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OR
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Maryland 52-0898572
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)

2 Hopkins Plaza

Baltimore, Maryland 21201

(Address of principal executive offices) (Zip Code)

(410) 237-5900

(Registrant�s telephone number, including area code)

NONE

(Former name, former address and former fiscal year, if changed since last report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.  Yes x    No o

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer.  See definition of
�accelerated filer and large accelerated filer� in Rule 12b-2 of the Exchange Act.  (Check one).

Large accelerated filer x                               Accelerated filer o                               Non-accelerated filer o

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).
   Yes o    No x

As of October 20, 2006, there were 125,490,121 shares of registrant�s Common Stock, $2 par value per share, outstanding.
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PART I � FINANCIAL INFORMATION

Item 1. Financial Statements (Unaudited)

MERCANTILE BANKSHARES CORPORATION
CONSOLIDATED BALANCE SHEETS

(Dollars in thousands, except per share data)
September 30,
2006

December 31,
2005

September 30,
2005

ASSETS
Cash and due from banks $ 318,184 $ 369,536 $ 328,964
Interest-bearing deposits in other banks 200 200 200
Federal funds sold 133,608 25,104 232,129
Total cash and cash equivalents 451,992 394,840 561,293
Investment securities available-for-sale (Note 4) 3,126,770 3,089,628 3,048,846
Investment securities held-to-maturity (Note 4) - fair value of $14,766 (September
2006), $17,181 (December 2005) and $17,380 (September 2005) 14,361 16,659 16,804
Total investment securities 3,141,131 3,106,287 3,065,650
Loans held-for-sale 1,930 26,263 42,307
Loans:
Commercial 2,925,300 2,957,301 2,925,445
Commercial real estate 4,148,895 3,703,297 3,638,238
Construction 1,952,013 1,607,095 1,543,633
Residential real estate 1,988,336 1,802,373 1,778,684
Home equity lines 476,746 505,508 520,214
Consumer 1,043,048 1,032,271 1,039,845
Total loans 12,534,338 11,607,845 11,446,059
Less: allowance for loan losses (143,853 ) (156,673 ) (157,176 )
Loans, net 12,390,485 11,451,172 11,288,883
Bank premises and equipment, less accumulated depreciation of $152,829
(September 2006), $146,585 (December 2005) and $147,395 (September 2005) 142,664 137,419 146,615
Other real estate owned, net 67 667 777
Goodwill, net 760,347 670,028 670,306
Other intangible assets, net (Note 8) 47,818 46,653 47,485
Other assets 638,813 588,400 580,138
Total assets $ 17,575,247 $ 16,421,729 $ 16,403,454
COMMITMENTS and CONTINGENCIES (Note 7)
LIABILITIES
Deposits:
Noninterest-bearing deposits $ 3,301,554 $ 3,324,650 $ 3,329,331
Interest-bearing deposits 9,473,557 8,752,700 8,710,575
Total deposits 12,775,111 12,077,350 12,039,906
Short-term borrowings 1,558,710 1,237,714 1,266,672
Accrued expenses and other liabilities 188,331 169,780 165,398
Long-term debt 659,688 742,163 780,087
Total liabilities 15,181,840 14,227,007 14,252,063
SHAREHOLDERS� EQUITY
Preferred stock, no par value; authorized 2,000,000 shares; issued and outstanding -
None
Common stock, $2 par value; authorized 200,000,000 shares; issued shares -
125,476,310 (September 2006), 82,165,414 (December 2005) and 82,078,721
(September 2005) 250,953 164,331 164,157
Capital surplus 667,307 676,830 669,185
Retained earnings 1,503,226 1,386,405 1,343,076
Accumulated other comprehensive loss (28,079 ) (32,844 ) (25,027 )
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Total shareholders� equity 2,393,407 2,194,722 2,151,391
Total liabilities and shareholders� equity $ 17,575,247 $ 16,421,729 $ 16,403,454

See Notes to Consolidated Financial Statements.
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MERCANTILE BANKSHARES CORPORATION
STATEMENTS OF CONSOLIDATED INCOME

For the 9 months ended
September 30,

For the 3 months ended
September 30,

(Dollars in thousands, except per share data) 2006 2005 2006 2005

INTEREST INCOME
Interest and fees on loans $ 628,369 $ 508,135 $ 224,218 $ 185,714
Interest and dividends on investment securities:
Taxable interest income 93,323 77,052 32,393 26,686
Tax-exempt interest income 2,273 2,348 730 839
Other investment income 1,986 1,753 660 526
Total interest and dividends on investment securities 97,582 81,153 33,783 28,051
Other interest income 2,611 1,546 855 760
Total interest income 728,562 590,834 258,856 214,525

INTEREST EXPENSE
Interest on deposits 175,638 95,280 68,792 38,591
Interest on short-term borrowings 39,738 17,228 15,215 7,702
Interest on long-term debt 27,394 23,634 8,780 8,990
Total interest expense 242,770 136,142 92,787 55,283

NET INTEREST INCOME 485,792 454,692 166,069 159,242
Provision for credit losses � 1,576 � 820

NET INTEREST INCOME AFTER PROVISION FOR CREDIT LOSSES 485,792 453,116 166,069 158,422

NONINTEREST INCOME
Investment and wealth management 82,582 71,505 27,596 23,668
Service charges on deposit accounts 33,936 32,992 12,776 11,478
Mortgage banking related fees 5,042 10,329 497 5,151
Investment securities gains (losses) 205 458 218 (32 )
Nonmarketable investments 13,383 13,683 1,150 4,190
Other income 49,693 52,042 17,530 18,619
Total noninterest income 184,841 181,009 59,767 63,074

NONINTEREST EXPENSES
Salaries 147,755 148,482 51,424 51,748
Employee benefits 42,538 35,490 13,511 11,637
Net occupancy expense of bank premises 23,991 20,918 8,289 7,139
Furniture and equipment expenses 24,752 23,168 8,353 7,965
Communications and supplies 12,083 11,992 3,796 3,933
Other expenses 77,447 72,398 27,056 25,960
Total noninterest expenses 328,566 312,448 112,429 108,382
Income before income taxes 342,067 321,677 113,407 113,114
Applicable income taxes 126,643 120,221 41,834 42,158

NET INCOME $ 215,424 $ 201,456 $ 71,573 $ 70,956

NET INCOME PER SHARE OF COMMON STOCK (Note 3):
Basic $ 1.74 $ 1.67 $ 0.57 $ 0.58
Diluted $ 1.73 $ 1.65 $ 0.57 $ 0.57
DIVIDENDS PAID PER COMMON SHARE $ 0.82 $ 0.74 $ 0.28 $ 0.25

See Notes to Consolidated Financial Statements.
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MERCANTILE BANKSHARES CORPORATION
STATEMENTS OF CHANGES IN CONSOLIDATED SHAREHOLDERS� EQUITY

For the 9 months ended September 30, 2006 and 2005

(Dollars in thousands, except per share data) Total
Common
Stock

Capital
Surplus

Retained
Earnings

Accumulated 
Other
Comprehensive
Income (Loss)

BALANCE, DECEMBER 31, 2004 $ 1,917,683 $ 158,601 $ 530,705 $ 1,231,102 $ (2,725 )
Net income 201,456 201,456
Unrealized losses on securities available-for-sale, net of
reclassification adjustment, net of taxes (22,302 ) (22,302 )
Comprehensive income (Note 9) 179,154
Cash dividends paid:
Common stock ($0.74 per share) (89,017 ) (89,017 )
Issuance of 2,444,408 shares for bank acquisition 124,335 4,889 119,446
Fair value of 138,764 converted options related to
employee stock option plan of acquired bank 5,182 5,182
Issuance of 82,444 shares for dividend reinvestment and
stock purchase plan 4,098 165 3,933
Issuance of 17,550 shares for employee stock purchase
dividend reinvestment plan 873 35 838
Stock options
Issuance of 181,808 shares 3,664 364 3,300
Expense 2,519 2,519
Stock awards
Issuance of 41,823 shares 2,211 84 2,127
Deferred compensation (2,242 ) (2,242 )
Expense 1,972 1,972
Directors� deferred compensation plan
Issuance of 10,182 shares 439 19 420
Contribution 520 520
Dividend � 195 (195 )
BALANCE, SEPTEMBER 30, 2005 $ 2,151,391 $ 164,157 $ 669,185 $ 1,343,076 $ (25,027 )
BALANCE, DECEMBER 31, 2005 $ 2,194,722 $ 164,331 $ 676,830 $ 1,386,405 $ (32,844 )
Net income 215,424 215,424
Unrealized gains on securities available-for-sale, net of
reclassification adjustment, net of taxes 4,765 4,765
Comprehensive income (Note 9) 220,189
Cash dividends paid
Common stock ($0.82 per share) (101,556 ) (101,556 )
Issuance of 1,833,757 shares in connection with bank
acquisition 63,140 3,668 59,472
Fair value of 138,066 converted options related to
employee stock option plan of acquired bank 1,605 1,605
Issuance of 134,274 shares for dividend reinvestment
and stock purchase plan 4,706 268 4,438
Issuance of 26,505 shares for employee stock purchase
dividend reinvestment plan 996 53 943
Stock options
Issuance of 107,767 shares 1,975 216 1,759
Expense 2,219 2,219
Stock awards and units
Issuance of 157,243 shares 189 314 (125 )
Repurchase of 38,471 shares for tax settlement (1,477 ) (77 ) (1,400 )
Expense 5,748 5,748
Directors� deferred compensation plan
Issuance of 4,995 shares 192 10 182
Contribution 841 841
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Dividend � 253 (253 )
Adjustment for adoption of SFAS No. 123R � (3,206 ) 3,206
Issuance of 41,084,826 shares for a 3-for-2 stock split (82 ) 82,170 (82,252 )
BALANCE, SEPTEMBER 30, 2006 $ 2,393,407 $ 250,953 $ 667,307 $ 1,503,226 $ (28,079 )
See Notes to Consolidated Financial Statements.
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MERCANTILE BANKSHARES CORPORATION
STATEMENTS OF CONSOLIDATED CASH FLOWS

For the 9 months ended September 30,
Increase (decrease) in cash and cash equivalents
(Dollars in thousands) 2006 2005
CASH FLOWS FROM OPERATING ACTIVITIES:
Net income $ 215,424 $ 201,456
Adjustments to reconcile net income to net cash provided by operating activities:
Provision for credit losses � 1,576
Depreciation 11,857 11,581
Amortization of other intangible assets 7,064 6,482
Tax benefit from the issuance of stock-based awards 115 83
Write-downs of other real estate owned � 1
Gains on sales of other real estate owned (7 ) (153 )
Gains on sales of investments securities (205 ) (458 )
Gains on sales of premises (103 ) (4,341 )
Net (increase) decrease in assets:
Loans held-for-sale 25,568 (31,307 )
Interest receivable (11,975 ) (9,332 )
Nonmarketable investments (8,964 ) 11,912
Other assets (13,246 ) (80 )
Net increase (decrease) in liabilities:
Interest payable 19,359 13,710
Other liabilities (15,502 ) (11,871 )
Net cash provided by operating activities 229,385 189,259
CASH FLOWS FROM INVESTING ACTIVITIES:
Proceeds from maturities of investment securities held-to-maturity 2,298 3,372
Proceeds from maturities of investment securities available-for-sale 705,128 655,641
Proceeds from sales of investment securities available-for-sale 101,670 121,207
Purchases of investment securities available-for-sale (723,014 ) (782,084 )
Net increase in customer loans (511,661 ) (551,290 )
Proceeds from sales of other real estate owned 2,241 273
Capital expenditures (16,117 ) (12,878 )
Proceeds from sales of premises 536 7,981
Proceeds from sale of interest in Ltd Partnership 6,705 �
Business acquisitions (net of cash received) (61,251 ) (78,655 )
Business acquisitions contingent consideration (8,806 ) �
Purchase of nonmarketable investments (12,112 ) (57,105 )
Net cash used in investing activities (514,383 ) (693,538 )
CASH FLOWS FROM FINANCING ACTIVITIES:
Net (decrease) increase in noninterest-bearing deposits (118,812 ) 172,450
Net increase in interest-bearing deposits 383,457 442,943
Net increase in short-term borrowings 266,837 369,109
Repayment of long-term debt (95,362 ) (84,659 )
Tax benefit from the issuance of stock-based awards 1,040 530
Excess tax benefit related to stock-based awards 346 447
Proceeds from issuance of shares 7,677 8,635
Repurchase of common shares (1,477 ) �
Dividends paid (101,556 ) (89,017 )
Net cash provided by financing activities 342,150 820,438
Net increase in cash and cash equivalents 57,152 316,159
Cash and cash equivalents at beginning of period 394,840 245,134
Cash and cash equivalents at end of period $ 451,992 $ 561,293
SUPPLEMENTAL INFORMATION
Cash payments for interest $ 222,237 $ 121,081
Cash payments for income taxes 135,974 133,745
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See Notes to Consolidated Financial Statements.

6

Edgar Filing: MERCANTILE BANKSHARES CORP - Form 10-Q

11



MERCANTILE BANKSHARES CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1.  Basis of Presentation

The consolidated financial statements, which include the accounts of Mercantile Bankshares Corporation (�Bankshares�) (Nasdaq: MRBK) and all
of its affiliates, are prepared in conformity with accounting principles generally accepted in the United States of America and follow general
practice within the banking industry.  In the opinion of management, the consolidated financial statements include all adjustments necessary for
a fair presentation of the interim period.  These adjustments are of a normal nature and include adjustments to eliminate all significant
intercompany transactions.  In view of the changing conditions in the national economy, the effect of actions taken by regulatory authorities and
normal seasonal factors, the results for the interim period are not necessarily indicative of annual performance.  For purposes of comparability,
certain prior period amounts have been reclassified to conform to current period presentation.

The preparation of financial statements in conformity with accounting principles generally accepted in the United States of America requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
contingent assets and liabilities in the financial statements, and the disclosure of revenue and expenses during the
reporting period.  These assumptions are based on information available as of the date of the financial statements and
could differ from actual results.  See Bankshares� Annual Report on Form 10-K for more detail.

On January 10, 2006, Bankshares announced a three-for-two stock split on its common stock payable in the form of a stock dividend on January
27, 2006 to stockholders of record as of the close of business on January 20, 2006.  For comparative purposes, certain share, average share and
per share amounts have been restated.

2.  Business Combinations / Restructuring

The following provides information concerning acquisitions and restructurings.  Acquisitions were accounted for as purchases with the results of
their operations subsequent to the acquisition date included in Bankshares� Statements of Consolidated Income.

On July 17, 2006, Bankshares completed its acquisition of James Monroe Bancorp, Inc. (�James Monroe�), an Arlington, Virginia-based
commercial bank.  James Monroe was merged into Mercantile-Safe Deposit & Trust Company (�MSD&T�).  At the time of the acquisition, James
Monroe operated six full-service branches and a loan production office located in Northern Virginia and suburban Washington, D.C.  The total
consideration paid to James Monroe shareholders in connection with the acquisition was $71.4 million in cash and 1.8 million shares of
Bankshares� common stock.  The results of James Monroe�s operations have been included in Bankshares� financial results subsequent to July 17,
2006.  The assets and liabilities of James Monroe were recorded on the Consolidated Balance Sheet at their respective fair values.  The fair
values have been determined as of July 17, 2006 and are subject to refinement, as further information becomes available.  The transaction
resulted in total assets acquired of $552 million, including $414 million in gross loans; and liabilities assumed of $507 million, including $434
million in total deposits.  Additionally, Bankshares preliminarily recorded $87.0 million of goodwill.  Intangible assets subject to amortization
are being amortized on an accelerated basis.

Bankshares� exit costs, referred to herein as �merger-related� costs, are defined to include those costs for branch closings and related severance,
combining operations such as systems conversions, and printing and mailing costs incurred by Bankshares prior to and after the merger date and
are included in Bankshares� results of operations.  Bankshares expensed merger-related costs totaling $0.7 million for the three month period
ended September 30, 2006.  The costs associated with these activities are included in noninterest expense.  Merger-related expenses incurred to
date consisted largely of expenses for systems conversion costs.  Bankshares will incur additional merger-related expenses of $1.5 million
during the fourth quarter of 2006 and the first quarter of 2007 as systems conversions, branch closings and integration of operations continue and
these expenses will be recorded when incurred.
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3.  Earnings per Share

Basic earnings per share (�EPS�) are computed by dividing income available to common shareholders by weighted average common shares
outstanding.  Diluted EPS are computed using the same components as basic EPS with the denominator adjusted for the dilutive effect of
weighted average common shares from the various share-based compensation plans.  The following tables provide reconciliations between the
computation of basic EPS and diluted EPS for the nine and three months ended September 30, 2006 and 2005, respectively.

For the 9 months ended September 30,
2006 2005

(In thousands, except per share data)
Net
Income

Weighted
Average
Common
Shares EPS

Net
Income

Weighted
Average
Common
Shares EPS

Basic EPS $ 215,424 123,678 $ 1.74 $ 201,456 120,818 $ 1.67
Dilutive effect of :
Stock options 760 635
Restricted stock awards and units 109 113
Vested directors� deferred compensation plan shares 295 258
Diluted EPS $ 215,424 124,842 $ 1.73 $ 201,456 121,824 $ 1.65

For the 3 months ended September 30,
2006 2005

(In thousands, except per share data)
Net
Income

Weighted
Average
Common
Shares EPS

Net
Income

Weighted
Average
Common
Shares EPS

Basic EPS $ 71,573 124,750 $ 0.57 $ 70,956 122,797 $ 0.58
Dilutive effect of :
Stock options 742 776
Restricted stock awards and units 100 116
Vested directors� deferred compensation plan shares 301 264
Diluted EPS $ 71,573 125,893 $ $0.57 $ 70,956 123,953 $ 0.57

Antidilutive weighted average common shares from the various share-based compensation plans excluded from the computation of diluted
earnings per share were 430,857 and 666,503 for the nine months and three months ended September 30, 2006.  There were no antidilutive
weighted average common shares excluded from the computation of diluted earnings per share for the nine months and three months ended
September 30, 2005.
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4.  Investment Securities

At September 30, 2006 and December 31, 2005, securities with an amortized cost of $1.5 billion and $1.3 billion, respectively, were pledged as
collateral for repurchase transactions and certain deposits as required by regulatory guidelines.  The following table shows the amortized cost
and fair value of investment securities at September 30, 2006 and December 31, 2005.

September 30, 2006 December 31, 2005

(Dollars in thousands)
Amortized
Cost

Gross
Unrealized
Gains

Gross
Unrealized
Losses

Fair
Value

Amortized
Cost

Gross
Unrealized
Gains

Gross
Unrealized
Losses

Fair
Value

Investment securities held-to-maturity
States and political subdivisions $ 14,361 $ 425 $ 20 $ 14,766 $ 16,659 $ 541 $ 19 $ 17,181

Investment securities available-for-sale
U.S. Treasury $ 409,137 $ 512 $ 2,041 $ 407,608 $ 434,893 $ 223 $ 3,080 $ 432,036
U.S. Government agencies 928,550 240 7,996 920,794 992,040 29 12,761 979,308
Mortgage-backed securities 1,710,596 2,116 37,791 1,674,921 1,581,845 685 38,269 1,544,261
States and political subdivisions 61,542 255 127 61,670 70,017 306 188 70,135
Other bonds, notes and debentures 11,678 � 129 11,549 19,083 � 215 18,868
Total bonds 3,121,503 3,123 48,084 3,076,542 3,097,878 1,243 54,513 3,044,608
Other investments 49,597 1,118 487 50,228 43,980 1,236 196 45,020
Total $ 3,171,100 $ 4,241 $ 48,571 $ 3,126,770 $ 3,141,858 $ 2,479 $ 54,709 $ 3,089,628

The following table shows the unrealized gross losses and fair value of securities in the securities available-for-sale portfolio at September 30,
2006, by length of time that individual securities in each category have been in a continuous loss position.

Less than 12 Months 12 months or more Total

(Dollars in thousands)

Gross
Unrealized
Losses

Fair
Value

Gross
Unrealized
Losses

Fair
Value

Gross
Unrealized
Losses

Fair
Value

U.S. Treasury $ 94 $ 229,867 $ 1,947 $ 177,741 $ 2,041 $ 407,608
U.S. Government agencies 709 331,626 7,287 589,168 7,996 920,794
Mortgage-backed securities 2,632 610,473 35,159 1,064,448 37,791 1,674,921
States and political subdivisions 29 45,862 98 15,808 127 61,670
Other bonds, notes and debentures 29 5,497 100 6,052 129 11,549
Total bonds 3,493 1,223,325 44,591 1,853,217 48,084 3,076,542
Other investments 181 35,934 306 14,294 487 50,228
Total $ 3,674 $ 1,259,259 $ 44,897 $ 1,867,511 $ 48,571 $ 3,126,770

At September 30, 2006, there were $1.9 billion of individual securities that had unrealized losses for a period greater than 12 months.  At
September 30, 2006, these securities had an unrealized loss of $44.9 million of which approximately 57% were mortgage-backed securities.
Management has assessed the impairment of these securities and determined that the impairment is temporary.  All principal and interest
payments on available-for-sale debt securities in an unrealized loss position for greater than 12 months are expected to be collected given the
high credit quality of the U.S. government agency debt securities and Bankshares� ability and intent to hold the securities until the value recovers
or they mature.
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5.  Allowance for Loan Losses and Reserve for Unfunded Commitments

During the first quarter of 2006, Bankshares refined the model used for determining certain components of the allowance for loan losses. The
model refinement did not have a material impact on Bankshares� recorded allowance for loan losses. Additionally, Bankshares reclassified a
portion of the allowance for loan losses to a reserve for unfunded lending commitments reflected in other liabilities in the consolidated balance
sheet.  As a result of the refinement of the modeling process for the allowance for loan losses, Bankshares was able specifically to identify risk
inherent in unfunded commitments and make the reclassification noted above.  As no model data existed for previous years, prior period data has
not been reclassified for comparability.

Bankshares reclassified $14.0 million and $1.9 million in the first and third quarters of 2006, respectively, of the allowance for loan losses to the
reserve for unfunded commitments.  The third quarter reclassification resulted from a refinement in the manner in which the required reserves
for unfunded commitments were calculated.  The acquired allowance from James Monroe was approximately $4.0 million.

The allowance for loan losses and reserve for unfunded commitments is presented below.

For the 9 months ended September 30, For the 3 months ended September 30,
(Dollars in thousands) 2006 2005 2006 2005
Allowance for Loan Losses
Balance, beginning of period $ 156,673 $ 149,002 $ 142,860 $ 157,101
Allowance of acquired bank 3,985 7,086 3,985 �
Provision for credit losses (990 ) 1,576 � 820
Transfer to reserve for unfunded commitments (15,824 ) � (1,856 ) �
Total 143,844 157,664 144,989 157,921
Charge-offs (4,137 ) (4,825 ) (1,909 ) (1,710 )
Recoveries 4,146 4,337 773 965
Net recoveries (charge-offs) 9 (488 ) (1,136 ) (745 )
Balance, end of period $ 143,853 $ 157,176 $ 143,853 $ 157,176

Reserve for Unfunded Commitments
Balance, beginning of period $ � $ � $ 14,958 $ �
Provision for credit losses 990 � � �
Transfer from allowance for loan losses 15,824 � 1,856 �
Balance, end of period $ 16,814 $ � $ 16,814 $ �

6.  Impaired Loans

When scheduled principal or interest payments are past due 90 days or more at quarter-end on any loan, the accrual of interest income is
discontinued and subsequent receipts on these loans are recorded as a reduction of principal, and interest income is recorded only once principal
recovery is reasonably assured.  Previously accrued but uncollected interest on these loans is charged against interest income.  Generally, a loan
may be restored to accruing status when all past due principal, interest and late charges have been paid and the bank expects repayment of the
remaining contractual principal and interest on a timely basis.

Under Statements of Financial Accounting Standards (SFAS) Nos. 114 and 118, �Accounting by Creditors for Impairment of a Loan-an
amendment of FASB Statements Nos. 5 and 15,� a loan is considered impaired, based on current information and events, if it is probable that
Bankshares will not collect all principal and interest payments according to the contractual terms of the loan agreement.  The impairment of a
loan is measured based on the present value of expected future cash flows discounted at the loan�s effective interest rate, or the fair value of the
collateral if the repayment is expected to be provided predominantly by the underlying collateral.  Information with respect to impaired
loans and the related valuation allowance (if the measure of the impaired loan is less than the recorded investment) at
September 30, 2006, December 31, 2005 and September 30, 2005 is shown in the following table.  See Bankshares�
Annual Report on Form 10-K for more detail.

10

Edgar Filing: MERCANTILE BANKSHARES CORP - Form 10-Q

6.  Impaired Loans 15



(Dollars in thousands)
September 30,
2006

December 31,
2005

September 30,
2005

Impaired loans with a specific valuation allowance $ 2,488 $ 11,512 $ 15,579
All other impaired loans 30,293 9,086 9,103
Total impaired loans $ 32,781 $ 20,598 $ 24,682

Specific allowance for loan losses applicable to impaired loans $ 1,755 $ 4,150 $ 8,671
General allowance for loan losses applicable to other than impaired loans 142,098 152,523 148,505
Total allowance for loan losses $ 143,853 $ 156,673 $ 157,176

Year-to-date interest income on impaired loans recorded on the cash basis $ 106 $ 128 $ 114
Year-to-date average recorded investment in impaired loans during the period $ 23,970 $ 26,703 $ 27,332
Quarter-to-date interest income on impaired loans recorded on the cash basis $ 30 $ 14 $ 61
Quarter-to-date average recorded investment in impaired loans during the period $ 27,016 $ 24,817 $ 26,223

Impaired loans do not include large groups of smaller balance homogeneous loans that are evaluated collectively for impairment (e.g., residential
mortgages and consumer installment loans).  The allowance for loan losses related to these loans is included in the general allowance for loan
losses applicable to other than impaired loans.

There were no loans associated with the James Monroe acquisition that were within the scope of the American Institute of Certified Public
Accountants issued Statement of Position (�SOP�) 03-3, �Accounting for Certain Loans or Debt Securities Acquired in a Transfer.�  As part of the
Community Bank of Northern Virginia (�CBNV�) acquisition, two commercial real estate loans totaling $4.9 million were within the scope of
SOP 03-3.  One of the loans was subsequently paid in full and the remaining loan is deemed to be immaterial for purposes of the required
disclosures.

7.  Commitments and Contingencies

Bankshares is a party to financial instruments that are not recorded in the balance sheet, which include commitments to extend credit and
standby letters of credit.  Various commitments to extend credit (lines of credit) are made in the normal course of banking business.  Letters of
credit are issued for the benefit of customers by affiliated banks.  These commitments are subject to loan underwriting standards and geographic
boundaries consistent with Bankshares� loans outstanding. Bankshares� lending activities are concentrated in Maryland, Delaware and Virginia.

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any condition established in the contract. 
Commitments generally have fixed expiration dates or other termination clauses and may require payment of a fee.  Since many of the
commitments are expected to expire without being drawn upon, the total commitment amounts do not necessarily represent future cash
requirements.  Total commitments to extend credit were $5.1 billion at September 30, 2006, $4.8 billion at December 31, 2005, and $4.6 billion
at September 30, 2005.

Letters of credit are commitments issued to guarantee the performance of a customer to a third party.  Outstanding letters of credit were $575.8
million at September 30, 2006, $540.6 million at December 31, 2005 and $506.8 million at September 30, 2005.  Fees received for issuing letters
of credit are deferred and amortized over the life of the commitment.  The unamortized fees on letters of credit at September 30, 2006,
December 31, 2005, and September 30, 2005 had a carrying value of $2.5 million, $2.7 million and $2.5 million, respectively.
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Bankshares� mortgage-banking subsidiary is a Fannie Mae Delegated Underwriting and Servicing lender, and has a loss sharing arrangement for
loans originated on behalf of and sold to Fannie Mae.  The unamortized principal balance of the underlying loans totaled $278.7 million, $249.8
million and $237.2 million at September 30, 2006, December 31, 2005 and September 30, 2005, respectively.  The loss reserve for potential
losses on loans originated and sold in the secondary market was $100.2 thousand and $60.7 thousand at September 30, 2006 and December 31,
2005, respectively.  The mortgage subsidiary also has originated and sold loans with recourse in the event of foreclosure on the underlying real
estate.

Bankshares has committed to invest funds in third-party private equity investments.  At September 30, 2006, December 31, 2005 and September
30, 2005, $31.1 million, $26.6 million and $28.1 million, respectively, remained unfunded.

In the ordinary course of business, Bankshares and its subsidiaries are involved in a number of pending and threatened legal actions and
proceedings.  In certain of these actions and proceedings, claims for substantial monetary damages are asserted against Bankshares and its
subsidiaries.  In view of the inherent difficulty of predicting the outcome of such matters, Bankshares cannot state what the eventual outcome of
pending matters will be.  However, based on current knowledge, management does not believe that liabilities, if any, arising from pending
litigation matters, will have a material adverse effect on the consolidated financial position, earnings or liquidity of Bankshares.  If payment
associated with a claim becomes probable and the cost can be reasonably estimated, a contingent liability would be established based on
information currently available, advice of counsel and available insurance coverage.

8.  Goodwill and Other Intangible Assets

Goodwill, net, totaled $760.3 million at September 30, 2006 and $670.0 million at December 31, 2005.  In the third quarter of 2006, Bankshares
preliminarily recorded $87.0 million in goodwill in connection with the James Monroe acquisition.  In the first quarter of 2006, there was an
increase in goodwill of $8.8 million related to a contingent payment made to the management of Boyd Watterson Asset Management as they met
the performance conditions outlined in the merger agreement.

The following table discloses the gross carrying amount and accumulated amortization of intangible assets subject to amortization at September
30, 2006 and December 31, 2005.

September 30, 2006 December 31, 2005

(Dollars in thousands)

Gross
carrying
amount

Accumulated
amortization

Net
amount

Gross
carrying
amount

Accumulated
amortization

Net
amount

Core deposits $ 62,842 $ (25,444 ) $ 37,398 $ 54,509 $ (20,790 ) $ 33,719
Mortgage servicing 2,848 (1,461 ) 1,387 2,902 (1,145 ) 1,757
Customer lists and other 17,795 (8,762 ) 9,033 17,845 (6,668 ) 11,177
Total $ 83,485 $ (35,667 ) $ 47,818 $ 75,256 $ (28,603 ) $ 46,653

In connection with the James Monroe acquisition, Bankshares preliminarily recorded $8.3 million in core deposit intangibles.  The core deposit
intangible from James Monroe is being amortized on an accelerated basis.

Identifiable intangible assets are amortized based on estimated lives of up to 15 years.  Management reviews other intangible assets for
impairment yearly or whenever events or changes in circumstances indicate that their carrying amounts may not be recoverable.  For those
intangible assets subject to amortization, impairment is indicated if the sum of undiscounted estimated future net cash flows is less than the
carrying amount of the asset.  Impairment is recognized by writing down the carrying value or adjusting the estimated life of the asset.  Any
impairment recognized in a valuation account is reflected in the income statement in the corresponding period.
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The following table shows the current period and estimated future amortization expense for amortized intangible assets.  The projections of
amortization expense shown for mortgage servicing rights are based on asset balances and the interest rate environment as of September 30,
2006.  Future amortization expense may be significantly different depending upon changes in the mortgage-servicing portfolio, mortgage
interest rates and market conditions.

(Dollars in thousands)
Core
Deposits

Mortgage
Servicing

Customer 
Lists
and Other Total

Nine months ended September 30, 2006 (actual) $ 4,654 $ 251 $ 2,159 $ 7,064
Three months ended December 31, 2006 (estimated) 1,680 59 562 2,301
Twelve months ended December 31, 2006 (estimated) $ 6,334 $ 310 $ 2,721 $ 9,365

Estimate for years ended December 31,
2007 $ 6,517 $ 232 $ 2,454 $ 9,203
2008 5,423 215 1,617 7,255
2009 5,272 215 641 6,128
2010 5,272 215 505 5,992

9.  Comprehensive Income

The following table summarizes the market value change and related tax effect of unrealized gains (losses) on securities available-for-sale for
the nine months and three months ended September 30, 2006 and 2005, respectively.  Total comprehensive income is included in the Statements
of Changes in Consolidated Shareholders� Equity.

For the 9 months ended September 30,
2006 2005

(Dollars in thousands)
Pretax
Amount

Tax
(Expense)
Benefit

Net
Amount

Pretax
Amount

Tax
(Expense)
Benefit

Net
Amount

Net Income $ 215,424 $ 201,456
Other comprehensive income
Unrealized holding gains (losses) arising
during the period 8,105 (3,216 ) 4,889 (35,258 ) 13,234 (22,024 )
Reclassification adjustment for (gains) losses
included in net income (205 ) 81 (124 ) (458 ) 180 (278 )
Total other comprehensive income 7,900 (3,135 ) 4,765 (35,716 ) 13,414 (22,302 )
Total comprehensive income $ 220,189 $ 179,154

For the 3 months ended September 30,
2006 2005

(Dollars in thousands)
Pretax
Amount

Tax
(Expense)
Benefit

Net
Amount

Pretax
Amount

Tax
(Expense)
Benefit

Net
Amount

Net Income $ 71,573 $ 70,956
Other comprehensive income
Unrealized holding gains (losses) arising during the
period 34,202 (12,947 ) 21,255 (22,781 ) 8,459 (14,322 )
Reclassification adjustment for (gains) losses included in
net income (218 ) 86 (132 ) 32 (13 ) 19
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Total other comprehensive income 33,984 (12,861 ) 21,123 (22,749 ) 8,446 (14,303 )
Total comprehensive income $ 92,696 $ 56,653
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10.  Capital Adequacy

Bankshares and its bank affiliates are subject to various regulatory capital adequacy requirements administered by federal and state banking
agencies.  These requirements include maintaining certain capital ratios above minimum levels.  These capital ratios include Tier I Capital and
Total Risk-Based Capital as percentages of net risk-weighted assets and Tier I Capital as a percentage of adjusted average total assets (leverage
ratio).  The minimum ratios for capital adequacy purposes are 4.00%, 8.00% and 4.00%, for the Tier I Capital, Total Capital and Leverage
Ratios, respectively.  To be categorized as well capitalized, a bank must maintain minimum ratios of 6.00%, 10.00% and 5.00%, for its Tier I
Capital, Total Capital and Leverage Ratios, respectively.  As of September 30, 2006, Bankshares and each of its bank affiliates exceeded all
capital adequacy requirements to be considered well capitalized.

Actual capital amounts and ratios are presented in the following table for Bankshares and its affiliates.  The September 30, 2006 MSD&T capital
ratios reflect the James Monroe acquisition.

September 30, 2006
(Dollars in thousands)

Tier I
Capital

Total
Risk-Based
Capital

Net
Risk-Weighted
Assets

Adjusted
Average
Total Assets

Tier I
Capital
Ratio

Total
Capital
Ratio

Leverage
Ratio

Bankshares $ 1,639,229 $ 2,099,107 $ 13,713,845 $ 16,413,550 11.95 %15.31 %9.99 %
Annapolis Banking & Trust 44,251 51,524 347,132 483,250 12.75 14.84 9.16
Citizens National Bank 108,741 156,454 1,213,369 1,338,333 8.96 12.89 8.13
Farmers & Mechanics Bank 168,335 229,463 1,370,064 1,687,145 12.29 16.75 9.98
Marshall National Bank & Trust 13,957 20,423 144,576 185,805 9.65 14.13 7.51
Mercantile County Bank 82,794 119,526 753,143 955,397 10.99 15.87 8.67
Mercantile Eastern Shore Bank 55,070 86,472 479,466 614,010 11.49 18.04 8.97
Mercantile Peninsula Bank 150,847 222,454 1,405,887 1,783,333 10.73 15.82 8.46
Mercantile-Safe Deposit & Trust
Company 617,697 738,896 6,302,877 7,583,480 9.80 11.72 8.15
Mercantile Southern Maryland Bank 95,858 132,791 697,608 1,000,486 13.74 19.04 9.58
National Bank of Fredericksburg 39,402 50,261 395,730 477,679 9.96 12.70 8.25
Westminster Union Bank 70,671 101,193 524,157 822,105 13.48 19.31 8.60

December 31, 2005
(Dollars in thousands)

Tier I
Capital

Total
Risk-Based
Capital

Net
Risk-Weighted
Assets

Adjusted
Average
Total Assets

Tier I
Capital
Ratio

Total
Capital
Ratio

Leverage
Ratio

Bankshares $ 1,518,454 $ 1,975,313 $ 12,848,926 $ 15,471,385 11.82 % 15.37 % 9.81 %
Annapolis Banking & Trust 43,148 50,382 331,167 484,567 13.03 15.21 8.90
Citizens National Bank 103,600 151,903 1,139,217 1,281,737 9.09 13.33 8.08
Farmers & Mechanics Bank 164,489 225,553 1,341,615 1,700,721 12.26 16.81 9.67
Marshall National Bank & Trust 12,661 19,235 132,110 164,212 9.58 14.56 7.71
Mercantile County Bank 77,489 116,005 728,884 916,864 10.63 15.92 8.45
Mercantile Eastern Shore Bank 52,538 83,614 451,831 575,426 11.63 18.51 9.13
Mercantile Peninsula Bank 141,149 214,251 1,336,315 1,677,958 10.56 16.03 8.41
Mercantile-Safe Deposit & Trust Company 509,252 624,036 5,795,437 6,721,535 8.79 10.77 7.58
Mercantile Southern Maryland Bank 94,717 131,461 620,898 954,636 15.25 21.17 9.92
National Bank of Fredericksburg 37,081 48,169 353,718 455,590 10.48 13.62 8.14
Westminster Union Bank 66,961 98,053 509,424 810,677 13.14 19.25 8.26

Bankshares has an ongoing share repurchase program.  Purchases may be made from time to time, subject to regulatory requirements, in open
market or in privately negotiated transactions.  Purchased shares are retired.  During the nine months ended September 30, 2006, Bankshares
purchased 38,471 shares in net settlement of the minimum tax liability for vested restricted stock.  On June 13, 2006, Bankshares� Board of
Directors authorized the repurchase of two million shares in addition to 676 thousand shares remaining from a previously announced program. 
At September 30, 2006, there were approximately 2.7 million shares available for repurchase under the program.
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11.  Segment Reporting

Operating segments as defined by SFAS No. 131, �Disclosures about Segments of an Enterprise and Related Information,� are components of an
enterprise with separate financial information.  The component engages in business activities from which it derives revenues and incurs expenses
and the operating results of which management relies on for decision-making and performance assessment. Bankshares has two reportable
segments � Banking and Investment and Wealth Management (�IWM�).  The Banking segment is comprised of 11 affiliate banks.  During 2005, the
Private Bank Group of Mercantile-Safe Deposit & Trust Company was consolidated into the Private Banking Group of IWM.  The segment
results have been reclassified to conform to current presentation for comparability.  Additionally, as loans and deposits are now being reflected
in the IWM segment, a funds transfer-pricing model was utilized to match the duration of the funding and investment of the IWM segment assets
and liabilities.

The tables below present selected segment information for the nine and three months ended September 30, 2006 and 2005.  The components in
the �Other� column consist of amounts for the nonbank affiliates, unallocated corporate expenses, including income taxes, and intercompany
eliminations.  Certain expense amounts such as operations overhead were reclassified from internal financial reporting in order to provide for
full cost absorption.  These reclassifications are shown in the �Adjustments� line.

For the 9 months ended September 30, 2006 For the 9 months ended September 30, 2005
(Dollars in thousands) Banking IWM Other Total Banking IWM Other Total
Net interest income $ 476,760 $ 9,324 $ (292 ) $ 485,792 $ 448,467 $ 6,546 $ (321 ) $ 454,692
Provision for credit losses � � � � (1,576 ) � � (1,576 )
Noninterest income 89,868 82,981 11,992 184,841 98,733 71,635 10,641 181,009
Noninterest expenses (258,397 ) (64,820 ) (5,349 ) (328,566 ) (256,337 ) (53,644 ) (2,467 ) (312,448 )
Adjustments 17,281 (1,298 ) (15,983 ) � 16,757 (3,491 ) (13,266 ) �
Income (loss) before income
taxes 325,512 26,187 (9,632 ) 342,067 306,044 21,046 (5,413 ) 321,677
Income tax expense (114,405 ) (10,475 ) (1,763 ) (126,643 ) (107,038 ) (8,419 ) (4,764 ) (120,221 )
Net income (loss) $ 211,107 $ 15,712 $ (11,395 ) $ 215,424 $ 199,006 $ 12,627 $ (10,177 ) $ 201,456

Average loans $ 11,810,175 $ 182,120 $ 305 $ 11,992,600 $ 10,724,290 $ 147,043 $ 391 $ 10,871,724
Average earning assets 15,137,858 182,120 (75,968 ) 15,244,010 13,703,258 147,043 5,328 13,855,629
Average assets 16,607,674 182,681 56,888 16,847,243 14,983,948 147,370 143,413 15,274,731
Average deposits 12,270,894 298,370 (325,809 ) 12,243,455 11,270,896 194,570 (213,685 ) 11,251,781
Average equity 2,049,883 38,068 216,792 2,304,743 1,865,378 33,916 158,830 2,058,124

For the 3 months ended September 30, 2006 For the 3 months ended September 30, 2005
(Dollars in thousands) Banking IWM Other Total Banking IWM Other Total
Net interest income $ 162,767 $ 3,382 $ (80 ) $ 166,069 $ 157,023 $ 2,324 $ (105 ) $ 159,242
Provision for credit losses � � � � (820 ) � � (820 )
Noninterest income 29,011 27,781 2,975 59,767 36,254 23,794 3,026 63,074
Noninterest expenses (87,228 ) (21,256 ) (3,945 ) (112,429 ) (92,233 ) (17,821 ) 1,672 (108,382 )
Adjustments 6,365 (877 ) (5,488 ) � 8,792 (1,080 ) (7,712 ) �
Income (loss) before income
taxes 110,915 9,030 (6,538 ) 113,407 109,016 7,217 (3,119 ) 113,114
Income tax expense (38,692 ) (3,612 ) 470 (41,834 ) (38,218 ) (2,887 ) (1,053 ) (42,158 )
Net income (loss) $ 72,223 $ 5,418 $ (6,068 ) $ 71,573 $ 70,798 $ 4,330 $ (4,172 ) $ 70,956

Average loans $ 12,212,585 $ 188,248 $ 235 $ 12,401,068 $ 11,236,644 $ 152,712 $ 375 $ 11,389,731
Average earning assets 15,570,864 188,248 (113,262 ) 15,645,850 14,353,936 152,712 (15,912 ) 14,490,736
Average assets 17,084,515 188,824 23,990 17,297,329 15,791,343 153,061 120,764 16,065,168
Average deposits 12,612,299 307,789 (328,027 ) 12,592,061 11,807,861 202,571 (258,442 ) 11,751,990
Average equity 2,109,085 39,539 193,921 2,342,545 1,957,448 34,727 187,240 2,179,415

15

Edgar Filing: MERCANTILE BANKSHARES CORP - Form 10-Q

6.  Impaired Loans 22



12.  Derivative Instruments and Hedging Activities

SFAS No. 133, �Accounting for Derivative Instruments and Hedging Activities�, SFAS No. 138, �Accounting for Certain Derivative Instruments
and Certain Hedging Activities � an amendment to FASB Statement No. 133,� and SFAS No. 149, �Amendment of Statement No. 133 on
Derivative Instruments and Hedging Activities� (collectively referred to as �derivatives�), establish accounting and reporting standards for
derivative instruments and for hedging activities.  Bankshares maintains an overall interest rate risk management strategy that incorporates the
use of derivative instruments to minimize significant unplanned fluctuations in earnings that are caused by interest rate volatility.  Currently,
derivative instruments that are used as part of the interest rate risk management strategy have been restricted to interest rate swaps.  Interest rate
swaps generally involve the exchange of fixed-rate and variable-rate interest payments between two parties, based on a common notional
principal amount and maturity date.  At September 30, 2006, Bankshares had interest rate swaps to convert a portion of its nonprepayable
fixed-rate debt to floating-rate debt.  Bankshares also arranges interest rate swaps, caps and swaptions for commercial loan customers through its
Capital Markets Group.  Derivative transactions executed with loan customers are hedged by means of an offsetting derivative trade with a third
party.  In this way, Bankshares manages the market risk arising from capital markets-related derivative activity.

The fair value of derivative instruments is based on swap and option valuations.  The swap value is estimated by using pricing models that
incorporate quoted market prices for swap rates and futures contracts and assumes all counterparties have the same credit rating.  The option
valuation is estimated by using standard market models (such as the modified Black-Scholes model on interest rate options), incorporating
quoted market prices and volatilities.  The fair value of derivative instruments related to customer accommodations recorded in other assets was
$8.4 million (notional $536.1 million) and $5.3 million (notional $345.5 million) at September 30, 2006 and December 31, 2005, respectively. 
The fair value of derivative instruments relating to hedges and customer accommodations recorded in other liabilities was $16.4 million
(notional $655.2 million) and $12.3 million (notional $609.1 million) at September 30, 2006 and December 31, 2005, respectively.

Changes in the fair value of a derivative that is designated and qualifies as a fair value hedge, along with the gain or loss on the hedged asset or
liability that is attributable to the hedged risk are recorded as other noninterest income in the results of operations.  For all hedge relationships,
ineffectiveness resulting from differences between the changes in fair values or cash flows of the hedged item and changes in fair value of the
derivative are recognized as other noninterest income in the results of operations.  The net interest settlement on derivatives designated as fair
value or cash flow hedges is treated as an adjustment of the interest income or interest expense of the hedged assets or liabilities.  The fair-value
hedges of nonprepayable fixed-rate debt were effective for the reported periods and qualified for short-cut hedge accounting treatment.  The
impact of the hedges increased interest expense $1.6 million in the first nine months of 2006 as compared with a decrease of $3.5 million for the
same period in 2005.

The following tables summarize the gross position of derivatives relating to hedging activities at September 30, 2006 and December 31, 2005.

September 30, 2006 December 31, 2005

(Dollars in thousands)

Notional or
Contractual
Amount

Credit
Risk
Amount (1)

Estimated
Net
Fair Value

Notional or
Contractual
Amount

Credit
Risk
Amount (1)

Estimated
Net
Fair Value

Asset/Liability Management Hedges
Interest Rate Contracts:
Swaps $ 350,000 $ 118 $ (12,907 ) $ 350,000 $ � $ (10,349 )

Customer Accommodations
Interest Rate Contracts:
Swaps $ 829,771 $ 8,489 $ 4,965 $ 592,934 $ 5,327 $ 3,462
Swaptions/Caps Purchased 5,755 40 40 5,850 57 57
Swaptions/Caps Sold 5,755 � (40 ) 5,850 � (57 )

(1)  Credit risk amounts reflect the replacement cost for those contracts in a gain position in the event of
nonperformance by all counterparties.
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Mortgage loans held-for-sale have inherent forward contract (agreements to sell or purchase loans at a specific rate or yield) characteristics. 
Risk may arise from the corresponding parties� inability to meet the terms of their contracts and from movements in interest rates.  Bankshares
has forward commitments to sell individual fixed-rate and variable-rate mortgage loans that are on its balance sheet at fair value or are approved,
but not yet funded.  The fair value of the forward contracts was $0.2 million at September 30, 2006 and December 31, 2005.

13.  Stock-based Compensation Expense

Bankshares adopted SFAS No. 123(R), �Share-Based Payment,� effective January 1, 2006 under the modified version of prospective application.
 The following disclosures are provided pursuant to the requirements of SFAS 123(R).

Under SFAS 123(R), awards granted to retirement eligible employees are expensed immediately.  Under Bankshares� Omnibus Stock Plan,
retirement eligible is defined as employees reaching normal retirement at age 65.  As a practice, Bankshares has not granted awards to retirement
eligible employees.  As of September 30, 2006, there were no retirement eligible employees with outstanding awards that had not been fully
expensed.  Prior to implementing SFAS 123(R), Bankshares accrued compensation cost for share-based compensation based on total awards
granted, pursuant to SFAS 123.  Any subsequent forfeitures were reversed from compensation expense when the performance or service
requirement was not achieved.  Upon implementation of SFAS 123(R), Bankshares is estimating forfeitures upon the grant of awards and
reducing the amount to be charged to expense by this estimate.

We sponsor several share-based plans, which are described below.  The compensation cost expensed for those plans was $3.5 million and $1.1
million for the quarters ended September 30, 2006 and 2005, respectively, and $9.0 million and $4.1 million for the nine months ended
September 30, 2006 and 2005, respectively.  The total income tax benefit recognized in the income statement for share-based compensation
arrangements was $1.3 million and $416 thousand for the quarters ended September 30, 2006 and 2005, respectively, and $3.4 million and $1.4
million for the nine months ended September 30, 2006 and 2005, respectively.  At September 30, 2006, unrecognized compensation cost related
to nonvested stock options, restricted stock awards and restricted stock units (�RSUs�) totaled $21.0 million.  The cost of these nonvested awards
is expected to be recognized over a weighted average period of 2.07 years.

The 1999 Omnibus Stock Plan permitted the grant of stock options and other stock incentives, including restricted stock awards and restricted
stock units, to key employees of Bankshares and its affiliates.  The 1999 Plan provided for the issuance of up to 4,500,000 shares (as adjusted for
the stock split) of Bankshares authorized but unissued common stock.  The number of shares of common stock that remained available for future
grants under the Plan at September 30, 2006 was 857,965 shares.  Options issued as a result of mergers or acquisitions are not considered to be
part of the 1999 Omnibus Stock Plan.  Options outstanding were granted at market value and included both performance-based and
nonperformance-based options.  Options become exercisable ratably over three or four years.  All options terminate 10 years from date of grant
if not exercised.  The estimated forfeiture rate used to calculate the current quarter and year-to-date compensation cost was 2.0%.  Because of the
historically low forfeiture rate, the impact to compensation expense was immaterial for 2006 and 2005.

On March 29, 2006, the Compensation Committee authorized the issuance of up to 317,802 performance-based restricted stock units
(�Performance RSUs�) pursuant to the 2006 Performance Stock Program.  The vesting of the Performance RSUs will be determined based upon
the percentage improvement in Bankshares� pre-tax operating income (�PTOI�) over a three-year performance period (the �Performance Period�)
ending December 31, 2008 (with no adjustments for acquisitions or other extraordinary events).  In addition to the performance period, the
awards earned are subject to an additional one-year service requirement.  Depending on actual performance, the Performance RSUs will vest at
levels from 0% to 100%.  On the same date, the Committee also awarded 104,630 RSUs to Bankshares� chief executive officer.  The award will
vest ratably over four years.  The Performance RSUs and the RSUs granted to Bankshares chief executive officer vest and convert into common
stock in connection with a change of control of Bankshares.
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The table below summarizes activity related to stock options during the nine months ended September 30, 2006.

Options
 issued and 
outstanding

Weighted 
average
exercise price

Options
exercisable

Weighted
 average
exercise price

Balance, December 31, 2005 2,659,240 $ 25.01 1,489,397 $ 20.80
Granted 725,566 34.89
Expired/Forfeited (7,188 ) 25.92
Exercised (118,006 ) 17.74
Balance, September 30, 2006 3,259,612 $ 27.46 2,124,075 $ 23.35

The total intrinsic value of stock options exercised during the nine months ended September 30, 2006 and 2005 was $2.3 million and $6.2
million, respectively.  Cash received from options exercised under all share-based payment arrangements for the nine months ended September
30, 2006 and 2005 was $1.8 million and $3.2 million, respectively.  The actual tax return benefit associated with the tax deductions recognized
in the income statement from the option exercise of the share-based payment arrangements totaled $1.0 million for the nine months ended
September 30, 2006; there was no actual tax return benefit for the nine months ended September 30, 2005.

The following table provides selected information on nonvested stock options as of September 30, 2006, and changes during the nine months
ended September 30, 2006.

Nonvested
stock options

Weighted 
average
grant-date
fair value

Balance, December 31, 2005 1,164,825 $ 30.36
Granted 587,500 37.73
Vested (616,788 ) 28.52
Forfeited �
Balance, September 30, 2006 1,135,537 $ 35.17

The following table provides selected information on stock options outstanding and exercisable at September 30, 2006.

September 30, 2006
(Dollars in thousands, except per share data) Outstanding Exercisable
Number of options 3,259,612 2,124,075
Weighted-average exercise price $ 27.46 $ 23.35
Aggregate intrinsic value $ 28,006 $ 26,177
Weighted-average remaining contractual term, in years 7.11 6.22

The weighted average grant-date fair value of options granted during the nine months ended September 30, 2006 and 2005 was $7.13 and $9.54,
respectively.  The total fair value of shares vested during the nine months ended September 30, 2006 and 2005 was $22.9 million and $14.9
million, respectively.

The weighted average fair value of options granted is estimated as of the grant date using the Black-Scholes option-pricing model.

The following weighted average assumptions were used as inputs to the Black-Scholes model for grants in the nine months ended September 30,
2006 and 2005, respectively:

•  Dividend yields of 2.76% and 2.69%
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•  Volatilities of 20.60% and 21.85%

•  Risk-free interest rates of 4.68% and 4.12%

•  Expected terms of 4.73 and 4.57 years
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The expected volatility assumptions were derived by analyzing the historical price volatility of our stock over the past five years.  The expected
terms of options were determined by reviewing historically the time within which a minimum of 50% of shares granted to an employee were
exercised over the past 6 years.

Restricted stock awards outstanding were granted at market value and vest ratably over three years or in total at the end of a specified three-year
period.  The number of restricted stock awards granted in the nine months ended September 30, 2006 and 2005 was 158,406 and 54,386,
respectively.  Compensation expense is recognized on a straight-line basis over the vesting period.  Relative to awards granted in the nine
months ended September 30, 2006, 85,309 shares are subject to a one-year vesting, and 46,327 vest over three years.  Additionally, 12,012
shares, representing dividend equivalent shares related to previous awards that vested during the current period, were awarded and vested
immediately.

The following table provides selected information related to restricted stock awards and restricted stock units as of September 30, 2006, and
changes during the nine months ended September 30, 2006.

Restricted
Stock Awards

Restricted
Stock Units

Outstanding at December 31, 2005 249,090 �
Granted 158,406 422,432
Vested (149,369 ) �
Forfeitures (1,162 ) �
Outstanding at September 30, 2006 256,965 422,432

Another share-based plan is Bankshares� directors� deferred compensation plan.  This plan provides for the issuance of up to 667,500 shares of
Bankshares� authorized but unissued common stock.  The plan requires all deferred fees to be settled in Bankshares� stock.

14.  Pension & Other Postretirement Benefit Plans

Bankshares sponsors qualified and nonqualified pension plans and other postretirement benefit plans for its employees.  The following table
summarizes the components of the net periodic benefit cost for the pension plans for the nine and three months ended September 30, 2006 and
2005, respectively.

For the 9 months ended September 30, 2006 For the 9 months ended September 30, 2005
(Dollars in thousands) Qualified Nonqualified Total Qualified Nonqualified Total
Service cost $ 5,703 $ 642 $ 6,345 $ 5,640 $ 455 $ 6,095
Interest cost 8,966 323 9,289 8,457 121 8,578
Expected return on plan assets (13,169 ) � (13,169 ) (12,430 ) � (12,430 )
Amortization of prior service
cost 888 23 911 877 17 894
Recognized net actuarial loss
(gain) 1,613 60 1,673 1,096 (139 ) 957
Amortization of transition asset � � � � � �
Net periodic benefit cost $ 4,001 $ 1,048 $ 5,049 $ 3,640 $ 454 $ 4,094

For the 3 months ended September 30, 2006 For the 3 months ended September 30, 2005
(Dollars in thousands) Qualified Nonqualified Total Qualified Nonqualified Total
Service cost $ 1,904 $ 214 $ 2,118 $ 1,980 $ 151 $ 2,131
Interest cost 2,989 108 3,097 2,819 41 2,860
Expected return on plan assets (4,389 ) � (4,389 ) (4,143 ) � (4,143 )
Amortization of prior service
cost 296 8 304 292 5 297
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Recognized net actuarial loss
(gain) 538 20 558 365 (46 ) 319
Amortization of transition asset � � � � � �
Net periodic benefit cost $ 1,338 $ 350 $ 1,688 $ 1,313 $ 151 $ 1,464
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The following table summarizes the components of the net periodic benefit cost for the other postretirement benefit plans for the nine and three
months ended September 30, 2006 and 2005, respectively.

For the 9 months ended September 30, For the 3 months ended September 30,
(Dollars in thousands) 2006 2005 2006 2005
Service cost $ 322 $ 400 $ 107 $ 133
Interest cost 745 747 249 249
Expected return on plan assets � � � �
Amortization of prior service cost � � � �
Recognized net actuarial loss 226 264 74 88
Amortization of transition asset � � � �
Net periodic benefit cost $ 1,293 $ 1,411 $ 430 $ 470

As previously disclosed in its financial statements for the year ended December 31, 2005, Bankshares generally makes cash contributions to the
pension plan in amounts up to those permitted by guidelines established under employee benefit and tax laws.  Bankshares estimates that it could
contribute up to approximately $25 million to the pension plan for 2006.  Cash contributions are normally made after valuations have been
finalized for the plan year and prior to the tax return filing date.  As of September 30, 2006, total contributions of $15 million had been made in
2006.  No further contributions are expected to be made in the current year.

15.  Recent Accounting Standards

On February 16, 2006, the Financial Accounting Standards Board (�FASB�) issued Statement No. 155, �Accounting for Certain Hybrid
Instruments.�  This standard amends the guidance in FASB Statements (�SFAS�) No. 133, �Accounting for Derivative Instruments and Hedging
Activities,� and SFAS No. 140, �Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities.�  SFAS No. 155
allows financial instruments that have embedded derivatives to be accounted for as a whole (eliminating the need to bifurcate the derivative from
its host) if the holder elects to account for the whole instrument on a fair value basis.  SFAS No. 155 is effective for all financial instruments
acquired or issued after the beginning of an entity�s first fiscal year that begins after September 15, 2006.  Bankshares does not anticipate this
statement will have a material effect on its results of operations or financial condition.

In March 2006, the FASB issued SFAS No. 156, �Accounting for Servicing of Financial Assets-An Amendment of FASB Statement No. 140.� 
This standard amends the guidance in SFAS No.140, �Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities.�  Among other requirements, SFAS No. 156 requires an entity to recognize a servicing asset or servicing liability each time it
undertakes an obligation to service a financial asset by entering into a servicing contract.  The standard requires initial measurement of all newly
purchased or issued separately recognized servicing assets and servicing liabilities at fair value, if practicable.  Subsequent measurements may
be made using either the fair value or amortization method.  SFAS No. 156 is effective as of the beginning of an entity�s first fiscal year that
begins after September 15, 2006 with early adoption permitted in the quarter-ended March 31, 2006.  Bankshares does not anticipate this
statement will have a material effect on its results of operations or financial condition.

On July 13, 2006, the FASB issued FASB Interpretation No. 48 (�FIN 48�).  FIN 48 clarifies the accounting for uncertainty in income taxes
recognized in an enterprise�s financial statements in accordance with SFAS No. 109, �Accounting for Income Taxes�.  FIN 48 prescribes a
recognition threshold and measurement attribute for the financial statement recognition and measurement of a tax position taken or
expected to be taken in a tax return.  FIN 48 also provides guidance on derecognition, classification, interest and penalties, accounting in
interim periods, disclosure and transition.  FIN 48 is effective for fiscal years beginning after December 15, 2006.  An enterprise shall
disclose the cumulative effect of the change on retained earnings in the statement of financial position as of the date of adoption and
such disclosure is required only in the year of adoption.  Bankshares is in the process of analyzing the implications of FIN 48.  
Bankshares does not anticipate this statement will have a material effect on its results of operations or financial condition.
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On September 15, 2006, the FASB issued SFAS No. 157, �Fair Value Measurements,� which provides for enhanced guidance for using the fair
value to measure assets and liabilities.  SFAS No. 157 defines fair value, establishes a framework for measuring fair value in generally accepted
accounting principles (�GAAP�), and expands disclosures about fair value measurements.  SFAS No. 157 is applicable under other accounting
pronouncements that either require or permit fair value measurements and does not require any new fair value measurements.  SFAS No. 157 is
effective for financial statements issued for fiscal years beginning after November 15, 2007, and interim periods within those fiscal years. 
Bankshares is in the process of analyzing the implications of SFAS No. 157.

On September 20, 2006, the FASB ratified EITF 06-4, �Accounting for Deferred Compensation and Postretirement Benefit Aspects of
Endorsement Split-Dollar Life Insurance Arrangements.�  EITF 06-4 addresses accounting for split-dollar life insurance
arrangements after the employer purchases a life insurance policy on the covered employee.  This EITF states that an
obligation arises as a result of a substantive agreement with an employee to provide future postretirement benefits. 
Under EITF 06-4, the obligation is not settled upon entering into an insurance arrangement.  Since the obligation is
not settled, a liability should be recognized in accordance with applicable authoritative guidance.  EITF 06-4 is
effective for fiscal years beginning after December 15, 2007.  Bankshares is in the process of analyzing the
implications of EITF 06-4.

On September 20, 2006, the FASB ratified EITF 06-5, �Accounting for Purchases of Life Insurance�Determining the Amount That Could Be
Realized in Accordance with FASB Technical Bulletin No. 85-4, Accounting for Purchases of Life Insurance.�  This issue addresses how an
entity should determine the amount that could be realized under the insurance contract at the balance sheet date in applying FTB 85-4 and if the
determination should be on an individual or group policy basis.  EITF 06-5 is effective for fiscal years beginning after December 15, 2006.  The
adoption of EITF 06-5 is not expected to have a material affect on Bankshares financial statements.

On September 29, 2006, the FASB issued 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 No. 158 requires an entity to recognize in its statement of financial
position the overfunded or underfunded status of a defined benefit postretirement plan measured as the difference between the fair value of plan
assets and the benefit obligation.  An entity will be required to recognize as a component of other comprehensive income, net of tax, the
actuarial gains and losses and the prior service costs and credits that arise pursuant to FASB Statements No. 87, �Employers� Accounting for
Pensions� and No. 106, �Employers� Accounting for Postretirement Benefits Other Than Pensions.�  Furthermore, SFAS No. 158 requires that an
entity use a plan measurement date that is the same as its fiscal year-end.  An entity will be required to disclose additional information in the
notes to financial statements about certain effects on net periodic benefit cost in the upcoming fiscal year that arise from delayed recognition of
the actuarial gains and losses and the prior service costs and credits.  The requirement to recognize the funded status of a defined benefit
postretirement plan and the related disclosure requirements is effective for fiscal years ending after December 15, 2006.  The requirement to
change the measurement date to the year-end reporting date is for fiscal years ending after December 15, 2008.  Bankshares does not anticipate
this statement will have a material effect on its results of operations or financial condition.

16.   Subsequent Events

On October 9, 2006, Bankshares announced that it had entered into a Merger Agreement with PNC Financial Services Group, Inc. (�PNC�), which
was approved by PNC�s board.  If the merger is completed, each share of Bankshares� common stock will be converted into 0.4184 shares of PNC
common stock and $16.45 in cash. The merger is currently expected to occur in the first quarter of 2007, and is subject to the approval of
Bankshares� shareholders, receipt of specified governmental approvals (including the approval of the Board of Governors of the Federal Reserve
System), and certain other customary conditions. 
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Item 2.   Management�s Discussion and Analysis of Financial Condition and Results of Operations

MERCANTILE BANKSHARES CORPORATION

HIGHLIGHTS

Consolidated Financial Results

On January 10, 2006, Bankshares announced a three-for-two stock split on its common stock payable in the form of a stock dividend on January
27, 2006 to stockholders of record as of the close of business on January 20, 2006.  For comparative purposes, certain share, average share and
per share amounts have been restated.

Net income for the quarter ended September 30, 2006 was $71.6 million, a 0.9% increase from net income of $71.0 million for the same period
in 2005 and a 2.1% decrease from the $73.1 million reported for the second quarter of 2006.  For the quarters ended September 30, 2006 and
2005, diluted net income per share was $0.57 per share, which represented a decrease of 3.4% from the $0.59 reported for the second quarter of
2006.  Adjusted weighted average shares outstanding increased from 124.0 million for the quarter ended September 30, 2005 to 125.9 million
for the quarter ended September 30, 2006.  The results of operations for James Monroe are included from the merger date forward.

Net interest income, on a taxable-equivalent basis, for the quarter ended September 30, 2006 increased 4.3% to $167.9 million from $161.0
million for the third quarter of last year.  Compared with the second quarter of 2006, net interest income increased 2.9% from the $163.3 million
reported for that period.  As noted in prior quarters, the competitive pressures on the lending and the funding fronts have persisted.  The result is
that the net interest margin continues to be under pressure.  The net interest margin for the current quarter was 4.26% as compared with 4.31%
for the second quarter of 2006.  The net interest margin for the third quarter of 2005 was 4.41%.

At September 30, 2006, nonperforming assets amounted to $36.1 million, or 0.29%, of period-end loans and other real estate owned, an increase
of $8.3 million from the $27.8 million at September 30, 2005.  Nonperforming assets were $29.3 million at June 30, 2006.  The comparable
nonperforming asset ratio was 0.24% at September 30, 2005 and June 30, 2006.  The level of �monitored� loans, or loans with characteristics
suggesting that they could be classified as nonperforming in the near future, amounted to $1.7 million at September 30, 2006.  Monitored loans
were $3.4 million at September 30, 2005 and $13.5 million at June 30, 2006.  The allowance for possible loan losses was 1.15% of loans
outstanding at September 30, 2006.

Noninterest income, which includes investment and wealth management fees, service charges on deposit accounts, mortgage banking-related
fees, securities gains and losses, nonmarketable investments income and other income, decreased 5.2% to $59.8 million for the third quarter of
2006 from $63.1 million for the third quarter of 2005.  This was due to a decrease of $4.7 million in mortgage banking-related fees and of $3.0
million in nonmarketable investments income, partially offset by a $3.9 million increase in investment and wealth management fees.  The
decline in mortgage banking-related fees was attributable to the sale of Bankshares� ownership interest in Columbia National Real Estate
Finance, LLC (�CNREF�) to the minority partners which closed on August 2, 2006. For the quarter ended September 30, 2006, CNREF�s pretax
loss was $249 thousand as compared with a pretax profit of $2.2 million for the same period in 2005.  CNREF�s pretax profit for the second
quarter of 2006 was $729 thousand.

Noninterest income decreased $4.7 million, or 7.3%, in the third quarter of 2006 from the second quarter of 2006.  The decrease was primarily
due to declines in commercial mortgage banking-related fees, and nonmarketable investments income.

Noninterest expenses, which include salaries, employee benefits, net occupancy expense of bank premises, furniture and equipment expenses,
communications and supplies and other expenses, increased by 3.7% for the quarter ended September 30, 2006 to $112.4 million from $108.4
million for the third quarter of 2005.

Noninterest expenses increased $3.0 million from the second quarter of 2006 due primarily to increased expenses in salaries, marketing and
promotions and net occupancy.  This increase was due primarily to $2.3 million of operating expenses at James Monroe.  Bankshares also
incurred $0.7 million of merger expenses related to the James Monroe acquisition.
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Bankshares also reports cash operating earnings, defined as �GAAP� (Generally Accepted Accounting Principles) earnings
excluding the amortization of intangible assets associated with purchase accounting for business combinations;
securities gains and losses; and other significant gains, losses or expenses (such as those associated with integrating
acquired entities� operations into Bankshares) unrelated to Bankshares� core operations.  We believe these non-GAAP
measures provide information useful to investors in understanding our ongoing core business and operational
performance trends.  These measures should not be viewed as a substitute for GAAP.  Management believes
presentations of financial measures excluding the impact of certain items provide useful supplemental information and
better reflect core operating activities.  In order to arrive at core business operating results, the effects of certain
non-core business transactions such as gains and losses on the sale of securities, amortization of intangibles,
restructuring charges and merger-related expenses, have been excluded.  Management reviews these same measures
internally.  For instance, the cash operating efficiency ratio, rather than the GAAP basis efficiency ratio, is used to
measure management�s success at controlling ongoing, core operating expenses.  We believe these measures are
consistent with how investors and analysts typically evaluate our industry, and by providing these measures, we
facilitate their analysis.  Cash operating earnings totaled $73.4 million for the third quarter of 2006, an increase of
0.67% over $72.9 million for the same period in 2005.

Additionally, management believes that reporting several key measures based on tangible assets (total assets less intangible assets) and tangible
equity (total equity less intangible assets) is important, as this more closely approximates the basis for measuring the adequacy of capital for
regulatory purposes.  The ratio of average tangible equity to average tangible assets was 9.79% for the quarter ended September 30, 2006
compared with 9.53% for the same period in 2005.  See Reconciliation of Non-GAAP Measures for the reconciliation of GAAP measures to
non-GAAP measures found at the end of this management�s discussion.

For the first nine months of 2006, net income was $215.4 million, an increase of 6.9% over the $201.5 million reported for the same period in
2005.  Diluted net income per share was $1.73, an increase of 4.8% from the $1.65 reported for the same period last year.  For the nine months
ended September 30, 2006, cash operating earnings were $219.9 million compared with $203.1 million for the same period last year.  Average
tangible equity to average tangible assets for the year-to-date 2006 and 2005 were 9.83% and 9.73%, respectively.

CRITICAL ACCOUNTING POLICIES AND RELATED ESTIMATES

In order to understand Bankshares� financial position and results of operations, it is important to understand Bankshares� significant accounting
policies and the extent to which judgment and estimates are used in applying those policies. Bankshares� accounting and reporting policies are in
accordance with accounting principles generally accepted in the United States (GAAP), and they conform to general practices within the
applicable industries. Management uses a significant amount of judgment and estimates based on assumptions for which the actual results are
uncertain when the estimate is made. Bankshares has identified five policies as being particularly sensitive in terms of judgments and the extent
to which estimates are used: allowance for loan losses and the reserve for unfunded commitments; loans in nonaccrual status or deemed to be
impaired; investment securities; income taxes; and valuation of goodwill and intangible assets. An update of our accounting policy for the
allowance for loan losses and the reserve for unfunded commitments is provided in the following section. For more information on our critical
accounting policies, please refer to our 2005 Annual Report on Form 10-K.
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Allowance for Loan Losses and Reserve for Unfunded Commitments

Arriving at an appropriate level of allowance for loan losses involves a high degree of judgment. Bankshares� allowance for loan losses provides
for probable losses based on evaluations of known and inherent risks in the loan portfolio.  The allowance for loan losses is maintained at a level
considered by management to be adequate to absorb losses inherent in the loan portfolio as of the date of the consolidated financial statements. 
We have developed appropriate policies and procedures for assessing the adequacy of the allowance for loan losses that reflect management�s
careful evaluation of credit risk considering all available information. Management uses historical quantitative information to assess the
adequacy of the allowance for loan losses as well as qualitative information about the prevailing economic and business environment, among
other things. In developing this assessment, management must rely on estimates and exercise judgment in assigning credit risk.  Depending on
changing circumstances, future assessments of credit risk may yield materially different results from the estimates, which may require an
increase or decrease in the allowance for loan losses.

We employ a variety of modeling and estimation tools in developing the appropriate allowance.  Bankshares� allowance consists of
formula-based components for business and retail loans, an allowance for impaired loans and an unallocated component.  The following
provides a description of each of these components of the allowance, the techniques used and the estimates and judgments inherent in each.  In
the first quarter of 2006, management refined the methodologies for the formula-based components to align more appropriately the allowance
methodology with our current framework for analyzing credit losses.  Formula-based allowance calculations for business and retail components
permit us to address specifically the current trends and events affecting the credit risk in the loan portfolio.

Business loans are comprised of commercial, commercial real estate and construction loans, which are evaluated separately for impairment.  For
business loans, the formula-based component of the allowance for loan losses is based on statistical migration estimates of the average losses
observed for business loans classified by credit grade. Average losses for each credit grade are computed using the annualized historical rate at
which loans in each credit grade have defaulted (probability of default rates or �PD�) and the historical average losses realized for defaulted loans
(loss-given-default or �LGD�).  We have developed default rates by analyzing four years of our default experience and more than 14 years of
comparable external data.  Default rates, which are validated annually, are estimates derived from long-term averages and are not based on
short-term economic or environmental factors.  LGD rates have been developed using industry benchmarks.

Retail loans are comprised of consumer installment and residential mortgage loans. For retail loans, the formula-based component of the
allowance for loan losses is primarily based on the probability of default rates and LGD rates for specific groups of similar loans by product
category.  The probability of default rates are based on four years of our default experience and between 14 and 19 years of comparable industry
data.  LGD rates were developed using industry benchmarks.

For both business and retail loans, the formula-based components include additional qualitative amounts to establish reasonable ranges that
consider observed historical variability in losses.  Factors we may consider in setting these amounts include, but are not limited to,
industry-specific data, portfolio-specific risks or concentrations, and macroeconomic conditions. Including these variability components in the
model enables us to capture probable incurred losses that are not yet evident in current default rates, delinquencies and other credit-risk
measurement tools.

The specific allowance allocation is based on an analysis of the loan portfolio. Each loan with an outstanding balance in excess of a specified
threshold that is either in nonaccrual status or on the �Watchlist� is evaluated. The Watchlist includes loans identified and closely followed by
management. These loans possess certain qualities or characteristics that may lead to collection and loss issues. The identified loans are
evaluated for potential loss by analyzing current collateral values or present value of cash flows, as well as the capacity of the guarantor, as
applicable.  This is in accordance with SFAS No. 114, �Accounting for Creditors for Impairment of a Loan,� and SFAS No. 118, �Accounting for
Creditors for Impairment of a Loan � Income Recognition and Disclosure.�
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The allowance for loan losses also contains an unallocated component.  The unallocated allowance recognizes the imprecision inherent in
estimating and measuring inherent loss when allocating the allowance to individual, or pools of, loans.  It also takes into consideration the
allowance level deemed appropriate by each affiliate based on its local knowledge and input from bank regulators and their view from the
standpoint of safety and soundness, among other factors.  The amount of this component and its relationship to the total allowance for loan
losses may change from one period to another.

In first quarter of 2006, we reclassified a portion of the allowance for loan losses to a reserve for unfunded commitments, which is included in
the other liabilities section of the consolidated balance sheet.  The modeling process used in the first quarter of 2006 for the determination of the
reserve for unfunded lending commitments is consistent with the process described above for the formula-based component of the allowance for
loan losses, also including as a key factor a benchmark average rate at which unfunded exposures have been funded at the time of default.  The
development of this modeling in 2006 enabled Bankshares to evaluate specifically the risk inherent in unfunded commitments and make the
reclassification discussed above.  As no model data existed in previous years, prior period data has not been reclassified for comparability.  In
the third quarter of 2006, Bankshares reclassified $1.9 million of the allowance for loan losses to the reserve for unfunded commitments.  This
resulted from a refinement in the manner in which the required reserves for unfunded commitments were calculated.

SEGMENT REPORTING

As noted in Note No. 11 - Segment Reporting, Bankshares reports two business segments � (1) Banking and (2) Investment and Wealth
Management (�IWM�) - for which financial information is segregated for use in assessing performance and allocating resources when reporting to
the Board of Directors.  Segment financial information is subjective and, unlike financial accounting, is not necessarily based on GAAP.  As a
result, the financial information of the reporting segments is not necessarily comparable with similar information reported by others and may not
be comparable with Bankshares� consolidated results.  Certain expense amounts, such as operations overhead, have been reclassified for internal
financial reporting purposes in order to provide for proper allocation of costs in the reported data.

A schedule disclosing the details of these operating segments can be found in Note No. 11 - Segment Reporting.

Banking

The Banking segment consists of 11 affiliate banks.  Mortgage banking activities are not viewed as a separate business line due to their
insignificant impact on the core business of Bankshares and, accordingly, are included in the Banking segment.

In the third quarter of 2006, the acquisition of James Monroe as part of the Mercantile Potomac Division of Mercantile-Safe Deposit and Trust
Company was completed.  This acquisition allowed us to increase our presence in the northern Virginia and Washington, D.C. markets.  The
Banking segment was the primary beneficiary of the James Monroe acquisition.

Net income for the nine months ended September 30, 2006 increased 6.1%, to $211.1 million, from the $199.0 million earned during the same
period last year.  Net interest income for Banking increased 6.3% to $476.8 million for the nine months ended September 30, 2006.  The growth
in net interest income reflected a 10.5% increase in average earning assets, offset by a 13 basis point decline in the net interest margin from
4.44% at September 30, 2005 to 4.31% at September 30, 2006.  Average loan balances increased 10.1% year-over-year.  Commercial real estate
loan balances increased 13.8%, residential real estate loan balances increased 7.8% and construction loan balances increased 25.2%.  Average
deposits included growth in money market accounts, time deposits greater than $100,000 and noninterest-bearing checking, offset by a reduction
in balances associated with savings accounts and checking plus interest accounts in the first nine months of 2006, compared with the first nine
months of 2005.  The decline in the net interest margin was primarily attributable to the growth in premium money market accounts and
certificates of deposit as customers shifted to these higher rate products, and yields on loans and investments lagging the increase in funding
costs.
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Reflecting the favorable credit quality within the loan portfolio, Banking recorded no provision for credit losses for the first nine months of 2006
as compared with a $1.6 million provision for the same period of 2005.  During the first quarter of 2006, Banking established a reserve for
unfunded commitments of $15 million by a reclassification of $14 million from the allowance for loan losses and the recording of a $1.0 million
provision related to increased unfunded commitments during the quarter.  In the third quarter of 2006, $1.9 million was reclassified from the
reserve for loan losses to the reserve for unfunded commitments recorded in other liabilities.  The reclassification in the third quarter resulted
from a refinement in the manner in which the required reserves were calculated.  The allowance for loan losses as a percent of loans was 1.15%
at September 30, 2006 compared with 1.35% at December 31, 2005 and 1.37% at September 30, 2005.

Noninterest expenses were $258.4 million for the nine months of 2006 compared with $256.3 million for the same period of 2005, an increase of
$2.1 million, or 0.8%.  Noninterest expenses net of adjustments were $241.1 million for the nine months of 2006, a $1.5 million increase, or
0.6%, over $239.6 million for the same period of 2005.  The increase in noninterest expenses was primarily related to normal merit and salary
increases, higher benefit costs, and the addition of new branches.

Investment & Wealth Management

Investment and Wealth Management (�IWM�) includes Asset Management, Private Banking, Trust Services, Retail Brokerage Services and
Custody Services.  IWM provides a full line of investment products and retirement, tax and estate planning services. IWM products include:

•  Retail Brokerage Services:  Stocks, bonds, proprietary and nonproprietary mutual funds, fixed and variable
annuities.

•  Asset Management Services:  Proprietary and nonproprietary mutual funds, proprietary and nonproprietary
separate account management, customized wealth advisory services, defined benefit and defined contribution
retirement services, family office services, individual and institutional trust services and custody services.

•  Private Banking Services:  Deposits, loans, and mortgages.

•  Mercantile Funds:  Proprietary mutual funds and Mercantile�s hedge funds of funds.

Net income for the first nine months of 2006 increased 24.4%, or $3.1 million, to $15.7 million over the $12.6 million in the first nine months of
2005.  Pretax profit margins, prior to corporate overhead allocations, were 29.8% and 31.4% for the first nine months of 2006 and 2005,
respectively.  For more information on corporate overhead, see �Other� in Segment Reporting.

While equity markets rose during the past twelve months, a slump in the second quarter was followed by a strong recovery in the third quarter of
2006.  The S&P 500 Index ended September, 2006 at 1,336, up 8.7% from 1,229 at the end of September 2005, and rose 5.2% from the second
quarter of this year.  Between September 30, 2005 and September 30, 2006, the Dow Jones Industrial Average increased 10.5% to 11,679 and
the Nasdaq rose 5.0% to 2,258.  The fixed income markets, as measured by the Lehman Brothers US Aggregate Bond Index, were down 1.6%
for the twelve-month period ended September 30, 2006.  Bankshares� investment asset base is relatively balanced between equities (including
real estate) and fixed income, cash and other securities.  As of September 30, 2006, 45% of IWM managed assets were invested in equities,
including real estate.  Approximately 39% were invested in fixed income securities and 16% were invested in cash and other.

As of September 30,
Market Indices 2006 2005
Dow Jones Industrial Average 11,679 10,569
Year-over-Year % Change 10.5 % 4.8 %
S&P 500 Index-period-end 1,336 1,229
Year-over-Year % Change 8.7 % 10.2 %
Nasdaq 2,258 2,152
Year-over-Year % Change 5.0 % 13.4 %
Lehman Brothers US Aggregate Bond Index 101.0 102.6
Year-over-Year % Change -1.6 % -2.2 %
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Revenues in the first nine months of 2006 increased $14.1 million, or 18.1%, to $92.3 million from $78.2 million in the same period last year. 
Exceptional revenue growth was realized in Institutional Management (driven by the restructuring of a major pension advisory relationship in
Bankshares� IWM Real Estate Advisory Unit) and the Private Bank (driven by the adoption of Funds Transfer Pricing).  Solid revenue growth
was realized in Mercantile Funds, Private Wealth Management and Brokerage.

Private Wealth Management benefited from the rise in equity markets during the past year and a fee increase on some accounts at the beginning
of 2006.  Personal Assets under Administration, at September 30, 2006, increased $0.7 billion, or 5.6%, to $13.2 billion from September 30,
2005.  At September 30, 2006 compared with September 30, 2005, Personal Assets with Investment Responsibility increased $0.3 billion, or
3.4%, to $9.1 billion and Assets with No Investment Responsibility increased $0.4 billion, or 10.8%, to $4.1 billion.

Institutional Investment Management benefited principally from the restructuring of a major real estate pension advisory relationship.  The
impact of this change was to increase revenues approximately $7.0 million and to increase expenses approximately $4.5 million.  Revenue
declined in our Boyd Watterson Asset Management subsidiary due to decreased assets under management.  Higher terminations in our
institutional business continued to impede institutional revenue growth in the first nine months of 2006, evidenced by the loss of a $6.5 billion
institutional custody account in the third quarter of 2006.  At September 30, 2006 compared with September 30, 2005, Total Institutional Assets
under Administration (including Boyd Watterson) declined $5.4 billion, or 16.0%, to $28.3 billion; Institutional Assets with Investment
Responsibility declined $0.4 billion, or 3.3%, to $11.6 billion; and Assets under Administration with No Investment Responsibility declined
$5.0 billion, or 23.0%, to $16.7 billion.

The Mercantile Funds benefited from higher asset flows into the funds, improved equity markets, and solid performance in the hedge funds of
funds.  Mercantile Fund assets increased $248 million, or 6.4 %, to $4.1 billion, driven by a 6.3% increase in personal trust assets, at September
30, 2006 compared with September 30, 2005.

Brokerage commissions and income benefited from growth in the number of accounts and assets held in accounts. Brokerage assets increased
$181 million, or 19%, to $1.1 billion at September 30, 2006 compared with September 30, 2005.

Private Banking revenues benefited from $35.1 million in loan growth and $103.8 million in deposit growth during the past year.

IWM Asset Data (Dollars in billions) At September 30,
2006 2005

Personal
Assets with Investment Responsibility $ 9.1 $ 8.8
Assets with No Investment Responsibility 4.1 3.7
Total Personal 13.2 12.5

Institutional
Assets with Investment Responsibility 11.6 12.0
Assets with No Investment Responsibility 16.7 21.7
Total Institutional 28.3 33.7

Mutual Funds Not Included Above 0.3 0.2

Total
Assets with Investment Responsibility 21.0 21.0
Assets with No Investment Responsibility 20.8 25.4
Total Assets under Administration $ 41.8 $ 46.4
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At September 30, 2006, Assets under Administration by IWM were $41.8 billion, a decrease of $4.6 billion, or 9.9%, from the prior year. 
Bankshares had investment responsibility for $21 billion, unchanged from last year.

Additional revenue growth will depend on new sales and increased distribution, equity and bond market conditions and acquisitions, if any.

In the first nine months of 2006, expenses increased 20.8%, or $11.2 million, to $64.8 million, compared with $53.6 million in the first nine
months of last year.  Increases occurred in employee-related, technology, marketing, professional services, general operating and occupancy
expenses. The real estate advisory business restructuring-related expenses including salaries and benefits, marketing, incentive compensation,
recruiting and license fees totaled approximately $4.5 million.
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BANKSHARES EARNINGS PERFORMANCE

Analysis of Interest Rates and Interest Differentials

The following table presents the distribution of the average consolidated balance sheet, interest income/expense and annualized yields earned
and rates paid for the nine months ended September 30, 2006 and 2005.

2006 2005

(Dollars in thousands)
Average
Balance (2)

Income (1)
/ Expense

Yield (1)
/ Rate

Average
Balance (2)

Income (1)
/ Expense

Yield (1)
/ Rate

Earning assets
Loans:
Commercial $ 2,938,055 $ 161,084 7.33 % $ 2,896,725 $ 136,123 6.28 %
Commercial real estate 3,837,512 201,638 7.03 3,370,926 163,681 6.49
Construction 1,801,245 109,643 8.14 1,439,235 72,480 6.73
Residential real estate 1,886,917 87,165 6.18 1,749,577 77,867 5.95
Home equity lines 486,724 27,843 7.65 505,630 22,016 5.82
Consumer 1,042,147 45,011 5.77 909,631 39,435 5.80
Total loans 11,992,600 632,384 7.05 10,871,724 511,602 6.29
Federal funds sold, et al 63,384 2,609 5.50 43,658 1,544 4.73
Securities:
Taxable securities
U.S. Treasury and government
agencies 1,424,119 40,631 3.81 1,413,240 35,747 3.38
Mortgage-backed 1,619,045 52,692 4.35 1,375,285 41,305 4.02
Other investments 64,114 2,007 4.19 63,765 1,763 3.70
Tax-exempt securities
States and political subdivisions 80,548 3,761 6.24 87,760 3,885 5.92
Total securities 3,187,826 99,091 4.16 2,940,050 82,700 3.76
Interest-bearing deposits in other
banks 200 2 1.44 197 2 1.15
Total earning assets 15,244,010 734,086 6.44 13,855,629 595,848 5.75
Cash and due from banks 310,123 306,434
Bank premises and equipment,
net 139,780 144,362
Other assets 1,301,824 1,121,574
Less: allowance for loan losses (148,494 ) (153,268 )
Total assets $ 16,847,243 $ 15,274,731
Interest-bearing liabilities
Deposits:
Savings $ 1,277,603 4,756 0.50 $ 1,447,797 3,983 0.37
Checking plus interest 1,290,233 1,887 0.20 1,399,352 1,719 0.16
Money market 2,000,814 39,246 2.62 1,606,528 14,653 1.22
Time deposits $100,000 and over 2,065,129 67,829 4.39 1,574,236 35,254 2.99
Other time deposits 2,370,668 61,920 3.49 2,088,820 39,671 2.54
Total interest-bearing deposits 9,004,447 175,638 2.61 8,116,733 95,280 1.57
Short-term borrowings 1,411,287 39,738 3.76 1,069,792 17,228 2.15
Long-term debt 689,474 27,394 5.31 743,381 23,634 4.25
Total interest-bearing funds 11,105,208 242,770 2.92 9,929,906 136,142 1.83
Noninterest-bearing deposits 3,239,008 3,135,048
Other liabilities and accrued
expenses 198,284 151,653
Total liabilities 14,542,500 13,216,607
Shareholders� equity 2,304,743 2,058,124
Total liabilities & shareholders�
equity $ 16,847,243 $ 15,274,731
Net interest rate spread $ 491,316 3.52 % $ 459,706 3.92 %
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Effect of noninterest-bearing
funds 0.79 0.52
Net interest margin on earning
assets 4.31 % 4.44 %
Tax-equivalent adjustment
included in:
Loan income $ 4,015 $ 3,467
Investment securities income 1,509 1,547
Total $ 5,524 $ 5,014

(1)  Presented on a tax-equivalent basis using the statutory federal corporate income tax rate of 35%; see
Reconciliation of Non-GAAP Measures.

(2)  Average investment securities are reported at amortized cost; excludes unrealized gains (losses) on securities
available-for-sale. Nonaccrual loans are included in average loans.
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Analysis of Interest Rates and Interest Differentials

The following table presents the distribution of the average consolidated balance sheet, interest income/expense and annualized yields earned
and rates paid for the three months ended September 30, 2006 and 2005.

2006 2005

(Dollars in thousands)
Average
Balance (2)

Income (1)
/ Expense

Yield (1)
/ Rate

Average
Balance (2)

Income (1)
/ Expense

Yield (1)
/ Rate

Earning assets
Loans:
Commercial $ 2,924,627 $ 55,810 7.57 % $ 2,914,761 $ 48,635 6.62 %
Commercial real estate 4,085,822 73,607 7.15 3,610,170 60,538 6.65
Construction 1,911,222 40,571 8.42 1,544,082 28,077 7.21
Residential real estate 1,951,620 30,525 6.21 1,775,023 26,771 5.98
Home equity lines 479,436 9,723 8.05 517,798 8,126 6.23
Consumer 1,048,341 15,341 5.81 1,027,897 14,797 5.71
Total loans 12,401,068 225,577 7.22 11,389,731 186,944 6.51
Federal funds sold, et al 61,342 854 5.52 57,932 759 5.20
Securities:
Taxable securities
U.S. Treasury and government
agencies 1,381,027 13,769 3.96 1,431,397
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