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Attention: Comments/ORES

Re: Proposal on Insurance Eligibility of Limited Liability Companies
67 Federal Register 48054 (July 23, 2002)

Dear Mr. Feldman:

The Amencan Bankers Association 1s responding to the proposal by the Federal
Deposit Insurance Corporation (“T'DIC”) clarifving that a state bank organized as a
limured Lability company (“LLC”) could be considered eligible for federal deposit

msurance.

‘The ABA brings together all categoties of banking mstitutions to best represent the
mtcrests of this rapidly changing industry, Its membership—which mcludes
community, regional and money center banks and holding companies, as well as
sAVINgs assoclanons, trust companies and savings banks—makes ABA the largest
banking trade association in the countty. ABA’s community bank members are
keenly interested in this proposal because it would resolve an important deposit
insurance issue in the event the option of organizing in the form of an LLC becomes
more widely available.

LLCs are entities organized under state law, which share both partnership pass-
through and cotporate limuted liabidity characteristcs. While LLCs are treated in the
federal tax code as partnerships, the owners or members of the LLLC benefit from
the limited liability protections generally granted to corporate shareholders. In
addition, unlike an S cotporation, there are no restrictions on the size and classes of
members. This arrangement allows for increased flexibiliry ro allocate income or
losses to different investors. Thus, the LLC structure potenually could provide tax
benefits similar to those of 2 Subchapter S corporauon without the attendant
restrictions on the number and type of sharcholders.

Under the proposal, FDIC would interpret the term “incorporated™ as used in the
definition of “State Bank™ in the Federal Deposit Insurance Act' (“FDI Act”) to
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112 US.C. § 1813()(2).



include state banks estabhshed as LLCs under state law so long as such LL.Cs have
four key arrnbutes of corporations:

¢ Perpetual succession;

¢ Centralized management;

¢ [umted lability; and

o T'ree transferabiity of ownership interests.

Background

The proposal results from the request by two entities interested in obtaining federal
deposit msurance for state banks chartered as L1LCs. One of the statutory
requirements for eligibility for deposit insurance for state banks is that such bank be
“incorporated” under state Taw.

‘Traditionally, the term “incorporated” has been mterpreted to mean that only legal
entities wentitied as corporations under state law, and the FDIC has found no
legislanve or judicial guidance on the meaning of “incorporated™ in the FDI Act.
Cotnunon law generally accords to cotporations the four key attributes listed above.

In addition, prior to 1997, the Internal Revenue Service (“IRS™) used the same
attributes in determining whether entites would be treated as cotporations for tax
purpases.” The 1997 amendments liberalized the rules to permit husiness entities
other than corporations, including LLCs, to elect partnership tax treatment.” Those
same rules, however, tequire that certamn business entities, including state-chartered
banks helding insured depasits, be treated as corporations for tax purposes. Thus,
state banks organized as LL.Cs would not be eligible for federal tax treatment as
partnerships.* ‘1'he IRS has, in a private letter ruling, denied partnership tax
rreatment for a Texas bank chartered as a limited banking association (the equivalent
of an LLC under Texas law)’ based in patt on IRS’ own interpretation of the term
“incorporated” m the FDI Act.

Given the lack of interpretive gumidance, FDIC has reviewed the impartance of the
four corporate attribures 10 aid the agency in catryour out the purposes of the FDI

Act. FDIC has determined:

® Perpemal succession 1s very important (1) so that depositors can be assured that
their bank will not suddenly cease to exist and (ii) to facilitate resolving a bank
that fails.

¢ Centralized management is important to aid FDIC m its supervision of state

banks:

*Treas. Reg. § 301.7701-2,

" Treas. Reg. § 301.7701-2, 7701-3 (1997).
1 Treas. Reg, § 301.7701-2(h)(5) (1997).

! T'rv, Lir. Rul. 9551032 (Scpt. 27, 1995).



¢ Limited hability encourages investments in business entities and 1s important to
banks because of the cyclical nature of the banking business; limited liability also
concourages the maintenance of adequate capirtal by limiting the exposure of
individual owners to their actual investment in the bank.

* Free transferability of ownership mterests attracts new capital, while prior
consent restrictions will, at worst, limit the pool of investors or, at best, delay
additional investment 1o the bank.

For these reasons, FDIC has determined thar a state bank chartered as an LLC must
have these four corporare atrributes. No other agency is better suited ot authorized
to tnterpret terms in the FDI Act.

ABA Position

ABA strongly supports the proposal because we believe community banks, in
particular, would benelit {rom the favorable rax trearment accorded L1 s. In an era
of rapid change and consolidation in the banking industty, community banks find it
mcreasingly difficult to provide a personal level of setvice while remaining
competitive with larger banks and other tax-advantaged financial institutions.
Unforrunately, many community banks have been unable 1o elect Subchapter S
status and its favorable tax treatment because of vutdated limitations on the number
and type of owners. Morcover, evenif community banks organized as LLCs wete
not eligible for tax treatment as partnerships at the federal level, they could
nonetheless obtain significant state tax benefits.

Accordingly, ABA beheves that LLC status is a potendal route to achieve mote
favorable tax treatment and enhance the competitive posifon of community banks.
At the same ume, ABA recopnizes that sume stare statutes authorizing the LLC
structure may impose restrichions that could disqualify state banks chartered under
those state statutes from being treated as corporations for deposit insurance
purposes. However, FDIC’s action may spur attempts to amend any such restrictive
legislative provisions.

The effect aof the proposal will be to recognize different types of business structures
that did not exist when the FDI Act was adopted. ABA recogmizes that when state
banks were permitted to elect Subchapter S status, there were concerns about this
new structure, and what it would mean for supervision and petformance. As of June
30, 2002, 1,839 banks and thrifts have elected Subchapter S status, and expetience
demonstrates that these institutions are performing well® The Subchapter S status
has posed no supervisory problems for FDIC or the other bank supervisory
agencies. Accordingly, ABA believes the proposal tepresents an impottant first step
toward granting community banks the same range of carporate tax strucrurcs that
are avallable to other small businesses. For all of the above reasons, ABA strongly
supports this proposal.

i FDIC Call Report, Second Quarter, 2002.



[f you have any questions or would like additional information, please contact the
undersigned or Mark Baran at 202-603-5317.

sicerely,
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Cristeena (G. Naser



