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UNITED STATES COURT OF APPFALS
FOR THE SECOND CIRCUIT

No. 81-6231

‘SECURITIES AND EXCHANGE COMMISSION,
Plaintiff-Appellee,
V.
' BQUA-SONIC PRODUCTS CORP., et al.,
Defendants, |
MARTIN HECHT and INVENTEL CORP.,

Defendants—Appellants.

On Appeal from the United States District Court
for the Southern District of New York

BRIEF OF THE SECURITIES AND EXCHANGE COMMISSION,
APPELLEE

COUNTERSTATEMENT OF THE ISSUES PRESENTED

The district court, in this action brought by the Securities and‘ﬁx-
change Commission to enjoin certain promoters from selliné securities in
violation of registration and antifraud provisions of the federal securi-
ties laws, found that the instruments which they offered and sold were
securities in the form of investment contracts. Specifically, the pro-
moters offered and sold licenses —- authorizing the licensees to market
professional dental products which would be developed and manufactured

by the promoters —- coupled with sales agency agreements under which the
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licensees' marketing responsibilities would be performed by the promoters.-
The defendants-appellants, claiming that purchase by the licensees of the
sales agency agreement was optional, contend that the licensees' profits
would.come from their own efforts in marketing the products, and accordingly
that an essential element of an invesfment contfact was not present. They
also'argue that, even if the sales agency agreement is treated as being
}nseparable from the licenéé, the profits would still come from the liéen—
sees' efforts since they were allocated certain rights under the terms of
the sales agency agreement.

The gquestions presénted are:

1. Was the district courf clearlylerroneous in finding that the lic-
ense and the sales agency agreement constituted an inseparabie package re-
presenting an investment in the combined enterprise of developing, manu-
facturing and marketing the products, where

(a) the enterprise was promoted as a highly-leveraged tax
shelter, providing signifiéant tax benefits that could be maximized‘only
by utilizing the sales agency,

(b) ﬁtilization of the sales agency would.relieve the licensees
of marketing responsibilities that were unattractive, and

(c) all licénsees'purchased the sales agency agréement?

2. Was the distriét court clearly erroneous in finding that the lic-
enseés were incapable of exercising control over the enterprisé,rwhere,
notwithstanding the rights nomipaily allocated to them under fhe sales
agency agreement, they were not able to exercise control over the deVelop—'

ment, manufacturing and significant marketing functions of the enterprise?
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COUNTERSTATEMENT OF THE CASE

A. Course of Proceedings and Disposition Below

This is an appeal by defendants-appellants Martin Hecht and Inventel Cor-
poration (ﬁInventel") from an order of permanent injunction enteredrobtober 13,
1981, by the District Court for tﬁe.Southern District of New York (Sweet, J.)
(A41-44) in an action brought by the Securities and Exchange Commission to en—~
join violationé of the federal seéurities laws. _1/

On Septeﬁber 30, 1980, the Commission filed a compiaint against,Aqua—Sonic“
Products Corp. ("Aqua-Sonic"), its president Melvih Hersch, Ultrasdnic Dental
Products, Inc. ("Ultrasonic"), Dentasonic N.V. ("Dentasonic"), appellant Inven-—
tel, and the individual promoters and controlling persons behind thé corporate
entities, Leon Schekter, M. Joshua Aber and appellant Martin Hechﬁ, alleging
violations by the defendants of the registration provisions 6f the Securities
Act of 1933 and antifraud provisions of the Securities Act and the Securities
Exchange Act of ;934 (Index No. 1; E646-622). _2/ The cohplaint alleged that
the defendants fraudulently offered and sold unregistered securities in the
of licenses granted by defendant Aqua~Sonic giving the licensee the exclusive

right to market within a particular territory certain professional dental pro~

_1/ References to documents contained in the Appendix are to the pages as
nurbered, e.g., "A " or "E "; references to documents contained in the
Supplemental Appendix are to "SA "; references to documents identified
in the Index to the Record are to the number assigned the document, €.9.,
"Index No. "; references to the trial transcript are cited as "Tr. "
references to depositions admitted at trial are cited as "(witness)
Dep. p. __"; references to exhibits and pPage numbers in the exhibits
are designated "Ex. p. "; and references to appellants’ printed
brief are cited as "Br. .7

_2/ Sections 5(a), 5(c) and 17(a) of the Securities Act of 1933, 15 U.s.cC.
77e(a), 77e(c) and 77q(a); Section 10(b) of the Securities Exchange
Act of 1934, 15 U.S.C. 78j(b), and Rule 10b-5 promulgated thereunder,
17 CFR 240.10b~5. Relevant statutes are set forth in the statutory
appendix, pages a-1 —- a-6, infra.
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ducts known as "Steri-Products," products to be developed and manufactured by
Aqua;Sonic, to be promoted by a national ad§ertising'campaign arfanged by‘Aqua;
Sonic and to be marketed by defendant Uitrasonic acting as the licensees' ex-
clusive sales agent.

All defendants moved for dismissal on the ground of lack of subject matter
jurisdiction, contending that the Aqua=Sonic license and sales agency arrange-
ment did not constitute a security within the meaning of the federal securities
laws. In an opinion dated June 5, 1981, the district court dehied-the defendants'
motion, relying on one of the terms — "investment contract" —— in the statutory .
definitions of security, a tefm thch the district court recognized has been
held by the Supreme Court to encompass "an investment in a common venture pre-

mised on a reasonable expectation of profits to be derived from the entrepre-

neurial or managerial efforts of others," citing United Housing Foundation,

Inc. v. Forman, 421 1U.S. 837, 852 (1975); and Securities and Exchange Commission

V. W. J. Howey Co., 328 U.S. 293 (1946). The district court noted that the Su-

preme Court in Forman had emphasized (421 U.S. at 851-852) the need, in deter—
mining whether there has been a sale of a security, to apply the statutes in
light of "the substance -- the economic realities of the transaction —-— rather
than the names that may have been employed by the parties." Concluding that "a
sharp dispute" of fact existed regarding the economic reality of the interest
offered by the defendants, the district court refused to dismiss the complaint

(E663-667). 3/

3/ Following this ruling, orders of permanent injunction were entered -
_—' by consent, without the admission or denial of the allegations in
the complaint, enjoining defendants Schekter, Aber, Dentasonic and

Aqua-Sonic from violating the registration and antifraud provisions
(Index Nos. 112-114, 135). Final consent orders were also entered

(footnote continued)



-5 —

Following seven days of trial the district court entered an opinion
on August 11, 1981. The district court concluded that the economic real-
ity of the enterprise was one in which there was an expectation of profits
" ——in the.form of tax benefits and income from prospecﬁive sales —— to be
derived from the efforts of otheré. The court stated that "the Aqua—Sonié
licensees were dependent; passive and incapable of latent investor control"
(A34). Based upon the evidence, including evidence that the Aqua-Sonic
licensees stood to reap substantial tax benefits as well as relieve them-
selves of marketing responsibilities by contracting with Ultrasonic to‘ef—
fect sales‘of Steri Products, the court found that, while the sales ‘agency
arrangement was "purportedly an optional feature," in fact the investors
were offered an interest in a combined enterprise in which "Agua-Sonic
was responsible for the development and production of the products" and
"Aqua-Sonic, Ultrasonic and the Advertising Fund [were responéible] for
the marketing and promotion of the products" (A25), The court concluded
that the license and sales agency arrangements were securities. In view'
of the defendants' concession that, if these interests were securities,
they had violated the registration provisions, the district court found
violations of those provisions (A27). |

With respect to the charges of fraud, the defendants had conceded
that their promotional materials were fraudulent by virtue of omitting

information'relating to the role and financial interests of the promoters,

3/ (footnote continued)

against defendants Ultrasonic and Melvin Hersch, without their ad-
mitting or denying the Commission's allegations; these orders accepted
those defendants' stipulations and agreements that they would not
violate the registration and antifraud provisions (Index Nos. 115,
116). '
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the interest in the venture of the law firm rendering a tax oéinion used in

the promotional materials, the financial condition of the corporate entities,

and the use of the proceeds of the offering. In addition, the district court

found that the information on which the tax opinion was based was sufficiently -~
superficial to render the tax opinion misleading, that financial projections
provided investors were without foundation, and that misrepresentations were
made coneerning the marketébility and heed for the Steri Products (A28).

In light of the violations found, the likelihood that Mr. Hecht woula
engage in future sales of investment contracts through Inventel, and Mr.
Hecht's disregard during the period of the offering of legal opinions that
the transactions should conform to the requirements of the federal seeurities
laws, the district court permanently enjoined them against further violations
of the registration and antifraud provisions.

B. The Facts

1. Overview: the investment'offered by defendants

The Steri Products were concelved as improvements on an ex1st1n§ de-
vice used in the dental profession. The éxisting device, which employs
ultrasonic waves to clean teeth by fenoving calculus and other stains,
uses tap water, fed through a hollow tip, as a ceolant and flushing agent.
The Steri Products were intended by theif invehtor, Arthur Kuris, to de-
liver prepackaged steriie water or'medicetion, instead of tap water, to -
be used in the cleaning process. One of the two products, the Steri
Prophy Unit, was to be complete and self-contained. The other, the oterl
Satellite Unit, was to be an adjunct to an ex1st1nq ultrasonic dev1ce.
Patent applications were filed on the two Sterl Products in July 1976 and

October 1977. 1In 1978, durlnq the period when the securities offerlng
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took place, Mr. Kuris' working models of the products were in fact incap-
able of delivering fluids that were sterile or of mass produqtion. As of
trial, these devices still had not been produced for sale.

Appellant Martin Hecht is an attorney, and, together with co-defen- .
dants Schekter and Aber, was a partner in the law firm of Schekter( Aber
and Hecht ("SAH") in 1978 and part of 1979. Mr. Hecht served as the se~
curities law specialist for the firm. 1In addition to performing legal
services, the members of the firm jointly engaged in the business of prb;
moting tax-sheltered offerings under the auspices of Mr. Hecht. In order
to produce and market the Steri Products, Arthur Kuris met with Mr. Hecht
and his law partners. Mr. Hecht devised a plan to promote the veﬁture as
a tax shelter. In order to offer thatvtax benefit, SAH proposed to finance
the venture through the sale to investors of licenses to sell Steri Pro—-
ducts in specific geographic territories in the United States, coupled
with an exclusive sales agency arrangement under which the products would
be sold by Ultrasonic rather than by the licehsees. The scheme was ef-
fected through a group of interlocking corporations owned or controlled
by Arthur Kuris and the SAH partners.

SAH drafted the offering materials used to solicit investors. Those
materials, which were contained in a folder provided to the investors, in-
cluded an information memorandum on behalf of Aqua-Sonic (generally des—
cribing the Steri Products, the territorial license arrangement, the 1i-
censee's marketing obligations, the fees involved and the tax treatment
to be accorded the investment), a tax opinion prepared by SAH, and cash
flow illustrations based on certain market penetration projections. Also
included was information relating to a national advertising campaign to

be paid for by the licensees. The information memorandum stated that
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the licensee could retain a sales agent or under take marketing of the products
himself through direct sales to dentists, but that the more common practice in
the industry was selling.to dental supply wholesalers or "dental depots", which
in turn sell directly to dentists. Included in theioffering materials was an
offer by defendant Ultrasonic to act as an exclusive sales agent and a contract
to perform the licensee's marketing obligations imposed by the 11cense aqreement.

The offering was managed by Mr. Hecht, who, acting through appellant Inven-
tel, solicited a network of salesmen who rlaced the licenses. Ultimately, 50
persons purchased approximately one-half of the over 100 available'licenses.
Significantly, each licensee also subscribed to the sales agency arrangement.
The typical offering price for the entire package, consisting of the cost of
the license, the sales agent's fee and the contribution to the advertising
fund, was to be paid in three parts: $10,050 cash,-payable in 1978, three
recour se pfomissofy notes totalling $10,050 plus interest, peyable.in 1979,
and thfee long~term nonrecourse promissory notes totalling $170,000 plus in-
terest, payable out of the proceeds of sales of Steri Products. 4/

Included in the offering materials was a separate three—page "confiden~
tial" summary labelled "for professional use only," whieh highlighted the tax
advantages of the investment, promising immediate tax shelter for licehsees
arlslng prlnc1pally from the non-recourse method of financing employed. In-
vestors were ‘assured that- durlng the first three years, they would receive a
four dollar income tax deduction for every dollar invested in the Aqua-Sonic

license itself. The summary showed supplemental tax shelter from the

4/ Certain insiders and salesmen who 1nvested in the offerlng paid substan-
tially less in cash and recourse f1nanc1ng.
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sales agency agreement, at an additional out-of-pocket cost of only $1800,
of about $35,000 in additional tax deductions —— resulting in a 6 for 1 tax
advantage for the entire license and sales agency package. As 1978 drew
to a élose, and because changes in the tax laws substantially lowered the
projected tax benefits, SAH determined to require a‘contribution by'all
licensees to the newly-created advertising fund, with a corresponding reduc—
tion in the amount of the sales agent's fee. Foliowing the tax léw amend-
- ments, and after a substéntial number of the Aqué—Sonic licenées had been
sold, SAH issued a supplemental tax opinion, and a revised "confidential"
sunmary was distributed to investors. With the revised tax treatment recom—
mended by SAH for the advertising contributions, the estimates for tax
shelter — flowing from an investment consistihg of.the‘license, the sales
agency and the advertising fund —— were revised downward, but the summéry
still promised a 3 for 1 tax shelter for the investﬁent package.

The offering produced about $900(000 revenue to the offerors, half
in cash and half in recourse financing. Of that amount, only some $50,000
was expended to develop the Steri Products. With respect to the remainder,
. approximately $160,000 was paid to Mr. Kuris, and the bulk was paidvté
sélesmen, promoters, lawyers and accountants or corporations controlled
by the promoters as expenses associated with the offering. At the time
of the trial — 2 1/2 years after the offering —-- no operational Steri
Product was in existence, none had been produced and none had been sold.
No promotion of Steri Products had taken place, and the sales agent had done
nothing to sell the product.

Appellants argue that the federal securities laws do not apply to the
offering because their promotional materials did not recommend a sales agént

and because certain obligations were imposed on the Aqua-Sonic licensees.
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In their view, what was offered was simply a franchise imposing signifi-
cant marketing responsibilities on the licensees in order to obtain a re-
turn on their investment and a separate "optional" service contract. Al-
ternatively, they assert that, even treating the license and sales agency
arrangement as a combined paekage; the'rights retained by the Agqua-Sonic
licensees over the marketing function under the sales agency agreement
were significant and preclude the finding of an investment contract.

The evidence, which we describe in detail in the remainder'of this
statement of facts, shows thatbdefendants offered a_package in which the
expectation of profits was from the efforts of others. In part 2, we dis-
cuss the interlocking entities which were created by and under the control
of Mr. Hecht and SaH, demonstrating that Aqna—Sonic and Ultrasonic were
distinct only in form but not in substance; In part 3, we describe the
promotional materials distributed to investors, including the license and
sales agency agreements, and their representations as to the substantial
tax benefits which were to be derived by investors who aequired the entire
package, as well as the market evaluation report and cash flow illustra-
tions on which the favorable tax treatment was premised. As we show, the
use of non-recourse financing afforded the investors large tax deductions
flowing from a relatively‘smail out-of-pocket investment. 1In part 4, we
describe the offering process employed by Mr. Hecht and the.expectations
and experience of ceftain representative investors who purcnased with
an anticipation of profits:from the tax shelter'and product sales. The
investors were specifically induced to acqnire the Aqua-Sonic license be-
cause of the existence of the sales agency agreement through which they
could delegate their marketing responsibilities under the license. Final-

ly, in part 5, we describe the fraudulent representations made to inves-—
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tors with respect to the usé of proceeds, the role and financial inter-
est of SAll, the state of development and industry need for the Steri Pro-
dﬁcts and the tax benefits from the investment.

We believe it essential to set forth the evidence in considerable
detail because of the complexity of the defendants' scheme and becauée

the appellants are challenging the district court's findings of fact.

2. The Interlocking Entities

‘As indicated in our overview, Mr. Hecht was instrumental in devis-
ing the plan to finance the Steri Products venture as a tax shelter. He
was responsible, in his own words, for "all tax—oriented transactioﬁs"
at the SAH firm (SAl7). Indeed, the Steri Products venture was one of-
several tax-oriented transactions devised during this period for‘the pur-—
pose of marketing new products (Al4l, 181; SA46-52; E289, 290; E427-428).
As a fee for its services in the Steri Products offeriﬁg, SAH was to re-
ceive 9 percent of the cash portion of the offering proceeds (E285).

In order to maximize the tax benefits of the venture to all con-
cerned, SAH eventually "evolved" four corporations, three of which.were
to dévelop, manufacture and sell to dentists the Steri Products (A109-110;
Al117-119; SA18-19). The inactive one of those corporations was defendant
Dentasonic, owned by Messrs. Schekter, Aber, Hecht, and Kuris (Al105-

106). 5/ Mr. Kuris sold to Dentésonic his United States and Canadian

_5/ Dentasonic is a Netherlands Antilles corporation, formed offshore at
the direction of SAH in order to shelter its income {SA20-23; E305;
E427-430).
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patent rights in the two Steri Products for.$406,5oo (Al05; E383-389). 6/ -

Another of those corporations formed by SAH is defendant Agua—Sonic Pro—
ducts Corporation,-the licensor, ‘a New York corporation to which Dentasonic
sold the United States patent rights to the two Steri Products for $26 million
(E218-239). As security for.the $26 million sales price, Dentasonic held a
continuing security interest in all the assets of AquaSonic, and received an
irrevocable proxy to vote ail the outstanding stock of Aqua-Sonic (A99; E244-
270). In addition, at least untii March, 1979, a member of SAH was requiredv
to co-sign all checks on the-Aqua—Sonic bank account (A169-171; A236-237)..

In early 1978, Mr. Aber recruited David Glasser to be president of Aqua-
Sonic (Al64-168; E306-308). Mr. Glasser was a business executive w1th no' ex-
perience in the manufacture or selling of dental products (A101—102) In the
sumer of 1978, Mr Glasser res1gned the presidency of Aqua—Sonlc on advice
of counsel that the proposed offering might subject him to personal liability
on several counts (Al72-173; E504-505) —— he told Mr. Schekter that he under-
stood the offering might be in violation of federal and state securities laws,
as well as the federal antitrust laws and food and drug laws (Al74-176). Mr.
Glasser was replaced as president'of Aqua—-Sonic by defendant Melvin Hersch,

an acquaintance of Mr. Hecht's, in August 1978 (A222-225). Mr. Hersch

6/ The parties had originally discussed paying Mr. Kuris $400,000 in

"~ cash and $7,000,000 in notes (E356). However, they agreed to reduce
the cost to Dentasonic in return for Mr. Kuris' ownership part1c1pa—
tion in that company; Mr. Kuris became an 18% shareholder in Denta-
sonic late in 1978 or early in 1979 '(SA23; E382; E404; E431-434).
In addition, Aqua-Sonic entered into a two-year consulting agreement
with an entity known as Creative Ultrasonics, which was wholly owned
by Mr. Kuris, to obtain Mr. Kuris' assistance in the development of
the Steri Products for the sum of $72,000 per year (A68-69; E271-280).
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then signed documents formalizing the relationships between Aqua-Sonic,
Dentasonic and appellant Insentel (A226—228),

A third corporation, defendant Ultrasonic Dental Products, was to be .
the sales agent to market the Steri Products. A New York corporation, it
was formed at the request of SAH by Mr. Kurls' frlend and attorney, Leonard
Suroff (A114-115). Mr. Suroff became its president and director (All5).
Until Mr. Suroff's resignation in late December 1978, SAH retained control
over Ultrasonic by requiring a member of SAH to co-sign all checks issued
on the Ultrasonic bank account (All6). SAH's control cver Ultrasonic is
demonstrated by SAH's decision in October 1978 to require contributions by
all investors to the advertising fund and by unilaterally and retroactively
effecting a corresponding reduction in the amount of the sales agency fee
from $30,600 to $16,600. Mr. Swroff, the president of Ultrasonic, was not
approached to negotiate this reduction; he was simply informed that Ultra=-
sonic's fees would be halved to finance the advertising fund (A123), In
December 1978, Mr. Suroff resigned as president of Ultrasonic on advice of
counsel (A126—127) because of a Commission inquiry into this matter (Al24).
Mr. Hecht then recruited, as a successor to Mr. Suroff as president of
Ultrasonic, Melvin Ehrlich, a profesSor‘of physics (Al179, 184-185).

Finally, Mr. Hecht had SAH incorporate a Delaware corporation, appei—
lant Inventel, in which he, Mr. Aber, and Mr. Schekter were the original
shareholders. _7/ Aqua-Sonic agreed to pay Inventel $2.2 million for
"financial and marketing consultation" (E281—284). As discussed more
fully at pages 26-27, infra, Mr. Hecht marketed the Aqua-Sonic offering

through defendant Inventel,

_7/ 1In February 1979, Inventel redeemed the shares of Messrs. Schekter
and Aber (Al06; E302, SA65; E308-312).
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3. The Promotional Materials

SAH prepared, and Mr. Hecht reviewed, all the offering materials

used to solicit investors (A47-56; SA58-60). Three separate versions

of those offering materials were distributed to prospective investors:

a first version which was employed from April through August 1978; a

second version used from August through October 1978; _8/ and a final

version used during the remainder of 1978 (AS55). _9/ Each investor

who had executed earlier versions of notes and contracts executed

8/ The August revision of the offering materials was Dre01p1tated by a

preliminary memorandum of outside legal counsel to SAH that the of-
fering might constitute an offer of securities (SA62; E355).

Mr. Hecht had taken the first version of the offering materials to
the law firm of Baer Marks & Upham (SA24), to request legal advice

regarding the applicability of the federal securities laws to the
offering (E212). In a memorandum dated May 31, 1978, an associate
and two of the partners at Baer Marks (E215-216) concluded that the
offering could be considered to be a security because the investor
is induced to acquire the opportunltles held out in the offering
"as a whole" (E208~209). '

Following'receiot of this opinion, SAH directed one of its own asso-
ciates to prepare another opinion, an opinion which concluded that
the offering was not a security (A95—96 E4l2—423) '

Mr. Hecht testified that this second version of the offering materi-
als was designed to highlight the licensee's respon51b111t1es under
the Aqua-Sonic llcense (SA62).

The final version of the offering materials was necessitated by
changes in the tax law enacted in the Revenue Act of 1978. This re-
vision was also prompted because, under the original tax opinion,
the sales agent's fee,. although fully deductible, had to be appor-
tioned over two taxable years, and those investors who purchased
late in 1978 would not be able to obtain a significant tax advantage
from this arrangement (E353-354). - Consequently, SAH devised the -
advertising fund contribution to off-set the loss of available tax
shelter from the sales agency relationship and permit investors to

take immediate tax advantage of their contribution to the advertis-

ing fund (ibid). See page 24, infra.

W
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the final versions of the offering documents (A57-58). Because all in-
vestors were ultimately given this final version, we describe the offer-
ing materials in that forﬁ, except as noted. The offering materials were
bound together in a folder iabelled "AQua—Sbnic Products;Corp" (A48-49),

a. The information memorandum

The license granted by Agqua-Sonic was described in a document enti-
tled "Information Memorandum Relating to Exclusive Rights" (Ex. 2602A; Ex.
2616B; E507-E607). The information memorandum described the Steri Products,
the scientific need for the products, the background of the inventor and
the status of pending patent applications for the Steri Products.

It stated that the Steri Products meet a "recognized need" to,counterf
act "microbial contamination of ordinary tap water in commercially avail-
able dental * * * equipment.” It continued that "[r]esearch has established
that there is a definite causal relationship" between such‘contamination.
and infections such as the flu, common coldé, streptococcal sore throats, -
hepatitis, pneumonia, and tuberculosis. it asserted that non-sterile water
in existing dental equipment permits entry of bacteria into the blood
stream, which often causes a heart condition known as endocarditis, and in
certain susceptible persons more acute heart conditions. The information
memorandum stated that two "pre-production models of * * * systems which
deliver sterile water" have been deveioped for which there are pehding
patent. applications-(E513A).

The memorandum continued, "Prototype models of the units have been
constructed and testing has been completed. Production models are being
readied for manufacture" (E514A). 1In addition, the memorandum stated

that the inventor had contracted with Aqua—Sonic to provide consultation
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services in connection with the development and manufacture of the units (E514A).
Under the proposed license agreement, appended to the informatiom memorandum,
Adqua-Sonic represented that it would ménufacture and supply the licensee with
Steri Products for sale (Exhibit A to Ex. 2616B; E523—529).

. The information memorandum described the license being sold as an exclu-
sive right to sell Steri Products and related parts and supplies, for a per-
iod of eight years (with a five year renewal option). Licensees were to be
assigned a specificrtérritory within the United States, one of over 100 sﬁch
standard territories available; 12 larger territories were available atiaddi—
tional cost (E516). The memorandum affirmed that the licensee would be‘an
"independent contractor * * * solely responsible for all expenses and costs
* % *n (E516A). It further stated that the licensee would "be responsible

" for the vigorous and satisfactory promotion, distribution and sale" of the
Steri Products and that‘the licensee must undertake to actively supervise
any sales agent retained to assist in the promotion, distribution and sa;e.
The memoréndum warned thét thé license was shbject to’qancellation by
Aqua-Sonic if these conditions ére not fulfilled. |

The license fee quoted for a standard territory wés $159,500, payable

in three installments: $9,150 in cash due in 1978; $9,150 in recourse
promissory notes, plus interest, due on January 15, 1979; and $141,200

in non-recourse promissory notes, plus interest, due January 1, 1985.

The non-recourse note was required to be prepaid out'éf a_portion of tﬁe
proceeds from the sale of the Steri'Products,-parts and supplies; in-ré—
spect to that note, Aqﬁa—SQnic mould retainvé security interest in any
such pfoceeds as well as any merchandise delivered tb the licensee by

the licensor.
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The information memorandum stated that the licensee may sell Steri-
Products directly to members of the dental profession or, "as is more com-
mon practice in the dental supply industry, Licensee may sell to Dental
Depots who, in turn, will sell to members of the dental profession" (E518).
Nonetheiess, the pricing figures quoted in the information memorandum
automatically assumed that all éales would be made through dental depots
and deducted a 35 percent depot- fee for such saleé expenses (E514Ar515).-
Similarly, other cash flow illustrations prepared by the accounting firm
of Marks Shron & Company and appended to the infbrmatioﬁ memorandum as an
exhibit, also assumed that all sales would be made through dehtal depots
"in accordance with current practice ih the dental industry" (E583A, Note
5 to Exhibit 2). See discussion of the illustrations at pages 19-22, _'

The final version of the information memorandum, used after October
1978, incorporated by reference agreemehts between Aqua-Sonic and two ad-
vertising agencies for a national aavertising and promotional campaign for
Steri Products (E634-636A). A "Steri Products Advertising and Promotional
Fund" was established, to be used by the agencies in creating, developing,
mounting and placing national and/or regional advertising and éromotional
campaigns on behalf of the Steri Products, subject solely to the approval
of Aqua-Sonic. Licensees were required to contribute $14,000 to the fund,
again in three installments: $400 in cash; $400 in a recourse promissory
note, plus interest, due on January 15, 1979; and $13,200 in a non-recourse
promissory note, plus interest, due on December 1, 1984 and required to
be prepaid out of portions of the proceeds of sales of Steri Products,
parts and supplies (E634A-635). Licensees who had purchased prior to the

November 1978 final version of the offering materials were not réquired
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to pay an additional sum; the amount which they had already paid for the
sales agent's fee (see page 19, iEEEE) was unilaterally reduced by the
amount of the advertising contribution, and each such licensee executed
new closing documents (A58, 62-63). Such investors executed new closing
documents reflecting this reduction (ibid).

Finally, the information memorandum contained a 3 1/2 page summary
of the federal income tax aspects of the transaction based upon an analy-
sis "prepared by tax Counsel to the licensor, Schekter, Aber & Hecht,
P.C." (E518A-520A). An initial tax opinion of SAH dated April 1978 was
appended to the information memorandum and was included in all vérsions
of the offering materials (ES586-600); a supplemental tax opinion by SAH
dated October 24, 1978, wés.inclﬁded onlf in the final version, where
it was an attachment to a letter by the then president of Aqua—Sonic,
Melvin Hersch (E6377640A), The substance of these tax opinions will be
discussed more fully at pages 22-26, iﬂfEE-

b. The Offer to Act as Sales Agent

The offering materials included a document entitled "An Offer To Act
As Sales Agent By Ultrasonic Dental Products, Inc." (Ex. 2602B; E608Ar631).
In that document, Ultrasonic offered to act as exclusive sales agent for a
period of one year for the promotioﬁ, distribution and sale of Steri Pro—
ducts in the térritory to whiéh the licensee subscribed. Ultrasonic of-
fered to use its best efforts and to devote the time necessary to promote,
market, distribute and sell the Steri Products and to perform the licensee's
responsibilities under the Aqua-Sonic licenée‘agreement (E611A, 613 ﬂﬂz;
10(a), (b)), All ‘orders. were to‘be subject to the 1licensee's approval
as to items, price and credit (E614A 94). The sales agency agreemeht

was terminable any time at the option of the licensee upon 90 days'
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written notice to the sales agent (E6l4 f12(a)).

The sales agent's fee was non-refundable (E612 ¢5), and in the first
and second versions of the offering materials, was seﬁ at $30,600, payable
in three installments as follows: $900 cash due in 1978; $900 in évre—”
course promissory note, plus interest, due on Januarylls,‘1979} and $28,800
in a non-recourse promissory note, plus interest, due on_Decemberll, 1984,
required to be prepaid out of portions of proceeds of sales of Steri Pro-
ducts, parts and supplies; a secondary security intérest (subordinate to
Aqua—-Sonic's security interest) was retained in any Steri‘Pdeucts owned
by the licensee and in the proceeds of all sales. In addition, the 1li-
censee contracted to pay the salesvagent 20 percent of the sales price
of all Steri~Product sales paid for by customers (less any sales taxes
and shipping costs) (id. 46). In the finalvversion of the sales agency
agreement; the sales agent's fee was reduced to $16,600, payable $500
in cash, $500 in a recourse promissory note, and $15,600 in a nonrecourse
promissory note, under the same terms as the earlier versions.

' The Ultrasonic offer promised that, by entering into the proposed_
sales agency agreement, the licensee would obtain "substantial tax advan—
tages in connection with [the] acquisition of a license" (E609). Appended
to the offer were another set of cash flow illustrations by Marks Shron
& Company reflecting income and tax treatment for the complete offering
package, based upon the SAH tax opinions included in the information memo—
randum. See discussion pages 23-24, infra.

c. The financial projection illustrations

Financial illustrations projecting certain cash flow from the license
and demonstrating the tax shelter represented to be available from the

Agua-Sonic offering were included in the offering materials. These illus-
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trations, covering the ﬁeriod 1978 through 1985, were prepared.by the
accounting -firm of Marks Shron & Co. at the request of Mr. Hecht (Al42-
148). Although not disclosed in the offering materials, Marks Shron
received a fee of one percent of the cash and recourse note portion of
the offering proceeds for its services in connection with the offering
(A156-157; SA28-31).

Thrée separate sets of illuétrations.were disseminated: one was ap-
pended to the initial versions of the information mehorandum and portrayed
cash flow based on the purchase of the Aqua-Sonic license alone (E580~584) ;
a second, also in the initial versions, was appended to the Ultrasonic
offer and projected the cash flow for the venture based upon purchase
of both the license and the sales agency agreement (E624-6294): and a
third, which superseded the previous two, was included in the final
version of the offering materials, and presented integrated projections.
based upoﬁ purchase of the Aéua¥Sonic license, including both the manda-
tory contribution to the adverfising fuhd, and the sales agency agreemeht
(E641—645A);

The ﬁax treatment in the Marks Shron cash flow illustrations was

based upon the SAH tax opinions. The illustrations were also based upon

two significant assumptions concerning projected sales of the Steri-Products

projectedﬂﬁo begin on January 1, 1979: with respect to the Steri Prophy
Unit, Marks-Shron assuméd yearly sales of 88 ﬁﬁits per’territory,‘which
would require, nationwide, an anhual 50‘per§ént market penetration by thatl
unit (or one-half of the totéi‘nationwiée sales of all new ultrasonic
units); with respect to the Steri-Satellite Unit, Marks Shron assumed
yearly sales of 253 units per terriﬁory, based on a 7 percent annual mar-

ket penetration by those units, for a total market penetration of 50 per-—
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cent over the seven year périod of the projected sales. 10/ The retail
price per unit suggested by Aqua-Sonic in the financial illustrations was
$1100 per Steri-Prophy Unit and $300 per Steri-Satellite Unit, and an es-
- timated wholesale cost to licensees of $262 and $81 per unit, respectively.
All financial illustrations assumea thatvﬁhe sales were to-be effected
only through dental depots, at a cost of 35 peréent ofrprojected‘sales
revenues. Finally, all illustrations reflecting the use of the Ultrasonic
sales agency assumed the continuation of the sales agency agreement for
the entire eight year term of the Aqua-Sonic license, after payment of a.
"one-time sales agency fee" (E629, Note 8 to Exhibit 2).

The integrated cash flow illustrations for the entiré investment pack-
age, included in the final version 6f the offering materials, projected a
total tax loss deduction of $38,400_in 1978. Fbrvyears 1979 and later

(in which it was assumed sales would take place at the projected rates),

10/ All of the premises of the 1llustrat10ns were supplied to Marks Shron
by SAH (Al49-155; SA26-27).

In regard to the market penetration estimate, Mr. Hecht obtained an
opinion in April 1978 from Ray A. Wilson, a professional marketing
consultant in small industrial/commercial products, who reviewed

the Marks Shron sales projections concerning the Steri Products. In
a letter addressed to Aqua-Sonic, Mr. Wilson wrote that an " assumed
market penetration of 7% (average) of the market place (average ter-
ritory) per year, for seven (7) years, appears to be feasible and
attainable" (E41).

Certain investors received that report before they made that deci-
sion to invest in the offering (A337 (Freschi); E41; SAlll (Gaertner);
Ex. 615; see also Ex. 833 (R. Zimmerman)).

Subsequently, Mr. Wilson testified that in the one day that he was
given by Mr. Hecht to prepare his evaluation, he misread the projec-
tions, and assumed that they were both based on a 7 percent market
penetration over a period of 7 years, a penetration which he described
as "conservative" (A399). He had stated in the Commission's ‘investi-
gation of this matter, that the 50 percent market penetration in the
first year assumed for the Steri Prophy Unit was a success rate which
he "could not agree with" because it was not feasible (E65-69) .
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they estimated a positive yearly cash flow of $11,500, before taxes. A
significantly qgreater cash flow of $46,300 was projected in 1985, the
final year of the illustrations, since all nonrecourse notes were assumed
to be completely amortized by the end of 1984.

d. The SAH tax opinions

The peculiar structure of this investment was tailored to suit the
SAH opinion concerning the ‘tax aanntages of the proposed arrangement.
These tax advantages were the principal selling feature of the investment,
since investors were advised that they could obtain continuing bénefit '
from their investments, initially from substantial tax shelter in the
firét two years of their investment and later from actual sales of the
products. Indeed, investors with sufficient income to take advantage of
the tax shelter were advised that they could recoup more than their entire
cash outlay in the first year because of immediate advantageous tax deduc-
tions built into that year. In addition to the initial tax shelter, the
Marks Shron projections concerning the likely sales success of the vehture
offered investors the prospect of a positive caéh flow for the later
years, even after amortization of the non-recourse notes. |

The initial SAH tax opinion, dated April 1978, and containing 29 pages,
was included in all the offering materials (E585-600), and advised the ad
vantageous application of the federal tax laws bésed on five significant o S
conclusions concerning the tax analysis of the proposed transacﬁion. First,
it concluded that the vauisition by the licensee of the Aqua—-Sonic license
would result in favorablé’téx treaﬁment‘under,special Ihternal Revenue
Code provisions relating to sale of a franchise. This was premised upon
SAH's concluéion that the entire purchase price of the license, $159,500,
including the amouﬁt of the non-recourse noté, could be amortized over

the eight year life of the license.
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Second, the opinion concluded that, specifically because of the fa-
vorable financial illustrations prepared by Marks Shron, endorsed by the
Wilson report, a licensee could be deemed, for tax.purposes, to have ac—
quired the Aqua-Sonic license in order to méke a profit; hence, under the.
Internal Revenue Code, the taxpayer could deduct»losses attributable to
the enterprise even if no profit was ever in fact realized.

Third, the opinion stated that the 1icensee could deduct all expenses
associated with the enterprise, particularly interest expenses, because
the enterprise could be viewed as a trade or business of the_taxpayef.
Based upon the terms of the Ultrasonic sales agency arrangement, the
opinion concluded that the controls retained over the sales agent by the
licensee in that agreement permitted a conclusion that the licensee would
be actively engaged in a trade or business. |

Fourth, the opinion concluded that the non-recourse note portion of
- the payment for the Aqua-Sonic license was a bona fide indebtedness and,
therefore, could be included in the purchase price of the license for
purposes of amortization. The opinion reasoned that the note transac-
tion was not a sham since it was reasonably related to the fair value of
the license, and since the parties genuinely contemplated payment of the
note. This conclusion was dependent again on the Marks Shron financial
illustrations of a realistic positive cash flow to establish that a po~
tential fair market value for the license could be in excess of the face
value of the non-recourse note and that actual payment of the non-recourse
note was not speculative because it was secured by valuable consideration.

Fifth, the opinion concluded that the full amount of the sales agent's
fee, including the amount of the non-recourse note, was deductible as an

ordinary business expense over the one year life of the sales agency
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contract and, since the contract spanned two taxable years, was apportioned
over the two taxable years. The opinion recognized that the deduétibility
of the sales ageht's fee was dependent on the bona fide nature of the non-
récourse note, but concluded, again based upon the Marks Shron illustrations
c&ncerning the Aqua-Sonic license, that there was sufficient céllateral'to
en%ure payment of the note for the sales agency agreement.

The April 1978 initial SAH opinion concluded that a then-current In-
ternal Revenue Code provision limiting losses in certain business activi-
ties only to the amount "at risk" did not apply to the proposed transac-
tions for the.purchase of Aqua-Sonic licenses. The supplemental SAH tax
opinioh dated October 24, 1978,7and included in the final version of the
offering materials, substantially revised the. previous opinion because
of the passage of the Revenue Act of 1978. Under the new law, the revised
SAH opinion stated, these deductions would be limited to thé amount thét
the licensee‘was at risk, i.e., simply the amount of the cash and recourse
financing, instead of the entire amount including the non-recourse notes..11/

The supplemental opinion, which contained 8 pages (E637-640A), intro-
duced the proposed tax treatment of the mandatory contribution to the adver-

tising fund, concluding that despite any proVisions of the Revenue Act of 1978,

11/ For taxable years after 1978, the Revenue Act of that year expanded
the nature of business activities for which the deduction of business
losses is limited by the amount "at risk"™ in the venture. The sup~

. plemental opinion stated that it was SAH's view that under the amended
law, deductions taken in 1978 (and not previously subject to the "at
risk" provisions of the Internal Revenue Code) would not be limited
by -the revised "at risk" provision; in addition, the opinion stated
that no adverse tax treatment would result from deductions taken for
years prior to 1979 which exceed the "at risk" amount. For any tax-
able year after 1978, however, the effect of these provisions was to
severely limit the amount of deductions available to investors from
the nonrecourse financing devised by SAH. .
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the full amoﬁnt of that contribution -- which included a non-recourse note ——
was deductible as a business expense in 1978. In support of its conclusion,
SAH argued that, "because it is impossible to asqertain how much will be
spent for advertising each year of the Fund Agreement", it was reasonable

to deduct the expense when incurfedvin 1978. SAH adViSed deduction of

the entire advertising fund contribution, including the amount of the
non-recourse note, because it viewed the Marks Shron illustrations as
supporting the conclusion that the non-recourse note was nevertheless a

bona fide indebtedness.

The net effect of the tax consequences, as SAH analyzed.them, was -
summarizéd in the offering materials.in a "confidential” summary labelled
"for professional use only" (E29-31; E57-60). This summary reflected only
the tax benefits of the offering, without regard to any revenue from sales.
The summary contained in the initial versions of the offering materials dis-
tinguished between the tax shelter available to a licensee with and without
the sales agency arrangement. The tax deductions initially.projected for
the Aqua—-Sonic license alone for the years 1978-1980 totaled $80,900 (includ-
ing the amortized portion of the license fee and accrued interest on the1
non~-recourse notes) —— a tax deduction of 4 dollars for every dollar invest-—
ed in cash and recourse notes. The tax deduction initially projected for
the Aqua-Sonic .license and the sales agency agreement togefher for the years
1978-1980 totalled $115,800 (including, in addition to the amounts projected
for the license, the full $30,600 sales agent's fee plus accrued interest) ——
a tax shelter of 6 for 1.

Using the best treatment possible under the Revenue Act of 1978, the final
version of the "confidential" summary distributed to investors flatly assumed

‘that all persons would utilize the sales agent, but projected a $38,400 tax
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deduction in 1978 (based on all available-tax shelters, including the amor-
tized amount of the license fee, the full amount of the mandatory contribu-

tion to the advertising fund, a pro rata portion of the reduced sales agent's
fee, and accrued interest) and only a $20,100 tax deduction in 1979, the amount
of all deductions, now.limited by the amount at risk. The special tax treat-
ment devised by SAH causod the final version's estimated tax deductions for

the license, the sales agent's.fee, and the advertising fund to be revised down-
ward, but it still-promised a 3 for 1 tax shelter for the investment package.

4. The Selling of the Licenses and the Role of Licensees

Mr. Hecht managed the Steri~Products offering, which he effected through
Inventel. 12/ At varioqs meetings held throughout the oountry at wﬁich the |
Steri Products were demonstrated, Mr. Hecht solicited a network of salesmen
to place the offering (SA32-34, 38-39; E292-295). As the year continued, Mr.
Hecht agressively contacted various accountants and financial advisers to
act as salesmen in order‘to reach people who heeded tax shelter (SA35-37). 13/ .

Ultimately, 14 salesmen partioipated in distributing the'offering
(A243; SA9; SA38-39; E321; E377-379). The salesmen stressed to prespec-

tive investors the importahce of the availability of the sales agency:

12/ Mr. Hecht asked a friend, Daniel Topper, to assume the title of president

" of Inventel in order to conceal Mr. Hecht's own role in Inventel from le-
gal clients of SAH who were solicited (SAd44; E287). In fact, Mr. Hecht
performed almost all the functions of Inventel (SA63).

13/ Salesmen were promised a commission of up to 30 percent of the cash and
recourse note portion of the offering proceeds (SA32-34, 45). As a fur-
.ther inducement for salesmen, Mr. Hecht offered the "syndicator" or "in-
side deal" (SA40-43, 45). Insiders and salesmen had the opportunity to
purchase the offering for a fee described.as "net-net" (sad45); that is,
they paid the cost of the licehse less the 30 percent "sales" commission
and the 10 percent portion of the offering which was committed to fees
for SAH and Marks Shron.
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salesman George Pentazzi told one investor that "the company would handle"

the sales (A245); another investor was told at a group sales presentation led
by salesman Steven Chios that the selling of the product "would be done by the
people that were selling" the license (A401).

| Mr. Hecht's most successful salesman, REXYZimmermah, is ‘an insurance agent
“and financial and tax consultant in Phoenix, Arizona (E71-75). lg/.-Mr. Zimmer-
man had known Mr. Hecht for some time in connection wifh vatious investments
(E76-77). 1In presenting the Aqua-Sonic offering to his clients, Mr. Zimmerman
itold them that they should invest in it for the tax shelter ana for potential
income, and pointed out that the sales agency offered the oppbrtunity "to see
that the function of that business was carried out" (A299—304).

The testimony of eleven of the purchasers is contained in the record. Their
testimony shows that they were attracted fo_the'offering package because of its
tax shelter and its income potential, and by the fact that theyrcould receive
those benefits without additional effort on their part by retaining the Sales
agent to discharge their responsibilities under the Aqua-Sonic license. There
were 50 eventual purchasers of the Aqua~Sonic licenses. }§/ All AQua—Sonic
licensees also signed the sales agency agreement (AS58; Al188).

The offering of Aqua-Sonic licenses was terminated by 1979 (A55). After
the offering was completed and the January 1, 1979 initial starting daﬁe for
projected Steri Product sales had passed without any production, Mr. Hersch

tried to reassure the investors that their investment goals were still

14/ Mr. Zimmerman and his partner were eventually responsible for introducing
thirteen licensees to the Aqua-Sonic offering (E373-376A).

15/ The district court found that the offering had been placed with 50 inves—
tors. Because certain investors purchased several territories, the precise
number of beneficial owners is not immediately apparent. However, a
list prepared by Aqua-Sonic's accountants lists 49 investors (E377-379).
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feasibie, by sending various letters to the licensees reiterating Aqua-Sonic's
"excitement” and "confidence" about the business (E32, dated January 19, 1979;
E33, dated February 28, 1979).

One such letter stated that "preliminary test results indicate * * *
[the products] are operating in full conformity" with projections, and would
be producea shortly (E39, dated August 2, 1979). In April 1980, Aqua-Sonic
sent a letter to licensees reporting a need for redesign inIOrder "to provide
additional power," but promising the production of units for field testing pur-
~ poses and demonstrations soon (E24). Late in 1980 or early in 1981,‘Aqua—
Sonic again seht a letter, indicating e continuing problem of “resonance" re-
quiring.additional redesign; with units to be ready for testing in February
1981 (E63). At the time of trial in June 1981, the units were still not func- |
tioning, and an LTS engineer estimated that it would take almost. another year
to achieve‘full production (A208-212, 214-216).

The investors thus actually found themselves unable to force Aqua-Sonic
to fulfill its responsibilities under the license agreement to manufacture and
supply. the Steri Products for sale.

The experience of the following purchasers is typical.

- a. Donald Zimmerman

Donald-zimmerman is a self-employed physical therapist in Visalia, Cali-
fornia (A255), who is salesman-Rex Zimmerman's brother (A256). He first
heard about the Aqua-Sonic offering in the summer of 1978 from his brother,
who'suggested that the-Aqua—SQﬁic license would be a good.means to make money.
and obtain a tax shelter (A256-259). ' | | |

Donald %immerman purchased an Aqua;Sonié license for a territory located
in midwestern Célifornia, about an 1 1/2 hour drive from his home (A278). 1In .
making his decision to invest in the offeriné, the availability of the sales

agency was a significant factor (A265-266). While Mr. Zimmerman aeknowledged
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his awareness of his responsibilities'under the sales agency agree-
ment, he téstified that he retained the sales agent because he did not feel
that he was "adequate" for those responsibilities kA2603.

After sevéral projected étarting dates for Steri Products sales had passed,
Donald Zimmerman initiated inquiries concerning the status of the planned Steri
Products distribution in his territory (E23, 25). Other than the fofm letters
sent to all investors, Mr. Zimmerman received no direct response to his 1ettefs
(A267—268f. His final attempt to determine the status of the Steri Products
was a letter mailed in January 1981 (E21); his letter, addressed to Aqua-Sonic's
previous address, was returned marked "not deliverable as addressed
unable to forward" (E522).

b. William Freschi

William Freschi is a resident of Kentfield,-California, and is president
of a subsidiary of the Chase Manhattan Bank, TCMS, a computer firm which he had
formed and subsequently sold to Chase Manhattan (A333-334, 346).. Mr. Freschi
was introduced to the Aqua-Sonic offering by Steven Chios, a salesman of invest-—
ment opportunities who had been recruited_by Mr. Hecht (SA35; A336). Mr. Freschi
purchased the Aqua-Sonic license in order to obtain immediate tax:shelte; and
later financial returns (A335-338). 16/

Mr. Freéchi selected a territory in Pennsylvania based on an article
he had read in the Wall Street Journal which discussed the poor quality of
water in that part of the country (A361). In selecting the Aqua-Sonic license

and his territory, Mr. Freschi did not want to operate a business (A338).

16/ When asked whether he had read and understood certain disclaimers in the
offering materials (A352-360), Mr. Freschi testified that he regarded
some of them as a form of "standard caveat" (A354), and as to others, he
testified that in his estimation, they were "contrary to the document and
the information that was in the document" (A359).
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Rather, he viewed the sales agency agreement as "essential" to marketing the
product (A345).

He understood the relevant features of that agreement: that under that
agreenent he would have no direct marketing responsibility, and that, although
the agreement was cancellable at his optibn, the full sales agent's fee of $16,600
was non-refundable and his obligation to pay the fee swrvived any cancellation
of the contract (A342;344). Hence, he viewed the cancellation option as unreal-
istic, particularly because he "would be hard pressed to replace [the sales
agent]" (A344); While he anticipated engaging in limited oversight of the saies
agent, he recognized that he could not do anything to remedy a failure by the
sales agent to perform its duties (A346-350). '

Mr. Freschi had several communications with Mr. Hersch concefning what he
later Qescribed as Mr. Herschfs "incredible inability to show any progress with
the company" (A340—341; E43).' Fbllowing notification to Mr. Freschi by the
California tax aufhoritiés that they héd disallowed his tax deductions for his
investment in the Aqua-Sonic offering, Mr; Freschi demanded proof that the Aqua-
Sonic_offering was not a 5scam" (E43). When he received no satisfactory reply,
Mr. Freschi visited Mr. Hersch in New York City in September 1980 (A238-240;
A340-341). Mr; Freschi was not mollified by that visit, or its results.. Neither
the office nor Mr. Hersch's demeanor indicated to Mr. Freschi that any of Mr.
Hersch's efforts were being.devoted to Aqua—Sonic_(A340—34l). Subseduent to
that meeting, Mr. Hersch sént-Mr, Freschi a hand—wriften ﬁote enclosing various
documents which he-said would describe the present status of the company; ofv‘
all the documents sent to Mr. Freschi at the time in ﬁbvember.1980, none had
been prepared after 1979 (A341; E42).

c. Tonald Gaertner

Donald Gaertner is the vice-president for employee relations of Republic

Corporation in Palos Verdes, California, a job to which he devoted 55-60 hours
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per week (E46~47). He was introduced to the Aqua-Sonic license by George
Petropoulos, an accountant who was recruited as a salesman by Mr. Hecht (E48-49;
SA36), and whom Mr. Gaertner had previously»told_that he was looking for tax
shelter and an income-producing investment (A363f364; E49).

-Mr. Gaertner purchased par£ of an Aqua-Sonic license, and acquired a ter-
ritory covering a portion of eastern Maryland. He signed the sales agency
agreerent, which he believed to be mandatory, since thaﬁ agreement was offered
as part of the package including the Aqua-Sonic license (A367—368} E50-55).

He viewed a sales agent as essential (E56) and would have 1limited his- own in-
volvement to oversight of the agent (A369-370). Although the sales agency
agreement was with Ultrasonic, Mr. Gaertner assumed that Aqua-Sonic was respon-
sible for the sales force'(A365—366).

In September 1980, Mr. Gaertner wrote a letter to Aqua-Sonic inquiring
about the progress being made in preparation "to mass market or manufacture the
product,” the attempts being made "to organize a sales force," the cdmpany's-
"marketing plan" and "long range business strategy", as well as projections for
a realistic return on his investment (E6l). The letter was returned marked
"moved, left no address" (E62).

d. Dorothy Raxa

Dorothy Baxa is a 70 year old widow and former school’ teacher, residing
in Scottsdale, Arizona, who had total assets of about $300,000 to $400,000
(E87; E104-107; A308). Rex Zimmerman was her financial advisor and tax con-
sultant (E88, SA14-15). She considered investing in the Aqua-Sonic license
because she wanted an investment which would provide income as well as tax
shelter (SAl5). However, she did not want to run a business, and she testified
that she would "never" have invested if she had had sales responsibilities

(SA15, F89; E100).
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Mr. Zimmerman introduéed her to thé.Aqua-Sonié offering at his offices;
after explaining the offering to her and without showing her the materials dé—
tailing the licénsees' responsibilities under the sales agreement, he obtained
her signature on a blank application (A280-284; E94-95). Mrs. RBaxa's applica—
tion, as received by Aqua-Sonic, showed that she had no»experience in the mar-
keting of dental products (E106). He later told her that her personal review
of the documents was not important (A288) and, in fact, only gave her'the of-
fering materials after she had signed the final version of the closing documents
(A284~-288; Baxa Dep. 26-27). |

Mrs. Baxa's territory was selected by Mr. Zimmerman; he chose a larger
territory, Nassau County, New York, at a total cost of $276,500.inc1uding $30,571
in cash and recourse financing (E90-91; E104; E458). Mrs. Baxa understood that
a sales agent would be'resp¢nsible for sales in that territdfy, and that she -
Qould receive a percentage'of profits (E92-93). Mr. Zimmerman told her she
"could sit back and take the checks to the bank" (E94).

Later, Mrs. Baxa repeatedly sought information from Mr. Zimmerman about
the stage of development of the Aqua-Sonic products (A289-291). At each inquiry,
she was told that the prodﬁcts were "coming along" and would be on the market
shortly (id.). On August 5, 1979, she called Mr. Hersch directly concerning
the status of the products. Mr.. Hersch told her that the products had been
well received at dental trade shows; that the fluid in the Steri Products re-
quired FDA approval, and that he expected the produéts to be on thé market by
January 1, 1980 (E92-97; E103).

5. The fraudulent conduct - -

Appellants do not contest the trial court's iindings of fraud. Nonethe-
less, in describing the fraud, they persist in their position below, incon-

sistent with the district court's findings, that the fraud consisted only
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of the omission of information relating to the use of proceeds and the re-
lationships of the promoters. They refuse to acknowledge (Br. 15) that

the district court also found that the Aqua-Sonic offering was fraudulent
because the promoters misrepresented the stage'of development 6f the Steri
Preducts, the industry need for the nroducts and the tax benefits to be ob-
tained from the investment. We summarize below the bases for the district
court's findings of fraud.

a. Use of Proceeds

The total proceeds of the offering in eash and recourse financing were
about $900,000 (A235). 17/ Of that sum about $797,500 was received by Aqua-
Sonic (E439, Note 2). With respect to the proceeds received}by Aqua-Sonic,
the table set out in the margin, compiled from the record, lists Aqua-Sonic's
expenditures, principally at Mr. Hecht's or SAH's direction (A64-66; A225-

226; SA4-5). 18/ Only about $55,000, or 7 percent of the Aqua-Sonic's pro-

17/ This total reflects the fact that about 15 persons —- promoters, in-
siders, and salesmen —- paid a "net-net" price for the Aqua~Sonic
license —— typically $4500 in cash and recourse financing in compar-
ison to a cost of $18,300 paid by outside investors for a standard:
territory (A98; E377-379; E458-459).

18/ Paid to . Amount Paid as of March 31, 1981
Dentasonic $ 77,000
Inventel 200
SAH 78,000
Marks Shron & Co. 9,500
Arthur Kuris

(consultation fees) 160,000
Sales Commissions 217,000
Development of Steri Products 55,000
Melvin Hersch ' :

(salary expenses) 135,000
Miscellaneous Legal Fees

& Expenses 30,000
Total $761,700

(Al60-161; A229-234; F128-164; E363-372; E377-379; E435-503). At the
time of trial in June 1981, there remained a balance of $1,200 in the
Aqua-Sonic bank accounts (A24); the $34,600 remainder of the proceeds
collected by Aqua-Sonic in the offering was unaccounted for.
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ceeds, was expended for development of the Steri Products (E128—164; E335-
336 [Minimatic, LTS, Engler Engineering]), notwithstanding Aqﬁa—Sonic's
responsibility under the license agreement to manufacture and supply those
products to the licensees. The bulk of the proceeds —- almost 90 percent

of the total —- was spent to cover the expensee of the offering and was

paid to the promoters and to corporate insiders. No disclosure of this
commitment of the proceeds was made to investors in the promotional materials.

b. The role and financial interest of SAH

The law firm of Schekter, Aber and Hecht furnished the tax opinion
letter and supplement thereto which were included in the offering materials
‘disseminated to prospective investors. These opinions stated that SAH
was counsel to defendant Aqua—Senic, without disclosing the substantial
financial interest and control relationship of the principals ef the firm
in the enterprise. In particular, the inQestors were never informed
that SAH had formed or caused the formation of Aqua-Sonic and Ultrasonic,
had appointed their officers, were, for'a time, co-signators on their
bank accounts, and had designed the entire venture so that a substantial
portion of any profite received by Aqua-Sonic would flow directly to

them through their interests in Dentasoniciand Inventel.

~ c. The state of development of the Steri Products

The information memor andum described'the Steri Produets as "beihg
readied for manufacthre,“'and stated that “models'of the units have been
construeted and testihg hée been completed.” The offering materiels also
included photographs of.apperently complete and workable units (E424-425A) .
In addition, the offering materials contéined a letter dated'August 22,
1978 to Mr. Kuris from Dr. Henry Goldman on the letterhead of Boston
University Medical Center (E177), which stated that Dr. Goldman was al-

ready successfully using-an ultrasonic unit developed by Mr. Kuris.



- 35 -

No testing had ever been'performed to determine if the units were
capable of délivering water that is sterile or'even’water significantly .
less contaminated than ordinary tap water —- the very-purpose of the
peruct'(AZOS, 216). Dx. Goldman's letter concerning his eXpériéncer'
with such units was based upon his éxperience with a predecessor unit
which was hot itself capable of maintaining sterility, and which, unlike
the purpose of the Steri-Products, requiréd the addiﬁion of an antiseptic
to the water supply in order to attain sterile fluids (A380, 393-394).
Indeed, Dr. Goldman did not even receive a model of either of the Steri-
Products units until August 1979, more than one year after dissemination
of his letter (A381-386). The Steri Sateilite Unit which Dr. Goldman
received in 1979 broke immediately (id). The testing of the Steri Satel~
lite later done by an engineering firm for Aqua-Sonic in late 1979 and
1980 demonstrated that substantial refinements of the design of the unit
were required in order ﬁo keep the water sterile (A205-218).

The offering materials included a letter from an engineering firm
(Logical Technical Service Corp. or "LTS") concerning the manufacture of
the Steri Proddcts. The letter confirmed, "after review of the samples '
submitted”, an understanding between the firm and Aqua—Sonié that LTS
"will produce, completely assemble and package" the Steri Products (E299).
This letter deceived investors concerning the state of readiness for
manufacture of the Steri Producté. I.TS never even received Mr. Kuris'
prototypes of the Steri Products until late December 1978 -- several

months after the date of the letter —— and, after examining them, concluded
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that théy céuld not be mass proauced in that form (A200-201; E405-406). 19/
Tboling —— an expensive and time consﬁming process requiring substantial
capital expenditure —- was ﬁeceésary in order to produce versions of the
units even approaching the wholesale cost assumptions quoted in the offering
materials (A205-206). Yet, SAH specifically struck the reference to the
need for tooling and the fact that there was no agreement as to wholesale

costs from the LTS letter of understanding distributed to inveStors.'gg/

d. Thé industry need for the Steri Products
-The information memoranduﬁ stated that there was a "recognized need"
in the dental productg industry for the Steri Products because of a
"definite causal relationship” between contaminated water employed in ‘
ultrasonic dental proceaures_and certain enumerated diseases. In'fact,

an article included in the offering materials from the Journal of Periodon-

tology contradicts these statements in the information memorandum, stating

that definite scientific proof of transmission of infectious diseases

19/ shortly after LTS received the prototypes, LTS informed Aqua-Sonic

" that the prototypes could not be mass produced and that consider-
‘able development was still required (A202-203). In March 1979
Aqua-Sonic directed LTS to produce 50 prototype satellite units
-(E405), an order which was filed in July 1979 (E26). But these
units were neither sterile nor capable of being mass-produced (A204-
205). : ‘ ' : '

20/ Mr. Hecht had arranged for Mr. Kuris to agree with LTS for the de-

" velopment and manufacture of the two Steri Products units (A120-
122; E300).  An earlier version of this letter of agreement between
LTS and Aqua-Sonic had referred to the fact that manufacture of the
Steri Products would require tooling, which had not been done, and
that price estimates for the finished units were still to be nego-
tiated (E380A). SAH arranged for the deletion of these references
(A60-61), '
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through such dental procedures "is still lacking." 21/ The lack of a
scientific basis for the claims made in the information memorandum: was
independently supported by the testimony of Dr. Goldman, an acknowledged
expert. 22/ Indeed, the lawyer at SAH who initially drafted the offering
‘materials stated that he had relied in part for his statements on industry
need on an article in the National Enquirer (A70-74; E381).

In addition, in the absence of scientific proof for the benefits of
employing sterilized water in ultrasonic dental procedures, the use in
the offering materials of Dr. Goldman's letter, which expressed his own
preference for using sterilized water for "operation" procedures, is
misleading. In fact, Mr. Hecht knew from demonstrations in June 1978
of the Steri Products, which he had conducted to solicit salesmen, that
there was substantial doubt within the dental community about the sterili-
zation concépt (SA53-57). This resistance was not disclosed to investors.

e. The tax benefits

The key feature of this tax shelter enterprise was the use of non-

recourse notes to pay the bulk of the cost of the Aqua—-Sonic license, the

21/ The technically worded article, entitled "Microbial Contamination of
Dental Units and Ultrasonic Scalers" (E407-411), discussed an inves—
tigation into the degree of microbial contamination present in
various dental prophylaxis units. The authors concluded that there
is an unusually high level of contamination in water hoses to which
ultrasonic devices are attached, and attributed this contamination
to contamination found in aerosols formed in the ultrasonic cleaning
process. Significantly, however, the article contradicted the infor-
mation memorandum, by stating that while there is a possibility of
infection, "definite proof of transmission of infectious diseases
by aerosols in dental operatories is still lacking * * *n,

22/ Dr, Goldman, a professor of oral pathology at Boston University Den-
tal School and its past dean (E165), testified that he was aware of
no research which established any relationship between contamination
of water in dental units and any of the diseases mentioned in the
information memorandum (A395-397).



- 38 -

- sales agent's fee, and the_advertising contribution. The opinion of SAH
was the linchpin for selliﬁg the tax benefits. SAHis tax opinions endorsed
the legitimacy of the ndn—recourse notes under the tax iaWs. SAH stated
that the face amount of those notes could be included in calculating allow-
able tax deductions (subject to the at risk provisions) for amortization
of the license fee, for the advertising costs, and for the sales agency.

In addition, the initial SAH tax opinion represented that the Aqua~
Sonic venture should be considered a profit-making trade'or business,
which would permit deduction of the advertising contributions and the
sales agent's fee as ordinary and necessary business expenses as well as
‘afford favorable tax treatment for the license fee.

The SAH tax opinions disclose that these conclusions concerning the.
honrecourse notes and the "trade or business" issue were premised on the
validity of the Marks Shron fiﬁancial illustrations, as confirmed by. the
Wilson market evaluation. The tax'opinions do not disclose, however, SAH's
knowledge that the assumptions in those illustrations concerning sales
potential of the product are misleading, if not simply false: first, it
was assumed that sales were to begln on January 1, 1979, an assumptlon
which SAH knew was false because of the primitive state of development
of the Steri Products; second, the market penetration estimates —— parti-
cularly the annual 50 percent market penetration projected for the Steri
Prophy Unit -- are obviously exaggerated because of the known resistance
in the dental community to such a product. |

The Marks Shron illustrations upon which the tax opinions are based state

that they are unverlfled the Wilson evaluation which purported to verify
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the assumptions in the illustrations was later repqdiated by its aﬁthof
(see note 10 supra). Thus, the district court properly found that the
Wilson "market report upon whiéh the- tax opinion was based * * * yas suf—;
ficiently superficial with respect to market factors, prices and aﬁorﬁi;
zation to make the tax opinion onvwhich it was based misleading." Like-
wise, he correctly determined that "the tMarks Shron] financial projec-—

tions were * * * empty of objective support * * *" (A28).
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ARGUMENT

THE DISTRICT COURT PROPFRLY FOUND THAT THE APPELIANTS OFFERED AN

INVESTMENT PACKAGE INVOIVING THE DEVELOPMENT AND MANUFACTURE,

TOGETHER WITH THE MARKETING, OF THE STERI PRODUCTS, AND THAT THE

INVESTORS IN THAT ENTERPRISE WERE. DEPENDENT , PASSIVE AND INCAPARLE

OF INVESTOR CONTROL. .

The district court found that the offering by defendants involved the
offer and sale of securities in the form of investment contracts. In do—
ing so,uthe court applied the well recognized criteria for determining the
existence an investment contract: (1) an investment of money; (2) in a

common enterprise; (3) with a reasonable expectation of profits from the

entrepreneurial or managerial efforts of others. United Housing Founda—

tion, Inc. v. Forman, 421 U.S. 837, 852 (1975). See Securities and Ex—

change Camission v. W. J. Howey Co., 328 U.S. 293, 299 (1946).

On appeal (Br.-18), as at trial, the only dispute centers on the exis-
tence of the third element of this test. The district court based its
conclusion that the offering was a security_on all the relevant evidence
-— including the prombtianal materials and evidence of matters which'fhe
court tennéd as including "the capitalization, stage of development of thé
Steri Products, tax éonsequence, and method of operation." Reviewing that
. evidence, the district court found; first, with respect to the scope of
the enterprise, that while the Ultrasonic sales agency was "purportedly
an optional feature of the Aqua-Sonic offering," in econamic reality it
was an inseparable part of a combined enterprise in which

"Aqua-Sonic was responsible for the development of and
production of the products and Aqua-Sonic, Ultrasonic
and the Advertising Fund for the marketing and promotion
of the products."” :
(A25). Second, with respect to the scope of inveator control over this

combined enterprise, the district court found that due to

"the nature of the products being offered, the charac-
ter of the sales agency and the nature of the industry
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to be served, the Aqua-Sonic licensees were dependent,

passive and incapable of [even] latent investor control
* % k n -

A34. Consequently, the district court found that a reasonable investor's
expectation of profits from the enterprise arose‘from_the undeniably sigs
" nificant efforts of others.

Appellants contend that the existence of a "right to control" the
enterprise by the licensees precludes the findipg that the Aqua-Sonic
offering involved an investment contract. Specificallv, they argue that
the federal securities laws do not apply to the Aqua-Sonic offering (1)
because licensees were not legally compelled to utilize Ultrasonic as a
sales agent, and appellants' carefully crafted promotional materials con-
tained a self-serving disclaimer of recommending the sales agency agree-
ment, and (2) because the sales agency agreement prescribed certain rights
for the licensees. Appellants urge thaﬁ a finding of an investment-con—
tract is precluded by the existence of such prsvisions.

Appellants' superficial and formalistic approach to the investment
contract analysis ignores repeared admonitions by_the Supreme Court to
evaluate the economic reality of sn offering. As the district court here
recognized, it was required to determine what the objéctive expectétions
of a reasonable Aqua-Sonic licensee were, in‘the context of all the at-
tractions to invest. The district court found, in light of tax and
other considerations, thst notwithstanding the purportedly optional nature
of the sales agency, its truly compelling attractions constrained a rea-
sonable investor to utilize it. The enterprise in which the licensees
invested therefore consisted of the combination of development, manufac-
ture and marketing of the Steri Products, and the bare legal "right to

control" some aspects of the marketing activities conducted by the sales
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agent was not dispositive where, as the district court found, the circum—~
stances rendered it'unreasonéble, if not impossible, for investors to ex-—
ercise control over the development, manufacture and significant marketing
operations., While appellants chalienge the district court's finding, both
as to.the scope of the enterprise and as to the investors' capability of
exercising control over the enterprise, those findings are not clearly
erroneous. 21/

A. The district court properly-found that the Aqua-Sonic offering

involved an integrated enterprise to develop, manufacture and
market the Steri Products.

The determination of whether an offering involves a security must be
based on the economic realities of the transaction. This was emphasized

in Securities and Exchange Commission v. W.J. Howey, supra, which inter-—

preted the statutory term "investment contract" used in the definition
of security in Section 2(1) of the Securities Act. 'The Supreme Court in
Howey considered whether the offering of small tracts of citrus trees,
coupled with an optional service contract, was.a security. The offering
was made to persons residing in distant localities, who lacked the equip-
ment and experience to cuitiVate, harvest and market the citrus fruit.

All but fifteen percent of the purchasers had taken the service contract.

21/ Contrary to appellants' contention (Br. 2) that the question of whe-
ther there was an investment contract in this case goes to subject
matter jurisdiction, appellants' arguments go to the merits of the
cause of action. See Fogel v. Chestnutt, [Current] Fed. Sec. L.

Rep. (CCH) 998,388 (2d Cir. 1981). Thus, the standard of review

of the district court's factual findings remains the clearly erroneous
standard. See Securities and Exchange Commission v. Commonwealth
Chemical Securities, Inc., 574 F.2d 90, 97 (24 Cir. 1978). '

In any event, even if the issue of whether the Aqua-Sonic offering
involved an investment contract presented a question of jurisdiction,
the standard of appellate review would be the same; factual findings
relating to jurisdiction must be accepted unless they are clearly
erroneous. Williamson v. Tucker, 645 F.2d 404, 413 (5th Cir.),

cert. denied, 70 I.. Ed.2d 212, 102 S. Ct. 396 (1981).
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The lower courts treated the land contract and the service contract for-
malistically, considering each aspect separately.

The Supreme Court relied on a tenet it derived from state blue sky
laws: "[florm was disregarded for substance and emphasis was placed uopn
economic reality." 1Id. at 298. In concluding that the offering involved
a security, tﬁe Court coﬁsidered the "desire[s]" of the purchasers, and
whether it was "economically feasible" for them individually to develop
the citrus plots. The fact that some purchasers had declined the service
contract did not affect the Court's decision. The Court stated that it
is enough "that the respondents merelv offer the essential ingredients of
an investment contract." Id. at 301 (emphasié added).

In the intervening years, the Supreme Court has repeatedly reaffirmed
that the guiding principle of its analysis in that case was to disregard

form for substance and focus on the economic realities of the transaction.

International Brotherhood of Teamsters v. Daniel, 439 U.S. 551, 558 (1979);

United Housing Foundation, Inc. v. Forman, supra, 421 U.S. at 848; Tchere-

pnin v. Knight, 389 U.S. 332, 336 (1967). Appellants here, in arguing.

that only the formalities of the transaction are relevant to whether the
offering involved a security, are attempting to place an unacceptable
limit upon the factors relevant to the determination of the existence of
an investment contract.

In order to decide whether an offering involves an investment contract,
the district court must consider the inducements to purchase. Securities

and Exchange Commission v. W.J. Howey, su?ra, 328 U.S. at 299-300. Courts

must search out what "the expectations of a 'reasonable investor'" were,

in the context of all the attractions to invest. Piambino v. Bailey, 610

F.2d 1306, 1320 (5th Cir.), cert. denied, 449 U.S. 1011 (1980); Glen-Arden

Commodities v. Costantino, 493 F.2d 1027, 1034-1035 (2d Cir. 1974). As
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the Supreme Court stated in Securities and Exchange Commission v. C.M.

Jbiner Leasing Corp., 320 U.S. 344, 352-353 (1943), "The test * * * jg

what character the instrument is given in commerce by the terms of the
offer, the plan of diétribution, and the economic inducements held out
to the prospect." 22/

The appellants dispute the distriét court's finding that the package
they offered involved an enterprise which consisted of the development,
promotion and marketing of the Sferi Products.. Rather appellants view
the marketing feature offered through the Ultrasonic sales agency agree—
ment as distinct from the Aqua-Sonic license since their promotional ma-
terials stated that employment of a sales agent was "optional" and that
Aqua-Sonic made no recommendation concerning any sales agént (Br. 19, 24,
30). In their view, what was offered-was éimply a franchise and a separ-
ate sefvice contract (Br. 24-25) This contention 1gnores economic real-
ity, including the-lnducements held out to prospective investors. 23/

The inducements to retain Ultrasonic as sales agent presented in the
Aqua-Sonic offering were compelling. The Ultrasonic offer was part of a
single package of offering materials distributed in a folder labelled

only "Aqua-Sonic Products Corp." No other sales agency was offered,

22/ This is an objective test, based on the expectations of a "reason-

" able" investor. WNonetheless, evidence of the qubjectlve intent or
motivations of the actual offerees or purchasers is relevant circum-
stantial evidence of the expectations of the hypothetical "reasonable"
investor. Securities and Exchange Commission v. Texas Gulf Sulphur
Co., 401 F.2d 833, 863 (2d Cir. 1968), cert. denied, 394 U.S. 976
(1969). See 2 Wigmore, Evidence §461 (3d ed. 1940). Accordingly,
appellants are mistaken in contending (Br. 35-36) that such evidence
may not properly be considered.

23/ This contention also ignores the Supreme Court's admonition in

o Howez that it is the "offer of the essential ingredients of an
investment contract" which controls. The purported optional nature
of the sales agency agreement should not be accorded weight where

{footnote continued)
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~ Indeed, some investors were told that they had no choice but to retain Ultrasonic. 24/
Further, as pointea out in the testimony of investor witnesses, the

marketing responsibilities imposed on licensees under the Aqua~Sonic license

were unattractive to persons engaged in full-time occupations, particularly

persoﬁs who had no prior experience in marketing dental products. Ultrasonic's

offer to sell the Steri Products in the far-flung territories to which the

investors subscribed enabled them to delegate their marketing respons10111—

ties. Moreover, the tax incentives available to persons who elected the

Ultrasonic sales agency agreement made any other method of marketing impracti-

cable. After a small initial capital outlay by the licensee, Ultrasonic

gg/ (continued)

investors were presented the opportunity to purchase an entire package
containing the requisite touchstones of an investment contract. See
Securities and Exchange Commission v. Brigadoon Scotch Distributors,
Ltd., 388 F. Supp. 1288, 1290-1291, 1293 (S.D.N.Y. 1975).

24/ See pages 26-27,31, supra. Appellants claim, in a footnote inserted by
them in their quotation of the district court's findings, that they had
no responsibility for such statements made to investors by their sales-
men (Br. 13n**), The district court expressly found, however, that Mr.
Hecht had "recruited a number of individuals as commissioned salesmen. "
A23. Appellants do not otherwise dispute as clearly erroneous, or not
supported in the record, the district court's finding that the sales-
men were in fact appellants' agents. 1In the absence of a determination
that the district court's findings are "clearly erroneous," they must
be accepted for purposes of review. Williamson v. Tucker, supra, 645
F.2d at 413; Securities and Exchange Commission v. Commonwealth Chemi-
cal, supra, 574 F.2d at 97.

Since the salesmen were the promoters' agents, see Restatement (Second)

of Agency (1958) §§2(3), 3(2), 14 N comment a, 15, they had authority

to make representations reasonablv ancillary to the normal placement of
an Aqua-Sonic license. Id. at §§ 35, 50. Where the agent exceeds his
authority, the principal nonetheless is liable for misrepresentations
made to third parties who had no knowledge that the representations were
false. Id. at §§ 161, 161A(a)(iv), 162, 257(b), 259(1), 260(2). Fven

the preqence of routine and formal disclaimers of liability, such as those
contained in the information memorandum and license agreement (E508; E521;
E528A-529), will not insulate the principal from equitable relief rescind-
ing the transaction. Id. at 161, 161A, 162, 260 comment c. See also
Sabo v. Delman, 3 N.Y.2d 155, 143 N.E.2d 906, 908-909 (1957); Angerosa V.
White Co., 274 N.Y. 524, 11 N.E.2d 325 (1937). The same principle should
apply in the present case where the Commission sought to enjoin future
violations of the registration and antifraud provisions.
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permitted the payment of the remainder of its fee with non-recourse finan-

cing. According to the SAH tax opinion, the entire amount of the sales |

agent's fee was deductible, even though a relatively small portion of the

fee represented a caéh outlay or firm obligation. 1In contrast, an investor =
undertaking the marketing responsibilitieé himself would lose these com-
peliing tax advantages, except in the unlikely event that he could find

a replacement who would accept a non-recourse note in payment. These tax
advantages were stressed prominently throughout the promotional materials
as well as by the Aqua-Sonic salesmen. Thus, the supposed optional na-
ture of the Ultrasonic sales agency is iliusory. 25/ 1Indeed, the fact
thaf every investor, regardless of his circumstances, chose to invest in
the entire package offered by Aqua-Sonic is strong evidence that the Steri

Products marketing aspect was integrated into the propoéed enterprise. 26/

25/ The district court considered it

"significant, * * * in terms of relief and in terms of
contemporaneous construction, to note that after the
defendants received the Mandel [Baer, Marks] memo, in-
dicating the possible applicability of the securities
laws, the language casting responsibility on the li-
censee was further strengthened and reinforced while
none of the operative features of the enterprise was
altered." ’

A3l (emphasis added). Expedient disclaimers at one point in an other-
wise well-integrated investment package should not serve to alter the -
reasonable expectations of investors who were induced to sign the sales
agency agreement as part of the package. See Glen—-Arden Commodities,
Inc. v. Costantino, supra, 493 F.2d at 1034-1035.

26/ While appellants do not raise a question as to whether the offering
T satisfies the second, or "common enterprise," element of the invest-

ment contract test, it follows from the district court's conclusion

as to the scope of the enterprise that this element is satisfied. A

common enterprise existed here bhecause, as the district court found,

all investors could obtain returns only with both the successful de-

velopment and manufacture of the Steri Products by Aqua-Sonic, and

the successful marketing and promotion of the Steri Products by Aqua-
- Sonic, Ultrasonic and the advertising fund. This provided what courts

" (footnote continued)
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b. The district court properly found that the rights of the
Ajqua-Sonic licensees under the sales agency agreement did not
alter their expectation of profits from the entrepreneurial
and managerial efforts of the promoters.

The test for determining whether the investors' participation in . the

operation of an enterpise precludes a finding of an investment contract was

set forth in Securities and_Exchange Commissibn v. Galaxy Foods, Inc., 417

F. Supp. 1225, 1239 (E.D.N.Y. 1976), aff'd memo, 556 F.2d 559 (24 Cir.),

cert. denied, 434 U.S. 855 (1977) (emphasis added):

"the existence of a security turns on an analysis of
the nature and extent of the investors' participation
in, and control over, the fate of their investments.
While the exact degree of investor participation and ,
control necessary to remove a promotional enterprise
from the coverage of the securities laws cannot, be-
cause of the virtually limitless permutatons of such
schemes, be stated in advance, 'the efforts by those
other than the investor [should be] the undeniably sig-
nificant ones . . . which affect the failure or success
of the enterprise.'"

Quoting from Securities and Exchange Commission v. Koscot Interplanetary,

Inc., 497 F.2d 473, 483 (5th Cir. 1974), and Securities and Exchange Commis—

sion v. Glenn W. Turner Enterprises, 474 F.2d 476, 482'(9th Cir.), cert.

denied, 414 U.S. 821 (1973). 27/

26/

27/

(footnote continued)

have characterized as the "common thread", the "inextricable" or "in-
escapable"” link between the promoter's enterpreneurial or managerial
skills and the investors' expectation of profits. Securities and Exchange
Commission v. Galaxy Foods, Inc., 417 F. Supp. 1225, 1240-1241 (E.D.N.Y.

~ 1976), aff'd memo, 556 F.2d 559 (2d Cir.), cert. denied, 434 U.S. 855

(1977); See Piambino v. Bailey, supra, 610 F.2d at 1318; Securities and
Exchange Commission v. Koscot Interplanetary, Inc., 497 F.2d 473, 479
(5th Cir. 1974); Continental Marketing Corporation v. Securities and
Exchange Commission, 387 F.2d 466, 4/0 (10th Cir. 1967), cert. denied,
391 U.S. 905 (1968); Securities and Exchange Commission v. Brigadoon
Scotch Distributors, Ltd., 388 F. Supp. 1288, 1291-1292 (S.D.N.Y. 1975),

The Supreme Court has noted that courts of appeals have clarified the
Howey formulation of the third element of the investment contract test

(footnote coﬁtinued)



-~ 48 -

The district court concluded that the investors' expegtations of prbfits
in Ehe form of tax shelter and sales revenue arose from the "'undeniably signi-
~ ficant' efforts of others." Appellants challenge this finding because of the
investors' right to discharge the sales agent on 90 days' notice and because of
the other rights allocated to the Aqua-Sonic licensees under the terms of the
sales agency agreement. But these rights affecf only the marketing element of
the enterprise and, as we have demonstrated in Part A, the enterpriée consisted
of development, manufacture and marketing of the Steri-Products. Based on the
economic realities of this enterprise, including "the nature of the products be-
ing offerea, the character of the sales agency and the nature of the industry to
be served," the district court found fhat the investors were "depéndent, passive
and incapable of latent investor control." This finding is not clearly erroneous.

The-investors were dependent upon the unique abilities of the promoters to
develop the product. 28/ ‘Because of the primitive state of the Steri Products,
licensees had to rely on Mr. Kuris' unique abilities to refiﬁe the products and
Aqua-Sonic's ability to manage the capital entrusted to it in order to produce a
mafketable product at competitive prices. TIndeed, the very novelty of their
product in thé industry only heightened the investors' reliance upon the promo-

ters of the Aqua—~Sonic offering, since they were not in the position of

21/ (continued)

(a requirement, as set forth in Howey, that profits be expected "solely"
from the efforts of others), but has expressly declined either to adopt
or reject the clarified formulation. United Housing v. Forman, supra,
421 U.S. at 852 n.16. However, the Supreme Court's characterization

of the Howey test in United Housing v. Forman omits the word "solely" and
refers simply to the "entrepreneurial or managerial efforts of others."

Id. at 852.

28/ Appellants assert (Br. 20, 37-38) that the district court applied the "risk
capital" theory enunciated in State v. Hawaii Market Center, Inc., 485

(footnote continued)

‘e
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"a traditional franchisee who can obtain needed raw materials
elsewhere and who purchases for the most part only a name and
a business style” from the franchisor and is thus a relatively
independent economic entity."” :

Securities and Exchange Commission v. Galaxy Foods, supra, 417 F. Supp. at 1241;

accord Baurer v. The Planning Group, Inc., [Current] Fed. Sec. L. Rep. (CCH)

198,365 (D.C. Cir. 1981}. 29/

Investors were dependent on the national advertising campaign to foster
acceptance and use of the Steri Products. The strqcture of this promotional
campaign, designed for its tax benefits, placed sqle approval of the adver-
tising program and materials in the hands of Aqua-Sonic (E635). Like the
development and manufacturing of the Steri Products, this advertising arrange-
ment removed national promotion from theﬂreach of individual licensees.

The controls ostensibly retained by the licensees over the sales agent
“were illusory. The right to cancel the contract, approve the price of the pro—

ducts, review credit terms, and supervise the sales agent are insignificant,

28/ (continued)

P.2d 105 (Haw. 1971) to this case because it considered the rudimentary
stage of the Steri Products and the projected use of the proceeds.of the
offering to develop them. Appellants misapprehend the district court's
comments on the "risk capital” theory. The district court expressly refused
to "embrace" that test as a substitute for the Howey standards, but did
state: "I am not reluctant to conclude that a risk capital approach is
helpful * * *" (A35), Noting an observation by the district court in
Oregon that "risk capital” is possibly a manner of approaching the cri-
terion for "undeniably significant efforts of others," Stanley v. Commer-
cial Courier Service, 411 F. Supp. 818, 823 (D. Ore. 1975), the district
court here observed that the risk capital theory simply pointed up the
investors' passivity in commercial terms.

29/ The meager extent of the investors' actual control over this phase of the
enterprise can be seen from their frustrated efforts to obtain information
concerning the status of the product. The telephone calls, letters, and
even visits to the promoters by the investors did not produce any progress
in the development of the products. (See pages 29-32, supra) On the con-—
trary, in mid-1979 Aqua-Sonic abruptly cancelled the work in progress
(A211-212, 216; Tr. 664).
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given the structure of the enterprise. 30/ Although the licensees could cancel
the agreement on 90 days"notice, cancellation would forfeit theif entire ih—
vestment in the sales agency. In addition, the amount of the sales agent's fee
was non-refundable, obliging licensees to continue to pav off the non-recourse
notes to Ultrasonic out of the proceeds of future sales while financing and
shouldering the burden of marketing the products themselves. Thus, the cancel-
lation option in the sales agency contract was plainly unrealistic. Under these
circumstances it ié spurious to consider whether the investors were individually
capable df functioning as a sales agent. The economic reality dictated that

' they would not. 31/

30/ Appellants urge this Court to consider the testimony of Messrs. Suroff
and Fhrlich, the two presidents of Ultrasonic, that they envisioned the
operation of the sales agency to be principally national in scope, and
that licensees themselves would be responsible for local promotion and
sales of the Steri Products (Br. 16, 30-31). This testimony is directly
contradicted by Ultrasonic's responsibilities under the sales agency
agreement, in which it accepted appointment as sales agent "for the pro-
motion, marketing, distribution and sale of Steri Products.in the Terri-
tory" of the licensee (E617A). ' Moreover, Mr. Schekter, the partner at’
SAH responsible for the offering materials, viewed the sales agency func-
tion as "limited to working for his principal within his territory, not
on national or regional levels” (Ex. 2300 p. 258). Mr. Schekter saw the
advertising campaign arranged bv Aqua-Sonic as independently responsible
for national and regional promotion (id. at 258-259).

Moreover, even apart from the question of the reliability of any testimony
regarding future intentions -- intentions contrary to the very terms of
the sales agency agreement -- upon which appellants rely, there is no evi-
dence that these witnesses participated in the sales process or otherwise
communicated with any investor concerning the proposed operation of the
sales agency prior to the termination of the offering (Tr. 271-273).  Thus,
‘the evidence on which appellants rely is irrelevant to the trial court's
determinations either of the expectations of a reasonable investor, or of
the actual control investors were able to exercise. .

31/ Appellants repeatedly assert that the district court found the investors

" "fully capable" of performing their marketina responsibilities under the
license agreement (Br. 19, 24, 25, 29, 34). This is a rather facile read-
ing of what is, in reality, a quite neutral conclusion by the district
court, which stated (A31):

(footnote continued)
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The minimal rights allocated to the licensees by the terms of the sales
agency agreement with respect to price and anv credit terms are uhimpdrtant
in contrast to those delegated to Ultrasonic. As the district court found,
"the sales agency agreements authorize.Ultrasonic to perform all signi-

ficant marketing functions, including finding customers, taking orders, collect- -

ihg proceeds, and paying expenses and taxes" (emphasis addéd). And further,
the licensee's control over the price was not significant; as the district
court observed (A23), under the sales agency contracf Ultrasonic was free to
reduce the sales price unilaterally so long as the reduction came from its 20
percent sales commission (E612 46). Since Ultrasonic was still to be compen-—
sated through prepayments on the nonrecourse notes for any sales irrespective
of its sales commission, this provision permitted Ulﬁfasonic independently_to
influence the success of the marketing in any terfitory, by allowihg it up to

a 20 percent flexibility in its sales price.

31/ (continued)

"[f]lindings [could not] be made concerning the ability of
the licensees to conduct their proposed business in the
absence of actual experience * * *, 1In fact, no sales of
the product occurred and no opinion evidence was offered
that such sales could or could not have occurred in the
contemplated manner * * *, [Tlhere was insufficient evi-
dence upon which it could be found, as opposed to surmised,
that the licensees were not capable of vigorously promot-
ing the sale of Steri Products as they warranted to."

This refusal to find that licensees were incapable of performing the tasks
associated with marketing alone, must be contrasted with the district
court's finding (A34) that investors were "incapable of latent investor
control" over the enterprise viewed as a whole. Since it is this latter
enterprise -- consisting of development, manufacture and marketing —-
which was offered to investors, the possibility that investors might have
been capable of performing the marketing function if it had been offered
alone is irrelevant. _ '
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Finally, appellants' insistence (Br. 19) that the licensees bore the "ul-
timate responsibility" for the success of their licenses is further negated
since the very structure of the professional dental products industry forced
merchandisers of such products to fely upon the efforts of the dental depots
to retail the product to dental professionals.

In addition to a dependence on the promoters for profits from prospec- >
tive sales, the investors were dependent on the promoters to obtain the expectéd
tax shelter benefits. As the district court recognized, investors were entirely -
dependent upon the bona fide opefation of the development, manufacturing and

'marketing phases of the enterprise to obtain the favorable tax treatment they
sought (A35-36). The favorable tax treatment of their investment required the
existence of an active, profif—oriented business venture in order to deduct
the ordinary andlnecessary business costs of advertising and of employing a

sales agent and to amortize the costs of the Aqua-Sonic license. 32/

32/ Under the Howey/Forman test, courts have concluded that an investment con—
tract exists, where the inducement to purchase includes an expectation
of profits from both tax benefits and other profits secured through the
entrepreneurial or managerial efforts of others. Securities and Exchange .
Commission v. International Mining Exchange Inc., 515 F. Supp. 1062, 1069
(D. Colo. 1981)- (leasehold interests in gold mining claims with tax benefits
from operation of gold mine, together with profits from sale of options
on gold to be mined, both of which could be obtained only from the managerial
efforts of others); Stowell v. Ted S. Finkel Investment Services, Inc.,
489 F. Supp. 1209, 1221 (S.D. Fla. 1980), affirmed, 641 F.2d 323 (5th Cir.
1981); (limited partnership interests in coal mining venture with tax bene-
fits from financing arrangements and profits from operation of mine through S e
managemental efforts of others); Bridgen v. Scott, 456 F. Supp. 1048, 1061
(S.D. Tex. 1978) (limited partnership interests in real estate venture with
tax benefits and profits from future sale of property to be managed by pro- -
moters; court observed that ignoring the tax consequences of a real estate
transaction when considering securities claim would be "trying this case
blindfolded"). . ' ' '

Of the opinions which -hold to the contrary, Sunshine Kitchens v. Alanthus
Corp., 403 F. Supp. 719 (S.D. Fla. 1975), was subsequently termed "incor-
rect" by its author in Stowell v. Ted S. Finkel Investment Services, supra,
489 F. Supp. at 1221. In Braniff Air Inc. v. LTV Corporation, 479 F. Supp.
1279 (N.D. Tex. 1979), the court found that participation in a tax pooling
arrangement was not a security since tax benefits were the sole basis for
the transaction. By contrast, investors here expected income in addition
to the tax benefits. L »
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c. The authorities relied on by appellants are inapposite.

Appellants rely on-several decisions involving the sale of a francﬁise,
apartﬁent complexes or interests in real estate joint ventures. They contend
thaﬁ,_undérithose decisiohs, a transaction is remﬁved from the reach of the
federal éecurities laws if the investor has the bare legaivor cohtractﬁél
riéht to control some aspect of the enterprise. Contrary to appéllaﬁtsf.
conﬁentioﬁ, those cases do not view such formalities as dispositive but rather
recognize that the.econdmic reality of the-trahsaction must control.

Appellants rely primarily on the Fifth Circuitfs opinion-in Wiliiamsbn v,

Tucker, supra. That case addressed whether the offer of interests in joint

ventures owning undivided interests in real estate conétituted the offer of-
an investment contract. Formal control over the venture was held by the joint
- venturers under the terms of the joint venture agreemeht, but the managerial
functions had been delegated to the promoter; The court recognized thét it

- was the economic reality of the venture which was to govern, 645 F.2d at 418,
and proposed a test for the district court to aﬁply on remand in determining
whether the powers held under a general partnership or -joint venture agreement
were significant. The court stated (id. at 422-423, emphasis added):.

"[Tlhe mere fact that an investment takes the form of a gen-
eral partnership or joint venture does not inevitably insu~
late it from the reach of the federal securities laws. All
of these cases [referring to several opinions, including ones
upon which appellants here rely] presume that the investor—
partner is not in fact dependent on the promoter or manager
for the effective exercise of his partnership powers. If,
for example, the partner has irrevocably delegated his pow—
ers, or is incapable of exercising them, or is so dependent
on the particular expertise of the promoter or manager that
he has no reasonable alternative to reliance on' that person,
then his partnership powers may be inadequate to protect him
from the dependence on others which is implicit in an invest-
ment contract."
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Even assuming that the poﬁers retained by the Aqua-Sonic licensees were
analogous to the joint venturers' powers in Williamson, the court there expressly
recognized three situations where tne control rignts would not be dispositive;
Each of those situations is, in fact, present here. Every one of.the Aqua-Sonic
licensees "irrevocably'delegatedf his marketing powers by retaining Ultrasonic
as sales agent, subject to a cancellation right which we nave shown.was illusory.
Further, the district court expressly found investors "incapable" ef even

- Jatent edntrol of the'enterprise.as a whole. (See note 31, supra). And, with
respect to the development and nanufacturing phases of the enterprise, the
investors"were clearly "dependent on the particular expertise of the promoter
Oor manager." Moreover, the Williamson opinion makes Clear'that the three
situations 1t described were only "example[s]," and that the ultimate test is
whether investors are "in fact dependent" on the promoter Or manager —— a test
which the district court expressly found to be satisfied here.

In Shultz v. Dain:Corporation, 568 F.2d 612 (1978), and Fargo Partners v.

Dain Corporation, 540 F.2d 912 (1976);'the Eighth Circuit found that purchasers
of apartment complexee, coupled with a management- contract which had been re-
quired as a condition of financing, had not bought investment contracts. Those
caseq, unllke the present case, involved individual real estate transactions,
negotiated at arms' length, where the purchaser had sufficient bargaining power

to establish his own purchase terms.

Finally, in Mr. Steak, Inc. v. River City Steak, Inc., 460 F.2d 666 (1972),
. the Tenth-Ciréuit affirmed a district court;s determination that a restaurant
franchise coupled with the optlon to accept a manager de51gnated bv the fran—
chisor was not a securlty. The court noted_the district court's flndlngs that
the fortune of the franchisee "stends or falle'independently of [the franchisor's]

* * * success or failure." Id. at 670. Here, by contrast, the success of
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the licensee ig dependent on thé success of the promoters. Moreover, unlike
the present case, in Mr. Steak, there was no economic impediment to the fran-
chisee's election to manage its restaurant on its own.
o CCNCLUSION
For the foregoing reasons, the judgment of the distfict court should

be affirmed.
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STATUTORY APPENDIX



Section 2(1) of the Securities Act of 1933, 15 U.S.C. 77b(1)

§ 77b. Definitions

When used in this subchapter, unless the con-
text otherwise requires— )
(1) The term “security” means any not.e.
stock, treasury stock, bond, debenture, evi-
dence of indebtedness, certificate of interest
or participation in any profit-sharing agree- .
ment, collateral-trust certificate, preorganiza-
tion certificate or subscription, transferable
share, Investment contract, voting-trust certi-
ficate, certificate of deposit for a security,
fra.ctlonn.l undivided interest in ofl, gas, or
other mineral rights, or, in general, any inter-
est or instrument commonly known as a “se-
curity”, or any certificate of interest or par-
ticipation in, temporary or interim certificate
for, receipt for, guarantee of, or warrant or
right to subscribe to or purchase, any of the
foregoing.



Sections 5(a) & (c) of the Securities Act of 1933, 15 U.S.C. 77e(a) & (c¢)

§ 77¢. Prohibitions relating to interstate commerce
and the mails

(a) Sale or delivery after sale of unregistered securi-
ties
Unless a registration statement is in effect as
to a security, it shall be unlawful for any
person, directly or indirectly—
- (1) to make use of any means or instru-
ments of transportation or communication in
interstate commerce or of the mails to sell
such security through the use or medium of
any prospectus or otherwise; or -
(2) to carry or cause to be carried throug
the mails or in interstate commerce, by any
means or instruments of transportation, any
such security for the purpose of sale or for
delivery after sale.

(¢) Necessity of flling registration statement :

It shall be unlawful for any person, directly
or indirectly, to make use of any means or in-
struments of transportation or communication
in interstate commerce or of the mails to offer
to sell or offer to buy through the use or
medium of any prospectus or otherwise any se-
curity, unless a registration statement has been
filed as to such security, or while the registra-
tion statement is the subject of a refusal order
or stop order or (prior to the effective date of
the registration statement) any public proceed-
11115 or examination. under section 77h of this

e, ' . :



[

Section 17(a) of the Securities Act of 1933, 15 U.S.C. 77q(a)

!77q l-‘nudulent interstate transactions

(a) Use of interstate commerce for purpose of fnud
. or deceit ’
It shall be unla.wful for any person in the
" offer or sale of any securities by the use of any -
means or instruments of transportation or com-
- munication in interstate commerce or by the
use of the malils, directly or indirectly—
(1) to employ any device, scheme, or artifice
to defraud, or
(2) to obtain money or property by means
of any untrue statement of a material fact or
any omission to state a material fact neces-
sary in order to make the statements made, in
the light of the circumstances under which
they were made, not misleading, or
(3) to engage in any transaction, practice, or
course of business which operates or would

operate as a fraud or deceit upon the pur-
chaser.

a--3



Section 3(a) (10) of the Securities Exchange ‘Act of 1934, 15 U.S.C. 7‘8c(10)

§ 78¢. Definitions and application

(a) Definitions
When used in this chapter, unless the context
otherwise requires—
* x %

(10) The term “security’ means any note,
stock, treasury stock, bond, debenture, certifi-
cate of interest or participation in any profit-
sharing agreement or in any olil, gas, or other
mineral royalty or lease, any collateral-trust
certificate, preorganization certificate or sub-
scription, transferable share, investment con-
tract, voting-trust certificate, certificate of de-
posit, for a security, or in general, any instru-
ment commonly known &s a8 “security”; or
any certificate of interest or participation in,
temporary or interim certificate for, receipt
for, or warrant or right to subscribe to or pur-
chase, any of the foregoing; but shall not in-
clude currency or any note, draft, bill of ex-
change, or banker's acceptance which has a
maturity at the time of issuance of not ex-
ceeding nine months, exclusive of days of
grace, or any renewal thereof the maturity of
which is likewise limited. )

L s



Section 10(b) of the Securities Exchange Act of 1934, 15 U.S.C. 78j(b)

§ 78j. Manipulative and deceptive devices

It shall be unlawful for any person, directly
or indirectly, by the use of any means or instru-
mentality of interstate commerce or of the
malls, or of any facility of any national securi-
ties exchange— ‘

* * *

(b) To use or employ, in connection with the
purchase or sale of any security registered on a
national securities exchange or any security not
80 registered, any manipulative or deceptive
device or contrivance in contravention of such
rules and regulations as the Commission may
prescribe as necessary or appropriate in the

:  public interest or for the protection of inves-
, tors.

a~-5



Commission Rule 10b-5, 17 CFR 240.10b-5

§240.10b-5 Employment of manipulative
and deceptive devices.

It shall be unlawful for any person,
directly or indirectly, by the use of
any means or instrumentality of inter-
state commerce, or of the malils or of
any facility of any national securities
exchange, .

(a) To employ any device, scheme, or
artifice to defraud, :

(b) To make any untrue statement
of a material fact or to omit to state a
material fact necessary in order to
make the statements made, in the
light of the eircumstances under
which they were made, not misleading,
or

(c) To engage in any act, practice, or
course of business which operates or
would operate as a fraud or deceit
upon any person, in connection with
the purchase or sale of any security.

a-6
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