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Part I FINANCIAL INFORMATION

Item 1 Financial Statements

Consolidated Balance Sheets








(Dollars in thousands, except share and per share data)(unaudited) June 30
December
31

 2016 2015
Assets
Cash and due from banks $ 15,668 $ 20,664 
Interest-bearing deposits in other banks 25,381 18,502 
Total cash and cash equivalents 41,049 39,166 
Investment securities available for sale, at fair value 163,557 159,473 
Restricted stock 436 782 
Loans held for sale 487 461 
Loans 826,656 782,016 
Allowance for loan losses (10,318) (10,086)
Net Loans 816,338 771,930 
Premises and equipment, net 14,414 14,759 
Bank owned life insurance 22,196 22,364 
Goodwill 9,016 9,016 
Other real estate owned 6,194 6,451 
Deferred tax asset, net 3,947 4,758 
Other assets 6,412 6,135 
Total assets $ 1,084,046 $ 1,035,295 

Liabilities
Deposits
Noninterest-bearing checking $ 162,515 $ 152,095 
Money management, savings and interest checking 722,413 680,686 
Time 80,626 85,731 
Total Deposits 965,554 918,512 
Other liabilities 2,544 5,407 
Total liabilities 968,098 923,919 

Shareholders' equity
Common stock, $1 par value per share,15,000,000 shares authorized with
4,685,049 shares issued and 4,301,648 shares outstanding at June 30, 2016 and
4,659,319 shares issued and 4,275,879 shares outstanding at December 31, 2015 4,685 4,659 
Capital stock without par value, 5,000,000 shares authorized with no
shares issued and outstanding  -  -
Additional paid-in capital 39,454 38,778 
Retained earnings 81,090 78,517 
Accumulated other comprehensive loss (2,356) (3,722)
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Treasury stock, 383,401 shares at June 30, 2016 and 383,440 shares at
December 31, 2015, at cost (6,925) (6,856)
Total shareholders' equity 115,948 111,376 
Total liabilities and shareholders' equity $ 1,084,046 $ 1,035,295 

The accompanying notes are an integral part of these unaudited financial statements.
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Consolidated Statements of Income






For the Three
Months Ended

For the Six Months
Ended

(Dollars in thousands, except per share data) (unaudited) June 30 June 30
 2016 2015 2016 2015
Interest income
Loans, including fees: $ 7,964 $ 7,477 $ 16,053 $ 14,853 
Interest and dividends on investments:
Taxable interest 584 613 1,160 1,248 
Tax exempt interest 357 408 723 817 
Dividend income 4 8 10 60 
Deposits and obligations of other banks 79 72 141 127 
Total interest income 8,988 8,578 18,087 17,105 

Interest expense
Deposits 548 619 1,091 1,260 
Short-term borrowings  -  - 2  -
Total interest expense 548 619 1,093 1,260 
Net interest income 8,440 7,959 16,994 15,845 
Provision for loan losses 1,875 310 2,175 635 
Net interest income after provision for loan losses 6,565 7,649 14,819 15,210 

Noninterest income
Investment and trust services fees 1,218 1,388 2,472 2,651 
Loan service charges 189 314 415 496 
Deposit service charges and fees 602 586 1,180 1,077 
Other service charges and fees 313 311 616 607 
Debit card income 375 356 722 675 
Increase in cash surrender value of life insurance 132 140 267 279 
Net (loss) gain on sale of other real estate owned (2)  - (10) 32 
OTTI losses on debt securities  -  - (20) (20)
Gain on conversion of investment security  -  -  - 728 
Securities gains, net 2 8 3 8 
Other 27 13 164 237 
Total noninterest income 2,856 3,116 5,809 6,770 

Noninterest expense
Salaries and employee benefits 4,346 4,203 8,716 8,286 
Occupancy, net 553 556 1,152 1,172 
Furniture and equipment 218 239 434 470 
Advertising 262 283 543 471 
Legal and professional 394 203 691 499 
Data processing 504 556 1,001 1,023 
Pennsylvania bank shares tax 260 206 496 402 
Intangible amortization  - 90  - 181 
FDIC insurance 169 160 326 308 
ATM/debit card processing 200 186 428 373 
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Foreclosed real estate 13 7 76 19 
Telecommunications 90 118 209 235 
Other 721 852 1,453 1,711 
Total noninterest expense 7,730 7,659 15,525 15,150 
Income before federal income tax expense 1,691 3,106 5,103 6,830 
Federal income tax expense 130 632 815 1,472 
Net income $ 1,561 $ 2,474 $ 4,288 $ 5,358 

Per share
Basic earnings per share $ 0.36 $ 0.58 $ 1.00 $ 1.27 
Diluted earnings per share $ 0.36 $ 0.58 $ 1.00 $ 1.26 
Cash dividends declared $ 0.21 $ 0.19 $ 0.40 $ 0.36 
The accompanying notes are an integral part of these unaudited financial statements.
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Consolidated Statements of Comprehensive Income






For the Three
Months Ended

For the Six Months
Ended

 June 30 June 30
(Dollars in thousands) (unaudited) 2016 2015 2016 2015
Net Income $ 1,561 $ 2,474 $ 4,288 $ 5,358 

Securities:
Unrealized gains arising during the period 1,006 (1,239) 2,051 (536)
Reclassification adjustment for (gains) losses included in net income (1) (2) (8) 17 (716)
Net unrealized gains (losses) 1,004 (1,247) 2,068 (1,252)
Tax effect (340) 424 (702) 426 
Net of tax amount 664 (823) 1,366 (826)

Derivatives:
Unrealized gains arising during the period  - 32  - 31 
Reclassification adjustment for losses included in net income (2)  - 64  - 160 
Net unrealized gains  - 96  - 191 
Tax effect  - (32)  - (65)
Net of tax amount  - 64  - 126 

Total other comprehensive income (loss) 664 (759) 1,366 (700)
Total Comprehensive Income $ 2,225 $ 1,715 $ 5,654 $ 4,658 


Reclassification adjustment / Statement line item Tax  expense (benefit)
(1) Securities / gain on conversion & securities (gains) losses, net $ 1 $ 3 $ (6) $ 243 
(2) Derivatives / interest expense on deposits  - (22)  - (54)

The accompanying notes are an integral part of these unaudited financial statements.
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Consolidated Statements of Changes in Shareholders' Equity

For the Six Months Ended June 30, 2016 and 2015:









 Accumulated
 Additional Other
 Common Paid-in Retained Comprehensive Treasury
(Dollars in thousands, except per share
data) (unaudited) Stock Capital Earnings Loss Stock Total
Balance at December 31, 2014 $ 4,607 $ 37,504 $ 71,452 $ (3,100) $ (6,942) $ 103,521 
Net income - - 5,358 - - 5,358 
Other comprehensive loss - - - (700) - (700)
Cash dividends declared, $.36 per share - - (1,522) - - (1,522)
Treasury shares issued under employer
stock option plans, 4,518 shares - 5 - - 81 86 
Common stock issued under dividend
reinvestment plan, 18,507 shares 18 417 - - - 435 
Balance at June 30, 2015 $ 4,625 $ 37,926 $ 75,288 $ (3,800) $ (6,861) $ 107,178 

Balance at December 31, 2015 $ 4,659 $ 38,778 $ 78,517 $ (3,722) $ (6,856) $ 111,376 
Net income - - 4,288 - - 4,288 
Other comprehensive income - - - 1,366 - 1,366 
Cash dividends declared, $.40 per share - - (1,715) - - (1,715)
Acquisition of 15,521 shares of treasury
stock - - - - (350) (350)
Treasury shares issued under employer
stock purchase plan, 188 shares - 1 - - 278 279 
Treasury shares issued under dividend
reinvestment plan, 15,372 shares - 82 - - 3 85 
Common stock issued under dividend
reinvestment plan, 25,230 shares 25 527 - - - 552 
Common stock issued under incentive
stock option plan, 500 shares 1 8 - - - 9 
Stock option compensation expense - 58 - - - 58 
Balance at June 30, 2016 $ 4,685 $ 39,454 $ 81,090 $ (2,356) $ (6,925) $ 115,948 

The accompanying notes are an integral part of these unaudited financial statements.
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Consolidated Statements of Cash Flows







Six Months Ended
June 30

 2016 2015
(Dollars in thousands) (unaudited)
Cash flows from operating activities
Net income $ 4,288 $ 5,358 
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 666 675 
Net amortization of loans and investment securities 794 796 
Amortization and net change in mortgage servicing rights valuation 27 9 
Amortization of intangibles  - 181 
Provision for loan losses 2,175 635 
Gain on sales of securities (3) (8)
Impairment write-down on securities recognized in earnings 20 20 
Gain on conversion of investment security  - (728)
Loans originated for sale (4,963) (3,812)
Proceeds from sale of loans 4,937 2,446 
Write-down of other real estate owned 46  -
Write-down on premises and equipment  - 60 
Net loss (gain) on sale or disposal of other real estate/other repossessed assets 10 (32)
Increase in cash surrender value of life insurance (267) (279)
Stock option compensation 58  -
(Increase) decrease in other assets (504) 1,380 
(Decrease) in other liabilities (2,588) (2,195)
Net cash provided by operating activities 4,696 4,506 

Cash flows from investing activities
Proceeds from sales and calls of investment securities available for sale 1,765 1,381 
Proceeds from maturities and pay-downs of securities available for sale 11,929 14,132 
Purchase of investment securities available for sale (16,605) (21,689)
Net decrease (increase) in restricted stock 346 (1)
Net increase in loans (46,522) (7,256)
Capital expenditures (288) (190)
Proceeds from surrender of life insurance policy 436  -
Proceeds from sale of other real estate 224 129 
Net cash used in investing activities (48,715) (13,494)

Cash flows from financing activities
Net increase in demand deposits, interest-bearing checking, and savings accounts 52,147 41,406 
Net decrease in time deposits (5,105) (6,528)
Net decrease in repurchase agreements  - (9,079)
Dividends paid (1,715) (1,522)
Common stock issued under stock option plans 288 86 
Common stock issued under dividend reinvestment plan 637 435 
Purchase of treasury stock (350)  -
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Net cash provided by financing activities 45,902 24,798 

Increase in cash and cash equivalents 1,883 15,810 
Cash and cash equivalents as of January 1 39,166 48,593 
Cash and cash equivalents as of June 30 $ 41,049 $ 64,403 

Supplemental Disclosures of Cash Flow Information
Cash paid during the year for:
Interest on deposits and other borrowed funds $ 1,097 $ 1,304 
Income taxes $ 2,100 $ 1,513 

Noncash Activities
Loans transferred to Other Real Estate $ 23 $ 449 

The accompanying notes are an integral part of these unaudited financial statements.
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FRANKLIN FINANCIAL SERVICES CORPORATION and SUBSIDIARIES

UNAUDITED NOTES TO CONSOLIDATED FINANCIAL STATEMENTS



Note 1 - Basis of Presentation

The consolidated financial statements include the accounts of Franklin Financial Services Corporation (the
Corporation), and its wholly-owned subsidiaries, Farmers and Merchants Trust Company of Chambersburg (the Bank)
and Franklin Future Fund Inc.  Farmers and Merchants Trust Company of Chambersburg is a commercial bank that
has one wholly-owned subsidiary, Franklin Financial Properties Corp.  Franklin Financial Properties Corp. holds real
estate assets that are leased by the Bank. Franklin Future Fund Inc. is a non-bank investment company. The activities
of non-bank entities are not significant to the consolidated totals.  All significant intercompany transactions and
account balances have been eliminated.

In the opinion of management, all adjustments (which include only normal recurring adjustments) necessary to present
fairly the consolidated financial position, results of operations, and cash flows as of June  30, 2016, and for all other
periods presented have been made.

Certain information and footnote disclosures normally included in consolidated financial statements prepared in
accordance with accounting principles generally accepted in the United States of America (“GAAP”) have been
condensed or omitted.  It is suggested that these consolidated financial statements be read in conjunction with the
audited consolidated financial statements and notes thereto included in the Corporation’s 2015 Annual Report on Form
10-K.  The consolidated results of operations for the three and six month periods ended June 30, 2016 are not
necessarily indicative of the operating results for the full year.  Management has evaluated subsequent events for
potential recognition and/or disclosure through the date these consolidated financial statements were issued.

The consolidated balance sheet at December 31, 2015 has been derived from the audited consolidated financial
statements at that date, but does not include all of the information and footnotes required by GAAP for complete
consolidated financial statements.

For purposes of reporting cash flows, cash and cash equivalents include cash and due from banks, interest-bearing
deposits in other banks and federal funds sold.  Generally, federal funds are purchased and sold for one-day periods. 

Earnings per share are computed based on the weighted average number of shares outstanding during each period
end.  A reconciliation of the weighted average shares outstanding used to calculate basic earnings per share and
diluted earnings per share follows:








For the Three
Months Ended

For the Six
Months Ended

 June 30 June 30
(Dollars and shares in thousands, except per share data) 2016 2015 2016 2015
Weighted average shares outstanding (basic) 4,294 4,234 4,289 4,228 
Impact of common stock equivalents 4 11 3 8 
Weighted average shares outstanding (diluted) 4,298 4,245 4,292 4,236 
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Anti-dilutive options excluded from calculation 43 13 44 28 
Net income $ 1,561 $ 2,474 $ 4,288 $ 5,358 
Basic earnings per share $ 0.36 $ 0.58 $ 1.00 $ 1.27 
Diluted earnings per share $ 0.36 $ 0.58 $ 1.00 $ 1.26 




Note 2. Recent Accounting Pronouncements

Financial Instruments – Credit Losses (Topic 326). In June 2016, the FASB issued ASU 2016-13, “Financial
Instruments – Credit Losses (Topic 326): Measurement of Credit Losses on Financial Instruments.”  ASU 2016-13
requires credit losses on most financial assets measured at amortized cost and certain other instruments to be measured
using an expected credit loss model (referred to as the current expected credit loss (CECL) model).  Under this model,
entities will estimate credit losses over the entire contractual term of the instrument (considering estimated
prepayments, but not expected extensions or modifications unless reasonable expectation of a troubled debt
restructuring exists) from the date of initial recognition of that instrument.  The ASU replaces the current accounting
model for purchased credit impaired loans and debt securities.  The allowance for credit losses for purchased financial
assets with a more-than insignificant amount of credit deterioration since origination (“PCD assets”), should be
determined in a similar manner to other financial assets measured on an amortized cost basis.  However, upon initial
recognition, the allowance for credit losses is added to the purchase price (“gross up approach”) to determine the initial
amortized cost basis.  The subsequent account for PCD financial assets is the same expected loss model described
above.  The ASU is effective for fiscal years

6
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beginning after December 15, 2019, including interim periods within those fiscal years.  Early adoption is permitted as
of the fiscal year beginning after December 15, 2018, including interim periods within those fiscal years.  The
Corporation is currently evaluating the impact of the pending adoption of the new standard on its consolidated
financial statements.

Revenue from Contracts with Customers (Topic 606). The amendments in this Update (ASU 2014-09) establish a
comprehensive revenue recognition standard for virtually all industries under U.S. GAAP, including those that
previously followed industry-specific guidance such as the real estate, construction and software industries. The
revenue standard’s core principle is built on the contract between a vendor and a customer for the provision of goods
and services. It attempts to depict the exchange of rights and obligations between the parties in the pattern of revenue
recognition based on the consideration to which the vendor is entitled. To accomplish this objective, the standard
requires five basic steps: (i) identify the contract with the customer, (ii) identify the performance obligations in the
contract, (iii) determine the transaction price, (iv) allocate the transaction price to the performance obligations in the
contract, and (v) recognize revenue when (or as) the entity satisfies a performance obligation. The ASU is effective for
public entities for annual periods beginning after December 15, 2016, including interim periods therein. Three basic
transition methods are available – full retrospective, retrospective with certain practical expedients, and a cumulative
effect approach. Under the third alternative, an entity would apply the new revenue standard only to contracts that are
incomplete under legacy U.S. GAAP at the date of initial application (e.g. January 1, 2017) and recognize the
cumulative effect of the new standard as an adjustment to the opening balance of retained earnings. That is, prior years
would not be restated and additional disclosures would be required to enable users of the financial statements to
understand the impact of adopting the new standard in the current year compared to prior years that are presented
under legacy U.S. GAAP. Early adoption is prohibited under U.S. GAAP. The Corporation does not believe ASU
2014-09 will have a material effect on its financial statements. 

Financial Instruments – Overall (Topic 825-10). In January 2016, the FASB issued ASU 2016-01, “Financial
Instruments – Overall (Topic 825-10): “Recognition and Measurement of Financial Assets and Financial Liabilities.”
ASU 2016-01 amends the guidance on the classification and measurement of financial instruments.  Some of the
amendments in ASU 2016-01 include the following: 1) requires equity investments (except those accounted for under
the equity method of accounting or those that result in consolidation of the investee) to be measured at fair value with
changes in fair value recognized in net income; 2) simplifies the impairment assessment of equity investments without
readily determinable fair values by requiring a qualitative assessment to identify impairment; 3) requires public
business entities to use the exit price notion when measuring the fair value of financial instruments for disclosure
purposes; and 4) requires an entity to present separately in other comprehensive income the portion of the total change
in the fair value of a liability resulting from a change in the instrument-specific credit risk when the entity has elected
to measure the liability at fair value; among others.  For public business entities, the amendments of ASU 2016-01 are
effective for fiscal years beginning after December 15, 2017, including interim periods within those fiscal years.  The
Corporation does not believe ASU 2016-01 will have a material effect on its financial statements.

Leases (Topic 842). In February 2016, the FASB issued Accounting Standards Update (“ASU”) No. 2016-02,
Leases.  From the lessee’s perspective, the new standard established a right-of-use (ROU) model that requires a lessee
to record a ROU asset and a lease liability on the balance sheet for all leases with terms longer than 12
months.  Leases will be classified as either finance or operating, with classification affecting the pattern of expense
recognition in the income statement for a lessees.  From the lessor’s perspective, the new standard requires a lessor to
classify leases as either sales-type, finance or operating.  A lease will be treated as a sale if it transfers all of the risks
and rewards, as well as control of the underlying asset, to the lessee.  If risks and rewards are conveyed without the
transfer of control, the lease is treated as financing.  If the lessor doesn’t convey risks and rewards or control, an
operating lease results.

The new standard is effective for fiscal years beginning after December 15, 2018, including interim periods within
those fiscal years.  A modified retrospective transition approach is required for lessees for capital and operating leases
existing at, or entered into after, the beginning of the earliest comparative period presented in the financial statements,
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with certain practical expedients available.  A modified retrospective transition approach is required for lessors for
sales-type, direct financing, and operating leases existing at, or entered into after, the beginning of the earliest
comparative period presented in the financial statements, with certain practical expedients available.  The Corporation
is currently evaluating the impact of the pending adoption of the new standard on its consolidated financial statements.
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Note 3. Accumulated Other Comprehensive Loss

The components of accumulated other comprehensive losses included in shareholders' equity are as follows:








 June 30
December
31,

 2016 2015
(Dollars in thousands)
Net unrealized gains on securities $ 3,206 $ 1,138 
Tax effect (1,089) (387)
Net of tax amount 2,117 751 

Accumulated pension adjustment (6,777) (6,777)
Tax effect 2,304 2,304 
Net of tax amount (4,473) (4,473)

Total accumulated other comprehensive loss $ (2,356) $ (3,722)






Note 4. Guarantees

The Corporation does not issue any guarantees that would require liability recognition or disclosure, other than its
standby letters of credit.  Standby letters of credit are conditional commitments issued by the Bank to guarantee the
performance of a customer to a third party.  Generally, all letters of credit, when issued, have expiration dates within
one year.  The credit risk involved in issuing letters of credit is essentially the same as those that are involved in
extending loan facilities to customers. The Bank generally holds collateral and/or personal guarantees supporting these
commitments.  The Bank had $29.4 million and $25.9 million of standby letters of credit as of June 30, 2016 and
December 31, 2015, respectively. Management believes that the proceeds obtained through a liquidation of collateral
and the enforcement of guarantees would be sufficient to cover the potential amount of future payments required
under the corresponding guarantees.  The amount of the liability as of June  30, 2016 and December 31, 2015 for
guarantees under standby letters of credit issued was not material.
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Note 5. Investments

The amortized cost and estimated fair value of investment securities available for sale as of June  30, 2016 and
December 31, 2015 are as follows:







(Dollars in thousands) Gross Gross
 Amortized unrealized unrealized Fair
June 30, 2016 cost gains losses value
Equity securities $ 164 $ 76 $  - $ 240 
U.S. Government and Agency securities 13,104 339 (17) 13,426 
Municipal securities 68,430 2,354 (43) 70,741 
Trust preferred securities 5,968  - (798) 5,170 
Agency mortgage-backed securities 71,448 1,310 (35) 72,723 
Private-label mortgage-backed securities 1,201 27 (5) 1,223 
Asset-backed securities 36  - (2) 34 
 $ 160,351 $ 4,106 $ (900) $ 163,557 








(Dollars in thousands) Gross Gross
 Amortized unrealized unrealized Fair
December 31, 2015 cost gains losses value
Equity securities $ 164 $ 69 $  - $ 233 
U.S. Government and Agency securities 13,705 164 (33) 13,836 
Municipal securities 67,851 1,555 (218) 69,188 
Trust preferred securities 5,958  - (669) 5,289 
Agency mortgage-backed securities 69,284 621 (386) 69,519 
Private-label mortgage-backed securities 1,335 39 (2) 1,372 
Asset-backed securities 38  - (2) 36 
 $ 158,335 $ 2,448 $ (1,310) $ 159,473 


At June 30, 2016 and December 31, 2015, the fair value of investment securities pledged to secure public funds, trust
balances, deposit and other obligations totaled $69.4 million and $79.6 million, respectively.

The amortized cost and estimated fair value of debt securities at June  30, 2016, by contractual maturity are shown
below. Actual maturities may differ from contractual maturities because of prepayment or call options embedded in
the securities.
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(Dollars in thousands)
Amortized
cost Fair value

Due in one year or less $ 2,618 $ 2,641 
Due after one year through five years 11,175 11,516 
Due after five years through ten years 28,597 29,698 
Due after ten years 45,148 45,516 
 87,538 89,371 
Mortgage-backed securities 72,649 73,946 
 $ 160,187 $ 163,317 


9
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The composition of the net realized securities gains for the three and six months ended are as follows:







For the
Three
Months
Ended

For the Six
Months
Ended

 June 30 June 30
(Dollars in thousands) 2016 2015 2016 2015
Gross gains realized $ 2 $  - $ 3 $ 8 
Gross losses realized  -  -  -  -
Conversion gain  -  -  - 728 
Net gains realized $ 2 $  - $ 3 $ 736 



The following table provides additional detail about trust preferred securities as of June 30, 2016:

Trust Preferred Securities




(Dollars in
thousands)

Deal Name Maturity
Single Issuer
or Pooled Class

Amortized
Cost

Fair
Value

Gross
Unrealized
Gain
(Loss)

Lowest Credit
Rating Assigned


BankAmerica Cap
III 1/15/2027 Single

Preferred
Stock $ 966 $ 832 $ (134) BB+

Wachovia Cap
Trust II 1/15/2027 Single

Preferred
Stock 279 254 (25) BBB

Huntington Cap
Trust 2/1/2027 Single

Preferred
Stock 944 795 (149) BB

Corestates Captl
Tr II 2/15/2027 Single

Preferred
Stock 941 848 (93) BBB+

Huntington Cap
Trust II 6/15/2028 Single

Preferred
Stock 897 767 (130) BB

Chase Cap VI
JPM 8/1/2028 Single

Preferred
Stock 965 832 (133) BBB-

Fleet Cap Tr V 12/18/2028 Single
Preferred
Stock 976 842 (134) BB+

 $ 5,968 $ 5,170 $ (798)



The following table provides additional detail about private label mortgage-backed securities as of June  30, 2016:
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Private Label Mortgage Backed Securities




(Dollars in
thousands) Gross Cumulative
 Origination Amortized Fair UnrealizedCollateral Lowest Credit Credit OTTI

Description Date Cost Value
Gain
(Loss) Type

Rating
Assigned

Support
% Charges

MALT 2004-6
7A1 6/1/2004 $ 322 $ 319 $ (3) ALT A CCC 15.07 $  -
RALI 2005-QS2
A1 2/1/2005 176 187 11 ALT A CC 4.83 10 
RALI 2006-QS4
A2 4/1/2006 425 423 (2) ALT A D  - 323 
GSR 2006-5F 2A1 5/1/2006 53 60 7 Prime D  - 15 
RALI 2006-QS8
A1 7/28/2006 225 234 9 ALT A D  - 227 
 $ 1,201 $ 1,223 $ 22 $ 575 


Impairment:

The investment portfolio contained thirty-seven securities with $21.0 million of temporarily impaired fair value and
$900 thousand in unrealized losses at June 30, 2016. The total unrealized loss position has improved from a  $1.3
million unrealized loss at year-end 2015. 

For securities with an unrealized loss, Management applies a systematic methodology in order to perform an
assessment of the potential for other-than-temporary impairment.  In the case of debt securities, investments
considered for other-than-temporary impairment: (1) had a specified maturity or repricing date; (2) were generally
expected to be redeemed at par, and (3) were expected to achieve a recovery in market value within a reasonable
period of time. In addition, the Bank considers whether it intends to sell these securities or whether it will be forced to
sell these securities before the earlier of amortized cost recovery or maturity. Equity securities are assessed for
other-than-temporary impairment based on the length of time of impairment, dollar amount of the impairment and
general market and financial
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conditions relating to specific issues.  The impairment identified on debt and equity securities and subject to
assessment at June 30, 2016, was deemed to be temporary and required no further adjustments to the financial
statements, unless otherwise noted.

The following table reflects temporary impairment in the investment portfolio (excluding restricted stock), aggregated
by investment category, length of time that individual securities have been in a continuous unrealized loss position
and the number of securities in each category as of June 30, 2016  and December 31, 2015:





 June 30, 2016
 Less than 12 months 12 months or more Total
 Fair Unrealized Fair Unrealized Fair Unrealized
(Dollars in thousands) Value Losses Count Value Losses Count Value Losses Count

U.S. Government and
Agency securities $ - $ - - $ 3,612 $ (17) 10 $ 3,612 $ (17) 10 
Municipal securities  -  -  - 2,328 (43) 3 2,328 (43) 3 
Trust preferred securities  -  -  - 5,170 (798) 7 5,170 (798) 7 
Agency mortgage-backed
securities 3,218 (2) 3 5,929 (33) 11 9,147 (35) 14 
Private-label
mortgage-backed
securities 319 (3) 1 423 (2) 1 742 (5) 2 
Asset-backed securities  -  -  - 5 (2) 1 5 (2) 1 
Total temporarily impaired
securities $ 3,537 $ (5) 4 $ 17,467 $ (895) 33 $ 21,004 $ (900) 37 








 December 31, 2015
 Less than 12 months 12 months or more Total
 Fair Unrealized Fair Unrealized Fair Unrealized
(Dollars in thousands) Value Losses Count Value Losses Count Value Losses Count

U.S. Government and
Agency securities $ 479 $ (1) 3 $ 4,364 $ (32) 10 $ 4,843 $ (33) 13 
Municipal securities 5,806 (35) 8 4,785 (183) 7 10,591 (218) 15 
Trust preferred
securities  -  -  - 5,289 (669) 7 5,289 (669) 7 
Agency
mortgage-backed
securities 18,977 (215) 29 7,394 (171) 13 26,371 (386) 42 

 -  -  - 246 (2) 1 246 (2) 1 
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Private-label
mortgage-backed
securities
Asset-backed
securities  -  -  - 5 (2) 1 5 (2) 1 
Total temporarily
impaired securities $ 25,262 $ (251) 40 $ 22,083 $ (1,059) 39 $ 47,345 $ (1,310) 79 



The unrealized loss in the municipal bond portfolio decreased to $43 thousand from $218 thousand at December 31,
2015 as market prices improved during the quarter.  There are three securities in this portfolio with an unrealized loss
and the loss in this portfolio is deemed to be non-credit related and no other-than-temporary impairment charges have
been recorded.

The trust preferred portfolio contains seven securities with a fair value of $5.2 million and an unrealized loss of $798
thousand The trust-preferred securities held by the Bank are single entity issues, not pooled trust preferred
securities.  Therefore, the impairment review of these securities is based only on the issuer and the security cannot be
impaired by the performance of other issuers as if it was a pooled trust-preferred bond. All of the Bank’s trust preferred
securities are single issue, variable rate notes with long maturities (2027 – 2028).  None of these bonds have suspended
or missed a dividend payment. At June 30, 2016, the Bank believes it will be able to collect all interest and principal
due on these bonds and no other-than-temporary-impairment charges were recorded. 

There are two PLMBS bonds showing a small unrealized loss of $5 thousand.  However, the PLMBS sector as a
whole is showing an unrealized gain of $22 thousand at quarter end.  This is primarily a result of the cumulative OTTI
charges recorded on this portfolio.  Due to the nature of these bonds, they are evaluated closely. These bonds were all
rated AAA at time of purchase, but have since experienced rating declines. Some have experienced increased
delinquencies and defaults, while others have seen the credit support increase as the bonds paid-down. The Bank
monitors the performance of the PLMBS investments on a regular basis and reviews delinquencies, default rates,
credit support levels and various cash flow stress test scenarios. In determining the credit related loss, Management
considers all principal past due 60 days or more as a loss. If additional principal moves beyond 60 days past due, it
will also be considered a loss.  The Bank recorded a $20 thousand impairment charge during the first quarter of 2016
and has recorded

11

Edgar Filing: FRANKLIN FINANCIAL SERVICES CORP /PA/ - Form 10-Q

23



$575 thousand of cumulative impairment charges on this portfolio. Management continues to monitor these securities
and it is possible that additional write-downs may occur if current loss trends continue.

The following table represents the cumulative credit losses on debt securities recognized in earnings as of June  30:








(Dollars in thousands)
Six Months
Ended

 2016 2015
Balance of cumulative credit-related OTTI at January 1 $ 555 $ 535 
Additions for credit-related OTTI not previously recognized 20 20 
Additional increases for credit-related OTTI previously recognized when there is no intent to sell
   and no requirement to sell before recovery of amortized cost basis  -  -
Decreases for previously recognized credit-related OTTI because there was an intent to sell  -  -
Reduction for increases in cash flows expected to be collected  -  -
Balance of credit-related OTTI at June 30 $ 575 $ 555 



The Bank held $436 thousand of restricted stock at June 30, 2016.  Except for $30 thousand, this investment
represents stock in FHLB Pittsburgh. The Bank is required to hold this stock to be a member of FHLB and it is carried
at cost of $100 per share. The level of FHLB stock held is determined by FHLB and is comprised of a minimum
membership amount plus a variable activity amount. FHLB stock is evaluated for impairment primarily based on an
assessment of the ultimate recoverability of its cost. As a government sponsored entity, FHLB has the ability to raise
funding through the U.S. Treasury that can be used to support its operations.  There is not a public market for FHLB
stock and the benefits of FHLB membership (e.g., liquidity and low cost funding) add value to the stock beyond
purely financial measures. Management intends to remain a member of the FHLB and believes that it will be able to
fully recover the cost basis of this investment.      





Note 6. Loans

The Bank reports its loan portfolio based on the primary collateral of the loan. It further classifies these loans by the
primary purpose, either consumer or commercial. The Bank’s residential real estate loans include long-term loans to
individuals and businesses secured by mortgages on the borrower’s real property and include home equity
loans.  Construction loans are made to finance the purchase of land and the construction of residential and commercial
buildings thereon, and are secured by mortgages on real estate.  Commercial real estate loans include construction,
owner and non-owner occupied properties and farm real estate.  Commercial loans are made to businesses of various
sizes for a variety of purposes including property, plant and equipment, working capital and loans to government
municipalities.  Commercial lending is concentrated in the Bank’s primary market, but also includes purchased loan
participations. Consumer loans are comprised of installment loans and unsecured personal lines of credit. 
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A summary of loans outstanding, by class, at the end of the reporting periods is as follows:


 Change

(Dollars in thousands)
June 30,
2016

December
31, 2015 Amount %

Residential Real Estate 1-4 Family
Consumer first liens $ 101,113 $ 103,698 $ (2,585) (2.5)
Commercial first lien 62,424 57,780 4,644 8.0 
Total first liens 163,537 161,478 2,059 1.3 

Consumer junior liens and lines of credit 46,106 44,996 1,110 2.5 
Commercial junior liens and lines of credit 5,908 5,917 (9) (0.2)
Total junior liens and lines of credit 52,014 50,913 1,101 2.2 
Total residential real estate 1-4 family 215,551 212,391 3,160 1.5 

Residential real estate - construction
Consumer 1,067 545 522 95.8 
Commercial 7,253 7,343 (90) (1.2)
Total residential real estate construction 8,320 7,888 432 5.5 

Commercial real estate 371,786 340,695 31,091 9.1 
Commercial 226,307 215,942 10,365 4.8 
        Total commercial 598,093 556,637 41,456 7.4 

Consumer 4,692 5,100 (408) (8.0)
 826,656 782,016 44,640 5.7 
Less: Allowance for loan losses (10,318) (10,086) (232) 2.3 
Net Loans $ 816,338 $ 771,930 $ 44,408 5.8 

Included in the loan balances are the following:
Net unamortized deferred loan fees $ 225 $ 436 

Loans pledged as collateral for borrowings and commitments from:
FHLB $ 583,567 $ 643,449 
Federal Reserve Bank 42,060 45,111 
 $ 625,627 $ 688,560 
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Note 7. Loan Quality

The following table presents, by class, the activity in the Allowance for Loan Losses (ALL) for the periods ended:








Residential Real Estate 1-4
Family



Junior
Liens
& Commercial

(Dollars in thousands)
First
Liens

Lines
of
Credit ConstructionReal Estate Commercial Consumer Unallocated Total


ALL at March 31, 2016 $ 997 $ 316 $ 199 $ 6,181 $ 1,510 $ 99 $ 1,040 $ 10,342 
Charge-offs (46)  -  - (1,951) (3) (42)  - (2,042)
Recoveries 1  -  - 14 106 22  - 143 
Provision 71 3 6 1,696 (17) 18 98 1,875 
ALL at June 30, 2016 $ 1,023 $ 319 $ 205 $ 5,940 $ 1,596 $ 97 $ 1,138 $ 10,318 

ALL at December 31,
2015 $ 989 $ 308 $ 194 $ 5,649 $ 1,519 $ 102 $ 1,325 $ 10,086 
Charge-offs (49)  -  - (1,954) (66) (84)  - (2,153)
Recoveries 33  -  - 14 121 42  - 210 
Provision 50 11 11 2,231 22 37 (187) 2,175 
ALL at June 30, 2016 $ 1,023 $ 319 $ 205 $ 5,940 $ 1,596 $ 97 $ 1,138 $ 10,318 

ALL at March 31, 2015 $ 1,016 $ 268 $ 249 $ 5,137 $ 1,353 $ 116 $ 1,071 $ 9,210 
Charge-offs (43)  - (21)  - (17) (26)  - (107)
Recoveries 1  -  - 14 8 14  - 37 
Provision 40 13 (22) 28 96 8 147 310 
ALL at June 30, 2015 $ 1,014 $ 281 $ 206 $ 5,179 $ 1,440 $ 112 $ 1,218 $ 9,450 

ALL at December 31,
2014 $ 994 $ 271 $ 214 $ 4,978 $ 1,515 $ 127 $ 1,012 $ 9,111 
Charge-offs (43)  - (21)  - (218) (78)  - (360)
Recoveries 3  -  - 14 14 33  - 64 
Provision 60 10 13 187 129 30 206 635 
ALL at June 30, 2015 $ 1,014 $ 281 $ 206 $ 5,179 $ 1,440 $ 112 $ 1,218 $ 9,450 
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The following table presents, by class, loans that were evaluated for the ALL under the specific reserve (individually)
and those that were evaluated under the general reserve (collectively) and the amount of the ALL established in each
class as of June 30, 2016 and December 31, 2015:






 Residential Real Estate 1-4 Family


Junior
Liens & Commercial

(Dollars in
thousands) First Liens

Lines of
Credit ConstructionReal Estate Commercial Consumer UnallocatedTotal


June 30, 2016
Loans evaluated
for ALL:
Individually $ 396 $ 52 $ 491 $ 17,082 $  - $  - $  - $ 18,021 
Collectively 163,141 51,962 7,829 354,704 226,307 4,692  - 808,635 
Total $ 163,537 $ 52,014 $ 8,320 $ 371,786 $ 226,307 $ 4,692 $  - $ 826,656 

ALL established
for loans
evaluated:
Individually $  - $  - $  - $  - $  - $  - $  - $  -
Collectively 1,023 319 205 5,940 1,596 97 1,138 10,318 
ALL at June 30,
2016 $ 1,023 $ 319 $ 205 $ 5,940 $ 1,596 $ 97 $ 1,138 $ 10,318 

December 31,
2015
Loans evaluated
for ALL:
Individually $ 930 $ 51 $ 502 $ 14,309 $ 230 $  - $  - $ 16,022 
Collectively 160,548 50,862 7,386 326,386 215,712 5,100  - 765,994 
Total $ 161,478 $ 50,913 $ 7,888 $ 340,695 $ 215,942 $ 5,100 $  - $ 782,016 

ALL established
for loans
evaluated:
Individually $  - $  - $  - $  - $ 9 $  - $  - $ 9 
Collectively 989 308 194 5,649 1,510 102 1,325 10,077 
ALL at December
31, 2015 $ 989 $ 308 $ 194 $ 5,649 $ 1,519 $ 102 $ 1,325 $ 10,086 
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The following table shows additional information about those loans considered to be impaired at June  30, 2016 and
December 31, 2015:





 Impaired Loans
 With No Allowance With Allowance
(Dollars in thousands) Unpaid Unpaid
 Recorded Principal RecordedPrincipal Related
June 30, 2016 Investment Balance InvestmentBalance Allowance
 Residential Real Estate 1-4 Family
First liens $ 921 $ 996 $  - $  - $  -
Junior liens and lines of credit 63 75  -  -  -
Total 984 1,071  -  -  -
 Residential real estate - construction 491 540  -  -  -
 Commercial real estate 17,357 19,910  -  -  -
 Commercial 25 37  -  -  -
Total $ 18,857 $ 21,558 $  - $  - $  -






December 31, 2015
 Residential Real Estate 1-4 Family
First liens $ 1,523 $ 1,725 $  - $  - $  -
Junior liens and lines of credit 105 133  -  -  -
Total 1,628 1,858  -  -  -
 Residential real estate - construction 502 546  -  -  -
 Commercial real estate 14,431 15,007  -  -
 Commercial 267 330 9 10 9 
Total $ 16,828 $ 17,741 $ 9 $ 10 $ 9 
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The following table shows the average of impaired loans and related interest income for the three and six months
ended June  30, 2016 and 2015:




 Three Months Ended Six Months Ended
 June 30, 2016 June 30, 2016
 Average Interest Average Interest
(Dollars in thousands) Recorded Income Recorded Income
 Investment Recognized Investment Recognized
 Residential Real Estate 1-4 Family
First liens $ 926 $ 6 $ 998 $ 12 
Junior liens and lines of credit 63  - 67  -
Total 989 6 1,065 12 
 Residential real estate - construction 494  - 498  -
 Commercial real estate 19,345 117 19,555 239 
 Commercial 34  - 39  -
Total $ 20,862 $ 123 $ 21,157 $ 251 


 Three Months Ended Six Months Ended
 June 30, 2015 June 30, 2015
 Average Interest Average Interest
(Dollars in thousands) Recorded Income Recorded Income
 Investment Recognized Investment Recognized
 Residential Real Estate 1-4 Family
First liens $ 1,618 $ 9 $ 1,723 $ 16 
Junior liens and lines of credit 117  - 131  -
Total 1,735 9 1,854 16 
 Residential real estate - construction 516  - 723  -
 Commercial real estate 21,756 174 21,971 327 
 Commercial 361  - 1,012  -
Total $ 24,368 $ 183 $ 25,560 $ 343 
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The following table presents the aging of payments of the loan portfolio:





(Dollars in thousands) Loans Past Due and Still Accruing Total

 Current
30-59
Days

60-89
Days

90
Days+ Total Non-Accrual Loans

June 30, 2016
Residential Real Estate 1-4 Family
First liens $ 162,601 $ 102 $ 393 $ 14 $ 509 $ 427 $ 163,537 
Junior liens and lines of credit 51,764 154  - 33 187 63 52,014 
Total 214,365 256 393 47 696 490 215,551 
Residential real estate - construction 7,652 117  - 60 177 491 8,320 
Commercial real estate 362,157 2,415 96 306 2,817 6,812 371,786 
Commercial 225,802 381 53 46 480 25 226,307 
Consumer 4,674 18  -  - 18  - 4,692 
Total $ 814,650 $ 3,187 $ 542 $ 459 $ 4,188 $ 7,818 $ 826,656 






December 31, 2015
Residential Real Estate 1-4 Family
First liens $ 159,998 $ 44 $ 416 $ 214 $ 674 $ 806 $ 161,478 
Junior liens and lines of credit 50,541 217 50  - 267 105 50,913 
Total 210,539 261 466 214 941 911 212,391 
Residential real estate - construction 7,209 177  -  - 177 502 7,888 
Commercial real estate 330,953 5,713 196 152 6,061 3,681 340,695 
Commercial 215,449 210 5 2 217 276 215,942 
Consumer 5,041 55 4  - 59  - 5,100 
Total $ 769,191 $ 6,416 $ 671 $ 368 
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