
SUPERVISORY AGREEMENT 

This Supervisoq Agreement ("Agreement3) is made and is effective this =day of, 
D e c e m b e r  , 1999 (the "Effective Date"), by and between hliddlesbovo Federal Bank, 

Federal Savings Bank ("Midd1esboro'- or the "Association") OTS Docket No. 02438, a federally 
chartered stock association, having its main office located at 143 1 Cumberland Avenue, Middlesboro, 
Kentucky 40965 and the Office of Thrift Supervision COTS-), an office within the IJnited States 
Department of the Treasury, having its principal executive offices located at 1700 G Street, N.W.. 
Washington, D.C. 20552, acting through its Central Regional Director or his designee ('"Regional 
Director"). It is understood and agreed that this Agreement is a "written agreement" entered into with 
the OTS within the meaning of 12 U.S.C. $5 1818(b)(1) and (i)(2).' 

WHEREAS, the OTS is the primary federal regulator of Middlesbom; and 

WHEREAS, based on the Report of Compliance Examination dated September 21,1998 
("Compliance ROE") and the Federal Regular Report of Examination dated March 24, 1999 
("Federal Regular ROE"), the OTS is of the opinion that Middlesboro has engaged in acts and 
practices that: (i) have resulted in violations of certain of the laws or regulations to which 
Middlesboro is subject, and/or (ii) are considered to be unsafe and unsound; and 

WHEREAS, the OTS is of the opinion that grounds exist for the initiation of administrative 
proceedings against Middlesboro; and 

WHEREAS, the OTS is of the view that it is appropriate to take measures intended to ensure 
that Middlesboro will: (i) comply with all applicable laws and regulations. and (ii) engage in safe and 
sound practices; and 

WHEREAS, Middlesboro, acting through its Board of Directors (the "Board"), wishes to 
cooperate with the OTS and to evidence the intent to: (i) comply with all applicable laws and 
regulations, and (ii) engage in safe and sound practices. 

NOW THEREFORE, in consideration of the above premises and the mutual undertakings set 
forth herein, the parties hereto agree as follows: 

COMPLIANCE hlANAGEMENT 

I. Compliance Oflicer 

A. B'ithin thirty 130) days ofthe iifictive Dale. the Board shall establish the position of full- 
tinic Compliance Officcr h r  the .4ssociaiion. In addition, the Board sh;ili di.\-clop a detailed writteii 
job description for the position of Comp!bnce Officer with the minin~tliii functions for conducting a 
compreliensivc seltlassessmenr and inrerniii review of all compliance areas i n  which the Association 
conducts rcgular activit\. She job descripi<~i s1i:ill assign this pcrsirioii wih  :he appropriate 1cvi.l ,of 



responsibility and authority to carry out the duties of a Compliance Officer. The job description shall 
also delineate the reporting responsibilities of the Compliance Officer. . ,. 

li 

R.  Within sixty (60) days of the Effec&ve Date, the~oard  shall emploi or appoint a qualifjkd 
individual to act as Compliance Officer, consistent with the provisions of paragraph 1.A. Upon 
hisiher employment or appointment, the Board shall forward to the OTS the name and qualifications 
of the Compliance Officer. 

2. Compliance Program. 

A. Within one hundred-menty (120) days of the Effective Date, the Compliance Officer shall 
develop, and the Board shall adopt, a written compliance p r o p m  (the "Compliance Program") 
designed to ensure that the Association is operating in compliance with nondiscrimination, consumer 
protection, and other public interest laws and regulations. Guidelines for such a review process are 
outlined, in part, in the OTS Compliance Activities Regulatory HWbk and the OTS manual, 
Compliance: A Self-Assessment Guide. The Compliance Progmm shall be submitted to the OTS 
upon its adoption, and shall include, but not necessariiy be limited to, the following: 

i. the preparation of a policies and procedures manual covering nondiscrimination, 
consumer protection, and all other applicable public interest laws and reflations for use 
by Association personnel; 

ii. provisions for the adequate training of new, and the periodic retraining of existing 
personnel as to their duties and responsibilities under nondiscrimination, consumer 
protection, and other public interest laws and regulations; 

iii. ongoing procedures, including periodic internal or external compliance audits, to monitor 
the effectiveness of the Association's compliance with nondiscrimination, consumer 
protection, and other public interest laws and regulations. Such compliance audits shall 
include transactional testing; 

iv. procedures to ensure that exceptions noted in the compliance audits and through the 
Compliance Program are immediately addressed and corrected by appropriate 
Association personnel; 

v. mechanisms for effective Board oversight, which shall include, at a minimum, quarterly 
regulatory compliance reports presented to the Board by the Compliance OfGcer; and 

vi. procedures for updating the Compliance Program to address changes to 
nondiscrimination, wnsumer protection, and other public interest laws and regulations, 
and for correcting deficiencies that arise. 

B. .Once the Compliance Program required under paragraph 2..4. has been adopted hy the 
Board, the Association shall adhere to it in all material respects. 



COMPLIANCE LAWS AND REGULATIONS 

3. Tmth ip Lending. 

A. The Board shall ensure that the Association complies with ail disclosure requirements sct 
forth in the Truth-in-Lending Act, 15 U.S.C. $ 1601 et seq. and Regulation 2, 12 C.F.R. Part 226. and 
the tenns of the legal obligation. 

B. Within thirty (30) days of the Effcxtive Date, the Association shall conduct and complete a 
loan file search of its adjustable rate mortgage loan ("ARM") portfolio to determine if the ARM 
adjustments comply with the terms of their respective notes. The file search shall identify all loans 
where incorrect interest rate adjustments resulted in overcharges to the borrower. Upon completion 
of the file search, the Association shall immediately prepare a tist of borrowers who were 
overcharged. The list shall indicate the borrower's name, loan number, and the amount of the 
overcharge. 

P 

C. Within forty-five (45) days of the Effective Date, thc Association shall (i) notify all 
borrowers identified under paragraph 3.B. that the interest rates on their loans were incorrectly 
adjusted; (ii) provide the borrowers on the list with corrected adjustment notices; and (iii) reimburse 
these borrowers for the amount of overcharges. 

D. The Association, under the direction of the Board, shall conduct ongoing and regular 
transactional testing to ensure that the interest rates on all ARMS are adjusted in accordance with the 
terms of their legal obligations. 

E. The Association, pursuant to 12 C.F.R. $226.18, shall include insurance premiums in its 
Truth in Lending statements as a finance charge, unless the Association clearly discloses to borrowers 
the following: (i) the cost of the insurance; (ii) the tern of the insurance; (iii) the fact that the 
insurance is voluntary; and (iv) the borrower may obtain the i n s m c e  from a source of its choice 

4. Lending Policy. 

A. As of the Effecti9e Date, prior to committing to make any loan, the Association shall have 
in its possession documentation sufficient to meet its current loan undenvriting standards. as set forth 
in its current written policies. As appropriate for the type of loan proposed to be made, such 
documentation shalt include. but not be limited to, the following: 

i. current financial statements of the borrowers, and where appropfiate, the guarantors, 
which are to be certified by such harrowers and guarantors as being true and correct; 

11. documenation ~dentif?ntg all scrurces for loan repaStnent: 



iii. the two most recent federal income tax renuns for self-employed borrowers and, at a 
minimum, copies of the most recent payroll statements for other types of individual 
borrowers; 

1%. current credit reports for all borrowers, and where appropriate, guarantors; 

v. documentation collected by the Association which evidences that the sources of income 
for the borrowers and guarantors have been verified and that the financial statements 
have been analyzed by appropriate Association staff to ensure there are sufficient assets 
and cash flow to retire the loan under the terms of-the note, and where appropriate, the 
guarantee 

vi. copies of written notices issued to borrowers and guarantors of business loans, that 
indicate the Association will require business loan borrowers and guarantors to provide 
updated ftnancial information on an annual basis; and 

vii. written certification by the underwriter that the loan complies with the 
Association's written loan policies and underwriting guidelines. 

B. As of the Effective Date, any proposed exception to the Association's written loan policies . -  - 
and undenvriting guidelines will be presented to the Board for review and approval prior to the loan's 
origination, and the Board's deliberations on such exceptions will be documented in its minutes. 

C. The Association shall not amend its current lending policies without prior Board approval 
Copies of Board approved amendments to the Association's current lending policies are to be 
submitted to the OTS within ten (10) days after approval. 

D. As of the Effective Date, the Board must approve any foan proposed by Association 
management involving troubled debt restructuring. The Board's deliberations on such loans shall be 
fully documented in the Board minutes. 

E. As of the Effective Date, the Association shall cease the practice of capitalizing late charges 
on delinquent loans. 

F. As of the Effective Date, the Association shall limit the origination of "interest-only" loans 
to terms of one year or less and establish weildefined repayment plans before granting such loans 
Loans secured by deposit accounts shall not be subject to the limitations contained in this paragraph 
as long as  the value of the collateral exceeds the amount financed. 

G. As of the Effective Date, the Association shall not originate any loan in excess of the limits 
set forth in CXS Thrift Bultetin 72a ("TB 72an), including but not limited to. the aggregate of 
such loans shall not at any time cxceed 100% of the Association's total capital. 



H. As of the Effective Date, the Association shall cease the origination of all commercial loans, 
commercial real estate loans and unsecured consumer loans until such time as ( l )  rhe Board has 
certified to the OTS &at adequate controls arein place to ensure compliance with paragraphs 4.A. 
through 4.~:of the Agreement, and (2) approval has been received from the Regional Directot. 

5. Administration of Problem Assets. 

A. Within sixty (60) days of the Effective Date, the Association, under the dlrecuon of the 
Board, shall develop and implement a wetten program designed to improve and strengthen the 
Association's collection of definquent Ioans. 

B. Within seventy-five (75) days of the Effictive Date, a copy of the winen program required 
in paragraph 5.A. shall be forwarded to the OTS. 

C.  Once the written program required under paragraph 5.A. has been implemented, the 
Association shall adhere to it in all material respects. Y 

D. The Association shall not deviate from or amend the implemented written program, required 
under paragraph 5.A., without the prior approval of the Board. Copies of Board approved 
amendments to the Association's written program required in paragaph 5.A., are to be submitted to 
the OTS within ten (10) days after approval. 

E. Within sixty (60) days of the Effictive Date, the Board shall review, and where necessary 
revise, the Association's current policies and procedures for the identification and administration of 
problem assets, which include: a) adversely classified assets; b) loans or loan relationships involving 
troubled debt restructuring; and c) other loans or loan relationships with well defined weaknesses that - 
jeopardize repayment ("Problem Assets"). The revised policies and procedures shall be consistent 
with OTS policies and regulations and, at a minimum, provide for the following: 

i. the identification and qualifications, whether employees of the Association, or third 
parties retained by the Association or the Board, of each individual responsible for 
conducting internal asset reviews; 

ii. procedures outlining the type and frequency of internal asset reviews; 

iii. criteria to be used in assessing asset risk and for classifying assets as special mention. 
substandard, doubtful or loss; 

iv. detsried procedures to be followed by Association management to address spec~fic 
Problem Assets with a book vaiue greater than $1 50.000; and 



v. dollar vaiue and time line for the reduction of aggregate Problem Assets, first to an 
amount equal to no more than 50% of tar~gible capital plus the allowance for loan and 
tease losses, then to an amounr eqwi to no more than 25% of kg ib le  capiraf plus the 

( ailowance for loan and lease losses.' 

F. Wiihin seventy-five (75) days of the Effective Date. the Board shall forward copies ofthe 
revised policies and procedures required under paragraph 5.E. to the OTS. 

6. By execution of this Agreement, the Board commits to maintaining an adequate ailowance 
for loan and lease losses that meets the guidelines included in the Federal Financial Instttutions 
Examination Council Policy on Allowance for Loan and Lease Losses. 

N. The Board, on at least a quarterly basis, -411 review the status of the Association's Problem 
Assets and forward a copy of its review to the OTS within fifteen (1 5) days of the review. 

6. Loans To One Borrower. I 

The Board shall ensure that reports prepared by the Association to determine compliance with 
loans to one borrower limitations, pursuant to 12 C.F.R. Part 32 and 12 C.F.R. § 560.93, are 
comprehensive and accurate. 

7. Management. 

A. Within ninety days (90) days of the Effective Date. the Board shall have a detailed study 
conducted and completed, focusing on the Association's management and organizational structure, by 
a qualified independent third party acceptable to the OTS. The findings and recommendations of the 
study are to be set faah in a written report to the h a r d  ("Management Study"). At a mi~mum,  the 
Management Study will focus and include discussions on the following: 

i. an identification of the managerial resources necessary to cany out the Board's approved 
business strategy and business plan; 

ii. identification of the managerial resources needed to correct the deficiencies described in 
the Compliance ROE and the Federal Regular ROE and to maintain comphance with the 
Agreement; 

iii. an evaluation of each officer's qualifications and abilities to effectively perform the 
duties of his or her position; 

iv. an evaluation ofthe efficiency and effectiveness of the Association's current 
organijarional strucrure, including identification of any overiapping duties or 
responsibilities; 

v. reconrn~e~idations for addressing managerial and organimtional iwaknesses identified in 
paragraphs 7.A.i. through 7.A.it-.: 



vi. recon~meildations for the establishment of systems and controls by the Board to prevent 
recurrence of deficiencies described in the Compliance ROE and Federal Regular ROE; 

vii. recommendations for the establishment of an effective internal audit progml; and 

viii. recommendations for the correciion and/or elimination of any other deficiencies in the 
supenkory or organiimional structure of the Association. 

B. Within one hundred-tivent? (120) days of the Effective Date, the Board will forward a copy 
of the Management Study to the OTS for review. 

C. Within sixty (60) days of the completion of the Management Study, the Board will adopt a 
writfen plan, with specific time frames, to eliminate managerial and organizational deficiencies 
identitied in the Management Study. 

b 

8. Strategic Plan and Budget. 

A. Within sixty (60) days of the Effective Date, the Association, under the direction of the 
Board, shall modify its existing strategic plan and budget in order to properly reflect the findings of 
the Compliance ROE, Federal Regular ROE and the Association's current financial performance. At 
a minimum, the Association's strategic plan and budget shall include the following: 

i. growth and income projections which reflect the restrictions detailed in the Agreement; 

ii. the identification of products, services and market segments that management intends to 
promote and/or develop; and 

iii. a strategy to address the low balance sheet ratio of interest earning assets to interest 
cosling liabilities. The Association's Asset Liability Committee shaii monitor 
management's progress in achieving improvement in this ratio and include within its 
periodic reports to the Board a report on the sfatus of the improvement. 

B. Within ninety (90j days of the Effective Date, the Board shall review and adopt the strategic 
plan and budget modified by the Association. 

C. Once the Board has adopted the strategic plan and budget, the Association shall adhere to it 
in all material respects. 

D. As of the Effective Datet senior management of the Association shall monitor its strategic 
pian and budget at least quarterly. and submit written updates and variance repods to ihe Board for 
review. 

E. Within thirty (30) days of the Board's review, as required under paragraph 8.D.. the Board 
shall f o w r d  copies of the :%ssociation's quarterly written updates and i-ariance reports to thc O'TS. 



9. Board Com~osition. 

i 
Within:one hundred-fifiy (150) days of the Effective Date, the Board shall submit to the OTS , . 

f the names and d&er information required pursuant to the provisions of 12 C.F.R. 5 563.570, ofthred 
individuals not ctrrrently affiliated with the institution to fill the current vacancies on the 
ilssociation's board of directon. 

10. Violations of Law. 

The Board shall immediately take all steps necessary to correct each violation of law, rule or 
regulation cited in the Compliance ROE and the Federal Regular ROE. As each violation is 
corrected, the Board shall provide written notice to the OTS of the date and manna in which each 
correction has been effected. 

u 

1 1. Director Reswnsibility. 

Notwithstanding the requirements of this Agreement that the Board submit various matters to 
the OTS for consideration, nonltbjection or notice of acceptability, such regulatory oversight does 
not derogate or supplant each individual director's continuing fiduciary duty. The Board shall have 
the ultimate responsibility for overseeing the safe and sound operation of Middlesboro at all times. 
including compliance with the determinations of the OTS as required by this Agreement. 

12. Com~liance with Aaeemerit. 

A. The Board and offtcers of Middiesboro shall take immediate action to cause the Association 
to comply with the terms of this Agreement and shall take d l  actions necessary or appropriate 
thereafter to cause Middlesboro to continue to cany out the provisions of this Agreement. 

B. The Board, on a quarteriy basis, shall adopt a h a r d  resolution (the "Compliance 
Resolution") formally resolving that, following a diligent inquiry of relevant information (including 
reports of management), to the best of its knowledge and belief, during the immediately precedmg 
calendar quarter, Middlesboro has complied w~th  each provision of this Agreement currently in 
effect, except as o thcw~se stated 

The Compliance Resolution shall: (i) specify in detail how, if at all, full compliance was found 
nor to exist, and (ii) identify all notices of exemption or non-objection issued by the Regional 
Direclor that were outstanding as of the date of its adoption. 

C. 'The minutes of rile merlings of the Board shall set forth the following information with 
respect to the adoption of each Compliance Resolution: ti) the identity of each director voring in 

. hvor of its adoption. and (ii) the identity of each director voting in opposirion to its adoption or 
abstaining from voting thereon. serring forth each such director's rrautning for opposing or 
abstaining. 



D. The Board shall promptly respond to any request from the 01's for documents that the OTS 
reasonably requests to demonstrate compliance with this Agreement. 

. . MISCELLANEOUS 

13. Definitions 

Ail technical words or terms used in this Agreement for which n~eanings are not specified or 
otherwise provided by the provisions of this Agreement shall, insofar as applicable, have meanings as 
defined in Chapter V of Title 12 of the Code of Federal Regulations, Home Owners' Loan Act 
("HOLA"), Federal Deposit Insurance Act CFDIA") or OTS Publications. Any such technical words 
or terms used in this Agreement and undefined in said Code of Federal Re~ulations, HOLA, FDIA, or 
OTS Publications shall have meanings that are in accordance with the best custom and usage in the 
savings and loan industry. 

E 
14. Successor Statutes. Rerruiations, Guidance, Amendments. 

Reference in this Agreement to provisions of statutes, regulations, and OTS Publications shall 
be deemed to include references to ali amendments to such provisions as have been made as of the 
Effective Date and references to successor provisions as they become applicable 

A. Except as otherwise provided herein, any request, demand, authorization, direction, notice, 
consent, waiver or other document provided or permitted by the Agreement to be made upon, given 
or h i s h e d  to, delivered to, or filed with: 

i. the OTS, by Middlesboro, shall be sufficient for every purpose hereunder if in writing 
and mailed, first class, postage prepaid or sent via overnight delivery service or 
physically delivered, in each case addressed to Mr. Philip A. Gerbick, Regional Deputy 
Director, Office of Thrift Supervision, Department of the Treasury, 200 West Madison 
Street, Suite 1300, Chicago, Illinois 60606, or telecopied to (3 12) 91 7-5002 and 
confirmed by first class maii, postage prepaid, ovemight delivev service or physically 
delivered, in each case to the above address. 

ii. the Association. by the OTS, shall be sufiicient for every purpose hereunder if in writing 
and mailed, first class, postage prepaid or sent via overnight delivery service or 
physically delivered, in each case addressed to Mr. James J. Shoffner, President, 
Middleshoro at 143 1 Cumberland Avenue, P.O. Box 639, Middlesboro, Kentucky 40965 
or telecopied to (606) 248-6400, and confirmed by first class mail, postage prepaid: 
overnight delivery service or physically delivered, in each case to the above address. 



B. Notices heremder shall be effective upon receipt, if by mail, overnight delivery service or 
telecopy, and upon delivery, if by physical delivery. If there is a dispute about the date on which a 
written notice has been received by a party to this Agreement, then, in the event such notice was sent 
h i  the-United States mail, there shall be a presumpfidn that the notice was received two Business 
Days after the date of the postmark on the envelope in which the notice was enclosed. 

16. Duration. Termination or Susuension oEArrreemeni. 

A. This Agreement shall bewrne effective upon its execution by the OTS. through its 
authorirzd representative whose signature appears below. The Agreement shall remain in effect until 
terminated, modified or suspended in writing by the OTS, acting through its Director, Regional 
Director or other authorized representative. 

B. The Regional Director, in his sole discretion, may, by written notice, suspend any or all of 
the provisions of this Agreement. 

e 

17. Time Limits 

Time limitations for compliance with the terns of this Agreement run from the Effective Date, 
unless otherwise noted. 

IS. Effect of Headings 

The Section and paragraph headings herein are for convenience only and shall not affect the 
construction hereof. 

19. Seoarabilitv Clause. 

in case any provision in this Agreement is ruled to be invalid, illegal or unenforceable by the 
decis~on of any court of competent jurisdiction. the validity, legality and enforceability of the 
remaining provisions hereof shall not in any way be affected or impaired thereby, unless the Regional 
Director in his sole discretion determines otheluise. 

20. No Violations of Law. Rule, Regulation or Policy Statement Authorirxd: OTS Not Restricted 

Nothing in this Agreement shall be construed as: (i) allowing the Association to violate any law, 
rule, regulation, or policy statement to which it is subject. or (ii) restricting or estopping the OTS 
from taking such action(s) that it believes is appropriate in fulfilling the responsibilities placed upon 
it by law, including, without limitation* 'any type of supervison.. enforcement or resolution action that 
the 0TS deternines to be appropriate. 



2 1. Successors in Interest/Benefit 

The terms and provisions of this Agreement shall be binding upon, and inure to the 
,: benefit of, the parties hereto and their successors in interest. Nothing in this ~greemeni, . . 

[ express or implied, shall give to any person or entity, other than the parties hereto, theL- . 
. 

Federal Deposit lnsurancc Corporation and their successors hereunder, any benefit or any 
legal or equitable right, remedy or claim under this Agreement. 

22. Integration Clause 

This Agreement represents the final written agreement of the parties with respect ro 
the subject matter hereof and constitutes the sole agreement of the parties, as of the 
Effeetke Date, with respect to the subject matter. 

23. Enforceability of Agreement. 

Middlesboro represents and warrants that this ~ ~ r e e m e n f  has been duly authorized, 
executed, and delivered, and constitutes, in accordance with its terms, a valid and binding 
obligation of the Associaf on. Middlesboro acknowledges that this Agreement is a 
"written agreement" entered into with the OTS within the meaning of Section 8 of the 
FDIA, 12 U.S.C. $1818. 

IN WITNESS WHEREOF, the OTS, acting by and through the Regional Director, 
and Middlesboro hereby execute this Agreement as of the Effective Date. 

OFFICE OF THRIFT SUPERVISION 

/ 
,' Central Regional Director 



MIDDLESBORO FEDERAL BAKK, FEDER4L SAVINGS BAKK 

Director 

F / 3 /  
~aym&d Walker 

- 
Director 

By: 
i / S j  

r.:-..2 

oy Sho w 
Director 


