17. -
(51,676,40) 41,856,46
15,018,44 51,390,77
38,202,220 21,897,39
$ 53,220,65 $ 73,288,16
$ 7,263,57 $ 8,143,75!
500,00( -
$ 9,648,190 $ 8,638,40:i




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

Note 1. Presentation of Financial Information

Nature of Business -Cornerstone is a bank holding company whose pyimarsiness is performed by its wholyvned subsidiar
Cornerstone Community Bank (the “Bank™he Bank provides a full range of banking servitieshe Chattanooga, Tennessee market.
Bank has also established a loan production offit®0”) in Dalton, Georgia to further enhance thar®’s lending markets. The Be
specializes in asset based lending, commercialigrehd payment processing. The Bank has a wiwellyed subsidiary, Eagle Financial, |
(“Eagle™), which specializes in finance and accsumriceivable factoring.

Interim Financial Information (Unaudited)- The financial information in this report for Septeen 30, 2010 and September 30, 2009 ha
been audited. The information included herein sthdad read in conjunction with the annual consoéiddiinancial statements and footn:
thereto included in the 2009 Annual Report to Shelders which was furnished to each shareholdeCarherstone in April of 2010. T
consolidated financial statements presented hewiform to U.S. generally accepted accounting jplas and to general industry practices
the opinion of Cornerstong’'management, the accompanying interim financeékstents contain all material adjustments, comgjstinly o
normal recurring adjustments, necessary to prda@ht the financial condition, the results of optons, and cash flows for the interim per
Results for interim periods are not necessarilyciative of the results to be expected for a fulllye

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

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

Reclassification- Certain amounts in the prior consolidated finanatdtements have been reclassified to conform ¢octhrrent peric
presentation. The reclassifications had no effeatet income or stockholders’ equity as previousported.

Accounting Policies -During interim periods, Cornerstone follows the@anting policies set forth in its Annual Reportorm 10K for the
year ended December 31, 2009 as filed with the r8exuand Exchange Commission. Since Decembe2@®19, there have been no signific
changes in any accounting principles or practioe#) the method of applying any such principlepi@ctices except for the following:

The FASB issued ASU No. 2010-04, Accounting for idas Topics —-Technical Corrections to SEC Paragraphs in Jan2@t. The purpo:
of this ASU is to make technical corrections totair guidance issued by the SEC that is includedh& FASB Accounting Standal
Codification (ASC). Primarily, this ASU changes referencesddous FASB and AICPA pronouncements to the apjpmtpASC paragraj
numbers. The adoption of ASU 2010-04 does not laavaterial impact on Cornerstone’s financial statieis

The FASB issued ASU No. 2018, Fair Value Measurements and Disclosures (T&20): Improving Disclosures about Fair Ve
Measurements in January 2010. The new disclosumesequired by the amended guidance are:

(1) The amounts of significant transfers in and/orafutevel 1 and Level 2 fair value measurementstaedeasons for the transfers; ¢

(2) A reconciliation of the activities in Level 3 fainlue measurements on a gross bi




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

ASU 201006 also clarifies the existing disclosure requirateefor level of disaggregation and disclosuresuébioputs and valuatic
techniques. The new disclosures and clarificatioinexisting disclosures are effective for annuairgerim reporting periods beginning a
December 15, 2009, except for the requirement doige the Level 3 activity for purchases, salesyances, and settlements on a gross
Those disclosures are effective for fiscal yeagiriméng after December 15, 2010. The adoption $JA201006 has not and is not expecte
have a material impact on Cornerstone’s finandatksnents.

The Financial Accounting Standards Board (“FASBS$ued Accounting Standards Update (“ASU”) No. 2090-Subsequent Events (Ta
855): Amendments to Certain Recognition and DisglesRequirements in February 2010. This ASU amentedyuidance on subseqt
events and will no longer require that an SEC filisclose the date through which subsequent evets been evaluated. The amendmen
effective upon issuance. The adoption of ASUQR02 does not have a material impact on Corner&gdimancial statements.

FASB issued ASU No. 201P0, Disclosures about the Credit Quality of FinagcReceivables and the Allowance for Credit Logeeduly
2010. The purpose of this ASU is to improve transpareincyinancial reporting by public and nonpublic coamges that hold financit
receivables, which include loans, lease receivalaled other londerm receivables. The ASU requires companies toigeeomore informatio
in their disclosures about the credit quality odithfinancing receivables and the credit reserveld lagainst them. The period end bal:
disclosures are effective for fiscal years endiftgraDecember 15, 2010. The adoption of ASU 2Q00is not expected to have a matt
impact on Cornerstone’s financial statements.

Going Concern

Cornerstone continues to prepare its consolidateth€ial statements on a going concern basis.flther information regarding this iss
refer to note 2 “Going Concern Considerations” oftirstone’s Annual Report on Form KC(or the year ended December 31, 2009, as
with the Securities and Exchange Commission on M&@, 2010. The consolidated financial statemant$ notes thereto are presente
accordance with the instructions for Form KO+urthermore, Cornerstone has submitted its wamecompliance certificate as of Septer
30, 2010 to Silverton Bridge Bank, N.A., as sucoess receivership to Silverton Bank, N.A. (“Sikten”). The September 30, 20
compliance certificate indicates that certain l@awenants were not met. However, Cornerstone é@sested a waiver with respect to
covenant violations. Based upon this request, €stane anticipates that Silverton will waive thevenant violations as of September
2010.

Consent Order

Following the issuance of a written report by theel€ral Deposit Insurance Corporation (“FDI@fd the Tennessee Department of Fina
Institutions (“TDFI") concerning their joint examination of the Bank int@er 2009, the Bank entered a consent orderthvgi-DIC on Apri
2, 2010 and a written agreement with the TDFI omilA® 2010, each concerning areas of the Bardperations identified in the report
warranting improvement and presenting substantgtilar plans for making those improvements. Thasent order and written agreem
which we collectively refer to as the “Action Plghsonvey specific actions needed to address cefitadinfys from the joint examination anc
address our current financial condition. The AttRlans contain a list of strict requirements raggrom a capital directive, which requires
to achieve and maintain minimum regulatory cagéatls in excess of the statutory minimums to bé-e@pitalized, to developing a liquid
risk management and contingency funding plan, imeation with which we will be subject to limitatis on the maximum interest rates we
pay on deposit accounts. The Action Plans alsda@omrestrictions on future extensions of creditl arquire the development of varii
programs and procedures to improve our asset guditvell as routine reporting on our progress tdwampliance with the Action Plans
the Board of Directors, the FDIC and the TDFI. &y, as of April 2, 2010, the date of the consemter with the FDIC, the Bank was deer
to be “adequately capitalized. The adequately capitalized classification is treulteof the Bank receiving a formal enforcemeniaactvhict
prohibits a Bank from being classified as “well-talized” regardless of its capital ratios. Theref the Bank can not be classified asfl
capitalized” until the Action Plans are lifted yetFDIC and the TDFI.




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

Earnings per Common Share - Basic earnings per share (“EPS%) computed by dividing income available to commairareholde
(numerator) by the weighted average number of comstwres outstanding during the period (denomipalituted EPS is computed
dividing income available to common shareholdersr{arator) by the adjusted weighted average numbghares outstanding (denominat
The adjusted weighted average number of sharesanding reflects the potential dilution occurrirfgsecurities or other contracts to is
common stock were exercised or converted into comsback resulting in the issuance of common sthek share in the earnings of the entity.

The following is a summary of the basic and dilutaginings per share for the three month periodsdeptember 30, 2010 and 2009.

Three Months Ended September

2010 2009

Basic earnings / (loss) per share calculat

Numerator: Net income / (loss) available to commabareholder $ 213,67 $  (1,699,53)
Denominator: Weighted avg. common shares outstar 6,500,39 6,500,391
Effect of dilutive stock option - -
Diluted share: 6,500,391 6,500,391
Basic earnings / (loss) per share $ 0.0 $ (0.26)
Diluted earnings / (loss) per share $ 0.0 $ (0.2€)

The following is a summary of the basic and dilugaainings per share for the nine month periodsc&gptember 30, 2010 and 2009.

Nine Months Ended September

2010 2009

Basic earnings / (loss) per share calculat

Numerator: Net income / (loss) available to commabareholder $ 575,600 $ (5,213,83)
Denominator: Weighted avg. common shares outstgr 6,500,39! 6,500,39!
Effect of dilutive stock option - -
Diluted share: 6,500,39! 6,500,391
Basic earnings / (loss) per share $ 0.0¢ $ (0.80)
Diluted earnings / (loss) per share $ 0.0¢ $ (0.80)

Note 2. Stock Based Compensation

Accounting Policies- Cornerstone, as required by FASB, applies theaiue recognition provisions of ASC 718, CompermsatiStock
Compensation. As a result, for the nine monthqeeended September 30, 2010, the compensatiorcltagied to earnings related to the ve
incentive stock options was approximately $56,0@8ich had no material impact on earnings per share.

Officer and Employee Plans -Cornerstone has two stock option plans under whiticers and employees can be granted incentivek
options or non-qualified stock options to purchaswtal of up to 1,420,000 shares of Cornerstom®@mmon stock. The exercise price
incentive stock options must be not less than E0gnt of the fair market value of the common stookthe date of the grant. The exer
price of the norgualified stock options may be equal to or moréess than the fair market value of the common stotkhe date of the gran
The incentive stock options vest 30% on the se@mdversary of the grant date, 60% on the thirdwaareary of the grant date and 100%
the fourth anniversary of the grant date, and threqualified stock options vest 50% on the first aendary of the grant date and 100% or
second anniversary of the grant dat@he options expire ten years from the grant date September 30, 2010, the total remai
compensation cost to be recognized on wested options is approximately $213,000. A sumnaédirthe status of these stock option plat
presented in the following table:




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

Weighte«
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
Outstanding at December 31, 2( 799,67 $ 6.1¢ 45 Year $ -
Granted - -
Exercisec - -
Forfeited 274,15( 6.8¢
Outstanding at September 30, 2( 525,52! $ 5.8( 4.4 Year $ =
Options exercisable at September 30, 2010 387,02! $ 5.92

Board of Directors Plan -Cornerstone has a stock option plan under which lmeesnof the Board of Directors, at the formatiorthef Bank
were granted options to purchase a total of uD@@O shares of the Bank's common stock. On @ctbh, 1997, the Bank stock options v
converted to Cornerstone stock options. Only qoalified stock options may be granted under tlaplThe exercise price of each op
equals the market price of Cornerstanstock on the date of grant and the maximum terten years. Vesting for options granted during%
are 50% on the first anniversary of the grant gatd 100% on the second anniversary of the gramt dst September 30, 2010, the t
remaining compensation cost to be recognized orvested options is approximately $17,000. A sumnudrihe status of this stock opt

plan is presented in the following table:

Weightec-
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
Outstanding at December 31, 2( 100,25( $ 9.42 6.7 Year $ -
Granted - -
Exercisec - -
Forfeited - -
Outstanding at September 30, 2( 100,25( $ 9.42 6.0 Year $ -
Options exercisable at September 30, 2 91,028 $ 10.01
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Note 3. Securities

The amortized cost and fair value of securitiesilalibe-for-sale and held-toraturity at September 30, 2010 and December 319 20
summarized as follows:

September 30, 201

Gross Gross
Amortized Unrealized Unrealizec Fair
Cost Gains Losses Value
Debt securities availak-for-sale:
U.S. Government agenci $ 4,604,004 $ 16,59¢ $ - $ 4,620,64
State and municipal securiti 19,309,85 1,051,31! - 20,361,17
Mortgage-backed securities
Residential mortgage guaranteed by GN 20,517,78 234,16 (21,35() 20,730,59
Collateralized mortgage obligations issued or guiged by U.S
Government agencies or sponsored age! 62,954,29 67,20¢ (5,439 63,016,06
Other 62,22: - (144) 62,07¢

$107,44820 $ 1,369,28 $ (26,939 $108,790,55

Debt securities held to maturit
Mortgage-backed securities
Residential mortgage guaranteed by GNMA $ 10134 $ 2,60¢ $ (4 $ 103,94

11




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

December 31, 200

Gross Gross
Amortized Unrealized Unrealizec Fair
Cost Gains Losses Value
Debt securities availat-for-sale:
U.S. Government agenci $ 4,772,46. $ 4,70 $ (3,149 $ 4,774,021
State and municipal securiti 16,660,51 268,34: (173,22) 16,755,64
Mortgage-backed securities
Residential mortgage guaranteed by GN 53,207,22 217,89° (698,35 52,726,76
Collateralized mortgage obligations issued or guiged by U.S
Government agencies or sponsored age! 49,956,88 77,85: (74,28¢) 49,960,44
Other 203,96: - (5,51¥) 198,44:

$124,801,04 $ 568,79 $ (954,529 $124,415,31

Debt securities held to maturit
Mortgage-backed securities
Residential mortgage guaranteed by GNMA $ 13524t $ 1,19 $ (377 $  136,06:

At September 30, 2010, securities with a fair vahtaling approximately $80.7 million were pledgedsecure public funds, securities ¢
under agreements to repurchase, the Federal Hoare Rank (sometimes referred to herein as “FHLB"¢@ltateral for the Banls' borrowing
and serve as collateral for borrowings at the Fedeeserve Discount Window.

The amortized cost and estimated market value cfirges at September 30, 2010, by contractual ritgtuare shown below. Expect
maturities will differ from contractual maturitigsecause borrowers may have the right to call opayeobligations with or without call
prepayment penalties.

Securities Availabl-for-Sale Securities Held to Maturit

Amortized Fair Amortized Fair
Cost Value Cost Value
Due in one year or le: $ - $ - $ - $ =
Due from one year to five yee 599, 36¢ 616,43: - -
Due from five years to ten yee 4,458,06! 4,773,28! - -
Due after ten years 18,856,46 19,592,10 - -

23,913,89 24,981,81 - -

Mortgage-backed securitie 83,534,30 83,808,73 101,34( 103,94

$107,448,20 $108,790,55 $  101,34( $ 103,94
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

The following tables present the gross unrealizedés and fair value, aggregated by investmengaateand length of time that individt
securities available for sale have been in a caontis unrealized loss position, as of Septembe2@D) and as of December 31, 2009:

As of September 30, 20:

Less than 12 Montr 12 Months or Greate Total
Gross Gross Gross
Fair Unrealizec Fair Unrealizec Fair Unrealizec
Value Losses Value Losses Value Losses
Debt securities available for sa
Mortgage-backed securities
Residential mortgage guaranteed by GN $ 591797 $ (21,35) $ - $ - $5917,97 $ (21,350
Collateralized mortgage obligations issued or
guaranteed by U.S. Government agencies or
sponsored agenci 14,623,46 (5,43¢) - - 14,623,46 (5,43¢)
Other - - 62,22 (144) 62,22 (144)
$20,541,44 $ (26,78) $ 62,220 $ (144) $20,603,66 $ (26,930
Debt securities held to maturit
Mortgage-backed securities
Residential mortgage guaranteed by GNMA $ 8,077 $ 4 s - $ - $ 8,077 $ 4
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

As of December 31, 20(

Less than 12 Montr 12 Months or Greate Total
Gross Gross Gross
Fair Unrealizec Fair Unrealizec Fair Unrealizec
Value Losses Value Losses Value Losses
Debt securities available for sa
U.S. Governmental agenci $ 971,40 $ (3,149 $ - $ - $ 971400 $ (3,149
State and municipal securiti 8,222,29 (159,90 734,84¢ (13,319 8,957,14! (173,22)
Mortgage-backed securities
Residential mortgage guaranteed by GN 40,492,72 (698,342) 5,51¢ (12) 40,498,23 (698,35Y)
Collateralized mortgage obligations issued or
guaranteed by U.S. Government agencies or
sponsored agencir 22,538,12 (74,28¢) - - 22,538,12 (74,28¢)
Other - 198,44: (5,519 198,44: (5,51¢)

$72,22454 $ (93568) $ 938,800 $ (18,844 $73,16334 $ (954,52)

Debt securities held to maturit
Mortgage-backed securities

Residential mortgage guaranteed by GN $ 48,760 $ (70) $ 2559¢ $ (307 74,36. $ (377

Upon acquisition of a security, the Bank determitihesappropriate impairment model that is appliealf the security is a beneficial interes
securitized financial assets, the Bank uses theflmga interests in securitized financial assetpairment model. If the security is nc
beneficial interest in securitized financial asséte Bank uses the debt and equity securitiesimmeat model. The Bank conducts peric
reviews to evaluate each security to determine hdreain other-thatemporary impairment has occurred. The Bank dagshave an
securities that have been classified as other-thiaporarily-impaired at September 30, 2010 or Ddxmm31, 2009.

At September 30, 2010 and December 31, 2009, gmfisant categories of temporarily impaired setiesi and managemeatévaluation ¢
those securities are as follows:

Mortgage-backed securities issued or guaranteed by GNMA: At September 30, 2010, 7 investments in residentialtgagebacked securitit
issued or guaranteed by GNMA had unrealized los$ass impairment is believed to be caused by theent interest rate environment. ~
contractual cash flows of those investments areaguieed or issued by an agency of the U.S. Govarhnigecause the decline in market v
is attributable to the current interest rate envinent and not credit quality, and because the Blaals not intend to sell the investments a
is not more likely than not that the Bank will beguired to sell the investments before recovertheir amortized cost bases, which ma
maturity, the Bank does not deem those investntertie other-than-temporarily impaired at Septen@r2010.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Note 4. Loans and Allowance for Loan Losses

At September 30, 2010 and December 31, 2009, lasnsummarized as follows (in thousands):

September 30, 201 December 31, 200
Amount Percen Amount Percen

Non-residential real esta

Owner occupiet $ 68,99¢ 23.6% $ 77,35( 23.(%

Non-owner occupiet 65,09 22.% 75,96( 22.%

Multi-family real estat 12,87: 4.4% 12,77( 3.&%

Constructior 4,32( 1.5% 7,197 2.1%

Commercial land and lot developme 22,16: 7.€% 39,76 11.&8%
Total nor-residential real esta 173,44 59.4% 213,04 63.2%
Residential real esta

Ownel-occupied -4 family 46,46 15.%% 47,73 14.2%

Home equity lines 10,11¢ 3.5% 10,47 3.1%
Total residential real esta 56,57¢ 19.4% 58,20¢ 17.2%
Total real estate loar 230,01° 78.6% 271,25( 80.6%
Commercial 50,127 17.2% 58,47¢ 17.4%
Agricultural and othe 8,581 2.9% 2,82¢ 0.8%
Consumer 3,321 1.1% 4,13¢ 1.2%
Total loans, net of unearned fees $  292,04¢ 100.(% $ 336,69: 100.(%

A summary of transactions in the allowance for ltsses for the nine months ended September 30, 20d year ended December 31, 20!
as follows (in thousands):

September 31 December 3:

2010 2009
Balance, beginning of peric $ 590t $ 9,61¢
Loans charge-off (3,237 (19,09¢)
Recoveries of loans previously char-off 43€ 484
Provision for loan losse 3,161 14,89¢
Balance, end of peric $ 6,271 $ 5,90¢

Note 5. Commitments and Contingent Liabilities

Off Balance Sheet Arrangements - In the normal course of business, the Bank hasres into offbalance sheet financial instruments w|
include commitments to extend credit (i.e., inchglunfunded lines of credit) and standby lettersreflit. Commitments to extend credit
usually the result of lines of credit granted tasérg borrowers under agreements that the totedtanding indebtedness will not excee
specific amount during the term of the indebtedn&gpical borrowers are commercial concerns that lirees of credit to supplement tr
treasury management functions; thus their totadtantling indebtedness may fluctuate during any pevéod based on the seasonality of
business and the resultant timing of their caskwgloOther typical lines of credit are related tant@oequity loans granted to consumr
Commitments to extend credit generally have fixegiration dates or other termination clauses any require payment of a fee.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

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

The Bank follows the same credit policies and uwdéng practices when making these commitmentsitadoes for orbalance she
instruments. Each customer’s creditworthiness &uated on a case-lpase basis, and the amount of collateral obtaiffiedy, is based ¢
managemeng credit evaluation of the customer. Collateraldhefries but may include cash, real estate andawegpnents, marketal
securities, accounts receivable, inventory, equigraad personal property.

The contractual amounts of these commitments areefiected in the consolidated financial stateraeaartd would only be reflected if dra
upon. Since many of the commitments are expectekpire without being drawn upon, the contractuabants do not necessarily repre:
future cash requirements. However, should the camerits be drawn upon and should customers defaulbeir resulting obligation to, t
Bank’s maximum exposure to credit loss, withoutsideration of collateral, is represented by thetramtual amount of those instruments.

A summary of the Bank’s total contractual amoumtdi off-balance sheet commitments at SeptembeR@00 is as follows:

Commitments to extend cret $ 32.5 millior
Standby letters of crec $ 3.6 million

Various legal claims also arise from time to tinmetlhe normal course of business. In the opiniomahagement, the resolution of cla
outstanding at September 30, 2010 will not haveaterial effect on Cornerstone’s consolidated finamnstatements.

Note 6. Fair Value Disclosures
Fair Value Measurements:

Cornerstone uses fair value measurements to referdvalue adjustments to certain assets and liedsil and to determine fair val
disclosures. In accordance with the “Fair Valueableements and DisclosureSSC Topic 820, the fair value of a financial instrent is th
price that would be received to sell an asset ad pa transfer a liability in an orderly transactidetween market participants at
measurement date. Fair value is best determingeldbapon quoted market prices. In cases wheredumarket prices are not available,
values are based on estimates using present vahtber valuation techniques. Those techniquesigrgficantly affected by the assumpti
used, including the discount rate and estimatdsatafe cash flows. Accordingly, the fair valueiggites may not be realized in an immec
settlement of the instrument.

ASC Topic 820 provides a consistent definitionaif #/alue, which focuses on exit price in an orgérhnsaction between market participan
the measurement date under current market conglititirthere has been a significant decrease indheme and level of activity for the asse
liability, a change in valuation technique or tlee wf multiple valuation techniques may be appedpri In such instances, determining the |
at which willing market participants would transaait the measurement date under current market tmmslidepends on the facts .
circumstances and requires the use of signifiazsigment. The fair value is a reasonable pointiwithe range that is most representativ
fair value under current market conditions.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

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

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

Level 2 -Significant other observable inputs other than Léverices, such as quoted prices for similar aseetiabilities in activ
markets, quoted prices in markets that are novaethd other inputs that are observable or carobelwrated by observable mai
data.

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

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

The following methods and assumptions were use@dmnerstone in estimating fair value disclosuresfiftancial instruments. There hi
been no changes in the methodologies used at Segted, 2010 and December 31, 2009.

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

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

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

Loans:

For variablerate loans that reprice frequently and with no iggnt change in credit risk, fair values are lwhea carrying values. Fair vall
for fixedrate loans are estimated using discounted cashdlmalysis, using market interest rates for comparkans. Loans for which it
probable that payment of interest and principal mit be made in accordance with the contractuatgeof the loan agreement are consid
impaired. Once a loan is identified as individyalmpaired, management measures impairment in daooce with ASC Topic 31
“Accounting by Creditors for Impairment of a LoanThe fair value of impaired loans is estimated usiageral methods including collate
value, liquidation value and discounted cash flows.

Those impaired loans not requiring an allowanceesgnt loans for which the fair value of the expdatepayments or collateral exceed
recorded investments in such loans. At SeptemBge2@10, substantially all of the total impairedns were evaluated based on the fair \
of collateral. In accordance with ASC Topic 82@paired loans where an allowance is establisheddbas the fair value of collateral reqt
classification in the fair value hierarchy. Whée tfair value of the collateral is based on an olzdde market price or a current appra
value, Cornerstone records the impaired loan asecarring Level 2. When an appraised value isawvailable or management determines
fair value of the collateral is further impairedide the appraised value and there is no observalaleket price, Cornerstone records
impaired loan as nonrecurring Level 3.

Cash surrender value of life insurance:
The carrying amounts of cash surrender value ef ilisurance approximate their fair value. Theyoagr amount is based on informat

received from the insurance carriers indicatingfthancial performance of the policies and the antdCornerstone would receive should
policies be surrendered. Cornerstone reflectethssets within Level 2 of the valuation hierarchy.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Foreclosed assets:

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

Deposits:

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

Securities sold under agreements to repurchase:

The estimated fair value of these liabilities apjmates their carrying value.

Federal Home Loan Bank advances and other borr@wing

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

Accrued interest:

The carrying amounts of accrued interest approxerfeit value.

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

The fair value of commitments is estimated usirg fekes currently charged to enter into similar egrents, taking into account the remaii

terms of the agreements and the present creditinegh of the counterparties. For fixede loan commitments, fair value also considee
difference between current levels of interest ratebthe committed rates.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

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

Quoted Prices  Significant  Significant

Active Markets Other Other
Balance as ¢ for Identical  Observable Unobservabl
September 3 Assets Inputs Inputs
2010 (Level 1) (Level 2) (Level 3)
Debt securities available for sa
U.S. Government agenci $ 4,620,64 $ -$ 462064 $ -
State and municipal securiti 20,361,17 - 20,361,17 -
Mortgage-backed securities
Residential mortgage guaranteed by GN 20,730,59 - 20,730,59 -
Collateralized mortgage obligations issued or guiged by U.S
Government agencies or sponsored aget 63,016,06 - 63,016,06 -
Other 62,07¢ - 62,07¢ -
Total securities available for sale $108,790,55 $ - $108,790,55 $ -
Cash surrender value of life insurar $ 1,125,558 $ -$ 1,12558 $ -

Cornerstone has no assets or liabilities whosevédires are measured on a recurring basis usingl Bemputs.

Certain assets and liabilities are measured awédire on a nonrecurring basis, which means thetassd liabilities are not measured at
value on an ongoing basis but are subject to falues adjustments in certain circumstances (for @@mwhen there is evidence
impairment). The tables below present informatabout assets and liabilities on the balance she&eptember 30, 2010 for whict
nonrecurring change in fair value was recorded.

Quoted Prices Significant  Significant

Active Markets Other Other
Balance as ¢ for Identical Observabl¢ Unobservabl
September 3 Assets Inputs Inputs
2010 (Level 1) (Level 2) (Level 3)
Impaired loan: $ 13,872,44 $ - $13,872,44 $ -
Foreclosed asse(OREO & Repossessions) 13,427,43 - 13,427,43 -

Loans include impaired loans held for investmentibich an allowance for loan losses has been mnlibased upon the fair value of the
loans at September 30, 2010. Losses derived frewell2 inputs were calculated by models incorpogasignificant observable market data.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

The carrying amount and estimated fair value ofn@mstone’s financial instruments at September 8Q0 2and December 31, 2009 art
follows (in thousands):

September 30, 201 December 31, 200
Carrying Estimatec Carrying Estimatec
Amount Fair Value Amount Fair Value
Assets:
Cash and cash equivalel $ 53,22 $ 53,22 $ 38,20: $ 38,20
Securities 108,89: 108,89: 124,55: 124,55:
Federal Home Loan Bank sto 2,32 2,32 2,22¢ 2,22¢
Loans, ne 285,77! 287,51: 330,78 331,45¢
Cash surrender value of life insurat 1,12¢ 1,12¢ 1,101 1,101
Accrued interest receivab 1,45¢ 1,45¢ 1,521 1,521
Liabilities:
Noninteres-bearing demand depos 38,60¢ 38,60¢ 41,97: 41,97:
Interes-bearing demand depos 25,10: 25,10: 26,53: 26,53:
Savings deposits and money market acca 32,15¢ 32,15¢ 31,03( 31,03(
Time deposit: 255,49 258,15! 305,20° 307,59¢
Federal funds purchased and securities sold unpleements to
repurchas: 37,18 37,18 26,32: 26,32
Federal Home Loan Bank advances and other borra 61,76" 61,76" 72,35( 72,35(
Accrued interest payab 371 371 351 351

Unrecognized financial instrumer
(net of contract amount
Commitments to extend cret = - - -
Letters of credi - - - -
Lines of credi 5 - - -

Note 7. Other Comprehensive Income

Other comprehensive income consists of unrealinddig gains and losses on securities availabledte. The following is a summary of
other comprehensive income for the three and nioeths ended September 30, 2010 and 2009.

Three Months Ende Nine Months Ende
September 3( September 3(
2010 2009 2010 2009
Net Income / (loss $ 213,67: $ (1,699,53) $ 575,600 $ (5,213,83)
Unrealized holding gains (losses) on securitiesl@via for sale, net of
reclassification (116,539 249,45! 1,071,41 489,99
Comprehensive income (los $ 97,13t $ (1,450,08) $ 1,647,01' $ (4,723,83)
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Cornerstone Bancshares Inc. and Subsidiary

Net Interest Margin Analysi
Taxable Equivalent Basis

(Amounts in thousands)

Assets

Earning assett

Loans, net of unearned incot
Investment securitie

Other earning assets

Total earning assets

Allowance for loan losse
Cash and other assets
TOTAL ASSETS

Liabilities and Shareholders' Equ

Interest bearing liabilities

Interest bearing demand depo:

Savings deposit

MMDA's

Time deposits of $100,000 or mc

Time deposits less than $100,C

Federal funds purchased and securities sold ungteements to
repurchast

Federal Home Loan Bank and other borrowings
Total interest bearing liabilities

Net interest sprea

Noninterest bearing demand depo

Accrued expenses and other liabilit

Shareholders' equity

TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY

Net yield on earning asse

Taxable equivalent adjustmel
Loans
Investment securities

Total adjustment

Three months endec

September 3C
2010 2009
Average Income/ Yield/ Average Income/ Yield/
Balance Expense Rate Balance Expense Rate
$ 30574 $ 5,16( 6.7(% $ 354,24 6,01¢ 6.74%
116,93( 754 2.82% 54,33t 35¢ 2.8:%
35,54( 19 0.22% 45,47 31 0.25%
458,21 $ 5,93¢ 5.2(% 454,05¢ 6,407 5.62%
(6,655) (6,707
37,218 41,51t
$ 488,77 $ 48887
$ 31,85¢ $ 25 0.31% $ 25,23¢ 20 0.31%
9,547 12 0.5(% 8,311 10 0.4&%
22,96: 56 0.97% 23,24¢ 56 0.9€%
86,697 53¢ 2.47% 64,51: 477 2.92%
183,50° 847 1.8% 207,53( 1,40¢ 2.6%
23,25¢ 32 0.55% 18,891 37 0.7¢%
62,617 665 4.21% 72,35( 75¢ 4.1€%
420,43t 2,17¢ 2.05% 420,08" 2,76¢€ 2.61%
$ 3,751 3.15% 3,641 3.01%
36,87 39,49(
1,10¢ (3,549
30,35¢ 32,83¢
$ 488,77 $ 488,87:
3.32% 3.21%
0 0
77 29
77 29
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Cornerstone Bancshares, Inc. and Subsidiary

Net Interest Margin Analysi
Taxable Equivalent Basis

(Amounts in thousands)

Assets

Earning assett

Loans, net of unearned incot
Investment securitie

Other earning assets

Total earning assets

Allowance for loan losse
Cash and other assets
TOTAL ASSETS

Liabilities and Shareholders' Equ

Interest bearing liabilities

Interest bearing demand depo:

Savings deposit

MMDA's

Time deposits of $100,000 or mc

Time deposits less than $100,C

Federal funds purchased and securities sold ungteements to
repurchast

Federal Home Loan Bank and other borrowings
Total interest bearing liabilities

Net interest sprea

Noninterest bearing demand depo

Accrued expenses and other liabilit

Shareholders' equity

TOTAL LIABILITIES AND
SHAREHOLDERS' EQUITY

Net yield on earning asse

Taxable equivalent adjustmel
Loans
Investment securities
Total adjustment

Nine months ended

September 3C
2010 2009
Average Income/ Yield/ Average Income/ Yield/
Balance Expense Balance Expense Rate
$ 318,98! $ 16,60z 6.9¢% $ 369,39: 18,49¢ 6.65%
134,26: 3,09¢ 3.32% 54,757 1,15¢ 3.02%
39,63« 65 0.22% 17,16¢ 45 0.27%
492,88: $ 19,76¢ 5.42% 441,32( 19,69¢ 5.9%%
(6,489 (8,379
31,01¢ 39,98
$ 517,41 $ 472,92}
$ 34,128 $ 91 0.3¢% $ 28,57+ 77 0.36%
9,12¢ 35 0.51% 8,08( 31 0.51%
22,87t 164 0.9€% 28,31¢ 20t 0.97%
85,37¢ 1,672 2.62% 60,56¢ 1,53¢ 3.3%
206,80¢ 3,01¢ 1.95% 179,61 4,21¢ 3.14%
23,56¢ 99 0.5€6% 21,95¢ 13t 0.82%
68,21¢ 2,20t 4.32% 72,08: 2,232 4.14%
450,08t 7,28 2.1€% 399,18t 8,42¢ 2.82%
$ 12,48 3.26% 11,27: 3.17%
41,34: 41,75¢
(3,399 (2,53¢9)
29,38: 34,52
$ 517,41 $ 472,92}
3.45% 3.44%
0 0
232 80
232 80
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND RESULTS OF OPERATIONS

Cornerstone is a bank holding company and the pamnpany of the Bank, a Tennessee banking coiiparathich operates primarily in a
around Chattanooga, Tennessee. The Bank has arly wivned subsidiary, Eagle, which is an accouetivable financing company. 1
Bank has five fullservice banking offices located in Hamilton Counfignnessee, and one loan production office locatedalton
Georgia. The Bank'business consists primarily of attracting degdsdm the general public and, with these and ofineds, originating re
estate loans, consumer loans, busiheass, and residential and commercial construdt@ans. The principal sources of income for the E
are interest and fees collected on loans, feegatell on deposit accounts, and interest and diggleollected on other investments.
principal expenses of the Bank are interest paideposits, employee compensation and benefitgeoffkpenses, and other overhead expe
Eagles principal source of income is revenue receivedhfthe purchase of receivables. Expenses are delatemployee compensation i
benefits and office and overhead expenses.

The following is a discussion of our financial céimh at September 30, 2010 and December 31, 2868%ar results of operations for the tt
and nine months ended September 30, 2010 and Z0@9purpose of this discussion is to focus on m#tion about our financial conditi
and results of operations which is not otherwispaapnt from the consolidated financial statemente following discussion and analy
should be read along with our consolidated findrstetements and the related notes included elsewterein.

Recent Developments

On July 21, 2010, the Dodd-Frank Wall Street Refamd Consumer Protection Act (the “Dodd-Frank Aetds signed into law. The Dodd-
Frank Act contains significant changes to the curt®nk regulatory structure and requires variagefal agencies to adopt a wide arre
new implementing rules and regulations. While yeitdeterminable, the impact of the Doeidink Act and the rules and regulations theret
may significantly affect our operations and finatatability, increase operating costs and redim@hagement resources.

During the third quarter of 2010, Cornerstone ldgtta securities offering to sell up to 600,000rehaf its Series A Convertible Prefer
Stock in an effort to raise additional capital. 8sSeptember 30, 2010, Cornerstone has genergigmxamately $1,424,000 in additiol
capital as a result of such Series A Convertiblfé?red Stock Offering.

Review of Financial Performance

As of September 30, 2010, Cornerstone had totadalmfated assets of $483.4 million, total loans$292.0 million, total deposits of $35
million and stockholderséquity of $31.0 million. Net income for the threeomth period ended September 30, 2010 totaled $243,Ne
income for the nine month period ended Septembg2@00 totaled $575,607.

Results of Operations

Net income for the three months ended Septembe2@00 was $213,674 or $0.03 basic earnings peresltampared to a net loss
($1,699,536) or ($0.26) basic earnings per sharethe same period in 2009. Net income for themronths ended September 30, 2010

$575,607 or $0.09 basic earnings per share, comgara net loss of ($5,213,834) or ($0.80) baami@gs per share, for the same peric
2009.
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The following table presents our results for the¢hand nine months ended September 30, 2010 cedhfrathe three and nine months ended
September 30, 2009 (amounts in thousands).

2010-2009 2010-2009
Three month: Percent Dollar Nine months Percent Dollar
ended September 3 Increase Amount ended September 3 Increase Amount

2010 2009 (Decrease) Change 2010 2009 (Decrease) Change
Interest incomt $ 593: $ 6,407 (7.40)% $ 4749 $ 19,76¢ $ 19,69¢ 034% $ 67
Interest expense 2,17¢ 2,76€ (21.33)% (590 7,28: 8,42¢ (13.59 )% (1,145
Net interest incom
before provision for los 3,751 3,641 3.19% 11€ 12,48: 11,27: 10.75 % 1,21z
Provision for loan loss 681 3,39( (79.91)% (2,709 3,161 10,74¢ (70.59 )% (7,58¢)
Net interest income aftt
provision for loan los 3,07¢ 251 1125.50 % 2,82¢ 9,327 522 1685.82 % 8,80(
Total noninterest incom 887 184 382.07 % 703 2,017 1,17¢ 71.22% 83¢
Total noninterest expense 3,68( 3,27¢ 12.23 % 401 10,60( 10,34¢ 2.46 % 25E
Income / (loss) before income ta 282 (2,849 109.95 % 3,12 73¢ (8,64%) 108.55 % 9,38¢
Provision/(benefit)for income taxt 69 (1,144) 106.03 % 1,21z 162 (3,437) 104.75 % 3,59¢
Net income / (loss $ 214 $ (1,700 11259% $ 1914 $ 57¢ $ (5,219 111.05% $ 5,79(

Net Interest Income -Net interest income represents the amount by winitgrest earned on various earning assets excetgst paid ¢
deposits and other interest bearing liabilitieset Mterest income is also the most significant ponent of our earnings. For the three mc
ended September 30, 2010, net interest income éodfier provision for loan loss, increased $116 thndsor 3.19% over the same perio
2009. Cornerstong’interest rate spread on a tax equivalent badigkws the difference between the average yiel@¢aming assets and
average rate paid on interest bearing liabilitiesls 3.15% and 3.26% for the three and nine montloge ended September 30, 2(
respectively, compared to 3.01% and 3.17% for taesperiods in 2009. The net interest margin oaxaetjuivalent basis was 3.32%
3.45% for the three and nine month periods endgdeSeer 30, 2010, respectively, compared to 3.2hé 344% for the same periods
2009. Significant items related to the changeaset interest income, net interest yields andstated net interest margin are presented below:

I2  The Bank’s net interest margin has been impacted blgange in the Bark’balance sheet mix. During 2010, the Bank expeeié
continued reduction of outstanding loan balancetewts cash and securities remained relativelplstaln response, the Bank redu
its borrowings and certificates of deposit to matud reduction of the loan portfolio. This resturing of the balance sheet allowed
Bank to reduce its asset size from approximateB2%#aillion as of December 31, 2009 to approxima$3 as of September 30, 2
while increasing its net interest income beforevigion for loan losses by approximately $1.2 milli@compared to 2009. C
contributing factor that allowed the Bank to acliethe $1.2 million increase was the reduction i@ Banks interest expense
certificates of deposits reprice

As of September 30, 2010, the Basmkdan to asset ratio was approximately 60% contbareapproximately 63% as of December
2009. This level is historically low for the Bamls well as the banking industry. Normal loan teeasatios for the banking indus
typically range from 65% to 75%. Management expélcat the Banle net interest margin will improve once the Banklide to retur
to a normal loan to asset ratio.

I2  The Banks loan portfolio yield decreased to 6.70% for thee¢ months ended September 30, 2010 compared48o6ior the thre
months ended September 30, 2009. The Balddn portfolio yield increased to 6.96% for theenmonths ended September 30, -
compared to 6.69% for the nine months ended Seme8t) 2009

I'2  For the three month periods ended September 3@, 20& Ban's investment portfolio yielded 2.82% compared &8% for the san
time period in 2009. For the nine months endede&aper 30, 2010, the Barkinvestment portfolio yielded 3.32% compared 2%
for the same time period in 2009. The Bank inadathe amount of its investment portfolio from appmately $59 million as «
September 30, 2009 to approximately $109 millionob$September 30, 2010. The increase providedBuek needed collateral
guarantee access to funding. The Bank executdzhiabell” investment strategy during the fourth quarter dd2@nd first quarter
2010 to build an investment portfolio sufficient ¢over the Banls collateral requirements which peaked in the finsarter of 201(
Since that time the Bar&’collateral requirements have reduced and the Batknsitioning to a more defensive interest sgesitivity
exposure and is realizing investment gains aglitges the investment portfoli
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Provision for Loan Losses -The provision for loan losses represents a chargstnings necessary to establish an allowanckéor losse
that, in managemerst’evaluation, should be adequate to provide coeefagthe inherent losses on outstanding loans provision for loa
losses amounted to $681 thousand for the threehmartded September 30, 2010 and $3.2 million femihe months ended Septembel
2010.

Noninterest Income- Items reported as noninterest income include semti@rges on checking accounts, insufficient furldsges, automat
clearing house (“ACH”) processing fees and the Bardecondary mortgage department earnings. Inaréasacome derived from serv
charges and ACH fees are primarily a function ef Banks growth while fees from the origination of mortgdgans will often reflect mark
conditions and fluctuate from period to period.

The following table presents the components of mnést income for the three and nine months eSaedember 30, 2010 and 2009 (dolla
thousands).

201(-2009 201(-20098
Three months ende Percen Nine months ende Percen
September 3( Increase September 3( Increase
2010 2009 (Decrease 2010 2009 (Decrease
Service charges on deposit accot $ 30¢ $ 417 (25.90% $ 99: $ 1,26C (21.19%
Net losses on sale of loans and other a (51%) (262) 96.5t% (76%) (647) 18.7(%
Realized gains on sale of securi 1,05¢ - - 1,69¢ 39t 329.8%
Other noninterest income 34 29 17.2% 94 17C (44.70)%
Total noninterest incom $ 887 $ 184 382.0% $ 2,017 $ 1,17¢ 71.22%

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

|2  The Bank has experienced a decrease in its sechigeges on deposit accounts during 2010 due talectien in customer overdr.
charges

|2  The Bank realized approximately $1.1 million of sty gains during the third quarter of 2010 as Besk reduced and restructurec
security portfolio.

|2  The Bank continued to experience losses in itsrathed estate portfolio due to a soft market angeess additional losses but at a ir
lower rate.
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Noninterest Expense -ltems reported as noninterest expense includeissland employee benefits, occupancy and equipsgrense
depository insurance and other operating expense.

The following table presents the components of mi@nést expense for the three and nine months edejetmber 30, 2010 and 2009
(dollars in thousands ).

201(-2009 201(-20098
Three months ende Percen Nine months ende Percen
September 3( Increase September 3( Increase
2010 2009 (Decrease 2010 2009 (Decrease
Salaries and employee bene $ 1528 $ 1,62¢ (6.09)% $ 4,68 $ 533 (12.29%
Occupancy and equipment expe 397 383 3.66% 1,121 1,177 (4.760%
OREO and repossessed asset exp 37¢€ 21% 76.52% 1,004 39€ 153.5%%
FDIC and other assessments 38€ 182 112.0% 91t 57C 60.5:%
Other operating expen: 99¢€ 87¢ 13.4/% 2,88( 2,87( 0.3%%
Total noninterest expen: $ 3680 $ 3,27¢ 12.22% $ 10,60C $ 10,34¢ 2.46%

(a) The amounts listed for 2009 include a FDIC special assessment fee of approximately $213 thousand that was accrued during the second
quarter of 2009 and paid during the third quarter of 20009.

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

I'2  During the third quarter of 2010, the Bank paidrappmately $386,000 in assessments to the Federpb$&it Insurance Corporation :
the State of Tennessee Department of Financiatutiens. The Bank has seen a material increasts iangoing insurance assessn
due to its higher risk profile. The Bank was rexjuired to prefund the FDIC three year assessmmehisgpaying as incurre

I2  As of September 30, 2010, the Bank had incurredfidiiewing expenses related to other real estatber real estate expense, wi
includes real estate taxes and maintenance, oforippaitely $848 thousand, other real estate legpkese of approximately $
thousand and repossessed asset expense of appeldyiiél thousand. Management expects these twstmtinue throughout 2010
property is transferred into other real estate ntaied by the Bank for a period of time and fipabld. These expenses were part
offset by other real estate revenues of approximn&@9 thousanc

I2  Cornerstone experienced a reduction in salariesesmployee benefits during the third quarter of 200Qirrently, the Bank is n
accruing for ye«end performance rewards or retirement benefitswd¥er, management expects these accruals to rietthe future.

Financial Condition

Overview- Cornerstones consolidated assets totaled $532.4 million aBexfember 31, 2009. As of September 30, 2010, tatasolidate
assets had decreased $49.0 million or 9.20% to.848#lion.

Liabilities as of September 30, 2010 and DecemtiePB809 totaled approximately $452.4 million an®@4®5 million, respectively. The char
in liabilities is primarily attributable to decresssin the Bank’s certificate of deposit accounts mduction of FHLB advances of $10 million.

Stockholders’ equity as of September 30, 2010 amckebhber 31, 2009 totaled approximately $31.0 miliad $27.8 million, respectively.
Securities- The Bank’s investment portfolio, primarily consiggiof Ginnie Mae Agency, mortgadrcked securities and municipal securi
amounted to $108.9 million as of September 30, 2féiApared to $124.6 million as of December 31, 200@ primary purposes of the Baak’

investment portfolio are to provide liquidity, sfi pledging requirements, collateralize the Bamkigurchase accounts and secure the Bank’
FHLB borrowings.
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Loans -The composition of loans at September 30, 2010samEcember 31, 2009 and the percentage (%) ofdaskification to total loal
are summarized in the following table (dollarshiousands):

September 30, 201 December 31, 200
Amount Percen Amount Percen

Non-residential real esta

Owner occupiet $ 68,99¢ 23.6% $ 77,35( 23.(%

Non-owner occupiel 65,09: 22.% 75,96( 22.%

Multi-family real estat 12,87: 4.4% 12,77( 3.8%

Constructior 4,32( 1.5% 7,197 2.1%

Commercial land and lot development 22,16: 7.6€% 39,76 11.8%
Total nor-residential real esta 173,44 59.4% 213,04 63.2%
Residential real esta

Owner-occupied -4 family 46,46 15.% 47,73 14.2%

Home equity line: 10,11¢ 3.5% 10,47 3.1%
Total residential real esta 56,57¢ 19.4% 58,20¢ 17.2%
Total real estate loar 230,01° 78.6% 271,25( 80.6%
Commercial 50,127 17.2% 58,47¢ 17.4%
Agricultural and othe 8,581 2.9% 2,82¢ 0.8%
Consume 3,321 1.1% 4,13¢ 1.2%
Total loans, net of unearned fe $ 292,04¢ 100.(% $ 336,69: 100.(%

Allowance for Loan Losses- The allowance for loan losses represents Cornerst@ssessment of the risks associated with exterwdéedj
and its evaluation of the quality of the loan palit. Management analyzes the loan portfolio teedwine the adequacy of the allowance
loan losses and the appropriate provisions requoadaintain a level considered adequate to abaotigipated loan losses. The Bank us
risk based approach to calculate the appropriate loss allowance in accordance with guidance éssyethe Federal Financial Institutic
Examination Council. Although the Bank performsugent credit underwriting, no assurances can bengithat adverse econor
circumstances will not result in increased lossethé loan portfolio and require greater provisitorspossible loan losses in the future.

I'2  During the third quarter of 2010, the Bank experéh an improvement in its -89 day past due loans. The Bank believes this
leading indicator and expects the asset qualiynfmrove during 2011. The Bank believes that it Bssblished an allowance for I
losses that adequately accounts for the Baidentified loan impairment. However, additiopabvision to the loan loss allowance r
be needed in future quarters as the Bank workgrdtislem assets through the collection cy
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The following is a summary of changes in the alloeeafor loan losses for the nine months ended 8dpe 30, 2010 and for the year en
December 31, 2009 and the ratio of the allowancéofin losses to total loans as of the end of gaciod (dollars in thousands):

September 31 December 3:

2010 2009
Balance, beginning of peric $ 590t $ 9,61¢
Loans charge-off (3,23)) (19,09¢
Recoveries of loans previously char-off 43€ 484
Provision for loan losse 3,161 14,89¢
Balance, end of period $ 6,271 $ 5,90¢
Total loans $ 292,04¢ $  336,69:
Ratio of allowance for loan losses to lo:
outstanding at the end of the per 2.15% 1.75%
Ratio of net charc-offs to total loan:
outstanding for the peric 0.96% 5.5%

Non-Performing Assets -The specific economic and credit risks associatétl the Banks loan portfolio include, but are not limited tc
general downturn in the economy which could affsoployment rates in our market area, general gatee market deterioration, interest
fluctuations, deteriorated or na@xistent collateral, title defects, inaccurate apgals, financial deterioration of borrowers, fraadd violatio
of laws and regulations.

The Bank attempts to reduce these economic andt cigds by adherence to a lending policy approbgdhe Banks board of directors. T
Bank’s lending policy establishes loan to value limitallateral perfection, credit underwriting criterend other acceptable lend
standards. The Bank classifies loans that aretyni(@)) days past due and still accruing intereshegotiated loans, naccrual loan:
foreclosures and repossessed property as non-pénfprassets. The Bank’s policy is to categorizeaalon noraccrual status when paym
of principal or interest is contractually ninetyOj9or more days past due. At the time the loacategorized as noaecrual the intere
previously accrued but not collected may be revkes®l charged against current earnings.

The following is a summary of changes in the Bankipaired loans for the nine months ended Septe®e2010 and for the year en
December 31, 2009:

September 30, 20 December 31, 20(

Impaired loans without a valuation allowar $ 5,101,41 $ 7,138,07
Impaired loans with a valuation allowance 16,956,09 23,956,59
Total impaired loans $ 22,057,50 $ 31,094,67
Valuation allowance related to impaired lo: $ 3,083,651 $ 2,145,38.
Loans past due over 90 days still on acc $ -$ =
Loans on nonaccrual $ 10,531,52 $ 7,359,54.
Total nonperforming loans $ 10,531,52 $ 7,359,54.
Nine Months
Ended Year Endec

September 30, 20 December 31, 20(
Average investment in impaired loa $ 29,990,80 $ 28,555,48
Interest income recognized on impaired lo $ 660,61¢ $ 2,900,65:
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The Bank has experienced a stabilization in its lgaality as the Chattanooga, Tennessee Metropditatistical Area begins to reco
from a long economic recession. The number anuidamount of impaired loans decreased during liivd fjuarter of 2010 even w
the Bank continuing to systematically review itaroportfolio to proactively identify possible impadl loans. Management anticip:
that its loan asset quality will improve as theremmy recovers from the current economic reces:

The following table summarizes Cornerstone’s performing assets at each quarter end from Dece®beR009 to September 30, 2!
(amounts in thousands):

September 3 June 30 March 31, December 3:
2010 2010 2010 2009
Non-accrual loan: $ 10,53 % 13,03C $ 8,46¢ $ 7,36(
Repossessed ass 28¢ 35C 47¢ 217
Foreclosed properties 13,14 9,86% 8,241 10,327
Total nor-performing asset $ 23,95¢ $ 23,24: $ 17,18: $ 17,90«
30-89 days past due loa $ 1,59 % 6,65t $ 6,58t $ 5,027
Total loans outstandir $ 292,04t $ 318,79t $ 32594 $ 336,69
Allowance for loan losse 6,271 6,967 6,76( 5,90t
Ratio of nonperforming assets to total loans ountiteg at the end of tt
period 8.2(% 7.2%% 5.27% 5.32%
Ratio of nonperforming assets to total allowaneddan losses at the en
of the period 382.0(% 333.6:% 254.1% 303.2(%
|2  As of September 30, 2010, the Bank has experieacddcline in 3B9 days past due loans when compared to the fictsacon

lE

quarters of 2010 and December 31, 2009. Manageatieizes that this is a leading indictor of thenk’'s loan quality

Non-accrual loans decreased to approximately $11 mibi® of September 30, 2010 down from approxima&&8/million as of June 3
2010. The majority of nomecrual loans are concentrated in one loan rekstipnof approximately $7 million. The relationshgin
bankruptcy and the courts are presently making gaysnon several income producing parcels of comialereal estate. A seco
relationship of approximately $1.4 million has bgrmchased by a third party and the Bank expectgpgvade the credit to an acci
status once the loan has seasoned and has dentenhsttastory of consistent paymet

The Banl's other real estate owne*OREC") increased from approximately $10.3 million as ofcBmber 31, 2009 to approximat
$13.1 million as of September 30, 2010. During thied quarter of 2010, two properties totaling apgmately $3.7 million wer
foreclosed on and recorded in the BankOREO. The first property is a mixed use developinlocated in downtown Chattanoc
Tennessee, that consists of twelve residential @mmiums and three commercial condominiums. Tha&kBa collateral positiol
totaling approximately $2.1 million, consists ofek residential condominiums and one commerciatloorinium. The Bank is in tl
process of marketing the condominiums to sell asée The second OREOQO property, totaling approxinétl.6 million, is a resident
subdivision located in the East Brainerd area ofmbtan County. The property is comprised of twentge vacant lots and foi
undeveloped acres. Management is evaluating thglglity of selling the residential lots to indiltals or a developer. The Bank is .
considering developing the residential lots witke@gative housing construction to reduce the nurobgeacant lots and generate inte
in the developmen
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|2  Starting the third quarter of 2010 and continuingpithe fourth quarter of 2010, the Bank has seeimareased interest in its OR
holdings. The Bank has sold approximately $1.3ionilsince the third quarter of 2010. In additionthe properties sold, the Bank
approximately $1.3 million under contract to clakeing the fourth quarter of 2010. Finally, thenRahas approximately $2.4 million
its OREO rented to various third party entities argects to place additional properties under legseements

Deposits and Other Borrowings- The Banks deposits consist of noninterest bearing demapddils, interest bearing demand accor
savings and money market accounts, and time depoEite Bank has agreements with some customesslitoertain of its securities un
agreements to repurchase the security the follodayg The Bank has also obtained advances frorRithes.

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

September 30, 201 December 31, 200
Amount Percen Amount Percen

Core funding:

Noninterest bearing demand depo $ 38,60¢ 8.7% $ 41,97: 8.4%

Interes-bearing demand depos 25,10: 5.€% 26,53 5.3%

Savings & money market accoul 32,15¢ 7.2% 31,03( 6.2%

Time deposits under $100,000 149,92: 33.7% 214,14: 43.(%
Total core funding 245,79( 55.2% 313,67¢ 62.5%
Non-core funding:

Brokered deposit $ = - 9 5,857 1.2%

Time deposit of $100,000 or mc 105,57¢ 23.1% 85,21: 17.1%

Fed funds purchased and securi

sold under agreements to repurch 37,18: 8.2% 26,32: 5.3%

Federal Home Loan Bank advances 57,00( 12.8% 67,00( 13.5%
Total nor-core funding 199,75¢ 44.&% 184,38t 37.1%
Total $ 445,54¢ 100.09% $ 498,06 100.(%

Il'2 The Bank has seen relative stability in its corpadét base but has purposely reduced its certificaf deposit as the loan portfc
decreased. The Bank will continue to reduce iset@sbut will see future reduction primarily in lceend security balances. To of
these future reductions the Bank expects new rahgctn its securities sold under agreements taindiase account balances
continued reductions in certificates of depositoarts and Federal Home Loan Bank borrowil

Capital Resources- At September 30, 2010 and December 31, 2009, Csiorex's stockholdergquity amounted to $31.0 million and $Z
million, respectively.

Il2  Cornerstone’s stockholdersquity increased $1.5 million during the third gearof 2010. The increase in equity can be atteithuc
Cornerstone’s third quarter 2010 earnings of apiprately $214,000 and additional capital from Costenes preferred stock offeril
of approximately $1,424,000. These increases wargally offset by an unrealized loss on secwsit@ailable for sale of approximat
$117,000. Following is a summary of the B’s capital ratios as of September 30, 2(

Tier 1 leverage ratio of 6.23% to average assets.

Tier 1 risk-based capital ratio of 9.85% to riskigtged assets.
Total risk-based capital ratio of 11.11% to riskiglged assets.
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|2  Cornerstone requested permission from the FedeséiRe Bank of Atlanta (the “Federal Resente’pay its scheduled November 2
dividend to its series A convertible preferred &tat the amount of $0.625 per share. Cornerstoneived approval from the Fede
Reserve on October 27, 2010 authorizing the paywiethie dividend

Il2  Cornerstone had total outstanding borrowings o8 $dillion from Silverton as of September 30, 201Dornerstone is currently seek
a waiver from Silverton for its covenant violatioms of September 30, 201

Market and Liquidity Risk Management
Interest Rate Sensitivity

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

|2  Earnings at Risk Mode

The Bank uses an earnings at risk model to anahteeest rate risk. Forecasted levels of earnsgp®s, interest-bearing liabilities, and off-
balance sheet financial instruments are combingd WiLCO forecasts of interest rates for the nextidhths and are combined with of
factors in order to produce various earnings sitiia.

I'2  Economic Value of Equit

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

Il2  Liquidity Analysis
The Bank uses a liquidity analysis model to exantiirgecurrent liquidity position and analyze thegmtial sources of coverage in the event
liquidity crisis. The following is a brief desctipn of the key measurements contained in the araly

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

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

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

Il2  Leverage Analysi

The leverage analysis examines the potential ofribtééution to absorb additional debt. The keyasiwements included in this analysis ar¢
Bank’s tier 1 capital, leverage and total capitdias.

Il2 Balance Sheet Analytics

Balance sheet analytics involve an in depth exatioinaof the balance sheet structure, including diifieation of structure and most rec
pricing practices. This review uses trend analysi€ompare previous balance sheet positions. Tiagysis enables the ALCO to revi
significant changes in the Bank’s loan and secyritgtfolios as well as the Bank’s deposit compoasiti
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Liquidity Risk Management

Liquidity is measured by the Bank's ability to misash at a reasonable cost or with a minimumss. IThese funds are used primarily to -
loans and satisfy deposit withdrawals. Severaltofac must be considered by management when attegngth minimize liquidit
risk. Examples include changes in interest ratespetition, loan demand, and general economicitond. Minimizing liquidity risk is .
responsibility of the ALCO and is reviewed by tharR’s regulatory agencies on a regular basis.

Item 3. Quantitative and Qualitative Disclosures Alout Market Risk

A comprehensive qualitative and quantitative arialgsgarding market risk was disclosed in Corners®Annual Report on Form I{or the
year ended December 31, 2009. No material chamg#seiassumptions used in preparing, or resultsiméd from, the model have occur
since December 31, 2009.

Item 4T. Controls and Procedures

Under the supervision and with the participatiomanagement, including Cornerstos€hief Executive Officer, Cornerstone has evall
the effectiveness of its disclosure controls andcedures (as such term is defined in Rules 13a}15({d 15di5(e) under the Securit
Exchange Act of 1934, as amended (the “Exchang®) fat of September 30, 2010 (the “Evaluation DatBased on such evaluation, s
officers have concluded that, as of the Evaluabate, Cornerstone’disclosure controls and procedures were effeativaderting them on
timely basis to material information relating to r@erstone (including its consolidated subsidiagguired to be included in Cornerstane’
periodic filings under the Exchange Act.

There were no changes in Cornerstone’s internaraboover financial reporting during Cornerstosidiscal quarter ended September 30, :
that have materially affected, or are reasonakblyito materially affect, Cornerstone’s internahtrol over financial reporting.
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PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

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

Item 1A. Risk Factors

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

None

Item 3. Defaults Upon Senior Securities

None

Item 4. [Removed and Reserved]

Item 5. Other Information
None

Item 6. Exhibits

Exhibit Number Description
31 Certifications under Section 302 of the Sarb-Oxley Act of 2002
32 Certifications under Section 906 of the Sarb-Oxley Act of 2002
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SIGNATURES

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

Cornerstone Bancshares, Inc

Date: November 12, 2010 /s/ Nathaniel F. Hughe
Nathaniel F. Hughe:
President and Chief Executive Offic
(principal executive officer

Date: November 12, 2010 /s] Gary W. Petty, J
Gary W. Petty, Ji
Senior Vice President and Chief Financial Offi
(principal financial officer and accounting offig¢

EXHIBIT INDEX

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

I, Nathaniel F. Hughes, certify that:

1.

2.

(@)

(b)

()

(d)

(@)

(b)

Date:

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

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

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

The Registrars other certifying officers and | are responsilie éstablishing and maintaining disclosure contesld procedures (
defined in Exchange Act Rules 13a-15(e) and 15¢t)) and internal control over financial repagtifas defined in Exchange Act Rt
13e-15(f) and 15-15(f)) for the Registrant and ha\

Designed such disclosure controls and procedures;aosed such disclosure controls and procedureletalesigned under ¢
supervisions, to ensure that material informatielating to the Registrant, including its consol@hsubsidiaries, is made known to u
others within those entities, particularly durithg fperiod in which this quarterly report is beinggared

Designecsuch internal control over financial reporting,acaused such internal control over financial repgrtio be designed under
supervision to provide reasonable assurance regathe reliability of financial reporting and theeparation of financial statements
external purposes in accordance with generallymedeaccounting principle

Evaluated the effectiveness of the Registsadtsclosure controls and procedures and presémtiais report our conclusions about
effectiveness of the disclosure controls and proces] as of the end of the period covered by #psit based on such evaluation;

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

The Registrars other certifying officers and | have disclosedsdd on our most recent evaluation of internal robrtver financie
reporting, to the Registrant’s auditors and theitacmmmittee of Registrard’ board of directors (or persons performing theiveden:
functions):

All significant deficiencies and material weaknes$e the design or operation of internal controkofinancial reporting which a
reasonably likely to adversely affect the Regig’s ability to record, process, summarize and refgmahcial information; ans

Any fraud, whether or not material, that involveamagement or other employees who have a significdatin the Registrarg’interna
control over financial reporting

November 12, 2010 /s/ Nathaniel F. Hughe

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




EXHIBIT 31

CERTIFICATION

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

1.

2.

(@)

(b)

()

(d)

(@)

(b)

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

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

Based on my knowledge, the financial statementd,ather financial information included in this qteaty report, fairly present in i
material respects the financial condition, resoft®perations and cash flows of the Registrantas, for, the periods presented in
quarterly report

The Registrang other certifying officers and | are responsilile éstablishing and maintaining disclosure contesid procedures (
defined in Exchange Act Rules 13a-15(e) and 15¢t)) and internal control over financial repagtifas defined in Exchange Act Rt
13e-15(f) and 15-15(f)) for the Registrant and ha\

Designed such disclosure controls and procedures;aosed such disclosure controls and procedureletalesigned under ¢
supervisions, to ensure that material informatielating to the Registrant, including its consolathsubsidiaries, is made known to u
others within those entities, particularly durihg tperiod in which this quarterly report is beinggzared

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

Evaluated the effectiveness of the Regis’s disclosure controls and procedures and presémtiais report our conclusions about
effectiveness of the disclosure controls and proces] as of the end of the period covered by #psit based on such evaluation;

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

The Registrang other certifying officers and | have disclosedsdd on our most recent evaluation of internal rebmver financie
reporting, to the Registrant’s auditors and theitacmmmittee of Registrard’ board of directors (or persons performing theiveden:
functions):

All significant deficiencies and material weaknes$e the design or operation of internal controkfinancial reporting which a
reasonably likely to adversely affect the Regid’s ability to record, process, summarize and refgmahcial information; ans

Any fraud, whether or not material, that involveamagement or other employees who have a significdatin the Registra’s interna
control over financial reporting

Date: November 12, 20: /s] Gary W. Petty, J

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




Exhibit 32

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

In connection with the Quarterly Report of Cornengt Bancshares, Inc., a Tennessee corporationrr{&gsione”), on Form 1Q for the
quarter ended September 30, 2010, as filed wittSe#rurities and Exchange Commission (the “Repo&thaniel F. Hughes, President
Chief Executive Officer of Cornerstone, and Gary Retty, Jr., Senior Vice President and Chief Firedr@fficer of Cornerstone, respective
do each hereby certify, pursuant to § 906 of thibb&ses-Oxley Act of 2002 (18 U.S.C. § 1350), tatis knowledge:

(1) The Report fully complies with the requiremeatsection 13(a) or 15(d) of the Securities Exg®Act of 1934; and

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

/s/ Nathaniel F. Hughe

Nathaniel F. Hughe

President and Chief Executive Officer
(principal executive officer

November 12, 201

/sl Gary W. Petty, J

Gary W. Petty, Ji

Senior Vice President and Chief Financial Offi
(principal financial officer and accounting offig«
November 12, 201

[A signed original of this written statement reguirby Section 906 has been provided to Cornerddaneshares, Inc. and will be retained by
Cornerstone Bancshares, Inc. and furnished toelearies and Exchange Commission or its staff ugopiest.]




