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Summary: To notify the exa tions o eed co and other vital ser-

vices during safety and soundness/compliance examinations.

For Further Information Contact:

The Office of Thrift Supervision for
the District in which you are located
or the Division of Compliance Pro-
grams, Office of Thrift Supervision,
Washington, D.C.

Regulatory Bulletin 21

Background

Recently, financial institutions (banks,
thrifts, credit unions) have been enter-
ing into fixed-priced, long-term ser-
vicing contracts which could ulti-
mately have an adverse effect on the
institution. In some instances service
bureaus have offered certain induce-
ments to the institutions as an incen-
tive to convert to the service bureau.
Examples of these inducements
include offers:

¢ To purchase the institution’s exist-
ing data processing equipment at
book value, which substantially
exceeds its current market value;

¢ To purchase other assets from the
institution (e.g., real estate owned)
at book value, which may exceed
current market value;

* To provide capital by purchas-
ing stock from the institution;

* To provide “cash advances” to
the institution once the conver-
sion process is complete; and

* To defer expense recognition of
conversion costs or processing
fees under the terms of lease or
licensing contracts.

Generally, these inducements repre-
sent an attempt by the institution to
maintain capital by deferring losses
on the disposition of assets or avoid-
ing expense recognition for current
charges. As such, the institution’s
treatment typically is inconsistent
with generally accepted accountin
principles (GAAP) and the Ol'g
quarterly report instructions.

Until recently, EDP servicing con-
tracts usually have been written
based on a pricing structure tied to
the number of accounts and items
processed. Contract terms were nor-
mally one to three years in length
and provided reasonable means for
cancellation. Some contracts are
now being written with terms of up
to ten years in length which are
based on a fixed price, regardless of
volume. These contracts usually
provide for a significant increase in
costs after the first few years and
contain substantial cancellation pen-
alties, especially if the original pro-
posal involved the purchase of
equipment and/or the transfer of
personnel from the institution to the
service bureau. Additionally, if the
institution is unable to increase vol-
ume in proportion to the increase in
annual service fees, the fees may
become a substantial drain on the
earnings of the institution.

Examiners should pay particular
attention to these contracts to insure
that the institutions have not entered
into agreements with severe penal-
ties that make switching to another
service bureau or back to in-house
processing a non-viable alternative,

even at the expiration of the con-
tract. Examiners should also assure
themselves that the service bureau
is providing for a level of service
that meets both the present and the
long-term needs of the institution.
With the rapid changes occurring in
EDP technology, it would ap

difficult to project the EDP needs of
any institution for a ten-year period.

Examination Considerations

Examiners should review all arrange-
ments between a provider of vital
services and the institution. The
review should include the servicer’s
proposal and contracts. A determi-
nation should be made as to the
extent to which the institution
obtained proposals from other ser-
vicers and the evaluation process
the institution utilized in making its
selection. The examiner should be
aware that frequently the servicer’s
proposal to the institution will stress
advantages that the institution will
realize from the contract while not
mentioning any disadvantages. In
many instances, the institution is
focusing on short-term benefits and
does not fully weigh the long-term
costs of the contracts.

Examiners are especially reminded
to scrutinize any loan or other trans-
action involving the servicer. This
includes loans to the servicer which
are written at unusually favorable
terms, such as non-interest bearing
loans and loans which are not
enforceable if the contract is termi-
nated or the institution is closed by
regulatory authorities. The examiner
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also should review any significant
deposit accounts maintained by the
servicer. Any transaction involving
the transfer of assets of questionable
value from the institution to the ser-
vicer at an inflated value (usually
book value) also should be investi-
gated.

While many areas that the examiner
should be aware of have been indi-
cated, these are only guidelines. The
vehicle employed by the servicer
and institution may vary from case-
to~case. However, the one consistent
factor in these transactions is that
they are favorable to the servicer,
but may not be in the overall best
interest of the institution.

Recovery, And Enforcement Act
of 1989 (FIRREA) Implication,

Section 225 of FIRREA amends the
Federal Deposit Insurance Act
(FDIA), adding Section 30 which
includes the following provision:

(@) In General. An insured deposi-
tory institution may not enter into a
written or oral contract with any
person to provide goods, products,
or services to or for the benefit of
such depository institution if the
performance of such contract would
adversely affect the safety or sound-
ness of the institution.

-

Action to enforce compliance with
this section may be taken under Sec-
tion 8 of FDIA, and may include a
requirement that the depository
institution properly reflect the trans-
action on its books. Section 8 of
FDIA provides the Federal banking
agencies with the authority to issue
cease-and-desist orders to ensure
that depository institutions discon-
tinue unsafe and unsound operating
practices. Section 902 of FIRREA
expands the authority of FDIA to
include savings association affiliates
and entities.
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-— Jonathan L. Fiechter

Senior Deputy Director, Supervision Policy
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