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PART |
FORWARD LOOKING INFORMATION

Statements in this Annual Report on Form 10-K thrat based on other than historical data are forheanking within the meaning of tl
Private Securities Litigation Reform Act of 199%orwardiooking statements provide current expectationfocecasts of future events ¢
include, among others:

. statements with respect to the beliefs, plans,abibjes, goals, guidelines, expectations, antioquesj and future financial conditic
results of operations and performance of Finaniciatitutions, Inc. (the “Parent” or “FlI"and its subsidiaries (collectively f
“Company" uweln “Our'" uusn); and

. statements preceded by, followed by or that imhelthe words “may,

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

could,” “should,” “would,” “deeve,” “anticipate,” “estimate,”

These forward-looking statements are not guaramtegure performance, nor should they be relipdruas representing managemswiews
as of any subsequent date. Forwkmaking statements involve significant risks andentainties and actual results may differ materi&ibm
those presented, either expressed or implied, iy Amnual Report on Form 1R; including, but not limited to, those presented the
Managemens Discussion and Analysis of Financial Conditioml &esults of Operations. Factors that might causé snaterial differenc
include, but are not limited to:

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

Our tax strategies and the value of our deferre@dssets could adversely affect our operating t®sud regulatory capital ratic
Geographic concentration may unfavorably impactapearations

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

Our insurance brokerage subsidiary, SDN, is sulbgedsk related to the insurance indus

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

Our indirect lending involves risk elements in dideii to normal credit risk

We are highly regulated and may be adversely &by changes in banking laws, regulations andiasmy practices

New or changing tax and accounting rules and iné¢agtions could significantly impact our stratemittiatives, results of operatiol
cash flows, and financial conditio

Legal and regulatory proceedings and related nsatt@uld adversely affect us and banking industiyeneral

A breach in security of our information systemgluiling the occurrence of a cyber incident or doileficy in cyber security, mi
result in a loss of customer business or damagertdrand image

We need to stay current on technological changesder to compete and meet customer demg

We rely on other companies to provide key companehbur business infrastructu

We use financial models for business planning psepdhat may not adequately predict future res

We may not be able to attract and retain skilleopje

Acquisitions may disrupt our business and dilutersholder value

We are subject to interest rate ri

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

Our earnings are significantly affected by thedisand monetary policies of the federal governnagt 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 ketiarea

Severe weather, natural disasters, acts of warmrism, and other external events could signifilgaimpact our busines

Liquidity is essential to our business

We may need to raise additional capital in theriand such capital may not be available on acbiptarms or at all

We rely on dividends from our subsidiaries for mafsbur revenue

We may not pay or may reduce the dividends on ommaon stock

We may issue debt and equity securities or seesrtdbnvertible into equity securities, any of whinhy be senior to our comrmr
stock as to distributions and in liquidation, whiobuld dilute our current shareholders or negafiedtect the value of our comm
stock;

®*  The market price of our common stock may fluctisgmificantly in response to a number of factorg]

° Our certificate of incorporation, our bylaws, aredtain banking laws may have an -takeover effect

We caution readers not to place undue reliancengriawardiooking statements, which speak only as of the detde, and advise readers
various factors, including those described abowa|caffect our financial performance and couldsgaaur actual results or circumstance:
future periods to differ materially from those aipiated or projected. See also Item 1A, Risk Fa¢toir this Annual Report on Form X0for
further information. Except as required by law, eenot undertake, and specifically disclaim anyigailon to publicly release any revision:
any forwardlooking statements to reflect the occurrence ofcgated or unanticipated events or circumstandésr g¢he date of sut
statements.
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ITEM1. BUSINESS

GENERAL

Financial Institutions, Inc., (the “Company”) idimancial holding company organized in 1931 undher laws of New York State (“New York”
or “NYS”). The Company offers a broad array of deposit, lepdimsurance services and other financial servicesdividuals, municipalitie
and businesses in Western and Central New Yorkutfirats whollyowned New York chartered banking subsidiary, Fivar ank. Th
Company has also expanded its indirect lending omtwo include relationships with franchised autdmife dealers in the Capital District
New York and Northern Pennsylvania. During Febru2®t4, Five Star Bank formed a wh-owned subsidiary, Five Star REIT, Inc. ¢
special purpose real estate investment trust. Bdhdr discussion of Five Star REIT, Inc., refertbe “Income Taxes'section of th
Management’s Discussion and Analysis in Item 7hid Annual Report on Form 10-K. We also offer imswre services through our wholly-
owned insurance subsidiary, Scott Danahy NaylorC L& full service insurance agency acquired duidg4. Unless otherwise indicated
unless the context requires otherwise, all refegsiiic this Annual Report on Form 10-K to “the Comypa“we,” “our” or “us” means Financi
Institutions, Inc. and its subsidiaries on a coidstéd basis. Five Star Bank is referred to as Siteg Bank, “FSB” or “the Bank’and Sco
Danahy Naylon, LLC is referred to as “SDN'he consolidated financial statements include ttomants of the Company, the Bank and S
Fll is a legal entity, separate and distinct framsubsidiaries, assisting those subsidiaries byiging financial resources and oversight.
executive offices are located at 220 Liberty Stréédrsaw, New York.

Business Strategy

Our business strategy has been to maintain a coityritank philosophy, which consists of focusingamd understanding the individuali
banking needs of individuals, municipalities anagihaesses of the local communities surrounding oimary service area. We believe 1
focus allows us to be more responsive to our custsmeeds and provide a high level of personal sertriat differentiates us from larg
competitors, resulting in long-standing and broasdn banking relationships. Our core customerspamarily small- to mediunsizec
businesses, individuals and community organizatwims prefer to build banking and insurance relatfops with a community bank that off
and combines high quality, competitivgdyiced products and services with personalizedigerecause of our identity and origin as a Iy
operated bank, we believe that our level of perlserevice provides a competitive advantage ovegelabanks, which tend to consolic
decision-making authority outside local communities

A key aspect of our current business strategy i®s$ter a community-oriented culture where our eogtrs and employees establish lonc
standing and mutually beneficial relationships. Wédeve that we are weflesitioned to be a strong competitor within our keaarea becau
of our focus on community banking needs and cust@®evice, our comprehensive suite of deposit, Ex@hinsurance products typically fot

at larger banks, our highly experienced managemeant and our strategically located banking cenWis believe that the foregoing factors
help to grow our core deposits, which supports rérak element of our business strategy - the groofth diversified and higlquality loar
portfolio.

Acquisition Strategy

Targeted acquisitions of bank and complementarybaok businesses are expected to be pursued astwgpes arise, using a disciplin
approach. We believe that the challenging econa@nidronment combined with more restrictive bankutatpry reforms will cause ma
financial institutions to seek merger partnershie hear to intermediate future. We also believecmmmunity banking philosophy, acces
capital and successful acquisition history positisras a purchaser of choice for community banékisg a strong partner.

We expect that our primary geographic target aneaéquisitions will complement our current footpriOur senior management team has
extensive experience in acquisitions and @asfisition integration of operations. We belietés texperience positions us to success
acquire and integrate additional financial serviged banking businesses.

MARKET AREAS AND COMPETITION

We provide a wide range of banking and financiabises to individuals, municipalities and businesgough a network of over 50 offices
an extensive ATM network throughout Western andta¢mMNew York. The region includes the countiesAdiegany, Cattaraugus, Cayu
Chautauqua, Chemung, Erie, Genesee, Livingston,rdégrOntario, Orleans, Schuyler, Seneca, SteubsgmnWwhg and Yates counties. (
banking activities, though concentrated in the camities where we maintain branches, also exterwnetghboring counties. In addition,
have expanded our consumer indirect lending presenthe Capital District of New York and Northdétannsylvania.

Our market area is economically diversified in that serve both rural markets and the larger marketsd around Rochester and Buff
Rochester and Buffalo are the two largest metréguoolareas in New York outside of New York City, wi combined population of over t
million people. We anticipate continuing to increaur presence in and around these metropolitéistgtal areas in the coming years.
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We face significant competition in both making leaand attracting deposits, as both Western andr&ewew York have a high density
financial institutions. Our competition for loansmees principally from commercial banks, savingsKsarsavings and loan associatis
mortgage banking companies, credit unions, inswarampanies and other financial service compar@es. most direct competition 1
deposits has historically come from commercial Isaslavings banks and credit unions. We face additicompetition for deposits from non-
depository competitors such as the mutual fund shglusecurities and brokerage firms and insurammepanies. We generally compete \
other financial service providers on factors sushlewvel of customer service, responsiveness tcomest needs, availability and pricing
products, and geographic location.

The following table presents the Baskharket share percentage for total deposits daref 30, 2014, in each county where we have opag
The table also indicates the ranking by deposi¢ $iz each market. All information in the table walstained from SNL Financial
Charlottesville, Virginia, which compiles deposittd published by the Federal Deposit Insurance @atjon (the “FDIC")as of June 30, 20
and updates the information for any bank mergedsaaqguisitions completed subsequent to the regpdate.

Market Market

Number of
County Share Rank Branches(
Allegany 7.€% 3 1
Cattaraugu: 27.2% 2 5
Cayugs 3.(% 11 1
Chautauqui 1.1% 9 1
Chemunc 14.52% 3 3
Erie 0.4% 11 3
Genesel 21.5% 3 3
Livingston 32.4% 1 5
Monroe 1.2% 11 5
Ontario 14.1% 2 5
Orleans 23.2% 2 2
Senect 20.7% 2 2
Steuber 27.1% 1 7
Wyoming 51.6% 1 4
Yates 40.1% 1 2

) Number of branches current as of December 31, -

INVESTMENT ACTIVITIES

Our investment policy is contained within our overssetLliability Management and Investment Policy. Thidippdictates that investme
decisions will be made based on the safety ofrikiestment, liquidity requirements, potential regjroash flow targets, need for collateral
desired risk parameters. In pursuing these objestiwe consider the ability of an investment tovfle earnings consistent with factors rel:
to quality, maturity, marketability, pledgeable wra& and risk diversification. Our Treasurer, guideg our Assetiability Committec
(“ALCO"), is responsible for investment portfoliedisions within the established policies.

Our investment securities strategy is focused ooviging liquidity to meet loan demand and redeemiiadilities, meeting pledgir
requirements, managing credit risks, managing diveri@rest rate risks and maximizing portfolio e Our current policy generally lim
security purchases to the following:

U.S. treasury securitie

. U.S. government agency securities, which are siesiissued by official Federal government bode&g.( the Government Natio
Mortgage Association (“GNMA”") and the Small Busisefdministration (“SBA")), and U.S. governmesponsored enterpri
(“GSE") securities, which are securities issued by indepenhdrganizations that are in part sponsored byettheral government (e.
the Federal Home Loan Bank (“FHLB") system, the éfatl National Mortgage Association (“FNMA”"}he Federal Home Lo
Mortgage Corporatior*FHLMC”) and the Federal Farm Credit Buree

. Mortgage-backed securities (“MBS”) include moggéebacked pass-through securities (“pass-througlesl)ateralized mortgag
obligations “CMQ") and mult-family MBS bonds issued by GNMA, FNMA and FHLM

. Investment grade municipal securities, includingeraie, tax and bond anticipation notes, statutosyallment notes and geng

obligation bonds

Certain creditworthy L-rated securities issued by municipaliti

Certificates of deposi

Equity securities at the holding company level,

Limited partnership investmeni
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LENDING ACTIVITIES

General

We offer a broad range of loans including commérbiasiness and revolving lines of credit, commdremortgages, equipment loa
residential mortgage loans and home equity loasliaes of credit, home improvement loans, autoneolnans and personal loans. Ne
originated and refinanced fixed rate residentiattgane loans are either retained in our portfoliead to the secondary market with servi
rights retained.

We continually evaluate and update our lendinggyollhe key elements of our lending philosophyudel the following:

®* To ensure consistent underwriting, employees miugtesa common view of the risks inherent in lendaatjvities as well as tl
standards to be applied in underwriting and margagiadit risk;

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

. Careful, timely exposure monitoring through dynamse of our risk rating system is required to pdevearly warning and ass
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 thewer’s ability to service the loi
from operating income. We offer a broad range aficercial lending products, including term loans nes of credit. Short and mediutarr
commercial loans, primarily collateralized, are madailable to businesses for working capital (idodg inventory and receivables), busir
expansion (including acquisition of real estatepamsion and improvements) and the purchase of eruip Commercial business loans
offered to the agricultural industry for sheetrm crop production, farm equipment and livestdiciancing. As a general practice, wh
possible, a first position collateral lien is pldoen any available real estate, equipment or adlsets owned by the borrower and a per:
guarantee of the owner is obtained. As of DecerBbeR014, $80.9 million, or 30%, of our aggregaiexmercial business loan portfolio w
at fixed rates, while $186.5 million, or 70%, wextevariable rates.

We also offer commercial mortgage loans to finatie purchase of real property, which generally missof real estate with comple
structures and, to a smaller extent, agricultuzal estate financing. Commercial mortgage loansecered by first liens on the real estate
are typically amortized over a 10 to 20 year peribde underwriting analysis includes credit vedfion, appraisals and a review of
borrowers financial condition and repayment capacity. AsDafcember 31, 2014, $181.7 million, or 38%, of @aggregate commerc
mortgage portfolio were at fixed rates, while $2098iillion, or 62%, were at variable rates.

We utilize government loan guarantee programs whea@able and appropriate.

Government Guarantee Programs

We patrticipate in government loan guarantee prograffered by the SBA, U.S. Department of AgricuituRural Economic and Commur
Development and Farm Service Agency, among otiesf December 31, 2014, we had loans with an agdeeprincipal balance of $5!
million that were covered by guarantees under thprsgrams. The guarantees typically only cover @aoe percentage of these loans.
participating in these programs, we are able tadeo our base of borrowers while minimizing creigk.

Residential Mortgage Lending

We originate fixed and variable rate one-to-founily residential mortgages collateralized by owonecupied properties located in our ma
areas. We offer a variety of real estate loan prtsjwvhich are generally amortized over periodamfo 30 years. Loans collateralized by one
to-four family residential real estate generally hdesn originated in amounts of no more than 80%ppfased value, or have mortg
insurance. Mortgage title insurance and hazardramae are normally required. We sell certain ontsto family residential mortgages to
secondary mortgage market and typically retairrigiiet to service the mortgages. To assure maximalabgity of the residential loan produ
for possible resale, we typically follow the undetimg and appraisal guidelines of the secondaryketaincluding the FHLMC and the FH
and service the loans in a manner that satisfeséicondary market agreements. As of December034, ®ur residential mortgage servic
portfolio totaled $215.2 million, the majority ofhich has been sold to the FHLMC. As of December281L4, our residential mortgage It
portfolio totaled $100.1 million, or 5% of our tbtaan portfolio. We do not engage in sub-primetiter highrisk residential mortgage lendi
as a line-of-business.
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Consumer Lending

We offer a variety of loan products to our consurmastomers, including home equity loans and linesredit, automobile loans, secu
installment loans and various other types of setarel unsecured personal loans. At December 34, 2Qtstanding consumer loan bala
were concentrated in indirect automobile loans lamiche equity products, which represented 62% and 868&ur outstanding consumer lc
balances, respectively.

We originate indirect consumer loans for a mix efsnand used vehicles through franchised new caledearhe consumer indirect Ic
portfolio is primarily comprised of loans with tesrthat typically range from 36 to 84 months. Weéhdeveloped relationships with franchi
new car dealers in Western, Central and the Capisdtict of New York, and Northern Pennsylvanias &f December 31, 2014, our consu
indirect portfolio totaled $661.7 million, or 35% our total loan portfolio. The consumer indireoah portfolio is primarily fixed rate loa
with relatively short durations.

We also originate, independently of the indireans described above, consumer automobile loangatémal vehicle loans, boat loans, ht
improvement loans, closeziid home equity loans, home equity lines of crguitsonal loans (collateralized and uncollaterdliznd depos
account collateralized loans. The terms of theaaddypically range from 12 to 180 months and \mrged upon the nature of the collateral
the size of loan. The majority of the consumer iegcgrogram is underwritten on a secured basisgusia customes home or the financ
automobile, mobile home, boat or recreational Mehis collateral. As of December 31, 2014, $261ikiom, or 68%, of our home equi
portfolio was at fixed rates, while $125.2 millicor, 32%, was at variable rates. Approximately 80%he loans in our home equity portfc
are first lien positions at December 31, 2014. dtier consumer portfolio totaled $21.1 million &December 31, 2014, all but $1.0 millior
which were fixed rate loans.

Credit Administration

Our loan policy establishes standardized undemgritjuidelines, as well as the loan approval proaesisthe committee structures necesse
facilitate and ensure the highest possible loaritgudecisionmaking in a timely and businesslike manner. Thécpastablishes requireme
for extending credit based on the size, risk rating type of credit involved. The policy also sktsits on individual loan officer lendir
authority and various forms of joint lending authgrwhile designating which loans are requiredéoapproved at the committee level.

Our credit objectives are to:

Compete effectively and service the legitimate itnegleds of our target mark

Enhance our reputation for superior quality ancetindelivery of products and servict

Provide pricing that reflects the entire relatidpsind is commensurate with the risk profiles of barrowers:

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

Focus on government guaranteed lending and speialithis area to meet the needs of the smalhbases in our communities; a
Comply with all relevant laws and regulatio

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

Risk ratings are assigned to loans in the commdrasiness and commercial mortgage portfolios. figleratings are specifically used to:

Profile the risk and exposure in the loan portfalia identify developing trends and relative lewdlssk;
Identify deteriorating credit:

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

Assist with risl-based pricing

Through the loan approval process, loan administraand loan review program, management seeks riincmusly monitor our credit ri:
profile and assesses the overall quality of tha jpartfolio and adequacy of the allowance for ltzsses.

We have several procedures in place to assist intaiaing the overall quality of our loan portfaliDelinquent loan reports are monitorec
credit administration to identify adverse levelsldrends. Loans, including impaired loans, are gaheclassified as noaccruing if they a1
past due as to maturity or payment of principahterest for a period of more than 90 days, unéesh loans are wedlellateralized and in ti
process of collection. Loans that are on a curpayment status or past due less than 90 days nsaybal classified as natcruing i
repayment in full of principal and/or interest iscertain.

-7-



Table of Contents

Allowance for Loan Losses

The allowance for loan losses is established throtltarges to earnings in the form of a provisionléan losses. The allowance refl
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 loss emergence and I-back periods
Evaluation of the loan portfolio with loan reviev
Levels and trends in delinquent and -accruing loans
Trends in volume and terms of loa

Effects of changes in lending polic

Experience, ability and depth of managem

National and local economic trends and conditit
Concentrations of credi

Interest rate environmer

Customer leverage

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

Our methodology for estimating the allowance farldosses includes the following:

1.

Impaired commercial business and commercial moggagns, generally in excess of $50 thousand ariewed individually an
assigned a specific loss allowance, if consideepmtssary, in accordance with U.S. generally acdepteounting principles GAAP”).

The remaining portfolios of commercial business anthmercial mortgage loans are segmented by rigkgrinto the following loa
classification categories: uncriticized or passecg mention, substandard and doubtful. Uncrigéidizoans, special mention loe
substandard loans and all doubtful loans not assignspecific loss allowance are assigned allowahaeations based on historical
loan chargesff experience for each of the respective loan gmies, supplemented with additional reserve ansyuiitconsidere
necessary, based upon loss emergence periods alitétie factors. These qualitative factors in@utie levels and trends in delingt
and nonaccruing loans, trends in volume and terms of lpaffects of changes in lending policy, experienakility, and depth «
management, national and local economic trendscanditions, concentrations of credit, interest m@ironment, customer levera
information (availability of timely financial infenation), and collateral values, among oth

The retail loan portfolio is segmented into thddwiing types of loans: residential real estate, a@quity (home equity loans and line
credit), consumer indirect and other consumer. wWdioce allocations for the real estate related lpartfolios (residential and hor
equity) are based on the average loss experiem¢bdgrevious eight quarters, supplemented wits Emergence periods and qualite
factors similar to the elements described aboviawsence allocations for the consumer indirect aticeoconsumer portfolios are ba
on vintage analyses performed with historical lesperience at 48 months and 30 months aging, réeplgc The allocations on the
portfolios are also supplemented with loss emergg@eeiods and qualitative facto

Management presents a quarterly review of the asqgaf the allowance for loan losses to our BodrBioectors based on the methodol
described above. See also the section titled “Adloge for Loan Losses” in Part I, Item 7, “Managetie Discussion and Analysis
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, borrofueds, scheduled amortization and prepaymentsiotipal from loans and mortgage-
backed securities, maturities and calls of investmsecurities and funds provided by operations.

Deposits

We maintain a full range of deposit products antbaats to meet the needs of the residents anddss®n in our primary service area. Proc
include an array of checking and savings accoungiams for individuals and businesses, includingi@yomarket accounts, certificates
deposit, sweep investment capabilities as wellnalividual Retirement Accounts and other qualifidenpaccounts. We rely primarily
competitive pricing of our deposit products, custorservice and longtanding relationships with customers to attrack i@tain these depos
and seek to make our services convenient to themuoity by offering a choice of several delivery tgyss and channels, including telepht
mail, online, automated teller machines (ATMs), idelrds, point-ofsale transactions, automated clearing house tramsa¢ACH), remot
deposit, and mobile banking via telephone or wagldevices. We also take advantage of the uselniidéogy by offering business custor
banking access via the Internet and various advbhc@ash management systems.

We had no traditional brokered deposits at DecerBbe2014; however, we do participate in the Gegte of Deposit Account Regis
Service (“CDARS”) and Insured Cash Sweep (“IC®fbgrams, which enable depositors to receive FDi€liiance coverage for depao
otherwise exceeding the maximum insurable amoumodgh these programs, deposits in excess of tixé@mmen insurable amount are pla
with multiple participating financial institutionsReciprocal CDARS deposits and ICS deposits totdéd.7 million and $67.1 millio
respectively, at December 31, 2014.

Borrowings

We have access to a variety of borrowing sourcdsuae both short-term and loterm borrowings to support our asset base. Borrgsviron
time-totime include federal funds purchased, securitiéd soder agreements to repurchase, FHLB advanakba@mowings from the discot
window of the FRB. We also offer customers a dapmstount that sweeps balances in excess of aedgpmon target amount into overni
repurchase agreements.

OPERATING SEGMENTS

We have two reportable operating segments, bardiginsurance, which are delineated by the subgdiaf Financial Institutions, Inc. T
banking segment includes all of the Compangtail and commercial banking operations. Tharesce segment includes the activities of £
a full service insurance agency that provides adrange of insurance services to both personabasitiess clients. The Company operatt
one business segment until the acquisition of SMNAagust 1, 2014, at which time the new “Insuransegment was created for finan
reporting purposes.

For a discussion of the segments included in oucjpal activities and certain financial informatidor each segment, see Note 20, Bus
Segments, of the notes to consolidated financiéstents included in this Annual Report on FornkK10-

OTHER INFORMATION

We also make available, free of charge, throughwelpsite, all reports filed with the SEC, includinogr Annual Reports on Form Q-
Quarterly Reports on Form 10-Q and Current RepontisForm 8K, as well as any amendments to those reportspas as reasonat
practicable after those documents are filed withfuonished to, the SEC. These filings may be vigvy accessing th€ompany Filing
subsection of th&EC Filingssection under thénvestor Relationgab on our website ( www.fiiwarsaw.cojm Information available on o
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, includinigis Annual Report on Form 10-K, Quarterly RepamsForm 10Q and Current Reports
Form 8-K, as well as any amendments thereto magcbessed at www.sec.qov at the public reference facility maintained hg SEC at il
public reference room at 100 F. Street, N.E., RA&30, Washington, DC 20549 and copies of all or @any thereof may be obtained from
office upon payment of the prescribed fees. You raly the SEC at 1-800-SE@330 for further information on the operation oé thublic
reference room and you can request copies of tbendents upon payment of a duplicating fee, by mgito the SEC.
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SUPERVISION AND REGULATION

The Company and our subsidiaries are subject tensite regulation under federal and state laws. fEigalatory framework is intend
primarily for the protection of depositors, fededsdposit insurance funds and the banking system w&bole and not for the protection
shareholders and creditors.

Significant elements of the laws and regulationgliagble to the Company and its subsidiaries aseriged below. The description is qualil
in its entirety by reference to the full text obthtatutes, regulations and policies that are destrAlso, such statutes, regulations and po
are continually under review by Congress, statéslaires, and federal and state regulatory agenéiechange in statutes, regulation:
regulatory policies applicable to the Company dadibsidiaries could have a material effect orbtigness, financial condition and result
operations of the Company.

Holding Company Regulation. As a bank holding company and financial holdiognpany, we are subject to comprehensive reguldy
the Board of Governors of the Federal Reserve 8ysrequently referred to as the Federal Resenard¢'FRB”), under the Bank Holdir
Company Act (the “BHC Act”), as amended by, amotiteolaws, the Gramm-Leach-Bliley Act of 1999 (tléramm-Leach-Bliley Act”),anc
by the Dodd-Frank Wall Street Reform and Consumeteetion Act (the “Dodd-Frank Act”enacted in 2010. We must file reports with
FRB and such additional information as the FRB memuire, and our holding company and riiamking affiliates are subject to examinatiol
the FRB. Under FRB policy, a bank holding companystreerve as a source of strength for its subgidianks. Under this policy, the FI
may require, and has required in the past, a hgldompany to contribute additional capital to adensapitalized subsidiary bank. The B
Act provides that a bank holding company must ebf®B approval before:

®*  Acquiring, directly or indirectly, ownership or cal of any voting shares of another bank or baalding company if, after su
acquisition, it would own or control more than 5%sach shares (unless it already owns or contha@siajority of such shares

®*  Acquiring all or substantially all of the assetsamibther bank or bank holding company

. Merging or consolidating with another bank holdaampany.

The BHC Act generally prohibits a bank holding c@nyp from acquiring direct or indirect ownershipomntrol of more than 5% of the voti
shares of any company which is not a bank or baditng company, or from engaging directly or indiig in activities other than those
banking, managing or controlling banks, or provigservices for its subsidiaries. The principal gtimms to these prohibitions involve cer
non-bank activities which, by statute or by FRB regolator order, have been identified as activitiessely related to the business of ban
or managing or controlling banks. The list of aitiés permitted by the FRB includes, among othéng$: lending; operating a savit
institution, mortgage company, finance companyditreard company or factoring company; performirggtain data processing operatic
providing certain investment and financial advioagerwriting and acting as an insurance agent éoian types of credit related insurar
leasing property on a full-payout, non-operatingi®aselling money orders, travelectiecks and United States Savings Bonds; real emta
personal property appraising; providing tax plagnamd preparation services; and, subject to celitaitations, providing securities brokere
services for customers. These activities may adsaffected by federal legislation.

The Gramm-Leach-Bliley Act amended portions of Bi#C Act to authorize bank holding companies, sushis directly or through ndmank
subsidiaries to engage in securities, insuranceadimer activities that are financial in nature ocidental to a financial activity. In order
undertake these activities, a bank holding compagt become a “financial holding companlyy submitting to the appropriate Fed
Reserve Bank a declaration that the company etedte a financial holding company and a certifimatihat all of the depository institutic
controlled by the company are well capitalized amdl managed.

The Dodd-Frank Act. The Dodd-Frank Wall Street Reform and Consumerdetimn Act (the “Dodd-Frank Act”)enacted in July 201
significantly changed the bank regulatory structme affected the lending, investment, trading eperating activities of financial institutic
and their holding companies. The DoEdknk Act requires the Federal Reserve to set mimimapital levels for bank holding companies
are as stringent as those required for insured gi@py institutions. The legislation also estabdisha floor for capital of insured deposit
institutions that cannot be lower than the stanslamdeffect today, and directs the federal bankigulators to implement new leverage
capital requirements. The new leverage and captalirements must take into account loffance sheet activities and other risks, inclu
risks relating to securitized products and derixedti Pursuant to the Doddank Act, the FDIC has backup enforcement authariter ¢
depository institution holding company, such as Blaeent, if the conduct or threatened conduct oh dwlding company poses a risk to
Deposit Insurance Fund (“DIF"although such authority may not be used if the ingldompany is generally in sound condition andstioe
pose a foreseeable and material risk to the DIF.

In addition, the Doddrrank Act contains a wide variety of provisionseatffng the regulation of depository institutions¢luding restriction
related to mortgage originations, risk retentioquieements as to securitized loans, the establishmiethe Consumer Financial Protec
Bureau (“CFPB"), and restrictions on proprietargding (the “Volcker Rule”). The DodHrank Act may have a material impact on
Company’s and the Bank'operations, particularly through increased coamgié costs resulting from possible future consuandrfair lendin
regulations. See Item 1A, Risk Factors, for a mextensive discussion of this topic.
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Depository Institution Regulation. The Bank is subject to regulation by the FDIC. Tieigulatory structure includes:

. Real estate lending standards, which provide gdglconcerning lo:to-value ratios for various types of real estate 1o

. Risk-based capital rules, including accountingifiderest rate risk, concentration of credit résid the risks posed by noraditiona
activities;

. Rules requiring depository institutions to developd implement internal procedures to evaluate amdral credit and settleme
exposure to their correspondent bar

. Rules restricting types and amounts of equity itmesits; anc

. Rules addressing various safety and soundnesssjssatuding operations and managerial standatdsdards for asset quali
earnings and compensation stands

Capital Adequacy Requirements. The FRB and FDIC have issued substantially simitk-based and leverage capital guidelines appli
to bank holding companies and banks. In additibasé regulatory agencies may from time to timeiredbat a bank holding company or b
maintain capital above the minimum levels, basedofinancial condition or actual or anticipatetwth.

The FRB's risk-based guidelines establish a two-tepital framework. Tier 1 capital generally catsiof common shareholdersuity
retained earnings, a limited amount of qualifyireggetual preferred stock, qualifying trust prefdreecurities and nocentrolling interests |
the equity accounts of consolidated subsidiariess boodwill and certain intangibles. Tier 2 cdmitnerally consists of certain hybrid caf
instruments and perpetual debt, mandatory conVeigbt securities and a limited amount of sub@iid debt, qualifying preferred stock, |
loss allowance, and unrealized holding gains otageequity securities. The sum of Tier 1 and Barapital represents qualifying total cap
at least 50% of which must consist of Tier 1 cdpita

Risk-based capital ratios are calculated by digdimer 1 and total capital by risk-weighted assAtssets and ofbalance sheet exposures
assigned to one of four categories of nghights, based primarily on relative credit riskr Bank holding companies, generally the minir
Tier 1 risk-based capital ratio is 4% and the munimtotal risk-based capital ratio is 8%. Our Tiearld total riskbased capital ratios unt
these guidelines at December 31, 2014 were 10.4P4 5. 72%, respectively.

The FRBS leverage capital guidelines establish a minimewerage ratio determined by dividing Tier 1 capiypladjusted average total ass
The minimum leverage ratio is 3% for bank holdir@npanies that meet certain specified criteria,udiclg having the highest regulat
rating. All other bank holding companies generalig required to maintain a leverage ratio of astld&o. At December 31, 2014, we he
leverage ratio of 7.35%. See also the sectiordtit@apital Resources” in Part Il, Item 7, “Managertie Discussion and Analysis of Finan
Condition and Results of Operatioratid Note 11, Regulatory Matters, of the notes ttsotidated financial statements, included in thisda
Report on Form 10-K.

Basel Il Capital Rules. In July 2013, the FRB approved the final rules iempénting the Basel Committee on Banking Supervisiocapita
guidelines for U.S. banks. Under the final rulesnimum requirements will increase for both the ditgrand quality of capital held by t
Company. The rules include a new common equity Tieapital to riskweighted assets ratio of 4.5% and a common equéy T capite
conservation buffer of 2.5% of risk-weighted assé&tse final rules also raise the minimum ratio @drT1 capital to riskweighted assets frc
4.0% to 6.0% and require a minimum leverage ratié.0%. Strict eligibility criteria for regulatorgapital instruments were also implemel
under the final rules. On July 9, 2013, the FDIGoaapproved, as an interim final rule, the regulatapital requirements for U.S. bar
following the actions of the FRB. On April 8, 201the FDIC adopted as final its interim final rukehich is identical in substance to the fi
rules issued by the FRB in July 2013.

The phase-in period for the final rules will bedor the Company on January 1, 2015, with full colpte with all of the final rule’
requirements phased in over a multi-year schedke believe that our capital levels will remain cterized as “well-capitalizedinder th
new rules.

Liquidity Requirements.  Historically, the regulation and monitoring of baakd bank holding company liquidity has been adarésas
supervisory matter, without required formulaic meas. Liquidity risk management has become incnghgsiimportant since the financ
crisis. The Basel Ill liquidity framework requirdésnks and bank holding companies to measure tigeidity against specific liquidity tes
that, although similar in some respects to ligyiditeasures historically applied by banks and regrdafor management and supervis
purposes, going forward would be required by retiptia One test, referred to as the liquidity cogeraatio (“LCR”"),is designed to ensure t
the banking entity maintains an adequate levelnginaumbered high-quality liquid assets equal toetfitty’'s expected net cash outflow fc
30-day time horizon (or, if greater, 25% of its exmettotal cash outflow) under an acute liquidityess scenario. The other test, referred
the net stable funding ratio (“NSFR1}, designed to promote more medium and long temdifig of the assets and activities of banking e
over a oneyear time horizon. These requirements will incamtivbanking entities to increase their holdingdJos. Treasury securities &
other sovereign debt as a component of assetsiarehse the use of long-term debt as a fundingceour
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In September 2014, the federal bank regulatorsosegrfinal rules implementing the LCR for advaneggroaches banking organizations |
banking organizations with $250 billion or moretatal consolidated assets or $10 billion or moréotal onbalance sheet foreign expost
and a modified version of the LCR for bank holdicgmpanies with at least $50 billion in total condated assets that are not adval
approach banking organizations, neither of whichul@pply to the Company or the Bank. The fedeaadkbregulators have not yet propc
rules to implement the NSFR or addressed the saebpank organizations to which it will apply. The®l Committes' final NSFR docume
states that the NSFR applies to internationallivadianks, as did its final LCR document as to th#b.

Prompt Corrective Action. The Federal Deposit Insurance Act, as amended @RDIrequires among other things, the federal bar
agencies to take “prompt corrective actian"respect of depository institutions that do naetmminimum capital requirements. The FI
includes the following five capital tiers: “well p#alized,” “adequately capitalized,” “undercapitald,” “significantly undercapitalizedanc
“critically undercapitalized.” A depository insttion’s capital tier will depend upon how its capitalds/compare with various relevant cay
measures and certain other factors, as establisheegulation. The relevant capital measures, wheflect changes under the Basel Il Ca|
Rules that became effective on January 1, 2015thare¢otal capital ratio, the CET1 capital ration@v ratio requirement under the Base
Capital Rules), the Tier 1 capital ratio and theskage ratio.

A bank will be (i) “well capitalized” if the instittion has a total riskased capital ratio of 10.0% or greater, a CETitalagatio of 6.5% ¢
greater, a Tier 1 riskased capital ratio of 8.0% or greater (6.0% pidodanuary 1, 2015), and a leverage ratio of 5.0%r@ater, and is n
subject to any order or written directive by angtsuegulatory authority to meet and maintain a sjgecapital level for any capital meast
(ii) “adequately capitalized” if the institution &a total riskbased capital ratio of 8.0% or greater, a CET1tabptio of 4.5% or greater, a T
1 risk-based capital ratio of 6.0% or greater (4f@%6r to January 1, 2015), and a leverage rati.0% or greater and is not “well capitalized”
(iii) “undercapitalized” if the institution has atal riskbased capital ratio that is less than 8.0%, a C&afital ratio less than 4.5%, a Tie
risk-based capital ratio of less than 6.0% (4.0%orpto January 1, 2015) or a leverage ratio of I&san 4.0%; (iv) Significantly
undercapitalized” if the institution has a totalkdbased capital ratio of less than 6.0%, a CETiltaaratio less than 3%, a Tier 1 riblase:
capital ratio of less than 4.0% (3.0% prior to Jagul, 2015) or a leverage ratio of less than 3.8#4t (v) “critically undercapitalizedf the
institution’s tangible equity is equal to or less than 2.0%wafrage quarterly tangible assets. An instituti@y fme downgraded to, or deeme
be in, a capital category that is lower than ingideby its capital ratios if it is determined toibhean unsafe or unsound condition or if it rece
an unsatisfactory examination rating with respeatdrtain matters. A bard’capital category is determined solely for theppae of applyin
prompt corrective action regulations, and the ehpihtegory may not constitute an accurate reptasen of the banle overall financie
condition or prospects for other purposes.

We believe that, as of December 31, 2014, our Isabsidiary, Five Star Bank, was “well capitalizdz#sed on the aforementioned ratios.
further information regarding the capital ratiogldeverage ratio of the Company and the Bank sesehtion titled “Capital Resources’Par
I, ltem 7, “Management’s Discussion and Analysig-mancial Condition and Results of Operatioasid Note 11, Regulatory Matters, of
notes to consolidated financial statements, inaudehis Annual Report on Form 10-K.

The FDIA generally prohibits a depository institutifrom making any capital distributions (includipgyment of a dividend) or paying ¢
management fee to its parent holding company if degository institution would thereafter be “undmitalized.” “Undercapitalized”
institutions are subject to growth limitations aak required to submit a capital restoration plEme agencies may not accept such a
without determining, among other things, that thenpgs based on realistic assumptions and is likelgucceed in restoring the deposi
institution’s capital. In addition, for a capitagstoration plan to be acceptable, the depositosiituion’s parent holding company m
guarantee that the institution will comply with buzapital restoration plan. The bank holding conypamist also provide appropriate assura
of performance. The aggregate liability of the parteolding company is limited to the lesser ofafi) amount equal to 5.0% of the deposi
institution’s total assets at the time it became undercamthbnd (ii) the amount which is necessary (or wdwlde been necessary) to b
the institution into compliance with all capitahetlards applicable with respect to such instituéisrof the time it fails to comply with the pl
If a depository institution fails to submit an aptable plan, it is treated as if it is “significhnundercapitalized.”

“Significantly undercapitalizedtepository institutions may be subject to a numdferequirements and restrictions, including orderssel
sufficient voting stock to become “adequately caljied,” requirements to reduce total assets, and cessafioaceipt of deposits fro
correspondent banks. “Critically undercapitalizawtitutions are subject to the appointment ofceieer or conservator.

The appropriate federal banking agency may, unéefain circumstances, reclassify a well capitalizesured depository institution
adequately capitalized. The FDIA provides that m@stifution may be reclassified if the appropriadedral banking agency determines (;
notice and opportunity for hearing) that the ingidn is in an unsafe or unsound condition or dedmadnstitution to be engaging in an un:
or unsound practice.

The appropriate agency is also permitted to reqaireadequately capitalized or undercapitalizedtirgin to comply with the supervisc
provisions as if the institution were in the newwer category (but not treat a significantly unégitalized institution as critical
undercapitalized) based on supervisory informatitrer than the capital levels of the institution.
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Dividends. The FRB policy is that a bank holding company stiqdy cash dividends only to the extent that itsimeome for the past ye
is sufficient to cover both the cash dividends ar@ite of earnings retention that is consistent wie holding compang’ capital needs, as
quality and overall financial condition, and thatig inappropriate for a bank holding company eigeing serious financial problems
borrow funds to pay dividends. Furthermore, a biak is classified under the prompt correctivea@ctiegulations as “undercapitalizedill be
prohibited from paying any dividends.

The primary source of cash for dividends we pathésdividends we receive from the Bank. The Banbuisject to various regulatory polic
and requirements relating to the payment of divitdencluding requirements to maintain capital aboegulatory minimums. Approval of 1
New York State Department of Financial Serviceguired prior to paying a dividend if the dividedeclared by the Bank exceeds the su
the Banks net profits for that year and its retained neffits for the preceding two calendar years. At &, 2015, our subsidiary be
could declare dividends of approximately $22.8 iorillfrom retained net profits of the preceding twears. Our subsidiary bank decle
dividends of $20 million in 2014 and $15 million2013.

Federal Deposit Insurance Assessments. The Bank is a member of the FDIC and pays an imegrgremium to the FDIC based upor
assessable assets on a quarterly basis. Depasitssared up to applicable limits by the FDIC andtsinsurance is backed by the full faith
credit of the United States Government.

Under the Dodd-rank Act, a permanent increase in deposit inswamas authorized to $250,000. The coverage limfieis depositor, p
insured depository institution for each account erghip category.

The Dodd-Frank Act also set a new minimum Depasutance Fund (“DIF")eserve ratio at 1.35% of estimated insured depoBite FDIC i
required to attain this ratio by September 30, 202@ DoddFrank Act also required the FDIC to define the dd#fpmsurance assessment t
for an insured depository institution as an amaqual to the institutios’' average consolidated total assets during thesesat period min
average tangible equity. Premiums for the Banknarg calculated based upon the average balanceabfassets minus average tangible e«
as of the close of business for each day duringdtendar quarter.

The FDIC has the flexibility to adopt actual ratbat are higher or lower than the total base assm#srates adopted without notice
comment, if certain conditions are met.

DIF-insured institutions pay a Financing CorpomatiFICO”) assessment in order to fund the interest on bosslsed in the 1980s
connection with the failures in the thrift industfyor the fourth quarter of 2014, the FICO assessmvas equal to 0.60 basis points comp
on assets as required by the Dodd-Frank Act. Tassessments will continue until the bonds matug9i®.

The FDIC is authorized to conduct examinations rd aequire reporting by FDI@sured institutions. It is also authorized to terate :
depository bank’s deposit insurance upon a findipghe FDIC that the bank’financial condition is unsafe or unsound or that institutior
has engaged in unsafe or unsound practices oriblased any applicable rule, regulation, order ondition enacted or imposed by the bank’
regulatory agency. The termination of deposit iasge for the Bank would have a material adversecefin our earnings, operations
financial condition.

The Volcker Rule. The DoddFrank Act prohibits banks and their affiliates frangaging in proprietary trading and investing id
sponsoring hedge funds and private equity fundghoiigh the Company is continuing to evaluate thgaich of the Volcker Rule and the fi
rules adopted thereunder, the Company does nardlyranticipate that the Volcker Rule will havenaterial effect on the operations of
Company and its subsidiaries, as the Company duaielsave any significant engagement in the busirsegezhibited by the Volcker Rule. T
Company may incur costs to adopt additional pddi@ad systems to ensure compliance with the VolBkde, but any such costs are
expected to be material.

Consumer Laws and Regulations. In addition to the laws and regulations disedsserein, the Bank is also subject to certain woes law:
and regulations that are designed to protect coasuin transactions with banks. While the listfeeth herein is not exhaustive, these laws
regulations include, among others, the Fair CrBdiporting Act, the Truth in Lending Act, the Truth Savings Act, the Electronic Fur
Transfer Act, the Expedited Funds Availability Atte Equal Credit Opportunity Act, the Fair Housifigt, the Home Mortgage Disclosl
Act, the Real Estate Settlement Procedures ActF#ieDebt Collection Practices Act, the Servicenibers Civil Relief Act and these laws’
respective statiw counterparts, as well as state usury laws and fegarding unfair and deceptive acts and pexctithese and other fedt
laws, among other things, require disclosures efdbst of credit and terms of deposit accountsyigeosubstantive consumer rights, prot
discrimination in credit transactions, regulate tee of credit report information, provide finarncpivacy protections, prohibit unfa
deceptive and abusive practices, restrict the Cagipability to raise interest rates and subject tbem@any to substantial regulatory oversi
Violations of applicable consumer protection laves aesult in significant potential liability fronitigation brought by customers, includ
actual damages, restitution and attorndges. Federal bank regulators, state attorneysrglesmed state and local consumer protection ags
may also seek to enforce consumer protection reougnts and obtain these and other remedies, imgudigulatory sanctions, custot
rescission rights, action by the state and lodalra¢ys general in each jurisdiction in which weaigte and civil money penalties. Failur
comply with consumer protection requirements map aksult in our failure to obtain any required lbaagulatory approval for merger
acquisition transactions the Company may wish tsyeior our prohibition from engaging in such teart®ns even if approval is not required.
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The DoddFrank Act centralized responsibility for consumieahcial protection by creating a new agency, tbastimer Financial Protecti
Bureau (“CFPB"),and giving it responsibility for implementing, examimg and enforcing compliance with federal consuimtection laws
The CFPB focuses on:

. Risks to consumers and compliance with the fedepalsumer financial laws, when it evaluates thecpesi and practices of
financial institution.

*  The markets in which firms operate and risks toscomers posed by activities in those mark

. Depository institutions that offer a wide variet§ @nsumer financial products and services; depnsiinstitutions with a mol
specialized focus

. Non-depository companies that offer one or more consdimancial products or service

The CFPB has broad rulemaking authority for a watege of consumer financial laws that apply tdaltks, including, among other things,
authority to prohibit “unfair, deceptive or abusiects and practices. Abusive acts or practices efiaat! as those that materially interfere
a consumes ability to understand a term or condition of axsuamer financial product or service or take unreabte advantage of
consumers (i) lack of financial savvy, (ii) inability to ptect himself in the selection or use of consunimarfcial products or services,
(iii) reasonable reliance on a covered entity tbiadhe consumer’s interests. The CFPB can isgasesandiesist orders against banks
other entities that violate consumer financial laWse CFPB may also institute a civil action agaars entity in violation of federal consur
financial law in order to impose a civil penalty iajunction. The CFPB has examination and enforggraathority over all banks with mc
than $10 billion in assets, as well as their aftés.

Banking regulators take into account compliancénwidnsumer protection laws when considering appriva proposed transaction.

Community Reinvestment Act. Under the Community Reinvestment Act, every FiM8ured institution is obligated, consistent wittfe
and sound banking practices, to help meet the tcnedids of its entire community, including low amaderate income neighborhoods.

Community Reinvestment Act requires the appropfiedieral banking regulator, in connection with éxamination of an insured institution
assess the institution'record of meeting the credit needs of its comtyuanid to consider this record in its evaluatiorceftain application
such as a merger or the establishment of a brakthunsatisfactory rating may be used as the basithe denial of an application and \
prevent a bank holding company of the institutimnf making an election to become a financial h@diompany.

During January 2015 we signed an Assurance of Dismaance with the NYS Attorney Genemabffice related to an investigation into lenc
practices for minority residents within the City Rbchester. As part of the agreement, we will p48Ns150 thousand to cover its costs.
additional $750 thousand in dedicated funds spos@d three-years will be earmarked for ongoing hess efforts consistent with the Basik’
growth initiatives in the Rochester market, anatighout Monroe County, including efforts focusednoarketing to minority communities,
well as lending discounts and/or subsidies.

Examinations in 2011 by the New York DepartmentFofancial Services and the Federal Reserve BanKeni York under the fedel
Community Reinvestment Act rated Five Star as ‘tauiging”.

Privacy Rules. Federal banking regulators, as required under tian@-LeachBliley Act, have adopted rules limiting the abilibf bank:
and other financial institutions to disclose noriguimformation about consumers to neffiliated third parties. The rules require disclos o
privacy policies to consumers and, in some circanms, allow consumers to prevent disclosure dfaicepersonal information to non-
affiliated third parties. The privacy provisions tife Gramm-LeaclBliley Act affect how consumer information is tramgted throug
diversified financial services companies and cordely outside vendors.

Anti-Money Laundering and the USA Patriot Act. A major focus of governmental policy on financiasfitutions in recent years has b
aimed at combating money laundering and terranstriicing. The USA PATRIOT Act of 2001, or the USAtRot Act, substantially broader
the scope of United States anteney laundering laws and regulations by imposiggiicant new compliance and due diligence obligyas
creating new crimes and penalties and expanding:ttraterritorial jurisdiction of the United States. Fim@al institutions are also prohibit
from entering into specified financial transacti@arsl account relationships and must use enhancedlitigence procedures in their deali
with certain types of highisk customers and implement a written customentifleation program. Financial institutions muskéacertain stejf
to assist government agencies in detecting andeptig money laundering and report certain typesuspicious transactions. Regula
authorities routinely examine financial institutsofor compliance with these obligations, and falof a financial institution to maintain ¢
implement adequate programs to combat money laingdend terrorist financing, or to comply with all the relevant laws or regulatio
could have serious legal and reputational consamsefor the institution, including causing applieabank regulatory authorities not
approve merger or acquisition transactions whenlatgry approval is required or to prohibit sucinsactions even if approval is not requi
Regulatory authorities have imposed cease and tdesiers and civil money penalties against ingthg found to be violating the
obligations.
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Interstate Branching. Pursuant to the Dodd-Frank Act, national and statetered banks may open an initial branch in & stéher than
home state (e.g., a host state) by establishing mo#o branch at any location in such host statehéth a bank chartered in such host ¢
could establish a branch. Applications to estaldisth branches must still be filed with the appidprprimary federal regulator.

Transactions with Affiliates. Fll, FSB, Five Star REIT, Inc. and SDN are affdiatwithin the meaning of the Federal Reserve Abt
Federal Reserve Act imposes limitations on a baitl k@spect to extensions of credit to, investmémteind certain other transactions with
parent bank holding company and the holding comigather subsidiaries. Furthermore, bank loans atehsions of credit to affiliates a
are subject to various collateral requirements.

Various governmental requirements, including SetiB3A and 23B of the Federal Reserve Act and RR’'§ Regulation W, limit borrowing
by Fll and its nonbank subsidiary from FSB, ana dilit various other transactions between Fll &achonbank subsidiary, on the one hi
and FSB, on the other. For example, Section 23thefFederal Reserve Act limits the aggregate audstg amount of any insured deposi
institution’s loans and other “covered transactiomgh any particular nonbank affiliate to no marean 10% of the institutios’total capital ar
limits the aggregate outstanding amount of anyradulepository institutios’ covered transactions with all of its nonbankliafés to no mot
than 20% of its total capital. “Covered transactipare defined by statute to include a loan or extansif credit, as well as a purchas:
securities issued by an affiliate, a purchase eé@s(unless otherwise exempted by the FRB) framaffiliate, the acceptance of secur
issued by the affiliate as collateral for a loamg she issuance of a guarantee, acceptance ardétteedit on behalf of an affiliate. Section 2
of the Federal Reserve Act also generally requivasan insured depository institutisribans to its nonbank affiliates be, at a minimaGQ%
secured, and Section 23B of the Federal Reservegg&uetrally requires that an insured depositoryitiunigin’s transactions with its nonbe
affiliates be on terms and under circumstances d@natsubstantially the same or at least as faverabl those prevailing for compare
transactions with non-affiliates. The Do#idank Act significantly expanded the coverage atwps of the limitations on affiliate transacti
within a banking organization. For example, comniggdn July 2012, the DodBrank Act applies the 10% of capital limit on cose
transactions to financial subsidiaries and amerms definition of “covered transactiortd include (i) securities borrowing or lend
transactions with an affiliate, and (ii) all deriivas transactions with an affiliate, to the extdrdt either causes a bank or its affiliate to |
credit exposure to the securities borrowing/lendingerivative counterparty.

Office of Foreign Assets Control Regulation. The U.S. Treasury DepartmeniOffice of Foreign Assets Control, or OFAC, adrsiais an
enforces economic and trade sanctions againsttéardereign countries and regimes, under autharftyarious laws, including designa
foreign countries, nationals and others. OFAC siigls lists of specially designated targets and tdesn The Company is responsible
among other things, blocking accounts of, and #efisns with, such targets and countries, prolmgitunlicensed trade and finan
transactions with them and reporting blocked tretisas after their occurrence. Failure to complyhvithese sanctions could have serious
and reputational consequences, including causipticaple bank regulatory authorities not to approwerger or acquisition transactions w
regulatory approval is required or to prohibit sti@nsactions even if approval is not required.

Insurance Regulation. SDN is required to be licensed or receive reguwatpproval in nearly every state in which it doesibess. |
addition, most jurisdictions require individuals evengage in brokerage and certain other insuragrséce activities to be personally licens
These licensing laws and regulations vary fromsglidgtion to jurisdiction. In most jurisdictionscéinsing laws and regulations generally ¢
broad discretion to supervisory authorities to ado amend regulations and to supervise reguiattdties.

Incentive Compensation. The DoddFrank Act requires the federal bank regulatory agenand the SEC to establish joint regulatior
guidelines prohibiting incentivbased payment arrangements at specified regulatéi®, such as the Company and the Bank, havifgpa
$1 billion in total assets that encourage inappadrrisks by providing an executive officer, emyge, director or principal shareholder v
excessive compensation, fees, or benefits or tatildead to material financial loss to the entity.addition, these regulators must estal
regulations or guidelines requiring enhanced d&ale to regulators of incentilmesed compensation arrangements. Officials fronttuere
Reserve have recently indicated that they are pirepa new rule on incentive compensation.

In June 2010, the Federal Reserve Board, OCC an@ EBued a comprehensive final guidance on incerdompensation policies intende:
ensure that the incentive compensation policielsapiking organizations do not undermine the safaty soundness of such organization
encouraging excessive risking. The guidance, which covers all employees trave the ability to materially affect the risfofile of ar
organization, either individually or as part of @ugp, is based upon the key principles that a bnkirganizatiors incentive compensati
arrangements should (i) provide incentives thahaloencourage risk-taking beyond the organizasi@fility to effectively identify and mane
risks, (ii) be compatible with effective internalrdrols and risk management, and (iii) be suppobiedtrong corporate governance, inclut
active and effective oversight by the organizasoboard of directors. These three principles amrporated into the proposed jc
compensation regulations under the Dodd-Frank disgussed above.
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The Federal Reserve Board will review, as parthef regular, riskecused examination process, the incentive compiensarrangements
banking organizations, such as the Company, thatnat “large, complex banking organization3fese reviews will be tailored to e:
organization based on the scope and complexithebtganizatiors activities and the prevalence of incentive corspan arrangements. T
findings of the supervisory initiatives will be inded in reports of examination. Deficiencies vl incorporated into the organizatien’
supervisory ratings, which can affect the orgamiras ability to make acquisitions and take other astidcenforcement actions may be te
against a banking organization if its incentive pemsation arrangements, or related riskaagement control or governance processes, |
risk to the organization’s safety and soundnesslamadrganization is not taking prompt and effextiveasures to correct the deficiencies.

Sarbanes-Oxley Act of 2002. The Sarbane®xley Act of 2002 implemented a broad range of oompe governance, accounting
reporting measures for companies that have sezsirigigistered under the Exchange Act, includindigybheld bank holding companies si
as FIll. Specifically, the Sarban&sdey Act of 2002 and the various regulations prégated thereunder, established, among other tt
(i) requirements for audit committees, includingependence, expertise, and responsibilities;ggponsibilities regarding financial statem:
for the Chief Executive Officer and Chief Financ@fficer of the reporting company; (iii) the forfefe of bonuses or other incentibase:
compensation and profits from the sale of the riapgprcompanys securities by the Chief Executive Officer andeEHiinancial Officer in th
twelve-month period following the initial publication ofng financial statements that later require restat#m(iv) the creation of
independent accounting oversight board; (v) statslfor auditors and regulation of audits, includindependence provisions that restrict nor
audit services that accountants may provide ta #nadit clients; (vi) disclosure and reporting ghliions for the reporting company and t
directors and executive officers, including accated reporting of stock transactions and a prdhibibn trading during pension black
periods; (vii) a prohibition on personal loans toedtors and officers, except certain loans madednisyred financial institutions on non-
preferential terms and in compliance with otherkbeggulatory requirements; and (viii) a range ofilcand criminal penalties for fraud a
other violations of the securities laws.

Other Future Legislation and Changes in Regulations In addition to the specific proposals describedvabdrom time to time, variol
legislative and regulatory initiatives are introddcin Congress and state legislatures, as welyagdulatory agencies. Such initiatives 1
include proposals to expand or contract the powéisank holding companies and depository instingior proposals to substantially cha
the financial institution regulatory system. Sudgyislation could change banking statutes our ojperagnvironment in substantial &
unpredictable ways. If enacted, such legislationldancrease or decrease the cost of doing busifiegs or expand permissible activities
affect the competitive balance among banks, savasgeciations, credit unions, and other financisfitutions. We cannot predict whether
such legislation will be enacted, and, if enactéd, effect that it, or any implementing regulatiom®uld have on our financial condition
results of operations. A change in statutes, réigus or regulatory policies applicable to us or subsidiaries could have a material effec
our business.

Impact of Inflation and Changing Prices

Our financial statements included herein have h@epared in accordance with GAAP, which requiregsaumeasure financial position &
operating results principally using historic doflaicChanges in the relative value of money due fiation or recession are generally
considered. The primary effect of inflation on ayerations is reflected in increased operatingscd¥e believe changes in interest rates ¢
the financial condition of a financial institutido a far greater degree than changes in the ioflataite. While interest rates are gene
influenced by changes in the inflation rate, theyndt necessarily change at the same rate or isathie magnitude. Interest rates are sen
to many factors that are beyond our control, iniclgcchanges in the expected rate of inflation, ganend local economic conditions and
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 genaddbaal economic conditions and by the monetad,fatal policies of the U.S. governme
its agencies and various other governmental regylatuthorities. The FRB regulates the supply ofneyin order to influence gene
economic conditions. Among the instruments of manepolicy available to the FRB are (i) conductiogen market operations in U
government obligations, (ii) changing the discotate on financial institution borrowings, (iii) iroping or changing reserve requirem
against financial institution deposits, and (iV3trecting certain borrowings and imposing or chaggreserve requirements against ce
borrowings by financial institutions and their hfftes. These methods are used in varying degregéscambinations to directly affect 1
availability of bank loans and deposits, as welthasinterest rates charged on loans and paid pasits. For that reason, the policies of
FRB could have a material effect on our earnings.

EMPLOYEES

At December 31, 2014, we had 645 employees, nonghoin are subject to a collective bargaining agesgmManagement believes
relations with employees are good.
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EXECUTIVE OFFICERS

The following table sets forth current informatie@garding our executive officers and certain olignificant employees (ages are as of M
2015, the date of the 2015 Annual Meeting of Shaldsrs).

Name
Martin K. Birminghan

Paula D. Dolan

Sonia M. Dumbleton

Michael D. Grover

Richard J. Harrison

Jeffrey P. Kenefick

Kevin B. Klotzbach

William L. Kreienberg

Age
48

61

53

43

69

48

62

57

Started

In

Positions/Offices

2005

2013

1984

1999

2003

2006

2001

2014

President and Chief Executive Officer since Mard@il2 Previously, President and Chiel
Community Banking of FIl and the Bank from Augusdl2 to March 2013. Executive Vi
President and Regional President/ Commercial Bankixecutive Officer of the Bank from 200¢
2012. Senior Vice President and Regional Presideaimercial Banking Executive Officer of -
Bank from 2005 to 2009. Senior Vice President aediéhal President of the Bank from 200!
2009. Prior to joining us, Mr. Birmingham servedSenior Team Leader and Regional Preside
the Rochester Market at Bank of America (formallgeff Boston Financial) from 2000 to 20(

Senior Vice President and Director of Human Ress@nd Enterprise Planning since Decel
2014. Ms. Dolan joined the Company in Septembef3284 Senior Vice President and Directc
Human Resources. Before joining the Company, M$abavorked at Hillside Family of Agenci
(“Hillside™), starting as a consultant in 2010, amdost recently as Hillside’ Manager ¢
Compensation and Human Resource Information SystemiisSeptember 2013. Previously, she
a Senior Human Resources Consultant with First d@dConsulting/Burke Group from 2007
2010. Prior to working at First Niagara, Ms. Dolagld human resources positions at Unity H¢
Systems, HR Works, Eastman Kodak Company, Roch&stemmunity Savings Bank and Jone
Laughlin Steel Corporatiol

Senior Vice President, Controller and Corporater&acy of Fll and the Bank since May 2C
Senior Vice President and Controller of the Bamlcsi2006. Vice President and Controller of
from 2001 to 200€

Senior Vice President of Financial Reporting and @ad Chief Accounting Officer of FIl and 1
Bank since April 2013. Senior Vice President ofdficial Reporting and Tax of the Bank si
2008.

Executive Vice President and Chief Operating Offioé FIl and the Bank since August 20
Executive Vice President and Senior Retail Lendkaninistrator of the Bank since 2009. Se|
Vice President and Senior Retail Lending Administraof the Bank and its predecessor, Nati
Bank of Geneva, from 2003 to 2009. Executive Vicesklent and Chief Credit Officer of Savil
Bank of the Finger Lakes from 2001 to 2003. DirectbTranscat, Inc., a publicly traded distribi
and calibrator of hand held test and measuremerpegnt since 200«

Executive Vice President and Commercial Bankingdatige of FIl and the Bank since May 20
Senior Vice President, Commercial Banking Executivel Regional President of the Bank f
February 2006 until May 201

Executive Vice President, Chief Financial OfficardaTreasurer of Fll and the Bank since A
2013. Senior Vice President and Treasurer of thekBance 2005. Vice President and Treasur
FIl from 2001 to 2005. Prior to joining us, Mr. Kibach actively managed fixed income portfc
at several other financial institutions, includidMerrill Lynch Asset Management and Empire
America.

Executive Vice President, General Counsel and CRisk Officer of the Company and the B
since January 2015. He joined our Company as Ge@ertmsel and Chief Risk Officer in Decem
2014. Mr. Kreienberg has practiced law since 1984 served as a Partner at the law firm of H
Secrest & Emery LLP, from April 1996 until Decemia14.
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ITEM 1A. RISK FACTORS

An investment in our common stock is subject tkgimherent to our business. The material risks w@argkrtainties that management belit
could affect us are described below. Before makingnvestment decision, you should carefully coasitie risks and uncertainties descr
below, together with all of the other informatiorciuded or incorporated by reference herein. Thiaual Report on Form 1K-is qualified ir
its entirety by these risk factors. Further, to éxtent that any of the information contained iis tAnnual Report on Form 1K-constitute
forward{ooking statements, the risk factors set forth Weldso are cautionary statements identifying imgartfactors that could cause
actual results to differ materially from those eegwed in any forward-looking statements made mndyehalf of us.

If any of the following risks actually occur, ounéncial condition and results of operations cdutdmaterially and adversely affected. If
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 sect
the payment of their loans may not be sufficierddeure repayment. Credit losses are inhereneibubkiness of making loans and could he
material adverse impact on our results of operation

We make various assumptions and judgments abowaflextability of our loan portfolio, including ¢éhcreditworthiness of our borrowers .
the value of the real estate and other assetsngeas collateral, and we provide an allowance $tireated loan losses based on a numk
factors. We believe that the allowance for loarséassis adequate. However, if our assumptions @mngshts are wrong, the allowance for |
losses may not be sufficient to cover the actuadlitiosses. We may have to increase the allowamttee future in response to the reque:
one of our primary banking regulators, to adjustdieanging conditions and assumptions, or as dtresany deterioration in the quality of
loan portfolio. The actual amount of future prowiss for credit losses may vary from the amountast provisions.

Our tax strategies and the value of our deferred taassets could adversely affect our operating regsland regulatory capital ratios.

Our tax strategies are dependent upon our abditgenerate taxable income in future periods. Oxirsteategies will be less effective in
event we fail to generate taxable income. Our defetax assets are subject to an evaluation ofhehét is more likely than not that they v
be realized for financial statement purposes. Ikingathis determination, we consider all positivelamegative evidence available including
impact of recent operating results as well as gistkeoarryback of tax to prior yeartaxable income, reversals of existing taxable tenzy
differences, tax planning strategies and projeetaings within the statutory tax loss carryoveique If we were to conclude that a signific
portion of our deferred tax assets were not mdeelylithan not to be realized, the required valuatitiowance could adversely affect
financial position, results of operations and raegudy capital ratios. In addition, the value of deferred tax assets could be adversely aff
by a change in statutory tax rates.

Geographic concentration may unfavorably impact ouroperations.

Substantially all of our business and operatiorscancentrated in the Western and Central New Yeglon. As a result of this geograg
concentration, our results depend largely on ecan@onditions in these and surrounding areas. [@esdion in economic conditions in ¢
market could:

. increase loan delinquencie

. increase problem assets and foreclost

. increase claims and lawsui

. decrease the demand for our products and senane

. decrease the value of collateral for loans, dapgaeal estate, in turn reducing customdssrrowing power, the value of ass
associated with n-performing loans and collateral covera

Generally, we make loans to small to nsided businesses whose success depends on thealegionomy. These businesses generally
fewer financial resources in terms of capital ombwing capacity than larger entities. Adverse @it and business conditions in our ma
areas could reduce our growth rate, affect ourdveers’ ability to repay their loans and, consequently,eadely affect our business, finan
condition and performance. For example, we plabstsintial reliance on real estate as collaterabéwrloan portfolio. A sharp downturn inr
estate values in our market area could leave matheee loans inadequately collateralized. If weeraquired to liquidate the collateral secu
a loan to satisfy the debt during a period of redueal estate values, the impact on our resultpefations could be materially adverse.
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We depend on the accuracy and completeness of infoation about or from customers and counterparties.

In deciding whether to extend credit or enter iatber transactions, we may rely on information fstmed by or on behalf of customers
counterparties, including financial statementsditreeports, and other financial information. Weymaso rely on representations of th
customers, counterparties, or other third partash as independent auditors, as to the accuratganpleteness of that information. Relie
on inaccurate or misleading financial statementsdit reports, or other financial information coutduse us to enter into unfavor:
transactions, which could have a material adveffseteon our financial condition and results of ct@ns.

Our insurance brokerage subsidiary, SDN, is subjedb risk related to the insurance industry.

SDN derives the bulk of its revenue from commissi@md fees earned from brokerage services. SDN wloesletermine the insurar
premiums on which its commissions are based. Imseraremiums are cyclical in nature and may vadelyi based on market conditions. £
result, insurance brokerage revenues and profitalin be volatile. As insurance companies outs®tine production of premium revenu
non-affiliated brokers or agents such as SDN, thoserarge companies may seek to further minimize tegpenses by reducing -
commission rates payable to insurance agents &elspowhich could adversely affect SBNevenues. In addition, there have been anc
continue to be various trends in the insurancestrgitoward alternative insurance markets inclugamgong other things, increased use of se
insurance, captives, and risk retention groups.|®/8DN has been able to participate in certainhek¢ activities and earn fees for
services, there can be no assurance that we &llzeerevenues and profitability as favorable aséhrealized from our traditional broker
activities.

We are subject to environmental liability risk assaiated with our lending activities.

A significant portion of our loan portfolio is saew by real property. During the ordinary courséadiness, we may foreclose on and take
to properties securing certain loans. There islathat hazardous or toxic substances could bedfoanproperties we have foreclosed upo
hazardous or toxic substances are found, we mégtile for remediation costs, as well as for peesamjury and property damage regardles
whether we knew, had reason to know of, or caubedrélease of such substance. Environmental laws reguire us to incur substan
expenses and may materially reduce the affectgoepids value or limit our ability to use or sell theedfed property. In addition, future la
or more stringent interpretations or enforcemedici@s with respect to existing laws may increase exposure to environmental liability. 1
remediation costs and any other financial liakfitiassociated with an environmental hazard coule fzamaterial adverse effect on

financial condition and results of operations.

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

A portion of our current lending involves the puask of consumer automobile installment sales cctistfeom automobile dealers locates
Western, Central and the Capital District of Newrk/oand Northern Pennsylvania. These loans aretHer purchase of new or us
automobiles. We serve customers that cover a rahgeeditworthiness, and the required terms anesrare reflective of those risk profil
While these loans have higher yields than manyuofother loans, such loans involve risks elementsddition to normal credit risk. Additior
risk elements associated with indirect lendingudel the limited personal contact with the borroa®ia result of indirect lending through non
bank channels, namely automobile dealers. Whilérént automobile loans are secured, such loanssecared by depreciating assets
characterized by LTV ratios that could result imas recovering the full value of an outstandingrapon default by the borrower.

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

We are subject to extensive supervision, regulatiod examination. This regulatory structure gives tegulatory authorities extens
discretion in connection with their supervisory amdforcement activities and examination policiesatttdress not only compliance w
applicable laws and regulations (including laws eeglilations governing consumer credit, and antiveydaundering and anti@rrorism laws
but also capital adequacy, asset quality and nslgagement ability and performance, earnings,digyiand various other factors. As par
this regulatory structure, we are subject to peticaind other guidance developed by the regulatpepaes with respect to capital levels,
timing and amount of dividend payments, the classiion of assets and the establishment of adedoate loss reserves for regulat
purposes. Under this structure the regulatory a@genftave broad discretion to impose restrictiond l@nitations on our operations if th
determine, among other things, that our operatévasunsafe or unsound, fail to comply with appliedbw or are otherwise inconsistent v
laws and regulations or with the supervisory pekobf these agencies.

This supervisory framework could materially imp#wot conduct, growth and profitability of our opéwas. Any failure on our part to com|
with current laws, regulations, other regulatorguieements or safe and sound banking practice®mecerns about our financial condition
any related regulatory sanctions or adverse acigamst us, could increase our costs or restuictbility to expand our business and rest
damage to our reputation.

The significant federal and state banking regufetithat affect us are described in the sectionaagd “Supervision and Regulatioiicludec
in Part I, Item 1, “Business”.
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New or changing tax and accounting rules and intengetations could significantly impact our strategicinitiatives, results of operations,
cash flows, and financial condition.

Pursuant to accounting principles generally acakptehe United States, we are required to usaicedssumptions and estimates in prepi
our financial statements, including in determinicrgdit loss reserves and reserves related to tlitigaamong other items. Certain of
financial instruments, including available-feale securities and certain loans, among othersiteequire a determination of their fair valu
order to prepare our financial statements. Whermateglimarket prices are not available, we may malkevialue determinations based
internally developed models or other means whitimately rely to some degree on management judgn$amhe of these and other assets
liabilities may have no direct observable priceelsy making their valuation particularly subjecties they are based on significant estimi
and judgment. In addition, sudden illiquidity in rkets or declines in prices of certain loans aralisges may make it more difficult to val
certain balance sheet items, which may lead t@dssibility that such valuations will be subjecfuother change or adjustment. If assumpt
or estimates underlying our financial statemengsimgorrect, we may experience material lossess&hisks, along with the currently exist
tax, accounting, securities, insurance, and monddaars, regulations, rules, standards, policied, iaterpretations control the methods by w|
financial institutions conduct business, implem&nategic initiatives and tax compliance, and gov@rancial reporting and disclosures. Tt
laws, regulations, rules, standards, policies,iatatpretations are constantly evolving and mayngessignificantly over time.

Legal and regulatory proceedings and related matter could adversely affect us and banking industry igeneral.

We have been, and may in the future be, subjecatious legal and regulatory proceedings. It iehtly difficult to assess the outcom
these matters, and there can be no assuranceehativprevail in any proceeding or litigation. Arspich matter could result in substantial
and diversion of our efforts, which by itself coutdve a material adverse effect on our financiald@é@mn and operating results. Furtt
adverse determinations in such matters could résidttions by our regulators that could materiatversely affect our business, finan
condition or results of operations.

We establish reserves for legal claims when paysnassociated with the claims become probable amadhts can be reasonably estimi
We may still incur legal costs for a matter eveit ifas not established a reserve. In addition,tdube inherent subjectivity of the assessir
and unpredictability of the outcome of legal pratiags, the actual cost of resolving a legal claimyrbe substantially higher than any amo
reserved for that matter. The ultimate resolutib@ @ending legal proceeding, depending on the dgnseught and granted, could adver
affect our results of operations and financial dtod.

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 busin
Our business is dependent on our ability to proe@skmonitor large numbers of daily transactionsampliance with legal, regulatory ¢
internal standards and specifications. In additersignificant portion of our operations relies ¥igaon the secure processing, storage
transmission of personal and confidential informatisuch as the personal information of our custeranad clients. These risks may increa:
the future as we continue to increase mobile paysend other internet-based product offerings aquhed our internal usage of wébse:
products and applications.

In addition, several U.S. financial institutionsshaecently experienced significant distributedidkaf-service attacks, some of which invol
sophisticated and targeted attacks intended tdléisa degrade service, or sabotage systems. @dtential attacks have attempted to ot
unauthorized access to confidential informatiordestroy data, often through the introduction of patar viruses or malware, cybattack:
and other means. To date, none of these type atkatthave had a material effect on our businessperations. Such security attacks
originate from a wide variety of sources, includipgrsons who are involved with organized crime drownay be linked to terror
organizations or hostile foreign governments. Thszsee parties may also attempt to fraudulentlyéedemployees, customers or other use
our systems to disclose sensitive information oleotto gain access to our data or that of our cwsts or clients. We are also subject to the
that our employees may intercept and transmit tnmaiiied confidential or proprietary information. Aaterception, misuse or mishandling
personal, confidential or proprietary informatioeirty sent to or received from a customer or thiagtyp could result in legal liabilit
remediation costs, regulatory action and reputatibarm.

We need to stay current on technological changes order to compete and meet customer demands.

The financial services market, including bankingves, is undergoing rapid changes with frequatroductions of new technologiriver
products and services. In addition to better sgreinstomers, the effective use of technology irsgeafficiency and may enable us to re
costs. Our future success may depend, in part,uoralolity to use technology to provide productsl aervices that provide convenienc
customers and to create additional efficienciesun operations. Some of our competitors have sobatly greater resources to inves
technological improvements than we currently h&Vve. may not be able to effectively implement nevhitextogy-driven products and servic
or be successful in marketing these products amnices to our customers. As a result, our abiliteffectively compete to retain or acquire |
business may be impaired, and our business, fiabocndition or results of operations, may be askigraffected.
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We rely on other companies to provide key componestof our business infrastructure.

Third party vendors provide key components of ousibbess infrastructure such as internet connectioetsvork access and core applica
processing. While we have selected these thirdypamdors carefully, we do not control their ac§oiny problems caused by these t
parties, including as a result of them not prowdirs their services for any reason or them perfogntheir services poorly, could adver:
affect our ability to deliver products and servite®ur customers or otherwise conduct our busieffggently and effectively. Replacing the
third party vendors could also entail significartay and expense.

Third parties perform significant operational seed on our behalf. These thipadrty vendors are subject to similar risks as Uating tc
cybersecurity, breakdowns or failures of their csystems or employees. One or more of our vendoysaxperience a cybersecurity ever
operational disruption and, if any such event dossur, it may not be adequately addressed, eitherationally or financially, by the third-
party vendor. Certain of our vendors may have &ohitndemnification obligations or may not have fimancial capacity to satisfy th
indemnification obligations. Financial or operatuifficulties of a vendor could also impair oysevations if those difficulties interfere w
the vendors ability to serve us. If a critical vendor is uleatio meet our needs in a timely manner or if #wises or products provided by s

a vendor are terminated or otherwise delayed amgkifire not able to develop alternative sourceshfese services and products quickly
costeffectively, it could have a material adverse dff@t our business. Federal banking regulators thcessued regulatory guidance on t
banks select, engage and manage their outside rentliese regulations may affect the circumstaaoelsconditions under which we wi
with third parties and the cost of managing suddti@nships.

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

We use financial models to aid in planning for was purposes including our capital and liquiditea& interest rate risk, potential chargfs,
reserves, and other purposes. The models used ataccourately account for all variables that coafiibct future results, may fail to prec
outcomes accurately and/or may overstate or uratersertain effects. As a result of these potefdiaires, we may not adequately prepart
future events and may suffer losses or other skthdue to these failures.

We may not be able to attract and retain skilled peple.

Our success depends, in large part, on our abdligttract and retain skilled people. CompetitionHighly talented people can be intense,
we may not be able to hire sufficiently skilled peoor to retain them. Further, the rural locatidrour principal executive offices and man)
our bank branches make it challenging for us t@etitskilled people to such locations. The unexgdbss of services of one or more of
key personnel could have a material adverse impacbur business because of their skills, knowledgeur markets, years of indus
experience, and the difficulty of promptly findiggalified replacement personnel.

Acquisitions may disrupt our business and dilute shreholder value.

We intend to continue to pursue a growth strategyofur business by expanding our branch network @ommunities within or adjacent
markets where we currently conduct business. Asalt, negotiations may take place and future nisrgeacquisitions involving cash, debt
equity securities may occur at any time. We seekgereor acquisition partners that are culturallyikir, have experienced management,
possess either significant market presence or patential for improved profitability through finalat management, economies of scale
expanded services.

Acquiring other banks, businesses, or brancheshiesgpotential adverse impact to our financial Itssend various other risks commo
associated with acquisitions, including, among othimgs:

. difficulty in estimating the value of the targetnepany;
payment of a premium over book and market valuasriay dilute our tangible book value and earnipgsshare in the short ¢
long term;

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

. exposure to potential asset quality issues ofahget company

e  volatility in reported income as goodwill impairntdasses could occur irregularly and in varying amis;

. challenge and expense of integrating the operatiadspersonnel of the target compa

. inability to realize the expected revenue increasest savings, increases in geographic or progiesence, and / or other projec
benefits;

. potential disruption to our busine:

. potential diversion of our managem’s time and attentiot

* the possible loss of key employees and customeisgedarget company; ai

°

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

Our earnings and cash flows are largely dependeoih wur net interest income. Interest rates arélyigensitive to many factors that
beyond our control, including general economic dtioials and policies of various governmental andutary agencies and, in particular,
Federal Reserve. Changes in monetary policy, imtudhanges in interest rates, could influenceamty the interest we receive on loans
investments and the amount of interest we pay @osis and borrowings, but such changes couldafeat (i) our ability to originate loa
and obtain deposits; (ii) the fair value of ourdfitial assets and liabilities; and (iii) the averatyration of our mortgageacked securitie
portfolio and other interestarning assets. If the interest rates paid on dspasd other borrowings increase at a faster ttaa the intere
rates received on loans and other investmentspetuinterest income, and therefore earnings, cbalddversely affected. Earnings could
be adversely affected if the interest rates reckive loans and other investments fall more quitkbn the interest rates paid on deposits
other borrowings.

Any substantial, unexpected or prolonged changmanket interest rates could have a material adveffeet on our financial condition a
results of operations. Also, our interest rate nekdeling techniques and assumptions likely mayfulbt predict or capture the impact of aci
interest rate changes on our balance sheet.

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

Our financial performance generally, and in patticthe ability of borrowers to pay interest on aagay principal of outstanding loans and
value of collateral securing those loans, as weldamand for loans and other products and servieesffer, is highly dependent on
business environment in the markets where we opeiratthe State of New York and in the United Stads a whole. A favorable busin
environment is generally characterized by, amotgrotactors, economic growth, efficient capital keds, low inflation, low unemployme
high business and investor confidence, and strosgbss earnings. Unfavorable or uncertain econamdcmarket conditions can be cause
declines in economic growth, business activitynmestor or business confidence; limitations onabhailability or increases in the cost of cr
and capital; increases in inflation or interesesathigh unemployment, natural disasters; or a auatibn of these or other factors.

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

The policies of the Federal Reserve impact us Bégmitly. The Federal Reserve regulates the suppioney and credit in the United Sta
Its policies directly and indirectly influence thege of interest earned on loans and paid on bamgsiand interedpearing deposits and can ¢
affect the value of financial instruments we hdlthose policies determine to a significant extent @ast of funds for lending and investi
Changes in those policies are beyond our contrdlaaa difficult to predict. Federal Reserve poblcgan also affect our borrowers, potent
increasing the risk that they may fail to repayirth@ans. For example, a tightening of the mongypty by the Federal Reserve could reduct
demand for a borrower’s products and services. ¢bigd adversely affect the borrowgrarnings and ability to repay its loan, whichld
have a material adverse effect on our financiabld@mn and results of operations.

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

Financial services institutions are interrelatecaagsult of trading, clearing, counterparty, dnestrelationships. We have exposure to n
different industries and counterparties, and wedimely execute transactions with counterpartieshim financial services industry, includ
commercial banks, brokers and dealers, investmemitd) and other institutional clients. Many of gad&snsactions expose us to credit ris
the event of a default by our counterparty or ¢liém addition, our credit risk may be exacerbatdten the collateral held by us canno
realized or is liquidated at prices not sufficiemrecover the full amount of the credit or derivatexposure due us. Any such losses could
a material adverse effect on our financial conditamd results of operations.

We may be required to recognize an impairment of gmdwill.

Under current accounting standards, goodwill is amobrtized but, instead, is subject to impairmests on at least an annual basis or |
frequently if an event occurs or circumstances gbahat reduce the fair value of a reporting ueibty its carrying amount. Significant &
sustained declines in our stock price and markgital&ation, significant declines in our expectature cash flows, significant adverse chai
in the business climate or slower growth ratesadoesult in impairment of goodwill. During 2014 gtlannual impairment test performed a
September 30 indicated that the fair value of owr teporting units exceeded the fair value of #seds and liabilities. In the event that
conclude that all or a portion of our goodwill mbag impaired, a nooash charge for the amount of such impairment wbeldecorded
earnings, which could have a material adverse itnpaour results of operations or financial coruitiSuch a charge would have no impac
tangible capital. At December 31, 2014, we had gébaf $61.2 million, representing approximatel2% of shareholdergquity. For furthe
discussion, see Note 1, Summary of Significant Aictimg Policies, and Note 7, Goodwill and Otherahdible Assets, to the Consolide
Financial Statements included in Item 8 of this AalNReport on Form 10-K.
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We operate in a highly competitive industry and maket area.

We face substantial competition in all areas of aperations from a variety of different competitarsany of which are larger and may h
more financial resources. Such competitors primdritlude national, regional and internet bankshimitthe various markets in which
operate. We also face competition from many othges of financial institutions, including, witholitnitation, savings and loan associatic
credit unions, finance companies, brokerage fiinsjrance companies and other financial intermadiail he financial services industry cc
become even more competitive as a result of ldgislaregulatory and technological changes andicoat consolidation. Banks, securi
firms and insurance companies can merge underrttalla of a financial holding company, which cdfepvirtually any type of financi
service, including banking, securities underwritifigsurance (both agency and underwriting), andchaert banking. Also, technology |
lowered barriers to entry and made it possiblenfmnbanks to offer products and services traditlgnadovided by banks, such as autom
transfer and automatic payment systems. Many ofcounpetitors have fewer regulatory constraints aray have lower cost structur
Additionally, due to their size, many competitorayrbe able to achieve economies of scale and,rasult, may offer a broader range
products and services as well as better pricinghfase products and services than we can.

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

. the ability to develop, maintain and build upondterm customer relationships based on top qualityice, high ethical standat
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 andes relative to our competitor

. customer satisfaction with our level of serviced

. industry and general economic tren

Failure to perform in any of these areas could iBgantly weaken our competitive position, whichubd adversely affect our growth &
profitability, which, in turn, could have a matdralverse effect on our financial condition andutssof operations.

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

Severe weather, natural disasters, acts of wagroorism, and other adverse external events coale fa significant impact on our ability
conduct business. Such events could affect thdigtadf our deposit base, impair the ability ofibowers to repay outstanding loans, impai
value of collateral securing loans, cause signifigaoperty damage, result in loss of revenue,@antiuse us to incur additional expenses.
occurrence of any such event could have a matediarse effect on our business, which, in turnjccbave a material adverse effect on
financial condition and results of operations.

Liquidity is essential to our businesses.

Our liquidity could be impaired by an inability cess the capital markets or unforeseen outfldwagh. Reduced liquidity may arise du
circumstances that we may be unable to controh ssca general market disruption or an operatiprablem that affects third parties or
Our efforts to monitor and manage liquidity riskymaot be successful or sufficient to deal with dait or unanticipated reductions in
liquidity. In such events, our cost of funds magraase, thereby reducing our net interest incomeyeomay need to sell a portion of
investment and/or loan portfolio, which, dependipgn market conditions, could result in us reajizinloss.

We may need to raise additional capital in the futte and such capital may not be available on accegite terms or at all.

We may need to raise additional capital in theritio provide sufficient capital resources anditigy to meet our commitments and busir
needs. Our ability to raise additional capitalnéeded, will depend on our financial performance, among other things, conditions in
capital markets at that time which is outside af cantrol.

In addition, we are highly regulated, and our ratpis could require us to raise additional commguntg in the future. We and our regulai
perform a variety of analyses of our assets, inomdhe preparation of stress case scenarios, sradrasult of those assessments we 1
determine, or our regulators could require usatser additional capital.

We cannot assure that such capital will be avadlabi acceptable terms or at all. Any occurrence ity limit our access to the cap
markets, such as a decline in the confidence of pletchasers, depositors of the Bank or countdgsapiarticipating in the capital markets,
downgrade of our debt rating, may adversely afectcapital costs and ability to raise capital andurn, our liquidity. An inability to rais
additional capital on acceptable terms when neemedd have a material adverse impact on our busjn@sancial condition, results
operations or liquidity.
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We rely on dividends from our subsidiaries for mosof our revenue.

We are a separate and distinct legal entity from salsidiaries. A substantial portion of our revermomes from dividends from our Bk
subsidiary. These dividends are the principal saafcfunds we use to pay dividends on our commahpeferred stock, and to pay inte
and principal on our debt. Federal and/or states lamd regulations limit the amount of dividends tha Bank subsidiary may pay to us. A
our right to participate in a distribution of assapon a subsidiary’s liquidation or reorganizai®subject to the prior claims of the subsidiary’
creditors. In the event our Bank subsidiary is U@ad pay dividends to us, we may not be able teice debt, pay obligations, or pay divide
on our common and preferred stock. The inabilityetoeive dividends from our Bank subsidiary coudtvdn a material adverse effect on
business, financial condition, and results of ofiens.

We may not pay or may reduce the dividends on ouraenmon stock.

Holders of our common stock are only entitled tweree such dividends as our Board of Directors aheglare out of funds legally available
such payments. Although we have historically dexdazash dividends on our common stock, we areeuptired to do so and may reduc
eliminate our common stock dividend in the futdirkis could adversely affect the market price of common stock.

We may issue debt and equity securities or securis convertible into equity securities, any of whiclmay be senior to our common stock
as to distributions and in liquidation, which coulddilute our current shareholders or negatively affet the value of our common stock.

In the future, we may attempt to increase our eapésources by entering into debt or dite-financing that is unsecured or secured byt
up to all of our assets, or by issuing additionalbtdor equity securities, which could include isses of secured or unsecured comme
paper, mediunterm notes, senior notes, subordinated notes, rpeefstock or securities convertible into or exawable for equity securitie
In the event of our liquidation, our lenders anddiees of our debt and preferred securities woutzbinge a distribution of our available as:
before distributions to the holders of our commtock. Because our decision to incur debt and is®eairities in our future offerings w
depend on market conditions and other factors ketymm control, we cannot predict or estimate thewam, timing or nature of our futt
offerings and debt financings. Further, market émas could require us to accept less favorahimsefor the issuance of our securities in
future. We may also issue additional shares ofcounmon stock or securities convertible into or exayeable for our common stock that c
dilute our current shareholders and effect theevaluour common stock.

The market price of our common stock may fluctuatesignificantly in response to a number of factors.

Our quarterly and annual operating results haveegtdn the past and could vary significantly in fiséure, which makes it difficult for us
predict our future operating results. Our operatiesults may fluctuate due to a variety of factongny of which are outside of our cont
including the changing U.S. economic environmert einanges in the commercial and residential raatesnarket, any of which may ca
our stock price to fluctuate. If our operating féestall below the expectations of investors orwsées analysts, the price of our common s
could decline substantially. Our stock price cawctilate significantly in response to a varietyaaftérs 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 procedures asinst|by the Financial Accounting Standards Board;ASB, or other regulato
agencies

. legislative and regulatory actions (including ihgact of the Doddrrank Act and related regulations) subjecting usdditiona
regulatory oversight which may result in increasethpliance costs and/or require us to change csiness mode

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

. additions or departures of key members of managge!
e fluctuations in our quarterly or annual operatieguits; anc
. changes in analys 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, daylaws, and federal and state banking laws, inolydegulatory approval requirements, cc
make it more difficult for a third party to acquius, even if doing so would be perceived to be figiaéto our shareholders. The combina
of these provisions may discourage others fromaitiity a potential merger, takeover or other chamgeontrol transaction, which, in tu
could adversely affect the market price of our camratock.
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ITEM 1B. UNRESOLVED STAFF COMMENTS

None.

ITEM 2. PROPERTIES

We own a 27,400 square foot building in Warsaw, Nemk that serves as our headquarters, and priheigcutive and administrative offic
Additionally, we are obligated under a lease commaitt through April 2017 for a 22,200 square fodjioral administrative facility i
Pittsford, New York.

We are engaged in the banking business throughra#®&b offices, of which 34 are owned and 15 arsddain fifteen contiguous counties
Western and Central New York: Allegany, Cattaraud@ieyuga, Chautauqua, Chemung, Erie, Genesee gistein, Monroe, Ontario, Orlea
Seneca, Steuben, Wyoming and Yates Counties. Theatpg leases for our branch offices expire atowsrdates through the year 2036
generally include options to renew.

SDN operates from a leased 14,400 square footedlficated in Williamsville, New York. The lease frch space, which is used by SDN
several of our Bank’s commercial lenders, extehdsugh September 2021. SDN also leases one retatidn.

We believe that our properties have been adequataigtained, are in good operating condition arelsaitable for our business as pres¢
conducted, including meeting the prescribed secueitiuirements. For additional information, see N6t Premises and Equipment, Net,
Note 10, Commitments and Contingencies, in the mpamying financial statements included in Parttéin 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 nareourse of business. Management
not believe that there is any pending or threatgiredeeding against us, which, if determined adlgrsvould have a material adverse ef
on our business, results of operations or finaregaldition.

ITEM 4. MINE SAFETY DISCLOSURES

Not applicable
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PART Il

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

Our common stock is traded on the NASDAQ Globak8eMarket under the ticker symbol “FISAt February 27, 2015, 14,166,792 share
our common stock were outstanding and held by aqpetely 4,100 shareholders of record. During 2até,high sales price of our comn
stock was $27.02 and the low sales price was $191@ closing price per share of our common statibecember 31, 2014, the last trac
day of our fiscal year, was $25.15. We declaredddivds of $0.77 per common share during the yedecdDecember 31, 2014. See additi
information regarding the market price and dividepdid in Part Il, Item 6, “Selected Financial Data

We have paid regular quarterly cash dividends ancommon stock and our Board of Directors preseimignds to continue this practi
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 gnit 1, “Business”, in the section captioned “Ligtydind Capital Resourcesicluded in Pa
I, Item 7, in “Management’s Discussion and Anadysf Financial Condition and Results of Operaticaist! in Note 11, Regulatory Matters
the accompanying financial statements includedart R, Iltem 8, “Financial Statements and SuppletagnData”,all of which are include
elsewhere in this report and incorporated hereirefigrence thereto.

Stock Performance Graph

The stock performance graph below compares (aguhmilative total return on our common stock for pleeiod beginning December 31, 2
as reported by the NASDAQ Global Select Marketptigh December 31, 2014, (b) the cumulative totalrneon stocks included in t
NASDAQ Composite Index over the same period, andh@ cumulative total return, as compiled by SNhaRcial L.C., of Major Exchani
(NYSE, NYSE MKT and NASDAQ) Banks with $1 billiorot$5 billion in assets over the same period. Cutiwdareturn assumes 1
reinvestment of dividends. The graph was prepayegiML Financial, LC and is expressed in dollarssblasn an assumed investment of $100.

Total Return Performance
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Index 12/31/0¢ 12/31/1( 12/31/1: 12/31/1: 12/31/1: 12/31/1«
Financial Institutions, Inc. 100.0C 164.9: 1445( 172.4: 237.1: 249.3¢
NASDAQ Composite 100.0C 118.1: 117.2: 138.0: 193.47 222.1¢
SNL Bank $1E-$5B Index 100.0C 113.3¢* 103.3¢ 127.47 185.3t 193.8]

-26-



Table of Contents

ITEM 6. SELECTED FINANCIAL DATA

(Dollars in thousands, except per share da At or for the year ended December 31

2014 2013 2012 2011 2010
Selected financial condition data:
Total asset $3,089,52.  $2,928,631 $2,763,86! $2,336,35. $2,214,30
Loans, ne 1,884,36! 1,806,88: 1,681,01; 1,461,511 1,325,52.
Investment securitie 916,93: 859,18! 841,70: 650,81" 694,53(
Deposits 2,450,52 2,320,05! 2,261,79 1,931,59 1,882,89I
Borrowings 334,80 337,04 179,80¢ 150,69¢ 103,87
Shareholder equity 279,53: 254,83¢ 253,89° 237,19: 212,14«
Common shareholde equity @) 262,19. 237,49 236,42t 219,72: 158,35¢
Tangible common sharehold’ equity (@ 193,55: 187,49! 186,03° 182,35: 120,99(
Selected operations data:
Interest incom: $ 101,058 $ 9893. $ 97567 $ 9511¢ $ 96,50¢
Interest expens 7,281 7,331 9,051 13,25t 17,72(
Net interest incom 93,77 91,59« 88,51¢ 81,86: 78,78¢
Provision for loan losse 7,78¢ 9,07¢ 7,12¢ 7,78( 6,681
Net interest income after provision for loan los 85,98t 82,51¢ 81,38¢ 74,08: 72,10:
Noninterest incom 25,35( 24,83 24,77 23,92t 19,45
Noninterest expens 72,35t 69,44 71,397 63,79¢ 60,917
Income before income tax 38,98( 37,901 34,76¢ 34,21 30,63¢
Income tax expens 9,62¢ 12,37: 11,31¢ 11,41 9,352
Net income $ 29,358 $ 2553( $ 2344¢ $ 22,79¢ $ 21,28
Preferred stock dividends and accret 1,462 1,46¢ 1,474 3,18 3,72¢
Net income applicable to common shareholi $ 27890 §$§ 2406:¢ $ 2197F $ 19617 $ 17,56

Stock and related per share data:
Earnings per common sha

Basic $ 201 $% 178 $ 16C $ 15C $ 1.62

Diluted 2.0C 1.7¢ 1.6C 1.4¢ 1.61
Cash dividends declared on common sl 0.77 0.74 0.57 0.47 0.4C
Common book value per she® 18.57 17.1% 17.1¢ 15.92 14.4¢
Tangible common book value per sh(@ 13.71 13.5¢ 13.4¢ 13.21 11.0¢
Market price (NASDAQ: FISI)

High 27.0z 26.5¢ 19.52 20.3¢ 20.7¢

Low 19.7: 17.92 15.22 12.1¢ 10.91

Close 25.1¢ 24.71 18.6: 16.1¢4 18.9i

Performance ratios:
Net income, returns ol

Average asse! 0.9¢% 0.91% 0.9%% 1.0(% 0.9&%
Average equity 10.8( 10.1(¢ 9.4¢ 9.82 10.07
Average common equii® 10.9¢ 10.2:¢ 9.5: 9.47 11.1¢
Average tangible common equ® 14.1: 13.0( 11.7¢ 11.5¢ 14.5¢
Common dividend payout rat®) 38.31 42.2¢ 35.6° 31.3¢ 24.6¢
Net interest margin (fully te-equivalent 3.5C 3.64 3.9t 4.04 4.07
Efficiency ratio®) 58.5%% 58.48% 62.81% 60.55%0 60.36%

(1) Excludes preferred shareholc’ equity.

(@ Excludes preferred shareholc’ equity, goodwill and other intangible asst

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

@  Efficiency ratio equals noninterest expense le$®roteal estate expense and amortization of intéagissets as a percentage o
revenue, defined as the sum of tivalent net interest income and noninterestrredefore net gains and impairment charge
investment securities and amortization of tax dremiestments

-27-



Table of Contents

(Dollars in thousands,

Capital ratios:

Leverage ratic

Tier 1 capital ratic

Total risk-based capital rati

Equity to asset®

Common equity to asse® 3

Tangible common equity to tangible as<? ()

Asset quality:

Non-performing loan:
Non-performing assei

Allowance for loan losse

Net loan charc-offs

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

Allowance for loan losses to n-performing loan:

Other data:
Number of branche
Full time equivalent employe:

W Excludes preferred shareholc’ equity.

At or for the year ended December 31

2014 2013 2012 2011 2010
7.35% 7.65% 7.71% 8.65% 8.31%

10.4: 10.8- 10.7: 12.2( 12.3¢

11.7:2 12.0¢ 11.9¢ 13.4¢ 13.6(C

9.0¢ 9.01 9.84 10.2( 9.7t

8.5(C 8.3¢ 9.1¢ 9.1C 7.2
6.72% 6.72% 7.5€% 7.58% 5.65%

$ 10,15 $ 16,620 $ 9,128 $ 7,07¢ $ 7,587

10,34 17,08 10,06: 9,18i 8,89t

27,63 26,73¢ 24,71 23,261 20,46!

$ 688 $ 705 $ 5674 $ 498 $ 6,962
0.5%% 0.91% 0.55% 0.4&% 0.5¢%

0.3¢ 0.5¢ 0.3¢ 0.3¢ 0.4C

0.37 0.4C 0.3¢€ 0.3¢€ 0.54

1.4¢ 1.4¢€ 1.4% 1.57 1.5Z
272% 161% 271% 32S% 27C%

48 5C 52 50 50

622 60¢ 62€ 57¢ 577

(@ Excludes preferred shareholc’ equity, goodwill and other intangible asst

(®  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
2014
Interest incomt $ 25,98 25,12 24,88. 25,05!
Interest expens 1,84¢ 1,871 1,78( 1,784
Net interest incom 24,13¢ 23,25¢ 23,10 23,27"
Provision for loan losse 1,91( 2,01t 1,75¢ 2,10¢
Net interest income, after provision for loan lae 22,22¢ 21,24: 21,34¢ 21,16¢
Noninterest incom 5,15¢ 7,261 6,57 6,351
Noninterest expens 19,37¢ 17,95¢ 17,80¢ 17,218
Income before income tax 8,00« 10,54¢ 10,11 10,31
Income tax expens 84 3,36¢ 3,08: 3,094
Net income $ 7,92 7,18¢ 7,032 7,21¢
Preferred stock dividenc 36E 36€ 36E 36€
Net income applicable to common sharehol $ 7,55t 6,81¢ 6,66 6,85:

Earnings per common she@):

Basic $ 0.54 0.4¢ 0.4¢ 0.5C

Diluted 0.54 0.4¢ 0.4¢ 0.5C
Market price (NASDAQ: FISI)

High $ 27.0Z 24.9¢ 24.8¢ 25.6¢

Low 22.4F 21.71 22.17 19.72

Close 25.1¢ 22.4¢ 23.4: 23.02
Dividends declare $ 0.2C 0.1¢ 0.1¢ 0.1¢
2013
Interest incom $ 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( 1,19: 2,70¢
Net interest income, after provision for loan lae 20,97: 20,03: 21,33 20,17¢
Noninterest incom 5,73¢ 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 she@) :

Basic $ 0.44 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¢€

@ Earnings per share data is computed independemtigdch of the quarters presented. Therefore, uhreaf the quarterly earnings |
common share amounts may not equal the total foydiar.
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2014 FOURTH QUARTER RESULTS

Net income was $7.9 million for the fourth quamé2014 compared with $6.4 million for the fourthagter of 2013. After preferred dividen
net income available to common shareholders forfolieth quarter of 2014 was $7.6 million or $0.5¢r mliluted share, compared to §
million or $0.43 per share in the fourth quarte261.3.

Net interest income was $24.1 million in the fougtiarter of 2014 compared to $23.4 million in tbarth quarter of 2013. The $758 thous
increase was primarily related to an increase grage interestarning assets of $128.7 million, driven by orgdoan growth during 201
The increase was partially offset by a lower nétnest margin, which decreased 5 basis points frarfourth quarter of 2013 to the fol
quarter of 2014.

The provision for loan losses was $1.9 million foe fourth quarter of 2014 compared with $2.4 wilifor the fourth quarter of 2013. |
chargeeffs for the fourth quarter of 2014 were $1.5 miflj or 0.32% annualized, of average loans, comptre®R.4 million, or 0.52¢
annualized, of average loans in the fourth quart@013.

Noninterest income was $5.2 million for the foucharter of 2014 compared to $5.7 million in thertbuquarter of 2013. The decrease
driven primarily by $2.3 million of amortization @f historic tax investment in a communiigsed project that was recorded in the 2014 f
quarter. These types of investments are amortimethe first year the project is placed in servicel dhe Company has recognized
amortization as contra-income, included in nonegémcome, with an offsetting tax benefit thatueetl income tax expense.

Noninterest expense was $19.4 million for the fowarter of 2014 compared to $17.4 million in tberth quarter of 2013. The $2.0 milli
increase in expense was primarily related to tighd salaries and employee benefits expense a#hleuto the SDN acquisition and hig
professional service fees.

Income tax expense was $84 thousand in the fourdinter of 2014 compared to $3.0 million in the tauyuarter of 2013. The difference \
driven by the favorable impact of $3.0 million iederal and New York State historic tax creditsizedl in the fourth quarter 2014, as discu
above. As a result of the historic tax credits,26&4 fourth quarter effective tax rate was 1.0étnpared with an effective tax rate of 31.7¢
the 2013 fourth quarter.
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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 dnafficial position and results of operations and wdobe read in conjunction with t
information set forth under Part I, Item 1A, “Riskactors”, and our consolidated financial statements and ntiteseto appearing under P
I, Item 8,“Financial Statements and Supplementary Data” o tAnnual Report on Form 10-K.

INTRODUCTION

Financial Institutions, Inc. is a financial holdirmmpany headquartered in New York State. We dodfdsroad array of deposit, lendi
insurance services and other financial servicemdoviduals, municipalities and businesses in Westnd Central New York through ¢
wholly-owned New York chartered banking subsidiary, Fivar 8ank. Our indirect lending network includesatiEinships with franchist
automobile dealers in Western and Central New Ytirk, Capital District of New York and Northern Peylvania. We also offer insurar
services through our wholly-owned insurance subsyliScott Danahy Naylon, LLC (“SDN"), a full sece insurance agency.

Our primary sources of revenue are net interesinme (interest earned on our loans and securititsphinterest paid on deposits and o
funding sources) and noninterest income, partibuliees and other revenue from insurance and fiahiservices provided to customers
ancillary services tied to loans and deposits. Bess volumes and pricing drive revenue potentiadi #nd to be influenced by ove
economic factors, including market interest rabesiness spending, consumer confidence, economnetigr and competitive conditions witl
the marketplace. We are not able to predict marketest rate fluctuations with certainty and osset/liability management strategy may
prevent interest rate changes from having a magsizerse effect on our results of operations amehtial condition.

EXECUTIVE OVERVIEW

Industry Overview

The financial crisis that began in 2007 was thetrimisnse period of global financial strains sitlce Great Depression, and it led to a deej
prolonged global economic downturn. The FederakR@&stook extraordinary actions in response tditt@ncial crisis to help stabilize the U
economy and financial system. These actions indudducing the level of short-term interest rateagar zero. In addition, to reduce longel
term interest rates and thus provide further supipoithe U.S. economy, the Federal Reserve puethksge quantities of longéerm Treasur
securities and longer-term securities issued oragueed by governmesponsored agencies such as Fannie Mae or Freddiellda interes
rates help households and businesses finance reewligg and help support the prices of many othgstassuch as stocks and houses.

By law, the Federal Reserve establishes monetdigypo achieve maximum employment, stable priege®] moderate lonterm interest rate
Information indicates that economic activity is erding at a moderate pace. Labor market conditi@ve improved and a range of la
market indicators suggests that underutilizationlatifor resources is gradually diminishing. At tleme time, the Federal Open Ma
Committee (“FOMC")determined that the likelihood of inflation runnipgrsistently below 2% has diminished somewhatesgarly in 201
and survey-based measures of longer-term inflatigrectations have remained stable.

To support continued progress toward maximum enmp@t and price stability, the FOMC reaffirmed is @ctober 2014 statement its v
that the current zero to 0.25% target range forféderal funds rate remains appropriate. In detgingihow long to maintain this target rar
the FOMC assesses progress—both realized and erpeciward its objectives of maximum employment and i2#ation. This assessme
takes into account a wide range of informationjudimg measures of labor market conditions, indicabf inflation pressures and inflat
expectations, and readings on financial developsaditte FOMC anticipates, based on its current assad, that it likely will be approprie
to maintain the zero to 0.25% target range forféueral funds rate for a considerable time follogyvthe end of its asset purchase progra
October 2014, especially if projected inflation tiones to run below the FOMC'’s 2% longer-run g@ald provided that longeerm inflatior
expectations remain well anchored. However, if mog information indicates faster progress towdrel FOMCS employment and inflatic
objectives than the FOMC expects, then increasethantarget range for the federal funds rate deellito occur sooner than currer
anticipated. Conversely, if progress proves slothan expected, then increases in the target rargdikaly to occur later than curren
anticipated.

When the FOMC decides to begin to remove policyoamoodation, it will take a balanced approach cdestswith its longerun goals ¢
maximum employment and inflation of 2%. As of Oaol2014, the FOMC anticipated that, even after egmpknt and inflation are ne
mandateconsistent levels, economic conditions may, for sdime, warrant keeping the target federal funds balow levels the FOMC vie
as normal in the longer run.
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The actions by the FOMC have lowered net intenesbrne and net interest margins for the banking stigiuby maintaining low rates

interest-earning assets. Throughout 2013 and 2@a4gins in the banking industry were pressured deavd as higheyielding legacy asse
matured and the proceeds were reinvested in theerdutow rate environment. Low interest rates, dedpwith a competitive lendit
environment, have proven challenging for the patiiity of the banking industry. It is expectedthizese challenges will continue until inte
rates rise. In January 2015, the Federal Resefivmatfl that it is unlikely that the short-term irgst rates will increase until later in 2015.

Formation of Five Star REIT, Inc.

During February 2014, the Bank formed a wholly-od/sebsidiary, Five Star REIT, Inc. (the “REIT"), asquire a portion of the Barkasset
which will primarily be qualifying mortgage relatéobns. The Bank made an initial contribution ofrtgage related loans to the REIT in re’
for common stock of the REIT. The REIT expects twcpase mortgage related loans from the Bank oeriagic basis going forward. T
REIT entered into service agreements with the Banlkdministrative and investment services. Thenfion of the REIT resulted in a lov
effective tax rate for 2014.

Acquisition of Scott Danahy Naylon

On August 1, 2014, we completed the acquisitiorBodtt Danahy Naylon Co., Inc., a full service irmoe agency located in a suburl
Buffalo, New York. Consideration for the acquisitimcluded both cash and stock totaling $16.9 arillincluding up to $3.4 million of futu
payments, contingent upon SDN meeting certain neeg@erformance targets through 2017. As a resuhefcquisition, we recorded good'
of $12.6 million and other intangible assets oB&@illion. SDN now operates as a subsidiary of Raial Institutions, Inc.

We expect to realize the following benefits frorstacquisition:

. Grow and diversify our noninterest income by emigithe insurance line of busine

. Platform agency, defined by industry standardsraagency with $5 million or more in annual revenige, us to add independt
agencies or individual producers in the fut

. Retain capable management with extensive experiartbe insurance indust
Potential synergies with our commercial lendingihess as SDN profile includes over 70% comme-related activitie:

. Improved presence and brand recognition in thedaffnarketplac:

For detailed information on the acquisition, se¢e\&y Business Combinations, of the notes to caeeld financial statements.

Tax Credit Investment

We entered into a $2.4 million investment in a camity-based historic real estate development projecOl®2During the fourth quarter
2014, the development project was placed in serackthe historic tax credits related to the inwesit were realized as a reduction to inc
tax expense. In addition, we amortized $2.3 millidiits investment in the historic real estate dewment project as contiacome, included i
noninterest income, and recorded an offsettindptmefit that also reduced income tax expense.

2014 Financial Performance Review

During 2014 we continued to demonstrate consigienith in key metrics for our business. We streagtd our balance sheet with deg
growth and quality loan growth in commercial, camsu indirect and home equity lending. Our depasit Eending growth is the result of «
execution on key strategic initiatives over thd fas/ years. We have accomplished this while cdiimigpexpenses through disciplined expe
management.

Net income for 2014 was $29.4 million, an increa&83.8 million or 15% compared to 2013. This réstlin a 0.98% return on average as
and a 10.80% return on average equity. Net incovadadble to common shareholders was $27.9 millioi$200 per diluted share for 20
compared to $24.1 million or $1.75 per diluted shear 2013. We declared cash dividends of $0.77ndu2014, an increase of $0.03
common share or 4% compared to the prior year. d4eieed SDN during the third quarter of 2014 anel diperating results of SDN have b
included in our results of operations since Audyst014. The SDN acquisition is discussed in metaitlbelow.

Fully-taxable equivalent net interest income was $96l6omiin 2014, an increase of $2.4 million, or 3&éempared with 2013. This reflec
the impact of 7% growth in average interest-earmisgets, offset by a 14 basis point decline im#ténterest margin to 3.50%.
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Noninterest income totaled $25.4 million for thdl frear 2014, an increase of $517 thousand wherpeoed to $24.8 million in the prior ye
Gains realized from the sale of investment seagritotaled $2.0 million and $1.2 million for theaye ended December 31, 2014 and Z
respectively. The amortization of a historic tardit investment, described in more detail belowlumed noninterest income by $2.3 milli
Insurance income increased by $2.1 million, prifgeas a result of the SDN acquisition. Service gkaron deposits decreased by $1.0 mil
due primarily to lower overdraft fees.

Noninterest expense for the full year 2014 tot&§éd.4 million compared to $69.4 million in the pricear. The increase reflects higher sali
and employee benefits of $767 thousand due to ddétian of new employees from SDN and as part of expansion initiatives. Als
contributing to the increase were higher occupargy equipment expense, professional service feeguter and data processing expenss
other noninterest expense. Those increases welallyanffset by lower supplies and postage expahseto an increase in customers optir
receive statements electronically and reduced &direy and promotional expenses.

Income tax expense for the year was $9.6 milliepresenting an effective tax rate of 24.7% comparigtd an effective tax rate of 32.7%
2013. The lower effective tax rate in 2014 reflettis benefits of the historic tax credit investmetgscribed in more detail below, combi
with New York State tax savings generated by oal estate investment trust, which we formed duRebruary 2014.

Asset quality related metrics remain strong androwed, overall, from 2013. Noperforming loans decreased $6.5 million comparea yea
ago to $10.2 million, or 0.53% of total loans. T®vision for loan losses decreased $1.3 million14%, from 2013 as we continue
maintain the allowance for loan losses consistéttt the growth in our loan portfolio and trendsasset quality. Net chargdfs decrease
$170 thousand from the prior year to $6.9 million2014. Net chargeffs were an annualized 0.37% of average loanféncurrent yei
compared to 0.40% in 2013.

Our leverage ratio at year end was 7.35%, down ff®88% at the end of 2013. Our tier 1 and totd-biased capital ratios were 10.47%
11.72%, respectively, at December 31, 2014, dowmfi0.82% and 12.08%, respectively, at DecembeRB13. Goodwill and intangik
assets recorded in conjunction with the acquisitib8DN resulted in a reduction in our capital gati

2015 Expectations

Net interest income is expected to increase moglgrat 2015. We anticipate an increase in earnsggpts as we remain focused on loan grc
which will be partly funded with expected pdgwns and liquidity from our securities portfolldowever, those benefits to net interest inc
are expected to be partially offset by continued/mlward pressure on net interest margin. We plamamtain a disciplined approach to I
pricing, but asset yields remain under pressurealtize low interest rate environment, while theanpunity for deposit repricing is limited.

Our commercial loan portfolio is expected to groensistent with our strategic initiatives and conéid support of middle market sn
business lending. Automobile loan originations ramstrong, reflecting the positive impact from omvestment in automotive dea
relationships. The home equity portfolio is expddizincrease as the lower origination cost toamstrs and the convenient application pro
has made these products an increasingly attraetteenative to conventional residential mortgagenk accordingly we expect raff to
outpace new originations in the residential moré&gpgrtfolio.

We anticipate the increase in total loans will meieoutpace growth in total deposits. This refieour continued focus on targeting Ic
relationshipbased deposit customers rather those that are pniceesensitive. We expect to continue managingotherall cost of funds usi
short-term borrowings, as well as our continuedt $himix of deposits towards low- and most demand deposits and money market de
accounts.

Noninterest income is expected to be higher thah42@eflecting our continued efforts to increase¢hbaccount and transact-based fe
income, coupled with the benefit of a full yearefenue from SDN. Management will continue to erplopportunities to increase noninte
income from non-deposit related sources.

Management continues to focus on diversifying disrses of revenue to further reduce our relianceaditional spreadbased interest incon
as fee-based activities are a relatively stablerreg source during periods of changing interessrat

Noninterest expense is expected to be higher wghaiddition of SDN, coupled with higher salariesl &enefits costs associated with
expansion initiatives, namely the CityGate BranthRbchester, New York. We are also expecting hidjesefit related costs, primarily due
increases in pension and medical expense; othewggemain committed to diligent expense contralrdp2015.

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

The effective tax rate for 2015 is expected to ighér than 2014, as the lower effective tax rat2df4 was partly driven by historic tax cre
claimed in 2014. However, our 2015 effective tate naill reflect the positive impacts of taxempt income, tax advantaged investment:
formation of our real estate investment trust ifye2014 and benefits from New York State tax ldvaeges that begin going into effect du
2015.
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RESULTS OF OPERATIONS FOR THE YEARS ENDEI
DECEMBER 31, 2014 AND DECEMBER 31, 201

Net Interest Income and Net Interest Margin

Net interest income is our primary source of rewerdet interest income is the difference betweéer@st income on inter-earning asse!
such as loans and investment securities, and teest expense on interest-bearing deposits aret btrrowings used to fund interesrning
and other assets or activities. Net interest incsradfected by changes in interest rates and byathount and composition of earning as
and interesbearing liabilities, as well as the sensitivitythé balance sheet to changes in interest ratdsiding characteristics such as
fixed or variable nature of the financial instrurtgrcontractual maturities and repricing frequesicie

Interest rate spread and net interest margin dlieegt to measure and explain changes in net isterecome. Interest rate spread is
difference between the yield on earning assetstlamdate paid for interestearing liabilities that fund those assets. Theimietrest margin
expressed as the percentage of net interest intoragerage earning assets. The net interest maxgieeds the interest rate spread be«
noninterest-bearing sources of funds (“net freedfliy) principally noninterest-bearing demand defsoand shareholdergquity, also suppc
earning assets. To compare tax-exempt asset \telttxable yields, the yield on t@xempt investment securities is computed on a te
equivalent basis. Net interest income, interest satead, and net interest margin are discussedaxable equivalent basis.

The Federal Reserve influences the general maakes of interest, including the deposit and lodasraffered by many financial institutio
Our loan portfolio is significantly affected by aiges in the prime interest rate. The prime interat&, which is the rate offered on loan
borrowers with strong credit, remained at 3.25%rdu2014, 2013 and 2012. Our loan portfolio is alepacted, to a lesser extent, by cha
in the London Interbank Offered Rate (LIBOR). Atde@enber 31, 2014, the one-month and thremth U.S. dollar LIBOR rates were 0.1
and 0.23%, respectively, while at December 31, 2@t8 one-month and threeenth U.S. dollar LIBOR rates were 0.17% and 0.:
respectively. The intended federal funds rate, Wwisahe cost of immediately available overnightds, remained at zero to 0.25% during 2
2013 and 2012.

The following table reconciles interest income ther consolidated statements of income to interestme adjusted to a fully taxable equiva
basis for the years ended December 31 (in thoukands

2014 2013 2012
Interest income per consolidated statements ohireco $ 101,05 $ 98,93 $ 97,56
Adjustment to fully taxable equivalent ba 2,85:¢ 2,65( 2,28¢
Interest income adjusted to a fully taxable eq@imbbasis 103,90¢ 101,58: 99,85!
Interest expense per consolidated statement ofria 7,281 7,331 9,051
Net interest income on a taxable equivalent t $ 96,627 $ 94,24¢ $ 90,80(

2014 Leverage Strategy

During the first quarter of 2014, we utilized theogeeds of short-term Federal Home Loan Bank (“FHL&lvances to purchase investn
securities of approximately $50 million. During teecond quarter of 2014 we sold approximately $#om of securities purchased in the f
quarter and utilized the proceeds to fund growtbuinhome equity portfolio. During the third quartd 2014, we utilized the proceeds of short
term FHLB advances to purchase an additional $2komiof investment securities. Our purchases @Esiment securities were comprise
high-quality mortgage-backed securities, U.S. Gor@nt agencies and sponsored enterprise bondscassdmpt municipal bonds. All of t
securities purchased were of high credit qualitthvei low to moderate duration. This strategy alldws to increase net interest income
taking advantage of the positive interest rateaptetween the FHLB advances and the newly acquivedtment securities.

Taxableequivalent net interest income for 2014 increased illion or 3%, compared to 2013. The increasmarily related to an increase
the average volume of interest-earning assetsaVbmge volume of interesarning assets for 2014 increased $174.3 million%rcompare
to 2013. The increase in earning assets was phingue to a $130.9 million increase in average $and a $43.5 million increase in avel
investment securities.
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The net interest margin for 2014 was 3.50% comp#wegi64% in 2013. The net interest margin durieBgfwas positively impacted by
increase in the yield on average securities, whédulted from an increase in the relative propartid higher-yielding taxexempt municipi
securities relative to lower-yielding taxable sétes, combined with a decrease in the cost of ayerinteresbearing liabilities. The n
interest margin was negatively impacted by a degréa the average yield on loans. These items are flly discussed below. The yield
average interest-earning assets decreased 17 gmasts to 3.76% during 2014 from 3.93% during 2@tdle the cost of average interest
bearing liabilities decreased 2 basis points fra86% during 2013 to 0.34% during 2014. The yieldawerage interesarning assets
primarily impacted by changes in market interestgas well as changes in the volume and relatixeofminterestearning assets. As sta
above, market interest rates have remained atrivialy low levels during the reported periods.

The average balance of securities increased $48li6rmor 5% in 2014, compared to 2013. Securitieade up 31.8% of average interest
earning assets in 2014 compared to 32.3% in 20i8yield on average securities was 2.44% in 20dpaned to 2.41% in 2013. The yield
average securities increased 3 basis points dafiig compared to 2013 as we increased the relato@ortion of investments held in higher-
yielding, ta>--exempt municipal securities. The relative promortof higher-yielding, taxexempt municipal securities to total average steg
totaled 29.6% in 2014 compared to 27.9% in 2012 Vield on average taxable securities was 2.15%0i¥ compared to 2.09% in 20
while the taxable-equivalent yield on average tesrept securities was 3.14% in 2014 compared t0%8.262013.

The average volume of loans increased $130.9 milio 7% in 2014, compared to 2013. Loans made upd6®f average interes@arning
assets during 2014 compared to 67.7% during 2068n4 generally have significantly higher yields paned to securities and federal fu
sold and interedbearing deposits and, as such, have a more posifiget on the net interest margin. The yield oerage loans was 4.3t
during 2014 compared to 4.65% during 2013. Thedyiel average loans decreased 27 basis points d20itycompared to 2013. The yielc
average loans was negatively impacted by loweragmeespreads due to increased competition in ldamg@rduring 2014 compared to 2013.

Average deposits increased $111.9 million or 5%0dt4, compared to 2013. Average inteltgstring deposits increased $75.4 million in 2
compared to 2013, while average non-interest-bgatéposits increased $36.5 million in 2014 comp#&we2013. The ratio of average interest
bearing deposits to total average deposits was%e ™82014 compared to 78.3% in 2013. The cost efaye interedbearing deposits w
0.33% in 2014 compared to 0.36% in 2013. The dseréathe average cost of interbsiaring deposits during the comparable periods
primarily the result of decreases in interest ratisred on certain deposit products due to theilterest rate environment. Additionally,
relative proportion of higher-cost certificates dd#posit to total average interdstaring deposits decreased to 32.6% in 2014 fro@983r
2013.

The net interest spread was 3.42% in 2014 comparéd57% in 2013. The net interest spread, as aglthe net interest margin, will
impacted by future changes in short-term and l@mgy interest rate levels, as well as the impagifithe competitive environment.
discussion of the effects of changing interestsrate net interest income is set forth in ltem 7Aa@titative and Qualitative Disclosures Ak
Market Risk included elsewhere in this report.
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The following tables present, for the periods iatkd, information regarding: (i) the average badasiteet; (ii) the amount of interest incc
from interest-earning assets and the resulting alired yields (tax-exempt yields have been adjuste@ taxequivalent basis using 1
applicable Federal tax rate in each year); (i #mount of interest expense on intel@saring liabilities and the resulting annualizetes:
(iv) net interest income; (v) net interest rateesl; (vi) net interest income as a percentage efa@e interest-earning assetsef' interes
margin”); and (vii) the ratio of average interear@ing assets to average intefesaring liabilities. Investment securities are mbeized cos
for both held to maturity and available for salewséies. Loans include net unearned income, nfsroedl loan fees and costs and rameruing
loans. Dollar amounts are shown in thousands.

Interest-earning assets

Federal funds sold and other interest-earning

deposits
Investment securitie:
Taxable
Tax-exempt
Total investment securitie
Loans:
Commercial busines
Commercial mortgag
Residential mortgag
Home equity
Consumer indirec
Other consume
Total loans
Total interes-earning asse!
Less: Allowance for loan loss
Other nonintere-earning asse!
Total asset

Interest-bearing liabilities:
Deposits:
Interes-bearing deman
Savings and money mark
Certificates of depos

Total interes-bearing deposit
Shor-term borrowings

Total interes-bearing liabilities

Noninteres-bearing deposit
Other liabilities
Shareholder equity

Total liabilities and sharehold¢ equity

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

Ratio of average interest-earning assets to

average intere-bearing liabilities

Years ended December 3:

2014 2013 2012
Average Average Average
Average Average Average
Balance Interest Rate Balance Interest Rate Balance Interest Rate
$ 114 % - 0.14% $ 191 % - 0.1% $ 112 % - 0.2%
617,73t 13,30¢ 2.1t 601,14« 12,54: 2.0¢ 525,91. 12,20: 2.32
259,93! 8,151 3.14 233,06 7,572 3.2E 177,73: 6,52¢ 3.67
877,67: 21,45t 2.44 834,21 20,11: 2.41 703,64: 18,72¢ 2.6¢€
269,87 11,47: 4.2k 256,23t 11,31: 4.41 242,10( 11,26: 4.65
473,37. 23,34¢ 4.9 438,82: 21,87¢ 4.9¢ 407,73 22,18: 5.44
107,25 5,122 4.7¢ 123,27 6,17¢ 5.01 127,36 6,637 5.21
359,51 14,14¢ 3.94 304,86¢ 12,44¢ 4.0¢ 257,53 10,98¢ 4,27
651,27¢ 25,97( 3.9¢ 604,14 26,97¢ 4.47 533,58t¢ 27,37 5.1z
21,09¢ 2,39¢ 11.3¢ 24,08¢ 2,687 11.1¢ 25,05¢ 2,68¢ 10.77
1,882,38 82,45¢ 4.3¢ 1,751,43 81,46¢ 4,65 1,593,38 81,12: 5.0¢
2,760,17. 103,90¢ 3.7¢€ 2,585,84. 101,58: 3.92 2,297,141 99,85! 4,3t
27,45t 26,00( 24,30
261,88! 243,98 246,42:
$2,994,60. $2,803,82! $2,519,25:
$ 504,58 607 0.1z $ 488,04 72¢ 0.1  $ 423,09t 59¢ 0.14
783,78« 91z 0.12 727,73 97¢ 0.12 586,32 99¢ 0.17
624,29¢ 4.84¢ 0.7¢ 621,45! 4,897 0.7¢ 693,35:! 6,86¢€ 0.9¢
1,912,66 6,36¢€ 0.3¢ 1,837,23! 6,60( 0.3€ 1,702,77 8,462 0.5C
247 ,95¢ 91t 0.37 190,31( 737 0.3¢ 121,73! 58¢ 0.4¢
2,160,62. 7,281 0.3 2,027,54 7,33 0.3€ 1,824,51. 9,051 0.5C
545,90« 509,38: 430,24(
16,20: 14,20° 16,50¢
271,87 252,68t 247,99¢
$2,994,60: $2,803,82! $2,519,25!
$ 96,627 $ 94,24 $90,80(
3.42% 3.57% 3.85%
$ 599,55: $ 558,29: $ 472,62
3.5(% 3.64% 3.95%

127.7"%
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Rate /Volume Analysis

The following table presents, on a teguivalent basis, the relative contribution of aesin volumes and changes in rates to changesi
interest income for the periods indicated. The geaim interest not solely due to changes in volemeate has been allocated in proportio
the absolute dollar amounts of the change in eadh@gusands):

Change from 2014 to 2013 Change from 2013 to 2012
Increase (decrease) in Volume Rate Total Volume Rate Total
Interest income:
Investment securitie:
Taxable $ 351 $ 412 $ 765 $  1,64: $ (1,309 $ 33¢
Tax-exempt 85C (277 57¢ 1,861 (815) 1,04¢
Total investment securitie 1,201 141 1,34 3,50¢ (2,119 1,38t
Loans:
Commercial busines 58¢ (429 16C 64C (592) 48
Commercial mortgag 1,70¢ (239 1,467 1,62¢ (1,929 (3049)
Residential mortgag (77%) (277) (1,057) (209) (254) (469
Home equity 2,16¢ (461) 1,70: 1,94¢ (48€) 1,462
Consumer indirec 2,00¢ (3,019 (1,00€) 3,38: (3,77¢) (395)
Other consume (339 52 (287) (106 102 (3
Total loans 5,35¢ (4,369 98t 7,28( (6,93%) 34t
Total interest income 6,55¢ (4,229 2,321 10,78« (9,059 1,73(C
Interest expense
Deposits:
Interes-bearing deman 24 (14€) (122) 96 85 131
Savings and money mark 71 (13€) (65) 214 (239 (20
Certificates of depos 22 (69) (47) (662) (1,310 (1,979
Total interest-bearing
deposits 117 (357) (239 (353 (1,509 (1,862)
Shor-term borrowings 214 (36) 17¢ 283 (13%) 14¢€
Total interest expense 331 (387 (56) (70 (1,649 (1,719
Net interest income $ 6,22« $ (3,84)) $ 2,38t $ 10,85¢ $ (7,410 $ 3,44«

Provision for Loan Losses

The provision for loan losses is based upon chedi experience, growth or contraction of speagggments of the loan portfolio, and
estimate of losses inherent in the current loanf@ar. The provision for loan losses was $7.8 moill for the year ended December 31, 2
compared with $9.1 million for 2013. See the “Allamce for Loan Losses” section of this ManagenseDiscussion and Analysis for furtl
discussion.
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Noninterest Income

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

2014 2013 2012

Service charges on deposits $ 8,95/ $ 9,94¢ $ 8,627
ATM and debit carc 4,96: 5,09¢ 4,71¢
Insurance incom 2,39¢ 262 324
Investment advisor 2,13¢ 2,34¢ 2,104
Company owned life insurani 1,75z 1,70¢ 1,751
Investments in limited partnershi 1,10z 857 79¢
Loan servicing 56¢& 57C 617
Net gain on sale of loans held for s 313 117 1,421
Net gain on disposal of investment securi 2,041 1,22¢ 2,651
Net gain (loss) on sale and disposal of other a 69 (1039) (3871)
Amortization of tax credit investme (2,329 - -
Impairment charges on investment secur - - (97)
Other 3,372 2,801 2,24(

Total noninterest incomr $ 2535( $ 2483 $ 24,77

Service charges on deposits were $9.0 million f@t42 a decrease of $1.0 million or 10%, compare@Qb3. Service charges on dep
accounts for 2013 reflected a retail checking antaapositioning that involved simplifying the siibf products offered to customers
modifications to the fee structure for our accouAs noted at that time, the income from servicarghs on deposits subsequently stabiliz
customers determined the optimal mix of our proslaetd services to best suit their banking needse wtanaging the level of service chat
incurred.

ATM and debit card income for 2014 decreased $1Rfudand or 3% compared to 2013. The decrease nsply attributable to lowt
transaction volumes due to card reissuances assoaiéth third-party security breaches.

Insurance income of $2.4 million for 2014 was upl$aillion from 2013, reflecting 5 months of incorfiem the SDN acquisition.

Investment advisory income was $2.1 million for 20down $207 thousand or 9%, compared to 2013esdnd commissions fluctuate v
sales volume. Sales volume during 2014 was nedgtigacted by a longer-thammticipated conversion to a new clearing platfonatt bega
in late 2013. We have taken actions to addreskter sales volume, which includes the hiring ofvdeadership in late 2014.

During the second half of 2014 we purchased antiaddl $10.0 million of company owned life insurandhe rate of return on the comp
owned life insurance portfolio has declined withrked interest rates and the additional investmeas wot held long enough to hav
significant impact on 2014 income.

We have investments in limited partnerships, prilmamall business investment companies, and addouthese investments under the ec
method. Income from investments in limited parthgrs was $1.1 million and $857 thousand for theyeaded December 31, 2014 and 2
respectively. The income from these equity metimv@stments fluctuates based on the performandeeafriderlying investments.

Gains from the sale of loans held for sale incré&@96 thousand in 2014 compared to 2013. Theasergvas primarily due to higher marg
due to the timing of sales and fluctuation of ietgmates during the year.

During the year ended December 31, 2014 we recedrgains of $2.0 million from the sale of AFS sétes with an amortized cost totali
$79.6 million. The securities sold were comprisédoone pooled trust preferred security, three maygghacked securities and 20 age
securities. During 2013, we recognized gains toga$i1.2 million from the sale of four pooled trypseferred securities. The amount and tin
of our sale of investmentsecurities is dependent on a number of factordudirg our efforts to realize gains while prudenthanagin
duration, premium and credit risk.

During the fourth quarter of 2014 we recorded $giBion for the amortization, recognized as coritteeme, of a historic tax investment i
community-based project. These types of investmangtsfor the most part, fully amortized in thesfiyear the project is placed in service.

Other noninterest income increased $565 thousa@@%for the year ended December 31, 2014, compgar2dl3. Merchant services incol
dividends on FHLB stock and credit card correspohdecome comprised the majority of the year-oveatyincreases.
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Noninterest Expense

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

2014 2013 2012

Salaries and employee benefits $ 38,59 $ 37,82¢ $ 40,12;
Occupancy and equipme 12,82¢ 12,36¢ 11,41¢
Professional service 4,76( 3,83¢ 4,13
Computer and data process 3,01¢ 2,84¢ 3,271
Supplies and postag 2,05: 2,34z 2,491
FDIC assessmen 1,592 1,464 1,30(
Advertising and promotion 80¢ 89¢€ 92¢
Other 8,70¢ 7,861 7,721

Total noninterest expen: $ 7235 $ 69,44 $ 71,39

Salaries and employee benefits increased by $thisédnd or 2% when comparing 2014 to 2013. An isered $1.5 million in salaries expe!
was primarily due to the acquisition of SDN and Hieng of additional loan officers, partially offs by a decrease in severance expen
decrease of $765 thousand in employee benefitspriasrily due to lower expense related to our delibenefit retirement plan, partie
offset by higher medical expenses. We recognizednabined net periodic pension and pattrement expense of $128 thousand during
compared to $1.3 million during 2013. The numberfudf time equivalent employees increased to 62Datember 31, 2014 from 608
December 31, 2013.

Occupancy and equipment increased by $463 thousaddb when comparing 2014 to 2013. The increase puasarily related to high
contractual service expenses and incremental egpdram the SDN facility.

Professional services expense of $4.8 million in40ncreased $924 thousand or 24% from 2013. Theedses were largely due
professional services associated with the acqoisitf SDN, the hiring of additional loan officemsdarelated personnel as part of our expar
initiatives and other special projects.

Computer and data processing increased by $168&dhduor 6% when comparing 2014 to 2013. During28tE3, we ceased operations of
broker-dealer subsidiary and transferred the exjsbusiness to an outsourced clearing platformyltieg in higher thirdparty processir
expense.

Supplies and postage and advertising and promoggpsnse decreased, collectively, by $380 thousdreh comparing 2014 to 2013. 7
prior year amounts included expenses for additipniat materials related to our retail checking@at repositioning incurred during the f
quarter of 2013.

FDIC assessments increased $128 thousand or 9thefgrear ended December 31, 2014, compared to ABiE3increase in assessments
direct result of the growth in our balance sheet.

Other noninterest expense increased $844 thousahti% when comparing 2014 to 2013. The increaselargely due to higher intangit
asset amortization due to the SDN acquisition, dogtbwith an increase in electronic banking adéegitand deposit expenses.

The efficiency ratio for the year ended DecemberZ®il4 was 58.59% compared with 58.48% for 201% dtficiency ratio is calculated
dividing total noninterest expense, excluding otfeal estate expense and amortization of intangibets, by net revenue, defined as the
of tax-equivalent net interest income and noninterestrimecbefore net gains and impairment charges on timezg securities and amortizat
of tax credit investments. An increase in the éfficy ratio indicates that more resources are batiliged to generate the same volum
income, while a decrease indicates a more effic@#atation of resources.
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Income Taxes

We recorded income tax expense of $9.6 millionZ0t4, compared to of $12.4 million for 2013. Oueefive tax rate was 24.7% for 2(
compared to 32.7% for 2013. Effective tax ratesiamgacted by items of income and expense that areubject to federal or state taxat
Our effective tax rates reflect the impact of thigees, which include, but are not limited to, st income from taexempt securities a
earnings on company owned life insurance. In aolditihe lower effective tax rate in 2014 refletis historic tax credit benefit described ak
combined with New York State tax savings generatedur real estate investment trust, which becaffeeteve during February 2014 anc
discussed below.

During February 2014, the Bank formed a wholly-od/sebsidiary, Five Star REIT, Inc. (the “REIT"), asquire a portion of the Barkasset
which were primarily qualifying mortgage relateéis. The Bank made an initial contribution of magg related loans to the REIT in ret
for common stock of the REIT. The REIT has and ekpéo continue purchasing mortgage related losms the Bank on a periodic be
going forward. The REIT entered into service agreets with the Bank for administrative and investtrearvices. The formation of the RE
reduced 2014 tax expense by approximately $950stull

In March 2014, the New York legislature approvedraies in the state tax law that will be phasedver two years, beginning in 2015. ~
primary changes that impact us include the repttie Article 32 franchise tax on banking corparat (“Article 32A”) for 2015, expande
nexus standards for 2015 and a reduction in thpocate tax rate for 2016. We expect the repeal nicld 32A and the expanded ne
standards to lower our taxable income apportionedew York to 85% in 2015 from 100% in 2014. In &igd, the New York state income t
rate will be reduced from 7.1% to 6.5% in 2016. Téveer New York state taxes going forward redudeel benefit provided by our existi
deferred tax items, consequently we revalued oferdsl tax assets as of December 31, 2014, whighdi have a material impact on
consolidated statements of income and condition.
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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 between the years ended Dec&hp2013 and 2012 were impacted by the sigmfitams summarized below.

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

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

2012 Branch Acquisitions

During 2012, we successfully completed the acdaisivf eight retail bank branch locations in Upstitew York. Former HSBC Bank US
N.A. branches located in Albion, Elmira, Elmira Hleis, and Horseheads were acquired in August, amiting the former First Niag:
Bank, N.A. locations in Batavia, Brockport, Medimad Seneca Falls acquired in June. Through theisitgn we assumed deposits of $2¢
million and acquired irarket performing loans of $75.6 million. We corsithe acquisition of these branch offices to leaaked succes
We were able to integrate the offices and custaneounts seamlessly. Through detailed planningengeired that our sales and support
members were ready to assist customers with anstiqus or issues. The feedback we received frontostomers was positive and execu
on our detailed planning process ultimately resultedeposit retention rates that were better #vgrected. We incurred approximately §
million in pre-tax expense during 2012 relatedh® branch acquisitions.

For detailed information on the branch acquisitiaee Note 2, Business Combinations, of the noteerisolidated financial statements.

Net Interest Income and Net Interest Margin

Net interest income was $91.6 million in 2013, canga to $88.5 million in 2012. The taxable equinakedjustments of $2.6 million and $
million for 2013 and 2012, respectively, resultadfully taxable equivalent net interest income 882 million in 2013 and $90.8 million
2012.

During the first quarter of 2013, we utilized thegeeds of short-term FHLB advances to purchade-duglity investment securities as pat
a leverage strategy of approximately $100 millitme(“2013 leverage strategy"@ur purchase of investment securities was comprig
mortgage-backed securities, U.S. Government agemaid sponsored enterprise bonds ancexampt municipal bonds. All of the securi
purchased were of high credit quality with a lonmioderate duration. While the underlying leveragategy contributed to a lower net inte
margin, it successfully increased net interestimedy approximately $1.1 million for the year endtember 31, 2013.

Taxable equivalent net interest income of $94.2ionilfor 2013 was $3.4 million or 4% higher than120 The impact of a decline in aver
yields on our assets was diminished by a $288.Fomibr 13% increase in inter-earning assets. The average balance of loans ]
million or 10% to $1.75 billion, reflecting growth most loan categories.

The increase in taxable equivalent net interestrime was a function of a favorable volume varianedaance sheet changes in both vol
and mix increased taxable equivalent net interesime by $10.8 million, partially offset by an undaable rate variance that decreased ta:
equivalent net interest income by $7.4 million. Tdange in mix and volume of earning assets inecktaxable equivalent interest income
$10.8 million, while the change in volume and cosifion of interestearing liabilities decreased interest expense#tytiiousand, for a r
favorable volume impact of $10.8 million on taxablguivalent net interest income. Rate changes oningaassets reduced interest incom
$9.0 million, while changes in rates on interestring liabilities lowered interest expense byé$illion, for a net unfavorable rate impac
$7.4 million.

The net interest margin for 2013 was 3.64% comp#&weBl95% in 2012. Throughout 2013, margins in taeking industry were pressu
downward as higheyielding legacy assets rolled off and were reineésh a lower rate environment. The interest ratead decreased by
basis points to 3.57% for the year ended Decembe?@®13, as a 42 basis point decrease in the gieldarning assets more than offset th
basis point decrease in the cost of interest-bgdiabilities.
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For 2013, the yield on average earning assets9398.was 42 basis points lower than 2012. Loan yidlecreased 44 basis points to 4.¢
Commercial mortgage and consumer indirect loangairicular, down 45 and 66 basis points, respegtivexperienced lower yields giv
competitive pricing pressures andmeeing of loans in a lower interest rate enviromtne he yield on investment securities dropped 28
points to 2.41%, also impacted by the lower interate environment, prepayments of mortgaglated investment securities and the previc
mentioned 2013 leverage strategy. Overall, earagsgt rate changes reduced interest income byr#Bidh.

The average cost of interdstaring deposits was 0.36% in 2013, 14 basis ptoater than 2012, reflecting the low interest ratvironmen
mitigated by a focus on product pricing to retaaiamces. The cost of borrowings decreased 9 basigspto 0.39% for 2013. The interest:
bearing liability rate changes reduced interestasp by $1.6 million during 2013.

Average intereseéarning assets of $2.59 billion in 2013 were $288ilion or 13% higher than 2012. Average investirsgcurities increas
$130.6 million while average loans increased $158illion or 10%. The growth in average loans wampdsed of increases in most It
categories, with consumer and commercial loansliH million and $45.2 million, respectively, palty offset by a $4.1 million decrease
residential mortgage loans.

Average interest-bearing liabilities of $2.03 fifiiin 2013 were up $203.0 million or 11% versus20@n average, interebearing deposi
grew $134.5 million, while average noninterbstaring demand deposits increased by $79.1 millitre. increase in average deposits ref
the full-year impact of the deposits acquired in the 20Ehdh acquisitions. Average borrowings increased@68llion, largely due to tt
incremental borrowings associated with the previoogentioned 2013 leverage strategy.

Provision for Loan Losses

The provision for loan losses was $9.1 million ttee year ended December 31, 2013 compared withr§iflidn for 2012.

Noninterest Income

Service charges on deposits were $9.9 million &3 an increase of $1.3 million or 15%, compaedd12. ATM and debit card income v
$5.1 million for 2013, an increase of $382 thousan®%, compared to 2012. These increases reftdame related growth in fees result
from the 2012 branch acquisitions coupled withdbeond quarter 2013 retail checking account reipasiig that involved simplifying the su
of products offered to customers and modificatitmshe fee structure for our accounts. Our fee a@process was also reevaluated, w
resulted in a reduction in the number of fee waivard an increase in service charges.

Investment advisory income was $2.3 million for 20lip $240 thousand or 11%, compared to 2012,essdad commissions fluctuate v
sales volume, which increased during 2013 as dtrefsiavorable market conditions and new busirgggortunities.

Loan servicing income was $570 thousand in 2018,nd$47 thousand or 8%, compared to 2012. The deereas a result of more ra
amortization of servicing rights due to loans payoff and lower fees collected due to a decreagbansold and serviced portfolio parti
offset by adjustments to the valuation allowanaectpitalized mortgage servicing assets.

Gains from the sale of loans held for sale decr:&4e3 million in 2013 compared to 2012. The deseeaas primarily due to a reductior
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 securitiesev$1.2 million for the year ended December 3132@ompared to $2.7 million for the y
ended December 31, 2012. During 2013, we recogriaéts totaling $1.2 million from the sale of fgquvoled trustpreferred securities. N
gains for 2012 included $2.6 million from the safdive pooled trust-preferred securities.

Other noninterest income increased $564 thousadd%for the year ended December 31, 2013, compgar2dl12. Merchant services incol
rental income and income from our investment iresgMimited partnerships comprised the majorityhaf year-over-year increase.
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Noninterest Expense

Salaries and employee benefits decreased $2.2mdli 6% when comparing 2013 to 2012. Includedaiarges and employee benefits for
year ended December 31, 2012 are-tax costs of approximately $2.9 million that weredrred in association with the 2012 bre
acquisitions and retirement of our former CEQ. Atidjusting for these expenses, the increase amisaland employee benefits for 2013 w
compared to the prior year is primarily attributalbd annual merit increases. The number of fuletequivalent employees decreased to 6
December 31, 2013 from 628 at December 31, 2012.

Occupancy and equipment expense increased by $848and or 8% when comparing 2013 to 2012. Thease was primarily related to
growth in the branch network related to the bramotuisitions combined with increased snow remowats

Professional services expense of $3.8 million ih®@6ecreased $297 thousand or 7% from 2012. Exgjuiie expenses related to the -
branch acquisitions, the increase in professioeak fwas due in part to executive management ti@msiand other corporate governe
initiatives.

Computer and data processing and supplies andgeostgpense decreased, collectively, by $578 thausdren comparing 2013 to 20

Excluding the expenses related to the 2012 braeduisitions, the increase was primarily due to bigprinting costs resulting from t
previously mentioned retail checking account refmsing.

FDIC assessments increased $164 thousand or 13thefgear ended December 31, 2013, compared to. JBE2increased assessments |
direct result of the growth in our balance sheet.

The efficiency ratio for the year ended December2Bl 3 was 58.48% compared with 62.87% for 2012. ZB12 efficiency ratio was eleva
as a result of the aforementioned expenses assdaidgth our 2012 branch acquisitions and the netiet of our former CEO.
Income Taxes

We recognized income tax expense of $12.4 millionZ013 compared to $11.3 million for 2012. Thehi@igtax provision was primar
attributable to a $3.1 million increase in pia&-income when comparing 2013 to 2012. Our effectax rate was 32.7% for 2013 compare
32.6% for 2012.
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ANALYSIS OF FINANCIAL CONDITION

OVERVIEW

At December 31, 2014, we had total assets of #3l06n, an increase of 5% from $2.93 billion as¥cember 31, 2013, largely attributabl
our continued loan growth and higher investmentisgcbalances. Net loans were $1.88 billion aPetember 31, 2014, up $77.5 million
4%, when compared to $1.81 billion as of Decemiier2®13. The increase in net loans was primartiybatable to organic growth, primar
in home equity and consumer indirect loans. gerforming assets totaled $10.3 million as of Deoen31, 2014, down $6.7 million fron
year ago. Total deposits amounted to $2.45 biliierof December 31, 2014, up $130.5 million or 6&tnpared to December 31, 2013. A
December 31, 2014, borrowed funds totaled $3341Bomi compared to $337.0 million as of December 2013. Book value per comm
share was $18.57 and $17.17 as of December 31, &1 £2013, respectively. As of December 31, 2014total shareholdersquity wa:
$279.5 million compared to $254.8 million a yearliea

INVESTING ACTIVITIES
The following table summarizes the composition wf available for sale and held to maturity secupibytfolios (in thousands).

Investment Securities Portfolio Composition
At December 31,
2014 2013 2012
Amortized Amortized Amortized
Fair Fair Fair
Cost Value Cost Value Cost Value

Securities available for sale:
U.S. Government agency and governr-sponsored enterprise securi $160,33: $160,47' $135,84( $134,45. $128,09° $131,69!

State and political subdivisiol - - - - 188,99 195,21(
Mortgagebacked securitie:
Agency mortgag-backed securitie 458,95¢ 460,57( 482,30¢ 473,08: 479,910 494,77(
Non-Agency mortgac-backed securitie - 1,21¢ - 1,467 73 1,09¢
Asse-backed securitie - 231 18 39¢ 121 1,02¢
Total available for sale securiti 619,29 622,49: 618,16t 609,400 797,20: 823,79t
Securities held to maturity:
State and political subdivisiol 277,27, 281,38 249,78" 250,65 17,90t 18,47¢
Mortgage-backed securitie 17,16¢ 17,311 - - - -
Total held to maturity securitie 294,43t 298,69' 249,78' 250,65 17,90t 18,47¢
Total investment securitie $913,73. $921,18{ $867,95. $860,05 $815,10¢ $842,27:

Our investment policy is contained within our overssetLliability Management and Investment Policy. Thidippdictates that investme
decisions will be made based on the safety ofriiestment, liquidity requirements, potential regjroash flow targets, need for collateral
desired risk parameters. In pursuing these objstiwe consider the ability of an investment tovigle® earnings consistent with factors
quality, maturity, marketability, pledgeable natwaed risk diversification. Our Treasurer, guided AyCO, is responsible for investmt
portfolio decisions within the established policies

During the year ended December 31, 2014, we trenesfé&12.8 million of available for sale (“AFSi)ortgage backed securities to the he
maturity (“HTM") category, reflecting our intent to hold those siéi@s to maturity. During the year ended DecemiderZ®13, we transfern
$227.3 million of available for sale state and neipal debt securities to the held to maturity catggTransfers of investment securities
the held to maturity category from the available $ale category are made at fair value at the ofateansfer. The related unrealized holc
gains/losses that were included in the transferetsned in accumulated other comprehensive incangein the carrying value of the helc
maturity securities. These amounts will be amodtizs an adjustment to interest income over theiréngglife of the securities. This will offs
the impact of amortization of the net premium cedah the transfer. There were no gains or lossesgnized as a result of this transfer.

Our AFS investment securities portfolio increas&8.$ million, from $609.4 million at December 3013 to $622.5 million at December
2014. The increase was largely attributable a chamghe net unrealized gain/loss on the AFS pliotf©ur AFS portfolio a had net unreali:
gain totaling $3.2 million at December 31, 2014 paned to net unrealized loss of $8.8 million at ®aber 31, 2013. The unrealized gait
the AFS portfolio was predominantly caused by clesng market interest rates. The fair value of nodshe investment securities in the £
portfolio fluctuates as market interest rates cleanbhe transfers of securities from AFS to HTM asgected to reduce the fair va
fluctuations in the available for sale portfolio.
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During the year ended December 31, 2014 we recedrgains of $2.0 million from the sale of AFS ségs with an amortized cost totali
$79.6 million. The securities sold were comprisédoone pooled trust preferred security, three majgghacked securities and 20 age
securities.

Impairment Assessment

We review investment securities on an ongoing bé&mighe presence of other-than-temporary impaitm{®@@TTI") with formal review
performed quarterly. Declines in the fair valuehefd to maturity and available for sale securibefow their cost that are deemed to be ¢
than temporary are reflected in earnings as rahlizeses to the extent the impairment is relatectedit losses or the security is intended t
sold or will be required to be sold. The amounths impairment related to namedit related factors is recognized in other caghpnsiv
income. Evaluating whether the impairment of a daturity is other than temporary involves assesisjrthe intent to sell the debt security
ii.) the likelihood of being required to sell thecsirity before the recovery of its amortized caatib. In determining whether the OTTI inclu
a credit loss, we use our best estimate of theeptemlue of cash flows expected to be collectethfthe debt security considering factors ¢
as: a.) the length of time and the extent to witighfair value has been less than the amortizedhasss, b.) adverse conditions specific
related to the security, an industry, or a geogaptea, c.) the historical and implied volatildf the fair value of the security, d.) the payn
structure of the debt security and the likelihoddhe issuer being able to make payments that aserén the future, e.) failure of the issue
the security to make scheduled interest or prin@agments, f.) any changes to the rating of thmisy by a rating agency, and g.) recove
or additional declines in fair value subsequerthtobalance sheet date.

As of December 31, 2014, we do not have the irttesell any of our securities in a loss positiod are believe that it is not likely that we v
be required to sell any such securities beforeatitecipated recovery of amortized cost. The unrzedlilosses are largely due to increas
market interest rates over the yields availablthattime the underlying securities were purcha3ée. fair value is expected to recover as
bonds approach their maturity date, repricing aaté market yields for such investments declines @6 not believe any of the securities
loss position are impaired due to reasons of cipatiity. Accordingly, as of December 31, 2014, se&icluded that unrealized losses on
investment securities are temporary and no fuith@airment loss has been realized in our cons@diatatements of income. The follow
discussion provides further details of our asseasfethe securities portfolio by investment catggo

U.S. Government Agencies and Government Sponsorechterprises (“GSE”). As of December 31, 2014, there were 22 securitiear
unrealized loss position in the U.S. Governmennags and GSE portfolio with unrealized losseslitmge$975 thousand. Of these, 11 wer
an unrealized loss position for 12 months or loreget had an aggregate fair value of $41.1 milliod anrealized losses of $898 thousand.
decline in fair value is attributable to changesriterest rates, and not credit quality, and besaus do not have the intent to sell tt
securities and it is likely that we will not be tepd to sell the securities before their anticgatecovery, we do not consider these securit
be other-than-temporarily impaired at December2814.

State and Political SubdivisionsAs of December 31, 2014, the state and politichtsusions (“municipal securities’ortfolio totaled $277.
million, all of which was classified as HTM. As tifat date, each of the 55 municipal securitiesniruarealized loss position had been ii
unrealized loss position for less than 12 montl®sE securities had an aggregate fair value of$talion and unrealized losses totaling $
thousand.

All municipal securities are NYS tax exempt issughough there has been a considerable amounegétive discussion in recent ye
regarding municipal bond insurers, and severahefrhunicipal bond insurers have been downgradede tis no indication to date that
underlying credit issuers (counties, towns, villsgeities, schools, etc.) are likely to default teir respective debt. Additionally 1
overwhelming majority (measured in dollars) of tmenicipal bonds are bank qualified general oblmatissues which require the tax
authority to increase taxes as needed to repalyahe holders.

The decline in fair value is attributable to chasg interest rates, and not credit quality, andabee we do not have the intent to sell t
securities and it is not likely that we will be taepd to sell the securities before their anticdgatecovery, we do not consider these securit
be other-than-temporarily impaired at December2814.

Agency Mortgage-backed SecuritiesWith the exception of the non-Agency mortgage-bdckecurities (“non-Agency MBS™Jliscusse
below, all of the mortgagkacked securities held by us as of December 314,20&re issued by U.S. Government sponsored entitig
agencies (“Agency MBS"primarily FNMA and FHLMC. The contractual cash flewf our Agency MBS are guaranteed by FNMA, FHL
or GNMA. The GNMA mortgage-backed securities arekiea by the full faith and credit of the U.S. Gaveent.

As of December 31, 2014, there were 45 securitigbeé AFS Agency MBS portfolio that were in an wlized loss position. Of these, 40 w
in an unrealized loss position for 12 months omglemand had an aggregate fair value of $166.9anillind unrealized losses of $4.8 mill
Given the high credit quality inherent in Agency BBve do not consider any of the unrealized loasesf December 31, 2014 on such MB
be credit related or other-tha@mporary. As of December 31, 2014, we did notnidt® sell any Agency MBS that were in an unrealiles:
position, all of which were performing in accordanwith their terms.
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The HTM Agency MBS portfolio consists entirely oR@ eligible securities, totaling $17.2 million af @Becember 31, 2014. None of th
securities were in an unrealized loss position.

Non-Agency Mortgage-backed SecuritiesOur nonAgency MBS portfolio consists of positions in twaivately issued whole lo:
collateralized mortgage obligations with a fairualand net unrealized gains of $1.2 million as e€&@nber 31, 2014. As of that date, eac
the two non-Agency MBS were rated below investnggatie. None of these securities were in an uneshlizss position.

Asset-backed Securities (*“ABS”).Our ABS portfolio consisted of one security witHaér value and unrealized gain of $231 thousandf
December 31, 2014. As of December 31, 2014, the #&8rity was rated below investment grade.

Other Investments.As a member of the FHLB, the Bank is required tlheHLB stock. The amount of required FHLB stoclb&sed on tt
Bank’s asset size and the amount of borrowings fronfthleB. We have assessed the ultimate recoveralfityur FHLB stock and belie
that no impairment currently exists. As a membethef FRB system, we are required to maintain aiipdénvestment in FRB stock based
a ratio relative to our capital. At December 31120our ownership of FHLB and FRB stock totaled .$1%illion and $3.9 million, respective
and is included in other assets and recorded atwbich approximates fair value.

LENDING ACTIVITIES

Total loans were $1.91 billion at December 31, 2Giincrease of $78.4 million or 4% from Decembikr2013. Commercial loans increa
$7.5 million and represented 38.9% of total loantha end of 2014. Residential mortgage loans #&@0.1 million, down $12.9 million
11% and represented 5.2% of total loans at DeceBhe2014, while consumer loans increased $83.Bomilo represent 55.9% of total lo:
at December 31, 2014. The composition of our loamf@io, excluding loans held for sale and incluglinet unearned income and net defe
fees and costs, is summarized as follows (in thodsa

Loan Portfolio Composition
At December 31,

2014 2013 2012 2011 2010
Amount Percent Amount Percent Amount Percent Amount Percent Amount Percent
Commercial business $ 267,40¢ 14.(% $ 265,76¢ 145% $ 258,67! 15.2% $ 233,83t 15.%% $ 211,03: 15.™%
Commercial mortgag 475,09: 24.€ 469,28:  25.€ 413,32 24.2 393,24  26.t 352,93(  26.z
Total commercia 742,50. 38.¢ 735,05( 40.1 671,99¢ 39. 627,08( 42.2 563,96 41.€
Residential mortgag 100,10: 5.2 113,04¢ 6.2 133,52( 7.€ 113,91: 7.7 129,58( 9.€
Home equity 386,61! 20.2 326,08t 17.¢ 286,64¢ 16.¢ 231,76t 15.€ 208,32° 15t
Consumer indirec 661,67. 34.€ 636,36¢ 34.7 586,79 34. 487,71. 32.¢ 418,01¢ 31.1
Other consume 21,110 1.1 23,07( 1.2 26,76¢ 1.€ 24,30¢ 1.€ 26,10¢ 1.€
Total consume 1,069,401 55.€ 985,52: 53.7 900,200 52.¢ 743,78!  50.1 652,44¢ 48.F
Total loans 1,912,00: 100.% 1,833,61' 100.% 1,705,721 100.(% 1,484,77' 100.(% 1,345,991 100.(%
Allowance for loan losse 27,63’ 26,73t 24,71« 23,26( 20,46¢
Total loans, ne $ 1,884,36 $ 1,806,88 $ 1,681,01 $ 1,461,51 $ 1,325,522

As of December 31, 2014 and 2013, our resident@tgage portfolio included $15.7 million and $1®8lion, respectively, of loans acquit
during the 2012 branch acquisitions and $84.4 onilland $93.2 million of organic loans, respectivélfe decrease in organic residel
mortgage loans from $113.9 million to $105.3 millito $93.2 million to $84.4 million for the perioéading December 31, 2011, 2012, 2
and 2014, respectively, and the increase in consurdiect loans from $487.7 million to $586.8 riah to $636.4 million to $661.7 million f
the same periods reflects a strategic shift toease our consumer indirect and home equity loatfgtios, while placing less emphasis
expanding our residential mortgage loan portfamjpled with our practice of selling the majorifyonr fixedrate residential mortgages in
secondary market with servicing rights retained.

Commercial loans increased during 2014 as we aoetirour commercial business development efforts. dradit risk related to commerc
loans is largely influenced by general economicdétions and the resulting impact on a borrowesperations or on the value of underh
collateral.

We participate in various lending programs in whicfarantees are supplied by U.S. government agerstieh as the SBA, U.S. Departmel
Agriculture, Rural Economic and Community Developinand Farm Service Agency, among others. As ofeBdxer 31, 2014, the princi|
balance of such loans (included in commercial Ipavess $55.0 million and the guaranteed portion amwa to $33.5 million. Most of the
loans were guaranteed by the SBA.
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Commercial business loans were $267.4 million atehd of 2014, up $1.6 million since the end of2aGind comprised 14.0% of total lo
outstanding at December 31, 2014, compared to 14iBecember 31, 2013. We typically originate besfsloans of up to $15.0 million
small to midsized businesses in our market area for workingalapquipment financing, inventory financing, aaoats receivable financing,
other general business purposes. Loans of thisaygén a diverse range of industries. Within tbenmercial business classification, loan
finance agricultural production totaled approxinhaté% of commercial business loans as of DecembefB814. As of December 31, 20
commercial business SBA loans accounted for a tdt&B4.2 million or 13% of our commercial businésan portfolio.

Commercial mortgage loans totaled $475.1 milliomatember 31, 2014, up $5.8 million from Decemler®13, and comprised 24.9%
total loans, compared to 25.6% at December 31, .2Gb8hmercial mortgage loans include both owner piazliand norewner occupie
commercial real estate loans. Approximately 45% 44 of our commercial mortgage portfolio at DecemBl, 2014 and 2013, respectiv
was owner occupied commercial real estate. The nihajof our commercial real estate loans are setime office buildings, manufacturi
facilities, distribution/warehouse facilities, angtail centers, which are generally located in logal market area. As of December 31, 2
commercial mortgage SBA loans accounted for a tft&fL5.1 million or 3% of our commercial mortgdgan portfolio.

Our current lending standards for commercial rathte and real estate construction lending arerdeted by property type and specifici
address many criteria, including: maximum loan anteumaximum loan-to-value (“LTV"), requirements fare-leasing or preales, minimut
debtservice coverage ratios, minimum borrower equityd anaximum loan to cost. Currently, the maximummdgsad for LTV is 85%, wit
lower limits established for certain higher risbég, such as raw land which has a 65% LTV maximum.

Residential mortgage loans totaled $100.1 millibtha end of 2014, down $12.9 million or 11% frdne &nd of the prior year and compri
5.2% of total loans outstanding at December 314281d 6.2% at December 31, 2013. Residential mgetd@ans include conventional fi
lien home mortgages. We generally limit the maximioan to 85% of collateral value without credit anbement (e.g. personal mortg
insurance). As part of management’s historical figacof originating and servicing residential magg loans, the majority of our fixeete
residential mortgage loans are sold in the secgndwrket with servicing rights retained. Residdntieortgage products continue to
underwritten using FHLMC and FNMA secondary mankgtjuidelines.

Consumer loans totaled $1.07 billion at Decembe2814, up $83.9 million or 9% compared to 2013 eepresented 55.9% of the 2014 yea
end loan portfolio versus 53.7% at yeard 2013. Loans in this classification include iadi consumer, home equity and other cons
installment loans. Credit risk for these typesadris is generally influenced by general economiditions, the characteristics of individ
borrowers, and the nature of the loan collaterédkfof loss are generally on smaller average bakper loan spread over many borrov
Once charged off, there is usually less opportuioityecovery on these smaller retail loans. Cradik is primarily controlled by reviewing t
creditworthiness of the borrowers, monitoring pagirf@stories, and taking appropriate collateral gndranty positions.

Consumer indirect loans amounted to $661.7 millibBecember 31, 2014 up $25.3 million or 4% compane2013, and represented 34.6¢
the 2014 year-end loan portfolio versus 34.7% arged 2013. The loans are primarily for the purchafsautomobiles (both new and us
and light duty trucks primarily by individuals, balso by corporations and other organizations. [@has are originated through dealerships
assigned to us with terms that typically range figfrto 84 months. During the year ended Decembe?@®14, we originated $305.6 million
indirect loans with a mix of approximately 41% neehicles and 59% used vehicles. This compares$@@6.4 million in indirect loans with
mix of approximately 47% new vehicles and 53% usekicles for the same period in 2013. Changes irketaonditions in 2013 continu
into 2014, reflected in the decrease in the peacgndf loans for new autos. An industry wide insecin new vehicle sales volume has ca
many finance competitors to focus on the finan@hgew vehicles. This increased competition haslted in a change in the mix of new/u
vehicles financed. We do business with over 400dhé&ed auto dealers located in Western, Centndltlze Capital District of New York, a
Northern Pennsylvania. The average FICO score dar indirect loan production was 722 and 719 duthgyears ended December 31, 2
and 2013, respectively.

The home equity portfolio consists of both linestédit and loans. Home equities amounted to $38flln at December 31, 2014 up $6
million or 19% compared to 2013, and represented%0f the 2014 year-end loan portfolio versus %/ & yearend 2013. The portfolio h.
a weighted average LTV at origination of approxiehats7% and 55% at December 31, 2014 and 2013ecésply. Approximately 80% ai
76% of the loans in the home equity portfolio wérst lien positions at December 31, 2014 and 20&8pectively. We continue to grow
home equity portfolio as the lower origination castd convenience to customers has made these psatuincreasingly attractive alterna
to conventional residential mortgage loans.

Our underwriting guidelines for home equity produicicludes a combination of borrower FICO (credirs), the LTV of the property secur
the loan and evidence of the borrower having siefficincome to repay the loan. Currently, for hoegeiity products, the maximum accept:
LTV is 90%. The average FICO score for new homdtgguroduction was 751 and 749 during the yearsedridecember 31, 2014 and 2(
respectively.
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Other consumer loans totaled $21.1 million at Ddwem31, 2014, down $2.0 million or 8% compared @2 and represented 1.1% of
2014 year-end loan portfolio versus 1.2% at yead-2013. Other consumer loans consist of perdoant (collateralized and uncollateraliz
and deposit account collateralized loans.

Factors that are important to managing overall itigaality are sound loan underwriting and admiaison, systematic monitoring of exist
loans and commitments, effective loan review ommagoing basis, early identification of potentiabplems, 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 sound @msistent credit decisions are mi
Credit risk is controlled by detailed underwritipgpcedures, comprehensive loan administration penidic review of borrowergutstandin
loans and commitments. Borrower relationships arenélly reviewed and graded on an ongoing basisefoly identification of potenti
problems. Further analyses by customer, industng, geographic location are performed to monitondss financial performance, &
concentrations.

Our loan portfolio is widely diversified by types$ borrowers, industry groups, and market areasiwittur core footprint. Significant lo
concentrations are considered to exist for a fir@nostitution when there are amounts loaned tmerous borrowers engaged in sirr
activities that would cause them to be similarlypaunted by economic or other conditions. At Decen®ier2014, no significant concentratic
as defined above, existed in our portfolio in esoes10% of total loans.

Loans Held for Sale and Loan Servicing RightsLoans held for sale (not included in the loan mitf composition table) were entir
comprised of residential real estate mortgages@tated $755 thousand and $3.4 million as of Deaam8, 2014 and 2013, respectively.

We sell certain qualifying newly originated or refhced residential real estate mortgages on thendary market. Residential real es
mortgages serviced for others, which are not ireiuoh the consolidated statements of financial @@ amounted to $215.2 million a
$237.9 million as of December 31, 2014 and 201sheetively.

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

Loan Loss Analysis
Year Ended December 31,

2014 2013 2012 2011 2010
Allowance for loan losses, beginning of year $ 26,73¢ $ 24,71« $ 23,26( $ 20,46¢ $ 20,74:
Chargeoffs:
Commercial busines 204 1,07( 72¢ 1,34¢ 3,42¢
Commercial mortgag 304 552 74k 751 263
Residential mortgag 19C 411 32¢ 152 29C
Home equity 34( 391 30¢ 44¢ 25¢
Consumer indirec 10,00« 8,12¢ 6,58¢ 4,71: 4,66¢
Other consume 972 92¢ 874 871 90¢
Total charg-offs 12,01« 11,47¢ 9,56¢ 8,28¢ 9,81¢
Recoveries
Commercial busines 201 34¢ 33€ 401 32¢
Commercial mortgag 142 31¢ 261 24¢ 501
Residential mortgag 39 54 13C 9C 21
Home equity 56 157 44 44 36
Consumer indirec 4,321 3,161 2,76¢ 2,06¢ 1,48¢
Other consume 36€ 381 354 45€ 48t
Total recoverie: 5,12¢ 4,421 3,89¢ 3,30z 2,854
Net charg-offs 6,88¢ 7,057 5,67¢ 4,98¢ 6,96
Provision for loan losse 7,78¢ 9,07¢ 7,12¢ 7,78( 6,68
Allowance for loan losses, end of ye $ 27637 $ 26,73 $ 2471c $ 2326( $ 20,46¢
Net charg-offs to average loar 0.37% 0.4(% 0.3¢% 0.3€% 0.5%
Allowance to end of period loal 1.45% 1.4€% 1.45% 1.5%% 1.52%
Allowance to end of period n~performing loan: 272% 161% 271% 32%% 27(%
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The following table sets forth the allocation oé thilowance for loan losses by loan category deetiates indicated. The allocation is mad
analytical purposes and is not necessarily indieati the categories in which actual losses mayiodhe total allowance is available to ab:
losses from any segment of the loan portfolio lfiousands).

Allowance for Loan Losses by Loan Categor
At December 31,

2014 2013 2012 2011 2010
Percentage Percentage Percentagt Percentagt Percentage
of loans by of loans by of loans by of loans by of loans by

Loan category tc  Loan category tc  Loan category tc  Loan category tc  Loan category tc

Loss Loss Loss Loss Loss

Allowance total loans Allowance total loans Allowance total loans Allowance total loans Allowance total loans

Commercial business $ 5,621 14.(% $ 4,277 14.5% $ 4,88¢ 15.2% $ 4,03¢ 15.7% $ 3,712 15.7%
Commercial mortgag 8,12: 24.¢ 7,74 25.€ 6,581 24.2 6,41¢ 26.5 6,431 26.2
Residential mortgag 57C 5.2 67€ 6.2 74C 7.€ 85¢ 7.7 1,01z 9.€
Home equity 1,48t 20.z 1,367 17.¢ 1,28: 16.¢ 1,24: 15.€ 972 15.t
Consumer indirec 11,38: 34.€ 12,23( 34.7 10,71¢ 34.4 10,18¢ 32.¢ 7,75¢ 31.1
Other consume 45€ 1.1 447 1.2 512 1.€ 517 1.€ 584 1.6

Total $27,637 100.(% $26,73¢ 100.(% $24,71: 100.(% $23,26( 100.(% $20,46¢ 100.(%

Management believes that the allowance for loagel®st December 31, 2014 is adequate to cover lgelmsses in the loan portfolio at t
date. Factors beyond our control, however, sucheagral national and local economic conditions, adwversely impact the adequacy of
allowance for loan losses. As a result, no asseraan be given that adverse economic conditionstler circumstances will not result
increased losses in the portfolio or that the adloee for loan losses will be sufficient to meetuatioan losses. See Part I, Item 1Risk
Factors”for the risks impacting this estimate. Managemesatsents a quarterly review of the adequacy of tloevance for loan losses to ¢
Board of Directors based on the methodology thateiscribed in further detail in Part I, Iltem | “Bosss” under the section titled.éndincg
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,
2014 2013 2012 2011 2010

Non-accruing loans

Commercial busines $ 4,28t $347/ $ 3,41 $1,25¢ $ 947
Commercial mortgag 3,02( 9,66: 1,79¢ 2,92¢ 3,10(¢
Residential mortgag 1,19¢ 1,07¢ 2,04( 1,64¢ 2,10z
Home equity 462 92t 93¢ 682 87t
Consumer indirec 1,16¢ 1,471 891 55¢ 514
Other consume 11 5 25 - 41
Total nor-accruing loan: 10,14¢ 16,61¢ 9,107 7,071 7,57¢
Restructured accruing loa - - - - -
Accruing loans contractually past due over 90 ¢ 8 6 18 5 3
Total nor-performing loan: 10,15 16,62: 9,12¢ 7,07¢ 7,58z
Foreclosed asse 194 33¢ 184 475 741
Non-performing investment securiti - 12¢ 758 1,63¢ 572
Total nor-performing asset $10,34. $17,08: $10,06: $9,187 $8,89¢
Non-performing loans to total loai 0.53% 0.91% 0.52% 0.4&%  0.5¢%
Non-performing assets to total ass 0.3%% 0.58% 0.3¢% 0.3% 0.4(%

Non-performing assets include non-performing loansedmsed assets and non-performing investment iiesurNonperforming assets
December 31, 2014 were $10.3 million, a decreas&6of million from the $17.1 million balance at @edber 31, 2013. The prim:
component of non-performing assets is penforming loans, which were $10.1 million or 0.53%total loans at December 31, 201
decrease of $6.5 million from $16.6 million or 0%8Df total loans at December 31, 2013.
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Approximately $3.8 million, or 37%, of the $10.1Ihoin in nonperforming loans as of December 31, 2014 were oumgth respect t
payment of principal and interest, but were clasdifis noraccruing because repayment in full of principal/andhterest was uncertain. |
non-accruing loans outstanding as of December 31, 20k4amount of interest income forgone totaled $@usand. Included in nonacct
loans are troubled debt restructurings (“TDR&"$3.0 million and $8.9 million at December 31120and 2013, respectively. We had no T
that were accruing interest as of December 31, 2012013. The decrease in nparforming loans and TDRs was driven by the regmh,
during the second quarter of 2014, of a single censial mortgage which had been modified as a temildebt restructuring and placec
nonaccrual status during the fourth quarter 2013.

Foreclosed assets consist of real property formgdyged as collateral for loans, which we haveuasied through foreclosure proceeding
acceptance of a deed in lieu of foreclosure. Foeed asset holdings represented four propertiabrigt$194 thousand at December 31, :
and four properties totaling $333 thousand at Ddxeer1, 2013.

During 2014 the last of the remaining nperforming pooled trust preferred investment séisiwas sold. These securities had |
transferred to non-performing status in years god2010 and included in non-performing assetsiatvalue.

Potential problem loans are loans that are cugrgratforming, but information known about possibtedit problems of the borrowers cat
us to have concern as to the ability of such boerswwo comply with the present loan payment terntsraay result in disclosure of such lo
as nonperforming at some time in the future. Theses remain in a performing status due to a wadéfactors, including payment history,
value of collateral supporting the credits, angiersonal or government guarantees. We consides ldassified as substandard, which coni
to accrue interest, to be potential problem lo&¥s.identified $13.7 million and $9.7 million in losa that continued to accrue interest w
were classified as substandard as of December034, @nd 2013, respectively.

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

At December 31,

2014 2013 2012
Amount Perceni Amount Percenti Amount Percenti
Noninteres-bearing demand $ 571,26( 23.2% $ 535,47 23.1% $ 501,51« 22.2%
Interes-bearing deman 490,19( 20.C 470,73: 20.2 449,74« 19.¢
Savings and money mark 795,83! 32.t 717,92¢ 30.¢ 655,59¢ 28.¢
Certificates of deposit < $100,0! 347,89¢ 14.2 369,91! 16.C 432,50¢ 19.2
Certificates of deposit of $100,000 or m 245,34 10.C 226,00¢ 9.7 222,43 9.8
Total deposit: $2,450,52 100.(% $2,320,05! 100.(% $2,261,79 100.(%

We offer a variety of deposit products designedttoact and retain customers, with the primary $ooun building and expanding lorerr
relationships. At December 31, 2014, total deposise $2.45 billion, representing an increase &8 million for the year. Certificates
deposit were approximately 24% and 26% of totalodép at December 31, 2014 and 2013, respectiizapositors remain hesitant to inves
time deposits, such as certificates of depositldog periods due to the low interest rate envireninThis has resulted in lower amounts b
placed in time deposits for generally shorter terms

Nonpublic deposits, the largest component of omdfing sources, totaled $1.84 billion and $1.79idsillat December 31, 2014 and 2(
respectively, and represented 75% and 77% of tepbsits as of the end of each period, respectiWlky have managed this segmer
funding through a strategy of competitive pricitgtt minimizes the number of customer relationskiias have only a single service high
deposit account.

As an additional source of funding, we offer a &griof public (municipal) deposit products to thevhs, villages, counties and school dist
within our market. Public deposits generally rarfgam 20% to 30% of our total deposits. There isighhdegree of seasonality in t
component of funding, because the level of depesities with the seasonal cash flows for theseipuistomers. We maintain the neces
levels of shorterm liquid assets to accommodate the seasonabiycéated with public deposits. Total public detssiere $607.5 million at
$533.5 million at December 31, 2014 and DecembgeRB13, respectively, and represented 25% and Z3%ad deposits as of the end of e
period, respectively. The increase in public degsoduring 2014 was due largely to seasonality aadiplith successful business developr
efforts.
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We had no traditional brokered deposits at DecerBbeP014 or December 31, 2013; however, we ddgjaate in the Certificate of Depao
Account Registry Service (“CDARS”) and Insured C&steep (“ICS”)programs, which enable depositors to receive FDEDriance covera
for deposits otherwise exceeding the maximum indaramount. CDARS and ICS deposits are considerekiebed deposits for regulat:
reporting purposes. Through these programs, deposiexcess of the maximum insurable amount areedlavith multiple participatir
financial institutions. Reciprocal CDARS depositeldCS deposits totaled $79.7 million and $67.1liam| respectively, at December 31, 2(
compared to $61.3 million and $56.4 million, redpedy, at December 31, 2013.

Borrowings

There were no long-term borrowings outstanding faBerember 31, 2014 and 2013. Outstanding steont- borrowings are summarizec
follows as of December 31 (in thousands):

2014 2013
Shor-term borrowings
Repurchase agreemel $ 39,50¢ $ 39,04:
Shor-term FHLB borrowings 295,30 298,00(
Total shor-term borrowings $ 334,80 $337,04:

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

We have credit capacity with the FHLB and can bartbrough facilities that include amortizing andnteadvances or repurchase agreem
We had approximately $15 million of immediate ctemipacity with the FHLB as of December 31, 2014 Néd approximately $446 milli
in secured borrowing capacity at the Federal ResBank (“FRB")discount window, none of which was outstanding at&mber 31, 201
The FHLB and FRB credit capacity are collateralizsd securities from our investment portfolio andtam qualifying loans. We hi
approximately $120 million of credit available undesecured federal funds purchased lines withouarbanks as of December 31, 2
Additionally, we had approximately $134 million efiencumbered liquid securities available for pladgi

Federal funds purchased are short-term borrowihgs tiypically mature within one to ninety days. 8Herm repurchase agreements
secured overnight borrowings with customers. Stesrs FHLB borrowings have original maturities afdethan one year and include overr
borrowings which we typically utilize to addressghterm funding needs as they arise Shems FHLB borrowings at December 31, 2
consisted of $129.0 million in overnight borrowingisd $166.3 million in short-term advances. Stema FHLB borrowings at December
2013 consisted of $198.0 million in overnight bavimgs and $100.0 million in short-term advances.

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

At or for the Year Ended December 31,

2014 2013 2012
Year-end balance $ 334,80: $ 337,04. $ 179,80t
Year-end weighted average interest r 0.35% 0.3&% 0.54%
Maximum outstanding at any morend $ 334,80: $ 337,04: $ 229,59
Average balance during the ye $ 247,95t $ 190,31( $ 121,73
Average interest rate for the ye 0.31% 0.3%% 0.48%

Shareholders’ Equity

Total shareholdersquity was $279.5 million at December 31, 2014jr@nease of $24.7 million from $254.8 million at é&enber 31, 201
Net income for the year and stock issued for thguaition of SDN increased sharehol¢ equity by $29.4 million and $5.4 millic
respectively, which were partially offset by commaomd preferred stock dividends declared of $121#ami Accumulated other comprehens
income included in shareholdersfuity increased $1.2 million during the year dugnprily to lower net unrealized losses on seces
available for sale. For detailed information onrghalders’ equity, see Note 12, Sharehold&guity, of the notes to consolidated finan
statements.

FIl and the Bank are subject to various regulatmpital requirements. At December 31, 2014, bothaRtl the Bank exceeded all regula
requirements. For detailed information on regulatoapital requirements, see Note 11, Regulatorytdigt of the notes to consolida
financial statements.
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GOODWILL AND OTHER INTANGIBLE ASSETS

The carrying value of goodwill totaled $61.2 mifiand $48.5 million as of December 31, 2014 and320é&spectively. We performec
gualitative assessment of goodwill at the reporting level to determine if it was more likely thant that the fair value of the reporting un
less than its carrying value. In performing a dagike analysis, factors considered include, batrast limited to, business strategy, finar
performance and market and regulatory dynamics.rébelts of the qualitative assessment for 2014 2048 indicated that it was not m
likely than not that the fair value of the repogtimnit is less than its carrying value. Conseqyentb additional quantitative twskef
impairment test was required, and no impairmentgasrded in 2014 or 2013.

The change in the balance for goodwill during tearg ended December 31, 2014 and 2013 was as $dliovthousands):

2014 2013
Goodwill, beginning of year $ 4853t $  48,53¢
Addition from the SDN acquisitio 12,617 -
Goodwill, end of yea $ 61,15: $ 48,53¢

Goodwill and other intangible assets added duttregperiod relates to the SDN acquisition, whiclsetbon August 1, 2014.

Declines in the market value of our publicly tradsdck price or declines in our ability to generiteire cash flows may increase the pote
that goodwill recorded on the our consolidatedestesnts of financial condition be designated as iredaand we may incur a goodwill write-
down in the future.

We have other intangible assets that are amortizaukisting of core deposit intangibles and othéairigibles (primarily related to custor
relationships acquired in connection with the Conyps insurance agency acquisition). Changes in thesgearrying amount, accumula
amortization and net book value were as followghousands):

2014 2013

Core deposit intangibles:

Gross carrying amoul $ 204: % 2,04
Accumulated amortizatio (917) (57€)
Net book value $ 1,128 $ 1,46¢
Amortization during the ye: $ 341 $ 387
Other intangibles:

Gross carrying amoul $ 6,64C $ -

Accumulated amortizatio (279 -
Net book value 6,361 $ -

Amortization during the ye: 27¢ $ _

»

&

Core deposit intangible amortization expense w9 $tiousand for the year ended December 31, 2012.

For further discussion, see Note 1, Summary of iogmt Accounting Policies, and Note 7, GoodwitidaOther Intangible Assets, to
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 liquiditytasassure that we meet our financial obligatiorteese obligations include the withdrawa
deposits on demand or at their contractual matuthe repayment of matured borrowings, the abitityfund new and existing lo
commitments and the ability to take advantage of heisiness opportunities. We achieve liquidity bgimaining a strong base of ¢
customer funds, maturing short-term assets, olityatm sell or pledge securities, lines-ofedit, and access to the financial and capitaketal

Liquidity for the Bank is managed through the mornitg of anticipated changes in loans, the investrpertfolio, core deposits and wholes
funds. The strength of the BasKiquidity position is a result of its base of earustomer deposits. These core deposits are su@pled b
wholesale funding sources that include credit lwéh the other banking institutions, the FHLB aheé FRB.

The primary sources of liquidity for Fll are diviuds from the Bank and access to financial and @apiairkets. Dividends from the Bank
limited by various regulatory requirements relatedapital adequacy and earnings trends. The Balidsron cash flows from operations, ¢
deposits, borrowings and short-term liquid assets.

Cash and cash equivalents were $58.2 million d83eafember 31, 2014, down $1.5 million from $59.7lionl as of December 31, 2013. |
cash provided by operating activities totaled $38ilion and the principal source of operating wityi cash flow was net income adjusted
noncash income and expense items. Net cash ugaeesting activities totaled $153.5 million, whigttluded outflows of $84.8 million for r
loan originations and $46.8 million from net inveent securities transactions. Net cash providefinaycing activities of $116.7 million w
attributed to a $130.5 million increase in depogttly offset by $12.0 million in dividend paymerand a $2.2 million decrease in sherr
borrowings.

Contractual Obligations and Other Commitments

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

At December 31, 2014
Withinl Overl1to3 Over3to5 Over5

year years Years years Total

On-Balance sheet

Certificates of depos(® $ 39595 $ 13426 $ 62,99 $ 28 $ 593,24
Supplemental executive retirement pl: 30¢ 66¢ 752 1,27 3,00z
Off-Balance sheet

Limited partnership investmer(2 $ 91t $ 59 $ 297 $ - $ 1,80¢
Commitments to extend cre®) 450,34. - - - 450,34:
Standby letters of crec® 4,23t 3,76: 581 - 8,57¢
Operating lease 1,67 2,77¢ 1,82¢ 3,78¢ 10,06¢

@ Includes the maturity of certificates of depositaamting to $100 thousand or more as follows: $dilion in three months or less; $3
million between three months and six months; $MilBon between six months and one year; and $68lllon over one yeai

(& We have committed to capital investments in sevarated partnerships of up to $8.5 million, of whiwe have contributed $6.7 milli
as of December 31, 2014, including $2.1 millioningr2014.

() We do not expect all of the commitments to exteredlit and standby letters of credit to be funddulisT the total commitment amounts
not necessarily represent our future cash requinésy

Off-Balance Sheet Arrangements

With the exception of obligations in connectiontwitur irrevocable loan commitments, operating leasel limited partnership investment
of December 31, 2014, we had no otherhfance sheet arrangements that have or are rédgdikaly to have a current or future effect orr
financial condition, changes in financial conditioavenues or expenses, results of operationsditgucapital expenditures or capital resou
that is material to investors. For additional imf@tion on offbalance sheet arrangements, see Note 1, Summaigificant Accountin
Policies and Note 10, Commitments and Contingengigbe notes to the accompanying consolidateahfiral statements.
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MANAGEMENT’S DISCUSSION AND ANALYSIS

Security Yields and Maturities Schedule

The following table sets forth certain informatioegarding the amortized cost (“Cost”), weightedrage yields (“Yield”)and contractu.
maturities of our debt securities portfolio as afd@mber 31, 2014. Mortga@acked securities are included in maturity categobased ¢
their stated maturity date. Actual maturities méfed from the contractual maturities presentedehese borrowers may have the right to ce

prepay certain investments. No tax-equivalent ddjaats were made to the weighted average yieldia(dan thousands).

Due in one yeat

Due from one to

Due after five
years through

Due after ten

or less five years ten years years Total
Cost Yield Cost Yield Cost Yield Cost Yield Cost Yield
Available for sale debt securities
U.S. Government agencies and
governmer-sponsored enterpris $22,06:0 0.02% $ 68,54( 1.8(% $ 60,68( 2.3%% $ 9,05( 0.89% %$160,33: 1.7(%
Mortgagebacked securitie 38 3.1i 68,377 1.82 153,37( 2.5¢ 237,17 2.1% 458,95¢ 2.2
22,10: 0.0 136,917 1.81 214,05( 2.4t 246,22: 2.0¢ 619,29: 2.0¢
Held to maturity debt securities:
State and political subdivisiol 23,65¢ 1.31 136,75: 1.7 116,86. 2.2C - - 277,27 1.9z
Mortgagebacked securitie - - - - - - 17,16¢ 3.3¢ 17,168 3.3¢
23,65¢ 1.31 136,75. 1.7 116,86: 2.2C 17,168 3.3¢ 294,43t 2.0C
$45,76. 0.6% $273,66¢ 1.79% $330,91. 2.3¢% $263,38¢ 2.17% $913,73. 2.0¢%

Contractual Loan Maturity Schedule

The following table summarizes the contractual mités of our loan portfolio at December 31, 20lLéans, net of deferred loan originat
costs, include principal amortization and remeruing loans. Demand loans having no stated stded repayment or maturity and overdr
are reported as due in one year or less (in thas$an

Due from one Due after five

Due in less
than one yea to five years years Total

Commercial business $ 14511: $ 98577 $ 23,72, $ 267,40¢
Commercial mortgag 120,63! 234,70" 119,75. 475,09.
Residential mortgag 17,75¢ 44,23¢ 38,10: 100,10:
Home equity 63,43¢ 171,76° 151,41: 386,61
Consumer indirec 291,18 364,70: 5,78¢ 661,67:
Other consume 9,38¢ 10,32’ 1,401 21,11%

Total loans $ 647500 $ 924,31t $ 340,17¢ $1,912,00:
Loans maturing after one yei

With a predetermined interest r: $ 256,811 $ 160,70 $ 417,51¢

With a floating or adjustable ra 667,50: 179,47t 846,97¢

Total loans maturing after one ye $ 92431t $ 340,17¢ $1,264,49!
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MANAGEMENT’S DISCUSSION AND ANALYSIS

Capital Resources

The FRB has adopted a system using biaked capital guidelines to evaluate the capitdjadcy of bank holding companies on a consolit

basis. The guidelines require a minimum Tier 1 fage ratio of 4.00%, a minimum Tier 1 capital ratio4.00% and a minimum total risk-

based capital ratio of 8.00%. The following tatdéiects the ratios and their components as of Deee1 (in thousands):

2014 2013

Total shareholders’ equity $ 279,53 $ 254,83
Less: Unrealized gain (loss) on securities availdbt sale, net of ta 1,93: (5,297
Net unrecognized gain (loss) on available for saleurities transferred to held to maturity, netasd (30¢) (44)
Unrecognized net periodic pension & postretirentemtefits (costs), net of t (10,63¢) (4,850
Disallowed goodwill and other intangible ass 68,63¢ 50,00:

Tier 1 capita $ 219,900 $ 215,02
Adjusted average total assets (for leverage capitgdoses $ 2,993,050 $ 2,816,49.
Tier 1 leverage ratio (Tier 1 capital to adjustedrage total asset 7.35% 7.63%
Total Tier 1 capita $ 219,900 $ 215,02
Plus: Qualifying allowance for loan loss 26,26 24,85¢
Total risk-based capite $ 246,16t $ 239,87¢
Total risk-weighted assel $ 2,099,620 $ 1,986,447
Tier 1 capital ratio (Tier 1 capital to total r-weighted asset: 10.47% 10.82%
Total risk-based capital ratio (Total ri-based capital to total ri-weighted asset: 11.72% 12.08%

Our leverage ratio at year end was 7.35%, down ff®88% at the end of 2013. Our tier 1 and totd-based capital ratios were 10.47%
11.72%, respectively, at December 31, 2014, dowmff0.82% and 12.08%, respectively, at DecembePB13. Goodwill and intangikt
assets recorded in conjunction with the acquisitib8DN resulted in a reduction in our capital oati

CRITICAL ACCOUNTING ESTIMATES

Our consolidated financial statements are prepareatcordance with GAAP and are consistent withdpneinant practices in the financ
services industry. Application of critical accountfipolicies, which are those policies that managerhelieves are the most important to
financial position and results, requires managentenmake estimates, assumptions, and judgmentsaffextt the amounts reported in
consolidated financial statements and accompanyoigs and are based on information available abeofdlate of the financial stateme
Future changes in information may affect thesenegs, assumptions and judgments, which, in tulay affect amounts reported in
financial statements.

We have numerous accounting policies, of whichniwst significant are presented in Note 1, Summaéaigignificant Accounting Policies,
the notes to consolidated financial statementssé&lpmlicies, along with the disclosures presenethe other financial statement notes ar
this discussion, provide information on how sigrafit assets, liabilities, revenues and expensesepmted in the consolidated finan
statements and how those reported amounts araerdesel. Based on the sensitivity of financial stagdetamounts to the methods, assumpt
and estimates underlying those amounts, managemsrdetermined that the accounting policies widipeet to the allowance for loan los:
valuation of goodwill and deferred tax assets, whkiation of securities and determination of OTand accounting for defined benefit pl
require particularly subjective or complex judgnseimportant to our financial position and result®perations, and, as such, are consider
be critical accounting policies as discussed beldvese estimates and assumptions are based on enagwt§ best estimates and judgment
are evaluated on an ongoing basis using histoeixpérience and other factors, including the curesmnomic environment. We adjust tF
estimates and assumptions when facts and circuoestadiictate. llliquid credit markets and volatilgugy have combined with declines
consumer spending to increase the uncertainty émhein these estimates and assumptions. As futueate cannot be determined v
precision, actual results could differ significgnflom our estimates.
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Adequacy of the Allowance for Loan Losses

The allowance for loan losses represents manag&resitmate of probable credit losses inherentérldhn portfolio. Determining the amo
of the allowance for loan losses is considerediteca@r accounting estimate because it requiresiigmt judgment and the use of subjec
measurements including managemerassessment of the internal risk classificatiohoans, changes in the nature of the loan podj
industry concentrations, existing economic condgiche fair value of underlying collateral, antleatqualitative and quantitative factors wt
could affect probable credit losses. Because ctugeonomic conditions can change and future evargsnherently difficult to predict, tl
anticipated amount of estimated loan losses, ametbre the appropriateness of the allowance fam losses, could change significantly. A
integral part of their examination process, varioegulatory agencies also review the allowanceldan losses. Such agencies may ret
additions to the allowance for loan losses or meyuire that certain loan balances be charged atbemgraded into criticized loan catego
when their credit evaluations differ from thosentdnagement, based on their judgments about infamavailable to them at the time of tt
examination. We believe the level of the allowafardoan losses is appropriate as recorded in démsalidated financial statements.

For additional discussion related to our accountialicies for the allowance for loan losses, seesictions titled “Allowance for Loan Losses’
in Part Il, Item 7, “Management’s Discussion andalmsis of Financial Condition and Results of Opers&” and Note 1, Summary
Significant Accounting Policies, of the notes tmsolidated financial statements.

Valuation of Goodwill

Goodwill represents the excess of the purchases mier the fair value of net assets acquired irom@znce with the purchase methot
accounting for business combinations. Goodwill famsndefinite useful life and is not amortized, mutested for impairment. GAAP requi
goodwill to be tested for impairment at our repagtunit level on an annual basis, which for usépt8mber 30th, and more frequently if ev
or circumstances indicate that there may be impaitm

Impairment exists when a reporting usitarrying value of goodwill exceeds its implied faalue. In testing goodwill for impairment, GA/
permits us to first assess qualitative factorsdtemine whether it is more likely than not that fair value of a reporting unit is less thar
carrying value. If, after assessing the totalityegents and circumstances, we determine it is ravertikely than not that the fair value c
reporting unit is less than its carrying value,ntheerforming the twastep impairment test would be unnecessary. Howeélvere conclud
otherwise, we would then be required to performfitst step (Step 1) of the goodwill impairmenttiend continue to the second step (Ste
if necessary. Step 1 compares the fair value eparting unit with its carrying value, includingapwill. If the carrying value of the reporti
unit exceeds its fair value, Step 2 of the goodimilbairment test is performed to measure the vafumpairment loss, if any.

Valuation and Other Than Temporary Impairment of Securities

We record all of our securities that are classifiscavailable for sale at fair value. The fair eafd equity securities are determined using p
guotations, when available. Where quoted marketepriare not available, fair values are estimatextda@an dealer quotes, pricing moc
discounted cash flow methodologies, or similar téghes for which the determination of fair value ymaquire significant judgment
estimation. Fair values of public bonds and thogeafe securities that are actively traded in teeomdary market have been determ
through the use of thirgarty pricing services using market observable isipRrivate placement securities and other corpdiéd maturitie
for which we do not receive a public quotation eaéued using a variety of acceptable valuation imésh Market rates used are applicab
the yield, credit quality and average maturity el security. Private equity securities may alsbzetinternal valuation methodolog
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 determinetivdtea decline in their fair value is other thamperary. We utilize criteria such as,
current intent or requirement to hold or sell tleewity, the magnitude and duration of the dechiné, when appropriate, consideratiol
negative changes in expected cash flows, credihvass, near term prospects of issuers, the ldveleamlit subordination, estimated |
severity, and delinquencies, to determine whethleisa in value is other than temporary. The teritihéo than temporaryis not intended
indicate that the decline is permanent, but indigdhat the prospect for a nearm recovery of value is not necessarily favorableclines il
the fair value of investment securities below tlogist that are deemed to be other than temporaryeflected in earnings as realized loss
the extent the impairment is related to creditéssor concerns, or the security is intended tooksk §he amount of impairment related to nor
credit related factors on securities not intenaeble sold is recognized in other comprehensiventco
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Valuation of Deferred Tax Assets

The determination of deferred tax expense or beisdiased on changes in the carrying amountsseitaisind liabilities that generate tempc
differences. The carrying value of our net defet@dassets assumes that we will be able to gensudicient future taxable income base«
estimates and assumptions (after consideratiorisbdrital taxable income as well as tax planningtsgies). If these estimates and rel
assumptions change, we may be required to recdrthti@n allowances against our deferred tax asssslting in additional income t
expense in the consolidated statements of inconme.eWluate deferred tax assets on a quarterly basisassess the need for a valu:
allowance, if any. A valuation allowance is estsifid when management believes that it is moreylikeln not that some portion of its defe
tax assets will not be realized. Changes in vatnatillowance from period to period are includeaim tax provision in the period of chan
For additional discussion related to our accounpinficy for income taxes see Note 15, Income Taréshe notes to consolidated finan
statements.

Defined Benefit Pension Plan

We have a defined benefit pension plan coveringstsuiially all employees, subject to the limitasorelated to the plan closure effec
December 31, 2006. Benefits under the plan aredbaseyears of service, age and compensation. Assumspare made concerning fut
events that will determine the amount and timingeafuired benefit payments, funding requirements defined benefit pension expense.
major assumptions are the weighted average disqatmtused in determining the current benefit @hian, the weighted average expe
longterm rate of return on plan assets, the rate ofpemrsation increase and the estimated mortality fdte weighted average discount
was based upon the projected benefit cash flowstandharket yields of high grade corporate bonds dne available to pay such cash flow
of the measurement date, December 31. The weigiviedige expected lorigrm rate of return is estimated based on currentds experienc
by the assets in the plan as well as projecteddutates of return on those assets and reasonetbigrial assumptions for long term inflati
and the real and nominal rate of investment refarra specific mix of asset classes. The curremgfetaasset allocation model for the plar
detailed in Note 17 to the consolidated financtatesments. The expected returns on these varimet aategories are blended to derive
longterm return assumption. The assets are investeeriain collective investment and mutual funds, g@mn stocks, U.S. Treasury and o
U.S. government agency securities, and corporatenamicipal bonds and notes. The rate of compemsaticrease is based on reviewing
compensation increase practices of other plan gpsris similar industries and geographic areas elsas the expectation of future increa
Mortality rate assumptions are based on mortadiblas published by third-parties such as the SpoieActuaries (“SOA”),considering othe
available information including historical data a®ll as studies and publications from reputablersesi We review the pension p
assumptions on an annual basis with our actuaciasutants to determine if the assumptions areoredde and adjust the assumption
reflect changes in future expectations.

The assumptions used to calculate 2015 expensthéodefined benefit pension plan were a weightegrage discount rate of 3.86%
weighted average long-term rate of return on plese®s of 6.50% and a rate of compensation incre800%. We adopted the RI®1<
mortality tables and the MP914 mortality improvement scales issued by the $O@ctober 2014. The new mortality assumptionssase
the projected benefit obligation for the definechéf pension plan by approximately $3.0 million écember 31, 2014. Defined ber
pension expense in 2015 is expected to increa$946 thousand from the $179 thousand recorded 14, 28rimarily driven by a decrease
the discount rate and the impact of changes inatityrassumptions, partially offset by the ben&fim an $8 million cash contribution from
Company in December 2014.

Due to the long-term nature of pension plan assiomgt actual results may differ significantly frahe actuariabased estimates. Differen
resulting in actuarial gains or losses are requicelie recorded in shareholdeesjuity as part of accumulated other comprehensiss &n
amortized to defined benefit pension expense iaréuyears. In 2014, the actual return on plan aseehe qualified defined benefit pens
plan was $5.4 million, compared to an expectedrmetin plan assets of $4.1 million. Total pretaxskss recognized in accumulated o
comprehensive loss at December 31, 2014 were $1illi8n for the defined benefit pension plan. Aatiah pretax net losses recognizet
other comprehensive income for the year ended DieeeB1, 2014 were $9.7 million for the defined Herension plan.

Defined benefit pension expense is recorded indi$zd and employee benefits” expense on the calagetl statements of income.

RECENT ACCOUNTING PRONOUNCEMENTS

See Note 1, Summary of Significant Accounting Retic Recent Accounting Pronouncements, in the notesrtiedaidated financial stateme
for a discussion of recent accounting pronouncesaent
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ITEM 7A.  QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARK  ET RISK

Asset-Liability Management

The principal objective of our interest rate riskmagement is to evaluate the interest rate risérartt in assets and liabilities, determine
appropriate level of risk to us given our busingtsategy, operating environment, capital and lidyicequirements and performance objecti
and manage the risk consistent with the guidelapsoved by our Board of Directors. Managemengésponsible for reviewing with the Boi
of Directors our activities and strategies, theefiof those strategies on the net interest inconeefair value of the portfolio and the effectt
changes in interest rates will have on the podfahd exposure limits. Management has developedssetiiability Management ar
Investment Policy that meets the strategic objestand regularly reviews the activities of the Bank

Portfolio Composition

Our balance sheet assets are a mix of fixed andblarrate assets with consumer indirect loans,ngernial loans, and MBSs comprisin
significant portion of our assets. Our consumeired loan portfolio comprised 21% of assets angrimarily fixed rate loans with relative
short durations. Our commercial loan portfolio teth24% of assets and is a combination of fixed aathble rate loans, lines and mortga
The MBS portfolio, including collateralized mortgesgobligations, totaled 15% of assets with durateweraging three to five years.

Our liabilities are made up primarily of depositghich account for 87% of total liabilities. Of thresleposits, the majority, or 54%, is
nonpublic variable rate and noninterest bearinglpets including demand (both noninterest and istef®aring), savings and money ma
accounts. In addition, fixed rate nonpublic cectife of deposit products make up 21% of total dépoBhe bank also has a significant am
of public deposits, which represented 25% of tdeglosits as of December 31, 2014.

Net Interest Income at Risk

A primary tool used to manage interest rate riskase shock’simulation to measure the rate sensitivity. Ratecklsimulation is a modeli
technique used to estimate the impact of changest@s on net interest income as well as econoalieevof equity. At December 31, 2014,
are generally asset sensitive, meaning that, irt oas®es, net interest income tends to rise asesttestes rise and decline as interest rates fall.

Net interest income at risk is measured by estimgatie changes in net interest income resulting fitstantaneous and sustained parallel ¢
in interest rates of different magnitudes over agoeof 12 months. The following table sets fortie testimated changes to net interest inc
over the 12month period ending December 31, 2015 assumingritesteous changes in interest rates for the gatenshock scenarios (doll
in thousands):

Changes in Interest Rate
-100 bp +100 bp +200 bp +300 bp
Estimated change in net interest income $(145) $ 88z $ 237¢ $ 1,761
% Change (1.59% 0.92% 2.5(% 1.85%

In addition to the changes in interest rate scemalisted above, other scenarios are typically resdéo measure interest rate risk. Tt
scenarios vary depending on the economic and stteate environment.

The simulation referenced above is based on oumg#son as to the effect of interest rate changesssets and liabilities and assum
parallel shift of the yield curve. It also includesrtain assumptions about the future pricing @hkband deposits in response to chang
interest rates. Further, it assumes that delinqueates would not change as a result of changesténest rates, although there can b
assurance that this will be the case. While thisutition is a useful measure as to net interesinmecat risk due to a change in interest rat
is not a forecast of the future results and is h@semany assumptions that, if changed, could caulferent outcome.

Economic Value of Equity At Risk

The economic (or “fair’yvalue of financial instruments on our balance sheéktalso vary under the interest rate scenari@vipusly discusse
This is measured by simulating changes in our emdnealue of equity (“EVE")which is calculated by subtracting the estimatédvalue o
liabilities from the estimated fair value of assdtsir values for financial instruments are estedaby discounting projected cash flc
(principal and interest) at current replacemerggdbr each account type, while fair values of financial assets and liabilities are assume
equal book value and do not vary with interest flatetuations. An economic value simulation is atistmeasure for balance sheet account
given point in time, but this measurement can ckaubstantially over time as the characteristicsuofbalance sheet evolve and as interes
and yield curve assumptions are updated.
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The amount of change in economic value under diffeinterest rate scenarios depends on the chastice of each class of financ
instrument, including the stated interest rateppead relative to current market rates or spreth@slikelihood of prepayment, whether the

is fixed or floating, and the maturity date of thstrument. As a general rule, fixedte financial assets become more valuable inmiaglirate
scenarios and less valuable in rising rate scesawhile fixedrate financial liabilities gain in value as intdreates rise and lose value
interest rates decline. The longer the duratiotheffinancial instrument, the greater the impacate change will have on its value. In
economic value simulations, estimated prepaymeast$aatored in for financial instruments with sthteaturity dates, and decay rates for nor
maturity deposits are projected based on histodatd (back-testing).

The analysis that follows presents the estimated E¥sulting from market interest rates prevailintgaagiven quarter-end (“Pr&hocl
Scenario”), and under other interest rate scenggash a “Rate Shock Scenario@presented by immediate, permanent, parallelssii
interest rates from those observed at Decembe2@14 and 2013. The analysis additionally presentseasurement of the interest |
sensitivity at December 31, 2014 and 2013. EVE aitoare computed under each respective $neck Scenario and Rate Shock Scer
An increase in the EVE amount is considered faverathile a decline is considered unfavorable.

December 31, 201. December 31, 201.
Percentagt Percentag:t
Rate Shock Scenario: EVE Change Change EVE Change Change
Pre-Shock Scenario $476,73! $466,00¢
- 100 Basis Point 489,18: $ 12,44¢ 2.61% 476,32. $10,31¢ 2.21%
+ 100 Basis Point 466,98 (9,759  (2.09 452,15¢ (13,859  (2.99)
+ 200 Basis Point 453,86¢ (22,867) (4.80) 435,42: (30,58¢) (6.5€)

The PreShock Scenario EVE was $476.7 million at Decemider2B14, compared to $466.0 million at December2B®13. The increase in |
Pre-Shock Scenario EVE at December 31, 2014, caxdpar December 31, 2013 resulted primarily from @erfavorable valuation of non-
maturity deposits, fixedate residential loans and mortgage backed sexuthiat reflected alternative funding and investmate changes us
for discounting future cash flows.

The +200 basis point Rate Shock Scenario EVE isedérom $435.4 million at December 31, 2013 to3$@5nillion at December 31, 20:
reflecting the more favorable valuation of non-migyudeposits. The percentage change in the EVEuatiioom the PréShock Scenario to t
+200 basis point Rate Shock Scenario decreased (B6)% at December 31, 2013 to (4.80)% at Dece®be2014. The decrease
sensitivity resulted from an increased benefitha valuation of nomnaturity deposits in the +200 basis point Rate Héxenario EVE as
December 31, 2014, compared to December 31, 2013.
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Interest Rate Sensitivity Gap

The following table presents an analysis of oueriest rate sensitivity gap position at December2BiLl4. All interesiearning assets a
interest-bearing liabilities are shown based ongasier of their contractual maturity or peicing date. The expected maturities are pres
on a contractual basis or, if more relevant, basegdrojected call dates. Investment securitiesaa@mortized cost for both securities avail
for sale and securities held to maturity. Loang, afedeferred loan origination costs, include piia¢ amortization adjusted for estima
prepayments (principal payments in excess of cottah amounts) and naaecruing loans. Because the interest rate sengitexels shown i
the table could be changed by external factors agdioan prepayments and liability decay ratesydiabtors controllable by us, such as ¢
sales, it is not an absolute reflection of our ptig interest rate risk profile (in thousands).

At December 31, 201«

Over Three Over
Three Months One Year
Months Through Through Over
or Less One Year Five Years Five Years Total
INTEREST-EARNING ASSETS;
Investment securitie $ 81,100 $ 93,75¢ $  453,06¢ $ 285,80 $ 913,73
Loans 551,40¢ 354,06 813,31¢ 193,96 1,912,75
Total interes-earning asse! $ 632,51 % 447,81 $ 1,266,388 $ 479,77 2,826,48
Cash and due from ban 58,15
Other asset(®) 204,88:
Total asset $ 3,089,52.

INTEREST-BEARING LIABILITIES:

Interes-bearing demand, savings and money me $ 1,286,02! $ - 3 - $ = N 1,286,02!
Certificates of depos 137,87. 258,08! 197,25 28 593,24
Borrowings 297,40: 37,40( - - 334,80
Total interes-bearing liabilities $ 1,721,30 % 29548 ¢ 197,25 § 28 2,214,07.
Noninteres-bearing deposit 571,26(
Other liabilities 24,65¢
Total liabilities 2,809,98!
Shareholder equity 279,53.
Total liabilities and sharehold¢ equity $ 3,089,52.
Interest sensitivity ga $ (1,088,78) $ 152,33:  $ 1,069,12! $ 479,74. $ 612,41
Cumulative gay $ (1,088,78) $ (936,45H) $ 132,67: % 612,41
Cumulative gap rati(? 36.7% 53.6% 106.(% 127.7%
Cumulative gap as a percentage of total a (35.29)% (30.9% 4.3% 19.8%

(@) Includes net unrealized gain on securities avaslétn 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, inectdmore attention on simulation modeling, sush“@aet interest income at riskds
previously discussed, rather than gap analysis.c@fesider the net interest income at risk simulatioodeling to be more informative
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 financigdarting for Financial Institutions, Inc. a
its subsidiaries (the “Company”), as such termeafiretd in Exchange Act Rules 13a-15(f). The Comparsystem of internal control o
financial reporting has been designed to provideseoaable assurance to the Companyanagement and board of directors regardin
reliability of financial reporting and the prepacat and fair presentation of financial statementsexternal purposes in accordance with
generally accepted accounting principles.

Any system of internal control over financial refiog, no matter how well designed, has inherenttéitions, including the possibility tha
control can be circumvented or overridden and raisstents due to error or fraud may occur and natdbected. Also, because of change
conditions, internal control effectiveness may vamer time. Accordingly, even an effective systefirdernal control will provide onl
reasonable assurance with respect to financiameit preparation and presentation.

The Company’s management has, including the Conipapsincipal executive officer and principal finaalciofficer as identified belo
assessed the effectiveness of the Compmamgernal control over financial reporting as odd@mber 31, 2014. To make this assessmet
used the criteria for effective internal controkeo¥inancial reporting described internal Control — Integrated Framework (1992jssued b
the Committee of Sponsoring Organizations of theafivay Commission. The scope of manageraesdsessment of the effectivenes
internal control over financial reporting excludcipé internal control over financial reporting ofdicDanahy Naylon, Co., Inc. (“SDN"yyhich
the Company acquired on August 1, 2014. SDN reptedeapproximately 1% of the Compasyconsolidated total assets and 2% o
Companys consolidated revenues as of and for the yeardeBeéeember 31, 2014. Based on our assessment aad ba such criteria, \
believe that, as of December 31, 2014, the Comganyérnal control over financial reporting waseetive.

KPMG LLP, the Company’s independent registered ipudtcounting firm that audited the Compasgonsolidated financial statements
issued an attestation report on internal contrek dwnancial reporting as of December 31, 2014.tTaport appears herein.

/sl Martin K. Birminghan /sl Kevin B. Klotzbac
President and Chief Executive Offic Executive Vice President and Chief Financial Offi
March 6, 201¢ March 6, 201¢
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Report of Independent Registered Public Accountingrirm

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

We have audited Financial Institutions, Inc. andssdiaries’ the Company) internal control over financial repatas of December 31, 20
based on criteria establishedlimiernal Control — Integrated Framework (1992sued by the Committee of Sponsoring Organizatiointhe
Treadway Commission (COSQYhe Company management is responsible for maintaining effedtiternal control over financial report
and for its assessment of the effectiveness ofriatecontrol over financial reporting, includedtire accompanying ManagemenReport o
Internal Control over Financial Reporting. Our msgibility is to express an opinion on the Comparigternal control over financial report
based on our audit.

We conducted our audit in accordance with the statglof the Public Company Accounting Oversight @ nited States). Those stand:
require that we plan and perform the audit to ebtaasonable assurance about whether effectivenaiteontrol over financial reporting w
maintained in all material respects. Our auditudeld obtaining an understanding of internal coraxar financial reporting, assessing the
that a material weakness exists, and testing aalli@ing the design and operating effectivenessatefnal control based on the assessed
Our audit also included performing such other pdoces as we considered necessary in the circunestaée believe that our audit provide
reasonable basis for our opinion.

A companys internal control over financial reporting is @@ess designed to provide reasonable assuranagiregthe reliability of financi:
reporting and the preparation of financial stateisidor external purposes in accordance with gelyeealcepted accounting principles
companys internal control over financial reporting inclgdidose policies and procedures that (1) pertatheéanaintenance of records tha
reasonable detail, accurately and fairly refleet ttansactions and dispositions of the assetseottimpany; (2) provide reasonable assui
that transactions are recorded as necessary toitpgraparation of financial statements in accorédamdth generally accepted accoun
principles, and that receipts and expenditureshef dompany are being made only in accordance withoaizations of management
directors of the company; and (3) provide reasanalsksurance regarding prevention or timely deteafounauthorized acquisition, use
disposition of the company’s assets that could lzaneterial effect on the financial statements.

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

In our opinion, Financial Institutions, Inc. andbsidiaries maintained, in all material respectieative internal control over financial report
as of December 31, 2014, based on criteria estadolisn Internal Control — Integrated Framework (1993%sued by the Committee
Sponsoring Organizations of the Treadway CommisgZdSO).

The scope of managementassessment of the effectiveness of internal @ooirer financial reporting excluded the internaintrol ove
financial reporting of the Scott Danahy Naylon, Cimc. (“SDN"), which the Company acquired on August 1, 2014. SENrasente
approximately 1% of the Company’s consolidatedltatsets and 2% of the Compasigonsolidated revenues as of and for the yeard
December 31, 2014. Our audit of internal controkrofinancial reporting of Financial Institutiongjcl and subsidiaries also excludec
evaluation of the internal control over financiaporting of SDN.

We also have audited, in accordance with the stdsdaf the Public Company Accounting Oversight Bo@nited States), the consolids
statements of financial condition of Financial ingtons, Inc. and subsidiaries as of December2B14 and 2013, and the related consolic
statements of income, comprehensive income, changdereholder’ equity, and cash flows for eacthefyears in the thregear period ende
December 31, 2014, and our report dated March B5 28pressed an unqualified opinion on those caleteld financial statements

/sl KPMG LLP

Rochester, New York
March 6, 2015
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Report of Independent Registered Public Accountingrirm

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

We have audited the accompanying consolidatednséatts of financial condition of Financial Institutis, Inc. and subsidiaries (the Company)
as of December 31, 2014 and 2013, and the relatesblidated statements of income, comprehensivariag changes in shareholders’ equity,
and cash flows for each of the years in the thesa-period ended December 31, 2014. These conslifiaancial statements are the
responsibility of the Company’'management. Our responsibility is to expresspaman on these consolidated financial statemease8 on ot
audits.

We conducted our audits in accordance with thedstials of the Public Company Accounting OversighamBioUnited States). Those standard:
require that we plan and perform the audit to ebtaasonable assurance about whether the finataiaiments are free of material
misstatement. An audit includes examining, on tldasis, evidence supporting the amounts and digs in the financial statements. An a
also includes assessing the accounting princied and significant estimates made by managenenelaas evaluating the overall financial
statement presentation. We believe that our apditgide a reasonable basis for our opinion.

In our opinion, the consolidated financial statetegeferred to above present fairly, in all matenégpects, the consolidated financial position
of Financial Institutions, Inc. and subsidiarieod®ecember 31, 2014 and 2013, and the resultseaf operations and their cash flows for €
of the years in the three-year period ended DeceBthe2014, in conformity with U.S. generally actpaccounting 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, 2014, based on criteria establishédtémnal Control - Integrated Framework
(1992) issued by the Committee of Sponsoring Organizatigrise Treadway Commission (COSO), and our regatéd March 6, 2015
expressed an unqualified opinion on the effectigsra the Company’s internal control over financegorting.

/sl KPMG LLP

Rochester, New York
March 6, 2015
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Financial Condition

(Dollars in thousands, except share and per shaega) December 31
2014 2013
ASSETS
Cash and cash equivaler
Cash and due from ban $ 58,15. $ 59,59¢
Federal funds sold and inter-bearing deposits in other bar - 94
Total cash and cash equivale 58,15 59,69:
Securities available for sale, at fair va 622,49 609,40(
Securities held to maturity, at amortized costr(falue of $298,695 and $250,657, respectiv 294,43¢ 249,78!
Loans held for sal 75E 3,381
Loans (net of allowance for loan losses of $27 &3 $26,736, respectivel 1,884,36! 1,806,88:
Company owned life insuran: 61,00¢ 49,17
Premises and equipment, | 36,39« 36,00¢
Goodwill and other intangible assets, 68,63¢ 50,00:
Other asset 63,28 64,31
Total asset $ 3,089,52. $ 2,928,63
LIABILITIES AND SHAREHOLDERS ' EQUITY
Deposits:
Noninteres-bearing deman $ 571,26( $ 535,47.
Interes-bearing deman 490,19( 470,73:
Savings and money mark 795,83! 717,92¢
Certificates of depos 593,24: 595,92:
Total deposit: 2,450,52' 2,320,051
Shor-term borrowings 334,80 337,04
Other liabilities 24,65¢ 16,69¢
Total liabilities 2,809,98! 2,673,79
Commitments and contingencies (Note
Shareholder equity:
Series A 3% preferred stock, $100 par value; 18&8es authorized; 1,492 and 1,496 shares issued,
respectively 14¢ 14¢
Series B-1 8.48% preferred stock, $100 par valQ8;@0 shares authorized; 171,906 and 171,927 ssha
issued, respectivel 17,19: 17,19:
Total preferred equit 17,34( 17,34
Common stock, $0.01 par value; 50,000,000 shartazed; 14,397,509 and 14,161,597 shares issue
respectively 144 142
Additional paic-in capital 72,95¢ 67,57¢
Retained earning 203,31 186,13
Accumulated other comprehensive (loss) ince (9,01 (10,187
Treasury stock, at co— 279,461 and 332,242 shares, respecti (5,209 (6,169
Total shareholde’ equity 279,53. 254,83¢
Total liabilities and sharehold¢ equity $ 3,089,52. $ 2,928,63

See accompanying notes to the consolidated finksteitements.
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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
Insurance incom
Investment advisor
Company owned life insuran
Investments in limited partnershi
Loan servicing
Net gain on sale of loans held for s
Net gain on disposal of investment securi
Net gain (loss) on sale and disposal of other a
Amortization of tax credit investme
Impairment charges on investment secur
Other
Total noninterest incom

Noninterest expens
Salaries and employee bene
Occupancy and equipme
Professional service
Computer and data process
Supplies and posta¢
FDIC assessmen
Advertising and promotior
Other
Total noninterest expen:
Income before income tax
Income tax expens
Net income

Preferred stock dividenc
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:

2014 2013 2012
$ 8245. $ 8146¢ $ 81,12
18,60: 17,46: 16,44¢
101,05! 98,93 97,56
6,36¢ 6,60( 8,46:
91F 737 58¢
7,281 7,331 9,051
93,77t 91,59« 88,51¢
7,78¢ 9,07¢ 7,12¢
85,98t 82,51 81,38¢
8,95¢ 9,94¢ 8,621
4,96: 5,00¢ 4,71¢€
2,39¢ 262 324
2,13¢ 2,34¢ 2,10¢
1,75¢ 1,70€ 1,751
1,10% 857 79¢
56€ 57C 617

312 117 1,421
2,041 1,22¢ 2,651

69 (109) (381)
(2,329) - -

- - (97)

3,37: 2,807 2,24(
25,35( 24,83 24,77:
38,50t 37,82¢ 40,12;
12,82¢ 12,36¢ 11,41¢
4,76( 3,83¢ 4,13:
3,01¢ 2,84¢ 3,271
2,05: 2,34z 2,497
1,592 1,46¢ 1,30C
80F 89¢€ 92¢
8,70t 7,861 7,721
72,35¢ 69,44 71,39;
38,98( 37,90’ 34,76¢
9,62t 12,37" 11,31¢

$ 29358 $ 2553( $  23,44¢
1,467 1,46€ 1,474

$ 27,89: $ 2406. $ 2197
$ 201 $ 175 $ 1.6C
$ 2.0 $ 178 $ 1.6C
$ 077 $ 074 $ 0.57
13,89: 13,73¢ 13,69¢
13,94¢ 13,78¢ 13,75:
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(Dollars in thousands;

Net income

Other comprehensive income (loss), net of
Net unrealized gains (losses) on securities availfao sale
Pension and pc-retirement obligation

Total other comprehensive income (loss), net o

Comprehensive incomr

See accompanying notes to the consolidated finbsteiements.

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Comprehensive Income
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Years ended December 3:

2014 2013 2012

29,358 $  2553( $  23,44¢

6,96: (21,39) 2,49(
(5,786) 7,957 (182)
1,17¢ (13,44 2,30¢

30,531 $ 12,09 $  25,75;




Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Changes in ShareholderSguity
Years ended December 31, 2014, 2013 and 2012

Accumulated

Additional Other Total
Preferred  Common Comprehensive Treasury Shareholders’

(Dollars in thousands Paid-in Retained
except per share data) Equity Stock Capital Earnings Income (Loss)  Stock Equity
Balance at January 1, 2012 $ 17,47 $ 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 - - - - -
Sharebased compensation plal

Shar+based compensatic - - 52¢€ - - - 52¢

Stock options exercise - - (20 - - 79 69

Restricted stock awards issued, - - (140 - - 14C -

Excess tax benefit on sh-based compensatic - - 97 - - - 97
Director¢ retainer - - (20 107 97
Cash dividends declare

Series A 3% Preferr-$3.00 per shar - - - (5) - - (5)

Series [-1 8.48% Preferre-$8.48 per shar - - - (1,469 - - (1,469

Commolr-$0.57 per shar - - - (7,810 - - (7,810
Balance at December 31, 201 $ 1747. $ 14z $67,71( $172,24: $ 3,25 $(6,92%) $ 253,89
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 - - - (230
Sharebased compensation plal

Sharebased compensatic - - 407 - - - 407

Stock options exercise - - 16 - - 43z 44¢

Restricted stock awards issued, - - (44¢€) - - 44¢ -

Excess tax expense on st-based compensatic - - (11¢) - - - (118
Director¢ retainer - - 7 - - 10¢ 112
Cash dividends declare

Series A 3% Preferr-$3.00 per shar - - - (5) - - (5)

Series I-1 8.48% Preferre-$8.48 per shar - - - (1,467) - - (1,467

Commor-$0.74 per shar - - - (10,17) - - (10,177
Balance at December 31, 201 $ 17,34. $ 142 $67,57¢ $186,13 $ (10,187 $(6,16%) $ 254,83¢

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, 2014, 2013 and 2012

(Dollars in thousands
except per share data)

Balance at December 31, 2013
Balance carried forwarc

Comprehensive incom
Net income
Other comprehensive income, net of
Common stock issue
Purchases of common stock for treas
Repurchase of Series-1 8.48% preferred stoc
Shar+based compensation plal
Shar+based compensatic
Stock options exercise
Restricted stock awards issued,
Cash dividends declare
Series A 3% Preferr-$3.00 per shar
Series I-1 8.48% Preferre-$8.48 per shar
Commor-$0.77 per shar

Balance at December 31, 201

Accumulated

Other Total
Common  Additional Comprehensive  Treasury Shareholders’
Preferred Paid-in Retained
Equity Stock Capital Earnings  Income (Loss) Stock Equity
$ 1734. $ 14z $ 67,57: $186,13 $ (10,18) $ (6,169 $ 254,83
- - - 29,35¢ - - 29,35¢
= = = = 1,17¢ = 1,17¢
- 2 5,39¢ - - - 5,40(
- - - - - (194 (194
@) - - - - - )
- - 471 - - - 471
- - 32 - - 635 667
- - (520) - - 52C -
: : : (4) : : (4)
- - - (1459 - - (1,45¢)
- - - (10,719 - - (10,719
$ 17,340 $ 144 $ 72,95 $20331L $ (901) $ (5208 $ 27953

See accompanying notes to the consolidated finbsteitements.
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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 caskigen by operating activitie:

Depreciation and amortizatic

Net amortization of premiums on securit
Provision for loan losse

Shar+-based compensatic

Deferred income tax expen

Proceeds from sale of loans held for ¢
Originations of loans held for s¢

Increase in company owned life insural
Net gain on sale of loans held for s

Net gain on disposal of investment securi
Impairment charges on investment secur

Net (gain) loss on sale and disposal of other a

Amortization of tax credit investme

Contributions to defined benefit pension p

Increase in other asse
(Decrease) increase in other liabilit
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 oca investment securitie

Available for sale
Held to maturity

Proceeds from sales of securities available fa&

Net increase in loans, excluding sé

Purchases of company owned life insura

Proceeds from sales of other as:

Purchases of premises and equipn

Net cash (paid) received from acquisitic

Net cash used in investing activiti

Cash flows from financing activitie

Net increase in deposi

Net (decrease) increase in sl-term borrowings

Purchases of common stock for treas

Repurchase of preferred stc

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 finbsteiements.
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Years ended December 3:

2014 2013 2012
$ 29358 $ 2553 $  23,44¢
4,58: 4,181 3,82¢
3,241 4,53; 5,28¢
7,78¢ 9,07¢ 7,12¢
471 407 52€
2,15¢ 1,547 6,34:
16,54 26,18 55,06
(14,45) (31,65) (52,759
(1,759 (1,706) (1,75
(319) (117) (1,42])
(2,04) (1,226) (2,65))
- - 91
(69) 102 381
2,32: - -
(8,000 - (8,000
(1,606) (6,640) (4,249)
(2,99)) 6,981 7,42¢
35,22 37,19¢ 38,70(
(236,04)) (246,87)) (322,19)
(63,770 (19,599) (15,48)
140,33 143,05: 175,67
31,02¢ 14,78« 20,81
81,60( 1,327 2,82:
(84,81 (131,949 (151,31)
(10,08() (79) (79)
1,57¢ 55E 734
(5,330) (3,41)) (5,840)
(7,999 - 195,77
(153,49() (242,19) (99,079
130,47 58,26 43,37¢
(2,239) 157,23 29,10¢
(194) (229) (557)
(2 (137 (2
667 44¢ 69
- (11¢) 97
(1,469) (1,46¢) (1,472
(10,52) (9,750 (7,39
116,72 204,25 63,22
(1,54) (744) 2,85:
59,609: 60,43 57,58:
$ 5815 $ 5969: $ 60,43
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2014, 2013 and 2012

(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Financial Institutions, Inc., (the “Parent”) isiadncial holding company organized in 1931 underl#tws of New York State (“New Yorksr
“NYS"). The Company offers a broad array of deposit, leppdimsurance services and other financial sentic@sdividuals, municipalities al
businesses in Western and Central New York thratsgivholly-owned New York chartered banking subaigj Five Star Bank (the “Bank”
The Company has also expanded its indirect lendétgork to include relationships with franchisedosmiobile dealers in the Capital Dist
of New York and Northern Pennsylvania. On Augus2@]4, the Company acquired Scott Danahy Naylon @o., a full service insuran
agency located in Amherst, New York. As a resulthef acquisition the Company now provides insuram@b risk consulting services throt
its wholly-owned insurance subsidiary, Scott Danbllaylon, LLC (“SDN").

The accounting and reporting policies conform tmegal practices within the banking industry andut&®. generally accepted accoun
principles (“GAAP”).
The Company has evaluated events and transactopstiential recognition or disclosure through dag the financial statements were issued

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

(a.) Principles of Consolidatior

The consolidated financial statements include teoants of the Company and its subsidiaries. Ajh#icant intercompany accou
and transactions have been eliminated in consalidat

(b.) Use of Estimates

In preparing the consolidated financial statementonformity with GAAP, management is requirechtake estimates and assumpt
that affect the reported amount of assets andlitiabi as of the date of the statement of financ@hdition and reported amounts
revenue and expenses during the reporting periadefidl estimates relate to the determination efahowance for loan losses,
carrying value of goodwill and deferred tax asstis,valuation and other than temporary impairn&dT T1”) considerations related
the securities portfolio, and assumptions usetiéndefined benefit pension plan accounting. Theiemates and assumptions are b
on managemers’ best estimates and judgment and are evaluateah angoing basis using historical experience amerofactors
including the current economic environment. The @any adjusts these estimates and assumptions vaoes dnd circumstanc
dictate. As future events cannot be determined piditision, actual results could differ signifidgrftom the Company’s estimates.

(c.) Cash Flow Reporting

Cash and cash equivalents include cash and duelfemks, federal funds sold and interestring deposits in other banks. Net
flows are reported for loans, deposit transactamt short-term borrowings.

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

2014 2013 2012
Cash paymentt
Interest expens $ 6,82¢ $ 7,75C $ 10,43
Income taxe: 13,66¢ 8,09t 4,01¢
Noncash investing and financing activiti
Real estate and other assets acquired in settleshans $ 394 $ 72€ $ 32z
Accrued and declared unpaid dividel 3,171 2,981 2,56:
Increase (decrease) in net unsettled security pass 56€ (51,117 51,13t
Securities transferred from available for saleatiifio maturity 12,80: 227,33( -
Loans transferred from held for sale to held fmestmen: 852 3,721 -
Common stock issued for acquisiti 5,40( - -
Assets acquired and liabilities assumed in businessinations
Loans and other nicash assets, excluding goodwill and core depasihgible asse 1,00 - 77,91:
Deposits and other liabilitie 1,112 - 287,33:
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(1)

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2014, 2013 and 2012

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Co ntinued)

(d.) Investment Securitie

Investment securities are classified as eitheravai for sale or held to maturity. Debt securitiest management has the positive ir
and ability to hold to maturity are classified addhto maturity and are recorded at amortized cO#fter investment securities
classified as available for sale and recorded iatvilue, with unrealized gains and losses exclufileth earnings and reported &
component of comprehensive income and shareholdgtsty.

Purchase premiums and discounts are recognizedearest income using the interest method overdheg of the securities. Securi
are evaluated periodically to determine whetheedide in their fair value is other than tempordavianagement utilizes criteria such
the current intent to hold or sell the securityg thagnitude and duration of the decline and, whpgmagpriate, consideration of nega
changes in expected cash flows, creditworthinesa:; term prospects of issuers, the level of cdibrdination, estimated loss seve
and delinquencies, to determine whether a lossaloevis other than temporary. The term “other tlemporary”is not intended f
indicate that the decline is permanent, but indigathat the prospect for a néarm recovery of value is not necess:
favorable. Declines in the fair value of investmseturities below their cost that are deemed totber than temporary are reflecte:
earnings as realized losses to the extent the impat is related to credit issues or concernshersecurity is intended to be sold.
amount of impairment related to noredit related factors is recognized in other cahpnsive income. Gains and losses on the s
securities are recorded on the trade date andedeendined using the specific identification method.

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

The Company generally makes the determination @thdr to identify a mortgage as held for sale attitme the loan is closed basec
the Companys intent and ability to hold the loan. Loans hedd $ale are recorded at the lower of cost or macketputed on tt
aggregate portfolio basis. The amount, by whicht e@xxeeds market value, if any, is accounted fom amluation allowance wi
changes included in the determination of resultsperations for the period in which the change o&cihe amount of loan originati
cost and fees are deferred at origination of tla@doand recognized as part of the gain or losalendd the loans, determined using
specific identification method, in the consolidastdtements of income.

The Company originates and sells certain residiergiéd estate loans in the secondary market. Thapgany typically retains the right
service the mortgages upon sale. Mortgage-serviggtgs (“MSRs”) represent the cost of acquiring the contractuditsigo servic
loans for others. MSRs are recorded at their falue at the time a loan is sold and servicing sgre retained. MSRs are reporte
other assets in the consolidated statements aidiabposition and are amortized to noninteresbiine in the consolidated statement
income in proportion to and over the period ofraatied net servicing income. The Company uses atraiumodel that calculates
present value of future cash flows to determine fdie value of servicing rights. In using this vation method, the Compa
incorporates assumptions to estimate future neicseg income, which include estimates of the dosservice the loan, the disco
rate, an inflation rate and prepayment speeds. Qragerly basis, the Company evaluates its MSRarfpairment and charges any s
impairment to current period earnings. In ordeevaluate its MSRs the Company stratifies the rdlatertgage loans on the basit
their predominant risk characteristics, such asrést rates, year of origination and term, usisgalinted cash flows and marketse:
assumptions. Impairment of MSRs is recognized tiinoa valuation allowance, determined by estimativegfair value of each strati
and comparing it to its carrying value. Subsequecteases in fair value are adjusted through theati@an allowance, but only to t
extent of the valuation allowance.

Mortgage loan servicing includes collecting montimhortgagor payments, forwarding payments and rmlaecounting reports
investors, collecting escrow deposits for the payinoé mortgagor property taxes and insurance, gaiares and insurance from esc
funds when due and administrating foreclosure astiwhen necessary. Loan servicing income (a conmpafenoninterest income
the consolidated statements of income) consistead earned for servicing mortgage loans sold ird tharties, net of amortizati
expense and impairment losses associated withatiapd mortgage servicing assets.
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(1)

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2014, 2013 and 2012

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Co ntinued)

(f) Loans

Loans are classified as held for investment whenagament has both the intent and ability to hotditlan 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 #&@ed certain direct loan origination costs areetl, and the net amount is amort
into net interest income over the contractual dfehe related loans or over the commitment pedsdan adjustment of yield. Inter
income on loans is based on the principal balant&tanding computed using the effective intereghodk

A loan is considered delinquent when a paymentioadeen received in accordance with the contrhtdmas. The accrual of inter
income for commercial loans is discontinued wheardlis a clear indication that the borrowgetash flow may not be sufficient to
payments as they become due, while the accruatefeist income for retail loans is discontinued mvttans reach specific delinque!
levels. Loans are generally placed on nonaccrafistwhen contractually past due 90 days or mote xerest or principal paymer
unless the loan is well secured and in the prookssllection. Additionally, if management beconaegare of facts or circumstances
may adversely impact the collectability of prindipa interest on loans, it is managemsrytactice to place such loans on a nonac
status immediately, rather than delaying such aaiiatil the loans become 90 days past due. Whearait placed on nonaccrual ste
previously accrued and uncollected interest isnsma amortization of related deferred loan feesasts is suspended, and incorr
recorded only to the extent that interest paymargssubsequently received in cash and a determmb#s been made that the princ
balance of the loan is collectible. If collectalyiliof the principal is in doubt, payments receive@ applied to loan principal.
nonaccrual loan may be returned to accrual stahenvall delinquent principal and interest paymémsome current in accordance v
the terms of the loan agreement, the borrower kamdstrated a period of sustained performance (géyna minimum of six month
and the ultimate collectability of the total comti@al principal and interest is no longer in doubt.

The Company’s loan policy dictates the guidelireebe followed in determining when a loan is chargé#dAll charge offs are approv
by the Banks senior loan officers or loan committees, dependin the amount of the charge off, and are reparnteajgregate to tl
Bank’s Board of Directors. Commercial business emthmercial mortgage loans are chargéidwhen a determination is made that
financial condition of the borrower indicates thia& loan will not be collectible in the ordinaryuree of business. Residential mortc
loans and home equities are generally chaafédf written down when the credit becomes sewedelinquent and the balance exce
the fair value of the property less costs to detlirect and other consumer loans, both secureduasdcured, are generally chargetl-
in full during the month in which the loan beconi® 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 reatring if the Company, for economic or legal reasaiated to the borrowes’financia
condition, grants a significant concession to tberdwer that it would not otherwise consider. Auibted debt restructuring may invo
the receipt of assets from the debtor in partidutirsatisfaction of the loan, or a modificatiohterms such as a reduction of the st
interest rate or face amount of the loan, a rednaodf accrued interest, an extension of the mataldte at a stated interest rate Ic
than the current market rate for a new loan withilsir risk, or some combination of these concessidmoubled debt restructurir
generally remain on nonaccrual status until the sustained period of payment performance (yssixllmonths or longer) and ther:
a reasonable assurance that the payments willeentSee Allowance for Loan Losses below for furfhaicy discussion and see N
5 — Loans for additional information.

(g.) Off-Balance Sheet Financial Instrument

In the ordinary course of business, the Compangrsnmnto offbalance sheet financial instruments consistingoafrmitments to exter
credit, standby letters of credit and financial guiees. Such financial instruments are recordeddrconsolidated financial stateme
when they are funded or when related fees arer@dwor received. The Company periodically evaluttiescredit risks inherent in the
commitments and establishes loss allowances fdr ssks if and when these are deemed necessary.

The Company recognizes as liabilities the fair gaddi the obligations undertaken in issuing the gotaes under the standby letter
credit, net of the related amortization at inceptidhe fair value approximates the unamortized feesived from the customers
issuing the standby letters of credit. The feesdmferred and recognized on a strailji- basis over the commitment period. Star
letters of credit outstanding at December 31, Ztddioriginal terms ranging from one to five years.
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(1) SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Co ntinued)

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

(h.) Allowance for Loan Losse

The allowance for loan losses is established tHralgirges to earnings in the form of a provisiaridan losses. When a loan or por
of a loan is determined to be uncollectible, thetipno deemed uncollectible is charged against tlrevance and subsequent recove
if any, are credited to the allowance.

The allowance for loan losses is evaluated on alaefpasis and is based upon periodic review ottikectability of the loans in light
historical experience, the nature and volume ofltia portfolio, adverse situations that may afféxet borrowers ability to repay
estimated value of any underlying collateral, anelvpiling economic conditions. This evaluationnferently subjective as it requi
estimates that are susceptible to significant rewias more information becomes available.

The allowance consists of specific and general @mapts. Specific allowances are established fomired loans. Impaired commer
business and commercial mortgage loans are indillidavaluated and measured for impairment basetth®present value of expec
future cash flows discounted at the loan’s effexiivterest rate, a loambbservable market price, or the fair value ofdbkateral if th
loan is collateral dependent. Regardless of thesarement method, impairment is based on the fdiwevaf the collateral whe
foreclosure is probable. If the recorded investmerninpaired loans exceeds the measure of estinfatedalue, a specific allowance
established as a component of the allowance for llosses. Interest payments on impaired loansyaieatly applied to principal unle
collectability of the principal amount is reasonablssured, in which case interest is recognizec @ash basis. Impaired loans
portions thereof, are charged-off when deemed Ulextdile.

A loan is considered impaired when, based on ctuindormation and events, it is probable that trmpany will be unable to colle
the scheduled payments of principal or interestdige according to the contractual terms of the lgreement. Factors considere
determining impairment include payment status dralprobability of collecting scheduled principaldainterest payments when d
Loans that experience insignificant payment delagd payment shortfalls generally are not classiisdimpaired. The Compa
determines the significance of payment delays amgment shortfalls on a case-bgise basis, taking into consideration all of
circumstances surrounding the loan and the borroweluding the length of the delay, the reasonstlie delay, the borrowes’priol
payment record, and the amount of the shortfalklation to the principal and interest owed. Impent is measured on a loan by |
basis by either the present value of expecteddutash flows discounted at the lomeffective interest rate, the loans obtainablekad
price, or the fair value of the collateral if tr@ah is collateral dependent. Large groups of homeges loans are collectively evaluz
for impairment. Accordingly, the Company does neparately identify individual consumer and resigdnkbbans for impairmel
disclosures unless the loan has been subjectrmubléd debt restructure. At December 31, 2014etheere no commitments to le
additional funds to those borrowers whose loan®wkassified as impaired.

General allowances are established for loan lomsesportfolio basis for loans that do not meetdaénition of impaired. The portfol

is grouped into similar risk characteristics, prityaloan type. The Company applies an estimates late, which considers both look
back and loss emergence periods, to each loan gidwploss rate is based on historical experiewitd, look-back periods that ran
from 24 to 48 months depending on the loan typd,ama result can differ from actual losses inalimethe future. The historical Ic
rate is adjusted by the loss emergence periodsahge from 12 to 24 months depending on the Igpa &nd for qualitative factors st
as; levels and trends of delinquent and mocruing loans, trends in volume and terms, effeétehanges in lending policy, t
experience, ability and depth of management, natiand local economic trends and conditions, cotmatons of credit risk, intere
rates, highly leveraged borrowers, information rekd collateral risk. The qualitative factors asviewed at least quarterly
adjustments are made as needed.

While management evaluates currently availablerinftion in establishing the allowance for loan &sssfuture adjustments to -
allowance may be necessary if conditions differssaitially from the assumptions used in makingahaluations. In addition, vario
regulatory agencies, as an integral part of theamenation process, periodically review a finandiatitution’s allowance for loe
losses. Such agencies may require the financiaitutisn to recognize additions to the allowancesdsh on their judgments ab
information available to them at the time of thestamination.
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(i.) Other Real Estate Owned

Other real estate owned consists of propertiesigtjthrough foreclosure or by acceptance of a diedidu of foreclosure. These as:
are recorded at the lower of fair value of the tis®guired less estimated costs to sell or “codéfified as the fair value at ini
foreclosure). At the time of foreclosure, or wheretclosure occurs isubstance, the excess, if any, of the loan ovefaihenarket valu
of the assets received, less estimated selling,cisstharged to the allowance for loan lossesamydsubsequent valuation wridewns
are charged to other expense. In connection wihddtermination of the allowance for loan losses the valuation of other real esl
owned, management obtains appraisals for prope@igsrating costs associated with the propertiesharged to expense as incur
Gains on the sale of other real estate owned ataded in income when title has passed and the lmdemet the minimum do\
payment requirements prescribed by GAAP. The balaofic other real estate owned was $194 thousand $&33 thousand
December 31, 2014 and 2013, respectively.

(.) Company Owned Life Insuranc

The Company holds life insurance policies on certairrent and former employees. The Company i®Weer and beneficiary of t
policies. The cash surrender value of these pglisiencluded as an asset on the consolidatedstats of financial condition, and ¢
increase in cash surrender value is recorded asteoest income on the consolidated statementsaaine. In the event of the deat!
an insured individual under these policies, the Gany would receive a death benefit which woulddmorded as noninterest income.

(k.) Premises and Equipmet

Premises and equipment are stated at cost, lesmatated depreciation and amortization. Depreaiasocomputed on the straiglite
method over the estimated useful lives of the asSdte Company generally amortizes buildings anittimg improvements over
period of 15 to 39 years and software, furniturd agquipment over a period of 3 to 10 years. Leddeingprovements are amortiz
over the shorter of the lease term or the usefal df the improvements. Premises and equipmentpar@dically reviewed fc
impairment or when circumstances present indicatbimpairment.

(1) Goodwill and Other Intangible Asse

Goodwill represents the excess of the purchase pnier the fair value of net assets acquired io@ance with the purchase metho
accounting for business combinations. Goodwill Aasndefinite useful life and is not amortized, gitested for impairment. GA/
requires goodwill to be tested for impairment a thompanys reporting unit level on an annual basis, whichtfe Company
September 3¢, and more frequently if events or circumstancelicite that there may be impairment.

Impairment exists when a reporting usitarrying value of goodwill exceeds its implied faalue. In testing goodwill for impairme
GAAP permits the Company to first assess qualiéafactors to determine whether it is more likelartmot that the fair value o
reporting unit is less than its carrying value.gpaorting unit is defined as any distinct, sepayaigéntifiable component of one of «
operating segments for which complete, discreteaniml information is available and reviewed regylaby the segment
management. If, after assessing the totality ohtsvand circumstances, the Company determinesibtisnore likely than not that t
fair value of a reporting unit is less than itsrgang value, then performing the twatep impairment test would be unnecessary. How
if the Company concludes otherwise, it would thenréquired to perform the first step (Step 1) & foodwill impairment test, a
continue to the second step (Step 2), if neces&ipp 1 compares the fair value of a reporting wiiti its carrying value, includir
goodwill. If the carrying value of the reportingitiexceeds its fair value, Step 2 of the goodwilpairment test is performed to mea:
the amount of impairment loss, if any.

Intangible assets are acquired assets that lackigatiysubstance but can be distinguished from gdbbecause of contractual or otl
legal rights or because the asset is capable n§lsgild or exchanged either on its own or in comatiam with a related contract, asse
liability. The Companys intangible assets consist of core deposits amelr agttangible assets (primarily customer relatimos). Cor
deposit intangible assets are amortized on an eetetl basis over their estimated life of approx@tyanine and a half years. Ot
intangible assets are amortized on an acceleraasis mver their weighted average estimated lifeambroximately twenty yea
Intangible assets with indefinite useful lives amt amortized until their lives are determined &definite. Intangible assets are te
for impairment whenever events or changes in cistanctes indicate the carrying amount of the assais not be recoverable fr
future undiscounted cash flows. If impaired, theets are recorded at fair value. See Note 7 - Gitlaalvd Other Intangible Assets.
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(m.) Federal Home Loan Bank (“FHLB") and Federal Reerve Bank (“FRB”) Stock

The nonmarketable investments in FHLB and FRB stock awubed in other assets in the consolidated statemmafinancia
condition at par value or cost and are periodicedyiewed for impairment. The dividends receivelhtiee to these investments
included in other noninterest income in the condfd statements of income.

As a member of the FHLB system, the Company isirequo maintain a specified investment in FHLBNgw York (“FHLBNY")
stock in proportion to its volume of certain tractians with the FHLB. FHLBNY stock totaled $15.11oin and $15.8 million as
December 31, 2014 and 2013, respectively.

As a member of the FRB system, the Company is requd maintain a specified investment in FRB stoaked on a ratio relative to
Company'’s capital. FRB stock totaled $3.9 millienad December 31, 2014 and 2013.

(n.) Equity Method Investment

The Company has investments in limited partnershipanarily Small Business Investment Companies]y accounts for the
investments under the equity method. These invessrage included in other assets in the consolidsti@ements of financial conditi
and totaled $4.9 million and $4.8 million as of Betber 31, 2014 and 2013, respectively.

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

(p.) Employee Benefit:

The Company participates in a noontributory defined benefit pension plan for certamployees who previously met participa
requirements. The Company also provides petitement benefits, principally health and dertate, to employees of a previot
acquired entity. The Company has closed the permidnpostetirement plans to new participants. The actugriddtermined pensic
benefit is based on years of service and the erapleyighest average compensation during five consecyéars of employment. T
Companys policy is to at least fund the minimum amountuiegd by the Employment Retirement Income Secukity of 1974. Th
cost of the pension and pastirement plans are based on actuarial computatdrcurrent and future benefits for employees, ia
charged to noninterest expense in the consoliddtgdments of income.

The Company recognizes an asset or a liabilityafgrans’overfunded status or underfunded status, respégtivethe consolidate
financial statements and reports changes in théeftiistatus as a component of other comprehengieeni®, net of applicable taxes
the year in which changes occur.

(g.) Share-Based Compensation Plar

Compensation expense for stock options and restristock awards is based on the fair value of tha&rd on the measurement d
which, for the Company, is the date of grant andesognized ratably over the service period of dleard. The fair value of sto
options is estimated using the Black-Scholes oppidcing model. The fair value of restricted stoekaads is generally the market pi
of the Company’s stock on the date of grant.

Sharebased compensation expense is included in the idatsal statements of income under salaries andoye® benefits for awar
granted to management and in other noninteresteepier awards granted to directors.

(r.) Income Taxes

Income taxes are accounted for using the asseliaility method. Deferred tax assets and liakaktiare recognized for the future
consequences attributable to differences betweerfitlancial statement carrying amounts of existasgets and liabilities and tt
respective tax bases. Deferred tax assets anditiehiare measured using enacted tax rates irctefte the year in which tho
temporary differences are expected to be recoveraettled. The effect of a change in tax ratesleferred tax assets and liabilitie
recognized in income in the period that includesehactment date. A valuation allowance is recaghan deferred tax assets if, be
upon the weight of available evidence, it is mdkely than not that some or all of the assets maly be realized. The Compe
recognizes interest and/or penalties related tonmctax matters in income tax expense.
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(s.) Comprehensive Income

Comprehensive income includes all changes in sbatefs’ equity during a period, except those resulting froensactions wit
shareholders. In addition to net income, other camepts of the Comparg/’comprehensive income include the after tax eféd
changes in net unrealized gain / loss on securdti@dlable for sale and changes in net actuariad §éoss on defined benefit post-
retirement plans. Comprehensive income is reponi¢ide accompanying consolidated statements ofggwin shareholder’equity an
consolidated statements of comprehensive income.N8#e 13 -Accumulated Other Comprehensive Income (Loss) fiditeona
information.

(t.) Earnings Per Common Shar

The Company calculates earnings per common sh&®@S") using the twalass method in accordance with Financial Accowg
Standards Board (“FASB”) Accounting Standards Qodifon (*“ASC”) Topic 260, “Earnings Per Share”.eltwo-class method requir
the Company to present EPS as if all of the eamiiog the period are distributed to common shaidrsl and any participati
securities, regardless of whether any actual diddeor distributions are made. All outstanding wted shardased payment awal
that contain rights to nonforfeitable dividends aommsidered participating securities. Certain & thstricted shares issued undel
Company’s sharbased compensation plan are entitled to dividehtfeeassame rate as common stock. The Company besrdeed the
these outstanding non-vested stock awards quaifagicipating securities.

Basic EPS is computed by dividing distributed andistributed earnings available to common sharahelthy the weighted aver:
number of common shares outstanding for the pebistributed and undistributed earnings availabledmmon shareholders repre:
net income reduced by preferred stock dividendsdisttibuted and undistributed earnings availablpdrticipating securities. Commnr
shares outstanding include common stock and vesgtdcted stock awards. Diluted EPS reflects 8sumed conversion of all poten
dilutive securities. A reconciliation of the weigltaverage shares used in calculating basic earngmsgmmon share and the weigt
average common shares used in calculating dilaetiregs per common share for the reported permgsadvided in Note 16 Earning:
Per Common Share.

(u.) Reclassifications
Certain items in prior financial statements haverbeclassified to conform to the current pres@nat

(v.) Recent Accounting Pronouncemen

In May 2014, the Financial Accounting Standards loasued Accounting Standards Update (“ASU”) Nal14£-09, Revenue frol
Contracts with Customers (Topic 608)SU 201409 implements a common revenue standard thatiekatiie principles for recognizi
revenue. The core principle of ASU 200@-is that an entity should recognize revenue foiatlehe transfer of promised goods
services to customers in an amount that refleetsdmsideration to which the entity expects toféled in exchange for those good:
services. To achieve that core principle, an ergitpuld apply the following steps: (i) identify tlwntract(s) with a custom
(i) identify the performance obligations in thenti@ct, (iii) determine the transaction price, @fpcate the transaction price to
performance obligations in the contract and (vpgeize revenue when (or as) the entity satisfiperéformance obligation. ASU 2014-
09 is effective for the Company on January 1, 200e Company is evaluating the potential impactttom Companys financia
statements.

In June 2014, the FASB issued ASU 2014-C®mpensation—Stock Compensation (Topic 7IB)e pronouncement was issue
clarify the accounting for shateased payments when the terms of an award prolvadetperformance target could be achieved afé
requisite service period. ASU 20142-is effective for the Company beginning Januar2d16, though early adoption is permitted.
adoption of ASU 2014-12 is not expected to havigaificant impact on the Company’s financial staéss.

In January 2015, the FASB issued ASU 2015iadépme Statement - Extraordinary and Unusual ItéBibtopic 225-20) Simplifying
Income Statement Presentation by Eliminating th@d@pt of Extraordinary Items ASU 201501 eliminates from U.S. GAAP t
concept of extraordinary items, which, among othergs, required an entity to segregate extraorglitams considered to be unus
and infrequent from the results of ordinary operaiand show the item separately in the incomersgtt, net of tax, after income fr
continuing operations. ASU 2018t is effective for the Company beginning Januar2d16, though early adoption is permitted. /
2015-01 is not expected to have a significant impadhe Company’s financial statements.
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(2) BUSINESS COMBINATIONS

SDN Acquisition

On August 1, 2014, the Company completed the aitiumisof Scott Danahy Naylon Co., Inc., a full sees insurance agency locatec
Ambherst, New York. Consideration for the acquisitincluded both cash and stock totaling $16.9 amillincluding up to $3.4 million of futu
payments, contingent upon SDN meeting certain neeeperformance targets through 2017. The estimtg&dvalue of the continge
consideration at the date of acquisition was $3lRom, which was estimated using a probabilgighted discounted cash flow model. £
result of the acquisition, the Company recordeddgalb of $12.6 million and other intangible asseis$6.6 million. The goodwill is ni
expected to be deductible for income tax purpdBesforma results of operations for this acquisitimve not been presented because the
of this acquisition was not material to the Compampnsolidated financial statements.

This acquisition was accounted for under the adiis method in accordance with FASB ASC Topic 8@&cordingly, the assets a
liabilities, both tangible and intangible, wereasted at their estimated fair values as of the a@gpn date. Due to the timing of the closing
the acquisition, the fair values of other intangghlecorded are subject to adjustment as additiofaamation becomes available to indica
more accurate or appropriate fair value for thangtbles during the measurement period, which igsmexceed one year from the acquisi
date.

The following table summarizes the consideratioil jar Scott Danahy Naylon Co., Inc. and the amesuwftthe assets acquired and liabili
assumed.

Consideration paic

Cash $ 8,10(
Stock 5,40(
Contingent consideratic 3,22i

Fair value of total consideration transfer 16,727

Fair value of assets acquire

Cash 10t
Identified intangible asse 6,64(
Premises and equipment, accounts receivable aed asket 1,094
Total identifiable assets acquir 7,83¢
Fair value of liabilities assume
Deferred tax liability 2,55¢
Other liabilities 1,17:
Total liabilities assume 3,72¢
Fair value of net assets acquil 4,11(
Gooduwill resulting from acquisitio $ 12,61
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(3.) INVESTMENT SECURITIES

The amortized cost and estimated fair value ofstment securities are summarized below (in thousand

Amortized  Unrealized Unrealized Fair
Cost Gains Losses Value
December 31, 201.
Securities available for sale
U.S. Government agencies and government sponsoterpases $ 160,33: $ 1,11¢ $ 97t $ 160,47
Mortgagebacked securitie:
Federal National Mortgage Associati 184,85 2,34¢ 1,26¢ 185,93
Federal Home Loan Mortgage Corporat 29,47¢ 79¢ 7 30,27(
Government National Mortgage Associat 48,80( 2,022 - 50,82:
Collateralized mortgage obligatior
Federal National Mortgage Associati 76,24 48¢ 944 75,79:
Federal Home Loan Mortgage Corporat 89,62: 19¢ 2,58t 87,23:
Government National Mortgage Associat 29,954 59¢ 40 30,51:
Privately issuel - 1,21¢ - 1,21¢
Total collateralized mortgage obligatic 195,82 2,504 3,56¢ 194,75¢
Total mortgag-backed securitie 458,95¢ 7,66¢ 4,84( 461,78t
Asse-backed securitie - 231 - 231
Total available for sale securiti $ 619,290 $ 9,01¢ $ 581 $ 622,49
Securities held to maturity:
State and political subdivisiol 277,27 4,231 12C 281,38:
Mortgagebacked securitie:
Federal National Mortgage Associati 3,27¢ 24 - 3,30z
Government National Mortgage Associat 13,88¢ 122 - 14,00¢
Total held to maturity securitie $ 294,43t $ 4377 $ 12C $ 298,69
December 31, 2013
Securities available for sale
U.S. Government agencies and government sponsoterpases $ 13584( $ 1,412 $ 2,802 $ 134,45
Mortgagebacked securitie:
Federal National Mortgage Associati 173,50° 1,511 4,81( 170,20¢
Federal Home Loan Mortgage Corporat 36,73: 562 20t 37,09
Government National Mortgage Associat 61,83: 2,152 142 63,84
Collateralized mortgage obligatior
Federal National Mortgage Associati 63,83¢ 261 3,19¢ 60,90«
Federal Home Loan Mortgage Corporat 102,66( 16¢ 5,85¢ 96,97:
Government National Mortgage Associat 43,73¢ 91: 58€ 44,06
Privately issuel - 1,467 - 1,467
Total collateralized mortgage obligatic 210,23. 2,81( 9,63 203,40!
Total mortgag-backed securitie 482,30¢ 7,03t 14,79 474,54¢
Asse-backed securitie 18 381 - 39¢
Total available for sale securiti $ 618,16t $ 883( $ 1759 $ 609,40(
Securities held to maturity:
State and political subdivisiol $ 249,78 $ 1,34 $ 460 $ 250,65

Investment securities with a total fair value 068% million and $763.1 million at December 31, 2@hd 2013, respectively, were pledge
collateral to secure public deposits and for ofheposes required or permitted by law.
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(3) INVESTMENT SECURITIES (Continued)

During the year ended December 31, 2014, the Coynjransferred $12.8 million of available for salemgage backed securities to the he
maturity category, reflecting the Compasyihtent to hold those securities to maturity. Bfars of investment securities into the hel
maturity category from the available for sale catggare made at fair value at the date of transfee related $51 thousand of unreal
holding losses that were included in the transferatained in accumulated other comprehensiveniecand in the carrying value of the hel
maturity securities. This amount will be amortizsian adjustment to interest income over the rdnmlife of the securities. This will offs
the impact of amortization of the net premium cedah the transfer. There were no gains or lossesgnized as a result of this transfer.

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

2014 2013 2012
Taxable interest and dividends $ 13,30¢ $ 12,54: $ 12,20:
Tax-exempt interest and dividen 5,29¢ 4,922 4,24
Total interest and dividends on securit $ 18,60: $ 17,46 $ 16,44

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

2014 2013 2012
Proceeds from sales $ 81,60( $ 1,327 $ 2,82¢
Gross realized gair 2,04: 1,22¢ 2,651
Gross realized losst 2 - -

The scheduled maturities of securities availabteséde and securities held to maturity at Decer3ie2014 are shown below. Actual expe
maturities may differ from contractual maturitieschuse issuers may have the right to call or preplgations (in thousands).

Amortized Fair
Cost Value
Debt securities available for sale
Due in one year or le: $ 22,10: $ 22,10«
Due from one to five yeal 136,91 136,72(
Due after five years through ten ye 214,05( 217,11¢
Due after ten yeal 246,22: 246,55

$ 619,290 $ 622,49

Debt securities held to maturity:

Due in one year or le: $ 23,65¢ $ 23,73¢
Due from one to five yeal 136,75:. 138,49¢
Due after five years through ten ye 116,86. 119,15:
Due after ten yeal 17,16¢ 17,31:

$ 29443 $ 298,69
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(3) INVESTMENT SECURITIES (Continued)

Unrealized losses on investment securities andaihealue of the related securities, aggregatethisggstment category and length of time
individual securities have been in a continuougalized loss position as of December 31 are suraethas follows (in thousands):

Less than 12 month¢ 12 months or longer Total
Unrealized
Fair Unrealized Fair Unrealized Fair
Value Losses Value Losses Value Losses
December 31, 2014
Securities available for sale
U.S. Government agencies and government sponsc
enterprise: $ 3499 $ 77 $ 4107C $ 89¢ $ 76,06F $ 97t
Mortgagebacked securitie:
Federal National Mortgage Associati 2,24z 8 62,59: 1,25¢ 64,83 1,26¢
Federal Home Loan Mortgage Corporat 3,38 7 - - 3,38 7
Collateralized mortgage obligatior
Federal National Mortgage Associati 11,22¢ 24 25,64« 92( 36,87: 944
Federal Home Loan Mortgage Corporat - - 76,12¢ 2,58¢ 76,12¢ 2,58¢
Government National Mortgage Associat - - 2,51(C 40 2,51( 40
Total collateralized mortgage obligatic 11,22¢ 24 104,28( 3,54¢ 115,50¢ 3,56¢
Total mortgag-backed securitie 16,851 39 166,87. 4,801 183,72! 4,84(
Total available for sale securiti 51,85: 11€ 207,94: 5,69¢ 259,79: 5,81t
Securities held to maturity:
State and political subdivisiol 18,03¢ 12C - - 18,03¢ 12C
Total temporarily impaired securiti $ 69,88 $ 23€ $ 207,94 $ 569¢ $ 277,83( $ 5,93t
December 31, 201:
Securities available for sale
U.S. Government agencies and government sponsc
enterprise! $ 86,177 $ 2,78¢ % 2,717 $ 14 $ 8889 $ 2,80z
Mortgagebacked securitie:
Federal National Mortgage Associati 103,77t 3,491 20,68¢ 1,31¢ 124,46° 4,81(C
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: 3,19¢
Federal Home Loan Mortgage Corporat 72,65¢ 4,98( 15,76: 87¢€ 88,41, 5,85¢
Government National Mortgage Associat 8,39¢ 58€ - - 8,39¢ 58€
Total collateralized mortgage obligatic 116,68. 8,152 27,52 1,48 144,20! 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 $ 40729 $ 1524 $ 5092 $ 2,81 $ 458,22 $ 18,06
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(3) INVESTMENT SECURITIES (Continued)

The total number of security positions in the irtm@ant portfolio in an unrealized loss position acember 31, 2014 was 122 compared tc
at December 31, 2013. At December 31, 2014, thepgaomhad positions in 51 investment securities wifair value of $207.9 million anc
total unrealized loss of $5.7 million that have hé a continuous unrealized loss position for miti@n 12 months. There were a total o
securities positions in the Compasyihvestment portfolio, with a fair value of $638llion and a total unrealized loss of $236 thousa
December 31, 2014, that have been in a continuotesalized loss position for less than 12 monthsDAtember 31, 2013, the Company
positions in 14 investment securities with a fafue of $50.9 million and a total unrealized lo§$2.8 million that have been in a continu
unrealized loss position for more than 12 montheeré were a total of 317 securities positions & @mpanys investment portfolio, with
fair value of $407.3 million and a total unrealizeds of $15.2 million at December 31, 2013, thetehbeen in a continuous unrealized
position for less than 12 months. The unrealizes$ lon investment securities was predominantly chbgechanges in market interest r:
subsequent to purchase. The fair value of mogtefrtvestment securities in the Company’s portfilictuates as market interest rates chang

The Company reviews investment securities on arvioggbasis for the presence of other than tempdrapairment (“OTTI") with formal
reviews performed quarterly. When evaluating delsusties for OTTI, management considers many factacluding: (1) the length of tir
and the extent to which the fair value has bees flean cost, (2) the financial condition and rteam prospects of the issuer, (3) whethe
market decline was affected by macroeconomic cmmdit and (4) whether the Company has the inteniticsell the debt security or whethe
is more likely than not that it will be required s$ell the debt security before its anticipated vecp. The assessment of whether OTTI e
involves a high degree of subjectivity and judgmeemd is based on the information available to mamsmnt.

No impairment was recorded during the years endeceBber 31, 2014 and 2013. During the year endegrbleer 31, 2012, the Comp:
recognized an OTTI charge of $91 thousand relategrivately issued whole loan CMOs that were deteech to be impaired due to cre
quality.

Based on management’s review and evaluation oCtmapanys debt securities as of December 31, 2014, the shahtrities with unrealiz
losses were not considered to be OTTI. As of Deeerlh, 2014, the Company does not have the inteselt any of the securities in a |
position and believes that it is not likely thawitll be required to sell any such securities beftire anticipated recovery of amortized ¢
Accordingly, as of December 31, 2014, managemestdeacluded that unrealized losses on its investreecurities are temporary and
further impairment loss has been realized in then@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 $755%#mbiand $3.4 million as of December
2014 and 2013, respectively.

The Company sells certain qualifying newly origador refinanced residential real estate mortgagethe secondary market. Residential
estate mortgages serviced for others, which arénchided in the consolidated statements of fir@noondition, amounted to $215.2 mill
and $237.9 million as of December 31, 2014 and 20&8pectively. In connection with these mortgagericing activities, the Compa
administered escrow and other custodial funds whitiounted to approximately $4.6 million and $4.9ian as of December 31, 2014 ¢
2013, respectively.

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

2014 2013 2012
Mortgage servicing assets, beginning of year $ 1,47¢ % 1637 $ 1,60¢
Originations 17z 277 554
Amortization (31€) (43%) (52€)
Mortgage servicing assets, end of y 1,33¢ 1,47¢ 1,63
Valuation allowanci (6) 3 (16§
Mortgage servicing assets, net, end of $ 1,32¢ % 1,47¢  $ 1,46¢
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(5) LOANS

The Company’s loan portfolio consisted of the faliog at December 31 (in thousands):

Net Deferred

Principal
Amount Loan (Fees)

Outstanding Costs Loans, Net

2014
Commercial busines $ 267,37 $ 32 $ 267,40¢
Commercial mortgag 476,40° (1,315 475,09:
Residential mortgag 100,24 (140 100,10:
Home equity 379,77: 6,841 386,61!
Consumer indirec 636,35 25,31¢ 661,67:
Other consume 20,91¢ 197 21,11:
Total $1,881,07 $ 30,93 1,912,00;
Allowance for loan losse (27,63)
Total loans, ne $ 1,884,36!

2013
Commercial busines $ 26575, $ 15 $ 265,76t
Commercial mortgag 470,31: (1,029 469,28
Residential mortgag 113,10: (56) 113,04!
Home equity 320,65t 5,42¢ 326,08t
Consumer indirec 609,39( 26,97¢ 636,36¢
Other consume 22,89: 177 23,07(
Total $ 1,802,100 $ 31,51 1,833,61!
Allowance for loan losse (26,736
Total loans, ne $ 1,806,388

The Companys significant concentrations of credit risk in floan portfolio relate to a geographic concentrafionthe communities that t
Company serves.

Certain executive officers, directors and theiribeiss interests are customers of the Company. actéinas with these parties are based o
same terms as similar transactions with unreldiezd parties and do not carry more than normalitrésk. Borrowings by these related par
amounted to $11.9 million and $2.9 million at Detem31, 2014 and 2013, respectively. During 204y horrowings amounted to $1
million (including borrowings of executive officeend directors that were outstanding at the timéefr appointment), and repayments
other reductions were $1.0 million.
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(5.) LOANS (Continued)

Past Due Loans Aging

The Companys recorded investment, by loan class, in curredtraonaccrual loans, as well as an analysis of agmelinquent loans is ¢
forth as of December 31 (in thousands):

Greater
30-59 Days 60-89 Days Than 90 Total Past
Past Due Past Due Days Due Nonaccrual Current Total Loans
2014
Commercial busines $ 28 % - 8 - 8 28 % 4,28t $ 263,06 $ 267,37
Commercial mortgag 83 - - 83 3,02( 473,30« 476,40°
Residential mortgag 321 - - 321 1,19¢ 98,72¢ 100,24:
Home equity 79¢ 67 - 86¢€ 463 378,44! 379,77
Consumer indirec 2,42¢ 402 - 2,831 1,16¢ 632,35 636,35’
Other consume 14¢ 48 8 204 11 20,70( 20,91¢
Total loans, gros $ 3,80 % 51 § % 433 $ 10,14 $ 1,866,59 $ 1,881,07
2013
Commercial busines $ 55¢ $ 19¢ ¢ - 8 757 $ 3474/ $ 26152( $ 265,75:
Commercial mortgag 80C - - 80C 9,66: 459,84 470,31.
Residential mortgag 542 - - 542 1,07¢ 111,48: 113,10:
Home equity 75C 14z - 89¢ 92t 318,84 320,65¢
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 $ 490t $ 89C $ 6 $ 5801 $ 16,61¢ $ 1,779,68 $ 1,802,10!

There were no loans past due greater than 90 dalystdl accruing interest as of December 31, 284d December 31, 2013. There wer
thousand and $6 thousand in consumer overdraftshwhere past due greater than 90 days as of Dece3tp2014 and December 31, 2(
respectively. Consumer overdrafts are overdrawrosie@ccounts which have been reclassified as |bansy their terms do not acc
interest.

Interest income on nonaccrual loans, if recognizedecorded using the cash basis method of acicmurithere was no interest inco
recognized on nonaccrual loans during the yearscimskcember 31, 2014, 2013 and 2012. For the wraisd December 31, 2014, 2013
2012, estimated interest income of $527 thousab@l $housand, and $555 thousand, respectively,dvMoave been recorded if all such Ic
had been accruing interest according to their oaigtontractual terms.

-84-



Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2014, 2013 and 2012

(5.) LOANS (Continued)

Troubled Debt Restructurings

A modification of a loan constitutes a troubled debstructuring (“TDR")when a borrower is experiencing financial diffigquland thi
modification constitutes a concession. The Compaffigrs various types of concessions when modifyivans, however, forgiveness
principal is rarely granted. Commercial loans miedifin a TDR may involve temporary inter@stly payments, term extensions, reducing
interest rate for the remaining term of the loaxterding the maturity date at an interest rate fothan the current market rate for new «
with similar risk, requesting additional collateredleasing collateral for consideration, or substig or adding a new borrower or guarantor.

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

Pre- Pos*-
Modification Modification

Outstanding Outstanding
Number of

Recorded Recorded
Contracts Investment Investment

2014

Commercial busines 1 $ 1381 $ 1,381

Commercial mortgag - - -
Total 1 $ 1,381 $ 1,381

2013

Commercial busines 4 $ 1465 $  1,45¢

Commercial mortgag 2 7,33¢ 6,93t
Total 6 $ 880 $ 8,391

With the exception of one commercial mortgage loardified during 2013, all of the loans identifiesl BEDRs by the Company during the y¢
ended December 31, 2014 and 2013 were on nonacstaials and reported as impaired loans prior toruetsiring. For the year end
December 31, 2014, the restructured loan modificatélated to extending the amortization periothefloan. For the year ended Decembe
2013, restructured loan modifications of commertiasiness and commercial mortgage loans primandyuded maturity date extensia
payment schedule modifications and forgivenessriocipal. All loans restructured during the yeansled December 31, 2014 and 2013\
on nonaccrual status at the end of those respepdiares. Nonaccrual loans that are restructuredireoranonaccrual status, but may mov
accrual status after they have performed accordirige restructured terms for a period of time. TER classification did not have a mate
impact on the Company’determination of the allowance for loan lossesabee the modified loans were either classifiedudistandard, wi
an increased risk allowance allocation, or impaand evaluated for a specific reserve both befodeadter restructuring.

For purposes of this disclosure, a loan modified 3DR is considered to have defaulted when theol@r becomes 90 days past due. T
were no loans modified as a TDR during the previbRisnonths which subsequently defaulted duringytees ended December 31, 2014
2013.
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(5.) LOANS (Continued)

Impaired Loans

Management has determined that specific commdo@ak on nonaccrual status and all loans that hadeheir terms restructured in a troul
debt restructuring are impaired loans. The follapiable presents data on impaired loans at Dece&ibén thousands):

Unpaid Average Interest
Recorded Principal Related Recorded Income
Investment () Balance(® Allowance Investmeni Recognized

2014
With no related allowance recorde
Commercial busines $ 1,40¢ $ 1,741 $ - $ 1,431 $ -
Commercial mortgag 781 92(C - 1,01« -
2,18¢ 2,661 - 2,44¢ -
With an allowance recorde
Commercial busines 2,88( 2,88( 1,55¢ 1,99¢ -
Commercial mortgag 2,23¢ 2,23¢ 911 1,56( -
5,11¢ 5,11¢ 2,467 3,55¢ -

$ 7,30¢ $ 7,78 $ 2,467 $ 6,000 $ -

2013
With no related allowance recorde
Commercial busines $ 1,777 $ 227 % - % 65¢ $ -
Commercial mortgag 87E 90¢€ - 76C -
2,652 3,17¢ - 1,41¢ -
With an allowance recorde
Commercial busines 1,697 1,717 201 3,19¢ -
Commercial mortgag 8,78¢ 9,18¢ 1,057 3,75¢ -
10,48¢ 10,90¢ 1,25¢ 6,954 -

$ 13,137 $ 14,08 $ 125¢ $ 8,37 $ =

() Difference between recorded investment and unpdidipal balance represents partial ch-offs.

Credit Quality Indicators

The Company categorizes loans into risk categdrésed on relevant information about the abilityhofrowers to service their debt such
current financial information, historical paymentperience, credit documentation, public informatiand current economic trends, am
other factors such as the fair value of collatefale Company analyzes commercial business and caiahmortgage loans individually
classifying the loans as to credit risk. Risk rgsirare updated any time the situation warrants.Jdrapany uses the following definitions
risk ratings:

Special Mention: Loans classified as special mention have a potewdmkness that deserves managemseatose attention. If le
uncorrected, these potential weaknesses may liesd#terioration of the repayment prospects forlten or of the Compang’credi
position at some future date.

Substandard: Loans classified as substandard are inadequatetgqted by the current net worth and paying capadithe obligor or ¢
the collateral pledged, if any. Loans so classifiegte a weldefined weakness or weaknesses that jeopardiZethéation of the deb
They are characterized by the distinct possibitigt the Company will sustain some loss if theaeficies are not corrected.

Doubtful: Loans classified as doubtful have all the weakreegdgerent in those classified as Substandard, twéhadded characteris
that the weaknesses make collection or liquidatiorfull, on the basis of currently existing factpnditions, and values, higl
guestionable and improbable.

Loans not meeting the criteria above that are aealyndividually as part of the process descrildealva are considered “Uncriticizedt
pass-rated loans and are included in groups of hemepus loans with similar risk and loss charasties.
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(5.) LOANS (Continued)

The following table sets forth the Compasiytommercial loan portfolio, categorized by intdisnassigned asset classification, as
December 31 (in thousands):

Commercial Commercial

Business  Mortgage

2014
Uncriticized $ 250,96. $ 460,88(
Special mentiol 5,53( 5,411
Substandar 10,88¢ 10,11¢
Doubtful - -
Total $ 267,377 $ 476,40
2013
Uncriticized $ 250,55: $ 449,44
Special mentiol 6,311 6,89¢
Substandar 8,88 13,97(
Doubtful - -
Total $ 265,75 $ 470,31

The Company utilizes payment status as a meandeuitifying and reporting problem and potential peat retail loans. The Compa
considers nonaccrual loans and loans past duesgtbéan 90 days and still accruing interest to dreperforming. The following table sets fo
the Company’s retail loan portfolio, categorizeddayment status, as of December 31 (in thousands):

Residential Home Consumer Other

Mortgage Equity Indirect Consumer

2014
Performing $ 99,047 $ 379,31. $ 63518 $ 20,89¢
Non-performing 1,194 465 1,16¢ 19
Total $ 10024 $ 379,77 $ 636,35 $ 20,91

2013
Performing $ 112,02: $ 319,73 $ 607,91¢ $ 22,88
Non-performing 1,07¢ 92¢ 1,471 11
Total $ 113,10. $ 320,65¢ $ 609,39( $ 22,89
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The following tables set forth the changes in th@naance for loan losses for the years ended Deeer@b (in thousands):

Commercial Commercial
Residential Home Consumer Other
Business Mortgage Mortgage Equity Indirect Consumer Total
2014
Allowance for loan losses
Beginning balanc $ 427 $ 7,74 $ 67¢ $ 1367 $ 1223( $ 447 $  26,73¢
Chargeoffs (204) (309 (290 (340 (10,004 (972) (12,019
Recoveries 201 142 39 56 4,321 36¢€ 5,12¢
Provision 1,351 54C 45 40z 4,83¢ 61F 7,78¢
Ending balanc: $ 5621 $ 8,12: $ 57C $ 148t $ 1138: $ 45€  $ 27,63
Evaluated for impairmen
Individually $ 155¢ $ 911 $ - $ S - 8 - $ 2,467
Collectively $ 4,068 $ 7,211  $ 57C  $ 1,48 $ 11,38: $ 45¢  $  25,17(
Loans:
Ending balanc $ 267,377 $ 476,40 $ 100,24: $ 379,77+ $ 636,35 $ 20,91¢ $ 1,881,07.
Evaluated for impairmen
Individually $ 4,28¢  $ 3,02C $ - % - 9 - $ - 3 7,30¢
Collectively $ 263,08 $ 473,38 $ 10024: $ 379,77+ $ 636,35 $ 20,91f $ 1,873,76:
2013
Allowance for loan losses
Beginning balanc $ 4,88 $ 6,581 $ 74C 3 128. $ 10,71f $ 512 $ 24,71
Chargeoffs (1,070 (559) (417 (397 (8,125 (928) (11,479
Recoveries 34¢ 31¢ 54 157 3,161 381 4,421
Provision 11C 1,39¢ 292 31¢ 6,47¢ 482 9,07¢
Ending balanc: $ 427 $ 7,74 $ 67€ $ 1,367 $ 1223( $ 447 $  26,73¢
Evaluated for impairmen
Individually $ 201 % 1,057 $ - $ S - 8 - $ 1,25¢
Collectively $ 4,072 $ 6,68¢ $ 67¢ $ 1,36 $ 1223 $ 447 $  25,47¢
Loans:
Ending balanc $ 265,75 $ 470,31 $ 113,100 $ 320,65¢ $ 609,39( $ 22,897 $ 1,802,10
Evaluated for impairmen
Individually $ 347/ $ 9,66 $ - % - 9 - $ - $ 13,130
Collectively $ 26227 $ 460,64 $ 113,10 § 320,65 $ 609,39 $ 2289 $ 1,788,96
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(5.) LOANS (Continued)

Commercial Commercial Residentia

Home Consumer Other
Business Mortgage Mortgage Equity Indirect Consumer Total
2012
Allowance for loan losses
Beginning balanc $ 403 $ 6418 $ 85¢ $ 124 $ 10,18 $ 517 $  23,26(
Chargeoffs (729) (745) (32¢€) (305) (6,589 (8749 (9,56¢)
Recoveries 33€ 261 13C 44 2,76¢ 354 3,89/
Provision 1,241 647 78 301 4,34¢ 51E 7,12¢
Ending balanc $ 488 $ 6581 9 74C ¢ 128: $ 10,71t $ 512 $ 24,71«
Evaluated for impairmen
Individually $ 664 $ 31C  $ - $ SIS - $ - % 974
Collectively $ 422 $ 6271 % 74C  $ 1,282 $ 10,71 $ 512 §$§  23,74(
Loans:
Ending balanc $ 258,70¢ $ 414,28. $133,34: $ 28250 $559,96:0 $ 26,65 $ 167545
Evaluated for impairmen
Individually $ 341 % 179 % - 3 - 8 - 3 - % 5,212
Collectively $ 255297 $ 41248. $133,34. $ 28250; $559960 $ 26,65 $ 1,670,24

Risk Characteristics

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

Commercial mortgage loans generally have largaarzals and involve a greater degree of risk thadeetal mortgage loans, inferrirfgghe!
potential losses on an individual customer bas@an_repayment is often dependent on the succesphration and management of
properties, as well as on the collateral secuffiiegdan. Economic events or conditions in the estdte market could have an adverse impe
the cash flows generated by properties securin@tmpany’s commercial real estate loans and ondhes of such properties.

Residential mortgage loans and home equities (dsewiof home equity loans and home equity lines)ganerally made on the basis of
borrowers ability to make repayment from his or her emplepinand other income, but are secured by real pyopdnose value tends to
more easily ascertainable. Credit risk for thegeesyof loans is generally influenced by generahendc conditions, the characteristics
individual borrowers, and the nature of the loalteteral.

Consumer indirect and other consumer loans mayl gméater credit risk than residential mortgagane and home equities, particularly in
case of other consumer loans which are unsecured tire case of indirect consumer loans, secuyedelpreciable assets, such as automc
or boats. In such cases, any repossessed colléeral defaulted consumer loan may not provide @eqaate source of repayment of
outstanding loan balance. In addition, consumen loallections are dependent on the borroweontinuing financial stability, and thus
more likely to be affected by adverse personalucitstances such as job loss, illness or persondrinatcy. Furthermore, the application
various federal and state laws, including banknppind insolvency laws, may limit the amount whielm de recovered on such loans.
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(6.) PREMISES AND EQUIPMENT, NET
Major classes of premises and equipment at DeceBibare summarized as follows (in thousands):

2014 2013
Land and land improvements $ 4797 % 4,88:
Buildings and leasehold improveme 42,82t 44,83(
Furniture, fixtures, equipment and vehic 29,85: 25,46¢
Premises and equipme 77,47¢ 75,17:
Accumulated depreciation and amortizat (41,087) (39,169
Premises and equipment, | $ 36394 $  36,00¢

Depreciation and amortization expense relatingreamigses and equipment, included in occupancy anghegent expense in the consolide
statements of income, amounted to $4.0 million8%3illion and $3.6 million for the years ended Dmber 31, 2014, 2013 and 20
respectively.

(7.) GOODWILL AND OTHER INTANGIBLE ASSETS

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

2014 2013
Goodwill, beginning of year $ 4853t $  48,53¢
Addition from the SDN acquisitio 12,617 -
Goodwill, end of yea $ 61,15¢ $  48,53¢

Goodwill and other intangible assets added duriregderiod relates to the SDN acquisition, whichsetb on August 1, 2014. See Note 2
Business Combinations for additional information.

The Company performed a qualitative assessmenvadwill to determine if it was more likely than nibat the fair value of the reporting t
is less than its carrying value. In performing algative analysis, factors considered include, dnet not limited to, business strategy, finar
performance and market and regulatory dynamics.rébelts of the qualitative assessment for 2014 2048 indicated that it was not m
likely than not that the fair value of the repogtimnit is less than its carrying value. Conseqyentb additional quantitative twskef
impairment test was required, and no impairment rgasrded in 2014 or 2013. In 2012, prior to thembn of ASU 201108, the Compar
performed a quantitative impairment test that ditiresult in any impairment.

Declines in the market value of the Company’s miypliraded stock price or declines in the Comparghility to generate future cash flc
may increase the potential that goodwill recordedh® Company consolidated statement of financial conditiordbsignated as impaired ¢
that the Company may incur a goodwill write-dowrthe future.

The Company has other intangible assets that aogtiaed, consisting of core deposit intangibles attter intangibles (primarily related
customer relationships acquired in connection wiita Companys insurance agency acquisition). Changes in thesgoarrying amour
accumulated amortization and net book value forytrers ended December 31 were as follows (in thwsa

2014 2013

Core deposit intangibles:

Gross carrying amoul $ 2,04 % 2,042
Accumulated amortizatio (919 (57€)
Net book value $ 1,128 $ 1,46¢
Amortization during the ye: $ 341 $ 387
Other intangibles:

Gross carrying amoul $ 6,64 $ -
Accumulated amortizatio (279 -
Net book value $ 6,361 $ -
Amortization during the yez $ 27¢ % =

Core deposit intangible amortization expense wa&9$iousand for the year ended December 31, 2012.
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(7) GOODWILL AND OTHER INTANGIBLE ASSETS (Continue d)

Estimated amortization expense of other intangalskets for each of the next five years is as falow

2015 $ 94
2016 864
2017 T7€
2018 68¢
2019 611

(8) DEPOSITS

A summary of deposits as of December 31 are asdsl{in thousands):

2014 2013
Noninteres-bearing demand $ 571,260 $ 53547.
Interes-bearing deman 490,19( 470,73
Savings and money mark 795,83! 717,92¢
Certificates of deposit, du
Within one yea 395,95t 448,99°
One to two year 122,81¢ 77,21¢
Two to three year 11,44¢ 23,64
Three to five year 62,99: 46,04
Thereafte 28 20
Total certificates of depos 593,24. 595,92
Total deposit: $ 2,450,52 $ 2,320,05!

Certificates of deposit in denominations of $100,@® more at December 31, 2014 and 2013 amount8@456.3 million and $226.0 millio
respectively.

Interest expense by deposit type for the yearsceB@deember 31 is summarized as follows (in thousand

2014 2013 2012
Interest-bearing demand $ 607 $ 72¢ % 59¢
Savings and money mark 91z 97¢ 99¢
Certificates of depos 4,84¢ 4,89: 6,86¢
Total interest expense on depo: $ 6,36€ 3 6,600 $ 8,46:
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(9.) BORROWINGS
Outstanding borrowings are summarized as followsf &ecember 31 (in thousands):

2014 2013
Shor-term borrowings
Repurchase agreemel $ 39,50 $ 39,04
Shor-term FHLB borrowings 295,30( 298,00(
Total shor-term borrowings $ 33480: $ 337,04

The Company classifies borrowings as short-terfomg-term in accordance with the original termshaf agreement. There were no laegy
borrowings outstanding as of December 31, 2014 261B. At December 31, 2014 and 2013, the Compabgrrowings had a weighi
average rate of 0.35% and 0.38%, respectively.

Repurchase agreements are secured overnight bagswiith customers. Sharm FHLB borrowings have original maturities afdethan or
year and include overnight borrowings that we tgfljcutilize to address short term funding needshay arise. Shc-term FHLB borrowing
at December 31, 2014 consisted of $129.0 milliorowernight borrowings and $166.3 million in shatrh advances. Shaerm FHLE
borrowings at December 31, 2013 consisted of $188l@n in overnight borrowings and $100.0 million shortterm advances. The FHI
borrowings are collateralized by securities from @ompany’s investment portfolio and certain qyaid loans.

(10.) COMMITMENTS AND CONTINGENCIES

Financial Instruments with Off-Balance Sheet Risk

The Company has financial instruments with lndfance sheet risk established in the normal caafrbeisiness to meet the financing neec
its customers. These financial instruments inclodenmitments to extend credit and standby lettersreélit. These instruments involve
varying degrees, elements of credit and interastrisk extending beyond amounts recognized irfittzencial statements.

The Companys exposure to credit loss in the event of nonpetéorce by the other party to the financial instruniencommitments to exte
credit and standby letters of credit is essentidleysame as that involved with extending loansugiomers. The Company uses the same
underwriting policies in making commitments and ditional obligations as for on-balance sheet imsgnts.

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

2014 2013
Commitments to extend credit $ 450,34: $ 431,23¢
Standby letters of crec 8,57¢ 8,61¢

Commitments to extend credit are agreements totleadcustomer as long as there is no violatioanyf condition established in the agreen
Commitments generally have fixed expiration datestber termination clauses and may require payraéatfee. Commitments may exg
without being drawn upon; therefore the total cotrment amounts do not necessarily represent futasé cequirements. Each custorser
creditworthiness is evaluated on a case-by-cass. &g amount of collateral obtained, if any, &s&d on managemesttredit evaluation
the borrower. Standby letters of credit are conddi lending commitments issued by the Companyutirantee the performance of a custc
to a third party. These standby letters of credit primarily issued to support private borrowingaagements. The credit risk involvec
issuing standby letters of credit is essentiallyshme as that involved in extending loan facditiee customers.

The Company also extends rate lock agreementsrtovkers related to the origination of residentiartgage loans. To mitigate the inte
rate risk inherent in these rate lock agreementsnvthe Company intends to sell the related loane amiginated, as well as closed reside
mortgage loans held for sale, the Company entéosfamward commitments to sell individual residahtnortgages. Rate lock agreements
forward commitments are considered derivatives anel recorded at fair value. Forward sales commitmeaataled $1.2 million
December 31, 2014. There were no forward sales ¢omants outstanding as of December 31, 2013. Thehsnge in the fair values of th:
derivatives was recognized as other noninteresihigcor other noninterest expense in the consotidetietements of income.
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(10.) COMMITMENTS AND CONTINGENCIES (Continued)

Lease Obligations

The Company is obligated under a number of nondiatde operating lease agreements for land, biuglsliand equipment. Certain of th
leases provide for escalation clauses and corgaiewal options calling for increased rentals if ldase is renewed. Future minimum paym
by year and in the aggregate, under the noncabteli@ases with initial or remaining terms of o or more, are as follows at Decembe
2014 (in thousands):

2015 $ 1,67:
2016 1,57¢
2017 1,20z
2018 952
2019 87¢
Thereaftel 3,78¢

$ 10,06

Rent expense relating to these operating leaselsidied in occupancy and equipment expense in #iersents of income, was $1.8 milli
$1.7 million and $1.6 million in 2014, 2013 and 20tespectively.

Contingent Liabilities

In the ordinary course of business there are varibteatened and pending legal proceedings agamsEompany. Based on consultation
outside legal counsel, management believes thaadlgeegate liability, if any, arising from suchdation would not have a material adve
effect on the Company’s consolidated financialestants.

(11) REGULATORY MATTERS

General

The supervision and regulation of financial and k&olding companies and their subsidiaries is idéshprimarily for the protection
depositors, the deposit insurance funds regulayetthdo FDIC and the banking system as a whole, atdon the protection of shareholder:
creditors of bank holding companies. The variouskbr@gulatory agencies have broad enforcement powarfinancial holding companies ¢
banks, including the power to impose substantiedj operational restrictions and other penaltesiblations of laws and regulations and
safety and soundness considerations.

Capital

Banks and financial holding companies are subgeuttious regulatory capital requirements admingsidy state and federal banking agen
Failure to meet minimum capital requirements catiaie certain mandatory and possibly additionakditionary, actions by regulators thg
undertaken, could have a direct material impacttltoen Companys consolidated financial statements. Capital adeguguidelines an
additionally for banks, prompt corrective actiomgu&tions, involve gquantitative measures of asdetbilities, and certain ofbalance she
items calculated under regulatory accounting pecasti Capital amounts and classifications are aldgjest to qualitative judgments
regulators about components, risk weighting anérofdctors.

Quantitative measures established by regulatioensure capital adequacy require the Company anBah& to maintain minimum amou
and ratios of Total and Tier 1 capital to riskeighted assets and of Tier 1 capital to averagetaqall as defined in the regulations). Tl
minimum amounts and ratios are included in thectéielow.

The Company’s and the Bank’s Tier 1 capital cossidtshareholdersgquity excluding unrealized gains and losses onrgexs available fc
sale (except for unrealized losses which have lgegarmined to be other than temporary and recodnéie expense in the consolids
statements of income), goodwill and other intargiabsets and disallowed portions of deferred taetssTier 1 capital for the Comp:
includes, subject to limitation, $17.3 million ofgferred stock. The Company and the Bariidtal capital are comprised of Tier 1 capita
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 ratios aleulated by dividing the respective capital amsuiy risk-weighted assets. Risleighter
assets are calculated based on regulatory requitsra@d include total assets, excluding goodwitl ather intangible assets and disallo
portions of deferred tax assets, allocated bywislght category and certain off-balarsieeet items (primarily loan commitments). The lege
ratio is calculated by dividing Tier 1 capital bgjasted quarterly average total assets, which eecgoodwill and other intangible assets
disallowed portions of deferred tax assets.

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
2014
Tier 1 leverage Company $ 219,90 73% $ 119,72 4.0(% $ 149,65 5.0(%
Bank 215,67. 7.21 119,67: 4.0C 149,58t 5.0C
Tier 1 capital: Company 219,90 10.4i 83,98 4.0C 125,97 6.0C
Bank 215,67 10.2¢ 83,88¢ 4.0C 125,83: 6.0C
Total risk-based capita Company 246,16t  11.7: 167,97(  8.0C 209,96: 10.0C
Bank 241,90¢  11.5:% 167,77¢  8.0C 209,72  10.0C
2013
Tier 1 leverage Company $ 215,02 76% $ 112,66( 4.0(% $ 140,82 5.0(%
Bank 204,33t 7.21 112,49¢ 4.0C 140,62: 5.0C
Tier 1 capital: Company 215,02  10.8:2 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 239,87¢  12.0¢t 158,91¢  8.0C 198,64°  10.0C
Bank 229,13¢  11.5¢ 158,58  8.0C 198,22¢  10.0C

As of December 31, 2014, the Company and Bank w@neidered “well capitalizedinder all regulatory capital guidelines. Such dateatior
has been made based on the Tier 1 leverage, Tapifal and total risk-based capital ratios.

Federal Reserve Requirements
The Bank was not required to maintain a reservanua at the FRB of New York as of December 31, 20hé reserve requirement was ¢
million as of December 31, 2013.

Dividend Restrictions

In the ordinary course of business, the Compardegendent upon dividends from the Bank to providel$ for the payment of dividends
shareholders and to provide for other cash req@ntsn Banking regulations may limit the amount iefdénds that may be paid. Approval
regulatory authorities is required if the effect difidends declared would cause the regulatorytabpf the Bank to fall below specifi
minimum levels. Approval is also required if divitks declared exceed the net profits for that yeartined with the retained net profits for
preceding two years.
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(12.) SHAREHOLDERS' EQUITY

The Companys authorized capital stock consists of 50,210,0@0es of capital stock, 50,000,000 of which are mom stock, par valt
$0.01 per share, and 210,000 of which are prefesteck, par value $100 per share, which is desighatto two classes, Class A of wt
10,000 shares are authorized, and Class B of wvd06k000 shares are authorized. There are two s&frigkass A preferred stock: Series A
preferred stock and the Series A preferred stoblerd is one series of Class B preferred stockeS&3il 8.48% preferred stock. There w
173,398 shares and 173,423 shares of preferreklistged and outstanding as of December 31, 2042013, 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

2014

Shares outstanding at beginning of y 13,829,35 332,24: 14,161,59
Shares issued for the SDN acquisit 235,91: - 235,91
Restricted stock awards issL 43,24. (43,249 -
Restricted stock awards forfeit (15,449 15,44: -
Stock options exercise 34,08: (34,089 -
Treasury stock purchas (9,102) 9,102 -

Shares outstanding at end of y 14,118,04 279,46: 14,397,50

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¢ (23,26%) -
Treasury stock purchas (11,349 11,34¢ -
Director¢ retainer 5,672 (5,6772) -

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

Preferred Stock

Series A 3% Preferred StociThere were 1,492 shares and 1,496 shares of S&rig% preferred stock issued and outstanding
December 31, 2014 and 2013, respectively. Holde8edes A 3% preferred stock are entitled to nez@in annual dividend of $3.00 per sh
which is cumulative and payable quarterly. HoldefsSeries A 3% preferred stock have no emeptive right in, or right to purchase
subscribe for, any additional shares of the Comjzmaogpital stock and have no voting rights. Dividendlissolution payments to the Clas
shareholders must be declared and paid, or set fapgrayment, before any dividends or dissolufi@yments can be declared and paid, ¢
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 Stockhere were 171,906 shares and 171,927 sharesief 3t 8.48% preferred stock issued and outstandi
of December 31, 2014 and 2013, respectively. HeldéiSeries Bt 8.48% preferred stock are entitled to receiveramual dividend of $8.¢
per share, which is cumulative and payable quartétblders of Series B-1 8.48% preferred stock hawgoreemptive right in, or right 1
purchase or subscribe for, any additional sharethefCompanys common stock and have no voting rights. Accuredlatividends on tt
Series B-1 8.48% preferred stock do not bear istei@nd the Series B-8.48% preferred stock is not subject to redemptidividend o
dissolution payments to the Class B shareholderst ioe declared and paid, or set apart for payneigre any dividends or dissolut
payments are declared and paid, or set apart fgmeat, to the holders of common stock. The Seriek 848% preferred stock is 1
convertible into any other of the Company’s se@sit
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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):

Pre-tax Net-of-tax
Amount Tax Effect Amount
2014
Securities available for sale and transferred stesi
Change in unrealized gain/loss during the pe $ 14,00¢ $ 554¢ $ 8,45¢
Reclassification adjustment for net gains inclubtedet income() (2,479 (987 (1,499
Total securities available for sale and transfes@clrities 11,53( 4,56¢ 6,96
Pension and pc-retirement obligations
Net actuarial gains (losses) arising during the (9,709 (3,84¢) (5,86%)
Amortization of net actuarial loss and prior seeviost included in inconr 12¢ 51 77
Total pension and pc-retirement obligation (9,58)) (3,799 (5,786€)
Other comprehensive incor $ 1,94¢ $ 77 % 1,17¢
2013
Securities available for sale and transferred stéesi
Change in unrealized gain/loss during the pe $ (34,139 $ (13,52) $ (20,61)
Reclassification adjustment for net gains inclubtedet income(®) (1,299 (5149 (789
Total securities available for sale and transfes@etlrities (35,437 (14,036 (21,397
Pension and pc-retirement obligations
Net actuarial gains (losses) arising during the" 11,86( 4,69¢ 7,16:
Amortization of net actuarial loss and prior seevimst included in inconr 1,31¢ 521 79t
Total pension and pc-retirement obligation 13,17¢ 5,21¢ 7,951
Other comprehensive lo $ (22,25) $ (8,81) $ (13,44(
2012
Securities available for sal
Change in unrealized gain/loss during the pe $ 6,68: $ 2,64€ $ 4,03¢
Reclassification adjustment for gains and inclutheiicome (2,65)) (1,050 (1,607
Reclassification adjustment for impairment charigetided in income 91 36 55
Total securities available for se 4,12 1,632 2,49(
Pension and pc-retirement obligations
Net actuarial gains (losses) arising during the (1,649 (650 (993)
Amortization of net actuarial loss and prior seevimst included in incon 1,34 532 811
Total pension and pc-retirement obligation (300 (11¢) (182)
Other comprehensive incor $ 382 $ 151 % 2,30

@ Includes amounts related to the amortization/tamm of unrealized net gains and losses relatetheoCompanys reclassification ¢
available for sale investment securities to the helmaturity category. The unrealized net gairssés will be amortized/accreted ovet
remaining life of the investment securities as djnstment of yield
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(13.) ACCUMULATED OTHER COMPREHENSIVE INCOME (LOSS) (Continued)

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

Securities Accumulated
Available for Pension and Other
Sale and Post- Comprehensive

Transferred  retirement
Securities  Obligations  Income (Loss)

Balance at January 1, 2014 $ (5,337) $ (4,850 $ (20,18
Other comprehensive income (loss) before reclassifins 8,45¢ (5,867) 2,59¢
Amounts reclassified from accumulated other comgmsive incom (1,499 77 (1,420
Net current period other comprehensive (loss) ire 6,96: (5,786€) 1,17¢

Balance at December 31, 20 $ 1,62t $ (10,636 $ (9,019

Balance at January 1, 20 $ 16,060 $ (12,807 $ 3,25:
Other comprehensive income (loss) before reclasgifins (20,617) 7,16z (13,457
Amounts reclassified from accumulated other comgmslve incom (789 79t 11
Net current period other comprehensive income )| (21,397 7,957 (13,440

Balance at December 31, 20 $ (5,33) $ (4,850 $ (10,18))

Balance at January 1, 20 $ 13,57C $ (12,625 $ 94t
Other comprehensive income (loss) before reclasgifins 4,03¢ (999) 3,04:
Amounts reclassified from accumulated other comgmslive los: (1,54¢€) 811 (735)
Net current period other comprehensive income )| 2,49( (182) 2,30¢

Balance at December 31, 20 $ 16,06 $ (12,80) $ 3,25

The following table presents the amounts reclas$iut of each component of accumulated other celngmsive income (loss) for the ye
ended December 31 (in thousands):

Amount Reclassified from

Details About Accumulated Other Accumulated Other Affected Line Item in the

Comprehensive Income Componen Comprehensive Income Consolidated Statement of Income
2014 2013

Realized gain on sale of investment securities $ 2,041 $ 1,22¢ Net gain on disposal of investment securi

Amortization of unrealized holding gains (loss
on investment securities transferred from

available for sale to held to matur 437 72 Interest incomt
2,47¢ 1,29¢ Total before ta
(9817) (519 Income tax expens
1,497 784 Net of tax
Amortization of pension and post-retirement
items:
Prior service credi®) 48 47 Salaries and employee bene
Net actuarial losse(l) (176 (1,369 Salaries and employee bene
(128 (1,31€) Total before ta
51 521 Income tax benefi
(77) (795) Net of tax
Total reclassified for the peric $ 1,42( $ (11)

() These items are included in the computation df periodic pension expense. See Note 1Employee Benefit Plans for additio
information.
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(14.) SHARE-BASED COMPENSATION

The Company maintains certain stock-based compensalans, approved by the Compasghareholders that are administered by the E
or the Management Development and Compensation Gbeenfthe “Compensation Committeed) the Board. In May 2009, the shareholi
of the Company approved two share-based compengafos, the 2009 Management Stock Incentive PMar{agement Plan"and the 200
Directors’ Stock Incentive Plan (“Director’s Plangnd collectively with the Management Plan, “tHenB”. An aggregate of 690,000 share
the Companys common stock have been reserved for issuandeeb@ampany under the terms of the Management Riesu@nt to the grant
incentive stock options (not to exceed 500,000 es)anonqualified stock options and restricted stock graatisof which are defined in tl
plan. An aggregate of 250,000 shares of the Comipatgmmon stock have been reserved for issuandeeb@ampany under the terms of
Director’s Plan pursuant to the grant of nqumlified stock options and restricted stock graalisof which are defined in the plan. Under
plans, for purposes of calculating the number afet of common stock available for issuance, ebatesof common stock granted pursua
a restricted stock grant counts as 1.64 shardeed€bmpanys common stock. As of December 31, 2014, there agpeoximately 119,000 a
396,000 shares available for grant under the DirectPlan and Management Plan, respectively, of wBi were available for issuance
restricted stock grants.

Under the Plans, the Board, in the case of theclirs Plan, or the Compensation Committee, in the cddhe Management Plan, n
establish and prescribe grant guidelines includiagous terms and conditions for the granting otktased compensation. For stock opti
the exercise price of each option equals the mame¢ of the Companyg’stock on the date of the grant. All options exifter a period of t
years from the date of grant and generally becarig éxercisable over a period of 3 to 5 years fribwa grant date. When an option recip
exercises their options, the Company issues sliamastreasury stock and records the proceeds as@uddto capital. Shares of restricted si
granted to employees generally vest over 2 to Bsylgam the grant date. Fifty percent of the shafa®stricted stock granted to nemploye:
directors generally vests on the date of grantthademaining fifty percent generally vests oneryeam the grant date. Vesting of the sh
may be based on years of service, establishedrpeafece measures or both. If restricted stock gramgsorfeited before they vest, the sh
are reacquired into treasury stock.

The shardsased compensation plans were established to dbbowhe granting of compensation awards to attracbtivate and reta
employees, executive officers and remployee directors who contribute to the succesk mofitability of the Company and to give s
persons a proprietary interest in the Companyegtheenhancing their personal interest in the Coryigasuccess.

The Company awarded grants of 22,642 shares ofictest common stock to certain members of managéerdaring the year end
December 31, 2014. Fifty percent of the sharesestihp each grant will be earned based upon admieneof an EPS performance requirer
for the Company’s fiscal year ended December 31420he remaining fifty percent of the shares Wil earned based on the Company
achievement of a relative total shareholder refiF&R”) performance requirement, on a percentile basispeogad to a defined group of p
companies over a thregear performance period ended December 31, 2016 shihres earned based on the achievement of thamtPESF
performance requirements, if any, will vest basedhe recipient’s continuous service to the Compamyrebruary 17, 2017.

The grant date fair value of the TSR portion of #iveard granted during the year ended December@®Y @%as determined using the Mc
Carlo simulation model on the date of grant, asagnthe following (i) expected term of 2.87 yearns$) risk free interest rate of 0.62
(iii) expected dividend yield of 3.59% and (iv) eqbed stock price volatility over the expected texfithe TSR award of 39.4%. The mc
resulted in a grant date fair value of $10.54 feg TSR portion of the award. The grant date falueaf all other restricted stock award
equal to the closing market price of our commorrlstin the date of grant.

In addition, the Company granted 11,600 sharesstricted common stock to management during the geded December 31, 2014. -
shares will vest after completion of a thigsar service requirement. The weighted average ehamice of the restricted stock awards or
date of grant was $21.26.

During the year ended December 31, 2014, the Coyngeanted 9,000 restricted shares of common stoakrectors, of which 4,500 sha
vested immediately and 4,500 shares will vest a@idenpletion of a ongear service requirement. The market price of éstricted stock on tl
date of grant was $22.82.

The restricted stock awards granted to managemmendiaectors in 2014 do not have rights to dividenddividend equivalents until vested.
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(14.) SHARE-BASED COMPENSATION (Continued)

The Company uses the Bla8choles valuation method to estimate the fair vaifiés stock option awards. There were no stockoog
awarded during 2014, 2013 or 2012. There was necagnized compensation expense related to unvesiekl options as of December
2014. The following is a summary of stock optiortiaty for the year ended December 31, 2014 (dsllar thousands, except per st
amounts):

Weighted

Weighted Average
Remaining Aggregate

Number of Average Contractual

Exercise Intrinsic

Options Price Term Value
Outstanding at beginning of year 192,93: $ 19.8:
Grantec - -
Exercisec (34,087 19.5%
Forfeited - -
Expired (23,430 23.6¢

Outstanding and exercisable at end of pe 135,41t $ 19.2¢ l9year $ 79¢

The aggregate intrinsic value (the amount by whighmarket price of the stock on the date of esereixceeded the market price of the ¢
on the date of grant) of option exercises for tharg ended December 31, 2014, 2013 and 2012 wdstkdbésand, $106 thousand, and
thousand, respectively. The total cash receiveal r@sult of option exercises under stock compemsaians for the years ended Decembe
2014, 2013 and 2012 was $667 thousand, $448 thdusan $69 thousand, respectively. The tax benefdtized in connection with the
stock option exercises were not significant.

The following is a summary of restricted stock asvactivity for the year ended December 31, 2014:

Weighted

Average
Number of Market
Price at

Shares Grant Date
Outstanding at beginning of year 65,04 $ 16.92
Granted 43,24 18.7¢
Vested (33,729 18.17
Forfeited (15,44) 18.11
Outstanding at end of peri 59,11! $ 17.2¢

As of December 31, 2014, there was $488 thousanthefcognized compensation expense related to tauvesstricted stock awards the
expected to be recognized over a weighted averagedof 1.8 years.

The Company amortizes the expense related togtestrstock awards over the vesting period. Shased compensation expense is record
a component of salaries and employee benefitseirtdmsolidated statements of income for awardstggaio management and as a compc
of other noninterest expense for awards grantatireztors. The shareased compensation expense for the years endednbec81 was
follows (in thousands):

2014 2013 2012
Salaries and employee benefits $ A (. 23 % 394
Other noninterest expen 201 171 132
Total shar-based compensation expel $ 471 % 407 % 52€

-99-



Table of Contents

FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2014, 2013 and 2012

(15.) INCOME TAXES

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

2014 2013 2012
Current tax expense (benefi
Federal $ 7,54¢ $ 8917 $ 4,021
State (75) 1,918 95t
Total current tax expen: 7,471 10,83( 4,97¢
Deferred tax expense (benef
Federal 2,53¢ 1,257 5,26%
State (384 29€ 1,081
Total deferred tax expen 2,15¢ 1,54 6,34:
Total income tax expent $ 9,628 % 12,377 $ 11,31¢

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

2014 2013 2012
Statutory federal tax rate 35.(% 35.(% 35.(%
Increase (decrease) resulting frc
Tax exempt interest incon (5.0 (4.9 (4.€)
Tax credits and adjustmer (3.5 - -
Non-taxable earnings on company owned life insurz (1.6 (1.6 (1.8
State taxes, net of federal tax ben (0.9 3.E 3.8
Nondeductible expens: 0.t 0.2 0.3
Other, ne 0.2 0.1 (0.7)
Effective tax rate 24.7% 32.7% 32.6%

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

2014 2013 2012
Income tax expense $ 962t $ 12377 $ 11,31¢
Sharehold¢' s equity 92t (8,81%) 1,514

The Company recognizes deferred income taxes éestimated future tax effects of differences betwihe tax and financial statement b
of assets and liabilities considering enacted s&aws| These differences result in deferred tax sass®d liabilities, which are included in ot
assets in the Comparsy’consolidated statements of condition. The Compaley assesses the likelihood that deferred tastsasgill be
realizable based on, among other consideratiohg;eftiaxable income and establishes, if necesaargluation allowance for those deferrec
assets determined to not likely be realizable. feled tax asset valuation allowance is recognizdzhsed on the weight of available evide
(both positive and negative), it is more likely nthaot that some portion or all of the deferred ¢essets will not be realized. The fut
realization of deferred tax benefits depends up@nexistence of sufficient taxable income withie ttarry-back and carfprward periods
Managemens judgment is required in determining the apprdpri@cognition of deferred tax assets and liabditiincluding projections
future taxable income.
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(15.) INCOME TAXES (Continued)

The Companys net deferred tax asset is included in other sisgethe consolidated statements of condition. eheeffects of tempora
differences that give rise to the deferred taxtassed deferred tax liabilities are as follows acBmber 31 (in thousands):

2014 2013
Deferred tax asset

Allowance for loan losse $ 10,66¢ $ 10,59:
Other than temporary impairment of investment séesi 1,91 2,72¢
Deferred compensatic 93¢ 873
Investment in limited partnershi 95¢ 287
SERP agreemen 704 70¢
Interest on nonaccrual loa 664 662
Benefit of tax credit carryforwarc 56¢ -
Sharebased compensatic 565 753
Net unrealized loss on securities available foe - 3,501
Other 52(C 527

Gross deferred tax ass: 17,49¢ 20,63:

Deferred tax liabilities

Prepaid pension cos 5,34¢ 6,18¢
Intangible asset 2,66z 63
Depreciation and amortizatic 1,24¢ 1,60¢
Net unrealized gain on securities available foe 1,03¢ -
Loan servicing asse 52& 62C

Gross deferred tax liabilitie 10,82: 8,47¢

Net deferred tax ass $ 6,67 $ 12,157

In March 2014, the New York legislature approvedraies in the state tax law that will be phasedver two years, beginning in 2015. ~
primary changes that impact us include the repk#ie Article 32 franchise tax on banking corpavat (“Article 32A”) for 2015, expande
nexus standards for 2015 and a reduction in thpocate tax rate for 2016. The Company expectsdpeal of Article 32A and the expant
nexus standards to lower our taxable income apgput to New York to 85% in 2015 from 100% in 20l addition, the New York ste
income tax rate will be reduced from 7.1% to 6.3%2016. The lower New York state taxes going fodveeduced the benefit provided
existing deferred tax items, consequently the Compavalued its deferred tax assets as of DeceBhe2014, which did not have a mate
impact on the consolidated statements of incomecandition.

Based upon the Company’s historical and projectidré levels of préax and taxable income, the scheduled reversataxable tempora
differences to offset future deductible amountsl prudent and feasible tax planning strategies,agament believes it is more likely than
that the deferred tax assets will be realized. sghsno valuation allowance has been recorded Beoémber 31, 2014 or 2013.

The Company and its subsidiaries are primarily exthio federal and NYS income taxes. The federime tax years currently open for a
are 2013 and 2014. The NYS income tax years cuyrepen for audit are 2011 through 2014.

At December 31, 2014, the Company had no federaN¥6 net operating loss carryforwards. The Comphag NYS tax credits
approximately $900 thousand which have an unlimiialyforward period.

The Companys unrecognized tax benefits and changes in unréedyrtax benefits were not significant as of or the years end
December 31, 2014, 2013 and 2012. There were eoesttor penalties recorded in the income statemeincome tax expense for the y
ended December 31, 2014. As of December 31, 20d2ah3, there were no amounts accrued for interegenalties related to uncertain
positions.
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(16.) EARNINGS PER COMMON SHARE

The following table presents a reconciliation of #arnings and shares used in calculating basiditutéd EPS for each of the years er
December 31 (in thousands, except per share anjounts

2014 2013 2012

Net income available to common shareholc $ 2789 $ 2406: $ 21,97

Less: Earnings allocated to participating secus - - 2

Net income available to common shareholders for $ 2789 $ 2406:¢ $ 21,97¢
Weighted average common shares outstani

Total shares issue 14,261 14,16: 14,16:

Unvested restricted stock awal (64) (69 (107)

Treasury share (309 (359 (359

Total basic weighted average common shares outsata 13,89: 13,73¢ 13,69¢

Incremental shares from assum

Exercise of stock optior 26 13 4

Vesting of restricted stock awar 27 32 51

Total diluted weighted average common shares oaudstg 13,94¢ 13,78¢ 13,75

Basic earnings per common sh $ 201 3 178 $ 1.6C

Diluted earnings per common shi $ 20C $ 178 $ 1.6C

For each of the periods presented, average shabbgctsto the following instruments were excludeairf the computation of diluted E
because the effect would be antidiluti

Stock options 3 122 30:¢
Restricted stock awart 1 2 1
Total 4 124 304
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(17.) EMPLOYEE BENEFIT PLANS

Defined Benefit Pension Plan

The Company participates in The New York State BasiRetirement System (the “Plard)defined benefit pension plan covering substdn
all employees, subject to the limitations relatedhe plan closure effective December 31, 2006. Adreefits are based on years of service
the employees highest average compensation during five consecyears of employment. The defined benefit plaaswelosed to ne
participants effective December 31, 2006. Only exygés hired on or before December 31, 2006 andmétgarticipation requirements or
before January 1, 2008 are eligible to receive fitsne

The following table provides a reconciliation oEt@ompany’s changes in the plafvenefit obligations, fair value of assets antatement ¢
the funded status as of and for the year endedrteee31 (in thousands):

2014 2013
Change in projected benefit obligatic
Projected benefit obligation at beginning of pel $ 48,99 $  53,62¢
Service cos 1,91¢ 2,06
Interest cos 2,291 2,017
Actuarial (gain) los: 10,93¢ (6,399
Benefits paid and plan expen: (2,406 (2,32))
Projected benefit obligation at end of per 61,73: 48,99
Change in plan asse
Fair value of plan assets at beginning of pe 64,60: 57,78¢
Actual return on plan asse 5,381 9,13¢
Employer contribution 8,00( =
Benefits paid and plan expen: (2,406 (2,32))
Fair value of plan assets at end of pe 75,58¢ 64,60:
Funded status at end of peri $ 1385. $ 15,61

The accumulated benefit obligation was $54.9 millgmd $44.0 million at December 31, 2014 and 20dshectively.

The Companys funding policy is to contribute, at a minimum, actuarially determined amount that will satisfye tminimum fundin
requirements determined under the appropriatessectf Internal Revenue Code. The Company had ngrmam required contribution for t
2015 fiscal year, but for tax purposes chose tdritnrie $8.0 million to its pension plan prior t@&mber 31, 2014.

Estimated benefit payments under the pension plantbe next ten years at December 31, 2014 di@laws (in thousands):

2015 $ 1,86

2016 2,08¢

2017 2,26¢

2018 2,33(

2019 2,47(

2020- 2024 14,85¢
Net periodic pension cost consists of the followiognponents for the years ended December 31 (irstrals)

2014 2013 2012

Service cost $ 1,91¢ 3 2,06: $ 2,037
Interest cost on projected benefit obligat 2,291 2,017 2,017
Expected return on plan ass (4,117 (3,689 (3,21))
Amortization of unrecognized lo: 15¢ 1,34¢ 1,37(C
Amortization of unrecognized prior service ¢ 20 2C 20
Net periodic pension co $ 271 $ 1,76 $ 2,23¢
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

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

2014 2013 2012
Weighted average discount rate 4.8(% 3.84% 4.271%
Rate of compensation incree 3.0(% 3.0(% 3.0(%
Expected lon-term rate of retur 6.5(% 6.5(% 7.0(%
The actuarial assumptions used to determine thegisal benefit obligation were as follows:

2014 2013 2012
Weighted average discount rate 3.8€% 4.8(% 3.84%
Rate of compensation incree 3.0(% 3.0(% 3.0(%

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

The weighted average expected long-term rate afirés estimated based on current trends in the' ®kssets as well as projected future
of return on those assets and reasonable actwmsaimptions based on the guidance provided by Aatuatandard of Practice No. :
“Selection of Economic Assumptions for Measuringn$ten Obligations’for long term inflation, and the real and nominater of investme
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 earningslyiebdel and the equity risk premium mo
Fixed income securitie Current yiel-to-maturity and forecasts of future yiel

Other financial instrument Comparison of the specific investmentisk to that of fixed income and equity instrurseant
using judgmen

The long term rate of return considers historiealims. Adjustments were made to historical retimnsrder to reflect expectations of fut
returns. These adjustments were due to factor dstedoy economists and long-term U.S. Treasundyied forecast longerm inflation. Ir
addition forecasts by economists and others fogtenm GDP growth were factored into the developnuérgissumptions for earnings gro
and per capita income.

The Plan’s overall investment strategy is to achiavmix of approximately 97% of investments forgeerm growth and 3% for neterrr
benefit payments with a wide diversification ofetstypes, fund strategies, and fund managers. digettallocations for Plan assets are st
in the table below. Cash equivalents consist piiilsnaf government issues (maturing in less thareéghmonths) and short term investn
funds. Equity securities primarily include invesmsein common stock, depository receipts, prefestedk, commingled pension trust fur
exchange traded funds and real estate investmesistiFixed income securities include corporatedbpgovernment issues, mortgage ba
securities, municipals, commingled pension trustifuand other asset backed securities.
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

Effective February 2012, the Plan revised its itwesnt guidelines. The Plan currently prohibitsiitgestment managers from purchasing
security greater than 5% of the portfolio at theetiof purchase or greater than 8% at market valway one issuer. Effective June 2013
issuer of any security purchased must be locatedcwuntry in the Morgan Stanley Capital InternadiidWWorld Index. In addition, the followil
are prohibited:

Equity securities Short sales
Unregistered securities
Margin purchase

Fixed income securities Mortgage backed derivatives that have an inversatifig rate coupon or that are interest
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 thgragate exceed 13% of the investment manager’
portfolio.

An investment manages’portfolio of commercial MBS and ABS shall not egd 10% of th
portfolio at the time of purchas

Other financial instrument  Unhedged currency exposure in countries not defmedhigh income economiedly the Worlc
Bank

All other investments not prohibited by the Plaa permitted. At December 31, 2014 and 2013, tha Bédd certain investments which are
longer deemed acceptable to acquire. These pasitiidhbe liquidated when the investment manageesnd that such liquidation is in the k
interest of the Plan.

The target allocation range below is both histamd prospective in that it has not changed sinime py 2013. It is the asset allocation ra
that the investment managers have been advisathereto and within which they may make tacticakasllocation decisions.

Weighted

Average

2014 Percentage of Plan Assel Expected

Target at December 31, Long-term

Allocation 2014 2013 Rate of Return
Asset category

Cash equivalent 0-20% 8.7% 5.5% 0.26%
Equity securitie: 40- 60 48.2 50.€ 4.0t
Fixed income securitie 40- 60 43.1 43.¢ 1.9¢
Other financial instrumen 0-5 - - -

Assets are segregated by the level of the valudtioats within the fair value hierarchy establishdASC Topic 820 utilized to measure
value (see Note 18Fair Value Measurements). There were no assetsifidasas Level 3 assets during the years endedibeer 31, 2014 al
2013.

In instances in which the inputs used to measuresédue fall into different levels of the fair va hierarchy, the fair value measuremen
been determined based on the lowest level inputishsignificant to the fair value measurementtgmadntirety. Investments valued using
NAV (Net Asset Value) are classified as level 2h¢ Plan can redeem its investment with the ineeatehe NAV at the measurement dat
the Plan can never redeem the investment withrihestee at the NAV, it is considered a level 3h# Plan can redeem the investment &
NAV at a future date, the PI's assessment of the significance of a particutan ito the fair value measurement in its entiretyuie:
judgment, including the consideration of inputsaifieto the asse
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

The Plan uses the Thomson Reuters Pricing Semwidetermine the fair value of equities excludingiatingled pension trust funds, the pric
service of IDC Corporate USA to determine the failue of fixed income securities excluding comméatgpension trust funds and JP Mor
Chase Bank, N.A. to determine the fair value of gongled pension trust funds. The major categorfd®lan assets measured at fair value
recurring basis as of December 31 are presentdntifollowing table (in thousands).

Level 1 Level 2 Level 3 Total
Inputs Inputs Inputs Fair Value
2014
Cash equivalent:
Foreign currencie $ 31 $ D - 9 31
Government issue - 24¢ - 24¢
Short term investment fun - 6,321 - 6,32
Total cash equivalen 31 6,57¢ -
Equity securities
Common stocl 14,73: - - 14,73:
Depository receipt 18t - - 18t
Commingled pension trust fun - 10,80z - 10,80:
Exchange traded func 10,57: - - 10,57:
Preferred stoc 14C - - 14C
Total equity securitie 25,63 10,80 - 36,43
Fixed income securitie:
Auto loan receivabl - 33C - 33C
Collateralized mortgage obligatio - 682 - 682
Commingled pension trust fun - 21,08: - 21,08:
Corporate Bond - 2,971 - 2,971
FHLMC - 73 - 73
FNMA - 1,951 - 1,951
GNMA I - 123 - 128
Government Issue - 5,13¢ - 5,13¢
Other asset backed securit - 16C - 16C
Other securitie - 33 - 33
Total fixed income securitie - 32,54¢ - 32,54t
Total Plan investmen $ 25,66, $ 49,92: $ - $ 75,58¢

At December 31, 2014, the portfolio was managedway investment firms, with control of the portfolaplit approximately 57% and 3¢
under the control of the investment managers withremaining 4% under the direct control of thenPRaportfolio concentration in two of t
commingled pension trust funds and a short termastment fund of 13%, 9% and 8%, respectively, edistt December 31, 2014.
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

Level 1 Level 2 Level 3 Total
Inputs Inputs Inputs Fair Value
2013
Cash equivalent:
Foreign currencie $ 922 $ - $ - 8 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 - 40¢E
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 | - 21& - 21&
GNMA |1 - 96 - 96
Government Issue - 8,98/ - 8,98/
Municipals - 212 - 212
Total fixed income securitie - 28,35¢ - 28,35¢
Total Plan investmen $ 32,71 % 31,88 $ - 3 64,60

At December 31, 2013 the portfolio was managedaayibvestment firms, with control of the portfolplit approximately 58% and 41% un
the control of the investment managers with theaieing 1% under the direct control of the Plan. gtfolio concentration in the State St
Bank & Trust Co. Short Term Investment Fund of 5¥sted at December 31, 2013.

Postretirement Benefit Plan

An entity acquired by the Company provided healtid alental care benefits to retired employees who specified age and serv
requirements through a postretirement health amtatieare plan in which both the acquired entitg #ime retirees shared the cost. The
provided for substantially the same medical insceacoverage as for active employees until theitrdaad was integrated with Medicare
those retirees aged 65 or older. In 2001, the plefigibility requirements were amended to curédigible benefit payments to only retil
employees and active employees who had alreadyhmdéhenapplicable age and service requirements under [Hre B 2003, retirees unc
age 65 began contributing to health coverage asdhnge cossharing level as that of active employees. Retisggs 65 or older were offel
new Medicare supplemental plans as alternativethaoplan historically offered. The cost sharingnoédical coverage was standard
throughout the group of retirees aged 65 or oltteaddition, to be consistent with the administratdf the Companyg dental plan for acti
employees, all retirees who continued dental cgetzegan paying the full monthly premium. The aedrliability included in other liabilitie
in the consolidated statements of financial conditielated to this plan amounted to $124 thousad$83 thousand as of December 31, !
and 2013, respectively. The postretirement expdosdhe plan that was included in salaries and eyg® benefits in the consolida
statements of income was not significant for thergended December 31, 2014, 2013 and 2012. Thesphet funded.
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(17.) EMPLOYEE BENEFIT PLANS (Continued)

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

2014 2013
Defined benefit plan:
Net actuarial los $ (17,74) $ (8,237)
Prior service cos (52 (72)
(17,799 (8,309
Postretirement benefit plan:
Net actuarial los (186€) (163)
Prior service cred 37z 44C
18¢€ 271
(17,619 (8,039
Deferred tax benef 6,97 3,18
Amounts included in accumulated other compreherisis& $ (10,63 $ (4,850

Changes in plan assets and benefit obligationgyréped in other comprehensive income on atpkebasis during the years ended Decemb
are as follows (in thousands):

2014 2013
Defined benefit plan:
Net actuarial (loss) gai $ (9,669 $ 11,847
Amortization of net los 15¢ 1,34¢
Amortization of prior service co: 20 21
(9,490 13,21:
Postretirement benefit plan:
Net actuarial (loss) gai (40 13
Amortization of net los 17 19
Amortization of prior service cred (69) (68)
(92) (36)
Total recognized in other comprehensive ince $ (9,58) $ 13,17¢

For the year ending December 31, 2015, the estanwstloss and prior service credit for the plaat thill be amortized from accumulated ot
comprehensive income into net periodic benefit ®$043 thousand and $47 thousand, respectively.

Defined Contribution Plan

Employees that meet specified eligibility condisoare eligible to participate in the Company spoedod01(k) plan. Under the pli
participants may make contributions, in the fornsafary deferrals, up to the maximum Internal Reee@ode limit. The Company matche
participants contributions up to 4.5% of compensation, catedaat 100% of the first 3% of compensation and 5iRthe next 3% ¢
compensation deferred by the participant. The Cawyppaay also make additional discretionary matchiogtributions, although no st
additional discretionary contributions were made2il4, 2013 or 2012. The expense included in &saand employee benefits in
consolidated statements of income for this planwarted to $1.1 million in 2014 and 2013 and $1.0iamlin 2012.

Supplemental Executive Retirement Plans

The Company has non-qualified Supplemental ExeeluRetirement Plans (“SERP<pvering four former executives. The unfunded pan
liability related to the SERPs was $2.2 million a2.1 million at December 31, 2014 and 2013, rebmdy. SERP expense was $.
thousand, $95 thousand, and $1.3 million for 2@04,3 and 2012, 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 prithat would be received to sell that asset or fmatdansfer that liability in an orderly transac
occurring in the principal market (or most advaetags market in the absence of a principal market$dich asset or liability. ASC Topic 8
“Fair Value Measurements and Disclosurestablishes a fair value hierarchy for valuatiqouits that gives the highest priority to quoted ¢=
in active markets for identical assets or liat@htiand the lowest priority to unobservable inplke fair value hierarchy is as follows:

. Level 1 - Unadjusted quoted prices in active markets fortidahassets or liabilities that the reporting gnkias the ability to acce
at the measurement da

. Level 2 - Inputs other than quoted prices included in Levtidt are observable for the asset or liabilityhesi directly or indirectly
These might include quoted prices for similar assetliabilities in active markets, quoted prices fdentical or similar assets
liabilities in markets that are not active, inpotier than quoted prices that are observable fr#set or liability (such as intel
rates, volatilities, prepayment speeds, creditstigitc.) or inputs that are derived principallynfror corroborated by market data
correlation or other mean

. Level 3- Unobservable inputs for determining the fair eslwf assets or liabilities that reflect an ensitgivn assumptions about
assumptions that market participants would useiging the assets or liabilitie

In general, fair value is based upon quoted mapkiees, where available. If such quoted marketegsriare not available, fair value is be
upon internally developed models that primarily ,us® inputs, observable marltetsed parameters. Valuation adjustments may be to
ensure that financial instruments are recordediatflue. These adjustments may include amountsfiiect counterparty credit quality and
companys creditworthiness, among other things, as welirasbservable parameters. Any such valuation adprasnare applied consister
over time. The Company’valuation methodologies may produce a fair valeulation that may not be indicative of net realile value ¢
reflective of future fair values. While managembatieves the Company’valuation methodologies are appropriate and stergi with othe
market participants, the use of different methodi@e or assumptions to determine the fair valueeofain financial instruments could resul
a different estimate of fair value at the reportadage. Furthermore, the reported fair value amobatge not been comprehensively reva
since the presentation dates, and therefore, dsSna fair value after the balance sheet date difigr significantly from the amour
presented herein. A more detailed description efvidduation methodologies used for assets anditiabimeasured at fair value, as well as
general classification of such instruments purstaitie valuation hierarchy, is set forth below.

Securities available for sale:Securities classified as available for sale areonted at fair value utilizing Level 2 inputs. Fdrest
securities, the Company obtains fair value measengsnfrom an independent pricing service. The Yailue measurements consi
observable data that may include dealer quoteskehapreads, cash flows, the U.S. Treasury yieldesulive trading levels, tra
execution data, market consensus prepayment spredg,information and the bond’s terms and caodd, among other things.

Loans held for sale:The fair value of loans held for sale is determinsthg quoted secondary market prices and investoimitments
Loans held for sale are classified as Level 2 enf#tir value hierarchy.

Collateral dependent impaired loans:Fair value of impaired loans with specific allocais of the allowance for loan losses is meas
based on the value of the collateral securing thesmes and is classified as Level 3 in the faiueahierarchy. Collateral may be real es
and/or business assets including equipment, inwerand/or accounts receivable and collateral vadudetermined based on apprai
performed by qualified licensed appraisers hiredheyCompany. These appraisals may utilize a sivajlgation approach or a combinat
of approaches including comparable sales and themia approach. Appraised and reported values maylissounted based
management’s historical knowledge, changes in mackaditions from the time of valuation, and/or ragement expertise ar
knowledge of the client and the clientusiness. Such discounts are typically signifieand result in a Level 3 classification of thetitg
for determining fair value. Impaired loans are esued and evaluated on at least a quarterly basiaditional impairment and adjus
accordingly, based on the same factors identifi/ea.
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(18.) FAIR VALUE MEASUREMENTS (Continued)

Loan servicing rights: Loan servicing rights do not trade in an active kewwvith readily observable market data. As a teslaé Compan
estimates the fair value of loan servicing rightsusing a discounted cash flow model to calculagepresent value of estimated future
servicing income. The assumptions used in the disteal cash flow model are those that we believeketgrarticipants would use
estimating future net servicing income, includirgiimates of loan prepayment rates, servicing castsillary income, impound accol
balances, and discount rates. The significant wetwbble inputs used in the fair value measuremetiteoCompanys loan servicing righ
are the constant prepayment rates and weighte@gaeliscount rate. Significant increases (decrgasemy of those inputs in isolati
could result in a significantly lower (higher) fainlue measurement. Although the constant prepatynags and the discount rate are
directly interrelated, they will generally movedpposite directions. Loan servicing rights are sifeed as Level 3 measurements due t
use of significant unobservable inputs, as wedligaificant management judgment and estimation.

Other real estate owned (Foreclosed assetd\onrecurring adjustments to certain commercial agsldential real estate proper
classified as other real estate owned are measairtb@ lower of carrying amount or fair value, lessts to sell. Fair values are genel
based on third party appraisals of the propertlting in a Level 3 classification. The appraisale sometimes further discounted bi
on management’s historical knowledge, changes irkemaconditions from the time of valuation, andfoanagemens expertise ar
knowledge of the client and cliestbusiness. Such discounts are typically signifieanal result in a Level 3 classification of thedtgfol
determining fair value. In cases where the carrginpunt exceeds the fair value, less costs toaelmpairment loss is recognized.

Commitments to extend credit and letters of credit:Commitments to extend credit and fund letters efditrare principally at curre
interest rates, and, therefore, the carrying amapptoximates fair value. The fair value of comnants 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 faifee hierarchy levels the Compasydssets that are measured at fair value on arireg@anc
non-recurring basis as of December 31 (in thougands

Quoted Price

in Active
Markets for Significant Significant
Identical Other Unobservable
Assets or Observable
Liabilities Inputs Inputs
(Level 1) (Level 2) (Level 3) Total
2014
Measured on a recurring basis:
Securities available for sal
U.S. Government agencies and government sponsoterpases $ - 3 160,47" $ - % 160,47
Mortgage-backed securitie - 461,78t - 461,78t
Asse-backed securitie - 231 - 231
$ -5 622,49 $ - 3 622,49
Measured on a nonrecurring basis
Loans:
Loans held for sal $ - % 758 % - $ 75E
Collateral dependent impaired loe - - 2,652 2,652
Other asset:
Loan servicing right: - - 1,35¢ 1,35¢
Other real estate own - - 194 194
$ - $ 758 $ 4,208 $ 4,96(
2013
Measured on a recurring basis:
Securities available for sal
U.S. Government agencies and government sponsoterpases $ - 3 134,45. $ - 3 134,45
Mortgage-backed securitie - 474,54¢ - 474,54¢
Asse-backed securitie - 39¢ - 39¢
$ -5 609,40( $ - 3 609,40(
Measured on a nonrecurring basis
Loans:
Loans held for sal $ - % 3,381 $ - $ 3,381
Collateral dependent impaired loe - - 9,22 9,22
Other asset:
Loan servicing right: - - 1,56t 1,56t
Other real estate own - - 338 338
$ - % 3,381 $ 11,128 $ 14,50¢

There were no transfers between level 1 and 2 guhia years ended December 31, 2014 and 2013. Wereeno liabilities measured at
value on a recurring or nonrecurring basis durirgytears ended December 31, 2014 and 2013.
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(18.) FAIR VALUE MEASUREMENTS (Continued)

The following table presents additional quantitatimformation about assets measured at fair vafua cecurring and nonrecurring basis
which the Company has utilized Level 3 inputs ttedaine fair value (dollars in thousands).

Unobservable Unobservable Input
Asset Fair Value Valuation Technique Input Value or Range

Collateral dependent impaired loc $ 2,65 Appraisal of collaters(®) Appraisal adjustment@  0%- 100% discoun
Discounted cash floy Discount rate 4.5%®)
Risk premium rat 10.0%®)
Loan servicing right $ 1,35¢ Discounted cash floy Discount rate 5.1%®)
Constant prepayment re 13.6%0©)

Other real estate ownt $ 194 Appraisal of collateral@ Appraisal adjustment(® 9% - 41% discoun

() Fair value is generally determined through independppraisals of the underlying collateral, whiggmerally include various Leve
inputs which are not identifiabl

(@ Appraisals may be adjusted by management for quiatit factors such as economic conditions and astichliquidation expense

() Weighted average

Changes in Level 3 Fair Value Measurements

There were no assets measured at fair value ocuarireg basis using significant unobservable inguessel 3) as of or during the years en
December 31, 2014 and 2013.

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

Fair value estimates are made at a specific poititrie, based on available market information amtyments about the financial instrum
including estimates of timing, amount of expectetlife cash flows and the credit standing of theessSuch estimates do not consider th:
impact of the realization of unrealized gains ossks. In some cases, the fair value estimates téensubstantiated by comparisor
independent markets. In addition, the disclosed alue may not be realized in the immediate seglet of the financial instrument. C
should be exercised in deriving conclusions abemthusiness, its value or financial position basadhe fair value information of financ
instruments presented below.

The estimated fair value approximates carrying &dhr cash and cash equivalents, FHLB and FRB stactrued interest receivable, non
maturity deposits, short-term borrowings and aatrigerest payable. Fair valuestimates for other financial instruments not idelk
elsewhere in this disclosure are discussed below.

Securities held to maturity: The fair value of the Compars/investment securities held to maturity is prifyarneasured usir
information from a thirdgarty pricing service. The fair value measurementssider observable data that may include dealetegumarke
spreads, cash flows, the U.S. Treasury yield cuive,trading levels, trade execution data, mada@isensus prepayment speeds, ¢
information and the bond’s terms and conditionspagnother things.

Loans: The fair value of the Compars/loans was estimated by discounting the expecitedef cash flows using the current interest rat
which similar loans would be made for the same aimg maturities. Loans were first segregated lpetguch as commercial, resider
mortgage, and consumer, and were then further sagohénto fixed and variable rate and loan quati#yegories. Expected future c
flows were projected based on contractual cashsfl@djusted for estimated prepayments.

Time deposits: The fair value of time deposits was estimated usintiscounted cash flow approach that applies gheganarket intere:
rates for similar maturity instruments. The faitues of the Compang’time deposit liabilities do not take into consat®n the value «
the Company’s long-term relationships with depasitavhich may have significant value.
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2014, 2013 and 2012

(18.) FAIR VALUE MEASUREMENTS (Continued)

The following presents the carrying amount, estedaair value, and placement in the fair value memment hierarchy of the Compaay’
financial instruments as of December 31(in thousand

Level in 2014 2013
Fair Value
Measuremen Estimated Estimated
Carrying Fair Carrying Fair
Hierarchy Amount Value Amount Value
Financial assets:
Cash and cash equivalel Level 1 $ 58,15 $ 58,15 $ 59,69: $ 59,69:
Securities available for sa Level 2 622,49: 622,49: 609,40( 609,40(
Securities held to maturi Level 2 294,43t 298,69! 249,78! 250,65°
Loans held for sal Level 2 75& 75E 3,381 3,381
Loans Level 2 1,881,71. 1,887,95 1,797,65! 1,802,40
Loans(®) Level 3 2,65 2,657 9,22 9,227
Accrued interest receivab Level 1 8,10¢ 8,10¢ 8,15( 8,15(
FHLB and FRB stocl Level 2 19,01« 19,01+« 19,66: 19,66:
Financial liabilities:
Non-maturity deposit: Level 1 1,857,28 1,857,28 1,724,13 1,724,13
Time deposit: Level 2 593,24. 593,79: 595,92! 596,92¢
Shor-term borrowings Level 1 334,80:- 334,80« 337,04. 337,04.
Accrued interest payab Level 1 3,86: 3,86: 3,407 3,407

(1) Comprised of collateral dependent impaired lo.

(19.) PARENT COMPANY FINANCIAL INFORMATION

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

Condensed Statements of Conditio December 31
2014 2013
Assets:
Cash and due from subsidie $ 9,55¢ $ 9,51(
Investment in and receivables due from subsic 273,23 245,07:
Other asset 3,43: 3,46:
Total asset $ 286,22¢ $ 258,04«
Liabilities and shareholde equity:
Other liabilities $ 6,697 $ 3,20¢
Shareholder equity 279,53. 254,83¢
Total liabilities and sharehold¢ equity $ 286,22¢ $ 258,04
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

December 31, 2014, 2013 and 2012

(19.) PARENT COMPANY FINANCIAL INFORMATION (Continu ed)

Condensed Statements of Incom

Dividends from subsidiary and associated companies
Management and service fees from subsic
Other income
Total income
Operating expenst
Income before income tax benefit and equity in stritiuted earnings of subsidie
Income tax benefi
Income before equity in undistributed earningsudfssdiary
Equity in undistributed earnings of subsidii
Net income

Condensed Statements of Cash Flows

Cash flows from operating activitie
Net income
Adjustments to reconcile net income to net caskigen by operating activitie:
Equity in undistributed earnings of subsidi
Depreciation and amortizatic
Shar+-based compensatic
Decrease in other ass:
(Decrease) increase in other liabilit
Net cash provided by operating activit
Cash flows from investing activitie
Net cash paid for acquisitic
Cash flows from financing activitie
Purchase of preferred and common sh
Proceeds from stock options exerci:
Dividends paic
Other
Net cash used in financing activiti
Net increase (decrease) in cash and cash equis
Cash and cash equivalents as of beginning of
Cash and cash equivalents as of end of the
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Years ended December 3.

2014 2013 2012
$ 20,92( $ 15,00¢ $ 4,00(
417 36€ 517
74 71 24
21,41 15,43¢ 4,541
3,431 2,90¢ 2,73%
17,97¢ 12,53 1,80¢
1,12( 1,02( 991
19,09¢ 13,55 2,80(
10,26: 11,97; 20,64¢
$ 29,35 $ 25,53C % 23,44¢

Years ended December 3

2014 2013 2012
$ 2935 $ 2553 $  23,44¢
(10,26) (11,97) (20,649

48 47 65

471 407 52€

5,661 16¢€ 80=
(5,717 (17) 44
19,55; 14,15¢ 4,24(
(7,99 - .

(196) (360) (55¢)

667 44¢ 69

(11,989 (11,219 (8,866)

- (11€) 97

(11,519 (11,249 (9,259

49 2,90¢ (5,019)

9,51( 6,60z 11,62

$ 955¢ $ 951 $ 6,60
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2014, 2013 and 2012

(20.) SEGMENT REPORTING

The Company has two reportable operating segmieatdking and insurance, which are delineated bydmsolidated subsidiaries of Finan
Institutions, Inc. The banking segment includesoathe Companys retail and commercial banking operations. Thargisce segment incluc
the activities of SDN, a full service insurance ragyethat provides a broad range of insurance seswiz both personal and business clients
Company operated as one business segment untlctigsition of SDN on August 1, 2014, at which tithe new “InsuranceSegment we
created for financial reporting purposes. Holdimgnpany amounts are the primary differences betvssgment amounts and consolidi
totals, and are reflected in the Holding Company @ther column below, along with amounts to elinénbalances and transactions betv
segments.

The following tables present information regardouy business segments as of and for the periodsaited (in thousands).

December 31, 201.
Holding
Company anc

Consolidated

Banking Insurance Other Totals
Goodwill $ 48,53¢ % 12,617 $ - 3 61,15!
Other intangible assets, r 1,12t 6,361 - 7,48¢
Total asset® 3,065,10! 20,36¢ 4,044 3,089,52

Year ended December 31, 201
Holding
Company anc

Consolidated

Banking Insurance (1) Other Totals
Net interest incom $ 93,77 % - % - 3 93,77
Provision for loan losse (7,789 - - (7,789
Noninterest incom 23,60: 2,07z (325) 25,35(
Noninterest expens (67,857 (1,879 (2,627 (72,35%)
Income (loss) before income tax 41,73( 19¢ (2,946 38,98(
Income tax (expense) bene (10,73%) (9) 1,11¢ (9,625
Net income (loss $ 30,99 $ 18 $ (1,82) $ 29,35

) Reflects activity from SDN since August 1, 2014 thate of acquisitior
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ITEM 9. 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 tipervision and with the participation of
Company’s management, including the Compar@ghief Executive Officer (Principal Executive @#r) and Chief Financial Officer (Princi
Accounting Officer), of the effectiveness of thesig and operation of the Company’s disclosurerotsiand procedures pursuant to Rule 13,
15(b), as adopted by the Securities and Exchangen@ssion (“SEC”) under the Securities Exchange éfc1934 (“Exchange Act”)Basel
upon that evaluation, the Chief Executive Officed &hief Financial Officer concluded that the Comya disclosure controls and procedi
were effective as of the end of the period covénethis Annual Report on Form 10-K.

Disclosure controls and procedures are the conarudisother procedures that are designed to ensatrénformation required to be disclose
the reports that the Company files or submits utiderExchange Act is recorded, processed, sumntaaizd reported within the time peris
specified in the SEG’ rules and forms. Disclosure controls and proaslimclude, without limitation, controls and prooess designed
ensure that information required to be disclosethereports that the Company files or submits unide Exchange Act is accumulated
communicated to management, including the Chiefcktree Officer and Chief Financial Officer, as appriate, to allow timely decisio
regarding required disclosure.

Management Report on Internal Control over Financid Reporting and Attestation Report of Independent Registered Public
Accounting Firm

Management of the Company is responsible for dstdbg and maintaining adequate internal contrardinancial reporting. Managem:
assessed the Company'’s internal control over fimhmeporting based on criteria established in Ititernal Control—ntegrated Framewol
(1992) issued by the Committee of Sponsoring Organizatiminthe Treadway Commission (COSO). Based onabsgssment, managen
has concluded that, as of December 31, 2014, thep@ony maintained effective internal control oveiaficial reporting. ManagemestRepotr
on Internal Control over Financial Reporting islirted under Item 8 “Financial Statements and Supeigary Data” in Part Il of this Form 10-
K.

KPMG LLP, an independent registered public accantirm, has audited the consolidated financialesteents included in this Annual Ref
on Form 10-K, and has issued an attestation repottie effectiveness of the Compamiriternal control over financial reporting. ThepRg of
Independent Registered Public Accounting Firm #ttests the effectiveness of internal control direancial reporting is included under Iter
“Financial Statements and Supplementary Data” ith IPaf this Form 10-K.

Changes in Internal Control over Financial Reportirg

There were no changes in the Compargternal control over financial reporting thatooed during the quarter ended December 31, 2t
have materially affected, or are reasonably likelynaterially affect, the Company’s internal cohtyveer financial reporting.

ITEM 9B. OTHER INFORMATION

Not applicable
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PART IlI

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNA NCE

In response to this Item, the information set farththe Company’s Proxy Statement for its 2015 Aairideeting of Shareholders (th&01¢
Proxy Statement”) to be filed within 120 days feliag the end of the Company’s fiscal year, under tleadings “Proposal 1Election o
Directors,” “Business Experience and Qualificatioh Directors,” and “Section 16(a) Beneficial Owrldps Reporting Compliance’is
incorporated herein by reference.

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

Information concerning the Company’s Audit Commettend the Audit Committee’s financial expert is f®th under the captionBobarc
Meetings and Committees” in the 2015 Proxy Statdraed is incorporated herein by reference.

Information concerning the Company’s Code of Busin€onduct and Ethics is set forth under the cagtiimde of Ethics’in the 2015 Prox
Statement and is incorporated herein by reference.

ITEM 11. EXECUTIVE COMPENSATION

In response to this Item, the information set farthhe 2015 Proxy Statement under the headingsnfi@msation Discussion and Analysis
“Executive Compensation Tables”, “Management Deweient and Compensation Committee Interlocks anddensParticipation”anc
“Management Development and Compensation ComniRegort” is incorporated herein by reference.

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

In response to this Item, the information set farthhe 2015 Proxy Statement under the head®Bectrity Ownership of Certain Benefic
Owners and Management” is incorporated herein fereace.

Equity Compensation Plan Information

The following table sets forth, as of December 3014, information about our equity compensatiomsplthat have been approved by
shareholders, including the number of shares ofcourmon stock exercisable under all outstandingpnpt warrants and rights, the weigt
average exercise price of all outstanding optieverants and rights and the number of shares &laifar future issuance under our eq
compensation plans. We have no equity compenspléoms that have not been approved by our sharefsolde

Number of securities

remaining for future
Number of securities tc
Weighted average  issuance under

be issued upon exercis equity compensatior
exercise price of
of outstanding options  outstanding plans (excluding
options, warrants securities reflected
warrants and rights and rights in column (a))
Plan Category (a) (b) (c)
Equity compensation plans approved by shareho 135,416 $ 19.25 514,847
Equity compensation plans not approved by sharehs - $ - -

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR INDEPENDENCE

In response to this Item, the information set forihthe 2015 Proxy Statement under the headir@srtain Relationships and Rels
Transactions” and “Board Independence” is incorfeatderein by reference.

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

In response to this Item, the information set fartlthe 2015 Proxy Statement under the headindependent Registered Public Accoun
Firm” is incorporated herein by reference.
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PART IV

ITEM 15.

EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

(&) FINANCIAL STATEMENTS

Reference is made to the Index to Consolidatedn€inh Statements of Financial Institutions, Incd asubsidiaries under lten
“Financial Statements and Supplementary Data” it Paf this Annual Report on Form 10-K.

(b) EXHIBITS

The following is a list of all exhibits filed or @@rporated 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

Amendment Number One to the 1999 ManagemenckSt
Incentive Plar

Form of NonQualified Stock Option Agreement Pursuan
the 1999 Management Stock Incentive F

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 Pamsto the
2009 Directors’ Stock Incentive Plan

Form of Restricted Stock Award Agreement Pursuautié
2009 Management Stock Incentive Plan (Special tone-
Award)

Form of Restricted Stock Award Agreement Bamsto the
2009 Management Stock Incentive Plan (LTIP Aw:

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

Form of 2012 Performance Program Master Agesd
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Location

Incorporated by reference to Exhibits 3.1, 3.2 ar3dof the
Form 10-K for the year ended December 31, 200&dat
March 12, 200¢

ripocated by reference to Exhibit 3.4 of the ForrrKLO
for the year ended December 31, 2008, dated Mach 1
2009

Incorporated by reference to Exhibit 10.1 of th& S-
Registration Stateme

Incorporated by reference to Exhibit 10.10of therr@&-K,
dated July 28, 200

Incorporated by reference to Exhibit 10.2 of thenk&-K,
dated July 28, 200

Incorpedtdty reference to Exhibit 10.2 of the S-1
Registration Stateme

Incorporated by reference to Exhibit 10.7 of thenkA.0K
for the year ended December 31, 2008, dated M&¢ch 1
2009

Incotpdrhy reference to Exhibit 10.8 of the FormQO-
for the quarterly period ended June 30, 2009, dateylist
5, 2009

Incorporated by reference to Exhibit 10.9 of thenkFd.0-Q
for the quarterly period ended June 30, 2009, daterlist
5, 2009

Incorporated by reference to Exhibit 10.10 of tloenk 10-
K for the year ended December 31, 2012, dated MB8¢ch
2013

Incorporated by reference to Exhibit 10.1 of thenfF&-K,
dated January 19, 20:

Incorporated by reference to Exhibit 10.2 of thenk&-K,
dated March 1, 201

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

Incorporated by reference to Exhibit 10.1&hefForm 10-
K for the year ended December 31, 2011, dated M@yrch
2012
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Exhibit
Number

10.13

10.14

10.15

10.16
10.17
10.18
10.19
10.20
10.21
10.22
10.23
10.24

10.25

10.26

*10.27

*10.28

*10.29

*10.30

10.31

Description
Form of 2012 Performance Program Award Certificate

Form of 2013 Performance Program Master Ages

Form of 2013 Performance Program Award Certificate

Amended and Restated Executive Agreemenielestw
Financial Institutions, Inc. and Peter G. Humpt

Amended and Restated Executive Agreement between
Financial Institutions, Inc. and Martin K. Birmingim

Executive Agreement between Financial In#itis, Inc. and

Kevin B. Klotzbact

Executive Agreement between Financial Institutidns, and

Richard J. Harriso

Executive Agreement between Financial In#itis, Inc. and

Ronald Mitchell McLaughlir

Executive Agreement between Financial Institutidns, and

Kenneth V. Winr

Separation and release agreement between FivB&taranc

George D. Hag

Voluntary Retirement Agreement with Ronald A. Mille

Amendment to Voluntary Retirement Agreemeitth Ronald

A. Miller

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

Supplemental Executive Retirement Agreemetwéen
Financial Institutions, Inc. and Peter G. Humphrey

Assignment, Purchase and Assumption Agreement datec

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

Amendment No. 1 to Assignment, Purchase/fssilimption
Agreement, effective as of August 16, 2012, by leiveen
Five Star Bank and First Niagara Bank, Nationalossstion

Purchase and Assumption Agreement dated Janua®019,

between First Niagara Bank, National Associatiod Bive
Star Bank

Amendment No. 1 to Purchase and Assumptigredment,
effective as of June 21, 2012, by and between $tae Bank
and First Niagara Bank, National Associati

Executive Agreement between Financial Institutidns, and

Karl F. Krebs
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Location

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

Incorporated by reference to Exhibit 10.1éhefForm 10-
K for the year ended December 31, 2012, dated MB8¢ch
2013

Incorporated by reference to Exhibit 10.17 of tloenk 10-
K for the year ended December 31, 2012, dated M&B¢ch
2013

Incorporated by reference to Exhibit 10.1 of thenF&-K,
dated July 5, 201

Incorporated by reference to Exhibit 10.1 of thenk&-K,
dated May 23, 201

Incorporated by reference to Exhibit 10.2 of thenk&-K,
dated May 23, 201

Incorporated by reference to Exhibit 10.3 of thenfk&-K,
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 thenk®&-K,
dated July 5, 201

Incorporated by reference to Exhibit 10.6 of thenk&-K,
dated July 5, 201

Incorporated by reference to Exhibit 10.2 of thenF&-K,
dated September 26, 20

Incorporated by reference to Exhibit 10.1 of thenF&-K,
dated March 3, 201

Incorporated by reference to Exhibit 10.2 of thenkd.0-Q
for the quarterly period ended September 30, 264t&d
November 6, 201

Incorporated by reference to Exhibit 10.3 of thenkd.0-Q
for the quarterly period ended September 30, 20a&d
November 6, 201

Incorporated by reference to Exhibit 10.24 of tloenk 10-
K for the year ended December 31, 2011, dated M&yrch
2012

Incorporated by reference to Exhibit 10.1 of thenkd.0-Q
for the quarterly period ended September 30, 204t&d
November 6, 201

Incorporated by reference to Exhibit 10.25 of tloenk 10-
K for the year ended December 31, 2011, dated M&yrch
2012

Incorporated by reference to Exhibit 10.1 of thenF&-K,
dated June 28, 20:

Incorporated by reference to Exhibit 10.3 of thenk&-K,
dated July 5, 201
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Exhibit
Number

10.32

10.33

10.34

21
23
31.1

31.2
32

101.INS
101.SCH
101.CAL

101.LAB
101.PRE

101.DEF

Description

Separation and release agreement betweenckha
Institutions, Inc. and Karl F. Krebs

Supplemental Executive Retirement Agreement betwee

Financial Institutions, Inc. and Richard J. Hamiso

Separation and release agreement betweemckdha
Institutions, Inc. and Kenneth V. Winn

Subsidiaries of Financial Institutions, Ir
Consent of Independent Registered Public Accourking

Certification pursuant to Section 302 of the Sadsa@xley
Act of 200—Principal Executive Office

Certification pursuant to Section 302 of tlaelfanes-Oxley

Act of 200—~Principal Financial Office

Certification pursuant to18 U.S.C. Section 1350adspted
pursuant to Section 906 of the SarbiOxley Act of 200z

XBRL Instance Documer
XBRL Taxonomy Extension Schema Docum

XBRL Taxonomy Extension Calculation Linkleas
Document

XBRL Taxonomy Extension Label Linkbase Docum

XBRL Taxonomy Extension Presentation Liskba
Document

XBRL Taxonomy Extension Definition Linkbase Docurh

Location

Incorporated by reference to Exhibit 10.1 of thenkFd.0-Q
for the quarterly period ended September 30, 20atd
November 5, 201

Incorporated by reference to Exhibit 10.1 of thenrd0-Q
for the quarterly period ended June 30, 2014, dateylist
5, 2014

Incorporated by reference to Exhibit 10.1 of thenkd.0-Q
for the quarterly period ended September 30, 204ard
November 4, 201

Filed Herewith
Filed Herewith

Filed Herewith
Filed Herewith

Filed Herewith

* Except for these agreements, all of our other ristagreements consist of Management contracts,péasatory plans
arrangements
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SIGNATURES

Pursuant to the requirements of Section 13 or 16{dhe Exchange Act, the registrant caused thi®meto be signed on its behalf by
undersigned, thereunto duly authorized.

FINANCIAL INSTITUTIONS, INC.
March 6, 2015 E /s/ Martin K. Birmingham

Martin K. Birmingham
President and Chief Executive Offic

Pursuant to the requirements of the Securities &xgh Act of 1934, this report has been signed bblpthe following persons on behalf of
registrant and in the capacities and on the datlisdted.

Signatures Title Date

/s/ Martin K. Birmingham Director, President and Chief Executive Officer angh 6, 2015
Martin K. Birmingham (Principal Executive Officer

/s/ Kevin B. Klotzbacl Executive Vice President and Chief Financial Gffic March 6, 2015
Kevin B. Klotzbact (Principal Financial Officer

/sl Michael D. Grovel Senior Vice President and Chief Accounting Officer March 6, 2015
Michael D. Grove! (Principal Accounting Officer

/sl Karl V. Anderson, Jr Director March 6, 2015

Karl V. Anderson, Jr

/s/ John E. Benjamin Director March 6, 2015
John E. Benjamil

/s/ Andrew W. Dorn, Jr Director March 6, 2015
Andrew W. Dorn, Jr

/s/ Robert M. Glase Director March 6, 2015
Robert M. Glase

/s/ Samuel M. Gullc Director March 6, 2015
Samuel M. Gullc

/s/ Susan R. Holliday Director March 6, 2015
Susan R. Hollida'

/s/ Erland E. Kailbourne Director March 6, 2015
Erland E. Kailbournt

/s/ Robert N. Latelle Director, Chairman March 6, 2015
Robert N. Latelle

/sl James L. Robinso Director March 6, 2015
James L. Robinsac

/sl James H. Wyckot Director March 6, 2015
James H. Wyckot
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SUBSIDIARIES OF REGISTRANT

Financial Institutions, Inc. Subsidiaries:
Five Star Banl
Scott Danahy Naylon, LLt¢

Five Star Bank Subsidiaries:
Five Star REIT, Inc

State or Jurisdiction of

Incorporation or
Organization

New York
New York

New York

Exhibit 21



Exhibit 23
Consent of Independent Registered Public Accountingirm

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

We consent to incorporation by reference in theiRegjion Statements No. 333-40544, 333-82202, 88838, 333-172651 and 333265
on Form S-8f Financial Institutions, Inc. of our reports, eatMarch 6, 2015, relating to the consolidatecestents of financial condition
Financial Institutions, Inc. and subsidiaries (Bempany) as of December 31, 2014 and 2013, andeth&ed consolidated statement:
income, comprehensive income, changes in shareisbléguity, and cash flows for each of the yearsthie threeyear period ende
December 31, 2014, and the effectiveness of intexoatrol over financial reporting as of Decembér 2014, which reports appear in
December 31, 2014 annual report on Form 10-K oii@inal Institutions, Inc.

/sl KPMG LLP

Rochester, New York
March 6, 2015



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 notaiorany untrue statement of a material fact or eéonditate a material fact necessar
to make the statements made, in light of the cistances under which such statements were madmisieading with respect to
the period covered by this repc

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

4.  The registrant’s other certifying officer(s) anare responsible for establishing and maintaimiisglosure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and1Ed)) and internal control over financial repogti(as defined in Exchange
Act Rules 13-15(f) and 15-15(f)) for the registrant and hav

(a) Designed such disclosure controls and procsdaorecaused 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@ase entities, particularly during the period ihigh this report is
being preparec

(b) Designed such internal control over financ@darting, 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;

(c) Evaluated the effectiveness of the registragisslosure controls and procedures and presentisi report our
conclusions about the effectiveness of the discisantrols and procedures, as of the end of thegeovered by this
report based on such evaluation;

(d) Disclosed in this report any change in 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) anldave disclosed, based on our most recent evatuat internal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons 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 adversely affectrdgistrant’s ability to record, process, summaard report financial
information; anc

(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 6, 2015 /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 notaiorany untrue statement of a material fact or eéonditate a material fact necessar
to make the statements made, in light of the cistances under which such statements were madmisieading with respect to
the period covered by this repc

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

4.  The registrant’s other certifying officer(s) anare responsible for establishing and maintaimiisglosure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and1Ed)) and internal control over financial repogti(as defined in Exchange
Act Rules 13-15(f) and 15-15(f)) for the registrant and hav

(a) Designed such disclosure controls and procsdaorecaused 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@ase entities, particularly during the period ihigh this report is
being preparec

(b) Designed such internal control over financ@darting, 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;

(c) Evaluated the effectiveness of the registragisslosure controls and procedures and presentisi report our
conclusions about the effectiveness of the discisantrols and procedures, as of the end of thegeovered by this
report based on such evaluation;

(d) Disclosed in this report any change in 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) anldave disclosed, based on our most recent evatuat internal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons 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 adversely affectrdgistrant’s ability to record, process, summaard report financial
information; anc

(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 6, 2015 /s/ Kevin B. Klotzbacl
Kevin B. Klotzbact
Chief Financial Office




Exhibit 32

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

Martin K. Birmingham, President and Chief Execut@icer, 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 thawsh Report of the Company on Form 10
K for the period ended December 31, 2014 and thtid best of his knowledge:

1. The Report fully complies with the requirementsSefction 13(a) or 15(d) of the Securities Exchangeof1934; anc

2.  The information contained in the Report fairhggents, in all material respects, the financialdétion and results of operations of
the Company

Date: March 6, 2015 /s/ Martin K. Birmingham
Martin K. Birmingham
President and Chief Executive Officer
(Principal Executive Officer

Date: March 6, 2015 /s/ Kevin B. Klotzbacl
Kevin B. Klotzbact
Chief Financial Officer
(Principal Financial Officer

The purpose of this statement is solely to compth Witle 18, Chapter 63, Section 1350 of the Uditates Code, as amended by Section 9C
of the Sarbanes-Oxley Act of 2002. A signed origofahis written statement required by Section $@8 been provided to Financial
Institutions, Inc. and will be retained by Finandisstitutions, Inc. and furnished to the Secusiténd Exchange Commission or its staff upon
request



