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I. INTRODUCTION

As independent and community banks' brace to counter the
challenge posed by money market mutual funds, interstate branch-
ing, cross-industry mergers, and other new developments in the
financial industry,2 progressive bankers are looking for ways to en-
hance operating flexibility and to preserve independence and local
ownership. The one-bank holding company form of bank owner-
ship is receiving renewed attention as a means of achieving these

1. The term "community bank" includes the general category of smaller, locally owned
or independent banks. The stock of community banks is frequently closely held or limited
in distribution, facilitating the use and formation of a one-bank holding company.

2. The congressional debate on these issues is largely being bypassed by actions of the
regulatory agencies in response to marketplace pressures. On September 28, 1982, the Board
of Governors of the Federal Reserve System (the Board) approved the acquisition of Fidel-
ity Savings and Loan Association of San Francisco by New York based Citicorp, a signifi-
cant precedent with respect to both interstate branching by banks and cross-industry merg-
ers (i.e., bank acquisition of thrift institutions). See In re Citicorp, 68 Fed. Res. Bull. 656
(1982). See also Jones, Bank and Thrift Affiliations: The Current Opportunities, 100 BANK-
ING L.J. 247 (1983). Subsequently, the Garn-St. Germain Depository Institutions Act of 1982
effectively limited cross-industry acquisitions to situations involving failing institutions.
Pub. L. No. 97-320, § 123, 96 Stat. 1469, 1483-85 (to be codified at 12 U.S.C. § 1730a). The
Garn-St. Germain Depository Institutions Act of 1982 also advances the cause of deregula-
tion substantially by making money market deposit accounts generally available for banks.
See id. § 327, 96 Stat. at - (to be codified at 12 U.S.C. § 3503).
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objectives.3 Moreover, the ability of a one-bank holding company
to retire bank stock acquisition indebtedness with "pretax" dollars
remains an important aid to individual ownership of banks."

The development of bank holding company regulation can be
traced to the 1890s when various states legalized the holding com-
pany structure.5 The major reason for the emergence and develop-
ment of holding companies was the political preference in some
states for unit banking restrictions.' In states which prohibited
branch banking, the multibank holding company provided the ve-
hicle for expanding beyond local markets. Thus, a diverse pattern
of holding company development has emerged from state to state
in terms of the number of banks and relative concentration of
deposits.'

Federal regulation of bank holding companies was limited and
ineffective until Congress adopted the Bank Holding Company Act
of 19569 (the Act). The purposes of the Act were to define holding

3. In Texas alone, the number of one-bank holding companies increased 594% from 63
on December 31, 1973, (an estimate obtained from the Federal Reserve Bank of Dallas staff)
to 374 on December 31, 1982. BOARD OF GOVERNORS, FED. RESERVE Sys., REPORT No. DIlK-
HCS-01 DISTRIcT ELEVEN-ONE-BANK HOLDING COMPANIES (1983).

Nationally, the number of one-bank holding companies has increased 241% from 1282
on December 31, 1973, BOARD OF GOVERNORS, FED. RESERVE SvS., 1971-1975 ANNUAL STATIS-
TICAL DIGEST 280, to 3093 on December 31, 1981, the most recent date for which information
is available, BOARD OF GOVERNORS, FED. RESERVE SYs., 1981 ANNUAL STATISTICAL DIGEST 184.

4. Although the term "pretax dollars" implies the use of untaxed or tax deductible
dollars to retire acquisition debt, in this context the reference is to the elimination of double
taxation on bank earnings which otherwise might be used to retire individual acquisition
debt held by shareholders. See infra notes 23-32 and accompanying text.

5. See Watkins & West, Bank Holding Companies: Development and Regulation, 67
ECON. REV. 3, 3-4 (June 1982). In fact, prior to the legalization of holding companies, it was
illegal for one corporation to own another. Id. at 4 n.1.

6. Id. at 3-4. The public sentiment behind the prohibition of branching can be traced
to widespread abuses in the banking system during the first half of the nineteenth century.
Id.

7. Fourteen states prohibit branch banking altogether and 16 states allow limited
branching. See W. SCHLICHTING, T. RICE & J. COOPER, BANKING LAW § 5.06, at 5-12 to -31
(M. Bender ed. 1982). See, e.g., TEx. CONST. art. XVI, § 16; TEX. REV. CIv. STAT. ANN. art.
342-903 (Vernon Supp. 1982-1983) (prohibiting branch banking in Texas).

8. See Watkins & West, supra note 5, at 4.
9. Ch. 240, 70 Stat. 133 (codified as amended at 12 U.S.C. §§ 1841-1850 (1976 & Supp.

V 1981)). The Federal Reserve Board (the Board) has indirect power to regulate holding
companies under the Clayton Act, 15 U.S.C. § 21(a) (1976). The McFadden Act, ch. 191, 44
Stat. 1224 (1927) (codified in scattered sections of 12 U.S.C.), and the Banking Act of 1933,
ch. 89, 48 Stat. 162 (codified in scattered sections of 12 U.S.C.), include further provisions
affecting holding companies.
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companies, control their expansion, and establish the scope of their
permitted nonbanking activities. 10 As adopted, the Act defined a
bank holding company as any "company" that owned at least
twenty-five percent of two or more banks." The Act did not cover
one-bank holding companies," an exclusion which undermined its
effectiveness. The number of one-bank holding companies in-
creased rapidly thereafter as banking organizations reorganized to
take advantage of this statutory omission." In 1970 the Act was
amended to treat one-bank holding companies in the same manner
as multibank holding companies."

This article is designed as a primer on one-bank holding com-
panies, to assist bank counsel and management in evaluating the
advantages of the vehicle and the fundamental guidelines for its
formation.15 The article is in two parts: part one summarizes the
common uses and applications of the one-bank holding company
form of ownership;"6 part two reviews the legal and practical con-
siderations relevant to formation of a one-bank holding company,
with emphasis on regulatory and business considerations. 17

Generally, the discussion and analysis applies to both state

10. See Watkins & West, supra note 5, at 4-5.
11. Ch. 240, § 2(a)(1), 70 Stat. 133, 133.
12. See id.
13. See Watkins & West, supra note 5, at 5-7.
14. See Bank Holding Company Act Amendments of 1970, Pub. L. No. 91-607, §

101(b), 84 Stat. 1760, 1762 (codified at 12 U.S.C. § 1841(b) (1976)).
15. This article has been designed for both bankers and lawyers. The latter group

must be warned that there is virtually no common law or commentary specifically on the
subject of one-bank holding companies. The principal published treatise on bank holding
company practice is P. HELLER, HANDBOOK OF FEDERAL BANK HOLDING COMPANY LAW (1976).
For further discussion of this topic, see generally C. BLAINE, FEDERAL REGULATION OF BANK
HOLDING COMPANIES: AN ANALYSIS OF THE BANK HOLDING COMPANY AcT OF 1956, AS
AMENDED (1973) and H. MCCLELLAN, MANAGING ONE-BANK HOLDING COMPANIES (1981).

The Bank Holding Company Act of 1956, 12 U.S.C. §§ 1841-1850 (1976 & Supp. V
1981), and Regulation Y, 12 C.F.R. pt. 225 (1982), are the two official sources which serve as
guidelines. While the decisions of the Board in individual cases are not published in a way
that enables them to be cited as authority in specific situations, the Federal Reserve Bulle-
tin is a monthly publication that includes selected Board approval or disapproval orders in
individual cases. However, the specific facts of the cases are not recited in Board orders and
thus the same phrases are repeated from case to case. See, e.g., Florida Nat'l Banks, Inc., 66
Fed. Res. Bull. 346, 347 (1980) ("[clonsiderations relating to the convenience and needs of
the community to be served lend weight toward approval of the application" of the holding
company); Heaton Bank Holding Co., 64 Fed. Res. Bull. 124, 125 (1978) (the holding com-
pany should be a "source of financial and managerial strength for its subsidiary").

16. See infra notes 20-80 and accompanying text.
17. See infra notes 81-204 and accompanying text.
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and national banks. While primary focus will be on the formation
of holding companies having a single bank subsidiary, there is no
difference between a "one-bank" holding company and a "mul-
tibank" holding company other than the number of banks owned."'
In fact, the Act and regulations promulgated thereunder make no
distinction between the one-bank and multibank forms of
ownership."9

II. THE USES OF A ONE-BANK HOLDING COMPANY

The major reasons for organizing a one-bank holding company
are to: (1) assume shareholder stock acquisition debt; (2) finance
increases of bank capital; (3) allow redemption of outstanding
stock; (4) expand into permitted "nonbanking" or bank-related
businesses, including the acquisition or charter of a second bank;
and (5) increase operational flexibility by providing alternative
means of solving recurring business problems. A common theme
underlying these purposes is that a holding company can provide a
source of financing without resorting to shareholders for additional
equity. This is accomplished by the holding company's creation of
long-term debt, which is then retired from the future earnings of
the subsidiary bank paid as dividends to the holding company.
Therefore, the holding company provides a means for bank share-
holders to leverage their investment in a collective fashion to
finance specific business objectives. Achievement of these objec-
tives is more effectively attained because the holding company ex-
pands the range of operational flexibility available to bank owners
and management.

18. While the general principles discussed in this article will be equally applicable to
both corporate forms, some legal issues may arise in the context of establishing a multibank
structure that will not be present in the formation of a one-bank holding company. For
example, the effects of a proposed transaction upon existing competition are factors in mul-
tibank cases but are normally not relevant in one-bank situations. See infra note 90 and
accompanying text. In comparison, regulation of savings and loan holding companies differs
significantly between holding companies having one savings subsidiary and those having two
or more. See National Housing Act, 12 U.S.C. § 1730a(c)(2) (1976).

Partly because of the history of federal bank holding company regulation, a widespread
public misconception is that the one-bank holding company is a creature of special regula-
tory authority. In reality, however, a one-bank holding company can become a multibank
holding company simply by seeking approval for the acquisition of a second bank. See infra
notes 64-65 and accompanying text.

19. See 12 U.S.C. § 1841(a) (1976 & Supp. V 1981).
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A. Debt Assumption-Financing Bank Stock Acquisition Debt

Since the beginning of systematic regulation in 1970,20 one-
bank holding companies have often been organized for the specific
purpose of facilitating the retirement of debt incurred by control-
ling shareholders in connection with their original stock acquisition
or subsequent stock purchases.2 " This objective is achieved by the
holding company's acquisition of the bank stock in exchange for its
own securities and simultaneous assumption of the acquisition
debt of the bank's shareholders.2 2

Tax savings is an important reason underlying the formation
of bank holding companies to assume acquisition debt. 3 Acquisi-
tion debt can be serviced with greater tax efficiency through a
bank holding company than by an individual shareholder.2 4 In the
absence of a bank holding company, the shareholders of a bank are
compelled to service their stock acquisition debt with bank earn-
ings paid as dividend income. These earnings are taxed twice
before they can be used to service acquisition debt-once as the

20. See Bank Holding Company Act Amendments of 1970, Pub. L. No. 91-607, §
101(b), 84 Stat. 1760, 1762 (codified at 12 U.S.C. § 1841(b) (1976)).

21. No comprehensive survey has been released concerning the number of one-bank
holding companies on a state or national basis which have been organized or are operated
for a specific business purpose. However, using the amount of debt assumed by the holding
companies organized in Texas between 1970 and 1978 as a criterion, it appears that about
three-fourths of the organizations involved acquisition debt assumption. See Madeley, One-
Bank Holding Companies Increase Rapidly, VoIcE, Sept. 1978, at 14, 15.

22. For a complete discussion of this procedure, see infra notes 133-49 and accompa-
nying text.

23. Although tax planning has motivated the evolution of different forms of business
organizations, including the one-bank holding company, it is inappropriate to conclude that
the vehicle is simply the product of a loophole in the tax laws. The bank holding company
vehicle is useful for many purposes other than servicing acquisition debt, and it is arguable
that the "preferential" tax treatment of holding companies is a product of a long-standing
system of federal business taxation. This is notwithstanding the perennial objections of the
Internal Revenue Service. Fortunately, the most recent attempts by the IRS to restrict
shareholder debt assumption by holding companies have been met with stiff industry and
congressional resistance. As a result, the tax benefits of the structure received a new lease on
life upon enactment of the Tax Equity and Fiscal Responsibility Act of 1982 (the Tax Act),
Pub. L. No. 97-248, 96 Stat. 324 (to be codified in scattered sections of I.R.C.). The Tax Act
was designed to clarify when a holding company could assume the acquisition debt of its
shareholders in a tax-free transaction pursuant to § 351 of the Internal Revenue Code of
1954, I.R.C. § 351 (1976 & Supp. V 1981). See Pub. L. No. 97-248, § 226, 96 Stat. 324, 490-
92 (1982) (to be codified at I.R.C. § 304).

24. For a more detailed discussion of tax considerations in organizing a one-bank hold-
ing company, see infra notes 152-63 and accompanying text.
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bank's ordinary income25 and again as the individual's dividend in-
come.26 A bank holding company, however, may file consolidated
tax returns for an eighty percent owned bank subsidiary and re-
ceive dividend income tax free from the subsidiary. The relative
savings from eliminating the individual's tax will vary depending
upon the tax circumstances of the shareholder, but the savings can
be substantial in many cases. '

A related tax benefit of the bank holding company is that tax
deductions are available to the full extent of interest paid on the
holding company's debt. 9 In contrast, revisions of the Internal
Revenue Code adopted in 1976 limit individual interest deductions
over $10,000 to the extent of "investment income" otherwise re-
ceived by the individual during the taxable year.30 Therefore, in
some situations, a holding company form of ownership can pre-
serve the full tax benefit of deducting all interest paid in servicing
acquisition debt, some of which might not be deductible for the
individual taxpayer."1 Moreover, the interest deduction taken by
the holding company, when consolidated for tax purposes with the
earnings of the eighty percent bank subsidiary, reduces the total
tax burden of the subsidiary. This tax savings effectively creates
"income" for the holding company which can be utilized to service
holding company debt. In other words, the holding company is re-
imbursed by the bank subsidiary for the holding company's tax
losses, allowing the extra dollars, which otherwise would be paid by
the bank to the government, to be spent by the holding company
to help service its debt. 2

25. See I.R.C. §§ 61-64 (1976 & Supp. V 1981) (dealing with computation of ordinary
income taxed to corporations).

26. Id. § 61(a)(7) (1976) (dealing with dividend income to individuals).
27. See Treas. Reg. § 1.1502-14(a) (1972).
28. Consider the following example assuming maximum tax brackets. To service

$80,000 in interest and $80,000 in principal of acquisition debt without a holding company
would require $240,000 in dividend distributions to the bank's shareholders to yield the
needed $160,000 in aftertax dollars. If the holding company vehicle were used, total divi-
dend distribution to the parent holding company would need to be only $120,000 plus a
distribution of $40,000 to achieve the tax benefit of the interest deduction.

29. See Treas. Reg. § 1.1502-13(b)(1) (1972).
30. See I.R.C. § 163(d) (1976).
31. For purposes of I.R.C. § 163, "investment income" would include bank dividends.

Id. § 163(d)(3)(B). Preventing the loss of interest deductions on bank stock acquisition debt,
however, is rarely a primary tax objective in the formation of a one-bank holding company.

32. For a discussion of the computation of consolidated taxable income, see B. Birr-
KER & J. EUSTICE, FEDERAL INCOME TAXATION OF CORPORATIONS AND SHAREHOLDERS 15.23,
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B. Capital Maintenance

Banks experiencing rapid growth, poor earnings, or unex-
pected loan losses may need periodic infusions of new equity capi-
tal to maintain the minimum level of total capital required by the
bank's primary regulator.13 As an alternative to selling additional
stock to shareholders, holding companies have been organized to
incur long-term debt and to inject the proceeds as capital into its
subsidiary bank.34 Consequently, the total amount of leverage in
the banking system has been increased. 5 Moreover, the desire of
bank owners to maximize their return on invested equity, com-
bined with the effects of inflation and general economic conditions,
has led bank regulatory agencies to fight a rearguard action on cap-
ital adequacy standards.3

at 15-58 to -74 (4th ed. 1979).
33. The primary regulators of banks are the Office of the Comptroller of the Currency

(Comptroller of the Currency) for national banks; the Federal Deposit Insurance Corpora-
tion (FDIC) for state nonmember banks; and the concerned state banking authority along
with the Board for state member banks.

34. Using parent company debt to fund equity investments in subsidiaries is com-
monly referred to as "double leverage." See Boczor & Talley, Bank Holding Company Lev-
erage, 57 MAG. BANK ADMIN. 53, 53 (May 1981). In essence, this operation results in the
subsidiary becoming less leveraged (since its liabilities remain unchanged while its equity
increases) and both the parent and the consolidated holding company becoming more lever-
aged (since their liabilities increase while their equity remains unchanged). If the extra
earnings due to the increased equity base of the subsidiary exceed the cost of the funds to
the parent, the use of double leveraging may improve the financial position of the holding
company. Id. at 54.

35. The aggregate amount of double leverage (aggregate investment in subsidiaries mi-
nus aggregate parent equity) found in a nationwide sample of fifty large bank holding com-
panies increased from $572 million in 1970 to $5087 million in 1979. Id. at 56. Although no
data are available to estimate one-bank holding company leverage, the above figures indi-
cate the general growth of the industry.

There may be no definite answer to the question of the effect of banking leverage on
depositor protection and economic stability. However, one recent study found that the rate
of return on stockholders' equity responded positively to an increase in financial leverage to
a certain point, but beyond that point, earning rates declined. See Karna & Graddy, Bank
Holding Company Leverage and the Return on Stockholders Equity, 13 J. BANK RESEARCH

42, 47 (Spring 1982).
36. See FFIEC Notice, 46 Fed. Reg. 32,498 (1981); State Banks and Trust Companies,

3 FED. BANKING L. REP. (CCH) 35,254, at 17,161-3 (Oct. 1, 1982). The Board's policy of
reducing capital standards and permitting more leverage has resulted in a steady increase in
bank holding company formations in recent years. See supra note 3. Although present pol-
icy generally finds 7% adequate, prior agency policy emphasized a minimum capital ratio of
8% for community banks. See FEDERAL RESERVE Sys., DEFINITION OF BANK CAPITAL AND
CAPITAL ADEQUACY GUIDELINES PROGRAM 16 (Mar. 17, 1982) [hereinafter cited as BOARD
POLICY STATEMENT ON CAPITAL ADEQUACY].
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1. Adequacy of Capital

The Federal Reserve Board (the Board) has spoken on the
capital standards for bank holding companies in various ways. The
Board currently requires that bank holding companies having over
$150 million in assets meet a consolidated capital-to-assets ratio of
seven percent. 7 The result of this policy is that holding company
debt is effectively limited to the amount of the excess of subsidiary
capital over seven percent of total assets, plus the amount of good-
will or excess of purchase price over book value on the books of the
holding company. This policy provides a theoretical cap on the
amount of debt that a holding company may incur and yet main-
tain a consolidated capital-to-assets ratio of seven percent or
greater. The primary issue considered by the Board when evaluat-
ing a one-bank holding company debt proposal is whether the
earnings of the subsidiary, after maintaining capital at seven per-
cent of assets, is projected to be adequate to retire the acquisition
debt over a reasonable period.3

The inherent restrictions of the Board's policy statement do
not apply to one-bank holding companies having less than $150
million in assets on a consolidated basis.3

1 Certain broader guide-
lines may apply to smaller holding companies.'0 For example, in
common practice, a small one-bank holding company's debt-to-eq-
uity ratio should not exceed three-to-one based on the balance
sheet of the holding company.'1 Nonetheless, this limit leaves a

37. This was also the guideline established for the banks themselves. See BOARD POL-

ICY STATEMENT ON CAPITAL ADEQUACY, supra note 36, at 6. These guidelines apply to banks
and bank holding companies that are well managed and not under special supervisory atten-
tion. If an institution is weak financially, under some form of corrective or administrative
action, or has other problems, it may be required to maintain ratios higher than those pre-
scribed by the guidelines.

38. See FEDERAL RESERVE SYS., POLICY STATEMENT FOR ASSESSING FINANCIAL FACTORS

IN THE FORMATION OF SMALL ONE BANK HOLDING COMPANIES PURSUANT TO THE BANK HOLD-

ING COMPANY ACT 2-3 (Mar. 28, 1980) [hereinafter cited as BOARD POLICY STATEMENT ON

FINANCIAL FACTORS].

39. See BOARD POLICY STATEMENT ON CAPITAL ADEQUACY, supra note 36.
40. Id. See infra notes 90-111 and accompanying text.
41. This 3 to 1 debt-to-equity limitation is not the subject of any published Federal

Reserve Board policy. However, prior to the issuance of the BOARD POLICY STATEMENT ON

FINANCIAL FACTORS, supra note 38, it was widely understood by banking lawyers that such a
guideline was considered by the Board staff in evaluating one-bank holding companies.
Whether this rule of thumb remains significant is questionable.

The equity utilized in comparison with debt is the equity of the one-bank holding com-
pany, which is normally the amount of the bank's equity less the debt of the holding
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great deal of opportunity for use of the holding company to pro-
vide capital for the growing community bank.

2. Flexibility in Raising Debt and Equity Capital

The ability of a one-bank holding company to provide operat-
ing capital for its subsidiary by incurring long-term debt gives
management additional flexibility in raising needed capital. As a
practical matter, this may represent the only opportunity for the
closely held community bank to generate capital. Moreover, the
holding company can also be useful in planning options for funding
capital in ways other than incurring bank debt with a third party
such as a correspondent bank. 5

Existing regulations treat a bank holding company as a busi-
ness corporation and not a banking association.4 3 Therefore, bank-
ing regulations dealing with the corporate affairs of banks, espe-
cially in the area of issuing corporate securities, do not apply to
bank holding companies. In addition, because direct regulation of
bank holding companies does not control issuance of corporate se-
curities, the holding company generally has the same operating
flexibility as any business corporation under governing state law.
This enables bank holding companies to create special classes of
corporate securities to attract new sources of capital." This might
take the form of a hybrid security, such as a convertible preferred
which could be tailored to the specific investment needs of an indi-
vidual investor, or commercial paper issued to a broader class of
investors."

company.
42. See infra notes 47-55 and accompanying text.
43. See 12 U.S.C. § 1841(a)-(c) (1976 & Supp. V 1981).
44. See 12 C.F.R. § 225.6 (1982) (regulating only the purchase or redemption by the

bank holding company of its own shares).
45. This is not to say that a bank cannot create special classes of securities, but only

that regulatory approval would be required. National banks must seek approval of the
Comptroller of the Currency. See 12 U.S.C. § 51a (1976). Cf. Criteria for Determining Pri-
mary Capital Status of Mandatory Convertible Securities, 1 FED. BANKING L. REP. (CCH)
5463, at 3357-2 to 3359 (May 26, 1982) (joint release by Federal Reserve Board and Comp-
troller of Currency delineating guidelines for whether a mandatory convertible security is-
sued by a bank can qualify as primary capital in assessing capital adequacy).

46. For an excellent discussion of the issuance of commercial paper by bank holding
companies, see P. HELLER, supra note 15, at 169.

[Vol. 14:739748
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C. Redemption of Stock

Federal and state banking regulations prohibit banks from ac-
quiring their own shares except in limited circumstances. 7 Bank
holding companies, however, are not subject to these limitations.4

a

Therefore, the bank holding company provides a convenient struc-
ture for financing stock redemptions with long-term debt. The
availability of these simple powers opens the door to a variety of
different applications and business opportunities.

1. Shareholder Liquidity

A common problem faced by community banks is preserving
local ownership or independence. Community bank independence
may be threatened whenever controlling shareholders of a small
bank must liquidate their investment. If the bank's stock is not
publicly traded, the selling shareholder must either find other ex-
isting shareholders to acquire the stock or sell his interest to an
outside bank or third party. The bank holding company provides
both the structure and financing necessary to facilitate internal ac-
quisition of the stock by existing shareholders of the company or
acquisition of control by a third party.

The bank holding company assists internal acquisition by uni-
fying the collective will of the shareholders in evaluating the desir-
ability of acquisition and the appropriate price. More importantly,
a holding company offers the opportunity to finance the redemp-
tion with long-term debt, avoiding an additional cash commitment
by the existing individual shareholders. The board of directors of
the holding company can negotiate with the selling shareholders
and consummate the transaction with the proceeds of holding com-

47. See, e.g., 12 U.S.C. § 83 (1976) (national bank may not acquire its own shares
unless it is "necessary to prevent loss upon a debt previously contracted in good faith" and
the stock is disposed of within six months).

Texas law prohibits a bank from acquiring its own shares except to "prevent loss upon
a loan or investment previously made in good faith." TEx. REV. CIV. STAT. ANN. art. 342-506
(Vernon 1973 & Supp. 1982-1983). A bank may purchase as treasury stock its own shares for
employee stock option or bonus plans subject to shareholder approval. In any event, a Texas
bank may never hold more than 5% of the total number of its outstanding shares. Id.

48. Regulation Y requires 45 days prior notice to the Board if more than 10% of a
company's consolidated net worth is to be paid to redeem stock in any twelve-month period.
12 C.F.R. § 225.6 (1982). Presumably the Board could issue a cease and desist order if it felt
the proposed redemption or the amount of debt created jeopardized the safety and sound-
ness of the banking organization.

19831 749
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pany debt. This preserves local control and provides existing
shareholders with a pro rata increase, albeit leveraged, in the
residual equity of their underlying investment. This method also
enables the existing shareholders of a small percentage of the stock
of the bank or bank holding company to acquire a controlling in-
terest over a period of years.

To facilitate acquisition of control by a third party, the hold-
ing company provides a means of "bootstrapping" the acquisition
with internal debt. 9 This process reduces the cash commitment re-
quired of the acquiring party. For example, one might acquire
twenty-five percent of the stock of a one-bank holding company for
cash and force the holding company to redeem fifty percent of its
outstanding stock from other shareholders. This is tantamount to a
direct acquisition of fifty percent of the stock of the corporation.

A felated procedural advantage of using redemption to acquire
control of an existing one-bank holding company is the limited
scope of regulation. According to the Act, internal corporate affairs
of the bank holding company are not regulated except to the ex-
tent that the safety and soundness of the enterprise is affected.5

Although Regulation Y requires "prior notice" of a redemption
when the consideration equals ten percent or more of the com-
pany's consolidated net worth,"' giving "prior notice" is distin-
guishable from obtaining "prior approval" in acquiring control of a
bank.52 The "prior notice" situation theoretically requires an af-
firmative act of the Federal Reserve Board to take cognizance of,
become educated about, and act upon a pending proposal. This
suggests that greater speed, greater leverage, and fewer regulatory
procedures apply to the acquisition of an existing one-bank hold-
ing company via a redemption procedure, as compared with the
direct acquisition of a bank followed by the formation of a one-
bank holding company.

49. While it has been noted that the Board generally takes a dim view of "bootstrap-
ping," the practice is certainly not prohibited. P. HELLER, supra note 15, at 135 n.218.

50. See 12 C.F.R. § 225.6 (1982). See also 12 U.S.C. § 1818(b)(3) (1976 & Supp. V
1981); id. § 1844(e)(1) (Supp. V 1981) (regarding the Board's cease and desist powers).

51. 12 C.F.R. § 225.6 (1982).

52. See 12 U.S.C. § 1842(a)(3) (1976) (requiring prior approval of the Board when a
bank holding company acquires more than 5% of the voting shares of any bank); 12 C.F.R.
§ 262.3(b) (1982) (detailing procedures for obtaining such approval).
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2. Market Making Activities

The capacity of a holding company to reacquire its own shares
can also support the market for the holding company's stock.
While there is nothing fundamentally wrong with the idea of a cor-
poration serving as a market maker for its own stock, the potential
for abuse has led to the development of various legal doctrines and
regulations to restrict the practice."3 Nonetheless, the opportunity
remains for a one-bank holding company to acquire its own stock
from its shareholders on a continuous basis. The offer must be
communicated to the shareholders with proper disclosure and due
consideration of any applicable federal or state securities regula-
tions.5 4 As a buyer of last resort, the holding company can floor the
price at which its stock is traded, providing some comfort to share-
holders concerned about liquidity. A historical pattern of back-
stopping the shareholders' investment in this fashion could result
in making the local market and the shareholders more receptive to
the offer of new equity by the bank holding company.

3. Estate Planning

Finally, potential estate planning benefits are available to the
majority shareholders of a bank by having a one-bank holding
company refinance an acquisition of the shareholder's stock upon
death. For example, the shareholder could obligate the holding
company to reacquire his or her stock in order to leave designated
persons or heirs in control of the residual equity of the holding
company. A business life insurance policy could be obtained to
supplement the financing capability of the holding company. The
purchase price could be fixed so that any appreciation would inure

53. Section 13e of the Securities Exchange Act of 1934, 15 U.S.C. § 78m(e)(1) (1976),
provides the basis for regulation of an issuer's purchase of its own securities. This section
grants the Securities and Exchange Commission (SEC) authority to regulate acts and prac-
tices which are fraudulent, deceptive, or manipulative with respect to these types of
purchases. Id. The SEC has promulgated three rules (13e-1, 13e-3, and 13e-4) which imple-
ment and interpret § 13e. See 17 C.F.R. §§ 240.13e-1, 240.13e-3, 240.13e-4 (1982).

Market making activities are also subject to the general antifraud provisions of Rule
10b-5, 17 C.F.R. § 240.10b-5 (1982), under the Securities Exchange Act of 1934, 15 U.S.C. §
78j(b) (1976), which are universally applicable to all purchases and sales of any securities. In
addition, state securities laws have antifraud provisions which must be complied with in the
purchase or sale of securities. See, e.g., TEx. REV. Ctv. STAT. ANN. art. 581-33 (Vernon Supp.
1982-1983).

54. See infra notes 164-86 and accompanying text.
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to the residual shareholder. This plan would pass operating control
to designated persons with a minimum of adverse tax conse-
quences."

D. Bank Holding Company Expansion

Due to marketplace pressures, regulatory agencies have ex-
panded the permissible activities of holding companies. This has
led to the eventual erosion of the legislative concept that commer-
cial banking should be separated from other forms of commercial
endeavors."

1. Existing Regulation of Nonbanking Activities

The types of investments in which a holding company may en-
gage are enumerated in the form of exemptions from the divesti-
ture requirements of the Board. 7 One notable exception allows
bank holding companies to conduct activities such as holding cer-
tain real estate, operating a safe deposit business, furnishing ser-
vices to the holding company and its subsidiaries, and liquidating
certain assets." More significantly, section 1843(c)(8) provides au-
thority for the Board to define other permissible activities, includ-
ing owning a company that performs services "closely related to
banking . . . as to be a proper incident thereof." 9 The Board,

55. See generally B. BITrKER & J. EusTicE, supra note 32, 9.40, at 9-55 to -58; J.
MANNING, ESTATE PLANNING 271-318 (2d ed. 1982). It is assumed in this example that the
residual shareholders are largely the heirs of the shareholder and that dissenting minority
shareholders will be bought out or otherwise reconciled to the redemption proposal.

56. See Perkins, The Divorce of Commercial and Investment Banking: A History, 88
BANKING L.J. 483, 524-27 (1971).

57. See 12 U.S.C. § 1843(c) (1976 & Supp. V 1981).
58. Id. § 1843(c)(1) (1976). This section provides that a holding company may own:
(1) shares of any company engaged or to be engaged solely in one or more of the
following activities: (A) holding or operating properties used wholly or substan-
tially by any banking subsidiary of such bank holding company in the operations
of such banking subsidiary or acquired for such future use; or (B) conducting a
safe deposit business; or (C) furnishing services to or performing services for such
bank holding company or its banking subsidiaries; or (D) liquidating assets ac-
quired from such bank holding company or its banking subsidiaries or acquired
from any other source prior to May 9, 1956, or the date on which such company
became a bank holding company, whichever is later ....

Id.
59. Id. § 1843(c)(8). This section provides that a holding company may own "shares of

any company the activities of which the Board after due notice and opportunity for hearing
has determined (by order or regulation) to be so closely related to banking or managing or
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through Regulation Y, has adopted a "laundry list" of permissible
"nonbanking activities" which are deemed "closely related" to
banking. 0 The list includes extending credit, operating industrial
banks, servicing loans, engaging in certain trust activities, acting as
financial advisor in specified situations, leasing personal and real
property, investing in charitable corporations, providing data
processing and bookkeeping services for the holding company and
its subsidiaries, providing specified types of insurance, underwrit-
ing credit life insurance, providing limited courier services, selling
travelers checks, money orders, and savings bonds, providing man-
agement consulting, and conducting real estate appraisals." Many
of these activities are subject to limitations and conditions, partic-
ularly with regard to the scope of operations.6 2 In general, the
Board confines the holding company to operations which are di-
rectly supportive of the holding company's bank affiliates. 5

2. Expansion Through Acquisition: Multibank Holding
Companies

For most small banks and bank holding companies, the path
of desired expansion is through acquisition of other banks rather
than through permissible nonbanking and bank-related activities.
These nonbanking activities become more practical as offshoots of
a banking organization that includes several individual banks. The
volume of credit life insurance needs produced by several different

controlling banks as to be a proper incident thereto." Id.
60. See 12 C.F.R. § 225.4(a) (1982).
61. Id. In addition, the Bank Export Services Act of 1982 permits bank holding com-

panies to invest up to 5% of consolidated capital and surplus in export trading companies.
See Pub. L. No. 97-290, § 203(3), 96 Stat. 1235, 1236 (to be codified at 12 U.S.C. § 1843(c)).

62. For example, the range of permissible insurance and investment activities has been
limited by court decisions. See, e.g., Investment Co. Inst. v. Board of Governors, 551 F.2d
1270 (D.C. Cir. 1977) (investment activities); Alabama Assoc. of Ins. Agents v. Board of
Governors, 533 F.2d 224 (5th Cir. 1976) (insurance activities). On January 7, 1983, the
Board approved the acquisition of The Charles Schwab Corporation by BankAmerica Cor-
poration, thereby approving certain retail discount brokerage activities. See BankAmerica
Corp., 69 Fed. Res. Bull. 105 (1983).

63. It should be noted that the permissible activities are better adapted to meet the
business needs of larger institutions than small community banks. Most small banks will
have little interest in providing courier or investment services, and few of the existing one-
bank holding companies appear to have undertaken any of these activities. However, as
small banks become aware of the range of permissible activities and as competitive pres-
sures encourage innovation, one-bank holding companies may begin to provide these addi-
tional services.
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banks, for example, might be sufficient to support a separately
chartered and capitalized credit life underwriting subsidiary of the
holding company."4 Other economies of scale may gradually be-
come feasible for the small multibank holding company.

A bank may decide to organize a one-bank holding company
to obtain the ability to acquire other banks. This goal might be
achieved through consolidation with a bank in an adjoining market
area by using either stock or debt financing of the holding com-
pany owning the existing bank. An alternative would be to use
holding company debt to fund the capital required to charter a
new bank. It is possible that a community bank could proceed di-
rectly to multibank status by filing a combined application for the
acquisition of both the existing bank and the new bank.65 The one-
bank holding company, while not essential to the process, can be
useful as a transitory stage.

E. Business Flexibility

The pursuit of operational flexibility is cited almost univer-
sally in offering circulars for new holding companies as a major
reason for forming the one-bank holding company. The term "flex-
ibility" not only embraces the enabling aspects of each specific use
of holding companies," but also has become a practical reason it-
self for owners of independent banks to organize one-bank holding
companies.0 7 Flexibility refers also to the inherent fact that certain
actions which raise regulatory considerations when undertaken by
banks can be undertaken indirectly and with greater ease through
the holding company structure. Examples of this flexibility include
allowing the holding company to own real estate, compensate man-
agement, defend against takeover attempts, and assist the owners
in perpetuating control.68

64. See Watro, Bank Holding Companies' Participation in Credit Insurance Under-
writing, ISSN 0428-1276 ECON. COMMENTARY (May 3, 1982).

65. See 12 C.F.R. § 262.3 (1982).
66. See supra notes 20-65 and accompanying text.
67. Much of the vaunted flexibility of the one-bank holding company is not utilized by

a small community bank because most one-bank holding companies are organized for the
principal purpose of assuming shareholder acquisition debt. See supra note 21.

68. See infra notes 69-80 and accompanying text. These examples of flexibility are not
exclusive; other applications can be developed to address specific needs. The purpose of this
article is simply to cover the more basic opportunities available.
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1. Bank Real Estate

The amount a bank can invest in bank premises is limited."9
The only comparable limitation on a bank holding company is that
any real estate acquired be "used wholly or substantially" by a
banking subsidiary of the holding company for the subsidiary's op-
erations, or be held for future use by the subsidiary in its opera-
tions.7 0 A banking organization structured as a one-bank holding
company, therefore, may potentially spend more on bank premises
than can an independent bank. This flexibility is especially benefi-
cial in an era of higher land and construction costs.

2. Management Compensation

Although the ability of banks to fund employee stock option
programs is limited by existing regulations and policies," no regu-
lations exist which limit such programs for holding companies. The
holding company's authorized unissued shares can be utilized to
fund option plans for key employees without regulatory approval.7

Similarly, banks are subject to the restrictions of the Financial
Institutions Regulatory and Interest Rate Control Act of 197871
(FIRA) which limits preferential loans to bank officers and direc-
tors, even though such loans could serve legitimate business pur-
poses.74 Because bank holding companies are not subject to the

69. See 12 U.S.C. § 371d (1976) (national bank must obtain prior approval from
Comptroller to invest in bank premises or make loans to or invest in a corporation owning
the bank premises, if the aggregate of investments and indebtedness of the corporation ex-
ceeds the amount of capital stock of the bank); TEx. REv. Civ. STAT. ANN. art. 342-501(a)
(Vernon Supp. 1982-1983) (Texas bank may not invest more than 60% of its primary capi-
tal accounts in its domicile without prior consent of the State Banking Department).

70. 12 U.S.C. § 1843(c)(1)(A) (1976).
71. See, e.g., Tix. Rav. Ctv. STAT. ANN. art. 342-506 (Vernon Supp. 1982-1983) (em-

ployee stock option plans limited to 5% of total outstanding stock).
72. In addition, any amount of holding company stock can be subjected to option

without Board approval of the terms. See 12 C.F.R. § 225.6 (1982).
73. Pub. L. No. 95-630, 92 Stat. 3641 (codified in scattered sections of 5 U.S.C., 12

U.S.C., and 42 U.S.C.).
74. See 12 U.S.C. § 375a (1976 & Supp. V 1981). Whereas Regulation 0, 12 C.F.R. §

215.4 (1982), limits the extension of credit by a bank to an executive officer, director, or
principal shareholder of the bank or bank holding company of which the bank is a subsidi-
ary, there are no limitations on holding.company loans to its officers or directors. The Texas
Business Corporation Act provides that each corporation shall have the power "to lend
money to, and otherwise assist, its employees, but not to its officers and directors." Tax.
Bus. CoRP. AcT ANN. art. 2.02(A)(6) (Vernon 1980). The Texas Supreme Court, however, has
construed this clause as a "limitation on a specific power granted, not a positive prohibi-
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preferential lending provisions of FIRA,76 a preferential mortgage
loan, for example, could be useful in attracting a key executive of-
ficer for the holding company's subsidiary. As business corpora-
tions, however, bank holding companies should be sure that state
corporate law permits such insider loans.

3. Defensive Obstacles to Takeover

In contrast to banks, which are limited in their ability to
structure themselves to defend against takeovers, bank holding
companies have access to a number of corporate protective mecha-
nisms. 76 For example, bank holding companies, as business corpo-
rations, may stagger the terms of directors, prolonging the time a
"raider" must wait before securing control of the target's board.7

In addition, a holding company may increase the amount of its au-
thorized stock to dilute a raider's growing control through a
planned sale of the unissued stock,78 or the holding company may
dilute the stock through an employee stock purchase plan.7 9 Also,
the corporation's charter could be amended to require a greater
vote of the shareholders to approve a sale of assets or merger than
would otherwise be required under governing state law. As a final
defensive measure, the capacity of the bank holding company to
repurchase its own shares in the market can be employed to re-
move available shares to prevent a toehold acquisition by an unde-
sirable third party.

4. Estate Planning

The controlling shareholder of a bank might utilize the hold-

tion." Whitten v. Republic Nat'l Bank, 397 S.W.2d 415, 418 (Tex. 1965).
75. See 12 U.S.C. § 375a(1) (1976).
76. See generally Hochman & Folger, Deflecting Takeovers: Charter and By-law

Techniques, 34 Bus. LAW. 537 (1979).
77. Federal law, however, requires that election of the entire board of directors of a

national bank be at a specified annual date. See 12 U.S.C. § 71 (1976).
78. The issuance of stock to frustrate a tender offer and circumvent shareholder ap-

proval has been held invalid in certain jurisdictions. See, e.g., Applied Digital Data Sys. v.
Milgo Elec. Corp., 425 F. Supp. 1145 (S.D.N.Y. 1977). With regulatory approval, however, a
bank might also increase its authorized stock for this purpose. See 12 C.F.R. § 5.46(g)
(1982).

79. See Herald Co. v. Seawell, 472 F.2d 1081 (10th Cir. 1972) (establishment of an
employee stock trust upheld when the corporation's stock was purchased to avoid attempts
by an outsider to gain control).
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ing company during his or her lifetime to pass operating control to
a younger generation. Under such a plan, the older generation
could exchange bank common stock for preferred stock of the
holding company, enabling the younger generation to receive all or
a proportionately higher concentration of holding company com-
mon stock. This arrangement would freeze the appreciation of the
older shareholders' investment at the time it is exchanged for the
fixed value preferred stock, while permitting the growth of the
common equity to inure directly to the benefit of the younger
shareholders.8 0

III. ORGANIZING A ONE-BANK HOLDING COMPANY

Once a community bank decides to organize a holding com-
pany, the task can be divided into three functional areas: (1) ob-
taining approval pursuant to the Act,81 (2) incorporating the hold-
ing company, 82 and (3) accomplishing the corporate acquisition of
the bank by the new holding company.8" The second and last steps
are governed by the applicable business corporation laws of the
state of incorporation of the holding company. The acquisition
stage is also subject to federal income tax laws and state and fed-
eral securities laws. 4 Only those factors which subject the transac-
tion to regulation by the Board, however, are uniquely pertinent to
this article.

A. Prior Approval of the Board

The threshold requirement to form a bank holding company is
prior approval of the Board.8a Although the approval standards
considered by the Board are addressed broadly in the Act,86 agency
discretion is preserved. The Board has systematically expanded
the scope of regulation beyond the liberal confines of the Act
through the adoption of selective agency approval standards. The
evolution of approval standards has been particularly remarkable

80. See Haas, How to Structure Corporate Recapitalizations to Achieve Estate Freez-
ing Objectives, 9 EST. PLAN. 30, 30 (Jan. 1982).

81. See infra notes 85-123 and accompanying text.
82. See infra notes 124-49 and accompanying text.
83. See infra notes 150-98 and accompanying text.
84. See infra notes 152-86 and accompanying text.
85. 12 U.S.C. § 1842(a) (1976 & Supp. V 1981); 12 C.F.R. § 225.3 (1982).
86. See 12 U.S.C. § 1842(c) (1976 & Supp. V 1981).
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in the area governing holding company expansion and its effect
upon competition. 7 For example, the Board attempted to control
expansion more restrictively than the Act intended by adopting a
standard that evaluated the effect of a proposed acquisition upon
future competition." The Fifth Circuit eventually struck down this
approach as beyond the scope of the Act.89

1. Approval Criteria

The approval criteria in one-bank holding company applica-
tions normally do not involve consideration of competitive effect,
since the transaction involves only the reorganization of ownership
interests in a single bank.90 Therefore, the only criteria are set
forth in the general directive of the statute that "[i]n every case,
the Board shall take into consideration the financial and manage-
rial resources and future prospects of the company or companies
and the banks concerned, and the convenience and needs of the
community to be served." 9' The most significant statutory stan-
dards in one-bank cases are those dealing with "financial re-
sources" and "future prospects," particularly in evaluating the ca-
pability of the holding company to retire its proposed debt.02

Analyzing this capability is relevant regardless of whether the pro-

87. See P. HELLER, supra note 15, at 108.
88. See Mercantile Tex. Corp. v. Board of Governors, 638 F.2d 1255 (5th Cir. 1981) (12

U.S.C. § 1842(c) does not give the Board broad discretion to reject proposed mergers). The
Board may invalidate proposed bank holding company mergers on anticompetitive grounds
only if the merger would violate the explicit antitrust standards contained in the 1966
amendments to the Bank Holding Company Act. See 12 U.S.C. § 1849 (1976).

89. See Mercantile Tex. Corp. v. Board of Governors, 638 F.2d 1255, 1272 (5th Cir.
1981).

90. Under what the Board has come to call the "Mahaska Doctrine," it has disap-
proved applications for the formation of one-bank holding companies, however, when the
controlling shareholder of the proposed bank subsidiary owned control of another bank in
the same competitive market. The Board found that organization of the holding company
would lessen potential future competition by helping to perpetuate an existing anticompeti-
tive situation and hindering changes in control that would occur in the normal course of
individual ownership. See Mahaska Inv. Co., 63 Fed. Res. Bull. 579 (1977). See also Mid-
Nebraska Bancshares, Inc. v. Board of Governors, 627 F.2d 266 (D.C. Cir. 1980); Lake Jack-
son Bancshares, Inc., 66 Fed. Res. Bull. 246 (1980); Citizens Bancorp, Inc., 63 Fed. Res. Bull.
1083 (1977)X Contra Northwest Ark. Bancshares, Inc., 64 Fed. Res. Bull. 217 (1978).

91. 12 U.S.C. § 1842(c) (1976).
92. "Convenience and needs" are insignificant because the formation of a one-bank

holding company normally does not result in any change in the operations of its bank
subsidiary.
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posed holding company formation is for assumption of acquisition
debt, capital maintenance, repurchase of stock, or any other
purpose.

a. Financial Factors

The standards which the Board considers in evaluating the
"future prospects" of a proposed holding company are often diffi-
cult to discern. Published decisions of the Board provide only the
opaque indication that "financial factors" were either adequate or
inadequate in each particular case." Until 1980" there were no
published agency guidelines dealing with the amount of debt a
one-bank holding company would be able to incur in a given
situation.

The general policy of agency regulation, however, has been ap-
parent for some time. In one-bank cases the Board's foremost con-
cern is that the holding company does not unduly drain the bank's
earnings. This means that an application will be approved only if
the bank can reasonably be expected to earn enough on its growth
to maintain its capital at acceptable levels and still pay the levels
of dividends required by the holding company over the period
scheduled for amortization of its debt."

b. Current Board Policy

In 1980 the Board announced a policy for assessing financial
factors in one-bank holding companies whose subsidiary bank
would have total assets of $150 million or less when the application
was filed.' 6 The policy shifted the Board's focus from absolute debt
repayment programs to the continuing relationship between debt
and equity at the holding company level. Under this policy, if an
applicant intends to incur debt in the acquisition of a small bank,
the Board will consider the bank's recent trend and stability of
earnings, past and prospective growth, quality of the assets, the
applicant's ability to service the debt without straining the bank's

93. See, e.g., Sueco, Inc., 64 Fed. Res. Bull. 218 (1978) (financial resources satisfac-
tory); Heaton Bank Holding Co., 64 Fed. Res. Bull. 124 (1978) (financial resources
unsatisfactory).

94. See BOARD POLICY STATEMENT ON FINANCIAL FACTORS, supra note 38, at 2-4.
95. See San Saba Nat'l Corp., 67 Fed. IRes. Bull. 578 (1981).
96. BOARD POLICY STATEMENT ON FINANCIAL FAcroRS, supra note 38, at 2.
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resources, and the record and competency of management of the
applicant and the bank.'7 In addition, the policy statement also
outlines the following minimum requirements for applicants:"8

(1) Minimum Down Payment: Acquisition debt should not ex-
ceed seventy-five percent of the price paid for the bank.'9

(2) Maintenance of Adequate Capital: An applicant must
show that servicing acquisition debt over a twelve-year period will
not cause the bank's capital-to-assets ratio to fall below guidelines
set by the Board.100

(3) Reduction in Parent Company Leverage: The applicant's
debt-to-equity ratio must decline to thirty percent within twelve
years after the acquisition.10'

(4) Dividend Restrictions: The parent holding company gener-
ally may not pay any corporate dividends until its debt-to-equity
ratio is below thirty percent. 02

The Board denied a substantial number of one-bank applica-
tions during the first year of the policy's implementation. 03 The
denial orders suggest that the Board's evaluation of the historical
performance of the bank did not match the applicant's projections.
Therefore, although the March 1980 policy statement liberalizes
the ownership transfer rules, the Board apparently intends to ad-
minister its policy strictly.'0

c. Past Financial Performance

The Board's primary basis for evaluating the future earnings

97. Id.
98. See id.
99. Id. Determination of the purchase price of the bank revolves around the value

which will be placed on the bank's stock on the books of the holding company. For this
purpose, irrespective of generally accepted accounting principles, the Board permits the val-
uation to be based upon the "predecessor cost" method, which involves taking the historical
average cost per share of the controlling shareholders plus accrued earnings per share since
the original acquisition. See id.

100. Id. Presently the ratio is 7%, but some latitude exists. See BOARD POLICY STATE-

MENT ON CAPITAL ADEQUACY, supra note 36, at 16.
101. BOARD POLICY STATEMENT ON FINANCIAL FACTORS, supra note 38, at 2.
102. Dividends may be permitted, however, under certain conditions. Id.
103. See, e.g., Dakota County Bancshares, Inc., 67 Fed. Res. Bull. 434 (1981); Marine

Nat'l Bankcorp., 67 Fed. Res. Bull. 354 (1981); Bank Shares, Inc., 67 Fed. Res. Bull. 353
(1981).

104. See Hawke, Fed Nears Consensus on Bank Acquisition Issues, Legal Times of
Wash., Jan. 18, 1982, at 16, col. 1.
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capability of a bank subsidiary is the prior performance of the
bank, particularly over a previous five-year period.1 08 If the bank
historically has experienced difficulty in maintaining capital ade-
quacy or has a poor earnings record, it will be difficult for the ap-
plicant to show how any future earnings of the bank can safely be
diverted for holding company use. Similarly, if the bank to be ac-
quired is a relatively new bank without a sustained history of prof-
itable operations or capital maintenance, the bank may have
trouble meeting the Board's criteria for future earnings. These fac-
tors, or the lack of them, affect the credibility given by the Board's
staff to the applicant's projections.

d. Managerial Resources

The "track record" of the bank's management and its control-
ling shareholders is an important factor. If the owners of the bank
are inexperienced or have had negative results in managing the
bank, the applicant's burden in obtaining Board approval for the
leveraged holding company will be increased. 10° The safety and
soundness of the bank's operations will be carefully evaluated, par-
ticularly with regard to classified loans, delinquency ratios, and
other factors which indicate poor asset-liability management. Even
if the present management can reasonably claim that it has im-
proved the bank's performance, the trend of any improvement may
have to be established over an extended period of time to over-
come the negative momentum of poor performance in prior
years.10 7 This policy, however, will not prohibit a newly chartered
bank from forming a holding company solely because management
does not have an established track record with the new bank. In
those cases the Board will consider management's prior banking
and business experience together with the bank's financial outlook.
The extent of banking experience that management brings to the

105. See BOARD POLICY STATEMENT ON FINANCIAL FACTORS, supra note 38, at 2. Longer
periods of up to 12 years are considered in regard to growth rates and certain other ratios.
Id. at 3.

106. The district Federal Reserve Bank will have access to the examination reports of
the bank. See 12 C.F.R. § 265.2 (1982).

107. As a practical matter, a bank with a history of unprofitable operations and little
prospect of improvement is probably not a good candidate for a one-bank holding company,
at least to the extent that the proposal involves assumption of debt by the holding company.
If the recent earnings record has been positive, however, it may be possible to overcome
negative historical averages by convincing the Board that future earnings will improve.
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new institution can be crucial to the Board's determination of the
probable ultimate success of the venture.""8

e. Compliance Review

The application process gives the Board an opportunity to
monitor the bank's compliance with the Community Reinvestment
Act."0 9 Notice of the pending application is given to the public
through required newspaper publications.'10 In addition, the Board
considers information through the application regarding compli-
ance with FIRA,"' especially the insider loans and interlocking di-
rectorates regulations. The application will be denied unless the
community's comments, as well as the bank's records, policy, and
history, are satisfactory.

2. Application Processing

To obtain Board approval for formation of a holding company,
an application must be 'filed together with any supplemental infor-
mation deemed necessary to support the particular proposal.'12

The application is filed with the Federal Reserve Bank for the
Federal Reserve District in which the bank to be acquired is lo-
cated." In applications in which long-term debt is to be incurred
by the bank holding company, the most important portions of the
application are the projections and supporting explanations of how
the holding company will amortize its debt from excess earnings of
the bank over the proposed amortization period. Supplemental
materials may include biographical or financial information about

108. While the Board does not often deny an application on managerial grounds, in
First State Holding Co., 67 Fed. Res. Bull. 802 (1981), the application was denied primarily
because of management's past disregard of consumer protection laws.

109. 12 U.S.C. §§ 2901-2905 (Supp. V 1981). See Regulation BB, 12 C.F.R. pt. 228
(1982). These regulations require the supervising agency of a financial institution to review
the institution's compliance with its duty to meet the credit needs of the local community.
Id.

110. 12 C.F.R. § 262.3(b) (1982).
111. The relevant portions of FIRA for such review are found at 12 U.S.C. §§ 375a,

375b, 3201-3207 (1976 & Supp. V 1981). The relevant regulations are Regulation L, 12
C.F.R. pt. 212 (1982), and Regulation 0, 12 C.F.R. pt. 215 (1982).

112. 12 C.F.R. § 262.3(a) (1982). The application contains questions posed by Federal
Reserve form Y-1; however, additional information may be required for a "complete"
application.

113. Id § 262.3(c).
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the applicant's principals and documentation supporting existing
and proposed legal arrangements between the parties.

3. Delegation of Authority

In 1979 the Board amended its Rules Regarding Delegation of
Authority. and gave the District Reserve Banks more independent
authority to approve bank holding company applications.1 4 The
District Reserve Bank presently may approve all applications filed
under sections 3(a) and 4(c)(8) of the Act unless: (1) a member of
the Board of Governors has indicated an objection prior to the Re-
serve Bank's action; (2) a relevant department of the Reserve Bank
has withheld approval; (3) a substantive written objection to the
application has been properly made; or (4) the application raises a
significant policy issue or legal question." 5 Any application recom-
mended for denial, however, will be forwarded to the Board for
consideration because the District Banks have only been given au-
thority to approve," 6 not to deny, applications.

4. Review Period

There are two different time periods for review of the applica-
tion for formation of a holding company. An application processed
under delegated authority is deemed approved forty-five days after
the company was informed by its Reserve Bank that the applica-
tion was accepted for filing." 7 Furthermore, any application to
form a bank holding company is deemed granted if the Board fails
to act within ninety-one days after the complete application record
is submitted." 8 It is difficult to determine when the ninety-one day
period begins to run. Although the period should commence upon
the close of the public comment period," 9 control over the com-

114. See id. § 265.2. Previously, the district Reserve Bank could process applications
only if certain specific conditions were met. Id. § 265.2(f)(22) (1978).

115. Id. § 265.2(f)(22) (1982). Currently, the Board is reviewing all "complex" applica-
tions, i.e., those which involve an initial debt-to-equity ratio in the company of 30%, those
with significant interlocking directorates with other depository institutions, and those in-
volving foreign companies or banks with assets of $150 million or more.

116. Id.
117. Id. § 225.3(b) (unless the applicant is notified to the contrary within that period

or receives approval at an earlier date).
118. 12 U.S.C. § 1842(b) (Supp. V 1981).
119. The "91-day rule" and its commencement date recently received scrutiny in Re-

public of Tex. Corp. v. Board of Governors, 649 F.2d 1026 (5th Cir. 1981).
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mencement date is completely within the discretion of the
Board.12 0 After approval by the Board or upon its failure to act
within the prescribed time periods, the Act requires a thirty-day
waiting period before consummation of the holding company. 2' In
addition, any antitrust action brought by the Justice Department
under the Clayton Act 2 2 must be filed during this time. 2 '

B. Structuring the Holding Company

Within the parameters allowed by the Board in organizing
one-bank holding companies, it is possible to structure transac-
tions to accomplish different objectives. The means employed to
accomplish these objectives must be planned against the back-
ground of the Board's guidelines. Particular attention must also be
given to the applicable tax, corporate, and securities laws, as well
as pertinent requirements of other banking regulatory agencies.

1. State Incorporation Laws

State incorporation laws must be considered in light of the
holding company's capital structure and intended scope of opera-
tions. This is fundamental to the selection of a state as the domi-
cile for the holding company.' 2" State corporate and bank merger
laws will also affect the method in which acquisition of the bank by
the new holding company will be accomplished.

2. Treatment of Shareholders

Important decisions must be made at the formative stage re-
garding the rights of the shareholders of a bank. At one level, the
decision must be made whether to preserve the basic voting and

120. For example, an otherwise complete record can be reopened at the Board's re-
quest for additional information within the 91-day period. See, e.g., Central Wis. Bank-
shares, Inc. v. Board of Governors, 583 F.2d 294 (7th Cir. 1978).

121. See 12 U.S.C. § 1849(b) (Supp. V 1981).
122. Id. § 1849(f) (1976).
123. Id. § 1849(b) (Supp. V 1981). Although the Board's approval of the application is

not determinative of antitrust violations, the standards used by the courts are generally the
same as those used by the Board. See Mercantile Tex. Corp. v. Board of Governors, 638
F.2d 1255 (5th Cir. 1981).

124. Normally, the parent holding company is incorporated in the same state as the
bank. A foreign jurisdiction might be selected, however, to realize the benefits of more lib-
eral corporation statutes or lower state franchise taxes.
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preemptive rights available to shareholders. Preemptive rights can
limit expansion opportunities and thus elimination of those rights
is occasionally a significant motive for forming a holding com-
pany.125 The corporate structure of a new holding company can
also be manipulated to erect barriers to acquisition by an un-
wanted third party.126

At another level, shareholder treatment is a significant plan-
ning consideration if the proposed formation involves different
treatment between groups of shareholders. A problem often arises
from the need to treat shareholders having acquisition debt to be
assumed by the holding company differently, if not preferentially,
than shareholders not having any acquisition debt. In other situa-
tions, the manner in which the acquisition is effectuated may in-
volve questions of fairness and fiduciary duty pursuant to state
statutes and common law.12 7

At a third level, the ability to define shareholder relationships
is a valuable by-product of the formation of a one-bank holding
company. A holding company may be structured to adjust eco-
nomic relationships (through a class of preferred stock) 2 8 or voting
relationships (by limiting voting rights in the corporate charter).

3. Acquisition of At Least Eighty Percent of Bank Stock

To obtain full tax benefits, the holding company must acquire
at least eighty percent of the outstanding stock of the proposed

125. Preemptive rights for national banks are governed by 12 U.S.C. § 215(g) (1976)
and OCC Interpretive Ruling 7.6050, 12 C.F.R. § 7.6050 (1982). Cumulative voting rights for
national banks are governed by 12 U.S.C. § 61 (1976) and OCC Interpretive Ruling 7.4300,
12 C.F.R. § 7.4300 (1982). Texas law provides state bank shareholders with preemptive
rights. See TEx. REV. CIv. STAT. ANN. art. 342-312 (Vernon Supp. 1982-1983).

126. See supra notes 76-79 and accompanying text.
127. In Jones v. Ahmanson, 1 Cal. 3d 93, 460 P.2d 464, 81 Cal. Rptr. 592 (1969), the

California Supreme Court held that shareholders owning 80% of a savings and loan associa-
tion breached a fiduciary duty to minority shareholders by creating a holding company for
the association, which was then taken public, without permitting minority shareholders to
participate in the holding company.

One commentator has suggested that Texas courts should adopt the same principle if
presented with similar facts. See Wylie, Should Texas Courts Impose a Fiduciary Duty on
Controlling Shareholders in the Use, Sale, and Transfer of Their Shares2 , 3 TEx. TECH L.
REv. 353, 354 (1972). See generally Perlman v. Feldmann, 219 F.2d 173 (2d Cir.), cert. de-
nied, 349 U.S. 952 (1955); Zahn v. Transamerica Corp., 162 F.2d 36 (3d Cir. 1947); F.
O'NEAL, OPPRESSION OF MINORIrY SHAREHOLDERS (1975 & Supp. 1982).

128. See supra notes 45-46 and accompanying text.
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bank subsidiary.12 9 In addition, this makes it possible for the hold-
ing company to receive tax-free dividends from its subsidiary bank
and file consolidated income tax returns. This in turn permits the
holding company to offset its tax losses (interest deductions)
against the earnings of the subsidiary. "'

4. Dealing With Minority Shareholders

The eighty percent requirement raises the threshold consider-
ation of whether to offer all of the bank's shareholders an opportu-
nity to come into the holding company. In debt assumption situa-
tions, the treatment of shareholders whose debt is not assumed by
the holding company is a paramount issue. If the total number of
shareholders having debt assumed own at least eighty percent of
the bank's stock, it may not be essential to involve the remaining
shareholders in the formation of the holding company. However,
not permitting minority shareholders to participate in formation
could be construed as a breach of an implied fiduciary duty owed
by the majority shareholders to the minority shareholders.13' For
this reason, or because the shareholders with debt do not control
eighty percent of the bank's stock or because one hundred percent
acquisition is desirable, it is usually preferable to structure the
holding company in a manner that will accommodate the partici-
pation of all shareholders on a fair and reasonable basis in light of
the special treatment accorded the shareholders with debt.13 2

5. Special Considerations in Debt Assumption Cases

a. Selection of Debt to be Assumed

The initial inquiry in debt assumption cases is the selection of
the amount and nature of the debt to be assumed by the holding
company. While only acquisition debt will qualify for tax-free as-

129. See supra notes 23-32 and accompanying text.
130. Treas. Reg. § 1.1501 (1960) (consolidated return regulations).
131. See Perlman v. Feldmann, 219 F.2d 173 (2d Cir.), cert. denied, 349 U.S. 952

(1955); Zahn v. Transamerica Corp., 162 F.2d 36 (3d Cir. 1947).
132. Neither the SEC nor state courts have given much guidance regarding the criteria

to be used in determining fairness. Consequently, the directors and controlling shareholders
should be careful to set terms and conditions which will withstand possible legal attack
despite the inequity and conflicts of interest inherent in these transactions. See Commission
on Corporate Laws, Guidelines on Going Private, 37 Bus. LAW. 313, 318-21 (1981).
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sumption,3 3 the amount of such debt to be assumed, with respect
to the outstanding stock of the bank, must be determined with re-
gard to the total debt which can be incurred by the holding com-
pany and the manner in which the present acquisition debt is dis-
tributed among existing shareholders. Tax laws must also be
considered in capitalization schemes that have the effect of "bail-
ing out" corporate earnings."3 4

b. Balancing Shareholder Equities

When the holding company acquires bank stock with differing
amounts of acquisition debt, the per share value represented by
the stock subject to debt will be less than that for stock tendered
without debt attached. Any inequity can be balanced by giving the
shareholders with smaller or no debt a proportionately higher per-
centage of the common equity of the holding company. This ap-
proach, however, could involve valuation problems and would have
the undesirable effect of diluting the voting control of majority
shareholders.

Holding companies commonly handle the equalization prob-
lem by issuing a special security to shareholders having less than
the predetermined maximum per share debt to be assumed. The
special security is issued, in addition to common equity issued to
all holders of the bank's common stock, at a face amount equal to
the difference between the maximum debt per share to be assumed
and the actual amount owed by the individual shareholder. Tradi-
tionally, a preferred stock or subordinated debenture has been uti-
lized to equalize the transaction." 5 Moreover, as the debt assumed
carries an interest burden, it is appropriate that the equalizing se-

133. See Tax Equity and Fiscal Responsibility Act of 1982, Pub. L. No. 97-248, §
226(a)(3), 96 Stat. 324, 490 (to be codified at I.R.C. § 304(b)(3)(c)), which provides that any
liability assumed by the acquiring corporation which was incurred by the transferor "to
acquire the stock" shall not be treated as a redemption.

134. See B. BITrKER & J. EUSTICE, supra note 32, 3.16, at 3-64 to -65, 10.01, at 10-
1.

135. For example, suppose a debt of $10.00 per share is being assumed from majority
shareholders in conjunction with their exchange of one share of bank stock for one share of
holding company stock. In addition to exchanging stock on a one-for-one basis, the minority
shareholders will receive the holding company's debenture in the principal amount of $10.00
or a preferred stock having a liquidation preference and a $10.00 redemption value. If the
holding company debentures to minority shareholders exceed $2,000,000, the Trust Deben-
ture Act of 1933, 15 U.S.C. §§ 77aaa-77bbb (1976), may be applicable.
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curity offered to minority shareholders pay an appropriate interest
rate.

The choice of whether to use a debenture or preferred stock
depends upon a number of factors, most importantly the prefer-
ence of minority shareholders. When the participation of minority
shareholders is necessary to obtain the requisite eighty percent
ownership, the offer made to the minority must be sufficiently at-
tractive to insure its participation in spite of the conspicuous ad-
vantages for the majority shareholders. The Board's evaluation of
the method used to equalize shareholder interests is another im-
portant business factor. The Board considers perpetual preferred
stock to be equity and thus a positive factor, whereas debentures
are considered debt, a negative factor.136 On the other hand, if the
holding company can afford it, the use of debentures is preferable
because interest paid on the debentures, unlike dividends paid on
preferred stock, is deductible for federal income tax purposes. 87

c. Tax Implications of Debt Assumption

The impact of tax laws on debt assumption should be carefully
evaluated. Most exchange offers are structured to qualify as tax-
free exchanges. 138 The United States Circuit Courts of Appeals,
however, were split as to whether Section 351 of the Internal Reve-
nue Code of 1954"s9 (the Code) (dealing with tax-free exchanges) or
section 304140 (dealing with redemptions) should prevail with re-
gard to the tax treatment of the debt assumption. 4 1 The uncer-
tainty created by this split of opinion was resolved by the Tax Eq-

136. Debentures will be considered along with assumed acquisition indebtedness for
purposes of the limitations imposed by the Board. See supra notes 37 & 96 and accompany-
ing text.

137. See I.R.C. § 385 (1976).
138. See I.R.C. § 351 (1976 & Supp. V 1981); B. BITTKER & J. EusTiCE, supra note 32,

3.01, at 3-2 to -7.
139. I.R.C. § 351 (1976 & Supp. V 1981). The transaction would be tax free if this

section took precedence and the assumption was not for tax avoidance purposes.
140. Id. § 304 (1976), amended by Tax Equity and Fiscal Responsibility Act of 1982,

Pub. L. No. 97-248, § 226, 96 Stat. 324, 490-92. If this section took precedence and the bank
had undistributed earnings and profits, the assumption would be treated as a disguised divi-
dend, thus bailing out earnings and profits at ordinary income rates.

141. See Coates Trust v. Commissioner, 480 F.2d 468 (9th Cir.), cert. denied, 414 U.S.
1045 (1973); Maher v. Commissioner, 469 F.2d 225 (8th Cir. 1972); Haserot v. Commissioner,
41 T.C. 562 (1964), aff'd sub nom. Commissioner v. Stickney, 399 F.2d 828 (6th Cir. 1968).
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uity and Fiscal Responsibility Act of 1982" (the Tax Act). While
the Tax Act attempts to plug the hole relating to bailout of earn-
ings and profits through formation of new corporations, significant
exceptions remain which relate particularly to the formation of
bank holding companies. First, section 304 of the Code was
amended to provide that assumption of acquisition indebtedness in
a section 351 transaction will not result in dividend treatment.14 8

Section 304 was also amended to provide that debentures received
by "qualified minority shareholders" will not receive dividend
treatment.14 4 To be a "qualified minority shareholder," the minor-
ity shareholder must own less than ten percent in value of the
stock of the bank holding company, and no controlling shareholder
or group of shareholders (a person(s) owning over fifty percent of
the stock)14 5 may receive debentures. 1"6 Finally, the bank holding
company must be formed before 1985 or pursuant to a plan in
which control of the bank is acquired and transferred to the bank
holding company within two years after which the date of control
is acquired. 1

7

The Tax Act also affects tax consequences when minority
shareholders receive preferred stock instead of debentures to
equalize treatment. Any preferred stock acquired in a section 351
exchange will be treated as section 306 stock if money received in
lieu of the stock would have been treated as a dividend.1 4 ' The new
amendment is designed to prevent bailout of earnings and profits
and results in ordinary income to the taxpayer when section 306
stock is sold, except in complete liquidation of ownership.14 '

142. Pub. L. No. 97-248, § 226, 96 Stat. 324, 490-92 (to be codified at I.R.C. § 304).

143. Id. § 226(a)(1)(A). Acquisition debt includes an extension, renewal, or refinancing
of acquisition debt. Id.

144. Id. § 226(a)(3) (to be codified at I.R.C. § 304(b)(3)(c)).

145. For the purpose of this rule, an individual is considered to own the stock owned
directly or indirectly by or for his or her children, grandchildren, parents, and spouse. See
I.R.C. § 318(a) (1976).

146. Pub. L. No. 97-248, § 226(a)(1)(D)(i), 96 Stat, at 490-92.

147. Id. § 226(a)(1)(D)(iii).

148. Id. § 226(b)(3).

149. See I.R.C. § 306 (1976 & Supp. V 1981). See also B. BrrrIKER & J. EUSTiCE, supra
note 32, 1 10.01, at 10-1 to -3.
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C. Structuring the Acquisition

1. Method of Acquisition

Bank holding companies employ two basic methods to acquire
banks. One is the exchange or tender offer, in which the holding
company makes an offer to exchange its stock for the bank's out-
standing stock. The second method is a merger, whereby the hold-
ing company creates an interim bank subsidiary to merge with the
existing bank and transfers holding company stock to shareholders
of the bank.150

The tender offer method is essentially voluntary: bank share-
holders have the option to accept the tender offer of the holding
company. In contrast, mergers are somewhat involuntary: if the
requisite number of shareholders approve the merger, all bank
shareholders are compelled to become shareholders of the holding
company or to exercise their rights of dissent.' Therefore, the
tender offer method is best suited for situations in which the bank
has a relatively small number of shareholders, of which a high per-
centage is expected to accept a tender offer. Use of a merger proce-
dure, however, may be preferable when the bank has a relatively
large number of shareholders or when shareholders are expected to
reject a tender offer.

2. Tax Consequences of Formation

In the typical one-bank tender offer formation without debt
assumption, the transaction will be tax free for the shareholders if
the requirements of section 351 of the Code are met."5 2 Bank stock
must be exchanged for stock and securities of the holding com-
pany. 153 Nevertheless, receipt of a limited amount of property

150. If a bank holding company is in place, stock in that company can be obtained if
prior approval of the transaction is received from the Board under the Change in Bank
Control Act, 12 U.S.C. § 1817(j) (1976 & Supp. V 1981). Although an unpublished policy,
the Board appears to evaluate financial standards with greater flexibility under the Change
in Bank Control Act than under the Bank Holding Company Act.

151. For a discussion on dissenters' rights, see infra note 172.
152. See I.R.C. § 351 (1976 & Supp. V 1981).
153. Properly structured debentures should qualify as securities under I.R.C. § 351 for

the purposes of this requirement. See B. BirrT & J. EusTicE, supra note 32, 3.04, at 3-
14 to -19. The leading case on the "securities" status of debt obligations is Camp Wolter's
Enter. v. Commissioner, 22 T.C. 737 (1954), afJ'd, 230 F.2d 555 (5th Cir. 1955), cert. denied,
352 U.S. 826 (1956).
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other than stock and securities will not disqualify the
transaction.'

5 4

A merger can also be structured as a tax-free exchange. The
most common technique used is the "reverse triangular merger, 1

1
55

in which the holding company forms a wholly owned subsidiary
bank which is merged with the operating bank. Shareholders of the
operating bank receive voting stock of the holding company in ex-
change for their operating bank stock.5 " As in a tender offer, a
limited amount of property other than stock and securities may be
received,15 7 but this will trigger a recognition of gain up to the
amount of boot.' s8

In both transactions there is a requirement of continuity of
"control' 5 9 after the exchange. At least eighty percent of the
bank's stock must be exchanged for holding company stock to
avoid a prearranged plan to dispose of control.'6 0

A tax-free transaction will enable shareholders to carry over

154. Property other than stock or securities is referred to as "boot," and the share-
holder is required to recognize gain only to the extent of the boot received. For example,
assume that the taxpayer owned bank stock with a basis of $10.00, which he exchanged for
bank holding company stock worth $20.00 plus $10.00 cash. While the gain on this transac-
tion would be $20.00, it would be recognized only to the extent of the boot, the $10.00 cash
received. The characterization of the gain as either capital gain or ordinary income is depen-
dent upon other sections of the Code. If the stock exchanged was a capital asset in the
hands of the shareholder, then a capital gain would be recognized. See I.R.C. §§ 1221-1223
(1976 & Supp. V 1981).

155. This statutory merger is referred to as a "Type A" merger. See B. BIrrKER & J.
EUSTICE, supra note 32, 1 14.01, at 14-3 to -8.

156. I.R.C. § 354(a)(1) (1976) provides: "No gain or loss shall be recognized if stock or
securities in a corporation a party to a reorganization are, in pursuance of the plan of reor-
ganization, exchanged solely for stock or securities in such corporation or in another corpo-
ration a party to the reorganization."

157. See supra note 154.
158. See 1.R.C. § 356 (1976). See also B. BITTKER & J. EUSTICE, supra note 32, 14.34,

at 14-111 to -122.
159. "Control" is defined in I.R.C. § 368(c) (1976) as "ownership of stock possessing at

least 80 percent of the total combined voting power of all classes of stock entitled to vote
and at least 80 percent of the total number of shares of all other classes of stock of the
corporation."

160. The transferors must be in control of the holding company "immediately after
the exchange," which has been the subject of abundant litigaton. See, e.g., Manhattan Bldg.
Co. v. Commissioner, 27 T.C. 1032 (1957); American Bantom Car Co. v. Commissioner, 11
T.C. 397 (1948), aff'd per curiam, 177 F.2d 513 (3d Cir. 1949), cert. denied, 339 U.S. 920
(1950). For an excellent discussion of this topic, see B. BITTKER & J. EUSTICE, supra note 32,

3.10, at 3-37 to -43. See also Rev. Proc. 77-37, 1977-2 C.B. 568.
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the basis of their bank stock to the holding company stock.'
Shareholders can tack the holding period of the bank stock to the
period they hold the holding company stock" 2 to obtain long-term
capital gain treatment. 163

3. Securities Implications in Formation

Because a holding company is a business corporation and not
a banking association, its stock is not an "exempt security" under
federal and state securities laws."" Therefore, the exchange offer
made by the holding company to bank shareholders must be regis-
tered with the Securities and Exchange Commission (SEC) and the
appropriate state securities agency, unless the offering is exempted
by appropriate regulations.' 5

a. Exemptions from Registration

The most commonly used exemption under the Securities Act
of 193316 (the Securities Act) is the "intrastate" exemption which
excludes from registration all offerings made solely to residents of
a single state. 67 This provision is potentially available in either
tender offer or merger formation, but a single offer or sale to a
nonresident will destroy the availability of this exemption. 16 8

In a tender offer transaction involving bank stock held by non-

161. See I.R.C. § 358 (1976 & Supp. V 1981). In the simplest situation, the basis of the
stock received in the holding company will be the same as the exchanged bank stock. If
stock and other securities are received, the basis of the bank stock will be allocated in pro-
portion to the market values of the stock and securities. Id. § 358(b)(2).

162. Id. § 1223.
163. See id. § 1222(3). To qualify for long-term capital gain treatment an asset must

be held more than one year. Id.
164. The Securities Act of 1933, 15 U.S.C. § 77c(a)(2) (1976 & Supp. V 1981), exempts

securities issued by banks from registration. State Blue Sky laws typically regard the issu-
ance of bank securities as a "transactional" exemption rather than a "securities" exemption.
See, e.g., TEx. REV. CIv. STAT. ANN. art. 581-5H (Vernon Supp. 1982-1983).

165. Securities are subject to antifraud provisions of securities laws even if exempt
from registration. See rule 10b-5, 17 C.F.R. § 240.10b-5 (1982).

166. 15 U.S.C. § 77a (1976).
167. Id. § 77c(a)(11).
168. SEC rule 147, 17 C.F.R. § 230.147 (1982), establishes the requisites of the intra-

state offering exemption. The rule defines a "resident" and specifies standards for the "do-
ing business" requirement. Id. § 230.147(d). A legend restricting transfer of the stock to
nonresidents is required on the certificate. Id. § 230.147(f)(1). However, the rule allows re-
sales to nonresidents nine months after the last sale made in reliance upon the exemption.
Id. § 230.147(e).
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resident shareholders, it is essential that such shareholders be ex-
cluded from the offering to utilize the intrastate exemption. As a
result, the nonresidents remain shareholders of the bank and un-
desirable consequences can arise. First, nonresident shareholders
will participate in dividends from the bank on a pro rata basis with
the holding company, thus reducing the amount of funds available
to service debt. Second, a tender offer excluding nonresident share-
holders could constitute a violation of section 14(e) of the Securi-
ties Exchange Act of 193411 (the Exchange Act) which prohibits
any fraudulent, deceptive, or manipulative acts or practices in con-
nection with a tender offer. 170 Although there has been no determi-
nation that this type of offering constitutes a section 14(e) viola-
tion, an excluded nonresident shareholder might maintain an
action under the theory that the offer violated the spirit of the
statute.

When the interim bank merger vehicle is used, 171 the intra-
state exemption is applicable only when all nonresident sharehold-
ers are cashed out. Unfortunately, when nonresident shareholders
hold a large amount of stock, cashing out these shareholders may
impose a financial drain on the holding company. In addition, com-
pelling nonresident shareholders to receive cash for their shares
raises questions concerning the fiduciary responsibility of the con-
trolling shareholders. A possible violation of good faith and fair-
ness may exist because the transaction discriminates against share-
holders solely on the basis of residency. Apparently, the only
remedy for nonresident shareholders is the exercise of their dis-
senting shareholder rights; 172 however, this may be unsatisfactory

169. See 15 U.S.C. § 78a (1976).
170. Id. § 78n(e).
171. Under rule 145, 17 C.F.R. § 230.145(a) (1982), a statutory merger or consolidation

is considered an "offer" or "offer to sell" under the Securities Act of 1933, 15 U.S.C. § 77a
(1976).

172. All shareholders of the bank will become shareholders of the holding company
unless they exercise their dissenting rights and elect to receive the fair market value of their
bank shares instead of holding company stock. 12 U.S.C. § 215a(b) (1976). Dissenting share-
holders must vote against the plan of merger and give written notice of their dissent. For

national bank shareholders, the value of the dissenters' shares must be ascertained by an
appraisal committee. The Comptroller of the Currency reappraises the value in the event

the dissenting shareholder is dissatisfied with the appraisal committee's valuation. Id. §
215a(c). A similar remedy is available to dissenting shareholders of state banks. Because the
Texas Banking Code does not contain dissenters' rights of approval, Texas state banks must
look to general corporate law. See TEx. Bus. CORP. AcT. ANN. art. 5.12 (Vernon 1980).
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to nonresidents desiring to remain bank shareholders. Because a
court may conclude that the exclusion of nonresidents represents
an abuse of the corporate prerogative, 7 3 it may be advisable to
register any offering involving nonresident shareholders and avoid
uncertain legal pitfalls.

The Securities Act also exempts transactions which do not in-
volve a public offering. 17 These limited offers and sales must meet
specific requirements concerning filing of notices with the SEC,
providing certain information to the offerees, and complying with
the offering limitations imposed by the regulation.' 75

At the state level, Blue Sky laws must be examined to deter-
mine whether the offering must be registered or is exempt. Most
states have registration exemptions for merger transactions and
tender offers made to a limited number of purchasers or offerees.17

b. Registration

If the offering of securities by the holding company is not ex-
empt, the offering must be registered with the appropriate agency.
The SEC has a series of forms to use for filing registration state-
ments. 77 Each form is designed according to the nature of the is-
suer and the type of transaction involved, and sets minimum dis-
closure standards.

In lieu of filing a registration statement with the SEC, the
holding company may file a short-form registration or conditional
exemption pursuant to Regulation A.' 7 8 Under Regulation A the

173. See generally Wylie, supra note 127.
174. See 15 U.S.C. § 77d(2) (1976). This section was implemented by Regulation D, 17

C.F.R. § 230.501 (1982). In addition, § 4(6) of the Securities Act, 15 U.S.C. § 77d(6) (Supp.
V 1981), may be relied upon for an exemption apart from Regulation D. This section ex-
empts offers and sales of securities by an issuer solely to accredited investors if the aggre-
gate offering price does not exceed $5,000,000. Id.

175. 15 U.S.C. § 77d(2) (1976); 17 C.F.R. § 230.501 (1982).
176. In Texas tender offers to fewer than 35 purchasers are exempt from registration.

See TEX. REV. CIv. STAT. ANN. art. 581-51 (Vernon 1964). Under Texas law, merger or con-
solidation transactions are exempt from registration. Id. art. 581-5G (Vernon Supp. 1982-
1983).

177. Form S-1 is a general form of registration statement. See 17 C.F.R. § 239.11
(1982). The Form S-14 registration statement is generally used in mergers and consists of a
facing page, the proxy statement to be provided to the bank's shareholders, and certain
additional information. The SEC will waive the financial statement requirements and will
not review a S-14 registration statement when the holding company is not incurring stock
acquisition indebtedness. Id. § 239.23.

178. Id. §§ 230.251-230.264.

774 [Vol. 14:739
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maximum amount of securities which may be offered by the issuer
during a twelve month period is limited to 1.5 million. 79 This rela-
tively low amount limits the utility of this exemption in holding
company formations because the normal amount of stock offered
usually exceeds this amount. If this offering limitation is met, how-
ever, Regulation A also requires that a notice be filed with the ap-
propriate regional office of the SEC and that an offering circular be
provided to the offerees. 80

Blue Sky laws vary greatly between states with regard to the
requisites for registration of a securities offering. Regulations in
states where the securities are to be offered should be carefully ex-
amined because most Blue Sky laws contain both criminal and
civil sanctions for violations. 18

c. Disclosure Requirements

The underlying policy of securities laws is to provide the in-
vestor with the material facts concerning the contemplated trans-
action. A bank holding company usually accomplishes this by pro-
viding the bank shareholders with either a proxy statement or
simple prospectus, depending upon the nature of the transaction.
The applicable disclosure document requires information concern-
ing the reasons for the offering, structure of the transaction, securi-
ties to be issued, business operations of the holding company and
bank, and other detailed financial information. 2

179. Id. § 230.254.
180. Id. §§ 230.255-230.256.
181. In Texas the offering must be registered pursuant to article 7 of the Texas Secur-

ities Act, TEX. REv. Civ. STAT. ANN. art. 581-7(A) (Vernon Supp. 1982-1983), and must com-
ply with the tender offer regulations adopted by the Texas Securities Board. The Texas
Securities Act also requires the filing of an application for registration of the holding com-
pany securities being offered and registration application by an officer of the holding com-
pany to act as a securities dealer. Id. The application must include a prospectus containing
audited financial statements for a three-year period and other offering materials to be dis-
tributed to the bank's shareholders. Id. art. 581-7A(1)(f). The Securities Commissioner will
normally waive the audited financial statement requirement if the statements for the most
recent fiscal year are certified.

The Texas Securities Commission also has the authority to ensure that all securities
offerings within Texas are "fair, just or equitable." Id. art. 581-23A. This involves a case-by-
case evaluation of the adequacy of offering disclosures and overall fairness of the terms to
all classes of offerees.

182. If the holding company is acquiring a bank registered under the Securities Ex-
change Act, 15 U.S.C. § 781 (1976), the prospectus or offering circular must conform to the
regulations promulgated by the appropriate agency.
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d. Reporting Requirements

If federal registration of the holding company's securities is
required, the issuer must file periodic supplementary reports with
the SEC."'3 These include quarterly and annual reports,1'" as well
as special forms required under certain circumstances. s1  Filing is
required during the fiscal year in which the registration of securi-
ties becomes effective, although the filing requirement is sus-
pended if the registered securities are held of record by fewer than
three hundred persons. 6

4. Additional Agency Approvals Required in Mergers

A merger transaction, as opposed to a tender offer formation,
requires the organization of an interim or "phantom" bank to serve
as a merger partner for the existing bank. The interim bank may
be chartered as a new bank under state or federal law. 8 7 After the
bank's application is filed with the appropriate authority'88 and
the charter preliminarily approved, the interim bank must be or-
ganized and funded.189 Under existing regulations, all necessary in-

183. Id. § 78m(a).
184. Id. § 78m(a)(2).
185. Id. § 78m(c).
186. Id. § 781(g)(4).
187. It is possible to utilize an interim state bank in a transaction involving an existing

national or state bank. If an interim state bank is used in connection with an existing na-
tional bank the transaction is structured as a "consolidation," the national bank surviving as
the consolidated association. 12 U.S.C. § 215 (1976).

188. For a national bank, the chartering process is commenced by obtaining prelimi-
nary instructions from the regional administrator for national banks in the region in which
the bank is to be located. See 12 C.F.R. § 5.20(i)(1) (1982). In Texas the chartering process
is commenced by filing an application and "Articles of Association" with supporting data.
See TEx. REv. Civ. STAT. ANN. art. 342-305 (Vernon 1973 & Supp. 1982-1983).

189. Regardless of whether the interim bank is seeking a national or state charter,
there must first be an organizational meeting and a board of directors meeting. See 12
C.F.R. § 5.20(g) (1982). Initial funding of capital should not be a loan from the existing
bank because this may violate the Federal Reserve Act, 12 U.S.C. § 371c(a) (1976), amended
by Garn-St. Germain Depository Institutions Act of 1982, P.L. 97-320, § 410(b), 96 Stat.
1469, 1515-20.

The minimum capital requirement for a new national bank is $100,000, plus $20,000
paid-in surplus. See 12 U.S.C. § 51 (1976). However, the amount is subject to adjustment by
the Comptroller of the Currency based on various factors. In addition, in cities exceeding
50,000 in population, the minimum capital required is $200,000, plus $40,000 paid-in sur-
plus. Id. In Texas an interim state bank may be chartered with capital of only $5000, which
makes use of the consolidation procedure desirable in Texas. The $5000 capital requirement
is set by internal policy of the Banking Department.
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corporation steps must be completed to consummate the merger,
even though the bank will never begin operations.1 90

Processing a merger transaction involves four approval stages.
First, the boards of directors of the interim and operating banks
must approve the proposed merger by a majority vote.1 91 Next, an
application must be made pursuant to the Bank Merger Act' 2 for
approval by the appropriate regulatory agency. Third, the pro-
posed merger must be presented to the shareholders of both banks
at either an annual or a special meeting' 93 and must be approved
by a two-thirds vote.' 94 Finally, evidence of the shareholders' vote
must be presented to the Comptroller of the Currency or appropri-
ate state agency. '

After the required votes have been obtained and proper docu-
mentation submitted, the appropriate regulator will issue a certifi-
cate of merger.'96 The regulatory agency's approval will be subject
to a thirty-day waiting period during which the Justice Depart-
ment can scrutinize the merger for anticompetitive impact under
the Clayton Act.' 97 The transaction will be consummated at the

190. The General Accounting Office (GAO) has recommended that Congress amend
the Bank Merger Act and Bank Holding Company Act to exempt phantom mergers from
Attorney General review and competitive effects assessments. Comptroller General, Report
to the Congress, Bank Merger Process Should be Modernized and Simplified, GAO/
GGD-82-53 (Aug. 16, 1982). The GAO has also suggested that Congress provide an alterna-
tive to the phantom merger process. Id.

191. See 12 U.S.C. § 215a (1976) (national bank procedure); TEX. REv. Civ. STAT. ANN.

art. 342-308(1) (Vernon 1973) (Texas state bank procedure).
192. 12 U.S.C. § 1828(c)(1) (1976 & Supp. V 1981). State banks and national banks

consolidating with an uninsured state bank must obtain approval from the FDIC, and na-
tional banks merging with national banks must obtain approval from the Comptroller of the
Currency. Id. § 1828(c)(2) (1976). In a consolidation procedure involving an interim state
bank and a national bank, the FDIC gives primary approval but final approval of the con-
solidation must be obtained from the Comptroller of the Currency. Id. § 215 (1976).

193. Requisite notice must be given for these meetings. See Id. § 215a(a)(2) (1976)
(national bank requirements). Special requirements include notification of the shareholders
by registered mail and publication of notice in a newspaper of general circulation for four
consecutive weeks. Id.

194. Id. Texas state chartered banks must obtain written consent from two-thirds of
the capital stockholders of each bank. TEX. REV. Civ. STAT. ANN. art. 342-308(2) (Vernon
1973).

195. See 12 U.S.C. § 215a(a)(2) (1976); TEX. REV. Civ. STAT. ANN. art. 342-308(2)
(Vernon 1973).

196. The Comptroller of the Currency will issue the certificate for national banks. 12
U.S.C. § 215a (1976). State banking agencies will issue the certificate for state bank mergers.
See, e.g., TEX. REV. Civ. STAT. ANN. art. 342-308(3) (Vernon 1973).

197. See 15 U.S.C. § 18a(b)(1)(A)-(B) (1976).
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expiration of the waiting period. The consummation date is the
date the transaction is deemed effective by the Comptroller of the
Currency or the state banking regulator. On the effective date
bank stock is automatically exchanged for holding company stock
and, thus, all outstanding bank stock is acquired by the bank hold-
ing company. Thereafter, the mechanical process of actually ob-
taining the bank shares, cancelling the certificates, and reissuing
holding company stock should proceed in conformity with state
law. 19

8

D. Operating the Bank Holding Company

A bank holding company is subject to all state and federal
laws applicable to a business corporation and also to federal regu-
lation monitored by the Board.' 9 The new bank holding company
must file a registration statement within 180 days of consumma-
tion2"' and an annual report of the company's current opera-
tions.20 In addition, the Board may examine each bank holding
company and its subsidiaries independently through reports made
by the bank's primary regulator.2 02

As a business corporation, the bank holding company should
conduct regular directors' meetings and annual shareholders' meet-
ings with appropriate notice under state corporate law .20 State
franchise tax must also be properly reported and paid.204

IV. CONCLUSION

This article has sought to provide a working understanding of
the basic principles and issues involved in the formation of a one-

198. See U.C.C. art. 8 (1977) (dealing with investment securities).
199. See 12 U.S.C. § 1844 (1976 & Supp. V 1981).
200. Id. § 1844(a) (1976). The registration forms initially promulgated by the Board

(Forms F.R. Y-5 and F.R. Y-5(a)) have been discarded in favor of a report which can be
made by letter, confirming consummation and providing the information requested by the
Board in its approval letter.

201. See 12 C.F.R. § 225.5(b) (1982).
202. Id.
203. For example, bank holding companies chartered in Texas must comply with

shareholder meeting and notice requirements. See TEX. Bus. Coitp. AcT ANN. arts. 2.24-2.25
(Vernon 1980).

204. In Texas annual reports must be made to the Comptroller of Public Accounts,
TEX. TAX CODE ANN. § 171.202 (Vernon Pamph. Supp. 1981-1982), and taxes must be paid
at the rate of $4.25 for each $1000 of the company's taxable capital per year. Id. § 171.002.
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bank holding company. The holding company vehicle can offer
substantial advantages for bank owners and managers in numerous
ways; nevertheless, each situation should be assessed on its own
merits to determine whether these advanatages will outweigh the
costs and disadvantages. If circumstances are favorable, the hold-
ing company can become an important instrument in preserving
local ownership of a community bank, allowing tax-efficient private
control, and expanding operational flexibility. Progressive bank
management and legal counsel should take a new look at the op-
portunities available through use of the holding company to enable
the small community bank to prosper in the competitive financial
environment of the '80s.




