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FORWARD-LOOKING STATEMENTS

Cornerstone Bancshares, Inc. (“Cornerstomady from time to time make written or oral statetseincluding statements contained in
report (including, without limitation, certain statents in “Managemerst' Discussion and Analysis of Financial Conditiord dResults ¢
Operations” in Item 2), that constitute forwdabking statements within the meaning of Sectiok 2f the Securities Exchange Act of 1'
(the “Exchange Act”). The words “expect,” “antictpd “intend,” “consider,” “plan,” “believe,” “seek “should,” “estimate,”and simila
expressions are intended to identify such forwanking statements, but other statements may cuotestibrwardlooking statements. The
statements should be considered subject to varisks and uncertainties. Such forward-looking stegets are made based upon managemer
belief as well as assumptions made by, and infaomaturrently available to, management pursuarisabe harbor’provisions of the Priva
Securities Litigation Reform Act of 1995. Cornerstts actual results may differ materially from thesults anticipated in forwarldoking
statements due to a variety of factors. Such fadtwlude, without limitation, those specificallgstribed in Item 1A of Part | of the Ann
Report on Form 16 for the fiscal year ended December 31, 2011, el as the following: (i) our ability to continues a going concern, (
the effect of enforcement actions to which the Baslsubject, (iii) the relatively greater crediskiof residential construction and I
development loans in our loan portfolio, (iv) thespibility that our asset quality will continuedecline or that we will continue to experie
greater loan losses than anticipated, (v) increésezls of other real estate, primarily as a restiforeclosures, (vi) the impact of our Serie
Preferred Stock on net income available to holdérsur Common Stock and earnings per common sl pur ability to obtain addition
capital and, if obtained, the possibly significdiitition to current shareholders, (viii) the impa€tliquidity needs on our results of operati
and financial condition, (ix) economic conditiomsthe local markets where we operate, (x) the imphcontinuing negative development:
the financial industry and U.S. and global capéad credit markets, (xi) uncertainty that recemthacted legislation will stabilize the U
financial system, (xii) the unpredictable impactre€ently enacted legislation on our businessi) (tkie impact of federal and state regulat
on our operations and financial performance, (wiaether a significant deferred tax asset we hawebesfully realized, (xv) competition frc
financial institutions and other financial servim®viders, (xvi) changes in interest rates, (xwily ability to retain the services of key persor
(xviii) the impact of Tennessee’s amtikeover statutes and certain charter provisiongad@ntial acquisitions of the holding company, éxi)
our ability to adapt to technological changes. Marfiysuch factors are beyond Cornerstgnability to control or predict, and readers
cautioned not to put undue reliance on such ford@oling statements. Cornerstone does not intengpttate or reissue any forwalabking
statements contained in this report as a resulewf information or other circumstances that mayhbezknown to Cornerstone.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Balance Sheets

Unauditec
September 3(  December 31
2012 2011
ASSETS
Cash and due from ban $ 153262 $ 1,660,20
Interest-bearing deposits at other financial in§tins 33,298,91 37,222,48

Total cash and cash equivale 34,831,53 38,882,69
Securities available for sa 82,191,30 86,057,43
Securities held to maturity (fair value approxinsa$s2,820 and $70,484 at September 30, 2012 and

December 31, 2011, respective 51,38t 68,64
Federal Home Loan Bank stock, at ¢ 2,322,901 2,322,901
Loans, net of allowance for loan losses of $5,276 & September 30, 2012 and $7,400,049 at Decel

31, 2011 268,540,55 260,364,56
Bank premises and equipment, 5,465,00. 5,712,00:
Accrued interest receivab 1,351,47 1,327,45
Foreclosed asse 22,376,13 18,523,96
Other assets 8,049,18: 9,395,72.

Total Assets $ 42517948 $ 422,655,38
LIABILITIES AND STOCKHOLDERS' EQUITY
Deposits:
Noninteres-bearing demand depos $ 43,212,79 $ 43,989,914
Interes-bearing demand depos 24,596,32 22,353,38
Savings deposits and money market acca 72,958,52 46,857,11
Time deposits 188,195,35 200,841,49
Total deposit: 328,962,99 314,041,94
Federal funds purchased and securities sold umpieements to repurcha 19,380,03 29,390,81
Federal Home Loan Bank advances and other borre 37,175,00 43,045,00
Accrued interest payab 136,08: 110,70:
Other liabilities 1,397,58. 858,62(
Total Liabilities 387,051,69 387,447,07
Stockholders' Equity
Preferred stock - no par value; 2,000,000 shard®daned; 494,229 shares issued and outstandiggi

and 403,989 shares issued and outstanding in 12,175,65 9,899,54.
Common stock - $1.00 par value; 20,000,000 shant®azed; 6,709,199 issued in 2012 and 2011;

6,500,396 outstanding in 2012 and 2( 6,500,39! 6,500,39!
Additional paic-in capital 21,371,97 21,316,43
Retained defici (3,347,82) (3,627,20)
Accumulated other comprehensive income 1,427,58 1,119,13

Total Stockholders' Equity 38,127,78 35,208,30
Total Liabilities and Stockholders' Equity $ 42517948 $ 422,655,38

The Notes to Consolidated Financial Statementamiategral part of these statements.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statements of Income

Unauditec Unauditec
Three months ende Nine months ende
September 3( September 3(
2012 2011 2012 2011

INTEREST INCOME
Loans, including fee $ 424149 $ 4531390 $ 12571,19 $ 13,691,56
Investment securitie 478,17 573,69¢ 1,563,43 1,763,47
Federal funds sold & other earning assets 15,641 9,26¢ 44,07¢ 37,59"
Total interest income 4,735,31 5,114,35i 14,178,70 15,492,64
INTEREST EXPENSE
Time deposit: 612,28t 899,55: 1,946,34 2,963,77'
Other deposit 144,15 111,98! 398,85¢ 304,53:
Federal funds purchased and securities sold umgleements to

repurchass 21,88¢ 33,13¢ 77,19: 97,85(
Federal Home Loan Bank advances and other borr@ewing 394,06t 465,53 1,281,01 1,590,60!
Total interest expense 1,172,39 1,510,20: 3,703,40: 4,956,76
Net interest income before provision for loan lax 3,562,91. 3,604,15! 10,475,29 10,535,87.
Provision for loan losses 100,00( 115,00( 100,00( 145,00(
Net interest income after provision for loan los 3,462,91. 3,489,15! 10,375,29 10,390,87.
NONINTEREST INCOME
Customer service fet 197,50¢ 216,16: 602,10° 656,87
Net gains from sale of securiti - 59,67 - 107,41:
Net gains from sale of loans and other as 48,19¢ 32,32: 124,10¢ 87,86¢
Other noninterest income 12,94 15,25¢ 51,84 57,06¢
Total noninterest income 258,65 323,41. 778,06( 909,22.
NONINTEREST EXPENSE
Salaries and employee bene 1,566,35! 1,458,95 4,727,04 4,503,48
Net occupancy and equipment expe 354,55! 361,51: 1,038,29 1,118,12
Depository insuranc 236,92° 233,58 682,83( 797,74
Foreclosed assets, r 314,08t 306,86( 945,16: 1,384,93
Other operating expenses 731,09( 715,85¢ 2,307,17. 2,346,49.
Total noninterest expenses 3,203,01! 3,076,76! 9,700,51i 10,150,79
Income before provision for income tay 518,54¢ 735,79: 1,452,84 1,149,30!
Provision for income taxes 154,30( 212,12! 421,50( 232,07!
Net income 364,24¢ 523,66¢ 1,031,34 917,23(
Preferred stock dividend requireme 308,89: 187,53¢ 854,78 398,62t
Accretion on preferred stock discount 16,37( 13,41¢ 46,07¢ 22,41¢
Net income available to common shareholc $ 38,98: $ 322,71 $ 130,48¢ $ 496,18!
EARNINGS PER COMMON SHARI
Basic $ 0.01 $ 0.0t $ 0.0z $ 0.07
Diluted $ 0.01 $ 0.0t $ 0.0z $ 0.07
DIVIDENDS DECLARED PER COMMON SHARL $ - % - % - 8 >

The Notes to Consolidated Financial Statementsiaiategral part of these statements.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statements of Comprehensive Income

Net income

Other comprehensive income, net of t
Net unrealized gains on securities available ftg,g#t of reclassification adjustment

Comprehensive income

Net income

Other comprehensive income, net of t
Net unrealized gains on securities available ftg,g#et of reclassification adjustment

Comprehensive income

The Notes to Consolidated Financial Statementsiaiategral part of these statements.

(Unaudited)
Three Months Ende

September 3(

2012 2011

364,24t $ 523,66

110,78: 509,15¢

475,02° $ 1,032,82.

(Unaudited)
Nine Months Ende:

September 3(

2012 2011

1,031,34 $ 917,23(

308,45: 1,404,72.

1,339,800 $  2,321,95




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statement of Changes in Stockhol&epsty - Unaudited
For the nine months ended September 30, 2012

Accumulatec

Additional Other Total
Preferrec Common Paic-in Retainec Comprehensiv  Stockholders
Stock Stock Capital Deficit Income Equity
BALANCE, December 31, 201 $ 9,89954 $ 650039 $ 2131643 $ (3,627,20) $ 1,119,13! $ 35,208,30
Employee compensation stock
option expens - - 55,53¢ - - 55,53¢
Issuance of Series A Convertible
Preferred Stoc 2,230,02! - - - - 2,230,02!
Preferred stock dividends pe - - - (705,88¢) - (705,88¢)
Accretion on preferred stoc 46,07¢ - - (46,079 - -
Net income - - - 1,031,34 - 1,031,34
Other comprehensive income, ne!
tax - - - - 308,45 308,45:

BALANCE, September 30, 2012 $ 12,17565 $ 6,500,391 $ 2137197 $ (3,347,82) $ 142758 $ 38,127,78

The Notes to Consolidated Financial Statementsiaiategral part of these statements.




Cornerstone Bancshares, Inc. and Subsidiary
Consolidated Statements of Cash Flows

CASH FLOWS FROM OPERATING ACTIVITIE:
Net income
Adjustments to reconcile net income to net caskigen by operating activitie:
Depreciation and amortizatic
Provision for loan losse
Stock compensation exper
Net losses on sales of loans and other a
Changes in other operating assets and liabili

Net change in loans held for si

Accrued interest receivab

Accrued interest payab

Other assets and liabilities

Net cash provided by operating activities

CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from security transactio
Securities available for sa
Securities held to maturil
Purchase of securities available for ¢
Loan originations and principal collections,
Purchase of bank premises and equipr
Proceeds from sale of bank premises and equip
Proceeds from sale of other real estate and ofisets
Net cash (used in) provided by investing activities

CASH FLOWS FROM FINANCING ACTIVITIES
Net increase / (decrease) in depa

Net (decrease) / increase in federal funds purchasé securities sold under agreements to repu

Net payments on Federal Home Loan Bank advancestard borrowing:
Payment of dividends on preferred st
Issuance of preferred stock

Net cash provided by (used in) financing activities

NET (DECREASE) / INCREASE IN CASH AND CASH EQUIVALYTS
CASH AND CASH EQUIVALENTS, beginning of period

CASH AND CASH EQUIVALENTS, end of period

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

NONCASH INVESTING AND FINANCING ACTIVITIES
Acquisition of real estate through foreclosure

The Notes to Consolidated Financial Statementamiategral part of these statements.

Unauditec
Nine months ended September
2012 2011

$ 1,031,34 $ 917,23l
231,38 269,50:
100,00( 145,00

55,53¢ 59,35¢

652,77 870,97!
(185,35() (501,301
(24,02) (10,92°)
25,37¢ (86,059
1,693,08! 1,440,03
3,580,13. 3,103,81i
30,392,10 34,307,14
16,90« 19,48:
(26,098,79) (17,325,38)
(15,361,93) 3,205,69!
86,29¢ -

- 88,34«

2,769,71 5,143,61i
(8,195,71) 25,438,88
14,921,05 (12,895,47)
(10,010,77) 1,728,20!
(5,870,00i) (11,670,00)
(705,88f) (303,41)
2,230,02! 4,550,37:
564,42. (18,590,30)
(4,051,15) 9,952,40!
38,882,69 22,981,95

$ 3483153 $ 32,934,35
$ 3,678,02 $ 5,042,82
943,32 -

$ 7,399,290 $  9,808,94




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

Note 1. Presentation of Financial Information

Nature of BusinessCornerstone is a bank holding company whose psintarsiness is performed by its wholyvned subsidiar
Cornerstone Community Bank (the “BankThe Bank provides a full range of banking servitteshe Chattanooga, Tennessee market
Bank has also established a loan production officeQ”) in Dalton, Georgia to further enhance tharR’s lending markets.

Interim Financial Information (Unaudited)Fhe financial information in this report for Septeen 30, 2012 and September 30, 2011 ha
been audited. The information included herein sthdad read in conjunction with the annual consodiddinancial statements and footne
thereto included in the 2011 Annual Report to Shalders which was furnished to each shareholdeCaherstone in April of 2012. T
consolidated financial statements presented hemiform to U.S. generally accepted accounting fplas and to general industry practices
the opinion of Cornerstong@’'management, the accompanying interim financé&ksients contain all material adjustments, comgjstnly o
normal recurring adjustments, necessary to prda@ght the financial condition, the results of opgons, and cash flows for the interim per
Results for interim periods are not necessarilyciative of the results to be expected for a fuliiye

Use of EstimatesThe preparation of financial statements in conftynwith U.S. generally accepted accounting priresplrequire
management to make estimates and assumptionsfibettthe reported amounts of assets and liakslitied disclosures of contingent assets
liabilities as of the balance sheet date and therted amounts of revenues and expenses duringpleeting period. Actual results could di
from those estimates. Material estimates that artcplarly susceptible to significant change il tiear term include the determination of
allowance for loan losses.

Consolidation-The accompanying consolidated financial statemarntiside the accounts of Cornerstone and the Banokst&ntially al
intercompany transactions, profits and balances bhaen eliminated.

Reclassification-Certain amounts in the prior consolidated finansi@tements have been reclassified to conform éocthrrent peric
presentation. The reclassifications had no effaat&t income or stockholders’ equity as previous|yorted.

Accounting PoliciesDuring interim periods, Cornerstone follows the@nting policies set forth in its Annual Reportfeorm 10K for the
year ended December 31, 2011 as filed with the i8e=uand Exchange Commission. Since Decembe2@11, there have been no signific
changes in any accounting principles or practioe# the method of applying any such principle@actices.

Earnings per Common ShareBasic earnings per share (“EPS¥) computed by dividing income available to comnsrareholdel
(numerator) by the weighted average number of comsi@res outstanding during the period (denomihaRifuted EPS is computed
dividing income available to common shareholdersr(erator) by the adjusted weighted average numibehares outstanding (denominat
The adjusted weighted average number of sharesandisg reflects the potential dilution occurririgsecurities or other contracts to is
common stock were exercised or converted into comstack resulting in the issuance of common stbek $hare in the earnings of the en




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

The following is a summary of the basic and dilueadnings per share for the three and nine montlegseended September 30, 2012
September 30, 2011.

Three Months Ended September

Basic earnings per common share calculation: 2012 2011

Numerator: Net income available to common sharedrs $ 38,98: $ 322,71:
Denominator: Weighted avg. common shares outstar 6,500,391 6,500,39
Effect of dilutive stock option 3,75¢ -
Diluted share! 6,504,15. 6,500,39
Basic earnings per common share $ 0.01 $ 0.0t
Diluted earnings per common share $ 0.01 $ 0.0t

Nine Months Ended September

30,

Basic earnings per common share calculation: 2012 2011

Numerator: Net income available to common sharedrs $ 130,48¢ $ 496,18!
Denominator: Weighted avg. common shares outstar 6,500,391 6,500,391
Effect of dilutive stock option 59,09( -
Diluted share! 6,559,48 6,500,391
Basic earnings per common share $ 0.0z $ 0.07
Diluted earnings per common share $ 0.0z $ 0.07

Note 2. Stock Based Compensation

Accounting PoliciesCornerstone, as required by FASB, applies thevalue recognition provisions of ASC 718pmpensation Stocl
Compensation As a result, for the nine month period ended &aper 30, 2012, the compensation cost chargedrtonga related to tt
vested incentive stock options was approximately, &30, which had no material impact on earningsspere.

Officer and Employee Plan€ornerstone has two stock option plans under wbfficers and employees can be granted incentivek
options or non-qualified stock options to purchasttal of up to 1,420,000 shares of Cornersmm®mmon stock. The exercise price
incentive stock options must be not less than H0gnt of the fair market value of the common stookthe date of the grant. The exer
price of the norgualified stock options may be equal to or moréees than the fair market value of the common stotkhe date of the gra
The incentive stock options vest 30 percent orsde®nd anniversary of the grant date, 60 percethiethird anniversary of the grant date
100 percent on the fourth anniversary of the gdate, and the nogualified stock options vest 50 percent on the firmiversary of the gre
date and 100 percent on the second anniversahedgjrant date. The options expire ten years frargtiant date. At September 30, 2012
total remaining compensation cost to be recogn@edonvested options is approximately $357,000. A sumnudirthe status of these st
option plans is presented in the following table:

Weightec-
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
Outstanding at December 31, 2( 572,60( $ 4.6: 5.7 Years $ =
Granted 202,00( 1.65 9.4 Years
Exercisec - -
Forfeited 104,30( 3.8¢
Outstanding at September 30, 2012 670,30( $ 3.8¢ 6.4 Years $ 81,91(
Options exercisable at September 30, 2012 274,68( $ 6.82




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

Board of Directors PlarCornerstone has a stock option plan under which lmeesnof the Board of Directors, at the formatiorttaf Bank
were granted options to purchase a total of u®@O0 shares of the Bank's common stock. On Octtdhel 997, the Bank stock options w
converted to Cornerstone stock options. Only quoalified stock options may be granted under tta.plThe exercise price of each op
equals the market price of Cornerstanstock on the date of grant and the maximum terrten years. Vesting is 50 percent on the
anniversary of the grant date and 100 percent ensdtond anniversary of the grant date. At SepterBBe 2012, the total remaini
compensation cost to be recognized on wested options is approximately $70,000. A sumn@ryhe status of this stock option plal
presented in the following table:

Weightec-
Average
Weighted Contractua
Average Remaining Aggregate
Exercisable Term Intrinsic
Number Price (in years) Value
Outstanding at December 31, 2( 5525( $ 5.9¢ 49 Years $ =
Grantec 90,00( 1.6F 9.4 Years
Exercisec - -
Forfeited - -
Outstanding at September 30, 2012 14525( $ 3.3C 7.4 Years $ 20,70(
Options exercisable at September 30, 2012 55,25( $ 5.9¢

The weighted average grant date fair value oftaltlsoptions granted during the nine months endsate®nber 30, 2012 was $0.78. This
determined using the Black-Scholes option-pricirgget with the following weighted-average assumpgion

Dividend yield 0.C%
Expected life 7.0 Year

Expected volatility 44.6%
Risk-free interest rat 1.4/%




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

Note 3. Securities

The amortized cost and fair value of securitiesilalbke-for-sale and held-toyaturity at September 30, 2012 and December 311 2(¢
summarized as follows:

September 30, 201

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Debt securities availat-for-sale:
U.S. Government agenci $ 4,011,58 $ 56,90¢ $ - $ 4,068,49
State and municipal securiti 22,001,75 2,023,43 (20,690 24,004,50.
Mortgage-backed securitie:
Residential mortgage guaranteed by GN 9,894,08 167,08:. - 10,061,16
Collateralized mortgage obligations issued or guted by
U.S. Government agencies or sponsored agencies 43,963,07 97,54¢ (3,48¢) 44,057,13

$ 7987050 $ 234497 $ (24,179 $ 82,191,30

Debt securities held to maturit
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA $ 51,38¢ $ 1,43 $ - $ 52,82(

10




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

December 31, 201

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Debt securities availat-for-sale:
U.S. Government agenci $ 4,176,30. $ 13,97¢ $ - $  4,190,27
State and municipal securiti 22,902,89 1,584,28. (50,919 24,436,25
Mortgage-backed securitie:
Residential mortgage guaranteed by GN 11,723,49 150,76 (3,096 11,871,17
Collateralized mortgage obligations issued or guted by
U.S. Government agencies or sponsored agencies 45,431,45 131,21! (2,940 45,559,73

$ 8423414 $ 188024 $ (56,959 $ 86,057,43

Debt securities held to maturit
Mortgage-backed securitie:
Residential mortgage guaranteed by GNMA $ 68,64: $ 1,841 $ - $ 70,48/

At September 30, 2012, securities with a fair vabtaling approximately $72 milliowere pledged to secure public funds, securitied sntle
agreements to repurchase, the Federal Home Loak Bametimes referred to herein as “FHLB”) as dellal for the Banls borrowings, &
collateral for federal funds purchased from othiearicial institutions and serve as collateral forrbwings at the Federal Reserve Disc
Window.

The amortized cost and estimated market value ofirgges at September 30, 2012, by contractual ritgtuare shown below. Expect
maturities will differ from contractual maturitidgsecause borrowers may have the right to call opgyebligations with or without call
prepayment penalties.

Securities Availabl-for-Sale Securities Held to Maturit
Amortized Fair Amortized Fair
Cost Value Cost Value
Due in one year or le: $ - % - $ - $ -
Due from one year to five yes 873,01 959,36 - -
Due from five years to ten yee 5,724,92. 6,324,32! - -
Due after ten years 19,415,40 20,789,30 - -
$ 26,01334 $ 28,072,99 $ - $ 3
Mortgage-backed securities 53,857,16 54,118,30 51,38¢ 52,82(
$ 7987050 $ 8219130 $ 51,38 $ 52,82(

11




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

The following tables present the gross unrealiz=$ds and fair value, aggregated by investmenga@ateand length of time that individt
securities available for sale have been in a contis unrealized loss position, as of Septembe2@? and as of December 31, 2011:

As of September 30, 20!

Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
Debt securities available for sa
State and municipal securiti $ 557,390 $ (20,690 $ - $ - $ 557,39 $ (20,690
Mortgage-backed Securitie:
Collateralized mortgage obligations issue
or guaranteed by U.S. Government
agencies or sponsored agencies 13,528,69 (2,969 1,688,001 (51¢) 15,216,69 (3,48¢)
$14,086,08 $ (23,659 $ 1,688,000 $ (51¢) $15,774,08 $ (24,179
As of December 31, 201
Less than 12 Montt 12 Months or Greate Total
Gross Gross Gross
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
Debt securities available for sa
State and municipal securiti $ 1,73577 $ (50,919 $ - $ - $ 173577 $ (50,919
Mortgage-backed securitie:
Residential mortgage guaranteed by GN - - 3,133,82 (3,09¢) 3,133,82 (3,09¢)
Collateralized mortgage obligations issue
or guaranteed by U.S. Government
agencies or sponsored agencies - 6,954,99 (2,940 6,954,99' (2,940)

$ 173577 $ (50,910 $10,088,82 $ (6,03 $11,82459 $ (56,959
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Upon acquisition of a security, the Bank determithesappropriate impairment model that is applieabif the security is a beneficial interes
securitized financial assets, the Bank uses theflmal interests in securitized financial assetgpairment model. If the security is nc
beneficial interest in securitized financial asséte Bank uses the debt and equity securitiesinmeat model. The Bank conducts peric
reviews to evaluate each security to determine mdren other-thatemporary impairment has occurred. The Bank damshave an
securities that have been classified as other-thaporarily-impaired at September 30, 2012 or Ddis31, 2011.

At September 30, 2012 and December 31, 2011, thefisant categories of temporarily impaired seties, and managemestevaluation ¢
those securities are as follows:

State and municipal securitiet September 30, 2012, one investment in obligatiohstate and municipal securities had unrealinedes
The Bank believes the unrealized losses on thissimvent was caused by the interest rate environarehdoes not relate to the underl
credit quality of the issuer. Because the Bankthadntent and ability to hold the investment fdirae necessary to recover its amortized
basis, which may be maturity, the Bank does nosiclem the investment to be other-than-temporanmigaired at September 30, 2012.

Mortgage-backed securitiesAt September 30, 2012, seven investments in regadanortgagebacked securities had unrealized losses.
impairment is believed to be caused by the cuirgatest rate environment. The contractual cashdlof those investments are guarante:
issued by an agency of the U.S. Government. Becthgsdecline in market value is attributable ® ¢hrrent interest rate environment anc
credit quality, and because the Bank does not ihtersell the investments and it is not more likiélgn not that the Bank will be required to
the investments before recovery of their amortizest bases, which may be maturity, the Bank doésieem those investments to be othe
than-temporarily impaired at September 30, 2012.

Note 4. Loans and Allowance for Loan Losses
At September 30, 2012 and December 31, 2011, lm@nsummarized as follows (in thousands):

September 3 December 3:

2012 2011

Commercial real este-mortgage

Owner-occupiec $ 61,22¢ $ 62,99¢

All other 65,50: 63,05¢
Consumer real est-mortgage 71,05( 70,54:
Construction and land developm: 33,61: 31,03
Commercial and industri 40,01: 37,45¢
Consumer and other 2,41¢€ 2,67¢
Total loans 273,82( 267,76"
Less: Allowance for loan losses (5,280 (7,400
Loans, net $ 268,54( $  260,36!

Cornerstone follows the loan impairment accountijugdance in ASC Topic 310. A loan is considered aimgrd when, based on curr
information and events, it is probable that Cortwers will be unable to collect all amounts due frtme borrower in accordance with
contractual terms of the loan. Impaired loans idelnonperforming loans and loans modified in tredbdebt restructurings where concess
have been granted to borrowers experiencing fihrdifficulties. These concessions could includeeduction in interest rates, paym
extensions, forgiveness of principal, forbeararncetber actions intended to maximize collections.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

The composition of loans by loan classification fimpaired and performing loan status at SeptemBer2812 and December 31, 2011
summarized in the tables below (amounts in thousand

September 30, 201 Commercial Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 114,96¢ $ 68,53! $ 32,66( $ 37,027 $ 241¢ $ 255,60!
Impaired loans 11,76: 2,517 952 2,98t - 18,21°¢
Total $ 126,73( $ 71,05( $ 33,61: $ 40,01: $ 2,41¢ $ 273,82(
December 31, 201 Commercial Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Performing loan: $ 112,06: $ 64,02t $ 29,32: $ 34,25¢ $ 2,67¢ $ 242,34
Impaired loans 13,99: 6,517 1,70¢ 3,19¢ - 25,41
Total $ 126,05 $ 70,54! $ 31,03. $ 37,45¢ $ 2,67¢ $ 267,76!

The following tables show the allowance for loasskes allocation by loan classification for impaiegdi performing loans as of Septembe
2012 and December 31, 2011 (amounts in thousands):

September 30, 201 Commercia Consume Constructior Commercial

Real Estat- Real Estat- and Lanc and Consume
Allowance related to: Mortgage Mortgage Developmen Industrial and Othe Total
Performing loan: $ 91¢ $ 86z $ 31¢ $ - $ 9 ¢ 2,11C
Impaired loans 2,19: 324 44¢ 207 - 3,17(
Total $ 3,112 $ 1,187 $ 765 $ 207 $ 9 % 5,28(
December 31, 201 Commercia Consume Constructior Commercial

Real Estat- Real Estat- and Lanc and Consume
Allowance related to: Mortgage Mortgage Developmen Industrial and Othe Total
Performing loan: $ 95z $ 1,26¢ $ 174 % 18 $ 16 $ 2,42¢
Impaired loans 2,60t 1,25¢ 653 464 - 4,97¢
Total $ 3551 $ 251t $ 827 $ 482 $ 16 $ 7,40C

The following tables detail the changes in thewadloce for loan losses for the nine month periodrep8eptembere 30, 2012 and year en
December 31, 2011, by loan classification (amoimteousands):

September 30, 201 Commercial Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Beginning balanc $ 3551 $ 2,51t % 827 $ 482 $ 1€ $ 7,40(
Chargeroff loans (9517) (817) (732) (72) (18) (2,589
Recovery of char¢-offs 66 26 14C 121 11 364
Provision for loan losses 44C (54¢€) 53C (324 - 10C
Ending balance $ 3,112 3 1,187 $ 765 $ 207 $ 9 % 5,28(
December 31, 201 Commercial Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Beginning balanc $ 1,79: $ 3,111 % 3,23t $ 92t % 6 $ 9,13:
Chargeroff loans (1,239 (1,619 (232) (56) (29) (3,14%)
Recovery of char¢-offs 25¢ 65 532 94 21 971
Provision for loan losses 2,74° 95k (2,710 (501) (41) 44F
Ending balance $ 3651 $ 2,61¢ $ 827 $ 482 $ 1€ $ 7,40(
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Credit quality indicators:

Federal regulations require the Bank to review eladsify its assets on a regular basis. To fullfils requirement, the Bank systematic
reviews its loan portfolio to ensure the Bankdrge loan relationships are being maintainedliwits loan policy guidelines, remains prop
underwritten and is properly classified by loandgraThis review process is performed by the Bamigeagement, loan review, internal audi
and state and federal regulators.

The Bank’s loan grading process is as follows:

= All loans are assigned a loan grade at the tingrigfnation by the relationship manager. Typica#lyjpan is assigned a loan gr
of “pas” at origination.

= Loans greater than or equal to $500 thousand aiewed by the Banls internal loan review department within 90 day
origination.

= Loan relationships greater than or equal to $lionilare reviewed annually by the internal loan eawvdepartmen

= The Banks internal loan review department samples appraeiyn@5 percent of all other loans less than $lionilon an annu.
basis for review

= Ifaloan is delinquent 60 days or more or a pattdrdelinquency exists the loan will be selectadréview.
= Generally, all loans on the Bé's internal watchlist are reviewed annually by ineddoan review

= The Bank also contracts with an independent thadypto perform loan reviews. This external paryiews approximately ¢
percent of the Bar's loan portfolio annually

If a loan is classified as a problem asset, it bllassigned one of the following loan grades: tamolard, substandardpaired, doubtful, ar
loss. “Substandard assetsust have one or more defined weaknesses and aractérized by the distinct possibility that welwilstain sonr
loss if the deficiencies are not corrected. “Doub#ssets’have the weaknesses of substandard assets wiglddlit@onal characteristic that 1
weaknesses make collection or liquidation in fulltbe basis of currently existing facts, conditiams! values questionable, and there is a
possibility of loss. An asset classified “logs”"considered uncollectible and of such little eathat continuance as an asset of the institug
not warranted. The regulations also provide fosgetial mentiontategory, described as assets which do not cuyrerose an institution
a sufficient degree of risk to warrant classifioatbut do possess credit deficiencies or poteméalknesses deserving close attention. Whe
Bank classifies an asset as substandard or dowabsfoécific allowance for loan losses may be eistadd.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

The following tables outline the amount of eachnl@tassification and the amount categorized intthe#sk rating as of September 30, 2
and December 31, 2011 (amounts in thousands):

September 30, 201 Commercial Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Pass $ 108,43. $ 57,65¢ $ 29,14 $ 36,13 $ 2,261 $ 233,63:
Special mentiol 5,961 7,00z 2,82( 71C 14¢ 16,64
Substandar 57t 3,871 692 18: 6 5,32¢
Substandard-impaired 11,76 2,517 952 2,98¢ - 18,21t
$ 126,73( $ 71,05( $ 33,61: $ 40,01: $ 2,41¢ $ 273,82(
December 31, 201 Commercia Consume Constructior Commercial
Real Estat- Real Estat- and Lanc and Consume
Mortgage Mortgage Developmen Industrial and Othel Total
Pass $ 101,16: $ 55,16( $ 27,200 $ 31,42¢ $ 2,64t $ 217,60:
Special mentiol 9,80¢ 5,122 804 2,62( 7 18,35¢
Substandar 1,09¢ 3,744 1,312 218 21 6,38¢
Substandarimpaired 11,49: 6,517 1,70¢ 3,19¢ - 22,915
Doubtful 2,50( - - - - 2,50(
$ 126,05 $ 70,54: $ 31,03 $ 37,45¢ $ 2,67¢ $ 267,76!

After the Banks independent loan review department complete$otire grade assignment, a loan impairment analgsgeiformed on loa
graded substandard or worse. The following tablesegmt summary information pertaining to impairednls by loan classification as
September 30, 2012 and December 31, 2011 (in thdska

For the quarter ende

At September 30, 201 September 30, 201
Unpaid Average Interest

Recordec Principal Related Recordec Income

Investmen Balance Allowance Investmen Recognizet
Impaired loans without a valuation allowan
Commercial real esta— mortgage $ 556 $ 559 $ - $ 4,627 $ 102
Consumer real esta— mortgage 1,764 3,59¢ - 1,49( 66
Construction and land developm: 24¢€ 258 - 50¢& 4
Commercial and industrial 2,22¢ 2,251 - 2,422 19
Total $ 9,79¢ $ 11,698 $ - $ 9,04 % 192
Impaired loans with a valuation allowan:
Commercial real esta— mortgage $ 6,19¢ $ 7,648 $ 2,19: % 757¢ $ 75
Consumer real esta— mortgage 758 758 324 3,81 8
Construction and land developm: 70€ 70€ 44¢ 68€ 13
Commercial and industrial 761 761 207 56& 27
Total $ 8,41¢ $ 9,868 $ 3,17C $ 12,64: $ 123
Total impaired loans $ 18,21t $ 21,56( $ 3,17C $ 21,68t $ 31¢
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Impaired loans without a valuation allowan

Commercial real esta— mortgage
Consumer real esta— mortgage
Construction and land developm:
Commercial and industrial

Total

Impaired loans with a valuation allowan:

Commercial real esta— mortgage
Consumer real esta- mortgage
Construction and land developm:e
Commercial and industrial

Total

Total impaired loans

CORNERSTONE BANCSHARES, INC.

At December 31, 201

For the year ende
December 31, 201

Unpaid Average Interest
Recordec Principal Related Recordec Income
Investmen Balance Allowance Investmen Recognizet

$ 4,35 $ 4,35 $ - $ 537¢ $ 33C
322 322 - 3,58¢ 21
82¢ 1,02: - 1,09¢ 5¢
2,691 2,691 - 1,20 16E
$ 8,19¢ $ 8,39 $ - $ 11,270 $ 57t
$ 9,63¢ $ 9,69 $ 2,608 $ 591 $ 64t
6,19t 6,257 1,25¢ 5,33 294
87¢ 87¢ 652 294 62
50¢ 50¢ 464 784 65
$ 17,22: $ 17,33¢ $ 4,97¢ $ 12,32 $ 1,06¢
$ 25417 $ 25,72¢ $ 4,97¢ $ 23,59¢ $ 1,641

The following tables present an aged analysis sf gae loans as of September 30, 2012 and Dece&3tb2011 (dollars in thousands):

September 30, 201

Commercial real este-mortgage
Owner-occupiec
All other
Consumer real estemortgage
Construction and land developm:e
Commercial and industrii
Consumer and other

Total

December 31, 201

Commercial real este-mortgage
Owner-occupiec
All other
Consumer real estemortgage
Construction and land developm:e
Commercial and industrii
Consumer and other

Total

30-89 Days Past Due 9t

Past Due ar Days or Mor Total Current Total
Accruing and Accruint  Nonaccrua Past Due Loans Loans

$ 1,02¢ $ - % 2,43t 3 346 $ 57,76 $ 61,22¢

1,081 - 2,17¢ 3,25¢ 62,24 65,50:

1,07t - 737 1,812 69,23¢ 71,05(

25C - 3 258 33,35¢ 33,61:

242 - 2,61« 2,851 37,15¢ 40,01:

144 - 1 14¢ 2,271 2,41¢

$ 3,81¢ $ - $ 7971 $ 11,79C $  262,03( $ 273,82

30-89 Days Past Due 9t

Past Due ar Days or Mor Total Current Total
Accruing and Accruingt  Nonaccrua Past Due Loans Loans

$ 4,791 $ - % 63 $ 4,85 $ 58,14 $ 62,99¢

497 - 2,50( 2,997 60,06: 63,05¢

1,16 - 3,641 4,80¢ 65,73¢ 70,54

10¢ - 1,622 1,72¢ 29,30¢ 31,03:

1,57¢ - 42 1,62( 35,83¢ 37,45¢

26 - 14 40 2,63¢ 2,67¢

$ 8,15¢ $ - $ 7,88 $ 16,04C $ 251,72' $ 267,76
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

Impaired loans also include loans that the Bankehasted to formally restructure when, due to tleakening credit status of a borrower,
restructuring may facilitate a repayment plan theg¢ks to minimize the potential losses that thekBaay have to otherwise incur.
September 30, 2012 and December 31, 2011, the Baskoans of approximately $8,667,000 and $5,026,08spectively, that we
modified for troubled debt restructuring. Troublesimmercial loans are restructured by specialisthimviour Special Asset department
all restructurings are approved by committees arditofficers separate and apart from the normah lapproval process. These speci:
are trained to reduce the Basldverall risk and exposure to loss in the evet &structuring through obtaining either or alttué following
improved documentation, additional guaranties,aase in curtailments, reduction in collateral teradditional collateral or other simi
strategies.

The following table presents a summary of loans Were modified as troubled debt restructuringsirduthe nine month period end
September 30, 2012 (amounts in thousands):

Pre-Modification Pos-Modification

Outstanding Outstanding
Recordec Recordec
Number of Contrac  Investmen Investmen
Commercial real este-mortgage 2 $ 4,23: $ 4,23
Consumer real est-mortgage 1 65 65
Construction and land developm: 3 1,17¢ 1,17¢
Commercial and industrii 4 2,40¢ 2,40¢

There were no loans that were modified as troublielsk restructurings during the past twelve montid far which there was a subseqt
payment default.

Note 5. Commitments and Contingent Liabilities

Off Balance Sheet Arrangementtn the normal course of business, the Bank hasred into offbalance sheet financial instruments wi
include commitments to extend credit (i.e., inchgdunfunded lines of credit) and standby lettersreflit. Commitments to extend credit
usually the result of lines of credit granted tasérg borrowers under agreements that the tot&tanding indebtedness will not excee
specific amount during the term of the indebtedn&gpical borrowers are commercial concerns that lies of credit to supplement tt
treasury management functions; thus their totadtantling indebtedness may fluctuate during any peré@d based on the seasonality of
business and the resultant timing of their caskwgloOther typical lines of credit are related tameoequity loans granted to consurr
Commitments to extend credit generally have fixegiration dates or other termination clauses ang require payment of a fee.

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

The Bank follows the same credit policies and uwdiéng practices when making these commitmentsitadoes for onbalance she
instruments. Each customer’s creditworthiness @uated on a case-lpase basis, and the amount of collateral obtaiifiedhy, is based ¢
managemens$ credit evaluation of the customer. Collateraldhearies but may include cash, real estate andawemnents, marketat
securities, accounts receivable, inventory, equigraad personal property.
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The contractual amounts of these commitments areefiected in the consolidated financial stateraearid would only be reflected if dra
upon. Since many of the commitments are expectekpae without being drawn upon, the contractuabants do not necessarily repre:
future cash requirements. However, should the camaerits be drawn upon and should customers defautheir resulting obligation tl
Bank’s maximum exposure to credit loss, withoutsidaration of collateral, is represented by thermtual amount of those instruments.

A summary of the Bank’s total contractual amoumtdib off-balance sheet commitments at Septembe302 is as follows:

Commitments to extend cre( $34.9 millior
Standby letters of crec $ 2.7 million

Various legal claims also arise from time to tinmethe normal course of business. In the opiniomahagement, the resolution of cla
outstanding at September 30, 2012 will not haveaterial effect on Cornerstone’s consolidated fir@nstatements.

Note 6. Fair Value Disclosures
Fair Value Measurements:

Cornerstone uses fair value measurements to réaiorealue adjustments to certain assets and ifegsiland to determine fair value disclosu
In accordance with the “Fair Value Measurements Ristlosures”ASC Topic 820, the fair value of a financial instrent is the price th
would be received to sell an asset or paid to fearss liability in an orderly transaction betweeanket participants at the measurement
Fair value is best determined based upon quote&anprices. In cases where quoted market prices@ravailable, fair values are basec
estimates using present value or other valuationnigues. Those techniques are significantly agfiédty the assumptions used, including
discount rate and estimates of future cash flowecofdingly, the fair value estimates may not bdized in an immediate settlement of
instrument.

ASC Topic 820 provides a consistent definitionaif #alue, which focuses on exit price in an orgérdnsaction between market participan
the measurement date under current market conglitibthere has been a significant decrease iwvdhene and level of activity for the asse
liability, a change in valuation technique or tree wf multiple valuation techniques may be appedpriln such instances, determining the |
at which willing market participants would transaait the measurement date under current market ttmmslidepends on the facts .
circumstances and requires the use of signifiazsigrnent. The fair value is a reasonable point withe range that is most representativ
fair value under current market conditions.

ASC Topic 820 also establishes a thtieefair value hierarchy which requires an entdymaximize the use of observable inputs and mizd
the use of unobservable inputs when measuriny#ire, 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 Ldverices, such as quoted prices for similar aseetiabilities in activ
markets, quoted prices in markets that are noveend other inputs that are observable or carolrelwrated by observable mat
data.

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

A financial instrumeng categorization within the valuation hierarchyp#&sed upon the lowest level of input that is sigaiit to the fair vall
measurement.

The following methods and assumptions were use@dmnerstone in estimating fair value disclosuresfiftancial instruments. There h
been no changes in the methodologies used at Segt&, 2012 and December 31, 2011.

Cash and cash equivalents:

The carrying amounts of cash and cash equival@piogimate fair values based on the short-termreatfithe assets.
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Securities:

Fair values are estimated using pricing modelsdiscounted cash flows that consider standard ifguibrs such as observable market «
benchmark yields, interest rate volatilities, bndétealer quotes, and credit spreads. Securitissifiked as available for sale are reported a
value utilizing Level 2 inputs.

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

Loans:

For variablerate loans that reprice frequently and with no iicemt change in credit risk, fair values are lzhea carrying values. Fair valt
for fixed-rate loans are estimated using discounted cash dlwalysis, using market interest rates for comgarkans. 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 individuaitypaired, management measures impairment in agnoedwith ASC Topic 313ccounting
by Creditors for Impairment of a LoanThe fair value of impaired loans is estimatedngsseveral methods including collateral ve
liquidation value and discounted cash flows.

Those impaired loans not requiring an allowanceasgnt loans for which the fair value of the expdatepayments or collateral exceed
recorded investments in such loans. At Septembe2@®IP, substantially all of the total impairedrisavere evaluated based on the fair val
collateral. In accordance with ASC Topic 820, immpdiloans where an allowance is established basdteofair value of collateral requ
classification in the fair value hierarchy. Whee fhir value of the collateral is based on an olz@e market price or a current appraised v
Cornerstone records the impaired loan as nonrecutrevel 2. When an appraised value is not avalanolmanagement determines the
value of the collateral is further impaired beldve tappraised value and there is no observable mairice, Cornerstone records the impa
loan as nonrecurring Level 3.

Cash surrender value of life insurance:

The carrying amounts of cash surrender value efilisurance approximate their fair value. The éagyamount is based on informat
received from the insurance carriers indicatingfthancial performance of the policies and the amdliornerstone would receive should
policies be surrendered. Cornerstone reflects thesets within Level 2 of the valuation hierarchy.

Foreclosed assets:

Foreclosed assets, consisting of properties oltaimeugh foreclosure or in satisfaction of loaa® initially recorded at fair value, determi
on the basis of current appraisals, comparables,sated other estimates of value obtained pringidatim independent sources, adjustec
estimated selling costs. At the time of foreclosargy excess of the loan balance over the fairevafithe real estate held as collateral is tre
as a charge against the allowance for loan lo&Bams or losses on sale and any subsequent adptstméhe fair value are recorded ¢
component of foreclosed real estate expense. E@@tlassets are included in Level 2 of the valndtierarchy.

Deposits:

The fair value of deposits with no stated maturiych as noninterest-bearing and intebestring demand deposits, savings deposits
money market accounts, is equal to the amount payaib demand at the reporting date. The carryinguants of variable-rate, fixetbri
certificates of deposit approximate their fair \eduat the reporting date. Fair values for fixate certificates of deposit are estimated us
discounted cash flow calculation that applies markerest rates on comparable instruments to adidb of aggregated expected mor
maturities on time deposits.

Securities sold under agreements to repurchase:

The carrying amount of these liabilities approxiezatheir estimated fair value.

Federal Home Loan Bank advances and other borr@wing

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

Accrued interest:

The carrying amounts of accrued interest approxarfeit value.
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Commitments to extend credit, letters of credit hnels of credit:
The fair value of commitments is estimated usirgyfées currently charged to enter into similar agrents, taking into account the remail

terms of the agreements and the present creditineg$ of the counterparties. For fixete loan commitments, fair value also considee
difference between current levels of interest rates the committed rates.

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

Quoted Prices Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservablt
September 3( Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
Debt securities available for sa
U.S. Government agenci $ 406849 $ - $ 406849 % =
State and municipal securiti 24,004,50 - 24,004,50 -
Mortgage-backed securitie:
Residential mortgage guaranteed by GN 10,061,16 - 10,061,16 -
Collateralized mortgage obligations issued or guted by U.<
Government agencies or sponsored agencies 44,057,13 - 44,057,13 -
Total securities available for sale $ 82,191,330 $ - $ 82,191,30 $ -
Cash surrender value of life insurance $ 1,191,48 $ - $ 119148 $ -
Quoted Prices Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable Unobservablt
December 31 Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
Debt securities available for sa
U.S. Government agenci $ 4,19027" $ - $ 419027 $ =
State and municipal securiti 24,436,25 - 24,436,25 -
Mortgage-backed securitie:
Residential mortgage guaranteed by GN 11,871,17 - 11,871,17 -
Collateralized mortgage obligations issued or goted by U.<
Government agencies or sponsored agencies 45 559,73 - 45,559,73 -
Total securities available for sale $ 88,05743 $ - $ 8805743 $ =
Cash surrender value of life insurance $ 1166,77- $ - $ 116677 $ =
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Cornerstone has no assets or liabilities whosevsfdires are measured on a recurring basis usingl Bewmputs.

Certain assets and liabilities are measured atvédire on a nonrecurring basis, which means thetaissd liabilities are not measured at
value on an ongoing basis but are subject to irevadjustments in certain circumstances (for @@nwhen there is evidence of impairme
The tables below present information about assetdiabilities on the balance sheet at SeptembegP@02 and December 31, 2011 for whi
nonrecurring change in fair value was recorded (artin thousands).

Quoted Prices Significant Significant

Active Markets Other Other
Balance as ¢ for Identical Observable  Unobservabl
September 3 Assets Inputs Inputs
2012 (Level 1) (Level 2) (Level 3)
Impaired loan: $ 5,24¢ $ - 8 524¢ $ =
Foreclosed asse(OREO & Repossessior 22,37¢ - 22,37¢ -
Quoted Prices Significant Significant
Active Markets Other Other
Balance as ¢ for Identical Observable  Unobservabl
December 3: Assets Inputs Inputs
2011 (Level 1) (Level 2) (Level 3)
Impaired loan $ 12,24F $ - $ 12,24¢ $ -
Foreclosed asse(OREO & Repossessior 18,52« - 18,52« -

Loans include impaired loans held for investmentwbich an allowance for loan losses has been ezt based upon the fair value of the
loans at September 30, 2012 and December 31, 20%&es derived from Level 2 inputs were calculdtedhodels incorporating significant
observable market data.
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CORNERSTONE BANCSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Unaudit ed)

The carrying amount and estimated fair value ofn@mtone's financial instruments at September 802 2and December 31, 2011 art
follows (in thousands):

September 30, 201 December 31, 201
Carrying Estimatec Carrying Estimatec
Amount Fair Value Amount Fair Value
Assets:;
Cash and cash equivalel $ 34,83. $ 34,83. $ 38,88: $ 38,88
Securities 82,24 82,24« 86,12¢ 86,12¢
Federal Home Loan Bank sto 2,32¢ 2,32: 2,32: 2,32:
Loans, ne 268,54: 269,42. 260,36! 260,51!
Cash surrender value of life insurar 1,191 1,191 1,167 1,167
Accrued interest receivah 1,351 1,351 1,327 1,327
Liabilities:
Noninteres-bearing demand depos 43,21 43,21 43,99( 43,99(
Interes-bearing demand depos 24,59¢ 24,59¢ 22,35 22,35:
Savings deposits and money market accc 72,95¢ 72,95¢ 46,85’ 46,85
Time deposit: 188,19! 188,45: 200,84: 203,45:
Federal funds purchased and securities sold umgdeements to
repurchasi 19,38( 19,38( 29,39 29,39:
Federal Home Loan Bank advances and other borra 37,17¢ 37,17¢ 43,04t 43,04¢
Accrued interest payab 13€ 13¢€ 111 111

Unrecognized financial instruments (net of conterabunt):
Commitments to extend cret s 2 - -
Letters of credi - - - -

Lines of credi - - - -

23




Cornerstone Bancshares, Inc.
Net Interest Margin Analysi
Taxable Equivalent Basis

(Amounts in thousand
Assets

Earning asset:
Loans, net of unearned incor
Investment securitie
Other earning asse

Total earning asse
Allowance for loan losse
Cash and other asst

TOTAL ASSETS

Liabilities and Shareholders' Equ

Interes-bearing liabilities:
Interes-bearing demand depos
Savings deposil

MMDA's

Time deposit:

and Subsidiary

Three months ended
September 3C

Federal funds purchased and securities

under agreements to repurch
Federal Home Loan Bank and other
borrowings
Total interes-bearing liabilities
Net interest sprea
Noninteres-bearing demand depos
Accrued expenses and other liabilit
Shareholders' equit
TOTAL LIABILITIES AND
SHAREHOLDERS' EQUITY

Net yield on earning asse

Taxable equivalent adjustme
Loans

Investment securitie
Total adjustmel

2012
Average Income/ Yield/
Balance Expense Rate
$ 270,10¢ $ 4,241 6.2:%
91,88¢ 47¢ 2.3%
27,46( 16 0.25%
389,45t $ 4,73t 4.8¢%
(5,897
34,87¢
$ 26,357 $ 21 0.32%
10,70z 10 0.3¢%
56,76! 114 0.7<%
189,88: 61z 1.28%
19,47: 22 0.45%
37,33¢ 394 4.1%
340,50¢ 1,17 1.3™%
$ 3,562 3.5:%
40,72
(28€)
37,50!
$ 41844
3.7(%
0
69
69

24

2011
Average Income/ Yield/
Balance Expense Rate
$ 269,71F $ 4,531 6.67%
108,96 574 2.4(%
18,19: 9 0.2(%
396,87, $ 5,11¢ 5.2(%
(6,797
33,12(
$ 423,200
$ 24,197 $ 20 0.3"%
9,772 13 0.51%
30,97¢ 79 1.01%
218,62: 90C 1.62%
23,25( 33 0.57%
43,07¢ 465 4.2%
349,89 1,51( 1.71%
$ 3,60¢ 3.4¢%
41,80(
(64)
31,56¢
$ 423,200
3.6¢%
0
85
85




Cornerstone Bancshares, Inc. and Subsidiary

Net Interest Margin Analysi
Taxable Equivalent Basis

(Amounts in thousand
Assets

Earning asset:
Loans, net of unearned incor
Investment securitie
Other earning asse

Total earning asse
Allowance for loan losse
Cash and other asst

TOTAL ASSETS

Liabilities and Shareholders' Equ

Interes-bearing liabilities:
Interes-bearing demand depos
Savings deposil

MMDA's

Time deposit:

Nine months ended
September 3C

Federal funds purchased and securities

under agreements to repurch
Federal Home Loan Bank and other
borrowings
Total interes-bearing liabilities
Net interest sprea
Noninteres-bearing demand depos
Accrued expenses and other liabilit
Shareholders' equit
TOTAL LIABILITIES AND
SHAREHOLDERS' EQUITY
Net yield on earning asse

Taxable equivalent adjustme
Loans
Investment securitie

Total adjustmel

2012
Average Income/ Yield/
Balance Expense Rate
$ 266,18 $ 12,57: 6.31%
91,821 1,56: 2.58%
25,53¢ 44 0.23%
383,54¢ $ 14,17¢ 5.02%
(6,34%)
35,96¢
$ 26,52¢ $ 65 0.3%
10,31; 29 0.37%
47,62t 30t 0.8t%
191,37t 1,94¢ 1.36%
22,30¢ 77 0.4%
39,99( 1,281 4.28%
338,14! 3,70:% 1.46%
$ 1047t 3.55%
38,68¢
(163%)
36,501
3.7%%
0
212
21z

25

2011
Average Income/ Yield/
Balance Expense Rate
$ 275260 $ 13,69: 6.65%
112,85( 1,76 2.3&%
22,49¢ 38 0.22%
410,61: $ 15,49: 5.12%
(7,707%)
32,53¢
$ 435,44
$ 26,717 $ 65 0.3%
9,731 37 0.51%
27,13% 20z 1.0(%
233,07¢ 2,96¢ 1.7(%
23,39 98 0.5¢%
49,32¢ 1,59( 4.31%
369,39( 4,957 1.7%
$  10,53¢ 3.37%
37,46
(81)
28,67:
$ 43544
3.5104
0
24¢€
24¢€




ITEM 2. MANAGEMENT’'S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND RESULTS OF OPERATIONS

Cornerstone is a bank holding company and the pamnpany of the Bank, a Tennessee banking coiiparathich operates primarily in a
around Chattanooga, Tennessee. The Bank has fiveeiwice banking offices located in Hamilton Couritgnnessee, and one loan produc
office located in Dalton, Georgia. The Baslusiness consists primarily of attracting degdsdm the general public and, with these and «
funds, originating real estate loans, consumerdphusiness loans, and residential and commermtaiction loans. The principal source
income for the Bank are interest and fees colleotedbans, fees collected on deposit accounts,irgedest and dividends collectes othe
investments. The principal expenses of the Bankraegest paid on deposits, employee compensatidrbanefits, office expenses, and o
overhead expenses.

The following is a discussion of Cornerstaménancial condition at September 30, 2012 andebdxer 31, 2011 and our results of opera
for the three and nine months ended September @02 2nd 2011. The purpose of this discussion igotms on information abao
Cornerstones financial condition and results of operations ahlhis not otherwise apparent from the consoliddiegincial statements. T
following discussion and analysis should be reamhglwith Cornerstons’ consolidated financial statements and the relateds include
elsewhere herein.

Critical Accounting Policies

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

Allowance for Loan Losse

The allowance for loan losses is established anihtaiaed at levels management deems adequate twbabeedit losses inherent in
portfolio as of the balance sheet date. The all@®as increased through the provision for loandssand reduced through loan chaodfs; ne
of recoveries. The level of the allowance is basedknown and inherent risks in the portfolio, plasin loss experience, underlying estim
values of collateral securing loans, current ecanaonditions and other factors as well as thellefespecific impairments associated v
impaired loans. This process involves our analgsisomplex internal and external variables an@dfuires that management exercise judg
to estimate an appropriate allowance.

Changes in the financial condition of individual rlmwers, economic conditions or changes to oumes#d risks could require us
significantly decrease or increase the level ofdlt@wvance. Such a change could materially impaghérstones net income as a result of
change in the provision for loan losses. Refer ddeNL and 4 in the notes to Cornerstenednsolidated financial statements for a discuassi
Cornerstone’s methodology of establishing the adioge.

Estimates of Fair Valu

Fair value is used on a recurring basis for ceréa@isets and liabilities in which fair value is fdmary basis of accounting. Cornerstane’
available for sale securities and cash surrendeewat life insurance are measured at fair valu@oacurring basis. Additionally, fair value
used to measure certain assets and liabilities mwoneecurring basis. Cornerstone uses fair valua apnrecurring basis for foreclosed as
and collateral associated with impaired collatelggbendent loans. Fair value is also used in ceilitapairment valuations, includii
assessments of goodwill, other intangible assatdary-lived assets.

Fair value is the price that could be receivedeiban asset or paid to transfer a liability in@derly transaction between market particip:
Estimating fair value in accordance with applicabtzounting guidance requires that Cornerstone rmaakember of significant judgmer
Accounting guidance provides three levels of failue. Level 1 fair value refers to observable mapkies for identical assets or liabiliti
Level 2 fair value refers to similar assets oriliies with observable market data. Level 3 faue refers to assets and liabilities where m
prices are unavailable or impracticable to obtain gimilar assets or liabilities. Level 3 valuasorequire modeling techniques, sucl
discounted cash flow analyses. These modeling igebs incorporate Cornerstoseassessments regarding assumptions that r
participants would use in pricing the asset orlithaility.
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Changes in fair value could materially impact omahcial results. Refer to Note 6, “Fair Value Disures,” in the notes to Cornerstone’
consolidated financial statements for a discusefdhe methodology in calculating fair value.

Income Taxe

Cornerstone is subject to various taxing jurisditsi where Cornerstone conducts business. Cornersdimates income tax expense bast
amounts expected to be owed to these jurisdictiQusnerstone evaluates the reasonableness of faatieé tax rate based on a cur
estimate of annual net income, tax credits, noafilxincome, nowrleductible expenses and the applicable statutoryat@s. The estimat
income tax expense or benefit is reported in thesolidated statements of income.

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

Cornerstone periodically evaluates uncertain tasitipms and estimates the appropriate level ofrémerves related to each of these posit
Additionally, Cornerstone evaluates its deferredaasets for possible valuation allowances basetth@amounts expected to be realized.
evaluation of uncertain tax positions and defeteedassets involves a high degree of judgment abgpbstivity. Changes in the results of th
evaluations could have a material impact on ouarfaial results. Refer to Note 9, “Income Taxes,tHa notes to Cornerstorseconsolidate
financial statements set forth in its Annual Remort~orm 10-K for the year ended December 31, 20d.tnore information.

Consent Order and Written Agreement

On April 2, 2010, Cornerstone Community Bank (tBarik"), the wholly owned subsidiary bank of Corteng, entered into a Stipulatior
the Issuance of a Consent Order (the "Stipulatiaiith) the Federal Deposit Insurance Corporatiore (#DIC"). Pursuant to the Stipulation,
Bank consented, without admitting or denying angrgks of unsafe or unsound banking practices datioms of law or regulations, to 1
issuance of a Consent Order (the "Order") by théCFRlso effective as of April 2, 2010. On April 3010, the Bank also executed a wri
agreement (the "Agreement") with the Tennessee rapat of Financial Institutions ("TDFI").

The Order and the Agreement (collectively, the féwetPlans") contained substantially similar ternmsl avere based on the findings of
FDIC and TDFI during their joint examination of tBank commenced on October 8, 2009 (the "Examingtias disclosed in the Joint Rej
of Examination (the "Report"). The Order and thedgment represented agreements between the Battke ame hand, and the FDIC and
TDFI, respectively, on the other hand, as to asdabe Bank's operations that warranted improvenagwt presented plans for making tf
improvements. The Action Plans imposed no fineggemralties on the Bank.

The Action Plans required the Bank to implementesalv governance, budgeting, credit management, mskagement and report
procedures. The Bank substantially complied withtdrms of the Action Plans.

On August 17, 2012, the FDIC and the TDFI issuedtevwr confirmation to the Ban&’ Board of Directors that the Action Plans had
terminated.

Some of the procedures established by the ActianPtemain in place, including the requirementajoproval by the Regional director of

FDIC and the Commissioner of the Tennessee Depattofd-inancial Institutions of any dividends deeld or paid by the Bank to its part
Cornerstone.
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Federal Reserve Bank of Atlanta (FRBA) Letter

Cornerstone received a letter dated March 30, 2@ its primary banking regulator, the FRBA. Tlettér directs Cornerstone to obtain
FRBA's written approval before Cornerstone (i) irscany indebtedness; (ii) declares or pays anyddis; (iii) redeems any corporate st
or (iv) makes any other payment representing aatimtuin its capital, except for the payment of mat and routine operating expenses
noted above, Cornerstone has received FRBA's apbfovdividends with respect to the Preferred $halhe letter notes that the conditio
the Bank has caused Cornerstone to be in "troubtedlition" under Regulation Y. As a result, notiwethe FRBA is required befc
Cornerstone undertakes any changes in senior éxecoinagement or directorships, and approval @RRBA (with the written concurrer
of the FDIC) must be obtained before Cornerstoatgror enters into any agreement to provide aegofshrachute or severance paymen
date, Cornerstone is in compliance with the requéets of the FRBA letter.

To date the most significant impact of the FRBA@tter relates to the payment of dividends onRtreferred Shares. However, Cornerstont
been able to consistently raise additional capital the company has generated positive earningsgd2012. These two elements coupled
the Bank’s stabilization of asset quality haveCornerstone’s estimation, led to the approval efRheferred Shares dividend payments.

Review of Financial Performance

As of September 30, 2012, Cornerstone had totadalmated assets of approximately $425 millionaltéwans of approximately $274 millic
total securities of approximately $82 million, totéeposits of approximately $329 million and stooklers’ equity of approximately $:
million. Net income for the three and nine monthige ended September 30, 2012 totaled $364,24&a,@81,348, respectively.

Results of Operations

Net income for the three months ended Septembe2®®, was $364,246 or $0.01 basic earnings per ammyhare, compared to a net inct
of $523,668 or $0.05 basic earnings per commoresfiiar the same period in 2011. Net income forrtime months ended September 30, :
was $1,031,348 or $0.02 basic earnings per cominarescompared to a net income of $917,230 or $0aB¥c earnings per common sh
for the same period in 2011.

The following table presents our results for thee¢hand nine months ended September 30, 2012 cechpzathe three and nine months er
September 30, 2011 (amounts in thousands).

2012-2011 2012-2011
Three month: Percen Dollar Nine months Percen Dollar

ended September 3 Increase Amount ended September 3 Increase Amount

2012 2011 (Decrease Change 2012 2011 (Decrease Change
Interest incom $ 473% $ 511 (7.40% $ (379 $ 14,17¢ $ 15,49 (8.4% $ (1,31H
Interest expense 1,172 1,51( (22.360% (33§ 3,70% 4,957 (25.29% (1,254
Net interest income befo
provision for loan los 3,56: 3,60¢ (1.19% (42) 10,47¢ 10,53¢ (0.58% (62)
Provision for loan loss 10C 11F (13.09)% (19) 10C 14E (31.09% (45)
Net interest income aft:
provision for loan los 3,46: 3,48¢ (0.75% (26) 10,37t 10,39: (0.15% (16)
Total noninterest incom 25¢ 32: (19.99% (65) 77¢ 90¢ (14.40)% (137)
Total noninterest expense 3,20z 3,07¢ 4.1%% 127 9,70( 10,15: (4.49)% (451)
Income before income tax 51¢ 73€ (29.55% (217) 1,45 1,14¢ 26.48% 304
Provision for income taxes 154 21z (27.29)% (59) 422 232 81.9(% 19C
Net income $ 364 $ 524 (30.50% $ 160 $ 1031 $ 917 12.46% $ 114
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Net Interest IncomeNet interest income represents the amount by wimitdrest earned on various earning assets excatatgst paid ¢
deposits and other interdstaring liabilities. Net interest income is alse thost significant component of our earnings. FRerthree montt
ended September 30, 2012, net interest incomeéd#ierprovision for loan loss, decreased approxaty&41 thousand or 1.14 percent ovel
same period of 2011. For the nine months endede8dgar 30, 2012, net interest income before theigimv for loan loss decreased
thousand or 0.58 percent.

Cornerstones interest rate spread on a tax equivalent basikkws the difference between the average yieléanming assets and the ave
rate paid on interedtearing liabilities) was 3.53 percent compared.t® Jercent for the three month periods ended Sde 30, 2012 ar
2011, respectively. The interest rate spread aaxaetjuivalent basis was 3.55 percent compared3® [@ercent for the nine month peri
ended September 30, 2012 and 2011, respectively.

The net interest margin on a tax equivalent basis 8«70 percent and 3.69 percent for the threemariding, September 30, 2012 and 2
respectively. The net interest margin on a tax\egjant basis was 3.73 percent and 3.51 percerthéonine months ending, September
2012 and 2011, respectively.

Significant items related to the changes in netrggt income, net interest yields and rates, ahohtezest margin are presented below:

I’ The Banks interest income has been negatively impacted vdosmparing the three and nine months ended SepteBth 2012 t
September 30, 2011. The primary reason for thérdelaas resulted from the decrease in the I's loan yield.

> Loan yield for the three months ended Septembe2302, equaled 6.23 percent compared to 6.67 peaseof September @
2011.

» Loan yield for the nine months ended September28@2, equaled 6.31 percent compared to 6.65 peasenf September :
2011.

The decrease in interest income has been offsatregluction in cost of funds.

> Total interest cost for the three months endedeelpér 30, 2012, equaled 1.37 percent compared lopkrcent as of Septem
30, 2011

» Total interest cost for the nine months ended $eipée 30, 2012, equaled 1.46 percent compared ofdeitent as of Septem
30, 2011

The cost of funds reduction was the result of aehse in interest rates paid by the Bank and agehanthe deposit mix wi
customers choosing to place deposits in transaadtisccounts rather than certificates of deposie Blanks cost of funds we
approximately $1.2 million for the three months ed&eptember 30, 2012 compared to $1.5 millionnduitie same time peri
in 2011.

I'= The Banks loan portfolio yield decreased to 6.23 percenthe three months ended September 30, 2012 cothpaf67 percent for tl
three months ended September 30, 2011. Managdreketes the interest rates on loans will contittudecrease as the Bank attemp
increase its outstanding loan balances in a vempetitive market. However, if management is sudaéss increasing the amount
outstanding loans, the resulting change in assetwould increase the Ba’'s total interest incom

Il2  For the three month period ended September 30,,26@Banks investment portfolio yielded 2.36 percent comgddre2.40 percent f
the same time period in 2011. The Bank decredsedrmount of its investment portfolio from a ninenths ended average balanc
approximately $113 million as of September 30, 2@dlapproximately $92 million as of September 3012 The reduction
investments is due, in part, to a decrease in pigdgequirements as the Bank has repaid $32 miliofrederal Home Loan Ba
advances since March 31, 2010. Management belibxeepresent level of investment securities isisigffit to provide for all pledgir
needs and represents an appropriate amount ohthede sheet to provide liquidity and interest @tection
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I’ The Banks net interest margin for the nine month periodirmp®&eptember 30, 2012 compared to September 3, P@reased by :
basis points. The primary reason for the improvamesulted from a reduction in cost of funds. Baak expects the net interest ma
to continue to increase over the next four quadsrthe Bank converts cash and foreclosed assetsaming assets such as loz

Provision for Loan Losses he provision for loan losses represents a chargatnings necessary to establish an allowancedor losse
that, in managemerst’evaluation, should be adequate to provide coeefaigthe inherent losses on outstanding loansné&stone record:
$100 thousand in provision for loan losses for ttivee months ended September 30, 2012 comparetil® thousand for the three mor
ended September 30, 2011.

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

The following table presents the components of menest income for the three and nine months eSeégdember 30, 2012 and 2011 (dolla
thousands):

2012-2011 2012-2011
Three months ende Percen Nine months ende Percen

September 3( Increase September 3( Increase

2012 2011 (Decrease 2012 2011 (Decrease
Service charges on deposit accol $ 19¢ % 21€ (8.39% $ 60z $ 657 (8.371)%
Realized gains on sale of securi - 60 (100.00% - 107 (100.00%
Net gains / (losses) on sale of loans and othets 48 32 50.0(% 124 88 40.91%
Other noninterest income 13 15 (13.39% 52 57 (8.70%
Total noninterest income $ 25¢ % 328 (19.80)% $ 77¢ $ 90¢ (14.40)%

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

Il2 The Bank has experienced a decrease in its serhages on deposit accounts during 2012 due ta#ne@d reduction in customer
overdraft charges

I’ The Bank continued to exit the ACH payroll procegsbusiness during 2011 due to increased regulatéopyirements. The decrease in
service charges on deposit accounts associatednitthg this line of business was approximatel® $2usand a mont

Noninterest Expensd#tems reported as noninterest expense includeissland employee benefits, occupancy and equipexg@ense,
depository insurance, net foreclosed assets ex@arnsether operating expense.

The following table presents the components of menest expense for the three and nine months ebeletmber 30, 2012 and 2011 (dollars
in thousands.

2012-2011 2012-2011
Three months ende Percen Nine months ende Percen

September 3( Increase September 3( Increase

2012 2011 (Decrease 2012 2011 (Decrease
Salaries and employee bene $ 1566 $  1,45¢ 73% $ 4,727 $ 4,50/ 4.95%
Occupancy and equipment expe 35& 362 (1.99% 1,03¢ 1,11¢ (7.16%
Foreclosed asset expense, 314 307 2.28% 94t 1,38t (31.7)%
FDIC depository insuranc 237 234 1.28% 683 79¢ (14.4%
Other operating expense 731 71t 2.2% 2,301 2,34¢ (1.66)%
Total noninterest expense $ 320 $ 3,07 40% $ 9,70 $ 10,15: (4.44)%
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Significant matters relating to the changes to ntanest expense are presented below:

Il2 Cornerstones employee expense increased slightly when congpdnia three and nine months ended September 3Q, tB03eptemb:
30, 2012. The increase is primarily attributalole@ah increase in the number of commercial relalignmanagers. These employees
assist the Bank in obtaining its future loan grogtials. Management expects employee expense tmwerio increase slightly duri
2012-2013 as employee benefits are increased as the's performance improve

Il2 As of September 30, 2012, the Bank had incurredcqapately $945 thousand pertaining to net foreetbasset expenses compare
approximately $1.4 million as of September 30, 26drithe nine months ended. Management, in itsnfifed reporting process, nets
foreclosed assets expense and wditemns against the revenue generated from incoméupiiog real estate. Management anticig
elevated foreclosed asset expense for the remaifi@&12 and 201:

Il'2  For the nine months ended, depository insuranceedsed from approximately $798 thousand as ofeGeyr 30, 2011 to approximat
$683 thousand as of September 30, 2012. The ieduict expense is primarily due to a reduction epdsit levels during the ye:
Management anticipates a further reduction in dié@gsinsurance expense as a result of the FDICGragigg the Banls safety an
soundness classification. The reduction in expé&nestimated to be 40 perce

Financial Condition

Overview-Cornerstones consolidated assets totaled approximately $42®mas of December 31, 2011. As of September28Q2, tote
consolidated assets had increased approximatatyil@n to approximately $425 million.

Liabilities as of September 30, 2012 and DecembePB11 totaled approximately $387 million.

Stockholders’ equity as of September 30, 2012 amckhber 31, 2011 totaled approximately $38 miliiod $35 million, respectively.
Securities-The Bank’s investment portfolio, primarily consigji of Ginnie Mae Agency, mortgadeacked securities and munici

securities, amounted to approximately $82 millismoé September 30, 2012 compared to approximatdyrillion as of December 31, 20

The primary purposes of the Bank’s investment ptidfare to provide liquidity, satisfy pledging rdgements, collateralize the Bank’
repurchase accounts and secure the Bank’'s FHLBWworgs.

Loans-The composition of loans at September 30, 2012aridecember 31, 2011 and the percentage (%) of dashification to toti
loans are summarized in the following table (dalliarthousands):

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

Commercial real este-mortgage

Owner-occupiec $ 61,22¢ 22.3t% $ 62,99¢ 23.52%

All other 65,50: 23.92% 63,05¢ 23.55%
Consumer real est-mortgage 71,05( 25.95% 70,54: 26.3%
Construction and land developm: 33,61: 12.2t% 31,03: 11.5%
Commercial and industrii 40,01: 14.61% 37,45¢ 13.9¢%
Consumer and other 2,41¢ 0.8¢% 2,67¢ 1.0%
Total loans 273,82( 100.0(% 267,76! 100.0%
Less: Allowance for loan losses (5,280) (7,400
Loans, net $ 268,54( $ 260,36!

31




Allowance for Loan Losse$he allowance for loan losses represents Cornerst@ssessment of the risks associated with exterdaty
and its evaluation of the quality of the loan palitf. Management analyzes the loan portfolio tcedwtne the adequacy of the allowance
loan losses and the appropriate provisions requoedaintain a level considered adequate to abaoticipated loan losses. The Bank us
risk based approach to calculate the appropriae loss allowance in accordance with guidance éssyethe Federal Financial Institutic
Examination Council. Although the Bank performs gent credit underwriting, no assurances can bengittet adverse econor
circumstances will not result in increased losgabé loan portfolio and require greater provisifarspossible loan losses in the future.

Il2 During the third quarter of 2012, the Bank recor&60 thousand in provision expense to the loas diswance. Management belie
that it has established an allowance for loan k#sat adequately accounts for the Barildentified loan impairment. However, additic
provision to the loan loss allowance may be neéaédture quarters as the Bank works its problesetssthrough the collection cyc

The following is a summary of changes in the alloesafor loan losses for the nine months ended 8d#ye 30, 2012 and for the year en
December 31, 2011 and the ratio of the allowancéofn losses to total loans as of the end of @aciod (dollars in thousands):

September 3( December 31
2012 2011

Balance, beginning of peric $ 7,40C $ 9,13:

Loans charge-off (2,589 (3,149

Recoveries of loans previously char-off 364 971

Provision for loan losses 10C 44k
Balance, end of period $ 528 $% 7,40(
Total loans $ 273,82( % 267,76!
Ratio of allowance for loan losses to loans outiitamat the end of the peri 1.92% 2.7¢%
Ratio of net charc-offs to total loans outstanding for the per 0.81% 0.81%

Non-Performing Asset3he specific economic and credit risks associatgd the Banks loan portfolio include, but are not limited tc
general downturn in the economy which could affFoployment rates in our market area, general stateemarket deterioration, interest
fluctuations, deteriorated or naxistent collateral, title defects, inaccurate ajgals, financial deterioration of borrowers, fraadd violatiol
of laws and regulations.

The Bank attempts to reduce these economic andt ciglds by adherence to a lending policy approlgdhe Banks board of directors. T
Bank’s lending policy establishes loan to value limisllateral perfection, credit underwriting criteaad other acceptable lending stand:
The Bank classifies loans that are ninety (90) dea& due and still accruing interest, renegotiéeds, noraccrual loans, foreclosures
repossessed property as non-performing assetsBahie's policy is to categorize a loan on naecrual status when payment of principe
interest is contractually ninety (90) or more dpgst due. At the time the loan is categorized asanorual the interest previously accrued
not collected may be reversed and charged againsnt earnings.

I’ The Bank has experienced a stabilization in it® Iqaality as the Chattanooga, Tennessee Metropditatistical Area begins to reco

from a long economic downturn. The number andad@imount of impaired loans remained consisterihguhe third quarter of 201
Management anticipates that its loan asset qualitymprove as the economy recove
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The following table summarizes Cornerstone’s performing assets at each quarter end from Dece®beR011 to September 30, 2
(amounts in thousands):

September 3 June 30 March 31, December 3:
2012 2012 2012 2011
Non-accrual loan: $ 7,971 $ 712 $ 10,767 % 7,88:
Foreclosed assets 22,37t 22,144 18,95; 18,52«
Total non-performing assets $ 30,347 % 2926¢ $ 29,72 $ 26,40¢
3C-89 days past due loa $ 3,81¢ $ 249 % 504 $ 8,15¢
Total loans outstandir $ 273,82( ¢ 263,74¢ $ 262,78 $ 267,76
Allowance for loan losse $ 528( $ 6,02¢ $ 6,02¢ $ 7,40(
Ratio of nonperforming loans to total loans outstanding atehd of thi
period 2.91% 2.7(% 4.1(% 2.9%

Ratio of nonperforming assets to total allowance for loan lessethe en
of the period 574.7% 485.4% 493.4% 356.84%

Il2 The Bank's noraccrual balances increased during the third quatte?012 as problem credits moved through the ctiia cycle.
Management has seen a decrease in the number ofgdaded loans, which have in the past, led to gastand noraccrual problel
assets and as a result expects problem asset lexddsrease

II= Non-accrual loans increased to approximately $8.0 onilis of September 30, 2012 from approximately $illion as of June 30, 201
The majority of non-accrual loans are concentratdtiree loan relationships. The Bank anticipates-accrual loans to decrease by yea
end 2012 as the Bank forecloses on these delingekxionships or as the credits are able to beadegl to an accruing stati

Il The Banks foreclosed assets increased to approximatelyr##an as of September 30, 2012. The Bank has s@eincrease in the le
of interest in its properties by potential buyefss a result, management does anticipate a deciedlse amount of foreclosed asset
the Bank sells existing other real estate ow

Deposits and Other Borrowing3he Bank’s deposits consist of non-interest beadieignand deposits, interestearing demand accour

savings and money market accounts, and time depddie Bank has agreements with some customeralitoestain of its securities unc
agreements to repurchase the security the followtayg The Bank has also obtained advances frorhithds.
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The following table presents the Bank’s deposits ather borrowings as either core funding or ore funding. Core funding consists of
deposits except for time deposits issued in denatioins of $100,000 or greater. All other fundingclassified as nogere (amounts

thousands).
September 30, 201 December 31, 201
Amount Percen Amount Percen
Core funding:
Noninteres-bearing demand depos $ 43,218 11.29% $  43,99( 11.4%
Interes-bearing demand depos 24,59¢ 6.42% 22,35:¢ 5.82%
Savings & money market accoul 72,95¢ 19.0:% 46,85 12.22%
Time deposits under $100,000 91,17( 23.7¢% 98,73 25.7%%
Total core funding 231,93¢ 60.50% 211,93: 55.21%

Non-core funding
Time deposit of $100,000 or mc $  97,02¢ 2531% $ 102,10 26.62%
Fed funds purchased and securities sold underagrés to

repurchasi 19,38( 5.06% 29,39 7.61%
Federal Home Loan Bank advances 35,00( 9.12% 40,00( 10.4%
Total nor-core funding 151,40¢ 39.5(% 171,49¢ 44.7%%
Total $ 383,34 100.0% $ 383,43: 100.0(%

L=

L=

The Bank has seen a significant improvement idiatsility structure since the beginning of 2011thse percentage of core nterr
deposits increased greatly year over year. Thé&Balhcontinue to see a reduction in its Federahit Loan Bank advances during 2
and 2013

Management does not expect significant deposit tirdar 2012. In 2013, management expects depositlrto be in term deposits w
extended maturities to protect against unfavorafiest rate movemeni

Capital ResourcesAt September 30, 2012 and December 31, 2011, Gstomer's stockholdergquity amounted to approximately $3

million and approximately $35.2 million, respective

(=

L=

Cornerstone’s stockholdersquity increased approximately $2.9 million durithg first nine months of 2012. Significant incressr
equity can be attributed to Cornerstang/ear to date 2012 earnings of approximately $hilion and additional capital fro
Cornerstone’s preferred stock offering of approsteha$2.3 million. The most significant transactithat decreased Cornerstaneyuity
during the third quarter of 2012 was the paymerda pfeferred stock dividend which totaled approxehya$266 thousand. The divide
was payable to record holders as of March 31, 2@ftPa payment date of August 30, 201

The following is a summary of the Bank’s capitaiaga as of September 30, 2012:

Tier 1 leverage rati 8.3(%
Tier 1 risk-based capital rati 11.5%
Total risk-based capital rati 12.8/%

Cornerstone had total outstanding borrowings of@gmately $2.2 million as of September 30, 201#hvthe Federal Deposit Insura
Corporation as Receiver for Silverton Bank, N
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Market and Liquidity Risk Management
Interest Rate Sensitivi

The Bank’s Asset Liability Management Committee I(@0") is responsible for making decisions regarding tiyi and funding solutior
based upon approved liquidity, loan, capital andegtment policies. The ALCO must consider intematé sensitivity and liquidity ris
management when rendering a decision on fundingtieas and loan pricing. To assist in this proctss Bank has contracted with
independent third party to prepare quarterly reptivat summarize several key adsdtility measurements. In addition, the third yasll also
provide recommendations to the Banl&LCO regarding future balance sheet structurmiegs and liquidity strategies. The following i
brief discussion of the primary tools used by the&C® to perform its responsibilities:

Il Earnings at Risk Model

The Bank uses an earnings at risk model to anahteeest rate risk. Forecasted levels of earnirggtas interest-bearing liabilities, and off
balance sheet financial instruments are combingd Mi.CO forecasts of interest rates for the nextrighths and are combined with ol
factors in order to produce various earnings sitiana.

Il2  Economic Value of Equity

The Bank’s economic value of equity model measthesextent that estimated economic values of the&kBaassets and liabilities will char
as a result of interest rate changes. Economicesafire determined by discounting expected cashsflomm assets and liabilities, wh
establishes a base case economic value of equity.

I'¥ Liquidity Analysis
The Bank uses a liquidity analysis model to exantfigecurrent liquidity position and analyze thegmital sources of coverage in the event
liquidity crisis. The following is a brief descript of the key measurements contained in the aisalys

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

Basic Surplus-The basic surplus ratio is used to determine tiraber of times nowbligated assets could be used to meet immedipuédity
needs.

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

Il2 Leverage Analysis

The leverage analysis examines the potential ofrtstitution to absorb additional debt. The key m@aments included in this analysis are
Bank’s tier 1 capital, leverage and total capitdias.

|l2 Balance Sheet Analytics

Balance sheet analytics involve an in depth exatioinaf the balance sheet structure, including diiieation of structure and most rec
pricing practices. This review uses trend analysisompare previous balance sheet positions. Tlaysia enables the ALCO to revi
significant changes in the Bank’s loan and secunitstfolios as well as the Bank’s deposit compositi

Liquidity Risk Managemel
Liquidity is measured by the Bank's ability to misash at a reasonable cost or with a minimumgas. [Bhese funds are used primarily to
loans and satisfy deposit withdrawals. Severabfacatnust be considered by management when attegriptiminimize liquidity risk. Example

include changes in interest rates, competitiom id@mand, and general economic conditions. Minimgiziquidity risk is a responsibility of tl
ALCO and is reviewed by the Bank’s regulatory ageson a regular basis.
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Item 3. Quantitative and Qualitative Disclosures Alout Market Risk

A comprehensive qualitative and quantitative arialysgarding market risk was disclosed in Corners® Annual Report on Form 10-for
the year ended December 31, 2011. No material @sainghe assumptions used in preparing, or reshitsined from, the model have occu
since December 31, 2011.

Item 4. Controls and Procedures

Under the supervision and with the participatiom@nagement, including Cornerstan€hief Executive Officer and Chief Financial Ofi
Cornerstone has evaluated the effectiveness dfstdosure controls and procedures (as such tedefined in Rules 13a-15(e) and 156e’
under the Securities Exchange Act of 1934, as aetk(ttie “Exchange Act”), as of September 30, 2@4& (Evaluation Date”)Based on suc
evaluation, such officers have concluded that, fath@® Evaluation Date, Cornerstosadisclosure controls and procedures were effedti
alerting them on a timely basis to material infotiora relating to Cornerstone (including its condatied subsidiary) required to be include
Cornerstone’s periodic filings under the Exchange A

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

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

Item 1A. Risk Factors

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

None

Item 3. Defaults Upon Senior Securities

None

Item 4. Mine Safety Disclosures — Not Applicable

Item 5. Other Information

None

Item 6. Exhibits

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

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

Cornerstone Bancshares, Inc

Date: November 14, 2012 /sl Nathaniel F. Hughe
Nathaniel F. Hughe:
President and Chief Executive Offic
(principal executive officer

Date: November 14, 2012 /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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