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Please take notice that William E. Leonard as Receiver for the various xélan-related entities

hereby files this Initial Preliminary Report of the Receiver.
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Dated:  November 24, 2004
WILLIAM A
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INITIAL PRELIMINARY REPORT OF RECEIVER

The Temporary Receiver respectfully submits this initial report to advise the Court of his
preliminary observations and findings. Given the limited time the Receiver has had to assess the
situation and issues it is important to note the preliminary nature hereof.

1. On November 3, 2004, the Honorable Thomas J. Whelan signed an order entering a
Temporary Restraining Order and appointing William A. Leonard as Temporary Receiver over
several x¢lan related entities. On information and belief the order was served on all U.S. parties and
has been served on numerous financial institutions wherein estate funds may be located. The
Temporary Receiver was to take possession of the assets identified in Exhibit A to the Temporary
Restraining Order (Exhibit 1 to this report)-and to secure the premises wh.ere the defendants
maintained records that were the subject of the Order. The assets identified in Exhibit 1 included,
“all property” held by the defendants and listed 47 known accounts at several financial institutions.

2. Upon commencement of the Temporary Receivership, William A. Leonard entered
the San Diego offices of the defendants and systematically inventoried the fixed assets on the |
premises. That inventory is attached as Exhibit 2 to this report. The Receiver then personally
contacted the financial institutions to verify that funds on deposit were frozen and to value those
assets. A list of identified accounts is attached as Exhibit 3 hereto. Efforts to identify property are
ongoing and are detailed in the remainder of this initial report. In conjunction with the
commencement of the TRO the United States Government served a search warrant on the xélan
premises at 401 West A Street, Suite 2210. The Receiver has procured a detailed inventory of the
seized items and fully cooperated with the agents while they were on site and thereafter.

BACKGROUND

3. The civil action was brought by the United States against the above named defendants
for fraud and for the enjoinment of schemes designed to evade tax liabilities.
11/
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4, xélan, Inc.,' is a California corporation that was established to provide financial
counseling services 10 doctors. The xélan companies began with the formation of The Economic
Association of Health Professionals (“EAHP” or “Association”) circa mid-1970. EAHP was
established as an association for member doctors to which xélan, Inc. marketed its financial planning
services (and later the financial products of other xélan companies). The Association and the
company sponsored financial education seminars for doctors and researched and developed planning
structures to help the members prevent losses of pre-retirement income to disability, death and
income taxes.

During 1975, xélan, Inc. began to recruit and frain financial counselors to implement the
financial plans prepared forrthe member doctors. In 1999 xélan’s Founder and Chairman, L. Donald
Guess, DMD, described the program as follows: “These xélan Tax Reduction Plans created
individualized financial structures that limited doctors’ income tax losses to lifestyle cost needs and
allocated remaining pre-tax surplus earnings to deductible savings plans.” 1999 xélan Annual
Review p. 1, Exhibit 4 hereto. More recently it has been said that these xélan “Capital Accumulation
and Capitél Distribution Plans” were designed to create individual financial structures that prevented
losses of earnings due to pre-retirement death or disability and to “unnecessary” income taxes and
investment risk, and allocated pre-tax surplus earnings to deductible retirement plans. When doctors
joined the Association, they would pay a membership fee and certain annual dues. Payment of these
fees would entitle the member to xélan, Inc.’s financial planning services as set forth above. xélan,
Inc. would design a written financial plan .for‘the specific member, recommending certain financial
strategies tailored to that member. These included recommendations for income protection,
insurance, investments and qualified retirement planning and charitable giving. This plan was
provided to the financial counselor for explanation to the doctor. The doctor could then retain the
financial counselor to implement the plan. Those financial counselors worked under contract with

xélan, Inc. (and later the other xélan companies described below).

! Judge Dalzell in his opinion concerning certain xélan tax issues noted that “xélan, ... like ‘e.e. cummings’ eschews
capitalization ...” Cohen v, United States 306 F. Supp. 2d 495, 497 fn | (E.D. Pa 2004). According to xélan promotional
material: “In 1974 the name xélan was adopted for the Economic Association of Health Professionals membership
program, combining ‘x’, the individual’s savings required to finance lifestyle costs through life expectancy with “élan’,
the French word meaning a lifestyle of personal freedom.” 1999 Annual Review p. | {Exhibit 4 attached).

3 :ODMAPCDOCS\PCDOCS230956M\
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Over time, purportedly at the request of Association members, xélan, Inc’s management
expanded the services available, specifically in the area of life, health and disability insurance,
pension services, investment services, and charitable giving services. During 1999, the Securities
Exchange Commission (SEC) audited xélan’s operations, and objected to the variety of functions
being performed by a single entity. For example, x€lan, Inc. was preparing financial plans; xélan
Insurance Services was selling the insurance called for in the plans,.and xélan Investment Services
was selling the investments called for in the plans. These entities were not all separately
incorporated at the time. The SEC informed xélan that it needed to comply with certain additional
regulations regarding the custody of investment funds (such as obtaining monthly audited financial
statements, etc), or restructure in a way that would avoid the perceived conflicts.

The business was therefore restructured by creating separate entities for the planning and
investment management functions that were subject to particular licensing or regulatory
requirements.

5. The Complaint of the United States, filed under seal on October 4, 2004, alleges that
the defendants have been operating a number of schemes to defraud members of the public - medical
doctors, in particular - by soliciting their participation in a number of purported insurance,
retirement, investment, and charitable giving arrangements. The Complaint alleges that these
arrangements are not what they purport to be, but have been established and used for purposes other
than as presented to the doctors. The Complaint further alleges that the defendants have also
established and used these schemes to defraud the Unites States of taxes, by establishing, selling and
maintaining non-tax-deductible retirement savings plans in the guise of tax-deductible insurance and
charity programs.

The Complaint alleges that the defendants had been aggressively soliciting medical doctors
around the country to participate in schemes that the defendants represented to prospective
participants to be legal methods to amass savings for retirement, with pre-tax dollars. These
programs involved alleged supplemental insurance arrangements, that purported to provide
supplemental insurance to corporations that doctors set up under xélan’s guidance. In these

programs, each of the corporations were to annually pay for so-called supplemental insurance (for
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disability, long-term care, medical savings, and/or malpractice insurance) through xélan from a
“captive” (or “exclusive”) offshore insurance company, originaily xélan Insurance Co. but now
Doctors Benefit Insurance Co (*DBIC”), which purports to be an “independent” Barbados-licensed
insurance company, which would then issue “certificates of insurance” purporting to evidence
insurance.

The Complaint further alleges that the defendants fraudulently advised doctors that‘ their
subchapter S corporations could deduct 100% of the payments as “ordinary and necessary” business
expenses under the Internal Revenue Code (26 U.S.C. §162), though the “premiums” apparently
bear no relation to the cost of any insurance, but merely reflect what the doctor believed he could
afford to save towards retirement in any given year. The defendants fraudulently failed to disclose
that another section of the Internal Revenue Code (26 U.S.C. §419(a)) places strict limits on the
deductibility of insurance premiums, and that the payments that xélan doctors made for the xélan
supplemental insurance programs were not fully deductible because of that section. The Complaint
further alleges that the defendants fraudulently failed to disclose that xélan doctors may not be able
to exclude from their gross income all of the money that their corporations paid to x€lan for this
“supplemental insurance.” In furtherance of this scheme, one of the named defendants ﬁrepared “tax
opinion letters” that fraudulently omitted the correct tax advice and fraudulently failed to disclose his
relationship with xélan, and his role as a Director of DBIC. The Complaint (and moving papers)
raises concerns that approximately $22,000,000 was recently moved from the various DBIC
investment accounts to an off-shore account in Bermuda (Bank of Butterfield) and raises concerns
about other DBIC related accounts such as the David Jacquot, Esq., client trust account in San Diego
that was apparently used as an operating account for DBIC.

The Complaint (and moving papers) also raises concerns about the activities of the xélan
Foundation, a “donor directed” charitable foundation. Specifically allegations are made concerning
improper payments made to Foundation members by the Foundation - for example, the program by
which Foundation doctors could make a charitable contribution in one year, and in later years,
perform “pro bono” work, request that they be compensated by the Foundation for that work from

assets they had previously contributed, and then have the option of being paid then or having the
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payment “deferred” f01.' many years {until retirement). Allegations are also made that Foundation
members were directing the Foundation to pay the college tuition of their children and other relatives
with the pre-tax dollars they had contributed to the Foundation. There was also serious concern that
commencing in May of 2004 xélan had levied a 10% assessment on all the assets controlled by the
Foundation raising approximately $3.2 million and segregating it into a separate account. It was not
clear where those funds were being expended, but there was concern that it was not for legitimate
charitable purposes.
BANKRUPTCY FILING BY CERTAIN ENTITIES

6. Four of the xélan entities, more particularly described below, filed voluntary petitions
for relief under Chapter 11 of the Bankruptcy Code in the United States Bankruptcy Court for the
Southern District of California on June 30, 2004. The main purpose of this emergency filing was to
facilitate the sale of the pension services group to a newly created entity, Greenbook, Inc. for
$£800,000.

a. xélan, Inc., Bk Case No.: 04-05832 xélan, Inc. focused primarily on
financial planning and analysis for Association members, marketing and business development for
the other entities, organizing and presenting seminars for new members, and training the financial
counselors to market xélan’s services and concept.

1. Revenues were derived from membership fees and consulting fees,
each reduced by 20% to fund the Viatical Liquidity LLC settlement.

ii. The 9/30/04 Monthly Operating Report indicated net sales of
$124,434, which included a reimbursement from Greenbook of $90,111.

iii. Assets include casﬁ ($27,021), receivables ($37,771), FF&E
($122,672) and deposits ($222,528) for a total of $409,992.

b. Pyramidal Funding Systems, Inc. dba xélan Insurance Services, Inc.,
Bk Case No.: 04-05833
Pyramidal Funding Systems, Inc., dba xélan Insurance Services, Inc. is a licensed insurance

agency, but is not an insurance company. As such, it did not underwrite or issue insurance policies

or annuity contracts. The company executed agency contracts to sell individually owned life

6 -ODMAPCDOCS\PCDOCS 23095611
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insurance, disability income insurance, long term care insurance policies, and annuity contracts to
the members through the xélan financial counselors, who are licensed insurance agents. The policies
were issued and underwritten by separate insurance companies.

1. Pyramidal derived its revenues in the form of insurance and annuity
commissions, which, prior to splitting with the counselors (70/30) were reduced by 20% to fund the
Viatical Liquidity LLC settlement.

. ii. The 9/30/04 Monthly Operating Report indicated net sales of $784,499
and transfers to Greenbook of $1,785,935.

1. Assets include cash ($1,000,264), receivables ($124,808), and FF&E
($1,567) for a total of $1,126,639.

c. x¢élan Financial Planning, Inc., Bk Case No.: 04-05834 xélan Financial
Planning was never operational, it was in its formative state only. Its purpose was to prepare the
xélan “Capital Accumulation and Capital Distribution Plans” and “Annual Update Plans” for
members.

i. The 9/30/04 Monthly Operating Report lists no assets and no revenue
Or eXpenses.

d. xélan Pension Services, Inc., Bk Case No.: 04-05835 xélan Pension
Services is a wholly owned subsidiary of xélan, Inc. and was the first separate service entity
developed by xélan. The function of the company was to provide member doctors with individual
pension plan design and annual administration, Separate accounts are created for each pension plan.
Funds with the account are managed according to applicable state and federal law. This company
does not hold the individual doctor’s investment property.

i. Revenues are derived from setup and administration fees paid by
member doctors.

ii. The 9/30/04 Monthly Operating Report indicated net sales of $2,107.

ii. Assets include cash ($23,776), receivables ($144,106), FF&E
{$30,078) and deposits ($548) for a total of $198,508.
Iy
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AFFILIATED COMPANIES
7. xélan established a number of affiliated companies, each sharing the asset

management fees of the funds under management. The financial statements indicate a significant
number of intercompany receivables.

a. Doctors Benefit Insurance Co, LTD Doctor’s Benefit Insurance
Company, Ltd (“DBIC™) is an insurance company licensed under the Exempt Insurance Act CAP
308A of Barbados. It underwrites certain Association group policies that are exclusive to the xélan
family of companies, supplemental disability, medical malpractice, long-term care and medical
savings plans. That entity is under independent management.

1. Revenues are generated from group insurance premiums paid by
doctor members through t-rusts established for that purpose. All premiums paid by the members are
recorded as revenue and invested primarily in Vanguard funds in defined trusts.

ii. Assets as of 9/30/04 were $532,885,103 including $1,542,464 in
promissory notes and receivables. Liabilities were future policy benefits and claims by members.
Total liabilities as of 9/30/04 were $530,792,215. As of the last available information the liquid
assets? appear to be:

e xélan Long Term Care Trust Funds held in Vanguard as
account #66-9968001029, totaling $37,661,954 have been frozen.

¢ xélan Disability Equity Trust Funds held in Vanguard as
account #66-9968000758, totaling $421,955,150 have been frozen.

e xélan Malpractice Equity Trust  Funds held in Vanguard as
account #66-9968000897, totaling $27,113,902 have been frozen.

e xélan Medical Savings Equity Trust Funds held in Vanguard
as account #66-9968000664, totaling $20,736,673 have been frozen.

+ Royal Bank of Canada (Barbados) — A/C #800-321-2: $136,081

— main operational account of DBIC;

— used to pay accounts payable (by wire to U.S. payees);

? Counsel for DBIC has stated that no assets of DBIC are being expended during the Temporary Receivership.

8 :ODMA\PCDOCS\PCDOCS\230956\]
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Wachovia Bank, N.A. (London) — A/C # 04978026 $678,249

— clearing account for funds transferred out of Vanguard (mostly
claims related);

— if claim is to be paid by wire, it is wired directly from this account,

— if claim is to be paid by check (most), the funds are transferred to
the Harrisburg claim account;

Wachovia Bank, N.A. (Harrisburg) — A/C # 2000011699822 $479

~ claims account (used to pay most claims, experience adjusted
refunds, etc.);

— this account is necessary so insureds can be paid with U.S.
domestic checks that clear on a timely basis (vs. international
checks that take up to 6 weeks to clear);

VYachovia Bank, N.A. (Harrisburg) - A/C # 2000013029584 $127,260

— Money Market account;

— Used to keep a limited balance on hand to pay other obligations
from time to time (excise taxes, etc). -

Bank of Butterfield (Barbados) — A/C # 33548 $18,834,931

— Money Market account;

— Original deposit was $22 million;

— Reserves to pay legal fees and bond obligations.

Citizens Bank (Tom Roberts Trust Account used) $131,680

— Account used for the Bond Settlement Liquidating Trust;

~ Used to pay bond obligations;

— Used to pay premiums on viatical life insurance policies owned by

DBIC.

b. xélan Investment Services, Inc. xélan Investment Service, Inc.

(“Investment”) is a separate California corporation, which is licensed as a registered investment

9 ODMA\PCDOCS\PCDOCS\23095611
RECEIVER’S INITIAL REPORT




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28

advisor (RIA). Investment does not hold investor assets. Investment derives its revenues from three
separate sources:

i Setup and Administration fees. Revenue from set up and
administration fees are paid in various amounts by doctor members and xélan Foundation.

ii. Fund Raising Fees.  Fees are generated from the pre-agreed upon
commissions from charitable donations from xélan Foundation (usually 6% of the contribution).
Investment has an agreement with the counselors that the counselors receive 70% of these fees.
Investment then splits this fund raising fee 70% going to financial counselors. Both Investment
Services and the counselors reduce the amount received by 20% to fund the Viatical Settlement.

iil. Investment Advisory Fees are paid from the following sources and
Investment then splits this fund raising fee 70% going to financial counselors. Both Investment
Services and the counselors now reduce the amount received by 20% to fund the Viatical Settlement.

O Association members pay Investment asset management fees
consisting of 1% per annum of assets under management paid on a quarterly basis. (These funds are
e.g., independent IRA’s managed by xélan, which are owned by members and only managed by
x¢lan, are not frozen.)

(2) DBIC pays Investment asset management fees consisting of
1.2% per annum of assets under management paid on a quarterly basis (with the .2% being rebated
to DBIC).

3) Foundation pays Investment asset management fees consisting
of 1% per annum of assets under management paid on a quarterly basis.

c. xélan Administrative Services, Inc.

[Information being gathered.]

d. xélan Foundation, Inc. xélan Foundation is a non-profit charitable
organization under §501(c)(3) of the Internal Revenue Code. The deductibility of contributions
under this foundation is discussed below and challenged by the Internal Revenue Service, The
Foundation generates it revenues from charitable donations paid directly by doctor members. Of this

amount, a pre-determined commission, (generally 6%), is paid as a fund raising fee to xélan
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Investment Services, Inc. Investment then splits this fund-raising fee 70% going to financial
counselors. Both Investment and the counselors reduce the amount received by 20% to fund the
Viatical Settlement.

e. xélan of Texas, Inc. xélan of Texas is a Texas corporation formed under the
laws of Texas and is separately owned. It was originally created to comply with Texas insurance
laws that required that insurance commissions paid in the State of Texas flow through a Texas
corporation, This company has derived its revenues in the form of insurance commissions. This
company, then splits these commissions 70% going to financial counselors. Both [nvestment and the
counselors reduce the amount received by 20% to fund the Viatical Settlement. According to the
Texas Comptroller of Public Accounts xélan of Texas is “not in good standing” under either
taxpayer 1D number identified with it. Exhibit 5.

f. xélan, the Economic Association of Health Professionals, Inc. The xélan
companies began with the formation of The Economic Association of Health Professionals circa
mid-1970. The Association was established as an association of the member doctors to which xélan,
Inc. marketed its financial planning services (and later the financial products of other xélan
companies). The Association sponsored financial education seminars for doctors and researched and
developed planning structures to help the members with their financial planning needs. The
Association itself has existed as an unincorporated membership organized since 1974, but was
incorporated in 1996. The Association generates its revenues from membership fees paid directly by
its members. DBIC makes its supplemental programs available exclusively to members of the
Association.

XELAN FOUNDATION
8. With the exception of bank statements and bank balances that were obtained by the
Receiver, all exhibits referenced below were obtained with the assistance of S. Wakefield, the
Foundation’s administrator, from computerized records of the Foundation. Although the Receiver
has reviewed these reports for reasonableness, they have not been verified through review of third

party documentation.

I
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a. Overview
The xélan Foundation (“Foundation”) is a non-profit charitable organization under
§501(c)(3) of the Internal Revenue Code, which was incorporated in 1997, but first began accepting
donations in 1996. xélan receives revenues from the Foundation by charging a $1,500 set-up fee for
each new account ($800 of which goes td xélan), a 6% commission charge on most contributions
made to the Foundation, an annual administration fee of $550, and an annual investment
management fee of 1% of assets. Approximately 400 doctor members availed themselves of this
xélan program. The members wére advised by xélan counselors that they could receive a tax
deduction for charitable giving (“contributions”) and then direct the charitable giving (*donations™).
Funds were mainly invested with SEI and to a lesser extent in annuities and viaticals. At the
doctor’s direction, funds in the doctor’s charitable trust would be directed into the following as
“charitable giving”: (i) Pro Bono Projects; (i) Student Loans; and, (iii) Donations to Charitable
Organizations.
b. Foundation Contributions and Disbursements
Since its inception, the Foundation has received aggregate contributions of $64,268,131 and
has earned $3,496,101. Attached hereto as Exhibit 6 is the Foundation’s unaudited summary income
statement as of November 12, 2004.

1. Contributions. Of the $64,268,131 in contributions discussed
above, approximately $40,259,413 was received in cash. The remaining contributions were received
in real estate, stock, gift annuities, and other miscellaneous assets. Attached hereto as Exhibit 7 is a
detailed listing of the cash contributions to the Foundation. The Receiver has reviewed a
transaction-by-transaction report, which lists the activity of the Foundation’s main cash operating
account at First Nattonal Bank (“FNB™). This report shows that approximately $81,844,333 of cash
was deposited into the operating account between January I, 1996 and November 5, 2004. Although
the Receiver intends to research this issue further, it appears that the discrepancy between the
$64,268,131 of total contributions to the Foundation discussed above and the deposits per the FNB
report are due to the redepositing of certain cash items and account transfers. The FNB account was

used as a clearing account whereby contributions were temporarily deposited until they could be
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transferred to an investment bank (SEI was the most commonly used bank). Later when the

Foundation was directed by a contributor to use the funds to make a donation 1o a charitable
organization or to otherwise transfer funds; the funds were redeposited into the FNB account
temporarily until the funds were donated or transferred.

ii. Disbursements. The Receiver is continuing to cotlect
information on all disbursements from the Foundation. However, the Receiver can report that with
the exception of fee payments, the Foundation primarily distributed funds for the following
charitable purposes:

e Pro Bono Projects. Foundation contributors submit descriptions of
their charitable projects to the Foundation for approval. Attached
hereto as Exhibit 8 is a pro bono project listing. Once a project
receives approval, the contributor submits receipts to the Foundation
for reimbursement from the contributor’s Foundation account.
Donated services were originally paid at 100% of the contributor’s
customary rate but were recently reduced to 80% of the customary
rate. Attached hereto as Exhibit 9 is a detailed listing that shows
$939,834 in compensation being paid to pro bono project contributors
to date. Payments to donors for their services could apparently be
deferred until a later date chosen by the contributors. The
Foundation’s balance sheet shows deferred compensation payable to
pro bono project donors of $4,069,080. [See Exhibit 10].

¢ Student Loans. The Foundation made student tuition payments
from contributor accounts to universities and other educational
institutions for children designated by the contributor, including the
contributor’s children and relatives, to attend school. The contributors
were told that the loan recipients would have to repay or “work off”
the loan through charitable work within 5 years from graduation.

However, the records for the student loans were poorly maintained and
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C.

as a result, the Foundation does not know when each student graduates
or if they have graduated. To date, one student loan has been repaid, .
by the son of a-contributor (without interest and only after an IRS
inve.stigation of that doctor had commenced). Attached hereto as
Exhibit 11 is a copy of the student loan detail report that shows
$3,132.871 has been disbursed for student loans to date.

Donations to Charitable Organizations. Donations to vertfied tax-
exempt charities are disbursements made from a contributor’s account
when they request that a donation be made to a particular charity.
Attached hereto as Exhibit 12 is a report that shows total donations of

$11,227,092 to charitable organizations made by the Foundation.

Foundation Assets The Foundation’s unaudited balance sheet as of

November 12, 2004 (attached hereto as Exhibit 10) lists $47,545,363 of gross assets consisting of the

following:
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