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PART |

FORWARD LOOKING INFORMATION

Statements in this Annual Report on Form 10-K #ratbased on other than historical data are forlearking within the meaning of the
Private Securities Litigation Reform Act of 199%rward-looking statements provide current expeatatior forecasts of future events and
include, among others:

. statements with respect to the beliefs, plans,cbibgs, goals, guidelines, expectations, anticgretj and future financial conditic
results of operations and performance of Finanngtitutions, Inc. (“the parent” or “FII”) and isubsidiaries (collectively “the
Company” “we/” “our” “u¢”); and

. statements preceded by, followed by or that iskelthe words “may,” “could,” “should,” “would,” “Heeve,

“estimate” “expect” “intend” “plan” “projects” or similar expression:

anticipate,”

These forward-looking statements are not guaramtefegure performance, nor should they be relipdruas representing management’s
views as of any subsequent date. Forwaading statements involve significant risks anademainties and actual results may differ mateyi
from those presented, either expressed or imgheithis Annual Report on Form 10-K, including, mdt limited to, those presented in the
Management'’s Discussion and Analysis of Financ@dition and Results of Operations. Factors thghintause such differences include,
but are not limited to:

. If we experience greater credit losses than amtiegh earnings may be adversely impac

. Geographic concentration may unfavorably impactaperations

. We depend on the accuracy and completeness ofmat@n about or from customers and counterpai

. We are subject to environmental liability risk agated with our lending activitie:

. Our indirect lending involves risk elements in diohi to normal credit risk

. We are highly regulated and may be adversely affeby changes in banking laws, regulations andlaégy practices

. Ongoing financial reform legislation may resultriew regulations that could require us to maintégher capital levels and/or
increase our costs of operations or limit certaiivities or lines of busines

. New or changing tax, accounting, and regulatorgs@nd interpretations could significantly impagt strategic initiatives, resul
of operations, cash flows, and financial conditi

. If our security systems, or those of merchanesamant acquirers or other third parties contaimifigrmation about customers, are
compromised, we may be subject to liability and dgento our reputatiol

. We could be subject to losses if we fail to propsdfeguard sensitive and confidential informat

. Our information systems may experience an inteilwapr breach in securit

. We rely on other companies to provide key companehbur business infrastructu

. We may not be able to attract and retain skilleabfeand our ongoing leadership transition may risiacessful

. The potential for business interruption exists tigioout our organizatiot

. Acquisitions may disrupt our business and dilut@sholder value

. We are subject to interest rate ri

. Our business may be adversely affected by conditiomthe financial markets and economic conditigeserally;

. Our earnings are significantly affected by thedlsend monetary policies of the federal governnagat its agencie:

. The soundness of other financial institutions cadsersely affect u:

. We may be required to recognize an impairment ofigall:

. We operate in a highly competitive industry and keaarea

. Severe weather, natural disasters, acts of warmrism, and other external events could signifiigaimpact our busines
. Liquidity is essential to our business

. We may need to raise additional capital in theriand such capital may not be available on acb&ptarms or at al
. We rely on dividends from our subsidiaries for mafsbur revenue

. The market price for our common stock varies, amd should purchase common stock for -term investment only

. We may issue debt and equity securities or sgesiiconvertible into equity securities, any of @thmay be senior to our common
stock as to distributions and in liquidation, whadbuld negatively affect the value of our commarckt
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. We may not pay dividends on our common stock;
. Our certificate of incorporation, our bylaws, aredtain banking laws contain a-takeover provisions

We caution readers not to place undue reliancengricaward-looking statements, which speak onlpfhe date made, and advise readers
that various factors, including those describedvaboould affect our financial performance and dazduse our actual results or
circumstances for future periods to differ matéyifiom those anticipated or projected. See alsmIfiA, Risk Factors, in this Form 10-K for
further information. Except as required by law, dgenot undertake, and specifically disclaim anyigdilon to publicly release any revisions
to any forward-looking statements to reflect thewoence of anticipated or unanticipated eventsiroumstances after the date of such
statements.
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ITEM 1. BUSINESS
GENERAL

Financial Institutions, Inc. is a financial holdiogmpany organized in 1931 under the laws of Newk\8iate (“New York” or “NYS”).
Through its subsidiaries, including its wholly-ovdh@&lew York chartered banking subsidiary, Five &ank, Financial Institutions, Inc.
provides a broad array of deposit, lending andrdihancial services to retail, commercial, and meipal customers in Western and Central
New York. All references in this Annual Report oorfn 1(-K to the parent are to Financial Institutions,.I€11"). Unless otherwise
indicated, or unless the context requires otherveiBeeferences in this Annual Report on Form 1@Kthe Company,” “we,” “our” or “us”
means Financial Institutions, Inc. and its subsid&on a consolidated basis. Five Star Bank exredl to as Five Star Bank, “FSB” or “the
Bank”. Fll is a legal entity separate and distifnotn its subsidiaries, assisting those subsididneproviding financial resources and
oversight. Our executive offices are located at Rib@rty Street, Warsaw, New York.

We conduct business primarily through our bankimgstdiary, Five Star Bank, which adopted its curreame in 2005 when we merged three
of our bank subsidiaries, Wyoming County Bank, biadl Bank of Geneva and Bath National Bank intoldew York chartered bank
subsidiary, First Tier Bank & Trust, which was rere Five Star Bank. In addition, our business djmra include a wholly-owned broker-
dealer and investment adviser subsidiary, Five I8tastment Services, Inc. (“FSIS”).

Our Business Strategy

Our business strategy has been to maintain a coityrhank philosophy, which consists of focusingaord understanding the individualized
banking needs of the businesses, professionalsthed residents of the local communities surroug@iar banking centers. We believe this
focus allows us to be more responsive to our custsnmeeds and provide a high level of personalisethat differentiates us from larger
competitors, resulting in long-standing and broadda banking relationships. Our core customerprarerily comprised of small- to
medium-sized businesses, individuals and commuamggnizations who prefer to build a banking relagioip with a community bank that
offers and combines high quality, competitivelygaed 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 competitidvantage over larger banks, which tend
to consolidate decision-making authority outsidealacommunities.

A key aspect of our current business strategy fester a community-oriented culture where our aongtrs and employees establish long-
standing and mutually beneficial relationships. Mééeve that we are welesitioned to be a strong competitor within our kedarea becau
of our focus on community banking needs and cust@®erice, 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 anchkigality loan portfolio.

MARKET AREAS AND COMPETITION

We provide a wide range of banking and financiabises to individuals, municipalities and businesgough a network of over 50 offices
and an extensive ATM network in fifteen contiguaesinties of Western and Central New York: Allega@gitaraugus, Cayuga, Chautauqua,
Chemung, Erie, Genesee, Livingston, Monroe, Ont@iteans, Seneca, Steuben, Wyoming and Yatesiesuftur banking activities,

though concentrated in the communities where wetaiai branches, also extend into neighboring cesntn addition, we have expanded
consumer indirect lending presence to the Capiistriot of New York and Northern Pennsylvania.

Our market area is economically diversified in thatserve both rural markets and the larger mdheesit markets of suburban Rochester
suburban Buffalo. Rochester and Buffalo are thelawgest metropolitan areas in New York outsidélefv York City, with a combined
metropolitan area of over two million people. Wéicpate continuing to increase our presence inamodnd these metropolitan statistical
areas in the coming years.

We face significant competition in both making lsand attracting deposits, as both Western and@&tw York have a high density of
financial institutions. Our competition for loansnges principally from commercial banks, savingskisasavings and loan associations,
mortgage banking companies, credit unions, inswaompanies and other financial service compafiasmost direct competition for
deposits has historically come from commercial Isaskvings banks and credit unions. We face additicompetition for deposits from non-
depository competitors such as the mutual fundstrgusecurities and brokerage firms and insuraocepanies. We generally compete with
other financial service providers on factors sushevel of customer service, responsiveness ttmmes needs, availability and pricing of
products, and geographic location.
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The following table presents the Bank’s market stprcentage for total deposits as of June 30,,20 ach county where we have
operations. The table also indicates the rankinddposit size in each market. All information ie tiable was obtained from SNL Financia
Charlottesville, Virginia, which compiles depositd published by the FDIC as of June 30, 2012 addtes the information for any bank
mergers and acquisitions completed subsequeneteporting date.

Market Market Number of
County Share Rank Branches
Allegany 6.6% 4 1
Cattaraugu: 24.(% 2 5
Cayuge 3.€% 11 1
Chautauqui 1.2% 9 1
Chemunc 17.1% 3 3
Erie 0.4% 12 3
Genesel 20.2% 3 5
Livingston 30.7% 1 5
Monroe 1.€% 9 5
Ontario 13.9% 3 5
Orleans 23.™% 2 2
Senec: 20.7% 2 2
Steuber 28.6% 1 7
Wyoming 46.8% 1 5
Yates 38.% 1 2

INVESTMENT ACTIVITIES

Our investment policy is contained within our ovkAsset-Liability Management and Investment Poligis policy dictates that investment
decisions will be made based on the safety ofrttaestment, liquidity requirements, potential resjrcash flow targets, need for collateral and
desired risk parameters. In pursuing these objestwe consider the ability of an investment tosjote earnings consistent with factors of
quality, maturity, marketability, pledgeable natared risk diversification. Our Treasurer, guidedoby Asset-Liability Committee (“ALCO),

is responsible for investment portfolio decisiorithim the established policies.

Our investment securities strategy centers on giogiliquidity to meet loan demand and redeemiagilities, meeting pledging
requirements, managing credit risks, managing dhvietarest rate risks and maximizing portfolio ieOur current policy generally limits
security purchases to the following:

. U.S. treasury securitie

. U.S. government agency securities, which arergiesslissued by official Federal government bodig. the Government
National Mortgage Associatio"GNMA”) and U.S. government-sponsored enterpriSBE") securities, which are securities
issued by independent organizations that are ingp@nsored by the federal government (e.g., tikefdé Home Loan Bank
(“FHLB") system, the Federal National Mortgage Asistion (“FNMA”), the Federal Home Loan Mortgager@oration
(“FHLMC"), the Small Business Administratio“ SBA”) and the Federal Farm Credit Burez

. Mortgage-backed securities (“MBS”) include mogdgebacked pass-through securities (“pass-througimsl)collateralized
mortgage obligations“CMQ”") issued by GNMA, FNMA and FHLMC

. Investment grade municipal securities, includiegenue, tax and bond anticipation notes, stattt@tallment notes and general
obligation bonds

. Certain creditworthy L-rated securities issued by municipaliti

. Certificates of deposi

. Equity securities at the holding company level,

. Limited partnership investments in Small Businessestment Companie
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LENDING ACTIVITIES
General

We offer a broad range of loans including comméimisiness and revolving lines of credit, commednciartgages, equipment loans,
residential mortgage loans and home equity loaddiaes of credit, home improvement loans, autortedbians and personal loans. Newly
originated and refinanced fixed rate residentiatitgeige loans are either retained in our portfofisad to the secondary market with
servicing rights retained.

We continually evaluate and update our lendinggyolihe key elements of our lending philosophytdel the following:

. To ensure consistent underwriting, employees msligte a common view of the risks inherent in legdictivities as well as the
standards to be applied in underwriting and martagiadit risk;

. Pricing of credit products should be -based
. The loan portfolio must be diversified to limit thetential impact of negative events; ¢

. Careful, timely exposure monitoring through dymanmse of our risk rating system is required tovie early warning and assure
proactive management of potential proble

Commercial Business and Commercial Mortgage Lending

We originate commercial business loans in our prynmaarket areas and underwrite them based on ttreweer’s ability to service the loan
from operating income. We offer a broad range oficercial lending products, including term loans &nes of credit. Short and medium-
term commercial loans, primarily collateralizeds amade available to businesses for working cafiteluding inventory and receivables),
business expansion (including acquisition of rashte, expansion and improvements) and the purafaspiipment. Commercial business
loans are offered to the agricultural industrygbort-term crop production, farm equipment andsisek financing. As a general practice,
where possible, a collateral lien is placed on agjlable real estate, equipment or other assatedwy the borrower and a personal
guarantee of the owner is obtained. As of DecerBbheR012, $84.3 million, or 33%, of our aggregaimmercial business loan portfolio wi
at fixed rates, while $174.4 million, or 67%, weitevariable rates.

We also offer commercial mortgage loans to finaheepurchase of real property, which generally sia®f real estate with completed
structures and, to a smaller extent, agricultugal estate financing. Commercial mortgage loansecared by first liens on the real estate
are typically amortized over a 10 to 20 year peridie underwriting analysis includes credit vegfion, appraisals and a review of the
borrower’s financial condition and repayment capads of December 31, 2012, $142.4 million, or 34%oour aggregate commercial
mortgage portfolio were at fixed rates, while $37illion, or 66%, were at variable rates.

We utilize government loan guarantee programs wheadable and appropriate.

Government Guarantee Programs

We participate in government loan guarantee prograffered by the SBA, U.S. Department of AgricudtuRural Economic and Community
Development and Farm Service Agency, among otlderef December 31, 2012, we had loans with an agdeeprincipal balance of $62.8
million that were covered by guarantees under tpesgrams. The guarantees typically only coverrgagepercentage of these loans. By
participating in these programs, we are able taden our base of borrowers while minimizing creigk.

Residential Mortgage Lending

We originate fixed and variable rate one-to-founiig residential mortgages collateralized by owpnecupied properties located in our ma
areas. We offer a variety of real estate loan prtejwvhich are generally amortized over periodsmfo 30 years. Loans collateralized by one-
to-four family residential real estate generallyd&een originated in amounts of no more than 80&ppraised value or have mortgage
insurance. Mortgage title insurance and hazardamae are normally required. We sell certain ontstw family residential mortgages to the
secondary mortgage market and typically retairrigii® to service the mortgages. To assure maximalabsity of the residential loan

products for possible resale, we have formally ¢elbthe underwriting, appraisal, and servicing gliiees of the FHLMC as part of our
standard loan policy. As of December 31, 2012 residential mortgage servicing portfolio totaled$2 million, the majority of which has
been sold to FHLMC. As of December 31, 2012, osidential mortgage loan portfolio totaled $133.%iom, or 8% of our total loan

portfolio. We do not engage in sub-prime or othighkrisk residential mortgage lending as a linesakiness.

-7-



Table of Contents

Consumer Lending

We offer a variety of loan products to our consumestomers, including home equity loans and lifegedit, automobile loans, secured
installment loans and various other types of setarel unsecured personal loans. At December 32, 20istanding consumer loan balances
were concentrated in indirect automobile loanstamme equity products.

We originate indirect consumer loans for a mix efvand used vehicles through franchised new cdeded he consumer indirect loan
portfolio is primarily comprised of loans with tesrthat typically range from 36 to 84 months. Weéhaxpanded our relationships with
franchised new car dealers in Western, CentratlamcCapital District of New York, and Northern Peyivania. As of December 31, 2012,
our consumer indirect portfolio totaled $586.8 iaill, or 34% of our total loan portfolio. The consemindirect loan portfolio is primarily
fixed rate loans with relatively short durations.

We also originate, independently of the indireeins described above, consumer automobile loangatémnal vehicle loans, boat loans,
home improvement loans, closed-end home equitysldamme equity lines of credit, personal loanslétetalized and uncollateralized) and
deposit account collateralized loans. The terntb@de loans typically range from 12 to 180 montit\aary based upon the nature of the
collateral and the size of loan. The majority af tonsumer lending program is underwritten on argecbasis using the customer’'s home or
the financed automobile, mobile home, boat or r@aal vehicle as collateral. As of December 31,2 $152.9 million, or 53%, of our
home equity portfolio was at fixed rates, while $I3million, or 47%, was at variable rates. Appmately 69% of the loans in our home
equity portfolio are first lien positions at Deceent31, 2012. The other consumer portfolio total2é.8 million as of December 31, 2012, all
but $1.3 million of which were fixed rate loans.

Credit Administration

Our loan policy establishes standardized undemygrigiuidelines, as well as the loan approval proaagsthe committee structures necessary
to facilitate and ensure the highest possible tpaality decision-making in a timely and businesslikanner. The policy establishes
requirements for extending credit based on the siglerating and type of credit involved. The pglialso sets limits on individual loan offic
lending authority and various forms of joint lengliauthority, while designating which loans are iegflito be approved at the committee
level.
Our credit objectives are as follows:

. Compete effectively and service the legitimate itnegleds of our target mark

. Enhance our reputation for superior quality ancetindelivery of products and servict

. Provide pricing that reflects the entire relatidpsiind is commensurate with the risk profiles of barrowers

. Retain, develop and acquire profitable, n-product, value added relationships with high qudldrrowers

. Focus on government guaranteed lending and eésdtabkpecialization in this area to meet the neétlse small businesses in our
communities; an

. Comply with the relevant laws and regulatic

Our policy includes loan reviews, under the sumovi of the Audit and Risk Oversight committeeshaf Board of Directors and directed by
our Chief Risk Officer, in order to render an indegent and objective evaluation of our asset qualitl credit administration process.

Risk ratings are assigned to loans in the commldvasiness and commercial mortgage portfolios. fi$leratings are specifically used as
follows:

. Profile the risk and exposure in the loan portfalial identify developing trends and relative lewlssk;
. Identify deteriorating credit:

. Reflect the probability that a given customer majadlt on its obligations; ar

. Assist with risl-based pricing

Through the loan approval process, loan administrand loan review program, management seeksrncmusly monitor our credit risk
profile and assesses the overall quality of the jpartfolio and adequacy of the allowance for lt@sses.

We have several procedures in place to assist intai@ing the overall quality of our loan portfoliDelinquent loan reports are monitored by
credit administration to identify adverse levelsl arends. Loans, including impaired loans, are gaheclassified as non-accruing if they are
past due as to maturity or payment of principahterest for a period of more than 90 days, unsesh loans are wetlellateralized and in tr
process of collection. Loans that are on a cuipaegment status or past due less than 90 days mayalclassified as non-accruing if
repayment in full of principal and/or interest iscertain.
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Allowance for Loan Losses

The allowance for loan losses is established thralgrges to earnings in the form of a provisiaridan losses. The allowance reflects
management’s estimate of the amount of probablellmsses in the portfolio, based on factors such as

. Specific allocations for individually analyzed citsd

. Risk assessment proce

. Historical net charc-off experience

. Evaluation of the loan portfolio with loan reviev

. Levels and trends in delinquent and -accruing loans
. Trends in volume and terms of loa

. Effects of changes in lending polic

. Experience, ability and depth of managem

. National and local economic trends and conditi

. Concentrations of credi

. Interest rate environmer

. Customer leveragt

. Information (availability of timely financial infanation); anc
. Collateral values

Our methodology in the estimation of the allowafardoan losses includes the following:

1. Impaired commercial business and commercial gagd loans, generally in excess of $50 thousanceai@ved individually and
assigned a specific loss allowance, if considesséssary, in accordance with U.S. generally acdegteounting principles*GAAP”).

2.  Theremaining portfolios of commercial businasd commercial mortgage loans are segmented byaiisig into the following loan
classification categories: uncriticized or pasgcsl mention, substandard and doubtful. Uncriéidiipans, special mention loans,

substandard loans and all doubtful loans not asdignspecific loss allowance are assigned allowaheeations based on historical net

loan charge-off experience for each of the respedtian categories, supplemented with additiorsd¢mes amounts, if considered

necessary, based upon qualitative factors. Thealitative factors include the levels and trenddefinquent and non-accruing loans,
trends in volume and terms of loans, effects ohgea in lending policy, experience, ability, angttheof management, national and
local economic trends and conditions, concentratfreredit, interest rate environment, customeeiage, information (availability of
timely financial information), and collateral vakjeamong other:

3. Theretail loan portfolio is segmented into thkowing types of loans: residential real estdteme equity (home equity loans and lines

of credit), consumer indirect and other consumdowfance allocations for the real estate relatesh Iportfolios (residential and home
equity) are based on the average loss experiented@revious eight quarters, supplemented witlitative factors similar to the

elements described above. Allowance allocationshfierconsumer indirect and other consumer pordgai@ based on vintage analyses

performed with historical loss experience at 36 themnd 24 months aging, respectively. The allooatbn these portfolios are also
supplemented with qualitative facto

Management presents a quarterly review of the agqof the allowance for loan losses to our Bodricectors based on the methodology

described above. See also the section titled “Adloge for Loan Losses” in Part Il, Item 7, “ManagaiteDiscussion and Analysis of
Financial Condition and Results of Operations”to$ tAnnual Report on Form 10-K.
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SOURCES OF FUNDS

Our primary sources of funds are deposits, borrofvads, scheduled amortization and prepaymentsin€ipal from loans and mortgage-
backed securities, maturities and calls of investmsecurities and funds provided by operations.

Deposits

We maintain a full range of deposit products antbants to meet the needs of the residents anddsssn in our primary service area.
Products include an array of checking and saviegsunt programs for individuals and businessedydtiitg money market accounts,
certificates of deposit, sweep investment capaslias well as Individual Retirement Accounts atietoqualified plan accounts. We rely
primarily on competitive pricing of our deposit grets, customer service and long-standing relatipsswith customers to attract and retain
these deposits and seek to make our services cemvén the community by offering 24-hour ATM acsed some of our facilities, access to
other ATM networks available at other local finaaigénstitutions and retail establishments, andpietae banking services including account
inquiry and balance transfers. We also take adganéthe use of technology by allowing our custmimnking access via the Internet and
various advanced systems for cash management fdausiness customers.

We had no traditional brokered deposits at Decer@beR012; however, we do participate in the Cette of Deposit Account Registry
Service (“CDARS”) and Insured Cash Sweep (“ICS)gmams, which enable depositors to receive FDIGrarsce coverage for deposits
otherwise exceeding the maximum insurable amoumbUgh these programs, deposits in excess of tx@mmen insurable amount are plac
with multiple participating financial institutionReciprocal CDARS deposits and ICS deposits tothédd0 million and $18.1 million,
respectively, at December 31, 2012.

Borrowings

We have access to a variety of borrowing sourcdsuar both short-term and long-term borrowingsufgpsrt our asset base. Borrowings
from time-to-time include federal funds purchasssturities sold under agreements to repurchas€thB advances. We also offer
customers a deposit account that sweeps balanesséss of an agreed upon target amount into ayjlrnépurchase agreements.

OPERATING SEGMENTS

Our primary operating segment is our subsidiankb&$B. Our brokerage subsidiary, FSIS, is alsarggban operating segment; however, it
does not meet the applicable thresholds for sepdiatiosure requirements.

OTHER INFORMATION

All of the reports we file with the SEC, includitigis Annual Report on Form 10-K, Quarterly RepartsForm 10-Q and Current Reports on
Form 8K, as well as any amendments thereto may be retha @ublic reference facility maintained by theCS#t its public reference room
100 F. Street, N.E., Room 1580, Washington, DC 2G&# copies of all or any part thereof may beiabthfrom that office upon payment
the prescribed fees. You may call the SEC at 1-88Q-0330 for further information on the operatidthe public reference room and you
can request copies of the documents upon paymentioplicating fee, by writing to the SEC. In aduif the SEC maintains a website that
contains reports, proxy and information statemantsother information regarding registrants, incigdus, that file electronically with the
SEC which can be accessed at www.sec.gov.

We also make available, free of charge, throughwabsite, all reports filed with the SEC, includiogr Annual Reports on Form 10-K,
Quarterly Reports on Form 10-Q and Current RepmrtBorm 8-K, as well as any amendments to thosart®ms soon as reasonably
practicable after those documents are filed witlfumished to, the SEC. These filings may be viglg accessing theompany Filings
subsection of th8&EC Filingssection under thinvestor Relationsab on our website_( www.fiiwarsaw.cominformation available on our
website is not a part of, and is not incorporated,ithis Annual Report on Form 10-K.
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SUPERVISION AND REGULATION

The Company and our subsidiaries are subject extamsive system of laws and regulations thatraemded primarily for the protection of
customers and depositors and not for the protecti@ur security holders. These laws and regulatgovern such areas as capital,
permissible activities, allowance for loan losdeans and investments, and rates of interest Hrabe charged on loans. Described below are
elements of selected laws and regulations. Theriggisns are not intended to be complete and a&difipd in their entirety by reference to

the full text of the statutes and regulations desct.

Holding Company Regulation. As a bank holding company and financial holdiognpany, we are subject to comprehensive reguléon
the Board of Governors of the Federal Reserve 8ydtequently referred to as the Federal Resenar®@¢'FRB”), under the Bank Holding
Company Act, as amended by, among other laws, tam@-Leach-Bliley Act of 1999 (the “Gramm-LeachdBli Act”), and by the Dodd-
Frank Wall Street Reform and Consumer Protection(the “Dodd-Frank Act”), enacted in 2010. We miilstreports with the FRB and such
additional information as the FRB may require, andholding company and non-banking affiliates aubject to examination by the FRB.
Under FRB policy, a bank holding company must sewa source of strength for its subsidiary badksler this policy, the FRB may
require, and has required in the past, a holdimgpamy to contribute additional capital to an undpitalized subsidiary bank. The Bank
Holding Company Act provides that a bank holdinghpany must obtain FRB approval before:

. Acquiring, directly or indirectly, ownership oontrol of any voting shares of another bank or baolkling company if, after such
acquisition, it would own or control more than 5¥%sach shares (unless it already owns or conth@siiajority of such shares

. Acquiring all or substantially all of the assetsaoibther bank or bank holding company
. Merging or consolidating with another bank holdoampany

The Bank Holding Company Act generally prohibitsaak holding company from acquiring direct or irdirownership or control of more
than 5% of the voting shares of any company whsatot a bank or bank holding company, or from eiggpdirectly or indirectly in activitie
other than those of banking, managing or contrglbanks, or providing services for its subsidiarigse principal exceptions to these
prohibitions involve certain non-bank activitiesiatn by statute or by FRB regulation or order, hbgen identified as activities closely
related to the business of banking or managingntrolling banks. The list of activities permittby the FRB includes, among other things:
lending; operating a savings institution, mortgagmpany, finance company, credit card company @pfang company; performing certain
data processing operations; providing certain itnaeat and financial advice; underwriting and act@sgan insurance agent for certain types
of credit related insurance; leasing property dallapayout, non-operating basis; selling moneyess] travelers’ checks and United States
Savings Bonds; real estate and personal propepisaeging; providing tax planning and preparatiorviees; and, subject to certain limitatic
providing securities brokerage services for custsmEhese activities may also be affected by fddegislation.

The Gramm-Leach-Bliley Act amended portions of Baak Holding Company Act to authorize bank holdimgnpanies, such as us, directly
or through non-bank subsidiaries to engage in #&srinsurance and other activities that arerfaial in nature or incidental to a financial
activity. In order to undertake these activitiebaak holding company must become a “financial ilgjdompany” by submitting to the
appropriate Federal Reserve Bank a declaratiortiieatompany elects to be a financial holding campend a certification that all of the
depository institutions controlled by the company well capitalized and well managed.

Broker-Dealer and Related Regulatory SupervisionFSIS is a member of, and is subject to the regylaopervision of, the Financial
Industry Regulatory Authority. Areas subject tcstheégulatory review include compliance with tradiates, financial reporting, investment
suitability for clients, and compliance with stagkchange rules and regulations. FSIS is also sutgieébe supervision of the Investor
Protection Bureau of the New York Attorney Genex@ffice for its investment advisory business.

Depository Institution Regulation. Our bank subsidiary is subject to regulation byFkderal Deposit Insurance Corporation (“FDIC")isTh
regulatory structure includes:
. Real estate lending standards, which provide guieglconcerning loito-value ratios for various types of real estate 1o

. Risk-based capital rules, including accountingifieerest rate risk, concentration of credit r#sid the risks posed by non-
traditional activities

. Rules requiring depository institutions to deyeénd implement internal procedures to evaluatecantrol credit and settlement
exposure to their correspondent bar

. Rules restricting types and amounts of equity itmesits; anc

. Rules addressing various safety and soundnasssisicluding operations and managerial standatasdards for asset quality,
earnings and compensation standa
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The Dodd-Frank Act. The Dodd-Frank Act, enacted in July 2010, signifibachanged the bank regulatory structure andcedtethe
lending, investment, trading and operating ac#sgitf financial institutions and their holding campes. The Dodd-Frank Act (as amended)
implements far-reaching changes across the finbregalatory landscape, including provisions tlaahong other things, has or will:

. Centralized responsibility for consumer financiedtpction by creating a new agency, the BureauasfSOmer Financial
Protection, with broad rulemaking, supervision anfbrcement authority for a wide range of consupmetection laws that apply
to all banks and certain others, including the @ration and enforcement powers with respect tokamk with more than $10
billion in assets

. Require new capital rules and apply the same Igecaad risk-based capital requirements that ajppiystured depository
institutions to most bank holding compani

. Changed the assessment base for federal depasiaivt® from the amount of insured deposits to datated average assets less
tangible capital. As a result, this change gengiaiposes more deposit insurance cost on institatieith assets of $10 billion or
more.

. Increase the minimum ratio of net worth to insutdegosits of the Deposit Insurance Fund from 1.16%35% and require the
FDIC, in setting assessments, to offset the efietiie increase on institutions with assets of thas $10 billion

. Provide for new disclosure and other requiremegititing to executive compensation and corporategmance, including
guidelines or regulations on incentive-based corsgion and a prohibition on compensation arrangésrtbat encourage
inappropriate risks or that could provide excessiv@mpensatior

. Repealed the federal prohibitions on the paymeiritefest on commercial demand deposits, therebyigieng depository
institutions to pay interest on business transadited other account

. Allow de novo interstate branching by ban
. Increased the authority of the FRB to examine wsar noi-bank subsidiary

. Required all bank holding companies to serve amiecs of financial strength to their depositonytitasion subsidiaries in the
event such subsidiaries suffer from financial dis$t

Many aspects of the Dodd-Frank Act are subjectitennaking and will take effect over several yearaking it difficult to anticipate the
overall financial impact on us and the financialvgses industry more generally. Provisions in tbgislation may require us to maintain hig
capital levels and/or increase our cost of openatend limit certain activities or lines of busises

Capital Adequacy RequirementsThe FRB and FDIC have issued substantially simitk-based and leverage capital guidelines apphcab
to bank holding companies and banks. In additioese regulatory agencies may from time to timeireghat a bank holding company or
bank maintain capital above the minimum levelsghamn its financial condition or actual or anti¢gzhgrowth.

The FRB's risk-based guidelines establish a twoe#pital framework. Tier 1 capital generally catsiof common shareholders’ equity,
retained earnings, a limited amount of qualifyiregpetual preferred stock, qualifying trust prefdrsecurities and non-controlling interests in
the equity accounts of consolidated subsidiaress §oodwill and certain intangibles. Tier 2 cdmjemerally consists of certain hybrid capital
instruments and perpetual debt, mandatory converdiébt securities and a limited amount of subaidid debt, qualifying preferred stock,
loan loss allowance, and unrealized holding gamsegtain equity securities. The sum of Tier 1 &ret 2 capital represents qualifying total
capital, at least 50% of which must consist of Tiexapital.

Risk-based capital ratios are calculated by digdiirer 1 and total capital by risk-weighted assAtsets and off-balance sheet exposures are
assigned to one of four categories of risk-weighésed primarily on relative credit risk. For bdrttding companies, generally the minimum
Tier 1 risk-based capital ratio is 4% and the mumimtotal risk-based capital ratio is 8%. Our Tieart total risk-based capital ratios under
these guidelines at December 31, 2012 were 10. 74 5 96%, respectively.

The FRB'’s leverage capital guidelines establishramum leverage ratio determined by dividing Tiecdpital by adjusted average total
assets. The minimum leverage ratio is 3% for bailihg companies that meet certain specified ¢aténcluding having the highest
regulatory rating. All other bank holding compangeserally are required to maintain a leverag® mttiat least 4%. At December 31, 2012,
we had a leverage ratio of 7.70%. See also théosditled “Capital Resources” in Part I, Item“Rjanagement’s Discussion and Analysis of
Financial Condition and Results of Operations” alude 11, Regulatory Matters, of the notes to cadatéd financial statements, included in
this Annual Report on Form 10-K.
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In June 2012, the U.S. federal banking agenciegdthree notices of proposed rulemaking that woeNise and replace the current
regulatory capital rules. The proposals were ilytimtended to be effective on January 1, 2013,tha agencies have deferred
implementation due to the volume of comments rdlédethe proposed rules. In the Basel Ill notic@mmposed rulemaking, the agencies
proposal included the implementation of a new commguity Tier 1 minimum capital requirement andghlr minimum Tier 1 capital
requirement. Common equity is the highest qualifyity and most loss absorbing form of capital ast@alglishes the base of Tier 1 common
equity as adjusted for minority interests and wasideductions. The minimum Tier 1 common equityorahder Basel Il is 4.5%. Depending
on the final form of the Basel Il capital standsrthe outcome will likely result in a higher capbitequirement, greater volatility in regulatory
capital and the elimination of trust preferred fingients in regulatory capital. It is expected fival rules will be issued in 2013.

Future rulemaking and regulatory changes on camtplirements may impact the Company as it consinogrow and evaluate M&A
activity.

Prompt Corrective Action. The Federal Deposit Insurance Corporation ImproverAet of 1991, among other things, identifies foapital
categories for insured depository institutions (wabitalized, adequately capitalized, undercaigital, significantly undercapitalized and
critically undercapitalized) and requires the respe federal bank regulatory agencies to implensgstems for “prompt corrective action”

for insured depository institutions that do not tme@imum capital requirements within these categorThis act imposes progressively more
restrictive constraints on operations, managemashicapital distributions, depending on the categomyhich an institution is classified.
Failure to meet the capital guidelines could aldgjexct a banking institution to capital raisinguggments. An “undercapitalized” bank must
develop a capital restoration plan and its paretdihg company must guarantee that bank’s compdiavith the plan. The liability of the
parent holding company under any such guarant@eited to the lesser of five percent of the bardkssets at the time it became
“undercapitalized” or the amount needed to comgththe plan. Furthermore, in the event of the apicy of the parent holding company,
such guarantee would take priority over the paseg¢'neral unsecured creditors. In addition, theeFeédeposit Insurance Corporation
Improvement Act requires the various regulatoryraigs to prescribe certain non-capital standardsdtety and soundness relating generally
to operations and management, asset quality aralitixe compensation and permits regulatory actgmirest a financial institution that does
not meet these standards.

The various federal bank regulatory agencies hdweetad substantially similar regulations that defihe five capital categories identified by
the Federal Deposit Insurance Corporation Improvemet, using the total risk-based capital, Tiaisk-based capital and leverage capital
ratios as the relevant capital measures. Thesdatams establish various degrees of correctivimatb be taken when an institution is
considered undercapitalized. Under the regulatiarisell capitalized” institution must have a Tierisk-based capital ratio of at least 6%, a
total riskbased capital ratio of at least 10% and a leveratie of at least 5% and not be subject to a chgitactive or order. An institution
“adequately capitalized” if it has a Tier 1 riskslea capital ratio of at least 4%, a total risk-blasgpital ratio of at least 8% and a leverage
ratio of at least 4% (3% in certain circumstancas)institution is “undercapitalized” if it has aer 1 risk-based capital ratio of less than 4%,
a total risk-based capital ratio of less than 8% taverage ratio of less than 4% (3% in certaicucnstances). An institution is “significantly
undercapitalized” if it has a Tier 1 risk-baseditapatio of less than 3%, a total risk-based tpatio of less than 6% or a leverage ratio of
less than 3%. An institution is “critically undepstalized” if its tangible equity is equal to oskethan 2% of total assets. Generally, an
institution may be reclassified in a lower capitation category if it is determined that the ingtdn is in an unsafe or unsound condition or
engaged in an unsafe or unsound practice.

As of December 31, 2012, our subsidiary bank metdguirements to be classified as “well-capitalize

Dividends. The FRB policy is that a bank holding company stiqudy cash dividends only to the extent that itdammome for the past year is
sufficient to cover both the cash dividends andta of earnings retention that is consistent withhiolding company’s capital needs, asset
quality and overall financial condition, and thiisiinappropriate for a bank holding company eigating serious financial problems to
borrow funds to pay dividends. Furthermore, a bk is classified under the prompt correctiveactiegulations as “undercapitalized” will
be prohibited from paying any dividends.

Our primary source for cash dividends is the dim@ewe receive from our subsidiary bank. Our bardubject to various regulatory policies
and requirements relating to the payment of divitdeimcluding requirements to maintain capital abmgulatory minimums. Approval of t
New York State Department of Financial Servicesguired prior to paying a dividend if the dividethelclared by the Bank exceeds the ¢

of the Bank’s net profits for that year and itsareéd net profits for the preceding two calendarye

Federal Deposit Insurance AssessmenfEhe Bank is a member of the FDIC and pays an imsgraremium to the FDIC based upon its
assessable deposits on a quarterly basis. Depositasured up to applicable limits by the FDIC andh insurance is backed by the full faith
and credit of the United States Government.

Under the Dodd-Frank Act, a permanent increaseposit insurance was authorized to $250,000. Thkierage limit is per depositor, per
insured depository institution for each account erghip category.
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The Dodd-Frank Act also set a new minimum Depeosititance Fund (“DIF”) reserve ratio at 1.35% oireated insured deposits. The FDIC
is required to attain this ratio by September I2® The Dodd-Frank Act also required the FDICeéire the deposit insurance assessment
base for an insured depository institution as anwarhequal to the institution’s average consoliddt¢al assets during the assessment period
minus average tangible equity. Premiums for thekBae now calculated based upon the average batdiotal assets minus average
tangible equity as of the close of business foheatay during the calendar quarter.

The FDIC has the flexibility to adopt actual ratieat are higher or lower than the total base ass&ssrates adopted without notice and
comment, if certain conditions are met.

DIF-insured institutions pay a Financing Corporat{t-ICQO”") assessment in order to fund the intemsbonds issued in the 1980s in
connection with the failures in the thrift industior the fourth quarter of 2012, the FICO assessmas equal to 0.64 basis points computed
on assets as required by the Dodd-Frank Act. Tassessments will continue until the bonds matug9i®.

The FDIC is authorized to conduct examinationsnaf eequire reporting by FDIC-insured institutioitss also authorized to terminate a
depository bank’s deposit insurance upon a findiynghe FDIC that the bank’s financial conditioruissafe or unsound or that the institution
has engaged in unsafe or unsound practices oriblased any applicable rule, regulation, order @ndition enacted or imposed by the bank’s
regulatory agency. The termination of deposit ingae for the Bank would have a material adverssceéfn our earnings, operations and
financial condition.

Transactions with Affiliates. FIl and FSB are affiliates within the meaning of thederal Reserve Act. The Federal Reserve Actsagpo
limitations on a bank with respect to extensionsreflit to, investments in, and certain other taatiens with, its parent bank holding
company and the holding compasyther subsidiaries. Furthermore, bank loans atehsions of credit to affiliates also are subjectarious
collateral requirements.

Community Reinvestment Act.Under the Community Reinvestment Act, every FDI8uired institution is obligated, consistent withesaf
and sound banking practices, to help meet thetoneéids of its entire community, including low andderate income neighborhoods. The
Community Reinvestment Act requires the appropffietkeral banking regulator, in connection with &x@mination of an insured institution,
to assess the institution’s record of meeting tledit needs of its community and to consider thiord in its evaluation of certain
applications, such as a merger or the establishofembranch. An unsatisfactory rating may be wsethe basis for the denial of an
application and will prevent a bank holding compahfthe institution from making an election to bewa financial holding company.

As of its last Community Reinvestment Act examioafithe Bank received a rating of “outstanding.”

Interstate Branching. Pursuant to the Dodd-Frank Act, national and stheatered banks may open an initial branch in t stdoer than its
home state (e.g., a host state) by establishirggraodo branch at any location in such host starehath a bank chartered in such host state
could establish a branch. Applications to estaldisth branches must still be filed with the appidprprimary federal regulator.

Privacy Rules.Federal banking regulators, as required under then@®-Leach-Bliley Act, have adopted rules limitiig ability of banks
and other financial institutions to disclose nonpuimformation about consumers to naffiliated third parties. The rules require disclos of
privacy policies to consumers and, in some circansgs, allow consumers to prevent disclosure ¢dicepersonal information to non-
affiliated third parties. The privacy provisionstbe Gramm-Leach-Bliley Act affect how consumepimhation is transmitted through
diversified financial services companies and cordely outside vendors.

Anti-Terrorism Legislation. The Uniting and Strengthening America by Providikapropriate Tools Required to Intercept and Obstruc
Terrorism Act (“USA Patriot Act”), enacted in 2001:
. prohibits banks from providing correspondent actsulirectly to foreign shell bank

. imposes due diligence requirements on banks agesti holding accounts for foreign financial instibns or wealthy foreign
individuals;

. requires financial institutions to establish an-moneylaundering “AML ") compliance program; ar
. generally eliminates civil liability for persons wilile suspicious activity report

The USA Patriot Act also increases governmentalgewio investigate terrorism, including expandedegoment access to account records.
The Department of the Treasury is empowered to midier and make rules to implement the Act, whickdme degree, affects our record-
keeping and reporting expenses. Should the Bankik Aompliance program be deemed insufficient byefadiregulators, we would not be
able to grow through acquiring other institutiomsopening de novo branches.
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Volcker Rule. The Dodd-Frank Act prohibits insured depositorytitn§ons and their holding companies from engadgimgroprietary trading
except in limited circumstances, and prohibits tHeym owning equity interests in excess of threeepet (3%) of Tier 1 Capital in private
equity and hedge funds (known as the “Volcker Rul€he Federal Reserve released a final rule onuge$p 9, 2011 (effective on April 1,
2011) which requires a “banking entity,” a termttisadefined to include bank holding companies tike parent, to bring its proprietary
trading activities and investments into compliandth the Dodd-Frank Act restrictions no later thauo years after the earlier of: (1) July 21,
2012, or (2) 12 months after the date on whichragency final rules are adopted. Pursuant to thgptiance date final rule, banking entities
are permitted to request an extension of this tiameé from the Federal Reserve. On October 11, 28&Xederal banking agencies released
for comment proposed regulations implementing tbé&kéer Rule. The public comment period closed obr&ary 13, 2012 and a final rule
has not yet been published. The parent will beergivig the implications of the interagency rulestennvestments once those rules are is:
and will plan for any adjustments of its activitigsits holdings in order to be in compliance by #mnounced compliance date.

Ability-to-Repay and Qualified Mortgage Rule.Pursuant to the Dodd Frank Act, the CFPB issuedad fule on January 10, 2013 (effect
on January 10, 2014), amending Regulation Z aseémehted by the Truth in Lending Act, requiring ngade lenders to make a reasonable
and good faith determination based on verified dmcumented information that a consumer applyingforortgage loan has a reasonable
ability to repay the loan according to its termsriage lenders are required to determine consuagitity to repay in one of two ways. The
first alternative requires the mortgage lenderansider the following eight underwriting factors @hmaking the credit decision: (1) current
or reasonably expected income or assets; (2) dugreployment status; (3) the monthly payment orctivered transaction; (4) the monthly
payment on any simultaneous loan; (5) the monthaiyngent for mortgage-related obligations; (6) curdebt obligations, alimony, and child
support; (7) the monthly debt-to-income ratio @ideal income; and (8) credit history. Alternativehe mortgage lender can originate
“qualified mortgages,” which are entitled to a pneption that the creditor making the loan satisfteel ability-to-repay requirements. In
general, a “qualified mortgage” is a mortgage ladthout negative amortization, interest-only paytseballoon payments, or terms
exceeding 30 years. In addition, to be a qualififedtgage the points and fees paid by a consumetaxceed 3% of the total loan amount.
Qualified mortgages that are “higher-priced” (esgbprime loans) garner a rebuttable presumpti@owipliance with the ability-to-repay
rules, while qualified mortgages that are not “leighriced” (e.g. prime loans) are given a safe tiadh compliance.

Incentive Compensation Policies and Restrictiondn July 2010, the federal banking agencies issugdibgce that applies to all banking
organizations supervised by the agencies (thersllyding both the Parent Company and the Bank)Runt to the guidance, to be consistent
with safety and soundness principles, a bankingrdzgtion’s incentive compensation arrangementsldh¢l) provide employees with
incentives that appropriately balance risk and reywg) be compatible with effective controls aiskmmanagement; and (3) be supported by
strong corporate governance including active afetgfe oversight by the banking organizat®board of directors. Monitoring methods
processes used by a banking organization shoutdfenensurate with the size and complexity of tlgaoization and its use of incentive
compensation.

In addition, in March 2011, the federal bankingrages, along with the Federal Housing Finance Ageand the SEC, released a proposed
rule intended to ensure that regulated financititntions design their incentive compensationragesments to account for risk. Specifically,
the proposed rule would require compensation grastat the Parent Company and at the Bank to kestent with the following principles:
(1) compensation arrangements appropriately balasicand financial reward; (2) such arrangemenéscampatible with effective controls
and risk management; and (3) such arrangemensipported by strong corporate governance. In anhgifinancial institutions with $1

billion or more in assets would be required to hpekcies and procedures to ensure compliance tvéhrule and would be required to submit
annual reports to their primary federal regulaldre comment period has closed but a final rulenmayet been published.

Sarbanes-Oxley Act of 2002The Sarbanes-Oxley Act of 2002 implemented a braade of corporate governance, accounting and tiagor
measures for companies that have securities regstsder the Exchange Act, including publicly-hle&hk holding companies such as
Financial Institutions. Specifically, the Sarbar@dey Act of 2002 and the various regulations pragated thereunder, established, among
other things: (i) requirements for audit committéasluding independence, expertise, and respditigbj (ii) responsibilities regarding
financial statements for the Chief Executive Offiaad Chief Financial Officer of the reporting coamy; (iii) the forfeiture of bonuses or
other incentive-based compensation and profits fittarsale of the reporting company’s securitiethieyChief Executive Officer and Chief
Financial Officer in the twelve-month period followg the initial publication of any financial statents that later require restatement; (iv) the
creation of an independent accounting oversightdyd&) standards for auditors and regulation afitsy including independence provisions
that restrict non-audit services that accountarag provide to their audit clients; (vi) disclosuned reporting obligations for the reporting
company and their directors and executive officeixduding accelerated reporting of stock trangantiand a prohibition on trading during
pension blackout periods; (vii) a prohibition orrgmnal loans to directors and officers, exceptaietbans made by insured financial
institutions on non-preferential terms and in caanpte with other bank regulatory requirements; @ig a range of civil and criminal
penalties for fraud and other violations of theusiies laws.
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Consumer Laws and Regulationsln addition to the laws and regulations discusseih, the Bank is also subject to certain consuaves
and regulations that are designed to protect coassin transactions with banks. While the listfeeth herein is not exhaustive, these laws
and regulations include, among others, the Trutkeimding Act, the Truth in Savings Act, the EledimFunds Transfer Act, the Expedited
Funds Availability Act, the Equal Credit Opportuniict, the Fair Housing Act, the Home Mortgage Miscire Act and the Real Estate
Settlement Procedures Act. These laws and regnfatitandate certain disclosure requirements andategihe manner in which financial
institutions must deal with customers when takiegakits or making loans to such customers. The Bar comply with the applicable
provisions of these consumer protection laws agdlations as part of its ongoing customer relatidie Check Clearing for the 21st Cen
Act (the “Check 21 Act”), which became effective Ortober 28, 2004, creates a new negotiable ingintincalled a “substitute checkihich
banks are required to accept as the legal equivafenpaper check if it meets the requirementhefCheck 21 Act. The Check 21 Act is
designed to facilitate check truncation, to fost@ovation in the check payment system, and to awpthe payment system by shortening
processing times and reducing the volume of papecics.

Other Future Legislation and Changes in Regulationdn addition to the specific proposals describedvebérom time to time, various
legislative and regulatory initiatives are introdddn Congress and state legislatures, as wel asgulatory agencies. Such initiatives may
include proposals to expand or contract the powkbsink holding companies and depository instingior proposals to substantially change
the financial institution regulatory system. Suebislation could change banking statutes our ojpgranvironment in substantial and
unpredictable ways. If enacted, such legislatiamaincrease or decrease the cost of doing busitisBsor expand permissible activities or
affect the competitive balance among banks, sawasgsciations, credit unions, and other finanaistitutions. We cannot predict whether
such legislation will be enacted, and, if enactbd,effect that it, or any implementing regulationsuld have on our financial condition or
results of operations. A change in statutes, reiguis or regulatory policies applicable to us or subsidiaries could have a material effect on
our business.

Impact of Inflation and Changing Prices

Our financial statements included herein have Ipeepared in accordance with GAAP, which requiretouseasure financial position and
operating results principally using historic dala€hanges in the relative value of money dueftation or recession are generally not
considered. The primary effect of inflation on aperations is reflected in increased operatingscdstour view, changes in interest rates
affect the financial condition of a financial irtstion to a far greater degree than changes imftagion rate. While interest rates are gener
influenced by changes in the inflation rate, theyndt necessarily change at the same rate or isaime@ magnitude. Interest rates are sensitive
to many factors that are beyond our control, iniclgethanges in the expected rate of inflation, galrend local economic conditions and the
monetary and fiscal policies of the United Stategegnment, its agencies and various other govertahesgulatory authorities.

Regulatory and Economic Policies

Our business and earnings are affected by gensddbaal economic conditions and by the monetadfestal policies of the U.S.
government, its agencies and various other goventaheegulatory authorities. The FRB regulatessineply of money in order to influence
general economic conditions. Among the instrumehtaonetary policy available to the FRB are (i) doating open market operations in
U.S. government obligations, (ii) changing the disat rate on financial institution borrowings, Xiinposing or changing reserve
requirements against financial institution depositsl (iv) restricting certain borrowings and imipgsor changing reserve requirements
against certain borrowings by financial instituscend their affiliates. These methods are useaiiying degrees and combinations to directly
affect the availability of bank loans and depostswell as the interest rates charged on loanpaiddon deposits. For that reason, the pol

of the FRB could have a material effect on our iegs

EMPLOYEES

At December 31, 2012, we had 662 employees. Notigeodmployees are subject to a collective barggiagreement and management
believes its relations with employees are good.
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EXECUTIVE OFFICERS OF REGISTRANT

The following table sets forth current informatiegarding our executive officers and certain o#tignificant employees (ages are as of
May 8, 2013, the date of the 2013 Annual Meetinlofreholders).

Started

Name Age In Positions/Offices

Martin K. Birmingham 46 2005 President and Chief Executive Officer since Mar6hh2 Previously, President
and Chief of Community Banking of the Company amel Bank from August
2012. Executive Vice President and Regional Presideommercial Banking
Executive Officer of the Bank since 2009. Senioce/President and Regional
President of the Bank since 2005. Senior Team Lrestl Regional President
of the Rochester Market at Bank of America (forp&lleet Boston Financial)
from 2000 to 200%

Richard J. Harrison 67 2003 Executive Vice President and Chief Operating Offizethe Company and the
Bank since August 2012. Executive Vice PresidedtS@nior Retail Lending
Administrator of the Bank since 2009. Senior Vicedident and Senior Retail
Lending Administrator of the Bank since 20i

Kevin B. Klotzbact 60 2001 Senior Vice President and Treasurer of the Bantesi905

Karl F. Krebs 57 2009 Executive Vice President and Chief Financial Offioethe Company and the
Bank since 2009. Senior Financial Specialist attWedey Environmental
Services, LLC, an environmental remediation sesrfaen, prior to joining the
Company in 2009. President of Robar General Fun@mgp., a mortgage and
construction loan broker, from 2006 to 2008. Sekige President and Line-
of-Business Finance Director at Five Star Bank fro®52@ 2006

R. Mitchell McLaughlin 55 1981 Executive Vice President and Chief Information €¢fi of the Bank since
2009. Senior Vice President and Chief Informatidfic®r of the Bank since
2006.

John L. Rizzo 63 2007 Senior Vice President and Corporate SecretaryeoCthmpany and the Bank

since 2010. General counsel for the Company anB8amé since
2007. Genesee County (New York) Attorney from 18¥2010.

Kenneth V. Winn 55 2004 Executive Vice President and Chief Risk Officetied Company and the Bank
since July 2012. Senior Vice President and Seniedi€Compliance
Administrator since 200¢
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ITEM 1A. RISK FACTORS

An investment in our common stock is subject tegimherent to our business. The material risksuarartainties that management believes
affect us are described below. Before making aastment decision, you should carefully consideri$ies and uncertainties described be
together with all of the other information includedincorporated by reference herein. The riskswanzkrtainties described below are not the
only ones facing us. Additional risks and uncetiathat management is not aware of or focuseat dnat management currently deems
immaterial may also impair our business operatidhss Annual Report on Form 10-K is qualified is @ntirety by these risk factors. Further,
to the extent that any of the information contaimethis Annual Report on Form 10-K constitutesafard-looking statements, the risk factors
set forth below also are cautionary statementdiigérg important factors that could cause our attesults to differ materially from those
expressed in any forward-looking statements madar loyn behalf of us.

If any of the following risks actually occur, ounéncial condition and results of operations ccaddmaterially and adversely affected. If this
were to happen, the value of our common stock cdetdine significantly, and you could lose all aripof your investment.

CREDIT RISKS
If we experience greater credit losses than anticgied, earnings may be adversely impacted.

As a lender, we are exposed to the risk that custemill be unable to repay their loans accordmtheir terms and that any collateral
securing the payment of their loans may not bad@afft to assure repayment. Credit losses are émiién the business of making loans and
could have a material adverse impact on our restiltperations.

We make various assumptions and judgments aboubtteztability of our loan portfolio, including ¢hcreditworthiness of our borrowers ¢
the value of the real estate and other assetsigeasi collateral, and we provide an allowance $tinreted loan losses based on a number of
factors. We believe that the allowance for loarsdssis adequate. However, if our assumptions gmnjghts are wrong, the allowance for loan
losses may not be sufficient to cover the actuaditiosses. We may have to increase the allowsmtte future in response to the request of
one of our primary banking regulators, to adjustdeanging conditions and assumptions, or as atrefsany deterioration in the quality of
our loan portfolio. The actual amount of futureyisions for credit losses may vary from the amarfrgast provisions.

Geographic concentration may unfavorably impact ouroperations.

Substantially all of our business and operatiorscancentrated in the Western and Central New Yeglon. As a result of this geographic
concentration, our results depend largely on ecamoonditions in these and surrounding areas. @#tion in economic conditions in our
market could:

. increase loan delinquencie
. increase problem assets and foreclost
. increase claims and lawsui

. decrease the demand for our products and sendnd

. decrease the value of collateral for loans, dafigceal estate, in turn reducing customers’ basing power, the value of assets
associated with n-performing loans and collateral covera

Generally, we make loans to small to mid-sizedesses whose success depends on the regional gcofluese businesses generally have
fewer financial resources in terms of capital orbwing capacity than larger entities. Adverse @it and business conditions in our
market areas could reduce our growth rate, affecborrowers’ ability to repay their loans and, seguently, adversely affect our business,
financial condition and performance. For example,place substantial reliance on real estate aateddl for our loan portfolio. A sharp
downturn in real estate values in our market aceddcleave many of these loans inadequately codlired. If we are required to liquidate 1
collateral securing a loan to satisfy the debtmiya period of reduced real estate values, thedtmgraour results of operations could be
materially adverse.

We depend on the accuracy and completeness of infoation about or from customers and counterparties.

In deciding whether to extend credit or enter iotftoer transactions, we may rely on information fsined by or on behalf of customers and
counterparties, including financial statementsditneports, and other financial information. Weynadso rely on representations of those
customers, counterparties, or other third partiesh as independent auditors, as to the accuratgampleteness of that information.
Reliance on inaccurate or misleading financialestegnts, credit reports, or other financial inforim@icould cause us to enter into unfavore
transactions, which could have a material adveifeeteon our financial condition and results of cg@®ns.
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We are subject to environmental liability risk assaiated with our lending activities.

A significant portion of our loan portfolio is seed by real property. During the ordinary coursbuasiness, we may foreclose on and take
title to properties securing certain loans. In gao, there is a risk that hazardous or toxic sutests could be found on these properties. If
hazardous or toxic substances are found, we mégtie for remediation costs, as well as for pesdamjury and property damage regardless
of whether we knew, had reason to know of, or catise release of such substance. Environmentali@aysrequire us to incur substantial
expenses and may materially reduce the affectguepds value or limit our ability to use or sell theexdfed property. In addition, future la
or more stringent interpretations or enforcemetitj@s with respect to existing laws may increaseexposure to environmental liability.
Although we have policies and procedures to perfannenvironmental review before initiating any fdesure action on real property, these
reviews may not be sufficient to detect all potaintinvironmental hazards. The remediation costsaagcbther financial liabilities associated
with an environmental hazard could have a matadakrse effect on our financial condition and ressof operations.

Our indirect lending involves risk elements in addiion to normal credit risk.

A portion of our current lending involves the puask of consumer automobile installment sales coistfeom automobile dealers located in
Western, Central and the Capital District of Newk,@nd Northern Pennsylvania. These loans arthéopurchase of new or used
automobiles. We serve customers that cover a rahgeditworthiness, and the required terms anebrate reflective of those risk profiles.
While these loans have higher yields than manyofother loans, such loans involve risks elemantzddition to normal credit risk. Potential
risk elements associated with indirect lendingudel the limited personal contact with the borroagrn result of indirect lending through
dealers, the absence of assured continued empldyhtre borrower, the varying general creditwartdss of the borrower, changes in the
local economy, and difficulty in monitoring collaé. While indirect automobile loans are securedhdoans are secured by depreciating
assets and characterized by LTV ratios that cceddlt in us not recovering the full value of anstamding loan upon default by the borrower.
If the economic environment in our primary markegaacontracts, we may experience higher levelelxiguencies, charge-offs and
repossessions.

REGULATORY/LEGAL/COMPLIANCE RISKS
We are highly regulated and may be adversely affeetl by changes in banking laws, regulations and retatory practices.

We are subject to extensive supervision, regulaimhexamination. This regulatory structure givesregulatory authorities extensive
discretion in connection with their supervisory @amorcement activities and examination policieaddress not only compliance with
applicable laws and regulations (including laws eeglilations governing consumer credit, and anti@ydaundering and anti-terrorism
laws), but also capital adequacy, asset qualityresfid management ability and performance, earniligsidity, and various other factors. As
part of this regulatory structure, we are subjegidlicies and other guidance developed by thelaggy agencies with respect to capital
levels, the timing and amount of dividend paymettis,classification of assets and the establishiwfeadequate loan loss reserves for
regulatory purposes. Under this structure the agu}y agencies have broad discretion to imposectshs and limitations on our operations
if they determine, among other things, that ourafiens are unsafe or unsound, fail to comply \&jpiplicable law or are otherwise
inconsistent with laws and regulations or with sipervisory policies of these agencies.

This supervisory framework could materially imptet conduct, growth and profitability of our opévas. Any failure on our part to comply
with current laws, regulations, other regulatorguieements or safe and sound banking practicesrearns about our financial condition, or
any related regulatory sanctions or adverse actigafmst us, could increase our costs or restuicability to expand our business and rest
damage to our reputation.

Ongoing financial reform legislation may result innew regulations that could require us to maintain fgher capital levels and/or
increase our costs of operations or limit certain etivities or lines of business.

The Dodd-Frank Act has significantly changed therent bank regulatory structure and affects thdileg deposit, investment, trading and
operating activities of financial institutions atiir holding companies. The Dodd-Frank Act recuivarious federal agencies to adopt a
broad range of new implementing rules and reguiatiand to prepare numerous studies and repor€oiogress. The federal agencies are
given significant discretion in drafting the impleming rules and regulations, and consequently yméthe details and much of the
rulemaking of the Doddrank Act will not be known for many months or ygamnaking it difficult to anticipate the overalhéincial impact ol
us. However, compliance with this new law andritpliementing regulations are expected to resultlditenal operating costs that could h
a material adverse effect on our financial conditamd results of operations.

The federal banking agencies have proposed rudgsvibuld substantially amend the regulatory riskduhcapital rules. The proposed rules
implement the Basel Il regulatory capital reforaral changes required by the Dodd-Frank Act. Thpgsed rules include new minimum
risk-based capital and leverage ratios, which wdanelgphased in over the next several years and wefilte the definition of what constitutes
“capital” for purposes of calculating those ratid¢hile the proposed Basel Il changes and otheuleggry capital requirements will likely
result in generally higher regulatory capital sts, it is difficult at this time to predict when how any new standards will ultimately be
applied to the Company and the Bank.
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New or changing tax, accounting, and regulatory ru#s and interpretations could significantly impact ar strategic initiatives, results of
operations, cash flows, and financial condition.

The financial services industry is extensively latgd. Federal and state banking regulations asigied primarily to protect the deposit
insurance funds and consumers, not to benefit gaogis stockholders. These regulations may somstimpose significant limitations on
operations. The significant federal and state bamkégulations that affect us are described irs#wtion captioned “Supervision and
Regulation” included in Part I, Item 1, “Busines$hese regulations, along with the currently erigtiax, accounting, securities, insurance,
and monetary laws, regulations, rules, standalgi@s, and interpretations control the methodsvhich financial institutions conduct
business, implement strategic initiatives and @xpliance, and govern financial reporting and disates. These laws, regulations, rules,
standards, policies, and interpretations are catigtavolving and may change significantly overeim

OPERATIONAL RISKS

If our security systems, or those of merchants, mehant acquirers or other third parties containing information about customers, are
compromised, we may be subject to liability and dalage to our reputation.

As part of our business, we collect, process atairaensitive and confidential client and custom#armation on our behalf and on behal
other third parties. Customer data also may bedton systems of third-party service providers medchants that may have inadequate
security systems. Third-party carriers regular@ngport customer data, and may lose sensitive restimformation. Unauthorized access to
our networks or any of our other information systgpotentially could jeopardize the security of ¢daftial information stored in our
computer systems or transmitted by our customeashars. If our security systems or those of manthgrocessors or other third-party
service providers are compromised such that thifidential information is disclosed to unauthorizetties, we may be subject to liability.
For example, in the event of a security breachmag incur losses related to fraudulent use of deditls issued by us as well as the
operational costs associated with reissuing caidsough we take preventive measures to addrese tfaetors, such measures are costly and
may become more costly in the future. Moreovers¢hmeasures may not protect us from liability, Wwhitay not be adequately covered by
insurance, or from damage to our reputation.

We could be subject to losses if we fail to properisafeguard sensitive and confidential information.

As part of our normal operations, we maintain aadgmit confidential information about our clieatswell as proprietary information

relating to our business operations. We maintapstem of internal controls designed to providesoeable assurance that fraudulent activity,
including misappropriation of assets, fraudulenaficial reporting, and unauthorized access to themsir confidential data is either preven

or timely detected. Our systems or our third-padgvice providers’ systems could be victimized bguthorized users or corrupted by
computer viruses or other malicious software cad@uthorized persons could inadvertently or interally release confidential or proprieti
information. Such disclosure could, among otherdhi

. seriously damage our reputatic

. allow competitors access to our proprietary businefrmation,

. subject us to liability for a failure to safeguatiént data

. result in the loss of our existing custom

. subject us to regulatory action, &

. require significant capital and operating expendtuo investigate and remediate the bre

Our information systems may experience an interrugbn or breach in security.

We rely heavily on communications and informatigatems to conduct our business. Any failure, inigtion or breach in security of these
systems could result in failures or disruptionsium customer relationship management, general tedgposit, loan and other systems. While
we have policies and procedures designed to prevdimit the effect of the failure, interruptiom security breach of our information
systems, there can be no assurance that any sluekgainterruptions or security breaches will notur or, if they do occur, that they will be
adequately addressed. The occurrence of any fajlimerruptions or security breaches of our infation systems could damage our
reputation, result in a loss of customer busingssject us to additional regulatory scrutiny, op@se us to civil litigation and possible
financial liability, any of which could have a meag adverse effect on our financial condition aedults of operations.
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We rely on other companies to provide key componestof our business infrastructure.

Third party vendors provide key components of aisitess infrastructure such as internet connegctimtsvork access and core application
processing. While we have selected these thirgy paridors carefully, we do not control their acioAny problems caused by these third
parties, including as a result of their not prorglus their services for any reason or their perfiog their services poorly, could adversely
affect our ability to deliver products and servite®ur customers or otherwise conduct our busia#fgsently and effectively. Replacing
these third party vendors could also entail sigaifit delay and expense.

We may not be able to attract and retain skilled peple and our ongoing leadership transition may be msuccessful.

Our success depends, in large part, on our abdligttract and retain skilled people. Competitionthe best people in most activities engaged
in by us can be intense, and we may not be abie¢cufficiently skilled people or to retain theRurther, the rural location of our principal
executive offices and many of our bank branchesenitadiifficult for us to attract skilled people soch locations. The unexpected loss of
services of one or more of our key personnel cbalk a material adverse impact on our businessibea# their skills, knowledge of our
markets, years of industry experience, and thécdity of promptly finding qualified replacementrgennel.

On January 30, 2012, we eliminated the positioRethil Banking Executive previously held by Johk\Vitkowski, our former Executive Vi
President and on June 30, 2012, George D. HagExecutive Vice President and Chief Risk Officeireal and was replaced by Kenneth V.
Winn. In August 2012, Peter G. Humphrey retiredasPresident and Chief Executive Officer. Follogvivir. Humphrey’s retirement, our
Board of Directors appointed John E. Benjamin twsas Interim Chief Executive Officer in Augusti20 At the same time, we also
announced the promotion of Richard Harrison as fGeerating Officer and Martin Birmingham as Presitand Chief of Community
Banking. In March 2013, Mr. Birmingham was appoihte the position of President and Chief Execu®ficer. These changes in key
management could create uncertainty among our gm@ed customers, and other third parties with wiaanto business and could result in
changes to the strategic direction of our busingbgh could negatively affect our business, finahcondition and results of operations. Any
failure of our management to work together to @ffety manage our operations, our inability to hitber key management, and any failur
effectively integrate new management into our asfrsystems and procedures could adversely aftedbusiness, financial condition and
results of operations.

The potential for business interruption exists thraughout our organization.

Integral to our performance is the continued efficaf our technical systems, operational infragtmes relationships with third parties and
vast array of associates and key executives imayto-day and ongoing operations. Failure by amgllof these resources subjects us to
risks that may vary in size, scale and scope. ifilsisides, but is not limited to, operational orhmical failures, ineffectiveness or exposure
due to interruption in third party support as expdcas well as the loss of key individuals ondialon the part of key individuals to perform
properly. Although management has established ipsl&and procedures, including implementation astirtg of a comprehensive
contingency plan, to address such failures, themence of any such event could have a materiaradweffect on our business, which, in
turn, could have a material adverse effect on mantial condition and results of operations.

Acquisitions may disrupt our business and dilute shreholder value.

A key component of our strategy to grow and imprpkaitability is to expand our branch network iommunities within or adjacent to
markets where we currently conduct business. Waméhto continue to pursue a growth strategy forbmsiness. As a result, negotiations 1
take place and future mergers or acquisitions irkglcash, debt, or equity securities may occamgttime. We seek merger or acquisition
partners that are culturally similar, have expareghmanagement, and possess either significantetnamrtsence or have potential for
improved profitability through financial managemestonomies of scale, or expanded services.

Acquiring other banks, businesses, or branchedvas@otential adverse impact to our financial ltssand various other risks commonly
associated with acquisitions, including, among othimgs:

. difficulty in estimating the value of the targetapany;

. payment of a premium over book and market valhasmay dilute our tangible book value and earsipgr share in the short and
long term;

. potential exposure to unknown or contingent ligiei of the target compan

. exposure to potential asset quality issues ofdhget company

. there may be volatility in reported income as goiidmpairment losses could occur irregularly andvarying amounts
. challenge and expense of integrating the operatiadspersonnel of the target compa

. inability to realize the expected revenue incesasost savings, increases in geographic or ptqulasence, and / or other
projected benefits

. potential disruption to our busine:
. potential diversion of our managenrs time and attentior
. the possible loss of key employees and custometedarget company; ai



potential changes in banking or tax laws or regotatthat may affect the target compa
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EXTERNAL RISKS
We are subject to interest rate risk.

Our earnings and cash flows are largely dependwsar our net interest income. Interest rates aralygensitive to many factors that are
beyond our control, including general economic éoas and policies of various governmental anditery agencies and, in particular, the
Federal Reserve. Changes in monetary policy, immgucdhanges in interest rates, could influenceombt the interest we receive on loans and
investments and the amount of interest we pay pogls and borrowings, but such changes couldadfeot (i) our ability to originate loans
and obtain deposits; (ii) the fair value of ourdfirtial assets and liabilities; and (iii) the averagration of our mortgage-backed securities
portfolio and other interest-earning assets. Ifitherest rates paid on deposits and other bormgsiincrease at a faster rate than the interest
rates received on loans and other investmentsyeiunterest income, and therefore earnings, cbelddversely affected. Earnings could also
be adversely affected if the interest rates reckoreloans and other investments fall more quithén the interest rates paid on deposits and
other borrowings.

Although management believes it has implementezttife asset and liability management strategiesdace the potential effects of char

in interest rates on our results of operations,sarbstantial, unexpected or prolonged change ikehamterest rates could have a material
adverse effect on our financial condition and rissof operations. Also, our interest rate risk mimgetechniques and assumptions likely may
not fully predict or capture the impact of actugtkrest rate changes on our balance sheet.

Our business may be adversely affected by conditisrin the financial markets and economic conditiongenerally.

From December 2007 through June 2009, the U.S.oecpmvas in recession. Business activity acrossde wange of industries and region
the U.S. was greatly reduced. Although economiditimms have begun to improve, certain sectorsh siscreal estate, remain weak and
unemployment remains high. Local governments anayrbasinesses are still in serious difficulty dadawer consumer spending and
reduced tax collections.

Market conditions also led to the failure or mergeseveral prominent financial institutions andmarous regional and community-based
financial institutions. These failures had a siguaiht negative impact on the capitalization leviehe deposit insurance fund of the FDIC,
which, in turn, has led to past increases in deposirance premiums paid by financial institutions

Our financial performance generally, and in patticthe ability of borrowers to pay interest on aapay principal of outstanding loans and
the value of collateral securing those loans, dsagedemand for loans and other products and seswe offer, is highly dependent on the
business environment in the markets where we opdrathe State of New York and in the United $tate a whole. A favorable business
environment is generally characterized by, amohgroftactors, economic growth, efficient capital keds, low inflation, low unemployment,
high business and investor confidence, and strosgmbss earnings. Unfavorable or uncertain econamdcmarket conditions can be caused
by declines in economic growth, business activitingestor or business confidence; limitations loa availability or increases in the cost of
credit and capital; increases in inflation or ietgrrates; high unemployment, natural disastera;ammbination of these or other factors.

Our earnings are significantly affected by the fisal and monetary policies of the federal governmerdnd its agencies.

The policies of the Federal Reserve impact us fagmitly. The Federal Reserve regulates the supfigoney and credit in the United States.
Its policies directly and indirectly influence thegte of interest earned on loans and paid on bangsiand interest-bearing deposits and can
also affect the value of financial instruments waddhThose policies determine to a significant ektaur cost of funds for lending and
investing. Changes in those policies are beyonaontrol and are difficult to predict. Federal Resepolicies can also affect our borrowers,
potentially increasing the risk that they may fairepay their loans. For example, a tighteninthefmoney supply by the Federal Reserve
could reduce the demand for a borrower’s produatkservices. This could adversely affect the boersvearnings and ability to repay its
loan, which could have a material adverse effeaurfinancial condition and results of operations.

The soundness of other financial institutions coul@ddversely affect us.

Financial services institutions are interrelate@d assult of trading, clearing, counterparty, drestrelationships. We have exposure to many
different industries and counterparties, and weimely execute transactions with counterpartieghefinancial services industry, including
commercial banks, brokers and dealers, investmamkd) and other institutional clients. Many of gnéisinsactions expose us to credit risk in
the event of a default by our counterparty or d¢ligmaddition, our credit risk may be exacerbatden the collateral held by us cannot be
realized or is liquidated at prices not sufficiemtecover the full amount of the credit or derivatexposure due us. Any such losses could
have a material adverse effect on our financiabld@m and results of operations.
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We may be required to recognize an impairment of gmdwill.

Under current accounting standards, goodwill isarbrtized but, instead, is subject to impairmests on at least an annual basis or more
frequently if an event occurs or circumstances ghahat reduce the fair value of a reporting uelbty its carrying amount. Significant and
sustained declines in our stock price and markgitalization, significant declines in our expecfature cash flows, significant adverse
changes in the business climate or slower grow#sreould result in impairment of goodwill. Durigg12, the annual impairment test
performed as of September 30 indicated that tmev&dile of our single reporting unit exceeded thiefalue of its assets and liabilities. In the
event that we conclude that all or a portion of goodwill may be impaired, a non-cash charge feraimount of such impairment would be
recorded to earnings, which could have a matedatse impact on our results of operations or fifercondition. Such a charge would have
no impact on tangible capital. At December 31, 2012 had goodwill of $49.0 million, representingpegximately 19% of shareholders’
equity. For further discussion, see Note 1, Summaignificant Accounting Policies, and Note 7,d8will and Other Intangible Assets, to
the Consolidated Financial Statements includedeim I8 of this Annual Report on Form 10-K.

We operate in a highly competitive industry and maket area.

We face substantial competition in all areas of@parations from a variety of different competitarsany of which are larger and may have
more financial resources. Such competitors primanitlude national, regional and internet banksimithe various markets in which we
operate. We also face competition from many otfyees of financial institutions, including, withdlirnitation, savings and loan associations,
credit unions, finance companies, brokerage fiinsjrance companies and other financial intermediail he financial services industry
could become even more competitive as a resuéigi$lative, regulatory and technological changesamtinued consolidation. Banks,
securities firms and insurance companies can marder the umbrella of a financial holding companigich can offer virtually any type of
financial service, including banking, securitieslarwriting, insurance (both agency and underwrjtiagd merchant banking. Also,
technology has lowered barriers to entry and magessible for nonbanks to offer products and seviraditionally provided by banks, such
as automatic transfer and automatic payment systéansy of our competitors have fewer regulatorystomints and may have lower cost
structures. Additionally, due to their size, maynpetitors may be able to achieve economies oésual, as a result, may offer a broader
range of products and services as well as betiteingrfor those products and services than we can.

Our ability to compete successfully depends onralbyer of factors, including, among other things:

. the ability to develop, maintain and build upondererm customer relationships based on top qualityice high ethical standar
and safe, sound asse

. the ability to expand our market positic

. the scope, relevance and pricing of products andcss offered to meet customer needs and dem
. the rate at which we introduce new products andiees relative to our competitol

. customer satisfaction with our level of serviceg.

. industry and general economic tren

Failure to perform in any of these areas couldiigantly weaken our competitive position, whichubd adversely affect our growth and
profitability, which, in turn, could have a matdrglverse effect on our financial condition andutesof operations.

Severe weather, natural disasters, acts of war oetrorism, and other external events could significatly impact our business.

Severe weather, natural disasters, acts of warmrism, and other adverse external events caald A significant impact on our ability to
conduct business. Such events could affect thdistalf our deposit base, impair the ability ofdbowers to repay outstanding loans, impair
the value of collateral securing loans, cause Bagmt property damage, result in loss of revermunel/or cause us to incur additional expenses.
Although management has established disaster recpeécies and procedures, the occurrence of aoh gvent could have a material
adverse effect on our business, which, in turnjccbave a material adverse effect on our finanmaldition and results of operations.

LIQUIDITY RISKS
Liquidity is essential to our businesses.

Our liquidity could be impaired by an inability &mcess the capital markets or unforeseen outfléwash. This situation may arise due to
circumstances that we may be unable to controh asa general market disruption or an operatipradllem that affects third parties or us.
Our efforts to monitor and manage liquidity riskymraot be successful or sufficient to deal with dasimor unanticipated reductions in our
liquidity. In such events, our cost of funds magremase, thereby reducing our net interest incomegeanay need to sell a portion of our
investment and/or loan portfolio, which, dependipgn market conditions, could result in us reaizanloss.
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We may need to raise additional capital in the futte and such capital may not be available on accegie terms or at all.

We may need to raise additional capital in therito provide sufficient capital resources anditigy to meet our commitments and busin
needs. Our ability to raise additional capitahéeded, will depend on, among other things, camtlitin the capital markets at that time, wi
are outside of our control, and our financial perfance.

In addition, we are highly regulated, and our ratprs could require us to raise additional comnoprite in the future. We and our regulators
perform a variety of analyses of our assets, inofyithe preparation of stress case scenarios, aadesult of those assessments we could
determine, or our regulators could require usatseradditional capital.

We cannot assure that such capital will be avalall acceptable terms or at all. Any occurrencerttay limit our access to the capital
markets, such as a decline in the confidence df pietthasers, depositors of the Bank or countagsapiarticipating in the capital markets, or
a downgrade of our debt rating, may adversely affac capital costs and ability to raise capitad,an turn, our liquidity. An inability to raise
additional capital on acceptable terms when needattl have a material adverse impact on our busjfiggncial condition, results of
operations or liquidity.

We rely on dividends from our subsidiaries for mosf our revenue.

We are a separate and distinct legal entity fromsobsidiaries. A substantial portion of our revegomes from dividends from our Bank
subsidiary. These dividends are the principal smofdunds we use to pay dividends on our commahpaaferred stock, and to pay interest
and principal on our debt. Various federal andfateslaws and regulations limit the amount of dévids that our Bank subsidiary and
nonbank subsidiary may pay to us. Also, our righparticipate in a distribution of assets uponlasgliary’s liquidation or reorganization is
subject to the prior claims of the subsidiary’sdit@rs. In the event our bank subsidiary is unablpay dividends to us, we may not be able to
service debt, pay obligations, or pay dividend®@oncommon and preferred stock. The inability tweree dividends from our bank subsidi
could have a material adverse effect on our busjrigmncial condition, and results of operations.

RISKS RELATED TO AN INVESTMENT IN OUR COMMON STOCK
The market price for our common stock varies, and gu should purchase common stock for long-term invésient only.

Although our common stock is currently traded om HASDAQ Global Select Market, we cannot assurethatithere will, at any time in the
future, be an active trading market for our comratmtk. Even if there is an active trading marketoior common stock, we cannot assure
that you will be able to sell all of your sharescommon stock at one time or at a favorable pifca,all. As a result, you should purchase
shares of common stock described herein only ifgreucapable of, and seeking, to make a long-tewesitment in our common stock.

We may issue debt and equity securities or securis convertible into equity securities, any of whiclmay be senior to our common
stock as to distributions and in liquidation, whichcould negatively affect the value of our common stk.

In the future, we may attempt to increase our ehpésources by entering into debt or debt-likafiting that is unsecured or secured by all or
up to all of our assets, or by issuing additioreldtcor equity securities, which could include igstes of secured or unsecured commercial
paper, medium-term notes, senior notes, subordimaites, preferred stock or securities convertiiitle or exchangeable for equity securities.
In the event of our liquidation, our lenders anttlkos of our debt and preferred securities woubebinee a distribution of our available assets
before distributions to the holders of our commimtk. Because our decision to incur debt and issgerities in our future offerings will
depend on market conditions and other factors &y control, we cannot predict or estimate thewmh, timing or nature of our future
offerings and debt financings. Further, market éworas could require us to accept less favoraliimsefor the issuance of our securities in the
future.

We may not pay dividends on our common stock.

Holders of our common stock are only entitled tweree such dividends as our Board of Directors oheglare out of funds legally available
for such payments. Although we have historicallgldeed cash dividends on our common stock, we areeguired to do so and may reduce
or eliminate our common stock dividend in the feturhis could adversely affect the market pricewnfcommon stock.

Our certificate of incorporation, our bylaws, and ertain banking laws may have an anti-takeover effec

Provisions of our certificate of incorporation, dylaws, and federal and state banking laws, innlydegulatory approval requirements,
could make it more difficult for a third party toguire us, even if doing so would be perceivededéneficial to our shareholders. The
combination of these provisions may discouragerstfrem initiating a potential merger, takeoveiotiier change of control transaction,
which, in turn, could adversely affect the markeéte of our common stock.
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ITEM 1B. UNRESOLVED STAFF COMMENTS
None.

ITEM 2. PROPERTIES

We own a 27,400 square foot building in Warsaw, Newk that serves as our headquarters, and prihejggutive and administrative
offices. Additionally, we are obligated under ade@ommitment through 2017 for a 17,750 squarerfmponal administrative facility in
Pittsford, New York.

We are engaged in the banking business throughaszb offices, of which 36 are owned and 16 arsddain fifteen contiguous counties of
Western and Central New York: Allegany, Cattaray@ies/uga, Chautauqua, Chemung, Erie, Genesee gktain, Monroe, Ontario, Orleans,
Seneca, Steuben, Wyoming and Yates Counties. Témiipg leases for our branch offices expire aiouardates through the year 2036 and
generally include options to renew.

We believe that our properties have been adequataigtained, are in good operating condition amdsaiitable for our business as presently
conducted, including meeting the prescribed sectequirements. For additional information, seeéN®t Premises and Equipment, Net, and
Note 10, Commitments and Contingencies, in thempamying financial statements included in Paritéim 8, of this Annual Report on Fo
10-K.

ITEM 3. LEGAL PROCEEDINGS

From time to time we are a party to or otherwismlned in legal proceedings arising in the norn@lirse of business. Management does not
believe that there is any pending or threatenedgading against us, which, if determined adversebyld have a material adverse effect on
our business, results of operations or financiadaoon.

ITEM 4. MINE SAFETY DISCLOSURES
Not applicable
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PART Il

ITEM 5. MARKET FOR REGISTRANT 'S COMMON EQUITY, RELATED SHAREHOLDER MATTERS AND IS SUER
PURCHASES OF EQUITY SECURITIES

Our common stock is traded on the NASDAQ Globaé&eMarket under the ticker symbol “FISI.” At Deceen 31, 2012, 13,787,709 shares
of our common stock were outstanding and held Ipy@pmately 1,400 shareholders of record. Durin2ahe high sales price of our
common stock was $19.52 and the low sales pricebd&<22. The closing price per share of commonksbmcDecember 31, 2012, the last
trading day of our fiscal year, was $18.63. We aexd dividends of $0.57 per common share during¢ae ended December 31, 2012. See
additional information regarding the market pricg @ividends paid in Part II, Item 6, “Selecteddfinial Data”.

We have paid regular quarterly cash dividends arcommon stock and our Board of Directors preseintignds to continue this practice,
subject to our results of operations and the neethbse funds for debt service and other purpdes the discussions in the section capti
“Supervision and Regulation” included in Part &nit 1, “Business”, in the section captioned “Ligtydind Capital Resources” included in
Part Il, Item 7, in “Management’s Discussion andasis of Financial Condition and Results of Opiera” and in Note 11, Regulatory
Matters, in the accompanying financial statememtided in Part Il, Iltem 8, “Financial Statemems &upplementary Data”, all of which are
included elsewhere in this report and incorpordieain by reference thereto.

Equity Compensation Plan Information

The following table sets forth, as of DecemberZ112, information about our equity compensatiomgldat have been approved by our
shareholders, including the number of shares otoormon stock exercisable under all outstandingopt warrants and rights, the weighted
average exercise price of all outstanding optiermsrants and rights and the number of shares dl@aifar future issuance under our equity
compensation plans. We have no equity compenspléoms that have not been approved by our sharefsolde

Number of securities

Weighted averagt remaining for future
Number of securities tc exercise price issuance under equity
be issued upon exercis of outstanding compensation plans
of outstanding options options, warrants (excluding securities
warrants and rights and rights reflected in column (a)
Plan Category (a) (b) ©
Equity compensation plans
approved by shareholde 398,851 $ 20.220) 651,4642
Equity compensation plans
not approved by sharehold — $ — —

@ Includes 79,580 shares of unvested restricted staekds outstanding as of December 31, 2012. Thghtesl average exercise price
excludes such awarc

@ Represents the 940,000 aggregate shares appraviedifance under our two active equity compensatians, reduced by 373,297
shares, which are the 227,623 restricted stockasnasued under these plans to date plus an adjosth145,674 shares. Pursuant to
the terms of the plans, for purposes of calculatirgnumber of shares available for issuance, slaate of common stock granted
pursuant to a restricted stock award shall couit@4 shares of common sto
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Stock Performance Graph

The stock performance graph below compares (auhwilative total return on our common stock for pleeiod beginning December 31,
2007 as reported by the NASDAQ Global Select Martkebugh December 31, 2012, (b) the cumulatival t@tturn on stocks included in the
NASDAQ Composite Index over the same period, apth@ cumulative total return, as compiled by SNhaRcial L.C., of Major Exchanc
(NYSE, AMEX and NASDAQ) Banks with $1 billion to $fllion in assets over the same period. Cumulatétern assumes the reinvestment
of dividends. The graph was prepared by SNL Fir@nktiC and is expressed in dollars based on amas$investment of $100.

Total Return Performance

140

121

Hib

Index Value

» . o - - e o - il
GO "-' - = - —
g Finaneial Institntions, Tne.
el MNASDAD Composite
40 — &~ SNL Bank SIB-S5B Index
20 .
12/31/07 12/31/08 [2/31/0% 12/31/10 12731411 12431412
Period Ending
Index 12/31/07 12/31/0¢ 12/31/0¢ 12/31/1C 12/31/11 12/31/12
Financial Institutions, Inc. 100.0C 83.1¢ 71.3¢ 117.6: 103.0¢ 122.9¢
NASDAQ Composite 100.0C 60.0z 87.2¢ 103.0¢ 102.2¢ 120.4:
SNL Bank $1E-$5B Index 100.0¢ 82.9¢ 59.4t 67.3¢ 61.4¢ 75.7¢
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ITEM 6. SELECTED FINANCIAL DATA

(Dollars in thousands, except selected ratios aredt phare data
Selected financial condition data:

Total asset

Loans, ne

Investment securitie

Deposits

Borrowings

Shareholder equity

Common shareholde equity®

Tangible common sharehold’ equity©@
Selected operations data

Interest incomt

Interest expens

Net interest incom

Provision for loan losse

Net interest income after provision for loan los
Noninterest income (los®

Noninterest expens

Income (loss) before income tax

Income tax expense (bene!

Net income (loss

Preferred stock dividends and accret

Net income (loss) applicable to common sharehol

Stock and related per share data
Earnings (loss) per common she

Basic

Diluted
Cash dividends declared on common si
Common book value per she®
Tangible common book value per sh®
Market price (NASDAQ: FISI)

High

Low

Close
Performance ratios:
Net income (loss), returns

Average asse!

Average equity

Average common equi®

Average tangible common equ®
Common dividend payout rat@®
Net interest margin (fully te-equivalent)
Efficiency ratio®

@ Excludes preferred shareholc’ equity.

At or for the year ended December 31

2012 2011 2010 2009 2008
$2,764,03.  $2,336,35  $2,214,30°  $2,062,38  $1,916,91
1,681,01; 1,461,51 1,325,52: 1,243,26! 1,102,331
841,70 650,81 694,53 620,07 606,03
2,261,79. 1,931,59' 1,882,89 1,742,95! 1,633,26:

179,80¢ 150,69¢ 103,87 106,39 70,82(
253,89° 237,19 212,14« 198,29« 190,30(
236,42 219,72 158,35¢ 144,87¢ 137,22

185,60¢ 182,35: 120,99 107,50 99,57
$ 97567 $ 9511t $ 9650¢ $ 9448, $ 98,94¢

9,051 13,25¢ 17,72 22,21 33,61

88,51¢ 81,86 78,78¢ 72,26 65,33

7,12¢ 7,78( 6,681 7,70: 6,551

81,38¢ 74,08: 72,10: 64,56 58,78(

24,77 23,92t 19,45: 18,79t (48,77%)

71,39; 63,79 60,91 62,77 57,46

34,76¢ 34,21« 30,63¢ 20,58 (47,45¢)

11,31¢ 11,41 9,35: 6,14( (21,307
$ 2344¢ $ 2279¢ $ 2128 $ 1444 $ (26,15

1,474 3,18¢ 3,72t 3,697 1,53¢
$ 2197¢ $ 1961, $ 1756. $ 1074 $ (27,690
$ 16 $ 15 $ 162 $ 09¢ $ (259

1.6C 1.4¢ 1.61 0.9¢ (2.54)
0.57 0.47 0.4¢ 0.4¢ 0.54

17.1F 15.9- 14.4¢ 13.3¢ 12.71

13.4¢ 13.21 11.0€ 9.94 9.2z

19.5¢ 20.3¢ 20.7¢ 15.9¢ 22.5(

15.22 12.1¢ 10.91 3.27 10.0€

18.6¢ 16.1¢ 18.97 11.7¢ 14.3¢

0.95% 1.00% 0.96% 0.71% -1.37%
9.4¢ 9.82 10.07 7.4% -14.3(
9.52 9.47 11.1¢ 7.61 -16.8¢

11.7¢ 11.5¢ 14.5¢ 10.37 -21.87

35.6: 31.3: 24.6¢ 40.4C NA

3.9¢ 4.0¢ 4.07 4.04 3.9¢

62.87% 60.55% 60.36% 65.5% 64.0%

@ Excludes preferred shareholc’ equity, goodwill and other intangible asst
®) The 2012, 2011, 2010, 2009 and 2008 figures inchider-than-temporary impairment (“OTTI") chargds61 thousand, $18

thousand, $594 thousand, $4.7 million and $68.8anijlrespectively

“ Common dividend payout ratio equals dividends dedaluring the year divided by earnings per shar¢hie year. There is no ratio
shown for years where we both declared a dividentiiacurred a loss because the ratio would reswtnegative payout since the
dividend declared (paid out) will always be gredten 100% of earning

®)

Efficiency ratio equals noninterest expense lebsrateal estate expense and amortization of indmgissets as a percentage of net

revenue, defined as the sum of tax-equivalentmetest income and noninterest income before nies gad impairment charges on
investment securities and proceeds from companyeduife insurance included in income (all from doaing operations)
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At or for the year ended December 31

(Dollars in thousands, except per share da 2012 2011 2010 2009 2008
Capital ratios:

Leverage ratic 7.7(% 8.62% 8.31% 7.9¢% 8.05%
Tier 1 capital ratic 10.7¢ 12.2( 12.3¢ 11.9¢ 11.8:
Total risk-based capital rati 11.9¢ 13.4t 13.6( 13.21 13.0¢
Equity to asset® 9.8¢4 10.2( 9.7¢ 9.5t 9.6(
Common equity to asse®) @ 9.1f 9.1(C 7.2¢ 6.94 8.6:
Tangible common equity to tangible as<«? ®) 7.5€% 7.58% 5.65% 5.1%% 6.78%
Asset quality:

Non-performing loan: $ 9,12t $ 7,07¢ $ 7,58: $ 8,681 $ 8,19¢
Non-performing assei 10,06: 9,187 8,89 10,44 9,252
Allowance for loan losse 24,71« 23,26( 20,46¢ 20,74: 18,74¢
Net loan charc-offs $ 5,674 $ 4,98¢ $ 6,96 $ 5,71( $ 3,32¢
Non-performing loans to total loai 0.52% 0.4&% 0.5€% 0.65% 0.73%
Non-performing assets to total ass 0.3¢€ 0.3¢ 0.4( 0.51 0.4¢
Net charg-offs to average loar 0.3€ 0.3€ 0.5¢ 0.47 0.32
Allowance for loan losses to total los 1.4¢ 1.57 1.52 1.64 1.67
Allowance for loan losses to n-performing loan: 271% 32%% 27(% 23%% 22%%
Other data:

Number of branche 52 5C 5C 50 51
Full time equivalent employe: 62¢ 57¢ 571 572 60C

@ Excludes preferred shareholc’ equity.
@ Excludes preferred shareholders’ equity, goodwitl ather intangible assets. Ratios calculated wsiregage balances for the periods
shown.
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SELECTED QUARTERLY DATA

(Dollars in thousands, except per share da

2012

Interest incom:

Interest expens

Net interest incom

Provision for loan losse

Net interest income, after provision for loan lae
Noninterest incom

Noninterest expens

Income before income tax

Income tax expens

Net income

Preferred stock dividenc

Net income applicable to common sharehol

Earnings per common she®:
Basic
Diluted
Market price (NASDAQ: FISI)
High
Low
Close
Dividends declare
2011
Interest incom
Interest expens
Net interest incom
Provision for loan losse
Net interest income, after provision for loan lae
Noninterest incom
Noninterest expens
Income before income tax
Income tax expens
Net income

Preferred stock dividenc
Net income applicable to common sharehol

Earnings per common she®:
Basic
Diluted

Market price (NASDAQ: FISI)
High
Low
Close

Dividends declare

Fourth Third Second First
Quarter Quarter Quarter Quarter
$25,087 $25,29¢ $23,73. $23,45(
1,99¢ 2,20( 2,34: 2,50¢
23,08¢ 23,09¢ 21,38¢ 20,94:
2,52( 1,76¢ 1,45¢ 1,38¢
20,56¢ 21,33t 19,92¢ 19,55¢
6,28: 6,35 6,69( 5,451
17,54 21,61¢ 16,58 15,657
9,31( 6,07( 10,03¢ 9,35(
2,97¢ 1,80¢ 3,38: 3,15¢
$6332 $4265 $6,65€ $619€
36¢€ 36¢ 36€ 36¢
$596: $3897 $6,28 $ 5,82;
$ 044 $ 028 $ 04€ $ 0.4:<
0.4< 0.2¢ 0.4¢€ 0.4z
$19.3¢ $ 195 $17.66 $ 17.9¢
17.61 16.5( 15.51 15.27
18.6: 18.6¢ 16.8¢ 16.17
$ 01¢ $ 01¢ $ 014 $ 0.1c
$23,87F $23,77¢ $23,83( $23,63¢
2,721 3,15¢ 3,571 3,801
21,15 20,61¢  20,25¢  19,83¢
2,162 3,48( 1,32¢ 81¢
18,99: 17,13¢ 18,92¢ 19,02¢
5,767 8,03¢ 4,97¢ 5,14¢
16,27¢ 17,01: 15,15 15,35(
8,48( 8,16: 8,74¢ 8,82¢
2,71¢ 2,66¢ 3,027 3,00¢
$ 5762 $549 $571¢ $ 5,82(
36¢ 36¢ 37C 2,07t
$ 539 $513( $534¢ $ 3,74¢
$ 03¢ $ 03¢ $ 03¢ $ 03¢
0.3¢ 0.37 0.3¢ 0.3<
$17.2¢ $17.9¢ $17.9¢ $ 20.3¢
12.1¢ 13.6: 15.2(C 16.4(
16.1¢ 14.2¢ 16.4z 17.52
$ 01 $ 01z $ 0.1z $ 0.1C

@ Earnings per share data is computed independemtlyaich of the quarters presented. Therefore uitmea$ the quarterly earnings per

common share amounts may not equal the total éoydar.
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2012 FOURTH QUARTER RESULTS

Net income was $6.3 million for the fourth quaé2012 compared with $5.8 million for the fourthagter of 2011. After preferre
dividends, fourth quarter diluted earnings per stiar 2012 was $0.43 compared with $0.39 per shoarte fourth quarter of 2011.

Net interest income totaled $23.1 million for thege months ended December 31, 2012, an increde®million or 9% over the fourt
quarter of 2011. Average earning assets increa2@8.% million during the fourth quarter 2012 cormgghto the same quarter last year, the
result of a $219.6 million increase in average $oeombined with a $73.5 million increase in investitnsecurities.

The net interest margin on a tax-equivalent basis 3v92% in the fourth quarter of 2012, compardd wi07% in the fourth quarter of 2011.
Our yield on earning-assets decreased 33 basitspoithe fourth quarter of 2012 compared withghme quarter last year, a result of cash
flows being reinvested in the current low intem@gé environment, which includes the impact of stirgy the cash from the branch
acquisitions into lower yielding securities. Thestof interest-bearing liabilities decreased 249psints compared with the fourth quarter of
2011, primarily a result of the continued downweeepricing of our certificates of deposit.

The provision for loan losses was $2.5 million tlee fourth quarter of 2012 compared with $2.2 willfor the fourth quarter of 2011. Net
charge-offs for the fourth quarter of 2012 werel$aillion, or 0.50% annualized, of average loamsnpared to $1.9 million, or 0.51%
annualized, of average loans in the fourth quaft@011. See the sections “Allowance for Loan Lessad “Non-performing Assets and
Potential Problem Loans” for additional information net charge-offs and non-performing loans.

Noninterest income totaled $6.3 million for the fiuquarter of 2012, a 9% increase over the fogutirter of 2011. The majority of tl
increase related to a $452 thousand increase amiadrom service charges on deposit accounts wbeparing the fourth quarter 2012
compared with the same quarter last year.

Noninterest expense was $17.5 million for the foupgarter of 2012, an increase of $1.3 million @ #8om the fourth quarter of 2011. T
increases in expenses across all categories fdotindn quarter of 2012 compared to the fourth tprasf 2011 reflect higher infrastructure
costs to support the increased number of branaitesmployees.

Income tax expense for the fourth quarter of 2048 $3.0 million compared to $2.7 million for theufth quarter of 2011. The change in
income tax expense was primarily due to an $830ghod increase in pretax income between the periods
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ITEM7. MANAGEMENT 'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AN D RESULTS OF OPERATIONS

The following is a discussion and analysis of anarficial position and results of operations andddde read in conjunction with the
information set forth under Part I, Item 1A, “Riskactors”, and our consolidated financial statem&and notes thereto appearing under
Part Il, Item 8,“Financial Statements and Supplementary Data” aé tAnnual Report on Form 10-K.

OVERVIEW
Business Overview

Financial Institutions, Inc. is a financial holdiogmpany headquartered in New York State, provitiagking and nonbanking financial
services to individuals and businesses primarilgunWestern and Central New York footprint. We énalso expanded our indirect lending
network to include relationships with franchisedoswiobile dealers in the Capital District of New X@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 traditiomallding services. Through our nonbanking subsidigine Star Investment Services, we
provide brokerage and investment advisory sentizasipplement our banking business.

Our primary sources of revenue are net interestnmec(interest earned on our loans and securitexfrinterest paid on deposits and other
funding sources) and noninterest income, partibufaes and other revenue from financial serviaesiged to customers or ancillary servi
tied to loans and deposits. Business volumes anthgrdrive revenue potential, and tend to be ieficed by overall economic factors,
including market interest rates, business spendimgsumer confidence, economic growth, and conigetibnditions within the marketplac
We are not able to predict market interest ratet@lations with certainty and our asset/liabilitymagement strategy may not prevent interest
rate changes from having a material adverse effeciur results of operations and financial conditio

2012 Significant Events

Branch Acquisitions. During 2012, we successfully completed the acdaisiof eight retail bank branch locations in Upstiiew York.
Former HSBC Bank USA, N.A. branches located in éthiEImira, EImira Heights, and Horseheads wereaiiaed in August, complementing
the former First Niagara Bank, N.A. locations int&8aa, Brockport, Medina, and Seneca Falls acquirelline. Through the acquisition we
assumed deposits of $286.8 million and acquiremhamket performing loans of $75.6 million. The aaifion of these branch offices was a
marked success. We were able to integrate theesfiod customer accounts seamlessly. Throughetef@dnning, we ensured that our sales
and support staff members were ready to assisbimaess with any questions or issues. The feedbadewaived from our customers was
positive and executing on our detailed planningpss ultimately resulted in deposit retention rétas were better than expected. We
incurred approximately $3.0 million in pre-tax erpe during 2012 related to the branch acquisitions.

The combined assets acquired and deposits assuorntteeltivo transactions were recorded at their edéthfair values as follows:

Cash $195,77¢
Loans 75,63¢
Bank premises and equipme 1,93¢
Goodwill 11,59¢
Core deposit intangible as 2,04
Other asset 33¢
Total assets acquire $287,33:
Deposits assume $286,81¢
Other liabilities 512
Total liabilities assume $287,33:

In anticipation of the branch acquisitions, we legged our balance sheet through the executionasf-drm FHLB advances in order to “pre-
acquire” investment securities. This strategy aldws to purchase securities over time and cairg dollar cost averaging strategy. Our
purchase of investment securities was comprisedarfgagebacked securities, U.S. Government agencies antseped enterprise bonds
tax-exempt municipal bonds. The cash receivedeatithe of closing the transactions was used todoayn the short-term FHLB advances
used to fund the purchase of the investment sésurit

For detailed information on the accounting for lthench acquisitions, see Note 2, Branch Acquisitiafi the notes to consolidated financial
statements.
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MANAGEMENT’S DISCUSSION AND ANALYSIS

Leadership Transition. In August 2012, Peter G. Humphrey our former Pegstiind Chief Executive Officer retired. Mr. Humeyr
continues to serve as a member of our Board ofcRars. Following Mr. Humphrey’s retirement, our Bdaf Directors appointed John E.
Benjamin to serve as our Interim Chief Executivéig@f in August 2012. At the same time, we alsocamted the promotion of Richard
Harrison as Chief Operating Officer and Martin Bingham as President and Chief of Community Bankithig.Harrison and

Mr. Birmingham were instrumental in the structutinggotiating and integrating the branch officelasitjons. We incurred approximately
$2.6 million in pre-tax expense during 2012 reldtethe retirement of Mr. Humphrey.

The Board of Directors subsequently appointed MimiBigham as President and Chief Executive Offieffiective March 1, 2013.

2012 Performance Summary

Our net income was $23.4 million for the year enBedember 31, 2012, compared to a net income aB%22lion for the year ended
December 31, 2011. For 2012, net income availabt®immon shareholders was $22.0 million, or $1&0dduted common share, compared
to 2011 net income available to common shareholofe$d 9.6 million, or $1.49 per diluted common shaCash dividends of $0.57 and $0.47
per common share were declared in 2012 and 204decétvely.

We had total assets of $2.764 billion at Decemiie2812 compared to $2.336 billion at December2811. At December 31, 2012,
shareholders’ equity totaled $253.9 million wittokovalue per common share at $17.15, compared3@.32nillion with book value per
common share at $15.92 at the end of 2011. ThelTéapital ratio was 10.70% as of December 31, 2@h2pared to 12.20% at
December 31, 2011.

Key factors behind these results are discusseabelo

. At December 31, 2012, total loans were $1.70hbil up $220.9 million or 15% from year-end 202t December 31, 2012, total
loans included $64.5 million in loans obtainedhie branch acquisitions. Total deposits at DecerBbeP012, were $2.262 billio
up $330.2 million or 17% from year-end 2011, priityaattributable to $286.8 million in retail deptsassumed from the branch
acquisitions. Our deposit mix remains favorablygiéd in demand, savings and money market accouhish comprised 71%
of total deposits at the end of 2012 compared #6 64 total deposits at the end of 20

. Nonperforming loans were $9.1 million or 0.53% atfad loans at December 31, 2012, compared to $iflibmor 0.48% of tota
loans at December 31, 20:

. The provision for loan losses was $7.1 millior &7.8 million, respectively, for 2012 and 20111 Niearge-offs were $5.7 million
in 2012 (or 0.36% of average loans) compared t0 8bllion in 2011 (or 0.36% of average loar

. At year-end 2012, the allowance for loan losde®2d.7 million represented 1.45% of total loansvring 271% of non-
performing loans), compared to $23.3 million or7B&(covering 329% of non-performing loans) at yead-2011. Excluding
loans acquired in the branch acquisitions during22@he allowance for loan losses was 1.51% of totens at yee-end 2012

. Taxable equivalent net interest income was $&tliBon for 2012 or 8% higher than $83.9 million2011. Taxable equivalent
interest income increased $2.7 million, while istgrexpense decreased by $4.2 million. The inciieaseable equivalent net
interest income was a function of a favorable vaurariance (increasing taxable equivalent netésteincome by $11.7 million),
partially offset by an unfavorable rate variancecf@asing taxable equivalent net interest incom®&4bg million).

. The net interest margin for 2012 was 3.95%, 9 hawiists lower than 4.04% in 201

. Noninterest income was $24.8 million for 2012 conepleto $23.9 million for 2011. Core t+based revenues (defined as service
charges on deposit accounts, ATM and debit feaekbavker-dealer fees and commissions) totaled $hdlibn for 2012, a $580
thousand or 4% increase from $14.9 million in 2044t mortgage banking income was $2.0 million f0t2, an increase of $323
thousand or 19% from $1.7 million in 20!

. Net investment securities gains (defined as net gaisales and calls of investment securities ampdirment charges ¢
investment securities) were $2.6 million for 20t2npared to $3.0 million for 201

. Noninterest expense for 2012 was $71.4 millioninanease of $7.6 million or 12% over 2011. As poexsly mentionec
noninterest expense for 2012 includes pre-tax esgeeaf approximately $3.0 million related to thariwh acquisitions and $2.6
million incurred in association with the retiremerfitour former CEO. Noninterest expense for 20Xluides a loss on
extinguishment of debt of $1.1 million, recognizeia result of redeeming our 10.20% junior subatdish debentures. Excluding
these expenses, which we consider to bereonfring in nature, noninterest expense incre&8etimillion or 5% when compari
2012 to 2011
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MANAGEMENT’S DISCUSSION AND ANALYSIS

RESULTS OF OPERATIONS FOR THE YEARS ENDEI
DECEMBER 31, 2012 AND DECEMBER 31, 201

Net Interest Income and Net Interest Margin

Net interest income is the primary source of ouerneie. Net interest income is the difference betwegerest income on inter-earning

assets, such as loans and investment securitésharnterest expense on interest-bearing deparsitother borrowings used to fund interest-
earning and other assets or activities. Net inténesme is affected by changes in interest ratelsby the amount and composition of earning
assets and interest-bearing liabilities, as wethassensitivity of the balance sheet to changéstémest rates, including characteristics such as
the fixed or variable nature of the financial instrents, contractual maturities and repricing freapies.

Interest rate spread and net interest margin dizedtto measure and explain changes in net iaténeome. Interest rate spread is the
difference between the yield on earning assetdlandate paid for interest-bearing liabilities thatd those assets. The net interest margin is
expressed as the percentage of net interest intmenerage earning assets. The net interest mexgeds the interest rate spread because
noninterest-bearing sources of funds (“net freal&lij principally noninterest-bearing demand degsoaind stockholders’ equity, also support
earning assets. To compare tax-exempt asset yetdgable yields, the yield on tax-exempt invesitreecurities is computed on a taxable
equivalent basis. Net interest income, interest satead, and net interest margin are discussadatable equivalent basis.

The following table reconciles interest income {her consolidated statements of income to interestme adjusted to a fully taxable
equivalent basis for the years ended Decembem3hdusands):

2012 2011 2010
Interest income per consolidated statements ofmeco $97,56" $95,11¢ $96,50¢
Adjustment to fully taxable equivalent ba 2,28¢ 2,062 1,89¢
Interest income adjusted to a fully taxable eq@imtbasis 99,85: 97,18( 98,40:
Interest expense per consolidated statement ofria 9,051 13,25¢ 17,72
Net interest income on a taxable equivalent t $90,80( $83,92¢ $80,68¢

Taxable equivalent net interest income of $90.8ionilfor 2012 was $6.9 million or 8% higher thanl20The impact of a decline in average
yields on our assets was diminished by a $217.Homibr 10% increase in inter-earning assets. The average balance of loan$i®86
million or 14% to $1.593 billion, reflecting growth every loan category. Consistent with our sg&tg@lan, we continue to pursue loan
development efforts in the commercial and consunwirect lending portfolios in accordance with pead underwriting standards.

The increase in taxable equivalent net interesirimewas a function of a favorable volume variargbalance sheet changes in both volume
and mix increased taxable equivalent net interesime by $11.7 million, partially offset by an undaable rate variance that decreased
taxable equivalent net interest income by $4.8iamll The change in mix and volume of earning assetgased taxable equivalent interest
income by $11.2 million, while the change in voluarel composition of interest-bearing liabilitiecdEsed interest expense by $474
thousand, for a net favorable volume impact of $iillion on taxable equivalent net interest incoiRate changes on earning assets red
interest income by $8.5 million, while changesates on interest-bearing liabilities lowered ins¢expense by $3.7 million, for a net
unfavorable rate impact of $4.8 million.

The net interest margin for 2012 was 3.95% comptr&d04% in 2011.

The decrease in net interest margin was attribeitetbé 7 basis point lower contribution from negffunds (primarily attributable to lower
rates on interest-bearing liabilities reducing vh&ue of noninterest-bearing deposits and othefraetfunds). The interest rate spread
decreased by 2 basis points to 3.85% for the ye@d@dDecember 31, 2012, as a 32 basis point decire#ise yield on earning assets more
than offset the 30 basis point decrease in theafasterest-bearing liabilities.

The Federal Reserve left the Federal funds ratbamged at 0.25% during 2010 through 2012. Duririfl2¢he Federal Reserve disclosed
that short-term interest rates would be held nesw through at least the middle of 2013, in anéitign of low growth and little risk of
inflation. In April 2012, the Federal Reserve fattannounced that interest rates will likely remetiexceptionally low levels through late
2014. As a result of the Federal Reserve’s poii@y expect net interest margin and interest rateaspto continue to tighten.
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For 2012, the yield on average earning assets3684 was 32 basis points lower than 2011. Loan yidktreased 44 basis points to 5.09%.
Commercial mortgage and consumer indirect loanmaiticular, down 28 and 84 basis points, respegtieentinued to experience lower
yields given the competitive pricing pressures ge-pricing of loans in a low interest rate environmérhe yield on investment securities
dropped 27 basis points to 2.66%, also impacteithéyower interest rate environment, prepaymentaatgage-related investment securities
and the impact of investing the excess cash retatedr branch acquisitions into low yielding setes. Overall, earning asset rate changes
reduced interest income by $8.5 million.

The cost of average interest-bearing liabilitie® &0% in 2012 was 30 basis points lower than 2Uh#&.average cost of interest-bearing
deposits was 0.50% in 2012, 24 basis points loham 2011, reflecting the sustained low-rate envirent. The cost of borrowings decreased
110 basis points to 0.48% for 2012, primarily autesf the redemption of the Company’s 10.20% jursiobordinated debentures during the
third quarter of 2011. The interest-bearing lidpiliate changes reduced interest expense by $8idmduring 2012.

Average interest-earning assets of $2.297 billio2012 were $217.4 million or 10% higher than 208derage investment securities
increased $17.9 million while average loans inad&&199.6 million or 14%. The growth in averagenkaas comprised of increases in all
loan categories, with consumer loans up $130.5anjlicommercial loans up $63.4 million and resid@mhortgage loans up $5.6 million.

Average interest-bearing liabilities of $1.825ibifl in 2012 were up $162.9 million or 10% versud 20The impacts of the recent recession
continue to positively impact our deposit balanessgonsumers tend to save more when consumedeané is low. On average, interest-
bearing deposits grew $156.2 million, while averagainterest-bearing demand deposits (a principalponent of net free funds) increased
by $62.0 million. Average borrowings increased $@illion, representing a $22.6 million increase &i%.9 million decrease in short-term
and long-term borrowings, respectively.
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The following tables present, for the periods iatkal, information regarding: (i) the average badasiteet; (ii) the amount of interest income
from interest-earning assets and the resulting @irad yields (tax-exempt yields have been adjusiedtax-equivalent basis using the
applicable Federal tax rate in each year); (i€ #mount of interest expense on interest-bearatjities and the resulting annualized rates;
(iv) net interest income; (v) net interest rateesyl; (vi) net interest income as a percentage @fa@e interest-earning assets (“net interest
margin”); and (vii) the ratio of average intereafi@ng assets to average interest-bearing liasliinvestment securities are at amortized cost

for both held to maturity and available for saleig@ies. Loans include net unearned income, nigroed loan fees and costs and non-
accruing loans. Dollar amounts are shown in thodsan

Years ended December 3.

2012 2011 2010
Average Average Average Average Average Average
Balance Interest Rate Balance Interest  Rate Balance Interest  Rate
Interest-earning assets
Federal funds sold and other inte-earning deposit $ 11 ¢ — 0.2% $ 14 $ — 02% $ 503 $ 10 0.21%
Investment securitie!
Taxable 525,91: 12,20: 2.3 545,11: 14,18¢ 2.6( 571,85t 17,10: 2.9¢
Tax-exempt 177,73: 6,52¢ 3.67 140,65’ 5,89( 4.1¢ 108,90( 5,41¢ 4.97
Total investment securitie 703,64: 18,72¢ 2.6€ 685,76¢ 20,07 2.92 680,75t 22,517 3.31
Loans:
Commercial busines 242,10( 11,26: 4.65 215,59¢ 10,31 4.7¢ 206,16 9,93¢ 4.8z
Commercial mortgag 407,73 22,18: 5.4¢ 370,84: 21,21¢ 5.72 338,14¢ 20,38¢ 6.0%
Residential mortgag 127,36: 6,63 5.21 121,74. 6,86¢ 5.64 138,95: 8,157 5.87
Home equity 257,53 10,98¢ 4.27 216,42¢ 9,572 4.4z 202,18¢ 9,224 4.5€
Consumer indirec 533,58¢ 27,37: 5.12 44452 26,54¢ 5.97 382,97 25,37¢ 6.62
Other consume 25,05¢ 2,68¢ 10.72 24,68¢ 2,58¢ 10.4¢ 26,95( 2,78¢ 10.3¢
Total loans 1,593,38 81,12! 5.0¢ 1,393,82 77,10t 5.5¢% 1,295,38 75,87. 5.8¢€
Total interes-earning assel 2,297,141 99,85 4.35 2,079,73. 97,18( 4.67 1,981,171 98,40: 4.97
Less: Allowance for loan loss 24,30¢ 21,567 20,88:
Other nonintere-earning asse! 246,42; 218,98: 206,30:
Total asset $2,519,25! $2,277,14! $2,166,59!
Interest-bearing liabilities:
Deposits:
Interes-bearing deman $ 423,09t 59¢ 0.1¢ $ 383,12 614 0.1€ $ 382,51 70k 0.1¢
Savings and money mark 586,32¢ 99¢ 0.17 451,03( 1,05¢ 0.2¢ 414,95: 1,132 0.27
Certificates of depos 693,35: 6,86¢€ 0.9¢ 712,41: 9,76¢ 1.37 726,33( 13,01¢ 1.7¢
Total interes-bearing deposit 1,702,77: 8,46: 0.5C 1,546,56: 11,43 0.7¢ 1,523,801 14,85 0.97
Shor-term borrowings 121,73! 58¢ 0.4¢ 99,12: 50C 0.5C 49,10« 36& 0.74
Long-term borrowings — — — 15,90¢ 1,321 8.31 37,04 2,50z 6.7¢
Total borrowings 121,73¢ 58¢ 0.4¢ 115,02 1,821 1.5¢ 86,14 2,86 3.3¢
Total interes-bearing liabilities 1,824,511 9,051 0.5C 1,661,591 13,25¢ 0.8C 1,609,94 17,72( 1.1C
Noninteres-bearing deposit 430,24( 368,26¢ 329,85:
Other liabilities 16,50¢ 15,04 15,48¢
Shareholder’ equity 247,99¢ 232,25( 211,31
Total liabilities and sharehold¢ equity $2,519,25! $2,277,14! $2,166,59
Net interest income (t-equivalent) $90,80( $83,92¢ $80,68:¢
Interest rate spree 3.85% 3.81% 3.81%
Net earning asse $ 472,62 $ 418,14 $ 371,22
Net interest margin (t-equivalent) 3.95% 4.0% 4.01%
Ratio of average interest-earning assets to avensgest-bearing
liabilities

125.9(%
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Rate/VVolume Analysis

The following table presents, on a tax-equivaleagi®, the relative contribution of changes in vadsrand changes in rates to changes in net
interest income for the periods indicated. The glean interest not solely due to changes in volomeate has been allocated in proportion to
the absolute dollar amounts of the change in eadhgusands):

Change from 2012 to 201 Change from 2011 to 201!
Increase (decrease) in Volume Rate Total Volume Rate Total
Interest income:
Federal funds sold and other inte-earning deposit $ — $ — $ — $ B $ B $ (10
Investment securitie:
Taxable (487 (1,496 (1,989 (772) (2,149 (2,910
Tax-exempt 1,422 (78€) 63€ 1,41¢ (944) 474
Total investment securitie 93t (2,282 (1,349 64€ (3,089 (2,447
Loans:
Commercial busines 1,23¢ (287) 952 452 (80) 372
Commercial mortgag 2,041 (1,07%) 96€ 1,90t (1,07¢) 827
Residential mortgag 30¢ (539 (237) (980 (309 (1,289
Home equity 1,76 (35)) 1,412 63€ (28¢) 34¢
Consumer indirec 4,87¢ (4,057 82z 3,82¢ (2,659 1,17¢
Other consume 39 58 97 (237) 37 (200
Total loans 10,26 (6,25)) 4,01¢ 5,60¢ (4,377) 1,22¢
Total interest income 11,20 (8,537) 2,671 6,24¢ (7,470 (1,229
Interest expense
Deposits:
Interes-bearing deman 60 (76) (16) 1 (92 (92)
Savings and money mark 271 (329 (58) 93 (270 (77)
Certificates of depos (255 (2,64Y) (2,899 (245 (3,006 (3,25)
Total interes-bearing deposit 76 (3,048)  (2,972) (151) (3,269 (3,419
Shor-term borrowings 11C (27) 89 281 (14€) 13t
Long-term borrowings (660) (661) (1,32)) (1,667 481 (1,18))
Total borrowings (550 (682) (1,237  (1,38)) 33t (1,046
Total interest expense 474 (3,730) (4,209  (1,537) (2,937 (4,465
Net interest income $11,67¢  $(4,809) $6,87F $7,77¢  $(4,537) $ 3,241

Provision for Loan Losses

The provision for loan losses is based upon cledit experience, growth or contraction of speciigments of the loan portfolio, and the
estimate of losses inherent in the current loatfg@ar. The provision for loan losses was $7.1 millfor the year ended December 31, 2012
compared with $7.8 million for 2011. See the “Allamce for Loan Losses” section of this Managemebigsussion and Analysis for further
discussion.
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Noninterest Income
The following table summarizes our noninterest inedor the years ended December 31 (in thousands):

2012 2011 2010
Service charges on deposits $ 8,621 $ 8,67¢ $ 9,58¢
ATM and debit carc 4,71¢ 4,35¢ 3,99¢
Broker-dealer fees and commissic 2,10¢ 1,82¢ 1,28:
Company owned life insuran: 1,751 1,42¢ 1,10
Loan servicing 617 83t 1,12¢
Net gain on sale of loans held for s 1,421 88( 65(
Net gain on disposal of investment securi 2,651 3,00z 16¢
Impairment charges on investment secur (92) (18) (599
Net (loss) gain on sale and disposal of other a (381) 67 (203)
Other 3,36 2,86 2,33¢
Total noninterest incom $24,77" $23,92¢ $19,45¢

The components of noninterest income fluctuatedismissed below.

Service charges on deposits decreased slightipngl@012 compared to 2011. An increase in the numbeustomer accounts, including th
added from the branch acquisitions in June and auglui2012, helped offset decreases in servicegehacome related to changes in
customer behavior and regulatory changes thatdecuhe requirement that customers opt-in for aadrdoverage for certain types of
electronic banking activities.

ATM and debit card income was $4.7 million for 2048 increase of $357 thousand or 8%, compare@1&.Zrhe increased popularity of
electronic banking and transaction processing ésglted in higher ATM and debit card point-of-saéage income.

Broker-dealer fees and commissions were up $27stmd or 15%, compared to 2011. Broker-dealerdadscommissions fluctuate mainly
due to sales volume, which continued to increasmd2012 as a result of improving market and ecoicaconditions and our renewed focus
on this line of business.

During the third quarter of 2011 we purchased aitexhal $18.0 million of company owned life insace. The increased amount of
insurance was largely responsible for the $327ghand increase in company owned life insurance ircfmm2012.

Loan servicing income represents fees earned foicgey mortgage and indirect auto loans sold todtparties, net of amortization expense
and impairment losses, if any, associated withtaliped loan servicing assets. Loan servicing ineavas down $218 thousand or 26% for
year ended December 31, 2012 compared to 2011. 4av&iting income decreased as a result of moiid eaportization of servicing righ
due to loans paying off, lower fees collected due tlecrease in the sold and serviced portfoliovenité-downs on capitalized mortgage
servicing assets.

Net gain on loans held for sale was $1.4 millio2@12, an increase of $541 thousand or 61%, cordpgar2011, mainly due to increas
origination volume related primarily to refinanciagtivity, a result of low interest rates.

Net gains from the sales of investment securitiesev$2.7 million for the year ended December 3122@ompared to $3.0 million for tl
year ended December 31, 2011. During 2012, we réped gains totaling $2.6 million from the saldfiué pooled trus-preferred securities.
Net gains for 2011 included $2.3 million from theesof four pooled tru-preferred securities and $730 thousand from tleafaight
mortgage-backed securities. The amount and timirayiosale of investments securities is dependera number of factors, including our
prudent efforts to realize gains while managingation, premium and credit risk.

Due to their proximity to our existing locationsewonsolidated four branches as part of the branghisitions. The majority of the loss on
the disposal of other assets for 2012 was due ite-off of leasehold improvements and other fixededs for these branches that were closed

Other noninterest income increased $495 thousafd%rfor the year ended December 31, 2012, compar2dll. Income from our
investment in several limited partnerships andd#iads from FHLB stock comprised the majority of ylear-over-year increase.
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Noninterest Expense
The following table summarizes our noninterest espefor the years ended December 31 (in thousands):

2012 2011 2010
Salaries and employee benefits $40,12° $35,74: $32,84:
Occupancy and equipme 11,41¢ 10,86¢ 10,81¢
Professional service 4,13: 2,617 2,19
Computer and data process 3,271 2,431 2,481
Supplies and postag 2,49 1,77¢ 1,772
FDIC assessmen 1,30(¢ 1,51 2,507
Advertising and promotion 92¢ 1,25¢ 1,121

Loss on extinguishment of de — 1,08: —
Other 7,721 6,49¢ 7,171
Total noninterest expen: $71,39: $63,79- $60,91"

The components of noninterest expense fluctuatelisasssed below.

Salaries and employee benefits (which includessatdated expenses and fringe benefit expenses®4@.1 million for 2012, up $4.4
million or 12% from 2011. As discussed earlierasials and employee benefits for 2012 included @xezbsts of approximately $2.6 million
that were incurred in association with the retirat@f our former CEO. After adjusting for these empes, the increase in salaries and
employee benefits for 2012 when compared to thar pear is attributable to higher pension costa@hwith increased staffing levels. Full
time equivalent employees increased by 9% to 6Z8aember 31, 2012 from 575 at December 31, 20drhapily due to the branch
acquisitions.

Occupancy and equipment increased by $551 thouwabb when comparing 2012 to 2011. The increasepriasarily related to the growth
in the branch network related to the branch actjois.

Professional services expense of $4.1 million ih2dcreased $1.5 million or 58% from 2011. Prafasal fees increased primarily due to
legal expenses related to the branch acquisitiims.management transition described earlier alatribated to the increase in professional
fees.

Computer and data processing and supplies andgeostgense increased, collectively, by $1.6 millidren comparing 2012 to 2011. The
yearover-year increase was due to expenses relathbe faranch acquisition transactions.

FDIC assessments decreased $213 thousand fordhenged December 31, 2012, compared to 2011, piyraaesult of changes
implemented by the FDIC in the method of calculatissessment rates which became effective in tendejuarter of 2011.

Advertising and promotions costs were $330 thousart6% lower in 2012 compared to 2011 due toitheng of marketing campaigns and
promotions, coupled with cost management strategies

We redeemed all of our 10.20% junior subordinatelgeshtures during the third quarter of 2011. Assalteof the redemption, we recognize
loss on extinguishment of debt of $1.1 million, ssting of a redemption premium of $852 thousardiawrite-off of the remaining
unamortized issuance costs of $231 thousand in.2011

Other noninterest expense increased $1.2 milliat966 during 2012 compared to 2011. The increasethir noninterest expenses were
primarily related to the branch acquisition trarizars.

The efficiency ratio for the year ended December2B12 was 62.87% compared with 60.55% for 201%. Aigher efficiency ratio is
attributable to the additional expenses relatetiédoranch acquisitions and retirement of our far@EO, as previously discussed. The
efficiency ratio is calculated by dividing totalmaterest expense, excluding other real estateresgpand amortization of intangible assets, by
net revenue, defined as the sum of tax-equivaleninterest income and noninterest income beforgaias and impairment charges on
investment securities. Taxes are not part of thisutation. An increase in the efficiency ratioicates that more resources are being utilized
to generate the same volume of income, while aedser would indicate a more efficient allocatiomesfources.

Income Taxes

We recognized income tax expense of $11.3 millmr2D12 compared to $11.4 million for 2011. Thedowax provision was primarily
attributable to a decrease in our effective tag tat32.6% for 2012 compared to 33.4% for 2011. [ber effective tax rate in 2012 was a
result of the greater impact of tax-exempt incoméoaver taxable income. Effective tax rates aredaoipd by items of income and expense
that are not subject to federal or state taxatiur. effective tax rates reflect the impact of thigsms, which include, but are not limited to,
interest income from tax-exempt securities andiegaon company owned life insurance.
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RESULTS OF OPERATIONS FOR THE YEARS ENDEI
DECEMBER 31, 2011 AND DECEMBER 31, 201

Net Interest Income and Net Interest Margin

Net interest income in the consolidated statemefiitscome (which excludes the taxable equivalefustchent) was $81.9 million in 201
compared to $78.8 million in 2010. The taxable ealgéint adjustments (the adjustments to bring teetgt interest to a level that would yield
the same after-tax income had that income beersiutng a taxation using a tax rate of 35%) of $8illion and $1.9 million for 2011 and
2010, respectively, resulted in fully taxable egl@nt net interest income of $83.9 million in 2Giid $80.7 million in 2010.

Taxable equivalent net interest income of $83.%anilfor 2011 was $3.2 million or 4% higher thanlPO The impact of a decline in average
yields on our assets was diminished by a 5% inereamteres-earning assets. The average balance of loan$8&sé million or 8% to
$1.394 hillion, reflecting growth in the commercgld consumer indirect loan portfolios, and therage balance of interest-earning assets
rose $98.6 million to $2.080 billion.

The increase in taxable equivalent net interesirmewas a function of a favorable volume variamsebalance sheet changes in both volume
and mix increased taxable equivalent net interesirne by $7.8 million), partially offset by an unésable rate variance (decreasing taxable
equivalent net interest income by $4.5 million)eTdhange in mix and volume of earning assets isecktaxable equivalent interest income
by $6.3 million, while the change in volume and garsition of interest-bearing liabilities decreassérest expense by $1.5 million, for a net
favorable volume impact of $7.8 million on taxablguivalent net interest income. Rate changes anirepassets reduced interest income by
$7.4 million, while changes in rates on interestfbgg liabilities lowered interest expense by $aiflion, for a net unfavorable rate impact of
$4.5 million.

The net interest margin for 2011 was 4.04% compared07% in 2010. The slight decrease in net @siemargin was attributable to a 3 basis
point lower contribution from net free funds (prinhaattributable to lower rates on interest-begriiabilities reducing the value of
noninterest-bearing deposits and other net fredsduhe interest rate spread remained unchangedtfre year ended December 31, 2010 at
3.87%, as a 30 basis point decrease in the yielhamng assets offset the 30 basis point deciedbe cost of interest-bearing liabilities.

The Federal Reserve left the Federal funds ratbamged at 0.25% during 2011 and 2010.

For 2011, the yield on average earning asset$@?4 was 30 basis points lower than 2010. Loan yiditreased 33 basis points to 5.53%.
Commercial mortgage and consumer indirect loamaiticular, down 31 and 66 basis points, respédgtiexperienced lower yields given the
competitive pricing pressures and re-pricing oha a low interest rate environment. The yieldrorestment securities dropped 38 basis
points to 2.93%, also impacted by the lower intera® environment and prepayments of mortgageeiavestment securities. Overall,
earning asset rate changes reduced interest inopid@.5 million.

The cost of average interest-bearing liabilitie® &0% in 2011 was 30 basis points lower than 2Uhe.average cost of interest-bearing
deposits was 0.74% in 2011, 23 basis points lolem 2010, reflecting the low-rate environment, gaited by a focus on product pricing to
retain balances. The cost of borrowings decreagbddasis points to 1.58% for 2011, primarily a fesfithe redemption of the 10.20% jun
subordinated debentures. The interest-bearindityabate changes reduced interest expense byréRlian.

Average interest-earning assets of $2.080 billio2d11 were $98.6 million or 5% higher than 2010erage investment securities increased
$5.0 million while average loans increased $98.Mianior 8%. Commercial loans increased $42.1 wnilland consumer loans increased $
million, offset by a $17.2 million decrease in dEsitial mortgage loans.

Average interest-bearing liabilities of $1.662ibifl in 2011 were up $51.6 million or 3% versus 2020 average, interest-bearing deposits
grew $22.8 million, while average noninterest-begidemand deposits (a principal component of et fiunds) increased by $38.4 million.
Average borrowings increased $28.9 million, repnésag a $50.0 million increase and $21.1 milliortid®se in short-term and long-term
borrowings, respectively.

Provision for Loan Losses
The provision for loan losses was $7.8 milliontlee year ended December 31, 2011 compared withrilign for 2010.
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Noninterest Income

Service charges on deposits were $8.7 million ih12@hich was $906 thousand or 9% lower than 201h@.decrease was primarily due to
changes in customer behavior and regulatory chathgé#ncluded requirements for customers to ogiroverdraft coverage for certain
types of electronic banking activities.

ATM and debit card income was $4.4 million for 204 increase of $364 thousand or 9%, compare@10.2rhe increased popularity of
electronic banking and transaction processing ésslted in higher ATM and debit card point-of-sasage income.

Broker-dealer fees and commissions were up $546stmd or 43%, compared to 2010, as a result ofawipy market and economic
conditions and our renewed focus on this line difess.

Company owned life insurance income was up $31dstuod or 29% for the year ended December 31, 20rhpared to the same period in
2010. The increase was the result of an additi®h&l0 million investment in company owned life ireuce during the third quarter of 2011.

Loan servicing income was down $289 thousand or #6%he year ended December 31, 2011 compare@16.2 oan servicing income
decreased as a result of more rapid amortizati@eficing rights due to loans paying off, lowesdecollected due to a decrease in the sold
and serviced portfolio and write-downs on capitdiznortgage servicing assets.

Net gain on loans held for sale was $880 thousa2®11, an increase of $230 thousand or 35%, cadgar2010, mainly due to the $1
thousand gain relating to the servicing retainéel s8$13.0 million of indirect auto loans durirtgetthird quarter of 2011.

Net gains from the sales of investment securitiesev3.0 million for the year ended December 3112@ompared to $169 thousand in 2(
Net gains from the sales of investment securitieil1 included net gains of $2.3 million from dade of four pooled tru-preferred

securities that had been written down in prior gasiand included in non-performing assets. Netgyair$730 thousand from the sale of eight
mortgage-backed securities were also recognizedgiafll.

Other noninterest income increased $529 thousa@8%rfor the year ended December 31, 2011, compgar2dl10. Other noninterest incol
for 2011 includes $152 thousand related to inswegmoceeds received for losses relating to andtaegnstance of fraudulent debit card
activity recorded in the fourth quarter of 2010.rbteant services fees paid by customers for acanmamagement and electronic processing of
transactions and income from our capital investnreseveral limited partnerships also contributethe 2011 increases.

Noninterest Expense

Salaries and employee benefits (which includessatdated expenses and fringe benefit expenses)$8a.7 million for 2011, up $2.9

million or 9% from 2010. Average full-time equivateemployees (“FTEs") were 576 for 2011, aboutshme as 577 for 2010. Salary-related
expenses increased $2.0 million for the year emszember 31, 2011, compared to 2010, reflectingenease in estimated incentive
compensation, which was previously limited under TARP Capital Purchase Program. Fringe benefieesgs increased $672 thousand or
9%, primarily attributable to higher medical expess

Professional services expense of $2.6 million ih2creased $420 thousand or 19% from 2010, pifiyrdue to legal and shareholder
expenses related to our common stock offering addmption of our Series A preferred stock and 2.Rfior subordinated debentures.
also recognized a loss on extinguishment of deBtLaf million in connection with the redemptiontbé& 10.20% junior subordinated
debentures during 2011.

FDIC assessments decreased $1.0 million for thegreded December 31, 2011, compared to 2010, ghnaaresult of changes implement
by the FDIC in the method of calculating assessmaes which became effective in the second quaft2®11.

Advertising and promotions expenses were $138 #ruisr 12% higher in 2011 compared to 2010 duedeeases in business development
expenses and the opening of a new branch in subibehester in the third quarter of 2011.

Other noninterest expense decreased $404 thous&3d during 2011 compared to 2010. The 2010 expierchades a loss of approximately
$1.0 million relating to irregular instances offclent debit card activity.

The efficiency ratio for the year ended December2®l1 was 60.55% compared with 60.36% for 2010.

Income Taxes

We recognized income tax expense of $11.4 millm®2D11 compared to $9.4 million for 2010. The d®was due in part to a $3.6 million
increase in pretax income between the years. litiaddduring 2010, we recorded non-recurring taxéfits of $1.2 million related to
valuation of our deferred tax assets as a resulteoNYS repeal of the experience method for deéténg bad debts and re-valuing at the
highest Federal statutory rate of 35%. Our effectax rates were 33.4% in 2011 and 30.5% in 2010.
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ANALYSIS OF FINANCIAL CONDITION
OVERVIEW

At December 31, 2012, we had total assets of $2biibdn, an increase of 18% from $2.336 billionafDecember 31, 2011, largely
attributable to the branch acquisitions combinetthwur continued core business growth in both lGarsdeposits. Net loans were $1.681
billion as of December 31, 2012, up $219.5 million]15%, when compared to $1.462 billion as of Detwer 31, 2011. The increase in net
loans was primarily attributed to the continuedamngion of the indirect lending program, commerbisdiness development efforts and loans
acquired in the branch acquisition. At December2R1.,2, total loans included $64.5 million in loai#ained in the branch acquisitions. Non-
performing assets totaled $10.1 million as of Ddoen81, 2012, up $875 thousand from a year agal Geposits amounted to $2.262 billion
and $1.932 billion as of December 31, 2012 and 2fEsbectively. As of December 31, 2012, borroweadl§ totaled $179.8 million,
compared to $150.7 million as of December 31, 2@bbk value per common share was $17.15 and $Hs @2 December 31, 2012 and
2011, respectively. As of December 31, 2012 owal tareholders’ equity was $253.9 million compare#i237.2 million a year earlier.

INVESTING ACTIVITIES
The following table summarizes the compositionha &vailable for sale and held to maturity secyrasytfolios (in thousands).

Investment Securities Portfolio Compositior
At December 31,

2012 2011 2010
Amortized Fair Amortized Fair Amortized Fair
Cost Value Cost Value Cost Value
Securities available for sale
U.S. Government agency and government-sponsoredpeise
securities $128,09° $131,69! $ 94,947 $ 97,71: $141,59. $140,78:
State and political subdivisiol 188,99° 195,21( 119,09¢ 124,42 105,62. 105,66¢
Mortgagebacked securitie:
Agency mortgag-backed securitie 479,91 494,77C 390,37* 401,59¢ 414,50: 417,70¢
Non-Agency mortgag-backed securitie 73 1,09¢ 327 2,08¢ 981 1,572
Asse-backed securitie 121 1,02¢ 297 1,69 564 637
Total available for sale securiti 797,20 823,79t 605,04' 627,51¢ 663,26( 666,36
Securities held to maturity:
State and political subdivisiol 17,90t 18,47¢ 23,297 23,96¢ 28,16: 28,84¢
Total investment securitie $815,10¢ $842,27: $628,34: $651,48: $691,42. $695,21°

Our investment policy is contained within our ovkAsset-Liability Management and Investment Poligis policy dictates that investment
decisions will be made based on the safety ofrttiestment, liquidity requirements, potential resjrcash flow targets, need for collateral and
desired risk parameters. In pursuing these objestwe consider the ability of an investment tovjate earnings consistent with factors of
quality, maturity, marketability, pledgeable natared risk diversification. Our Treasurer, guideddyCO, is responsible for investment
portfolio decisions within the established policies

Impairment Assessment

We review investment securities on an ongoing Hasithe presence of OTTI with formal reviews penfied quarterly. Declines in the fair
value of held-to-maturity and available-for-salewsities below their cost that are deemed to berdtian temporary are reflected in earnings
as realized losses to the extent the impairmemniaged to credit losses or the security is intendebe sold or will be required to be sold. The
amount of the impairment related to non-credittegldactors is recognized in other comprehensiwerire. Evaluating whether the
impairment of a debt security is other than tempoiavolves assessing i.) the intent to sell thetdecurity or ii.) the likelihood of being
required to sell the security before the recovdiysoamortized cost basis. In determining whetherother-than-temporary impairment
includes a credit loss, we use our best estimatieegpresent value of cash flows expected to Heated from the debt security considering
factors such as: a.) the length of time and ther#xtb which the fair value has been less tharathertized cost basis, b.) adverse conditions
specifically related to the security, an industiya geographic area, c.) the historical and indplielatility of the fair value of the security, d.)
the payment structure of the debt security andikiebhood of the issuer being able to make payradimat increase in the future, e.) failure of
the issuer of the security to make scheduled isteneprincipal payments, f.) any changes to thiegaf the security by a rating agency, and
g.) recoveries or additional declines in fair vatudsequent to the balance sheet date.
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As of December 31, 2012, management does not haviatent to sell any of the securities in a lossifion and believes that it is not likely
that it will be required to sell any such secustiefore the anticipated recovery of amortized.clds¢ unrealized losses are largely due to
increases in market interest rates over the ymddable at the time the underlying securitiesenygurchased. The fair value is expected to
recover as the bonds approach their maturity depgicing date or if market yields for such investits decline. Management does not bel
any of the securities in a loss position are imgghilue to reasons of credit quality. AccordinglypDecember 31, 2012, management has
concluded that unrealized losses on its investrserrities are temporary and no further impairnhesg has been realized in our consolid
statements of income. The following discussion fates further details of our assessment of the g@=portfolio by investment category.

U.S. Government Agencies and Government Sponsoredhterprises (“GSE”). As of December 31, 2012, there were six seculities
unrealized loss position in the U.S. Governmenha@s and GSE portfolio with unrealized losseslitage569 thousand. Of these, three were
in an unrealized loss position for 12 months ogkemand had an aggregate amortized cost of $3li@ménd unrealized losses of $2
thousand. The decline in fair value is attributablehanges in interest rates, and not credit twi@nd because we do not have the intent to
sell these securities and it is likely that we wibt be required to sell the securities beforertheficipated recovery, we do not consider these
securities to be other-than-temporarily impairedatember 31, 2012.

State and Political SubdivisionsAs of December 31, 2012, the state and politicetsusions (“municipals”) portfolio totaled $213.1
million, of which $195.2 million was classified agailable for sale. As of that date, $17.9 milligas classified as held to maturity with a fair
value of $18.5 million. As of December 31, 201Zrthwere 36 municipals in an unrealized loss positll of which were available for sale
and in an unrealized loss position for less thambaths. Those 36 securities had an aggregate iagtost of $8.5 million and unrealized
losses totaling $72 thousand.

Because the decline in fair value is attributablehtanges in interest rates, and not credit qualitd because we do not have the intent to sell
these securities and it is not likely that we Wl required to sell the securities before theiicgrdated recovery, we do not consider these
securities to be other-than-temporarily impairedatember 31, 2012.

Agency Mortgage-backed Securitieswith the exception of the non-Agency mortgage-bdckecurities (“non-Agency MBS”) discussed
below, all of the mortgage-backed securities hglddas of December 31, 2012, were issued by Uo8e@ment sponsored entities and
agencies (“Agency MBS"), primarily FNMA. The conttaal cash flows of our Agency MBS are guarantee&#&MA, FHLMC or GNMA.
The GNMA mortgage-backed securities are backedhéyull faith and credit of the U.S. Government.

As of December 31, 2012, there were ten securitiése Agency MBS portfolio that were in an unreatl loss position. Of these, three were
in an unrealized loss position for 12 months oglemand had an aggregate amortized cost of $1l@ménd unrealized losses of $2
thousand. Given the high credit quality inherenAgency MBS, we do not consider any of the unrealitbsses as of December 31, 2012 on
such MBS to be credit related or other-thhamporary. As of December 31, 2012, we did notidt® sell any of Agency MBS that were in
unrealized loss position, all of which were perfargnin accordance with their terms.

Non-Agency Mortgage-backed SecuritiefOur non-Agency MBS portfolio consists of positiangwo privately issued whole loan
collateralized mortgage obligations with a fairuebf $1.1 million and net unrealized gains of &hilion as of December 31, 2012. As of
that date, each of the two non-Agency MBS weredraedow investment grade. None of these secusiteze in an unrealized loss position.

Asset-backed Securities (“ABS”)As of December 31, 2012, the fair value of our ARStfolio totaled $1.0 million and consisted of
positions in six securities, the majority of whiate pooled trust preferred securities (“TPiS8ued primarily by insurance companies and,
lesser extent, financial institutions located tlgloout the United States. As a result of some isstefaulting and others electing to defer
interest payments, we considered the TPS to begediorming and stopped accruing interest on thegestments during 2009. As of
December 31, 2012, each of the securities in th8 p8rtfolio was rated below investment grade. Nointhese securities were in an
unrealized loss position.

During 2012, we recognized gains totaling $2.6ionlfrom the sale of five TPS. The five securitiesl a fair value of $1.1 million at
December 31, 2011. We continue to monitor the mddeghese securities and evaluate the poterdgrdiuture dispositions.

Other Investments.As a member of the FHLB the Bank is required taHeHLB stock. The amount of required FHLB stock&sed on the
Bank’s asset size and the amount of borrowings fiterFHLB. We have assessed the ultimate recoviyatfi our FHLB stock and believe
that no impairment currently exists. As a membeahefFRB system, we are required to maintain aipeédnvestment in FRB stock based
a ratio relative to our capital. At December 31120our ownership of FHLB and FRB stock totaledd$8illion and $3.9 million, respective
and is included in other assets and recorded &twhi&h approximates fair value.
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LENDING ACTIVITIES

Total loans were $1.706 billion at December 31,2Gh increase of $220.9 million or 15% from Decentil, 2011. Commercial loans
increased $44.9 million or 7% and represented 3@##dtal loans at the end of 2012. Residentialtgage loans were $133.5 million, up
$19.6 million or 17% and represented 7.8% of tltahs at December 31, 2012, while consumer loasreased $156.4 million to represent
52.8% of total loans at December 31, 2012 comptréd.1% at December 31, 2011. The compositioruol@an portfolio, excluding loans
held for sale and including net unearned incomeratdleferred fees and costs, is summarized asv®l(in thousands):

Loan Portfolio Composition
At December 31,

2012 2011 2010 2009 2008
Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
Commercial business $ 258,67 15.2% $ 233,83t 15.7% $ 211,03: 15.% $ 206,38: 16.2% $ 180,10( 16.1%
Commercial mortgag 413,32: 24.z 393,24: 26.F 352,93( 26.Z 330,74¢ 26.Z 285,38. 25
Total commercia 671,99¢ 394 627,08( 42.Z 563,96. 41.¢ 537,13. 42F 465,48: 41.€
Residential mortgag 133,52( 7.8 113,91 7.7 129,58( 9.€ 144.21' 114 177,68. 15.¢
Home equity 286,64¢ 16.¢ 231,76t 15.€ 208,32° 15.t 200,68: 15.¢ 189,79 16.€
Consumer indirec 586,79: 34.4 487,71. 32.€ 418,01¢ 31.1 352,61, 27.C 255,05 22.¢
Other consume 26,76¢ 1.€ 24 ,30¢ 1.€ 26,10¢ 1.€ 29,36¢ 2.3 33,06¢ 2.C
Total consume 900,20° 52.¢ 743,78! 50.1 652,44¢ 48.F 582,66( 46.1 477,91, 42.¢€
Total loans 1,705,721 100.% 1,484,77' 100.% 1,345,991 100.% 1,264,000 100.% 1,121,07¢ 100.(%
Allowance for loan losse 24,71« 23,26( 20,46¢ 20,74 18,74¢
Total loans, ne $1,681,01. $1,461,51 $1,325,52. $1,243,26! $1,102,33

As of December 31, 2012, the residential mortgag#glio consisted of $28.2 million of loans acadrwith the branch acquisitions and
$105.3 million of organic loans. The decrease gaaic residential mortgage loans from $129.6 miltio $113.9 million to $105.3 million fi
the periods ending December 31, 2010, 2011 and,284@ectively, and the increase in consumer indicans from $418.0 million to $487
million to $586.8 million for the same periods egfls a strategic shift to increase our consumergiaidoan portfolio, while placing less
emphasis on expanding our residential mortgage poatfiolio, coupled with our practice of sellingetinajority of our fixed-rate residential
mortgages in the secondary market with servicights retained.

Commercial loans increased during 2012 as we aoadiour commercial business development efforts.cradit risk related to commercial
loans is largely influenced by general economiaditions and the resulting impact on a borrower’sragions or on the value of underlying
collateral, if any.

The Company participates in various lending programwhich guarantees are supplied by U.S. govenh@agencies, such as the SBA, U.S.
Department of Agriculture, Rural Economic and ComitwDevelopment and Farm Service Agency, amongrsthAs of December 31,
2012, the principal balance of such loans (includetbmmercial loans) was $62.5 million and thergngeed portion amounted to $43.1
million. Most of these loans were guaranteed by3BaA.

Commercial business loans were $258.7 million etethd of 2012, up $24.8 million or 11% since yaai-2011, and comprised 15.2% of
total loans outstanding at December 31, 2012. Wiedlly originate business loans of up to $15.0iorilfor small to mid-sized businesses in
our market area for working capital, equipmentiiciag, inventory financing, accounts receivablafiaing, or other general business
purposes. Loans of this type are in a diverse rahgedustries. Within the commercial business sifésation, loans to finance agricultural
production totaled approximately 1% of commerciasibess loans as of December 31, 2012. As of Deee81 2012, commercial business
SBA loans accounted for a total of $38.9 millionl&&o of our commercial business loan portfolio.

Commercial mortgage loans totaled $413.3 milliobatember 31, 2012, up $20.1 million or 5% from &waber 31, 2011, and comprised
24.2% of total loans, compared to 26.5% at Decer@beR011. Commercial mortgage includes both owceupied and non-owner occupied
commercial real estate loans. Approximately 46% 46 of the commercial mortgage portfolio at Decen®il, 2012 and 2011,
respectively, was owner occupied commercial rei@tesThe majority of our commercial real estanbare secured by office buildings,
manufacturing facilities, distribution/warehouseilities, and retail centers, which are generailyated in our local market area. As of
December 31, 2012, commercial mortgage SBA loaosuwatted for a total of $18.1 million or 4% of owmamercial mortgage loan portfolio.

Our current lending standards for commercial retdte and real estate construction lending arerdeted by property type and specifically
address many criteria, including: maximum loan ami®umaximum loan-to-value (“LTV"), requirements fare-leasing and / or pre-sales,
minimum debt-service coverage ratios, minimum beeoequity, and maximum loan to cost. Currentlg, tiaximum standard for LTV is
85%, with lower limits established for certain héghiisk types, such as raw land which has a 65% DEXimum.

-44-



Table of Contents

MANAGEMENT’S DISCUSSION AND ANALYSIS

Residential mortgage loans totaled $133.5 millibtha end of 2012, up $19.6 million or 17% from thieor year and comprised 7.8% of total
loans outstanding at December 31, 2012 and 7. ™&ember 31, 2011. Residential mortgage loansdectonventional first lien home
mortgages and we generally limit the maximum laaB5% of collateral value without credit enhancetferg. PMI insurance). As part of
management’s historical practice of originating ardvicing residential mortgage loans, the majaftgur fixed-rate residential mortgage
loans are sold in the secondary market with sergicights retained. Residential mortgage productdicue to be underwritten using FHLM
and FNMA secondary marketing guidelines.

Consumer loans totaled $900.2 million at Decemiie2B812, up $156.4 million or 21% compared to 2@ represented 52.8% of the 2!
yearend loan portfolio versus 50.1% at year-end 20Qb&ns in this classification include indirect commr, home equity and other consumer
installment loans. Credit risk for these typesaafris is generally influenced by general economiditmns, the characteristics of individual
borrowers, and the nature of the loan collaterak®of loss are generally on smaller average bakper loan spread over many borrowers.
Once charged off, there is usually less opportuisityecovery on these smaller retail loans. Cragk is primarily controlled by reviewing

the creditworthiness of the borrowers, monitoriayment histories, and taking appropriate collatenal guaranty positions.

Consumer indirect loans amounted to $586.8 millibBecember 31, 2012 up $99.1 million or 20% coragao 2011, and represented 34.

of the 2012 year-end loan portfolio versus 32.9%eatr-end 2011. The loans are primarily for thechase of automobiles (both new and
used) and light duty trucks primarily to individaabut also to corporations and other organizatibhe loans are originated through
dealerships and assigned to us with terms thatailpirange from 36 to 84 months. During the yeadezl December 31, 2012, we originated
$324.6 million in indirect loans with a mix of agpimately 49% new auto and 51% used vehicles. @dmspares with $266.7 million in
indirect loans with a mix of approximately 46% nauto and 54% used vehicles for the same perio814.2The increase in loans for new
autos reflects changes in market conditions in 2B€ do business with over 400 franchised autoedledbcated in Western, Central, and the
Capital District of New York, and Northern PennsyiNa.

Home equity consists of home equity lines, as aglhome equity loans, some of which are first fiesitions. Home equities amounted to
$286.6 million at December 31, 2012 up $54.9 millay 24% compared to 2011, and represented 16.8%e&012 year-end loan portfolio
versus 15.6% at year-end 2011. The increase in¢lhdme equities acquired in the branch acquisitieéch totaled $26.8 million at
December 31, 2012. The portfolio had a weightedae LTV at origination of approximately 54% and®at December 31, 2012 and 20
respectively. Approximately 69% of the loans in tieene equity portfolio were first lien positionsizécember 31, 2012 and 2011.

Our underwriting guidelines for home equity produicicludes a combination of borrower FICO (creddrs), the LTV of the property
securing the loan and evidence of the borrowerrtpsufficient income to repay the loan. Currerfily,home equity products, the maximum
acceptable LTV is 90%. The average FICO score éar home equity production was 758 in 2012 comptretbs in 2011.

Other consumer loans totaled $26.8 million at Dewen®1, 2012, up $2.5 million or 10% compared tb12@Gnd represented 1.6% of the |
portfolio at December 31, 2012 and 2011. The irswea other consumer loans is attributed to loasiaed in the branch acquisitions, wh
totaled $3.4 million at December 31, 2012. Otherstoner consists of personal loans (collateralizebumcollateralized) and deposit account
collateralized loans.

Factors that are important to managing overallitogghlity are sound loan underwriting and admiaisbn, systematic monitoring of existing
loans and commitments, effective loan review omgoing basis, early identification of potentiablplems, an appropriate allowance for |
losses, and sound nonaccrual and charge off palicie

An active credit risk management process is useddmmercial loans to further ensure that soundcamgistent credit decisions are made.
Credit risk is controlled by detailed underwritipgpcedures, comprehensive loan administration paniddic review of borrowers’
outstanding loans and commitments. Borrower refatigps are formally reviewed and graded on an amngbasis for early identification of
potential problems. Further analyses by customeustry, and geographic location are performeddaitar trends, financial performance,
and concentrations.

The loan portfolio is widely diversified by typeghmorrowers, industry groups, and market areasiwitlr core footprint. Significant loan
concentrations are considered to exist for a firmestitution when there are amounts loaned tm@rwus borrowers engaged in similar
activities that would cause them to be similarlypanted by economic or other conditions. At Decen®iger2012, no significant
concentrations, as defined above, existed in ottfghio in excess of 10% of total loans.
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Loans Held for Sale and Loan Servicing Rights.oans held for sale (not included in the loan pigfcomposition table) were entirely
comprised of residential real estate mortgagegatated $1.5 million and $2.4 million as of DecemB#, 2012 and 2011, respectively.

We sell certain qualifying newly originated or refinced residential real estate mortgages on tlomdary market. Residential real estate
mortgages serviced for others, which are not iredlith the consolidated statements of financial d&@rd amounted to $273.3 million and
$297.8 million as of December 31, 2012 and 201dpeetively.

During 2011, we sold $13.0 million of indirect alt@ns, which were reclassified from portfolio tmhs held for sale during the second
quarter of 2011. The loan servicing asset for teé and serviced indirect auto loans, includedtheoassets in the consolidated statements of
financial condition, was $250 thousand and $574ishad as of December 31, 2012 and 2011, respsctivel

Allowance for Loan Losses
The following table summarizes the activity in gieowance for loan losses (in thousands).

Loan Loss Analysis
Year Ended December 31

2012 2011 2010 2009 2008
Allowance for loan losses, beginning of year $23,26( $20,46¢ $20,74: $18,74¢ $15,52:
Chargeoffs:
Commercial busines 72¢ 1,34¢ 3,42¢ 2,36( 72C
Commercial mortgag 74% 751 263 35E 1,192
Residential mortgag 32¢ 152 29C 22k 32C
Home equity 30¢ 44¢ 25¢ 19t 11C
Consumer indirec 6,58¢ 4,71 4,66¢ 3,631 2,011
Other consume 874 871 90¢ 1,05¢ 1,10¢
Total charg-offs 9,56¢ 8,28¢ 9,81¢ 7,83( 5,45¢
Recoveries
Commercial busines 33¢€ 401 32¢ 42¢ 684
Commercial mortgag 261 24k 501 15C 31¢
Residential mortgag 13C 9C 21 12 26
Home equity 44 44 3€ 20 19
Consumer indirec 2,76¢ 2,06¢ 1,48¢ 1,03( 54¢
Other consume 354 45¢€ 48¢ 48( 544
Total recoverie! 3,89¢ 3,30z 2,85¢ 2,12( 2,13¢€
Net charg-offs 5,67¢ 4,98¢ 6,96: 5,71( 3,32z
Provision for loan losse 7,12¢ 7,78( 6,68 7,702 6,551
Allowance for loan losses, end of y $24,71¢ $23,26( $20,46¢ $20,74: $18,74¢
Net charg-offs to average loar 0.36% 0.36% 0.5%% 0.47% 0.32%
Allowance to end of period loal 1.45% 1.57% 1.52% 1.64% 1.67%
Allowance to end of period n-performing loan: 271% 32%% 27(% 23%% 22%
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The following table sets forth the allocation oé thllowance for loan losses by loan category dseflates indicated. The allocation is made
for analytical purposes and is not necessarilyciailie of the categories in which actual losses peyr. The total allowance is available to
absorb losses from any segment of the loan past{oiithousands).

Allowance for Loan Losses by Loan Categor
At December 31,

2012 2011 2010 2009 2008
Percentagt Percentagt Percentage Percentage Percentage
Loan of loans by Loan of loans by Loan of loans by Loan of loans by Loan of loans by
Loss category tc Loss category tc Loss category tc Loss category tc Loss category tc
Allowance total loans Allowance total loans Allowance total loans Allowance total loans Allowance total loans
Commercial business $ 4,88¢ 15.2% $ 4,03¢ 15.1% $ 3,71: 15.1% $ 4,401 16.2% $ 3,30¢( 16.1%
Commercial mortgag 6,581 24.2 6,41¢ 26.5 6,431 26.2 6,63¢ 26.2 4,63¢ 25.t
Residential mortgag 74C 7.8 85¢ 7.7 1,01: 9.€ 1,251 11.4 2,51¢ 15.¢
Home equity 1,28: 16.¢ 1,24 15.€ 972 15t 1,04: 15.¢€ 2,37¢ 16.€
Consumer indirec 10,71t 34.4 10,18¢ 32.¢ 7,754 31.1 6,831 27.¢ 5,152 22.¢
Other consume 51z 1.€ 517 1.€ 584 1.9 56E 2.3 772 2.9
Total $24,71- 100.% $23,26( 100.% $20,46¢ 100.% $20,74: 100.% $18,74¢ 100.(%

Management believes that the allowance for loasdesit December 31, 2012 is adequate to coverlgmlosses in the loan portfolio at that
date. Factors beyond our control, however, sudeasral national and local economic conditions,azrersely impact the adequacy of the
allowance for loan losses. As a result, no asseraan be given that adverse economic conditiomsh@r circumstances will not result in
increased losses in the portfolio or that the adipee for loan losses will be sufficient to meetiattoan losses. See Part I, Iltem 1A “Risk
Factors” for the risks impacting this estimate. lig@ment presents a quarterly review of the adeqofatye allowance for loan losses to our
Board of Directors based on the methodology thdecribed in further detail in Part I, Item | “Busss” under the section titled “Lending
Activities”. See also “Critical Accounting Estimatefor additional information on the allowance foan losses.

Non-performing Assets and Potential Problem Loans
The following table sets forth information regamglimon-performing assets (in thousands):

Non-performing Assets
At December 31,

2012 2011 2010 2009 2008
Non-accruing loans
Commercial busines $ 3,41: $1,25¢ $ 947 $ 65C $ 51C
Commercial mortgag 1,79¢ 2,92¢ 3,10(¢ 2,28¢ 2,67(
Residential mortgag 2,04( 1,64¢ 2,10z 2,37¢ 3,36t
Home equity 93¢ 682 87t 88C 1,14z
Consumer indirec 891 55¢ 514 621 44k
Other consume 25 — 41 7 56
Total nor-accruing loan: 9,107 7,071 7,57¢ 6,82z 8,18¢
Restructured accruing loa — — — — —
Accruing loans contractually past due over 90 ¢ 18 5 3 1,85¢ 7
Total nor-performing loan: 9,12¢ 7,07¢ 7,58: 8,681 8,19¢
Foreclosed asse 184 47E 741 74€ 1,007
Non-performing investment securiti 753 1,63¢€ 572 1,01t 49
Total nor-performing assel $10,06: $9,18: $8,89¢ $10,44: $9,25:2
Non-performing loans to total loai 0.52% 0.4&% 0.5€% 0.6%% 0.7%
Non-performing assets to total ass 0.36% 0.3%% 0.4(% 0.51% 0.4%
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Non-performing assets include non-performing loansgdtwsed assets and non-performing investment iiesuNon-performing assets at
December 31, 2012 were $10.1 million, an incred$k8@5 thousand from the $9.2 million balance atémwber 31, 2011. The primary
component of non-performing assets is non-perfagrioans, which were $9.1 million or 0.53% of tdtzns at December 31, 2012, an
increase of $2.0 million from $7.1 million or 0.488%ktotal loans at December 31, 2011. The Comparatie of nonperforming loans to tot:
loans continues to compare favorably to its peeugraverage, which was 2.48% of total loans atedepér 30, 2012, the most recent period
for which information is available (Source: Feddtadancial Institutions Examination Council Bank Holding Company Performance Re
as of September 30, 2012 — Top-tier bank holdimgmanies having consolidated assets between $arbdind $3 billion).

Approximately $4.2 million, or 46%, of the $9.1 tiwh in non-performing loans as of December 31,2@&re current with respect to
payment of principal and interest, but were clésgifis non-accruing because repayment in full ioicgral and/or interest was uncertain. For
non-accruing loans outstanding as of December 31, 2b&Zamount of interest income forgone totaled &8bisand. Included in nonaccri
loans are troubled debt restructurings (“TDRs"$686 thousand at December 31, 2012. We had no TlReERsvere accruing interest as of
December 31, 2012.

Foreclosed assets consist of real property form@edgiged as collateral to loans, which we have iaeduhrough foreclosure proceedings or
acceptance of a deed in lieu of foreclosure. Foesrl asset holdings represented 5 propertiesnpt®li84 thousand at December 31, 2012
and 8 properties totaling $475 thousand at Decei3ibe2011.

Non-performing investment securities for which we hatepped accruing interest were $753 thousand etbker 31, 2012, compared to
$1.6 million at December 31, 2011. Non-performingeistment securities are included in non-perfornaisgets at fair value and are
comprised of pooled trust preferred securities.rélave been no securities transferred to penfierming status since the first quarter of 2
During 2012, we recognized gains totaling $2.6ionlffrom the sale of five ABS securities. The faecurities had a fair value of $1.1 million
at December 31, 2011. We continue to monitor theketdor these securities and evaluate the poteotiduture dispositions.

Potential problem loans are loans that are cugrguattforming, but information known about possibtedit problems of the borrowers causes
management to have concern as to the ability df bacrowers to comply with the present loan payntemhs 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 supportimg credits, and/or personal or government gueesntManagement considers loans
classified as substandard, which continue to adateeest, to be potential problem loans. We ideai$13.8 million and $8.6 million in loa
that continued to accrue interest which were diagskas substandard as of December 31, 2012 anj #8dpectively. Included in potential
problem loans at December 31, 2012 is one crelditioaship which we internally downgraded to subdtad status from special mention
during the fourth quarter 2012. The relationshipsists of commercial business and commercial mgetdans with unpaid principal
balances totaling $3.4 million. The downgrade nsitated a provision and increase in our allowancddsses of approximately $400
thousand. These loans were performing in accordaitbetheir contractual terms as of December 31,22Gowever, we continue to monitor
this relationship closely.

In addition, we currently have a large commeradadtionship with an Industrial Development Agencgject in our market area. The
relationship consists of a $14.1 million first lievortgage position and $3.5 million second lientgage on a manufacturing facility. Recent
events with the underlying third party tenant @& groject has resulted in our monitoring the crealétionship more closely and including the
first mortgage loan as “uncriticized—watch” and #eeond mortgage loan as “special mention” in oanlrating system. The loans are
current as of December 31, 2012.
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FUNDING ACTIVITIES
Deposits
The following table summarizes the composition wf deposits (dollars in thousands).

At December 31,

2012 2011 2010
Amount Percent Amount Percent Amount Percent
Noninteres-bearing demand $ 501,51 22.2% $ 393,42: 20.2% $ 350,87 18.6%
Interes-bearing deman 449,74« 19.¢ 362,55! 18.¢ 374,90( 19.¢
Savings and money mark 655,59¢ 28.¢ 474,94 24.¢€ 417,35¢ 22.2
Certificates of deposit < $100,0! 432,50¢ 19.2 486,49¢ 25.2 555,84( 29.t
Certificates of deposit of $100,000 or m 222,43: 9.¢ 214,18( 11.1 183,91« 9.8
Total deposit: $2,261,79. 100.% $1,931,59° 100.% $1,882,891 100.(%

We offer a variety of deposit products designedttract and retain customers, with the primary $oon building and expanding long-term
relationships. At December 31, 2012, total depasére $2.262 billion, representing an increase332 million for the year. The increase is
largely attributable to $286.8 million in nonpubfietail) deposits assumed from the branch acduisit Certificates of deposit were
approximately 29% and 36% of total deposits at Dem 31, 2012 and 2011, respectively. Depositarene hesitant to invest in certificates
of deposit for long periods due to the low intemasé environment. This has resulted in lower an®bring placed in time deposits for
generally shorter terms.

Nonpublic deposits, the largest component of ondiing sources, represented 80% of total depositsaaled $1.789 billion and $1.5.
billion as of December 31, 2012 and 2011, respelgtivWe have managed this segment of funding tHr@ugtrategy of competitive pricing
that minimizes the number of customer relationsttips have only a single service high cost demasibunt.

We had no traditional brokered deposits at Decer@beP012 or 2011, however, we do participate e@lertificate of Deposit Account
Registry Service (“CDARS”) and Insured Cash Swe#pg”) programs, which enables depositors to reedidIC insurance coverage for
deposits otherwise exceeding the maximum insurainleunt. Through these programs, deposits in exadfdbg maximum insurable amount
are placed with multiple participating financiasiitutions. Reciprocal CDARS deposits totaled $6tillion and $46.5 million at

December 31, 2012 and 2011, respectively. ICS disposaled $18.1 million at December 31, 2012.r€hgere non ICS deposits outstanc
at December 31, 2011.

As an additional source of funding, we offer a ggriof public (municipal) deposit products to thany towns, villages, counties and school
districts within our market. Public deposits gefignange from 20% to 25% of our total depositsefiéis a high degree of seasonality in this
component of funding, because the level of depesities with the seasonal cash flows for theseipehbistomers. We maintain the necessary
levels of shorterm liquid assets to accommodate the seasonabtyceated with public deposits. Total public detsosiere $454.2 million ar
$390.2 million, as of December 31, 2012 and 2044pectively, and represented 20% of total depasitsf the end of each period. In general,
the number of public relationships remained stablomparison to the prior year.

Borrowings

There were no long-term borrowings outstandingfddexember 31, 2012 and 2011. Outstanding sham-tenrowings are summarized as
follows as of December 31 (in thousands):

2012 2011

Shor-term borrowings
Federal funds purchas $ — $ 11,597
Repurchase agreeme! 40,80¢ 36,30:
Shor-term FHLB borrowings 139,00( 102,80(
Total shor-term borrowings $179,80¢ $150,69¢

We classify borrowings as short-term or long-temnac¢cordance with the original terms of the agregme

We have credit capacity with the FHLB and can bertiorough facilities that include amortizing andnteadvances or repurchase agreem
We had approximately $5 million of immediate cregipacity with FHLB as of December 31, 2012. We &agroximately $452 million in
secured borrowing capacity at the Federal Reseavik B'FRB”) Discount Window, none of which was datsding at December 31, 2012.
The FHLB and FRB credit capacity are collateralibgdsecurities from our investment portfolio andtam qualifying loans. We had
approximately $120 million of credit available undmsecured federal funds purchased lines wittouarbanks as of December 31, 2012.
Additionally, we had approximately $150 million efiencumbered liquid securities available for pladgi
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Federal funds purchased are short-term borrowimagstypically mature within one to ninety days. 8Herm repurchase agreements are
secured overnight borrowings with customers. Stesrts FHLB borrowings have original maturities afdehan one year and include
overnight borrowings which the Company typicalljlizés to address short term funding needs asdhieg. Short-term FHLB borrowings at
December 31, 2012 consisted of $99.0 million inroight borrowings and $40.0 million in short-teraivances. Short-term FHLB
borrowings at December 31, 2011 consisted of $66llbn in overnight borrowings and $37.8 million short-term advances.

The following table summarizes information relatbogour short-term borrowings (dollars in thousgnds

At or for the Year Ended December 31

2012 2011 2010
Year-end balance $179,80¢ $150,69¢ $77,11(
Year-end weighted average interest 0.54% 0.3%% 0.21%
Maximum outstanding at any morend $229,59¢ $188,35! $77,11(
Average balance during the ye $121,73! $ 99,12: $49,10¢
Average interest rate for the ye 0.4&% 0.5(% 0.74%

There were no long-term borrowings outstandingetddnber 31, 2012 and 2011. In August 2011, the @ognpedeemed all of the 10.20%
junior subordinated debentures at a redemptioreipialing 105.1% of the principal amount redeerpker, all accrued and unpaid intere

As a result of the redemption, the Company recagh&loss on extinguishment of debt of $1.1 milliconsisting of the redemption premium
of $852 thousand and the write-off of the remainimgmortized issuance costs of $231 thousand.

Shareholders’ Equity

Total shareholders’ equity was $253.9 million acBmber 31, 2012, an increase of $16.7 million f&287.2 million at December 31, 2011.
Net income for the year increased shareho’ equity by $23.4 million, which was partially offsby common and preferred stock dividends
declared of $9.3 million. Accumulated other compretive income included in shareholdexguity increased $2.3 million during the year
primarily to higher net unrealized gains on se@sitwvailable for sale. For detailed informationstiareholders’ equity, see Note 12,
Shareholders’ Equity, of the notes to consolidditeahcial statements.

The Company and Bank are subject to various regyla@apital requirements. At December 31, 2012h bio¢ Company and the Bank
exceeded all regulatory requirements. For detailEmmation on regulatory capital, see Note 11, lRawpry Matters, of the notes to
consolidated financial statements.

GOODWILL AND OTHER INTANGIBLE ASSETS

The carrying value of goodwill totaled $49.0 mitliand $37.4 million as of December 31, 2012 andL268spectively. We performed a
qualitative assessment of goodwill at the reporting level, Five Star Bank, to determine if it wasre likely than not that the fair value of
the reporting unit is less than its carrying valweperforming a qualitative analysis, factors ddased include, but are not limited to, business
strategy, financial performance and market andleggry dynamics. The results of the qualitativeeassnent for 2012 indicated that it was
more likely than not that the fair value of theagjng unit is less than its carrying value. Congagly, no additional quantitative two-step
impairment test was required, and no impairmenteasrded in 2012.

The change in the balance for goodwill during tearg ended December 31 was as follows (in thoukands

2012 2011
Goodwill, beginning of year $37,36¢ $37,36¢
Branch acquisition 11,59¢ —
Impairment — —
Goodwill, end of yea $48,96¢ $37,36¢

Declines in the market value of our publicly tradolck price or declines in our ability to generatgire cash flows may increase the pote
that goodwill recorded on our consolidated statdmehfinancial condition be designated as impaard that we may incur a goodwill write-
down in the future.

The Company’s other intangible assets consistategnof a core deposit intangible asset. The goassying amount and accumulated
amortization for the core deposit intangible asget $2.0 million and $190 thousand, respectiveljdexember 31, 2012. The Company had
no other intangible assets as of December 31, 204tk deposit intangible amortization expensepitet! in other noninterest expense on the
consolidated statements of income, was $190 thoufeairihe year ended December 31, 2012. There wasre deposit intangible
amortization expense for the years ended Decenihet03 1 and 2010. For further discussion, see No&immary of Significant Accountil
Policies, and Note 7, Goodwill and Other Intangifisets, to the Consolidated Financial Statemeuctaded in Item 8 of this Annual Report
on Form 10-K.
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LIQUIDITY AND CAPITAL RESOURCES

The objective of maintaining adequate liquiditydsassure that we meet our financial obligatiorigesSe obligations include the withdrawal of
deposits on demand or at their contractual matutigy repayment of matured borrowings, the abititjund new and existing loan
commitments and the ability to take advantage of besiness opportunities. We achieve liquidity bgimtaining a strong base of core
customer funds, maturing short-term assets, olityata sell or pledge securities, lines-of-creditid access 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. The strength of the Bank’s liqyigiosition is a result of its base of core custodeposits. These core deposits are
supplemented by wholesale funding sources thatidiectredit lines with the other banking instituspthe FHLB and the FRB.

The primary sources of liquidity for Fll are dividds from the Bank and access to financial and alapiarkets. Dividends from the Bank are
limited by various regulatory requirements relaiedapital adequacy and earnings trends. The Bali@dsron cash flows from operations, ¢
deposits, borrowings and short-term liquid as$e8S relies on cash flows from operations and fura®s FIl when necessary.

Our cash and cash equivalents were $60.4 millicof &ecember 31, 2012, up $2.8 million from $57.ilian as of December 31, 2011. Our
net cash provided by operating activities total@d.$ million and the principal source of operatawivity cash flow was net income adjusted
for noncash income and expense items. Net cashinseeesting activities totaled $99.1 million, whiincluded outflows of $151.3 million
for net loan originations and $138.4 million fromtinvestment securities transactions, substaptidiset by $195.8 million in cash received
through the branch acquisitions. Net cash providefinancing activities of $63.2 million was attuited to a $43.4 million increase in depc
and a $29.1 million increase in short-term borraysinpartly offset by $8.9 million in dividend paynts.

Contractual Obligations and Other Commitments
The following table summarizes the maturities afiamas contractual obligations and other commitméintshousands):

At December 31, 201!

Within 1 Over 1to 3 Over3to £ Over 5
year years Years years Total

On-Balance sheet

Certificates of depos® $495,420 $127,04: $31,72. $ 74¢  $654,93!
Supplemental executive retirement pli 15¢ 50€ 61€ 1,40 2,68¢
Off-Balance sheet

Limited partnership investmer® $ 402 $ 804 $ 40z $ — $ 1,60¢
Commitments to extend cre®) 435,94¢ — — — 435,94
Standby letters of crec® 4,161 4,99¢ 66 — 9,22:
Operating lease 1,43 2,68¢ 2,02 4,34 10,49:

@ Includes the maturity of certificates of depositcamting to $100 thousand or more as follows: $%8illfon in three months or less;
$39.5 million between three months and six mor#f@8.5 million between six months and one year; &7 million over one yea

@ We have committed to capital investments in sevirdied partnerships of up to $6.3 million, of whiwe have contributed $4.7
million as of December 31, 2012, including $951ubend during 201:

@) We do not expect all of the commitments to exteredlit and standby letters of credit to be fundelis] the total commitment amounts
do not necessarily represent our future cash reougints

Off-Balance Sheet Arrangements

With the exception of obligations in connectiontwitur irrevocable loan commitments, operating leaswl limited partnership investments,
we had no other off-balance sheet arrangementhitivat or are reasonably likely to have a curreffiiture effect on our financial condition,
changes in financial condition, revenues or expgnmssults of operations, liquidity, capital expémes or capital resources that is material to
investors. For additional information on off-balargheet arrangements, see Note 1, Summary of 8agmtifAccounting Policies and Note 10,
Commitments and Contingencies, in the notes tatdtempanying consolidated financial statements.
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Security Yields and Maturities Schedule

The following table sets forth certain informaticgarding the amortized cost (“Cost”), weightedrage yields (“Yield”) and contractual
maturities of our debt securities portfolio as @dember 31, 2012. Mortgage-backed securities ahedad in maturity categories based on
their stated maturity date. Actual maturities m#fed from the contractual maturities presentedause borrowers may have the right to call
or prepay certain investments. We have stoppedimgrinterest on our asset-backed securities. Ketmivalent adjustments were made to
the weighted average yields (in thousands).

Due after five

years through
ten years

Cost Yield

Due after ten
years
Cost

Due from one
to five years
Cost Yield

Due in one yeat
or less
Cost

Total
Cost

Yield Yield Yield

Available for sale debt securities
U.S. Government agencies and government-

sponsored enterpris $18,557 1.8% $23,97: 2.2(% $ 72,637 1.77% $ 12,932 0.87% $128,09° 1.7¢%
State and political subdivisiol 10,06: 3.64 68,677 2.21 110,25¢ 2.0€ —_-  — 188,99° 2.2
Mortgage-backed securitie 34€ 3.7¢ 1,82¢ 3.6t 135,23! 1.82 342,57¢ 2.3: 479,98t 2.1¢
Asse-backed securitie — — — — — — 121 — 121 —
28,967 2.5Z 94,47¢ 2.2¢ 318,12: 1.8¢ 355,63. 2.21 797,20. 2.1%
Held to maturity debt securities:
State and political subdivisiol 12,88¢ 2.24 4,16¢ 3.6¢ 76€ 4.7¢ 87 5.5Z 17,908 2.7C
$41,85! 2.4%% $98,64: 2.3(% $318,89. 1.9(% $355,71¢ 2.28% $815,10t 2.14%

Contractual Loan Maturity Schedule

The following table summarizes the contractual mags of our loan portfolio at December 31, 20lL@ans, net of deferred loan origination
costs, include principal amortization and non-airayuoans. Demand loans having no stated schedukpayment or maturity and overdrafts
are reported as due in one year or less (in thas$an

Due from one Due after five

Due in less
than one yea to five years years Total

Commercial business $ 158,62 $ 87,05: $ 13,00 $ 258,67
Commercial mortgag 134,79 212,00: 66,52: 413,32
Residential mortgag 28,49¢ 64,01 41,01 133,52(
Home equity 49,19( 129,28« 108,17 286,64¢
Consumer indirec 204,83: 362,47¢ 19,48¢ 586,79:
Other consume 10,64 13,87« 2,24 26,76¢

Total loans $ 586,58: $ 868,70: $ 250,44: $1,705,72
Loans maturing after one yei

With a predetermined interest r: $ 249,42 $ 131,38 $ 380,81

With a floating or adjustable ra 619,27¢ 119,05t 738,33.

Total loans maturing after one ye $ 868,70: $ 250,44: $1,119,14!
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Capital Resources

The FRB has adopted a system using risk-basechtgpitielines to evaluate the capital adequacyaaktholding companies on a
consolidated basis. The guidelines require a mimrier 1 leverage ratio of 4.00%, a minimum Tiezabital ratio of 4.00% and a minimum
total risk-based capital ratio of 8.00%. The follog/table reflects the ratios and their componéntthousands):

2012 2011
Total shareholders’ equity $ 253,89° $ 237,19
Less: Unrealized gain on securities available &be,snet of tas 16,06( 13,57(
Unrecognized net periodic pension & postretirement
benefits (costs), net of te (22,807 (12,625
Disallowed goodwill and other intangible ass 50,82( 37,36¢
Disallowed deferred tax asst — 1,794
Tier 1 capita $ 199,82« $ 197,08t
Adjusted average total assets (for leverage capitgdoses $2,595,69. $2,282,75!
Tier 1 leverage ratio (Tier 1 capital to adjustedrage total
assets 7.7C% 8.65%
Total Tier 1 capita $ 199,82 $ 197,08t
Plus: Qualifying allowance for loan loss 23,35: 20,23¢
Total risk-based capite $ 223,17t $ 217,32
Net risk-weighted asse! $1,866,76. $1,616,11
Tier 1 capital ratio (Tier 1 capital to net r-weighted asset: 10.7(% 12.2(%
Total risk-based capital ratio (Total risk-basegdita to net
risk-weighted asset: 11.9¢% 13.45%

CRITICAL ACCOUNTING ESTIMATES

Our consolidated financial statements are preparadcordance with GAAP and are consistent witldpneinant practices in the financial
services industry. Application of critical accourgipolicies, which are those policies that managerbelieves are the most important to our
financial position and results, requires managerneniake estimates, assumptions, and judgmentsatfeat the amounts reported in the
consolidated financial statements and accompamtes and are based on information available #iseofiate of the financial statements.
Future changes in information may affect theseregts, assumptions and judgments, which, in tuay, affect amounts reported in the
financial statements.

We have numerous accounting policies, of whichnlest significant are presented in Note 1, SumméaSignificant Accounting Policies, of
the notes to consolidated financial statementssé&ipelicies, along with the disclosures presemtate other financial statement notes and in
this discussion, provide information on how sigrafit assets, liabilities, revenues and expensegpoeted in the consolidated financial
statements and how those reported amounts aregmieéetr. Based on the sensitivity of financial staeatramounts to the methods,
assumptions, and estimates underlying those amauatsagement has determined that the accountingjgsoWwith respect to the allowance
for loan losses, valuation of goodwill and defertaxl assets, the valuation of securities and détation of OTTI, and accounting for defin
benefit plans require particularly subjective omgdex judgments important to our financial positanmd results of operations, and, as such,
are considered to be critical accounting policiesliacussed below. These estimates and assumpt®isised on management’s best
estimates and judgment and are evaluated on arir@gnigasis using historical experience and othetofacincluding the current economic
environment. We adjust these estimates and assumsptihen facts and circumstances dictate. Illiquédlit markets and volatile equity have
combined with declines in consumer spending tosiase the uncertainty inherent in these estimatkassumptions. As future events cannot
be determined with precision, actual results califiér significantly from our estimates.
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Adequacy of the Allowance for Loan Losses

The allowance for loan losses represents manag&nestimate of probable credit losses inherenhéldan portfolio. Determining the
amount of the allowance for loan losses is considlercritical accounting estimate because it regusignificant judgment and the use of
subjective measurements including management'sss@nt of the internal risk classifications of Ipathanges in the nature of the loan
portfolio, industry concentrations, existing econoweonditions, the fair value of underlying collegk and other qualitative and quantitative
factors which could affect probable credit los&escause current economic conditions can changdéudune events are inherently difficult to
predict, the anticipated amount of estimated lassés, and therefore the appropriateness of theaike for loan losses, could change
significantly. As an integral part of their exanioa process, various regulatory agencies als@vethe allowance for loan losses. Such
agencies may require additions to the allowancéofm losses or may require that certain loan lealae charged off or downgraded into
criticized loan categories when their credit evaares differ from those of management, based o fhdgments about information available
to them at the time of their examination. We badi¢he level of the allowance for loan losses igapipate as recorded in the consolidated
financial statements.

For additional discussion related to our accoungialicies for the allowance for loan losses, seestbctions titled “Allowance for Loan
Losses” in Part Il, Item 7, “Management’s Discussémd Analysis of Financial Condition and Resuft®©perations’and Note 1, Summary
Significant Accounting Policies, of the notes tmsolidated financial statements.

Valuation of Goodwill

Goodwill represents the excess of the purchase prier the fair value of net assets acquired iom@ance with the purchase method of
accounting for business combinations. Goodwill fwasndefinite useful life and is not amortized, mitested for impairment. GAAP requires
goodwill to be tested for impairment at our repagtunit level on an annual basis, which for usapt8mber 30th, and more frequently if
events or circumstances indicate that there magnpairment. Currently, our goodwill is evaluatedtsa entity level as there is only one
reporting unit.

Impairment exists when a reporting unit's carrywadue of goodwill exceeds its implied fair valup.tésting goodwill for impairment, GAAP
permits us to first assess qualitative factorsai@isnine whether it is more likely than not that fhir value of a reporting unit is less than its
carrying value. If, after assessing the totalityeeénts and circumstances, we determine it is moerikely than not that the fair value of a
reporting unit is less than its carrying value rtiperforming the two-step impairment test wouldubeecessary. However, if we conclude
otherwise, we would then be required to performfitts¢ step (Step 1) of the goodwill impairmenttiemnd continue to the second step (Step
2), if necessary. Step 1 compares the fair valwereporting unit with its carrying value, includigoodwill. If the carrying value of the
reporting unit exceeds its fair value, Step 2 efdoodwill impairment test is performed to meagheevalue of impairment loss, if any.

Valuation of Deferred Tax Assets

The determination of deferred tax expense or beisdfiased on changes in the carrying amountssaftasnd liabilities that generate
temporary differences. The carrying value of ourdeferred tax assets assumes that we will betalgenerate sufficient future taxable
income based on estimates and assumptions (afisidevation of historical taxable income as wellaasplanning strategies). If these
estimates and related assumptions change, we magbieed to record valuation allowances againsteferred tax assets resulting in
additional income tax expense in the consolidategsents of income. Management evaluates deftaregssets on a quarterly basis and
assesses the need for a valuation allowance, ifAamgluation allowance is established when managerelieves that it is more likely than
not that some portion of its deferred tax asselisnot be realized. Changes in valuation allowafnoen period to period are included in our
tax provision in the period of change. For additiotiscussion related to our accounting policyif@mome taxes see Note 15, Income Taxe
the notes to consolidated financial statements.
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Valuation and Other Than Temporary Impairment of Securities

We record all of our securities that are classifischvailable for sale at fair value. The fair eatii equity securities are determined using
public quotations, when available. Where quotedketgprices are not available, fair values are esttith based on dealer quotes, pricing
models, discounted cash flow methodologies, orlaiméchniques for which the determination of fedtue may require significant judgment
or estimation. Fair values of public bonds and ¢hpsvate securities that are actively traded engbcondary market have been determined
through the use of third-party pricing servicesigsinarket observable inputs. Private placementrg@suand other corporate fixed maturities
for which we do not receive a public quotation aaied using a variety of acceptable valuation wash Market rates used are applicable to
the yield, credit quality and average maturity afle security. Private equity securities may ald@etinternal valuation methodologies
appropriate for the specific asset. Fair valueshtiédso be determined using broker quotes or thrahg use of internal models or analysis.

Securities are evaluated quarterly to determinethrgnea decline in their fair value is other thamperary. Management utilizes criteria such
as, the current intent or requirement to hold drtBe security, the magnitude and duration ofdkeline and, when appropriate, consideration
of negative changes in expected cash flows, credihiness, near term prospects of issuers, thé ¢éweedit subordination, estimated loss
severity, and delinquencies, to determine whetHessin value is other than temporary. The terthéothan temporary” is not intended to
indicate that the decline is permanent, but ingisahat the prospect for a near-term recovery loievia not necessarily favorable. Declines in
the fair value of investment securities below tlueist that are deemed to be other than temporameélected in earnings as realized losses to
the extent the impairment is related to creditéssor concerns, or the security is intended toole $he amount of impairment related to non-
credit related factors on securities not intenaeble sold is recognized in other comprehensiventeo

Defined Benefit Pension Plan

Management is required to make various assumptiownaluing its defined benefit pension plan assets liabilities. These assumptions
include, but are not limited to, the expected loeign rate of return on plan assets, the weightedaaye discount rate used to value certain
liabilities and the rate of compensation incre&¥e.use a thirgparty specialist to assist in making these estisnatel assumptions. Change
these estimates and assumptions are reasonablplpaasd may have a material impact on our conat#id financial statements, results of
income or liquidity.

RECENT ACCOUNTING PRONOUNCEMENTS

See Note 1, Summary of Significant Accounting Retie—-Recent Accounting Pronouncements, in the rtotesnsolidated financial
statements for a discussion of recent accountingqumcements.
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Asset-Liability Management

The principal objective of our interest rate risekmagement is to evaluate the interest rate riskrentt in assets and liabilities, determine the
appropriate level of risk to us given our busingsategy, operating environment, capital and ligyicequirements and performance
objectives, and manage the risk consistent witlgthidelines approved by our Board of Directors. Bgament is responsible for reviewing
with the Board of Directors our activities and stgies, the effect of those strategies on thentetdst income, the fair value of the portfolio
and the effect that changes in interest rateshaie on the portfolio and exposure limits. Managenhas developed an Asdgability Policy
that meets the strategic objectives and regulasliews the activities of the Bank.

Portfolio Composition

Our balance sheet assets are a mix of fixed andblarate assets with consumer indirect loans,neernial loans, and MBSs comprising a
significant portion of our assets. Our consumeired loan portfolio comprised 21% of assets angrisiarily fixed rate loans with relatively
short durations. Our commercial loan portfolio teth24% of assets and is a combination of fixedaréble rate loans, lines and mortgay
The MBS portfolio, including collateralized mortgegobligations, totaled 18% of assets with durat@wreraging three to five years.

Our liabilities are made up primarily of depositdich account for approximately 90% of total lidiéls. Of these deposits, the majority, or
53%, is in nonpublic variable rate and nonintebestring products including demand (both nonintesiastinterest- bearing), savings and
money market accounts. In addition, fixed rate nuntip certificate of deposit products make up 27%otal deposits. The bank also has a
significant amount of public deposits, which regmred 20% of total deposits as of December 31,.2012

Net Interest Income at Risk

A primary tool used to manage interest rate riskate shock” simulation to measure the rate safiisit Rate shock simulation is a modeling
technique used to estimate the impact of changestés on net interest income as well as econoalievof equity. At December 31, 2012,
the Company is generally asset sensitive, meahiig in most cases, net interest income tends¢oas interest rates rise and decline as
interest rates fall. The following table sets fditk results of the modeling analysis as of Decer@ibe2012 (dollars in thousands):

Changes in Interest Rate

-100 bp +100 bp +200 bp +300 bp
Change in net interest income $ (106) $2,611 $5,49: $6,56¢
% Change (0.19% 2.85% 5.9% 7.1€%

Net interest income at risk is measured by estimgatie changes in net interest income resulting) firistantaneous and sustained par:
shifts in interest rates of different magnitudesroa period of 12 months. As of December 31, 28130 basis point increase in rates would
increase net interest income by $6.6 million, @4, over the following twelve-month period. A 108sis point decrease in rates would
decrease net interest income by $106 thousand1%s,®ver the following twelve-month period.

In addition to the changes in interest rate scendisted above, other scenarios are typically resti®m measure interest rate risk. These
scenarios vary depending on the economic and stteate environment.

The simulations referenced above are based on rear@ag’s assumption as to the effect of interestechinges on assets and liabilities and
assumes a parallel shift of the yield curve. lbafecludes certain assumptions about the futui@rngiof loans and deposits in response to
changes in interest rates. Further, it assumesldiatguency rates would not change as a resahafges in interest rates, although there can
be no assurance that this will be the case. Whitesimulation is a useful measure as to net isténeome at risk due to a change in interest
rates, it is not a forecast of the future resulid is based on many assumptions that, if changedid cause a different outcome.

Economic Value of Equity At Risk

The economic (or “fair”) value of financial instr@mts on our balance sheet will also vary undeirttezest rate scenarios previously
discussed. This is measured by simulating chamgesrieconomic value of equity (‘“EVE”), which islcalated by subtracting the estimated
fair value of liabilities from the estimated faialue of assets. Fair values for financial instrute@me estimated by discounting projected cash
flows (principal and interest) at current replacebrates for each account type, while fair valuesam-financial assets and liabilities are
assumed to equal book value and do not vary withést rate fluctuations. An economic value simarais a static measure for balance sheet
accounts at a given point in time, but this measerg can change substantially over time as theackeristics of our balance sheet evolve

as interest rate and yield curve assumptions atatagd.
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The amount of change in economic value under diffeinterest rate scenarios depends on the chasticteof each class of financial
instrument, including the stated interest ratepoead relative to current market rates or spreaddjkelihood of prepayment, whether the 1
is fixed or floating, and the maturity date of thetrument. As a general rule, fixedte financial assets become more valuable inmaglirate
scenarios and less valuable in rising rate scesanibile fixed-rate financial liabilities gain iralue as interest rates rise and lose value as
interest rates decline. The longer the duratiotheffinancial instrument, the greater the impagtta change will have on its value. In our
economic value simulations, estimated prepaymestfagtored in for financial instruments with sthteaturity dates, and decay rates for
non-maturity deposits are projected based histiodiata (back-testing).

The table below shows estimated changes in our &wier different interest rate scenarios relativa bmse case of current interest rates.

Changes in Interest Rate

-100 bp +100 bp +200 bg +300 bp
Change in EVE $27,73¢ $3,68¢ $ 172 $(15,72)
% Change 7.06% 0.92% 0.0%% (4.00%

As of December 31, 2012, a 300 basis point increasses would decrease the economic value oftegyi$15.7 million, or 4.0%. A 100
basis point decrease in rates would increase eoetic value of equity by $27.7 million, or 7.0%nkedded options within the current
balance sheet such as caps, floors, and callslhasmehanges in prepayment speeds and a deconapre$sleposit rates in rising interest r
scenarios are affecting the results, particulaslynarket rates begin to rise with rates increas0@and 200 basis points. Embedded
optionality sometimes outweighs impacts of the nmoemet in the direction of interest rates. This iglemced in the results under the plus 100
and plus 200 basis point scenarios.

-57-



Table of Contents

Interest Rate Sensitivity Gap

The following table presents an analysis of ougri@st rate sensitivity gap position at Decembe2812. All interest-earning assets and
interest-bearing liabilities are shown based oreidier of their contractual maturity or re-prigidate. The expected maturities are presented
on a contractual basis or, if more relevant, basegdrojected call dates. Investment securitiesaaemortized cost for both securities avail:

for sale and securities held to maturity. Loans afieeferred loan origination costs, include pifiat amortization adjusted for estimated
prepayments (principal payments in excess of cottehamounts) and non-accruing loans. Becausmtbiest rate sensitivity levels shown

in the table could be changed by external factochk sis loan prepayments and liability decay ratdsydactors controllable by us, such as
asset sales, it is not an absolute reflection ofpotential interest rate risk profile (in thousahd

At December 31, 201!

Over Three Over
Three Months One Year
Months Through Through Over
or Less One Year Five Years Five Years Total
INTEREST-EARNING ASSETS!
Federal funds sold and interest-earning deposits in
other bank: $ — $ 94 $ — $ — $ 94
Investment securitie 98,851 137,63: 344,01¢ 234,60( 815,10¢
Loans 521,04: 306,07¢ 749,16° 130,95 1,707,24.
Total interes-earning assel $ 619,89¢ $ 443,80t $1,093,18. $365,55 2,522,44.
Cash and due from ban 60,34
Other asset® 181,24¢
Total asset $2,764,03.
INTEREST-BEARING LIABILITIES:
Interes-bearing demand, savings and money me $1,105,34: $ — $ — $ — $1,105,34.
Certificates of depos 154,82t 340,37¢ 158,98« 74¢ 654,93¢
Borrowings 139,80¢ 40,00( — — 179,80¢
Total interes-bearing liabilities $1,399,97. $ 380,37¢ $ 158,98« $  74¢ 1,940,08
Noninteres-bearing deposit 501,51«
Other liabilities 68,53’
Total liabilities 2,510,13
Shareholder equity 253,89°
Total liabilities and sharehold¢ equity $2,764,03.
Interest sensitivity ga $ (780,07¢) $ 63,42 $ 934,19¢ $364,80¢ $ 582,35t
Cumulative gay $ (780,079 $(716,649 $ 217,55( $582,35¢
Cumulative gap rati 44.2% 59.7% 111.2% 130.(%
Cumulative gap as a percentage of total a: (28.29% (25.9% 7.£% 21.1%

@

Includes net unrealized gain on securities avadlédnl sale and allowance for loan los:
@

Cumulative total intere-earning assets divided by cumulative total int-bearing liabilities

For purposes of interest rate risk management,isgetdnore attention on simulation modeling, sustireet interest income at risk” as
previously discussed, rather than gap analysis.nBhénterest income at risk simulation modelingassidered by management to be more
informative in forecasting future income at risk.
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Management’s Report on Internal Control over Finangdal Reporting

Management is responsible for establishing and taiaing adequate internal control over financigaing for Financial Institutions, Inc.
and its subsidiaries (the “Company”), as such tiergefined in Exchange Act Rules 13a-15(f). The @any’s system of internal control over
financial reporting has been designed to proviédsoaable assurance to the Company’s managemehbbardi of directors regarding the
reliability of financial reporting and the prepacet and fair presentation of financial statementselternal purposes in accordance with U.S.
generally accepted accounting principles.

Any system of internal control over financial retdog, no matter how well designed, has inherenitéitions, including the possibility that a
control can be circumvented or overridden and misstents due to error or fraud may occur and noebected. Also, because of changes in
conditions, internal control effectiveness may vawver time. Accordingly, even an effective systenmeernal control will provide only
reasonable assurance with respect to financiamgit preparation and presentation.

The Company’s management has assessed the effasts/ef the Company’s internal control over finahoéporting as of December 31,
2012. To make this assessment, we used the criteréfective internal control over financial refing described irinternal Control —
Integrated Framewor, issued by the Committee of Sponsoring Organinataf the Treadway Commission. Based on our assggsand
based on such criteria, we believe that, as of Dbee 31, 2012, the Company'’s internal control direancial reporting was effective.

The Company’s independent registered public ac@ogifitm that audited the Company’s consolidatedificial statements has issued an
attestation report on internal control over finahceporting as of December 31, 2012. That repgapears herein.

/sl Martin K. Birminghan /sl Karl F. Krebs
President and Chief Executive Offic Executive Vice President and Chief Financidic@f
March 18, 201 March 18, 201:
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Report of Independent Registered Public Accountindrirm

The Board of Directors and Shareholders
Financial Institutions, Inc.:

We have audited Financial Institutions, Inc. andssdiaries’ (the Company) internal control overafitial reporting as of December 31, 2012,
based on criteria establishedimernal Control—Integrated Frameworgsued by the Committee of Sponsoring Organizatifribe

Treadway Commission (COSO). The Company’s manageisieasponsible for maintaining effective internahtrol over financial reporting
and for its assessment of the effectiveness offriatecontrol over financial reporting, includedtire accompanying Management's Report on
Internal Control over Financial Reporting. Our r@sgibility is to express an opinion on the Comparigternal control over financial

reporting based on our audit.

We conducted our audit in accordance with the statgdof the Public Company Accounting OversightriBq&nited States). Those stande
require that we plan and perform the audit to obtaasonable assurance about whether effectivenaiteontrol over financial reporting was
maintained in all material respects. Our auditudeld obtaining an understanding of internal cordw@r financial reporting, assessing the
that a material weakness exists, and testing aald@ing the design and operating effectivenesstefnal control based on the assessed risk.
Our audit also includes performing such other pdaces as we considered necessary in the circunestave believe that our audit provides
a reasonable basis for our opinion.

A company'’s internal control over financial repodiis a process designed to provide reasonableaaesuregarding the reliability of
financial reporting and the preparation of finahstatements for external purposes in accordantegeinerally accepted accounting
principles. A company'’s internal control over fircgal reporting includes those policies and proceduhat (1) pertain to the maintenance of
records that, in reasonable detail, accuratelyfainly reflect the transactions and dispositionshaf assets of the company; (2) provide
reasonable assurance that transactions are recasdegtessary to permit preparation of financatkestents in accordance with generally
accepted accounting principles, and that receipdsexpenditures of the company are being madeipnrdgcordance with authorizations of
management and directors of the company; and @)ige reasonable assurance regarding preventibmely detection of unauthorized
acquisition, use, or disposition of the companysats that could have a material effect on thentiizd statements.

Because of its inherent limitations, internal cohtver financial reporting may not prevent or @¢tmisstatements. Also, projections of any
evaluation of effectiveness to future periods atgexct to the risk that controls may become inadegjbecause of changes in conditions, or
that the degree of compliance with the policieprocedures may deteriorate.

In our opinion, Financial Institutions, Inc. andosidiaries maintained, in all material respectfeative internal control over financial
reporting as of December 31, 2012, based on aitmtiablished iinternal Control—Integrated Frameworksued by the Committee of
Sponsoring Organizations of the Treadway CommisgZdSO).

We also have audited, in accordance with the stasd# the Public Company Accounting Oversight Bo@/nited States), the consolidated
statements of financial condition of Financial lngtons, Inc. and subsidiaries as of Decembe2812 and 2011, and the related consolid
statements of income, comprehensive income, changdsreholders’ equity, and cash flows for eddhe years in the three-year period
ended December 31, 2012, and our report dated MacR013 expressed an unqualified opinion on titossolidated financial statements.

/sl KPMG LLP

Rochester, New York
March 18, 2013
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Report of Independent Registered Public Accountindrirm

The Board of Directors and Shareholders
Financial Institutions, Inc.:

We have audited the accompanying consolidatednséates of financial condition of Financial Institis, Inc. and subsidiaries (the
Company) as of December 31, 2012 and 2011, anctked consolidated statements of income, compee income, changes in
shareholders’ equity, and cash flows for each efyiars in the three-year period ended Decemb&03P. These consolidated financial
statements are the responsibility of the Compamgsagement. Our responsibility is to express aniopion these consolidated financial
statements based on our audits.

We conducted our audits in accordance with thedstats of the Public Company Accounting OversighafBioUnited States). Those
standards require that we plan and perform thet dndbtain reasonable assurance about whethdindrecial statements are free of material
misstatement. An audit includes examining, on glasis, evidence supporting the amounts and digids in the financial statements. An
audit also includes assessing the accounting ptexused and significant estimates made by marageas well as evaluating the overall
financial statement presentation. We believe thataodits provide a reasonable basis for our opinio

In our opinion, the consolidated financial statetegrferred to above present fairly, in all matenéspects, the consolidated financial posi
of Financial Institutions, Inc. and subsidiarieo&®ecember 31, 2012 and 2011, and the resuttseaf operations and their cash flows for
each of the years in the three-year period endegmber 31, 2012, in conformity with U.S. generalégepted accounting principles.

We also have audited, in accordance with the stasd# the Public Company Accounting Oversight Bo@/nited States), the Company’s
internal control over financial reporting as of Betber 31, 2012, based on criteria establishédt@mnal Control—Integrated Framework
issued by the Committee of Sponsoring Organizatidrike Treadway Commission (COSO), and our regated March 18, 2013 expressed
an unqualified opinion on the effectiveness of@mnpany’s internal control over financial reporting

/sl KPMG LLP

Rochester, New York
March 18, 2013
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Financial Condition

December 31

(Dollars in thousands, except share and per shaeta) 2012 2011
ASSETS
Cash and cash equivaler
Cash and due from ban $ 6034 $ 57,48¢
Federal funds sold and inter-bearing deposits in other bar 94 94
Total cash and cash equivale 60,43¢ 57,58:
Securities available for sale, at fair va 823,79t 627,51
Securities held to maturity, at amortized costr(faiue of $18,478 and $23,964, respectiv 17,90: 23,29;
Loans held for sal 1,51¢ 2,41(
Loans (net of allowance for loan losses of $24,did $23,260, respectivel 1,681,01 1,461,511
Company owned life insuran: 47,38¢ 45,55¢
Premises and equipment, | 36,61¢ 33,08t
Goodwill and other intangible assets, 50,82( 37,36¢
Other asset 44 54 48,01¢
Total asset $2,764,03.  $2,336,35:
LIABILITIES AND SHAREHOLDERS ' EQUITY
Deposits:
Noninteres-bearing deman $ 501,51: $ 393,42
Interes-bearing deman 449,74« 362,55!
Savings and money mark 655,59¢ 474,94
Certificates of depos 654,93¢ 700,67!
Total deposit: 2,261,79 1,931,59
Shor-term borrowings 179,80¢ 150,69
Other liabilities 68,53’ 16,86
Total liabilities 2,510,13 2,099,15
Commitments and contingencies (Note
Shareholder equity:
Series A 3% preferred stock, $100 par value; 1&&8es authorized; 1,499 and 1,500 shares issuec
respectively 15C 15C
Series B1 8.48% preferred stock, $100 par value, 200,0@0eshauthorized; 173,210 and 173,235 st
issued, respective 17,32: 17,32:
Total preferred equit 17,47 17,47
Common stock, $0.01 par value, 50,000,000 shartkeazed and 14,161,597 shares iss 14z 14z
Additional paic-in capital 67,71( 67,24’
Retained earning 172,24« 158,07¢
Accumulated other comprehensive inca 3,25: 94t
Treasury stock, at co— 373,888 and 358,481 shares, respecti (6,929 (6,692
Total shareholde’ equity 253,89° 237,19:
Total liabilities and sharehold¢ equity $2,764,03.  $2,336,35

See accompanying notes to the consolidated finbsteitements.
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Income

(Dollars in thousands, except per share amour
Interest income
Interest and fees on loa
Interest and dividends on investment secur
Other interest incom
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:
Loan servicing
Net gain on sale of loans held for s
Net gain on disposal of investment securi
Impairment charges on investment secur
Net (loss) gain on sale and disposal of other &
Other
Total noninterest incom

Noninterest expens
Salaries and employee bene
Occupancy and equipme
Professional service
Computer and data process
Supplies and posta¢
FDIC assessmen
Advertising and promotion
Loss on extinguishment of de
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 outstani
Basic
Diluted

See accompanying notes to the consolidated finbsteitements.
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Years ended December 3.

2012 2011 2010
$81,12:  $77,108  $75,87"
16,44« 18,01 20,62

— — 10
97,567  95,11¢f  96,50¢
8,46: 11,43 14,85

58¢ 50C 368

— 1,321 2,50z
9,051  13,25¢ 17,72
88,51¢ 81,86  78,78¢
7,12¢ 7,78( 6,681
81,38t  74,08:  72,10;
8,621 8,67¢ 9,58¢
4,71¢ 4,35¢ 3,99t
2,10¢ 1,82¢ 1,28¢
1,751 1,42¢ 1,107

617 83c 1,12¢
1,421 88( 65C
2,651 3,00z 16¢

(99) (18) (599
(381) 67 (209)
3,36: 2,867 2,33¢
24777  23,92° 19,45«
40,127  35,74: 32,84
11,41¢  10,86¢  10,81¢
4,13¢ 2,617 2,197
3,271 2,437 2,487
2,497 1,77¢ 1,77:
1,30( 1,51¢ 2,507

92¢ 1,25¢ 1,121

— 1,08% —
7,721 6,49¢ 7,171
71,397 63,79 60,91
34,76¢  3421¢  30,63¢
11,31¢ 11,41 9,35:
$23,44¢  $22,79¢  $21,28;
1,47¢ 1,871 3,35¢

— 1,30¢ 367
$21,97° $19,617 $17,56:
$ 16 $ 15 $ 1.67
$ 16( $ 14¢ $ 1.61
$ 057 $ 047 $ 0.4¢
13,69¢ 13,067 10,76
13,75: 13,157 10,84
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Comprehensive Income

(Dollars in thousands!
Net income

Other comprehensive incorr
Unrealized gains on securitie
Change in net unrealized securities gains arisiming period
Deferred tax expens
Reclassification adjustment for gains includednicoime before income tax
Related tax expense (bene
Change in net unrealized gains on securities, friixc
Change in pension and p-retirement obligations
Change in net actuarial gain\lc
Related tax expen:
Change in pension and p-retirement obligations, net of t:
Other comprehensive income (lo
Comprehensive incorr

See accompanying notes to the consolidated finbsteiements.
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Years ended December 3.
2012 2011 2010

$23,44¢  $22,79¢  $21,28’

6,68,  22,35( (16)
(2,646 (8,855 (19)
(2,560 (2,98 428
1,014 1,18¢ (16€)
2,49C 11,60 227

(300 (9,979 (2,19
11¢ 3,95¢ 95(
(182 (6,02 (1,24
2,30¢ 5667 (1,020
$25,757  $28,46¢  $20,26"
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES

Consolidated Statements of Changes in ShareholderSguity

Years ended December 31, 2012, 2011 and 2010

(Dollars in thousands
except per share dat:

Balance at January 1, 2010
Comprehensive incom
Net income
Other comprehensive loss, net of
Total comprehensive incon
Purchases of common stock for treas
Sharebased compensation plai
Shar+-based compensatic
Stock options exercise
Restricted stock awards issued,
Director¢ retainer
Accrued undeclared cumulative dividend on Se
A preferred stock, net of accreti
Cash dividends declare
Series A 3% preferr-$3.00 per shar
Series A preferre-$250.00 per shat
Series -1 8.48% preferre-$8.48 per shar
Commor-$0.40 per shar
Balance at December 31, 2010
Comprehensive incom
Net income
Other comprehensive income, net of
Total comprehensive incon
Issuance of common sto
Purchases of common stock for treas
Repurchase of Series A 3% preferred st
Repurchase of warrant issued to U.S. Trea
Redemption of Series A preferred st(
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 share-based
compensatiol
Director¢ retainer
Accretion of discount on Series A preferred st
Cash dividends declare
Series A 3% preferr-$3.00 per shar
Series A preferre-$53.24 per shar
Series [-1 8.48% preferre-$8.48 per shar
Commot-$0.47 per shar
Balance at December 31, 201

Continued on next page

Accumulated

Additional Other Total
Common Comprehensive Treasury Shareholders’
Preferred Paid-in Retained
Equity Stock Capital Earnings Income (Loss) Stock Equity

$53,41¢ $ 117 $26,94C $131,37. $ (3,702 $(9,84¢) $ 198,29
— — — 21,28 — — 21,281
— — — — (1,020 — (1,020
20,267
— — — — — (69) (69)
— — 1,031 — — — 1,031
- - (74) - - 29C 21€

— — (1,857 — — 1,85: —
— — (15 — — 112 97

367 — — (367) — — —
— — — (5 — — (5
- - - (1,876 - - (1,87¢)
— — — (1,477 — — (1,477)
— _ — (4,33 — — (4,339
$53,78 $ 11F $26,02¢ $14459¢ $ (4,729 $(7.660 $ 212,14
— — — 22,79¢ — — 22,79¢
— — — — 5,667 — 5,667
28,46¢
— 29 43,09¢ — — — 43,127
— — — — — (215) (215)
(©) — — — — — ©)
— — (2,080) — — — (2,080
(37,519 — 68 — — — (37,44)
(99) — — — — — (99)
— — 1,10¢ — — — 1,10¢
- - (29) - - 11¢ 91

— — (954) — — 954 —
— — 21 — — — 21
— — (12) 11C 98

1,30¢ — — (1,305) — — —
— — — ®) — — 5)
— — — (399 — — (399
- - - (1,479 - - (1,479
— — — (6,137 — — (6,137
$17,470 $ 14z $67,24° $158,07¢ $ 94t $(6,697) $ 237,19

See accompanying notes to the consolidated finksteitements.
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES

Consolidated Statements of Changes in Shareholdergguity (Continued)

Years ended December 31, 2012, 2011 and 2010

(Dollars in thousands
except per share data)

Balance at December 31, 201
Balance carried forwarc
Comprehensive incom
Net income
Other comprehensive income, net of
Total comprehensive incon
Purchases of common stock for treas
Repurchase of Series-1 8.48% preferred stoc
Sharebased compensation plal
Sharebased compensatic
Stock options exercise
Restricted stock awards issued,
Excess tax benefit on share-based
compensatiol
Director¢ retainer
Cash dividends declare
Series A 3% Preferr-$3.00 per shar
Series -1 8.48% Preferre-$8.48 per shar
Commot-$0.57 per shar

Balance at December 31, 201

See accompanying notes to the consolidated finbsteiements.

Accumulated

Additional Other Total

Preferred Common Comprehensive Treasury Shareholders’
Paid-in Retained

Equity Stock Capital Earnings Income (Loss) Stock Equity
$17,470 $ 14z $67,247 $158,07¢ $ 94t $(6,697) $ 237,19
— — — 23,44¢ — — 23,44¢
— — — — 2,30¢ — 2,30¢
25,751
- - - - - (557) (557)
@) — — — — — @)
— — 52¢€ — — — 52¢€
— — (10) — — 79 69
— — (140) — — 14C —
— — 97 — — — 97
— — (10) 107 97
— — — (5) — — (5)
— — — (1,469 — — (1,469
— — — (7,810 — — (7,810)
$17,47: $ 14z $67,71( $172,24« $  3,25¢ $(6,929) $ 253,89
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES

Consolidated Statements of Cash Flows

(Dollars in thousands!
Cash flows from operating activitie
Net income
Adjustments to reconcile net income to net caskigenl by operating activitie:
Depreciation and amortizatic
Net amortization of premiums on securit
Provision for loan losse
Share-based compensatic
Deferred income tax expen
Proceeds from sale of loans held for ¢
Originations of loans held for s¢
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 secur
Net loss (gain) on sale and disposal of other a
Contributions to defined benefit pension p
Loss on extinguishment of de
Increase in other asse
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 afid oa investment securitie
Available for sale
Held to maturity
Proceeds from sales of securities available far
Net increase in loans, excluding se
Loans sold or participated to otht
Purchases of company owned life insura
Proceeds from sales of other as:
Purchases of premises and equipn
Net cash received in branch acquisiti
Net cash used in investing activiti
Cash flows from financing activitie
Net increase in deposi
Net increase in sh-term borrowings
Repayments of lor-term borrowings
Proceeds from issuance of common stock, net oamssicost
Purchases of common stock for treas
Repurchase of preferred stc
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 (decrease) in cash and cash equis
Cash and cash equivalents, beginning of pe

Cash and cash equivalents, end of pe

See accompanying notes to the consolidated finbsteitements.
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Years ended December 3.

2012 2011 2010
$ 2344¢ $ 2279¢ $ 21,28
3,82¢ 3,46¢ 3,53
5,28¢ 5,72: 3,00¢
7,12¢ 7,78( 6,681
52€ 1,10¢ 1,031
6,34¢ 6,51( 2,46¢
55,06 32,83 42,19
(52,759 (31,23) (44,267
(1,759 (1,429) (1,107
(1,427) (880) (650)
(2,65)) (3,009) (16¢)
91 18 594
381 (67) 202
(8,000 (10,000) (4,300
— 1,08% —
(4,249) (7,756) (359)
7,42¢ 5,057 5,261
38,70 32,01 35,42;
(322,19)  (158,01)  (430,95)
(15,48) (17,189 (19,79
175,67 168,97 219,97
20,81 21,98 30,88t
2,821 44,51 122,00
(151,31) (157,110 (89,50
— 13,03 —
(79 (18,079 (79
734 70E 611
(5,840) (3,679 (2,439)
195,77 — —
(99,079  (104,85)  (169,20)
43,37¢ 48,70¢ 139,93
29,10 73,58t 17,56
— (26,76 (20,08()
— 43,12° —
(557) (215) (69)
) (37,549 —

— (2,080) —
69 91 21€

97 21 —
(1,472 (2,119 (3,35¢)
(7,39) (5,446) (4,33)
63,22 91,36 129,87
2,85: 18,52t (3,90))
57,58 39,05¢ 42,95¢
$ 6043t $ 57,58. $ 39,05¢
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012, 2011 and 2010

(1.) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Financial Institutions, Inc., a financial holdingmapany organized under the laws of New York State York” or “NYS”), and its
subsidiaries provide deposit, lending and othearfaial services to individuals and businesses imtr@keand Western New York. The
Company has also expanded its indirect lending oo include relationships with franchised autdmif@dealers in the Capital District of
New York and Northern Pennsylvania. Financial bsitons, Inc. owns all of the capital stock of Fistar Bank, a New York State charte
bank, and Five Star Investment Services, Incnanitial services subsidiary offering noninsureastinent products and investment advisory
services. References to “the Company” mean theatiolased reporting entities and references to Baek” mean Five Star Bank.

The accounting and reporting policies conform toegal practices within the banking industry antUt8. generally accepted accounting
principles (“GAAP”). Prior years’ consolidated fimeial statements are re-classified whenever negegsaonform to the current year’s
presentation.

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

The following is a description of the Company’srsfigant accounting policies.

(a.) Principles of Consolidation

The consolidated financial statements include to®ants of the Company and its subsidiaries. gthigicant intercompany accounts
and transactions have been eliminated in consadiulat

(b.) Use of Estimates

In preparing the consolidated financial statemantonformity with GAAP, management is requiredrniake estimates and assumptions
that affect the reported amount of assets anditiabias of the date of the statement of financtaidition and reported amounts of
revenue and expenses during the reporting periadefifl estimates relate to the determination efalfowance for loan losses, the
carrying value of goodwill and deferred tax assiis,valuation and other than temporary impairnf&dT TI”) considerations related to
the securities portfolio, and assumptions usetiéndiefined benefit pension plan accounting. Themates and assumptions are based
on management’s best estimates and judgment arevalgated on an ongoing basis using historicategpce and other factors,
including the current economic environment. The @any adjusts these estimates and assumptions wbisnaind circumstances
dictate. As future events cannot be determined priéitision, actual results could differ signifidgritom the Company’s estimates.

(c.) Cash Flow Reporting

Cash and cash equivalents include cash and duelfaois, federal funds sold and interest-bearingsiepin other banks. Net cash
flows are reported for loans, deposit transacteomg short-term borrowings.

Supplemental cash flow information is summarizetbliews for the years ended December 31 (in thndsa

2012 2011 2010
Cash paymentt
Interest expens $ 10,43¢ $15,66¢ $17,67¢
Income taxe: 4,01¢ 5,191 6,92:
Noncash investing and financing activiti
Real estate and other assets acquired in settleshboens $ 32 $ 30t $ 561
Accrued and declared unpaid divider 2,56: 2,14« 1,69¢
Accretion of preferred stock discot — 1,30¢ 367
Increase (decrease) in net unsettled security pess 51,13t (67) (319)
Net transfer of portfolio loans to held for s — 13,57¢ —
Assets acquired and liabilities assumed in bramcfuigition:
Loans and other non-cash assets, excluding gooamdlicore
deposit intangible ass 77,91: — —
Deposits and other liabilitie 287,33: — —
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(1.) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continu ed)

(d.) Investment Securities

Investment securities are classified as eitherdaviai for sale or held to maturity. Debt securitiest management has the positive intent
and ability to hold to maturity are classified &dhto maturity and are recorded at amortized @@#ter investment securities are
classified as available for sale and recordediatvé&ue, with unrealized gains and losses exclddau earnings and reported as a
component of comprehensive income and shareholdgtsty.

Purchase premiums and discounts are recognizedieirest income using the interest method overeirag of the securities. Securities
are evaluated periodically to determine whetheedide in their fair value is other than tempordvianagement utilizes criteria such as,
the current intent to hold or sell the security thagnitude and duration of the decline and, wipgmagriate, consideration of negative
changes in expected cash flows, creditworthinesa, term prospects of issuers, the level of cdibrdination, estimated loss sevel
and delinquencies, to determine whether a losslmevis other than temporary. The term “other ttieanporary” is not intended to
indicate that the decline is permanent, but ingisahat the prospect for a near-term recovery lofevia not necessarily

favorable. Declines in the fair value of investmseturities below their cost that are deemed tother than temporary are reflected in
earnings as realized losses to the extent the impat is related to credit issues or concernsh@isecurity is intended to be sold. The
amount of impairment related to non-credit reldelors is recognized in other comprehensive incdbzns and losses on the sale of
securities are recorded on the trade date andedeendsined using the specific identification method.

(e.) Loans Held for Sale and Loan Servicing Rights

The Company generally makes the determination afthdr to identify a mortgage as held for sale atitine the loan is closed based
the Company’s intent and ability to hold the loaoans held for sale are recorded at the lower ef comarket computed on the
aggregate portfolio basis. The amount, by which egseeds market value, if any, is accounted fa @aluation allowance with
changes included in the determination of resultspafrations for the period in which the change o&clihe amount of loan origination
cost and fees are deferred at origination of thedcand recognized as part of the gain or lossienos the loans, determined using the
specific identification method, in the consolidastdtements of income.

The Company originates and sells certain residem# estate loans in the secondary market. Thapaay typically retains the right to
service the mortgages upon sale. Mortgage-servragigs (“MSRs”) represent the cost of acquiring ttontractual rights to service
loans for others. MSRs are recorded at their falue at the time a loan is sold and servicing ggire retained. MSRs are reported in
other assets in the consolidated statements afdiabposition and are amortized to noninteresbiine in the consolidated statements of
income in proportion to and over the period ofraatied net servicing income. The Company uses atiatumodel that calculates the
present value of future cash flows to determinefdlirevalue of servicing rights. In using this vation method, the Company
incorporates assumptions to estimate future netcsieg income, which include estimates of the dostervice the loan, the discount
rate, an inflation rate and prepayment speeds. Qragerly basis, the Company evaluates its MSRBrfpairment and charges any s
impairment to current period earnings. In ordeetaluate its MSRs the Company stratifies the rdlatertgage loans on the basis of
their predominant risk characteristics, such asr@st rates, year of origination and term, usisgalinted cash flows and market-based
assumptions. Impairment of MSRs is recognized thincau valuation allowance, determined by estimatiegfair value of each stratum
and comparing it to its carrying value. Subsequmgreases in fair value are adjusted through theatian allowance, but only to the
extent of the valuation allowance. No impairmemsssloelated to the MSRs was recognized during thesyended December 31, 2012 or
2010. The Company recognized an impairment losga@lto the MSRs of $35 thousand during the yede@iDecember 31, 2011.

Mortgage loan servicing includes collecting montiigrtgagor payments, forwarding payments and rlateounting reports to
investors, collecting escrow deposits for the paytnoé mortgagor property taxes and insurance, ayihg taxes and insurance from
escrow funds when due. Loan servicing income (apmrant of noninterest income in the consolidatatestents of income) consists
fees earned for servicing mortgage loans solditd frarties, net of amortization expense and inmpaitt losses associated with
capitalized mortgage servicing assets.
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(1.) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continu ed)

Automobile loan servicing rights are accountedusing the amortization method. A servicing assestablished at fair value at the ti

of the sale. The servicing asset is reported ipradlssets in the consolidated statements of finhposition and amortized to noninterest
income in the consolidated statements of incom@adportion to and over the period of estimatedseeticing income. Impairment, if
any, is recognized when carrying value exceedédihe@alue as determined by calculating the presahte of expected net future cash
flows. The primary risk characteristic for measgrservicing assets is payoff rates of the undeglyoan pools. Valuation calculations
rely on the predicted payoff assumption and, iiacpayoff is quicker than expected, then futureieavould be impaired. Management
reviewed the servicing asset related to the autdmbtan servicing rights for impairment as of Dedeer 31, 2012 and determined that
no valuation allowance was necessary.

(f.) Loans

Loans are classified as held for investment whenagament has both the intent and ability to hotditian for the foreseeable future,
until maturity or payoff. Loans are carried at gfr@cipal amount outstanding, net of any unearnedme and unamortized deferred -
and costs on originated loans. Loan originatiors f&ed certain direct loan origination costs areetl, and the net amount is amorti
into net interest income over the contractualdif¢he related loans or over the commitment peais@n adjustment of yield. Interest
income on loans is based on the principal balantgtanding computed using the effective intereshot

A loan is considered delinquent when a paymennlbabeen received in accordance with the contratduas. The accrual of interest
income for commercial loans is discontinued whearehs a clear indication that the borrower’s déslv may not be sufficient to meet
payments as they become due, while the accruat@fest income for retail loans is discontinued mloans reach specific delinquency
levels. Loans are generally placed on nonaccratdstvhen contractually past due 90 days or mote is$erest or principal payments,
unless the loan is well secured and in the proskssllection. Additionally, if management beconaegare of facts or circumstances
may adversely impact the collectability of prindipainterest on loans, it is management’s pradiicglace such loans on a nonaccrual
status immediately, rather than delaying such aatittil the loans become 90 days past due. Whearai$ placed on nonaccrual status,
previously accrued and uncollected interest isnsaa amortization of related deferred loan feesosts is suspended, and income is
recorded only to the extent that interest paymaregsubsequently received in cash and a deteriminhéis been made that the principal
balance of the loan is collectible. If collectatyilof the principal is in doubt, payments receieed applied to loan principal. A
nonaccrual loan may be returned to accrual stahewall delinquent principal and interest payméeisome current in accordance with
the terms of the loan agreement, the borrower basodstrated a period of sustained performance (giiyna minimum of six months)
and the ultimate collectability of the total comttizal principal and interest is no longer in doubt.

The Company’s loan policy dictates the guidelirebe followed in determining when a loan is chargédAll charge offs are approv:
by the Bank’s senior loan officers or loan comneigtedepending on the amount of the charge off aamdeported in aggregate to the
Bank’s Board of Directors. Commercial business emmimercial mortgage loans are charged-off whenteranation is made that the
financial condition of the borrower indicates thta loan will not be collectible in the ordinaryuree of business. Residential mortgage
loans and home equities are generally chargedraffritten down when the credit becomes severelindaknt and the balance exceeds
the fair value of the property less costs to $etlirect and other consumer loans, both securediasdcured, are generally charged-off
in full during the month in which the loan beconi2® days past due, unless the collateral is iptheess of repossession in accord:
with the Company’s policy.

A loan is accounted for as a troubled debt reatrirgy if the Company, for economic or legal reasmiated to the borrower’s financial
condition, grants a significant concession to therdower that it would not otherwise consider. Aufoted debt restructuring may involve
the receipt of assets from the debtor in partidubrsatisfaction of the loan, or a modificatiohterms such as a reduction of the stated
interest rate or face amount of the loan, a rednaif accrued interest, an extension of the matdate at a stated interest rate lower
than the current market rate for a new loan withilsir risk, or some combination of these concessidmnoubled debt restructurings
generally remain on nonaccrual status until them sustained period of payment performance (yssiallmonths or longer) and there
a reasonable assurance that the payments willeantSee Allowance for Loan Losses below for furfi@icy discussion and see Note
5 — Loans for additional information.
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(1.) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continu ed)

(g.) Off-Balance Sheet Financial Instruments

In the ordinary course of business, the Compangreiiito off-balance sheet financial instrumentsségting of commitments to extend
credit, standby letters of credit and financial guees. Such financial instruments are recordéaeitonsolidated financial statements
when they are funded or when related fees areriedwr received. The Company periodically evaluttescredit risks inherent in these
commitments and establishes loss allowances fdr gsks if and when these are deemed necessary.

The Company recognizes as liabilities the fair gadfithe obligations undertaken in issuing the gntes under the standby letters of
credit, net of the related amortization at inceptidhe fair value approximates the unamortized feesived from the customers for
issuing the standby letters of credit. The feedaferred and recognized on a straight-line basks the commitment period. Standby
letters of credit outstanding at December 31, 264@ original terms ranging from one to five years.

Fees received for providing loan commitments aitede of credit that result in loans are typicalgferred and amortized to interest
income over the life of the related loan, beginniith the initial borrowing. Fees on commitmentsl detters of credit are amortized to
other income as banking fees and commissions beecdmmitment period when funding is not expected.

(h.) Allowance for Loan Losses

The allowance for loan losses is established thralgrges to earnings in the form of a provisiaridan losses. When a loan or port
of a loan is determined to be uncollectible, theipn deemed uncollectible is charged against Hoevance and subsequent recoveries,
if any, are credited to the allowance.

The allowance for loan losses is evaluated on alaedpasis and is based upon periodic review ottiectability of the loans in light «
historical experience, the nature and volume ofdhe portfolio, adverse situations that may afteetborrower’s ability to repay,
estimated value of any underlying collateral, argl/piling economic conditions. This evaluationrnibérently subjective as it requires
estimates that are susceptible to significant rewias more information becomes available.

The allowance consists of specific and general amapts. Specific allowances are established foaired loans. Impaired commercial
business and commercial mortgage loans are indillidavaluated and measured for impairment baseti®present value of expected
future cash flows discounted at the loan’s effectivterest rate, a loan’s observable market pacéhe fair value of the collateral if the
loan is collateral dependent. Regardless of thesoreanent method, impairment is based on the féuewvaf the collateral when
foreclosure is probable. If the recorded investnireimpaired loans exceeds the measure of estinfatedalue, a specific allowance is
established as a component of the allowance for llzgses. Interest payments on impaired loansypreatly applied to principal unless
collectability of the principal amount is reasonahsured, in which case interest is recognizea cash basis. Impaired loans, or
portions thereof, are charged-off when deemed Ulextdile.

A loan is considered impaired when, based on cuiméormation and events, it is probable that tleen@any will be unable to collect
the scheduled payments of principal or interestndhge according to the contractual terms of tha lgreement. Factors considered in
determining impairment include payment status &edprobability of collecting scheduled principalanterest payments when due.
Loans that experience insignificant payment detays payment shortfalls generally are not class#i@impaired. The Company
determines the significance of payment delays aydngnt shortfalls on a case-by-case basis, takiogconsideration all of the
circumstances surrounding the loan and the borraweluding the length of the delay, the reasomgtie delay, the borrower’s prior
payment record, and the amount of the shortfailation to the principal and interest owed. Impegnt is measured on a loan by loan
basis by either the present value of expecteddutash flows discounted at the loan’s effectiveresit rate, the loans obtainable market
price, or the fair value of the collateral if tleah is collateral dependent. Large groups of homeges loans are collectively evaluated
for impairment. Accordingly, the Company does regarately identify individual consumer and resitiibans for impairment
disclosures unless the loan has been subjectrtmubléd debt restructure. At December 31, 2012etheere no commitments to lend
additional funds to those borrowers whose loan®wkassified as impaired.
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General allowances are established for loan lassesportfolio basis for loans that do not meetdéénition of impaired. The portfolio
is grouped into similar risk characteristics, prityaloan type. The Company applies an estimated late to each loan group. The loss
rate is based on historical experience and asudt = differ from actual losses incurred in thaufe. The historical loss rate is adjus
for qualitative factors such as levels and trerfddetinquent and non-accruing loans, trends in ma@wand terms, effects of changes in
lending policy, the experience, ability and deptimanagement, national and local economic trendscanditions, concentrations of
credit risk, interest rates, highly leveraged bawets, information risk and collateral risk. The hjadive factors are reviewed at least
quarterly and adjustments are made as needed.

While management evaluates currently availableriné&ion in establishing the allowance for loan &ssdguture adjustments to the
allowance may be necessary if conditions differssatttially from the assumptions used in makingetbeduations. In addition, various
regulatory agencies, as an integral part of theimenation process, periodically review a finanaiastitution’s allowance for loan
losses. Such agencies may require the financitdutien to recognize additions to the allowancedzhon their judgments about
information available to them at the time of thetamination.

(i.) Other Real Estate Owned

Other real estate owned consists of propertiesigajthrough foreclosure or by acceptance of a deédu of foreclosure. These assets
are recorded at the lower of fair value of the tiasquired less estimated costs to sell or “cadtfified as the fair value at initial
foreclosure). At the time of foreclosure, or wheretlosure occurs in-substance, the excess, ifariie loan over the fair market value
of the assets received, less estimated selling,dsstharged to the allowance for loan lossesamydsubsequent valuation write-downs
are charged to other expense. In connection wéld#iermination of the allowance for loan lossatthe valuation of other real estate
owned, management obtains appraisals for prope@igsrating costs associated with the propertiesharged to expense as incurred.
Gains on the sale of other real estate owned ahaded in income when title has passed and thehsedenet the minimum down
payment requirements prescribed by GAAP. The balafiother real estate owned was $184 thousan@4irs thousand at

December 31, 2012 and 2011, respectively.

(j.) Company Owned Life Insurance

The Company holds life insurance policies on certairrent and former employees. The Company isWreer and beneficiary of the

policies. The cash surrender value of these pglisiéncluded as an asset on the consolidatedhetats of financial condition, and any
increase in cash surrender value is recorded d@nteogst income on the consolidated statementsooime. In the event of the death of
an insured individual under these policies, the Gany would receive a death benefit which woulddmrded as noninterest income.

(k.) Premises and Equipment

Premises and equipment are stated at cost, lesmatated depreciation and amortization. Depreaiaccomputed on the straight-line
method over the estimated useful lives of the as3déte Company generally amortizes buildings anldlimg improvements over a
period of 15 to 39 years and software, furniturd aquipment over a period of 3 to 10 years. Leddahgprovements are amortized
over the shorter of the lease term or the usdtibli the improvements. Premises and equipmemneriedically reviewed for
impairment or when circumstances present indicatbnmipairment.

(I.) Goodwill and Other Intangible Assets

Goodwill represents the excess of the purchase prier the fair value of net assets acquired iom@ance with the purchase method of
accounting for business combinations. Goodwill fwasndefinite useful life and is not amortized, mutested for impairment. GAAP
requires goodwill to be tested for impairment & @ompany’s reporting unit level on an annual haglgch for the Company is
September 30 , and more frequently if events auanstances indicate that there may be impairmente@tly, the Company’s
goodwill is evaluated at the entity level as thisrenly one reporting unit.
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Impairment exists when a reporting unit’s carryiradue of goodwill exceeds its implied fair value.tésting goodwill for impairment,
GAAP permits the Company to first assess qualiggfiactors to determine whether it is more likelgrtmot that the fair value of a
reporting unit is less than its carrying value alter assessing the totality of events and cir¢antes, the Company determines it is not
more likely than not that the fair value of a repuar unit is less than its carrying value, thenfpening the two-step impairment test
would be unnecessary. However, if the Company cmed otherwise, it would then be required to penftre first step (Step 1) of the
goodwill impairment test, and continue to the secstep (Step 2), if necessary. Step 1 comparegithealue of a reporting unit with i
carrying value, including goodwill. If the carryinglue of the reporting unit exceeds its fair valgtep 2 of the goodwill impairment t

is performed to measure the amount of impairmesy, I any.

Intangible assets are acquired assets that lackgatiysubstance but can be distinguished from gdbblecause of contractual or other
legal rights or because the asset is capable nfjtsgild or exchanged either on its own or in cormtiam with a related contract, assel
liability. The Company’s intangible assets relaebdre deposits. Intangible assets with definiefuldives are amortized on an
accelerated basis over their estimated life of agprately nine and a half years. Intangible assitts indefinite useful lives are not
amortized until their lives are determined to bénie. Intangible assets are tested for impairnveménever events or changes in
circumstances indicate the carrying amount of 8828 may not be recoverable from future undiseaucash flows. If impaired, the
assets are recorded at fair value. See Note 7—Gth@ahd Other Intangible Assets.

(m.) Federal Home Loan Bank (“FHLB") and Federal Reerve Bank (“FRB”) Stock

The non-marketable investments in FHLB and FRBkstre included in other assets in the consolidatagments of financial
condition at par value or cost and are periodicaiyjewed for impairment. The dividends receivddtiee to these investments are
included in other noninterest income in the consaéd statements of income.

As a member of the FHLB system, the Company isireduo maintain a specified investment in FHLBN&=w York (“FHLBNY™)
stock in proportion to its volume of certain tractsans with the FHLB. FHLBNY stock totaled $8.4 fiih and $6.8 million as of
December 31, 2012 and 2011, respectively.

As a member of the FRB system, the Company is redio maintain a specified investment in FRB stoaked on a ratio relative to-
Company'’s capital. FRB stock totaled $3.9 millienod December 31, 2012 and 2011.

(n.) Equity Method Investments

The Company has investments in limited partnershiqgsaccounts for these investments under theyeopgthod. These investments
included in other assets in the consolidated statésof financial condition and totaled $4.7 mitliand $4.0 million as of December
2012 and 2011, respectively.

(0.) Treasury Stock
Acquisitions of treasury stock are recorded at.cbsé reissuance of shares in treasury is recatiegighted-average cost.

(p.) Employee Benefits

The Company participates in a non-contributorymedi benefit pension plan for certain employees prieiously met participation
requirements. The Company also provides post-ratirg benefits, principally health and dental cewesmployees of a previously
acquired entity. The Company has closed the peraidmpost-retirement plans to new participants. ddtaarially determined pension
benefit is based on years of service and the empleyhighest average compensation during five caise years of employment. The
Company’s policy is to at least fund the minimumoammt required by the Employment Retirement Incormeuity Act of 1974. The
cost of the pension and post-retirement plans asedon actuarial computations of current and éubenefits for employees, and is
charged to noninterest expense in the consolidatgdments of income.

The Company recognizes an asset or a liabilityfplans’ overfunded status or underfunded stadispectively, in the consolidated
financial statements and reports changes in thaefdiistatus as a component of other comprehensiveniz, net of applicable taxes, in
the year in which changes occur.

-74-



Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012, 2011 and 2010
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(g.) Share-Based Compensation Plans

Compensation expense for stock options and resdirgtibock awards is based on the fair value of Wweeéon the measurement date,
which, for the Company, is the date of grant aneét®gnized ratably over the service period ofaward. The fair value of stock
options is estimated using the Black-Scholes oppiacing model. The fair value of restricted stakards is generally the market price
of the Company’s stock on the date of grant.

Share-based compensation expense is included gottsolidated statements of income under salané®mployee benefits for awards
granted to management and in other noninterestneep®r awards granted to directors.

(r.) Income Taxes

Income taxes are accounted for using the assdtaility method. Deferred tax assets and liakabtiare recognized for the future tax
consequences attributable to differences betwe=firthncial statement carrying amounts of existingets and liabilities and their
respective tax bases. Deferred tax assets antitiesbare measured using enacted tax rates ictdffe the year in which those
temporary differences are expected to be recovarsdttled. The effect of a change in tax ratedeferred tax assets and liabilities is
recognized in income in the period that includesdhactment date. A valuation allowance is recaghan deferred tax assets if, based
upon the weight of available evidence, it is mdkely than not that some or all of the assets natybe realized. The Company
recognizes interest and/or penalties related tonmctax matters in income tax expense.

(s.) Earnings Per Common Share

The Company calculates earnings per common shBfRS") using the two-class method in accordance Riitlancial Accounting
Standards Board (“FASB”) Accounting Standards Qodtfon (“ASC") Topic 260, “Earnings Per Share”.éltwo-<lass method requir
the Company to present EPS as if all of the easiiogthe period are distributed to common shai#rsland any participating
securities, regardless of whether any actual diddeor distributions are made. All outstanding stwd share-based payment awards
that contain rights to nonforfeitable dividends eoasidered participating securities. Certain efrbstricted shares issued under the
Company’s sharbased compensation plan are entitled to dividehtteeasame rate as common stock. The Company hesrdeed ths
these outstanding non-vested stock awards quaifyagticipating securities.

Basic EPS is computed by dividing distributed andistributed earnings available to common sharahsltly the weighted average
number of common shares outstanding for the pebistributed and undistributed earnings availabledmmon shareholders represent
net income reduced by preferred stock dividendsdistdbuted and undistributed earnings availablparticipating securities. Common
shares outstanding include common stock and vesstdcted stock awards. Diluted EPS reflects s®imed conversion of all poten
dilutive securities. A reconciliation of the weightaverage shares used in calculating basic earngrgsopnmon share and the weigh
average common shares used in calculating dilitearegs per common share for the reported per®gsavided in Note 16-Earnings
Per Common Share.
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(t.) Recent Accounting Pronouncements

In May 2011, the FASB issued Accounting Standarddadte (“ASU”) No. 2011-04,Amendments to Achieve Common Fair Value
Measurement and Disclosure Requirements in U.S.Re#dl IFRSs. The provisions of ASU No. 2011-04 provide a comsist
definition of fair value and common requirementstfeie measurement of and disclosure about fairevagiween U.S. GAAP and
International Financial Reporting Standards (“IFRShe changes to U.S. GAAP as a result of ASU204.1-04 are as follows: (1) the
concepts of highest and best use and valuationipeesne only relevant when measuring the fair vafugonfinancial assets (that is, it
does not apply to financial assets or any liabgi}j (2) extends the prohibition on applying a kéme factor in valuing financial
instruments with quoted prices in active marke3¥,cfeates an exception to the basic fair valuesomeanent principles for an entity that
holds a group of financial assets and financidlilites with offsetting positions in market risks counterparty credit risk that are
managed on the basis of the entity’s net exposuedthier of those risks by allowing the entitycértain criteria are met, to measure the
fair value of the net asset or liability positiond manner consistent with how market participamsld price the net risk position;

(4) aligns the fair value measurement of instrumefdassified within an entity’s shareholdeggjuity with the guidance for liabilities; a
(5) enhances disclosure requirements for Levelr3/édue measurements to disclose quantitativerméion about unobservable inputs
and assumptions used, to describe the valuatigepses used by the entity, and to qualitativelgrites the sensitivity of fair value
measurements to changes in unobservable inputthandterrelationships between those inputs. Intaxhd entities must report the le
in the fair value hierarchy of items that are netasured at fair value in the statement of condibiairwhose fair value must be
disclosed. The Company adopted the provisions & A®. 2011-04 effective January 1, 2012. The falue measurement provisions
of ASU No. 2011-04 had no material impact on thenBany’s consolidated financial statements. See W@te Fair Value
Measurements to the consolidated financial staté&srfenthe enhanced disclosures required by ASU2041-04.In June 2011, the
FASB issued ASU No. 2011-05 Presentation of Comprehensive Inconmi&tie provisions of ASU No. 2011-05 allow an enthg t
option to present the total of comprehensive incdime components of net income, and the compomdmtther comprehensive income
either in a single continuous statement of comprsive income or in two separate but consecutivierstants. In both options, an entity
is required to present each component of net incaloreg with total net income, each component oéottomprehensive income along
with a total for other comprehensive income, anota amount for comprehensive income. Under eithethod, entities are required to
present on the face of the financial statementassification adjustments for items that are resifeesl from other comprehensive
income to net income in the statement(s) wheredmeponents of net income and the components of otmaprehensive income are
presented. ASU No. 20105 also eliminates the option to present the coraptnof other comprehensive income as part oftdteraen
of changes in shareholdeegjuity but does not change the items that mus¢perted in other comprehensive income or wheneamn df
other comprehensive income must be reclassifiegtoncome. ASU No. 2011-05 was effective for thmrpany’s interim reporting
period beginning on or after January 1, 2012, wethospective application required. In Decemberl2@ie FASB issued ASU

No. 2011-12;Deferral of the Effective Date for Amendmentshe Presentation of Reclassifications of Items Guta@umulated Other
Comprehensive Income in Accounting Standards Update011-05."The provisions of ASU No. 2011-12 defer indefintéte
requirement for entities to present reclassificatidjustments out of accumulated other compreherisoome by component in both 1
statement in which net income is presented andtdiement in which other comprehensive incomedsemted. ASU No. 2011-12,
which shares the same effective date as ASU NdlL-P8] does not defer the requirement for entitigsresent components of
comprehensive income in either a single contingtatement of comprehensive income or in two sepdmatt consecutive statements.
The Company adopted the provisions of ASU No. 203 Bnd ASU No. 2011-12 which resulted in a newest&nt of comprehensive
income beginning with the interim period ended MiaBd, 2012. The adoption of ASU No. 2011-05 and A8l 2011-12 had no
material impact on the Company’s statements ofrimeand 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 qualitativesassment to determine whether it is more likelythat that the fair value of a reporting
unit is less than its carrying amount. If an entiglieves, as a result of its qualitative asses§rteat it is more likely than not that the
fair value of a reporting unit is less than itsrgarg amount, the quantitative impairment teseiguired. Otherwise, no further
impairment testing is required. ASU No. 2011-08udes examples of events and circumstances thaindaate that a reporting unit's
fair value is less than its carrying amount. Thevigions of ASU No. 2011-08 are effective for anmarad interim goodwill impairment
tests performed beginning in 2012. The adoptioA®) No. 2011-08 did not have a material impacttm@ompany’s consolidated
financial statements.
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(1.) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continu ed)

In July 2012, the FASB issued ASU No. 2012-02&sting Indefinite-Lived Intangible Assets for lamment.” The provisions of ASU
No. 2012-02 permit an entity to first assess qalie factors to determine whether it is more fkiglan not that an indefinite-lived
intangible asset is impaired as a basis for deténgiwhether it is necessary to perform a quantiéatmpairment test, as is currently
required by GAAP. ASU No. 2012-02 is effective fsmual and interim impairment tests performed iwdl years beginning after
September 15, 2012. The Company does not havendefinite-lived intangible assets other than godigttierefore the adoption of
ASU No. 2012-02 is expected to have no materiabichpn the Company’s consolidated financial statéme

In February 2013, the FASB issued ASU No. 2013Rehorting of Amounts Reclassified Out of Accumdli&tther Comprehensive
Income. The Update requires an entity to provide infoipratibout the amounts reclassified out of accuradlather comprehensive
income by component and to present either on tte dathe statement where net income is preseatéd the notes, significant
amounts reclassified out of accumulated other cehmgasive income by the respective line items ofrreeime, but only if the amount
reclassified is required to be reclassified toinebme in its entirety in the same reporting peribde amendments are effective for
annual and interim reporting periods beginning oafter December 15, 2012. The Company is currenttile process of evaluating t
ASU but does not expect it will have a material &aopon the Company’s consolidated financial statéme

-77-



Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012, 2011 and 2010

(2.) BRANCH ACQUISITIONS

On January 19, 2012, the Bank entered into agretsmeéth First Niagara Bank, National Associatiofifst Niagara”) to acquire four First
Niagara retail bank branches in Medina, BrockpBatavia and Waterloo, New York (tI“First Niagara Branches”) and four retail bank
branches previously owned by HSBC Bank USA, Natidsasociation (‘HSBC”) in Elmira, Elmira Heights,diiseheads and Albion, New
York (the “HSBC Branches”). First Niagara assigitedights to the HSBC branches in connection itglacquisition of HSBC's Upstate
New York banking franchise. Under the terms ofdgjeeements, the Bank assumed all related depositsuachased the related brat
premises and certain performing loans. The traiwatd acquire the First Niagara Branches was cetagdlon June 22, 2012 and the
transaction to acquire the HSBC Branches was cdetplen August 17, 2012. The combined assets achaird deposits assumed in the two
transactions were recorded at their estimatedsédires as follows:

Cash $195,77¢
Loans 75,63¢
Bank premises and equipme 1,93¢
Goodwill 11,59¢
Core deposit intangible as 2,04z
Other asset 33¢
Total assets acquire $287,33:
Deposits assume $286,81¢
Other liabilities 512
Total liabilities assume $287,33:

The transactions were accounted for using the aitigui method of accounting and accordingly, asaetgiired, liabilities assumed and
consideration exchanged were recorded at thematad fair values on the acquisition dates. Fdiresaare preliminary and in certain cases
are subject to refinement for up to one year dfterclosing date of the acquisition as additionfdrimation relative to fair values becomes
available.

The operating results of the acquired branchesidted in the Company’s consolidated statement afmefor the year ended December 31,
2012 reflect only amounts from the acquisition dateough December 31, 2012. The operating restittee acquired branches prior to the
acquisition dates were not material for purposesupplemental disclosure under the FASB guidandeusimess combinations.

The Company acquired the loan portfolios at avalue discount of $824 thousand. The discount egms expected credit losses, net of
market interest rate adjustments. The discounband receivable will be amortized to interest ineawer the estimated remaining life of the
acquired loans using the level yield method. The deposit intangible asset will be amortized omecelerated basis over a period of
approximately nine and a half years. The time digjposmium of $335 thousand will be accreted oberastimated remaining life of the
related deposits as a reduction of interest expense

Preliminary goodwill of $11.6 million is calculated the purchase premium after adjusting for threvédue of net assets acquired and
represents the value expected from the synergeedert and the economies of scale expected frominorghihe operations of the acquired
branches with those of the Bank. All goodwill amtecdeposit intangible assets arising from thisuaitipn are expected to be deductible for
tax purposes.
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(3.) INVESTMENT SECURITIES
The amortized cost and estimated fair value ofstment securities are summarized below (in thousand

Unrealized Unrealized
Amortized Fair
Cost Gains Losses Value
December 31, 201:
Securities available for sale
U.S. Government agencies and government sponsoterpases $128,09° $ 3,667 $ 69 $131,69!
State and political subdivisiol 188,99° 6,28t 72 195,21(
Mortgagebacked securitie:
Federal National Mortgage Associati 147,94t 4,39¢ 18¢ 152,15:
Federal Home Loan Mortgage Corporat 65,42¢ 1,43( — 66,85¢
Government National Mortgage Associat 56,16¢ 3,27¢ — 59,44¢
Collateralized mortgage obligatior
Federal National Mortgage Associati 60,80¢ 1,86t 2 62,66¢
Federal Home Loan Mortgage Corporat 78,58: 1,911 — 80,49:
Government National Mortgage Associat 70,98¢ 2,16¢ — 73,157
Privately issuet 73 1,02t — 1,09¢
Total collateralized mortgage obligatic 210,44¢ 6,96¢ 2 217,41!
Total mortgag-backed securitie 479,98t 16,07: 19C 495,86¢
Asse-backed securitie 121 902 — 1,02:
Total available for sale securiti $797,20: $ 26,92¢ $ 331 $823,79¢
Securities held to maturity:
State and political subdivisiol $ 17,90¢ $ 57 $ — $ 18,47¢
December 31, 2011
Securities available for sale
U.S. Government agencies and government sponsoterpases $ 94,947 $ 2,77C $ 5 $ 97,71.
State and political subdivisiol 119,09¢ 5,33¢ 11 124,42:
Mortgagebacked securitie:
Federal National Mortgage Associati 98,67¢ 2,94¢ — 101,62:
Federal Home Loan Mortgage Corporat 63,83¢ 1,015 — 64,85¢
Government National Mortgage Associat 73,22¢ 3,37¢ — 76,60
Collateralized mortgage obligatior
Federal National Mortgage Associati 28,33¢ 581 7 28,918
Federal Home Loan Mortgage Corporat 22,31¢ 67t 1 22,99:
Government National Mortgage Associat 103,97 2,65¢ 18 106,61:
Privately issuet 327 1,762 — 2,08¢
Total collateralized mortgage obligatic 154,95¢ 5,672 26 160,60!
Total mortgag-backed securitie 390,70: 13,00¢ 26 403,68!
Asse-backed securitie 297 1,40(C — 1,69
Total available for sale securiti $605,04! $22,51¢ $ 42 $627,51¢
Securities held to maturity:
State and political subdivisiol $ 23,29: $ 667 $ — $ 23,96«
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(3.) INVESTMENT SECURITIES (Continued)

Interest and dividends on securities for the yeaded December 31 are summarized as follows (ustas):

2012 2011 2010

Taxable interest and dividends $12,20: $14,18¢ $17,10:
Tax-exempt interest and dividen 4,24: 3,82¢ 3,521
Total interest and dividends on securit $16,44¢ $18,01: $20,62:

Sales and calls of securities available for sal¢ife years ended December 31 were as follow$hnsands):

2012 2011 2010
Proceeds from sales $2,82° $44,51¢ $122,09(
Gross realized gair 2,651 3,051 17z
Gross realized losst — 48 4

The scheduled maturities of securities availabteséde and securities held to maturity at DecerBfie2012 are shown below. Actual
expected maturities may differ from contractual uimisies because issuers may have the right toocgdtepay obligations (in thousands).

Amortized Fair
Cost Value
Debt securities available for sale
Due in one year or le: $ 28,96° $ 29,16¢
Due from one to five yeal 94,47¢ 98,34:
Due after five years through ten ye 318,12: 326,80:
Due after ten yeal 355,63: 369,48t

$797,20: $823,79t

Debt securities held to maturity:

Due in one year or le: $ 12,88t $ 12,97
Due from one to five yeal 4,16¢ 4,45k
Due after five years through ten ye 76€ 931
Due after ten yeal 87 11¢€

$ 17,90t $ 18,47¢
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(3.) INVESTMENT SECURITIES (Continued)

There were no unrealized losses in held to matsgturities at December 31, 2012 or December 31,.20nrealized losses on investment
securities available for sale and the fair valuthefrelated securities, aggregated by investnaegory and length of time that individual
securities have been in a continuous unrealizeddosition as of December 31 are summarized asAfsl(in thousands):

Less than 12 month¢ 12 months or longer Total
Fair Unrealizec Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses

December 31, 201:
U.S. Government agencies and government sponsoterpases  $13,26¢F $ 67 $2967 $ 2 $16,23. % 69

State and political subdivisiol 8,471 72 — — 8,471 72
Mortgagebacked securitie:
Federal National Mortgage Associati 25,20( 18¢ — — 25,20( 18¢
Collateralized mortgage obligatior
Federal National Mortgage Associati — — 1,17: 2 1,17: 2
Total collateralized mortgage obligatic — — 1,17: 2 1,17: 2
Total mortgag-backed securitie 25,20( 18¢ 1,17: 2 26,37 19C
Total temporarily impaired securiti $46,93¢ $ 327 $4,14C % 4 $107¢ $ 331
December 31, 2011
U.S. Government agencies and government sponsoterpases $ 2,177 $ 1 $5,24¢ 3 4 $742: $ 5
State and political subdivisiol 452 2 64€ 9 1,09¢ 11
Mortgagebacked securitie:
Collateralized mortgage obligatior
Federal National Mortgage Associati — — 1,813 7 1,815 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 2,20¢ 8 8,34: 26
Total mortgag-backed securitie 6,13¢ 18 2,20¢ 8 8,34: 26
Total temporarily impaired securiti $ 8761 $ 21  $8,097 $ 21  $16,86: $ 42

The total number of security positions in the irta@nt portfolio in an unrealized loss position &cbmber 31, 2012 was 52 compared to 14
at December 31, 2011. At December 31, 2012, thegaosnhad positions in six investment securitiehait amortized cost of $4.1 million
and an unrealized loss of $4 thousand that have ibeee continuous unrealized loss position for mtben 12 months. There were a total of 46
securities positions in the Compasyfnvestment portfolio, with an amortized cost 478 million and a total unrealized loss of $32Guban(

at December 31, 2012, that have been in a contsuntealized loss position for less than 12 morths. unrealized loss on these investment
securities was predominantly caused by changesikehinterest rates, average life or credit sgeathsequent to purchase. The fair valt
most of the investment securities in the Compapgidfolio fluctuates as market interest rates cleang
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(3.) INVESTMENT SECURITIES (Continued)

The Company reviews investment securities on amwioggoasis for the presence of other-than-tempdmapairment (“OTTI”) with formal
reviews performed quarterly. When evaluating debtsties for OTTI, management considers many faciacluding: (1) the length of time
and the extent to which the fair value has beentlesn cost, (2) the financial condition and neamtprospects of the issuer, (3) whether the
market decline was affected by macroeconomic cimdit and (4) whether the Company has the inteniticell the debt security or whether

it is more likely than not that it will be requiréal sell the debt security before its anticipatecbvery. The assessment of whether OTTI exists
involves a high degree of subjectivity and judgmeemd is based on the information available to mamemnt.

The following summarizes the amounts of OTTI reéogd during the years ended December 31 by invedtosegory (in thousands).

2012 2011 2010

Mortgage-backed securities—Privately issued whode ICMOs $ 91 $ 18 $—
Asse-backed securiti—Trust preferred securitie — — 52¢
Asse-backed securiti—Other — — 68
Total OTTI $ 91 $ 18 $594

Based on management’s review and evaluation oEtmpany’s debt securities as of December 31, 20&2jebt securities with unrealized
losses were not considered to be OTTI. As of Deasrlh, 2012, the Company does not intend to sglidait securities which have an
unrealized loss, it is unlikely the Company will lgguired to sell these securities before recoaad/the Company expects to recover the
entire amortized cost of these impaired securifesordingly, as of December 31, 2012, managemasitthncluded that unrealized losses on
its investment securities are temporary and ndéurimpairment loss has been realized in the Cogipaonsolidated statements of income.

(4.) LOANS HELD FOR SALE AND LOAN SERVICING RIGHTS

Loans held for sale were entirely comprised ofdestial real estate mortgages and totaled $1.5omiind $2.4 million as of December 31,
2012 and 2011, respectively.

The Company sells certain qualifying newly origetabr refinanced residential real estate mortgagabhe secondary market. Residential
estate mortgages serviced for others, which aréphtded in the consolidated statements of finaln@ndition, amounted to $273.3 million
and $297.8 million as of December 31, 2012 and 2fsbectively. In connection with these mortgage4sing activities, the Company
administered escrow and other custodial funds whibunted to approximately $5.6 million and $5.4ian as of December 31, 2012 and
2011, respectively.

The activity in capitalized mortgage servicing ass& summarized as follows for the years endeceBder 31 (in thousands):

2012 2011 2010

Mortgage servicing assets, beginning of year $1,60¢ $1,64: $1,53¢
Originations 554 31¢ 40¢
Amortization (52€) (352) (300
Mortgage servicing assets, end of y 1,63 1,60¢ 1,64
Valuation allowanct (16¢) (210) (17%)
Mortgage servicing assets, net, end of \ $1,46¢ $1,39¢ $1,46°

During 2011, the Company sold $13.0 million of medit auto loans under a 90%/10% participation ages, recognizing a gain of $153
thousand. The loans were reclassified from podftdiloans held for sale during the second quaftg011. The loan servicing asset for these
loans, included in other assets in the consolidst@ments of financial condition, was $250 thadsand $574 thousand as of December 31,
2012 and 2011, respectively. The Company will qargito service the loans for a fee in accordantie the participation agreement.
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(5.) LOANS
The Company’s loan portfolio consisted of the faliog at December 31 (in thousands):

Net Deferrec

Principal
Amount Loan (Fees)
QOutstanding Costs Loans, Net

2012
Commercial busines $ 258,70t $ (31) $ 258,67
Commercial mortgag 414,28: (95¢) 413,32
Residential mortgag 133,34: 17¢ 133,52(
Home equity 282,50: 4,14¢ 286,64¢
Consumer indirec 559,96- 26,83( 586,79:
Other consume 26,65 107 26,764

Total $1,675,45. $ 30,27 1,705,72
Allowance for loan losse (24,719

Total loans, ne $1,681,01.
2011
Commercial busines $ 233,72 $ 10¢ $ 233,83!
Commercial mortgag 394,03: (790 393,24
Residential mortgag 113,86! 46 113,91:
Home equity 227,85: 3,91z 231,76t
Consumer indirec 465,80° 21,90¢ 487,71.
Other consume 24,13t 16€ 24,30¢

Total $1,459,42. $ 25,35: 1,484,77
Allowance for loan losse (23,26()

Total loans, ne $1,461,51

The Company’s significant concentrations of cregit in the loan portfolio relate to a geographimcentration in the communities that the
Company serves.

Certain executive officers, directors and theiribeiss interests are customers of the Company. actinas with these parties are based on
substantially the same terms as similar transastiath unrelated third parties and do not carry ertbhan normal credit risk. Borrowings by
these related parties amounted to $292 thousan@@#ithousand at December 31, 2012 and 2011,atbsglg. During 2012, new
borrowings amounted to $50 thousand (includingdweimgs of executive officers and directors thateveuatstanding at the time of their
election), and repayments and other reductions #&86 thousand.
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(5.) LOANS (Continued)

Past Due Loans Aging

The Company'’s recorded investment, by loan classyirent and nonaccrual loans, as well as an sisady accruing delinquent loans is set
forth as of December 31 (in thousands):

Greater

30-59 Day: 6C-89 Day: Than 9C Total Pasl Total
Past Due Past Due Days Due Nonaccrual Current Loans
2012
Commercial busines $ 16C $ — $ — $ 16C $ 3,41: $ 255,137 $ 258,70¢
Commercial mortgag 331 — — 331 1,79¢ 412,15: 414,28
Residential mortgag 37¢ — — 37¢ 2,04( 130,92! 133,34:
Home equity 67t 1C — 68t 93¢ 280,87 282,50:
Consumer indirec 1,661 163 — 1,82« 891 557,24 559,96:
Other consume 127 35 18 18C 25 26,45: 26,657
Total loans, gros $ 333 $ 208 $ 18 $355¢ $ 9,107 $1,662,791 $1,675,45
2011
Commercial busines $ 3 $ — $ — $ 3E $ 125¢ $ 232437 $ 233,72
Commercial mortgag 16& — — 165 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€ 1C 5 121 — 24,01° 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 daalystél accruing interest as of December 31, 284@ December 31, 2011. There were $18
thousand and $5 thousand in consumer overdraftshwiére past due greater than 90 days as of Deee8hp2012 and December 31, 2011,
respectively. Consumer overdrafts are overdrawmsiepccounts which have been reclassified as Ibanby their terms do not accrue
interest.

Interest income on nonaccrual loans, if recogniedgcorded using the cash basis method of acegurithere was no interest income
recognized on nonaccrual loans during the yearegBeécember 31, 2012, 2011 and 2010. For the weaiesd December 31, 2012, 2011 and
2010, estimated interest income of $555 thousa#@ld $housand, and $474 thousand, respectively,dimane been recorded if all such loans
had been accruing interest according to their oaigtontractual terms.
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(5.) LOANS (Continued)

Troubled Debt Restructurings

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

The following presents, by loan class, informatielated to loans modified in a TDR during the yeanded December 31 (in thousands).

Pre- Pos*-
Modification Modification
Outstanding Outstanding
Number of
Recorded Recorded
Contracts Investment Investment
2012
Commercial busines 3 $ 53€ $ 53¢
Commercial mortgag 4 64€ 64€
Total 7 $ 1,18 $ 1,18¢
2011
Commercial busines 6 $ 14z $ 14z
Commercial mortgag 1 28C 28C
Total 7 $ 422 $ 422

All of the loans identified as TDRs by the Compavsre previously on nonaccrual status and repodetpaired loans prior to restructuring.
The modifications primarily related to extending #imortization periods of the loans and releasitigteral in consideration of payment. All
loans restructured during the years ended Dece81he&2012 and 2011 were on nonaccrual status aritief those respective years.
Nonaccrual loans that are restructured remain oaceyual status, but may move to accrual states tifey have performed according to
restructured terms for a period of time. The TD&Ssslfication did not have a material impact onGoenpany’s determination of the
allowance for loan losses because the modifiedsl@gare impaired and evaluated for a specific resboth before and after restructuring.

For purposes of this disclosure, a loan modified &OR is considered to have defaulted when theolw@r becomes 90 days past due. One
commercial business loan restructured during 20itf2 avbalance of $52 thousand at December 31, 2@k2n default. One commercial real
estate loan restructured during 2011 with a balaf&261 thousand at December 31, 2011 was in Hefchese defaults did not significantly
impact the Company’s determination of the allowaiocdoan losses.
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(5.) LOANS (Continued)

Impaired Loans

Management has determined that specific commdoaak on nonaccrual status and all loans that hadeheir terms restructured in a
troubled debt restructuring are impaired loans. fBflewing table presents data on impaired loanBetember 31 (in thousands):

Unpaid Average Interest
Recorded Principal Related Recorded Income
Investment (1) Balance(d) Allowance Investment Recognizet
2012
With no related allowance recorde
Commercial busines $ 963 $ 1,42¢ $ — $ 75t $ —
Commercial mortgag 911 1,00z — 1,31( —
1,87¢ 2,427 — 2,06¢ —
With an allowance recorde
Commercial busines 2,45( 2,45( 664 2,11« —
Commercial mortgag 88¢ 88¢ 31C 1,85¢ —
3,33¢ 3,33¢ 974 3,97- —
$ 5,212 $ 5,76¢ $ 974 $ 6,037 $ —
2011
With no related allowance recorde
Commercial busines $ 342 $ 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 2,172 —
3,24( 3,24( 1,08( 3,20¢ —

$ 4,18i $ 5,20: $ 1,08( $ 4,14¢ $ —

@ Difference between recorded investment and unpaigipal balance represents partial chi-offs.

During the year ended December 31, 2010, the Coypawmerage investment in impaired loans was $4lkom There was no interest
income recognized on impaired loans during the gaded December 31, 2010.

Credit Quality Indicators

The Company categorizes loans into risk categtased on relevant information about the abilitpofrowers to service their debt such as:
current financial information, historical paymenperience, credit documentation, public informatiand current economic trends, among
other factors such as the fair value of collateFae Company analyzes commercial business and carrahmortgage loans individually by
classifying the loans as to credit risk. Risk rgéirare updated any time the situation warrants.Gdrapany uses the following definitions for
risk ratings:

Special Mention: Loans classified as special mention have a poteméakness that deserves management’s close atietftleft
uncorrected, these potential weaknesses may fagigterioration of the repayment prospects forldla@ or of the Company’s credit
position at some future date.

Substandard: Loans classified as substandard are inadequateigqted by the current net worth and paying capadcithe obligor or
of the collateral pledged, if any. Loans so clasdihave a well-defined weakness or weaknessegethadrdize the liquidation of the
debt. They are characterized by the distinct pdigithat the Company will sustain some loss i theficiencies are not corrected.
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(5.) LOANS (Continued)

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

Loans not meeting the criteria above that are aealyndividually as part of the process descrildeal/a are considered “Uncriticized”
or pass-rated loans and are included in groupsmidigeneous loans with similar risk and loss charastics.

The following table sets forth the Company’s comeradrioan portfolio, categorized by internally apgd asset classification, as of
December 31 (in thousands):

Commercial Commercial
Business Mortgage
2012
Uncriticized $240,29: $400,57¢
Special mentiol 6,591 6,49¢
Substandar 11,82« 7,211
Doubtful — —
Total $ 258,70t $414,28.
2011
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 meameofifying and reporting problem and potential peobretail loans. The Company
considers nonaccrual loans and loans past dueegitban 90 days and still accruing interest to i@ performing. The following table sets
forth the Company’s retail loan portfolio, categed by payment status, as of December 31 (in tmoisda

Residential
Home Consumer Other
Mortgage Equity Indirect Consumel
2012
Performing $131,30.  $281,56:  $559,07¢  $26,63:
Non-performing 2,04( 93¢ 891 25
Total $133,34. $282,50. $559,96¢ $26,65"
2011
Performing $112,22:  $227,17.  $465,24¢  $24,13¢
Non-performing 1,64¢ 682 55¢ —
Total $113,86! $227,85. $465,80° $24,13¢
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Allowance for Loan Losses

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

December 31, 2012, 2011 and 2010

The following tables set forth the changes in th@axsance for loan losses for the years ended Deeerdb (in thousands):

2012

Allowance for loan losses

Beginning balanc
Chargeoffs
Recoveries
Provision

Ending balanc

Evaluated for impairmen
Individually
Collectively

Loans:

Ending balanc

Evaluated for impairmen
Individually
Collectively

2011

Allowance for loan losses

Beginning balanc
Chargeoffs
Recoveries
Provision (credit

Ending balanc:

Evaluated for impairmen
Individually
Collectively

Loans:

Ending balanc:

Evaluated for impairmen
Individually

Collectively

Commercial Residential
Home Consumer Other

Commercial Mortgage Mortgage Equity Indirect Consumel Total
$ 403 $ 641 $ 856 $ 1,24 $ 10,18 $ 517 $ 23,26(
(729) (74E) (326) (305) (6,58¢) (874) (9,56¢)
33€ 261 13C 44 2,76¢ 354 3,894
1,241 647 78 301 4,34¢ 51F 7,12¢
$ 488. $ 6,581 $ 74C $ 1,28: $ 10,71 $ 51z $ 24,71
$ 664 $ 31C $§ — $ — $ — $ — $ 974
$ 4220 $ 6,271 % 74C $ 1,28: $ 10,71 $ 51z $ 23,74
$258,70t $414,28. $133,34: $282,50. $559,96¢ $26,65° $1,675,45
$ 341 $ 179¢ % — $ — $ — $ — $ 5,21:
$255,29. $412,48. $133,34: $282,50. $559,96: $26,657 $1,670,24
$ 3,712 $ 6431 $ 1,01t % 97z $ 7,75« $ 584 $ 20,46¢
(1,34¢) (751) (152) (449) (4,719 (877) (8,28¢)
401 24% aC 44 2,06¢ 45€ 3,30z
1,26¢ 498 (93 67E 5,082 354 7,78(
$ 403 $ 6,418 $ 856 $ 1,24 $10,18¢ $ 517 $ 23,26(
$ 43¢  $ 644 $ — $ — $ — $ — $ 1,08(
$ 3600 $ 5774/ % 856 $ 1,24 $ 10,18 $ 517 $ 22,18(
$233,727 $394,03: $113,86! $227,85. $465,80° $24,13¢ $1,459,42
$ 125¢ $ 2928 $§ — $ — $ — $ — $ 4,18
$232,46¢( $391,10¢ $113,86! $227,85. $465,80° $24,13¢ $1,455,23
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(5.) LOANS (Continued)

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

2010
Allowance for loan losses
Beginning balanc $ 4407 $ 663 $ 1251 $ 104 $ 6837 $ 565 $ 20,74:

Chargeoffs (3,426) (263) (290 (259) (4,669 (909) (9,816

Recoveries 32€ 501 21 36 1,48¢ 48t 2,85¢

Provision (credit 2,40¢ (445) 31 152 4,101 445 6,687
Ending balanc: $ 3712 $ 6431 $ 1012 $ 972 $ 7,754 $ 584 $ 20,46¢
Evaluated for impairmen

Individually $ 14 $ 88 $ — ¢ — $ — $ — $ 1,03

Collectively $ 356 $ 554¢ $ 1,01: % 972 $ 7,75¢ $ 584 $ 19,43
Loans:
Ending balanc $210,94¢ $353,53° $129,55: $205,07( $400,22: $25,937 $1,325,26
Evaluated for impairmen

Individually $ 94 $ 310 $ — $ — & — $ — $ 404

Collectively $210,00( $350,43°  $129,55: $205,07( $400,22: $25,937 $1,321,21

Risk Characteristics

Commercial business loans primarily consist of foemsmall to midsized businesses in our market area in a diverggeraf industries. The
loans are of higher risk and typically are madehanbasis of the borrower’s ability to make repagtrfeom the cash flow of the borrower’s
business. Further, the collateral securing thedeaay depreciate over time, may be difficult torage and may fluctuate in value. The credit
risk related to commercial loans is largely influed by general economic conditions and the regpitinpact on a borrowes’operations or ¢
the value of underlying collateral, if any.

Commercial mortgage loans generally have largaruas and involve a greater degree of risk thadeesal mortgage loans, inferring

higher potential losses on an individual custonasid Loan repayment is often dependent on theesafid operation and management of the
properties, as well as on the collateral secutiegd@an. Economic events or conditions in the estdte market could have an adverse impact
on the cash flows generated by properties sectiim@ompany’s commercial real estate loans anti®walue of such properties.

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

Consumer indirect and other consumer loans mayl gnéater credit risk than residential mortgagane and home equities, particularly in
case of other consumer loans which are unsecured e case of indirect consumer loans, secuyadkpreciable assets, such as automc
or boats. In such cases, any repossessed collaeeatiefaulted consumer loan may not providedagaate source of repayment of the
outstanding loan balance. In addition, consumaen tmdlections are dependent on the borrower’s ooirig financial stability, and thus are
more likely to be affected by adverse personabistances such as job loss, illness or personétiyatey. Furthermore, the application of
various federal and state laws, including bankrppiud insolvency laws, may limit the amount whielm de recovered on such loans.
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(6.) PREMISES AND EQUIPMENT, NET
Major classes of premises and equipment at DeceBibare summarized as follows (in thousands):

2012 2011

Land and land improvements $ 4,88 $ 4,33(
Buildings and leasehold improveme 43,40: 40,59(
Furniture, fixtures, equipment and vehic 24,44( 23,41«
Premises and equipme 72,72¢ 68,33¢
Accumulated depreciation and amortizat (36,109 (35,249
Premises and equipment, | $ 36,61¢ $ 33,08¢

Depreciation and amortization expense relating¢onises and equipment, included in occupancy aoipetgent expense in the consolidated
statements of income, amounted to $3.6 milliortlieryear ended December 31, 2012 and $3.5 miliothe years ended December 31, -
and 2010.

(7.) GOODWILL AND OTHER INTANGIBLE ASSETS
The change in the balance for goodwill during tearg ended December 31, 2012 and 2011 was as $qfiosthousands):

2012 2011
Goodwill, beginning of year $37,36¢ $37,36¢
Branch acquisition 11,59¢ —
Impairment — —
Goodwill, end of yea $48,96¢ $37,36¢

Pursuant to the adoption of ASU 20@&-in 2012, the Company first performed a qualiatissessment of goodwill at the reporting unieli¢
the Bank, to determine if it was more likely thaot that the fair value of the reporting unit isdéban its carrying value. In performing a
qualitative analysis, factors considered includg,dve not limited to, business strategy, finanpeformance and market and regulatory
dynamics. The results of the qualitative assessfoe012 indicated that it was not more likelyrih#ot that the fair value of the reporting
unit is less than its carrying value. Consequemiyadditional quantitative two-step impairment tgas required, and no impairment was
recorded in 2012. In 2011 and 2010, prior to thepéidn of ASU 2011-08, the Company performed a tjtative impairment test that did not
result in any impairment.

Declines in the market value of the Company’s mipliraded stock price or declines in the Compaiayiity to generate future cash flows
may increase the potential that goodwill recordedh Company’s consolidated statement of finaremabition be designated as impaired
and that the Company may incur a goodwill write-dawthe future.

The amount of goodwill to be deducted for tax pggsowas $11.3 million at December 31, 2012.

The Company’s other intangible assets consistategnof a core deposit intangible asset. The goassying amount and accumulated
amortization for the core deposit intangible asszt $2.0 million and $190 thousand, respectivalfpecember 31, 2012. The Company had
no other intangible assets as of December 31, Z0drke deposit intangible amortization expensepitet! in other noninterest expense on the
consolidated statements of income, was $190 thaufgarthe year ended December 31, 2012. There waomre deposit intangible
amortization expense for the years ended Deceniheét(3 1 and 2010.

Estimated core deposit intangible amortization espeor each of the next five years is as follows:

2013 $38€
2014 341
2015 29¢€
2016 251
2017 20¢

-90-



Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012, 2011 and 2010

(8.) DEPOSITS
A summary of deposits as of December 31 are asdsl{in thousands):

2012 2011

Noninteres-bearing demand $ 501,51« $ 393,42:

Interes-bearing deman 449,74« 362,55!

Savings and money mark 655,59¢ 474,94°
Certificates of deposit, du

Within one yeal 495,42: 547,87

One to two year 91,05: 84,68

Two to three year 35,99: 17,97

Three to five year 31,72. 50,00(

Thereaftel 74¢ 141

Total certificates of depos 654,93! 700,67¢

Total deposit: $2,261,79 $1,931,59!

Certificates of deposit in denominations of $100,00 more at December 31, 2012 and 2011 amouni$22®.4 million and $214.2 million,
respectively.

Interest expense by deposit type for the yearscebdeember 31 is summarized as follows (in thousgnd

2012 2011 2010
Interest-bearing demand $ 59¢ $ 614 $ 70t
Savings and money mark 99¢ 1,05¢ 1,13
Certificates of depos 6,86¢ 9,76¢ 13,01¢

Total interest expense on depo: $8,46: $11,43¢ $14,85:

(9.) BORROWINGS

There were no long-term borrowings outstandingfddexember 31, 2012 and 2011. Outstanding sham-tenrowings are summarized as
follows as of December 31 (in thousands):

2012 2011

Shor-term borrowings
Federal funds purchas $ — $ 11,597
Repurchase agreeme! 40,80¢ 36,30:
Shor-term FHLB borrowing: 139,00( 102,80(
Total shor-term borrowings $179,80¢ $150,69¢

The Company classifies borrowings as short-tertormg-term in accordance with the original termstaf agreement. At December 31, 2012,
the Company’s short-term borrowings had a weightegtage rate of 0.54%.

Short-term Borrowings

Federal funds purchased are short-term borrowimjstypically mature within one to ninety days. 8tterm repurchase agreements are
secured overnight borrowings with customers. Stertt FHLB borrowings have original maturities afdethan one year and include
overnight borrowings which the Company typicallilizés to address short term funding needs asdhieg. Short-term FHLB borrowings at
December 31, 2012 consisted of $99.0 million inroight borrowings and $40.0 million in short-tereivances. Short-term FHLB
borrowings at December 31, 2011 consisted of $68llbn in overnight borrowings and $37.8 million short-term advances.

-91-



Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012, 2011 and 2010

(9.) BORROWINGS (Continued)

Long-term Borrowings

The Company has credit capacity with the FHLB aauadl lsorrow through facilities that include an ovghtiline of credit, amortizing and tel
advances, and repurchase agreements. The FHLR caggicity is collateralized by securities from @@mpany’s investment portfolio and
certain qualifying loans. The Company may be rezflito provide additional collateral based on tlievialue of the underlying securities.
There were no FHLB borrowings outstanding as ofdbawer 31, 2012 and 2011.

In February 2001, the Company formed Financialitusbns Statutory Trust | (the “Trust”) for thelegurpose of issuing trust preferred
securities. The Company’s $502 thousand investinehe common equity of the Trust was classifieth consolidated statements of
financial condition as other assets and $16.7 onilbf related 10.20% junior subordinated debentwer® classified as longrm borrowings
In 2001, the Company incurred costs relating tasbeance of the debentures totaling $487 thousameke costs, which were included in
other assets on the consolidated statements afdi@acondition, were deferred and were being ainedltto interest expense using the
straight-line method over a twenty year period.

In August 2011, the Company redeemed all of the®.junior subordinated debentures at a redemptiae equaling 105.1% of the
principal amount redeemed, plus all accrued andhidnpterest. As a result of the redemption, then@any recognized a loss on
extinguishment of debt of $1.1 million, consistioigthe redemption premium of $852 thousand andtie-off of the remaining unamortiz
issuance costs of $231 thousand.

(10.) COMMITMENTS AND CONTINGENCIES
Financial Instruments with Off-Balance Sheet Risk

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

The Companys exposure to credit loss in the event of nonperémice by the other party to the financial instrunriencommitments to extel
credit and standby letters of credit is essentitiéysame as that involved with extending loarcugiomers. The Company uses the same
credit underwriting policies in making commitmeatsd conditional obligations as for on-balance shesttuments.

Off-balance sheet commitments as of December 34istonf the following (in thousands):

2012 2011
Commitments to extend credit $435,94¢ $374,26¢
Standby letters of crec 9,22: 8,85¢

Commitments to extend credit are agreements totteaccustomer as long as there is no violatioanyf condition established in the
agreement. Commitments generally have fixed expiatates or other termination clauses and mayiregayment of a fee. Commitments
may expire without being drawn upon; thereforettital commitment amounts do not necessarily repitefsgure cash requirements. Each
customer’s creditworthiness is evaluated on a bgsease basis. The amount of collateral obtairfeahy, is based on management’s credit
evaluation of the borrower. Standby letters of tratk conditional lending commitments issued ey @ompany to guarantee the performe
of a customer to a third party. These standbyrketi€credit are primarily issued to support prévebrrowing arrangements. The credit risk
involved in issuing standby letters of credit ise#tially the same as that involved in extendiranIacilities to customers.

The Company also extends rate lock agreementsrtovibers related to the origination of residentiartgage loans. To mitigate the interest
rate risk inherent in these rate lock agreementswvthe Company intends to sell the related loace aniginated, as well as closed residential
mortgage loans held for sale, the Company entéssfanward commitments to sell individual residahtnortgages. Rate lock agreements and
forward commitments are considered derivativesarrdecorded at fair value. Forward sales commitsietaled $1.8 million and $2.9

million at December 31, 2012 and 2011, respectivelyddition, the net change in the fair valuethefe derivatives was recognized as other
noninterest income or other noninterest expen#eciiconsolidated statements of income.
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(10.) COMMITMENTS AND CONTINGENCIES (Continued)

Lease Obligations

The Company is obligated under a number of nondkatde operating lease agreements for land, bugllend equipment. Certain of these
leases provide for escalation clauses and corgaiewal options calling for increased rentals ifldaese is renewed. Future minimum
payments by year and in the aggregate, under theamgellable leases with initial or remaining tewhsne year or more, are as follows at
December 31, 2012 (in thousands):

2013 $ 1,43¢
2014 1,38¢
2015 1,30¢
2016 1,197
2017 82¢
Thereaftel 4,347

$10,49:

Rent expense relating to these operating leasgsdied in occupancy and equipment expense in #tersents of income, was $1.6 million,
$1.5 million and $1.4 million in 2012, 2011 and PQtespectively.

Contingent Liabilities

In the ordinary course of business there are varibteatened and pending legal proceedings aghm§&ompany. Based on consultation with
outside legal counsel, management believes thatgfeegate liability, if any, arising from suchddtion would not have a material adverse
effect on the Company’s consolidated financialestants.

(11.) REGULATORY MATTERS
General

The supervision and regulation of financial andkdaolding companies and their subsidiaries is idéghprimarily for the protection of
depositors, the deposit insurance funds regulagaidbFDIC and the banking system as a whole, ahdbn the protection of shareholders or
creditors of bank holding companies. The variouskliagulatory agencies have broad enforcement powarfinancial holding companies
and banks, including the power to impose substdiriies, operational restrictions and other peralfor violations of laws and regulations
and for safety and soundness considerations.

Capital

Banks and financial holding companies are subgeuttious regulatory capital requirements admingstdy state and federal banking
agencies. Failure to meet minimum capital requir@siean initiate certain mandatory and possiblyitamdhl discretionary, actions by
regulators that, if undertaken, could have a dinegterial impact on the Company’s consolidatedrioia statements. Capital adequacy
guidelines and, additionally for banks, prompt eotive action regulations, involve quantitative sieas of assets, liabilities, and certain off-
balance sheet items calculated under regulatoryusting practices. Capital amounts and classificatiare also subject to qualitative
judgments by regulators about components, risk kg and other factor:

Quantitative measures established by regulati@nsare capital adequacy require the Company anBahk to maintain minimum amounts
and ratios of Total and Tier 1 capital to risk-weied assets and of Tier 1 capital to average agdets defined in the regulations). These
minimum amounts and ratios are included in thecthlelow.

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 bHetarmined to be other than temporary and recodrdgeexpense in the consolidated
statements of income), goodwill and other intargddsets and disallowed portions of deferred tsgtasTier 1 capital for the Company
includes, subject to limitation, $17.5 million afgerred stock. The Company and the Bank’s totpitabare comprised of Tier 1 capital for
each entity plus a permissible portion of the alaae for loan losses.
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(11.) REGULATORY MATTERS (Continued)

The Tier 1 and total risk-based capital ratioscaleulated by dividing the respective capital antelny risk-weighted assets. Risk-weighted
assets are calculated based on regulatory requitesraad include total assets, excluding goodwill ather intangible assets and disallowed
portions of deferred tax assets, allocated bywisight category and certain off-balance-sheet itgmimarily loan commitments). The
leverage ratio is calculated by dividing Tier 1 italpby adjusted quarterly average total assets;iwixclude goodwill and other intangible
assets and disallowed portions of deferred taxssse

The Company’s and the Bank’s actual and requirgdlatory capital ratios were as follows as of DebenB1 (in thousands):

For Capital
Adequacy
Actual Purposes Well Capitalized
Amount Ratio Amount Ratio Amount Ratio
2012
Tier 1 leverage Company $199,82:  7.7(% $103,82t 4.0(% $129,78" 5.0(%
Bank 191,70  7.4C 103,66 4.0C 129,58(  5.0C
Tier 1 capital: Company 199,82« 10.7(C 74,67, 4.0C 112,00¢  6.0C
Bank 191,70 10.2¢ 74,51t 4.0C 111,77  6.0C
Total risk-based capita Company 223,17¢ 11.9¢ 149,34: 8.0C 186,67° 10.0C
Bank 215,00¢ 11.5¢ 149,03: 8.0C 186,28¢ 10.0C
2011
Tier 1 leverage Company $197,08t 8.65% $ 91,31( 4.0(% $114,13t 5.0(%
Bank 184,63¢ 8.1C 91,19: 4.0C 113,99 5.0C
Tier 1 capital: Company 197,08t 12.2( 64,64t 4.0C 96,967  6.0C
Bank 184,63¢ 11.4¢ 64,44t  4.0C 96,667  6.0C
Total risk-based capita Company 217,328 13.4% 129,29( 8.0C 161,61: 10.0C
Bank 204,81 12.71 128,89( 8.0C 161,11: 10.0C

As of December 31, 2012, the Company and Bank we@nsidered “well capitalized” under all regulata@gpital guidelines. Such
determination has been made based on the Tieetage, Tier 1 capital and total risk-based capittibs.

Federal Reserve Requirements

The Bank is required to maintain a reserve balamtkee FRB of New York. The reserve requirementiierBank totaled $1.0 million as of
December 31, 2012 and 2011.

Dividend Restrictions

In the ordinary course of business, the Compauggendent upon dividends from Five Star Bank twigefunds for the payment of interest
expense on the junior subordinated debenturegjeatids to shareholders and to provide for other maghirements. Banking regulations may
limit the amount of dividends that may be paid. Apl by regulatory authorities is required if #fect of dividends declared would cause
the regulatory capital of the Bank to fall belovesified minimum levels. Approval is also requirédividends declared exceed the net pr¢
for that year combined with the retained net psdfitr the preceding two years. The Company is ngéo subject to the limitations prescribed
by the terms of the Treasury’s TARP Capital PureHaogram. See Note 12—Shareholders’ Equity.
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(12.) SHAREHOLDERS' EQUITY

The Company’s authorized capital stock consists0¢210,000 shares of capital stock, 50,000,000hévare common stock, par value
$0.01 per share, and 210,000 of which are prefest@ak, par value $100 per share, which is desgghaito two classes, Class A of which
10,000 shares are authorized, and Class B of w2tiekD00 shares are authorized. There are two s#riésss A preferred stock: Series A
preferred stock and the Series A preferred stobkrdis one series of Class B preferred stockeS&i1 8.48% preferred stock. There were
174,709 shares and 174,735 shares of preferreklissaed and outstanding as of December 31, 20d2@h1, respectively.

Common Stock
The following table sets forth the changes in thmhber of shares of common stock for the years ebdegmber 31:

Outstanding Treasury Issued

2012

Shares outstanding at beginning of y 13,803,11 358,48: 14,161,59
Restricted stock awards issued, net of forfeit 7,851 (7,857) —
Stock options exercise 4,25( (4,250 —
Treasury stock purchas (33,330 33,33( —
Director¢ retainer 5,81¢ (5,816 —

Shares outstanding at end of y 13,787,70 373,88t 14,161,59

2011

Shares outstanding at beginning of y 10,937,50 410,61¢ 11,348,12
Shares issued in common stock offer 2,813,47! — 2,813,417
Restricted stock awards issued, net of forfeiti 51,07( (51,070 —
Stock options exercise 6,357 (6,357 —
Treasury stock purchas (12,189 11,18 —
Director¢ retainer 5,88¢ (5,889 —

Shares outstanding at end of y 13,803,11 358,48: 14,161,59

Issuance of Common Stock

In March 2011, the Company completed the sale&f2475 shares of its common stock through an writeen public offering at a price of
$16.35 per share. The net proceeds of the offeaftgr deducting underwriting discounts and commissand offering expenses, were $43.1
million. A portion of the proceeds from this offieg was used to redeem the Company’s Series A peefetock and the 10.20% junior
subordinated debentures.

Preferred Stock

Series A 3% Preferred StocThere were 1,499 shares and 1,500 shares of Se8&spreferred stock issued and outstanding as of
December 31, 2012 and 2011, respectively. HoldeBedes A 3% preferred stock are entitled to nee@in annual dividend of $3.00 per
share, which is cumulative and payable quarterblders of Series A 3% preferred stock have no pmpteve right in, or right to purchase or
subscribe for, any additional shares of the Comisargpital stock and have no voting rights. Dividen dissolution payments to the Class A
shareholders must be declared and paid, or setfapg@ayment, before any dividends or dissolufi@yments can be declared and paid, or se
apart for payment, to the holders of Class B pretestock or common stock. The Series A 3% predesteck is not convertible into any ot

of the Company’s securities.

Series -1 8.48% Preferred StocK:-here were 173,210 shares and 173,235 sharesief 81 8.48% preferred stock issued and outstgndin
as of December 31, 2012 and 2011, respectivelydéislof Series B-1 8.48% preferred stock are edtith receive an annual dividend of
$8.48 per share, which is cumulative and payabéetqtly. Holders of Series B-1 8.48% preferred Istoave no pre-emptive right in, or right
to purchase or subscribe for, any additional shefféise Company’s common stock and have no voiigigts. Accumulated dividends on the
Series B-1 8.48% preferred stock do not bear isteamd the Series B-1 8.48% preferred stock isubject to redemption. Dividend or
dissolution payments to the Class B shareholdest budeclared and paid, or set apart for payrbefiore any dividends or dissolution
payments are declared and paid, or set apart fongiat, to the holders of common stock. The Serids@848% preferred stock is not
convertible into any other of the Company’s se@sit
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(12.) SHAREHOLDERS’ EQUITY (Continued)

Redemption of Series A Preferred Stock and Warrant

In December 2008, under the Treasury’s TARP Capitathase Program, the Company entered into aiBesiurchase Agreement—
Standard Terms with the Treasury pursuant to whinlgng other things, the Company sold to the Trgdsu an aggregate purchase price of
$37.5 million, 7,503 shares of fixed rate cumulatperpetual preferred stock, Series A (“Series we¥fgrred stock) and a warrant to purchase
up to 378,175 shares of the Company’s common sfrmkyalue $0.01 per share, at an exercise pri§d 488 per share (the “Warrant”), of
the Company.

Pursuant to the terms of the Purchase AgreemenCémpany’s ability to declare or pay dividendsaow of its shares was limited.
Specifically, the Company was prohibited from payamy dividend with respect to shares of commoakstother junior securities or
preferred stock rankingari passwwith the Series A preferred stock or repurchasingedeeming any shares of the Compamgmmon stocl
other junior securities or preferred stock rankpagi passuwith the Series A preferred stock in any quartdessmall accrued and unpaid
dividends were paid on the Series A preferred stockll past dividend periods (including the latesmpleted dividend period), subject to
certain limited exceptions.

The $37.5 million in proceeds was allocated toSkees A preferred stock and the Warrant baseti@inrelative fair values at issuance
($35.5 million was allocated to the Series A prefdrstock and $2.0 million to the Warrant). Theutiéisg discount for the Series A preferred
stock was to be accreted over five years throutgtined earnings as a preferred stock dividend.VWherant was to remain in additional paid-
in-capital at its initial book value until it wagercised or expired.

In February 2011, the Company redeemed one-thir§i1®.5 million, of the Series A preferred stogkMarch 2011, the remaining $25.0
million of the Series A preferred stock was redegnide unamortized discount related to the Seripseferred stock was charged to retai
earnings upon redemption. The complete redempfitimecSeries A preferred stock removed the TARRiot®Ns pertaining to the
Company’s ability to declare and pay dividends seplirchase its common stock, as well as certatrigsns associated with executive
compensation.

In May 2011, the Company repurchased the Warraoeib to the Treasury. The repurchase price of i®ilibn was recorded as a reduction
of additional paid-in capital.
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(13.) OTHER COMPREHENSIVE INCOME

Other comprehensive income is reported in the apaniying consolidated statements of comprehensoane and changes in shareholders’
equity. Information related to other comprehengia®me for the years ended December 31 was asv®l{m thousands):

Pre-tax Tax Expenst Net-of-tax
Amount (Benefit) Amount
2012
Securities available for sal
Change in net unrealized gain/loss during the ple $ 6,682 $ 2,64¢ $ 4,03¢
Reclassification adjustment for gains includednicoime (2,65 (1,050 (1,607
Reclassification adjustment for impairment chargekided in
income 91 3€ 55
4,12 1,632 2,49(
Change in net actuarial gain/loss and prior sereist on defined bene
pension and pc-retirement plan (300) (11¢) (182)
Other comprehensive incor $ 3,827 $ 1,51« $ 2,30¢
2011
Securities available for sal
Change in net unrealized gain/loss during the ple $22,35( $ 8,85t $13,49¢
Reclassification adjustment for gains includedhicoime (3,009 (1,190 (1,819
Reclassification adjustment for impairment charigetided in
income 18 7 11
19,36¢ 7,67 11,69:
Change in net actuarial gain/loss and prior servicst on defined bene
pension and pc-retirement plan (9,979 (3,957%) (6,02€)
Other comprehensive incor $ 9,38¢ $ 3,71¢ $ 5,66
2010
Securities available for sal
Change in net unrealized gain/loss during the ge $ (16 $ 19 $ (35
Reclassification adjustment for gains includedhicoime (169 (67) (102)
Reclassification adjustment for impairment chargekided in
income 594 23E 35¢
40¢ 187 22z
Change in net actuarial gain/loss and prior sereist on defined bene
pension and pc-retirement plan (2,197) (950) (1,247)
Other comprehensive lo $(1,789) $ (769 $(1,020)

The components of accumulated other comprehensigarie (loss), net of tax, as of December 31 wefellasvs (in thousands):

2012 2011
Net actuarial loss and prior service cost on definenefit pension and p+

retirement plan $(12,807) $(12,62%)
Net unrealized gain on securities available foe 16,06( 13,57(

&~

3,25: $  94f
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(14.) SHARE-BASED COMPENSATION

The Company maintains certain stock-based compengalans, approved by the Company’s shareholdhatsare administered by the Board,
or the Management Development and Compensation Gbeenithe “Compensation Committeesf the Board. In May 2009, the shareholt

of the Company approved two share-based compengatas, the 2009 Management Stock Incentive PMar{agement Plan”) and the
2009 Directors’ Stock Incentive Plan (“Director’®R”’), and collectively with the Management Plaile’ Plans”. An aggregate of 690,000
shares of the Company’s common stock have beervegstor issuance by the Company under the terniseoManagement Plan pursuant to
the grant of incentive stock options (not to exc8@d,000 shares), non-qualified stock options astricted stock grants, all which are
defined in the plan. An aggregate of 250,000 shafi¢ise Company’s common stock have been resenreidduance by the Company under
the terms of the Director’s Plan pursuant to trengof non-qualified stock options and restrictextk grants, all which are defined in the
plan. Under both plans, for purposes of calculatirgnumber of shares of common stock availablésfarance, each share of common stock
granted pursuant to a restricted stock grant sloalht as 1.64 shares of common stock. As of DeceBthe2012, there were approximately
200,000 and 451,000 shares available for grantruhdeDirector’s Plan and Management Plan, respalgti of which 61% were available for
issuance as restricted stock grants.

Under the Plans, the Board, in the case of theciires Plan, or the Compensation Committee, incéee of the Management Plan, may
establish and prescribe grant guidelines includigous terms and conditions for the granting otktbased compensation. For stock
options, the exercise price of each option equesiarket price of the Company’s stock on the dathe grant. All options expire after a
period of ten years from the date of grant and gelyebecome fully exercisable over a period 0b®tyears from the grant date. When op
recipients exercise their options, the Companyeisshares from treasury stock and records the guleces additions to capital. Shares of
restricted stock granted to employees generallyonses 2 to 3 years from the grant date. Fifty patof the shares of restricted stock granted
to non-employee directors generally vests on thie digrant and the remaining fifty percent gerigna¢sts one year from the grant date.
Vesting of the shares may be based on years ateepstablished performance measures or botesificted stock grants are forfeited bet
they vest, the shares are reacquired into treagack.

The share-based compensation plans were estabtisladidw for the granting of compensation awaxattract, motivate and retain
employees, executive officers and non-employeettire who contribute to the success and profitghili the Company and to give such
persons a proprietary interest in the Companyegtheenhancing their personal interest in the Coryigasuccess.

The share-based compensation expense for the giedesl December 31 was as follows (in thousands):

2012 2011 2010

Stock options

Management Stock Incentive Pl $ 12 $ 55 $ 11C

Director Stock Incentive Ple — 14 43
Total stock option: 12 69 15z

Restricted stock award

Management Stock Incentive PI 382 917 761

Director Stock Incentive Ple 132 11¢ 117
Total restricted stock awar: 514 1,03¢ 87¢

Total shar-based compensatic $52€ $1,10¢ $1,031
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(14.) SHARE-BASED COMPENSATION (Continued)

The Company uses the Black-Scholes valuation methedtimate the fair value of its stock option edga There were no stock options
awarded during 2012, 2011 or 2010. There was neaagnized compensation expense related to unvstekl options as of December 31,
2012. The following is a summary of stock optiotiaty for the year ended December 31, 2012 (dsllarthousands, except per share
amounts):

Weighted
Weighted Average
Average Remaining Aggregate
Number of Exercise Contractual Intrinsic
Options Price Term Value
Outstanding at beginning of year 368,05 $ 20.7(
Grantec — —
Exercisec (4,250 15.8¢
Forfeited — —
Expired (44,53)) 24.5¢
Outstanding at end of peric 319,27¢ $ 20.22 2.6 year $ 71
Exercisable at end of peric 319,27¢ $ 20.2% 2.6 year $ 71

The aggregate intrinsic value (the amount by witiehmarket price of the stock on the date of exerexceeded the market price of the stock
on the date of grant) of option exercises for tearg ended December 31, 2012, 2011 and 2010 wabk&l€and, $31 thousand, and $59
thousand, respectively. The total cash receivedrasult of option exercises under stock compemsgiians for the years ended Decembe
2012, 2011 and 2010 was $69 thousand, $91 thouaadd$216 thousand, respectively. The tax benefitized in connection with these
stock option exercises were not significant.

The following is a summary of restricted stock asvactivity for the year ended December 31, 2012:

Weighted

Average

Market

Number of Price at
Shares Grant Date
Outstanding at beginning of year 166,65¢ $ 14.3¢
Grantec 57,54 17.32
Vested (94,93) 12.7¢
Forfeited (49,689 16.6%
Outstanding at end of peric 79,58( $ 16.8¢

As of December 31, 2012, there was $458 thousandreicognized compensation expense related to tetvesstricted stock awards that is
expected to be recognized over a weighted averagedpof 1.31 years.
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(15.) INCOME TAXES
The income tax expense for the years ended Decedibeonsisted of the following (in thousands):

2012 2011 2010
Current tax expens:
Federa $ 4,021 $ 3,741 $5,781
State 95¢ 1,15¢ 1,10¢
Total current tax expen: 4,97¢ 4,90¢ 6,88¢
Deferred tax expense (benef
Federa 5,26: 5,58¢ 2,852
State 1,081 92¢ (389
Total deferred tax expen 6,34: 6,51( 2,46¢
Total income tax expen: $11,31¢ $11,41¢ $9,357

Income tax expense differed from the statutory feldacome tax rate for the years ended Decembass3llows:

2012 2011 2010
Statutory federal tax rate 35.(% 35.(% 35.(%
Increase (decrease) resulting frc
Tax exempt interest incon (4.6 4.3 (4.2
Non-taxable earnings on company owned life insur: (1.9 (1.5 1.3
State taxes, net of federal tax ben 3.8 4.C N5
Nondeductible expens: 0.3 0.4 0.€
Other, ne (0.1 (0.2 (1.0
Effective tax rate 32.6% 33.2% 30.5%

Total income tax expense was allocated as follavshfe years ended December 31 (in thousands):

2012 2011 2010
Income tax expense $11,31¢ $11,41¢ $9,352
Shareholde¢'s equity 1,51¢ 3,71¢ (763)

The Company’s net deferred tax asset is includedhiar assets in the consolidated statements dfittom The tax effects of temporary
differences that give rise to the deferred taxtassed deferred tax liabilities are as follows acBmber 31 (in thousands):

2012 2011
Deferred tax asset
Other than temporary impairment of investment Séesi $ 5,28: $11,32¢
Allowance for loan losse 9,791 9,10¢
Shar+-based compensatic 1,111 1,43
SERP agreemen 734 28t
Deferred compensatic 86¢ 49¢
Interest on nonaccrual loa 732 71€
Accrued pension cos — 53¢
Tax attribute carryforward benefi — 462
Other 79¢ 467
Gross deferred tax assi 19,31° 24,83
Deferred tax liabilities
Net unrealized gain on securities available foe 10,53¢ 8,90:
Depreciation and amortizatic 1,82 1,741
Prepaid pension cos 1,64¢ —
Loan servicing asse 681 781
Deferred loan origination cos — 93C
Gross deferred tax liabilitie 14,69: 12,35¢
Net deferred tax ass $ 4,62¢ $12,48:
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(15.) INCOME TAXES (Continued)

The Company recognizes deferred income taxes éoeskimated future tax effects of differences betwihe tax and financial statement bi
of assets and liabilities considering enacteddss| These differences result in deferred tax sssat liabilities, which are included in other
assets in the Company’s consolidated statememtsnafition. The Company also assesses the likelilloaiddeferred tax assets will be
realizable based on, among other consideratiotggfiaxable income and establishes, if necesaargluation allowance for those deferred
tax assets determined to not likely be realizabldeferred tax asset valuation allowance is recaghif, based on the weight of available
evidence (both positive and negative), it is mikely than not that some portion or all of the dedd tax assets will not be realized. The
future realization of deferred tax benefits depeamupisn the existence of sufficient taxable incomthinithe carry-back and carry-forward
periods. Management's judgment is required in deit@ng the appropriate recognition of deferredaagets and liabilities, including
projections of future taxable income.

Based upon the Company’s historical and projeatéuté levels of pre-tax and taxable income, thedualed reversals of taxable temporary
differences to offset future deductible amountsl prudent and feasible tax planning strategiesagament believes it is more likely than
that the deferred tax assets will be realized. shsno valuation allowance has been recorded Beoémber 31, 2012 or 2011.

The Company and its subsidiaries are subject teréééind New York State (“NYS”) income taxes. Thddral income tax years currently
open for audits are 2007 through 2012. The NYSrimetax years currently open for audits are 2008uidin 2012.

At December 31, 2012, the Company had no federsl¥® net operating loss or tax credit carryforwards

The Company’s unrecognized tax benefits and chaingesrecognized tax benefits were not significanabf or for the years ended
December 31, 2012 and 2011. There were no intergstnalties recorded in the income statementdarire tax expense for the year ended
December 31, 2012. As of December 31, 2012, there wo amounts accrued for interest or penaltiagegtto uncertain tax positions.

(16.) EARNINGS PER COMMON SHARE

The following table presents a reconciliation af trarnings and shares used in calculating basidiartdd EPS for each of the years ended
December 31 (in thousands, except per share anjounts

2012 2011 2010
Net income available to common shareholc $21,97¢ $19,617 $17,56:
Less: Earnings allocated to participating secus 2 38 10t
Net income available to common shareholders for $21,97: $19,57¢ $17,45’

Weighted average common shares outstani
Total shares issue 14,16: 13,59¢ 11,34¢
Unvested restricted stock awa (107) (16€) (159
Treasury share (359 (36€) (427)
Total basic weighted average common shares outsta 13,69¢ 13,061 10,767
Incremental shares from assum

Exercise of stock optior 4 3 6
Vesting of restricted stock awar 51 65 27
Exercise of warrar — 22 45
Total diluted weighted average common shares oudstg 13,75 13,157 10,84¢
Basic earnings per common sh $ 1.6C $ 1.5C $ 1.62
Diluted earnings per common shi $ 1.6C $ 1.4¢ $ 1.6]

For each of the periods presented, average shasgssto the following instruments were excludeshf the computation of diluted EPS
because the effect would be antidilutive:

Stock options 303 33¢ 358
Restricted stock awart 1 — —
304 33¢ 352
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(17.) EMPLOYEE BENEFIT PLANS

Defined Benefit Pension Plan

The Company participates in The New York State RaslRetirement System (the “Plan”), a defined biepehsion plan covering
substantially all employees, subject to the linnitag related to the plan closure effective Decen®ie2006. The benefits are based on years
of service and the employaehighest average compensation during five consecyéars of employment. The defined benefit plas wlose:

to new participants effective December 31, 200dy@mployees hired on or before December 31, 20@6vweho met participation
requirements on or before January 1, 2008 arebidigh receive benefits.

The following table provides a reconciliation oét@ompany’s changes in the plan’s benefit obligegjdair value of assets and a statement of
the funded status as of and for the year endedrteee31 (in thousands):

2012 2011
Change in projected benefit obligatic
Projected benefit obligation at beginning of pel $48,30: $38,38:
Service cos 2,03 1,75¢€
Interest cos 2,017 2,02i
Actuarial loss 3,291 7,93¢
Benefits paid and plan expen: (2,029 (1,800
Projected benefit obligation at end of per 53,62¢ 48,30:
Change in plan asse
Fair value of plan assets at beginning of pe 46,94: 38,73:
Actual return on plan asse 4,86¢ 12
Employer contribution 8,00( 10,00(
Benefits paid and plan expen: (2,029 (1,800
Fair value of plan assets at end of pe! 57,78¢ 46,94
Funded (unfunded) status at end of pe $ 4,16( $(1,360)

The accumulated benefit obligation was $48.0 milikmd $43.3 million at December 31, 2012 and 26ddpectively.

The Company’s funding policy is to contribute, aheimum, an actuarially determined amount that satisfy the minimum funding
requirements determined under the appropriatecsectf Internal Revenue Code. The Company had normam required contribution for
the 2013 fiscal year, but for tax purposes chosmitdribute $8.0 million to its pension plan priorDecember 31, 2012.

Estimated benefit payments under the pension planthe next ten years at December 31, 2012 dalaws (in thousands):

2013 $ 1,637
2014 1,72¢
2015 1,882
2016 2,10¢
2017 2,28¢
2018- 2022 13,12¢

Net periodic pension cost consists of the followdognponents for the years ended December 31 (irstrals)

2012 2011 2010
Service cost $ 2,037 $ 1,75¢ $1,63:¢
Interest cost on projected benefit obligat 2,017 2,027 1,93:
Expected return on plan ass (3,21)) (2,659 (2,449
Amortization of unrecognized lo: 1,37(C 60¢ 45¢
Amortization of unrecognized prior service ¢ 20 19 11
Net periodic pension co $ 2,23 $1,75i $ 1,597
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

The actuarial assumptions used to determine thpar&idic pension cost were as follows:

2012 2011 2010
Weighted average discount rate 4.27% 5.3t% 5.8%
Rate of compensation incree 3.0(% 3.0(% 3.5(%
Expected lon-term rate of retur 7.0(% 7.0(% 7.5(%

The actuarial assumptions used to determine thegisal benefit obligation were as follows:

2012 2011 2010
Weighted average discount rate 3.84% 4.271% 5.38%
Rate of compensation incree 3.0(% 3.0(% 3.0(%

The weighted average discount rate was based bgagorojected benefit cash flows and the marketgief high grade corporate bonds that
are available to pay such cash flows.

The weighted average expected long-term rate ofirés estimated based on current trends in the' $&ssets as well as projected future

of return on those assets and reasonable actaasaimptions based on the guidance provided by Aat&tandard of Practice No. 27,
“Selection of Economic Assumptions for Measuringi$ten Obligations”, for long term inflation, andetheal and nominal rate of investment
return for a specific mix of asset classes. Thifahg assumptions were used in determining thg-i@mmm rate of return:

Equity securitie: Dividend discount model, the smoothed earningsiyiebdel and the equity risk premium mo
Fixed income securitie Current yiel-to-maturity and forecasts of future yiel

Other financial instruments Comparison of the specific investment’s risk tat thigfixed income and equity instruments and using
judgment

The long term rate of return considers historieaims. Adjustments were made to historical retinregder to reflect expectations of future
returns. These adjustments were due to factor dstedy economists and long-term U.S. Treasurdyie forecast long-term inflation. In
addition forecasts by economists and others fag-temm GDP growth were factored into the developnoémssumptions for earnings growth
and per capital income.

The Plan’s overall investment strategy is to achigwmix of approximately 97% of investments fordgarm growth and 3% for near-term
benefit payments with a wide diversification ofetstypes, fund strategies, and fund managers. drigettallocations for Plan assets are sh
in the table below. Cash equivalents consist piilgnaf short term investment funds. Equity secestprimarily include investments in
common stock and depository receipts. Fixed inceauairities include corporate bonds, governmenesand mortgage backed securities.
Other financial instruments primarily include riglend warrants.
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

Effective September 2011, the Plan revised itsstment guidelines. The Plan currently prohibitsriteestment managers from purchasing
any security greater than 5% of the portfolio a&ttiilme of purchase or greater than 8% at markeevial any one issuer. In addition, the
following are prohibited:

Equity securities Short sales
Unregistered securities
Margin purchase

Fixed income securities  Mortgage backed derivatives that have an invemsgifig rate coupon or that are interest only séesri
Any ABS that is not issued by the U.S. Governmeritsoagencies or its instrumentalities
Generally securities of less than Baa2/BBB quatigy not be purchased
Securities of less than A-quality may not in thgragate exceed 10% of the investment manager’s
portfolio

Other financial instrumer Unhedged currency exposure in countries not defas” high income economi” by the World Banl

Prior to September 2011 investments in emergingt@s as defined by the Morgan Stanley Emergingkigta Index and structured notes
were prohibited.

All other investments not prohibited by the Plae permitted. At December 31, 2012 and 2011, the Rédd certain investments which are
longer deemed acceptable to acquire. These pasitvdhbe liquidated when the investment manageend that such liquidation is in the best
interest of the Plan.

Weighted

Average

2013 Percentage of Plan Asset Expected

Target at December 31 Long-term
Allocation 2012 2011 Rate of Return

Asset category
Cash equivalent 0-2C% 12.£% 10.€% 0.3¢%

Equity securitie: 40-6C 45.k 47.¢ 3.9t
Fixed income securitie 40-6C 417 41t 1.9C

Other financial instrumen 0-5 = — _
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

Assets are segregated by the level of the valuatiouts within the fair value hierarchy establishigdASC Topic 820 utilized to measure fair
value (see Note 18—Fair Value Measurements). Tlvere no assets classified as Level 3 assets dilmngears ended December 31, 2012
and 2011. The major categories of Plan assets meghatifair value on a recurring basis as of Deaalh are presented in the following
table (in thousands).

Level 1 Level 2 Level & Total

Inputs Inputs Inputs Fair Value
2012
Cash equivalent:
Foreign currencie 6C — — 60
Government issue — 314 — 314
Short term investment funt — 7,08: — 7,08:
Total cash equivalen 6C 7,391 — 7,457
Equity securities
Common stocl 25,44" — — 25,44
Depository receipt 56¢ — — 56¢
Preferred stoc 113 — — 113
Real estate investment fu 113 — — 113
Total equity securitie 26,24 — — 26,24
Fixed income securitie:
Auto loan receivabl — 31z — 31z
Collateralized mortgage obligatio — 6,262 — 6,262
Corporate Bond — 5,45¢ — 5,45¢
FHLMC — 717 — 717
FNMA — 2,867 — 2,867
GNMA | — 31 — 31
GNMA I — 13z — 13z
Government Issue — 8,231 — 8,231
Municipals — 63 — 63
Other Asset Backe — 14 — 14
Total fixed income securitie — 24,08’ — 24,08’
Total Plan investmen $26,30: 31,48¢ — 57,78¢
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

Level &

Level 1 Level 2 Total
Inputs Inputs Inputs Fair Value
2011
Cash equivalent:
Foreign currencie 81 — — 81
Short term investment funt — 4,901 — 4,901
Total cash equivalen 81 4,901 — 4,98
Equity securities
Common stocl 21,95 — — 21,95:;
Depository receipt 47z — — 472
Preferred stoc 69 — — 69
Total equity securitie 22,49 — — 22,49:
Fixed income securitie:
Auto loan receivabl — 6 — 6
Collateralized mortgage obligatio — 4,58 — 4,58
Corporate Bond — 4,171 — 4,171
FHLMC — 80¢ — 80¢
FNMA — 2,50( — 2,50(
GNMA | — 34 — 34
GNMA I — 17¢ — 17¢
Government Issue — 7,07¢ — 7,07¢
Municipals — 55 — 55
Other Asset Backe — 53 — 53
Total fixed income securitie — 19,46¢ — 19,46¢
Total Plan investmen $22,57: 24,36¢ — 46,94

At December 31, 2012 the portfolio was managednauyibvestment firms, with control of the portfolplit approximately 49% and 43%
under the control of the investment managers viighrémaining 8% under the direct control of thenPhaportfolio concentration in the State
Street Bank & Trust Co. Short Term Investment Fahti2% and 10% existed at December 31, 2012 and,28%pectively.

Postretirement Benefit Plan

An entity acquired by the Company provided heattti dental care benefits to retired employees whiospecified age and service
requirements through a postretirement health anthtleare plan in which both the acquired entitg #re retirees shared the cost. The plan
provided for substantially the same medical inscearoverage as for active employees until theithdead was integrated with Medicare for
those retirees aged 65 or older. In 2001, the plalgibility requirements were amended to curéidible benefit payments to only retired
employees and active employees who had alreadyhmd¢ihen-applicable age and service requirementsruhe Plan. In 2003, retirees under
age 65 began contributing to health coverage atdhee cost-sharing level as that of active empkyRetirees ages 65 or older were offered
new Medicare supplemental plans as alternativéisetplan historically offered. The cost sharingrefdical coverage was standardized
throughout the group of retirees aged 65 or oleeaddition, to be consistent with the administratof the Company’s dental plan for active
employees, all retirees who continued dental cageskregan paying the full monthly premium. The aedrliability included in other

liabilities in the consolidated statements of ficiahcondition related to this plan amounted to&fHousand and $122 thousand as of
December 31, 2012 and 2011, respectively. The gti®tment expense for the plan that was includeshiaries and employee benefits in the
consolidated statements of income was not sigmifit@ the years ended December 31, 2012, 2012ahd. The plan is not funded.
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

The components of accumulated other comprehenssgerelated to the defined benefit plan and pastreént benefit plan, on a ptax basis
as of December 31 are summarized below (in thowand

2012 2011
Defined benefit plan:
Net actuarial los $(21,42%) $(21,16()
Prior service cos (93 (119

(21,52) (21,279

Postretirement benefit plan:

Net actuarial los (195) (210
Prior service cred 50¢ 57¢

31z 36¢
Total recognized in accumulated other compreheriess $(21,209) $(20,909)

Changes in plan assets and benefit obligationggrézed in other comprehensive loss on a pre-tais lolsing the years ended December 31
are as follows (in thousands):

2012 2011
Defined benefit plan:

Net actuarial los $(1,63¢) $(10,58()
Amortization of net los 1,37(C 60¢
Amortization of prior service co: 20 19
(249) (9,959

Postretirement benefit plan:
Net actuarial gail 15 42
Amortization of prior service cred (67) (68)
(52 (26)
Total recognized in other comprehensive | $ (30C $ (9,979

For the year ending December 31, 2013, the estimattloss and prior service cost for the plan wititbe amortized from accumulated otl
comprehensive income into net periodic benefit @%$f.3 million and $20 thousand, respectively.

Defined Contribution Plan

Employees that meet specified eligibility condisaare eligible to participate in the Company spoedd01(k) plan. Under the plan,
participants may make contributions, in the fornsafary deferrals, up to the maximum Internal Reree@ode limit. The Company matches a
participant’s contributions up to 4.5% of compeiwgtcalculated as 100% of the first 3% of compé@neaand 50% of the next 3% of
compensation deferred by the participant. The Caiyppaay also make additional discretionary matchuogtributions, although no such
additional discretionary contributions were made®i2, 2011 or 2010. The expense included in ssamd employee benefits in the
consolidated statements of income for this planwated to $1.0 million in 2012 and 2011 and $93@#amd in 2010.

Supplemental Executive Retirement Plans

The Company has non-qualified Supplemental ExeeRigtirement Plans (“SERPs”) covering four formezautives. The unfunded pension
liability related to the SERPs was $2.2 million &1d0 million at December 31, 2012 and 2011, reSpelg. SERP expense was $1.3 million,
$67 thousand, and $262 thousand for 2012, 2012@hd, respectively.

-107-



Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012, 2011 and 2010

(18.) FAIR VALUE MEASUREMENTS

Determination of Fair Value — Assets Measured at FaValue on a Recurring and Nonrecurring Basis
Valuation Hierarchy

The fair value of an asset or liability is the pritbat would be received to sell that asset or fwatcansfer that liability in an orderly transac
occurring in the principal market (or most advaetags market in the absence of a principal market3tdich asset or liability. ASC Topic 8:
“Fair Value Measurements and Disclosures,” establisa fair value hierarchy for valuation inputg tiges the highest priority to quoted

prices in active markets for identical assetsatilities and the lowest priority to unobservalvipdts. The fair value hierarchy is as follows:

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

» Level 2—Inputs other than quoted prices included in Leviiat are observable for the asset or liabilitthez directly or
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 &ctimputs other than quoted prices that are obbkr\ar the asset or liability (such
interest rates, volatilities, prepayment speedsjitrisks, etc.) or inputs that are derived ppadly from or corroborated by mark
data by correlation or other mea

» Level 3—Unobservable inputs for determining the fair valoé assets or liabilities that reflect an entitgign assumptions about
the assumptions that market participants wouldmgeicing the assets or liabilitie

In general, fair value is based upon quoted markees, where available. If such quoted marketgsrigre not available, fair value is based
upon internally developed models that primarily,eseinputs, observable market-based parametelgafitan adjustments may be made to
ensure that financial instruments are recordediat/élue. These adjustments may include amounesfiect counterparty credit quality and
the company’s creditworthiness, among other thingsyell as unobservable parameters. Any such tiatuadjustments are applied
consistently over time. The Company’s valuationhodblogies may produce a fair value calculation thay not be indicative of net
realizable value or reflective of future fair vadu&Vhile management believes the Company’s valnatiethodologies are appropriate and
consistent with other market participants, theafsdifferent methodologies or assumptions to deieenthe fair value of certain financial
instruments could result in a different estimatéaif value at the reporting date. Furthermore,réported fair value amounts have not been
comprehensively revalued since the presentaticgsdand therefore, estimates of fair value aftetiddance sheet date may differ
significantly from the amounts presented hereimdye detailed description of the valuation methodis used for assets and liabilities
measured at fair value, as well as the generadifilzation of such instruments pursuant to the aatn hierarchy, is set forth below.

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

Loans held for sale:The fair value of loans held for sale is determinsihg quoted secondary market prices and investomitments.
Loans held for sale are classified as Level 2 inféir value hierarchy.

Collateral dependent impaired loans:Fair value of impaired loans with specific allocas of the allowance for loan losses is meas
based on the value of the collateral securing theses and is classified as Level 3 in the faiuedhierarchy. Collateral may be real
estate and/or business assets including equipineettory and/or accounts receivable and collatemhle is determined based on
appraisals performed by qualified licensed appraibged by the Company. These appraisals maye@ilisingle valuation approach or
a combination of approaches including comparalkssand the income approach. Appraised and repodiees may be discounted
based on management’s historical knowledge, chaingearket conditions from the time of valuationdéor management’s expertise
and knowledge of the client and the client’s busin&uch discounts are typically significant arsilitein a Level 3 classification of the
inputs for determining fair value. Impaired loame eeviewed and evaluated on at least a quartedisifor additional impairment and
adjusted accordingly, based on the same factondifidel above.
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(18.) FAIR VALUE MEASUREMENTS (Continued)

Loan servicing rights: Loan servicing rights do not trade in an active ketwith readily observable market data. As a tesué
Company estimates the fair value of loan serviciglts by using a discounted cash flow model tauake the present value of
estimated future net servicing income. The assumgptused in the discounted cash flow model areettiost we believe market
participants would use in estimating future nevéng income, including estimates of loan prepagtrates, servicing costs, ancillary
income, impound account balances, and discourd.rate significant unobservable inputs used irféirevalue measurement of the
Company’s loan servicing rights are the constaepayment rates and weighted average discountSapeificant increases (decreases)
in any of those inputs in isolation could resultisignificantly lower (higher) fair value measumrh Although the constant prepaym
rate and the discount rate are not directly inteted, they will generally move in opposite direc. Loan servicing rights are classified
as Level 3 measurements due to the use of signifigagobservable inputs, as well as significant rgangent judgment and estimation.

Other real estate owned (Foreclosed asset®jonrecurring adjustments to certain commercial i@sidential real estate properties
classified as other real estate owned are measiited lower of carrying amount or fair value, lessts to sell. Fair values are genet
based on third party appraisals of the propersylting in a Level 3 classification. The appraisais sometimes further discounted
based on management’s historical knowledge, chaingearket conditions from the time of valuationdéor management'’s expertise
and knowledge of the client and client’s busin&gh discounts are typically significant and reguli Level 3 classification of the
inputs for determining fair value. In cases whée ¢arrying amount exceeds the fair value, lesss dossell, an impairment loss is
recognized.

-109-



Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2012, 2011 and 2010

(18.) FAIR VALUE MEASUREMENTS (Continued)

Assets Measured at Fair Value

The following table presents for each of the faifexe hierarchy levels the Company’s assets thahagesured at fair value on a recurring and
non-recurring basis as of December 31 (in thougands

Quoted Prices ir

Active Markets Significant
for Identical Other Significant
Assets or Observable Unobservable
Liabilities Inputs Inputs
(Level 1) (Level 2) (Level 3) Total
2012
Measured on a recurring basis:
Securities available for sal
U.S. Government agencies and government
sponsored enterpris $ — $131,69! $ — $131,69!
State and political subdivisiol — 195,21( — 195,21(
Mortgage-backed securitie — 495,86¢ — 495,86¢
Asse-backed securitie:
Trust preferred securitie — 754 — 754
Other — 26¢ — 26¢
$ - $823,79¢ $ — $823,79¢
Measured on a nonrecurring basis
Loans:
Loans held for sal $ — $ 1,51¢ $ — $ 1,51¢
Collateral dependent impaired loe — — 2,36¢ 2,36¢
Other asset:
Loan servicing right — — 1,71¢ 1,71¢
Other real estate own — — 184 184
$ - $ 1,51¢ $ 4,260 $ 5,78t
2011
Measured on a recurring basis:
Securities available for sal
U.S. Government agencies and government
sponsored enterpris $ — $ 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:. $ 1,63¢€ $627,51¢
Measured on a nonrecurring basis
Loans:
Loans held for sal $ — $ 2,41C $ — $ 2,41(
Collateral dependent impaired loe — — 2,16( 2,16(
Other asset:
Loan servicing right — — 1,97: 1,97:
Other real estate ownt — — 47E 47E
$ - $ 2,41 $  4,60¢ $ 7,01¢

There were no transfers between level 1 and 2 guinia years ended December 31, 2012 and 2011. Weeeeno liabilities measured at fair
value on a recurring or nonrecurring basis durirgytears ended December 31, 2012 and 2011.
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(18.) 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).

Fair Unobservable Input
Assel Value Valuation Technique Unobservable Input Value or Range
Collateral dependent impaired loans Appraisal of collaters , . .
R P $2,36¢ mpp Appraisal adjustment® 16%—- 100% discour
Discounted cash flo\ Discount rate 4.9%®)
Risk premium rati 10.1%®
Loan servicing right 1,71¢ Discounted cash floy Discount rate 4.1%0)
Constant prepayment ri 28.9%®)
Other real estate owned Appraisal of collaters . . .
184 mpp Appraisal adjustmeni@ 20%— 55% discoun

@ Fair value is generally determined through indepen@ppraisals of the underlying collateral, whiemerally include various Level 3
inputs which are not identifiabl

@ Appraisals may be adjusted by management for quiattfactors such as economic conditions and esgicnliquidation expense

®  Weighted average

Changes in Level 3 Fair Value Measurements

There were no assets measured at fair value ocugrirey basis using significant unobservable inguevel 3) as of December 31, 2012. The
Company transferred all of the assets classifiddeael 3 assets at December 31, 2011 to Level ixglehe three months ended March 31,
2012. The transfers of the $1.5 million of poolagst preferred securities out of Level 3 was pritpdhe result of using observable pricing
information or a third party pricing quote that apgriately reflects the fair value of those secesit without the need for adjustment based on
our own assumptions regarding the characterisfiesspecific security or the current liquidity imet market.

The reconciliation for all assets measured atfaline on a recurring basis using significant unoladgle inputs (Level 3) for the years ended
December 31 is as follows (in thousands):

2012 2011
Securities available for sale, beginning of period $ 1,63¢ $ 572
Sales (360) (2,479
Principal paydowns and oth — (593
Total gains (losses) realized/unrealiz
Included in earning 331 2,26:
Included in other comprehensive inco (102 1,33
Transfers from Level 3 to Level (1,509 —
Securities available for sale, end of pet $ — $ 1,63¢
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(18.) FAIR VALUE MEASUREMENTS (Continued)

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

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

The estimated fair value approximates carrying &dtu cash and cash equivalents, FHLB and FRB stxdtued interest receivable, non-
maturity deposits, short-term borrowings and aatingrest payable. Fair value estimates for diinancial instruments not included
elsewhere in this disclosure are discussed 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 ygigtde, live trading levels, trade execution datarket consensus prepayment speeds.
credit information and the bond’s terms and condgi among other things.

Loans: The fair value of the Company’s loans was estimbtediscounting the expected future cash flowsgi#fire current interest
rates at which similar loans would be made forsdmme remaining maturities. Loans were first sedegby type such as commercial,
residential mortgage, and consumer, and were timginefr segmented into fixed and variable rate aad kuality 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 usaidgscounted cash flow approach that applies fmeganarket
interest rates for similar maturity instrumentseThir values of the Company’s time deposit lidigit do not take into consideration the
value of the Company’s long-term relationships vd#positors, which may have significant value.

The following presents the carrying amount, estaddair value, and placement in the fair value raezment hierarchy of the Company’s
financial instruments as of December 31(in thousand

Level in 2012 2011
Fair Value Estimated Estimated
Measuremen Carrying Fair Carrying Fair
Hierarchy Amount Value Amount Value
Financial assets:
Cash and cash equivale Level 1 $ 60,43¢ $ 60,43¢ $ 57,58 $ 57,58
Securities available for sa Level 2 823,79t 823,79¢ 625,88: 625,88:
Securities available for sa® Level 3 — — 1,63¢ 1,63¢
Securities held to maturit Level 2 17,90¢ 18,47¢ 23,29 23,96¢
Loans held for sal Level 2 1,51¢ 1,547 2,41( 2,44:
Loans Level 2 1,678,64 1,701,41 1,459,35 1,490,99!
Loans® Level 3 2,36¢ 2,36¢ 2,16( 2,16(
Accrued interest receivahb Level 1 7,84: 7,84: 7,65k 7,65k
FHLB and FRB stocl Level 2 12,32: 12,32: 10,67 10,67
Financial liabilities:
Non-maturity deposit: Level 1 1,606,85! 1,606,85! 1,230,92. 1,230,92.
Time deposit: Level 2 654,93 658,34 700,67¢ 702,72(
Shor-term borrowings Level 1 179,80t 179,80¢ 150,69¢ 150,69¢
Accrued interest payab Level 1 3,81¢ 3,81¢ 5,201 5,207

@ Comprised of trust preferred as-backed securitie:
@ Comprised of collateral dependent impaired lo.
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(19.) PARENT COMPANY FINANCIAL INFORMATION
Condensed financial statements pertaining onljécRarent are presented below (in thousands).

Condensed Statements of Conditio

Assets:
Cash and due from subsidic
Investment in and receivables due from subsic
Other asset

Total asset
Liabilities and shareholde' equity:

Other liabilities
Shareholder equity

Total liabilities and sharehold¢ equity

Condensed Statements of Incom

Dividends from subsidiary and associated companies
Management and service fees from subsic
Other income (loss
Total income
Operating expenst
Loss on extinguishment of de
Total expense

Income before income tax benefit and equity in siritiuted earnings of subsidie
Income tax benefi
Income before equity in undistributed earningsufssdiary
Equity in undistributed earnings (excess distritas) of subsidiar
Net income
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December 31

2012 2011
$ 6,602 $ 11,62
246,53! 223,57
3,56: 4,33
$256,70(  $239,53!
$ 2,80 $ 2,341
253,89 237,19:
$256,70(  $239,53!

Years ended December 3:

2012 2011 2010
$ 4,000 $9,23: $23,15:
517 1,161 1,16
24 78 (134)
4,541 10,47: 24,18(
2,732 3,78 4,00¢

— 1,08: —
2,732 4,87( 4,00¢
1,80¢ 5,60: 20,17¢
991 1,53¢ 1,32
2,80(¢ 7,141 21,49¢
20,64¢ 15,65¢ (217)
$23,44¢  $22,79¢  $21,28:
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(19.) PARENT COMPANY FINANCIAL INFORMATION (Continu ed)

Condensed Statements of Cash Flov Years ended December 3:
2012 2011 2010
Cash flows from operating activitie
Net income $23,44¢ $22,79¢ $21,28:
Adjustments to reconcile net income to net caskigeal by operating activitie:
Equity in (undistributed earnings) excess distiitmg of subsidian (20,649 (15,65¢) 211
Depreciation and amortizatic 65 11€ 19¢
Sharebased compensatic 52¢€ 1,10¢ 1,031
Decrease in other ass 80% 771 98C
Increase (decrease) in other liabilit 44 (539 8
Net cash provided by operating activit 4,24( 8,59¢ 23,71(
Cash flows from financing activitie
Redemption of junior subordinated debentt — (16,707) —
Proceeds from issuance of preferred and commorshaet of issuance co — 43,12° —
Purchase of preferred and common sh (559 (37,769) (69)
Repurchase of warrant issued to U.S. Trea — (2,080 —
Proceeds from stock options exerci: 69 91 21¢
Dividends paic (8,86¢€) (7,564 (7,690
Other 97 20 —
Net cash used in financing activiti (9,259 (20,872 (7,549
Net (decrease) increase in cash and cash equis (5,019 (12,277 16,167
Cash and cash equivalents as of beginning of 11,621 23,89« 7,721
Cash and cash equivalents as of end of the $ 6,60z $11,62. $23,89:
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ITEM9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON AC COUNTING AND FINANCIAL
DISCLOSURE

None.

ITEM 9A. CONTROLS AND PROCEDURES
Effectiveness of Controls and Procedures

As of the end of the period covered by this repbe, Company carried out an evaluation, under tiperwvision and with the participation of
the Company’s management, including the Companfiief@&xecutive Officer (Principal Executive Offigeand Chief Financial Officer
(Principal Accounting Officer), of the effectiversesf the design and operation of the Company’daksice controls and procedures pursuant
to Rule 13a-15(b), as adopted by the SecuritiesExetiange Commission (“SEC”) under the Securitieshange Act of 1934 (“Exchange
Act”). Based upon that evaluation, the Chief ExaeuOfficer and Chief Financial Officer concluddtht the Company’s disclosure controls
and procedures were effective as of the end opé#ned covered by this Annual Report on Form 10-K.

Disclosure controls and procedures are the cordirtdsother procedures that are designed to ensatranformation required to be disclose:
the reports that the Company files or submits utitkeiExchange Act is recorded, processed, sumnaaaizé reported within the time periods
specified in the SEC's rules and forms. Disclosoetrols and procedures include, without limitatioantrols and procedures designed to
ensure that information required to be disclosetthéreports that the Company files or submits utite Exchange Act is accumulated and
communicated to management, including the Chiethtiee Officer and Chief Financial Officer, as appriate, to allow timely decisions
regarding required disclosure.

All internal control systems, no matter how welsdmed, have inherent limitations. Therefore, etmrse systems determined effective can
provide only reasonable assurance with respedtamdial statement preparation and presentation.

Management Report on Internal Control over Financid Reporting and Attestation Report of Independent Registered Public
Accounting Firm

Management of the Company is responsible for dstdbfy and maintaining adequate internal contr@rdinancial reporting. Management
assessed the Company’s internal control over fiahneporting based on criteria established inlthiernal Control—Integrated Framework
issued by the Committee of Sponsoring Organizatidrike Treadway Commission (COSO). Based on $gessment, management has
concluded that, as of December 31, 2012, the Coynpeintained effective internal control over fin@leeporting. Managemerst’Report o1
Internal Control over Financial Reporting is inadadunder Item 8 “Financial Statements and Supplésmgiata” in Part Il of this Form 10-
K.

KPMG LLP, an independent registered public accagnfirm, has audited the consolidated financialesteents included in this Annual
Report on Form 10-K, and has issued an attestegjport on the effectiveness of the Company’s irgtecontrol over financial reporting. The
Report of Independent Registered Public Accourfiingn that attests the effectiveness of internakmdmver financial reporting is included
under Item 8 “Financial Statements and Supplemgmata” in Part Il of this Form 10-K.

Changes in Internal Control over Financial Reportirg

There were no changes in the Company’s internatabover financial reporting that occurred durihg quarter ended December 31, 2012
that have materially affected, or are reasonakBlyito materially affect, the Company’s internahtrol over financial reporting.

ITEM9B. OTHER INFORMATION
Not applicable
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ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNA NCE

In response to this Item, the information set fantkthe Company’s Proxy Statement for its 2013 AairMeeting of Shareholders (the “2013
Proxy Statement”) to be filed within 120 days faling the end of the Company’s fiscal year, underhibadings “Election of Directors,”
“Business Experience and Qualification of Direcfbesd “Section 16(a) Beneficial Ownership Repagtibompliance” is incorporated herein
by reference.

The information under the heading “Executive Offticef the Registrant” in Part I, Item 1 of this FoL0-K is also incorporated herein by
reference.

Information concerning the Company’s Audit Comneétand the Audit Committee’s financial expert isfeeth under the caption “Corporate
Governance Information” in the 2013 Proxy Statenasrtt is incorporated herein by reference.

The Company has adopted a Code of Business CoadddEthics that applies to its principal executiffecer, principal financial officer,
principal accounting officer or controller, or pens performing similar functions. The Code of Besism Conduct and Ethics is posted on the
Company'’s internet website at www.fiiwarsaw.cander the Corporate Overview/Governance Documaebts df the Investor Relations drop
down menu. In addition, the Company will provideagpy of the Code of Business Conduct and Ethiestymne, without charge, upon reqt
addressed to Director of Human Resources at Fiahimstitutions, Inc., 220 Liberty Street, Warsaly, 14569. The Company intends to
disclose any amendment to, or waiver from, a promisf its Code of Business Conduct and Ethics dipaties to the Company’s principal
executive officer, principal financial officer, pgipal accounting officer or controller, or pers@esforming similar functions, and that relates
to any element of the Code of Business ConductEhits, by posting such information on the Companyébsite.

ITEM 11. EXECUTIVE COMPENSATION

In response to this Item, the information set famtkhe 2013 Proxy Statement under the headingfiElgs of Executive Compensation” is
incorporated herein by reference.

ITEM12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED
STOCKHOLDER MATTERS

In response to this Item, the information set fantkhe 2013 Proxy Statement under the heading éBeial Ownership of Common Stock” is
incorporated herein by reference. The informatiodar the heading “Equity Compensation Plan Inforométin Part Il, Iltem 5 of this Form
10-K is also incorporated herein by reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR INDEPENDENCE

In response to this Item, the information set fantkthe 2013 Proxy Statement under the headingstd®@eRelationships and Related Party
Transactions” and “Corporate Governance Informétisincorporated herein by reference.

ITEM 14.  PRINCIPAL ACCOUNTANT FEES AND SERVICES

In response to this Item, the information set fantkhe 2013 Proxy Statement under the headingslitATommittee Report” andfidepender
Registered Public Accounting Firm” is incorporatextein by reference.
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ITEM 15.
(@)

(b)

Exhibit
Number

3.1
3.2
10.1
10.2
10.3
10.4
10.5
10.6
10.7
10.8
10.9
10.10
10.11

10.12

PART IV

EXHIBITS AND FINANCIAL STATEMENT SCHEDULES
FINANCIAL STATEMENTS

Reference is made to the Index to Consolidatedni€inhStatements of Financial Institutions, Incd anbsidiaries under ltem 8
“Financial Statements and Supplementary Data” it Paf this Annual Report on Form 10-K.

EXHIBITS
The following is a list of all exhibits filed or @orporated by reference as part of this Report.

Description Location
Amended and Restated Certificate of Incorporatiothe Incorporated by reference to Exhibits 3.1, 3.2 as3dof the
Company Form 10K for the year ended December 31, 2008, dated N
12, 200¢
Amended and Restated Bylaws of the Company Incorporated by reference to Exhibit 3.4 of therrdi0-K for
the year ended December 31, 2008, dated MarchO0®,
1999 Management Stock Incentive Plan Incorporated by reference to Exhibit 10.1 of th&é S-

Registration Stateme
Amendment Number One to the 1999 Management Stock Incorporated by reference to Exhibit 10.1 of therk@-K,

Incentive Plar dated July 28, 200

Form of Non-Qualified Stock Option Agreement Purgua the Incorporated by reference to Exhibit 10.2 of therfF8-K,

1999 Management Stock Incentive P dated July 28, 200

Form of Restricted Stock Award Agreement Pursuautihé 199¢ Incorporated by reference to Exhibit 10.3 of therk8-K,

Management Stock Incentive Pl dated July 28, 200

Form of Restricted Stock Award Agreement Pursuautihé 199¢ Incorporated by reference to Exhibit 10.1 of therk8-K,

Management Stock Incentive Pl dated January 23, 20l

1999 Directors Stock Incentive Plan Incorporated by reference to Exhibit 10.2 of th&é S-
Registration Stateme

Amendment to the 1999 Director Stock Incentive Plan Incorporated by reference to Exhibit 10.7 of thenkFd0-K for
the year ended December 31, 2008, dated MarchO0®,

2009 Management Stock Incentive Plan Incorporated by reference to Exhibit 10.8 of thenkd.0-Q for
the quarterly period ended June 30, 2009, datedigiugy 200¢

2009 Directors’ Stock Incentive Plan Incorporated by reference to Exhibit 10.9 of thenkd0-Q for

the quarterly period ended June 30, 2009, datedigtugy 200¢

Form of Restricted Stock Award Agreement Pursuathé 200¢ Filed Herewith
Director¢ Stock Incentive Pla

Form of Restricted Stock Award Agreement Pursuaitié 200¢ Incorporated by reference to Exhibit 10.1 of therfr8-K,

Management Stock Incentive Plan (Special -time Award) dated January 19, 20:
Form of Restricted Stock Award Agreement Pursuautié 200¢ Incorporated by reference to Exhibit 10.2 of therkF8-K,
Management Stock Incentive Plan (LTIP Awa dated March 1, 201
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Exhibit

Number

10.13

10.14

10.15

10.16
10.17
10.18

10.19

10.20

10.21

10.22

10.23

10.24

10.25

10.26

10.27

10.28

10.29

10.30

10.31

Description

Form of “Service Based” Restricted Stock Award Agrent
Pursuant to the 2009 Management Stock Incentivie

Form of 2012 Performance Program Master Agreement
Form of 2012 Performance Program Award Certificate

Form of 2013 Performance Program Master Agreel
Form of 2013 Performance Program Award Certific

Amended and Restated Executive Agreement betwemméial
Institutions, Inc. and Peter G. Humphi

Amended and Restated Executive Agreement betwemméial
Institutions, Inc. and Martin K. Birmingha

Executive Agreement between Financial Institutidns, and
Karl F. Krebs

Executive Agreement between Financial Institutidns, and
Ronald Mitchell McLaughlir

Executive Agreement between Financial Institutidns, and
Kenneth V. Winr

Separation and release agreement between Fiv8&t&rand
George D. Hag

Voluntary Retirement Agreement with Ronald A. Mille

Amendment to Voluntary Retirement Agreement witm&d A.
Miller

Separation and release agreement between Findmstialitions,
Inc. and Peter G. Humphrey

Supplemental Executive Retirement Agreement between
Financial Institutions, Inc. and Peter G. Humphrey

Assignment, Purchase and Assumption Agreement dateakary
19, 2012 between First Niagara Bank, National Asdimn and
Five Star Banl

Amendment No. 1 to Assignment, Purchase and Assampt
Agreement, effective as of August 16, 2012, by beidveen Fiv
Star Bank and First Niagara Bank, National Assdmie

Purchase and Assumption Agreement dated JanuaB019,
between First Niagara Bank, National Associatiod Bive Star
Bank

Amendment No. 1 to Purchase and Assumption Agreemen
effective as of June 21, 2012, by and between $tae Bank an
First Niagara Bank, National Associatic
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Location

Incorporated by reference to Exhibit 10.12 of tieenk 10K for
the year ended December 31, 2011, dated March12,
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Exhibit
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10.32 Underwriting Agreement dated March 9, 2011 between Incorporated by reference to Exhibit 1.1 of therR@-K,
Financial Institutions, Inc. and Keefe, BruyettaMoods, Inc. dated March 9, 2011
as representative of the underwrit
21 Subsidiaries of Financial Institutions, Ir Filed Herewith
23 Consent of Independent Registered Public Accourking Filed Herewith
31.1 Certification pursuant to Section 302 of the Sadsa@xley Filed Herewith
Act of 200—Principal Executive Office
31.2 Certification pursuant to Section 302 of the Sadsa@xley Filed Herewith
Act of 200—Principal Financial Office
32 Certification pursuant to 18 U.S.C. Section 13%0adopted  Filed Herewith

pursuant to Section 906 of the Sarb-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 Docurh

* Pursuant to Rule 406T of Regulation S-T, the infation in this exhibit shall not be deemed to filed” for purposes of Section 18 of
the Securities Exchange Act of 1934, or otherwiggext to the liability of that section, and shadt be incorporated by reference into
any registration statement, prospectus or othenrdeat filed under the Securities Act of 1933, @ 8ecurities Exchange Act of 1934,
except as shall be expressly set forth by spefierence in such filing:
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SIGNATURES

Pursuant to the requirements of Section 13 or 1&f{(the Exchange Act, the registrant caused tlpsnteto be signed on its behalf by the
undersigned, thereunto duly authorized.

FINANCIAL INSTITUTIONS, INC.

March 18, 2013 By: /s/ Martin K. Birmingham
Martin K. Birmingham
President and Chief Executive Offic

Pursuant to the requirements of the Securities &xgh Act of 1934, this report has been signed bélpthe following persons on behalf of
the registrant and in the capacities and on thesdatlicated.

Signatures Title Date

/sl Martin K. Birmingham President and Chief Executive Officer March 18, 2013
Martin K. Birmingham (Principal Executive Officer

/sl Karl F. Krebs Executive Vice President and Chief Financial Office  March 18, 2013
Karl F. Krebs (Principal Financial and Accounting Office

/s/ Karl V. Anderson, Jr Director March 18, 2013
Karl V. Anderson, Jr

/s/ John E. Benjamin Director, Chairman March 18, 2013
John E. Benjamil

/s/ Barton P. Dambre Director March 18, 2013
Barton P. Dambr

/s/ Samuel M. Gullc Director March 18, 2013
Samuel M. Gullc

/s/ Susan R. Holliday Director March 18, 2013
Susan R. Hollida'

/sl Peter G. Humphre' Director March 18, 2013
Peter G. Humphre

/s/ Erland E. Kailbourne Director March 18, 2013
Erland E. Kailbournt

/s/ Robert N. Latellz Director, Vice Chairman March 18, 2013
Robert N. Latelle

/sl James L. Robinso Director March 18, 2013
James L. Robinsa

/sl James H. Wyckot Director March 18, 2013

James H. Wyckot
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Exhibit 10.10

RESTRICTED STOCK AWARD AGREEMENT
Pursuant to the
FINANCIAL INSTITUTIONS, INC.
2009 DIRECTORS’ STOCK INCENTIVE PLAN

Name of Director: [FIRST] [LAST]
Date of Grant: [DATE]
Number of Shares: XXXX

Value of each Share XX XX
on Date of Grant:

Vesting Schedule The Vested Percentage of the Number of Sharesdbtdbove shall be determined as of the folloviitegting
Date(s):
Vesting Date Vested Percentage
Date of Grant 50%

The day prior to the Company’s first annual meetihg Remaining 50%
shareholders following the Date of Gri

This RESTRICTED STOCK AGREEMENT (this “Agreementated as ofDATE] , is made between Financial Institutions, Inc. (the
“Company”) and the above-named individual (the dator”) to record the grant to the Director by @@mpany’s Board of Directors (the
“Board”)of an award of restricted stock (the “Awd&ren the Date of Grant set forth above pursuant wi@e6 the Financial Institutions, Ir
2009 Directors’ Stock Incentive Plan (the “Plan”).

The Company and the Director hereby agree as fellow

Section 1. Grant of Shares The Board hereby grants to the Director, as @Dhte of Grant, subject to and in accordance thigh
terms and conditions of the Plan and this AgreeptbatNumber of Shares set forth above of the CoaryipaCommon Stock, par value $.01
per share (the “Common Stock”). The grant of shafé€Sommon Stock to the Director, evidenced by fgseement, is an award of restricted
stock (as defined in the Plan) and such sharesstificted stock are referred to herein as the ‘&har

Section 2. Vesting of SharesSubject to Section 3 below, provided that theeBtior provides continuous services as a directtinef
Company through the Vesting Date(s) set forth abowmership of the Shares shall vest pursuanted/gsting Schedule set forth above. If
the Director ceases to be a director of the Compangny reason before the Shares vest, the Skhatishe immediately forfeite



Section 3. Change in Control Subject to the Board'discretion under the terms of the Plan, if priothe latest of the Vesting Dates
forth above there is a change in control (as & tis defined in the Plan) of the Company, thénfahe Directors unvested Shares that h
not been forfeited shall fully vest as of the daft¢he change in control.

Section 4. Forfeiture. Shares that do not become vested in accordarhbehei vesting criteria set forth in Section 2lggtAgreement
shall be forfeited to the Company.

Section 5. Dividends No dividends shall accrue or be paid to the Diewith respect to any Shares subject to the Avilaatihave not
become vested Shares or that are subject to amictiess or conditions on the record date for desnds, unless the Board provides otherv

Section 6. Rights as ShareholderExcept for the transfer and other restrictiortS@eh elsewhere in this Agreement (including the
limitations on dividends set forth in Section 5 @bpand in the Plan, the Director, as record hotdéhe Shares, shall possess all the rights of
a holder of the Company’s Common Stock (includinging and dividend rights); provided, however, thaor to becoming vested and
transferable the certificates representing sucheShshall be held by the Company for the benefibefDirector. As the Shares become ve
Shares, the Company shall, as applicable, eitmeove the notations on any Shares issued in boak garin which have vested or deliver to
the Director a certificate or certificates evidenrthe number of vested Shares. As noted abov@®itketor shall not receive any dividends
unvested Shares, and such dividends shall be pentigriorfeited.

Section 7. Legend Each share certificate representing the Shamblskar a legend indicating that such SharesRestficted Stock”
and are subject to the provisions of this Agreenaetthe Plan.

Section 8. No Transferability. The Shares may not be sold, transferred, pledtgsigned, encumbered, or otherwise alienated or
hypothecated until they become fully vested andsfierable in accordance with Section 2 of this &grent and then only to the extent
permitted under this Agreement and the Plan anapipjicable securities laws. Prior to full vestimglaransferability, all rights with respect
the Shares granted to a Director under the Plahishavailable, during such Director’s lifetimenlg to such Director.

Section 9. Stock Power Concurrently with the execution of this Agreemehe Director shall deliver to the Company a stpoler,
endorsed in blank, relating to the Shares. Sudakgiower shall be in the form attached hereto dsldixA. The stock power with respect to
any certificate representing Shares that do ndtsres| be completed in the name of the Compangrbgfficer of the Company, and the
Shares shall be returned to either authorized hissued shares or treasury shares, depending iomtiggnal source.

Section 10. Adjustment of Shares As provided by the Plan, in the event of any ¢jeaim the Common Stock of the Company by
reason of any stock dividend, stock split, recdigition, reorganization, merger, consolidatioritagp, combination, or exchange of Shares,
or of any similar change affecting the Common Stélek Shares shall be adjusted automatically ctamgisvith such change to prevent
substantial dilution or enlargement of the rightsnged to, or available for, the Director hereunder
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Section 11. No Employment or Service RightsNeither the Plan nor this Award shall not confpon the Director any right with
respect to continuance as a director of the Compamyshall they interfere in any way with any tigiie Company may have to terminate the
Director’s position as a director at any time.

Section 12. Coordination with Plan. The Director hereby acknowledges receipt of yafpthe Plan and agrees to be bound by all of
the terms and provisions thereof including any thay conflict with those contained in this Agreem&apitalized terms used in this
Agreement shall have the meaning given to suchsemmader the Plan.

Section 13. Notices All notices to the Company shall be in writingdasent to the Company’s Director of Human Resouatdise
Company'’s offices. Notices to the Director shalldoieiressed to the Director at the Director’s addassit appears on the Company’s records.

Section 14. Amendment The Company may alter, amend or terminate thieé&gent only with the Director’'s consent, except as
otherwise expressly provided by the Plan or thiseggent.

Section 15. Governing Law This Agreement shall be governed by the law$ef3tate of New York, without reference to prinegbf
conflict of laws, and construed accordingly.

IN WITNESS WHEREOF, the Board and the Director heaased this Agreement to be executed on the daferth opposite their
respective signatures, it being further understbatithe Date of Grant may differ from the dateighature.

Dated FOR THE BOARD:
By:
Name
Title:

Dated DIRECTOR:
By:

Name




EXHIBIT A
STOCK POWER

FOR VALUE RECEIVED, the undersigned does herebl; agkign and transfer to Financial Institutioms,. I(the “Company”)XXXX
shares of the Company’s common stock represent&@eltificate No. XXXXXXX . The undersigned authorizes the Secretary of the

Company to transfer the stock on the books of thm@any in the event of the forfeiture of any shasssed under the Restricted Stock
Award Agreement dated as[@ATE] , between the Company and the undersigned.

Dated:




Exhibit 10.16

FINANCIAL INSTITUTIONS, INC.
2009 MANAGEMENT STOCK INCENTIVE PLAN

2013 PERFORMANCE PROGRAM
MASTER AGREEMENT

This 2013 Performance Program Master Agreemert {fMaster Agreement”) relating to a grant (the “Ad/g of restricted stock of
Financial Institutions, Inc. (the “Company”), datasl of the Award Date set forth in the Award Ceardife, is made by and between the
Company and each Participant pursuant to the Fialaimstitutions, Inc. 2009 Management Stock InoenPlan (the “Plan”). The Award
Certificate is included with and made part of tMiaster Agreement. In this Master Agreement and @achrd Certificate, unless the context
otherwise requires, words and expressions sha#t Hesmeanings given to them in the Plan, excepeesin defined.

Section 1. Definitions. For purposes of the Award and this Master Agragntbe following terms shall have the following améngs:

(a) “Award Certificate” means the separate cedifécgiven to each Participant specifying the Awaade, Number of Shares, Award
Period, Payout Percentage, the applicable PerfaenBequirements and for each Performance RequitetherPercentage of Shares subject
to each Performance Requirement and the appliddbéesurement Period and Service Period for sucliciemt’'s Award.

(b) “Award Period” means the period beginning oa starting date and ending on the end date spa@ifithe Participant’s Award
Certificate.

(c) “Board” means the Board of Directors of Finahdnstitutions, Inc.
(d) “Code” means the Internal Revenue Code of 188@&mended.

(e) “Committee” means the Management DevelopmetitGompensation Committee of the Board. Any refegdrerein to the
Committee shall be deemed to include any persevhtim any duty of the Committee has been delegatezlipnt to Section 6(a) of this
Master Agreement.

(f) “Common Stock” means the shares of common stddke Company, par value $0.01 per share.

(9) “Disability” means (i) in the case of a Parpiant whose employment with the Company or a Sudsids subject to the terms of an
employment or consulting agreement that includésfaition of “Disability,” the meaning set fortin isuch employment or consulting
agreement during the period that such employmeobosulting agreement remains in effect; and fili other cases, the meaning as set
forth under the Company’s long-term disability pkplicable to the Participant as may be amended fime to time, and in the event the
Company does not maintain any such plan with respes Participant, a physical or mental conditiesulting from bodily injury, disease or
mental disorder which renders the Participant inbégoof continuing his or her usual and customanpleyment with the Company or a
Subsidiary, as the case may be, for a period ofasstthan 120 days or such other period as magduered by applicable lav



(h) “Earned Shares” means Shares that have becamed:based on achievement of specified performatdérements in accordance
with the provisions of Schedule A to this Masterdgment.

(i) “Fair Market Value” means the closing pricetbé Company’s Common Stock on the listing exchamgthe relevant date, or, if
there was no trading in such stock on the relegtat, the closing price on the last preceding dawloich there was trading activity.

(j) “Participant” means an employee who has reakme Award Certificate under which an Award hasbgnted under the Plan.

(k) “Retirement” shall mean the resignation or teration of employment after attainment of an age years of service required for
payment of an immediate pension pursuant to tieg@f any qualified defined benefit retirement phaaintained by the Company or a
Subsidiary in which the Participant participatesivyided, however, that no resignation or terminagioior to a Participant’s 62nd birthday
shall be deemed a retirement unless the Committeletermines in its sole discretion; and providathier that the resignation or termination
of employment other than a termination of employhienCause after attainment of age 62 shall bendeka retirement if the Participant
does not participate in a qualified defined bemetirement plan maintained by the Company or asblidry.

() “Service Period” means the period beginningtom starting date and ending on the end date spe@if the Participant’s Award
Certificate that is applicable to

(m) “Subsidiary” means any subsidiary of the Comypaithin the meaning of Rule 405 of the Securities of 1933, as amended.

(n) “Vested Shares” means Earned Shares that leoaie vested, nonforfeitable and transferable basesdtisfaction of specified
service requirements in accordance with the promsof Schedule A to this Master Agreement.

Section 2. Grant of Restricted StockSubject to the provisions of this Master Agreenard the provisions of the Plan and the Award
Certificate, the Committee grants to the Participamed in the Award Certificate, as of the Awamtd) an Award of the Number of Shares
of the Company’s Common Stock set forth in the Adh@ertificate. The grant of shares of Common Stoake Participant is an award of
restricted stock (as defined in the Plan), and sheles of restricted stock are referred to hexgithe “Shares.”

Section 3. Earned and Vested ShareSubject to Section 4 of this Master Agreementinaber of Shares, if any, that shall become Earned
Shares and Vested Shares is, in each case, determiaccordance with the provisions of Schedute this Master Agreement. Shares that
do not become both Earned Shares and Vested Shaesordance with the provisions of Schedule #hte Master Agreement shall be
forfeited to the Company.



Section 4. Effects of Certain Events.

(a) General Subject to Sections 4(b) through 4(d) of this Maggreement, in the event that a Participant’pleyment with the
Company is terminated before all or a portion &f 8hares become Vested Shares, all Shares thattavested Shares as of the date of such
termination are automatically forfeited.

(b) Death or Disability In the event of a Participant’s death or termarabf employment due to Disability during the Awdreriod,
performance shall be calculated as of the dateeoParticipant death or termination of employment due to Disgbhidnd the Earned Shart
if any, from such performance, shall be distributeda pro-rata basis as soon as administrativelgtigable following the Participant’s death
or termination of employment due to Disability. Tipr@-rata portion shall be determined by multiptythe number of Earned Shares by a
fraction, the numerator of which is the number afpleted months in the Award Period during whiah plarticipant was employed by the
Company or a Subsidiary, and the denominator otlwts the number of months in the Award Period.

(c) Retirement If a Participant terminates employment during Alveard Period due to Retirement, then the Awardl stoatinue and
the Earned Shares shall be distributed on a peobadis on the date that active Participants recgich distributions under this Master
Agreement, based on actual performance duringghkcable Measurement Period. The pro-rata posloall be determined as follows:

(i) With respect to the portion of the Award thasubject to the EPS Performance Requirement,rtheapa portion shall be
determined by multiplying the number of Earned $baubject to the EPS Performance Requiremenfiagtion, the numerator of which is
the number of completed months in the EPS MeasureReriod during which the participant was emplopgdhe Company or a Subsidiary,
and the denominator of which is the number of mgimtthe EPS Measurement Period. For the avoidaihdeubt, because the EPS
Measurement Period is one year, a Participant whmihates employment due to Retirement after tideoéthe EPS Measurement Period
shall receive the full number of Earned Sharesesuitip the EPS Performance Requirement withouggicor.

(ii) With respect to the portion of the Award thiasubject to the Relative TSR Performance Requergnihe praata portion sha
be determined by multiplying the number of Earnbdrs subject to the Relative TSR Performance Rament by a fraction, the numerator
of which is the number of completed months in ti&RTMeasurement Period during which the participeag employed by the Company or a
Subsidiary, and the denominator of which is the bermof months in the TSR Measurement Period. F@atioidance of doubt, because the
TSR Measurement Period is three years, a Participlan terminates employment due to Retirement wattiame during the Award Period sh
receive a pro-rated portion of the Earned Sharbjgsuto the Relative TSR Performance Requirement.

(d) Change in Contralin the event of a change in control of the Conyp@s defined in the Plan), all of a Participa@tsares shall
immediately become Vested Shares, unless direttexivaise by a resolution of the Committee adoptéal po and specifically relating to the
occurrence of such change in control.




Section 5. Dividends No dividends shall accrue or be paid to the Bipeint with respect to any Shares subject to tharéiwthat have not
become Vested Shares or that are subject to atnictiesms or conditions on the record date for dends, unless the Committee provides
otherwise.

Section 6. Miscellaneous

(a) Administration The Award shall be administered by the Commifidee Committee shall have authority to interpret Award, the
Award Certificate and this Master Agreement, tosprébe rules and regulations relating to the Awé#rd,Award Certificate and this Master
Agreement, to take any other actions it deems isacg®r advisable for the administration of the Advahe Award Certificate and this Mas
Agreement and shall retain all general authorignted to it under Section 2 of the Plan. In acaoecdawith applicable law, the Committee
may delegate any of the responsibilities underhtaster Agreement to the Chief Executive Officetred Company or the Finance or Human
Resources departments of the Company, or may ecedommendations from such individuals and departsregarding such
responsibilities.

(b) Amendment The Committee may, at any time, amend, modifieaninate this Master Agreement; provided, howehat
termination of this Master Agreement after the efthe applicable Measurement Period but beforeedHaecome Vested Shares will not
reduce Participants’ rights to receive Vested Shéoethe Performance Period. Termination or ameardrof this Master Agreement during
the applicable Measurement Period may be retraattithe beginning of such Measurement Periodheatliscretion of the Committee. If a
change in control occurs, no amendment or terntinatiay adversely affect existing Awards without ¢basent of the Participant.

(c) Adjustments As provided by the Plan, in the event of any dfgaim the Common Stock of the Company by reas@nypfstock
dividend, stock split, recapitalization, reorgaiaa, merger, consolidation, split-up, combinationgxchange of Shares, or of any similar
change affecting the Common Stock, the Shares Bbaltjusted automatically consistent with sucingkéo prevent substantial dilution or
enlargement of the rights granted to, or availéethe Participant hereunder. Furthermore, then@dtee shall adjust the Performance
Requirements to the extent (if any) it determireg the adjustment is necessary or advisable gepre the intended incentives and benefits
to reflect any material change in corporate capd#ibn, any material corporate transaction (such eeorganization, combination, separation,
merger, acquisition, or any combination of the ¢miag), or any complete or partial liquidation bétCompany, or any other similar special
circumstances, including the issuance of a siganitimumber of shares of Common Stock.

(d) No Transferability The Shares may not be sold, transferred, pledggmigned, encumbered, or otherwise alienatedpothgcated
until they become fully vested and transferabladnordance with this Master Agreement and then tantiie extent permitted under this
Master Agreement, the Award Certificate, the Plad ly applicable securities laws. Prior to fulltheg and transferability, all rights with
respect to the Shares granted to a Participantrdhddlan shall be available, during such Paicijs lifetime, only to such Participant.
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(e) No Right to Continued Employmenthe terms and conditions of the Award, the Aw@ettificate, this Master Agreement and the
Plan shall not be deemed to constitute a contfaatnployment between the Company and a Particifgarth employment is hereby
acknowledged to be an “at will” employment relasbip that can be terminated at any time for angaraor no reason, with or without
cause, and with or without notice, except as otlemprovided in a written employment agreementhisgtin the Award, the Award
Certificate, this Master Agreement or the Planldbaldeemed to give a Participant the right todiained in the service of the Company as an
employee or to interfere with the right of the Canp to discipline or discharge a Participant at tamg.

(f) Rights as a ShareholdeExcept for the transfer and other restrictiortS@eh elsewhere in this Master Agreement (inchggihe
limitations on dividends set forth in Section Stlois Master Agreement), the Award Certificate amegl Plan, the Participant, as record holder
of the Shares, shall possess all the rights ofdehaf the Company’s Common Stock (including vgjirprovided, however, that prior to
becoming vested and transferable the certificapsesenting such Shares shall be held by the Confpathe benefit of the Participant. As
the Shares become Vested Shares, the Companyashafplicable, either remove the notations onSirares issued in book entry form
which have vested or deliver to the Participangéificate or certificates evidencing the numbekebted Shares (or, in either case, such
lesser number of Shares as may result after geffegt to Section 6(g) of this Master Agreement).

(9) Withholding Taxes The Company shall be entitled to require paynoéainy amounts required by federal, state or ltaalaw to bt
withheld with respect to the transfer or vestinghaf Shares, or any other taxable event relatedtthéThe Company may permit the
Participant to make such payment in one or motbeforms specified below:

(i) by cash or check made payable to the Company;

(ii) by the deduction of such amount from other pemsation payable to the Participant, includindnauitt limitation, salary, bont
and other compensation;

(iii) by tendering shares of Common Stock alreagyed by the Participant or Vested Shares which kabhen current fair mark
value not greater than the amount necessary t&fysttie Companys withholding obligation based on the minimum statyiwithholding rate
for federal, state and local income tax and payaxllpurposes; or

(iv) in any combination of the foregoing.

In the event the Participant fails to provide tiynphyment of all sums required by the Company pmansto this Section, the Company
shall have the right and option, but not obligatimntreat such failure as an election by the Bigdnt to provide all or any portion of such
required payment by means of tendering Vested Sharaccordance with Section 6(g)(iii) of this Mersfgreement.

(h) Legend Each share certificate representing the Shamdblstar a legend indicating that such SharesRestticted Stock” and are
subject to the provisions of this Master Agreensrd the Plan.




(i) Stock Power Concurrently with the grant of the Award, thetiRgpant shall deliver to the Company a stock pqweadorsed in
blank, relating to the Shares. Such stock powdr Bhan the form attached to the Award CertificateExhibit A. The stock power with
respect to any certificate representing Sharesdhabt vest shall be completed in the name ofbipany by an officer of the Company,
and the Shares shall be returned to either auttbbat unissued shares or treasury shares, degenditheir original source.

()) Coordination with Plan and the Award CertifieafThe Participant hereby acknowledges receiptad@y of the Plan and the Award
Certificate and agrees to be bound by all of theaseand provisions thereof including any that mawflict with those contained in this Mas
Agreement.

(k) Notices. All notices to the Company shall be in writingdasent to the Company’s Director of Human Resouatd¢ise Company’s
offices. Natices to the Participant shall be adskedgo the Participant at the Participant's homwank address, including via interoffice mail,
as it appears on the Company'’s records. Any sutibesomay be made in electronic format or througfans of online or other electronic
transmission.

(I) Compensation Recovery PolicjNotwithstanding any other provision of this Masdgreement to the contrary, any Shares granted
and/or issued hereunder, and/or any amount recgiitedespect to any sale of any such Shares, bleadlibject to potential cancellation,
recoupment, rescission, payback or other acti@caordance with the terms of the Company’s comgEmseecovery policy, if any, or any
similar policy that the Company may adopt from titogime (the “Policy”). The Participant agrees adsents to the Compasyapplicatior
implementation and enforcement of (i) the Policgttnay apply to the Participant and (ii) any pransof applicable law relating to
cancellation, rescission, payback or recoupmenbofpensation, including, but not limited to SectidD of the Securities Exchange Act of
1934, as amended, and any regulations promulgatedtional securities exchange listing conditiadspted, with respect thereto, and
expressly agrees that the Company may take suidnaets are necessary to effectuate the Policpmicable law without further consent or
action being required by the Participant. To thieeeithat the terms of this Master Agreement aed?blicy or any similar policy conflict,
then the terms of such policy shall prevail.

(m) Excise Tax Capln the event that a Participant becomes entitleghy payment or benefit under this Master Agregngich
benefits together with any other payments or b&nphiyable to the Participant under any other agee¢ with the Participant, or plan or
policy of the Company, are referred to in the aggte as the “Total Payments”), if all or any pdrthe Total Payments will be subject to the
tax imposed by Section 4999 of the Code, or anylairtax that may hereafter be imposed (the “Exdiar”), then:

(i) Within 30 days following the Participant’s teimation of employment, the Company will notify tRarticipant in writing:
(1) whether the payments and benefits under thistéiagAgreement, when added to any other paymeuntbamefits making up the Total
Payments, exceed an amount equal to 299% of thieipant’s “base amount” as defined in Section 289)(3) of the Code (the “299%
Amount”); and (2) the amount that is equal to tB8% Amount.




(i) The payments and benefits under this Mastere@gient shall be reduced such that the Total Pagndemnot exceed the 299%
Amount, so that no portion of the payments and fisneénder this Master Agreement will be subjectite Excise Tax. Any payment or
benefit so reduced will be permanently forfeited arll not be paid to the Participant.

(iii) The calculation of the 299% Amount and thaéedenination of how much the Participant’s paymetd benefits must be
reduced in order to avoid application of the Exdis& will be made by the Company’s public accounfinm prior to the Participant’s
termination of employment, which firm must be rezsgly acceptable to the Participant (the “Accoumnfirm”). The Company will cause tl
Accounting Firm to provide detailed supporting cddtions of its determinations to the Company dredRarticipant. Notice must be given to
the Accounting Firm within 15 business days afteeaent entitling the Participant to a payment urkis Master Agreement. All fees and
expenses of the Accounting Firm will be borne sol the Company.

(iv) For purposes of making the reduction of ameysayable under this Master Agreement, such amauitiise eliminated in
compliance with the requirements of Section 409AhefCode, to the extent applicable.

(n) Requlatory Prohibition Notwithstanding any other provision of this Agmeent to the contrary, any payments made to a Reatit
pursuant to this Master Agreement, or otherwise sabject to and conditioned upon their compliamite Section 18(k) of the Federal
Deposit Insurance Act (12 U.S.C. 1828(k)) and 1R.R. Part 359.

(o) Governing Law This Master Agreement, to the extent not othexwjgverned by the Code or the laws of the UnitedeSt shall be
governed by the laws of the State of New York, withreference to principles of conflict of lawsdaconstrued accordingly.

* * * * *
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FINANCIAL INSTITUTIONS, INC.
2009 MANAGEMENT STOCK INCENTIVE PLAN
2013 PERFORMANCE PROGRAM MASTER AGREEMENT

SCHEDULE A

Section 1. Definitions. For purposes of the Award and this Master Agragnibe following terms shall have the following améngs:

(a) “Company TSR” means the compound annual groatd expressed as a percentage with one decinm] jpothe value of a share
of common stock in the Company due to stock apatieei and dividends, assuming dividends are retedesluring the TSR Measurement
Period. For this purpose, the “Beginning Stock €rghall mean the average closing sales pricelseo€ompany’s common stock on the
NASDAQ Stock Market for the -day trading period immediately prior to the begmgnof the TSR Measurement Period; and, the “Ending
Stock Price” shall mean the average closing saiesegof the Company’s common stock on the NASDAQS Market for the 20-day
trading period immediately prior to the last daytltd TSR Measurement Period (or such other pesddeCommittee may determine).
Where “Y” is the number of fractional Shares resglfrom the deemed reinvestment of dividends paidng the Award Period, the
Company TSR is calculated as follows:

Ending Stock Price x (1 +°, ™
Beginning Stock Pric

( -1

(b) “Earnings Per Share” or “EPS” means dilutechazys per share, as such amount is reported oBdh#any’s audited financial
statements for the EPS Measurement Period.

(c) “EPS Measurement Period” means the period Inéggnon January 1, 2013 and ending on Decembe2(®1.
(d) “Measurement Period” means the EPS MeasureRend or the TSR Measurement Period, as applicable

(e) “Payout Percentage” means, with regard to amidfpant, the threshold, target and maximum paege of Shares that may become
Earned Shares based on attainment of the PerfoarReguirements, each as set forth in a Particip#&ward Certificate.

(f) “Performance Goals” means the threshold, taaget maximum performance goals for each PerformBRecgiirement, as set forth in
Section 5 of Schedule A to this Master Agreement.

(9) “Performance Requirements” means the performaeguirements, as set forth in Section 5 of Sdieefluo this Master Agreement.

(h) “Reference Group” means all companies whosensomstock is included in the Company’s peer graspjetermined by the
Committee, at the start of the TSR MeasuremenbBegother than (i) companies that cease to bediedun the Compang’peer group durin
the TSR Measurement Period solely due to mergquisition, liquidation or similar events fundamdhtahanging the identity and nature of
the company, as determined by the Committee isoiles discretion, and (ii) companies that ceasestmtiuded in the Company’s peer group
other than on account of events described in thegaing clause (i) and which also cease to havenmnstock publicly traded on an
exchange or on a recognized market system or tbethe-counter market.
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(i) “Reference Group TSR” means the compound anguabith rate, expressed as a percentage with arimdepoint, in the value of
the shares of common stock of the companies iRRéference Group during the TSR Measurement PeFioel Reference Group TSR is
calculated in a manner consistent with the calmriatf Company TSR.

() “Relative Total Shareholder Return” or “RelaifSR” means the comparison of the Company TSRet®Reference Group TSR.

(k) “Service Period” means the period beginninglenstarting date and ending on the end date $pedif the Participant's Award
Certificate.

() “TSR Measurement Period” means the period b@gmon January 1, 2013 and ending on Decembe2(R5.
Section 2. Earned SharesSubject to the Committee’s authority to adjust tiumber of Earned Shares as described in Sectibthis
Schedule A, the Earned Shares at the end of tHerR@mce Period is determined based on the achiewveat:

(a) the Gateway Requirement, as set forth in Se&iof this Schedule A;

(b) the Individual Performance Requirement, agah in Section 4 of this Schedule A; and

(c) the Performance Requirements, as set fortle@i@ 5 of this Schedule A.
Gateway Requirement. If Five Star Bank’s Composite “CAMELS” rating place on December 31, 2015 is not a compositegratifi2” or
better, all Shares issued under this Master Agreestall be forfeited and shall not become Vestear&s|[If Five Star Bank needs to meet
the CAMELS rating as of Dec. 31st of each yean ®ection 3 should read: “If Five Star Bank’s Corap® “CAMELS” rating in place as of

December 31st of each year in the Award Periottsancomposite rating ¢“‘2” or better, all Shares issued under this Massgreement
shall be forfeited and shall not become Vested &hgr

Section 3. Individual Performance Requirement If the Participant does not receive a minimunfqgrenance rating of “satisfactory” for the
Performance Period, as determined by the Compaity sole discretion, all Shares issued underNtzister Agreement shall be forfeited and
shall not become Earned Shares.



Section 4. Performance RequirementsThe Shares are divided into two components basdtle Performance Requirement that applies to
such Shares as set forth in a Participant’'s AwadifCate. The applicable Performance Goals agshold, target and maximum for each
Performance Requirement are as follows:

Performance Goals

Performance Requirement Threshold Target Maximum
Earnings Per Share $ [ 1] $[ 1 $ [ 1
Relative TSF [ 1% [ 1% [ 1%

(a) Below Threshold In the event that the Company’s actual perforrednc the relevant period does not meet the thidsoo a
Performance Requirement, no Shares shall be E&haeks for such Performance Requirement.

(b) Performance Goals Achievemeritor each Performance Requirement, the NumbehafeS that become Earned Shares based
achievement of that Performance RequirenseRgrformance Goals at threshold, target and mawimmwequal to the product of (i) the Num
of Shares subject to the Performance Requiremedt(ig the Payout Percentage set forth in theiétpant's Award Certificate at threshold,
target or maximum, respectively, rounded down whale number.

(c) Interpolation If the Company’s actual performance for the Renince Period is between threshold and targeh®oPerformance
Requirement, or between target and maximum foPerormance Requirement, the number of Earned Stiar¢hat Performance
Requirement is equal to the product of: (i) the Nbemof Shares subject to the Performance Requireraed (ii) the actual performance
achievement, determined using straight line intieam between the threshold and the target (otatget and maximum, as applicable) from
the Participant’s Payout Percentage set fortherPtrticipant’s Award Certificate, rounded dowratehole number.

(d) Above Maximum If the Company’s actual performance for the Penince Period is at or above maximum for a Perfooea
Requirement, the number of Earned Shares is equlaétproduct of: (i) the Number of Shares sulfjethe Award; and (ii) the Payout
Percentage set forth in the Participant's Awardifieate at maximum, rounded down to a whole number

(e) Negative TSR Modifier Regardless of the level of achievement agairsRislative TSR Performance Requirement, in thetethan
Company TSR is less than zero, the number of Eghedes for the Relative TSR Performance Requiresfeil be determined pursuant to
this Section; provide, however, that the numbetafned Shares shall not exceed the product ahdiNumber of Shares subject to the
Relative TSR Performance Requirement; and (ii)Regformance Range set forth in the Participant’asiiCertificate at target, rounded
down to a whole number.

(f) Earned SharesThe total number of Number of Shares that becBaraed Shares shall be the sum of the number okeBahares
for each Performance Requirement.
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Section 5. Actual Performance The Committee shall review and approve the adtaahings Per Share for the EPS Measurement Panid
the Relative TSR for the TSR Measurement Period.

Section 6. Final Number of Earned SharesThe number of Earned Shares may be adjusted dpwatownward by the Committee, in its
sole and absolute discretion, to a whole numbericnexceed the Number of Shares set forth inRiaaticipant’s Award Certificate.

Section 7. Vested SharesSubject to Section 4 of the Master Agreement, thimé&d Shares shall become Vested Shares only Hahecipan
provides substantial services to the Company armsifliary and remains in the continuous employroéitte Company or a Subsidiary
through the last day of the Service Period.

EXAMPLE ( for illustration purposes only

Suppose a Participant received an Award and HieioAward Certificate provided for a Number of Skgof 1,000 and a Payout Percentage
as follows:

Threshold Target Maximum
40% 8C% 10C%

The Performance Requirements and Performance @eatsas set forth above in this Schedule A. Suptleseerformance results for the
Performance Period are as follows:

Performance Requirement Performance Resul Level Achievec
Earnings Per Share $ [ ] Target
Relative TSF [ 1% Maximum

The Earned Shares for each Performance Requiremmetd be determined as follows:

. The number of Earned Shares for the EarningsSRares Performance Requirement would be 400 S{ia80 Shares x 80% (Target)
X 50%).

. The number of Earned Shares for the Relative P8Rormance Requirement would be 500 Shares (58@0es x 100% (Maximum) x
50% (Weighting Percentage

. The total number of Earned Shares for the Awandld/be 900 Shares (400 Earned Shares for theriggrifier Shares Performance
Requirement plus 500 Earned Shares for the RelaBR Performance Requiremer
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Exhibit 10.17

FINANCIAL INSTITUTIONS, INC.
2009 MANAGEMENT STOCK INCENTIVE PLAN

2013 PERFORMANCE PROGRAM
AWARD CERTIFICATE

Financial Institutions, Inc., a New York financtadlding company (the “Company”), hereby grantsi® Participant as of the Award
Date set forth below, a restricted stock awarceteeive the Number of Shares (the “Shares”) asostt below (the “Award”). Each Share
subject to the Award consists of a share of rdstilistock issued under the 2009 Management Staektive Plan (the “Plan”), which
become earned and vested in accordance with théspmas of the 2013 Performance Program Master ément (the “Master Agreement”).

Award Date: O
Participant; O
Number of Share O
Award Perioc The thre~year period beginning on January 1, 2013 and erglingecember 31, 20!

Subject to the provisions of the Master Agreemtng table below sets forth the Percentage of Stsagiect to the Award that shall become
Earned Shares based on achievement of the ap@iP&lsformance Requirement during the applicablesMiegment Period. The Earned
Shares, if any, shall become Vested Shares ormshelay of the Service Period set forth below basedontinuous service to the Company
through the Service Period.

Percentage of Shar Performance Requireme Measurement Peric Service Periot
[50] Earnings Per Share January 1, 2013 throu January 1, 2013 throu
December 31, 201 December 31, 201
[50] Relative Total January 1, 2013 throu January 1, 2013 throu
Shareholder Return December 31, 2015

December 31, 201

The Payout Percentage below sets forth the pegemtaShares that become Earned Shares basediemeanbnt of the applicable
Performance Requirement at threshold, target andnmoan levels of performance.

Payout Percentag Threshol Targe Maximurr
[40]% [80]% [100]%




The Award is subject to the terms and conditiongas¢h in this Award Certificate, the Plan and tlaster Agreement. All terms and
provisions of the Plan and the Master Agreementhesame may be amended from time to time, ampocated and made part of this
Award Certificate. If any provision of this Awardce@ificate is in conflict with the terms of the Rlar the Master Agreement, then the terms
of the Plan or the Master Agreement, as applicaiall govern. All capitalized terms used in thisakd Certificate and not defined herein
shall have the meanings assigned to them in thed?lthe Master Agreement. The Participant hereipyessly acknowledges receipt of a
copy of the Plan and the Master Agreement.

(signature page immediately follow



IN WITNESS WHEREOF, the parties have executedAlwsard Certificate as of the Award Date.
FINANCIAL INSTITUTIONS, INC.
By:

Name
Title:

The Participant hereby accepts and agrees to beddmuall of the terms and conditions of this Aw&eltificate, the Master Agreeme
and the Plan.

PARTICIPANT



SCHEDULE A
STOCK POWER

FOR VALUE RECEIVED, the undersigned does herebl; askign and transfer to Financial Institutioms,. I(the “Company”),
[ ] shares of the Company’s common stegkesented by Certificate No. [ ]. Tmelersigned authorizes the Secretary of the
Company to transfer the stock on the books of the@any in the event that either: (a) any shareoafeited under the terms of the
Company’s 2013 Performance Program Master Agree(tiemtMaster Agreement”); or (b) any shares aaedferred to the Company in
satisfaction of the withholding obligations of thedersigned as provided in the Plan and the Magtsrement.

Dated:

PARTICIPANT



Name
Five Star Bank
Five Star Investment Services, |i

SUBSIDIARIES OF REGISTRANT

Exhibit 21

State or Jurisdiction of
Incorporation or Organization

New York
New York



Exhibit 23
Consent of Independent Registered Public Accountingirm

The Board of Directors and Shareholders
Financial Institutions, Inc.:

We consent to incorporation by reference in theiRegjion Statements No. 333-40544, 333-87338, BB%651 and 333-172652 on Forn8S-
and Registration Statements No. 333-156855 andl88843 on Form S-3 of Financial Institutions, latour reports, dated March 18, 2013,
relating to the consolidated statements of findramadition of Financial Institutions, Inc. and sidiaries (the Company) as of December 31,
2012 and 2011, and the related consolidated statsmé&income, comprehensive income, changes irekblders’ equity, and cash flows for
each of the years in the three-year period endegmber 31, 2012, and the effectiveness of interoiadrol over financial reporting as of
December 31, 2012, which reports appear in the Dbee 31, 2012 annual report on Form 10-K of Finalncistitutions, Inc.

/sl KPMG LLP

Rochester, New York
March 18, 2013



Exhibit 31.1

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

[, Martin K. Birmingham, certify that:
1. I have reviewed this annual report on Forr-K of Financial Institutions, Inc

2. Based on my knowledge, this report does notaiominy untrue statement of a material fact or enétate a material fact
necessary to make the statements made, in ligheafircumstances under which such statementsmwade, not misleading with
respect to the period covered by this reg

3. Based on my knowledge, the financial statemamtsother financial information included in thipoet, fairly present in all
material respects the financial condition, resofteperations and cash flows of the registrantfaara for, the periods presente(
this report;

4.  The registrant’s other certifying officer(s) anare responsible for establishing and maintainiisglosure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and1Bd)) and internal control over financial repogti(as defined in Exchange
Act Rules 13-15(f) and 15-15(f)) for the registrant and hav

(a) Designed such disclosure controls and procsdorecaused such disclosure controls and procedoifee designed
under our supervision, to ensure that materialrinégion relating to the registrant, including ithsolidated
subsidiaries, is made known to us by others with@se entities, particularly during the period ihieh this report is
being preparec

(b) Designed such internal control over financégdarting, or caused such internal control overrfaial reporting to be
designed under our supervision, to provide readeradsurance 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 registragisslosure controls and procedures and presenteisi report our
conclusions about the effectiveness of the discisantrols and procedures, as of the end of thegeovered by
this report based on such evaluation;

(d) Disclosed in this report any change in thes&gnt's internal control over financial reportithgat occurred during the
registrant’s most recent fiscal quarter (the regigts fourth fiscal quarter in the case of an aimaport) that has
materially affected, or is reasonably likely to erélly affect, the registrard’internal control over financial reportir
and

5. The registrant’s other certifying officer(s) andave disclosed, based on our most recent evatuat internal control over
financial reporting, to the registrant’s auditorglahe audit committee of the registrant’s boardioéctors (or persons performing
the equivalent functions

(&) All significant deficiencies and material weakses in the design or operation of internal cbotrer financial
reporting which are reasonably likely to adversafgct the registrant’s ability to record, processnmarize and
report financial information; an

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

Date: March 18, 2013 /sl Martin K. Birmingham
Martin K. Birmingham
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. I have reviewed this annual report on Forr-K of Financial Institutions, Inc

2. Based on my knowledge, this report does notaiominy untrue statement of a material fact or enétate a material fact
necessary to make the statements made, in ligheafircumstances under which such statementsmwade, not misleading with
respect to the period covered by this reg

3. Based on my knowledge, the financial statemamtsother financial information included in thipoet, fairly present in all
material respects the financial condition, resofteperations and cash flows of the registrantfaara for, the periods presente(
this report;

4.  The registrant’s other certifying officer(s) anare responsible for establishing and maintainiisglosure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and1Bd)) and internal control over financial repogti(as defined in Exchange
Act Rules 13-15(f) and 15-15(f)) for the registrant and hav

(a) Designed such disclosure controls and procsdorecaused such disclosure controls and procedoifee designed
under our supervision, to ensure that materialrinégion relating to the registrant, including ithsolidated
subsidiaries, is made known to us by others with@se entities, particularly during the period ihieh this report is
being preparec

(b) Designed such internal control over financégdarting, or caused such internal control overrfaial reporting to be
designed under our supervision, to provide readeradsurance 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 registragisslosure controls and procedures and presenteisi report our
conclusions about the effectiveness of the discisantrols and procedures, as of the end of thegeovered by
this report based on such evaluation;

(d) Disclosed in this report any change in thes&gnt's internal control over financial reportithgat occurred during the
registrant’s most recent fiscal quarter (the regigts fourth fiscal quarter in the case of an aimaport) that has
materially affected, or is reasonably likely to erélly affect, the registrard’internal control over financial reportir
and

5. The registrant’s other certifying officer(s) andave disclosed, based on our most recent evatuat internal control over
financial reporting, to the registrant’s auditorglahe audit committee of the registrant’s boardioéctors (or persons performing
the equivalent functions

(&) All significant deficiencies and material weakses in the design or operation of internal cbotrer financial
reporting which are reasonably likely to adversafgct the registrant’s ability to record, processnmarize and
report financial information; an

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

Date: March 18, 2013 /sl 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

Martin K. Birmingham, President and Chief Execut@ficer, and Karl F. Krebs, Chief Financial Offiogf Financial Institutions, Inc. (the

“Company”), each certify in his capacity as ana#fi of the Company that he has reviewed the AnReabrt of the Company on Form 10-K
for the period ended December 31, 2012 and thifetdest of his knowledge:

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

2.  The information contained in the Report fairhegents, in all material respects, the financialdition and results of operations of
the Company

Date: March 18, 2013 /s/ Martin K. Birmingham
Martin K. Birmingham
President and Chief Executive Offic
(Principal Executive Officer

Date: March 18, 2013 /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 UdiiStates Code, as amended by
Section 906 of the Sarbanes-Oxley Act of 2002.ghed original of this written statement requiredSsction 906 has been provided to

Financial Institutions, Inc. and will be retainegl Binancial Institutions, Inc. and furnished to thecurities and Exchange Commission or its
staff upon reques



