Comptroller of the Currency
Administrator of National Banks

Washington, DC 20219

February 25, 2000 Conditional Approval #360
March 2000

Mr. Kevin Chase

President

First National Bank
Post Office Box 330
Derby, Kansas 67037-0330

Re:  First National Bank, Derby, Kansas ("Bank™)
Application Control Number: 99-MW-12-206

Dear Mr. Chase:

This letter responds to the Bank’ s application under 12 C.F.R. 8 5.46 (1999) to elect the corporate
governance provisions of Kansas law and complete a reverse stock split in accordance with those
provisions. Based on the representationsand commitments made by the Bank, the proposed application
is hereby approved, subject to the conditions set forth below.

Background

The Bank proposesto amend its bylawsto elect the corporate governance provisions of Kansaslaw and
proposesto engagein areverse stock split as provided by Kansaslaw. The Bank proposesthereverse
stock split to reduce operating and communi cations expenses associated with shareholders. In addition,
you have stated the reverse stock split would facilitate any eventual election by the Bank to becomea
Subchapter S corporation.

The Bank proposesto conduct the reverse stock split through amulti-step process. Firg, the Bank intends
to decrease the par value of its shares from $100.00 to $0.40 to ensure that the reverse stock split
complieswith the $100 legal limitation on par value of common stock containedin 12 U.S.C. §52. That
reduction in par will reduce the Bank's common stock account from $855,000 (8,550 shares at $100.00
par) to $3,420 (8,550 shares at $0.40 par). The Bank would continue to meet its statutory minimum
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capital requirement by transferring the amount "in excess of par,” $851,580, from the common stock
account to atemporary account designated " capital over par."* The Bank will complete areverse stock
gplit at aratio of 225:1 and increase par valueto $90. The Bank will pay $270,276 for the resulting 0.99
fractiona shares. Thisamount has been calculated on the basis of the appraisal by an independent third
party. Onthebasisof thisappraisal, this amount has been determined to be the fractional shares fair
vaue? The pay-out will be recorded asadividend. Theredfter, the Bank will issue 9,462.99 sharesin the
form of astock dividend to return the balancein the " capital over par" account to the "common stock”
account.

Applicable Law

National banksmay adopt corporate governance proceduresthat comply with applicablefederal banking
law and safe and sound banking practices. An Office of the Comptroller of the Currency ("OCC")
regulation provides that:

To the extent not incons stent with applicable Federal banking statutes or regulations, or
bank safety and soundness, anationa bank may e ect to follow the corporate governance
procedures of thelaw of the statein which the main office of the bank islocated, the law
of the state in which the holding company of the bank is incorporated, the Delaware
General Corporation Law, Del. Code Ann. Tit. 8 (1991, as amended 1994, and as
amended thereafter), or the Model Business Corporation Act (1984, asamended 1994,
and asamended thereafter). A national bank shall designateinitsbylawsthe body of law
selected for its corporate governance procedures.?

Y ou have represented that K ansaslaw authorizes corporationsto effect reverse stock splits.* Kansaslaw
expressy providesfor dissenters' rightsin mergersand consolidations, but issilent withregardtoreverse
stock splits.® In light of thisambiguity, you have represented that the Bank has agreed to provide the
dissenters’ rights provided in Kan. Stat. Ann. § 17-6712 and to pay the costs of any resulting appraisal .
Y ou have al so represented that the Bank will providefor binding arbitration if acourt declinesto accept
jurisdiction in any action seeking appraisal.’

! See12U.S.C. 8§51

2 The OCC expresses no opinion as to the appraisal's legal sufficiency under Kansas corporation law, its factual
accuracy or the valuation conclusions drawn therefrom.

® 12 C.F.R. § 7.2000(b).
4 See also Achey v. Linn County Bank, 931 P.2d 16 (Kan. 1997).

5 SeeKan. Stat. Ann. § 17-6712(b).

® See Letter from Kevin Chase to Jill Kennard (January 10, 2000), as amended by Letter from Kevin Chase to Jill
Kennard (February 3, 2000) ("Application Letter").

" Seeid.



Discussion

The Bank may adopt Kansas corporate governance procedures, to the extent that those procedures are
not inconsi stent with applicable Federal banking statutes or regulations. A regulationissued by the OCC
expresdy permitsanationa bank to elect the corporate governance procedures of the law of the statein
which the main office of the bank islocated.? Because the main office of the Bank islocated in Kansas,
the Bank may elect Kansas corporate governance procedures.

Kansaslawsdlowing for reverse stock splits are not incond stent with gpplicable Federd banking statutes
or regulations. No provision of Federd law expresdy prohibits reverse stock splits. Severd provisions
of the Nationa Bank Act authorize the eements of areversestock split and, when read together, allow a
nationa bank to engagein areverse stock split for alegitimate corporate purposeif the bank provides
dissenting shareholder rights.®

After reducing the par value of the Bank’ s sharesto ensure compliancewith 12 U.S.C. § 52, the Bank
proposes to amend its articles of association to increase the par value of each share of common stock.
Banksmay amend their articles of association by the vote of the holders of amgjority of the voting shares
of stock to determine the number and par value of bank shares.*”

The Bank then proposes to replace each of the currently outstanding shares of common stock with new
common stock at the rate of one share of new common stock for each 225 shares of currently outstanding
common stock. The Bank would pay cash for any fractional shares outstanding. National banks have
express authority to pay the cash equivaent of fractional sharesof stock.™ The cash equivalent must be
based on the market value of the stock or, if no market exists, areliable and disinterested determination
asto the fair market value of the stock.*

Although 12 U.S.C. § 83 generdly prohibitsanational bank from purchasing itsown stock, thisprohibition
isnot absolute. Section 83 was enacted to prevent anational bank from impairing itsown capital, and
risking injury to creditors in the event of insolvency, by purchasing and holding its

8 12 C.F.R. § 7.2000(b). The OCC recently amended its regulations expressly to allow national banks to engagein
reverse stock splits. 64 Fed. Reg. 60,092, 60,099-100 (Nov. 4, 1999) (to be codified at 12 C.F.R. § 7.2023).

® Seelnterpretive Letter No. 786, reprinted in [1997 Transfer Binder] Fed. Banking Law Rep. (CCH) 1 81-213 (June
9, 1997), and Interpretive Letter No. 275, reprinted in [1983-1984 Transfer Binder] Fed. Banking Law Rep. (CCH) 1
85,439 (Oct. 21, 1983).

10 See12 U.S.C. §21a; seealso 12 U.S.C. § 52 (par value may not exceed $100 per share).
1 12 C.F.R. §5.67(c).
2 ]d.
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own capita stock.” The OCC hasinterpreted section 83 to permit anationa bank’ s ownership of itsown
stock as long as a legitimate corporate purpose for the ownership exists.*

Judicia authority also providessupport for concluding that reverse stock splitsfor legitimate business
purposes can be cons stent with the National Bank Act. InNoDak Bancorporation v. Clarke, the Eighth
Circuit held that nationd banks could effect freeze-out mergersto dlow aholding company to obtain 100
percent ownership so long asthe national bank hasavalid corporate purpose and observes dissenters
rights. The NoDak court found that a national bank may engage in any merger not inconsistent with
sections 2144, 215, and 215aand that freeze-out mergersare not inconsi stent with those sections.™ Thus,
gpplicablegtatutory provisonsand certainjudicia precedent would permit reversestock splitsfor legitimate
business purposes, provided dissenters' rights are available.

The Bank has articulated | egitimate business purposes in effecting areverse stock split. The Bank may
becomeaSubchapter S corporation. Qualification for Subchapter S status requires obtaining unanimous
shareholder approva aswell as achieving the required maximum number of shareholders® Accordingly,
the Bank can pursuethereverse stock split in order ultimately to obtain unanimous shareholder approva
for reorganizing as a Subchapter S corporation. Eliminating the responsibilities associated with a
shareholder constituency isa proper business purpose.”’ It also isavalid business purposeto effect a
merger in order to reduce corporate expenses associ ated with sharehol der communi cations and meetings.®

To avoid undermining the purposes of 12 U.S.C. 88 2144, 215, and 215a, however, areverse stock split
must provide sharehol derswith reasonable dissenters rightsto ensurethat they receive afair pricefor their
shares. Those dissenters’ rights need not be identical to those located in sections 2143,

215, and 215a. Accordingly, the Bank may effect areverse stock plit aslong asit hasavalid corporate
purpose for the transaction and observes appropriate dissenters' rights.

13 Letter from Donald N. Lamson, Assistant Director, Securities and Corporate Practices Division (March 27, 1992)
(unpublished).

¥ See 12 C.F.R. § 7.2020; Interpretive Letter No. 786, supra; Interpretive Letter No. 660, reprinted in [1994-1995
Transfer Binder] Fed. Banking Law Rep. (CCH) 183,608 (Dec. 10, 1994).

5 NoDak Bancorporation v. Clarke, 998 F.2d 1416, 1419-20, and 1425 (8" Cir. 1993). Although the Eleventh Circuit
in Lewisv. Clarke held that national banks may not effect freeze-out mergers that require holders of stock of equal
standing to take different forms of consideration, thisisaminority view. 911 F.2d 1558 (11" Cir. 1990), reh’ g denied,
972 F.2d 1351 (1991). The only Federal Court of Appeals case to address reverse stock splits directly, Bloomington
Nat’'| Bank v. Telfer, 916 F.2d 1305 (7" Cir. 1990), decided that the transaction before it violated the National Bank
Act. Specifically noting that its decision was limited to the facts, the court declined to determine if reverse stock
splits would be permissible for valid business purposes if dissenting shareholders’ rights were provided. Id. at 1308
n.4, and 1309.

1 See26 U.S.C. 88 1361(b)(1)(A) and 1362(8)(2).
7 Seeleader v. Hycor, Inc., 479 N.E.2d 173, 178 (Mass. 1985).
18 See Teschner v. Chicago Title & Trust Co., 322 N.E.2d 54, 58 (I1l. 1974).

19 Kansas law neither requires nor prohibits corporations from providing shareholders with advance notice of the
right to dissent. However, the Bank has agreed to provide sharehol ders with advance notice. Application Letter at



Although Kansas|aw does not provide for dissenters' rightsin reverse stock splits, the Bank has agreed
to provide dissenters’ rights under Kansaslaw that are comparable to those under the National Bank Act.®
Because Kansas law does not provide for dissenters rightsin reverse stock split transactions, a Kansas
court might decline to hear any resulting appraisa action that may arise. However, the Bank has agreed to
providefor binding arbitration if the court declinesjurisdiction. Thus, dissenting shareholders (if any) will
have access to aforum for the impartial valuation of their shares.

Conclusion

For the above reasons, including the representations and commitments made by the you, wefind that the
reverse stock split application islegally authorized and meetsthe other statutory criteriafor approval.
Accordingly, this application is hereby approved, subject to the following conditions:

1. The Bank will elect the corporate governance provisions of Kansas law.

2. Notwithstanding the corporate governance provisions of Kansaslaw, the Bank will providefor
dissenters’ rights as described in Kan. Stat. Ann. 8 17-6712.

3. If any shareholders dissent from the reverse stock split, the Bank will pay the cost of any
appraisal that may occur.

4. If the appropriate court(s) declineto accept jurisdiction of an appraisal action, the Bank will
providefor binding arbitration by an independent third party. Conduct of the arbitration must be consstent

6. Advance notice of dissenters’ rightsisimportant to allow minority shareholders to decide whether to exercise
dissenters' rights.

20 Under the National Bank Act, a dissenting shareholder must either vote against the merger, or give written
notice of dissent prior to or at the shareholder meeting at which the shareholders vote on the merger. The value of
the dissenting shareholder’ s shares is determined by an appraisal made by a committee of three persons: one chosen
by the dissenting shareholders, one chosen by the directors of the bank (asit exists after the merger), and one
chosen by the other two members of the committee. |f the committee fails to determine avalue of the shares, or a
dissenting shareholder is not satisfied with the value determined, the OCC must make an appraisal of the shares. 12
U.S.C. 88 214a(b), 215(b)-(d), and 215a(b)-(d). Under Kansas law, a dissenting shareholder must deliver to the
corporation written notice of the intent to dissent and may not vote in favor of the action. Within 20 days after the
corporation sends a post-meeting notice of dissenters’ rights, the shareholder must make a written demand on the
corporation for fair value of the shares. If the dissenting shareholder and the corporation cannot agree on the fair
value of the shares, either the dissenting shareholder or the corporation may, within six months after receiving the
post-meeting notice, file a petition for appraisal in the appropriate state court. See Kan. Stat. Ann. 8 17-6712.

Both statutory schemes provide mechanisms whereby a nonvoting shareholder may dissent and receive payment for
the shares. Under both provisions of law, aminority shareholder in areverse stock split has the right to dissent and
receive fair value for the shares. If the parties are unable to settle on the fair value of the shares, a state court (under
Kansas law) or the Comptroller (under the National Bank Act) determines the fair value of the shares.
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with therulesand procedures of the American Arbitration Association or other organi zation with expertise
in alternative dispute resolution.

Please be advised that the above conditions of this approva shall be deemed to be conditions "imposed
inwriting by the agency in connection with the granting of any application or other request” withinthe
meaning of 12 U.S.C. § 1818(b)(1).

Please notify the OCC when the changein capital has been completed in accordance with this approval.
Thenotification should state the date of the change, and confirm the dollar amount of the reductioninthe
common stock and surplus account associated with the payment for fractional shares. Thenotification
shouldincludeacertification that sharehol ders approved the changein capital structureaccordingtolaw,
regulations, and the Bank's Articlesof Association. A secretary's certificate of shareholder approva and
acertified copy of the amendment to the Articles of Association should beincluded. The natification should
a0 include astatement that the change in the capitd structure compliesfully with dl gpplicable laws and
regulations. Upon receipt of the notification, the OCC will review thereduction in capital attributableto
the payment for the fractional shares.

Thereverse stock split should be completed within one year of the date of thisletter. If you have any

questions, please contact Lindsay E. Shull, Senior Attorney, Midwestern Didtrict Office at (816) 556-1870
or Jill K. Kennard, National Bank Examiner, Midwestern District Office at (816) 556-1838.

Sincerely,
I
Steven J. Weiss

Deputy Comptroller
for Bank Organization and Structure



