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PART I. FINANCIAL INFORMATION
ITEM 1. Financial Statements

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

(Dollarsin thousands, except share and per share data)
ASSETS

Cash and cash equivaler

Cash and due from ban

Federal funds sold and inter-bearing deposits in other bar

Total cash and cash equivale

Securities available for sale, at fair va
Securities held to maturity, at amortized costr(faiue of $17,821 and $18,478, respectiv
Loans held for sal
Loans (net of allowance for loan losses of $25,&890 $24,714, respectivel
Company owned life insurani
Premises and equipment, |
Goodwill and other intangible assets,
Other asset

Total asset

LIABILITIES AND SHAREHOLDERS ' EQUITY
Deposits:
Noninteres-bearing deman
Interes-bearing deman
Savings and money mark
Time deposit:
Total deposit:
Shor-term borrowings
Other liabilities
Total liabilities
Shareholder equity:
Series A 3% preferred stock, $100 par value; 1$&8es authorized and 1,499 shares is
Series B-1 8.48% preferred stock, $100 par val0e,ad0 shares authorized, 172,445 and 173,210sshi
issued, respective
Total preferred equit
Common stock, $0.01 par value, 50,000,000 shate®ared and 14,161,597 shares iss
Additional paic-in capital
Retained earning
Accumulated other comprehensive (loss) ince
Treasury stock, at co- 353,207 and 373,888 shares, respecti
Total shareholde’ equity
Total liabilities and sharehold¢ equity

See accompanying notes to the consolidated finbsteiements.

June 30, December 31
2013 2012
(Unaudited)
$ 50,83 $ 60,34:
94 94
50,92° 60,4 3¢
810,54¢ 823,79t
17,34¢ 17,90¢
3,42: 1,51¢
1,717,82. 1,681,01,
48,27: 47,38¢
36,89¢ 36,61¢
50,19( 50,38¢
46,87( 44 80¢
$2,782,30. $2,763,86!
$ 511,80 $ 501,51«
475,44 449,74«
713,45¢ 655,59¢
623,52 654,93
2,324,23I 2,261,79.
193,41 179,80t
19,76¢ 68,36¢
2,537,41  2,509,96
15C 15C
17,24« 17,32
17,39« 17,47:
14z 142
67,48( 67,71(
179,56 172,24
(13,139 3,25¢
(6,55¢€) (6,929
244,88t 253,89
$2,782,30:  $2,763,86!
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Income (Unaudited)

(In thousands, except per share amounts)
Interest income
Interest and fees on loa
Interest and dividends on investment secur
Total interest incom

Interest expenst
Deposits
Shor-term borrowings
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
Broker-dealer fees and commissic
Company owned life insurani
Net gain on disposal of investment securi
Loan servicing
Net gain on sale of loans held for s
Impairment charges on investment secur
Net gain on disposal of other ass
Other
Total noninterest incom

Noninterest expens
Salaries and employee bene
Occupancy and equipme
Professional service
Computer and data process
Supplies and posta(
FDIC assessmen
Advertising and promotion
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.

Three months endec

Six months endec

June 30, June 30,

2013 2012 2013 2012
$20,06¢ $19,51: $40,44: $39,04¢
4,27¢ 4,21¢ 8,64 8,13:
24,34 23,73 49,09( 47,18
1,66% 2,16¢ 3,33¢ 4,567
15: 174 343 28t
1,81¢ 2,34: 3,67¢ 4,85z
22,52¢  21,38¢  4541. 42,32
1,197 1,45¢ 3,90z 2,84¢
21,33 19,92¢ 41,50¢ 39,48¢
2,56¢ 1,97¢ 4,70¢ 3,80¢
1,317 1,07z 2,56¢ 2,14¢
65C 434 1,34¢ 1,021
43¢ 441 852 867
332 1,23i 1,22¢ 1,56¢
152 40¢ 22t 50:¢
35 32t 23t 65¢
— — — (99
38 298 39 35
84¢€ 76¢ 1,72¢ 1,622
6,37¢ 6,69( 12,92¢ 12,14
9,22¢ 9,071 18,93¢ 18,127
3,03t 2,71¢ 6,20¢ 5,48t
1,09: 1,08( 2,03( 1,791
81z 88¢€ 1,51¢€ 1,48¢
60¢ 57:¢ 1,28¢ 1,031
364 304 72t 601
258 137 467 23¢
2,071 1,81¢ 3,881 3,47¢
17,46: 16,58 35,04¢ 32,23t
10,24t 10,03¢ 19,39: 19,38¢
3,39t 3,38 6,39: 6,53¢
$685( $ 6,656 $12,99¢ $12,85:
367 36¢ 73¢ 737
$648: $6,28¢ $12,26: $12,11¢
$ 047 $ 04€ $ 0.8 $ 0.8¢
$ 047 $ 04€ $ 0.8 $ 0.8¢
$ 01¢ $ 014 $ 03¢ $ 0.2
13,73¢ 13,69 13,72¢ 13,68t
13,76 13,75( 13,76; 13,74
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES

Consolidated Statements of Comprehensive (Loss) lome (Unaudited)

(Dallarsin thousands)

Net income

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

Total other comprehensive (loss) inco
Comprehensive (loss) incor

See accompanying notes to the consolidated finbsteitements.

Three months endec

Six months endec

June 30, June 30,
2013 2012 2013 2012
$ 6,85( $6,65¢ $12,99¢ $12,85:
(14,470 2,171 (16,78 917
19¢ 203 39¢ 40E
(14,27) _2,37¢ (16,38) _ 1,32
$ (7,421) $9,03C $ (3,380 $14,17¢
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Consolidated Statements of Changes in Shareholdergguity (Unaudited)
Six months ended June 30, 2013 and 2012

Accumulated

Additional Other Total
Preferred Common Comprehensive Treasury Shareholders’
Paid-in Retained
(Dollarsin thousands, 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 $(6,697) $ 237,19
Comprehensive incom
Net income — — — 12,85: — — 12,85:
Other comprehensive loss, net of — — — — 1,322 — 1,32
Total comprehensive incon 14,17
Purchases of common stock for treas — — — — — (525) (525)
Sharebased compensation plai
Shar+-based compensatic — — 31¢ — — — 31¢
Stock options exercise — — 5) — — 31 26
Restricted stock awards issued, — — (599) — — 59¢ —
Excess tax benefit on share-based
compensatiol — — 97 — — — 97
Director¢ retainer (20 107 97
Cash dividends declare
Series A 3% Preferr-$1.50 per shar — — — (2 — — 2
Series [-1 8.48% Preferre-$4.24 per shar — — — (735) — — (73%)
Commor-$0.27 per shar — — — (3,699 — — (3,699
Balance at June 30, 201 $17,47. $ 14z $67,04¢ $166,49% $ 2,267 $(6,480) $ 246,94t
Balance at January 1, 201: $17,47. $ 14z $67,71( $172,24. $ 3,25:  $(6,927) $ 253,89
Comprehensive los
Net income — — — 12,99¢ — — 12,99¢
Other comprehensive loss, net of — — — — (16,387 — (16,38
Total comprehensive lo: (3,389
Purchases of common stock for treas — — — — — (229) (229
Repurchase of Series-1 8.48% preferred stoc (77) — 2 — — — (79
Shar-based compensation plal
Sharebased compensatic — — 20t — — — 20¢
Stock options exercise — — (©) — — 62 58
Restricted stock awards issued, — — (427) — — 427 —
Excess tax benefit on share-based
compensatiol — — (10 — — — (10
Director¢ retainer 7 10t 112
Cash dividends declare
Series A 3% Preferr-$1.50 per shar — — — 2 — — 2
Series -1 8.48% Preferre-$4.24 per shar — — — (739) — — (739)
Commot-$0.36 per shar — — — (4,949 — — (4,944)
Balance at June 30, 201 $17,39« $ 14z $67,48( $179,56¢ $ (13,139 $(6,55¢) $ 244,88

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

(Dallarsin thousands)
Cash flows from operating activitie
Net income
Adjustments to reconcile net income to net caskigenl by operating activitie:
Depreciation and amortizatic
Net amortization of premiums on securit
Provision for loan losse
Shar+-based compensatic
Deferred income tax expen
Proceeds from sale of loans held for ¢
Originations of loans held for se
Increase in company owned life insural
Net gain on sale of loans held for s
Net gain on disposal of investment securi
Impairment charges on investment secur
Net gain on sale and disposal of other as
Decrease (increase) in other as:
(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 oa investment securitie
Available for sale
Held to maturity
Proceeds from sales of securities available fa
Net loan origination:
Purchases of company owned life insura
Proceeds from sales of other as:
Purchases of premises and equipn
Net cash received in branch acquisit
Net cash used in investing activiti

Cash flows from financing activitie

Net increase in deposi

Net increase in sh-term borrowings

Repurchase of preferred stc

Purchase of common stock for treas

Proceeds from stock options exerci:

Excess tax benefit on sh-based compensation, r

Cash dividends paid to preferred sharehol

Cash dividends paid to common sharehols

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

Supplemental informatio
Cash paid for intere:
Cash paid for income tax
Noncash investing and financing activiti
Real estate and other assets acquired in settlesh&o@ns
Accrued and declared unpaid dividel
(Decrease) increase in net unsettled security pises
Assets acquired and liabilities assumed in braccfuigition:
Loans and other ni-cash assets, excluding goodwill and core depasih@ible asse
Deposits and other liabilitie

See accompanying notes to the consolidated finbstei'ements.

Six months endec

June 30,

2013 2012
$ 12,99¢ $ 12,85:
2,09¢ 1,75¢
2,56( 2,602
3,90z 2,84¢
20t 31¢
2,771 2,591
19,37¢ 30,52¢
(21,049 (29,142
(859 (867)
(23%) (65€)
(1,224 (1,56¢)
— 91
(39) (39)
6,56- (1,807)
(511) 8,67¢
26,56¢ 28,18¢
(160,140 (223,45)
(5,166) (6,847)
94,95¢ 98,12
5,72: 8,421
1,327 1,67(
(41,340) (83,300)
(34) (34)
467 452
(2,25¢) (2,13Y)
— 63,57
(106,46 (143,52)
62,44 74,13
13,60 50,12¢
(79) —
(229) (525)
59 2€
(10) 97
(736) (737)
(4,66 (3,555)
70,39( 119,56¢
(9,509 4,23(
60,4 3¢ 57,58
$ 50,927 $ 61,81
$ 3,67¢ $ 5,40¢
1,691 3,30z
62€ 182
2,841 2,281
(47,977) 13,93¢
— 59,96¢
— 130,03
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Unauditl)

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

Financial Institutions, Inc., a financial holdingmapany organized under the laws of New York State York” or “NYS”), and its
subsidiaries provide deposit, lending and othearfaial services to individuals and businesses imtr@dkand Western New York. The Company
has also expanded its indirect lending networkttuide relationships with franchised automobilelelsain the Capital District of New York
and Northern Pennsylvania. Financial Institutidns, owns all of the capital stock of Five Star Baa New York State chartered bank, and
Five Star Investment Services, Inc., a financialises subsidiary offering noninsured investmewidoicts and investment advisory services.
References to “the Company” mean the consolidapdrting entities and references to “the Bank” miéiae Star Bank.

Basis of Presentation

The consolidated financial statements include tw®ants of Financial Institutions, Inc. and its sidiaries. All significant intercompany
accounts and transactions have been eliminategnisotidation. The accounting and reporting policiesform to U.S. generally accepted
accounting principles (“GAAP”). Certain informati@md footnote disclosures normally included in ficial statements prepared in conformity
with GAAP have been condensed or omitted pursuastith rules and regulations. However, in the gpirnf management, the accompanying
consolidated financial statements reflect all atipents of a normal and recurring nature necessarg fair presentation of the consolidated
statements of financial condition, income, compnsine income, changes in shareholders’ equity ast 8ows for the periods indicated, and
contain adequate disclosure to make the informatiesented not misleading. Prior years’ consoliiéfiteancial statements are re-classified
whenever necessary to conform to the current ggagsentation. These consolidated financial setésrshould be read in conjunction with
Company’s 2012 Annual Report on Form 10-K. The ltesaf operations for any interim periods are netessarily indicative of the results
which may be expected for the entire year.

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

Use of Estimates

The preparation of these financial statements ifamity with GAAP requires management to makeneates and assumptions that affect the
amounts reported in the financial statements andmapanying notes. Actual results could differ frirase estimates. Material estimates relate
to the determination of the allowance for loan ézssassumptions used in the defined benefit pemdémaccounting, the carrying value of
goodwill and deferred tax assets, and the valuarahother than temporary impairment consideratielzed to the securities portfolio.

Reclassifications

Certain reclassifications have been made to ther paars’ financial statements in order to reflettospective adjustments made to the balanc
of goodwill at December 31, 2012 to reflect theeeffof these measurement period adjustments maatordance with accounting
requirements. The reclassifications had no impactareholders’ equity or net income.

Recent Accounting Pronouncements

In February 2013, the Financial Accounting Standd@dard issued Accounting Standards Update (“ASW) 2013-02Reporting of Amounts
Reclassified Out of Accumulated Other Comprehensive Income . ASU No. 2013-02 does not amend any existing requénts for reporting net
income or other comprehensive income in the firerstatements. ASU No. 2013-02 requires an erditjigaggregate the total change of eact
component of other comprehensive income (e.g. aliaezl gains or losses on available-for-sale imaest securities) and separately present
reclassification adjustments and current perio@iotomprehensive income. The provisions of ASU 204.3-02 also requires that entities
present either in a single note or parenthetiaatlyhe face of the financial statements, the effésignificant amounts reclassified from each
component of accumulated other comprehensive indmased on its source (e.g., unrealized gains eetoen available-for-sale investment
securities) and the income statement line itencedteby the reclassification (e.g., realized géliosses) on sales of investment securities). If ¢
component is not required to be reclassified tam=mime in its entirety (e.g., amortization of aefil benefit plan items), entities would instead
cross reference to the related note to the finastadements for additional information (e.g., gengootnote). The Company adopted the
provisions of ASU No. 2013-02 effective Januarg@]3. As the Company provided these required disicés in the notes to the consolidated
financial statements, the adoption of ASU No. 2023ad no impact on the Company’s consolidate@mstants of income and condition. See
Note 8— Accumulated Other Comprehensive Income to theaatated financial statements for the disclosuegsiired by ASU No. 2013-02.

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

(2.) BRANCH ACQUISITIONS

On January 19, 2012, the Bank entered into agretsmeéth First Niagara Bank, National Associatiofifst Niagara”) to acquire four retail
bank branches in Medina, Brockport, Batavia andefab, New York (the “First Niagara Branches”) &ndr retail bank branches previously
owned by HSBC Bank USA, National Association (“HSB@® Elmira, Elmira Heights, Horseheads and Alhidlew York (the “HSBC
Branches”). First Niagara assigned its rights ®H$BC branches in connection with its acquisitbhiSBC’s Upstate New York banking
franchise. Under the terms of the agreements, #mk Bssumed substantially all related depositpanchased the related branch premises an
certain performing loans. The transaction to aagthie First Niagara Branches was completed on 22n2012 and the transaction to acquire
the HSBC Branches was completed on August 17, 2@ combined assets acquired and deposits assartestwo transactions were
recorded at their estimated fair values as follGwshousands):

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

The transactions were accounted for using the aitgui method of accounting and accordingly, asaetgiired, liabilities assumed and
consideration exchanged were recorded at thematad fair values on the acquisition dates. Fdiresare preliminary and in certain cases ar
subject to refinement for up to one year afterdlosing date of the acquisition as additional infation relative to fair values becomes
available. During the three months ended Marc2813, the Company recorded a decrease to the éstirffar value of liabilities assumed ¢
an increase to the related deferred income taxesdnapon information obtained subsequent to theisitign. In addition to changes in those
assets and liabilities, the revisions resulted iedaction in goodwill approximating $432 thousand.

The Company acquired the loan portfolios at avalue discount of $824 thousand. The discount egms expected credit losses, net of
market interest rate adjustments. The discounband receivable will be amortized to interest ineawer the estimated remaining life of the
acquired loans using the level yield method. Theetdeposit premium of $335 thousand will be acdreteer the estimated remaining life of
the related deposits as a reduction of interestesg. The core deposit intangible asset will berinedl on an accelerated basis over the
estimated average life of the core deposits.

All goodwill and core deposit intangible assetsiag from this acquisition are expected to be dedlecfor tax purposes.

-9-
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Unauditl)

(3.) EARNINGS PER COMMON SHARE (“EPS”)

The following table presents a reconciliation af #arnings and shares used in calculating basidianidd EPS (in thousands, except per shar
amounts).

Three months endec Six months endec
June 30, June 30,
2013 2012 2013 2012
Net income available to common shareholc $ 6,48 $ 6,28¢ $12,26- $12,11¢
Less: Earnings allocated to participating secug — — — 3
Net income available to common shareholders for $ 6,48 $ 6,28¢ $12,26- $12,11:
Weighted average common shares outstani
Total shares issue 14,16: 14,16: 14,16: 14,16:
Unvested restricted stock awal (66) (123) (73 (125
Treasury share (357) (342) (361) (357)
Total basic weighted average common shares outsta 13,73¢ 13,697 13,72¢ 13,68¢
Incremental shares from assum
Exercise of stock optior 5 3 6 3
Vesting of restricted stock awar 23 50 33 53
Total diluted weighted average common shares oudstg 13,76° 13,75( 13,76° 13,74:
Basic earnings per common sh $ 0.47 $ 0.4¢€ $ 0.8¢ $ 0.8¢
Diluted earnings per common shi $ 0.4 $ 0.4¢€ $ 0.8¢ $ 0.8¢
For each of the periods presented, average shasgscsto the following
instruments were excluded from the computationilotetl EPS becaus
the effect would be antidilutive
Stock options 22t 307 18¢ 317
Restricted stock awart 9 2 5 1
234 30¢ 19: 31¢

-10-
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Unauditl)

(4.) INVESTMENT SECURITIES

The amortized cost and fair value of investments#es are summarized below (in thousands):

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

Total available for sale securiti

Securities held to maturity:
State and political subdivisiol

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

Total available for sale securiti

Securities held to maturity:
State and political subdivisiol

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

Proceeds from sales
Gross realized gair

-11-

Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
$113,68: $ 1,63¢ $ 2,382 $112,93¢
222,72¢ 2,85: 2,87: 222,70t
156,61 1,64¢ 5,29¢ 152,96°

36,98( 67C 70 37,58(
46,597 2,307 — 48,90¢
70,21( 60t 1,48¢ 69,32¢
109,91 357 3,45t 106,81!
55,00¢ 1,522 29¢ 56,23:
— 2,60¢ — 2,60
235,13: 5,08¢ 5,24: 234,97¢
475,32: 9,71: 10,60¢ 474,42°
18 45¢ — 477
$811,74¢ $14,66: $ 15,86 $810,54¢
$ 17,34¢ $ 478 $ — $ 17,82:
$128,09° $ 3667 $ 69  $131,69
188,99' 6,28¢ 72 195,21
147,94¢ 4,39¢ 18¢ 152,15:
65,42¢ 1,43( — 66,85¢
56,16¢ 3,27¢ — 59,44t
60,80t 1,86¢ 2 62,66¢
78,581 1,911 — 80,49:
70,98¢ 2,16¢ — 73,15,
73 1,02¢ — 1,09¢
210,44¢ 6,96¢ 2 217,41}
479,98t 16,07: 19C 495,86¢
121 902 — 1,02:
$797,20:. $26,92¢ $ 331 $823,79¢
$ 17,90¢ $ 578 $ — $ 18,47¢

Three months endec Six months endec

June 30, June 30,

2013 2012 2013 2012
$ 37¢ $ 1,31( $1,327 $1,67(C
332 1,237 1,22¢ 1,56¢
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FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Unauditl)
(4.) INVESTMENT SECURITIES (Continued)

The scheduled maturities of securities availabtesébe and securities held to maturity at June28@3 are shown below (in thousands). Actual
expected maturities may differ from contractual umiéies because issuers may have the right toocgdtepay obligations.

Amortized Fair
Cost Value
Debt securities available for sale
Due in one year or le: $ 11,27% $ 11,45t
Due from one to five yeal 117,97¢ 120,65¢
Due after five years through ten ye 350,86( 343,31
Due after ten yeal 331,63 335,11¢

$811,74¢ $810,54¢

Debt securities held to maturity:

Due in one year or le: $ 13,00¢ $ 13,107
Due from one to five yeal 3,60¢ 3,83
Due after five years through ten ye 647 765
Due after ten yeal 87 112

$ 17,34¢ $ 17,82:

There were no unrealized losses in held to matsggurities at June 30, 2013 or December 31, 204ealized losses on investment secur
available for sale and the fair value of the ralaecurities, aggregated by investment categoryeangth of time that individual securities have
been in a continuous unrealized loss position, werllows (in thousands):

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

Fair Fair Fair

Value Losses Value Losses Value Losses

June 30, 201:
U.S. Government agencies and government sponsoterpases $61,73( $ 2377 $2,86¢ $ 5 $6459 $ 2,38:

State and political subdivisiol 108,16t 2,87: — — 108,16t 2,87:
Mortgagebacked securitie:

Federal National Mortgage Associati 98,71: 5,29t — — 98,71 5,29t

Federal Home Loan Mortgage Corporat 4,27( 7C — — 4,27( 70
Collateralized mortgage obligatior

Federal National Mortgage Associati 52,60« 1,48¢ 665 1 53,26¢ 1,48¢

Federal Home Loan Mortgage Corporat 96,26 3,45¢ — — 96,26 3,45¢

Government National Mortgage Associat 6,68 29¢ — — 6,682 29¢

Total collateralized mortgage obligatic 155,55¢ 5,24: 665 1 156,21 5,24:

Total mortgag-backed securitie 258,53! 10,60° 665 1 259,20( 10,60¢

Total temporarily impaired securiti $428,43. $1585° $3,53: $ 6 $431,96¢ $15,86!

December 31, 201.
U.S. Government agencies and government sponsoterpases $ 13,268 $ 67 $2,967 $ 2 $16,23: $ 69

State and political subdivisiol 8,471 72 — — 8,471 72
Mortgage¢backed securitie:

Federal National Mortgage Associati 25,20( 18¢ — — 25,20( 18¢
Collateralized mortgage obligatior

Federal National Mortgage Associati — — 1,17 2 1,17: 2

Total collateralized mortgage obligatic — — 1,17: 2 1,17: 2

Total mortgag-backed securitie 25,20( 18¢ 1,17 2 26,37 19C

Total temporarily impaired securiti $ 46,93 $ 327 $4,14C % 4 $5107¢ $ 331
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(4.) INVESTMENT SECURITIES (Continued)

The total number of security positions in the irte@nt portfolio in an unrealized loss position @td 30, 2013 was 429 compared to 52 at
December 31, 2012. At June 30, 2013, the Compadyabsitions in 5 investment securities with a failue of $3.5 million and a total
unrealized loss of $6 thousand that have beercantinuous unrealized loss position for more thambnths. There were a total of 424
securities positions in the Company’s investmemtfplio, with a fair value of $428.4 million andtatal unrealized loss of $15.9 million at
June 30, 2013, that have been in a continuous ligeddoss position for less than 12 months. Thesalized loss on these investment secur
was predominantly caused by changes in marketesteates subsequent to purchase. The fair valo®sf of the investment securities in the
Company'’s portfolio fluctuates as market interesés change.

The Company reviews investment securities on amwioggoasis for the presence of other-than-tempamapairment (“OTTI”) with formal
reviews performed quarterly. When evaluating debtsties for OTTI, management considers many faciacluding: (1) the length of time
and the extent to which the fair value has beentlesn cost, (2) the financial condition and neamtprospects of the issuer, (3) whether the
market decline was affected by macroeconomic cimmdit and (4) whether the Company has the intenticgell the debt security or whether it
is more likely than not that it will be requiredgell the debt security before its anticipated vecp. The assessment of whether OTTI exists
involves a high degree of subjectivity and judgmeemd is based on the information then availabl@anagement.

No impairment was recorded in the six months erldgr: 30, 2013. During the six months ended Jun2@L®, the Company recognized
OTTI charge of $91 thousand related to a privatyed whole loan CMO that was determined to beaired due to credit quality.

Based on management’s review and evaluation oftmpany’s debt securities as of June 30, 2013)¢bé securities with unrealized losses
were not considered to be OTTI. As of June 30, 2€d8Company does not have the intent to selloditlye securities in a loss position and
believes that it is not likely that it will be reiged to sell any such securities before the arditeig recovery of amortized cost. Accordingly, ¢
June 30, 2013, management has concluded that iretédsses on its investment securities are teanp@nd no further impairment loss has
been realized in the Company’s consolidated statesrad income.
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(5.) LOANS
The Company’s loan portfolio consisted of the faliog as of the dates indicated (in thousands):
Principal
Amount Net Deferred
Outstanding Loan (Fees) Cosl Loans, Net

June 30, 2013
Commercial busines $ 257,78« $ (52 $ 257,73.
Commercial mortgag 438,511 (99¢) 437,51!
Residential mortgag 117,93¢ 17¢ 118,11
Home equity 301,42¢ 4,78¢ 306,21!
Consumer indirec 572,35( 27,23¢ 599,58t
Other consume 24,107 142 24,24¢

Total $1,712,12. $ 31,29: 1,743,41.
Allowance for loan losse (25,590

Total loans, ne $1,717,82.
December 31, 201:
Commercial busines $ 258,70t $ (31 $ 258,67
Commercial mortgag 414,28 (95¢) 413,32
Residential mortgag 133,34: 17¢ 133,52(
Home equity 282,50: 4,14¢ 286,64¢
Consumer indirec 559,96- 26,83( 586,79:-
Other consume 26,65’ 107 26,76¢

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

Total loans, ne $1,681,01,

Loans held for sale (not included above) were caegrentirely of residential real estate mortgagestotaled $3.4 million and $1.5 million
of June 30, 2013 and December 31, 2012, respegtivel

-14-



Table of Contents
FINANCIAL INSTITUTIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Unauditl)
(5.) LOANS (Continued)

Past Due Loans Aging

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

60-
3C- 89 Day: Greater
59 Days Total Past

Past Past Than

Due Due 90 Day: Due Nonaccrual Current Total Loans
June 30, 201t
Commercial busines $ 17C $ — $ — $ 17C $ 5,04 $ 25257. $ 257,78
Commercial mortgag 9C — — a0 3,07: 435,35( 438,511
Residential mortgag 791 — — 791 1,42: 115,72 117,93¢
Home equity A77 30 — 507 69¢ 300,22: 301,42¢
Consumer indirec 1,36: 13¢ — 1,50z 1,03¢ 569,81: 572,35(
Other consume 134 12 16 162 6 23,93¢ 24,10;

Total loans, gros $3,02f $181 $ 16 $ 3,22 $11,27¢ $1,697,62 $1,712,12
December 31, 201;
Commercial busines $ 16C $ — $ — $ 16C $ 3,41: $ 255130 $ 258,70t
Commercial mortgag 331 — — 331 1,79¢ 412,15: 414,28
Residential mortgag 37¢ — — 37¢ 2,04( 130,92! 133,34:
Home equity 67& 10 — 68t 93¢ 280,87 282,50:
Consumer indirec 1,661 162 — 1,82¢ 891 557,24¢ 559,96
Other consume 127 35 18 18C 25 26,45 26,65’
Total loans, gros $3,33C $ 206 $ 18 $ 355¢ $ 9,107 $1,662,791 $1,675,45:

There were no loans past due greater than 90 dalystél accruing interest as of June 30, 2013@adember 31, 2012. There were $16
thousand and $18 thousand in consumer overdrafthwiere past due greater than 90 days as of Jyr2033 and December 31, 2012,
respectively. Consumer overdrafts are overdrawmsiepccounts which have been reclassified as Ibanby their terms do not accrue
interest.

Troubled Debt Restructurings

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

The following table presents information relateda@ans modified in a TDR during the periods indézh{dollars in thousands).

Quarter-to-Date Year-to-Date
Pre- Pos*- Pre- Posi-
Modification Modification Modification Modification
Outstanding Outstanding Outstanding Outstanding
Number of Number of
Recorded Recorded Recorded Recorded
Contracts Investment Investment Contracts Investment Investment
June 30, 201:
Commercial busines 1 $ 1,27: $ 1,27: 3 $ 1,462 $ 1,45t
Commercial mortgag — — — — — —
Total 1 $ 1,27: $ 1,27t 3 $ 1,46 $ 1,45:
June 30, 201z
Commercial busines — $ — $ — 2 $ 43z $ 432
Commercial mortgag 3 602 602 4 64¢ 64¢
Total 3 $ 60z $ 602 6 $ 1,081 $ 1,081
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(5.) LOANS (Continued)

All of the loans identified as TDRs by the Compavsre previously on nonaccrual status and repodetpaired loans prior to restructuring.
The modifications primarily related to extending timortization periods of the loans. All loansmastured during the three months ended
June 30, 2013 were classified as nonaccrual asnef 30, 2013. Nonaccrual loans that are restruttigm®ain on nonaccrual status, but may
move to accrual status after they have performedrding to the restructured terms for a periodrobt The TDR classification did not have a
material impact on the Company’s determinatiorhefdllowance for loan losses because the modifi@asl were impaired and evaluated for a
specific reserve both before and after restructurin

There were no loans modified as a TDR within thevimus 12 months that defaulted during the threathmended June 30, 2013 or 2012. Fol
purposes of this disclosure, a loan modified a®R Ts considered to have defaulted when the borrda@eomes 90 days past due.

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 follayiable presents the recorded investment, unpaidipal balance and related allowance of
impaired loans as of the dates indicated and aeerxprded investment and interest income recodrindmpaired loans for the three month
periods ended as of the dates indicated (in th@lsan

Unpaid Average Interest
Recorded Principal Related Recorded Income
Investment (1) Balance®) Allowance Investment Recognizet
June 30, 201z
With no related allowance recorde
Commercial busines $ 78¢ $ 1,171 $ — $ 94C $ —
Commercial mortgag 78C 83¢ — 684 —
1,56¢ 2,00¢ — 1,62¢ —
With an allowance recorde
Commercial busines 4,25k 4,25k 95€ 4,41¢ —
Commercial mortgag 2,292 2,29: 554 1,93¢ —
6,54¢ 6,54¢ 1,51(C 6,35¢ —

$ 8,11 $ 8,55¢ $ 1,51C $ 7,97¢ $ —

December 31, 2012
With no related allowance recorde

Commercial busines $ 962 $ 1,42 $ — $ 75t $ —
Commercial mortgag 911 1,002 — 1,31( —
1,87¢ 2,42 — 2,06t —

With an allowance recorde
Commercial busines 2,45( 2,45( 664 2,11« —
Commercial mortgag 88¢ 88¢ 31C 1,85¢ —
3,33¢ 3,33¢ 974 3,97 —

$ 521 $ 5,76¢ $ 974 $ 6,037 $ —

@ Difference between recorded investment and unpaidipal balance represents partial ch-offs.
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(5.) LOANS (Continued)

Credit Quality Indicators

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

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

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

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

Loans that do not meet the criteria above thatiaedyzed individually as part of the process désttiabove are considered
“Uncriticized” or pass-rated loans and are includedroups of homogeneous loans with similar risél #bss characteristics.

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

Commercial Commercial
Business Mortgage
June 30, 201:
Uncriticized $242,21¢ $418,39¢
Special mentiol 4,20¢ 12,40:
Substandar 11,357 7,71
Doubtful — —
Total $257,78: $438,51:
December 31, 201;
Uncriticized $240,29: $400,57¢
Special mentiol 6,591 6,49¢
Substandar 11,82« 7,211
Doubtful — —
Total $ 258,70t $414,28:.

The Company utilizes payment status as a meameofifying and reporting problem and potential peobretail loans. The Company
considers nonaccrual loans and loans past duesgitban 90 days and still accruing interest to deperforming. The following table sets fo
the Company’s retail loan portfolio, categorizeddayment status, as of the dates indicated (inséuds):

Residential
Home Consumer Other
Mortgage Equity Indirect Consumel
June 30, 201
Performing $116,51¢ $300,73( $571,31! $24,08t
Non-performing 1,42 69¢ 1,03t 22
Total $117,93¢ $301,42¢ $572,35( $24,10°
December 31, 201;
Performing $131,30: $281,56: $559,07: $26,63:
Non-performing 2,04( 93¢ 891 25
Total $133,34: $282,50: $559,96:¢ $26,65"
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(5.) LOANS (Continued)

Allowance for Loan Losses
Loans and the related allowance for loan lossepragented below as of the dates indicated (instuods):

Commercial Commercial Residential

Home Consumer Other
Business Mortgage Mortgage Equity Indirect Consumel Total

June 30, 2013
Loans:
Ending balanc $257,78: $438,51 $117,93¢ $301,42¢ $572,35( $24,107 $1,712,12
Evaluated for impairmen

Individually $ 504 $ 3077 § — ¢ — $ — $ — $ 8,11¢

Collectively $252,74. $43544( $117,93¢ $301,42¢ $572,35( $24,107 $1,704,00i
Allowance for loan losses
Ending balanc $ 4758 $ 7,128 % 701 $ 1,42/ $11,098 $ 49C $ 25,59(
Evaluated for impairmen

Individually $ 95¢€ $ 554 § — $ — $ — $ — $ 151

Collectively $ 3,79¢ $ 6,571 $ 701 $ 1,42/ $ 11,098 $ 49C $ 24,08(
June 30, 201:
Loans:
Ending balanc $24551. $414,76¢ $142,63¢ $260,85! $507,59¢ $25,17: $1,596,53
Evaluated for impairmen

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

Collectively $241,36: $411,16¢ $142,63¢ $260,85! $507,59¢ $25,17: $1,588,79
Allowance for loan losses
Ending balanc $ 436/ $ 6,71 % 801 $ 1,164 $10,61¢ $ 46C $ 24,12
Evaluated for impairmen

Individually $ 8: $ 691 $§ — $ — $ — $ — $ 155

Collectively $ 3501 $ 6,022 $ 801 $ 1,16¢ $10,61¢ $ 46C $ 22,56¢

The following table sets forth the changes in th@asance for loan losses for the three and six inqmariods ended June 30, 2013 (in
thousands):

Commercial Commercial Residentia Consumel
Home Other
Business Mortgage Mortgage Equity Indirect Consumel Total
Three months ended June 30, 201
Beginning balanc $ 5167 $ 6,971 $ 66 $1,28° $11,31: $ 42€ $25,82"
Chargeoffs 292 10¢€ 85 53 1,92¢ 22¢ 2,694
Recoverie: 20% 14z 13 73 75¢ 71 1,264
Provision (credit (325) 117 108 121 952 222 1,19:
Ending balanc $ 4758 $ 7,128 $ 701 $142¢ $11,098 $ 49C $25,59(
Six months ended June 30, 201
Beginning balanc $ 488 $ 6581 $ 74C $1,28. $10,71f $ 51z $24,71¢
Chargeoffs 531 10¢ 247 322 3,647 481 5,337
Recoverie: 242 157 30 11C 1,56¢ 20¢€ 2,311
Provision 16C 49¢€ 17¢€ 354 2,46° 251 3,90z
Ending balanc $ 4758 $ 7,12t $ 701 $1,42¢ $11,098 $ 49C $25,59(
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(5.) LOANS (Continued)

The following table sets forth the changes in th@asance for loan losses for the three and six ingariods ended June 30, 2012 (in
thousands):

Commercial Commercial Residentia Consumel
Home Other
Business Mortgage Mortgage Equity Indirect Consumel Total
Three months ended June 30, 201
Beginning balanc $ 438 $ 6,78 $ 82z $1,281 $999¢ $ 487 $23,76!
Chargeoffs 144 227 127 93 1,40: 9C 2,08¢
Recoveries 15¢E 61 28 11 74€ (15) 98¢
Provision (credit (33 91 78 (35) 1,28( 78 1,45¢
Ending balanc $ 436¢ $ 6,71 $ 801 $1,16¢ $10,61¢ $ 46C $24,12(
Six months ended June 30, 2012
Beginning balanc $ 403 $ 641¢ $ 85¢ $1,247 $10,18¢ $ 517 $23,26(
Chargeoffs 19¢ 347 23¢ 97 2,80z 404 4,08z
Recoveries 232 76 98 20 1,47: 19¢ 2,09¢
Provision (credit 29t 56€ 78 (1) 1,75¢ 14¢ 2,84¢
Ending balanc $ 436¢ $ 6,71 $ 801 $1,16¢ $10,61¢ $ 46C $24,12(

Risk Characteristics

Commercial business loans primarily consist of foemsmall to midsize businesses in our market iaraaliverse range of industries. These
loans are of higher risk and typically are madehanbasis of the borrower’s ability to make repagtrfeom the cash flow of the borrower’s
business. Further, the collateral securing thedoaay depreciate over time, may be difficult toragge and may fluctuate in value. The credit
risk related to commercial loans is largely influed by general economic conditions and the regpitimpact on a borrower’s operations or on
the value of underlying collateral, if any.

Commercial mortgage loans generally have largaruas and involve a greater degree of risk thadeneal mortgage loans, inferring higher
potential losses on an individual customer basisinrepayment is often dependent on the succegséuhtion and management of the
properties, as well as on the collateral secutiegdan. 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 (ciseghof home equity loans and home equity lines)g@nerally made on the basis of the
borrower’s ability to make repayment from his or Bmployment and other income, but are secure@élyproperty whose value tends to be
more easily ascertainable. Credit risk for thegesyof loans is generally influenced by generahendc conditions, the characteristics of
individual borrowers, and the nature of the loaltateral.

Consumer indirect and other consumer loans mayl gnéater credit risk than residential mortgagens and home equities, particularly in the
case of other consumer loans which are unsecured e case of indirect consumer loans, secuyedkbreciable assets, such as automobile
or boats. In such cases, any repossessed colllaeeatiefaulted consumer loan may not providedagaate source of repayment of the
outstanding loan balance. In addition, consumen tmdlections are dependent on the borrower’s ooirig financial stability, and thus are
more likely to be affected by adverse personaboirstances such as job loss, illness or personétiyatey. Furthermore, the application of
various federal and state laws, including banknypttd insolvency laws, may limit the amount whieim ®&e recovered on such loans.
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(6.) GOODWILL AND OTHER INTANGIBLE ASSETS

The carrying amount of goodwill totaled $48.5 noitlias of June 30, 2013 and December 31, 2012. dbevgll relates to the Company’s
primary subsidiary and reporting unit, Five StanBaThe Company performs a goodwill impairment tesain annual basis or more frequently
if events and circumstances warrant.

The Company recorded a core deposit intangiblet a§$2.0 million in connection with the 2012 branacquisitions which will be amortized
on an accelerated basis over the remaining estihaaterage life of the core deposits of approxinya@eB years. The amortization expense is
included in other noninterest expense on the cateteld statements of income and is deductiblesfopurposes.

Amortization expense for the core deposit intaregibhs $98 thousand and $199 thousand for the dmeésix months ended June 30, 2013,
respectively. There was no amortization expenséhthree and six months ended June 30, 2012f Asne 30, 2013, estimated core deposit
intangible amortization expense for each of the figg years is as follows (in thousands):

2013 (remainder of yea $187
2014 341
2015 29¢€
2016 251
2017 20t

(7.) SHAREHOLDERS' EQUITY
Common Stock
The changes in shares of common stock were asM®lior the six month periods ended June 30, 20H3842:

Outstanding Treasury Issued

June 30, 201:

Shares outstanding at December 31, Z 13,787,70 373,88t 14,161,59
Restricted stock awards issL 42,03t (42,035 —
Restricted stock awards forfeit (18,977 18,971 —
Stock options exercise 3,30( (3,300 —
Treasury stock purchas (11,349 11,34¢ —
Director¢ retainer 5,672 (5,672 —

Shares outstanding at June 30, 2 13,808,39 353,20° 14,161,59

June 30, 201¢

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

Shares outstanding at June 30, 2 13,811,53 350,06° 14,161,59
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(8.) ACCUMULATED OTHER COMPREHENSIVE INCOME (LOSS)

The following table presents the components of rotbenprehensive income (loss) for the six montligaosrended June 30, 2013 and 2012 (in
thousands):

Pre-tax Net-of-tax
Amount Tax Effect Amount
June 30, 201
Net unrealized losses on investment securi
Net unrealized losses arising during the pe $(26,577) $(10,52%) $(16,04¢)
Reclassification adjustment for gains includednicoime (1,224 (485) (739
Net unrealized losses on investment secur (27,79 (12,010 (16,785
Pension and pc-retirement obligations
Amortization of prior service cred (24) 9 (15)
Amortization of actuarial losst 682 26¢ 413
Pension and pc-retirement obligations, ni 65€ 26( 39¢
Other comprehensive lo $(27,137) $(10,75() $(16,387)
June 30, 201:
Net unrealized gains on investment securi
Net unrealized gains arising during the pel $ 2,99 $ 1,18¢ $ 1,80¢
Reclassification adjustment for gains includednicoime (1,56¢) (627) (947)
Reclassification adjustment for impairment chargekided in
income 91 36 55
Net unrealized gains on investment secur 1,51¢ 601 917
Pension and pc-retirement obligations
Amortization of prior service cred (29 9) (15)
Amortization of actuarial loss¢ 69= 27¢ 42C
Pension and pc-retirement obligations, n 671 26€ 40E
Other comprehensive incor $ 2,18¢ $ 867 $ 1,322
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(8.) ACCUMULATED OTHER COMPREHENSIVE INCOME (Contin ued)

The following table presents the changes in eaahpoment of accumulated other comprehensive incdmss)( net of tax, for the six month
period ended June 30, 2013 (in thousands):

Net Unrealizec

Gains (Losses Pension and
Postretirement
on Investment

Securities Obligations Total
Balance at beginning of year $ 16,06( $ (12,80) $ 3,258
Other comprehensive loss before reclassificat (16,04¢) 39¢ (15,649
Amounts reclassified from accumulated other
comprehensive incon (739) — (739
Net current period other comprehensive | (16,78% 39¢ (16,38))
Balance at end of peric $ (725) $ (12,409 $(13,139

The following table presents the amounts reclass$ifiut of each component of accumulated other celngmsive income (loss) for the six
month period ended June 30, 2013 (in thousands):

Amount
Reclassified fron

Accumulated

Details About Accumulated Other Comgrtgr?;nsive Affected Line Item in the
Comprehensive Income Component Income Consolidated Statement of Incomt
Realized gain on sale of investment secur $ 1,224 Net gain on disposal of investment securi
(489 Income tax expens
$ 73¢ Net of tax
Pension and pc-retirement obligation
Amortization of prior service bene® $ 24 Salaries and employee bene
Amortization of actuarial loss¢? (682) Salaries and employee bene
(65¢) Total before tas
26C Income tax benefi

$ (399) Net of tax

@ These items are included in the computation opeeibdic pension cost. See Note 10 — Employee BePleins for additional
information.

(9.) SHARE-BASED COMPENSATION PLANS

The Company maintains certain stock-based compengatins that were approved by the Compamsyiareholders and are administered b
Company'’s Board, or the Management DevelopmeniGordpensation Committee of the Board. The shareebes@mpensation plans were
established to allow for the grant of compensativards to attract, motivate and retain employees;give officers and non-employee
directors who contribute to the success and piufita of the Company and to give such personsappetary interest in the Company, thereby
enhancing their personal interest in the Compasiytzess.

The Company awarded grants of 33,035 restrictedestia certain members of management during thesixhs ended June 30, 2013. Fifty
percent of the shares subject to each grant willaveed based upon achievement of an EPS perfoemnaqairement for the Company'’s fiscal
year ended December 31, 2013. The remaining fétggnt of the shares will be earned based on thep@oy's achievement of a relative total
shareholder return (“TSR”) performance requirementa percentile basis, compared to a defined gobpeer companies over a three-year
performance period ended December 31, 2015. Threskarned based on the achievement of the EPESR gerformance requirements, if
any, will vest based on the recipient’s continuservice to the Company on December 31, 2015.
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(9.) SHARE-BASED COMPENSATION PLANS (Continued)

The grant-date fair value of the TSR portion of élneard granted during the six month period endee B0, 2013 was determined using the
Monte Carlo simulation model on the date of grassuming the following (i) expected term of 2.8&rge (ii) risk free interest rate of 0.42%,
(iii) expected dividend yield of 3.59% and (iv) eqted stock price volatility over the expected tefithe TSR award of 37.2%. The grant-date
fair value of all other restricted stock awardedsial to the closing market price of our commomwlstn the date of grant.

During the six months ended June 30, 2013, the @osngranted 9,000 restricted shares of common $todkectors, of which 4,500 shares
vested immediately and 4,500 shares will vest afbenpletion of a one-year service requirement. hiaeket price of the restricted stock on the
date of grant was $19.81.

The restricted stock awards granted to managennendiaectors in 2013 do not have rights to diviceond dividend equivalents.

The following is a summary of restricted stock asvactivity for the six month period ended June A1l 3:

Weighted

Average

Market

Number of Price at
Shares Grant Date
Outstanding at beginning of year 79,58( $ 16.8¢
Grantec 42,03t 16.8¢
Vested (38,599 17.0¢
Forfeited (18,979 16.6(
Outstanding at end of peri 64,04( $ 16.8¢

As of June 30, 2013, there was $554 thousand efcagnized compensation expense related to unvestrttted stock awards that is expe:
to be recognized over a weighted average peridd8f§ears.

The Company uses the Black-Scholes valuation methedtimate the fair value of its stock option edga There were no stock options
awarded during 2013 or 2012. The following is a suwary of stock option activity for the six monthsded June 30, 2013 (dollars in thousands
except per share amounts):

Weighted
Weighted Average
Average Remaining Aggregate
Number of Exercise Contractual Intrinsic
Options Price Term Value
Outstanding at beginning of year 319,27! $ 20.2%
Exercisec (3,300 17.5¢
Expired (43,790 21.3¢
Outstanding and exercisable at end of pe 272,18! $ 20.07 2.4 year $ 58

As of June 30, 2013, all compensation expenseectlat stock options had been fully recognized evimus periods.

The aggregate intrinsic value (the amount by witiehmarket price of the stock on the date of exserexceeded the market price of the stock
on the date of grant) of option exercises for iReronths ended June 30, 2013 and 2012 was $7dahdwmnd $2 thousand, respectively. The
total cash received as a result of option exerciseler stock compensation plans for six months @ddee 30, 2013 and 2012 was $59
thousand and $26 thousand, respectively.

The Company amortizes the expense related toaesirstock awards over the vesting period. Shased compensation expense is record

a component of salaries and employee benefitsirtinsolidated statements of income for awardstegiaio management and as a componen
of other noninterest expense for awards grantelitéctors. The share-based compensation experseééuakin the consolidated statements of
income is as follows (in thousands):

Three months endec Six months endec
June 30, June 30,
2013 2012 2013 2012
Salaries and employee benefits $ 6 $ 983 $ 7¢ $ 22C
Other noninterest expen 10¢ 83 12€ 98
Total shar-based compensation expel $ 10z $ 17€ $ 20t  $ 31€
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(10.) EMPLOYEE BENEFIT PLANS
The components of the Company’s net periodic bergfiense for its pension and post-retirement abbgs were as follows (in thousands):

Three months endec Six months endec
June 30, June 30,

2013 2012 2013 2012
Service cost $ 51€ $ 50¢ $ 1,032 $ 1,01¢
Interest cost on projected benefit obligat 50t 50¢€ 1,01(C 1,011
Expected return on plan ass (921) (803) (1,847 (1,60€)
Amortization of unrecognized prior service cre (12 (12 (24 (29
Amortization of unrecognized lo: 341 347 682 694
Net periodic pension co $ 42¢ $ 547 $ 85¢ $ 1,09:

The net periodic benefit expense is recorded asrgponent of salaries and employee benefits in dnsaidated statements of income. The
Company’s funding policy is to contribute, at a miom, an actuarially determined amount that witissg the minimum funding requirements
determined under the appropriate sections of IatdRevenue Code. The Company has no minimum regdjaoetribution for the 2013 fiscal
year.

(11.) COMMITMENTS AND CONTINGENCIES

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

The Company’s exposure to credit loss in the egénbnperformance by the other party to the finahicistrument for commitments to extend
credit and standby letters of credit is essentiléysame as that involved with extending loarmugiomers. The Company uses the same crec
underwriting policies in making commitments and ditional obligations as for on-balance sheet imsgnts.

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

December 31

June 30,
2013 2012
Commitments to extend credit $457,62( $ 435,94¢
Standby letters of crec 9,31¢ 9,22:

Commitments to extend credit are agreements totteaccustomer as long as there is no violatioanyfcondition established in the contract.
Commitments generally have fixed expiration datestber termination clauses and may require paymkatfee. Commitments may expire
without being drawn upon; therefore, the total cdtmmant amounts do not necessarily represent fudasé requirements. Each customer’s
creditworthiness is evaluated on a case-by-cads.Jdg amount of collateral obtained, if any, @&d on management’s credit evaluation of
the borrower. Standby letters of credit are conddi lending commitments issued by the Companyarantee the performance of a custome
to a third party. These standby letters of credit@imarily issued to support private borrowingpagements. The credit risk involved in
issuing standby letters of credit is essentialyshme as that involved in extending loan facditiee customers.

The Company also extends rate lock agreementsrtovbers related to the origination of residenti@rtgage loans. To mitigate the interest
rate risk inherent in these rate lock agreemenésCiompany may enter into forward commitments bidrsgividual residential mortgages. Rate
lock agreements and forward commitments are coresid#erivatives and are recorded at fair value. Chpany had no forward sales
commitments at June 30, 2013. Forward sales comenisrtotaled $1.8 million at December 31, 201ddition, the net change in the fair
values of these derivatives was recognized as othrinterest income or other noninterest expensieeitonsolidated statements of income.
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(12.) FAIR VALUE MEASUREMENTS
Determination of Fair Value — Assets Measured at FaValue on a Recurring and Nonrecurring Basis
Valuation Hierarchy

The fair value of an asset or liability is the pribat would be received to sell that asset or fwatcansfer that liability in an orderly transacti
occurring in the principal market (or most advaetags market in the absence of a principal market3tdich asset or liability. ASC Topic 820,
“Fair Value Measurements and Disclosurestablishes a fair value hierarchy for valuatiquuis that gives the highest priority to quoted ¢n
in active markets for identical assets or liat@htiand the lowest priority to unobservable inplitere have been no changes in the valuation
techniques used during the current period. Thevilire hierarchy is as follows:

» Level 1—Unadjusted quoted prices in active markets fontidal assets or liabilities that the reportingityritas the ability to
access at the measurement d

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

» Level 3—Unobservable inputs for determining the fair valoé assets or liabilities that reflect an entityisn assumptions about
the assumptions that market participants wouldmgeicing the assets or liabilitie

Transfers between levels of the fair value hienate recorded as of the end of the reporting derio

In general, fair value is based upon quoted markees, where available. If such quoted marketgsrigre not available, fair value is based
upon internally developed models that primarily,.eeinputs, observable market-based parametelgafitan adjustments may be made to
ensure that financial instruments are recordedintélue. These adjustments may include amountsfliect counterparty credit quality and the
company’s creditworthiness, among other thingsyelsas unobservable parameters. Any such valuaiifusstments are applied consistently
over time. The Company’s valuation methodologiey pr@duce a fair value calculation that may noirtakcative of net realizable value or
reflective of future fair values. While managembalieves the Company’s valuation methodologiesappropriate and consistent with other
market participants, the use of different methodi@e or assumptions to determine the fair valueedfain financial instruments could result in
a different estimate of fair value at the reportitage. Furthermore, the reported fair value amoliat® not been comprehensively revalued
since the presentation dates, and therefore, @ssnofifair value after the balance sheet date difégr significantly from the amounts
presented herein. A more detailed description efvidduation methodologies used for assets anditiabimeasured at fair value, as well as the
general classification of such instruments purst@tite valuation hierarchy, is set forth below.

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

Loans held for sale:The fair value of loans held for sale is determinsihg quoted secondary market prices and investomitments.
Loans held for sale are classified as Level 2 enfdir value hierarchy.

Collateral dependent impaired loans:Fair value of impaired loans with specific allocais of the allowance for loan losses is measure
based on the value of the collateral securing theses and is classified as Level 3 in the faiuedhierarchy. Collateral may be real es
and/or business assets including equipment, inveatod/or accounts receivable and collateral vauketermined based on appraisals
performed by qualified licensed appraisers hiredhgyCompany. These appraisals may utilize a swvajleation approach or a
combination of approaches including comparablessael the income approach. Appraised and repodiegs may be discounted based
on management’s historical knowledge, changes ikeh@onditions from the time of valuation, anddeanagement’s expertise and
knowledge of the client and the client’s busin&sch discounts are typically significant and resBul Level 3 classification of the inputs
for determining fair value. Impaired loans are eswed and evaluated on at least a quarterly basedftitional impairment and adjusted
accordingly, based on the same factors identifiex/a.
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(12.) FAIR VALUE MEASUREMENTS (Continued)

Loan servicing rights: Loan servicing rights do not trade in an active keawith readily observable market data. As a tesué
Company estimates the fair value of loan serviciglts by using a discounted cash flow model tauwake the present value of estime
future net servicing income. The assumptions usdha discounted cash flow model are those thatelieve market participants would
use in estimating future net servicing income,ludahg estimates of loan prepayment rates, servioasgs, ancillary income, impound
account balances, and discount rates. The signifitr@aobservable inputs used in the fair value nressant of the Company’s loan
servicing rights are the constant prepayment imtelsweighted average discount rate. Significanmemses (decreases) in any of those
inputs in isolation could result in a significantwer (higher) fair value measurement. Although tlonstant prepayment rate and the
discount rate are not directly interrelated, thély generally move in opposite directions. Loanweing rights are classified as Level 3
measurements due to the use of significant unoabeninputs, as well as significant managementrjueig and estimation.

Other real estate owned (Foreclosed asset®jonrecurring adjustments to certain commercial i@siential real estate properties
classified as other real estate owned are measiited lower of carrying amount or fair value, lessts to sell. Fair values are generally
based on third party appraisals of the propersylteg in a Level 3 classification. The appraisais sometimes further discounted basec
on management’s historical knowledge, changes ikeh@onditions from the time of valuation, anddeanagement’s expertise and
knowledge of the client and client’s business. Sdishounts are typically significant and resulaibhevel 3 classification of the inputs for
determining fair value. In cases where the carrgnmgunt exceeds the fair value, less costs toaseimpairment loss is recognized.

Off-balance sheet instrumentsThe fair value of off-balancsheet instruments is based on the current feesvihadtl be charged to ent
into or terminate such arrangements, taking intmaot the remaining terms of the agreements anddueterpartiestredit standing. Tt
fair value of commitments is not material.

Assets Measured at Fair Value

The following tables present for each of the faifexe hierarchy levels the Company’s assets thahagesured at fair value on a recurring and
non-recurring basis as of the dates indicatedch@sands).

Quoted Prices ir

Significant
Active Markets Other Significant
for Identical Observable Unobservable
Assets or
Liabilities Inputs Inputs
(Level 1) (Level 2) (Level 3) Total
June 30, 2013
Measured on a recurring basis:
Securities available for sal
U.S. Government agencies and government
sponsored enterpris $ — $112,93¢ $ — $112,93¢
State and political subdivisiol — 222,70¢ — 222,70t
Mortgagebacked securitie — 474,42 — 474,42
Asse-backed securitie:
Trust preferred securitie — 207 — 207
Other — 27C — 27C
$ — $810,54¢ $ — $810,54¢
Measured on a nonrecurring basis
Loans:
Loans held for sal $ — $ 3,42 $ — $ 3,42
Collateral dependent impaired loe — — 5,03¢ 5,03¢
Other asset:
Loan servicing right — — 1,72¢ 1,72¢
Other real estate ownt — — 41E 41E
$ — $ 3,42 $ 7,18 $ 10,60t
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(12.) FAIR VALUE MEASUREMENTS (Continued)

Quoted Prices ir

Significant
Active Markets Other Significant
for Identical Observable Unobservable
Assets or
Liabilities Inputs Inputs
(Level 1) (Level 2) (Level 3) Total
December 31, 201:
Measured on a recurring basis:
Securities available for sal
U.S. Government agencies and government
sponsored enterpris $ — $131,69! $ — $131,69!
State and political subdivisiol — 195,21( — 195,21(
Mortgage-backed securitie — 495,86¢ — 495,86¢
Asse-backed securitie:
Trust preferred securitie — 754 — 754
Other — 26¢ — 26¢
$ — $823,79¢ $ — $823,79¢
Measured on a nonrecurring basis
Loans:
Loans held for sal $ — $ 1,51¢ $ — $ 1,51¢
Collateral dependent impaired loe — — 2,36¢ 2,36¢
Other asset:
Loan servicing right — — 1,71¢ 1,71¢
Other real estate own — — 184 184
$ — $ 1,51¢ $ 4,260 $ 5,78t

There were no transfers between Levels 1 and 2glthie six months ended June 30, 2013. There vweelialilities measured at fair value on a
recurring or nonrecurring basis during the six rhguériods ended June 30, 2013 and 2012.

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

Fair Unobservable Input
Assel Value Valuation Technique Unobservable Input Value or Range
Collateral dependent impaired lo. $5,03¢ Appraisal of collateral® Appraisal adjustments ( 15%—100% discoun
Discounted cash floy Discount rate 4.7%®)

Risk premium rati 12.0%®)
Loan servicing right 1,72¢ Discounted cash flo\ Discount rate 4.6%0G)

Constant prepayment ri 13.2%G)
Other real estate ownt 415 Appraisal of collatera® Appraisal adjustment®  6%—43% discoun

@ Fair value is generally determined through independppraisals of the underlying collateral, whiemerally include various Level 3
inputs which are not identifiabl

@) Appraisals may be adjusted by management for quiakt factors such as economic conditions and esgidhliquidation expense

@) Weighted average

Changes in Level 3 Fair Value Measurements

There were no assets measured at fair value atuarirey basis using significant unobservable inguesel 3) as of or during the six months
ended June 30, 2013. The Company transferred #ikecadissets classified as Level 3 assets at Dece3hp2011 to Level 2 during the six
months ended June 30, 2012. The transfers of tferfillion of pooled trust preferred securities ofitevel 3 was primarily the result of usi
observable pricing information or a third partygimg quote that appropriately reflects the fainneabf those securities, without the need for
adjustment based on our own assumptions regardenghtaracteristics of a specific security or theent liquidity in the market.
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(12.) FAIR VALUE MEASUREMENTS (Continued)

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

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

The estimated fair value approximates carrying &dtw cash and cash equivalents, Federal Home Baak (“FHLB”) and Federal Reserve
Bank (“FRB”) stock, accrued interest receivablen-moaturity deposits, shoterm borrowings and accrued interest payable.\Fedire estimate
for other financial instruments not included elsewehin this disclosure are discussed below.

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

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

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

The following presents (in thousands) the carnangpunt, estimated fair value, and placement ifdhievalue measurement hierarchy of the
Company’s financial instruments as of the dategcatdd.

Level in June 30, 201 December 31, 201
Fair Value Estimated Estimated
Measuremen Carrying Fair Carrying Fair
Hierarchy Amount Value Amount Value
Financial assets:
Cash and cash equivale Level 1 $ 50,92 $ 50,92 $ 60,43¢ $ 60,43¢
Securities available for sa Level Z 810,54¢ 810,54¢ 823,79t 823,79¢
Securities held to maturit Level Z 17,34¢ 17,82: 17,90¢ 18,47¢
Loans held for sal Level Z 3,42: 3,42: 1,51¢ 1,547
Loans Level 2 1,712,78 1,713,45 1,678,64 1,701,41
Loans® Level ¢ 5,03¢ 5,03¢ 2,36¢ 2,36¢
Accrued interest receivab Level 1 7,89¢ 7,89 7,84: 7,84:
FHLB and FRB stocl Level 2 13,16( 13,16( 12,32: 12,32:
Financial liabilities:
Non-maturity deposit: Level 1 1,700,70! 1,700,70! 1,606,85! 1,606,85!
Time deposit: Level Z 623,52° 624,98¢ 654,93¢ 658,34:
Shor-term borrowings Level 1 193,41: 193,41: 179,80¢ 179,80¢
Accrued interest payab Level 1 3,81¢ 3,81¢ 3,81¢ 3,81¢

@ Comprised of collateral dependent impaired lo.
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ITEM 2. Managemen’s Discussion and Analysis of Financial Condition ahResults of Operations

This Quarterly Report on Form 10-Q should be read in conjunction with the more detailed and comprehensive disclosures included in our
Annual Report on Form 10-K for the year ended December 31, 2012. In addition, please read this section in conjunction with our Consolidated
Financial Statements and Notes to Consolidated Financial Statements contained herein.

FORWARD LOOKING INFORMATION

Statements and financial analysis contained indb@iment that are not historical facts are forwaoling statements made pursuant to the
safe harbor provisions of the Private Securitiggation Reform Act of 1995 (the “Act”Forward looking statements describe our futureq
strategies and expectations and are based onrcassimptions. Words such as “may,” “could,” “stigutwould,” “believe,” “anticipate,”
“estimate,” “expect,” “intend,” “plan,” “target,” grojects,” and other similar expressions are inéehith identify forward looking statements but
are not the exclusive means of identifying suctestants.

We caution readers not to place undue reliancengriaaward looking statements, which speak onlpfathe date made, and advise readers
various factors, including those identified undes heading “Risk Factors” in Item 1A of Part | afrAnnual Report on Form 1K-for the yeal
ended December 31, 2012, could affect our finarm@alormance and could cause our actual resuts@rmstances for future periods to differ
materially from those anticipated or projected.

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

GENERAL

Financial Institutions, Inc. is a financial holdiogmpany headquartered in New York State that ges/banking and nonbanking financial
services to individuals and businesses primaritated in our Western and Central New York footphiie have also expanded our indirect
lending network to include relationships with fraised automobile dealers in the Capital DistricNefv York and Northern Pennsylvania.
Through our wholly-owned banking subsidiary, Fivar®8ank, we provide a wide range of services uiditlg business and consumer loan anc
depository services, as well as other traditiomallding services. Through our nonbanking subsidigne Star Investment Services, Inc., we
provide brokerage and investment advisory sentizassipplement our banking business. Referencdssmeport to “the Company”, “we”,

“our” or “us” mean the consolidated reporting gntind references to “the Bank” mean Five Star Bank.

Our primary sources of revenue are net interesinec(predominantly from interest earned on ourdaamd securities, net of interest paid on
deposits and other funding sources), and nonirtteresme, particularly fees and other revenue ffirancial services provided to customer:
ancillary services tied to loans and deposits. Bess volumes and pricing drive revenue potential,tand to be influenced by overall
economic factors, including market interest ralesiness spending, consumer confidence, economnaigrand competitive conditions within
the marketplace. We are not able to predict marketest rate fluctuations with certainty and osset/liability management strategy may not
prevent interest rate changes from having a magsizerse effect on our results of operations amehtial condition.

Our business strategy is to maintain a communibk hilosophy, which consists of focusing on andemtanding the individualized banking
needs of the businesses, professionals and ofidents of the local communities surrounding ourkirg centers. We believe this focus
allows us to be more responsive to our customemsds and provide a high level of personal serfiaedifferentiates us from larger
competitors, and results in long-standing and bimeskd banking relationships. Our core customerpr@marily comprised of households,
small- to medium-sized businesses, professionalsammunity organizations who prefer to build akiag relationship with a community
bank that offers and combines high quality, contivety-priced banking products with personalizedvgse. We believe that our level of
personal service provides us with a competitiveaatige over larger banks, which tend to consolidatésion-making authority outside local
communities.

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

On July 2, 2013, the Federal Reserve approved flidas that substantially amend the regulatory-biaked capital rules applicable to the
Company and the Bank. The FDIC and the OCC havsesufently approved these rules. The final rulegwaeopted following the issuance of
proposed rules by the Federal Reserve in June 202implement the “Basel IlI” regulatory capiteferms and changes required by the Dodt
Frank Act. “Basel IlI” refers to two consultativeclments released by the Basel Committee on Barsipgrvision in December 2009, the
rules text released in December 2010, and lossladsoy rules issued in January 2011, which inchidrificant changes to bank capital,
leverage and liquidity requirements.

The rules include new risk-based capital and leyeratios, which would be phased in from 2015 t®@&nd would refine the definition of
what constitutes “capital” for purposes of calculgtthose ratios. The new minimum capital leveluiesgments applicable to the Company and
the Bank under the final rules would be: (i) a remmon equity Tier 1 capital ratio of 4.5%; (iifeer 1 capital ratio of 6% (increased from
4%); (iii) a total capital ratio of 8% (unchangedrh current rules); and (iv) a Tier 1 leverageaati 4% for all institutions. The final rules also
establish a “capital conservation buffatiove the new regulatory minimum capital requiret®ienhich must consist entirely of common eq
Tier 1 capital. The capital conservation bufferl\lwé¢ phased-in over four years beginning on JanLaPp16, as follows: the maximum buffer
will be 0.625% of risk-weighted assets for 201@5% for 2017, 1.875% for 2018, and 2.5% for 2018 tereafter. This will result in the
following minimum ratios beginning in 2019: (i) ammmon equity Tier 1 capital ratio of 7.0%; (ii) & 1 capital ratio of 8.5%; and (iii) a total
capital ratio of 10.5%. Under the final rules, ihgtons are subject to limitations on paying demdis, engaging in share repurchases, and
paying discretionary bonuses if its capital lexadlsfbelow the buffer amount. These limitationsabish a maximum percentage of eligible
retained income that could be utilized for suchoast.

Basel Il provided discretion for regulators to ioge an additional buffer, the “countercyclical leuff of up to 2.5% of common equity Tier 1
capital to take into account the macro-financialiemment and periods of excessive credit growtbwever, the final rules permit the
countercyclical buffer to be applied only to “adead approach” banks (i.e., banks with $250 bilbomore in total assets or $10 billion or
more in total foreign exposures), which currenttglades the Company and the Bank. The final rulles implement revisions and
clarifications consistent with Basel Ill regarditige various components of Tier 1 capital, includioghmon equity, unrealized gains and los
as well as certain instruments that will no longealify as Tier 1 capital, some of which will begsied out over time. However, the final rules
provide that small depository institution holdingngpanies with less than $15 billion in total assstef December 31, 2009 (which includes
the Company) will be able to permanently include-goalifying instruments that were issued and idetliin Tier 1 or Tier 2 capital prior to
May 19, 2010 in additional Tier 1 or Tier 2 capitatil they redeem such instruments or until tretrimments mature.

The final rules also contain revisions to the proowrective action framework, which is designegliace restrictions on insured depository
institutions, including the Bank, if their capitalels begin to show signs of weakness. Theseiomgsake effect January 1, 2015. Under the
prompt corrective action requirements, which asgleed to complement the capital conservation buiffisured depository institutions will be
required to meet the following increased capitaéleequirements in order to qualify as “well cafiited:” (i) a new common equity Tier 1
capital ratio of 6.5%; (ii) a Tier 1 capital ratid 8% (increased from 6%); (iii) a total capitatioeof 10% (unchanged from current rules); and
(iv) a Tier 1 leverage ratio of 5% (increased fré%).

The final rules set forth certain changes for thiewation of risk-weighted assets, which we wél lequired to utilize beginning January 1,
2015. The “standardized approach” final rule ugfizan increased number of credit risk exposurgoess and risk weights, and also
addresses: (i) an alternative standard of creditwuerss consistent with Section 939A of the Déddnk Act Act; (ii) revisions to recognition
credit risk mitigation; (iii) rules for risk weigimg of equity exposures and past due loans; (wisesl capital treatment for derivatives and repo
style transactions; and (v) disclosure requiremearttop-tier banking organizations with $50 bili@or more in total assets that are not subject
to the “advance approach rules” that apply to bamiks greater than $250 billion in consolidatededssBased on our current capital
composition and levels, we believe that we wouldnbeompliance with the requirements as set fartthe final rules if they were presently in
effect.

2013 Branch Consolidations

On July 23, 2013, the Company announced that ito@ilconsolidating its Pavilion and North Java lofees into nearby branches. Subject to
regulatory approval, the Company expects to trareafstomer accounts and employees by October 3B. Zthese branch consolidations are
one component of the Company’s long term stratplgin, which provides for the optimal combinatiorboAnches and online/mobile banking
technologies, supported by highly experienced banlke offer customers convenience and high sefeiagls while maintaining an efficient,
competitive cost structure. Expenses related tadimsolidation of the two branches are not expeittdst material.
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2012 Branch Acquisitions

On January 19, 2012, the Bank entered into agretsmeéth First Niagara Bank, National Associatiofifst Niagara”) to acquire four retail
bank branches in Medina, Brockport, Batavia andefab, New York (the “First Niagara Branches”) dndr retail bank branches previously
owned by HSBC Bank USA, National Association (“HSB@® Elmira, Elmira Heights, Horseheads and Alhidlew York (the “HSBC
Branches”). First Niagara assigned its rights ®H$SBC branches in connection with its acquisitbriSBC’s Upstate New York banking
franchise. Under the terms of the agreements, #mk Bssumed substantially all related depositpanchased the related branch premises an
certain performing loans. The transaction to aagthie First Niagara Branches was completed on 22n2012 and the transaction to acquire
the HSBC Branches was completed on August 17, 2@ combined assets acquired and deposits assarttestwo transactions were
recorded at their estimated fair values as follGwshousands):

FNFG HSBC
Branches Branches Total

Cash $ 63,57¢ $132,19¢ $195,77¢
Loans 58,24* 17,39( 75,63¢
Bank premises and equipme 1,504 434 1,93¢
Goodwill 4,69( 6,47 11,167
Core deposit intangible as 1,421 621 2,04
Other asset 452 14¢ 601
Total assets acquire $129,89: $157,27( $287,16:
Deposits assume $129,56- $157,25! $286,81!
Other liabilities 327 15 342
Total liabilities assume $129,89: $157,27( $287,16:

The transactions were accounted for using the aitiui method of accounting and accordingly, asaetgiired, liabilities assumed and
consideration exchanged were recorded at thematgi fair values on the acquisition dates. Fdirasare preliminary and in certain cases ar
subject to refinement for up to one year afterdlosing date of the acquisition as additional infation relative to fair values becomes
available. During the three months ended Marc2813, the Company recorded a decrease to the éstirffar value of liabilities assumed ¢
an increase to the related deferred income taxesdoapon information obtained subsequent to theisitign. In addition to changes in those
assets and liabilities, the revisions resulted iaduction in goodwill approximating $432 thousand.

The Company acquired the loan portfolios at avfalue discount of $824 thousand. The discount sgprs expected credit losses, net of
market interest rate adjustments. The discounband receivable will be amortized to interest ineawer the estimated remaining life of the
acquired loans using the level yield method. Thretdeposit premium of $335 thousand will be acdreteer the estimated remaining life of
the related deposits as a reduction of interestresg. The core deposit intangible asset will berinedl on an accelerated basis over the
estimated average life of the core deposits.

All goodwill and core deposit intangible assetsiag from this acquisition are expected to be dgdlecfor tax purposes.

RESULTS OF OPERATIONS
Summary of Performance

Net income increased $194 thousand or 3% to $6lBmfor the second quarter of 2013 compared t@ $6illion for the second quarter
2012. Net income available to common shareholderthe second quarter of 2013 was $6.5 milliors@d 7 per diluted share, compared with
$6.3 million, or $0.46 per diluted, for the secapdhrter of last year. Return on average equity 4a80% and return on average assets was
0.99% for the second quarter of 2013 compared 8420 and 1.08%, respectively, for the second quaft2012.

Net income for the three and six months ended 3002012 was reduced by expenses related to thas#amn of the four First Niagat
branches. Pre-tax acquisition expenses were appabely $1.0 million for the three months ended J8®e2012 and $1.1 million for the six
months ended June 30, 2012, consisting mainlyafepsional fees, computer and data processinguppliss and postage expended to
facilitate the purchase of the branches.

Net income for the six months ended June 30, 26thded $13.0 million, an increase of $147 thousant from $12.9 million for the san
period in 2012. For the first six months of 2018t imcome available to common shareholders was3%hillion, or $0.89 per diluted share,
compared with $12.1 million, or $0.88 per dilutdéduse, for the first six months of 2012. Return garage equity was 10.22% and return on
average assets was 0.94% for the six months enohed3D, 2013 compared to 10.65% and 1.07%, respbgtfor the same period in 2012.
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Net Interest Income and Net Interest Margin

Net interest income is the primary source of ouereie. Net interest income is the difference betwegerest income on inter-earning assel
such as loans and investment securities, and theest expense on interest-bearing deposits ard bdrowings used to fund interest-earning
and other assets or activities. Net interest inctnadfected by changes in interest rates and &athount and composition of earning assets
and interest-bearing liabilities, as well as thes#évity of the balance sheet to changes in irsterates, including characteristics such as the
fixed or variable nature of the financial instrurtgrcontractual maturities and repricing frequesicie

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

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

Three months ended June 3( Six months ended June 3(

2013 2012 2013 2012
Interest income per consolidated statements ofhirgco $ 24,34: $ 23,73 $ 49,09 $ 47,18
Adjustment to fully taxable equivalent ba 65€ 56€ 1,28¢ 1,07t
Interest income adjusted to a fully taxable eq@mtibasis 24,99¢ 24,29¢ 50,37 48,25¢
Interest expense per consolidated statements oifria 1,81¢ 2,348 3,67¢ 4,852
Net interest income on a taxable equivalent t $ 23,18( $ 21,95¢ $ 46,69: $ 43,40

Leverage Strategy

During the first quarter of 2013, we utilized th@peeds of short-term FHLB advances to purchade-diglity investment securities as part of
a leverage strategy of approximately $100 milli@uor purchase of investment securities was compo$eabrtgage-backed securities, U.S.
Government agencies and sponsored enterprise bodsx-exempt municipal bonds. All of the secesitpurchased were of high credit
quality with a low to moderate duration. This st@t allowed us to increase net interest incomeking advantage of the positive interest rate
spread between the FHLB advances and the newlyradguvestment securities. While the underlyingelege strategy contributed to a lower
net interest margin, it successfully increasedmtetest income by approximately $280 thousand$5%D thousand for the second quarter and
six months ended June 30, 2013, respectively.

Analysis of Net Interest Income for the Three Months ended June 30, 2013 and June 30, 2012

Net interest income on a taxable equivalent basithie three months ended June 30, 2013, was ##Bi@n, an increase of $1.2 million or 6
versus the comparable quarter last year. The iseretaxable equivalent net interest income wasaily attributable to favorable volume
variances (as changes in the balances and mixwihgaassets and interest-bearing liabilities adk28 million to taxable equivalent net
interest income), partly offset by unfavorable nedeiances (as the impact of changes in the inteags environment and product pricing
reduced taxable equivalent net interest incomelby fillion).

The net interest margin for the second quartel0df3avas 3.63%, 26 basis points lower than 3.89%hisame period in 2012. This
comparable period decrease was a function of a2 Ipoint decrease in interest rate spread, caudbifth a 2 basis point lower contribution
from net free funds (due principally to lower ratesinterest-bearing liabilities reducing the vahieoninterest-bearing deposits and other ne
free funds). The lower interest rate spread wast agsult of a 40 basis point decrease in the yinldarning assets and a 16 basis point de«

in the cost of interest-bearing liabilities.

The Federal Reserve has left the targeted Federdsfrate unchanged at zero to 25 basis pointe &0T0. During 2011, the Federal Reserve
disclosed that shoterm interest rates would be held near zero thr@aiddast the middle of 2013, in anticipation of/Igrowth and little risk c
inflation. In April 2012, the Federal Reserve fattannounced that interest rates will likely remetiexceptionally low levels through late
2014. The Federal Reserve Board continues to iteltbare is the potential for these sherm rates to remain unchanged until certain iiafte
and unemployment rates are achieved.
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The yield on earning assets was 3.91% for the skgoarter of 2013, 40 basis points lower than #uesd quarter of 2012. Loan yields
decreased 41 basis points to 4.65%, also impagtétedower interest rate environment. Commerciaftgage and consumer indirect loans in
particular, down 45 and 68 basis points, respegtiexperienced lower yields given the competifivising pressures in a low interest rate
environment. The yield on investment securitiegpges 30 basis points to 2.38%, also impacted byother interest rate environment,
prepayments of mortgage-related investment seesir@ind the previously mentioned leverage strat@ggrall, earning asset rate changes
reduced interest income by $2.2 million.

The cost of average interest-bearing liabilitie® &6% in the second quarter of 2013 was 16 baéigplower than the second quarter of 2012
reflecting the lower rate environment, mitigatedabfpcus on product pricing to retain balances. ddst of short-term funding decreased 3
basis points to 0.40% for the second quarter oB2Uhe interest-bearing liability rate changes ltesuin $485 thousand of lower interest
expense.

Average interest-earning assets were $2.56 bifboisecond quarter 2013, an increase of $297.5amitr 13% from the comparable quarter
last year, with average loans up $182.9 million anerage securities up $114.5 million. The growthverage loans was comprised of
increases in all loan categories, with consumardagp $135.1 million, commercial loans up $40.dioriland residential mortgage loans up
$7.6 million. The growth in average securities \waesult of investing excess cash from the bracgaiaitions combined with the previously
described leverage strategy.

Average interest-bearing liabilities of $2.02 lafliin the second quarter of 2013 were $202.3 milin11% higher than the second quarter of
2012. On average, interest-bearing deposits grevt. #2nillion, while noninterest-bearing demand ds{so(a principal component of net free
funds) were up $103.0 million. The increase in agerdeposits was primarily attributable to retapaksits assumed in the branch acquisitions
Average short-term borrowings decreased $9.1 miltietween the second quarter periods.

Analysis of Net Interest Income for the Six Months ended June 30, 2013 and June 30, 2012

Net interest income on a taxable equivalent basighie first six months of 2013 was $46.7 millian, increase of $3.3 million or 8% versus
same period last year. The increase in taxablevakgut net interest income was primarily attriblgstio a favorable volume variance (as
changes in the balances and mix of earning assdtmterest-bearing liabilities added $6.8 millimtaxable equivalent net interest income),
partially offset by an unfavorable rate variancetfee impact of changes in the interest rate enment and product pricing decreased taxable
equivalent net interest income by $3.5 million).

The net interest margin for the first six month2043 was 3.68%, 29 basis points lower than 3.931%hk same period last year. The interest
rate spread was 3.60% during the first six monft0&3 compared to 3.86% during the first six merdh2012.

This comparable period decrease was a functior26flaasis point decrease in interest rate spremabioed with a 3 basis point lower
contribution from net free funds. The lower inténege spread was a net result of a 45 basis geitrease in the yield on earning assets and &
19 basis point decrease in the cost of interegtiigpéabilities.

The yield on earning assets was 3.97% for thedixstonths of 2013, 45 basis points lower thansémae period last year, attributable to
decreases in the yields on the investment sequuitifolio (down 37 basis points, to 2.38%) and lpantfolio (down 41 basis points to 4.74%).

The cost on interediearing liabilities of 0.37% for the first six mdwstof 2013 was 19 basis points lower than the g@eried in 2012. Rates
interest-bearing deposits were down 20 basis ptirds36%. The cost of short-term borrowings desedad basis points to 0.40%.

Average interest-earning assets were $2.55 bifbothe first six months of 2013, an increase %3 million or 16% from the comparable
period last year, with average loans up $196.6anilhnd average securities up $162.9 million. Tioewth in average loans was comprised of
increases in all loan categories, with consumardagp $142.9 million, commercial loans up $41.dioniland residential mortgage loans up
$11.9 million.

Average interesbearing liabilities of $2.02 billion in the firsbesmonths of 2013 were $264.6 million or 15% higtiean the first six months
2012. On average, interest-bearing deposits gr@&.$2million, while noninterest-bearing demand dg{zowere up $98.9 million and average
short-term borrowings increased $42.5 million. Theease in average deposits was primarily attaibletto retail deposits assumed in the
branch acquisitions.
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The following table sets forth certain informatiaiating to the consolidated balance sheets atettefthe average yields earned on interest-
earning assets, as well as the average rates paidevest-bearing liabilities for the periods icatied (in thousands).

Three months ended June 3(

2013 2012
Average Average Average Average
Balance Interest Rate Balance Interest Rate
Interest-earning assets
Federal funds sold and inter-earning deposit $ 226 $ — 01% $ 94 $ — 0.21%
Investment securitie®:
Taxable 599,93: 3,06( 2.04 542,63¢ 3,16t 2.3¢
Tax-exempi®@ 230,02: 1,874 3.2¢ 172,79. 1,627 3.7t
Total investment securitie 829,95: 4,93¢ 2.3¢ 715,43: 4,78 2.6¢
Loans:
Commercial busines 256,33: 2,85¢ 4.4% 237,93t 2,73 4.62
Commercial mortgag 433,63: 5,391 4.9¢ 411,87: 5,56¢ 5.44
Residential mortgag 123,26: 1,55¢ 5.0t 115,62: 1,52z 5.27
Home equity 299,23( 3,07z 412 242,20t 2,547 4.2%
Consumer indirec 595,23! 6,51¢ 4.3¢ 517,85¢ 6,532 5.07
Other consume 24,08( 665 11.0¢ 23,42( 60¢ 10.4¢
Total loans 1,731,77 20,06¢ 4.6 1,548,91! 19,51; 5.0¢
Total interes-earning asse! 2,561,95! 24,99¢ 3.91 2,264,441 24,29¢ 4.31
Allowance for loan losse (26,28) (24,479
Other nonintere-earning asse! 253,43t 233,92:
Total asset $2,789,10. $2,473,88
Interest-bearing liabilities:
Deposits:
Interes-bearing deman $ 489,04 $ 17€ 0.106 $ 409,72( $ 14t 0.14%
Savings and money mark 739,32¢ 242 0.1z 553,70 251 0.1¢
Time deposit: 635,58: 1,245 0.7¢ 689,10: 1,77: 1.0
Total interes-bearing deposit 1,863,95 1,66t 0.3¢ 1,652,52. 2,16¢ 0.5:
Shor-term borrowings 153,62 152 0.4C 162,71¢ 174 0.4:
Total interes-bearing liabilities 2,017,58 1,81¢ 0.3€ 1,815,24. 2,34: 0.52
Noninteres-bearing demand depos 501,35 398,35:
Other nonintere-bearing liabilities 13,25¢ 15,45
Shareholder equity 256,90° 244,84
Total liabilities and sharehold¢ equity $2,789,10. $2,473,88
Net interest income (t-equivalent) $23,18( $21,95¢
Interest rate spree 3.55% 3.7%
Net earning asse $ 544,36t $ 449,19t
Net interest margin (t-equivalent 3.65% 3.8%
Ratio of average interest-earning assets to avéndgest-
bearing liabilities 126.9% 124.7%

@ Jnvestment securities are shown at amortized qubireclude no-performing securities
@ The interest on t=exempt securities is calculated on a tax equivdlasts assuming a Federal tax rate of 3
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Interest-earning assets

Federal funds sold and inter-earning deposit

Investment securitie® :
Taxable
Tax-exempi®@
Total investment securitie
Loans:
Commercial busines
Commercial mortgag
Residential mortgag
Home equity
Consumer indirec
Other consume
Total loans
Total interes-earning asset
Allowance for loan losse
Other nonintere-earning asse!
Total asset

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

Total interes-bearing liabilities

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

Total liabilities and sharehold¢ equity

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

Ratio of average interest-earning assets to avéndgyest-

bearing liabilities

Six months ended June 3(

2013 2012
Average Average Average Average
Balance Interest Rate Balance Interest Rate
$ 27z $ — 0.2(% $ 94 $ — 0.25%
611,36:¢ 6,26 2.0t 511,10: 6,137 2.4C
221,73l 3,66¢ 3.31 159,05¢ 3,071 3.8¢
833,09 9,931 2.3¢ 670,15 9,20¢ 2.7
257,63t 5,72¢ 4.4¢ 234,90: 5,45¢ 4.67
425,98: 10,68: 5.0€ 406,93¢ 11,07: 5.47%
126,82 3,20¢ 5.0¢€ 114,89¢ 3,07( 5.34
294,14( 6,097 4.1¢ 237,87¢ 5,042 4.2€
591,67: 13,37( 4.5¢€ 506,36( 13,18: 5.2¢4
24,80 1,36¢ 11.1¢ 23,48 1,224 10.4¢
1,721,05! 40,44 4,74 1,524,45! 39,04¢ 5.1
2,554,42! 50,37 3.97 2,194,71i 48,25¢ 4.42
(25,537 (24,15Y
255,79: 237,75¢
$2,784,68 $2,408,30!
$ 49183 $ 314 0.1% $ 401,037 $ 291 0.15%
716,63. 462 0.1: 530,62: 534 0.2C
641,53¢ 2,56( 0.8( 696,23’ 3,742 1.0¢
1,850,00. 3,33¢ 0.3¢ 1,627,89 4,567 0.5¢
172,41! 34: 0.4(C 129,90¢ 28t 0.44
2,022,411 3,67¢ 0.37 1,757,80. 4,852 0.5¢€
491,68! 392,75
14,20¢ 15,07%
__ 256,37 __242,67
$2,784,68 $2,408,30!
$46,69" $43,40¢
3.6(% 3.8%
$ 532,00¢ $ 436,90¢
3.6&% 3.97%
126.3% 124.8(%

@ Jnvestment securities are shown at amortized qubireclude no-performing securities
@ The interest on t=exempt securities is calculated on a tax equivdlasts assuming a Federal tax rate of 3
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The following table presents, on a tax equivaledi$, the relative contribution of changes in vadsrand changes in rates to changes in net
interest income for the periods indicated. The glean interest not solely due to changes in volomeate has been allocated in proportion to
the absolute dollar amounts of the change in eadhgusands):

Three months endec Six months endec
June 30, 2013 vs. 201 June 30, 2013 vs. 201
Volume Rate Total Volume Rate Total
Increase (decrease) in
Interest income:
Federal funds sold and inter-earning deposit $ — $ — $ — $ — $ — $ —
Investment securitie:
Taxable 31t (420) (205) 1,10t (97¢) 12t
Tax-exempt 48€ (234) 252 1,08: (485) 59¢
Total investment securitie 801 (654) 147 2,18¢ (1,467) 723
Loans:
Commercial busines 207 (85) 122 512 (24¢€) 26¢€
Commercial mortgag 28t (457) (172 503 (892 (389
Residential mortgag 9¢ (64) 35 30¢ (270 13¢
Home equity 58€ (61) 52t 1,167 (11¢) 1,057
Consumer indirec 907 (921) (14  2,05i (1,869 18¢
Other consume 17 39 5€ 71 7C 141
Total loans 2,101 (1,549 552 4,61¢ (3,227 1,39¢
Total interest income 2,90z (2,209 69¢ 6,80¢ (4,686 2,11¢
Interest expense
Deposits:
Interes-bearing deman 29 2 31 61 (38) 23
Savings and money mark 71 (80) (9 154 (22€) (72
Time deposit: (130 (396) (52€6) (276) (906) (1,18
Total interes-bearing deposit (30 (474 (5049) (6) (1,270 (1,23))
Shor-term borrowings (10) (12) (22) 87 (29 58
Total interest expense (40) (48E) (525) 26 (4,199 (1,179
Net interest income $2,942  $(1,718 $1,22¢ $6,77¢ $(3,487) $ 3,291

Provision for Loan Losses

The provision for loan losses is based upon cledit experience, growth or contraction of speciigments of the loan portfolio, and the
estimate of losses inherent in the current loatfqlar. There were provisions for loan losses ofZbillion and $3.9 million for the three and
six month periods ended June 30, 2013, comparddpadtvisions of $1.5 million and $2.8 million fdre corresponding periods in 2012,
respectively. The increase in provision for themmbnths ended June 30, 2013 is primarily a reguitgher net-charge-offs in 2013 versus
2012. See the “Allowance for Loan Losses” and “NRarforming Assets and Potential Problem Loans’isestof this Management'’s
Discussion and Analysis for further discussion.
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Noninterest Income
The following table details the major categoriesofinterest income for the periods presentedhsands):

Three months endec Six months endec
June 30, June 30,

2013 2012 2013 2012
Service charges on deposits 2,56¢ 1,974 4,70¢ 3,80¢
ATM and debit carc 1,315 1,07z 2,56¢ 2,14¢
Brokel-dealer fees and commissic 65C 434 1,34¢ 1,021
Company owned life insurani 43¢ 441 85% 867
Net gain on disposal of investment securi 332 1,23i 1,22¢ 1,56¢
Loan servicing 152 40¢ 22t 503
Net gain on sale of loans held for s 35 32t 23t 65¢
Impairment charges on investment secur — — — (92)
Net gain on disposal of other ass 38 29 39 35
Other 84¢€ 76¢ 1,72¢ 1,62:
Total noninterest incom 6,37¢ 6,69C 12,92¢ 12,14:

Service charges on deposit accounts increasedtib@dand or 30% in the second quarter of 2013 800 $housand or 24% for the six mor
ended June 30, 2013, compared to the same perigetsr @arlier. ATM and debit card income increa®245 thousand or 23% in the second
quarter of 2013 and $417 thousand or 19% for thensinths ended June 30, 2013, compared to the garitels a year earlier. These increase
reflect volume related growth in fees resultingiirthe 2012 branch acquisitions coupled with the@sdguarter 2013 retail checking account
repositioning that involved simplifying the suiteproducts offered to customers and modificatianthe fee structure for our accounts. The fe
waiver process was also reevaluated, which resintadeduction in the number of fee waivers wHathto an increase in service charges. The
Company expects the income from service chargakeposits to gradually stabilize over the longemtas customers determine the optimal
mix of our products and services to best suit thaiking needs.

Management continues to focus on diversifying étsrees of revenue to further reduce the Compamyiarnce on traditional spread-based
interest income, as fee-based activities are #ivela stable revenue source during periods of ghapinterest rates.

Broker-dealer fees and commissions were up $2lifistivad or 50% and $328 thousand or 32%, respectivelige three and six months ended
June 30, 2013, compared to the same periods of BydRer-dealer fees and commissions fluctuate Ipaune to sales volume, which
increased during the first half of 2013 as a resfavorable market conditions and new businegodpnities.

We recognized pre-tax gains on investment secsinitieb892 thousand and $332 thousand, respectiseiing the first and second quarters of
2013, from the sale of pooled trust-preferred séear Each of the securities had been written dowprior periods and was included in non-
performing assets at the end of the quarter pragath sale. We recognized pre-tax gains on investrsecurities of $331 thousand and $1.2
million, respectively, during the first and secanghrters of 2012, from the sale of pooled trustgsred securities. The amount and timing of
our sale of investments securities is dependeit mmmber of factors, including our prudent effactsealize gains while managing duration,
premium and credit risk.

Loan servicing income represents fees earned foicggy mortgage and indirect auto loans sold todtparties, net of amortization expense
and impairment losses, if any, associated withtalped loan servicing assets. Loan servicing ineavas down $257 thousand in the second
quarter of 2013 and $278 thousand for the six nwatided June 30, 2013, compared to the same perigels ago. Loan servicing income
decreased as a result of more rapid amortizati@eficing rights due to loans paying off, lowegdecollected due to a decrease in the sold at
serviced portfolio and adjustments to the valuatibowance for capitalized mortgage servicing asset

Gains from the sale of loans held for sale decke&280 thousand in the second quarter of 2013 488 $housand for the six months ended
June 30, 2013, compared to the same periods a&gdar. The decrease was primarily due to lowanlorigination volume and margins
resulting from higher interest rates.
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Noninterest Expense
The following table details the major categoriesofhinterest expense for the periods presentetthidinsands):

Three months endec Six months endec
June 30, June 30,

2013 2012 2013 2012
Salaries and employee benefits 9,22¢ 9,071 18,93t 18,12;
Occupancy and equipme 3,03¢ 2,71t 6,20¢ 5,48¢
Professional service 1,09¢ 1,08( 2,03( 1,791
Computer and data process 812 88¢ 1,51¢ 1,48¢
Supplies and posta¢ 60¢ BYE 1,28¢ 1,031
FDIC assessmen 364 304 72¢ 601
Advertising and promotion 258 137 467 23¢
Other 2,071 1,81t 3,881 3,47¢
Total noninterest expen: 17,46. 16,58. 35,04¢ 32,23t

During the three and six month periods ended JOn@@®L3, salaries and employee benefits increag&d B5 thousand or 2% and $808
thousand or 4%, respectively, when compared tadhnge periods one year earlier. The increase inesland employee benefits for the three
and six months periods ended June 30, 2013 whepamth to the same periods in 2012 are attributatitecreased staffing levels, partially
offset by lower pension, severance and stock besegbensation expense. The number of full time exjeit employees increased by 4% to
617 at June 30, 2013, from 591 at June 30, 201Rapity due to the branch acquisitions.

Occupancy and equipment and supplies and postagmes increased collectively by $355 thousanddrsdtond quarter of 2013 and $976
thousand for the six months ended June 30, 2018nwbmpared to the same periods one year earhierintreases were primarily related to
the growth in the branch network related to theZ2banch acquisitions.

Professional fees were $1.1 million in the secomaktgr of 2013 and $2.0 million for the six monémled June 30, 2013. Professional fees fo
the second quarter and six months ended June 2Q,i26lude $543 thousand and $604 thousand, reégelyctof expenses related to the
branch acquisition transactions. Excluding the binaacquisition expenses, professional fees incde$®s86 thousand in the second quarter of
2013 and $843 thousand for the six months endeel 3002013, respectively, from the same perio@0i®, due in part to executive
management transitions and other corporate goveenaitiatives.

FDIC assessments increased $60 thousand or 209 setond quarter of 2013 and $124 thousand orf@d fhe six months ended June 30,
2013, compared to the same periods a year edrhierincreased assessments are a direct result gfdlvth in our balance sheet.

Advertising and promotions costs were up $116 tAodsn the second quarter of 2013 and $229 thoufgeirtde six months ended June 30,
2013, compared to the same periods a year eaflierto the timing of marketing campaigns and préongt and new product launches. We
proactively market our products but vary the timbaged on projected benefits and needs.

Other noninterest expense was $2.1 million in #wad quarter of 2013 and $3.9 million for thersianths ended June 30, 2013, representin
increases of $256 thousand and $402 thousand ctesge, from the same periods in 2012. The thnee six month periods ended June 30,
2013, included $98 thousand and $199 thousandec#sply, of core deposit intangible amortizatioqpense related to the 2012 branch
acquisitions. There was no amortization expens¢hifirst half of 2012. The second quarter of 28l® included expenses related to our
digital marketing initiatives, including the launohour new retail checking products.

The efficiency ratio for the second quarter of 208 59.38% compared with 60.41% for the secondguaf 2012, and 59.62% for the six
months ended June 30, 2013, compared to 59.52%d@ame period a year ago. The efficiency rataaisulated by dividing total noninterest
expense, excluding other real estate expense aadiaation of intangible assets, by net revenuéindd as the sum of tax-equivalent net
interest income and noninterest income before aigisgand impairment charges on investment secairiie increase in the efficiency ratio
indicates that more resources are being utilizegktwerate the same volume of income, while a deer@auld indicate a more efficient
allocation of resources.

Income Taxes

We recorded income tax expense of $3.4 milliorhgecond quarters of 2013 and 2012. For the sithmzeriod ended June 30, 2013, inct
tax expense totaled $6.4 million compared to $6Ibom in the same period of 2012. The effective tates for the three and six month period:s
ended June 30, 2013 were 33.1% and 33.0%, resplyctin comparison to 33.7% for both the three simdnonth periods ended June 30, 2
Effective tax rates are impacted by items of inc@neé expense that are not subject to federal te &taation. Our effective tax rates reflect
impact of these items, which include, but are moitéd to, interest income from tax-exempt secesitaind earnings on company owned life
insurance.
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ANALYSIS OF FINANCIAL CONDITION
INVESTING ACTIVITIES
Investment Securities

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

Investment Securities Portfolio Compositior

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

Securities available for sale
U.S. Government agencies and governi-sponsored enterprise securit ~ $113,68: $112,93¢ $128,09° $131,69!

State and political subdivisiol 222,72¢ 222,70t 188,99 195,21(

Mortgagebacked securitie:
Agency mortgag-backed securitie 475,32: 471,82 479,911 494,77(
Non-Agency mortgag-backed securitie — 2,60¢ 73 1,09¢
Asse-backed securitie®) 18 477 121 1,02%
Total available for sale securiti 811,74 810,54¢ 797,20: 823,79t

Securities held to maturity:
State and political subdivisiol 17,34¢ 17,82: 17,90t 18,47¢
Total investment securitie $829,09° $828,37( $815,10¢ $842,27:

@ Includes non-performing investment securities. ‘S&m-Performing Assets and Potential Problem Loansler the section titled

“Lending Activitie?” included herein for additional informatic

The available-for-sale (“AFS”) investment secustjrtfolio decreased $13.2 million or 2%, from $&million at December 31, 2012 to
$810.5 million at June 30, 2013. The decrease oedurased on the combination of scheduled pringpgtiowns on amortizing securities and
a change in the net unrealized gain/loss on the pdf8olio. The AFS portfolio had net unrealizeddes totaling $1.2 million at June 30, 2013
compared to net unrealized gains of $26.6 millibBecember 31, 2012. The unrealized loss on the pdi8olio was predominantly caused
changes in market interest rates. The fair valumadt of the investment securities in the AFS ptidffluctuates as market interest rates
change.

As previously discussed, we utilized the proceeafshort-term FHLB advances to purchase high-tyugdvestment securities as part of a
leverage strategy of approximately $100 millionr@urchase of investment securities was compri$@dootgage-backed securities, U.S.
Government agencies and sponsored enterprise bodsx-exempt municipal bonds. This strategy albws to increase net interest income
by taking advantage of the positive interest ratead between the FHLB advances and the newly @extjiivestment securities.

Impairment Assessment

We review investment securities on an ongoing Hasithe presence of OTTI with formal reviews penfied quarterly. Declines in the fair
value of held-to-maturity and available-fsale securities below their cost that are deemée ther than temporary are reflected in earnis
realized losses to the extent the impairment &tedlto credit losses or the security is intendduktsold or will be required to be sold. The
amount of the impairment related to non-credittegldactors is recognized in other comprehensiwerire. Evaluating whether the impairment
of a debt security is other than temporary involagsessing the intent to sell the debt securithefikelihood of being required to sell the
security before the recovery of its amortized dizstis. In determining whether the other-than-temgoimpairment includes a credit loss, we
use our best estimate of the present value of ftask expected to be collected from the debt ségannsidering factors such as: the length of
time and the extent to which the fair value hastees than the amortized cost basis, adverse toamglspecifically related to the security, an
industry, or a geographic area, the historicaliamglied volatility of the fair value of the secwitthe payment structure of the debt security an
the likelihood of the issuer being able to makerpegts that increase in the future, failure of #mier of the security to make scheduled int

or principal payments, any changes to the ratinth@Security by a rating agency, and recoverieslditional declines in fair value subsequen
to the balance sheet date. The assessment of wiitHe exists involves a high degree of subjecyidhd judgment and is based on the
information available to management at a pointriret
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Securities Deemed to be Other-Than-Temporarily Impaed

There were no securities deemed to be otherdaporarily impaired during the six months endenkeJB0, 2013. During the six months en
June 30, 2012, we recognized an OTTI charge oft§8dsand on a privately issued whole loan CMO weatletermined was other-than-
temporarily impaired due to credit quality.

LENDING ACTIVITIES

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

Loan Portfolio Composition

June 30, 2012 December 31, 201,
% of % of
Amount Total Amount Total
Commercial business $ 257,73. 14.¢% $ 258,67! 15.2%
Commercial mortgag 437,51! 25.1 413,32 24.2
Total commercia 695,24 39.¢ 671,99¢ 39.4
Residential mortgag 118,11 6.€ 133,52( 7.8
Home equity 306,21! 17.5 286,64 16.€
Consumer indirec 599,58t 34.4 586,79 34.4
Other consume 24,24¢ 1.4 26,76¢ 1.€
Total consume 930,05( 53.: 900,20 52.¢
Total loans 1,743,41. 100.(% 1,705,72 100.(%
Allowance for loan losse 25,59( 24,71«
Total loans, ne $1,717,82. $1,681,01.

Total loans increased $37.7 million to $1.74 billiat June 30, 2013 from $1.71 billion as of Decan®d¢ 2012. The increase in loans was
attributable to organic growth, primarily in thensmercial and consumer loan portfolios, partiallisef by a decline in residential mortgages.

Commercial loans increased $23.2 million and regarees] 40% of total loans as of June 30, 2013, wtrekour continued commercial busine
development efforts.

Residential mortgage loans decreased $15.4 miicgh118.1 million as of June 30, 2013 in comparien$133.5 million as of December 31,
2012. This category of loans decreased as the ityapdmewly originated and refinanced residentrartgages were sold to the secondary
market rather than being added to our portfoliapted with our focus in home equity lending.

Our home equity portfolio, which consists of hongeliéy loans and lines, totaled $306.2 million agafie 30, 2013, up $19.6 million or 7%
compared to December 31, 2012. We continue to gravhome equity portfolio as the lower originatrst and convenience to customers
made these products an increasingly attractivenaltiwe to conventional residential mortgage lo#&ssof June 30, 2013, approximately 739
the loans in the home equity portfolio were fifshlpositions.

The consumer indirect portfolio increased $12.8iomlto $599.6 million as of June 30, 2013, fron868 million as of December 31, 2012.
During the first six months of 2013 we originateld1$.9 million in indirect auto loans with an equoak of new and used auto. This compares
with $153.5 million in indirect auto loans origieatwith a mix of approximately 48% new auto and 529d auto for the same period in 2012

Loans Held for Sale and Loan Servicing Rights
Loans held for sale (not included in the loan pdidfcomposition table) were entirely comprisededidential real estate mortgages and totale
$3.4 million and $1.5 million at June 30, 2013 &etember 31, 2012, respectively.

We sell certain qualifying newly originated or refinced residential real estate mortgages on tlomdary market. Residential real estate
mortgages serviced for others, which are not irexdlith the consolidated statements of financial @&@g amounted to $256.8 million as of
June 30, 2013 and $273.3 million as of DecembeRB12.
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Allowance for Loan Losses
The following table sets forth an analysis of th#wty in the allowance for loan losses for theipds indicated (in thousands).

Loan Loss Analysis

Three months endec Six months endec
June 30, June 30,
2013 2012 2013 2012
Balance as of beginning of period $25,821 $23,76: $24,71¢ $23,26(
Chargeoffs:
Commercial busines 292 144 531 19¢
Commercial mortgag 10¢€ 227 10¢ 347
Residential mortgag 85 127 247 23¢
Home equity 53 93 322 97
Consumer indirec 1,92¢ 1,40 3,641 2,80z
Other consume 22¢ 9C 481 404
Total charg-offs 2,69¢ 2,08¢ 5,331 4,08
Recoveries
Commercial busines 20t 15t 242 232
Commercial mortgag 145 61 157 76
Residential mortgag 13 28 3C 98
Home equity 73 11 11C 20
Consumer indirec 75¢ 74€ 1,56¢ 1,47:
Other consume 71 (15) 20¢ 19¢
Total recoverie: 1,264 98¢ 2,311 2,09¢
Net charg-offs 1,43( 1,102 3,02¢ 1,98¢
Provision for loan losse 1,19¢ 1,45¢ 3,902 2,844
Balance at end of peric $25,59( $24,12( $25,59( $24,12(
Net loan charc-offs to average loans (annualiz: 0.32% 0.2%% 0.35% 0.2¢%
Allowance for loan losses to total lozg 1.47% 1.4% 1.47% 1.4%%
Allowance for loan losses to n-performing loan: 2271% 213% 2271% 213%

The allowance for loan losses represents the etgthsanount of probable credit losses inherent imaan portfolio. We perform periodic,
systematic reviews of the loan portfolio to estienptobable losses in the respective loan portfolioaddition, we regularly evaluate prevail
economic and business conditions, industry conagatrs, changes in the size and characteristitsegbortfolio and other pertinent factors.
The process we use to determine the overall alloe/éor loan losses is based on this analysis. Basehis analysis, we believe the allowance
for loan losses is adequate as of June 30, 2013.

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

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

Net charg-offs of $1.4 million in the second quarter of 20&presented 0.33% of average loans on an annd&lass compared to $1.1
million or 0.29% in the second quarter of 2012. far six months ended June 30, 2013 net chargesb$3.0 million represented 0.35% of
average loans compared to $2.0 million or 0.26%wefrage loans for same period in 2012. See the-fNaforming Assets and Potential
Problem Loans” section for further discussion.

The allowance for loan losses was $25.6 millioduate 30, 2013, compared with $24.7 million at Ddoen81, 2012. The ratio of the
allowance for loan losses to total loans was 1.47%une 30, 2013, compared with 1.45% at Decenthe2(®BL2. The ratio of allowance for
loan losses to non-performing loans was 227% at 3n 2013, compared with 271% at December 31,.2012
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Non-Performing Assets and Potential Problem Loans
The table below sets forth the amounts and categjofithe Company’s non-performing assets at ttesdadicated (in thousands).

Non-Performing Assets
December 31

June 30,
2013 2012
Nonaccrual loans
Commercial busines $ 5,04: $ 3,410
Commercial mortgag 3,07: 1,79¢
Residential mortgag 1,42: 2,04(
Home equity 69¢ 93¢
Consumer indirec 1,03t 891
Other consume 6 25
Total nonaccrual loar 11,27¢ 9,10%
Accruing loans 90 days or more delinqu 1€ 18
Total nor-performing loan: 11,29t 9,12¢
Foreclosed asse 41F 184
Non-performing investment securiti 207 753
Total nor-performing asset $11,91° $ 10,06:
Non-performing loans to total loat 0.65% 0.55%
Non-performing assets to total ass 0.43% 0.3€%

Changes in the level of nonaccrual loans typicadfyresent increases for loans that reach a spgpist due status, offset by reductions for
loans that are charged-off, paid down, sold, tremetl to foreclosed real estate, or are no lonigesified as nonaccrual because they have
returned to accrual status. Activity in nonacciloahs for the three and six month periods ended 30n2013 was as follows (in thousands):

Three months Six months
ended ended

June 30, 201 June 30, 201

Nonaccrual loans, beginning of peri $ 11,76 $ 9,107
Additions 4,518 12,06t
Payment: (1,949 (3,58¢)
Chargeoffs (2,557 (5,02¢)
Returned to accruing stat (280) (659
Transferred to other real estate or repossessets (216 (62€)
Nonaccrual loans, end of peri $ 11,27¢ $ 11,27¢

Non-performing assets include non-performing loansgdtwsed assets and non-performing investment iiesuNon-performing assets at
June 30, 2013 were $11.9 million, an increase d #dillion from the $10.1 million balance at Decesni31, 2012. The primary component of
non-performing assets is non-performing loans, twiiere $11.3 million or 0.65% of total loans atd@®, 2013, an increase of $2.2 million
from $9.1 million or 0.53% of total loans at Deceani31, 2012. The Company’s ratio of non-performens to total loans continues to
compare favorably to its peer group average, whiah 2.02% of total loans at March 31, 2013, thetmrexent period for which information is
available (Source: Federal Financial Institutiomafination Council — Bank Holding Company PerformafReport as of March 31, 2013 —
Top-tier bank holding companies having consolidasskets between $1 billion and $3 billion).

The increase in non-performing loans during th&t fialf of 2013 was due to the addition of one itnediationship consisting of commercial
business and commercial mortgage loans with ungaidipal balances totaling $3.0 million at June 3013.

Approximately $7.0 million, or 62%, of the $11.3lkoin in non-performing loans as of June 30, 20k8evcurrent with respect to payment of
principal and interest, but were classified as aooruing because repayment in full of principal/anéhterest was uncertain. Included in
nonaccrual loans are troubled debt restructuritibBRs”) of $2.0 million and $636 thousand at Jufie 3013 and December 31, 2012,
respectively. We had no TDRs that were accruingrést as of June 30, 2013 or December 31, 2012.

Foreclosed assets consist of real property form@egiged as collateral to loans, which we have iaeduhrough foreclosure proceedings or
acceptance of a deed in lieu of foreclosure. Foesrl asset holdings represented 4 propertiest®il5 thousand at June 30, 2013 and 5
properties totaling $184 thousand at December G122

-42-



Table of Contents

MANAGEMENT’S DISCUSSION AND ANALYSIS

Non-performing investment securities for which we hat@ped accruing interest were $207 thousandret 30, 2013, compared to $753
thousand at December 31, 2012. Non-performing invesst securities are included in non-performingetssat fair value and is comprised of
one pooled trust preferred security at June 30320kere have been no securities transferred tegpediorming status since the first quarter of
2009. During the first six months of 2013, we ratiagd gains totaling $1.2 million from the salefadfir pooled trust-preferred securities. The
four securities had a fair value of $550 thousardexember 31, 2012. We continue to monitor theketaior the security and evaluate the
potential for a future disposition.

Potential problem loans are loans that are cugrgriforming, but information known about possibtedit problems of the borrowers causes
management to have concern as to the ability df bacrowers to comply with the present loan payniemhs and may result in disclosure of
such loans as nonperforming at some time in thedufThese loans remain in a performing statusa@uaevariety of factors, including payment
history, the value of collateral supporting thedit® and/or personal or government guaranteesaljiement considers loans classified as
substandard, which continue to accrue interestetpotential problem loans. We identified $11.0iomland $13.8 million in loans that
continued to accrue interest which were class#éigdubstandard as of June 30, 2013 and Decemh20R2, respectively. The decrease in
potential problems relates to the $3.0 million dreelationship discussed above which migratedaperforming classification during the fii
six months of 2013.

In addition, we currently have a large commeradadtionship with an Industrial Development Agencgject in our market area. The
relationship consists of a $13.7 million first lieTortgage position and $3.4 million second lien tg@ge on a manufacturing facility. Events
with the underlying third party tenant of the pijeesulted in our monitoring the credit relatioipsimore closely and including the first
mortgage loan as “uncriticized—watch” in our loatimg system during the fourth quarter of 2012. $&eond mortgage loan was upgraded
from “special mention” to “uncriticized—watch” a$ dune 30, 2013. The loans are current as of JOn2@A.3.

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

Deposit Composition

June 30, 2012 December 31, 201,
% of % of
Amount Total Amount Total
Noninteres-bearing demand $ 511,80: 22.(% $ 501,51« 22.2%
Interes-bearing deman 475,44 20.t 449,74 19.€
Savings and money mark 713,45¢ 30.7 655,59¢ 28.¢
Time deposits < $100,0( 392,96¢ 16.€ 432,50t 19.2
Time deposits of $100,000 or mc 230,55¢ RS 222,43. 9.8
Total deposit: $2,324,23 100.%6  $2,261,79. 100.(%

We offer a variety of deposit products designedttmact and retain customers, with the primary $ocn building and expanding long-term
relationships. At June 30, 2013, total depositsevi.32 billion, an increase of $62.4 million imggarison to $2.26 billion as of December 31
2012. Public deposit balances increased $86.9amitluring the first half of 2013 due largely to #easonality of municipal cash flows and
successful business development efforts in ouryaaduired branches. Time deposits were approxigna®bs and 29% of total deposits at
June 30, 2013 and December 31, 2012, respectielyositors remain hesitant to invest in time deppsiuch as certificates of deposit, for |
periods due to the low interest rate environmehts Hias resulted in lower amounts being placeiia tleposits for generally shorter terms.

Nonpublic deposits, the largest component of ondiing sources, represented 77% of total depositsaaled $1.78 billion and $1.81 billic
at June 30, 2013 and December 31, 2012, respactide have managed this segment of funding thr@ugfnategy of competitive pricing that
minimizes the number of customer relationships tizgae only a single service high cost deposit actou

We had no traditional brokered deposits at Jun@303 or December 31, 2012, however, we do pasieip the Certificate of Deposit
Account Registry Service (“CDARS”) and Insured C&steep (“ICS”) programs, which enable depositonet®ive FDIC insurance coverage
for deposits otherwise exceeding the maximum iridaramount. CDARS deposits are considered brokaéeedsits for regulatory reporting
purposes. Through these programs, deposits in €xdé¢se maximum insurable amount are placed withtiple participating financial
institutions. Reciprocal CDARS deposits totaled.858illion and $61.0 million at June 30, 2013 anetBmber 31, 2012, respectively. ICS
deposits totaled $49.0 million and $18.1 millionJahe 30, 2013 and December 31, 2012, respectively.
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As an additional source of funding, we offer a gayriof public (municipal) deposit products to thany towns, villages, counties and school
districts within our market. Public deposits gefignsange from 20% to 27% of our total depositsefiéis a high degree of seasonality in this
component of funding, because the level of depwesites with the seasonal cash flows for theseipabistomers. We maintain the necessary
levels of short-term liquid assets to accommodatestasonality associated with public depositsalTmtblic deposits were $541.2 million and
$454.2 million at June 30, 2013 and December 3122fespectively, and represented 23% and 20%alfdeposits as of the end of each
period, respectively.

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

June 30, December 31
2013 2012
Shor-term borrowings
Customer repurchase agreeme $ 39,91: $ 40,80¢
Shor-term FHLB borrowings 153,50( 139,00(
Total shor-term borrowings $193,41: $ 179,80t

We classify borrowings as short-term or long-tennaccordance with the original terms of the agre@nihere were no long-term borrowings
outstanding as of June 30, 2013 or December 32.201

We have credit capacity with the FHLB and can baertlorough facilities that include amortizing andnteadvances or repurchase agreements
We had approximately $53 million of immediate ctedipacity with FHLB as of June 30, 2013. We hagragimately $456 million in secured
borrowing capacity at the Federal Reserve Bank BA®iscount Window, none of which was outstandatglune 30, 2013. The FHLB and
FRB credit capacity are collateralized by secwifiem our investment portfolio and certain qualifyloans. We had approximately $120
million of credit available under unsecured fedéualds purchased lines with various banks at JIn@@313. Additionally, we had
approximately $74 million of unencumbered liquidwseties available for pledging.

Federal funds purchased are overnight borrowingjs egrrespondent banks. Short-term repurchase mgree are secured overnight
borrowings with customers. Short-term FHLB borrogsrhave original maturities of less than one yedriaclude overnight borrowings,
which we typically utilize to address short termdiing needs as they arise. Short-term FHLB borrgsiait June 30, 2013 consisted of $53.5
million in overnight borrowings and $100.0 milliém short-term advances. Short-term FHLB borrowiagBecember 31, 2012 consisted of
$99.0 million in overnight borrowings and $40.0 lioih in short-term advances.

As previously discussed, during the first quarfe2@l3 we leveraged our balance sheet throughxbeution of short-term FHLB advances in
order to acquire investment securities to take athge of the positive interest rate spread anaase net interest income.

Shareholders’ Equity

Shareholders’ equity was $244.9 million at June281,3, a decrease of $9.0 million from $253.9 willat December 31, 2012. Net income fo
the first six months of 2013 increased sharehol@eysity by $13.0 million, which was partially offsby common and preferred stock
dividends declared of $5.7 million. Accumulatedestbomprehensive income included in shareholdepsitg decreased $16.4 million due
primarily to net unrealized losses on securitiegilable for sale that arose during the first sixmis of 2013.

-44-



Table of Contents

MANAGEMENT’S DISCUSSION AND ANALYSIS

LIQUIDITY AND CAPITAL RESOURCES

Liquidity

The objective of maintaining adequate liquidityasassure our ability to meet our financial obligas. These obligations include the
withdrawal of deposits on demand or at their carttral maturity, the servicing and repayment of deixt preferred equity obligations, the
ability to fund new and existing loan commitmernitstake advantage of new business opportunitied@sditisfy other

operating requirements. We achieve liquidity by meining a strong base of core customer funds, mmatghort-term assets, the ability to sell
or pledge securities, lines of credit, and acoesbd financial and capital markets.

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

The primary sources of liquidity for the parent gy are dividends from the Bank and access tadiahand capital markets. Dividends
from the Bank are limited by various regulatoryuiggments related to capital adequacy and earniegds. The Bank relies on cash flows
from operations, core deposits, borrowings andtsieom liquid assets. Five Star Investment Servieéiss on cash flows from operations and
funds from the parent company when necessary.gesandary source of liquidity, the Company alsothasbility to draw up to $20.0 millic
on a revolving credit line with a correspondentkan

The Company’s cash and cash equivalents were $5i0i8n as of June 30, 2013, down $9.5 million fr&®0.4 million as of December 31,
2012. Net cash provided by operating activitiealtat $26.6 million and the principal source of @perg activity cash flow was net income
adjusted for noncash income and expense itemscdsétused in investing activities totaled $106.Hiani which included cash outflows of
$41.3 million for net loan originations and $63.8lion from investment securities transactions. Nash provided by financing activities of
$70.4 million was attributed to increase of $62iliom and $13.6 million in deposits and short-telmrrowings, respectively, partly offset by
$5.4 million in dividend payments.

Capital Resources

Banks and financial holding companies are subgeettious regulatory capital requirements adminésidy state and federal banking agen
Failure to meet minimum capital requirements cawltén certain mandatory and possibly additioniatigttionary actions by regulators that, if
undertaken, could have a direct material impaaiwnconsolidated financial statements. Capital adey guidelines and, additionally for
banks, prompt corrective action regulations, ineajuantitative measures of assets, liabilities,canthin off-balance-sheet items calculated
under regulatory accounting practices. Capital anteand classifications are also subject to quaiégudgments by regulators about
components, risk weighting and other factors.

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

The Company’s and the Bank’s Tier 1 capital cossi$tshareholders’ equity excluding unrealized gand losses on securities available for
sale (except for unrealized losses which have betgrmined to be other than temporary and recodr@geexpense in the consolidated
statements of income), goodwill and other intargddsets and disallowed portions of deferred tsgtasTier 1 capital for the Company
includes, subject to limitation, $17.4 million addl7.5 million of preferred stock at June 30, 2048 Recember 31, 2012, respectively. The
Company and the Bank’s total capital are compréafetier 1 capital for each entity plus a permissipbrtion of the allowance for loan losses.

The Tier 1 and total capital ratios are calculdigdlividing the respective capital amounts by rigkighted assets. Risk-weighted assets are
calculated based on regulatory requirements adddadotal assets, excluding goodwill and otheangible assets and disallowed portions of
deferred tax assets, allocated by risk weight categnd certain off-balance-sheet items (primdahn commitments and standby letters of
credit). The leverage ratio is calculated by dingdiTier 1 capital by adjusted quarterly averagal ta¢sets, which exclude goodwill and other
intangible assets and disallowed portions of detetax assets.
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Less: Unrealized (loss) gain on securities avadldbt sale, net of ta
Unrecognized net periodic pension & postretirentemefits (costs), net of t

Disallowed goodwill and other intangible ass
Tier 1 capita
Adjusted average total assets (for leverage capitadoses

Tier 1 leverage ratio (Tier 1 capital to adjustedrage total asset
Total Tier 1 capita

Plus: Qualifying allowance for loan loss

Total risk-based capite
Net risk-weighted asse!

Tier 1 capital ratio (Tier 1 capital to net r-weighted asset:
Total risk-based capital ratio (Total ri-based capital to net ri-weighted asset:

June 30, December 31
2013 2012

$ 244,88t $ 253,89
(725) 16,06(
(12,409 (12,807
50,19( 50,38¢

$ 207,83: $ 200,25!
$2,739,44. $2,596,12
7.5% 7.71%

$ 207,83. $ 200,25!
23,72: 23,35¢

$ 231,55! $ 223,61(
$1,895,96! $1,867,03.
10.9€¢% 10.7%
12.21% 11.9¢%

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

June 30, 2013
Tier 1 leverage

Tier 1 capital

Total risk-based capita

December 31, 201.

Tier 1 leverage

Tier 1 capital:

Total risk-based capita

The leverage ratio decreased as of June 30, 20&8 edmpared to December 31, 2012 primarily astras increase in average assets. See

Company
Bank
Company
Bank
Company
Bank

Company
Bank
Company
Bank
Company
Bank

For Capital
Actual Adequacy Purpose: Well Capitalized
Amount Ratio Amount Ratio Amount Ratio
$207,83. 7.5%% $109,57¢ 4.0(% $136,97: 5.0(%
199,01 7.2¢ 109,38 4.0C 136,72 5.0C
207,83: 10.9¢ 75,83¢ 4.0C 113,75¢ 6.0C
199,01° 10.52 75,68 4.0C 113,53: 6.0C
231,55! 12.21 151,67 8.0C 189,59° 10.0¢
222,69: 11.73 151,37 8.0C 189,21¢ 10.0¢
$200,25! 7.71% $103,84! 4.0(% $129,80¢ 5.0(%
192,13¢ 7.41 103,68: 4.0C 129,60: 5.0C
200,25" 10.7: 74,68 4.0C 112,02: 6.0C
192,13¢ 10.31 74,52¢ 4.0C 111,78¢ 6.0C
223,61( 11.9¢ 149,36: 8.0C 186,70: 10.0¢
215,44 11.5¢€ 149,05: 8.0C 186,31! 10.0¢

the “Recent Developments—New Capital Rules” seatibthis Management’s Discussion and Analysis fdeacription of the new capital
ratios that will be phased-in beginning in 2015.

Dividend Restrictions

In the ordinary course of business the Compangeddent upon dividends from the Bank to providel&ufor the payment of dividends to
shareholders and to provide for other cash req@ntsn Banking regulations may limit the amountigfdinds that may be paid. Approval by
regulatory authorities is required if the effectddfidends declared would cause the regulatorytabpf the Bank to fall below specified

minimum levels. Approval is also required if dividks declared exceed the net profits for that yeartbined with the retained net profits for

preceding two years.
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ITEM 3. Quantitative and Qualitative Disclosures About Market Risk

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

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

The primary tool the Company uses to manage irtteagsrisk is a “rate shock” simulation to meastinerate sensitivity of the balance sheet.
Rate shock simulation is a modeling technique ugestimate the impact of changes in rates onntietdst income and the economic value of
equity. The Company measures net interest incomiskaby estimating the changes in net interestiime resulting from instantaneous and
sustained parallel shifts in interest rates ofaedéht magnitudes over a period of twelve and twémiy months. This simulation is based on
management’s assumption as to the effect of inteats changes on assets and liabilities and assarparallel shift of the yield curve. It also
includes certain assumptions about the futuremgioif loans and deposits in response to changeseirest rates. Further, it assumes that
delinquency rates would not change as a resulhafiges in interest rates, although there can tassurance that this will be the case. While
this simulation is a useful measure as to netastancome at risk due to a change in interessy#tes not a forecast of the future results and i
based on many assumptions that, if changed, cauwiskeca different outcome.

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

The Company has experienced no significant chaimgesrket risk due to changes in interest ratesesithe Company’s Annual Report on
Form 10-K for the year ended December 31, 2012distarch 18, 2013, as filed with the Securities BRdhange Commission.

ITEM 4. Controls and Procedures
Evaluation of disclosure controlsand procedures

As of June 30, 2013, the Company carried out atuatian, under the supervision and with the pgrtition of the Company’s management,
including the Company’s Chief Executive Officer abdief Financial Officer, of the effectiveness lbétdesign and operation of the Company’
disclosure controls and procedures pursuant to R2del15(b), as adopted by the Securities and Exggh@ommission (“SEC”) under the
Securities Exchange Act of 1934 (“Exchange Act’asBd upon that evaluation, the Chief Executivec®ffand Chief Financial Officer
concluded that the Company’s disclosure controtsmocedures were effective as of the end of thimgpeovered by this report.

Disclosure controls and procedures are the cordradsother procedures that are designed to ensatréformation required to be disclosed in
the reports that the Company files or submits utitkeiExchange Act is recorded, processed, sumndaaize reported within the time periods
specified in the SEC'’s rules and forms. Disclosugetrols and procedures include, without limitatioontrols and procedures designed to
ensure that information required to be discloseithénreports that the Company files or submits utitke Exchange Act is accumulated and
communicated to management, including the Chiethtree Officer and Chief Financial Officer, as appriate, to allow timely decisions
regarding required disclosure.

Changesin internal control over financial reporting

There were no changes in the Comparigternal control over financial reporting thatowed during the quarter ended June 30, 201tnad
materially affected, or are reasonably likely totenally affect, the Company’s internal control o¥i@ancial reporting.
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PART Il. OTHER INFORMATION

ITEM 1. Legal Proceedings

The Company has experienced no material developnieiits legal proceedings from the disclosureuded in the Company’s Annual Report
on Form 10-K for the year ended December 31, 20a&2d March 18, 2013, as filed with the Securitied Exchange Commission.

ITEM 1A. Risk Factors

The Company has experienced no material changesrisk factors from the disclosure included ie ttompany’s Annual Report on Form 10-
K for the year ended December 31, 2012, dated MbB8¢l2013, as filed with the Securities and Exclea@gmmission.

ITEM 6.  Exhibits
(a) The following is a list of all exhibits filedr incorporated by reference as part of this Report.

Exhibit

Number Description Location

10.1 Amended and Restated Executive Agreement between Incorporated by reference to Exhibit 10.1 of
Financial Institutions, Inc. and Martin K. Birmingim the Form -K, dated May 23, 201

10.2 Executive Agreement between Financial Institutidns, Incorporated by reference to Exhibit 10.2 of
and Kevin B. Klotzbacl the Form -K, dated May 23, 201

10.3 Executive Agreement between Financial Institutidns, Incorporated by reference to Exhibit 10.3 of
and Richard J. Harrisc the Form K, dated May 23, 201

31.1 Certification pursuant to Section 302 of the Sadsa@xley
Act of 200—Principal Executive Office Filed Herewith

31.2 Certification pursuant to Section 302 of the Sadsa@xley
Act of 200—Principal Financial Office Filed Herewith

32 Certification pursuant to18 U.S.C. Section 1350adspted

pursuant to Section 906 of the Sarbi-Oxley Act of 200z  Filed Herewith
101.INS XBRL Instance Documer
101.SCF  XBRL Taxonomy Extension Schema Docum

101.CAL  XBRL Taxonomy Extension Calculation Linkbase
Document

101.LAB  XBRL Taxonomy Extension Label Linkbase Docum

101.PRE  XBRL Taxonomy Extension Presentation Linkbase
Document

101.DEF  XBRL Taxonomy Extension Definition Linkbase Docum
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SIGNATURES

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

FINANCIAL INSTITUTIONS, INC.

/s/ Martin K. Birmingham , August 6, 201.
Martin K. Birmingham

President and Chief Executive Offic

(Principal Executive Officer

/s Kevin B. Klotzbach , August 6, 201:
Kevin B. Klotzback

Executive Vice President, Chief Financial Officadal reasure

(Principal Financial Officer

/s Michael D. Grover , August 6, 201:
Michael D. Grove!

Senior Vice President and Chief Accounting Offi

(Principal Accounting Officer
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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 quarterly report on Forn-Q of Financial Institutions, Inc

2. Based on my knowledge, this report does notaiorany untrue statement of a material fact or eonditate a material fact necessan
to make the statements made, in light of the cistarnces under which such statements were madmislieading with respect to
the period covered by this repc

3. Based on my knowledge, the financial statemamdsother financial information included in thipogt, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this
report;

4.  The registrant’s other certifying officer(s) anare responsible for establishing and maintainmiisglosure 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 procedorecaused such disclosure controls and procedaoitge designed under

our supervision, to ensure that material infornmatielating to the registrant, including its condated subsidiaries, is
made known to us by others within those entitiestigularly during the period in which this rep@tbeing preparec

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

(c) Evaluated the effectiveness of the registragisslosure controls and procedures and presentglsi report our
conclusions about the effectiveness of the discéosantrols and procedures, as of the end of thegeovered by this
report based on such evaluation;

(d) Disclosed in this report any change in thegegnt's internal control over financial reportitigat occurred during the

registrant’s most recent fiscal quarter (the regrsts fourth fiscal quarter in the case of an aimaport) that has
materially affected, or is reasonably likely to erélly affect, the registra’s internal control over financial reporting; ¢

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 affectbgistrant’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 sigmiifiole in the
registran’s internal control over financial reportir

Date: August 6, 2013 /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 quarterly report on Forn-Q of Financial Institutions, Inc

2. Based on my knowledge, this report does notaiorany untrue statement of a material fact or eonditate a material fact necessan
to make the statements made, in light of the cistarnces under which such statements were madmislieading with respect to
the period covered by this repc

3. Based on my knowledge, the financial statemamdsother financial information included in thipogt, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this
report;

4.  The registrant’s other certifying officer(s) anare responsible for establishing and maintainmiisglosure 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 procedorecaused such disclosure controls and procedaoitge designed under

our supervision, to ensure that material infornmatielating to the registrant, including its condated subsidiaries, is
made known to us by others within those entitiestigularly during the period in which this rep@tbeing preparec

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

(c) Evaluated the effectiveness of the registragisslosure controls and procedures and presentglsi report our
conclusions about the effectiveness of the discéosantrols and procedures, as of the end of thegeovered by this
report based on such evaluation;

(d) Disclosed in this report any change in thegegnt's internal control over financial reportitigat occurred during the

registrant’s most recent fiscal quarter (the regrsts fourth fiscal quarter in the case of an aimaport) that has
materially affected, or is reasonably likely to erélly affect, the registra’s internal control over financial reporting; ¢

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 affectbgistrant’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 sigmiifiole in the
registran’s internal control over financial reportir

Date: August 6, 2013 /s Kevin B. Klotzbach
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 asodicer of the Company that he has reviewed thar@uly Report of the Company on Form
10-Q for the period ended June 30, 2013 and thietdest 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 fairhegents, in all material respects, the financialdition and results of operations of
the Company

Date: August 6, 2013 /s Martin K. Birmingham
Martin K. Birmingham
President and Chief Executive Offic
(Principal Executive Officer

Date: August 6, 2013 /s Kevin B. Klotzbach
Kevin B. Klotzbact
Chief Financial Office
(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



