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CHAPTER |

INTRODUCTION

1.1 The Research Problem

Subchapter S of the Internal Revenue Code was created fifty ggaras a
mechanism for providing small businesses with a tax advantage.adt&itage was
meant to allow small firms to more effectively compete wdhger corporations.
Statements to Congress indicate that banks that receive this tax advastatpe feenefit
onto small businesses through increased credit availability (Blahke 2008; Bright,
2001).

Since 1997, banks are allowed to convert to this organizational fohmyifmeet
the requirements set forth in the statute. Every year banks comdinwitch to this
status and de novo banks enter into this statiBue to the passage of the Sarbanes-
Oxley Act of 2002 banks have other reasons, such as cost savingslanéed exposure
to regulation, to reduce their size and operate under this newlgtdgaorganizational
form (SOX, 2002f. In addition, this tax benefit provides commercial banks the

opportunity to be on a more level playing field with credit unions.

'De novo banks will not be included in the sampl&obchapter S commercial banks due to the differenc
in the performance in the initial years of openat{Brislin and Santomero, 1991; De Young and Nolle,
1996; De Young, 1999).

2Under the Securities Exchange Act of 1934, a coyyean be considered private and avoid Sarbanes-
Oxley requirements if the company has fewer thahStareholders; or fewer than 500 shareholders and
less than $10 million in total assets for each®fast three fiscal years.



Though many banks convert to this status, there are many ellgginks which
choose not to convert to this organizational form. There is an adeguosunt of
research on S corporations in various industries, but due to therédut eligibility of
financial institutions to this tax status, there is littleesgsh on Subchapter S banks. The
research to date on Subchapter S banks tends to focus on the chacaovéignks that
convert to this status. These studies analyze variables sihEsdividend payments,
bank size, location (urban v. rural), and other characteristics fdicpve purposes.
However, the purpose of this legislative act is yet to be inastly Are these tax
savings provided to Subchapter S banks being channeled through to satities small
businesses, including those in the agriculture industry, through arasecia loan
activity? The importance of these small banks to small bugisdsscritical to our
economy and is documented in the literature (Berger et al., 200§eBand Frame,
2007; Berger and Udell, 1995; Craig and Hardee, 2007; Ely and Robinson, 2001n Straha
and Weston, 1996). Recently, it was reemphasized by the tegtwhérederal Reserve
Governor Mishkin (2008) who noted the importance of small banks in ingjliz
relationship lending and extending credit to small businesses durimgent economic
conditions.

1.2 Purpose of the Research

The purpose of this study is to investigate the important question, amhdhe
banks doing with the tax advantage provided by their SubchapteruS?staire they
passing these benefits on to their customers in the forncidased credit availability?
If not, are the tax savings staying within the banking organizads increased capital

through retention of earnings, an increase in officers and emplogaksies, or



increased dividends for owners? The main concern and the policy o$stres
investigation is if these tax savings are being channeled througkasec lending
activities to the banks’ local community including small busine$sesyhose benefit the
original legislation was intended (Mishkin, 2008). | evaluate if 8apter S banks have
significant differences in their operating characterigtiost conversion versus a control
group of Subchapter C banks. | investigate some of the unique chatiasteof
Subchapter S banks and evaluate if their lending relationshipsgargcantly different
from the control Subchapter C banks due to this preferential tax treatment
1.3 Results of the Research

An event study approach with a unique matching technique provides a more
thorough evaluation of conversion by banks to Subchapter S tax statupiricBim
analysis of abnormal performance provides insight into how banks &éutiag their
tax savings from converting to Subchapter S tax status. Resditate banks are
utilizing the tax benefit primarily to increase dividends. Ther@ase in dividends is
shown to be significantly greater than what is necessary tetdffe increase in taxes
incurred by shareholders. Results of negative abnormal performanoany of the
lending categories indicate banks decrease the more risdiy/lauisiness and agricultural
lending after converting to Subchapter S. Negative abnormal performrasedaries
possibly indicates salaries previously were used to extract ftomdsthe banks to avoid
double taxation. The negative abnormal performance in retainechgarcorresponds

with the increase in dividends.



1.4 Structure of the Research

Chapter 1l is a literature review that describes thgnession of Subchapter S
legislation and the legal requirements of electing this sta@lsapter Ill is an analysis
and overview of previous studies that investigate the charaicer@d performance of
banks that convert to Subchapter S status. Chapter IV is a disto$she importance
of funneling the increased tax savings to small businesses. €Waigta description of
the data and methodology for the empirical analysis and containshéoeetical
framework and a set of testable hypotheses. Chapter VI conteneesults of an
empirical comparison of banks that convert to Subchapter S statasraatthed control
sample consisting of banks that do not convert. The empirical anadyamn event study
utilizing accounting data. Finally, Chapter VIl is a discussibthe policy implications

of the empirical analysis.



CHAPTER Il

LEGAL REQUIREMENTS FOR SUBCHAPTER S CORPORATIONS

Subchapter S of the Internal Revenue Code (IRC) was establishezh a
alternative form of business organization by Congress under timitatAmendments
Act of 1958, which is a revision to the IRC of 1954 (TAA, 1958). The purpbsieis
hybrid form of business organization is to reduce the tax burden onlamsalkesses by
allowing them to operate as a corporation but pay taxes at thedumalivawner level like
a partnership.

An S corporation is defined by the Internal Revenue Code as, fegfiect to any
taxable year, a small business corporation for which an election 8edgon 1362(a) is
in effect for such year” (U.S.C., 81361(a)(1)). This organizatiémah receives the
benefits of both the corporate organizational form and the partpeigim. Thus, an S
corporation is allowed to operate with limited liability like G corporation while
receiving the benefit of avoiding double taxation. C corporationsnameed after
Subchapter C of the Internal Revenue Code and are taxed as aesbpanagss entity
(U.S.C., 8311). S corporations do not pay the federal corporate income tax but ithstead a
taxes are paid at the level of the individual owner. For tHegble S corporations, their

income and losses are passed-through (sometimes referred fimvad-through) to



their shareholders on a pro rata basis, similar to the partpardes. The individual

shareholders are then taxed on their share through their individuaheniax returns.

Unlike the partnership organizational form, the shareholders of S etipw are

typically not subject to self-employment taxes on their distibushares. Therefore,
the company’s profits are not subject to double taxation (U.S.C., §1366(a)CL)(A)).

Due to the tax savings associated with S corporations and thesedtm@amber of
regulations corporations are required to follow, more organizationamreerting to
Subchapter S every year as a cost saving mechanism. Schol®lswoh (1992) find
that as corporate costs increase, so does the benefit fraaxtBavings and the number
of pass-through entities such as S corporations.

Table 1 provides a simplified illustration of the differencetamation of a C
corporation and an S corporation. As indicated in Panel A and PaneltBx thdvantage
of Subchapter S increases as the dividend payout increases. Panedl Ranel D
illustrate the implication of individual and corporate tax ratesSabchapter S status.
The advantage of Subchapter S increases as the corporatestaxcetds the individual
tax rate. Panel E provides an illustration of the currentitaat®n. The reduction in the
dividend tax rate reduces, but does not eliminate the tax advantage of Subchapter S.

To summarize, the Subchapter S owners are not held personallyfdiabliebts,
obligations, and judgments of the business and the profits of the muametaxed only
once at the federal income tax rate applicable to the indivihaatsolders. The highest
marginal rate for individual shareholders in 2008 is 35 percent,nifisamt decrease
from the previous high of 91 percent when Subchapter S tax &tatusecame available

(Refer to Table 2).

% Some states do require a state corporate income ta



Table 1: Illustration of Subchapter S Tax Effect

Two banks with pre-tax income of $1,000,000.

remains under Subchapter C of the IRC.

Panel A: Assumesa 100% Dividend Payout

Pre-tax Income
Corporate Tax Paid
After Tax Corporate Income (Loss)

Dividend Payout

Individual Tax Paid

After Tax Individual Income (Loss)
Cash Position of Individual

Total Tax

Panel B: Assumesa 0% Dividend Payout

Pre-tax Income
Corporate Tax Paid
After Tax Corporate Income (LosSs)

Dividend Payout

Individual Tax Paid

After Tax Individual Income (Loss)
Cash Position of Individual

Total Tax

Ommnverts to Subchapter S the other

Subchapter S Subchapter C
$1,000,000 $1,000,000
$0 $350,000
$1,000,000 $650,000
$1,000,000 $650,000
$350,000 $227,500
$650,000 $422,500
$650,000 $422,500

$350,000 $577,500
Subchapter S Subchapter C
$1,000,000 $1,000,000
0 $350,000
$1,000,000 $650,000

$0 $0

$350,000 $0
$650,000 $650,000
($350,000) $0
$350,000 $350,000

Panel C: Assumesa50% Dividend Payout but a Corporate Tax Rate of 20% and an
Individual Tax Rate of 50%.

Subchapter S Subchapter C
Pre-tax Income $1,000,000 $1,000,000
Corporate Tax Paid 0 $200,000
After Tax Corporate Income (Loss) $1,000,000 $800,000
Dividend Payout $500,000 $400,000
Individual Tax Paid $500,000 $200,000
After Tax Individual Income (Loss) $500,000 $600,000
Cash Position of Individual $0 $200,000
Total Tax $500,000 $400,000



Panel D: Assumesa50% Dividend Payout but a Corporate Tax Rate of 50% and an
Individual Tax Rate of 20%.
Subchapter S Subchapter C

Pre-tax Income $1,000,000 $1,000,000
Corporate Tax Paid $0 $500,000
After Tax Corporate Income (Loss) $1,000,000 $500,000
Dividend Payout $500,000 $250,000
Individual Tax Paid $200,000 $50,000
After Tax Individual Income (Loss) $300,000 $200,000
Cash Position of Individual $300,000 $200,000
Total Tax $200,000 $550,000

Panel E: Assumesa 50% Dividend Payout, Corporate Tax Rate is 35%, Individual Tax Rate
is35%, Dividend Tax Rateis 15%
Subchapter S Subchapter C

Pre-tax Income $1,000,000 $1,000,000
Corporate Tax Paid $0 $350,000
After Tax Corporate Income (Loss) $1,000,000 $650,000
Dividend Payout $500,000 $325,000
Individual Tax Paid $250,000 $48,750
After Tax Individual Income (Loss) $250,000 $276,250
Cash Position of Individual $250,000 $276,250
Total Tax $250,000 $398,750

Assumes all income received is taxed at the topgimal rate. This ignores deductions,
exemptions and the rates below the top margina. raThe highest marginal rate for both
individuals and corporations is assumed to be 3b#ainels A and B.



Table2: Historical Highest Individual Marginal Income Tax Rates

Top Top Top
Marginal Marginal Marginal

Y ear Rate Y ear Rate Y ear Rate

1913 7.00% 1945 94.00% 1977 70.00%
1914 7.00% 1946 86.45% 1978 70.00%
1915 7.00% 1947 86.45% 1979 70.00%
1916 15.00% 1948 82.13% 1980 70.00%
1917 67.00% 1949 82.13% 1981 69.13%
1918 77.00% 1950 91.00% 1982 50.00%
1919 73.00% 1951 91.00% 1983 50.00%
1920 73.00% 1952 92.00% 1984 50.00%
1921 73.00% 1953 92.00% 1985 50.00%
1922 56.00% 1954 91.00% 1986 50.00%
1923 56.00% 1955 91.00% 1987 38.50%
1924 46.00% 1956 91.00% 1988 28.00%
1925 25.00% 1957 91.00% 1989 28.00%
1926 25.00% 1958 91.00% 1990 31.00%
1927 25.00% 1959 91.00% 1991 31.00%
1928 25.00% 1960 91.00% 1992 31.00%
1929 24.00% 1961 91.00% 1993 39.60%
\1930 25.00% 1962 91.00% 1994 39.60%
1931 25.00% 1963 91.00% 1995 39.60%
1932 63.00% 1964 77.00% 1996 39.60%
1933 63.00% 1965 70.00% 1997 39.60%
1934 63.00% 1966 70.00% 1998 39.60%
1935 63.00% 1967 70.00% 1999 39.60%
1936 79.00% 1968 75.25% 2000 39.60%
1937 79.00% 1969 77.00% 2001 38.60%
1938 79.00% 1970 71.75% 2002 38.60%
1939 79.00% 1971 70.00% 2003 35.00%
1940 81.10% 1972 70.00% 2004 35.00%
1941 81.00% 1973 70.00% 2005 35.00%
1942 88.00% 1974 70.00% 2006 35.00%
1943 88.00% 1975 70.00% 2007 35.00%
1944 94.00% 1976 70.00% 2008 35.00%

Note: This table contains a number of simplifioa and ignores a number
of factors, such as a maximum tax on earned inaon®® percent when the
top rate was 70 percent and the current increasstes due to income-related
reductions in value of itemized deductions.

2.1 Progression of the Individual Tax Rate
Tax rate changes have important implications for banks when consideringrelect
of Subchapter S status. The benefits of converting to Subchapt&ius decline when

the individual income tax rate increases. Currently the higha@isidual income tax rate



is lower than the highest corporate income tax rate, but daxhrate changes so do the
incentives and number of organizations opting to elect Subchapter S status.

The top marginal individual tax rate was extremely high duttvegl950s through
1970s, ranging from 91 percent to 70 percent. President Ronald Reagaimistaakon
introduced the Economic Recovery Tax Act of 1981 (ERT, 1981) which brthghdp
individual marginal tax rate down to 50 percent in 1982. SubchapteruS setame
even more favorable after President Reagan initiated and passEaktReform Act of
1986. This Act reduced the highest individual tax rate from 50 petoe28 percent,
well below the top corporate federal rate, which declined frorpesfent to 35 percent.
Also, during 1986 the alternative minimum tax rate (AMT) for corppong was set at 20
percent (TRA, 1986). This greatly increased the benefit torfotions because S
corporations are not subject to the AMT and they also avoid the addeidmahistrative
duties and fees associated with computing this tax.

Tax law changes under President George H.W. Bush’s administmati@ased
the top individual marginal income tax rate up to 31 percent underrtreb@s Budget
Reconciliation Act of 1990 (OBRA, 1990). President Clinton furtherem®sed the
individual tax rate to 39.6 percent, thus reducing the benefit ofiredeSubchapter S
status (OBRA, 1993). The highest individual marginal tax rateirmdat 39.6 percent
until George W. Bush took office and initiated his tax cut plan undefEtmomic
Growth and Tax Relief Reconciliation Act of 2001, which reducedtidbeincome rate

down to the current rate of 35 percent (EGTRRA, 2001).

* The tax rate reductions created by President @edtgBush are set to expire in 2010 unless legislas
created to extend them (JGTRRA, 2003).

10



2.2 Comparison of Organizational Forms

S corporations have many characteristics that C corporations hauvuaritiey
are subject to many of the same requirements. They aree@doiconform to state laws
and file an article of incorporation with the Secretary of State, the shdeetalre able to
vote on major issues, and the organization holds directors and sharemodsdtings. In
addition both organizational forms benefit from an unlimited life (U.S8C371). The
major difference between these organizational forms is taxatiThe owners of S
corporations are taxed on the profits of the corporations, whethestdhe profits are
distributed. Thus they are taxed on income they may never recehngreas a C
corporation’s shareholders are only taxed on income when it is rdcas/elividends
(U.S.C., 81366(a)(1)).

S corporations are similar to another hybrid organizational form Liimg&ed
Liability Corporation (LLC). Although both forms receive limitdbility and tax
advantages, there are differences in the formation requirementsorp8rations are
limited to 100 shareholders and all must be in resident stat&Gl) 8§1361(b)(1)).
Conversely, U.S. residency is not required of LLC shareholders and thieenuwh
owners is not limited (U.S.C., 8301). LLCs are more flexiblénvietwver restrictions on
the types of eligible owners and in their distribution of profitheylcan be owned by C
corporations, S corporations, trusts, and LLCs partnerships. Under Ildu@ements
income is not passed-through on a pro rata basis but rather isutéstrbased upon an
agreement plan set up by the members/owners (U.S.C., 8§702). Both Stcampaad

Limited Liability Corporations provide a tax savings to the own&sle proprietorships
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and straight partnership organizational forms receive the taxgsabut do not receive
limited liability (U.S.C., § 63).

There are differences among the various organizational formshdmat are also
differences within the organizational forms. The benefits aftielg Subchapter S status
are not equal in all states. Some states do not recogniz@&@atmns as pass-through
entities. In these states, organizations filing under Subchapexp&ience double
taxation with respect to state corporate taxes.

2.3 Requirements for Filing Under Subchapter S of the Internal Revenue Code

The original 1958 Subchapter S requirements have undergone some atiodsic
over the years to allow more companies to elect this organizifmna In order to
convert to Subchapter S status under the 1958 legislative rulingrgamization is
required to meet certain conditions. One requirement for conversahsisareholders
must agree and required documentation must be filed with the InRemanue Service
within two months and 15 days after the first day of the taxadde. y If at any time the
Subchapter S election is lost, the firm could not re-elect thesstar five years unless
the loss is unintended (U.S.C., 81361(b)(3)(D)).

The 1958 tax provisions included the following requirements for estaigistmnd
maintaining Subchapter S status (U.S.C., 81361(b)(1)): (1) The coomasat domestic
corporation, (2) The corporation is not a member of an affiliatedpgof corporations,
(3) The corporation does not have more than one class of’sKhe corporation does

not have more than ten shareholders, (5) The corporation’s sharehotlerdiaduals

® These states include California, Connecticut, @afe, Louisiana, Michigan, New Hampshire, New
Jersey, North Carolina, Tennessee., Utah, and \f@rmo

® A corporation is treated as having only one ctesstock if all the outstanding shares have idetights
to distribution and liquidation proceeds. In adlif S corporations are restricted from issuindegred
stock (U.S.C., 81361(b)(D)).
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or estates, but are not another organization, and (6) The corporat®makobave a
shareholder who is a nonresident alien. Of these provisions, the idefioiteligible
shareholders and the accounting techniques allowed are the major istuiloicks
which prevented financial institutions from converting to Subchapter S status.

The first change to the legislation occurred in 1976 when the number of
shareholders provision was increased to 25, but little else changed, ([976).
Congress made some additional transformations to the tax codehthiheugubchapter S
Revision Act of 1982. This Act allowed S corporations to conform masebt to the
partnership taxation provisions, but without all the complications (S3R82). This
allowed S corporations to become pass-through entities without allxtne miles
associated with partnerships. This Act also increased thamma number of
shareholders to 35 (U.S.C., 81361(b)(1)(A)).

Even with these revisions, banks and other financial institutions me¢rable to
elect Subchapter S status until 1997 following the introduction of thd Bosness Job
Protection Act of 1996 (SBJPA, 1996). This Act allowed financial ingiitstto become
eligible to elect this status if they met certain requirgisi@nd do not use the reserve
method of accounting. This Act also liberalized many of the pusvrestrictions on S
corporations. The 1997 Act expanded the eligibility requirememntshareholders by
amending the IRC to increase the maximum number of shareholdens3%B to 75
(U.S.C., §1361(b)(1)(A)). Charitable, tax-exempt organizations and certain non-
individual retirement plans became eligible to be S corporation hatldezs (U.S.C.,
81361(b)(2)). In addition, S corporations are eligible to own 80 percent @& afor

another C corporation and are allowed to have a subsidiary of aisotoporation if it

"Husband and wife count as one shareholder.
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was 100 percent owned (U.S.C., §1361(b){3). corporations are allowed to create an
employee stock ownership plan and the IRS provided more flexibilityeleetions,
audits, and litigation requirements. The new provisions allowedaleeby an IRA trust
to an IRA beneficiary of bank stock and provided adjustments for eadsirgutions
which occurred in loss years. While these new provisions ind¢aseattractiveness of
Subchapter S and allowed many financial institutions to convertdcthius, others are
still unable to convert due to existing provisions.

The Jobs and Growth Tax Relief Reconciliation Act of 2003 was signedaw
on May 28, 2003 by President George W. Bush changing the way d@uxatgon
impacts corporate decision making. This law reduced the maxiaouto 15 percent for
qualifying dividends paid after January 2003 (JGTRRA, 2003). Dividendsfygtadi
this lower tax if from a domestic corporation or a qualifiedifprecorporation, but not if
they are received from a tax-exempt corporation, an interestguatyor if paid on stock
owned by an employee stock ownership plan. Under the Act, dividendsaceat 15%
instead of taxed as ordinary income (JGTRRA, 2003). This chanige law does not
eliminate double taxation, but rather reduced the advantage that S torn®ohad over
C corporations. This tax change is set to expire on December 31wl@ihlthe tax on
dividends will revert back to that of ordinary income.

Since some of the benefits and effectiveness of Subchapter Sdeateased due
to the Jobs and Growth Tax Relief Reconciliation Act, Congrdsged the restrictions
on S corporations in order to provide better incentives to small busses3he

American Jobs Creation Act of 2004 (AJCA, 2004) changed the dligitelguirements

8 A qualified Subchapter S subsidiary is basicallyo8% owned corporation whose identity is ignomd f
tax purposes so that its assets, liabilities, ineostc. are treated as owned by the S corporatiemp
company.
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for shareholders by increasing the number of eligible sharebdioldf00 and expanding
the definition of a shareholder. The 2004 Act expanded the definitwhmfjualifies as

a shareholder to include up to six generations of lineal descendanta,husband, wife,
and a great grandparent would all count together as one shareholtese ificentives
increased the number of organization qualified to elect Subchapter S status.

Under the current Internal Revenue Code, as updated by the 2004 Amendment
(AJCA, 2004), a corporation is eligible to elect Subchapter S sthtismeets the
following requirements: (1) The corporation is a domestic corporat{@h The
corporation has less than 100 shareholders, (3) The shareholdepeesera an estate or
a trust, but not an organization, (4) Shareholders are domesticntesidad (5) The
corporation issues only one class of stock (U.S.C., 81361(b)(1)). Caopsratre
ineligible to file under Subchapter S, according to the InternaliRev€ode if they are:
(1) A financial institution which uses the reserve method of acocaufor bad debts
described in IRC, Section 585, (2) Operating as an insurance compasygt dobfax
under Subchapter L, (3) A corporation which elects to be treateal @Essessions
corporation under IRC, Section 936, and (4) A current or former Domnatimational
Sales Corporation (U.S.C., 81361(b)(2)).

2.4 Converting to Subchapter S of the Internal Revenue Code for Financial Institutions

The Small Business Job Protection Act of 1996 first allowed finems#tutions
to elect Subchapter S status. The American Jobs Creation 2€0df (AJCA, 2004)
then made it easier for banks seeking Subchapter S statusdifying the definition of
shareholders and requirements for who qualifies as shareholders. prifhary

restrictions that prevented financial institutions from opting ihie érganizational form
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included using the reserve method of accounting for bad debts underd&©n%85 or

exceeding the passive income limits. Under the previous Int€&teaénue Code’s
provisions, interest income earned by banks was considered pasBivddecember 20,
1996 the IRS redefined most interest income and classified actage income, thus
removing the barrier many financial institutions have with thesigasincome

requirement (IRS, 1996). The passive income limits are s&6 ghercent of gross
receipts’® Amounts above this level are taxed at the highest federalftavieicome. If

this occurs in three consecutive years, the Subchapter S stagvoked by the IRS.
This was a major change to the previous legislation and is tfaciaanks to elect this
organizational form.

Thus, the creation of this legislation allowed some banks to chooseaptdrch
tax status beginning in 1997.  Another restriction preventing some lbak#hrifts
from converting to Subchapter S deals with their accounting technBaeks using the
reserve method of accounting for loan losses are ineligible UbcHapter S election.
Although this provision remains, banks are able to switch to thefispeharge-off
method and thus become eligible for Subchapter S election.

The Tax Reform Act of 1986 requires large banks with assettegtban $500
million to use the specific charge-off method. Smaller bankshbanse this method or
the experience reserve method, which is calculated using aaixneving average of
actual losses (TRA, 1986). If a bank elects Subchapter S ateduswvitches accounting

methods, adjustments to the bank’s income will occur. Under the cuakent the

° The IRS defines passive income as an activity wttie taxpayer does not materially participate. (e.g
rental income, interest income, dividend income)

191t a Subchapter S corporation’s passive inconggéster than 25 percent of gross receipts for three
consecutive years, the institution is ineligible¢main as a Subchapter entity (U.S.C., 81362(d)(3)
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accounting change is made during the first tax year elieetion the bank may choose to
take all adjustments in the last taxable year it was ar@ocation (USTRA, 2007).
Therefore, adjustments are taxed at the corporate feuslthough, large banks use the
correct method of accounting for eligibility to elect Subchaptstafus, other provisions
usually prevent them from qualifying for this status. Meanwlsteall banks that are
using the reserve method of accounting must switch to the spele#irge off method to
become eligible to elect Subchapter S status.

Subchapter S status was created fifty years ago as aowpyovide a tax
advantage to small businesses. Small businesses are deeamd@ithe U.S. economy
and the legislation provided them a tax advantage to help them competéarger
corporations. Small banks often site their strong community relatmss Various
banking groups request Congress to further loosen the restriction on geb@atatus
so that more small banks can become eligible to convert to SubcBagtatus (White
House Vetoes Relief for Community Banks, 2007; Preserving and tngtétain Street
USA, 2001). Responding to a Presidential veto on less stringent Subcl&apte
requirements, the Chairwoman for the Committee on Small Busieéssenced the
relationship between small banks and small businesses. She Stdtese reforms
would have ensured community banks are able to meet the needs obusoass
owners and promote further job creation.” She continued by statingséTieforms will
make community banks’ national reach, local ties, and emphasis dnbsisiaess and
farm lending available to more customer in more areas” (\WHutese Vetoes Relief for

Community Banks, 2007). Bankers cite the benefits small baokslprby extending

" previously if the accounting change was made duttie first year of election adjustments are carsid
in the taxes for both the shareholder and the catjmm, but if the change was made prior to electio
adjustments are only taxed at the corporate level.
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credit to their local communities, including small businesses ifr tAguments
(Preserving and Protecting Main Street USA, 2001). Recerttly, Ihdependent
Community Bankers of America (ICBA), which represents 5,000 commbaitis, sent
a memo to the Counselor to the Secretary of Treasury regardagirig community
banks increase small business lending.” This memo focuses on Siglb@sax reform
(ICBA, 2009). An ICBA representative testified before Congresausssicg Subchapter
S community banks and their lending to small business customersonklusion of the
testimony was the “ICBA believes reforming and simplifyingerous Subchapter S
corporation rules will create a tax code that is small busifremsdly and improve
community banks’ ability to meet the lending needs in their loacalmunities” (S-corps:
Recommended Reforms That Promote Parity, Growth and Developmergnfal
Businesses, 2008). This claim, that after conversion to SubchagtatuS these banks
are actually extending more credit to their local communitielsiding small businesses

and the agriculture industry, is unverified by rigorous empirical evidence.
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CHAPTER IlI

CHARACTERISTICS AND PERFORMANCE OF SUBCHAPTER S BANKS:
EMPIRICAL EVIDENCE

Previous research focuses on the differences between Subchapdek< and
those that elect the new Subchapter S tax status. Most adfsbarch evaluates various
characteristics of these organizations and develops models to pebditt banks are
more likely to convert based upon these characteristics. Gibearch examines how
these characteristics may change after conversion.

Empirical analyses of the performance of Subchapter S banksoarewbhat
limited in scope and number. Few published studies evaluate thetehat@s of banks
that convert to Subchapter S status. Previous research usaalse$ on a limited
number of years after the election became possible and lacksdapth analysis of the
consequences of this status on banks, their shareholders, and the communities they serve.

Investigations that focus on election of Subchapter S status irbahking
industry typically don’t evaluate differences that may occuoughout the years after
conversion. Hodder, McAnally, and Weaver (2003) evaluate the differdratesen
early and late converters, but their sample only included thres géalata. Knowing
the difference between banks that convert to Subchapter S status and those that rema
Subchapter C banks may be of interest. However, an important polidjoquesolves

the behavior of Subchapter S banks after conversion. In particularheypyéns to the
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tax subsidy for Subchapter S banks and precisely who is receiving the tax?enefi

Harvey and Padget (2000), Hodder, McAnally, and Weaver (2003), Gyeg®,
and Koch (2005), and Gilbert and Wheelock (2007) directly investigateetti@mance
and characteristics of Subchapter S banks. Previous investigatioessatite largest
obstacles facing banks electing Subchapter S status and euhkiatiearacteristics of
Subchapter S conversions.

3.1 Characteristics of Banks Electing Subchapter S Status

Subchapter S status is not equally beneficial for all comnmebaiaks. For
example, if a bank focuses more on retained earnings and paysdiowlends, the tax
savings from converting to Subchapter S is much less significadherefore, one of the
primary characteristics of the banks that are most likebptwert to Subchapter S status
are those banks that have higher dividend payments and positiax@arhings. Other
characteristics may lead to additional benefits or costs toatterting bank, depending
on the provisions.

Hodder et al. (2003) and Cyree, et al. (2005) use logistic remgneasalysis to
investigate the characteristics of banks most likely to cornee8ubchapter S status.
Hodder et al. (2003) analyze call report data and divide their sample it#¢1E97) and
late (1998, 1999) converters to examine if firm characteristesliffierent between the
two groups. Cyree et al. (2005) also explore why more banks do nbtheteseemingly
more profitable tax status. Similar to Hodder et al. (2003)e€gt al. (2005) examine
call report data, but extend the sample period to 1997-2003 and utilimen sgt of
variables to include rural, urban, and de novo banks. They aggregdtadtfeom 1997-

2003, thus differences in the characteristics of banks betwees igagnored and they
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do not distinguish between early and late converts as in Hodde(20@8). Harvey and
Padget (2000) employ a sub sample of banks from the Kansase@ayaF Reserve Bank
District for the years 1997-1999 to evaluate the characteristi®ibchapter S banks.
They exclude new banks opening after 1993 and those with asssey gnan 1 billion.
Gilbert and Wheelock (2007) compare averages of Subchapter S Wahbahapter C
banks to evaluate differences in operating performance.
3.1.1 Bank Size/Shareholders

Most Subchapter S commercial banks are small, with asset leseghan $1
billion, because of legal restrictions. These small banks acebiort89.6 percent of the
commercial banks that elected Subchapter S status in 1997 and 98 &4t per2007
(Refer to Table 3). As of June 2000, 95 percent of Subchapter S amksolal assets
less than $250 million, with the average size of the converted banks3&3r2 million

(Harvey and Padget, 2000).

Table3: Subchapter SBanksby Year and Size

No. of Subchapter S No. of Large Subchapter S
Y ear Commercial Banks Banks (Assets > $1 billion)
1997 596 2
1998 1,035 3
1999 1,279 5
2000 1,433 7
2001 1,622 7
2002 1,785 7
2003 1,941 8
2004 2,046 15
2005 2,152 25
2006 2,255 31
2007 2,345 39
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A possible restriction to growth for banks that convert to Subch&yttatus is
due to the limitations on the number of shareholders and limitations afafiseof stock,
both of which potentially restrict banks’ access to externgitaid® Since these banks
are restricted on the number of shareholders, they tend to haveamulye donnections
because up to six lineal generations count as one shareholder (§13&1(c)(B)(ii))**
This is consistent with findings that Subchapter S banks oftenagellheld (Cyree et
al., 2005; Hodder et al., 2003).

Harvey and Padget (2000) find that banks that convert to Subchapter S status have
higher capital ratios prior to conversion. Since the various Subclpéstrictions will
limit the ability these institutions have to gain access terpat capital after conversion,
banks maintain higher capital levels prior to conversion. Thus banksdhgert to
Subchapter S status are typically banks with fewer growth oppaesiaitd less need for
external capital financing (Harvey and Padget, 2000; Hodder,20413; Cyree et al.,
2005). These findings coincide with the Subchapter S literaturéén wtdustries which
suggests that conversion to Subchapter S status restricts anzatigais growth
opportunities (Ayers et al., 1996).

3.1.2 Dividends and Taxes

Organizations which pay larger dividends and have higher pre-taingsrare

more likely to convert to Subchapter S status (Hodder et al., 2008eyHand Padget,

2000; Cyree et al.,, 2005). Gilbert and Wheelock (2007) find thatptbéts of

2another area where the capital for banks is pogsistricted after electing Subchapter S statuitis

the use of trust preferred stock. Trust prefertedksis primarily sold to large institutional intess and
under the current provisions of Subchapter S st#tistype of capital is limited to 25 percenttoé banks
capital stock (U.S.C., §1362(d)(3)(D)).

*The limitations on obtaining external capital amsgibly most restricting on small, family-owned ksan
Capital often is already constrained in these baicaiuse family members frequently are heavilystea
and not willing to invest additional resources (€&yet al., 2005).
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Subchapter S banks exceed banks that remain as Subchapter C bankitaiokize.

They use the Uniform Bank Performance Report’'s hypotheticakatex conversions,
which adjusts for earnings on tax advantaged securities and foedbealf corporate
income tax to evaluate the performance of Subchapter S banks.fifth&ubchapter S
banks consistently have higher pre-tax earnings, lower operatitg, @&l a higher
dividend payout?

Because shareholders of C corporations experience double taxatioonphegay
taxes on the dividends and don't pay capital gains taxes until thessduar sold. This
allows shareholders to postpone their tax obligation to a more opitmealvhen they are
able to better manage their income and pay a lower tax. Due wothe taxation
inherent in C corporations, these organizations may seek ways ohslagrtheir taxable
income. One method is to increase compensation to managementRS lezamines
compensation payments to determine if they are reasonable. latbeyot, they are
reclassified as a non-deductible dividend and taxed at the dividendndge the 2003
tax changes. Additionally, the IRS may choose to disallow the deduatid tax the
compensation as ordinary income (JGTRRA, 2003). Manager-own8tshohapter S
banks may prefer payments through dividends versus salaries duestoployment tax
on salaries. This could account for the lower operating exrSabchapter S banks.
However, salaries are an alternative for Subchapter C bank&ag @ extracting funds
from the bank without being penalized with double taxation. Gilbert\&hdelock
(2007) compare Subchapter S banks to Subchapter C banks’ personnel exygkedse

not find a significant difference between the two groups.

4 They note one problem with using the UBPR conweerss it does not account for different state ineom
taxes.
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In addition to the corporate tax savings, S corporations are als@ekem the
corporate Alternative Minimum Tax (AMTY. Banks are typically subject to the AMT
because they hold extensive tax-exempt securities which gemeramee subject to this
tax. Proxies often used for the bank’s AMT are the bank’s tamyixeecurities which
are held by the banks for various reasons (Hodder et al., 200& €yae, 2005). Banks
hold these tax-exempt securities not only for tax reasons, bat fats pledging
requirements and to help strengthen community relations. Banksigftér investment
in these securities, and thus more AMT exposure are more likelgonvert. As
anticipated, Cyree et al., (2005) and Hodder et al., (2003), find Subclkaptarks tend
to have higher tax exempt securities.

Another tax consequence for a bank considering electing Subchagtatus is
state of incorporation. Not all states equally recognizetthisstatus. Several states
impose a state corporate tax on the earnings of these orgarszaf herefore, in these
states Subchapter S banks do not receive the same level of basefits other,
Subchapter S friendly states. Plesko (1994) finds, consistentiwdter et al., (2003),
that state taxes influence the conversion choice and banks invetht@sstate corporate
tax are less likely to convert to Subchapter S status. Conve@®glge et al. (2005) do
not find Subchapter S banks in friendly states are significanfigreift from Subchapter
S banks in states where a state corporate tax is present.

3.1.3 Age
Cyree, et al. (2005) argue banks will choose Subchapter S statums tidne

benefits from taxes exceeds the cost of converting or theotast election for de novo

15 Since the income from Subchapter S corporatiopassed-through to the shareholders, shareholders
could still be subject to the individual AMT.
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banks. Cyree et al. (2005) also find that de novo banks typically don’t choose Subchapte
S status (they represented less than ten percent of the san®0€3). This is not
surprising since the primary advantage of electing Subchaptaitus $s the tax benefit
and this does not become evident until the bank is profitable. Sincaelenastvo banks
are not profitable their first few years, it is not surprisomdly a small percentage have
elected this status. This agrees with the findings of Crye&\&mgley (2002) who find
the return on assets for a de novo bank typically doesn't meet ymdustrage for
approximately 7.5 years. DeYoung and Hasan (1998) find de novo banks damtebec
efficient until nine years of operation. Using panel data of de novo banks, 1986}
finds a difference between de novo banks and established banks asdarl@uyears
past establishment date. Hunter and Srinivasan (1990) find de novo banksetfoder
seven years after being established. Finally, Brislin and Sanbo{h991) find financial
statements are quite volatile for de novo banks, specifically during theefirshonths of
operation.
3.1.4 Unrealized Gains

Unrealized gains that exist at conversion to Subchapter S stattesxad at both
the corporate and shareholder level. In addition, gains realized wl€hiypears of
conversion are double taxed, since the bank actually earned thesevigdensperating
as a C corporation (U.S.C., 81374(d)(7)). S corporations must pay tax @aliaatre
gains when realized, whereas C corporations don’t have to pay urdguthi@gs are paid
out to individuals and thus these gains are delayed (U.S.C., 81374(d{d))banks
electing Subchapter S status, these unrealized gains are lyypissbciated with their

available-for-sale securities. The higher the gain on the bleailar-sale securities in
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the banks portfolio, the less likely the bank is to convert. Although gteedto reduce
the likelihood of conversion, evidence is miX&dCyree et al. (2005) find that banks that
convert to Subchapter S have a higher level of available-for-sal#rises, whereas
Hodder et al. (2003) find the opposite result. The differences ire thedings are
possibly attributed, in part, to differences in sample selectiHodder et al. (2003) in
their logistic regressions use the average available-forssaderities during the three
years prior to election availability (1994-1996) to indicate thell®f gains whereas
Cyree et al. (2005) measure the level of securities in the yeaictbele
3.1.5 Bank Holding Companies

A restriction on electing Subchapter S status occurs when a isaeanrkaffiliate of
a Bank Holding Company. In order for the bank to convert to Subchai@tus the
entire Bank Holding Company must elect the tax status (U.S.C., 8138(b)(
Surprisingly, Harvey and Padget (2000) find in their sample of bankpe&®nt of
Subchapter S banks are affiliated with BHCs while only 80 perae@ubchapter C
banks are associated with BHCs. Thus the additional requiremeatntined election
does not create a major obstacle to electing Subchapter S status.
3.1.6 Tax Loss Carry Forwards

C corporations can carry losses back two years and forward tyeaty to offset
corporate income taxes. When banks convert to Subchapter S statloséhtne option
to carry forward these losses. Any losses previously expedemog carried forward
will be lost, thus reducing the banks regulatory capital (U.S.C., 813T))b) This

reduction of capital can have negative implications for banks. Feance when

18 Both articles used capital gains over assets aitadle-for-sale securities to represent the firbugt-in
gains.
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regulatory capital levels fall below minimum standards regudatoray intervene

increasing costs for the banks. Additional costs also ariseodbe risk-adjusted deposit
insurance premiums imposed by the Federal Deposit Insurance Corporatosdthese

fees are based upon the bank’s capital levels (FDICIA, 1991).

When a bank converts to Subchapter S status the bank’s earnings asdatess
passed through to the individual shareholders. Shareholders must payotakeese
earnings, but they can use the losses from the bank to offsebrthi@iary income. This
becomes an attractive option when the individual income tax rategher than the
corporate tax rate. Conversely, if the bank expects to have p&iitshapter S status is
most beneficial when the individual tax rate is set below that of the corpatate r

Since tax loss carry forwards are lost upon Subchapter S camyebsinks that
currently have these losses are predicted to be less fikelynvert. Cyree et al. (2005)
find that banks with loss carry forwards are more likely to elect Subctastatus. This
finding is in contrast to theory and the findings of Hodder ef28l03) and Gilbert and
Wheelock (2007).

3.2 Reorganization Prior to Conversion

Theory suggests an organization will elect Subchapter S staers tax savings
exceed conversion costs (Scholes and Wolfson, 1992). Thus all banks ageailyt e
good candidates for conversion because some of the provisions rtakexpensive for
banks to convert to Subchapter S status. These provisions mayfbank’s conversion
costs to exceed the benefits of the tax advantage. Thus manyseakkaays to reduce
these conversion costs prior to electing Subchapter S status. Hoade(2©03) find

banks who decide to elect Subchapter S status typically begorgangzation process
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prior to conversion. These actions included reducing the number of sharsholde
eliminating preferred stock, reducing dividend payments, selling isesur and
maximizing the use of tax loss carry forwards. These actimns$aken in years prior to
conversion to reduce the costs of converting while increasing @hasizing the
benefits.

3.2.1 Bank Size/ Shareholders

The provisions of Subchapter S status restrict the number ohshadees to 100
and only allow for one class of stock (U.S.C., 81361(b)(1)). To qualify for thisatuss
banks begin to reorganize their equity by reducing the numbdpdii®lders prior to
converting to reduce their costs (Hodder et al., 2003). Harvey algefP@000) argue
one of the largest obstacles associated with converting to SubcBajsteestructuring
ownership and convincing shareholders of the benefits of conversion &eadus
shareholders must consent to the new ownership structure.

The earnings of S corporations are passed through to the shareholders.
Shareholders often are hesitant to elect this status betaygeally will increase their
taxable income at the personal level. In addition, Subchapter S skiarshale treated
as limited partners for tax purposes which complicate their personal tesfili
3.2.2 Dividends and Taxes

To increase the benefits of converting to Subchapter S stanks vill try to
reduce costs if possible. Hodder et al. (2003) find that banksngl&tibchapter S status
after 1997, tried to increase benefits from electing this stagyusliminating preferred
dividends and international investors prior to converting. They alsdfinéls begin to

reduce the amount of dividend payments (Hodder et al., 2003). These bardasede
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their dividends to reduce the amount of funds subject to double taxatorigelection
with the expectation of increasing them in the future when theyumaly subject to the
individual tax rate. Thus, Hodder et al. (2003) find banks more likelyotvest to
Subchapter S status when conversion allows the bank to reduce their dividend taxes.
3.2.3 Unrealized Gains

Any unrealized gains that a bank has at conversion are subject te daxdtion.
Based upon these penalties, banks may seek to avoid these cosiljepegirior to
electing by recognizing gains prior to conversion. Hodder ¢2@03) find banks begin
to sell securities to recognize gains and reduce the penalonteealized gains prior to
their conversion.
3.2.4 Tax Loss Carry Forwards

Banks that convert to Subchapter S status are unable to take gdvahtaet
operating loss carry forwards under the current legislatiaradtlition, after conversion
these banks incur a tax on any unrealized gains that exigks Ball try to avoid losing
this benefit. As indicated by Hodder et al. (2003) building of net tipgrébss carry
forwards decline in the years prior to conversion. Banks may e&dating Subchapter
S status until they have used up, or partially used up, their darwyards.
Simultaneously, recognizing gains and using up loss carry forwadisse® the costs of
converting. Cyree et al. (2005) find the opposite of the expectaxh dor loss carry
forwards. Banks with losses in the past three years are lkefg to convert to
Subchapter S status. This goes against the expectation and sugbestsactors

dominate the decisions to convert.
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3.3 Changes in Banks Characteristics After Subchapter S Election

After electing Subchapter S status banks may change sonieipfoperating
characteristics. Subchapter S banks will typically increhs® dividend payment
structure (Cyree et al., 2005; Harvey and Padget, 2000; Hodder 22C48;,and Gilbert
and Wheelock, 2007). Management will increase the amount of dividend msyate
least to the point where the shareholders are as well dftlas bank does not convert to
Subchapter S status. The shareholders are now taxed on a prosigtanbdne banks
earnings, whether or not they are paid out directly to the sharehahdéividends. This
suggests banks must pay dividends to shareholders for their irtctaasgayments and
their forfeiture of time preference. As individual income taesancrease so should the
dividend payout (Refer to Table 1).

Harvey and Padget (2000) find that due to the increase in dividend payme
Subchapter S banks show a reduction in their capital levelsveelati Subchapter C
banks, although the capital levels still remain at acceptabédsie They also find that
banks that converted to Subchapter S status subsequently have a dacpeasennel
expenses, possibly indicating that these banks previously wemngtifialary expenses
as an avenue for extracting money from the banks to avoid the double taxation.

Because the potential after tax returns for the shareholdiee andividual level
are greater, banks may be encouraged to take on a higher leah®find thus a higher
level of risk. Harvey and Padget (2000) find that both Subchapter S antdaptdrcC
banks showed little change in their level of non-performing lodtes aonversion.
However, they find that Subchapter S banks have higher profits tleess prior to

converting to Subchapter S status. This could indicate a highezedegrisk in the
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banks’ portfolios but bank examination ratings for both Subchapter S ant&ptdrcC
banks showed good overall conditions with no significant increase in
shareholders/owners risk (Harvey and Padget, 2000).

One adjustment noted in the Subchapter S banks’ portfolios is a reducthon
amount of non taxable state and municipal securities (Harvey ag@tPad00). This is
somewhat surprising because once the banks converts to Subchaptas Ststy are no
longer subject to the AMT. Under Subchapter C status, banks afteénget the full
benefit from the municipal securities due to the AMT. By avoiding the AMT, Subchapter
S banks are able to keep more of the benefit from the tax adeaptavided by
municipal securities.

3.4 Limitations of Previous Empirical Analyses

Previous research on the characteristics of banks most likeljortgert to
Subchapter S status is limited because it is not possible to knowuthéer of
shareholders in the banks since these banks tend to be privately held. Thistimitey
confuse the results from investigations of banks which are molt i.keonvert because
the shareholder restriction is typically one of the largest obstacles torsionve

Empirical analysis may be misleading if comparison groups of barksot
similar to the Subchapter S banks being analyzed. Cyree @086) do not match
Subchapter S banks with Subchapter C banks directly on size. Inke&lidchapter C
banks they compared to their Subchapter S bank sample are all Sub€hbptks with
total assets less than the total assets of the largesh&uec S bank, thus inherently
leaving in a size bias. In addition, identification markers fdvchapter S status are not

included in the 1997 and 1998 Call Reports at the time of their studgy Gase their
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identifications of Subchapter S banks upon positive profits and no taxes, pvedudes

direct identification of all Subchapter S banks. In their stuohy tare only able to
identify 165 out of the 596 1997 Subchapter S banks and 360 out of 1035 of the 1998
Subchapter S banks. Because they are not able to accuratelyyidéhtof the
Subchapter S banks, some Subchapter S banks are probably included in thed matc
sample of Subchapter C banks. However, Cyree et al. (2005) impnotree work of
Hodder et al. (2003) by looking at differences between rural and urban banksraowibde

and established banks.

Gilbert and Wheelock (2007) also have limitations in their analysighen
comparing characteristics of the two groups of banks they only coresideages for
Subchapter S bank and Subchapter C banks. They also did not accourférfencks in
state income taxes when comparing performance measures.

Previous investigations were conducted when the number of allowable
shareholders was 75 and there were further restrictions on thetidefiof eligible
shareholders (Harvey and Padget, 2000; Hodder et al. 2003; and Cylee2€05).
Since the time of these earlier investigations, the numbenaselolders permitted has
increased to 100 and some of the limitations on who qualifies ashslimes have
broadened (U.S.C., 81361(b)(1)(A)). As the restrictions on Subchag&tius have
changed, so will the banks that are eligible for election. uthese changes, it is

important to evaluate banks each year instead of grouping banks from albgedinet.
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CHAPTER IV

SMALL BUSINESS LENDING AND SMALL BANKS

Deregulation legislation passed since 1980 has significantly tegbdbe U.S.
banking industry. Both state and federal legislation removed batoiezpansion for
large banks. The number of banks operating in the U.S. has declinpgroyimately
50 percent partially as a result of deregulation. The number omeasial banks
operating in the United States has decreased from 14,434 in 1980 to 7,283 as
December 31, 2007 (FDIC, 2008). As consolidation within financial insiisit
continues, the viability and role of the small bank is being quesdi. Small banks
continue to lose market share as other financial institutions efcioto their market
place (Craig and Harder, 2007).

Small banks play a pivotal role in the U.S. financial system by relyingmopal
contact, community ties, and close relationships with their borrowgngse institutions
typically are pivotal in meeting the needs of small businessdgding farms (Akhavein
et al.,, 2004). Expansion by larger financial institutions can Ibendmtal for small
community banks and their customers (Craig and Harder, 2007; Berger et al., 1998).
4.1 Progression of Deregulation in the Banking Industry

The Depository Institutions Deregulation and Monetary Control Act 80Mas

one of the first pieces of deregulation legislation to affecffitt@cial services industry
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since the Great Depression. The act phased out Regulation @byimg the ceilings
on deposit interest rates, allowing banks to more effectively cemy#t other financial
institutions (DIDMCA, 1980). Regulation Q was initiated as parthef Glass-Steagall
Act of 1933 when the government imposed limits on the interest teedanks could
pay, including a rate of zero on demand deposits. With the ceilingtes imposed, this
opened the door for competition and led to the growth of money markds fas a
substitute for banks traditional deposit accounts (Rose and Hudgins, 2008).

The McFaddan Act of 1927 restricted banks’ branching ability and provided
states with the authority to control their branching activity.he TMcFadden Act
prohibited interstate branching by allowing national banks to branty within the state
in which they are located (McFaddan Act, 1927). To increase trsltkee and stimulate
demand, states slowly began to allow branching activities within stege. Intrastate
branching primarily occurred through mergers and acquisitions198¢ a majority of
states allowed some type of branching. All states exsqainsas, lowa, and Minnesota
allowed intrastate branching and all states except Hawansa& and Montana allowed
some type of interstate banking. In 1994, branching activity increased with thegpass
the Reigle-Neal Interstate Banking and Branching Efficiehcty This law took some of
the state power away and provided the federal government with t@gufsower to
authorized interstate banking and branching across lines (RNIBBE84). Only
Montana and Texas opted out of interstate branching. However, &anksll acquired
across state lines through the creation of bank holding companiesk &éding

companies allow a bank to acquire another bank and then convert it intach, lwéich
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encouraged a much more rapid consolidation of the banking industry (Rosei@dgids,
2008).

The Gramm-Leach-Bliley (GLB) Act of 1999 repealed much of tHas&s
Steagall Act of 1933, which forced a separation between commdaiking and
investment banking, and the Bank Holding Company Act of 1956, which regthates
functions of holding companies. GLB created financial holding compantkgermitted
consolidation of insurance companies, commercial banks, and investmekd. ba
Financial holding companies are allowed to engage in a varietiypaicial activities
including: insurance, securities underwriting and agency activitieschant banking,
and insurance company portfolio investment activities (GLB, 1999). GliBhately
created financial conglomerates that provide a wide arrdinanfcial services without
geographic restrictions (Rose and Hudgins, 2008).

4.2 The Role of Community Banks

Deregulation of the banking industry has caused an increase petibom and a
decline in the number of banks (DeYoung et al., 2004). Becauseegjutkion, the US
banking industry is becoming polarized with two major classificatitarge complex
banks at one extreme and small community banks at the othee(Bxrgl., 1995). As
the consolidation of the banking industry continues, the survival of thenaaity bank
comes into question. The questionable viability of small banks alsotnegten the
viability of the small businesses they serve.

DeYoung et al. (2004) provide this description of a community bank, “A
community bank is a financial institution that accepts deposits faowoh provides

transaction services to local households and businesses, extends terddcal
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households and businesses, and uses the information it gleans in tleeofqurs/iding

these services as a comparative advantage over larger ims§itutA community bank
holds a commercial bank or thrift charter; operates physicalesfionly within a limited
geographic area; offers a variety of loans and checkable insured deposit sicaoditias
a local focus that precludes its equity shares from tradingdll-developed capital
markets.”

Something that is missing from this definition is the importantesroall
businesses to these small banks. Small banks tend to focus on snmasdlsnding
because legal lending limits restricts the size of peiblssoans. Large banks also
provide small business loans, but the literature documents thabkange allocate fewer
resources to small business loans (Berger et al., 1995).

Mergers and acquisitions have decreased the number of small banks. It
predicted that small business loan activity is affected byditseasing number in small
banks (Strahan and Weston, 1996; Berger et al.,, 1998). Evidence prowdedHe
Survey of Small Business Finances suggests that as banksgget tanall businesses
have overall less access to capital (Craig and Hardee, 2007)99fh small business
lending accounted for 25.5 percent of all bank lending for community banksnhut
accounted for 7.85 of the total lending for banks over $5 billion in ag&btsand

Robinson, 2001).
4.3 The Role of Small Businesses in the U.S. Economy

The Small Business Act (1953) identifies a small businessome that is
independently owned and operated and which is not dominant in its field ratiopée

The size of the organization based upon number of employees varies from one industry to
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another, as defined by academics and the Small Business Adatiorst’ Office of

Advocacy. For research purposes, 500 employees is the typical bpped in

identifying a small business (Office of the Advocacy, 2009). ofgdiog to the U.S.
Small Business Administration (SBA, 2006) small businessessemr®9.7 percent of
all employer firms and account for half of all private sectmpleyment. The U.S.
Bureau of Census reports that small businesses have generateégDgietoent annually
of all new jobs over the past ten years, doubling that createdds flams during the
same period (U.S. Census, 2008). In addition, small businesses ang leadvators in
the economy producing 13 to 14 times more patents than large fihisResearch,
2003). Over 45 percent of the total U.S. private payroll goes to dmalhess
employees. These businesses produced 97 percent of all identifieds exipdr28.6

percent of export value in fiscal year 2004 (SBA, 2008).
4.4 Community Banks and Small Businesses

Small businesses have a major impact on the U.S. economy and yypheall
largest suppliers of debt capital to these small businesseshatier commercial banks.
The relationship between small businesses and small banks hascangnifational

economic implications due to the importance of small businesses to the economy.

4.4.1 The Use of Relationship Lending by Small Banks

Primarily due to the restriction on the number of shareholdepesed under
Subchapter S, Subchapter S banks are typically small banks. Thakebanks are
typically referred to as community banks by those within the bankidgstry and

academid’ Small banks have loan portfolios and risk tolerances that aesedifffrom

1 Community banks are typically those with asset &%s than $1 billion (CRA, 2005).
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larger banks. Small banks have an important role in the economy asaréhegn
important provider of funds to small businesses and have loan portfotlos wironger
focus on small business lending (Nakamura 1994; Peterson and Rajan 2103l
banks tend to emphasize lending to small businesses in part due rtougbeof
relationship lending (Berger, et al., 1995). Federal Reserve Govkftisbkin in his
testimony before the Committee on Small Business and Entrepséie U.S. Senate,
testified that the relationship between small banks and small basses crucial to small
businesses during the subprime mortgage crisis and the tighteningddf policies by
various lending institutions (Mishkin, 2008).
4.4.1.1. Relationship Versus Transaction-Based Lending

Banks focus on the extremes of either relationship lending osdcéional
lending since the deregulation of the banking industry in the 1980s (DeYaiualg,
2004). Due to the regulatory changes in lending and innovations in tegiintdrge
banks are becoming complex organizations which focus more on hard financia
information gathered and analyzed using computerized statistaxtls and centralized
decision making. Conversely, small banks tend to focus on relatioesitimd) through
the gathering of soft information obtained through personal knowledge edouver
time. Additional information is ascertained through an evaluatioruaddrstanding of
the customers’ business conditions and community (Akhavein, 2004; Bergé&ldahd
2002; Berger and Udell, 1995).

Large banks often have diseconomies of scale and thus are Iégddilend to
small business which are typically only able to provide “soft” imfation (Berger et al.

2001). Berger, et al. (2005) use the Herfindahl index to evaluatetrsaturation and
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match small businesses with the bank from which they borrow. Théysfall banks

are better able to use and collect soft information, and thertefodeto focus on lending
activities that are best suited for their organizational stractFurthermore, they
conclude that the lending relationships developed by small banks ar@ltypiore long-

lived and more comprehensive, which perhaps is due to incentives given to loan officers.
4.4.1.2 Gaining Private Information Through Relationships

The use of soft information and relationship lending tends to makk Isamks
more efficient at providing small business loans. The importancgaifonship lending
to small business is affected very little by regulatory aachrological advances
(DeYoung et al., 2004). Berger et al. (2005) find that the proceknding to small
businesses has changed very litle over the last three détadesn officers still
recognize the importance of gathering soft information and the pé=amact required
to gather this private information.

Under relationship lending, information is gathered by the lendershvexipands
beyond the public data available from financial statements, observd collateral, and
other public sources. This private information is acquired over tijn¢hé lender
through the duration and scope of the banking relationship (Berger and 19$&| Boot
and Thakor, 1994). Small banks are able to obtain private information idyehdve a
stronger relationship with a small business. This relationshipriker strengthened
when the small business utilizes additional services from thenlgmstitution (Degryse
and Cayseele, 2000). Small banks are able to monitor changes malhdgsiness’s

deposits and thus make better loan judgments.

18 They analyzed loans ranging from $250,000 to ¥IG@0. This loan size was meant to represensloan
provided by community banks, those with assetIsige than $1,000,000,000.
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Small businesses are often more informationally opaque than largedses,
primarily because they often do not have certified financaakstents nor do they have
publicly traded debt or equity securities. Small banks are batfieed for providing
these loans (Berger and Frame, 2007). Large banks base decisienmfioancial data
than prior relationships (Cole et al., 2004). The relationship thge laainks have with
small businesses tend to be less exclusive, less personal, ghaoldeation, and extend
over a longer geographic distance (Berger et al., 2005). Cartdhilhyg, and Verbrugge
(2004) find that risk-adjusted yields are higher for small bankss Juggests the better
use of information by small banks. Smaller banks can also haveleamtage in
providing loans to small businesses versus larger business as Bjiawair ability at
charging higher interest rates on loans and lower rates on degdsihnan, 1991).
Although large banks provide loans to small business, they tend to focus on the larger end
of the small business category and still rely on hard informagtralfan and Weston,
1998).
4.4.1.3 Relationship Lending and Decentralized Decision Making

One of the explanations for small banks’ competitive advantagesi$ lsamks are
more efficient processors of soft information which is attributedetver managerial
levels (DeYoung et al., 2004; Nakamura 1993, 1994; Peterson and Rajan, 1994; and
Mester, Nakamura, and Renault, 1998). Berger and Udell (2002) findsimatlebanks
are more likely to grant decision making power to managdilsus the managers are
better equipped to extract private information through a strongoret@ip and make
more informed lending decisions. This allows the bank the opportunitytablisk a

long-term, personal relationship and gather private information froall usinesses
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(Brickley, Linck, and Smith, 2003; Nakamura, 1993, 1994). Thus relatiorsinimnly is
profitable for small banks. Evidence shows small community bankscentinue to
utilize relationship lending since economic shocks have little impacthese banks
(Yeager, 2004)

Large banks tend to choose the larger safer loans that are silsoteavaluate.
Cole et al. (2004) conclude that larger banks tend to evaluate loarte dragis of
financial statements and in general the hard information. |Svaaks may have a
lending advantage due to making better choices in evaluating theomarst This
advantage can come from small banks’ ability to more effigiamte soft information
from their customers by monitoring their deposits (Hein, Koch, and MacDonald, 2005).
4.4.1.4 The Ownership Structure’s Impact on Relationship Lending

Studies find that small banks and their relationships with smalh&sses are not
impacted by the banks ownership structure, e.g. affiliates ohk balding company
(Berger, Miller, Petersen, Rajan, and Stein, 2002). This agrtlesStein (2002) who
concludes that when the decision making, even in multitier stesctardecentralized to
the bank/manager level, neither the size of the institution nas#sciation with a bank
holding company matters. Although, Keeton (1995) finds that small [zdfilicsted with
bank holding companies are often like large banks.
4.5 Implications for Agricultural Lending and Small Banks

As the number of community banks continues to decline, the impaatlarfet,
mergers, and acquisitions on these institutions brings into questionathkty of the
agriculture industry. Previous literature analyzes the strongtioeship between

community banks and small businesses, including the agricultuor é&khavein et al.,
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2004). The question that arises is: if community banking continuelioetewhat will
happen to these areas?

Farming is less important to the national economy than in preyieass, but
many state and local economies still rely heavily on thecalgpre industry. The
agriculture industry has shrunk from 2,439,510 U.S. farms in 1980 to apprdyimate
2,200,000 in 2008 (USDA, 2009). Agricultural lending is crucial to the wailraf small
farms and commercial banks are a large source of crediidedeo farmers. In 2008
commercial banks held 38 percent of farm business debt, approxirBdtggrcent of
farm real estate loans, and approximately 56 percent of operating loans, (REI9).

The impact of consolidation on agriculture lending is mixed. Someestditid
the declining number of commercial banks has led to a declismat business lending
including agricultural lending (Berger et al., 1998, Berger et al., 200d)e other
studies find consolidation to have no effect on lending activities s thectors (Strahan
and Weston, 1998; Featherstone, 1996). Keeton (1996) analyzes mergers of banks
occurring in the 10 Federal Reserve district and discovers that once a backugred
by a larger institution, they reduce their lending to small Iéemahs. This supports the
finding of an inverse relationship between the size of the orgamzand the percent of
farm loans to total loans (Gilbert and Belongia, 1988). Othew shat the decrease in
small bank lending to the agriculture industry is partially eiftsy the entrance of new
banks into the market place (Akhavein et al., 2004).

Often farms are older with well established relationships wheir lending
institutions. Akhavein et al. (2004) discover older, more establishet fiieceive more

credit. For each additional year of existence of the farm, findyan increase of 2.66
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percent more agriculture lending. This more favorable lendingniare established
relationships is well documented (Petersen and Rajan, 1994; Bergéfdatid 1995;
Harhoff and Korting, 1998). Although the amount of lending increases as the
relationship increases, the overall amount of lending coming from loldkses as the

firm ages, especially for farms. This is attributed in patbanks increasing in size and
being able to provide more commercial loans. For example, for macginal $10
million in assets the bank reduces their ratio of agricultoeals to assets by 0.8 percent
(Akhavein, 2004).

Because Subchapter S banks are often small, some studies evaluatees®w
conversions are disbursed among rural and urban communities. In 2002, community
banks accounted for 58 percent of all banking offices and 49 perceafitdgposits in
rural communities (Federal Reserve Bank of Kansas City, 20033. expected, more
rural banks are beginning to elect Subchapter S status eachlyd®97, one percent of
rural banks were Subchapter S banks compared to 45 percent by ye2008nd In
comparison to rural banks, less than 25 percent of urban banks conve3tdathapter S
status by 2003, while 45 percent of rural banks converted (Cyree2G8), This is not
surprising since rural banks are often smaller and these bardts operate in smaller
markets and have fewer competitors (Gilbert, 1984)

Agricultural lending is more important for rural banks. Comimaérand
industrial lending is often more important for urban banks. Operatingmited
geographical markets with highly concentrated loan portfolios enapurage managers
to choose slower growth and higher capital ratios regardless of tax stafast drowing

markets, managers may choose to increase their risk tolenaoier to grow. Banks in
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fast growing markets tend to have less capital, increased operatingndskedess likely
to choose Subchapter S status. Whereas rural banks are moretdikkfve the
characteristics more suited to Subchapter S status (Akhavein, et al., 2004).

Small banks which utilize relationship lending are vital to the esgo©f their
local communities, including small businesses and the agriculturetipdughese small
businesses are in turn vital to the success of the U.S. econdmaye i$ concern over the
reduction in the number of banks and their continued viability. Subchagagri@nefits
may enable small banks to compete more efficiently with larger banks allflsnks are
able to remain a competitive force in the banking industry, ttay mcrease their

survival and the survival of small businesses in our economy.

44



CHAPTER V

METHODOLOGY AND HYPOTHESES

5.1 Research Question

The research question for this study is, what happens to thertafit rovided
to banks by conversion to Subchapter S status? In the spirit of Sudsc8dppislation
and as argued by bankers and banking groups, these funds are suppassstlyon to
their local communities through increased lending to small busaressgriculture. |If
this occurs, Subchapter S banks are expected to increase the proporsomalbf
businesses loans and agricultural loans following conversion. Thissenelyestigates
if the tax savings are being passed on to the local community ®adnsf the banks use
the funds for other purposes such as increasing capital throughgsareiention, salary
increases, or increased dividends.
5.2 Methodology
5.2.1 Modified Event Study

This study utilizes a modified event study methodology with a unigaiehing
procedure to evaluate the performance of banks that convert to Subchégtest&us.
The modified event study methodology is based upon the methodology proposed by

Barber and Lyon (1996) which uses accounting data. The reason thisexgnmust
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rely on accounting data is because most small commercial bamk®t traded in active
national securities markets. As a result, market prices are not available

This investigation evaluates the impact of bank conversion by iexgm
abnormal changes in bank performance. To calculate abnormal peréer@@und the
conversion event, an estimation of what performance would be inbden@e of the
event is calculated. Therefore, the abnormal performance refgesexpected changes
associated with the conversion. To capture unexpected changesmpederis used
from 3 years before the event to help represent expected performance.

As suggested in Barber and Lyon (1996), changes in charécteatbanks will
provide stronger information than just evaluating levels. Evaluatiagges allows the
inclusion of the history of the firm relative to the industry benatkm The methodology
of this analysis follows the reasoning and employs changes in performance.

Each bank experiencing a conversion event is matched with a group adl contr
banks based on the matching procedure described later in this ch@pterlusions are
based on changes in the sample Subchapter S banks’ charactelstivs to changes in
the median value of the control Subchapter C banks characteristhlds. framework
indicates the expected post performance is equivalent to itsppestmance plus a
change in the benchmark performance. As suggested in Barbey@ménd expanded
in Lie (2001), the expected change is based on the change iorttvrel @roup. The
control group in this study represents banks that remain in Subclapi@x status
through the entire study period. The expected performance oflinoks that are in the
group that convert to Subchapter S status, if we assume no conversion effect is:

E(PERF,,, )= PERF _, + (CPERF,,, — CPERF, ;)

i,t+n
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- PERF,_, + ACPERF

it+n

where E(PERF:) represents the expected performance of Subch8pbanki in year
t+n, t represents the event year, and n represents tloenadinperformance sub-windows
-2 through +3 PERF;.3 represents the baseline performance of Subch&gianki three
years pre event, (CPERK — CPERF.3) equals the change in matched control bank
from three years before the event

Any deviations from the expected level indicate abmal performance. This
treatment tests if the change is caused by theersion or other factors. The abnormal
performance (AP) variable for Subchapter S baimkperiodn is defined as actual minus
expected performance:

APin= PERF t+n — E(PERFt+n)
The abnormal performance is calculated by takirgy difference between the actual
performance of Subchapter S banland the expected performance. The expected
performance indicates what should have occurrdohtiki in the absence of the event.
The expectation is calculated with the median nedcBubchapter C control banks. The
abnormal performance (AP) equation can be rewritterelation to Subchapter S banks
and banks that do not convert, Subchapter C banks.

To calculate abnormal performance both an estimaind event period are
defined. The estimation period is defined to deiee a portion of the expected
performance. For this study, the estimation pettlized is three years pre event. The
impact that the event has on the performance mbshation period is the event period.
The entire event window is defined as (-3,+3), ¢hyears pre event to three years post

event. The event window is further divided intdbsundows to evaluate abnormal
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performance at different intervals through the ¢weimdow. Abnormal performance is
evaluated at the following sub-windows (-3,-2),,{13, (-3,0),(-3,1),(-3,2), and (-3,3).
The event windows include pre event years in otdevoid transactional changes from
banks preparing for the event. These pre-annouscesub-windows are utilized to
detect restructuring by banks in anticipation ad tonversion event. The event year is
denoted as 0 and represents the approximate timeomiersion. The event year
represents the financial information at the enthefyear that the election to Subchapter
S occurred. Since we can not determine exactlynwhethe year the bank made the
conversion choice, changes in the performance Masamay be expected around the
event date.

In addition to calculating abnormal performance, malative abnormal
performance is calculated. Cumulative abnormal foperance represents the
accumulation of the abnormal performance over ithewent windows.

CAR,= CAR ,+AP,

where AR, is abnormal performance from years -3 through #3e null hypotheses
evaluate if abnormal performance and cumulativeageeabnormal performance is equal
to zero by using the Wilcoxon Sign-Ranked testsjciwhhave been shown to be
uniformly more powerful in event studies using acting data (Barber and Lyon,
1996).
5.2.2 Matching Procedure

Both the ample Subchapter S banks and the control Subch@ptenks were
based on data in years t-3 through t+3. A baniclviiects Subchapter S status at any

time during the sample period is ineligible for smteration as a control Subchapter C
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bank because these banks start reorganizing comisooktheir operations several years
prior to the actual conversion (Gilbert and Whek]&007; Cyree et al., 2005; Hodder, et
al., 2003; Harvey and Padget, 2000).

When evaluating the sample of Subchapter S banks, important to have a
control group of banks that is as similar as pdesdxcept for the conversion. Barber
and Lyon (1996) suggest the industry comparisougrs held constant over time to
place the same data requirements on sample anebkfarmhs. For this study, the control
group is constant for all tests.

For each year in the study each bank that contertSubchapter S status is
matched with a group of non-converting Subchaptbafks using five matching criteria.
The matching is done on data three years priothé& évent to avoid capturing any
discretionary changes made by the bank prior toethent date. Hodder et al. (2003)
evaluate variables three years pre event to avoidransitional changes, since they find
that banks began to reduce dividends payout ratios to the event as a way to increase
tax benefits. Barber and Lyon (1996) show tegdis$ies are well specified only when the
sample firms are matched to control firms of simpae event performance or size and
industry. Alderson and Betker (2006) extend Badret Lyon’s (1996) analysis and test
matching on pre event levels versus matching orepeat changes. They find matching
on pre event changes yields more powerful tesisttat than matching on levels. Since
banks that elect Subchapter S status have diffgnenelection financial performance
prior to conversion than Subchapter C banks, magchn ROE or ROA is not ideal in
this study. Hodder, et al. (2003), Cyree et &08), and Harvey and Padget (2000) find

financial performance as one of the main qualitiest induces banks to convert to
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Subchapter S. Furthermore, Gilbert and Wheelo€OT® caution investigators about
using financial performance measures when evalyatBubchapter S banks.

Consequently, it is not ideal to use ROE or ROAaasatching criterion in this study.

This is of no great consequence, since Barber aoa (1996) also find that for event
studies, firms matched on size and industry yietd statistics that are well specified for
small firms.

For this study, additional matching criteria areluded with size to provide
stronger matches. The criteria are based uporrdtieml considerations presented in
previous literature on Subchapter S banks and wedein Chapter IV. The matching
process is:

1. If a Subchapter C bank converts to Subchapterd®gtme during the

sample period it is dropped from the possible megch
2. Both the Subchapter S bank and the Subchapter K3 laae required to
be in operation for at least six years prior to ¢baversion. De novo
banks behave differently and it takes several ybafsre they have
operating characteristics similar to that of essdteld banks (Cryee and
Wansley, 2004; DeYoung and Hasan, 1998; Brislin 8adtomero,
1991; Hunter and Srinivasan, 1990; and Huyser, 1986

3. The matched group of Subchapter C banks are frensdame state as
the bank that elects Subchapter S status. Soroe states impose a
state level corporate tax rate on earnings, nobatks receive equal
benefits from electing Subchapter S status (Hodeteal., 2003; Cyree,

et al. 2005).
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4, The matched control Subchapter C banks have the séarter and
match the Subchapter S bank’s location as rurairisan®® Banks in
MSAs behave differently and have different chanasties compared
to rural banks (Cyree et al.,, 2005). By imposihgs trestriction,
differences in location are controlled.

5. Once banks meet all of the previous requiremehésfihal criterion is

the group of control banks chosen must have assetvathin 10
percent of its matched Subchapter S bank.

To confirm the validity of the match, parametricrpd t-test comparisons and
non-parametric Wilcoxon Sign-Ranked tests are cotedly The match is examined to
evaluate if there are significant differences ie ttharacteristics of the banks which
experienced an event and the control group’s medane. Any differences will be
controlled through the use of the abnormal perforceaequation.

Previous literature recognizes that banks begiretoganize prior to election of
the status (Hodder et al., 2003). Thus using eetlyear pre event matching process,
unmanaged, non-transitional variables are obtain&dis matching technique provides
each Subchapter S bank with a group of matchedHapber C banks. In traditional
market data based event studies, a market modélied to control for market effects.
In this study using accounting data, matched SyiiehaC banks serve as the control
mechanisms to separate out event effects frommysteffects. The median values of

the matched Subchapter C banks will be utilizethénstatistical testing.

¥ The matching criteria was if the S Bank was urfilam MSA ) then the matched C Bank must also be in
a MSA.
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5.3 Data

The sample for this research consists of 1,658 aential banks which filed a
Report of Condition and Income from June 1994 thhodune 2008. Reports of
Condition and Income, call reports, are availabledll banks regulated by the Federal
Reserve System, Federal Deposit Insurance Corporaséind the Comptroller of the
Currency. All data is on an individual bank b&SisThe data is downloadable from the
Federal Reserve Bank of Chicago. This sample ispaged of banks that elect
Subchapter S status between the years 1997-2004a andtched sample of taxable
Subchapter C banks. Only commercial banks areidlecl in this study and all other
types of financial institutions are excluded frohe tsample. Since this study utilizes
three years pre event data for matching and copugboses, data starting in 1994 is
needed to calculate the pre event variables ietmgrical testing.

Every bank is required to file a consolidated caport each quarter. However,
some schedules are not required to be filed evaeayter. For all banks, Schedule RC-C,
part I, Loans to Small Businesses and Small Farsn®, be filedonly as of the June 30
report date. Therefore, the consolidated call ntspare used for the majority of the
variables, but small business and small farm lendiata are not available in the
December reports. To obtain these variables, flata the June reports are averaged.
Thus for the 1997 sample of banks, December 198% 1997, and June 1998 data is
utilized.

Banks that convert to Subchapter S status areifidenby a binary variable in the

Report of Income. This is a one-digit code whiodicates whether the bank is, for

schedules RC and RC-A through RC-T constitute tiyedR of Condition and its supporting schedules.
Schedules RI, RI-A, RI-B, RI-D, and RI-E constittite Report of Income and its supporting schedules.
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federal income tax purposes, either a Subchapterorporation or a qualifying
Subchapter S subsidiary (U.S.C., 81361).

Lists of the variables for the matching procesgisace as well as those for the
hypotheses are available in Table 4 and TableHesd tables provide the FDIC variable

identification numbers as well as their definitions
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Table4: VariablesUsed in Hypotheses Testing

Variable Definition FDIC VariableID

SB1 Small Business Loan with original amount of G000 RCONb5571
or less

SB2 Small Business Loan with original amount of entbran RCONb5573
$100,000 through $250,000

SB3 Small Business Loan with original amount of entbran RCON5575
$250,000 through $1,000,000

AG1 Loans to finance agriculture production anceotbans RCON5584
to farmers with original amount of $100,000 or less

AG2 Loans to finance agriculture production andeotbans RCON5586
to farmers with original amount of more than $100,0
through $250,000

AG3 Loans to finance agriculture production anceotibans RCON5588
to farmers with original amount of more than $280,0
through $1,000,000

FARM1 Loans secured with farmland with original amoof RCONS5579
$100,000 or less

FARM2 Loans secured with farmland with original amoof RCONS5581
more than $100,000 through $250,000

FARMS3 Loans secured with farmland with original ambof RCONb5583
more than $250,000 through $1,000,000

DIVIDENDS Cash dividends declared on common staatird) the RIAD4460
calendar year.

SALARIES Salaries and benefits of all officers amployees of the RIAD4135
bank and its consolidated subsidiaries.

RET_EARN Retained Earnings less any net unrealzeslin the RCON3632

marketable equity securities portfolio and less the
carrying value of Treasury stock.
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Table5: VariablesUsed in Matching Process

Variable Definition FDIC VariableID
SDUM A one-digit code indicating whether the RIADA530
bank is, for federal income tax purposes,
is either an "S corporation” or a
"qualifying subchapter S subsidiary," as
defined in Internal Revenue Code
Section 1361, as of the report date

TA Total assets. The sum of all asset items. RARD2

CHARTER A code indicating the type of entity based RSSD9048
on either the legal documents issued by
the chartering or licensing authority or
other documents of formation or the
generally accepted name that summarizes
the characteristics and business activities
of the entity when a formal charter is not

issued.
STATE A two-character state abbreviation RSSD9200
MSA A four-digit numeric code assigned to the RSSD9180

Metropolitan Statistical Area (MSA) or
Primary Metropolitan Statistical Area
(PMSA) where the entity is physically
located. A city with a population of at
least 50,000.

5.3.1 Characteristics of Subchapter S and Subch&p®anks

Since commercial banks had access to Subchaptaat®s,sthe number of
commercial banks choosing this status increasech @6 in 1997 to 2,345 as of
December, 2007. In total, 2,376 financial instdnos have elected Subchapter S status;
only 31 are not commercial banks. At the end of 2007, 4,876 (67.5 percent)
commercial banks continued to operate as taxablectaypter C banks (Table 6).

Commercial banks with Subchapter S status in 1996bumted for 6.54 percent of

% These 31 financial institutions include: 7 Nondsip@rust Companies, 18 Savings Banks, and 6
Industrial Banks (including thrift and loan institns and Morris Plan Banks).
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commercial banks in operation in the U.S. in 198d@ ancreased to 32.2 percent of the

7,283 commercial banks at year end 2007.

Table 6: Banks L eaving Subchapter S Status

Dropped
New Subchapter Total Subchapter Subchapter

Y ear SBanks SBanks S Status
1997 596 596 0
1998 461 1,035 22
1999 285 1,279 41
2000 212 1,433 58
2001 216 1,622 30
2002 207 1,785 47
2003 194 1,941 38
2004 152 2,046 48
2005 158 2,152 54
2006 178 2,255 75
2007 160 2,345 72

Figure 1: Number of Subchapter Sand Subchapter C Commercial Banks
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Banks that convert to Subchapter S status are enthidn their Subchapter C
counterparts. The mean total assets of all Sutbeh&pbanks in 1997 was $572,836,000
compared to a mean total asset value of $78,4324@3banks Subchapter S banks
(Table 7). Since there are some very large Sulbeh&pbanks, median values provide a
better indicator of the differences between groug$ese values indicate that banks
choosing Subchapter S status tend to be smaller tha Subchapter C banks in

operation.

Table 7: Comparison of Total Assets of Subchapter SBanksWith
All Subchapter C Banks

C Banks SBanks

Y ear N Mean Median N Mean M edian

1997 8,548 $572,836,000 $72,735,500 596 $78,432,03$48,359,000
1998 7,742 $679,637,000 $80,423,000 1,035 $85,867,9 $52,690,000
1999 7,303 $753,679,000 $85,272,000 1,279  $90,6880,2 $57,104,500
2000 6,882 $864,275,000 $90,354,000 1,433  $98,364,6 $59,981,000
2001 6,460 $964,833,000 $99,731,000 1,622 $10%2002, $63,526,000
2002 6,103 $1,097,215,000 $109,100,000 1,785 $404880 $67,891,000
2003 5,829 $1,228,461,000 $118,239,000 1,941 $92%K60 $73,044,000
2004 5,585 $1,406,228,000 $126,651,000 2,046 $43®00 $77,116,000
2005 5,374 $1,559,037,000 $137,644,500 2,152 $38LR00 $84,384,000
2006 5,146 $1,802,894,000 $147,058,000 2,255 $IBMHO0 $88,886,000
2007 4,938 $2,045,760,000 $152,436,000 2,345 $IBRBR0 $96,769,000

5.4 Hypotheses
5.4.1 Hypothesis One: Small Business Lending

The first hypothesis tests the extent to which aaule using the tax savings to
increase lending to small businesses.

The hypwthe tested by evaluating abnormal

performance and cumulative abnormal performance.
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To more fully explore the hypothesis, | analyzesé&horigination amounts of small
business lending (Refer to Table 4). The differengination amounts provide an
analysis of small business loans with originatiomoants less than $100,000 to large
small business loans with origination amounts uplt®00,000.

Hypothesis 1The abnormal performance in the proportion of snbalsiness lending by
banks after conversion to Subchapter S is zero.

AP.n= SBL_PERFn — E(SBL_PER#:n)=0
The change in proportional small business lendingdnks that convert to Subchapter S
bank status is compared to the median value ofcaipgiof control non-converting
Subchapter C banks during the same time perioddetJthe null hypothesis abnormal
performance is predicted to be zero. Abnormalquarénce is calculated for all sub-
event windows.

If the event does produce positive abnormal peréorce in banks, then this
confirms what various banking organizations andeggntatives conjecture. This would
indicate that banks are utilizing the tax advantagdenefit small businesses through
increased lending. If the event induces negatlwaoamal performance in banks, this
may suggest that banks may have changed theitolistance. Small business loans tend
to be more informationally opaque. Berger et 200() anticipate a reduction in these
informationally opaque small business loans duehi® difficulty in accessing and
guantifying their risk level. Murphy (1983) fourrtonomies of scale in the commercial
loan market; small loans to small firms are rekdiivmore costly loans for lenders.
Another possible explanation for a decline in srbakiness lending could be attributed

to a diversion of funds from small business lendm@n increase in dividend payout. If
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there is no difference post event, then the comaruis that banks are not changing their
small business lending behavior after the convarsient.
5.4.2 Hypothesis Two: Agricultural Lending

Commercial banks are the most important supplérans to the agriculture
industry, especially to small farms (Akhavein et &004). Small community banks,
especially those in rural areas, tend to placeangér emphasis on agricultural related
lending. This hypothesis explores the change inatirécultural-based lending behavior
of banks post conversion.

There are two different types of agricultural lend analyzed. The first
classification is loans to finance agriculture progbn and other loans to farmers. This
type of lending is separated into three originatiategories (Refer to Table 4).

In addition to loans to finance agricultural protian, banks make loans secured
with farmland. These loans are also divided thtee categories on the basis of the
origination amount (Refer to Table 4).

Hypothesis 2The abnormal performance in the proportion of agltieral lending by
banks after conversion to Subchapter S is zero.
AP.n= AGL_PERFn — E(AGL_PERR+n)=0

Both types of agricultural related loans are eatdd to examine if the conversion
event produces abnormal performance in these lo#&isormal performance indicates a
change in the proportion of agricultural relatedns induced by the event. If positive
abnormal performance is detected then this is ecelen support of claims by various
banking groups that Subchapter S status benefitd tmmmunities. If negative abnormal

performance is found then this indicates a dechrlending to the agriculture sector due
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to conversion. A possible explanation for a deximagriculture lending could be due to
the increasing risk found in the agriculture indysiHenderson and Akers, 2009).
During the sample period, weak farm markets lednoincrease in delinquencies in
agricultural loans (Meyer, 1999). Another explamatcould be the funds from

agricultural related lending are being used to Rmpnt dividends.

5.4.3 Hypothesis Three: Dividends

The third hypothesis explores how conversion intgpathe distribution of
dividends to owners. Banks that elect SubchaptéaxSstatus are able to avoid the
federal corporate income tax, but taxes are catedlas if earnings are passed-through to
the shareholders. Thus the shareholders are tateohly on what is paid in dividends,
but also the earnings that are not distributeds Wil probably increase the shareholders
taxes.

The effect of the conversion event will dependtiom individual income tax rate,
the tax rate on dividends, and the corporate tax i@ make the shareholders as well off
in the current time period as before the conversmoB8ubchapter S, dividend payments
must increase after conversion to an amount thatvalowners to pay any additional
taxes. Therefore, some increase in dividendsps&rd.

Hypothesis 3: The abnormal performance in dividepaisl by banks post conversion to
Subchapter S is zero, or negative.
APin= DIV_PERF+n— E(DIV_PERF+n) <0
Positive abnormal performance would confirm findiry Cyree et al. (2005),

Gilbert and Wheelock (2007), Cyree et al. (2009déker et al. (2003), and Harvey and
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Padget (2000) that banks increase their divideydpats after conversion to Subchapter
S status.
5.4.4 Hypothesis Four: Salaries Paid

The fourth hypothesis further explores how the gaxings is being distributed.
More precisely, are employees reaping the benéfadditional salary income after the
event? Abnormal performance is predicted to beatneg} if salaries were previously
used as a mechanism to provide funds to the masiagarers of the banks without
exposing the funds to double taxation. Now that double taxation consequence on
dividends is removed, salaries are not the onlyoagb extract funds and avoid double
taxation, as supported by a decrease in persorpehses found by Harvey and Padget
(2000). Conversely, if the event is used to bemaihagement through higher wages, a
positive abnormal performance is predicted. hH event does not influence banks
distribution of salaries there will be no abnormpatformance.
Hypothesis 4: The abnormal performance in salageds benefits paid by banks after
conversion to Subchapter S is zero.

AP.n= SAL_PERFn — E(SAL_PER:n)=0

6.4.5 Hypothesis Five: Retained Earnings

This hypothesis evaluates if the bank keeps axgaaings as retained earnings.
Negative abnormal performance in the proportioretdined earnings paid by banks after
conversion indicates banks have reduced theimedaearnings. This corresponds with
Hypothesis Three and an increase in dividendsceSime increase in dividends is greater

then the tax benefit received, a decrease in edagarning is anticipated. Harvey and
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Padget (2000) found that after conversion, banksveld a significant reduction in their
capital levels.
Hypothesis 5: The abnormal performance in retairathing by banks post conversion
to Subchapter S is positive.
APin= RE_PERFn — E(RE_PERFR+n)>0

5.4.6 Overview of Hypotheses

Previous research evaluated bank performance atkasdics prior to conversion
(Gilbert and Wheelock, 2007; Cyree et al., 2005ddh, et al., 2003; Harvey and
Padget, 2000) and focus on “average” changes aftaversion (Cyree et al., 2005;
Harvey and Padget, 2000). The present investigaxplores a different question from
previous analysis of Subchapter S banks. Thisystatploys an innovative event study
approach to control for systemic changes and facuse how Subchapter S banks
performance changes relative to banks that doamtast. The evaluation of the change
in specific characteristics of these banks in aanegtudy framework utilizing accounting
data and a multi-dimensional matching techniquelt®sn a more comprehensive and

thorough analysis of the effect of the tax ber@fitvided for Subchapter S banks.
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CHAPTER VI

EMPIRICAL RESULTS

6.1 Statistical Evaluation of Matching Process

The matching process was performed for each yedheofstudy following the
guidelines provided in Chapter V. The resultsha matching process are presented in
Table 8 through Table 15. Tables 8 through 15akwe difference between the total
assets of the banks converting to Subchapter Ssbami the control banks three years
before conversion. All eight years consistentlypwhthe converting banks and the
control banks were the same size three years betoreersion. Three years is used as
the baseline for the testing of the hypotheses. ileMime banks that converted to
Subchapter S status and the control banks wersatine size before the conversion date,
their performance as measured by the hypothesibies was not the same.
6.1.1 Results of Matching Process on Hypothesiga\kas
6.1.1.1 Small Business Lending

In all years and in all origination amounts theksthat eventually converted to
Subchapter S allocated a higher proportion of tlassets to small business lending
(Refer to Tables 8 through 15). This effect ismffigant at the 0.10 level for most of the
origination amounts in almost all years. In 199898, 1999, 2001, and 2003 the

Subchapter S banks provided a significantly (0.@@el) higher proportion of small
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business loans in all three origination amounts2000, 2002, and 2004 the Subchapter
S banks provided a higher proportion of small bessnloans in general, but the amounts

were only significant in some of the origination@mts.
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Table8: Testsof Matching Criteria: Banks Converting to Subchapter Sin 1997

In 1997, 596 banks elected Subchapter S statuser Afe matching 438 Sub.S banks remained in the
sample. The match is made in 1994, 3 years pretgear. Median values of the control groups aedu

for all calculations. The variablMeanrepresents the mean value of the sample of bdmatonvert to
Subchapter S in 1997 and the control groupkedianrepresents the median value of the two groups at
time of the matchMean Difrepresents the difference in the mean values btiapter S bank and the
control banks. All variables are divided by ToAalksets (except Total Assets).

Variables Mean Median Mean Dif tValue Pr >|t] Wilcoxon Pr >|g
Total Assets

Sub. S Banks 52,848 39,973 71.40 0.53 0.5941 1737 0.5129
Control Banks 52,777 40,222

SB Loans 1

Sub. S Banks 0.0190 0.0051 0.0085 6.17 <0.0001 77155 <0.0001
Control Banks 0.0105 0.0000

SB Loans 2

Sub. S Banks 0.0106 0.0000 0.0046 5.18 <0.0001 626950.0001
Control Banks 0.0060 0.0000

SB Loans 3

Sub. S Banks 0.0115 0.0000 0.0045 431 <0.0001 4267£0.0001
Control Banks 0.0069 0.0000

Farm Loans 1

Sub. S Banks 0.0075 0.0000 0.0050 5.99 <0.0001 5563£0.0001
Control Banks 0.0026 0.0000

Farm Loans 2

Sub. S Banks 0.0063 0.0000 0.0038 5.26 <0.0001 4820£0.0001
Control Banks 0.0025 0.0000

Farm Loans 3

Sub. S Banks 0.0029 0.0000 0.0019 3.86 0.0001 20820.0001
Control Banks 0.0011 0.0000

AglLoansl

Sub. S Banks 0.0200 0.0000 0.0113 4.79 <0.0001 4126£0.0001
Control Banks 0.0088 0.0000

AgLoans?2

Sub. S Banks 0.0092  0.0000 0.0046 3.71 0.0002 304€0.0001
Control Banks 0.0046 0.0000

AgLoans3

Sub. S Banks 0.0051 0.0000 0.0021 2.29 0.0225 1439.5 0.0012
Control Banks 0.0029 0.0000

Common Dividends

Sub. S Banks 0.0075 0.0061 0.0034 8.39 <0.0001 23077£9.0001
Control Banks 0.0040 0.0035

Salaries

Sub. S Banks 0.0165 0.0158 0.0000 -0.15 0.8821 -550.5 0.8358
Control Banks 0.0165 0.0159

Retained Earnings

Sub. S Banks 0.0574 0.0484 0.0043 2.17 0.0308 25485 0.3369
Control Banks 0.0531 0.0528
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Table9: Testsof Matching Criteria: Banks Converting to Subchapter Sin 1998

In 1998, 461 banks elected Subchapter S statuger &fe matching 341 Sub.S banks remained in the
sample. The match is made in 1995, 3 years pretear. Median values of the control groups are
used for all calculations. The variabWéean represents the mean value of the sample of bdrdts t
convert to Subchapter S in 1998 and the contralgsoMedianrepresents the median value of the two
groups at time of the matchlean Difrepresents the difference in the mean values bflsapter S bank
and the control banks. All variables are dividgdrotal Assets (except Total Assets).

Variables Mean Median MeanDif tValue Pr>|t] Wilcoxon Pr >|g
Total Assets

Sub. S Banks 54,859 42,349 167.09 1.28 0.2023 2968.5 0.1033
Control Banks 54,692 42,556

SB Loans 1

Sub. S Banks 0.0172 0.0000 0.0058 3.93 0.0001 34435 0.0004
Control Banks 0.0114 0.0000

SB Loans 2

Sub. S Banks 0.0087 0.0000 0.0030 3.44 0.0007 28815 0.0012
Control Banks 0.0058 0.0000

SB Loans 3

Sub. S Banks 0.0102 0.0000 0.0029 2.31 0.0212 1577 0.0344
Control Banks 0.0073 0.0000

Farm Loans 1

Sub. S Banks 0.0071 0.0000 0.0041 498 <0.0001 313€0.0001
Control Banks 0.0030 0.0000

Farm Loans 2

Sub. S Banks 0.0073 0.0000 0.0043 455 <0.0001 2541  0.0003
Control Banks 0.0030 0.0000

Farm Loans 3

Sub. S Banks 0.0029 0.0000 0.0017 3.58 0.0004 1157  0.0049
Control Banks 0.0012 0.0000

AgLoans1

Sub. S Banks 0.0199 0.0000 0.0117 497 <0.0001 2700 0.0002
Control Banks 0.0082 0.0000

AgLoans?2

Sub. S Banks 0.0092 0.0000 0.0055 4.48 <0.0001 2097 0.0003
Control Banks 0.0037 0.0000

AgLoans3

Sub. S Banks 0.0045 0.0000 0.0022 2.41 0.0163 836  0.0280
Control Banks 0.0023 0.0000

Common Dividends

Sub. S Banks 0.0062 0.0051 0.0018 3.86 0.0001 9624 50.0001
Control Banks 0.0044 0.0034

Salaries

Sub. S Banks 0.0166 0.0164 0.0005 1.82 0.07 3508.5 0.0549
Control Banks 0.0161 0.0154

Retained Earnings

Sub. S Banks 0.0594 0.0504 0.0071 2.95 0.0034 33535 0.0656
Control Banks 0.0523 0.0508
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Table 10: Testsof Matching Criteria: Banks Converting to Subchapter Sin 1999

In 1999, 285 banks elected Subchapter S statuger ffe matching 201 Sub.S banks remained in the
sample. The match is made in 1996, 3 years preteqgar. Median values of the control groups are
used for all calculations. The variabiean represents the mean value of the sample of bdrd¢s t
convert to Subchapter S in 1999 and the contralggoMedianrepresents the median value of the two
groups at time of the matchean Difrepresents the difference in the mean values bélsapter S bank
and the control banks. All variables are dividgdrotal Assets (except Total Assets).

Variables Mean Median Mean Dif tValue Pr>Jt| Wilcoxon Pr >|g
Total Assets

Sub. S Banks 64,916 51,285 329.34 1.12 0.2661 1242  0.1329
Control Banks 64,586 50,574

SB Loans 1

Sub. S Banks 0.0174 0.0000 0.0041 1.86 0.0640 923.5 0.0598
Control Banks 0.0133 0.0032

SB Loans 2

Sub. S Banks 0.0085 0.0000 0.0024 2.17 0.0315 1090 0.0127
Control Banks 0.0061 0.0000

SB Loans 3

Sub. S Banks 0.0102 0.0000 0.0035 2.60 0.0099 852 0.0399
Control Banks 0.0067 0.0000

Farm Loans 1

Sub. S Banks 0.0061 0.0000 0.0019 1.95 0.0526 581 0.1098
Control Banks 0.0043 0.0000

Farm Loans 2

Sub. S Banks 0.0058 0.0000 0.0019 1.69 0.0916 434.5 0.172
Control Banks 0.0038 0.0000

Farm Loans 3

Sub. S Banks 0.0043 0.0000 0.0025 2.12 0.0352 2385 0.1918
Control Banks 0.0018 0.0000

AgLoans1l

Sub. S Banks 0.0145 0.0000 0.0053 2.23 0.0269 755 0.0345
Control Banks 0.0092 0.0000

AgLoans?2

Sub. S Banks 0.0082 0.0000 0.0029 1.72 0.0879 398 0.1724
Control Banks 0.0053 0.0000

AgLoans3

Sub. S Banks 0.0044 0.0000 0.0020 1.80 0.0740 196 0.2644
Control Banks 0.0025 0.0000

Common Dividends

Sub. S Banks 0.0059 0.0049 0.0015 3.38 0.0009 2194  0.0055
Control Banks 0.0044 0.0037

Salaries

Sub. S Banks 0.0165 0.0158 0.0007 2.05 0.042 13495 0.1023
Control Banks 0.0158 0.0150

Retained Earnings

Sub. S Banks 0.0571 0.0505 0.0020 0.75 0.4567 370.5 0.6548
Control Banks 0.0552 0.0547
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Table11l: Testsof Matching Criteria: Banks Converting to Subchapter Sin 2000

In 2000, 212 banks elected Subchapter S statuser #fe matching 156 Sub.S banks remained in the
sample. The match is made in 1997, 3 years preteygar. Median values of the control groups are
used for all calculations. The variallléean represents the mean value of the sample of bdrts t
convert to Subchapter S in 2000 and the contralgsoMedianrepresents the median value of the two
groups at time of the matchlean Difrepresents the difference in the mean values bélsapter S bank
and the control banks. All variables are dividgdrotal Assets (except Total Assets).

Variables Mean Median Mean Dif tValue Pr>Jt] Wilcoxon Pr >[5
Total Assets

Sub. S Banks 56,558 44,381 -43.31 -0.21 0.8371 155 0.7849
Control Banks 56,602 43,568

SB Loans 1

Sub. S Banks 0.0154 0.0000 0.0029 1.35 0.1801 369.5 0.1851
Control Banks 0.0124 0.0000

SB Loans 2

Sub. S Banks 0.0090 0.0000 0.0022 1.30 0.1964 510 0.0579
Control Banks 0.0068 0.0000

SB Loans 3

Sub. S Banks 0.0114 0.0000 0.0050 2.57 0.011 510 0.0197
Control Banks 0.0064  0.0000

Farm Loans 1

Sub. S Banks 0.0072 0.0000 0.0037 2.74 0.007 406 0.0649
Control Banks 0.0034 0.0000

Farm Loans 2

Sub. S Banks 0.0080 0.0000 0.0040 2.57 0.0113 387 0.0788
Control Banks 0.0040 0.0000

Farm Loans 3

Sub. S Banks 0.0037 0.0000 0.0022 2.28 0.0242 278.5 0.0298
Control Banks 0.0015 0.0000

AgLoans1l

Sub. S Banks 0.0171 0.0000 0.0082 2.58 0.0109 371 0.0922
Control Banks 0.0088 0.0000

AgLoans?2

Sub. S Banks 0.0101 0.0000 0.0050 2.58 0.0107 363 0.0759
Control Banks 0.0051 0.0000

AgLoans3

Sub. S Banks 0.0062 0.0000 0.0038 2.38 0.0187 242 0.0673
Control Banks 0.0024 0.0000

Common Dividends

Sub. S Banks 0.0069 0.0051 0.0029 4.87 <0.0001 257&0.0001
Control Banks 0.0039 0.0036

Salaries

Sub. S Banks 0.0164 0.0159 0.0005 1.17 0.2430 536 0.3446
Control Banks 0.0160 0.0155

Retained Earnings

Sub. S Banks 0.0650 0.0522 0.0079 2.21 0.0284 707 0.212
Control Banks 0.0571 0.0558
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Table12: Testsof Matching Criteria: Banks Converting to Subchapter Sin 2001

In 2001, 216 banks elected Subchapter S statuser #fe matching 155 Sub.S banks remained in the
sample. The match is made in 1998, 3 years preteqgar. Median values of the control groups are
The variabliéean represents the mean value of the sample of bdrds t
convert to Subchapter S in 2001 and the contraliggoMedianrepresents the median value of the two
groups at time of the matchlean Difrepresents the difference in the mean values bélsapter S bank

used for all calculations.

and the control banks. All variables are dividgdiotal Assets (except Total Assets).

Variables Mean Median Mean Dif tValue Pr>|t] Wilcoxon Pr >|g
Total Assets

Sub. S Banks 74,916 48,250 469.74 1.38 0.1689 14 0.9801
Control Banks 74,446 48,407

SB Loans 1

Sub. S Banks 0.0206 0.0103 0.0094 4.43 <0.0001 131&0.0001
Control Banks 0.0112 0.0000

SB Loans 2

Sub. S Banks 0.0133 0.0032 0.0065 4.04 <0.0001 1145 0.0001
Control Banks 0.0069 0.0000

SB Loans 3

Sub. S Banks 0.0174 0.0000 0.0085 3.63 0.0004 870.5 0.0006
Control Banks 0.0088 0.0000

Farm Loans 1

Sub. S Banks 0.0102 0.0000 0.0074 472 <0.0001 12940.0001
Control Banks 0.0028 0.0000

Farm Loans 2

Sub. S Banks 0.0119 0.0000 0.0082 470 <0.0001 118%0.0001
Control Banks 0.0037 0.0000

Farm Loans 3

Sub. S Banks 0.0073 0.0000 0.0058 4.64 <0.0001 992.%0.0001
Control Banks 0.0015 0.0000

AgLoansl

Sub. S Banks 0.0250 0.0000 0.0169 451 <0.0001 1204.50.0001
Control Banks 0.0080 0.0000

AgLoans?2

Sub. S Banks 0.0183 0.0000 0.0129 3.95 0.0001 940.%0.0001
Control Banks 0.0054 0.0000

AgLoans3

Sub. S Banks 0.0129 0.0000 0.0097 3.73 0.0003 7720.0001
Control Banks 0.0032 0.0000

Common Dividends

Sub. S Banks 0.0055 0.0049 0.0015 3.26 0.0014 1417 0.0087
Control Banks 0.0040 0.0037

Salaries

Sub. S Banks 0.0161 0.0161 0.0007 1.88 0.0619 1183 0.0341
Control Banks 0.0154 0.0152

Retained Earnings

Sub. S Banks 0.0633 0.0549 0.0038 1.15 0.2534 129 0.8186
Control Banks 0.0595 0.0593
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Table 13: Testsof Matching Criteria: Banks Converting to Subchapter Sin 2002

In 2002, 207 banks elected Subchapter S statuter fife matching 147 Sub.S banks remained in the
sample. The match is made in 1999, 3 years pretgar. Median values of the control groups are
used for all calculations. The varialidean represents the mean value of the sample of bdrats t
convert to Subchapter S in 2002 and the contralggoMedianrepresents the median value of the two
groups at time of the matcklean Difrepresents the difference in the mean values bflsapter S bank
and the control banks. All variables are dividgdlotal Assets (except Total Assets).

Variables Mean Median Mean Dif tValue Pr>|Jt] Wilcoxon Pr >|g
Total Assets

Sub. S Banks 72,306 49,465 499.68 1.22 0.2252 451 0.385
Control Banks 71,807 49,330

SB Loans 1

Sub. S Banks 0.0164 0.0049 0.0036 1.62 0.1069 552 0.0691
Control Banks 0.0128 0.0023

SB Loans 2

Sub. S Banks 0.0098 0.0023 0.0023 1.60 0.1112 3715 0.2098
Control Banks 0.0075 0.0000

SB Loans 3

Sub. S Banks 0.0124 0.0000 0.0022 1.16 0.2467 3215 0.2199
Control Banks 0.0101 0.0000

Farm Loans 1

Sub. S Banks 0.0059 0.0000 0.0026 2.24 0.0267 528 0.0359
Control Banks 0.0033 0.0000

Farm Loans 2

Sub. S Banks 0.0077 0.0000 0.0040 2.98 0.0034 717 0.0024
Control Banks 0.0037 0.0000

Farm Loans 3

Sub. S Banks 0.0050 0.0000 0.0033 3.40 0.0009 485.5 0.0014
Control Banks 0.0017 0.0000

AgLoansl

Sub. S Banks 0.0137 0.0000 0.0070 2.87 0.0047 513.5 0.0262
Control Banks 0.0067 0.0000

AgLoans?2

Sub. S Banks 0.0094 0.0000 0.0060 3.75 0.0003 685 0.0007
Control Banks 0.0034 0.0000

AgLoans3

Sub. S Banks 0.0063 0.0000 0.0041 3.08 0.0025 409.5 0.0033
Control Banks 0.0021 0.0000

Common Dividends

Sub. S Banks 0.0051 0.0038 0.0010 1.89 0.0603 6851688
Control Banks 0.0040 0.0033

Salaries

Sub. S Banks 0.0170 0.0166 0.0009 1.43 0.1537 719 0.1652
Control Banks 0.0161 0.0158

Retained Earnings

Sub. S Banks 0.0619 0.0580 -0.0006 -0.16 0.8735 -29 0.9555
Control Banks 0.0625 0.0583
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Table 14: Testsof Matching Criteria: Banks Converting to Subchapter Sin 2003

In 2003, 194 banks elected Subchapter S statuger ffe matching 123 Sub.S banks remained in the
sample. The match is made in 2000, 3 years pretgpgar. Median values of the control groups are
used for all calculations. The variabléean represents the mean value of the sample of bdrats t
convert to Subchapter S in 2003 and the contraiggoMedianrepresents the median value of the two
groups at time of the matchMean Difrepresents the difference in the mean values bél&apter S bank
and the control banks. All variables are dividgdlotal Assets (except Total Assets).

Variables Mean Median MeanDif tValue Pr>|t] Wilcoxon Pr >|S
Total Assets

Sub. S Banks 96,507 59,727 58.99 0.10 0.9189 381.0 0.3383
Control Banks 96,448 58,809

SB Loans 1

Sub. S Banks 0.0244 0.0172 0.0080 2.94 0.0039 8745 0.0053
Control Banks 0.0164 0.0140

SB Loans 2

Sub. S Banks 0.0132 0.0086 0.0031 1.84 0.0675 552.5 0.0773
Control Banks 0.0101 0.0068

SB Loans 3

Sub. S Banks 0.0222 0.0110 0.0069 2.27 0.0250 610.0 0.0228
Control Banks 0.0153 0.0044

Farm Loans 1

Sub. S Banks 0.0081 0.0000 0.0041 2.85 0.0052 520.0 0.0269
Control Banks 0.0040 0.0000

Farm Loans 2

Sub. S Banks 0.0087 0.0000 0.0029 1.95 0.0531 307.0 0.1955
Control Banks 0.0058 0.0000

Farm Loans 3

Sub. S Banks 0.0059 0.0000 0.0024 2.25 0.0265 255.0 0.1118
Control Banks 0.0035 0.0000

AglLoansl

Sub. S Banks 0.0151 0.0000 0.0075 2.72 0.0074 4855 0.0502
Control Banks 0.0077 0.0000

AgLoans?2

Sub. S Banks 0.0093 0.0000 0.0042 2.21 0.0291 416.5 0.0492
Control Banks 0.0050 0.0000

AgLoans3

Sub. S Banks 0.0055 0.0000 0.0025 1.80 0.0751 291.5 0.0400
Control Banks 0.0030 0.0000

Common Dividends

Sub. S Banks 0.0054 0.0036 0.0016 2.21 0.0290 472.0 0.2121
Control Banks 0.0037 0.0033

Salaries

Sub. S Banks 0.0164 0.0158 0.0001 0.20 0.8379 218.0 0.5842
Control Banks 0.0163 0.0157

Retained Earnings

Sub. S Banks 0.0578 0.0514 0.0018 0.47 0.6419 15.0 0.9700
Control Banks 0.0560 0.0582
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Table 15: Testsof Matching Criteria: Banks Converting to Subchapter Sin 2004

In 2004, 152 banks elected Subchapter S statuser Afe matching 97 Sub.S banks remained in the
sample. The match is made in 2001, 3 years pretepgar. Median values of the control groups are
used for all calculations. The variablean represents the mean value of the sample of bdrdts t
convert to Subchapter S in 2004 and the contralgsoMedianrepresents the median value of the two
groups at time of the matcklean Difrepresents the difference in the mean values bélsapter S bank
and the control banks. All variables are dividgdrotal Assets (except Total Assets).

Variables Mean Median Mean Dif tValue Pr>|t] Wilcoxon Pr >|g|
Total Assets

Sub. S Banks 80,262 56,643 -485.22 -1.17  0.2453 -440.5 0.1134
Control Banks 80,747 55,545

SB Loans 1

Sub. S Banks 0.0234 0.0193 0.0075 2.62 0.0103 523.5 0.0209
Control Banks 0.0159 0.0149

SB Loans 2

Sub. S Banks 0.0122 0.0093 0.0017 1.13 0.2606 289  0.1992
Control Banks 0.0104 0.0077

SB Loans 3

Sub. S Banks 0.0215 0.0110 0.0054 1.62 0.1083 366 0.0735
Control Banks 0.0160 0.0062

Farm Loans 1

Sub. S Banks 0.0103 0.0000 0.0049 2.3 0.0237 333.5 0.0664
Control Banks 0.0055 0.0003

Farm Loans 2

Sub. S Banks 0.0121 0.0000 0.0060 2.84 0.0054 336 0.0588
Control Banks 0.0061 0.0000

Farm Loans 3

Sub. S Banks 0.0065 0.0000 0.0038 2.81 0.0061 270 0.0263
Control Banks 0.0027 0.0000

AgLoans1l

Sub. S Banks 0.0177 0.0000 0.0071 1.85 0.0673 316.5 0.0635
Control Banks 0.0105 0.0001

AgLoans?2

Sub. S Banks 0.0117 0.0000 0.0062 2.65 0.0095 3455 0.0119
Control Banks 0.0055 0.0000

AgLoans3

Sub. S Banks 0.0080 0.0000 0.0046 2.29 0.0240 2710.0031
Control Banks 0.0033 0.0000

Common Dividends

Sub. S Banks 0.0046 0.0034 0.0014 2.59 0.0110 779 0.0033
Control Banks 0.0033 0.0027

Salaries

Sub. S Banks 0.0162 0.0155 -0.0001 -0.11  0.9124 -52.5 0.8513
Control Banks 0.0162 0.0156

Retained Earnings

Sub. S Banks 0.0613 0.0528 0.0016 0.33 0.7389 -108.5 0.6984
Control Banks 0.0598 0.0596
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6.1.1.2 Agricultural Related Lending

The matching results presented in Tables 8 thralfghwere fairly consistent
across both production and land loans. For allrsyegand all origination amounts,
Subchapter S banks provide a higher proportionseéts to agricultural lending. This
result is significant (0.10 level) for all origin@h amounts in years: 1997, 1998, 2000,
2001, 2002, and 2004. In years 1999 and 2003itfezehce was significant for most of
the origination amounts.
6.1.1.3 Dividends

The statistical tests presented in Tables 8 thrdlfgrevealed a significant (0.10
level) difference three years before conversiomvbenh the proportions of dividends paid
by the two groups. In all years, the amount ofd#imds paid by the banks that converted
to Subchapter S status is greater than the propoofi assets paid as dividends by banks
that remain as Subchapter C banks. This differensgnificant at the 0.10 level for all
years under both t-test and Wilcoxon Sign-Rankstktexcept 2002 and 2003, where it
is only significant in one of the two tests.
6.1.1.4 Salaries

The results presented in Tables 8 through 15 negpotihe proportion of salaries
paid out between the two groups provide mixed ewide In some of the years there was
not a significant difference (0.10 level) betweée two groups. The following years
indicate a significant higher proportion of assptsd out in salaries by banks that

converted to Subchapter S in three years: 1998),72081, and 2002.
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6.1.1.5 Retained Earnings

Results presented in Tables 8 through 15 indidse ih most years there is no
significant (0.10 level) difference before conversibetween the two groups of banks.
Banks that eventually converted to Subchapter 8sthad a higher proportion of
retained earning relative to total assets in 199983, and 2000.
6.1.1.6 Interpretation of Matching Results

The results of the statistical analysis indicatg the matching process controlled
well for size because there is not a significaffedence between the two groups of banks
in any of the years. The results of the statibralysis of the performance variables
indicate that in most instances banks that lateweded to Subchapter S had different
performance characteristics from the control babkfore conversion. This is not
surprising because previous studies suggest tmkisizhat convert to Subchapter S are
different from other banks before conversion (Qillend Wheelock, 2007; Cyree et al.,
2005; Hodder, et al., 2003; Harvey and Padget, 200Be results in Tables 8 through 15
indicate that Subchapter S banks and C banks hiffeeedt levels of the variables of
interest before conversion. As indicated by Barded Lyon (1996), Lie (2001), and
Alderson and Betker (2006) evaluating levels is sofficient in detecting abnormal
performance, evaluating changes is necessary ftirspecified results. The present
analysis investigates changes in performance byaany the differences in Subchapter
S banks and Subchapter C banks before and afteeidon. This approach should

capture performance differences that result fronvecsion.

74



6.2 Results of Hypothesis Tests
6.2.1 Hypothesis One Results

Table 16 provides the results of the hypothesis fies all three of the origination
amounts of small business lending.
6.2.1.1 Small Business Lending 1

The results of the empirical analysis of abnornmal eumulative performance for
small business lending with origination amounts liggn $100,000 is presented in Table
16, Panel A.

The results reported in Panel A of Table 16 indicatgnificant (0.10 level)
abnormal negative performance in all sub-event aivsl The (-3,-2) window shows a
significant but modest decline in small businesslieg (Wilcoxon p-value 0.0071) after
conversion. This suggests that banks began to mmakkfications prior to conversion.
The sub-window (-3,-1) indicates significant negatabnormal performance in small
business lending (Wilcoxon p-value 0.0063). Depampn when the bank made the
Subchapter S election in the event year, the suiolaw (-3,0) may capture the event tax
benefit to varying degrees. Again, negative abnbpeegormance is detected (Wilcoxon
p-value 0.0030). The most dramatic decline in &nasiness lending occurs in sub-
window (-3,1). The negative abnormal performanoeabdes from -0.0011 to -0.0023
(Wilcoxon p-value <0.0001). This significant dediis interpreted as an effect of
conversion. Negative abnormal performance is tieem both of the last two sub-
windows (-3,2) and (-3,3) (Wilcoxon p-value <0.008%ilcoxon p-value <0.0001). The
negative abnormal performance reported in Panel Rable 16 suggests the proportion

of low principal amount small business lending gigantly declines for banks that
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Table 16: Abnormal and Cumulative Abnormal Performancein Small Business L ending

An evaluation of abnormal performance and cumudatabnormal performance in banks
converting to Subchapter S from 1994 to 2004. Thia sample of 1,658 of the 2,262 banks
converted to Subchapter S during this time period.

Panel A: Abnormal Performance and Cumulative AbradrPerformance in
Small Business Lending with origination amounts lé=n $100,000.

AP CAP
AP CAP Wilcoxon p-value | Wilcoxon  p-value
-2 -0.0008  *** -0.0008 *** -34547 0.0071 -34547 0.0071
-1 -0.0010 *** -0.0018 *** -38308 0.0063 -39086 0.0057
0 -0.0011  *** -0.0029 *** -43932.5 0.0030 -42562.5 0.0055
1 -0.0023  *** -0.0052 *** -69505  <0.0001 -52933 0.0010
2 -0.0033  *** -0.0085  *** -91889.5 <0.0001 -67688.5 <0.0001
3 -0.0040 *** -0.0124  *** -103584  <0.0001 -79962 <0.0001
Panel B: Abnormal Performance and Cumulative AbnaPerformance in
Small Business Lending with origination amountsaeen $100,000-$250,000.
AP CAP
AP CAP Wilcoxon  p-value | Wilcoxon  p-value
-2 -0.0002 -0.0002 -16934.5 0.1637 -16934.5 0.1637
-1 -0.0004 * -0.0006 * -24412.5 0.0694  -23306.5 0.0859
0 -0.0006 * -0.0011 -23516.5 0.0992 -23568.5 0.1088
1 -0.0007  *** -0.0018 * -38709 0.0092 -27097 0.0808
2 -0.0010 *** -0.0028 ** -54538.5 0.0007 -36131 0.0299
3 -0.0014  *** -0.0042 ** -66440.5 <0.0001 -44377 0.0103
Panel C: Abnormal Performance and Cumulative AlmadiPerformance in
Small Business Lending with origination amountsasstn $250,000-$1,000,000.
AP CAP
AP CAP Wilcoxon p-value | Wilcoxon  p-value
-2 -0.0002 -0.0002 -12732 0.2322 -12732 0.2322
-1 -0.0002 -0.0004 -8792.5 0.4558 -12135 0.3069
0 -0.0002 -0.0005 -5606 0.6596 -5595 0.6681
1 -0.0003 -0.0009 -15712.5 0.2427 -6492 0.6436
2 0.0004 -0.0004 -9944 0.4945 -4105 0.7863
3 0.0005 0.0001 -14369.5 0.3577 -4671.5 0.7733
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convert to Subchapter S. A graphical illustratioh the cumulative abnormal
performance from Table 16, Panel A is provided iguFe 2 and visually reemphasizes
the results of the abnormal performance.

After converting to Subchapter S, banks providemalker proportion of their
assets to small business loans with origination uan® less than $100,000. The
Wilcoxon Sign-Ranked test was significant in albsavent windows. Therefore the null

hypothesis of no change in small business lendinghis origination amount is rejected.

Figure 2: Cumulative Abnormal Performance
Small Business Loans 1
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6.2.1.2 Small Business Lending 2
The abnormal performance metrics for small busineass with origination

amounts between $100,000 and $250,000 are preserifetile 16, Panel B. The results
indicate abnormal performance in most of the sudmewindows. Significant negative
abnormal performance occurs in sub-event windo®s1(},(-3,0),(-3,1),(-3,2), and (-3,3).
After the conversion year, the negative abnormafopmance declines from -0.0006
(Wilcoxon p-value =0.0992) to -0.0014 (Wilcoxon phve <0.0001). This is reflected in
Figure 3 and the cumulative abnormal performandédiere is a significant negative

cumulative abnormal performance post event for thigination amount of small
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business lending. The null hypothesis under Hyggith One of no change in small
business lending is rejected. This indicates theversion did change the behavior of

banks.

Figure 3: Cumulative Abnormal Performance
Small Business Loans 2
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6.2.1.3 Small Business Lending 3
The abnormal and cumulative abnormal performansilte for the largest

origination amounts for small business lending, am® between $250,000 and
$1,000,000 are presented in Table 16, Panel C. abhermal performance results
indicate no significant difference between groupdthough the cumulative abnormal
performance results presented in Figure 4 illusteat increase in lending by Subchapter
S banks following conversion, this increase is sighificant and the figure can not be
presumed to have a pattern. The analysis doesndatate significance in either
abnormal or cumulative abnormal performance andavenot reject the null hypothesis
of no change in small business lending for thigindgtion amount. Banks that convert to
Subchapter S do not change their lending behawiothis origination amount of small

business lending.

78



Figure 4: Cumulative Abnormal Performance
Small Business Loans 3
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6.2.1.4 Small Business Lending Summary

The results of Table 16 indicate that for the sasltwo origination amounts of
small business lending, banks which experience m@version event experience a
significant decline in their small business lendingor the largest category of small
business lending, with origination amounts betw®250,000 and $1,000,000 there is no
change in their small business lending behaviover@ll the null hypothesis is rejected
for the smallest two origination amounts. The oheclin small business lending could be
attributed to banks changing their risk toleranceaoreallocation of these funds to
dividends payments after conversion. Detectionagfative abnormal performance in the
pre event sub-windows may indicate banks begargaeiing prior to conversion as
found in previous research (Gilbert and Wheelo€Q72 Cyree et al., 2005; Hodder, et
al., 2003; Harvey and Padget, 2000).
6.3.1 Hypothesis Two Results

Hypothesis Two examines if banks change theiritentb the agricultural sector
after converting to Subchapter S. Table 17 anblera8 present the results of the

analysis of abnormal and cumulative abnormal perémce by banks. Table 17 presents
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the results of the statistical analysis for agtimal production loans and Table 18

presents the results of the analysis of agricdltaral loans.

Table 17: Abnormal and Cumulative Abnormal Performancein Farm Lending

An evaluation of abnormal performance and cumutasitnormal performance in the proportion
of loans secured with farmland for banks convertm&ubchapter S from 1994 to 2004. This is a
sample of 1,658 of the 2,262 banks converted telsater S during this time period.

Panel A: Abnormal Performance and Cumulative AbrarPerformance in
Farm Lending with origination amounts less thanG200.

AP CAP
AP CAP Wilcoxon  p-value | Wilcoxon p-value
-2 -0.0001 ** -0.0001 ** -21520.5 0.0373  -21520.5 0.0373
-1 -0.0007 *** -0.0008 *** -35250 0.0025 -33150.5 0.0049
0 -0.0006 *** -0.0014 ** -37175 0.0028 -29783.5 0.0212
1 -0.0010 *** -0.0024  *** 45292.5 0.0004 -36794 0.0079
2 -0.0013  *** -0.0037  *** -58068 <0.0001 -44802.5 0.0027
3 -0.0015  *** -0.0053  *** -71074.5 <0.0001 -51786.5 0.0010
Panel B: Abnormal Performance and Cumulative AbnadPerformance in
Farm Lending with origination amounts between $000;$250,000.
AP CAP
AP CAP Wilcoxon  p-value | Wilcoxon p-value
-2 0.0003 0.0003 -5104.5 0.5996 -5104.5 0.5996
-1 0.0001 * 0.0004 -18971 0.0880 -14260.5 0.2051
0 0.0006 0.0010 -4553 0.7030 -9027.5 0.4684
1 0.0006 0.0016 -10616.5 0.3938 -7498.5 0.5755
2 0.0005 * 0.0021 -25034.5 0.0647 -12212 0.4015
3 0.0002 *** 0.0022 -36965.5 0.0098 -19009 0.2164
Panel C: Abnormal Performance and Cumulative AtmadPerformance in
Farm Lending with origination amounts between $260;$1,000,000.
AP CAP
AP CAP Wilcoxon  p-value | Wilcoxon p-value
-2 0.0003 0.0003 9036.5 0.1552 9036.5 0.1552
-1 0.0004 0.0007 7606.5 0.3127 10273 0.1763
0 0.0008 0.0014 * 13061.5 0.1304 17186 0.0580
1 0.0011 0.0025 ** 14132.5 0.1344 22592 0.0264
2 0.0014 0.0039 ** 16075.5 0.1298 25908.5 0.0248
3 0.0015 0.0054 ** 15623.5 0.1878 27623.5 0.0320
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Table 18: Abnormal Performancein Agricultural Lending
An evaluation of abnormal performance and cumutatibnormal performance in the proportion
of loans to finance agricultural production for karconverting to Subchapter S from 1994 to
2004. This is a sample of 1,658 of the 2,262 bamks/erted to Subchapter S during this time

period.
Panel A: Abnormal Performance and Cumulative AbrarPerformance in
Agricultural Lending with origination amounts letbgn $100,000.
AP CAP
AP CAP Wilcoxon p-value | Wilcoxon  p-value
-2 -0.0009 ** -0.0009 ** -23339.5 0.0188 -23339.5 0.0188
-1 -0.0022  *** -0.0031  *** -42569 0.0001 -41491 0.0002
0 -0.0022  *** -0.0053 *** -44705 0.0002 -45442 0.0003
1 -0.0031  *** -0.0084  *** -55448 <0.0001 -49974.5 0.0002
2 -0.0038  *** -0.0122  *** -68056.5 <0.0001 -57379  <0.0001
3 -0.0040 *** -0.0162  *** -76049.5 <0.0001 -63826.5 <0.0001
Panel B: Abnormal Performance and Cumulative AbvadiPerformance in
Agricultural Lending with origination amounts be®ve$100,000-$250,000.
AP CAP
AP CAP Wilcoxon p-value | Wilcoxon  p-value
-2 -0.0002 -0.0002 -7455.5 0.3754 -7455.5 0.3754
-1 -0.0004 ** -0.0006 * -24241.5 0.0120 -16282 0.0943
0 -0.0003 ** -0.0010 ** -26819.5 0.0109 -24331.5 0.028
1 -0.0007 *** -0.0017 ** -32367.5 0.0036 -28920 0.0153
2 -0.0007 *** -0.0024  *** -40056 0.0007 -34584 0.0073
3 -0.0007 *** -0.0031 *** -43591 0.0006  -36401.5 0.0080
Panel C: Abnormal Performance and Cumulative AlmadiPerformance in
Agricultural Lending with origination amounts betve$250,000-$1,000,000.
AP CAP
AP CAP Wilcoxon p-value | Wilcoxon  p-value
-2 -0.0001 -0.0001 2398.5 0.6792 2398.5 0.6792
-1 0.0001 -0.0000 -9726 0.1444 -2727 0.6858
0 0.0004 0.0004 -2473 0.7407 -2120 0.7874
1 0.0006 0.0011 3463 0.6657 2302.5 0.7908
2 0.0010 0.0020 9394 0.2916 5488 0.5758
3 0.0009 0.0029 6436.5 0.5074 8851.5 0.4176
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6.3.1.1 Farm and Agricultural Lending 1

Table 17, Panel A provides the results of the Hypgs tests on loans secured
with farmland with origination amounts less than0@D00. Negative abnormal
performance and negative cumulative abnormal padace is detected in all six sub-
event windows. Abnormal performance is negativé becomes more negative as the
event approaches and after conversion. The abhop@dormance was -0.0001
(Wilcoxon p-value 0.0373) in sub-window (-3,-2) arwhd decreased to -0.0015
(Wilcoxon p-value <0.0001) in sub-window (-3,3Jor origination amounts of the same
size for loans to finance agricultural productidve tresults are very similar (Table 18,
Panel A). In all sub-event windows, significantgagve abnormal and cumulative
abnormal performance is detected. The abnorm&dnpeance is negative and significant
in the first sub-event window (-3,-2) at -0.0009 il&xon p-value = 0.0188) and
declined to -0.0040 (Wilcoxon p-value <0.0001). eTdccumulation of these results is
presented in Figure 5 and Figure 6. These figehesv a steady and significant decline
in the proportion of agricultural related lendingsp event for this origination amount.

The results of negative abnormal performance foicalgural related lending in
origination amounts less than $100,000 cause ati@jeof the null hypothesis of no

change in agricultural lending due to the converseSubchapter S.
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Figure 5: Cumulative Abnormal Performance

Farm Loans 1

Figure 6: Cumulative Abnormal Performance
Agriculture Loans 1

-0.002000 -
-0.004000 -
-0.006000 -
-0.008000 -
-0.010000 -
-0.012000 -
-0.014000 -
-0.016000 -
-0.018000 -

6.3.1.2 Farm and Agricultural Lending 2

Table 17, Panel B and Table 18, Panel B provideréselts of the hypothesis

tests for the proportion of agricultural relateédris with origination amounts between

$100,000 and $250,000. For loans secured withlfsn the abnormal performance is

positive but becomes smaller in sub-windows (-3 (-3,3). Figure 7 illustrates the

cumulative effect which becomes significant in ldst two sub-windows
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Figure 7. Cumulative Abnormal Performance
Farm Loans 2
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For loans to finance agricultural production, Tal& the abnormal performance is
significantly negative and becomes more negativeutsh the time period analyzed. In
sub-event window (-3,-1) abnormal performance We8004 (Wilcoxon p-value 0.0120)
and decreased to -0.0007 (Wilcoxon p-value 0.0008yure 8 depicts the cumulative
abnormal performance and indicates a continuing aigphificant decline in the

proportion of loans to finance agricultural prodactin origination amounts between
$100,000 and $250,000.

Figure 8: Cumulative Abnormal Performance
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The results of agricultural lending in originatiamounts between $100,000 and
$250,000 both reject the null hypothesis of no geatiue to the conversion, although the
analysis produced some mixed results. For loaosred with farmland Subchapter S
banks increased their proportional lending, butlé@ns for agricultural production they
decreased their lending. One possible explanaidoe to risk tolerance. Loans secured
with farmland provide collateral for the lendingsiitution and thus a lower degree of risk
than loans for agricultural production.
6.3.1.3 Farm and Agricultural Lending 3

Table 17, Panel C provides the results of the ababperformance for loans
secured with farmland with origination amounts kesw $250,000 and $1,000,000. The
abnormal performance is not significant, althougd ¢cumulative abnormal performance
is positive and becomes significant in post evert-windows. For instance, in sub-
window (-3, 0) cumulative abnormal performance .80Q5 (Wilcoxon p-value 0.0580)
and increases to 0.0054 in sub-window (-3,3) (Witoo p-value 0.0320). This is

illustrated graphically in Figure 9.

Figure 9: Cumulative Abnormal Performance

FarmLoans 3
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For loans to finance agricultural production witle tsame origination amounts, Table 18,
Panel, C, neither the abnormal performance noctineulative abnormal performance is
significantly different from zero. Although Figud® appears to indicate a significant
increase in proportional lending post event, ihas significant. The null hypothesis is
not rejected which indicates banks do not changie knding for agricultural production

for origination amounts between $250,000 and $101D

Figure 10: Cumulative Abnormal Performance
Agriculture Loans 3
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6.3.1.4 Agricultural Lending Summary
The results indicate significant negative abnorlaadling proportions in many of

the agricultural lending levels. For loans to fina agricultural production there has
been a significant decline for origination amouwnsto $250,000. For loans secured with
farmland there appears to be a slight increaskdratmount of loans provide with larger
origination amounts, but a significant decline maris with originations less than
$100,000. The finding of the first two hypothesesds to refute the idea that the tax
advantage is being passed onto the local commuihrgugh an increase in lending.
Rather, the results indicate a change in the okkdnce of banks or a redistribution of

funds to increase dividends.
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6.4.1 Hypothesis Three Results

The third hypothesis further examines if banks geanheir behavior after
conversion. The two previous hypotheses evalddending to small businesses or the
agricultural industry by banks converting to Sulatba S is impacted. More specifically,
these hypotheses investigate what the banks ang @aih their tax benefit. As indicated
in the previous results sections, banks decreaselémnding to most of these areas after
the conversion event. Therefore, the third hypsithexplores further where the tax
benefit is being distributed.

Since the owners are taxed on all income undeclt@&gier S, versus only on
dividends paid under Subchapter C, this hypothesores if the owners receive an
increase in dividends to offset this increase xesapaid by the owners. In preparation
for conversion, banks decrease their dividends nimease the tax advantage post
conversion (Hodder et al., 2003).

The abnormal and cumulative abnormal performancethm proportion of
dividends paid by banks which convert to Subchaftés provided in Table 19. The
table indicates a steady and dramatic increasédanptoportion of dividends paid by
Subchapter S banks. In event sub-window (-3,-1pahbal performance was significant
at 0.0012 (Wilcoxon p-value <0.0001). The eveffiéafincreases dramatically in the
event year (-3,0) to 0.0041 (Wilcoxon p-value <@D0and then continues a modest

increase to 0.0051 in event sub-window (-3,3).
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Table 19: Abnormal and Cumulative Abnor mal Perfor mancein Dividends

An evaluation of abnormal performance and cumutagitnormal performance in the proportion of
dividends for banks converting to Subchapter S fi@®4 to 2004. This is a sample of 1,658 of
the 2,262 banks converted to Subchapter S duriadithe period.

AP CAP
AP CAP Wilcoxon p-value | Wilcoxon  p-value

-2 0.0001 0.0001 -3972 0.4183 -3972 0.4183
-1 0.0012 *** 0.0013  x** 73950.5 <0.0001 74418.5 <0.0001
0 0.0041 *** 0.0054  xx* 390341 <0.0001 288110 <0.0001
1 0.0059 *** 0.0114  x* 4950115 <0.0001 402770.5 <0.0001
2 0.0055 *** 0.0169 *** 470851 <0.0001 442988.5 <0.0001
3 0.0051 *** 0.0221  ** 441910.5 <0.0001 460461.5 <0.0001

The event effect is depicted in Figure 11 which bagizes the cumulative effect

in the change in dividends.

This indicates thaerathe event of converting, banks

increase their dividends to the shareholders. &lhesults are consistent with previous

research and confirm the expected performance wksthat convert to Subchapter S

status.
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Figure 11: Cumulative Abnormal Performance
Dividends

To explore if the increase in dividends is gredib@n what is necessary to offset

the increase in taxes, additional analysis is peréal. The pre conversion dividend

payout ratio was applied to the three year poswveion net income. The highest

marginal individual and the dividend tax rate wéhen used to determine what the
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shareholders would have received if taxed undercisatter C. This amount is then
compared to what the shareholders actually receivetr Subchapter . Wilcoxon
Sign-Ranked tests and t-tests examine if there sgmificant difference between the
payouts. The results indicate Subchapter S baaksapsignificantly higher amount of
dividends then what is necessary to offset theegme in tax expense (Refer to Table 20).

Table 20 : Evaluation of Dividend Payout

The sample of 1,658 banks that convert to Subch&pteere analyzed three years post
conversion to evaluate if the proportion of dividerpaid was more than necessary to offset
the additional tax expensebleanrepresents the mean value of dividends receivdérmun
each tax structureMedianrepresents the median value of dividends receiehn Dif
represents the mean difference between the amébdntidends received and what was
expected had the bank remained under Subchaptétl @alues are in 000s.

Mean Median Mean tValue Pr>|t] Wilcoxon Pr>|9
Dif
STax 691.16 362.723 123.03 3.8971 0.0001 164705 <0.0001
C Tax 568.13 261.67

The highest individual marginal tax rate was 39f68m 1994-2000; 39.1% in 2001; 38.6%
in 2002 and 35% from 2002-2008.

The dividend tax rate was 15% from 2002-2008.

6.5.1 Hypothesis Four Results

Hypothesis Four evaluates if banks that convertStdochapter S tax status
significantly change their salary distributionsheTabnormal and cumulative abnormal
performance results in Table 21 indicate a sigaiftadecline in salaries post event. The
abnormal performance in sub-window (-3.-2) is ingigant at -0.0000 (Wilcoxon p-

value 0.1932) but becomes significant in the eyesair (-3,0), at -0.0004 (Wilcoxon p-

22 For example, the dividends of banks that convexeBubchapter S in 1997 were analyzed in 2000. A
pre conversion dividend payout ratio was applieh@lwith the individual tax rate of 39.6% to deteren
what the shareholders would have received undectydter C. This value is compared to what the
shareholders actually received. This value isdapen dividends received minus net income taxedeat
individual rate of 39.6%. Subchapter S sharehsldes taxed on all income, whether or not distats
dividends.
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value <0.0001). This abnormal performance consrtoedecline to -0.0005 in sub-event
window (-3,3).

Table 21: Abnormal and Cumulative Abnor mal Performancein Salaries

An evaluation of abnormal performance and cumutadiitnormal performance in the proportion of
salaries paid by banks converting to Subchapteor® 1994 to 2004. This is a sample of 1,658 of
the 2,262 banks converted to Subchapter S duriadithe period.

AP CAP

AP CAP Wilcoxon p-value | Wilcoxon  p-value
-2 -0.0000 -0.0000 -25377.5 0.1932  -25377.5 0.1932
-1 -0.0000 -0.0001 -3769.5 0.8468 -11938.5 0.5405

0 -0.0004  *** -0.0005 ** -79654.5 <0.0001 -44368.5 0.0228
1 -0.0005 *** -0.0010 **=* -78606.5 <0.0001 -63526.5 0.0011
2 -0.0005 *** -0.0015 **=* -84021.5 <0.0001 -72229.5 0.0002
3 -0.0005 *** -0.0020 *** -66554.5 0.0006 -75834.5 <0.0001

The cumulative abnormal performance in Figure 12dagative and significant
post event. This contradicts the analysis of Gilbed Wheelock’s (2007) who find no
significant difference in salary expense by barksverting to Subchapter S. The results
of my analysis could indicate that salaries havevipusly been used as a means of
extracting funds from the banks and avoiding thabd® tax but now this tactic is no
longer necessary. Another possible explanationdcba due to the decrease in small
origination amount lending, fewer employees/loaficefs are needed. The results of
negative abnormal performance reject the null Hygsis of no change. These results

indicate conversion to Subchapter S changes thavimetof banks.
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Figure 12: Cumulative Abnormal Performance
Salaries
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6.6.1 Hypothesis Five Results

The tests of Hypothesis Five explore if the tardfi received by conversion to
Subchapter S influences the banks retained earninglle 22 provides the results of the
hypothesis tests and indicates a significant chamglee behavior of banks that elect to
convert to Subchapter S.

Table 22: Abnormal and Cumulative Abnormal Perfor mance in Retained Earnings

An evaluation of abnormal performance and cumutagitnormal performance in the proportion of
retained earning by banks converting to Subch&pfeom 1994 to 2004. This is a sample of 1,658
of the 2,262 banks converted to Subchapter S dthisgime period.

AP CAP
AP CAP Wilcoxon p-value | Wilcoxon  p-value
-2 0.0007 *** 0.0007  *** 78227.5 <0.0001 78227.5 <0.0001
-1 -0.0010 -0.0003 -14438.5 0.2295 15085.5 0.2197
0 -0.0021 ** -0.0024 -40561.5 0.0188 -15863.5 0.2080
1 -0.0032 *** -0.0056 ** -87898.5 <0.0001 -44002.5 0.0120
2 -0.0041 *** -0.0097  *** -110782 <0.0001 -64175.5 <0.0001
3 -0.0045  *** -0.0141 = -118514 <0.0001 -77557.5 <0.0001

A decline in retained earnings is indicated by gniicant negative abnormal
performance. Sub-event window (-3,0) indicatesapproximate start of the event. In
this window abnormal performance is -0.0021 (Wilmoxp-value 0.0188). The

following three sub-event windows all indicate aasty decline in the proportion of
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retained earnings by banks converting to Subch&ptstatus. In the last sub-window
analyzed (-3,3), abnormal performance in retain@dniegs declined to -0.0045

(Wilcoxon p-value <0.0001). Table 21 also progiddhe cumulative abnormal

performance results which illustrate a significeahtinge in banks retention of earnings
post event. Figure 13 provides a visual presemtaif how banks behavior changed post
event. Cumulative abnormal performance is negatne significant in periods 1, 2, and
3. These results allow us to reject the null higpsis and indicate that banks may be
using their retained earning to increase the dnddepaid to shareholders. This also
confirms previous findings of a decline in capitkavels after conversion (Harvey and

Padget, 2000).

Figure 13: Cumulative Abnormal Performance
Retained Earnings
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CHAPTER VII

CONCLUSIONS AND RECOMMENDATIONS

7.1 Conclusions

Banks first became eligible to elect Subchapte$ dtatus in 1997. As of
January 1, 2008 there are 2,345 Subchapter S ba@Gkswverting from Subchapter C
status of the IRC to Subchapter S status allowsrganization the opportunity to avoid
double taxation. Earnings are passed throughdmtmers, with the avoidance of the
corporate tax. The owners are taxed on all easnivitgether or not they are distributed as
dividends, foreseeably increasing their individizai burden.

This study utilizes an event study approach usiogpunting data to detect any
abnormal changes occurring due to the conversi@utichapter S. An adequate control
group is created by expanding on the matching igaenfrom Barber and Lyon (1996).
Non-parametric Wilcoxon Sign-Ranked tests areaddito detect abnormal performance
by the converting banks.

An examination of banks converting to Subchapte&status between 1997 and
2004 reveal some interesting results. Results@te distribution of the tax savings to
shareholders in the form of an increase in dividenthis expected result indicates banks
are trying to compensate shareholders for the &serdn taxes due to conversion to

Subchapter S. Additional analysis indicates SupiehieS banks increase their dividends
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more than necessary to compensate shareholddhefomcrease in tax expense.

Results also indicate a decline in retained eamibgconverting banks. Positive
abnormal performance is detected prior to the cmime, but after conversion negative
abnormal performance is found. This confirms fingd that banks decrease their capital
levels after conversion (Harvey and Padget, 200Dhe decrease in retained earnings
after conversion coincides with the increase inddimds.

Negative abnormal performance is detected in tbegtion of salaries expense.
Banks converting to Subchapter S significantly cedtheir salary expense, which could
indicate that salaries were previously used asvamwe for extracting funds from the
bank while avoiding double taxation.

Evaluation of lending activities by banks convagtito Subchapter S produced
mixed results. Only for loans secured with farmdlamth origination amounts greater
than $100,000 is there positive abnormal performancFor both categories of
agricultural lending with origination amounts léekan $100,000 and for loans to finance
agricultural production with origination amountstiwween $100,000 through $250,000
negative abnormal performance is detected. Negailmormal performance is also
discovered in small business lending with origimatamounts less than $250,000. This
does not support arguments provided by various lgmolps which state converting to
Subchapter S increases lending to this sector. possible explanation for the decreases
in small business and agricultural related lendprgnarily in small origination amounts,
is due to a reduction in risk tolerance by banksvedting to Subchapter S tax status.

These informationally opaque loans are often camedl riskier to the financial
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institution. Another explanation is banks are dimg funds from small business and
agricultural related lending to increase dividends.
7.2 Contributions of this Research

This is the first study to evaluate conversionSobchapter S tax status by
commercial banks in an event study framework. &atn of banks converting to
Subchapter S from three years before conversidhree years after provides a unique
perspective on the conversion effect. Utilizingnalti-dimensional matching technique
results in a more comprehensive and thorough asatyshe effect of the Subchapter S
tax benefit.

The results of this research contradict claims miaglevarious banking related
groups. These groups assert that by providing darith this tax advantage the banks
can then reach out to their communities includinglé businesses and the agricultural
industry.

The results of this study address five differenpdtireses to try to explain what
impact the conversion to Subchapter S status hdsapks. This event study finds that
banks that convert to Subchapter S status are plymatilizing the tax savings to
increase the proportion of dividends paid to tisbiareholders. Thus the benefit of the
tax savings is not going to the customers or thepleyees, but to the

shareholders/owners of the banks.
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