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PART I.   FINANCIAL INFORMATION  
Item 1.   Financial Statements 
 

March 31, December 31,
ASSETS 2008 2007

Cash and due from banks 6,654,996$             3,666,898$             

Federal funds sold 5,528,000 7,557,000
Interest-bearing time balances in other banks 1,500,000 - -                           
Securities available for sale, at fair market value 35,013,730 28,807,961
Restricted investments 1,290,825 1,274,025

Loans:
  Commercial 7,800,693 7,607,912
  Commercial real estate 46,609,201 45,470,030
  Real estate construction 10,879,802 12,287,132
  Residential real estate 40,655,595 39,050,277
  Consumer 2,485,605 2,612,284

  Loans, gross 108,430,896$         107,027,635$         
  Less allowance for loan losses (974,618) (925,000)
  Loans, net 107,456,278$         106,102,635$         

Land, premises and equipment, net 8,300,525 8,361,377
Accrued interest receivable 801,675 752,668
Bank owned life insurance 3,031,259               2,999,852               
Other assets 1,680,556 1,669,037
    Total Assets 171,257,844$        161,191,453$        

LIABILITIES

Deposits:
  Noninterest-bearing deposits 26,056,059$           24,279,539$           
  Savings and interest bearing demand deposits 33,255,251 28,556,694
  Time deposits 77,919,081 74,682,839
      Total deposits 137,230,391$         127,519,072$         

Federal Home Loan Bank advances 13,583,334             13,666,667
Accrued interest payable 397,909 416,040
Accrued expenses and other liabilities 1,315,099 1,520,973
    Total Liabilities 152,526,733$         143,122,752$         

Commitments and contingencies - -$                         - -$                         

SHAREHOLDERS' EQUITY

Common stock, $2 par value, authorized 2,250,000 shares
  issued and outstanding 1,926,656 shares 3,853,312$             3,853,312$             
Surplus 5,893,958 5,893,958
Retained earnings 8,534,323 8,240,118
Accumulated other comprehensive income 449,518 81,313
  Total shareholders' equity 18,731,111$           18,068,701$           
    Total Liabilities and Shareholders' Equity 171,257,844$        161,191,453$        

See Notes to Unaudited Consolidated Financial Statements

BANK OF MCKENNEY AND SUBSIDIARY
Consolidated Balance Sheets

March 31, 2008 (unaudited) and December 31, 2007
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Interest and Dividend Income: 2008 2007

Interest and fees on loans 2,124,729$                 1,996,507$                 
Interest and dividends on securities - taxable 298,471 282,597
Interest on securities - nontaxable 33,864 15,797
Interest on federal funds sold 49,154 97,349
Interest on deposits with other institutions 13,742 5,805
  Total interest and dividend income 2,519,960$                 2,398,055$                 

Interest Expense:

  Money market and NOW accounts 52,400$                      43,043$                      
  Savings 17,944 20,003
  Time 842,433 715,632
  Federal Home Loan Bank advances 160,116 162,719
    Total interest expense 1,072,893$                 941,397$                    

Net interest income 1,447,067$                 1,456,658$                 
  Provision for loan losses 30,000 0
Net interest income after provision for loan losses 1,417,067$                 1,456,658$                 

Noninterest income:

Service charges on deposit accounts 204,428$                    189,720$                    
Secondary market origination fees 127,391 80,896
Net gain on sale of securities 23,806                        68,107
Bank-owned Life Insurance 31,407 29,474
Other operating income 47,876 49,527
Gain on sale of other real estate owned 9,579 - -                               
Gain on sale of fixed assets - -                               4,517
  Total noninterest income 444,487$                    422,241$                    

Noninterest expense:

Salaries and employee benefits 902,398$                    843,828$                    
Occupancy expense 95,038 80,651
Furniture and equipment expense 111,277 103,925
Data processing 44,274 48,912
Telecommunications 33,208 27,267
Stationery and supplies 23,604 28,163
Audit and accounting fees 45,058 45,637
Corporate franchise tax 30,875 28,551
Other operating expenses 165,001 174,903
  Total noninterest expense 1,450,733$                 1,381,837$                 

Net income before taxes 410,821$                    497,062$                    
Income taxes 116,616 148,556

Net income 294,205$                   348,506$                   

Net income per common share, basic and diluted 0.15$                         0.18$                         

See Notes to Unaudited Consolidated Financial Statements

March 31,

BANK OF MCKENNEY AND SUBSIDIARY
Consolidated Statements of Income

(unaudited)

Three Months Ended
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Accumulated
Other

Common Retained Comprehensive Comprehensive
Stock Surplus Earnings Income (Loss) Income Total

Balance at December 31, 2006 3,853,312$  5,893,958$  7,467,215$  (296,832)$     16,917,653$  
   Comprehensive income:
      Net income -                   -                   348,506       -                    348,506$     348,506         
      Other comprehensive income:
         Unrealized holding gains on securities
            available for sale arising during the
            period, net of tax of ($37,124) -                   -                   -                   -                    72,065         -                     
         Less reclassification adjustment,
            net of tax of ($23,156) -                   -                   -                   -                    (44,951)        -                     
      Other comprehensive income, net of tax 27,114          27,114$       27,114           
      Total comprehensive income 375,620$     

Balance at March 31, 2007 3,853,312$  5,893,958$  7,815,721$  (269,718)$     17,293,273$  

Balance at December 31, 2007 3,853,312$  5,893,958$  8,240,118$  81,313$        18,068,701$  
   Comprehensive income:
      Net income -                   -                   294,205       -                    294,205$     294,205         
      Other comprehensive income:
         Unrealized holding gains on securities
            available for sale arising during the
            period, net of tax of ($197,775) -                   -                   -                   -                    383,917       -                     
         Less reclassification adjustment,
            net of tax of ($8,094) -                   -                   -                   -                    (15,712)        -                     
      Other comprehensive income, net of tax 368,205        368,205$     368,205         
      Total comprehensive income 662,410$     

Balance at March 31, 2008 3,853,312$  5,893,958$  8,534,323$  449,518$      18,731,111$  

See Notes to Unaudited Consolidated Financial Statements

BANK OF MCKENNEY AND SUBSIDIARY

Consolidated Statements of Changes in Shareholders' Equity
For the Three Months Ended March 31, 2008 and 2007

(unaudited)
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2008 2007
Cash Flows from Operating Activities

Net income 294,205$               348,506$               
Adjustments to reconcile net income to net cash
   provided by operating activities:

Depreciation 122,105                 109,101                 
Provision for loan losses 30,000                   -                             
Increase in cash surrender value of life insurance (31,407)                  (29,474)                  
Net gain on sales of securities available for sale (23,806)                  (68,107)                  
Net gain on sales of fixed assets -                             (4,517)                    
Net gain on sales of other real estate owned (9,579)                    -                             
Net amortization of premiums on securities 1,319                     2,823                     
Changes in assets and liabilities:

Increase in accrued interest receivable (49,007)                  (2,027)                    
(Increase) Decrease in other assets (336,201)                34,616                   
(Decrease) increase in accrued interest payable (18,131)                  16,028                   
Increase in accrued expenses and other liabilities 314,323                 186,723                 

Net cash provided by operating activities 293,821$               593,672$               
Cash Flows from Investing Activities

Net change in interest-bearing deposits in banks (1,500,000)$           -$                           
   Activity in available for sale securities:

Sales -                             4,008,580              
Maturities, prepayments and calls 3,614,688              22,330                   
Purchases (9,240,083)             (597,533)                

(Purchase) redemption of restricted securities (FHLB stock) (16,800)                  11,100                   
Net increase in loans (1,383,643)             (1,685,827)             
Purchase of land, premises and equipment (61,253)                  (106,370)                
Proceeds from sale of fixed assets - 6,000                     
Proceeds from sale of other real estate owned 144,579                 -                             

Net cash (used in) provided by investing activities (8,442,512)$           1,658,280$            
Cash Flows from Financing Activities

Net increase in deposits 9,711,320$            3,547,678$            
Dividend distributions (520,197)                (481,664)                
Repayment of long-term debt (83,334)                  (83,333)                  

Net cash provided by financing activities 9,107,789$            2,982,681$            

Net increase in cash and cash equivalents 959,098$               5,234,633$            
Cash and Cash Equivalents

Beginning of year 11,223,898            9,444,157              

End of Year 12,182,996$         14,678,790$          

Supplemental Disclosures of Cash Flow Information
Cash paid during the year for:

Interest 1,091,024$           925,369$              
Income Taxes -$                           21,291$                 

Supplemental Disclosures of Noncash Investing
  and Financing Activities

Fair value adjustment for securities 557,886$              41,084$                

See Notes to Unaudited Consolidated Financial Statements

BANK OF MCKENNEY AND SUBSIDIARY
Consolidated Statements of Cash Flows

For the Three Months Ended March 31, 2008 and 2007
(unaudited)
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Notes to Unaudited Consolidated Financial Statements 
 
1. General 

 
Bank of McKenney (the “Bank”) offers a full range of banking and financial services to individuals, 

professionals, and small and medium sized businesses through six full service banking offices in the counties 
of Dinwiddie, southern Chesterfield and Prince George and the city of Colonial Heights.  The Bank is subject 
to competition from other financial institutions.  The Bank is also subject to the regulations of the Board of 
Governors of the Federal Reserve System and the State Corporation Commission of Virginia, and it 
undergoes periodic examinations by these regulatory authorities. 

 
McKenney Group, L.L.C. (the “Subsidiary”) is a wholly-owned subsidiary of the Bank.  McKenney 

Group, L.L.C. was formed in December of 2000 to provide networking solutions to Virginia community 
banks.  The Subsidiary maintains the partial ownership interests previously acquired by McKenney Title, Inc. 
 

The accompanying consolidated financial statements of Bank of McKenney and its subsidiary 
collectively have been prepared in accordance with accounting principles generally accepted in the United 
States of America for interim financial information.  They do not include all of the information and notes 
required by accounting principles generally accepted in the United States of America for complete financial 
statements.  Therefore, these consolidated statements should be read in conjunction with the consolidated 
financial statements and notes thereto included in the Bank of McKenney Annual Report on Form 10-KSB 
for the year ended December 31, 2007.  All significant intercompany balances and transactions have been 
eliminated.  In the opinion of management, the accompanying consolidated financial statements contain all 
adjustments and reclassifications consistent of a normal and recurring nature considered necessary to present 
fairly the financial position as of March 31, 2008 and December 31, 2007 and the results of operations and 
cash flows for the three months ended March 31, 2008 and 2007.  Operating results for the three-month 
periods ended March 31, 2008 and 2007 are not necessarily indicative of full year financial results. 

 
Certain prior year amounts have been reclassified to conform to the current year’s method of 

presentation. 
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2. Investment Securities 
 
 The following table sets forth a summary of the amortized cost and fair market value of investment 
securities available for sale at March 31, 2008 and December 31, 2007: 
 

Gross Gross Fair
Amortized Unrealized Unrealized Market

Cost Gains (Losses) Value
March 31, 2008
U.S. government agencies 27,950,045$        611,535$             -$                         28,561,580$        
Mortgage-backed securities 1,681,441            19,792                 (4,625)                  1,696,608            
Obligations of state and
   political subdivisions 3,698,404            67,689                 (551)                     3,765,542            
Corporate debt securities 1,002,751            -                           (12,751)                990,000               

34,332,641$       699,016$            (17,927)$             35,013,730$       

December 31, 2007
U.S. government agencies 22,152,627$        196,797$             (73,853)$              22,275,571$        
Mortgage-backed securities 1,827,579            39                        (2,100)                  1,825,518            
Obligations of state and
   political subdivisions 3,700,426            34,075                 (2,629)                  3,731,872            
Corporate debt securities 1,004,127            -                           (29,127)                975,000               

28,684,759$       230,911$            (107,709)$           28,807,961$        
 
 

The contractual maturities of investment securities classified as available for sale on March 31, 2008 
are shown below.  Expected maturities may differ from contractual maturities because mortgages underlying 
the mortgage-backed securities may be called or prepaid without any penalties.   

 
 

       

Amortized Fair
Cost Value

Available for Sale
  Maturing within one year 12,280,723$       12,286,326$       
  Maturing after one year, but within five years 9,364,741           9,610,842           
  Maturing after five years, but within ten years 11,065,490         11,469,859         
  Maturing after ten years 1,621,687           1,646,703           

34,332,641$       35,013,730$        
 
 
There were no securities pledged to secure public deposits or for other purposes required by law at 

March 31, 2008.  The Bank utilizes letters of credit through the Federal Home Loan Bank for meeting the 
collateral requirements of such deposits. 

 
Due to certain banking relationships with the Federal Reserve Bank, the Federal Home Loan Bank 

and Community Bankers’ Bank, the Bank has invested $1,290,825 in restricted investments required by these 
entities.  These investments are carried at cost, which approximates redemption value. 
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The Bank had securities in its portfolio at March 31, 2008 and December 31, 2007 that reflected an 

unrealized loss in value.  These unrealized losses have been evaluated and are considered to be temporary 
impairments of the value of the issues.  A summary of these securities as of March 31, 2008 and December 
31, 2007 is as follows: 
               

Fair Unrealized Fair Unrealized Fair Unrealized
Description Value Loss Value Loss Value Loss

 Agencies -$                    -$                  -$                    -$                  -$                    -$                  
 Mortgage backs 273,330          (4,625)           -                      -                    273,330          (4,625)           
 Corporate 990,000          (12,751)         -                      -                    990,000          (12,751)         
 Tax exempt municipals 295,903          (551)            295,903        (551)            -                      -                  

   Total Unrealized Loss Positions 1,559,233$     (17,927)$       295,903$        (551)$            1,263,330$     (17,376)$       

Total Less than 12 Months 12 Months or Greater
March 31, 2008

 

Fair Unrealized Fair Unrealized Fair Unrealized
Description Value Loss Value Loss Value Loss

 Agencies 11,476,141$     (73,853)$         -$                      -$                    11,476,141$     (73,853)$       

 Mortgage backs 331,578            (2,100)             -                        -                      331,578            (2,100)           

 Corporate 975,000            (29,127)           -                        -                      975,000            (29,127)         
 Tax exempt municipals 701,943            (2,629)             295,743            (894)                406,200            (1,735)           

  Total Unrealized Loss Positions 13,484,662$     (107,709)$       295,743$          (894)$              13,188,919$     (106,815)$     

12 Months or GreaterTotal Less than 12 Months
December 31, 2007

 
Management evaluates securities for other-than-temporary impairments at least on a quarterly basis, 

and more frequently when economic or market concerns warrant such evaluation.  Consideration is given to 
(1) the length of time and the extent to which the fair value has been less than cost, (2) the financial condition 
and near-term prospects of the issuer, and (3) the intent and ability of the Bank to retain its investment in the 
issuer for a period of time sufficient to allow for any anticipated recovery in fair value. 

 
The securities identified above for March 31, 2008 with unrealized losses consist of one 

governmental mortgage pool issue, one corporate issue, and one issue of a municipality.  The corporate 
credit, Ford Motor Credits, was downgraded to sub-investment grade during 2005.  With the issuance being 
through the corporation’s financing arm and the maturity being less than one year, no loss is expected at this 
time.   The other unrealized losses reflect changes in the current interest rate environment as well as the 
issues’ maturities.  No principal is expected to be lost, and the unrealized losses, primarily due to interest 
rates, are considered temporary in nature.  
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3. Allowance for Loan Losses 
 
 The following represents an analysis of changes in the allowance for loan losses for the three months 
ended March 31, 2008 and 2007: 

              

2008 2007

Balance, beginning of period 925,000$         1,070,000$       

Provision for loan losses 30,000            -                       
Charge-offs (1,204)             (57,351)             
Recoveries of loans previously charged off 20,822            3,131                
Balance, end of period 974,618$         1,015,780$       

Allowance for loan losses to total loans 0.90% 0.98%

March 31,

 
 
4.  Earnings Per Share 

 
 As the Bank does not currently offer stock options, there was no effect on income available to 
common shareholders.  The following shows the weighted average number of shares used in computing 
earnings per share.  
         

                        

Shares Per Share Shares Per Share

Basic & Diluted earnings per share 1,926,656    0.15$           1,926,656    0.18$           

Three Months Ended March 31,
2008 2007
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4.  Fair Value Measurements 
 
 SFAS No. 157, Fair Value Measurements, defines fair value, establishes a framework for measuring 
fair value, establishes a three-level valuation hierarchy for disclosure of fair value measurement and 
enhances disclosure requirements for fair value measurements. The valuation hierarchy is based upon the 
transparency of inputs to the valuation of an asset or liability as of the measurement date. The three levels are 
defined as follow:  

 Level 1- inputs to the valuation methodology are quoted prices (unadjusted) for identical assets or 
liabilities in active markets. 

 Level 2 - inputs to the valuation methodology include quoted prices for similar assets and 
liabilities in active markets, and inputs that are observable for the asset or liability, either directly 
or indirectly, for substantially the full term of the financial instrument. 

 Level 3 - inputs to the valuation methodology are unobservable and significant to the fair value 
measurement. 

 Following is a description of the valuation methodologies used for instruments measured at fair value, 
as well as the general classification of such instruments pursuant to the valuation hierarchy:  

 
Securities:  Where quoted prices are available in an active market, securities are classified 
within level 1 of the valuation hierarchy. Level 1 securities would include highly liquid 
government bonds, mortgage products and exchange traded equities. If quoted market prices 
are not available, then fair values are estimated by using pricing models, quoted prices of 
securities with similar characteristics, or discounted cash flow. Level 2 securities would 
include U.S. agency securities, mortgage-backed agency securities, obligations of states and 
political subdivisions and certain corporate, asset backed and other securities. In certain cases 
where there is limited activity or less transparency around inputs to the valuation, securities are 
classified within level 3 of the valuation hierarchy.  Currently, all of the Company’s securities 
are considered to be Level 2 securities. 

  
Loans held for sale:  At March 31, 2008, there were no loans held for sale.  

 

Impaired loans:  SFAS No. 157 applies to loans measured for impairment using the practical 
expedients permitted by SFAS No. 114, Accounting by Creditors for Impairment of a Loan, 
including impaired loans measured at an observable market price (if available), or at the fair 
value of the loan’s collateral (if the loan is collateral dependent). Fair value of the loan’s 
collateral, when the loan is dependent on collateral, is determined by appraisals or independent 
valuation which is then adjusted for the cost related to liquidation of the collateral.  

 

Other Real Estate Owned:  Certain assets such as other real estate owned (OREO) are 
measured at fair value less cost to sell. We believe that the fair value component in its 
valuation follows the provisions of SFAS No. 157.  
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Item 2.  Management’s Discussion and Analysis or Plan of Operation 
 

The following discussion is intended to assist readers in understanding and evaluating the Bank’s 
financial condition and results of operations.  In conjunction with reviewing the following discussion, you 
should also read and review the unaudited March 2008 and 2007 financial statements and accompanying 
notes presented previously in this document.  This analysis provides an overview of the significant changes 
that occurred during the periods presented. 
 
 This report may contain, in addition to historical information, various “forward looking statements” 
that represent our judgment concerning the future and are subject to risks and uncertainties that could cause 
our actual operating results and financial position to differ materially from those projected in the forward 
looking statements.  These forward looking statements can be identified by the use of forward looking 
terminology, such as “may,” “will,” “expect,” “anticipate,” “estimate” or “continue” or comparable 
words.  We caution that any such forward looking statements are further qualified by important factors that 
could cause our actual operating results and financial position to differ materially from the forward looking 
statements, including, without limitation, considerations described in connection with specific forward 
looking statements and other cautionary statements set forth in this report. 
 
Critical Accounting Policies 
 

The Bank’s financial statements are prepared in accordance with accounting principles generally 
accepted in the United States (“GAAP”). The financial information contained within our statements is, to a 
significant extent, financial information that is based on measures of the financial effects of transactions and 
events that have already occurred. A variety of factors could affect the ultimate value that is obtained either 
when earning income, recognizing an expense, recovering an asset or relieving a liability. We use historical 
loss factors as one factor in determining the inherent loss that may be present in our loan portfolio. Actual 
losses could differ significantly from the historical factors that we use. In addition, GAAP itself may change 
from one previously acceptable method to another method. Although the economics of our transactions 
would be the same, the timing of events that would impact our transactions could change. 

 
The allowance for loan losses is established as losses are estimated to have occurred through a 

provision for loan losses charged to earnings.  Loan losses are charged against the allowance when 
management believes the uncollectibility of a loan balance is confirmed.  Subsequent recoveries, if any, are 
credited to the allowance. 

 
The allowance for loan losses is evaluated on a regular basis by management and is based upon 

management’s periodic review of the collectibility of the loans in light of historical experience, the nature 
and volume of the loan portfolio, adverse situations that may affect the borrower’s ability to repay, estimated 
value of any underlying collateral, and prevailing economic conditions.  This evaluation is inherently 
subjective, as it requires estimates that are susceptible to significant revision as more information becomes 
available. 

 
A loan is considered impaired when, based on current information and events, it is probable that the 

Bank will be unable to collect the scheduled payments of principal or interest when due according to the 
contractual terms of the loan agreement.  Factors considered by management in determining impairment 
include payment status, collateral value, and the probability of collecting scheduled principal and interest 
payments when due.  Loans that experience insignificant payment delays and payment shortfalls generally 
are not classified as impaired.  Management determines the significance of payment delays and payment 
shortfalls on a case-by-case basis, taking into consideration all of the circumstances surrounding the loan and 
the borrower, including the length of the delay, the reasons for the delay, the borrower’s prior payment 
record, and the amount of the shortfall in relation to the principal and interest owed.  Impairment is measured 
on a loan by loan basis for commercial and construction loans by either the present value of expected future 
cash flows discounted at the loan’s effective interest rate, the loan’s obtainable market price, or the fair value 
of the collateral if the loan is collateral dependant. 
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Large groups of smaller balance homogeneous loans are collectively evaluated for impairment.  

Accordingly, the Bank normally does not separately identify such loans for impairment disclosures. 
 

In preparing consolidated financial statements in conformity with GAAP, management is required to 
make estimates and assumptions that affect the reported amounts of assets and liabilities as of the date of the 
balance sheet and the reported amounts of revenues and expenses during the reported period.  Actual results 
could differ from those estimates.  Material estimates that are particularly susceptible to significant change in 
the near term relate to the determination of the allowance for loan losses.  

 
 
Comparison of Financial Condition at March 31, 2008 and December 31, 2007 
 

At the end of the first quarter, total assets were $171.3 million, representing a $10.1 million or 6.23% 
increase over the December 31, 2007 level of $161.2 million.  Total deposits amounted to $137.2 million as 
of March 31, 2008, which represents a $9.7 million or 7.61% increase from the $127.5 million level as of 
December 31, 2007.  On an annualized basis, deposits grew during the first quarter at a rate of 30.43%.  
During the same period, total loans expanded by 1.31% or $1.4 million to the March 31, 2008 balance of 
$108.4 million.  At March 31, 2008, the investment portfolio, including time deposits in other banks, was 
$37.8 million, a 25.58% increase in comparison to the December 31, 2007 level of $30.1 million.  Overnight 
federal funds sold decreased 27.63% from $7.6 million on December 31, 2007 to $5.5 million on March 31, 
2008.  Cumulatively, earning assets grew $7.0 million for the first quarter or 19.35% on an annualized basis 
and represent 88.56% of total assets.  

 
The allowance for loan losses was $975,000 as of March 31, 2008, or 0.90% of loans outstanding, 

compared to $925,000 as of December 31, 2007 or 0.86% of outstanding loans.  The Bank works diligently 
to maintain quality in its loan portfolio and has historically maintained an average delinquency ratio well 
below 1%.  Loans past due more than thirty days (excluding impaired and nonaccrual loans) measured 
$1,155,000 or 1.07% of total loans at March 31, 2008 as compared to December 31, 2007 delinquencies of 
$364,000, or 0.34% of total loans.   

 
Non-performing assets consist of impaired loans, non-accrual loans and real estate owned by the 

Bank resulting from a foreclosure proceeding.  Normally, loans are placed on non-accrual when a loan is 
specifically determined to be impaired or when principal or interest is delinquent in excess of 90 days.  On 
March 31, 2008, non-performing assets stood at $1.2 million or 1.10% of quarter-end loans.  This compared 
to non-performing assets of $1.0 million, or 0.94%, of total loans outstanding for December 31, 2007.  
 
Comparison of Results of Operations for the Three Months Ended March 31, 2008 and 2007 
 

For the three-month period ending March 31, 2008, net income amounted to $294,000, a 15.76% 
decrease when compared to net income of $349,000 for the same period in 2007.  Basic and diluted earnings 
per share of $0.15 were recorded for the three months ended March 31, 2008 representing a $0.03 per share 
decline over the $0.18 per share reported for the three months ended March 31, 2007.  There were 1,926,656 
weighted average shares outstanding during each of the two periods.  Return on average equity on an 
annualized basis during the first quarter of 2008 was 6.40% as compared to 8.24% for the first quarter of 
2007.  Return on average assets during the first quarter of 2008, on an annualized basis, decreased 21 basis 
points to 0.72% from the prior year level of 0.93%.   
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Net interest income.  Net interest income decreased slightly to $1,447,000 in the first quarter of 2008 

from $1,457,000 in the comparable period in 2007.  Average loans during the first quarter of 2008, when 
compared to the same period in 2007, grew to $108.9 million from $101.6 million, an increase of 7.19%.  
The average investment portfolio climbed from a first quarter 2007 average balance of $27.6 million to a 
$29.9 million average during the first quarter of 2008, or an increase of 8.33%.  Average deposit growth has 
increased 10.05% or $9.8 million from the first quarter 2007 level of $96.4 million to an average 2008 first 
quarter level of $106.2 million.  Time deposits experienced the greatest average growth climbing 16.02% 
when comparing the two periods.  The Bank’s prime based loan portfolio yields decreased 12 basis points 
when comparing the first quarter of 2008 to that period in 2007 while the investment portfolio in the same 
periods gained 18 basis points.  Cumulatively, yields on earning assets decreased 17 basis points from a 2007 
first-quarter average of 7.10% to an average of 6.93% for the current year’s first quarter.  Volume growth in 
the bank’s interest bearing deposit products coupled with the negative short-term effects resulting from the 
recent and rapid monetary policy changes have pressured the net interest margin downward by 29 basis 
points to 4.03% and caused a corresponding slight decrease in net interest income for the period.  
Nevertheless, this growth in liquidity going into the greater lending season is welcomed.  Moreover, the 
shorter-lived deposit rate cycle has now begun re-pricing at substantially lower rates and will quickly result 
in a much lower cost of funds. 

 
Noninterest income.  Noninterest income, exclusive of securities transactions, rose 18.93% from 

$354,000 in the first quarter of 2007 to $421,000 for the same period in 2008.  Service charges grew $15,000 
or 7.94% when comparing the first quarter of 2008 to the first quarter of 2007.  Lower mortgage rates in the 
first quarter of 2008 fueled the appetite of borrowers as the mortgage originations department experienced a 
$46,000 or 56.79% gain in the category over the first quarter in 2007.  Other noninterest products and 
services, including those of the insurance and investment departments, increased by $5,000 over the $84,000 
level recorded in the first quarter 2007.   

 
Noninterest expense.  Noninterest expense increased $69,000 or 4.99% to $1,451,000 during the first 

quarter 2008 from $1,382,000 for the same period in 2007.  Salaries and benefits rose 6.87% or $58,000 
while occupancy and furniture equipment expenses increased $21,000 or 11.35%.  Numerous projects aimed 
at improved efficiencies and growth acceleration began in 2007 and continue to be phased into our company 
model.  Despite strong growth during the first quarter and a new branch having been opened near the end of 
the prior year, the efforts to transform our culture to both better service and improved efficiency have 
resulted in a reduction in other operating expenses of $11,000 or 3.12%. 
 

Provision for loan losses.  Provisions for loan losses amounted to $30,000 through March 31, 2008 
as growth and prior charges taken to the reserve permitted additional provisions being made.  No provision 
for loan losses was made during the first quarter of 2007.  
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The following table illustrates average balances of total interest earning assets and total interest 

bearing liabilities for the periods indicated, showing the average distribution of assets, liabilities, 
shareholders’ equity and related income, expense and corresponding weighted average yields and rates.  The 
average balances used in these tables and other statistical data were calculated using daily average balances. 

 

  

Average Income / Yield / (4) Average Income / Yield / (4)

Balance Expense Rate Balance Expense Rate

Assets:
Interest earning assets:
    Investment securities(1) 29,940$   346$        4.62% 27,574$   306$        4.44%
    Interest-bearing balances with banks 1,600     14          3.52% 456        6              5.34%
    Loans 108,932 2,125     7.85% 101,643 1,997       7.97%
    Federal funds sold 6,497     49          3.03% 7,770     97            5.06%
          Total interest earning assets 146,969 2,534     6.99% 137,443 2,406       7.10%
Non-interest earning assets:
    Cash and due from banks 4,319     4,137     
    Premises and equipment 8,315     6,845     
    Other assets 5,544     5,510     
    Less: Allowance for loan losses (947)       (1,055)    

17,231     15,437     
164,200$ 152,880$ 

Liabilities and Stockholders' Equity
Interest bearing liabilities:
    Interest-bearing demand deposits 11,879$  27$         0.92% 10,031$  9$            0.36%
    Money market deposit accounts 6,223     26          1.69% 7,313     34            1.89%
    Savings accounts 12,053   18          0.61% 13,541   20            0.60%
    Time deposits 76,090   842        4.49% 65,574   716          4.43%
          Total interest-bearing deposits 106,245 913        3.49% 96,459   779          3.28%
    FHLB Advances 13,635   160        4.76% 13,967   163          4.73%
    Other borrowings -         0            0.00% -         0              0.00%
          Total interest-bearing liabilities 119,880 1,073     3.63% 110,426 942          3.46%
Non-interest bearing liabilities:
    Demand deposits 24,215   23,919   
    Other liabilities 1,617     1,352     
          Total liabilities 145,712 135,697 
Shareholders' Equity 18,488   17,183   
Total Liabilities & Shareholders' Equity 164,200$ 152,880$ 

Interest Spread (2) 3.36% 3.64%

Net Interest Margin (3) 1,461$     4.03% 1,464$     4.32%

(1)  Income and yields are reported on tax equivalent basis assuming a federal tax rate of 34%.
(2)  Interest Spread is the average yield earned on earning assets, less the average rate incurred on interest bearing liabilities.
(3)  Net interest margin is net interest income, expressed as a percentage of average earning assets.
(4)  Yields and rates are annualized.

(Dollars in Thousands)

Average Balances, Interest Income and Expense and Average Yields and Rates

Period Ended March 31,
2008 2007
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Liquidity and Capital 
 

The liquidity ratio at March 31, 2008 grew to 33.15% compared to 29.26% reported as of December 
31, 2007.  The overall Asset/Liability strategy of the organization takes into account the need for the Bank to 
maintain adequate liquidity to fund asset growth and deposit runoff.  The management of the Bank monitors 
the liquidity position daily in conjunction with the Federal Reserve position monitoring.  The Bank has credit 
lines both secured and unsecured available from several correspondent banks.  Additionally, the Bank may 
borrow funds from the Federal Home Loan Bank of Atlanta.  The credit facilities are used in conjunction 
with the normal deposit strategies, which include pricing changes to increase deposits as necessary.  The 
organization can sell or pledge investment securities to create additional liquidity for the Bank.  From time to 
time the organization may sell or participate out loans to create additional liquidity as required. 
 

The Bank’s capital ratios exceed regulatory requirements.  The following table presents these ratios 
for the periods ending March 31, 2008 and December 31, 2007: 
 

        

March 31, December 31,
2008 2007

Tier 1 Capital:
   Common stock 3,853$             3,853$             
   Capital surplus 5,894              5,894              
   Retained earnings 8,985              8,321              
   Reverse: Unrealized (Gains)/Losses (450)                (81)                  
Total tier 1 capital 18,282            17,987            

Tier 2 Capital:
   Allowance for loan losses 975                 925                 

Tier 3 Capital:
   Deductions for investments in
               banking and finance subsidiaries (140)                (140)                

Total Risk Based Capital 19,117$           18,772$           

Risk weighted assets 117,644$         115,914$         

Quarterly average assets 164,200$         158,577$         

March 31, December 31, Regulatory
Capital Ratios: 2008 2007 Minimum
   Tier 1 risk based capital ratio 15.54% 15.52% 4.00%
   Total risk based capital ratio 16.25% 16.19% 8.00%
   Leverage ratio 11.13% 11.34% 4.00%

(Dollars in Thousands)

Risk Based Capital Analysis
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Recent Accounting Pronouncements 
 

 In December 2007, the Financial Accounting Standards Board (FASB) issued Statement of 
Financial Accounting Standards No. 141(R), “Business Combinations” (SFAS 141(R)).  The Standard will 
significantly change the financial accounting and reporting of business combination transactions.  SFAS 
141(R) establishes the criteria for how an acquiring entity in a business combination recognizes the assets 
acquired and liabilities assumed in the transaction; establishes the acquisition date fair value as the 
measurement objective for all assets acquired and liabilities assumed; and requires the acquirer to disclose to 
investors and other users all of the information they need to evaluate and understand the nature and financial 
effect of the business combination.  Acquisition related costs including finder's fees, advisory, legal, 
accounting valuation and other professional and consulting fees are required to be expensed as incurred.  
SFAS 141(R) is effective for fiscal years beginning after December 15, 2008 and early implementation is not 
permitted. The Bank does not expect the implementation to have a material impact on its consolidated 
financial statements.  

 

In December 2007, the FASB issued Statement of Financial Accounting Standards No.160, 
“Noncontrolling Interests in Consolidated Financial Statements” (SFAS 160).  SFAS 160 requires the Bank 
to establish accounting and reporting standards for the noncontrolling interest in a subsidiary and for the 
deconsolidation of a subsidiary.  This Statement is effective for fiscal years, and interim periods within those 
fiscal years, beginning on or after December 15, 2008. Earlier adoption is prohibited.   The Bank does not 
expect the implementation of SFAS 160 to have a material impact on its consolidated financial statements. 

 
In March 2008, the FASB issued Statement of Financial Accounting Standards No. No. 161, 

“Disclosures about Derivative Instruments and Hedging Activities – an amendment of FASB Statement No. 
133” (SFAS 161).  SFAS 161 changes the disclosure requirements for derivative instruments and hedging 
activities.  Entities are required to provide enhanced disclosures about (a) how and why an entity uses 
derivative instruments, (b) how derivative instruments and related hedged items are accounted for under 
Statement 133 and its related interpretations, and (c) how derivative instruments and related hedged items 
affect an entity’s financial position, financial performance and cash flows.  SFAS 161 is effective for fiscal 
years and interim periods beginning after November 15, 2008, with early application permitted. The Bank 
does not expect the implementation of SFAS 161 to have a material impact on its consolidated financial 
statements. 
 
 
Item 3. Quantitative and Qualitative Disclosures about Market Risk 

 
Not Required for Small Reporting Companies 
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Item 4. Controls and Procedures 
 
Disclosure Controls and Procedures 

The Bank’s management, with the participation of the Bank’s Chief Executive Officer and Chief 
Financial Officer, has evaluated the effectiveness of the Bank’s disclosure controls and procedures as of the 
end of the period covered by this report. Based on such evaluation, the Bank’s Chief Executive Officer and 
Chief Financial Officer have concluded that, as of the end of such period, the Bank’s disclosure controls and 
procedures are effective in recording, processing, summarizing and reporting, on a timely basis, information 
required to be disclosed by the Bank in the reports that it files or furnishes under the Securities Exchange Act 
of 1934. 

Management reviews and evaluates the design and effectiveness of the Bank’s disclosure controls 
and procedures on an ongoing basis, which may result in the discovery of deficiencies, and improves its 
controls and procedures over time, correcting any deficiencies, as needed, that may have been discovered. 

 

Changes in Internal Control Over Financial Reporting 

Management reviews and evaluates the design and effectiveness of the Bank’s internal control over 
financial reporting on an ongoing basis, which may result in the discovery of deficiencies, some of which 
may be significant. Management changes its internal control over financial reporting as needed to maintain 
its effectiveness, correcting any deficiencies, as needed, in order to ensure the continued effectiveness of the 
Bank’s internal control over financial reporting. There have not been any changes in the Bank’s internal 
control over financial reporting during the first quarter of 2008 that have materially affected, or are 
reasonably likely to materially affect, the Bank’s internal control over financial reporting. 

For management’s assessment of the Bank’s internal control over financial reporting, refer to the 
Bank’s 2007 Annual Report on Form 10-KSB, “Management’s Report on Internal Control over Financial 
Reporting.” 

 
 
PART II. OTHER INFORMATION 
 

Item 1.  Legal Proceedings 
 
 None 
 

Item 2.  Unregistered Sales of Equity Securities or Use of Proceeds 
 
 None 
 

Item 3.  Defaults Upon Senior Securities 
 
 Not applicable 
 

Item 4.  Submission of Matters to a Vote of Security Holders 
 
 None 
 

Item 5.  Other Information 
 

(a) Required 8-K Disclosures 
 
       None 

  

(b) Changes in Procedures for Director Nominations by Security Holders 
 
       None 
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Item 6.  Exhibits 
 
 The following exhibits are filed as part of this Form 10-Q and this list includes the Exhibit Index: 
 

Exhibit 
Number 

 

Description 

 

Page 
   

3.1 Articles of Incorporation of Bank of McKenney * 
3.2 Amended and Restated Bylaws of Bank of McKenney ** 

10.1 Employment Agreement, dated December 8, 1992, by and between Bank of 
McKenney and Richard M. Liles 

* 

10.2 Split-Dollar Life Insurance Agreement (as amended), dated February 1, 1989, by 
and between Bank of McKenney and Richard M. Liles 

* 

10.3 Deferred Compensation Agreement, dated February 1, 1989, between Bank of 
McKenney and Richard M. Liles 

* 

10.4 Deferred Compensation Agreement, dated February 1, 1993, between Bank of 
McKenney and Richard M. Liles 

* 

10.5 Form of Change in Control Employment Agreement between Bank of McKenney 
and each of the following officers: James B. Neville, Jr., Ruth M. Wray, Lynda P. 
Cunningham, and Mark H. Stevens 

*** 

21.1 Subsidiary - McKenney Group, LLC (a Virginia corporation) * 
31.1 CEO Section 302 Certification † 
31.2 CFO Section 302 Certification † 
32 Section 906 Certification † 

 
* Incorporated herein by reference from the Bank’s Registration Statement on Form 10-SB, filed with the Board of 

Governors of the Federal Reserve System on September 9, 2002. 
** Incorporated herein by reference from the Bank’s report on Form 8-K filed with the Board of Governors of the 

Federal Reserve System on August 15, 2007. 
*** Incorporated herein by reference from the Bank’s Annual Report on Form 10-KSB for the year ended December 

31, 2004, filed with the Board of Governors of the Federal Reserve System on March 8, 2005. 
† Filed herewith. 
 



 
20 

 
SIGNATURES 
 
 
 In accordance with the requirements of the Exchange Act, the Bank has caused this report to be 
signed on its behalf by the undersigned, thereunto duly authorized. 
 
 
 
 
 BANK OF MCKENNEY 
 
 
 
Date:  May 13, 2008   
 Richard M. Liles 
 President and Chief Executive Officer 
 
 
 
 
Date:  May 13, 2008   
 James B. Neville, Jr. 
 Executive Vice President and Chief Financial Officer 
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Exhibit 31.1 
SECTION 302 CERTIFICATION  

 
I, Richard M. Liles, certify that: 
 
1. I have reviewed this quarterly report on Form 10-Q of Bank of McKenney; 

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit 
any material fact necessary to make the statements made, in light of the circumstances under which 
such statements were made, not misleading with respect to the period covered by this report;  

3.  Based on my knowledge, the financial statements, and other financial information included in this 
report, fairly present in all material respects the financial condition, results of operations and cash 
flows of the small business issuer of, and for, the periods presented in this report;  

4. The small business issuer’s other certifying officer(s) and I are responsible for establishing and 
maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-
15(e)) for the small business issuer and have: 

(a) designed such disclosure controls and procedures, or caused such disclosure controls and 
procedures to be designed under our supervision, to ensure that material information relating 
to the small business issuer, including its consolidated subsidiaries, is made known to us by 
others within those entities, particularly during the period in which this report is being 
prepared; 

(b) designed such internal control over financial reporting, or caused such internal control over 
financial reporting to be designed under our supervision, to provide reasonable assurance 
regarding the reliability of financial reporting and the preparation of financial statements for 
external purposes in accordance with generally accepted accounting principles; 

(c) evaluated the effectiveness of the small business issuer’s disclosure controls and procedures 
and presented in this report our conclusions about the effectiveness of the disclosure controls 
and procedures, as of the end of the period covered by this report based on such evaluation; 
and 

(d) disclosed in this report any change in the small business issuer’s internal control over 
financial reporting that occurred during the small business issuer’s most recent fiscal quarter 
(the small business issuer’s fourth fiscal quarter in the case of an annual report) that has 
materially affected, or is reasonably likely to materially affect, the small business issuer’s 
internal control over financial reporting; and 

5. The small business issuer’s other certifying officer(s) and I have disclosed, based on our most recent 
evaluation of internal control over financial reporting, to the small business issuer’s auditors and the 
audit committee of the small business issuer’s board of directors (or persons performing the equivalent 
functions): 

(a) all significant deficiencies and material weaknesses in the design or operation of internal 
control over financial reporting which are reasonably likely to adversely affect the small 
business issuer’s ability to record, process, summarize and report financial information; and 

(b) any fraud, whether or not material, that involves management or other employees who have a 
significant role in the small business issuer’s internal control over financial reporting. 

 
 

 
                                                                 Date:  May 13th, 2008 
Richard M. Liles 
President and Chief Executive Officer 
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Exhibit 31.2 
SECTION 302 CERTIFICATION  

 
I, James B. Neville, Jr., certify that: 
 
1. I have reviewed this quarterly report on Form 10-Q of Bank of McKenney; 

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit 
any material fact necessary to make the statements made, in light of the circumstances under which 
such statements were made, not misleading with respect to the period covered by this report;  

3.  Based on my knowledge, the financial statements, and other financial information included in this  
report, fairly present in all material respects the financial condition, results of operations and cash 
flows of the small business issuer of, and for, the periods presented in this report;  

4. The small business issuer’s other certifying officer(s) and I are responsible for establishing and 
maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-
15(e)) for the small business issuer and have: 

(a) designed such disclosure controls and procedures, or caused such disclosure controls and 
procedures to be designed under our supervision, to ensure that material information relating 
to the small business issuer, including its consolidated subsidiaries, is made known to us by 
others within those entities, particularly during the period in which this report is being 
prepared; 

(b) designed such internal control over financial reporting, or caused such internal control over 
financial reporting to be designed under our supervision, to provide reasonable assurance 
regarding the reliability of financial reporting and the preparation of financial statements for 
external purposes in accordance with generally accepted accounting principles; 

(c) evaluated the effectiveness of the small business issuer’s disclosure controls and procedures 
and presented in this report our conclusions about the effectiveness of the disclosure controls 
and procedures, as of the end of the period covered by this report based on such evaluation; 
and 

(d) disclosed in this report any change in the small business issuer’s internal control over 
financial reporting that occurred during the small business issuer’s most recent fiscal quarter 
(the small business issuer’s fourth fiscal quarter in the case of an annual report) that has 
materially affected, or is reasonably likely to materially affect, the small business issuer’s 
internal control over financial reporting; and 

5. The small business issuer’s other certifying officer(s) and I have disclosed, based on our most recent 
evaluation of internal control over financial reporting, to the small business issuer’s auditors and the audit 
committee of the small business issuer’s board of directors (or persons performing the equivalent 
functions): 

(a) all significant deficiencies and material weaknesses in the design or operation of internal control 
over financial reporting which are reasonably likely to adversely affect the small business 
issuer’s ability to record, process, summarize and report financial information; and 

(b) any fraud, whether or not material, that involves management or other employees who have a 
significant role in the small business issuer’s internal control over financial reporting. 

 
 

 
                                                     .  Date:  May 13th, 2008 
James B. Neville, Jr. 
Executive Vice President and Chief Financial Officer 
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Exhibit 32 

 
CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350 AS ADOPTED PURSUANT TO 

SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002 
 
 

 In connection with the Quarterly Report of Bank of McKenney (the “Bank”) on Form 10-Q for the period 
ending March 31, 2008 as filed with the Board of Governors of the Federal Reserve System on the date hereof 
(the “Report”), the undersigned Chief Executive Officer and Chief Financial officer of the Bank hereby certify, 
pursuant to 18 U.S.C. §1350, as adopted pursuant to §906 of the Sarbanes-Oxley Act of 2002 that based on their 
knowledge and belief:  1) the Report fully complies with the requirements of Section 13(a) or 15(d) of the 
Securities Exchange Act of 1934, and 2) the information contained in the Report fairly presents, in all material 
respects, the financial condition and results of operations of the Bank as of and for the periods covered in the 
Report. 
 
 
 
 
 
 
                                                                   . 
Richard M. Liles 
President and Chief Executive Officer 
 
 
 
 
 
                                                                    . 
James B. Neville, Jr. 
Executive Vice President and Chief Financial Officer 
 
 
 
 
Dated:  May 13th, 2008 
 


