Filed Pursuant to Rule 424(b)
Registration Number 3336662:

PROSPECTUS SUPPLEMENT NO. 1
to Prospectus dated
June 23, 2010
(Registration No. 333-156519)

CORNERSTONE BANCSHARES, INC.

This Prospectus Supplement No. 1 supplements aspBctus dated June 23, 2010. The securitieatdahe subject of the Prospectus have
been registered to permit their sale by us.

This Prospectus Supplement includes the attachedt€yly Report on Form 10-Q for the period JuneZ8,0 of Cornerstone Bancshares,
Inc., as filed by us with the Securities and Exg@@ommission.

NEITHER THE SECURITIES AND EXCHANGE COMMISSION NORNY STATE SECURITIES COMMISSION HAS APPROVED C
DISAPPROVED OF THESE SECURITIES OR PASSED UPON TMECURACY OR ADEQUACY OF THIS PROSPECTUS
SUPPLEMENT. ANY REPRESENTATION TO THE CONTRARY S CRIMINAL OFFENSE.

The date of this Prospectus Supplement is Augus2@10




United States Securities and Exchange Commission
Washington, D.C. 20549

FORM 10-Q
(Mark One)
X QUARTERLY REPORT UNDER SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934
For the quarterly period ended June 30, 2010
O TRANSITION REPORT PURSUANT SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934
For the transition period from to .
Commission File Numbef00-30497
1
ORNERSTONE
BANCSHARES, INC.
(Exact name of small business issuer as specifi@id charter)
Tennesse 62-1173944.
(State or other jurisdiction of incorporation oganization) (I.LR.S. Employer Identification No
835 Georgia Avenue Chattanooga, Tenne 37402.
(Address of principal executive office (Zip Code)
423-38E-3000 Not Applicable
(Registrar’s telephone number, including area cc (Former name, former address and former fi

yeatr, if changes since last repc

Indicate by check mark whether the registrant:hd3 filed all reports required to be filed by Sewtil3 or 15(d) of the Securities Excha
Act of 1934 during the preceding 12 months (ordoch shorter period that the registrant was redquefile such reports), and (2) has kt
subject to such filing requirements for the pastiags.

Yes No O

Indicate by check mark whether the registrant ldsmnstted electronically and posted on its corpovesd site, if any, every Interactive Data
File required to be submitted and posted pursuaRide 405 of Regulation S-T during the precedi@grbnths (or for such period that the
registrant was required to submit and post suels)il

Yes O No O

Indicate by check mark whether the registrantlearge accelerated filer, an accelerated filer, @accelerated filer, or a smaller reporting
company. See the definitions of large accelerfited “accelerated filer” and “smaller reportingmpany” in Rule 12b-2 of the Exchange
Act. (Check one):

Large accelerated fileil] Accelerated filer (I Non-accelerated filer I Smaller reporting companyxI

Indicate by check mark whether the registrantshell company (as defined in Rule 12b-2 of the Exge Act).
Yes O No

As of July 30, 2010 there were 6,500,396 sharemwfmon stock, $1.00 par value per share, issuedatstanding.




TABLE OF CONTENTS

PART | —-FINANCIAL INFORMATION
Item 1. Financial Statements (Unaudit
Item 2. Manageme’s Discussion and Analysis of Financial Conditiod &esults of Operatior
ltem 3. Quantitative and Qualitative Disclosurbswt Market Ris}t
Item 4T.Controls and Procedut

PART Il - OTHER INFORMATION

Item 1. Legal Proceedin(
Item 1A. Risk Factor
Item 2. Unregistered Sales of Equity Securities ldad of Proceec
Item 3. Defaults Upon Senior Securit
Item 4. [Removed and Reserve
Item 5. Other Informatiol

Iltem 6. Exhibits

23

30

30

31

31

31

31

31

31

31




FORWARD-LOOKING STATEMENTS

Cornerstone Bancshares, Inc. (“Cornerstomedy from time to time make written or oral statetseimcluding statements contained in
report (including, without limitation, certain statents in Management Discussion and Analysis of Financial ditmn and Results
Operations” in Item 2), that constitute forwdabking statements within the meaning of Sectiok 21 the Securities Exchange Act of 1!
(the “Exchange Act”). The words “expect,” “antictpd’ “intend,” “consider,” “plan,” “believe,” “seek “should,” “estimate,”and simila
expressions are intended to identify such forwanking statements, but other statements may cuotestibrwardlooking statements. The
statements should be considered subject to variaks and uncertainties. Such forwdodking statements are made based |
management’s belief as well as assumptions madarlyinformation currently available to, managenmnsuant to “safe harbogrovision:
of the Private Securities Litigation Reform Act ©995. Cornerstons’actual results may differ materially from theulés anticipated i
forward{ooking statements due to a variety of factors.hiSactors include, without limitation, those spéemfly described in Item 1A of Pai
of Cornerstone’s Annual Report on Form Kder the year ended December 31, 2009, as wetagollowing: (i) the ability of Cornersto
Community Bank (the “Bank™o comply with the requirements of the consent pislgued by the Federal Deposit Insurance Corporair
April 2, 2010 or the written agreement entered with Tennessee Department of Financial InstitutiomsApril 8, 2010 (collectively, tt
“Action Plans”); (i) the ability of Cornerstone to raise additiorapital necessary to retire certain holding comgaags and enable the B
to achieve and maintain the elevated capital lensgisired under the Action Plans; (iii) unanticgddeterioration in the financial conditior
borrowers resulting in significant increases innldasses and provisions for those losses, (iv)em®ed competition with other financ
institutions, (v) changes in economic condition€iornerstones market area, (vi) rapid fluctuations or unantitgal changes in interest ra
(vii) the effect on Cornerstone and the finanamstitutions and banking industry from difficult nkat conditions, unprecedented volatility
the soundness of other financial institutions,iftfie -ability of Cornerstone to restructure its loan falit to regulatory acceptable levels i
composition, (ix) the effect of recent legislatregulatory initiatives, and (x) changes in the $égfive and regulatory environment. Man)
such factors are beyond Cornerstone’s ability ttrad or predict, and readers are cautioned nputaindue reliance on such forwdeatbking
statements. Cornerstone does not intend to updateigsue any forwartboking statements contained in this report as salteof nev
information or other circumstances that may becknwvn to Cornerstone.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Balance Sheets

PART | — FINANCIAL INFORMATION

ltem 1. Financial Statements

ASSETS
Cash and due from ban
Securities available for sa

Securities held to maturi
Federal Home Loan Bank stock, at c

Loans, net of allowance for loan losses of $6,98Z & June 30, 2010 and $5,905,054 at Decemb&(0Bt

Bank premises and equipment,
Accrued interest receivab
Goodwill and amortizable intangibli
Foreclosed asse

Other assets

Total Assets

LIABILITIES AND STOCKHOLDERS' EQUITY

Deposits;

Noninteres-bearing demand depos

Interes-bearing demand depos

Savings deposits and money market acca

Time deposits of $100,000 or mc

Time deposits of less than $100,000

Total deposit:

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

Other liabilities

Total Liabilities

Stockholders' Equity
Preferred stoc- no par value; 2,000,000 shares authorized; neshssuet
Common stock - $1.00 par value; 20,000,000 shant®azed; 6,709,199 issued in 2010 and 2009;
6,500,396 outstanding in 2010 and 2!
Additional paic-in capital
Retained earning
Accumulated other comprehensive income
Total Stockholders' Equity
Total Liabilities and Stockholders' Equity

The Notes to Consolidated Financial Statementamiategral part of these statements.

Unaudited

June 30 December 3!

2010 2009
$ 43,690,54 $ 38,202,20
129,610,26 124,415,31
114,70! 135,24¢
2,322,90I 2,229,20I
311,828,25 330,787,38
7,659,02! 8,098,05!
1,662,43 1,520,69!
2,587,31! 2,579,21.
9,862,41. 10,327,29
14,088,46 14,109,76
$523,426,32 $532,404,38
$ 4766356 $ 41,971,95
36,802,79 26,533,32
31,893,78 31,029,58
109,225,78 91,064,09
175,062,52 214,143,14
400,648,45 404,742,11
24,105,16 26,321,88
67,250,00 72,350,00
374,58 351,36(
1,623,44! 801,54¢
494.001,65 504,566,90
6,500,39! 6,500,39i
21,199,99 21,162,68
786,78" 424 .85:
937,49: (250,45))
29,424,66 27,837,47
$523,426,32 $532,404,38




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statements of Operations

INTEREST INCOME

Loans, including fee

Investment securitie

Federal funds sold & other earning assets

Total interest income

INTEREST EXPENSE

Interest bearing demand accou

Money market and savings accou

Time deposits of more than $100,C

Time deposits of less than $100,(

Federal funds purchased and securities sold umggteements to repurcha
Other borrowings

Total interest expense

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

Net interest income after the provision for loassles

NONINTEREST INCOME

Customer service fes

Net gains / (losses) from sale of loans and othsets
Other noninterest income

Total noninterest income

NONINTEREST EXPENSE

Salaries and employee bene

Net occupancy and equipment expe
Depository insuranc

Other operating expense

Total noninterest expense

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

NET INCOME / (LOSS)

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

DIVIDENDS DECLARED PER COMMON SHARI

Unaudited Unaudited
Three months ende Six months ende
June 30 June 30

2010 2009 2010 2009
$5,493,941 $6,035,10. $11,442,19 $12,477,20
1,216,30! 386,06! 2,345,57! 800,12¢
21,73: 6,697 45,39: 14,64¢
6,731,97: 6,427,86! 13,833,16. 13,291,98
36,01¢ 29,96( 66,11¢ 56,15¢
63,58 79,88¢ 131,21: 169,29¢
588,31 480,91° 1,134,34 1,010,009
1,030,92! 1,388,22. 2,168,93I 2,854,23!
32,14: 43,88( 67,557 97,92¢
759,80 768,19¢ 1,539,00! 1,474,03!
2,510,79: 2,791,06! 5,107,15! 5,661,74!
4,221,18. 3,636,79: 8,726,00: 7,630,23!
1,465,00! 1,633,89: 2,480,001 7,358,89i
2,756,18 2,002,90I 6,246,00: 271,33¢
342,12¢ 434,59! 684,04( 842,73¢
438,88t 146,61 386,19! (34,249
29,27: 149,08 60,19 184,91!
810,28 730,29: 1,130,43! 993,40!
1,521,211 1,848,45; 3,154,56! 3,690,12
368,50¢ 387,89 723,68 796,83¢
237,49¢ 279,55( 484,83t 341,27
1,476,20: 1,257,46! 2,556,811 2,237,86:
3,603,42; 3,773,35! 6,919,90: 7,066,10:
(36,959 (1,040,16) 456,53! (5,801,35)
(55,099 (437,369 94,60: (2,287,050
$ 18,14! $ (602,799) $ 361,931 $(3,514,30)
$ - % (0.09 $ 0.0¢ $ (0.59
$ - % (0.09 $ 0.0¢ $ (0.59
$ - % 0.0 % - $ 0.1C

The Notes to Consolidated Financial Statementsiaiategral part of these statements.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statement of Changes in Stockhol&epsty - Unaudited
For the six months ended June 30, 2010

Additional Other Total
Comprehensiv Common Paic-in Retainec Comprehensiv  Stockholders
Income Stock Capital Earnings Income Equity
BALANCE, December 31, 200 $ 6,500,391 $ 21,162,68 $ 424,85 $ (250,45) $ 27,837,447
Employee compensation stock option expe - 37,30¢ - - 37,30¢
Comprehensive incom
Net income $ 361,93: - - 361,93: - 361,93:
Other comprehensive income, net of t
Unrealized holding gains on securities availablestde, net o
reclassification adjustment 1,187,95: - - - 1,187,95. 1,187,95
Total comprehensive income $ 1,549,88:
BALANCE, June 30, 2010 $ 6,500,390 $ 21,19999 $ 786,78 $ 937,49: $ 29,424,66

The Notes to Consolidated Financial Statementamiategral part of these statements.




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

Note 1. Presentation of Financial Information

Nature of Business -Cornerstone Bancshares, Inc. (“Cornerstong’a bank holding company whose primary busineggeiformed by it
wholly-owned subsidiary, Cornerstone Community Béhle “Bank”). The Bank provides a full range of banking servicethe Chattanoog
Tennessee market. The Bank has also establistoath goroduction office (“LPQO”) in Dalton, Georgia further enhance the Baskiending
markets. The Bank specializes in asset basednigndommercial lending and payment processing. Bdrgk has a whollypwned subsidiar
Eagle Financial, Inc. (“Eagle”), which specializeginance and accounts receivable factoring.

Interim Financial Information (Unaudited)- The financial information in this report for Jun8,3010 and June 30, 2009 has not
audited. The information included herein shouldd®d in conjunction with the annual consolidate@ificial statements and footnotes the
included in the 2009 Annual Report to Shareholdetsch was furnished to each shareholder of Coroeestin April of 2010. Th
consolidated financial statements presented he@ifiorm to generally accepted accounting principled to general industry practices.
the opinion of Cornerstong@’management, the accompanying interim financékstents contain all material adjustments, comgjstinly o
normal recurring adjustments, necessary to prdaght the financial condition, the results of op8ons, and cash flows for the interim per
Results for interim periods are not necessarilyciaiilve of the results to be expected for a fulliye

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

Consolidation -The accompanying consolidated financial statemiectade the accounts of Cornerstone the Bank amfeEaSubstantial
all intercompany transactions, profits and balaf@age been eliminated.

Reclassification- Certain amounts in the prior consolidated finansiatements have been reclassified to conform eocthrrent peric
presentation. The reclassifications had no effaatet income or stockholder’s equity as previousported.

Accounting Policies -During interim periods, Cornerstone follows the@anting policies set forth in its Annual Reporteorm 10K for the
year ended December 31, 2009 as filed with the i8m=uand Exchange Commission. Since December28@9, there have been
significant changes in any accounting principlespuactices, or in the method of applying any sudhgiples or practices except for
following:

The Financial Accounting Standards Board (“FASBYued Accounting Standards Update (“ASU”) No. 2020 Subsequent Events (Ta
855): Amendments to Certain Recognition and DisglesRequirements in February 2010. This ASU amenidedyuidance on subseqt
events and will no longer require that an SEC filesclose the date through which subsequent events been evaluated. The amendi
was effective upon issuance. The adoption of £BW0-09 does not have a material impact on Cowreess financial statements.

The FASB issued ASU No. 2015, Fair Value Measurements and Disclosures (T@&g2i@): Improving Disclosures about Fair Ve
Measurements in January 2010. The new disclosunesequired by the amended guidance are:

(1) The amounts of significant transfers in and/or @fuLevel 1 and Level 2 fair value measurements tuedreasons for the transfe
and

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




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

ASU 201006 also clarifies the existing disclosure requirataefor level of disaggregation and disclosuresuaboputs and valuatic
techniques. The new disclosures and clarificatmfnexisting disclosures are effective for annualnterim reporting periods beginning a
December 15, 2009, except for the requirementaeige the Level 3 activity for purchases, salesyances, and settlements on a gross
Those disclosures are effective for fiscal yeagirheng after December 15, 2010. The adoption $£J2201006 has not and is not expec
to have a material impact on Cornerstone’s findretaements.

The FASB issued ASU No. 2010-04, Accounting for igas Topics —Technical Corrections to SEC Paragraphs in Jangaf. Th
purpose of this ASU is to make technical corretitmcertain guidance issued by the SEC that ladied in the FASB Accounting Standa
Codification (ASC). Primarily, this ASU changes referencesdadous FASB and AICPA pronouncements to the apmtgpASC paragraj
numbers. The adoption of ASU 2010-04 does not havaterial impact on Cornerstone’s financial stztets

FASB issued ASU No. 20100, Disclosures about the Credit Quality of FinagcReceivables and the Allowance for Credit Lossetuly
2010. The purpose of this ASU is to improve transpareimcy§inancial reporting by public and nonpublic coamges that hold financit
receivables, which include loans, lease receivalled other londerm receivables. The ASU requires companies teigeeomore informatio
in their disclosures about the credit quality adithfinancing receivables and the credit resenad hgainst them. The period end bal:
disclosures are effective for fiscal years endiftigraDecember 15, 2010. The adoption of ASU 2Q00s not expected to have a matt
impact on Cornerstone’s financial statements.

Going Concern

Cornerstone continues to prepare its consolidateshial statements on a going concern basis.fuftrer information regarding this iss
refer to note 2 “Going Concern Considerations” oftizrstone’s Annual Report on Form K(er the year ended December 31, 2009, as
with the Securities and Exchange Commission on M&@, 2010. The consolidated financial statemants notes thereto are presente
accordance with the instructions for Form KO+urthermore, Cornerstone has submitted its diamge covenant certificate as of June
2010 to Silverton Bridge Bank, N.A., as successoreceivership to Silverton Bank, N.A. (“Silvertdn The June 30, 2010 compliat
certificate indicates that certain loan covenanegemnot met. However, Cornerstone has request@diaer with respect to the coven
violations. Based upon this request, Cornerstartieipates that Silverton will waive the covenaitlations as of June 30, 2010.

Consent Order

Following the issuance of a written report by tlegl&ral Deposit Insurance Corporation (“FDI@f)d the Tennessee Department of Fina
Institutions (“TDFI") concerning their joint examination of the Bank int@ber 2009, the Bank entered a consent orderthétrDIC on Apri
2, 2010 and a written agreement with the TDFI omilA 2010, each concerning areas of the Bardperations identified in the report
warranting improvement and presenting substantgltyilar plans for making those improvements. Thasent order and written agreem
which we collectively refer to as the “Action Plansonvey specific actions needed to address ceitadmf)s from the joint examination a
to address our current financial condition. TheidwPlans contain a list of strict requirementsgiag from a capital directive, which requi
us to achieve and maintain minimum regulatory ehpévels in excess of the statutory minimums towl-capitalized, to developing
liquidity risk management and contingency fundianp in connection with which we will be subjectlimitations on the maximum inter
rates we can pay on deposit accounts. The ActimamsRalso contain restrictions on future extensmfnsredit and requires the developmer
various programs and procedures to improve outt gssdity as well as routine reporting on our pexy toward compliance with the Act
Plans to the Board of Directors, the FDIC and tbe-IT Finally, as of April 2, 2010, the date of tAetion Plans, the Bank was deemed t
“adequately capitalized."The adequately capitalized classification is theulteof the Bank receiving a formal enforcementicactwhict
prohibits a Bank from being classified as “well-talized” regardless of its capital ratios. Theref the Bank can not be classified all
capitalized” until the Action Plans are lifted betFDIC and the TDFI.




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

Earnings per Common Share - Basic earnings per share (“EPS8) computed by dividing income available to comnshareholdel
(numerator) by the weighted average number of comsi@res outstanding during the period (denomihaliluted EPS is computed
dividing income available to common shareholdetsr(erator) by the adjusted weighted average numigrares outstanding (denominat
The adjusted weighted average number of sharesandisg reflects the potential dilution occurririgsécurities or other contracts to is
common stock were exercised or converted into comstock resulting in the issuance of common stbelt share in the earnings of
entity.

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

Three Months Ended June

2010 2009

Basic earnings / (loss) per share calculat

Numerator: Net income / (loss) available to comrebareholder $ 18,14t $ (602,799
Denominator: Weighted avg. common shares outstgr 6,500,391 6,500,391
Effect of dilutive stock option - -
Diluted share! 6,500,39! 6,500,391
Basic earnings / (loss) per share $ - 8 (0.09)
Diluted earnings / (loss) per share $ - $ (0.09)

The following is a summary of the basic and dilutadnings per share for the six month periods edded 30, 2010 and 2009.

Six Months Ended June 3

2010 2009

Basic earnings / (loss) per share calculat

Numerator: Net income / (loss) available to comrebareholder $ 361,930 $ (3,514,30)
Denominator: Weighted avg. common shares outstgr 6,500,39! 6,500,39!
Effect of dilutive stock option - -
Diluted share! 6,500,39! 6,500,39!
Basic earnings / (loss) per share $ 0.0¢ $ (0.59)
Diluted earnings / (loss) per share $ 0.06 $ (0.59)

Note 2. Stock Based Compensation

Accounting Policies- Cornerstone, as required by FASB, applies theMaline recognition provisions of ASC 718, CompemsatiStock
Compensation. As a result, for the six month meeoded June 30, 2010, the compensation cost chavgearnings related to the ves
incentive stock options was approximately $37,8@ich had no material impact on earnings per share.

Officer and Employee Plans -Cornerstone has two stock option plans under wbffibers and employees can be granted incentivek
options or non-qualified stock options to purchasmtal of up to 1,420,000 shares of Corners®memmon stock. The exercise price
incentive stock options must be not less than H@egnt of the fair market value of the common stockhe date of the grant. The exer
price of the norgualified stock options may be equal to or mordess than the fair market value of the common sttkhe date of tt
grant. The incentive stock options vest 30% on the se@mdversary of the grant date, 60% on the thirdvamsary of the grant date ¢
100% on the fourth anniversary of the grant date, the nongualified stock options vest 50% on the first amnsary of the grant date ¢
100% on the second anniversary of the grant datke options expire ten years from the grant dateJune 30, 2010, the total remair
compensation cost to be recognized on wested options is approximately $226,000. A surmynadithe status of these stock option plai
presented in the following table:




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

Weighte(-
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
Outstanding at December 31, 2( 799,67! $ 6.1¢ 4.5 Year $ z
Granted - -
Exercisec - -
Forfeited 265,60( 6.8¢
Outstanding at June 30, 2010 534,07! $ 5.82 4.7 Year $ -
Options exercisable at June 30, 2010 389,95 $ 5.97

Board of Directors Plan -Cornerstone has a stock option plan under which Imeesnof the Board of Directors, at the formatiorthef Bank
were granted options to purchase a total of up0@0 shares of the Bank's common stock. On @ctbb, 1997, the Bank stock optir
were converted to Cornerstone stock options. @uoly-qualified stock options may be granted under tla.plThe exercise price of ei
option equals the market price of Cornerstergtock on the date of grant and the maximum terten years. Vesting for options grar
during 2009, are 50% on the first anniversary ef gnant date and 100% on the second anniversaheajrant date. At June 30, 2010,
total remaining compensation cost to be recognaedonvested options is approximately $23,000. A sumnuwdrthe status of this sto

option plan is presented in the following table:

Weighte(-
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
Outstanding at December 31, 2( 100,25( $ 9.4z 6.7 Year $ =
Granted - -
Exercisec - -
Forfeited - -
Outstanding at June 30, 2010 100,25( $ 9.4z 6.2 Year $ =
Options exercisable at June 30, 2010 91,02¢ $ 10.01

10




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

Note 3. Securities

The amortized cost and fair value of securitieslalsbe-for-sale and held-toraturity at June 30, 2010 and December 31, 200Swarenarize
as follows:

June 30, 201
Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Debt securities availat-for-sale:
U.S. Government agenci $ 4,654,65 $ 17,05: $ - $ 467170
State and municipal securiti 19,051,64 363,34: (72,087 19,342,90
Mortgage-backed securitie:
Residential mortgage guaranteed by GN 63,048,39 1,254,117 (52,799 64,249,71
Collateralized mortgage obligations issued or guiaed by U.S.
Government agencies or sponsored agel 41,198,54 176,17. (153,18)  41,221,52
Other 126,69¢ - (2,290) 124,40¢

$128,079,93 $ 1,810,68 $ (280,36:) $129,610,26

Debt securities held to maturit
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA $ 11470' $ 3,32¢ $ - $ 118,03

11




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

December 31, 200

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Debt securities availat-for-sale:
U.S. Government agenci $ 4,772,46. $ 4,700 % (3,149 $ 4,774,02
State and municipal securiti 16,660,51 268,34. (173,22) 16,755,64
Mortgage-backed securitie:
Residential mortgage guaranteed by GN 53,207,22 217,89 (698,359 52,726,76
Collateralized mortgage obligations issued or goted by U.S.
Government agencies or sponsored agel 49,956,88 77,85: (74,286  49,960,44
Other 203,96 - (5,51¢) 198,44.

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

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

At June 30, 2010, securities with a fair value ltotaapproximately $129.5 million were pledged ®&csre public funds, securities s
under agreements to repurchase, the Federal Horaa Bank (sometimes referred to herein as “FHLB")caflateral for the Bank’
borrowings and serve as collateral for borrowing$he Federal Reserve Discount Window.

The amortized cost and estimated market value afrgges at June 30, 2010, by contractual matudtg, shown below. Expected maturi
will differ from contractual maturities because twwers may have the right to call or prepay obilg# with or without call or prepayme
penalties.

Securities Available for Sa Securities Held to Maturit

Amortized Fair Amortized Fair
Cost Value Cost Value
Due in one year or le: $ - $ - $ - 8 =
Due from one year to five yea 599,26 619,20 - -
Due from five years to ten yee 4,460,561 4,611,10: - -
Due after ten years 18,646,47 18,784,30 - -

23,706,30 24,014,61 = =

Mortgage-backed securities 104,373,63  105,595,65 114,70! 118,03«

$128,079,93 $129,61026 $ 114,70' $ 118,03

12




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

The following tables present the gross unrealiosdds and fair value, aggregated by investmeng@ateaind length of time that individt
securities available for sale have been in a cootis unrealized loss position, as of June 30, 20@0as of December 31, 2009:

As of June 30, 201

Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Fair Unrealizec Fair Unrealizec Fair Unrealizec
Value Losses Value Losses Value Losses
Debt securities available for sa
State and municipal securiti $ 594358 $ (69,419 $ 220,21¢ % (2,669 $ 6,163,80! $ (72,087
Mortgage-backed securitie:
Residential mortgage guaranteed by GN 10,617,37. (52,79¢) - - 10,617,37. (52,799
Collateralized mortgage obligations issued or goiged by U.S.
Government agencies or sponsored aget 23,144,98 (153,18¢) - - 23,144,98 (153,18¢)
Other - - 124,40¢ (2,290 124,40¢ (2,290)

$ 3970594 $ 275,409 $ 344,627 $ (4,959 $ 40,050,577 $ (280,369

As of December 31, 20(

Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Fair Unrealizec Fair Unrealizec Fair Unrealizec
Value Losses Value Losses Value Losses
Debt securities available for sa
U.S. Governmental agenci $ 971,40C $ 3149 % - % - % 971,40C $ (3,149
State and municipal securiti 8,222,29 (159,90 734,84¢ (13,319 8,957,14! (173,22)
Mortgage-backed securitie:
Residential mortgage guaranteed by GN 40,492,72 (698,347 5,51¢ (12) 40,498,23 (698,35
Collateralized mortgage obligations issued or goiged by U.S.
Government agencies or sponsored aget 22,538,12 (74,28¢) - - 22,538,12 (74,28¢)
Other - - 198,44: (5,51¢) 198,44: (5,51¢)

$ 7222454 $ 935,68) $ 938,800 $ (18,849 $ 73,16334 $ (954529

Debt securities held to maturit
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA $ 48,767 $ (70) $ 25,59 $ (307) $ 74,361 % (377)
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Upon acquisition of a security, the Bank determiti@sappropriate impairment model that is applieabf the security is a beneficial inter
in securitized financial assets, the Bank uses#reficial interests in securitized financial asdetpairment model. If the security is nc
beneficial interest in securitized financial ass#ig Bank uses the debt and equity securitiesimmgat model. The Bank conducts peric
reviews to evaluate each security to determine ldrean other-thatemporary impairment has occurred. The Bank da#shave an
securities that have been classified as other-thiauporarily-impaired at June 30, 2010 or Decemie2B09.

At June 30, 2010 and December 31, 2009, the stgmificategories of temporarily impaired securittegg] managemeist’evaluation of tho:
securities are as follows:

Sate and municipal securities: At June 30, 2010, 13 investments in obligationstate and municipal securities had unrealized $s3é:«
Bank believes the unrealized losses on those imergts were caused by the interest rate environar@htdoes not relate to the underly
credit quality of the issuers. Because the Bank th@ intent and ability to hold those investmdotsa time necessary to recover tl
amortized cost bases, which may be maturity, thekBBbes not consider those investments to be dtfaertemporarily impaired at June .
2010.

Mortgage-backed securitiesissued or guaranteed by GNMA: At June 30, 2010, 11 investments in residentialtgagebacked securities isst
or guaranteed by GNMA had unrealized losses. Trhizairment is believed to be caused by the curietarest rate environment. T
contractual cash flows of those investments areageed or issued by an agency of the U.S. Govarhinigecause the decline in ma
value is attributable to the current interest mtegironment and not credit quality, and becausdBdrek does not intend to sell the investm
and it is not more likely than not that the Bank Wwe required to sell the investments before recpwf their amortized cost bases, which
be maturity, the Bank does not deem those invedstierbe other-than-temporarily impaired at Jung28a0.

Note 4. Loans and Allowance for Loan Losses

At June 30, 2010 and December 31, 2009, loansuamenarized as follows (in thousands):

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

Non-residential real esta

Owner occupiet $ 73,12« 22.% $ 77,35( 23.(%

Non-owner occupiet 71,767 22.5% 75,96( 22.%

Multi-family real estat 12,957 4.1% 12,77( 3.8%

Constructior 5,671 1.8% 7,197 2.1%

Commercial land and lot development 27,60« 8.7% 39,76% 11.8%
Total nor-residential real esta 191,12¢ 60.(% 213,04 63.5%
Residential real esta

Owneroccupied -4 family 46,67¢ 14.€% 47,73: 14.2%

Home equity lines 11,017 3.5% 10,47: 3.1%
Total residential real esta 57,68¢ 18.1% 58,20¢ 17.2%
Total real estate loar 248,81: 78.1% 271,25( 80.t%
Commercial 57,61¢ 18.1% 58,47¢ 17.4%
Agricultural and othe 8,694 2. 1% 2,82¢ 0.8%
Consumer 3,67% 1.1% 4,13¢ 1.2%
Total loans, net of unearned fees $ 318,79¢ 100.(% $ 336,69: 100.(%
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

A summary of transactions in the allowance for lt@sses for the six months ended June 30, 2010/eadended December 31, 2009 i
follows (in thousands):

June 30 December 31
2010 2009
Balance, beginning of peric $ 590t $ 9,61¢
Loans charge-off (1,564 (19,096
Recoveries of loans previously char-off 14¢€ 484
Provision for loan losses 2,48( 14,89¢
Balance, end of period $ 6,967 $ 5,90¢

Note 5. Commitments and Contingent Liabilities

Off Balance Sheet Arrangements - In the normal course of business, the Bank h#éere into offbalance sheet financial instruments wi
include commitments to extend credit (i.e., inchglunfunded lines of credit) and standby lettersreflit. Commitments to extend credit
usually the result of lines of credit granted tasérg borrowers under agreements that the tottdtanding indebtedness will not excee
specific amount during the term of the indebtedn&gpical borrowers are commercial concerns thatlirees of credit to supplement tt
treasury management functions; thus their totadtanding indebtedness may fluctuate during any feré@d based on the seasonality of 1
business and the resultant timing of their castwgloOther typical lines of credit are related tamieoequity loans granted to consumr
Commitments to extend credit generally have fixegiration dates or other termination clauses anyg raquire payment of a fee.

Standby letters of credit are generally issuedeatmalf of an applicant (our customer) to a spedifiaaamed beneficiary and are the result
particular business arrangement that exists betweeapplicant and the beneficiary. Standby lettérsredit have fixed expiration dates :
are usually for terms of two years or less unlesminated beforehand due to criteria specifiedhim $tandby letter of credit. A typi
arrangement involves the applicant routinely bemdgebted to the beneficiary for such items as itwgnpurchases, insurance, utilities, le
guarantees or other third party commercial trafsast The standby letter of credit would permit theneficiary to obtain payment frc
the Bank under certain prescribed circumstancess&juently, the Bank would then seek reimbursefnemt the applicant pursuant to
terms of the standby letter of credit.

The Bank follows the same credit policies and uwdiéing practices when making these commitmentstadoes for onbalance she
instruments. Each customer’s creditworthiness &uated on a case-lmase basis, and the amount of collateral obtaieshy, is based ¢
managemens credit evaluation of the customer. Collateraldhehries but may include cash, real estate andawgments, marketak
securities, accounts receivable, inventory, equigraad personal property.

The contractual amounts of these commitments areeflected in the consolidated financial stateraeamtd would only be reflected if dra
upon. Since many of the commitments are expectexpoe without being drawn upon, the contractumbants do not necessarily repre:
future cash requirements. However, should the camaerits be drawn upon and should customers defauheir resulting obligation to, t
Bank’s maximum exposure to credit loss, withoutsidaration of collateral, is represented by thetramtual amount of those instruments.
A summary of the Bank’s total contractual amoumtdi off-balance sheet commitments at June 30028 %s follows:

Commitments to extend cre« $ 31.1 millior
Standby letters of crec $ 3.7 million

Various legal claims also arise from time to timettie normal course of business. In the opiniomahagement, the resolution of cla
outstanding at June 30, 2010 will not have a malteffect on Cornerstone’s consolidated finandialesnents.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Note 6. Fair Value Disclosures
Fair Value Measurements:

Cornerstone uses fair value measurements to refedrdvalue adjustments to certain assets and iissil and to determine fair val
disclosures. In accordance with the “Fair ValueaBl@ements and DisclosuresSC Topic 820, the fair value of a financial instrent is th
price that would be received to sell an asset dd pa transfer a liability in an orderly transactidoetween market participants at
measurement date. Fair value is best determingedbapon quoted market prices. In cases whereduwarket prices are not available,
values are based on estimates using present viabther valuation techniques. Those techniquesigreficantly affected by the assumpti
used, including the discount rate and estimatdatafe cash flows. Accordingly, the fair valueiggites may not be realized in an immec
settlement of the instrument.

ASC Topic 820 provides a consistent definitionaif falue, which focuses on exit price in an ongéransaction between market participi
at the measurement date under current market ¢omglit If there has been a significant decreagbanvolume and level of activity for t
asset or liability, a change in valuation techniquethe use of multiple valuation techniques may dpgropriate. In such instanc
determining the price at which willing market peipants would transact at the measurement dater @wodent market conditions depends
the facts and circumstances and requires the usegoificant judgment. The fair value is a reasegoint within the range that is m
representative of fair value under current marketddtions.

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

Level 1 - Quoted prices (unadjusted) in active ratzlor identical assets or liabilities that Costene has the ability to access.
Level 2 -Significant other observable inputs other than ILévprices, such as quoted prices for similar aseetiabilities in activ
markets, quoted prices in markets that are noteetnd other inputs that are observable or carobelwrated by observable mai

data.

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

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

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

Cash and cash equivalents:

The carrying amounts of cash and cash equival@pogimate fair values based on the short-termraatfithe assets.

Securities:

Fair values are estimated using pricing modelsdiscbunted cash flows that consider standard ifgmibrs such as observable market (
benchmark yields, interest rate volatilities, bmd#tealer quotes, and credit spreads. Securit&ssifled as available for sale are reporte

fair value utilizing Level 2 inputs.

The carrying value of Federal Home Loan Bank simglroximates fair value based on the redemptiowigioms of the Federal Home Lc
Bank.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Loans:

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

Those impaired loans not requiring an allowanceesgnt loans for which the fair value of the expdatepayments or collateral exceed
recorded investments in such loans. At June 300 26ubstantially all of the total impaired loansre evaluated based on the fair valu
collateral. In accordance with ASC Topic 820, iinpd loans where an allowance is established basatie fair value of collateral requ
classification in the fair value hierarchy. Whd ffair value of the collateral is based on an nlzdde market price or a current appra
value, Cornerstone records the impaired loan asaearring Level 2. When an appraised value isavailable or management determines
fair value of the collateral is further impairedid& the appraised value and there is no observaialeket price, Cornerstone records
impaired loan as nonrecurring Level 3.

Cash surrender value of life insurance:

The carrying amounts of cash surrender value efitisurance approximate their fair value. Theyéagr amount is based on informat
received from the insurance carriers indicatingfthancial performance of the policies and the antad@iornerstone would receive should
policies be surrendered. Cornerstone reflectethesets within Level 2 of the valuation hierarchy.

Foreclosed assets:

Foreclosed assets, consisting of properties oltalmeugh foreclosure or in satisfaction of loardnitially recorded at fair value, determir
on the basis of current appraisals, comparables satel other estimates of value obtained pringifalm independent sources, adjustec
estimated selling costs. At the time of foreclesuany excess of the loan balance over the faurevaf the real estate held as collater
treated as a charge against the allowance forlsmes. Gains or losses on sale and any subseagljestment to the fair value are recor
as a component of foreclosed real estate expdf@meclosed assets are included in Level 2 of theatian hierarchy.

Deposits:

The fair value of deposits with no stated maturitych as noninterest-bearing and intebestring demand deposits, savings deposits
money market accounts, is equal to the amount peyabdemand at the reporting date. The carrymguats of variable-rate, fixegrm
certificates of deposit approximate their fair et the reporting date. Fair values for fixatd certificates of deposit are estimated us
discounted cash flow calculation that applies mankerest rates on comparable instruments to adidh of aggregated expected mor
maturities on time deposits.

Securities sold under agreements to repurchase:

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

Federal Home Loan Bank advances and other borr@wing

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

Accrued interest:

The carrying amounts of accrued interest approxarfait value.

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

The fair value of commitments is estimated usirgftres currently charged to enter into similar egrents, taking into account the remai

terms of the agreements and the present creditimegt$ of the counterparties. For fixede loan commitments, fair value also consideg
difference between current levels of interest ratebthe committed rates.

17




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

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

Debt securities available for sa

U.S. Government agenci
State and municipal securiti
Mortgage-backed securitie:
Residential mortgage guaranteed by GN
Collateralized mortgage obligations issued or gutaed by U.S.
Government agencies or sponsored agel
Other

Total securities available for sale

Cash surrender value of life insurance

Quoted Prices Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservabl
June 30 Assets Inputs Inputs
2010 (Level 1) (Level 2) (Level 3)
$ 467170 $ - $ 4671,70 $ -
19,342,90 - 19,342,90 -
64,249,71 - 64,249,71 -
41,221,52 - 41,221,52 -
124,40¢ - 124,40¢ -
$129,610,26 $ - $129,610,26 $ -
$ 1,117,34 $ - $ 1,117,344 $ -

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

Certain assets and liabilities are measured awédire on a nonrecurring basis, which means thetassd liabilities are not measured at
value on an ongoing basis but are subject to falues adjustments in certain circumstances (for gkewhen there is evidence
impairment). The tables below present informatbout assets and liabilities on the balance shehtree 30, 2010 for which a nonrecur

change in fair value was recorded.

Impaired loan:
Foreclosed asse

Quoted Prices Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable  Unobservabl
June 30 Assets Inputs Inputs
2010 (Level 1) (Level 2) (Level 3)
$ 14,608,32 $ - $ 14,608,32 $ =
9,862,41. - 9,862,41. -

Loans include impaired loans held for investmentbich an allowance for loan losses has been [zt based upon the fair value of the
loans at June 30, 2010. Losses derived from L2ugbuts were calculated by models incorporatigmigicant observable market data.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

The carrying amount and estimated fair value ol@mstone's financial instruments at June 30, 20H0Cecember 31, 2009 are as follows
thousands):

June 30, 201 December 31, 20C
Carrying Estimatec Carrying Estimatec
Amount Fair Value Amount Fair Value
Assets:
Cash and cash equivalel $ 43,69: $ 43,69: $ 38,20: $ 38,20
Securities 129,72! 129,72¢ 124,55: 124,55:
Federal Home Loan Bank Sto 2,32: 2,32: 2,22¢ 2,22¢
Loans, ne 311,82¢ 312,27¢ 330,78 331,45¢
Cash surrender value of life insurai 1,117 1,117 1,101 1,101
Accrued interest receivab 1,662 1,662 1,521 1,521
Liabilities:
Noninteres-bearing demand depos 47,66 47,66¢ 41,97: 41,97:
Interes-bearing demand depos 36,80: 36,80: 26,53 26,53
Savings deposits and money market acca 31,89 31,89 31,03( 31,03(
Time deposit: 284,28t 286,83: 305,20° 307,59¢
Federal funds purchased and securities sold umpieements to
repurchas: 24,10¢ 24,10¢ 26,32 26,32
Federal Home Loan Bank advances and other borra 67,25( 67,25( 72,35( 72,35(
Accrued interest payab 37& 37& 351 351

Unrecognized financial instruments (net of contarobunt):
Commitments to extend cret - - - -
Letters of credi - - - -
Lines of credit 5 - - -

Note 7. Other Comprehensive Income

Other comprehensive income consists of unrealinddifg gains and losses on securities availablsdte. The following is a summary of
other comprehensive income for the three and sithsoended June 30, 2010 and 2009.

Three Months Ende

June 30
2010 2009
Net Income / (loss $ 18,14t $ (602,799
Unrealized holding gains (losses) on securitiedlavia for sale, net of
reclassification 804,97. (264,209
Comprehensive income (loss) $ 823,11¢ $ (867,009
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Six Months Ende

June 30
2010 2009
Net Income / (loss $ 361,93 $ (3,514,30)
Unrealized holding gains (losses) on securitiesl@via for sale, net of
reclassification 1,187,95. 240,54«
Comprehensive income (loss) $ 1,549,88. $ (3,273,75)
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Cornerstone Bancshares, Inc.
Net Interest Margin Analysi
Taxable Equivalent Basis

(Amounts in thousands)
Assets

Earning assets:
Loans, net of unearned incor
Investment securitie
Other earning assets
Total earning assets

Allowance for loan losse
Cash and other assets

TOTAL ASSETS

Liabilities and Shareholders' Equ

Interest bearing liabilities

Interest bearing demand depo:

Savings deposil

MMDA's

Time deposits of $100,000 or mc

Time deposits of $100,000 or le

Federal funds purchased and securities sold unpleements to repurcha

Federal Home Loan Bank & other borrowings
Total interest bearing liabilities

Net interest sprea

Noninterest bearing demand depo

Accrued expenses and other liabilit
Shareholders' equity

TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY
Net yield on earning asse

Taxable equivalent adjustme
Loans
Investment securities

Total adjustment

Three months endec

June 30
2010 2009
Average Income/ Yield/ Average Income/ Yield/
Balance Expense Rate Balance Expense Rate
$ 32145! $ 5,49¢ 6.86%6 $ 370,52: $ 6,03t 6.52%
151,22( 1,21¢ 3.44% 56,84¢ 38¢€ 2.91%
33,957 22 0.2€% 11,08¢ 7 0.2%%
506,63: $ 6,73 5.3% 438,46 $ 6,42¢ 5.9(%
(6,797) (9,32€)
29,82 30,50¢
$ 529,65¢ $ 459,64!
$ 4256F $ 36 034% $ 31,70 $ 30 0.3¢%
9,09( 12 0.51% 8,101 10 0.51%
21,95 52 0.95% 28,75¢ 70 0.97%
89,64¢ 58¢ 2.6%% 57,50z 481 3.36%
210,07. 1,031 1.97% 165,23« 1,38¢ 3.3%%
23,80 32 0.54% 22,47¢ 44 0.78%
69,83: 76C 4.36% 72,45¢ 76€ 4.25%
466,96t 2,511 2.16% 386,22¢ 2,791 2.9(%
$ 4,221 3.24% $ 3,631 3.01%
39,06: 42,75:
(5,477 (3,190
29,10¢ 33,857
$ 529,65¢ $ 459,64!
3.41% 3.35%
0 0
81 26
81 26
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Cornerstone Bancshares, Inc.
Net Interest Margin Analysi
Taxable Equivalent Basis

(Amounts in thousands)
Assets

Earning assets:
Loans, net of unearned incor
Investment securitie
Other earning assets
Total earning assets

Allowance for loan losse
Cash and other assets

TOTAL ASSETS

Liabilities and Shareholders' Equ

Interest bearing liabilities

Interest bearing demand depo:

Savings deposil

MMDA's

Time deposits of $100,000 or mc

Time deposits of $100,000 or le

Federal funds purchased and securities sold unpleements to repurcha

Federal Home Loan Bank & other borrowings
Total interest bearing liabilities

Net interest sprea

Noninterest bearing demand depo

Accrued expenses and other liabilit
Shareholders' equity

TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY
Net yield on earning asse

Taxable equivalent adjustme
Loans
Investment securities

Total adjustment

Six months endec

June 30
2010 2009
Average Income/ Yield/ Average Income/ Yield/
Balance Expense Rate Balance Expense Rate
$ 32571 $ 11,44 7.08% $ 377,098 $ 12,47 6.67%
143,07. 2,34¢ 3.52% 54,97¢ 80C 3.12%
39,927 45 0.2%% 12,515 15 0.2%%
508,71. $  13,83: 5.55% 444,58¢ $ 13,29 6.05%
(6,397) (9,239
29,65 29,46¢
$ 531,97( $ 464,82!
$ 35277 % 66 03t% $ 30,27C $ 56 0.37%
8,91( 23 0.51% 7,96( 20 0.51%
22,83( 10¢ 0.9€% 30,89: 14¢ 0.97%
84,70¢ 1,13: 2.7% 58,55¢ 1,01C 3.4&%
218,64¢ 2,16¢ 2.0(% 165,42! 2,85¢ 3.48%
23,72 68 0.57% 23,50¢ 98 0.8%%
71,06% 1,53¢ 4.31% 71,94¢ 1,474 4.1%
465,16( 5,107 2.21% 388,56 5,661 2.94%
$ 8,72¢ 3.3% $ 7,631 3.11%
43,61( 42,907
(5,68¢) (2,02¢)
28,88¢ 35,38¢
$ 531,97( $ 464,82!
3.52% 3.48%
0 0
55 50
15E 50
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ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FI NANCIAL CONDITION AND RESULTS OF OPERATIONS

Cornerstone is a bank holding company and the pammpany of the Bank, a Tennessee banking coiparathich operates primarily in a
around Chattanooga, Tennessee. The Bank has arily whvned subsidiary Eagle which is an accounteirable financing company. T
Bank has five fullservice banking offices located in Hamilton Counfignnessee, and one loan production office loc@e®alton
Georgia. The Bank’business consists primarily of attracting degdsdm the general public and, with these and diineas, originating re.
estate loans, consumer loans, business loansgartntial and commercial construction loans. Titiecjpal sources of income for the B
are interest and fees collected on loans, feegatell on deposit accounts, and interest and dig&lenllected on other investments.
principal expenses of the Bank are interest paiddeposits, employee compensation and benefitsgeoffxpenses, and other overt
expenses. Eagle’'principal source of income is revenue receivaanfrthe purchase of receivables. Expenses are detatemploye
compensation and benefits and office and overhgpénses.

The following is a discussion of our financial cdiwh at June 30, 2010 and December 31, 2009 andesults of operations for the three
six months ended June 30, 2010 and 2009. The paigfdkis discussion is to focus on informationwahmur financial condition and results
operations which is not otherwise apparent fromadtesolidated financial statements. The followingcdssion and analysis should be |
along with our consolidated financial statements e related notes included elsewhere herein.

Recent Developments

On July 21, 2010, the Dodd-Frank Wall Street Refarrd Consumer Protection Act (the “Dodd-Frank Aetds signed into law. The Dodd-
Frank Act contains significant changes to the aurtenk regulatory structure and requires vari@aefal agencies to adopt a wide arre
new implementing rules and regulations. While get determinable, the impact of the Doidink Act and the rules and regulati
thereunder may significantly affect our operatiand financial stability, increase operating cosid eedirect management resources.
Review of Financial Performance

As of June 30, 2010, Cornerstone had total cors@iassets of $523 million, total loans of $318iBion, total deposits of $400.6 millic
and stockholdergquity of $29.4 million. Net income for the thre@mth period ended June 30, 2010 totaled $18,N&i.income for the s
month period ended June 30, 2010 totaled $361,933.

Results of Operations

Net income for the three months ended June 30, 2@80$18,145 or $0.00 basic earnings per sharepa@d to a net loss of ($602,799

($0.09) basic earnings per share, for the samegari2009. Net Income for the six months endete R0, 2010 was $361,933 or $0.06 t
earnings per share, compared to a net loss of18362) or ($0.54) basic earnings per share, ®stime period in 2009.
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The following table presents our results for thee¢hand six months ended June 30, 2010 compated three and six months ended Jun
2009 (amounts in thousands).

2010-2009 2010-2009
Three month: Percent Dollar Six months Percent Dollar
ended June 3( Increase Amount ended June 3( Increase Amount
2010 2009 (Decrease) Change 2010 2009 (Decrease) Change

Interest incomt $ 6,732 $ 6,42¢ 473% $ 304 $ 13,83t $ 13,29 407% $ 541
Interest expense 2,511 2,791 (10.03)% (280) 5,107 5,662 (9.80)% (55%)
Net interest incom
before provision for los 4,221 3,631 16.06 % 584 8,72¢ 7,63( 14.36 % 1,09¢
Provision for loan loss 1,46F 1,634 (10.34)% (169) 2,48( 7,35¢ (66.30)% (4,879
Net interest income aft
provision for loan los 2,75¢€ 2,00: 37.59% 75% 6,24¢€ 271 2204.80 % 5,97¢
Total noninterest incom 81C 73C 10.96 % 8C 1,13C 994 13.68 % 13€
Total noninterest expense 3,60 3,77: (4.51)% (170) 6,92( 7,06¢€ (2.07)% (14€)
Income / (loss) before income tay (37 (1,040 96.44 % 1,00z 45€ (5,807) 107.86 % 6,251
Provision/(benefit)for income taxes (55) (437) 87.41% 382 94 (2,287%) 104.11 % 2,381
Net income / (loss $ 18 $ (603) 102.99 % 621 $ 362 $ (3,519 110.30 % 3,87¢

Net Interest Income -Net interest income represents the amount by winigltest earned on various earning assets excatgiest paid ¢
deposits and other interest bearing liabilitiet Mterest income is also the most significant ponent of our earnings. For the three mc
ended June 30, 2010, net interest income beforgitna@sion for loan loss, increased $584 thousand&06% over the same perioc
2009. Cornerstong’interest rate spread on a tax equivalent bagiglws the difference between the average yielgéanming assets and
average rate paid on interest bearing liabilitigay 3.24% for the three month period ended Jun@@D) compared to 3.01% for the s
period in 2009. The net interest margin on a taxivadent basis was 3.41% for the three month peeinded June 30, 2010 compare
3.35% for the same period in 2009. Significdatnis related to the changes in net interest incoraejnterest yields and rates, and
interest margin are presented below:

lE The Bank’s net interest margin has been impactedh lghange in the Bar&’balance sheet mix. The change, implemente
management during 2009 and continuing in 2010 rédgced the Bank’percentage of loans relative to other assetsdierdo reduc
its risk profile. As of June 30, 2010, the Bamkban to asset ratio was approximately 61% contpbtweapproximately 63% as
December 31, 2009. This level is historically lIéov the Bank as well as the banking industry. Nalroan to asset ratios for |
banking industry typically range from 65% to 75%anagement expects that the Banket interest margin will improve once
Bank is able to return to a normal loan to asd@t.r

lE The Banks loan portfolio yield increased to 6.86% for theee months ended June 30, 2010 compared to 6.688ef quarter end:
June 30, 2009. The Barkloan portfolio yield increased to 7.08% for tlre months ended June 30, 2010 compared to 6.67%¢é
six months ended June 30, 2009. The Bank savght skduction in its noaecrual adjustments to loan interest income irfitise six
months of 2010 compared to the same time peri@d@®.

lE For the three month periods ended June 30, 20&@anks investment portfolio yielded 3.44% compared &1% for the same tin
period in 2009. For the six months ended June2B@p, the Banls investment portfolio yielded 3.52% compared tb2% for the
same time period in 2009. The Bank increased theuat of its investment portfolio from approximatéi46 million as of June 3
2009 to approximately $130 million as of June 301@ The increase provided the Bank needed cadlate guarantee access
funding. The Bank executed a “bar-beilivestment strategy during the fourth quarter dd2@nd first quarter of 2010 to build
investment portfolio sufficient to cover the Baslcollateral requirements which peaked in the fjtsdrter of 2010. Since that time
Bank’s collateral requirements have reduced and the Batrlansitioning to a more defensive interest ssesitivity exposure and
realizing investment gains as it reduces the imrest portfolio.
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Provision for Loan Losses -The provision for loan losses represents a chargartnings necessary to establish an allowanckedorlosse
that, in managemerst’evaluation, should be adequate to provide coec@mgthe inherent losses on outstanding loans prbvision for loa
losses amounted to $1.5 million for the three merthded June 30, 2010 and $2.5 million for thersmxths ended June 30, 2010.

Noninterest Income- Items reported as noninterest income include seregitarges on checking accounts, insufficient fuoldarges
automated clearing house (“ACH”) processing feed #e Bank$ secondary mortgage department earnings. In@éasecome derive
from service charges and ACH fees are primarilyracfion of the Banls growth while fees from the origination of mortgdgans will oftel
reflect market conditions and fluctuate from periogheriod.

The following table presents the components of m@nést income for the three and six months endeé 30, 2010 and 2009 (dollars
thousands).

201(-200¢ 201(-200¢

Three months ende Percen Six months ende Percen

June 30 Increase June 30 Increase

2010 2009 (Decrease 2010 2009 (Decrease
Service charges on deposit accol $ 34z $ 43k (21.39% $ 684 $ 843 (18.86)%
Net gains / (losses) on sale of loans and othets (179 (247) 27.5% (259 (42¢) 40.65%
Realized gains on sale of securii 61€ 394 56.85% 64C 394 62.4%
Other noninterest income 29 14¢ (80.59)% 60 18t (67.50%
Total noninterest income $ 81C $ 731 10.81% $ 1,13C $ 994 13.68%

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

lE The Bank has seen a decrease in its service chamgdsposit accounts during 2010 due to a reduatienstomer overdraft charges.

E The Bank realized approximately $618 thousand ofisy gains during the second quarter of 2010hasBank reduced its secul
portfolio. The Bank sold fixed rate Ginnie Mae itgamges

lE The Bank continues to experience losses on itsr o estate portfolio but at a slower rate th@®due to a stabilization
commercial real estate prices in the Chattanoogandssee MS/

Noninterest Expense -ltems reported as noninterest expense includeissiland employee benefits, occupancy and equipergrense
depository insurance and other operating expense.

The following table presents the components of menest expense for the three and six months ehdwseal 30, 2010 and 2009 (dollars in
thousands ).

201(-200¢ 201(-200¢
Three months ende Percen Six months ende Percen
June 30 Increase June 30 Increase
2010 2009 (Decrease 2010 2009 (Decrease
Salaries and employee bene $ 1521 $ 1,84¢ (1769% $ 3,158 $  3,69( (14.50%
Occupancy and equipment expe 36¢ 38¢ (4.90% 723 797 (9.28%
OREO & repossessed asset expe 51t 10¢€ 376.8"% 62¢ 18¢ 243.7%
FDIC depository insurance ( 237 28C (15.3% 48t 341 42.2%
Other operating expense 961 1,14¢ (16.36)% 1,92¢ 2,05k (6.18%
Total noninterest expense $ 360 $ 3,77¢ (45)% $ 6,92 $  7,06¢ (2.07%

(a) The amounts listed for 2009 include a FDIC special assessment fee of approximately $213 thousand that was accrued during the second
quarter of 2009 and paid during the third quarter of 2009.
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Significant matters relating to the changes to ntamest expense are presented below:

E During the second quarter of 2010, the Bank pajgt@pmately $237,000 in insurance assessmentsetd-#lueral Deposit Insurar
Corporation. The Bank has seen a material incrigais® ongoing insurance assessment due to itehigésk profile. The Bank was r
required to prefund the FDIC three year assessarahis paying as incurre

E As of June 30, 2010, Cornerstone had incurred ¢tiewing expenses related to other real estatheroteal estate expense, wt
includes real estate taxes and maintenance, obxzippately $507 thousand, other real estate legpkeese of approximately $
thousand and repossessed asset expense of appeyiBES thousand. Management expects these tmstmntinue throughout 20
as property is transferred into other real estatentained by the Bank for a period of time andlfinsold.

Financial Condition

Overview- Cornerstones consolidated assets totaled $532.4 million d&8eafember 31, 2009. As of June 30, 2010, totalaalaed asse
had decreased $9.0 million or 1.69% to $523.4 anilliThe Bank’s loan portfolio totaled $318.8 roifl as of June 30, 2010.

Liabilities as of June 30, 2010 and December 30920taled approximately $494.0 million and $50¢iflion, respectively. The change
liabilities is primarily attributable to decreaseghe Bank’s certificate of deposit accounts asdluction of FHLB advances of $5 million.

Stockholders’ equity as of June 30, 2010 and Deeerdb, 2009 totaled approximately $29.4 million &2.8 million, respectively.

Securities- The Bank’s investment portfolio, primarily consigji of Ginnie Mae Agency, mortgadcked securities and munici
securities, amounted to $129.7 million as of Jube2®10 compared to $124.6 million as of Decemider2B09. The primary purpose of
Bank’s investment portfolio is to provide liquidjtgatisfy pledging requirements, collateralize Bank’s repurchase accounts and secur
Bank's FHLB borrowings.

Loans -The composition of loans at June 30, 2010 and aeéer 31, 2009 and the percentage (%) of eachifitasion to total loans a
summarized in the following table (dollars in thaods):

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

Non-residential real esta

Owner occupiet $ 73,12« 22.9% $  77,35( 23.(%

Non-owner occupiet 71,76 22.%% 75,96( 22.%

Multi-family real estat 12,957 4.1% 12,77( 3.8%

Constructior 5,671 1.8% 7,197 2.1%

Commercial land and lot development 27,60 8.7% 39,767 11.8%
Total nor-residential real esta 191,12¢ 60.(% 213,04 63.5%
Residential real esta

Owneroccupied -4 family 46,67¢ 14.€% 47,73: 14.2%

Home equity lines 11,017 3.5% 10,47: 3.1%
Total residential real esta 57,68¢ 18.1% 58,20¢ 17.2%
Total real estate loar 248,81: 78.1% 271,25( 80.t%
Commercial 57,61¢ 18.1% 58,47¢ 17.4%
Agricultural and othe 8,694 2. 1% 2,82¢ 0.8%
Consumer 3,67% 1.1% 4,13¢ 1.2%
Total loans, net of unearned fees $ 318,79¢ 100.(% $ 336,69: 100.(%
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Allowance for Loan Losses- The allowance for loan losses represents Cornerst@ssessment of the risks associated with exterdauy
and its evaluation of the quality of the loan palitf. Management analyzes the loan portfolio tedeine the adequacy of the allowance
loan losses and the appropriate provisions requoedaintain a level considered adequate to abautibipated loan losses. The Bank us
risk based approach to calculate the appropriae loss allowance in accordance with guidance &yethe Federal Financial Institutic
Examination Council. Although the Bank performsugent credit underwriting, no assurances can bengithat adverse econor
circumstances will not result in increased loseabé loan portfolio and require greater provisiforspossible loan losses in the future.

lE During the second quarter of 2010, the Bank expedd a continued decline in loan quality. Currgnthe Bank believes that it t
established an allowance for loan losses that adelyuaccounts for the Bark'identified loan impairment. However, additic
provision to the loan loss allowance may be neédégture quarters if the Ba''s loan portfolio continues to deteriore

The following is a summary of changes in the alloee for loan losses for the six months ended Jine2310 and for the year ent
December 31, 2009 and the ratio of the allowancéofin losses to total loans as of the end of gaciod (dollars in thousands):

June 30 December 3:

2010 2009

Balance, beginning of peric $ 590t $ 9,61¢

Loans charge-off (1,569 (19,096

Recoveries of loans previously char-off 14¢€ 484

Provision for loan losses 2,48( 14,89¢
Balance, end of period $ 6,967 $ 5,90¢
Total loans $ 318,79¢ $ 336,69
Ratio of allowance for loan losses to loans outlitamat the end of the peric 2.1%% 1.75%
Ratio of net charc-offs to total loans outstanding for the per 0.44% 5.5%

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

The Bank attempts to reduce these economic and cisas by adherence to a lending policy approlsgdhe Banks board of directors. T
Bank’s lending policy establishes loan to value limitgllateral perfection, credit underwriting criterend other acceptable lend
standards. The Bank classifies loans that aretyni(8)) days past due and still accruing intereshegotiated loans, naccrual loan:
foreclosures and repossessed property as non-penfpassets. The Bank’s policy is to categorizeam lon noraccrual status when paym
of principal or interest is contractually ninetyOj9or more days past due. At the time the loanaitegorized as noaecrual the intere
previously accrued but not collected may be revkesel charged against current earnings.
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The following is a summary of changes in the Barikipaired loans for the six months ended Jun@@00) and for the year ended Decen

31, 2009:

Impaired loans without a valuation allowar
Impaired loans with a valuation allowance

Total impaired loans
Valuation allowance related to impaired loans

Loans past due over 90 days still on acc
Loans on nonaccrual
Total nonperforming loans

Average investment in impaired log

Interest income recognized on impaired lo

June 30, 201 December 31, 20(

$ 11,367,05 $ 7,138,07

18,506,60. 23,956,59
$ 29,873,66 $ 31,094,67
$ 3,898,27' $ 2,145,38:
$ -$ -

13,030,02. 7,359,54.
$ 13,030,02 $ 7,359,54.
Six Months

Ended Year Endec

June 30, 201 December 31, 20(
$ 32,635,24 $ 28,555,48

$ 1,254,70. $ 2,900,65:

E The Banks loan portfolio has experienced a general deti@r in loan quality as the Chattanooga, Tennebtaeopolitan Statistici
Area endures the current economic recession. Th#ar and dollar amount of impaired loans increak&thg the second quarter
2010 as the Bank continued to systematically revitswoan portfolio to proactively identify possibimpaired loans. Managem
anticipates that its loan asset quality will nopnove until the economy recovers from the curreohemic recessiot

The following table summarizes Cornerstone’s performing assets for the six months ended Jun2@I) and for the year ended Decer

31, 2009 (amounts in thousands):

Non-accrual loan:
Repossessed ass
Foreclosed properties

Total non-performing assets

Total loans outstandir

June 30 December 3:

2010 2009
$ 13,03( $ 7,36(
35C 217
9,86: 10,32:

$ 2324: $ 17,90¢

$318,79¢ $  336,69:

Allowance for loan losse 6,967 5,90¢
Ratio of nonperforming assets to total loans ountiitey at the end of the period 7.25% 5.32%
Ratio of nonperforming assets to total allowaneddan losses at the end of the

period 333.6.% 303.2(%
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Non-accrual loans increased to approximately $13 mills of June 30, 2010 up from approximately $8I6amias of March 31, 201
and approximately $7.3 million as of December 3102 The increase is concentrated in one loanigekhip of approximately ¢
million. The relationship is in bankruptcy and theurts are presently making payments on severlepi of income produci
commercial real estate. Since the end of the seqoarter of 2010, the Bank has recovered $1.2amillvith no loss from one of |
non-accrual loans and expects to close the saenohaccrual loan in the amount of $1.5 million with less. The Bank has seer
increased interest in its OREO holdings and culydrgts $2 million under contract to close during third quarter of 201(

Deposits and Other Borrowings- The Banks deposits consist of noninterest bearing demapodgits, interest bearing demand acco!
savings and money market accounts, and time depoBite Bank has agreements with some customeslltoertain of its securities uni
agreements to repurchase the security the follogayg The Bank has also obtained advances frorRkids.

The following table presents the Bank’s deposits atiner borrowings as either core funding or wore funding. Core funding consists of
deposits except for time deposits issued in denatioins of $100,000 or greater. All other fundisgclassified as nooere (amounts

thousands).
June 30, 201 December 31, 20C
Amount Percen Amount Percen

Core funding:

Noninterest bearing demand depo $  47,66¢ 9.8% $ 41,97 8.4%

Interest bearing demand depo: 36,80: 7.€% 26,53 5.2%

Savings & money market accoul 31,89 6.5% 31,03( 6.2%

Time deposits under $100,000 175,06: 36.(% 214,14: 43.(%
Total core funding 291,42: 59.% 313,67¢ 62.5%
Non-core funding:

Brokered deposit $ - 0.C% $ 5,852 1.2%

Time deposit accounts greater than $100 109,22¢ 22.%% 85,21: 17.1%

Fed funds purchased and securities sold undermgrés to

repurchasi 24,10¢ 5.C% 26,32 5.2%

Federal Home Loan Bank advances 62,00( 12.7% 67,00( 13.5%
Total nor-core funding 195,33: 40.1% 184,38t 37.1%
Total $ 486,75! 100.C% $ 498,06« 100.(%

E

[=

Federal funds purchased are lines of credit estadydi with other financial institutions that allometBank to meet short term fund
requirements. These lines can be used as freguamttiaily with large variations in balances dejrmgpdipon the Banls immediat
funding requirements. As of June 30, 2010, thekBwad established $13 million in available fedéualds lines

FHLB borrowings are secured by certain qualifyiegidential mortgage loans and, pursuant to a btdigke all qualifying commercii
mortgage loans. The FHLB is further secured wlddged securities with a market value of approx@lya$57 million as of June &
2010. Management believes that FHLB borrowingsvipi® an additional source of funding at lower iedrrates than alternat
sources. The borrowings are structured as etdrar loans with call and put options after a statenversion date or an overni
borrowing arrangemen

Capital Resources- At June 30, 2010 and December 31, 2009, Cornerstateckholders’equity amounted to $29.4 million and $z
million, respectively.

[=

Cornerstone’s stockholdersguity increased $0.8 million during the secondrgreof 2010. The increase in equity can be attad tc
Cornerstones second quarter 2010 earnings of approximately,0§08and an unrealized gain on securities availédnesale o
approximately $805,000. Following is a summaryhaf Banl's capital ratios as of June 30, 20
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Tier 1 leverage ratio of 5.78% to average assets.
Tier 1 capital ratio of 9.21% to risk weighted dsse
Total risk based capital ratio of 10.48% to riskigited assets.

E Cornerstone had total outstanding borrowings 08 $5illion from Silverton Bridge Bank as of June 2010. Cornerstone is currer
seeking a waiver from Silverton for its covenamlaiions as of June 30, 20!

Market and Liquidity Risk Management
Interest Rate Sensitivity

The Bank’s Asset Liability Management Committee I(20") is responsible for making decisions regarding tigyiand funding solutior
based upon approved liquidity, loan, capital anagétment policies. The ALCO committee must considierest rate sensitivity and liquid
risk management when rendering a decision on fundatutions and loan pricing. The following is @b discussion of one of the prim:
tools used by the ALCO committee to perform itpmssibilities:

E Gap analysis is a technique of adstility management that can be used to assessgesttrate risk or liquidity risk. The Bank |
developed a gap analysis to assist the ALCO coreaith its decision making. The analysis provides ¢committee informatic
regarding the interest rate-sensitivity of the Bailke interest rate-sensitivity is the differefmween the interegtarning assets a
interestbearing liabilities scheduled to mature or reprdgthin a stated time period. The gap is considgresitive when the amot
of interest rate-sensitive assets exceeds the anobimterest ratesensitive liabilities. Conversely, the gap is ¢dased negative whe
the amount of interest rate-sensitive liabilitedsceeds the amount of interest radmsitive assets. The gap position coupled
interest rate movements will result in eitherirerease or decrease in net interest income depgngion the Bank' position and tt
nature of the movemer

Liquidity Risk Management

Liquidity is measured by the Bank's ability to msash at a reasonable cost or with a minimumssf. IiT hese funds are used primarily to
loans and satisfy deposit withdrawals. Severattofac must be considered by management when attegngt minimize liquidit
risk. Examples include changes in interest ratesjpetition, loan demand, and general economicitond. Minimizing liquidity risk is :
responsibility of the ALCO committee and is reviel®y the Bank’s regulatory agencies on a regulaisba

ltem 3. Quantitative and Qualitative Disclosures About Market Risk

A comprehensive qualitative and quantitative aralysgarding market risk was disclosed in Cornes® Form 10K for the year ende
December 31, 2009. No material changes in the gstsums used in preparing, or results obtained fréime, model have occurred sil
December 31, 2009.

Item 4T.Controls and Procedures

Under the supervision and with the participatiommanagement, including Cornerstosm€hief Executive Officer, Cornerstone has evall
the effectiveness of its disclosure controls anocedures (as such term is defined in Rules 13a)-Hs(@ 15d15(e) under the Securit
Exchange Act of 1934, as amended (the “Exchang®,Aag of June 30, 2010 (the “Evaluation Dat®ased on such evaluation, such offi
have concluded that, as of the Evaluation Daten€rstones disclosure controls and procedures were effedtivaderting them on a time
basis to material information relating to Cornenstgincluding its consolidated subsidiaries) reegito be included in Cornerstoegieriodit
filings under the Exchange Act.

There were no changes in Cornerstone’s internaraloover financial reporting during Cornerstosdiscal quarter ended June 30, 2010
have materially affected, or are reasonably likelynaterially affect, Cornerstone’s internal cohtreer financial reporting.
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PART Il. OTHER INFORMATION
Item 1. Legal Proceedings

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

Item 1A. Risk Factors

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

None

Item 3. Defaults Upon Senior Securities

None

Item 4. [Removed and Reserved]

Item 5. Other Information

None

Iltem 6. Exhibits

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

In accordance with the requirements of the Exchaxaethe registrant has duly caused this repobtetsigned on its behalf by the
undersigned, thereunto duly authorized.

Cornerstone Bancshares, Inc

Date: August 13, 2010 /s/ Nathaniel F. Hughe
Nathaniel F. Hughe:
President and Chief Executive Offic
(principal executive officer

Date: August 13, 2010 /s| Gary W. Petty, J
Gary W. Petty, Ji
Senior Vice President and Chief Financial Offi
(principal financial officer and accounting offige

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

I, Nathaniel F. Hughes, certify that:

1.

2.

(@)

(b)

(©

(d)

(@)

(b)

Date:

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

Based on my knowledge, this quarterly report dagscontain any untrue statement of a material é@admit to state a material fi
necessary to make the statements made, in ligthieotircumstances under which such statements meade, not misleading wi
respect to the period covered by this quarterlpre

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

The Registrans other certifying officers and | are responsilile déstablishing and maintaining disclosure contemid procedures (
defined in Exchange Act Rules 13a-15(e) and 15@)) and internal control over financial repagtifas defined in Exchange Act Rt
13e-15(f) and 15-15(f)) for the Registrant and hax

Designed such disclosure controls and procedunesiansed such disclosure controls and procedurdsetaesigned under ¢
supervisions, to ensure that material informatielatmg to the Registrant, including its consolethsubsidiaries, is made known tc
by others within those entities, particularly dgrithhe period in which this quarterly report is ligprepared

Designed such internal control over financial réjpgr, or caused such internal control over finahagorting to be designed under
supervision to provide reasonable assurance ragatde reliability of financial reporting and theeparation of financial statements
external purposes in accordance with generallygiedeaccounting principle

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

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

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

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

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

August 13, 2010 /s/ Nathaniel F. Hughe

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




EXHIBIT 31

CERTIFICATION

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

1.

2.

(@)

(b)

(©

(d)

(@)

(b)

Date:

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

Based on my knowledge, this quarterly report dagscontain any untrue statement of a material émadmit to state a material fi
necessary to make the statements made, in ligthieotircumstances under which such statements meade, not misleading wi
respect to the period covered by this quarterlpre

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

The Registrans other certifying officers and | are responsilile déstablishing and maintaining disclosure contemid procedures (
defined in Exchange Act Rules 13a-15(e) and 15@)) and internal control over financial repagtifas defined in Exchange Act Rt
13e-15(f) and 15-15(f)) for the Registrant and hax

Designed such disclosure controls and procedunegansed such disclosure controls and procedurdsetaesigned under ¢
supervisions, to ensure that material informatielatng to the Registrant, including its consolehsubsidiaries, is made known tc
by others within those entities, particularly dgrithhe period in which this quarterly report is lipprepared

Designed such internal control over financial réjpgr, or caused such internal control over finah@gaorting to be designed under
supervision to provide reasonable assurance ragatde reliability of financial reporting and theeparation of financial statements
external purposes in accordance with generallygiedeaccounting principle

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

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

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

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

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

August 13, 2010 /s| Gary W. Petty, J
Gary W. Petty, Ji
Senior Vice President and Chief Financial Offi
(principal financial and accounting office




Exhibit 32

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

In connection with the Quarterly Report of Cornengt Bancshares, Inc., a Tennessee corporationrr{&@sione”), on Form 1Q for the
quarter ended June 30, 2010, as filed with the iB&uand Exchange Commission (the “Reporifgthaniel F. Hughes, President and C
Executive Officer of Cornerstone, and Gary W. Peity, Senior Vice President and Chief Financidid®f of Cornerstone, respectively,
each hereby certify, pursuant to § 906 of the Sabaxley Act of 2002 (18 U.S.C. § 1350), thativkmowledge:

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

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

/s/ Nathaniel F. Hughe

Nathaniel F. Hughe

President and Chief Executive Officer
(principal executive officer

August 13, 201(

/s| Gary W. Petty, J

Gary W. Petty, Ji

Senior Vice President and Chief Financial Officer
(principal financial officer and accounting offige
August 13, 201(

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




