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I. THE PROCEEDINGS 

c On January 16, 1962, t h e  Coatmission issued an  o rde r  pursuant 

t o  Rule 261 of t h e  General Rules and Regulations issued by it under 
L 

t h e  S e c u r i t i e s  Act of 1933, as amended ("Secur i t ies  ~ c t " ) ,  temporari ly 

euspending t h e  exemption under Regulation A of a publ ic  o f f e r i n g  of 

s e c u r i t i e s  of George Harmon Company, Inc. ( " the  Issuer11) and a f f o r d i n g  

any person having an  i n t e r e s t  t h e r e i n  an oppor tuni ty  t o  request  a 
-1/ 

hearing.  The I s s u e r  having mnde a w r i t t e n  reques t  f o r  a hear ing ,  

and t h e  Conmission deeming it necessary and appropr i a t e  t o  determine 

whether t o  vaca te  t h e  temporary suspenuion o rde r  o r  t o  e n t e r  a n  o rde r  

-1/ Regulation A adopted under Sec t ion  3(b)  of t h e  S e c u r i t i e s  Act provides 
f o r  a n  exemption from r e g i s t r a t i o n  f o r  s e c u r i t i e s  o f f e red  by a n  i s s u e r  
if t h e  aggregate publ ic  o f f e r i n g  p r i c e  does not exceed $300,000 
provided ,araong o t h e r  th ings ,  t h a t  t h e  i s s u e r  f i l e s  with the  Coaa~lias ion 
a Not i f i ca t ion  and Offer ing  C i rcu la r  s a t i s f a c t o r i l y  s e t t i n g  f o r t h  
c e r t a i n  s p e c i f i e d  information. 

Rule 261 provides i n  pe r t inen t  p a r t  f o r  t h e  issuance of an  o rde r  
temporari ly suspending a n  exemption i f  t h e  Coamission has reason 
t o  be l ieve  t h a t  (1)  any of t h e  terms o r  condi t ions  of Regulation 
A have not been complied wi th ;  (2 )  t h e  n o t i f i c a t i o n  o r  o f f e r i n g  
c i r c u l a r  conta ins  any un t rue  s t a t e a e n t  of a ma te r i a l  f a c t  o r  omits  
t o  s t a t e  a ma te r i a l  f a c t  necessary i n  o rde r  t o  make t h e  s ta tements  
made, i n  t h e  l i g h t  of t h e  circulnstances under which they  a r e  made, 
not misleading; o r  (3 )  t h e  o f f e r i n g  is being made o r  would be made 
i n  v i o l a t i o n  of Sec t ion  17 of t he  S e c u r i t i e s  Act. Rule 261 f u r t h e r  
provides t h a t  where a hear ing  is duly requested,  t h e  Commission w i l l ,  
a f t e r  appropr i a t e  no t i ce  of and opportuni ty f o r  such hear ing ,  e i t h e r  
vaca te  t h e  o r d e r  o r  e n t e r  a n  o r d e r  permanently suspending t h e  
exempt ion. 

Sec t ion  17 of t h e  Act makes it unlawful i n  t h e  o f f e r  o r  sale of secur-
i t i e s  by t h e  use of t h e  mails o r  i n t e r s t a t e  f a c i l i t i e s  t o  employ any 
device t o  defraud,  t o  o b t a i n  money by means of un t rue  o r  misleading 
s t a t e a e n t s  of ma te r i a l  f a c t s ,  o r  to engage i n  any t r ansac t ion ,  p r a c t i c e  
o r  course of business  which opera tes  o r  would opera te  as a f raud  o r  
d e c e i t  upon t h e  purchaser.  
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permanently suspending t h e  exemption, ordered t h a t  a hear ing  be he ld  

p t o  determine i s s u e s  set f o r t h  i n  a n  amending o rde r  da ted  February 8, 

1962. A s  f u r t h e r  amended at the  hearing,  these  i seues  a r e :  

Whether t h e  I s sue r  had complied wi th  the  terms of and condi t ions  

of Regulation A i n  t h a t  : 

A. The o f f e r i n g  c i r c u l a r  contained unt rue  s tatements  of 

ma te r i a l  f a c t s  and omitted t o  s t a t e  ma te r i a l  f a c t s  

necessary i n  o rde r  t o  lllake t h e  s ta tements  made i n  t h e  

l i g h t  of t h e  circumstances under which they were made, 

not  misleading, p a r t i c u l a r l y  wi th  respec t  to :  

1. 	 The r ep resen ta t ion  i n  t h e  o f f e r i n g  c i r c u l a r  
that t h e  I s s u e r  had a backlog of orders  
t o t a l l i n g  $4,314,349; 

2. 	 The r ep resen ta t ion  i n  t h e  o f f e r i n g  c i r c u l a r  
t h a t  t he  I s s u e r  had an  o rde r  t o t a l l i n g  
$4,130,000 f o r  telephone answering devices.  

3 ,  	 The rep resen ta t ion  i n  t h e  o f f e r i n g  c i r c u l a r  
t h a t  t he  I s s u e r  had a n  o rde r  t o t a l l i n g  -
$59,415 f o r  Talk-A-Way Transceivers .  

4 ,  	 The r ep resen ta t ion  i n  t h e  o f f e r i n g  c i r c u l a r  
t h a t  t h e r e  was a f u r t h e r  o rde r  aggregat ing 
approximately $1,540,000 f o r  i n e r t i a  switches 
which t h e  company had been assured would be 
placed wi th  i t  by a prime West Coast m i s s i l e  
con t rac to r  upon a shoving of adequate working 
c a p i t a l ,  which i n  t h e  opinion of management 
would be a v a i l a b l e  upon completion of t h e  
of fer ing .  

B. 	 The term and condi t ions  of t h e  Regulation had not been 

complied wi th  i n  t h a t  t he  o f f e r i n g  c i r c u l a r  a c t u a l l y  used and d i s t r i b u t e d  

d i d  not conform t o  t h e  o f f e r i n g  c i r c u l a r  f i l e d  i n  t h e  Regional Off i ce .  
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11. FINDINGS OF FACT AND LAW 

A Thr Tneurr 

1. The I s suer  is a non-operating holding company, incorpora ted .  

i n  Nevada i n  1961, and owns a l l  the  shares of common stock of a corpora-
!!/ 


the  same name incorporated i n  Cal i fornia  i n  1958, 
-3/ 

the  operat ing company. A t  the  times here re levant ,  it was a manufacturer 

i n  the  f i e l d  of e lec t ron ics  and electro-aechanical  devices. It traced 

its beginnings t o  a solely-owned propr ie torship  begun by George Harmon 

Cooke i n  the  f i e l d  of e lec t ron ics  instrument manufacturing. Cooke w a s  

president and a d i r e c t o r  of the  Issuer  u n t i l  h i s  res ignat ion as president  

on o r  about March 19, 1962 when he became Chairman of the  Board of D i r -

ec tors .  

2. The I s suer  maintained its e lec t ron ics  manufacturing plant  at 

Northridge, Cal i fornia .  

B. The Regulation A F l l i n e  

3. The Issuer  f i l e d  with the  Commission on J u l y  21, 1961 a t  i t s  

San Francisco Regional Off i ce  a not i f  i ca t ion  and o f fe r ing  c i r c u l a r  r e l a t -  

ing t o  a proposed public o f fe r ing  of 62,500 shares of i ts 10C par  value 

common stock t o  be offered on its behalf a t  $4 per  share  and 10,000 stock 

purchase warrants at 10C a share  and 10,000 shares of common stock under- 

lying such warrants ,  f o r  the  benef i t  of Hamilton Waters 6 CO., Inc., 

Hempstead, N. Y.,  the  underwriter ,  and c e r t a i n  f inders ,  a l l  f o r  an 

aggregate o f fe r ing  pr ice  of not t o  exceed $300,000. The f i l i n g  was made 

t i o n  of and known as 

-21 The Issuer  is now i n  bankruptcy. The current  s t a t e  of the  I s suer ' s  a f f a i r s  
is not a pa r t  of t h i s  record. This decis ion deals  s o l e l y  with the  condi- 
t i o n  of the  I s suer  as of t h e  t i m e  of the  hearing. 

-31 The term "Issuerat ,  as used here in ,  app l i es  t o  both companies. 



pursuant t o  Regulation A and under a claimed exemption from the  regis-  

t r a n t  requirements i n  the  Secur i t i e s  Act, pursuant t o  Section 3 (b)  

thereof.  The 62,500 shares would be offered on behalf of the  Issuer  

by t h e  underwriter on a b e s t - e f f o r t s  basis  f o r  ninety days from the  

e f f e c t i v e  d a t e  of the  o f fe r ing  c i r c u l a r ,  at the  end of which time o r  

when a l l  62,500 shares were so ld ,  the  warrants and underwriting shares  

could be offered on behalf of t h e  underwriter and f inders .  

4. Deta i l s  of the  Issuer 's  business and f i n a n c i a l  condit ion were 

provided i n  the  o f fe r ing  c i r c u l a r .  It w a s  noted t h a t  s ince  t h e  inception 

of the  business i n  1958, the  t o t a l  aggregate s a l e s  of the  company had 

been $436,751.71. The isswr w a s  described as  a d ivers  i f  ied manufacturer 

i n  the  f i e l d  of s o l i d - s t a t e  e lec t ronice  and electro-mechanical devices. 

Its c a p i t a l i z a t i o n  is l i s t e d  a s  1,000,000 shares of comon stock of 10C 

par value of which 107,500 shares were outstanding a t  t h e  time of the  

offering.  The I s suer  a l s o  had an agreement t h a t  the  issuance of 10,000 

warrants t o  the  underwriter was contingent on the  l a t t e r ' s  s e l l i n g  the  

e n t i r e  i ssue  o r  e l s e  receiving a pro-ra ta  share  of t h e  warrants. The 

Issuer  f i l e d  c e r t a i n  amendments t o  i ts  offer ing c i r c u l a r  and began its 

public o f fe r ing  of s tock on September 8, 1961, employing a d e f i n i t i v e  

o f fe r ing  c i r c u l a r  bearing tha t  same date.  

5. The o f fe r ing  c i r c u l a r  s t a t e d  that t h e  backlog of the  Issuer ,  

a s  of July 10, 1961 was approximately $130,000. 

6. On December 15, 1961, the  Issuer  f i l e d  the  following two 

amendl~ents t o  its of fe r ing  c i r c u l a r :  

http:$436,751.71


( 1 )  An amendment i n  t h e  form of a r i d e r  t o  be a f f i x e d  t o  page 

7 of t h e  o f f e r i n g  c i r c u l a r  as fo l l ows  (known h e r e i n  as t h e  I1backlog 

amendment"): 

"As  of t h e  d a t e  of t h i s  r i d e r  the,Companyls 
backlog of o r d e r s  f o r  its products  amounts t o  
a p p r o x i ~ o a t e l y  $4,314,349.00, c o n s i s t i n g  of t h e  
fo l l owing  o rde r s  : t e lephone  answering d e v i c e s ,  
$4,130,000; a c c e l e r a t i o n  t e s t i n g  equipment, $28,454; 
c o n v e r t e r  power s u p p l i e s ,  $4,480; Talk-A-Way Trans-
c e i v e r s ,  $59,415; Walk-A-Phone T ransce ive r s ,  
$92,000. 

"There i a  a f u r t h e r  o r d e r  agg rega t i ng  approx- 
imate ly  $1,540,000 f o r  i n e r t i a  sw i t ches  which t h e  
Company ha s  been a s su red  w i l l  be placed w i th  i t  
by a prime west c o a s t  m i s a i l e  c o n t r a c t o r  upon a 
shoving  of adequate  working c a p i t a l ,  which i n  t h e  
op in ion  o f  managenrent w i l l  be a v a i l a b l e  upon 
complet ion of  t h i s  o f f e r i n g .  The Company, however, 
cannot  g i v e  any p o s i t i v e  a s su r ance  t h a t  such o r d e r  
w i l l  i n  f a c t  be made f i rm .  The Company's f a c i l i t i e s  
a r e  adequa te  t o  handle  p r e s e n t  and contemplated 
o r d e r s .  It may be necessa ry  t o  e ecu re  bank 
f i n a n c i n g  t o  handle  such  bus ine s s  i f  d e l i v e r y  
schedules  so require .11 

( 2 )  An amendment i n  t h e  form of a r i d e r  t o  be a f f i x e d  t o  t h e  

cove r ing  page of t h e  o f f e r i n g  c i r c u l a r  as fo l l ows  (known h e r e i n  as 

t h e  "warrants  amendment'*); 

"The sale of 62,500 s h a r e s  of Common S tock  

on beha l f  of t h e  Company ha s  been completed. 

The o f f e r i n g  is now be ing  cont inued on beha l f  

o f  t h e  Underwri ter  and F i n d e r s  as t o  10,000 

s h a r e s  of Common S tock  unde r ly ing  t h e  Warrants 

r e f e r r e d  t o  above. 'I 


7. The d e f i n i t i v e  r e v i s e d  o f f e r i n g  c i r c u l a r  c o n t a i n i n g  t h e  above 

r i d e r  amendments, d a r e d  December 20, 1961, w a s  f i l e d  w i th  t h e  Commission 

on December 22, 1961. 

http:$4,314,349.00


8. On January 16, 1962, t h e  Commission i s s u e d  i ts o r d e r  of 

temporary suspens ion .  The I s s u e r ,  on Febmary  7 ,  1962, sought  t o  

f i l e  a Thi rd  Amendment t o  t h e  o f f e r i n g  c i r c u l a r .  By l e t t e r  da t ed  

February 9 ,  1962 t h e  I s s u e r  was adv i s ed  by t t he  San F ranc i s co  Regional 

O f f i c e  t h a t  it was "unable t o  a ccep t  t h i s  m a t e r i a l  f o r  formal  f i l i n g " .  

9 .  On February 8, 1962, t h e  Commission i s sued  i ts o r d e r  schedul -  

i n g  a hea r i ng  on March 5, 1962. 

10. On February 28, 1962, t h e  respondent  f i l e d  i ts llHotions t o  

Terminate o r  Expedi te  Proceeding," w i t h  suppo r t i ng  b r i e f .  These motions 

sought ,  i n  summary, t o  exp ed i t e  o r  t e rmina t e  t h e  proceeding,  i n  t h e  

a l t e r n a t i v e  and i n  t h e i r  o r d e r  of  p r i o r i t y ,  ( 1 )  by t h e  accep tance  f o r  

f i l i n g  of a proposed Four th  Amendment t o  t h e  Of f e r i ng  C i r c u l a r ,  as 

amended, and by t h e  e n t r y  of a Commission o r d e r  v a c a t i n g  t h e  temporary 

suspens ion  o r d e r ;  ( 2 )  by r e q u i r i n g  t h e  Commission's S t a f f  t o  d i s c l o s e  

t h e  d e f i c i e n c i e s  o r  i naccu rac i e s ,  i f  any,  i n  t h e  proposed ~ o u r t h  Amend-

ment and t o  permit  respondent  t o  f i l e  a f u r t h e r  amendment o r  t o  e n t e r  

i n t o  a s t i p u l a t i o n  w i th  r e s p e c t  t h e r e t o ,  and by t h e  e n t r y  of a Comrais-

mion o r d e r  thereupon vaca t i ng  t h e  temporary suspens ion  o r d e r ;  o r  $3) 

by r e q u i r i n g  t h e  Commission's S t a f f  t o  d i s c l o s e  t h e  d e f i c i e n c i e s  o r  

i naccu rac i ee ,  i f  any ,  i n  t h e  proposed Four th  Amendment and t o  permit  

respondent  t o  f i l e  a f u r t h e r  amendment o r  e n t e r  i n t o  a s t i p u l a t i o n  w i t h  

r e s p e c t  t h e r e t o  and by t h e  e n t r y  of a permanent Commission o r d e r  suspend- 

i ng  t h e  Re8ula t ion  A exemption, upon respondent ' s  agreement t h e r e t o ,  

provided t h e  Commission immediately t h e r e a f t e r  e n t e r e d  a n  o r d e r  v a c a t i n g  



such suspension order .  Under any of t h e  above circumstances,  provided 

t h e  o f f e r  was accepted,  respondent agreed t o  o f f e r  t o  resc ind ,  a t  

t h e  c o s t  paid t h e r e f o r ,  t h e  s a l e  of any of its sha re s  of s tock  made 

by t h e  underwr i te r  on behalf of respondent on o r  a f t e r  November 1 ,  1961, 

where such purchase was made i n  r e l i a n c e  upon t h e  information conta ined ,  

o r  s i m i l a r  t o  t h a t  contained,  i n  t h e  amendment da ted  December 20, 1961. 

11. I s s u e r ' s  proposed Fourth Amendment represented a r e v i s i o n  

of its proposed Third Amendment sought t o  be f i l e d  on February 7 ,  1962. 

The Fourth Amendment purported t o  cance l  t h e  r i d e r  amendments t o  t h e  

o f f e r i n g  c i r c u l a r ,  da ted  December 20, 1961 and t o  f u r n i s h  f u l l  d i s -  

c lo su re  of ma te r i a l  f a c t s  as then  known t o  t h e  I ssuer .  

12. A f t e r  cons ider ing  b r i e f s  f i l e d  by t h e  p a r t i e s  i n  suppor t  of 

t h e i r  r e spec t ive  p o s i t i o n s ,  the Commission, on Msrch 2, 1962, denied 

t h e  ' k tions.  The Memorandurn r u l i n g  concluded wi th  t h e  f 01 lowing language : 

The Commission du 1 y considered t h e  mot i ons ,  

which it viewed as i n  t h e  na tu re  of an o f f e r  of 

s e t t l emen t  of t h e  proceedings which i t  could 

accept  o r  r e j e c t  i n  i ts sound d i s c r e t i o n .  It 

was of t h e  opinion t h a t  i n  t h e  l i g h t  of t h e  

s e r i o u s  na ture  of t h e  i s s u e s  r a i s ed  i n  t h e  pro- 

ceedings it was appropr i a t e  t h a t  t he  motions be 

denied and t h e  hear ings  proceed as scheduled. A t  

t h e  hear ings  a l l  pe r t i nen t  f a c t s  r e l a t i n g  t o  t h e  

a l l e g e d  grounds f o r  suspension and t h e  ques t ion  of 

whether i t  should be vacated o r  made permanent, 

inc luding  any f a c t s  bear ing  on the  a s s e r t e d  good 

f a i t h  of t h e  i s s u e r  and underwr i te r ,  could be 

developed. 


'13. The hear ing  i n  t h i s  proceeding convened on March 5, 1962. 

On March 9, t h e  I s s u e r  f i l e d  Motions t o  Tern ina te  o r  Expedite Proceed- 

ing. F i l e d  a t  t h e  same t i m e  was a proposed F i f t h  Amendment t o  t h e  



o f f e r i n g  c i r c u l a r .  Counsel s t a t e d  t h a t  t h e  Motion t o  Expedite was 

i n  e f f e c t  t h e  same motion f i l e d  on February 28 and t h a t  t h e  F i f t h  

Amendment w a s  a r e v i s i o n  of t h e  proposed Fourth  Amendment. I n  con- 

nec t i on  w i th  t h e  Motion, a n  o f f e r i n g  of r e s c i s s i o n  of  a l l  sales of 

s t o c k  d a t i n g  back t o  September 8 ,  1961, t h e  d a t e  of  t h e  o f f e r i n g  

c i r c u l a r ,  w a s  made. The f a c t u a l  s t a t emen t s  con ta ined  i n  t h e  proposed 

F i f t h  Amendment w e r e  a l s o  o f f e r e d  uncond i t i ona l l y  by t h e  I s s u e r  as 

s t i p u l a t i o n s  of f a c t  i n  t h e  proceedings  (Tr .  p. 7361. Subsequent ly ,  

t h e  f a c t s  s t a t e d  i n  t h e  proposed F i f t h  Amendment were no t  agreed  t o  

by t h e  D iv i s i on  as a f u l l  s t i p u l a t i o n  of f a c t s  and i s s u e s  bu t  a s t i p -

u l a t i o n  as t o  tes t imony t o  be g iven  by c e r t a i n  w i tne s se s  t o  be c a l l e d  

by t h e  D iv i s i on  w a s  a r r i v e d  at and t h e  proposed F i f t h  Amendment was 

then  r ev i s ed  by t h e  I s s u e r  t o  conform t o  t h i s  s t i p u l a t i o n  (Tr .  pp. 

818-8191. 

C. I s s u e s  f o r  Determinat ion 

14. The i s s u e s  r a i s e d  by t h e  D iv i s i on  a r e  t h e  items set f o r t h  

i n  t h e  temporary o r d e r  of suspens ion ,  as amended. The D iv i s i on  contends 

t h a t  t h e  o f f e r i n g  c i r c u l a r ,  as amended, con ta ined  f a l s e  and mis lead ing  

s t a t emen t s  i n  c i t i n g  t h e  backlog of  bus ine s s  of t h e  I s s u e r ,  t h a t  un t rue  

s t a t emen t s  of  m a t e r i a l  f a c t s  and omiss ions  t o  s t a t e  m a t e r i a l  f a c t s  

necessa ry  i n  o r d e r  t o  make t h e  s t a t emen t s  made not  mis lead ing  were 

made w i th  r e s p e c t  t o  t h e  backlog i n  t h e  o f f e r  and sale of t h e  common 

s t o c k  of  t h e  I s s u e r  i n  v i o l a t i o n  of S e c t i o n  17 of t h e  S e c u r i t i e s  Act ,  

and t h a t  t h e  o f f e r i n g  c i r c u l a r  used d i d  no t  conform t o  t h e  o f f e r i n g  

c k r c u l a r  f i l e d  i n  t h e  Regional Off ice i n  t h a t  an amendment :o be a f f i x e d  



t o  page 7 was i n  e f f e c t  a f f i x e d  t o  t h e  f a c i n g  page i n  v i o l a t i o n  of 

Regulat ion A. 

15. The I s s u e r  conceded a2  t h e  o u t s e t  of i ts  b r i e f  t h a t  c e r t a i n  

s ta tements  made i n  i t s  Amendment da ted  December 20, 1961 were i naccu ra t e  

o r  d e f i c i e n t  and t h e r e f o r e  may have been misleading.  It maintained t h a t  

it f i l e d  t h r e e  s e p a r a t e  amendments t h e r e a f t e r  i n  an  a t tempt  t o  make f u l l  

and t r u e  d i s c l o s u r e  of a l l  material f a c t s  and t o  te rmina te  t h e  proceed- 

ings  i n  t h e  pub l i c  i n t e r e s t .  It raises a d d i t i o n a l  i s s u e s  i n  t h e  fo l lowing  

s ta tement  : 

16. "The record i n  t h i s  proceeding c l e a r l y  p re sen t s  f o r  ad judica-  

t i o n  t h e  a d d i t i o n a l  i s s u e  of whether o r  n o t ,  without  regard t o  a  

favorab le  o r  unfavorable  d e c i s i o n  by t h e  Hearing Examinerr, t h e  i s su -  

ance of t h e  SEC Order temporar i ly  suspending exemption under Regulat ion 

A and t h e  r e s u l t i n g  hear ings  were such as t o  e f f e c t i v e l y  deny Respondent 

due process  of l a w  and t h e  r i g h t  t o  a f u l l  and f a i r  hear ing  under t h e  

Cons t i t u t i on  and wi th in  t h e  meaning of t h e  Adminis t ra t ive  procedure 

~ c tof 1946, by v i r t u e  of (1) t h e  Commission's f a i l u r ~  t o  i s s u e  a  

let ter  of de f i c i ency ,  thus  d i s c r imina t ing  a g a i n s t  Regulation A i s s u e r s  

as compared wi th  t h e  i s s u e r  who uses  a f u l l  r e g i s t r a t i o n ,  ( 2 )  t h e  s t a f f  

and t h e  Commission's r e f u s a l  t o  observe both t h e  let ter  and t h e  s p i r i t  

of Sec t ion  5(b)  of t h e  Adminis t ra t ive  Procedure Act w i th  r e spec t  t o  

s e t t l e m e n t ,  ( 3 )  t h e  s t a f f ' s  t reatment  of t h i s  proceeding as e s s e n t i a l -

l y  pun i t i ve ,  and ( 4 )  t h e  s t a f f  and Commission's use  of two proceedings,  

one a g a i n s t  t h e  I s s u e r  and t h e  o t h e r  a g a i n s t  t h e  underwr i te r ,  as com-

plementary t o  each  o the r .  ( I s s u e r  B r . ,  pp. 13- 14)'f 



17. Beginning i n  May, 1961, Cooka was searching  f o r  working 

c a p i t a l  f o r  h i s  business  opera t ions .  He met, and d iscussed  hi^ busi-

ness problems wi th  J .  Homer Overholser and Bernard Klav i r ,  who a r e  

pa r tne r s  i n  business  as f i n a n c i a l  consu l t an t s  and f i n d e r s  i n  Los 

Angeles, C a l i f o r n i a .  Klavi r  suggested a publ ic  o f f e r i n g  of s tock  

and Cooke accepted the  suggest ion.  Shor t ly  t h e r e a f t e r ,  through Klav i r ,  

Cooke met with  Harry Wasser, p re s iden t  of t h e  brokerage f i r m  of Hamilton, 

Waters & Co., Inc. Wasser o f fe red  t o  underwrite t he  publ ic  o f f e r i n g  

and h i s  f i rm  was s e l e c t e d  a s  t h e  underwri ter .  On June 30, 1961, t h e  

I s s u e r  was organized,  and on J u l y  21, 1961, a n o t i f i c a t i o n  was f i l e d  

wi th  t h e  Commission under t h e  Regulation A.  The pub l i c  o f f e r i n g  was 

comenced on September 8 ,  1961. 

18. From the  beginning, t h e  underwr i te r  and o t h e r  brokers  

a t tempt ing  t o  s e l l  the  i s sue  encountered d i f f i c u l t i e s ,  s a l e s  were 
-4 I 

m d e  but  c a n c e l l a t i o n s  were heavy. 

31 	 A r e c a p i t u l a t i o n  of t he  underwr i te r ' s  s a l e s  and c a n c e l l a t i o n s  
throunh t h e  month of November 1961 shows (Resp. Ex. 25A) 

S a l e s  (Shares  1 31,920 29,313 34,112 
Cance 1lat ions  14,750 5,955 11,395 



1 

-5/ 

19. Actual  cash turned over  t o  t h e  I s s u e r  was r e l a t i v e l y  small. 

20. Manuel Posey, a New York broker ,  whose f i r m  was engaged i n  

t h e  o f f e r  and s a l e  of t h e  i s s u e  a s  p a r t  of t h e  s e l l i n g  group was one of 

those  whose f i r m  had su f f e r ed  s u b s t a n t i a l  c ance l l a t i ons .  On o r  about  

November 14, 1961, he had a conference wi th  Wasser, an  a s s o c i a t e  of 

Wasser 's ,  and Klav i r ,  i n  which the  d i f f i c u l t y  i n  s e l l i n g  t he  I s s u e r ' s  

s t ock  w a s  d i scussed .  Posey undertook t o  a r range  a meeting at which the  

p o s s i b i l i t y  of p r i v a t e  i n t e r i m  f inanc ing  f o r  t h e  I s s u e r  could be d i s -  

cussed. 

21. On November 15, 1961, a meeting was he ld  a t  which Posey, 

K lav i r ,  John D. Glynn, Esq., of t h e  law f i r m  r ep re sen t ing  t h e  I s s u e r  

i n  t h e  Regulation A f i l i n g ,  Wasser, Nelson Finkelman, manager of t he  

underwr i t ing  f  inn, a person whose last name was Alk$ow, and an  a t t o r n e y ,  

Krevor, were p re sen t .  The e n t i r e  meeting was devoted t o  t h e  a f f a i r s  of 

t h e  I s sue r .  A d i s cus s ion  was had concerning the  d i f f i c u l t y  of s e l l i n g  

t he  s tock  of t h e  I s sue r .  A t  that t i m e  on ly  approximately one-half of t h e  

-5 / The amounts paid by t h e  underwr i te r  t o  t h e  i s s u e r  from t h e  beginning 
of t he  o f f e r i n g  through t h e  month of November a r e  t h e  fo l lowing  
(Resp. Ex. 25A, 258) 

September 25, 1961 $10,200 

October 18, 1961 20,400 

November 13, 1961 40,800 

November 30, 1961 18,717 


T o t a l  $90,117 



Regula t ion  A o f f e r i n g  had been so ld .  The unde rwr i t e r  wished t o  term-

i n a t e  t h e  o f f e r i n g  but was advised  by Glynn, as counse l  f o r  t h e  company, 

t h a t  t h i s  could no t  be done be fo r e  t h e  e x p i r a t i o n  of t h e  i n i t i a l  o f f e r i n g  

per iod  s e t  f o r t h  i n  t h e  o f f e r i n g  c i r c u l a r  which Glynn c a l c u l a t e d  would 

end about  t h e  8 t h  o r  9 t h  of December. 

22. The d i s c u s s i o n  t h e n  tu rned  t o  its i n t e r i m  f i nanc ing .  A t  

t h i s  confe rence ,  and a t  a f u r t h e r  confe rence  t h e  nex t  day,  c o p i e s  of 

t h e  I s s u e r ' s  o r d e r s  were i n  t h e  poseess ion  of Wasser and K l a v i r  showing 

ve ry  s u b s t a n t i a l  o r d e r s  on hand. On November 15,  a Los Angeles a t t o r n e y  

was reques ted  by Posey and Alkow t o  v e r i f y  w i th  Cooke t h e  e x i s t e n c e  of 

c e r t a i n  s p e c i f i c  o r d e r s  and t o  submit  h i s  a n a l y s i s  end op in ion  t o  

~ l k o w  (Div. Ex. 35) .  The a t t o r n e y  v e r i f i e d  t h e  e x i s t e n c e  of s u b s t a n t i a l  

o r d e r s  on t h e  books of t h e  I s sue r .  Cooke c a m  t o  New York and m e t  w i t h  

Alkow and K l a v i r  on November 17, 1961 f o r  f u r t h e r  d i s c u s s i o n s  bu t  t h e  

n e g o t i a t i o n s  d i d  not  r e s u l t  i n  any conc re t e  arrangements  among t h e  

p a r t i e s .  

23. According t o  Clynn, a t  e i t h e r  t h e  meet ing on November 15 o r  

16,  he  mentioned t h e  p o s s i b i l i t y  of amending t h e  o f f e r i n g  c i r c u l a r  t o  set 

f o r t h  p e r t i n e n t  backlog informat ion.  On November 17,  he  d i s cus sed  

such  a n  amendment by te lephone  from New York w i th  a Commission s t a f f  

member a t  i ts  San Franc i sco  o f f i c e ,  W. S. Tucker.  Both Tucker and Glynn, 

i n  t h e i r  t e s t imony ,  agreed t h a t  Clynn s t a t e d  t h a t  t h e  backlog of t h e  

I s s u e r  had increased  s u b s t a n t i a l l y  s i n c e  t h e  d a t e  o f  t h e  o f f e r i n g  cir-

c u l a r .  Glynn t o l d  Tucker t h a t  t h e  i s s u e  w a s  about  h a l f  s o l d  and wanted 

t o  know whether t h e  i n c r e a s e  i n  t h e  backlog o f  t h e  I s s u e r  should  not  be 



shown by an  appropr i a t e  amendment. Glynn s a i d  he had photos ta ts  

of the  orders  i n  h i s  hand and gave Tucker some d e t a i l s  about them. 

Tucker t o l d  Glynn t h a t  i f  t he  information were t r u e  and c o r r e c t ,  i t  

ought t o  be d i sc losed ,  but warned Glynn t o  be s u r e  of h i s  f a c t s  and 

t o l d .  Glynn t h a t  t he  sha rp  increase  i n  the  backlog of $130,000 t o  a n  

est imated $5,000,000 t o  $8,000,000 " . . . looked l i k e  a shot  i n  t h e  

arm coming i n  t h e  middle of a s tock  o f f e r i n g  . . .I1 (Tr .  p. 1064). 

Glynn assured Tucker t h a t  he had copieo of t he  o rde r s  i n  h i s  hand. 

In the  course of t h e i r  d i scuss ions ,  Glynn and Tucker agreed on t h e  

genera l  language i n  which a proposed amendment by t h e  I s sue r  could be 

phrased t o  cover  the  backlog changes. 

24. Glynn t e s t i f i e d  t h a t  he  c a l l e d  Tucker t o  make s u r e  whether 

it would be poss ib l e  t o  amend t h e  o f f e r i n g  c i r c u l a r  by r i d e r  s o  t h a t  

he could convey t h a t  information t o  t h e  underwr i te r  and Cooke and t h a t  

he f e l t  t h a t  t h e  d i s c l o s u r e  of favorable  developments i n  the  I s s u e r ' s  

business  would a i d  t h e  underwr i te r  i n  s e l l i n g  t h e  s tock  (Tr. pp. 1251-

1252). 

25. A f t e r  negot ia t ions  f o r  f inancing  had f a l l e n  through, Glynn 

d id  not proceed with the  prepara t ion  of t he  proposed amendment. On ar  

about December 14, 1961, A i r  Space Devices, Inc., a corpora t ion  i n  which 

Glynn, and a p a r t n e r  i n  h i s  l a w  f i rm,  Ronald H. Freemond, owned substan-  

t i a l  i n t e r e s t s ,  purchased the  unsold 28,000 shares  of t he  I ssuer .  

26. On December 13, 1961, Glynn wrote Tucker a t  the  San Francisco  

Regional Off ice  of t h e  Commission s e t t i n g  f o r t h  language of a proposed 



amendment t o  the o f fe r ing  c i r c u l a r  with reference t o  the backlog of the  

Issuer.  He a l s o  s t a ted  t h a t  he had been informed t h a t  the i n i t i a l  

o f fe r ing  had been completed and s e t  f o r t h  language of a proposed amend- 

ment s e t t i n g  f o r t h  t h a t  f a c t  and other  information r e l a t i n g  t o  the s a l e  

of s tock underlying warrants. A supply of the  printed r i d e r  amendments 

was sen t  from Cal i fornia  t o  the  underwriter i n  New Y ork where they were 

af f ixed t o  the o f fe r ing  c i r c u l a r .  

E. 	 The Backlog Amendments 

27. A s  previously noted, it was s t a t e d  i n  the  o r ig ina l  o f fe r ing  

c i r c u l a r  t h a t  the  I s s u e r l s  backlog ae of Ju ly  10, 1961 was approximately 

$130,000. It was s t a t e d  i n  the  December 20, 1961 backlog r i d e r  t h a t  

a s  of t h a t  da te  the  I s suer ' s  backlog of orders was $4,314,349. Five 

s p e c i f i c  orders were mentioned a s  making up the t o t a l .  In  addi t ion ,  

there  was mention of another order aggregating approximately $1,540,000. 

The statements i n  t h i s  amendment havebeen attacked by the Division 

a s  incomplete, f a l s e  and misleading. 

1. 	 The Telephone Answering 

Devices Order 


28. Of the asser ted  backlog of $4,314,349, the  l a rges t  item was 

1i s t e d  a s  "Telephone Answering Devices, $4,130,000;" The background of 

t h i s  order is as  follows; 

29. The f i l e s  of the I s suer  contain a purchase order from 

Phonomatic, Inc.,  dated October 26, 1961 f o r  50,000 telephone answering 

machines a t  a u n i t  price of $82,60, Delivery was t o  s t a r t  i n  January, 

1962 (Div. Ex. 4 ) .  



30. Phonomatic was organized as a corpora t ion  i n  September, 

1961 f o r  t he  purpose of marketing a telephone answering machine. It 

was s t a r t e d  on an  o r i g i n a l  investment of $3,000 of which approxfmately' 

$600 remained a t  t h e  time of the  hearing.  The corpora t ion  had no o f f i c e  

o r  employees. Marvin Rudin, i ts  p res iden t ,  owned an  insurance agency 

and was a c t i v e l y  engaged i n  t h a t  business  u n t i l  November, 1961. Rudin 

considered himself a salesman f o r  any items which he f e l t  he could s e l l .  

He became i n t e r e s t e d  i n  marketing telephone answering machines t o  be 

manufactured by t h e  I s sue r  and marketed by Phonomtic  t o  dea le r sh ips  

e s t ab l i shed  nationwide on a f r anch i se  bas is .  Rudin had d iscuss ions  wi th  

George Harmon Cooke, pres ident  of t h e  I s sue r ,  p r i o r  t o  the  p lac ing  of 

t h e  aforementioned o rde r  with re ference  t o  t h e  development of t he  answer-

ing  machines. When Cooke asked f o r  a f i rm o rde r  t o  j u s t i f y  spending 

add i t iona l  money i n  the  development of t he  machine, according t o  Rudin, 

although they had been t a l k i n g  I n  terms of 10,000 u n i t s ,  Rudin s a i d ,  

"George, w i l l  100,000 make you f e e l  any be t te r?"  (Tr.  p. 824). Cooke 

r ep l i ed  t h a t  it d i d  not have t o  be t h a t  much and Rudin thereupon placed 

the  o rde r  f o r  50,000 u n i t s .  

31. Rudin f u r t h e r  t e s t i f i e d  t h a t  no f r anch i se  f e e s  had been 

received by Phonomatic at the  time of the  hearing. 

32. Rudin t e s t i f i e d  t h a t  he had personal ly  t a lked  with s i x  o r  

more p o t e n t i a l  d e a l e r s  f o r  t he  machine before  he placed t h e  o rde r  with 

Cooke on October 26, 1961 and t h a t  they,  added t o  perrons who had been 

pereonal ly contacted by h i s  a r s o c i a t e s ,  amounted t o  a t o t a l  of 15 o r  

20. He f u r t h e r  t e s t i f i e d  t h a t  he had o r a l  commitments f o r  i n i t i a l  orders  



of 1,000 machines,  t h a t  t h e s e  were "handshake" connnitments. He had 

no t  rece ived  any money from anyone and a c t u a l l y  ceased a t t emp t ing  t o  

o b t a i n  d e a l e r s  approximately  two and a h a l f  months p r i o r  t o  t h e  h e a r i n g  

and had never  made any a t t emp t s  t o  e s t a b l i s h  d e a l e r s h i p s  on a na t ion-

wide b a s i s .  

33 .  On t h e  d a t e  of t h e  backlog amendment, t h e r e  was doubt t h a t  

t h e  I s s u e r  cou ld  perform its p a r t  o f  t h e  agreement. According t o  Cooke, 

eng inee r i ng  work on t h e  machines was begun i n  August,  1961. A s  of 

December 20, accord ing  t o  Cooke, t h e  t h i r d  p ro to type  of t h e  proposed 

machine w a s  completed and i ts  f u n c t i o n a l  eng inee r i ng  f e a s i b i l i t y  had 

been e s t a b l i s h e d .  However, c e r t a i n  d i f f i c u l t i e s  remained t o  be c l e a r e d  

up. Others  appeared later on. Rudin t e s t i f i e d  t h a t  t h e  on ly  dev i ce s  

-6/ 
d e l i v e r e d  t o  Phonomatic by t h e  I s s u e r  were two breadboards.  A breadboard 

is d i f f e r e n t  from a p ro to type ,  which is a dev i ce  t e c h n i c a l l y  complete and 

a b l e  t o  perform s p e c i f i e d  s e r v i c e s .  A p ro to type  i n  t u r n  is s u b s t a n t i a l l y  

d i f f e r e n t  from a commercial model ready f o r  mass p roduc t ion  w i t h  a l l  en-

g i n e e r i n g  completed. Rudin t e s t i f i e d  t h a t  he  rece ived  a second breadboard 

r i g h t  a f t e r  t h e  f i r s t  of t h e  yea r .  Cooke t e s t i f i e d  t h a t  he d e l i v e r e d  a 

t h i r d  p ro to type  t o  Rudin some time i n  December, 1961. In  any e v e n t ,  i t  

is  very  apparen t  t h a t  t h e  f e a s i b i l i t y  f o r  commercial p roduc t ion  of t h e  

t e lephone  answering machine by t h e  I a s u e r  had not been e s t a b l i s h e d  a t  

t h e  t i m e  t h e  backlog amendment was f i l e d .  

6 /  The term "breadboard" w a s  d e f i ned  by one of t h e  w i tne s se s  as one of t h e  
-
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34. In  i t s  b r i e f ,  t h e  I s s u e r  concedes t h a t  t h e  s ta tement  i n  t h e  

o f f e r i n g  c i r c u l a r  w i th  r e s p e c t  t o  t h i s  o r d e r  was inadequa te  o r  d e f i c i ~ n t  

i n  t h a t  no such backlog of $4,130,000 f o r  f i r m  bus iness  i n  such 

b amount d i d ,  i n  f a c t ,  e x i s t .  

35. The F i f t h  Amendment t o  t h e  o f f e r i n g  c i r c u l a r  r epea t i ng  informa-

t i o n  i n  t he  Fou r th  Amendment c o n t a i n s  t h e  £01loving in format ion  w i th  r e f e r -

ence t o  Phomatic: 

( 1 )  On October 26, 1961, Harmon Company rece ived  
a r eques t  from Phonomatic, I nc . ,  of Los Angeles ,  
C a l i f o r n i a ,  t o  manufacture 50,000 te lephone  answering 
machines a t  a u n i t  p r i c e  of $82.60 each.  De l ivery  of 
t h e s e  machines waa t o  start  t h e  f i r s t  week of January,  
1962, t o  be running a t  50 u n i t s  pe r  day by February 1, 
1962, and t o  reach 200 u n i t s  pe r  day by A p r i l  1 ,  1962. 

( 2 )  A s  of December 20, 1961, and as of t h e  d a t e  of 
t h i s  Fourth  Amendment, no machines had, o r  have,  been 
d e l i v e r e d  t o  such purchaser  f o r  s a l e  the reby  because 
of t e c h n i c a l  d i f f i c u l t i e s  which were encountered i n  
t h e  machine. Harmon Company b e l i e v e s  t h a t  i t  ha s  
rece ived  from t h e  purchaser  a n  ex t ens ion  of t ime t o  
commence d e l i v e r i e s  u n t i l  March 15, 1962. Harmon 
Company has  h i r e d  t h e  p r e s i d e n t  of t h e  purchaser ,  as 
a c o n s u l t a n t  at $125. p e r  week t o  h e l p  i n  t h e  produc-
t i o n  of t h e  machine, Harmon Company p r e s e n t l y  i n t end ing  
such  c o n s u l t a n t s h i p  t o  l a s t  f o r  s e v e r a l  weeks. 

( 3 )  I n  t h e  op in i on  of Harmon Company, t h i s  machine 
r e p r e s e n t s  a combination of dev i ce s  and s e r v i c e s  which 
i n d i v i d u a l l y  a r e  o f f e r e d  by one o r  more competing 
companies w i th  e s t a b l i s h e d  markets and g r e a t e r  f i nan -
c i a l  r esources  than  Harmon Company. In  t h e  op in ion  of 
management, t h e  dev i ce  does  not  appear  t o  be pa t en t ab l e .  

( 4 )  Hanwn Company unders tands  t h a t  Phonomatic, I nc . ,  
i n t ends  t o  e s t a b l i s h  d e a l e r s h i p s  nation-wide t o  d i r e c t l y  
s e l l  t h e  te lephone answering machines on a f r a n c h i s e  
b a s i s  and t h a t ,  under  such proposed method of o p e r a t i o n ,  
t h e  f r anch i s ed  d e a l e r  would pay Phonomatic, I n c . ,  i n  
cash  when 8n  o r d e r  w a s  p laced.  Harmon Company f u r t h e r  
unders tands  t h a t  Phonomatic, Inc. is newly incorpora ted  



Company cannot  make any r e p r e s e n t a t i o n  as t o  t h e  number 
of  u n i t s  which u l t i m a t e l y  w i l l  be s o l d  t o  Phonomatic, 
Inc . ,  o r  as t o  t h e  d o l l a r  va lue  of bus ine s s  t o  Hanaon 
Company which e v e n t u a l l y  w i l l  r e s u l t  from such  s a l e s .  

36. It is argued t h a t  as o f  t h e  d a t e  of t h e  i s suance  of t h e  

o r i g i n a l  backlog r i d e r ,  t h e  I s s u e r  be l ieved  it had a f i r m  o r d e r  and 

t h a t  it a c t e d  i n  good f a i t h .  It i s  a s s e r t e d  that wh i l e  a t e c h n i c a l  

problem a r o s e  a f t e r  December 20, 1961, management d i d  b e l i e v e  from 

working models i t  d e l i v e r e d  t h a t  a l l  t e c h n i c a l  problems i n  t h e  machine 

had been so lved .  It is po in ted  o u t  t h a t  whi le  Phonomatic d i d  no t  

have much assets, i ts  p l an  of  o p e r a t i o n  under  a f r a n c h i s e  system by 

which o r d e r s  would be paid f o r  i n  advance would make it unnecesnary 

f o r  i t  t o  have a s u b s t a n t i a l  amount of  c a p i t a l .  

37. These con t en t i ons  i gno re  t h e  f a c t  t h a t  as of t h e  d a t e  of 

t h e  backtog amendment, December 20, 1961, t h e  company which had placed 

an  o r d e r  f o r  o v e r  S4.000.000 w i th  t h e  I s s u e r  was l i t t l e  more t h a n  a 

paper o r g a n i z a t i o n  w i th  l i m i t e d  assets and no exper ience  i n  t h e  market- 

i ng  of t h e s e  dev i ce s  o r  any equipment on a nat ion-wide b a s i s ,  The 

I a a u e r  had done some work on t h e  machines, bu t  had no t  succeeded i n  

g e t t i n g  much beyond t h e  exper imenta l  b a s i s  and had no t  y e t  come t o  

g r i p s  w i t h  t h e  problems involved i n  mass produc t ion  of t h e  te lephone 

answering dev i ce  on a commercial b a s i s .  A l l  of t h e s e  f a c t s  were known 

on December 20 o r  could e a s i l y  have been a s c e r t a i n e d  by c a r e f u l  checking.  

The ev idence  i n d i c a t e s  t h a t  no such  e f f o r t  was made, bu t  t h a t  Cooke was 

anxious  t o  o b t a i n  a volume o r d e r  from Phonomatic and t o  have t h a t  informs-

t i o n  g iven  wide p u b l i c i t y  wi thout  p o i n t i n g  ou t  f a c t o r s  which m i t i g a t e d  



a g a i n s t  t h e  s u c c e s s f u l  complet ion of t h e  o r d e r .  

38. The F i f t h  Amendment p o i n t s  up some of t h e  problems involved 

i n  t h e  s u c c e s s f u l  complet ion of t h e  o r d e r .  It s t i l l  does  no t  d e a l  w i t h  

a l l  t h e  problems which l i m i t  t h e  s u c c e s s f u l  complet ion of  t h e  o r d e r  and which 

should have been mentioned i n  o r d e r  t o  make t h e  s t a t emen t  complete and 

no t  mis leading.  The p r i c e  set f o r  t h e  machines i n  t h e  o r d e r ,  a cco rd ing  

t o  Rudin, w a s  a n  "ou ts ide  b a l l  park f i g u r e "  based on what was f e l t  t h e  

machines could be manufactured f o r  and what p r i c e  was necessa ry  t o  meet 

compet i t ion  (T r .  pp. 832-8331, Once, and i f ,  mass produc t ion  had s t a r t e d ,  

t h e  p r i c e  estimates might be s u b j e c t  t o  mod i f i c a t i on  (Tr .  p. 491).  Accor-

i n g  t o  Rudin, s u b s t a n t i a l  modi f ica t ione  had t aken  p l ace  i n  arrangements  

f o r  d e l i v r r y ,  t h e  per iod of t h e  agreement,  and t h e  r i g h t  of Phonometic 

t o  t e rmina t e  t h e  agreement (Tr .  pp. 850-852, 856, 868).  No amendment 

was f i l e d  i n d i c a t i n g  t h e s e  new arrangements.  While t h e  amendment does  

mention t h a t  t h e  company had no t  made any d e l i v e r i e s  of t h e  machines 

because of t e c h n i c a l  d i f f i c u l t i e s ,  r e ade r s  are no t  informed t h a t  t h e  

I s s u e r  was s t i l l  working on deve lop ing  such pro to typee  and had no t  y e t  

begun t o  d e a l  w i th  t h e  d i f f i c u l t i e s  involved i n  mass product ion.  While 

t h e  amendment does  mention some of t h e  s p e c u l a t i v e  market ing a s p e c t s  of 

i ts  arrangement w i t h  Phonomatic, no mention is made of t h e  f a c t  t h a t  a t  

t h e  time of t h e  amendment Phonomatic d i d  no t  have any nat ion-wide organ-

i z a t i o n '  o r  f r a n c h i s i n g  arrangements s u i t a b l e  f o r  t h e  market ing of t h e s e  

dev i ce s  i n  t h e  numbers contemplated i n  t h e  o rde r .  





ev idence  would i n d i c a t e  t h a t  t h e  former  d a t e  was t h e  one on which t h e  

meet ing was he ld .  There  were s e v e r a l  purposes  f o r  t h e  meeting.  Repre-

s e n t a t i v e s  of AVTA who were p r e s e n t ,  Clyde W .  Lindsey,  v i c e - p r e s i d e n t ,  

and James Jones ,  i ts  p r e s i d e n t ,  were i n t e r e s t e d  i n  d i s c u s s i n g  a r e d e s i g n  

of t h e  c a s e  of t h e  Talk-A-Way t r a n s c e i v e r s  and t h e  i n s t i t u t i o n  of q u a l i t y  

c o n t r o l  t o  o b v i a t e  d i f f i c u l t i e s  t h a t  were be ing  encountered w i t h  t r a n s -  

c e i v e r s  a l r e a d y  d e l i v e r e d .  R e p r e s e n t a t i v e s  of t h e  I s s u e r  who were 

p r e s e n t ,  Cooke, i ts head,  Paul  Rutschman, g e n e r a l  manager, and two en- 

g i n e e r i n g  employees were a l s o  i n t e r e s t e d  i n  t h e s e  problems and f u r t h e r  

wished t o  o b t a i n  a w r i t t e n  o r d e r  f o r  t h e  100 t r a n s c e i v e r s  a l r e a d y  

d e l i v e r e d  and a n  o r d e r  f o r  a new shipment which cou ld  be under taken  

on a commercial o r  mass b a s i s ,  

41. Lindsey,  J o n e ~ ,  Rutschman, and Cooke a l l  gave d e t a i l e d  t e s t i -  

mony about  occur rences  a t  t h e  meeting.  A l l  were i n  agreement t h a t  t h e r e  

was e x t e n s i v e  d i s c u s s i o n  of e n g i n e e r i n g  and d e s i g n i n g  problems i n  connec- 

t i o n  w i t h  t h e  manufacture  of t r a n s c e i v e r s .  A l l  were i n  agreement t h a t  

a t  t h e  meeting two o r d e r s  w e r e  p laced  by AVTA f o r  t r a n s c e i v e r s ;  t h e  f i r s t  

t o  c o v e r  t h e  100 t r a n s c e i v e r s  a l r e a d y  d e l i v e r e d  and t h e  second t o  c o v e r  

new u n i t s .  A t  t h a t  p o i n t  t h e r e  is s h a r p  d ivergence  i n  t h e  t e s t imony  as t o  

t h e  c i rcumstances  under  which t h e  second o r d e r  w a s  p laced and t h e  t o t a l  

amount of t h e  u n i t s  involved.  

42. Lindsey wrote  o u t  both  o r d e r s .  On h i s  f i r s t  o r d e r ,  h e  noted 

t h e t  h e  was o r d e r i n g  100 Talk-A-Way salesmen samples a t  a u n i t  p r i c e  of 

$11.65, f o r  a t o t a l  c o s t  of $1,165. On t h e  second o r d e r  h e  l i s t e d  500 

as t h e  q u a n t i t y  d e s i r e d  a t  a p r i c e  of $11.65. He showed b o t t  o r d e r  b lanks  



t o  Jones  who s i l e n t l y  approved them. He t hen  handed them t o  Rutschman. 

Some t i m e  t h e r e a f t e r ,  t h e  o r d e r  blank was a l t e r e d  t o  show t h e  q u a n t i t y  

as 5,000. The t o t a l  p r i c e  f i g u r e  of $58,250 w a s  added (Div. Ex. 5). 

The p r i n c i p a l  q u e s t i o n  is - who made t h e  a l t e r a t i o n .  Rutschman l e f t  

t h e  room f o r  a  s h o r t  pe r i od ,  t a k i n g  t h e  o r d e r  blanks  w i th  him. idhen 

he r e tu rned  he placed t h e  o r d e r  blank f o r  t h e  second o r d e r ,  which 

s t i l l  had t h e  q u a n t i t y  f i g u r e  of 500 on i t ,  be fo r e  Cooke. H e  a l s o  

gave Cooke t h e  f i r s t  o r d e r .  There  i s  s h a r p  disagreement  as t o  what 

happened t h e r e a f t e r .  Cooke t e s t i f i e d  t h a t  when he saw t h e  q u a n t i t y  

f i g u r e  of 500, he  s t a t e d  t o  Rutschman t h a t  t h a t  w a s  no t  r i g h t  and t h a t  

it should be f o r  5,000. He s t a t e d  t h a t  t h e r ~ a f t ~ r  t h e  o r d e r  blank was 

a l t e r e d  by t h e  AVTA r e p r e s e n t a t i v e  but  t h a t  t h e r e  w a s  no f u r t h e r  d i s -  

cu s s ion  a f t e r  he  made h i s  s t a t emen t .  Jones  mainta ined t h a t  d u r i n g  t h e  

meeting he proposed t h a t  250 u n i t s  be made w i th  one type  of c a s e  and 

250 u n i t s  w i th  a n o t h e r  and Cooke agreed  w i th  t h i s  p roposa l  and t h e r e -  

a f t e r  Lindsey wro te  up t h e  o r d e r  f o r  500 u n i t s  (Tr .  pp. 714, 715).  

43. f i e  v e r s i o n s  of Lindsey and Rutschman d i f f e r e d  from those  

of Jones and Cooke. 

44. Lindsey suppor ted  t h e  tes t imony of Jones  t h a t  a t  t h e  t ime 

t h e r e  was a d i s c u s s i o n  and agreement f o r  t h e  p roduc t ion  of  250 dev i ce s  

of one type  and 250 of ano the r (T r .  pp. 535, 536). H e  denied t h a t  a 

f i g u r e  f o r  5,000 Talk-A-Wags w a s  mentioned. He was vague as t o  what 

d i s c u s s i o n  took p l a c e  about  t h e  number of u n i t s  (T r .  pp. 611-6131. He 

f u r t h e r  s t a t e d  t h a t  t h e  u n i t  p r i c e  of $11.65 was t h e  p r i c e  quoted him 

on a thousand u n i t  ba s i s  and he used t h i s  i n  f i l l i n g  o u t  t h e  o r d e r  f o r  



t h e  sma l l e r  amount. H e  r e c a l l e d  g i v i n g  t h e  o rde r s  t o  Rutschman bu t  

could not  r e c a l l  what Rutschman d i d  w i th  them when he r e tu rned  t o  t h e  

room. He was c e r t a i n  t h a t  n e i t h e r  he  nor  Jones changed t h e  u n i t  

q u a n t i t y  on t h e  second o r d e r .  H e  a l s o  s t a t e d .  t h a t  an o r d e r  f o r  500 

u n i t s  w a s  g iven  i n s t e a d  of a l a r g e r  one because of t h e  i n f e r i o r  q u a l i t y  

of t h e  i n s t rumen t s  t h a t  had been rece ived  u p  t o  t h a t  d a t e .  

45. There is evidence t h a t  t h e  I s s u e r  was expec t i ng  a s i z a b l e  

o r d e r  from AVTA. Rutschman t e s t i f i e d  t h a t  Cooke au tho r i zed  t h e  p r i c e  

iof $11.65 p e r  u n i t  based on an  expected o r d e r  f o r  10,000, u n i t s  and 
! 

t h a t  Rutschman expected an o r d e r  f o r  t h a t  number of u n i t s  from Lindsey. 

Rutschman s a w  Lindsey w r i t e  t h e  o r d e r  f o r  500 u n i t s ,  g i ve  it and t h e  

f i r s t  o r d e r  f o r  100 u n i t s  t o  J o n e s ,  saw t h e  l a t t e r  g lance  at  them 

and pass  them back,  and then  Lindsey passed them t o  Rutschman. There 

w a s  no conve r sa t i on  at  t h a t  po in t  about  t h e  o r d e r ,  accord ing  t o  Rufschman. 

Rutschman then  l e f t  t h e  room w i t h  t h e  o r d e r s  and r e tu rned  about t a n  o r  

f i f t e e n  minutes later.  He passed t h e  two purchase o rdera  t o  Cooke 

because,  as he put i t ,  he wanted Cooke t o  s e e  what t ype  of o r d e r  t h e  

I s s u e r  had rece ived  (Tr .  p. 1021). 

46. Cont inuing h i s  t es t imony ,  Rutschman s t a t e d  t h a t  cook^ 

glanced a t  t h e  purchase o r d e r s ,  shook h i s  head a t  t h e  500 u n i t  o r d e r ,  

and nodded a t  t h e  100 u n i t  o rde r .  There w a s  gene ra l  d i s c u s s i o n  a f t e r  

t h a t  w i th  no mention of t h e  number of u n i t s  o t h e r  t han  r e i t e r a t i o n  of 

t h e  $11.65 u n i t  p r i c e .  Rutschman d i d  no t  see anyone e l s e  a t  t h e  meeting 

w r i t e  on t h e  o r d e r  form o t h e r  than  Lindsey who, l a t e  i n  t h e  meeting,  

wrote  a d d i t i o n a l  in format ion  a t  t h e  p l ace  of h i s  s i g n a t u r e .  The o r d e r  



forms remained on Cooke's desk a t  t h e  m e t i n k  and when Rutschman s a w  

them t h e  next day t h e  number of u n i t s  had been i nc r ea sed  on Lindsey ' s  

second o r d e r  from 500 t o  5,000. Rutschman a l s o  s t a t e d  t h a t  o u t s i d e  of 

Cooke shak ing  h i s  head when he no t i c ed  t h e  500 u n i t  o r d e r ,  he  d i d  not  

s a y . t h a t  he would no t  accep t  t h e  o r d e r  o r  d i s c u s s  it ( T r .  p .  1032). 

47. Rutschman impressed t h e  unders igned as having a c l e a r e r  

r e c o l l e c t i o n  of e x a c t l y  what had t aken  p l ace  a t  t h e  r n ~ e t i n g  t han  t h e  

o t h e r  w i t n e s s e s ,  a l l  of whom were hazy on some of t h e  d e t a i l s .  H i s  

v e r s i o n  of what took p l ace  is c r e d i t e d .  It is c l e a r  t h a t  r e g a r d l e s s  

of t h e  e x p e c t a t i o n s  of t h e  I s s u e r ' s  r e p r e s e n t a t i v e s  t h a t  a s i z a b l e  

o r d e r  would be g iven  at  t h e  meet ing,  i n  f a c t  a much smaller o r d e r  was 

g iven .  There was no open d i s c u s s i o n  regard ing  t h e  s i z e  of t h e  o r d e r  and 

-8/ 
it does  not  appea r  t h a t  e i t h e r  Jones  o r  Lindsey r ev i s ed  t h e  second o r d e r .  

There  is no ev idence  t h a t  t h e r e  w a s  any f u r t h e r  n e g o t i a t i o n  between t h e  

p a r t i e s  about  t h e  s i z e  of t h e  o r d e r .  Under t h e s e  c i rcumstances ,  t h e  

undersigned concludes  t h a t  i t  was erroneous f o r  t h e  I s s u e r  t o  c l a i m  i n  

t h e  backlog amendment t h a t  i t  had a n  o r d e r  from AVTA of t h e  s i z e  

i nd i ca t ed .  I n  f a c t ,  i t  had a much s m a l l e r  o r d e r .  

48. It  a l s o  has  been e s t a b l i s h e d  t h a t  a t  t h e  t ime t h e  two o r d e r s  

were g iven  t o  t h e  I s s u e r ,  on October 31,  1961, t h e  I s s u e r  was exper ienc-

ing  d i f f i c u l t y  w i th  t h e  u n i t s  it was f u r n i s h i n g  both AVTA and A s i a t i c  

Import Company. Un i t s  ware being r e tu rned  f o r  adjustment  and AVTA w a s  

-8/ Rutschman d i d  no t  suppor t  Cooke's a s s e r t i o n  t h a t  Rutschrean t o l d  Cooke 
t h a t  Lindsey had changed t h e  s i z e  of t h e  o r d e r  (Div.  Ex. 8, p. 49). 



conce rned  a b o u t  t h e  i n s t a l l a t i o n  o f  q u a l i t y  c o n t r o l s .  These  problems 

c o n t i n u e d  r i g h t  u p  t o  t h e  time of  t h e  back log  amendment f i l e d  i n  

December, 1961 ( T r .  p. 240,  Div. Ex. 8 ,  pp. 46-47) .  R e g a r d l e s s  o f  

t h e  number of  u n i t s  a c t u a l l y  i n v o l v e d  i n  t h e  second AVTA o r d e r ,  t h e  

a s s e r t i o n  of t h e  e x i s t e n c e  of  t h a t  o r d e r  w i t h o u t  q u a l i f y i n g  i n f o r m a t i o n  

i n d i c a t i n g  t h e  p r o d u c t i o n  d i f f i c u l t i e s  which t h e  I s s u e r  had been en -  

c o u n t e r i n g  o v e r  a p e r i o d  o f  months and which  m a t e r i a l l y  a f f e c t e d  i t s  

a b i l i t y  t o  pe r fo rm its o b l i g a t i o n s  u n d e r  t h e  c o n t r a c t ,  r ende red  t h e  

i n f o r m a t i o n  c o n t a i n e d  i n  t h e  b a c k l o g  amendment i n c o m p l e t e ,  f a l s e  and 

m i s l e a d i n g .  F o r  r e a s o n s  n o t  material t o  t h e  i s s u e s  h e r e i n ,  Cooke 

c a n c e l l e d  t h e  m a r k e t i n g  a r r angement  between t h e  p a r t i e s  o n  December 

22,  	 1961. 

49 .  Whi le  t h e  f i r s t  o r d e r  f o r  100 u n i t s  is a r e l a t i v e l y  small 

one ,  i t  s h o u l d  n o t  have been l i s t e d  as p a r t  of t h e  b a c k l o g  s i n c e  

d e l i v e r i e s  had a l r e a d y  been comple ted  o f  t h e s e  u n i t s  p r i o r  t o  t h e  

f i l i n g  o f  t h e  b a c k l o g  amendment. 

3,  	 The Walk-A-Phone 

T r a n s c e i v e r s  O r d e r  


50. Of t h e  back log  o f  $130,000 ment ioned i n  t h e  o r i g i n a l  o f f e r -  

i n g  c i r c u l a r ,  most of  i t ,  $111,500,  c o n s i s t e d  o f  a n  o r d e r  f o r  10 ,000 

Walk-A-Phone t r a n s c e i v e r s  o r d e r e d  by Asiatic Impor t  Co., Inc .  on  

J u l y  6 ,  1961 (Div.  Ex. 3 ) .  I n  t h e  b a c k l o g  amendment o f  December 20 ,  

1961, t h i s  i t e m  was l i s t e d  a t  $92,000 w i t h o u t  any l i m i t a t i o n  o r  f u r t h e r  

c x p l a n a t  i on .  



51. The proposed Four th  Amendment submi t t ed  on behalf  of t h e  

I s s u e r  a f t e r  t h e  commencement of t h e  i n s t a n t  p roceed ing ,  t h e  language 

of  which w a s  r e p e a t e d  i n  t h e  proposed F i f t h  Amendment, has  much more 

c l a r i f y i n g  d e t a i l  as t o  t h e  s t a t e  of t h a t  o r d e r  and t h e  I s s u e r ' s  l ack  

of s u c c e s s  i n  f u l f i l l i n g  i t .  

"11. A s  of J u l y  10,  1961, t h e  Company had 
o r d e r  forms on  hand amounting t o  $130,000, 
c o n s i s t i n g  p r i n c i p a l l y  of a n  o r d e r  form, 
dependent upon t h e  s u c c c s s f u l  development 
and t e s t i n g  of  t h e  d e v i c e  invo lved ,  f o r  
$110,000 worth  of Walk-A-Phone Trans-
c e i v e r s .  (P .  6)  

( 1 )  Fol lowing r e c e i p t  of  a n  o r d e r  form 

d a t e d  J u l y  6 ,  1961, from t h e  A s i a t i c  Import 

Co., Inc .  f o r  $111,500 f o r  Walk-A-Phone 

T r a n s c e i v e r s , Harmon Co. commenced work 

on t h e  device ,  The Walk-A-Phone T r a n s c e i v e r  

i s  s u b s t a n t i a l l y  similar t o  t h e  Talk-A-Way 

T r a n s c e i v e r  e x c e p t  w i t h  r e s p e c t  t o  appearance .  


( 2 )  AS of December 20,  1961, approx i -  

mately  $19,500 i n  Walk-A-Phone d e v i c e s  had 

been sh ipped  t o  A ~ i a t i c  Import ,  bu t  many of 

t h e s e  d e v i c e s  had been r e t u r n e d  both  b e f o r e  

and a f t e r  such  d a t e  because  of t e c h n i c a l  

d i f f i c u l t i e s  i n  t h e  o p e r a t i o n  t h e r e o f .  No 

f u r t h e r  shipments  are t o  be made by Harmon 

Company, and no f u r t h e r  sales made by A s i a t i c  

Import ,  u n t i  1 t h e s e  d i f f  i c u l t i e a  a r e  overcome. 

Harmon Co. has  submi t t ed  t h e  d e v i c e  t o  a 

p roduc t s  l a b o r a t o r y  of a n a t i o n a l l y  knovn 

manufac tu re r  of t r a n s i s t o r s ,  f o r  a d v i c e  as 

t o  t h e  c o r r e c t  i o n  of  such d i f f i c u l t i e s  . I1  


(Pp. 9-10).  


It w a s  a l s o  noted i n  t h e  amendment t h a t  because  of t h e  r e t u r n  of t h e  

d e v i c e s ,  A s i a t i c  had r e f u s e d  t o  make payment on accounts  r e c e i v a b l e  

a s s i g n e d  by t h e  I s s u e r  t o  a f i n a n c e  company. 



52. The evidence e s t a b l i s h e s ,  and it ha s  been admit ted by t h e  

I s s u e r ,  t h a t  i t  had a g r e a t  d e a l  of d i f f i c u l t y  i n  t h e  mamwfacture of 

Walk-A-Phone t r a n s c e i v e r s .  It had similar t r o u b l e  w i th  t h e  AVTA t r a n s -  

c e i v e r s ,  e s s e n t i a l l y  t h e  same u n i t s  i n t e r n a l l y  as t h e  Walk-A-Phone 

t r a n s c e i v e r s .  The I s s u e r ,  of cou r se ,  knew a l l  of t h e s e  d i f f i c u l t i e s  

a l l  du r ing  t h e  per iod s i n c e  it w a s  t r y i n g  t o  overcome them (T r .  p. 356) .  

Employees of t h e  I s s u e r  a l s o  knew t h a t  t h e  t r a n s c e i v e r s  were not com-

m e r c i a l l y  marketable .  By December 20,  1961, t h e  I s s u e r  had had a 

conspicuous lack of succe s s  i n  f i l l i n g  t h e  o r d e r  ob ta ined  from A s i a t i c  

months be£ o r e .  Y e t  t h i s  o r d e r  w a s  l i s t e d  i n  t h e  December 20 amendment 

wi thout  any language of l i m i t a t i o n  i n d i c a t i n g  t h e  d i f f i c u l t i e s  i t  was 

having. I n  f a c t ,  i t  could be deduced from t h e  f i g u r e s  supp l i ed  t h a t  

t h e  I s s u e r  was s u c c e s ~ f u l l y  f i l l i n g  t h a t  o r d e r  and reducing t h e  backlog. 

It is concluded t h a t  t h e  backlog amendment was incomplete ,  f a l s e  and 

mis lead ing  i n  i t s  r e p r e s e n t a t i o n s  o f  t h e  Walk-A-Phone o r d e r  and i n  t h e  

f a i l u r e  t o  f u r n i s h  in format ion  on t h e  d i f f i c u l t i e s  it was hav ing  i n  

f i l l i n g  t h e  o rde r .  

53. While t h e  Four th  Amendment gave a more hones t  r e p r e s e n t a t i o n  

of t h e  a c t u a l  s i t u a t i o n ,  i t  d i d  no t  g i v e  a f u l l  r r p r e s e n t a t i o n  of t h e  

s t a t e  of t h e  A s i a t i c  o rde r .  Th i s  o r d e r  provided t h a t  1,000 u n i t s  were 

t o  be d e l i v e r e d  i n  good workable c o n d i t i o n  du r ing  August,  1961 and t h e  

o r d e r  would be s u b j e c t  t o  f i n a l  conf i rmat ion  a f t e r  r e c e i p t  of t h o  f i r s t  

1,000 p i ece s .  The evidence does no t  e s t a b l i s h  t h a t  as of August 1, o r  

even t h e  d a t e  of t h e  hea r i ng ,  1,000 u n i t s  i n  good workable c o n d i t i o n  

had been d e l i v e r e d .  There  was, t h e r e f  o r e ,  not a £ inn o r d e r  as of t h e  



t ime of t h e  h e a r i n g  f o r  t h e  remaining 9,000 u n i t s .  Th i s  was not s e t  

f o r t h  i n  t h e  proposed amendment. 

4 .  	 The I n e r t i a  Switches  

Order 


54. The backlog amendment of December 20, 1961, a f t e r  l i s t i n g  

s p e c i f i c  o r d e r s ,  some of which have been d e a l t  w i th  h e r e i n ,  cont inued 

w i th  t h e  fo l l owing  paragraph: 

There  is a f u r t h e r  o r d e r  agg rega t i ng  approximately  
$1,540,000 f o r  i n e r t i a  swi tches  which t h e  Company ha s  
been a s s u r e d  w i l l  be placed w i th  it by a prime west 
c o a s t  missile c o n t r a c t o r  upon a showing of adequate  
working c a p i t a l ,  which i n  t h e  op in ion  of management 
w i l l  be a v a i l a b l e  upon complet ion of t h i s  o f f e r i n g .  
The Company, however, cannot  g i v e  any p o s i t i v e  a s s u r -
ance  t h a t  such  o r d e r  w i l l  i n  f a c t  be made f i rm.  The 
Company's f a c i l i t i e s  a r e  adequate  t o  handle  p r e sen t  
and contemplated o rde r s .  It may be necessary t o  s e c u r e  
bank f i n a n c i n g  t o  handle  such  bus iness  i f  d e l i v e r y  
schedules  s o  r equ i r e .  

55. Even though t h e r e  was a s t a t emen t  t h a t  no p o s i t i v e  a s su r ance  

could be g iven  t h a t  t h e  o r d e r  would i n  f a c t  be made f i r m ,  t h e  obvious 

meaning of t h e  p a r a g r a p h . i s  t h a t  t h e  on ly  o b s t a c l e  i n  t h e  path  of t h e  

I s s u e r ' s  o b t a i n i n g  a ve ry  s u b s t a n t i a l  o r d e r  wae i ts showing t h a t  i t  had 

adequate  working c a p i t a l .  I n v e s t o r s ,  i n  subs t ance ,  were aesured  t h a t  i f  

t h e  s t o c k  i s s u e  covered by t h e  o f f e r i n g  c i r c u l a r  w a s  f u l l y  s o l d ,  t h e  

I s s u e r  would o b t a i n  t h e  c o n t r a c t .  The a c t u a l  fact^ were much d i f f e r e n t .  

56. During t h e  hea r i ng ,  t h e  p a r t i e s  e n t e r e d  i n t o  t h e  fo l lowing  

s t i p u l a t i o n  w i th  regard t o  t h i s  o rder :  

T h e  George Harmon Company began i n  June ,  1961 
n e g o t i a t i o n s  w i th  a prime West Coast missfie c o n t r a c t o r  
f o r  t h e  purchase of i n e r t i a  o r  a c c e l e r a t i o n  swi tches  
by such company under  a prima c o n t r a c t  which t h a t  
company might o b t a i n  w i th  t h e  United S t a t e s  Government 



wi th  t h e  supply  of a i r - t o - a i r  n u c l e a r  b a l l i s t i c  m i s s i l e s .  
The amounts of such prime c o n t r a c t s  and any subcon t r ac t  
the reunder  f o r  such  sw i t ches  are' no t  now d e f i n i t e l y  known 
o r  e s t a b l i s h e d .  

On February 1, 1362 Harmon Company rece ived  a reques t  
f o r  q u o t a t i o n  from such company f o r  t h e  purchase of 122 
a c c e l e r a t i o n  sw i t ches  f o r  f u t u r e  u se  on a rocke t  f u s i n g  
system t o  be produced by such  c o n t r a c t o r .  The l a t t e r  
a l s o  reques ted  a q u o t a t i o n  f o r  s i x  a d d i t i o n a l  u n i t s  t o  
be t e s t e d  by t h e  c o n t r a c t o r  f o r  q u a l i f i c a t i o n  purposes.  
Harmon Company is one of a member companies t o  which 
r e q u e s t s  f o r  q u o t a t i o n  were made, some of which companies 
have g r e a t e r  f i n a n c i a l  r e sou rce s  t han  does  Harmon 
Company. Quota t ions  were due on o r  before  February 15, 
1962, and Harmon Company submi t ted  such  a q u o t a t i o n  as 
f 01lows : 

A .  $110 pe r  u n i t  f o r  t h e  122 a c c e l e r a t i o n  sw i t ches ;  
and 

B. The aggrega te  p r i c e  of $5,500 f o r  t h e  s i x  
q u a l i f i c a t i o n  u n i t s ,  which f i g u r e  i nc ludes  c o s t  of t h e  
q u a l i f i c a t i o n .  

2. ( s i c )  Harmon Company cannot  g i v e  any a s su rance  t h a t  
submiss ion of s a i d  q u o t a t i o n  w i l l ,  i n  f a c t ,  r e s u l t  i n  
a n  o r d e r .  I n  t h e  even t  such o r d e r  is a c t u a l l y  r e ce ived ,  
it is  no t  a n t i c i p a t e d  t h a t  a d d i t i o n a l  working c a p i t a l  
w i l l  be requ i red .  I f  a d d i t i o n a l  working c a p i t a l  is 
r equ i r ed ,  t h e  company cannot  r ep r e sen t  o r  g i v e  any 
a s su rance  t h a t  such  f i n a n c i n g  w i l l  i n  f a c t  be a v a i l a b l e .  

(T r .  pp. 818-819) 

57. According t o  Cooke, t h e  company lea rned  i n  June  o r  J u l y ,  

1961 t h a t  Douglas A i r c r a f t  Co. needed i n e r t i a  sw i t ches .  Seve ra l  v i s i t s  

were made t o  Douglas and a sample sw i t ch  was fu rn i shed  i t .  The I s s u e r  

w a s  infonned t h a t  Douglas might need as many as 14,000 sw i t ches .  The 

I s s u e r  made some mod i f i c a t i on  i n  t h e  sample which i t  f u r n i s h e d  Douglas 

a t  t h e  r eques t  o f  t h e  l a t t e r .  Then t h e  I s s u e r  w a s  informed t h a t  t h e  

Brogram f o r  which t h e  sw i t ch  w a s  in tended had run  o u t  of funds .  Weeks 



l a t e r ,  Cooke, accord ing  t o  h i s  own tes t imony ,  l ea rned  from a n  eng inee r  

employed by Douglas on t h e  p r o j e c t  t h a t  t h e  program w a s  now funded, 

" t h a t  we were on t h e  drawing, i t  would go t o  Purchasing,  and not  t o  

worry about  i t ,  that we'd have - - we'd g e t  ehe bus iness . "  (T r .  pp. 

291, 292). 

58. On t h e  b a s i s  of t h i s  assurance  Cooke, i n  a l e t t e r  t o  t h e  

unde rwr i t e r  on November 14,  1961 e n c l o s i n g  cop i e s  of o r d e r s  on hand,  

s t a t e d :  "we have te lephone  con f i rma t ion  of 14,000 I n e r t i a  Switches  

a t  $110 each ,  which amounts t o  $1,540,000.00, w i t h  d e l i v s r y  scheduled 

ove r  26 months, s t a r t i n g  J anua ry  1962." (Div.  Ex. 7 ) .  Ac tua l l y ,  

n e i t h e r  at t h a t  t i m e  nor  a t  t h e  t ime of t h e  h e a r i n g  d i d  t h e  I s s u e r  

have any f i r m  c o n t r a c t  f o r  t h e  supp ly ing  of any s p e c i f i e d  number of 

i n e r t i a  swi tches .  Giving f u l l  credence t o  Cooke's v e r s i o n  of what 

took p l a c e ,  i t  i a  c l e a r  t h a t  he  had merely had a conve r sa t i on  w i t h  

a n  eng inee r  working on t h e  p r o j e c t  who had no c o n t r o l  o v e r  t h e  a c t u a l  

i s suance  of purchase c o n t r a c t s .  Cooke knew t h a t  b idd ing  procedure 

would have r equ i r ed  t h a t  h i s  company would have had t o  submit b id s  i n  

compet i t ion  w i th  o t h e r  b idde r s .  It is apparen t  t h a t  t h e  s t a t emen t  i n  

t h e  backlog amendment concerning t h e  s t a t u s  of t h e  i n e r t i a  swi tches  

o r d e r  was incomplete ,  f a l s e  and mis lead ing  i n  t h a t  i t  d i d  not a c -

c u r a t e l y  d e s c r i b e  what o b s t a c l e s  had t o  be surmounted i n  o r d e r  t o  

o b t a i n  t h e  i n e r t i a  sw i t ches  c o n t r a c t  i f  and when t h e  m i s s i l e  con-

t r a c t o r  w a s  a b l e  and w i l l i n g  t o  award such a c o n t r a c t .  

http:$1,540,000.00




61. The p r e s iden t  of t h e  u n d e n ~ r i t e r  t e s t i f i e d  t h a t  r e l y i n g  on 

t h e  October i n s t r u c t i o n s ,  he  d i r e c t e d  h i s  s e c r e t a r y  t o  a f f i x  t h e  300 

copies  of t h e  December 20 amendments t o  t h e  cove r ing  page of t h e  o f f e r i n g  

c i r c u l a r .  He then  had c o p i e s  of t h e  amended 'o f fe r ing  c i r c u l a r  mai led t o  

purchasers  of t h e  I s s u e r ' s  s t o c k ,  t hose  who had expressed  a n  i n t e r e s t  i n  

i t ,  and t o  persons  having accounts  wi th  t h e  unde rwr i t e r .  Copies of t h e  

amendmente were a l s o  fu rn i shed  o t h e r  b rokers .  Most of t h e  supply  of 300 

amendments was used up between December 21, 1961 and about  January 3 ,  

1962 when f u r t h e r  d i s t r i b u t i o n  w a s  ended. 

62. It is urged on behalf  o f  t h e  I ~ s u e r  t h a t  a mistake occur red  

i n  t h e  a f f i x i n g  of t h e  amendments t o  t h e  o f f e r i n g  c i r c u l a r  but t h a t  such 

a c t i o n  w a s  not done at  t h e  behest  o r  i n s t r u c t i o n s  of t h e  I s s u e r  o r  i ts  

C a l i f o r n i a  counse l  i n  o r d e r  t o  induce s a l e s  of s t o c k  i n  t h e  market.  

The D iv i s i on  contends t h a t  t h e r e  was negl igence  i n  t h e  f a i l u r e  t o  s e e  

t o  i t  t h a t  t h e  unde rwr i t e r  had d e f i n i t e  i n s t r u c t i o n s  on behalf  of t h e  

I s s u e r  as t o  what p l ace  on t h e  o f f e r i n g  c i r c u l a r  t h e  amendments should 

be a f f i x e d  and t h a t  t h e  e f f e c t  of t h e  placement of t h e  backlog amend- 

ment on t h e  cove r  page s e r v e s  t o  g i v e  i t  undue emphasis i n  t h e  o f f e r i n g  

c i r c u l a r .  

63. The undersigned ag ree s  w i th  t h e  c o n t e n t i o n  of t h e  D iv i s i on  

t h a t  t h e  terms and cond i t i ons  of Regulat ion A were not  s t r i c t l y  complied 

w i t h  i n  t h a t  t h e  amended o f f e r i n g  c i r c u l a r  used by t h e  unde rwr i t e r  d i d  

not conform t o  t h e  one f i l e d  w i th  t h e  Commission. The backlog amendment 

was placed on t h e  f r o n t  page of t h e  o f f e r i n g  c i r c u l a r  where it had a 

p o s i t i o n  of g r e a t e r  prominence t han  i f  it had been a f f i x e d  t o  an  
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inner ~t h a s  not  bepn established t h a t  t h i s  was due  t o  any  

d e l i b e r a t e  intentt o  mis l ead  t h e  Commission o r  r e a d e r s  of  the o f f e r i n g  

c i r c u l a r .  

G .  	 V i o l a t i o n s  of t h e  a n t i - f r a u d  

p r o v i s i o n s  of  t h e  S e c u r i t i n s  Act 


64. It is a l l e g e d  t h a t  v i o l a t i o n s  of t h e  a n t i - f r a u d  p r o v i s i o n s  

of t h e  S ~ c u r i t i e s  A c t  t ook  p l a c e  i n  t h e  o f f e r  and sale  of t h e  s t o c k  

-10/ 
made p u r s u a n t  t o  t h e  o f f e r i n g  c i r c u l a r  i n v o l v e d  i n  t h i s  p roceed ing .  

65.  I t  h a s  a l r e a d y  been found t h a t  t h e  amended o f f e r i n g  c i r c u l a r  

was v i o l a t i v e  of S e c t i o n  17 i n  t h a t  t h e  i n f o r m a t i o n  c o n t a i n e d  i n  t h e  

b a c k l o g  amendment w a s  i n c o m p l e t e ,  f a l s e  and m i s l e a d i n g .  The d i s t r i b u t i o n  

t o  t h ~p u b l i c  by t h e  u n d e r w r i t e r  of  t h e  amended o f f e r i n g  c i r c u l a r  w i t h  

m i s i n f o r m a t i o n  as t o  t h o  I s s u e r ' s  b a c k l o g  was v i o l a t i v e  of  S e c t i o n  17 

-11/ 

of  t h e  S e c u r i t i c s  A c t .  The proposed amendments o f f e r e d  by t h e  


I s s u e r  l a t e r  i n  c o n n e c t i o n  w i t h  mot ions  made t o  t h e  Commission and t o  

t h e  u n d e r s i g n e d  d i d  no t  f u l l y  remedy t h e  d e f e c t s  found .  

-	 -.-.--- -"em--..-

-10/ S e c t i o n  17 of t h e  S e c u r i t i e s  A c t ,  t h e  s o - c a l l e d  a n t i - f r a u d  sc-ce iclrr, 
p r o v i d e s  t h a t  i t  s h a l l  be u n l a w f u l  f o r  any  p e r s o n  i n  t h e  o f f e r  o r  sale 
of any  s e c u r i t i e s  by t h e  u s e  o f  a n y  means of t r a n s p o r t a t i o n  tr i rough 
i n t e r s t a t e  commerce o r  by u s e  of  t h e  m a i l s  t o  employ any d p v i c e ,  
scheme o r  a r t i f  i c ~  t o  d e f r a u d ,  t o  o b t a i n  money o r  p r o p e r t y  by means 
of  any  u n t r u e  s t a t e m e n t  of a material f a c t  o r  any o m i s s i o n  t o  s t a t e  
a material f a c t  n e c e s s a r y  i n  o r d e r  t o  make t h e  s t a t e m e n t s  made, i n  
t h ~l i g h t  o f  t h e  c i r c u m s t a n c e s  u n d e r  which t h e y  were  made, no t  m i s -
l e a d i n g ,  o r  t o  engage i n  any  t r a n s a c t i o n ,  p r a c t i c e ,  o r  c o u r s p  of  bus-
i n e s s  which o p e r a t e s  o r  would o p e r a t e  as a f r a u d  o r  d e c e i t  upon 
p u r c h a s e r s .  

-11/  C ~ m e x  of A r i z o n a ,  Znc., 40 S.E.C. 919,  925 ,  f o o t n o t e  7.  



66. It is also alleged that in addition to the above violations, 


further violations occurred in that the underwriter, prior to the backlog 


amendment,passed along to customers incomplete and misleading information 


as to the state of the backlog of the Issuer, which information had bcen 


furnished by the Issuer itself. 


67. The record indicates that substantially before the filing 

of the actual backlog amendment, Cooke, on behalf of the Issuer, was 

passing on to the undetwriter incorrect information as to the state of 

the Issuer's backlog. On September 28, 1961, Cooke gave a letter to 

Bernard Klavir, one of the financial consultants used by the I~suer in 

connection with the Regulation A offering, who was then acting as con- 

sultant to the Issuer, listing the alleged backlog of the company for 

the next twelve months. The items totalled $5,848,400. The letter 

included some of the orders which have already been commented upon in 

prior sections of this decision. The letter was head~d : "FOR USE OF 

BROKERS AND UNDERWRITERS ONLY .I' This letter was given by COO~P to 

Klavir in California on September 28 for delivery to Wasser, president 

of the underwriter. Klavir gave the letter to Yasser in New York a few 

days later. 

68. Additional optimistic information waG sent by Cooke to Wiiss~r 


on Novemb~r 14, 1961 when he mailed photostats of orders and also 


stated that the Issuer had a $1,540,000 order for inertia switches. The 


orders and the information were used in conferences on interim financing 


which took place on November 15 and 16 and which were attended by Wasser. 


69. The Division introduced evidence to establish that some or 


all of the above information was relayed to customers of the Issuer. 




B . B . B .  bought 200 sharps  of t h e  I s s u e r ' s  s t o c k  from t h e  unde rwr i t e r  on 

October 19,  1961. He t e s t i f i e d  t h a t  p r i o r  t o  h i s  purchase he had r e -

ceived a n  o f f e r i n g  c i r c u l a r  from t h e  unde rwr i t e r  and had had two t e l e -  

phone conve r sa t i ons  w i th  one of t h e  salesmen. He f u r t h e r  t e s t i f i e d  t h a t  

t h ~salesman,  S t a n l e y  Mi l l e r ,  t o l d  him t h a t  t h e  I s s u e r  had a backlog of 

e i t h e r  $G o r  $5 m i l l i o n  d o l l a r s .  B. could not r e c a l l  e x a c t l y  which f i g u r e  

was used.  Two weeks l a t e r ,  a cco rd ing  t o  B . ,  he  was urged by t h ~  same 

salesman t o  make a n  a d d i t i o n a l  purchase of t h e  I s s u e r ' s  s t o c k  and i n  

t h a t  conve r sa t i on  mention was made t h a t  t h e  I s s u e r  had a backlog of 

o r d e r s  of $4  o r  $ 5  m i l l i o n .  B. 's r e c o l l e c t i o n  was t h a t  t h e  f i g u r e  of 

$4  m i l l i o n  was used i n  one conve r sa t i on  and $5 m i l l i o n  i n  t h e  o t h e r  

(T r .  p. 1309). I n  December, 1961, B.  wrote  t o  t h e  t r e a s u r e r  of t h e  

I s s u e r  a sk ing  f o r  t h e  approximate v a l u e  of t h e  company's backlog of 

o rde r s .  He s t a t e d  i n  h i s  l e t t e r  t h a t  a salesman of t h e  u n d e t w r i t e r  

twice  urged him t o  buy some s t o c k  "saying t h e  backlog is $4  m i l l i o n  - -
which sounds l i k e  a g ro s s  exaggera t ion  i n  l i g h t  of t h e  va luc  of S130,OOO 

as of July." (Div.  Ex. 41) .  B .  d i d  not w a i t  f o r  a r e p l y  but s o l d  100 

s h a r e s  a t  t h e  u rg ing  of t h e  sa lesman i n  o r d e r  t o  buy ano the r  s t o c k  and 

t hen  decided of h i s  own v o l i t i o n  t o  s e l l  h i s  remaining 100 s h a r e s .  

70. It w a s  po in ted  o u t  by t h e  I s s u e r  t h a t  B. was a customer of 

t h e  unde rwr i t e r  who had purchased s p e c u l a t i v ~  s t o c k  be fo r e  and i n  h i s  

d e a l i n g s  i n  t h e  s t o c k  of t h e  I s s u e r  achieved a shor t - tern1 c a p i t a l  ga in .  

71. Mrs. A.  F .  r ece ived  a phone c a l l  i n  September,  1961 from 

M i l l e r .  She purchased 100 s h a r e s  of t h e  I s s u e r ' s  s t o c k  on September 14,  

1961, 200 s h a r e s  on December 15 and 400 crhares on December 28. She 



a 
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t e s t i f i e d  t h a t  i n  connec t ion  w i t h  h e r  f i r s t  purchase t h e  sa lesman,  

c M i l l e r ,  recommended t h e  I s s u e r  as a good company and t h a t  t h e  s t o c k  

would do  w e l l .  She f u r t h e r  t e s t i f i e d  t h a t  subsequent  t o  h e r  purchase,  
3 

M i l l e r  t o l d  h e r  t h a t  t h e  s t o c k  had gone up and t h a t  t h e  company had 

rece ived  o r  was going  t o  r e ce ive  a $4 m i l l i o n  c o n t r a c t  from t h c  Govprnment. 

She t han  purchased an  a d d i t i o n a l  200 s h a r e s  a t  t h e  p r i c e  of $4-3/4 .  She 

placed t h i s  conve r sa t i on  s h o r t l y  be fo r e  h e r  purchase on December 15 th .  

About a week a f t e r  h e r  second purchase ,  a cco rd ing  t o  A. F. ,  Miller 

urged h e r  t o  buy more s t o c k ,  t e l l i n g  h e r  t h a t  it had r i s e n  i n  p r i c e .  

She agreed  t o ,  and d i d ,  buy more s t o c k  on December 28th.  She t e a t i f  i e d  

s h e  rece ived  t h e  o r i g i n a l  o f f e r i n g  c i r c u l a r  but  not t h e  amended c i r c u l a r  

rev iaed  as of December 20. 

72. On c ross -examina t ion ,  s h e  t e s t i f i e d  t h a t  s h e  had had expe r i ence  

i n  buying s t o c k s  t r aded  over - the-counte r  and was purchasing t h e  I s s u e r ' s  

s t o c k  f o r  s h o r t - t e r m  c a p i t a l  g a i n  and as a s p e c u l a t i o n .  I 

73. L.  M. F .  , son  of Mrs. A .  F. ,  purchased 400 s h a r e s  of t h e  

Lssuer ' s  s t o c k  on September 14, 1961 a f t e r  h e  a l s o  had spoken w i t h  Mr. 

M i l l e r  and examined a copy of t h e  o r i g i n a l  o f f e r i n g  c i r c u l a r  used i n  

t h e  s a l e  of t h e  I s s u e r ' s  s t o c k .  HP t e s t i f i e d  t h a t  ha had many t e l e p h o n ~  

conve r sa t i ons  w i th  M i l l e r  a f t e r  h i s  purchase w i t h  r ega rd  t o  t h e  c o n d i t i o n  

of t h e  I s s u e r  and t h e  p ro spec t s  f o r  i t s  s t ock .  H e  s t a t e d  t h a t  i n  the 

la t ter  p a r t  of December, M i l l e r  t o l d  him t h a t  soon a f t e r  t h e  f i r s t  of 

t h e  yea r ,  newspapers would c a r r y  t h e  s t o r i e s  of c o n t r a c t s  of t h e  

I s s u e r  t o t a l l i n g  more t han  $4 m i l l i o n .  He never  r c c e i v ~ d  an  amended 

o f f e r i n g  c i r c u l a r  (T r .  pp. 1438-39). 
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74. On c ross -examina t ion ,  he  t e s t i f i e d  t h a t  he  had had o t h e r  

d e a l i n g s  i n  s t o c k s  and bought t h e  Harmon Company s t o c k  as a specu la -

t i o n  hoping f o r  a sho r t - t e rm  ga in .  

75. Wasser, p r e s iden t  of t h e  u n d e r w r i t ~ r ,  dcni-d t h a t  he  gave 

any in format ion  t o  h i s  salesmen of t h e  a l l e g e d  improvement i n  t h e  back- 

log p o s i t i o n  of t h e  I s s u e r .  However, he d i d  see t h e  l e t t e r  w r i t t e n  by 

Cooke on S e p t ~ m b e r  28,  1961 add re s sec~  t o  K l a v i r ,  which K lav i r  brought t o  

New York w i th  him on a t r i p  i m e d i a t ~ l ya f t e r  t h e  d a t e  on t h e  le t ter .  

76. S t a n l e y  H i l l e r  t e s t i f i e d  t h a t  he  d i d  not have any informa- 

t i o n  about  t h e  I s s u e r  o t h e r  t han  what was conta ined  i n  t h e  o f f e r i n g  

c i r c u l m  and f i r s t  l ea rned  of t h e  a l l e g e d  e x t e n t  of t h e  i n c r e a s e  i n  t h e  

I s s u e r ' s  backlog of o rde r s  a f t e r  t h e  December 20th amendment was f i l e d .  

He donied t e l l i n g  Mr. B . ,  p r i o r  t o  December 20 ,  t h a t  t h e  I s s u e r  had a 

backlog of $4  t o  $5  m i l  l i o n  d o l l a r s .  H e  a l s o  denied g i v i n g  similar ' 
i 

informat  ion  about  a Government c o n t r a c t .  

77. The evidence e s t a b l i s h e s  t h a t  t h e  d i s t r i b u t i o n  of t h e  I s s u e r ' s  

s t o c k  was not going as w e l l  as t h e  unde rwr i t e r  and t h e  I s s u e r  had hoped. 

I t  has  a l s o  been e s t a b l i s h e d  t h a t  Cooke gave K l a v i r  a l e t t e r  s h o r t l y  

before  t h e  end of September, 1961 c la iming  a very heavy i nc r ea se  i n  t h e  

backlog of t h e  I s s u e r .  The le t ter ,  from i t s  head ing ,  was :ntended f o r  

t h e  u se  of b rokers  and unde rwr i t e r s .  F u r t h e r  s p e c i f i c  in format ion  w a s  

t r a n s m i t t e d  t o  Wasscr and through him t o  o t h e r s  on t h e  s t a t e  of t h e  Harmon 

o r d e r s  i n  mid-November. Under t h e s e  c i rcumstances  and f  rom t h e  e v a l u a t i o n  

of t h e  tes t imony of t h e  w i tne s se s ,  t h e  unders igned c r e d i t s  t h e  tes t imony 

t h a t  a s u b s t a n t i a l  backlog of $4 o r  $ 5  m i l l i o n  of t h e  I s s u e r ' s  o r d e r s  



- 
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w a s  mentioned t o  B. s h o r t l y  b e f o r e  and a f t e r  h i s  s t o c k  purchase  on 

Oc tobe r  19 ,  1961 i n  h i s  c o n v e r s a t i o n s  w i t h  Miller a c t i n g  on b e h a l f  

of  t h e  u n d e r w r i t e r .  These  r e p r e s e n t a t i o n s ,  w i t h o u t  t h e  q u a l i f i c a t i o n s  

which have  been d i s c u s s e d  i n  o t h e r  s e c t i o n s  of t h i s  d e c i s i o n ,  were 

v i o l a t i v e  of t h e  a n t i - f r a u d  p r o v i s i o n s  of t h e  S e c u r i t i e s  Ac t .  S i m i l a r  

f i g u r s s  were used  by Miller i n  a c o n v ~ r s a t i o nw i t h  Mrs. A .  F .  p r i o r  t o  

December 20,  a l t h o u g h  h e r  r e c o l l e c t i o n  w a s  t h a t  t h e  f i g u r e  was mentioned 

i n  c o n n e c t i o n  w i t h  Government c o n t r a c t s .  

78. I t  h a s  been urged t h a t  o n l y  t h r e e  p u r c h a s e r s  o f  t h e  I s s u e r ' s  

s t o c k ,  o u t  o f  a s u b s t a n t i a l  g r o u p  of i n v e s t o r s ,  were c a l l e d  t o  t e s t i f y  

and t h a t  t h e s e  t h r e e  were s p e c u l a t o r s  who were t r y i n g  t o  make s h o r t - t e r m  

g a i n s .  These  c i r c u n i s t a n c e s  d o  n o t  a f f e c t  t h e  f i n d i n g s  h e r e i n  s i n c e  a l l  

i n v e s t o r s  are e n t i t l e d  t o  p r o t e c t i o n  a g a i n s t  m i s r e p r e s e n t a t i o n s  and 

o m i s s i o n s  of  material f a c t s  i n  t h e  c a u r s e  of  t h e i r  d e a l i n g s  w i t h  b r o k e r s .  

A cus tomer  must be d e a l t  w i t h  f a i r l y  and i n  a c c o r d a n c e  w i t h  h i g h  ' 

-12/ , 
i 

s t a n d a r d s . 

-12/  Duker & Duker,  6 S.E.C. 386 ,  388, (1939) .  



H .  Due Process  

79. It is  contended t h a t  t h e  I s s u e r  w a s  not  a f fo rded  due 

process .  It i s  pointed ou t  t h a t  no l e t t o r  of comment o r  d e f i c i e n c y  

was e v e r  furnishmd it  by t he  S t a f f  of t h e  Commission and t h a t  the reby  

t h e r e  w a s  a f a i l u r e  t o  comply wi th  S e c t i o n  9 ( b )  of t h e  Adminis t ra t ive  

Procedure Act which prov ides ,  i n  p e r t i n e n t  p a r t ,  t h a t  : 

[e]xcept  i n  cases  of w i l l f u l n e s s  o r  those  
i n  which pub l i c  . . . i n t e r e s t  . . . r e q u i r e s  
o t h o w i s e ,  no . . . suspens ion  . . . of 
any l i c e n s e  s h a l l  be lawful  u n l e s s ,  p r i o r  
t o  t h o  i n s t i t u t i o n  of agency proceedings 
t h e r e f o r ,  f a c t s  o r  conduct which may warrant  
such a c t i o n  s h a l l  have been c a l l e d  t o  t h e  
a t t e n t i o n  of t h e  l i c e n s e e  by t h e  agency i n  
w r i t i n g ,  and t h e  l i c e n s e e  s h a l l  have been 
accorded oppo r tun i t y  t o  demonstra te  o r  
a ch i eve  compliance wi th  a l l  lawful  requirements .  

80. The Commission ha s  r u l ed  t h a t  a l e t t e r  of comment need not  

be fu rn i shed  a l l  r e g i s t r a n t s .  I n  t h e  c a s e  of Doman ~ I e l i c o p t e r s ,  I nc . ,  

i t  s t a t e d :  

The l e t t e r  of comm~nt is a n  informal  
a d m i n i s t r a t i v e  a i d  d ~ v e l o p e d  by us f o r  t h e  
purpose of a s s i s t i n g  t hose  r e g i s t r a n t s  who 
have c o n s c i e n t i o u s l y  a t t empted  t o  comply 
w i th  t h e  Act .  -20/ The burden of s e e i n g  t o  

-20/ Our po l i cy  wi th  r e spec t  t o  l e t t e r s  of 
comment is one of long s t a n d i n g  and has  been 
p u b l i c l y  announced. The Code of Fede ra l  Reg- 
u l a t i o n s  con t a in s  t h e  fo l lowing  d e s c r i p t i o n  of 
ou r  d e f i c i e n c y  l e t t e r  procedure:  

"The u s u a l  p r a c t i c e  is t o  b r i n g  t h e  
d e f i c i e n c y  t o  t h e  a t t e n t i o n  of t h e  person  
who f i l e d  t h e  document by a l e t t e r  from t h e  
A s s i s t a n t  D i r e c t o r  a s s i gned  s u p e r v i s i o n  ove r  
t h e  p a r t i c u l a r  f i l i n g ,  and t o  a f f o r d  a mason-
a b l e  oppo r tun i t y  t o  d i s c u s s  t h e  m a t t e r  and make 
t h e  necessa ry  c o r r e c t i o n s .  Th i s  informal  pro-
cedure  is not  g e n e r a l l y  employed where t h o  

( f o o t n o t e  cont inued on next page) 
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it  t h a t  a r e g i s t r a t i o n  s ta tement  f i l e d  w i t h  
u s  n e i t h e r  inc ludes  any un t rue  s t a t emen t  of a 
m a t e r i a l  f a c t  no r  omits  t o  s t a t e  any m a t e r i a l  
f a c t  requ i red  t o  be s t a t e d  t h e r e i n  o r  necessa ry  
t o  make t h e  f a c t s  t h e r e i n  not  mis lead ing  always 
r e s t s  on t h e  r e g i s t r a n t  i t s e l f ,  and i t  never  
s h i f t s  t o  o u r  s t a f f .  When t h e  D iv i s i on  has  
reason  t o  b e l i e v e  t h a t  a r e g i s t r a n t  has  f a i l e d  
t o  make a proper  e f f o r t  t o  shou lde r  t h i s  burden,  
i t  is its d u t y  t o  b r i n g  such in format ion  t o  o u r  
a t t e n t i o n  and t o  recoinmend t h a t  we proceed i n  
accordance w i th  S e c t i o n  8 ( d )  of t h e  Act.  

-20/ (con t inued  from prcced ing  page) 
d e f i c i e n c i e s  appea r  t o  s tem from c a r e l e s s  d i s r e g a r d  
of t h e  s t a t u t e s  and r u l e s  o r  a d e l i b e r a t e  a t t empt  
t o  concea l  o r  mis lead o r  whore t h e  Commission deems 
formal  proceedings  necessa ry  i n  t h e  p u b l i c  i n t e r e s t  .I1 

17 CFR 8 202.3. 

See  a l s o  Or r i ck ,  Organ i za t i on ,  Procedures and P r a c t i c e s  
of t h e  S e c u r i t i e s  and Exchange Commission, 28 Geo. Wash. 
L. Rev. 50,  63 (1959) .  

While t h e  Doman case involved a f u l l  r e g i s t r a t i o n  s t a t e m e n t ,  t h e  same 

approach ha s  been fol lowed by t h o  Commission i n  Regula t ion  A f i l i n g s .  

81. I n  t h e  c a s e  of Mutual Employees Trademart ,  Inc . ,  t h e  

Commission rea f f i rmed  p r i o r  ho ld ings  t h a t  I s s u e r  is no t  e n t i t l e d  t o  

a d e f i c i e n c y  l e t t e r  as a m a t t e r  of r i g h t .  It s t a t e d  t h a t  where t h e r e  

a r e  s e r i o u s  ques t i ons  as t o  t h e  adequacy of d i s c l o s u r e  i n  t h e  n o t i f i -  

c a t i o n  and o f f e r i n g  c i r c u l a r ,  t h e  pub l i c  i n t e r e s t  r e q u i r e s  t h e  i s s u -  

ance of a temporary suspens ion  o r d e r  wi thout  p r ev ious ly  send ing  a 
-14/ 

l e t t e r  of d e f i c i e n c y .  

. 
-13/ Sec.  Act R e l .  No. 4594 (March 27 ,  19621, p. 10. 

-14/ Sec.  Act R e l .  No. 4478 ( A p r i l  17,  1962).  See a l s o  Cemex of 
Arizona,  I n c . ,  40 S.E.C. 919, 924 (1961);  See a l s o  The Wolf 
Corpora t ion  v. S .E.C., 317 F. 2d 139 (C.A. D.C. 1963). 



82. The Commission, i n  e f f e c t ,  has  a l r e a d y  passed on t h i s  

con t en t i on .  I n  i t s  Motions t o  Terminate  o r  Expedi te  Proceedings 

f i l e d  by t h e  I s s u e r  w i th  i ts proposed Fou r th  Amendment on February 
i, 


28, 1962, t h e  I s s u e r  reques ted  t h a t  t h e  Commission d i r e c t  t h e  S t a f f  

t o  d i s c l o s e  any d e f i c i e n c i e s  o r  i naccu rac i e s  con ta ined  i n  t h e  proposed 

Fourth  Amendment. The Commission ru l ed  t h a t  i n  t h e  l i g h t  of t h e  s e r i o u s  

n a t u r e  of t h e  i s s u e s  r a i s e d  i n  t h e  p roceed ings ,  i t  w a s  a p p r o p r i a t e  t h a t  

t h e  motions be denied and t h e  h e a r i n g  proceed as scheduled.  

83. The I s s u e r  a l s o  u rge s  t h a t  t h e  S t a f f  f a i l e d  t o  comply w i th  

both t h e  s p i r i t  and l e t t e r  of S e c t i o n  5 (b )  of t h e  ~ d m i n i s t r a t i v e  

Procedure  Act and thus  is r e spons ib l e  f o r  a prolonged and unnecessary 

proceeding. 

84. S e c t i o n  5 (b )  of t h e  Admin i s t r a t i ve  Procedure  Act o f '  1946 

p rov ide s ,  w i th  r e s p e c t  t o  proceedings  i nvo lv ing  a h e a r i n g  on t h e  

record ,  t h a t  : 

"The agency s h a l l  a f f o r d  el l  i n t e r e s t e d  p a r t i e s  
oppo r tun i t y  f o r  (1) t h e  submission and c o n s i d e r a t i o n  
of f a c t s ,  arguments,  o f f e r s  of s e t t l e m e n t ,  o r  pro- 
posa l s  of adjustment  where t ime ,  t h e  na tu r e  of t h e  
proceeding,  and t h e  p u b l i c  i n t e r e s t  permit  . . .II 

S p e c i a l  procedures  have been adopted by t h e  Commission t o  implement t h i s  

p rov i s i on  of t h e  Admin i s t r a t i ve  Procedure Act. 

85. It i s  t r u e  t h a t  t h e  I s s u e r  has made e f f o r t s  t o  s e t t l e  and 

d i s p o s e  o f  t h e  proceeding by f i l i n g  w r i t t e n  motions which inc luded  

amendments s e e k i n g  t o  c u r e  t h e  a l l e g e d  d e f e c t s  i n  t h e  o f f e r i n g  c i r c u l a r  

and which a l s o  inc luded  o f f e r s  of r e s c i s s i o n  t o  s t ockho lde r s .  The under- 

s i gned  a l s o  a f fo rded  t ime t o  t h e  p a r t i e s  t o  con fe r  in formal ly  o f f  t h e  



record  t o  d i s c u s s  v a r i o u s  p roposa l s  advanced on beha l f  of t h e  I s s u e r .  

Outs ide  of  some minor s t i p u l a t i o n s  which were a r r i v e d  a t ,  t h e  n e g o t i a t i o n s  

werp no t  s u c c e s s f u l .  It is urged t h a t  t h e  S t a f f  had a n  adamant a t t i t u d e  

which prevented any agreement.  

86. The A d m i n i s t r a t i v e  Procedure  Act does  not  r e q u i r e  any more 

t h a n  t h e  a f f o r d i n g  of an  o p p o r t u n i t y  f o r  t h e  submiss ion  of o f f ~ r a  of 

s e t t l e m e n t .  It does not  r e q u i r e  t h a t  a n  i n t e r e s t e d  p a r t y  recede from 

a p o s i t i o n  which i t  f e e l s  is w e l l  t aken .  The f a c t  e h a t  t h e  D i v i s i o n  

took a p o s i t i o n  which t h e  I s s u e r  cons idered  h a r s h  under  t h e  c i rcumstances  

does  n o t  e s t a b l i s h  t h a t  t h e r e  has been a v i o l a t i o n  of t h e  s e c t i o n  of t h e  
15/ 

A d m i n i s t r a t i v e  Procedure  Act c i t e d  a b o v e 7  

111. RECOMMENDATIONS 

The Commission may e n t e r  a n  o r d e r  permanently suspend ing  a n  

exempt i o n  from r e g i s t r a t  i o n  f o r  a n  i s suance  of s e c u r i t i e s  where i t  f i n d s  

t h a t  any of t h e  t e d  or c o n d i t i o n s  of Regula t ion  A have no t  been com-

p l i e d  w i t h  o r  t h a t  t h e  n o t i f i c a t i o n  o r  o f f e r i n g  c i r c u L a r  c o n t a i n  f a l s e  

and mis lead ing  s t a t e m e n t s  o r  m a t e r i a l  omiss ions  o r  t h a t  t h e  o f f e r i n g  is 

be ing  made o r  would be made i n  v i o l a t i o n  of t h e  a n t i - f  raud p r o v i s i o n s  of 

t h e  S e c u r i t i e s  Act .  I t  h a s  been found t h a t  v i o l a t i o n s  of  t h e s e  p r o v i s i o n s  

which a r e  s e t  f o r t h  i n  Rule 261 of t h e  General  Rules and Regula t ions  i s s u e d  

-15/ Gimbel Bros . ,  I n c . ,  LOO N.L.R.Q. 870-871 





I 

I 

circumstances  i n  connec t ion  w i th  t h e  d e f i c i e n c i e s  and thus  no permanent 

o r d e r  of s u s ~ e n s i o nshould be i s sued .  The I s s u e r  r e l i e s  on t h e  I l l owa ta  

I n  t h e  l l l o w a t a  c a s e ,  t h e  D iv i s i on  agreed t o  cons ide r  amendments 

f i l e d  a f t e r  t h e  i s suance  of a temporary suspens ion  o r d e r  i n  an  e f f o r t  t o  

cu r e  d e f i c i e n c i e s  a l l e g e d  i n  t h e  o r d e r  where t h e  Commission found t h a t  

t h e r e  was a c l e a r  showing of good f a i t h  and o t h e r  m t t i g a t i n g  c i rcumstances  

i n  connec t ion  w i th  t h e  d e f i c i e n c i e s .  However, it  used t h i s  c au t i ona ry  

1snguage : 

may c o n s i d e r  amendments f i l e d  a f t e r  t h e  i s suance  of a 
temporary suspens ion  o rde r .  We have exe rc i s ed  o u r  d i s -
c r e t  i o n  t o  cons ide r  amendments f i l e d  t o  r o g i s t r a t  i on  
s t a t emen t s  a f t e r  t h e  i n s t i t u t i o n  of s t o p  o r d e r  proceed-
ings  under  S e c t i o n  8 ( d )  of t h e  Ac t ,  a l though  t h e  Act 
does no t  s p e c i f i c a l l y  provide f o r  amendments a t  t h a t  
ti=. i / [ f o o t n o t e  omitted].  However, i n  t h e  ca se  of a 
Regulat ion A o f f e r i n g ,  where suspens ion  of t h e  condi-
t i o n a l  exemption ob t a ined  under  t h e  Regulat ion does  not 
b a r  t h e  i s s u e r  from a f f e c t i n g  a pub l i c  o f f e r i n g  i f  it  
complies w i t h  t h e  r e g i s t r a t i o n  requirements ,  we cons ide r  
t h e  oppo r tun i t y  t o  amend which should be accorded a n  
i s s u e r  which has  not  p roper ly  m e t  t h e  s i m p l i f i e d  r equ i r e -
ments provided by Regulat ion A t o  be more l im i t ed  t han  
t h e  oppo r tun i t y  t o  amend i n  t h e  c a s e  of a r e g i s t r a t i o n  
s ta tement .  The oppo r tun i t y  t o  amend cannot i n  any even t  
be permi t ted  t o  impai r  t h e  r equ i r ed  s t anda rds  of c a r e f u l  
and hones t  f i l i n g s  under  t h e  Regulat ion and encourage 
a p r a c t i c e  of i r r e s p o n s i b l e  o r  d e l i b e r a t e  submiseion of 
inadequate  o r  f a l s e  m a t e r i a l  followed by c o r r e c t i o n  by 
amendment of t h e  d e f i c i e n c i e s  found by t h e  s t a f f  i n  i ts  
examination.  Not on ly  would a f r e e  amendment procedure 
tend t o  r e s u l t  i n  less than  f u l l  and a c c u r a t e  d i s c l o s u r e ,  
bu t  it would impose unwarranted a d m i n i s t r a t i v e  burdens 
t h a t  would tend t o  impair  o u r  i n v e s t o r - p r o t e c t i o n  f u n c t i o n s  
g e n e r a l l y .  Theref o r e ,  be fore  we w i l l  c ons ide r  such  

la/ 38 S.E.C. 720 (1958).-



amendments i n  any c a s e ,  t h e r e  must be a c l e a r  
showing of a good f a i t h  and of o t h e r  m i t i g a t i n g  
c i rcumstances  i n  connec t ion  w i th  t h e  d e f i -  
c i enc i e s . "  (pp.  723-7241. &/ 

Enthusiasm f o r  a product and i ts market does no t  obv i a t e  t h e  

n e c e s s i t y  of a f u l l ,  c a r e f u l  and o b j e c t i v e  d t s c l o s u r e  of problems as 
-19/ 

w e l l  as p o t e n t i a l i t i e s .  

The record  d i s c l o s e s  t h a t  s e r i o u s  miss ta tements  and omiss ions  

were made i n  t h e  o f f e r i n g  c i r c u l a r  as t o  t h e  e x t e n t  of t h e  backlog 

o r d e r s  of t h e  I s s u e r .  The I s s u e r ' s  o f f i c i a l s  were f u l l y  f a r n i l i a ~  w i th  

a l l  t h e  f a c t o r s  a f f e c t i n g  t h e  a b i l i t y  of Phonomatic torrake d e l i v e r y  

and s e l l  t h e  50,000 te lephone answering machines con ta ined  i n  i t s  o r d e r  

o r  could e a s i l y  have a s c e r t a i n e d  t hose  f a c t o r s  w i th  a very  l i m i t e d  i n -  

qu i ry .  The I s s u e r  a l s o  w a s  f u l l y  aware of t h e  problems it f aced  i n  

g e t t i n g  a l a r g e  o r d e r  f o r  i n e r t i a  swi tches .  These problems were mt men-

t ioned  i n  t h e  amended o f f e r i n g  c i r c u l a r .  The I s s u e r  had had months of 

d i f f i c u l t y  i n  t r y i n g  t o  manufacture s u i t a b l e  machines t o  s a t i s f y  t h e  

AVTA and A s i a t i c  o rde r s .  It w a s  no t  i n  a p o s i t i o n  t o  under take com-

merc ia l  product ion on a mass produc t ion  b a s i s  of those  machines as of 

t h e  d a t e  of t h e  amended o f f e r i n g  c i r c u l a r .  A s  t h e  Commission has  s a i d  

-18/ See t o  t h e  same e f f e c t  I n s p i r a t i o n  Lead Company, Inc . ,  39 S.E.C. 
108, 114 (1959);  Hart O i l  Corpora t ion ,  39 S.E.C. 127,431 (1959).  

-19/ American T e l e v i s i o n  6 Radio Co., 40 S.E.C. 641 (1961).  



of  similar miss ta tements  i n  ano the r  c a se :  "These were b a s i c  ma t t e r s  

w i th  which t h e  i s s u e r  was most f a m i l i a r  and which it w a s  i ts  du ty  t o  

p r e sen t  most c a r e f u l l y  and f a i r l y  s o  as t o  inform p o t e n t i a l  i n v e s t o r s  ' 

of t h e  hazards  as we l l  as t h e  d i sadvantages  of a n  investment i n  t h e  

-201 
s e c u r i t i e s . "  It has  been found t h a t  t h e  above and o t h e r  v i o l a t i o n s  

which have been prev ious ly  noted were w i l l f u l l y  v i o l a t i v e  of t h e  a n t i -  

f r aud  p rov i s i ons  of t h e  S e c u r i t i e s  Act.  The I s s u e r  d i d  not  demonstra te  

good f a i t h ,  c a r e  and a t t e n t i o n ,  a l l  of which have been i n s i s t e d  upon by 

t h e  Commission i n  i t s  d e c i s i o n s  as a p r e - r e q u i s i t e  t o  wi thhold ing  a 

permanent o r d e r  of suspension and pe rmi t t i ng  a n  i s s u e r  t o  cure  def i-

c i e n c i e s  by s u i t a b l e  amendment o r  withdrawal.  The I s s u e r  h e r e  demons- 

t r a t e d  a g ro s s  d i s r e g a r d  of t h e  c a r e  which must be e x e r c i s ~ d  not t o  

o v e r - s t a t e  o rde r s  o r  t o  d i s r e g a r d  problems which have a r i s e n  t i m e  and 

aga in  and which c a s t  doubt on t h e  a b i l i t y  of t h e  I s s u e r  t o  perform i ts  

commitments. 

Under t h e s e  c i r c u m s t a n c ~ s ,  t h e  undersigned recommends t h a t  t h e  

Commission i s s u e  a n  o r d e r  permanently suspending t h e  Regulat ion A 

exemption under  which t h e  common s t o c k  of t h e  I s s u e r  w a s  o f f e r e d  t o  t h e  

publ ic .  Th i s  i s  not  recommended as a pun i t i ve  measure but as one nec-

e s s a r y  i n  t h e  pub l i c  i n t e r e s t  and f o r  t h e  informat ion and p r o t e c t i o n  of 

-211 
i n v e s t o r s a n d  p o t e n t i a l  i n v e s t o r s .  The I s s u e r  is f r e e  t o o f f e r  i t s  

s e c u r i t i e s  a f t e r  a suspension o r d e r  is ~ n t e r e d  i f  i t  f i l e s  a fu l l  

r e g i s t r a t i o n  s t a t emen t ,  from which a pub l i c  i n v e s t o r  may make an  informed- 7 

-201 General  Aerometion, l nc . ,  Sec.  Act Rel. No. 4536 (Sep t .  19, 1962, p. 9 ) .  

21/ Ae p r ev ious ly  noted,  t h e  proposed amendments d i d  g i v e  a more a c c u r a t e  -
p i c t u r e  of t h e  I s s u e r ' s  s i t u a t i o n ,  but  s t i l l  d i d  not  cu r e  a l l  t h e  
def icirncies found. 
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Washington, D.,C. 

November 6 ,  1963. 

22/ Aluminum Top Shingle  Corporat ion,  40 S.E.C. 941, 946-7 (1961).-
23/ Deta i led  proposed f i nd ings  of f a c t  and conclusions of l a w  have-

been submitted by t h e  p a r t i e s .  A l l  have been c a r e f u l l y  considered.  
To t h e  e x t e n t  they are i n  accord with t h e  f i nd ings  and conc lus ions ,  
they have been accepted. Otherwise, they  have been r e j ec t ed .  

- 49 -
22/-

judgment with r e spec t  t o  t he se  s e c u r i t i e s .  The conduct of t he  I s s u e r  

and t h e  v i o l a t i o n s  found evidence t h a t  i nves to r s  a r e  e n t i t l e d  t o  t h a t  pro-
23 /-

& t e c t i o n .  
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