Edgar Filing: Lake Shore Bancorp, Inc. - Form 10-Q

Lake Shore Bancorp, Inc.
Form 10-Q

August 14, 2008
Table of Contents

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)

X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
For the quarterly period ended June 30, 2008

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
Commission file number: 000-51821

LAKE SHORE BANCORP, INC.

(Exact name of registrant as specified in its charter)
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United States 20-4729288
(State or other jurisdiction of (LR.S. Employer
incorporation or organization) Identification Number)
125 East Fourth Street, Dunkirk, New York 14048
(Address of principal executive offices) (Zip code)

(716) 366-4070

(Registrant s telephone number, including area code)

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, and (2) has been subject to such filing requirements for the past 90 days. Yes x No ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See definition of large accelerated filer, accelerated filer and smaller reporting company in Rule 12b-2 of the Exchange Act.

Large accelerated filer ~ Accelerated filer

Non-accelerated filer ™ (Do not check if a smaller reporting company) Smaller reporting company X
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes ©~ No x

Indicate the number of shares outstanding of each of the issuer s classes of common stock, as of the latest practical date:

Common stock ($0.01 par value) 6,352,698 outstanding shares as of July 31, 2008.
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PART I

Item 1. Financial Statements
LAKE SHORE BANCORP, INC. and SUBSIDIARY

CoNSOLIDATED STATEMENTS OF FINANCIAL CONDITION

ASSETS
Cash and due from banks
Interest bearing deposits
Federal funds sold

Cash and Cash Equivalents

Securities available for sale

Federal Home Loan Bank stock, at cost

Loans receivable, net of allowance for loan losses 2008 $1,280; 2007 $1,226
Premises and equipment, net

Accrued interest receivable

Bank owned life insurance

Other assets

Total Assets

LiABILITIES AND STOCKHOLDERS EqQuiTy
LiABILITIES
Deposits:
Interest bearing
Non-interest bearing

Total Deposits

Short-term borrowings

Long-term debt

Advances from borrowers for taxes and insurance
Other liabilities

Total Liabilities

CommiTMENTS AND CONTINGENCIES

StocknoLbErs Equiry

Common stock, $0.01 par value per share, 25,000,000 shares authorized; 6,612,500 shares issued and
6,367,698 outstanding at June 30, 2008 and 6,612,500 shares issued and 6,423,671 outstanding at

December 31, 2007, respectively
Additional paid-in capital

Treasury stock, at cost (244,802 shares at June 30, 2008 and 188,829 shares at December 31, 2007)

Unearned shares held by ESOP
Unearned shares held by RRP
Retained earnings

Table of Contents

June 30,
2008

(Unaudited)

December 31,

2007

(In Thousands, except per share data)

$

6,155
2,917
17,267

26,339
108,662
3,034
227,903
6,915
1,547
10,370
2,775

387,545

250,312
20,420

270,732
4,055
51,100
2,713
6,388

334,988

66
27,705
(2,774)
(2,345)
(1,279)
31,026

$

7,379
2,671
41

10,091
105,922
3,081
218,711
6,923
1,494
10,166
1,413

357,801

221,507
19,321

240,828
18,505
37,940

2,669
4,394

304,336

66
27,653
(2,215)
(2,388)
(1,367)
31,534

4
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Accumulated other comprehensive income 158 182
Total Stockholders Equity 52,557 53,465
Total Liabilities and Stockholders Equity $ 387,545 $ 357,801

See notes to consolidated financial statements.
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LAKE SHORE BANCORP, INC. and SUBSIDIARY

CONSOLIDATED STATEMENTS OF OPERATIONS

INTEREST INCOME

Loans, including fees

Investment securities, taxable
Investment securities, tax-exempt
Other

Total Interest Income

INTEREST EXPENSE
Deposits

Short-term borrowings
Long-term debt

Other

Total Interest Expense

Net Interest Income
ProvisionN For LoaN Losses

Net Interest Income after Provision for Loan Losses

Non-INTEREST INCOME

Impairment charge on investment securities
Service charges and fees

Earnings on bank owned life insurance
Other

Total Non-Interest Income (Loss)

Non-INTEREST EXPENSES
Salaries and employee benefits
Occupancy and equipment
Professional services

Data processing

Advertising

Postage and supplies

Other

Total Non-Interest Expenses

Income (Loss) before Income Taxes
INncomE TAXES

Table of Contents

Three Months Ended  Six Months Ended
June 30, June 30,
2008 2007 2008 2007
(Unaudited)

(In Thousands, except per share data)
$ 3,214 $3,124 $ 6,962 $6,326
1,185 1,172 2,321 2,323

122 89 235 163
85 41 129 111

4,606 4,426 9,647 8,923

1,632 1,753 3,277 3,476

48 145 182 294
491 320 961 639
30 30 60 60

2,201 2,248 4,480 4,469

2,405 2,178 5,167 4,454
150 150 45

2,255 2,178 5,017 4,409

(1,732) (1,732)
519 360 967 701
101 103 204 205
27 29 66 55

(1,085) 492 (495) 961

1,192 1,199 2,540 2,503

354 319 695 668
309 346 596 605
141 126 277 239
84 67 186 108
61 58 128 126
191 182 398 388

2,332 2,297 4,820 4,637

(1,162) 373 (298) 733
(236) 71 30) 133
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Net Income (Loss)
Basic earnings (loss) per common share
Diluted earnings (loss) per common share

Dividends declared per share

See notes to consolidated financial statements.
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$ (926
$ (0.15)
$ (0.15)

$ 0.05

$ 302

$ 0.05

$ 0.05

$ 0.03

$ (268)
$ (0.04)
$ (0.04)

$ 0.09

$ 600

$ 0.10

$ 0.10

$ 0.06



Edgar Filing: Lake Shore Bancorp, Inc. - Form 10-Q

Table of Conten

LAKE SHORE BANCORP, INC. and SUBSIDIARY

CONSOLIDATED STATEMENTS OF STOCKHOLDERS

Six Months Ended June 30, 2008 and 2007 (Unaudited)

Additional
Common Paid-in
Stock Capital
BarLance  Decemser 31, 2006 $66 $ 27,537
Comprehensive income:
Net income
Other comprehensive loss
ToraL COMPREHENSIVE INCOME
ESOP shares earned (3,968 shares) 6
Stock based compensation 69
RRP shares earned (7,321 shares) (14)

Purchase of treasury stock, at cost
(148,781 shares)
Cash dividends declared ($0.06 per

share)

Barance  June 30, 2007 $66 $ 27,598
Balance December 31, 2007 $66 $ 27,653
Comprehensive loss:

Net loss

Other comprehensive loss

ToraL CoMPREHENSIVE Loss

ESOP shares earned (3,968 shares) &)
Stock based compensation 69
RRP shares earned (6,599 shares) (12)

Purchase of treasury stock, at cost
(55,973 shares)

Cash dividends declared ($ 0.09 per
share)
BALANCE

June 30, 2008 $66 $ 27,705

See notes to consolidated financial statements.
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EQUITY
Unearned Unearned
Treasury Shares held by Shares held by Retained
Stock ESOP RRP Earnings
(In Thousands, except per share data)
$ $ (2473) $ (1,565) $30,063
600
43
98
(1,852)
(164)
$(1,852) $ (24300 $ (1,467) $ 30,499
$ 2215 $ (2,383 $ (1,367) $31,534
(268)
43
88
(559)
(240)
$27749 $ (2,345 $ (1,279 $31,026
4

Accumulated
Other
Comprehensive
Income
(Loss) Total
$ 119 $ 53,747
600
(501) (501)
99
49
69
84
(1,852)
(164)
$ (382) $52,032
$ 182 $ 53,465
(268)
24) 24)
(292)
38
69
76
(559)
(240)
$ 158 $ 52,557
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LAKE SHORE BANCORP, INC. and SUBSIDIARY

CONSOLIDATED STATEMENTS OF CASH FLOWS

CasH FLows FROM OPERATING A CTIVITIES

Net income (loss)

Adjustments to reconcile net income (loss) to net cash provided by operating activities:
Net amortization (accretion) of investment securities
Provision for loan losses

Impairment of investment securities

Depreciation and amortization

Earnings on bank owned life insurance

ESOP shares committed to be released

Stock based compensation expense

Increase in accrued interest receivable

(Increase) decrease in other assets

Increase (decrease) in other liabilities

Net Cash Provided by Operating Activities

Casa FLows FROM INVESTING A CTIVITIES

Activity in available for sale securities:
Maturities, prepayments and calls

Purchases

Purchases of Federal Home Loan Bank Stock
Redemptions of Federal Home Loan Bank Stock
Proceeds from sales of loans

Loan origination and principal collections, net
Additions to premises and equipment

Net Cash Used in Investing Activities

CasH FrLows FrRoM FINANCING A CTIVITIES

Net increase (decrease) in deposits

Net increase (decrease) in advances from borrowers for taxes and insurance
Net increase (decrease) in short-term borrowings

Proceeds from issuance of long-term debt

Repayment of long-term debt

Purchase of Treasury Stock

Cash dividends paid

Net Cash Provided by (Used in) Financing Activities

Net Increase (Decrease) in Cash and Cash Equivalents
CasH AND CasH EQuivALENTS BEGINNING

CasH AND CasH EQuivaLeEnTs  ENDING

Table of Contents

Six Months Ended
June 30,
2008 2007
(Unaudited)
(In Thousands)
$ (268 $ 600
(58) 2
150 45
1,732
266 272
(204) (205)
38 49
145 153
(83) (32)
(1,017) 140
1,002 (394)
1,733 630
9,837 8,531
(13,298) (7,923)
(749) (326)
796 344
2 32
9,674) (3,466)
(258) (214)
(13,344) (3,022)
29,904 2,152)
44 (176)
(14,450) 620
18,900
(5,740) (1,260)
(559) (1,852)
(240) (164)
27,859 (4,984)
16,248 (7,376)
10,091 18,682
$ 26,339 $ 11,306
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SupPLEMENTARY CasH Frows INFORMATION
Interest paid

Income taxes paid

SUPPLEMENTARY SCHEDULE OF NONCASH INVESTING AND FINANCING A CTIVITIES
Foreclosed real estate acquired in settlement of loans
See notes to consolidated financial statements.

Table of Contents

$ 4,496
$ 143
$ 422

$ 4,562
$ 632
$ 34
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LAKE SHORE BANCORP, INC. and SUBSIDIARY

NotEs T0 CONSOLIDATED FINANCIAL STATEMENTS (UNAUDITED)

NOTE1 NATURE OF OPERATIONS AND BASIS OF PRESENTATION

Lake Shore Bancorp, Inc. (the Company ) was formed on April 3, 2006 to serve as the stock holding company for Lake Shore Savings Bank (the
Bank ) as part of the Bank s conversion and reorganization from a New York-chartered mutual savings and loan association to the federal mutual
holding company form of organization.

The interim financial statements included herein as of June 30, 2008 and for the three and six months ended June 30, 2008 and 2007 have been
prepared by the Company, without audit, pursuant to the rules and regulations of the Securities and Exchange Commission (the SEC ), and
therefore, do not include all information or footnotes necessary for a complete presentation of financial condition, results of operations and cash
flows in conformity with accounting principles generally accepted in the United States of America. The balance sheet at December 31, 2007 has
been derived from the audited financial statements at that date, but does not include all of the information and footnotes required by generally
accepted accounting principles for complete financial statements. The financial statements reflect all adjustments that are, in the opinion of
management, necessary for a fair statement of such information. These interim financial statements should be read in conjunction with the
consolidated financial statements and notes thereto included in the audited consolidated financial statements included in the Company s Form
10-K for the year ended December 31, 2007. The results of operations for the three and six months ended June 30, 2008 are not necessarily
indicative of the results for any subsequent period or the entire year ending December 31, 2008.

To prepare these financial statements in conformity with generally accepted accounting principles, management of the Company made a number
of estimates and assumptions relating to the reporting of assets and liabilities and the reporting of revenue and expenses. Actual results could
differ from those estimates. Material estimates that are particularly susceptible to significant change in the near term relate to the determination
of the allowance for loan losses, securities valuation estimates, and income taxes.

NOTE 2 DERIVATIVE INSTRUMENTS

In August 2006, the Company entered into a derivative contract as part of its risk management strategy to protect against market fluctuations in
interest rates. An interest rate floor was purchased for $221,000 to protect against a decline in the prime rate earned on a $10 million notional
amount of adjustable rate loans within our loan portfolio. The term of the interest rate floor product is 60 months. The Company follows
Statement of Financial Accounting Standards ( SFAS ) No. 133, Accounting for Derivative Instruments and Hedging Activities, as amended, to
account for this transaction. SFAS No. 133 requires an entity to recognize all derivatives as either assets or liabilities on the balance sheet and
measure those instruments at fair value. Changes in the fair value of derivatives must be recognized in earnings when they occur, unless the
derivatives qualify as a hedge. If a derivative qualifies as a hedge, a company can elect to use hedge accounting to eliminate or reduce income
statement volatility that would arise from reporting changes in a derivative s fair value in income. The Company did not elect to use hedge
accounting for this transaction. The interest rate floor is recorded in Other Assets on the Consolidated Statement of Financial Condition and the
change in fair value is recorded in Loan Interest Income on the Consolidated Statement of Income. As of June 30, 2008 and 2007, the fair market
value of the interest rate floor was $583,000 and $119,000, respectively, resulting in $64,000 of interest income for the six months ended

June 30, 2008 and $101,000 of interest expense for the six months ended June 30, 2007. During the quarter ended June 30, 2008 and 2007,
$262,000 and $110,000, respectively, of interest expense was recorded for the decline in the fair market value of the interest rate floor.

Table of Contents 11
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NOTE 3 ADOPTION OF NEW ACCOUNTING STANDARDS

The Company adopted FASB Statement No. 157 Fair Value Measurements (SFAS 157) effective January 1, 2008, for financial assets and
liabilities that are measured and reported at fair value. There was no impact from the adoption of SFAS 157 on the amounts reported in the
consolidated financial statements. The primary impact of SFAS 157 on the Company was to expand required disclosures pertaining to the
methods used to determine fair values. See Note 9 for further details.

NOTE 4 RECENT ACCOUNTING PRONOUNCEMENTS

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial Liabilities-including an
amendment of FASB Statement No. 115. SFAS No. 159 permits entities to choose to measure many financial instruments and certain other
items at fair value. Unrealized gains and losses on items for which the fair value option has been elected will be recognized in earnings at each
subsequent reporting date. SFAS No. 159 was effective as of January 1, 2008. The Company adopted this statement, but did not elect the fair
value option for any financial assets or financial liabilities.

In March 2007, the FASB ratified EITF Issue No. 06-11, Accounting for Income Tax Benefits of Dividends on Share-Based Payment Awards.
EITF 06-11 requires companies to recognize the income tax benefit realized from dividends or dividend equivalents that are charged to retained
earnings and paid to employees for nonvested equity-classified employee share-based payment awards as an increase to additional paid-in
capital. EITF 06-11 is effective for fiscal years beginning after September 15, 2007. There was no impact on adopting EITF 06-11 on the
Company s consolidated financial statements.

FASB Statement No. 160 Non-controlling Interests in Consolidated Financial Statements an amendment of ARB No. 151 was issued on
December 31, 2007. This statement establishes accounting and reporting standards for the non-controlling interest in a subsidiary and for the
deconsolidation of a subsidiary. The guidance will become effective as of the beginning of a company s fiscal year beginning after December 15,
2008. The Company is currently evaluating the potential impact the new pronouncement will have on its consolidated financial statements.

In February 2008, the FASB issued a FASB Staff Position (FSP) FAS 140-3, Accounting for Transfers of Financial Assets and Repurchase
Financing Transactions. This FSP addresses the issue of whether or not these transactions should be viewed as two separate transactions or as

one linked transaction. The FSP includes a rebuttable presumption that presumes linkage of the two transactions unless the presumption can be
overcome by meeting certain criteria. The FSP will be effective for fiscal years beginning after November 15, 2008 and will apply only to

original transfers made after that date; early adoption will not be allowed. The Company is currently evaluating the potential impact the new
pronouncement will have on its consolidated financial statements.

In March 2008, the FASB issued Statement No. 161, Disclosures about Derivative Instruments and Hedging Activities an amendment of FASB
Statement No. 133 (Statement 161). Statement 161 requires entities that utilize derivative instruments to provide qualitative disclosures about
their objectives and strategies for using such instruments, as well as any details of credit-risk-related contingent features contained within
derivatives. Statement 161 also requires entities to disclose additional information about the amounts and location of derivatives located within
the financial statements, how the provisions of SFAS 133 has been applied, and the impact that hedges have on an entity s financial position,
financial performance, and cash flows. Statement 161 is effective for fiscal years and interim periods beginning after November 15, 2008, with
early application encouraged. The Company is currently evaluating the potential impact the new pronouncement will have on its consolidated
financial statements.
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In April 2008, the FASB issued FASB Staff Position ( FSP ) FAS 142-3, Determination of the Useful Life of Intangible Assets. This FSP amends
the factors that should be considered in developing renewal or extension assumptions used to determine the useful life of a recognized intangible

asset under FASB Statement No. 142, Goodwill and Other Intangible Assets ( SFAS 142 ). The intent of this FSP is to improve the consistency
between the useful life of a recognized intangible asset under SFAS 142 and the period of expected cash flows used to measure the fair value of

the asset under SFAS 141R, and other GAAP. This FSP is effective for financial statements issued for fiscal years beginning after December 15,
2008, and interim periods within those fiscal years. Early adoption is prohibited. The Company is currently evaluating the potential impact the

new pronouncement will have on its consolidated financial statements.

In May 2008, the FASB issued SFAS No. 162, The Hierarchy of Generally Accepted Accounting Principles. This Statement identifies the
sources of accounting principles and the framework for selecting the principles used in the preparation of financial statements. This Statement is
effective 60 days following the SEC s approval of the Public Company Accounting Oversight Board amendments to AU Section 411, The
Meaning of Present Fairly in Conformity with Generally Accepted Accounting Principles. The Company is currently evaluating the potential
impact the new pronouncement will have on its consolidated financial statements.

In June 2008, the FASB issued FASB Staff Position (FSP) EITF 03-6-1, Determining Whether Instruments Granted in Share-Based Payment
Transactions Are Participating Securities. This FSP clarifies that all outstanding unvested share-based payment awards that contain rights to
nonforfeitable dividends participate in undistributed earnings with common shareholders. Awards of this nature are considered participating
securities and the two-class method of computing basic and diluted earnings per share must be applied. This FSP is effective for fiscal years
beginning after December 15, 2008. The Company is currently evaluating the potential impact the new pronouncement will have on its
consolidated financial statements.

NOTES OTHER COMPREHENSIVE LOSS

Accounting principles generally require that recognized revenue, expenses, gains, and losses be included in net income. Although certain
changes in assets and liabilities, such as unrealized gains and losses on available for sale securities, are reported as a separate component of the
stockholders equity section of the consolidated statement of financial condition, such items, along with net income, are components of
comprehensive income.

The components of other comprehensive loss and related tax effects for the three and six months ended June 30, 2008 and 2007 are as follows:

Three Months Ended  Six Months Ended

June 30, June 30,
2008 2007 2008 2007
(In Thousands)

Unrealized holding losses on securities available for sale $(2,510) $(910) $(1,770) $(794)
Reclassification adjustment related to impairment charge for losses included in net loss 1,732 1,732

Net Unrealized Losses (778) 910) (38) (794)
Income tax benefit 288 337 14 293
Other Comprehensive Loss $ (490) $(B573) $ (24 $(501)

Table of Contents 13



Edgar Filing: Lake Shore Bancorp, Inc. - Form 10-Q

Table of Conten
NOTE 6 EARNINGS (LOSS) PER SHARE

Earnings (loss) per share is calculated for the three and six month periods ended June 30, 2008 and 2007, respectively. Basic net income (loss)
per share is based upon the weighted average number of common shares outstanding, while diluted net income (loss) per share is based upon the
weighted average number of common shares outstanding and common share equivalents that would arise from the exercise of dilutive securities.

The difference between the common shares issued and the common shares outstanding, for the purposes of calculating basic earnings (loss) per
share, is a result of the unallocated shares held by the Company s employee stock ownership plan (the ESOP ), restricted stock shares, and
treasury stock. The Company utilized $2.6 million to extend a loan to the ESOP and as of June 30, 2008, the ESOP used such proceeds to
purchase 238,050 shares of stock on the open market at an average price of $10.70 per share, plus commission expenses. As a result of the
purchase of shares by the ESOP, total stockholders equity of the Company was reduced by $2.6 million.

Basic and diluted earnings (loss) per share was calculated as follows:

ey

Three Months ended Three Months ended
June 30, 2008 June 30, 2007
Numerator net income (loss) $ (926,000) $ 302,000
Denominators:
Basic weighted average shares outstanding 6,070,730 6,263,852
Increase in weighted average shares outstanding due to: (1)
Stock options
Unvested restricted stock awards 2,487
Diluted shares outstanding 6,070,730 6,266,339
Earnings (loss) per share:
Basic $ (0.15) $ 0.05
Diluted $ (0.15) $ 0.05
Six Months ended Six Months ended
June 30, 2008 June 30, 2007

Numerator net income (loss) $ (268,000) $ 600,000
Denominators:
Basic weighted average shares outstanding 6,080,724 6,270,889
Increase in weighted average shares outstanding due to: (1)
Stock options
Unvested restricted stock awards 1,331
Diluted shares outstanding 6,080,724 6,272,220
Earnings (loss) per share:
Basic $ (0.04) $ 0.10
Diluted $ (0.04) $ 0.10

Stock options to purchase 219,289 shares under the Stock Option Plan at $11.50 and to purchase restricted unvested shares of 95,761 under

the RRP plan were outstanding during the six month period ended June 30, 2008, but were not included in the

Table of Contents
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calculation of diluted earnings (loss) per share because to do so would have been anti-dilutive. Stock options to purchase 241,546 shares
under the Stock Option Plan at $11.50 were outstanding during the six month period ended June 30, 2007, but were not included in the
calculation of diluted earnings (loss) per share because to do so would have been anti-dilutive. No RRP plan shares were anti-dilutive in
2007.

NOTE7 COMMITMENTS TO EXTEND CREDIT

The Company has commitments to extend credit with off-balance sheet risk in the normal course of business to meet the financing needs of its
customers. Such commitments involve, to varying degrees, elements of credit and interest rate risk in excess of the amount recognized in the
consolidated statements of financial condition.

The Company s exposure to credit loss is represented by the contractual amount of these commitments. The Company follows the same credit
policies in making commitments as it does for on-balance sheet instruments.

The following commitments to extend credit were outstanding:

Contract Amount
June 30, December 31,

2008 2007
(In Thousands)
Commitments to grant loans $15412 $ 5,037
Unfunded commitments under lines of credit $ 22,393 $ 21,256

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. The commitments for lines of credit may expire without being
drawn upon. Therefore, the total commitment amounts do not necessarily represent future cash requirements. The amount of collateral obtained,
if it is deemed necessary by the Company, is based on management s credit evaluation of the customer. At June 30, 2008 and December 31,
2007, the Company s fixed rate loan commitments totaled $13.1 million and $3.7 million, respectively. The range of interest rates on these fixed
rate commitments was 5.25% to 8.50% at June 30, 2008.

NOTE 8 STOCK-BASED COMPENSATION

As of June 30, 2008, the Company had three stock-based compensation plans, which are described below. The Company accounts for the fair
value of its grants under those plans in accordance with SFAS 123R, Share Based Payment. The compensation cost that has been charged under
salary and benefits expense in the other non-interest expense section of the consolidated statements of operations for these plans was $87,000 for
the three months ended June 30, 2008 and $101,000 for the three months ended June 30, 2007. The compensation cost that has been charged
under salary and benefits expense in the other non-interest expense section of the consolidated statements of operations for these plans for the six
month periods ended June 30, 2008 and June 30, 2007 was $183,000 and $202,000, respectively.

Stock Option Plan

The Company s 2006 Stock Option Plan (the Stock Option Plan ), which was approved by the Company s shareholders, permits the grant of
options to its employees and non-employee directors for up to 297,562 shares of common stock. On November 15, 2006, the Board of Directors
granted stock options exercisable into 241,546 shares of common stock to members of management and

10
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non-employee directors. Both incentive stock options and non-qualified stock options may be granted under the Stock Option Plan. The exercise
price of each stock option equals the market price of the Company s stock on the date of grant and the maximum term is ten years. The stock
options generally vest over a five year period.

The fair value of each stock option grant is estimated on the date of grant using the Black-Scholes option-pricing model with the following
assumptions: dividend yield of 1.04%; expected volatility of 9.64%; risk-free interest rate of 4.617%; and expected life of 10 years.

A summary of the status of the Stock Option Plan as of June 30, 2008 and 2007 is presented below:

June 30, 2008 June 30, 2007
Remaining Remaining
Exercise Contractual Exercise Contractual
Options Price Life Options Price Life

Outstanding at beginning of year 241,546 $ 11.50 241,546 $ 11.50
Granted
Forfeited 22257 $ 11.50
Outstanding at end of quarter 219,289 $ 11.50 8years 241,546 $ 11.50 9 years
Options exercisable at end of quarter 48,319 $ 11.50
Fair value of options granted $ 327 $ 327

At June 30, 2008, stock options outstanding did not have an intrinsic value (as the stock price on that date was below the exercise price) and
78,273 options remain available for grant under the stock option plan. Compensation expense amounted to $33,000 for the three months ended
June 30, 2008 and $35,000 for the three months ended June 30, 2007 based on the vesting of 10,092 and 10,669 stock options earned
respectively, through those dates. Compensation expense amounted to $69,000 for the six months ended June 30, 2008 and 2007 based on the
vesting of 21,257 and 21,224 stock options, respectively, through those dates. At June 30, 2008, $489,000 of unrecognized compensation cost
related to stock options is expected to be recognized over a period of 42 months.

Recognition and Retention Plan

The Company s 2006 Recognition and Retention Plan (the RRP ), which was approved by the Company s shareholders, permits the grant of
restricted stock awards to employees and non-employee directors for up to 119,025 shares of common stock. On November 15, 2006, the Board
of Directors granted awards for an aggregate of 83,305 shares under the RRP to members of management and non-employee directors. Awards
vest at a rate of 20% per year with the first vesting period ended December 31, 2007. The fair value of the awards on the grant date was $11.50.
As of June 30, 2008, there were 16,665 shares vested and distributed to eligible participants. Compensation expense amounted to $35,000 for the
three months ended June 30, 2008 and $42,000 for the three months ended June 30, 2007 based on the vesting of 3,047 and 3,679 shares,
respectively. Compensation expense amounted to $76,000 for the six months ended June 30, 2008, based on the vesting of 6,599 shares and
$84,000 for the six months ended June 30, 2007 based on the vesting of 7,321 shares earned, respectively through those dates. At June 30, 2008,
$534,000 of unrecognized compensation cost related to the RRP is expected to be recognized over a period of 42 months.
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Employee Stock Ownership Plan

The Company established the ESOP for the benefit of eligible employees of the Company and Bank. All Company and Bank employees meeting
certain age and service requirements are eligible to participate in the ESOP. Participants benefits become fully vested after five years of service.
As of June 30, 2008, there were 15,870 allocated shares and 222,180 unallocated shares compared to 7,935 allocated shares and 230,115
unallocated shares at June 30, 2007. The ESOP compensation expense was $19,000 for the three months ended June 30, 2008 and $24,000 for
the three months ended June 30, 2007 based on 1,984 shares that were earned in the three month periods ended June 30, 2008 and 2007. The
ESOP compensation expense was $38,000 for the six months ended June 30, 2008 and $49,000 for the six months ended June 30, 2007 based on
3,968 shares that were earned in the six month periods ended June 30, 2008 and 2007.

NOTE 9 FAIR VALUE OF FINANCIAL INSTRUMENTS

Fair value estimates are based on existing financial instruments without attempting to estimate the value of anticipated future business and the
value of assets and liabilities that are not considered financial instruments. In addition, the income tax ramifications related to the realization of
the unrealized gains and losses can have a significant effect on fair value estimates and have not been considered in these estimates.

Fair value estimates are made at a specific point in time, based on relevant market information and information about the financial instrument,
including judgments regarding future expected loss experience, current economic conditions, risk characteristics of various financial
instruments, and other factors. These estimates are subjective in nature and involve uncertainties and matters of significant judgment and
therefore cannot be determined with precision. Changes in assumptions could significantly affect the estimates as provided by the company s
custody agent and investment advisor. Prices obtained from these sources include market quotations.

As discussed in Note 3, the Company adopted SFAS 157 effective January 1, 2008. SFAS 157 established a fair value hierarchy that prioritized
the inputs to valuation techniques used to measure fair value. The hierarchy gives the highest priority to unadjusted quoted prices in active
markets for identical assets or liabilities (level 1 measurements) and the lowest priority to unobservable inputs (level 3 measurements).

The three levels of the fair value hierarchy under SFAS 157 are as follows:
Level 1: Unadjusted quoted prices in active markets that are accessible at the measurement date of identical, unrestricted assets or liabilities.

Level 2: Quoted prices in markets that are not active, or inputs that are observable directly or indirectly, for substantially the full term of the
asset or liability.

Level 3: Prices or valuation techniques that require inputs that are both significant to the fair value measurement and unobservable (i.e.
supported with little or no market activity).

An asset or liability s level within the fair value hierarchy is based on the lowest level of input that is significant to the fair value measurement.
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For assets measured at fair value on a recurring basis, the fair value measurements by level within the fair value hierarchy used are as follows:

Fair Value Measurements at
June 30, 2008

Quoted Prices
in
Active
Markets
fm: Significant Significant
Identical Other Other
Assets Observable Unobservable
(Level Inputs Inputs
June 30, 2008 1) (Level 2) (Level 3)
(In Thousands)
Securities available for sale $ 108,662 $ $ 108,662 $
Interest rate floor 583 583
Total $ 109,245 $ $ 109,245 $

Nonrecurring Fair Value Changes

We may be required to measure certain other financial assets at fair value on a nonrecurring basis. These adjustments to fair value usually result
from the application of lower-of-cost-or-market accounting or write-downs of individual assets. The Level 3 disclosures shown below represent
the carrying value of loans for which adjustments are primarily based on the appraised value of collateral or the present value of expected future
cash flows, which often results in significant management assumptions and input with respect to the determination of fair value. There were no
realized or unrealized gains or losses relating to Level 3 financial assets and liabilities measured on a nonrecurring basis for the six months
ended June 30, 2008.

Fair Value Measurements Nonrecurring at
June 30, 2008

Quoted Prices
in
Active
Markets
f01: Significant Significant
Identical Other Other
Assets Observable Unobservable
(Level Inputs Inputs
June 30, 2008 1) (Level 2) (Level 3)
(In Thousands)
Impaired loans $79 $ $ $ 79

Impaired loans, which are measured using the fair value of the collateral for collateral-dependent loans, had a carrying amount of $107,000, with
a valuation allowance of $28,000, resulting in additional provision for loan losses of $7,000 for the six months ended June 30, 2008.

The Company s adoption of SFAS 157 applies only to its financial instruments required to be reported at fair value. The adoption did not apply to
those non-financial assets and non-financial liabilities for which the adoption was delayed until January 1, 2009 in accordance with FSP FAS
157-2.

Fair value methods and assumptions are set forth below for each type of financial instrument.

Securities available for sale
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Fair value on available for sale securities were based upon a market approach. Securities which are fixed income instruments that are not quoted
on an exchange, but are traded in active markets, are valued using prices obtained from our custodian, which used third party data service
providers.

Management evaluated the Company s investment portfolio and determined that a $1.7 million other than temporary impairment existed on four
non-agency, asset-backed securities. The impairment of these securities was considered to be other than temporary due to recent developments
in the financial condition and near-term prospects of the issuers or insurers backing the securities, a downturn of economic conditions in the
financial services industry and deteriorating book values of these securities.
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The impairment charge represents a write down of these securities to their fair market value as of June 30, 2008 and was recognized in earnings
during the second quarter of 2008. Management will continue to evaluate the value of these investments and make any necessary adjustments as
conditions dictate.

Interest rate floor

The carrying amount of the interest rate floor approximates fair value. Fair value of the interest rate floor is provided by a third party and is
derived from proprietary models based upon well recognized financial principles and reasonable estimates about relevant future market
conditions. Interest rate floor products are not actively traded, and fair market values do not indicate potential amount received if sold.

Impaired loans
Fair value on impaired loans is based on recent appraisal of related collateral and current market conditions.
NOTE 10 TREASURY STOCK

During the three months ended June 30, 2008, the Company repurchased 26,073 shares of common stock at an average cost of $9.83 per share
pursuant to the Company s publicly announced common stock repurchase program. As of June 30, 2008, there were 49,445 shares remaining to
be repurchased under the existing stock repurchase program.

NOTE 11 SUBSEQUENT EVENTS

On July 23, 2008, the Board of Directors declared a quarterly dividend of $0.05 per share on the Company s common stock, payable on

August 15, 2008 to shareholders of record as of August 4, 2008. Lake Shore, MHC, which owns 57.1% of the Company s outstanding common
stock elected to waive its right to receive cash dividends of approximately $182,000 for the three month period ended June 30, 2008 and
$327,000 for the six month period ended June 30, 2008. Cumulatively, Lake Shore, MHC has waived approximately $908,000 of cash dividends
as of June 30, 2008. The dividends waived by Lake Shore, MHC are considered a restriction on the retained earnings of the Company.

14

Table of Contents 20



Edgar Filing: Lake Shore Bancorp, Inc. - Form 10-Q

Table of Conten

Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations
Forward-Looking Statements

This Qua