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Indicate by check mark whether the Registrant is a shell company (as defined in Rule 12b-2 of the Act)  Yeso  No x

There were 3,888,866 outstanding shares of the Registrant’s common stock as of July 30, 2010.
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Part I FINANCIAL INFORMATION

Item 1 Financial Statements

Consolidated Balance Sheets
(Amounts in thousands, except share and per share data)

(unaudited)

June 30 December 31
2010 2009

Assets
Cash and due from banks $ 16,881 $ 14,336
Interest-bearing deposits in other banks 20,130 18,912
Total cash and cash equivalents 37,011 33,248
Investment securities available for sale 128,347 143,288
Restricted stock 6,482 6,482
Loans 758,411 739,563
Allowance for loan losses (9,751) (8,937)
Net Loans 748,660 730,626
Premises and equipment, net 16,282 15,741
Bank owned life insurance 19,251 18,919
Goodwill 9,016 9,159
Other intangible assets 2,232 2,461
Other assets 19,324 19,449
Total assets $ 986,605 $ 979,373

Liabilities
Deposits
Demand (non-interest bearing) $ 90,324 $ 77,675
Savings and interest-bearing checking 421,671 388,222
Time 218,362 272,468
Total Deposits 730,357 738,365
Securities sold under agreements to repurchase 68,622 55,855
Long-term debt 93,796 94,688
Other liabilities 12,673 11,699
Total liabilities 905,448 900,607

Shareholders' equity
Common stock $1 par value per share, 15,000,000 shares authorized
with 4,298,904 shares issued, and 3,888,368 shares and 3,863,066 shares
outstanding at June 30, 2010 and December 31, 2009, respectively 4,299 4,299
Capital stock without par value, 5,000,000 shares authorized
with no shares issued or outstanding - -
Additional paid-in capital 32,806 32,832
Retained earnings 56,610 54,566
Accumulated other comprehensive loss (5,217) (5,138)
Treasury stock, 410,536 shares and 435,838 shares at cost at June 30,
2010 and December 31, 2009, respectively (7,341) (7,793)
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Total shareholders' equity 81,157 78,766
Total liabilities and shareholders' equity $ 986,605 $ 979,373

The accompanying notes are an integral part of these financial statements.
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Consolidated Statements of Income
(Amounts in thousands, except per share data)

(unaudited)

For the Three Months Ended For the Six Months Ended
June 30 June 30

2010 2009 2010 2009

Interest income
Loans, including fees $ 9,691 $ 9,463 $ 19,242 $ 18,655
Interest and dividends on investments:
Taxable interest 758 1,017 1,628 2,106
Tax exempt interest 397 463 869 937
Dividend income 10 39 27 96
Federal funds sold - 6 - 6
Deposits and obligations of other banks 10 1 16 1
Total interest income 10,866 10,989 21,782 21,801

Interest expense
Deposits 2,204 2,535 4,563 5,018
Securities sold under agreements to repurchase 40 45 77 90
Short-term borrowings - - - 11
Long-term debt 977 1,050 1,951 2,105
Total interest expense 3,221 3,630 6,591 7,224
Net interest income 7,645 7,359 15,191 14,577
Provision for  loan losses 625 426 1,250 1,019
Net interest income after provision for loan losses 7,020 6,933 13,941 13,558

Noninterest income
Investment and trust services fees 1,007 862 2,024 1,757
Loan service charges 272 378 469 653
Mortgage banking activities 11 118 81 91
Deposit service charges and fees 593 653 1,171 1,232
Other service charges and fees 351 339 677 641
Increase in cash surrender value of life insurance 166 160 332 324
Other 22 29 70 325

OTTI losses on securities - (212) (689) (421)
Loss recognized in other comprehensive income (before
taxes) - - (434) -
Net OTTI losses recognized in earnings - (212) (255) (421)

Securities gains, net 20 42 268 54
Total noninterest income 2,442 2,369 4,837 4,656

Noninterest Expense
Salaries and benefits 3,322 3,126 6,762 6,279
Net occupancy expense 496 476 1,019 956
Furniture and equipment expense 191 213 382 429
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Advertising 343 418 655 734
Legal and professional fees 350 293 745 545
Data processing 502 435 879 836
Pennsylvania bank shares tax 152 143 308 288
Intangible amortization 114 117 229 234
FDIC insurance 288 683 580 914
Other 767 1,062 1,627 1,900
Total noninterest expense 6,525 6,966 13,186 13,115
Income before federal income taxes 2,937 2,336 5,592 5,099
Federal income tax expense 778 697 1,459 1,359
Net income $ 2,159 $ 1,639 $ 4,133 $ 3,740

Per share
Basic earnings per share $ 0.56 $ 0.43 $ 1.07 $ 0.98
Diluted earnings per share $ 0.56 $ 0.43 $ 1.07 $ 0.98
Cash dividends declared per share $ 0.27 $ 0.27 $ 0.54 $ 0.54

The accompanying notes are an integral part of these financial statements.
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Consolidated Statements of Changes in Shareholders' Equity
For the Six Months Ended June 30, 2010 and 2009

(unaudited)

Accumulated
Additional Other

Common Paid-in RetainedComprehensiveTreasury
(Dollars in thousands, except share and per share data) Stock Capital Earnings Loss Stock Total

Balance at December 31, 2008 $ 4,299 $ 32,883 $ 52,126 $ (7,757) $ (8,492) $ 73,059

Comprehensive income:
Net income - - 3,740 - - 3,740
Unrealized gain on securities, net of reclassification
adjustments and taxes - - - 114 - 114
Unrealized gain on hedging activities, net of
reclassification adjustments and taxes - - - 815 - 815
Total Comprehensive income - 4,669

Cash dividends declared, $.54 per share - - (2,068) - - (2,068)
Acquisition of 5,640 shares of treasury stock - - - - (93) (93)
Treasury shares issued to dividend reinvestment
plan:  23,496 shares - (50) - - 420 370
Stock option compensation - 20 - - - 20
Balance at June 30, 2009 $ 4,299 $ 32,853 $ 53,798 $ (6,828) $ (8,165) $ 75,957

Balance at December 31, 2009 $ 4,299 $ 32,832 $ 54,566 $ (5,138) $ (7,793) $ 78,766

Comprehensive income:
Net income - - 4,133 - - 4,133
Unrealized gain on securities, net of reclassification
adjustments and taxes - - - 482 - 482
Unrealized loss on hedging activities, net of
reclassification adjustments and taxes - - - (435) - (435)
Pension adjustment, net of tax (126) (126)
Total Comprehensive income - 4,054

Cash dividends declared, $.54 per share - - (2,089) - - (2,089)
Treasury shares issued under stock option plans: 1,051
shares - (2) - - 18 16
Treasury shares issued to dividend reinvestment plan:
24,251 shares - (24) - - 434 410
Balance at June 30, 2010 $ 4,299 $ 32,806 $ 56,610 $ (5,217) $ (7,341) $ 81,157

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

For the Six Months Ended June 30
2010 2009

(Amounts in thousands)
Cash flows from operating activities
Net income $ 4,133 $ 3,740
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 672 717
Net amortization of loans and investment securities 152 46
Stock option compensation expense - 20
Amortization and net change in mortgage servicing rights valuation 73 71
Amortization of intangibles 229 234
Provision for loan losses 1,250 1,019
Net realized gains on sales of securities (268) (54)
OTTI losses on securities 255 421
Loans originated for sale (920) -
Proceeds from sale of loans 952 -
Gain on sales of loans (32) -
(Gain) loss on sale or disposal of premises and equipment (4) 118
Net gain on sale or disposal of other real estate/other repossessed assets - (6)
Increase in cash surrender value of life insurance (332) (324)
Gain from surrender of life insurance policy - (276)
Contribution to pension plan (525) (87)
Decrease in interest receivable and other assets 239 841
Increase in interest payable and other liabilities 130 389
Other, net 90 102
Net cash provided by operating activities 6,094 6,971

Cash flows from investing activities
Proceeds from sales of investment securities available for sale 6,378 7,364
Proceeds from maturities and paydowns of investment securities available for sale 15,341 13,976
Purchase of investment securities available for sale (6,081) (21,132)
Net increase in loans (19,447) (28,375)
Proceeds from sale of other real estate/other repossessed assets 440 33
Proceeds from surrender of life insurance policy - 600
Capital expenditures (1,166) (896)
Net cash used in investing activities (4,535) (28,430)

Cash flows from financing activities
Net increase in demand deposits, interesting-bearing checking and savings
accounts 46,098 17,021
Net (decrease) increase in time deposits (54,106) 65,631
Net increase (decrease) in short-term borrowings 12,767 (18,146)
Long-term debt payments (892) (2,960)
Long-term debt advances - 260
Dividends paid (2,089) (2,068)
Common stock issued to dividend reinvestment plan 410 370
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Common stock issued under stock option plans 16 -
Purchase of treasury shares - (93)
Net cash provided by financing activities 2,204 60,015
Increase in cash and cash equivalents 3,763 38,556
Cash and cash equivalents as of January 1 33,248 16,713
Cash and cash equivalents as of June 30 $ 37,011 $ 55,269

Supplemental Disclosures of Cash Flow Information
Cash paid during the year for:
Interest on deposits and other borrowed funds $ 6,874 $ 7,365
Income taxes $ 2,602 $ 1,494
Noncash Activities
Loans transferred to Other Real Estate $ - $ 413

The accompanying notes are an integral part of these 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), Franklin Financial Properties Corp., and Franklin Future Fund Inc.  Farmers and Merchants Trust Company of
Chambersburg is a commercial bank that has one wholly-owned subsidiary, Franklin Realty Services
Corporation.  Franklin Realty Services Corporation is an inactive real-estate brokerage company.  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, 2010, 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 2009 Annual Report on Form
10-K.  The consolidated results of operations for the period ended June 30, 2010 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, 2009 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 is 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:

7
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For the Three Months Ended For the Six Months Ended
June 30 June 30

(In thousands, except per share data) 2010 2009 2010 2009
Weighted average shares outstanding (basic) 3,880 3,837 3,874 3,832
Impact of common stock equivalents 3 - 2 -
Weighted average shares outstanding (diluted) 3,883 3,837 3,876 3,832
Anti-dilutive options excluded from the calculation 76 109 76 110
Net income $ 2,159 $ 1,639 $ 4,133 $ 3,740
Basic earnings per share $ 0.56 $ 0.43 $ 1.07 $ 0.98
Diluted earnings per share $ 0.56 $ 0.43 $ 1.07 $ 0.98

Note 2 – Recent Accounting Pronouncements

Receivables and the Allowances for Credit Losses. In July 2010, the FASB issued Accounting Standards Update No.
(ASU) 2010-20, Receivables (Topic 310):  Disclosures about the Credit Quality of Financing Receivables and the
Allowances for Credit Losses.  This Update requires expanded disclosures to help financial statement users
understand the nature of credit risks inherent in a creditor’s portfolio of financing receivables; how that risk is analyzed
and assessed in arriving at the allowance for credit losses; and the changes, and reasons for those changes, in both the
receivables and the allowance for credit losses. The disclosures should be prepared on a disaggregated basis and
provide a roll-forward schedule of the allowance for credit losses and detailed information on financing receivables
including, among other things, recorded balances, nonaccrual status, impairments, credit quality indicators, details for
troubled debt restructurings and an aging of past due financing receivables.  Disclosures required as of the end of a
reporting period are effective for interim and annual reporting periods ending after December 15, 2010.  Disclosures
required for activity occurring during a reporting period are effective for interim and annual reporting periods
beginning after December 15, 2010.  This Update is not expected to have a material impact on the Corporation’s
financial position or consolidated financial statements.

Fair Value Measurements and Disclosures. The FASB has issued ASU 2010-06, Fair Value Measurements and
Disclosures (Topic 820): Improving Disclosures about Fair Value Measurements. This ASU requires some new
disclosures and clarifies some existing disclosure requirements about fair value measurement as set forth in
Codification Subtopic 820-10. The FASB’s objective is to improve these disclosures and, thus, increase the
transparency in financial reporting. Specifically, ASU 2010-06 amends Codification Subtopic 820-10 to now require a
reporting entity to disclose separately the amounts of significant transfers in and out of Level 1 and Level 2 fair value
measurements and describe the reasons for the transfers; and in the reconciliation for fair value measurements using
significant unobservable inputs, a reporting entity should present separately information about purchases, sales,
issuances, and settlements.  ASU 2010-06 is effective for interim and annual reporting periods beginning after
December 15, 2009, except for the disclosures about purchases, sales, issuances, and settlements in the roll forward of
activity in Level 3 fair value measurements. Those disclosures are effective for fiscal years beginning after December
15, 2010, and for interim periods within those fiscal years. The Corporation early adopted ASU 2010-09 effective
with the quarter end June 30, 2010.
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Transfers and Servicing. In October 2009, the FASB issued ASU 2009-16, Transfers and Servicing (Topic 860) -
Accounting for Transfers of Financial Assets.  This Update amends the Codification for the issuance of FASB
Statement No. 166, Accounting for Transfers of Financial Assets-an amendment of FASB Statement No. 140. The
amendments in this Update improve financial reporting by eliminating the exceptions for qualifying special-purpose
entities from the consolidation guidance and the exception that permitted sale accounting for certain mortgage
securitizations when a transferor has not surrendered control over the transferred financial assets. In addition, the
amendments require enhanced disclosures about the risks that a transferor continues to be exposed to because of its
continuing involvement in transferred financial assets.  Comparability and consistency in accounting for transferred
financial assets will also be improved through clarifications of the requirements for isolation and limitations on
portions of financial assets that are eligible for sale accounting. This Update was effective January 1, 2010 for the
Corporation and there was no material affect on its operating results, financial position or consolidated financial
statements.

Note 3 – Comprehensive Income

Comprehensive income consists of net income and other comprehensive income. Other comprehensive income
includes unrealized gains and losses on available-for-sale securities and derivatives and the change in plan assets and
benefit obligations on the Bank’s pension plan, net of tax, that are recognized as separate components of shareholders’
equity.
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The components of comprehensive income and related tax effects are as follows:

For the Three Months Ended For the Six Months Ended
(Amounts in thousands) June 30 June 30

2010 2009 2010 2009
Net Income $ 2,159 $ 1,639 $ 4,133 $ 3,740

Securities:
Unrealized (losses) gains arising during the period (690) 1,882 744 (196)
Reclassification adjustment for losses (gains) included in
net income (20) 170 (13) 367
Net unrealized (losses) gains (710) 2,052 731 171
Tax effect 241 (698) (249) (57)
Net of tax amount (469) 1,354 482 114

Derivatives:
Unrealized (losses) gains arising during the period (677) 777 (1,015) 885
Reclassification adjustment for losses included in net
income 174 177 354 350
Net unrealized (losses) gains (503) 954 (661) 1,235
Tax effect 171 (323) 226 (420)
Net of tax amount (332) 631 (435) 815

Pension:
Change in plan assets and benefit obligations - - (191) -
Reclassification adjustment for losses included in net
income - - - -
Net unrealized losses - - (191) -
Tax effect - - 65 -
Net of tax amount - - (126) -

Total other comprehensive (loss) income (801) 1,985 (79) 929
Total Comprehensive Income $ 1,358 $ 3,624 $ 4,054 $ 4,669

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

(Amounts in thousands) June 30 December 31
2010 2009

Net unrealized losses on securities $ (1,098) $ (1,829)
Tax effect 373 622
Net of tax amount (725) (1,207)

Net unrealized losses on derivatives (1,924) (1,263)
Tax effect 655 429
Net of tax amount (1,269) (834)

Accumulated pension adjustment (4,883) (4,692)
Tax effect 1,660 1,595
Net of tax amount (3,223) (3,097)
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Total accumulated other comprehensive loss $ (5,217) $ (5,138)
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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 $28.3 million and $26.7 million of standby letters of credit as of June 30, 2010 and
December 31, 2009, 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, 2010 and December 31, 2009 for
guarantees under standby letters of credit issued was not material.

Note 5 - Investments

The amortized cost and estimated fair value of investment securities available for sale as of June 30, 2010 and
December 31, 2009 are:

(Amounts in thousands) Gross Gross Estimated
Amortized unrealized unrealized fair

June 30, 2010 cost gains losses value
Equity securities $ 5,401 $ 65 $ (1,444) $ 4,022
U.S. Treasury securities and obligations of U.S.
Government agencies 22,723 414 (95) 23,042
Obligations of state and political subdivisions 40,852 1,186 (46) 41,992
Corporate debt securities 8,611 26 (1,787) 6,850
Mortgage-backed securities
Agency 46,726 1,408 (11) 48,123
Non-Agency 5,051 - (786) 4,265
Asset-backed securities 81 - (28) 53

$ 129,445 $ 3,099 $ (4,197) $ 128,347

Gross Gross Estimated
(Amounts in thousands) Amortized unrealized unrealized fair

December 31, 2009 cost gains losses value
Equity securities $ 5,400 $ 37 $ (1,462) $ 3,975
U.S. Treasury securities and obligations of U.S.
Government agencies 28,258 618 (161) 28,715
Obligations of state and political subdivisions 42,611 1,332 (62) 43,881
Corporate debt securities 9,603 - (2,343) 7,260
Mortgage-backed securities
Agency 53,214 1,576 (47) 54,743
Non-Agency 5,947 - (1,279) 4,668
Asset-backed securities 84 - (38) 46

$ 145,117 $ 3,563 $ (5,392) $ 143,288

The book value of securities pledged as collateral to secure various funding sources was $116.5 million at June 30,
2010 and $134.6 million at December 31, 2009.
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The amortized cost and estimated fair value of debt securities as of June 30, 2010, by contractual maturity are shown
below. Actual maturities may differ from contractual maturities because of prepayment or call options embedded in
the securities.

Estimated
Amortized fair

(Amounts in thousands) cost value
Due in one year or less $ 3,438 $ 3,450
Due after one year through five years 15,043 15,324
Due after five years through ten years 26,228 27,171
Due after ten years 27,558 25,992

72,267 71,937
Mortgage-backed securities 51,777 52,388

$ 124,044 $ 124,325

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, 2010 and December 31, 2009:

June 30, 2010
Less than 12 months 12 months or more Total

Fair Unrealized Fair Unrealized Fair Unrealized
(Amounts in thousands) Value Losses Number Value Losses Number Value Losses Number

Equity securities $ 1,840 $ (287) 2 $ 1,796 $ (1,157) 22 $ 3,636 $ (1,444) 24
U.S. Treasury securities
and obligations of U.S.
Government agencies 76 - 2 9,654 (95) 20 9,730 (95) 22
Obligations of state and
political subdivisions 2,528 (31) 7 292 (15) 1 2,820 (46) 8
Corporate debt
securities - - - 6,096 (1,787) 9 6,096 (1,787) 9
Mortgage-backed
securities
Agency 1,727 (9) 3 699 (2) 1 2,426 (11) 4
Non-Agency - - - 4,265 (786) 7 4,265 (786) 7
Asset-backed securities - - - 53 (28) 3 53 (28) 3
Total temporarily
impaired securities $ 6,171 $ (327) 14 $ 22,855 $ (3,870) 63 $ 29,026 $ (4,197) 77

December 31, 2009
Less than 12 months 12 months or more Total

Fair Unrealized Fair Unrealized Fair Unrealized
(Amounts in
thousands) Value Losses Number Value Losses Number Value Losses Number

Equity securities $ 2,343 $ (395) 7 $ 1,494 $ (1,067) 21 $ 3,837 $ (1,462) 28
U.S. Treasury
securities and

63 - 3 13,411 (161) 27 13,474
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