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Entrepreneurs have started a dozen or so Internet-only banks in the United
States over the past four years. Founded and financed by forward-looking
individuals, these banks are built from the ground up aiming to capitalize on
the Internet revolution and the technological advances that make on-line
banking a new mainstream delivery channel for financial products and services.
This article discusses practical considerations that entrepreneurs should
evaluate before seeking regulatory approval for a new bank [FN1] that will
operate only on the World Wide Web.
    Internet bank start-up activity accelerated in the wake of Net.B@nk, Inc.'s successful 1997 initial public stock offering. Net.B@nk's stock price soured after the IPO, which attracted investor dollars to similar business ventures. Entrepreneurs began initiating their own Internet banking units, in many cases financing their venture at first with seed money and later permanent capital provided by private investors or venture capitalists or both, with the goal to eventually take the company public. Some of these start-up banks have used financing models similar to those employed by high-tech, start-up companies.

    But unlike their counterparts in the technology sector, Internet-only start-up banks operate in a highly regulated environment and rely on business models that are completely different than anything the banking regulators have experienced before. The financing structures for Internet-only banks also raise special regulatory concerns. To engineer a successful Internet bank requires assuming significant investment risks that are compounded by the regulatory uncertainty inherent in the chartering process.

    The federal and state agencies that regulate banks have accumulated significant *203 amounts of empirical data from the Internet banks they have chartered in recent years. The data raises serious questions about the earnings prospects for clicks-only banks. This data and the well known difficulties being experienced by some of the nation's largest Internet banks, which have solid financial institution holding companies supporting them, have made the banking agencies more cautious about licensing new Internet-only banks

PROCEDURAL ISSUES IN SEEKING AN INTERNET-ONLY CHARTER

    The federal and state banking agencies are continuing to develop and modify their criteria for approving Internet-only bank charters. The process is fluid and so it is not surprising that key regulatory policies may change even while a de novo charter application is pending. Agency staff learn more about the Internet banking business model and the related risk factors each time an Internet-only charter application is filed and processed. Follow-up examinations of these institutions add to the regulators' base of knowledge and draw their attention to new safety and soundness concerns.

    Special regulatory criteria for approving Internet-only charter applications is in many instances non-public and formalized only in the sense that key staff members of the agencies involved have organized their thoughts about particular safety and soundnessissues (though key positions are becoming more institutionalized over time). For this reason, a lawyer representing a start-up group must probe the staff extensively in the early stages of the project in order to glean as much information as possible about what the staff considers current application "hot buttons." Where institutional policies do not exist with respect to the peculiarities of Internet-only applications, applicants are susceptible to regulatory surprises as the application advances, some of which may be significant enough to jeopardize charter approval. Those sponsoring the application and the bank's investors need to understand this risk from the beginning and accept it as an inevitable consequence of prosecuting an application for a unique and progressive business license.

    Because on-line banking raises so many novel issues, many of which do not fit neatly into traditional legal frameworks, the regulators apply old rules and policies to these new business models. This practice creates business uncertainty and the prospect for delays in the regulatory approval process as interpretations of the old notions applied to a new banking paradigm are debated between the approving agencies and the applicant and its advisers. A good example of this phenomenon are those instances where the Office of Thrift Supervision (the "OTS") requires *204 Internet-only thrift start-ups to follow elements of its mutual-to-stock conversion regulations with respect to proposed officer and director benefit plans. Over time the regulators will adopt rules and policies tailored to Internet-only banks that will replace these retrofitted legal standards that are being applied in some instances today. From a business standpoint, Internet bank investors need to understand that a consequence of being first with a new idea is that final regulatory approval may come at the price of unexpected regulatory encumbrances on the institution's business imposed for safety and soundness purposes.

    Internet-only charter applications deviate from the mean, and so applicants should expect delays in processing. If there are significant regulatory issues, such as capital structure or Community Reinvestment Act compliance, processing time can be significantly postponed. It is not without precedent for some Internet-only charter applications to consume up to or in excess of a year of regulatory processing time. An applicant can influence these delays by contesting issues rather than capitulating early to the regulator's expressed preference for resolving a particular issue.

    Because there have been so few Internet-only charter applications, each application that is approved sets a new precedent that the next applicant will expect the regulator to follow. Accordingly, the regulators are especially careful to create precedent that they can accept as a benchmark for future applications. Precedent setting takes time and can delay the approval time line. The organizers and key investors should discuss a strategy for dealing with major issues that the regulators might raise and the risk for attendant processing delays before filing an application so that there is a consensus as to the group's tolerance for severe delays. This will influence how willing an applicant is to satisfy the regulator's requests for modifications to the business plan, capital structure, benefit plans and the like during the application approval process.

    The most crucial question that the organizers and investors must answer before filing an application is whether the business plan for the start- up is truly viable. This is a prerequisite for a successful charter application. Sufficient time, money and effort should be expended very early in the start-up cycle to test the business plan. Market surveys, focus groups, competitive analysis, peer group comparisons and other tangible market tests need to be conducted and carefully scrutinized to confirm that the bank's model is likely to withstand regulatory scrutiny.

    It is not uncommon for the founders to have a fundamentally strong belief in the underlying business concept and therefore to be less sensitive to the need to test the plan's underlying hypothesis. Obviously no amount of testing can substantiate the plan's viability completely. But the process the organizers go through to challenge the model and the results of those tests will be considered by the regulators. The earnings performance of the Internet- only banks already chartered cast doubt *205 on the viability of the business plans for future applicants so particular attention needs to be paid to testing and substantiating the business model before proceeding.

CHOOSING A CHARTER

    After developing a focus for the business plan, the next step is to choose a charter for the bank. There are four principal charter alternatives: federal or state and bank or thrift. Many factors go into selecting a charter but several issues are peculiar to Internet-only banks.

    The charter should fit the applicant's business plan. For instance, an applicant whose plan relies heavily on consumer lending would need to carefully consider the special consumer lending limits under which federal and state thrifts operate before opting for a savings association charter. Likewise, if the institution expects to emphasis residential mortgage loans the thrift charter may be the most logical choice.

    Internet banks by their nature are capable of soliciting customers nationwide without regard to state borders. The geographic focus of the bank's business will affect the choice between a federal or state charter since state- chartered banks may need to satisfying state-by-state licencing requirements depending on the nature of the banking and advertising activities they engage in outside of their home state. Of course most Internet banks operate nationally so state licensing issues need to be evaluated early.

    Another important consideration in choosing a charter is which regulatory agency will approve the application most expeditiously and be most cooperative. Because the issues are so new in this area, a regulator who communicates with applicants informally and is amenable to an applicant's request for frequent in person meetings has advantages over those that are less accommodating. This point cannot be overemphasized because an applicant needs a complete understanding of the regulatory concerns, and effective communication requires dialogue especially when dealing with issues as new and complex as those raised by the operations of an Internet-only banking model.

    Comment letters provide relevant information but one-on-one conversations with the junior and senior staff of the processing agency can yield a wealth of information to assist an applicant in focusing its response to the regulator's written comments. Meetings and telephone conferences with the staff reveal attitudes about issues, prospects for ultimate success on controversial matters and even possible solutions to roadblocks, all of which help the applicant refine the application to the regulator's specifications. The regulatory approval process also will move faster if the *206 regulators involved are willing to discuss issues in person or by telephone to supplement written comments.

    A regulatory agency's experience approving other Internet-only charter applications cannot be ignored. The OTS and Office of the Comptroller of the Currency (the "OCC") have approved many applications for Web-based depository institutions, and each has published Internet banking rules, policies and surveys that can provide an applicant with a solid roadmap for the approval process. Many state banking agencies tend to have less experience in this area than their federal counterparts and, consequently, fewer public guidelines for the Internet-only chartering process.

    On the other hand, state agencies may be anxious to approve Internet-only charters to compete with the federal licenses and, accordingly, may provide special resources from their office to ensure speedy processing and quick responses to an applicant's questions. Moreover, the staff of some state banking agencies have been studying on-line banking issues together with the Federal Deposit Insurance Corporation (the "FDIC") and other state regulators anticipating the need for on-line banking expertise within their agencies. Moreover, some states already have approved on-line banks or transactional Web sites for the state banks they regulate. Before choosing a charter organizers should contact some of the new Internet banks to learn about their experience in the application process, the regulatory attitude they encountered and any post-launch regulatory problems.

    No matter which charter is selected, an applicant will need to work with the FDIC for insurance of accounts. The FDIC will work closely with the chartering authority, whether state or federal, to ensure that the applicant does not pose a significant risk to the deposit insurance fund. In most cases, if the applicant opts for a state bank or state thrift charter, the FDIC can be expected to raise the same types of issues that the OTS or OCC would raise if either of the two federal agencies was the chartering authority. In short, the FDIC will play a significant role in any charter application and an applicant is well advised to become familiar with the FDIC's August 20, 1998 policy statement regarding applications for deposit insurance. [FN2]
    If a holding company structure is used, the holding company will either be subject to regulation by the OTS or the Board of Governors of the Federal Reserve System (the "Federal Reserve"). One advantage of using a thrift charter in a holding company structure is that the same primary regulator is involved for the depository institution and the holding company because the OTS regulates thrifts and their holding companies. Using a bank charter on the other hand means the Federal Reserve will regulate the holding company in addition to the OCC or state regulator and the FDIC regulating the depository institution. If time to market is critical, introducing another regulator to the process may be an important consideration *207 because it could slow down the approval time line. Of course an applicant can proceed without a holding company to avoid the second regulator issue and preserve the opportunity to adopt a holding company in the future when the holding company application has no affect on the bank's launch date.

STRATEGIES FOR GETTING CHARTERED

    A start-up Internet bank needs a charter to operate as a bank and FDIC insurance of accounts in order to begin business. These two licenses, however, are not easy to acquire and obtaining them is a highly regulated process. Entrepreneurs that form Internet-only banks and their investors always want to open the bank's doors quickly. To compress the time to market, start-up groups can consider the following strategies, which have different advantages and disadvantages.

Filing for a De Novo Charter

    The de novo charter approach is common and provides a start-up group with flexibility to execute the bank's business plan from scratch. To begin the process, the group would usually incorporate and organize a business corporation that eventually ends up owning all of the voting stock of the new bank. In some cases, the founding shareholders file the application for a de novo charter even before the key officers of the bank have been identified, though this has disadvantages which are discussed later in this article.

    The OTS and OCC have extensive experience these days processing de novo charter applications for federal thrifts and national banks, respectively. There have been far fewer state chartered Internet banks than federally chartered ones, accordingly the experience of the various state regulators with respect to Internet-only applications tends to be uneven.

    Before an application is filed, a pre-filing conference should be held with the appropriate regulator so the regulator can meet the application's sponsors. It also is a time to test the regulator's attitude toward the application and the business plan in particular. The pre-filing conference is a crucial meeting and should be preceded by a letter to the regulator summarizing the proposed business model, the plan for hiring bank and technology officers to manage the institution, the proposed amount of initial capitalization, the expected capital structure, the identities of directors, preferred technology vendors, among other things. The regulators are likely to preface their comments during the pre-filing conference by indicating that their views on certain issues may change after they review the complete application. Nevertheless *208 the conference gives an applicant a unique opportunity to seek at least some preliminary assurance from the regulators that the terms of the application will be acceptable.

    The processing time for a de novo charter application can vary. In many cases, a state charter application may be processed more quickly than a federal application because there is only one office and fewer staff members involved. For federal charter applications, the regional and Washington, D.C. offices of the OTS and OCC, as the case may be, will need to collaborate in reaching a determination on the application. In all cases, an application will need to be filed with the FDIC seeking deposit insurance. The charter application should be filed with the principal regulator first and only after that should the FDIC application be filed. It is not uncommon to file the charter application and then wait several weeks before filing the FDIC application because the FDIC will want to receive the application after it is more complete, for example after key senior management has been identified. The FDIC will process the application at the regional level first and then the regional office will forward the application with its recommendation to the FDIC's Washington, D.C. office.

    In estimating the time line for charter and FDIC insurance approval, the organizer should budget a minimum of five months and a maximum of nine months, though it realistically could take up to a year or even more. The approval process will be slowed down if the application raises a significant issue of law or policy or if there are strong disagreements as between the applicant and the chartering authority or the FDIC on key issues that need to be worked through.

    The disadvantage of the de novo chartering route is that it portends a lengthy regulatory approval process. An elongated time line pending the bank's launch poses practical problems relative to financing the venture and hiring and retaining top management talent through the bank's start date. On the other hand, it offers the organizers a process by which they can acquire two valuable assets: a banking charter and FDIC insurance. Once chartered, the bank is a member of a select group for which the regulatory barriers to entry are quite steep.

Acquiring a Bank

    Several Internet-only banks have acquired a brick-and-mortar bank only to then convert it to an Internet-only operation. This strategy has many perceived advantages. For one, it would appear at first that by acquiring an existing bank the acquirer would assume the FDIC certificate of insurance as part of the transaction and, therefore, avoid having to file an application for FDIC insurance. Moreover, *209 if a business corporation were used as the acquisition vehicle the Federal Reserve would have primary jurisdiction over the acquisition, another perceived advantage given the Federal Reserve's emphasis on holding company, rather than depository institution, issues which would seem to deemphasize issues relating to Internet banking. Finally, the acquired bank would have many tangible and intangible assets that would be immediately available for use where a de novo bank would need to acquire assets.

    Today, the federal banking agencies work closely together to assure that new Internet-only banks are given proper scrutiny even if the bank is acquired with the intent to convert it to an Internet-only operation. Extensive regulatory scrutiny of the Internet-only business model cannot be shortcut or avoided by acquiring a bank versus starting one using a de novo charter. The agencies will use the powers available to them to judge the viability of the Web-based business plan, a judgment that cannot be avoided by acquiring an existing bank.

    For instance, the Federal Reserve has statutory authority under the Bank Holding Company Act to forward an application for the acquisition of a national bank to the OCC or to the primary state regulator if the bank being acquired is state chartered; that regulator can comment on the application including the intention to modify the bank's business plan to an Internet-only model. [FN3] Moreover, the Federal Reserve must consider the financial resources and future prospects of the bank concerned before approving the application for the acquisition. [FN4] So the Federal Reserve, too, would consider the proposed change in the bank's business plan to an Internet-only operation. The FDIC also has special authority in this context; it must approve a material modification to the business plan of a non-member state bank and so could object to a new Internet-only focus. [FN5] Thus, the FDIC, too, would weigh in if a state bank were proposed to be acquired and then converted to a Web- only institution.

    There may be situations where regulatory approval would be quicker by acquiring a bank or thrift and converting to an Internet-only bank versus filing for a de novo charter and the facts and circumstances need to be carefully considered. For instance, where the bank to be acquired already has a strong Internet focus and the acquirer's business plan contemplates a more gradual migration to an Internet-only business or a continued reliance on a bricks-and-clicks model with an increasing emphasis on clicks, the Internet focus may raise less severe regulatory concerns. But beware that the application for the acquisition may end up in Washington. In a case where an application for the acquisition of a bank may be approved through delegated authority, the primary federal regulators involved may waive their delegated power if the application proposes the conversion of the acquired bank to an Internet-only institution, a result that would surely slow down processing time.

    *210 There is also the concern that an interested regulator believes that the applicant is trying to circumvent the de novo chartering process and therefore takes the view that it will treat the application to acquire the bank or the related holding company the same as it would be a de novo charter application. Safety and soundness principles are broad and the regulators have considerable latitude in applying them in their review of an application.

Incubating the Bank

    Incubators have proliferated in response to the huge number of Internet start-up companies in the mid to late 1990's. An incubator can provide entrepreneurs with office quarters, access to professionals with technical expertise, technology, seed money and more. In return, the incubator company takes warrants or other forms of equity in the start-up company.

    Entrepreneurs interested in starting an on-line bank might consider an incubation model where a bank holding company acts as the incubator. Many bank holding companies could provide useful incubator services to Internet-only start-up banks. They could offer the types of resources that traditional incubators provide but they have the advantage in that they understand the banking business and have business relationships valuable to a start-up bank. A start-up group, for example, could approach a well-capitalized bank holding company and contractually arrange for the bank holding company to provide seed money and to sponsor the application for a new charter. The bank holding company's equitystake in the start-up bank may result in a significant financial gain to the company if the start-up is eventually successful.

    The strategic approach under this model is that the start-up bank would raise permanent capital shortly before or immediately following regulatory approval for the charter. Private investors or venture capital firms or both would participate in the round of permanent financing, after which the bank holding company's control interest and financial stake in the start-up bank would be diluted. By incubating the start-up bank with an existing bank holding company, the organizers of the bank and its new management may gain some added credibility with the regulators who will be familiar with the bank holding company sponsor.

Renting a Charter

    This phrase loosely describes an arrangement whereby a business corporation markets banking products and services on the Internet under a trade name; however, *211 the core banking business is driven through the Web site of an FDIC-insured bank. The business corporation is sometimes referred to as a trade name bank because it acts as a facade for the underlying bank. Customers of the business corporation actually conduct their banking business with the underlying bank but the trade name bank is used as a marketing device to attract customers to the Web site. The venture can take many forms but the fundamental economic relationship between the business corporation and the bank is contractual, and the business corporation earns a referral fee from the bank based on the amount of business it directs there.

    This can be a temporary or permanent relationship. A temporary arrangement could be used, for example, if the business corporation intends eventually to apply for its own bank charter and FDIC insurance coverage. Once the charter and insurance are obtained, the lease and referral fee arrangement would terminate and new customers would deal directly with the newly chartered bank that presumably would operate under the trade name used during the contractual relationship with the original bank. The termination arrangement may permit the new bank to purchase from the lessor-bank some or all of the deposits and loans that the business corporation referred, though this may prove cumbersome and pose difficult practical problems.

    The business corporation would be separately capitalized and because it is not engaged in the business of banking it would not be regulated as a bank. This approach minimizes a venture's time to market, which is its key advantage. A collateral benefit is that the bank partner may offer the business corporation a possible exit strategy in that the marketing and banking functions could be combined at some future date if the business corporation is unable to secure a separate bank charter. Some start-up banks and special purpose credit card banks have used this approach while awaiting FDIC approval for deposit insurance for their own bank.

    One of the most significant legal and regulatory issues is the risk that customers are confused as to whether the trade name bank is the bank they are actually doing business with and the identity of the bank insuring their accounts. Moreover, multiple trade name banks that funnel business through one banking charter raises the possibility that a customer doing business with one or more of the trade name banks may exceed the $100,000 deposit insurance limit. Accordingly, adequate disclosure needs to be given so that the customer is not confused, and the underlying customer account agreements need to run to the bonafide bank.

    Trade name banks offer entrepreneurs who want to start an Internet-only bank an interesting strategic option for launching an Internet banking venture. The model also gives existing Internet banks and brick-and-mortar banks a new way to grow their business by leveraging affinity relationships of commercial firms. For *212 instance, an Internet-only bank or a brick-and-mortar bank that offers on-line banking could partner with one or more commercial entities entering into a strategic alliance whereby the bank would provide Internet banking services under a trade name familiar to the commercial firm's customers. The bank and the commercial firm would jointly market the banking services to the firm's customers and the commercial firm would be compensated by the bank on a referral fee basis for the traffic the firm drives through the bank's Web page.

    The marketing strategy for a trade name bank involves promoting the banking services to a select group of individuals who share a common (affinity) relationship. More and more Internet-only banks have announced affinity marketing efforts as a way to reduce account acquisition cost, which is a key barometer to a successful Internet banking strategy. The federal regulators have addressed issues raised by trade name banks in a number of interpretive letters and the model has generally been validated from a regulatory standpoint. [FN6]
DETERMINING THE CAPITAL STRUCTURE

    The operations of Internet-only banks are highly regulated and this intense scrutiny extends to a start-up bank's initial capital structure as well. The capital structure rules that apply to the bank generally apply equally to a holding company if one is used. The federal and state banking regulators each have their own rules regarding the permissible terms for an Internet bank's capital structure and since multiple regulators are involved in any start-up charter application the differences, if any, among the regulators on this issue must be reconciled. To expedite the process, capital structure should be addressed early in the process and terms that may raise regulatory concerns should be vetted with the regulators before a structure is adopted and prior to filing a de novo charter application.

    While there are many nuances to the regulatory concerns about a start-up bank's capital structure, several issues stand out above the others. One of the most important points to note is that there is a regulatory bias against the use of so-called founders' stock also known as cheap stock. These are shares of the business corporation, which ultimately will end up as the holding company for the bank, that are issued to the venture's founding shareholders (some of whom may be executive officers of the proposed bank or the holding company) at about the time the corporation is organized; the price of the shares is steeply discounted compared to the price of securities issued in the corporation's permanent round of financing that may occur many months following the organization of the corporation. Founders' stock is intended to reward the founders for the risk associated with starting the venture *213 and is reflective of the company's first valuation.

    If all goes well, the company's value will appreciate significantly over time, and the founders' stock will become very valuable. The FDIC prohibits the use of founders' stock encouraging instead the use of stock options with some prescribed limits on the amount of options and the terms of the option agreement. [FN7] Though founders' stock is commonly used by high-tech start- ups as the first financing tranche, the bank regulators believe it "may encourage the formation of depository institutions for speculative purposes" and is also unacceptable because it provides an "immediate appreciation of the insiders' investments resulting form the mere establishment of the depository institution without regard to the institution's financial success and without grater risk to the insider than that borne by other investors." [FN8]
    Interim financing can raise regulatory problems too. Seed money exchanged for shares of common or preferred stock of the bank or a holding company is customary, however, if the stock is issued for a price different than that of shares issued in a subsequent permanent round of financing, the regulators may object to the price differential. As a business matter, a price differential may reflect a difference in the level of risk assumed by investors at various stages in the start-up bank's life cycle and a difference in the organization's value at the same stages. Investors who put up capital early in the start-up process are assuming more risk than those who come in at or immediately before launch and the company's development is less advanced too, thus, the argument goes there should be a price differential for early versus late-stage rounds of financing.

    The OTS, for instance, provides that in securities offerings for a de novo thrift, all securities of a particular class in the initial offering must be sold at the same price. [FN9] The corollary to this rule is that securities can be sold at different prices in the initial financing provided the price differential is as between separate classes of securities, e.g., common versus preferred stock. But the differences between the classes of securities must be legitimate, and common distinguishing characteristics between classes are dividend rate, liquidation preference and voting rights.

    The FDIC, like the OTS, provides that all stock of a particular class in the initial offering should be sold at the same price. [FN10] The regulators are concerned that voting rights be proportionate to dollars invested in the start-up bank. In particular, the agencies do not want insiders to gain control of the bank that is disproportionate to their investment. Care must be taken in evaluating the proposed capital structure for the bank or its holding company, as the case may be, relative to agency guidelines because deviations can cause delays in processing the application.

    Bridge loans are a common interim financing technique and often the lender will require warrants as partial consideration for the note. The FDIC has specific guidelines governing the issuance of warrants in the context of a start-up bank. For *214 instance, warrants must have a strike price that is no less than the fair market value of the underlying common stock on the date of grant, only a limited amount can be issued in the organization of the bank, they must not be exercisable for more than ten years and should not be transferable. [FN11]
    It is important to understand early in the start-up process the limits the regulators will impose on the amount of warrants that can be granted in the chartering process and how the limits are calculated. For example, the regulators should be asked whether the limits they plan to impose on warrants include, in addition to warrants, stock options granted to directors, officers and employees. Understanding the limits is important before promises are made to grant warrants or options to lenders, vendors, organizers and prospective officers and other employees.

    Some Internet-only banks have been financed by venture capital firms. VC financing raises special issues in a highly regulated environment like banking. For one thing, as a quid pro quo for capitalizing the bank, a VC firm may desire to control the organization. In banking, control brings with it special filing and approval requirements. The venture capital firm will need to file its own holding company application or join in the organizer's application if regulatory control thresholds are exceeded. For instance, if the VC firm owns 25 percent or more of a class of voting stock of the bank or a holding company for the bank, controls in any manner the election of a majority of the directors of the bank or company or the Federal Reserve determines that the firm exercises a controlling influence over the management or policies of the bank or company, then the firm would become a bank holding company in the transaction subject to the Federal Reserve's prior approval. [FN12] The OTS applies similar, though not identical, control standards for determining status as a savings and loan holding company. [FN13]
    Becoming a bank or savings and loan holding company will not be attractive to most VC firms because it will restrict the firm from engaging in commercial activities. Moreover, becoming a regulated financial holding company means the VC firm must disclose financial information to the bank regulators and subject itself to periodic examination as well. These firms will be interested in investing in start-up Internet-only banks for the superior return potential they offer, and will be disinclined to accept restrictions on their business activities and intrusion by bank regulators in their day-to-day operations. If a VC firm is inclined to invest in a bank or its holding company, it will need to limit its investment and ability to influence the policies of the organization and its management, and depending upon its investment and influence may need to file a rebuttal of control with the appropriate regulator before proceeding.

    A final practical consideration when considering venture capital financing is that VC firms will want the bank to move swiftly to market the moment they make *215 their investment. Speed is a goal that is often difficult to accommodate in the uncertain regulatory environment for start-up Internet banks. Venture capital firms may be turned off by the prospects for a long and uncertain regulatory process, particularly if during this period they have substantial funds at risk.

    Many VC firms may be unfamiliar with the regulatory issues and hurdles that need to be overcome before an Internet-only bank can be launched and the subsequent regulatory oversight that potentially could hinder a bank's ability to execute its business plan as the VC desires to see it executed. Entrepreneurs who start an Internet bank need to manage the expectation of investors, particularly VC firms who lead an investor group. This may mean that the organizers and management need to educate investors about important regulatory issues and the time line for regulatory approval, which may deter some investment.

    Securing sufficient capital for the start-up bank is obviously crucial to its success, but devising a capital structure that avoids major regulatory concerns is equally important. There are several basic rules that should be considered if time to market is essential. First, keep the structure simple. If possible, use only common stock and issue the common shares at the same price to all investors. Consider issuing the common stock in a private placement offering only to accredited investors; the regulators may question the sophistication and financial wherewithal of the initial shareholders. Second, discuss with the regulators the possibility of conducting the round of permanent financing after they provide conditional regulatory approval for the charter, making completion of the permanent round a condition to the bank's launch. This will effect the timing of the build-out of some aspects of the bank until after the permanent capital is raised, which is another issue to discuss with the regulators.

MEETING THE MINIMUM INITIAL CAPITAL REQUIREMENTS

    Several capital requirements must be met before a bank can open for business as a de novo institution. Initial capital must be in excess of $2 million after deducting pre-opening expenses. [FN14] The FDIC requires that a de novo bank have sufficient capital to provide a Tier 1 capital to assets leverage ratio of not less than 8 percent throughout the first three years of operation. [FN15] The analysis starts with a prediction of the bank's pro forma assets at the end of its third year of operations and then the 8 percent is applied against that number. Provision also needs to be made to cover operating losses during the first three years of operation. Depending on the bank's charter, other capital requirements will apply but the FDIC's 8 percent threshold is a fair benchmark.

    *216 All of the regulators will prefer more capital to less, but for an Internet bank the question is how much capital do the regulators truly expect of an applicant before they will approve a charter application for an on-line bank. Predicting pro forma assets at the end of the third year of operation and doing so realistically is the real challenge. Unrealistically low assets estimates may be criticized and the regulators may challenge capital sufficiency. Because little empirical data exists for Internet-only banks, especially if the applicant pursues an on-line market niche, projecting assets at the end of year three realistically can be difficult and the regulators may seek more support for the prediction. Thus the success or failure of a de novo charter application will hinge in large part on the quality of the business plan and the related pro forma projections.

    The regulators have flexibility to impose so-called super capital requirements whereby they impose an initial capital standard that exceeds the normal 8 percent. The safety and soundness concerns would justify the higher standard. In addition to or in lieu of a super capital requirement the regulators may require an applicant to agree to a predetermined exit strategy should it not meet its financial projections and incur losses that jeopardize the institution's capital position and, hence, its safety and soundness.

    An exit strategy could take many forms and the trigger may be tied to capital deterioration. For instance, should the bank trip a capital trigger it would agree to halt growth, seek a business combination partner, dissolve or raise additional capital, all of which constitute a form of self-imposed "prompt corrective action." [FN16] A super capital requirement or predetermined exit strategy may not be necessary for all de novo bank applicants and indeed the regulators will be influenced by the strength of the business plan and the institution's initial capital cushion. Nevertheless, entrepreneurs considering building an Internet-only bank and their investors should be aware of this regulatory possibility and factor it into their risk assessment for the project.

THE BUSINESS PLAN

    The business plan is a crucial document in any de novo bank application. The regulators can only approve a charter application if they determine that the plan is viable. It must be realistic and the burden of proof is on the applicant to prove the legitimacy of the assumptions upon which it is based. Given how other Internet-only banks have struggled with profitability, today the regulators may harbor a presumption against the viability of most Internet- only bank models and rightfully so. The presumption may not have been as strong in the early days of Internet-only *217 bank applications because empirical evidence as to profitability simply did not exist then.

    Today an applicant for an Internet-only bank has a difficult task in persuading the regulators either that (a) its business plan is different than the other Internet-only banks that have shown losses or nominal profits and that its alternative business plan indeed is viable or (b) it intends to pursue a business plan similar to those other Internet-only banks and will be more successful because it can deploy its plan more effectively than its peers. In both cases, the task is a formidable one.

    Before meeting with the regulators in a pre-filing conference, an applicant should have a well defined business plan and a strong methodology for supporting it, whether through marketing surveys, focus groups and the like. If the business plan is not solid from the beginning and reasonably supportable through customary market testing, the regulators may develop suspicions about the plan's viability early on that will be hard to overcome.

    It is crucial that an applicant avoid modifying the plan materially during the regulatory approval process. Major changes to the plan raise questions about management's credibility and can at best slow down the regulatory review as examiners have to constantly begin their review over again and at worst it can derail the entire application as serious questions are raised as to the legitimacy of the business model. To assure consistency of the plan, it should be prepared with significant input from the prospective managers of the de novo institution as opposed to prepared primarily by outside consultants. The plan will have more credibility if the regulators know that management prepared it. Morever, it avoids a problem that all too often arises where outside consultants prepare the plan only to have management later disagree with the strategies described in it, resulting in either material revisions to the plan or questions about management's ability to execute the plan as approved by the regulators it. Thus, it cannot be emphasized enough that a well thought through and documented business plan, which could conceivably take many months to write and test, will assure an applicant the best chance for ultimate regulatory approval. The time spent preparing a quality business plan will be well worth it and will save time during the approval process.

IDENTIFYING MANAGEMENT

    Some start-up banks file a charter application before they identify key management. Founding shareholders make the argument that they cannot secure commitments from key officers until they have the charter application well underway and have secured at least interim financing to pay salaries. This is a legitimate dilemma *218 but the regulatory application will be jeopardized if the chief executive officer, chief financial officer and chief technology officer are not identified to the regulators early in the approval process. There are ways to protect the identities of these individuals if they have committed to leave their current employer and to join the Internet-only bank start-up when regulatory approval appears imminent and financing is secured. But these individuals need to be identified early and they need to participate in the preparation of the business plan. A chief lending officer is another critical post that needs to be filled early.

    Each executive officer will need to file biographical and financial information with the regulators and go through background checks, all of which takes time. So the sooner these materials are filed the less chance management issues will slow down regulatory approval. Moreover, the competency and integrity of management are critical factors that the regulators consider in the determining whether or not to approve a charter application.

CONCLUSION

    Internet-only banks do not fit neatly into the current statutory and regulatory framework governing brick-and-mortar banks. They raise issues of first impression and thus challenge regulators and lawyers to craft sound, workable solutions that satisfy the fundamental principles of safety and soundness essential to the health of the banking system. The standards for regulatory oversight of on-line banks will continue to evolve as more empirical data is gathered about this new business model. Entrepreneurs for their part will undoubtedly find ways to enhance the paradigm to boost the profitability of Internet banking, which someday may propel Internet-only banks into mainstream banking.

    For the foreseeable future, the chartering process will pose formidable challenges that only well financed and patient organizers will be willing to accept. The regulators will continue to do their job, which is to protect depositors and the deposit insurance system. Entrepreneurs who desire to launch an Internet-only bank will do well to proffer to the regulators a well supported business plan and a deep capital cushion and then remain nimble enough with the plan and investors to be able to address the regulator's safety and soundness concerns.
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