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PART I|. FINANCIAL INFORMATION

ITEM 1. Financial Statements

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Financial Condition

(Dollarsin thousands, except share and per share data)

ASSETS

Cash and cash equivaler

Cash and due from ban

Federal funds sold and inter-bearing deposits in other bar

Total cash and cash equivale

Securities available for sale, at fair va
Securities held to maturity, at amortized costr (failue of $22,626 and $23,964, respectiv
Loans held for sal
Loans (net of allowance for loan losses of $24 42@ $23,260, respectivel
Company owned life insuran:
Premises and equipment, |
Goodwill and other intangible assets,
Other asset

Total asset

LIABILITIES AND SHAREHOLDERS ' EQUITY
Deposits:
Noninteres-bearing deman
Interes-bearing deman
Savings and money mark
Time deposit:
Total deposit:
Shor-term borrowings
Other liabilities
Total liabilities
Shareholder equity:
Series A 3% preferred stock, $100 par value; 18#8es authorized and 1,500 shares is
Series -1 8.48% preferred stock, $100 par value, 200,0@@eshauthorized and 173,235 shares is
Total preferred equit
Common stock, $0.01 par value, 50,000,000 sharthe@zed and 14,161,597 shares iss
Additional paic-in capital
Retained earning
Accumulated other comprehensive inco
Treasury stock, at co— 350,067 and 358,481 shares, respecti
Total shareholde’ equity
Total liabilities and sharehold¢ equity

See accompanying notes to the consolidated finbstaitements.

December 31

June 30,
2012 2011

(Unaudited)
$ 61,71¢ $ 57,48¢
94 94
61,81 57,58
765,21¢ 627,51¢
22,01¢ 23,29
1,68: 2,41(
1,600,03. 1,461,511
46,45 45,55¢
34,91( 33,08t
43,85¢ 37,36¢
46,76 48,01¢
$2,622,75.  $2,336,35.
$ 422,160 $ 393,42
420,38t 362,55!
584,27¢ 474,94°
708,44 700,67¢
2,135,27. 1,931,59!
200,82 150,69¢
39,71( 16,86:
2,375,80! 2,099,15!
15C 15C
17,32: 17,32:
17,47¢ 17,47:
142 142
67,04¢ 67,24
166,49¢ 158,07¢
2,26\ 94t
(6,480 (6,697)
246,94t 237,19:
$2,622,75.  $2,336,35:
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Income (Unaudited)

(In thousands, except per share amounts)
Interest income
Interest and fees on loa

Interest and dividends on investment secur

Total interest incom
Interest expenst
Deposits
Shor-term borrowings
Long-term borrowings
Total interest expens
Net interest incom
Provision for loan losse
Net interest income after provision for loan los
Noninterest income
Service charges on depos
ATM and debit carc
Brokel-dealer fees and commissic
Company owned life insuran
Net gain on sale of loans held for s
Net gain on disposal of investment securi
Loan servicing
Impairment charges on investment securi
Net gain (loss) on disposal of other as!
Other
Total noninterest incorr
Noninterest expens
Salaries and employee bene
Occupancy and equipme
Professional service
Computer and data process
Supplies and posta(
FDIC assessmen
Advertising and promotion
Other
Total noninterest expen:
Income before income tax
Income tax expens
Net income
Preferred stock dividenc
Accretion of discount on Series A preferred st
Net income available to common shareholc
Earnings per common share (Note

Basic
Diluted

Cash dividends declared per common sl

Weighted average common shares outstant
Basic
Diluted

See accompanying notes to the consolidated finbsteigements.

Three months endec

Six months endec

June 30, June 30,

2012 2011 2012 2011
$19,51: $19,077 $39,04¢  $38,10¢
4,21¢ 4,75¢ 8,13: 9,36:
23,73 23,83( 47,18 47,46¢
2,16¢ 2,93¢ 4,567 6,131
174 11C 28t 182
— 53¢ — 1,06t
2,34 3,571 4,852 7,37¢
21,38¢ 20,25: 42,32¢ 40,091
1,45¢ 1,32¢ 2,84¢ 2,13¢
19,92¢ 18,92¢ 39,48¢ 37,95!
1,97¢ 2,247 3,80¢ 4,34¢
1,07z 1,12¢ 2,14¢ 2,13¢
434 402 1,021 78€
441 27¢ 867 54t
32t 117 65¢€ 341
1,237 4 1,56¢ 7
40¢ 24¢ 50¢ 59¢

— — (91) —
29 (8) 35 37
76¢€ 56& 1,622 1,31¢
6,69( 4,97 12,14 10,127
8,82: 8,85¢ 17,75: 17,25¢
2,71¢ 2,64< 5,48¢ 5,481
1,08( 571 1,791 1,25¢
88¢€ 64¢€ 1,48¢ 1,251
57:¢ 424 1,031 87¢€
304 16¢€ 601 775
137 258 23€ 41€
2,064 1,591 3,85 3,18¢
16,58 15,15 32,23¢ 30,50:
10,03¢ 8,74¢  19,38¢  17,57:
3,382 3,027 6,53¢ 6,03:
$ 6,656 $571¢ $1285. $11,53¢
36¢& 37C 737 1,14C
— — — 1,30t
$ 6,28t $534¢ $12,11F $ 9,09/
$ 04¢ $ 03¢ $ 08 $ 0.7¢
$ 04€¢ $ 03¢ $ 08 $ 0.7
$ 014 $ 01z $ 027 $ 0.2z
13,697 13,63! 13,68¢ 12,48¢
13,75( 13,70 13,74: 12,59:
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Comprehensive Income (ldadited)

Three months endec

Six months endec

June 30, June 30,
(Dollarsin thousands) 2012 2011 2012 2011
Net income $6,65¢ $ 571¢ $12,85. $11,53¢
Other comprehensive incorr
Unrealized gains on securitie
Change in net unrealized securities gains arisurgg period 4,83 14,66¢ 2,99t 15,92:
Deferred tax expens (1,919 (5,81)) (1,18¢) (6,309)
Reclassification adjustment for gains includednicoime before income tax (1,237) 4 (1,477) @)
Related tax expens 49C 2 58t 3
Change in net unrealized gains on securities, it 2,171 8,85: 917 9,60¢
Change in pension and p-retirement obligations
Change in net actuarial gain\ic 33€ 14E 671 29C
Related tax expens (133) (57) (26€) (115)
Change in pension and p-retirement obligations, net of ti 203 88 40¢E 17¢
Other comprehensive incor 2,374 8,941 1,322 9,78¢
Comprehensive incon $9,03C $14,66( $14,17: $21,32!

See accompanying notes to the consolidated finbsteigements.
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Changes in Shareholdersguity (Unaudited)
Six months ended June 30, 2012 and 2011

(Dollarsin thousands,
except per share data)

Balance at January 1, 201:
Comprehensive incom:

Net income

Other comprehensive income, net of

Total comprehensive incon

Purchases of common stock for treas
Issuance of common sto
Repurchase of warrant issued to U.S. Trea
Redemption of Series A preferred stc
Repurchase of Series-1 8.48% preferred stoc
Shar-based compensation plal

Shar-based compensatic

Stock options exercise

Restricted stock awards issued,

Excess tax benefit on sh-based compensatic
Director¢ retainer
Accretion of discount on Series A preferred st
Cash dividends declare

Series A 3% Preferr-$1.50 per shar

Series A Preferre-$53.24 per shar

Series -1 8.48% Preferre-$4.24 per shar

Commor-$0.22 per shar

Balance at June 30, 201

Balance at January 1, 201.
Comprehensive incom:

Net income

Other comprehensive loss, net of

Total comprehensive incon

Purchases of common stock for treas
Sharw-based compensation plal

Shar-based compensatic

Stock options exercise

Restricted stock awards issued,

Excess tax benefit on sh-based compensatic
Director¢ retainer
Cash dividends declare

Series A 3% Preferr-$1.50 per shar

Series I-1 8.48% Preferre-$4.24 per shar

Commor-$0.27 per shar

Balance at June 30, 201

Accumulated

Additional Other Total

Common Comprehensive Treasury Shareholders’
Preferred Paid-in Retained

Equity Stock Capital Earnings Income (Loss) Stock Equity
$53,788 $ 112 $26,02¢ $14459¢ $ (4,727 $(7,660) $ 212,14
— — — 11,53¢ — — 11,53¢
— — — — 9,78¢ — 9,78¢
21,32
— — — — — (205) (205)
— 29 43,09¢ — — — 43,12,
— — (2,080) — — — (2,080)
(37,515 = 68 = = = (37,44)
(96) — — — — — (96)
— — 57¢€ — — — 57¢€
- - (29) - - 11¢ 91

— — (991) — — 991 —
— — 64 — — — 64
— — (12) 11C 98
1,30t — — (1,30%) — — —
— — — (2 — — )
— — — (399) — — (399)
— — — (739) — — (739)
— — — (2,722 — — (2,727)
$17,47¢ $ 14z $66,72¢ $150,97: $ 506z $(6,64f) $ 233,73:
$17,47. $ 14z $67,247 $158,07¢ $ 94t $(6,69z) $ 237,19:
— — — 12,852 — — 12,85:
— — — — 1,322 — 1,32
14,17:
- - - - - (525) (525)
— — 31€& — — — 31¢€
— — (5) — — 31 26

— — (599) — — 59¢ —
— — 97 — — — 97
- - (10) 107 97
— — — (2 — — )
_ — — (735) — — (735)
— — — (3,69¢) — — (3,69¢)
$17,47° $ 142 $67,04¢ $166,49¢ $ 2267 $(6,480) $ 246,94

See accompanying notes to the consolidated finbstaitements.
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Cash Flows (Unaudited)

(Dollarsin thousands)
Cash flows from operating activitie
Net income

Adjustments to reconcile net income to net cashigeal by operating activitie:

Depreciation and amortizatic
Net amortization of premiums on securit
Provision for loan losse
Shar-based compensatic
Deferred income tax expen
Proceeds from sale of loans held for ¢
Originations of loans held for se
Increase in company owned life insural
Net gain on sale of loans held for s
Net gain on disposal of investment securi
Impairment charges on investment securi
Net gain on sale and disposal of other as
(Increase) decrease in other as
Increase in other liabilitie
Net cash provided by operating activit
Cash flows from investing activitie
Purchases of investment securiti
Available for sale
Held to maturity
Proceeds from principal payments, maturities atid oa investment securitie
Available for sale
Held to maturity
Proceeds from sales of securities available fa
Net loan origination:
Purchases of company owned life insura
Proceeds from sales of other as!
Purchases of premises and equipn
Net cash received in branch acquisit
Net cash used in investing activiti
Cash flows from financing activitie
Net increase (decrease) in depo
Net increase in sh¢-term borrowings
Repayments of lor-term borrowings
Proceeds from issuance of common stock, net oars=micost
Redemption of Series A preferred st
Repurchase of Series-1 8.48% preferred stoc
Purchases of common stock for treas
Repurchase of warrant issued to U.S. Trea
Proceeds from stock options exerci:
Excess tax benefit on sh-based compensatic
Cash dividends paid to preferred sharehol
Cash dividends paid to common sharehols
Net cash provided by financing activiti
Net increase in cash and cash equival
Cash and cash equivalents, beginning of pe
Cash and cash equivalents, end of pe

See accompanying notes to the consolidated finbstaitements.

Six months endec

June 30,

2012 2011
$ 12,85: $ 11,53¢
1,75¢ 1,701
2,60: 2,82t
2,84¢ 2,13¢
31¢ 57¢€
2,591 1,20¢
30,52¢ 14,16:
(29,147) (11,619
(867) (545)
(65€) (341)
(1,56¢) (7
91 —
(35 (37)
(1,80%) 1,20¢
8,67 1,20¢
28,18¢ 24,00
(223,459 (124,099
(6,847) (7,42¢)
98,12 88,51:
8,421 11,64¢
1,67(C 8,90(
(83,300 (37,719
(34) (34)
452 16&
(2,135 (1,410
63,57 —
(143,52) (61,457
74,13; (10,657
50,12¢ 55,28¢
— (65)
— 43,12
— (37,44))
— (96)
(528) (20¥)
— (2,080
26 91
97 64
(737) (1,380)
(3,55¢) (2,167)
119,56¢ 44 .47¢
4,23( 7,02¢
57,58 39,05¢
$ 61,81 $ 46,08¢
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Unauditl)

(1.) BASIS OF PRESENTATION AND SUMMARY OF SIGNIFICA NT ACCOUNTING POLICIES
Nature of Operations

Financial Institutions, Inc., a financial holdingrapany organized under the laws of New York Stdtew York” or “NYS”), and its
subsidiaries provide deposit, lending and othearfaial services to individuals and businesses imr@eand Western New York. The Company
has also expanded its indirect lending networkbtuide relationships with franchised automobileleisain the Capital District of New York
and Northern Pennsylvania. The Company owns @ah@®tapital stock of Five Star Bank, a New Yorki&hartered bank, and Five Star
Investment Services, Inc., a financial servicessgliary offering noninsured investment productsfelRences to “the Company” mean the
consolidated reporting entities and referenceshte Bank” mean Five Star Bank.

Basis of Presentation

The consolidated financial statements include tlw®ants of the Company and its subsidiaries. gthificant intercompany accounts and
transactions have been eliminated in consolidafitie. accounting and reporting policies conform t8.\yenerally accepted accounting
principles (“GAAP”).Certain information and footnote disclosures notyniacluded in financial statements prepared infoanity with GAAP
have been condensed or omitted pursuant to sueb anld regulations. However, in the opinion of nganaent, the accompanying consolide
financial statements reflect all adjustments obenral and recurring nature necessary for a faisgmtation of the consolidated statements of
financial condition, income, comprehensive incostgreholders’ equity and cash flows for the periad&ated, and contain adequate
disclosure to make the information presented neteatling. Prior years’ consolidated financial stegets are re-classified whenever necessary
to conform to the current year’s presentation. €hmmsolidated financial statements should be ireadnjunction with the Company’s 2011
Annual Report on Form 10-K. The results of operaitor any interim periods are not necessarilydative of the results which may be
expected for the entire year.

Subsequent Events
The Company has evaluated events and transactiopstential recognition or disclosure through dag the financial statements were issued.

Use of Estimates

The preparation of these financial statements idarmity with GAAP requires management to makeneates and assumptions that affect the
amounts reported in the financial statements andrapanying notes. Actual results could differ fritose estimates. Material estimates relate
to the determination of the allowance for loan ésssissumptions used in the defined benefit pem&maccounting, the carrying value of
goodwill and deferred tax assets, and the valuaiahother than temporary impairment consideratielzged to the securities portfolio.

Recent Accounting Pronouncements

In May 2011, the Financial Accounting Standardsdthe “FASB”) issued Accounting Standards UpdagsuU”) No. 2011-04,
“Amendments to Achieve Common Fair Value MeasurearghDisclosure Requirements in U.S. GAAP and §REhe provisions of ASU

No. 201:-04 result in a consistent definition of fair valaed common requirements for the measurement oflsatbsure about fair value
between U.S. GAAP and International Financial RépgrStandards (“IFRS”). The changes to U.S. GAARaesult of ASU No. 2011-04 are
as follows: (1) the concepts of highest and bestaml valuation premise are only relevant when ore@ggsthe fair value of nonfinancial assets
(that is, it does not apply to financial assetamy liabilities); (2) extends the prohibition onpéying a blockage factor in valuing financial
instruments with quoted prices in active marke8¥cteates an exception to the basic fair valuesomeanent principles for an entity that holc
group of financial assets and financial liabilitiggh offsetting positions in market risks or coergtarty credit risk that are managed on the |

of the entity’s net exposure to either of thosksigy allowing the entity, if certain criteria areet, to measure the fair value of the net asset or
liability position in a manner consistent with howarket participants would price the net risk positi(4) aligns the fair value measurement of
instruments classified within an entity’s sharekodequity with the guidance for liabilities; and (5)hances disclosure requirements for L

3 fair value measurements to disclose quantitatifeemation about unobservable inputs and assumgtised, to describe the valuation
processes used by the entity, and to qualitatistefcribe the sensitivity of fair value measuremémtshanges in unobservable inputs and the
interrelationships between those inputs. In addjtentities must report the level in the fair vahierarchy of items that are not measured at fair
value in the statement of condition but whosealue must be disclosed. The Company adopted thagions of ASU No. 2011-04 effective
January 1, 2012. The fair value measurement pangsdf ASU No. 2011-04 had no impact on the Comjzargnsolidated financial
statements. See Note 11 to the consolidated finbsizEitements for the enhanced disclosures regbyrédSU No. 2011-04.

-8-
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Unauditl)

(1.) BASIS OF PRESENTATION AND SUMMARY OF SIGNIFICA NT ACCOUNTING POLICIES (Continued)

In June 2011, the FASB issued ASU No. 2011-0Bré'sentation of Comprehensive Incomeétie provisions of ASU No. 2011-05 allow an
entity the option to present the total of comprediamincome, the components of net income, anddhgponents of other comprehensive
income either in a single continuous statemenbaffrehensive income or in two separate but consecstatements. In both options, an er

is required to present each component of net incalorgg with total net income, each component oépttomprehensive income along with a
total for other comprehensive income, and a tatedant for comprehensive income. Under either metkatities are required to present on the
face of the financial statements reclassificatidjustments for items that are reclassified fromeottomprehensive income to net income in the
statement(s) where the components of net incomehendomponents of other comprehensive incomerasepted. ASU No. 2011-05 also
eliminates the option to present the componentghadr comprehensive income as part of the stateafefitanges in shareholders’ equity but
does not change the items that must be reporteth@r comprehensive income or when an item of atberprehensive income must be
reclassified to net income. ASU No. 2011-05 waedcti¥e for the Company’s interim reporting pericefimning on or after January 1, 2012,
with retrospective application required. In Decem®@l1, the FASB issued ASU No. 2011-1Referral of the Effective Date for Amendments
to the Presentation of Reclassifications of Itenu$ @ Accumulated Other Comprehensive Income iméuiing Standards Update No. 2011-
05.” The provisions of ASU No. 2011-12 defer indefinjtéhe requirement for entities to present reclassibn adjustments out of
accumulated other comprehensive income by compondith the statement in which net income is presstand the statement in which ot
comprehensive income is presented. ASU No. 201 Wwhizh shares the same effective date as ASU Nbl-PB, does not defer the
requirement for entities to present componentooffrehensive income in either a single continudatesent of comprehensive income or in
two separate but consecutive statements. The Conguopted the provisions of ASU No. 2011-05 and A%tb) 2011-12 which resulted in a
new statement of comprehensive income beginnini tlé interim period ended March 31, 2012. The #dopf ASU No. 2011-05 and ASU
No. 201:-12 had no impact on the Company’s statementsoofie and financial condition.

In September 2011, the FASB issued ASU No. 2011F@8ting Goodwill for Impairment.”The provisions of ASU 2011-08 permit an entity
the option to first perform a qualitative assessmeetermine whether it is more likely than nwttthe fair value of a reporting unit is less
than its carrying amount. If an entity believesaaesult of its qualitative assessment, thatidse likely than not that the fair value of a
reporting unit is less than its carrying amoung, ¢fuantitative impairment test is required. Otheeyino further impairment testing is required.
ASU No. 2011-08 includes examples of events armipistances that may indicate that a reporting sifaft value is less than its carrying
amount. The provisions of ASU No. 2011-08 are effecfor annual and interim goodwill impairmentteperformed beginning in 2012. The
adoption of ASU No. 2011-08 did not have a maténgdact on the Company’s consolidated financiakesteents.

(2.) SUPPLEMENTAL CASH FLOW INFORMATION

Supplemental cash flow information addressing @exdash payments and noncash investing and fingragtivities was as follows (in
thousands):

Six months ended

June 30,
2012 2011
Cash payment:
Interest $ 5,40¢ $ 7,69¢
Income taxe: 3,30z 2,17:
Noncash investing and financing activiti
Real estate and other assets acquired in settleshirans $ 18¢ $ 10E
Accrued and declared unpaid dividel 2,28 2,00¢
Increase in net unsettled security transact 13,93¢ 96C
Accretion of preferred stock discot — 1,30t
Net transfer of loans to held for si — 13,57¢
Assets acquired and liabilities assumed in brawmcfuigition:
Loans and other non-cash assets, excluding goodmdlicore
deposit intangible ass 59,96¢ —

Deposits and other liabilitie 130,03: —
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Unauditl)

(3.) BRANCH ACQUISITIONS

On January 19, 2012, the Bank entered into an Asségt, Purchase and Assumption Agreement (the “HBE@ch Agreement”) and a
Purchase and Assumption Agreement (the “First N@&aanch Agreement”) (collectively, the “Agreem&htwith First Niagara Bank,
National Association“First Niagara”).

Under the terms of the First Niagara Branch Agragintbe Bank agreed to acquire, from First Niagrar, retail bank branches in Medina,
Brockport, Batavia and Waterloo, New York (the 4tiNiagara Branches”). Under the terms of the ages#, the Bank assumed all related
deposits and purchased the related branch premigksertain performing loans. The transaction veaspieted on June 22, 2012, with assets
acquired and deposits assumed being recordediagestienated fair values as follows:

Cash $ 63,577
Loans 58,24
Bank premises and equipme 1,504
Goodwill 5,06¢
Core deposit intangible as¢ 1,421
Other asset $ 217
Total assets acquire 130,03:
Deposits assume $129,53!
Other liabilities 497
Total liabilities assume $130,03:

The transaction to acquire the First Niagara Brasahas accounted for using the acquisition metfi@d@unting and accordingly, assets
acquired, liabilities assumed and consideratiorharged were recorded at their estimated fair valnehe acquisition date. Fair values are
preliminary and in certain cases are subject tioeefent for up to one year after the closing déth@ acquisition as additional information
relative to fair values become available.

The operating results of the acquired branchesidea in the Company’s consolidated statement afnmefor the six months ended June 30,
2012 reflect only amounts from the acquisition dzftdune 22, 2012 through June 30, 2012, the etltkadecond quarter. The operating results
of the acquired branches prior to the acquisitiate dvere not material for purposes of supplemetisalosure per the FASB guidance on
business combinations.

The Company acquired the loan portfolio at a falue discount of $321 thousand. The discount repitesexpected credit losses, net of market
interest rate adjustments. The discount on loacesivable will be amortized to interest income otver estimated remaining life of the acquired
loans using the level yield method. The core depotingible asset will be amortized on an accéderdasis over a period of approximately
nine years. The time deposit premium of $269 thodsaill be accreted over the estimated remainifegdf the related deposits as a reduction
of interest expense.

Preliminary goodwill of $5.1 million is calculated the purchase premium after adjusting for thevue of net assets acquired and repre:
the value expected from the synergies createdreddonomies of scale expected from combining pleeations of the acquired branches with
those of the Bank. All goodwill and core depostairgible assets arising from this acquisition igezted to be deductible for tax purposes on a
straight-line basis over a 15 year period.

The following table provides a reconciliation ofaglwill and other intangible assets, net:

Other
intangible
Goodwill assets, ne Total
Balance, December 31, 2011 $37,36¢ $ — $37,36¢
Addition: First Niagara Branche 5,06¢ 1,421 _ 6,48¢
Balance, June 30, 20: $42,437 $ 1,421 : $43,85¢

Under the terms and conditions set forth in the BEBanch Agreement, the Bank agreed to acquire) frast Niagara, four retail bank
branches currently owned by HSBC Bank USA, Natigkedociation (“HSBC”) in Elmira, Elmira Heights, Ifseheads and Albion, New York
(the “HSBC Branches”). First Niagara is assignitsgrights to the HSBC branches in connection wghacquisition of HSBC’s Upstate New
York banking franchise. Under the terms of the HI®&nch Agreement, the Bank will acquire (based/ay 2012 estimates, the most recent
figures available) approximately $17.4 million aahs and assume approximately $192.2 million irodiép at a deposit premium of 4.0%. The
Company has received the necessary regulatory egiprand is expected to close on the HSBC Branghisition on August 17, 2012.
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Unauditl)

(4.) EARNINGS PER COMMON SHARE (“EPS")

The following table presents a reconciliation of #arnings and shares used in calculating basidiaridd EPS (in thousands, except per share
amounts).

Three months ended Six months ended
June 30, June 30,
2012 2011 2012 2011
Net income available to common shareholc $ 6,28¢ $ 5,34¢ $12,11¢ $ 9,09/
Less: Earnings allocated to participating secu — 10 3 20
Net income available to common shareholders for $ 6,28¢ $ 5,33¢ $12,11: $ 9,07«
Weighted average common shares outstans
Total shares issue 14,16: 14,16: 14,16: 13,02}
Unvested restricted stock awal (123 a7y (125) (161
Treasury share (342 (360) (357) (377)
Total basic weighted average common shares ouista 13,69% 13,63! 13,68¢ 12,48¢
Incremental shares from assum
Exercise of stock optior 3 2 3 5
Vesting of restricted stock awar 50 60 53 54
Exercise of warrar — 14 — 45
Total diluted weighted average common shi
outstanding 13,75( 13,707 13,742 12,59:
Basic earnings per common sh $ 0.4¢€ $ 0.3¢ $ 0.8¢ $ 0.7¢
Diluted earnings per common shi $ 0.4¢€ $ 0.3¢ $ 0.8¢ $ 0.72
For each of the periods presented, average shagcsto the following
instruments were excluded from the computationilotel EPS because
the effect would be antidilutive
Stock options 307 36¢ 317 36(
Restricted stock awart 2 2 1 7
30¢ 37C 31¢€ 367
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Unauditl)

(5.) INVESTMENT SECURITIES

The amortized cost and fair value of investmentigges are summarized below (in thousands):

June 30, 201:
Securities available for sale
U.S. Government agencies and government sponsoterpeses
State and political subdivisiol
Mortgage-backed securitie:
Federal National Mortgage Associati
Federal Home Loan Mortgage Corporat
Government National Mortgage Associat
Collateralized mortgage obligatior
Federal National Mortgage Associati
Federal Home Loan Mortgage Corporat
Government National Mortgage Associat
Privately issuet
Total collateralized mortgage obligatic
Total mortgag-backed securitie
Asse-backed securitie
Total available for sale securiti

Securities held to maturity:
State and political subdivisiol

December 31, 201
Securities available for sale
U.S. Government agencies and government sponsoterpeses
State and political subdivisiol
Mortgage-backed securitie:
Federal National Mortgage Associati
Federal Home Loan Mortgage Corporat
Government National Mortgage Associat
Collateralized mortgage obligatior
Federal National Mortgage Associati
Federal Home Loan Mortgage Corporat
Government National Mortgage Associat
Privately issuet
Total collateralized mortgage obligatic
Total mortgag-backed securitie
Asse-backed securitie

Total available for sale securiti

Securities held to maturity:
State and political subdivisiol

Sales and calls of securities available for saleevas follows (in thousands):

Proceeds from sal¢
Gross realized gair
Gross realized losst
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Amortized Unrealized Unrealized Fair

Cost Gains

Losses Value

$9753 $330: $ 5  $100,82¢
170,71 4,527 32€ 174,91
121,62( 3,50z — 125,12:
58,55 1,49: — 60,04
64,84 3,907 — 68,75(
64,32 1,567 2 65,88t
74,88 1,92t — 76,81
88,42t 2,20¢ 4 90,62¢
132 88¢ — 1,021
227,76¢ 6,58¢ 6 234,34
472,78. 15,48’ 6 488,26
194 1,01z — 1,20¢

$741,22! $ 24,32¢ $

337 $765,21¢

$ 22,01¢ $ 61C $ — $ 22,62¢
$ 94,94° $ 2,77( $ 5 $ 97,715
119,09¢ 5,33¢ 11 124,42:
98,67¢ 2,94/ — 101,62¢
63,83¢ 1,013 — 64,85t
73,22¢ 3,37¢ — 76,60:
28,33¢ 581 7 28,91
22,31¢ 67E 1 22,99:
103,97¢ 2,65¢ 18 106,61:
327 1,762 — 2,08¢
154,95¢ 5,672 26 160,60t
390,70: 13,00¢ 26 403,68!
297 1,40(C — 1,69
$605,04! $22,51¢ $ 42 $627,51¢
$ 23,29; $ 667 $ — $ 23,96¢

Three months endec

Six months endec

June 30, June 30,
2012 2011 2012 2011
$1,31( $8,90( $1,67( $8,90(
1,237 4 1,56¢ 4
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Notes to Consolidated Financial Statements (Unauditl)
(5.) INVESTMENT SECURITIES (Continued)

The scheduled maturities of securities availablteséde and securities held to maturity at June28@2 are shown below (in thousands). Actual
expected maturities may differ from contractual umiéies because issuers may have the right toocgdtepay obligations.

Amortized Fair
Cost Value
Debt securities available for sale
Due in one year or le: $ 29,45: $ 29,85¢
Due from one to five yeal 70,37¢ 72,79¢
Due after five years through ten ye 258,02¢ 264,69:
Due after ten yeal 383,36 397,86¢

$741,22¢ $765,21¢

Debt securities held to maturity:

Due in one year or le: $ 16,53t $ 16,63¢
Due from one to five yeal 4,58: 4,88¢
Due after five years through ten ye 76E 93C
Due after ten yeal 138 17¢€

$ 22,01¢ $ 22,62¢

There were no unrealized losses in held to mataaturities at June 30, 2012 or December 31, A0dtfealized losses on investment secur
available for sale and the fair value of the relagecurities, aggregated by investment categoryaargth of time that individual securities have
been in a continuous unrealized loss position, wasrllows (in thousands):

Less than 12 months 12 months or longer Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses

June 30, 201:
U.S. Government agencies and government sponsotegpases $ — $ — $4,828 % 5 $482 $ 5
State and political subdivisiol 35,15} 32¢ — — 35,15} 32¢
Mortgage-backed securitie:

Collateralized mortgage obligatior

Federal National Mortgage Associati — — 1,49¢ 2 1,49¢ 2

Government National Mortgage Associat 4,03¢ 3 503 1 4,53¢ 4

Total collateralized mortgage obligatic 4,03t 3 2,00z 3 6,03’ 6

Total mortgag-backed securitie 4,03¢ 3 2,002 3 6,03’ 6

Total temporarily impaired securiti $39,19: $ 32¢ $6,8271 3 8  $46,01¢ $ 337

December 31, 201.

U.S. Government agencies and government sponsoterpeses  $ 2,177  $ 1 $524¢ $ 4 $742: % 5

State and political subdivisiol 452 2 64¢€ 9 1,09¢ 11
Mortgage-backed securities

Collateralized mortgage obligatior

Federal National Mortgage Associati — — 1,817 7 1,817 7

Federal Home Loan Mortgage Corporat — — 38¢ 1 38¢ 1

Government National Mortgage Associat 6,13¢ 18 — — 6,13¢ 18

Total collateralized mortgage obligatic 6,13¢ 18 2,20t 8 8,34 26

Total mortgag-backed securitie 6,13¢ 18 2,20t 8 8,34 26

Total temporarily impaired securitir $8761 $ 21  $8,097 $ 21  $16,86: $ 42
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(5.) INVESTMENT SECURITIES (Continued)

The total number of security positions in the inwent portfolio in an unrealized loss position atd 30, 2012 was 120 compared to 14 at
December 31, 2011. At June 30, 2012, the Compadyphbaitions in 8 investment securities with an amed cost of $6.8 million and an
unrealized loss of $8 thousand that have beercandnuous unrealized loss position for more thamibnths. There were a total of 112
securities positions in the Company’s investmentfplio, with an amortized cost of $39.5 millionda total unrealized loss of $329 thousand
at June 30, 2012, that have been in a continuotesalired loss position for less than 12 months. Oirealized loss on these investment
securities was predominantly caused by changesikehinterest rates, average life or credit smeadhsequent to purchase. The fair value of
most of the investment securities in the Compappisfolio fluctuates as market interest rates cleang

The Company reviews investment securities on amioggoasis for the presence of other-than-tempdmapairment (“OTTI”) with formal
reviews performed quarterly. When evaluating debusties for OTTIl, management considers many faciacluding: (1) the length of time
and the extent to which the fair value has beentlegn cost, (2) the financial condition and neamtprospects of the issuer, (3) whether the
market decline was affected by macroeconomic camdit and (4) whether the Company has the intenitigell the debt security or whether it
is more likely than not that it will be requiredgell the debt security before its anticipated vecp. The assessment of whether OTTI exists
involves a high degree of subjectivity and judgmeamd is based on the information available to manmamnt.

During the six months ended June 30, 2012, the @ospecognized an OTTI charge of $91 thousandeglat a privately issued whole loan
CMO that was determined to be impaired due to trpdility. No impairment was recorded during therabnths ended June 30, 2011.

Based on management’s review and evaluation oftmpany’s debt securities as of June 30, 2012J¢bhé securities with unrealized losses
were not considered to be OTTI. As of June 30, 2€i2 Company does not intend to sell any debtrigexsiwhich have an unrealized loss,
unlikely the Company will be required to sell theseurities before recovery and the Company expectcover the entire amortized cost of
these impaired securities. Accordingly, as of JB0e2012, management has concluded that unredtigeds on its investment securities are
temporary and no further impairment loss has bealized in the Company’s consolidated statemenirscoine.
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Unauditl)

(6.) LOANS
The Company’s loan portfolio consisted of the faliog as of the dates indicated (in thousands):

Net Deferrec

Loan (Fees)

Loans, Gross Costs Loans, Net
June 30, 201:
Commercial busines $ 245,51 $ (76) $ 245,43
Commercial mortgag 414,76t (78%) 413,98
Residential mortgag 142,63! 265 142,90(
Home equity 260,85! 4,05¢ 264,91:
Consumer indirec 507,59¢ 24,047 531,64!
Other consume 25,17: 10€ 25,27¢
Total $1,596,53! $ 27,61¢ 1,624,15.
Allowance for loan losse (24,120
Total loans, ne $1,600,03.
December 31, 201.
Commercial busines $ 233,72 $ 10¢ $ 233,83t
Commercial mortgag 394,03: (790 393,24«
Residential mortgag 113,86! 46 113,91:
Home equity 227,85! 3,91: 231,76¢
Consumer indirec 465,80° 21,90¢ 487,71
Other consume 24,13¢ 16¢€ 24,30¢
Total $1,459,42. $ 25,35: 1,484,77
Allowance for loan losse (23,260
Total loans, ne $1,461,51

Loans held for sale (not included above) were cigagrentirely of residential real estate mortgagestotaled $1.7 million and $2.4 million
of June 30, 2012 and December 31, 2011, respegtivel
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(6.) LOANS (Continued)

Past Due Loans Aging

The Company'’s recorded investment, by loan classyirent and nonaccrual loans, as well as an sisabdy accruing delinquent loans is set
forth as of the dates indicated (in thousands):

Greater Total Past
30-59 Day:s 60-89 Days  Than 9C Total
Past Due Past Due Days Due Nonaccrual Current Loans
June 30, 2017
Commercial busines $ 11C $ 20 $ — $ 13C $ 4,15 $ 241,230 $ 245,51
Commercial mortgag 94 — — 94 3,59¢ 411,07 414,76¢
Residential mortgag 19¢ — — 19¢ 1,91¢ 140,52: 142,63!
Home equity 367 37 — 404 973 259,47¢ 260,85!
Consumer indirec 63¢ 121 — 75¢ 69t 506,14 507,59¢
Other consume 92 5 4 101 — 25,07 25,17:
Total loans, gros $ 149« $ 18: $ 4 $168] $ 11,33« $1,583,52. $1,596,53!
December 31, 201,
Commercial busines $ 35 $ — $ — $ 35 $ 1,25¢ $ 232437 $ 233,72
Commercial mortgag 16& — — 16E 2,92¢ 390,94: 394,03¢
Residential mortgag 517 — — 517 1,64¢ 111,70 113,86!
Home equity 74¢ 68 — 817 682 226,35: 227,85:
Consumer indirec 984 92 — 1,07¢ 55¢ 464,17: 465,80°
Other consume 10€ 10 5 121 — 24,017 24,13¢
Total loans, gros $ 255¢ $ 17¢ $ 5 $2,731 $ 7,071 $1,449,62; $1,459,42

There were no loans past due greater than 90 dalystél accruing interest as of June 30, 2012Radember 31, 2011. There were $4
thousand and $5 thousand in consumer overdraftshwirtre past due greater than 90 days as of Jyrg932 and December 31, 2011,
respectively. Consumer overdrafts are overdrawmsiepccounts which have been reclassified as Ibahby their terms do not accrue
interest.

Troubled Debt Restructurings

A modification of a loan constitutes a troubled dedstructuring (“TDR"”) when a borrower is expeigéry financial difficulty and the
modification constitutes a concession. The Compdfers various types of concessions when modifyaams, however, forgiveness of
principal is rarely granted. Commercial loans miedifin a TDR may involve temporary interest-onlyipents, term extensions, reducing the
interest rate for the remaining term of the loaterding the maturity date at an interest rate tatvan the current market rate for new debt
with similar risk, requesting additional collateredleasing collateral for consideration, or substig or adding a new borrower or guarantor.

The following presents information related to loamadified in a TDR during the six month periodsigaded (dollars in thousands).

Quarter-to-Date Year-to-Date
Pre- Post- Pre- Post-
Modification Modification Modification Modification
Outstanding Outstanding Outstanding Outstanding
Number of Number of
Recorded Recorded Recorded Recorded
Contracts Investment Investment Contracts Investment Investment

June 30, 201:

Commercial busines — $ — $ — 2 $ 432 $ 432

Commercial mortgag 3 602 602 4 64¢ 64¢
Total 3 $ 60z $ 60z 6 $ 1,081 $ 1,081

June 30, 201!

Commercial busines 2 $ 67 $ 67 2 $ 67 $ 67

Commercial mortgag 1 28C 28C 1 28C 28C
Total 3 $ 347 $ 347 3 $ 347 $ 347
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(6.) LOANS (Continued)

All of the loans identified as TDRs by the Compavgre previously on nonaccrual status and repodechpaired loans prior to restructuring.
The modifications primarily related to extending #imortization periods of the loans. All loansmestured during the three and six months
ended June 30, 2012 are on nonaccrual statusJamef30, 2012. Nonaccrual loans that are restedttemain on nonaccrual status, but may
move to accrual status after they have performedrding to the restructured terms for a periodroét The TDR classification did not have a
material impact on the Company’s determinatiornefallowance for loan losses because the modii@adsl were impaired and evaluated for a
specific reserve both before and after restrucgurin

There were no loans modified as a TDR within thevjmus 12 months that defaulted during the thresixomonths ended June 30, 2012 or
2011. For purposes of this disclosure, a loan nexdidis a TDR is considered to have defaulted wihemdorrower becomes 90 days past due.

Impaired Loans

Management has determined that specific commdozak on nonaccrual status and all loans that hadeheir terms restructured in a troul
debt restructuring are impaired loans. The follgyiable presents the recorded investment, unpaidipal balance and related allowance of
impaired loans as of the dates indicated and aeaegprded investment and interest income recodrineémpaired loans for the year-to-date
periods ended as of the dates indicated (in thalgjan

Unpaid
Principal Average Interest
Recorded Related Recorded Income
Investment Balance Allowance Investment Recognize(
June 30, 2017
With no related allowance recorde
Commercial busines $ 782 $ 891 $ — $ 58¢ $ —
Commercial mortgag 1,61F 1,93: — 1,197 —
2,391 2,82¢ — 1,78¢ —
With an allowance recorde
Commercial busines 3,36¢ 3,36¢ 865 1,39¢ —
Commercial mortgag 1,98: 1,98: 691 1,954 —
5,35] 5,351 1,554 3,35 —

$ 7,74¢ $8,17¢ $ 1,554 $ 513¢ $ —

December 31, 201.
With no related allowance recorde

Commercial busines $ 34z $1,26¢ $ — $ 361 $ —
Commercial mortgag 60E 69€ — 583 —
947 1,96: — 944 —

With an allowance recorde
Commercial busines 917 917 43€ 1,03¢ —
Commercial mortgag 2,32: 2,32:% 644 2,17z —
3,24( 3,24( 1,08( 3,20t —

$ 4,187 $5,20: $ 1,08( $ 4,14¢ $ —
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(6.) LOANS (Continued)

Credit Quality Indicators

The Company categorizes loans into risk categdwd@sed on relevant information about the abilithofrowers to service their debt such as:
current financial information, historical paymemnperience, credit documentation, public informatiand current economic trends, among
other factors such as the fair value of collatefak Company analyzes commercial business and cociaheortgage loans individually by
classifying the loans as to credit risk. Risk rgsirare updated any time the situation warrants.ddmapany uses the following definitions for
risk ratings:

Special Mention: Loans classified as special mention have a poteméiakness that deserves management’s close atiefftleft
uncorrected, these potential weaknesses may iasidterioration of the repayment prospects foritlaa or of the Company'’s credit
position at some future date.

Substandard: Loans classified as substandard are inadequatetgqted by the current net worth and paying capadithe obligor or of
the collateral pledged, if any. Loans so classifiade a well-defined weakness or weaknesses thadidize the liquidation of the debt.
They are characterized by the distinct possibiligt the Company will sustain some loss if thealeficies are not corrected.

Doubtful: Loans classified as doubtful have all the weakresgeerent in those classified as Substandard, tvétadded characteristic
that the weaknesses make collection or liquidatidhll, on the basis of currently existing factenditions, and values, highly
guestionable and improbable.

Loans not meeting the criteria above that are aealyndividually as part of the process descrilmula are considered “Uncriticized” or
pass-rated loans and are included in groups of gemeous loans with similar risk and loss charasties.

The following table sets forth the Company’s comeieroan portfolio, categorized by internally agsed asset classification, as of the dates
indicated (in thousands):

Commercial Commercial
Business Mortgage
June 30, 201:
Uncriticized $228,35: $403,18:
Special mentiol 9,07t 4,18
Substandar 8,081 7,397
Doubtful — —
Total $245,51: $414,76¢
December 31, 201.
Uncriticized $221,47" $383,70(
Special mentiol 7,44¢ 2,38¢
Substandar: 4,80~ 7,94¢
Doubtful — —
Total $233,72 $394,03:

The Company utilizes payment status as a meamtenfifying and reporting problem and potential peot retail loans. The Company
considers nonaccrual loans and loans past duesgtban 90 days and still accruing interest to dmeerforming. The following table sets fo
the Company’s retail loan portfolio, categorizedgayment status, as of the dates indicated (instuwds):

Residential
Home Consumer Other
Mortgage Equity Indirect Consumel
June 30, 2017
Performing $140,71° $259,88. $506,90: $25,17:
Non-performing 1,91¢ 973 69t —
Total $142,63! $260,85! $507,59¢ $25,17:
December 31, 201,
Performing $112,22: $227,17: $465,24¢ $24,13¢
Non-performing 1,644 682 55€ —
Total $113,86! $227,85! $465,80° $24,13¢
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(6.) LOANS (Continued)

Allowance for Loan Losses

Loans and the related allowance for loan lossepragented below as of the dates indicated (insiuods):

Commercial Commercial Residential
Home Consumer Other
Business Mortgage Mortgage Equity Indirect Consumel Total

June 30, 201-
Loans:
Ending balanc $24551. $414,76¢ $142,63! $260,85¢ $507,59¢ $25,17: $1,596,53!
Evaluated for impairmen

Individually $ 415 $ 359% $§ — $ — $ — $ — $ 7,74t

Collectively $241,36: $411,16¢ $142,63' $260,85¢ $507,59¢ $25,17. $1,588,79
Allowance for loan losses
Ending balanci $ 436¢ $ 671 8 801 $ 1,16¢ $10,61¢ $ 46C $ 24,12
Evaluated for impairmen

Individually $ 8 $ 699 $§ — $ — $ — $ — $ 155

Collectively $ 3501 $ 6,022 % 801 $ 1,16¢ $10,61¢ $ 46C $ 22,56¢
June 30, 2011
Loans:
Ending balanc $217,29: $357,98¢ $120,76¢ $212,11° $412,33: $24,95! $1,345,45!
Evaluated for impairmen

Individually $ 712 $ 2,86 $ — $ — $ — $ — $ 3,57¢

Collectively $216,58: $355,12° $120,76¢ $212,11° $412,33. $24,95! $1,341,87!
Allowance for loan losses
Ending balanc $ 4011 $ 576 $ 957 $ 1,05 $ 831¢ $ 532 $ 20,63
Evaluated for impairmen

Individually $ 19¢ $ 48z $ — $ = $ G $ — $ 682

Collectively $ 381: $ 5280 $ 957 $ 1,05( $ 831¢ $ 532 $ 19,95(

The following table sets forth the changes in th@naance for loan losses for the three and six hgrariods ended June 30, 2012 (in

thousands):

Commercial Commercial Residentia Consumel
Home Other
Business Mortgage Mortgage Equity Indirect Consumel Total
Three months ended June 30, 201
Beginning balanc $ 438 $ 6,78 $ 82z $1,281 $999¢ $ 487 $23,76:
Charge-offs 144 227 127 93 1,407 90 2,08¢
Recoveriet 15E 61 28 11 74€ (15) 98¢
Provision (credit (33 91 78 (35) 1,28( 78 1,45¢
Ending balanc: $ 436/ $ 6,717 $ 801 $1,16¢ $1061¢ $ 46C $24,12(
Six months ended June 30, 201
Beginning balanc $ 403 $ 641t $ 858 $1,242 $10,18¢ $ 517 $23,26(
Charge-offs 19¢ 347 23% 97 2,80z 404 4,082
Recoveriet 232 76 98 20 1,47 19¢ 2,09¢
Provision (credit 29t 56€ 78 (1) 1,75¢ 14¢ 2,844
Ending balanci $ 436¢ $ 6,71 $ 801 $1,16¢ $10,61¢ $ 46C $24,12(
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(6.) LOANS (Continued)

The following table sets forth the changes in th@xance for loan losses for the three and six hgariods ended June 30, 2011 (in
thousands):

Commercial Commercial Residentia Consumel
Home Other
Business Mortgage Mortgage Equity Indirect Consumel Total
Three months ended June 30, 201
Beginning balanc $ 4021 $ 590¢ $ 101€¢ $103C $ 7614 $ 53C $20,11¢
Charge-offs 22t 34 10 15& 1,05t 26¢& 1,747
Recoveries 11C 23 3 7 652 13€ 93z
Provision (credit 10t (134) (52 16¢ 1,107 134 1,32¢
Ending balanci $ 4011 $ 576: $ 957 $105( $831¢ $ 532 $20,63:
Six months ended June 30, 201
Beginning balanc $ 371z $ 6431 $ 101t $ 97z $ 7,75« $ 584 $20,46¢
Chargeoffs 31t 37¢ 12 262 2,34f 47¢ 3,791
Recoveries 264 39 30 17 1,20¢ 264 1,81¢
Provision (credit 35C (329 (74) 323 1,70¢ 162 2,13¢
Ending balanci $ 4011 $ 576: $ 957 $105( $831¢ $ 532 $20,63:

Risk Characteristics

Commercial business loans primarily consist of fofmsmall to mid-sized businesses in our marles ar a diverse range of industries. These
loans are of higher risk and typically are madehmnbasis of the borrower’s ability to make repagtrfeom the cash flow of the borrower’s
business. Further, the collateral securing thedaaay depreciate over time, may be difficult torage and may fluctuate in value. The credit
risk related to commercial loans is largely infloed by general economic conditions and the resgpitinpact on a borrower’s operations or on
the value of underlying collateral, if any.

Commercial mortgage loans generally have largaarzas and involve a greater degree of risk thadeesal mortgage loans, inferring higher
potential losses on an individual customer basisinirepayment is often dependent on the succegsfuation and management of the
properties, as well as on the collateral secutiegldan. Economic events or conditions in the es#te market could have an adverse impz
the cash flows generated by properties securin@tmepany’s commercial real estate loans and onahe of such properties.

Residential mortgage loans and home equities (cisegpof home equity loans and home equity lines)g@nerally made on the basis of the
borrower’s ability to make repayment from his or Bemployment and other income, but are secure@élyproperty whose value tends to be
more easily ascertainable. Credit risk for theges$yof loans is generally influenced by generahendc conditions, the characteristics of
individual borrowers, and the nature of the loatateral.

Consumer indirect and other consumer loans mayl gméater credit risk than residential mortgagen®s and home equities, as indirect
consumer loans are typically secured by depreciaddets, such as automobiles, and other consuares éwe typically unsecured. In such
cases, any repossessed collateral for a defauwtezimer loan may not provide an adequate soun@pafment of the outstanding loan
balance. In addition, consumer loan collectionste@endent on the borrowsrtontinuing financial stability, thus are moreelikto be affecte:
by adverse personal circumstances such as jobillogss or personal bankruptcy. Furthermore, th@ieation of various federal and state
laws, including bankruptcy and insolvency laws, riimjt the amount which can be recovered on suenso
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(7.) SHAREHOLDERS' EQUITY
Common Stock
The changes in shares of common stock were asvi®lior six month periods indicated:

Outstanding Treasury Issued

June 30, 201:

Shares outstanding at December 31, Z 13,803,11 358,48: 14,161,59
Restricted stock awards isstL 57,54 (57,54)) —
Restricted stock awards forfeit (25,079 25,07¢ —
Stock options exercise 1,65( (1,650 —
Treasury stock purchas (31,519 31,51¢ —
Director¢ retainer 5,81¢ (5,816 —

Shares outstanding at June 30, 2 13,811,53 350,06° 14,161,59

June 30, 2011

Shares outstanding at December 31, Z 10,937,50 410,61¢ 11,348,12
Shares issued in common stock offer 2,813,47! — 2,813,47!
Restricted stock awards issL 53,07( (53,070 —
Stock options exercise 6,35 (6,357) —
Treasury stock purchas (10,467 10,467 —
Director¢ retainer 5,88¢ (5,88¢9) —

Shares outstanding at June 30, 2 13,805,83 355,76 14,161,59

(8.) SHARE-BASED COMPENSATION PLANS

The Company maintains certain stock-based compensaltins that were approved by the Compamsyiareholders and are administered b
Board, or the Management Development and Compems@bmmittee of the Board. The share-based compengaans were established to
allow for the granting of compensation awards toaat, motivate and retain employees, executiveai$ and non-employee directors who
contribute to the success and profitability of @@mpany and to give such persons a proprietaryeistén the Company, thereby enhancing
their personal interest in the Company’s success.

The Company awarded grants of 49,441 restricterksha certain members of management during theeiths ended June 30, 2012. The
weighted average market price of the restrictedeshan the date of grant was $17.42. Either aserequirement or both service and
performance requirements must be satisfied befar@articipant becomes vested in the shares. Wapgieable, the performance period for
the awards is the Company'’s fiscal year ending Bées 31, 2012. During the six months ended Jun@@12, the Company granted 8,100
restricted shares of common stock to directorsylo€h 4,050 shares vested immediately and 4,05sheill vest after completion of a one-
year service requirement. The market price of #stricted stock on the date of grant was $16.74.r€htricted stock awards grantec
management and directors in 2012 do not have righdssidends or dividend equivalents.

The following is a summary of restricted stock asvactivity for the six months ended June 30, 2012:

Weighted

Average

Market

Number of Price at
Shares Grant Date
Outstanding at beginning of ye 166,65 $ 14.3¢
Granted 57,541 17.3:2
Vested (89,909 12.52
Forfeited (25,079 16.4:
Outstanding at end of peric 109,21 $ 16.9¢
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(8.) SHARE-BASED COMPENSATION PLANS (Continued)

The Company amortizes the expense related togtstrstock awards over the vesting period. Shaseecbaompensation expense is included in
the consolidated statements of income under salarid employee benefits for awards granted to neameagt and in other noninterest expense
for awards granted to directors. The share-basegbensation expense included in the consolidateenstnts of income is as follows (in
thousands):

Three months endec Six months endec
June 30, June 30,
2012 2011 2012 2011
Stock options
Management Stock Incentive Pl $ 4 $ 14 $ 8 $ 28
Director Stock Incentive Ple — 4 — 14
Total stock option: 4 18 8 42
Restricted stock award
Management Stock Incentive Pl 89 258 212 44&
Director Stock Incentive Ple 83 74 98 89
Total restricted stock awart 172 327 31C 534
Total shar-based compensatic $ 17€ $ 34t $ 31€  $ 57¢

(9.) EMPLOYEE BENEFIT PLANS
Defined Benefit Pension Plan

The Company participates in The New York State BasiIRetirement System (the “System”), a definedebepension plan covering
substantially all of its employees, subject tolthstations related to the plan closure effectived@mber 31, 2006. The benefits are based on
years of service and the emplo’s highest average compensation during five cortsezyears of employment. The defined benefit ples
closed to new participants effective December 8062 Only employees hired on or before DecembeRB@6 and who met participation
requirements on or before January 1, 2008 arenidigd receive benefits.

The components of the Company'’s net periodic bergfiense for its pension plan were as followghausands):

Three months ended Six months ended
June 30, June 30,

2012 2011 2012 2011
Service cos $ 50¢ $ 43¢ $ 1,01¢ $ 87¢
Interest cost on projected benefit obligat 50t 50¢€ 1,00¢ 1,01z
Expected return on plan ass (803 (663) (1,606 (2,326
Amortization of unrecognized prior service ¢ 5 5 10 9
Amortization of unrecognized lo: 342 152 68E 304
Net periodic pension co $ 55¢ $ 43¢ $1,11¢€ $ 87¢

The Company'’s funding policy is to contribute, aheamimum, an actuarially determined amount that satisfy the minimum funding
requirements determined under the appropriatessectf the Internal Revenue Code. The Companyfigatithe minimum required
contribution to its pension plan of $1.7 milliorr filne 2012 fiscal year by contributing $10.0 mitliprior to December 31, 2011.
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(10.) COMMITMENTS AND CONTINGENCIES

The Company has financial instruments with off-basheet risk established in the normal courdrisihess to meet the financing needs of
its customers. These financial instruments inclem@mitments to extend credit and standby lettexg@dit. These instruments involve, to
varying degrees, elements of credit and interestrisk extending beyond amounts recognized irfitfancial statements.

The Company’s exposure to credit loss in the esénbnperformance by the other party to the finahicistrument for commitments to extend
credit and standby letters of credit is essentidlgysame as that involved with extending loarsusiomers. The Company uses the same credi
underwriting policies in making commitments and ditional obligations as for on-balance sheet imagnts.

Off-balance sheet commitments consist of the falhgw(in thousands):

December 31
June 30,
2012 2011
Commitments to extend credit $380,45! $ 374,26¢
Standby letters of crec 10,45¢ 8,85t

Commitments to extend credit are agreements totleadcustomer as long as there is no violatioanyf condition established in the contract.
Commitments generally have fixed expiration datestber termination clauses and may require paymkatfee. Commitments may expire
without being drawn upon; therefore, the total cdtnmant amounts do not necessarily represent fudasé requirements. Each customer’s
creditworthiness is evaluated on a case-by-cade.3d®e amount of collateral obtained, if any, &é&d on management’s credit evaluation of
the borrower. Standby letters of credit are condai lending commitments issued by the Companysrantee the performance of a customer
to a third party. These standby letters of creditgimarily issued to support private borrowingpagements. The credit risk involved in
issuing standby letters of credit is essentiallyshme as that involved in extending loan facdliteecustomers.

The Company also extends rate lock agreementsrtowers related to the origination of residentiartgage loans. To mitigate the interest
rate risk inherent in these rate lock agreementvthe Company intends to sell the related loace aniginated, as well as closed residential
mortgage loans held for sale, the Company entéssamwvard commitments to sell individual residahtnortgages. Rate lock agreements and
forward commitments are considered derivativesardecorded at fair value. The notional valueoofvrd sales commitments totaled $2.4
million and $2.9 million at June 30, 2012 and Deben8B1, 2011, respectively.

(11.) FAIR VALUE MEASUREMENTS
Determination of Fair Value — Assets Measured at HaValue on a Recurring and Nonrecurring Basis
Valuation Hierarchy

The fair value of an asset or liability is the jribat would be received to sell that asset or fuatchnsfer that liability in an orderly transaxti
occurring in the principal market (or most advaetags market in the absence of a principal market}dich asset or liability. ASC Topic 820,
“Fair Value Measurements and Disclosurestablishes a fair value hierarchy for valuatiqouiis that gives the highest priority to quoted ¢x
in active markets for identical assets or liakgktiand the lowest priority to unobservable inplitere have been no changes in the valuation
techniques used during the current period. Thevilire hierarchy is as follows:

* Level 1— Unadjusted quoted prices in active markets fenittal assets or liabilities that the reportingtgrhas the ability to
access at the measurement d

» Level 2— Inputs other than quoted prices included in Leviidt are observable for the asset or liabilitthesi directly ot
indirectly. These might include quoted prices fionikar assets or liabilities in active markets, tpprices for identical or similar
assets or liabilities in markets that are not &gtimputs other than quoted prices that are obbtrfar the asset or liability (such as
interest rates, volatilities, prepayment speedsitrisks, etc.) or inputs that are derived pypadly from or corroborated by market
data by correlation or other mea

* Level 3— Unobservable inputs for determining the fair valokassets or liabilities that reflect an er's own assumptions abc
the assumptions that market participants wouldmugeicing the assets or liabilitie

Transfers between levels of the fair value hieraate recorded as of the end of the reporting gderio
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(11.) FAIR VALUE MEASUREMENTS (Continued)

In general, fair value is based upon quoted makees, where available. If such quoted marketgzriare not available, fair value is based
upon internally developed models that primarily, seinputs, observable market-based parameteksatiéan adjustments may be made to
ensure that financial instruments are recordediavélue. These adjustments may include amounisfiect counterparty credit quality and the
company'’s creditworthiness, among other thingsyelfas unobservable parameters. Any such valuatitmstments are applied consistently
over time. The Company’s valuation methodologiey praduce a fair value calculation that may notrigicative of net realizable value or
reflective of future fair values. While managemkealieves the Company’s valuation methodologiesappropriate and consistent with other
market participants, the use of different method@s or assumptions to determine the fair valueeotfain financial instruments could result in
a different estimate of fair value at the reportitede. Furthermore, the reported fair value amoliat® not been comprehensively revalued
since the presentation dates, and therefore, @sinofifair value after the balance sheet date difésr significantly from the amounts
presented herein. A more detailed description efvifluation methodologies used for assets anditiabimeasured at fair value, as well as the
general classification of such instruments purstathe valuation hierarchy, is set forth below.

Securities available for saleSecurities classified as available for sale arenteg at fair value utilizing Level 2 inputs. Fbiese
securities, the Company obtains fair value measenésrfrom an independent pricing service. Thevialue measurements consider
observable data that may include dealer quotekehapreads, cash flows, the U.S. Treasury yietde;dive trading levels, trade
execution data, market consensus prepayment spgedg,information and the bond’s terms and caodg, among other things.

Loans held for sale:The fair value of loans held for sale is determinsihg quoted secondary market prices and investmmitments.
Loans held for sale are classified as Level 2 @f#tir value hierarchy.

Collateral dependent impaired loans:Fair value of impaired loans with specific allocais of the allowance for loan losses is measured
based on the value of the collateral securing theeses and is classified as Level 3 in the faiuedhierarchy. Collateral may be real es
and/or business assets including equipment, inveiatad/or accounts receivable and collateral vauketermined based on appraisals
performed by qualified licensed appraisers hiredheyCompany. These appraisals may utilize a sivajlgation approach or a
combination of approaches including comparablessatel the income approach. Appraised and repodieegs may be discounted based
on management’s historical knowledge, changes ik@ea@onditions from the time of valuation, andis@nagement’s expertise and
knowledge of the client and the client’s busin&sch discounts are typically significant and resuli Level 3 classification of the inputs
for determining fair value. Impaired loans are esveéd and evaluated on at least a quarterly basadftitional impairment and adjusted
accordingly, based on the same factors identifizxia.

Mortgage servicing rights: Mortgage servicing rights do not trade in an actharket with readily observable market data. Assaiit,

the Company estimates the fair value of mortgagéaeg rights by using a discounted cash flow mddecalculate the present value of
estimated future net servicing income. The assumgptused in the discounted cash flow model arethitat we believe market
participants would use in estimating future nevigémng income, including estimates of loan prepagtrates, servicing costs, ancillary
income, impound account balances, and discourg.ratee significant unobservable inputs used irféivevalue measurement of the
Company’s mortgage servicing rights are the congtegpayment rates and weighted average discotmtSgynificant increases
(decreases) in any of those inputs in isolatioricceesult in a significantly lower (higher) fair ke measurement. Although the constant
prepayment rate and the discount rate are nottljireterrelated, they will generally move in optesdirections. Mortgage servicing
rights are classified as Level 3 measurementsaltieetuse of significant unobservable inputs, a$agesignificant management
judgment and estimation.

Other real estate owned (Foreclosed asset®jonrecurring adjustments to certain commercial i@sitiential real estate properties
classified as other real estate owned are measiitbe lower of carrying amount or fair value, lessts to sell. Fair values are generally
based on third party appraisals of the propersylting in a Level 3 classification. The appraisais sometimes further discounted based
on management’s historical knowledge, changes ik@a@onditions from the time of valuation, andis@nagement’s expertise and
knowledge of the client and client’s business. Sdisbounts are typically significant and resultihevel 3 classification of the inputs for
determining fair value. In cases where the carrgngpunt exceeds the fair value, less costs toaelmpairment loss is recognized.
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(11.) FAIR VALUE MEASUREMENTS (Continued)

Assets Measured at Fair Value

The following table presents for each of the faitese hierarchy levels the Company’s assets thanagesured at fair value on a recurring and
non-recurring basis as of the dates indicatech@migands).

Quoted Prices ir

Significant
Active Markets Other Significant
for Identical Observable Unobservable
Assets or
Liabilities Inputs Inputs
(Level 1) (Level 2) (Level 3) Total
June 30, 2017
Measured on a recurring basis:
Securities available for sal
U.S. Government agencies and government spon
enterprise: $ — $100,82¢ $ — $100,82¢
State and political subdivisiol — 174,91¢ — 174,91¢
Mortgage-backed securitie — 488,26 — 488,26
Asse-backed securitie:
Trust preferred securitie — 1,14¢ — 1,14t
Other — 61 — 61
$ — $765,21¢ $ — $765,21¢
Measured on a nonrecurring basis
Loans:
Loans held for sal $ = $ 1,722 $ = $ 1,722
Collateral dependent impaired log — — 3,791 3,791
Other asset:
Mortgage servicing right — — 1,97¢ 1,97¢
Other real estate ownt — — 27C 27C
$ — $ 1,72% $  6,04¢ $ 7,76¢
December 31, 201
Measured on a recurring basis:
Securities available for sal
U.S. Government agencies and government spon
enterprise: $ — $ 97,71 $ — $ 97,71
State and political subdivisiol — 124,42: — 124,42:
Mortgage-backed securitie — 403,68! — 403,68!
Asse-backed securitie:
Trust preferred securitie — — 1,63¢ 1,63¢
Other — 61 — 61
$ — $625,88: $ 163¢ $627,51¢
Measured on a nonrecurring basis
Loans:
Loans held for sal $ — $ 2,41( $ — $ 2,41C
Collateral dependent impaired loe — — 2,16( 2,16(
Other asset:
Mortgage servicing right — — 1,97: 1,97:
Other real estate ownt — — 47F 47¢
$ — $ 2,41C $ 4,60¢ $ 7,01¢

There were no transfers between level 1 and Zhfothiree and six months ended June 30, 2012. Tiexe=no liabilities measured at fair value
on a recurring or nonrecurring basis during theetor six month periods ended June 30, 2012 antl. 201
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(11.) FAIR VALUE MEASUREMENTS (Continued)

The following table presents additional quantitatinformation about assets measured at fair vatue recurring and nonrecurring basis for
which the Company has utilized Level 3 inputs ttedmine fair value (dollars in thousands).

Assel

Fair
Value Valuation Technique

Unobservable Input

Unobservable Input
Value or Range

Collateral dependent impaired loi $3,797 Appraisal of collatera®

Appraisal adjustmeni?

7% — 100% discoun

Discounted cash floy Discount rate 5.1%®
Risk premium rat: 8.5%0)
Mortgage servicing right 1,97¢ Discounted cash flo\ Discount rate 4.1%®)
Constant prepayment re 23.5%0
Other real estate ownu 27C Appraisal of collatera® Appraisal adjustmeni@ 25%—51% discoun
(1) Fairvalue is generally determined through petelent appraisals of the underlying collateraictvigenerally include various Level 3

inputs which are not identifiabl
(2) Appraisals may be adjusted by management for quigkt factors such as economic conditions and es#idnliquidation expense
(3) Weighted average

Changes in Level 3 Fair Value Measurements

There were no assets measured at fair value otuerireg basis using significant unobservable ingleel 3) as of or during the three months
ended June 30, 2012. The Company transferred Hikdadssets classified as Level 3 assets at Deec3hb2011 to Level 2 during the three
months ended March 31, 2012. The transfers of 1 illion of pooled trust preferred securitied ofiLevel 3 was primarily the result of
using observable pricing information or a thirdtggoricing quote that appropriately reflects thi femlue of those securities, without the need
for adjustment based on our own assumptions reygttie characteristics of a specific security erdhrrent liquidity in the market.

The reconciliation for all assets measured atMaline on a recurring basis using significant unolege inputs (Level 3) is as follows for the
periods indicated (in thousands):

Six months endec

June 30,
2012 2011
Securities available for sale, beginning of period $1,63¢ $ 572
Sales (360) —
Principal paydowns and oth — 197
Total gains (losses) realized/unrealiz
Included in earning 331 —
Included in other comprehensive inco (102) 6,194
Transfers from Level 3 to Level (1,505 —
Securities available for sale, end of per $ — $6,96:

-26-



Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Unauditl)

(11.) FAIR VALUE MEASUREMENTS (Continued)

Disclosures about Fair Value of Financial Instrumets
The assumptions used below are expected to appatxithose that market participants would use inimglthese financial instruments.

Fair value estimates are made at a specific poititrie, based on available market information amigjjnents about the financial instrument,
including estimates of timing, amount of expectetife cash flows and the credit standing of thedssSuch estimates do not consider the tax
impact of the realization of unrealized gains @sks. In some cases, the fair value estimates tharsmbstantiated by comparison to
independent markets. In addition, the disclosedvidiue may not be realized in the immediate settiet of the financial instrument. Care
should be exercised in deriving conclusions aboutaisiness, its value or financial position basedhe fair value information of financial
instruments presented below.

Securities held to maturity: The fair value of the Company’s investment seasitield to maturity is primarily measured using
information from a third-party pricing service. Tfar value measurements consider observable Hatartay include dealer quotes,
market spreads, cash flows, the U.S. Treasury yiafde, live trading levels, trade execution datarket consensus prepayment speeds,
credit information and the bond’s terms and cond#i among other things.

Loans: The fair value of the Company’s loans was estimatediscounting the expected future cash flowsgifire current interest rates
at which similar loans would be made for the saemeaining maturities. Loans were first segregatetypg such as commercial,
residential mortgage, and consumer, and were tmner segmented into fixed and variable rate aad Quality categories. Expected
future cash flows were projected based on contahctash flows, adjusted for estimated prepayments.

Time deposits: The fair value of time deposits was estimated uaidiscounted cash flow approach that applies fireganarket interes
rates for similar maturity instruments. The faitues of the Company’s time deposit liabilities dui take into consideration the value of
the Company’s long-term relationships with depasitavhich may have significant value.

The following presents (in thousands) the carngntpunt, estimated fair value, and placement irfalievalue hierarchy of the Company’s
financial instruments as of the dates indicateds Tdble excludes financial instruments whosevalue was determined utilizing Level 1 inp
and for which the carrying amount approximates¥aiue. Financial assets for which the fair valppraximates carrying value include cash
and cash equivalents and accrued interest receiviaislancial liabilities for which the fair valuparoximates carrying value include non-
maturity deposits, short-term borrowings and aatiinérest payable.

Estimated Fair Value Measurements
Carrying Fair Level 1 Level 2 Level 3
Amount Value Inputs Inputs Inputs
June 30, 2017
Financial asset:
Securities held to maturi $ 22,01¢ $ 22,62¢ $— $ 22,62¢ $ —
Loans® 1,600,03: 1,632,32. — 1,628,52: 3,797
FHLB and FRB stocl 12,89 12,89 — 12,89; —
Financial liabilities:
Time depositt 708,44: 712,26¢ — 712,26¢ —
December 31, 201.
Financial asset:
Securities held to maturit $ 23,297 $ 23,96 $— $ 23,96/ $ —
Loans® 1,461,511 1,493,15! — 1,490,99! 2,16(
FHLB and FRB stocl 10,67 10,67¢ — 10,67+ —
Financial liabilities:
Time deposit: 700,67t 702,72( — 702,72( —

(1) Comprised of loans (including collateral dependegaired loans), net of deferred loan costs andtlesvance for loan losse
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ITEM 2. Managemen’s Discussion and Analysis of Financial Condition ahResults of Operations

This Quarterly Report on Form 10-Q should be readanjunction with the more detailed and comprehendisclosures included in our
Annual Report on Form -K for the year ended December 31, 2011. In addjtpease read this section in conjunction with Gansolidated
Financial Statements and Notes to Consolidated idied Statements contained here

FORWARD LOOKING INFORMATION

Statements and financial analysis contained indb@ment that are not historical facts are forwaoking statements made pursuant to the
safe harbor provisions of the Private Securitigggation Reform Act of 1995 (the “Act”). In additip certain statements may be contained in
our future filings with SEC, in press releases, emoral and written statements made by or withapproval that are not statements of
historical fact and constitute forward looking staent within the meaning of the Act. Forward loakgtatements describe our future plans,
strategies and expectations and are based onrcassiimptions. Words such as “may,” “could,” “shigutwould,” “believe,” “anticipate,”
“estimate,” “expect,” “intend,” “plan,” “target,” projects,” and other similar expressions are inéehih identify forward looking statements but
are not the exclusive means of identifying suctestants.

We caution readers not to place undue reliancengricaward looking statements, which speak onlpfthe date made, and advise readers
various factors, including those identified under heading “Risk Factors” in Item 1A of Part | afrdAnnual Report on Form 1K-for the yeal
ended December 31, 2011, could affect our finanmalormance and could cause our actual resuttg@rmstances for future periods to differ
materially from those anticipated or projected.

Except as required by law, we do not undertake spedifically disclaim any obligation to publiclglease any revisions to any forward look
statements to reflect the occurrence of anticipataghanticipated events or circumstances afted#te of such statements.

GENERAL

Financial Institutions, Inc. is a financial holdingmpany headquartered in New York State that ges/banking and nonbanking financial
services to individuals and businesses primarilginWestern and Central New York footprint. We éalso expanded our indirect lending
network to include relationships with franchisedosmobile dealers in the Capital District of New ¥@nd Northern Pennsylvania. Through
our wholly-owned banking subsidiary, Five Star Bank provide a wide range of services, includingibess and consumer loan and
depository services, as well as other traditiormalking services. Through our nonbanking subsidigme Star Investment Services, we pro\
brokerage and investment advisory services to sapght our banking business. References to “the @ogipnean the consolidated reporting
entities and references to “the Bank” mean Five Bak.

Our primary sources of revenue, are net interesinre (predominantly from interest earned on oundcand securities, net of interest paid on
deposits and other funding sources), and nonirtteresme, particularly fees and other revenue fforancial services provided to customer:
ancillary services tied to loans and deposits. B2&s volumes and pricing drive revenue potential,tand to be influenced by overall
economic factors, including market interest rabesiness spending, consumer confidence, economyetigrand competitive conditions within
the marketplace. We are not able to predict manietest rate fluctuations with certainty and osset/liability management strategy may not
prevent interest rate changes from having a mataligerse effect on our results of operations amahtial condition.

Our business strategy has been to maintain a coftyrhank philosophy, which consists of focusingand understanding the individualized
banking needs of the businesses, professionalstaedresidents of the local communities surrougdiar banking centers. We believe this
focus allows us to be more responsive to our custenmeeds and provide a high level of personalisethat differentiates us from larger
competitors, resulting in long-standing and broaddal banking relationships. Our core customerprarerily comprised of households, small-
to medium-sized businesses, professionals and caityrarganizations who prefer to build a bankintatenship with a community bank that
offers and combines high quality, competitivelyegd banking products and services with personabeedce. Because of our identity and
origin as a locally operated bank, we believe thatlevel of personal service provides a competidvantage over larger banks, which ter
consolidate decision-making authority outside lazahmunities.

A key aspect of our current business strategy fegter a community-oriented culture where our aonrs and employees establish long-
standing and mutually beneficial relationships. Mééeve that we are well-positioned to be a stromgpetitor within our market area because
of our focus on community banking needs and cust@®evice, our comprehensive suite of deposit aad products typically found at larger
banks, our highly experienced management team ansti@tegically located banking centers. A cergeat of our strategy is generating core
deposits to support growth of a diversified anchkigiality loan portfolio.
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RECENT DEVELOPMENTS
New Proposed Capital Rules

On June 7, 2012, the Federal Reserve approved ggdpales that would substantially amend the regnjaisk-based capital rules applicable
to the Company and the Bank. The FDIC subsequapftyoved these proposed rules on June 12, 2012%rdpesed rules implement the
“Basel llI” regulatory capital reforms and changequired by the Dodd-Frank Act. “Basel 111" refamstwo consultative documents released by
the Basel Committee on Banking Supervision in Ddzam2009, the rules text released in December 281id]oss absorbency rules issued in
January 2011, which include significant changdsaiok capital, leverage and liquidity requiremeffitse proposed rules are subject to a
comment period running through September 7, 2012.

The proposed rules include new risk-based capildll@verage ratios, which would be phased in fr@d3o 2019, and would refine the
definition of what constitutes “capital” for purpessof calculating those ratios. The proposed nemimmim capital level requirements
applicable to the Company and the Bank under tbpgwals would be: (i) a new common equity Tier fitehratio of 4.5%; (ii) a Tier 1 capit
ratio of 6% (increased from 4%); (iii) a total cegpiratio of 8% (unchanged from current rules); &myla Tier 1 leverage ratio of 4% for all
institutions. The proposed rules would also essaldi “capital conservation buffer” of 2.5% abowve tlew regulatory minimum capital
requirements, which must consist entirely of comraquity Tier 1 capital and would result in the éoling minimum ratios: (i) a common
equity Tier 1 capital ratio of 7.0%, (ii) a Tiercapital ratio of 8.5%, and (iii) a total capitaticaof 10.5%. The new capital conservation buffer
requirement would be phased in beginning in JanR@f6 at 0.625% of risk-weighted assets and waudtease by that amount each year until
fully implemented in January 2019. An institutioowid be subject to limitations on paying dividenelsgaging in share repurchases, and
paying discretionary bonuses if its capital lexalsf below the buffer amount. These limitations Wdoestablish a maximum percentage of
eligible retained income that could be utilized $ach actions.

Basel Il provided discretion for regulators to ioge an additional buffer, the “countercyclical leuff of up to 2.5% of common equity Tier 1
capital to take into account the macro-financialiemment and periods of excessive credit growtbwielver, the proposed rules permit the
countercyclical buffer to be applied only to “adead approach banks” (i.e. , banks with $250 billio more in total assets or $10 billion or
more in total foreign exposures), which currenttglades the Company and the Bank. The proposed ald® implement revisions and
clarifications consistent with Basel 11l regardithge various components of Tier 1 capital, includbegnmon equity, unrealized gains and los
as well as certain instruments that will no longealify as Tier 1 capital, some of which would beped out over time.

The federal bank regulatory agencies also propomésions to the prompt corrective action framewavhkich is designed to place restrictions
on insured depository institutions, including thenR, if their capital levels begin to show signsvefakness. These revisions would take effect
January 1, 2015. Under the prompt corrective actopirements, which are designed to complementapéal conservation buffer, insured
depository institutions would be required to méet following increased capital level requirementsiider to qualify as “well capitalized:i) @
new common equity Tier 1 capital ratio of 6.5%j) &iTier 1 capital ratio of 8% (increased from 6%i)) a total capital ratio of 10%
(unchanged from current rules); and (iv) a Tieevdekage ratio of 5% (increased from 4%).

The proposed rules set forth certain changes toc#iculation of risk-weighted assets, which we Mde required to utilize beginning
January 1, 2015. The standardized approach propakedtilizes an increased number of credit risgasure categories and risk weights, and
also addresses: (i) a proposed alternative starsdameditworthiness consistent with Section 939Ahe Dodd-Frank Act; (ii) revisions to
recognition of credit risk mitigation; (iii) rulder risk weighting of equity exposures and past haas; (iv) revised capital treatment for
derivatives and repo-style transactions; and (sgldsure requirements for top-tier banking orgarora with $50 billion or more in total assets
that are not subject to the “advance approach’rthes apply to banks with greater than $250 billio consolidated assets.

Based on our current capital composition and lewedsbelieve that we would be in compliance with tequirements as set forth in the
proposed rules if they were in effect at June 80,22
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Branch Acquisitions

On January 19, 2012, the Bank entered into an Assigt, Purchase and Assumption Agreement (the “HBEXAch Agreement”) and a
Purchase and Assumption Agreement (the “First N@&aanch Agreement”) (collectively, the “Agreem&htwith First Niagara Bank,
National Association“First Niagara”).

Under the terms of the First Niagara Branch Agragintbe Bank agreed to acquire, from First Niagarar, retail bank branches in Medina,
Brockport, Batavia and Waterloo, New York (the 4iNiagara Branches”). Under the terms of the agesd, the Bank assumed all related
deposits and purchased the related branch premnigksertain performing loans. The transaction vesspeted on June 22, 2012, with loans
acquired and deposits assumed being recordediaettienated fair values as follows:

Loans acquired:

Commercial busines $ 3,26(
Commercial mortgag 71C
Residential mortgag 32,13¢
Home equity 20,39(
Other consume $ 1,74¢
Total loans acquired, at fair val 58,24t
Deposits assumed
Noninteres-bearing deman $ 20,157
Interes-bearing deman 13,40¢
Savings and money mark 64,96
Time deposits < $100,0( 23,91¢
Time deposits of $100,000 or m¢ 7,092
Total deposits acquired, at fair val $129,53!

Under the terms and conditions set forth in the BEBanch Agreement, the Bank agreed to acquire) ffost Niagara, four retail bank
branches currently owned by HSBC Bank USA, Natidgkedociation (“HSBC”) in Elmira, Elmira Heights, iHgeheads and Albion, New York
(the “HSBC Branches”). First Niagara is assignitsgrights to the HSBC branches in connection witacquisition of HSBC's Upstate New
York banking franchise. Under the terms of the HI®@nch Agreement, the Bank will acquire (based/@ay 2012 estimates, the most recent
figures available) approximately $17.4 million aahs and assume approximately $192.2 million irodigp at a deposit premium of 4.0%. The
Company has received the necessary regulatory egiprand is expected to close on the HSBC Branghisition on August 17, 2012.

In anticipation of the branch acquisitions, we lexggd our balance sheet through the executionasf-sérm FHLB advances in order to “pre-
acquire” investment securities. Our purchase oéstiwment securities was comprised of mortgage-baséegrities, U.S. Government agencies
and sponsored enterprise bonds and tax-exempt ipahiionds. It is anticipated that the cash reabatethe time of closing the HSBC
branches will be used to pay down these FHLB adesnithis strategy allowed us to purchase secudtiestime and carry out a dollar cost
averaging strategy.

RESULTS OF OPERATIONS
Summary of Performance

Net income increased $937 thousand or 16% to $6libmtor the second quarter of 2012 compared3c/$nillion for the second quarter
2011. Net income available to common shareholdarthe second quarter of 2012 was $6.3 millior@#6 per diluted share, compared with
$5.3 million, or $0.39 per diluted share, for tleeend quarter of last year. Return on averageyewais 10.94% and return on average assets
was 1.08% for the second quarter of 2012 compard®.103% and 1.01%, respectively, for the secorattquof 2011.

Net income for the three and six months ended 30n2012 was reduced by expenses related to thésitaan of the four First Niagar
branches. Pre-tax acquisition expenses were appately $1.0 million for the three months ended J8®e2012 and $1.1 million for the six
months ended June 30, 2012, consisting mainly afepsional fees, computer and data processinguppliss and postage expended to
facilitate the purchase of the branches.

Net income for the six months ended June 30, 26th2ed $12.9 million, an increase of $1.4 millianld % from $11.5 million for the san
period in 2011. For the first six months of 2012 ineome available to common shareholders was $tdlibn, or $0.88 per diluted share,
compared with $9.1 million, or $0.72 per dilutedush for the first six months of 2011. Return oerage equity was 10.65% and return on
average assets was 1.07% for the six months enohed3D, 2012 compared to 10.43% and 1.04%, respctfor the same period in 2011.
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Net Interest Income and Net Interest Margin

Net interest income is the primary source of oveneie. Net interest income is the difference betweterest income on inter-earning assef
such as loans and investment securities, and theest expense on interest-bearing deposits amd btrrowings used to fund interest-earning
and other assets or activities. Net interest incanadfected by changes in interest rates and &wthount and composition of earning assets
and interest-bearing liabilities, as well as thes#t#vity of the balance sheet to changes in irsterates, including characteristics such as the
fixed or variable nature of the financial instrurtercontractual maturities and repricing frequesicie

Interest rate spread and net interest margin dizegtto measure and explain changes in net isténeome. Interest rate spread is the
difference between the yield on earning assetdtandate paid for interest-bearing liabilities thatd those assets. The net interest margin is
expressed as the percentage of net interest intmaneerage earning assets. The net interest maxgeeds the interest rate spread because
noninterest-bearing sources of funds (“net free&l)) principally noninterest-bearing demand defsosnd stockholders’ equity, also support
earning assets. To compare tax-exempt asset yetdsable yields, the yield on tax-exempt investtreecurities is computed on a taxable
equivalent basis. Net interest income, interegt sptead, and net interest margin are discussedaxable equivalent basis.

The following table reconciles interest income ther consolidated statements of income to interestme adjusted to a fully taxable equiva
basis (dollars in thousands):

Three months ended June 30, Six months ended June 30,

2012 2011 2012 2011
Interest income per consolidated statements ofiieco $ 23,73: $ 23,83( $ 47,18 $ 47,46¢
Adjustment to fully taxable equivalent ba 56€ 534 1,07t 1,04¢
Interest income adjusted to a fully taxable eq@mabasis 24,29¢ 24,36« 48,25¢ 48,51
Interest expense per consolidated statements oifrie 2,34 3,571 4,852 7,37¢
Net interest income on a taxable equivalent k $ 21,95¢ $ 20,787 $ 43,40: $ 41,13¢

Analysis of Net I nterest Income for the Three Months ended June 30, 2012 and June 30, 2011

Net interest income on a taxable equivalent basighie three months ended June 30, 2012, was $8fi@n, an increase of $1.2 million or 6
versus the comparable quarter last year. The iserigetaxable equivalent net interest income wasgrily attributable to favorable volume
variances (as changes in the balances and mixwhgaassets and interest-bearing liabilities adézé million to taxable equivalent net
interest income), partly offset by unfavorable nedeiances (as the impact of changes in the inteaés environment and product pricing
reduced taxable equivalent net interest incomelby #illion).

The net interest margin for the second quartei0dP2vas 3.89%, 11 basis points lower than 4.00%h@isame period in 2011. This
comparable period decrease was a function of & paint decrease in interest rate spread, cordhiith a 7 basis point lower contribution
from net free funds (due principally to lower ratesinterest-bearing liabilities reducing the vatiieoninterest-bearing deposits and other net
free funds). The lower interest rate spread wastagsult of a 38 basis point decrease in the yieldarning assets and a 34 basis point dec

in the cost of interest-bearing liabilities.

The Federal Reserve left the Federal funds rateamged at 0.25% during 2010, 2011 and thus fa®i?2During 2011, the Federal Reserve
disclosed that shoterm interest rates would be held near zero thr@iddast the middle of 2013, in anticipation of Igrowth and little risk c
inflation. In April 2012, the Federal Reserve fumttannounced that interest rates will likely remetiexceptionally low levels through late
2014.

The yield on earning assets was 4.31% for the skeqoarter of 2012, 38 basis points lower than gwosd quarter of 2011. Loan yields
decreased 54 basis points to 5.06%, also impagtéiueblower interest rate environment. Commerciattgage and consumer indirect loans in
particular, down 35 and 101 basis points, respelgtiexperienced lower yields given the competifivieing pressures in a low interest rate
environment. The yield on investment securitiepgeal 28 basis points to 2.68%, also impacted byother interest rate environment,
prepayments of mortgage-related investment seesi@ind the impact of investing the excess castedeta our branch acquisitions into low
yielding securities. Overall, earning asset ra@nges reduced interest income by $2.5 mill

The cost of average interest-bearing liabilitie® &2% in the second quarter of 2012 was 34 basplower than the second quarter of 2011.
The average cost of interest-bearing deposits WEB)0in 2012, 22 basis points lower than 2011eotihg the lower rate environment,
mitigated by a focus on product pricing to reta@hances. Borrowing costs decreased 220 basis [oiftg3%, primarily a result of the
redemption of the Company’s 10.20% junior suborgidalebentures during the third quarter of 201% ifiterestaearing liability rate changt
resulted in $1.1 million of lower interest expense.
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Average interest-earning assets were $2.264 bilbotthe second quarter of 2012, an increase of #1&illion or 9% from the comparable
quarter last year, primarily due to a $183.2 millincrease in average loans. The growth in avemage was comprised of increases in
consumer loans (up $114.6 million, primarily indiréoans) and commercial loans (up $76.3 milliavhjle residential mortgages declined
(down $7.7 million).

Average interest-bearing liabilities of $1.815ibitl in the second quarter of 2012 were $149.8 omlbr 9% higher than the second quarter of
2011. On average, interdstaring deposits grew $84.9 million (primarily dtitable to $60.7 million higher municipal depogitse to season
fluctuations), while noninterest-bearing demandadés (a principal component of net free funds)eugp $40.0 million. Average borrowings
increased $64.9 million between the second qupggods, with short-term borrowings higher by $9hiflion, offset by a decrease in long-
term funding. There was no long-term debt outstagdiuring the first half of 2012. During the thijdarter of 2011 we repaid all of our
outstanding long-term debt, including our 10.20%tigu subordinated debentures.

Analysis of Net Interest Income for the Six Months ended June 30, 2012 and June 30, 2011

Net interest income on a taxable equivalent basithk first six months of 2012 was $43.4 milliam, increase of $2.3 million or 6% versus
same period last year. The increase in taxablevalguit net interest income was primarily attriblgaio a favorable volume variance (as
changes in the balances and mix of earning assdtmterest-bearing liabilities added $4.6 milltontaxable equivalent net interest income),
partially offset by an unfavorable rate variance tfee impact of changes in the interest rate enmient and product pricing decreased taxable
equivalent net interest income by $2.3 million).

The net interest margin for the first six month2642 was 3.97%, 5 basis points lower than 4.02%h®same period last year. The interest
rate spread was 3.86% during the first six monf20&2 compared to 3.85% during the first six marth2011. This 1 basis point increase in
interest rate spread was offset by a 6 basis peictease in the contribution from net free fundeg Righer interest rate spread was a net result
of a 33 basis point decrease in the yield on egra@sets and a 34 basis point decrease in thefdosérest-bearing liabilities.

The yield on earning assets was 4.42% for thedirxsmonths of 2012, 33 basis points lower thanstn@e period last year, attributable to
decreases in the yields on the investment sequoitifolio (down 23 basis points, to 2.75%) and lgantfolio (down 51 basis points to 5.15%).

The cost on interediearing liabilities of 0.56% for the first six méwstof 2012 was 34 basis points lower than the gasried in 2011. Rates |
interest-bearing deposits were down 23 basis ptnds56%. The cost of short-term borrowings desedal6 basis points to 0.44%.

Average interest-earning assets were $2.195 bifbothe first six months of 2012, an increase 183&9 million or 7% from the comparable
period last year, with a $167.0 million increaseverage loans partially offset by a $28.0 milldetrease in average securities. The growth in
average loans was comprised of increases in condoares (up $107.4 million, primarily indirect logrand commercial loans (up $70.6
million), while residential mortgages declined (do$11.0 million).

Average interest-bearing liabilities of $1.758bitl in the first six months of 2012 were $104.7limil or 6% higher than the first six months of
2011. On average, interdstaring deposits grew $62.7 million (primarily dtitable to $49.2 million higher municipal depogitse to season
fluctuations), while noninterest-bearing demandodés were up $38.5 million. Average borrowingsr@ased $42.0 million between the first
six months of 2012 and the same period in 2011 slibrt-term borrowings higher by $68.7 millionfset by a decrease in long-term funding.
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The following tables sets forth certain informati@fating to the consolidated balance sheets ditette the average yields earned on interest-
earning assets, as well as the average rates péaevest-bearing liabilities for the periods icatied (in thousands).

Three months ended June 30,

2012 2011
Average Average Average Average
Balance Interest Rate Balance Interest Rate
Interest-earning assets
Federal funds sold and inter-earning deposit $ 94 $ — 021% $ 11€ & — 0.22%
Investment securitie® :
Taxable 542,63¢ 3,16t 2.3¢ 570,94! 3,767 2.64
Tax-exempt® 172,79. 1,627 3.7t 143,54! 1,52¢ 4.2F
Total investment securitie 715,43: 4,78 2.6¢ 714,49( 5,29: 2.9¢
Loans:
Commercial busines 237,93t 2,73 4.6z 212,26( 2,55: 4.82
Commercial mortgag 411,87: 5,56¢ 5.4¢ 361,26! 5,21¢ 5.7¢
Residential mortgag 115,62: 1,52: 5.27 123,29¢ 1,737 5.6
Home equity 242,20¢ 2,54 4.2t 212,43¢ 2,37¢ 4.4¢
Consumer indirec 517,85¢ 6,53 5.0% 431,72¢ 6,54¢ 6.0¢
Other consume 23,42( 60¢ 10.4¢ 24,71, 645 10.4¢
Total loans 1,548,91! 19,510 5.0¢€ 1,365,70. 19,07! 5.6(
Total interes-earning assel 2,264,441 24,29¢ 4.31 2,080,30: 24,36¢ 4.6¢
Allowance for loan losse (24,479 (20,739
Other nonintere-earning asset 233,92. 208,79(
Total asset $2,473,88! $2,268,35!
Interest-bearing liabilities:
Deposits:
Interes-bearing deman $ 409,72( $ 14F 014 $ 391,89¢ $ 161 0.1€%
Savings and money mark 553,70: 251 0.1¢ 468,13( 27¢ 0.24
Time deposit: 689,10: 1,77: 1.08 707,60¢ 2,49¢ 1.42
Total interes-bearing deposit 1,652,52. 2,16¢ 0.5¢ 1,567,63 2,93¢ 0.7t
Shor-term borrowings 162,71¢ 174 0.4< 71,09: 11C 0.62
Long-term borrowings — — — 26,70: 533 7.9¢
Total borrowings 162,71¢ 174 0.4 97,79¢ 643 2.63
Total interes-bearing liabilities 1,815,24. 2,34: 0.52 1,665,43 3,571 0.8€
Noninteres-bearing demand depos 398,35: 358,34¢
Other nonintere-bearing liabilities 15,45!; 15,97(
Shareholdel equity 244,84, 228,60¢
Total liabilities and sharehold¢ equity $2,473,88! $2,268,35!
Net interest income (t-equivalent) $21,95¢ $20,78
Interest rate spree 3.7% 3.82%
Net earning asse $ 449,19¢ $ 414,87
Net interest margin (t-equivalent) 3.8% 4.00(%
Ratio of average interest-earning assets to avéndgyest-
bearing liabilities 124.7% 124.9%

(1) Investment securities are shown at amortized casireclude no-performing securities
(2) The interest on te-exempt securities is calculated on a tax equivdlasts assuming a Federal tax rate of 3
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Interest-earning assets
Federal funds sold and inter-earning deposit
Investment securitie® :
Taxable
Tax-exempt®
Total investment securitie
Loans:
Commercial busines
Commercial mortgag
Residential mortgag
Home equity
Consumer indirec
Other consume
Total loans
Total interes-earning asse!
Allowance for loan losse
Other nonintere-earning asse
Total asset

Interest-bearing liabilities:
Deposits:
Interes-bearing deman
Savings and money mark
Time deposit:
Total interes-bearing deposit
Shor-term borrowings
Long-term borrowings
Total borrowings

Total interes-bearing liabilities

Noninteres-bearing demand depos
Other nonintere-bearing liabilities
Shareholder equity

Total liabilities and sharehold¢ equity

Net interest income (t-equivalent)
Interest rate spree
Net earning asse
Net interest margin (t-equivalent)

Ratio of average interest-earning assets to avenagest-

bearing liabilities

Six months ended June 30,

2012 2011
Average Average Average Average
Balance Interest Rate Balance Interest Rate
$ 94 3$ — 0.27% $ 186 $ — 0.22%
511,10: 6,137 2.4C 558,08: 7,41¢€ 2.6€
159,05¢ 3,071 3.8€ 140,05« 2,99 4.2¢
670,15 9,20¢ 2.7 698,13 10,41 2.9¢
234,90: 5,45¢ 4.67 209,97° 5,027 4.8:
406,93¢ 11,07: 5.47 361,24° 10,447 5.8¢
114,89: 3,07( 5.3¢ 125,91 3,572 5.67
237,87 5,04z 4.2¢ 210,55¢ 4,69¢ 4.5(C
506,36( 13,18: 5.2¢ 424,81¢ 13,06¢ 6.2(C
23,48 1,22¢ 10.4¢ 24,971 1,292 10.4¢
1,524,45! 39,04¢ 5.1¢ 1,357,48I 38,10¢ 5.6€
2,194,711 48,25¢ 4.4z 2,055,81! 48,51 4.7¢
(24,155 (20,807
237,75: 210,19
$2,408,30! $2,245,19
$ 401,03 $ 291 0.17% $ 393,84: $ 32& 0.17%
530,62: 534 0.2C 451,44° 537 0.24
696,23 3,74: 1.0¢ 719,94 5,271 1.4¢
1,627,891 4,567 0.5¢ 1,565,23: 6,131 0.7¢
129,90¢ 28t 0.44 61,16¢ 182 0.6C
— — — 26,72 1,06 7.9
129,60¢ 28t 0.44 87,88¢ 1,247 2.8t
1,757,80: 4,852 0.5¢€ 1,653,12! 7,37¢ 0.9C
392,75: 354,21
15,071 14,76t
242 67" 223,09¢
$2,408,30! $2,245,19
$43,40¢ $41,13¢
3.86% 3.85%
$ 436,90¢ $ 402,69(
3.97% 4.02%
124.8(% 124.3(%

(1) Investment securities are shown at amortized aasireclude no-performing securities
(2) The interest on te-exempt securities is calculated on a tax equivdlasis assuming a Federal tax rate of 3
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The following table presents, on a tax equivalexsi the relative contribution of changes in vaésrand changes in rates to changes in net
interest income for the periods indicated. The gean interest not solely due to changes in volomete has been allocated in proportion to
the absolute dollar amounts of the change in eadi¢usands):

Three months endec Six months endec
June 30, 2012 vs. 201 June 30, 2012 vs. 201
Volume Rate Total Volume Rate Total
Increase (decrease) in
Interest income:
Federal funds sold and inter-earning deposit $ — $ — $ — $ — $ — $ —
Investment securitie:
Taxable (180 (422 (602) (59€) (683 (1,279
Tax-exempt 28¢ (192 96 38¢ (307) 76
Total investment securitie 10¢€ (614 (50€) (213) (990) (1,209
Loans:
Commercial busines 29¢ (120 17¢ 583 (151 432
Commercial mortgag 69¢ (34¢€) 353 1,26¢ (644) 624
Residential mortgag (105) (209) (2149 (302) (200) (502
Home equity 31¢ (14¢) 171 58¢ (245) 342
Consumer indirec 1,18¢ (1,199 (12 2,29t (2,187) 113
Other consume (34) (2) (36) (77) 9 (68)
Total loans 2,36¢ (1,929 441 4,35¢ (3,149 94z
Total interest income 2,47 (2,537 (65) 4,14 (4,407%) (267)
Interest expense:
Deposits:
Interes-bearing deman 7 (23) (16) 6 (38) (32
Savings and money mark 45 (69) (24) 87 (90) 3
Time deposit: (64) (661) (725) (169) (1,360 (1,529
Total interes-bearing deposit (12 (7539 (765) (76) (1,489 (1,569
Shor-term borrowings 10€ (42 64 161 (58) 103
Long-term borrowings (26€) (267) (539) (532) (533) (1,065)
Total borrowings (160) (309) (46S) (371) (591) (962)
Total interest expense (172) (1,067) (1,239 (447) (2,079 (2,526
Net interest income $2,64¢  $(1,475H $1,16¢ $4,58¢ $(2,329) $2,26¢

Provision for Loan Losses

The provision for loan losses is based upon cted# experience, growth or contraction of specfigments of the loan portfolio, and the
estimate of losses inherent in the current loatf@ay. There were provisions for loan losses of8btillion and $2.8 million for the three and
six month periods ended June 30, 2012, comparddpsitvisions of $1.3 million and $2.1 million fdre corresponding periods in 2011,
respectively. See “Allowance for Loan Losses” unither section titled “Lending Activities” includecetein for additional information.
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Noninterest Income
The following table details the major categoriemofinterest income for the periods presentech@usands):

Three months ended Six months ended
June 30, June 30,
2012 2011 2012 2011
Service charges on depos $1,97¢ $2,24: $ 3,80¢ $ 4,34¢
ATM and debit carc 1,07z 1,12¢ 2,14¢ 2,13¢
Brokel-dealer fees and commissic 434 40z 1,021 78¢€
Company owned life insuran: 441 27¢ 867 54k
Net gain on sale of loans held for s 32t 117 65¢ 341
Net gain on disposal of investment securi 1,233 4 1,56¢ 7
Loan servicing 40¢ 24¢ 503 59¢
Impairment charges on investment securi — — (92) —
Net gain (loss) on disposal of other as! 29 8 35 37
Other 76¢ 56E 1,627 1,31¢
Total noninterest incom $6,69( $4,97¢ $12,14: $10,12:

The components of noninterest income fluctuatedisissed below.

Service charges on deposit accounts were down $@8&and or 12% in the second quarter of 2012 &88 $housand or 12% for the six
months ended June 30, 2012, compared to the saiwepa year earlier. Substantially the entire ideclvas due to a reduction in non-
sufficient funds transactions attributable to chemin customer behavior and regulatory changesnblatde requirements for customers to opt
in for overdraft coverage for certain types of &legic banking activities.

Broker-dealer fees and commissions were up $3tralior 8% and $233 thousand or 30%, respectivethie three and six months ended
June 30, 2012, compared to the same periods of Byhker-dealer fees and commissions fluctuate ipaiue to sales volume, which
increased during 2012 as a result of improving makd economic conditions and our renewed focusisriine of business.

During the third quarter of 2011 we purchased atitmshal $18.0 million of company owned life insa. The increased amount of insurance
was largely responsible for the 2012 increase®impany owned life insurance income when comparegdeidhree and six months periods in
2011.

Loan servicing income represents fees earned foicsigg mortgage and indirect auto loans sold todtparties, net of amortization expense
and impairment losses, if any, associated withtahped loan servicing assets. Loan servicing ineamas up $160 thousand in the second
quarter of 2012 and was down $95 thousand forithmenths ended June 30, 2012, compared to the pan@s a year ago. When comparing
the second quarter of 2012 to that of 2011, a dseré the valuation allowance for capitalized m@ge servicing assets resulted in the $160
thousand increase in loan servicing income. Onaa-ieedate basis, the reduction in the valuatidovadnce was offset by lower servicing
income as a result of lower fees collected duede@ease in the sold and serviced portfolio ancemapid amortization of servicing rights due
to loans paying off.

Gains from the sale of loans held for sale incré&298 thousand in the second quarter of 2012 aad $housand for the six months ended
June 30, 2012, compared to the same periods a&gear, due to increased origination volume.

We recognized pre-tax gains on investment secsnifes331 thousand and $1.2 million, respectivelyjng the first and second quarters of
2012, from the sale of pooled trust-preferred séear Each of the securities had been written dowprior periods and was included in non-
performing assets at the end of the quarter pragedti sale. We continue to monitor the markettffer trust-preferred securities and evaluate
the potential for future dispositions. The amoumd &ming of our sale of investments securitiedapendent on a number of factors, including
our prudent efforts to realize gains while managingation, premium and credit risk.

Other noninterest income increased $204 thousaB6%rin the second quarter of 2012 and $303 thalisa@3% for the six months ended
June 30, 2012, compared to the same periods agear. Income from our investment in several fedipartnerships accounted for the
majority of the 2012 increases.
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Noninterest Expense
The following table details the major categoriemofinterest expense for the periods presentettidursands):

Three months ended Six months ended
June 30, June 30,

2012 2011 2012 2011
Salaries and employee bene $ 8,82: $ 8,85« $17,75: $17,25¢
Occupancy and equipme 2,71¢ 2,64 5,48¢ 5,48
Professional service 1,08( 571 1,791 1,25:
Computer and data process 88¢ 64¢ 1,48¢ 1,251
Supplies and posta( 573 424 1,031 87¢
FDIC assessmen 304 16€ 601 77%
Advertising and promotion 137 258 23¢ 41¢€
Other 2,064 1,591 3,85:¢ 3,18¢
Total noninterest expen: $16,58: $15,15: $32,23¢ $30,50:

The components of noninterest expense fluctuatelisaassed below.

Professional fees, computer and data processingupplies and postage, increased collectively b§ #fillion in the second quarter of 2012
due to expenses related to the branch acquisitmsactions.

Advertising and promotions costs were down $11@ishad or 46% in the second quarter of 2012 and $i86and or 43% for the six months
ended June 30, 2012, compared to the same periga @arlier, due to the timing of marketing caigpa and promotions.

Other noninterest expense was $2.1 million in #eord quarter of 2012 and $3.9 million for thersienths ended June 30, 2012, representing
increases of $473 thousand and $665 thousand ctasge, from the same periods in 2011. Other nteriest expense increased primarily due
to severance expense associated with workforcegneaént incurred during the first quarter and egtient of one of our executive officers
during the second quarter of 2012.

The efficiency ratio for the second quarter of 2045 60.41% compared with 58.68% for the secondtiguaf 2011, and 59.52% for the six
months ended June 30, 2012, compared to 59.32%da@ame period a year ago. The efficiency rati@bgnoninterest expense less other real
estate expense as a percentage of net revenugediefs the sum of tax-equivalent net interest ircand noninterest income before net gains
and impairment charges on investment securities."Sse of Non-GAAP Financial Measures” on page #is report.

Income Taxes

We recorded income tax expense of $3.4 milliorhingecond quarter of 2012, compared to incomexparse of $3.0 million in the second
quarter of 2011. For the six month period endea Bf) 2012, income tax expense totaled $6.5 mitmmpared to $6.0 million in the same
period of 2011. These changes were due in parcieases of $1.3 million and $1.8 million in pre-tkacome for the three and six month
periods of 2012, respectively, compared to therpréar. The effective tax rates recorded for 200 bath a quarter-to-date and year-to-date
basis were 33.7%, in comparison to the June 301 g0arter-to-date and year-to-date effective téasraf 34.6% and 34.3%, respectively.
Effective tax rates are impacted by items of inc@né expense that are not subject to federal te &tgation. Our effective tax rates reflect
impact of these items, which include, but are imitéd to, interest income from tax-exempt secesitand earnings on company owned life
insurance.
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ANALYSIS OF FINANCIAL CONDITION
INVESTING ACTIVITIES
Investment Securities

The following table sets forth selected informatiegarding the composition of our investment seiesrportfolio as of the dates indicated (in
thousands):

Investment Securities Portfolio Compositior

June 30, 201: December 31, 201.
Amortized Fair Amortized Fair
Cost Value Cost Value

Securities available for sale
U.S. Government agencies and governi-sponsored enterprise securit ~ $ 97,53: $100,82¢ $ 94,947 $ 97,71

State and political subdivisiol 170,71 174,91¢ 119,09¢ 124,42:

Mortgage-backed securitie:
Agency mortgag-backed securitie 472,64¢ 487,24 390,37¢ 401,59¢
Non-Agency mortgag-backed securitie 13z 1,021 327 2,08¢
Asse-backed securitie® 194 1,20¢ 297 1,69
Total available for sale securiti 741,22! 765,21t 605,04! 627,51¢

Securities held to maturity:
State and political subdivisiol 22,01¢ 22,62¢ 23,29 23,96¢
Total investment securitie $763,24: $787,84: $628,34: $651,48:

(1) Includes non-performing investment securitiése “Non-Performing Assets and Potential Problermnisd under the section titled
“Lending Activitie? included herein for additional informatic

Investment securities available for sale incre&2v.7 million or 22%, from $627.5 million at Decken 31, 2011 to $765.2 million at
June 30, 2012. As previously discussed, we levelrage balance sheet through the execution of dkom-FHLB advances in order to “pre-
acquire” investment securities in anticipationtod branch acquisitions. Our purchase of investreectrities was comprised of mortgage-
backed securities, U.S. Government agencies antseped enterprise bonds and tax-exempt municipad$drhis strategy allowed us to
purchase securities over time and carry out a dotlat averaging strategy.

Impairment Assessment

We review investment securities on an ongoing Hasithe presence of other-than-temporary impaitn(&TTI") with formal reviews
performed quarterly. When evaluating debt secuariite OTTI, management considers many factorsuiog: (1) the length of time and the
extent to which the fair value has been less that, ¢2) the financial condition and near-term peags of the issuer, (3) whether the market
decline was affected by macroeconomic conditiond, (@) whether the Company has the intention totlseldebt security or whether it is more
likely than not that it will be required to selletldebt security before its anticipated recoverye agsessment of whether OTTI exists involves a
high degree of subjectivity and judgment and isedasn the information available to managementpadiat in time.

Securities Deemed to be Other-Than-Temporarily Impaed

There were no securities deemed to be other-thrapeearily impaired during the three months endete R0, 2012. Through the impairment
assessment process, we determined that a privaseiyd whole loan CMO was other-than-temporarilgdired due to credit quality at
March 31, 2012 and recognized an OTTI charge oftBi®tisand related to that security during the fjstrter of 2012. No impairment was
recorded in the three months or six months ended 30, 2011.
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LENDING ACTIVITIES

The following table sets forth selected informatiegarding the composition of the Company’s loarifptio as of the dates indicated (in
thousands).

Loan Portfolio Composition

June 30, 201: December 31, 201
% of % of
Amount Total Amount Total
Commercial busines $ 245,43 15.1% $ 233,83¢ 15.7%
Commercial mortgag 413,98 25.5 393,24« 26.5
Total commercia 659,42( 40.¢€ 627,08( 42.2
Residential mortgag 142,90( 8.8 113,91: 7.7
Home equity 264,91: 16.3 231,76t 15.€
Consumer indirec 531,64! 32.7 487,71 32.¢
Other consume 25,27¢ 1.€ 24,30¢ 1.6
Total consume 821,83 50.¢€ 743,78¢ 50.1
Total loans 1,624,15. 100.(% 1,484,771 100.(%
Allowance for loan losse 24,12( 23,26(
Total loans, ne $1,600,03: $1,461,511

Total loans increased $139.4 million to $1.624idmllas of June 30, 2012 from $1.485 billion as et®mber 31, 2011. The majority of the
increase related to organic loan growth, howeverincrease also reflects loans acquired in thechracquisition.

Commercial loans increased $32.3 million and regwe=dl 40.6% of total loans as of June 30, 201@saltrof our continued commercial
business development efforts.

Residential mortgage loans increased $29.0 mitlidp142.9 million as of June 30, 2012 in comparisn$113.9 million as of December 31,
2011. This category of loans increased as a refudtsidential mortgage loans acquired in the bnaagguisition.

Our home equity portfolio, which consists of honagiigy loans and lines, totaled $264.9 million agofie 30, 2012, up $33.1 million or 14%
compared to December 31, 2011. As of June 30, 2roximately 68% of the loans in the home eqpitstfolio were first lien positions.

The consumer indirect portfolio increased $43.9iamlto $531.6 million as of June 30, 2012, fron8¥4 million as of December 31, 2011.
During the first six months of 2012, we origina&thb3.5 million in indirect auto loans with a mix&bproximately 48% new auto and 52%
used auto. This compares with $111.6 million inriect loan auto originations with a mix of approstaly 44% new auto and 56% used auto
for the same period in 2011.

Loans Held for Sale and Mortgage Servicing Rights
Loans held for sale (not included in the loan mbiaf composition table) totaled $1.7 million and42nillion as of June 30, 2012 and
December 31, 2011, respectively, all of which wexgidential real estate loans.

We sell certain qualifying newly originated or redinced residential real estate mortgages on tlindary market. Residential real estate
mortgages serviced for others, which are not insflid the consolidated statements of financial &é@rd amounted to $287.9 million as of
June 30, 2012 and $297.8 million as of Decembep311].
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Allowance for Loan Losses
The following table sets forth an analysis of tet\dty in the allowance for loan losses for theipds indicated (in thousands).

Loan Loss Analysis

Three months ended June 30, Six months ended June 30,
2012 2011 2012 2011
Balance as of beginning of peri $ 23,76: $ 20,11¢ $ 23,26( $ 20,46¢
Chargeoffs:
Commercial busines 144 22t 19¢ 31t
Commercial mortgag 227 34 347 37¢
Residential mortgag 127 10 238 12
Home equity 93 15¢& 97 262
Consumer indirec 1,40% 1,05¢ 2,80z 2,34t
Other consume 90 26¢ 404 47¢
Total charg-offs 2,08¢ 1,747 4,082 3,791
Recoveries
Commercial busines 15& 11C 232 264
Commercial mortgag 61 23 76 39
Residential mortgag 28 3 98 30
Home equity 11 7 20 17
Consumer indirec 74€ 653 1,47: 1,20t
Other consume (15) 13€ 19¢ 264
Total recoverie! 98¢ 932 2,09¢ 1,81¢
Net charg-offs 1,102 81F 1,98¢ 1,972
Provision for loan losse 1,45¢ 1,32¢ 2,84¢ 2,13¢
Balance at end of peric $ 24,12( $ 20,63: $24,12( $20,63:
Net loan charc-offs to average loans (annualiz¢ 0.2%% 0.24% 0.2€% 0.2%%
Allowance for loan losses to total loa 1.4% 1.51% 1.4% 1.51%
Allowance for loan losses to n-performing loan: 21%% 29€% 213% 29€%

The allowance for loan losses represents the esttheanount of probable credit losses inherent maan portfolio. We perform periodic,
systematic reviews of the loan portfolio to estienptobable losses in the respective loan portfolioaddition, we regularly evaluate prevail
economic and business conditions, industry conagatrs, changes in the size and characteristitsegportfolio and other pertinent factors.
The process we use to determine the overall alloeéor loan losses is based on this analysis. Baselis analysis, we believe the allowance
for loan losses is adequate as of June 30, 2012.

Assessing the adequacy of the allowance for lossel® involves substantial uncertainties and isdbagen management’s evaluation of the
amounts required to meet estimated charge-offsaridan portfolio after weighing a variety of facpincluding the risk-profile of our loan
products and customers.

The adequacy of the allowance for loan losseshgestito ongoing management review. While managémeaduates currently available
information in establishing the allowance for Idasses, future adjustments to the allowance mayebessary if conditions differ substantially
from the assumptions used in making the evaluationaddition, various regulatory agencies, asnéegral part of their examination process,
periodically review a financial institution’s all@mce for loan losses. Such agencies may requitnéoecial institution to recognize additions
to the allowance based on their judgments aboatnmdtion available to them at the time of theirrakaation.

Net charg-offs of $1.1 million in the second quarter of 20&presented 0.29% of average loans on an anndddass compared to $815
thousand or 0.24% in the second quarter of 2011chkrge-offs of $2.0 million represented 0.26% ard%, respectively, of average loans
for both the six months ended June 30, 2012 and.ZlMe provision for loan losses exceeded net ehaffy by $357 thousand and $860
thousand for the three and six months ended Jun203@, respectively, as we continue to maintagnatiowance for loan losses consistent:
the growth in our loan portfolio and trends in aspelity.

-40-



Table of Contents

MANAGEMENT’S DISCUSSION AND ANALYSIS

Non-Performing Assets and Potential Problem Loans
The table below sets forth the amounts and categofithe Company’s non-performing assets at ttesdadicated (in thousands).

Non-Performing Assets

December 31
June 30, June 30,
2012 2011 2011
Nonaccrual loans
Commercial busines $ 4,15( $ 1,25¢ $ 71z
Commercial mortgag 3,59¢ 2,92¢ 2,862
Residential mortgag 1,91¢ 1,644 2,262
Home equity 973 682 472
Consumer indirec 69t 55¢ 667
Other consume — — —
Total nonaccrual loar 11,33¢ 7,071 6,97t
Accruing loans 90 days or more delinqu 4 5 4
Total nor-performing loan: 11,33¢ 7,07¢ 6,97¢
Foreclosed asse 27C 47% 59¢
Non-performing investment securiti 1,14¢ 1,63¢€ 6,96:
Total nor-performing asset $12,75¢ $ 9,187 $14,54!
Non-performing loans to total loal 0.7(% 0.48% 0.51%
Non-performing assets to total ass 0.4%% 0.3%% 0.64%

Changes in the level of nonaccrual loans typicadjyresent increases for loans that reach a sppéist due status, offset by reductions for
loans that are charged-off, paid down, sold, tremstl to foreclosed real estate, or are no lonigssified as nonaccrual because they have
returned to accrual status. Activity in nonaccioahs for periods indicated was as follows (in tends).

Three months

Six months
ended ended

June 30, 201; June 30, 201

Nonaccrual loans, beginning of peri $ 8,217 $ 7,071
Additions 7,09¢ 11,55:
Payment: (1,709 (3,009
Chargeoffs (2,07%) (3,869
Returned to accruing stat (92) (239)
Transferred to other real estate or repossessets (112 (189
Nonaccrual loans, end of peri $ 11,33 $ 11,33¢

Non-performing assets include non-performing loansedtmsed assets and non-performing investmentisiesulNon-performing assets at
June 30, 2012 were $12.8 million, an increase d $dllion from the $9.2 million balance at DecemBé&, 2011.

Non-performing loans were $11.3 million at June 30L.20an increase of $4.3 million from the $7.1 roiflibalance at December 31, 2011.
Commercial non-performing loans increased $3.6ionilfrom December 31, 2011 primarily due to theiiold of two commercial borrowers.
As of June 30, 2012, these two commercial borrowensprised 44% of the non-performing balance ia tisitegory. The ratio of non-
performing loans to total loans was 0.70% at Juhe2812, compared to 0.48% at December 31, 2014 aVhrage of our peer group was
3.05% of total loans at March 31, 2012, the mosemé period for which information is available (et Federal Financial Institutions
Examination Council — Bank Holding Company Perfont@ Report as of March 31, 2012 — Top-tier banklimg companies having
consolidated assets between $1 billion and $3hjli

Foreclosed assets consist of real property formm@dgiged as collateral to loans, which we have iaeduhrough foreclosure proceedings or
acceptance of a deed in lieu of foreclosure. Foesd asset holdings represented 4 propertiesngtdi70 thousand at June 30, 2012 and 8
properties totaling $475 thousand at December @11 2

As of June 30, 2012, non-performing investment sges for which we have stopped accruing intepestsisted of 7 securities with a total fair
value of $1.1 million, compared to 10 securitiethva fair value of $1.6 million at December 31, 20The non-performing investment
securities are pooled trust preferred securitiekided in non-performing assets at fair value. Byithe first half of 2012 we recognized ptee-
gains totaling $1.6 million from the sale of theeurities that had been written down in prior gdsiand classified as non-performing. These
securities had a fair value of $458 thousand aebder 31, 2011.
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Potential problem loans are loans that are cugrgraiforming, but information known about possibtedit problems of the borrowers causes
management to have concern as to the ability di bocrowers to comply with the present loan paynemhs and may result in disclosure of
such loans as nonperforming at some time in thedufThese loans remain in a performing statusaaevariety of factors, including payment
history, the value of collateral supporting thedit® and/or personal or government guaranteesalyiement considers loans classified as
substandard, which continue to accrue interedigtpotential problem loans. We identified $7.7 imilland $8.6 million in loans that continued
to accrue interest which were classified as substahas of June 30, 2012 and December 31, 20Jdeatdeely.

FUNDING ACTIVITIES
Deposits
The following table summarizes the composition wf deposits at the dates indicated (dollars in $hods).

Deposit Composition

June 30, 2012 December 31, 2011
% of % of
Amount Total Amount Total
Noninteres-bearing deman $ 422,16! 19.6% $ 393,42: 20.2%
Interes-bearing deman 420,38t 19.7 362,55! 18.¢
Savings and money mark 584,27¢ 27.3 474,94 24.¢
Time deposits < $100,0( 471,55! 22.1 486,49¢ 25.2
Time deposits of $100,000 or m¢ 236,88 11.1 214,18( 11.1
Total deposit: $2,135,27. 100.(%  $1,931,59 100.(%

We offer a variety of deposit products designedttmact and retain customers, with the primary $oeo building and expanding long-term
relationships. As of June 30, 2012, total depasére $2.135 billion, an increase of $203.7 milliorcomparison to $1.932 billion as of
December 31, 2011. The increase reflects depasabrig $129.5 million acquired in the branch asgfion. Time deposits were approximately
33% and 36% of total deposits at June 30, 2012Dsugmber 31, 2011, respectively. Depositors refagitant to invest in certificates of
deposit for long periods due to the low rate envinent and, as a result, reduced both the amoupplaeed in time deposits and the maturity
terms.

Nonpublic deposits represent the largest compoofentir funding. Total nonpublic deposits were $4.6flion and $1.541 billion as «

June 30, 2012 and December 31, 2011, respecthdycontinue to manage this segment of funding tincaistrategy of competitive pricing
and relationship-based sales and marketing thatizas the number of customer relationships thaelanly a single high-cost deposit
account.

As an additional source of funding, we offer a ggriof public deposit products to the many towrikages, counties and school districts within
our market. Public deposits generally range frofb26 25% of our total deposits. As of June 30, 2@d®l public deposits were $481.2
million in comparison to $390.2 million as of Dedeen 31, 2011. There is a high degree of seasonalityis component of funding, as the
level of deposits varies with the seasonal caskdlfor these public customers; however our busidesslopment efforts in this line of
business have been successful during 2012 andrésarited in an increase in customers and relatblticpdeposits. We maintain the necessary
levels of short-term liquid assets to accommodageseasonality associated with public deposits.

Borrowings
The following table summarizes our borrowings athefdates indicated (in thousands):

December 31
June 30,
2012 2011
Shor-term borrowings

Federal funds purchas $ — $ 11,597
Repurchase agreemel 49,02 36,30!
Shor-term FHLB borrowing 151,80( 102,80(
Total shor-term borrowings $200,82: $ 150,69¢

We classify borrowings as short-term or long-tenmnaécordance with the original terms of the agregmkhere were no long-term borrowings
outstanding as of June 30, 2012 or December 311,.201
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We have credit capacity with the FHLB and can bertiorough facilities that include amortizing andnteadvances or repurchase agreements.
We had approximately $42.3 million of immediatediteapacity with FHLB as of June 30, 2012. We bpgroximately $401.5 million in
secured borrowing capacity at the Federal Reseavd B'FRB") Discount Window, none of which was datsding at June 30, 2012. The
FHLB and FRB credit capacity are collateralizedskygurities from our investment portfolio and certailialifying loans. We had approximat
$114 million of credit available under unsecuredefi@l funds purchased lines with various banks dsime 30, 2012.

Funds are borrowed on an overnight basis througlil repurchase agreements with bank customers$eatstal funds purchased from other
financial institutions. Retail repurchase agreentemtowings are collateralized by securities of LG8vernment agencies. Federal funds
purchased are short-term borrowings that typicalture within one to ninety days. There were nceFadunds purchased at June 30, 2012.
Federal funds purchased totaled $11.6 million atebwber 31, 2011. Repurchase agreements are sexamidght borrowings with customers.
These short-term repurchase agreements amoun$d®10 million and $36.3 million as of June 30, 2@h2l December 31, 2011, respectively.
Short-term FHLB borrowings have original maturit@fdess than one year and include overnight boirrgg/which we typically utilizes to
address short term funding needs as they ariset-f&mm FHLB borrowings of $151.8 million and $182nillion at June 30, 2012 and
December 31, 2011, respectively, consisted of sleom advances.

As previously discussed, we leveraged our balaheetghrough the execution of short-term FHLB adearin order to “pre-acquire”
investment securities in anticipation of the braachuisitions. It is anticipated that the cash irgzat the time of closing the HSBC branches
will be used to pay down these FHLB advances.

Shareholders’ Equity

Shareholders’ equity was $246.9 million at June2B12, an increase of $9.7 million from $237.2 imillat December 31, 2011. Net income
for the first six months of 2012 increased sharééid’ equity by $12.9 million, which was partiafijffset by common and preferred stock
dividends of $4.4 million. Accumulated other contgasive income included in shareholders’ equitydased $1.3 million during the first six
months of 2012 due primarily to higher net unreadigains on securities available for sale.

LIQUIDITY AND CAPITAL RESOURCES

Liquidity

The objective of maintaining adequate liquiditydsassure the ability of the Company to meet itaricial obligations. These obligations
include the withdrawal of deposits on demand dheir contractual maturity, the servicing and repant of debt and preferred equity
obligations, the ability to fund new and existilmguh commitments, to take advantage of new busigssrtunities and to satisfy other

operating requirements. The Company achieves ligliy maintaining a strong base of core customad§, maturing short-term assets, its
ability to sell securities, lines of credit, anctass to the financial and capital markets.

Liquidity for the Bank is managed through the moriitg of anticipated changes in loans, the investrpertfolio, core deposits and wholesale
funds, as well as the results of its operationscapdtal expenditures. The strength of the Banksidlity position is a result of its base of core
customer deposits. These core deposits are suppiediey wholesale funding sources that includeithegs with the other banking
institutions, the FHLB and the FRB.

The primary sources of liquidity for the parent gany are dividends from the Bank and access tadiahand capital markets. Dividends
from the Bank are limited by various regulatoryuigments related to capital adequacy and earniegds. The Bank relies on cash flows
from operations, core deposits, borrowings andtsleom liquid assets. Five Star Investment Serviedies on cash flows from operations and
funds from the parent company when necessary.

The Company’s cash and cash equivalents were $6illi8n as of June 30, 2012, up $4.2 million fro®7$6 million as of December 31, 2011.
Net cash provided by operating activities total28.8 million and the principal source of operatagiivity cash flow was net income adjus

for noncash income and expense items. Net cashimnisegesting activities totaled $143.5 million, wh included cash outflows of $83.3
million for net loan originations and $122.1 mitidrom net investment securities transactions/yaftset by $63.6 million in cash received
through the branch acquisition. Net cash providefifancing activities of $119.6 million was attited to a $74.1 million increase in deposits
and $50.1 million increase in short-term borrowingestly offset by a $4.3 million in dividend paynis.

-43-



Table of Contents

MANAGEMENT’S DISCUSSION AND ANALYSIS

Capital Resources

Banks and financial holding companies are subfegatious regulatory capital requirements adminégtdy state and federal banking agen
Failure to meet minimum capital requirements caultdn certain mandatory and possibly additioriatietionary actions by regulators that, if
undertaken, could have a direct material impadhenCompany’s consolidated financial statementgpit@eadequacy guidelines and,
additionally for banks, prompt corrective actiogukations, involve quantitative measures of assietsilities, and certain off-balance-sheet
items calculated under regulatory accounting ptastiCapital amounts and classifications are aibest to qualitative judgments by
regulators about components, risk weighting aneéroftctors.

Quantitative measures established by regulati@msure capital adequacy require the Company anBahlk to maintain minimum amounts
and ratios of Total and Tier 1 capital to risk-waied assets and of Tier 1 capital to average agsbts defined in the regulations). These
minimum amounts and ratios are included in theetdlelow.

The Company’s and the Bank’s Tier 1 capital cossi$tshareholders’ equity excluding unrealized gand losses on securities available for
sale (except for unrealized losses which have Hetrmined to be other than temporary and recodrageexpense in the consolidated
statements of income), goodwill and other intareyidsets and disallowed portions of deferred tsetasTier 1 capital for the Company
includes, subject to limitation, $17.5 million afgferred stock. The Company and the Bank'’s totpitabhare comprised of Tier 1 capital for
each entity plus a permissible portion of the aloge for loan losses.

The Tier 1 and total capital ratios are calculdtedlividing the respective capital amounts by righighted assets. Risk-weighted assets are
calculated based on regulatory requirements arddadotal assets, excluding goodwill and otheauigible assets and disallowed portions of
deferred tax assets, allocated by risk weight categnd certain off-balance-sheet items (primddbn commitments and standby letters of
credit). The leverage ratio is calculated by dingliTier 1 capital by adjusted quarterly averagal a$sets, which exclude goodwill and other
intangible assets and disallowed portions of detetax assets.

The following table reflects the ratios and the@inponents (dollars in thousands).

December 31

June 30,
2012 2011
Total shareholders’ equity $ 246,94t $ 237,19
Less: Unrealized gain on securities available &be,snet of ta; 14,48 13,57(
Unrecognized net periodic pension & postretiren
benefits (costs), net of t (12,220 (12,629
Disallowed goodwill and other intangible ass 43,85¢ 37,36¢
Disallowed deferred tax asst — 1,79¢
Tier 1 capital $ 200,82: $ 197,08t
Adjusted average total assets (for leverage capitqgdoses $2,428,73 $2,282,75!
Tier 1 leverage ratio (Tier 1 capital to adjustedrage tota
assets 8.27% 8.6%
Total Tier 1 capita $ 200,82: $ 197,08t
Plus: Qualifying allowance for loan loss 22,06( 20,23¢
Total risk-based capite $ 222,88: $ 217,32
Net risk-weighted asse! $1,762,71! $1,616,11!
Tier 1 capital ratio (Tier 1 capital to net r-weighted asset: 11.3% 12.2(%
Total risk-based capital ratio (Total risk-basegit to net risk-
weighted asset: 12.6%% 13.45%

-44-



Table of Contents

MANAGEMENT’S DISCUSSION AND ANALYSIS

The Company’s and the Bank’s actual and requirgdlagory capital ratios were as follows (dollarghousands):

For Capital
Actual Adequacy Purposes Well Capitalized
Amount Ratio Amount Ratio Amount Ratio
June 30, 201-
Tier 1 leverage Compan $200,82: 8.21%  $ 97,14¢ 400%  $121,43 5.00%
Bank 191,40° 7.9C 96,94 4.0C 121,17 5.0C
Tier 1 capital: Compan 200,82: 11.3¢ 70,50¢ 4.0C 105,76: 6.0C
Bank 191,40 10.8¢ 70,35 4.0C 105,53( 6.0C
Total risk-based capita Compan 222,88: 12.6¢ 141,01 8.0C 176,27 10.0C
Bank 213,41¢ 12.1z 140,70 8.0C 175,88t 10.0C
December 31, 201,
Tier 1 leverage Compan $197,08t 8.62%  $ 91,31( 4.0(%  $114,13¢ 5.0(%
Bank 184,63¢ 8.1C 91,19: 4.0C 113,99( 5.0C
Tier 1 capital: Compan 197,08t 12.2( 64,64¢ 4.0C 96,967 6.0C
Bank 184,63¢ 11.4¢ 64,44* 4.0C 96,66 6.0C
Total risk-based capita Compan 217,32! 13.4¢ 129,29( 8.0C 161,61: 10.0C
Bank 204,81 12.71 128,89( 8.0C 161,11: 10.0C

Regulatory capital ratios decreased as of Jun2@I® when compared to December 31, 2011 primasily wesult of the completed and
upcoming branch acquisitions. As previously disedssve leveraged our balance sheet through theigar®f short-term FHLB advances in
order to “pre-acquire” investment securities ini@pation of the branch acquisitions. In additigoodwill of $5.1 million and core deposit
intangibles of $1.4 million were recorded in corgtion with the acquisition of the First Niagarafches. Such goodwill and intangibles are
excluded from regulatory capital as calculated umegulatory accounting practices.

As previously discussed, in the second quarter 2012. banking regulators issued proposed rulethiot).S. adoption of the Basel Il
regulatory capital framework. The proposals nartgvdefinition of capital, increase the minimumdgsvof required capital, introduce capital
buffers and increase the risk weights for variosseticlasses. Based on our current capital conosind levels, we believe that we would be
in compliance with the requirements as set forttheaproposed rules if they were in effect at JB®e2012. See “New Proposed Capital Rules”
under the section titled “Recent Developments”udeld herein for additional information.

Dividend Restrictions

In the ordinary course of business the Compangjeddent upon dividends from Five Star Bank to idefunds for the payment of dividends
to shareholders and to provide for other cash remeénts. Banking regulations may limit the amoumtividends that may be paid. Approval
by regulatory authorities is required if the effe€tlividends declared would cause the regulatapjtal of the Bank to fall below specified
minimum levels. Approval is also required if divits declared exceed the net profits for that yearbined with the retained net profits for
preceding two years.

USE OF NON-GAAP FINANCIAL MEASURES

In addition to results presented in accordance Wi. GAAP, this report includes the non-GAAP fineth measure “efficiency ratio”. We
believe this non-GAAP financial measure provideseaningful base for period-fweriod comparisons and will assist investors inyaiag our
operating results and facilitating performance carigons with others in the banking industry. NonAFAmeasures have inherent limitations,
are not required to be uniformly applied and areaualited. Readers should be aware of these limitsnd should be cautious in their use of
such measures. To mitigate these limitations, we lpaocedures in place to ensure that these measreealculated using the appropriate
GAAP or regulatory components in their entirety am@énsure that its performance is properly refiédo facilitate consistent period-to-period
comparisons. Although we believe the efficiencyoranhances investors’ understanding of our busiaesl performance, this non-GAAP
measure should not be considered in isolation arshstitute for GAAP basis financial measuregestors should consider our performance
and financial condition as reported under GAAP alhdther relevant information when assessing @ufggmance or financial condition.

-45-



Table of Contents

MANAGEMENT’S DISCUSSION AND ANALYSIS

The efficiency ratio measures the amount of revédeéined as the sum of tax-equivalent net intdresime and noninterest income before net
gains and impairment charges on investment seesiriieeded to cover noninterest expenses. In aomedvith industry standards, we believe
that presenting net interest margin on a taxablévaéent basis, using a 35% effective federal e rallows comparability of net interest
margin with industry peers by eliminating the effetthe differences in portfolios attributabletbe proportion represented by both taxable
tax-exempt investments. A reconciliation of intéiesome to interest income on a fully taxable &glént basis and net interest income on a
taxable equivalent basis is presented in the tafodier “Net Interest Income and Net Interest Margin.

The following table provides: (i) a reconciliatiohnoninterest expense (GAAP) to adjusted nonistezgpense (non-GAAP); (ii) a
reconciliation of noninterest income (GAAP) to adpd noninterest income (non-GAAP); (iii) a comigta of adjusted total revenue (non-
GAAP); and (iv) a computation of the efficiencyicainon-GAAP) (dollars in thousands).

Three months ended Six months ended
June 30, June 30,
2012 2011 2012 2011

Noninterest expens $16,58 $15,15: $32,23¢ $30,50:
Significant items

Other real estate owned expel (22 (39) (59) (98)
Adjusted noninterest expense (-GAAP) A $16,55¢ $15,11«¢ $32,17¢ $30,40¢
Net interest income on a taxable equivalent k $21,95¢ $20,781 $43,40¢ $41,13¢
Noninterest incom 6,69( 4,97¢ 12,141 10,12:
Significant items

Net gain on disposal of investment securi (1,237 4 (1,56%) @)

Impairment charges on investment securi — — 91 —
Adjusted total revenue (n-GAAP) B $27,40¢ $25,751 $54,06¢ $51,25¢
Efficiency ratio (no-GAAP) A/B 60.41% 58.6&% 59.52% 59.32%
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ITEM 3. Quantitative and Qualitative Disclosures About Market Risk

Our primary market risk is interest rate risk, whis defined as the potential variability of ourréags that arises from changes in market
interest rates and the magnitude of the changarging points along the yield curve. Changes inkeginterest rates, whether they are
increases or decreases, can trigger repricingslaanges in the pace of payments for both assetBadmiities, which individually or in
combination may affect our net income, net inteiesdme and net interest margin, either positialyegatively.

The principal objective of the Company’s interegerrisk management is to evaluate the interestrisk inherent in certain assets and
liabilities, determine the appropriate level okrie the Company given its business strategy, dipgranvironment, capital and liquidity
requirements and performance objectives, and maihagésk consistent with the guidelines approvedhe Company’s Board of Directors.
The Company’s management is responsible for revigwiith the Board its activities and strategies, éffect of those strategies on net interest
income, the fair value of the portfolio and theeeffthat changes in interest rates will have orpthéfolio and exposure limits. Management
develops an Asset-Liability Policy that meets &gat objectives and regularly reviews the actigitdé the Bank.

The primary tool the Company uses to manage irtteags risk is a “rate shock” simulation to meastinerate sensitivity of the balance sheet.
Rate shock simulation is a modeling technique dgex$timate the impact of changes in rates onntetdést income and economic value of
equity. The Company measures net interest incorriskaby estimating the changes in net interesbiime resulting from instantaneous and
sustained parallel shifts in interest rates ofadéht magnitudes over a period of twelve and twémty months. This simulation is based on
management’s assumption as to the effect of inteaés changes on assets and liabilities and assarparallel shift of the yield curve. It also
includes certain assumptions about the futurenmiof loans and deposits in response to changesgeirest rates. Further, it assumes that
delinquency rates would not change as a resulhafiges in interest rates, although there can lassarance that this will be the case. While
this simulation is a useful measure as to net@stancome at risk due to a change in interessrétes not a forecast of the future results and i
based on many assumptions that, if changed, cauiseca different outcome.

In addition to the changes in interest rate scendisted above, the Company typically runs otltenarios to measure interest rate risk, which
vary depending on the economic and interest ratg@rmments.

The Company has experienced no significant chaimgesrket risk due to changes in interest ratesesihe Company’s Annual Report on
Form 10-K for the year ended December 31, 201Ekdlstarch 9, 2012, as filed with the Securities Brdhange Commission.

ITEM 4.  Controls and Procedures
Evaluation of disclosure controls and procedures

As of June 30, 2012, the Company carried out atuatian, under the supervision and with the pgstiion of the Company’s management,
including the Company’s Chief Executive Officer adlief Financial Officer, of the effectiveness bétdesign and operation of the Company’
disclosure controls and procedures pursuant to R2ae15(b), as adopted by the Securities and Exggh@ommission (“SEC”) under the
Securities Exchange Act of 1934 (“Exchange Act’asBd upon that evaluation, the Chief Executived®ffand Chief Financial Officer
concluded that the Company’s disclosure controtsncedures were effective as of the end of thiegeovered by this report.

Disclosure controls and procedures are the cordirofisother procedures that are designed to ensareformation required to be disclosed in
the reports that the Company files or submits utlselExchange Act is recorded, processed, sumndaaizé reported within the time periods
specified in the SEC’s rules and forms. Disclostoetrols and procedures include, without limitatioantrols and procedures designed to
ensure that information required to be disclosetthénreports that the Company files or submits uitte Exchange Act is accumulated and
communicated to management, including the Chietkltree Officer and Chief Financial Officer, as appriate, to allow timely decisions
regarding required disclosure.

Changesin internal control over financial reporting

There were no changes in the Comparigternal control over financial reporting thatowed during the quarter ended June 30, 201Zhtnad
materially affected, or are reasonably likely totenglly affect, the Company’s internal control o¥i@mancial reporting.
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PART Il. OTHER INFORMATION
ITEM 1. Legal Proceedings

The Company has experienced no material developnireits legal proceedings from the disclosureuded in the Company’s Annual Report
on Form 10-K for the year ended December 31, 284ated March 9, 2012, as filed with the Securitied Exchange Commission.

ITEM 1A. Risk Factors

The Company has experienced no material changesrisk factors from the disclosure included ie thompany’s Annual Report on Form 10-
K for the year ended December 31, 2011, dated Mar@912, as filed with the Securities and ExchaBgmmission.

ITEM 6. Exhibits
(@) The following is a list of all exhibits filed or @orporated by reference as part of this Rej

Exhibit

Number Description Location

10.1 Amended and Restated Executive Agreement betwemméial Institutions Incorporated by reference to Exhibit 10.1 of therko
Inc. and Peter G. Humphr 8-K, dated July 5, 201

10.2 Amended and Restated Executive Agreement betwemméial Institutions Incorporated by reference to Exhibit 10.2 of therko
Inc. and Martin K. Birminghar 8-K, dated July 5, 201

10.3 Executive Agreement between Financial Institutions, and Karl F. Krebsincorporated by reference to Exhibit 10.3 of therko

8-K, dated July 5, 201

10.4 Executive Agreement between Financial Institutidns, and Ronal Incorporated by reference to Exhibit 10.4 of therf
Mitchell McLaughlin 8-K, dated July 5, 201

10.5 Executive Agreement between Financial Institutions, and Kenneth v Incorporated by reference to Exhibit 10.5 of therk
winn 8-K, dated July 5, 201

10.6 Separation and release agreement between Fiv8&tarand George D. Incorporated by reference to Exhibit 10.6 of therfro
Hagi 8-K, dated July 5, 201

311 Certification pursuant to Section 302 of the Sadsa@®xley Act of 2002 - Filed Herewith
Principal Executive Office

31.2 Certification pursuant to Section 302 of the Sadsa®xley Act of 2002 - Filed Herewith
Principal Financial Office

32 Certification pursuant to18 U.S.C. Section 1350a@aspted pursuant’ Filed Herewith

Section 906 of the Sarbal-Oxley Act of 200z
*101.INS XBRL Instance Documer
*101.SCF XBRL Taxonomy Extension Schema Docum
*101.CAL XBRL Taxonomy Extension Calculation Linkbase Docutr
*101.LAB XBRL Taxonomy Extension Label Linkbase Docum
*101.PRE XBRL Taxonomy Extension Presentation Linkbase Doent

*101.DEF XBRL Taxonomy Extension Definition Linkbase Docunh
* Pursuant to Rule 406T of Regulatio-T, the information in this exhibit shall not be deed to be‘filed” for purposes of Section 18 of t
Securities Exchange Act of 1934, or otherwise stthijethe liability of that section, and shall & incorporated by reference into any

registration statement, prospectus or other doctifiled under the Securities Act of 1933, or the@éies Exchange Act of 1934, except
as shall be expressly set forth by specific refegen such filings
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SIGNATURES

Pursuant to the requirements of the Securities &xgé Act of 1934, the Registrant has duly causeddiport to be signed on its behalf by the
undersigned, thereunto duly authorized.

FINANCIAL INSTITUTIONS, INC.

/s/ Peter G. Humphrey , August 7, 201:
Peter G. Humphre

President and Chief Executive Offic

(Principal Executive Officer

/sl Karl F. Krebs , August 7, 201:
Karl F. Krebs

Executive Vice President and Chief Financial Offi

(Principal Financial and Principal Accounting O#ig
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Exhibit 31.1

Certification of Principal Executive Officer
Pursuant to Section 302 of the Sarbanes-Oxley Acf 2002

I, Peter G. Humphrey, certify that:
1. | have reviewed this quarterly report on Forn-Q of Financial Institutions, Inc

2. Based on my knowledge, this report does not coraynuntrue statement of a material fact or omgtéte a material fact necess
to make the statements made, in light of the cistances under which such statements were madmisleading with respect to
the period covered by this repc

3.  Based on my knowledge, the financial statemandsother financial information included in thipoet, fairly present in all material
respects the financial condition, results of operstand cash flows of the registrant as of, amdtfe periods presented in this
report;

4. The registrar's other certifying officer(s) and | are responsiloleestablishing and maintaining disclosure cdstemd procedure
(as defined in Exchange Act Rules 13a-15(e) and1Bgd)) and internal control over financial repogtiias defined in Exchange
Act Rules 13-15(f) and 15-15(f)) for the registrant and hav

(@) Designed such disclosure controls and proceduregused such disclosure controls and proceduties tiesigne:
under our supervision, to ensure that materiakinégion relating to the registrant, including itheolidated
subsidiaries, is made known to us by others withase entities, particularly during the period ihigh this report is
being preparec

(b) Designed such internal control over financial réipgr, or caused such internal control over finahi@aorting to be
designed under our supervision, to provide readeregsurance regarding the reliability of financegorting and the
preparation of financial statements for externappses in accordance with generally accepted atioguprinciples;

(c) Evaluated the effectiveness of the registratisslosure controls and procedures and presenttdsi report our
conclusions about the effectiveness of the disctsantrols and procedures, as of the end of tHegeovered by thi
report based on such evaluation; i

(d) Disclosed in this report any change in the regi’s internal control over financial reporting thatooed during the
registrant’s most recent fiscal quarter (the regigts fourth fiscal quarter in the case of an aimeport) that has
materially affected, or is reasonably likely to evally affect, the registrant’s internal contraes financial reporting;
and

5.  The registrar's other certifying officer(s) and | have discloskdsed on our most recent evaluation of internafrobover financia
reporting, to the registrant’s auditors and theiteemnmittee of the registrant’s board of directfws persons performing the
equivalent functions)

(@) All significant deficiencies and material weakges in the design or operation of internal cootrer financial
reporting which are reasonably likely to adversafgct the registrant’ ability to record, process, summarize and re
financial information; ant

(b) Any fraud, whether or not material, that invedvmanagement or other employees who have a s@gnifiole in the
registran’s internal control over financial reportir

Date: August 7, 2012 /sl Peter G. Humphrey
Peter G. Humphre
President and Chief Executive Offic




Exhibit 31.2

Certification of Principal Financial Officer
Pursuant to Section 302 of the Sarbanes-Oxley Acf 2002

I, Karl F. Krebs, certify that:
1. | have reviewed this quarterly report on Forn-Q of Financial Institutions, Inc

2. Based on my knowledge, this report does not coraynuntrue statement of a material fact or omgtéte a material fact necess
to make the statements made, in light of the cistances under which such statements were madmisleading with respect to
the period covered by this repc

3.  Based on my knowledge, the financial statemandsother financial information included in thipoet, fairly present in all material
respects the financial condition, results of operstand cash flows of the registrant as of, amdtfe periods presented in this

report;

4. The registrar's other certifying officer(s) and | are responsiloleestablishing and maintaining disclosure cdstemd procedure
(as defined in Exchange Act Rules 13a-15(e) and1Bgd)) and internal control over financial repogtiias defined in Exchange
Act Rules 13-15(f) and 15-15(f)) for the registrant and hav

(@)

(b)

()

(d)

Designed such disclosure controls and proceduresgused such disclosure controls and proceduties tiesigne:
under our supervision, to ensure that materiakinégion relating to the registrant, including itheolidated
subsidiaries, is made known to us by others withase entities, particularly during the period ihigh this report is
being preparec

Designed such internal control over financial réipgr, or caused such internal control over finahi@aorting to be
designed under our supervision, to provide readeregsurance regarding the reliability of financegorting and the
preparation of financial statements for externappses in accordance with generally accepted atioguprinciples;

Evaluated the effectiveness of the registratisslosure controls and procedures and presenttdsi report our
conclusions about the effectiveness of the disctsantrols and procedures, as of the end of tHegeovered by thi
report based on such evaluation; i

Disclosed in this report any change in the regi’s internal control over financial reporting thatooed during tht
registrant’s most recent fiscal quarter (the regigts fourth fiscal quarter in the case of an aimeport) that has
materially affected, or is reasonably likely to evally affect, the registrant’s internal contraes financial reporting;
and

5.  The registrar's other certifying officer(s) and | have discloskdsed on our most recent evaluation of internafrobover financia
reporting, to the registrant’s auditors and theiteemnmittee of the registrant’s board of directfws persons performing the
equivalent functions)

(@)

(b)

Date: August 7, 2012

All significant deficiencies and material weakses in the design or operation of internal cootrer financial
reporting which are reasonably likely to adversafgct the registrant’ ability to record, process, summarize and re
financial information; ant

Any fraud, whether or not material, that invedymanagement or other employees who have a simiifiole in the
registran’s internal control over financial reportir

/s Karl F. Krebs
Karl F. Krebs
Chief Financial Office




Exhibit 32

Certification pursuant to
18 U.S.C. Section 1350,
as adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002

Peter G. Humphrey, President and Chief Executiie@f and Karl F. Krebs, Chief Financial Officefrkinancial Institutions, Inc. (the
“Company”), each certify in his capacity as ana#fi of the Company that he has reviewed the QuaReport of the Company on Form 10-Q
for the period ended June 30, 2012 and that tbéiseof his knowledge:

1. The Report fully complies with the requirementsSefiction 13(a) or 15(d) of the Securities Exchangeoh 1934; anc

2. Theinformation contained in the Report fairly mets, in all material respects, the financial ctiadiand results of operations
the Company

Date:August 7, 201: /s/ Peter G. Humphrey
Peter G. Humphre
President and Chief Executive Offic
(Principal Executive Officer

Date:August 7, 201. /sl Karl F. Krebs

Karl F. Krebs
Chief Financial Office
(Principal Financial Officer

The purpose of this statement is solely to compth Witle 18, Chapter 63, Section 1350 of the Uthi&tates Code, as amended by Section 906
of the Sarbanes-Oxley Act of 2002. A signed origofahis written statement required by Section #@8 been provided to Financial

Institutions, Inc. and will be retained by Finarddisstitutions, Inc. and furnished to the Secustéd Exchange Commission or its staff upon
request



