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Prospectus

CORNERSTONE BANCSHARES, INC.

500,000 Shares of Common Stock ($7,500,000)

We are offering to sell up to 500,000 newly issakdres of our common stock, representing approrisna6.7% of our outstanding shares, at a pric&16£0(
per share, to our and Cornerstone Community Bagiir subsidiary) shareholders, officers, direstand employees who are residents of those dtatehich this
offering is being made. We intend to initially affé00,000 shares and if that initial offering ofagbs is oversubscribed we may, in our sole dismretssue up to
additional 100,000 shares We are in this prospemerring to our and Cornerstone Community Bankhareholders, officers, directors, and employesesh:
“Offerees.” We are offering these shares on at‘isne, first servedbasis and there will be no limitation on the numieshares for which each Offeree may subsc
We will not sell less than 100 shares to any persowever, we reserve the right to make exceptiowmsir sole discretion. The offering of sharestte Offerees is beit
made only through the efforts of our directors ardcutive officers. Once made, subscriptions mayaagevoked by subscribers.

Shares not purchased by Offerees within two weélteeffective date of this prospectus may be nadglable to the public through any eligible broke
dealer named in a subscription agreement as hagisigted the subscriber in making the investmerares sold through eligible brokers or dealers béllsold at a pric
of $15.00 per share and we will pay a commissiambtp 3.4% of that amount. We may commence tor affiares through brokers and dealers at any titee tif
expiration of the two-week period referred to a Heginning of this paragraph. Unless extended&ylompany in its sole discretion, this offerindl varminate forty-
five days after the effective date of this prospsct

We will conduct the offering solely on a best efSopmo minimum basis, which means there are nohagee commitments from underwriters and no minii
number of shares that must be sold in the offerngrder to accept subscriptions and close theriaffe With respect to shares offered, all fundd wé placed in
segregated account at Cornerstone Community Banglimpg our acceptance of the associated subscriptidocordingly, we may raise less than $7,500,00hé
offering and the funds from any subscriptions weeat will be immediately available to us. As sosmeacticable after the acceptance of any subgmipie will caus
to be sent certificates for shares of common stepkesenting the subscriptions accepted by ubkelbffering is not completed, or if any part of yesubscription is n
accepted, your funds will be returned, withoutiiegt, as soon as practicable. We reserve thetdgrnend or terminate the offering at any time.

As of the date of this prospectus, our directord executive officers, including their affiliatesereficially own approximately 23.3% of our commadocg
(excluding warrants and options exercisable sixtysdafter October 8, 2004 A majority of these individuals have told usyhatend to invest in the offering, but

presently do not know how many shares they interglitchase.

Our common stock is quoted on the OTC Bulletin Bo@®©TCBB”) under the symbol CSBQ but it is not listed on aamatl securities exchange. On Septer
23, 2004, the last reported sale price of the comstock was $15 per share.




Investing in common stock involves a high degree oisk which is described in the “Risk Factors” begnning on page 6 of this Prospectus.

The following table presents an estimate of theimam potential proceeds to us if the offering iByfsubscribed (including the sale of the additioh@0,00(
shares), assuming payment of the 3.4% commissid&®®mof the shares sold.

Per Share Total
Price to the public $15.00 $ 7,500,000
Underwriting discounts $.50 $125,000
Proceeds to Cornerstone Bancshares, Inc. (befpenegs) $7,375,000

Neither the Securities and Exchange Commission namny state securities commission has approved or disproved of these securities or passed up
the adequacy or accuracy of this Prospectus. Any peesentation to the contrary is a criminal offense.

The information in this Prospectus is not completeand may be changed. We may not sell these securitiantil the registration statement filed with the
Securities and Exchange Commission is effective. &hProspectus is not an offer to sell these secueié and it is not a solicitation of an offer to buythese
securities in any state where the offer or sale it permitted.

Dealer Prospectus Delivery Obligation
Until this offering is completed, all dealers thateffect transactions in these securities, whether arot participating in this offering, may be required to

deliver a prospectus when acting as underwriters ahwith respect to their unsold allotments or subsdptions.

The date of this Prospectus is October 8, 2004.
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You should rely on the information in this prospectis or other information referred to in this documert. Cornerstone Bancshares, Inc. has n
authorized anyone to provide you with other or diferent information. You should not assume that theriformation contained in this prospectus is accuratas o
any date other than its effective date, and neithethe distribution of this prospectus nor the issuaoe of shares of Cornerstone Bancshares, Inc. commetock in

the offering shall create an implication to the cotrary.




PROSPECTUS SUMMARY

This summary highlights selected information camedi elsewhere in this prospectus. It may not cordli of the information you should consider be
investing in the common stock. You should readehgre prospectus carefully and particularly coasidur financial statements, the notes thereto,thadsection ¢
Risk Factors before deciding to invest in the shafecommon stock offered under this prospectusSeptember 15, 2004 the corporation effected aftrmene stoc
split.

Cornerstone Bancshares, Inc. and Cornerstone Commity Bank

Cornerstone Bancshares, Inc., a Tennessee corporie “Company” or “Cornerstone”}s a bank holding company registered under the Bdakling
Company Act of 1956, as amended. Our wholly-ownelssliary, Cornerstone Community Bank, a Tenne$seeing corporation (the “Bank”pperates as
community bank emphasizing personal service torassies and households located within the Chattandegropolitan Statistical Area (the “Chattanoog&M).

As of June 30, 2004, we had total assets $230./&mihet loans, before loan loss allowance, of3Z8nillion, deposits of $179.1 million and shareteos’
equity of $17.8 million. For the six months endedd 30, 2004, our net income was $1.1 million amddiluted earnings per share were $0.84.

History In February 1996, the Bank was formed to take adgpmof a shortage of locally owned banks in a dagninated by large regional bar
The Bank grew quickly and within a year acquired Bank of East Ridge to increase its market cower&fortly thereafter, the FDIC placed the Bankeurs
memorandum of understanding (“MOU") that requirbd board of directors to implement proper poli@esl procedures to manage the risk associated withlé:
branch commercial bank. The board responded quardlybrought in a new management team consistigyed Jones as chief executive officer, Frank Hagtsechie
fina ncial officer and Jerry Lee as senior lendére management team quickly corrected the conegardghe FDIC removed the MOU during the third geraof 2002
Mr. Jones also built a strong operations base iskdwanagement program to properly handle a growark that has been recognized as one of the highabty bank
in Tennessee. On the customer side, the Bank trastatl several of the arsahost talented relationship managers and hasdreernng assets over 20% per year
note in 2003, Barry Watson, the former bank pretiaé a local competitor, joined the Bank to buéld asset based lending program. His arrival ancuttieal of his
team of professionals triggered a growth spurtfomerstone that has singled out the Bank as #tesiagrowing commercial bank in the ChattanoogdMSrnerston
has also been able to separate itself from otler g banking institutions in Tennessee by its mament to its shareholders to focus not only cseagrowth but mo
specifically focus on profitable asset growth imted to bring material earnings per share growthedottom line as the Bank grows.

Market Segment Generically, the Bank’ business consists primarily of attracting degdsdm the general public and, with these and ofheds
originating real estate loans, consumer loansnlessiloans, and residential and commercial congrulmans. Funds not invested in the loan pbdfare invested t
the Bank primarily in obligations of the U.S. Gomerent, U.S. Government agencies, various stateshaidpolitical subdivisions. In addition to degits, sources
funds for the Banls loans and other investments include amortizadiuh prepayment of loans, sales of loans, or ppatiicin s in loans, sales of investment secu
and borrowing from other financial institutionshé principal sources of income for the Bank areriggt and fees collected on loans, fees colleatedeposit accoun
and interest and dividends collected on other imests. The principal expenses of the Bank aerést paid on deposits, employee compensation aneffits, offict
expenses, and other overhead expenses.

The Banks primary market segment is businesses with arsalas of $1 million to $50 million and householdiseated to our increased focus on custc
service and personal touch. To succeed in this etityg market segment we have attracted highliypéc and experienced lending specialists that darsa busine:
owners with respect to financial and strategic g@aid the best structures that can be implementeddomplish their goals. Tools the bank uses tomaplish thi:
service includes general commercial lending vebjcs well as, asset based lending and Small Bassi@ministration lending programs.




The Bank competes for deposits principally by affgrdepositors a variety of deposit programs withmpetitive interest rates, quality service and emien
locations and hours. The Bank intends to contiouecus its resources to seek out and attrachbasirelationships and take advantage of the Batklity to provid:
flexible service that meets the needs of this custcclass. All phases of the Baslanking activities are highly competitive. Walize that customer relationships
key to the Banks success. Accordingly, the Bank has made a conenitto retaining its relationship managers andhetitig new managers with experience in
Bank’s market that can attract customers to thekB&ihe Bank competes actively with twerigur commercial banks, as well as finance compamiesiit unions, ar
other financial institutions located in its servax@a, which includes Hamilton County, Tennessé¢h€se, three are in control of 61% of the degadsithe Chattanoo
MSA and provide the majority of the branches toahea. None of these large regional banks is heatirad in the Chattanooga MSA.

Growth Strategies The Bank has experiencedpid growth compared to other banks in the Chatiga MSA and the banki
industry in general. As of June 30, 2004, we hamlgrthe assets of Cornerstone to $230 million. \Wkebe the growth is a result of the successfutetien of ou
business plan and we intend to continue this rgpigvth. To accomplish this objective, we plan tous on the following strategies: (Cppturing Market share from
large regional banks . As mentioned above, this class of competit@ontrols over 60% of the deposit base in the t@habga MSA. We anticipate that we can coni
to attract customers and employees who prefer Ideaisionmaking and interaction with financial professionalso can provide personalized and knowledge
service. (2)Expanding Market Coverage. The Bank will continue to expand its coverage ofrtilton County by adding full service branch banksareas wit
concentrations of businesses and business empldyeesently the Bank has five full service brandued intends to open additional branches as th& Baads depo:
gathering capacity to leverage its capital and miae shareholder value. In addition, Cornerstoneoistinously evaluating merger and acquisition apputies. Thi
strategy is highlighted by a crossing into the Nabeorgia market either by a merger with or an siipn of a financial institution in that stateh& company believ
such an acquisition is necessary to fully servectiomer base of the Chattanooga MSA1(8gsting in Non-Interest Income Sources of Revenue . The bank is rapid
developing into a payment specialist in the bankiuystry and believes the area is overlooked bybtimking industry. Cornerstone is in negotiatimngurchase a de
card processor to enhance the Bank’s ability tcege fee income associated with financial transiasteither at ATM’s or points of sale (“POSbcations. Present
the Bank is a member of the STAR and the PLUS nddésvand is a principal member of VISA.

We are registered with and regulated by the Bo&r@avernors of the Federal Reserve System. The Baskibject to the supervision and regulation e
Tennessee Department of Financial Institutions. Bhak’s deposit accounts are insured to the applicabigsliby the Bank Insurance Fund of the Federal Bi

Insurance Corporation (“FDIC”) and is thereforeoadsibject to regulation and supervision of the FDIC

Our common stock is quoted on the OTCBB but itds listed on a national securities exchange. Bexaus common stock is not listed for trading on
national securities exchange, there may be a lihmitarket for our shares. The trading symbol is CSBQ

The Company’s Address

Our principal executive offices are located at 58li§hway 153, Chattanooga, Tennessee 37343. Gephtehe number is (423) 38R00. Our internet addre
is http://lwww.csbank.com. We do not intend the infation on our website to constitute part of thisgpectus.




The Offering

Shares offered

Offering price

Shares outstanding before offerings

Shares outstanding after offerings

Offering Period

Commissions

No minimum offering

How to subscribe for shares in the offering

No revocatior

Up to 500,000 shares of our common stock, withrétmal offering of 400,000 shares and potentialfy ta
another 100,000 shares if the initial offering ¥@isubscribed. The issuance of an additional 1@Q0sb@re
is subject to the sole discretion of the Company.

$15.00 per share. The offering price was estaldisiyethe board of directors after consideratioa alimbe
of factors. See "Determination of Offering Pricé’bage 11.

As of September 30, 2004, 2,487,234 shares of canstuzk were outstanding.

2,987,234 shares, assuming the sale of all offehnedes.

Our and the Bank' shareholders, officers, directors and employdesare residents of those states in w
this offering is being made will be offered to puase these shares on a “first come, first senpeddi
during the two-week period following the effectidate of this prospectus. After the twmeek perio
following the effective date of this prospectusy aamaining shares may be made available to théig
through eligible brokers and dealers. Unless exdrny the Company in its sole discretion, this rrfig will
terminate forty-five days after the effective dafehis prospectus. See “The Offering” at page 11.

We expect to pay a commission equal to 3.4% obffering price for shares sold through eligible ke
and dealers.

We will conduct the offering solely on a best effopmo minimum basis, and there is no minimum nurok
shares that must be purchased in the offering. V&g raise less than $7,500,000 in the offering dme
funds from any subscriptions will be immediatelyagable to us. We may amend or terminate the oftea
any time. See “The Offering” at page 11.

If you want to subscribe for shares of our commtatls you must complete the subscription agree
which accompanies this prospectus and send the letedpsubscription agreement, with payment o
aggregate offering price for the shares you wantpteochase, to Cornerstone Bancshares, Inc.
subscription agreement and payment must be recbived before the termination of the offering. duyus:
the mail to submit your order form, we recommerat §ou use registered mail, return receipt reqdeSe:
“The Offering — How to Subscribe” at page 12.

All funds tendered for the purchase of our comntoglsin the offering will be held in a segregateda@un
at the Bank. Your subscription funds will not béeesed to us or for our use or commingled with faads
unless your subscription is accepted and sharee #eissued to you with respect to your funds.

You may not revoke your subscription after the eeeive your subscription agreement. S€ke" Offering
— How to Subscribe” at page 12.




Use of proceeds

Regulatory limitation

Intentions of directors, executive officers andesth

No board recommendatior

Risk Factors

Questions about how to subscribe

If the offering is fully subscribed (including tisale of the additional 100,000 shares), the netgads of th
offering will be approximately $7,200,000, depergdion the amount of the actual expenses incurred
proceeds will be (1) used to pay off our line a#dit with Fifth Third Bank (2) inject capital toeétBank t«
the extent necessary for regulatory and workingtabpurposes, where they will be used in the Bs
lending and investment activities, and (3) otheewistained at the holding company level for gel
corporate purposes which may include capital mamagé such as stock repurchases, when appro
See "Use of Proceeds" at page 10.

We will not issue common stock in the offering toygerson who, in our opinion, would be require
obtain prior clearance or approval from any statéederal bank regulatory authority to own or cohsuct
shares if, at the expiration time, clearance orad has not been obtained or any required wajbiigoc
has not expired. See "The Offering — Regulatoryitation" at page 13.

A majority of our directors and executive officensd their affiliates have indicated that they idtém inves
in the offering, but we presently do not know howny shares they intend to purchase. See "The 64
— Intentions of Directors and Executive Officers'paige 13. Our directors and executive officers cly
beneficially own approximately 23.3% of the outsliaig shares of common stock.

Any investment in our common stock must be madesyamt to your evaluation of your best intert
Accordingly, our board of directors does not makg aecommendation to you regarding whether
should purchase our common stock.

Investing in our common stock involves risks, imthg the risks that are described on pages 6 tof 1fis
prospectus.

You should direct any questions concerning the gulace for subscribing to Frank Hughes at Cornee
Bancshares, Inc. You may telephone Frank Hugh@28) 385-3000.




SUMMARY CONSOLIDATED FINANCIAL DATA

The following summary financial data for the twelwenth periods ended December 31, 2003, 2002, 26612000, and the sixonth periods ended June
2004 and 2003, are derived from our consolidatednitial statements and other data. The selectaddial data should be read in conjunction with fimancia
statements, including the financial statement naiekided elsewhere herein. Our results of opematifor the six months ended June 30, 2004 are exgssaril
indicative of the results that can be expectedHer2004 fiscal year.

Six Months Ended Year Ended
June 30, June 30, December 31,
2004 2003 2003 2002 2001 2000
(Unaudited)
(In thousands, except per share data, ratios anemages)
Statement of Financial Condition Data:
Total Assets $ 230,60« $ 181,96( $ 200,99t $ 159,90: $ 142,45¢ $ 119,37¢
Loans, Net Before Allowance for Loan Losses 183,72« 143,40 157,29( 124,68¢ 105,15¢ 84,57¢
Allowance for Loan losses (2,319) (1,82%) (2,01 (1,599 (1,329 (1,149
Securities 30,13( 24,31¢ 25,46" 22,20( 21,30: 20,06(
Deposits 179,14t 137,56¢ 159,35: 130,44¢ 119,14¢ 101,25(
Federal Home Loan Bank Advances 27,00( 17,00( 17,00( 10,00( 4,00C 2,00C
Other Borrowings 2,15 (o] 40C 0 0 0
Stockholders Equity 17,80¢ 16,12F $ 16,90¢ $ 15,147 $ 14,07¢ $ 12,51¢
Income Statement Data:
Interest income $ 6,48: $ 544¢ $ 11,32¢ $ 9,70: $ 9,58 $ 9,422
Interest expense 1,62¢ 1,617 3,211 3,30¢ 4,547 4,382
Net interest income 4,857 3,821 8,11¢ 6,39¢ 5,03¢ 5,03¢
Provision for loan losses 41( 15¢ 54E 682 43t 56(
Net interest income after provision for loan losses 4,44 3,671 7,571 5,71C 4,60 4,48(
Noninterest income 67€ 57t 1,242 1,002 89C 665
Noninterest expense 3,25( 2,77¢ 5,741 4,98: 4,55( 4,46(
Income before income taxes 1,872 1,467 3,072 1,72¢ 942 68E
Income tax expense 721 56 1,19( 66¢ 37: 32:
Net income $ 1,14¢ $ 90z $ 1,88: $ 1,061 $ 57C $ 362
Per Share Data: (1)
Earnings per share-basic $ 0.4€ $ 037 $ 0.7¢ $ 04z $ 02 $ 0.1€
Weighted average shares outstanding-basic 2,487,08! 2,471,84 2,476,13! 2,468,421 2,423,88 2,336,28
Earnings per share-diluted $ 04z $ 03t $ 071 $ 04z $ 02 $ 0.1¢
Weighted average shares outstanding -diluted 2,720,88. 2,615,131 2,650,501 2,497,461 2,476,57. 2,414,161
Book value per share $ 7.1€¢ $ 6.4¢ $ 6.8C $ 6.14 $ 571 $ 5.3¢
Common shares outstanding at end of period 2,487,23 2,486,33 2,486,33 2,466,33 2,466,33 2,332,25i
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Six Months Ended Year Ended

June 30, June 30, December 31,
2004 2003 2003 2002 2001 2000
(Unaudited)

Performance Ratios and Other Data:
Return of Average Assets 1.11% 1.01% 1.0€% 0.7%% 0.45% 0.32%
Return on average stockholder’s equity 13.15% 11.62% 11.6¢% 7.2% 4.2(% 3.0%
Net interest margin 5.02% 4.81% 4.81% 4.8% 4.38% 4.92%
Net interest spread 4.7% 4.52% 4.5% 4.4% 3.8(% 4.32%
Noninterest income to average assets 0.65% 0.68% 0.7% 0.7% 0.7% 0.58%
Noninterest expense to average assets 3.1%% 3.3(% 3.22% 3.41% 3.5¢% 3.91%
Efficiency ratio 54.2% 59.4% 58.2% 63.7% 73.2% 74.%%
Average loan to average asset 81.(% 77.€% 79.5% 75.(% 71.5% 70.6%
Average interest earning assets to average inteeesing liabilities 93.7% 93.5% 93.¢% 91.¢% 90.7% 89.8%
Asset Quality Ratios:
Allowance for loan losses to total loans 1.26% 1.21% 1.28% 1.28% 1.26% 1.3t%
Nonperforming assets to total assets 0.02% 0.13% 0.07% 0.21% 0.52% 0.67%
Nonaccrual loans to total loans 0.05% 0.C% 0.C% 0.02% 0.11% 0.3(%
Net loans charge-offs as a percentage of:

Provision for loan losses 12.6% 0.C% 22.%% 56.£% 58.€% 75.(%

Allowance for loan losses 4.5% 0.C% 6.2% 24.%% 19.2% 36.£%
Capital Ratios: (2)
Leverage 7.4% 7.9€% 8.01% 8.7% 9.0€% 8.7%
Tier 1 risk-based capital 7.81% 9.4¢% 8.7% 10.0% 11.0%% 10.92%
Total risk-based capital 9.02% 10.7¢% 10.0(% 11.32% 12.2¢% 12.17%

(1) The share and per share data reflected inahle have been adjusted t
reflect our two-for-one stock split which was efiee September 15, 2004.
(2) Capital ratios are calculated on a consolidatesis.

RISK FACTORS
You should carefully consider the risks described below, together with all of the other information in this prospectus, before making an investment decision.
RISK FACTORS RELATED TO THIS OFFERING
The common stock is quoted on the OTCBB and shareliers may not be able to quickly or easily sell tiecommon stock.
Although our common stock is quoted on the OTCB®&] ae have a small number of brokers who make &eham our common stock on a regular b

trading volumes to date have been limited and tbanebe no assurance that an active and liquidehfowkthe common stock will develop. As a ressittareholders mi
find it difficult to sell a significant number ohares at the prevailing market price.
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Our stock is not traded on an established exchangad its price may be volatile.

For a variety of reasons, the trading price of @mmon stock could fluctuate significantly. Voldyilin our stock price could, among other thingssuit fron
the following factors: quarterly variations in opéng results; announcements of technological iatioms or new services or products by us or ourpsiitors; change
in financial estimates by securities analysts; geanin governmental regulations; the operating stodk price performance of other companies in adustry; an
general stock market or economic conditions.

If existing shareholders do not participate in thisoffering, they may suffer dilution of their percertage ownership of our common stock.

To the extent that existing shareholders do notlmse shares which are purchased by other indigiduantities, existing shareholdeoportionate votin
interest will be reduced, and the percentage tkiatieg shareholdershares represent of our expanded equity will betetil. If we conduct additional offerings of sh:
of our common stock in the future, existing shatédis may experience dilution in their percentageership of our outstanding common stock.

In many situations, our board of directors hasahthority, without any vote of our shareholdersisgue shares of our authorized but unissued constomk
including shares authorized but unissued undestmak option plans. Our board of directors alsothasauthority, without the vote of our sharehoddéo issue shares
our authorized but unissued preferred stock in serfes and with such preferences as our boardretdrs may determine. In the future, we may isadditiona
securities, through public or private offerings,drder to raise additional capital. Any such isssnwould dilute the percentage of ownership istecé existing
shareholders.

Once you submit an executed subscription agreemetdgether with payment of the subscription price, ya may not revoke your subscription for shares in te
offering.

Once you transmit a properly completed subscriptigreement to us for the offering, together witlgrpant in full of the subscription price for the dipable
number of shares in one of the forms prescribed,ngay not revoke your subscription, even if lesthll of the shares that we are offering are dgtparchased. W
have not established a minimum number of sharée told, and we intend to accept promptly all prigpeompleted and fully paid subscriptions whicle aeceived b
us up to the maximum amount of the offering.

Our board of directors and management will have brad discretion to spend a large portion of the neticeeds of this offering, and may do so in ways it
which you do not agree.

If the offering is fully subscribed (including tisale of the additional 100,000 shares), we estitheteet proceeds to us from this offering to beraxmately
$7.2 million, before deducting offering expensesil/our board of directors and management willehsignificant discretion in applying the proceetithes offering tc
support our future growth, we presently intend tse approximately $2,150,000 of these proceedspayrdebt at the holding company level, and tothseemainin
proceeds, to the extent necessary, for regulatuiyneorking capital to support the Baskending and investment activity. We may alsoinegaportion of the proceeds
the holding company level for general corporatgppsees. The discretion of our board of directors matiagement to allocate the net proceeds fromfteerg mean
that we may apply these proceeds to uses that yyunot consider desirable. Any failure of managem@apply these funds effectively could harm ousibess.

No broker has agreed to purchase any of the commatock and we may not be able to sell all of the stes we are attempting to sell in the offering. Our
operating results may be adversely affected if lesban all of the offered shares are sold.

A significant portion of the common stock is beswd directly through the efforts of our directarsd executive officers. No broker, dealer or oftenson he
any obligation to purchase, or find purchasersday, shares of common stock.
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Because the offering is not underwritten, there lsamo assurance that any particular number okshaill be sold. If less than all of the sharesedtl ar
subscribed for, we will have less capital to funmkmtions and growth, which could result in resddcor slower growth, reduced asset size and slewgansion ¢
activities, and lower shareholder returns.

RISK FACTORS RELATED TO OUR BUSINESS

General risks related to our business.

The risks and uncertainties described below omgdisee in this prospectus are not the only onesmépos and the Bank. Additional risks and unceri@gnbo
presently known to us or that we or the Bank culyedeem immaterial also may impair our and thelBarusiness and operations. If any of the risksridest below ¢
elsewhere in this prospectus materialize, our badank’s business, financial condition, operatiggults and cash flows could be materially affected

Applicable laws and regulations restrict both the ability of he Bank to pay dividends to us, and our ability tgpay dividends to you. Although the Bank currently
has the ability to pay dividends, its Board may redin earnings for the purpose of financing growth.

Our principal source of income consists of dividgriflany, from the Bank. Moreover, Tennessee lestricts dividends that we may pay if we are unébieay
our debts as they come due in the ordinary courbeisiness or if our total assets would be less tha sum of our total liabilities plus the amotirt would be need
to satisfy any preferential rights upon dissolutidrshareholders whose preferential rights are rsupi® those receiving the distribution.

Any payment of dividends in the future will be hetsole discretion of our board of directors antl deépend on a variety of factors deemed relevanoin
board of directors, including, but not limited &grnings, capital requirements and financial caorlit

Changes in local economic conditions could reduceiocincome and growth, and could lead to higher leve of problem loans and charge-offs.

We make loans, and most of our assets are locatetthe Chattanooga, TennesseeGeorgia Metropolitan Statistical Area markets. Abe changes
economic conditions in this market could hurt obitiy to collect loans, could reduce the demandliéans, and otherwise could negatively affect penformance ar
financial condition.

We may e ncounter unexpected financial and operatmproblems due to our rapid growth.

Our business has experienced significant growtbesB000. Our rapid growth may result in unexpedigahcial and operating problems which may affée
value of our shares.

Losses from loan defaults may exceed the allowanae establish for that purpose, which will have andverse effect on our business.

If a significant number of loans are not repaidyduld have an adverse effect on our earnings aadab financial condition. Like all financial irigftions, we
maintain an allowance for loan losses to provideldsses inherent in the portfolio. The allowancelban losses reflects our managengbest estimate of proba
losses in the loan portfolio at the relevant batasbeet date. This evaluation is primarily baseohup review of our and the banking indussryiistorical loan los
experience, known risks contained in the loan pbafcomposition and growth of the loan portfolémd economic factors.
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If we lose key employees our business may suffer.

Our success is largely dependent on the persomdhas of our officers and employees in our magetas. If we lose key employees, temporaril
permanently, our business could be adversely inegatt¥/e could be particularly adversely impacteduif key employees went to work for our competit@sr future
success depends on the continued contributionaradxisting senior management personnel.

There is no assurance that we will be able to suasfully compete with others for business.

We compete for loans, deposits, and investmenadoWith other insured depository institutions amterprises, such as securities firms, insuranogeaies
savings associations, credit unions, mortgage hbsokand private lenders, many of which have sulisign greater resources. The differences in resesiran
regulations may make it harder for us to competditably, reduce the rates that we can earn onsl@enl investments, increase the rates we mustaifeeposits ar
other funds, and adversely affect our overall feiahcondition and earnings.

Our profitability depends on economic policies andactors beyond our control.

Our operating income and net income depend toat gséent on "rate differentials,” i.e., the diface between the interest yields we receive ors|aaturitie
and other interest bearing assets and the intextest we pay on interest bearing deposits and t#islities. These rates are highly sensitive tany factors which a
beyond our control, including general economic d¢ms and the policies of various governmental eegllatory authorities, including the Board of @ovwors of th
Federal Reserve System.

The risk of nonpayment of loans is inherent inlafiding activities, and nonpayment, if it occursgynmegatively impact our earnings and overall faial
condition, as well as the value of our common st@dko, many of our loans have been made overabiylear and in certain circumstances there igdiomiepaymel
history against which we can fully assess the aaegof the allowance for loan losses. We make varmssumptions and judgments about the collegilofi our loar
portfolio and provide an allowance for probablesksbased on several factors. If our assumptienaii@ng, our allowance for loan losses may notufficgent to cove
our losses, which would have an adverse affect umoperating results. Additions to our allowance liman losses decrease our net income. While we me
experienced any significant chargés or had large numbers of nonperforming loang tb the significant increase in loans originabedr the last year, we can
assure you that we will not experience an incréaskelinquencies and losses as these loans cortiinoature. The actual amount of future provisifarsloan losse
cannot be determined at this time and may exceedrttounts of past provisions.

Our security could be breached, which could damageur reputation, deter customers from using our serices, and expose us to potential liability.

We must protect our computer systems and netwark fohysical breakas, security breaches, and other disruptive probleaused by the Internet or o
users. Computer breaks or other security breaches could jeopardizeséiverrity of information stored in and transmittecbugh our computer systems and network
may result in interruptions, delays or cessatidrseovice to users accessing Web sites that dediveservices. Any interruption would likely advelssaffect our abilit
to retain or attract customers, could damage gomtagion, and could subject us to litigation. Weynmeed to expend significant capital or other resesi to prote:
against the threat of security breaches or alleyiabblems caused by breaches. To date, we hawxpetienced any material security breaches thapoamised eithe
customer data or our network. However, we canrgdrasyou that we will not experience any secunigabhes in the future.

We could also be subject to liability if third pad penetrate our network security or otherwiseappsopriate our usergersonal information or credit ce
information. This liability could include claims fanauthorized purchase with credit card informatimnpersonation, or other similar fraud claims.akidition, th:
Federal Trade Commission and state agencies hareibeestigating various Internet companies regardheir use of personal information. We could madditiona
expenses if new regulations regarding the userspal information are introduced or if privacy gliees are investigated.
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FORWARD-LOOKING STATEMENTS

Some of the statements under “Prospectus SumméRisk Factors,” “Managemery’ Discussion and Analysis of Financial Conditiord a@Results ¢
Operations,” “Business,” and elsewhere in this peasus constitute forward-looking statements. THiesgardiooking statements involve risks, uncertainties] athe
factors that may cause our actual results, leviedetivity, performance or achievements to diffeaterially from those anticipated in the forwdodking statements.
some cases, you can identify these statements fwarfd-looking words such as “anticipate,” “beliévécould,” “estimate,” “expect,” “intend,” “may,” plan,”
“potential,” “should,” “will,” and “would” or similar words. You should read statements tbatain these words carefully because they discussuture expectation
contain projections of our future results of opiera or of our financial position, or state otherWardiooking information. These statements include, agnothers
statements of our goals, intentions and expectstistatements regarding our business plans angemissand growth and operating strategies; statsmegarding tr
asset quality of our loan and investment portfolaved estimates of our risks and future costs amefits. We believe that it is important to comnuaré this informatic
to our investors. However, these forwdmdking statements are subject to significant riskssumptions and uncertainties that we are nat btontrol or predi
accurately. The factors listed above in the seataptioned “Risk Factorsds well as any cautionary language in this prosgeg@rrovide examples of risks, uncertain
and events that may cause our actual results fier difaterially from the expectations we describeum forwardlooking statements. Before you invest in our com
stock, you should be aware that the occurrencéeftents described in the risk factors and elsewimethis prospectus could have a material adveffeet on ou
business, results of operations, and financialtjposi

Forward-looking statements speak only as of the ttedy are made and, except as required by lavasaeme no duty to update forward-looking statements
USE OF PROCEEDS
Thefollowing table sets forth the calculation of owtproceeds from the offering at the subscriptiooepof $15 per share. Since the offering is netdittonec
on the sale of a minimum number of shares and siriséeing conducted on a best efforts basidh wid purchase commitment from any underwriter, veepaesentin

this information assuming in the alternative that sell 15%, 50% and 100% of the shares offereduiimg the 100,000 shares that may be issued ibffezing i<
oversubscribed).

Proceeds from Offering

15 % 50% 100%
Gross Offering Proceeds $ 1,125,000 $ 3,750,000 $ 7,500,00!
Maximum Amount of Potential Commissions (1) 28,68¢ 95,62 191,25(
Estimated Expenses of the Offering 90,00( 90,00( 90,00(
Net Proceeds to the Ba $ 1,006,31. $ 3,564,37 $ 7,218,75!
Q) We intend to pay a commission of 3.4% of thiessuiption price to any eligible NASD member firmmed on an executed subscription agreement asghavin

assisted the holder with completing such subsoriptror purposes of this table we have assumedvhatill pay this commission on 75% of the aggregat
amount of shares sold in this offering.

We intend to use approximately $2,150,000 of the preceeds from the offering to pay off the Companlne of credit with Fifth Third Bank. Tt
indebtedness was incurred by the Company to pramagéal for the Bank’s growing operations

We presently intend to use the remaining proceexs the offering, to the extent necessary, as mtdit regulatory and working capital for the Batdkpe use

in the Banks lending and investment activities. We may algaimea portion of the proceeds at the holding campavel for general corporate purposes which
include capital management, such as stock repueshadien appropriate.
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DETERMINATION OF OFFERING PRICE

The offering price has been determined by managearah our board of directors. In establishing tffering price, management and the board of dire
considered various factors that it deemed relevaciyyding among other things:

« our current financial condition and operatingfpamance as presented in our financial statements;
« our regulatory status;

« the market value of the common stock;

« the number of shares sought to be issued,;

« the amount sought to be raised; and

« the anticipated impact of the offering on the keamprice of the common stock.

NONE OF THE BOARD OF DIRECTORS OR MANAGEMENT HAS ERESSED AN OPINION OR HAS MADE ANY RECOMMENDATION&TO WHETHEF
ANY CURRENT SHAREHOLDER SHOULD PURCHASE SHARES INHE OFFERING. ANY DECISION TO INVEST IN THE COMMONTOCK MUST BE
MADE BY EACH INVESTOR BASED UPON HIS OR HER OWN EMAJATION OF THE OFFERING IN THE CONTEXT OF HIS OR HEBEST INTEREST¢
WE WILL NOT SEEK AN OPINION CONCERNING THE FAIRNESSF THE OFFERING PRICE TO EXISTING HOLDERS OF COMMGTOCK.

THE OFFERING

We are offering to sell up to 500,000 newly issabdres of our common stock, representing approgigna6.7% of our outstanding shares, at a pric&1&f0(
per share, to our and Cornerstone Community Bagiir subsidiary) shareholders, officers, direstand employees who are residents of those dtatehich this
offering is being made. We intend to initially affé00,000 shares and if that initial offering ofagbs is oversubscribed we may, in our sole dismretssue up to
additional 100,000 shares We are in this prospectéesring to our and Cornerstone Community Banghareholders, officers, directors, and employesesht
“Offerees.” We are offering these shares on at‘fimne, first servedbasis and there will be no limitation on the numiieshares for which each Offeree may subsc
We will not sell less than 100 shares to any persowever, we reserve the right to make exceptiowmsir sole discretion. The offering of sharestte Offerees is beit
made only through the efforts of our directors ardcutive officers. Once made, subscriptions mayaagevoked by subscribers.

Shares not purchased by Offerees within two weéltkeeffective date of this prospectus may be nadelable to the public through any eligible broke
dealer named in a subscription agreement as hagisigted the subscriber in making the investmérares sold through eligible brokers or dealers béllsold at a pric
of $15.00 per share and we will pay a commissiamktp 3.4% of that amount. We may commence tor affiares through brokers and dealers at any titee tif
expiration of the two-week period referred to & beginning of this paragraph. Unless extendedéyOompany in its sole discretion, this offerindl ¥arminate forty-
five days after the effective date of this prospsct

We will conduct the offering solely on a best efSopmo minimum basis, which means there are nohagee commitments from underwriters and no minii
number of shares that must be sold in the offerngrder to accept subscriptions and close theriaffe With respect to shares offered, all fundd wé placed in
segregated account at Cornerstone Community Bandlipg our acceptance of the associated subscriptidocordingly, we may raise less than $7,500,00the
offering and the funds from any subscriptions weeat will be immediately available to us. As sosmegacticable after the acceptance of any subgmmipie will caus
to be sent certificates for shares of common stepkesenting the subscriptions accepted by ubkelbffering is not completed, or if any part of yesubscription is n
accepted, your funds will be returned, withoutiiegt, as soon as practicable. We reserve thetdgrnend or terminate the offering at any time.
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How to Subscribe
Each investor who desires to purchase common stdtie offering should:
(1) complete, date and sign the subscription agee¢nmncluding the Form W-9, accompanying this pexsus;

(2) make payment by personal check, bank or cdshitieck, or wire transfer payable to CornerstonecBlaares, Inc., in the amount of $15.00 for eaeine
subscribed for in the offering; and
(3) transmit the completed subscription agreemeggther with payment in full for all shares sulised (unless payment is made separately by wiresfes)
by mail, hand delivery or overnight or express enservice, to:
Cornerstone Bancshares, Inc.
5319 Highway 153
Chattanooga, Tennessee 37343
Attention: Frank Hughes

If payment of the subscription price is to be mhgeavire transfer, the following wire instructionsauld be used:

Cornerstone Community Bank
ABA: 061304363
FBO: Cornerstone Bancshares, Inc.
Acct: 0050000041

Your completed subscription agreement, together pétyment in full for the number of shares for vibyou wish to subscribe in this offering, must beaiver
by us prior to our termination of the offering.

DELIVERY TO AN ADDRESS OR IN A MANNER OTHER THAN TBSE INDICATED ABOVE DOES NOT CONSTITUTE GOOD DELNEY TO US.

If the amount you send with your subscription sufficient to purchase the number of shares thatigdicate are being subscribed for, or if you @b specif
the number of shares to be purchased, then weredlt your subscription as one to purchase shartfeetfull extent of the payment sent. If the antogou send wit
your subscription exceeds the amount necessamnyrah@se the number of shares that you indicatbeing subscribed for, then we will treat your sulmgion as one t
purchase shares to the full extent of the excegsni@at sent and we will refund the excess.

FAILURE TO INCLUDE THE FULL OFFERING PRICE WITH YOR ORDER FORM MAY CAUSE US TO REJECT YOUR SUBSCRIPN.

The method of delivery of subscription agreements gayment of the offering price will be at youe@ion and risk. If you send your subscription bgilmwe
recommend that you use registered mail, returnpeoequested, and that you allow a sufficient nemtif days to ensure delivery and clearance of paymrior to th
termination date. You will be required to pay thieliional postage costs relating to registered mail

We will decide all questions concerning the timimglidity, form and eligibility of subscription agements received and our decisions will be findl lainding
We may, in our sole discretion, waive any defeciri@gularity, or permit a defect or irregularity be corrected within such time as we may deterjroneeject th
purported subscription. Subscription agreementsneil be deemed to have been received or acceptéddll irregularities have been waived or cureithim such tim
as we determine in our sole discretion. We or thekBwill not be under any duty to give a subscribatice of any defect or irregularity in the subsiis of subscriptio
agreements or incur any liability for failure tovgisuch notification.
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SUBSCRIPTIONS FOR COMMON STOCK MAY NOT BE REVOKEDYBSUBSCRIBERS.
Intentions of Directors, Executive Officers and Otlers

As of the date of this prospectus, our directoid @xecutive officers, including their affiliatesgrieficially own approximately 23.3% of our commaock. A
majority of our directors and officers, includirtwetr affiliates, have indicated that they intendstbscribe for shares of common stock in this offgrbut we present
do not know how many shares they intend to purchésese individuals are purchasing such sharesthatlintent to hold the shares as an investment.

Regulatory Limitation

We will not be required to issue shares of commtocksin the offering to any person who, in our jodnt, would be required to obtain prior clearant
approval from any state or federal bank regulatarhority to own or control such shares if sucladace or approval has not been obtained or anyreghwaiting
period has not expired prior to our terminatiortted offering. In our sole discretion, we may coiuditlly accept subscriptions where the requirediliagry approval
have not been received, in which case all fundsived in payment of the offering price will remama segregated account pending the receipt afetipgired regulatol
approvals. If we conditionally accept a subscriptiending regulatory approval, and if any requireglulatory approval is not received prior to theni@ation of thi:
offering, you will not receive any shares in théedhg and you will receive a refund of your paymehthe offering price as soon as practicable [ajl.nYou will not
receive any interest on your subscription funddenthiey are on deposit with the Bank and any refuilidoe without interest. Our determination asatbether clearant
or approval is required will be final and binding.

Nonqualified States or Foreign Countries

We have made a reasonable effort to comply withstraurities laws of all states in the United Stateshich current shareholders reside. We will patvide
subscription materials to any person who resideaninforeign country or in any state of the Unifdtes if we determine that compliance with theusges laws ¢
such country or state would be impracticable, andw¥ not accept any subscriptions from subscsbecated in those states or countries.

MARKET FOR COMMON EQUITY AND RELATED SHAREHOLDER MA TTERS

Our common stock is quoted on the OTC Bulletin Bldaut is not listed on a national securities exdgeatMorgan Keegan, a subsidiary of Regions Bantke
principal market maker for our stock. There are fother market makers who assist in providing &etar

The following table sets forth the high and lowsifg prices of the Company’s common stock for teequls indicated, as reported by published
sources. The prices reflect inter-dealer pricetouit retail mark-up, mark-down or commission araymot represent actual transactions.

2004 Fiscal Year Low High
First Quarter $20.60 $25.00
Second Quarter $225o $2775
Third Quarter (through September 15, 2004) $23.80 $30.00
Third Quarter (September 15, 2004 through &eper 30, ’ '
2004 - after 2 for 1 stock split)
$14.00 $15.00
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2003 Fiscal Year

First Quarter $12.50 $14.50
Second Quarter $12.10 $17.50
Third Quarter $16.50 $19.00
Fourth Quarter $17.90 $23.30

2002 Fiscal Year

First Quarter $13.00 $13.00
Second Quarter $13.00 $13.00
Third Quarter $13.00 $13.00
Fourth Quarter $13.00 $13.00

There were approximately 527 holders of recorchefdommon stock as of September 1, 2004. This nuddes not include shareholders with shares in
nominee name held by DTC.

We paid our first dividend on January 26, 2004i@ amount of $0.10 per share. We intend to contioyeay an annual dividend. Our board of directors
will decide the amount of the next dividend durithg fourth quarter of 2004 after considering thpiteh needs required for expected growth of asskts.
payment of dividends is solely within the discratiaf our board of directors, considering our exgshshe maintenance of reasonable capital andesrves,
and appropriate capitalization requirements falesbanks.

PLAN OF DISTRIBUTION

With respect to shares of common stock to be afféveour and the Ban&’shareholders, officers, directors and employaasexecutive officers and direct
will contact these persons by correspondence irifggithem that we are conducting and offering olusiéies pursuant to the terms of a prospectus. ciineesponden
will direct any person interested in purchasingrelaf common stock offered in the offering to eattus to learn more about the offering. With respe any pers:
who contacts us, we will offer securities for dayethe delivery of a copy of this prospectus arstilascription agreement.

With respect to any shares not sold to our andBéek’s shareholders, officers, directors and employeesjntend to approach local broker and de
(although we intend to exclude banks that are oorpetitors) and invite them to offer shares of canmtock for sale to the public. We have not at time invited ar

such brokers or dealers to offer shares of our comstock. We have not at this time made a detetiomaf which brokers and dealers we will invitedffer shares
our common stock or on which terms such invitatisilsbe made other than that we have determinatvre will pay a commission equal to 3.4%.

LEGAL PROCEEDINGS
Neither Cornerstone nor the Bank is involved in amterial litigation. The Bank is periodically irlved as a plaintiff or defendant in various legeti@ns ir
the ordinary course of its business. Our managebwi@ves that those claims are without merit at the ultimate liability, if any resulting fromem will not materiall
affect the Bank’s financial condition or our coridated financial position.
DIRECTORS AND EXECUTIVE OFFICERS

The following table sets forth the name, age, pwsst and offices or employments for the past figars, of our executive officers and directors. Mers of th
board are elected and serve for one year termstibtheir successors are elected and qualify ohthe officers serve at the discretion of our loloair directors.
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Name Age Position

B. Kenneth Driver 68 Director

Karl Fillauer 56 Director

Nathaniel F. Hughe 46 President, Chief Operating Officer and Director
Gregory B. Jones 52 Chief Executive Officer, Chairman of the Board @idector
James H. Large 60 Director

Jerry D. Lee 43 Executive Vice President, Senior Loan Officer andeEtor
Lawrence D. Levine 74 Director

Russell W. Lloyd 63 Director

Earl A. Marler, Jr. 67 Director

Doyce G. Payne, M.D. 54 Director

G. Turner Smith 63 Director

Billy O. Wiggins 61 Director

Marsha Yessick 56 Director

B. Kenneth Driver. President and Chief Operating Officer of Fillauengpanies, Inc., a Chattanooga based prosthetic factoter. He has been a director of
Company since 1997 and of the Bank since 1996.

Karl Fillauer. Chairman of Fillauer Companies, Inc., a Chattandmgged prosthetic manufacturer. He has been adaliretthe Company since 1997 and of the E
since 1996.

Nathaniel F. Hughes.President and Chief Operating Officer of the Conypand the Bank since September 2004. Mr. HughesRresident and Chief Financial Offi
from April 2003 to September 2004. Mr. Hughes waedtitive Vice President and Chief Financial Officétthe Bank and the Company from February 19980l
2003. Mr. Hughes has been a director of the Bamkthe Company since April 2003. Mr. Hughes was \Reesident and Investment Officer with Pioneer Bankn
1998 to February 1999.

Gregory B. Jones.Chairman of the Board and Chief Executive Officeice April 2003. President and Chief Executive €¥fi of the Company and the Bank fi
January 1999 to April 2003. He has been a direaftthe Company and the Bank since 1999. Mr. Jorees Bixecutive Vice President and Chief Financiald®ffwith
Pioneer Bancshares, Inc. from 1998 to January 1999.

James H. Large.President of Key})ames Brick & Supply Company, Inc., a Chattanoagsed supplier of building supplies. He has beeineztdr of the Company sin
1997 and of the Bank since 1996.

Jerry D. Lee. Executive Vice President and Senior Loan Officethaf Bank since April 1999. Mr. Lee has been adfiireof the Bank and the Company since #
2003. Mr. Lee was Vice President with Northwest @eoBank from 1998 to April 1999.

Lawrence D. Levine.Retired insurance executive since 2002. Prior t8220e was President of Financial Management CarfChattanooga based insurance
financial management company. He has been a direttbe Company since 1997 and of the Bank si®861

Russell W. Lloyd. President of MPL Construction Company, a Chattaadmased commercial building construction comparg/ hels been a director of the Comg
since 1997 and of the Bank since 1996.

Earl A. Marler, Jr. Previously served as Chairman of the Board of then@any from 1997 to April 2003 and of the Bank fra896 to April 2003. He served as Cl
Executive Officer of the Company from 1997 to 19884 of the Bank from 1996 to 1998. He has bedreatdr of the Company since 1997 and of the Bam&es1996.
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Doyce G. Payne, M.DRetired physician of obstetrics and gynecologyhi; €hattanooga area. He has been a director &dhmpany since 1997 and of the Bank s
1996.

G. Turner Smith. Director of Southeast Energy Services, Inc., a @habga based consulting company to the construatidustry. He has been a director of
Company since 1997 and of the Bank since 1996.

Billy O. Wiggins. President of Checks, Inc., a Chattanooga baseda#tyetheck printing company. He has been a diregtdhe Company since 1997 and of the E
since 1996.

Marsha Yessick.Owner of Yessick's Design Center, a Chattanoogediserior design company, and owner of Yess&dteal manufacturer of various interior de:
products. She has been a director of the Compaig 41997 and of the Bank since 1996.

SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

The following table sets forth certain informaticoncerning the beneficial ownership of our outstagdlasses of stock based on ownership informagaarc
on the number of shares outstanding as of Septebihe&004 by each person known by us to own baaéfianore than 5% of each class, by each of ortgatiors an
executive officers and by all officers and direstars a group. Unless otherwise indicated belowgutoknowledge, all persons listed below have salgng anc
investment power with respect to their shares afroon stock except to the extent that authoritharad by spouses under applicable law. All shareseld directly.

Name and Address of Amount and Nature Percent of Outstanding
Beneficial Owner of Beneficial Ownership Common Stock (1)
B. Kenneth Driver 50,372 (2)(5) 1.78%

5319 Highway 153
Chattanooga, Tennessee 37343

Karl Fillauer 66,380 (2)(6) 2.34%
5319 Highway 153
Chattanooga, Tennessee 37343

Nathaniel F. Hughe 72,320 (3)(7) 2.55%
5319 Highway 153
Chattanooga, Tennessee 37343

Gregory B. Jones 77,408 (4)(8) 2.73%
5319 Highway 153
Chattanooga, Tennessee 37343

James H. Large 81,640 (2)(9) 2.88%
5319 Highway 153
Chattanooga, Tennessee 37343

Jerry D. Lee 75,320 (3)(10) 2.66%
5319 Highway 153
Chattanooga, Tennessee 37343

Lawrence D. Levine 35,800 (2)(11) 1.26%

5319 Highway 153
Chattanooga, Tennessee 37343
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Name and Address of Amount and Nature of Percent of Outstanding
Beneficial Owner Beneficial Ownership Common Stock (1)
Russell W. Lloyd 71,180 (2)(12) 2.51%
5319 Highway 153
Chattanooga, Tennessee 37343

Earl A. Marler, Jr. 74,130 (2)(13) 2.61%
5319 Highway 153
Chattanooga, Tennessee 37343

Doyce G. Payne, M.D. 77,680 (2)(14) 2.74%
5319 Highway 153
Chattanooga, Tennessee 37343

G. Turner Smith 60,000 (2) 2.11%
5319 Highway 153
Chattanooga, Tennessee 37343

Billy O. Wiggins 81,420 (2)(15) 2.87%
5319 Highway 153
Chattanooga, Tennessee 37343

Marsha Yessick 52,000 (2) 1.83%
5319 Highway 153
Chattanooga, Tennessee 37343

All directors and executive officers as a group ff&8sons) 875,650 30.87%

Q) Unless otherwise indicated, beneficial owngrstunsists of sole voting and investing power base#,487,234 shares issued and outstanding on
September 15, 2004. Options to purchase 349,66@shee exercisable or become exercisable withuie§8 of September 15, 2004. Such shares are deeme
to be outstanding for the purpose of computingoireentage of outstanding shares owned by eachrpersvhom a portion of such options relate, batray
deemed to be outstanding for the purpose of comgtlie percentage owned by any other person.

@) Includes 20,000 shares issuable within 60 dé&Beptember 15 2004 upon exercise of options dspuesuant to the 1996 Cornerstone Statutory anmd No
statutory Stock Option Plan.

3) Includes 31,120 shares issuable within 60 dé&Beptember 15, 2004 upon exercise of optionedpursuant to the 1996 Cornerstone Statutory amd N
statutory Stock Option Plan and the Cornerston@ 2@hg Term Incentive Plan.

4) Includes 32,920 shares issuable within 60 @&Beptember 15, 2004 upon exercise of optiongdpursuant to the 1996 Cornerstone Statutory amd N
statutory Stock Option Plan and the Cornerston@ 2@hg Term Incentive Plan.

5) Includes 32,372 shares held jointly with Mrivi2r's spouse, as to which Mr. Driver disclaimsédfanal ownership.

(6) Includes 46,380 shares held jointly with Mildtier's spouse, as to which Mr. Fillauer disclabeseficial ownership.

) Includes 1,200 shares held as custodian forMghes' children, as to which Mr. Hughes disclameseficial ownership.

(8) Includes 8,988 shares held jointly with Mr. sispouse, and 2,800 shares held in an IRA acbyuwit. Jones' spouse, as to which Mr. Jones dissla
beneficial ownership.

9) Includes 8,600 shares held jointly with Mr. Larggi®use, 3,200 shares held by Mr. Large's spousd4840 shares held by Key James Brick Compaisy
PSP, as to which Mr. Large disclaims beneficial exghip.

(10) Includes 19,000 shares in spouse's name 206 &hares held as custodian for a child, as telwiir. Lee disclaims beneficial ownership.

(12) Includes 200 shares held by Mr. Levine's sppasd 600 shares held as custodian for a graddehiio which Mr. Levine disclaims beneficial owstep.

(12) Includes 44,000 shares held jointly with Mioyd's spouse and 200 shares held as custodiangi@ndchild, as to which Mr. Lloyd disclaims becied
ownership.

(13) Includes 24,130 shares held jointly with Mratiér's spouse, as to which Mr. Marler disclaimsdfieial ownership.

(14) Includes 21,380 shares held jointly with DayRe's spouse and 6,000 shares held by Dr. Papmise.

(15) Includes 6,000 shares held as custodian ¢bild, as to which Mr. Wiggins disclaims benefiaiinership.
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Voting Securities and Principal Shareholders

We are not aware of any "person"” (as defined byStbeurities and Exchange Commission) who is theéfigal owner" of more than 5% of the outstan:
shares of our common stock, as of September 1%.200

DESCRIPTION OF SECURITIES

We have 10,000,000 shares of authorized commok,s$dc00 par value per share, of which 2,487,23teshwere issued and outstanding as of Septemt
2004. All shares of common stock have equal votiggjdation, and dividend rights. All shares ofwmon stock now outstanding are fully paid for and-assessable.

The common stock is quoted on the OTCBB underyhebsl CSBQ but it is not listed on a national sé&@s exchange.

The holders of outstanding shares of our commocksioe entitled to receive dividends out of legalsilable funds at such times and in such amaastb
board of directors may from time to time determiach shareholder is entitled to one vote for eselie of our common stock held on all matters stibthto a vote «
shareholders. The common stock is not entitledré@mptive rights and is not subject to conversionedemption. Upon a liquidation, dissolution onding-up, the
assets legally available for distribution to shatdbrs are distributable ratably among the holdéthe common stock and any participating prefestdk outstandir
at that time after payment of liquidation preferesidf any, on any outstanding preferred stockmmanent of other claims of creditors.

Anti-takeover Provisions

Some provisions of our charter and bylaws and teen€ssee Business Corporation Act may be consideredve antiakeover effects which may hindet
prevent a tender offer, proxy contest, or othezrafited takeover that shareholders may considee tio btheir best interest. Those provisions mayvaltr board ¢
directors to defend against an attempted transatiet might otherwise result in payment of a ptembver the market price of our common stock. Weedbe some «
these provisions below:

Special Shareholder Mesetings . Our bylaws provide that special meetings of shalders may be called by a majority of our boardioéctors, our president, 1
Commissioner of Financial Institutions and the FatlBeposit Insurance Corporation. However, in ofde our shareholders to call a special meetingmust receive
written notice from the holders of at least tencpat or more of our outstanding shares.

Number of Directors; Vacancies . We currently have thirteen directors, but ouralyd provide that the board of directors may in@dhss number to fiftee
directors. Our bylaws provide that all vacancieanboard may be filled by a majority of the reniag directors unless such vacancy was the realtdirector bein

removed by the shareholders at any regular or apeaetings of the shareholders.

Bylaw Amendments . Our bylaws provide that the bylaws may be altereddified, amended or repealed, except for thémecrelated to duties, term of off
and indemnification of directors, at any regulaspecial meeting of our board of directors whegeiarum is present with a three-fourth’s vote.

COMMISSION’S POSITION ON INDEMNIFICATION FOR SECURI TIES ACT LIABILITIES

Insofar as indemnification for liabilities underettSecurities Act of 1933 may be permitted to owedatdrs, officers, and controlling persons, we hbeel
advised that in the opinion of the Securities amdhange Commission such indemnification is agginstlic policy as expressed in the Securities Acti®83 an
therefore unenforceable.
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DESCRIPTION OF BUSINESS

Cornerstone Bancshares, Inc. was incorporated pte@éer 19, 1983 under the laws of the State oh@ssee and is a bank holding company registereet
the Bank Holding Company Act of 1956, as amendad,was formerly known as East Ridge Bancshares, Gwr wholly-owned subsidiary, Cornerstone Commu
Bank, a Tennessee banking corporation, resulted fhr@ merger of The Bank of East Ridge and Coraees€Community Bank effective October 15, 1997.

T he Company

Our primary activity currently is, and is expectedemain for the foreseeable future, the ownerahigh operation of the Bank. As a bank holding camyp we
intend to facilitate the Bank’s ability to servs itustomersiequirements for financial services. The holdilgnpany structure also provides flexibility for ergéor
through the possible acquisition of other finanaiestitutions and the provision of additional bargdrelated services, as well as certain banking services, whick
traditional commercial bank may not provide undegspnt laws. The holding company structure aléor@dg additional flexibility in terms of capital fmation an
financing opportunities.

In addition to the potential acquisition of Transwaounications, Inc. discussed under the headingeéReDevelopmentsdn page 25 of this prospectus, we |
seek in the future to acquire additional banks amkbholding companies or to engage in other aw#/iaippropriate for bank holding companies und@raiate
circumstances as permitted by law. The resulsuofoperations and financial condition for theef®eable future, therefore, will be determined arily by the resuli
of operations and financial condition of the Bank.

The Bank

The Banks business consists primarily of attracting degosiam the general public and, with these and ofteds, originating real estate loans, const
loans, business loans, and residential and comat@anstruction loans. Funds not invested inldae portfolio are invested by the Bank primarityabligations of th
U.S. Government, various states and their policdidivisions. In addition to deposits, sourcefuofls for the Banis loans and other investments include amortiz
and prepayment of loans, sales of loans or padticips in loans, sales of its investment securéies borrowing from other financial institution$he principal sourct
of income for the Bank are interest and fees ctdton loans, fees collected on deposit accourttsra@rest and dividends collected on other invesiist The princip
expenses of the Bank are interest paid on depesitgloyee compensation and benefits, office exigeasd other overhead expenses.

Employees

As of September 7, 2004, Cornerstone and the Bali&ctively had 82 full-time equivalent employedswhom 77 are full-time, and 10 are péirte. The
employees are not represented by a collective mangaunit. Cornerstone and the Bank believe thair relationships with their employees are good.

Customers

It is the opinion of management that there is mglsi customer or affiliated group of customers vendeposits, if withdrawn, would have a materialeads
effect on our business.

Competition

All phases of the Bank’s banking activities arehfygcompetitive. The Bank competes actively wittentyfour commercial banks, as well as fina
companies, credit unions, and other financial fu8tins located in its service area, which incluHasilton County, Tennessee.
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Based on total deposits of approximately $159,382 & December 31, 2003, the Bank represents 2ef3¥e deposit base in the Chattanooga, Tennessee
Georgia Metropolitan Statistical Area (“Chattanodd8A”). Three major regional banks represent approxim#&@&® of the deposits in the Chattanooga MSA. T
larger financial institutions have greater resosraed higher lending limits than the Bank, and ezfcthe three institutions has over 20 brancheldamilton County
There are several credit unions located in Hami@ointy. Since credit unions are not subject tmine taxes in the way commercial banks are, ctetdiins have &
advantage in offering competitive rates to potérdisstomers. The Bank also faces competition itage areas of its business from mortgage bankmmgpanies
consumer finance companies, insurance companieseynmarket mutual funds and investment bankingdjrsome of which are not subject to the same deaf
regulation as the Bank.

The Bank competes for deposits principally by adffgrdepositors a variety of deposit programs witmpetitive interest rates, quality service and emien
locations and hours. The Bank intends to focuses®urces to seek out and attract small busiredasonships and take advantage of the Ba@Bility to provid
flexible service that meets the needs of this custaclass. Management feels this market nichigeisrtost promising business area for the future tirafvthe Bank.

Supervision and Regulation
General

We are a bank holding company within the meanintpefBank Holding Company Act of 1956, as amendeel (Act”) and we are registered with and regul
by the Board of Governors of the Federal Resenstesy (the “Board”).We are required to file with the Board annual rép@nd such additional information as
Board may require pursuant to the Act. The Boaay miso make examinations of us and our subsidialge are also required to comply with the ruled egulation
of the Securities and Exchange Commission (the “@msion”) under federal securities laws.

The Bank is a Tennessebartered commercial bank and is subject to thersigion and regulation of the Tennessee DepartmieRtnancial Institutions (t
“TDFI"). In addition, the Bank’s deposit accourdse insured up to applicable limits by the Bankuhasce Fund (the “BIF"pf the Federal Deposit Insural
Corporation (the “FDIC”) and is, therefore, alsdget to regulation and supervision by the FDIGie Bank is not a member of the Federal Reserve®yst

Federal and state banking laws and regulationsrgoak areas of our and the Baskoperations, including reserves, loans, mortgaggsital, issuance
securities, payment of dividends and establishm&btanches. Federal and state banking agenaeshale the general authority to limit the dividempeaid by insure
banks if such payments should be deemed to cotestituunsafe or unsound banking practice. The TBBPIC and Board have the authority to impose pgerglinitiate
civil and administrative actions and take othepstatended to prevent banks from engaging in @ensafinsound practices.

Insurance of Deposit Accounts

Deposits of the Bank are insured by the FDIC toaximum of $100,000 for each insured depositor thhothe BIF, one of the two deposit insurance fi
established by federal law. As an insurer, the G-Hsues regulations, conducts examinations an@rgky supervises the operations of its insureditint®ns
(institutions insured by the FDIC hereinafter agéerred to as “insured institutions”Any insured institution which does not operate écadance with or conform
FDIC regulations, policies and directives, may becsioned for norcompliance. For example, proceedings may be uetlt against an insured institution if
institution or any director, officer or employeeesthof engages in unsafe and unsound practiceqeigting in an unsafe or unsound condition, or \hakted an
applicable law, regulation, rule, order or conditimposed by the FDIC. If insurance of accountgiminated by the FDIC, the deposits in the indtih will continue
to be insured by the FDIC for a period of two yefmifowing the date of termination. The FDIC reaoends an annual audit by independent accountantslat
periodically makes its own examinations of the Baike FDIC may revalue assets of an instituti@sea upon appraisals, and require establishmespteaific reserve
in amounts equal to the difference between sucrateation and the book value of the assets.
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On September 15, 1992, the FDIC approved final legiguns adopting a risk-related deposit insurangstesn. The riskelated regulations, which beca
effective January 1, 1993, resulted in a significgpread between the highest and lowest depositanse premiums. Under the risated insurance regulations, €
insured depository institution is assigned to ofighoee risk classifications: “well capitalized,’adequately capitalized,” or “under capitalized®ithin each ris
classification, there are three subgroups. Eastréd depository institution is assigned to on¢hebe subgroups within its risk classification lobhapon superviso
evaluations submitted to the FDIC by the institntsoprimary federal regulator Depending upon a BIF memberiisk classification and subgroup, applicable letipns
provide that its deposit insurance premium may $éow as 0.004% of insured deposits or as higl3a%o.of insured deposits. Additionally, because Biié ha:
exceeded its designated reserve ratio, the FDIGbasreduced to zero the assessment rate thapiisape to the most highly rated BIF members. Bagk has bec
notified that, based on its risk classification aswpervisory subgroup, its BIF assessment rate.08496 of insured deposits for the period from Japda tc
December 31, 2003. This is the most favorablesassent rate applicable to insured institutionsaddition, the Deposit Insurance Funds Act of 1@98-A) require:
that a Financing Corporation (FICO) assessmentdeé py the Bank. The annual FICO assessment oatddnks is presently 0.0154% of deposits. Thek
paid $20,814 in assessments during the year endeéenfiber 31, 2003.

Subsequent to the enactment of the Financial inistits Reform, Recovery, and Enforcement Act of LO&IRREA”), the FDIC issued riskased bank capit
guidelines which went into effect in stages throd§92. In accordance with the FDIC’s risk-basethdards, an institution’s assets andhfance sheet activities .
categorized into one of four risk categories, vatther a 0%, 20%, 50%, or 100% amount of capitdie¢cheld against these assets. In addition, tidelnes divid:
capital instruments into Tier 1 (core) capital dner 2 (supplementary) capital. The risksed capital adequacy guidelines require thdti€i) 1 capital equal or exce
4% of riskweighted assets; (ii) Tier 2 capital may not exc&@d% of Tier 1 capital, although certain Tier dital elements are subject to additional limitasip(ii)
assets and off-balance sheet items be weighteddicgdo risk; and (iv) the total capital to riskeighted assets ratio must be at least 8.0%. THE'BRurrent leverag
capital requirement requires banks receiving tighdst regulatory rating based upon the FBI@utine examination process, to maintain Tieafital equal to 3.0%
the banks total assets. Banks receiving lower regulatatings are required to maintain Tier 1 capital mnaanount that is at least 100 to 200 basis poiigtseln thai
3.0% of total assets.

At December 31, 2003, the Company had Tier 1 clapith14.2 million or 8.07% of total year to dateesage assets.

Certain provisions of the Federal Reserve Act, magiglicable to the Bank by Section 18(j) of the étati Deposit Insurance Act (12 U.S.C. §1828(j))
administered with respect to the Bank by the F2€ablish standards for the terms of, limit the am@f, and establish collateral requirements wagpect to any loa
or extensions of credit to, and investments inliatés by the Bank as well as set ar@sgth criteria for such transactions and for dertaher transactions (includi
payment by the Bank for services) between the Bemtkits affiliates. In addition, related provissoof the Federal Reserve Act and the Federal Resegulations (als
administered with respect to the Bank by the FDi@ijt the amounts of, and establish required proces and credit standards with respect to, load#rer extensiol
of credit to officers, directors and principal stfaolders of the Bank and to related interests dfi persons.

The FDIC may impose sanctions on any insured baakdoes not operate in accordance with FDIC réiguls, policies and directives. Proceedings me
instituted against any insured bank or any direaifficer or employee of the bank that is beliebgdthe FDIC to be engaged in unsafe or unsoundipeac includin
violation of applicable laws and regulations. THRIC is also empowered to assess civil penalti@nag companies or individuals who violate cerfaideral statute
orders or regulations. In addition, the FDIC haes &uthority to terminate insurance of accountgr afotice and hearing, upon a finding by the FEH@&t the insure
institution is or has engaged in any unsafe or und@ractice that has not been corrected, or @ionsafe or unsound condition to continue operat@ has violate
any applicable law, regulation, rule or order afcondition imposed by, the FDIC. Neither the Campnor the Bank knows of any past or current practondition ¢
violation that might lead to termination of its @sjt insurance.
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Although the Bank is not a member of the FederaleRee System, it is subject to Board regulatioas thquire it to maintain reserves against itssaatior
accounts (primarily checking accounts). Becauseries generally must be maintained in cash ooimimterest bearing accounts, the effect of the resegquiremen
is to increase the Bargtost of funds. The Board regulations currergtyuire that average daily reserves be maintainahstgtransaction accounts in the amount o
of the aggregate of such net transaction accoymts $52.6 million, plus 10% of the total in exce$$52.6 million.

Tennessee Supervision and Regulation

As a Tennesseehartered commercial bank, the Bank is subjectaigous state laws and regulations which limit theoant that can be loaned to a sii
borrower, the types of permissible investments, gagraphic and new product expansion, among ¢hiegys. The Bank must submit an application armtike th
approval of the TDFI before opening a new brandlt@for merging with another financial institutiomhe Commissioner of the TDFI has the authoriteriforce stai
laws and regulations by ordering a director, offiseemployee of the Bank to cease and desist friohating a law or regulation or from engaging insafe or unsour
banking practices.

Tennessee law contains limitations on the inteadsts that may be charged on various types of laadgestrictions on the nature and amount of |tiaaisma:
be granted and on the type of investments which beaynade. The operations of banks are also affdmtevarious consumer laws and regulations, inagidhos
relating to equal credit opportunity and regulatafrconsumer lending practices. All Tennessee sainkluding the Bank, must become and remain edsunder th
Federal Deposit Insurance Act (the “FDIA”).

State banks are subject to regulation by the TDH megard to capital requirements and the payrmédividends. Tennessee has adopted the provisiotie
Board’'s Regulation O with respect to restrictiond@ans and other extensions of credit to bankidars”. Further, under Tennessee law, state banks arebitexhirorn
lending to any one person, firm or corporation antsunore than fifteen percent (15%) of the Bankitgquapital accounts, except (i) in the case ofairrloans securt
by negotiable title documents covering readily netabkle nonperishable staples, or (ii) with the peapproval of the Bank’ board of directors or finance commi
(however titled), the Bank may make a loan to aesspn, firm or corporation of up to twerfiye percent (25%) of its equity capital account®nnessee law requil
that dividends be paid only from retained earnif@sundivided profits) except that dividends maydzed from capital surplus with the prior, writteonsent of th
TDFI. Tennessee laws regulating banks requiraitecharges against and transfers from an ingitigiundivided profits account before undivided psoian be mac
available for the payment of dividends.

Federal Supervision and Regulation

We are regularly examined by the Board, and thekBsisupervised and examined by the FDIC. We egeired to file with the Board annual reports atite
information regarding its business operations drel iusiness operations of its subsidiaries. Approfahe Board is required before we may acquitiegatly or
indirectly, ownership or control of the voting skarof any bank, if, after such acquisition, we wloolvn or control, directly or indirectly, more th&fo of the votin
stock of the bank. In addition, pursuant to thevigions of the Act and the regulations promulgdtesteunder, we may only engage in, or own or chesmpanies th
engage in, activities deemed by the Board to bdasely related to banking as to be a proper imtitieereto.

The Bank and the Company are “affiliateslithin the meaning of the Act. Certain provisiasfshe Act establish standards for the terms afjtt the amoul
of, and establish collateral requirements with eespo, any loans or extensions of credit to, anvestments in, affiliates by the Bank, as well eisssmslength criterii
for such transactions and for certain other tratimag (including payment by the Bank for servicesler any contract) between the Bank and its afia In additior
related provisions athe Act and the regulations promulgated under tbelifnit the amounts of, and establish requiredcpdures and credit standards with respe
loans and other extensions of credit to officemreators, and principal shareholders of the Bah&, €ompany and any other subsidiary of the Compamy,to relate
interests of such persons.
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In addition to the banking regulations imposed snaur securities are not exempt from the federdl state securities laws as are the securitieseoBank.
Accordingly, an offering of our securities must tEgistered under both the Securities Act of 193@ (tSecurities Act”)and state securities laws or qualify
exemptions from registration.

Under Section 106(b) of 1970 Amendments to the(A2tU.S.C. § 1972), the Bank is prohibited fromeexting credit, selling or leasing property or fgtrinc
any service to any customer on the condition ouiregnent that the customer (i) obtain any additigmeperty, service or credit from the Company, Bank (other the
a loan, discount, deposit, or trust service) or atier subsidiary of the Company; (ii) refrain frabtaining any property, credit or service from aamynpetitor of th
Company, the Bank or any subsidiary of the Companyjii) provide any credit, property or serviaethe Company, the Bank (other than those relatehd usuall
provided in connection with a loan, discount, dépastrust service) or any subsidiary of the Compa

Most bank holding companies are required to gieeBbard prior written notice of any purchase orragtion of their outstanding equity securitieshd gros
consideration for the purchase or redemption, wtwmnbined with the net consideration paid for atttspurchases or redemptions during the precedingdrths, i
equal to 10% or more of the bank holding compamgnsolidated net worth. The Board may disappsowd a purchase or redemption if it determinesttieaproposi
constitutes an unsafe or unsound practice thatdveiolate any law, regulation, Board order or dingx or any condition imposed by, or written agreatnwith, th
Board. The prior notice requirement does not applgertain “well-capitalized” bank holding compesithat meet specified criteria.

In November 1985, the Board adopted its Policy eédt@int on Cash Dividends Not Fully Covered by EasinThe Policy Statement sets forth var
guidelines that the Board believes that a bankihgldompany should follow in establishing its diefdl policy. In general, the Board stated that basiling companie
should not pay dividends except out of current iegsiand unless the prospective rate of earningsitien by the holding company appears consistétfit it capita
needs, asset quality and overall financial conditio

Legidlation Affecting the Company and the Bank

The following information describes statutory amdjulatory provisions and is qualified in its ertiréy reference to the particular statutory andutaimry
provisions.

Far-reaching legislation, including FIRREA, and frederal Deposit Insurance Corporation Improverentof 1991 (“FDICIA”) have for years impacted 1
business of banking. FIRREA primarily affected thgulation of savings institutions rather than tbgulation of state banks and bank holding comgsalike the Ban
and the Company, but did include provisions affegtileposit insurance premiums, acquisitions oftthdy banks and bank holding companies, liabiitycommonl
controlled depository institutions, receivershipdatonservatorship rights and procedures and sufmtanincreased penalties for violations of barkistatute:
regulations and orders.

FDICIA resulted in extensive changes to the fedeaalking laws. The primary purpose of FDICIA wastithorize additional borrowings by the FDIC ide
to assist in the resolution of failed and failingaincial institutions. However, the law also ihgid certain changes to the supervisory procedscantained variot
provisions affecting the operations of banks antkbd®lding companies.

The additional supervisory powers and regulatioasdated by the FDICIA, include a “prompt correctaion” program based upon five regulatory zone
banks, in which all banks are placed largely basetheir capital positions.
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Regulators are permitted to take increasingly haxtlon as a bang&’financial condition declines. Regulators ar® ampowered to place in receivershi|
require the sale of a bank to another depositasfitition when a bank’capital leverage ratio reaches two percent.eBetpitalized institutions are generally subje
less onerous regulation and supervision than bawilts lesser amounts of capital. The FDIC has aelbpegulations implementing the prompt correcticéoa
provisions of the FDICIA, which place financial fitstions in the following five categories basednpapitalization ratios: (1) a “well capitalizenfistitution has a tot
risk-based capital ratio of at least 10%, a Tiersk-based ratio of at least 6% and a leverage dtiat least 5%; (2) an “adequately capitalizedtitution has a tot
risk-based ratio of at least 8%, a Tier 1 risk-blasgio of at least 4% and a leverage ratio oéast 4%; (3) an “undercapitalized” institution laaotal riskbased capit
ratio of under 8%, a Tier 1 risk-based capitaloratf under 4% or a leverage ratio of under 4%;a4%ignificantly undercapitalized” institution hastotal riskbase!
capital ratio of under 6%, a Tier 1 risk-basedorafi under 3% or a leverage ratio of under 3%; @)ad “critically undercapitalizedihstitution has a leverage ratio of
or less. Institutions in any of the three undeitediped categories would be prohibited from deadigrdividends or making capital distributions. Tiiegulations als
establish procedures for “downgradingsi institution to a lower capital category basedsopervisory factors other than capital. Variotieo sections of the FDIC!
impose substantial audit and reporting requiremants increase the role of independent accountanttatside directors. Set forth below is a lishtedning certai
significant provisions of the FDICIA:

0] annual on-site examinations by regulators (excepsimaller, well-capitalized banks with high managet ratings, which must be
examined every 18 months);

(i) mandated annual independent audits by independtit @ccountants and an independent audit comenitteutside directors for
institutions with more than $500,000,000 in assets;

(iii) new uniform disclosure requirements for interetgsand terms of deposit accounts;

(iv) a requirement that the FDIC establish a risk-basgubsit insurance assessment system;

(v) authorization for the FDIC to impose one or morecsgl assessments on its insured banks to redapitak BIF;

(vi) a requirement that each institution submit to iimpry regulators an annual report on its financ@idition and management, which
report will be available to the public;

(vii) a ban on the acceptance of brokered deposits elrgepell capitalized institutions and by adequatapitalized institutions with the
permission of the FDIC and the regulation of thekered deposit market by the FDIC;

(viii) restrictions on the activities engaged in by stateks and their subsidiaries as principal, inclgdimsurance underwriting, to the

same activities permissible for national banks #m&dr subsidiaries unless the state bank is welitalized and a determination is made by the FDIC
that the activities do not pose a significant tiskhe insurance fund;

(ix) a review by each regulatory agency of accountingcppies applicable to reports or statements reguto be filed with federal
banking agencies and a mandate to devise unifayoirements for all such filings;
x) the institution by each regulatory agency of noitegafety and soundness standards for eachutistitit regulates which cover

(1) internal controls, (2) loan documentation, ¢8ydit underwriting, (4) interest rate exposure, 5set growth, (6) compensation, fees and benefits
paid to employees, officers and directors, (7) apenal and managerial standards, and (8) assdityguearnings and stock valuation standards for
preserving a minimum ratio of market value to bealue for publicly traded shares (if feasible);

(xi) uniform regulations regarding real estate lendary

(xii) a review by each regulatory agency of the risk-Bas#pital rules to ensure they take into accoumetgadte interest rate risk,
concentration of credit risk, and the risks of naditional activities.

The activities permissible to the Company and th@kBwere substantially expanded by the Gramm-L&ditdy Act (the “Gramm Act”). The Gramm Ac
repeals the anti-affiliation provisions of the Gl&teagall Act to permit the common ownership of caroial banks, investment banks and insurance coiepai hi
Gramm Act amended the Act to permit a financialding company to engage in any activity and acqairé retain any company that the Board determindxe tG
financial in nature or incidental to such finanaativity, or (ii) complementary to a financial &ty and that does not pose a substantial riskéosafety and soundn
of depository institutions or the financial systgenerally. The Gramm Act also modifies current tadating to financial privacy and community reistreent. The ne
financial privacy provisions generally prohibit éincial institutions, including the Bank and the Qamy, from disclosing nonpublic personal finanérdbrmation tc
third parties unless customers have the opporttaitgpt out” of the disclosure.
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Bills are regularly introduced in both the Unitethtés Congress and the Tennessee General Assemablgantain wideanging proposals for altering
structures, regulations and competitive relatigostof the natiors financial institutions. It cannot be predicteHether or what form any proposed legislation wé
adopted or the extent to which the business o€mapany or the Bank may be affected thereby.

Recent Developments

Our common stock was split on a two-for-one baffexcgve as of September 15, 2004.

Presently, we are in negotiations in the UnitedteStaBankruptcy Court, Eastern District of Tennessmuthern Division, to purchase certain asse
Transcommunications Inc., a debit card processtr prioprietary software capable of providing muiti€tional prepaid payroll cards to the truckingustly as well
the general market, through a U.S. Bankruptcy Celgtion 363 sale. The U.S. Bankruptcy Code Se&@hsale would allow us to purchase only the assetseed t
successfully bring the debit cards to market whatering the norpermissible banking activities and all unwantedetsand liabilities behind with the bankruptcy &s
We do not at this time know whether we will be aoleonsummate this transaction.

MANAGEMENT'S DISCUSSION AND ANALYSI S

For the threamonth and sixnonth periods ended June 30, 2004:

The following discussion and analysis sets forthrtiajor factors that affect Cornerstanegsults of operations and financial conditioteat®d in the unaudit
financial statements for the three-month andnsonth periods ended June 30, 2004 and 2003. ThausBion and analysis should be read in conjunetitm the
Company’s Consolidated Financial Statements fdrtthee period contained herein and notes attachecto.

Overview

As of June 30, 2004 Cornerstone had total congelidassets of $230.6 million, total loans of $188ilfion, total deposits of $179.1 million and skbolder:
equity of $17.8 million. Our net income was $628@Md $1,146,000 for the three and six months edded 30, 2004.

Results of Operations

Cornerstone ended the first six months of 2004 vathl assets of $231 million, a 14.7% increasenfidecember 31, 2003 and a 26.7% increase from 3
2003. Cornerstone reported net income for the sikths ending June 30, 2004 of $1,145,912, or $0e&& earnings per share, compared to $902,228).@8 basi
earnings per share, for the same period in 2008.iffdrease in earnings during the first six mowth2004 represents a 27% increase compaoetti¢ first six months
2003.

The increase in net income for the first six monith2004 was due primarily to the Bank increastsgietinterest income by $1 million, or 26.9% compare
the same period in 2003. The Bank accomplishedothiscreasing its total average earning asse®39y5 million, or 24.2% compared to the same pend2D03, while
maintaining an above average net interest margki@#% . During the same time period, peer banks¢'interest margin averaged 4.36% . The Bank J&zsable ti
increase deposits and use alternative sourcesdirfg to improve the Bang'interest rate exposure while decreasing the thwast of funds. Interest expense incre:
by $8,000 for the first six months of 2004 compaieethe same period in 2003. This small increase duee to the Bank increasing deposits by 30% mastiansactio
based accounts compared to the period ending aa 3wn2003, and was assisted by continued repriiintg certificates of deposit. The Baskransaction accoul
grew 17.4% during the first six months of 2004 wtdkrtificates of deposit increased 7.5% for tmesperiod. The Bank also took advantage of attractontraditiona
funding sources during the second quarter of 2@@4nerstone increased its Federal Home Loan Banowings by $10 million and selected longerm maturities t
reduce the Bank’'general interest rate risk. In addition, the Baovely used its federal funds lines of creditaasinexpensive source of funds. The Bank antiek
rapid deposit growth in both transaction deposgits eertificates of deposit during the third andrfbuquarters of 2004, which would be used to redtscéederal func
lines of credit balances.
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Non-nterest income increased 17.7% for the first sonths of 2004 compared to the same period in 208& increase was broad based, but had a
contribution from a new line of business of leasiisgets to customers and saw continued growtttofrenerce as a revenue generator to the Bank’s imstatement.

On the qualitative side, the Bank maintained iteetiguality, which is quantified by the Baakielow peer bank average of past due loans ttaes ratio ¢
0.24% and a below peer bank average perierming asset ratio of 0.025% . This was accashpt during a time period when regional banksgsfied to maintain n
interest margin and suffered from a general detatian of loan quality. For the first six months 2104, the Banls net interest margin was 5.02%, compared to 4
for the same time period in 2003. The Bank’s mansge expects the Barkhet interest margin to decrease slightly to aenfistoric level of 4.9% over the remain
of 2004.

During the second quarter of 2004 Cornerstone woetl to work on improving its manpower and capitgbacity as an increasing number of businesse
other banking customers that were unable to reglationships with, or were poorly treated by, oegil banking institutions became customers of thakB The
Chattanooga banking community continued to suffemfmanpower adjustments which left many qualitgibesses and other banking customers without prsly
existing banking relationships. As a result, mangibesses and other banking customers changed.f@2okserstone and other stable community banks heaily
accepted these banking relationship transfers ande@stone expects the trend to continue.

The Bank has continued to expand its asset baedthteprogram and has developed into a Tennesaderlén SBA lending dollar volume as several SBér
generation associations refer loans to the Bankitdudepth of knowledge with respect to speciabignis and willingness to consider these loans. ané&'s position o
SBA loans is to strictly underwrite each loan ic@clance with bank credit guidelines. In additishen SBA loans are saleable to the secondary maheeBank wil
generally sell the SBA loans to increase fee incam@enhance the net income of the Bank.

The Bank has opened a new branch on Old Lee Higlm&pltewah, Tennessee. The opening gives Cooradtve full service branches in Hamilton Cot
and gives customers in the Cleveland, Tennessaeaabeanch slightly south of Clevelaadity limits. The Bank intends to continue to opgw branch locations
opportunities present themselves.

The Bank, pursuant to its strategic plan, inter@l€dntinue to focus on providing a competitive foott (convenient branches) to the Chattanooga
allowing it to compete with the three major regibbanks located in the area. The Bank also intémdiscus its efforts in the suburb branch netwarll aot on a centr
hub bank located in downtown Chattanooga. It is &ltended that special emphasis will be placegmwiding services specifically targeted to smalkinesses ai
individual consumers.

Financial Condition
Earning Assets. Average earning assets for the six months ending 30, 2004, increased by $36.9 million, or 23.2%tmpared to the six months ending <
30, 2003, while actual earning assets increasedy®4iBn or 28.5% during the same period. The agerand actual balance increases were due to dsanglemand i

the first half of 2004 and a strong growth in traect®n account deposits during the current repgrntieriod. Management expects average earning aesgtew at
similar pace during the remainder of 2004.

31




Loan Portfolio. The Bank's average loans for the first six month80®4 were $169.1 million, an increase of $37.8iom, or 28.3% compared to the first
months of 2003, while actual balances increasekll83.7 million, an increase of 28.1% above the $143llion in loans as of June 30, 2003. Managenaenicipate
similar loan growth for the remainder of the ygaboth average and actual balances.

Investment Portfolio. The Bank's average investment securities portfatid Federal Funds Sold decreased by 1.2% or $0iidmfor the six months endi
June 30, 2004 compared to the six months ending 3002003, while actual balances increased $8libmér 24.4% . The difference in growth is duethe purchase
securities late in the second quarter after theketamorrection materially increased interest raegr to that correction, management believedrterest rate risk vers
the yield reward was not sufficient to warrant fases of securities unless they were tied to abiarirate index. After the correction, the Bankadregp purchas
securities with longer durations and higher yieldgnagement currently is carefully purchasing séesrthat provide acceptable return versus therést rate ris|
Management expects the average and actual balaseewrities to increase over the remainder of 200 Bank expects to maintain an investment gyaté making
prudent investment decisions with active manageroktite portfolio to optimize, within the constregrof established policies, an adequate returrvahee. Investmel
objectives include, in order of priority, gap maeagent, liquidity, pledging, return, and local conmity support. The Bank maintains two classificaiaf investmer
securities: "Held to Maturity" (HTM) and "Availablor Sale" (AFS). The "Available for Sale" secie#tiare carried at fair market value, whereas "HelMaturity"
securities are carried at book value. As of June804, net unrealized losses in the "AvailableSale" portfolio amounted to $110,778, a 0.4% desen value.

Deposits. The Bank's average deposits increased by $28.Bbmir 21.1% for the sixaonth period ending June 30, 2004 compared toatre geriod endir
June 30, 2003, while actual deposit balances isetedy $41.6 million or 30.2% . The actual depgsitwth was broad based with nonerest bearing transacti
accounts increasing by 48.1% during the same tiet®g. Management intends to continue to focuffsrts on attracting core deposits and expectsficates o
deposit to increase over the remainder of 2004oas growth continues. The Bank intends to maingsirone of its highest priorities the continued cialtion o
transaction accounts from new and existing custeyweich should provide the Bank with an increasetinterest margin.

Liquidity and Capital Resources.

As of the end of the second quarter of 2004 thekBeaul $27 million of Federal Home Loan Bank of @imati (“FHLB”) borrowings and the ability to borr
another $10 million. The borrowings are designethaimaturity of 10 years with call and put opti@fter a stated conversion date. During the secomadter of 200:
the Bank borrowed $5 million with a thrgear conversion date and an interest rate of 3.4688ging the total Bank borrowings to $27 milliadanagement believ
that FHLB borrowings provide an inexpensive mettmdeduce interest rate risks by obtaining longemtliabilities to match the typically longer teamsets the Bal
has on its balance sheet that are usually belowdbkeof certificates of deposit. Cornerstone, uride$5.0 million guidance line with Fifth ThirdaBk, borrowed $2
million to inject capital into the Bank. The injemt was needed to maintain an 8% capital leveratie, which the regulators consider appropriateegithe size of ol
Bank. The loan is priced at 30-day LIBOR index [@&$ basis points, which as of June 30 was 3.1%.

Average stockholders' equity increased by $1.8anilbr 11.7% to $17.5 million for the six monthsderg June 30, 2004 compared with $15.7 million g
the six months ending June 30, 2003. Actual eqnityeased by $1.7 million or 10.6% from June 3®2® June 30, 2004. This increase was primarily tduretaine
earnings.

Due to its rapid asset growth, the Bank has bemedbto address issues of liquidity and capitabueses. The Bank is currently earning a return quitg of
approximately 15% while growing assets at a ratapgroximately 30%, which leaves a shortfall of mppmately 15%. Having no desire to reduce the Bsutkirrer
growth, Cornerstone’board of directors and management have decidedige additional capital to allow the Bank to @oné to grow its market share and at
average earnings growth. Cornerstone is currentiyernplating raising additional capital throughadiering of its common stock.
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CONSOLIDATED AVERAGE BALANCE SHEET
INTEREST INCOME / EXPENSE AND YIELD / RATES
Taxable equivalent basis
(in thousands)

Six months ended

June 30,
2004 2003
Assets Average Income / Yield / Average Income / Yield /
Balance Expense Rate Balance Expense Rate
Loans, net of unearned income 169,07¢ 5,99¢ 7.15% 131,84¢ 4,91¢ 7.52%
Investment securities 26,03: 48C 3.84% 24,54¢ 514 4.32%
Other earning assets 584 4 1.3(% 2,427 15 1.26%
Total earning assets 195,69« 6,482 6.6%% 158,81¢ 5,44¢ 6.92%
Allowance for loan losses (2,149 (1,690
Cash and other assets 15,251 12,73¢
TOTAL ASSETS 208,80: 169,86"
Liabilities and Stockholders' Equity
Interest bearing liabilities:
Interest bearing demand deposits 26,357 51 0.3%% 21,64: 39 0.3€%
Savings deposits 7,211 18 0.51% 6,81: 29 0.8€%
MMDA's 23,52¢ 177 1.52% 18,11( 15C 1.67%
Time deposits 57,53¢ 717 2.51% 51,35¢ 79z 3.11%
Time deposits of $100,000 or more 22,47¢ 26€ 2.3¢% 19,09! 317 3.35%
Federal funds and securities sold under
agreements to repurchase 5,22 33 1.28% 4,452 27 1.22%
Other borrowings 22,78: 362 3.21% 14,82: 262 3.5¢%
Total interest bearing liabilities 165,11 1,62¢ 1.9%% 136,29( 1,617 2.3%%
Net interest spread 4,857 3,821
Noninterest bearing demand deposits 24,84¢ 16,79(
Accrued expenses and other liabilities 1,27¢ 1,12¢
Stockholders' equity 17,57( 15,66:
TOTAL LIABILITIES AND
STOCKHOLDERS' EQUITY 208,80: 169,86°
Net interest margin on earning assets 5.02% 4.87%
Net interest spread on earning assets 4.7C% 4.52%
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Results of Operations - Six months ended June 300@4 compared to six months ended June 30, 2003

Net Interest Income. Net interest income is the principal component @ihancial institution's income stream and représéme spread between interest ant
income generated from earning assets and the shtexpense paid on deposits. The following disousis on a fully taxable equivalent basis.

Net interest income before loan loss provisionthar first six months of 2004 increased $1,030,232609% above net interest income before loar
provision for the first six months of 2003. Ther@ase in net interest income as of June 30, 20@4pnmarily due to the growth in interest incomel &@es associat
with loan growth, which grew $1.1 million or 22.0%hile interest expense remained constant. The ilm@me growth was mainly in the commercial and ow@rcia
real estate areas and was supplemented by SBAIfedsan participation fees. Deposits and integgpense remained constant for the first six moaft2004 even wit
a 21% growth of average interest bearing liabgitieie to the cost of funds decreasing from 2.39%thie first six months of 2003 to 1.98% for thesfiisix months ¢
2004. The yield from earning assets decreased 6@2% to 6.69% over the same time period. Two audit factors assisted net interest income growitst, the
Bank’s asset mix shifted as the percentage of average lm average total assets increased to 80.9%€dirst six months of 2004 from 77.6% for thesfisix month
of 2003, providing the majority of the Barskasset growth in higher yielding assets. SecoBé, I8an production that is not reflected in the rge loan balances w
sold to the secondary market for fee income. Tloeegmse in net interest margin exceeded the Bapidjections by approximately 24 basis points ead be directl
attributed to the abovmentioned factors. Management foresees the naesgitenargin decreasing from these levels for tteameder of 2004 and having a sli
compression as rates adjust during the secondhao4.

Interest income increased $1,038,206 or 19.1%Hemieriod ended June 30, 2004 compared to the parieal ended June 30, 2003. Interest inc
produced by the loan portfolio increased $1,083@922.0% for the six month period ended June 804Zompared to six month period ended June 3,20 to th
increase in average loans outstanding and origimdées associated with loan growth for the periite increase of loan interest income was partiaffget by th:
general repricing of the loan portfolio in a lowdrest rate environment. Management estimatesvieige and actual balances will continue to in@d¢hasoughout th
remainder of 2004. Interest income on investmeaotirsies, Federal Funds and other investments dserk$45,293 or 8.6% for the six month period epdime 3(
2004 compared to the six month period ended Jun2QIB, due primarily to a decrease in general atades and lower average outstanding balances ffoolonge
period of time.

Total interest expense increased $7,967 or 0.5% frone 30, 2003 to June 30, 2004. The interestsepi@crease from the first six months of 20C
the first six months of 2004 is primarily due tgrawth in interest bearing liabilities of 21.4% thvas offset by a decrease in the rates of all siepor other borrowing

The trend in net interest income is commonly evaldan terms of average rates using the net interasgin and the interest rate spread. The netgs
margin, or the net yield on earning assets, is adethby dividing fully taxable equivalent net irgst income by average earning assets. This rapiegents th
difference between the average yield on averagergpassets and the average rate paid for all fusdd to support those earning assets. The ne¢shtmargin for th
first six months of 2004 was 5.02% . The yield améng assets decreased 23 basis points to 6.69%tefperiod ended June 30, 2004, compared to 6f@R%e perio
ended June 30, 2003.

The interest rate spread measures the differerteebr the average yield on earning assets andrédrage rate paid on interest bearing sources afsl
The interest rate spread eliminates the impacbaofinterest bearing funds and gives a direct perspect the effect of market interest rate movemekdsthe Feder.
Reserve decreased interest rates during the ifirst@nths of 2003, certificates of deposits andgegtion accounts were able to reprice at a mugbrléevel and assist
the interest rate spread increase to 4.71% fosithenonth period ending June 30, 2004 compared58% for the same period ending June 30, 2003nenease of 1
basis points.

Allowance for Loan Losses. The allowance for possible loan losses represeatagement's assessment of the risks associate@xtéthding credit ar
its evaluation of the quality of the loan portfolidanagement analyzes the loan portfolio to deteenthe adequacy of the allowance for possible loases and tt
appropriate provisions required to maintain a leaisidered adequate to absorb anticipated lo@medodlanagement believes that the $2.3 millionnaiece for loa
losses as of June 30, 2004 reflects the full knewtent of credit exposure. Cornerstone made a $80(yrovision during the first half of 2004 andieipates simile
provisions in the future as the loan portfolio gsoand unanticipated loan losses occur. No asswsagebe given, however, that adverse economiarogtances wi
not result in increased losses in the loan podfatid require greater provisions for possible loases in the future.
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Non-performing Assets. Non-performing assets include non-performing loamd foreclosed real estate held for sale. Nerferming loans include loa
classified as non-accrual or renegotiated. The Bamhlicy is to place a loan on nagerual status when payment of principal or inteisesontractually 90 or more dz¢
past due. At the time a loan is placed on moorual status, interest previously accrued butatkécted may be reversed and charged againsgrduearnings. As of Ju
30, 2004, the Bank had $45,116 in non-accruingde@am no other non-performing assets.

Non-interest Income. Non-interest income consists of revenues geneffated a broad range of financial services and aisj including fedase!
services and profits, commissions earned througtlitclife insurance sales and other activitiesadidition, gains or losses realized frothe sale of residential mortge
loans are included in non-interest income. Total-imberest income increased by $101,447 or 17.7% fioenfirst half of 2003 compared with the first fhaf 2004
During the first six months of 2004 the Bank pumsdth customes’ assets for the purpose of leasing them to badietge existing customers. The product line st
produce accelerated depreciation for the Bank wdeléeveraging the customsrmalance sheet. The expected internal rateswhren these types of leases range
15% to 25%. The leases are scheduled over thras ged the customer will be given the option to bagk the assets at the end of the lease at faketnaalue o
renew the existing lease. Management believesribeof business will provide above average retwitis similar risk to a loan.

Non-interest Expense. Non-interest expense for the first six months of 20@e¥éased by $471,349 or 16.9% compared to thesfixstnonths in 200:
Expenses for salaries and employee benefits inetlebyg $367,122 or 23.6% for the six months endimgeJ30, 2004 over the same period ending June CBIB
Occupancy and equipment expense as of June 30,i20@&sed by $98,381 or 29.3% over the same p@ri@d03. All other non-interest expenses for tixensontr
period ended June 30, 2004 increased $5,847 or Bv&othe non-interest expenses for the same pended June 30, 2003. The increase in all othetfimteres
expense is due primarily to the growth of the BanHl its needs to properly manage the growth. Thkk Bdded one talented lender and has had to ad8aulooffice
personnel to handle the increased volume of agtfuitm the new transaction accounts open overdhkeylear. The growth in occupancy expense canthileuaéd to th
expenses associated with opening the Bank’s newe®ah branch in June of 2004. In addition the badata processing cost has grown concurrently wighBanks
deposit growth.
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CONSOLIDATED AVERAGE BALANCE SHEET
INTEREST INCOME / EXPENSE AND YIELD / RATES
Taxable equivalent basis (in thousands)

Three months ended June 30,

2004 2003
Assets Average Income / Yield / Average Income / Yield /
Balance Expense Rate Balance Expense Rate
Loans, net of unearned income 175,39 3,15¢ 7.21% 136,47 2,53( 7.44%
Investment securities 27,31% 24¢ 3.7% 27,11( 27¢ 4.12%
Other earning assets 511 2 1.2% 10z 2 6.3%%
Total earning assets 203,22( 3,40¢ 6.7(% 163,68 2,80¢ 6.8%%
Allowance for loan losses (2,212 (1,756
Cash and other assets 16,41° 12,94¢
TOTAL ASSETS 217,42¢ 174,87¢
Liabilities and Stockholders' Equity
Interest bearing liabilities:
Interest bearing demand deposits 26,35 28 0.42% 22,53¢ 20 0.35%
Savings deposits 7,317 9 0.51% 6,88¢ 13 0.74%
MMDA's 24,82° 9 1.52% 19,47 82 1.6%%
Time deposits 57,73% 342 2.3% 50,26 374 2.9%
Time deposits of $100,000 or more 22,68¢ 12¢ 2.2¢% 19,08: 15€ 3.2%
Federal funds and securities sold under
agreements to repurchase 6,99¢ 23 1.2%% 6,07¢ 18 1.22%
Other borrowings 24,90( 19z 3.11% 16,34: 141 3.41%
Total interest bearing liabilities 170,82( 81¢ 1.92% 140,66( 80% 2.3(%
2,58¢ 1,99¢
Noninterest bearing demand deposits 27,82: 17,09:
Accrued expenses and other liabilities 1,11¢ 1,19¢
Stockholders' equity 17,66¢ 15,93:
TOTAL LIABILITIES AND
STOCKHOLDERS' EQUITY 217,42¢ 174,87¢
Net interest margin on earning assets 5.12% 4.9(%
Net interest spread on earning assets 4.82% 4.5%

Results of Operations - Three months ended June 38004 compared to three months ended June 30, 2003

Net Interest Income. Net interest income before loan loss provisiontfier second quarter of 2004 increased $587,643.4¢28bove net interest income be
loan loss provision for the second quarter of 200 increase in net interest income was primalily to an increase in interest income from earagsgt growth whi
deposit cost remained flat. Partially offsetting tirowth was a decrease in asset yields but se8&alfees and loan participation fees generatethduhe secor
quarter of 2004 partially offset the decrease elds. The interest yield from earning assets deedt&om 6.89% to 6.74% while interest cost from Banks liabilities
decreased from 2.30% to 1.92% over the same timedoeTwo additional factors assisted net inteiesbme growth. First, the Bark’deposit mix shifted as t
percentage of average transaction accounts togvéntal deposits grew from 48.8% for the secorattgn of 2003 to 51.8% for the second quarter @42@roviding
the majority of the Bank’s deposit growth in lespensive deposits. Second, the Banércentage of average loans to average assstased to 80.7% for the sec
quarter of 2004 compared with 78.0% during the sdoguarter of 2003. The increase in net interesigmavas above the Bardk’projections and can be dire:
attributed to the above-mentioned change in the&kBateposit mix and the recent addition of comn®rithance department fee income and SBA fees.
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Total interest income increased $600,284 or 21.d#4He period ended June 30, 2004 compared todime period ended June 30, 2003. Interest in
produced by the loan portfolio increased $623,92P407% for the three month period ended June @04 Zompared to the three month period ended JOn2083, du
to the increase in average loans outstanding aigéhation fees associated with loan growth for gegiod. The increase in the volume of loan interesbme wa
partially offset by the general repricing of thedoportfolio in a low interest rate environment. fdgement estimates the average balances will ecentm increas
Interest income on investment securities, Fedaratls and other investments decreased $23,636 %r fi6the threenonth pe riod ending June 30, 2004 compar
the threemonth period ended June 30, 2003. This was dueapfimo a low interest rate environment in the &ery and Federal Funds markets and a positiom tay
the Bank to move to variable rate securities taicedthe interest rate risk associated if rates veeigcrease in the near future.

Total interest expense increased $12,641 or 1.5% flune 30, 2003 to June 30, 2004. The interestnsepincrease from the second quarter of 2003e
second quarter of 2004 is primarily due to an iasesof $30.2 million in average interest beariagilities, but was mostly offset by decreases erttes of certificat
of deposit and the change in the deposit mix maeticabove.

The net interest margin for the second quarter0®2wvas 5.12% compared to 4.90% for the secondequafr 2003. The yield on earning assets decreas
basis points to 6.74% for the period ended Jun2@®4, compared to 6.89% for the period ended 30n2003.

As the Federal Reserve decreased interest rategydbe second quarter of 2003, deposits in gemezed able to reprice at a lower level and assistednteres
rate spread increase to 4.82% for the three moatiogh ending June 30, 2004 compared to 4.59% frsime period ending June 30, 2003, an increag8 bhsi
points.

Allowance for Loan Losses. Management believes that the $2.3 million allowafizdoan losses as of June 30, 2004 reflects uHekhown extent ¢
credit exposure. Cornerstone made a $250,000 poovitiring the second quarter of 2004 and antiegatmilar provisions in the future as the loartfpto grows an
unanticipated loan losses occur.

ALLOWANCE FOR LOAN LOSSES

2004 2003
Quarter Ending June 30 March 31 December 31 September 30 June 30

Balance at beginning of period 2,113,93I 2,011,32! 2,090,75: 1,827,73. 1,691,53i

Loans charged-off (68,767 (202,06() (220,40) (3,8072) (43,095

Loans recovered 17,05( 144,66: 5,97¢ 11,81¢ 129,29:

Net charge-offs (recoveries) 51,71: 57,39¢ 214,42; (8,01¢) (86,196

Provision for loan losses charged

to expense 250,00( 160,00( 135,00( 255,00( 50,00(

Balance at end of period 2,312,21i 2,113,93I 2,011,322 2,090,75. 1,827,73:
Allowance for loan losses as a
percentage of average loans

outstanding for the period 1.31¢% 1.29% 1.311% 1.43% 1.33%%
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Allowance for loan losses as a
percentage of nonperforming assets
and loans 90 days past due
outstanding for the period 5125.05% 4802.09% 696.64(% 482.65% 761.54%

Annualized QTD net charge-offs as
a percentage of average loans
outstanding for the period 0.118% 0.141% 0.55% -0.022% -0.252%

Annualized YTD net charge-offs as
a percentage of average loans

outstanding for the period 0.12% 0.141% 0.08&% -0.087% -0.12%
YTD Average Outstanding Loans 169,078,60 162,760,68 141,586,00 137,585,45 131,848,34
QTD Average Outstanding Loans 175,396,70 162,760,68 153,454,94 148,873,00 136,473,42

Nonperforming assets and
loans 90 days past due 45,11¢ 44,021 288,71t 433,17¢ 240,00¢

Non-interest Income. Total noninterest income increased by $39,346 or 13.6%Hersecond quarter of 2004 compared with the seqaader of 2003. Tt
increase of nomnterest income during the second quarter of 2084 bwvoad based, but was highlighted by the newntevgenerated by leases originated during the
half of 2004.

Non-interest Expense. Non-interest expense for the second quarter of 200keased by $220,833 or 15.5% compared to the sarmee thonths in 200
Expenses for salaries and employee benefits inedelg $200,455 or 24.7% for the three months endinge 30, 2004 over the same period ending Jun2CBX3
Occupancy and equipment expense as of June 30,i26@&sed by $28,305 or 16.4% over the same pari@dd03. All other non-interest expenses for tireémontr
period ended June 30, 2004 decreased $7,926 orlde8% the non-interest expenses for the same gerided June 30, 2003. The increase inintarest expense
due primarily to the cost to support the Bank’s 3@8éwth of assets and liabilities while protectigsting employees from competitors and the openpintpe Banks
fifth branch.

For the fiscal years ended December 31, 2002 acdrbger 31, 2003

Summary

Net income for 2003 was $1,881,859 a 77% increass Cornerstons’ net income of $1,061,423 in 2002. Net incomegeenmon share of $1.52 for 2(
was 77% higher than 2002 net income per commoresife$0.86. Pretax income of $3,071,659 for 20@3dased $1,342,645 from 2002 pretax income of28101.4.

The increase in net income per common share frob2 20 2003 comes directly from the growth of thenBa earning assets, especially average loans,
grew 31%. This growth coupled with tight interegspense control helped the Bank realize a 27% aserén net interest income to $8,115,619. Alsdrdmuting to the
bottom line was a 24% increase in riaterest income. Most of the increase was duerigination of secondary mortgages, which increaéét from $200,094 -
$293,453 in 2003. Asset quality remained at itselbehan industry standard level during 2003 d@lRank enjoyed success in collection of past eraffg. The resu
was net charge-offs of $124,843, which allowedBhek, even with the dramatic loan growth, to deseeits loan loss provision to $545,000 during 208®n-interes
expense increased 15% in 2003 due mostly to aeaserin salaries and benefits of 26% as the Bad&dadtaff to properly manage the growth and paidpoofit
sharing to help retain talented employees.

For the fiscal years ended December 31, 2003 a0@,2be Company’'s weighted average rate earnedlonterestearning assets was 6.79% and 7.:
respectively, and the Company’s weighted averaggepaid on all interest-bearing liabilities for tkeme years was 2.25% and 2.92%, respectively. Chmepanys
interest rate spread for the years ended Decenihe2@®3 and 2002 therefore was 4.54% and 4.46%ecésely, and its net interest income for suchryeaa:
$8,115,619 and $6,393,652, respectively. For i2g683, the Company recorded net income of $1,&81¢8 $1.52 basic earnings per common share asarechpvitt
net income of $1,061,423 or $0.86 basic earningcpemon share for fiscal 2002. The increase mnimmme was due to a 27.0% increase in the Bankt intere:
income and a 23.9% increase in non-interest incarhie non-interest expense increased only 15.2%.
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The table below sets forth certain additional messwf the Companyg’ performance for the periods indicated. Averaglarres in the table, as well as
average balances presented elsewhere in this repae derived based on daily balances whenevesilges However, some average balances, which nreglaita fror
the Company, as opposed to the Bank, were deriaseidoon montlend balances since the data processing systertiook® entities do not provide daily average bal
information. The use of month-end averages doematerially alter any information given, and ateaages are still representative of the operatidise Company.

Years Ended December 31,

2003 2002 2001
Net Interest Margin (Net interest income dividedawerage intere- earning assets) 4.87% 4.8€% 4.3¢%
Return on Average Assets (Net income divided byagye total assets) 1.0€% 0.74% 0.45%
Return on Average Equity (Net income divided byrage equity) 11.68% 7.25% 4.2(%
Equity-to-Assets (Average equity divided by avertmal assets) 9.04% 10.21% 10.6¢%
Loans to Deposits (Average loans divided by avedsgly deposits) 101.2:% 90.92% 83.9¢%
Dividend Payout Ratio (Dividends paid by the Compdivided by net income) 0.00(% 0.0(% 0.0(%

Results of Operations
Year ended December 31, 2003 compared to year édglseimber 31, 2002:

Net interest income before loan loss provisionZ@03 increased $1,721,967 or 26.9% over 2002. ifidrease in net interest income from 2002 to 2@0ui
to material growth of the balance sheet and a shifhix of assets and liabilities. The shift inxmias most dramatic in the Baskioan portfolio as it increased fr
75.0% of total average assets to 79.5% while egragsets increased to 93.9% of average assets mmpith 91.9% in 2002. Loan origination fees wstr®ng as tt
Bank became more proficient at Small Business Adstiaition (SBA) lending and asset based lendimgerést expense decreased from 2002 due to a gdreraase |
market interest rates during the reporting peridde drop was large enough in scale to allow thekBa grow average interest bearing liabilities625.over 2002 whil
decreasing interest expense by $97,841.

Interest income increased $1,624,126 or 16.7% @82fbm 2002. Interest income produced by the lpamfolio increased $1,781,926 or 20.9% from 204
2003. Interest income on investment securitieskedkral Funds sold decreased $157,800 or 14.0%2002 to 2003. The increase in loan interestimewas due
a large increase in the volume of loans as thefgiartgrew, and was increased further by loan orgion fees and servicing fees generated by thgnation of SB/
loans. The Bank attributes the strong loan grawthn increase in the number of relationship marsagnd their level of expertise. The securitie®ine decrease w
due to the generally lower interest rate environtmeich presents few opportunities to invest withonaterial interest rate risk exposure. Totakriest expen:
decreased $97,841 or 3.0% in 2003 from 2002. fiteedst expense decrease from 2002 to 2003 wasikh o€ a reduction in interest rates in 2003.
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One of the most useful tools for measuring theitglof a small community bank to make money isaitslity to maximize its net interest margin andiitteres
rate spread. The net interest margin, or theyiedd on earning assets, is computed by dividirlty fiaxable equivalent net interest income by ager@arning asset:
This ratio represents the difference between tlega@e yield on averagsarning assets and the average rate paid forralsfused to support those earning assets
net interest margin remained constant in 20038#%. The net interest spread, defined as theofdtgerest income minus the rate of interest espeincreased 8 ba
points from 4.46% in 2002 to 4.54% in 2003. Theld/ion earning assets decreased 58 basis poi6{83®o in 2003 from 7.37% in 2002.

Allowance for Loan Loss. Management believes that the allowance for ptessi@an losses balance of $2,011,329 as of DeceB1he2003, is sufficient
absorb known credit risks in the portfolio. No @ssice can be given, however, that adverse econoincigmstances will not result in increased lossethe loal
portfolio and require greater provisions for poksiban losses in the future.

Non-performing Assets. As of December 31, 2003, Cornerstone had $130968n-performing assets.

Non-interest Income. Total noninterest income increased by $239,715 or 23.9% 2082 to 2003. Fee income from service chargedeposit accoun
increased $154,703 or 21.1% in 2003. The Bankrimasecurity gain in 2003. Fees generated frons#he of loans sold to the secondary market incte$98,359 ¢
46.7% in 2003 due an exceptional amount of mortghedp refinancing.

Non-interest Expense. Noninterest expense for 2003 increased by $757,4715@% from 2002. Salaries and employee benefireased by $694,926
26.4% from $2,630,544 in 2002 to $3,325,470 in 20P&yroll expense increased as the Bank cregpedfia sharing plan to cover all employees to hedgin talente
personnel. This, along with hiring of additionargponnel to cover the growth of the Bank, accoumbedhe majority of the increase for 2003. Ocaupaexpens
increased 7.7% as the Bank operated four full sersranches and began construction on its fiftth.oher noninterest expense increased $35,572 or 1.8% in 20ifk
no material reductions or increases.

Financial Condition

Earning Assets. Average earning assets in 2003 increased $3Bidmor 26.8% over 2002 due to material loan gtiown the first half of 2003. This lo.
growth led the expansion of the balance sheet lsadBank funded the loan growth with a combinatié-idLB borrowings and certificates of deposit. Téeerag
security portfolio grew $1.8 million or 7.8% to mgain an appropriate number of securities for pieglgurposes and liquidity.

Loan Portfolio. The Bank$ average loans for 2003 were $141.6 million, ameiase of 31.5% over $107.7 million in average dofor 2002. The actL
balance at the end of 2003 was $157.3 million,espnting an increase of $32.6 million from 200®ar. growth for 2003 was uneven and heavily weigtdetie first o
the year with several large, high quality loansagseincreasing the Bank’s outstanding balancese growth was concentrated in commercial real @stat

The Banks growth in loans was assisted by the new lendezd in late 2002 who were able to complete thedfier of several material customer relations
once established with the organization. The Bdakgto hire additional lenders in 2004 to round ouwr existing staff in the branches and staff tleev branch i
Ooltewah when it opens. The Bank feels stronght the key to success in lending, as well as ferBlank as a whole, is to hire talented employeegrowide
outstanding customer service in a safe and soumthena

Investment Securities. Cornerstone average investment securities portfolio incre&s8eo or $1.8 million from 2002 to 2003, while Fegleunds remaine
relatively constant. The average investment pliotind average federal funds sold for 2003 was&a8llion. Cornerstone maintains an investmeragtsgy of seekir
portfolio yields within acceptable risk levels aglivas providing liquidity, pledging requirementsdaGAP management. To accomplish these stratetiesBan|
positioned the Investment Portfolio on the assuompthat there was a higher probability of ratesagaip than down and as a result took a cautioesest rate stan
and invested appropriately. The two vehicles ubedmost often were US Agency LIBOR floaters thetérates tied to LIBOR and adjust their rates imgnand U<
Agency callable notes structured with an interat cushion to protect the Bank if interest raiss. rBoth investments have a lower yield but ess likely to devalue
rates increase. Cornerstone maintains two claasifins of investment securities: “Held to Matylriand “Available for Sale.” At yeaend 2003, unrealized gains in
“Available for Sale” portfolio amounted to $273,610
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Intangibles. During 2002, the Company adopted the provisidnStatement of Financial Accounting Statement Ni2 Goodwill and other Intangible Ass
concerning the $2,541,476 goodwill created by tleegar with the Bank of East Ridge. The Companyéé#urd party determine that the fair value wasxoess of tr
cost and as a result no impairment loss was redjdineing 2003.

Deposits. Cornerstone’s average deposits increased $21.bmdr 18.1% from 2002 to 2003. From year-end 2@0gearend 2003, total deposits increa
$28.9 million or 22.2%. The Bank'deposit strategy continues to be focused oncétigatransaction deposits from business customéite filling funding gaps wit
certificate of deposit specials to attract incretabfunds while not driving up the cost of certiftes already on the books. The Bank was successfilg 2003 i
attracting business and public deposits to the Bahkerage interest bearing transaction accoumteased 29.5% while average demand deposits irtt€850%. Thi
success partially funded the Bank’s loan growth af@ved the Bank to maintain its net interest nragg an above peer bank level.

Capital Resources. Stockholders average equity increased $1.5 miliod0.0%. The company had net income of $1,881i85803, and the value of 1
investment security portfolio’s unrealized gainet of tax, decreased from $281.4 thousand to a.§180usand. The actual balance of stockhatdegquity increase
$1.8 million or 11.6% from $15.1 million as of tead of 2002 to $16.9 million.

Net Interest Income
The following table sets forth information with pest to interest income from average inteezsing assets, expressed both in dollars andsyialt intere
expense on average interégaring liabilities, expressed both in dollars aates, for the periods indicated. The table inetulban yields, which reflect the amortiza

of deferred loan origination and commitment fekgerest income from investment securities incluhesaccretion of discounts and amortization ofrpuens.

Years Ended December 31,

2003 2002 2001
Interest Average Interest Average Interest Average

Average Income/ Yield/ Average Income/ Yield/ Average Income/ Yield/
(In thousands) Balance  Expense(1] Rate Balance Expense(1 Rate Balance Expense(1) Rate
ASSETS
Interest-earning assets:
Loans(1)(2) $ 14158t $ 10,32¢ 7.2% $ 107,67¢ $ 8,54« 794 $ 90,68( $ 8,151 8.9%
Investment securities 24,11¢ 98C 4.1% 22,33¢ 1,124 5.12% 20,29¢ 1,261 6.21%
Federal funds sold 1,55( 20 1.2%% 1,84« 34 1.84% 4,07z 16€ 4.1/%
Other earning assets — 0.00% — 0.00% — 0.00%
Total interest-earning asse 167,25: 11,32¢ 6.7<% 131,85¢ 9,70z 7.31% 115,05: 9,58( 8.32%
Allowance for loan losses (1,84%) (1,33€) (1,189
Cash and other assets 12,79: 13,03¢ 13,04:
Total assets $ 178,20: $ 143,55 $ 126,91(
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Years Ended December 31,

2003 2002 2001
Interest Average Interest Average Interest Average
Average Income/ Yield/ Average Income/ Yield/ Average Income/ Yield/

(In thousands) Balance Expense(1) Rate Balance Expense(1) Rate Balance Expense(1 Rate
Interest-bearing liabilities:
Deposits
NOW account: 22,29¢ 66 0.3(% 20,14¢ 227 1.12% 16,60: 264 1.5%%
Money market / Savings
accts 25,467 33¢ 1.3% 18,51 32€ 1.7€% 11,58¢ 32¢ 2.82%
Time deposits, $100m and
over 19,43( 60€ 3.12% 19,22¢ 731 3.8(% 20,09( 1,11¢€ 5.5¢%
Time deposits, under $100 54,67¢ 1,57 2.8 45,93¢ 1,674 3.6505 47,46¢ 2,661 5.6105
Total interest-bearing
deposits 121,87: 2,58¢ 2.12% 103,82: 2,95¢ 2.85% 95,74¢ 4,367 4.56%
Federal funds purchased 2,24¢ 33 1.4%% 641 12 1.91% 36 1 2.31%
Securities sold under
agreement to repurchase 2,60z 22 0.85% 1,315 15 1.14% 2,097 61 2.91%
Other borrowings 16,120 56¢ 3.5204 7,68¢ 324 4,270 2,32¢ 112 4820
Total interest-bearing
liabilities 142,84¢ 3,211 2.25% 113,46¢ 3,30¢ 2.92% 100,20° 4,54; 4.52%
Other liabilities:
Demand deposits 18,017 14,60 12,26:
Accrued interest payable a
other liabilities 1,22/ 831 891
Total other liabilities 19,24! 15,43¢ 13,154
Total liabilities 162,08¢ 128,90¢ 113,36:
Stockholders’ equity 16,11: 14,65: 13,54¢
Total Liabilities and

178,20: 143,55 126,91(

stockholders’ equity

Years Ended December 31,

2003 2002 2001
FINANCIAL RATIOS (in thousands)
Excess of interest-earning assets over interestrigeigabilities 24,40¢ 18,39( 14,84+
Ratio of interest-earning assets to interest-bgdrabilities 117.0&0 116.2% 114.8%
Net interest incom 8,11¢ 6,39 5,03¢
Interest rate spread (difference between rate damnénterest-earning assets and rate paid oresitéearing liabilities 4.52% 4.4€% 3.8(%
Net interest margin (net interest income dividedakigrage intere-earning assets) 4.81% 4.86% 4.3t%
Q) Interest income on loans inclidenortization of deferred loan fees and otheradists of $ 115m, $ 33m, and $13m for the fiscalyemded December &
2003, 2002, and 2001, respectively.
2) Nonperforming loans are includethe computation of average loan balances, atedest income on such loans is recognized ontalzss.
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The following table sets forth information regamglithe weighted average contractual yields earneth@Company’s interegtarning assets and the weigt
average interest rates paid on the Company'’s sttbesaring liabilities outstanding at December 31,20hvestment securities available for sale arld be maturity
are shown at their book values.

Average
(In thousands) Amount Yield/Rate
Interest-earning assets:
Loans 141,58¢ 7.2¢%
Investment securities 24,11¢ 4.1€%
Federal funds sold 1,55( 1.2¢%
Total interest-earning assets 167,25¢ 6.7<%
Interest-bearing liabilities:
NOW Accounts 22,29¢ 0.3(%
Money market and savings accounts 25,467 1.3:%
Time deposits of $100,000 or more 19,43( 3.1:%
Time deposits under $100m 54,67¢ 2.8t%
Total deposits 121,87 2.1:%
Federal funds purchased 2,24¢ 1.47%
Securities sold under agreement to repurchase 2,60z 0.8t%
Long term debt 16,12:¢ 3.52%
Total interest-bearing liabilities 142,84t 2.25%

Changes in interest income and interest expensattiteutable to three factors: (i) a change inumeé or amount of an asset or liability; (i) a carin interes
rates; or (iii) a change caused by the combinatibohanges in asset or deposit mix. The followtalgle describes the extent to which changes indastaates ar
changes in volume of interest-earning assets aedefst-bearing liabilities have affected the Conypannterest income and expense during the periadisated. Fc
each category of interest-earning assets and stieearing liabilities, information is provided as ¢banges attributable to change in volume (changeolome
multiplied by current rate) and change in ratesufdfe in rate multiplied by current volume). Thmaéning difference has been allocated to mix.

Year Ended December 31,
2003 Compared to 2002

Net
(In thousands) Volume Rate Mix Change
Interest income:
Loans (1)(2) 2,472 -92(C 23C 1,78
Investment securities 72 -25E 39 -144
Federal funds sold -4 -9 -1 -14
Other earning assets 0 0 0 0
Total interest income 1,624
Interest expense:
NOW accounts 6 -18¢ 18 -161
Money market and saving accounts 91 -11C 30 11
Time deposits, $100,000 and over 6 -132 1 -12&
Time deposits, less than $100,000 252 -421 72 -97
Total deposits -37C
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Year Ended December 31,
2003 Compared to 2002

Net
(In thousands) Volume Rate Mix Change
Other borrowings 29€ -11¢ 61 244
Federal Funds Purchased 24 -9 6 21
Securities sold under agreement to repurchase 11 18 -23 7
Total other interest-bearing liabilities 272
Total interest expense -98
Change in net interest income (expense) 1,722
Year Ended December 31,
2002 Compared to 2001
Net
(In thousands) Volume Rate Mix Change
Interest income:
Loans (1)(2) 1,34¢ -1,13¢ 18C 394
Investment securities 104 -244 3 -137
Federal funds sold -41 -42 -51 -13t
Other earning assets 0 0 0 0
Total interest income 122
Interest expense:
NOW accounts 40 -94 18 -3€
Money market and saving accounts 12z -19¢t 73 0
Time deposits, $100,000 and over -41 -33¢€ -19 -39¢
Time deposits, less than $100,000 -56 -89€ -25 -977
Total deposits -1,40¢
Other borrowings 22¢ -48 33 211
Federal Funds Purchased 12 -3 17 26
Securities sold under agreement to repurchase -1 -37 -23 -61
Total other interest-bearing liabilities 17¢
Total interest expense -1,23:
1,35¢

Change in net interest income (expense)

(1) Loan amounts include non-accruing loans.

(2) Interest income includes the portion of loagsfeecognized in the respective periods.

(3) Tax exempt income is not adjusted in this table

The following table sets forth the re-pricing oktlCompany’s interest earning assets and intbemsting liabilities as of December 31, 2003. Tihigeres
sensitivity gap table is designed to monitor thenPanys interest rate risk exposure within the designéted period. In order to control interest ratkrimanageme
regularly monitors the volume of interest sensi@gsets relative to interest sensitive liabilite®r specific time intervals. The Compasiyhterest rate managem
policy is to attempt to maintain a relatively stalplet interest margin in periods of interest rédetfiations. The Comparg/policy is to attempt to maintain a ratic
cumulative gap to total interest sensitive assétsegative 15% to positive 15% in the time periddboe year or less. Presently, the Bank is in gatiee oneyeal
cumulative GAP position of (1.25%) and is activeeking adjustable rate loans and longer-termlili@isi to increase the Barkpositive sensitivity. The Bank to d
has not participated in any derivative productaddress this issue and does not foresee the nekxldo in the immediate future. Below is a taklbich reflects th
Company'’s interest-earning assets and intdyeating liabilities. The information set forth bel is based on the following assumptions of managenti) savings ar
money market and NOW accounts will be less interast sensitive and the re-pricing on these aceowiit be spread out over a fiweear period; and (ii) securiti
other than mortgage-backed securities have beerustdd by maturity date while mortgages have besortized over the life of the mortgage.
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Less than 1to5 Over 5

(In thousands) One Year Years Years Total
Interest Sensitive Assets
Federal Funds sold 3,06( 0 0 3,06(
Investment securities

Taxable (1) 15,07: 8,28:¢ 1,32 24,67

Tax-exempt (1) 0 0 1,37z 1,37z
Loans (2)

Fixed rate & adjustable rate 1-4 mort. 7,80z 14,72: 571 23,09¢

Scheduled payments 74,54¢ 55,49: 4,152 134,19
Total Interest-Sensitive Assets 100,48: 78,49¢ 7,41¢ 186,39¢
Interest Sensitive Liabilities
NOW 14,17¢ 21,26¢ 0 35,44
Money market 15,60: 5,20( 0 20,80:
Time deposits 64,55 16,24¢ 0 80,80(
Other interest-bearing liabilities 8,48¢ 15,00( 0 23,48:
Long-term debt 0 0 0 0
Total Interest Sensitive Liabilities 102,81 57,71« 0 160,52¢
Interest Sensitivity Gap (2,339 20,78¢ 7,41¢ 25,87(
Cumulative Gap (2,337 18,45 25,87(
Ratio of cumulative gap to total Interest sensitigsets (1.25%) 9.9(% 13.8%

(1) All AFS securities are shown at the market gaad HTM are shown at book value.

(2) Non-performing loans are included as interestimg assets.

Lending Activities

Loan Policy

All lending activities of Cornerstone are under thect supervision and control of the DirectorahdCommittee, which consists of the chief executifficer
and four outside directors. Also present at mestiof the committee are the executive vice presided senior lender, the executive vice presidadtchief financie
officer, loan review officer and other lending offirs as required. The loan committee enforces dogimorizations for each officer, makes lendingiglens on loar
exceeding such limits, services all requests flicaf credits to extent allowable under currentdaamd regulations, administers all problem credit&l determines t
allocation of funds for each lending category. Bunk’s established maximum loan volume to assets is 85%@ loan portfolio consists primarily of real a&si

commercial and installment loans.

General

At December 31, 2003, the Company’s loan portfaamstituted approximately 78.25% of the Compantgtal assets. The following table sets fortr

composition of the Company’s loan portfolio at thdicated dates.
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At December 31,

2003 2002 2001 2000 1999
(In thousands) Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
Commercial, financial, and
agricultural 42,42( 26.97% 28,03 22.48% 20,42t 19.4(% 16,20¢ 19.17% 13,66 18.8%
Real estate - construction 24,08: 15.31% 20,517 16.4€% 13,19( 12.5/% 9,97¢ 11.8(% 5,56( 7.6%%
Real estate - mortgage 28,18t 17.9% 28,33: 22.7% 30,82¢ 29.3% 27,22: 32.1% 24,917 34.40%
Real Estate - commercial 56,527 35.94% 41,92¢ 33.62% 34,541 32.85% 25,49¢ 30.15% 21,84: 30.21%
Consumer loans 6,07 3.8% 5,88( 4.72% 6,17( 5.88% 5,66¢ 6.7(% 6,34t 8.71%
Total loans 157,29( 100.0(% 124,68t 100.0%  105,15- 100.0(% 84,57 100.0(% 72,32¢ 100.0(%

The following table sets forth the scheduled mégsiof the loans in the Compasylban portfolio as of December 31, 2003 basechein tontractual terms
maturity. All overdrafts in this table are repattes due in less than one year. Loans unpaid airityaére renegotiated based on current markes iatel terms.

Commercial, financial and agricultural

Real estate - construction

Real estate - mortgage

Real estate - commercial

Consumer loans

Total Loans

Types of Loans

Commercial Loans

Loans Maturing

Less Than One to Five More than

One Year Years Five Years Total
32,226 9,331 863 42,420
20,034 4,047 — 24,081
8,912 16,222 3,051 28,185
13,864 40,034 2,629 56,527
2,095 3,926 56 6,077
77,131 73,560 6,599 157,290

Commercial, industrial, and non-farm noesidential loans, hereinafter referred to as corimeloans (excluding commercial construction Iggtotaled $42.
million or 27.0% of the Company’loan portfolio at December 31, 2003. Commertmahs consist of loans and lines of credit to irdiials, partnerships a
corporations for a variety of business purposesh sisaccounts receivable and inventory financing, eqeipinfinancing, business expansion and working abpithe
terms of the Banls commercial loans generally range from 90 days 16 year amortization with a five year balloorheToans generally carry interest rates that &
in accordance with changes in the prime rate, thenvappropriate will be fixed to match the borrowereeds. Substantially all of the Baslicommercial loans &
secured and guaranteed by the principals of theower. This is the fastest growing area of thenlpartfolio and is being staffed to continue thisnd. The Bar
believes this area has best potential for futuosvift and has the highest barriers of entry to ounpetitors.
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Loans secured by marketable equipment are reqtorbd amortized over a period not to exceed 60 hsonGenerally, loans secured by current assetsa
inventory or accounts receivable are structurectaslving lines of credit with annual maturitiekoans secured by chattel mortgages and accourgs/adte may nc
exceed 85% of their market value. Loans securelistad stocks, municipal bonds and mutual fundy mat exceed 70% of their market value. Unsecgresitiernm
loans and lines of credit must meet criteria setigyBanks Loan Committee. Current financial statementpettpall commercial loans, and such financial steget:
are updated annually. Commercial loans, whiclcarsidered small business loans, are the coredsssof the Bank. Most loans are made with a kengr-relationshi
intended and the Bank also seeks to obtain th@Wwerts business and personal depository accounts.

Real Estate - Construction Loans

As of December 31, 2003, Cornerstone had $24.1omilh construction and development loans outstamdivhich represented 15.3% of the loan portfohdl.
construction and development loans are held inBduek’s loan portfolio. The Bank makes residentiahstruction loans to owneecupants and to persons builc
residential properties for resale. The Bank has itvain areas of construction loans: one is to eggidl real estate developers for speculative starn singlefamily
residential properties, and the other is to custommercial construction projects with guaranteégdat provisions. Construction loans are usuadisiable rate loar
made for terms of one year or less, but extenswapermitted if construction has continued satisfdy and if the loan is current and other cir@tamces warrant t
extension. Construction loans are limited to 8G%he appraised value of the lot and the completdde of the proposed structure.

Construction financing generally is consideredrteoive a higher degree of credit risk than permameortgage financing of residential properties, &g
additional risk usually is reflected in higher irgst rates. The higher risk of loss on constrackb@ans is attributable in large part to the faettioan funds are estima
and advanced upon the security of the project urdestruction, which is of uncertain value priorttee completion of construction. Moreover, becaabéehe
uncertainties inherent in estimating constructiasts, delays arising from labor problems, matestadrtages and other unpredictable contingencieis, ri¢latively
difficult to accurately evaluate the total loan disnrequired to complete a project and to accuragebluate the related loan-adue ratios. If the estimates
construction costs and the salability of the propapon completion of the project prove to be inaeate, the Bank may be required to advance fungsriaethe amoul
originally committed to permit completion of theoject. If the estimate of value proves to be inaate, the Bank may be confronted, at or prioh®raturity of th
loan, with a project with a value that is insufict to assure full repayment.

The Banks underwriting criteria are designed to evaluai@ mimnimize the risk of each construction loan. Amgamther items, the Bank considers evident
the availability of permanent financing or a tak&-commitment to the borrower, the financial sgthnand reputation of the borrower, an independgptaisal an
review of cost estimates, market conditions, ahdpplicable, the amount of the borrower’s equitythe project, preonstruction sale or leasing information and
flow projections of the borrower.

Real Estate - Mortgage Loans

At December 31, 2003, real estate mortgage lodaketb $ 28.2 million or 17.9% of the Compasijoan portfolio. Real estate mortgage loans ohelall one t
four family residential loans secured by real estat purposes other than construction or acqaisiéind development. All real estate loans are imetle Banks loar
portfolio except for loans that are designated as loans held fer sBhe loans held for sale are FHLB or FNMA quedifand have been pepproved by an underwriti
specialist prior to closing. As of December 3102@he Bank held $ 1.0 million of these secondaayket mortgages. The remainder of the Bamkbrtgage loans ¢
home equity loans and are made at fixed interast for terms of one to three years with balloopnpent provisions and amortized over a1®year period. Tt
Bank’s experience indicates that real estate loans tigrneanain outstanding for much shorter periods/éseyears on average) than their stated maturitpuse th
borrowers repay the loans in full either upon thle ®f the secured property or upon the refinanofrthe original loan.
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In the case of owner occupied sin@ganily residences, real estate loans are madeffdo 95% of the value of the property securinglten, based upon
appraisal if the loan amount is over $100,000. kVtie loan is secured by real estate containingreomner occupied dwelling of one to four family unitsan:
generally are made for up to 80% of the value, dag®n an appraisal if the loan amount is over XM The Bank also requires title insurance soiie the priority ¢
the property lien on its real estate loans over@Band requires fire and casualty insurance lasf #k loans.

The real estate loans originated by the Bank coréddue-on-saletlause, which provides that the Bank may declageutipaid balance of the loan immedia
due and payable upon the sale of the mortgagedpyopSuch clauses are an important means of irggltite average loan life and increasing the yaglexisting fixed-
rate real estate loans, and it is the Bank’s pdbiognforce due-on-sale clauses.

Real Estate -Commercial

At December 31, 2003, commercial real estate mgetidaans totaled $ 56.5 million or 35.9% of then@anys loan portfolio. Commercial real est
mortgage loans include all one to four family resitial loans secured by real estate for purpodesr dhan construction or acquisition and develogméiil real estat
loans are held in the Barkloan portfolio except for loans that have beetigpated to correspondent banks. The Bank il these participations once a loan exc
the Bank’s legal lending limit or is deemed appiaigr by the Directos Loan Committee. Commercial real estate mortd@ayes are a combination of properties tha
leased out or used for a primary place of a busittes Bank has a relationship with. Most of thmmercial real estate loans have fixed interessridr terms of one
three years with balloon payment provisions andaamertized over a 105 year period, but whenever possible the Bank seiéik a variable rate loan which woulc
tied to the New York prime rate and adjusted mgnthThe Bank$ experience indicates that real estate loans igrmeemain outstanding for much shorter peri
(seven years on average) than their stated maheitguse the borrowers repay the loans in fulkeeitipon the sale of the secured property or upemefinancing of th
original loan.

Commercial real estate loans are made for up to &5%te value of the property securing the loarsegidlaupon an appraisal if the loan amount is ov80RDO.
The Bank also requires title insurance to insueeptority of the property lien on its real estidans over $50,000 and requires fire and casuadiyrance on all of i
loans.

Consumer Loans

At December 31, 2003, consumer loans totaled $vllion or 3.9% of the Compang’loan portfolio. These loans consist of consuimstallment loans ar
consumer credit card balances. As of Decembe2@®13, the Bank had $ .3 million credit card balanzetstanding

The Bank makes both secured and unsecured condoares for a variety of personal and household pugso Most of the Banks consumer loans ¢
automobile loans, boat loans, property improveniaants and loans to depositors on the securityef ttertificates of deposit. These loans are gélyemade for terrr
of up to five years at fixed interest rates. ThenB considers consumer loans to involve a relatib@h credit risk compared to real estate loa@snsumer loan
therefore, generally yield a relatively high retdonthe Bank and provide a relatively short mayuriThe Bank believes that the generally higheldgie@nd the short
terms available on various types of consumer ldand to offset the relatively higher risk assoaatéth such loans, and contribute to a profitalgieead between tl
Bank’s average yield on earning assets and the'Bankt of funds.

Beginning in the first quarter of 2004 the Bank &ie@ leasing program to support customer needsa@pg and capital leases are available, but thekBll
focus its efforts in the business sector and ordate leases with assets directly used in our mests primary line of business.
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Lending Commitments

As of December 31, 2003, commitments under statettsrs of credit and undisbursed loan commitmeggregated approximately $35,132,000. This nu
includes all lines that have not been fully drawd éban commitments in the same status.

Origination, Purchase and Sale of Loans

The Bank originates loans primarily in Hamilton @ty Tennessee. The Bank also originates loaMairon, Sequatchie, and Bradley Counties in Teree
and Dade, Walker and Catoosa Counties in Georgia) ef which is contiguous to Hamilton County. heaare originated by ten loan officers who opefaim the
Bank’s offices in Chattanooga. These loan officersvabti solicit loan applications from existing custers, local manufacturers and retailers, buildezsa) estat
developers, real estate agents and others. THed@smreceives numerous loan applications asut i@fscustomer referrals and walk-ins to its offic

Upon receipt of a loan application and all requisegbporting information from a prospective borrowtbie Bank obtains a credit report and verifiesceim
information relating to the loan applicasttmployment, income and creditworthiness. Famifi@ant extensions of credit in which real estai# secure the propos
loan, a certified appraisal of the real estatendeutaken by an independent appraiser approvelebBank. The Bank’loan officers then analyze the credit worthi
of the borrower and the value of any collaterabimed.

The Bank’s loan approval process is intended t@dreservative but also responsive to customer nekdans are approved in accordance with the Bank’
written loan policy, which provides for severalrtief approval authority, based on a borroweggregate debt with the Bank. Certain loan effihave the authority
approve loans of up to $ 500,000. All other lodficers have the authority to approve secured laznsp to at least $ 25,000. There is an Offidezan Committe
comprised of the senior officers of the Bank whiehist approve any loan that increases the borrowggsegate indebtedness above an individual ofédenit, but tha
is not more than $ 1,500,000. The Directors Loam@ittee must approve all loans over $ 1,500,006oup 3,500,000. The Barklegal lending limit is 25% of tl
Bank’s qualifying equity for secured loans and 1fs¥unsecured loans.

The Bank has in the past purchased and sold cormahkran participations with correspondent bankg a4l continue the practice when management ftred
action would be in the best interest of stockhadeFhe purchase of loan participations allowsBbek to expand its loan portfolio and increase ifabflity while still
maintaining the high credit standards, which angiag to all extensions of credit made by the Baifike sale of loan participations allows the Bamkiake larger loar
which it otherwise would be unable to make dueapital or other funding considerations. As of tinel ®ecember 31, 2003, the Bank had no purchaseidipatior
balance but had sold participations of $13.7 millio

Loan Fee Income

In addition to interest earned on loans, the Basdeives origination fees for making loans, committrfees for making certain loans, and other fee
miscellaneous loarelated services. Such fee income varies withvidieme of loans made, prepaid or sold, and thesraftéees vary from time to time depending or
supply of funds and competitive conditions.

Commitment fees are charged by the Bank to theolwr for certain loans and are calculated as aepéage of the principal amount of the loan. THese
normally are deducted from the proceeds of the &vahgenerally range from 1/2% to 2% of the priatgmount, depending on the type and volume ofdoaade ar
market conditions such as the demand for loansathéability of money and general economic cowdis. The Bank complies with FASB 91 and amorta@eban fee
in excess of $5,000 over the life of the loan.

The Bank also receives miscellaneous fee inconre fede payment charges, overdraft fees, propedpecation fees, and miscellaneous services relatés

existing loans. For the year ended December 313,20e Bank recognized origination, commitment atieér loan fees totaling $1,015,099, which equal®ds of thi
Company'’s total interest income for the year.
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Problem Loans and Allowance for Loan Losses
Problem Loans

In originating loans, the Company recognizes thatill experience credit losses and that the ritkoss will vary with, among other things, the typkloar
being made, the creditworthiness of the borrower alie term of the loan and, in the case of a seclman, the guaranty of the security for the lo&ihe Company hi
instituted measures at the Bank which are desigmeeduce the risk of, and monitor exposure todictesses.

The Bank’s loan portfolio is systematically revielMey the Banks management, internal auditors, external auditord, State and Federal regulators to el
that the Banls larger loan relationships are being maintainetiiwithe loan policy guidelines, and remain propemderwritten. Input from all the above sourcs
used by the Bank to take corrective actions asssace. As discussed below, each of the Bank’sslag@assigned a rating in accordance with the Baimternal loa
rating system. All past due loans are reviewedhgyBank’s senior lending officers and all past thens over $25,000 are reviewed monthly by the®ar's Loar
Committee. All loans classifiedas substandard or doubtful, as well as any “spewgdtion” loans (defined in the following paragrapdre placed on the Barskivatcl
list and reviewed at least monthly by the Directdrban Committee. In addition, all loans to a igatar borrower are reviewed, regardless of classdibn, each tim
such borrower requests a renewal or extensionyfaam or requests an additional loan. All linésdit are reviewed annually prior to renewalcl$reviews includ:
but are not limited to, the ability of the borrowterrepay the loan, a re-assessment of the borteviieancial condition, the value of any collateaald the estimat¢
potential loss to the Bank, if any.

The Banks internal problem loan rating system establisheset classifications for problem assets: substahdfubtful and loss. Additionally, in connect
with regulatory examinations of the Bank, Federal State examiners have authority to identify peoblassets and, if appropriate, require the Bardatssify them
Substandard assets have one or more defined wealknasd are characterized by the distinct poggyiltiilat the Bank will sustain some loss if the dieficies are n
corrected. Doubtful assets have the weaknessssbstandard assets with the additional charadtetistt the weaknesses make collection or liquistatn full, on th
basis of currently existing facts, conditions amdlies, highly questionable and improbable. Antadsssified as loss is considered uncollectiblé ainsuch little valu
that continuance as an asset of the Bank is natani@d. Consequently, such assets are chaffed-the month they are classified as loss. Faldegulations als
designate a “special mentionategory, described as assets which do not cuyrerfose the Bank to a sufficient degree of riskéorant classification but do poss
credit deficiencies or potential weaknesses desgmvianagement’s close attention.

Assets classified as substandard or doubtful redbi Bank to establish general allowances for losses. If an asset or portion thereof is clasbiés loss, tt
Bank must either establish specific allowanceddan losses in the amount of 100% of the portiothefasset classified as loss or charge off suduam General lo:
allowances established to cover possible losseserkto assets classified as substandard or dbub#y be included, up to certain limits, in detemmg the Banks
regulatory capital, while specific valuation allovegs for loan losses do not qualify as regulatapjtal.

The Banks collection procedures provide that when a loacotmes 15 days and 30 days delinquent, the borrasveontacted by mail and paymen
requested. If the delinquency continues, subsdgféarts are made to contact and request payment the delinquent borrower. Most loan delinqueaare cure
within 60 days and no legal action is required.céntain circumstances, the Bank, for a fee, maglifmehe loan, grant a limited moratorium on loaayments or revis
the payment schedule to enable the borrower touste his or her financial affairsGenerally, the Bank stops accruing interest andaaeyued non collected inter
will be reversed in accordance with GAAP on deliefuloans when payment is in arrears for 90 dayshan collection otherwise becomes doubtful. & delinquenc
exceeds 120 days and is not cured through the Bamd¢mal collection procedures or through a resiring, the Bank will institute measures to enfoitseremedie
resulting from the default, including commencingaseclosure, repossession or collection action.céntain cases, the Bank will consider acceptingoluntary
conveyance of collateral in lieu of foreclosureepossession. Real property acquired by the Bargrasult of foreclosure or by deed in lieu okfibosure is classifi¢
as ‘“real estate ownedintil it is sold and is carried at the lower of tédefined as fair value at foreclosure) or faifuealess estimated costs to dispose. Accou
standards define fair value as the amount thatpsaed to be received in a current sale betweeilliag buyer and seller other than in a forcediquidation sale. Fa
values at foreclosure are based on appraisalssekaarising from the acquisition of foreclosed prtips are charged against the allowance for loasels. Subsequ
write-downs are provided by a charge to incomeughoosses on other real estate in the period inlwthe need arises.
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The Bank attempts to sell real estate owned prongiter foreclosure, and it sold $240,000 of ital restate owned due to loan foreclosures duringyéa
ended December 31, 2003. The book value of raatee®wned that was sold by the Bank during the wealed December 31, 2003 totaled $240,000.

December 31, 2003, the Bank had $98,000 in valueaidfestate owned as a result of foreclosure.

The following table sets forth information regaglithe Company’s delinquent and non-performing assebf the dates indicated.

At December 31,

(in thousands) 2003

Accruing loans which are contractually

past due 90 days or more:

Commercial, financial, and agricultural 0 0 0 0 3
Real estate-construction 0 0 0 0 0
Real estate-mortgage 0 0 0 0 0
Consumer 0 0 0 1 3
Total 0 0 0 1 6
Ratio of delinquent (30 days or more)

but accruing loans to:

Total loans 0.2(% 0.22% 0.5¢% 1.2(% 1.2%
Total assets 0.16% 0.17% 0.45% 0.85% 0.82%
Non-accruing loans (90 days or more)

Commercial, financial and agricultural 0 0 52 242 532
Real estate-construction 0 0 0 0 0
Real estate-mortgage 0 0 61 0 31€&
Consumer Loans 0 48 0 9 10
Total 0 48 113 252 86C
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At December 31,

(in thousands) 2003 2002 2001 2000 1999

Real estate acquired through foreclosure 98 24C 601 542 39¢
Property acquired through repossession 33 0 3¢ 6 31
Total 131 24C 64C 54¢ 424
Total loans 157,29( 124,68t 105,15 84,57+ 72,32t
Ratio of non-performing assets to total loans 0.08% 0.23% 0.72% 0.95% 1.7¢%

Potential Problem Loans

There are no identified potential problem loansinoluded in the tables above that managementdrasus doubts as to the ability of such borrowers t
comply with the present loan repayment terms anidiwimay result in disclosure of such loans.

Allowance for Loan Losses

The Bank maintains a general allowance equal tocappately 1.25% of the total principal amount ofhs outstanding and management adjusts the g
allowance monthly by charges or credits to incomeesponse to changes in the outstanding loan dmlaManagement also may establish specific loas &lowance
for specific loans after considering such factapast delinquencies on the loan, the value ofittteerlying collateral and the size of the loanlo&n or portion there:
is charged off against the general allowance whanagement has determined that losses on suchdoaupsobable. Recoveries on any loans chaddfeit prior fisca
periods are credited to the allowance. It is thmion of the Banks management that the balance in the general allmevéor loan losses as of December 31, 20
adequate to absorb possible losses from loansntiyrie the portfolio. The following table summaeiz the Company’s loan loss experience for the geiiindicated.

Years Ended December 31,

(In thousands) 2003 2002 2001 2000 1999
Average loans 141,58t 107,67¢ 90,86( 80,52¢ 69,64:
Allowance for possible loan losses, beginning efperiod 1,591 1,327 1,147 1,002 1,40(

Charge-offs for the period:

Commercial, financial, and agricultural 22¢ 42% 12¢ 267 1,01¢
Real estate - construction (0] 0 45 0 0
Real estate - mortgage 6 12 16¢ 20¢ 111
Consumer 10€ 62 6C 18€ 387

Total charge-offs 33t 497 40< 662 1,517
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Years Ended December 31,

(In thousands) 2003 2002 2001 2000 1999
Recoveries for the period:
Commercial, financial, and agricultural 182 75 10¢ 93 131
Real estate - construction 3 0 1 0 0
Real estate - mortgage 0 7 3 54 13
Consumer 24 27 36 95 11E
Total recoveries 21C 10¢ 14¢ 24z 25¢
Net charge-offs for the period 12t 38¢ 25E 42C 1,25:
Provision for loan losses 54t 68: 43t 56C 85¢E
Adjustments 0 -26 0 0 0
Allowance for possible loan losses, end of thequkri 2,011 1,591 1,322 1,14z 1,002
Ratio of allowance for loan losses to total averlages outstanding 1.42% 1.48% 1.46% 1.42% 1.44%
Ratio of net charge-offs during the
period to average loans outstanding duitie period 0.0% 0.3€% 0.28% 0.52% 1.8(%

In addition to the Banls'loan rating system for problem assets describedea(see Problem Loans, above), the Bank hasliestdh a loan rating system for
categories of loans which assists management anBdhrd of Directors in determining the adequacthefBank’s allowance for loan losses. Each loathé Banks
portfolio is assigned a rating which is reviewednbhgnagement periodically to ensure its continuétaisility. An exception is made in the case oflipnthly installmer
loans which are grouped together by delinquendystsuch as over 10, 30, 60, or 90 days past diigiiuproblem assets which are rated as substdndaubtful, o
loss as discussed above. All other loans arersessig rating of excellent, good, or average. kel amount of loans in each of these loan ratatggories is weightt
by a factor that management believes reasonalbctsflosses that can be anticipated with resgeldans in each of these categories. Based oe theghtings, th

Bank’s management establishes an allowance forlasses that is reviewed by its Board of Directash month.

The following table sets forth the Company’s alkima of the allowance for loan losses as of Decem3tie 2003, 2002 and 2001.

At December 31,

2003 2002 2001
Percent Percent Percent
of loans of loans of loans
in each in each in each
category category category
(In thousands) to total to total to total
Balance at end of period applicable to Amount loans Amount  loans Amount  loans
Commercial, financial, and agricultural $ 84C 269 $ 537 2248 $ 386 19.5t%
Real estate - construction 53¢ 15.32% 524 16.4¢% 33z 12.5%%
Real estate - commercial 352 31.8% 245 22.7% 251 27.21%
Real estate - mortgage 13€ 22.3% 136 33.62% 20C 34.9%
Consumer 141  3.51op 147 4.7 151 5.70o
Total $2,011 100.0% $ 1,591 100.0% $ 1,327 100.0(%
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At December 31,

2000 1999
Percent of loans Percent of loans
(In thousands) in each category in each category
Balance at end of period applicable to Amount to total loans Amount to total loans
Commercial, financial, and agricultural $ 21¢ 195¢0 $ 18¢ 18.8%
Real estate - construction 13t 11.8(% 77 7.69%
Real estate - commercial 344 30.15% 30:< 30.21%
Real estate - mortgage 36¢ 31.71% 34t 34.45%
Consumer 77 6.7 88 8.7704
Total $ 1,14z 100.006 $ 1,00z 100.0(%

Investment Activities

Investment Policy

The objective of Cornerstone’s investment policyoisnvest funds not otherwise needed to meetdhre lemand of Cornerstosgharket area and to meet
following five objectives: Gap Management, LiquidiPledging, Return, and Local Community Suppdmtdoing so, Cornerstone uses the portfolio to gewstructur
and liquidity that the loan portfolio cannot. Theanagement investment committee balances the maskeand credit risks against the potential inwesit returr
makes investments compatible with the pledge requénts of Cornerstoreeteposit of public funds, maintains compliancehwiigulatory investment requirements,
assists the various public entities with their fiomg needs. The management investment comméte&thorized to execute security transactionsHeritvestmer
portfolio based on the decisions of the Board afeBtors Asset Liability Committee (ALCO). All thevestment transactions occurring since the previduCC
meeting are reviewed by the ALCO at its next mgnthketing, in addition to the entire portfolio. eflmvestment policy allows portfolio holdings tainde shorterm
securities purchased to provide Cornerstone’sdiguneeds and longeerm securities purchased to generate stable infon@ornerstone during periods of interest
fluctuations.

The Company’s investment portfolio totaled $ 26i0iom or 13.0% of total assets at December 31,3200

The following table sets forth the carrying valuetioe Banks investments at the dates indicated. Securitieshald in both available for sale and hel
maturity categories. Securities available for satecarried at fair market value and securitied teelmaturity are held at their book value.

At December 31,
(In thousands) 2003 2002 2001

Securities available for sale:

U.S. Government and agency obligations 11,08¢ 10,27: 13,00"
Mortgage-backed and other securities 11,20¢ 8,39 5,18¢
States & political subdivisions tax-exempt 1,45¢ 1,43¢ 914
Other Bonds & FHLB Stock (1) 1,65¢ 1,572 378

Total 25,40¢ 21,68 19,47¢

Securities held to maturity:

U.S. Government and agency obligations 0 0 0
Mortgage-backed and other securities 641 1,02t 2,197
States & political subdivisions tax-exempt 0 0 0
Total 641 1,02t 2,197
Total Securities 26,04¢ 22,70¢ 21,67¢

(1) Includes FHLB stock not included in previoubles
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The following table sets forth the book value of tBank’s investments at December 31, 2003, the Maigaverage yields on the Baskhvestments
December 31, 2003 and the periods to maturity @Bthnk’s investments from December 31, 2003.

Periods to Maturity from December 31, 2003

1 year or less 1-5years 5-10 years Over 10 years
Weighted Weighted Weighted Weighted
(In thousands) Average Average Average Average
Available for Sale: Amount Yield (1) Amount Yield (1) Amount Yield (1) Amount Yield (1)
U. S. Treasuries 0 0.0(% 0 0.0(% 0 0.0(% 0 0.0(%
U. S. Government agencies 2,99¢ 6.4(% 6,97¢ 4.05% 997 4.12% 0 0.0(%
Mortgage backed securities (2) 2 5.7(% 29 6.11% 6 9.41% 11,13¢ 2.9(%
Tax-exempt municipal bonds 0 0.0(% 12t 7.45% 424 6.18% 822 6.42%
Other bonds, notes, debentures, and securities (3) 582 3.740 1,03¢ 4.8(0 0 0.0C0p 0 0.000p
Total 3,58:¢ 5.9705 8,16¢ 4.270 1,427 4,76 11,957 3.1%0
Total Available for Sale 25,13¢ 3.9%9%
Periods to Maturity from December 31, 2003
1 year or less 1-5years 5-10 years Over 10 years
Weighted Weighted Weighted Weighted
(In thousands) Average Average Average Average
Held to Maturity: Amount Yield (1) Amount Yield (1) Amount Yield (1) Amount Yield (1)
U. S. Treasuries 0 0.0(% 0 0.0(% 0 0.0(% 0 0.0(%
U. S. Government agencies 0 0.0C% 0 0.0(% 0 0.0(% 0 0.0(%
Mortgage backed securities (2) 3 6.1(% 10 6.4% 49 6.71% 57¢ 4.2%%
Tax-exempt municipal bonds 0 0.00% 0 0.00% 0 0.00(% 0 0.00(%
Other bonds, notes, debentures, and securities 0 0.0Co% 0 0.0(0g 0 0.0Co4 0 0.0Co
Total 3 6.1(04 10 6.480 49 6.7104 57¢ 4.2%04
Total Held to Maturity 641 4.46%
Total Securities 25,77¢ 4.0(%

(1) The weighted average yields on tax-exempt séesihave been computed on a tax-equivalent basis.

(2) Mortgages are allocated by maturity and not rized
(3) Includes FHLB stock not included in previoubles
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Sources of Funds
General

Time, money market, savings and demand deposithamajor source of the Compasyunds for lending and other investment purpogdkdeposits are he
by the Bank. In addition, the Company obtains ufrdm loan principal repayments and proceeds fsates of loan participations and investment seesritLoal
repayments are a relatively stable source of funtie deposit inflows and outflows and sales @frgarticipations and investment securities aneifgigntly influence:
by prevailing interest rates, economic conditionsl $he Company’s asset and liability managemestegies. Borrowings are used on either a steont- basis t
compensate for reductions in the availability dfestsources of funds or on a longer-term basiedaae interest rate risk.

Deposits

The Bank offers several types of deposit accouwith, the principal differences relating to the mimim balances required, the time period the fundst
remain on deposit and the interest rate. Depasébtained primarily from the Chattanooga MSAe Bank does not advertise for deposits outsidbisfarea. Tt
Bank does not solicit funds from brokers, nor divesly upon any single person or group of relgbedsons for a material portion of its depositspricipal source ¢
deposits for the Bank consists of shiatm money market and other accounts, which arehhigsponsive to changes in market interest rafeordingly, the Banl
like all financial institutions, is subject to skéerm fluctuations in deposits in response to @ustr actions due to changing shtatm market interest rates. The ab
of the Bank to attract and maintain deposits aedBthnk’s cost of funds has been and will contiruke significantly affected by money market comis.

The following tables set forth the composition epdsits for the Company, excluding accrued intgvagtble, by type for the years ended Decembe2®13
2002 and 2001.

(In thousands) 2003 2002 2001 2000 1999
Demand deposits $ 22,327 $ 20,58¢ $ 14,20¢ $ 11,92 $ 12,41
NOW accountt 28,51« 19,48¢ 21,15: 13,68¢ 12,62¢
Savings & Money market deposits 27,71 21,007 15,30: 10,46( 10,25
Time deposits under $100,000 58,53t 50,50¢ 47,85: 48,26¢ 39,92¢
Time deposits $100,000 and over 22,26¢ 18,86 20,63¢ 16,91: 16,13(
Total deposits $ 159,35. $ 130,44t $ 119,15( $ 101,25( $ 91,34¢

The following table presents a breakdown by categbthe average amount of deposits and the aveedgeaid on deposits for the periods indicated:

(In thousands) 2003 2002 2001 2000 1999

Demand deposits $ 18,017 $ 14,600 $ 12,262 $ 11,55¢ $ 11,04

NOW accounts 22,29¢ 0.3(% 20,14¢ 1.12% 16,601 1.5%% 15,46: 1.7%% 13,60¢ 1.7C%
Savings & Money market deposits 25,461 1.3%% 18,51¢ 1.7¢% 11,58¢ 2.82% 11,08¢ 3.55% 9,89( 3.28%
Time deposits under $100,000 54,67¢ 2.8&% 45,93¢ 3.65% 47,46¢ 5.61% 43,49¢ 5.8% 39,55« 5.3%
Time deposits $100,000 and over 19,43( 3.12% 19,22: 3.8(% 20,09( 5.56% 16,147 5.94% 15,89; 5.56%
Total deposits $ 139,89. 1.85% $ 118,42¢ 25(% $ 108,00¢ 4.0 $ 97,74¢ 428% $ 89,98 4.05%
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Borrowings

The Bank joined the Federal Home Loan Bank of @inati in October of 2000. The Federal Home LoankB@HLB) allows the Bank to borrow funds o
contractual basis many times at rates lower tharctsts of local certificates of deposit. In &iddi the FHLB has the ability to provide structuradivances that be
reduce or leverage the interest rate risk of thekBarhe Bank as of the end of the year had $1Homibutstanding with the FHLB. All the loans am@rmh $2 to $
million in size and are structured as ten yeargaions with an optional conversion to a floatiatgrafter a stated period of time. The loans maatirities ranging fro
December 2010 to April 2013 and have conversioeglednging from immediate to September 2007. ésterates ranges from 2.4% to 5.0%. The Bank éesra
Federal Funds lines of credit available with cqumesient banks with a total availability of $11 moill as of the end of 2003. In addition, the Baak the right to borro
from the Federal Reserve Bank if necessary to sapght its supply of funds available for lending andneet deposit withdrawal requirements. As ot&weber 31
2003, the Company had established a line of coédp,500,000 priced at 1 month LIBOR plus 150 $asiints. The loan was established to insert abipitusions t
the Bank to fund growth or retire treasury stoélany, as needed. This line allows the Compangctoas a source of strength for the Bank withbatexpense
dilution of additional common stock. As of DecemBg&, 2003 the Company had drawn $400,000 on tigednd had used the funds to inject capital intcBank.

Balance Sheet Management

Liquidity Management. Liquidity is the ability of a company to convertsass into cash without significant loss and toedisds by increasing liabilitie
Liquidity management involves having the abilitynh@et day-taday cash flow requirements of its customers, whretthey are depositors wishing to withdraw fund
borrowers requiring funds to meet their credit reeed

The primary function of asset / liability managemismot only to assure adequate liquidity in oriigrCornerstone to meet the needs of its custdrase, bt
also to maintain an appropriate balance betweenest-sensitive assets and intessisitive liabilities so that Cornerstone can pabfly deploy its assets and there
optimize earnings. Both assets and liabilitiescamesidered sources of liquidity funding and bat, sherefore, monitored on a daily basis.

The asset portion of the balance sheet provideddiiyy primarily through loan repayment and matugf investment securities. Additional sourcedigdidity
are the investment in Federal Funds sold and preeats from the mortgage backed securities froninbhestment portfolio.

The liability portion of the balance sheet providepiidity through various interest bearing and fioterest bearing deposit accounts. Other steont-
liabilities, which do not qualify as deposits, dederal Funds purchased and securities under agnédm repurchase (REP)! Both are temporary solutions
liquidity as Federal Funds must be paid off attiease every 30 days and REPO’s must be collateclby investment securities. At yeard December 31, 20(
Cornerstone had no Federal Funds purchased andrfiich in REPO'’s. Longeterm liabilities are limited to FHLB advances, whiwould be used to reduce inte
rate risk, and Company loans used to repurchasenconstock or finance any acquisition in the future.
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Capital Resources / Liquidity

Liquidity. Of primary importance to depositors, creditord eggulators is the ability to have readily avdiatunds sufficient to repay fully maturing lialtiés.
Cornerstones liquidity, represented by cash and cash from gasla result of its operating, investing andtiiciag activities. In order to ensure funds arelabée at al
times, Cornerstone devotes resources to projecing monthly basis the amount of funds accessihlquidity requirements can also be met throughristesnm
borrowing or the disposition of short-term assetsich are generally matched to correspond to theimty of liabilities.

Cornerstone’s liquidity target is measured by agdime Banks net cash, short term and marketable securitiepladged and dividing this number by t
deposits and short-term liabilities not securedabgets pledged. The approved liquidity policyaigéted at 10% and currently the Bankbuidity ratio is 12.2%
Cornerstone is not subject to any specific liqyideéquirements imposed by regulatory orders. Gstoge is subject to general FDIC guidelines, whiomot require
minimum level of liquidity. Management believes liquidity ratios meet or exceed these guidelingianagement does not know of any trends or demavitush ar
reasonably likely to result in liquidity increasingdecreasing in any material manner.

The following table sets forth liquidity ratios fperiods indicated:

December 31, 2003 December 31, 2002

Average loans to average deposits 101.2% 90.9%

Impact of Inflation and Changing Prices. The financial statements and related financial gaesented herein have been prepared in accordegitite).S
generally accepted accounting principles, whichuimregthe measurement of the financial position apérating results in terms of historical dollarsheut considerin
the changes in the relative purchasing power ofaywaver time and due to inflation. Managementaecerned with two inflationary factors; the firstdathe mos
common is the general impact of inflation on operat of Cornerstone and is reflected in increaseerating costs. The other and most dangerousetd#nks
profitability is interest rate adjustments by trexiBral Reserve and the general fixed income marketction to inflation. In other words, intereate risk, unlike mo
industrial companies, substantially impacts the Gamy because virtually all of the assets and li#sl of Cornerstone are monetary in nature. Aesalt, interest rat
may have a more significant impact on Cornerstmerformance than the effects of general levelmftdtion. Interest rates do not necessarily movéhe sam
direction or in the same magnitude as the priqgoofds and services and each issue must be delalindépendently.

Capital Adequacy

Capital adequacy refers to the level of capitalinegl to sustain asset growth and to absorb losEls.objective of Cornerstoreemanagement is to maintai
level of capitalization that is sufficient to takelvantage of profitable growth opportunities whiteeting regulatory requirements. This is achiebgdmproving
profitability by effectively allocating resources more profitable business, improving asset quatitiengthening service quality, and streamliningts. The prima
measures used by management to monitor the reduhese efforts are the ratios of actual equitaterage assets and actual equity to risk-adjsteels.

The FDIC has adopted capital guidelines governirg éctivities of banks. These guidelines requiee maintenance of an amount of capital based @&n ris
adjusted assets so that categories of assets @tghtl higher credit risk will require more cagbibacking than assets with lower risk. In additibanks are required
maintain capital to support, on a risk-adjustedsyaertain offbalance sheet activities such as loan commitmerfit® capital guidelines classify capital into tviers
referred to as Tier | and Tier Il. Under risk-bésmpital requirements, total capital consists w@fr T capital which is generally common sharehdlslexquity les
goodwill and Tier Il which is primarily Tier | cagail plus a portion of the loan loss allowance.détermining risk-based capital requirements, assetsassigned risk-
weights of 0% to 100%, depending primarily on tegulatory assigned levels of credit risk associatgll such assets. OFalance sheet items are considered il
calculation of risk-adjusted assets through coreer§actors established by regulators. The framkvior calculating riskeased capital requires banks to mee
regulatory minimums of 4% Tier | and 8% total risksed capital. In 1990 regulators added a leveraggutation to the capital requirements, compafiieg | capita
to total average assets less goodwill.
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The following tables set forth the compositionloé Company’s capital at December 31, 2003 and 2002.

(In thousands)

December 31, 2003

December 31, 2002

Capital:
Tier | Capital:
Stockholders’ equity
Less Gain on AFS Securities
Plus loss of AFS Securities
Less disallowed intangibles and allowances
Total Tier | capital

Tier Il capital:
Qualifying debt
Qualifying allowance for loan losses
Total Tier Il capital
Total capital

Risk-adjusted assets
Average assets

Ratios:

Tier | capital to risk-adjusted assets

Tier Il capital to risk-adjusted assets
Leverage - Tier | capital to average assets
Less disallowed intangibles

Amount

Amount

16,90 15,14;
(181) (281)
(2,541 (2,541
14,18: 12,32t
2,02¢ 1,53(
16,207 13,85t
16,20; 13,85¢
162,03¢ 122,42
178,20; 143,55
8.75% 10.0%
10.0(% 11.3%
8.07% 8.74%

The Federal Deposit Insurance Corporation Improvemet of 1991 (“FDICIA”) established five capital categories for banks. @dritle regulation definir
these five capital categories, each bank is clagsifito one of the five categories based on wellef risk-based capital as measured by Tier itahfotal riskbase!
capital, and Tier | leverage ratios and its supemyi ratings. The following table lists the fivategories of capital and each of the minimum rexménts for the thr

risk-based ratios.

Well-capitalized

Adequately capitalized
Under capitalized
Significantly undercapitalized
Critically undercapitalized

Total Risk-Based Tier | Risk-Based Leverage
Capital Ratio Ratio
10%or abov 6% or abov 5% or abov
8% or abov 4% or abov 4% or abov
Less than 8¢ Less than 4¢ Less than 4¢
Less than 6¢ Less than 3¢ Less than 3¢
— — 2% or les

On December 31, 2003, Cornerstone exceeded théateguminimums and qualified as a weblpitalized institution under the regulations. iEhare n
existing accounting pronouncements or guidanceishaxpected to be adopted by the Bank during 2@04ther, there are no critical accounting poScapplied the
have alternative applications which would likelyadlge the results of operations in a material amodénagement of the Bank believes it has madeptbpe

judgments in its selection of accounting polic




DESCRIPTION OF PROPERTY

As of September 30, 2004, our and the Barnkincipal offices were located at 5319 Highwa,16hattanooga, Tennessee 37343. This propeayned b
us. The Bank operates five full-service branchdadamilton County, Tennessee:

5319 Highway 153, Chattanooga, Tennessee
4154 Ringgold Road, East Ridge, Tennessee
610 Georgia Avenue, Chattanooga, Tennessee
2280 Gunbarrel Road, Chattanooga, Tennessee
8966 Old Lee Highway, Ooltewah, Tennessee

The Georgia Avenue branch contains 1800 squareafeis leased pursuant to a lease agreement, whietides for an initial term of three years witio

threeyear renewal options. Rent is currently $ 29,482gnnum. The Bank owns the properties locat&?80 Gunbarrel Road, 4154 Ringgold Road, 5319 Hay
153 and 8966 Old Lee Highway.

We operate a service center to house all itsaumtemer contact functions located at 6401 Lee €@srrSuite B, Chattanooga, Tennessee. The falodity780
square feet and is leased pursuant to a leasenagméewhich provides for an initial term of 5 yeavith one five-year renewal optianRent is currently $ 54,600
annum.

EXECUTIVE COMPENSATION

Summary Compensation Table

The table below sets forth certain elements of camsption for the named executive officer of the @any and the Bank for the periods indicated.

SUMMARY COMPENSATION TABLE

Annual Compensation Long Term (1) Compensation
Awards Payouts
Other Restricter  Securities

Name anc Salary Bonus Comp. Awards Options/SAR  Payouts Comp.
Principal Position Year (%) (%) (%) (%) (#) (2 (%) ($)(3)
Gregory B. Jones 200¢ $ 155,000 $ 10,00( 0 0 8,50( 0% 7,20C
Chairman & CEO 200z 145,00( 5,00( 0 0 8,00( 0 7,20(
Company & Bank 2001 137,37¢ 0 0 0 5,10(C 0 5,40(
Jerry D. Lee 200: $ 117,700 $ 7,00( 0 0 5,50( 0% 5,40(
Ex. Vice President 200z 110,00( 0 0 0 5,00(C 0 0
Sr. Loan Officer 2001 102,50( 0 0 0 5,10( 0 0
Company & Bank

Nathaniel F. Hughe 200: $ 115,200 $ 7,00( 0 0 5,50(C 0% 5,40C
President & CFO 200z 96,00( 0 0 0 5,00( 0 0
Company & Bank 2001 84,00( 0 0 0 5,10C 0 0

(1) The Company maintains a “1996 Cornerstone StatwtndyNon-statutory Stock Option Plan” which wasrappd by the shareholders in 1996 and a “2002 Lergn Incentive Plan” which was
approved by the shareholders in 2002. There wehates of restricted stock held by any executffiesss on December 31, 2003.

(2) Options acquired pursuant to option grants museggly be held at least two years before partiating is possible. The Company has not grantedS#®’s.

(3) Includes $5,400 in 2001, and $7,200 in 2002 an@200Bank Board director’s fees to Mr. Jones. liigs $5,400 in Bank Board director’s fees for MugHes and Mr. Lee for 2003.
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Options/SAR Grants in Last Fiscal Year

The following table contains information about optiawards made to the named executive officer durin fiscal year ended December 31, 2003.

STOCK OPTION GRANTS IN 2003
Individual Grants

Number of % of Total Potential Realizable Value at
Securities Options/SAR’s Assumed Annual Rates of
Underlying Granted to Exercise or Stock Price Appreciation for
Options/SAR’s Employees in Base Price Expiration The Option Term (4)
Name Granted (#)(1) Fiscal Year ($/share)(2) Date (3) 5% ($) 10% ($)
Gregory B. Jones 8,500 29.06 %$ 14.50 03/01/1: $ 77,520 $ 196,43!
Jerry D. Lee 5,50( 18.81%$ 14.5C 03/01/1: $ 50,16( $ 127,10!
Nathaniel F. Hughe 5,50( 18.81%$ 14.5( 03/01/1: $ 50,16( $ 127,10!

(1) These options are granted under the “2002 Long Teecentive Plan”.

(2) These options were granted at fair market valubetime of the grant, are generally 100% exerdésafter five years of the grant, with a vestingedule of 30% the third year, 60% the fourth year
and 100% the fifth year.

(3) These options could expire earlier in certain gitunes.

(4) The potential realizable value of the options gedrih 2003 to the Executive Officers named above eedculated by multiplying those options by theess of (a) the assumed market value at March
1, 2013 of common stock if the estimated marketieaf common stock were to increase 5% or 10% déh gaar of the option’s 10-year term over (b) tasébprice shown. This calculation does not
take into account any taxes or other expenseswhight be owed. The 5% and 10% appreciation r@teset forth in the SEC rules and no represemtéimade that the common stock will
appreciate at those assumed rates, or at all.

Number of Securities

Underlying Value of Unexercisable, In-
Shares Unexercised Options as of the
Acquirec Value 12/31/03 Money Options at 12/31/03
On
Exercise Realizec (#) ($)
Name (#) ($) Exercisable Unexercisabl Exercisable Unexercisabli
Gregory B. Jones 0% 0 10,33( 22,27($ 83,51¢$ 179,02:
Jerry D. Lee 0% 0 10,33( 16,27($ 83,51¢$ 133,12:
Nathaniel F. Hughe 0% 0 10,33( 16,27( $ 83,51¢$ 133,12:

(1) Shares acquired pursuant to option grant must génére held five years for 100% vestment, withesting schedule of 30% the third year, 60% thetfoyear and 100% the fifth year.
(2) Value is calculated as the difference between shienated price of a share of common stock on Deeer@b, 2003 ($22.15 per share) and the exercise pfithe options. No value is reported if the
exercise price of the options exceeded, or is emuahe estimated market price of a share of comstock on December 31, 2003.

401(k) Plan

We have a 401(k) plan covering employees meetingiceage requirements. The plan is structured shahemployees can contribute to the plan on a tax
deductible basis and have their contributions iteceén various investment funds offered under tla@.pThe plan permits, but does not require, unaie an employ
matching contribution during the plan year. Emplogentributions, which represent 100% of the fi8% of an employee's salary contributed to the plaaled ¢
104,737 in 2003.
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1996 Cornerstone Statutory and Non-statutory StockOption Plan

We established the 1996 Cornerstone Statutory amdgthtutory Stock Option Plan (the "Plan") durif@96 as a longerm incentive for eligible employees
directors. The total number of shares that maysbeed under the plan may not exceed 205,000. Gfshares, 55,000 may be incentive stock optiongledemainin
150,000 shares of stock may be nonqualified stetions. The persons eligible to receive incentieels options under the plan are key employees #itks selecte
by the Human Resource Committee of our board ddcttirs. Persons designated by the Committee wheelagible to receive nonqualified options need be
employees of the Company and generally will be mamagement directors of the Company. The optiomssaued at the market value of our stock and xeecisabli
upon issue. The term of all options issued underPian is for 10 years. There have been 55,00(fiveestock options and 130,000 nonqualified stoplions grante
under the Plan. There have been 10,000 nonquasfieck options and none of the incentive stockamstiexercised. There are 20,000 nonqualified stgtions
available for issue with 120,000 remaining unexadi

Cornerstone 2002 Long Term Incentive Plan

We established the 2002 Long Term Incentive Plaa {Incentive Plan™) with shareholder approval iprih2002 as long term incentive for eligible emyde:
and directors. The total number of shares that beaissued under the Incentive Plan may not exce8¢DB0. The Incentive Plan allows for the issuanfceestricte!
stock, stock appreciation rights, performance agandngualified stock options and incentive stock optiohise persons eligible to receive grants underrbentive
Plan are key officers, employees and directorsaieby the Human Resource Committee of our boadirectors. The incentive stock options are issatethe marke
value of our stock and are exercisable after tWyg¢2rs from issuance over a three (3) year vegi@nigpd. The term of all grants are determinedhgyHum an Resour
Committee, but will not exceed ten (10) years. €hleave been 53,750 incentive stock options grantdylto Company employees under the Incentive Eiaougt
December 31, 2003.

Cornerstone Bancshares, Inc. 2004 Non-Employee Da®r Compensation Plan

Our board of directors established the 2004 Non{Byge Director Compensation Plan (the “DirectomPjdo provide to noremployee directors the option
receive all or part of their compensation for segvon our board of directors and on any committeeuo board of directors in shares of our commatlst The tote
number of shares that may be issued under thetbirB&an may not exceed 20,000. Shares of comnuak séceived under the Director Plan will be issuétthin forty-
five days of the calendar quarter in which theyevesrned. The number of shares delivered pursodhetDirector Plan will equal the amount of thelagable directc
compensation divided by the average closing pricd@ common stock for the five trading days imnagely preceding the date on which such directorpmmsatio
was earned.

Equity Compensation Plan Information as of DecembeB1, 2003

Number of
securities to be Number of
issued upon Weighted average securities remainir
exercise of exercise price of  available for future
Plan category outstanding option  outstanding option issuance
Equity compensation plans approved by securityérstd 228,75( % 11.92 266,25(
Equity compensation plans not approved by sechotglers: 0 $ 0.0C 0

Total: 228,75( $ 11.92 266,25(
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Employment Agreements

We have entered into "Executive Agreements" witteehmembers of senior management: Gregory B. J@tasf Executive Officer and Chairman of
Board; Nathaniel F. Hughes, President and Chiedriéral Officer; and, Jerry D. Lee, Executive Viaestdent and Senior Loan Officer. The original agnents were
effect for a period of three years and expired ardil 2, 2002. The expiration date of each agreeimenbeen extended until March 2, 2005.

Each agreement contains chang&dmtrol provisions requiring a potential succedsanegotiate with the employee as a condition tuéition. The final employme
agreement between the successor entity and thevgegpinust be for a period of at least two yearbk wisimilar compensation package. If the emplogeerminated, t
must receive all compensation due at that time hasyears base salary. In addition all unexercisedntive stock options will become 100% vestéduth terminatio
payment is made to the employee, he will agredmengage in any business or activity within thet®nooga Standard Metropolitan Statistical Areaafperiod of 1-
year, which is directly or indirectly in competitiavith the successor entity.

CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

We enter into banking and other transactions inotiténary course of business with our directors affiders and their family members and affiliatiss oul
policy that these transactions be on substantibysame terms, including price, interest ratescafidteral, as those prevailing at the time fomparable transactio
with unrelated parties. We do not expect thesesaetions to involve more than the normal risk dfemibility nor present other unfavorable featutesus. Loans 1
individual directors and officers must also complith our bank$ lending policies and statutory lending limitsdadirectors with a personal interest in any
application are excluded from the considerationhefr loan application. We intend for all of ouarisactions with our directors, officers, and othféitiates to be o
terms no less favorable to us than could be ohddirmen an unaffiliated third party and to be apmd\by a majority of our disinterested directors.

WHERE TO FIND MORE INFORMATION ABOUT US

We have filed with the Securities and Exchange Casion a registration statement on Form ZBrder the 1933 Act with respect to the sharesred by thi
prospectus. This prospectus, filed as a part ofeéhéstration statement, does not contain certgwrination contained in Part Il of the registratstatement or filed |
exhibits to the registration statement. We refar §mthe registration statement and exhibits wiiay be inspected and copied at the Public ReferBapartment of tt
Commission, 450 5th Street, NW, Washington, D.G42) at prescribed rates. You can contact the Cesiam’'s Public Reference Department at (800) $880. Thi
registration statement and exhibits also are abfailtor viewing at and downloading from the EDGAGRR ktion within the SEC’s internet website (httpwilv.sec.gov).

We are subject to the information requirementhef$ecurities Exchange Act of 1934. We file wite 8EC periodic reports on Forms 10-KSB, 10-QSB&nd

K, and proxy statements, and our officers and trsdile reports of stock ownership on Forms and 5. These filings may be viewed and downloadea the SEC
internet website (http://www.sec.gov). We intendémd annual reports containing audited finant&ements to the shareholders.
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FINANCIAL STATEMENTS

For the Three and Six Months Ended June 30, 2004

CONSOLIDATED BALANCE SHEET Unaudited Unaudited
June 30, December 31, June 30,
ASSETS 2004 2003 2003
Cash and due from banks $ 5,527,77! 7,071,07! 6,600,84:
Due from banks time deposits — — —
Federal funds sold 1,615,001 3,060,00( —
Investment securities available for sale 29,581,17 24,825,96 23,506,07
Investment securities held to maturity 548,40! 640,65 812,39
Federal Home Loan Bank stock 837,60( 582,30( 576,80(
Loans, less allowance for loan loss 181,411,54 155,278,32 141,579,12
Premises and equipment, net 5,812,38! 4,292,56! 3,903,52!
Accrued interest receivable 973,03¢ 938,76 814,07«
Excess cost over fair value of assets acquired 2,541,471 2,541,47: 2,541,471
Other assets 1,755,85! 1,765,60: 1,625,991
Total Assets $ 230,604,25 200,996,71 181,960,229
LIABILITIES AND STOCKHOLDERS' EQUITY
Deposits
Noninterest-bearing $ 29,185,04 22,326,84 19,704,611
NOW accounts 31,694,52 28,513,59 23,331,501
Savings deposits and money market accounts 31,375,66 27,712,33 25,188,40!
Time deposits of $100,000 or more 24,556,49 22,264,21 18,873,92!
Time deposits of less than $100,000 62,333,98 58,535,28 50,464,27
Total deposits 179,145,71 159,352,27 137,562,71
Federal funds purchased and securites sold under
agreement to repurchase 3,561,50 6,084,07! 9,902,39:
Federal Home Loan Bank Advance and note payable 29,150,00 17,400,00 17,000,00
Accrued interest payable 70,194 102,16: 92,18¢
Other liabilities 873,64! 1,154,701 1,278,36.
Total Liabilities 212,801,05 184,093,21 165,835,65
Stockholders' Equity
Common stock 1,243,61 1,243,16° 1,243,16'
Additional paid-in capital 12,193,31 12,183,86 12,183,86:
Retained Earnings 4,441,791 3,295,88. 2,440,56:
Accumulated other comprehensive income (75,525 180,58 257,04
Total Stockholders' Equity 17,803,20 16,903,50 16,124,64
Total liabilities and stockholders equity $ 230,604,25 200,996,71 181,960,29
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CONSOLIDATED STATEMENTS OF INCOME

INTEREST INCOME

Interest and fees on loans
Interest on investment securities
Interest on federal funds sold
Interest on other earning assets

Total interest income

INTEREST EXPENSE

Interest bearing demand accounts
Money market accounts

Savings accounts

Time deposits of less than $100,000
Time deposits of $100,000 or more
Federal funds purchased

Securities sold under agreements to repurchase
Other borrowings

Total interest expense

Net interest income

Provision for loan losses

Net interest income after the provision for loassies

NONINTEREST INCOME

Service charges on deposit accounts

Net securities gains (losses)
Other income

Total noninterest income

NONINTEREST EXPENSE

Salaries and employee benefits

Occupancy and equipment expense
Other operating expense

Total noninterest expense

Income before provision for income taxes
Provision for income taxes

NET INCOME

Basic net income per common share
Diluted net income per common share
Dividends declared per common share

Unaudited

Unaudited
Three months ended Six months ended
June 30 June 30,

2004 2003 2004 2003
3,153,711  $ 2,529,79! 5,998,50. $ 4,915,00
248,83! 267,54¢ 479,94 503,64¢
1,16¢ 1,64¢ 2,73¢ 15,13¢
58¢ 5,031 1,01¢€ 10,21(
3,404,30 2,804,02: 6,482,20: 5,443,99
27,64¢ 19,82 51,23¢ 38,69
93,95¢ 82,09t 176,91: 150,33
9,27¢ 12,77 18,30¢ 29,20:
343,42: 374,35¢ 717,26: 791,69:
127,98¢ 156,40t 266,29: 317,14¢
12,46¢ 11,83¢ 16,75¢ 16,23
7,28¢ 6,62¢ 10,80: 10,67(
195,93! 141,42: 367,87: 263,49!
817,97¢ 805,33" 1,625,43! 1,617,46!
2,586,32! 1,998,68! 4,856,761 3,826,52!
250,00( 50,00( 410,00( 155,00(
2,336,32! 1,948,68! 4,446,76! 3,671,52!
177,88t 164,13! 343,28¢ 309,63¢
150,62¢ 125,03! 332,84( 265,04(
328,51« 289,16¢ 676,12¢ 574,67¢
1,012,391 811,93¢ 1,923,09! 1,555,97°
200,80! 172,50( 433,93: 335,55(
432,78 440,70¢ 893,15¢ 887,30¢
1,645,97 1,425,14! 3,250,18! 2,778,830
1,018,86! 812,70¢ 1,872,71. 1,467,37.
396,30( 312,50( 726,80( 565,15(
622,56t $ 500,20¢ 1,14591. $ 902,22:
0.5C 0.4C 0.9z 0.7
0.4€ 0.3¢ 0.84 0.6¢
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CONSOLIDATED STATEMENTS OF CASH FLOWS
For the Six Months Ended June 30

2004 2003

Cash flows from operating activitie:
Net income $ 1,145,91: $ 902,22:
Adjustments to reconcile net incon
to net cash provided by operating actvitit
Provision for loan losse $ 410,000 $ 155,00(
Net Charg-offs (432,53)) 81,58:
Depreciation and amortization 244,31¢ 145,81.
Accrued interest receivable (34,27%) (134,47¢)
Accrued interest payabl (31,969 (29,08¢)
Changes in other assets and liabilit (2,021,316 505,02!

Net cash provided by operating activit (719,854 1,626,07"
Cash flows from investing activities
Purchase of investment securities: A (15,947,75) (10,527,14)
Purchase of investment securities: HT
Proceeds from security transactions: A 10,988,44 7,814,991
Proceeds from security transactions: H1 96,07( 211,12¢
Purchase of due from banks time depo:
Net increase in loan (26,434,11) (18,719,12)
Purchase of bank premises and equipr (1,741,95) (108,81

Net cash used in investing activiti (33,039,30) (21,328,96)
Cash flows from financing activities
Net increase in deposil 19,793,43 7,116,39;
Net increase in securities sold under agreementspuarchase (2,522,57) 6,399,25!
Net increase of FHLB advances and other borrowi 13,500,00! 7,400,00!
Issuance of common stoc

Net cash provided by financing activities 30,770,85' 20,915,64
Net decrease in cash and cash equival (2,988,301) 1,212,76:
Cash and cash equivalents beginning of pe 10,131,07 5,388,08!
Cash and cash equivalents end of pel $ 7,142,770 $ 6,600,84.
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Cornerstone Bancshares, Inc and Subsidiary
Consolidated Statement of Changes in Stockhol&epsty
June 30, 2004

Accumulated

Additional Retained Other Total
Comprehensive Common Paid-in Earnings Comprehensive Stockholders'
Income Stock Capital (Deficit) Income Equity
BALANCE, December 31, 2003 1,243,16' 12,183,86: 3,295,88: 180,58: 16,903,50
Redemption of Common Stock — — — — —
Issuance of Common Stock 45C 9,45( — — 9,90(
Comprehensive Income:
Net Income 1,145,91. — — 1,145,91. — 1,145,91;
Other comprehensive income, net of tax:
Unrealized holding gains (losses) on
securities available for sale, nfet o
reclassification adjustment (256,107 — — — (256,107 (256,107
Total comprehensive income 889,80!
BALANCE, June 30, 2004 1,243,61 12,193,311 4,441,791 (75,52%) 17,803,20

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
CORNERSTONE BANCSHARES, INC.
PRESENTATION OF FINANCIAL INFORMATION

The 2004 financial information in this report hast een audited. The information included hereiouth be read in conjunction with the notes to
consolidated financial statements included in t0@32Annual Report to Shareholders which was fumdsto each shareholder of Cornerstone Bancshare:
(“Cornerstone”)in March of 2004. The consolidated financial stagats presented herein conform to generally accegtedunting principles and to general indu
practices.

Consolidation

The accompanying consolidated financial statementade the accounts of Cornerstone and its suryidiornerstone Community Bank (the “Bank™).
Substantially all intercompany transactions, psadihd balances have been eliminated.

Accounting Policies

During interim periods, Cornerstone follows the @atting policies set forth in its 1QSB for the year ended December 31, 2003, as ¥Vilitlal the Securitie

and Exchange Commission. Since December 31, 2688 thave been no changes in any accounting plescgr practices, or in the method of applying angt
principles or practices.

Interim Financial Data (Unaudited)

In the opinion of Cornerstoremanagement, the accompanying interim financééstents contain all material adjustments, congjsinly of normal recurrir

adjustments necessary to present fairly the firsdramndition, the results of operations, and cdstvd for the interim period. Results for interimripels are nc
necessarily indicative of the results to be expkéte a full year.

Earnings Per Common Share

Basic earnings per share (“EP®)computed by dividing income available to comnsbareholders (numerator) by the number of commaneshoutstandir
(denominator). Diluted EPS is computed by dividingome available to common shareholders (numeratothe adjusted number of shares outstanding (devador)
The adjusted number of shares outstanding reftetpotential dilution occurring if securities dher contracts to issue common stock were exerasednverted int
common stock resulting in the issuance of commocksthat share in the earnings of the entity.
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Sock Based Compensation

The company has two stotlased compensation plans. The company applieetiogmition and measurement principles of APB Opirim. 25, "Accountin
for Stock Issued to Employees," and related ingtgtions in accounting for those plans. No stbaked employee compensation is reflected in netmecas all optior
granted under these plans have an exercise pric&l &ém or above the market value of the underlygognmon stock on the date of the grant. The follgwiable
illustrates the effect on net income and earnirggsspare if the company had applied the fair vahwegnition provisions of FASB Statement No. 128¢counting fo
Stock-Based Compensation," to stock-based compensat

Jun-04 Dec-03 Jun-03 Dec-02
Net Income, as reported $ 1,14591. $ 1,881,85 $ 902,22: $ 1,061,42.
Deduct: Total Stock-based employee
compensation expense determined under
fair value method for all awards, net of
the related tax effects ($24,739) ($36,962) ($18,48)) ($21,349)
Pro Forma Net Income $ 1,121,17 $ 1,84489 $ 883,74: $ 1,040,07!
Earnings Per Share:
Basic-as reported $ 09z $ 152 $ 0.7 $ 0.8¢
Basic-pro forma $ 09C $ 14¢ $ 0.71 $ 0.8¢
Diluted-as reported $ 0.84 $ 141 $ 0.6¢ $ 0.82
Diluted-pro forma $ 0.8z $ 1.3¢ $ 0.67 $ 0.81
Stock Amounts
Common Stock Issued 1,243,61 1,239,57 1,239,57: 1,233,16

Off-Balance Sheet Arrangements

The Bank is a party to financial instruments wiff lsalance sheet risk in the normal course of busitesseet the financing needs of its customers. @
financial instruments include standby letters additr and various commitments to extend credit. éiel 30, 2004, commitments under standby lettersredit an:
undisbursed loan commitments aggregated $40,674T3@0Banks credit exposure for these financial instrumestepresented by their contractual amounts. Thé
does not anticipate any material losses as a refstile commitments under standby letters of crawlit undisbursed loan commitments.
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Forward-Looking Statements

Certain written and oral statements made by or Whi¢happroval of an authorized executive officeCofnerstone may constitute “forward-looking steaterts”
as defined under the Private Securities Litigafaform Act of 1995. Words or phrases such as “shoesult,” “are expected to,” “we anticipate,” “vestimate,” e
project” or similar expressions are intended tatdg forward4ooking statements. These statements are subjeetrtain risks and uncertainties that could causeai
results to differ materially from Cornerstosdiistorical experience and its present expectatomprojections. These risks and uncertaintidsiit®; but are not limited t
unanticipated economic changes, interest rateuidiicins and the impact of competition. Caution &hbe taken not to place undue reliance on any furetardlooking

statements since such statements speak only hs déte they are made.
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For the Fiscal Year Ended December 31, 2002 anétdieer 31, 2003

Report of Independent Certified Public Accountants

To the Stockholders and
Board of Directors
Cornerstone Bancshares, Inc.
Chattanooga, Tennessee

We have audited the accompanying consolidated talaheets of Cornerstone Bancshares, Inc. anddgrysas of December 31, 2003 and 2002, an
related consolidated statements of income, chaimgstockholdersequity, and cash flows for each of the three y&athe period ended December 31, 2003. T
financial statements are the responsibility of @menpany’s management. Our responsibility is torespan opinion on these financial statements basedr audits.

We conducted our audits in accordance with audistagndards generally accepted in the United Stitdsnerica. Those standards require that we pla
perform the audit to obtain reasonable assurangetathether the financial statements are free derns misstatement. An audit includes examinimig,a test basi
evidence supporting the amounts and disclosuréseirfinancial statements. An audit also includeseasing the accounting principles used and sigmnifiestimate
made by management, as well as evaluating the lbfiaemcial statement presentation. We beliewa thur audits provide a reasonable basis for ouniam

In our opinion, the consolidated financial statetaeeferred to above present fairly, in all matergspects, the financial position of Cornerstoram&hare
Inc. and subsidiary as of December 31, 2003 an@,28 the results of their operations and theshdbws for each of the three years in the peeinded December ¢
2003, in conformity with accounting principles geally accepted in the United States of America.

HAZLETT, LEWIS & BIETER, PLLC

Chattanooga, Tennessee
January 16, 2004
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

CONSOLIDATED BALANCE SHEETS
December 31, 2003 and 2002

ASSETS

Cash and due from banks
Federal funds sold

Cash and cash equivalents

Securities available for sale

Securities held to maturity

Federal Home Loan Bank stock, at cost
Loans, net of allowance for loan losses
Bank premises and equipment, net
Accrued interest receivable

Goodwill

Other assets

Total assets

LIABILITIES AND STOCKHOLDERS' EQUITY

Deposits:
Noninterest-bearing demand deposits
Interest-bearing demand deposits
Savings deposits and money market accounts
Time deposits of $100,000 or more
Time deposits under $100,000

Total deposits

Accrued interest payable
Federal funds purchased and securities sold urgteements to repurchase
Federal Home Loan Bank advances and note payable

Other liabilities

Total liabilities

Stockholders' equity:

Preferred stock - no par value; 2,000,000 shar®&red; no shares issued
Common stock - $1.00 par value; 2,000,000 sharéwered; shares issued and outstanding -
1,243,167 in 2003 and 1,233,167 in 2002

Additional paid-in capital
Retained earnings

Accumulated other comprehensive income

Total stockholders' equity

Total liabilities and stockholders' equity

The Notes to Consolidated Financial Statementsariategral part of these statements.

2003 2002
7,071,07! 4,928,08!
3,060,001 460,00(

10,131,07 5,388,08!
24,825,96 21,174,98
640,65: 1,024,721
582,30( 506,10(
155,278,32 123,096,57
4,292,561 3,953,29:
938,76: 679,59¢
2,541,471 2,541,471
1,765,60: 1,537,391
200,996,71 159,902,22
22,326,84 20,585,75
28,513,59 19,484,70
27,712,33 21,007,26
22,264,21 18,863,33
58,535,28 50,505,25
159,352,27 130,446,32
102,162 121,27(
6,084,07! 3,503,13!
17,400,00 10,000,00
1,154,701 684,73t
184,093,21 144,755,47
1,243,16° 1,233,16°
12,183,86 12,093,86
3,295,88: 1,5638,34.
180,58: 281,37:
16,903,50 15,146,75
200,996,71 159,902,22
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF INCOME
Years Ended December 31, 2003, 2002 and 2001

INTEREST INCOME
Loans
Securities and interest-bearing deposits in othekb

Federal funds sold

Total interest income

INTEREST EXPENSE

Time deposits of $100,000 or more

Other deposits

Federal funds purchased and securities sold urgteements to repurchase

Federal Home Loan Bank advances and note payable

Total interest expense

Net interest income before provision for loan Iesse

Provision for loan losses

Net interest income after provision for loan losses

NONINTEREST INCOME

Service charges

Other noninterest income

Net gains from sale of loans and securities

Total noninterest income

NONINTEREST EXPENSES

Salaries and employee benefits

Net occupancy and equipment expense

Other operating expenses

Total noninterest expenses

Income before income tax expense

Income tax expense

Net income

EARNINGS PER COMMON SHARE

Basic

Diluted

The Notes to Consolidated Financial Statementsaiategral part of these statements.

2003 2002 2001
10,326,39 $ 8,544,46! 8,150,94
980,06: 1,123,64i 1,260,70!
19,96¢ 34,17¢ 168,43!
11,326,41 9,702,29: 9,580,08.
606,16: 730,83: 1,116,11:
1,981,63 2,227,32! 3,251,45
54,947 26,93¢ 61,79¢
568,05¢ 323,54( 112,73¢
3,210,79! 3,308,64 4,542,10!
8,115,61! 6,393,65: 5,037,97
545,00( 683,43 435,00(
7,570,61! 5,710,21: 4,602,97
888,80! 734,10: 637,12
59,61¢ 67,96: 54,81:
293,45! 200,09 197,64%
1,241,87: 1,002,15i 889,58(
3,325,47( 2,630,54 2,236,72i
375,718 348,74( 314,29¢
2,039,65( 2,004,07: 1,998,901
5,740,83: 4,983,36. 4,549,93.
3,071,65! 1,729,01: 942,62t
1,189,801 667,59: 373,01
1,881,85! $ 1,061,42: 569,61:
1.52 $ .86 A7
1.41 .83 .46







CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDEREQUITY
Years Ended December 31, 2003, 2002 and 2001

Accumulated

Total Additional Retained Other
Comprehensive Stockholders’ Common Paid-in Earnings Comprehensive
Income Equity Stock Capital (Deficit) Income
BALANCE, December 31, 2000 $ 12,518,16 $ 1,166,12! $ 11,322,27 $ (92,699 $ 122,45(
Issuance of common stock 838,63( 67,03¢ 771,59: — —
Comprehensive income:
Net income $ 569,61: 569,61: — — 569,61: —
Other comprehensive income, net of tax:
Unrealized holding gains (losses) on securil
available for sale, net of reclassificatio
adjustment 152,93: 152,93: — — — 152,93.
Total comprehensive income $ 122,54
BALANCE, December 31, 2001 14,079,33 1,233,16' 12,093,86 476,91¢ 275,38:
Comprehensive income:
Net income $ 1,061,42: 1,061,42: — — 1,061,42: —
Other comprehensive income, net of tax:
Unrealized holding gains (losses) on securit
available for sale, net of reclassificatio
adjustment 5,997 5,997 — — — 5,997
Total comprehensive income $ 1,067,41:
BALANCE, December 31, 2002 $ 15,146,75 $ 1,233,16° $ 12,093.86 $ 1,538,34 $ 281,37:
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Accumulated

Total Additional Retained Other
Comprehensive Stockholders’ Common Paid-in Earnings Comprehensive
Income Equity Stock Capital (Deficit) Income
EIALACIE, PECEiEer 3L, 2t $ 1514675 $ 1,233,16 $ 12,093.86 $ 153834 $ 281,37
Issuance of common stock 100,00( 10,00 90,00 _ _
Dividends - $.10 per share (124,319 _ _ (124,319 _
Comprehensive income:
Netincome $ 1,881,85! 1,881,85! — — 1,881,85! —
Other comprehensive income, net of tax:
Unrealized holding gains (losses) on securil
available for sale, net of reclassificatio
adjustment (100,79 (100,79:) — — — (100,79:)
Total comprehensive income $ 1,781,06'
BALANCE, December 31, 2003 $ 16,903,50 $ 124316 $ 12,183,86 $ 3,295,88 $ 180,58:

The Notes to Consolidated Financial Statementsaiategral part of these statements.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CASH FLOWS
Years Ended December 31, 2003, 2002 and 2001

CASH FLOWS FROM OPERATING ACTIVITIES
Net income
Adjustments to reconcile net income to net caskigesl by operating activities:
Depreciation and amortization
Provision for loan losses
Gains on sales of securities and loans
Deferred income taxes
Changes in other operating assets and liabilities:
Net change in loans held for sale
Accrued interest receivable
Accrued interest payable

Other assets and liabilities

Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from security transactions:
Securities available for sale
Securities held to maturity
Purchase of securities available for sale
Net increase in loans
Purchase of bank premises and equipment

Proceeds from sale of other real estate and otsets

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES
Net increase in deposits
Increase (decrease) in federal funds purchasedemdities sold under repurchase agreements
Proceeds from Federal Home Loan Bank advances
Proceeds from note payable

Issuance of common stock

Net cash provided by financing activities

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENT

CASH AND CASH EQUIVALENTS, beginning of year

CASH AND CASH EQUIVALENTS, end of year

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION

Cash paid during the period for interest

Cash paid during the period for taxes

NONCASH INVESTING AND FINANCING ACTIVITIES

Acquisition of real estate through foreclosure

Transfer of other real estate to bank premises

The Notes to Consolidated Financial Statementaaiategral part of these statements.

2003 2002 2001

$ 1,881,85! 1,061,42; 569,61
390,38 278,37; 399,04t

545,00 683,43 435,00
(293,459 (200,099 (197,649

(272,75) (54,877) 52,873

2,486,45 1,308,19' 115,47:

(259,169 74,998 94,54¢

(19,107 (87,57) 25,00¢
235,04 136,72( (92,586

4,694,27: 3,200,60: 1,401,32!

20,475,05 12,117,00 5,607,87!

386,89 1,167,25' 1,797,49!
(24,394,45) (14,255,03) (8,373,65)
(35,029,96) (21,264,95) (21,505,70)
(630,740 (265,739 (620,079

255,05 342,50 611,74¢
(38,938,16) (22,158,95) (22,482,31)

28,905,95 11,297,03 17,899,39

2,580,931 (1,080,38) 1,439,23:

7,000,001 6,000,001 2,000,001

400,00 — —

100,00 — 838,63

38,986,89 16,216,64 22,177,25.

4,742,99! (2,741,70) 1,096,261

5,388,08 8,129,78 7,033,51

$ 10,131,07 5,388,08! 8,129,78
$ 3,229,901 3,396,21: 4,517,001
1,316,98! 672,30 388,26

$ 104,26: 195,78 863,00
— 230,01 —
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
DECEMBER 31, 2003, 2002, 2001

Note 1.  Summary of Significant Accounting Policies

The accounting and reporting policies of Cornerst8ancshares, Inc. and subsidiary (Company) confeitimn generally accepted accounting principles
practices within the banking industry. The pokcthat materially affect financial position anduks of operations are summarized as follows:

Nature of operations and geographic concentra

The Company is a bartkelding company which owns all of the outstandimgnmon stock of Cornerstone Community Bank (Barkihe Bank provides
variety of financial services through four locasom Chattanooga, Tennessee. The Bankimary deposit products are demand depositsngavaccounts, al
certificates of deposit. Its primary lending protiuare commercial loans, real estate loans, atélliment loans.

Principles of consolidation:

The consolidated financial statements include ttepants of the Company and the Bank. All materné&ércompany accounts and transactions have
eliminated in consolidation.

Goodwill:

Goodwill represents the excess of the cost of the@anys 1997 purchase of the net assets of the Banksiffidge over the underlying book value of sucl
assets at the date of acquisition. The Companptaddhe provisions of Statement of Financial Acting Standards No. 142Goodwill and Other Intangible Assets,
in 2002, which requires that goodwill and otheamgible assets deemed to have an indefinite lifdbacamortized. Goodwill is tested annually fopairment. If th
carrying value of goodwill exceeds the fair valaeyrite-down is recorded. No impairment loss waognized during 2003 or 2002.

Through December 31, 2001, goodwill was amortizest @5 years using the straighte method. Amortization expense for the yeareghBecember 31, 20(
amounted to $121,023, net of tax. The pro fornfiecebn earnings per share (EPS) for 2001 wouldlrésan increase in basic and diluted EPS of $.10

Use of estimates:

The preparation of financial statements in conftymiith generally accepted accounting principleguiees management to make estimates and assumfita
affect the reported amounts of assets and liaslitind disclosure of contingent assets and li@hsiléat the date of the financial statements anddperted amounts
revenue and expenses during the reporting pedatual results could differ from those estimates.

The determination of the adequacy of the allowégncdoan losses is based on estimates that areplarty susceptible to significant changes in doenomi
environment and market conditions. In connectiothwie determination of the estimated losses onsjpmanagement obtains independent appraisalsgiuifisant

collateral.

The Banks loans are generally secured by specific itemsobi&teral including real property, consumer assatsl business assets. Although the Bank
diversified loan portfolio, a substantial portiohits debtors’ ability to honor their contractsdgpendent on local economic conditions.
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While management uses available information to gez® losses on loans, further reductions in thieycay amounts of loans may be necessary bas
changes in local economic conditions. In additi@gulatory agencies, as an integral part of theéimination process, periodically review the estéddosses on loan
Such agencies may require the Bank to recognizii@utl losses based on their judgments about inéion available to them at the time of their exzation. Becaus
of these factors, it is reasonably possible thatetstimated losses on loans may change mateniatheinear term. However, the amount of the chémageis reasonak
possible cannot be estimated.

Securities:

Debt securities are classified as held to matwritgn the Bank has the positive intent and abibtyhald the securities to maturity. Securities heldnaturity
are carried at amortized cost. The amortizatiopreimiums and accretion of discounts are recognizedterest income using methods approximating ittieres
method over the period to maturity.

Debt securities not classified as held to matuaity classified as available for sale. Securitieslalle for sale are carried at market value withealized gair
and losses reported in other comprehensive incdrRealized gains (losses) on securities availablsde are included in other income (expense) when applicable
are reported as a reclassification adjustment,ofdtx, in other comprehensive income. Gains agbds on sales of securities are determined orspéeific-
identification method.

Declines in the market value of individual heldhaturity and available for sale securities beloairtost that are other than temporary result imeatowns o
the individual securities to their market valueheTrelated write-downs are included in earningsalzed losses.

Loans:
Loans are stated at unpaid principal balancesttesallowance for loan losses and net deferreul flees.

Loan origination and commitment fees, as well atage direct origination costs, are deferred ansrized as a yield adjustment over the lives of rilatec
loans using the interest method. Amortizationefeded loan fees is discontinued when a loanaisgal on nonaccrual status.

The accrual of interest on real estate and comuddi@ans is discontinued at the time the loan id8@s delinquent unless the credit is veeltured and
process of collection. Installment loans and offemsonal loans are typically charged off no I#an 120 days past due. In all cases, loans aceglon nonaccrual
charged off at an earlier date if collection ofngipal or interest is considered doubtful.

All interest accrued but not collected for loanatthre placed on nonaccrual or charged off is eme¢bagainst interest income. The interest on tloeses i
accounted for on the cash-basis or cesbvery method, until qualifying for return to acal. Loans are returned to accrual status wheethalprincipal and intere
amounts contractually due are brought current ahdé payments are reasonably assured.

Allowance for loan losses:

The allowance for loan losses is maintained awal lvhich, in managemestjudgment, is adequate to absorb credit lossegenhin the loan portfolio. T
amount of the allowance is based on managementiluation of the collectibility of the loan piotto, including the nature of the portfolio, crédbncentrations, tren
in historical loss experience, specific impairedns, economic conditions, and other risks inhenerthe portfolio. Allowances for impaired loanseagenerall
determined based on collateral values or the ptesdoe of estimated cash flows. Although managenuses available information to recognize lossedoans
because of uncertainties associated with local @oénconditions, collateral values, and future cistvs on impaired loans, it is reasonably possibie a materii
change could occur in the allowance for loan logselke near term. However, the amount of the ghahat is reasonably possible cannot be estimaftd.allowanc
is increased by a provision for loan losses, wiBatharged to expense and reduced by chaffgenet of recoveries. Changes in the allowaetsting to impaired loal
are charged or credited to the provision for lazssés.
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Premises and equipment:

Land is carried at cost. Other premises and ecgriprare carried at cost net of accumulated depreciaDepreciation is computed using the straigte-anc
the declining balance methods based principallyhenestimated useful lives of the assets. Maintemamd repairs are expensed as incurred while radgitions an
improvements are capitalized. Gains and losseBspositions are included in current operations.

Other real estate owned:

Real estate properties acquired through or indidloan foreclosure are initially recorded at tbevér of the Banls carrying amount or fair value less estim
selling cost at the date of foreclosure. Any wdtevns based on the assefair value at the date of acquisition are chargethe allowance for loan losses. A
foreclosure, these assets are carried at the lofatbeir new cost basis or fair value less costdlh Costs of significant property improvements eapitalized, where
costs relating to holding property are expenselte dortion of interest costs relating to developnuémeal estate is capitalized. Valuations anégakically performed b
management, and any subsequent vddens are recorded as a charge to operationscéissary, to reduce the carrying value of a progertite lower of its cost or fe
value less cost to sell.

Income taxes:

Income taxes are provided for the tax effects efttansactions reported in the financial statemantsconsist of taxes currently due plus defemedrme taxe
related primarily to differences between the basithe allowance for loan losses and accumulatpdedé@tion. The deferred tax assets and liakslitepresent the futt
tax return consequences of those differences, whittleither be taxable or deductible when the tssad liabilities are recovered or settled. Defétax assets a
liabilities are reflected at income tax rates aggidie to the period in which the deferred tax aseetiabilities are expected to be realized otfle#t As changes in t
laws or rates are enacted, deferred tax assetéailiies are adjusted through the provision ifttome taxes.

Statements of cash flows:

The Bank considers all cash and amounts due frgrogitery institutions, interediearing deposits in other banks, and federal fsotts to be cash equivale
for purposes of the statements of cash flows.

Stock-based compensation:

At December 31, 2003, the Company has two stmded compensation plans, which are describedifulyote 13. The company applies the recognitiod
measurement principles of APB Opinion No. 25, “Aacting for Stock Issued to Employees,” and relatgerpretations in accounting for those plans. diwkbase!
employee compensation is reflected in net incomallagptions granted under these plans had an ieeeptice equal to or above the market value ofuthéerlying
common stock on the date of the grant. The folhgMable illustrates the effect on net income aarthiags per share if the company had applied tirevedue
recognition provisions of FASB Statement No. 128;¢ounting for Stock-Based Compensatiortd stock-based compensation.

2003 2002 2001
Net income, as reporte $ 1,881,85 $ 1,061,42. $ 569,61:
Deduct: Total stock-based employee compensatioaresgpdetermined under fair value methc
for all awards, net of the related tax effects (36,967 (21,348 (7,309
Pro forma net income $ 184489 $ 1,040,07" $ 562,30:
Earnings per share:
Basic-as reported $ 152 $ 0.8¢ $ 0.47
Basic-pro forma $ 14¢ $ 084 $ 0.4€
Diluted-as reported $ 141 $ 08: $ 0.4¢€
Diluted-pro forma $ 1.3¢ $ 0.81 $ 0.4

Advertising costs:

The company expenses all advertising costs asredtuAdvertising expense was $33,146, $31,258 $a6¢274 for the years ended December 31, 2003,
2002 and 2001, respectively.
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Note 2. Securities

Securities have been classified in the balancet steeerding to management’s intent as either seesitield to maturity or securities available fales

The amortized cost and approximate market valisofirities at December 31, 2003 and 2002, is bswsl

Securities available for sale:
U.S. Government agencies and corporations

State and municipal securities

Mortgage-backed securities

Corporate debt securities

Securities held to maturity:
Mortgage-backed securities

Securities available for sale:
U.S. Government agencies and corporations

State and municipal securities

Mortgage-backed securities

Corporate debt securities

Securities held to maturity:
Mortgage-backed securities

2003
Gross Gross
Amortized Unrealized Unrealized Market
Cost Gains Losses Value
10,973,53 $ 114,43 $ (189 $ 11,087,79
1,371,05! 82,50( — 1,453,55!
11,172,04 50,21 (14,64¢) 11,207,61
1,035,701 41,28¢ — 1,076,99.
24,552,35 $ 288,44( $ (14,83() $ 24,825,96
640,65 $ 9,04: $ (1,611) $ 648,07¢
2002
Gross Gross
Amortized Unrealized Unrealized Market
Cost Gains Losses Value
$ 9,963,85 $ 312,20: $ —$ 10,276,06
1,372,26. 65,88 — 1,438,14
8,355,92: 38,88¢ (602) 8,394,20!
1,056,61. 9,957 — 1,066,56!
$ 20,748,65 $ 426,921 $ (602y% 21,174,98
$ 1,024,72'$ 19,27¢ $ (1,725% 1,042,28:

79




At December 31, 2003 and 2002, securities withrayitey value of approximately $13,263,000 and $20,800, respectively, were pledged to secure f

deposits and for other purposes required or pexchiiy law.

At December 31, 2003 and 2002, the carrying amoéirsiecurities pledged to secure repurchase agrasmes approximately $4,901,000 and $2,625

respectively.

The amortized cost and estimated market value afrigees at December 31, 2003, by contractual nitgfusre shown below. Expected maturities willfeli
from contractual maturities because borrowers naaglthe right to call or prepay obligations withwathout call or prepayment penalties.

Due in one year or less

Due from one year to five years
Due from five years to ten years
Due after ten years

Mortgage-backed securities

Securities Available for Sale

Securities Held to Maturity

Amortized Market Amortized Market
Cost Value Value
2,998,60 $ 3,038,20: $ — 3 —
8,138,61: 8,267,911 —
1,719,76 1,757,97: —
523,30¢ 554,25( —
13,380,30 13,618,34 —
11,172,04 11,207,61 640,65 648,07¢
2455235 $ 24,82596 $ 640,65. $ 648,07¢

For the years ended December 31, 2003 and 2002, weze no sales of securities available for sBlmceeds from the sale of securities availablesébe fo
the year ended December 31, 2001, amounted to4ZA® The Bank had gross realized gains of $&3,/A001. There were no gross realized loss@e@1.

Note 3. Loans and Allowance for Loan Losses

At December 31, 2003 and 2002, the Bank’s loansisbof the following (in thousands):

Mortgage loans on real estate:
Residential 1-4 family

Residential multifamily (5 or more)

Commercial
Construction
Second mortgages
Equity lines of credit

Commercial loans
Consumer installment loans:

Personal
Credit cards

Total loans
Less: Allowance for loan losses

Loans, net
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2003
14,82 $ 16,58«
7,03¢ 7,008
56,527 41,92¢
24,08: 20,51%
2,13( 2,48¢
4,19¢ 2,25¢
108,79: 90,77«
42,42( 28,03
5,821 5,64:
25¢ 237
6,07¢ 5,88(
157,28¢ 124,68t
(2,012 (1,597
155,27¢ $ 123,09°




A summary of transactions in the allowance for lmses for the years ended December 31, 2003,&802001, is as follows:

2003 2002 2001

Balance, beginning of year $ 1,591,15. $ 1,322,15. $ 1,141,86!
Provision for loan losses 545,00( 683,43: 435,00(
Loans charged-off (334,889 (497,070 (403,41)
Recoveries of loans previously charged-off 210,06: 82,63¢ 148,70(

Ba|an(';e7 end of year $ 2,011,32' $ 1,591,15 $ 1,322,15

The Banks only significant concentration of credit at Detemn31, 2003, occurred in real estate loans whitdled approximately $108,906,000. While
estate loans accounted for 69 percent of totalsloduese loans were primarily residential develapraed construction loans, residential mortgagadpand commerci
loans secured by commercial properties. Substyraidreal estate loans are secured by propeltiested in Tennessee.

In the normal course of business, the Bank makassldo executive officers and directors and thffilisdes of the Bank on substantially the samemte
including interest rates and collateral, as thaseailing at the time for comparable transactioiith wther borrowers. Loans to executive officgnsncipal shareholdel
and directors and their affiliates were approxirya$¥50,000 and $1,004,000 at December 31, 20028608, respectively.

Impaired loans without a valuation allowance wagnificant in relation to the Bank’s loan porttoht December 31, 2003 and 2002.

Interest income recognized on impaired loans wsigimificant to total interest income on loans facle of the years ending December 31, 2003, 200260d.

Note 4.  Bank Premises and Equipment

A summary of bank premises and equipment at DeceB1he2003 and 2002, is as follows:

2003 2002
Land $ 1,685,56: $ 1,685,56!
Buildings and improvements 2,225,75 2,081,35:
Furniture, fixtures and equipment 1,865,49 1,395,26'
5,776,82! 5,162,18
Accumulated depreciation (1,484,25) (1,208,89)
$ 4,292,561 $ 3,953,29:
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Depreciation expense for the years ended Decembh@083, 2002 and 2001, amounted to $288,637, 323&nd $259,483, respectively.

Certain bank facilities and equipment are leasatbumarious operating leases. Total rent expemsthé years ended December 31, 2003, 2002 and 2@€
$166,318, $141,729 and $113,571, respectively.

Future minimum rental commitments under noncantelelases are as follows:

2004 $ 110,59¢
2005 43,18(
2006 21,88:
2007 8,722
Total $ 184,38:

Note 5.  Time Deposits

At December 31, 2003, the scheduled maturitiesa# tleposits are as follows:

2004 $ 64,531,60
2005 10,288,83
2006 5,288,18
2007 121,09¢
2008 569,77:
Total $ 80,799,49

Note 6. Income Taxes

The Company files consolidated income tax returith s subsidiary. Under the terms of a tax-stgragreement, the subsidiagyallocated portion of tl
consolidated tax liability is computed as if it weeporting income and expenses to the InternaéRey Service as a separate entity.

Income tax expense in the statements of incomthéyears ended December 31, 2003, 2002 and 26064ists of the following:

2003 2002 2001
Current tax expense $ 1,462,55. $ 722,46 $ 320,13t
Deferred tax expense (benefit) related to:
Provision for loan losses (133,01) (59,877 (18,679
Net operating loss carryforward — — 26,70(
Deferred loan origination fees (157,60¢) (41,980 (7,769
Other 17,86¢ 46,98¢ 52,62(
Income tax expense $ 1,189,801 $ 667,59 $ 373,01
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The income tax expense is different from the exgubtax expense computed by multiplying income teefocome tax expense by the statutory federal i
tax rates. The reasons for this difference arfelbsws:

2003 2002 2001
Expected tax at statutory rates $ 1,044,36. $ 587,86' $ 320,49:
Increase (decrease) resulting from tax effect of:
State income taxes, net of federal tax benefit 131,77: 74,17" 37,32¢
Nondeductible amortization — — 45,98¢
Other 13,66: 5,551 (30,796
Income tax expense $ 1,189,801 $ 667,59. $ 373,01:

Deferred tax assets recognized for deductible teampalifferences totaled approximately $868,90Batember 31, 2003 and $539,183 at December 31,
Deferred tax liabilities for taxable temporary difénces totaled approximately $387,415 at DeceBthe2003 and $439,931 at December 31, 2002.

Note 7.  Federal Home Loan Bank Advances and Note Payable

The Bank has agreements with the Federal Home Baak of Cincinnati (FHLB) that can provide convbli fixed rate advances to the Bank in an amou
to $17,000,000. All of the Bank’s loans secureditst mortgages on 1-4 family residential propestare pledged as collateral for these advances.

At December 31, 2003 and 2002, FHLB advances coofsthe following:

2003 2002

Long-term advance dated December 27, 2000, reguinionthly interest payments, fixed at

5.00% until conversion option is exercised, priatigue in December 2010 $ 2,000,001 $ 2,000,00!
Longterm advance dated November 1, 2001, requiring nhpimterest payments, fixed at 3.9«

until November 2006, principal due in November 2011 2,000,00t 2,000,001
Long-term advance dated February 22, 2002, reguirianthly interest payments, fixed at 3.9

until February 2005, principal due in February 2012 2,000,00t 2,000,001
Long-term advance dated April 26, 2002, requiringnthly interest payments, fixed at 4.11%

until April 2005, principal due in April 2012 $ 2,000,001 $ 2,000,001
Long-term advance dated September 13, 2002, reguinonthly interest payments, fixed at

3.51% until September 2007, principal due in Sepem2012 2,000,00t 2,000,001
Long-term advance dated January 17, 2003, requinimigthly interest payments, fixed at 2.61'

until January 2006, principal due in January 2013 4,000,001 —
Long-term advance dated April 25, 2003, requirimanthly interest payments, fixed at 2.41%

until April 2006, principal due in April 2013 3,000,00 =

$ 17,000,000 $ 10,000,00

During the fixed rate term of the above advandesadvances may be prepaid subject to a prepayweeatty as defined in the agreements. The FHLBt
right to convert the fixed rate on the above adearat the end of the initial fixed rate period anda quarterly basis thereafter. If the conversiption is exercised, t
advances will bear interest at the threenth London Interbank Offered Rate (LIBOR) adjdstpuarterly at a spread of zero basis points tolffB#OR index.
Subsequent to any conversion, the Bank has theropi prepay the advances, in full or in part, eithpenalty on the conversion date or any subséguearterh
repricing date.
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During 2002, the Company established a $2,500,D@0df credit with a bank that is secured by a géedf the Banks common stock and bears intere:
1.50% above the one month LIBOR, due in quarterbfallments. The total borrowings on the line @fdit amounted to $400,000 at December 31, 200& lifie o
credit and the outstanding payable balance matufeebruary 28, 2004.

Note 8.  Employee Benefit Plan

The Bank has a 401(k) employee benefit plan cogesibstantially all employees who have completetbast 30 days of service and met minimum
requirements. The Bank’s contribution to the psadiscretionary and was $104,737 for 2003, $37f682002 and $14,752 for 2001.

Note 9. Financial Instruments With Off-Balance-Sheet Risk

In the normal course of business, the Bank hagandig commitments and contingent liabilities,rsas commitments to extend credit and standbyréett!
credit, which are not included in the accompanyingncial statements. The Baskéxposure to credit loss in the event of nonpetémce by the other party to
financial instruments for commitments to extendddrand standby letters of credit is representedhieycontractual or notional amount of those imagnts. The Bar
uses the same credit policies in making such comerits as it does for instruments that are includélde balance sheet. At December 31, 2003 and,2@0nmitment
under standby letters of credit and undisbursed dmemmitments aggregated $35,132,000 and $18,886 r8spectively.

Commitments to extend credit are agreements to teredcustomer as long as there is no violatioargf condition established in the contract. Commiti:
generally have fixed expiration dates or other teation clauses and may require payment of a feeeSnany of the commitments are expected to exgitleout being
drawn upon, the total commitment amounts do noésmarily represent future cash requirements. Té Baaluates each customer’s creditworthiness casea-byeast
basis. The amount of collateral obtained, if deemetkssary by the Bank upon extension of creditag®d on managementredit evaluation. Collateral held varies
may include accounts receivable, inventory, propand equipment, and income-producing commercig grties.

Standby letters of credit are conditional committedasued by the Bank to guarantee the performaheecustomer to a third party. Standby lettersrefii
generally have fixed expiration dates or other teation clauses and may require payment of a fee.cFedit risk involved in issuing letters of citeidi essentially tr
same as that involved in extending loan facilitesustomers. The Barsgpolicy for obtaining collateral, and the natufesiach collateral, is essentially the same as
involved in making commitments to extend credit.

The Bank incurred an insignificant loss on its catmments during 2003. During 2002 and 2001, thelkBams not required to perform on any finan
guarantees and did not incur any losses on its ¢omants.

Note 10. Fair Value of Financial Instruments

Fair value estimates are made at a specific poititrie, based on relevant market information alleetiinancial instrument. These estimates do eib¢ct an
premium or discount that could result from offerfiog sale at one time the Compasigntire holdings of a particular financial instemh Because no market exists f
significant portion of the Comparg/financial instruments, fair value estimates aaeedl on judgments regarding future expected logerence, current econor
conditions, risk characteristics of various finahénstruments, and other factors. These estinsgesubjective in nature; involve uncertaintied avatters of judgmer
and, therefore, cannot be determined with precisidhanges in assu mptions could significantlycfthe estimates.
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Fair value estimates are based on existing finhimsguments without attempting to estimate thkigaf anticipated future business and the valussegts ar
liabilities that are not considered financial instrents. The following methods and assumptions weee to estimate the fair value of each clasmahtial instrument:

Cash and cash equivalents:
For cash and cash equivalents, the carrying amsanteasonable estimate of fair value.
Securities:

The fair value of securities is estimated basebidrprices published in financial newspapers orcpidtations received from securities dealers.
Federal Home Loan Bank stock:

The carrying amount of Federal Home Loan Bank stggkoximates fair value based on the stock redemptovisions of the Federal Home Loan Bank.
Loans:

The fair value of loans is calculated by discounticheduled cash flows through the estimated ntatusing estimated market discount rates, adjustedredi
risk and servicing costs. The estimate of matusitipased on historical experience with repaymémteach loan classification, modified, as requjfegl an estimate
the effect of current economic and lending condgio
Deposits:

The fair value of deposits with no stated maturitych as demand deposits, money market accoumtssaangs deposits, is equal to the amount payat
demand. The fair value of time deposits is basethe discounted value of contractual cash flowke discount rate is estimated using the ratentiyr offered fo
deposits of similar remaining maturities.

Federal funds purchased and securities sold umpleerents to repurchase:
The estimated value of these liabilities, which extremely short term, approximates their carryiafye.
Federal Home Loan Bank advances and note payable:
The carrying amounts of the FHLB advances and tite payable approximate their fair value.
Commitments to extend credit, letters of credit knels of credit:
The fair value of commitments is estimated using fies currently charged to enter into similar agrents, taking into account the remaining termghe

agreements and the present creditworthiness ofdbaterparties. For fixedite loan commitments, fair value also consideesdifference between current levels
interest rates and the committed rates.
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The carrying amount and estimated fair value of@bepany’s financial instruments at December 30328nd 2002, are as follows (in thousands):

2003 2002
Carrying Estimated Carrying Estimated
Amount Fair Value Amount Fair Value
Assets:
Cash and due from banks 7,071 7,071 4,92¢ 4,92¢
Federal funds sold 3,06( 3,06( 46( 46C
Securities 25,46 25,47« 22,20( 22,215
Federal Home Loan Bank stock 582 582 50¢€ 50€
Net loans 155,27¢ 156,37¢ 123,09° 128,08°
Liabilities:
Noninterest-bearing demand deposits 22,327 22,327 20,58¢ 20,58¢
Interest-bearing demand deposits 28,51« 28,51« 19,48t 19,48t
Savings deposits and money market accounts 27,71: 27,71: 21,007 21,007
Time deposits 80,79¢ 82,13¢ 69,36¢ 70,684
Federal funds purchased and securities sold umpleements to
repurchase 6,08¢ 6,08¢ 3,50¢ 3,50¢
Federal Home Loan Bank advances and note payable 17,40( 17,40( 10,00( 10,00(

Unrecognized financial instruments (net of conterobunt):
Commitments to extend credit
Letters of credit
Lines of credit

Note 11. Contingencies

The Bank is involved in certain claims arising frevormal business activities. Management belielias those claims are without merit and that theanaite
liability, if any, resulting from them will not matially affect the Bank’s financial condition ortiCompany’s consolidated financial position.

Note 12. Liquidity and Capital Resources

The Companys primary source of funds with which to pay itsuiet obligations is the receipt of dividends fromgtibsidiary bank. Banking regulations pro
that the Bank must maintain capital sufficient talele it to operate as a viable institution anda assult, may limit the amount of dividends thenBanay pay withot
prior approval. It is managemesintention to limit the amount of dividends paidarder to maintain compliance with capital guide and to maintain a strong caj
position in the Bank.

Note 13. Stock Option Plans

The Company has a stock option plan under which eesnof the Board of Directors, at the formatiorthaf Bank, were granted options to purchase a o
150,000 shares of the Bank’s common stock. ThpSers were granted for the specific purpose cfingi capital.
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The option price was $10.00 per share which wagstienated fair value of the stock at the Junel896, grant date. The options expire ten years fie date of gra
and were fully vested at the grant date. On Oct@be 1997, the Bank stock options were converte@dmpany stock options. A summary of the stafukis plan i

presented as follows:

Outstanding, December 31, 2000

Outstanding, December 31, 2001

Outstanding, December 31, 2002
Options exercised

Outstanding, December 31, 2003

Outstanding Options
Weighted Average

Number Exercise Price
130,000 $ 10.0C
130,000 10.0¢
130,000 10.0¢
(10,000 ) 10.0¢
120,000 10.0C

The Company also has two stock option plans undechwofficers and employees can be granted incergteck options or nogualified stock options
purchase up to 355,000 shares of the Compazgrnmon stock. The option price for incentiveektoptions shall be not less than 100 percentefair market value «
the common stock on the date of the grant. Thequatified stock options may be equal to or moréess than the fair market value of the common stoctkhe date «
the grant. The stock options vest at 30 percenhersecond and third anniversary of the grant @ate40 percent on the fourth anniversary. Thepgtexpire ten yea
from the grant date and the weighteekrage remaining contractual life of outstanditagls options was 7.5 years. A summary of the stafuthis plan is present

below:

Outstanding, December 31, 2000
Options which became exercisable
Options granted

Outstanding, December 31, 2001
Options granted

Options forfeited

Options which became exercisable

Outstanding, December 31, 2002
Options granted

Options which became exercisable

Outstanding, December 31, 2003

Outstanding Options

Exercisable Options

Weighted Average Weighted Average

Number Exercise Price Number Exercise Price
36,200 $ 13.92 — $ =
— — 4,950 15.00
18,800 13.00 — _
55,000 13.60 4,950 15.00
25,000 14.50 — —
(500) 14.50 — —
— — 10,860 13.91
79,500 13.87 15,810 14.25
29,250 14.50 — —
_ _ 18,150 13.73
108,750 14.04 33,960 13.97

The weightedaverage fair value per share of options grantethduhe year was $3.50, $3.86, and $3.79 for tla@syended December 31, 2003, 2002 and .
respectively. At December 31, 2003, the rangexef@se prices of outstanding options issued w&s$b.

The fair value of each option grant is estimatedtlom date of grant using the Black-Scholes optiocisrg model with the following weightedverag

assumptions:

Dividend yield
Expected life
Expected volatility
Risk-free interest rate

Years Ended December 31,

2003 2002 2001
0.00% 0.00% 0.00%
6.9 years 6.9 years 6.9 years
10.00% 10.00% 10.00%
3.62% 4.19% 4.77%
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Note 14. Regulatory Matters

The Company (on a consolidated basis) and the Baaksubject to various regulatory capital requineimeadministered by the Tennessee Departme
Financial Institutions and the federal banking ajesm Failure to meet minimum capital requiremecés initiate certain mandatoryard possibly addition
discretionary—actions by regulators that, if undken, could have a direct material effect on then@any’s and the Ban&'financial statements. Under capital adeq
guidelines and the regulatory framework for prommtrective action, the Company and the Bank mustt regecific capital guidelines that involve quaattite measure
of the Company’s and the Bank’s assets, liabiliteasd certain off-balance-sheet items as calculateter regulatory accounting practices. The Comgaand th
Bank’s capital amounts and classification are aldgect to qualitative judgments by the regulatdysut components, risk weightings, and other factor

Quantitative measures established by regulati@msure capital adequacy require the Company anBlghk to maintain minimum amounts and ratios (seh
in the table below) of total and Tier | capital @sfined in the regulations) to riskeighted assets (as defined), and of Tier | cagétaldefined) to average assets
defined). Management believes, as of Decembe2@®13, that the Company and the Bank meet all degaitequacy requirements to which they are subject.

As of December 31, 2003, the most recent notificafrom the Federal Deposit Insurance Corporatiategorized the Bank as well capitalized unde
regulatory framework for prompt corrective actiofihere are no conditions or events since thatinatibn that management believes have changed @h&'8promp

corrective action category for bank capital.

The Company’s and the Bank’s actual capital amoandkratios are also presented in the table. Paiteounts are presented in thousands.

For Capital
Actual Adequacy Purposes
Amount Ratio Amount Ratio
As of December 31, 2003
Total capital to risk-weighted assets:
Consolidated $ 16,20° 10.0% $ 12,96 8.0%
Cornerstone Community Bank 16,60 10.3% 12,96: 8.0%
Tier | capital to risk-weighted assets:
Consolidated 14,18: 8.8% 6,48 4.0%
Cornerstone Community Bank 14,57¢ 9.0% 6,481 4.0%
Tier | capital to average assets:
Consolidated 14,18: 8.1% 7,12¢ 4.0%
Cornerstone Community Bank 14,57¢ 8.3% 7,02¢ 4.0%
For Capital
Actual Adequacy Purposes
Amount Ratio Amount Ratio
As of December 31, 2002
Total capital to risk-weighted assets:
Consolidated $ 13,85¢ 11.3% $ 9,79¢ 8.0%
Cornerstone Community Bank 13,63¢ 11.1% 9,79¢ 8.0%
Tier | capital to risk-weighted assets:
Consolidated 12,32¢ 10.1% 4,89¢ 4.0%
Cornerstone Community Bank 12,10¢ 9.9% 4,89¢ 4.0%
Tier | capital to average assets:
Consolidated 12,32¢ 8.7% 5,742 4.0%
Cornerstone Community Bank 12,10¢ 8.6% 5,647 4.0%
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Note 15. Other Comprehensive Income

Other comprehensive income consists of unrealinddirig gains and losses on securities availabledte. A summary of other comprehensive incometlae
related tax effects for the years ended Decembe2@®13, 2002 and 2001, is as follows:

Tax
Before-Tax (Expense) Net-of-Tax
Amount Benefit Amount
Year ended December 31, 2003:
Unrealized holding gains and losses arising duttiregoeriod $ (152,714 $ 51,92 $ (200,792
Less reclassification adjustment for gains realipeget income — — —
$ (152,714 $ 51,92 $ (100,792
Year ended December 31, 2002:
Unrealized holding gains and losses arising duttiegperiod $ 9,07¢ $ (3,086, $ 5,992
Less reclassification adjustment for gains realipetet income — — —
$ 9,07¢ $ (3,086 $ 5,99:
Tax
Before-Tax (Expense) Net-of-Tax
Amount Benefit Amount
Year ended December 31, 2001:
Unrealized holding gains and losses arising duttiegperiod $ 330,37: $ (1255541 $ 204,83:
Less reclassification adjustment for gains realireget income 83,70¢ (31,804 51,90:

$ 246,66¢ $ (93,737 $ 152,93:
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Note 16. Earnings Per Common Share

Basic earnings per share represents income awailafiommon stockholders divided by the weighdedrage number of common shares outstanding dtive
period. Diluted earnings per share reflects aolditi common shares that would have been outstaifdifigtive potential common shares had been idsas well as ar
adjustment to income that would result from thesassd issuance.

Potential common shares that may be issued by dhgp@ny relate to outstanding stock options, detgthusing the treasury stock method.

Earnings per common share have been computed badéd following:

2003 2002 2001
Net income $ 1,881,85 $ 1,061,42. $ 569,61:
Less: Preferred stock dividends — — —
Net income applicable to common stc $ 1,881,85 $ 1,061,42: $ 569,61:
Average number of common shares outstanding 1,239,57: 1,233,16 1,219,72!
Effect of dilutive stock options 92,38: 44,32¢ 30,00(
Average number of common shares outstanding useal¢alate diluted
earnings per common share 1,331,95! 1,277,49! 1,249,72!

Note 17. Adoption of Recently Issued Statements of Finansaounting Standards

In August 2001, the Financial Accounting StandeBdard issued Statement of Financial Accounting ddests No. 144, Accounting for the Impairment
Disposal of Long-Lived Assets,” which supercedestéhent of Financial Accounting Standards No. *&&counting for the Impairment of Lonbgived Assets and fi
Long-Lived Assets to be Disposed of” and the priovis for the disposal of a segment of a businesscitounting Principles Board Opinion No. 3®Réporting th
Results of Operations - Reporting the Effects affidsal of a Segment of a Business, and ExtraogdikBrusual and Infrequently Occurring Events andnBactions.”
This statement requires that loliged assets to be disposed of by sale be measaib@ lower of its carrying amount or fair valess cost to sell, and recognitior
impairment losses on long-lived assets to be Helaei carrying amount of the lorliyed asset is not recoverable from its undiscodimi@sh flows and exceeds its
value. Additionally, Statement of Financial Accting Standards No. 144 resolved various implemantassues related to Statement of Financial ActingrStandarc
No. 121. The provisions of Statement of Finang&ietounting Standards No. 144 were adopted on JuB002, and had no effect on the Comf's consolidate
financial statements.

In April 2002, the Financial Accounting StandardsaBl issued Statement of Financial Accounting StedgiNo. 145, Rescission of FASB Statements Nc
44 and 64, Amendment of FASB Statement No. 13, &echnical Corrections."This statement eliminates Statement of Financiatofiating Standards No.
“Reporting Gains and Losses from ExtinguishmenbDebt” as amended by Statement of Financial Accagn8tandards No. 64EXtinguishments of Debt Made
Satisfy Sinking-Fund RequirementsAs a result, gains and losses from extinguishmérmtebt are required to be classified as extraorglii@ms if they meet tt
definition of unusual and infrequent as prescrilledccounting Principles Board Opinion No. 30. diibnally, Statement of Financial Accounting Stardk No. 14
amends Statement of Financial Accounting Standi@lsl3, “Accounting for Leases” to require thatdeamodifications that have economic effects sintibasale-
leaseback transactions be accounted for in the saammer as saleaseback transactions. Statement of Financial dtirog Standards No. 145 addresses a numl
additional issues that were not substantive inreatd he provisions of this statement are effectivevarious dates in 2002 and 2003 and are notctegheéo have
material impact on the Company’s consolidated fomrstatements.

In June 2002, the Financial Accounting Standardar@dssued Statement of Financial Accounting Stedel&lo. 146, Accounting for Costs Associated w
Exit or Disposal Activities.” This statement nfilis Emerging Issues Task Force Issue No. 94-apility Recognition for Certain Employee Termiitat Benefits an
Other Costs to Exit an Activity (including Certa@osts Incurred in a Restructuringghd requires that a liability for costs associatétth an exit or disposal activity
recognized when the liability is probable and repres obligations to transfer assets or provideices as a result of past transactions. The ponsgsof the stateme
are effective for exit or disposal activities tteae initiated after December 31, 2002, and its &doglid not have a material impact on the Comparggnsolidate
financial statements.
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In October 2002, the Financial Accounting Standd@dard issued Statement of Financial Accountingi&ads No. 147, Acquisitions of Certain Financ
Institutions - an Amendment of FASB Statements Mband 144 and FASB Interpretation No. This statement removes acquisitions of financisfiiations from th
scope of both Statement of Financial Accountingh&ads No. 72 and Interpretation No. 9 and requtines those transactions be accounted for in aecoel witl
Statement of Financial Accounting Standards No., IBlisiness Combinations” and No. 142, “Goodwilda@ther Intangible AssetsAs a result, the requirement
paragraph 5 of Statement 72 to recognize (and gubsdly amortize) any excess of the fair valueiabilities assumed over the fair value of assetjumed as a
unidentifiable intangible asset (SFAS No. 72 godilwio longer applies to acquisitions within theope of the statement. Adoption of this standard e materie
effect on the Company’s consolidated financialestants.

In December 2002, the Financial Accounting Stansld@dard issued Statement of Financial Accountiren@irds No. 148, “Accounting for StoBasel
Compensation - Transition and Disclosure - an ammemd of FASB Statement No. 123 his statement provides alternative methods ofttiam for a voluntary chani
to the fair value based method of accounting foclsbased employee compensation. In addition, thisstamt amends the disclosure requirements of Statede 12:
to require prominent disclosures in both annualiatetim financial statements about the methodasbanting for stockbased employee compensation and the effe
the method used on reported results. As permitge8HAS No. 148, the Company will continue to apiblg provisions of APB Opinion No. 25, “Accountingr fStock-
Based Compensationfor all employee stock option grants and has etettedisclose pro forma net income and earningsshare amounts as if the fair value b
method had been applied in measuring compensatists.c These disclosures have been included in Nota addition, the Company is awaiting furtheidance thz
may result from current FASB stock compensationgats and will continue to evaluate any developmeoncerning mandated, as opposed to optionalvdaie base
expense recognition.

In April 2003, the FASB issued SFAS No. 149, “Amaraht of Statement 133 on Derivative Instrumentstdaedging Activities.” This Statement amends ¢
clarifies financial accounting and reporting forrigdative instruments, including certain embeddedivdgives, and for hedging activities under SFAS. N@3
“Accounting for Derivative Instruments and HedgiAgtivities.” This Statement amends SFAS No. 133 to reflect #@sthns made as part of the Derivat
Implementation Group and in other FASB projectsl@iberations. SFAS No. 149 is effective for coatsaentered into or modified after June 30, 2008, far hedgin
relationships designated after June 30, 2003. #Aaojef this Standard had no material effect onGleenpany’s consolidated financial statements.

In May 2003, the FASB issued SFAS No. 150, “Accingtfor Certain Financial Instruments with Charaistécs of Both Liabilities and Equity."This
Statement establishes standards for how an emdigiies and measures certain financial instrumesith characteristics of both liabilities and dguiThis Statement
effective for financial instruments entered intoroodified after May 31, 2003, and otherwise is eiffe at the beginning of the first interim peribdginning afte
June 15, 2003. Adoption of this Standard had neristeffect on the Company’s consolidated finahsiatements.

In November 2002, the FASB issued Interpretation 45 (FIN 45) “Guarantos Accounting and Disclosure Requirements for Guaes Including Indire
Guarantees of Indebtedness of Otherghiich elaborates on the disclosures to be made gyasantor about its obligations under certain goes issued. It al
clarifies that a guarantor is required to recognatethe inception of a guarantee, a liability fioe fair value of the obligation undertaken in isguthe guarantee. T
Interpretation expands on the accounting guidadc8FAS No. 5, “Accounting for Contingencies,” SFA®. 57, “Related Party Disclosureghd SFAS No. 10
“Disclosures about Fair Value of Financial Instrumige” It also incorporates without change the ions of FASB Interpretation No. 34Disclosure of Indire
Guarantees of Indebtedness of Othewghich is superseded. The initial recognition aneasurement provisions of this Interpretation appiya prospective basis
guarantees issued or modified after December 312.20he disclosure requirements in this Interpi@tawere effective for periods ending after Decemb5, 2002
Adoption of this Standard did not have a matefiae on the Company’s consolidated financial steats.
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In December 2003, the FASB issued revised Intesificet No. 46 (FIN 46), “Consolidation of Variablatérest Entities."This Interpretation clarifies tl
application of ARB No. 51, “Consolidated Financ&thtements,for certain entities in which equity investors dat thave the characteristics of a controlling finat
interest or do not have sufficient equity at riek the entity to finance its activities without étthal subordinated support from other partiesisTnterpretation requir
variable interest entities to be consolidated by phimary beneficiary which represents the enteepthat will absorb the majority of the variabléeiest entities’
expected losses if they occur, receive a majoffitthe variable interest entitiesésidual returns if they occur, or both. This tptetation was effective for varial
interest entities created after January 31, 2008 far variable interest entities in which an epiise obtains an interest after that date. Thisrpmetation is effective
the first fiscal year or interim period beginninigea March 15, 2004, for variable interest entitiesvhich an enterprise holds a variable interbat tvas acquired befc
February 1, 2003, with earlier adoption permiti&doption of this Standard did not have a materifdat on the Company’s consolidated financial stegats.

Note 18. Quarterly Data (unaudited)

Years Ended December 31,

2003 2002
Fourth Third Second First Fourth Third Second First
Quarter Quarter Quarter Quarter Quarter Quarter Quarter Quarter

e $ 297913  $ 290329 $ 280402 $ 263997 $ 259373 $ 2455470 $ 235746 $ 2,29561!

Interest expense

796,76¢ 796,56 805,33" 812,13 827,44° 807,05: 803,91 870,23(
Net interest income, before provision
for loan losses 2,182,36: 2,106,72: 1,998,68! 1,827,84: 1,766,281 1,648,42 1,553,55. 1,425,38!
Provision for loan losses 135,00( 255,00( 50,00( 105,00( 263,43« 150,00( 155,00( 115,00(
Net interest income, after provision fc
loan losses 2,047,36: 1,851,72i 1,948,68 1,722,84: 1,502,85: 1,498,42 1,398,55. 1,310,38!
Noninterest income 307,54 359,65( 289,16t 285,51 285,65 235,448 257,30 223,74
Noninterest expenses 1,549 53! 1,412 45 1,425,14! 1,353,69; 1,311,15! 1,290,38 1,200,56: 1,181,25
I before i t
neome betore Income taxes 805,36' 798,92; 812,708 654,66 477,35 443,49 455,29 352,87
Income tax expense 317,00( 307,65 312,50 252,65 168,79: 177,80( 180,99¢ 140,00(
Netincome $ 488,36’ $ 491,27 $  500,20¢ $ 402,01 $ 308,56 $ 265,69 $ 274,29 $ 21287
Earnings per common share:
Basic $ 0.3¢ $ 0.4C $ 0.4C $ 0.32 $ 0.2¢ $ 0.22 $ 0.22 $ 0.17
Diluted $ 0.3€ $ 0.37 $ 0.37 $ 0.31 $ 0.2¢ $ 0.21 $ 0.2z $ 0.17
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Note 19. Condensed Parent Information

BALANCE SHEETS

ASSETS
Cash

Investment in subsidiary
Goodwill
Other assets

Total assets

LIABILITIES AND STOCKHOLDERS' EQUITY
Note payable
Other liabilities
Total liabilities
Stockholders’ equity

Total liabilities and stockholders’ equity

STATEMENTS OF INCOME

INCOME
EXPENSES
Interest expense on note payable
Other operating expenses
Loss before equity in undistributed earnings ofsidiry
Equity in undistributed earnings of subsidiary

Income tax benefit

Net income
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2003

2002

192,12 $ 270,22
14,759,04 12,390,32
2,541,47, 2,541,471

5,86¢ —
17,49851 $ 15,202,02

400,000 $ —

195,01 55,27

595,01 55,27
16,903,50 15,146,75
17,49851 $ 15,202,02

— % —
5,54( —

133,31 154,26
(138,85) (154,26()
1,969,51 1,160,291

51,20( 55,38
1,881,85 $ 1,061,42;




STATEMENTS OF CASH FLOWS

CASH FLOWS FROM OPERATING ACTIVITIES
Net income
Adjustments to reconcile net income to net caskl iseperating activities:
Equity in undistributed income of subsidiary
Other

Net cash used in operating activities
CASH FLOWS FROM INVESTING ACTIVITIES
Capital contribution to subsidiary
CASH FLOWS FROM FINANCING ACTIVITIES
Proceeds from note payable
Issuance of common stock
Net cash provided by financing activities
NET DECREASE IN CASH AND CASH EQUIVALENT:!
CASH AND CASH EQUIVALENTS, beginning of year

CASH AND CASH EQUIVALENTS, end of year

SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION
Cash paid during the year for:
Interest on note payable
Income taxes
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2003 2002

1,881,85 $ 1,061,42:
(1,969,51) (1,160,29)
9,55¢ 56,50-
(78,102 (42,37
(500,00() —
400,00 —
100,00( —
500,00 —
(78,102 (42,37))
270,22 312,50
192,12: $ 270,22
352: $ —
1,316,98! 672,30




INFORMATION NOT REQUIRED IN PROSPECTUS

INDEMNIFICATION OF DIRECTORS AND OFFICERS
Our Charter

Our Charter, as amended, provides that we havpd¥ver to indemnify our directors, officers, emplegeand agents (each an "indemnitee") to the futbetstr
permitted by the Tennessee Business CorporatiofftBet Tennessee Act”) and our bylaws.

We are obligated to indemnify permitted indemnitigsy if all of the following conditions are met) (our board of directors determines in writing tthia
indemnitee acted in good faith and in our bestr@#t (ii) the board of directors determines tihat payment will not materially affect our safetydasoundness; (iii) t
payment does not fall within a prohibited indenwafion under state or federal law or regulation} {ie indemnitee agrees in writing to reimburseéauthe extent n
covered by permissible insurance, for payments nradee event that an administrative action brought state or federal banking regulator resulta fmal order «
settlement in which the indemnitee is assessedilanwdbney penalty, is removed or prohibited fronmkiag or is required, under a final order, to ceasg action or ta
any affirmative action.

If any provision of our charter is found to be wndlict with any state or federal banking laws egulations or the Tennessee Act, the provisiorgowernin
law and regulation shall govern the conduct oftmusiness and board governance.

Our Bylaws

Our Bylaws, as amended, provide that each persanwels or is made a party or is threatened to beeragzhrty to or is otherwise involved in any actisuit ¢
proceeding, whether civil, criminal, administratimeinvestigative (hereinafter a "proceeding"),rbgson of the fact that he or she is or was atdiresfficer or employ:«
of the Company or is or was serving at the reqoeiie Company as a director, officer or employkarmther corporation or of a partnership, joimteee, trust or oth
enterprise, including service with respect to erp@dobenefit plans, whether the basis of such poicges alleged action in an official capacity adiector, officer,
employee or in any other capacity while serving asrector, officer or employee, shall be indenedfand held harmless by the Company to the futbetgint authoriz
by the Tennessee Act, as the same exists or mankéer be amended (but, in the case of any so@mdment, only to the extent that such amendmemtifgeth
Company to provide broader indemnification rightart such law permitted the Company prior to suckratment), against all expense, liability, and Ipssluding
without limitation, attorneysfees, judgments, fines, ERISA fines, excise taxepemalties and amounts paid into settlement) restdg incurred or suffered by s
indemnitee in connection therewith and such indéoation shall continue as to an indemnitee whodeesed to be a director, officer or employee &adl sure to th
benefit of the indemnitees’ heirs, executors and administrators; providedyvever, that, except as provided with respect toceedings to enforce rights
indemnification, the Company shall indemnify onfysuch proceeding (or part thereof) was authoribgdthe board of directors of the Company. The rig
indemnification conferred shall be a contract right shall include the right to be paid by the Campthe expenses incurred in defending any sucbepding i
advance of its final disposition (hereinafter anvVancement of expenses"); provided, however, amrazhment of expenses incurred by an indemniteasimrhhe
capacity as a director, officer, or employee (aatlim any other capacity in which service was areisdered by such indemnitee, including, withouitiation, service
any employee benefit plan) shall be made only ugslivery to the Company of an undertaking, by andehalf of such indemnitee, to repay all amouatadvanced
it shall ultimately be determined by final judicidécision from which there is no further right fopaal that such indemnitee is not entitled to lemnified for suc
expenses or otherwise.

The rights to indemnification and to the advancentwdrexpenses conferred shall not be exclusivengf ather right which any person may hav
hereafter acquire under any statute, the Bylawgeggent, vote of shareholders, disinterested direcr otherwise.
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The Company may, to the extent authorized from tionme by the board of directors of the Compagmgnt rights to indemnification and to the advaneetit
expenses, to any agent of the Company to the fudldent of the provisions of the Bylaws with resip® the indemnification and advancement of exper$ director
officers and employees of the Company.

OTHER EXPENSES OF ISSUANCE AND DISTRIBUTION

The following is an itemized statement of the eatigd amounts of all costs and expenses payableelnggistrant in connection with the offering dészd in
this registration statement. These amounts aredess of any commissions payable in connection thithoffering.

SEC registration fee $

Legal fees and expenses

Printing and distributions costs

Accounting fees and expenses

Miscellaneous

Total $

EXHIBITS

The following documents are filed or incorporatgdréference to this report:

3.1 Amended and Restated Charters of thetragi. (1)
3.2 First Amendment to Amended and Restateatt€r of Cornerstone Banchsares, Inc. (2)
3.3 Amended and Restated Bylaws of the negitt(3)
4.1 The right of securities holders are dafim the Charter and Bylaws provided in 3.2 argl i@spectively.
5.1 Opinion of Miller & Martin PLLC.
10.1 Cornerstone Bancshares, Inc. StatutorNemmdtatutory Stock Option Plan. (4)
10.2 Cornerstone Bancshares, Inc. 2004 LongiTecentive Plan. (5)
10.3 Cornerstone Bancshares, Inc. 2004 Non-&yepl Director Plan. (6)
10.4 Employment Agreement between Cornerstaresghares, Inc. and Gregory B. Jones. (7)
10.5 Employment Agreement between Cornerstameghares, Inc. and Nathaniel F. Hughes. (8)
10.6 Employment Agreement between Cornerstaresghares, Inc. and Jerry D. Lee. (9)
14.1 Code of Ethics. (10)
211 Subsidiaries of the registrant. (11)
23.1 Consent of Miller & Martin PLLC (included Exhibit 5.1).
232 Consent of Hazlett, Lewis & Bieter, PLLC.
1) Incorporated by reference from Exhibit 3.1 frtm registrant’s Form 10-KSB filed on March 2402(File No. 000-30497).
2 Incorporated by reference from Exhibit 3 frdme registrant’s Form 10-QSB filed on May 14, 2084e(No. 000-30497).
(©)] Incorporated by reference from Exhibit 3.2 frtm registrant’s Form 10-KSB filed on March 2402(File No. 000-30497).
4) Incorporated by reference from Exhibit 10.1he registrant’s Registration Statement on Formfi8d on February 4, 2000, as amended (File No.
333-96185).
(6) Incorporated by reference from Exhibit 99.3haf registrant’s Registration Statement on Formfi88 March 5, 2004 (File No. 333-113314).
@) Incorporated by reference from Exhibit 10.2h# registrant’s Registration Statement on Formfied on February 4, 2000, as amended (File No.
333-96185).
8) Incorporated by reference from Exhibit 10.3he registrant’s Registration Statement on Formfi8d on February 4, 2000, as amended (File No.
333-96185).
9 Incorporated by reference from Exhibit 10.4hwf registrant’s Registration Statement on Formfi8d on February 4, 2000, as amended (File No.
333-96185).
(20) Incorporated by reference from Exhibit 14 frtima registrant’'s Form 10-KSB filed on March 2402(File No. 000-30497).
(11) Incorporated by reference from Exhibit 21 frtm registrant’s Form 10-KSB filed on March 2402(File No. 000-30497).
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UNDERTAKINGS
We hereby undertake as follows:
To file, during any period in which offers or sale® being made, a post-effective amendment taehistration statement:
0] To include any prospectus required bytisecl0(a)(3) of the Securities Act of 1933.

(i) To reflect in the prospectus any facts or everitsray after the effective date of the registratstatement (or the most rec
posteffective amendment thereof) which, individually iarthe aggregate, represent a fundamental changieei information set forth in the registrationtstaent
Notwithstanding the foregoing, any increase or éase in volume of securities offered (if the tatallar value of securities offered would not excéleat which wa
registered) and any deviation from the low or hggiul of the estimated maximum offering range mayelflected in the form of prospectus filed with Bemmissiol
pursuant to Rule 424(b) if, in the aggregate, thenges in volume and price represent no more tB&hnchange in the maximum aggregate offering prtéasth in the
"Calculation of Registration Fee" table in the efiee registration statement.

(i) To include any material information with respecttie plan of distribution not previously disclosiedthe registratio
statement or any material change to such informatidhe registration statement;

That, for the purpose of determining any liabilityder the Securities Act of 1933, each such péisttive amendment shall be deemed to be a neigtratipr
statement relating to the securities offered time@nd the offering of such securities at that téhall be deemed to be the initial bona fide offgtihereof.

To remove from registration by means of a pefééctive amendment any of the securities beingsteged which remain unsold at the termination he
offering.

Insofar as indemnification for liabilities arisinmder the Securities Act of 1933 (the “Actijay be permitted to our directors, officers, andtaaling person
pursuant to the foregoing provisiorts, otherwise, we has been advised that in the opiof the Securities and Exchange Commission sud@mnification is again
public policy as expressed in the Act and is, tleees unenforceable. In the event that a claimrdemnification against such liabilities (othernhe payment by us
expenses incurred or paid by a director, officercantrolling person of the registrant in the swsfel defense of any action, suit, or proceedisgagserted by su
director, officer, or controlling person in conrieat with the securities being registered, we wililess in the opinion of our counsel the matter een settled t
controlling precedent, submit to a court of appiaterjurisdiction the question whether such inddization by it is against public policy as expresge the Act and wi
be governed by the final adjudication of such issue
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SIGNATURES

In accordance with Section 13 or 15(d) of the SéesrExchange Act of 1934, the Registrant haseatisis report to be signed on its behalf by théeusignec
thereunto duly authorized.

CORNERSTONE BANCSHARES, INC.

Date: October 8, 20C By: /s/ Gregory B. Jone

Gregory B. Jone
Chairman and Chief Executive Officer (principal extive officer)

By: /s/ Nathaniel F. Hughe

Nathaniel F. Hughe
President and Chief Operating Officer (principakficial officer and accounting
officer)
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In accordance with the Securities Exchange Act3841 this report has been signed below by the viatig persons on behalf of the Registrant and it
capacities indicated on October 8, 2004.

Signature Title Date
/sl Gregory B. Jones Chairman of the Board, Chief Executive Officer and
Gregory B. Jones Director October 8, 2004
/sl B. Kenneth Driver
B. Kenneth Driver Director October 8, 2004
/sl Karl Fillauer
Karl Fillauer Director October 8, 2004
/sl Nathaniel F. Hughes
Nathaniel F. Hughe President, Chief Financial Officer and Director October 8, 2004
/sl Jerry D. Lee
Jerry D. Lee Executive Vice President, Senior Lender and Dinecto October 8, 2004
/sl James H. Large
James H. Large Director October 8, 2004
/sl Lawrence D. Levine
Lawrence D. Levine Director October 8, 2004
/sl Russell W. Lloyd
Russell W. Lloyd Director October 8, 2004
/sl Earl A. Marler, Jr.
Earl A. Marler, Jr. Director October 8, 2004
/sl Doyce G. Payne
Doyce G. Payne Director October 8, 2004
/sl Turner Smith
Turner Smith Director October 8, 2004
/s/ Billy O. Wiggins
Billy O. Wiggins Director October 8, 2004
/sl Marsha Yessick
Marsha Yessick Director October 8, 2004
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Exhibit No.

3.1
3.2
3.3
4.1
51
10.1
10.2
10.3
10.4
10.5
10.6
141
211
231
23.2

INDEX OF EXHIBITS

Description

Amended and Restated Charters of thetragi. (1)

First Amendment to Amended and Restateatt€r of Cornerstone Banchsares, Inc. (2)
Amended and Restated Bylaws of the negitt(3)

The right of securities holders are dafim the Charter and Bylaws provided in 3.2 a3 i@spectively.
Opinion of Miller & Martin PLLC.

Cornerstone Bancshares, Inc. StatutorNemmdtatutory Stock Option Plan. (4)

Cornerstone Bancshares, Inc. 2004 LongiTecentive Plan. (5)

Cornerstone Bancshares, Inc. 2004 Non-&yepl Director Plan. (6)

Employment Agreement between Cornerstaresghares, Inc. and Gregory B. Jones. (7)
Employment Agreement between Cornerstameghares, Inc. and Nathaniel F. Hughes. (8)
Employment Agreement between Cornerstameghares, Inc. and Jerry D. Lee. (9)

Code of Ethics. (10)

Subsidiaries of the registrant. (11)

Consent of Miller & Martin PLLC (included Exhibit 5.1).

Consent of Hazlett, Lewis & Bieter, PLLC.

@)
)
©)
4)

(6)
@)

®)
©)

(10)
(11)

Incorporated by reference from Exhibit 3.1 frtm registrant’s Form 10-KSB filed on March 2402(File No. 000-30497).

Incorporated by reference from Exhibit 3 frdme registrant’s Form 10-QSB filed on May 14, 2084e(No. 000-30497).

Incorporated by reference from Exhibit 3.2 frtm registrant’s Form 10-KSB filed on March 2402(File No. 000-30497).

Incorporated by reference from Exhibit 10.1he registrant’s Registration Statement on Formfi8d on February 4, 2000, as amended (File No.

333-96185).

Incorporated by reference from Exhibit 99.3h# registrant’s Registration Statement on Formfi®e8 March 5, 2004 (File No. 333-113314).
Incorporated by reference from Exhibit 10.2hef registrant’s Registration Statement on Formfi8d on February 4, 2000, as amended (File No.
333-96185).

Incorporated by reference from Exhibit 10.3haf registrant’s Registration Statement on Formfi8d on February 4, 2000, as amended (File No.
333-96185).

Incorporated by reference from Exhibit 10.4h# registrant’s Registration Statement on Formfied on February 4, 2000, as amended (File No.
333-96185).

Incorporated by reference from Exhibit 14 frtima registrant’'s Form 10-KSB filed on March 2402(File No. 000-30497).

Incorporated by reference from Exhibit 21 frtm registrant’s Form 10-KSB filed on March 2402(File No. 000-30497).
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Miller & Martin PLLC
Suite 1000 Volunteer Building
832 Georgia Avenue
CHATTANOOGA TENNESSEE 37402-2289

(423) 756-6600
FAX (423) 785-8480

October 8, 2004
Cornerstone Bancshares, Inc.
5319 Highway 153
Chattanooga, TN 37403

Re: Form SE-2 Registration of Cornerstone Bancshe
Registration of 500,000 Shares of Common Stock

Ladies and Gentlemen:

We have acted as counsel to Cornerstone Bancsiacegthe “Company”) in connection with the exeoantand filing of the Compang’Registration Stateme
on Form SB-2, filed with the Securities and Excre@mmission (the “Registration Statemengipviding for the registration of 500,000 share<Coimmon Stock «
the Company (the “Shares”). We are rendering thision to you pursuant to Item 601(b)(5) of ReglatS-K.

In furnishing this opinion, we have examined suckporate and other records as we have deemed aecessappropriate to provide a basis for the apirge
forth below. This opinion is given as of the dagedof and is based upon facts and conditions piilgderown and laws and regulations presently ieetff

On the basis of the foregoing, we are of the opirtimt the Shares have been legally issued anfularepaid and nonassessable shares of Common $ffatk
Company.

We hereby consent to the filing of this opinioraasexhibit to the Registration Statement.

Very truly yours,
/sl Miller & Martin PLLC
Miller & Martin PLLC



CONSENT OF INDEPENDENT AUDITORS

We consent to the use in the Registration Statemie@ornerstone Bancshares, Inc. of our reportdddsmuary 16, 2004 on the financial statementsash&ston

Bancshares, Inc. as of December 31, 2003 and 2t ®athe three years ended December 31, 2008, redpect to the financial statements of Corneesencshare
Inc.

/s/ Hazlett, Lewis & Bieter, PLLC

Chattanooga, Tennessee
September 30, 2004



