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COMPUSONICS CORPORATION
FORM 10-K

PART I
Ttem 1., Business,

{(a) General Development of Business,

(a){1l) CompuSonics Corporation (the "Registrant') was organized
under the laws of the State of Colorado on March 24, 1983 as
CompuSound, Inc., On July 12, 1984 the Registrant's shareholders
approved the change of the Registrant's name to CompuSonics
Corporation. The Registrant's principal activities aince
inception have been devoted to obtaining equity capital and the
development and marketing of digital audio computers. During the
fourth quarter of the fiscal year ended February 28, 1987, the
Registrant's emphasis was on marketing and sales, The Registrant
has begun wmarketing the DEP-1000 Series, its digital audie
computers for home and professional use, and continues to market
its DSP-2002 for professional audio use,

On November 30, 1983, the Registrant concluded an initial public
offering of 32,500,000 shares of its Common ¥tock and received
net proceeds of $ 513,775,

On May 1, 1985, the Registrant concluded a public offering of
9,375,000 Units, each Unit consisting of one share of its Common
Stock and one Common Stock Purchase Warrant, and received net
proceeds of $1,336,583,

On October 31, 1986, the Registrant's Common Stock Purchase
Warrants expired, From March 1, 1986 through October 31, 1986 the
Registrant received $ 1,166,211 from the exercise of the
Warrants.

During the fiscal year ended February 28, 1987, the Registrant
has not been involved in any bankruptey, recelvership or similar
proceedings; has not undergone material reclassification, wmerger
or consolidation; has not acquired or disposed of any material
amount o©of assets otherwise than in the ordinary course of
business; and has not experienced any matevial change in its mode
of conducting business.

(a)(2) Not applicable, !
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(b) TFinancial Information About Industry Segments,
Not applicable,
{¢) Narrative Description of Business,

(e)(1)(i) The Registrant's principal activities since inception
have been devoted to obtalning equity capital and the development
and marketing of digltal audio computers, During the fourth
quarter of the fiscal year ended February 28, 1987, the
Registrant's emphasis wae on marketing and sales, The Registrant
contlnues marketing the CompuSonics DSP-2002, an audio computer
for professional use, and the DSP=1000 personal audic computer
for home and professional use, In March, 1987 the Registrant
began marketing the DSP-1500 and 1200, its DSP-1000 Series
products designed for professional broadcast use,

Conventional recording systems {analog systems) convert
scundwaves into electrical impulses and then into waveforms cut
into a vinyl medium (record disks) or imposed on magnetic
perticles on tape. On playback the waveforums are converted back
inte electrical impulses which drive loudspeakers that change
the dimpulses back into sound through the mechanical motion of an
electromagnet and speaker cone, The accuracy of the reproduced
sound 1s dependent upon the quality of the record or the tape as
well as the quality of the playback system itself,
Contamination, noise, wear and the inherent background output of
the record or tape are unaveidably present in recording and
playback syatems utilizing conventisnal analsg tachnology.

Advances in computer technolegy have enabled the development of
digital recording and playback systems, These recording systems
sample the sound waves a number of times each second and
translate the sound waves of each sample into a numerical value
vhich is stored. On playback, the numerical values are converted
inte output voltage which drive the speakers. These numerical
gignals are virtually immune to distortiocn, error and degradation
with time, Many of the scurces of noise associated with analog
equipment are eliminated, including tape hiss, tracking errors
and surface defects, The major drawback of digital systems is
the large amount of data that must be stcred, Laser recording
technology wutilizing wultra high density digital satorage has
provided one solution to this problem, However, laser equipment
presently availlable Is either playback-only with no ability to
record, seuch as the Compact Disc, or has recording data rate
linitations which preclude real-time (1live) recording of linearly
encoded stereo digital audie.

The Registrant's digital system is based upon the fact that not
8ll of the iaformation contained in acoustic recordings is
necessary to reproduce the original scunds. For example, a long
note on one instrument or sgeveral seconds of silence can be
represented in a shortened form without storing the entire period
of sound or silence, The CompuSonics system provides the means
of analyzing, coding and recording audio signals so that only the
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pinimum  necessary information iz stored that will allow
reproduction of the original signal. The Registrant wutilizes
advanced microcomputer chips to accemplish the recording of high-
data~-rate signals on a relatively low~data-capacity and/or low-
data~rate media, Use of mathematically programmed Taxas
Instruments THMS320-series signal processing microcomputers cneble
the CompuSonics system to analyze, by dividing into blocks, what
data are necessary to preserve and what can be safely left
unrecorded for accurate reproduction of the audic signal, The
input signal is sampled at 44,100 Hertz, the rate necessary to
capture the full range of sound, and is converi:al ¢ digital
information. The Registrant's gproprietary wuvs:ess by which
digitsl inforwaticn 1s stored on disks 1s acjur.able, 80 the
sound can be fine-tuned to each uvser's preferes.:s, After the
data have beer analyzed and condensed, the a:atem's circuits
format, code and record the data. On playback, the process is
reversed; the reduced information 48 reconstructed by
microprocesgors and then converted back to an znaleg signal by a
conventional digital to analog comvertor, The Registrant
believes that the snalysis stage of the CompuSonics system, which
compresses and filters the digital-audio date rsce and sllows for
high speed editing and greater data density, distinguishes it
from conventional methods., The Registrart has shown that its
process, trademarked ms "CSX", allows for longar recording and
playback time than pulse code modulated systema, which produce
non-reduced digital recordings. See Iten 1. "Businesz - The DSP=
1000 Series."

The DSP-2000 Series

The first product develeped by the Registrant is the CompuSonics
DSP-2000 Series (DSP = Digital Sound Producer or Digital S$ignal
Processor}, a multitrack digital audio recorder/editor for
professional use, The DSP-2000 iz capable of master recording in
the standard Compact Disc formst as well as the CSY format used
in the Registrant's consumer level product, The DSP-2000 iz a
super-micro, wmulti-processor computer, configured as 2 single
user workstation for the recording and editing of 1live and
recorded music. The Registrant began marketing the DSP-2000
Series in October 1584, The DSP-:000 is offered with a standard
software package, including the operating system, an on-line usger
manual, various software utilities and application software for
the recording and editirg of audio material. The Registrant's
sales price range for DSP-2000 systems currently 1a batween
$34,000 and $199,000 cepending on the system's size., The
Registrant's standard DSP-2000 serics model is the DSP-2002, a
four channel, stereo in/stereo cut, model, As of May 30, 1987 15
DSP-2000 series systems have been sold,

The DSP=1000 Series

The Registrant currently is warketinz three products in the Di3P-
1000 Series for professionsl and consumer use, The DSP-1000

)
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Series utilizes computer-type, high density floppy disks and
recordable optical disks for data storage. These computers
record, playback and edit digital recordings £rom any digital or
anglog source,

DSP-1500 and DSP-1200

The DSP-1500 is a record/playback computer for professional
broadcast use., The DSP-1200 is a playback-only version of the
DSP=1500, These products are marketed for use by members of the
broadcast industry such as radio and television stations and
discotheques as a substitute for tape cartridge recorder/players
used prirarily to record and playback music tingles, commercials,
public service anncuncements and other studic recordings. The
Registrant also has identified the motion pictnze industry as a
potential market and intends to market the D5P-1500 and 1200 for
use as audioc dubbers in motion pleture editing and dubbing. The
recording and playback capability of floppy disks, between 5
minutes of high fidelity audio and 38 minutes of mono speech, is
sufficient for broaudcast purposes., Current pricing is 45,995 for
the DSP 1500, and %$4,995 for the DSP-1200.

The Registrant has received written and oral purchase orders for
approximately 125 DSP-1500 and 1200 units, Although there can be
no agsurance, the Registrant anticipates that these orders will
be filled at the rate of 50 units per month, beginning in August,

1987, The Registrant currently has an inventory of 25 DSP-1500s,
gnd 15 DSP~1Z00s=.

Although the Registrant believes substantial markets exist for
the DSP-1500 and 1200, it has not conducted any independent
market studies, If a market does not exist for these products
the Registrant's business may be adversely affected, The
Registrant commenced commercial production of 1500s and 12003 in
February, 1987, As of May 30, 1987 12 DSP-1500 and 1200 units
have been sold or installed st customer lecations.

DEP-1000

The DSP-1000 is an mudio component, much like a turntable or tape
deck, that is typically connected tc the amplifier/receiver of a
conventional stereo system. A user desiring to incorporate the
DSP-1000 into existing broadcast equipment or a sterec component
system need not purchase any other additional equipment. The
user may record on the optical disk in the DSP-1000 from analog
sources, such ss records, CDs, tapes or radio stations. Although
the quality of these recordings is limited by the input sources,
further distortion and degradation are greatly reduced.

The DSP-1000 incorporates a computer industry standard 5 1/4"
write-once read-many optical disk drive for audio record/playback
functions, Using a commonly available double-sided disk, the
DSP-1000 is currently capable of recording and playback of 120
minutes of stereo audio in its "mid"™ recording rate. At the "Hi"
tecording rate half that time may be recorded, and at the "Lo"

APBU00653391



o
Case 3:06-cv-00019-MHP  Document 125-8  Filed 07/13/2007 ‘!ﬁ%@% %Pﬁ) 735

recording rate, double that time may be recorded. For mono
recordings at any recording rate twice as much recording time is
available, The DSP-1000 is priced at $6,995, Single-sided disks
are priced at $75, and double-sided disks at $135. As of May 30,
1987, 18 DSP-1000s and approximately 200 disks have been sold.

Ganeral

In order to provide high-quality audio, the uncorrected errers
that are present in all computer disks pust be detected and
corrected, The DSP 1000 uses error detection and ceorrection
circuits supplied with the disk drives that are the same as those
used in other personal computer systems to reduce errors to the
rate of 1 error for every trillion (million miliion) bits written
or read,

It 1is unlikely that the DSP-1000 Series will render obsolete
existing analog components, especially considering the lack of
commerclally avallable recordings in the floppy disk or optical
disk format. There currently are no recordings available in the
floppy disk or optical disk format that are used on the system
developed by the Registrant. Until such recordings are
available, if ever, users of the Registrant's system will be
required to record from existing analog or digital recordings.
The Registrant has been contacted by aeveral record companies
that have expressed an interest in making their audioc libraries
available in the Registrant's selected format; howaever, no
agreements have been reached and there can be no assurance that
any will be forthcoming.

The DSP-1000 Series also includes the circuits for an optional
Htelerecord” function which allows for receiving and recording
digital transmissions over telephone 1lines. The Registrant
believes that telerecording has commercial potentisl in two
areas: first, in cable television digital carrier technology
which currently exists but is not implemented, and second, in
public access digital switched telephone networks, the first of
which have been installed and are in operation in 24 major IS
ecities, The coding and decoding circuitry for the telerecord
function has been researched and developed by the Reglatrant,
The communication network capable of digital transmlssion has
been developed by AT&T and currently is available in some
metropolitan areas, The Terminal Interface Unit needed to
connect the Registrant's equipment to a digital telephone line is
commercially available from a number of suppliers.

The first long distance telephone demonstration of the telerecord
function of the Registrant's DSP-2000 Series, using AT&T'as
ACCUNET Switched 56 Service, was successfully completed on April
24, 1985, The optional telerecord function permits music to be
digitally transmitted and received between remote data bases
using ordinary telephone lines as the channel, ACCUNET permits
voice, data and video informstion to be transmitted over AT&T's
digital switched network facilities. Since the injitial
demonstration, further tests and demonstrations have taken place
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including a transmission of data between New York and Chicago.
Further testing of the telerecord function will be conducted
#sing the DSP-1000 Series and will require %he continued
cooperation of AT&T. A menmorandum of understanding with respect
to cooperation between AT&T and the Registrant was entered iato
on October 15, 1985, and provides for cooperation in testing and
marketing the Registrant's products with ACCUNET for a 12 month
period. Marketing of the Registrant's equipment containing the
telerecord function circuitry will require successful completion
of testing, identification of commercial applications and
acceptance of digital telerecording by the commercial and
consumer electronics markets. These events are still pending and
there can be no assurance that such developments will occur.

Production

The Ragistrant has contracted with SBE, Ine.,, Concord,
California, a manufacturer of microcomputer systems, for the
production of the Registrant's DSP 2000 Series products. SBE,
Inc, wmanufactures the DSP-2000 on an original equipment
manufacturer basis, SBE, TIne¢, produces certaln components,
integrates additional hardware and assembles the systems., SBE
also provides software and herdware development consulting
services to the Registrant and a software license for several
software packages dincluding the Unix-like REGULUS operating
system and PROBUG debugger. The agreement is for an indefinite
term, may be terminated on 30 days' notice by either party, and
is based on SBE, Inc.'s standard rates for parts and services and
on & negotiated rate for customized manufscturing., The cost of
production varies according to the specifications and number of
production steps of each system, The agreement 1ls exclusive as
to the Registrant's proprietary hardware and sgoftware, Thesge
subcontracted manufacturing capabilities are limited to about 100
4-channel DSP-2000's per year. The Registrant intends to
continue to rely on this subcontractor for the DSP 2000 Series
for the forseeable future.

Pursuant to a letter of intent dated May 2, 1685 between the
Registrant, Sansui Electric Co., Ltd, ("Sansui') and Niasho
Electronics Corp. ("Nissho"), Sansui expressed its intent to
manufacture the printed circuit board of the DSP-1000 Series for
the Registrant subject to observance of covenants of
confidentiality on the part of Nissho and the Registrant's
ability to provide adequate technical specifications. The
circuit beoard wmanufactured by Sansul 43 to be sold to the
Registrant through Nissho, Concummation of the arrangements is
subject to the completion of ongoing discussions and the
execution of definitive agrccuwents,  See "Business -~ Marketing
and Distribution,”

Manufacturing of the Registrant's DSP-1000 Series is currently on
a sgubcontracted basls with several fabrication companies within
the Santa Clara County area, The priacipal subcontractors are
Sigma Circuits, of San Jose, California, VYersatronex of Santa
Clara, Celifornia, and EMJ Manufacturing, also of Santa Clara,
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Final quality control inspections and tests are performed by
CompuSonics' staff engineers working within the subcontractor's
facility. The Registrant eatimates that 1ts wmanufacturing
capacity 4is 100 units per month given present staffing and
subcontractors.

As of February 28, 1987 the Registrant had an inventory of
completed machines and work-in-process valued at $ 146,649,
including 10 complete DSP-1000s in inventory oz ip the field as
dealer demonstration units.

See Item 7.,"Management's Discussion and Analysis of Financial
Condition and Results of Operations” and Item 1,{c)"Business- The
D3P-1000 Series."

The disks uszed in the Registrant's products are readily available
from manufacturers who preformat and package them to dincrease
density for use in high-density disk drives of the type used by
the Reglstrant. The recordable optical disks used in the
Registrant's DSP-1000 store up to 500 megabytes of information,
The floppy disks used in the DSP-1500 and 1200 can store up to 30
megabytes of information,

Marketing and Distribution

The Registrant has begun a multi-phase marketing plan to attempt
to establish itself as an innovator of digltal sudic technoleogy.
The first phase of this marketing plan was to introduce the
Registrant's technology wand display prototypes of the
Registrant's products, This phase began with a press conference
in New York City in May 1984 followed by a public relations
campaign coupled with advertising in a wide variety of audio
trade journals,

The second phase of the marketing plan is the manufacture and
marketing of the Registrant's two product 1l1ines, This phase
began d1in August 1984 with the delivery of a DSP-2000 to a
recording studio for evaluation and testing. As a result of such
evaluation and testing, the Registrant modified and redesigned
certaln aapects of the DSP-2000 prior to production. The firat
production medels of the DSP-2000 became available for sale in
October 1984, =and 17 systems have been sold or ordered as of May
30, 1987, See "Business ~ Backlog."

One aspect of the final phase of the Registrant's marketing plan
began in the fourth quarter of 1984, The Registrant implemented
a licensing program with McIntosh Laboratory, Inc. and AVM
Ferrograph, two well-established audic wmanufacturers, The
Registrant currently does not contemplate making a major
commitment to become a self~manufacturer of audic equipment,
which would require the Registrant to obtain substantial
additional finencing.
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Initial distribdution of the Registrant's products is based on
independant audic dealers. As of May 30, 1987 these dealers are:

Audiotechniques
New York City, NY 10019

Allied Broadcast Equipment
Richmond, IN 47374

Audic Images
San Franclaco, CA 94107

Audio Intervisual Design Systens
Los Angeles, CA Q0048

Valley Audio
Atlanta, GA 30340

Yalley Audio
Nashville, TN 37204

Leo's Audio and Music Technology
Oakland, CA 94609

Ligten Up Audio
Deaver, CO 80209

Wegtlaske Audic

Lo Angéles, CA 90046

La Salle Husic
Boston, MA 02215

Transient
Stockholm, Sweden

Fonvisa, S.A, DE C.V,
Mexico City, Mexice 06500

AVY Ferrograph
England, NE32 3HR

ADT Pacificom
Yancouver, B.C. CANADA V3M IM3

United Video
Qttawa, Ont. CANADA K1Y 4N6

Nissho Electronics
Chuo~Ku, Tokyo, 104 JAPAN

Foreign distribution of the Registrant's products involves
unaffiliated trading companies and overseas importers. Since the
third quarter of 1984, the Registrant has reached agreements or
agreements in principle with domestic and foreign distributors
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for the export of both the DSP-1000 Series and DSP-2000 Series.
These agreements are subject to numerous contingencies, primarily
involving the evaluation of the Registrant's products by the
other parties to the agreements, Because of these contingencies
and the early stage of the Registrant's development, the
Registrant 1s unable to predict the impact of these agreements on
the Registrant's future operationms,

The following is a summary of these agreenents:
Nisshe Electronics Corporation

On December 21, 1984, the Registrant entered into an exclusive
distribution agreement with Nissho Electronics Corporation
{"Nissho") of Japan for distribution and servicing of the DSP-
2000 4in Japan for a two year term which will be automatically
ext:nded for successive one year periods unless termlnated, at
the electicn of either party, on 120 days' written notice prior
to the end of each such pericd. The selling price wiil he 80% of
the Registrant's then current list prices, which may be changed
upen 60 daya' written notice. FEach party has agreed to disclose
know~how and technical information as required to allow each to
perform its obligations under the agreement subject to & non-
disclosure agresment, 'The Registrant has agreed to warrant such
products for 12 months from purchase by repairing or replacing
parts and products during the warranty pericd. The partles also
agreed to consider other areas of cooperatien, such as licensing
and manufacturing; however, no such agreements have  .een
consummated. Nissho also was desgignated as the DRegistran.’s
exclusive agent in Japar for the purpese of evaluating
prospective llcensees, subcontractora gno vendors for the DSP-
2000 and DSP-1000 4in Japan. To date Nisshe has not begun
distribution under this agreement,

Sansui Electric Co., Ltd.

Pursuant to a letter of intent dated May 2, 1985 between the
Registrant, Sansui Electric Co.,, Ltd. ("Sansui") and Nisshe,
Sansuil expressed its intent tc become a licensee of the DSP-1000,
Sansul also expressed its intent to nmanufacture the printed
circuit board of the DSP-1000 for the Registrant, The circuit
boards wmanufactured by Sansul are to be gsld to the Zegistrant
through Niasho. While there are ongoing discuessions betwean the
Registrant, Nissho and Sansui, consummetion of the arrangements
is subject to the execution of definitive agreementa.

Siemens AG

On December 18, 1984, the Registrant entered into a Memorandum of
Understanding ("™emorandum’) with Siemens Aktiengesellscheft
Osterreich, Vieana ("Siemens"). The Memorandum contemplates the
signing of a formal agreement which may vary the terms of the
Memcrandum. Under the Memorandum, Sicmens placed an order for one
DSP-2000 and certain peripheral equipment at a cost of $64,000 of
which $6,400 was paid, ©Siemens agreed to evaluate several models

10
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of the Registrant's products, and *f the results are
satisfactory, enter into a licensing agreement, The Registrant
delivered a DSP=2002 in Montreux, Switzerland for Siemens to
display in their trade show booth there in June, 1985, After the
show, the unit was returned to the Registrant. For cost
reasong, the Registrant declined to build & mixiuy desk version
of the DSP-2002 per Siemen's purchase order, and returned their
$6,400 deposit. Subsequently, Siemens has requested & DSP-1000
for evaluation., Due to a temporary shortage, Registrant has not
shipped a DSP-1000 unit to Siemens, but expects to do so in
Avgust, 1987, with one of the first pachines from the next
production run,

If & license agreement is enterad into, it will provide that
Siemens has the ronexclusive worldwide right to manufacture
and/or =ell the Registrant's products and Siemens will be the
sole licensee for the DSP-2000 in Austria and West Germany. The
Registrant will not grent any licensing rights to any other
company except Siemens Ior the DSP-2000 1in Austria or West
Germany before Siemens has completed its evaluation, Siemens
will receive certain documentation with respect to the
Registrant's technology, subject to a nordisclosuyre agreament,
will be given updates to the t~chnology free of charge for the
period of the licensing agreewent and will not be able to
sublicense the technology, The Registrant will furnish, at
Siemens' expense, any training or technical suppert required by
the licensee to apply the licensed technology. The licensing
agreement has not yet been entered into and no  further
négotlation has taken place between the Registrant and Siemens
with respect to a license agreement.

The Registrant further has agreed that Siemens will be its sole
representative for the DSP-2000 and DSP-100Q in Austria and
Germany, The Merorandum also provides that Siemens, at its
discretion, may enter into an ongoing ceoperation agreement with
the Registrant on terms t¢ be agreed upon and that Siemens may
purchase certain restrirted shares of common stock of the
Registrant at one-third of the current market value; however,
no terms have been discussed and Siemens has not exercised this
option,

allied Broadcast Equipment/Allied International

By an agreement dated October 15, 1984, the Registrant appointed
Allied Broadcasting Equipment/4llied International as a worldwide
non-exclusive authorized retail dealer of its products i :truinshle
uper 30 days' written notice. This worldwide distributorship
right is 1limited to countries thst are not dincluded in any
exclusive distiibutorship agreements that may be entered inte by
the Registrant, The dealer must pay for the Registrant's
products ordered on a net 30 day besis., Under its dealer
agreement, the Registrant warrants that its products are free
from manufacturing and material defects at the time of delivery
to the dealer, Except in the case of defective merchasu.se, the
Registrant 1is not obligated to accept any returns, If not

11
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terminated earlier for cause or upon notice, the agreement
expires on December 31, 1987,

Syco Systems, Ltd,

On March 27, 1985, the Registrant granted to Syczo Systems, Led,
("Syco™), London, England, nonexclusive, worldwide distribution
rights to the DSP-2000 for an initial one year term, which ters
is automatically renewable at the end of such term, and from year
to year thereafter, The terms of the agreement require the
Registrant to supply DSP-2000 and 1000 Series computers on a per
unit price bdased on the Reglstrant's then current price 1list
minus 25%. Ten percent of the purchase price is payable by Syco
at the time of order, with the balance dus at shipment,

McIntosh Latoratery Ine.

On  Lecember 14, 1984, the Registrant granted to McIntosh
Laehoratory Inc. ("McIntosh") a nonexclusive worldwlde
manufacturing and marketing license for the DSP-1000 and any
improvements which ig valid for the 1ife of the Registrant's
patents and copyrights. Under the agreement, the Registrant
provided McIntosh with specified documentation concerning the
DSP-1000, including a DSP-1000 prototype for performance testing,
in December, 1986, Registrant nust supply, at McIntosh's
expense, any tralning or technical support required to apply the
licensed technology. McIntosh, subject to its favorable
evaluation of the DSP~1000, has agreed to pay the Registrant
$25,000 prier to commencement of production, a royalty, payable
quarterly, of six percent of gross factory sales of the DSP-1000
until cumulative royalty payments reach $125,000, at which time
the royalty rate will be reduced to one percert for the 1ife of
the agreerant, 1t McIntosh makes an initial paymeat of $50,000
insiead of $25,000, the royalty rate will be three percent until
royalty payments total $50,000, at which time the rate will be
reduced to one percent, As of May 30, 1987 the Registrant
believes that McIntosh has been favorably dimpressed from the
results of their testing, but has not yet made any commitments
pending further evaluation of the market potential and cost of
the Registrant's products.

AVM Ferragraph

On  June 26, 1986, the Registrant granted AVM Ferrograph
("Ferrograph") a nonexclusive worldwide manufacturing and
varketing license for the DSP-1500 and 1200, with an option to
negotigte a license on the DSP-1000. This agreement includes
provisions for licensing of any improvements for the life of the
Registrant's patents and copyrights, Under the agreement the
Reglstrant has provided Ferrograph with specified documentation
concerning the DSP-1000 seriea products, including & DSP-1000
series prototype for performance testing, The Registrant must
supply, at Ferrograph's expense, any training or technical
support required to apply the licensed technology. Ferrograph
has agreed to pay the Registrant $25,000 prior to commencement of
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production, a roryalty. pavable quarterly, of six percent of gross
factory sales of the DSP~-1500 until the cunuslacive royvalty
payments reach $125,000, at which time the royalty rate will be
reduced to one percent for the life of the agreement,

On June 2, 1987 AVM Ferrograph agreed to pay an initial $ 5000 of
the 1licence fee and placed a purchase order for 50 DSP-1000
series products, 10 of which are for immediate delivery. Further
distribution and manufacturing arvangements are pending an
evaluation of the manufacturing costs and market potential of the
Registrant's products.

Fonviss, S.A. DE C.V.

On March 4, 1987 the Registrant signed a letter of intent with
Fonvisa, S.A, DE C.V. at Mexico City, Mexico granting an
exclusive distribution right for a two year term to Fonvisa for
the Registrant's products in Latin America and Mexico. Under the
agreement, Fonviss will be responsible for all advertising and
merketing of the Registrant's products in Latin America, in
exchange for a 10% commission earned on the invoiced amount for
gll sales made to customers residing in Mexico and Latin America.
The Registrant agrees to provide e six month warranty on all
products seld, and to assist in the training of a local
technician for service of the Registrant's products in Latin
America, The agreement is renewable by common consent every two
years and may be terminated by either party giving £0 daoy written
notice, Fonvisa has purchased one DSP-1000 , and a definitive
contract purstant to this latter of intent is pending their
evaluation of the market for this technology in Latin Amerieca,

The evaluation and testing of the Registrant's products by the
paerties with whom it has entered intc these agreements involves a
nunber of stepa, primarily: (1) engineering evaluation, (2)
demonstrations and conducting engineering reviews of the
Registrant's designs, (3) submittal by the Registrant of
engineering documentation and (4) delivery by the Registrant of
samples of the Registrant's products for evaluaticn. The
Registrant has complied with the first three steps with reapect
to each of the existing agreements and believes that the balance
of deliveries of the Registrant's samples in June 1987 will
comply with step four. Tt 48 anticipated that any similer
agreements entered intc by the Registrant will contaln similar
provisione for testing and eveluation,

Inveatment in CompuSonics Video Corporation

In  August 1985 the Fegistrant determined, after considering the
funding and personnel resources available to it and the length of
time 1t would take to develop a video recording and playback
system, that it would assign the concept of a video recording and
playback system to CompuSonics Video Corporation ("CVC"), a
recently formed Colorado corporation, On September 12, 1983, the
Registrant assigned the patent application tights to the digital
video recording and playback system to CVC in exchange for
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300,000 shares of preferred stock of CVC, The Registrant had
paid certain costs in the amount of $19,000 in connection with
the preparation of the patent application and had provided
research assistance in the preparation of the application valued
at 415,500, The Registrant also sold CVC a DSP-2002 systenm
during the fiscal year ended February 28, 1986. CVC paid the
Registrant $35,250 for the system, which is the Registrant's list
price for such systems.

The Registrant and CVC do not have any common officers or
directors. The current President of CVC, John Stautner, was
formerly the Vice President of the Registrant and is currently a
shareholder of the Registrant. See "Principal Shareholders" and
"Management - Stock Bonuses," Mr. Stautner deoes not have any
control relationship with the Registrant and performs no services
for the Registrant, The Registrant temporarily has allowed CVC
to use an office for administrative purposes at the Registrant's
executive offices, without any charge to CVC, The preferred
stock held by the Registrant is convertible into 30,000,000
shares of CVC common stock or 307 of the 100,000,000 then
outstanding ghares of commeon stock. The Registrent intends ¢to
exercise the right to convert its shares of preferred stock,
subject to a review of the tax consequences, The shares of stock
issuable upon conversion will be "restricted securities,” The
transactions between the Registrant and CVC were approved by
thelr respective boards of directorg which have no common
members,

On September 17, 1985 the Regilstrant granted CVC an exclusive
license for the limited purpose of integrating the Registrant's
digital audio technology into the video system being develaped by
OVC, The technology licensed may only be used in connection with
the video systex and was contingent upon CVC successfully
completing its public offering, CVC completed 1ts public offering
in December of 1985 and paid a one-time license fee of $ 72,000,

(e}(1)(411) Not applicable,

(c)(13(11ii) The Registrant is able to readily obtain d1ts raw
materials from a variety of sources.

(e (1){dv) In April 1983 the Registrant filed a  patent
application for the CompuSonics "Audio Digital Recording and
Playback System."” In September 1984, the United States Patent
Office 1issued 8 patent covering all 17 claims filed by the
Registrant. This patent covers the underlying technology of the
DSP~1000 and DSP-2000 systems. Patent applications have been
filed under the Internatlonal Patent Treaty to cover the European
Economic Community and Japau., In December 1985 the Registrant was
granted a patent for ita "Magnetic Storage Systeu,' a magnetic
storage apparatus capable of stoiing and retrieving data in a
high density format, 1In January 1987 the Registrant was granted
an additional patent covering the technology underlying the
"Audio Digital Recording and Playback System,” The Registrent
will continue to £ile patent applications relevant to its
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products. If any of the Registrant's existing or future patents
are tested in litigation, such patents may not afford protection
as broad as the claims made in the patent applications.
Furthermore, the expense of enforcing the Registrant's patent
rights against infringers would be costly.,

{e)}{1)(v) Not applicable,

{(e)(1){vi) Not applicable since the Registrant is not required to
carry substantial inventory.

(c)(1)}(v¥ii) Kot applicable,

(e){1)(viil) As of May 30, 1987, 15 DSP-2000's have been aold
and an additional 2 systems have been ordered. The Registrant
also has received orders for 125 DSP-15C0s, DSP-1200s, and 1000s.
For the fiscal year ended TFebruary 28, 1987 827 of the
Registrant's sszles were from DSP-2000 series products and 18%
were from DSP-1000 series p-oducte; all sales made in prior years
were from DSP-2000 series products. A4s of May 30, 1987 the
Registrant has approximately $ 477,470 in backlog orders it
believes to be firm, all of which is expected to be filled by
fiscal year end, and has received approximately $ 27,623 in
deposits for these orders, Some of these orders have been carried
over from a backlog of $734,859 posted on May 30, 1986, which
the Registrant was unable to £il1 in the fiscal year ended 1987
due to the delay in the availability of a suitable disk drive for
the DSP-1500 and 1200 series products, The orders may be
cancelled if the products delivered by the Registrant are not
satisfactory to the purchasers, The terms of such purchases vary
according to the particular specifications ordered,

(c)(1)(dx) Not applicabdle

(¢)(1)(x) The Registrant is in competition with =211 companies
engaged in any or all of the designing, manufacturing and
marketing of audio systems, In particular, the Registrant is in
competition with playback systems utilizing compact digital laser
technology. In addition, certein competitors have developed
digital audio cassette tapes for home recording, These "RDAT"
units are expected to arrive in the US market during 1987,
In the professional audio market, one US manufacturer, New
England Digital, and two foreign manufacturers, AMS in the UK,
and For-A, in Japan have begun marketing equipment similar to the
DSP 2000 Series. These competitors are selling their units at
substantially higher prices than the Registrant without cffering
significant advantages in performance or warranty terms.

Although the Registrant is not aware of the development of any
systems similar to its DSP 1000 Series, there can be no assurance
that such systems will not be developed and marketed by
competiters in the near future. Many of the Registrant's
competitors, such as Sony, Mitsubishi and Pionesr, have extensive
experience and possess financial, technological and personnel
resources substantially greater than the Registrant's.
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(e3{1)¥(x1) In June 1983 the Regimtrant entered into a research
agreement with the Massachusetts Institute of Technology ('MIT")
for resrarch and development «f software for data compression,
for the period June 30, 1983 through March 31, 1984, The
agreement was uxtended through February 28, 1985, Although the
Registrent's technology is protected, any new inventions or
discoveries that may reault from the sponsored rasearch progran
will remain the property of MIT; however, the Registrant has
retained the right to license suach inventions or discoveries on
an exclusive basis subject to a negotiated royslty. Under the
agreenent, and its extension, the Registrant reimbursed MIT for
all costs incurred by it 1in connectior with the research
smounting to $46,700,

2u April 26, 1985, the Registrant entered inte a research
ngreenment with MIT for research and development for digital audilo
mixer au.omation (which 1s basically a sound editing system)
covering tha pertod March 1, 1985 through Februery 28, 1986, The
Registrant pald $25,000 to MIT upon execution of the agreement
and was t¢ pay an additional $24,000 on September 1, 1885,
Pursuant *.: a verbal agrezment, amending the research agreement,
the Repistrant is to pay MIT $10,000 or to supply one of its
digitai avdio systems to MIT in satisfaction of the amounts owing
pursuanl te the research agreement, No payment or delivery of a
system has been made, Continued failure to aatisfy the
obligation owing to MIT conld result in a loss of the licensing
rights granted to the Reglstrant as applied to digital audio
wixer autcmaticn,

The Registrant is continuing research and development of the DSP-
1000, primarily for the purpose of achieving a higher level of
dste compression to allow more music to be recorded on the
computer disk format used by the Registrant, In addition, the
Registrant 1is developing a DSP-1000 pro model (DSP 1000XLR) for
sale to audio professionals., The Registrant alsc dntends to
develop a smaller circuit board for use in lower cost models of
the DSP-1000 for consumer and automoblle audic systems,

Ihnring the fiscal years ended February 28, 1985, 1986 and 1987,
the Registrant's research and development expenditures were
$ 56,792, $ 436,492 and § 304,390, respectively,

{c)(1)(x1i) Not applicable.

(c)(1)(xiii} The Registrant has eight full-time employees,
including its president, controlier, five engineers and an
administrative assistant. The Registrant has and will continue
to employ outside consultants for reacarch and development of
hardware and software. See "Management.” In addition, the
Registrant employs a part-time secretary on an as-needed basis.
Consultants

The Regiastrant utilizes the services of a number of consultants
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whoe are compensated on an hourly basis and, to a limited extent,
through the dissuvance of options and stock bonuses: David
Clementson, (DSP-2000 support), Trifox, Inc., (IBM PC interface
software), Connsult, Inc. (DSP-1000 hardware), Congruent Concepts
(DSP-1000 marketing), H. Brosious (DSP-2000 marketing), DuBois
Communications {technlcal writing), Cypress Design Group (DSP-
1000 chassis), and Michael Wolf (micro systems development).

{(d) Financiasl Information Abeout Foreign and Domestic Operations
and Export Sales,

Not applicable.
Item 2, Properties.

In August, 1986, the Registrant moved its executive offices and
regearch and development laboratories to Palo Alto, 1ifornia,
A lease for 2,832 szquare feet of offiice space has been entered
into with a non-affiliated party, The lease provides for a
rental payment of $3,360 per month commencing August 15, 1986 und
$5,098 per moath beginning February 15, 1987 and continuing until
August 14, 1988, The Registrant believes this facility will meet
its needs for the near future,

Item 3, Legal Proceedings.

See Item l4.a) Financial Statements-Note 10, for & description of
the settlement arrangements between the Registrant and several
vendors who have filed claims apainst the Registrant,

Az & result of an error by a former bookkeeper the Reglstrant
owes past due withholding taxes to the Internal Revenue Service,
the States of Colorado, Massachusetts and California in the
amount of approximately $ 96,000 including interest and
penaltiea, Continued failure to pay these past due taxes could
result d1a increasing penalties and interest, tax liens on the
assets of the Registrant and civil and criminal penalties against
responsible officers of the Registrant, The Registrant
has proposed a payment schedule agreement with the IRS that it
believes can be met.

The Registrant {3 not a party to any other legal praceedings;
however, certain accounts payable totalling approximately
$15,000 remain in dispute and the intentions of the vendors
regarding these amounts are not known,

Item 4, Submissicn of Matters to a Yote of Security Holders.
No matter was submitted to a vote of the Registrant's

shareholders during the fourth quarter of the fiscal year ended
February 28, 1987,
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PART 11

Item 5, Market for Registrant's Common Equity and Related
Stockholder Matters,

(a) Market Informationm.

The principal market on which the Registrant's Common Stock is
traded is the over~the-counter market. The stock has been listed
in the National Daily Quotation Service "Pink Sheets"™ published
by the National Quotation Bureau, Inc. since December 1, 1983,

The range of high and low bid quotations for the Registrant's
Common Stock on a quarterly basis is as follows:

High Bid Low Bid
1985
First Quarter., +20 .18
Second Quarter.. «25 17
Third Quarter.. .18 .12
Fourth Quarter.. .19 .115
1886
First Quarter. * 022 |17
Second Quarter.. 222 15
Third Quarter.. . 185 14
Fourth Quarter.. .175 .14
1987
First Quarter.. +175 W12
Second Quarter
(at 29 May 1987)., .175 .10

* Prices are interdealer quotatlons as reported by the National
Quotation Bureau, Inc., New York, New York and do not necessarily
reflect retail markups, merk downa or commis:sions, The bid prices
for the third quarter of 1986 and subsequent are quotations from
Blinder, Robinson & Co., Denver, Ceclorado, =& principal
marketmaker in the Registrant's stock.

As of May 29, 1987 the bid and asked prices for the Registrant's

common stock were $ 0,11 and § 0.18, respectively, as quoted by
the National Quotation Bureau, Inc.
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(b) Holders,

As of May 30, 1987, the number of record holders of the
Registrant's Common Stock was 2058 according to the Registrant's
transfer agent. This figure excludes an undetermined number of
shareholders whose shares are held in "street" or "nomines" name.

(e¢) Dividends.

“he Registrant has never paid a dividend with respect to its
Coumon Stock and does not intend to pay a8 dividend im the
fo1 2azeable futursn.,

Tiem 6. Selectec Financiel Data,
Years ended

February 28,

1987 1986 1985 1984
Working capital $ <377,275> <A479,280>  <548,320> 474,440
Cash and certificates
of deposit 75,243 2,677 255,556 459,462
Inventories 361,641 382,851 348,368 38,122
Total assets 680,510 675,945 779,983 519,444
Total liabilities 888,505 949,350 1,180,373 37,147
Stockholders'
equity <deficiency> <207,995> <273,405>  <400,340> 482,297
Years ended
February 28,
1687 1985 1985 1984
Gross sales revenue $ 200,214 396,368 30,000 0
Selling and marketing 118,707 313,928 302,018 0
Research and development 304,390 < 36,492 260,157 56,792
General and administrative 602,349 1,180,138 700,628 99,993
Total expenses 1,267,897 2,178,570 1,380,303 145,062

Net loss
Net loss per common and
common equivalent share

<1,067,683><1,782,202> <1,350,303> <145,062>

<.01> <. 02> .05 <,003>

Item 7, Management's Discussion and Apalysis of Finaacial

Condition ard Results of Operations.
Results of Operations

For the period from February 29, 1984 to February 28, 1585, gross
sales revenue was § 30,000, expenses were $ 1,380,303 and net
loss was $ 1,350,303. From February 28, 1985 to February 28,
1986, gross sales revenue was $ 396,368, expenses were $2,178,570
and net loss was $ 1,782,202, Fron February 28, 1986 to February
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28, 1987, gross sales revenue was $ 200,214, expenses were
$ 1,267,897 and ret loss was $ 1,067,683,

Groes sales revenues for the three year period <totalled
$ 626,582, 83%7 of which came from sales in the DSP-2000 series
product line, 11% from a one-time licence fee of § 72,000
received from CompuSonics Video in 1985, and 6% from aales in
the newly introduced DSP-1000 series 1line, Thers were no
significant sales made prior to the fiscal year ended February
28, 1986, Between the fiscal year ended February 28, 1986 and the
year ended February 28, 1987 sales decreased 49Z, due toc a
reduction of marketing and sales efforts for the DSP-2000 series
and a concentration of the Registrant's time and resources on the
production and marketing of the DSP-1000 Series  products.
Revenues are expected to increase as the DSP-1000 Series products
gain acceptance in their respective markets,

Expenses for the three year period totalled $ 4,826,770, 21T of
vhich were related to research and development costs, 1772 to
marketing and sales, and S1Z to general and administrative
expenses, Prior to the fiscal year ended February 28, 1987, the
percentages related to marketing and sales, esearch and
development and general and adainistrative expenses were
congistent from year to year and in proportion to sales wvolume.
Total expenseg ware reduced by $ 910,673 (41%) for the fiscal
year ended February 28, 1987 compared to the prior year due to a
consolidation of the Registrant's operations from three locations
to its current location in Palo Alto, This consolidation,
combined with a more centralized and stresmlined control of
operations, resulted in a savings of 492 din general and
administrative expenses, Research and development costs were
reduced by 30Z% primarily due to the reduction in research and
development costs related to the completed DSP-2000 Series
product line, and a savings in research and development costs for
the DSP-1000 Series due to similarities in the technology for
both product lines,

The Registrant 4s continuing to experience wmonthly operating
losses, although income from salss has incressed steadily since
the Registrant began shipping the D3P-1000 Series in December,
1986, Revenues may d1ncrease further provided production
continues smoothly and ro serious product malfunctions appear in
the installed base of units, See M"Liquidity and Capital
Rasources' below.

Liquidity and Capital Resources

Working capital increased from inception to February 29, 1984 as i
a result of the completion on November 30, 1983 of the ;
Registrant's dnitial public offering from which 1t received met l
proceeds of § 513,775. Working capital decreased § (1,022,760)
from February 29, 1984 to February 28, 1985, increased § 69,041
from February 28, 1985 to February 28, 1986, and dncreased
$ 102,005 from February 28, 1986 to February 28, 1987. The
working capital increase £for the fiscal year ended February 28,
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1986 was due to the completion on May 1, 1985 of a public
offering and the exerclse in June 1985 of an over-allotment
option by the underwriter of that offering from which the
Registrant received net proceeds of approximately $1,336,583. The
working capital increase for the fiscal year ended February 28,
1987 was due to the successful completion on October 31, 1986 of
the Common Stock Warrant exercise period from which the
Registrant received $ 1,166,211, The Registrant does not have
any unused lires of credit, The Registrant continues to incur
expenges in connection with the development of its producta.

The Registrant anticipates meeting its working capital needs from
revenue from operations and possibdle private financing secured by
accounts receivable, Fallure to meet sales projections would
increase the Registrant's operating deficit and, 1f sufficient
operating revenues are not achieved at & time when the Registrant
requires additicnal working capital, the Registrant would be
required to seek additional financing., See Item 1. "Business -
Production” and '"Business - Marketing and Distribution."™ In
addition, the Registrant's future working capital requirements
are dependent in part upon the recoverability and classification
of recorded asset amounts or the amounts and c¢lassification of
liabilities, See Item l4.(a) 1."Financial Statements".

Item 8. Financial Statements and Supplementary Data.

The financial statements and supplenentary data are listed under
Iten 14,

Item 9. Disagreements on Accounting and Financial Disclosure.

On May 22, 1987 the Registrant reported to the Securities and
Exchange Commission e change in the Registrant's Independent
Certified Public Accountants, The Registrant has retained Peat
Marwick Main & Co,, with offices located at 55 South Market
Street, San Jose, CA 95113, to perform an audit of the
Registrant's financial atatements for the fiscal year ended
February 28, 1987.
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PART III
IJtem 10, Directors and Executive Officers of the Registrant,

(a) and (b) Identification of Directors and Officers.

Name Age Position

David M, Schwartz 38 President, Treasurer and
Director

R. Brent Alderfer 35 Secretary and Direcror

Bernard W. Holmbraker 59 Vice President and Director

The directors of the Regilstrant are elected to hold office until
the next annual meeting of shareholders and until  their
respective succesgors have been elected and qualified. Officers
of the Registrant are elected by the Board of Directors and hold
office until their successors are elected and qualified.

David M. Schwartz. Mr, Schwartz has been an officer and director
of the Registrant since its inception, He is a registered
architect 1n Colorado, Massachusetts and the District of
Columbia, From May 1982 to February 1983, he was a vice
president of Enercorp, Ine., 8 publicly held business development
company headquartered in Denver. He sx:ved 2= director of
engineering of Emercorp, Iunc. from August 1979 to May 1982, while
gsuch company was engaged in the field of solar energy. From 1977
to 1979, Mr. Schwartz was director ot the Energy Design and
Analysis Company, an engineering consulting company, specializing
in computer aided design of energy systenr He received a B.
Arch, degree from Carnegie Mellon Universitz in 1972,

R. Brent Alderfer., Mr, Alderfer has been zn officer and director
of the Registrant since its inception. Since 1986 he has been a
partner with the law firm of Alderfer and Herm, Denver, Celorado.
He received his J.D. degree from George'.cwn U-lversity Law School
in 1977, From 1977 to 1980, he was wn associate with +re law
firm of Dechert Price &% Rhoads in Philadelphia, Pennsylvarnia, and
from 1980 to 1981 was with 1ts Deaver office, From 1981 to 1986
he maintained a private practice including a partnership in the
law firm of Brightwell, Reeves & Alderfer, Denver, Colorado.

Bernard W. Holmbraker. Mr. Holmbraker has been an cofficer and
director of the Registrant smince May 1983. Mr. Holmbraker
currently is devoting his time to personal lnvestments in stocks
and real estate, He was the president of Naticnal Equipment
Leasing Corporation, McLean, Virginia, from October 1979 until
November 1982, From January 1976 to October 1979, he was the
director of finance for Federal Leasing Corporation, McLean,
Virginia, Mr, Holmbraker 1is a director of (Gateway
Communicetions, Inc,, WMD Microdistributors, Inc., Touchstone
Software, Inc,, Equity Concepts, Inc., Precision Mico Devices,
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inc., and is a director, vice president and secretary/treasurer
of Balboa Explorations, Inc,, each of which is a publicly held
company. Mr. Holmbraker holds a Bachelor of Arts degrse in
economics from Columbia University and a Bachelor of Law degree
from Hervard University,

Advisors

Pursuant to the underwriting agreement entered into in comnection
with the Registrant's May 1985 public offering, the Registrant
has agreed to appoint as an advisor to its Board of Directors the
underwvriter or its designee for a period of five years from the
May 1, 1985, closing date of such offering. The advisor will
advise the Registrant on corporate finance matters, but will have
no authority or responsibility as a director and will have no
voting autherity, The advisor will be invited and entitled to
attend all Board of Director meetings and will receive such
compensation and reimbursement =g directors are entitled to
receive.

The Registrant also has entered into a management consulting
agreement with Equitex, Inc,, which is more fully discussed in
Item 14,(a)3.,"Exhibit 10.7" and "Exhibit 10.22%,

(c)Identification of Certain Significant Employees.
Nut. applicable.

(L)Invelvement in Certain Legal Proceedings.
Not applicable,

(g)Promoters and Control Persons,
Not spplicable,

Item 11, Hxecutive Compensatiorn,

(a) Cash Compersation,

The following table asets forth all remuneration paid in the
fiscal year ended February 28, 1987 to all officers of the

Registrant und the total amount of remuneration paid to the
officers and directors as a group:

Number of Capacities

persons in in which Cash

roup (1 served conpensation
All executive Qfficers $ 33,000

officers as a group
{three persons
during period)

(1) Omly one officer received cash compensation., No officer or

director received reuwgueration exceeding $60,000 during the
fiscal year ended February 28, 1987,
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{b) Compensation Pursuant to Plans.

Although the Registrant does not have any formalized plans
pursuant to which executive officers are compensated, it is
anticipated that the Registrant will pay $36,000 to all of its
executive officers as a group during the fiscal year ending
February 28, 1988. The Registrant reimburses ita officers and
directors for expenses incurred bv them 1n connection with
business performed on the Registrant's behalf, inc¢luding expenses
incurted in attending meetings, Busginess expense reimbursements
are not expected to exceed $ 10,000 as a group.

The Registrant has adopted the stock option plan described below
under which its officers, directors, employees and ccnsultants
may recelve compensation in the form of stock optiovns, The
purpose of the plan i3 to provide incentives to such persons to
maintain a high level of quality in thelr work for the Registrant
by providing them with equity interests in the Registrant., In
furtherance of this purpose, the Registrant has granted stock
wptions in the past and will, 1in all likelihced, continue to do
go in the future,

From March 1, 1986 through May 30, 1987 the company granted to
all of its current executive officers and directors as a group (3
persons, 1 of whom actually was granted options) options to
purchase 300,000 shares of Common Stock at ar average exercise
price of $.05 per shsre., During this period, no options were
exercised by any members of this proup. As of May 30, 1987
exerclse prices of the outstanding options granted to current
officers, directors end employees ranged from $.0025 to $.10 per
share, As of May 30, 1987, options granted to officers,
directors and employees to purchase up to 4,275,834 shares of
Common Stock were outstanding.

The Registrant does not have pension, retirement, savings or
slmilar plans.

Non-Qualified Stock Option Flan

On February 10, 1984, the Registrant adopted a Non~Qualified
Stock Option Plan (the "Plan")., The Plan is dintended to
sncourage ownership of stock of the Registrant by officers,
directors, euployees and consultants of the Registrant and to
provide wudditional incentive for them to promote the success of
the Registrant, The Plan iz fnr a term of ten years and provides
for optionse to purchase up to 14,000,000 shares of Common Stock,
The Plan is administered by the Board of Directors which
determines to whom options are granted and the exercise prices.
An Option is exercisable cumulatively to the extent of 25% of the
underlying shares immediately upon the grant of the Option, 25%
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efter the expiration of one year from the date of grant, 25%
after the expiration of two vears and the remaining 257 after
three years. The options are nontransferable and may be
exercised only by the optionee, and expire, if unexercised, upon
the termination of the opticnee's relationship with the
Registrant.

A compensation expense relative to the granting of an option is
recognized in the Registrant's financial statements to the extent
the fair market value of the Registrant's Common Stock on the
date of grant of option exceedz the option exercise price.
See Item 14.(a)1."Financial Statements-Note(6)" for a further
discussion of the opticons granted and exercised to date.

Stock Bonuses

'uring the fiscal year ended February 28, 1987 the Registrant has
izsued bhonuges totalling 500,700 shares to certain employees and
consultants, No bonuses were lssued to any officers or directors
of the Registrant during the year. A compensation expense
relative to the granting of a stock bonus is recognized in the
Registrant's financial statements equal to the falr market value
of the Registrant's Common Stock on the date of grant of the
bonus. Accordingly, the Registrant has recognized a compensation
expense of § 85,500 with respect to these stock bonuses,

{¢) Other Compensation.,

Yot applicable.

(d) Compensation of Directors,

The Registrant reimburses its directors for expenses incurred by
them in connection with business performed on the Registrant's
behalf, including expenses incurred in attending meetings. No

such reimbursements were made for the fiscal year ended February
28, 1987.

(e) Termination of Employment and Change of Control Arrangement.
Not eppliceble,

Item 12. Security Ownership of Certai: Beneficial Owners and
Management.

{a)(b) Security Ownership of Certain Beneficial Owners and
Managenexnt.

The following table contains information as of May 30, 1987 as to
the beneficial ownership of shares of the Registrant's Common

Stock by each person who, to the knowledge of the Regilstrant at
that date, was the beneficial owner of five perceat or more of
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the outstanding shares, each person who is & director of the
Registrant and all officers and directors of the Registrant ss a
group.

Amgount and nature

of beneficial Percent
Name aud address ownership of class
David M. Schwartz 11,080,000 10%
26873 A Moody Road
Los Altos Hills, CA 94022
R. Brent Alderfer 325,000 (1) less than
1600 Stout Street 1z
Denver, Colorado 80202
Barnard W. Holmbraker 1,005,000 (2} less than
Post Qffice Box 101 1%
Waterford, Virginia 22190
John P, and Xim Stautner 6,125,000 (3) 62
1118 Sclana Drive
Mountain View, CA 94040
Officers and directors 12,500,000 112

as a group (three parsons)
(1) Ipcludes 75,000 shares issuable in connection with the
currcntly exercissble portion of an option for 300,000 shares
granted to Mr, Alderfer on May 29, 1987,

(2) Ineludes 1,000,000 shares of Common Stock d1ssuable upon
exercise of an optien for 1,000,000 shares granted to Mr,
Holmbraker under the Registrant's 1984 Non-Qualified Stock Option
Plan.

{3) Includes 1,750,000 shares beneficially owned but not yet
issued pursuant to the exercise on April 29, 1987 of & stock
option,

(c) Changes in Control.
Not applicable,

Item 13, Certaln Relationships and Related Traneactions.
(a) Transactions with Management and Others.

In May 1983, the Registrant issued 22,000,000 shares of Common
Stock to its President, David M, Schwartz, in exchange for $7,500
and the contribution to the Registrant of all his rights under
the CompuSonics System patent application valued hy the
Regletrant's Board of Directors at $14,500, Mr. Alderfer was
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issued 400,000 shares of Common Stock in consideration for past
gservices to the Registrant valued by the Registrant's Board of
Directors at %1,000,

As of February 28, 1987, the Reglstrant had an account payable
and accrued dinterest to David Schwartz in the amount of
$ 110,671, which includes outstanding loans to the cowmpany,
unreimbursed expenses and interest eccrued from March 1, 1986 to
February 28, 1987 at the rate of 9,5% per annum. The Registrant
intends to repay Mr. Schwartz for these amounts,

In February, March and May of 1986 the Registrant borrowed
$78,000 from Equitex, Inc, pursuant to three promissory notes,
These loans hore interest at a rate of 127 per annum and were
paid in full on November 5, 1986,

{b) Certain Business Relationships,

Not applicable.

(¢) Indebtedness of Management.

Not applicable.

(d) Transactions with Promoters,

Not applicable.
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Iten 14,

(a) The following documents are filed as a part of this report

Exhibits, Financial Statements, Schedules anc. Reports

PART IV

on Form 8-K.

immediately following the signature page,

1.

3.

Financial Statements and Supplementary lata,

Reports of Independent Certified
Public Accountants.......--......--.
Balance Sheets at February 28, 1987
End 1986...........‘.'l.......l‘.l..
Statements of Operations for the
three years ended Febru.uy 28, 1687,
Statements of Stockholders' Equity
<{Deficiency> for the Three Years
Ended February 28, 1987..cvsenvsssss
Statements of Changes in Financial
Position for the Three Years Ended
February 2B, 1987 eenitorvanensrnrae

Notes to Financial StatonentSeseasss
Financial Statement Schedules.

Schedule IX Short-Term Borrowings...

Exhibits.

3.1 Articles of Incorporation®*,
3.2 BylaHB*...

4,1 Specimen Stock Certificate®,
4,2 Warrant Agreement and Specimen

Stock Purchase Warrants#*,

4,3 Selling Security Holders' Common
Stock Purchase Warrant, Warrant

Agreement and Specimen**,

10.1 Non~Qualified Stock Option Pleanm,

as amended**,,
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10,2

10.2(a)
10.,2(b)
10.3

10,4

10,5
10.6
10.7
6.8
10.9

10.10

10.11

10.12

10.13
10.14

10.15
10.16
10.17

Research Agreement between the
Registrant and the Massachusetts
Institute of Technology*..

Massachusetts Institute of
Technology Research Agreement*®*,,

Massachusetts Institute of
Technology Research Agreement**,,

Agreement between the Registrant
and SBE, Inc.*..

Form of Investment Banking
Consulting Agreement between the
Registrant and Blinder Robinson
& Co.y Inc.®*,,

LKP International, Ltd,
Advertising Agreement¥®,

Robert E. Griffin Ine, Public
Relations Agreement*,,

Equitex, Inc, Consulting
Agreement®*¥,,

Siemens AG Austria Memorandum of
Understanding*#,,

McIntosh Laboratory Inc, Licensing
Agrecment**,,

Nissho Electronics Corporation
Exclusive Distributor
Agreement#*¥,,

Nissho Iwai American Corp.
Marketing Agreement™®*,,

Allied Broadcast Equipment/Allled
International Authorized Dealer
Sales Agreement*®¥,

Syco Systems Ltd., Distributor
Agreement®*,

Employment Agreement with Gary W.
Schwede®k,,

Sansui Agreement®*,,
A¥¥ Ferrograph Letter of Intent®*,,

Gary Schwede Letter of Understanding®*,,
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10,18 Memo of Understanding with ATAT™%,,
10,19 Asgignment Agreement with CVCH*,,
10,20 Licence Agreement with CVC**,,
10.21 AVM Ferrograph Licencing Agreement®#*,, P“-f}e so
10.22 Equitex, Inc. Consulting Agreement®#*,, Pa e £8
10.23 Fonvisa Letter of Intent®®*, P“S" 72
* Incorporated by refarence from the Registrant's Registration
Statement on Form S5-18, No. 2=-85133~D effective September 27,
1983,
*# Incorporated by reference from the Registrant's Registration
Statement on Form 5-1, No, 2-94844, effective April 12, 1985,
**¥ Filed herewith,
(b Reports on Form B-K.

No reports were filed on Form 8-K during the last quarter of the
period covered by this report.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the
Securitiss Exchange Act of 1934, the Registrant has duly :caused
this repsrt to be signed on its behalf by the wnnderasigned,
thereunts duly authorized,

Date: June 11, 1987

COMPUSONICS CORPORATION
(Registrant)

By,
David M, Schwartz, Preside

Pursuant to the requirementa of the Securities Exchange Act
of 1934, this report has been signed below by the following
persons on behalf of the Reglstrant and in the capacities and on
the dates indicated.

Date: June 11, 1987

David M., Schwartz, Preside
Treasurer and Director
(Principal Executive, Financial
and Accounting Officer)

Date: Tune 11, 1987 "
¥ Erefit Aldgpfér;ﬂﬁﬁzszﬁr

Date: June 11, 1987

Bernard W, Holmbraker, Director
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SIGNATURES

Pursuant to the requirements of Section 13 or 15{d) of the
Securities Exchange Act of 1934, the Registrant has duly caused

this report to be signad on its behalf by the undersigned,
thereunto duly authorized.

Date: June 11, 1987

COMPUSONICS CORPORATION
{Registrant)

By e .

David M. Schwartz, President.

Pursuant to the requirements of the Securities Exchange Act
of 1934, this report has been signed below by the following

persona on behalf of the Registrant and in the capacities and on
the dates indicated.

Date: June 1i, 1987

David M. Schwartz, residenbﬁ\
Treasurer and virecter
{Principal Frecutive, Financial
and Accounting Officer)

Date: June 11, 1987

R. Brent Alderfer, Director

)
Date; Juuz 11, 1987 v
Burnar

'?v—«_- K] {'Ex,,_,g, - ‘Q‘l

gl =
W, rakar, Mrector
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REPORT OF INLEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

Board of Directors
CompuSonics Corporation

We have examined the ba.an.e ui.ot of CompuSonics Corporation as
of February 28, 1987, and th: related statements of operationms,
stockholders' defi.{ency and changes in financial poesition for
the year then ended, Ou: examination was made in accordance with
genarally accepted suditing standards and, accordingly, included
such tests of the accounting records and such other auditing
procedures as we considered necessary in the circumstances. The
financial statements of CompuSonics Corporation for the years
ended February 28, 1936 and 1985 were examined by other auditors
whose opinion, dated May 30, 1986, on those statements was
qualified as being subject to the effects of such adjustments, if
any, as wmight have been requ’rei had the outcome of the
uncertainty discussed 1in the seruné paragraph of their opinion
about the recoverability and ~ilassification of recorded asset
amountts and the amount: and :las: ification of 1iabilities been
known.,

As shown in the financlal statements, the Company has incurred
substantial losses since inception, accumulating a $4,354,376
deficit at February 28, 1987. As of that date, the Company's
current liabilities exceeded its current asaets by $377,275 and
its total 1liabilities exceeded its totzl assets by $207,995,
These factors, among cthers, as discussed in note 1, indicate
that the Company may be unable to continue as & going concern,
The financial statements do not include any adjustments relating
to the recoverability and clagsification of recorded asset
amounts or the amounts and classification of 1liabilities that
might be necessary should the Company be unable to continue as a
going concern,

In our opinion, subject to the effects on the financial
statementa of sasuch asdjustments, i1if any, as might have been
required had the outcome of the uncertainty about the
recoverability and classification of recorded asset amounts and
the amounts and classification of liabilities referred to im the
precading paragraph been known, the 1987 financial statements
referred to above present fairly the financial position of
CompuSonics Corporation at February 28, 1987, and the resulta of
its operetions and the changew in its financial position for the
jear then ended, in conformity with generally accepted accounting
principlen applied on a basis consistent with that of the
preceding year.

San Jose, California
May 28, 1987
F-1
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REPORT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

Board of Directors
CompuSonics Corporation

We have examined the balance sheet of CompuSonics Corporation at February 28, 1%8bH
and the related statements of changes in stockholders' equity, operations and changes
in financial position for the years ended February 28, 1986 and 1985. Our
examinations were made in accordsnce with generally accepted auditing standards and,
sccordingly, included such tests of the accounting records and such other awditing
procedures as we considered necessary in the circumstances.

As shown in the accompanying financial statements, the Company incurred a net loss of
§1,782,202 during the period from March 1, 1985 to February 28, 1986 and, as of that
date, current liabilities exceeded its current assets by $479,280. These factors
indicated that the Company mey be unable to continue in existence if .additional
financing is not obtained, and/or if the Company is not able to attsin profitable
operations, The financial statements do not include any adjustments r¢lating te the
recoverability and classification of recorded asset amounts or tne amounts &nd
Jlassification of jiabilities that might be necessary should the Company be unable to
enntinue In existence.

Irn our opinion, subject to the Company's obtaining additional financing and/or the
Company's asbility to attain profitable operations and subject to the effects on tne
financial statements of such acjustments, if any, as might have beeu required had the
avtcome of the uncertainty about the recoverability and classification of recorded
ssset and liability zuounts referred te in the preceding paragraph *een known, the
finencial statements designated above present fairly the financlal position cf
ComnpuSonics Corporatiom at February 28, 1986, and the results of its cperaticms and
changes in {ts filnancial position for the years ended February 28, *:36 and 1985 in
conformity with generaslly accepted accounting principles applied 2n 2 consistent
basis.

Also, in our opinion, the related supporting schedule for the year ended February 28,
1956 presents fairly the information set forth therein, subject to the effects on the
schedule of such adjustment, if any, had the outcome about the recoverability and
classification of recorded asset and liability amounis referred to above been known.

'Y
Mz&g 4 @maby
Welss & Company

Certified Public Accountants

Denver, Colerado
May 30, 1986
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ConpuSonies Corporation

Balance Sh=sts

February 28, 1987 and 1986

ASSETS

Current assgets:
Cash
Receivables
Inventories (note 2)
Prepatld expenses

Total current assets
Property and equipment (note 3)

Investment in affiliate {note 4)
Cther assets

LIABILITIES AND STOCKHOLDERS' DEFICIENCY

Current liabilities:
Notes payable
Current portion of capital lease

obligations (note 9)

Accounts payable and accrued expensea
Payableg to related parties (note 5)
Customer deposits
Limbility to issue common stock (note B6)

Total current liabilities

Capital lease obligations, excluding
current portion {note 9)

Stockholders' deficiency {notes 5 and 6)
Preferred stock
Common stock
Additional paid-in capital
Accumnlated deficit
Totai stockholders' deficiency

Commitments and contingencies
(notes 9 and 10)

v
1 a 3@
1987 1986

$ 75,243 2,677
40,997 48,735
361,641 382,851
4,532 6,983
482,413 441,246
139,805 166,463
22,106

58,292 46,130

$ 680,510 675,945
$ - 25,000
23,858 26,553
605,368 691,060
100,993 97,544
31,469 67,869
98,000 12,300
859,688 920,526
28,817 28,824
112,169 101,498
4,034,212 2,911,790
<b,354,376> <3,286,693)>
< 207,995 < 273,405>
$ 680,510 675,945

See accompanying notes to financial stetements,
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CoupuSoenics Corporation
Statements of Operations

For the three years ended February 28, 1987

Net product sales {(note 8)

Cost of product sales

Groas margin on product sales

License fees

Operating expenses
Selling and marketing
Research and development
General and admini~_rative

Losa from operations

e
L0 - Yy A i Y

Equity in net luss of
affiliate (note 4)

Net loss

Net loss per common and common
equivalent share

Weighted average common and common
equivalent shares outstanding

1987 1986 1985
$ 200,214 324,368 30,000
190,728 211,241 20,085
9,486 113,127 9,915
- 72,000 - _
9,486 185,127 9,915
118,707 313,928 392,018
304,390 436,492 260,157
__ 602,349 1,180,238 700, 628
1,005,446 1,930,658 1,352,803
1,015,960 1,745,531 1,342,888
29,617 24,277 7,415
22,106 12,394 -
$1,067,683 1,782,202 1,350,303
$ <. 01> <02 .02
110,653,717 101,388,247 87,776,237

See accompanying notes to financisl statements,
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CompuSonics Corporation

Statements of Stockholders' Equity <Deficiency>
For the three years ended February 28, 1987

Balances at February 29, 1984

Issuance of common stock in connection with:
Stock bonus awards
Exercise of stock options
Sale of sharea

Excess of fair value over exercilse price
on stock optlons granted

Net loss
Balances at February 28, 1985

Tssuance of common stock in exchange for
cash through a public offering, net
of expenses related to the offering
of $357,699

Issuance of common stock in exchange for
cash pursuant to the Underwriter's
exercise of the over-a _.lotment
option related to the public offering,
net of related expenses of $30,718

Total
Additional Stockholders'
Common Stock Paid-In Accumulated Equity
Shares Amount Capital Deficit <Deficiency>
78,800,000 $ 78,800 557,685 <154,188> 482,297
4,155,790 4,156 149,966 - 154,122
954,166 954 1,557 - 2,511
2,848,000 2,848 139,740 - 142,588
- - 168,445 - 168,445
- - - <1,350,303> <1,350,303%>
86,757,956 86,758 1,017,393 <1, 504,491> <400, 340>
9,375,000 9,375 1,132,926 - 1,142,301
1,406,250 1,406 192,876 - 194,282
N
&
(Continued)
F-5
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CompuSonics Corporation
Statements of Stockholders® Equity Deficiencyd>
For the three years ended February 28, 1987

Total
Additional Stockholders®
Paid-In Accumulated Equity
Capital Deficit (Deficiency)
336,150 - 337,500
43,225 - 44,950
1,325 - 2,209
1,656,867 - 1,656,867
<1,468,972> - <1,468,972>

- <1,782,202> <1,782,202>

Common Stock
Shares Amount

Issuance of common stock in connection with:

Stock bonus awards 1,350,000 1,350

Exercise of warrants 1,725,000 1,725

Exercige of stock options BB3,333 B84
Excesa of fair value over exercise

price of stock optlomns granted - -
Adjustment to reflect forfeiture

of stock optiona - -
Net loss = -
Balances at Februnary 28, 1786 101,497,539 101,498
Igsuance of common atock 1. connection with:

Exercise of warrants 10,249,977 10,250

Exercise of stock opticnu 120,833 121

Services 300,000 300
Excess of fair value over exercise

price of stock options granted - -
Adjustment to reflect forfeiture

of stock options - =
Net loas - -
Balances at February 28, 1987 112,168,349 $ 112,169
See accompanying notes to financial statements. F-6

2,911,790  <3,286,693> <273,405>
1,181,640 - 1,191,890
182 - 303
25,700 - 26,000
54,000 - 54,000
<139,100> - <139,100>
- <1,067,683>  <1,067,683>

4,034,212 <4,354,376> <207,995>

+ P& ﬂg%,
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CompuSenice Corperation

Statements of Changes in Financial Position
For the three years ended Fabruary 28, 1987

1987 1986 1985
Uses of working capital:
Net loss $ 1,067,683 1,782,202 1,350,303
Trems not providing <requiring>
working capital:
Depreclation and amortization <43,619> <41,622> <6,923>
Equity in net loss of affiliate €22,106> <12,394> -
Excess of fair market value over
exercise price of stock opticns
granted, net of forfeltures 85,100 <187,895> <168,445>
Working capital used
by operations 1,087,058 1,540,291 1,174,935
Additions to other assets 14,552 40,495 20,773
Deferred costs related to
public offerings - 326,783 61,634
Additiane o property and aguipment 40,402 120,560 71,452
Investment in sffiliate - 34,500 -
Reductions of capital lease
obligations 18,231 - -
Increase in working capital 102,005 69,041 -
$ 1,262,248 2,150,670 1,328,794
Sources of working capital:
Disposals of property and equipment 25,831 - -
Issuance of common stock for;
Cash 1,192,193 1,769,450 145,099
Services 26,000 338,709 154,122
Increase in capital lease obligations 18,224 22,011 6,813
Assignment of patent rights - 19,000 -
Decrease in working capital - - 1,022,760
$ 1,262,248 2,150,670 1,328,794
{Continued)
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CompuSonics Corporation
Statements of Changes in Finaneial Position
For the three years ended February 28, 1987

987 1986 1985
Changes in compenents of working capital:
Increase <{decrease> in current assets:
| Cash $ 72,566 €253,279> £203,508)>
' Receivables <7,738> 40,877 <919>
Inventories <21.z10> 34,483 310,246
Prapaid expenses £2,451> £ 6,024> 7,782
41,157 <183,543> 113,603
Increase <decrease> in current liabilities:
Notes payable <25, 000> 25,000 -
Current portion of capital
lease obligations <2,695> 20,128 6,425
Accounts payable and accrued expenses <85,692> £99,777> 757,004
Payables to related parties 3,449 <243,704> 337,93
Customer deposits <, 400> 32,869 35,000
Liability to imgue common stack 85,500 12,500 -
<60,838> €252 ,984> 1,136,363
Increase <{decrease> in
working capital $ 102,005 69,041 <1,022,760>

See accompanying notes to financial statements,

F-8
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CompuSonics Corporation
Notes to Financial Statements
February 28, 1987 and 1986

Summary of Significant Accounting Policies

(a)

(b)

(e)

(d)

(e)

(£)

The Company
CompuSonics Corporation (the Company) was incorporated on

March 24, 1983 to engage in the development, manufacture and
marketing of digital sudio computers. From inception {ilarch
24, 1983) through the quarter ended November 30, 19835, the
Company was considered a development stage enterprise. In
the fourth quarter of filscal 1986, the Company commenced
principal operations and emerged from the development stage,

Bagis of Presentation
The Company has 1ncurred 1losses since 1ts  inception,
Continuity of the Company as a going concern 18 dependent
upon obtaining additional financing and/or attaining
profitable operations.

Revenue Recognition

Revenue on product sales d4s recognized upon shipment,
Customer deposits received in advance of product shipments
are deferred and recognized as income upon shipment.

Inventories
Inventories are stated at the lower of cost (First-ia,
first=out) or market (net reclizable value),

Property and Equipment

Purchased property and equipment are stated at cost less
accumulated depreciation. Equipment recorded under capital
leases 18 stated at the lower of the present value of the
related minimum lease payments or the fair market value at
lease inception, less accumulsted amortization. Depreciation
and amortization are provided using the straight-line method
over the lease term or the estimated useful lives of the
respective assets, generally five years,

Patent costs are amortized on the straight-line method
over the estimated useful 1life of aseventesen years.
Trademark costs are amortized on the straight-line method
over a five vear estimated life.

Investment in Affiliate

The Company's 30% investment in CompuSonics Vidao
Corporation (Video) dis accounted for on the equity method
whereby the Company's portion of Video's net income or loss
is included in the accompanying statement of operstions. As
of February 28, 1987, this investment has been completely
written off to give effect to the Company's share of the net
losses of Video.

-9
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CompuSonics Corporation
Notes to Financial Statements

{g) Net Loss Per Share
Net loss per common and coumon equivalent share is based on
the weighted average number of shares outstanding and
equivalent shares assuming:

*The stock cptions granted to employees, officers
and directors and warrants given to noteholders at
below market prices had been outstanding at the
beginning of each period presented, and

*The proceeds from the exercise of these stock
options &and warrants were used to repurchase
common shares at the average markst price per
share using the "treasury stock™ method,

(h) Reclassifications
Certain 1986 and 1985 balances have been reclassified to
correct and conform with the 1987 financial etatement
pregentation.

(2) Inventories

A summary of inventories follows:

1087 1986
Raw materials § 214,992 281,320
Work-in-process 94,136 34,276
Finished goods 52,513 67,255
$ 361,641 382,851

(3) Property and Equipment

A summary of property and equipment follows:

1987 1986
Office furniture and
equipment $ 96,358 49,966
Lab equipment 41,272 105,400
Vehicle - 6,715
Equipment under
capital leases 78,190 33,067
215,820 214,648
Lesa accumulated depreciation
and amortization 76,015 48,185

F7 9
[ )
L
]
-
i
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Accumulated amortization on equipment under capital leases was
$ 23,006 and $ 12,181 st February 28, 1987 and 1986,
reapectively,
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CompuSonics Corporation
Notes to Financial Statements

Investment in CompuSonics Video Corporation (Video)

On September 12, 1985, the Conpany assigned the rights under its
United States and foreign patent applications relative to a video
recording and playback system to Videe in return for 300,000
shares of Video's convertible preferred stock., The rights were
valued at $34,500 which represented the cost to the Company of
the patent applications of $19,000 and research and development
costs of $15,500,

As holder of the convertihle preferred stock, the Company is
entitled to noncumulative cash dividends at an annual rate of
$1,00 per share if and when dividends are declared by Video, The
shares of preferred stock are non-redeemable and may be converted
inte 30,000,000 shares of common stock.

On September 17, 1985 the Company granted to Video a license to
utilize digitel audio technology with the video recording and
playback system in exchange for $72,000 which was paid upoan the
closing of the euntity's public offering, This amount 1s included
iin the 1986 statement of operstions as license fee revenue, The
Company incurred approximately $465,000 in research and
development costs relative to this audic technology and its
applicatien,

FPayab'es to Related Parties

Payables to related parties consist of the following:

1987 1986
Non-interest bearing, unsecured
peyable to officer and stockholder,
due on demand, Amended in 1987 to
include interest at 9.5%
$ 100,993 89,544

Unsecured note paysble bearing .
interest at 122, due on demaud - 8,000

’ $ 100,993 57,544

——— iy
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(6)

CompuScnics Corperatian
Kotes to Financial Statements

Capltal Stock

Preferrad Stock

The Company is authorized to issue 50,000,000 shares of $.001 par

value preferred stock. No shares were issued or outstanding as
of February 28, 1987 or 1986.

Common Stock

The Company is authorized to issue 200,000,000 shares of
$.001 par value common stock, As of February 28, 1987,
112,168,349 shares of common stock were issued and outstanding.

The Company's Non-Qualified Stock Option Plen, as amended
on June 17, 1985, provides for the granting of up to 14,000,000
shares of its authorized but unissued common stock to cofficers,
employee¢s, consultants and directors. As of February 28, 1987
there were 12,041,668 shares reserved for issuance under the
Plan. All options expire no more than five years from the date
granted end are exercisable in annual increments of twenty-five
percent beginning at the date of grant,

A summary of option trensactions follows:

Number Option
of Shares Prices
Balance at February 29, 1984 1,266,666 $ .0025
Granted 4,250,000 005-,023
Exercised K 954,166> +0025-,005
Balance at February 28, 1985 4,562,500 .0025-,023
Granted 7,346,667 ,015-.06
Exercised <883,333 L0025
Cancelled {6, 458,334> 02-.06
Balance at February 28, 1986 4,567,500 ,0025-.06
Granted 640,000 .09-,10
Exercised <120,833> L0025
Cancelled <1,110,833> .023-.06
Balance at February 28, 1587 3,975,834 $ .0025-,10

Exercisable at February 28, 1987 2,508,334

F=-12
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CompuSenics Corporation
Notes to Financial Statements

As of February 28, 1987 there were 2,121,423 outstanding B
Warrants to purchase common stock issued to the Company's
underwriters in conjunction with the initial public offering of
stock in November 1983, These warrants contain an exerclse price
of $.022 per share and expire in November 1987, In addition,
there are 1,250,000 unregistered warrants issued to wvarious
parties in exchange for bridge financing obtained over the past
three years (all the related debt had been pald off =as of
February 28, 1987). These warrants are exercisable at $.05 per
share and expire in September 1988, A total of 3,371,423 shares
of commoen stock are reserved for issuvance pursuant to these
warrants,

During fiscal 1987, the Company  rarted Bstock bonuses to
employees and consultants totalling 500,000 shares. The Company
recognized $85,500 of compensation expense in 1587 related to
these bonuses, These shares, =along with warrants exercised in
the amount of $12,500, have not been issued as of February 28,
1987 and therefore, the amounts ere classified as liability to
issue common stock on the accompanying balance sheet.

Income Taxes

The Company has net operating loss carryforwards of approximately
$3,400,000 available to offset against future income subject to
Federal income taxes. The Company alse has research and
experimental tax credit carryforwards of approximately § 80,000
available to offset future Federal inccme taxes after utilization
of the net operating loss carryforwarde. These carryforwards
expire primarily inr 2000 thru 2002, The difference between the
net operating losas carvyforward for tax purposes and the
accumulated deficit at February 28, 1987 is significantly
attributable to the deferral for tax purposes of certain
compensation mxpense related to stock options and bonuses.

The Tax Reform Act of 1986 subastantislly affects the abillity of a
corporation to utilize a net operating loss carryforward if there
is a "Change of Cwnership" after December 31, 1986, Among other
things, a '"Change of Ownership" can occur as a result of
additional financing obtained through either private or publie
means, ILf a change in ownership, as defined, of the Company
should eccur, 1ts ability to utilize the net ocperating loss
carryforvards otherwise available to it could be significantly
diminighed.

F-13
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CompuScnics Corporation
Notea to Financial Statements

(B) Segment Information

Since its inception, the Company has operated primsrily in the
digital audio computer line of business. Sales to unrelated
customers, which individually accounted for ten percent or more
of the Company's revenues are as follows:

1985 $ 30,000
1986 $ 74,500
77,750

107,250

¢ 259,500

1587 $ 157,500

(9) L-ase Commitments

The Tompany leases equipment under agreements classified as
~apital leases and office space under a noncancellabln operating
lease. Rent expense aggregated approximately $ 45,000, $ 31,000
and § 16,000 1n 1987, 1986 and 1985, respectively, Future mininum
peyments under these agreements are as follows:

Fiacal Capital Operar’. 2
year leases leage
1988 $ 35,000 61,000
1689 23,000 28,000
1990 8,000 -
1991 4,000 -
1992 2,000 -
Total minimum payments 72,000 $ 89,000

Less portion
representing interest

Capital lease obligations 32,675
Less current portion 23,858

F-14
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CompuSonics Corporation
Notes to Fingncial Statements

{10) Contingencies

Litigatio),
On December 18, 1935, a complaint was filed against the Company

in the Denver County District Court by a vendor in the amount of
$60,043 for component parts furnished to the Company plus costs
and attorney's fees, On December 4, 1986, a settlement sgreement
was reached whereby the Company made an initial payment to the
vendor of $33,649, with the remailning balance to be pald in
twelve monthly payments of $2.873, The remaining liability is
clagsified 1in accounts payable and accrued expenses on the
accompanying balance sheet,

On January 21, 1986, a complaint was filed against the Company in
the Denver County District Court by a vendor in the amount of
$37,500 for developmental disk drives furnished to the Company.
The Company filed an answer alleging the disk drives failed to
meet the mpecifications and intended purpose. On July 16, 1986, a
settlement agreement was reached whereby the Company paid the
vendor a total of $9,000, and was allowed to retain 20 of the
disk drives in dispute, As part of the agreement mutual releases
were filed with the Court, All of these drives have been written
off from inventory as of february 28, 1887.

On December 15, 1986, a complaint was filed against the Company
in the Santa Clara County Court in the amount of § 36,703 for
component sub-assembly boards furnished to the Company, On April
15, 1987 a settlement magreement was reached in the amount of
$ 33,203 which has been classified in accounts pavable and
accruzd expenses on the accompanying balance sheet, The Company
has made two payments of $ 10,000 each and the remaining balance
of $ 13,203 is due on June 15, 1987.

The Company hat been threatened with other litigation, If filed,
management intends to vigorously contest any claims and believes
any liability that might result will not have a material effect
on the financial statements,
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CompuSonics Corporation
Notes to Financial Statements

Payroll Tax Contingency

The Company 1s delinquent for payroll tax liatilities of
approximately $96,000 owed to the Internal Revenue Service and
the states of Massachusetts, Colorado and California for calendar
quarters within fiscal years 1986 and 1987, The liability is
classified in accounts payable and accrued expenses on the
accompanying balance sheet, The Company haes pledged ¢o remain
current with d4ts £iling and payment requirements on & going
forward basis and has made the required payment for the calendar
qual ter ended March 31, 1987. There can be no guarantee that the

forebearance exercised to date by these taxing authorities will
continue,
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CompuSonica Corporation

Schedule IX
Short~term Borrovings

Column A Coluan B Culumn C Column D Coluan E Column ¥
Catagory of
aggregate Maximums amount Average amount Weighted averages
shori-tors Salince ai Weighted sverage outstanding outstanding interest rate
barrowings end of perfod interest rate during the period during the puriod during the period
For the year ended
February 28, 1985:
Hotes payable to banks $ 349,200 12.3 X $ 349,200 $__J9.%03 12,372
Fot the year ended
February 28, 1986:
Notes payable to banks .m 1,528 21 X $ 449,200 §__130.987 13,632
The accompanying notes are a part of this starement,
5-1
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