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              Federal Deposit Insurance Corporation 

       550 17th Street NW, Washington, D.C. 20429-9990                                                Division of Supervision and Consumer Protection 
     
                                       March 22, 2010 

 TO:  Stephen Beard 
  Assistant Inspector General for Material Loss Reviews 
 

   /Signed/ 
 FROM: Sandra L. Thompson 
  Director 

 
              SUBJECT:      Draft Audit Report Entitled, Material Loss Review of First State Bank, Flagstaff,         
              Arizona (Assignment 2010-009) 

 
Pursuant to Section 38(k) of the Federal Deposit Insurance Act, the Federal Deposit Insurance 
Corporation’s Office of Inspector General (OIG) conducted a material loss review of First State  
Bank, Flagstaff, Arizona (FSB) which failed on September 4, 2009.  This memorandum is the 
response of the Division of Supervision and Consumer Protection (DSC) to the OIG’s Draft  
Report (Report) received on March 4, 2010. 
 
The Report concludes that FSB failed due to high commercial real estate (CRE) loan  
concentrations, particularly acquisition, development and construction (ADC) projects, risky  
loan participation purchases, weak management and Board Oversight, high overhead expenses,  
and asset growth funded by non-core sources.  The Report indicates that FSB’s strategy to pursue 
asset growth funded with non-core deposits, coupled with ineffective limits on the ADC 
concentrations and a failure to address supervisory concerns, created unacceptable levels of risk  
for FSB. 
 
FDIC and Arizona Department of Financial Institutions examiners conducted four joint  
examinations from 2004 to 2008, after it converted to a state non-member bank. The Report  
states that through its supervisory activities, FDIC identified key risks in FSB’s operations and 
brought them to the attention of bank management.  While FSB maintained an elevated risk  
profile prior to 2007, its strategy to purchase out-of-territory participation ADC loans largely 
contributed to its failure.  Review of the June 2008 Offsite Review List, which was completed in 
October 2008, indicated that FSB’s past due and non-accrual loan levels had increased  
significantly.  DSC scheduled an onsite visitation for December 2008; however, based upon the 
deterioration in FSB’s overall condition, the visitation was converted to a full scope joint  
examination.  Approximately 80 percent of the ADC loan participations were non-performing  
during the December 2008 examination, resulting in the issuance of a Cease and Desist order that 
became effective May 2009. 
 
FSB’s Board and management were expected to identify and control the third-party risks arising  
from participatory relationships to the same extent as if the activity, such as lending, were  
handled within the institution.  FDIC issued a Financial Institution Letter on Managing Third  
Party Risks in June of 2008, which outlined the basic elements for effective third-party risk 
management.  Moreover, FDIC’s Summer 2007 Supervisory Insights provided risk management 
procedures for performing due diligence specifically on purchased loan participations.  
 
Thank you for the opportunity to review and comment on the Report. 




