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1. Background
1.1 Introduction

Peter S. Davis (“Plaintiff” or “Receiver”) is the court-appointed receiver of DenSco Investment
Corporation (“DenSco”). The Receiver is in a dispute with Clark Hill PLC (“Clark Hill”) and
David G. Beauchamp (“Mr. Beauchamp”).! This report refers to Clark Hill and Mr. Beauchamp
collectively as “Defendants”.

DenSco commenced operations in or around April 2001. DenSco’s primary business was making
loans to residential property remodelers who purchased distressed properties (“Borrowers™).2
DenSco obtained most of its funding from notes sold to individuals and entities (“Investors”).
DenSco received interest on loans made to Borrowers and paid interest on notes sold to Investors.

The Receiver alleges Defendants’ actions in connection with legal assistance provided to DenSco
(i) fell below the standard of care owed by an Arizona attorney to a client, (ii) breached fiduciary
duties owed to DenSco and/or (iii) aided and abetted the breach of fiduciary duties owed to DenSco
by its sole shareholder and operator, Denny Chittick (“Mr. Chittick”).* This report refers to the
Receiver’s claims against Defendants as the “Alleged Actions”.

Mr. Chittick died on July 28, 2016.> After Mr. Chittick’s death, it became publicly known that
Yomtov Scott Menaged (“Mr. Menaged”) had defrauded DenSco of many millions of dollars over
several years.® The Receiver claims the Alleged Actions caused DenSco to suffer economic
damages related to the frauds perpetrated by Mr. Menaged.”

1.2 Scope of Engagement

Defendants’ counsel engaged David R. Perry of Sterling Group LLC (“Sterling”) to perform
financial and economic analyses related to (i) the frauds perpetrated by Mr. Menaged, (ii)
DenSco’s financial situation and (iii) the Receiver’s claims for economic damages. Appendix A
contains Mr. Perry’s resume, testimony experience and publications. Mr. Perry is charging $425
an hour for his work in this lawsuit.

Sterling reviewed the documents listed in Appendix B in the process of preparing this report.
Sterling may revise or supplement this report if additional information is provided and/or more
analysis is performed. Additionally, Sterling may prepare presentation materials, such as charts,
tables and other forms of exhibits, to assist in explaining opinions at trial.

“Complaint” dated October 16, 2017.

Beauchamp Deposition Exhibit 432 at BC 2921.

DenSco QuickBooks data.

“Complaint” dated October 16, 2017, pages 20 and 21.

“Complaint” dated October 16, 2017, page 20.

Mr. Menaged obtained loans from DenSco in the name of multiple entities. This report refers to Mr. Menaged
generally rather than the specific borrowing entity unless more specificity is required.

7 “Complaint” dated October 16, 2017, page 4.
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1.3 Liability

Sterling has not analyzed liability issues in the lawsuit and Sterling’s analysis provides no support
for the Receiver’s liability claims against Defendants. If Defendants are not found liable for the
Alleged Actions, all damage calculations are irrelevant.

2. Summary of Main Opinions

Sterling’s analysis shows:

Mr. Menaged’s Frauds

Mr. Menaged perpetrated two distinct fraudulent schemes against DenSco.

Mr. Chittick became aware in September 2012 that there were nine instances where both
DenSco and one of its competitors, Active Funding Group LLC (“AFG”), had made loans on
the same property owned by Mr. Menaged.

If DenSco had stopped lending to Mr. Menaged in September 2012 after Mr. Chittick became
aware of nine instances in which Mr. Menaged had obtained two loans on the same property,
DenSco would have suffered no losses related to Mr. Menaged’s frauds after September 2012.

Mr. Chittick allowed DenSco’s lending to Mr. Menaged to expand significantly starting around
the beginning of 2013.

Mr. Chittick provided Mr. Beauchamp with an incomplete and misleading picture of DenSco’s
relationship with Mr. Menaged in June 2013 and January 2014.

Neither Mr. Menaged nor Mr. Chittick complied with the terms of a Forbearance Agreement
signed in April 2014 resulting in millions of dollars of additional losses to DenSco.

DenSco’s Financial Condition

The interest rate paid by DenSco to Investors contained a large risk premium and was many
times higher than the interest rates paid on risk-free securities.

Investors did not require to know DenSco’s net worth or see its financial statements before
investing.

DenSco suffered significant losses during the housing market collapse which resulted in
DenSco’s net worth being negative on a fair value basis for most, if not all, of 2009, 2010 and
2011.
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DenSco would not have had enough funds to repay its Investors in full if it had been liquidated
in several years from 2009 onwards as a result of losses suffered in the housing market
collapse.

DenSco was not liquidated in or around 2009 and was able to continue in business paying
Investors a 12% annual return on their investments in each year.

DenSco demonstrated an ability to pay its Investors on time in many months when it had a
negative net worth on a fair value basis.

As a result of DenSco’s improving financial performance in 2010, 2011 and 2012, DenSco
would have been able to work its way through the losses it had suffered in the housing market
collapse and remain in business but-for the frauds perpetrated by Mr. Menaged.

DenSco likely had a negative net worth on a fair value basis as of September 30, 2012 as a
result of the nine problem loans related to Mr. Menaged’s frauds identified in September 2012.

It is unlikely any negative net worth on a fair value basis that DenSco had as of September 30,
2012 as a result of Mr. Menaged’s frauds would have caused DenSco to cease operations and/or
become unable to repay its Investors if Mr. Menaged’s frauds had been stopped at that time.

Based on what Mr. Chittick knew about DenSco’s financial condition and assuming Mr.
Menaged would not be able to obtain many millions of dollars from other sources to reimburse
DenSco, DenSco would likely have become unable to generate and/or obtain enough cash to
pay for its projected obligations and fund its business requirements with a reasonable cushion
at some point between January 31, 2013 and November 27, 2013.

The scale of DenSco’s problem as of November 27, 2013 and January 9, 2014 was significantly
larger than the one it had faced as a result of the housing market collapse.

Unless DenSco’s liens were found to be in first position on most of the outstanding loans to
Mr. Menaged and/or Mr. Menaged had been able to obtain many millions of dollars from other
sources to reimburse DenSco:

o DenSco was likely facing losses as of November 27, 2013 and January 9, 2014 that could
not be solved through a few years’ profits and cash flow on the performing portion of its
portfolio.

o DenSco likely had a substantial negative net worth on a fair value basis and was insolvent
as of November 27, 2013 and January 9, 2014.

DenSco’s accountant failed to spot and/or follow up on warning signs in information provided
to him in connection with the preparation of DenSco’s 2013 income tax returns.
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e If DenSco’s accountant had followed up on warning signs in information provided to him in
connection with the preparation of DenSco’s 2013 income tax returns, (i) Mr. Chittick may
have been unable to hide the adverse financial effects of Mr. Menaged’s frauds on DenSco’s
financial position for years and (ii) DenSco’s losses from Mr. Menaged’s frauds may have
been substantially lower.

¢ Mr. Chittick made inappropriate accounting entries from around December 2013 onwards to
hide the financial effects of Mr. Menaged’s frauds on DenSco’s financial position.

Receiver’s Economic Damage Claims

e The economic damage claims in the Receiver’s disclosure statement are substantially
overstated for several reasons.

e The economic damages resulting from the Alleged Actions, if any, are not liquidated or a sum
certain.

e Numerous assumptions are needed to estimate how, if at all, the losses suffered by DenSco
and/or its Investors would have differed from the realized amounts if Defendants had acted
differently.

3. Mr. Menaged’s Frauds

3.1 DenSco’s Loans to Mr. Menaged

DenSco made its first loan to Mr. Menaged in November 2007.% Appendix C charts the dollar
value of DenSco’s outstanding loans to Mr. Menaged as of the end of each month through June
2016. Appendix D charts DenSco’s outstanding loans to Mr. Menaged as a percentage of its
portfolio as of the end of each month through June 2016.° Appendices C and D show:

e There was a major change in DenSco’s loan exposure to Mr. Menaged starting around the
beginning of 2013.

¢ DenSco’s outstanding loans to Mr. Menaged increased in 2013 from approximately $5 million
at the beginning of the year to almost $30 million at the end of the year.

e DenSco’s outstanding loans to Mr. Menaged further increased in 2014 and 2015 to almost $45
million.

¥ DenSco QuickBooks data.

DenSco QuickBooks data. The vast majority of DenSco’s portfolio comprised loans to Borrowers. DenSco also
held foreclosed properties and other assets at various times that were grouped together with the loans in DenSco’s
accounting records but segregated on DenSco’s income tax returns.

-4-
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¢ DenSco’s outstanding loans to Mr. Menaged represented less than 15% of its portfolio until
the beginning of 2013.

e DenSco’s outstanding loans to Mr. Menaged increased in 2013 as a percentage of its portfolio
from less than 15% at the start of the year to approximately 50% at the end of the year.

¢ DenSco’s outstanding loans to Mr. Menaged further increased as a percentage of its portfolio
in 2014, 2015 and 2016 to almost 90%.

Mr. Menaged was not DenSco’s largest Borrower as of the end of any year from 2007 to 2010 but
was at the end of all subsequent years.!°

3.2 Receiver’s Description of Frauds

The Receiver’s December 23, 2016 status report states “Menaged perpetrated two distinct
fraudulent schemes against DenSco” and describes the two fraudulent schemes as follows:'!

First Fraud

“Sometime in 2011 or 2012, Menaged began requesting loans from DenSco for
properties on which he had also solicited other lenders for loans. In an effort to
deceive both lenders, Menaged essentially obtained two loans on hundreds of
properties with the lenders believing that they were in first position. These loans
are those that led to the execution of the Forbearance Agreement in April 2014 (See
the Receiver’s Preliminary Report, Section 2.2.3). According to the Forbearance
Agreement, Menaged met with Chittick on or about November 27, 2013 to inform
him that certain properties had been used as security for one or more loans from
one or more other lenders, and that the DenSco loans may not be in the first lien
position on these properties. In many cases, the other lenders had issued checks
directly to the trustee for the purchase of a property at a trustee’s sale, which was
the basis for their senior lien on the property, whereas, DenSco wired funds directly
to Easy or AHF.

Based on Menaged’s testimony during the Rule 2004 examination as well as email
correspondence between Chittick and Menaged, the Receiver understands that
Menaged misled Chittick to believe that Menaged’s ‘cousin’ had requested the
loans from the third party lenders without Menaged’s knowledge, and that the
cousin had absconded with the proceeds from these fraudulent loans. However,
Menaged has testified that the ‘cousin’ did not exist and that Menaged was
responsible for the fraudulent loans. The Receiver refers to this fraud scheme
perpetrated by Menaged as the ‘First Fraud.””

10 DenSco QuickBooks data.
' Davis Deposition Exhibit 479, Exhibit A, pages 7 to 10.

-5-
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“The DenSco records analyzed to date indicate that on December 13,2013, DenSco
began to loan Menaged additional funds to repay the third party lenders. The
Receiver determined that when Menaged sold a property for less than the total of
the DenSco loan and the third party loan, DenSco began paying the deficit and
allocated the overage to other properties that had not yet sold or classified the
additional loans as ‘workout’ loans.”

“As of the date of the receivership, DenSco’s books and records report two (2)
unsecured receivables due from Menaged, including $13,336,807.24 classified as
‘Work Out 5 Million” and $1,002,532.55 classified as ‘Work Out 1 Million,” for a
total of $14,339,339.79. The loans recorded in these workout loan categories relate
to overages on properties that date back to August 2012 and the First Fraud through
November 2013. All prior DenSco loans that may have been double-encumbered
before August 2012 were paid off in full without causing any additional losses.”

Second Fraud

“In January 2014, Menaged began requesting loans from DenSco for properties that
neither Menaged nor his entities actually purchased at trustees’ sales or otherwise.
Based on analyses of various emails between Chittick and Menaged, the Receiver
understands that after the First Fraud, Chittick began requiring Menaged to provide
DenSco with copies of the cashier’s checks issued to the trustees as well as copies
of the receipts received from the trustee for the purchase of a property at a trustee’s
sale. This was presumably done to ensure that DenSco was the senior lienholder
on all of its loans to Menaged, even though DenSco continued to wire funds to Easy
or AHF instead of directly to the trustees. However, Menaged began providing
Chittick with falsified trustee’s sale receipts and copies of checks that were never
actually given to the trustees. Instead, most of the cashier’s checks were deposited
back to Easy or AHF bank accounts. The Receiver refers to this fraud scheme
perpetrated by Menaged as the ‘Second Fraud.””

“On average, Menaged paid off the fraudulent loans plus 18% accrued interest
within approximately three (3) weeks. Because Menaged was paying interest on
these loans but was not actually making any money from the purchase and sale of
real estate, the number and frequency of the fraudulent loans increased over time,
which dramatically increased the principal loan balance due to DenSco. The
records analyzed to date indicate that Menaged essentially obtained new loans from
DenSco in order to repay DenSco the principal and interest due on the older loans.

As of the date of the receivership, DenSco’s balance sheet reported eighty-four (84)
loans totaling $28,332,300.00 due from Menaged for properties that neither
Menaged nor his entities actually purchased.”
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3.3 First Fraud
The Receiver states the First Fraud started “Sometime in 2011 or 2012712
3.3.1 September 2012

Sterling reviewed several emails discussing the fact that it had been discovered in September 2012
that Mr. Menaged had obtained two loans on the same property on a number of occasions.!> The
problem loans were first identified by AFG, one of DenSco’s competitors.'* In several situations,
Mr. Menaged had obtained a loan from AFG and another loan from DenSco with both loans
secured by the same property.’* AFG made Mr. Chittick aware that it had discovered problems
with several of DenSco’s loans.!® An email from AFG to Mr. Menaged identifies nine properties
with loans from both AFG and DenSco in September 2012.!7 DenSco’s nine loans totaled
approximately $1.5 million and had been made between April and August 2012.'8

Mr. Menaged’s assistant initially informed AFG that DenSco’s loans had been repaid but AFG
contacted Mr. Chittick who stated that DenSco’s loans remained outstanding on these properties.!’
Mr. Menaged informed Mr. Chittick that AFG’s loans had been repaid and AFG’s accounting was
at fault?® Mr. Menaged met with AFG to discuss the problem.?!  After meeting with Mr.
Menaged, AFG spoke to Mr. Chittick and may have misled him about the problem loans.?

AFG’s subsequent communications with Mr. Menaged show AFG considered Mr. Menaged to be
responsible for the problem loans.2* AFG required Mr. Menaged to sign an agreement to address
AFG’s concerns about its loans and take corrective actions.* Sterling has not seen the signed
agreement between Mr. Menaged and AFG. The documents reviewed by Sterling indicate the
agreement required Mr. Menaged to, inter alia, (i) provide additional unencumbered properties as
collateral to AFG, (ii) sign a blanket deed of trust to AFG covering other properties and (iii) agree
to pay certain amounts to AFG over time.

Mr. Chittick did not appear to take actions against Mr. Menaged to address DenSco’s problem
loans in or around September 2012. AFG was in a better position to take additional funds and/or
assets from Mr. Menaged to protect its position because DenSco was not also seeking additional
funds and/or assets from Mr. Menaged at the same time.

12 Davis Deposition Exhibit 479, Exhibit A, page 7.
For example, Davis Deposition Exhibits 487 to 492,
4 Davis Deposition Exhibits 487 and 488.

15 Davis Deposition Exhibit 492.

16 Davis Deposition Exhibits 487 and 491.

17 Davis Deposition Exhibit 492.

18 Davis Deposition Exhibits 492 and 496.

1*  Davis Deposition Exhibit 488.

20 Davis Deposition Exhibit 491,

2L Davis Deposition Exhibit 493,

22 Davis Deposition Exhibit 495.

2 Davis Deposition Exhibits 496 to 498.

24 Davis Deposition Exhibits 496 to 498, 500 and 501.
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If DenSco had stopped lending to Mr. Menaged in September 2012 after Mr. Chittick became
aware of nine instances in which Mr. Menaged had obtained two loans on the same property,
DenSco would have suffered no losses related to Mr. Menaged’s frauds after September 2012.

Unfortunately, DenSco did not stop lending to Mr. Menaged in September 2012. In contrast,
DenSco significantly increased the extent of its lending to Mr. Menaged in the 15 months after
September 2012 as discussed earlier in this report and summarized in the following table:*®

Date Outstanding Loans % of Portfolio Represented

to Mr. Menaged by Mr. Menaged’s Loans
September 30, 2012 $3,584,000 9.08%
December 31, 2012 $4,650,000 11.71%
March 31, 2013 $11,688,000 23.62%
June 30, 2013 $16,183,000 31.04%
September 30, 2013 $22,382,000 40.17%
December 31, 2013 $28,454,732 48.78%

3.3.2 June 2013

The next information reviewed by Sterling with specifics on loans that were part of the First Fraud
relates to June 2013. DenSco’s exposure to Mr. Menaged was significantly higher by this time as
shown in the above table.

In June 2013, Mr. Chittick became aware that DenSco and AFG were being sued related to loans
made to Mr. Menaged on the same property.?® The complaint in the lawsuit alleged that Mr.
Menaged had attempted to encumber a property that he did not rightly own with deeds of trust to
both DenSco and AFG. Mr. Chittick informed Mr. Beauchamp about the lawsuit in an email

stating;

“I have a borrower, to [sic] which [I]’ve done a ton of business with, million[s] in
loans and hundreds of loans for several years[.] [H]e’s getting sued along with
me.”?’

Mr. Chittick’s description of his past relationship with Mr. Menaged in the email to Mr.
Beauchamp omits relevant facts including:

e Mr. Chittick had been informed in September 2012 that several properties used to secure
DenSco’s loans to Mr. Menaged were also used to secure loans from AFG.

% DenSco QuickBooks data.
% Beauchamp Deposition Exhibit 111. Mr. Menaged was also being sued.
27 Beauchamp Deposition Exhibit 111,
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® DenSco had significantly expanded its lending to Mr. Menaged such that Mr. Menaged’s
outstanding loans totaled approximately $14.5 million and represented approximately 29% of
DenSco’s portfolio as of May 31, 2013.28

M. Chittick did not appear to take any actions to reduce DenSco’s lending to Mr. Menaged after
he was made aware of the lawsuit in June 2013. Instead, DenSco’s lending to Mr. Menaged further
increased over the subsequent months.

3.3.3 November 2013

The next information reviewed by Sterling with specifics on loans that were part of the First Fraud
relates to November 2013. DenSco’s exposure to Mr. Menaged had increased significantly further
by this time as shown by the table and charts discussed earlier in this report.

Mr. Chittick purportedly became aware of a problem with many of DenSco’s outstanding loans to
Mr. Menaged on or around November 27, 2013 when Mr. Menaged informed him that there were
multiple liens on many properties as a result of the actions of Mr. Menaged’s “cousin”.® As of
November 30, 2013, DenSco’s outstanding loans to Mr. Menaged totaled approximately $25.4
million and represented approximately 46% of DenSco’s portfolio.® Substantially all of DenSco’s
outstanding loans to Mr. Menaged at that time were part of the First Fraud according to information
provided by Mr. Chittick in April 20143

Without seeking the assistance of outside professionals, Mr. Chittick and Mr. Menaged agreed on
a plan to deal with the problem and started to execute their plan.>?

3.3.4 January 2014

On January 6, 2014, Mr. Chittick received a letter from attorneys representing some of the lenders
other than DenSco and AFG that had been caught up in Mr. Menaged’s fraudulent scheme to
obtain multiple loans on the same property.*> Mr. Chittick forwarded the letter to Mr. Beauchamp.

Mr. Chittick provided some information about Mr. Menaged to Mr. Beauchamp in an email dated
January 7, 2014 in advance of a meeting on January 9, 2014 between Mr. Chittick, Mr. Menaged
and Mr. Beauchamp. Mr. Chittick’s email states, inter alia:

“I’ve been lending to Scott Menaged through a few different LLC’s and his name
since 2007. [I]’ve lent him 50 million dollars and [I] have never had a problem
with payment or issue that hasn’t been resolved.”*

22 DenSco QuickBooks data.

2 Schenck Deposition Exhibit 51 at CH 5790 to 5794; Schenck Deposition Exhibit 97 at DIC 10732.
3 DenSco QuickBooks data.

31 Beauchamp Deposition Exhibit 406.

32 Schenck Deposition Exhibit 51.

3 Schenck Deposition Exhibit 53.

3 Schenck Deposition Exhibit 51.
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Mr. Chittick’s positive description of his past relationship with Mr. Menaged in the email omits
relevant facts. For example, the description does not mention that:

e Mr. Chittick had been informed in September 2012 that several properties used to secure
DenSco’s loans to Mr. Menaged were also used to secure loans from AFG.

e DenSco had significantly expanded its lending to Mr. Menaged such that Mr. Menaged’s
outstanding loans totaled approximately $28.5 million and represented approximately 49% of
DenSco’s portfolio as of December 31, 2013.%°

e Over $30 million of the cumulative total of $50 million lent to Mr. Menaged had been lent in
the last year.3¢

e Approximately $12.7 million of the $28.5 million outstanding from Mr. Menaged as of
December 31, 2013 had been lent more than six months ago and was in default according to
the terms of DenSco’s loan agreements.>’

e Approximately $5.1 million of the $21.6 million of loans that Mr. Menaged had repaid between
November 2007 and December 2013 had not been repaid within the six-month loan term in
DenSco’s loan agreements and so had been in default.3

Additionally, Mr. Chittick and Mr. Menaged initially misled Mr. Beauchamp about the number of
First Fraud loans in the meeting on January 9, 2014. Mr. Beauchamp’s notes from the January 9,
2014 meeting state the problem affected “about 100 to 125 properties™.® In contrast, Mr.
Beauchamp’s notes from a call with Mr. Chittick in April 2014 state the problem had initially
affected 186 loans with a total value of approximately $25 million.*

3.4 Second Fraud

The Second Fraud began around the end of 2013 and involved Mr. Menaged obtaining loans from
DenSco for properties he did not purchase.*! Mr. Menaged was able to circumvent the extra checks
that Mr. Chittick put in place after the First Fraud to ensure DenSco’s funds were used to buy
properties by (i) working a cashier’s check scheme at banks and (ii) falsifying trustee’s sale

3 DenSco QuickBooks data.

36 Appendix E.

57 Appendix F; Beauchamp Deposition Exhibit 432 at BC 2924; Schenck Deposition Exhibit 57 at CH 1410 and
1417.

3% Appendix G; Beauchamp Deposition Exhibit 432 at BC 2924; Schenck Deposition Exhibit 57 at CH 1410 and
1417,

37 Beauchamp Deposition Exhibit 145.

0 Beauchamp Deposition Exhibit 406.

! Davis Deposition Exhibit 479, Exhibit A, page 9; Davis Deposition Exhibit 535, page 5. Excel file produced by
Receiver entitled “Analysis of Loans to Yomtov Scott Menaged”.
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receipts.*? Sterling understands Mr. Menaged’s cashier’s check scheme involved the following
steps:

e Purchase a cashier’s check made payable to a trustee containing DenSco’s name using funds
in Mr. Menaged’s accounts at either JP Morgan Chase Bank or US Bank.

¢ Photograph the cashier’s check.
¢ Send the photograph of the cashier’s check to DenSco to support a purported payment.

e Redeposit the cashier’s check into Mr. Menaged’s accounts at either JP Morgan Chase Bank
or US Bank.

The Receiver is pursing claims against JP Morgan Chase Bank and US Bank related to the cashier’s
check scheme as discussed later in this report.

Mr. Chittick and DenSco operated using accounts at Bank of America in 2014. Bank of America
elected to close the accounts in the months after the Second Fraud began. Specifically, Bank of
America elected to close Mr. Chittick’s account in April 2014 and DenSco’s accounts in November
2014.% Mr. Chittick opened accounts for DenSco at First Bank to replace the closed accounts at
Bank of America. Sterling has not investigated whether Bank of America and/or First Bank should
have taken different actions given what they knew or should have known and, if so, how different
actions by Bank of America and/or First Bank would have affected the losses resulting from the
Second Fraud.

3.5 Forbearance Agreement

The general plan that Mr. Menaged and Mr. Chittick had devised and started to execute in
November 2013 was formalized in a Forbearance Agreement dated April 16,2014.** Mr. Menaged
owed approximately $35.6 million to DenSco on the date of the Forbearance Agreement.*’ Neither
Mr. Menaged nor Mr. Chittick complied with the terms of the Forbearance Agreement. For
example:

e The plan documented in the Forbearance Agreement involved the contribution of millions of
dollars of additional funds by Mr. Menaged. Specifically, Mr. Menaged agreed inter alia, to
(i) provide approximately $4.2 million from private outside financing in four tranches through
September 2014 and (ii) liquidate assets expected to generate approximately $4 to $5 million.*
Sterling has seen no evidence that Mr. Menaged contributed substantial, if any, funds obtained
from private outside financing and/or asset liquidations towards solving the problems he had
created for DenSco.

2 Davis Deposition Exhibit 479, Exhibit A, page 9; Receiver’s March 11, 2019 status report, page 10.
4 Davis Deposition Exhibit 545; Mr. Davis’ November 16, 2018 deposition, pages 260 to 262.

4 Schenck Deposition Exhibit 97.

4 Schenck Deposition Exhibit 97 at DIC 10733,

4 Schenck Deposition Exhibit 97 at DIC 10734 and 10735.
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e The plan documented in the Forbearance Agreement involved the extension by DenSco of two
additional credit facilities with a combined limit of $6 million to Mr. Menaged (i.c., a $1
million facility and a $5 million facility). Mr. Chittick set up two accounts in DenSco’s
QuickBooks accounting records to monitor the amount extended under the two additional
facilities. One QuickBooks account was entitled “Work Out 1 Million” and the second
QuickBooks account was entitled “Work Out 5 Million”. As of the date of Forbearance
Agreement, the amounts outstanding on the two new facilities were approximately $0.9 million
and $1.8 million respectively.*” Mr. Chittick did not limit the amount recorded in the Work
Out 5 Million account to $5 million. Additionally, Mr. Chittick set up a third new QuickBooks
account entitled “Wholesale” in or around November 2014 to record credit extended to Mr.
Menaged. There is no mention of a new wholesale facility in the Forbearance Agreement.

Mr. Chittick’s failure to limit the additional credit extended to Mr. Menaged by DenSco to the
amounts in the Forbearance Agreement increased DenSco’s losses from the frauds perpetrated by
Mr. Menaged. At the time the Forbearance Agreement was executed, the maximum amount of
additional credit that DenSco could extend to Mr. Menaged was approximately $3.3 million under
the two identified facilities.*® Mr. Chittick arbitrarily recorded much more than an additional $3.3
million in the two QuickBooks accounts entitled “Work Out 1 Million” and “Work Out 5 Million”
as detailed in later sections of this report.

3.6 New QuickBooks Accounts

Sterling analyzed the balances in the three new QuickBooks accounts that Mr. Chittick set up in
DenSco’s accounting records and used to record credit extended to Mr. Menaged in or after late
2013 (i.e., Work Out 1 Million, Work Out 5 Million and Wholesale).

3.6.1 “Work Out 1 Million” Account

Appendix H charts the amounts recorded in the Work Out 1 Million account by month. Appendix
H shows:

e Mr. Chittick first recorded advances in the Work Out 1 Million account in December 2013
(i.e., before any work on the Forbearance Agreement had been commenced).

e Mr. Chittick allowed the balance in the Work Out 1 Million account to exceed $0.9 million by
mid-January 2014 (i.e., three months before the Forbearance Agreement was executed).

e Mr. Chittick allowed the balance in the Work Out 1 Million QuickBooks account to reach $1
million limit in the Forbearance Agreement by April 2014 (i.e., the month in which the
Forbearance Agreement was executed).

47 Schenck Deposition Exhibit 97 at DIC 10793 and 10808.
48 $5,000,000 - $1,780,240 + $1,000,000 - $915,168 = $3,304,592. Schenck Deposition Exhibit 97 at DIC 10793
and 10808.
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The balance in the Work Out 1 Million account remained around the $1 million limit in the
Forbearance Agreement through June 2016.

3.6.2 “Work Out 5 Million” Account

Appendix I charts the amounts recorded in the Work Out 5 Million account by month. Appendix
I shows:

Mr. Chittick first recorded advances in the Work Out 5 Million account in February 2014 (i.e.,
before the Forbearance Agreement was executed in April 2014).

Mr. Chittick allowed the balance in the Work Out 5 Million account to first exceed the $5
million limit in the Forbearance Agreement in June 2014,

Mr. Chittick arbitrarily continued to record advances in the Work Out 5 Million account for
more than a year after the $5 million limit in the Forbearance Agreement was exceeded.

Mr. Chittick arbitrarily allowed the balance in the Work Out 5 Million account to exceed $14
million by August 31, 2015, before decreasing slightly between September 2015 and
December 2015 and remaining flat thereafter.

3.6.3 “Wholesale” Account

Appendix J charts the amounts recorded in the Wholesale account by month. Appendix J shows:

Mr. Chittick first recorded advances in the Wholesale account in November 2014 (i.c., seven
months after the Forbearance Agreement was executed in April 2014).

Mr. Chittick allowed the balance in the Wholesale account to approach $20 million by
December 2014.%

Mr. Chittick continued to record more advances than repayments in the Wholesale account
such that the balance approached $30 million by June 2016.

49

The approximately $17.8 million increase in the Wholesale account balance in December 2014 did not result in
a similar increase in DenSco’s outstanding loans to Mr. Menaged in December 2014 primarily because the balance
in another QuickBooks account related to Mr. Menaged entitled “Arizona Home Foreclosures, LLC” decreased
by approximately $15.5 million in the same month.
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3.7 Mr. Menaged’s Frauds Summary

Based on the above and information discussed elsewhere in this report:
e Mr. Menaged perpetrated two distinct fraudulent schemes against DenSco.

e Mr. Chittick became aware in September 2012 that there were nine instances where both
DenSco and one of its competitors, AFG, had made loans on the same property owned by Mr.
Menaged.

e If DenSco had stopped lending to Mr. Menaged in September 2012 after Mr. Chittick became
aware of nine instances in which Mr. Menaged had obtained two loans on the same property,
DenSco would have suffered no losses related to Mr. Menaged’s frauds after September 2012.

e Mr. Chittick allowed DenSco’s lending to Mr. Menaged to expand significantly starting around
the beginning of 2013.

¢ M. Chittick provided Mr. Beauchamp with an incomplete and misleading picture of DenSco’s
relationship with Mr. Menaged in June 2013 and January 2014.

e Neither Mr. Menaged nor Mr. Chittick complied with the terms of the Forbearance Agreement
resulting in millions of dollars of additional losses to DenSco.

4. DenSco’s Financial Situation
4.1 Investor Returns

DenSco recorded interest owed to Investors monthly through June 2016, the month before Mr.
Chittick died.®® DenSco allowed Investors the option of having interest (i) paid monthly in cash
or (ii) accrued monthly and paid quarterly or at the maturity of the note.’! If Investors requested,
DenSco rolled accrued interest into the principal value of new notes when the prior notes matured.

Appendix K details the interest accrued and/or paid to each of the Investors by year through June
2016 and shows the interest totaled almost $42 million. Appendix L details the annualized interest
rate received by each of the Investors by year through June 2016 and shows the annualized interest
rate was 12% for most Investors in most years.

DenSco offered notes with maturities ranging from six months to five years.>> DenSco stated it
would use good faith efforts to return investments prior to the maturity of the notes without penalty
upon the request of Investors.>* The 12% average annual interest rate paid by DenSco was

50 DenSco QuickBooks data; “Complaint” dated October 16, 2017, page 20.
1 Beauchamp Deposition Exhibit 432 at BC 2965.
52 Beauchamp Deposition Exhibit 432 at BC 2967.
33 Beauchamp Deposition Exhibit 432 at BC 2913.

-14 -



Sterling Group LLC
Davis v. Clark Hill PLC, et al.

substantially higher than interest rates paid on risk-free investments of similar maturities between
2001 and 2016 as shown by the following table:>*

Year Annualized Interest Rates on US Treasury Securities with Maturity of:
6-Months 1-Year 2-Years 3-Years S5-Years
2001 3.45% 3.49% 3.83% 4.09% 4.56%
2002 1.72% 2.00% 2.64% 3.10% 3.82%
2003 1.08% 1.24% 1.65% 2.10% 2.97%
2004 1.61% 1.89% 2.38% 2.78% 3.43%
2005 3.50% 3.62% 3.85% 3.93% 4.05%
2006 5.00% 4.94% 4.82% 4.77% 4.75%
2007 4.62% 4.53% 4.36% 4.35% 4.43%
2008 1.66% 1.83% 2.01% 2.24% 2.80%
2009 0.28% 0.47% 0.96% 1.43% 2.20%
2010 0.20% 0.32% 0.70% 1.11% 1.93%
2011 0.10% 0.18% 0.45% 0.75% 1.52%
2012 0.13% 0.17% 0.28% 0.38% 0.76%
2013 0.09% 0.13% 0.31% 0.54% 1.17%
2014 0.06% 0.12% 0.46% 0.90% 1.64%
2015 0.17% 0.32% 0.69% 1.02% 1.53%
2016 0.46% 0.61% 0.83% 1.00% 1.33%

The interest rate risk premium paid by DenSco to Investors was highest in the years that risk-free
interest rates were lowest. The above table shows the lowest interest rates were in (i) 2014 for six-
month and one-year US treasury securities and (ii) 2012 for two-year, three-year and five-year US
treasury securities. The following table summarizes the difference between the average interest
rates paid by DenSco and the average interest rates paid on 6-month to 5-year US treasury
securities between 2012 and 2014

2012 t0 2014
Average Interest Rate Paid by DenSco to Investors 12%
Average Interest Rate Paid on 6-Month to 5-Year US Treasury Securities 0.48%
Average Interest Rate Risk Premium Paid by DenSco* 11.52%
Number of Times DenSco Interest Rate Higher Than Treasury Interest Rate®® 25x

DenSco paid interest and returned principal to Investors in the normal course of business through
June 2016.°7 After Mr. Chittick’s death in July 2016, it became clear that (i) the vast majority of

3 federalreserve.gov.

55 12% - 0.48% = 11.52%.
% 12%/0.48% = 25.
57 DenSco QuickBooks data.
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DenSco’s assets were worthless as a result of Mr. Menaged’s frauds and (ii) DenSco was unable
to repay the amounts owed to Investors.*®

4.2“ Income Tax Returns

DenSco did not (i) have its annual financial statements audited, reviewed or compiled by an
accountant and/or (ii) provide its annual financial statements to Investors. DenSco did file annual
income tax returns with the assistance of an accountant, David Preston of Preston CPA, PC (“Mr.
Preston™).

Mr. Chittick made inappropriate accounting entries to hide from Mr. Preston (and anyone else who
saw DenSco’s accounting records and/or income tax returns) the adverse financial effects of Mr.
Menaged’s frauds on DenSco’s financial position.”” Mr. Chittick’s inappropriate accounting
entries resulted in DenSco’s losses being understated and DenSco’s revenues and net worth being
overstated.

Additionally, Mr. Chittick reduced the information that he provided to Mr. Preston over time as
follows:

e For 2011 and 2012, Mr. Chittick provided Mr. Preston with a year-end balance sheet showing
total loans by Borrower and a year-end listing of outstanding loans showing, inter alia, the loan
to value (“LTV”) percentage and unpaid interest on each loan.*°

e For 2013, Mr. Chittick did not provide Mr. Preston with a year-end listing of outstanding loans
showing the LTV percentage and/or unpaid interest on each loan. Mr. Chittick did provide
Mr. Preston with a year-end balance sheet showing total loans by Borrower. The balance sheet
provided to Mr. Preston showed total loans to Mr. Menaged as of December 31, 2013 had
increased to approximately $28.5 million and represented 48.3% of DenSco’s portfolio.®!

e For 2014 and 2015, Mr. Chittick did not provide Mr. Preston with either a year-end balance
sheet showing total loans by Borrower or a year-end listing of outstanding loans showing the
LTV percentage and/or unpaid interest on each loan.%?

Unfortunately, even though Mr. Preston was an Investor as well as DenSco’s accountant, Mr.
Preston did not take note of and/or follow up on the information that he was provided about the
size and concentration of DenSco’s loans to Mr. Menaged as of December 31, 2013. As a CPA
tax preparer, Mr. Preston must comply with standards promulgated by the American Institute of
Certified Public Accountants (“AICPA”). AICPA standards for tax services state:®3

38 Davis Deposition Exhibit 479, Exhibit A, page 11.

% Beauchamp Deposition Exhibit 415 at DIC 9479; Mr. Preston’s January 25, 2019 deposition, page 126.

€ DP 70 to 73; Preston Deposition Exhibit 688 at DP 80 to 85; Preston Deposition Exhibit 689 at DP 132 to 136;
Preston Deposition Exhibit 689 at DP 161 to 166.

1 Preston Deposition Exhibit 690 at DP 218 to 222,

62 Preston Deposition Exhibit 691 at DP 273 to 276; DP 317 to 319.

6 Preston Deposition Exhibit 696.
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“In preparing or signing a return, a member may in good faith rely, without
verification, on information furnished by the taxpayer or by third parties. However,
a member should not ignore the implications of information furnished and
should make reasonable inquiries if the information furnished appears to be
incorrect, incomplete, or inconsistent either on its face or on the basis of other
facts known to the member. Further, a member should refer to the taxpayer’s
returns for one or more prior years whenever feasible.” [emphasis added]

“Even though there is no requirement to examine underlying documentation, a
member should encourage the taxpayer to provide supporting data where
appropriate.” [emphasis added]

Mr. Preston had been provided with Private Offering Memoranda (“POM”) that DenSco had
prepared for Investors for several years.** DenSco’s July 1, 2011 POM states:

“The Company continues to strive to achieve a diverse borrower base by attempting
to ensure that one borrower will not comprise more than 10 to 15 percent of the
total portfolio.”6®

The information provided to Mr. Preston showing Mr. Menaged’s outstanding loans comprised
almost 50% of DenSco’s portfolio as of December 31, 2013 is inconsistent with the 10% to 15%
limit discussed in DenSco’s July 1, 2011 POM. The information on DenSco’s outstanding loans
to Mr. Menaged as of December 31, 2013 was provided to Mr. Preston at some point between
February 11, 2014 (i.e., the date that the report containing this information was printed from
DenSco’s QuickBooks accounting records) and March 14, 2014 (i.e., the date that the page of the
report containing this information was initialed as reviewed by two individuals in Mr. Preston’s
firm).56 If Mr. Preston had noted the size and concentration of DenSco’s outstanding loans to Mr.
Menaged as of December 31, 2013, he may have asked for information on DenSco’s plan to deal
with the exposure to Mr. Menaged and ensured appropriate accounting entries were made from
early 2014 onwards. If Mr. Chittick had been unable to hide the adverse financial effects of Mr.
Menaged’s frauds on DenSco’s financial position for years, DenSco’s losses from Mr. Menaged’s
frauds would likely have been substantially lower.

DenSco’s income tax returns should have shown a deteriorating financial condition as a result of
Mr. Menaged’s frauds. However, as a result of Mr. Chittick’s inappropriate accounting entries,
DenSco’s income tax returns for 2010 through 2015 showed consistent profits and an increasing
net worth on a book value basis as set out below:*’

8 Mr. Preston’s January 25, 2019 deposition, pages 33 to 41.

¢ Beauchamp Deposition Exhibit 432 at BC 2957.

%  Preston Deposition Exhibit 690 at DP 220.

7 DP 2 and 5; Preston Deposition Exhibit 688 at DP 46 and 49; Preston Deposition Exhibit 689 at DP 101 and 104;
Preston Deposition Exhibit 690 at DP 190 and 193; Preston Deposition Exhibit 691 at DP 245 and 248; DP 296
and 299.
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Year Ordinary Business Net Worth (Assets

Income / (Loss) Minus Liabilities)
2010 $140,772 -$310,744
2011 $377,042 $20,046
2012 $1,046,307 $302,584
2013 $1,166,960 $1,069,016
2014 $1,349,671 $3,771,967
2015 $823,780 $4,324,896

4.3 Housing Market Collapse

DenSco suffered significant losses during the housing market collapse. As a result, DenSco’s net
worth on a book value basis was negative at the end of 29 straight months from April 2009 to
August 2011.%8 DenSco’s net worth on a book value basis was worst at the end of May 2010 at
which time it reached approximately negative $0.5 million.

DenSco’s net worth on a book value basis was negative in these months despite many properties
owned by DenSco as a result of loan foreclosures being recorded at above market values. As
DenSco was a cash-basis taxpayer and not required to prepare annual financial statements based
on US generally accepted accounting principles, it did not recognize losses on properties obtained
through loan foreclosures until the properties were sold. DenSco decided to hold and rent, rather
than sell immediately, many properties that it had obtained through loan foreclosures. The number
and value of foreclosed properties owned by DenSco changed annually as follows:

Year Number of Foreclosed Book Value of Foreclosed

Properties Owned in Year® Properties Owned as of Year End™
2007 0 $0
2008 4 Not available
2009 27 $2,957,001
2010 27 $2,943,959
2011 27 $2,859,166
2012 27 $1,433,428
2013 12 $0
2014 0 $0

If DenSco had immediately sold these properties, it would have recorded a loss on the sale equal
to the difference between the amount of the loan and the net value realized from the sale. DenSco’s
income tax returns for 2012 and 2013 show it realized a loss of approximately $1.1 million in these

% DenSco QuickBooks data.

% DenSco QuickBooks data.

" DP 5; Preston Deposition Exhibit 688 at DP 49; Preston Deposition Exhibit 689 at DP 104; Preston Deposition
Exhibit 690 at DP 193; Preston Deposition Exhibit 691 at DP 248. Sterling has not seen DenSco’s income tax
return for 2008.
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years from the sale of the foreclosed properties.”! Sterling has insufficient information to

accurately quantify the loss that DenSco would have recognized if it had sold all properties
immediately after foreclosure in or around 2009. Given the state of the housing market in 2009
and the depreciation recorded by DenSco on these properties in the years that they were owned, it
is likely that DenSco’s loss on sale of these properties would have been substantially higher than
$1.1 million if they had been sold immediately after foreclosure in or around 2009.

As aresult of Mr. Preston’s work on DenSco’s income tax returns, Mr. Preston knew (i) DenSco’s
method of accounting for foreclosed properties that had not been sold, (ii) DenSco had a negative
net worth on a book value basis of over $390,000 as of December 31, 2009 and $310,000 as of
December 31, 2010 before accounting for unrealized losses on foreclosed properties that had not
been sold and (iii) DenSco had a positive net worth of approximately $20,000 on a book value
basis as of December 31, 2011 before accounting for unrealized losses on foreclosed properties
that had not been sold.”

The POMs that DenSco provided to Investors did not (i) contain DenSco’s financial statements,
(i1) disclose DenSco’s net worth on a book value basis and/or (iii) describe DenSco’s accounting
for unrealized losses on foreclosed properties that had not been sold.”” DenSco’s 2011 POM
provided the following information on foreclosed properties that had not been sold:

“The Company presently has three condominiums, 12 houses and a 12-plex that are
all being rented. A professional management company has been retained to manage
these properties. All of these properties are listed to be sold. The rent received is
at or [sic] slight negative to the cost of capital for the Company. It was
Management’s decision to retain these properties rather than sell them and take a
loss. Now that the market has shown some signs of strengthening, it is believed
that these properties can be sold for minimal loss to the Company.””

4.4 Net Worth and Financial Condition

Sterling analyzed DenSco’s net worth and financial condition as of specific dates during the time
that Mr. Menaged was defrauding DenSco according to the Receiver. The Receiver states the First
Fraud began “Sometime in 2011 or 2012” and the Second Fraud began around January 2014.7

4.4.1 December 2011

Sterling is not aware of any documents identifying outstanding loans related to the First Fraud, if
any, as of December 31, 2011. Accordingly, Sterling has no basis to quantify any negative

" $695,177 + $406,614 = $1,101,791. Preston Deposition Exhibit 689 at DP 126; Preston Deposition Exhibit 690
at DP 206.

2 DP 5; Preston Deposition Exhibit 688 at DP 49.

" For example, Beauchamp Deposition Exhibits 431 and 432,

*  Beauchamp Deposition Exhibit 432 at BC 2959. Sterling has not seen any documents showing the basis for Mr.
Chittick’s belief in or around the middle of 2011 that the 27 foreclosed properties could be sold for minimal loss.

7> Davis Deposition Exhibit 479, Exhibit A, pages 7 and 9.
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adjustment to DenSco’s net worth as of December 31, 2011 as a result of the frauds perpetrated by
Mr. Menaged.

DenSco’s 2011 income tax return shows DenSco had a net worth on a book value basis of
approximately $20,000 as of December 31, 2011.7 As discussed earlier in this report, DenSco
held many foreclosed properties as of December 31, 2011 that were subsequently sold for a loss
of approximately $1.1 million in 2012 and 2013. Therefore, DenSco likely had a negative net
worth on a fair value basis as of December 31, 2011 (i.e., its assets were worth less than its
liabilities on a fair value basis).

A negative net worth would not mean that DenSco was certain to fail and/or be unable to repay its
Investors provided it stayed in business. As discussed earlier, DenSco had a negative net worth
on a book value basis for much of 2009, 2010 and 2011 along with unrealized losses on properties
obtained through loan foreclosures. Yet, DenSco was able to stay in business and continue to pay
interest and return investments to Investors as requested.

DenSco’s business concept was to lend short-term to Borrowers at 18% per year and fund the loans
through longer-term Investor notes at 12% per year.”” The 6% interest rate spread was enough to
fund DenSco’s operating costs and cover reasonable losses. For example, on a balance sheet with
$25 million of loans funded by $25 million of notes, DenSco’s 6% spread equals $1.5 million per
year.”®

The compensation that Mr. Chittick paid himself through wages or pension contributions
represented the vast majority of DenSco’s operating costs. Mr. Chittick was able to change his
compensation as he considered appropriate and/or necessary. For example, Mr. Chittick reduced
his compensation to help DenSco during the housing market collapse as summarized in the
following table:”

2007 2008 2009 2010 2011
Wages $111,300 $10,000 $0 $17,868 $154,000
DB Plan $55,000 $5,862 $0 $30,000 $54,948
Profit Sharing $6,678 $9,235 $0 $0 $9,240
Total $172,978 $25,097 $0 $47,858 $218,188

Based on the above, it is unlikely that DenSco’s likely negative net worth as of December 31, 2011
would have caused DenSco to cease operations and/or become unable to repay its Investors if Mr.
Menaged’s frauds had not occurred.

6 Preston Deposition Exhibit 688 at DP 49,

7 Beauchamp Deposition Exhibit 432 at BC 2924; Appendix L.
8 $25 million * 6% = $1.5 million.

7 DenSco QuickBooks data.
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4.4.2 September 2012

An earlier section of this report states (i) Mr. Chittick became aware in September 2012 that there
were multiple instances of Mr. Menaged having outstanding loans from both DenSco and AFG
secured by the same property and (ii) DenSco had nine problem loans totaling approximately $1.5
million in September 2012 as a result of the First Fraud.

There is no income tax return that provides information on DenSco’s net worth on a book value
basis as of September 30, 2012. DenSco’s QuickBooks accounting records show DenSco had a
net worth on a book value basis of approximately $820,000 as of September 30, 2012.%

DenSco held several foreclosed properties as of September 30, 2012 that were subsequently sold
for a loss. Sterling has not seen appraisals or other reliable evidence of the value of the foreclosed
properties held by DenSco as of September 30, 2012. DenSco realized a loss on foreclosed
properties sold after September 30, 2012 of approximately $760,000.8! Additionally, several of
the foreclosed properties were sold within three months of September 30, 2012, which suggests
any change in value between September 30, 2012 and the sale date would likely have been small
for these properties.*? Therefore, Sterling estimated that DenSco had a net worth of approximately
$60,000 on a fair value basis as of September 30, 2012 before adjustments related to Mr.
Menaged’s frauds.®’

The information provided to Sterling on the identified nine problem loans related to the First Fraud
is insufficient to accurately quantify their effect on DenSco’s net worth as of September 30, 2012.
Additional information needed to perform an accurate quantification includes (i) legal opinions or
other reliable evidence showing the relative secured positions of DenSco and AFG in each of the
nine properties and (ii) appraisals or other reliable evidence of the market value of each of the nine
properties as of September 30, 2012.

As discussed earlier in this report, AFG was concerned about its loans and pressured Mr. Menaged
to provide additional/replacement collateral and take other steps to improve AFG’s position. AFG
was concerned that its liens were in second position to DenSco on $1.4 million of loans.®* AFG’s
statement to Mr. Menaged that “You probably used our money to fund those silly furniture stores”
suggests AFG may not have paid the trustee directly on the properties.®> Additionally, DenSco
recorded liens before or on the same day as AFG on some of the nine properties.®® If DenSco was
found to be in first position on any of the nine properties, DenSco would likely not have realized
a loss on the related loans. If DenSco was found to be in second position on any of the nine
properties, DenSco would likely have realized a loss on the related loans. Therefore, reliable

% DenSco QuickBooks data. Mr. Chittick recorded investor interest for the month as of the last day in each month.

Therefore, Sterling used DenSco’s accounting records as of the end of the month in net worth assessments.

81 $58,140 + $104,053 + $71,027 + $65,220 + $53,797 + $406,614 = $758,851. Preston Deposition Exhibit 689 at
DP 126; Preston Deposition Exhibit 690 at DP 206.

82 Preston Deposition Exhibit 689 at DP 126.

8 $820,000 - $760,000 = $60,000.

8  Davis Deposition Exhibit 486, page 2.

8 Davis Deposition Exhibit 488.

8  Davis Deposition Exhibit 496.
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evidence showing the relative secured positions of DenSco and AFG in each property is critical to
accurately quantifying DenSco’s loss on the nine loans as of September 30, 2012.

The market value of the properties as of September 30, 2012 would also significantly affect
DenSco’s loss on the nine loans. The Receiver’s December 23, 2016 status report contains the
following information on one of the nine loans:

“For example, on August 17, 2012, Menaged purchased the property at 20802
North Grayhawk Drive, Unit 1076, (“Grayhawk Property”) for $274,100.00 at a
trustee’s sale. Menaged obtained a loan of $264,100.00 from third party lender,
Active Funding Group, LLC (“Active™), to purchase the property. On August 17,
2012, Menaged sent an email to Chittick indicating he had purchased the property
and requesting a loan in the amount of $250,000.00. DenSco wired $250,000.00 to
Easy’s bank account on August 20, 2012. However, Menaged had already used the
property to secure a $264,100.00 loan from Active. The Receiver has not identified
any evidence indicating that DenSco was aware of Active’s loan on the Grayhawk
Property. According to documents located by the Receiver, Menaged estimated the
value of the Grayhawk Property to be $380,000.00 as of the purchase date.
Therefore, based on Menaged’s own estimation of value, the Grayhawk Property
was over-encumbered by approximately $144,100 [sic] as of August 2012 due to
the fraud perpetrated by Menaged.”¥’

Even assuming DenSco had a second position lien on the Grayhawk Property, DenSco would have
been able to recover approximately $90,000 on its $250,000 loan if Mr. Menaged’s estimate of the
property’s market value was accurate.®®

DenSco’s nine problem loans totaled approximately $1.5 million as of September 30, 2012.
Accordingly, DenSco’s range of loss on the nine loans was between $0 (i.e., DenSco found to be
in first position on all properties) and $1.5 million (i.e., (i) DenSco’s lien found to be in second
position on all properties, (ii) the market value of each property was such that a sale of each
property would generate nothing for the second position lien holder and (iii) DenSco would have
been unable to make any additional recoveries from Mr. Menaged through negotiations and/or
legal actions).®

As stated earlier, DenSco had a net worth of approximately $60,000 on a fair value basis as of
September 30, 2012 before any adjustments for Mr. Menaged’s frauds. It is unlikely that DenSco’s
loss on the nine problem loans would have totaled less than $60,000. Therefore, DenSco likely
had a negative net worth on a fair value basis as of September 30, 2012.

8 Davis Deposition Exhibit 479, Exhibit A, page 8. The over-encumbered amount was $134,100 and not $144,100
based on the stated information (i.e., $380,000 - $264,100 - $250,000 = $134,100).

8 $380,000 (market value) - $26,600 (7% selling costs) - $264,100 (AFG loan) = $89,300.

8 As discussed earlier in this report, Mr. Menaged had unencumbered properties as of September 30, 2012 that he
provided as additional collateral to AFG.
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As discussed earlier, a negative net worth would not mean that DenSco was certain to fail and/or
be unable to repay its Investors provided it stayed in business. DenSco’s portfolio would be able
to produce enough profits and cash flow to pay operating expenses and offset reasonable losses.
Even if DenSco had lost most, if not all, of the $1.5 million outstanding on the nine problem loans
identified in September 2012, it would likely have been a manageable problem for DenSco based
on the millions of dollars of losses that it had already largely worked through related to the housing
market collapse.

Based on the above, it is unlikely that DenSco’s negative net worth as of September 30, 2012
would have caused DenSco to cease operations and/or become unable to repay its Investors if Mr.
Menaged’s frauds had been limited to the nine loans identified at that time.

4.4.3 November 2013

As discussed earlier in this report, Mr. Chittick purportedly became aware of a problem with the
vast majority of DenSco’s outstanding loans to Mr. Menaged on or around November 27, 2013.

There is no income tax return that provides information on DenSco’s net worth on a book value
basis as of November 30, 2013. DenSco’s QuickBooks accounting records show DenSco had a
net worth on a book value basis of approximately $2,380,000 as of November 30, 2013.%

The last foreclosed properties held by DenSco since the housing market collapse were sold in early
November 2013.°! Therefore, there is no need to make any adjustment to DenSco’s net worth as
of November 30, 2013 for foreclosed properties held since the housing market collapse.
Accordingly, DenSco had a net worth of approximately $2,380,000 on a fair value basis as of
November 30, 2013 before adjustments related to Mr. Menaged’s frauds.

Because DenSco had significantly expanded its lending to Mr. Menaged in 2013, DenSco’s
outstanding loans to Mr. Menaged totaled approximately $25.4 million and represented
approximately 46% of DenSco’s portfolio as of November 30, 2013.”2 According to information
provided by Mr. Chittick in April 2014, the First Fraud problem discussed between Mr. Chittick
and Mr. Menaged in late November 2013 initially affected 186 loans with a total value of
approximately $25 million (i.e., substantially all of the outstanding loans to Mr. Menaged at that
time).”?

Sterling does not have enough information to accurately quantify the effect of the 186 problem
loans on DenSco’s net worth as of November 30, 2013. Additional information needed to perform
an accurate quantification includes (i) legal opinions or other reliable evidence showing the relative
secured positions of DenSco and other lenders in each property, (ii) appraisals or other reliable
evidence of each property’s market value as of November 30, 2013 and (iii) reliable evidence

% DenSco QuickBooks data. Mr. Chittick recorded investor interest for the month as of the last day in each month.

Therefore, Sterling used DenSco’s accounting records as of the end of the month in net worth assessments.
1 Preston Deposition Exhibit 690 at DP 193 and 206.
%2 DenSco QuickBooks data.
% Beauchamp Deposition Exhibit 406.
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showing the outstanding balance including interest owed by Mr. Menaged to lenders other than
DenSco on each property as of November 30, 2013.

DenSco’s range of loss on the 186 problem loans was between $0 (i.e., DenSco found to be in first
position on all properties) and approximately $25 million (i.e., (i) DenSco’s lien found to be in
second position on all properties, (ii) the market value of each property was such that a sale of
each property would generate nothing for the second position lien holder and (iii) DenSco would
have been unable to make any additional recoveries from Mr. Menaged or other lenders through
negotiations and/or legal actions).

Other lenders claimed that their funds, as opposed to DenSco’s funds, had been used to purchase
most of the 186 properties and, as a result, their liens were superior to DenSco’s liens.”* Based on
this and the other available information, it is likely that the adverse adjustment to DenSco’s net
worth related to the 186 problem loans would have been substantially more than $2,380,000, which
would mean that DenSco had a negative net worth on a fair value basis as of November 30, 2013.

The scale of the problem purportedly identified in late November 2013 was significantly larger
than the one DenSco had faced as a result of the housing market collapse. Unless DenSco’s liens
were found to be in first position on most of the outstanding loans to Mr. Menaged and/or Mr.
Menaged had been able to obtain many millions of dollars from other sources to reimburse
DenSco:

¢ DenSco’s financial condition as of November 27, 2013 was substantially worse than its
financial condition as of September 30, 2012.

e DenSco was likely facing losses as of November 27, 2013 that could not be solved through a
few years’ profits and cash flow on the performing portion of its portfolio.

e DenSco likely had a substantial negative net worth on a fair value basis and was insolvent as
of November 27, 2013.

4.4.4 January 2014

As discussed earlier in this report, Mr. Chittick provided Mr. Beauchamp in early January 2014
with some, albeit incomplete and misleading, information on Mr. Menaged and the First Fraud
problem. Mr. Chittick informed Mr. Beauchamp that he had agreed a plan to address the problem
with Mr. Menaged and they had been implementing the plan for around a month.

DenSco’s 2013 income tax return shows a net worth on a book value basis of approximately
$1,070,000 as of December 31, 2013.%> DenSco’s net worth on a book value basis had decreased
by approximately $1,310,000 between November 30, 2013 and December 31, 2013.*° Major

®  Schenck Deposition Exhibit 53 at CH 1446 and 1447.
% Preston Deposition Exhibit 690 at DP 193.
% $2,380,000 - $1,070,000 = $1,310,000.
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reasons for the substantial decrease in DenSco’s net worth on a book value basis in December
2013 were (i) the recording of compensation expense for Mr. Chittick of over $1.1 million in
December and (ii) a reduction in interest income of over $0.3 million between November and
December.”” Based on Mr. Chittick’s recording of a substantial compensation expense in
December 2013 for his services, he had decided to take a different approach in late 2013 than he
took during the housing market collapse when he reduced his compensation expense to help
DenSco as detailed earlier in this report. Mr. Chittick may have taken a different approach because
he knew that DenSco’s problems in late 2013 were far worse than the problems it had faced during
the housing market collapse. A later section of this report details the funds that Mr. Chittick
invested into DenSco and withdrew from DenSco by month from December 2013 onwards.

The Receiver’s workpapers provided to Sterling contain an Excel workbook entitled “Analysis of
Menaged Loans as of 01.09.14 — Property Details”.”® Based on the Receiver’s analysis and other
available information, Sterling determined:

e DenSco had 204 loans to Mr. Menaged totaling approximately $29.0 million and representing
approximately 51% of DenSco’s portfolio as of January 9, 2014.%

¢ DenSco’s loans to Mr. Menaged had increased by $3.6 million between November 30, 2013
and January 9, 2014.

e 173 of the 204 properties underlying DenSco’s loans to Mr. Menaged also had a loan from
another lender as of January 9, 2014,!%

e The 173 DenSco loans to Mr. Menaged related to properties with two liens totaled
approximately $23.3 million as of January 9, 2014.1%1

e The second lender on 113 of the 173 DenSco loans related to properties with two liens was
AFG (i.e., the same lender involved in the nine problem loans identified in September 2012).'92

e DenSco had made 15 loans to Mr. Menaged totaling approximately $2.8 million between early

December 2013 and early January 2014 for the full purchase price of the underlying property

or more.!%3

°7  DenSco QuickBooks data.

%8 Davis Deposition Exhibit 535.

% Davis Deposition Exhibit 535; DenSco QuickBooks data.

190 Davis Deposition Exhibit 535.

101 Davis Deposition Exhibit 535.

122 Davis Deposition Exhibit 535.

103 Davis Deposition Exhibit 535. For example, DenSco had lent Mr. Menaged (i) $150,000 on December 3, 2013
against a property purchased on December 2, 2013 for $116,500 and (ii) $125,000 on December 11, 2013 against
a property purchased on December 10, 2013 for $97,000.
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e DenSco had made seven loans to Mr. Menaged totaling over $1 million between late December
2013 and early January 2014 related to properties that were not owned by Mr. Menaged.'%

Sterling has insufficient information on the 204 properties underlying DenSco’s loans to Mr.
Menaged as of January 9, 2014 to accurately quantify the effect on DenSco’s net worth if DenSco
had stopped doing business with Mr. Menaged on January 9, 2014. Additional information needed
to perform an accurate quantification includes (i) legal opinions or other reliable evidence showing
the relative secured positions of DenSco and other lenders in each property, (ii) appraisals or other
reliable evidence of each property’s market value as of January 9, 2014 and (iii) reliable evidence
showing the outstanding balance including interest owed by Mr. Menaged to lenders other than
DenSco on each property as of January 9, 2014.

Sterling estimated DenSco’s loss if it had stopped doing business with Mr. Menaged on January
9, 2014 based on the following assumptions:

e A decision by DenSco to stop doing business with Mr. Menaged as of January 9, 2014 would
have resulted in the 204 properties being sold.

e DenSco’s lien was in second position on all loans with two liens.

e The outstanding balance including interest due to lenders other than DenSco on each property
was the loan amount shown on the Receiver’s analysis.!%

e The sales price of each property would have been the actual sales price for that property nearest
in time to January 9, 2014 according to the Receiver’s analysis.!%

e Selling costs on each property would been equal to at least 4% of the sales price.

e DenSco would have been unable to make any additional recoveries from Mr. Menaged and/or
other lenders through negotiations and/or legal actions.

Sterling’s estimate of DenSco’s loss based on the above assumptions totals approximately $17.7
million as detailed in Appendix M. Accordingly, DenSco likely had a substantial negative net
worth on a fair value basis as of January 9, 2014.

The scale of DenSco’s problem as of January 9, 2014 was significantly larger than the one it had
faced as a result of the housing market collapse. Unless DenSco’s liens were found to be in first
position on most of the outstanding loans to Mr. Menaged and/or Mr. Menaged had been able to
obtain many millions of dollars from other sources to reimburse DenSco:

1% Davis Deposition Exhibit 535. These loans represented the start of the Second Fraud,

195 Davis Deposition Exhibit 535.

19 Davis Deposition Exhibit 535. For example, (i) Sterling assumed a sales price of $100,000 for a property that
had been purchased on May 10, 2011 for $71,400 and sold on August 6, 2014 for $100,000 and (ii) Sterling
assumed a sales price of $168,000 for a property purchased on January 6, 2014 for $168,000 and sold on August
29, 2014 for $205,000.
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¢ DenSco’s financial condition as of January 9, 2014 was even worse than its financial condition
as of November 27, 2013.

¢ DenSco was likely facing losses as of January 9, 2014 that could not be solved through a few
years’ profits and cash flow on the performing portion of its portfolio.

e DenSco likely had a substantial negative net worth on a fair value basis and was insolvent as
of January 9, 2014.

4.5 Mr. Chittick’s Investments and Withdrawals

Appendix N details the net funds invested and withdrawn by Mr. Chittick by month and
cumulatively from December 2013 to June 2016. The analysis underlying Appendix N considers
funds invested and/or withdrawn by Mr. Chittick in multiple ways (e.g., equity investments and
distributions, note purchases and withdrawals, note interest payments, wage payments and
retirement contribution payments). For example, if Mr. Chittick received wages of $0.2 million
and made net note purchases of $0.2 million in the same month, there would be no net funds
invested or withdrawn in that month. Appendix N shows:

e Mr. Chittick made net withdrawals of over $2.5 million from DenSco between December 1,
2013 and June 30, 2016 on a cumulative basis.

e The three months in which Mr. Chittick made the highest net withdrawals from DenSco were
April 2014, December 2014 and April 2015.

Mr. Chittick’s net withdrawals of over $2.5 million from DenSco after November 30, 2013
compounded DenSco’s problems.

4.6 Zone of Insolvency

An article entitled “Fiduciary Duties & the ‘Zone’ of Insolvency” published in The Bankruptcy
Strategist states:

“Despite the serious implication of expanding the scope of the fiduciary duties to
creditors into the pre-insolvency status of a corporation, courts have given
surprisingly little guidance on defining the ‘zone’ of insolvency.

In other contexts, courts have historically utilized two definitions of insolvency: the
so-called equity definition and the balance sheet definition. Under the equity
insolvency definition, a corporation is insolvent when it is unable to pay its debts
as they become due in the ordinary course of business. See, e.g., Shakey’s, Inc. v.
Caple, 855 F. Supp. 1035, 1042-43 (E.D. Ark. 1994); Parkway/Lamar Partners,
L.P. v. Tom Thumb Stores, Inc., 877 S.W.2d 848, 850 (Tex. Ct. App. 1994),
rehearing overruled (July 12, 1994), writ denied (Dec. 1, 1994).
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Under the balance sheet insolvency definition, insolvency occurs when liabilities
exceed the reasonable market value of assets held. See, e.g., In re Koubourlis, 869
F.2d 1319, 1321 (9th Cir. 1989); Clarkson Co. Ltd. v. Shaheen, 660 F.2d 506, 513
(2d Cir. 1981), cert. denied, 455 U.S. 990 (1982).

Consistent with the genesis of the doctrine (protecting creditors), it appears that
courts analyzing fiduciary duties in troubled companies will apply the equitable
insolvency test. At least one court has stated that the concept of ‘zone’ of
insolvency refers to the extent of the risk that creditors will not be paid, rather than
to balance sheet insolvency. In re Ben Franklin Retail Stores, Inc., 225 B.R. 650,
655 (Bankr. N.D. Ill. 1998). See also Credit Lyonnais, 1991 WL 277613 at 34 n.55
(stating ‘vicinity of insolvency’ exists where [a] corporation was balance sheet
solvent, but where there was a risk that creditors would not be paid).

However, unfortunately, virtually no guidance exists in defining the ‘vicinity’ or
‘zone’ of insolvency itself. It does seem evident that a corporation may be in the
‘zone’ of insolvency despite having a functioning solvent operation if the risk of
future non-payment to creditors is sufficiently evident. Indeed, the greater the risk
to creditors, the more likely a court -- with the benefit of hindsight -- will conclude
that the corporation was in the vicinity of insolvency and that fiduciary duties were
owed to creditors.”!%7

A treatise entitled “The Ponzi Book, A Legal Resource for Unraveling Ponzi Schemes” states that
the court concluded in Official Committee of Bond Holders of Metricom, Inc. v. Derrickson, 2004
US Dist. LEXIS 19497, at *9 (N.D. Cal. Feb. 25, 2004) that:

“...the ‘zone of insolvency’ is ‘a poorly defined state that may exist when ‘the
corporation cannot generate and/or obtain enough cash to pay for its projected
obligations and fund its business requirements for working capital and capital
expenditures with a reasonable cushion to cover the variability of its business needs
over time.’ 1%

As discussed in earlier sections of this report:

e DenSco likely had a negative net worth on a fair value basis in most, if not all, months from
early 2009 onwards.

¢ DenSco had demonstrated the ability to pay its Investors on time in many months when it had
a negative net worth on a fair value basis.

107 “Fiduciary Duties & the ‘Zone’ of Insolvency” Anup Sathy and Marc Carmel, The Bankruptcy Strategist, April
2001, kirkland.com.

198 The Ponzi Book, A Legal Resource for Unraveling Ponzi Schemes, Kathy Bazoian Phelps, Hon. Steven Rhodes,
LexisNexis, 2012, page 7-23.
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¢ Investors did not require to know DenSco’s net worth or see its financial statements before
investing.

¢ DenSco paid Investors a return on their investments that was substantially higher than the
return Investors could earn on risk-free investments.

Furthermore, a financial professional, Mr. Preston, did not withdraw his own $100,000 investment
in DenSco and/or his mother-in-law’s $100,000 investment in DenSco even though he knew (i)
DenSco had a negative net worth of hundreds of thousands of dollars on a book value basis at the
end of both 2009 and 2010 and (ii) DenSco did not write down the foreclosed properties that it
held to market value until the properties were sold. In October 2011, Mr. Preston increased his
investment in DenSco by $60,000 and allowed his mother-in-law to increase hers by $100,000
even though the most recent income tax return that he had prepared for DenSco showed a negative
net worth on a book value basis of over $320,000.'%

The concentration of DenSco’s loans to Mr. Menaged first exceeded the 10% to 15% discussed in
the 2011 POM on or around January 31, 2013. It is unclear what amount and/or concentration of
lending to Mr. Menaged would have caused Investors to withdraw their funds from DenSco. It is
likely that Investors would have been significantly concerned if they had been informed in or
around November 2013 of the First Fraud problem affecting approximately half of DenSco’s loans
as Mr. Chittick purportedly was.

Based on what Mr. Chittick knew about DenSco’s financial condition and assuming Mr. Menaged
would not be able to obtain many millions of dollars from other sources to reimburse DenSco,
DenSco would likely have become unable to generate and/or obtain enough cash to pay for its
projected obligations and fund its business requirements with a reasonable cushion at some point
between January 31, 2013 and November 27, 2013.

4.7 Receiver’s Solvency Analysis

The Receiver’s 2016 status report includes a solvency analysis and states DenSco became
insolvent in December 2012.'1% The Receiver’s solvency analysis is of minimal, if any, use in this
lawsuit for multiple reasons including:

e The Receiver’s solvency analysis ignores the fact that DenSco’s net worth on a fair value basis
was negative in many months and years before December 2012 as discussed earlier in this
report.

e The Receiver’s solvency analysis is focused entirely on the balance sheet insolvency definition
and ignores the equity insolvency definition, which is important in DenSco’s situation for
reasons discussed earlier in this report.

1% DenSco QuickBooks data; DP 4; Mr. Preston’s January 25, 2019 deposition, pages 24 and 25.
Y0 Davis Deposition Exhibit 479, Exhibit A, pages 10 and 11 and Exhibit 1.
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e DenSco was highly profitable in 2012 generating a profit in excess of $1 million after paying
over $4.4 million in interest to Investors and paying over $550,000 in compensation to Mr.
Chittick.!!!

e The profits generated by DenSco in 2013 would have been enough to eliminate the negative
net worth of approximately $320,000 as of December 31, 2012 shown in the Receiver’s
solvency analysis but-for the frauds perpetrated by Mr. Menaged in 2013.

e A reliable analysis of DenSco’s solvency status as of December 31, 2012 according to the
balance sheet definition should be based on the facts and circumstances existing as of that date.

e The Receiver did not analyze DenSco’s solvency status as of December 31, 2012 based on
reliable evidence of the facts and circumstances existing as of that date including:

o The market value of the properties underlying DenSco’s loans to Mr. Menaged as of
December 31, 2012.

o The relative position of the liens held by DenSco and other lenders on the properties as of
December 31, 2012.

o The outstanding balance including interest owed by Mr. Menaged to lenders other than
DenSco on each property as of December 31, 2012,

o DenSco’s ability to recover any losses on properties with two loans from other assets
owned by Mr. Menaged as of December 31, 2012.

e The Receiver concluded DenSco was insolvent based on the balance sheet definition as of
December 31, 2012 after adjusting the valuation of four loans. The four adjustments made by
the Receiver are speculative and inappropriate for multiple reasons including:

o The four adjustments made by the Receiver were not based on the facts and circumstances
as of December 31, 2012. In fact, the four adjustments made by the Receiver were based
on decisions made by Mr. Chittick in the second half of 2014 and the first half of 2015
(ie., at a time that Mr. Chittick was advancing funds to Mr. Menaged beyond the limits
documented in the Forbearance Agreement as discussed earlier in this report).

o One of the four adjustments made by the Receiver in arriving in his negative net worth
estimate of approximately $320,000 as of December 31, 2012 related to the Grayhawk
Property discussed earlier in this report. The Receiver’s solvency analysis includes an
adjustment to write off 100% of DenSco’s $250,000 loan on the Grayhawk Property on the
date that it was made in August 2012. The Grayhawk Property can be used to illustrate
some of the problems with the Receiver’s adjustments.

11 DenSco’s QuickBooks data; Preston Deposition Exhibit 689 at DP 101.
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o The Receiver’s status report provides the following information on the situation around the
time that DenSco made its loan on the Grayhawk Property:

“...on August 17, 2012, Menaged purchased the property at 20802 North
Grayhawk Drive, Unit 1076, (“Grayhawk Property”) for $274,100.00 at a
trustee’s sale. Menaged obtained a loan of $264,100.00 from third party
lender, Active Funding Group, LLC (“Active™), to purchase the property.
On August 17, 2012, Menaged sent an email to Chittick indicating he had
purchased the property and requesting a loan in the amount of $250,000.00.
DenSco wired $250,000.00 to Easy’s bank account on August 20, 2012,
However, Menaged had already used the property to secure a $264,100.00
loan from Active. The Receiver has not identified any evidence indicating
that DenSco was aware of Active’s loan on the Grayhawk Property.
According to documents located by the Receiver, Menaged estimated the
value of the Grayhawk Property to be $380,000.00 as of the purchase date.
Therefore, based on Menaged’s own estimation of value, the Grayhawk
Property was over-encumbered by approximately $144,100 [sic] as of
August 2012 due to the fraud perpetrated by Menaged.”!!?

o DenSco’s lien may have been superior to AFG’s lien on the Grayhawk Property because
(i) DenSco’s lien was filed earlier than AFG’s lien on the Grayhawk Property and (ii) AFG
was concerned about its exposure and that its funds had been used by Mr. Menaged for
purposes other than purchasing properties.!’* If so, there should be no downward
adjustment to DenSco’s $250,000 loan on the Grayhawk Property in August 2012.

o Evenifit is assumed that DenSco’s lien was in second position on the Grayhawk Property,
a more accurate estimate of the appropriate adjustment as of August 2012 is $134,100 as
opposed to $250,000 based on the available contemporaneous market value estimate.

o For the Receiver’s write down of $250,000 in August 2012 on the Grayhawk Property to
have been correct, it would have required (i) DenSco’s lien to have been in second position,
(ii) overestimations of the market value of the Grayhawk Property in August 2012 by Mr.
Menaged, DenSco and AFG and (iii) the actual market value of the Grayhawk Property in
August 2012 to be around $100,000 less than Mr, Menaged’s estimate.

4.8 DenSco’s Financial Sitnation Summary

Based on the above and information discussed elsewhere in this report:

e The interest rate paid by DenSco to Investors contained a large risk premium and was many
times higher than the interest rates paid on risk-free securities.

112 Davis Deposition Exhibit 479, Exhibit A, page 8. The over-encumbered amount was $134,100 and not $144,100
based on the stated information (i.e., $380,000 - $264,100 - $250,000 = $134,100).
'3 Davis Deposition Exhibits 488 and 496.
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Investors did not require to know DenSco’s net worth or see its financial statements before
investing.

DenSco suffered significant losses during the housing market collapse which resulted in
DenSco’s net worth being negative on a fair value basis for most, if not all, of 2009, 2010 and
2011.

DenSco would not have had enough funds to repay its Investors in full if it had been liquidated
in several years from 2009 onwards as a result of losses suffered in the housing market
collapse.

DenSco was not liquidated in or around 2009 and was able to continue in business paying
Investors a 12% annual return on their investments in each year.

DenSco demonstrated an ability to pay its Investors on time in many months when it had a
negative net worth on a fair value basis.

As a result of DenSco’s improving financial performance in 2010, 2011 and 2012, DenSco
would have been able to work its way through the losses it had suffered in the housing market
collapse and remain in business but-for the frauds perpetrated by Mr. Menaged.

DenSco likely had a negative net worth on a fair value basis as of September 30, 2012 as a
result of the nine problem loans related to Mr. Menaged’s frauds identified in September 2012.

It is unlikely any negative net worth on a fair value basis that DenSco had as of September 30,
2012 as aresult of Mr. Menaged’s frauds would have caused DenSco to cease operations and/or
become unable to repay its Investors if Mr. Menaged’s frauds had been stopped at that time.

Based on what Mr. Chittick knew about DenSco’s financial condition and assuming Mr.
Menaged would not be able to obtain many millions of dollars from other sources to reimburse
DenSco, DenSco would likely have become unable to generate and/or obtain enough cash to
pay for its projected obligations and fund its business requirements with a reasonable cushion
at some point between January 31, 2013 and November 27, 2013.

The scale of DenSco’s problem as of November 27, 2013 and January 9, 2014 was significantly
Jarger than the one it had faced as a result of the housing market collapse.

Unless DenSco’s liens were found to be in first position on most of the outstanding loans to
Mr. Menaged and/or Mr. Menaged had been able to obtain many millions of dollars from other
sources to reimburse DenSco:

o DenSco was likely facing losses as of November 27, 2013 and January 9, 2014 that could
not be solved through a few years’ profits and cash flow on the performing portion of its
portfolio.
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5.

o DenSco likely had a substantial negative net worth on a fair value basis and was insolvent
as of November 27, 2013 and January 9, 2014.

DenSco’s accountant failed to spot and/or follow up on warning signs in information provided
to him in connection with the preparation of DenSco’s 2013 income tax returns.

If DenSco’s accountant had followed up on warning signs in information provided to him in
connection with the preparation of DenSco’s 2013 income tax returns, (i) Mr. Chittick may
have been unable to hide the adverse financial effects of Mr. Menaged’s frauds on DenSco’s
financial position for years and (ii) DenSco’s losses from Mr. Menaged’s frauds may have
been substantially lower.

Mr. Chittick made inappropriate accounting entries from around December 2013 onwards to
hide the financial effects of Mr. Menaged’s frauds on DenSco’s financial position.

Receiver’s Economic Damage Claims

A disclosure statement states the Receiver’s economic damage claims include the following along

with prejudgment interest thereon:

114

Description Amount
$5 Million Workout Loan $13,656,807
$1 Million Workout Loan $1,002,533
Non-Workout Loans $28,332,300
Clark Hill Fees $163,702
Total $43,155,342

The economic damage claims in the Receiver’s disclosure statement are overstated for multiple
reasons including:

5.1 January 2014 Relationship Termination

The Receiver’s disclosure statement states:

“Had Clark Hill properly advised DenSco during the first week of January 2014,
DenSco would have severed its relationship with Menaged, not made any new loans
to Menaged, sought to rescind the initial Lobo losses, and not suffered the losses
set forth in the attached schedule. Alternatively, had Clark Hill properly advised
DenSco about documenting the non-workout loans, DenSco would not have
suffered losses on the loans made after the second Lobo loan.”'"”

14 “Plaintiff’s Fifth Supplemental Disclosure Statement” dated November 14, 2018, pages 133 to 136.
115 “Plaintiff’s Fifth Supplemental Disclosure Statement” dated November 14, 2018, page 135.
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The Receiver’s damages theory assumes Defendants would have been able to convince Mr.
Chittick to take different actions in January 2014 if they had “properly advised” him. Mr. Chittick
had already decided on a plan and started to implement the plan before he met with Mr. Beauchamp
in January 2014. Sterling has not analyzed Defendants’ ability to change Mr. Chittick’s mind in
January 2014 about how he would deal with DenSco’s problems and/or conduct future business
with Mr. Menaged.

Even if it is assumed that Defendants would have been able to persuade Mr. Chittick to sever
DenSco’s relationship with Mr. Menaged in the first week of January 2014, the First Fraud had
already been completed and the Second Fraud had already started by this time. Sterling estimated
the losses that DenSco would have realized if the relationship with Mr. Menaged had been severed
as of January 9, 2014 at approximately $17.7 million. The economic damage claims in the
Receiver’s disclosure statement omit an offset for this. Therefore, the economic damage claims
in the Receiver’s disclosure statement are overstated.

5.2 Net Loss from Frauds

The Receiver’s status report dated December 22, 2017 states:

“Based on the Receiver’s extensive analysis of Menaged’s bank records, DenSco’s
bank records, and DenSco’s QuickBooks data, the Receiver determined that
Menaged paid DenSco approximately $15,328,635 in interest over the course of his
borrowing relationships with DenSco. The Receiver subtracted the total interest
paid by Menaged to DenSco ($15,328,635) from Menaged’s loan balance
($46,288,983) and determined that DenSco’s net loss from Menaged’s fraudulent
activities is approximately $30,960,348.

The Receiver negotiated a Settlement Agreement in which the Menageds consented
to the entry of a nondischargeable civil judgment in favor of the Receiver in the
amount of $31,000,000 and an agreement that Menaged will cooperate with the
Receiver’s ongoing investigation into activities relating to DenSco. On August 8,
2017, the Receiver filed a Petition for Order Approving Settlement Agreement with
Yomtov Scott Menaged and Francine Menaged (see Petition No. 32). The
Receivership Court signed the Order approving the Menaged Settlement
Agreement on August 11, 2017.

Accordingly, on September 5, 2017, the Bankruptcy Court awarded the Receiver a
nondischargeable judgment in the amount of $31,000,000 plus post-judgment
interest. The Receiver recorded the judgment with the Maricopa County Recorder
on October 3, 2017.7116

16 Davis Deposition Exhibit 534, Exhibit A, page 7.
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Based on the above, the Receiver determined in 2017 that DenSco’s net loss from Mr, Menaged’s
fraudulent activities was approximately $31 million. Accordingly, the upper limit of the
Receiver’s claims related to actions that allegedly would have prevented DenSco from suffering
losses related to Mr. Menaged’s frauds should be $31 million. Furthermore, DenSco had incurred
a loss of approximately $17.7 million related to Mr. Menaged’s frauds by January 9, 2014 as
discussed earlier. Therefore, DenSco’s incremental net loss related to Mr. Menaged’s frauds after
January 9, 2014 is much lower than $31 million.

The economic damage claims in the Receiver’s disclosure statement totaling approximately $43.2
million are substantially larger than both (i) the Receiver’s estimate of DenSco’s total net loss from
Mr. Menaged’s frauds and (ii) DenSco’s incremental net loss related to Mr. Menaged’s frauds after
January 9, 2014. Therefore, the economic damage claims in the Receiver’s disclosure statement
are overstated.

5.3 Net Loss by Investors

The Receiver’s status report dated December 23, 2016 states:'!’

“There are multiple methods of calculating investor losses in investment fraud
schemes. One method commonly used in receiverships is the net investment
method, in which cash payments to investors are considered the return of principal.
This method is consistent with the calculation of a theft loss described in Revenue
Ruling 2009-9 and Revenue Procedure 2009-20. For the purposes of this
discussion, the Receiver excluded the three (3) DenSco investment accounts held
by Chittick.

Since DenSco was otherwise operating a functioning hard money lending business
prior to the First Fraud, the Receiver proposes that accrued but unpaid interest dated
prior to the date of insolvency should be considered principal, and any cash
withdrawals after the date of insolvency should be considered the return of
principal. Investor balances as of December 31, 2012 totaled $39,790,901.56.
DenSco paid out a net total of $10,277,170.78 in cash to investors from January 1,
2013 forward.”

“Under this methodology, twenty-one (21) DenSco investors are net investment
‘winners’” who received cash in excess of their net investment balance as of the date
of insolvency. All of the net investment ‘winners’ withdrew their investment
balances during the period from the date of insolvency through June 30, 2016. In
total, these net investment ‘winners’ received $2,397,734.99, while the 114 net
investment ‘losers’ have a combined net investment loss of $31,911,465.77.”

7 Davis Deposition Exhibit 479, Exhibit A, page 12.
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“Both Revenue Ruling 2009-9 and Revenue Procedure 2009-20 require that
investors account for potential recoveries that may offset a portion of their losses,
including future recoveries received from the receivership.

As mentioned above, the net investment ‘losers’ have a combined balance of
$31,911,465.77. Based on the funds recovered by the Receiver to date, the
expenses incurred to date, and the Receiver’s estimation of future recoveries, the
Receiver anticipates distributing approximately 20% of the net investment losses
incurred by net investment ‘losers.””

Based on the above, the Receiver estimated in December 2016 that net investment losers have a
combined loss of approximately $31.9 million before recoveries and approximately $25.5 million
after recoveries.'!® The Receiver’s most recent status report dated March 11, 2019 states
distributions to approved DenSco creditors so far total $7 million and represent approximately
22.3% of approved claims.!’ This shows the Receiver has already exceeded his initial recovery
estimate of 20%. The net investment loss is $24.9 million based on the distributions so far and
will be reduced further by future distributions.!?

The economic damage claims in the Receiver’s disclosure statement totaling approximately $43.2
million are substantially larger than the net investment loss suffered by Investors according to the
Receiver. Therefore, the economic damage claims in the Receiver’s disclosure statement are
overstated.

5.4 Potential Future Distributions/Recoveries

The Receiver’s most recent status report dated March 11, 2019 states the Receiver currently has

approximately $1.6 million in cash as well as potential future recoveries from several individuals
and entities other than Defendants including:'?!

e Mr. Menaged and his bankruptcy estate

e Mr. Chittick’s estate

e Net investment winners from the Ponzi scheme
e Banks involved in the cashier’s check scheme
e AFG

¢ One DenSco borrower other than Mr. Menaged

U8 $31,911,466 * 80% = $25,529,173.

119 Receiver’s March 11, 2019 status report, page 4.

120 $31,911,466 - $7,000,000 = $24,911,466.

121 Receiver’s March 11, 2019 status report, pages 1 to 15.
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The Receiver’s most recent status report does not include an estimate of total expected future
recoveries from sources other than Defendants and/or total expected future distributions.

Any damage claim in this lawsuit should subtract some, if not all, of the expected future
distributions and/or recoveries from individuals and entities other than Defendants. The economic
damage claims in the Receiver’s disclosure statement include no offset for this and are overstated.

5.5 Non-Parties at Fault

Defendants claim many “...persons or entities, who are not parties to this action, caused or
contributed to all or part of the damages alleged by Plaintiff in this case.”'?* Earlier sections of
this report discuss a few of the individuals and entities that, according to Defendants, (i)
participated in the frauds on DenSco, (ii) failed to take proper actions and/or (iii) failed to spot
warning signs.

Sterling understands an appropriate damage award against Defendants, if any, should take account
of the relative contribution of all individuals and entities. For example, earlier sections of this
report state that (i) AFG and/or Mr. Chittick may have caused all losses suffered by DenSco related
to Mr. Menaged after September 2012 and (ii) JP Morgan Chase Bank and US Bank were involved
in the cashier’s check scheme that was part of the Second Fraud.

The economic damage claims in the Receiver’s disclosure statement include no offset for the
relative contribution of individuals and entities other than Defendants. Therefore, the economic
damage claims in the Receiver’s disclosure statement are overstated.

5.6 Workout Loan Balances

The economic damage claims in the Receiver’s disclosure statement include the balances in the
Work Out 5 Million and Work Out 1 Million QuickBooks accounts.!??

The Receiver’s December 23, 2016 status report states:

“As of the date of the receivership, DenSco’s books and records report two (2)
unsecured receivables due from Menaged, including $13,336,807.24 classified as
‘Work Out 5 Million” and $1,002,532.55 classified as “Work Out 1 Million,” for a
total of $14,339,339.79. The loans recorded in these workout loan categories relate

122 “Defendants’ Notice of Non-Parties at Fault” dated June 7, 2018, page 1.

122 The economic damage claims in the Receiver’s disclosure statement include a higher amount than the balance in
the Work Out 5 Million account because the Receiver excluded $0.4 million of interest income paid by Mr.
Menaged that was used by Mr. Chittick to reduce the balance in this account (“Plaintiff’s Fifth Supplemental
Disclosure Statement” dated November 14, 2018, Appendix A at RECEIVER 1336). The Receiver’s exclusion
of the $0.4 million reduction is inconsistent with the Receiver’s decision to give Mr. Menaged credit for all interest
that he had paid DenSco in determining the net loss from the fraud.
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to overages on properties that date back to August 2012 and the First Fraud through
November 2013.7124

The Receiver’s statement that the “...loans recorded in these workout loan categories relate to
overages on properties that date back to August 2012 and the First Fraud through November 2013”
is consistent with Sterling’s opinion that DenSco had already suffered substantial losses on these
loans before the January 9, 2014 meeting involving Mr. Beauchamp.

Under the Receiver’s theory that Defendants should have been able to convince Mr. Chittick to
sever DenSco’s relationship with Mr. Menaged in January 2014, Sterling’s analysis shows
DenSco’s losses would have been approximately $17.7 million (i.e., more than the balances in the
two QuickBooks accounts in the middle of 2016).

Based on the above, the balances in the two QuickBooks accounts do not represent damages
suffered as a result of Alleged Actions by Defendants in January 2014.

5.7 Prejudgment Interest

The Receiver claims prejudgment interest is applicable on all four components of economic
damages identified in the disclosure statement (i.e., $5 Million Workout Loan, $1 Million Workout
Loan, Non-Workout Loans and Clark Hill Fees).!?> Sterling understands prejudgment interest is
only applicable under certain circumstances and subject to the determination of the court.

The Alleged Actions did not cause economic damages in the amounts identified in the disclosure
statement for reasons discussed in earlier sections of this report. Furthermore, the economic
damages resulting from the Alleged Actions are not liquidated or a sum certain. Numerous
assumptions are needed to estimate how, if at all, the losses suffered by DenSco and/or its Investors
would have differed from the realized amounts if Defendants had acted differently.

5.8 Receiver’s Economic Damage Claims Summary

Based on the above and information discussed elsewhere in this report:

e The economic damage claims in the Receiver’s disclosure statement are substantially
overstated for several reasons.

¢ The economic damages resulting from the Alleged Actions, if any, are not liquidated or a sum
certain.

e Numerous assumptions are needed to estimate how, if at all, the losses suffered by DenSco
and/or its Investors would have differed from the realized amounts if Defendants had acted
differently.

124 Davis Deposition Exhibit 479, Exhibit A, page 9.
125 “Plaintiff’s Fifth Supplemental Disclosure Statement” dated November 14, 2018, pages 133 to 136.
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6. Signature

Sterling may update this analysis if further information is provided and/or additional analysis is
performed.
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David R. Perry CPA/ABV/CFF, CDFA, FCA

Summary

Mr. Perry is President and Founder of Sterling Group LLC. He is a Certified Public Accountant,
Accredited in Business Valuation, Certified in Financial Forensics, Certified Divorce Financial
Analyst and a British Chartered Accountant. He has over 30 years of experience in accounting
and finance and has primarily focused on damage calculations, financial investigations and
business valuations for the last 20 years. He has analyzed companies in numerous industries and
been based in the major financial capitals of New York, London and Singapore. He received the
highest score in Arizona when he took the examination to become a Certified Public Accountant.

Commercial Disputes

Mr. Perry has been engaged on numerous occasions to perform economic analyses, investigations,
business valuations and damage calculations related to commercial disputes.

Many of the commercial disputes in which Mr. Perry is hired involve breach of contract
claims. Others involve various claims such as defamation, fraud, professional malpractice, breach
of fiduciary duty and employment law violations. He has been hired to calculate damages suffered
by businesses in numerous industries, including multiple cases with more than $100 million at
stake.

Mr. Perry has worked on hundreds of commercial disputes including ones in which he:

¢ Analyzed the losses experienced by multiple real estate developments due to the lack of a
wastewater treatment plant.

e Determined the damages suffered by a business as a result of alleged defamation over a multi-
year period.

¢ Assessed the damages in a contract dispute related to video games owned by a major Japanese
corporation.

e Analyzed multiple large electronic data files in a wage and hour employment class action
involving a financial institution.

e Performed financial analysis to resolve disputes between various physician groups and a
diagnostic imaging services provider.

¢ Analyzed whether a real estate developer had improperly charged development expenses to a
homeowners’ association.

e Calculated lost profits in a contract dispute related to the production of an organic beverage.
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Analyzed the commercial feasibility of a cleaning machine and the damages related to alleged
breaches of a contract.

Determined the loss in value of a distributor as a result of alleged actions taken by a
manufacturer.

Determined the damages in a lawsuit against an insurance carrier related to mold contamination
in an apartment complex.

Assisted a Stanford law professor to determine whether certain companies had complied with
various federal and state statutes.

Assessed the adequacy of reserves held by a homeowners’ association at the time of a change
in the association’s control.

Calculated damages in a dispute between two large insurance brokerage firms.

Determined lost profits in a dispute between a homebuilder and a large publicly-traded mining
company.

Calculated damages incurred by a manufacturing company as a result of a fire at one of its
production facilities.

Valued a sports bar in connection with a dispute between a franchisee and franchisor.

Identified misstatements in financial statements used as the basis for a large corporate
acquisition and the related damages.

Analyzed thousands of legal invoices in connection with a dispute between an insured and
multiple insurers.

Analyzed the damages incurred by the buyers of a business as a result of alleged professional
malpractice.

Identified fund flows and business relationships in a dispute about alleged international money
laundering and fraud.

Determined the present value of utility infrastructure bonds in connection with an alleged
securities act infringement.

Quantified damages in a dispute involving the delayed development of a master-planned
community.
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Valued the business of a homebuilder in connection with a lawsuit with a homeowners’
association.

Analyzed misstatements in financial statements used to calculate the earn-out payments after
an acquisition.

Calculated damages in a lawsuit involving an alleged oral contract and analyzed if the alleged
contract was commercially reasonable.

Analyzed millions of records in multiple databases in connection with a lawsuit alleging failure
to make commission payments.

Assessed what percentage of the change in value of a chiropractic business was caused by
alleged professional malpractice.

Intellectual Property

Mr. Perry has 20 years of experience calculating damages in intellectual property disputes. He has
worked on many cases involving patents, copyrights, trademarks and trade secrets. He has
performed numerous calculations of plaintiffs’ lost profits, defendants’ gained profits and
reasonable royalties.

Examples of Mr. Perry’s intellectual property experience include:

In a patent case involving email technology, Mr. Perry issued an expert report and provided
testimony explaining (i) errors in the opposing expert’s damage calculation and (ii) the
appropriate way to calculate damages. Mr. Perry’s expert report and opinions formed the basis
of a successful motion to exclude against the opposing expert.

In a patent case involving successful casino table games, Mr. Perry issued an expert report and
provided testimony on the plaintiff’s damages. The court awarded damages in the exact
amount shown in Mr. Perry’s expert report.

In a patent case involving internet search technologies, Mr. Perry issued multiple expert reports
on damages suffered by the patent holder as a result of alleged infringement by an industry-
leading internet search provider.

In a patent case involving a product renewal method used by an industry-leading web services
provider, Mr. Perry issued multiple expert reports. Mr. Perry’s expert reports identified errors
in the opposing expert’s damage calculations and described the appropriate way to calculate
damages.
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¢ In two patent and trade secret cases involving golf tee time booking systems, Mr. Perry issued
an expert report and determined the damages suffered by the intellectual property owners.

¢ Inacopyright case involving software used by major electronic payment processors, Mr. Perry
issued multiple expert reports and provided testimony. Mr. Perry’s expert reports identified
errors in the opposing expert’s calculations and explained his own damage assessment.

¢ In a copyright and trade secret case involving software used in online courses offered by two
Silicon Valley companies, Mr. Perry issued multiple expert reports and provided testimony.
Mr. Perry’s expert reports identified errors in the opposing expert’s calculations and explained
his own damage assessment.

¢ In a copyright case involving alleged unauthorized copying by a law firm, Mr, Perry issued an
expert report discussing the revenues received by the law firm from the alleged improper acts.

e Inatrademark case involving online and brick and mortar sales by an industry leading tire and
wheel retailer, Mr. Perry issued four reports and provided testimony. Mr. Perry’s expert
reports identified errors in the opposing expert’s calculations and explained his own damage
assessments.

¢ In a trade secret case involving two large insurance brokers, Mr. Perry issued an expert report.
Mr. Perry’s expert report identified errors in the opposing expert’s calculations and explained
his own damage assessments.

Other intellectual property disputes that Mr. Perry has worked on involve such items as golf clubs,
agricultural equipment, casino slot machines, outdoor patio products, pest control products, quality
improvement methodologies, office products, health products, software products, mining industry
equipment, and customer lists.

Individual Claims

Mr. Perry is regularly engaged to calculate the present value of economic losses allegedly suffered
by individuals and/or to comment on calculations performed by other experts.

Mr. Perry’s economic loss assessments are used to help resolve employment, medical malpractice,
personal injury and wrongful death disputes.

Examples of the types of analysis that Mr. Perry has performed on numerous occasions related to
claims brought by individuals include:

o Determine the present value of lost earnings in an alleged wrongful termination case based on

the difference between the plaintiff’s expected earnings in the position from which he was
dismissed and his expected earnings from replacement position.
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e Calculate the present value of lost earnings and household services in an alleged wrongful
death case considering the deceased’s future income and personal consumption if he had lived
longer.

e Rebut calculations of the present value of an individual’s lost earnings, future medical costs
and household services prepared by another expert related to a work-related accident.

e Assess the present value of economic losses suffered by an individual as a result of alleged
medical malpractice after considering available information and the reports of medical and
vocational experts.

Marital Dissolution

Mr. Perry is frequently engaged in marital dissolution matters to value closely-held businesses and
conduct forensic accounting.

Mr. Perry has several credentials (i.e., Accredited in Business Valuation, Certified in Financial
Forensics and a Certified Divorce Financial Analyst) that are useful in marital dissolution matters.

Mr. Perry’s marital dissolution experience includes engagements in which he:
¢ Critiqued another expert’s opinions about the value of an executive’s alleged book of business,
which resulted in a Court finding "...Mr. Perry’s criticism of the [other expert’s] approach was

well-founded and very persuasive.”

e Prepared charts and spreadsheets that tracked the flow of funds over time and allowed the
attorney and his client to understand where certain community monies had gone.

e Valued a multi-million-dollar business that cleans the tools used to manufacture microchips in
connection with a marital dissolution.

e Reviewed accounting and public records for numerous inter-related corporations and
partnerships to determine the marital community’s interest in each entity.

¢ Critiqued a valuation of a design business prepared by another expert and prepared a report
correcting the other expert’s errors.

e Valued over ten billion dollars of interests in public and private telecommunications companies
as part of a divorce proceeding.

e Assisted an attorney in preparing for multiple depositions in a complex divorce involving
multiple business entities.
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* Analyzed documents to determine whether substantial obligations reported by one spouse were
actual debts and/or community liabilities.

Business Improvement

Mr. Perry has managed numerous business improvement projects for large corporations and
institutions. Mr. Perry’s business improvement experience includes engagements in which he:

¢ Managed a team of business analysts and computer programmers to design and implement a
customer/product information system in over 30 countries.

¢ Designed and implemented a management information system that provided information on
revenues, costs and risks for a business that trades foreign exchange and interest rate products.

e Managed a team to perform an Operational Review of the second-largest bank in Romania and
present findings to officials of the World Bank and European Commission.

¢ Performed a key role in the restructure of the US operations of a major international bank to
eliminate duplicate and non-core businesses and increase profitability.

e Managed due diligence assignments for companies seeking to expand in the UK and Eastern
Europe and presented comprehensive reports to management and directors.

¢ Analyzed the benefits, costs and risks of alternative general ledger options for a large US bank,
which resulted in higher quality financial reporting and significant cost savings.

e Managed the design and implementation of risk management processes for the US operations
of a major international bank resulting in an improved grading by the Federal Reserve Board.

e Prepared a Business Continuity Plan for a complex $30 million business.

e Managed the audit of one of the world’s largest banks that involved work in over 30 countries,
analysis of complex transactions and direct communication with federal regulators.

e Audited many companies in numerous industries during eight years with a Big-Four public
accounting firm.

e Performed numerous investigations involving fraud, conflict of interests, internal controls and
compliance with established policies and procedures.

¢ Analyzed the derivative portfolios and related risk management controls of numerous banks in
the United Kingdom and United States.
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Professional History

Sterling Group President Scottsdale
The Kenrich Group Vice President Phoenix
Sterling Group President Scottsdale
Lancaster Consulting Principal Consultant Phoenix

Standard Chartered Bank  Vice President - Finance New York and Singapore

KPMG Senior Manager London, Houston and New York
Professional Credentials

Certified Public Accountant (Honored for highest score in Arizona on CPA examination).
Accredited in Business Valuation.

Certified in Financial Forensics.

Certified Divorce Financial Analyst.

Fellow of the Institute of Chartered Accountants of England and Wales.

Professional Affiliations

American Institute of Certified Public Accountants.

Arizona Society of Certified Public Accountants.

Institute for Divorce Financial Analysts

National Association of Forensic Economics

Education and Training

Bachelor’s degree in Physics from London University in England (Highest Honors).
Post-graduate studies in accounting leading to Chartered Accountant qualification.

Numerous technical skills and management development courses in the U.K. and U.S.
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Testimony Experience

Cannabis Renaissance Group, LLC, et al. v. Fennemore Craig, PC, et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: February 13, 2019

Appell, et al. v. Lane & Ehrlich, Ltd., et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: October 30, 2018

Ritchie Capital Management, LLC, et al. v. Dentons US LLP
Circuit Court of Cook County, Illinois
Date of deposition testimony: June 15, 2018

L-3 Communications Corporation, et al. v. Serco Inc.
United States District Court, Eastern District of Virginia
Date of deposition testimony: November 8, 2017

Arizona Oncology Associates, PC v. Nelson
Arbitration in Phoenix, Arizona

Date of deposition testimony: August 4, 2017

Dates of arbitration testimony: August 24 and 25, 2017

Porterfield, et al. v. Hanson Aggregates LLC, et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: April 11, 2017

Westminster Securities Corporation, et al. v. Uranium Energy Corporation, et al.
United States District Court, Southern District of New York
Dates of deposition testimony: February 23, 2017 and June 27, 2017

Chu, et al. v. Dam, et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: June 14, 2016

Cable Shopping Network, LLC v. AOR Direct, LLC
Maricopa County Superior Court, Arizona
Date of hearing testimony: March 17, 2016

Wyle Inc., et al. v. ITT Corp. et al.

Supreme Court of the State of New York, County of New York
Date of deposition testimony: March 2, 2016
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Appendix A
Sterling Group LLC
David R. Perry CPA/ABV/CFF, CDFA, FCA

Nelson v. Ellis, et al.

Maricopa County Superior Court, Arizona

Date of deposition testimony: February 24, 2016
Date of trial testimony: September 28, 2016

GoDaddy.com, LLC v. RPost Communications Limited, et al.
United States District Court, District of Arizona
Date of deposition testimony: January 25, 2016

Atkins, et al. v. Snell & Wilmer LLP, et al.

Maricopa County Superior Court, Arizona

Dates of deposition testimony: September 28, 2015 and November 4, 2015
Dates of trial testimony: October 19 and 20, 2016

In the Matter of the Estate of Robert Mazet, IT1
Maricopa County Superior Court, Arizona
Date of deposition testimony: July 30, 2015

Garcia v. Troon South Investments, LLC, et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: June 15, 2015

Fuciarelli v. City of Scottsdale
United States District Court, District of Arizona
Date of deposition testimony: June 5, 2015

Canyon Communications, LLC v. Grand] Corporation, et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: April 29, 2015

Giannosa v. Arthur J. Greene Construction Co.
Circuit Court of Cook County, Illinois
Date of deposition testimony: April 10, 2015

Rahn v. City of Scottsdale
Maricopa County Superior Court, Arizona
Date of deposition testimony: March 19, 2015

Crawford v. Freeman

Maricopa County Superior Court, Arizona
Date of deposition testimony: March 13, 2015
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Sterling Group LLC

David R. Perry CPA/ABV/CFF, CDFA, FCA

Johnson vs. Johnson, et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: January 6, 2015

Agostino v. Bridgewater Marketing LLC, et al.
Maricopa County Superior Court, Arizona
Date of hearing testimony: December 3, 2014

Strojnik v. Roadrunner Glass Company, et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: November 21, 2014

Abel Commercial Ventures, LLC, et al. v. Southwest Next Partners, et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: November 4, 2014

Estate of Steven Edward Lewis, et al. v. Lycoming, ¢t al.
United States District Court, Eastern District of Pennsylvania
Date of deposition testimony: June 10, 2014

Princeton Payment Solutions, LLC v. ACI Worldwide, Inc., et al.
United States District Court, Eastern District of Virginia
Date of deposition testimony: December 11, 2013

Knight Transportation, Inc., et al. v. Baldwin & Lyons, Inc., et al.
United States District Court, District of Arizona
Dates of deposition testimony: October 16 and 17, 2013

Edwards Family Trust and Edwards Family Great Grandchildren’s Trust
Maricopa County Superior Court, Arizona
Date of trial testimony: September 30, 2013

Wilson v. PNC Mortgage, et al.
Maricopa County Superior Court, Arizona
Date of trial testimony: June 19, 2013

Macey & Aleman, et al. v. Simmons, et al.
United States District Court, Northern District of 1llinois, Eastern Division
Date of deposition testimony: October 25, 2012

Kelsey v. Boyd, et al.

Maricopa County Superior Court, Arizona
Date of deposition testimony: September 25, 2012
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David R. Perry CPA/ABV/CFF, CDFA, FCA

AKH Company, Inc. v. The Reinalt-Thomas Corporation d/b/a Discount Tire, et al.
United States District Court, Central District of California
Date of deposition testimony: September 24, 2012

Haney v. BNSF Railway Company
Coconino County Superior Court, Arizona
Date of deposition testimony: April 27, 2012

Kolomitz v. BNSF Railway Company
Maricopa County Superior Court, Arizona
Date of deposition testimony: December 6, 2011

Landmark Towers Condominium Association v. Carlyle/CP Landmark Towers, LP, et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: September 15, 2011

Aardema, et al. v. Northwest Dairy Association, et al.

District Court for Fifth Judicial District of State of Idaho, County of Twin Falls
Date of deposition testimony: September 9, 2011

Dates of trial testimony: June 18, 19 and 26, 2012

Winckler v. BNSF Railway Company
Maricopa County Superior Court, Arizona
Date of deposition testimony: April 7, 2011
Date of trial testimony: March 29,2018

Black v. BNSF Railway Company

Maricopa County Superior Court, Arizona
Date of deposition testimony: January 12, 2011
Date of trial testimony: March 28, 2013

Davis v. BNSF Railway Company
Maricopa County Superior Court, Arizona
Date of deposition testimony: January 11, 2011

Aguilar v. Macayo Restaurants, LLC
Maricopa County Superior Court, Arizona
Date of deposition testimony: October 8, 2010

Phoenix Benefits, Inc., et al. v. Spellicy, et al.

Arbitration in Phoenix, Arizona
Date of arbitration testimony: September 28, 2010
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David R. Perry CPA/ABV/CFF, CDFA, FCA

Garcia v. Regis Corporation
United States District Court, District of Arizona
Date of deposition testimony: July 27, 2010

Arizona Heart Institute v. Kresock
Arbitration in Scottsdale, Arizona
Date of arbitration testimony: June 28, 2010

York v. Blue Line Equipment, LL.C, et al.
Arbitration in Phoenix, Arizona
Date of arbitration testimony: June 15, 2010

Wellements, Inc. v Kan-Pak, Inc.

Arbitration in Wichita, Kansas

Date of deposition testimony: September 10, 2009
Date of arbitration testimony: February 12, 2010

Sahakian v. STATS ChipPAC, Inc., et al.
United States District Court, District of Arizona
Date of deposition testimony: May 29, 2009

SK Ranch Homeowners Association v. KB Home Phoenix, Inc., et al.
Pinal County Superior Court, Arizona
Date of deposition testimony: March 5, 2009

TWA Restaurant Group, Inc. v. 3 Base, Inc., et al.
Arbitration in Phoenix, Arizona
Date of arbitration testimony: February 19, 2009

Kawar v. JPMorgan Chase
United States District Court, District of Arizona
Date of deposition testimony: January 28, 2009

Unzueta, et al v. Brundage-Bone Concrete Pumping, Inc., et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: December 10, 2008

Smith v. BNSF Railway Company

Maricopa County Superior Court, Arizona
Date of deposition testimony: July 2, 2008
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David R. Perry CPA/ABV/CFF, CDFA, FCA

Marquette Equipment Finance, LLC v. Rowe Fine Furniture, Inc., et al.
United States District Court, Eastern District of Virginia
Date of deposition testimony: February 23, 2008

Mirage Crossing Resort Casitas HOA, Inc. v. Mirage Homes Construction, Inc. et al.
Maricopa County Superior Court
Date of deposition testimony: July 12, 2007

Abbett, et al v. Terravita Corp., et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: March 1, 2007

Advante, et al. v. Mintel, et al.
United States District Court, Northern District of California
Date of deposition testimony: February 8, 2007

Allen, et al v. Del Webb’s Coventry Homes, Inc., et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: January 19, 2007

Eagle Mountain Community Association v. Eagle Mountain Investors, LLC
Maricopa County Superior Court, Arizona

Date of deposition testimony: June 28, 2006

Date of trial testimony: July 19, 2006

Lefkowitz v. CIGNA, et al.
Maricopa County Superior Court, Arizona
Date of deposition testimony: March 30, 2006

Shuffle Master, Inc. v. Awada, et al.
United States District Court, District of Nevada
Date of deposition testimony: March 1, 2006

Geraci v. Schimweg, et al.
Arbitration in Phoenix, Arizona
Date of deposition testimony: January 21, 2005

Blakemore v. Blakemore

Maricopa County Superior Court, Arizona

Date of deposition testimony: October 15, 2004

Date of trial testimony: October 18, 2004 and October 19, 2004
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David R. Perry CPA/ABV/CFF, CDFA, FCA

Barnett v. CIGNA
United States District Court, District of Arizona
Date of trial testimony: August 20, 2004

Brake Masters Systems, Inc. v. Shajari, et al.
Arbitration in Phoenix, Arizona
Date of arbitration testimony: May 11, 2004

North American Enterprises v. McLeodUSA
Maricopa County Superior Court, Arizona
Date of deposition testimony: March 16, 2004
Date of trial testimony: April 6, 2004

Brake Masters Systems, Inc. v. Castillo, et al.
Arbitration in Tucson, Arizona
Date of arbitration testimony: March 10, 2004

Lewis v. Smith, et al.

United States District Court, District of Arizona

Date of deposition testimony: June 25, 2003

Brake Masters Systems, Inc. v. Diehl, et al.

Arbitration in Tucson, Arizona

Date of arbitration testimony: May 6, 2002

Autumn Creek Associates et al. v. TIG Insurance Company
Lawsuit in Phoenix, Arizona

Date of deposition testimony: February 27, 2001

Publications (last ten years)

None
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Appendix B
Davis v. Clark Hill PLC, et al.
Documents Considered

. Court Filings

“Complaint” dated October 16, 2017
“Answer” dated January 8, 2018

“Notice of Services of Preliminary Expert Opinion Declaration” dated March 9, 2018 and
declaration of Mark T. Hiraide

“Plaintiff’s Initial Disclosure Statement™ dated March 9, 2018 and Exhibits A through E
“Defendants’ Initial Rule 26.1 Disclosure Statement” dated March 9, 2018

“Scheduling Order” dated May 16, 2018

“Defendants’ Notice of Non-Parties at Fault” dated June 7, 2018

“Plaintiff’s Fourth Disclosure Statement™ dated July 11,2018

“Plaintiff’s Fifth Disclosure Statement” dated November 14, 2018 and Appendix A

. Transcripts and Exhibits:

Transcript from Mr. Menaged’s October 20, 2016 rule 2004 examination and Exhibits 1 to 12
Transcript from Mr. Menaged’s December 8, 2017 interview/deposition

Exhibits 1 to 102 to Mr. Schenck’s June 19, 2018 deposition

Exhibits 103 to 197 and 199 to 436 to Mr. Beauchamp’s July 19, 2018 deposition

Exhibits 437 to 452 to Ms. Hauer’s August 22, 2018 deposition

Exhibits 453 to 470 to Mr. Sifferman’s August 31, 2018 deposition

Transcript from Mr. Davis’ November 16, 2018 deposition and Exhibits 471 to 550
Transcript from Mr. Koehler’s December 17, 2018 deposition and Exhibits 647 to 662

Transcript from Mr. Preston’s January 25, 2019 deposition and Exhibits 681 to 696
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Appendix B
Davis v. Clark Hill PLC, et al.
Documents Considered

3. Documents labeled:
e BC 1959t0 1962, 1965 to 1978, 2013, 2021 to 2025, 2912 to 2981 and 3074 to 3093

e CH46t049,212 to 227, 245 to 265, 368 to 376, 513 to 523, 636, 708 to 710, 803 to 810, 816
to 818, 828 to 850, 914, 956 to 968, 1015 to 1021, 1087 to 1091, 1129 to 1130, 1135 to 1136,
1176 to 1182, 1224 to 1227, 1410 to 1418, 1433, 1445 to 1465, 1494 to 1499, 1502 to 1503,
1574 to 1575, 1595, 1606 to 1618, 1632 to 1654, 1672 to 1686, 1689, 1758, 1787 to 1803,
1807 to 1815, 1819 to 1835, 1928, 1930 to 1953, 2014, 2017 to 2021, 2024 to 2032, 2045 to
2132,2308 to 2317, 2321 to 2322, 2338 to 2340, 2405, 2503, 2507 to 2540, 2591 to 2608,
2611 to 2629, 2673 to 2679, 2739 to 2774, 2825 to 2827, 2887 to 2923, 2935 to 2981, 3609 to
3627, 3696 to 3715, 3746 to 3782, 3869 to 3871, 4202 to 4204, 4206 to 4207, 4294 to 4314,
4324 to 4332, 4886 to 4890, 5221 to 5226, 5263 to 5265, 5289 to 5291, 5451 to 5453, 5550,
5728, 5790 to 5807, 5916 to 5920, 6376 to 6379, 6381 to 6383, 6655, 6694 to 6708, 7183 to
7186, 8016 to 8024, 8028 to 8045, 8054 to 8066, 8320 to 8343, 8361 to 8369, 8434 to 8437,
8445 to 8447, 8475 to 8487, 8940 to 8942, 8985 to 8987, 9027 to 9030, 9195 to 9196, 9219 to
9222,9714 to 9715, 9889, 10087, 10225 to 10226, 10228 to 10229, 10243 to 10244, 10357 to
10358, 10428 to 10432, 10474 to 10483, 11140 to 11145, 13387 to 13393, 13481 to 13487,
13617 to 13623, 14215 to 14217, 14225 to 14227, 14538 to 14542, 14572 to 14575, 14585 to
14588, 14596 to 14599, 14625, 14634 to 14641, 14682 to 14693, 15071 to 15073, 17997 to
18010 and 18012 to 18013

e CHIT 1to 19, 1879 to 1880 and 1885 to 1886
e D 100857 to 100930, 127389 to 127405, 134585 to 134598 and 147529 to 150198

e DIC 53 to 69, 942, 965 to 1032, 1158 to 1167, 2357 to 2424, 2445, 3336 to 3338, 3340 to
3342, 3344 to 3418, 3427 to 3442, 3481 to 3483, 3486 to 3487, 3490 to 3491, 3495 to 3575,
3612 to 3620, 3633 to 3634, 3637 to 3639, 3655 to 3657, 3660 to 3661, 3667 to 3668, 3693 to
3696, 5382 to 5387, 5395, 5398 to 5407, 5410 to 5411, 5413 to 5414, 5418 to 5425, 5427 to
5437, 5439 to 5442, 5444 to 5447, 5550 to 5553, 5558 to 5567, 6050, 6177, 6203 to 6208,
6219 to 6220, 6236 to 6244, 6261 to 6263, 6266 to 6269, 6272 to 6288, 6322 to 6326, 6330 to
6331, 6334 to 6335, 6340 to 6341, 6346 to 6347, 6364 to 6365, 6371 to 6372, 6384 to 6385,
6388 to 6389, 6397 to 6398, 6402 to 6403, 6420 to 6421, 6429 to 6431, 6435 to 6436, 6441 to
6442, 6449 to 6450, 6452 to 6453, 6458, 6462 to 6463, 6465 to 6468, 6495 to 6496, 6504 to
6506, 6516 to 6518, 6526, 6533 to 6536, 6539 to 6540, 6549 to 6550, 6552 to 6553, 6558 to
6559, 6568 to 6569, 6576 to 6581, 6590 to 6599, 6607, 6611 to 6614, 6625 to 6630, 6651 to
6653, 6663 to 6664, 6676 to 6681, 6686 to 6690, 6695, 6702 to 6704, 6757 to 6758, 6761 to
6763, 6790 to 6791, 6797 to 6798, 6803 to 6806, 6822 to 6823, 6831 to 6836, 6847 to 6850,
6874 to 6876, 6879 to 6880, 6894 to 6895, 6904 to 6909, 6911 to 6914, 6931 to 6960, 6963 to
6966, 6976 to 6978, 6992 to 7002, 7012 to 7014, 7017 to 7019, 7028 to 7029, 7032 to 7033,
7037 to 7041, 7061 to 7062, 7070 to 7071, 7074 to 7076, 7084 to 7087, 7094 to 7096, 7102 to
7107, 7125 to 7126, 7152, 7221 to 7222, 7293, 7313 to 7314, 7324 to 7327, 7512 to 7515,
7521 to 7525, 8049, 8063, 8579 to 8581, 8584 to 8590, 8639, 8653 to 8656, 8660 to 8800,
8802 to 8945, 8950 to 9019, 9315 to 9318, 9462 to 9500, 9519 to 9522, 9528, 9565 to 9570,

Page 2 of 4



Appendix B
Davis v. Clark Hill PLC, et al.
Documents Considered

9575 to 9584, 9587 to 9590, 9596 to 9598, 9610 to 9611, 9620 to 9621, 9632 to 9634, 9636 to
9645, 9678 to 9685, 9702 to 9704, 9771 to 9778, 9825 to 9829, 9840 to 9844, 9874 to 9879,
9904 to 9907, 9932 to 9936, 9939 to 9946, 10017 to 10022, 10035 to 10039, 10042, 10065 to
10068, 10071 to 10079, 10111 to 10115, 10125 to 10126, 10134 to 10136, 10140 to 10143,
10150 to 10151, 10157 to 10158, 10160 to 10161, 10220 to 10221, 10228 to 10233, 10237 to
10244, 10248, 10264 to 10265, 10328, 10341 to 10342, 10460 to 10461, 10463 to 10464,
10469 to 10473, 10481 to 10483, 10486 to 10503, 10509 to 10511, 10522 to 10523, 10527 to
10528, 10544 to 10562, 10609 to 10610, 10731 to 10834, 10894, 10896, 10900 to 10912,
10914 to 10934, 10936 to 10941, 10943 to 10948, 10950 to 10952, 10955 to 10959, 10970,
10976, 10993 to 11005, 11018 to 11025, 11051 to 11054, 11104 to 11113, 11128 to 11136,
11212 to 11217, 11255 to 11265, 11339 to 11342, 11356 to 11357, 11362, 11367 to 11368,
11373 to 11375, 11391 to 11399, 11416 to 11417, 11427 to 11428, 11444, 11507 to 11508,
11513 to 11516, 11626, 11665 to 11667, 11813 to 11815, 11830 to 11833, 11836 to 11838,
11851 to 11854, 11861 to 11863, 11892 to 11894, 11897 to 11902, 11918 to 25330, 37682 to
37687, 37694 to 37699, 52993 to 52994, 53951 to 57145 and 70481 to 70840

e DOCID 58039 to 58040, 60449, 62190, 62697, 65266 to 65267, 66228, 67119, 68100 to
68103 and 71543 to 71544

e DP 1 to 534 and 594 to 601

e RECEIVER 1 to 176, 190 to 204, 1308 to 1324, 1326 to 1327, 1340 to 1345, 1479, 1549 to
1551 and 1566 to 1573

e R-RFP-Response 792 to 816 and 917

. Documents without Bates numbers:

e DenSco QuickBooks files

e Documents with description “Box 148 - Docs supporting Receiver’s solvency analysis”

o September 2012 emails related to multiple properties with two loans

o Bills, billing information and engagement letters related to Mr. Preston’s work for DenSco
e Letter from Geoffrey Sturr to John DeWulf dated January 17, 2018

e “Petition No. 71 — Petition for Order Approved Receiver’s Status Report dated March 15,
2019 and attached Status Report dated March 11, 2019

e “The Ponzi Book — A Legal Resource for Unraveling Ponzi Schemes” Kathy Bazoian Phelps
& Hon. Steven Rhodes, LexisNexis, 2012
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Appendix B
Davis v. Clark Hill PLC, et al.
Documents Considered

. Information from:

e aicpa.org

e denscoreceiverl.godaddysites.com
e federalreserve.gov

® irs.gov

e kirkland.com

s prestoncpa.biz
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