CORNERSTONE BANCSHARES INC

FORM 10-Q

(Quarterly Report)

Filed 11/16/1998 For Period Ending 9/30/1998

Address 4154 RINGGOLD RD
CHATTANOOGA, Tennessee 37412-416
Telephone 423-698-2454
CIK 0001038773
Fiscal Year 12/31

Generated by EDGAR Online Pro . Contact EDGAR Cnline
hitp //pro.edgar-online com hDGAR Customer Service: 203-052-5666
L Online Corporate Sales: 212-457-3200




U.S. Securities and Exchange Commission
Washington, D.C. 20549

FORM 10-Q

(Mark One)

[X] QUARTERLY REPORT PURSUANT SECTION 13 OR 15(D) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended SEPTEMBER 30, 1998

[1 TRANSITION REPORT PURSUANT SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission file number 333-26699

CORNERSTONE BANCSHARES, INC.

(Exact name of small business issuer as specifiéd charter)

TENNESSEE 62-1173944
(State of other jurisdiction of (IRS Employer
incorporation or organization) Identification No.)

5319 HIGHWAY 153
CHATTANOOGA, TENNESSEE 37343
(Address of principal executive of fices)

(423) 877-8181
(Issuer's telephone number)

Check whether the issuer (1) filed all reports regfuto be filed by

Section 12, 13 or 15(d) of the Exchange Act duthggpast 12 months (or for such shorter periodttiategistrant was required to file such
reports), and

(2) has been subject to such filing requirementsHe past 90 days. Yes X No

APPLICABLE ONLY TO CORPORATE ISSUERS

State the number of shares outstanding of eadiedbsuer's classes of common equity, as of thetlatacticable date: 1,009,461 SHARES
OF COMMON STOCK AS OF NOVEMBER 1, 199



PART | -- FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS
CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY
Condensed Consolidated Balance Sheets

September 30, 1998 and 1997 and December 31, 1997

September 30, D ecember 31,
ASSETS 1998 1997 1997
Cash and due from banks .... $ 6,852,134 $3,330,706 $ 6,173,892
Federal fund sold ..........ccccceevviieiiiennns 580,000 3,495,000 1,130,000
Investment securities available for sale .......... 10,096,065 8,840,286 7,544,579
Investment securities held to maturity ..... 10,936,164 12,128,647 10,779,662
Loans, less allowances for loan losses 74,152,551 58,482,562 60,589,987
Premises and equipment, net ............ccccveees 2,475,539 1,866,346 2,444,219
Accrued interest receivable ....................... 674,697 466,348 584,446
Excess cost over fair value of assets acquired .... 2,321,711 991,000 2,362,580
Other @sSets ...ccocvvvveviiiiiiiesieeeees e, 1,601,389 442,757 1,093,520
Total @SSetS .coovvvvviiiiieiiiceeeeeeee e, $109,690,250 $90,043,470 $ 92,702,885
LIABILITIES AND STOCKHOLDERS' EQUIT Y
Deposits:
Non-interest bearing ........ccccoeveevveeees $ 9,496,582 $8,607,103 $ 9,272,695
NOW accounts ........cccceevevrrereennnennnn. 13,287,953 16,232,583 13,009,450
Savings deposits and money market accounts ..... 12,000,220 9,748,892 9,879,431
Time depositS ....ccocvvvvveiiiiiiieeiceeeee e, 62,155,410 47,741,947 49,688,229
Total deposits .....cocvevvvevvceeneeee 96,940,165 82,330,525 81,849,805
Accrued interest payable .........ccccccceeeeenn. 278,991 370,755 325,551
Other liabilities .............. 608,983 324,000 600,647
Note payable ........cccceeviiiiiiiiiiiee, 1,250,000 855,000 855,000
Total liabilities .....cccoovvevvciciieceeeee 99,078,139 83,880,280 83,631,003
Stockholders' equity:
Common StOCK .....ocvvvvreiiiiiiceeieeneee 1,009,461 874,954 874,954
Additional paid-in capital . 9,496,174 5,162,905 8,444,238
Undivided profits (deficit) 37,209 70,457 (290,027)
Net unrealized gain on securities available for sa le, net of tax 69,267 54,874 42,717
Total stockholders' equity .....ccccceeeeeeeeees - 6,163,190 9,071,882
10,612,111
Total liabilities and stockholders' equity ... ... $109,690,250 $90,043,470 $ 92,702,885

The accompanying notes are an integral part oktheasolidated financial statements.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY

Condensed Consolidated Statements of Income

For The Three and Nine Months Ended September 30998 and 1997

Interest Income:
Interest and fees on loans ................
Interest on investment securities: ........
Other interest income .....................

Total interest income ...........

INterest eXpense .........vvcevvevreeeeeennnns

Provision for possible loan losses .............

Net interest income after provision for possible
10aN 10SSES ...oovvviiiieieiiiiie s
Non-interest income:
Loan fees ......ccoocvvvieiiiiiieennnns
Service charges on deposits ...............
Other operating income ....................

Total other income .............
Other expense:
Salaries and employee benefits ............
Net occupancy and equipment expense .......
Other operating eXpense ..........c.cc.....

Total other expense ............

Income before income taxes
Income tax exXpense ..........ccccvvvvveveeeees

Netincome ....................

Three Months Ended
September 30,

Nine Months Ended

September 30,

1998

$1,770,444 $1,427,000 $4,941,964 $3,859,0

1997

1998

341,450 343,000 1,007,399
17,485 38,000 154,565
2,129,379 1,808,000 6,103,928
1,009,345 866,000 3,174,586
183,478 87,000 306,670
846,556 855,000 2,622,672
30,689 16,000 86,088
118,651 101,000 324,964
63,381 12,000 196,483
212,721 129,000 607,555
429,354 443,000 1,250,952
110,060 101,000 313,181
358,525 191,000 1,002,973
897,939 735,000 2,567,106
161,338 249,000 663,121
64,352 77,000 303,828
$ 96,986 $ 172,000 $ 359,293

1997

949,0
205,0

5,013,0

2,444,0

271,0

2,298,0
60,0
257,0
111,0
428,0
1,227,0
189,0
799,0
2,215,0

511,0
115,0

$ 396,0
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY
Consolidated Statement of Cash Flows

For The Nine Months Ended September 30, 1998 (1)

Cash Flows from Operating Activities:

NEetinComMe .covvvvveieieieveveeee L $ 359,294
Adjustments to reconcile net income (loss)

to net cash provided by operating activities:

Provision for possible loan losses ......... . ... 306,670
Provision for depreciation and amortizaton. ... 55,013
Changes in other assets and liabilities:
Accrued interest receivable .............. . . (90,251)
Accrued interest payable ................. . L. (46,560)

Other liabilities .. - (499,533)
Note payable .......ccccovvvvvveeeeeee. 395,000
Net cash used in operating activities .......... ... 479,633
Cash Flows from Investing Activities:
Purchase of investment securities available for sale..  (1,249,531)
Proceeds from security transactions:
Securities available for sale .............. ... (1,307,462)
Securities held to maturity — (156,502)
Netincrease inloans .......cccccooveeeeeeeee L (13,869,234)
Purchase of bank premises and equipment ........ ... (45,464)
Net cash used in investing activities .......... . .. (16,628,193)
Cash Flows from Financing Activities:
Netincrease in deposits ......ccccccvvvveveee. L 15,090,359
Issuance of common stocK ......c.ccccovcceee. L 1,186,443
Net cash provided by financing activities ...... ... 16,276,802
Net Increase in cash and cash equivalents ......... ... 128,242
Cash and cash equivalents beginning of period ..... ... 7,303,892
Cash and cash equivalents end of period ........... ... $ 7,432,134
Supplemental Disclosure of Cash Flow Information:
Cash paid during the period for interest ....... ... $ 3,128,026

(1) Information for September 30, 1997 is not pnésé due to the fact that pro forma cash flow ismeaningful.
The accompanying notes are an integral part oktheasolidated financial statements.
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CORNERSTONE BANCSHARES, INC. AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. Management Opinion

In the opinion of management, the accompanying ditea condensed consolidated financial statemdr@®merstone Bancshares, Inc.
contain all adjustments, consisting of only normeturring adjustments, necessary to fairly preenfinancial results for the interim peric
presented. The results of operations for any imgreriod is not necessarily indicative of the resstd be expected for an entire year. These
interim financial statements should be read in wociion with the annual financial statements an@sthereto.
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ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OR PLA N OF OPERATION.
GENERAL

Cornerstone's Management Discussion and Analyd#naincial Condition and Results of Operations fthbe read in conjunction with the
information and tables which follow.

The 1997 statistical disclosures of CornerstonecBlaares, Inc. under Guide 3 represent historinahfiial information presented on a pro
forma basis as if the merger of The Bank of EadgRiand Cornerstone Community Bank occurred aarafaly 1, 1996. Guide 3 financial
information presented on the pro forma basis pewicbmparable data that is reasonable and meahinghe combined banking operations
that began on the merger date of October 15, 1997.

SUMMARY
The net income as of September 30, 1998 was $978080% decrease from Cornerstone's net incom&##,800 earned during the same
period in 1997. Net income per common share ineSepér 1998 was $.10 compared with $.17 for Jun&.199

The first nine months of 1998 reflect a year tcedat income of $359,000, a 9% decrease from Cstoreg's net income of $396,000 earned
for the first three quarters of 1997. Year to degeincome per common share for September 199&\88s compared with $.39 per share as
of September 30, 1997. Pretax income for Septert®@8 increased $152,000 from September 1997 pietarme of $511,000.

The decrease in net income from September 199@pteMber 1998 is primarily due to a 23% increasmher expense in addition to an
effective tax rate of 46% resulting from non-deéhletpurchase accounting adjustments.

FINANCIAL CONDITION

Earning Assets. Earning assets for the first thesrters of 1998 increased by $12.8 million, oA%% over earning assets for the first three
quarters of 1997. This growth was due to an ina@asverage loans and average investment sesutitieled by the continued growth of
deposit accounts.

Loan Portfolio. Cornerstone's loans as of Septer@@el 998 were $74 million, an increase of 26.8%r@®68.1 million in loans reported for
the first nine months of 1997. Loan growth for 19@& been primarily funded through increased dégoswth.

Investment Portfolio. Cornerstone's investment sges portfolio decreased by 14% or $3 millionrfr@Geptember 1997 to September 1998,
due to several securities maturing during the fi@éod. Cornerstone maintains an investment styatégeeking portfolio yields within
acceptable risk levels, as well as providing ligiyidCornerstone maintains two classificationsrfastment securities: "Held to Maturity” a
"Available for Sale." The "Available for Sale" seities are carried at fair market value, whereas"theld to Maturity" securities are carriec
book value. As of September 30, 1998, unrealizéasga the "Available for Sale" portfolio amountexi$36,000.

Deposits. Cornerstone's deposits increased $14li6mor 17.8% from September 1997 to SeptembeB81%8me and savings deposits
accounted for the largest portion of this growtliva time deposit increase of 30% or $14.4 milbmd an increase in savings deposits of
million or 23%. This increase was due to Cornems®strategy of increasing deposits by offering petitive rates to customers. From
September 1997 to September 1998 interest-beaengdction deposits increased $2.9 million or 18%.

Capital Resources. Stockholders' equity increades iillion or 74% to $10.6 million as of SeptemBe€r 1998, compared with $6.1 million
at September 30, 1997. This increase was primauig/to warrants being exercised by shareholders.
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BALANCE SHEET MANAGEMENT

Liquidity Management. Liquidity is the ability of@mpany to convert assets into cash without st loss and to raise funds by increa
liabilities. Liquidity management involves havirtgetability to meet the day-to-day cash flow requieats of its customers, whether they are
depositors wishing to withdraw funds or borrowerguiring funds to meet their credit needs.

The primary function of asset/liability managemisntot only to assure adequate liquidity in oraerG@ornerstone to meet the needs of its
customer base, but to maintain an appropriate balbatween interest-sensitive assets and intezasttive liabilities so that Cornerstone can
profitably deploy its assets. Both assets andlitadsi are considered sources of liquidity fundangd both are, therefore, monitored on a daily
basis.

The asset portion of the balance sheet providegliiy primarily through loan repayments and mdtesi of investment securities. Additional
sources of liquidity are the investments in fedéwalls sold and prepayments from the mortgage-lohs&eurities from the investment
portfolio.

The liability portion of the balance sheet providigsidity through various interest bearing and imberest bearing deposit accounts. As of
September 1998 Cornerstone had approximately $Ri6mof federal funds lines available.

RESULTS OF OPERATIONS - QUARTER ENDED SEPTEMBER 30, 1998 COMPARED TO QUARTER ENDED SEPTEMBER 30
1997

Net Interest Income. Net interest income is thagipal component of a financial institution's ina@istream and represents the spread be
interest and fee income generated from earningsaasd the interest expense paid on deposits. dlteeving discussion is on a fully taxable
equivalent basis.

Net interest income as of September 30, 1998 deede®24,000 or 3% over net interest income as pife@wer 30, 1997. The increase in
interest income is primarily due to an increasimiarest-bearing deposits.

Interest income increased $305,000 or 17% as ak8der 1998 compared to September 1997. Interestnia produced by the loan portfc
increased $327,000 or 23% from September 1997 gteBdber 1998 due to the increase in average la@arikd period. Interest income on
investment securities decreased $2,000 or 1% frepte®nber 1997 to September 1998.

Total interest expense increased $233,000 or 2@%% 8eptember 30, 1997 to September 30, 1998. Taegt expense increase from the
third quarter of 1997 to the third quarter of 199®rimarily due to the increase in average time savings deposits.

The trend in net interest income is commonly ev&ldign terms of average rates using the net irttemasgin and the interest rate spread. The
net interest margin, or the net yield on earnirggetss is computed by dividing fully taxable equérdlnet interest income by average earning
assets. This ratio represents the difference bettteeaverage yield on average earning assetdaralerage rate paid for all funds used to
support those earning assets. The net interesimatr§eptember 30, 1998 was 4.71%. The net cdands, defined as interest expense
divided by average-earning assets, decreased i2pmists from 4.35% on September 30, 1997 to 4.28¥998. The yield on earning assets
increased 15 basis points to 9.11% at Septembe&r9®8, from 8.96% at September 30, 1997.

The interest rate spread measures the differertagbp the average yield on earning assets and/érage rate paid on interest bearing
sources of funds. The interest rate eliminatesripact of noninterest bearing funds and gives ectliperspective on the effect of market
interest rate movements. As a result of chang#seimsset and liability mix during 1998, the ingtmate spread increased 13 basis points
3.33% to 3.46% from September 1997 to Septembe.199

Allowance for Loan Losses. The allowance for pdssiban losses represents management's assesdittemtioks associated with extending
credit and its evaluation of the quality of therq@ortfolio. Management analyzes the loan portfaiadetermine the adequacy of the
allowance for possible loan losses and the apmtgprovisions required to maintain a level congidexdequate to absorb anticipated loan
losses. Management believes that the $950,000ejoteSiber 1998 in the allowance for loan losseswattomas sufficient to absorb known
risks in the portfolio. No



assurance can be given, however, that adverse miooocumstances will not result in increased éssis the loan portfolio, and require
greater provisions for possible loan losses irftlgre.

Nonperforming Assets. Nonperforming assets inclunlgperforming loans and foreclosed real estate floelsiale. Nonperforming loar

include loans classified as nonaccrual or renegmatiaCornerstone's policy is to place a loan oranorual status when it is contractually past
due 90 days or more as to payment of principahtaréest. At the time a loan is placed on nonacatadls, interest previously accrued by not
collected may be reversed and charged againstntwaenings. As of September 30, 1998 Cornerstade$62,000 in nonperforming assets.

Noninterest Income. Noninterest income consist®wénues generated from a broad range of finaser@ices and activities including -
based services and profits and commissions eahmedgh credit life insurance sales and other di#ivi In addition, gains or losses realized
from the sale of loans are included in noninteiresime. Excluding gains from the sale of loansltnbninterest income increased by $84
or 64.9% from September 1997 to September 1998.

Noninterest Expense. Noninterest Expense for tiné tjuarter of 1998 increased by $163,000 or 22%oagpared to the third quarter of 1¢
Salaries and employee benefits decreased $13,08% érom the third quarter of 1997 to the third dernof 1998. Occupancy expense as of
September 30, 1998 increased by $10,000 or 10% $eptember 30, 1997. All other noninterest expefuethe quarter ending September
30, 1998 increased $168,000 or 88% over the naeisttexpense for quarter ending September 30, A88iarily due to increased amount of
items charged off and professional expenses.

RESULTS OF OPERATIONS - NINE MONTHS ENDED SEPTEMBER 30, 1998 COMPARED TO NINE MONTHS ENDED
SEPTEMBER 30, 1997

Net Interest Income. Year to date net interestimedor the nine months ended September 1998 irene®?65,000 or 11% over net inter
income for the nine months ended September 1998.iftrease is primarily due to an increase inrggeearning assets.

Total interest income earned year to date incre@igedmillion or 20% from September 30, 1997 tot8eyber 30, 1998. The interest income
produced by the loan portfolio for the nine monémipd increased $1.1 million or 26% due to theease in average loans. Interest incom
investment securities increased $58,000 or 6% fBeptember 1997 to September 1998.

Year to date total interest expense as of SepteBther998 increased $731,000 or 30% from the yedate total interest expense of $2.4
million at September 30, 1997. This increase imprily due to the increase in total interest bepdaposits.

Noninterest Income and Expense. Year to date nataihterest income as of September 30, 1998 inede$%79,500 or 41.9% from year
date noninterest income as of September 30, 1993.ifAcrease is due in part to an increase indsssssed on nonsufficient funds.

Year to date noninterest expense as of SeptemB&ihereased by $352,000 or 16% over the yeart®maninterest expense as of
September 1997. Salaries and employee benefitsased by $24,000 or 2% in 1998 over 1997. Occupaxggnse as of September 30, 1998
increased by $124,000 or 66% over the same periowply due to the additional expense of upgradingiputer equipment. All other
noninterest expenses at September 30, 1998 incr&284,000 or 25% over the noninterest expensé @spiember 30, 1997. This increase
was primarily due to an increase in advertisingsasd professional fees and the inclusion of gdlbdwmortization beginning in 1998.
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PART Il -- OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS
None.
ITEM 2. CHANGES IN SECURITIES
None
ITEM 3. DEFAULTS UPON SENIOR SECURITIES
None
ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
None
ITEM 5. OTHER INFORMATION
None
ITEM 6. EXHIBITS AND REPORTS ON FORM 8-K
(a) Exhibits:
27 -- Financial Data Schedule (For SEC Use Only)
(b) There have been no Current Reports on Fornfige& during the quarter ended September 30, 1998.

8



SIGNATURES

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

CORNERSTONE BANCSHARES, INC.
(Registrant)

Dat e: Novenber 13, 1998
/'s/ Tinothy L. Hobbs, President
(principal executive officer)

Dat e: Novenber 13, 1998
/sl Teresa Patten (principal financial and
accounting officer)
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ARTICLE 9

THIS SCHEDULE CONTAINS SUMMARY FINANCIAL INFORMATION EXTRACTED FROM THE FINANCIAL STATEMENTS OF
CORNERSTONE BANCSHARES, INC. FOR THE NINE MONTHS BERND SEPTEMBER 30, 1998 AND IS QUALIFIED IN ITS
ENTIRETY BY REFERENCE TO SUCH FINANCIAL STATEMENTS.

PERIOD TYPE 9 MOS
FISCAL YEAR END DEC 31 199
PERIOD START JAN 01 199
PERIOD END SEP 30 199
CASH 6,852,13.
INT BEARING DEPOSITS 0
FED FUNDS SOLLC 580,00(
TRADING ASSETS 0
INVESTMENTS HELD FOR SALE 10,096,06
INVESTMENTS CARRYING 10,936,16
INVESTMENTS MARKET 12,963,00
LOANS 74,152,55
ALLOWANCE 950,07:
TOTAL ASSETS 109,690,25
DEPOSITS 96,940,16
SHORT TERM 0
LIABILITIES OTHER 608,98
LONG TERM 1,250,00!
PREFERRED MANDATORY 0
PREFERREL 0
COMMON 1,009,46.
OTHER SE 9,602,65!
TOTAL LIABILITIES AND EQUITY 109,690,25
INTEREST LOAN 4,941,96.
INTEREST INVEST 1,007,39
INTEREST OTHER 154,56!
INTEREST TOTAL 6,103,92!
INTEREST DEPOSIT 3,174,58i
INTEREST EXPENSE 3,174,58i
INTEREST INCOME NET 2,622,67.
LOAN LOSSES 306,67(
SECURITIES GAINS 0
EXPENSE OTHEF 2,567,101
INCOME PRETAX 663,12:
INCOME PRE EXTRAORDINARY 0
EXTRAORDINARY 0
CHANGES 0
NET INCOME 359,29¢
EPS PRIMARY .3€
EPS DILUTED .3€
YIELD ACTUAL 9.11
LOANS NON 50,00(
LOANS PAST 2,605,81!
LOANS TROUBLED 521,51
LOANS PROBLEM 0
ALLOWANCE OPEN 950,07:
CHARGE OFF< 337,00(
RECOVERIES 65,00(
ALLOWANCE CLOSE 950,07:
ALLOWANCE DOMESTIC 950,07:
ALLOWANCE FOREIGN 0
ALLOWANCE UNALLOCATED 0
End of Filing
Powered By I‘.IHI.-'\I.[-_'{I[ -

© 2005 | EDGAR Online, Inc.



