Table of Contents

UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Form 10-K

(Mark One)
ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT

OF 1934

For the fiscal year ended December 31, 2013

OR

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

For the transition period from to

Commission file number 000-26481

FINANCIAL INSTITUTIONS, INC.

(Exact name of registrant as specified in its chaefr)

NEW YORK 16-081661C
(State or other jurisdiction of (ILR.S. Employer
incorporation or organization) Identification No.)
220 LIBERTY STREET, WARSAW, NEW YORK 14569
(Address of principal executive offices (ZIP Code)

Registrant’s telephone number, including area codeg(585) 786-1100
Securities registered under Section 12(b) of the Ekange Act:

Title of each class Name of exchange on which registere

Common stock, par value $.01 per share NASDAQ Global Select Market

Securities registered under Section 12(g) of the Ekange Act: NONE

Indicate by check mark if the registrant is a welbwn seasoned issuer, as defined in Rule 40%edBéturities Act.  Yed No
Indicate by check mark if the registrant is notuieed to file reports pursuant to Section 13 orti®ecl5(d) of the Act. Yes[d No
Indicate by check mark whether the registrant €l filed all reports required to be filed by Secti8 or 15(d) of the Securities Exchange
of 1934 during the past 12 months (or for suchtegreriod that the registrant was required todileh reports), and (2) has been subject to
such filing requirements for the past 90 days.es YXI No O

Indicate by check mark whether the registrant lasmstted electronically and posted on its corpo¥ab site, if any, every Interactive De



File required to be submitted and posted pursuaRide 405 of Regulation {8 232.405 of this chapter) during the precedi@gnonths (o
for such shorter period that the registrant wasired to submit and post such files). Yé&d No O

Indicate by check mark if disclosure of delinquilets pursuant to Item 405 of Regulation S-K (825 of this chapter) is not contained
herein, and will not be contained, to the beshefregistrant’s knowledge, in definitive proxy ofdrmation statements incorporated by
reference in Part Il of this form 10-K or any ardement to this Form 10-K. [J

Indicate by check mark whether the registrantlerge accelerated filer, an accelerated filer, m-accelerated filer, or a smaller reporting
company. See definitions of “large accelerated filaccelerated filer” and “smaller reporting coamp/” in Rule 12b-2 of the Exchange Act.

Large accelerated fili O Accelerated filel

Non-accelerated file [ Smaller reporting compar [J
Indicate by check mark whether the registrantskell company (as defined in Rule 12b-2 of the Bxgje Act). Yes1 No

The aggregate market value of the registrant’s comstock, par value $0.01 per share, held byaftiliates of the registrant, as computec
reference to the June 30, 2013 closing price reddsy NASDAQ, was approximately $236,055,000.

As of February 28, 2014, there were outstandinglusive of treasury shares, 13,848,258 shareseafefistrant’'s common stock.
DOCUMENTS INCORPORATED BY REFERENCE

Portions of the registrant’s proxy statement far 2014 Annual Meeting of Shareholders are incotgdrhy reference in Part Ill of this
Annual Report on Form 10-K.




Table of Contents

Item 1.
ltem 1A
ltem 1B.
ltem 2.
ltem 3.

Item 4.

Item 5.
ltem 6.
Item 7.
Item 7A
Item 8.
Item 9.
ltem 9A
ltem 9B

Item 10.
ltem 11.
ltem 12.
ltem 13.
ltem 14.

Item 15.

TABLE OF CONTENTS

PART |
Business

Risk Factors

Unresolved Staff Commen
Properties

Legal Proceeding

Mine Safety Disclosure

PART Il
Market for Registrar s Common Equity, Related Stockholder Matters asddsPurchases of Equity Securi
Selected Financial Da
Managemer's Discussion and Analysis of Financial Conditiod &esults of Operatior
Quantitative and Qualitative Disclosures About MarRisk
Financial Statements and Supplementary |
Changes in and Disagreements with Accountants @outing and Financial Disclosu
Controls and Procedur

Other Informatior

PART Il
Directors, Executive Officers and Corporate Govaoa
Executive Compensatic
Security Ownership of Certain Beneficial Owners Maehagement and Related Stockholder Mai
Certain Relationships and Related TransactionsDarettor Independenc

Principal Accounting Fees and Servi
PART IV

Exhibits and Financial Statement Schedi

Signatures

PAGE

17
25
25
25
25

26
28
32
57
60
11t
11t
11t

11€
11€
11€
117
117

11€
121



Table of Contents

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, plangabives, goals, guidelines, expectations, antt@pa, and future financial condition,
results of operations and performance of Finarogtltutions, Inc. (the “parent” or “FII”) and isubsidiaries (collectively the
“ Companyn “We'" “Our'" uusn); and

» statements preceded by, followed by or that mhelthe words “may,” “could,” “should,” “would,” “Heve, estimate,

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

anticipate,

These forward-looking statements are not guaramtefesure 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 artieih earnings may be adversely impac

» Geographic concentration may unfavorably impactaparations

» We depend on the accuracy and completeness ofaf@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 dulefi to normal credit risk

* We are highly regulated and may be adversely a&teby changes in banking laws, regulations andiaémy practices
» The new Basel Ill Capital Standards may have arisdveffect on ut

* New regulations could adversely impact our earnthggsto, among other things, increased compliansts ®r costs due
noncompliance

* New or changing tax, accounting, and regulatorggand interpretations could significantly impaat strategic initiatives, results
operations, cash flows, and financial conditi

» A breach in security of our information systeinsjuding the occurrence of a cyber incident oefiaiency in cyber security, may
result in a loss of customer business or damagertdrand image

* We rely on other companies to provide key compasmefibur business infrastructu

» We use financial models for business planning pgepdhat may not adequately predict future re

» We may not be able to attract and retain skillegpjezand our ongoing leadership transition mayrsuacessful

» Acquisitions may disrupt our business and dilutereholder value

» We are subject to interest rate ri

» Our business may be adversely affected by conditiothe financial markets and economic conditigaserally;

» Our earnings are significantly affected by thedisend monetary policies of the federal governnagk 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 ketarea

» Severe weather, natural disasters, acts of warmrtsm, and other external events could signifilyaimpact our busines
 Liquidity is essential to our business

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

* We may not pay dividends on our common st

* We may issue debt and equity securities or séesiiconvertible into equity securities, any of efhimay be senior to our common



stock as to distributions and in liquidation, whaduld negatively affect the value of our commarckt
» The market price of our common stock may fluctisadgmificantly in response to a number of factorgd

» 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 onlpfthe 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, deenot undertake, and specifically disclaim anyigdilon to publicly release any revisions

to any forward-looking statements to reflect thewrcence of anticipated or unanticipated eventiraumstances after the date of such
statements.
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ITEM 1. BUSINESS
GENERAL

Financial Institutions, Inc. is a financial holdingmpany organized in 1931 under the laws of Newk\8iate (“New York” or “NYS”), and
through its wholly-owned New York chartered banksupsidiary, Five Star Bank, Financial Institutiphm. offers a broad array of deposit,
lending and other financial services to individyatsinicipalities and businesses in Western andr@eXew York. We have also expanded
our indirect lending network to include relationshiwith franchised automobile dealers in the Capitstrict of New York and Northern
Pennsylvania. All references in this Annual Reporf-orm 10-K to the parent are to Financial Initus, Inc. (“FII"). 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 &redl to as Five Star Bank, “FSB” or “the
Bank”. Fll is a legal entity, separate and distiinotn its subsidiaries, assisting those subsidsanieproviding financial resources and
oversight. Our executive offices are located at Pib@rty Street, Warsaw, New York.

During late 2013, our subsidiary, Five Star InvestbServices, Inc. (“FSIS”) ceased operations aactime broker-dealer and the securities
licenses of advisors associated with FSIS who etetdt transfer, as well as their respective clémtbunts which had previously cleared
through a third-party platform, were transferredhte LPL Financial (“LPL") clearing platform. Folldng the completion of these transfer
activities, FSB began offering investment and siéesrrelated services, including brokerage an@#&ment advice through a strategic
partnership with LPL. FSB has employees who are tdgjistered representatives, located throughotrétsch network, offering customers
insurance and investment products including stdeksds, mutual funds, annuities, and managed atsthmough a program called Five Star
Investment Services. FSIS withdrew its registratigtih the Financial Industry Regulatory AuthoritfF[NRA") effective December 31, 201
and is expected to be dissolved in 2014.

Our Business Strategy

Our business strategy has been to maintain a coityrhank philosophy, which consists of focusingaomd understanding the individualized
banking needs of individuals, municipalities andibasses of the local communities surrounding anking centers. We believe this focus
allows us to be more responsive to our customemsds and provide a high level of personal serfiaedifferentiates 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, competitivelyged 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 compe&titidvantage over larger banks, which tend
to consolidate decision-making authority outsidealaommunities.

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@merice, our comprehensive suite of deposit aad products typically found at larger
banks, our highly experienced management team ansti@tegically located banking centers. A cereat 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 thelamgest metropolitan areas in New York outsid&lefv York City, with a combined
metropolitan area of over two million people. Weigipate continuing to increase our presence inadnd 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 ttomes 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 %ch 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, 2013 addtes the information for any bank
mergers and acquisitions completed subsequeneteporting date.

Market Market

Number of
County Share Rank Branches @
Allegany 8.2% 3 1
Cattaraugu: 24.% 2 5
Cayuge 3.1% 11 1
Chautauqui 1.2% 9 1
Chemunc 15.(% 3 3
Erie 0.4% 11 3
Genesel 21.6% 3 4
Livingston 32.% 1 5
Monroe 1.2% 1C 5
Ontario 13.€% 2 5
Orleans 24.5% 1 2
Senec: 20.7% 3 2
Steuber 27.5% 1 7
Wyoming 48.7% 1 4
Yates 38.2% 1 2

(M Number of branches current as of December 31, 2

INVESTMENT ACTIVITIES

Our investment policy is contained within our ovefsset-Liability Management and Investment Polithis 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 tosjate earnings consistent with factors of
quality, maturity, marketability, pledgeable natared risk diversification. Our Treasurer, guidedoy Asset-Liability Committee (“ALCO),

is responsible for investment portfolio decisiorithim the established policies.

Our investment securities strategy centers on giagiliquidity 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 arergeglissued by official Federal government bodeg., the Government National
Mortgage Association (“GNMA”) and U.S. governmepbsasored enterprise (“GSE”") securities, which &eusties issued by
independent organizations that are in part spodgoyehe federal government (e.g., the Federal Hooaa Bank (“FHLB”) system,
the Federal National Mortgage Association (“FNMAHe Federal Home Loan Mortgage Corporation (“FHLM@he Small
Business Administratior*SBA”) and the Federal Farm Credit Buree

» Mortgage-backed securities (“MBS”) include moggebacked pass-through securities (“pass-througbsliiateralized mortgage
obligations “CMQ") and DUS (delegated underwriting & servicing) issbgdsNMA, FNMA and FHLMC;

» Investment grade municipal securities, includiegenue, tax and bond anticipation notes, statutmtallment 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 investment
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LENDING ACTIVITIES
General

We offer a broad range of loans including commétmigsiness and revolving lines of credit, commdneiartgages, equipment loans,
residential mortgage loans and home equity loaddiaas of credit, home improvement loans, autonedbians and personal loans. Newly
originated and refinanced fixed rate residentiattgage loans are either retained in our portfotisald 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 shete a common view of the risks inherent in legdictivities as well as the
standards to be applied in underwriting and marpgiadit risk;

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

» Careful, timely exposure monitoring through dymamse of our risk rating system is required tovte 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 threwer’s ability to service the loan
from operating income. We offer a broad range oficercial lending products, including term loans &nés of credit. Short and medium-
term commercial loans, primarily collateralizeds arade available to businesses for working cafitaluding inventory and receivables),
business expansion (including acquisition of rathie, expansion and improvements) and the purafasgipment. Commercial business
loans are offered to the agricultural industryghort-term crop production, farm equipment anddigek financing. As a general practice,
where possible, a collateral lien is placed on asilable real estate, equipment or other assetedwy the borrower and a personal
guarantee of the owner is obtained. As of DecerBheR013, $86.7 million, or 33%, of our aggregaimmercial business loan portfolio w
at fixed rates, while $179.1 million, or 67%, wertevariable 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, 2013, $187.5 million, or 4@%oour aggregate commercial
mortgage portfolio were at fixed rates, while $3illion, or 60%, were at variable rates.

We utilize government loan guarantee programs wheadable and appropriate.

Government Guarantee Programs

We participate in government loan guarantee prograifered by the SBA, U.S. Department of AgricudtuRural Economic and Community
Development and Farm Service Agency, among otlderef December 31, 2013, we had loans with an agdeeprincipal balance of $56.6
million that were covered by guarantees under thesgrams. The guarantees typically only coverrtagepercentage 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-founils residential mortgages collateralized by owpecupied properties located in our ma
areas. We offer a variety of real estate loan petejwhich are generally amortized over periodspfo 30 years. Loans collateralized by one-
to-four family residential real estate generallydéeen 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 onfstw family residential mortgages to the
secondary mortgage market and typically retairrigite to service the mortgages. To assure maximalabgity of the residential loan

products for possible resale, we typically folldve tunderwriting and appraisal guidelines of thesdary market, including the FHLMC and
the FHA, and service the loans in a manner thifsst the secondary market agreements. As of Deeefil, 2013, our residential mortgage
servicing portfolio totaled $237.9 million, the rogty of which has been sold to the FHLMC. As ofdember 31, 2013, our residential
mortgage loan portfolio totaled $113.0 million,G%6 of our total loan portfolio. We do not engagesim-prime or other high-risk residential
mortgage lending as a line-of-business.
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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 3B, 2Qistanding 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, Centratlamapital District of New York, and Northern Peyivania. As of December 31, 2013,
our consumer indirect portfolio totaled $636.4 iaill, or 35% 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 ternth@de loans typically range from 12 to 180 montits\ary based upon the nature of the
collateral and the size of loan. The majority af tonsumer lending program is underwritten on areecbasis using the customer’'s home or
the financed automobile, mobile home, boat or egtweal vehicle as collateral. As of December 31,2 $201.3 million, or 62%, of our
home equity portfolio was at fixed rates, while $2million, or 38%, was at variable rates. Appmately 76% of the loans in our home
equity portfolio are first lien positions at Deceenl31, 2013. The other consumer portfolio total28.$ million as of December 31, 2013, all
but $1.1 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 itnegeds of our target marks
» Enhance our reputation for superior quality andetindelivery 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 qudirrowers

» Focus on government guaranteed lending and estabbpecialization in this area to meet the neétlse small businesses in our
communities; ani

« Comply with the relevant laws and regulatic

Our policy includes loan reviews, under the supgovi of the Audit and Risk Oversight committeeshaf Board of Directors and directed by
our Chief Risk Officer, in order to render an indedent 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 portfelia identify developing trends and relative lea#lssk;
« ldentify deteriorating credits

» Reflect the probability that a given customer majfadlt on its obligations; ar

» Assist with risl-based pricing

Through the loan approval process, loan administrand loan review program, management seeksrtncmusly 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 intaimging the overall quality of our loan portfoliBelinquent 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, unéesh loans are wedlollateralized and in tr
process of collection. Loans that are on a cuppegiment 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 citsgl

» 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 loal

» Effects of changes in lending polic

» Experience, ability and depth of managem

» National and local economic trends and conditit

» Concentrations of credi

* Interest rate environmer

e Customer leveragt

 Information (availability of timely financial infenation); 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@wved 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 pasgcsg mention, substandard and doubtful. Uncriéidifbans, 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 ohglea 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 relateshIportfolios (residential and home
equity) are based on the average loss experiented@revious eight quarters, supplemented witlitative factors similar to the

elements described above. Allowance allocationsh®rconsumer indirect and other consumer porai@ 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”re$ 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 investrsecurities and funds provided by operations.

Deposits

We maintain a full range of deposit products anzbaots 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 diets, customer service and long-standing relatipsswith customers to attract and retain
these deposits and seek to make our services cdemveén 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 fdousiness customers.

We had no traditional brokered deposits at Decer@beR013; 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 amoumbUdgh these programs, deposits in excess of thk@mmen insurable amount are plac
with multiple participating financial institutionReciprocal CDARS deposits and ICS deposits tothédd3 million and $56.4 million,
respectively, at December 31, 2013.

Borrowings

We have access to a variety of borrowing sourcdauar both short-term and long-term borrowingsufmpsrt our asset base. Borrowings
from time-to-time include federal funds purchasssturities sold under agreements to repurchaseBFdlances and borrowings from the
discount window of the FRB. We also offer custonsdeposit account that sweeps balances in extessagreed upon target amount into
overnight repurchase agreements.

OPERATING SEGMENTS

Our only operating segment is our subsidiary b&38.

OTHER INFORMATION

We also make available, free of charge, throughnmbssite, 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®pms soon as reasonably
practicable after those documents are filed witHumished to, the SEC. These filings may be viglg accessing theompany Filings
subsection of th€EC Filingssection under thilvestor Relationtab 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.

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 8-K, as well as any amendments thereto macbessed at www.sec.gowat the public reference facility maintained bg SEC at its
public reference room at 100 F. Street, N.E., RA&80, Washington, DC 20549 and copies of all or@any thereof may be obtained from
that office upon payment of the prescribed feeas Ny call the SEC at 1-800-SEC-0330 for furthéorimation on the operation of the
public reference room and you can request copi¢iseoflocuments upon payment of a duplicating fgeyiiting to the SEC.

SUPERVISION AND REGULATION

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

the full text of the statutes and regulations dbsck.
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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 (the “BHC Act”), as amended by, amotiteolaws, the Gramm-Leach-Bliley Act of 1999 (tBramm-Leach-Bliley Act”),

and by the Dodd-Frank Wall Street Reform and CoresuPnotection Act (the “Dodd-Frank Act”), enacted2010. We must file reports with
the FRB and such additional information as the FRB require, and our holding company and non-banéffiliates are subject to
examination by the FRB. Under FRB policy, a bankdimy company must serve as a source of strengtitsfsubsidiary banks. Under this
policy, the FRB may require, and has required enghst, a holding company to contribute additiaaglital to an undercapitalized subsidiary
bank. The BHC Act provides that a bank holding campmust obtain FRB approval before:

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

» Acquiring all or substantially all of the assetsapbther bank or bank holding company

» Merging or consolidating with another bank holdagmpany

The BHC Act generally prohibits a bank holding camp from acquiring direct or indirect ownershipcontrol of more than 5% of the voti
shares of any company which is not a bank or batdkirg company, or from engaging directly or inditg in activities other than those of
banking, managing or controlling banks, or proviggervices for its subsidiaries. The principal gtmms to these prohibitions involve cert
non-bank activities which, by statute or by FRBulatjon or order, have been identified as actigitéosely related to the business of banking
or managing or controlling banks. The list of aiti®&s permitted by the FRB includes, among othergs: lending; operating a savings
institution, mortgage company, finance companyditreard company or factoring company; performiegta@in data processing operations;
providing certain investment and financial advigegerwriting and acting as an insurance agentddam types of credit related insurance;
leasing property on a full-payout, non-operatingi®aselling money orders, travelecsiecks and United States Savings Bonds; real estd
personal property appraising; providing tax plagramd preparation services; and, subject to cdlitaitations, providing securities brokere
services for customers. These activities may adsaffected by federal legislation.

The Gramm-Leach-Bliley Act amended portions of BiC Act to authorize bank holding companies, sushig directly or through non-
bank subsidiaries to engage in securities, ins@rand other activities that are financial in natrécidental to a financial activity. In order
to undertake these activities, a bank holding compaust become a “financial holding company” bymitling to the appropriate Federal
Reserve Bank a declaration that the company dledis a financial holding company and a certifimatinat all of the depository institutions
controlled by the company are well capitalized amdl managed.

The Dodd-Frank Act amends the BHC Act to requirefderal financial regulatory agencies to adolgtsrthat prohibit banks and their
affiliates from engaging in proprietary trading andesting in and sponsoring certain unregistensgstment companies (defined as hedge
funds and private equity funds), which is commardiled the “Volcker Rule”. The Federal Reserve addginal rules implementing the
Volcker Rule on December 10, 2013. The final ra@eseffective April 1, 2014, but the Federal Resasgued an order extending the period
during which institutions have to conform theiriaities and investments to the requirements ofMbkker Rule to July 21, 2015. The Final
Rules require each regulated entity to establisimi@nnal compliance program that is consistenhwlie extent to which it engages in
activities covered by the Volcker Rule, which mursiude (for the largest entities) making regulgparts about those activities to regulators.
Community banks, such as FSB, have been afford®e selief under the Final Rules. If such banksesrgaged only in exempted proprietary
trading, such as trading in U.S. government, agesteye and municipal obligations, they are exesnpitely from compliance program
requirements. Moreover, even if a community bardages in proprietary trading or covered fund atiéigiunder the rule, they need only
incorporate references to the Volcker Rule intartbristing policies and procedures. The Final Rudee effective April 1, 2014, but the
conformance period has been extended from itstetgtend date of July 21, 2014 until July 21, 204Bhough we are continuing to evaluate
the impact of the Volcker Rule and the final rudelopted thereunder, we do not currently anticii@déthe Volcker Rule will have a material
effect on the operations of Fll or the Bank, asde@enot engage in the businesses prohibited by thekér Rule. We may incur costs to adopt
additional policies and systems to ensure compdiavith the Volcker Rule, but any such costs areempected to be material.

The Dodd-Frank Act. The Dodd-Frank Act, significantly restructures fimancial regulatory regime in the United Statekhdugh the Dodd-
Frank Act’s provisions that have received the npastlic attention generally have been those applyonyr more likely to affect larger
institutions such as bank holding companies withltconsolidated assets of $50 billion or morepittains numerous other provisions that
affect all bank holding companies and banks, inclgdrll or the Bank, some of which are describechiore detail below.

-10-



Table of Contents

Many of the Dodd-Frank Act’s provisions are subjfectinal rulemaking by the U.S. financial regulat@gencies, and the implications of the
Dodd-Frank Act for our businesses will depend targe extent on how such rules are adopted anceimgaited by the primary U.S. financial
regulatory agencies. We continue to analyze theanpf rules adopted under Dodd-Frank, on our lmssinHowever, the full impact will not
be known until the rules, and other regulatoryiatiites that overlap with the rules, are finalized! their combined impacts can be
understood.

Depository Institution Regulation. The Bank is subject to regulation by the Federgdd3é Insurance Corporation (“FDIC"). This regulato
structure includes:

» Real estate lending standards, which provide guieglconcerning loe«to-value ratios for various types of real estate Ip

» Risk-based capital rules, including accountingiriterest rate risk, concentration of credit r@sid the risks posed by non-traditional
activities;

* Rules requiring depository institutions to deyeémd 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 soundnasssisisicluding operations and managerial standatasdards for asset quality,
earnings and compensation standa

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 twoeipital framework. Tier 1 capital generally catsiof common shareholders’ equity,
retained earnings, a limited amount of qualifyirgpetual preferred stock, qualifying trust prefdrsecurities and non-controlling interests in
the equity accounts of consolidated subsidiaresss oodwill and certain intangibles. Tier 2 cdmjemerally consists of certain hybrid capital
instruments and perpetual debt, mandatory converiébt securities and a limited amount of subaigid debt, qualifying preferred stock,
loan loss allowance, and unrealized holding gaimsestain equity securities. The sum of Tier 1 &ied 2 capital represents qualifying total
capital, at least 50% of which must consist of Tieapital.

Risk-based capital ratios are calculated by digdiier 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 mummtotal risk-based capital ratio is 8%. Our Tiear total risk-based capital ratios under
these guidelines at December 31, 2013 were 10.82P42.08%, respectively.

The FRB'’s leverage capital guidelines establishrdamum leverage ratio determined by dividing Tiecdpital by adjusted average total
assets. The minimum leverage ratio is 3% for bailihg companies that meet certain specified daténcluding having the highest
regulatory rating. All other bank holding compangeserally are required to maintain a leverag® mattiat least 4%. At December 31, 2013,
we had a leverage ratio of 7.63%. See also thésditled “Capital Resources” in Part Il, tem“Rlanagement’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.

Basel Ill Capital Rules. In July 2013, the Federal Reserve approved firlabrthat substantially amend the regulatory riskeblacapital rules
applicable to FIl and the Bank. The FDIC and theQd@ve subsequently approved these rules. Therfited were adopted following the
issuance of proposed rules by the Federal Reserdunie 2012, and implement the “Basel IlI” regutpttapital reforms and changes required
by the Dodd-Frank Act. “Basel 111" refers to twortsultative documents released by the Basel ConeroiteBanking Supervision in
December 2009, the rules text released in Dece&iH¥, and loss absorbency rules issued in Jan@drdy, 2vhich include significant chanc

to bank capital, leverage and liquidity requirensent

The rules include new risk-based capital and leyeratios, which would be phased in from 2015 t®@&nd would refine the definition of
what constitutes “capital” for purposes of calcugtthose ratios. The new minimum capital leveluiegments applicable to FlIl and the Bank
under the final rules would be: (i) a new commouigqTier 1 capital ratio of 4.5%; (ii) a Tier 1 mital ratio of 6% (increased from 4%); (iii
total capital ratio of 8% (unchanged from currariés); and (iv) a Tier 1 leverage ratio of 4% firsstitutions. The final rules also establis
“capital conservation buffer” above the new regafgtminimum capital requirements, which must cansrigirely of common equity Tier 1
capital. The capital conservation buffer will beaphdin over four years beginning on January 1, 2016olaws: the maximum buffer will k
0.625% of risk-weighted assets for 2016, 1.25%2fxk7, 1.875% for 2018, and 2.5% for 2019 and thered his will result in the following
minimum ratios beginning in 2019: (i) a common ey diier 1 capital ratio of 7.0%; (ii) a Tier 1 c#giratio of 8.5%; and (iii) a total capital
ratio of 10.5%. Under the final rules, institutioem® subject to limitations on paying dividendggaying in share repurchases, and paying
discretionary bonuses if its capital level fallddve the buffer amount. These limitations estabéstmaximum percentage of eligible retained
income that could be utilized for such actions.
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Basel Il provided discretion for regulators to ioge an additional buffer, the “countercyclical leuff of up to 2.5% of common equity Tier 1
capital to take into account the macro-financialiemment and periods of excessive credit growtbwever, the final rules permit the
countercyclical buffer to be applied only to “adead approach” banks (i.e., banks with $250 bilbomore in total assets or $10 billion or
more in total foreign exposures), which currenttglades the Company and the Bank. The final rules ismplement revisions and
clarifications consistent with Basel Ill regardithge various components of Tier 1 capital, includboghmon equity, unrealized gains and
losses, as well as certain instruments that willomger qualify as Tier 1 capital, some of whichlwe phased out over time. However, the
final rules provide that small depository institutiholding companies with less than $15 billionatal assets as of December 31, 2009 (w
includes the Company) will be able to permanemtgiide non-qualifying instruments that were issaed included in Tier 1 or Tier 2 capital
prior to May 19, 2010 in additional Tier 1 or Ticapital until they redeem such instruments oil thi¢ instruments mature.

The final rules set forth certain changes for thiewdation of risk-weighted assets, which we wél iequired to utilize beginning January 1,
2015. The “standardized approach” final rule ugfizan increased number of credit risk exposurgoess and risk weights, and also
addresses: (i) an alternative standard of credibirmass consistent with Section 939A of the DoddrkrAct; (ii) revisions to recognition of
credit risk mitigation; (iii) rules for risk weigimg of equity exposures and past due loans; (wiseal capital treatment for derivatives and
repo-style transactions; and (v) disclosure requémts for top-tier banking organizations with $5ldn or more in total assets that are not
subject to the “advance approach rules” that afiplyanks with greater than $250 billion in consatetl assets. Based on our current capital
composition and levels, we believe that we wouldnbeompliance with the requirements as set fartthe final rules if they were presently
effect.

Prompt Corrective Action. The Federal Deposit Insurance Corporation ImproverAet of 1991, among other things, identifies foapital
categories for insured depository institutions (wapitalized, 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 time@imum capital requirements within these categorThis act imposes progressively more
restrictive constraints on operations, managemashicapital distributions, depending on the categormyhich 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 pasegg'neral unsecured creditors. In addition, theeFedeposit 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 actgairest 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 ImproverAet, using the total risk-based capital, Tigisk-based capital and leverage capital
ratios as the relevant capital measures. Thesdatems establish various degrees of correctivimadb be taken when an institution is
considered undercapitalized. Under the regulatiariaell capitalized” institution must have a Tikerisk-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 risksed capital ratio of at least 4%, a total risk-blas&pital 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% t@verage ratio of less than 4% (3% in certaicuenstances). 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 undepitalized” if its tangible equity is equal to oskthan 2% of total assets. Generally, an
institution may be reclassified in a lower capiation category if it is determined that the ingti@n is in an unsafe or unsound condition or
engaged in an unsafe or unsound practice.

As of December 31, 2013, the Bank met the requirgsn® be classified as “well-capitalized”.

The Basel Il Capital Rules also contain revisibmthe prompt corrective action framework, which designed to place restrictions on
insured depository institutions, including the Baifitheir capital levels begin to show signs ofakeess. These revisions take effect
January 1, 2015. Under the prompt corrective agtguirements, which are designed to complementdpéal conservation buffer, insured
depository institutions will be required to meet following increased capital level requirementsider to qualify as “well capitalized:” (i) a
new common equity Tier 1 capital ratio of 6.5%) &iTier 1 capital ratio of 8% (increased from 6%i)) a total capital ratio of 10%
(unchanged from current rules); and (iv) a Tieeverage ratio of 5% (increased from 4%).
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Dividends. The FRB policy is that a bank holding company stiqudy cash dividends only to the extent that itammome 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 eig®ting 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 din@kewe receive from the Bank. The Bank is subetatious regulatory policies and
requirements relating to the payment of dividemsluding requirements to maintain capital abovgutatory minimums. Approval of the
New York State Department of Financial Servicegguired prior to paying a dividend if the dividedeclared by the Bank exceeds the ¢
of the Bank’s net profits for that year and itsaieéd 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 assets on a quarterly basis. Depasitssared up to applicable limits by the FDIC andtsinsurance 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. Therage limit is per depositor, per
insured depository institution for each account ekship category.

The Dodd-Frank Act also set a new minimum Depasititance Fund (“DIF”) reserve ratio at 1.35% oifneated insured deposits. The FDIC
is required to attain this ratio by September 2@ 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 batdinotal assets minus average
tangible equity as of the close of business fohetay 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 Corpomat{t-ICQ”) assessment in order to fund the intemsbonds issued in the 1980s in
connection with the failures in the thrift industRor the fourth quarter of 2013, the FICO assessmas equal to 0.62 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 examinationsraf eequire reporting by FDIC-insured institutiottds 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 tagtions with, its parent bank holding
company and the holding compasyther subsidiaries. Furthermore, bank loans atehsions of credit to affiliates also are subjectariou:
collateral requirements.

Community Reinvestment Act.Under the Community Reinvestment Act, every FDI8uired institution is obligated, consistent withesaf
and sound banking practices, to help meet thetaneéids of its entire community, including low andderate income neighborhoods. The
Community Reinvestment Act requires the appropffietieral banking regulator, in connection with &x@mination of an insured institution,
to assess the institution’s record of meeting tleelit needs of its community and to consider tagord 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 compahthe 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 sthtetered banks may open an initial branch in te stéher 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 circanmss, allow consumers to prevent disclosure ¢dicepersonal information to non-
affiliated third parties. The privacy provisionstbfE Gramm-Leach-Bliley Act affect how consumeimhation is transmitted through
diversified financial services companies and cordelp outside vendors.
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Anti-Terrorism Legislation. The Uniting and Strengthening America by Providikgpropriate 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 ngeiholding accounts for foreign financial instibns or wealthy foreign
individuals;

 requires financial institutions to establish an-money-laundering “AML ") compliance program; ar

» generally eliminates civil liability for persons wliiile suspicious activity report

The USA Patriot Act also increases governmentalgrewo 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 Bankk Aompliance program be deemed insufficient byefediregulators, we would not be
able to grow through acquiring other institutiomspening de novo branches.

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 documented information that a consumer applyingforortgage loan has a reasonable
ability to repay the loan according to its termsriage lenders are required to determine constagitiy to repay in one of two ways. The
first alternative requires the mortgage lenderaosider the following eight underwriting factors evhmaking 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 qualififetgage the points and fees paid by a consumetaxceed 3% of the total loan amount.
Qualified mortgages that are “higher-priced” (esigbprime loans) garner a rebuttable presumptia@owipliance with the ability-to-repay
rules, while qualified mortgages that are not “leigpriced” (e.g. prime loans) are given a safe tiadh compliance.

Incentive Compensation Policies and Restrictiondn July 2010, the federal banking agencies issugdiagce that applies to all banking
organizations supervised by the agencies (theredlyding both Fll and the Bank). Pursuant to thiglgiice, to be consistent with safety and
soundness principles, a banking organization’sritice compensation arrangements should: (1) progidployees with incentives that
appropriately balance risk and reward; (2) be cdibjgawith effective controls and risk managememtg (3) be supported by strong corpa
governance including active and effective oversighthe banking organization’s board of directddsnitoring methods and processes used
by a banking organization should be commensuratetive size and complexity of the organization asdise of incentive compensation.

In addition, in March 2011, the federal bankingrages, along with the Federal Housing Finance Ageacnd the SEC, released a proposed
rule intended to ensure that regulated financitituntions design their incentive compensationragesments to account for risk. Specifically,
the proposed rule would require compensation grastat the Parent Company and at the Bank to bestent with the following principles:
(1) compensation arrangements appropriately balasicand financial reward; (2) such arrangemenéscampatible with effective controls
and risk management; and (3) such arrangementipp®rted by strong corporate governance. In addifinancial 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 regulaidre comment period has closed but a final rulenoayet 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 registsder the Exchange Act, including publicly-hlethk holding companies such as FlI.
Specifically, the Sarbanes-Oxley Act of 2002 arel\thrious regulations promulgated thereunder, bsiedol, among other things:

(i) requirements for audit committees, includingeépendence, expertise, and responsibilities;ggponsibilities regarding financial
statements for the Chief Executive Officer and €Riaancial Officer of the reporting company; (iihe forfeiture of bonuses or other
incentive-based compensation and profits from #be sf the reporting company’s securities by théCExecutive Officer and Chief
Financial Officer in the twelve-month period follow the initial publication of any financial statents that later require restatement; (iv) the
creation of an independent accounting oversightdyd&) standards for auditors and regulation afies) including independence provisions
that restrict non-audit services that accountarag provide to their audit clients; (vi) discloswed reporting obligations for the reporting
company and their directors and executive officeixduding accelerated reporting of stock trangatiand 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 caanpde with other bank regulatory requirements; @ig a range of civil and criminal
penalties for fraud and other violations of theusities 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 describedvebfrom time to time, various
legislative and regulatory initiatives are introdddn Congress and state legislatures, as wel asdulatory agencies. Such initiatives may
include proposals to expand or contract the powEbsnk holding companies and depository institigior proposals to substantially change
the financial institution regulatory system. Suepislation could change banking statutes our ojpgranvironment in substantial and
unpredictable ways. If enacted, such legislatiamatincrease or decrease the cost of doing busifiessor expand permissible activities or
affect the competitive balance among banks, sawasgeciations, credit unions, and other finanaistifutions. We cannot predict whether
such legislation will be enacted, and, if enactld,effect that it, or any implementing regulatiowsuld 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 Ipgepared in accordance with GAAP, which requiremuseasure financial position and
operating results principally using historic dafla€hanges in the relative value of money dueftatian or recession are generally not
considered. The primary effect of inflation on aperations is reflected in increased operatingscdde believe changes in interest rates
affect the financial condition of a financial iristion to a far greater degree than changes iimftegion 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, iniclgechanges 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 genetdldbaal economic conditions and by the monetad/fastal policies of the U.S.
government, its agencies and various other govantaheegulatory authorities. The FRB regulatessiyeply 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 usediiying degrees and combinations to directly
affect the availability of bank loans and depostsyell as the interest rates charged on loanpaiddon deposits. For that reason, the pol

of the FRB could have a material effect on our egs

EMPLOYEES

At December 31, 2013, we had 645 employees. Nooeiioémployees are subject to a collective barggiagreement and management
believes our relations with employees are good.

-15-



Table of Contents

EXECUTIVE OFFICERS

The following table sets forth current informatiegarding our executive officers and certain o#tignificant employees (ages are as of
May 7, 2014, the date of the 2014 Annual Meetinlofreholders).

Started

Name Age In Positions/Offices

Martin K. Birmingham 47 200t President and Chief Executive Officer since Maroth® Previously, President and Chief of
Community Banking of FIl and the Bank from Augu$tl2 to March 2013. Executive Vice
President and Regional President/Commercial Bankitegutive Officer of the Bank from 2005
to 2009. Senior Vice President and Regional Presioiethe Bank from 2005 to 2009. Senior
Team Leader and Regional President of the Rochieteket at Bank of America (formally Fleet
Boston Financial) from 2000 to 20C

Paula D. Dolan 60 201: Senior Vice President and Director of Human Resesiaf FIl and the Bank since September
2013. Before joining the Company, Ms. Dolan workeédHillside Family of Agencies (“Hillside’
starting as a consultant in 2010, and most recasthillside’s Manager of Compensation and
Human Resource Information Systems. Previouslywsigea Senior Human Resources Const
with First Niagara Consulting/Burke Group from 20072010. Prior to working at First Niagara,
Ms. Dolan held human resources positions at Un#églth Systems, HR Works, Eastman Kodak
Company, Rochester Community Savings Bank and Jenhesighlin Steel Corporatiot

Sonia M. Dumbleton 52 198¢  Senior Vice President, Controller and Corporate&acy of FIl and the Bank since May 2013.
Senior Vice President and Controller of the Bamkcsi2006. Vice President and Controller of the
Bank from 2001 to 200t

Michael D. Grover 42 199¢  Senior Vice President of Financial Reporting ans aad Chief Accounting Officer of FIl and tl
Bank since April 2013. Senior Vice President ofdficial Reporting and Tax of the Bank since
2008.

Richard J. Harrison 68 2002  Executive Vice President and Chief Operating OffieFIl and the Bank since August 2012.
Executive Vice President and Senior Retail Lendidgninistrator of the Bank since 2009. Senior
Vice President and Senior Retail Lending Administraf the Bank and its predecessor, National
Bank of Geneva, from 2003 to 2009. Executive Vicesklent and Chief Credit Officer of Savil
Bank of the Finger Lakes from 2001 to 2003. DirectoTranscat, Inc., a publicly traded
distributer and calibrator of hand held test andisneement equipment since 20

Jeffrey P. Kenefick 47 200¢  Executive Vice President and Commercial Bankingdaxge of Fll and the Bank since May
2013. Senior Vice President, Commercial Bankingdbkge and Regional President of the Bank
from February 2006 until May 201

Kevin B. Klotzbach 61 2001 Executive Vice President, Chief Financial Officadal reasurer of Fll and the Bank since April
2013. Senior Vice President and Treasurer of thikBance 2001. Prior to joining us, Mr.
Klotzbach actively managed fixed income portfolaaseveral other financial institutions,
including Merrill Lynch Asset Management and EmpféAmerica.

R. Mitchell McLaughlir 56 1981 Executive Vice President and Information/PhysiedBity and Facilities Director of the Bank
since January 2014. Executive Vice President andf@iformation Officer of the Bank from
2009 to January 2014. Senior Vice President andf@hfiormation Officer of the Bank from 20i
to 2009.

Kenneth V. Winn 56 200¢  Executive Vice President and Chief Risk OfficeiFdfand the Bank since July 2012. Senior Vice
President and Senior Credit and Compliance Adnmatist of the Bank since 200

-16-



Table of Contents

ITEM 1A. RISK FACTORS

An investment in our common stock is subject tegimherent to our business. The material risksuarartainties that management believes
could affect us are described below. Before makimgnvestment decision, you should carefully comsttie risks and uncertainties described
below, together with all of the other informatiartiuded or incorporated by reference herein. Télesrand uncertainties described below are
not the only ones facing us. Additional risks ang@ertainties that management is not aware of arded on or that management currently
deems immaterial may also impair our business ¢ipas This Annual Report on Form 10-K is qualifiedts entirety by these risk factors.
Further, to the extent that any of the informatomtained in this Annual Report on Form 10-K cdnstis forward-looking statements, the
risk factors set forth below also are cautionaggeshents identifying important factors that cowddige our actual results to differ materially
from those expressed in any forward-looking stat@meade by or on behalf of us.

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

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 ba@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 assetsgeagi collateral, and we provide an allowance $timated loan losses based on a number of
factors. We believe that the allowance for loarséssis adequate. However, if our assumptions gnjgshts are wrong, the allowance for loan
losses may not be sufficient to cover the actuadittosses. We may have to increase the allowimites 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 amafrgast provisions.

Geographic concentration may unfavorably impact ouroperations.

Substantially all of our business and operatioerscancentrated in the Western and Central New Yaglon. 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, éaffgceal 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-sizediesses whose success depends on the regional gcofluese businesses generally have
fewer financial resources in terms of capital orbwing capacity than larger entities. Adverse @gnit and business conditions in our
market areas could reduce our growth rate, affecborrowers’ ability to repay their loans and, sequently, 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 codlited. If we are required to liquidate |
collateral securing a loan to satisfy the debtmtya period of reduced real estate values, thedtmpaour 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 ioifoer transactions, we may rely on information isined 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 partesh as independent auditors, as to the accuratganpleteness of that information.
Reliance on inaccurate or misleading financiakstents, credit reports, or other financial inforimricould cause us to enter into unfavor:
transactions, which could have a material adveffseteon our financial condition and results of cténs.
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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 coursduasiness, we may foreclose on and take
title to properties securing certain loans. In daso, there is a risk that hazardous or toxic suegts could be found on these properties. If
hazardous or toxic substances are found, we méghtie for remediation costs, as well as for peadamjury and property damage regardless
of whether we knew, had reason to know of, or caitise release of such substance. Environmentaliaaysrequire us to incur substantial
expenses and may materially reduce the affectguepds value or limit our ability to use or sell theedfed property. In addition, future la
or more stringent interpretations or enforcemellicigs with respect to existing laws may increaseexposure to environmental liability.
Although we have policies and procedures to perfannenvironmental review before initiating any fdasure action on real property, these
reviews may not be sufficient to detect all potainginvironmental hazards. The remediation costsaagdther financial liabilities associated
with an environmental hazard could have a matadsakrse 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 puaisk of consumer automobile installment sales cctstfeom automobile dealers located in
Western, Central and the Capital District of Newk,@nd Northern Pennsylvania. These loans arthfopurchase of new or used
automobiles. We serve customers that cover a rahgeditworthiness, and the required terms anekrate reflective of those risk profiles.
While these loans have higher yields than manyofother loans, such loans involve risks elementsdidition to normal credit risk. Potential
risk elements associated with indirect lendingudel the limited personal contact with the borrom&n result of indirect lending through
dealers, the absence of assured continued empldywhtre borrower, the varying general creditwardss 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 caesdlt in us not recovering the full value of anstamding loan upon default by the borrower.
If the economic environment in our primary marketaacontracts, we may experience higher levelliiguencies, charge-offs and
repossessions.

We are highly regulated and may be adversely affeetl by changes in banking laws, regulations and re¢atory practices.

We are subject to extensive supervision, regulaimh examination. 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 subjeqidlicies and other guidance developed by thelaggny 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 spervisory policies of these agencies.

This supervisory framework could materially imp#et conduct, growth and profitability of our opésas. Any failure on our part to comply
with current laws, regulations, other regulatoryuieements or safe and sound banking practicesmmerns about our financial condition, or
any related regulatory sanctions or adverse actigamst us, could increase our costs or restuicability to expand our business and rest
damage to our reputation.

The new Basel Ill Capital Standards may have an adbrse effect on us.

In July 2013, the Federal Reserve Board releasdihdl rules which will implement in the Uniteda®s the Basel Il regulatory capital
reforms from the Basel Committee on Banking Supséoni and certain changes required by the Dodd-FeamkUnder the final rule,
minimum requirements will increase for both theljyand quantity of capital held by banking orgeations. Consistent with the
international Basel framework, the rule includeses minimum ratio of Common Equity Tier | CapitalRisk-Weighted Assets of 4.5% and
a Common Equity Tier | Capital conservation buffé2.5% of risk-weighted assets that will applyatbsupervised financial institutions. The
rule also, among other things, raises the minimaio 1of Tier | Capital to Risk-Weighted Assets frd® to 6% and includes a minimum
leverage ratio of 4% for all banking organizatiovi®e must begin transitioning to the new rules affeclanuary 1, 2015. The impact of the
new capital rules is likely to require us to maintaigher levels of capital, which will lower ougturn on equity.
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New regulations could adversely impact our earningdue to, among other things, increased compliancests or costs due to
noncompliance.

In March 2013, the Consumer Financial ProtectioreBu (“CFPB”) issued supervisory guidance highliglits concern that the practice of
automotive dealers being compensated for arrangistpmer financing through discretionary markugvbblesale rates offered by financial
institutions, such as us (“dealer markup”), resuta significant risk of pricing disparity in viation of The Equal Credit Opportunity Act
(“ECOA"). The Consumer Financial Protection Bureacommended that financial institutions underutssgiction take steps to ensure
compliance with the ECOA, which may include impasaontrols on dealer markup, monitoring and addngshe effects of dealer markup
policies, and eliminating dealer discretion to mgrbuy rates and fairly compensating dealers usidifferent mechanism. In December
2013, the Consumer Financial Protection Bureautl@dnited States Department of Justice (the “DhE$ed on a proxy methodology that
combines geography-based and name-based proleshititleged that certain presumed-minority borrewero had obtained automobile
financing from a national lender were charged higlealer markups as a result of such lerdpdlicy and practice of allowing dealer mark
In connection with the investigation, the lendensented to the issuance of a consent order anddtpgpay damages, to implement a
compliance plan, and to pay a monetary penalty ithdail investigations and actions by the ConsuRirancial Protection Bureau and the
DOJ against automotive lenders are likely to oéeuhe future. We have evaluated our indirect lagdiractices in light of these events and
believe that we are currently conducting our inctitending business in compliance with ECOA. Howeay investigations or allegations
wrongdoing by the Consumer Financial ProtectioneBuror DOJ against us could have material advergadt on our indirect lending
business, results of operations and financial ¢amdi

The CFPB has issued a rule, effective as of Jarl@rg2014, designed to clarify for lenders how thag avoid monetary damages under the
Dodd-Frank Act, which would hold lenders accourgdiok ensuring a borrower’s ability to repay a rgage. Loans that satisfy thigualified
mortgage” safe-harbor will be presumed to have dmupvith the new ability-to-repay standard. Unttez CFPB's rule, a “qualified
mortgage” loan must not contain certain specifigtdres, including but not limited to:

» excessive upfront points and fees (those exce&¥ngf the total loan amount, Ie“bona fide discount poir” for prime loans)
* interes-only payments
* negativ-amortization; ant

» terms longer than 30 yea

Also, to qualify as a “qualified mortgage,” a bom@r's total monthly debt-to-income ratio may noteed 43%. Lenders must also verify and
document the income and financial resources reipemh to qualify the borrower for the loan and umdée the loan based on a fully
amortizing payment schedule and maximum interestdaring the first five years, taking into accoahtapplicable taxes, insurance and
assessments. The CFPB’s rule on qualified mortgegls! limit our ability or desire to make certaypes of loans or loans to certain
borrowers, or could make it more expensive andifoe tonsuming to make these loans, which could rzeélyeimpact our growth or
profitability.

With the development of the CFPB, our consumer petxdand services are subject to increasing remylatversight and scrutiny with resp
to compliance under consumer laws and regulatMfesmay face a greater number or wider scope oftiyations, enforcement actions and
litigation in the future related to consumer preesi, thereby increasing costs associated with nelipg to or defending such actions. In
addition, increased regulatory inquiries and inigegtons, as well as any additional legislativeegulatory developments affecting our
consumer businesses, and any required changes business operations resulting from these devedoen could result in significant loss of
revenue, limit the products or services we offequire us to increase our prices and thereforeceedamand for our products, impose
additional compliance costs on us, cause harmrtoegutation or otherwise adversely affect our comsr businesses.

New or changing tax, accounting, and regulatory ruds 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 aaagis stockholders. These regulations may sometimpose 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, standa@gi@s, and interpretations control the methodsvhich financial institutions conduct
business, implement strategic initiatives and @mjliance, and govern financial reporting and disates. These laws, regulations, rules,
standards, policies, and interpretations are catigtavolving and may change significantly overeim
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A breach in security of our or third party informat ion systems, including the occurrence of a cyber @ndent or a deficiency in
cybersecurity, may result in a loss of customer birsess or damage to our brand image.

We rely heavily on communications, information gyss (both internal and provided by third parties] the internet to conduct our business.
Our business is dependent on our ability to proaesismonitor large numbers of daily transactionsampliance with legal, regulatory and
internal standards and specifications. In additosignificant portion of our operations reliesVigaon the secure processing, storage and
transmission of personal and confidential inforimatisuch as the personal information of our custerand clients. These risks may increase
in the future as we continue to increase mobilerpyts and other internet-based product offeringlseaipand our internal usage of web-
based products and applications.

While we have policies and procedures designedewegnt or limit the effect of a possible failuretdrruption or breach of our information
systems, there can be no assurance that such adglimot occur or, if any does occur, that it wile adequately addressed. For example,
although we maintain commercially reasonable messtar ensure the cybersecurity of our informatigstesns, other financial service
institutions and companies have reported breachteisecurity of their websites or other systdmaddition, several U.S. financial
institutions have recently experienced signifiadistributed denial-of-service attacks, some of \Wwhiosolved sophisticated and targeted
attacks intended to disable or degrade servicgalootage systems. Other potential attacks havegtie to obtain unauthorized access to
confidential information or destroy data, oftenailgh the introduction of computer viruses or mabyayber-attacks and other means. To
date, none of these efforts has had a materiattedfeour business or operations. Such securigglegtcan originate from a wide variety of
sources, including persons who are involved witheaized crime or who may be linked to terroristamrigations or hostile foreign
governments. Those same parties may also attenfigiutdulently induce employees, customers or atisers of our systems to disclose
sensitive information in order to gain access todata or that of our customers or clients. Weadge subject to the risk that our employees
may intercept and transmit unauthorized confidéotigroprietary information. An interception, msior mishandling of personal,
confidential or proprietary information being sémbr received from a customer or third party cawsult in legal liability, remediation costs,
regulatory action and reputational harm.

Third parties perform significant operational seed on our behalf. These third-party vendors abgestito similar risks as us relating to
cybersecurity, breakdowns or failures of their ayatems or employees. One or more of our vendoysaxgerience a cybersecurity event or
operational disruption and, if any such event dm=sir, it may not be adequately addressed, eitherationally or financially, by the third-
party vendor. Certain of our vendors may have éahindemnification obligations or may not have fihancial capacity to satisfy their
indemnification obligations. Financial or operatidifficulties of a vendor could also impair oyserations if those difficulties interfere with
the vendor’s ability to serve us. If a critical dem is unable to meet our needs in a timely maonérthe services or products provided by
such a vendor are terminated or otherwise delagddfave are not able to develop alternative sasifoe these services and products quickly
and cost-effectively, it could have a material adeeeffect on our business. Federal banking regnglaécently issued regulatory guidance on
how banks select, engage and manage their outsitioys. These regulations may affect the circunestaand conditions under which we
work with third parties and the cost of managinghstelationships.

We rely on other companies to provide key componestof our business infrastructure.

Third party vendors provide key components of asilbess infrastructure such as internet connectigtsiork access and core application
processing. While we have selected these thirg pardors carefully, we do not control their acioAny problems caused by these third
parties, including as a result of them not providirs their services for any reason or them perfagrtiieir services poorly, could adversely
affect our ability to deliver products and servite®ur customers or otherwise conduct our busiaffasently and effectively. Replacing
these third party vendors could also entail sigaifit delay and expense.

We use financial models for business planning purpges that may not adequately predict future results.

We use financial models to aid in planning for was purposes including our capital and liquiditga® interest rate risk, potential charge-
offs, reserves, and other purposes. The modelsraagdot accurately account for all variables ttwaild affect future results, may fail to
predict outcomes accurately and/or may overstatederstate certain effects. As a result of thegergial failures, we may not adequately
prepare for future events and may suffer lossedtar setbacks due to these failures.

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

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¢csufficiently 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 chalk a material adverse impact on our businesaibea their skills, knowledge of our
markets, years of industry experience, and thécdity of promptly finding qualified replacementrgennel.
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Acquisitions may disrupt our business and dilute sareholder value.

A key component of our strategy to grow and imprpkaitability is to expand our branch network irommunities 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 irikglcash, debt, or equity securities may occargttime. We seek merger or acquisition
partners that are culturally similar, have expareghmanagement, and possess either significantetnamrsence 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 ltissand various other risks commonly
associated with acquisitions, including, among othimgs:

« difficulty in estimating the value of the targetngpany;

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

» potential exposure to unknown or contingent lidiei of the target compan

» exposure to potential asset quality issues ofalget 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 ptquasence, and / or other projected
benefits;

 potential disruption to our busine:
» potential diversion of our managem’s time and attentior
 the possible loss of key employees and custometgedarget company; at

» potential changes in banking or tax laws or redutetthat may affect the target compa

We are subject to interest rate risk.

Our earnings and cash flows are largely depend®om our net interest income. Interest rates arelygensitive to many factors that are
beyond our control, including general economic éoras and policies of various governmental andifetpry 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 poglts and borrowings, but such changes couldadfsat (i) our ability to originate loans
and obtain deposits; (ii) the fair value of ourditial 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 borgsiincrease at a faster rate than the interest
rates received on loans and other investmentsieiunterest income, and therefore earnings, cbelddversely affected. Earnings could also
be adversely affected if the interest rates reckoreloans and other investments fall more quitik$n the interest rates paid on deposits and
other borrowings.

Although management believes we have implementedtefe asset and liability management strategieeduce the potential effects of
changes in interest rates on our results of ogarstiany substantial, unexpected or prolonged @angarket interest rates could have a
material adverse effect on our financial conditm results of operations. Also, our interest raste modeling techniques and assumptions
likely may not fully predict or capture the impadtactual interest rate changes on our balance.shee

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 andrmarous regional and community-based
financial institutions. These failures had a sigaift 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 busine



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.

-21-



Table of Contents

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 supfiyoney and credit in the United States.
Its policies directly and indirectly influence thete of interest earned on loans and paid on bangsiand interest-bearing deposits and can
also affect the value of financial instruments vaédhThose policies determine to a significant ektaur cost of funds for lending and
investing. Changes in those policies are beyondontrol 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 produatsservices. This could adversely affect the boerdsvearnings and ability to repay its
loan, which could have a material adverse effearfinancial condition and results of operations.

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

Financial services institutions are interrelated assult of trading, clearing, counterparty, drestrelationships. We have exposure to many
different industries and counterparties, and weimely execute transactions with counterpartiethenfinancial services industry, including
commercial banks, brokers and dealers, investreamkd) and other institutional clients. Many of gnémnsactions expose us to credit risk in
the event of a default by our counterparty or ¢limaddition, our credit risk may be exacerbatéan 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@mn and results of operations.

We may be required to recognize an impairment of gmdwill.

Under current accounting standards, goodwill isambrtized but, instead, is subject to impairmeats 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 growt#sreould result in impairment of goodwill. Durig@13, the annual impairment test
performed as of September 30 indicated that tmevédile of our single reporting unit exceeded tiefalue 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 feramount of such impairment would be
recorded to earnings, which could have a mateda¢se impact on our results of operations or fifercondition. Such a charge would have
no impact on tangible capital. At December 31, 2018 had goodwill of $48.5 million, representingpegximately 19% of shareholders’
equity. For further discussion, see Note 1, Summégignificant 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 ofa@parations from a variety of different competitargany 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 otjyees of financial institutions, including, withdlirnitation, savings and loan associations,
credit unions, finance companies, brokerage fiinsjrance companies and other financial intermediai he financial services industry
could become even more competitive as a resuéigislative, regulatory and technological changesamtinued consolidation. Banks,
securities firms and insurance companies can merder the umbrella of a financial holding compamfiich 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 sesviraditionally provided by banks, such
as automatic transfer and automatic payment systdiaasy 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 betigingrfor those products and services than we can.

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

« the ability to develop, maintain and build upond-term customer relationships based on top gusditvice, high ethical standards
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 andices relative to our competitol

» customer satisfaction with our level of serviced.

 industry and general economic tren

Failure to perform in any of these areas couldifigantly weaken our competitive position, whichubd adversely affect our growth and
profitability, which, in turn, could have a matdrgalverse effect on our financial condition andutesof operations.
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Severe weather, natural disasters, acts of war oetrorism, and other external events could significatly impact our business.

Severe weather, natural disasters, acts of warmrtsm, and other adverse external events cauld h significant impact on our ability to
conduct business. Such events could affect thdistalf our deposit base, impair the ability oflbowers to repay outstanding loans, impair
the value of collateral securing loans, cause Baamt 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 anh gvent could have a material
adverse effect on our business, which, in turnlccbave a material adverse effect on our finanmaldition and results of operations.

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 incomeganay need to sell a portion of our
investment and/or loan portfolio, which, dependipgn market conditions, could result in us reaizanloss.

We may need to raise additional capital in the futte and such capital may not be available on accepibe 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 ragprs could require us to raise additional commnupritg in the future. We and our regulators
perform a variety of analyses of our assets, irinlyithe preparation of stress case scenarios, aadesult of those assessments we could
determine, or our regulators could require usatser additional 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 needatltl have a material adverse impact on our busjfiggncial condition, results of
operations or liquidity.

We rely on dividends from our subsidiaries for mosof 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 divids that our Bank subsidiary may pay to
us. Also, our right to participate in a distributiof assets upon a subsidiary’s liquidation orgaaization is subject to the prior claims of the
subsidiary’s creditors. In the event our Bank sdilbsy is unable to pay dividends to us, we mayh®oable to service debt, pay obligations, or
pay dividends on our common and preferred stock. imability to receive dividends from our Bank sidiiery could have a material adverse
effect on our business, financial condition, arglites of operations.

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 aheglare out of funds legally available
for such payments. Although we have historicallglde=d cash dividends on our common stock, we areaguired to do so and may reduce
or eliminate our common stock dividend in the feturhis could adversely affect the market pricewnfcommon 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-likariting 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, suboraimaites, preferred stock or securities convertitile or exchangeable for equity securities.
In the event of our liquidation, our lenders anttlkos of our debt and preferred securities woutebiree a distribution of our available assets
before distributions to the holders of our commimtk. Because our decision to incur debt and issgearities in our future offerings will
depend on market conditions and other factors &y control, we cannot predict or estimate thewamh, timing or nature of our future
offerings and debt financings. Further, market dbos could require us to accept less favorabimsefor the issuance of our securities in the
future.
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The market price of our common stock may fluctuatesignificantly in response to a number of factors.

Our quarterly and annual operating results havie@an the past and could vary significantly in fb&ure, which makes it difficult for us to
predict our future operating results. Our operategplts may fluctuate due to a variety of factarany of which are outside of our control,
including the changing U.S. economic environmermt emanges in the commercial and residential rdatesnarket, any of which may cause
our stock price to fluctuate. If our operating féestall below the expectations of investors orsées analysts, the price of our common
stock could decline substantially. Our stock pdae fluctuate significantly in response to a varitfactors including, among other things:

« volatility of stock market prices and volumes imggal;
» changes in market valuations of similar compar
» changes in conditions in credit marke

» changes in accounting policies or proceduregaired by the Financial Accounting Standards BoardrASB, or other regulatory
agencies

« legislative and regulatory actions (including timpact of the Dodd-Frank Act and related regula)osubjecting us to additional
regulatory oversight which may result in increasedhpliance costs and/or require us to change asiness mode

« government intervention in the U.S. financial sys&nd the effects of and changes in trade and ragnand fiscal policies and lav
including the interest rate policies of the Fed&aserve Boarc

 additions or departures of key members of managgr
« fluctuations in our quarterly or annual operatieguits; anc

» changes in analy¢ estimates of our financial performan

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

Provisions of our certificate of incorporation, dilaws, and federal and state banking laws, inolydegulatory approval requirements,
could make it more difficult for a third party teguire 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, N@sk that serves as our headquarters, and priheijgcutive and administrative
offices. Additionally, we are obligated under ade@ommitment through 2017 for a 22,200 squarerfpbnal administrative facility in
Pittsford, New York.

We are engaged in the banking business throughasb offices, of which 34 are owned and 16 arsddain fifteen contiguous counties of
Western and Central New York: Allegany, Cattaray@ies/uga, Chautauqua, Chemung, Erie, Geneseegktan, Monroe, Ontario, Orleans,
Seneca, Steuben, Wyoming and Yates Counties. Téraiipy leases for our branch offices expire aibwsrdates 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®tPremises 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 otherwiselned in legal proceedings arising out of the naroourse of business. Management does
not believe that there is any pending or threatgmedeeding against us, which, if determined adalhgrsvould have a material adverse effect
on our business, results of operations or finaregaldition.

ITEM 4. MINE SAFETY DISCLOSURES
Not applicable
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PART II

ITEM5. MARKET FOR REGISTRANT 'S COMMON EQUITY, RELATED STOCKHOLDER 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, 2013, 13,829,355 shares
of our common stock were outstanding and held lpy@pmately 2,000 shareholders of record. Durin2ahe high sales price of our
common stock was $26.59 and the low sales pricebd@92. The closing price per share of commonksbmcDecember 31, 2013, the last
trading day of our fiscal year, was $24.71. We aexd dividends of $0.74 per common share duriny¢ae ended December 31, 2013. 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 presentignds 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 &rit 1, “Business”, in the section captioned “Liqtyidind Capital Resources” included in
Part Il, Item 7, in “Management’s Discussion andaysis of Financial Condition and Results of Opierat” and in Note 11, Regulatory
Matters, in the accompanying financial statememtiided in Part Il, Iltem 8, “Financial Statemems &upplementary Data”, all of which are
included elsewhere in this report and incorporéieetin by reference thereto.

Recent Sales of Unregistered Securities

We provide our directors who are not employees witlonvenient way to purchase shares from usrattaiket value. Each director may
elect to receive half of their annual retainerhargs of our common stock on the date of our anonggnizational meeting. Any portion of t
annual retainer issued to our directors in the fofrstock has historically been issued outsideurf2D09 Directors’ Stock Incentive Plan (the
“DSIP") and without registration under the SecestiAct of 1933 as amended (the “Securities Actfeifance on the exemption from
registration pursuant to Section 4(a)(2) of theuities Act based on our directors’ financial sapigiation and knowledge of the Company.
On May 8, 2013, we issued a total of 5,672 shafresiocommon stock as the stock component of ooualretainer to our non-employee
directors without registration under the Securif\es. These shares of common stock are subjetietodsale prohibition under the Securities
Act and may not be sold or transferred withoutstgtion except in accordance with Rule 144 ofSkeurities Act.

Although any director retainer issued in the foristock is issued outside of the DSIP, we stillaltdhese shares from the aggregate share
limit under the DSIP. We expect that future directimck retainers will be issued pursuant to aedh@der approved plan and registered under
the Securities Act.
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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,
2008 as reported by the NASDAQ Global Select Marttebugh December 31, 2013, (b) the cumulatival t@tturn on stocks included in the
NASDAQ Composite Index over the same period, ahth@ cumulative total return, as compiled by SNhaRcial L.C., of Major Exchang
(NYSE, NYSE MKT and NASDAQ) Banks with $1 billioo 5 billion in assets over the same period. Cutivdlaeturn assumes the
reinvestment of dividends. The graph was prepaye8ML Financial, LC and is expressed in dollarssblasn an assumed investment of $100.

Total Return Performance
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12/31/08 12/31/09 12431710 12:31011 12531012 12431713
Period Ending
Index 12/31/0¢  12/31/0¢ 12/31/1C 12/31/11 12/31/1z 12/31/1¢
Financial Institutions, Inc. 100.0( 85.77 141.4F 123.9¢ 147.8¢ 203.3¢
NASDAQ Composite 100.0C 145.3¢ 171.7¢ 170.3¢ 200.6: 281.2:
SNL Bank $1E-$5B Index 100.0( 71.6¢ 81.2¢ 74.1C 91.37 132.87
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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 incom:

Interest expens

Net interest incom
Provision for loan losse
Net interest income after provision for loan los
Noninterest incom
Noninterest expens
Income before income tax
Income tax expens

Net income

Preferred stock dividends and accrel
Net income applicable to common sharehol

Stock and related per share data
Earnings per common sha

Basic

Diluted
Cash dividends declared on common sl
Common book value per she @
Tangible common book value per sh{?
Market price (NASDAQ: FISI)

High

Low

Close

Performance ratios:
Net income, returns ol
Average assel
Average equity
Average common equit®
Average tangible common equi(@
Common dividend payout rati®
Net interest margin (fully te-equivalent)
Efficiency ratio ¥

(1) Excludes preferred shareholc’ equity.

At or for the year ended December 31

2013 2012 2011 2010 2009
$2,928,63  $2,763,86.  $2,336,35.  $2,214,30  $2,062,38!
1,806,88: 1,681,01 1,461,511 1,325,52: 1,243,26!
859,18! 841,70: 650,81 694,53( 620,07
2,320,05! 2,261,79. 1,931,59! 1,882,89 1,742,95!
337,04 179,80 150,69 103,87 106,39
254,83 253,89 237,19 212,14 198,29
237,49 236,42 219,72 158,35 144,87

187,49 186,03 182,35: 120,99( 107,50°
$ 9893 $ 97560 $ 95116 $ 9650¢ $ 94,48

7,33 9,051 13,25 17,72( 22,21;

91,59 88,51¢ 81,86 78,78 72,26t

9,07¢ 7,12¢ 7,78 6,681 7,70z

82,51 81,38t 74,08: 72,10: 64,56

24,83: 24,77 23,92 19,45 18,79

69,44 71,39 63,79 60,91 62,77

37,90 34,76t 34,21 30,63 20,58:

12,37 11,31¢ 11,418 9,35: 6,14¢
$ 2553( $ 2344¢ § 2279¢ $ 2128 $ 1444

1,46¢€ 1,47+ 3,18: 3,72t 3,69
$ 2406: $ 2197° $ 19617 $ 1756. $ 10,74
$ 17t $ 16C $ 15 $ 16z $  0.9¢

1.7¢ 1.6( 1.4¢ 1.61 0.9¢
0.74 0.57 0.47 0.4¢ 0.4¢

17.17 17.1¢ 15.9: 14.4¢ 13.3¢

13.5¢€ 13.4¢ 13.21 11.0¢ 9.9¢

26.5¢ 19.5: 20.3¢ 20.7¢ 15.9¢

17.9: 15.2: 12.1¢ 10.91 3.27

24.71 18.6: 16.1¢ 18.97 11.7¢

0.91% 0.9%% 1.00% 0.96% 0.71%

10.1¢ 9.4¢ 9.8z 10.07 7.45

10.2: 9.5¢ 9.47 11.1¢ 7.61

13.0¢ 11.7¢ 11.5¢ 14.5¢ 10.37

42.2¢ 35.6: 31.3 24.6¢ 40.4¢

3.64 3.9t 4.0¢ 4.07 4.04
58.46% 62.87% 60.55% 60.36% 65.5:%

@ Excludes preferred shareholc’ equity, goodwill and other intangible ass:

() Common dividend payout ratio equals dividends dedaluring the year divided by earnings per shar¢hie year

4 Efficiency ratio equals noninterest expense tglsr real estate expense and amortization of gitténassets as a percentage of net
revenue, defined as the sum of tax-equivalentrmetést income and noninterest income before ries gand impairment charges on
investment securities and proceeds from companyedvife insurance included in income (all from doning operations)
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(Dollars in thousands, except per share da

Capital ratios:

Leverage ratic

Tier 1 capital ratic

Total risk-based capital rati

Equity to asset«3)

Common equity to asse(@ )

Tangible common equity to tangible ass(@ ()

Asset quality:

Non-performing loan
Non-performing assei

Allowance for loan losse

Net loan charc-offs

Non-performing loans to total loai
Non-performing assets to total ass
Net charg-offs to average loar
Allowance for loan losses to total lozg

Allowance for loan losses to n-performing loan:

Other data:
Number of branche
Full time equivalent employe:

(1) Excludes preferred shareholc’ equity.

At or for the year ended December 31

2013 2012 2011 2010 2009
7.62% 7.71% 8.6:% 8.31% 7.9¢%
10.8- 10.7: 12.2( 12.3¢ 11.9¢
12.0¢ 11.9¢ 13.4¢ 13.6( 13.21
9.01 9.8¢ 10.2( 9.7t 9.5t
8.3¢ 9.1t 9.1C 7.2¢ 6.94
6.72% 7.5€¢% 7.58% 5.65% 5.1%%
$16,62: $ 9,12¢ $ 7,07¢ $ 7,58 $ 8,681
17,08 10,06: 9,187 8,89¢ 10,44:
26,73t 24,71« 23,26( 20,46¢ 20,74:
$ 7,055 $ 5,674 $ 4,98¢ $ 6,96 $ 5,71C
0.91% 0.52% 0.48% 0.56% 0.6%
0.5¢ 0.3¢ 0.3¢ 0.4C 0.51
0.4C 0.3¢ 0.3¢ 0.54 0.47
1.4¢ 1.4¢ 1.57 1.52 1.64
161% 271% 32% 27% 23%%
5C 52 5C 50 50
60¢ 62€ 57¢ 577 572

@ Excludes preferred shareholc’ equity, goodwill and other intangible ass:

(3  Ratios calculated using average balances for thedseshown
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SELECTED QUARTERLY DATA

(Dollars in thousands, except per share da Fourth Third Second First
Quarter Quarter Quarter Quarter

2013
Interest incomt $25,21¢ 24,62 24,34: 24,74¢
Interest expens 1,83¢ 1,82( 1,81¢ 1,861
Net interest incom 23,38( 22,80: 22,52« 22,88’
Provision for loan losse 2,407 2,77( 1,192 2,70¢
Net interest income, after provision for loan la 20,97: 20,03 21,33: 20,17¢
Noninterest incom 5,73t 6,16¢ 6,37¢ 6,55
Noninterest expens 17,38¢ 17,00¢ 17,46: 17,58¢
Income before income tax 9,32% 9,19: 10,24¢ 9,14
Income tax expens 2,95¢ 3,02¢ 3,39¢ 2,99¢
Net income $ 6,367 6,164 6,85( 6,14¢
Preferred stock dividenc 36€ 36E 367 36¢
Net income applicable to common sharehol $ 6,001 5,79¢ 6,48: 5,781
Earnings per common sha®):

Basic $ 0.4 0.4z 0.47 0.4z

Diluted 0.4z 0.4z 0.47 0.4z
Market price (NASDAQ: FISI)

High $ 26.5¢ 21.9¢ 20.6¢ 20.8:

Low 20.1¢ 18.3¢ 17.92 18.51

Close 24.71 20.4¢ 18.41 19.9¢
Dividends declare $ 0.1¢ 0.1¢ 0.1¢ 0.1¢
2012
Interest incom $25,08°7 $25,29¢ $23,73. $23,45(
Interest expens 1,99¢ 2,20( 2,34: 2,50¢
Net interest incom 23,08¢ 23,09¢ 21,38¢ 20,94:
Provision for loan losse 2,52( 1,76¢ 1,45¢ 1,38¢
Net interest income, after provision for loan la 20,56¢ 21,33t 19,92¢ 19,55¢
Noninterest incom 6,28: 6,35: 6,69( 5,451
Noninterest expens 17,54: 21,61¢ 16,58 15,65
Income before income tax 9,31( 6,07( 10,03¢ 9,35(
Income tax expens 2,97¢ 1,80¢ 3,382 3,154
Net income $633z $4265 $6,65¢ $619¢€
Preferred stock dividenc 36¢ 36¢ 36¢ 36¢
Net income applicable to common sharehol $5967 $3897 $6,28t $ 582
Earnings per common sha®):

Basic $ 04 $ 028 $ 04€ $ 0.4:<

Diluted 0.4z 0.2¢ 0.4¢ 0.4z
Market price (NASDAQ: FISI)

High $19.3¢ $ 1952 $17.6€ $ 17.9¢

Low 17.61 16.5( 15.51 15.22

Close 18.6: 18.6¢ 16.8¢ 16.1%
Dividends declare $ 01 $ 014 $ 014 $ 0.1c

() Earnings per share data is computed independiemtgach of the quarters presented. Thereforesuheof the quarterly earnings per
common share amounts may not equal the total éoydar.
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2013 FOURTH QUARTER RESULTS

Net income was $6.4 million for the fourth quaé2013 compared with $6.3 million for the fourthagter of 2012. After preferre
dividends, diluted earnings per share was $0.4&ffourth quarters of 2013 and 2012.

Net interest income totaled $23.4 million for thege months ended December 31, 2013, an incre&29afthousand or 1% over the fou
quarter of 2012. Average earning assets increa48.% million during the fourth quarter 2013 cormgghto the same quarter last year, the
result of a $122.3 million increase in average oaombined with a $121.4 million increase in inwestt securities.

The net interest margin on a tax-equivalent basis 3v61% in the fourth quarter of 2013, compardd ®i92% in the fourth quarter of 2012.
Our yield on earning-assets decreased 37 basisspnithe fourth quarter of 2013 compared withghme quarter last year, a result of cash
flows being reinvested in the current low intematé environment, which includes the impact of leverage strategy implemented during the
first quarter of 2013. The cost of interésaring liabilities decreased 7 basis points coetparith the fourth quarter of 2012, primarily auk

of the continued downward re-pricing of our cectfies of deposit.

The provision for loan losses was $2.4 milliontloe fourth quarter of 2013 compared with $2.5 willfor the fourth quarter of 2012. Net
charge-offs for the fourth quarter of 2013 wered$aillion, or 0.52% annualized, of average loamsnpared to $2.1 million, or 0.50%
annualized, of average loans in the fourth quat@012. 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 $5.7 million for the fibuquarter of 2013, a 9% decrease over the fayrdrter of 2012. Decreases in net gair
loans held for sale and net gains from the salevastment securities were partially offset by eréase in other income and lower losses
attributed to the sale of other assets when comgalie fourth quarter 2013 compared with the sanagter last year.

Noninterest expense was $17.4 million for the foupgarter of 2013, a decrease of $155 thousanédrdm the fourth quarter of 201
Lower salaries and employee benefits expense, cmmpnd data processing and advertising and promogxpense was partially offset by
increases in occupancy and equipment expense afebspional services expense when comparing théhfouiarter 2013 compared with the
same quarter last year.

Income tax expense was $3.0 million for the fouytlarters of 2013 and 2012, as pre-tax income wsenéally unchanged 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.

INTRODUCTION

Financial Institutions, Inc. is a financial holdiogmpany headquartered in New York State, provithiagking 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 franchisedoaobile dealers in the Capital District of New X@nd Northern Pennsylvania. Through
our wholly-owned banking subsidiary, Five Star Bank offer a wide range of services, including bass and consumer loan and depository
services, brokerage and investment advisory sexvagwell as other financial services and traditidbanking services.

Our primary sources of revenue are net interesinec(interest earned on our loans and securit@frinterest paid on deposits and other
funding sources) and noninterest income, partibufaes and other revenue from financial serviaesided 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 conipetiionditions within the marketplac
We are not able to predict market interest ratetflations 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

EXECUTIVE OVERVIEW
Industry Overview

In December 2013, the Federal Open Market Committ¢lee Federal Reserve Board (“FOMC”) kept thgéarange for federal funds rate at
0-25 basis points noting that a highly accommodagitance of monetary policy will remain appropriafier the economy strengthens to
support maximum employment and price stability. F@MC expects to maintain the target federal funads at 0-25 basis points for at least
as long as the unemployment rate remains above, Gnfi#tion projections are no more than 0.5% abineFOMCs 2% long-run goal and
longer-term inflation expectations continue to bellvanchored. The FOMC also announced that duertuéative progress toward maximum
employment and the improvement in the labor maolaibok, it will reduce the purchase of agency mage-backed securities to $35 billion
per month, down from the previous pace of $40dailiper month. The FOMC will also reduce the purehafdonger-term Treasury securities
from its previous pace of $45 billion per monttaD billion per month. These actions are intendeldwer longer-term interest rates and
support the mortgage and credit markets, among ttiregs.

The actions by the FOMC have compressed net iitier@sme and net interest margins for the banknlystry by maintaining low rates on
interest-earning assets. Throughout 2013, margittsei banking industry were pressured downwardgtsehyielding legacy assets rolled off
and were reinvested in the current low rate enwirent. Low interest rates, coupled with a compatitending environment, have proven
challenging for the profitability of the bankingdustry. It is expected that these challenges wilitinue until interest rates rise.

Although the expectation for capital spending iased during 2013, it is significantly lower thae fhre-recession pace of 2006-2007.
Reduced capital spending has resulted in recorldef deposits and tempered small businesses defoalvans. The high level of liquidity
from the amount of deposits has exacerbated thesyre on net interest margins in the banking imguas banks are challenged to deploy the
excess liquidity at profitable spreads.

The banking industry continues to be impacted hw legislative and regulatory reform proposals.uty 2013, the Board of Governors of 1
Federal Reserve Bank, the FDIC, and the Officdnef@omptroller of the Currency (OCC) approved thalfU.S. version of the Basel Il
agreement. Basel Il replaces the federal bankiiemeies’ general risk-based capital rules, inclaearrower definition of capital and
requires higher minimum capital levels. Basel lill e effective for us in 2015. In December 20it® federal banking agencies also adopted
final rules implementing a provision of the Doddfk Act known as the Volcker Rule, a complex regjoitathat prohibits banks from
engaging in proprietary trading and investmentsariain asset classes. Upon initial issuance,rdfigignt unintended consequence emerged,
as banks faced impairments on certain investmaatsatere no longer allowed to be held. While traefal banking agencies issued additir
guidance in January 2014 allowing banks to retaftai investments that were originally prohibitsdthe Volcker Rule, it underscored the
complexity of the Rule and the potential ramifioas to the industry. A comprehensive discussidegitlative and regulatory matters
affecting us can be found in the Supervision anguReion section included in Part 1, Item 1, oftAnnual Report on Form 10-K.
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2013 Financial Performance Review

During 2013 we continued to strengthen our balaheet, as measured by ongoing deposit growth aaliygioan growth in commercial and
consumer indirect lending. Our deposit and lendjrayvth is the result of our execution on key sgaténitiatives over the last few years. We
have done all of this while controlling expenseastigh disciplined expense management.

In 2013, we reported net income of $25.5 milliompared to $23.4 million for 2012. This resultediif.91% return on average assets and a
13.00% return on average tangible common equityiMé®@me available to common shareholders was $2dlibn or $1.75 per diluted share
for 2013, compared to $22.0 million or $1.60 péutedid common share for 2012. We declared casheatinvd of $0.74 during 2013, an
increase of $0.17 per common share or 30% comgpart prior year. In addition, we grew our baseaisumer and business customers
while our efficiency ratio improved to 58.48% in1Zfrom 62.87% in 2012.

Fully-taxable equivalent net interest income wa4.$9nillion in 2013, an increase of $3.4 milliom,4%, compared with 2012. This reflected
the impact of 19% growth in average investment sées and 10% average loan growth, offset by &&dis point decline in the net interest
margin to 3.64%. The loan growth reflected a 7%anse in average commercial loans, an 18% incieraserage home equities and a 13%
increase in average automobile loans.

Noninterest income was $24.8 million in 2013, rigkdyy unchanged from the prior year. Service chame deposits increased $1.3 mill
and ATM and debit card income increased $382 thuliga2013, reflecting volume growth resulting froie 2012 branch acquisitions and
changes we made in the second quarter of 2013rtfeewvaiver process. An increase in sales volurimagpily contributed to a $241
thousand increase in investment advisory incon®9i8. Mortgage banking income was down $1.4 mildoe to a reduction in volume,
lower gains on sale, and a higher percentage ginations retained on our balance sheet.

Noninterest expense was $69.4 million in 2013, adé#rease compared with 2012. Noninterest expems291.2 included expenses total
$3.0 million related to the 2012 branch acquisgiand $2.6 million related to the retirement of fuumer CEO. These expenses were
included in salaries and employee benefits ($2IBam), occupancy and equipment ($56 thousand)igssional services ($1.1 million),
computer and data processing ($480 thousand),iss@pid postage ($395 thousand), advertising asdqiions ($56 thousand) and other
expense ($591 thousand) for 2012. Excluding thepereses, which we consider to be non-recurringaiane, noninterest expense increased
$3.6 million or 5% when comparing 2013 to 2012.

Asset quality related metrics remain strong dedpiteincrease in nonaccrual and non-performingtess€013. Nonaccrual loans increased
$7.5 million compared to a year ago to $16.6 milliNonperforming assets increased $7.0 million compaveaiytear ago to $17.1 million,
0.58% of total assets. The increases primarilectfthe addition of one commercial mortgage loah wiprincipal balance of $6.9 million at
December 31, 2013. The provision for loan lossesegsed $2.0 million, or 27%, from 2012 as we cardito maintain the allowance for lo
losses consistent with the growth in our loan mdidfand trends in asset quality. Net charge-aftseased $1.4 million, or 24%, from the
prior year to $7.1 million. Net charge-offs wereaamualized 0.40% of average loans in the curreat gompared to 0.36% in 2012.

The tangible common equity to tangible assets @tidecember 31, 2013, was 6.51%, down 35 basmgpfstom a year ago. Our leverage
ratio at year end was 7.63%, down from 7.71% aetigeof 2012. The decrease in the tangible comrgaityeto tangible assets and leverage
ratios reflect our asset growth outpacing the iasegin retained earnings. Our tier 1 and totatbaged capital ratios were 10.82% and
12.08%, respectively, at December 31, 2013, up ft0r3% and 11.98%, respectively, at December 3122

Branch Consolidations

In October 2013, we closed our Pavilion and Noatalbranches and transferred customer accoun®snapldyees into nearby branches.
These branch consolidations are one componentrddng term strategic plan, which provides for tpdimal combination of branches and
online/mobile banking technologies, supported lghlyi experienced bankers, to offer customers caewer and high service levels while
maintaining an efficient, competitive cost struetUexpenses related to the consolidation of th@edbtanches were not material. In January
2014, we consolidated one of our supermarket bemiito a nearby location in Batavia.

Dissolution of Broker-Dealer

During late 2013, our subsidiary, Five Star InvestirServices, Inc. (“FSIS”) ceased operations aactive broker-dealer and the securities
licenses of advisors associated with FSIS who etk transfer, as well as their respective clgmtbunts which had previously cleared
through a third-party platform, were transferredhte LPL Financial (“LPL") clearing platform. Folldng the completion of these transfer
activities, FSB began offering investment and siéesrrelated services, including brokerage an@#&ment advice through a strategic
partnership with LPL. FSB has employees who are teéRjistered representatives, located throughotrétssch network, offering customers
insurance and investment products including stdetsds, mutual funds, annuities, and managed atsthmough a program called Five Star
Investment Services. FSIS withdrew its registratigtih the Financial Industry Regulatory AuthoritfF[NRA") effective December 31, 201
and is expected to be dissolved in 2014.
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2012 Branch Acquisitions

During 2012, we successfully completed the acqaisivf eight retail bank branch locations in Upstiliew York. Former HSBC Bank USA,
N.A. branches located in Albion, Elmira, EImira Hleis, and Horseheads were acquired in August, ammgaiting the former First Niaga
Bank, N.A. locations in Batavia, Brockport, Medimad Seneca Falls acquired in June. Through th&isitgn we assumed deposits of
$286.8 million and acquired in-market performingrs of $75.6 million. The acquisition of these lotanffices was a marked success. We
were able to integrate the offices and customesatts seamlessly. Through detailed planning, wearedsthat our sales and support staff
members were ready to assist customers with arstiqns or issues. The feedback we received frontestomers was positive and
executing on our detailed planning process ultitgatsulted in deposit retention rates that weréebéhan expected. We incurred
approximately $3.0 million in pre-tax expense dgri012 related to the branch acquisitions.

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

Cash $195,77¢
Loans 75,63¢
Bank premises and equipme 1,93¢
Goodwill 11,167
Core deposit intangible as 2,04
Other asset 601
Total assets acquire $287,16:
Deposits assume $286,81¢
Other liabilities 34z
Total liabilities assume $287,16:

For detailed information on the accounting for linench acquisitions, see Note 2, Branch Acquisstiafi the notes to consolidated financial
statements.

2014 Expectations

Net interest income is expected to increase moglgrat 2014. We anticipate an increase in earnssp as we remained focused on
growth, which will be partly funded with expectedyplowns and liquidity from our securities portfolidowever, those benefits to net interest
income are expected to be partially offset by corgd downward pressure on net interest margin. Mfetp maintain a disciplined approach
to loan pricing, but asset yields remain underguesdue to the low interest rate environment, evtiie opportunity for deposit repricing is
limited.

The commercial loan portfolio is expected to gramsistent with our strategic initiatives and conéd support of middle market lending.
Automobile loan originations remain strong, refiegtthe positive impact from our investment in antdive dealer relationships. The home
equity portfolio is expected to increase as theeloorigination cost to customers and the converdpptication process has made these
products an increasingly attractive alternativedoventional residential mortgage loans, accorglimg expect run-off to outpace new
originations in the residential mortgage portfolio.

We anticipate the increase in total loans will ngilyeoutpace growth in total deposits. This reftemtir continued focus on the overall cost of
funds, through the use of short-term borrowings/ek as the continued shift towards low- and notetisnand deposits and money market
deposit accounts.

Noninterest income is expected to be slightly highan recent levels, reflecting our continued e§do increase both account ¢
transaction-based fee income. Management will naetio explore opportunities to increase noninténe®me from non-deposit related
sources.

Noninterest expense is expected to remain aroundrduevels as we remain committed to diligentenge control during 201

We do not expect significant changes in overakktigeality and allowance measurements.

The effective tax rate for 2014 is expected todwveek, primarily reflecting the impacts of tax-exermrome, tax advantaged investments, and
the formation of our real estate investment trnsarly 2014.
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RESULTS OF OPERATIONS FOR THE YEARS ENDEI
DECEMBER 31, 2013 AND DECEMBER 31, 201

Significant Items Influencing Financial PerformanceComparisons
Earnings comparisons among the years ended Dec&hp2013 and 2012 were impacted by the signifitems summarized below.

» Retirement of Former CEO. In August 2012, Peter G. Humphrey our former Peasidind Chief Executive Officer retired. We
incurred approximately $2.6 million in [-tax expense during 2012 related to the retiremglMroHumphrey.

» 2012 Branch Acquisitions.During 2012, we completed the acquisition of eiggtéil bank branch locations in Upstate New Yorle
incurred approximately $3.0 million in [-tax expense during 2012 related to the branch saitipus.

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 rateshy 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 isténeome. 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 inthaeerage earning assets. The net interest maxgigeds the interest rate spread because
noninterest-bearing sources of funds (“net freal iy principally noninterest-bearing demand detsosnd shareholders’ equity, also support
earning assets. To compare tax-exempt asset yeetdgable yields, the yield on tax-exempt investtrsecurities 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 fher consolidated statements of income to interestme adjusted to a fully taxable
equivalent basis for the years ended Decembem3hdusands):

2013 2012 2011
Interest income per consolidated statements ofigco $ 98,93: $97,56° $95,11¢
Adjustment to fully taxable equivalent ba 2,65( 2,28¢ 2,062
Interest income adjusted to a fully taxable eq@imbbasis 101,58: 99,85 97,18(
Interest expense per consolidated statement ofria 7,331 9,051 13,25¢
Net interest income on a taxable equivalent t $ 94,24« $90,80( $83,92¢

2013 Leverage Strategy

During the first quarter of 2013, we utilized th®peeds of short-term FHLB advances to purchadeduglity investment securities as pat

a leverage strategy of approximately $100 milli@or purchase of investment securities was compo$eaortgage-backed securities, U.S.
Government agencies and sponsored enterprise bondsx-exempt municipal bonds. All of the secesitpurchased were of high credit
quality with a low to moderate duration. This st@at allowed us to increase net interest incomeking advantage of the positive interest
rate spread between the FHLB advances and the rmaglyired investment securities. While the undedyleverage strategy contributed to a
lower net interest margin, it successfully increbset interest income by approximately $1.1 milfonthe year ended December 31, 2013.

Taxable equivalent net interest income of $94.2ionilfor 2013 was $3.4 million or 4% higher thanl20 The impact of a decline in average
yields on our assets was diminished by a $288.[fomibr 13% increase in inter-earning assets. The average balance of loan$id&:1
million or 10% to $1.75 billion, reflecting growth most loan categories. Consistent with our sgiatplan, we continue to pursue loan
development efforts in the commercial and consunwirect lending portfolios in accordance with pead underwriting standards.
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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 $10.8 million, partially offset by an undaable rate variance that decreased
taxable equivalent net interest income by $7.4iomll The change in mix and volume of earning assetgeased taxable equivalent interest
income by $10.8 million, while the change in voluarel composition of interest-bearing liabilitiecdEsed interest expense by $70
thousand, for a net favorable volume impact of 81fillion on taxable equivalent net interest incoiRate changes on earning assets red
interest income by $9.0 million, while changesates on interest-bearing liabilities lowered ins¢expense by $1.6 million, for a net
unfavorable rate impact of $7.4 million.

The net interest margin for 2013 was 3.64% comparéd95% in 2012. As discussed in the industryraesv above, the actions by the
FOMC have compressed net interest income and tegest margins for the banking industry by maintajriow rates on interest-earning
assets. Throughout 2013, margins in the bankingsing were pressured downward as higher-yieldiggdg assets rolled off and were
reinvested in the current low rate environment. linterest rates, coupled with a competitive lendingironment, have proven challenging
for the profitability of the banking industry. & expected that these challenges will continud imérest rates rise.

The decrease in net interest margin was attribetetbé 3 basis point lower contribution from negffunds (primarily attributable to lower
rates on interest-bearing liabilities reducing ¥hkie of noninterest-bearing deposits and othefraetfunds). The interest rate spread
decreased by 28 basis points to 3.57% for the greded December 31, 2013, as a 42 basis point decire¢éhe yield on earning assets more
than offset the 14 basis point decrease in theafasterest-bearing liabilities.

For 2013, the yield on average earning asset988was 42 basis points lower than 2012. Loan yidktreased 44 basis points to 4.65%.
Commercial mortgage and consumer indirect loanmiticular, down 45 and 66 basis points, respegtieentinued to experience lower
yields given the competitive pricing pressures @-pricing of loans in a low interest rate environmédrhe yield on investment securities
dropped 25 basis points to 2.41%, also impactetthéyow interest rate environment, prepayments aftgage-related investment securities
and the previously mentioned 2013 leverage strat®ggrall, earning asset rate changes reducedsitercome by $9.0 million.

The average cost of interest-bearing deposits waB&90in 2013, 14 basis points lower than 2012eotithg the low interest rate environment,
mitigated by a focus on product pricing to retatalmces. The cost of borrowings decreased 9 basitsgo 0.39% for 2013. The interest-
bearing liability rate changes reduced interestasp by $1.6 million during 2013.

Average interest-earning assets of $2.59 billioa0t3 were $288.7 million or 13% higher than 2042 rage investment securities increased
$130.6 million while average loans increased $158llion or 10%. The growth in average loans wampdsed of increases in most loan
categories, with consumer and commercial loanslis® million and $45.2 million, respectively, pally offset by a $4.1 million decrease

in residential mortgage loans.

Average interest-bearing liabilities of $2.03 lmitliin 2013 were up $203.0 million or 11% versus2@n average, interest-bearing deposits
grew $134.5 million, while average noninterest-ademand deposits (a principal component of rest funds) increased by $79.1 million.
The increase in average deposits reflects theyaal-impact of the deposits acquired in the 20B2&din acquisitions. Average borrowings
increased $68.6 million, largely due to the incratakborrowings associated with the previously riceretd 2013 leverage strategy.
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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 airad yields (tax-exempt yields have been adjusietdtax-equivalent basis using the
applicable Federal tax rate in each year); (i dmount 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 efa@e interest-earning assets (“net interest
margin”); and (vii) the ratio of average intereafi@ng assets to average interest-bearing liaslitinvestment securities are at amortized cost
for both held to maturity and available for saleiwg@ies. Loans include net unearned income, nigtroed loan fees and costs and non-
accruing loans. Dollar amounts are shown in thodsan

Years ended December 3.

2013 2012 2011
Average Average Average
Average Average Average
Balance Interest Rate Balance Interest Rate Balance Interest Rate
Interest-earning assets
Federal funds sold and other interest-
earning deposit $ 191 ¢ — 0.1% $ 112 ¢ — 02% $ 14C $ — 0.2(%
Investment securitie:
Taxable 601,14t 12,54: 2.0¢ 525,91: 12,20: 2.3 545,11: 14,18t 2.6(
Tax-exempt 233,06 7,572 3.2E 177,73: 6,52¢ 3.67 140,65 5,89( 4.1¢
Total investment securitie 834,21: 20,11 2.41 703,64 18,72¢ 2.6¢€ 685,76 20,07t 2.9:
Loans:
Commercial busines 256,23t 11,31 4.41 242,10( 11,26: 4.6 215,59¢ 10,31: 4.7¢
Commercial mortgag 438,82: 21,87¢ 4.9¢ 407,73 22,18: 5.4¢ 370,84: 21,21¢ 5.72
Residential mortgag 123,27 6,17¢ 5.01 127,36: 6,637 5.21 121,74 6,86¢ 5.6¢
Home equity 304,86¢ 12,44¢ 4.0¢ 257,53 10,98 4.27 216,42¢ 9,57 4.42
Consumer indirec 604,14¢ 26,97¢ 4.4% 533,58 27,37: 5.1: 444,52 26,54¢ 5.97
Other consume 24,08¢ 2,68: 11.1¢ 25,05¢ 2,68¢ 10.72 24,68¢ 2,58¢ 10.4¢
Total loans 1,751,43! 81,46¢ 4.6 1,593,38 81,12: 5.0¢ 1,393,82. 77,10¢ 5.5:
Total interest-earning
asset 2,585,84. 101,58: 3.9¢ 2,297,14 99,85! 4.3t 2,079,73 97,18( 4.67
Less: Allowance for loan loss 26,00( 24,30¢ 21,56
Other nonintere-earning asse! 243,98. 246,42: 218,98:
Total asset $2,803,82! $2,519,25 $2,277,14
Interest-bearing liabilities:
Deposits:
Interes-bearing deman $ 488,04 72¢ 0.1t $ 423,09¢ 59¢ 0.1< $ 383,12 614 0.1¢
Savings and money mark 727,73 97¢ 0.12 586,32 99¢ 0.17% 451,03( 1,05¢€ 0.22
Certificates of depos 621,45! 4,89: 0.7¢ 693,35. 6,86¢ 0.9¢ 712,41: 9,76¢ 1.37
Total interest-bearing
deposits 1,837,23 6,60( 0.3€ 1,702,77 8,462 0.5C 1,546,56. 11,43 0.7¢
Shor-term borrowings 190,31( 737 0.3¢ 121,73! 58¢ 0.4¢ 99,12: 50C 0.5(C
Long-term borrowings — — — — — — 15,90¢ 1,321 8.31
Total borrowings 190,31 7317 0.3¢ 121,73 58¢ 0.4¢ 115,02 1,821 1.5¢
Total interes-bearing
liabilities 2,027,54 7,33 0.3¢€ 1,824,51 9,051 0.5C 1,661,591 13,25¢ 0.8C
Noninteres-bearing deposit 509, 38: 430,24( 368,26
Other liabilities 14,207 16,50¢ 15,04:
Shareholder equity 252,68t 247,99¢ 232,25(
Total liabilities and shareholders’
equity $2,803,82! $2,519,25 $2,277,14
Net interest income (t-equivalent) $ 94,24« $90,80( $83,92¢
Interest rate spree 3.5% 3.8t% 3.81%
Net earning asse $ 558,29: $ 472,62 $ 418,14:
Net interest margin (t-equivalent 3.64% 3.95% 4.04%
Ratio of average interest-earning
assets to average interest-bearin
liabilities 127.5%% 125.9% 125.1%
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Rate /Volume 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 2013 to 201, Change from 2012 to 201.
Increase (decrease) in Volume Rate Total Volume Rate Total
Interest income:
Federal funds sold and other inte-earning deposit $ — $ — $ — $§ — $ — $ —
Investment securitie:
Taxable 1,64: (1,309 33¢ (487 (1,496  (1,98))
Tax-exempt 1,861 (815) 1,04¢ 1,422 (78€) 63€
Total investment securitie 3,50¢ (2,119 1,38t 93t (2,287) (1,349
Loans:
Commercial busines 64( (592) 48 1,23¢ (287) 952
Commercial mortgag 1,62¢ (1,929 (309 2,041 (1,079 96¢€
Residential mortgag (209 (2549) (463) 30¢ (539 (237)
Home equity 1,94¢ (48€) 1,462 1,76 (357) 1,412
Consumer indirec 3,38: (3,779 (395 4,87¢ (4,057 822
Other consume (10¢) 102 (©)] 39 58 97
Total loans 7,28( (6,935 34E 10,26¢ (6,25)) 4,01¢
Total interest income 10,78¢ (9,059 1,73( 11,20 (8,539 2,671
Interest expense:
Deposits:
Interes-bearing deman 96 35 131 60 (76) (a6
Savings and money mark 214 (239 (20) 271 (329 (58)
Certificates of depos (663 (1,310 (1,979 (255 (2,649 (2,899
Total interes-bearing deposit (353) (1,509 (1,862 76 (3,049 (2,979
Shor-term borrowings 282 (13%) 14¢ 11C (21) 8¢
Long-term borrowings — — — (660) (661) (1,32)
Total borrowings 283 (13%) 14¢ (550 (682) (1,232
Total interest expense (70) (1,649 (1,719 (479 (3,730 (4,209
Net interest income $10,85¢ $(7,410) $3,44¢ $11,67¢ $(4,809) $6,87¢

Provision for Loan Losses

The provision for loan losses is based upon ctes# experience, growth or contraction of speciigments of the loan portfolio, and the
estimate of losses inherent in the current loatf@ar. The provision for loan losses was $9.1 roill for the year ended December 31, 2013
compared with $7.1 million for 2012. 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):

2013 2012 2011

Service charges on deposits $ 9,94¢ 8,621 8,67¢
ATM and debit carc 5,09¢ 4,71¢ 4,35¢
Investment advisor 2,34¢ 2,10¢ 1,82¢
Company owned life insuran: 1,70¢ 1,751 1,42¢
Loan servicing 57C 617 83t
Net gain on sale of loans held for s 117 1,421 88(
Net gain on disposal of investment securi 1,22¢ 2,651 3,00z
Impairment charges on investment secur — (92) (18
Net (loss) gain on sale and disposal of other a (203%) (381) 67
Other 3,92¢ 3,36 2,867

Total noninterest incom $24,83: 24,77, 23,92!

Service charges on deposits were $9.9 million @432 an increase of $1.3 million or 15%, comparedd12. ATM and debit card income
was $5.1 million for 2013, an increase of $382 gand or 8%, compared to 2012. These increasestrefiime related growth in fees
resulting from the 2012 branch acquisitions couplitti the second quarter 2013 retail checking anteoepositioning that involved
simplifying the suite of products offered to custmsmand modifications to the fee structure foraegounts. Our fee waiver process was also
reevaluated, which resulted in a reduction in theber of fee waivers and an increase in servicegelsa

Management continues to focus on diversifying disrees of revenue to further reduce our relianctautitional spread-based interest
income, as fee-based activities are a relativellglstrevenue source during periods of changingasteates.

Investment advisory income was $2.3 million for 20ap $240 thousand or 11%, compared to 2012 essdied commissions fluctuate with
sales volume, which increased during 2013 as atrelsfavorable market conditions and new busireggsortunities.

Loan servicing income represents fees earned phnfar servicing mortgage loans sold to third pest net of amortization expense and
impairment losses, if any, associated with cagiéaliloan servicing assets. Loan servicing income$870 thousand in 2013, down $47
thousand or 8%, compared to 2012. The decrease wesult of more rapid amortization of servicinghts due to loans paying off and lower
fees collected due to a decrease in the sold aniteed portfolio partially offset by adjustmentstte valuation allowance for capitalized
mortgage servicing assets.

Gains from the sale of loans held for sale dece&4e3 million in 2013 compared to 2012. The deseagas primarily due to a reduction in
origination volume and margins resulting from highnderest rates in addition to a higher percentafgmiginations held on the balance sheet.

Net gains from the sales of investment securitiesev1.2 million for the year ended December 3132@ompared to $2.7 million for tl
year ended December 31, 2012. During 2013, we reped gains totaling $1.2 million from the salefaiir pooled trus-preferred securities.
Net gains for 2012 included $2.6 million from ttaesof five pooled tru-preferred securities. The amount and timing ofsale of
investments securities is dependent on a numbfactdrs, including our prudent efforts to realizéng while managing duration, premium
and credit risk.

Other noninterest income increased $564 thousadd@%rfor the year ended December 31, 2013, compgar2dl2. Merchant services
income, rental income and income from our investnreseveral limited partnerships comprised theamityj of the year-over-year increase.
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Noninterest Expense

The following table summarizes our noninterest espefor the years ended December 31 (in thousands):

2013 2012 2011

Salaries and employee benefits $37,82¢ 40,12° 35,74
Occupancy and equipme 12,36¢ 11,41¢ 10,86¢
Professional service 3,83¢ 4,13: 2,617
Computer and data process 2,84¢ 3,271 2,437
Supplies and posta¢ 2,34z 2,491 1,77¢
FDIC assessmen 1,46¢ 1,30C 1,51:
Advertising and promotion 89¢ 92¢ 1,25¢
Loss on extinguishment of de — — 1,08:
Other 7,861 7,721 6,49¢

Total noninterest expen: $69,44! 71,39; 63,79«

Salaries and employee benefits decreased $2.2mdli 6% when comparing 2013 to 2012. Includedalarges and employee benefits for the
year ended December 31, 2012 are-tax costs of approximately $2.9 million that wareurred in association with the 2012 branch
acquisitions and retirement of our former CEO. A#djusting for these expenses, the increase a@misaland employee benefits for 2013
when compared to the prior year is primarily atitéble to annual merit increases. The number ofifué equivalent employees decreased to
608 at December 31, 2013 from 628 at December(@®12.2

Occupancy and equipment increased by $947 thousmadh when comparing 2013 to 2012. The increasepniasarily related to the growth
in the branch network related to the branch actijoins combined with increased snow removal costs.

Professional services expense of $3.8 million ih08ecreased $297 thousand or 7% from 2012. Exdutie expenses related to the 2012
branch acquisitions, the increase in professiceed fvas due in part to executive management tiamsiand other corporate governance
initiatives.

Computer and data processing and supplies andgeostgense decreased, collectively, by $578 thaustien comparing 2013 to 2012.
Excluding the expenses related to the 2012 braoghisitions, the increase was primarily due to bigbrinting costs resulting from the
previously mentioned retail checking account refmsing.

FDIC assessments increased $164 thousand or 13¥tefgear ended December 31, 2013, compared ta ZB0E2increased assessments are &
direct result of the growth in our balance sheet.

The efficiency ratio for the year ended December281.3 was 58.48% compared with 62.87% for 2012. A2 efficiency ratio was
elevated as a result of the aforementioned expessexiated with our 2012 branch acquisitions haddtirement of our former CEO. An
increase in the efficiency ratio indicates that en@sources are being utilized to generate the satame of income, while a decrease would
indicate a more efficient allocation of resources.

Income Taxes

We recognized income tax expense of $12.4 millmm®013 compared to $11.3 million for 2012. Thehligtax provision was primarily
attributable to a $3.1 million increase in in pag-tncome when comparing 2013 to 2012. Our effedi@x rate was 32.7% for 2013 compared
to 32.6% for 2012. Effective tax rates are impadhgitems of income and expense that are not sutgjdederal or state taxation. Our
effective tax rates reflect the impact of thesmgewhich include, but are not limited to, interiegiome from tax-exempt securities and
earnings on company owned life insurance.
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RESULTS OF OPERATIONS FOR THE YEARS ENDEI
DECEMBER 31, 2012 AND DECEMBER 31, 201

Net Interest Income and Net Interest Margin

Net interest income was $88.5 million in 2012, cangal to $81.9 million in 2011. The taxable equinakedjustments of $2.3 million and $:
million for 2012 and 2011, respectively, resultaddlly taxable equivalent net interest income 808 million in 2012 and $83.9 million in
2011.

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®8&6
million or 14% to $1.593 billion, reflecting growth every loan category.

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 interesire by $11.7 million, partially offset by an undaable rate variance that decreased
taxable equivalent net interest income by $4.8iomll The change in mix and volume of earning assetgeased 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% comptred04% in 2011. The decrease in net interesgimavas attributable to a 7 basis point
lower contribution from net free funds (primarilitrébutable to lower rates on interest-bearingiliibs reducing the value of noninterest-
bearing deposits and other net free funds). Ttezdst rate spread decreased by 2 basis point83&cJor the year ended December 31, 2012,
as a 32 basis point decrease in the yield on egaasgets more than offset the 30 basis point deziaahe cost of interest-bearing liabilities.
The Federal Reserve left the Federal funds ratbamged at 0.25% during 2011 and 2012.

For 2012, the yield on average earning assets3684 was 32 basis points lower than 2011. Loan giditreased 44 basis points to 5.09%.
Commercial mortgage and consumer indirect loammiticular, down 28 and 84 basis points, respédgtieentinued to experience lower
yields given the competitive pricing pressures @-pricing of loans in a low interest rate environmédrhe 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 our 10.20% junior suboeded debentures during the third quarter
of 2011. The interest-bearing liability rate chamgeduced interest expense by $3.7 million durid22

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 incd&k199.6 million or 14%. The growth in averagenbaas comprised of increases in all
loan categories, with consumer loans up $130.5anjlcommercial loans up $63.4 million and resig#mhortgage loans up $5.6 million.

Average interest-bearing liabilities of $1.825ibifl in 2012 were up $162.9 million or 10% versud 20On average, interest-bearing deposits
grew $156.2 million, while average noninterest-bepdemand deposits increased by $62.0 million.rAge borrowings increased $6.7
million, representing a $22.6 million increase &i%.9 million decrease in short-term and long-teorrowings, respectively.

Provision for Loan Losses

The provision for loan losses was $7.1 milliontloe year ended December 31, 2012 compared withriflién for 2011.

Noninterest Income

Service charges on deposits decreased slightipgl2012 compared to 2011. An increase in the numbeustomer accounts, including th
added from the branch acquisitions in June and agi2012, 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 teguh higher ATM and debit card point-of-sale usagcome.
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Investment advisory income was up $275 thousaridb®, compared to 2011. Investment advisory incdofates mainly due to sales
volume, which continued to increase during 2012 essult of improving market and economic condgiand our renewed focus on this line
of business.

The full-year impact of an additional $18.0 milliohcompany owned life insurance purchased dutieghird quarter of 2011 was largely
responsible for the $327 thousand increase in cagnpaned life insurance income for 2012.

Loan servicing income was down $218 thousand or G%he year ended December 31, 2012 compare@ld.2 oan servicing income
decreased as a result of more rapid amortizati@@ficing rights due to loans paying off, lowegdecollected 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 $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 securitiesev2.7 million for the year ended December 3122@ompared to $3.0 million for tl
year ended December 31, 2011. During 2012, we reéped gains totaling $2.6 million from the saldfigé pooled trus-preferred securities.
Net gains for 2011 included $2.3 million from theesof four pooled tru-preferred securities and $730 thousand from tleecfaight
mortgage-backed securities.

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 thousadd@%rfor the year ended December 31, 2012, compgar2dll1. Income from our
investment in several limited partnerships andd#inds from FHLB stock comprised the majority of ylear-over-year increase.

Noninterest Expense

Salaries and employee benefits was $40.1 millior2@12, up $4.4 million or 12% from 2011. As dissed earlier, salaries and employee
benefits for 2012 included pre-tax costs of apprately $2.6 million that were incurred in assocatwith the retirement of our former CEO.
After adjusting for these expenses, the increasalaries and employee benefits for 2012 when comapa the prior year is attributable to
higher pension costs along with increased stafingls. Full time equivalent employees increase@%yto 628 at December 31, 2012 from
575 at December 31, 2011, primarily due to the ¢naacquisitions.

Occupancy and equipment increased by $551 thousabth when comparing 2012 to 2011. The increasepniasarily related to the growth
in the branch network related to the branch actijois.

Professional services expense of $4.1 million ih2ihcreased $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 foraheyged 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 subordinatelolethtures 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 increasethi&r 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 % HAigher efficiency ratio is
attributable to the additional expenses relatetiédranch acquisitions and retirement of our far@EO, as previously discusst



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 taa tat32.6% for 2012 compared to 33.4% for 2011. [dheer effective tax rate in 2012 was a
result of the greater impact of tax-exempt incoméosver taxable income.
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ANALYSIS OF FINANCIAL CONDITION
OVERVIEW

At December 31, 2013, we had total assets of H$2ili8n, an increase of 6% from $2.76 billion asldcember 31, 2012, largely attributable
to our continued loan growth. Net loans were $hilion as of December 31, 2013, up $125.9 million8%, when compared to $1.68 bill
as of December 31, 2012. The increase in net lvasgprimarily attributed to the continued expansibthe indirect lending program and
commercial business development efforts. Non-periiog assets totaled $17.1 million as of Decembef813, up $7.0 million from a year
ago. Total deposits amounted to $2.32 billion aB@tember 31, 2013, up $58.3 million or 3%, compdoeDecember 31, 2012. As of
December 31, 2013, borrowed funds totaled $337ldomicompared to $179.8 million as of December2112. Book value per common
share was $17.17 and $17.15 as of December 31,&@12012, respectively. As of December 31, 20k3atal shareholders’ equity was
$254.8 million compared to $253.9 million a yearliea

INVESTING ACTIVITIES

The following table summarizes the compositionhaf available for sale and held to maturity secyrdytfolios (in thousands).

Investment Securities Portfolio Composition At Decaber 31,

2013 2012 2011
Amortized Amortized Amortized
Cost Fair Value Cost Fair Value Cost Fair Value
Securities available for sale
U.S. Government agency and government-sponsoredpeise
securities $135,84( $134,45. $128,09° $131,69! $ 94,947 $ 97,71
State and political subdivisiol — — 188,99° 195,21( 119,09¢ 124,42
Mortgagebacked securitie:
Agency mortgac-backed securitie 482,30¢ 473,08: 479,917 494,77( 390,37' 401,59¢
Non-Agency mortgac-backed securitie — 1,467 73 1,09¢ 327 2,08¢
Asse-backed securitie 18 39¢ 121 1,022 297 1,69
Total available for sale securiti 618,16¢ 609,400 797,20. 823,79t 605,04! 627,51
Securities held to maturity:
State and political subdivisiol 249,78! 250,65 17,90¢ 18,47¢ 23,297 23,96¢
Total investment securitie $867,95. $860,05 $815,10¢ $842,27: $628,34. $651,48:

Our investment policy is contained within our ovefsset-Liability Management and Investment Polithis policy dictates that investment
decisions will be made based on the safety ofrthiestment, liquidity requirements, potential refyrcash flow targets, need for collateral and
desired risk parameters. In pursuing these objestiwe 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

During the third quarter of 2013, we transferre@ %3 million of available for sale state and mupétidebt securities to the held to maturity
category, reflecting our intent to hold those sii@s to maturity. Transfers of investment secasitinto the held to maturity category from the
available for sale category are made at fair vatube date of transfer. The related $78 thousameétounrealized holding gains that were
included in the transfer are retained in accumdlatber comprehensive income and in the carryihigevaf the held to maturity securities.
This amount will be amortized as an adjustmenbterest income over the remaining life of the sities: This will offset the impact of
amortization of the net premium created in thedfan There were no gains or losses recognizedesudt of this transfer.

The available for sale (“AFS”) investment secustortfolio decreased $214.4 million or 26%, fro&23$.8 million at December 31, 2012 to
$609.4 million at December 31, 2013. The decreaselargely attributable to the transfer of avadior sale state and municipal debt
securities to the held to maturity category dutimgthird quarter of 2013, combined with schedylgdcipal paydowns on amortizing
securities and a change in the net unrealizedlgamodn the AFS portfolio.

The AFS portfolio had net unrealized losses totg$8.8 million at December 31, 2013 compared taunetalized gains of $26.6 million at
December 31, 2012. The unrealized loss on the AfEglio was predominantly caused by changes inketanterest rates. The fair value of
most of the investment securities in the AFS ptidffluctuates as market interest rates change.timesfer of securities from available for
sale to held to maturity is expected to reducddfrevalue fluctuations in the available for satafolio.
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As previously discussed, we utilized the proceeasfshort-term FHLB advances to purchase hjghlity investment securities as part of
leverage strategy of approximately $100 million lempented during the first quarter of 2013. Our pase of investment securities was
comprised of mortgage-backed securities, U.S. Goaent agencies and sponsored enterprise bondscaiesémpt municipal bonds. This
strategy allowed us to increase net interest incoynaking advantage of the positive interest sgiead between the FHLB advances and the
newly acquired investment securities.

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 saleuséies below their cost that are deemed to berdtian temporary are reflected in earnings
as realized losses to the extent the impairmemaiaged 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 tempoiaolves assessing i.) the intent to sell thbtdecurity or ii.) the likelihood of being
required to sell the security before the recovéryscamortized 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 andiltehood of the issuer being able to make paymméhat 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.

As of December 31, 2013, 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 secustimfore the anticipated recovery of amortized.cs¢ unrealized losses are largely due to
increases in market interest rates over the ymlddable at the time the underlying securitiesenymuirchased. 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, 2013, management has
concluded that unrealized losses on its investrserrities are temporary and no further impairnh@sg has been realized in our consolid
statements of income. The following discussion ftes further details of our assessment of the g@siportfolio by investment category.

U.S. Government Agencies and Government Sponsorechterprises (“GSE”). As of December 31, 2013, there were 18 securtiesi
unrealized loss position in the U.S. Governmennaigs and GSE portfolio with unrealized losseslittge52.8 million. Of these, three were

an unrealized loss position for 12 months or loraget had an aggregate fair value of $2.7 milliod anrealized losses of $14 thousand. The
decline in fair value is attributable to changemberest rates, and not credit quality, and besaves do not have the intent to sell these
securities and it is likely that we will not be téigd to sell the securities before their antiaglatecovery, we do not consider these securities
to be other-than-temporarily impaired at Decemidgr2®13.

State and Political SubdivisionsAs of December 31, 2013, the state and politicetisusions (“municipals”) portfolio totaled $249.8

million, all of which was classified as held to midty. As of that date, each of the 234 municipalan unrealized loss position had been in an
unrealized loss position for less than 12 month&sE securities had an aggregate fair value o8#7illion and unrealized losses totaling
$468 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 Wil required to sell the securities before theiicgated recovery, we do not consider these
securities to be other-than-temporarily impaireBatember 31, 2013.

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, 2013, were issued by Uo8edment sponsored entities and
agencies (“Agency MBS"), primarily FNMA. The conttaal cash flows of our Agency MBS are guarantee&#&dMA, FHLMC or GNMA.
The GNMA mortgage-backed securities are backedhdyull faith and credit of the U.S. Government.

As of December 31, 2013, there were 79 securiti¢sé Agency MBS portfolio that were in an unreadizoss position. Of these, 11 were in
an unrealized loss position for 12 months or loraget had an aggregate fair value of $48.2 milliod anrealized losses of $2.8 million.
Given the high credit quality inherent in Agency BlBve do not consider any of the unrealized loasesf December 31, 2013 on such MBS
to be credit related or other-théemporary. As of December 31, 2013, we did notidt® sell any of Agency MBS that were in an urieeal
loss position, all of which were performing in amtance with their terms.

Non-Agency Mortgage-backed SecuritieOur non-Agency MBS portfolio consists of positiangwo privately issued whole loan
collateralized mortgage obligations with a fairuebnd net unrealized gains of $1.5 million as e€&nber 31, 2013. As of that date, each of
the two non-Agency MBS were rated below investnggatle. None of these securities were in an uneshlizss position.
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Asset-backed Securities (“ABS”) As of December 31, 2013, the fair value of our ARStfolio totaled $399 thousand and consisted of
positions in two securities, one of which is a gabirust preferred security (“TPS”) issued by a.Uirf&ancial institution and backed by
preferred debt issued by dozens of companies, phnienks. As a result of some issuers defaulting others electing to defer interest
payments, we considered the TPS to be non-perfgrarid stopped accruing interest on these investnueming 2009. As of December 31,
2013, each of the securities in the ABS portfol@swated below investment grade. None of thesegitiesuvere in an unrealized loss
position.

During 2013, we recognized gains totaling $1.2iomllfrom the sale of four TPS. The four securitiasl a fair value of $550 thousand at
December 31, 2012. We continue to monitor the mddeghese securities and evaluate the poterdgidiuture dispositions.

Other Investments.As a member of the FHLB, the Bank is required tlheHLB stock. The amount of required FHLB stoclb#sed on the
Bank’s asset size and the amount of borrowings fiterFHLB. We have assessed the ultimate recoviyaddi 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 totaled.81&illion and $3.9 million,
respectively and is included in other assets acdrded at cost, which approximates fair value.

LENDING ACTIVITIES

Total loans were $1.83 billion at December 31, 2@tBincrease of $127.9 million or 8% from Decenttier2012. Commercial loans
increased $63.1 million or 9% and represented 4@flédtal loans at the end of 2013. Residentialtgage loans were $113.0 million, down
$20.5 million or 15% and represented 6.2% of tltahs at December 31, 2013, while consumer loatreased $85.3 million to represent
53.7% of total loans at December 31, 2013 comptré@.8% at December 31, 2012. The compositioruol@an portfolio, excluding loans
held for sale and including net unearned incomeramtdieferred fees and costs, is summarized asv¥®l{in thousands):

Loan Portfolio Composition At December 31

2013 2012 2011 2010 2009
Amount Percent Amount Percent Amount Percen Amount Percen Amount Percent
Commercial busines $ 265,76t 14.5% $ 258,67! 15.2% $ 233,83t 15.% $ 211,03: 15.7% $ 206,38: 16.2%
Commercial mortgag 469,28« 25.€ 413,32 24.2 393,24 26.5 352,93( 26.2 330,74 26.2
Total commercia 735,05( 40.1 671,99¢ 39.4 627,08( 42.2 563,96 41.¢€ 537,13: 42.F
Residential mortgag 113,04! 6.2 133,52( 7.8 113,91: 7.7 129,58( 9.€ 144,21! 11.¢
Home equity 326,08t 17.€ 286,64 16.€ 231,76t 15.€ 208,32 15.t 200,68 15.¢€
Consumer indirec 636,36¢ 34.7 586,79« 34.¢ 487,71: 32.¢ 418,01¢ 31.1 352,61: 27.¢
Other consume 23,07( 1.2 26,76¢ 1.€ 24,30¢ 1.€ 26,10¢ 1.€ 29,36¢ 2.3
Total consume 985,52 53.7 900,20 52.¢ 743,78! 50.1 652,44 48.t 582,66( 46.1
Total loans 1,833,61! 100.(% 1,705,72 100.(% 1,484,77 100.(% 1,345,99 100.(% 1,264,00 100.(%
Allowance for loan losse 26,73¢ 24,71« 23,26( 20,46¢ 20,74:
Total loans, ne $1,806,88: $1,681,01. $1,461,511 $1,325,52. $1,243,26!

As of December 31, 2013 and 2012, the residentiatgage portfolio included $19.3 million and $2&fdlion, respectively, of loans acquir
with the 2012 branch acquisitions and $93.7 milkow $105.3 million of organic loans, respectivalge decrease in organic residential
mortgage loans from $113.9 million to $105.3 millim $93.7 million for the periods ending Decem®&r2011, 2012 and 2013, respectiv
and the increase in consumer indirect loans froBv$million to $586.8 million to $636.4 million féhe same periods reflects a strategic
shift to increase our consumer indirect loan pdidfavhile placing less emphasis on expanding esidential mortgage loan portfolio,
coupled with our practice of selling the majorifyonir fixed-rate residential mortgages in the selean market with servicing rights retained.

Commercial loans increased during 2013 as we aoadiour commercial business development efforts.cradit risk related to commercial
loans is largely influenced by general economiaoditions and the resulting impact on a borrower’sragions or on the value of underlying
collateral.

We participate in various lending programs in wictarantees are supplied by U.S. government agerstieh as the SBA, U.S. Department
of Agriculture, Rural Economic and Community Dey@ieent and Farm Service Agency, among others. Axeoember 31, 2013, the
principal balance of such loans (included in conuigdtoans) was $56.3 million and the guaranteatiggo amounted to $38.5 million. Most
of these loans were guaranteed by the SBA.
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Commercial business loans were $265.8 million atethd of 2013, up $7.1 million or 3% since the eh@012, and comprised 14.5% of total
loans outstanding at December 31, 2013. We typicaiginate business loans of up to $15.0 milliongmall to mid-sized businesses in our
market area for working capital, equipment finaggimventory financing, accounts receivable finaggior other general business purposes.
Loans of this type are in a diverse range of imilest Within the commercial business classificatioans to finance agricultural production
totaled approximately 8% of commercial businesasaas of December 31, 2013. As of December 31,,2fiiiBmercial business SBA loans
accounted for a total of $35.5 million or 13% of @emmercial business loan portfolio.

Commercial mortgage loans totaled $469.3 milliobatember 31, 2013, up $56.0 million or 14% front®uaber 31, 2012, and comprised
25.6% of total loans, compared to 24.2% at DecerBbeP012. Commercial mortgage includes both owiceupied and non-owner occupied
commercial real estate loans. Approximately 44% 486fb of the commercial mortgage portfolio at Decengil, 2013 and 2012,
respectively, was owner occupied commercial ref@tesThe majority of our commercial real estatnkare secured by office buildings,
manufacturing facilities, distribution/warehouseilities, and retail centers, which are generailyated in our local market area. As of
December 31, 2013, commercial mortgage SBA loacswuated for a total of $16.2 million or 3% of owmemercial 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.

Residential mortgage loans totaled $113.0 millibtha end of 2013, down $20.5 million or 15% frdme £nd of the prior year and comprised
6.2% of total loans outstanding at December 313241d 7.8% at December 31, 2012. Residential mgettans include conventional first
lien home mortgages and we generally limit the mmaxn loan to 85% of collateral value without creslihancement (e.g. PMI insurance).
part of management’s historical practice of origjimgpand servicing residential mortgage loansntiagority of our fixed-rate residential
mortgage loans are sold in the secondary markétseitvicing rights retained. Residential mortgagelpcts continue to be underwritten
using FHLMC and FNMA secondary marketing guidelines

Consumer loans totaled $985.5 million at DecemiieB813, up $85.3 million or 10% compared to 2GR represented 53.7% of the 2013
yearend loan portfolio versus 52.8% at year-end 2002ns in this classification include indirect comsr, home equity and other consumer
installment loans. Credit risk for these typesaafris is generally influenced by general economiditimns, the characteristics of individual
borrowers, and the nature of the loan collaterek®of loss are generally on smaller average batper loan spread over many borrowers.
Once charged off, there is usually less opportuisityecovery on these smaller retail loans. Craslit is primarily controlled by reviewing

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

Consumer indirect loans amounted to $636.4 millibBecember 31, 2013 up $49.6 million or 8% compane2012, and represented 34.7%
of the 2013 year-end loan portfolio versus 34.4%eatr-end 2012. 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 thataiipirange from 36 to 84 months. During the yeadezl December 31, 2013, we originated
$306.4 million in indirect loans with a mix of agpimately 47% new auto and 53% used vehicles. @dmspares with $324.6 million in
indirect loans with a mix of approximately 49% nauto and 51% used vehicles for the same perio812.2The decrease in loans for new
autos reflects changes in market conditions in 288 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 welhame equity loans. Home equities amounted to .$32élion at December 31, 2013 up
$39.4 million or 14% compared to 2012, and represkh7.8% of the 2013 year-end loan portfolio vers6.8% at year-end 2012. The
portfolio had a weighted average LTV at originatafrapproximately 55% and 54% at December 31, 20182012, respectively.
Approximately 76% and 69% f the loans in the homueity portfolio were first lien positions at Deceart81, 2013 and 2012, respectively.
We continue to grow our home equity portfolio as ibwer origination cost and convenience to custsrhas made these products an
increasingly attractive alternative to conventioreaidential mortgage loans.

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 borrowerrpsufficient 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 both 2013 2010.

Other consumer loans totaled $23.1 million at Demem31, 2013, down $3.7 million or 14% compare@@2, and represented 1.2% of the
2013 year-end loan portfolio versus 1.6% at year201.2. Other consumer loans consists of persoaakl (collateralized and
uncollateralized) and deposit account collaterdlipans.
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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 retatiips are formally reviewed and graded on an engbasis 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 typeghorrowers, industry groups, and market areasiwitlr core footprint. Significant loan
concentrations are considered to exist for a firiestitution when there are amounts loaned tmerous borrowers engaged in similar
activities that would cause them to be similarlypanted by economic or other conditions. At Decen®ier2013, no significant
concentrations, as defined above, existed in ottfghio in excess of 10% of total loans.

Loans Held for Sale and Loan Servicing Rights.oans held for sale (not included in the loan pdiaf composition table) were entirely
comprised of residential real estate mortgagesatated $3.4 million and $1.5 million as of DecemB#, 2013 and 2012, 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 $237.9 million and
$273.3 million as of December 31, 2013 and 201 eetively.

Allowance for Loan Losses

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

2013 2012 2011 2010 2009
Allowance for loan losses, beginning of year $24,71¢ $23,26( $20,46¢ $20,74: $18,74¢
Chargeoffs:
Commercial busines 1,07(C 72¢ 1,34¢ 3,42¢ 2,36(
Commercial mortgag 552 74E 751 263 35k
Residential mortgag 411 32¢ 152 29C 22k
Home equity 391 30¢ 44¢ 25¢ 19t
Consumer indirec 8,12t 6,58¢ 4,71 4,66¢ 3,631
Other consume 92¢ 874 871 90¢ 1,05¢
Total charg-offs 11,47¢ 9,56¢ 8,28¢ 9,81¢ 7,83(
Recoveries
Commercial busines 34¢ 33€ 401 32¢€ 42¢
Commercial mortgag 31¢ 261 24¢ 501 15C
Residential mortgag 54 13C 9C 21 12
Home equity 157 44 44 36 20
Consumer indirec 3,161 2,76¢ 2,06¢ 1,48¢ 1,03(
Other consume 381 354 45€ 48E 48(
Total recoverie: 4,421 3,89¢ 3,30z 2,85¢ 2,12(
Net charg-offs 7,057 5,67¢ 4,98¢ 6,96: 5,71(
Provision for loan losse 9,07¢ 7,12¢ 7,78( 6,68 7,702
Allowance for loan losses, end of y $26,73¢ $24,71¢ $23,26( $20,46¢ $20,74.
Net charg-offs to average loar 0.4(% 0.36% 0.36% 0.54% 0.47%
Allowance to end of period loal 1.4€% 1.45% 1.57% 1.52% 1.64%
Allowance to end of period n-performing loan: 161% 271% 32% 27(% 23%%

Loan Loss Analysis Year Ended December 3
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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 necessarilycailie 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 Category At Deceber 31,

2013 2012 2011 2010 2009
Percentagt Percentagt Percentagt Percentagt Percentage
of loans by of loans by of loans by of loans by of loans by
Loan Loss category Loan Loss category Loan Loss category Loan Loss category Loan Loss category
to total to total to total to total to total
Allowance loans Allowance loans Allowance loans Allowance loans Allowance loans
Commercial
busines: $ 4,27: 145% $ 4,88¢ 152% $ 4,03¢ 157% $ 3,71 15.7% $ 4,40i 16.2%
Commercial
mortgage 7,745 25.€ 6,581 24.2 6,41¢ 26.t 6,431 26.2 6,63¢ 26.2
Residential
mortgage 67€ 6.2 74C 7.8 85¢ 7.7 1,013 9.€ 1,25] 11.4
Home equity 1,36i 17.¢ 1,282 16.€ 1,24z 15.€ 972 15.5 1,04: 15.¢
Consumer indirec  12,23( 34.7 10,71t 34.4 10,18¢ 32.¢ 7,75¢ 31.1 6,831 27.¢
Other consume 447 1.2 51z 1.€ 517 1.€ 584 1.6 56E 2.3
Total $ 26,73¢ 100.% $ 24,71« 100.% $ 23,26( 100.% $ 20,46¢ 100.% $20,74: 100.(%

Management believes that the allowance for loasdesit December 31, 2013 is adequate to coverlgmlosses in the loan portfolio at that
date. Factors beyond our control, however, sugeasral national and local economic conditions,adersely impact the adequacy of the
allowance for loan losses. As a result, no asseraan be given that adverse economic conditiomshar 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 thde&cribed 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

2013 2012 2011 2010 2009
Non-accruing loans
Commercial busines $ 3,47¢ $ 3,41 $1,25¢ $ 947 $ 65C
Commercial mortgag 9,66: 1,79¢ 2,92¢ 3,10( 2,28¢
Residential mortgag 1,07¢ 2,04( 1,64¢ 2,102 2,37¢
Home equity 92t 93¢ 682 87t 88C
Consumer indirec 1,471 891 55¢ 514 621
Other consume 5 25 — 41 7
Total nor-accruing loan: 16,61¢ 9,107 7,071 7,57¢ 6,822
Restructured accruing loa — — — — —
Accruing loans contractually past due over 90 ¢ 6 18 5 3 1,85¢
Total nor-performing loan: 16,62: 9,12¢ 7,07¢ 7,58z 8,681
Foreclosed asse 33< 184 47¢ 741 74€
Non-performing investment securiti 12¢ 753 1,63¢ 572 1,01t
Total nor-performing assel $17,08! $10,06: $9,187 $8,89¢ $10,44:
Non-performing loans to total loat 0.91% 0.5%% 0.48% 0.5€6% 0.6%
Non-performing assets to total ass 0.5¢% 0.3€6% 0.3% 0.4(% 0.51%

Non-performing assets include non-performing loangdtmsed assets and non-performing investment iiesulNon-performing assets at
December 31, 2013 were $17.1 million, an incred$¥ ® million from the $10.1 million balance at &sanber 31, 2012. The primary
component of non-performing assets is non-perfogrfoans, which were $16.6 million or 0.91% of tdtains at December 31, 2013, an
increase of $7.5 million from $9.1 million or 0.538total loans at December 31, 2012.
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Approximately $10.7 million, or 64%, of the $16.6llian in non-performing loans as of December 3012 were current with respect to
payment of principal and interest, but were clésdifis non-accruing because repayment in full ioicgral and/or interest was uncertain. For
non-accruing loans outstanding as of December 31, 2b&3mount of interest income forgone totaled &®uLsand. Included in nonaccri
loans are troubled debt restructurings (“TDRs"$8f9 million at December 31, 2013. We had no TORs tvere accruing interest as of
December 31, 2013. The increase in non-perforniagd and TDRs was primarily due to a single comialemwortgage loan with a principal
balance of $6.9 million at December 31, 2013. Ttés was modified as a troubled debt restructuaind placed on nonaccrual status during
the fourth quarter 2013. The Company had interrdlywngraded the loan to substandard status frocigdpaention during the third quarter
2013. The loan, which is secured by income propamty guaranteed by the owners, was current peethes of the restructured loan
agreement as of December 31, 2013.

Foreclosed assets consist of real property form@egiged as collateral to loans, which we have iaeduhrough foreclosure proceedings or
acceptance of a deed in lieu of foreclosure. Fosst asset holdings represented four propertiebngt$333 thousand at December 31, 2013
and five properties totaling $184 thousand at Ddxen31, 2012.

Non-performing investment securities for which we hatepped accruing interest were $128 thousand etker 31, 2013, compared to
$753 thousand at December 31, 2012. Non-perforiivestment securities are included in non-perfograasets 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 2013, we recognized gains totaling $1.2iomllfrom the sale of four TPS. The four securitiasl a fair value of $550 thousand at
December 31, 2012. We continue to monitor the mddeghese securities and evaluate the poterdgrdiuture dispositions.

Potential problem loans are loans that are cugrgriforming, but information known about possibtedit problems of the borrowers causes
management to have concern as to the ability dif 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 supporting credits, and/or personal or government guaesntManagement considers loans
classified as substandard, which continue to adcteeest, to be potential problem loans. We ideati$9.7 million and $13.8 million in loa
that continued to accrue interest which were digsksas substandard as of December 31, 2013 ari?] 28dpectively. The decrease in
potential problem loans relates primarily to a $Bi#lion credit relationship which migrated to npefforming during the first quarter of 20

FUNDING ACTIVITIES
Deposits

The following table summarizes the composition wf deposits (dollars in thousands).

At December 31,

2013 2012 2011
Amount Perceni Amount Perceni Amount Percent
Noninteres-bearing demand $ 535,47. 23.1% $ 501,51 22.2% $ 393,42: 20.2%
Interes-bearing deman 470,73: 20.2 449,74 19.€ 362,55! 18.¢
Savings and money mark 717,92¢ 30.€ 655,59¢ 28.¢ 474,94° 24.¢
Certificates of deposit < $100,0! 369,91! 16.C 432,50t 19.2 486,49t 25.2
Certificates of deposit of $100,000 or m 226,00¢ 9.7 222,43. 9.€ 214,18( 11.1
Total deposit: $2,320,05¢ 100.9% $2,261,79- 100.% $1,931,59: 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, 2013, total depagése $2.32 billion, representing an increase & $3nillion for the year. Public deposit
balances increased $79.2 million during 2013 drgels to the seasonality of municipal cash flowd anccessful business development
efforts in our newly acquired branches. Time deigosire approximately 26% and 29% of total dep@dif3ecember 31, 2013 and 2012,
respectively. Depositors remain hesitant to inired§ime deposits, such as certificates of depémitiong periods due to the low interest rate
environment. This has resulted in lower amountadeiaced in time deposits for generally shortente

Nonpublic deposits, the largest component of ondfing sources, totaled $1.79 billion and $1.81Zidsillat December 31, 2013 and 20
respectively, and represented 77% and 80% of detabsits as of the end of each period, respectiVéé/have managed this segment of
funding through a strategy of competitive pricihgttminimizes the number of customer relationsttips have only a single service high cost
deposit account.
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As an additional source of funding, we offer a gayriof public (municipal) deposit products to thany towns, villages, counties and school
districts within our market. Public deposits gefignsange from 20% to 28% 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 seasonabtycated with public deposits. Total public defsosiere $533.5 million ar
$454.2 million at December 31, 2013 and 2012, retspay, and represented 23% and 20% of total dépas of the end of each period,
respectively.

We had no traditional brokered deposits at Decer@beP013 or 2012; however, we do participate en@ertificate of Deposit Account
Registry Service (“CDARS”) and Insured Cash Swe&p]”) programs, which enable depositors to rec&idC insurance coverage for
deposits otherwise exceeding the maximum insuraileunt. CDARS and ICS deposits are considered tedkdeposits for regulatory
reporting purposes. Through these programs, depiositxcess of the maximum insurable amount areglavith multiple participating
financial institutions. Reciprocal CDARS depositeldCS deposits totaled $61.3 million and $56.4iam| respectively, at December 31,
2013.

Borrowings

There were no long-term borrowings outstandingfddexember 31, 2013 and 2012. Outstanding sham-tenrowings are summarized as
follows as of December 31 (in thousands):

2013 2012
Shor-term borrowings
Repurchase agreemel $ 39,04: $ 40,80¢
Shor-term FHLB borrowings 298,00( 139,00(
Total shor-term borrowings $337,04. $179,80¢

We classify borrowings as short-term or long-temaccordance with the original terms of the agregme

We have credit capacity with the FHLB and can bertorough facilities that include amortizing andnteadvances or repurchase agreem
We had approximately $12 million of immediate ctedipacity with the FHLB as of December 31, 201& hed approximately $480 million
in secured borrowing capacity at the Federal ResBank (“FRB”) Discount Window, none of which waststanding at December 31, 2013.
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, 2013.
Additionally, we had approximately $61 million ofiencumbered liquid securities available for pledgin

Federal funds purchased are short-term borrowimagstypically mature within one to ninety days. 8Herm repurchase agreements are
secured overnight borrowings with customers. Stertt FHLB borrowings have original maturities afdethan one year and include
overnight borrowings which we typically utilize &wldress short term funding needs as they ariset-&im FHLB borrowings at
December 31, 2013 consisted of $198.0 million iaraight borrowings and $100.0 million in short-teadvances. Short-term FHLB
borrowings at December 31, 2012 consisted of $88llibn in overnight borrowings and $40.0 million short-term advances.

As previously discussed, during the first quarte2@l3 we leveraged our balance sheet throughxbeudion of shorterm FHLB advances
order to acquire investment securities to take athge of the positive interest rate spread ancase net interest income.

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

At or for the Year Ended December 31

2013 2012 2011
Year-end balance $337,04: $179,80¢ $150,69¢
Year-end weighted average interest 0.3t% 0.52% 0.3%%
Maximum outstanding at any morend $337,04: $229,59¢ $188,35!
Average balance during the ye $190,31( $121,73! $ 99,12:
Average interest rate for the ye 0.3%% 0.48% 0.5(%

There were no long-term borrowings outstanding et¢édnber 31, 2013 and 2012. In August 2011, we redéall of our 10.20% junior
subordinated debentures at a redemption price iegub05.1% of the principal amount redeemed, pluaczrued and unpaid interest. As a
result of the redemption, we recognized a lossximguishment of debt of $1.1 million, consistinftibe redemption premium of $852
thousand and the write-off of the remaining unamed issuance costs of $231 thousand.
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Shareholders’ Equity

Total shareholders’ equity was $254.8 million atBmber 31, 2013, an increase of $942 thousand $258.9 million at December 31, 2012.
Net income for the year increased shareho’ equity by $25.5 million, which was partially ofsby common and preferred stock dividends
declared of $11.6 million. Accumulated other confygresive income included in shareholders’ equityelesed $13.4 million during the year
due primarily to higher net unrealized losses @ustes available for sale. For detailed informatbn shareholders’ equity, see Note 12,
Shareholders’ Equity, of the notes to consolidditeahcial statements.

FIl and the Bank are subject to various regulatapital requirements. At December 31, 2013, botlafd the Bank exceeded all regulatory
requirements. For detailed information on regulatapital, see Note 11, Regulatory Matters, ofrtbges to consolidated financial stateme

GOODWILL AND OTHER INTANGIBLE ASSETS

The carrying value of goodwill totaled $48.5 mitlias of December 31, 2013 and 2012. We perforntpakitative assessment of goodwill at
the reporting unit level, the Bank, to determing ¥as more likely than not that the fair valuetioé reporting unit is less than its carrying
value. In performing a qualitative analysis, fastoonsidered include, but are not limited to, besinstrategy, financial performance and
market and regulatory dynamics. The results ofjtritative assessment for 2013 indicated thati mot more likely than not that the fair
value of the reporting unit is less than its cargyvalue. Consequently, no additional quantitative-step impairment test was required, and
no impairment was recorded in 2013.

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

2013 2012
Goodwill, beginning of year $48,53¢ $37,36¢
Branch acquisition — 11,167
Impairment — —
Goodwill, end of yea $48,53¢ $48,53¢

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

Our other intangible assets consisted entirely ajra deposit intangible asset. Changes in thenagleted amortization and net book value
were as follows (in thousands):

2013 2012
Gross carrying amount $2,04: $2,04:
Accumulated amortizatio (57€) (189)
Net book value $1,46¢ $1,85:
Amortization during the ye¢ $ 387 $ 18¢

There were no core deposit intangible assets ortaation expense for the year ended December(lL].2

For further discussion, see Note 1, Summary ofiégmt Accounting Policies, and Note 7, GoodwiticaOther Intangible Assets, to the
Consolidated Financial Statements included in I8ofi 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 matutig repayment of matured borrowings, the abi6tjund 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, olityatn sell or pledge securities, lines-of-creditid access to the financial and capital
markets.

Liquidity for the Bank is managed through the moniitg 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 Balidsron cash flows from operations, ¢
deposits, borrowings and short-term liquid assets.

Our cash and cash equivalents were $59.7 millicof &ecember 31, 2013, down $744 thousand from460llion as of December 31, 201
Our net cash provided by operating activities ede$37.2 million and the principal source of opeatctivity cash flow was net income
adjusted for noncash income and expense itemsdsétused in investing activities totaled $242.oni, which included outflows of $131
million for net loan originations and $107.3 miliidrom net investment securities transactions.ddsh provided by financing activities of
$204.3 million was attributed to a $58.3 milliortiease in deposits and a $157.2 million increasdant-term borrowings, partly offset by
$11.2 million in dividend payments.

Contractual Obligations and Other Commitments

The following table summarizes the maturities afiamas contractual obligations and other commitméintshousands):

At December 31, 201.

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

On-Balance sheet:

Certificates of depos (1) $448,99° $100,86. $46,04:8 $ 20 $595,92
Supplemental executive retirement pli 197 61€ 61¢ 1,09: 2,52¢
Off-Balance sheet

Limited partnership investmeni(2 $ 35 $ 71 $ 3B $ — $ 1,42t
Commitments to extend cred® 431,23t — — — 431,23t
Standby letters of cred(®) 5,49¢ 3,091 29 — 8,61¢
Operating lease 1,44(C 2,65¢ 1,50¢ 3,79¢ 9,39«

@ Includes the maturity of certificates of dep@sitounting to $100 thousand or more as follows: $@7illion in three months or less;
$32.3 million between three months and six mor$fi§,.6 million between six months and one year; 84812 million over one yea

(& We have committed to capital investments in savanited partnerships of up to $6.0 million, ohieh we have contributed $4.6
million as of December 31, 2013, including $121uend during 201!

®  We do not expect all of the commitments to exteredlit and standby letters of credit to be fundéuls, the total commitment amounts
do not necessarily represent our future cash reongnts

Off-Balance Sheet Arrangements

With the exception of obligations in connectiontwitur irrevocable loan commitments, operating Iseasel limited partnership investments
as of December 31, 2013, we had no other off-balaheet arrangements that have or are reasoniadlly 0 have a current or future effect
on our financial condition, changes in financiahdiion, revenues or expenses, results of opergtiajuidity, capital expenditures or capital
resources that is material to investors. For aoiatii information on off-balance sheet arrangemesgis,Note 1, Summary of Significant
Accounting Policies and Note 10, Commitments andtidgencies, in the notes to the accompanying difzged 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 @d@mber 31, 2013. Mortgage-backed securities aheded in maturity categories based on
their stated maturity date. Actual maturities mifed from the contractual maturities presentedause borrowers may have the right to call
or prepay certain investments. We have stoppedimgrinterest on our asset-backed securities. K@tmivalent adjustments were made to
the weighted average yields (in thousands).

Due after five

Due in one year Due from one to years through ten
or less five years years Due after ten years Total
Cost Yield Cost Yield Cost Yield Cost Yield Cost Yield
Available for sale debt securities
U.S. Government agencies and
government-sponsored
enterprise! $23,99¢ 0.0 $ 27,18: 2.1¢% $ 74,170 1.7%% $ 10,48. 0.89% $135,84( 1.46%
Mortgagebacked securitie 20¢ 3.1¢€ 97¢ 3.5¢ 164,18 1.9t 316,93 2.3t 482,30¢ 2.2Z
Asse-backed securitie — — — — — — 18 — 18 —

24,20t 0.1C 28,16 2.21 238,36+ 1.8¢ 327,43:  2.3( 618,16¢ 2.0t

Held to maturity debt securities:
State and political subdivisiol 25,28¢ 1.4€ 109,91: 1.5t 114,54: 2.2t 42 5.5/ 249,78! 1.8¢

$49,49: 0.7% $138,07« 1.69% $352,900 2.0(% $327,47¢ 2.3(% $867,95. 2.0(%

Contractual Loan Maturity Schedule

The following table summarizes the contractual mags of our loan portfolio at December 31, 20lL8ans, net of deferred loan origination
costs, include principal amortization and non-aitaguoans. Demand loans having no stated schedukpayment or maturity and overdrafts
are reported as due in one year or less (in thas$an

Due in les:
Due from
than one one to five Due after
year years five years Total
Commercial business $143,89¢ $ 99,20¢ $ 22,65¢ $ 265,76¢
Commercial mortgag 154,58t 220,07: 94,62¢ 469,28«
Residential mortgag 19,42¢ 48,46¢ 45,15 113,04!
Home equity 57,72 150,07: 118,28t 326,08t
Consumer indirec 252,94¢ 375,19¢ 8,22¢ 636,36¢
Other consume 9,991 11,53; 1,54: 23,07(
Total loans $638,57!  $904,55! $290,48¢ $1,833,61!
Loans maturing after one yei
With a predetermined interest r: $661,45¢ $149,21¢ $ 810,67¢
With a floating or adjustable ra 243,09 141,27: 384,36¢
Total loans maturing after one ye $904,55! $290,48¢ $1,195,04
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Capital Resources

The FRB has adopted a system using risk-basecdhtgpitielines to evaluate the capital adequacyaaktholding companies on a
consolidated basis. The guidelines require a minmriier 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 componeastef December 31 (in thousands):

2013 2012
Total shareholders’ equity $ 254,83¢ $ 253,89
Less: Unrealized (loss) gain on securities avagldtt sale, net of ta (5,299 16,06(
Net unrecognized gain on available for sale seesrttansferred to held to maturity, net of (44) —
Unrecognized net periodic pension & postretirenfmefits (costs), net of t (4,850 (12,807
Disallowed goodwill and other intangible ass 50,00: 50,38¢
Tier 1 capital $ 215,02 $ 200,25!
Adjusted average total assets (for leverage capitadoses $2,816,49. $2,596,12.
Tier 1 leverage ratio (Tier 1 capital to adjustedrage total asset 7.62% 7.71%
Total Tier 1 capita $ 215,02 $ 200,25!
Plus: Qualifying allowance for loan loss 24,85¢ 23,35¢
Total risk-based capite $ 239,87¢ $ 223,61
Net risk-weighted asse! $1,986,47. $1,867,03;
Tier 1 capital ratio (Tier 1 capital to net r-weighted asset: 10.82% 10.7%
Total risk-based capital ratio (Total ri-based capital to net ri-weighted asset: 12.0¢% 11.9¢%

CRITICAL ACCOUNTING ESTIMATES

Our consolidated financial statements are preparadcordance with GAAP and are consistent witldpneinant practices in the financial

services industry. Application of critical accoungfipolicies, 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 whichntlest significant are presented in Note 1, Summasignificant Accounting Policies, of
the notes to consolidated financial statementssé&ipelicies, along with the disclosures presentalie 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 deferraxl assets, the valuation of securities and détation of OTTI, and accounting for defin
benefit plans require particularly subjective omgbex judgments important to our financial positamd 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 anrgnigasis using historical experience and otheofacincluding the current economic
environment. We adjust these estimates and assamsptihen facts and circumstances dictate. Illiquédlit markets and volatile equity have
combined with declines in consumer spending toeiase the uncertainty inherent in these estimattsssumptions. As future events cannot
be determined with precision, actual results califiér significantly from our estimates.
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MANAGEMENT’S DISCUSSION AND ANALYSIS

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 consillercritical accounting estimate because it regusignificant judgment and the use of
subjective measurements including management'ssssnt of the internal risk classifications of Iparhanges in the nature of the loan
portfolio, industry concentrations, existing econoronditions, the fair value of underlying colletk 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 lessés, and therefore the appropriateness of theaalkce for loan losses, could change
significantly. As an integral part of their exantioa process, various regulatory agencies als@vethe allowance for loan losses. Such
agencies may require additions to the allowancéofmm losses or may require that certain loan lealsube charged off or downgraded into
criticized loan categories when their credit evaares differ from those of management, based om fhdgments about information available
to them at the time of their examination. We badi¢hve level of the allowance for loan losses isappate 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 Discussamd Analysis of Financial Condition and Resuft©perationsand 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 &wasndefinite useful life and is not amortized, lsutested for impairment. GAAP requires
goodwill to be tested for impairment at our repagtunit level on an annual basis, which for usépt8mber 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 valuereporting unit with its carrying value, includigoodwill. If the carrying value of the
reporting unit exceeds its fair value, Step 2 efdgoodwill 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 (aftsidevation of historical taxable income as wellaasplanning strategies). If these
estimates and related assumptions change, we magbied 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 assellsnet be realized. Changes in valuation allowafmoen period to period are included in our
tax provision in the period of change. For addiilodiscussion related to our accounting policyifmome taxes see Note 15, Income Taxe
the notes to consolidated financial statements.
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MANAGEMENT’S DISCUSSION AND ANALYSIS

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 quotedketgorices are not available, fair values are esttioh based on dealer quotes, pricing
models, discounted cash flow methodologies, orlaméchniques for which the determination of fatue may require significant judgment
or estimation. Fair values of public bonds and ¢hosvate securities that are actively traded endbcondary 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 w@sh Market rates used are applicable to
the yield, credit quality and average maturity a€le security. Private equity securities may aldzetinternal valuation methodologies
appropriate for the specific asset. Fair valueshtrédso be determined using broker quotes or thrahg use of internal models or analysis.

Securities are evaluated quarterly to determinethrdnea decline in their fair value is other thamperary. Management utilizes criteria such
as, the current intent or requirement to hold drtse security, the magnitude and duration ofdeeline 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 in@sdhat the prospect for a near-term recovery lofevis not necessarily favorable. Declines in
the fair value of investment securities below tloeist that are deemed to be other than temporarieélected 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 comprehensiventco

Defined Benefit Pension Plan

Management is required to make various assumpiiowaluing its defined benefit pension plan asseis 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 reasonablplpa@ssd may have a material impact on our conatdid financial statements, results of
income or liquidity.

RECENT ACCOUNTING PRONOUNCEMENTS

See Note 1, Summary of Significant Accounting Retic Recent Accounting Pronouncements, in thesnioteonsolidated financial
statements for a discussion of recent accountingqamcements.
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ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARK  ET RISK
Asset-Liability Management

The principal objective of our interest rate risekmagement is to evaluate the interest rate riskranit 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 wittgthéelines approved by our Board of Directors. Eiggment is responsible for reviewing
with the Board of Directors our activities and traes, the effect of those strategies on thentetast income, the fair value of the portfolio
and the effect that changes in interest rateshaile on the portfolio and exposure limits. Managarhas developed an Asset-Liability
Management and Investment Policy that meets thgesgiic objectives and regularly reviews the agésibf the Bank.

Portfolio Composition

Our balance sheet assets are a mix of fixed andblarrate assets with consumer indirect loans,neernial loans, and MBSs comprising a
significant portion of our assets. Our consumeiréd loan portfolio comprised 22% of assets angrisarily fixed rate loans with relatively
short durations. Our commercial loan portfolio teth25% of assets and is a combination of fixedardble rate loans, lines and mortgay
The MBS portfolio, including collateralized mortgesgobligations, totaled 16% of assets with durateweraging three to five years.

Our liabilities are made up primarily of depositdich account for 87% of total liabilities. Of theedeposits, the majority, or 54%, is in
nonpublic variable rate and noninterest bearinglpets including demand (both noninterest and isteteearing), savings and money market
accounts. In addition, fixed rate nonpublic cectife of deposit products make up 23% of total dépoehe bank also has a significant am:
of public deposits, which represented 23% of tdeglosits as of December 31, 2013.

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 econoaliewof equity. At December 31, 2013,
we are generally asset sensitive, meaning thatoist cases, net interest income tends to rise@® gt rates rise and decline as interest rates
fall.

Net interest income at risk is measured by estimgatie changes in net interest income resulting) firstantaneous and sustained par:
shifts in interest rates of different magnitudesroa period of 12 months. The following table detth the estimated changes to net interest
income over the 12-month period ending DecembeP314 assuming instantaneous changes in intetestfia the given rate shock
scenarios (dollars in thousands):

Changes in Interest Rate

-100 bp +100 by +200 by +300 bp
Change in net interest income $(1,769) $ 69¢ $1,93¢ $1,251
% Change (1.89)% 0.7% 2.06% 1.3%%

In addition to the changes in interest rate scendisted above, other scenarios are typically resti® measure interest rate risk. These
scenarios vary depending on the economic and stteage 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. lbatgludes certain assumptions about the futu@mayiof loans and deposits in response to
changes in interest rates. Further, it assumesithatguency rates would not change as a resulhafges 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 chamgearieconomic 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 replacatmates for each account type, while fair valulesam-financial assets and liabilities are
assumed to equal book value and do not vary withrésst rate fluctuations. An economic value simaiats a static measure for balance sheet
accounts at a given point in time, but this measer@ can change substantially over time as theacteristics 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 analysis that follows presents the estimatel E&gulting from market interest rates prevailihg given quarter-end (“Pre-Shock
Scenario”), and under other interest rate scenée@sh a “Rate Shock Scenario”) represented by uhates permanent, parallel shifts in
interest rates from those observed at Decembe2®1 and 2012. The analysis additionally presemegasurement of the interest rate
sensitivity at December 31, 2013 and 2012. EVE artware computed under each respective Pre- Stamia8o and Rate Shock Scenario.
An increase in the EVE amount is considered faverathile a decline is considered unfavorable.

December 31, 201. December 31, 201.
Percentage Percentagt
Rate Shock Scenaric EVE Change Change EVE Change Change
Pre-Shock Scenario 466,00¢ 392,73.
- 100 Basis Point $476,320 $ 10,31t 2.21% $420,47. $27,74( 7.0€%
+ 100 Basis Point 452,15! (13,859 (2.97) 396,41t 3,68¢ 0.94
+ 200 Basis Point 435,42 (30,589 (6.5€) 392,90« 17z 0.04

The Pre-Shock Scenario EVE was $466.0 million atebaber 31, 2013, compared to $392.7 million at Ddasr 31, 2012. The increase in
the Pre-Shock Scenario EVE at December 31, 2018paced to December 31, 2012 resulted primarily feomore favorable valuation of
non-maturity deposits that reflected alternativeding rate changes used for discounting future tiasls.

The +200 basis point Rate Shock Scenario EVE iset&rom $392.9 million at December 31, 2012 to3p43nillion at December 31, 2013,
reflecting the more favorable valuation of non-migwdeposits. The percentage change in the EVEuamioom the Pre-Shock Scenario to
the +200 basis point Rate Shock Scenario decrdesad).04% at December 31, 2012 to (6.56)% at DéezrB1, 2013. The increase in
sensitivity resulted from a reduced benefit invhkiation of normaturity deposits and greater sensitivity for inwgnt securities in the +2(
basis point Rate Shock Scenario EVE as of DeceBihe?013, compared to December 31, 2012.
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Interest Rate Sensitivity Gap

The following table presents an analysis of ougri@st rate sensitivity gap position at Decembe2813. 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, basedrojected call dates. Investment securitiesateanortized cost for both securities avail:
for sale and securities held to maturity. Loansafieleferred loan origination costs, include pira¢ 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 One
Three Months Year
Months or Through Through Over Five
Less One Year Five Years Years Total
INTEREST-EARNING ASSETS!
Federal funds sold and interest-earning deposits in
other bank: $ — $ 94 $ — $ — $ 94
Investment securitie 71,30: 133,98 387,24t 275,41¢ 867,95:
Loans 553,63¢ 327,25 791,63 164,47. 1,837,001
Total interes-earning asse! $ 624,93t $ 461,33t $1,178,88: $439,88¢ 2,705,04!
Cash and due from ban 59,59¢
Other asset{d) 163,99:
Total asset $2,928,63
INTEREST-BEARING LIABILITIES:
Interes-bearing demand, savings and money me $ 1,188,66. $ — $ — $ — $1,188,66.
Certificates of depos 145,65« 303,34 146,90! 20 595,92:
Borrowings 310,14: 26,90( — — 337,04
Total interes-bearing liabilities $ 1,644,45 $ 330,24« $ 146,90 $ 20 2,121,62
Noninteres-bearing deposit 535,47
Other liabilities 16,69¢
Total liabilities 2,673,79
Shareholdel' equity 254,83¢
Total liabilities and sharehold¢ equity $2,928,63
Interest sensitivity ga $(1,019,52) $ 131,09: $1,031,97: $439,86¢ $ 583,41¢
Cumulative gay $(1,019,52) $(888,42) $ 143,55: $583,41¢
Cumulative gap rati(® 38.(% 55.(% 106.8% 127.5%
Cumulative gap as a percentage of total a: (34.9% (30.9% 4.% 19.%%

(@) Includes net unrealized gain on securities avadl&inl sale and allowance for loan loss
(@ Cumulative total intere-earning assets divided by cumulative total int-bearing liabilities

For purposes of interest rate risk management,ikgetdnore 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 financiglaing for Financial Institutions, Inc.
and its subsidiaries (the “Company”), as such tisrdefined in Exchange Act Rules 13a-15(f). The @any’s system of internal control over
financial reporting has been designed to providsagaable assurance to the Company’s managemebbardi of directors regarding the
reliability of financial reporting and the prepacet and fair presentation of financial statementseixternal 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, including the Conipamincipal executive officer and principal finaakofficer as identified below,
assessed the effectiveness of the Company’s imteong&rol over financial reporting as of Decembér 3013. To make this assessment, we
used the criteria for effective internal controko¥inancial reporting described linternal Control - Integrated Framework (1992ssued by
the Committee of Sponsoring Organizations of theadivay Commission. Based on our assessment and diasech criteria, we believe
that, as of December 31, 2013, the Company’s iataontrol over financial reporting was effective.

The Company’s independent registered public ac@ogifitm that audited the Company’s consolidatedhficial statements has issued an
attestation report on internal control over finahceporting as of December 31, 2013. That repgapears herein.

/sl Martin K. Birminghan /sl Kevin B. Klotzbac
President and Chief Executive Offic Executive Vice President and Chief Financial Offi
March 12, 201« March 12, 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, 2013,
based on criteria establishedimernal Control - Integrated Framework (1998sued by the Committee of Sponsoring Organizatidrise
Treadway Commission (COSO). The Company’s manageimeasponsible for maintaining effective internahtrol over financial reporting
and for its assessment of the effectiveness ofriateontrol over financial reporting, includedtive 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 sbtagsonable assurance about whether effectivenaiteontrol over financial reporting was
maintained in all material respects. Our auditudeld obtaining an understanding of internal cordx@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 pdoces 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 reasonableaassuregarding the reliability of
financial reporting and the preparation of finahstatements for external purposes in accordantegeinerally accepted accounting
principles. A company'’s internal control over firgad reporting includes those policies and proceduhat (1) pertain to the maintenance of
records that, in reasonable detail, accuratelyfainly reflect the transactions and dispositionshef assets of the company; (2) provide
reasonable assurance that transactions are recasdegtessary to permit preparation of financakestents 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 (Bjige reasonable assurance regarding preventiomely detection of unauthorized
acquisition, use, or disposition of the companygseds that could have a material effect on then@iiz statements.

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

In our opinion, Financial Institutions, Inc. andsidiaries maintained, in all material respectieative internal control over financial
reporting as of December 31, 2013, based on aitstiablished iinternal Control - Integrated Framework (1992sued by the Committee
of Sponsoring Organizations of the Treadway ComimisfCOSO).

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 Decembe2813 and 2012, 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, 2013, and our report dated M&cB014 expressed an unqualified opinion on tlcossolidated financial statements.

/sl KPMG LLP

Rochester, New York
March 12, 2014

-62-



Table of Contents

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, 2013 and 2012, anetked consolidated statements of income, compede income, changes in
shareholders’ equity, and cash flows for each efyiars in the three-year period ended Decemb&03B. 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 thedstals of the Public Company Accounting OversighamioUnited States). Those
standards require that we plan and perform the &mdbtain reasonable assurance about whethdindrecial statements are free of material
misstatement. An audit includes examining, on tldasis, evidence supporting the amounts and diss in the financial statements. An
audit also includes assessing the accounting ptesiused and significant estimates made by marnageas 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 subsidiarieoa®ecember 31, 2013 and 2012, and the resuttsedf operations and their cash flows for
each of the years in the three-year period endegmber 31, 2013, 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 Batber 31, 2013, based on criteria establishédtémnal Control - Integrated Framework
(1992) issued by the Committee of Sponsoring Organizatigrise Treadway Commission (COSO), and our regatéd March 12, 2014
expressed an unqualified opinion on the effectigsra the Company’s internal control over financegorting.

/sl KPMG LLP

Rochester, New York
March 12, 2014
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Financial Condition

(Dollars in thousands, except share and per shaega)

ASSETS

Cash and cash equivaler

Cash and due from ban

Federal funds sold and inter-bearing deposits in other bar

Total cash and cash equivale

Securities available for sale, at fair va
Securities held to maturity, at amortized costr(faiue of $250,657 and $18,478, respectiv
Loans held for sal
Loans (net of allowance for loan losses of $26,d36 $24,714, respectivel
Company owned life insurani
Premises and equipment, |
Goodwill and other intangible assets,
Other asset

Total asset

LIABILITIES AND SHAREHOLDERS ' EQUITY

Deposits:

Noninteres-bearing deman

Interes-bearing deman

Savings and money mark

Certificates of depos

Total depositt
Shor-term borrowings
Other liabilities
Total liabilities

Commitments and contingencies (Note
Shareholder equity:

Series A 3% preferred stock, $100 par value; 1$8#8es authorized; 1,496 and 1,499 shares issued

respectively

December 31

Series B-1 8.48% preferred stock, $100 par val0e,dD0 shares authorized; 171,927 and 173,210sshare

issued, respective

Total preferred equit
Common stock, $0.01 par value, 50,000,000 shatkorazed and 14,161,597 shares iss
Additional paic¢in capital
Retained earning
Accumulated other comprehensive (loss) inct
Treasury stock, at co— 332,242 and 373,888 shares, respecti

Total shareholde’ equity
Total liabilities and sharehold¢ equity

See accompanying notes to the consolidated finksteitements.
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2013 2012
$ 5959 $ 60,34
94 94
59,69: 60,43¢
609,40( 823,79(
249,78! 17,90
3,381 1,51¢
1,806,88.  1,681,01
49,17: 47,38¢
36,00¢ 36,61¢
50,00: 50,38¢
64,31 44,80:
$2,928,631  $2,763,86!
$ 53547. $ 501,51
470,73 449,74
717,92t 655,59t
595,92: 654,93
2,320,05  2,261,79.
337,04: 179,80
16,69 68,36¢
2,673,79  2,509,96:
14¢ 15(
17,19 17,32
17,34« 17,47
142 142
67,57+ 67,71(
186,13 172,24
(10,18) 3,25:
(6,169 (6,929
254,83 253,89°
$2,928,63  $2,763,86!
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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
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
Investment advisor
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 securi
Net (loss) gain on sale and disposal of other a
Other
Total noninterest incorr

Noninterest expens
Salaries and employee bene
Occupancy and equipme
Professional service
Computer and data process
Supplies and postay
FDIC assessmen
Advertising and promotior
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.

2013 2012 2011
$81,46¢  $81,12¢  $77,10¢
17,460 16,44« 18,01
98,93; 97,561 95,11
6,60 8,46 11,43

731 58¢ 50(

— — 1,321
7,33 9,051 13,25
91,59  8851¢ 81,86
9,07¢ 7,12¢ 7,78
82,51t  81,38f 74,08
9,94¢ 8,62 8,67¢
5,0¢ 4,71€ 4,35¢
2,34t 2,104 1,82¢
1,70¢€ 1,751 1,42

57C 617 83E

117 1,421 88(
1,22¢€ 2,651 3,00:

— (91 18
(109) (381) 67
3,92¢ 3,36: 2,86
24,83 24777 23,92
37,82¢ 40,127 35,74
12,36¢  11,41¢  10,86¢
3,83¢€ 4,13¢ 2,61
2,84¢ 3,271 2,43
2,34 2,497 1,77¢
1,46 1,30¢ 1,51

89€ 92¢ 1,25¢

— — 1,08:
7,861 7,721 6,49¢
69,44 71397 63,79
37,907  34,76¢ 34,21
12,37;  11,31¢ 11,41
$25,53(  $23,44¢  $22,79¢
1,46¢€ 1,47 1,871

— — 1,30¢
$24,06:  $21,97¢  $19,61
$ 1.7 $ 1.6C $ 1.5
$ 1.7 $ 1.60 $ 1.4¢
$ 072 $ 051 $ 0.4
13,73¢  13,69%¢ 13,06
13,78¢  13,75. 13,15
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Comprehensive Income

(Dollars in thousands’

Net income
Other comprehensive (loss) income, before
Securities available for sale and transferred seéestr
Change in unrealized gain/loss during the pe
Change in net unrealized gain on securities traresfe¢o held to maturit
Reclassification adjustment for net gains inclugtedet income
Total securities available for sale and transfeseelrities
Pension and pc-retirement obligations
Net actuarial gain (loss), net of amortizat
Prior service cost, net of amortizati
Total pension and pc-retirement obligation
Other comprehensive (loss) income, before
Deferred tax expense (benefit) related to otherpreimensive incom
Other comprehensive (loss) income, net of
Comprehensive incorr

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

2013 2012 2011
$2553( $2344¢  $22,79¢
(34,13  6,68.  22,35(

(72) — —
(1,226 (2,560 (2,98
(35,43)  4,12. 19,36
13,22: (259 (9,930
(47) (47) (49)
13,17¢ (300 (9,979
(22,25) 3,82 9,38¢
8,817 (1,519 (3,719
(13,440  2,30¢ 5,667
$12,09C $2575  $28,46¢
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Changes in ShareholderSguity
Years ended December 31, 2013, 2012 and 2011

(Dollars in thousands Accumulated
except per share data) Additional Other Total
Common Comprehensive  Treasury  Shareholders’
Preferred Paid-in Retained
Equity Stock Capital Earnings Income (Loss) Stock Equity
Balance at January 1, 201: $53,78 $ 11% $26,02¢ $14459¢ $ (4,722) $(7,66() $ 212,14
Comprehensive incom
Net income — — — 22,79¢ — — 22,79¢
Other comprehensive income, net of — — — — 5,66 — 5,661
Issuance of common sto — 29 43,09¢ — — — 43,12’
Purchases of common stock for treas — — — — — (215) (215)
Repurchase of Series A 3% preferred st 3 — — — — — (©)]
Repurchase of warrant issued to U.S. Trea — — (2,080 — — — (2,080
Redemption of Series A preferred st( (37,519 — 68 — — — (37,447
Repurchase of Series-1 8.48% preferred stoc (99) — — — — — (99
Share-based compensation plal
Shar+-based compensatic — — 1,10¢ — — — 1,10¢
Stock options exercise — — (28) — — 11¢ 91
Restricted stock awards issued, — — (954) — — 954 —
Excess tax benefit on share-based
compensatiol — — 21 — — — 21
Director¢ retainer — — (12 11C 98
Accretion of discount on Series A preferred st 1,30t — — (2,30 — — —
Cash dividends declare
Series A 3% preferre-— $3.00 per shar — — — (5) — — 5)
Series A preferre— $53.24 per shar — — — (399 — — (399
Series -1 8.48% preferre— $8.48 per shar — — — (2,479 — — (1,479
Common- $0.47 per shar — — — (6,137) — — (6,137)
Balance at December 31, 201 $1747 $ 14z $67,247 $158,07¢ $ 94t  $(6,692) $ 237,19
Comprehensive incom
Net income — — — 23,44¢ — — 23,44¢
Other comprehensive income, net of — — — — 2,30¢ — 2,30¢
Purchases of common stock for treas — — — — — (557) (557)
Repurchase of Series-1 8.48% preferred stoc (2 — — — — — 2
Shar-based compensation plal
Shar+-based compensatic — — 52¢€ — — — 52¢
Stock options exercise — — (20 — — 79 69
Restricted stock awards issued, — — (140 — — 14C —
Excess tax benefit on share-based
compensatiol — — 97 — — — 97
Director¢ retainer — — (10 107 97
Cash dividends declare
Series A 3% Preferre— $3.00 per shar — — — (5) — — (5)
Series -1 8.48% Preferre— $8.48 per shar — — — (1,469 — — (1,469
Common- $0.57 per shar — — — (7,810 — — (7,810
Balance at December 31, 201 $17,47. $ 14z $67,71( $172,24: $ 3,25 $(6,929) $ 253,89

Continued on next page

See accompanying notes to the consolidated finbsteiements.
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Changes in Shareholdergguity (Continued)
Years ended December 31, 2013, 2012 and 2011

(Dollars in thousands Accumulated
except per share data) Additional Other Total
Preferred  Common Comprehensive  Treasury  Shareholders’
Paid-in Retained
Equity Stock Capital Earnings Income (Loss) Stock Equity
Balance at December 31, 201 $17,47. $ 14z $67,71( $172,24: $ 3,25 $(6,927) $ 253,89
Balance carried forwarc
Comprehensive incom
Net income — — — 25,53( — — 25,53(
Other comprehensive loss, net of — — — — (13,440 — (13,440
Purchases of common stock for treas — — — — — (229 (229
Repurchase of Series A 3% preferred st D — — — — — @
Repurchase of Series-1 8.48% preferred stoc (12¢) — (2 — — — (130
Sharebased compensation plal
Shar+-based compensatic — — 407 — — — 407
Stock options exercise — — 16 — — 432 44¢
Restricted stock awards issued, — — (44€) — — 44¢€ —
Excess tax expense on share-based
compensatiol — — (118 — — — (118)
Director¢ retainer — — 7 — — 10t 11z
Cash dividends declare
Series A 3% Preferre— $3.00 per shar — — — (5) — — (5)
Series I-1 8.48% Preferre— $8.48 per shar — — — (1,467 — — (1,467)
Common- $0.74 per shar — — — (10,179 — — (10,179
Balance at December 31, 201 $17,34. $ 14z $6757¢ $186,13° $ (10,187 $(6,169) $ 254,83

See accompanying notes to the consolidated finbsteiements.
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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 caskigeal by operating activitie:

Depreciation and amortizatic
Net amortization of premiums on securit
Provision for loan losse
Sharebased compensatic
Deferred income tax expen
Proceeds from sale of loans held for ¢
Originations of loans held for se
Increase in company owned life insural
Net gain on sale of loans held for s
Net gain on disposal of investment securi
Impairment charges on investment 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 ass¢
Increase in other liabilitie
Net cash provided by operating activit
Cash flows from investing activitie
Purchases of investment securiti
Available for sale
Held to maturity

Proceeds from principal payments, maturities atid oa investment securitie

Available for sale

Held to maturity
Proceeds from sales of securities available fa&
Net 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 shc-term borrowings
Repayments of lor-term borrowings

Proceeds from issuance of common stock, net oarmsscost

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 (expense) benefit on s-based compensatic
Cash dividends paid to preferred sharehol
Cash dividends paid to common shareholi
Net cash provided by financing activiti
Net (decrease) increase 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.

2013 2012 2011
$ 2553( $ 23,44¢ $ 22,79
4,181 3,82¢ 3,46¢
4,53: 5,28¢ 5,72-
9,07¢ 7,12¢ 7,78(
407 52€ 1,10¢
1,547 6,34: 6,51(
26,18« 55,06 32,83¢
(31,657 (52,759 (31,237
(1,706) (1,751) (1,42¢)
(117) (1,421) (880)
(1,226) (2,651) (3,009)
— 91 18
102 381 (67)
— (8,000 (10,000
— — 1,08:
(6,640) (4,249 (7,756)
6,981 7,42¢ 5,057
37,19¢ 38,70¢ 32,01
(246,879  (322,19)  (158,01)
(19,59%) (15,489 (17,18%)
143,05: 175,67¢ 168,97!
14,78¢ 20,81¢ 21,98¢
1,327 2,82: 44,51
(131,949  (151,31) (157,110
— — 13,03:
(79 (79) (18,079
55E 734 70E
(3,41)) (5,840) (3,679)
— 195,77¢ —
(242,19) (99,077  (104,85)
58,26 43,376 48,70¢
157,23 29,10¢ 73,58¢
— — (26,76
— — 43,12;
(229) (557) (215)
(131) @) (37,549
— — (2,080)
44¢ 69 91
(11¢) 97 21
(1,46¢) (1,474) (2,118)
(9,750) (7,392) (5,446)
204,25 63,22 91,36
(744) 2,85: 18,52t
60,43t 57,58 39,05¢
$ 59,69: $ 6043t $ 57,58
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2013, 2012 and 2011

(1.) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Financial Institutions, Inc. (the “Parent”) is adincial holding company organized in 1931 undetdte of New York State (“New York” or
“NYS"). Through its wholly-owned New York charter&é@nking subsidiary, Five Star Bank, Financialitogbns, Inc. offers a broad array of
deposit, lending and other financial services twises to individuals, municipalities and businesseWestern and Central New York. The
Company has also expanded its indirect lending oo include relationships with franchised autdmfedealers in the Capital District of
New York and Northern Pennsylvania. Reference‘the Company” mean the consolidated reporting iestiand references to “the Bank”
mean Five Star Bank.

The accounting and reporting policies conform toegal practices within the banking industry antUt8. generally accepted accounting
principles (“GAAP”).

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’sréfigant 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 statementonformity with GAAP, management is requiredriake 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 assis,valuation and other than temporary impairnf&T T1”) considerations related to
the securities portfolio, and assumptions useténdefined benefit pension plan accounting. Thesmates 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 prigditision, actual results could differ signifidgritom the Company’s estimates.

(c.) Cash Flow Reporting

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

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

2013 2012 2011
Cash paymentt
Interest expens $ 7,75( $ 10,43¢ $15,66¢
Income taxe: 8,09t 4,014 5,191
Noncash investing and financing activiti
Real estate and other assets acquired in settleshins $ 72 $ 32z $ 30%
Accrued and declared unpaid dividet 2,981 2,56: 2,14
Accretion of preferred stock discot — — 1,30¢
(Decrease) increase in net unsettled security pises (51,117 51,13¢ (67)
Securities transferred from available for saleatwtio maturity 227,33( — —
Loans transferred from held for sale to held fwestmen 3,727 — —
Net transfer of portfolio loans to held for s. — — 13,57¢
Assets acquired and liabilities assumed in brarecfuigition:
Loans and other non-cash assets, excluding goodmdlicore deposit
intangible asse — 77,91: —
Deposits and other liabilitie — 287,33. —
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2013, 2012 and 2011

(1.) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Co ntinued)

(d.) Investment Securities

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

Purchase premiums and discounts are recognizedkirest income using the interest method overdirag of the securities. Securities
are evaluated periodically to determine whetheedide in their fair value is other than tempordavianagement 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 losslinevis other than temporary. The term “other tie@mporary” is not intended to
indicate that the decline is permanent, but in@sahat the prospect for a near-term recovery lofevis 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 reldtedors is recognized in other comprehensive incddans and losses on the sale of
securities are recorded on the trade date andedeencined using the specific identification method.

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

The Company generally makes the determination @ftiadr to identify a mortgage as held for sale atitme the loan is closed based
the Company’s intent and ability to hold the loaoans held for sale are recorded at the lower sf comarket computed on the
aggregate portfolio basis. The amount, by which emseeds 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 consolidattdtements of income.

The Company originates and sells certain residem# estate loans in the secondary market. Thapgaay typically retains the right to
service the mortgages upon sale. Mortgage-serviaiings (“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 netcéieg 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 asrést rates, year of origination and term, usisgalinted cash flows and market-based
assumptions. Impairment of MSRs is recognized thincau valuation allowance, determined by estimatirgfair 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, 2013 or
2012. The Company recognized an impairment losga@lto the MSRs of $35 thousand during the yede@December 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 intpaitt losses associated with
capitalized mortgage servicing assets.
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2013, 2012 and 2011

(1.) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continu ed)

(f) Loans

Loans are classified as held for investment whenagament has both the intent and ability to hoddidkan for the foreseeable future,
until maturity or payoff. Loans are carried at grecipal 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 peas@n adjustment of yield. Interest
income on loans is based on the principal balantgtanding computed using the effective intereghodk

A loan is considered delinquent when a paymentnbadeen received in accordance with the contratguas. The accrual of interest
income for commercial loans is discontinued wherdhs 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 nonaccraistvhen contractually past due 90 days or mote ierest or principal payments,
unless the loan is well secured and in the proogssllection. Additionally, if management beconaagare of facts or circumstances
may adversely impact the collectability of prindipainterest on loans, it is management’s pradticelace such loans on a nonaccrual
status immediately, rather than delaying such aatiil the loans become 90 days past due. Whearais placed on nonaccrual status,
previously accrued and uncollected interest isnsmah amortization of related deferred loan feesosts is suspended, and income is
recorded only to the extent that interest paymardsubsequently received in cash and a determmiatis been made that the principal
balance of the loan is collectible. If collectatyilof the principal is in doubt, payments receiaed applied to loan principal. A
nonaccrual loan may be returned to accrual stahgswall delinquent principal and interest payméetsome current in accordance with
the terms of the loan agreement, the borrower basodstrated a period of sustained performance (giyra 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 guidelireebe followed in determining when a loan is chargédAll charge offs are approv
by the Bank’s senior loan officers or loan comnaitedepending on the amount of the charge off aa@deported 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 chargedraffriten 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 securediagsdcured, 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 partiduthrsatisfaction 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 the sustained period of payment performance (yssiallmonths or longer) and there
a reasonable assurance that the payments willneantSee Allowance for Loan Losses below for furf@icy discussion and see Note
5 - Loans for additional information.

(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 evalutiescredit 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 feedeaferred and recognized on a straight-line bags the commitment period. Standby
letters of credit outstanding at December 31, 2td4@ original terms ranging from one to five years.
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2013, 2012 and 2011

(1.) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Co ntinued)

Fees received for providing loan commitments aiteéde 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 descdmmitment 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 evaluationrniberently 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 effectiterest rate, a loan’s observable market pdacéhe 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 reasonahésured, in which case interest is recognized cash basis. Impaired loans, or
portions thereof, are charged-off when deemed Ulextdile.

A loan is considered impaired when, based on ctiméormation and events, it is probable that tlmerPany will be unable to collect
the scheduled payments of principal or interestndhgée 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 dedays payment shortfalls generally are not class#ig@mpaired. 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 shortfaklation to the principal and interest owed. Impeint is measured on a loan by loan
basis by either the present value of expecteddutash flows discounted at the loan’s effectivergst rate, the loans obtainable market
price, or the fair value of the collateral if treah is collateral dependent. Large groups of homeges loans are collectively evaluated
for impairment. Accordingly, the Company does regarately identify individual consumer and resitidibans for impairment
disclosures unless the loan has been subjectrémubléd debt restructure. At December 31, 2013ethere no commitments to lend
additional funds to those borrowers whose loan®wkassified as impaired.

General allowances are established for loan lassesportfolio basis for loans that do not meetdéaénition of impaired. The portfolio
is grouped into similar risk characteristics, priitydoan 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 banes, information risk and collateral risk. The Gjadive factors are reviewed at least
quarterly and adjustments are made as needed.

While management evaluates currently availablerimé&ion in establishing the allowance for loan &ssdguture adjustments to the
allowance may be necessary if conditions differssattially from the assumptions used in makingetheduations. In addition, various
regulatory agencies, as an integral part of theimenation process, periodically review a finanaistitution’s allowance for loan
losses. Such agencies may require the financitifutien to recognize additions to the allowancedzhon their judgments about
information available to them at the time of thetamination.
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2013, 2012 and 2011

(1.) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continu ed)

(i.) Other Real Estate Owned

Other real estate owned consists of propertiesigtjthrough foreclosure or by acceptance of a deédu of foreclosure. These assets
are recorded at the lower of fair value of the tasquired less estimated costs to sell or “casfified 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 wildétermination of the allowance for loan lossabthe valuation of other real estate
owned, management obtains appraisals for prope@iesrating 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 $333 thousan@®8di thousand at

December 31, 2013 and 2012, respectively.

() Company Owned Life Insurance

The Company holds life insurance policies on certairrent and former employees. The Company isWireer 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 dateosst 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 woulddmorded 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 as3éte Company generally amortizes buildings anldlimg improvements over a
period of 15 to 39 years and software, furnituré aquipment over a period of 3 to 10 years. Ledddhgprovements are amortized
over the shorter of the lease term or the usdtibli the improvements. Premises and equipmemneriedically reviewed for
impairment or when circumstances present indicatbnmpairment.

(1) Goodwill and Other Intangible Assets

Gooduwill 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 3@, and more frequently if events or circumstancegcate that there may be impairment. Currently Goenpany’s
goodwill is evaluated at the entity level as thisrenly one reporting unit.

Impairment exists when a reporting unit’s carryiredue of goodwill exceeds its implied fair value.tésting goodwill for impairment,
GAAP permits the Company to first assess qualiafiactors to determine whether it is more likelgrtiot that the fair value of a
reporting unit is less than its carrying value alfter assessing the totality of events and cir¢antes, the Company determines it is not
more likely than not that the fair value of a repuay 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 comparesithealue of a reporting unit with i
carrying value, including goodwill. If the carryinglue of the reporting unit exceeds its fair valtep 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 cormtam 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 assittsindefinite 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 ev@bb@and Other Intangible Assets.
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(1.) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continu ed)
(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 $15.8lloin and $8.4 million as of
December 31, 2013 and 2012, respectively.

As a member of the FRB system, the Company is reduo maintain a specified investment in FRB stogked on a ratio relative to-
Company'’s capital. FRB stock totaled $3.9 millienod December 31, 2013 and 2012.

(n.) Equity Method Investments

The Company has investments in limited partnersigpsarily Small Business Investment Companies, accounts for these
investments under the equity method. These invegsrae included in other assets in the consolidstttements of financial condition
and totaled $4.8 million and $4.7 million as of Betber 31, 2013 and 2012, respectively.

(0.) Treasury Stock

Acquisitions of treasury stock are recorded at.cbisé reissuance of shares in treasury is recatlegighted-average cost.

(p.) Employee Benefits

The Company participates in a non-contributoryrmedi 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 persidrpost-retirement plans to new participants. dd¢taarially determined pension
benefit is based on years of service and the erapleyhighest average compensation during five cutse years of employment. The
Company’s policy is to at least fund the minimumoammt required by the Employment Retirement Incormeusity 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 consolidattdments of income.

The Company recognizes an asset or a liabilityafptans’ overfunded status or underfunded statigpectively, in the consolidated
financial statements and reports changes in thaefistatus as a component of other comprehensivenis, net of applicable taxes, in
the year in which changes occur.

(g.) Share-Based Compensation Plans

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

Share-based compensation expense is included sottsolidated statements of income under salanésmployee 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 liakghtiare 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 iotdffe 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 includesdghactment 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.
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(1.) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continu ed)

(s.) Comprehensive Income

Comprehensive income includes all changes in sbitefs’ equity during a period, except those résglirom transactions with
shareholders. In addition to net income, other camepts of the Company’s comprehensive income ircthd after tax effect of
changes in net unrealized gain / loss on secuatradable for sale and changes in net actuarial [gass on defined benefit post-
retirement plans. Comprehensive income is repantéide accompanying consolidated statements ofgdmim shareholder’s equity and
consolidated statements of comprehensive incomeNsé&e 13 - Accumulated Other Comprehensive Incfiross) for additional
information.

(t.) 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 Jodtfon (“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 shaidrsiand 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 sharehsltly 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 vesgtdcted stock awards. Diluted EPS reflects 8sumed 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 dilitetdreys per common share for the reported permgsavided in Note 16 - Earnings
Per Common Share.

(u.) Reclassifications

Prior years’ consolidated financial statementsractassified whenever necessary to conform to tineent year’s presentation. Certain
reclassifications have been made to the prior y&aemncial statements in order to reflect retrogpe adjustments made to the balance
of goodwill at December 31, 2012 to reflect theeeffof these measurement period adjustments maateardance with accounting
requirements. The reclassifications had no impactt@areholders’ equity or net income.

(v.) Recent Accounting Pronouncements

In February 2013, the Financial Accounting Standd@dard issued Accounting Standards Update (“ASN#) 2013-02Reporting of
Amounts Reclassified Out of Accumulated Other Cehmrsive IncomeASU No. 2013-02 does not amend any existing requénts
for reporting net income or other comprehensiveline in the financial statements. ASU No. 2013-@Riires an entity to disaggregate
the total change of each component of other congmste income (e.g., unrealized gains or lossesvailable-for-sale investment
securities) and separately present reclassificatimstments and current period other comprehemsbaene. The provisions of ASU
No. 201302 also requires that entities present eithersgimgle note or parenthetically on the face of tharfcial statements, the effec
significant amounts reclassified from each compooéaccumulated other comprehensive income basets source (e.g., unrealized
gains or losses on available-for-sale investmeruriiges) and the income statement line item aéfédty the reclassification (e.g.,
realized gains (losses) on sales of investmentisies). If a component is not required to be rssified to net income in its entirety
(e.g., amortization of defined benefit plan itengsjtities would instead cross reference to thdedlaote to the financial statements for
additional information (e.g., pension footnote) eT®ompany adopted the provisions of ASU No. 201@&ffective January 1, 2013. As
the Company provided these required disclosuréiseimotes to the consolidated financial stateméimésadoption of ASU No. 2013-02
had no impact on the Company’s consolidated statesya# income and condition. See Note 13 - Accutedl®ther Comprehensive
Income (Loss) to the consolidated financial stateséor the disclosures required by ASU No. 2013-02
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(2.) BRANCH ACQUISITIONS

On January 19, 2012, the Bank entered into agresmeéth First Niagara Bank, National Associatiofifst Niagara”) to acquire four retail
bank branches in Medina, Brockport, Batavia andéf@ab, New York (the “First Niagara Branchesaid four retail bank branches previot
owned by HSBC Bank USA, National Association (“HSB® Elmira, Elmira Heights, Horseheads and Alhidlew York (the “HSBC
Branches”). First Niagara assigned its rights ®H$SBC branches in connection with its acquisitbriSBC’s Upstate New York banking
franchise. Under the terms of the agreements, #mkBssumed substantially all related depositgpanchased the related branch premises
and certain performing loans. The transaction tpuae the First Niagara Branches was completeduoe 22, 2012 and the transaction to
acquire the HSBC Branches was completed on Augys2a12. The combined assets acquired and depasitsned in the two transactions
were recorded at their estimated fair values devial (in thousands):

Cash $195,77¢
Loans 75,63¢
Bank premises and equipme 1,93¢
Goodwill 11,167
Core deposit intangible ass 2,04
Other asset 601
Total assets acquire $287,16:
Deposits assume $286,81¢
Other liabilities 342
Total liabilities assume $287,16:

The transactions were accounted for using the aitiui method of accounting and accordingly, asaetgiired, liabilities assumed and
consideration exchanged were recorded at thematgi fair values on the acquisition dates. The fiaomy acquired the loan portfolios at a
fair value discount, net of market premium, of $82dusand. The discount represented expected toedés, net of market interest rate
adjustments. The discount on loans receivableirgamortized to interest income over the estimagedaining life of the acquired loans
using the level yield method. The time deposit premof $335 thousand is being accreted over thenastd remaining life of the related
deposits as a reduction of interest expense. Treedaposit intangible asset is being amortizedroaczelerated basis over the estimated
average life of the core deposits.

During the year ended December 31, 2013, the Coynorded a decrease to the estimated fair vdlligbdlities assumed and an increase
to the related deferred income taxes based upomiition obtained subsequent to the acquisitioadutition to changes in those assets and
liabilities, the revisions resulted in a reductiorgoodwill of approximately $432 thousand. Theafipurchase price allocation was completed
during the three months ended September 30, 20t3he Company has recorded final goodwill totakpgroximately $11.2 million in
connection with the acquisitions. All goodwill andre deposit intangible assets arising from th¢giaition 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

December 31, 2013
Securities available for sale
U.S. Government agencies and government sponsoterpeses
Mortgagebacked securitie:
Federal National Mortgage Associati
Federal Home Loan Mortgage Corporat
Government National Mortgage Associat
Collateralized mortgage obligatior
Federal National Mortgage Associati
Federal Home Loan Mortgage Corporat
Government National Mortgage Associat
Privately issuet
Total collateralized mortgage obligatic

Total mortgag-backed securitie
Asse-backed securitie

Total available for sale securiti

Securities held to maturity:
State and political subdivisiol

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

Total mortgag-backed securitie
Asse-backed securitie

Total available for sale securiti

Securities held to maturity:
State and political subdivisiol
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Amortized Unrealized Unrealized
Cost Gains Losses Fair Value
$135,84( $ 1,41¢ $ 2,80z $134,45:
173,50° 1,511 4,81( 170,20¢
36,73 562 20E 37,09¢
61,83: 2,152 14z 63,84:
63,83¢ 261 3,19¢ 60,90«
102,66( 16¢ 5,85¢ 96,97:
43,73¢ 91: 58€ 44,06!
_ 1,467 — 1,467
210,23: 2,81( 9,637 203,40!
482,30t 7,03t 14,79« 474,54¢
18 381 — 39¢
$618,16¢ $ 8,83( $ 17,59¢ $609,40(
$249,78" $ 134( $ 46€  $250,65°
$128,09° $ 3667 $ 69 $131,69!
188,99 6,28t 72 195,21(
147,94¢ 4,39¢ 18¢ 152,15:
65,42¢ 1,43( — 66,85¢
56,16¢ 3,27¢ — 59,44t
60,80¢ 1,86¢ 2 62,66¢
78,58 1,911 — 80,49:
70,98¢ 2,16¢ — 73,15
73 1,02¢ — 1,09¢
210,44 6,96¢ 2 217,41!
479,98t 16,072 19C 495,86¢
121 90z — 1,02
$797,20. $26,92¢ $ 331 $823,79¢
$ 1790 $ 57 $ — $ 18,47¢
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(3.) INVESTMENT SECURITIES (Continued)

During the year ended December 31, 2013, the Coynppansferred $227.3 million of available for satate and municipal debt securities to
the held to maturity category, reflecting the Comps intent to hold those securities to maturityarisfers of investment securities into the
held to maturity category from the available foeszategory are made at fair value at the dateaofer. The related $78 thousand of
unrealized holding gains that were included intthasfer are retained in accumulated other compsihe income and in the carrying value
of the held to maturity securities. This amount Wwé& amortized as an adjustment to interest incovee the remaining life of the securities.
This will offset the impact of amortization of thet premium created in the transfer. There wergaiies or losses recognized as a result of
this transfer.

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

2013 2012 2011
Taxable interest and dividends $12,54: $12,20: $14,18¢
Tax-exempt interest and dividen 4,92; 4,24 3,82¢
Total interest and dividends on securii $17,46° $16,44: $18,01¢

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

2013 2012 2011
Proceeds from sales $1,327 $2,82: $44,51¢
Gross realized gair 1,22¢ 2,651 3,051
Gross realized losst — — 48

The scheduled maturities of securities availabteséde and securities held to maturity at DecerBfie2013 are shown below. Actual
expected maturities may differ from contractual uinisies because issuers may have the right toocgdtepay obligations (in thousands).

Amortized
Cost Fair Value
Debt securities available for sale
Due in one year or le: $ 24,20t $ 24,20«
Due from one to five yeal 28,16: 28,93
Due after five years through ten ye 238,36¢ 232,85:
Due after ten yeal 327,43: 323,41

$618,16t $609,40(

Debt securities held to maturity:

Due in one year or le: $ 25,28¢ $ 25,37:
Due from one to five yeal 109,91: 110,86:
Due after five years through ten ye 114,54: 114,37:
Due after ten yeal 42 53

$249,78! $250,65°
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(3.) INVESTMENT SECURITIES (Continued)

Unrealized losses on investment securities anéaihealue of the related securities, aggregatethbgstment category and length of time
individual securities have been in a continuoualized loss position as of December 31 are surzetaas follows (in thousands):

Less than 12 months¢ 12 months or longer Total
Unrealized Unrealized Unrealized

Fair Fair Fair

Value Losses Value Losses Value Losses

December 31, 2013

Securities available for sale

U.S. Government agencies and government sponsoterpases $ 86,177 $ 2,78¢ $ 2,717 $ 14 $ 88,89 $ 2,802
Mortgagebacked securitie:

Federal National Mortgage Associati 103,77¢ 3,491 20,68¢ 1,31¢ 124,46 4,81(
Federal Home Loan Mortgage Corporat 14,16¢ 20t — — 14,16¢ 20t
Government National Mortgage Associat 14,22¢ 142 — — 14,22¢ 142

Collateralized mortgage obligatior
Federal National Mortgage Associati 35,63: 2,58¢ 11,76( 60¢ 47,39 3,19t
Federal Home Loan Mortgage Corporat 72,65¢ 4,98( 15,76: 87¢ 88,415 5,85¢
Government National Mortgage Associat 8,39¢ 58€ — — 8,39¢ 58€
Total collateralized mortgage obligatic 116,68: 8,152 27,52 1,48t 144,20! 9,63
Total mortgag-backed securitie 248,85: 11,99( 48,21 2,80¢ 297,06 14,79¢
Total available for sale securiti 335,03 14,77¢ 50,92¢ 2,81¢ 385,95¢ 17,59¢

Securities held to maturity:

State and political subdivisiol 72,26¢ 46¢ — — 72,26¢ 46¢
Total temporarily impaired securiti $407,29¢ $ 15,24¢ $50,92¢ $ 2,81¢ $458,22° $ 18,06

December 31, 201
U.S. Government agencies and government sponsoterpases  $ 13,265 $ 67 $2961 $ 2 $1623 $ 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 1,17z 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 $414C $ 4 $5107¢ $ 331

The total number of security positions in the irtm@nt portfolio in an unrealized loss position &cPmber 31, 2013 was 331 compared to 52
at December 31, 2012. At December 31, 2013, thegaosnhad positions in 14 investment securities withir value of $50.9 million and a
total unrealized loss of $2.8 million that haveré@ea continuous unrealized loss position for nmtben 12 months. There were a total of 317
securities positions in the Company’s investmenmtfplio, with a fair value of $407.3 million andtatal unrealized loss of $15.2 million at
December 31, 2013, that have been in a continuoresalized loss position for less than 12 monther&hvere no unrealized losses in held to
maturity securities at December 31, 2012. The uizeghloss on these investment securities was pnatintly caused by changes in market
interest rates subsequent to purchase. The faiewaImost of the investment securities in the Camys portfolio fluctuates as market
interest rates change.
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(3.) INVESTMENT SECURITIES (Continued)

The Company reviews investment securities on amwioggoasis for the presence of other than tempanapgirment (“OTTI") with formal
reviews performed quarterly. When evaluating debusties 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 cimdif and (4) whether the Company has the intetticgell the debt security or whether

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

No impairment was recorded during the year endezbBer 31, 2013. During the years ended Decemh@03P and 2011, the Compa
recognized OTTI charges of $91 thousand and $L#stral, respectively, related to privately issuedleloan CMOs that were determined
to be impaired due to credit quality.

Based on management’s review and evaluation oEtmapany’s debt securities as of December 31, 20&3jebt securities with unrealized
losses were not considered to be OTTI. As of Deagrlh, 2013, the Company does not have the inbeselt any of the securities in a loss
position and believes that it is not likely thawitl be required to sell any such securities befitre anticipated recovery of amortized cost.
Accordingly, as of December 31, 2013, managemesitbacluded that unrealized losses on its invedtserurities are temporary and no
further impairment loss has been realized in they@any’s consolidated 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 $3.4omiind $1.5 million as of December 31,
2013 and 2012, 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 fineln@ndition, amounted to $237.9 million
and $273.3 million as of December 31, 2013 and 2fsbectively. In connection with these mortgagerising activities, the Company
administered escrow and other custodial funds whrobunted to approximately $4.9 million and $5.8iar as of December 31, 2013 and
2012, respectively.

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

2013 2012 2011
Mortgage servicing assets, beginning of year $1,63 $1,60¢ $1,64:
Originations 2717 554 31¢
Amortization (43E) (52€) (352)
Mortgage servicing assets, end of y 1,47¢ 1,63 1,60¢
Valuation allowanct (©)] (16¢) (210
Mortgage servicing assets, net, end of \ $1,47¢ $1,46¢ $1,39¢
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(5.) LOANS
The Company’s loan portfolio consisted of the falilog at December 31 (in thousands):

Net Deferrec

Principal
Amount Loan (Fees)
Outstanding Costs Loans, Net

2013
Commercial busines $ 265,75: $ 15 $ 265,76t
Commercial mortgag 470,31 (1,02¢) 469,28:
Residential mortgag 113,10: (56) 113,04!
Home equity 320,65¢ 5,42¢ 326,08t
Consumer indirec 609,39( 26,97¢ 636,36¢
Other consume 22,89: 177 23,07(

Total $1,802,10! $ 31,51« 1,833,61
Allowance for loan losse (26,736)

Total loans, ne $1,806,88.
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 26,657 107 26,76

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

Total loans, ne $1,681,01.

The Company’s significant concentrations of credit 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 $2.9 million&28P thousand at December 31, 2013 and 2012, tésgdgcDuring 2013, new borrowings
amounted to $2.7 million (including borrowings odeeutive officers and directors that were outstagdit the time of their election), and
repayments and other reductions were $79 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 Total Past
3C-59 Day:  60-89 Day: Than

Past Due Past Due 90 Day: Due Nonaccrual Current Total Loans

2013
Commercial busines $ 556 $ 19¢ $ — $ 757 $ 3,474 $ 26152( $ 265,75
Commercial mortgag 80C — — 80C 9,66: 459,84¢ 470,31:
Residential mortgag 54z — — 542 1,07¢ 111,48: 113,10:
Home equity 75C 142 — 89:< 92t 318,84( 320,65t¢
Consumer indirec 2,12¢ 47¢€ — 2,60t 1,471 605,31« 609,39(
Other consume 12€ 72 6 204 5 22,68¢ 22,89:
Total loans, gros $ 4908 $ 89 $ 6 $ 5801 $ 16,61¢ $1,779,68 $1,802,10!

2012
Commercial busines $ 16C $ — $ — $ 16C $ 341: $ 255130 $ 258,70t
Commercial mortgag 331 — — 331 1,79¢ 412,15: 414,28
Residential mortgag 37€ — — 37€ 2,04( 130,92! 133,34:
Home equity 67E 10 — 68E 93¢ 280,87¢ 282,50
Consumer indirec 1,661 162 — 1,82¢ 891 557,24¢ 559,96
Other consume 127 35 18 18C 25 26,45: 26,65’
Total loans, gros $ 3330 $ 208 $ 18 $ 3556 $ 9,107 $1,662,79 $1,675,45.

There were no loans past due greater than 90 dalystédl accruing interest as of December 31, 2818& December 31, 2012. There were $6
thousand and $18 thousand in consumer overdrafthwiere past due greater than 90 days as of DezmreBih 2013 and December 31, 2(
respectively. Consumer overdrafts are overdrawmsiepccounts which have been reclassified as Ibanby their terms do not accrue
interest.

Interest income on nonaccrual loans, if recogniedecorded using the cash basis method of accmurithere was no interest income
recognized on nonaccrual loans during the yearseBeécember 31, 2013, 2012 and 2011. For the pealesd December 31, 2013, 2012 and
2011, estimated interest income of $531 thousabsh $housand, and $438 thousand, respectively,dimaNe been recorded if all such loans
had been accruing interest according to their oailgtontractual 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 experierg 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, informatietated to loans modified in a TDR during the yearded December 31 (in thousands).

Pre- Pos-
Modification Modification
Outstanding Outstanding
Number
of Recorded Recorded
Contracts _nvestment _nvestment
2013
Commercial busines 4 $ 1,46¢ $ 1,45¢
Commercial mortgag 2 7,33¢ 6,93¢
Total 6 $ 8,80( $ 8,397
2012
Commercial busines 3 $ 53¢ $ 53¢
Commercial mortgag 4 64¢ 64¢
Total 7 $ 1,18¢ $ 1,18¢

With the exception of one commercial mortgage loadified during 2013, all of the loans identifiesl BEDRs by the Company during the
years ended December 31, 2013 and 2012 were orcecroadstatus and reported as impaired loans mioestructuring. For the year enc
December 31, 2013, restructured loan modificatafrommercial business and commercial mortgagesipaimarily included maturity date
extensions, payment schedule modifications andvengss of principal. For the year ended DecembgeP@12, restructured loan
modifications of commercial business and commeruiattgage loans primarily included payment schedubelifications and releasing
collateral in consideration of payment. All loaestructured during the years ended December 3B &0d 2012 were on nonaccrual status at
the end of those respective years. Nonaccrual ltesare restructured remain on nonaccrual statitsnay move to accrual status after they
have performed according to the restructured téoma period of time. The TDR classification didtin@ave a material impact on the
Company’s determination of the allowance for loassks because the modified loans were either fideisas substandard, with an increased
risk allowance allocation, or impaired and evalddte a specific reserve both before and aftervesiring.

For purposes of this disclosure, a loan modified aDR is considered to have defaulted when theola@r becomes 90 days past due. There
were no loans modified as a TDR during the previbtisnonths which subsequently defaulted duringytee ended December 31, 2013. One
commercial business loan restructured during 20itf2 avbalance of $52 thousand defaulted during/é@ ended December 31, 2012. This
default did not significantly impact the Compansgletermination of the allowance for loan 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 loanSetember 31 (in thousands):

Unpaid Average Interest
Recorded Principal Related Recorded Income
Investment ®) Balance® Allowance Investmen Recognize:
2013
With no related allowance recordée
Commercial busines $ 1,771 $ 2,27: $ — $  65¢ $ —
Commercial mortgag 87& 90¢€ — 76( —
2,652 3,17¢ — 1,41¢ —
With an allowance recorde
Commercial busines 1,697 1,715 201 3,19¢ —
Commercial mortgag 8,78¢ 9,18¢ 1,05 3,75¢ —
10,48¢ 10,90t 1,25¢ 6,954 —
$ 13,13] $ 14,08 $ 1,25¢ $ 8,37: $  —
2012
With no related allowance recordée
Commercial busines $ 968 $ 1,42t $ — $ 75t $ —
Commercial mortgag 911 1,00z — 1,31( —
1,87¢ 2,42 — 2,06t —
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 3,972 —

$ 5,21z $ 5,76¢ $ 974 $ 6,03i $ —

() Difference between recorded investment and unpaitipal balance represents partial chioffs.

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 potem@iakness that deserves management’s close atietitleft
uncorrected, these potential weaknesses may irgiaterioration of the repayment prospects forldaa or of the Company’s credit
position at some future date.

Substandard: Loans classified as substandard are inadequatefgqied by the current net worth and paying capadithe obligor or
of the collateral pledged, if any. Loans so clasdihave a well-defined weakness or weaknessegethiardize 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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Doubtful: Loans classified as doubtful have all the weakresderent in those classified as Substandard, thvittadded characteristic
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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 descridaal/a are considered “Uncriticized”

or pass-rated loans and are included in groupsmmiigeneous loans with similar risk and loss chargstics.

The following table sets forth the Company’s comeradrioan portfolio, categorized by internally apgd asset classification, as of

December 31 (in thousands):

2013
Uncriticized
Special mentiol
Substandar
Doubtful

Total

2012
Uncriticized
Special mentiol
Substandar
Doubtful

Total

Commercial Commercial
Business Mortgage
$ 250,55: $ 449,44

6,311 6,89t
8,88’ 13,97(

$ 265,75: $ 470,31
$ 240,29: $ 400,57¢
6,591 6,49t
11,82« 7,211

$ 258,70t $ 414,28

The Company utilizes payment status as a meameofifying and reporting problem and potential peobretail loans. The Company

considers nonaccrual loans and loans past duesgitban 90 days and still accruing interest to dme-performing. The following table sets
forth the Company’s retail loan portfolio, categed by payment status, as of December 31 (in tmolsda

2013

Performing

Non-performing
Total

2012

Performing

Non-performing
Total
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Residentia Consumer
Home Other

Mortgage Equity Indirect Consumel
$112,02: $319,73: $607,91¢ $ 22,88:

1,07¢ 92t 1,471 11
$113,10: $320,65¢ $609,39( $ 22,89:
$131,30: $281,56¢ $559,07. $ 26,63:

2,04( 93¢ 891 25
$133,34: $282,50: $559,96:¢ $ 26,657
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(5.) LOANS (Continued)

Allowance for Loan Losses

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

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

2013

Allowance for loan losses:

Beginning balanc $ 488 $ 658 $ 74C $ 1,28: $ 10,718 $ 51z $ 24,71
Charge-offs (2,070 (559) (417 (397) (8,125 (92¢) (11,479
Recoveries 34¢ 31¢ 54 157 3,161 381 4,421
Provision 11C 1,39¢ 293 31¢ 6,47¢ 482 9,07¢

Ending balanc $ 427 $ 7,747 % 67€ $ 1367 $1223( $ 447 $ 26,73t

Evaluated for impairmen
Individually $ 200 $ 105 $ — $ — $ — $ — $ 1,25¢
Collectively $ 407 $ 668t $ 67€ $ 1367 $1223( $ 447 $ 2547¢

Loans:

Ending balanc $ 265,75, $ 470,31 $113,10. $320,65¢ $609,39( $22,89: $1,802,10

Evaluated for impairmen
Individually $ 3474 $ 966 $ — $ — $ — $ — $ 1313
Collectively $ 262,27 $ 460,64¢ $113,10: $320,65¢ $609,39( $22,89: $1,788,96

2012

Allowance for loan losses

Beginning balanc $ 403 $ 641¢ $ 856 $ 1,24 $10,18 $ 517 $ 23,26(
Charg-offs (729) (74%) (32€) (30%) (6,58¢) (8749) (9,56¢)
Recoveries 33¢ 261 13C 44 2,76¢ 354 3,894
Provision 1,241 647 78 301 4,34¢ il 7,12¢

Ending balanc: $ 488 $ 658 $ 74C $ 128. $10,71F $ 51z $ 24,71

Evaluated for impairmen
Individually $ 664 $ 31C $ — $ — $ — $ — $ 974
Collectively $ 422 $ 6,271 % 74C $ 128. $10,71f $ 51z $ 23,74

Loans:

Ending balanc $ 258,70t $ 414,28. $133,34. $282,50. $559,96: $26,657 $1,675,45:

Evaluated for impairmen
Individually $ 341 $ 179¢ $ — $ — $ — $ — $ 5,21:
Collectively $ 255,29. $412,48. $133,34. $282,50. $559,96: $26,657 $1,670,24

-87-



Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2013, 2012 and 2011

(5.) LOANS (Continued)

Commercial Commercial Residentia Consumer
Home Other
Business Mortgage Mortgage Equity Indirect Consumel Total
2011
Allowance for loan losses
Beginning balanc $ 371 $ 6431 $ 101 $ 97z $ 7,75« $ 584 $ 20,46¢
Charge-offs (1,346 (757) (152 (449 (4,717 (877) (8,289
Recoveries 401 24% 90 44 2,06¢ 45€ 3,30z
Provision (credit 1,26¢ 49¢ (93 675 5,082 354 7,78(
Ending balanc $ 403 $ 6418 $ 856 $ 1,242 $10,18¢ $ 517 $ 23,26(
Evaluated for impairmen
Individually $ 43¢ $ 644 $ — $ — $ — $ — $ 1,08
Collectively $ 360 $ 5774 $ 856 $ 1,24 $10,18¢ $ 517 $ 22,18(
Loans:
Ending balanc $ 233,72° $ 394,03« $113,86¢ $227,85. $465,80° $24,13¢ $1,459,42.
Evaluated for impairmen
Individually $ 125¢ $ 2928 $ — $ — $ — $ — $ 4,18
Collectively $ 232,46¢ $ 391,10¢ $113,86¢ $227,85. $465,80° $24,13t $1,455,23

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 toragge 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 largeartzals and involve a greater degree of risk thadeesal mortgage loans, inferring

higher potential losses on an individual custonasid Loan repayment is often dependent on theessfid operation and management of the
properties, as well as on the collateral secutiregdan. 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®wdlue 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 ginéater credit risk than residential mortgagene and home equities, particularly in
case of other consumer loans which are unsecured e case of indirect consumer loans, secuyadkbreciable assets, such as automc
or boats. In such cases, any repossessed colliieetiefaulted consumer loan may not providedetgaate source of repayment of the
outstanding loan balance. In addition, consumar tmdlections are dependent on the borrower’s oairtg financial stability, and thus are
more likely to be affected by adverse personabistances such as job loss, illness or personétinatey. Furthermore, the application of
various federal and state laws, including banknypttd insolvency laws, may limit the amount whieim &e recovered on such loans.

-88-



Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2013, 2012 and 2011

(6.) PREMISES AND EQUIPMENT, NET
Major classes of premises and equipment at DeceBibare summarized as follows (in thousands):

2013 2012
Land and land improvements $ 4,88 $ 4,88¢
Buildings and leasehold improveme 44,83( 43,40:
Furniture, fixtures, equipment and vehic 25,46¢ 24,44(
Premises and equipme 75,17: 72,72t
Accumulated depreciation and amortizat (39,169 (36,107
Premiseand equipment, nt $ 36,00¢ $ 36,61¢

Depreciation and amortization expense relating¢onises and equipment, included in occupancy aoipetent expense in the consolidated
statements of income, amounted to $3.8 million6 $8illion and $3.5 million for the years ended Daber 31, 2013, 2012 and 2011,
respectively.

(7.) GOODWILL AND OTHER INTANGIBLE ASSETS
The change in the balance for goodwill during tearg ended December 31, 2013 and 2012 was as $qfiosthousands):

2013 2012
Goodwill, beginning of year $48,53¢ $37,36¢
Branch acquisition — 11,167
Impairment — —
Goodwill, end of yea $48,53¢ $48,53¢

Pursuant to the adoption of ASU 20@&-in 2012, the Company first performed a quaiiatissessment of goodwill at the reporting unieli¢
the Bank, to determine if it was more likely thaot that the fair value of the reporting unit isddéban its carrying value. In performing a
qualitative analysis, factors considered includg,dre not limited to, business strategy, finanp&formance and market and regulatory
dynamics. The results of the qualitative assessfoe013 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 2013. In 2012 and 2011 (prior to theptidn of ASU 2011-08) the Company performed a ¢jtetive 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 finaragabition be designated as impaired
and that the Company may incur a goodwill write-ddwthe future.

The Company’s other intangible assets consistatenof a core deposit intangible asset. Changekeé accumulated amortization and net
book value were as follows (in thousands):

2013 2012
Gross carrying amount $2,04: $2,04:
Accumulated amortizatio (57€) (189
Net book value $1,46¢ $1,85:
Amortization during the ye: $ 387 $ 18¢

There were no core deposit intangible assets ortaration expense for the year ended December @1 ..



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

2014 $341
2015 29¢
2016 251
2017 20¢
2018 16C
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(8.) DEPOSITS
A summary of deposits as of December 31 are amsl(in thousands):

2013 2012
Noninteres-bearing demand $ 535,47. $ 501,51«
Interes-bearing deman 470,73: 449,74«
Savings and money mark 717,92¢ 655,59¢
Certificates of deposit, du
Within one yea 448,99° 495,42:
One to two year 77,21¢ 91,05:
Two to three year 23,64 35,99:!
Three to five year 46,04 31,72:
Thereaftel 20 74¢
Total certificates of depos 595,92¢ 654,93(
Total deposit: $2,320,05! $2,261,79.

Certificates of deposit in denominations of $100,00 more at December 31, 2013 and 2012 amouni$226.0 million and $222.4 million,
respectively.

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

2013 2012 2011

Interest-bearing demand $ 72¢ $ 59¢ $ 614
Savings and money mark 97¢ 99¢ 1,05¢
Certificates of depos 4,89: 6,86¢ 9,76¢
Total interest expense on depo: $6,60( $8,46: $11,43¢

(9.) BORROWINGS

There were no long-term borrowings outstandingfddexember 31, 2013 and 2012. Outstanding sham-tenrowings are summarized as
follows as of December 31 (in thousands):

2013 2012

Shor-term borrowings
Repurchase agreemel $ 39,04: $ 40,80¢
Shor-term FHLB borrowings 298,00( 139,00(
Total shor-term borrowings $337,04. $179,80¢

The Company classifies borrowings as short-tertormg-term in accordance with the original termshaf agreement. At December 31, 2013
and 2012, the Company’s short-term borrowings hagighted average rate of 0.38% and 0.54%, resgbgti

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 typicalljlizés to address short term funding needs asdhieg. Short-term FHLB borrowings at
December 31, 2013 consisted of $198.0 million iaraight borrowings and $100.0 million in short-teadvances. Short-term FHLB
borrowings at December 31, 2012 consisted of $88llbn in overnight borrowings and $40.0 million short-term advances.
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(9.) BORROWINGS (Continued)

Long-term Borrowings

The Company has credit capacity with the FHLB aauad 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 regflio provide additional collateral based on tlievialue of the underlying securities.
There were no FHLB long-term borrowings outstandis@f December 31, 2013 and 2012.

In February 2001, the Company formed Financialtusbns Statutory Trust | (the “Trust”) for thelegurpose of issuing trust preferred
securities. The Company’s $502 thousand investinghe common equity of the Trust was classifiethia 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 tasbkeance of the debentures totaling $487 thousameke costs, which were included in
other assets on the consolidated statements afdiglacondition, 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 redemptige equaling 105.1% of the
principal amount redeemed, plus all accrued andidripterest. As a result of the redemption, thenBany 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 lettexgedit. 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 nonperéoice by the other party to the financial instrunfiencommitments to exte
credit and standby letters of credit is essentitlfysame as that involved with extending loaraugiomers. 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):

2013 2012
Commitments to extend credit $431,23¢ $435,94¢
Standby letters of crec 8,61¢ 9,22:

Commitments to extend credit are agreements totteactustomer as long as there is no violatioanyf condition established in the
agreement. Commitments generally have fixed expmatates or other termination clauses and mayinegayment of a fee. Commitments
may expire without being drawn upon; thereforettital commitment amounts do not necessarily repitefséure cash requirements. Each
customer’s creditworthiness is evaluated on a bgsease basis. The amount of collateral obtairfeah)y, is based on management's credit
evaluation of the borrower. Standby letters of itrace conditional lending commitments issued &y @ompany to guarantee the performe
of a customer to a third party. These standbyrketiécredit are primarily issued to support prézebrrowing arrangements. The credit risk
involved in issuing standby letters of credit isegtially the same as that involved in extendiramItacilities 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 derivativesardecorded at fair value. There were no forwatdsscommitments outstanding as of
December 31, 2013 and $1.8 million outstandingfdezember 31, 2012. In addition, the net changbérfair values of these derivatives
was recognized as other noninterest income or oibiginterest expense in the consolidated statenoéirisome.
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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, buglslend equipment. Certain of these
leases provide for escalation clauses and corgaiewal options calling for increased rentals ifldeese is renewed. Future minimum
payments by year and in the aggregate, under theancellable leases with initial or remaining tewwhsne year or more, are as follows at
December 31, 2013 (in thousands):

2014 $1,44(
2015 1,381
2016 1,27¢
2017 87¢
2018 62€
Thereaftel 3,79¢

$9,39¢

Rent expense relating to these operating leasgsdied in occupancy and equipment expense in #tersents of income, was $1.7 million,
$1.6 million and $1.5 million in 2013, 2012 and 20tespectively.

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 regulateidoFDIC and the banking system as a whole, ahdon the protection of shareholders or
creditors of bank holding companies. The variouskbbagulatory agencies have broad enforcement powarfinancial holding companies
and banks, including the power to impose substdirtiies, operational restrictions and other peralfor violations of laws and regulations
and for safety and soundness considerations.

Capital

Banks and financial holding companies are subgeetatious regulatory capital requirements adminésidy state and federal banking
agencies. Failure to meet minimum capital requirgsiean initiate certain mandatory and possiblyitamithl 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 sw@as of assets, liabilities, and certain off-
balance sheet items calculated under regulatoryuasting practices. Capital amounts and classificatiare also subject to qualitative
judgments by regulators about components, risk kg and other factor:

Quantitative measures established by regulati@msure capital adequacy require the Company an@lghk to maintain minimum amounts
and ratios of Total and Tier 1 capital to risk-weigd assets and of Tier 1 capital to average a&dkts defined in the regulations). These
minimum amounts and ratios are included in thect@ielow.

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 betarmined 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, $17.3 million afgberred stock. The Company and the Bank’s totpitabare comprised of Tier 1 capital for
each entity plus a permissible portion of the adlaee 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 anteuny risk-weighted assets. Risk-weighted
assets are calculated based on regulatory requitsraad include total assets, excluding goodwil ather intangible assets and disallowed
portions of deferred tax assets, allocated bywisight category and certain off-balance-sheet itgrimarily loan commitments). The
leverage ratio is calculated by dividing Tier 1 italdy adjusted quarterly average total assets;twéxclude goodwill and other intangible
assets and disallowed portions of deferred taxsasse

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

For Capital
Actual Adequacy Purposes Well Capitalized
Amount Ratio Amount Ratio Amount Ratio
2013
Tier 1 leverage Company $215,02: 7.6% $112,66( 4.0(% $140,82! 5.0(%
Bank 204,33t 7.2 112,49t  4.0C 140,62. 5.0C
Tier 1 capital: Company 215,02  10.8Z 79,45¢  4.0C 119,18t 6.0C
Bank 204,33t  10.31 79,291 4.0C 118,93 6.0C
Total risk-based capita Company 239,87t  12.0¢t 158,91¢  8.0C 198,64  10.0C
Bank 229,13¢  11.5¢ 158,58! 8.0C 198,22¢  10.0C
2012
Tier 1 leverage Company $200,25! 7.71% $103,84! 4.0(% $129,80t 5.0(%
Bank 192,13t 7.41 103,68: 4.0C 129,60: 5.0C
Tier 1 capital: Company 200,25! 10.7: 74,681 4.0C 112,02. 6.0C
Bank 192,13¢  10.31 74,52¢  4.0C 111,78¢ 6.0C
Total risk-based capita Company 223,61  11.9¢ 149,36:  8.0C 186,70:  10.0C
Bank 215,447  11.5¢ 149,05: 8.0C 186,31'  10.0C

As of December 31, 2013, the Company and Bank we@mnsidered “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 balahtiee FRB of New York. The reserve requirementfierBank totaled $1.0 million as of
December 31, 2013 and 2012.

Dividend Restrictions

In the ordinary course of business, the Compaugendent upon dividends from the Bank to provigwl$é for the payment of dividends to
shareholders and to provide for other cash req@ntsn Banking regulations may limit the amountigfdinds that may be paid. Approval by
regulatory authorities is required if the effectddfidends declared would cause the regulatorytabpf the Bank to fall below specified
minimum levels. Approval is also required if dividks declared exceed the net profits for that yeartined with the retained net profits for
the preceding two years.
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(12.) SHAREHOLDERS' EQUITY

The Company’s authorized capital stock consist806210,000 shares of capital stock, 50,000,000hi¢kvare common stock, par value
$0.01 per share, and 210,000 of which are prefestexk, par value $100 per share, which is deségh@ito 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 stobkrd is one series of Class B preferred stockeS&il 8.48% preferred stock. There were
173,423 shares and 174,709 shares of preferreklistged and outstanding as of December 31, 20d2@12, 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

2013

Shares outstanding at beginning of y 13,787,70 373,88t 14,161,59
Restricted stock awards issued, net of forfeit 24,05¢ (24,059 —
Stock options exercise 23,26¢ (23,265 —
Treasury stock purchas (12,349 11,34¢ —
Director¢ retainer 5,672 (5,672) —

Shares outstanding at end of y 13,829,35 332,24 14,161,59

2012

Shares outstanding at beginning of y 13,803,11 358,48: 14,161,59
Restricted stock awards issued, net of forfeiti 7,857 (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

Preferred Stock

Series A 3% Preferred StocThere were 1,496 shares and 1,499 shares of Pe8&spreferred stock issued and outstanding as of
December 31, 2013 and 2012, 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 Comjsargpital 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 171,927 shares and 173,210 sharesief 8l 8.48% preferred stock issued and outstgndin
as of December 31, 2013 and 2012, respectivelydéislof Series B-1 8.48% preferred stock are edtith receive an annual dividend of
$8.48 per share, which is cumulative and payabdatgtly. Holders of Series B-1 8.48% preferred lstoave no pre-emptive right in, or right
to purchase or subscribe for, any additional shafiéise Company’s common stock and have no voigigts. 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 beideclared 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 aiSesturchase 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 wfgrred stock) and a warrant to purchase
up to 378,175 shares of the Company’s common sfrakyalue $0.01 per share, at an exercise pri§d 488 per share (the “Warrant”), of
the Company.

Pursuant to the terms of the Purchase Agreemen€émpany’s ability to declare or pay dividendsaoy 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 rankiagi passuwith the Series A preferred stock in any quartdesmall 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 basetiein relative 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 redempfitineoSeries A preferred stock removed the TARRigt®Nns 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 Warraneis to the Treasury. The repurchase price of/fllibn was recorded as a reduction
of additional paid-in capital.
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(13.) ACCUMULATED OTHER COMPREHENSIVE INCOME (LOSS)

The following table presents the components ofrotbenprehensive income (loss) for the years endexbBber 31 (in thousands):

2013
Securities available for sale and transferred stéesi
Change in unrealized gain/loss during the pe
Change in net unrealized gain on securities traresf¢o held to maturit
Reclassification adjustment for net gains inclugtedet income
Total securities available for sale and transfeseclrities
Pension and pc-retirement obligations
Net actuarial gain (loss), net of amortizat
Prior service cost, net of amortizati
Total pension and pc-retirement obligation
Other comprehensive lo

2012
Securities available for sal
Change in unrealized gain/loss during the pe
Reclassification adjustment for gains includecdnicoime
Reclassification adjustment for impairment chaiigetided in income
Total securities available for s¢
Pension and pc-retirement obligations
Net actuarial gain (loss), net of amortizat
Prior service cost, net of amortizati
Total pension and pc-retirement obligation
Other comprehensive incor

2011
Securities available for sal
Change in unrealized gain/loss during the pe
Reclassification adjustment for gains includednicoime
Reclassification adjustment for impairment chaiigetided in income
Total securities available for se
Pension and pc-retirement obligations
Net actuarial gain (loss), net of amortizat
Prior service cost, net of amortizati
Total pension and pc-retirement obligation
Other comprehensive incor

-06-

Pre-tax Net-of-tax
Amount Tax Effect Amount
$(34,139)  $(13,52)  $(20,61%)
(72 (29 (43
(1,226) (48E) (741)
(35,437 (14,030  (21,39)
13,228 5,23¢ 7,98t
(47) (19 (28)
13,17¢ 5,21¢ 7,957
$(22,25) $ (8,817  $(13,440)
$ 6,682 $ 2,64¢ $ 4,03¢
(2,651) (1,05(0) (1,601
91 36 55
4,122 1,632 2,49(
(259) (99) (154)
(47) (19 (28)
(300) (11€) (182)

$ 3,827 $ 1,51« $ 2,30¢
$2235( $ 8,855 $13,49¢
(3,009 (1,190 (1,819
18 7 11
19,36¢ 7,672 11,69:
(9,930) (3,939 (5,99¢)
(49) (19 (30)
(9,979 (3,957 (6,026)
$ 9,38¢ $ 3,71¢ $ 5,661
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(13.) ACCUMULATED OTHER COMPREHENSIVE INCOME (LOSS) (Cont inued)

Activity in accumulated other comprehensive incdioss), net of tax, was as follows (in thousands):

Securities
Available Pension Accumulated
for Sale anc and Post- Other

Transferred retirement Comprehensive

Securities Obligations Income (Loss)

Balance at January 1, 2013 $ 16,06( $ (12,80 $ 3,25
Other comprehensive (loss) income before reclassifins (20,65¢) 7,17¢ (13,489
Amounts reclassified from accumulated other com@netve income (747) 784 43
Net current period other comprehensive (loss) ire (21,399 7,951 (13,440
Balance at December 31, 20 $ (5,33) $ (4,850 $ (10,18)
Balance at January 1, 20 $ 13,57( $ (12,629 $ 94t
Other comprehensive income (loss) before reclassifins 4,03¢ (981) 3,05¢
Amounts reclassified from accumulated other comg@netve income (1,546 79¢ (747)

Net current period other comprehensive income )| 2,49( (182) 2,30¢
Balance at December 31, 20 $ 16,06( $ (12,807 $ 3,25
Balance at January 1, 20 $ 1,87 $ (6,599 $ (4,727)
Other comprehensive income (loss) before reclassifins 13,49t (6,369 7,13:
Amounts reclassified from accumulated other comgnsive los: (1,807 337 (1,46%)

Net current period other comprehensive income )| 11,69: (6,026 5,66
Balance at December 31, 20 $ 13,57( $ (12,62%) $ 94t

(14.) SHARE-BASED COMPENSATION

The Company maintains certain stock-based compensgaltins, approved by the Company’s shareholdetsare administered by the Board,
or the Management Development and Compensation Gibeenithe “Compensation Committeedf) the Board. In May 2009, the shareholc

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 exce@d,000 shares), non-qualified stock options @stricted stock grants, all of 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 of which are defined in the
plan. Under both plans, for purposes of calculatignumber 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 DeceBihe2013, there were approximately
185,000 and 425,000 shares available for grantruhéeDirector’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 theciiris 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 equmesrarket 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 g@lyebecome fully exercisable over a period ob®tyears from the grant date. When an
option recipient exercises their options, the Camygasues shares from treasury stock and recoedgrtiteeds as additions to capital. Shares
of restricted stock granted to employees genevalsg over 2 to 3 years from the grant date. Fiétscpnt of the shares of restricted stock
granted to non-employee directors generally vestthe date of grant and the remaining fifty peragmerally vests one year from the grant
date. Vesting of the shares may be based on yéaesvice, established performance measures or Batstricted stock grants are forfeited
before they vest, the shares are reacquired ieéstiry stock.
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(14.) SHARE-BASED COMPENSATION (Continued)

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

The Company awarded grants of 33,035 shares ofctest common stock to certain members of managecheing the year ended
December 31, 2013. Fifty percent of the sharesestlbp each grant will be earned based upon admieneof an EPS performance
requirement for the Company’s fiscal year endeddbdwer 31, 2013. The remaining fifty percent ofshares will be earned based on the
Company'’s achievement of a relative total sharedraldturn (“TSR”) performance requirement, on apetile basis, compared to a defined
group of peer companies over a three-year perfacempariod ended December 31, 2015. The sharesdeaised on the achievement of the
EPS and TSR performance requirements, if any,wegt based on the recipient’s continuous servitkedCompany on December 31, 2015.

The grant-date fair value of the TSR portion of élneard granted during the year ended December®B ®as determined using the Monte
Carlo simulation model on the date of grant, assagrttie following (i) expected term of 2.88 yeaiB},r{sk free interest rate of 0.42%,

(iii) expected dividend yield of 3.59% and (iv) eqted stock price volatility over the expected tefithe TSR award of 37.2%. The grant-
date fair value of all other restricted stock aveaedequal to the closing market price of our comrsimck on the date of grant.

In addition, the Company granted 1,000 sharesstficeed common stock to management during the geded December 31, 2013. The
shares will vest after completion of a three-yeavise requirement. The market price of the refgdstock on the date of grant was $20.70.

During the year ended December 31, 2013, the Coyngraamted 9,000 shares of restricted common stdiréctors, of which 4,500 shares
vested immediately and 4,500 shares will vest afbenpletion of a one-year service requirement. iaeket price of the restricted stock on
the date of grant was $19.81.

The restricted stock awards granted to managemmendiaectors in 2013 do not have rights to divideonddividend equivalents.

The Company uses the Black-Scholes valuation methedtimate the fair value of its stock option edga There were no stock options
awarded during 2013, 2012 or 2011. There was neaagnized compensation expense related to unvstekl options as of December 31,
2013. The following is a summary of stock optiotivaty for the year ended December 31, 2013 (dsllarthousands, except per share
amounts):

Weighted
Weighted Average
Remaining Aggregate
Number of Average Contractual
Exercise Intrinsic
Options Price Term Value
Outstanding at beginning of year 319,27¢ $ 20.27
Granted — —
Exercisec (23,265 19.31
Forfeited —
Expired (103,079 21.1¢
Outstanding and exercisable at end of pe 192,93. $ 19.8: 2.6 year $ 94C

The aggregate intrinsic value (the amount by witiehmarket price of the stock on the date of exserexceeded the market price of the stock
on the date of grant) of option exercises for tearg ended December 31, 2013, 2012 and 2011 wéasdidsand, $10 thousand, and $31
thousand, respectively. The total cash receivedrasult of option exercises under stock compemsgiians for the years ended Decembe
2013, 2012 and 2011 was $448 thousand, $69 thouaadds91 thousand, respectively. The tax benefitbzed in connection with these
stock option exercises were not significant.
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(14.) SHARE-BASED COMPENSATION (Continued)

The following is a summary of restricted stock asvactivity for the year ended December 31, 2013:

Weighted Average

Number of
Market Price at
Shares Grant Date
Outstanding at beginning of year 79,58( $ 16.8¢
Granted 43,03t 16.9¢
Vested (38,599 17.0¢
Forfeited (18,979 16.6(
Outstanding at end of peric 65,04( $ 16.92

As of December 31, 2013, there was $325 thousandrefcognized compensation expense related to tat/esstricted stock awards that is
expected to be recognized over a weighted averagedof 1.6 years.

The Company amortizes the expense related toaesirstock awards over the vesting period. Shasedbaompensation expense is recorded
as a component of salaries and employee benefiteinonsolidated statements of income for awaralstgd to management and as a
component of other noninterest expense for awanatsted to directors. The share-based compensatmanee for the years ended

December 31 was as follows (in thousands):

2013 2012 2011

Salaries and employee benefits $23€ $394 $ 972
Other noninterest expen 171 132 13z
Total shar-based compensation expel $407 $52€ $1,10¢

(15.) INCOME TAXES

The income tax expense for the years ended Decedibeonsisted of the following (in thousands):

2013 2012 2011
Current tax expens:
Federa $ 8,91 $ 4,021 $ 3,747
State 1,91 95t 1,15¢
Total current tax expen: 10,83( 4,97¢ 4,90¢
Deferred tax expens
Federa 1,251 5,26 5,58¢
State 29€ 1,081 92€
Total deferred tax expen 1,547 6,34: 6,51(
Total income tax expen: $12,37; $11,31¢ $11,41¢

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

2013 2012 2011
Statutory federal tax rate 35.(% 35.(% 35.(%
Increase (decrease) resulting frc
Tax exempt interest incon (4.8 (4.6) 4.3
Non-taxable earnings on company owned life insure (1.6) (1.8 (1.5
State taxes, net of federal tax ben 3.8 3.8 4.C
Nondeductible expens: 0.2 0.2 0.4
Other, ne 0.1 (0.7) (0.2
Effective tax rate 32.71% 32.6% 33.4%
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(15.) INCOME TAXES (Continued)

Total income tax expense (benefit) was allocatefblésns for the years ended December 31 (in thodsa

2013 2012 2011
Income tax expense $12,37" $11,31¢ $11,41¢
Shareholde¢'s equity (8,817 1,51« 3,71¢

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):

2013 2012
Deferred tax asset
Allowance for loan losse $10,59: $ 9,791
Net unrealized loss on securities available foe 3,501 —
Other than temporary impairment of investment séesi 2,72¢ 5,28:
Deferred compensatic 873 86¢
Shar+-based compensatic 758 1,111
SERP agreemen 70¢ 734
Interest on nonaccrual loa 662 73z
Other 814 1,06(
Gross deferred tax assi 20,63: 19,57¢
Deferred tax liabilities
Prepaid pension cos 6,18t 1,64¢
Depreciation and amortizatic 1,60¢ 1,827
Loan servicing asse 62( 681
Net unrealized gain on securities available foe — 10,53¢
Other 63 —
Gross deferred tax liabilitie 8,47 14,69:
Net deferred tax ass $12,15’ $ 4,88

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 depeampisn 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 projeatéaté levels of pre-tax and taxable income, thedated 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. ehsno valuation allowance has been recorded Beoémber 31, 2013 or 2012.

The Company and its subsidiaries are subject ter&é@nd New York State (“NYS”) income taxes. Thddral and NYS income tax years
currently open for audits are 2010 through 2013.

At December 31, 2013, the Company had no federsl¥& net operating loss or tax credit carryforwards

The Company’s unrecognized tax benefits and chaing@srecognized tax benefits were not significanabf or for the years ended
December 31, 2013 and 2012. There were no intergstnalties recorded in the income statementdarire tax expense for the year ended
December 31, 2013. As of December 31, 2013, there wo amounts accrued for interest or penaltiagegkto uncertain tax positions.
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(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

2013 2012 2011
Net income available to common shareholc $24,06¢ $21,97¢ $19,61°
Less: Earnings allocated to participating secls 2 38
Net income available to common shareholders for $24,06¢ $21,97: $19,57¢

Weighted average common shares outstani
Total shares issue 14,16: 14,16: 13,59¢
Unvested restricted stock awal (69 (107) (16€)
Treasury share (359 (359) (36€)
Total basic weighted average common shares outsta 13,73¢ 13,69¢ 13,06°
Incremental shares from assum

Exercise of stock optior 13 4 3
Vesting of restricted stock awar 32 51 65
Exercise of warrar — — 22
Total diluted weighted average common shares oudsig 13,78¢ 13,75 13,157
Basic earnings per common sh $ 1.7¢ $ 1.6C $ 1.5C
Diluted earnings per common shi $ 1.7t $ 1.6C $ 1.4¢

For each of the periods presented, average shavgssto the following instruments were excludeshf the computation of
diluted EPS because the effect would be antididu

Stock options 122 303 33¢
Restricted stock awart 2 1 —
124 304 33¢
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(17.) EMPLOYEE BENEFIT PLANS

Defined Benefit Pension Plan

The Company participates in The New York State BasilRetirement System (the “Plan”), a defined hiepehsion plan covering
substantially all employees, subject to the linnitas related to the plan closure effective Decenie2006. 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 arebiigh 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 endedteee31 (in thousands):

2013 2012
Change in projected benefit obligatic
Projected benefit obligation at beginning of pel $53,62¢ $48,30!
Service cos 2,06: 2,031
Interest cos 2,013 2,017
Actuarial (gain) los: (6,397) 3,291
Benefits paid and plan expen: (2,32)) (2,029
Projected benefit obligation at end of per 48,99: 53,62¢
Change in plan asse
Fair value of plan assets at beginning of pe 57,78¢ 46,94:
Actual return on plan asse 9,13¢ 4,86¢
Employer contribution — 8,00(
Benefits paid and plan expen: (2,32)) (2,029
Fair value of plan assets at end of pe 64,60 57,78¢
Funded status at end of per $15,61: $ 4,16(

The accumulated benefit obligation was $44.0 milikmd $48.0 million at December 31, 2013 and 26dshectively.

The Company’s funding policy is to contribute, ahenimum, an actuarially determined amount that satisfy the minimum funding
requirements determined under the appropriatesgectf Internal Revenue Code. The Company has nomaim required contribution for t
2014 fiscal year.

Estimated benefit payments under the pension planthe next ten years at December 31, 2013 dalaws (in thousands):

2014 $ 1,70¢
2015 1,86¢
2016 2,09¢
2017 2,27
2018 2,33¢
2019- 2023 14,04«

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

2013 2012 2011
Service cost $ 2,06 $ 2,03 $ 1,75¢€
Interest cost on projected benefit obligat 2,017 2,017 2,027
Expected return on plan ass (3,689 (3,21)) (2,657
Amortization of unrecognized lo: 1,34¢ 1,37(C 60¢
Amortization of unrecognized prior service ¢ 20 20 19
Net periodic pension co $1,76( $ 2,23 $1,75i
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

The actuarial assumptions used to determine thpar@dic pension cost were as follows:

2013 2012 2011
Weighted average discount rate 3.84% 4.271% 5.38%
Rate of compensation incree 3.0(% 3.0(% 3.0(%
Expected lon-term rate of retur 6.5(% 7.0(% 7.0(%

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

2013 2012 2011
Weighted average discount rate 4.8(% 3.84% 4.271%
Rate of compensation incree 3.0(% 3.0(% 3.0(%

The weighted average discount rate was based begorojected 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, and theal and nominal rate of investment
return for a specific mix of asset classes. Thiefdhg assumptions were used in determining the-i@mm rate of return:

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

Other financial instrumen  Comparison of the specific investment'’s risk tat thiafixed income and equity instruments and
using judgmen

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 fay-temm GDP growth were factored into the developnoéassumptions for earnings growth
and per capita income.

The Plan’s overall investment strategy is to achi@wmix of approximately 97% of investments forgdgerm growth and 3% for near-term
benefit payments with a wide diversification ofetstypes, fund strategies, and fund managers. argettallocations for Plan assets are sh

in the table below. Cash equivalents consist piilgnaf government issues (maturing in less thae¢hmonths) and short term investment
funds. Equity securities primarily include investiteein common stock, depository receipts, prefestedk and real estate investment trusts.
Fixed income securities include corporate bondgegunent issues, mortgage backed securities, npaécand other asset backed securities.
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

Effective February 2012, the Plan revised its itmest guidelines. The Plan currently prohibitsritgestment managers from purchasing any
security greater than 5% of the portfolio at tlmediof purchase or greater than 8% at market vala@y one issuer. Effective June 2013, the
issuer of any security purchased must be locatedciountry in the Morgan Stanley Capital InterradiioWorld Index. In addition, the
following are prohibited:

Equity securities Short sales
Unregistered securities
Margin purchase

Fixed income securities Mortgage backed derivatives that have an invemsifig rate coupon or that are interest only
securities
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 th@ragjate exceed 13% of the investment manager’s
portfolio. Prior to February 2012, these investraartuld not exceed 10% of the manager’'s
portfolio.

Effective February 2012, an investment managernfgmm of commercial MBS and ABS shall not
exceed 10% of the portfolio at the time of purch

Other financial instrumen  Unhedged currency exposure in countries not defagethigh income economies” by the World
Bank

All other investments not prohibited by the Plae permitted. At December 31, 2013 and 2012, 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.

The target allocation range below is both histarid prospective in that it has not changed sinioe { 2012. It is the asset allocation range
that the investment managers have been advisathtyato and within which they may make tacticakasllocation decisions.

Weighted
Percentage o Average
2014 Plan Assets at Expected
Target __December31 Long-term
Allocation 2013 2012 Rate of Return
Asset category
Cash equivalent 0-20% 5.5% 12.£% 0.17%
Equity securitie: 40- 60 50.€ 45.t 4.2¢
Fixed income securitie 40-60 43.¢ 41.7 2.0¢€
Other financial instrumen 0-5 — — —

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).&fverre no assets classified as Level 3 assetsydiményears ended December 31, 2013
and 2012.

In instances in which the inputs used to measureddue fall into different levels of the fair ue hierarchy, the fair value measurement has
been determined based on the lowest level inptiighsgnificant to the fair value measurementsneintirety. Investments valued using the
NAV (Net Asset Value) are classified as level thié Plan can redeem its investment with the ineeatehe NAV at the measurement dat
the Plan can never redeem the investment withniyessiee at the NAV, it is considered a level 3héf Plan can redeem the investment at the
NAV at a future date, the PI's assessment of the significance of a particiéam ito the fair value measurement in its entiretyuires
judgment, including the consideration of inputsaifieto the asse
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

The Plan uses the Thomson Reuters Pricing Semwvidetermine the fair value of equities and theipgservice of IDC Corporate USA to
determine the fair value of fixed income securitiise major categories of Plan assets measuredr adue on a recurring basis as of
December 31 are presented in the following taléhousands).

Level &
Level 1 Level 2 Total
Inputs Inputs Inputs Fair Value
2013
Cash equivalent:
Foreign currencie 92 — — 92
Government issue — 937 — 937
Short term investment funt — 2,49¢ — 2,49¢
Total cash equivalen 92 3,43t — 3,52
Equity securities
Common stocl 32,07: — — 32,07:
Depository receipt 30¢ 96 — 405
Preferred stoc 151 — — 151
Real estate investment fu 94 — — 94
Total equity securitie 32,62¢ 96 — 32,72
Fixed income securitie:
Auto loan receivabl — 232 — 232
Collateralized mortgage obligatio — 7,07¢ — 7,07¢
Corporate Bond — 7,60¢ — 7,60¢
FHLMC — 882 — 882
FNMA — 3,04¢ — 3,04
GNMA | — 21E — 21E
GNMA I — 96 — 96
Government Issue — 8,984 — 8,984
Municipals — 212 — 212
Total fixed income securitie — 28,35¢ — 28,35
Total Plan investmen $32,71¢ 31,88t — 64,60:
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

Level &
Level 1 Level 2 Total
Inputs Inputs Inputs Fair Value
2012
Cash equivalent:
Foreign currencie 60 — — 60
Government issue — 314 — 314
Short term investment funt — 7,08: — 7,08
Total cash equivalen 60 7,397 — 7,457
Equity securities
Common stocl 25,44 — — 25,44
Depository receipt 56¢ — — 56¢
Preferred stoc 112 — — 113
Real estate investment fu 112 — — 113
Total equity securitie 26,24 — — 26,24
Fixed income securitie:
Auto loan receivabl — 31¢ — 31¢&
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 — 133
Government Issue — 8,231 — 8,231
Municipals — 63 — 63
Other Asset Backe — 13 — 13
Total fixed income securitie — 24,08¢ — 24,08¢
Total Plan investmen $26,30: 31,48 — 57,78t

At December 31, 2013 the portfolio was managednauyibvestment firms, with control of the portfolplit approximately 58% and 41%
under the control of the investment managers vighremaining 1% under the direct control of thenPRaportfolio concentration in the State
Street Bank & Trust Co. Short Term Investment Fah8% and 12% existed at December 31, 2013 and,28%gectively.

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 entitgt Hre 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 #83usand and $118 thousand as of
December 31, 2013 and 2012, respectively. The gtrstment expense for the plan that was includeshiaries and employee benefits in the
consolidated statements of income was not sigmifit@ the years ended December 31, 2013, 2012@ahd. The plan is not funded.
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

The components of accumulated other comprehenssgerélated to the defined benefit plan and pastneent benefit plan as of
December 31 are summarized below (in thousands):

2013 2012
Defined benefit plan:
Net actuarial los $(8,237) $(21,42%)
Prior service cos (72 (93

(8,309 (21,52)

Postretirement benefit plan:

Net actuarial los (169) (195
Prior service cred 44C 50¢
271 31z

(8,037 (21,209

Deferred tax benef 3,18: 8,401
Amounts included in accumulated other compreherisis® $(4,850) $(12,807)

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):

2013 2012
Defined benefit plan:
Net actuarial gain (los: $11,84" $(1,63¢)
Amortization of net los 1,344 1,37(
Amortization of prior service co: 21 2C
13,21: (249
Postretirement benefit plan:
Net actuarial gail 32 15
Amortization of prior service cred (68) (67)
(36) (52)
Total recognized in other comprehensive | $13,17¢ $ (300

For the year ending December 31, 2014, the estithrageloss and prior service cost for the plan Wiitbe amortized from accumulated otl
comprehensive income into net periodic benefit @$159 thousand 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 fornsalary deferrals, up to the maximum Internal ReeeGode limit. The Company matches a
participant’s contributions up to 4.5% of compeiwgtcalculated at 100% of the first 3% of compeiesaand 50% of the next 3% of
compensation deferred by the participant. The Caippaay also make additional discretionary matchuogtributions, although no such
additional discretionary contributions were mad@®i3, 2012 or 2011. The expense included in ssamd employee benefits in the
consolidated statements of income for this planwarted to $1.1 million in 2013 and $1.0 million iA22 and 2011.

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 $2.1 million &i2 million at December 31, 2013 and 2012, rebpedg. SERP expense was $95
thousand, $1.3 million, and $67 thousand for 2@03,2 and 2011, respectively.
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(18.) FAIR VALUE MEASUREMENTS
Determination of Fair Value — Assets Measured at HaValue on a Recurring and Nonrecurring Basis
Valuation Hierarchy

The fair value of an asset or liability is the pribat 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 inputd tiges the highest priority to quoted

prices in active markets for identical assetsatilities and the lowest priority to unobservalipdts. The fair value hierarchy is as follows:

» Level 1 - Unadjusted quoted prices in active marketsdentical assets or liabilities that the reportingjtg has the ability to
access at the measurement d

» Level 2 - Inputs other than quoted prices included in Lévihat are observable for the asset or liabikiyher 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 pipadly from or corroborated by mark
data by correlation or other mea

» Level 3 - Unobservable inputs for determining the fairues of assets or liabilities that reflect an efgitgwn assumptions about
the assumptions that market participants wouldmugeicing 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 parametelgafitam adjustments may be made to
ensure that financial instruments are recordediatélue. 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 valoatiethodologies 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 hereimdre detailed description of the valuation methodi@s used for assets and liabilities
measured at fair value, as well as the generadifilzation of such instruments pursuant to the &t hierarchy, is set forth below.

Securities available for saleSecurities classified as available for sale arentep at fair value utilizing Level 2 inputs. Ftiese
securities, the Company obtains fair value measengsrfrom an independent pricing service. Theviaiue measurements consider
observable data that may include dealer quoteskenapreads, cash flows, the U.S. Treasury yietde;dive trading levels, trade
execution data, market consensus prepayment spredd,information and the bond’s terms and caod#&, among other things.

Loans held for sale:The fair value of loans held for sale is determinsithg quoted secondary market prices and investomitments.
Loans held for sale are classified as Level 2 énftir 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 mayeflisingle 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 loams eeviewed and evaluated on at least a quartedisidor 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 kaawwith readily observable market data. As a tesiué
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 areettiest we believe market
participants would use in estimating future nevigémg income, including estimates of loan prepagtrates, servicing costs, ancillary
income, impound account balances, and discourd.ratee 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 intated, they will generally move in opposite direas. 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@siential 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.

Commitments to extend credit and letters of creditCommitments to extend credit and fund letters eflitrare principally at current
interest rates, and, therefore, the carrying amapptoximates fair value. The fair value of comnatits to is not material.
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(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

Significant
Active Markets Other Significant
for Identical Observable Unobservable
Assets or
Liabilities Inputs Inputs
(Level 1) (Level 2) (Level 3) Total
2013
Measured on a recurring basis:
Securities available for sal
U.S. Government agencies and government
sponsored enterpris $ — $134,45. $ — $134,45.
Mortgage-backed securitie — 474,54¢ — 474,54¢
Asse-backed securitie — 39¢ — 39¢
$ = $609,40( $ = $609,40(
Measured on a nonrecurring basis
Loans:
Loans held for sal $ — $ 3,381 $ — $ 3,381
Collateral dependent impaired loz — — 9,22 9,22
Other asset:
Loan servicing right: — — 1,56¢ 1,56¢
Other real estate own — — 338 332
$ = $ 3,381 $ 11,12 $ 14,50¢
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 1,02: 1,022
$ = $823,79¢ $ = $823,79¢
Measured on a nonrecurring basis
Loans:
Loans held for sal $ — $ 1,51¢ $ — $ 1,51¢
Collateral dependent impaired loz — — 2,36¢ 2,36¢
Other asset:
Loan servicing right: — — 1,71¢ 1,71¢
Other real estate ownq — — 184 184
$ = $ 1,51¢ $ 4,267 $ 5,78t

There were no transfers between level 1 and 2 guinia years ended December 31, 2013 and 2012. Weeeeno liabilities measured at fair
value on a recurring or nonrecurring basis durirgytears ended December 31, 2013 and 2012.
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(18.) FAIR VALUE MEASUREMENTS (Continued)

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

Fair Unobservable Input
Asse Value Valuation Technigue Unobservable Input Value or Range
Collateral dependent impaired loans $9,227 Appraisal of collateral® Appraisal adjustment@ 18%- 100% discout
Discounted cash floy Discount rate 4.6%0)
Risk premium rat 12.0%®)
Loan servicing right $1,56¢ Discounted cash floy Discount rate 5.2%®)
Constant prepayment re 12.4%®)
Other real estate ownt $ 33Z Appraisal of collatera® Appraisal adjustment®  28%- 44%discount

() Fair value is generally determined through indeleat appraisals of the underlying collateral, \hgenerally include various Level 3
inputs which are not identifiabl

(@  Appraisals may be adjusted by management for qtigktfactors such as economic conditions and estidhliquidation expense

®  Weighted average

Changes in Level 3 Fair Value Measurements

There were no assets measured at fair value ocuerirey basis using significant unobservable inguevel 3) as of December 31, 2013. The
reconciliation for all assets measured at fair @aln a recurring basis using significant unobsdevaiputs (Level 3) for the year ended
December 31, 2012 is as follows (in thousands):

Securities available for sale, beginning of pe! $ 1,63¢
Sales (360
Total gains (losses) realized/unrealiz
Included in earning 331
Included in other comprehensive inco (102
Transfers from Level 3 to Level 1,50¢
Securities available for sale, end of pet $ —

The Company transferred all of the assets cladsifieLevel 3 assets at December 31, 2011 to Leshatiig the three months ended

March 31, 2012. The transfers of the $1.5 milliépaoled trust preferred securities out of Levelas primarily the result of using observe
pricing information or a third party pricing qudteat appropriately reflects the fair value of theseurities, without the need for adjustment
based on our own assumptions regarding the chaisiitte of a specific security or the current lidjtyy in the market.
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(18.) FAIR VALUE MEASUREMENTS (Continued)

Disclosures about Fair Value of Financial Instrumeis

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 armdjinents about the financial instrument,
including estimates of timing, amount of expectatife cash flows and the credit standing of thedesSuch estimates do not consider ths
impact of the realization of unrealized gains @skes. In some cases, the fair value estimates tharsubstantiated by comparison to
independent markets. In addition, the disclosedvi@ue may not be realized in the immediate setiet of the financial instrument. Care
should be exercised in deriving conclusions aboutaisiness, its value or financial position basedhe fair value information of financial
instruments presented below.

The estimated fair value approximates carrying &dtu cash and cash equivalents, FHLB and FRB stucued 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 sedegbly 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 uaidgscounted cash flow approach that applies gieganarket
interest rates for similar maturity instrumentseThir values of the Company’s time deposit lidigii 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 thodsan

Level in 2013 2012
Fair Value
Measuremen Carrying Estimated Carrying Estimated
Hierarchy Amount Fair Value Amount Fair Value
Financial assets:
Cash and cash equivalel Level 1 $ 59,69 $ 59,69 $ 60,43¢ $ 60,43¢
Securities available for sa Level 2 609,40( 609,40( 823,79¢ 823,79¢
Securities held to maturi Level 2 249,78! 250,65 17,90¢ 18,47¢
Loans held for sal Level Z 3,381 3,381 1,51¢ 1,547
Loans Level Z 1,797,65! 1,802,40 1,678,64: 1,701,41
Loans (1) Level @ 9,221 9,227 2,36¢ 2,36¢
Accrued interest receivahb Level 1 8,15( 8,15( 7,84: 7,84:
FHLB and FRB stocl Level 2 19,66: 19,66: 12,32: 12,32:
Financial liabilities:
Non-maturity deposit: Level 1 1,724,13 1,724,13 1,606,85! 1,606,85!
Time deposit: Level 2 595,92: 596,92¢ 654,93 658,34.
Shor-term borrowings Level 1 337,04: 337,04: 179,80¢ 179,80¢
Accrued interest payab Level 1 3,407 3,401 3,81¢ 3,81¢

(1) Comprised of collateral dependent impaired loans.

-112-



Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December) 31, 2013, 2012 and 2011

(19.) PARENT COMPANY FINANCIAL INFORMATION

Condensed financial statements pertaining onlhécRarent are presented below (in thousands).

Condensed Statements of Conditio December 31
2013 2012
Assets:
Cash and due from subsidic $ 9,51( $ 6,60
Investment in and receivables due from subsic 245,07: 246,53!
Other asset 3,46: 3,56:
Total asset $258,04- $256,70(
Liabilities and shareholde equity:
Other liabilities $ 3,20¢ $ 2,80¢
Shareholder equity 254,83¢ 253,89°
Total liabilities and sharehold¢ equity $258,04- $256,70(
Condensed Statements of Incom Years ended December 3:
2013 2012 2011
Dividends from subsidiary and associated companies $15,00( $ 4,00( $ 9,23¢
Management and service fees from subsic 36¢ 517 1,161
Other income 71 24 78
Total income 15,43¢ 4,541 10,47:
Operating expenst 2,90¢ 2,73: 3,78
Loss on extinguishment of de — — 1,08:
Total expense 2,90¢ 2,73 4,87(
Income before income tax benefit and equity in stritiuted earnings of
subsidiary 12,53 1,80¢ 5,60:
Income tax benefi 1,02( 991 1,53¢
Income before equity in undistributed earningsutfsidiary 13,55 2,80( 7,141
Equity in undistributed earnings of subsidii 11,977 20,64 15,65¢
Net income $25,53( $23,44¢ $22,79¢
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(19.) PARENT COMPANY FINANCIAL INFORMATION (Continued)

Condensed Statements of Cash Flows

Years ended December 3!

2013 2012
Cash flows from operating activitie
Net income $ 25,53( $ 23,44¢
Adjustments to reconcile net income to net caskigea by
operating activities
Equity in undistributed earnings of subsidi (11,977) (20,649
Depreciation and amortizatic 47 65
Shar+based compensatic 407 52¢€
Decrease in other ass: 16€ 80t
(Decrease) increase in other liabilit (A7) 44
Net cash provided by operating activit 14,15¢ 4,24(
Cash flows from financing activitie
Redemption of junior subordinated debentt — —
Proceeds from issuance of preferred and commoreshaet of
issuance cos! — —
Purchase of preferred and common sh (360) (559)
Repurchase of warrant issued to U.S. Trea — —
Proceeds from stock options exerci: 44¢ 69
Dividends paic (11,219 (8,86¢6)
Other (118) 97
Net cash used in financing activiti (11,24%) (9,259
Net increase (decrease) in cash and cash equis 2,90¢ (5,019
Cash and cash equivalents as of beginning of 6,60z 11,62:
Cash and cash equivalents as of end of the $ 9,51( $ 6,607
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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 tipersision and with the participation of
the Company’s management, including the Compankisf&Executive Officer (Principal Executive Offigeand Chief Financial Officer
(Principal Accounting Officer), of the effectiversesf the design and operation of the Company’dalisce controls and procedures pursuant
to Rule 13a-15(b), as adopted by the SecuritiesExetiange Commission (“SEC”) under the Securitieshiange 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 opéned 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, sumnaaaize 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 discloseithénreports that the Company files or submits utitke 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 welkdmed, have inherent limitations. Therefore, etmse 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 @stdby and maintaining adequate internal contr@rdinancial reporting. Management
assessed the Company’s internal control over fiahneporting based on criteria established inlthiernal Control—Integrated Framework
(1992) issued by the Committee of Sponsoring Organizatafrthe Treadway Commission (COSO). Based oratsessment, management
has concluded that, as of December 31, 2013, thep@oy maintained effective internal control oveaficial reporting. Management’s
Report on Internal Control over Financial Reportisighcluded under Item 8 “Financial Statements 8aogplementary Data” in Part |l 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, 2013
that have materially affected, or are reasonakBlyito materially affect, the Company’s internahtrol over financial reporting.

ITEM 9B. OTHER INFORMATION

During February 2014, Five Star Bank (the “Banldinied a wholly-owned subsidiary, Five Star REIT. Ifihe “REIT”),to acquire a portio
of the Bank’s assets, which will primarily be qiiglhg mortgage related loans. The Bank made arirdontribution of mortgage related
loans to the REIT in return for common stock of REeIT. The REIT expects to purchase mortgage relans from the Bank on a periodic
basis going forward. The REIT entered into seraigeeements with the Bank for administrative an@#tment services. The Company
expects the formation of the REIT to result in wéo effective tax rate for 2014 subject to New Y &itite tax reform and future tax
legislation.

The foregoing disclosure is being made on a volyrttasis and was not required to be disclosed leora 8-K.
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ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNA NCE

In response to this Item, the information set famtkthe Company’s Proxy Statement for its 2014 AairMeeting of Shareholders (the “2014
Proxy Statement”) to be filed within 120 days faling the end of the Company’s fiscal year, underiibadings “Proposal 1 - Election of
Directors,” “Business Experience and QualificatadfrDirectors,” and “Section 16(a) Beneficial Owrnl@gsReporting Compliance” is
incorporated herein by reference.

The information under the heading “Executive Offgfdn Part I, Item 1 of this Form 10-K is also exporated herein by reference.

Information concerning the Company’s Audit Comnétand the Audit Committee’s financial expert isfeeth under the caption “Corporate
Governance Overview” in the 2014 Proxy Statemedtiaincorporated herein by reference.

The Company has adopted a Code of Business CoadddEthics that applies to its principal executffecer, principal financial officer,
principal accounting officer or controller, or pens performing similar functions. The Code of Besis Conduct and Ethics is posted on the
Company’s internet website at www.fiiwarsaw.cander the Corporate Overview/Governance Documebss af the Investor Relations drop
down menu. In addition, the Company will provideagpy of the Code of Business Conduct and Ethiesymne, without charge, upon reqt
addressed to Director of Human Resources at Fiahimstitutions, Inc., 220 Liberty Street, Warsdhy, 14569. The Company intends to
disclose any amendment to, or waiver from, a piomisf its Code of Business Conduct and Ethics &épgiies to the Company'’s principal
executive officer, principal financial officer, pdipal 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 fantkhe 2014 Proxy Statement under the headingsifiamsation Discussion and Analysis”
and “Executive Compensation Tables” is incorpordtertin by reference.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED
STOCKHOLDER MATTERS

In response to this Item, the information set fantkhe 2014 Proxy Statement under the headingui®gdOwnership of Certain Beneficial
Owners and Management” is incorporated herein fereace.

Equity Compensation Plan Information

The following table sets forth, as of DecemberZ113, 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 dlaifar future issuance under our equity
compensation plans. We have no equity compenspléos that have not been approved by our sharefsolde

Number of securities t Weighted averag: Number of securities

remaining for future
be issued upon exercis exercise price issuance under equity

of outstanding compensation plans

of outstanding options options, warrants (excluding securities
reflected in column (a)

warrants and rights and rights
Plan Category (a) (b) (c)

Equity compensation plans approved by shareholder 192,93 $ 19.8¢ 560,43t

Equity compensation plans not approved by sharehs — $ — —
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ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR INDEPENDENCE

In response to this Item, the information set fantkthe 2014 Proxy Statement under the headingstd®@eRelationships and Related Party
Transactions” and “Corporate Governance Overvienhcorporated herein by reference.

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

In response to this Item, the information set fantkhe 2014 Proxy Statement under the headingslitATommittee Report” andfidepender
Registered Public Accounting Firm” is incorporatextein by reference.
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ITEM 15.
(@)

(b)

PART IV

EXHIBITS AND FINANCIAL STATEMENT SCHEDULES
FINANCIAL STATEMENTS

Reference is made to the Index to ConsolidatedneinbStatements of Financial Institutions, Incd anbsidiaries under Item 8
“Financial Statements and Supplementary Data” i 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.

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

Description
Amended and Restated Certificate of Incorporatiothe
Company

Amended and Restated Bylaws of the Company

1999 Management Stock Incentive Plan

Location

Incorporated by reference to Exhibits 3.1, 3.2 argdof
the Form 10-K for the year ended December 31, 2008,
dated March 12, 20C

Incorporated by reference to Exhibit 3.4 of therfrdi0-K
for the year ended December 31, 2008, dated Mach 1
2009

Incorporated by reference to Exhibit 10.1 of the
S-1 Registration Stateme

Amendment Number One to the 1999 Management Stockncorporated by reference to Exhibit 10.1 of therk&K,

Incentive Plar

Form of Non-Qualified Stock Option Agreement Purdua
to the 1999 Management Stock Incentive F

Form of Restricted Stock Award Agreement Pursuaitihé
1999 Management Stock Incentive P

Form of Restricted Stock Award Agreement Pursuaitié
1999 Management Stock Incentive P

1999 Directors Stock Incentive Plan

Amendment to the 1999 Director Stock Incentive Plan

2009 Management Stock Incentive Plan

2009 Directors’ Stock Incentive Plan

Form of Restricted Stock Award Agreement Pursuaitihé
2009 Directors’ Stock Incentive Plan

Form of Restricted Stock Award Agreement Pursuaitié
2009 Management Stock Incentive Plan (Special,tione-
Award)

Form of Restricted Stock Award Agreement Pursuautié
2009 Management Stock Incentive Plan (LTIP Aw:
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dated July 28, 200

Incorporated by reference to Exhibit 10.2 of therk@K,
dated July 28, 200

Incorporated by reference to Exhibit 10.3 of therF@K,
dated July 28, 200

Incorporated by reference to Exhibit 10.1 of therF@K,
dated January 23, 20l

Incorporated by reference to Exhibit 10.2 of th& S-
Registration Stateme

Incorporated by reference to Exhibit 10.7 of therkd.0-
K for the year ended December 31, 2008, dated Mb2¢ch
2009

Incorporated by reference to Exhibit 10.8 of thenkd.0-
Q for the quarterly period ended June 30, 200%dat
August 5, 200¢

Incorporated by reference to Exhibit 10.9 of therkd.0-
Q for the quarterly period ended June 30, 200%®dat
August 5, 200¢

Incorporated by reference to Exhibit 10.10 of the
Form 10-K for the year ended December 31, 2012dat
March 18, 201!

Incorporated by reference to Exhibit 10.1 of the
dated January 19, 2010

Incorporated by reference to Exhibit 10.2 of the
dated March 1, 201
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Exhibit
Number

10.1¢

10.1¢

10.1¢

10.1¢

10.1%

10.1¢

10.1¢

10.2C

10.21

10.2Z

10.2¢

10.2¢

10.2¢

10.2¢

10.27

10.2¢

*10.29

*10.30

Description

Form of “Service Based” Restricted Stock Award
Agreement Pursuant to the 2009 Management Stock
Incentive Plar

Location

Incorporated by reference to Exhibit 10.12 of tloenk 10-
K for the year ended December 31, 2011, dated M@yrch
2012

Form of 2012 Performance Program Master Agreement Incorporated by reference to Exhibit 10.13 of tloenk 10-

Form of 2012 Performance Program Award Certificate

K for the year ended December 31, 2011, dated M@rch
2012

Incorporated by reference to Exhibit 10.14 of tloenk 10-
K for the year ended December 31, 2011, dated M@yrch
2012

Form of 2013 Performance Program Master Agreement Incorporated by reference to Exhibit 10.16 of the

Form of 2013 Performance Program Award Certificate

Amended and Restated Executive Agreement between

Financial Institutions, Inc. and Peter G. Humpt

Amended and Restated Executive Agreement between

Financial Institutions, Inc. and Martin K. Birmingim

Executive Agreement between Financial Institutidns,
and Kevin B. Klotzbacl

Executive Agreement between Financial Institutidns,
and Richard J. Harrisc

Executive Agreement between Financial Institutidns,
and Ronald Mitchell McLaughli

Executive Agreement between Financial Institutidns,
and Kenneth V. Win

Separation and release agreement between Fiv8&téar
and George D. Ha(

Voluntary Retirement Agreement with Ronald A. Mille

Amendment to Voluntary Retirement Agreement with
Ronald A. Miller

Separation and release agreement between Financial
Institutions, Inc. and Peter G. Humphrey

Form 10-K for the year ended December 31, 2012dlat
March 18, 201!

Incorporated by reference to Exhibit 10.17 of the
Form 10-K for the year ended December 31, 2012dlat
March 18, 201:

Incorporated by reference to Exhibit 10.1 of the
dated July 5, 201

Incorporated by reference to Exhibit 10.1 of the
dated May 23, 201

Incorporated by reference to Exhibit 10.2 of the
dated May 23, 201

Incorporated by reference to Exhibit 10.3 of the
dated May 23, 201

Incorporated by reference to Exhibit 10.4 of thenk&K,
dated July 5, 201

Incorporated by reference to Exhibit 10.5 of the
dated July 5, 201

Incorporated by reference to Exhibit 10.6 of the
dated July 5, 201

Incorporated by reference to Exhibit 10.2 of the
dated September 26, 20

Incorporated by reference to Exhibit 10.1 of the
dated March 3, 201

Incorporated by reference to Exhibit 10.2 of the
Form 10-Q for the quarterly period ended Septer8ber
2012, dated November 6, 20

Supplemental Executive Retirement Agreement betweerincorporated by reference to Exhibit 10.3 of the

Financial Institutions, Inc. and Peter G. Humphrey

Form 10-Q for the quarterly period ended Septerdber
2012, dated November 6, 20

Assignment, Purchase and Assumption Agreement datethcorporated by reference to Exhibit 10.24 of the

January 19, 2012 between First Niagara Bank, Nation
Association and Five Star Ba

Amendment No. 1 to Assignment, Purchase and
Assumption Agreement, effective as of August 16,20
by and between Five Star Bank and First Niagar&kBan
National Associatiol
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Form 10-K for the year ended December 31, 201Edlat
March 9, 201:

Incorporated by reference to Exhibit 10.1 of the
Form 10-Q for the quarterly period ended Septerdber
2012, dated November 6, 2012
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Exhibit
Number

*10.31

*10.32

10.33

10.34

21

23
31.1

31.2

32

101.INS
101.SCF
101.CAL

101.LAB
101.PRE

101.DEF

Description Location

Purchase and Assumption Agreement dated January 19incorporated by reference to Exhibit 10.25 of the
2012 between First Niagara Bank, National Assamiatinc Form 10-K for the year ended December 31, 201 kdat
Five Star Banl March 9, 201:

Amendment No. 1 to Purchase and Assumption Agretl Incorporated by reference to Exhibit 10.1 of the
effective as of June 21, 2012, by and between Stae dated June 28, 2012
Bank and First Niagara Bank, National Associat

Executive Agreement between Financial Institutidns,  Incorporated by reference to Exhibit 10.3 of the

and Karl F. Kreb: dated July 5, 201

Separation and release agreement between Financial Incorporated by reference to Exhibit 10.1 of the

Institutions, Inc. and Karl F. Krebs Form 10-Q for the quarterly period ended Septer3ber
2013, dated November 5, 20

Subsidiaries of Financial Institutions, Ir Filed Herewith

Consent of Independent Registered Public Accouriing Filed Herewith

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

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

Certification pursuant to 18 U.S.C. Section 13%0adopte Filed Herewith
pursuant to Section 906 of the Sarbi-Oxley Act of 200z

XBRL Instance Documer
XBRL Taxonomy Extension Schema Docum

XBRL Taxonomy Extension Calculation Linkbase
Document

XBRL Taxonomy Extension Label Linkbase Docum

XBRL Taxonomy Extension Presentation Linkbase
Document

XBRL Taxonomy Extension Definition Linkbase Docunt

* Except for these agreements, all of our other ritegreements consist of Management contracts,péosatory plans or arrangemel
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SIGNATURES

Pursuant to the requirements of Section 13 or 1éf(the Exchange Act, the registrant caused thientdo be signed on its behalf by the
undersigned, thereunto duly authorized.

FINANCIAL INSTITUTIONS, INC.

March 12, 201« By: /s/ Martin K. Birmingham

Martin K. Birmingham
President and Chief Executive Offic

Pursuant to the requirements of the Securities &xgé 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
/s/ Martin K. Birmingham Director, President and Chief Executive Officer March 12. 201
Martin K. Birmingham (Principal Executive Officer) '
/s/ Kevin B. Klotzbacl Executive Vice President and Chief Financial Office March 12. 201
Kevin B. Klotzbact (Principal Financial Officer) '
/s/ Michael D. Grovel Senior Vice President and Chief Accounting Officer March 12 201
Michael D. Grove (Principal Accounting Officer) '
/s/ Karl V. Anderson, Jr Director March 12. 201
Karl V. Anderson, Jr ’
s/ John E. B_enjamm Director, Chairman March 12, 201
John E. Benjamil
s/ Barton P. Dambre Director March 12, 201
Barton P. Dambr ’
/s/ Samuel M. Gullc .
Samuel M._Gullc Director March 12, 201
/s/ Susan R. Holliday .
Susan R. Hollida Director March 12, 201
/sl Peter G. Humphre' .
Peter G, Humphre Director March 12, 201
/s/ Erland E. Kailbourne .
Erland E. Kailbournt Director March 12, 201
/s/ Robert N. Latellz . . .
Robert N. Latellz Director, Vice Chairman March 12, 201
s/ James L. Roblnso Director March 12, 201
James L. Robinsa
s/ James H. Wyckol Director March 12, 201

James H. Wyckot
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SUBSIDIARIES OF REGISTRANT

Name

Five Star Banl
Five Star Investment Services, li

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 theiReggion Statements No. 333-40544, 333-82202,83&8, 333-172651 and
333-172652 on Form S-8 of Financial Institutioms;. lof our reports, dated March 12, 2014, relatothe consolidated statements of
financial condition of Financial Institutions, Inend subsidiaries (the Company) as of Decembe2@1i3 and 2012, and the related
consolidated statements of income, comprehensoanie, changes in shareholders’ equity, and castsflor each of the years in the three-
year period ended December 31, 2013, and the w#eeiss of internal control over financial repogtess of December 31, 2013, which rep
appear in the December 31, 2013 annual report am BEO-K of Financial Institutions, Inc.

/sl KPMG LLP

Rochester, New York
March 12, 2014



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 don#tate 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 statemamntisother financial information included in thipoet, fairly present in all
material respects the financial condition, resofteperations and cash flows of the registrantfaara for, the periods presentet
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

(@)

(b)

(©)

(d)

Designed such disclosure controls and procsdarecaused such disclosure controls and procedaotee designed
under our supervision, to ensure that materiairmédion relating to the registrant, including itmsolidated
subsidiaries, is made known to us by others with@se entities, particularly during the period ihigh this report is
being preparec

Designed such internal control over financgdarting, or caused such internal control overrfaial reporting to be
designed under our supervision, to provide readerasurance regarding the reliability of financegorting and the
preparation of financial statements for externappses in accordance with generally accepted atioguprinciples;

Evaluated the effectiveness of the registragisslosure controls and procedures and presenttulsi report our
conclusions about the effectiveness of the disctsantrols and procedures, as of the end of thegeovered by this
report based on such evaluation;

Disclosed in this report any change in thesggnt’s internal control over financial reportitigat 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 evélly affect, the registrant’s internal contrafes financial reporting;
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 auditorsldhe audit committee of the registrant’'s boardiofctors (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 registrarg’ ability to record, process, summarize and re
financial information; an
(b) Any fraud, whether or not material, that invedvmanagement or other employees who have a sigmifiole in the
registran’s internal control over financial reportir
Date: March 12, 2014 /s/ 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, Kevin B. Klotzbach, 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 don#tate 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 statemamntisother financial information included in thipoet, fairly present in all
material respects the financial condition, resofteperations and cash flows of the registrantfaara for, the periods presentet
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

(@)

(b)

(©)

(d)

Designed such disclosure controls and procsdarecaused such disclosure controls and procedaotee designed
under our supervision, to ensure that materiairmédion relating to the registrant, including itmsolidated
subsidiaries, is made known to us by others with@se entities, particularly during the period ihigh this report is
being preparec

Designed such internal control over financgdarting, or caused such internal control overrfaial reporting to be
designed under our supervision, to provide readerasurance regarding the reliability of financegorting and the
preparation of financial statements for externappses in accordance with generally accepted atioguprinciples;

Evaluated the effectiveness of the registragisslosure controls and procedures and presenttulsi report our
conclusions about the effectiveness of the disctsantrols and procedures, as of the end of thegeovered by this
report based on such evaluation;

Disclosed in this report any change in thesggnt’s internal control over financial reportitigat 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 evélly affect, the registrant’s internal contrafes financial reporting;
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 auditorsldhe audit committee of the registrant’'s boardiofctors (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 registrarg’ ability to record, process, summarize and re
financial information; ani
(b) Any fraud, whether or not material, that invedvmanagement or other employees who have a sigmifiole in the
registran’s internal control over financial reportir
Date: March 12, 2014 /s/ Kevin B. Klotzbacl

Kevin B. Klotzback
Chief Financial Office



Exhibit 32

Certification pursuant to
18 U.S.C. Section 1350,
as adopted pursuant to Section 906 of the Sarban&xley Act of 2002

Martin K. Birmingham, President and Chief Execut@ficer, and Kevin B. Klotzbach, Chief Financiaffider of Financial Institutions, Inc.
(the “Company”), each certify in his capacity asofficer of the Company that he has reviewed thaush Report of the Company on Form
10-K for the period ended December 31, 2013 antkthihe best 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 12, 2014 /s/ Martin K. Birmingham
Martin K. Birmingham
President and Chief Executive Officer
(Principal Executive Officer

Date: March 12, 2014 /s/ Kevin B. Klotzbacl

Kevin B. Klotzbach
Chief Financial Officer
(Principal Financial Officer

The purpose of this statement is solely to compth Witle 18, Chapter 63, Section 1350 of the UdiStates 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



