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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, 2014.

or

[ ] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from _______________ to _______________________

Commission File Numbers: 000-10972

First Farmers and Merchants Corporation

(Exact name of registrant as specified in its charter)

Tennessee 62-1148660
(State or other jurisdiction of incorporation or

organization) (I.R.S. Employer Identification No.)

816 South Garden Street
Columbia, Tennessee 38402-1148

(Address of principal executive offices) (Zip Code)
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931-388-3145

(Registrant�s telephone number, including area code)

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

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. 

[X]Yes  [  ] No

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T during
the preceding 12 months (or for such shorter period that the registrant was required to submit and post such files).  

[X]Yes  [  ] 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 definitions of �large accelerated filer,� �accelerated filer� and �smaller reporting
company� in Rule 12b-2 of the Exchange Act.

Large accelerated filer [    ] Accelerated filer [ X ]
Non-accelerated filer [    ] (Do not check if a smaller
reporting company) Smaller reporting company [    ]

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

As of August 5, 2014, the registrant had 4,936,817 shares of common stock outstanding.

All dollar amounts are reported in thousands except share and per share data.
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PART I - FINANCIAL INFORMATION

Item 1. Financial Statements.

The following unaudited condensed consolidated financial statements of the Registrant are included in this Report:

Condensed consolidated balance sheets � June 30, 2014 and December 31, 2013.

Condensed consolidated statements of income - For the three and six months ended June 30, 2014 and June 30, 2013.

Condensed consolidated statements of comprehensive income (loss) - For the three and six months ended June 30, 2014 and June 30, 2013.

Condensed consolidated statements of cash flows - For the six months ended June 30, 2014 and June 30, 2013.

 Selected notes to condensed consolidated financial statements.
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All dollar amounts are reported in thousands except share and per share data.
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FIRST FARMERS AND MERCHANTS CORPORATION AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS

June 30, December 31,
2014 2013

(unaudited) (1)
ASSETS Cash and due from banks $ 24,446 $ 20,391

Interest-bearing deposits 11,423 25,167
Federal funds sold 1,300 9,850
Total cash and cash equivalents 37,169 55,408
Securities:
Available-for-sale (amortized cost $372,737
and $346,892 as of June 30, 2014 and December 31, 2013,
respectively) 365,017 329,714
Held-to-maturity (fair market value $24,528
and $28,595 as of June 30, 2014 and December 31, 2013,
respectively) 23,902 27,839
Total securities 388,919 357,553
Loans, net of deferred fees 618,687 606,766
Allowance for loan and lease losses (8,635) (8,595)
Net loans 610,052 598,171
Bank premises and equipment, net 24,799 24,868
Other real estate owned 859 1,438
Bank owned life insurance 26,231 25,867
Goodwill 9,018 9,018
Deferred tax asset 7,221 10,905
Other assets 10,705 10,605
TOTAL ASSETS $ 1,114,973 $ 1,093,833

LIABILITIES Deposits
Noninterest-bearing $ 185,420 $ 179,823
Interest-bearing 781,463 777,514
Total deposits 966,883 957,337
Securities sold under agreements to repurchase 20,738 18,095
Accounts payable and accrued liabilities 18,040 15,728
TOTAL LIABILITIES 1,005,661 991,160

SHAREHOLDERS� Common stock - $10 par value per share, 8,000,000 shares
EQUITY authorized; 4,936,817 and 5,021,012 shares issued

and outstanding as of  June 30, 2014 and
December 31, 2013, respectively 49,368 50,210
Retained earnings 63,093 61,369
Accumulated other comprehensive loss (3,244) (9,001)
TOTAL SHAREHOLDERS� EQUITY BEFORE
NONCONTROLLING INTEREST - PREFERRED STOCK OF
SUBSIDIARY 109,217 102,578
Noncontrolling interest - preferred stock of subsidiary 95 95
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TOTAL SHAREHOLDERS� EQUITY 109,312 102,673
TOTAL LIABILITIES AND
SHAREHOLDERS� EQUITY $ 1,114,973 $ 1,093,833

(1) Derived from audited financial statements.

The accompanying notes are an integral part of the condensed consolidated financial statements.

All dollar amounts are reported in thousands except share and per share data.
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FIRST FARMERS AND MERCHANTS CORPORATION

CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(unaudited)
Three months ended Six months ended
2014 2013 2014 2013

INTEREST AND Interest and fees on loans $ 7,006 $ 7,314 $ 13,942 $ 14,276
DIVIDEND INCOME Income on investment securities

Taxable interest 1,407 1,381 2,761 2,818
Exempt from federal income tax 610 737 1,289 1,483
Other interest and dividend income 80 91 153 169
Total interest income 9,103 9,523 18,145 18,746

INTEREST EXPENSE Interest on deposits 607 696 1,211 1,431
Interest on other borrowings 16 55 32 154
Total interest expense 623 751 1,243 1,585
Net interest income 8,480 8,772 16,902 17,161
Provision for loan and lease losses - - - -
Net interest income after provision 8,480 8,772 16,902 17,161

NONINTEREST Gain on loans sold 59 151 95 330
INCOME Trust department income 583 564 1,253 1,160

Service fees on deposit accounts 1,644 1,602 3,164 3,167
Brokerage fees 118 92 222 199
Earnings on bank owned life insurance 78 114 189 201
Gain on sale of securities 502 6 547 829
Loss on foreclosed property (10) (29) (4) (168)
Other non-interest income 117 120 276 231
Total non-interest income 3,091 2,620 5,742 5,949

NONINTEREST Salaries and employee benefits 4,376 4,525 8,897 8,997
EXPENSE Net occupancy expense 476 533 943 1,056

Depreciation expense 351 385 711 765
Data processing expense 573 605 1,161 1,149
Legal and professional fees 200 305 428 488
Stationary and office supplies 85 71 155 145
Advertising and promotions 351 288 679 541
FDIC insurance premium expense 160 51 289 237
Other real estate expense 44 18 51 39
Other noninterest expense 1,409 1,376 2,809 2,845
Total noninterest expenses 8,025 8,157 16,123 16,262
Income before provision for income taxes 3,546 3,235 6,521 6,848
Provision for income taxes 941 842 1,654 1,399
Net income before noncontrolling interest -
dividends on preferred stock of subsidiary 2,605 2,393 4,867 5,449
Noncontrolling interest-dividends on
preferred stock subsidiary 8 8 8 8
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Net income for common shareholders $ 2,597 $ 2,385 $ 4,859 $ 5,441
Weighted average shares outstanding 4,977,506 5,133,051 4,997,536 5,155,779
Earnings per share $ 0.52 $ 0.46 $ 0.97 $ 1.06

The accompanying notes are an integral part of the condensed consolidated financial statements.

All dollar amounts are reported in thousands except share and per share data.
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FIRST FARMERS AND MERCHANTS CORPORATION

CONDENSED CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)
Three months ended Six months ended
June 30, June 30,

(unaudited) 2014 2013 2014 2013
Net income $ 2,597 $ 2,385 $ 4,859 $ 5,441
Comprehensive income (loss)
Unrealized appreciation (depreciation) on available-for-sale securities, net of
taxes of $1,955 and ($5,044) for the three months ended June 30, 2014 and
2013, respectively and net of taxes of $3,852 and ($6,064) for the six months
ended June 30, 2014 and 2013, respectively 3,123 (8,058) 6,153 (9,687)
Less: reclassification adjustment for realized gains included in net income, net
of taxes of ($194) and ($2), for the three months ended June 30, 2014 and
2013, respectively and net of taxes of ($211) and ($319) for the six months
ended June 30, 2014 and 2013, respectively (308) (4) (336) (510)
Change in unfunded portion of postretirement benefit obligations, net of taxes
of ($19), and $1,038, for the three months ended June 30, 2014 and 2013,
respectively and net of taxes of ($37) and $1,008 for the six months ended
June 30, 2014 and 2013, respectively (31) 1,657 (60) 1,611

Other comprehensive income (loss) 2,784 (6,404) 5,757 (8,586)
Comprehensive income (loss) 5,381 (4,019) 10,616 (3,145)
Less: comprehensive income attributable to the noncontrolling interest - - - -
Total comprehensive income (loss) $ 5,381 $ (4,019) $ 10,616 $ (3,145)

The accompanying notes are an integral part of the condensed consolidated financial statements.

All dollar amounts are reported in thousands except share and per share data.
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FIRST FARMERS AND MERCHANTS CORPORATION AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

Six months ended June 30,
(unaudited) 2014 2013

OPERATING Net income available for common shareholders $ 4,859 $ 5,441
ACTIVITIES Adjustments to reconcile net income to net cash provided

by (used in) operating activities
Provision for loan losses - -
Provision for depreciation and amortization of
premises and equipment 711 765
Deferred tax expense 80 (160)
Net securities gains (547) (829)
Gains on loans sold (95) (330)
Proceeds from sale of mortgage loans held for sale 4,509 18,072
Funding of mortgage loans held for sale (4,730) (16,645)
Loss on other real estate owned 4 168
Loss on sale of assets 1 16
Amortization of investment security premiums,
net of accretion of discounts 513 670
Increase in cash surrender value of life insurance contracts (189) (201)
(Increase) decrease in
other assets 216 1,394
Increase (decrease) in
other liabilities 2,259 1,623
Total adjustments 2,732 4,543
Net cash provided by operating activities 7,591 9,984

INVESTING  Proceeds from sales of available-for-sale securities 19,475 137,150
ACTIVITIES  Proceeds from maturities and calls of available-for-sale securities 15,095 32,658

Proceeds from maturities and calls of held-to-maturity securities 3,930 1,835
Purchases of investment securities
available-for-sale (60,374) (187,475)
Net decrease in loans (11,886) (10,922)
Proceeds from sale of other real estate owned 567 553
Purchases of premises and equipment (643) (177)
Purchase of life insurance policy (175) (485)
Net cash used in investing activities (34,011) (26,863)

FINANCING  Net increase (decrease) in deposits 9,546 (11,128)
ACTIVITIES  Net increase in securities sold under

agreements to repurchase 2,643 727
Payments to FHLB borrowings - (7,000)
Repurchase of common stock (2,150) (2,101)
Cash dividends paid on common stock (1,858) (1,883)
Net cash provided by (used in) financing activities 8,181 (21,385)
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Decrease in cash and cash equivalents (18,239) (38,264)
Cash and cash equivalents at beginning of period 55,408 70,396
Cash and cash equivalents at end of period $ 37,169 $ 32,132
Supplemental disclosures of cash flow information
Interest paid $ 1,190 $ 1,548
Income taxes paid $ 1,457 $ 655
Loans to facilitate sale of other real estate owned $ - $ 1,760
Real estate acquired in settlement of loans $ 5 $ 312

The accompanying notes are an integral part of the condensed consolidated financial statements.

All dollar amounts are reported in thousands except share and per share data.
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 � SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The accompanying unaudited condensed consolidated financial statements reflect all adjustments that are, in the opinion of management of First
Farmers and Merchants Corporation (the �Corporation�), necessary to fairly present the financial position, results of operations and cash flows of
the Corporation. Those adjustments consist only of normal recurring adjustments.

The accompanying condensed consolidated financial statements are presented in accordance with the requirements of Form 10-Q and
consequently do not include all of the disclosures normally required by accounting principles generally accepted in the United States of America
or those normally made in the Corporation�s Annual Report on Form 10-K. Accordingly, the reader of this Quarterly Report on Form 10-Q
should refer to the Corporation�s Annual Report on Form 10-K for the year ended December 31, 2013 for further information in this regard. The
condensed consolidated balance sheet of the Corporation as of December 31, 2013 has been derived from the audited consolidated balance sheet
of the Corporation as of that date. The results of operations for the period are not necessarily indicative of the results to be expected for the full
year.

Reclassifications: Certain reclassifications considered to be immaterial have been made in the prior year condensed consolidated financial
statements to conform to current year presentation. These reclassifications had no effect on net income.

NOTE 2 �ACCUMULATED OTHER COMPREHENSIVE INCOME (�AOCI�) BY COMPONENT

Amounts reclassified from AOCI and the affected line items in the statements of income during the periods ended June 30, 2014 and 2013, were
as follows:

Amounts reclassified
from AOCI

Six months ended
June
30,
2014 June 30, 2013 Affected line item in the Statements of Income

Unrealized gains on available-for-sale
securities

$ 547 $829 Gain on sale of securities
Total reclassified amount before tax and
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547 829 noncontrolling interest
(211) (319) Tax expense
336 510 Net reclassified amount

Amortization of defined benefit pension items
Components are included in the computation of net

Actuarial losses (97) (47) periodic pension cost and presented in Note 7
(97) (47) Total reclassified amount before tax
37 18 Tax benefit
(60) (29) Net reclassified amount

Total reclassifications out of AOCI $ 276 $ 481

All dollar amounts are reported in thousands except share and per share data.
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Amounts reclassified
from AOCI
Three months ended

June
30,
2014 June 30, 2013 Affected line item in the Statements of Income

Unrealized gains on available-for-sale
securities

$ 502 $ 6 Gain on sale of securities
Total reclassified amount before tax and

502 6 noncontrolling interest
(193) (2) Tax expense
309 4 Net reclassified amount

Amortization of defined benefit pension items
Actuarial gains (50) - Components are included in the computation of net

(50) - Total reclassified amount before tax
19 - Tax expense
(31) - Net reclassified amount

Total reclassifications out of AOCI $ 278 $ 4

The components of accumulated other comprehensive income, included in shareholder�s equity, are as follows:

June 30, 2014 December 31, 2013
Net unrealized losses on available-for-sale securities $ (7,720) $ (17,178)
Net defined benefit pension plan deferred amounts 2,445 2,542

(5,275) (14,636)
Tax effect 2,031 5,635
Accumulated other comprehensive loss $ (3,244) $ (9,001)

NOTE 3 � FAIR VALUE MEASUREMENTS

The fair value of an asset or liability is the price that would be received in a sale of that asset or paid to transfer that liability in an orderly
transaction occurring in the principal market (or most advantageous market in the absence of a principal market) for such asset or liability. Fair
value measurement must maximize the use of observable inputs and minimize the use of unobservable inputs. In estimating fair value, the
Corporation utilizes valuation techniques that are consistent with the market approach, the income approach and/or the cost approach. Such
valuation techniques are consistently applied. Inputs to valuation techniques include the assumptions that market participants would use in
pricing an asset or liability. Financial Accounting Standards Board (�FASB�) Accounting Standards Codification (�ASC�) Topic 820, �Fair Value
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Measurements and Disclosures� (�ASC Topic 820�) establishes a fair value hierarchy for valuation inputs that gives the highest priority to quoted
prices in active markets for identical assets or liabilities and the lowest priority to unobservable inputs. The fair value hierarchy is as follows:

Level 1 Inputs - Unadjusted quoted prices in active markets for identical assets or liabilities.• 
Level 2 Inputs - Inputs other than quoted prices included in Level 1 that are observable for the asset or liability, either directly or
indirectly. These might include quoted prices for similar assets or liabilities in active markets, quoted prices for identical or similar
assets or liabilities in markets that are not active, inputs other than quoted prices that are observable for the asset or liability (such as
interest rates, volatilities, market consensus, prepayment speeds, credit risks, etc.) or inputs that are derived principally from or
corroborated by market data by correlation or other means.

• 

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

• 

All dollar amounts are reported in thousands except share and per share data.
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Transfers between levels of the fair value hierarchy are recognized on the actual date of the event or circumstances that caused the transfer,
which generally coincides with the Corporation�s monthly and/or quarterly valuation process.

Recurring Measurements

The following table summarizes financial assets measured at fair value on a recurring basis as of June 30, 2014 and December 31, 2013, and by
the level within the fair value hierarchy utilized to measure fair value:

Assets measured at fair value on a recurring basis as of June 30, 2014
Available-for-sale securities Level 1 Level 2 Level 3 Total
U.S. government agencies $ - $ 109,401 $ - $ 109,401
U.S. government sponsored agency mortgage backed securities - 195,706 - 195,706
States and political subdivisions - 40,940 - 40,940
Corporate bonds - 18,970 - 18,970
Total assets at fair value $ - $ 365,017 $ - $ 365,017
Assets measured at fair value on a recurring basis as of December 31,
2013
Available-for-sale securities Level 1 Level 2 Level 3 Total
U.S. government agencies $ - $ 105,072 $ - $ 105,072
U.S. government sponsored agency mortgage backed securities - 157,423 - 157,423
States and political subdivisions - 46,337 - 46,337
Corporate bonds - 20,882 - 20,882
Total assets at fair value $ - $ 329,714 $ - $ 329,714

Below is a description of the valuation methodologies and inputs used for assets measured at fair value on a recurring basis and recognized in the
accompanying balance sheets, as well as the general classification of such assets pursuant to the valuation hierarchy. There were no significant
changes in the valuation techniques during the six months ended June 30, 2014.

Available-for-Sale Securities

Where quoted market prices are available in an active market, securities are classified within Level 1 of the valuation hierarchy. If quoted market
prices are not available, the Corporation obtains fair value measurements from an independent pricing service, such as Interactive Data, which
utilizes pricing models to determine fair value measurement. The Corporation reviews the pricing quarterly to verify the reasonableness of the
pricing. The fair value measurements consider observable data that may include dealer quotes, market spreads, cash flows, the U.S. Treasury
yield curve, live trading levels, trade execution data, market consensus prepayment speeds, credit information and the securities� terms and
conditions, among other factors. U.S. government agencies, state and political subdivisions, U.S. government sponsored agency
mortgage-backed securities and corporate bonds are classified as Level 2 inputs.
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Nonrecurring Measurements

The following table summarizes financial assets measured at fair value on a nonrecurring basis as of June 30, 2014 and December 31, 2013, by
the level within the fair value hierarchy utilized to measure fair value:

June 30, 2014 Level 1 Level 2 Level 3 Total
Impaired loans (collateral-dependent) $ - $ - $ 4,416 $ 4,416
Other real estate owned $ - $ - $ - $ -
December 31, 2013 Level 1 Level 2 Level 3 Total
Impaired loans (collateral-dependent) $ - $ - $ 2,214 $ 2,214
Other real estate owned $ - $ - $ 208 $ 208

Impaired Loans (Collateral-dependent)

All dollar amounts are reported in thousands except share and per share data.

9
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The estimated fair value of collateral-dependent impaired loans is based on the appraised fair value of the collateral, less estimated cost to sell.
Collateral-dependent impaired loans are classified within Level 3 of the fair value hierarchy.

The Corporation considers the appraisal or evaluation as the starting point for determining fair value and then considers other factors and events
that may affect the fair value. Appraisals of the collateral underlying collateral-dependent loans are obtained when the loan is determined to be
collateral-dependent and subsequently as deemed necessary by the Chief Credit Officer. Appraisals are reviewed for accuracy and consistency
by the Chief Credit Officer. Appraisers are selected from the list of approved appraisers maintained by management. The appraised values are
reduced by discounts to consider lack of marketability and estimated cost to sell if repayment or satisfaction of the loan is dependent on the sale
of the collateral. These discounts and estimates are developed by the Chief Credit Officer by comparison to historical results. Fair value
adjustments for collateral-dependent impaired loans for each of the six months ended June 30, 2014 and 2013 were $916 and $342, respectively,
and $79 for the year ended December 31, 2013.

Loans considered impaired under ASC 310-35, �Impairment of a Loan,� are loans for which, based on current information and events, it is
probable that the Corporation will be unable to collect all amounts due according to the contractual terms of the loan agreement. Impaired loans
are subject to nonrecurring fair value adjustments to reflect (1) subsequent write-downs that are based on the observable market price or current
appraised value of the collateral or (2) changes in the specific reserve.

Other Real Estate Owned

Other real estate owned (�OREO�) is initially recorded at fair value at the time of acquisition, as determined by independent appraisal or
evaluation by the Corporation, less costs to sell when the real estate is acquired in settlement of loans. Quarterly evaluations of OREO are
performed to determine if there has been any subsequent decline in the value of OREO properties. Estimated fair value of OREO is based on
appraisals or evaluations, less costs to sell. OREO is classified within Level 3 of the fair value hierarchy. OREO assets are subject to
nonrecurring fair value adjustments to reflect subsequent partial write-downs that are based on the observable market price or current appraised
value of the collateral. There were no fair value adjustments for OREO for the six months ended June 30, 2014. Fair value adjustments for
OREO for the six months ended June 30, 2013 were $0, and $395 for the year ended December 31, 2013.

Appraisals of OREO are obtained when the real estate is acquired and subsequently as deemed necessary by the Chief Credit Officer. Appraisals
are required annually and reviewed for accuracy and consistency by the Chief Credit Officer. The appraised values are reduced by discounts to
consider lack of marketability and estimated cost to sell. Appraisers are selected from the list of approved appraisers maintained by management.
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Unobservable (Level 3) Inputs

The following table presents quantitative information about unobservable inputs used in nonrecurring Level 3 fair value measurements:

Quantitative Information about Level 3 Fair Value Measurements
Fair value

at Valuation Unobservable
June 30,
2014 technique(s) input Range (weighted average)

Market
comparable Marketability

Impaired loans (collateral-dependent) $ 4,416 properties discount 5.0% - 37.0% (35%)
Market

comparable Marketability
Other real estate owned $ - properties discount N/A

Quantitative Information about Level 3 Fair Value Measurements
Fair value at
December 31, Valuation Unobservable
2013 technique(s) input Range (weighted average)

Market
comparable Marketability

Impaired loans (collateral-dependent) $ 2,214 properties discount 5.0% - 10.0% (7%)
Market

comparable Marketability
Other real estate owned $ 208 properties discount 5.0% - 10.0% (7%)

ASC Topic 825, �Financial Instruments,� requires disclosure of the fair value of financial assets and liabilities, including those financial assets and
liabilities that are not measured and reported at fair value on a recurring basis or non-recurring basis.

The following methods and assumptions were used to estimate the fair value of each class of financial instruments for which it was practicable
to estimate that value:

Cash and due from banks � The carrying amount approximates fair value.
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Interest bearing deposits in other banks � The carrying amount approximates fair value.

Federal Home Loan Bank stock � The carrying value of Federal Home Loan Bank (�FHLB�) stock approximates fair value based on the redemption
provisions of the FHLB.

Federal Reserve Bank stock � The carrying value of Federal Reserve Bank stock approximates fair value based on the redemption provisions of
the Federal Reserve Bank.

Federal funds sold � The carrying amount approximates fair value.

Securities available for sale � The carrying amount approximates fair value.

Securities held-to-maturity � Fair values are based on quoted market prices, if available. If a quoted price is not available, fair value is estimated
using quoted prices for similar securities. The fair value estimate is provided to management from a third party using modeling assumptions
specific to each type of security that are reviewed and approved by management. Quarterly sampling of fair values provided by additional third
parties supplement the fair value review process.

Loans held for sale � The fair value is predetermined at origination based on sale price.

All dollar amounts are reported in thousands except share and per share data.
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Loans (net of the allowance for loan and leases losses) � The fair value of fixed rate loans and variable rate mortgage loans is estimated by
discounting the future cash flows using current rates at which similar loans would be made to borrowers with similar credit ratings and for the
same remaining maturities. For other variable rate loans, the carrying amount approximates fair value.

Accrued interest receivable � The carrying amount approximates fair value.

Deposits � The fair value of fixed maturity time deposits is estimated by discounting the future cash flows using the rates currently offered for
deposits of similar remaining maturities. For deposits including demand deposits, savings accounts, NOW accounts and certain money market
accounts, the carrying value approximates fair value.

Repurchase agreements � The fair value is estimated by discounting future cash flows using current rates.

Advances from FHLB � The fair value of these fixed-maturity advances is estimated by discounting future cash flows using rates currently offered
for advances of similar remaining maturities.

Accrued interest payable � The carrying amount approximates fair value.

Commitments to extend credit and letters of credit � The fair value of commitments to originate loans is estimated using the fees currently
charged to enter into similar agreements, taking into account the remaining terms of the agreements and the present creditworthiness of the
counterparties. For fixed-rate loan commitments, fair value also considers the difference between current levels of interest rates and the
committed rates. The fair values of letters of credit and lines of credit are based on fees currently charged for similar agreements or on the
estimated cost to terminate or otherwise settle the obligations with the counterparties at the reporting date. The fair values of these commitments
are not material.

The following table presents estimated fair values of the Corporation�s financial instruments as of June 30, 2014 and December 31, 2013, and
indicates the level within the fair value hierarchy of the valuation techniques:

Fair value measurements at June 30, 2014 using
Quoted prices
in
active markets
for

Significant
other Significant

Carrying identical assets
observable
inputs

unobservable
inputs
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June 30, 2014 amount (Level 1) (Level 2) (Level 3)
Financial assets
Cash and due from banks $   24,446 $ 24,446 $ - $ -
Interest-bearing deposits in other banks 11,423 11,423 - -
Federal funds sold 1,300 1,300 - -
Federal Home Loan Bank and Federal Reserve Bank stock 3,879 - 3,879 -
Securities available-for-sale 365,017 - 365,017 -
Securities held-to-maturity 23,902 - 24,528 -
Loans held for sale 674 - 674 -
Loans, net 610,052 - - 618,673
Accrued interest receivable 4,078 - 4,078 -
Financial liabilities
Non-interest bearing deposits 185,420 185,420 - -
Interest bearing deposits 781,463 - 782,335 -
Repurchase agreements 20,738 - 20,738 -
Accrued interest payable 610 - 610 -
Off-balance sheet credit related instruments:
Commitments to extend credit - - - -
Letters of credit - - - -

All dollar amounts are reported in thousands except share and per share data.
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Fair value measurements at December 31, 2013
using

Quoted prices
in
active markets
for

Significant
other Significant

Carrying identical assets
observable
inputs

unobservable
inputs

December 31, 2013 amount (Level 1) (Level 2) (Level 3)
Financial assets
Cash and due from banks $   20,391 $ 20,391 $ - $ -
Interest-bearing deposits in other banks 25,167 25,167 - -
Federal funds sold 9,850 9,850 - -
Federal Home Loan Bank and Federal Reserve Bank stock 3,879 - 3,879 -
Securities available-for-sale 329,714 - 329,714 -
Securities held-to-maturity 27,839 - 28,595 -
Loans held for sale 327 - 327 -
Loans, net 598,171 - - 607,113
Accrued interest receivable 4,183 - 4,183 -
Financial liabilities
Non-interest bearing deposits 179,823 179,823 - -
Interest bearing deposits 777,514 - 779,224 -
Repurchase agreements 18,095 - 18,095 -
Accrued interest payable 663 - 663 -
Off-balance sheet credit related instruments:
Commitments to extend credit - - - -
Letters of credit - - - -

NOTE 4 � SECURITIES

The amortized cost and estimated fair value of securities at June 30, 2014 and December 31, 2013 were as follows:

Amortized Gross unrealized Fair
June 30, 2014 cost Gains Losses value
Available-for-sale securities
U.S. government agencies $  113,417 $ 17 $ 4,033 $ 109,401
U.S. government sponsored agency mortgage backed securities 201,086 57 5,437 195,706
States and political subdivisions 39,454 1,558 72 40,940
Corporate bonds 18,780 219 29 18,970

$ 372,737 $ 1,851 $9,571 $ 365,017
Held-to-maturity securities
States and political subdivisions $ 23,902 $ 626 $ - $ 24,528

Amortized Gross unrealized Fair
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December 31, 2013 cost Gains Losses value
Available-for-sale securities
U.S. government agencies $ 112,863 $ - $ 7,791 $ 105,072
U.S. government sponsored agency mortgage backed securities 168,045 27 10,649 157,423
States and political subdivisions 45,237 1,240 140 46,337
Corporate bonds 20,747 280 145 20,882

$ 346,892 $ 1,547 $ 18,725 $ 329,714
Held-to-maturity securities
States and political subdivisions $ 27,839 $ 756 $ - $ 28,595

Certain investments in debt securities are reported in the financial statements at an amount less than their historical cost. Total fair value of these
investments at June 30, 2014 and December 31, 2013 was $294,828 and $269,691, which was 76% and 75%, respectively, of the Corporation�s
aggregate available-for-sale and held-to-maturity investment portfolio. The Corporation evaluates

All dollar amounts are reported in thousands except share and per share data.
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its investment portfolio on a quarterly basis for impairment. The analysis performed as of June 30, 2014 and December 31, 2013 indicated that
all impairment was considered temporary, market driven due primarily to fluctuations in market interest rates and not credit-related.

The following table shows the Corporation�s investments� gross unrealized losses and fair value of the Corporation�s investments with unrealized
losses that were not deemed to be other-than-temporarily impaired, aggregated by investment class and length of time that individual securities
had been in a continuous unrealized loss position at June 30, 2014 and December 31, 2013:

June 30, 2014 Less than 12 months 12 months or greater Total
Fair Unrealized Fair Unrealized Fair Unrealized

Type of security value losses value losses value losses
    U.S. government agencies $ 4,501 $ 10 $ 103,668 $ 4,023 $ 108,169 $ 4,033
U.S. government sponsored agency mortgage
backed securities 36,136 175 137,879 5,262 174,015 5,437
States and political subdivisions 5,653 42 2,147 30 7,800 72
Corporate bonds 1,311 2 3,533 27 4,844 29

$ 47,601 $ 229 $ 247,227 $ 9,342 $294,828 $ 9,571
Fair Unrealized Fair Unrealized Fair Unrealized

Type of security value losses value losses value losses
    U.S. government agencies $ 100,533 $ 7,330 $ 4,539 $ 461 $ 105,072 $ 7,791
U.S. government sponsored agency mortgage
backed securities 144,134 10,073 8,698 576 152,832 10,649
States and political subdivisions 2,615 140 - - 2,615 140
Corporate bonds 8,590 121 582 24 9,172 145

$ 255,872 $ 17,664 $ 13,819 $ 1,061 $ 269,691 $ 18,725

The amortized cost and fair value of available-for-sale securities and held-to-maturity securities at June 30, 2014, by contractual maturity, are
shown below. Expected maturities will differ from contractual maturities because issuers may have the right to call or prepay obligations with or
without call or prepayment penalties.

Available-for-sale Held-to-maturity
June 30, 2014 Amortized Estimated Amortized Estimated

cost fair value cost fair value
Within one year $ 4,005 $ 4,052 $ 3,575 $ 3,653
One to five years 33,454 33,419 5,334 5,507
Five to ten years 115,873 112,826 14,993 15,368
After ten years 18,319 19,014 - -
Mortgage-backed securities 201,086 195,706 - -
Total $ 372,737 $ 365,017 $ 23,902 $ 24,528

Edgar Filing: FIRST FARMERS & MERCHANTS CORP - Form 10-Q

35



The carrying value of securities pledged as collateral to secure public deposits and for other purposes was $218,036 at June 30, 2014 and
$210,494 at December 31, 2013.

The book value of securities sold under agreements to repurchase amounted to $34,975 at June 30, 2014 and $34,978 at December 31, 2013.

The Corporation realized gross gains of approximately $560 and $6 for the three month periods ending June 30, 2014 and 2013, respectively,
and gross gains of approximately $605 and $829, for the six months ending June 30, 2014 and 2013, respectively, resulting from sales of
available-for-sale securities. Gross losses of approximately $58 were included in the three and six-month periods ended June 30, 2014. Gross
losses of approximately $196 were included in the three and six-month periods ended June 30, 2013.

All dollar amounts are reported in thousands except share and per share data.
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NOTE 5 � LOANS

The following table presents the Corporation�s loans by class as of June 30, 2014 and December 31, 2013:

June 30, 2014 December 31, 2013
Commercial:
Commercial and industrial $ 88,990 $ 94,702
Non-farm, nonresidential real estate 171,900 176,213
Construction and development 40,955 29,938
Commercial loans secured by real estate 32,249 26,940
Other commercial 23,429 26,582
Total commercial 357,523 354,375
Residential:
Consumer loans 9,986 10,957
Single family residential 222,156 213,763
Other retail 29,022 27,671
Total residential and consumer 261,164 252,391

618,687 606,766
Less:
Allowance for possible loan losses (8,635) (8,595)
Total net loans $ 610,052 $ 598,171

The amount of capitalized fees and costs calculated in accordance with ASC 310-20 included in the above loan totals were $908 and $831 at
June 30, 2014 and December 31, 2013.

Loan Origination/Risk Management. The Corporation has certain lending policies and procedures in place that are designed to maximize loan
income within an acceptable level of credit risk. Management reviews and approves these policies and procedures on a regular basis. A reporting
system supplements the review process by providing management with frequent reports related to loan production, loan quality, concentrations
of credit, loan delinquencies and non-performing and potential problem loans. Diversification in the loan portfolio is a means of managing risk
associated with fluctuations in economic conditions.

Commercial and industrial loans are underwritten after evaluating and understanding a borrower�s ability to operate profitably and expand its
business prudently. Underwriting standards are designed to promote relationship banking rather than transactional banking. Once it is
determined that the borrower�s management possesses sound ethics and solid business acumen, the Corporation�s management examines current
and projected cash flows to determine the ability of the borrower to repay their obligations as agreed. Commercial and industrial loans are
primarily made based on the identified cash flows of the borrower and secondarily on the underlying collateral provided by the borrower. The

Edgar Filing: FIRST FARMERS & MERCHANTS CORP - Form 10-Q

38



cash flows of borrowers, however, may not be as expected and the collateral securing these loans may fluctuate in value. Most commercial and
industrial loans are secured by the assets being financed or other business assets such as accounts receivable or inventory and may incorporate a
personal guarantee; however, some short-term loans may be made on an unsecured basis. In the case of loans secured by accounts receivable, the
availability of funds for the repayment of these loans may be substantially dependent on the ability of the borrower to collect amounts due from
its customers.

Commercial real estate loans are subject to underwriting standards and processes similar to commercial and industrial loans, in addition to those
of real estate loans. These loans are viewed primarily as loans secured by real estate. Commercial real estate lending typically involves higher
loan principal amounts and the repayment of these loans is generally largely dependent on the successful operation of the property securing the
loan or the business conducted on the property securing the loan. Commercial real estate loans may be more adversely affected by conditions in
the real estate markets or in the general economy. Management monitors and evaluates commercial real estate loans based on collateral,
geography and risk grade criteria. As a general rule, the Corporation avoids financing single-purpose projects unless other underwriting factors
are present to help mitigate risk. The Corporation also utilizes third-party experts to provide insight and guidance about economic conditions and
trends affecting market areas it serves. In addition, management tracks the level of owner-occupied commercial real estate loans versus
non-owner occupied loans. At June 30, 2014, approximately half of the outstanding principal balance of the Corporation�s commercial real estate
loans was secured by owner-occupied properties.

All dollar amounts are reported in thousands except share and per share data.
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With respect to loans to developers and builders (construction and development) that are secured by non-owner occupied properties that the
Corporation may originate from time to time, the Corporation generally requires the borrower to have had an existing relationship with the
Corporation and have a proven record of success. Construction loans are underwritten utilizing feasibility studies, independent appraisal reviews,
sensitivity analysis of absorption and lease rates and financial analysis of the developers and property owners. Construction loans are generally
based upon estimates of costs and value associated with the complete project. These estimates may be inaccurate. Construction loans often
involve the disbursement of substantial funds with repayment substantially dependent on the success of the ultimate project. Sources of
repayment for these types of loans may be pre-committed permanent loans from approved long-term lenders, sales of developed property or an
interim loan commitment from the Corporation until permanent financing is obtained. These loans are closely monitored by on-site inspections
and are considered to have higher risks than other real estate loans because of their ultimate repayment being sensitive to interest rate changes,
governmental regulation of real property, general economic conditions and the availability of long-term financing.

The Corporation originates consumer retail loans utilizing a computer-based credit scoring analysis to supplement the underwriting process. To
monitor and manage consumer retail loan risk, policies and procedures are developed and modified, as needed, jointly by line and staff
personnel. This activity, coupled with relatively small loan amounts that are spread across many individual borrowers, minimizes risk.
Additionally, trend and outlook reports are reviewed by management on a regular basis. Underwriting standards for home equity loans are
heavily influenced by statutory requirements, which include, but are not limited to, a maximum loan-to-value percentage of 80%, collection
remedies, the number of such loans a borrower can have at one time and documentation requirements.

The Corporation contracts with a third party vendor to perform loan reviews. The Corporation reviews and validates the credit risk program on
an annual basis. Results of these reviews are presented to management. The loan review process complements and reinforces the risk
identification and assessment decisions made by lenders and credit personnel, as well as the Corporation�s policies and procedures.

A concentration of credit occurs when obligations, direct or indirect, of the same or affiliated interests represent 15% or more of the
Corporation�s capital structure. The Board of Directors recognizes that the Corporation�s geographic market area imposes some limitations
regarding loan diversification if the Corporation is to perform the function for which it has been chartered. Specifically, lending to qualified
borrowers within the Corporation�s market area will naturally cause concentrations of real estate loans in the primary communities served by the
Corporation and loans to employees of major employers in the area.

All closed-end commercial loans (excluding loans secured by real estate) are charged off no later than 90 days delinquent. If a loan is considered
uncollectable, it is charged off earlier than 90 days delinquent. When a commercial loan secured by real estate is past due, a current assessment
of the value of the real estate is made. If the balance of the loan exceeds the fair value of the property, the loan is placed on nonaccrual with a
specific reserve equal to the difference between book value and fair value assigned to the credit until such time as the property has been
foreclosed upon. When the foreclosed property has been legally assigned to the Corporation, a charge-off is taken with the remaining balance,
which reflects the fair value less estimated costs to sell, transferred to other real estate owned.

All closed-end consumer loans (excluding conventional 1-4 family residential loans and installment and revolving loans secured by real estate)
are charged off no later than 120 days (five monthly payments) delinquent. If a loan is considered uncollectable, it is charged off earlier than 120
days delinquent. For conventional 1-4 family residential loans and installment and revolving loans secured by real estate, when a loan is 90 days
past due, a current assessment of the value of the real estate is made. If the balance of the loan exceeds the fair value of the property, the loan is
placed on nonaccrual and foreclosure proceedings are initiated. When the foreclosed property has been legally assigned to the Corporation, a
charge-off is taken with the remaining balance reflecting the fair value less estimated costs to sell transferred to other real estate owned.
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Non-Accrual and Past Due Loans. Loans are considered past due if the required principal and interest payments have not been received as of the
date such payments were due. Loans are placed on non-accrual status when (i) principal or interest has been in default for a period of 90 days or
more or (ii) full payment of principal and interest is not expected. Loans may be placed o n non-accrual status regardless of whether or not such
loans are considered past due. When interest accrual is discontinued, all unpaid accrued interest is reversed. Interest income on non-accrual loans
is recognized only to the extent that cash payments are received in excess of principal due. A loan may be returned to accrual status when all the
principal and interest amounts contractually due are brought current and future principal and interest amounts contractually due are reasonably
assured, which is typically evidenced by a sustained period (three to six months) of repayment performance by the borrower. The Corporation
had two loans that were 90 days or more past due that were not included in nonaccrual loans as of June 30, 2014. The aggregate amount of these
loans at June 30, 2014 was $70. The Corporation had no loans that were 90 days or more past due that were not included in nonaccrual loans as
of December 31, 2013.

All dollar amounts are reported in thousands except share and per share data.
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The following tables provide details regarding the aging of the Corporation�s loan portfolio as of June 30, 2014 and December 31, 2013:

90 Days and
30 - 89
Days Greater Past Total Past

June 30, 2014 Past Due Due Due Current Total Loans
Retail:
Consumer $ 92 $ - $ 92 $ 9,894 $ 9,986
Single family residential 1,294 651 1,945 220,211 222,156
Other retail - - - 29,022 29,022
Retail total 1,386 651 2,037 259,127 261,164
Commercial:
Commercial and industrial 716 1,225 1,941 87,049 88,990
Non-farm, non-residential real estate 258 236 494 171,406 171,900
Construction and development - - - 40,955 40,955
Commercial loans secured by real est 28 173 201 32,048 32,249
All other commercial 468 1,170 1,638 21,791 23,429
Commercial total 1,470 2,804 4,274 353,249 357,523
Total $ 2,856 $ 3,455 $ 6,311 $ 612,376 $ 618,687

90 Days and
30 - 89
Days Greater Past Total Past

December 31, 2013 Past Due Due Due Current Total Loans
Retail
Consumer loans $ 182 $ 3 $ 185 $ 10,772 $ 10,957
Single family residential 3,805 83 3,876 209,887 213,763
Other retail 319 28 359 27,312 27,671
Retail total 4,306 114 4,420 247,971 252,391
Commercial
Commercial and industrial 428 1,328 1,756 92,946 94,702
Non-farm, non-residential real estate 393 - 393 175,820 176,213
Construction and development - 28 28 29,910 29,938
Commercial loans secured by real est 38 178 216 26,724 26,940
Other commercial - 1,249 1,249 25,333 26,582
Commercial total 859 2,783 3,642 350,733 354,375
Total $ 5,165 $ 2,897 $ 8,062 $ 598,704 $ 606,766
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All dollar amounts are reported in thousands except share and per share data.
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The following tables summarize the impaired loans by loan type as of June 30, 2014, December 31, 2013 and June 30, 2013:

Average
Recorded
Investment

Unpaid Recorded Recorded
Contractual Investment Investment Total

Principal With No With Recorded Related Quarter To
Year
To Interest

June 30, 2014 Balance Allowance Allowance Investment Allowance Date
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