
To Our Shareholders,

Cornerstone Bancshares, Inc. delivered an exceptional year to the shareholders in 2005!  I am very
proud of every employee and their commitment to making 2005 the best year ever for the company. Net
income increased from 2004 by 68.2 percent to $4,324,519 and earnings per share after dilution was $1.32
for an increase over 2004 of 43.4 percent. The increase in earnings per share was exceptional given that
we increased the number of shares in early 2005 by 500,000 in raising $7.5 million of new capital. The
increase in net income can be attributed to several concurrent factors.

First, the Federal Reserve Bank predictably raised interest rates a quarter of a percent at every meeting
during 2005.This allowed a majority of our loan portfolio to reprice at higher rates consistently during the
year. Second, our lending staff grew the loan portfolio over 29 percent during the year with the majority of
those new loans floating with prime rate. Third, the funding sources for the loan growth were primarily
longer-term liabilities that extended our repricing of deposits to enhance our net interest margins. Net
interest margins for the year improved from 5.02 percent in 2004 to 5.44 percent in 2005. During the
fourth quarter, our net interest margin was 5.71 percent.

Predictably, we do not expect these factors to continue in 2006. As the Federal Reserve Bank reduces
the frequency of  itsrate increases, liability rates will eventually increase faster than loan rates can reprice.
Given the extremely flat yield curve, the ultimate outcome is a reduction in net interest margins.This is not
unique to our company, but will affect all lending institutions nationwide. Our challenge will be to prepare the
company for the eventual stabilization of interest rates and the inevitable increased cost of funding liabilities.
Every financial institution will face the same challenges; however, our advantage is that we start from a higher
level of net interest margin compared to our competition. We expect net interest margins for the year
2006 to remain above 5.00 percent as the company migrates to a more neutral repricing position. This
repositioning is consistent with the prospect that short-term interest rates are approaching their high and
commercial loan demand will begin to level off. Both prospects are consistent with historical precedents
as the national economy reaches the high point in an interest rate cycle.

During 2005, the company benefited from an increase in deposit accounts of over 39 percent, or an
increase of $64.6 million, to end the year with total deposits of $252.4 million. The majority of the increase
in 2005 came from two sources. First, CDs less than $100,000 increased $23.4 million or 39.3 percent,
and second, money market accounts increased $24.2 million or 77.5 percent. The company’s market is
extremely competitive for these deposits, and the consumer is very sensitive to interest rate changes. We
expect continued price competition during 2006. However, given our superior net interest margin relative
to our competition, we do not expect any deterioration in our base accounts. We are in a great position
to meet our competition head on!

Our market niche of specializing in commercial lending is developing momentum and is gaining a substantial
foothold in the community. In 2005, loans increased by $59.4 million or 29.5 percent. Our strong understanding
of asset-based lending has helped us to double our accounts from last year. At year-end 2005, we had $45
million in available lines outstanding in our asset-based lending portfolio.To complement our position in the
asset-based lending market, we acquired Eagle Financial, Inc. in December 2005. Eagle is a commercial
finance company specializing in factoring commercial invoices. With outstanding factoring lines of $2.5 million,
we expect Eagle to contribute over $150,000 to the company’s net income in 2006, after tax and amortization
expense of goodwill, or $0.045 per share after tax.

Our loan quality remained better than our peer group and better than industry average. In 2005, our
loan loss reserve was 1.30 percent of loans outstanding at yearend, and our net loan charge-offs for 2005
were 0.36 percent of our average outstanding loans. As of yearend 2005, our peer group as a percentage
of outstanding loans had 0.55 percent in non-performing loans and 0.71 percent in non-performing assets.
Comparatively, the company had 0.28 percent in non-performing loans and 0.57 percent in non-performing
assets. Loan compliance and loan review continue to reinforce our loan quality risk management process.
Internal loan review and consumer loan compliance will be instrumental in continuing to adjust the framework
for providing credit to all qualified applicants. Regardless of size or complexity of the loan request, the company
will maintain the basic principle of flexibility in arranging the structure of the credit facility.
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For the last several years, while interest rates have been historically low, we have been somewhat 
accommodative to our customer base and in our underwriting standards. However, given the current yield
curve structure and economic conditions, we will begin adjusting our credit underwriting standards to being
less accommodating in 2006.These changes should not affect our current client base. However, loan growth
for 2006 may be affected.Therefore, loan growth projections for 2006 have been reduced to between 14
percent and 18 percent.

The company’s non-interest income increased 35.5 percent in 2005 from 2004.This increase is attributed
to a higher level of fees collected from ACH transaction processing, SBA loan closings and a rescheduling
of our account service charges. Non-interest expenses increased 19.3 percent, primarily from increased
salary and benefit expense related to increased human resource required for the company’s growth. Even
with the increase in expenses, our efficiency ratio improved to 45 percent in 2005 from 54 percent in 2004.
One of our key goals for the next several years will be to improve non-interest income. Strengthening our
third-party arrangements with e-commerce transaction processing partners will be a key to our improvement
in non-interest income for the next several years. In addition, in August 2005 we launched our insurance
product offering in partnership with AGA Insurance Agency. We are very proud to be associated with AGA
Insurance Agency, a Chattanooga-based company, to offer our clients a broad range of commercial and personal
insurance products.

Our stock had a year-end closing value of approximately $23.00 per share, or a 53 percent increase
from the late 2004 value of $15 per share. In the first few months of 2006, our stock has reached a value
of $26 a share. At $26 per share, the stock is trading at 2.6 times book value and 20 times last year’s diluted
earnings per share. Both of these metrics are within normal parameters given our financial performance.
For 2006, the company expects earnings per share before dilution to be between $1.55 and $1.60. Since
January 2003, your post-split stock value has risen from approximately $7.25 to $26.00, or an annualized
increase of 53 percent per year. Continued share price appreciation is not certain and will, in part, depend on
continued growth and performance of the company. Last December, your board decided to begin paying
quarterly dividends beginning in 2006. Therefore, we started with our January payment of $0.06 per share
and expect to continue our payment of $0.06 per share in April, July and October for a total of $0.24 per
share for 2006.

We are actively engaged in negotiating our next branch in the Bonny Oaks Industrial Park area. If everything
falls into place, we should be opening our new branch around Thanksgiving. In addition, we are exploring
all available choices to enter the North Georgia market. The Chattanooga metropolitan area includes
Dade, Catoosa and Walker counties of North Georgia, and together they represent an opportunity for us
to expand our relationship banking philosophy. Our company has established many sustaining relationships
in North Georgia and would benefit greatly from maintaining a physical facility in that area.

From the board, we regret to report that Jim Large will not stand for re-election as a director. He has 
decided to retire effective year-end 2005. Jim served on several committees over the years, and his dedication
to the company has been unwavering. His sage advice and wisdom will be truly missed. We all wish him
the best of life in his retirement.

As always, I believe we have our best years ahead of us. I wish to thank our board for their leadership,
the employees for their dedication, and especially to you, our shareholders, for your continued support.

Sincerely,

Gregory B. Jones
Chairman and Chief Executive Officer
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TOTAL ASSETS NET INCOME

NET INTEREST INCOME TOTAL DEPOSITS

2001 2002 2003 2004 2005

TOTAL ASSETS $142,458,248 $159,902,221 $200,996,216 $248,614,634 $323,611,901

NET INCOME 569,612 1,061,423 1,881,859 2,571,083 4,324,519

NET INTEREST INCOME 5,037,977 6,393,652 8,115,619 10,483,424 14,483,290

TOTAL DEPOSITS 119,149,290 130,446,324 159,352,275 187,832,902 252,435,890
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Entering Second Decade,
Cornerstone Still Committed to Relationships

A building’s cornerstone is strong,
unshakeable, sturdy—and totally
committed to bearing the
weight and establishing the
direction of the structure it

supports. In the same way,Cornerstone
Community Bank is providing durable, long-lasting 
and unwavering service to support its customers as it
begins a new decade as Chattanooga’s only locally
owned and locally managed bank.

When you walk through the door of a Cornerstone
Community Bank branch, it’s highly likely you will be greeted
by name.That’s the way the bank wants to do business.
Friendly, personal, individualized service is the foundation
of Cornerstone’s banking philosophy. Relationships really
are the cornerstone of the bank’s business.

From its beginnings in 1995, Cornerstone sought to
meet a need that was underserved. Larger banks
seemed uninterested in servicing small businesses, and
the decision-making process sometimes dragged on far
too long. Instead of doing business from a downtown
high-rise, Cornerstone came to the street corners
where the heart of Chattanooga’s business is located.

“Cornerstone’s founders wanted the bank out in the
community where the businesses were,’’ says Greg Jones,
Cornerstone’s board chairman.“When you are closer to
your clients, you can accommodate their needs quicker.’’

As a commercial bank, Cornerstone focuses on meeting

the needs of the business customer. It assists clients 
in areas including business development, real estate
transactions and equipment loans. The lending institution
works with a wide variety of companies with gross 
revenues ranging from $20,000 up to $100 million.

“We’re filling a niche that a lot of larger regional banks
don’t want to deal with—either because of the size of
the loan or the type of the loan,’’ explains Greg,

Celebrating 10 Years of Growth
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who joined Cornerstone 
in 1999. “Larger banks don’t
have the time or flexibility to
meet the customer’s needs in
the way a smaller bank can.
This high level of customer
service has been a key to
Cornerstone’s growth over
the last 10 years.”

Cornerstone’s customer
service approach has 
created significant growth
in 2005, as the bank 
experienced 30 percent
growth in asset size,
doubling projections for the
year. Net income increased by 68.2 
percent, and deposit accounts increased over 39 percent.
As Cornerstone remains committed to building strong
financial foundations for its customers, its niche of 
commercial lending continued to gain momentum.
Another 2005 highlight was the acquisition of Eagle
Financial LLC, a commercial finance company that 
provides commercial factoring and loan brokerage 
services. With this new addition, Cornerstone is now
able to offer asset-based financing services to its 
commercial customers, which enables them to achieve
better growth in their capital investments.

Looking ahead to the 2006 fiscal year, Greg anticipates
continued customer growth as businesses discover

Cornerstone’s advantages and
choose the bank over 
competitors. “We’re just going
to keep doing the things we’ve

been doing and try to 
do them right,’’ says Greg.
“Our future is whatever
we want it to be. We’ll 
listen to any opportunities
that come along.’’

To meet the needs 
of its growing customer

base, Cornerstone plans 
to build a new branch at

Bonny Oaks Drive and Jersey Pike,
which is scheduled to open late November or early
December 2006.

Explaining Cornerstone’s success, Greg sums it up 
simply: “We’re nicer,’’ he says. “We take the time to listen
and to assist our clients in a resolution of their financial
problem or situation.We get involved with the client to
help them find a solution.’’

Solutions. Stability. Strong relationships with 
customers. A commitment to quick answers. Standing
side-by-side with its clients—its friends—Cornerstone
will continue to build on its reputation as the lending 
institution that helps local businesses build strong 
financial foundations.
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Cornerstone Customer Praises Bank’s 
Quick Decisions 

Cornerstone Community Bank was started by a
group of local investors who believed small businesses
needed a local community bank that cared more about
helping them grow and develop rather than a set of
numbers. This vision has driven Cornerstone to become
the area’s largest locally owned, locally managed bank.

This focus on providing small businesses
with full service banking without all of 
the hassles of a large bank is one of
the key reasons Don Jones,
owner of Bo South Inc.
of Tennessee, banks 
at Cornerstone
Community Bank.

In fact, he believes
moving his company’s
banking to Cornerstone
was “one of the better
business decisions I’ve 
ever made.’’

The owner of six
Bojangles’ restaurants in 
the Chattanooga/North
Georgia area, Don has
been a Cornerstone 
customer for three years.
The East Ridge branch 
handles all his personal and 
business accounts, including
loans and financing.

Don decided to move all of his business accounts to
Cornerstone after experiencing growing dissatisfaction
with the level of service offered by one of the larger
banks in town. “It was very difficult for a large bank 
to make decisions based on my needs. Plus, these 
decisions are made by someone who has no relationship
with me and lives outside of this area,’’ Don explains.
“As a small business owner, I need a bank that knows
my concerns, is willing to work with me and can make
key decisions in a timely manner.”

Frustrated with his current situation, Don became
interested in Cornerstone when employee Gregg Phillips
called to renew their former ties and to let Don know
what Cornerstone had to offer.

“It was a wonderful change,” Don says. “I have 
built a successful small business by providing quality 

customer service to all of my customers, regardless 
of who they are.With Cornerstone, I see this same
commitment to customer service each and every day.”

With a branch location right across the street 
from his Ringgold Road headquarters, Don can easily
drop by any time and visit with Gregg, vice president 

at the East Ridge location. “Anything I need is just 
a phone call away,’’ he says.

The customer-friendly attitude extends to 
every bank employee, who show an interest in the 
daily lives of customers regardless of the size of their
account, Don says. “I get a lot of positive feedback 
from my managers about their interaction with the
tellers. It’s nice to have somebody out there who 
is sincere.’’

Cornerstone’s responsiveness and personalized
service are some of the key reasons Don plans to
remain a loyal customer. “You’ve got a few people 
you submit things to instead of several layers of 
people who don’t want to make a decision,’’ he 
explains. “With Cornerstone, I can talk directly with
Gregg and get things done quickly.’’

Building Strong Financial Foundations for  

Don Jones, owner of Bo South Inc. of Tennessee
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 Our Customers

Determination to Please Customers
Key to Cornerstone Success

As the owner of an independent pharmacy and small
business, Brad Standefer knows the importance of providing
excellent customer service to every person who walks
through his doors.This commitment to one-on-one service
is a primary reason customers have continued to use his
Access Family Pharmacy over the years rather than one
of his competitors.

This same devotion to pleasing clients is the reason why
Brad has been a loyal Cornerstone Community Bank
customer for the past three years.

“Convenience and personal service are everything in
the banking business,’’ says Brad. “If you don’t have those,
you don’t have my business. Cornerstone is willing to go
the extra mile to service its customers.’’

As Brad’s wife, Reta, explains, “Our business has
developed over the years due to personal service.We pride
ourselves in knowing our customers and their families
and in making sure they know we care about them and
what is going on in their lives.

“At Cornerstone, we found exactly the same personal,
friendly service that we strive to deliver ourselves,’’ Reta
says. “There has absolutely at no time been any issue or
situation that the staff at Cornerstone has not been able to
handle in the most efficient and professional way possible.’’

Brad and Reta are involved in other business 
ventures, including ownership of the Uniform Shop in
Hixson and Brainerd. As their small businesses started 
to grow, Brad and Reta moved all of their business and
personal accounts, including loans, investments, and
checking accounts, to Cornerstone.

Cornerstone works diligently to ensure that its customers
have the necessary service and support, which is critical
in today’s fast-paced, competitive market, Brad says.

“With larger banks, personalized service is harder 
to obtain,’’ he explains. “With Cornerstone, we have
developed strong relationships with the people who 
are in decision-making positions at the bank.These 
relationships are vital when we have to move quickly 
on deals where time is essential or critical.’’

With larger banks, a small business typically does
not have these relationships and would have to wait 
for someone in Birmingham or Atlanta to approve a
loan, Brad explains. “Business moves quickly, and you
need to have a bank that moves quickly with you,’’ says
the pharmacist. “You can’t be bogged down with a bank
that takes a long time to push deals through.’’

“With the type of businesses we are in, we cannot wait
on calls to be routed to different cities or states to get
answers to our questions,’’ Reta adds. “We know we can
depend on Janice Lanier and Frank Hughes at Cornerstone
to respond to any banking needs we have, whether it is
buying another business or simply transferring funds
from one account to another.’’

In addition to customer service, Cornerstone offers
competitive rates and convenience with multiple branch
locations, says Brad. And Cornerstone employees are
committed to knowing every customer and are “friendly
and competent.’’

As he considers expanding his business ventures 
in the future, the pharmacist values Cornerstone as a
partner and believes the bank will be a great resource
as his business continues to progress.

“When you are trying to grow your business, you
have to have a banker who is willing to get on board
with you,’’ Brad says. “Cornerstone has always done that
for us. When a bank takes care of your needs, it creates
a loyal customer who will never go anywhere else.’’

Brad Standefer, owner of Access Family Pharmacy
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Dedication to Community Service
Foundational for Cornerstone Employees

While Cornerstone Community Bank handles 
financial investments in its daily operations, the bank 
continues to support and invest in the lives of its clients
by actively participating in community service events that
are improving the quality of life for thousands of area
residents. Giving back through service is part of
Cornerstone’s commitment to building strong financial
foundations for the community.

During the past year, Cornerstone employees 
have been actively involved in numerous volunteer
efforts and charitable causes, such as the Chattanooga
Area Food Bank and the Juvenile Diabetes Research
Foundation (JDRF).

The JDRF is the leading charitable funder and advocate
for research on Type 1 diabetes and its complications.
Cornerstone’s involvement with this organization started
with Evon Chastain, assistant vice president and human
resources officer for the bank. Her son, Brian, was 
diagnosed with diabetes as a 14-year-old.Through the JDRF,
Evon was able to get support and help with raising a
child diagnosed with Type 1 diabetes. Today, Brian is 27
and the proud father of baby daughter McKynze.

Through Evon’s leadership, bank employees 
continue to embrace this organization. Over the past 
six years, close to 150 Cornerstone employees have
participated in the Walk to Cure Diabetes and raised
nearly $14,000. Another $2,000 has been raised by
Cornerstone associates through participation in the
Forrest Cate Ford Golf Tournament, another JDRF 
fund-raiser.

Evon believes the 2006 event will be the best 
ever thanks to Frank Hughes, Cornerstone president
and chief operating officer. Frank has agreed to serve as
the chairman of the 2006 JDRF Walk to Cure Diabetes,
and Cornerstone will be the primary corporate sponsor
for the event.The walk is scheduled for May 20, 2006 
at Coolidge Park.

“The success of our walk is based on strong support
from our volunteer leaders like Frank,’’ says Mark Roberts,
JDRF executive director. “We are thankful for Cornerstone’s
continued partnership with our organization.’’

Evon’s involvement with JDRF does not stop with
coordinating the bank’s involvement in the Walk to Cure
Diabetes. She also serves as a board member for the
regional office and serves on the planning committee 
for the agency’s upcoming golf tournament.

Evon is proud and appreciative
of Cornerstone’s involvement 
with an agency that she says is 
“dear to my heart. At Cornerstone,
we want to make a difference in 
the community.’’

The Chattanooga Area Food
Bank feeds hungry families in a 
20-county region in Tennessee and
Georgia. Last year, the Food Bank 
distributed over eight million pounds
of food in its service area.

In addition to employees who
volunteer their time packing meals,
Cornerstone continues to support
the capital campaign for the Food
Bank’s new facility off Amnicola
Highway that opened in early 2006.
Over the past few years, the bank
has sponsored a variety of events,
including the Hike for Hunger and 
a garden tour. And until the Food
Bank moved into its new building,

Helping Build Our Community

Bank employees, left to right, Evon Chastain, Frank Hughes, Sunshine Sherlin
and Sarah Morris listen to a presentation from Mark Roberts, representative 
with the JDRF.

8 CORNERSTONE BANCSHARES, INC.



(From left) Clare Sawyer, executive director of the Chattanooga Food Bank, helps fill bags with Cornerstone employees 
Tom Zeilke, Robin Davenport, Jerry Lee and Melanie Carter.
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Cornerstone hosted the agency’s board meetings at its
Lee Highway service center.

“Corporate sponsors such as Cornerstone are
incredibly vital to our work,’’ says Clare Sawyer, president
of the Chattanooga Area Food Bank. “They help build
awareness of our work, starting a chain reaction of 
additional support.’’

Jerry Lee, Cornerstone executive vice president,
serves as a board member and chairs the finance 
committee for the Food Bank.

“It’s a great organization,’’ says Jerry. “They provide 
a very much needed and necessary service for Chattanooga
and the surrounding community.’’

Most of the bank’s community service efforts are led
by the Cornerstone’s “elves,’’ or participants in the Employee
Leadership Forum (ELF). The “elves’’ organize bank events
and community initiatives on behalf of Cornerstone
employees in addition to their regular on-the-job duties.

“Part of our job as ELFs is to make sure our
employees are aware of the issues we are involved in,’’
says Sarah Morris, one of the “elves’’ and a Cornerstone
investment accounting clerk. “Our efforts with the
Chattanooga Area Food Bank and the Juvenile Diabetes
Research Foundation continue to demonstrate
Cornerstone’s commitment to supporting the communities
in which it serves.”



Forward-Looking Statements

Management’s discussion of the Company and

management’s analysis of the Company’s operations

and prospects and other matters may include 

forward-looking statements within the meaning of

the Private Securities Litigation Reform Act of 1995

and other provisions of applicable federal and state

securities laws. Although the Company believes that

the assumptions underlying such forward-looking

statements contained in this Report are reasonable,

any of the assumptions could be inaccurate and,

accordingly, there can be no assurance that the 

forward-looking statements included herein will

prove to be accurate.  The use of such words as

“expect,” “anticipate,” “forecast,” and comparable

terms should be understood by the reader to indicate

that the statement is “forward-looking” and 

thus subject to change in a manner that can be

unpredictable. Factors that could cause actual

results to differ from the results anticipated but not

guaranteed, in this report, include (without limitation)

economic and social conditions, competition for

loans, mortgages, and other financial services and

products, changes in interest rates, unforeseen

changes in liquidity, results of operations, and

financial conditions affecting the Company’s customers,

and other risks that cannot be accurately quantified

or completely identified.  Many factors affecting

the Company’s financial condition and profitability,

including changes in economic conditions, the

volatility of interest rates, political events and 

competition from other providers of financial services,

simply cannot be predicted. Because these factors are

unpredictable and beyond the Company’s control,

earnings may fluctuate from period to period.  The

purpose of this type of information is to provide

readers with information relevant to understanding

and assessing the financial condition and results of

operations of the Company, and not to predict the

future or to guarantee results. The Company is

unable to predict the types of circumstances, 

conditions and factors that can cause anticipated

results to change.  The Company undertakes no

obligation to publish revised forward-looking

statements to reflect the occurrence of changes or

unanticipated events, circumstances, or results.

General

The following should be read in conjunction with

the information and tables that follow. For a 

discussion of liquidity and the impact of inflation,

see “Capital Resources/Liquidity” below.

Summary

Net income for 2005 was $4,324,519 which represents

a 68.2% increase from the Company’s net income of

$2,571,083 in 2004. Net income per common share of

$1.42 for 2005 was 37.9% higher than 2004 net

income per common share of $1.03.  Pretax income

of $6,881,135 for 2005 increased $2,717,552 from

2004 pretax income of $4,163,583.

The increase in net income per common share from

2004 to 2005 comes directly from the dramatic growth

of the Company’s earning assets, especially average

loans, which grew 30.3%. This growth coupled with

repetitive loan and security re-pricing as the

Federal Reserve increased the target Federal Funds rate

throughout 2005 helped the Company realize a 39.2%

increase in net interest income to $14,594,290. Also

contributing to improved net income was a 35.5%

increase in non-interest income. Most of the increase

was due to operating lease income, a new product line

the Bank introduced in 2004, and the sale of commercial

loans to conduit lenders. Asset quality remained at its

better than industry standard level during 2005.

Dramatic loan growth required the Bank to increase

the loan loss provision to $1,401,600 during 2005.

Non-interest expense increased 19.3% in 2005 due

mostly to an increase in salaries and benefits of

15.4% and the addition of depreciation expense

associated with leased assets.  

Business of the Company

The Company's earnings depend primarily on the

Bank’s and Eagle’s "net interest income," which is the

difference between the interest income it receives

from its assets (primarily its loans and investment

securities) and the interest expense (or "cost of

funds") which it pays on its liabilities (primarily its

deposits). Net interest income is a function of (i) the

difference between rates of interest earned on

interest-earning assets and rates of interest paid on

interest-bearing liabilities (the "interest rate spread"

or "net interest spread") and (ii) the relative amounts

of its interest-earning assets and interest-bearing

liabilities. When interest-earning assets approximate

or exceed interest-bearing liabilities, any positive

interest rate spread will generate net interest

income. The Company adheres to an asset and liability

management strategy, which is intended to control

the impact of interest rate fluctuations upon 

Management’s Discussion and Analysis
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Performance Measures

Years Ended December 31,

2005 2004 2003

Net Interest Margin

(Net interest income divided by average interest-earning assets) 5.43% 5.02% 4.87%

Return on Average Assets

(Net income divided by average total assets) 1.51% 1.15% 1.06%

Return on Average Equity

(Net income divided by average equity) 14.98% 13.83% 11.68%

Equity to Assets

(Average equity divided by average total assets) 10.09% 8.30% 9.04%

Loans to Deposits 

(Average loans divided by average deposits) 109.04% 104.73% 101.21%

Dividend Payout Ratio

(Dividends paid by the Company divided by net income) 12.17% 4.84% 0.00%

the Company's earnings and to make the yields on

the Bank’s loan portfolio and investment securities

and Eagle’s receivable financing more responsive

to its cost of funds. This is accomplished by more

closely matching the maturities of its interest-earning

assets and its interest-bearing liabilities, while still

maximizing net interest income. Nevertheless, the

Company is and will continue to be affected by

changes in the levels of interest rates and other

factors beyond its control.
Unless specifically noted below, the following

information is presented on a consolidated basis

reflecting the Company’s performance as a whole.

The Company's results of operations are dependent

primarily upon the results of operations of 

the Bank.

For the fiscal years ended December 31, 2005

and 2004, the Company's weighted average rate

earned on all interest-earning assets was 7.68%

and 6.73%, respectively, and the Company's

weighted average rate paid on all interest-bearing

liabilities for the same years was 2.75% and 2.03%,

respectively.  The Company's interest rate spread

for the years ended December 31, 2005 and 2004

therefore was 4.93% and 4.70%, respectively, and

its net interest income for such years was

$14,594,290 and $10,483,424 respectively. For fiscal

2005, the Company recorded net income of

$4,324,519 or $1.42 basic earnings per common

share as compared with net income of $2,571,083

or $1.03 basic earnings per common share for fiscal

2004.  The increase in net income was due to a

39.2% increase in the Bank’s net interest income

and a 35.5% increase in non-interest income, while

non-interest expense increased only 19.3%. 

Table 1 below sets forth certain additional measures

of the Company’s performance for the periods 

indicated. Average balances in the table, as well 

as all average balances presented elsewhere in 

this report, were derived based on daily balances

whenever possible. However, some average 

balances, which require data from the Company, as

opposed to the Bank, were derived based 

on month-end balances since the data processing

systems for those entities do not provide daily 

average balance information. The use of month-end

averages does not materially alter any information

given, and all averages are still representative of

the operations of the Company.
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TABLE 1

Net Interest Income. Net interest income is the

principal component of a financial institution’s

income stream and represents the spread between

interest and fee income generated from earning

assets and the interest expense paid on liabilities.

The following discussion is on a fully taxable

equivalent basis.  

Net interest income before loan loss provision for

2005 increased by $4,110,866 or 39.2% over 2004.

The increase in net interest income from 2004 

to 2005 is due to material growth of the balance

sheet and interest rate sensitivity of the 

Bank’s assets compared to its liabilities. Interest

income grew 47.0% as the Federal Reserve 



increased the target Federal Funds rate 200 basis

points during 2005.  The Bank was in a favorable

position to take advantage of the rapid and predictable

increases due to its loan and security portfolios

being mostly variable rate instruments. Loan origination

fees remained strong as the Bank became more

proficient at Small Business Administration (SBA)

lending and asset based lending. The Bank anticipates

loan growth to continue along with loan origination

fees. Interest expense increased 70.0% in 2005.

Cornerstone funded the rapid asset growth primarily

with certificates of deposit and money market

deposits which are typically more expensive for new

deposits while retaining existing deposits. This allowed

the cost of the funds to only go up 72 basis points

while the raw cost of the funds increased 70%.    

Interest income increased $6,613,367 or 47.0% in

2005 from 2004. Interest income produced by the

loan portfolio increased $6,323,768 or 48.5% from

2004 to 2005. Interest income on investment securities

and Federal Funds sold increased slightly at

$289,599 or 28.2% from 2004 to 2005.  The increase in

loan interest income was due to a large increase in

the volume and rate of loans as the portfolio grew,

and was increased further by loan origination fees

and servicing fees generated by the origination of

SBA loans. The Bank attributes the strong loan

growth to an increase in the number of relationship

managers and their level of expertise. The small

securities income increase was due to the generally

higher interest rate environment, which presented

few opportunities to invest without material interest

rate risk exposure. Total interest expense increased

$2,502,501 or 70.0% in 2005 from 2004.

One of the most useful tools for measuring the

ability of a community bank to make money is its

ability to maximize its net interest margin and its

interest rate spread. The net interest margin, or 

the net yield on earning assets, is computed by

dividing fully taxable equivalent net interest

income by average-earning assets. This ratio 

represents the difference between the average yield

on average-earning assets and the average rate

paid for all funds used to support those earning

assets.  The Companies ended 2005 with a net

interest margin of 5.43%.  The net interest spread,

defined as the rate of interest income minus the

rate of interest expense, increased 23 basis points

from 4.70% in 2004 to 4.93% in 2005.  The yield on

earning assets increased 95 basis points to 7.68% in

2005 from 6.73% in 2004.

Allowance for Loan Loss. The allowance for possible

loan loss represents management’s assessment of

the risks associated with extending credit and its

evaluation of the quality of the loan portfolio.

Management analyzes the loan portfolio to determine

the adequacy of the allowance for possible loan

losses and the appropriate provisions required to

maintain a level considered adequate to absorb

anticipated loan losses.  Management believes that the

allowance for possible loan losses balance of

$3,545,042 as of December 31, 2005, is sufficient to

absorb known credit risks in the portfolio. No

assurance can be given, however, that adverse economic

circumstances will not result in increased losses in

the loan portfolio and require greater provisions for

possible loan losses in the future.
Non-performing Assets. Non-performing assets include

non-performing loans and foreclosed real estate

held for sale.  Non-performing loans include loans

classified as non-accrual or renegotiated.  Cornerstone’s

policy is to place a loan on non-accrual status when it is

contractually past due 90 days or more as to payment

of principal or interest. At the time a loan is placed

on non-accrual status, interest previously accrued but

not collected may be reversed and charged against

current earnings. Recognition of any interest after a

loan has been placed on non-accrual status is accounted

for on a cash basis. As of December 31, 2005, the

Company had $1,731,383 of non-performing assets.

Non-interest Income. Non-interest income consists

of revenues generated from a broad range of financial

services and activities including fee-based services

and profits and commissions earned through 

credit life insurance sales and other activities. In

addition, gains or losses realized from the sale of

investment securities are included in non-interest

income.  Total non-interest income increased by

$498,844 or 35.5% from 2004 to 2005.  Fee income

from service charges on deposit accounts increased

$84,872 or 9.4% in 2005.  The Bank had no security

gain in 2005. Fees generated from the sale of loans

sold to the secondary market increased $116,581 in

2005 due to an increase in SBA loan origination.

Operating lease income increased $292,505 or

118.3% during 2005.  This service is offered on a

very selective basis and the Bank does not expect

to see significant growth in this area in 2006.

Non-interest Expense. Non-interest expense for

2005 increased by $1,330,558 or 19.3% from 2004.

Salaries and employee benefits increased by

$602,405 or 15.4% from $3,900,505 in 2004 to

$4,502,910 in 2005.  Hiring of additional personnel

to cover the growth of the Bank accounted for the

majority of the increase for 2005. Occupancy

expense increased 12.0% as the Bank continued to

operate five full service branches and update 

12 CORNERSTONE BANCSHARES, INC.



equipment. Other non-interest expense increased

$443,055 or 21.8% in 2005. This increase was related to

data processing and other expenses incurred due to the

Bank’s growth. Lastly, depreciation expense associated

with the Bank’s operating leases increased $193,246 or

104.0% due to increased number of leases outstanding.

Financial Condition

Earning Assets. Average earning assets in 2005

increased $62,408 million or 27.89% over 2004 due to

material loan growth in 2005. This loan growth led the

expansion of the balance sheet and the Bank funded

the loan growth with a combination of FHLB borrowings,

money market deposits and certificates of deposit.

The average security portfolio grew $2.6 million or

9.6% to maintain an appropriate amount of securities

for pledging purposes and liquidity.

Loan Portfolio. The Bank’s average loans for 2005

were $236.3 million, an increase of 30.3% over

$181.3 million in average loans for 2004. The actual

balance, before the loan loss allowance, at the end

of 2005 was $265.6 million, representing an

increase of $60.3 million from 2004. Loan growth

for 2005, was evenly weighted throughout the year

with several large, high-quality loans greatly

increasing the Bank’s outstanding balances. The growth

was concentrated in commercial and commercial

real estate. The Bank hired additional relationship

managers during 2005 in an effort to continue the

Bank’s growth. The Bank feels strongly that the

key to success in lending, as well as for the Bank 

as a whole, is to hire talented employees to 

provide outstanding customer service in a safe and

sound manner. 

Investment Securities. Cornerstone’s average investment

securities portfolio increased $2.6 million from

2004 to 2005, while Federal Funds increased $1.8

million during the same period. The average

investment portfolio and average federal funds sold

for 2005 was $32.7 million. Cornerstone maintains

an investment strategy of seeking portfolio yields

within acceptable risk levels as well as providing

liquidity, pledging requirements and GAP management.

To accomplish these strategies, the Bank positioned

the Investment Portfolio on the assumption that

there was a higher probability of rates continuing

to rise, and as a result took a cautious interest rate

stance and invested appropriately. The majority of

the purchases during 2005 were in US Agency

callable notes structured with an interest rate

cushion to protect the Bank if interest rates continue

to rise.  The Bank allowed its US Agency LIBOR

floaters to be called as rates increased during 2005

without replacing them, as the U.S. Agency callable

securities represented a better value due to the

compressed spreads on the LIBOR floaters and

scarcity of the security.  Cornerstone maintains two

classifications of investment securities: “Held to

Maturity” and “Available for Sale.”  The “Available

for Sale” securities are carried at fair market value,

whereas “Held to Maturity” securities are carried

at book value.  At year-end 2005, unrealized losses

in the “Available for Sale” portfolio amounted 

to $341,466.
Intangibles. During 2002, the Company adopted

the provisions of Statement of Financial Statement

No. 142 Goodwill and other Intangible Assets 

concerning the $2,541,476 goodwill created by the

merger with the Bank of East Ridge. Goodwill is

tested annually for impairment. If the carrying

value of goodwill exceeds the fair value, a 

write-down is recorded. No impairment loss was

recognized during 2005, 2004 or 2003. Also, in

December, 2005, the Company completed the 

purchase of Eagle Financial, Inc. and recorded 

an intangible asset of $848,916. Amortization

expense of $13,500 was recognized on this 

amortizable intangible.

Deposits. Cornerstone’s average deposits

increased $43.5 million or 25.2% from 2004 to

2005. From year-end 2004 to year-end 2005, total

actual deposits increased $64.6 million or 34.4%.

The Bank’s deposit strategy continues to be

focused on attracting transaction deposits from

business customers while filling funding gaps with

certificate of deposit specials to attract incremental

funds while not driving up the cost of certificates

already on the books. The Bank saw extraordinary

success during 2005 in attracting business and

public deposits to the Bank. Average interest 

bearing transaction accounts increased 25.3%

while average demand deposits increased 24.4%.

This success partially funded the Bank’s loan

growth and allowed the Bank to maintain its net

interest margin at an above peer bank level. The

Bank expects to continue its focus on attracting

deposits from businesses, especially transaction

accounts, which are less expensive and tie the 

customer base closely to the Bank.     

Capital Resources. Stockholders average equity

increased $10.3 million or 55.4%. The Company

had net income of $4,324,519 in 2005, and 

the value of the investment security portfolio’s

unrealized gains or losses, net of tax, decreased

from a gain of $116.0 thousand to a loss of $165.9

thousand.  The actual balance of stockholder’s

equity increased $7.7 million or 30.9% from $24.8

million as of the end of 2004 to $32.5 million.

During 2005, the Company completed the 500,000

shares initial offering that begun at the end 

of 2004 represented approximately $7 million 

in additional capital.
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Also during 2005, several directors exercised

non-qualified options adding an additional $2.2

million to the Company’s capital.

Net Interest Income

Table 2 below sets forth information with respect
to interest income from average interest-earning

assets, expressed both in dollars and yields, and
interest expense on average interest-bearing liabilities,
expressed both in dollars and rates, for the periods
indicated.  The table includes loan yields, which
reflect the amortization of deferred loan origination
and commitment fees. Interest income from
investment securities includes the accretion of 
discounts and amortization of premiums.
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Yields Earned on Average Earning Assets and

Rates Paid on Average Interest Bearing Liabilities

Years Ended December 31,

2005 2004 2003

(In thousands) Interest Interest Interest

Average Income/ Yield/ Average Income/ Yield/ Average Income/ Yield/

ASSETS Balance Expense(1) Rate Balance Expense(1) Rate Balance Expense(1) Rate

Interest-earning assets:

Loans(1)(2) $236,265 $19,354 8.19% $181,335 $13,030 7.19% $141,586 $10,326 7.29%

Investment securities(3) 29,705 1,217 4.24% 27,115 1,006 3.87% 24,118 980 4.16%

Federal funds sold 2,976 101 3.39% 1,218 23 1.89% 1,550 20 1.29%

Other earning assets 0 0 0.00% 0 0 0.00% 0 0 0.00%

Total interest-earning assets 268,946 20,672 7.68% 209,668 14,059 6.73% 167,254 11,326 6.79%

Allowance for loan losses (3,025) (2,293) (1,843)

Cash and other assets 20,288 16,426 12,791

Total assets $286,209 $223,801 $178,202

TOTAL LIABILITIES 
AND EQUITY
Interest-bearing liabilities:

Deposits:

NOW accounts $33,943 329 0.97% $28,843 138 0.48% $22,299 66 0.30%

Money market / Savings 45,232 1,107 2.45% 32,282 429 1.33% 25,467 339 1.33%

Time deposits, $100m and

over 32,611 1,145 3.51% 25,734 649 2.52% 19,430 606 3.12%

Time deposits, under $100 m 70,167 2,240 3.19% 58,367 1,457 2.50% 54,679 1,577 2.88%

Total interest-bearing deposits 181,953 4,821 2.65% 145,226 2,673 1.84% 121,872 2,588 2.12%

Federal funds purchased 4,269 143 3.35% 2,140 33 1.54% 2,248 33 1.47%

Securities sold under 

agreement to repurchase 3,501 60 1.71% 2,575 23 0.89% 2,602 22 0.85%

Other borrowings 30,973 1054 3.40% 25,942 846 3.26% 16,123 568 3.52%

Total interest-bearing

liabilities 220,696 6,078 2.75% 175,889 3,575 2.03% 142,848 3,211 2.25%

Net interest spread 4.93% 4.70% 4.54%

Other liabilities:

Demand deposits 34,730 27,918 18,017

Accrued interest payable and 

other liabilities 1,909 1,408 1,224

Stockholders' equity 28,874 18,586 16,113

Total liabilities

And stockholders' equity $286,209 $223,801 $178,202

Net interest margin $14,594 5.43% $10,484 5.02% $8,116 4.87%

(1)  Interest income on loans includes amortization of deferred loan fees and other discounts of $262 million, $229 million,

and $115 million for the fiscal years ended December 31, 2005, 2004, and 2003, respectively.

(2)  Nonperforming loans are included in the computation of average loan balances, and interest income on such loans is

recognized on a cash basis.

(3)  Yields on securities are calculated on a fully tax equivalent basis.

TABLE 2
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Table 4 sets forth the changes in interest income

and interest expense that are attributable to three

factors: (i) a change in volume or amount of an

asset or liability; (ii) a change in interest rates; or (iii)

a change caused by the combination of changes in

asset or deposit mix.  The following table describes

the extent to which changes in interest rates and

changes in volume of interest-earning assets and

interest-bearing liabilities have affected the

Company's interest income and expense during the

periods indicated. For each category of interest-

earning assets and interest-bearing liabilities,

information is provided as to changes attributable

to change in volume (change in volume multiplied

by current rate) and change in rates (change in

rate multiplied by current volume). The remaining

difference has been allocated to mix.  

Table 5 sets forth the re-pricing of the Company's

interest earning assets and interest-bearing 

liabilities as of December 31, 2005. This interest

sensitivity gap table is designed to monitor the

Company's interest rate risk exposure within the

designated time period. In order to control interest

rate risk, management regularly monitors the 

volume of interest sensitive assets relative to interest

sensitive liabilities over specific time intervals. The

Company's interest rate management policy is to

attempt to maintain a relatively stable net interest

margin in periods of interest rate fluctuations. 

The Company's policy is to attempt to maintain a

ratio of cumulative gap to total interest sensitive

assets of negative 15.00% to positive 15.00% in the

time period of one year or less. Presently, the Bank

is in a positive one-year cumulative GAP position

of 22.3% and is confident that it is positioned 

properly for the Federal Reserve’s FOMC anticipated

actions during 2006. Due to the Federal Reserve’s

announcement that the Federal Funds rates are

approaching a neutral position, the Bank has

begun the process of moving the Bank’s interest

sensitivity to a more neutral position. This will be

accomplished by purchasing longer term securities

with call protection and increasing the number 

of fixed rate loans. The Bank to date has not 

participated in any derivative products to address

this issue and does not foresee the need to do so in

the immediate future. Below is a table which

reflects the Company's interest-earning assets and

interest-bearing liabilities. The information set

forth below is based on the following assumptions

of management: (i) savings and money market

and NOW accounts will be less interest rate 

sensitive and the re-pricing on these accounts will

be spread out over a five-year period; and 

(ii) securities other than mortgage-backed 

securities have been scheduled by maturity date

while mortgages have been amortized over the 

life of the mortgage. 

Weighted Average of Interest Earning Assets and Interest Bearing Liabilities

Actual Year End Balance for December 31, 2005

Average

(In thousands) Amount Yield/Rate

Interest-earning assets:

Loans $236,265 8.19%

Investment securities 29,705 4.10%

Federal funds sold 2,976 3.39%

Total interest-earning assets $268,946 7.68%

Interest bearing liabilities:

NOW account deposits $33,943 0.97%

Savings and money market deposits 45,232 2.45%

Time deposits under $100,000 70,167 3.19%

Time deposits of $100,000 or more 32,611 3.51%

Federal funds purchased 4,269 3.35%

Securities sold under agreements to repurchase 3,501 1.71%  

Long-term debt 30,973 3.40%

Total interest bearing liabilities $220,696 2.75%

Weighted Average of Interest Earning Assets and Interest Bearing Liabilities

Actual Year End Balance for December 31, 2005

Average

(In thousands) Amount Yield/Rate

Interest-earning assets:

Loans $236,265 8.19%

Investment securities 29,705 4.10%

Federal funds sold 2,976 3.39%

Total interest-earning assets $268,946 7.68%

Interest bearing liabilities:

NOW account deposits $33,943 0.97%

Savings and money market deposits 45,232 2.45%

Time deposits under $100,000 70,167 3.19%

Time deposits of $100,000 or more 32,611 3.51%

Federal funds purchased 4,269 3.35%

Securities sold under agreements to repurchase 3,501 1.71%  

Long-term debt 30,973 3.40%

Total interest bearing liabilities $220,696 2.75%

Table 3 below sets forth information regarding

the weighted average contractual yields earned on the

Company's interest-earning assets and the weighted

average interest rates paid on the Company's 

interest-bearing liabilities outstanding at December 31,

2005. Investment securities available for sale (“AFS”)

are held at market value and held to maturity

(“HTM”) are shown at amortized costs.

TABLE 3
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INTEREST INCOME AND EXPENSE ANALYSIS

Year Ended December 31,

2005 Compared to 2004

Net

(In Thousands) Volume Rate Mix Change

Interest income:

Loans (1)(2) $4,499 $2,363 ($541) $ 6,321

Investment securities 110 110 (9) 211

Federal funds sold 54 36 (12) 78

Other earning assets 0 0 0 0

Total interest income 6,610

Interest expense:

NOW accounts 49 166 (25) 190

Money market and savings accounts 317 507 (146) 678

Time deposits, $100,000 and over 171 303 22 496

Time deposits, less than $100,000 376 484 (78) 782

Other borrowings 171 40 (9) 202

Federal funds purchased 73 82 (41) 114

Securities sold under agreement to repurchase 15 24 (2) 37

Total interest expense 2,499

Change in net interest income (expense) $ 4,111

INTEREST INCOME AND EXPENSE ANALYSIS

Year Ended December 31,

2004 Compared to 2003

Net

(In Thousands) Volume Rate Mix Change

Interest income:

Loans (1)(2) $2,858 $(181) $27 $2,704

Investment securities 116 (52) (38) 26

Federal funds sold (6) 7 2 3

Other earning assets 0 0 0 0

Total interest income 2,733

Interest expense:

NOW accounts 31 345 (304) 72

Money market and savings accounts 91 0 (1) 90

Time deposits, $100,000 and over 159 0 (116) 43

Time deposits, less than $100,000 92 (5) (207) (120)

Other borrowings 320 0 (42) 278

Federal funds purchased (2) 0 1 (1)

Securities sold under agreement to repurchase 0 149 (147) 2

Total interest expense 364

Change in net interest income (expense) $ 2,369

(1) Loan amounts include non-accruing loans.

(2) Interest income includes the portion of loan fees recognized in the respective periods.

TABLE 4



Lending Activities

Loan Policy
All lending activities of the Bank are under the

direct supervision and control of the Directors Loan

Committee, which consists of the Chief Executive

Officer, President, Senior Loan Administrator, and

five outside directors.  Also present at meetings of

the committee are the loan review officer and other

lending officers as required. All lending activities

of Eagle are under the direct supervision and 

control of its Board of Directors which consist of

the Chief Executive Officer, President, Treasurer,

Secretary, Bank’s Senior Loan Administrator and

four outside directors. These loan committees

enforce loan authorizations for each officer, makes

lending decisions on loans exceeding such limits,

services all requests for officer credits to the extent

allowable under current laws and regulations,

administers all problem credits, and determines

the allocation of funds for each lending category.

The Bank’s established maximum loan volume to

assets is 85%. The loan portfolio consists primarily

of real estate, commercial and installment loans. 

General
At December 31, 2005, the Company's loan 

portfolio constituted approximately 81.0% of the

Company's total assets, approximately 82.9% for

the Bank and 76.7% for Eagle. Table 6 sets forth the

composition of the Company's loan portfolio at the

indicated dates.
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TABLE 5 Re-pricing of Interest Sensitive Assets and Liabilities

Year-end balance as of December 31, 2005

(In thousands) Less than 1 to 5 Over 5 

Interest Sensitive Assets: One Year Years (3) Years (3) Total

Federal funds sold $           0 $           0 $         0 $           0

Investment securities

Taxable (1) 5,581 22,427 187 28,195

Tax-exempt (1) 0 565 2,724 3,289

Loans (2)

Fixed rate and adjustable rate 1-4 family mortgage 27,265 8,378 631 36,274

Scheduled payments 192,219 36,142 919 229,280

Total Interest Sensitive Assets $225,065 $ 67,512 $  4,461 $297,038

Interest Sensitive Liabilities:

NOW accounts $  17,401 $ 26,100 $         0 $  43,501

Money market and savings accounts 35,533 11,844 0 47,377

Time deposits 92,401 29,425 0 121,826

Other interest bearing liabilities 13,430 17,000 2,000 32,430

Total Interest Sensitive Liabilities $158,765 $ 84,369 $  2,000     $245,134

Interest Sensitive Gap $ 66,300 ($16,857) $2,461 $ 51,904

Cumulative Interest Sensitive Gap $ 66,300 $ 49,443 $51,904

Ratio of cumulative gap to total Interest Sensitive Assets 22.32% 16.65% 17.47%

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

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

(3) All assets and liabilities in these categories are fixed rates.
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Loan Portfolio Composition

Years Ending December 31,

(In thousands) 2005 2004 2003 2002 2001

Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent

Commercial,

financial and

agricultural $ 86,039 32.40% $ 61,742 30.09% $ 42,420 26.97% $ 28,034 22.48% $ 20,424 19.42%

Real estate –

construction 47,071 17.72% 36,824 17.94% 24,081 15.31% 20,517 16.46% 13,190 12.54%

Real estate – 

mortgage 45,645 17.19% 38,193 18.61% 28,185 17.92% 28,331 22.72% 30,828 29.32%

Real estate – 

commercial 79,608 29.98% 61,860 30.14% 56,527 35.94% 41,926 33.62% 34,541 32.85%

Consumer loans 7,191 2.71% 6,602 3.22% 6,077 3.86% 5,880 4.72% 6,170 5.87%

Total loans $265,554 100.00% $205,221 100.00% $157,290 100.00% $124,688 100.00% $105,154 100.00%

Table 7 sets forth the scheduled maturities of the loans

in the Company's loan portfolio as of December 31,

2005 based on their contractual terms to maturity.

Overdrafts are reported as due in less than one

year.  Loans unpaid at maturity are renegotiated

based on current market rates and terms.

Types of Loans

Commercial Loans
Commercial, industrial, and non-farm non-residential

loans, hereinafter referred to as commercial loans

(excluding commercial construction loans) totaled $86.0

million or 32.4% of the Company’s loan portfolio at

December 31, 2005. Commercial loans consist of

loans and lines of credit to individuals, partnerships

and corporations for a variety of business purposes,

such as accounts receivable and inventory financing,

equipment financing, business expansion and working

capital. The terms of the Bank's commercial loans

generally range from 90 days to a 15-year amortization

with a five-year balloon. The loans generally carry

interest rates, which adjust in accordance with

changes in the prime rate, but when appropriate will

be fixed to match the borrower’s needs.  Substantially

all of the Bank's commercial loans are secured and

are guaranteed by the principals of the borrower. This

is the fastest growing area of the loan portfolio and is

being staffed to continue this trend. The Bank believes

this area has the best potential for future growth and

has the highest barriers of entry to our competitors.

Loans secured by marketable equipment are

required to be amortized over a period not to exceed

60 months. Generally, loans secured by current

assets such as inventory or accounts receivable are

structured as revolving lines of credit with annual

maturities. Loans secured by chattel mortgages and

accounts receivable may not exceed 85% of their

market value. Loans secured by listed stocks, municipal

bonds and mutual funds may not exceed 70% of

their market value. Unsecured short-term loans

and lines of credit must meet criteria set by the

Bank’s Loan Committee. Current financial statements

support all commercial loans, and such financial

statements are updated annually. Commercial

loans, which are considered small business loans,

are the core business of the Bank.  Most loans are

made with a long-term relationship intended and

the Bank also seeks to obtain the borrower’s 

business and personal depository accounts.    

Loans Maturing

Year-end balance as of December 31, 2005

(In thousands) Less than 1 to 5 Over 5 

One Year Years Years Total

Commercial, financial and agricultural $  77,239 $    8,795 $           5 $  86,039

Real estate – construction 46,229 842 0 47,071

Real estate – mortgage 36,636 8,378 631 45,645

Real estate – commercial 55,815 22,991 802 79,608

Consumer 3,565 3,514 112 7,191

Total Loans $219,484 $ 44,520 $    1,550 $265,554

TABLE 6

TABLE 7



Real Estate - Construction Loans
As of December 31, 2005, Cornerstone had $47.1

million in construction and development loans

outstanding, which represented 17.7% of the 

loan portfolio.  All construction and development

loans are held in the Bank’s loan portfolio. The

Bank makes residential construction loans to

owner-occupants and to persons building residential

properties for resale. The Bank has two main areas

of construction loans: one is to residential 

real estate developers for speculative or custom

single-family residential properties, and the other

is to custom commercial construction projects with

guaranteed takeout provisions.  Construction loans

are usually variable rate loans made for terms of

one year or less, but extensions are permitted if

construction has continued satisfactorily and if the

loan is current and other circumstances warrant

the extension. Construction loans are limited to

80% of the appraised value of the lot and the completed

value of the proposed structure.   

Construction financing generally is considered to

involve a higher degree of credit risk than permanent

mortgage financing of residential properties, and

this additional risk usually is reflected in higher

interest rates.  The higher risk of loss on construction

loans is attributable in large part to the fact that

loan funds are estimated and advanced upon the

security of the project under construction, which is of

uncertain value prior to the completion of construction.

Moreover, because of the uncertainties inherent in

estimating construction costs, delays arising from

labor problems, material shortages and other

unpredictable contingencies, it is relatively difficult

to accurately evaluate the total loan funds required

to complete a project and to accurately evaluate the

related loan-to-value ratios.  If the estimates of

construction costs and the saleability of the property

upon completion of the project prove to be inaccurate,

the Bank may be required to advance funds beyond

the amount originally committed to permit 

completion of the project. If the estimate of value

proves to be inaccurate, the Bank may be confronted,

at or prior to the maturity of the loan, with a 

project with a value that is insufficient to assure

full repayment.

The Bank's underwriting criteria are designed to

evaluate and minimize the risk of each construction

loan. Among other items, the Bank considers 

evidence of the availability of permanent financing

or a take-out commitment to the borrower, the

financial strength and reputation of the borrower,

an independent appraisal and review of cost 

estimates, market conditions, and, if applicable,

the amount of the borrower's equity in the project,

pre-construction sale or leasing information and

cash flow projections of the borrower.

Real Estate - Mortgage Loans
At December 31, 2005, real estate mortgage loans

totaled $45.6 million or 17.2% of the Company's

loan portfolio.  Real estate mortgage loans include

all one to four family residential loans secured by

real estate for purposes other than construction or

acquisition and development.  All real estate loans

are held in the Bank’s loan portfolio except for

loans that are designated as loans held for sale.

The loans held for sale are FHLB or FNMA qualified

and have been pre-approved by an underwriting

specialist prior to closing. As of December 31, 2005,

the Bank held $603 thousand of these secondary

market mortgages. The remainder of the Bank’s

mortgage loans are home equity loans and are

made at fixed interest rates for terms of one to

three years with balloon payment provisions and

amortized over a 10 to 15 year period.  The Bank's

experience indicates that real estate loans normally

remain outstanding for much shorter periods

(seven years on average) than their stated maturity

because the borrowers repay the loans in full either

upon the sale of the secured property or upon the

refinancing of the original loan.

In the case of owner occupied single-family residences,

real estate loans are made for up to 95% of the

value of the property securing the loan, based upon

an appraisal if the loan amount is over $100,000.

When the loan is secured by real estate containing

a non-owner occupied dwelling of one to four family

units, loans generally are made for up to 80% of the

value, based upon an appraisal if the loan amount

is over $100,000.  The Bank also requires title insurance

to insure the priority of the property lien on its 

real estate loans over $50,000 and requires fire and

casualty insurance on all of its loans.

The real estate loans originated by the Bank contain

a "due-on-sale" clause, which provides that the

Bank may declare the unpaid balance of the loan

immediately due and payable upon the sale of 

the mortgaged property. Such clauses are an

important means of reducing the average loan life

and increasing the yield on existing fixed-rate real

estate loans, and it is the Bank's policy to enforce

due-on-sale clauses.  
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Real Estate - Commercial
At December 31, 2005, commercial real estate

mortgage loans totaled $ 79.6 million or 30.0% of

the Company's loan portfolio. Commercial real

estate mortgage loans include all one to four family

residential loans secured by real estate for purposes

other than construction or acquisition and 

development. All real estate loans are held in the

Bank’s loan portfolio except for loans that have

been participated to correspondent banks. The

Bank will sell these participations once a loan

exceeds the Bank’s legal lending limit or is deemed

appropriate by the Director’s Loan Committee.

Commercial real estate mortgage loans are a 

combination of properties that are leased out or

used for a primary place of a business the Bank has

a relationship with. Most of the commercial real

estate loans have fixed interest rates for terms of

one to three years with balloon payment provisions

and are amortized over a 10-15 year period, but

whenever possible the Bank will seek a variable

rate loan which would be tied to the New York

prime rate and adjusted monthly. The Bank's 

experience indicates that real estate loans normally

remain outstanding for much shorter periods

(seven years on average) than their stated maturity

because the borrowers repay the loans in full either

upon the sale of the secured property or upon the

refinancing of the original loan.

Commercial real estate loans are made for up to

85% of the value of the property securing the loan,

based upon an appraisal if the loan amount is over

$100,000.  The Bank also requires title insurance to

insure the priority of the property lien on its real

estate loans over $50,000 and requires fire and

casualty insurance on all of its loans.

Consumer Loans
At December 31, 2005, consumer loans totaled

$7.2 million or 2.7% of the Company's loan portfolio.

These loans consist of consumer installment loans

and consumer credit card balances. As of December

31, 2005, the Bank had $951 thousand credit card

balances outstanding

The Bank makes both secured and unsecured

consumer loans for a variety of personal and

household purposes.  Most of the Bank's consumer

loans are automobile loans, boat loans, property

improvement loans and loans to depositors on the

security of their certificates of deposit.  

These loans are generally made for terms of up to

five years at fixed interest rates.  The Bank considers

consumer loans to involve a relatively high credit

risk compared to real estate loans. Consumer

loans, therefore, generally yield a relatively high

return to the Bank and provide a relatively short

maturity.  The Bank believes that the generally

higher yields and the shorter terms available on

various types of consumer loans tend to offset the

relatively higher risk associated with such loans,

and contribute to a profitable spread between the

Bank's average yield on earning assets and the

Bank's cost of funds.

Lending Commitments  
As of December 31, 2005, commitments under

standby letters of credit and un-disbursed loan

commitments aggregated approximately $63,972,000.

This number includes all lines that have not 

been fully drawn and loan commitments in the

same status. 

Origination, Purchase and Sale of Loans

The Bank originates loans primarily in Hamilton

County, Tennessee.  The Bank also originates loans

in Marion, Sequatchie, and Bradley counties in

Tennessee, and Dade, Walker and Catoosa counties

in Georgia, each of which is contiguous to

Hamilton County.  Loans are originated by 13 loan

officers who operate from the Bank's offices in

Chattanooga. These loan officers actively solicit

loan applications from existing customers, local

manufacturers and retailers, builders, real estate

developers, real estate agents and others. The Bank

also receives numerous loan applications as a result

of customer referrals and walk-ins to its offices.

Upon receipt of a loan application and all

required supporting information from a prospective

borrower, the Bank obtains a credit report and 

verifies specific information relating to the loan

applicant's employment, income and creditworthiness.

For significant extensions of credit in which real

estate will secure the proposed loan, a certified

appraisal of the real estate is undertaken by an

independent appraiser approved by the Bank. 

The Bank's loan officers then analyze the credit

worthiness of the borrower and the value of any

collateral involved.

The Bank’s loan approval process is intended 

to be conservative but also responsive to customer

needs. Loans are approved in accordance with the

Bank's written loan policy, which provides for 

several tiers of approval authority, based on a 

borrower's aggregate debt with the Bank. Certain

loan officers have the authority to approve 
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loans of up to $500,000. All other loan officers have

the authority to approve secured loans of up to at

least $25,000.  There is an Officers Loan Committee

comprised of the senior officers of the Bank which

must approve any loan that increases the borrower’s

aggregate indebtedness above an individual 

officer’s limit, but that is not more than

$2,000,000.  The Directors Loan Committee must

approve all loans over $2,000,000 up to $4,500,000.

All loans above $4,500,000 up to the Bank’s legal

lending limit must be approved by the Board of

Directors of the Bank.  The Bank’s legal lending

limit is 25% of the Bank’s qualifying equity for

secured loans and 15% for unsecured loans.

The Bank has in the past purchased and sold

commercial loan participations with correspondent

banks and will continue the practice when 

management feels the action would be in the best

interest of shareholders. The purchase of loan 

participations allows the Bank to expand its loan

portfolio and increase profitability while still 

maintaining the high credit standards, which are

applied to all extensions of credit made by the

Bank.  The sale of loan participations allows the

Bank to make larger loans and retain a servicing

fee for its labor, which it otherwise would be

unable to make due to capital or other funding

considerations. As of the end December 31, 2005,

the Bank had participations purchased totaling

$4.5 million and participations sold of $20.8 million. 

Loan Fee Income

In addition to interest earned on loans, the Bank

receives origination fees for making loans, commitment

fees for making certain loans, and other fees for

miscellaneous loan-related services. Such fee

income varies with the volume of loans made, 

prepaid or sold, and the rates of fees vary from

time to time depending on the supply of funds and

competitive conditions.

Commitment fees are charged by the Bank to the

borrower for certain loans and are calculated as a

percentage of the principal amount of the loan.

These fees normally are deducted from the 

proceeds of the loan and generally range from 1/2%

to 2% of the principal amount, depending on the

type and volume of loans made and market conditions

such as the demand for loans, the availability of

money and general economic conditions. The Bank

complies with FASB 91 and amortizes all significant

loan fees over the life of the loan.

The Bank also receives miscellaneous 

fee income from late payment charges, overdraft

fees, property inspection fees, and miscellaneous

services related to its existing loans. For the year

ended December 31, 2005, the Bank recognized

origination, commitment and other loan fees totaling

$1,631,844, which equaled 8.4% of the Company’s

total loan interest income for the year.     

Problem Loans and Allowance for Loan Losses

Problem Loans
In originating loans, the Company recognizes

that it will experience credit losses and that the

risk of loss will vary with, among other things, the

type of loan being made, the creditworthiness of

the borrower over the term of the loan and, in the

case of a secured loan, the quality of the security

for the loan. The Company has instituted measures

at the Bank which are designed to reduce the risk

of, and monitor exposure to, credit losses.

The Bank’s loan portfolio is systematically

reviewed by the Bank's management, internal

auditors, external auditors, and State and Federal

regulators to ensure that the Bank’s larger loan

relationships are being maintained within the loan

policy guidelines, and remain properly underwritten.

Input from all the above sources is used by the

Bank to take corrective actions as necessary.  As discussed

below, each of the Bank's loans is assigned a rating

in accordance with the Bank's internal loan rating

system.  All past due loans are reviewed by the

Bank's senior lending officers and all past due

loans over $25,000 are reviewed monthly by the

Director’s Loan Committee.  All loans classified as

substandard or doubtful, as well as any "special

mention" loans (defined in the following 

paragraph), are placed on the Bank’s watch list

and reviewed at least monthly by the Director’s

Loan Committee.  In addition, all loans to a particular

borrower are reviewed, regardless of classification,

each time such borrower requests a renewal or

extension of any loan or requests an additional

loan.  All lines of credit are reviewed annually prior

to renewal.  Such reviews include, but are not 

limited to, the ability of the borrower to repay the

loan, a re-assessment of the borrower’s financial

condition, the value of any collateral and the 

estimated potential loss to the Bank, if any.
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The Bank's internal problem loan rating system

establishes three classifications for problem assets:

substandard, doubtful and loss. Additionally, in

connection with regulatory examinations of the Bank,

Federal and State examiners have authority to

identify problem assets and, if appropriate, require the

Bank to classify them. Substandard assets have one

or more defined weaknesses and are characterized by

the distinct possibility that the Bank will sustain

some loss if the deficiencies are not corrected.

Doubtful assets have the weaknesses of substandard

assets with the additional characteristic that the

weaknesses make collection or liquidation in full,

on the basis of currently existing facts, conditions

and values, highly questionable and improbable.  An

asset classified as loss is considered uncollectible

and of such little value that continuance as an asset

of the Bank is not warranted.  Consequently, such assets

are charged-off in the month they are classified as

loss.  Federal regulations also designate a "special

mention" category, described as assets which do

not currently expose the Bank to a sufficient degree

of risk to warrant classification but do possess

credit deficiencies or potential weaknesses deserving

management's close attention.

Assets classified as substandard or doubtful

require the Bank to establish general allowances

for loan losses. If an asset or portion thereof is classified

as loss, the Bank must either establish specific

allowances for loan losses in the amount of 100% of

the portion of the asset classified as loss or charge off

such amount. General loss allowances established

to cover possible losses related to assets classified

as substandard or doubtful may be included, up to

certain limits, in determining the Bank's regulatory

capital, while specific valuation allowances for

loan losses do not qualify as regulatory capital.

The Bank's collection procedures provide that when

a loan becomes 15 days and 30 days delinquent,

the borrower is contacted by mail and payment is

requested. If the delinquency continues, subsequent

efforts are made to contact and request payment

from the delinquent borrower. Most loan 

delinquencies are cured within 60 days and no

legal action is required. In certain circumstances,

the Bank, for a fee, may modify the loan, grant a

limited moratorium on loan payments or revise the

payment schedule to enable the borrower to

restructure his or her financial affairs. Generally,

the Bank stops accruing interest and any accrued

non collected interest will be reversed in 

accordance with GAAP on delinquent loans when

payment is in arrears for 90 days or when collection

otherwise becomes doubtful. If the delinquency 

exceeds 120 days and is not cured through the

Bank's normal collection procedures or through a

restructuring, the Bank will institute measures to

enforce its remedies resulting from the default,

including commencing a foreclosure, repossession

or collection action.  In certain cases, the Bank will

consider accepting a voluntary conveyance of 

collateral in lieu of foreclosure or repossession.

Real property acquired by the Bank as a result of

foreclosure or by deed in lieu of foreclosure is classified

as "real estate owned" until it is sold and is carried

at the lower of cost or fair value less estimated

costs to dispose.  Accounting standards define fair

value as the amount that is expected to be received

in a current sale between a willing buyer and seller

other than in a forced or liquidation sale.  Fair values

at foreclosure are based on appraisals.  Losses arising

from the acquisition of foreclosed properties are

charged against the allowance for loan losses.

Subsequent write-downs are provided by a charge

to income through losses on other real estate in the

period in which the need arises.

The Bank attempts to sell real estate owned

promptly after foreclosure, and sold $224,696 of its

real estate owned due to loan foreclosures during

the year ended December 31, 2005.  The book value

of real estate owned that was sold by the Bank during

the year ended December 31, 2005 totaled

$244,916.  As of December 31, 2005, the Bank had

$776,136 in value of real estate owned as a result

of foreclosure.

Table 8 sets forth information regarding the

Company's delinquent and non-performing assets

as of the dates indicated.

Allowance for Loan Losses
The allowance or reserve for possible loan losses

is a means of absorbing future losses, which could

be incurred from the current loan portfolio. The

Bank maintains an allowance for possible loan

losses, and management adjusts the general

allowances monthly by charges to income in

response to changes to outstanding loan balances.

The Bank maintains a general allowance equal to

approximately 1.30% of the total principal amount

of loans outstanding and management adjusts the

general allowance monthly by charges or credits to

income in response to changes in the outstanding

loan balance.  Management also may establish specific

loan loss allowances for specific loans after considering

such factors as past delinquencies on the loan, the

value of the underlying collateral and the size of

the loan.  A loan or portion thereof is charged off

against the general allowance when management 
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has determined that losses on such loans are probable.

Recoveries on any loans charged-off in prior fiscal

periods are credited to the allowance. It is the 

opinion of the Bank's management that the 

balance in the general allowance for loan losses as of

December 31, 2005 is adequate to absorb possible

losses from loans currently in the portfolio.
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Delinquent and Non-performing Assets

Actual for Years Ending December 31,

(In thousands) 2005 2004

Accruing loans that are contractually

past due 90-days or more:

Commercial, financial and agricultural $216 $

0

Real estate – construction 0 0

Real estate – mortgage 0 0

Consumer 0 0

Total Loans $  216 $      0

Non-accruing loans 90-days or more:

Commercial, financial and agricultural $    0 $  0

Real estate – construction 52 102

Real estate – mortgage 670 39

Consumer 12 1

Total Loans $ 734 $  142

Real estate acquired through foreclosure $ 776 $    98

Property acquired through repossession 5 20

Total acquired $ 781 $ 118

Total Loans $265,554 $205,221

Ratio of non-performing assets to total loans 0.66% 0.10%

Ratio of delinquent (30-days or more) but accruing loans to:

Total loans 0.82% 0.34%

Total assets 0.67% 0.28%

In addition to the Bank's loan rating system for

problem assets described above (see “Problem

Loans,” above), the Bank has established a loan

rating system for all categories of loans which

assists management and the Board of Directors in

determining the adequacy of the Bank's allowance

for loan losses.  Each loan in the Bank's portfolio is

assigned a rating which is reviewed by management

periodically to ensure its continued suitability.  An

exception is made in the case of (i) monthly

installment loans which are grouped together by

delinquency status such as over 10, 30, 60, or 90 days

past due and (ii) problem assets which are rated as

substandard, doubtful, or loss as discussed above.  All

other loans are assigned a rating of excellent, good, or

average. The total amount of loans in each of these loan

rating categories is weighted by a factor that management

believes reasonably reflects losses that can be

anticipated with respect to loans in each of these

categories. Based on these weightings, the Bank’s

management establishes an allowance for loan losses

that is reviewed by its Board of Directors each month.

TABLE 8



Table 9 summarizes the Company's loan loss experience for the periods indicated.
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Loan Loss Reserve Analysis

Years Ending December 31,

(in thousands) 2005 2004 2003 2002 2001

Average loans $236,265 $181,335 $141,586 $107,676 $  90,860

Allowance for possible loan

losses,

Beginning of the period $    2,658 $    2,011 $    1,591 $    1,322 $    1,142

Charge-offs for the period:

Commercial, financial and agricultural 275 165 223 423 129

Real estate - construction 48 0 0 0 0

Real estate – mortgage 128 138 6 12 69

Consumer 111 69 106 2 60

Total charge-offs 562 372 335 497 403

Recoveries for the period:

Commercial, financial and agricultural 12 149 183 75 108

Real estate - construction 1 0 3 0 1

Real estate – mortgage 6 7 0 7 3

Consumer 28 23 24 27 36

Total recoveries 47 179 210 109 148

Net charge-offs for the period 515 186 125 388 255

Provision for loan losses 1402 840 545 683 435

Adjustments 0 0 0 (26) 0

Allowance for possible loan losses, end of

period $    3,545 $    2,658 $    2,011 $    1,591 $    1,322

Ratio of allowance for loan losses to total

average loans outstanding 1.50% 1.47% 1.42% 1.48% 1.46%

Ratio of net charge-offs during the period

to average loans outstanding during the 

period 0.22% 0.10% 0.09% 0.36% 0.28%

TABLE 9



Table 10 below sets forth the Company's allocation of the allowance for loan losses as of 

December 31, 2005, 2004 and 2003.
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Allowance for Loan Losses

Years Ending December 31,

2005 2004 2003

Percent Percent Percent

of loans of loans of loans

by by by

(In thousands) category category category

Balance at end of period applicable to to total to total to total

Amount loans Amount loans Amount loans

Commercial, financial and agricultural $1,438 32.40% $1,002 30.09% $   840 26.97%

Real estate – construction 1,253 17.72% 962 17.94% 539 15.31%

Real estate – commercial 535 29.98% 361 30.14% 352 35.94%

Real estate – mortgage 79 17.19% 122 18.61% 139 17.92%

Consumer 240 2.71% 211 3.22% 141 3.86%

Totals $3,545 100.00% $2,658 100.00% $2,011 100.00%

2002 2001

Percent Percent

of loans of loans

by by

(In thousands) category category

Balance at end of period applicable to to total to total

Amount loans Amount loans

Commercial, financial and agricultural $   537 22.48% $   388 19.42%

Real estate – construction 524 16.46% 332 12.54

Real estate – commercial 245 22.71% 251 32.85%

Real estate – mortgage 138 33.62% 200 29.32%

Consumer 147 4.72% 151 5.87%

Totals $1,591 100.00% $1,322 100.00%

Investment Activities

Investment Policy 
The objective of the Company’s investment policy is

to invest funds not otherwise needed to meet the loan

demand of the Company’s market area and to meet

the following five objectives: Gap Management,

Liquidity, Pledging, Return, and Local Community

Support. In doing so, Cornerstone uses the portfolio

to provide structure and liquidity that the loan portfolio

cannot. The management investment committee

balances the market risk and credit risks against the

potential investment return, make investments

compatible with the pledge requirements of the

Company’s deposit of public funds, maintain compliance

with regulatory investment requirements, and assists

the various public entities with their financing

needs.  The management investment committee is

authorized to execute security transactions for the

investment portfolio based on the decisions of the

Board of Directors Asset Liability Committee

(“ALCO”). All the investment transactions occurring

since the previous ALCO meeting are reviewed by the

ALCO at its next monthly meeting, in addition to the

entire portfolio. The investment policy allows portfolio

holdings to include short-term securities purchased to

provide the Bank’s needed liquidity and longer-term

securities purchased to generate stable income for the

Bank during periods of interest rate fluctuations.  

The Bank’s investment portfolio totaled 

$31.5 million or 9.7% of total assets at December

31, 2005.

Table 11 sets forth the carrying value of the

Bank's investments at the dates indicated.

Securities are held in both available for sale and

held to maturity categories. Securities available for

sale are carried at fair market value and securities

held to maturity are held at their book value.

TABLE 10



For December 31, 2005 tables 12 and 13 set forth

the book value of the Bank's investments, the

weighted average yields on the Bank's investments

and the periods to maturity of the Bank's 

investments for the “Securities Available for Sale”

and the “Securities Held to Maturity,” respectively.
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Securities Portfolio

Years Ending December 31,

Securities available for sale: 2005 2004 2003

U.S. Government and agency obligations $22,349 $10,977 $11,088

Mortgage-backed and other securities 4,000 11,326 11,208

State & political subdivisions tax-exempt 3,285 3,140 1,453

Corporate debt 494 1,027 1,659

Totals $30,128 $26,470 $24,408

Securities held to maturity:

U.S. Government and agency obligations $         0 $         0 $         0

Mortgage-backed and other securities 322 391 641

State & political subdivisions tax-exempt 0 0 0

Corporate debt 0 0 0

Totals $     322 $     391 $     641

Federal Home Loan Bank stock, at cost 1,034 854 582

Total Securities $31,484 $27,715 $26,049

Weighted  Average Yields on the Available For Sale Investments

Periods of Maturity from December 31, 2005

Less than 1 year 1 to 5 years 5 to 10 years Over 10 years

Weighted Weighted Weighted Weighted

Avg. Avg. Avg. Avg. 

Securities available for sale: Amount Yield (1) Amount Yield (1) Amount Yield (1) Amount Yield (1)

U.S. Treasuries $       0 0.00% $       0 0.00% $       0 0.00% $       0 0.00%

U.S. Government agencies 0 0.00% 22,350 4.36% 0 0.00% 739 5.71%

Mortgage-backed securities (2) 0 0.00% 10 6.67% 20 6.68% 3,230 4.42%

Tax-exempt municipal bonds 0 0.00% 565 4.71% 619 4.16% 2,101 5.22%

Other bonds, notes, debentures and securities 494 7.02% 0 0.00% 0 0.00% 0 0.00%

Totals $     494 7.02% $22,925 4.37% $ 639 4.24% $ 6,070 4.86%

Total Securities Available for Sale $30,128 4.51%

TABLE 12

TABLE 11



Sources of Funds

General
Time, money market, savings and demand

deposits are the major source of the Company's

funds for lending and other investment purposes.

All deposits are held by the Bank.  In addition, the

Company obtains funds from loan principal 

repayments and proceeds from sales of loan 

participations and investment securities. Loan

repayments are a relatively stable source of funds,

while deposit inflows and outflows and sales of

loan participations and investment securities are

significantly influenced by prevailing interest

rates, economic conditions and the Company's

asset and liability management strategies.

Borrowings are used on either a short-term basis to

compensate for reductions in the availability of

other sources of funds or on a longer-term basis to

reduce interest rate risk.

Deposits            
The Bank offers several types of deposit

accounts, with the principal differences relating to

the minimum balances required, the time period

the funds must remain on deposit and the interest

rate.  Deposits are obtained primarily from the

Bank's Chattanooga Metropolitan Statistical Area

(MSA).  The Bank does advertise for deposits outside

of this area and has had moderate success attracting

deposits from credit unions around the United

States. The Bank does not solicit funds from 

brokers.  The Bank does not rely upon any single

person or group of related persons for a material

portion of its deposits. However, the Bank has a

large depositor related to its ACH business line that

leaves a large amount of money for the Bank to 

use as it passes through the Bank to its final 

destination.  A principal source of deposits for the

Bank consists of short-term money market and

other accounts, which are highly responsive to

changes in market interest rates.  Accordingly, the

Bank, like all financial institutions, is subject to

short-term fluctuations in deposits in response to

customer actions due to changing short-term 

market interest rates.  The ability of the Bank to

attract and maintain deposits and the Bank's cost

of funds has been and will continue to be significantly

affected by money market conditions.

Table 14 sets forth the composition of deposits for

the Company, excluding accrued interest payable,

by type for the years ended December 31, 2005,

December 31, 2004 and December 31, 2003.
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Weighted  Average Yields on the Held To Maturity Investments

Periods of Maturity from December 31, 2005

Less than 1 year 1 to 5 years 5 to 10 years Over 10 years

Weighted Weighted Weighted Weighted

Avg. Avg. Avg. Avg. 

Securities available for maturity: Amount Yield (1) Amount Yield (1) Amount Yield (1) Amount Yield (1)

U.S. Treasuries $         0 0.00% $       0 0.00% $        0 0.00% $       0 0.00%

U.S. Government agencies 0 0.00% 0 0.00% 0 0.00% 0 0.00%

Mortgage-backed securities (2) 0 0.00% 29 7.50% 37 6.68% 256 5.87%

Tax-exempt municipal bonds 0 0.00% 0 0.00% 0 0.00% 0 0.00%

Other bonds, notes, debentures and securities 0 0.00% 0 0.00% 0 0.00% 0 0.00%

Totals $         0 0.00% $      29 7.50% $      37 6.68% $  256 5.87%

Total Securities held to maturity $     322 6.02%

Federal Home Loan Bank stock, at cost $1,034    4.87%

Total Securities $31,484 4.54%

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

(2) Mortgages are allocated by maturity and not amortized.

TABLE 13
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Deposit Composition

Years Ending December 31,

(In thousands) 2005 2004 2003

Demand deposits $42,118 $34,024 $22,327

NOW deposits 33,080 32,855 28,514

Savings & money market deposits 55,411 31,211 27,712

Time deposits under $100,000 83,119 59,653 58,535

Time deposits $100,000 and over 38,707 30,089 22,264

Total Deposits $252,435 $187,832 $159,352

TABLE 14

Table 15 presents a breakdown by category of the

average amount of deposits and the average rate

paid on deposits for the periods indicated:

Borrowings
The Bank joined the Federal Home Loan Bank of

Cincinnati in October of 2000.  The Federal Home

Loan Bank (the “FHLB”) allows the Bank to borrow

funds on a contractual basis many times at rates

lower than the costs of local certificates of deposit.

In addition, the FHLB has the ability to provide

structured advances that best reduce or leverage

the interest rate risk of the Bank.  The Bank as of

the end of the year had $30 million outstanding

with the FHLB.  All the loans are from $2 to $5 million

in size and are structured as ten year obligations

with an optional conversion to a floating rate after

a stated period of time. The loans have maturities

ranging from December 2010 to February 2015 and

have conversion dates ranging from immediate to

February 2010. Interest rates range from 2.4% to

5.0%. The Bank has several Federal Funds lines of

credit available with correspondent banks with a

total availability of $33 million as of the end of

2005. In addition, the Bank has the right to borrow

from the Federal Reserve Bank if necessary to 

supplement its supply of funds available for lending

and to meet deposit withdrawal requirements. As of

December 31, 2005, the Company had established

a line of credit of $5.0 million priced at 1 month

LIBOR plus 150 basis points. The loan was established

to insert capital infusions to the Bank to fund

growth or retire treasury stock, if any, as needed.

This line allows the Company to act as a source 

of strength for the Bank without the expense or

dilution of additional common stock. As of

December 31, 2005, there were no borrowings on

the line of credit and the Company has the entire

amount available to inject capital into the Bank or

fund other investments.   

Balance Sheet Management

Liquidity Management. Liquidity is the ability of 

a company to convert assets into cash without 

significant loss and to raise funds by increasing 

liabilities. Liquidity management involves having

the ability to meet day-to-day cash flow requirements

of its customers, whether they are depositors wishing

to withdraw funds or borrowers requiring funds to

meet their credit needs.  

The primary function of asset / liability management

is not only to assure adequate liquidity in order for

the Company to meet the needs of its customer

base, but also to maintain an appropriate balance

between interest-sensitive assets and interest-sensitive

liabilities so that the Company can profitably

deploy its assets and therefore optimize earnings.

Both assets and liabilities are considered sources 

of liquidity funding and both are, therefore, 

monitored on a daily basis.  

Average Amount and Average Rate Paid on Deposits

Years Ending December 31,

(In thousands) 2005 2004 2003

Amount Rate Amount Rate Amount Rate

Demand deposits $34,730 $27,918 $18,017

NOW deposits 33,943 0.97% 28,843 0.48% 22,299 0.30%

Savings & money market deposits 45,232 2.45% 32,282 1.33% 25,467 1.33%

Time deposits under $100,000 70,167 3.19% 58,367 2.50% 54,679 2.88%

Time deposits $100,000 and over 32,611 3.51% 25,734 2.52% 19,430 3.12%

Total Deposits $216,683 2.65% $173,144 1.55% $139,892 1.85%

TABLE 15



The asset portion of the balance sheet provides

liquidity primarily through loan repayment and

maturity of investment securities. Additional

sources of liquidity are the investment in Federal

Funds sold and prepayments from the mortgage

backed securities from the investment portfolio.  

The liability portion of the balance sheet provides

liquidity through various interest bearing and 

non-interest bearing deposit accounts. Other

short-term liabilities, which do not qualify as a

deposit, are Federal Funds purchased and securities

under agreement to repurchase (REPOs). Both are

temporary solutions for liquidity as Federal Funds

must be paid off at least once every 30 days and

REPO’s must be collateralized by investment securities.

At year-end December 31, 2005, the Company had

$2.4 million Federal Funds purchased and $2.4

million in REPOs. Longer-term liabilities are limited

to FHLB advances, which would be used to reduce

interest rate risk, and Company loans used 

to repurchase common stock or finance any 

acquisition in the future. 

Capital Resources / Liquidity

Liquidity. Of primary importance to depositors,

creditors and regulators is the ability to have readily

available funds sufficient to repay fully maturing

liabilities.  The Company’s liquidity, represented by

cash and cash from banks, is a result of its operating,

investing and financing activities. In order to

ensure funds are available at all times, the

Company devotes resources to projecting on a

monthly basis the amount of funds accessible.

Liquidity requirements can also be met through

short-term borrowing or the disposition of short-term

assets, which are generally matched to correspond

to the maturity of liabilities.  

The Company’s liquidity target is measured by

adding the Bank’s net cash, short term and 

marketable securities not pledged and dividing this

number by total deposits and short-term liabilities

not secured by assets pledged. The approved liquidity

policy is targeted at 10% and currently the Bank’s

liquidity ratio is 7.9%.  The Company is not subject

to any specific liquidity requirements imposed by

regulatory orders.  The Company is subject to 

general FDIC guidelines, which do not require a

minimum level of liquidity.  Management believes

its liquidity ratios meet or exceed these guidelines.

Management does not know of any trends 

or demands, which are reasonably likely to result

in liquidity increasing or decreasing in any 

material manner.  

Table 16 sets forth the average loan to deposit

ratios, a liquidity measure, for periods indicated:

TABLE 16
Dec. 31, 2005 Dec. 31, 2004

Average loans to 

average deposits 109.04% 104.73%

Impact of Inflation and Changing Prices. The financial

statements and related financial data presented

herein have been prepared in accordance with U.S.

generally accepted accounting principles, which

require the measurement of the financial position

and operating results in terms of historical dollars

without considering the changes in the relative

purchasing power of money over time and due to

inflation. Management is concerned with two

inflationary factors; the first and the most common

is the general impact of inflation on operations 

of the Company and is reflected in increased 

operating costs. The other and more material to the

Bank’s profitability are interest rate adjustments by

the Federal Reserve and the general fixed income

market in reaction to inflation. In other words,

interest rate risk, unlike most industrial companies,

substantially impacts the Company because 

virtually all of the assets and liabilities of the

Company are monetary in nature.  As a result,

interest rates may have a more significant impact

on the Company’s performance than the effects of

general levels of inflation. Interest rates do not

necessarily move in the same direction or in the

same magnitude as the price of goods and services

and each issue must be dealt with independently.

Capital Adequacy

Capital adequacy refers to the level of capital

required to sustain asset growth and to absorb 

losses. The objective of the Company’s management

is to maintain a level of capitalization that is sufficient

to take advantage of profitable growth opportunities

while meeting regulatory requirements. This is

achieved by improving profitability by effectively

allocating resources to more profitable business,

improving asset quality, strengthening service

quality, and streamlining costs.  The primary measures

used by management to monitor the results of

these efforts are the ratios of actual equity to average

assets and actual equity to risk-adjusted assets. 
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The FDIC has adopted capital guidelines governing

the activities of banks. These guidelines require 

the maintenance of an amount of capital based on

risk-adjusted assets so that categories of assets with

potentially higher credit risk will require more capital

backing than assets with lower risk. In addition, banks

are required to maintain capital to support, on a

risk-adjusted basis, certain off-balance sheet activities

such as loan commitments. The capital guidelines

classify capital into two tiers, referred to as Tier I

and Tier II.  Under risk-based capital requirements,

total capital consists of Tier I capital which is generally

common shareholder’s equity less goodwill and Tier II

which is primarily Tier I capital plus a portion of

the loan loss allowance.  In determining risk-based

capital requirements, assets are assigned 

risk-weights of 0% to 100%, depending primarily

on the regulatory assigned levels of credit risk

associated with such assets. Off-balance sheet

items are considered in the calculation of 

risk-adjusted assets through conversion factors

established by regulators. The framework for 

calculating risk-based capital requires banks to

meet the regulatory minimums of 4% Tier I and 

8% total risk based capital. In 1990 regulators

added a leverage computation to the capital

requirements, comparing Tier I capital to total

average assets less goodwill.
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Bank Capital

Years Ending December 31,

(In thousands) December 31, 2005 December 31, 2004
Capital:

Tier I Capital:

Stockholders’ equity $ 25,816 $ 19,989

Less gain on AFS securities 0 (116)

Plus loss on AFS securities 166 0

Less disallowed intangibles (1) 0

Total Tier I Capital 25,981 19,873

Tier II Capital:

Qualifying debt 0 0

Reserve for non-core Bank activities 310 263

Qualifying allowance for loan losses 3,422 2,665

Less disallowed intangibles (224) (289)

Total Tier II Capital 3,508 2,639

Total Capital $29,489 $22,512

Risk-adjusted Assets $280,439 $218,199

Average Assets $283,394 $221,073

Ratios:

Tier I capital to risk-adjusted assets 9.26% 9.11%

Tier II capital to risk-adjusted assets 10.52% 10.32%

Leverage ratio (Tier I capital to average assets

less disallowed intangibles) 9.17% 8.99%

TABLE 17

The Federal Deposit Insurance Corporation

Improvement Act of 1991 (“FDICIA”) established five

capital categories for banks. Under the regulation

defining these five capital categories, each bank is

classified into one of the five categories based on

its level of risk-based capital as measured by Tier I

capital, total risk-based capital, and Tier I leverage

ratios and its supervisory ratings. Table 18 lists the

five categories of capital and each of the minimum

requirements for the three risk-based ratios.

Table 17 sets forth the composition of the Bank's capital at December 31, 2005 and 2004.



On December 31, 2005, the Company exceeded

the regulatory minimums and qualified as a 

well-capitalized institution under the regulations. The

Bank will adopt Statement of Financial Accounting

Standard number 123R in 2006. There are no critical

accounting policies applied that have alternative

applications which would likely change the results of

operations in a material amount. Management of the

Bank believes it has made the proper judgments

about its selection of accounting policies.
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Minimum Requirements for Risk-Based Capital Ratios

Total Risk-Based Tier I Risk-Based

Capital Ratio Capital Ratio Leverage Ratio

Well capitalized 10% or above 6% or above 5% or above

Adequately capitalized 8% or above 4% or above 4% or above

Under capitalized Less than 8% Less than 4% Less than 4%

Significantly undercapitalized Less than 6% Less than 3% Less than 3%

Critically undercapitalized 2% or less

TABLE 18
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