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By Robert Smith and Bryan Duke, Friday, Eldredge & Clark, LLP

On October 13, 2008, the nine largest financial insti-
tutions in the United States volunteered for participation
in the Treasury Department’s Capital Purchase Pro-
gram. The Treasury used half of its initial $250 billion
allocation under the Troubled Asset Relief Program
(*TARP”) to purchase stock in the nine major institu-
tions. Since then, approximately twenty smaller pub-
licly-traded financial institutions have been approved
to receive capital under the Capital Purchase Program.
All the while, even though the Treasury hinted since

mutually-owned, organized as S corporations or oth-
erwise privately held. On October 31. 2008, Treasury
announced that it would issue a separate term sheet for
non-public institutions and establish a reasonable dead-
line for submission of applications to participate in the
program (the term sheet was not available at the time
this article was submitted for publication.) Although this
confirmed that community banks could participate in the
Capital Purchase Program, those banks face a number
of unresolved issues as they consider whether to apply

its inception that the program was not limited to only
large publicly-traded financial institutions, thousands
of United States institutions were technically excluded
from participation in the Capital Purchase Program.
Two leading banking trade groups estimated that up to
6,000 banks — a majority of the total of approximately
8,500 banks in the United States — are not currently
eligible for government capital because they are

Qualification and Available
Funding Amounts

The Treasury has not specified the
criteria it will use in approving applica-
tions other than to indicate that it will
consult with the QFI's applicable feder-
al regulator. Many experts anticipate
that QFls with CAMELS ratings of 1 or
2 will likely receive investments under
the Capital Purchase Program. The
Treasury's investment in any institution
under the existing public term sheet is
limited to the greater of 3% of risk-
weighted assets or $25 billion. The
Treasury allocated $250 billion for in-
vestment under the Capital Purchase
Program, which represents approxi-
mately 3% of total risk-weighted as-
sets of all U.S. banks. For this reason
we expect the maximum amount per
institution to remain unchanged when
the non-public term sheet is issued.
All invested amounts will qualify as
Tier 1 capital.
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for funding.

Terms of Securities to be Issued

In its present form, the Capital Pur-
chase Program involves direct invest-
ments by the Treasury in exchange
for senior perpetual preferred stock
(“Senior Preferred”) which will gener-
ally be senior to all common stock of
the QFI and all junior subordinated
preferred stock. The guidance permits
the Senior Preferred to be issued with
rights equal to existing senior pre-
ferred stock. The Treasury will also re-
ceive warrants in publicly traded banks
to purchase common stock of the QFI
having an aggregate market price
equal to 15% of the amount of capital
invested in the Senior Preferred.

The Senior Preferred will pay cu-
mulative dividends at a rate of 5% per
year until the fifth anniversary date of
the investment and thereafter at a rate
of 9%. For banks not controlled by a
holding company, the Senior Preferred
will pay non-cumulative dividends at
a rate of 5% per year until the fifth an-

The Capital Purchase Program is available on a
voluntary basis to any “qualifying financial institution”
(“QFI”). This generally includes any U.S. bank not
controlled by a holding company and any U.S. based
holding company. The following is a summary of the
principal items that banks should consider along with a
review of numerous unresolved aspects of the program.

niversary date of the investment and
thereafter at the rate of 9%. Dividends
will be paid quarterly in arrears.

It is unclear how the terms of the
securities issued by non-public banks
will be structured. Presumably, the pri-
mary security will entitle the Treasury
to the same rate of return (i.e., 5% per
year for the first 5-years). Treasury
must also tailor the program to per-
mit S corporations to participate (see
below).

Although the terms of the Capital
Purchase Program permit the QFI to
continue to pay dividends on com-
mon shares, the Treasury’s consent is
required for any increase in dividends
until the third anniversary date of the
investment, or until the Senior Pre-
ferred is redeemed in full. In addition,
no dividends may be declared or paid
on any common shares, any junior
preferred shares, or on any preferred
shares on an equal basis with the Se-
nior Preferred unless all dividends on



the Senior Preferred have been paid in
full at the required time (or the full divi-
dend for the latest completed dividend
period in the case of non-cumulative
Senior Preferred).

Use of Funds

Details are limited on many aspects
of the Capital Purchase Program,
primarily whether the acceptance of
TARP funds will lead to additional
oversight and regulation (in addition
to that specifically stated in the public
term sheet) and whether institutions
are required to apply amounts re-
ceived to specific purposes. As of the
date of this writing, the Treasury has
not stated any specific restrictions on
a QFI's use of the proceeds received
except as they relate to increasing
dividends, share repurchases and
executive compensation. In addition
to clearly improving a QFI’'s capital
position, we believe that the Treasury
intends that invested funds be utilized
to increase lending availability and
facilitate consolidation in the industry.

Representative Barney Frank, Chair-
man of the House Financial Services
Committee, was recently quoted as
saying that use of TARP funds for
bonuses, acquisitions and other non-
lending purposes was in “violation” of
the law. This seems a rather broad
reading of the statute. The stated
purposes of the Emergency Economic
Stabilization Act of 2008 (EESA), un-
der which TARP was authorized, are
to “restore liquidity and stability to the
financial system of the United States.”
Except with respect to restrictions on
executive compensation (discussed
below), the EESA is silent on spe-
cific requirements for funds invested
directly by the Treasury. The EESA
also vests authority in the Treasury
to establish the terms and conditions
pursuant to which it will make invest-
ments.

While this is a broad grant of author-
ity, the EESA requires that the Trea-

sury consider a number of factors in
implementing the legislation. These
include the need to help families keep
their homes and to stabilize com-
munities. To that end, Section 109

of the EESA contains rather vague
“foreclosure mitigation efforts” that the
Treasury may use to “encourage the
servicers of . mortgages” to take
advantage of available programs to
minimize foreclosures. The recitals in
the Securities Purchase Agreement
that was recently made public contain
references to institutions expanding
“the flow of credit to U.S. consumers
and businesses” and working “diligent-
ly .. . to modify the terms of residential
mortgages as appropriate to strength-
en the health of the U.S. housing mar-
ket.” There are no specific covenants
or restrictions contained in the body of
that document restricting a bank’s use
of TARP funds.

As if more uncertainty were needed,
Section 5.3 of the Securities Purchase
Agreement permits the Treasury to
unilaterally amend any provision of
that agreement “to the extent required
to comply with any changes after the
Signing Date in applicable federal
statutes.” This allows the Treasury to
amend the terms of the Capital Pur-
chase Program to comply with legisla-
tion enacted after the fact.

This issue naturally creates hesita-
tion, particularly for community banks
not necessarily in need of the fund-
ing but still receiving pressure from
regulators to participate. Chairman
Frank has scheduled two hearings on
the program during November, and we
hope that these issues will be clarified
in the near future.

Participation by S Corporations
The Treasury has confirmed that

participation in the Capital Purchase
Program will be open to S corpora-
tions. This raises several issues.
First, under the original term sheet,
a QFl is required to issue preferred
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shares in exchange for the Treasury’s
investment. Institutions that have
elected S corporation status are per-
mitted to have a single class of stock
outstanding under applicabie provi-
sions of the Internal Revenue Code.
The regulators have assured us that
the Treasury will revise the program

to allow S corporations to patticipate
without losing their desired tax status.
It is highly doubtful that Congress
could take steps in the short-term to
amend the Internal Revenue Code,
and the more likely scenario may be
that S corporations participating in

the program will issue debt securi-
ties rather than preferred stock. The
EESA specifically permits the Treasury
to purchase any “financial instrument”,
whether debt or equity. In addition,
the IRS would need to confirm that the
debt will not be treated as a second
class of stock. This could take the
form of a standard debt instrument or
a security issued in a manner similar
to that used for trust preferred securi-
ties. Second, regardless of the type
of security issued, the Treasury must
assure that any subsequent transfer
of that instrument does not violate
existing restrictions on the number
and type of permissible S corporation
shareholders. The Treasury’s original
term sheet prohibits any restrictions on
the transferability of the Senior Pre-
ferred. The lack of any transfer restric-
tions may make the program impracti-
cal unless the security itself carries

an assurance that it will not impact an
institution’s S corporation status.
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