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PART I – FINANCIAL INFORMATION
Item 1. Financial Statements.

SHORE BANCSHARES, INC.
CONSOLIDATED BALANCE SHEETS

(Dollars in thousands, except per share amounts)

September 30, December 31,
2008 2007
(Unaudited)

ASSETS
Cash and due from banks $ 21,883 $ 17,198
Interest bearing deposits with other banks 513 3,036
Federal funds sold 15,416 6,646
Investment securities:
Available for sale, at fair value 82,235 97,137
Held-to-maturity, at amortized cost - fair value of $10,941 (2008) and
$12,924 (2007) 10,914 12,896

Loans 865,437 776,350
Less: allowance for credit losses (8,618) (7,551)
Loans, net 856,819 768,799

Insurance premiums receivable 1,164 1,083
Premises and equipment, net 14,097 15,617
Accrued interest receivable 5,023 5,008
Investment in unconsolidated subsidiary - 937
Goodwill 15,954 15,954
Other intangible assets, net 6,050 6,436
Deferred income taxes 2,610 1,847
Other real estate owned - 176
Other assets 4,348 4,141
TOTAL ASSETS $ 1,037,026 $ 956,911

LIABILITIES
Deposits:
Noninterest bearing demand $ 118,049 $ 104,081
Interest bearing demand 119,144 115,623
Money market and savings 182,397 169,896
Certificates of deposit $100,000 or more 197,590 161,568
Other time 222,037 214,727
Total deposits 839,217 765,895

Accrued interest payable 2,137 2,793
Short-term borrowings 53,078 47,694
Long-term debt 8,485 12,485
Other liabilities 8,708 7,809
TOTAL LIABILITIES 911,625 836,676

STOCKHOLDERS’ EQUITY
Common stock, par value $.01; shares authorized - 35,000,000; 84 84
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shares issued and outstanding - 8,404,609 (2008) and 8,380,530 (2007)
Additional paid in capital 29,744 29,539
Retained earnings 95,224 90,365
Accumulated other comprehensive income 349 247
TOTAL STOCKHOLDERS’ EQUITY 125,401 120,235
TOTAL LIABILITIES AND STOCKHOLDERS’ EQUITY $ 1,037,026 $ 956,911

See accompanying notes to Consolidated Financial Statements.

2
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SHORE BANCSHARES, INC.
CONSOLIDATED STATEMENTS OF INCOME (Unaudited)

(Dollars in thousands, except per share amounts)

For the Three Months Ended For the Nine Months Ended
September 30, September 30,

2008 2007 2008 2007
INTEREST INCOME
Interest and fees on loans $ 14,179 $ 14,732 $ 42,700 $ 42,566
Interest and dividends on investment
securities:
Taxable 924 1,325 2,949 3,900
Tax-exempt 95 128 327 387
Interest on federal funds sold 79 178 284 988
Interest on deposits with other banks 21 180 88 847
Total interest income 15,298 16,543 46,348 48,688
INTEREST EXPENSE
Interest on deposits 4,955 5,493 15,295 16,263
Interest on short-term borrowings 344 279 1,026 838
Interest on long-term debt 90 308 456 977
Total interest expense 5,389 6,080 16,777 18,078
NET INTEREST INCOME 9,909 10,463 29,571 30,610
Provision for credit losses 875 604 1,952 1,259

NET INTEREST INCOME AFTER
PROVISION FOR CREDIT
LOSSES 9,034 9,859 27,619 29,351
NONINTEREST INCOME
Service charges on deposit accounts 923 949 2,711 2,420
Other service charges and fees 668 501 2,169 1,489
Gain on sale of investment securities - - - 1
Other than temporary impairment of
securities (371) - (371) -
Insurance agency commissions 2,845 1,403 9,595 5,004
Gain (loss) on disposals of premises
and equipment 1,264 (108) 1,255 (108)
Loss on sale of investment in
unconsolidated subsidiary (337) - (337) -
Other noninterest income 254 310 920 1,158
Total noninterest income 5,246 3,055 15,942 9,964
NONINTEREST EXPENSE
Salaries and wages 4,662 3,879 13,837 11,512
Employee benefits 1,140 944 3,708 2,959
Occupancy expense 558 460 1,594 1,444
Furniture and equipment expense 310 318 894 988
Data processing 486 454 1,396 1,353
Directors’ fees 131 136 426 427
Amortization of other intangible assets 128 56 386 203
Agency commissions 447 - 1,770 -
Other noninterest expenses 1,567 1,352 4,738 4,351
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Total noninterest expense 9,429 7,599 28,749 23,237

INCOME BEFORE INCOME
TAXES 4,851 5,315 14,812 16,078
Income tax expense 1,780 1,964 5,603 5,968

NET INCOME $ 3,071 $ 3,351 $ 9,209 $ 10,110
  Basic earnings per common share $ 0.37 $ 0.40 $ 1.10 $ 1.21
  Diluted earnings per common share $ 0.37 $ 0.40 $ 1.10 $ 1.20
  Dividends paid per common share $ 0.16 $ 0.16 $ 0.48 $ 0.48

See accompanying notes to Consolidated Financial Statements.

3
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SHORE BANCSHARES, INC.
CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY (Unaudited)

For the Nine Months Ended September 30, 2008 and 2007
(Dollars in thousands, except per share amounts)

Accumulated
Additional Other Total

Common Paid in Retained Comprehensive Stockholders’
Stock Capital Earnings Income (Loss) Equity

Balances, January 1, 2008 $ 84 $ 29,539 $ 90,365 $ 247 $ 120,235

Adjustment to initially apply EITF Issue
06-4 - - (318) - (318)

Comprehensive income:
Net income - - 9,209 - 9,209
Unrealized gains on available-for-sale
securities, net of taxes - - - 102 102
Total comprehensive income 9,311

Shares issued for employee stock-based
awards - 136 - - 136

Stock-based compensation expense - 69 - - 69

Cash dividends paid ($0.48 per share) - - (4,032) - (4,032)

Balances, September 30, 2008 $ 84 $ 29,744 $ 95,224 $ 349 $ 125,401

Balances, January 1, 2007 $ 84 $ 29,687 $ 82,279 $ (723)$ 111,327

Comprehensive income:
Net income - - 10,110 - 10,110
Unrealized gains on available-for-sale
securities, net of taxes - - - 490 490
Total comprehensive income 10,600

Shares issued for employee stock-based
awards - 46 - - 46

Stock-based compensation expense - 51 - - 51

Repurchase and retirement of 10,234
shares - (266) - - (266)

Cash dividends paid ($0.48 per share) - - (4,022) - (4,022)
Balances, September 30, 2007 $ 84 $ 29,518 $ 88,367 $ (233)$ 117,736

See accompanying notes to Consolidated Financial Statements.
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SHORE BANCSHARES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS (Unaudited)

(Dollars in thousands)

For the Nine Months Ended September 30,
2008 2007

CASH FLOWS FROM OPERATING ACTIVITIES:
Net income $ 9,209 $ 10,110
Adjustments to reconcile net income to net cash provided by operating
activities:
Depreciation and amortization 1,330 1,084
Stock-based compensation expense 69 51
Discount accretion on debt securities (164) (144)
Provision for credit losses 1,952 1,259
Gain on sale of securities - (1)
Other than temporary impairment of securities 371 -
(Gain) loss on disposals of premises and equipment (1,255) 108
Loss on sale of investment in unconsolidated subsidiary 337 -
Loss (gain) on sale of other real estate owned 50 (13)
Net changes in:
Insurance premiums receivable (81) 324
Accrued interest receivable (15) (948)
Other assets (1,592) (766)
Accrued interest payable (656) (103)
Other liabilities 579 117
Net cash provided by operating activities 10,134 11,078

CASH FLOWS FROM INVESTING ACTIVITIES:
Proceeds from maturities and principal payments of securities available
for sale 71,189 65,646
Proceeds from sale of investment securities available for sale - 500
Purchases of securities available for sale (56,416) (58,814)
Proceeds from maturities and principal payments of securities
held to maturity 2,991 1,174
Purchases of securities held to maturity (1,012) (117)
Net increase in loans (90,109) (51,774)
Purchases of premises and equipment (292) (640)
Proceeds from sales of premises and equipment 2,773 -
Proceeds from sale of investment in unconsolidated subsidiary 600 -
Proceeds from sales of other real estate owned 264 364
Net cash used in investing activities (70,012) (43,661)

CASH FLOWS FROM FINANCING ACTIVITIES:
Net increase (decrease) in demand, money market and savings deposits 29,990 (20,318)
Net increase in certificates of deposit 43,332 6,259
Net increase in short-term borrowings 5,384 10,864
Proceeds from issuance of long-term debt 3,000 -
Repayment of long-term debt (7,000) (9,000)
Proceeds from issuance of common stock 136 46
Stock repurchased and retired - (266)
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Dividends paid (4,032) (4,022)
Net cash provided by (used in) financing activities 70,810 (16,437)
Net increase (decrease) in cash and cash equivalents 10,932 (49,020)
Cash and cash equivalents at beginning of period 26,880 79,673
Cash and cash equivalents at end of period $ 37,812 $ 30,653

Supplemental cash flows information:
Interest paid $ 17,433 $ 18,181
Income taxes paid $ 7,437 $ 6,474
Transfers from loans to other real estate owned $ 138 $ 698

See accompanying notes to Consolidated Financial Statements.
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Shore Bancshares, Inc.
Notes to Consolidated Financial Statements

For the Three and Nine Months Ended September 30, 2008 and 2007
(Unaudited)

Note 1 - Basis of Presentation

The consolidated financial statements include the accounts of Shore Bancshares, Inc. (the “Company”) and its
subsidiaries with all significant intercompany transactions eliminated. The consolidated financial statements conform
to accounting principles generally accepted in the United States of America (“GAAP”) and to prevailing practices within
the banking industry. The accompanying interim financial statements are unaudited; however, in the opinion of
management all adjustments necessary to present fairly the financial position at September 30, 2008, the results of
operations for the three and nine months ended September 30, 2008 and 2007, changes in stockholders’ equity for the
nine months ended September 30, 2008 and 2007, and cash flows for the nine months ended September 30, 2008 and
2007, have been included. All such adjustments are of a normal recurring nature. The amounts as of December 31,
2007 were derived from audited financial statements. The results of operations for the three and nine months ended
September 30, 2008 are not necessarily indicative of the results to be expected for any other interim period or for the
full year. This Quarterly Report on Form 10-Q should be read in conjunction with the Company’s Annual Report on
Form 10-K for the year ended December 31, 2007.

Note 2 – Earnings Per Share

Basic earnings per share are calculated by dividing net income available to common stockholders by the weighted
average number of common shares outstanding during the period. Diluted earnings per share are calculated by
dividing net income by the weighted average number of common shares outstanding during the period, adjusted for
the dilutive effect of outstanding stock options and awards. The following table provides information relating to the
calculation of earnings per share:

For the Three Months Ended For the Nine Months Ended
September 30, September 30,

(In thousands, except per share data) 2008 2007 2008 2007

Net Income $ 3,071 $ 3,351 $ 9,209 $ 10,110

Weighted Average Shares Outstanding –
Basic 8,388 8,380 8,382 8,380

Dilutive effect of stock-based awards 7 12 8 14

Weighted Average Shares Outstanding –
Diluted 8,395 8,392 8,390 8,394

Earnings per common share – Basic $ 0.37 $ 0.40 $ 1.10 $ 1.21

Earnings per common share – Diluted $ 0.37 $ 0.40 $ 1.10 $ 1.20

There were 3 thousand and 16 thousand antidilutive stock-based awards excluded from the earnings per share
calculation for the three and nine months ended September 30, 2008, respectively. There were no antidilutive
stock-based awards excluded from the earnings per share calculation for the three and nine months ended September
30, 2007.
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Note 3 – Significant Accounting Policy

Under the provisions of Statements of Financial Accounting Standards (“SFAS”) Nos. 114 and 118, "Accounting by
Creditors for Impairment of a Loan," a loan is considered impaired if it is probable that the Company will not collect
all principal and interest payments according to the loan’s contracted terms. The impairment of a loan is measured at
the present value of expected future cash flows using the loan’s effective interest rate, or at the loan’s observable market
price or the fair value of the collateral if the loan is collateral dependent. Interest income generally is not recognized
on specific impaired loans unless the likelihood of further loss is remote. Interest payments received on such loans are
applied as a reduction of the loan’s principal balance. Interest income on other nonaccrual loans is recognized only to
the extent of interest payments received.

6
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Information with respect to impaired loans and the related valuation allowance is shown below:

September 30, December 31, September 30,
(Dollars in thousands) 2008 2007 2007

Impaired loans with a valuation allowance $ 2,290 $ 3,413 $ 1,922
Impaired loans with no valuation allowance 5,206 127 1,784
Total impaired loans $ 7,496 $ 3,540 $ 3,706

Allowance for credit losses applicable to impaired loans $ 318 $ 819 $ 932
Allowance for credit losses applicable to other than
impaired loans 8,300 6,732 6,289
Total allowance for credit losses $ 8,618 $ 7,551 $ 7,221

Average recorded investment in impaired loans $ 4,817 $ 3,958 $ 4,316

Gross interest income of $314 thousand for the first nine months of 2008, $404 thousand for fiscal year 2007 and $324
thousand for the first nine months of 2007 would have been recorded if nonaccrual loans had been current and
performing in accordance with their original terms. Interest actually recorded on such loans was $193 thousand for the
first nine months of 2008, $142 thousand for fiscal year 2007 and $133 thousand for the first nine months of 2007.

Impaired loans do not include groups of smaller balance homogenous loans such as residential mortgage and
consumer
installment loans that are evaluated collectively for impairment. Reserves for probable credit losses related to these
loans are
based upon historical loss ratios and are included in the allowance for credit losses.

Note 4 – Commitments

In the normal course of business, to meet the financial needs of its customers, the Company’s bank subsidiaries are
parties to financial instruments with off-balance sheet risk. These financial instruments include commitments to
extend credit and standby letters of credit. At September 30, 2008, total commitments to extend credit were
approximately $221.0 million. The comparable amount was $246.3 million at December 31, 2007. Outstanding letters
of credit were approximately $15.9 million at September 30, 2008 and $18.3 million at December 31, 2007.

Note 5 - Stock-Based Compensation

At September 30, 2008, the Company had two equity compensation plans: (i) the Shore Bancshares, Inc. Employee
Stock Purchase Plan (“ESPP”); and (ii) the Shore Bancshares, Inc. 2006 Stock and Incentive Compensation Plan (“2006
Equity Plan”). In addition, at September 30, 2008, stock options remained outstanding under the Shore Bancshares, Inc.
1998 Stock Option Plan, which plan expired on March 3, 2008. The plans are described in detail in Note 13 to the
audited financial statements contained in the Company’s Annual Report on Form 10-K for the year ended December
31, 2007. Stock-based awards granted to date are generally time-based, vesting on each anniversary of the grant date
over a three to five year period of time and, in the case of stock options, expiring 10 years from the grant date. ESPP
awards allow employees to purchase shares of the Company’s common stock at 85% of the fair market value on the
date of grant. ESPP grants are 100% vested at date of grant and have a 27-month term.

During the three and nine months ended September 30, 2008, the Company recognized pre-tax stock-based
compensation expense of $22 thousand and $69 thousand, respectively, compared to $22 thousand and $51 thousand,
respectively, for the same periods last year. Stock-based compensation expense is recognized ratably over the requisite
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service period for all awards and is based on the grant-date fair value. Unrecognized stock-based compensation
expense related to nonvested share-based compensation arrangements was $323 thousand as of September 30, 2008.
The weighted-average period over which this unrecognized expense was expected to be recognized was 3.8 years.

The Company estimates the fair value of stock options using the Black-Scholes valuation model with weighted
average assumptions for dividend yield, expected volatility, risk-free interest rate and expected lives (in years). The
expected dividend yield is calculated by dividing the total expected annual dividend payout by the average stock price.
The expected volatility is based on historical volatility of the underlying securities. The risk-free interest rate is based
on the Federal Reserve Bank’s constant maturities daily interest rate in effect at grant date. The expected life of the
options represents the period of time that the Company expects the awards to be outstanding based on historical
experience with similar awards. Stock-based compensation expense recognized in the consolidated statements of
income for the nine months ended September 30, 2008 and 2007 reflected forfeitures as they occurred.

No options were granted during the first nine months of 2008 and 2007.

7
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The following table summarizes stock option activity for the Company under all plans for the nine months ended
September 30, 2008:

Weighted Aggregate
Number Average Intrinsic
of Shares Exercise Price Value

Outstanding at beginning of year 33,797 $ 15.67
Granted - -
Exercised (13,106) 15.42
Expired/Cancelled (2,066) 18.47
Outstanding at end of period 18,625 15.54 $ 189,258

Exercisable at end of period 18,625 $ 15.54 $ 189,258

The following summarizes information about options outstanding at September 30, 2008:

 Options Outstanding and Exercisable
Weighted Average

Options Outstanding Remaining
Exercise Price Number Number Contract Life (in years)

$21.33 5,075 5,075 0.3
14.00 3,255 3,255 1.3
13.17 10,295 10,295 3.5

18,625 18,625

The total intrinsic value of stock options exercised during the nine months ended September 30, 2008 and 2007 was
approximately $80 thousand and $30 thousand, respectively. Cash received upon exercise of options during the first
nine months of 2008 and 2007 was approximately $136 thousand and $46 thousand, respectively.

The following table summarizes restricted stock award activity for the Company under the 2006 Equity Plan for the
nine months ended September 30, 2008:

Number Weighted Average Grant
of Shares Date Fair Value

Nonvested at January 1, 2008 3,845 $ 25.31
Granted 13,783 21.93
Vested (769) 25.31
Cancelled - -
Nonvested at September 30, 2008 16,859 $ 22.55

Note 6 – Segment Reporting

The Company operates two primary business segments: Community Banking and Insurance Products and Services.
Through the Community Banking business, the Company provides services to consumers and small businesses on the
Eastern Shore of Maryland and Delaware through its 18-branch network. Community banking activities include small
business services, retail brokerage, and consumer banking products and services. Loan products available to
consumers include mortgage, home equity, automobile, marine, and installment loans, credit cards and other secured
and unsecured personal lines of credit. Small business lending includes commercial mortgages, real estate
development loans, equipment and operating loans, as well as secured and unsecured lines of credit, credit cards,
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accounts receivable financing arrangements, and merchant card services.

Through the Insurance Products and Services business, the Company provides a full range of insurance products and
services to businesses and consumers in the Company’s market areas. Products include property and casualty, life,
marine, individual health and long-term care insurance. Pension and profit sharing plans and retirement plans for
executives and employees are available to suit the needs of individual businesses.

8
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Selected financial information by line of business for the first nine months of 2008 and 2007 is included in the
following table:

Community Insurance products Parent
(Dollars in thousands) banking and services Company Total
2008
Interest income $ 46,299 $ 49 $ - $ 46,348
Interest expense (16,676) - (101) (16,777)
Provision for credit losses (1,952) - - (1,952)
Noninterest income 5,865 10,077 - 15,942
Noninterest expense (15,486) (9,128) (4,135) (28,749)
Net intersegment income (expense) (3,577) (312) 3,889 -
Income before taxes 14,473 686 (347) 14,812
Income tax (expense) benefit (5,475) (259) 131 (5,603)
Net income $ 8,998 $ 427 $ (216) $ 9,209

Total assets $ 1,013,939 $ 20,332 $ 2,755 $ 1,037,026

2007
Interest income $ 48,688 $ - $ - $ 48,688
Interest expense (18,078) - - (18,078)
Provision for credit losses (1,259) - - (1,259)
Noninterest income 4,914 5,050 - 9,964
Noninterest expense (15,251) (4,132) (3,854) (23,237)
Net intersegment income (expense) (3,457) (274) 3,731 -
Income before taxes 15,557 644 (123) 16,078
Income tax (expense) benefit (5,792) (255) 79 (5,968)
Net income $ 9,765 $ 389 $ (44) $ 10,110

Total assets $ 927,468 $ 9,279 $ 3,130 $ 939,877

Note 7 – Fair Value Measurements

Effective January 1, 2008, the Company adopted Statement of Financial Accounting Standards (“SFAS”) No. 157, “Fair
Value Measurements” which provides a framework for measuring and disclosing fair value under GAAP. SFAS 157
requires disclosures about the fair value of assets and liabilities recognized in the balance sheet in periods subsequent
to initial recognition, whether the measurements are made on a recurring basis (for example, available for sale
investment securities) or on a nonrecurring basis (for example, impaired loans).

SFAS 157 defines fair value as the exchange price that would be received for an asset or paid to transfer a liability (an
exit price) in the principal or most advantageous market for the asset or liability in an orderly transaction between
market participants on the measurement date. SFAS 157 also establishes a fair value hierarchy, which requires an
entity to maximize the use of observable inputs and minimize the use of unobservable inputs when measuring fair
value.

The Company utilizes fair value measurements to record fair value adjustments to certain assets and to determine fair
value disclosures. Securities available for sale are recorded at fair value on a recurring basis. Additionally, from time
to time, the Company may be required to record at fair value other assets on a nonrecurring basis, such as loans held
for sale, loans held for investment and certain other assets. These nonrecurring fair value adjustments typically
involve application of lower of cost or market accounting or write-downs of individual assets.
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Under SFAS 157, the company groups assets and liabilities at fair value in three levels, based on the markets in which
the assets and liabilities are traded and the reliability of the assumptions used to determine the fair value. These
hierarchy levels are:

Level 1 inputs – Unadjusted quoted prices in active markets for identical assets or liabilities that the entity has the
ability to access at the measurement date.

Level 2 inputs – Inputs other than quoted prices included in Level 1 that are observable for the asset or liability, either
directly or indirectly. These might include quoted prices for similar assets or liabilities in active markets, and inputs
other than quoted prices that are observable for the asset or liability, such as interest rates and yield curves that are
observable at commonly quoted intervals.

Level 3 inputs – Unobservable inputs for determining the fair values of assets or liabilities that reflect an entity’s own
assumptions about the assumptions that market participants would use in pricing the assets or liabilities.

9
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The following is a description of valuation methodologies used for assets and liabilities recorded at fair value.

Investment Securities Available for Sale
Investment securities available for sale are recorded at fair value on a recurring basis. Fair value measurement is based
upon quoted prices, if available. If quoted prices are not available, fair values are measured using independent pricing
models or other model-based valuation techniques such as the present value of future cash flows, adjusted for the
security’s credit rating, prepayment assumptions and other factors such as credit loss assumptions. Level 1 securities
include those traded on an active exchange such as the New York Stock Exchange, Treasury securities that are traded
by dealers or brokers in active over-the-counter markets and money market funds. Level 2 securities include
mortgage-backed securities issued by government sponsored entities, municipal bonds and corporate debt securities.
Securities classified as Level 3 include asset-backed securities in less liquid markets.

Loans
The Company does not record loans at fair value on a recurring basis, however, from time to time, a loan is considered
impaired and an allowance for loan loss is established. Loans for which it is probable that payment of interest and
principle will not be made in accordance with the contractual terms of the loan are considered impaired. Once a loan is
identified as individually impaired, management measures impairment in accordance with SFAS 114, “Accounting by
Creditors for Impairment of a Loan.” The fair value of impaired loans is estimated using one of several methods,
including the collateral value, market value of similar debt, enterprise value, liquidation value and discounted cash
flows. Those impaired loans not requiring a specific allowance represent loans for which the fair value of expected
repayments or collateral exceed the recorded investment in such loans. At September 30, 2008, substantially all of the
impaired loans were evaluated based upon the fair value of the collateral. In accordance with SFAS 157, impaired
loans that have an allowance established based on the fair value of collateral require classification in the fair value
hierarchy. When the fair value of the collateral is based on an observable market price or a current appraised value, the
Company records the loan as nonrecurring Level 2. When an appraised value is not available or management
determines the fair value of the collateral is further impaired below the appraised value and there is no observable
market price, the Company records the loan as nonrecurring Level 3.

Assets and Liabilities Recorded at Fair Value on a Recurring Basis
The table below presents the recorded amount of assets and liabilities measured at fair value on a recurring basis at
September 30, 2008.

Significant
Other Significant

Quoted Observable Unobservable
Prices Inputs Inputs

(Dollars in thousands) Fair Value (Level 1) (Level 2) (Level 3)
Securities available
for sale $ 82,235 - $ 82,235 -

Assets and Liabilities Recorded at Fair Value on a Nonrecurring Basis
The Company may be required from time to time to measure certain assets at fair value on a nonrecurring basis in
accordance with GAAP. These include assets that are measured at the lower of cost or market that were recognized at
fair value below cost at the end of the period. The table below presents the recorded amount of assets and liabilities
measured at fair value on a nonrecurring basis at September 30, 2008.

Significant
Other Significant

Quoted Observable Unobservable
Prices Inputs Inputs
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(Dollars in thousands) Fair Value (Level 1) (Level 2) (Level 3)
Impaired loans $ 7,178 - - $ 7,178

Impaired loans had a carrying amount of $7.5 million with a valuation allowance of $318 thousand at September 30,
2008.

Note 8 – Sale-leaseback

On April 17, 2008, the Company entered into a sale-leaseback agreement with Milford Plaza Enterprises, LLC
(“Purchaser”). Under the agreement, the Company terminated its ground lease with the Purchaser and conveyed to the
Purchaser title to the Company’s improvements to the property, generally consisting of the Company’s branch banking
facility in Milford, Delaware. The Company received $1.3 million for this sale and an immaterial loss was recorded on
the transaction. The Company has leased back the facility for an initial period of 12 years. Monthly rental expense
under the agreement is approximately $11 thousand.
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Note 9 – Other Than Temporary Impairment
The Company currently holds 10,000 shares of Federal Home Loan Mortgage Corporation (Freddie Mac) preferred
stock. During the third quarter of 2008, Freddie Mac was placed in a government conservatorship which negatively
impacted the market value of its stock. The Company determined that its investment in Freddie Mac sustained an
other than temporary impairment and recorded a $371 thousand impairment loss in the third quarter of 2008.

Note 10 – New Accounting Pronouncements

Pronouncements adopted
SFAS No. 158, “Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans, an amendment
of FASB Statements No. 87, 88 106, and 132(R).” SFAS 158 requires an employer to recognize the overfunded or
underfunded status of post-retirement defined benefit plans as an asset or a liability in its statement of financial
position. The funded status is measured as the difference between plan assets at fair value and the benefit obligation
(the projected benefit obligation for pension plans or the accumulated benefit obligation for other post-retirement
benefit plans). An employer is also required to measure the funded status of a plan as of the date of its year-end
statement of financial position with changes in the funded status recognized through comprehensive income.
SFAS 158 also requires certain disclosures regarding the effects on net periodic benefit cost for the next fiscal year
that arise from delayed recognition of gains or losses, prior service costs or credits, and the transition asset or
obligation. The adoption of SFAS 158’s requirement to recognize the funded status in the financial statements for
fiscal years ending after December 15, 2006 did not have a significant impact on the Company’s consolidated financial
statements. SFAS 158’s requirement to use the fiscal year-end date as the measurement date is effective for fiscal years
ending after December 15, 2008, and did not have a significant impact on the Company’s consolidated financial
statements.

SFAS No. 159, "The Fair Value Option for Financial Assets and Financial Liabilities-Including an amendment of
FASB Statement No. 115." SFAS 159 permits entities to choose to measure eligible items at fair value at specified
election dates. Unrealized gains and losses on items for which the fair value option has been elected are reported in
earnings at each subsequent reporting date. The fair value option (i) may be applied instrument by instrument, with
certain exceptions, (ii) is irrevocable (unless a new election date occurs) and (iii) is applied only to entire instruments
and not to portions of instruments. The objective is to improve financial reporting by providing entities with the
opportunity to mitigate volatility in reported earnings caused by measuring related assets and liabilities differently
without having to apply complex hedge accounting provisions. This Statement is expected to expand the use of fair
value measurement, which is consistent with the FASB’s long-term measurement objectives for accounting for
financial instruments. The Company adopted SFAS 159 on January 1, 2008 and has not elected the fair value option
for any financial assets or liabilities at September 30, 2008.

The Emerging Issues Task Force (“EITF”) of the FASB issued EITF Issue 06-4, “Accounting for Deferred Compensation
and Postretirement Benefit Aspects of Endorsement Split-Dollar Life Insurance Arrangements,” which was effective
January 1, 2008. EITF 06-4 requires the recognition of a liability and related compensation costs for endorsement
split-dollar life insurance policies that provide a benefit to an employee that extends to postretirement periods as
defined in SFAS No. 106, "Employers' Accounting for Postretirement Benefits Other Than Pensions." The EITF
reached a consensus that Bank Owned Life Insurance policies purchased for this purpose do not effectively settle the
entity's obligation to the employee in this regard and thus the entity must record compensation cost and a related
liability. Entities should recognize the effects of applying this Issue through either, (a) a change in accounting
principle through a cumulative-effect adjustment to retained earnings or to other components of equity or net assets in
the balance sheet as of the beginning of the year of adoption, or (b) a change in accounting principle through
retrospective application to all prior periods. This Issue is effective for fiscal years beginning after December 15,
2007. The effects of the guidance have been applied as a change in accounting principle through a cumulative-effect
adjustment to retained earnings of $318,000.
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EITF Issue 06-11, “Accounting for Income Tax Benefits of Dividends on Share-Based Payment Awards.” EITF 06-11
requires that tax benefits generated by dividends paid during the vesting period on certain equity-classified
share-based compensation awards be classified as additional paid-in capital and included in a pool of excess tax
benefits available to absorb tax deficiencies from share-based payment awards. EITF 06-11 is effective for years
beginning after December 15, 2007. The adoption of EITF 06-11 did not have a significant impact on the Company’s
consolidated financial position or results of operations.

Pronouncements issued but not yet effective
SFAS No. 141R, “Business Combinations.” SFAS 141R’s objective is to improve the relevance, representational
faithfulness, and comparability of the information that a reporting entity provides in its financial reports about a
business combination and its effects. SFAS 141R applies prospectively to business combinations for which the
acquisition date is on or after December 31, 2008. This statement will change the Company’s accounting treatment for
business combinations on a prospective basis.
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SFAS No. 160, “Noncontrolling Interests in Consolidated Financial Statements.” SFAS 160’s objective is to improve
the relevance, comparability, and transparency of the financial information that a reporting entity provides in its
consolidated financial statements by establishing accounting and reporting standards for the noncontrolling interest in
a subsidiary and for the deconsolidation of a subsidiary. SFAS 160 shall be effective for fiscal years and interim
periods within those fiscal years, beginning on or after December 15, 2008. The Company does not expect the
implementation of SFAS 160 to have a material impact on its consolidated financial statements.

SFAS No. 161, “Disclosures about Derivative Instruments and Hedging Activities – an amendment of FASB Statement
No. 133”. SFAS 161 is intended to enhance the disclosures previously required for derivative instruments and hedging
activities under SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities”, to include how and
why an entity uses derivative instruments, how derivative instruments and related hedge items are accounted for and
their impact on an entity’s financial positions, results of operations and cash flows. SFAS 161 is effective for financial
statements issued for fiscal years and interim periods beginning after November 15, 2008, with early application
encouraged. The Company does not expect the implementation of SFAS 161 to have a material impact on its
consolidated financial statements.

SFAS No. 162, “The Hierarchy of Generally Accepted Accounting Principles.” SFAS 162 identifies the sources of
accounting principles and the framework for selecting the principles to be used in the preparation of financial
statements of nongovernmental entities that are presented in conformity with GAAP in the United States (the “GAAP
hierarchy”). The FASB concluded that the GAAP hierarchy should reside in the accounting literature established by the
FASB and is issuing this Statement to achieve that result. This Statement is effective 60 days following the Security
and Exchange Commission’s approval of the Public Company Accounting Oversight Board amendments to AU
Section 411, The Meaning of Present Fairly in Conformity with Generally Accepted Accounting Principles. The
Company does not expect the implementation of SFAS 162 to have a material impact on its consolidated financial
statements.

SFAS No. 163, “Accounting for Financial Guarantee Insurance Contracts – an interpretation of FASB Statement No.
60.” SFAS 163 requires that an insurance enterprise recognize a claim liability prior to an event of default (insured
event) when there is evidence that credit deterioration has occurred in an insured financial obligation. This Statement
also clarifies how Statement 60 applies to financial guarantee insurance contracts, including the recognition and
measurement to be used to account for premium revenue and claim liabilities. The accounting and expanded
disclosure requirements of SFAS 163 will improve the quality and comparability of financial information that will be
provided to users of financial statements. This Statement is effective for financial statements issued for fiscal years
beginning after December 15, 2008, and all interim periods within those fiscal years. This Statement also requires that
disclosures about the risk-management activities of the insurance enterprise be effective for the first period (including
interim periods) beginning after issuance of this Statement. The Company does not expect the implementation of
SFAS 163 to have a material impact on its consolidated financial statements.

Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

Unless the context clearly suggests otherwise, references to “the Company”, “we”, “our”, and “us” in this report are to Shore
Bancshares, Inc. and its consolidated subsidiaries.

Forward-Looking Information
Portions of this Quarterly Report on Form 10-Q contain forward-looking statements within the meaning of The
Private Securities Litigation Reform Act of 1995. Statements that are not historical in nature, including statements that
include the words “anticipate”, “estimate”, “should”, “expect”, “believe”, “intend”, and similar expressions, are expressions about
our confidence, policies, and strategies, the adequacy of capital levels, and liquidity and are not guarantees of future
performance. Such forward-looking statements involve certain risks and uncertainties, including economic conditions,
competition in the geographic and business areas in which we operate, inflation, fluctuations in interest rates,
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legislation, and governmental regulation. These risks and uncertainties are described in detail in the section of the
periodic reports that Shore Bancshares, Inc. files with the Securities and Exchange Commission entitled “Risk Factors”
(see Item 1A of Part II of this report). Actual results may differ materially from such forward-looking statements, and
we assume no obligation to update forward-looking statements at any time except as required by law.

Introduction
The following discussion and analysis is intended as a review of significant factors affecting the financial condition
and results of operations of Shore Bancshares, Inc. and its consolidated subsidiaries for the periods indicated. This
discussion and analysis should be read in conjunction with the unaudited consolidated financial statements and related
notes presented in this report, as well as the audited consolidated financial statements and related notes included in the
Annual Report of Shore Bancshares, Inc. on Form 10-K for the year ended December 31, 2007.
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Shore Bancshares, Inc. is the largest independent financial holding company located on the Eastern Shore of
Maryland. It is the parent company of The Talbot Bank of Easton, Maryland located in Easton, Maryland (“Talbot
Bank”), The Centreville National Bank of Maryland located in Centreville, Maryland (“Centreville National Bank”) and
The Felton Bank, located in Felton, Delaware (“Felton Bank”) (collectively, the “Banks”). The Banks operate 18 full
service branches in Kent, Queen Anne’s, Talbot, Caroline and Dorchester Counties in Maryland and Kent County,
Delaware. The Company engages in the insurance business through three insurance producer firms, The Avon-Dixon
Agency, LLC, Elliott Wilson Insurance, LLC and Jack Martin Associates, Inc.; a wholesale insurance company,
TSGIA, Inc.; and two insurance premium finance companies, Mubell Finance, LLC and ESFS, Inc. (all of the
foregoing are collectively referred to as the “Insurance Subsidiary”) and the mortgage broker business through Wye
Mortgage Group, LLC, all of which are wholly-owned subsidiaries of Shore Bancshares, Inc.

The shares of common stock of Shore Bancshares, Inc. are listed on the Nasdaq Global Select Market under the
symbol “SHBI”.

The Company maintains an Internet site at www.shbi.net on which it makes available free of charge its Annual Report
on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and all amendments to the foregoing
as soon as reasonably practicable after these reports are electronically filed with, or furnished to, the Securities and
Exchange Commission.

Critical Accounting Policies
Our financial statements are prepared in accordance with accounting principles generally accepted in the United States
of America (“GAAP”). The financial information contained within the financial statements is, to a significant extent,
financial information contained that is based on measures of the financial effects of transactions and events that have
already occurred. A variety of factors could affect the ultimate value that is obtained either when earning income,
recognizing an expense, recovering an asset or relieving a liability.

We believe that our most critical accounting policy relates to the allowance for credit losses. The allowance for credit
losses is an estimate of the losses that may be sustained in the loan portfolio. The allowance is based on two basic
principles of accounting: (i) SFAS No. 5, Accounting for Contingencies, which requires that losses be accrued when
they are probable of occurring and estimable, and (ii) SFAS No. 114, Accounting by Creditors for Impairment of a
Loan, which requires that losses be accrued based on the differences between the loan balance and the value of
collateral, present value of future cash flows or values that are observable in the secondary market. Management uses
many factors, including economic conditions and trends, the value and adequacy of collateral, the volume and mix of
the loan portfolio, and our internal loan processes in determining the inherent loss that may be present in our loan
portfolio. Actual losses could differ significantly from management’s estimates. In addition, GAAP itself may change
from one previously acceptable method to another. Although the economics of transactions would be the same, the
timing of events that would impact the transactions could change.

Management has significant discretion in making the adjustments inherent in the determination of the provision and
allowance for credit losses, including in connection with the valuation of collateral, the borrower’s prospects of
repayment, and in establishing allowance factors on the formula allowance and unallocated allowance components of
the allowance. The establishment of allowance factors is a continuing exercise, based on management’s continuing
assessment of the totality of all factors, including, but not limited to, delinquencies, loss history, trends in volume and
terms of loans, effects of changes in lending policy, the experience and depth of management, national and local
economic trends, concentrations of credit, the quality of the loan review system and the effect of external factors such
as competition and regulatory requirements, and their impact on the portfolio, and allowance factors may change from
period to period, resulting in an increase or decrease in the amount of the provision or allowance, based upon the same
volume and classification of loans. Changes in allowance factors will have a direct impact on the amount of the
provision, and a corresponding effect on net income. Errors in management’s perception and assessment of these
factors and their impact on the portfolio could result in the allowance not being adequate to cover losses in the
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portfolio, and may result in additional provisions or charge-offs.

Three basic components comprise our allowance for credit losses: (i) a specific allowance; (ii) a formula allowance;
and (iii) a nonspecific allowance. Each component is determined based on estimates that can and do change when the
actual events occur. The specific allowance is used to individually allocate an allowance to loans identified as
impaired. An impaired loan may show deficiencies in the borrower’s overall financial condition, payment history,
support available from financial guarantors and/or the fair market value of collateral. When a loan is identified as
impaired, a specific allowance is established based on our assessment of the loss that may be associated with the
individual loan. The formula allowance is used to estimate the loss on internally risk rated loans, exclusive of those
identified as impaired. Loans identified as special mention, substandard, doubtful and loss, as well as impaired, are
segregated from performing loans. Remaining loans are then grouped by type (commercial, commercial real estate and
construction, residential real estate or consumer). Each loan type is assigned an allowance factor based on
management’s estimate of the risk, complexity and size of individual loans within a particular category. Classified
loans are assigned higher allowance factors than non-rated loans due to management’s concerns regarding collectibility
or management’s knowledge of particular elements regarding the borrower. Allowance factors grow with the
worsening of the internal risk rating. The nonspecific formula is used to estimate the loss of non-classified loans
stemming from more global factors such as delinquencies, loss history, trends in volume and terms of loans, effects of
changes in lending policy, the experience and depth of management, national and local economic trends,
concentrations of credit, the quality of the loan review system and the effect of external factors such as competition
and regulatory requirements. The nonspecific allowance captures losses that have impacted the portfolio but have yet
to be recognized in either the formula or specific allowance. 
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RECENT GOVERNMENT ACTIONS

On October 14, 2008, the U.S. Department of the Treasury announced its capital purchase program designed to
encourage U.S. financial institutions to build capital to increase the flow of financing to U.S. businesses and
consumers and to support the U.S. economy. Under this program, Treasury will purchase up to $250 billion of shares
of senior preferred stock from qualifying U.S. financial institutions. The minimum and maximum subscription
amounts available to a participating financial institution are 1% of its risk-weighted assets and the lesser of $25 billion
or 3% of its risk-weighted assets, respectively.

On October 31, 2008, the Corporation’s Board of Directors adopted resolutions authorizing the Corporation to apply
for participation in the Capital Purchase Program. If the Corporation’s application is approved and the Board
determines to move forward, the Corporation would issue 25,000 shares of a new class of stock to be known as
Fixed-Rate Cumulative Perpetual Preferred Stock, Series A (the “Preferred Stock”), and issue a warrant to purchase
shares of common stock having a market value of $3.75 million. The Preferred Stock, which would qualify as Tier 1
regulatory capital, would be sold for an aggregate purchase price of $25.0 million, have a liquidation preference of
$1,000 per share, pay cumulative quarterly dividends at a rate of 5% per year for the first five years and 9% per year
thereafter, and be non-voting, other than class voting rights on certain matters that could adversely affect the shares.
Until three years following the date of issuance, the Corporation would be able to redeem the Preferred Stock at par
only using proceeds from a sale of Tier 1 qualifying perpetual preferred stock or common stock for cash which results
in gross proceeds to the Corporation of not less than $6.25 million. After three years, the Corporation would be able to
redeem the Preferred Stock at par, in whole or in part, at its discretion. Any redemption is subject to the consent of the
Board of Governors of the Federal Reserve System. Also, until three years following the sale of the Preferred Stock,
or such earlier time as the Preferred Stock has been redeemed or transferred by Treasury, the Corporation would not,
without Treasury’s consent, be permitted to increase the dividend per share on common stock or repurchase common
stock.

The warrant would be immediately exercisable, with a 10-year term. The exercise price per share would be based
upon the average of the closing prices of the Corporation’s common stock during the 20-trading day period ending on
the trading day prior to the issuance of the Preferred Stock. The exercise price and number of shares subject to the
warrant would both be subject to anti-dilution adjustments. Treasury would agree not to exercise voting power with
respect to any shares of common stock issued upon exercise of the warrant. If the Corporation were to receive
aggregate gross cash proceeds of at least $25 million from one or more qualifying equity offerings of Tier 1-eligible
perpetual preferred or common stock on or prior to December 31, 2009, then the number of shares of common stock
underlying the warrant then held by Treasury would be reduced by one-half of the original number of shares,
considering all adjustments, underlying the warrant.

The proceeds from the issuance would be allocated on a relative fair value basis between the Preferred Stock and the
warrant. The Preferred Stock and the warrant would both be classified in stockholders’ equity in our consolidated
statement of condition. The issuance, including dividends, would likely result in a reduction of basic and diluted
earnings per common share.

The Corporation would issue the Preferred Stock and the Warrant in a private placement exempt from the SEC’s
registration requirements, and would file a registration statement covering the resale of the Preferred Stock, the
warrant and the shares of common stock underlying the warrant. Neither the Preferred Stock nor the warrant would be
subject to any contractual restrictions on transfer, except that Treasury could only transfer or exercise an aggregate of
one-half of the warrant shares prior to December 31, 2009, unless the Corporation were to receive gross proceeds from
qualified equity offerings that are at least equal to the $25.0 million initially received from Treasury. During the
period that Treasury holds any Preferred Stock, the warrant or any shares of our common stock issuable upon exercise
of the warrant, we would be subject to certain restrictions on the compensation of our senior executive officers.

Edgar Filing: SHORE BANCSHARES INC - Form 10-Q

28


