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Plaintiff, the Federal Deposit Insurance Corporation, as Receiver
for First National Bank of Nevada (“FDIC”), alleges as follows:
I INTRODUCTION

1. This case is a suit against two former directors and officers,
including the President and Chief Executive Officer (collectively
“directors and officers”), of First National Bank of Arizona (“FNB
Arizona”). The FDIC seeks to recover in excess of $193 million in
damages resulting from the directors’ and officers’ breaches of fiduciary
duties, negligence and gross negligence.

2. The claims against the directors and officers are based on
their creation of a Wholesale Mortgage Division within FNB Arizona.
The Wholesale Mortgage Division was formed for the express purpose of
purchasing and marketing billions of dollars of non-traditional single
family residence mortgage loans commonly referred to as “Alt-A loans.”

3. FNB Arizona sacrificed safety and soundness in favor of
specializing in non-traditional loans characterized by a lack of proper
underwriting, no verification of income or assets, and terms that
guaranteed high default rates in the future.

4. Although these risky loans returned record profits in the near
term, they produced losses once the real estate market softened, and
ultimately caused the bank’s failure. The directors and officers promoted
this practice at the outset and continued to support the mortgage division’s
growth long after they should have known that the loans being made
created a substantial risk of harm to the bank.

5. FNB Arizona was one of three banks owned by First
National Bank Holding Company (“FNB Holding”), its sister banks being
First National Bank of Nevada (“FNB Nevada”) and First Heritage Bank
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(“First Heritage”). FNB Arizona was merged into FNB Nevada on June
30, 2008, less than a month before the Office of the Comptroller of
Currency (“OCC”) closed FNB Nevada at an estimated loss to the
insurance fund of nearly $900 million.!

6. The directors and officers sued here not only held positions
as board members and officers of FNB Arizona, but in most cases were
also board members or executive officers of the related banking entities.

II. JURISDICTION AND VENUE

7. On July 25, 2008, FNB Nevada, a federally chartered
national bank with its principal place of business in Scottsdale, Arizona,
was closed by the OCC and the FDIC was appointed as receiver. Pursuant
to 12 U.S.C. § 1821(d)(2), the FDIC is the successor to all claims
originally held by FNB Nevada and of any stockholder, member,
accountholder, depositor, officer, or director of FNB Nevada with respect
to the institution and the assets of the institution, including the right to
bring this action for breach of fiduciary duty, negligence and gross
negligence against certain former officers and directors of FNB Nevada
and FNB Arizona.

8. This action arises under the laws of the United States of
America, specifically including 12 U.S.C. §1821(d)(2) and (k) and 12
U.S.C. §1819(b).

9. This Court has personal jurisdiction over the defendants
because either (i) the defendants are residents of Arizona, and/or (ii) the

acts and omissions by the defendants complained of in this complaint

! First Heritage met a similar fate, and FNB Holding, which suffered a first quarter
loss in 2008 of well in excess of $100 million, was subject to a cease and desist order
from the Board of Governors of the Federal Reserve System.
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occurred in Arizona.

10.  Venue is proper in this judicial district under 28 U.S.C.
§1391(b) because all or a substantial part of the events and omissions
giving rise to the claims occurred in this judicial district, and the
defendants reside in such district.

III. PARTIES

11.  Plaintiff: The FDIC is acting in its capacity as Receiver for
FNB Nevada and as the successor to all claims originally held by FNB
Nevada and of any stockholders, members, accountholders, depositors,
officers, or directors of FNB Nevada with respect to the institution and the
assets of the institution, and as such is authorized to sue pursuant to 12
U.S.C. § 1821(d)(2) and (k).

12. Defendant Gary A. Dorris: The FDIC is informed and
believes, and on that basis alleges, that defendant Gary A. Dorris
(“Dorris”) is an individual residing in Scottsdale, Arizona. Dorris was
President, Chief Executive Officer (“CEO”), and Vice Chairman of the
Board of FNB Holding, FNB Arizona, and FNB Nevada. He was also
Vice Chairman of First Heritage. Dorris served at FNB Arizona from its
beginning on February 1, 2001 until he resigned on May 13, 2008. He
held 1/10™ of one share in FNB Holding.

13. Defendant Philip A. Lamb: The FDIC is informed and
believes, and on that basis alleges, that defendant Philip A. Lamb (“Philip
Lamb”) is an individual residing in Scottsdale, Arizona. Philip Lamb was
an EVP and a director of FNB Holding, FNB Arizona, and FNB Nevada
throughout their existence. He owned 4.96 percent of FNB Holding’s

shares.
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IV. FACTUAL BACKGROUND

14. The FDIC is suing two former directors and officers of FNB
Nevada and FNB Arizona for losses arising out of FNB Arizona’s
negligent and grossly negligent management.

15. The FDIC’s claims against the directors and officers are
based on losses resulting from the unsustainable business model they
promoted for FNB Arizona’s loan portfolio--a model that depended on
real estate values rising indefinitely and low default rates. The first
of which has never before happened and the second of which was
impossible given the nature of the risky loans the bank promoted.
Furthermore, the directors and officers continued to follow this model
long after they knew of the substantial risk of harm to the bank posed by
this business model. Notably, the directors and officers had previously
sued former mortgage division officers for following the same business
model the defendants continued promoting.

16.  Although FNB Arizona wrote and packaged loans for sale
in the secondary market and did not intend to hold the loans, the risk of
loss nevertheless always rested with the bank. Since FNB Arizona had
no binding purchase commitments from secondary market investors,
the bank would be “stuck” with any loan an investor refused to buy.
When the residential real estate market collapsed and default rates
skyrocketed, FNB Arizona was left holding millions of dollars of bad
loans it could not sell.

A. The Banks are Formed

17. FNB Holding was formed on September 24, 1997, as a
Nevada corporation. In September of 1998, FNB Holding purchased
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Laughlin National Bank (Cert# 27011) and changed its name to First
National Bank of Nevada. In September 1999, FNB Holding opened First
Bank of Arizona under a new certificate number (Cert #35222).

18. In January 2001, FNB Holding acquired Rocky Mountain
Bank (Cert# 27508) and changed its name to First National Bank of
Arizona. On January 31, 2001, FNB Arizona’s institution class was
changed to Insured Commercial Bank, National Member.?

19. In June 2001, First Bank of Arizona (Cert# 35222) was
merged into FNB Arizona (Cert# 27508) and continued operation as FNB
Arizona (Cert# 27508).> At the same time FNB Arizona’s headquarters
were moved from Chandler, Arizona to Scottsdale, Arizona. On
September 20, 2004, FNB Holding registered as a foreign corporation in
Arizona. FNB Holding chartered a new bank in Newport Beach,
California on February 15, 2005, which operated as First Heritage Bank
(Cert# 57961).

B. The Directors and Officers’ Vision for the Bank and its
Growth in the Alt-A Markets

20. FNB Arizona was relatively conservative until the early
2000’s, when it began venturing into the purchase of high risk and low
quality mortgage loans for resale. As loan volume skyrocketed, the
Wholesale Mortgage Division was created.

21. The Wholesale Mortgage Division was extremely aggressive

and performed research in geographic markets in order to develop

2 At the same time the bank’s primary regulatory agency was changed from the
Federal Deposit Insurance Corporation to the Office of the Comptroller of the
Currency.

3 Formerly Rocky Mountain Bank.
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mortgage products that would beat the competition in those targeted
markets. These products came in a variety of forms, but all involved high
risk. Thus, FNB Arizona began offering a variety of non-traditional single
family residence mortgage loans, including, among others, no
documentation loans, no ratio loans, and option ARM loans. FNB
Arizona also offered subprime loans.

22.  The Wholesale Mortgage Division also improperly delegated
its duty to determine appropriate loan underwriting standards. It
underwrote its loans to standards provided by potential investors rather
than relying on the Bank’s own analysis of credit risks--risks the directors
and officers were well aware of. These loans were destined to failure
because they were not based on safety and soundness standards, such as
an evaluation of borrower’s ability to repay the loans or the value of the
collateral to support the credit. And even though the loans were being
packaged for resale to investors, the directors and officers took no action
to ensure that the loans could be resold before they were purchased.
Instead, the bank relied on investors’ expression of interest in purchasing
more loans, without requiring any purchase commitments.

23. As a result, FNB Arizona originated relatively few
conventional fixed rate home mortgage loans and was instead known for
offering high risk, non-traditional, Alt-A loans. In fact, the bank billed
itself as “The Home of Alt-A Lending.” See Ex. A. Because of its
lending strategy, FNB Arizona’s loan portfolio consisted in large part of
(a) high risk loans, including no documentation, no ratio, and option ARM
loans, (b) many made with no verification of borrowers’ stated income or
assets, and () the majority of which were originated by brokers. Each of

these factors alone is a well-known and significant credit risk that greatly
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increased the Bank’s long term exposure to losses. But FNB Arizona
compounded the problem by making loans with multiple risks--so called
layered risk loans--which increased the risk of loss exponentially, and then
sealed its fate through lax underwriting. In addition, in order to make
these loans more attractive to investors, FNB Arizona began assuming
increasingly more relaxed repurchase obligations, thus bearing these risks
directly.

24. In 2006, the Wholesale Mortgage Division’s residential
mortgage lending peaked at $7.2 billion. Instead of following a prudent
policy of diversification, the directors and officers allowed FNB Arizona
to invest in excess of 85% of its residential mortgage loans in these risky
Alt-A loans.

C. The Risks that were Ignored

25. FNB Arizona offered a wide variety of sub-standard loan
products, not all of which are listed here, and increased the risks further
through its reliance on brokers and lax underwriting.

(a) Alt-A Loans

26. FNB Arizona’s portfolio primarily consisted of Alt-A loans.
An Alt-A loan or mortgage, short for Alternative A-paper, is a type of
U.S. mortgage that has substantially greater credit risk than A-paper, or
“prime paper,” but somewhat less risk than “subprime paper,” the riskiest
category. Alt-A interest rates, which are determined by creditrisk, tend to
be between those of prime and subprime loans. The hallmarks of Alt-A
lending are limited documentation and verification of a borrower’s ability
to repay. Alt-A borrowers at FNB Arizona were excused from providing

income verification or documentation of assets. Instead, approval of an
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Alt-A loan was based primarily on an individual’s credit (FICO) score.
The loans the Wholesale Mortgage Division was promoting clearly did
not meet safety and soundness standards because of, for example, the lack
of minimal income and asset verification requirements. Coupled with the
layering of other risks, such as no or reduced documentation and other
loan underwriting issues, these loans were destined to default should the
investors decide not to purchase them.

(b) No Documentation and Stated Income Loans--
“Liar Loans.”

27. FNB Arizona offered borrowers no documentation and stated
income loans. These loans were based solely on the borrower’s stated
income with no documentation required. The obvious risk of not
verifying income was that borrowers frequently overstated their income to
qualify for a loan, a problem well known in the banking community. For
this reason, reduced documentation loans were known as “liar loans.” Yet
the only protection FNB Arizona had on these loans was a “smell-test.”
For example, if a person stated that their income was $250,000 the
underwriter would look at the borrower’s occupation. Ifit was a doctor or
lawyer, the loan likely would proceed. If it was a gardener, further
investigation may have occurred.

(c¢) Negatively Amortizing Option ARM Loans

28. FNB Arizona also offered negatively amortizing option
ARM loans. As a general rule, these loans gave borrowers a variety of
payment options, some of which resulted in increasing loan balances
because the payments made in the early terms of the loans were less than
the accrued interest. Thus, refinancing is generally only possible if

property values continue to rise. Should property values fall the loan to
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value ratio would be negatively affected, complicating or making
refinancing impossible. In addition, because the borrower is on an
adjustable rate mortgage, and the initial payment structure results in
increasing loan balances, at some point the payments would have to
increase dramatically to begin reducing principal--something many
borrowers could not afford. The directors and officers ignored this

fundamental risk.

(d) The Added Credit Risk Created by a Lack of
Underwriting

29. Given the risks inherent in these loans, a rigorous
underwriting function was required. The bank’s loan operations and
guiding principles, however, were not structured to encourage its
underwriters to reject overly risky loans. Instead, the directors and
officers promoted a different goal for the Wholesale Mortgage Division:
to grow the bank as much as possible.

30. Furthermore, employee compensation was linked to volume,
causing a inherent conflict of interest between stability and rational risk
and the aggressive promotion of risky products. The bank’s compensation
package encouraged employees to approve loans in order to meet personal
financial goals rather than to enforce compliance with sound underwriting
principles.

31. The success of the bank’s wholesale mortgage operation was
tied entirely to an ever increasing real estate market. As had historically
been the case, as real estate values increased home equity increased,
enabling borrowers to “grow” into loans they could not initially afford.
That is, by the time “teaser” interest rates on ARM loans terminated and

substantially higher interest rates phased in or the payments on negatively
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amortizing loans were readjusted, borrowers could use this increased
home equity to support refinancing into a conventional mortgage. This
business strategy works only so long as real estate values continue to rise.
But when the real estate bubble burst--as it did in 2005--this once highly
profitably strategy became the bank’s worst nightmare

32. The directors and officers were aware that the viability of
FNB Arizona’s wholesale mortgage business strategy depended entirely
on an appreciating real estate market and of the risks such a strategy posed
to the bank. Yet they did nothing to change or diversify the bank’s basic
business strategy of aggressively expanding its loan portfolio with poorly
underwritten high risk loans. When the real estate market crashed, the
bank was left holding hundreds of millions of dollars of loans it never
would have made for its own account. Ultimately, the majority of FNB
Arizona’s loans did not involve any verification of income, any
verification of assets, or any investigation of a person’s willingness and
ability to repay their loans.

(e) The Added Credit Risk Created by Use of
Mortgage Brokers

33. A substantial portion of FNB Arizona’s loans were
originated through mortgage loan brokers. FNB Arizona sent employees
to various geographic areas in order to investigate the loan markets in that
area and offer products and terms to brokers that were more favorable
than those offered by FNB Arizona’s competitors. FNB Arizona had few
controls over the brokers themselves or the quality of their work. Instead,
the brokers were encouraged to sell as many loans as possible, and were

rewarded on that basis.
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34. By accepting a high volume of broker-originated loans, FNB
Arizona lost control over much of the loan application and appraisal
process. Because brokers have a financial incentive to originate as many
loans as possible, tend to be knowledgeable about bank automated
underwriting systems, and often have continuing relationships with loan
originators and appraisers, they are able to help borrowers craft loan
applications to obtain loans that would not normally be approved if
underwritten to sound banking principles. This practice commonly leads
to loan application income and value overstatements. Instead of taking
steps to curb these risks, the directors and officers condoned this activity.

(f) Layering of Risks

35. The risks created by reduced documentation loans, broker
origination, Alt-A and option ARM loans, subprime loans, and the failure
to apply safe and sound underwriting standards had a multiplying effect
when combined. Many of the bank’s loans had not just one, but multiple
risks. Diligent underwriting--including verifying borrower income, assets,
and repayment capacity--would have mitigated these risks. But the
directors and officers did not require it.

36. The directors and officers should have known that FNB
Arizona’s large concentration of high risk loans would lead the bank to
failure when real estate prices stopped rising and borrowers could no
longer refinance their loans at will. They also should have known that
loans made without any proof of borrower income, assets, and ability to
repay are nothing more than loans made without any evidence that the
borrowers could ever perform.

37. Buthighrisk loans were popular with borrowers during these

periods, and the directors and officers wanted increased market share.
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Thus, the directors and officers did not enforce any concentration limits
for FNB Arizona’s residential lending portfolio and, as a result, high risk
loans grew exponentially to over 85% of the bank’s residential mortgage

portfolio.

(2) The Bank Fails to Follow its Own Alt-A
Lending Policies

38. FENB Arizona established lending policies to govern its
production of Alt-A loans. These policies included the Alt-A General
Underwriting Guidelines, the Mortgage Policy Manual, and the Alt-A
Underwriting Philosophy. It was the duty of FNB Arizona’s directors to
establish, approve and ensure the bank’s adherence to lending policies
designed to protect the safety and soundness of the bank. FNB Arizona’s
board of directors breached its fiduciary duties by allowing the Wholesale
Mortgage Division to disregard the bank’s approved and established Alt-
A lending policies.

39. FNB Arizona’s Alt-A lending policies included underwriting
requirements premised on safety and soundness standards. For example,
the Alt-A General Underwriting Guidelines required the underwriter to
ascertain that the borrower had both the ability and the willingness to
repay the loan according to its terms. In addition, the Alt-A Underwriting
Philosophy prohibited the use of stated income or stated income/stated
asset loans “to mislead or falsely represent the borrower’s ability to repay
the mortgage debt.”

40. The Wholesale Mortgage Division did not, however, apply
its own safety and soundness underwriting standards to loans it intended
to sell in the secondary market. Rather, the bank used standards set by the

investors who were purchasing the bank’s Alt-A loans in the secondary
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market. In effect, the directors and officers improperly delegated their
duty to set prudent lending standards to the secondary market place.

41. Asaresult, FNB Arizona applied the lax investor standards
rather than traditional safety and soundness standards when underwriting
its Alt-A loans. In contrast, when the bank was originating a conventional
mortgage loan it intended to keep as an investment, the bank applied the
traditional safety and soundness underwriting standards to that loan. To
mitigate the inherent risk in its investor guided Alt-A lending program, the
bank adopted a policy of quickly selling all of its Alt-A loans in the
secondary securitization market. By adopting this policy, the directors
and officers highlighted their awareness of the risk of substantial harm to
the bank if the bank was forced to retain these poorly underwritten Alt-A
Joans in its own investment portfolio.

42. The directors and officers had a nondelegable duty to
establish prudent lending standards, based on the principles of safety and
soundness applicable to national banks, to all of its lending operations, not
just those loans the bank intended to keep in its own portfolio. By
effectively delegating the obligation to set underwriting standards for the
bank’s Alt-A loans to the investors, the directors and officers breached
that duty. Moreover, the directors and officers permitted the Wholesale
Mortgage Division to expand its Alt-A lending concentration to the point
where in excess of 85% of the bank’s residential mortgage loans were

non-traditional Alt-A loans which were not underwritten to safety and

4 ENB Arizona sold its Alt-A loans to investment banks and specialty finance entities
who securitized the loans and sold securities to ultimate investors. These securities
produced high yields because of the increased risk of loss inherent in Alt-A loans.
The underwriting standards set by the investment brokers were substantially more lax
than traditional safety and soundness underwriting standards.
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soundness standards. The directors and officers’ failure to ensure the
bank’s adherence to its own established Alt-A lending policies constituted
grossly negligent conduct.

(h) The Market Turns

43. Between 2002 and early 2005, the residential real estate
mortgage market had grown nationally due to relatively low interest rates,
a demand for Alt-A loans, and the investment banks’ appetite for such
loans to fuel their residential mortgage-backed securitizations. After mid-
2005, with rising interest rates and increased competition, the Wholesale
Mortgage Division became increasingly less profitable and the secondary
market for Alt-A mortgages slowed substantially in 2006, and then ceased
altogether in 2007.

(i) The Directors and Officers Ignored Repeated
Warnings Regarding Risks Inherent in the
Wholesale Mortgage Division

44. During the mid-2005 timeframe, the directors and officers
were warned by senior bank employees that the bank would need to either
(a) sell the Wholesale Mortgage Division or (b) diversify their products to
adopt a more conservative approach.

45. The OCC also warned the directors and officers of its
concerns regarding rapid loan growth, underwriting issues, a lack of
corporate governance, and the bank’s production oriented compensation
system. The OCC cautioned the directors and officers of the challenging
environment FNB Arizona faced in 2005, and that the continued sale of
Alt-A mortgages had a significant influence on what would otherwise be a
conservative level of risk in bank operations. The OCC went so far as to

cast doubt on the viability of the Wholesale Mortgage Division’s business
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