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SECTION 1

qURVEY OF NEW ISSUES




TO: HONORAPLE LOUIE J, LEFROWITZ
FROM: BAVID CLURMAN ll

Asgistant Attorney General

in Charge

At the eand of May 196% you requested that a study be
mada pursuant to Section 352 of the General Business Law into the
so-called “hét new issues® market of gecurities that had resulted
in severe upswings in the price of certain new issues of stocks
seld in this State. Pursuant to that Ssction which authorizes the
Attorney General to conduct an investigation inteo transactions ra-
lating to the offering and sale of securities within or from the
State of New York when he deems it to be in the public ihtereat,
I asgaigned several members of the Bureau headed by the undersibned.
to conduct such ingquiry under my direction. During the initial
‘phase of the inquiry we were aided by documents and recopds made
avallable to us by the Becurities Buresaun of this office headed

by the Honorable Meyer H. Menchar,

Tha first stage of this inquiry was conducted during a
90 day period ending on September 1, 1%69. Because cf the impor-
tant material gathered to that date it is felt that an initial
report should be issued on several matters which have come to cur

attention because of the urgent public interest involved.

The report which is contalned below 1s based upon re-
cords, documents, interwiews and testimony cbtained by staff of
the Department of Law aof the State of New York in the course of

this ifnitial ingquiry and the conclusions contained hereln are thus



based upon such latter compllation upon information and belief,
in furtherance of Section 352 of Article 23-A of the General Bus-

ineza Law of thlis State.

In examining the recent new issue market in the 1%68-
1969 pekiod, perhaps the most striking feature is the nearly total
ineffectiveness in this area of the traditienal disclosure ap-.
proach tc regulation of securities offerings. The baeic philoso-
phy behind disclosure 1s that it will have some effect not only
in deterring "fraudulent" prnmoﬁiﬁns but in directing the flow of
capital resources into those ventures whigh can make most effec-
tive use of them. Obviously, disclosure cannct achleve thase
goala completely; s5till, its failure here is too serlous to over-

look.

In this regent new lssue market, a pattern emerged where-
by subsatantial sums of money went into new and hlighly speculative
ventures., The ascurities of these companies generally roge, fre-
quently beyond all rational value and than returned somewhat to

earth when the inevitable cooling off period began.

At the time interest in the new issues -market was par-
ticularly high, ilnvestments in these companies wereurarely made
on the basia of their merit. Rather, the atmosphere became cne
of pure gambling and in the process it was not too difficult to
rig the game. The big winners were underwriters, insiders of
these companies and those who had contacts with €£hase groups.

The losers were those investors who purchaaed at inflated prices

and the economy {tself. As money poured inte newly formed -



companies, these ventures had little choice but to seek gquick in-
veatmeht of the funds received, thereby placing gredter inflation-

*

ary pressure on an 'already ‘troubled econcmy.

In coming to these conclusions the study initially ana;
lyzed varicus aspects of some 103 companies all of which went pub-

lic for the first time in the 1968-1%69 period.

The first matter examined was the guality of the companies
and the securities invelved., A notable factor was the pattern in
these new issues of dilution of the public egquity. Corporate in-
gsiders acguired large hloéks of stock at nominal prices. As a re-
sult, public investors purchasing at the offering price had the
book value of their shares substantially reduced. The average di-
luticon was 65 percent and one case reached the preposterous amount

of 89 percent.

The dilution analysis prepared as part of the new issue
survey utilized a sample cof one hundred and three new izsues whose
initial affering ranged from $148,500 to $13,3%20,000. 'The follow-
ing schedule presents details as to the zize of the new issue se-

curity offerings selected for use in thisg study:

Size of Offering Number of New
I=guen
5 300,000 or less 52
anog,n01 to 300,480 5
500,001 to 1,000,000 17
1,000,001 to 2,000,000 15
2,000,001 to 3,000,000 5
3,000:00)Y to 4,000,000 4
4,000,001 to 5,000,000 1
6,000,001 to 7,000,000 1
8,000,00% to 9,000,000 2
13,390,000 1
103
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Thase reductions in beok wvalue are of considprable sig-
nificance as these ventures freguently had no other objective
criteria of value for investors., Our findingas showed that earn-
ings per share, prior to the public pffering, were non-existent
for le percent of companies and where such_figures were present
they were of a negative variety in an additional 29 percent. The
only othek key factor left upon which a company could be judged
is its potential for future development, Yeit, there was little
in the prospectuses of most of these new iasues to lhdicate that
the issuing companhies had any great promise. Ingeed ag will be
seen, falth in a company's long term prospects was not a signifi-

cant factor in inducing purchases of their securities.

Public participation and price movement were sometimes
shocking. For example, the stock of one company with an appro-
priate space age name was issued at $2.00 and ran up to 7 1/2
before severe swilngs downward., That particular company reprh¥
gsented in its prospectus that 60 percent of the proceeds weré.tc
be used for such items as past due accounts, repayment of loans,
back wages, back rents and similar items. The issuer was a con-
stant .loser in operations and had a working capital deficit. 1In
effact wa concluded that the public issue was the method used to
delay bankruptcy. Yet the price of the stock more than tripled

in a short period of trading.

The study reached the conclusion that many companies
are merely manufactured by underwriters for stock profits rather
than bona fide new enterprises seeking capital in the securitles

market. Becauge of this situatlon, the underwriter may be placed
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in an awkward position with respect to disclosure of adverse in-
formation ahout the company during the course of issuance or trad-
ing, For example, in one case involving an underwriter which had
made a 5250,000 loan to create a new issoe, later embarrasing
information chtained about one of the new company's cfficers could
not lead to relinguishment of the issue before actually going pub-
lic. Direct loans, guarantee of loans and similar common "manu-
factoring" aspects by underwriters remove much of the public pro-
tection which should be expacted from a dealer in securities ne-
gotiating with the public. Moreover, in 67 percent of issues an—
alyzed, underwriters cbtained warrants generally at a price of
5.01 {one cent) each which may be exercised at or within 10 per-
cant of the original offering price during a three to five year
period beginning one year after the offering.  'The blocke &f stock

involved ranged from 5 to 25 percent of the amount of steck in the

original issue.

Despite the gbvigusly weak gquality of most of the new
issues analyzed, they were readily sold ocut and almost inevitably
roge in price in the after market. How this came to pakBs and the

ramifications of it prove an interesting story.

To determine the motivations of purchasers of thesge
issues, the study interviewed 122 persons who bought initial of-
feringa. Certain patterns of behavior clearly emerged, In only
a small minority of cases did investors state that the prospectus
had any influence on their decisien, In fact, the typical lan-
guage in these documents indicating high risk was largely disre-
garded by readers, many of whom were less than certain of even the

exact business the company was in.

w5=



What was occurring wag a very different process than
investors selection of stock based upon judgment as to merit.
Quite to the contrary, the mest potent factor was a desire to
cbtain a new igsue--preferably one regarding which they had re-
cefived an "inside tip." In the great majority of instances, in-
vestors purchased at the coriginal offering price with the intent
of a gquick resale at a premium above the offering price. ~ Approx-
imately 73 percent of this group who bought at the original issue
price dld in fact resell, usually quite scon after the time of

purchase.

In part this situation was created by a generally rising
market which makeg cheaply priced stock attractive, However, what
may have begun as a natural economic phencmencn was exploited by

ispuers and the investment banking community. In the process, an

already dangerous situaticn was made worse.

Various technigues weare used by this group to induce as
much intarast as possible in these sacurities to increase their
price moves. They. then toeok full advantage of the rising temper-

ature in the new issue market.

Turning first to the guestion of the techniques used to
further overheat the market, the basic concept was the classically

simple one of stimulating demand while simultanesusly reduéing

supply.

Increased demand was krought about by such means as bro-

kers frequently emphasizing to their customers the difficulty of

AT



obtaining these shares, These statements were of course often
true, but by playing upen this fact still greater demand was
created. Salesmen regularly predicted that the after market
prices would be higher than the original cr.current prices. Frﬁ-
der technigues include brokers infurﬁing customers that they mnat
make additional purchases in the after market upon pain of being
cut off from any further new igsues. In addition, a steady flow
of “tipa" was fed intoc the market and purchasers ocften stated -
that 1t was_this type of information which had atimulated their
interest in a particular security. The guestion of the wvalidity
of this informaticn is not even a logical one to ask-—-these com—
panies were generally in such an early stage of development that

any predictiens as to their future were unwarranted.

The study group uncovered instances where intra-office
brokerage memoranda were inconsistent with offering literature.
Such former material no doubt provided the rudiments for custe-
mers men, In one case, such memo contained the following gem;:
"OTC initially, NYBE eventually." In another case where the
prospectus contained a substantial risk section and a cover le-
gend amphasizing such ;is#a, the cpnfidential underwriter memo
contalned a section called "Factors Limiting Risks" as an obvi-

ous offset,

Some of the names chosen by companies were misleading
en their face.. Thus, a company with the word *aerosystems” in
its title was mainly involved in manufacturing ball point pen
parts. The latter stock was issued at $4.00, reached a hiﬁh bid

of 9 1/4 until the decline began.
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Concurrently, wvarious methods of:. reducing supply were
ntilized. In nearly all of these offerings substantial percen-
tagea of shares are reserved for sale to employees, principals
and the like. Instances have been found indicating that this <an
run as high as 25 percent of the shares registered . for sale. At
times, the underwriter holds back some shares either far. his own

account or. for those. associated with or related to him.

At other times the onderwriter makes an effort to limit
supply once trading begins. Thus, a customer may be informed that
if he sells his shares without permission he would receive no new
shares from the underwrlter. In other instances, underwriters re-
commended to customers that a stock had a good long term invest-
ment potential and should not be qulckly resold. How an underwri-
ter can determine this regarding a new untried company i3 impossi-

ble to answer.

Tha sffect of all this of course wa3 that the increased
pressures of demand upen a shortened supply resulted in prices
baing bid gharply in the after market. A sampling was made of
the price rise of some 40 companies from their various times of
initial offering. through January, 1%69. The results were_ as fol-

lowa:

Number af Companies Percentage.af Increase

Up to 50%

Between 51% and 100%
Between 101% and 200%
Between 201% and 300%
Between 301% and 700%
Qver 1,000%

=
S AN



Company inslders and investment bankers have taken full
advantage of the opportunities presented to them by the generally

heated situation--which was partially of thair .own creation.

The most obvious method avallable to them is the acqui-
sition of shares at a low price for resale when the time appeared
right. Thus, at times, underwriters withhold part of the shares
for theilr own account and then resell when they think the market
has reached its peak. Company insiders of course would freguently
do the same with stock they had received. An interesting factor
is the heavy purchaase of a new issue for discretionpry accounts
of the underwriter, giving him a large degree of efféctive trad-
ing contrel. Some such underwriters do not deal with the general
public except for new 1lssue distributions and trading. In one
cage involving such an underwriter, a new issue stock moved up in
price ten times its issue price. After moving from $10.00 per
share to approximately $100, it has reFently been marketed at the

£12.90 range.

Resales by ipaiders occurred in approximately 23 per-—
cent ¢f all cases analyzed. The figure which la based on gues-
tionnaries sent to 103 companies is undoubtedly low as further
ingider resales must have occurred since the various times the
questionnaires were received. PFurther, in at least one instance

insider resales appear to heve been concealed.

Beyond this bkoth underwriters and the issuers have fully
utilized the opportunity to reward business asscclates, friendd or
favorite customers for either past transactions or anticipated

future ones,



A2 new ilasues became progressively more difficult to
obtain, the abillity of issuers and theilr underwriters to allocate
gshares i8 a matter of some conaiderable imporit. That this was
used to favor certaln individuals is lndicated by the fact that
approximately 2/3 of the new issue purchasers interviewed had
prior busineas nf social contacts with elther company insidersa
ar the broker through whom the purchase was made. Several un-
derwriters who were interviewed by the study stated that alloca-
tiona were based upon the gustomer's prior business dealings with
the firm and the likelihood of a continued relation with him.
Interviewa were held with mseveral investment bankers who had been

significantly invelved in the new issue market.

The full value of the power to allocate is seen when
it is reallzed that underwritera can usually predict which issues
are most likely to be mercurial in price. An excellent barcmeter
of this is the indications of interest received during the regis-
tration periad. In exXtreme cases these lndications have been as
high asg aix times the shares available for public sale. The fact
that such shares will sell at substantial premivm in the after mar-
ket would be realized by even the most simple-minded. In effect,
in this situation, the power to allocate meant the ability-ta make

a-gift to the faveorite few.

Obviously thege investors truly in the favored group
would recelve neither threats nor suggestions that they hold the
shares for any preolonged pericd. As noted earlier, most investors
purchased for guick resale and of those original purchasers inter-
viewed who did resell, only 2 percant took a loss on the transac-

tian.
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While thiz group was able o quickly turn over their
ghares at substantial profits, members of the publie purchasing
after the atock had risen in price were not sc fortunate. A ran-
dom sampling of 317 new issues has indiecated that thelr price le-
vel in the majority of these companies has declined from the ori-
ginal issue price more than 40 percent from the end of January
1969 through August 27, 1963. A fuller statement of the price
behavior of these companies in this pericd is as: follows:

PERCENT OF DECEEASE FROM END OF
JANUARY, 1969 THROUGH ADGUST 27, 1969

Namber
Humher
Number
Humber
Number
Numbher
Humber
Number
Number
Humber
Number

of
of
of
af
of
of
of
of
of
of
of

companies
companias
companies
companies
companies
companies
companies
Companies
companies
companies
companies

that showed increase

showing
showing
showing
showing
showing
showing
showing
showing
showing
showing

decrease
decrease
decrease
decrease
decreapa
decrease
decrease
decrease
degcrease
decrease

up to 10%

11%~20%
21%-30%
31%-40%
41%-50%
51%-60%
61%~70%
71%~-80%
Blu-90%
91%-100%
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The Efudy also made random samplings of the use of pro-
ceeds by the issuing company, as against representations in the
progpectus. We concluded that promeoters interpreted proaspectuses
quite liberally in certain cases. In one $300,000 new isaue that
more than tripled in price after its issue, the prospectus enumer-
ated the wvarious purposes of the public issue, Mot included were
ﬁersunal locans to officers, Yet, 519,000 of the 5247,000 net
proceeds were applied to make loans to officers. In addition,
thae prospectus indicated that $130,000 of proceeds were to be
used ior asset acguisition. However, only $59,000 was used for
such purpose. The company did adhere to its representation that
540,000 would be usaed for management salaries.
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Even though the purpese of this inguiry was to report
on the mechanics of new issues, we were forced to recommend im-
mediate remedial action by ane company with respect to the use of
proceeds: In such situation a "prestige” offering that jumped
75 points inside of 4 weeks after being marketed to the public
took 13.5 millions of dellars out of 1ts proceeds and applied it
to investments considered.by this office inconaistent/with the
prospactus representations. On our insistence, the money was
immediately redirected where it should have gone in the first

place.

We have concluded that the last situation and ;imilar
ones are caused by the drive for company performance for the aake

of maintaining an initial high market price.
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SECTION 2

SPIN-OFFS
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During the course of ouy initial inguiry into new is-
sues it became apparent that the device of spin offs was being
employed in various ways that in effect resulted in new issgues
coming to market with special preoblems. ¥or. this reason, it was
felt that an analysis should be made of a particular situation
that could provide information as to.the problems involved and
the possibility for sclutions in the future. .For that reason
Assistant Attorneys. General Orestes J. Mihaly, Martin Weber and
Principal Securities Accountant Julius Rom were assigned to work
on recording the history of spin-offs. steming from the actjivities
of a publig¢ly held corporaticn known as Herman & Appley, Inc.
This is an attempt tc record the conclusions of the study group

based on the woerk and analysis by the aforesaid members.

That spin-offs are fraught with evils 13 exemplified
by our recent investigation of Herman & Appley, Inc. Harman &
Appley, Inc. is a real estate company with over 700 stockhelders,
which was insolvent by the end of 1968. The corporation at that
time was barely alive and in no position to go to the public fer
funds by any conventional registration process. However, by apin-
ning off five asset-less subsidiaries, the principals of Herman
& Appley, Inc, not only succeeded in putting money into their own
pockets, but bailed themselves cut of cartain bankruptey, and
placed, into the hands of the unwary public, hundreds of thousands
of sharas of spin-off companies whose actual merits, as compared

with their traded market prices, was and is extremely dubious,
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To illustrate the last point, on the 20th day of May, 1969, a

share of stoeck in Equity Group, Inc. (one of the spin-offs) was

quoted on the over=the-counter market at $5.00 hid and $8.00

asked. Although this company had and has no assets whatsoever

and ls not operating in any fashion,

zanith would indicate the value of the company to bhe 5 to 8

its market price at its

million dellars, based on the outstanding stock of one million

shares.

On December 12, 1968 the controlling lnterest of Herman

& Appley was contracted to be sold by Bernard and Harecld Herman

tc a syndicate of read, tar, asphalt and construction men in New

Jersey, headed by S5zlvatore DeBlasio of Bloomfield, WNew Jersey.

Under the agreement, the purchasers agreed to advance $75,000 in

funds to carry the company until the closing on March 21, 1969.

These locans were to be repaid from the first proceeds of the com-

pany. During February, March and April of 1969, the Herman bro-

thers spun off five companieszs, as follows:

Hame

Vodel Corp. {(formerly vode
Estatea, Inc.)

Gilled Industries, Inc.
{formerly Adama Realty Corp.)

Concepts & Heldings, Ing.
{(formerly Greport Realty
Corp.)

The Equity Group, Inc.
(formerly Halil Realty Corp.}

1325 Union Corp. (formerly
1325 Union St. Corp.)

Date af Closing Purchase Price

Eatio of
Spin-off

3/19/69

3/10/69

2/11/6%

4/22/69

3/25/89

-~]15-

£35,000

40,000

$50,000

$50,000

530,000

1 for 2 1/2

1l for s

1 for 2 1/2

l for 5

l for &



The sale of these five spin-cffs provided for a total
of $205,000 to be paid to the treasury of Herman & Appley, Inc.
In addition, because of the fact that Herman & aAppley, Ingc. it-
gelf owned close to 90,000 shares in treasury stock, the parent
corporaticon by virtue of this ownership, also acguired spin-off
shares. In a notice to stockholders dated May 29, 1969, the ror-
poration proclaimed to its stockholders that included in its as-
sets was a sum in excess of $290,000 by virtue of the ownership
of these spin-off stocks. The DeBlasic group was now in a posi-
tion to sell the spin-cffs and repay the advancea made by them in

thelr acquisition of the~control of the corporation.

The use of the spin-off wvehicle not only enabled the
DeBlasic syndicate to obtain cash to reimburse themselves for ad-
vances, hut also enabled the Herman brothers, by reason of thelr
ownership of stock in Herman & Appley, Inc., to oshtain thousands
of shares of the spin-cff companies for their own use and benefit.
For instance, the transfer sheets of 1325 Union Corp. indicate
that the Hermans and individuals controlled by them were issued
in excess of 25,000 shares of that company. &t a high point on
May 21, 1969, 1325 Union Corp. was quoted at 313.00 bid and $16.00
asked. The day before it had traded at $14,50. Thus, the Hermans
extricated themselves from their desperate position of December
1968 and gifted themselves with assets whose "market value” was
in sxcesa of $250,000 by this simple device. Indeed, even though
thaeir Herman & Appley stock was restricted under federal law, the

Hermans have disposed of the bulk of their spin-eff stock.
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CONCEPTS AND HOLDINGS, INC.

On Fehruary ll, 1969, Edwards & Hanly, members of the
New York Stock Exchange, and Lee Elman, its director of corpor-
ate finance and vice-president, entered ints a contract to pur-
chase 1,600,000 shares of Greport Realty Corp. for the sum of
$50,000 from Herman & Appley, Inc. Greport Realty Corp. had been
recapitalized by the Hermans so that at that point it had 4 mil-
lion authorized shares. Two million shares were to be outstand-
ing at the time ¢f clesing, An integral part of the agreement
provided that up to 400,000 shares of the issued and outstanding
stock of the company was to ke spun off to the shareholders of
Herman & Appley, Inc. on a gne share for two and one-half share
basis. Thus, the purchasers at the time of closing not only ac-
quiraed a shell corporaticn which had no assets, but more import-
antly, had effected a public distributicon of stock to over seven
hundred shareholders of Herman & Appley, Inc. without complying
with any federal or state registration, filing or reporting re-
guirements, &As in the case of the othér shall corporations dis-
posed of by Herman & Appley, Inc., which we will discuss in the
course of this report, the stock of the spin-off corporations
immediately began to be traded by traders in the over-the-counter
market. The stock first appeared in the National Daily Quotation
Service at 1/16th . bid .on March 1%, 1969 and reached a high aof $3
bid and 4 1/2. asked on May 21, 1969. Mr. Lee. Elman testified at
this office that although the stack reached such highs, he had
done nothing with the corporation. He stated that it was totally

dormant and to this day has no assets or liabilities. This
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gpin-off corporation has been "put on the shelf” until Edward &
Hanly finds a situation that needs a ready made publizs wvehicle.
The name of the corpecration was changed from Greport Realty Cor-

poration te Concepts & Holdings, Inc.

The only information that was available to the publie
was that Edwards & Hanly had purchased the ﬁpinFQEE. This in-
formation came to the stockholders of Herman & Appley by means
of a mimeographed statement accompanying their stock distribu-

tion in which the name cof the purchaser was given.

The traders Iin this spin-off, as well as the other spin-
offa, were generally those traders who had traded the stock of
Herman & Appley, Inc, They readily admitted in tesﬁimﬂny at this
gffice that they had no information concerning these corporations
and such informaticon was nct really essential or needed by them
in the course of their trading activities. They merely traded
"a number". One trader stated that even if information was avail-
able, he had no time for such information. He couldn't care less
what the information was. He would trade 1f there were buvers or
sallers. The publiz, meanwhile, merely on rumors that Edwards &
Hanly was acguiring or had acqguired the spin=offs; commenced to
buy sharesz of Concepts & Holdings, resulting in the market reach-
ing %3.00 a share. Although Concepts & Heldings, 'Inc. has no as-
sets and no particular form of husiness enterprise at present,
its market value based on over=-the=tounter guotationa reached a

point in May of between 6 and 9 million dollars.

It might well be helpful at this juncture to generally
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categorize the evils of spin-cffs. It iz, of course, épparent
that the safeguards of registraticn and full disclosure are
thwarted by the use of this vehicle of public distribution. In
the case of the five spin-cffs of Herman & Zppley, there was no
information available to the public goncerning the finangial
status of the companies and in some cases the nature of the bus-
iness of the spin-off was not even known. The public bought on
the basis of tidbits of information and rumorse. The reguirements
of full disclosure were circumvented. The investing public
caught up in the swell of the hot new issus market was not af-
forded even a minimum of informaticon coneerning the atock that
they were buying, If the concept of full discleosure and report-
ing remains wvalid, this form of public distribution and the trad-
ing that inevitably follows omits entirely such mandated concepts.
Full advantage was taken of the basest "get rich quick" instincts
of the public. Ewven in the heyday of the beoiler room, more in-
formatien was available to the pubkliec than in the case of these

gpin-offs,

The apparatus of the over-the-counter trading market
glves the promoter instant market value which might hever have
been reached if conventional distrikution had been utilized, aeven
in a corporaticon that has no assets. This is true even, as in
the presgnt case, where the traders establish a market value with
a total lack of knowledge of the stock they are trading. ThHis
condition can only lead to the public_detriment and must be el-

iminatgd.

-13-



Once this "value" is established by the trading mechan-
ism, the promoter can then proceed to negotiate acguisitions by
meang of the issuance of stock and to capitalize in cother ways on
the fact that his stock is being traded at a certain figure. Thus,
in the case of 1325 Union Corp.., which is now controlled by Roll-
ing International, Inec,, by early July, 1989, according to a proxy
notice sent to stockheolders, this spin-off corporation acquired
two new corporations and contracted to purchase a series of others
by the ipsuance of additional stock., The authorized ahares of the

spin-cff were to be increased from 5 to 20 million.

GILLED INDUSTRIEE, INC,

On March 10, 1969, Edward M. Eglowsky, a former insur-
ance salesman, through a privately held air pellution corporation
by the name -0of Hald Prneumatics Systems, Inc. purchased B25,000
sharesof the 1,000,000 issued and outstanding shares of Adama
Realty Corp., a subsidiary of Herman & Appley, Inc, for a total
price of %40,000. The balance of 175,000 shares was spun off to
the stockholders of Herman & Appley, Inc. and distributed amcngst
finders of the deal. The name of this spiln-off was then changed
to Gilled Industries, Ing¢. Eglowsky had purchaszed this company

in 1968 for 515,000 down and $35,000 payable in 1969,

Although Hald Pneumatics had an operating business, it
ig significant that in this case the promoter Edward M. Eglowsky
had been barrad on January 14, 1969 by the Securities & Exchange
Ccommission "from asgociation with any broker-dealer por investment

adviser” as a result of his activities with the Institute for

20



Medlcal Management, Inc.. Thus, Eglowsky, who had.a previous
record uﬁ/gtéur ties violations, was free to promote a publicly
held company without gdisclosing his kackground.  The dangers of
this type of occurrence are plainly apparent. Like a magician
conjuring up obkjects from thin airx,. Eglowsky, in turn, proceeded
to spin-off a shell subsidiary of Gilled Industries, Inc. Thiszg
shell, Caitlin Industries, Ine. was acguired by American Franchise
Network Corp. by exchanging the assets of mewiosn Evanehise Net-
wogd Corp. for 900,000 shares of Caitlin. One hundred thousand
shargs of American Franchise Network Corp. was spun off to the
stockholders of Gilled Industries, Inc. Caitlin Industries, Inc.

had no assets at all and was formed by Eglowsky solely to be used

for the spin-off transactich.

In this case, Mr. BEglowsky distributed to his stock-
holders a letter of American Franchise Neiwork Corp. which glow-
ingly told of the diverzified business of American Franchise Net-
work Corp. Its business purports to cover the gamut from chicken
and pizza pie franchises to dental and computer school franchiges.
Mr. Eglowsky, on Rugust 11, 1969, testified at this office that
for the first four months of operations, Gilled Industries, Inc.

realized sales totaling $13¢,000 and profits amounting te $11.,000.
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Cursory examination of Martin Baum, president of American Fran-
chise Network Corp. indicates that a company controlled by him

was placed in involuntary bankruptcy in 1968.

The market price of Gilled which commenced trading on -
or about March 20, 1969 went from 1/16th bid to &7 bid and 5%
asked, on May 21, 1969, Again thls very moqest company with one
million uutstaﬁding shares measured by the market estabklished by

the traders was an ocutlandish 7 to 9 million dollars.

THE EQUITY GROUP, INC.

On February 14, 1%69, a contract was eantaered into be-
tween Martin Berman, a registered repressntative with Emanus=l
Deatjen & Co,., members of the New York Stock Exchange, and Rokert
Goldstein, Vice-President of Jchn DiNigris &' Co., Inc., a finan-
cial public relations Eitm, and Herman & Appley, Inc. te purchase
Halll Realty Corp., another wholly owned asset-less subsidiary
of Herman & Appley for $50,000, The name of Halil was changed
to The Equity Group, Inc, Berman & Goldstein purchased 800,000
shares of the 1 million shares outstanding. Herman & Appley,
Inc, diBtributed 200,000 shares to finders and toc its stockhol-
ders. Testimony of Messrs. Berman and Goldstein indicate that
this corperaticon has been dormant since its acquisition and that
at the present has no assets or liabilitjes, The only communica-
tion received by its stockholders since the acqguisiticon was a
letter indicating to them the names of the officers of the cor-
poration. It also stated that it had no assets and had not com-

menced activity. Their testimony indicated that it would be
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very difficult to start up a new bustneas where registratimn_was
required. It was. quicker toc have public sharehclders in =z reaéy
made corporate vehicle, They further testified that it was their
present intent to have The Egquity Group, Inc, eventually functicn
as the manager of an investment hedge fund, The Equity Group,
Ine, commenced trading on or abount March 25, 1969 at 1/16th bid
and reached a high of $5 bid and §8 asked on May 20, 1969. There
is no apparent justification for the waluvation of 5 to & million
dollars at its high for this company's ocutstanding stock. The
promoters stated that thay did not khow of any reascn for the
rise in the price. The present price-is approximately 3/4 bid,

1l and 1/4 asked.

VOQDEL CQORP,

Another subaidiary, Vodel Corp., was acgquired in early
March for 535,000 by Fraydun Manocherian, a real estate man. The
contract provided that he would acguire two and onhe-half million
sharas of the stock Of that corporation  and one-half million
shares would be distributed tc finders and to the stockhelders
of Herman & Appley. Similarly, this corperaton has engaged in
ne business and has been dormant since its acquisition by Mr.
Manocherian, He testlified that he-has given a lot of "thought"
to the cnrpdratiun but has actually done nothing with it. He
further testified that he was positively shocked when he learned
that the stock had risen to $3.00 in the traded market but sta-
ted that he was at a logss as to what to do about it. He also
said that after reading the Times and Wall Street Journal, he

assumed that this was one of two ways to “go puklice", On May 21,
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the stock reached a high of 3 3/4 bid and - 4 1/2 asked. Again
with 3 million shares outstanding, there was no justifiecation
for the market walue of 12 million dellars for its total stock

outgtanding. No communications were made to its stockholders.,

1325 UNION CORP.

Perhaps the most blatant example of spin-cff machin-
ations and the resulting harm to the publie is the aituation in-
volving 1325 Union Corp. This corporation's stock reached its
high on June 17, 196% when it was around $14.00 kid and $17.00
agked. By May of this year 1325 Union Corp. was in the control
of Rolling Internaticnal, Inc. a Texas based mobile home fran—
chise corporation. Before reaching its present resting place
it traveled a hastily constructed road, well-ciled by the Her-

mans.

puring the course of selling the various spin-offs,
nagotiations were had with a potential purchaser of 1325 Union
3t. Corp. The purchaser was alsc a New York Stock Exchange mem-
ber firm. Sc confident were the Hermans of elosing this deal,
that 1.8 million shares of 1325 Unicn Corp. wera transferred on
the transfar agent's records as of March 10, 1969 to the partners
of the member firm. HNegotiations, however, never reasulted in a
final contract and the purchaser thought better of the acquisi-
tion. Thia break off in negotiations took place-con or about
Marech 14, 1989. The Hermans knew they were closing on March 21,
1969 to sell control of Herman & Appley, Inc..tn the DeBlasic

group. Only a pericd of six days remained. Why not buy the
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spin-off themselves at a bargain price and cast about for a pur-

chasar in turn?

On March 20, 1969, therefore, a contract was guickly
entered into by Herman & Appley, Inc. as seller and Calcamatics
Inc. as purchaser to acguire 225,000 shares of 400,000 izsued
and outstanding shares for $30,000. This, naturally, was the
lowest price of-all the spin-offs sold. The contract provided
that up to 122,000 shares were to be spun off to Herman & Appley,
Inc, egtockholders. &s of March 10, 196%, net only had such
sharas been spun off, but the Hermans and theilr nominees were
issued over 50,000 additional shares of the stock for ne appar-

ent consideration.

On March 26, 1969 the- contract was closed with Hareld
Herman who had a power of attorney from Herman & Appley, Inc. to
close the deal, The sum of $5,000 was paid. The balance of
525,000 was due within six months of the closing. Calcamatics,
Inc. was an asset=lass corporation whose record owners are Her-

man's sister and his husband, Leonard Crystal.

Within a few weeks ‘Herman found a buyer for control of
1325 Union Corporation. Thilis buyer was Rolling Internaticnal,
Inc. of Dallas, Texas. A contract was executed on May 1, 19269
tc sall 100,000 shares of Calcamatic's stock in 1325 Union Corp.
for §50,000 to Rolling Intermational, Inc. This acguisition
closed on May 15, 1969. Simultanecusly, on May 153, 1963 Harcld
Herman presumably purchased 50,000 shares of Calcamatic's stock

in the name of Shelrich Company an entity controlled by him.
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Rolling Internaticnal, Inc. having acquired control of 1325 Union
Corporaticn proceaded to issue an additional 2.6 million sharas
of stock to itself in exchange for -the stack of Bollinger Mobile
Homes, Inc., a Tulsa, Oklahoma mobile home corporation. controlled
by Rolling International, Ing. S¢ that, at the end of the com-
pleted transfer on May 15, 1969, Reolling International, Inc. now
held 2.7 million shares of stock; Crystal and his wife held
66,500 shares: and the Herman's and the raest of the Herman family

held in excess of 100,000 shares.

Eolling International, Inc. is an allegedly private
company whose President and founder is Sam C. Evans. Sam C.
Evans 1z alse Chairman of the Board of 1325 Union Corporation.
A routine check has revealed that a Sam C. Evans has been in-
dicted on three occasicons for the fraudulent szale aof aecurities
in the 5tate of Tennessee, and is presently on bail and awaiting
trial, A telegram sent to 1325 Uniaﬁ Corporation by this office
to confirm positive identification has gone unanswered. This
rePErt ghould -nok in any manner be construed as passing on the
facts relating to such proceeding or whether Mr, Evans was in-

yolved.

In_a. proxy statement to stockholders dated July 11, 1%69,
the company cutlined elaborate plans to acqguire by the issuance of
stock a considerable number of mobile home sales and manufacturing
corperations. The public presented with this formidable array of
contemplated expansion was thereby encouraged to maintain its de-

mand for the stock. The proxy statement does not give audited
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figures or financizl statements for 1325 _Unios Corporation. Com-
mutiication with the company in Tuls2a, Oklahoma Iindicates that au-—

dited figures are still not .available.

Needless. to say this literature _does not disclose the
pertinent background of: Evans. The.whole proxy statement, and
any financial figures contained. therein and. the. entire operations

descriked therein is suspect.

It is guesticnable whether Mr. Sam C. Evans ceuld have
gone public by conventional means. Wlthin a span of six weeks,
however, he had a public compahy having three.million shares cut-
gstanding and the price of the atock.at. $17.00 a share, all with-

out “"telling it like it is".

The Hermans and thelr group helped themselves to close
to 200,000 shares of this stock for neothing.. Crystal in testi-
mony given at this cffice was. unable_ toexplain whera the 380,000
recejived by him from the sale of 1325 Union Corporation went ex-
cept to say that it went.te his. lawyer who: was to disburse it,
Apparently, the sale of 50,000 shares to Shelrich Co., Herman's
nominee, washed cut Crystal's purchase .of the 225,000 control
from Herman & Appley, Inc. The 550,000 received from Rolling
International, Inc. was the profit. Who really was the benefi-
clary of this profit is still not known. Cryatal with the help
of Harold Herman sent a letter to stockholders: announcing the

impending acguisition by Rolling International, Inc. setting
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forth that Bollinger Mobile Homes, Ing had sales of 3.7 million
for 1968. This latter was dated May 7, 19659. L4 news item in the
Wall Street Journal alsc appeared on May 7, 1969. What of the
market behavior of the stock? The stock was first guoted on
April 1, 1%6% at 1/4 bid. ©On May 1, 1969 when Rolling Interna-
tional, Inc. contracted to purchase iis control it was selling
at 3/4 - 1 1/2. By May 15, 1%69 the date of closing, it rose to
$7 - $9. It reached $13 - 516 on May 21, 1%69. In spite of a
dilution in capital by the issuance of 2.6 million additional
shares the stock continued to rise until June 17, 1969 when it
was $14.00 bid and $17.00 asked, The real value of the ascets
received by 1325 Unicn Corp. for the issuance of 2.6 million
shares of its stock is not known., It is quoted presently at

5172 - 7 1/2.

DIVIGERD CONFUSION

An interesting aspect of the spin-cffs was the manner
in which they were handled. Confusion attended everything con-
cerning them. To their annceyance, the traders were required to
retrace their tradea in corder to straighten cut who was to get
what apin-off stocks. The dividend announcement and distribution
took the financial community by surprise since it took place as
of 3/10/69 retroactive toc Pebruary 20, 1969 and was distributed
by letters of transmittal-dated 4/4/69. Many previocus holders
of Herman & Appley stock received spin-off dividends which they
later found they were not entitled to. Apart from the extra pa-
per work involved and additional handling of stock certificates
that had to be surrendered, reissuved, and forwarded to subsegquent

-k
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acgquirers of Herman: & Appley stock, in a number of inatances in-
dividuwals who received spin-cff:stocks scld them immediately.

Much later they were informed that such spin-offs were not their
property. Singce they could no longer. produce. the spin=aff shares,
having sold them, ‘their brokers had tc. go _out into. the open mar-
ket to "buy in", This kind of transaction had the effect of put-
ting heavy buying pressure on a limited supply of stock and drove

up the price phencmenally.

For example, one customer thinking he owned then, sold

the following spin-~offs and then had to be "bought in":

50ld Bought In
- pDate of Sale FPrice Date of Purchase FPrice
Concepts & Holdings, Ing. 4/9/69 2 5/20/6%9 §d 1/2
Vodel Corporation 4/10 1 1/4 RS20 4 172
The EBquity Group, Inc. 4/% 1 1/2 5/20 6 1/2
Gilled Industries, Ing. 4/11 4 1/2 /20 B 1/2
Vodel Corporatieon 5/19 2 3/4 /20 4 1/2

1325 union Corporation 5/9 7172 g/ 20 14 1/2

When we see a magician pulling a seemingly endless sup-
ply of handkerchiefs from a box which he previously very carefully
exhibited as entirely empty, we know that despite the evidence of
our eyes, a trick has been played-on us -~ by.a clever illusicn or

sleight of hand.

When a company.with its stock selling for around 53 a
* share begins to spin-cff to each such share dividends of stock

which in the aggregate are traded at about §4, something has
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materialized from nothing. And, if.after divesting itaelf of
property worth more than. the market -value of. its underlying
stock, tha underlying stock . itself (logically now worth less
than zerc) begins to rise to new heights, .some. great feat of
'magic has taken place. In this case Herman. § Appley, Inc. rose
from about 50 cents in December 1968 to 12 3/4 on.May 22, 1969.
Unbelieveably, though-these transactions filtared through some
200 or more brokers and traders, only cne timid voice arcse that
even suggested that “the emperor was wearing no c¢lothes". There-
with a telex inguiry from a brokerage firm in Boston to an over-
the-counter dealer 'in New York.
"I notice you trade Herman & Appley, Inc. Class A
I understand theéy Bpin off five stock intluding Concepts
& Holding, Equity Group, Inc. Gilled Indusy Inch and ..
Vodel and Union Corp. Making a gquick figuration en the
rrices of these stocks in ratie to ke received, Herman
& Appley could not posaibly have been selling around
3-7/8, Could you give me some info con this? Was it
an unexpected windfall cor is my dividend book wrong?
Or is it just a crazy market. Appreciate any help yo
can give - will await your reply. .
It was discovered when the payment was made the
smart money ran the stock from one to over five. We
¥new about it when we rec(d)] the stock from the com-
pany and the NASD made a ruling which is in Standard
and Poors. Hope this helps."
Apparently the NASD was not informed of the spin-offs at
the_bEQinninq. One - of the principals of The Egquity Group, Inc.
found out that the HASD was not informed by Hertan & Appley, Inc.

about the spin-off of The Equity Group, Inc. stock. He brought
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up this point at the closing of the zale.cf the Halil Realty
Corp. "shell", desiring to know. "why not?! Harold Herman and
his lawyer shifted the blame. to each cther for . the omission of
the notification of the: NASD. This episode. ended in a “"flurry
of confusion®, withnut-salving.thg_mystary”qf the failure to

QEP 1 1963
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