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Cases, Rulings and Releases
Subchapter S Corporations
According to the Federal Deposit Insurance Corporation (“FDIC”) there are 2,366 (27%) of all reporting financial institutions as of March 31, 2006, organized as Subchapter S corporations. A Subchapter S corporation is a corporation that has elected a special tax status with the Internal Revenue Service (”IRS”) which permits the income to be passed through to the shareholders and avoids the double taxation of a “C” corporation. In 1996 the Small Business Job Protection Act was signed into law making it permissible for small banks to become Subchapter S corporations beginning on January 1, 1997. Since its passage, many closely held banks have become Subchapter S corporations. In 2004, President Bush signed into law the American Jobs Creation Act (the “Jobs Act”) which increased the maximum number of shareholders for Subchapter S corporations from 75 to 100 and allows up to six generations of a family to be counted as one shareholder. The Jobs Act also lifted the rule that prohibit banks from converting to a Subchapter S corporation if any of their shares are held in individual retirement accounts. Partnerships and C corporations are not eligible to hold stock of a Subchapter S corporation, and one Subchapter S corporation is not allowed to own another Subchapter S corporation. The number of shareholders may be a significant factor affecting whether a bank can make the election to be a Subchapter S corporation.  In those cases where the number of shareholders exceed 100, a bank may want to consider a tender offer for outstanding stock held by certain of its shareholders. In the event that the tender offer does not reduce the number of shareholders to less than 100, a bank may contemplate a reverse stock split to reduce the number of existing shareholders. In those cases where a bank holding company is organized as a Subchapter S corporation and owns 100% of a subsidiary bank, the bank holding company would treat the bank subsidiary as a Qualified Subchapter S Subsidiary (“QSub”). All of the assets and liabilities of the QSub are treated as the bank holding company’s rather than a separate corporation for income tax purposes. In the event that the bank is not a wholly owned subsidiary of a Subchapter S corporation, it would be treated as a C corporation. Among the requirements that a corporation must meet in order to qualify as a Subchapter S corporation is that it only have one class of stock. However, trust preferred securities issued by a bank holding company are not treated as a separate class of securities, since they are treated as debt and not capital for IRS purposes. In 2003, the FDIC adopted a rule permitting banks to be organized as limited liability companies (“LLCs”) and a number of states have passed laws permitting banks to be organized as LLCs.  By becoming an LLC, the number of owners is not limited, as in the case of a Subchapter S corporation and LLCs are generally more flexible and liberal in terms of governance issues. However, the IRS does not currently permit a state bank chartered as a limited liability company to qualify for partnership tax treatment. The tax treatment of a shareholder of a Subchapter S corporation is substantially different than that of a shareholder in a C corporation.  Income is passed through by the Subchapter S corporation resulting in the tax basis of each shareholder being increased to the extent of its allocable income and being decreased by dividends or distributions. As a result, all taxable income not paid out in dividends, together with all permanently taxed income is added to the shareholder’s tax basis. If the shares of the Subchapter S corporation are sold by the shareholder, his basis would generally be significantly higher than his original purchase price. The taxable capital gain will generally be lower than a comparable sale by a shareholder of a C corporation whose tax basis remains at the original cost. The acquirer of a bank which is operated as a Subchapter S corporation may deduct for tax purposes over 15 years the premium paid above the actual value of the assets of the bank if an election is made by the parties under Section 338(h)(10) of the IRS Code. As a result, a Subchapter S corporation is generally worth more than a C corporation. A Subchapter S corporation is subject to a built-in-gains tax whenever an asset which has had an unrealized gain at the election date (i.e, difference between the fair market value of an asset and its tax basis on the conversion from a C corporation to a Subchapter S) is sold during the ten year period following the conversion. As a result, when a C corporation decides to convert to an Subchapter S corporation, it will generally have a valuation of its assets performed as of the date of the Subchapter S election. The purpose of this valuation is to identify those assets that have built-in-gains. The tax, usually referred to as the BIG tax is paid by the Subchapter S corporation which passes a deduction for the tax through to its shareholders. De novo institutions that begin as Subchapter S corporations do not have a built-in tax gain. The built-in-gains tax is eliminated after a ten year period. Because of the favorable tax consequences of a Subchapter S corporation which has been in existence for ten years, acquirers may be paying a higher price for a Subchapter S corporation than for a C corporation.
Securities Activities of Banks
The Securities and Exchange Commission (“SEC”) has delayed action until January 15, 2007, on proposed Regulation B that delineates the securities activities that banks may engage in without registering as brokers.  The SEC proposed Regulation B on June 17, 2004, to implement provisions of the Gramm-Leach-Bliley Act delineating the securities activities banks may engage in without registering as brokers.  With the  passage of the Financial Services Regulatory Relief Act of 2006, it is expected that the SEC will coordinate the proposed rules jointly with the Federal Reserve Board.  Information on Regulation B is available on the website of the SEC at www.sec.gov.
Cases, Rulings and Releases
In Interpretive Letter No. 1067, the Office of the Comptroller of the Currency (“OCC”) addressed distributions by a national bank on innovative capital instruments, such as noncumulative trust preferred securities.  The OCC noted that distributions on innovative capital instruments are dividends and as such are to be included in the limitation on the amount of dividends payable by a national bank.  Since distributions on an innovative capital instrument have already been subtracted from earnings in the determination of net income, the OCC concluded that it would be appropriate for a national bank to add back such dividends to its net income for purposes of calculating permissible dividends.
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