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January
January 15,
15, 2009
2009

CaPP: Subchapter S-

CaPP: Subchapter SCorporations
Corporations
On
14, 2009,
2009, Treasury
Treasury released
released aastandard
standardform
form term
term sheet
sheetdetailing
detailing the
the terms
terms and
andconditions
conditions for
for its
its
On January
January 14,
direct
investment
in
banking
institutions
organized
as
subchapter
S-corporations
(S-Corps)
pursuant
to
the
direct investment in banking institutions organized as subchapter S-corporations (S-Corps) pursuant to the
Troubled
Troubled Assets
Assets Relief
Relief Program
Program (TARP)
(TARP)Capital
CapitalPurchase
PurchaseProgram
Program (CaPP).
(CaPP). Since
SinceTreasury
Treasuryannounced
announced the
the CaPP,
CaPP,
the
program through
through which
which it
it intends
capital investments
investments in
in private
private and
andpublic
public banking
banking institutions,
institutions,
the program
intends to
to make
make capital
Treasury
has released
releasedterm
termsheets
sheetsdetailing
detailingthe
theterms
termsand
andconditions
conditionsof
ofpreferred
preferred stock
stock and
andwarrant
warrant offerings
offerings by
by
Treasury has
both
public and
private institutions.
institutions.
both public
and private
We
discuss below
below the
the currently
currently available
by Treasury
Treasury regarding
regarding
We discuss
available details
details on
on the
the new
new term
term sheet
sheet released
released by
participation
in
the
CaPP
by
S-Corps.
For
a
detailed
discussion
of
the
TARP,
recent
action
by
participation in the CaPP by S-Corps. For a detailed discussion of the TARP, recent action bythe
theFederal
Federal Reserve
Reserve
and
the
FDIC,
impact
of
the
Emergency
Economic
Stabilization
Act
of
2008
and
tax
impacts
and
and the FDIC, impact of the Emergency Economic Stabilization Act of 2008 and tax impacts and considerations,
considerations,
consult
our recent
recent Client
Client Alert
Alert “TARP
Various Federal
FederalTent
TentPoles:
Poles:Will
Will itit be
beEnough?”.
Enough?”. Additional
Additional details
consult our
“TARP and
and the
the Various
details
regarding
the CaPP
CaPPare
areavailable
availableininour
ourrecent
recentClient
ClientAlerts
Alerts“New
“NewLiquidity
Liquidity and
Capital Alternatives
Alternatives for
for Financial
regarding the
and Capital
Financial
Institutions:
Program; FDIC’s
FDIC’s Temporary
Temporary Liquidity
Liquidity Guarantee
Institutions: Treasury’s
Treasury’s TARP
TARP Capital
Capital Purchase
Purchase Program;
Guarantee Program”
Program” and
and
“CaPP:
Private Bank
Bank Program”.
Program”.
“CaPP: Private

Capital
Program for
for Subchapter
Subchapter S-Corporations
S-Corporations
Capital Purchase
Purchase Program
As
terms of
of the
CaPPfor
for S-Corps
S-Corpsare
arestandardized.
standardized. Any
Any qualified
qualified
As with
withthe
the terms
terms for
forthe
the other
other CaPP
CaPP programs,
programs, the
the terms
the CaPP
financial
financial institution
institutionmay
mayelect
electto
toparticipate
participateininthe
theCaPP
CaPP by
by notifying
notifying its
itsprimary
primaryfederal
federalbanking
banking agency
agency by
by
February
13, 2009.
2009. The
for the
private bank
February 13,
The eligibility
eligibilitycriteria
criteriafor
forS-Corps
S-Corpsare
aresubstantially
substantiallythe
thesame
same as
as those
those for
the private
bank
program
program ifif the
the institution
institutionininquestion
questionisisaacorporation
corporationthat
thathas
has made
made aa valid
valid election
election to
tobe
be taxed
taxed under
under subchapter
subchapter
S
of Chapter
of the
the U.S.
U.S. Internal
Internal Revenue
Code. A
term sheet
sheet for
for mutual
mutual organizations
organizations is
is still
still under
S of
Chapter 11 of
Revenue Code.
A standard
standard term
under
consideration.
As
of
this
time,
Treasury
has
not
announced
the
final
funding
date
for
the
CaPP
for
S-Corps.
consideration. As of this time, Treasury has not announced the final funding date for the CaPP for S-Corps.
The
for S-Corps
S-Corps are,
are, in
in many
many respects,
respects, consistent
consistent with
with the
the terms
terms for
for the
The principal
principal terms
terms of
ofthe
the CaPP
CaPP for
the other
other
programs,
especially the
theprogram
programfor
forother
otherprivate
privatebanking
bankinginstitutions.
institutions. As
for nonpublic,
nonpublic, or
programs, especially
As with
with the
the CaPP
CaPP for
or
private,
the maximum
maximum
private, banking
banking institutions,
institutions,the
theminimum
minimumsubscription
subscriptionamount
amountisis1%
1%ofofrisk-weighted
risk-weightedassets
assets and
and the
amount
is the
the lesser
lesserof
of $25
$25billion
billion or
of risk-weighted
risk-weighted assets.
amount is
or 3%
3% of
assets. In
In addition,
addition, S-Corps
S-Corps will
willbe
be subject
subject to
to the
the
executive
compensation
requirements
to
which
any
direct
seller
of
assets
under
TARP
is
subject,
including
public
executive compensation requirements to which any direct seller of assets under TARP is subject, including public
and
private
qualified
financial
institutions.
The
material
differences
of
the
CaPP
for
S-Corps
are
based
primarily
and private qualified financial institutions. The material differences of the CaPP for S-Corps are based primarily
on
the statutory
statutory structure
the nature
nature of
of the
the offering.
offering. For
offered
on the
structure of
of S-Corps,
S-Corps, not
not on
on the
Forexample,
example, the
the securities
securities to
to be
be offered
are
subordinated debentures
debentures and
andwarrants
warrantsas
asopposed
opposedtotopreferred
preferredstock
stockand
andwarrants.
warrants. Under
Under the
the Internal
Internal
are subordinated
Revenue
Code,S-Corps
S-Corpsmay
mayissue
issueonly
onlyone
oneclass
classofofstock.
stock.In
In addition,
addition, the
the government
government is
is not
not an
an eligible
eligible
Revenue Code,
stockholder
of an
S-Corp.1
If Treasury
were to
to be
be purchasing
purchasing preferred
preferred stock
stock in
in this
this program,
program, the
S-Corp would
would
1 If
stockholder of
an S-Corp.
Treasury were
the S-Corp
probably
lose
such
tax
status.
probably lose such tax status.

1
Eligible shareholders
shareholdersof
ofS-Corps
S-Corpsinclude
include individuals,
individuals, decedents’
estates,estates
estatesofofindividuals
individualsin
in bankruptcy,
bankruptcy, certain
certain trusts
trusts and
and tax-exempt
tax-exempt
1 Eligible
decedents’ estates,
organizations.
government will
will not
organizations. In
In general,
general, a
a government
not qualify
qualifyas
as an
an eligible
eligible S-Corp
S-Corp shareholder.
shareholder.

1
1
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Other
sure that
that the
the different
different structures
structures do
do not
not give
give S-Corps
S-Corps better
better terms.
terms. For
Other differences
differences exist
exist to
to make
make sure
For example,
example,
unless
expressly
provided
otherwise,
the
subordinated
debentures
issued
by
S-Corps
are
expressly
unless expressly provided otherwise, the subordinated debentures issued by S-Corps are expressly subordinated
subordinated
to
creditors or
or to
depending on
on the
the type
type of
of Sto claims
claims by
by depositors
depositors and
and general
general and
and secured
secured creditors
to senior
senior indebtedness,
indebtedness, depending
SCorp
than the
the entity’s
entity’s
Corp in
in question.
question. An
Anentity’s
entity’sdepositors
depositorsand
andother
othercreditors
creditorshave
have superior
superior claims
claims to
toits
itsassets
assets than
preferred
stockholders. In
the dividends
dividends
preferred stockholders.
Inaddition,
addition,the
theinterest
interestrates
rates payable
payable by
by the
the S-Corps
S-Corps are
are higher
higher than
than the
payable
by other
other qualified
qualified financial
financial institutions
institutions in
payable by
inrecognition
recognitionofofthe
thefact
factthat
thatinterest
interestpayments
payments on
on debt
debt securities
securities
are
deductible
for
tax
purposes
but
dividend
payments
on
preferred
stock
are
not.2
2
are deductible for tax purposes but dividend payments on preferred stock are not.
Certain
the S-Corp
S-Corp program
program compared
compared to
to the
the CaPP
CaPPfor
for other
other private
private banking
banking
Certain other
other noticeable
noticeable differences
differences between
between the
institutions
follow.
institutions follow.
The
by S-Corps
that are
are banks
banks or
or savings
savings associations
associations qualify
qualify as
Tier 2.
The capital
capital status
status of
of securities
securities issued
issued by
S-Corps that
as Tier
2.
The
securities
issued
by
S-Corps
that
are
top-tier
bank
holding
companies
or
top-tier
savings
and
loan
The securities issued by S-Corps that are top-tier bank holding companies or top-tier savings and loan
holding
(Holding Companies)
prior to
closing of
of an
offering by
holding companies
companies (Holding
Companies) qualify
qualifyas
as Tier
Tier 1;
1; however,
however, prior
to any
any closing
an offering
by
an
S-Corp, it
it will
for the
Federal banking
banking agency
agency to
to issue
issuean
aninterim
interim final
final rule
rule
an S-Corp,
willbe
benecessary
necessary for
the appropriate
appropriate Federal
designating
the senior
senior securities
securities issuable
issuable by
by such
such institutions
institutions as
as Tier
Tier 1
1 capital.
capital.
designating the

The
senior securities
securities have
have aa 30–
30- year
year term;
term; the
the preferred
preferred stock
stock is
is perpetual.
The senior
perpetual.

The
senior securities
securities will
will pay
rate of
of 7.7%
7.7% per
per annum
annumuntil
until the
the fifth
fifth anniversary
of the
The senior
pay interest
interest at
at aa rate
anniversary of
the
investment
and thereafter
thereafter at
at aarate
rateof
of13.8%
13.8%per
perannum.
annum. The
The dividend
dividend rates
for the
investment date
date and
rates for
the preferred
preferred stock
stock
issuable
in the
the other
other programs
programs is
is 5%
5% and
and 9%,
9%, respectively.
respectively.
issuable in
S-Corps
that are
are Holding
Holding Companies
senior securities
securities for
for up
S-Corps that
Companies may
may defer
defer interest
interest on
on the
the senior
up to
to 20
20 quarters;
quarters;
however,
any unpaid
unpaid interest
interest shall
shall cumulate
then applicable
applicable interest
in effect.
however, any
cumulate and
and compound
compound at
at the
the then
interest rate
rate in
effect.
For
long as
any interest
interest deferral
deferral is
is in
in effect,
effect, an
S-Corp may
may not
of equity
equity or
For so
so long
as any
an S-Corp
not pay
pay dividends
dividends on
on shares
shares of
or
trust
trust preferred
preferred securities.
securities.

Notwithstanding
in dividend
by S-Corps
participating in
Notwithstanding the
the restrictions
restrictions relating
relating to
to increases
increases in
dividend amounts
amounts by
S-Corps participating
in the
the
CaPP,
Treasury’s consent
consentshall
shall not
not be
be required
required for
for any
any increase
increase in
in dividends
dividends where
is solely
solely
CaPP, Treasury’s
where such
such increase
increase is
proportionate
in taxable
proportionate to
to the
the increase
increase in
taxable income
income of
of the
the S-Corp
S-Corpand
and such
such increased
increased dividends
dividends are
are
distributed
to
shareholders
of
the
S-Corp
in
order
to
fund
their
individual
tax
payments
distributed to shareholders of the S-Corp in order to fund their individual tax payments on
on their
their allocable
allocable
shares
of the
the S-Corp’s
S-Corp’s taxable
income.
shares of
taxable income.
Principal
interest of
of the
securities may
may only
only become
immediately due
(i.e.,
Principal and
and accrued
accrued interest
the senior
senior securities
become immediately
due and
and payable
payable (i.e.,
accelerate)
(i) in
in the
the case
caseof
ofaaHolding
Holding Company,
Company,upon
uponthe
thebankruptcy
bankruptcyor
orliquidation
liquidation of
of the
the Holding
Holding
accelerate) (i)
Company,
the receivership
receivership of
of aa major
major bank
bank subsidiary
subsidiary of
of the
the Holding
Holding Company
Company, the
Company or
or deferral
deferral of
of interest
interest on
on
the
senior
securities
for
more
than
20
quarters
or
(ii)
in
the
case
of
a
bank
or
savings
association,
the senior securities for more than 20 quarters or (ii) in the case of a bank or savings association, upon
upon the
the
receivership
receivership of
of the
the bank
bank or
or savings
savings association.
association.
One
interesting difference
difference in
in the
the CaPP
CaPPfor
for S-Corps
S-Corpsisisnotable
notablemore
morefor
for the
theinsight
insight itit may
may offer
offer regarding
future
One interesting
regarding the
the future
administration
by
Treasury
of
the
CaPP
program
than
for
its
effect
on
the
offerings.
Under
the
CaPP
program,
administration by Treasury of the CaPP program than for its effect on the offerings. Under the CaPP program,
Treasury’s
consent right
right with
with respect
to the
the increase
increasein
individend
dividend rates
ratesby
byaaparticipating
participatingqualified
qualified financial
financial
Treasury’s consent
respect to
institution
terminates
if
the
securities
purchased
from
the
qualified
financial
institution
have
been
in
institution terminates if the securities purchased from the qualified financial institution have beenredeemed
redeemed in
whole
or if
if Treasury
transfers all
all of
of the
securities to
to third
third parties.
parties. The
for S-Corps
S-Corps clarifies
clarifies that
latter
whole or
Treasury transfers
the securities
The CaPP
CaPP for
that the
the latter
clause
refersto
toaatransfer
transferby
byTreasury
Treasurytotounaffiliated
unaffiliatedthird
third parties
partiesand
andthat
thatthe
theterm
term“unaffiliated
“unaffiliated third
third parties”
parties”
clause refers
does
not include
include aa securitization
securitization vehicle
vehicle or
or investment
investment pool
pool in
in which
which Treasury
Treasury is
is an
an initial
initial sponsor
or participant
participant
does not
sponsor or
so
long as
as Treasury
Treasury has
hasan
aneconomic
economicinterest
interestininsuch
suchvehicle
vehicleor
orpool.
pool. Last
Chairman Cox
Cox wrote
so long
Last December,
December, Chairman
wrote an
an
editorial
stressing
the
importance
of
the
federal
government
having
an
exit
strategy
with
respect
to
its
growing
editorial stressing the importance of the federal government having an exit strategy with respect to its growing
equity
in qualified
qualified financial
financial institutions.3
equity stake
stake in
institutions.3 We
Wedoubt
doubtthat
thatTreasury
Treasury has
has formalized
formalized its
its exit
exit strategy
strategy at
at this
this
time,
but
any
indications
regarding
the
ultimate
disposition
of
the
securities
acquired
in
connection
with
time, but any indications regarding the ultimate disposition of the securities acquired in connection withthe
theCaPP
CaPP

2
The adjustment
adjustment assumes
assumesa a35%
35%tax
taxrate
ratefor
forthe
thequalified
qualifiedfinancial
financial institutions.
institutions.
2 The
3
Christopher Cox,
Cox, We
We Need
Need a
a Bailout
Bailout Exit
Not
Forget
That
Free
Markets
Made
America
Strong,
THETWALL
STREET
J OURNAL,
3 Christopher
ExitStrategy:
Strategy:Let’s
Let’s
Not
Forget
That
Free
Markets
Made
America
Strong,
HE W ALL
STREET
J OURNAL,
December
11,2008,
2008,available
availableatathttp://www.sec.gov/news/speech/2008/spch121108cc.htm.
http://www.sec.gov/news/speech/2008/spch121108cc.htm.
December 11,

2
2
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will
other practitioners,
practitioners, especially
especially when
when the
theterm
term“securitization”
“securitization” is
willgrab
grab the
the attention
attention of
of market
market participants
participants and
and other
is
used.
used.
We
expect that
that additional
additional details
detailswill
will be
forthcoming, including
to the
the published
publishedQ&A,
Q&A, forms
forms of
of
We expect
be forthcoming,
including updates
updates to
transaction
potentially, announcement
of the
the final
final date
by which
which the
will be
transaction documents
documents and,
and, potentially,
announcement of
date by
the investments
investments will
be made.
made.

The
Treasury materials
materialsare
areavailable
availableat:
at:http://www.treas.gov/initiatives/eesa/docs/scorp-term-sheet.pdf
http://www.treas.gov/initiatives/eesa/docs/scorp-term-sheet.pdf and
The Treasury
and
http://www.treas.gov/initiatives/eesa/faqs.shtml.
totothe
Morrison &
&
http://www.treas.gov/initiatives/eesa/faqs.shtml.AAlink
link
thematerials
materialswill
willbe
beavailable
available on
on the
the Morrison
Foerster
LLP
Financial
Crisis
web
site.
Foerster LLP Financial Crisis web site.
Contacts
Contacts

Amy
Amy Moorhus
Moorhus Baumgardner
Baumgardner
(202)
(20 2) 887-1532
887-1532
abaumgardner@mofo.com
abaumgardner@mofo.com

Joseph
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&Foerster
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With
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in 17
offices around
the world,
world, Morrison
With more
more than
than 1000
1000 lawyers
17 offices
around the
Morrison &&Foerster
Foerster offers
offers clients
clients comprehensive,
comprehensive, global
global
legal
in business
businessand
andlitigation.
litigation. The
expertise in
in finance,
finance, life
life
legal services
services in
The firm
firmisisdistinguished
distinguishedby
byits
itsunsurpassed
unsurpassed expertise
sciences,
andtechnology,
technology,its
itslegendary
legendarylitigation
litigation skills,
skills, and
unrivaled reach
acrossthe
thePacific
PacificRim,
Rim, particularly
particularly in
in
sciences, and
and an
an unrivaled
reach across
Japan
andChina.
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information, visit
Japan and
visit www.mofo.com.
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Because
of the
thegenerality
generality of
of this
this update,
update, the
theinformation
information provided
provided herein
not be
be applicable
applicable in
in all
all situations
Because of
herein may
may not
situations and
and should
should
not
acted upon
upon without
without specific
specific legal
legal advice
advice based
basedon
onparticular
particular situations.
not be
be acted
situations.
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