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OBJECTION OF THE OFFICIAL COMMITTEE OF
UNSECURED CREDITORS TO DEBTORS’ APPLICATION TO
EMPLOY AND RETAIN EISNER LLP AS AUDITORS TO THE

DEBTORS AND DEBTORS IN POSSESSION PURSUANT TO
SECTIONS 327(a), 330, 331 AND 1107(b) OF THE BANKRUPTCY CODE

The Official Committee of Unsecured Creditors (the “Committee”) of Jennifer
Convertibles, Inc., et al., the above-captioned debtors and debtors-in-possession (collectively, the
“Debtors™), by and through its proposed counsel, Kelley Drye & Warren LLP,? hereby submits
this objection (the “Objection”) to the Debtors’ application (the “Application”) to employ and

retain Eisner LLP (“Eisner”) as auditors to the Debtors pursuant to sections 327(a), 330, 331 and

The Debtors in these chapter 11 cases are: (i) Jennifer Convertibles, Inc.; (ii) Jennifer Convertibles
Boylston MA, Inc.; (iii) Jennifer Chicago Ltd.; (iv) Elegant Living Management, Ltd.; (v) Hartsdale
Convertibles, Inc.; (vi) Jennifer Management 111 Corp.; (vii) Jennifer Purchasing Corp.; (viii) Jennifer
Management 11 Corp.; (ix) Jennifer Management V Ltd.; (x) Jennifer Convertibles Natick, Inc.; (xi) Nicole
Convertibles, Inc.; and (xii) Washington Heights Convertibles, Inc.

An application to retain Kelley Drye & Warren LLP as counsel to the Committee was filed on August 18,
2010. Docket Entry No. 174.



1107(b) of the Bankruptcy Code.® In support of this Objection, the Committee respectfully states
as follows:

PRELIMINARY STATEMENT

1. The Committee does not dispute that Eisner is both qualified and well
suited to serve as the Debtors’ auditors and to complete the work detailed in the Application.
Rather, the Committee questions (i) whether the retention of Eisner, and the resulting $255,000
cost, could be avoided by the Debtors through modified reporting requirements with the
Securities and Exchange Commission (the “SEC™); and (ii) the underlying reason for the
Debtors’ insistence in remaining a public company. The Committee believes that these cases are
being run almost exclusively for the benefit of the Debtors’ senior management and Haining
Mengnu Group Co. Ltd. (“Mengnu”), the Debtors’ primary supplier. It is Mengnu that wants the
Debtors to remain public after emerging from bankruptcy, but wants the unsecured creditors to
pay the bill.

2. Irrespective of the motive, given the economic reality of the Debtors’
financial situation and the uncertain future of these cases, the Committee believes that an
adjournment of the Application is appropriate so that the Debtors can seek a “no action” letter
from the SEC authorizing the Debtors to substitute the filing of monthly operating reports for the
quarterly and annual reports required under the Securities Exchange Act of 1934, as amended
(the “Exchange Act”). If the Debtors were authorized to do so, the Debtors would have no need

to conduct an audit and could save the estate at least $255,000.

3 Docket Entry No. 166.



3. What has become clear to the Committee in the first two months of these
cases is that the Debtors have little to no interest in generating or preserving value for any of the
unsecured creditors other than Mengnu -- which itself is nothing more than an unsecured
creditor. At the outset of these chapter 11 proceedings, the Debtors bound themselves to a term
sheet and plan support agreement with Mengnu that would give Mengnu 95% of the equity of the
reorganized Debtors. On the other hand, all other unsecured creditors would have to share in the
remaining 5% of the equity and a long-term, unsecured “hope note” that would at best pay
creditors 10% but, more realistically, would be of little to no value. The Debtors’ seemingly
singular goal of handing the keys to Mengnu was further demonstrated in the Debtors’
unsuccessful first day attempt to appoint Mengnu their sole critical vendor. Since handing 95%
of the equity to Mengnu would clearly violate the absolute priority rule, the Debtors and Mengnu
proposed a critical vendor motion that would convert pre-petition unsecured debt for post-
petition secured debt to give Mengnu the secured claim it needs for Mengnu’s plan to be
confirmable.

4, At the same time, the Debtors have failed to pursue any alternative to the
Mengnu plan that might generate a real recovery for any creditor other than Mengnu. The
Committee is aware of at least one entity, whose financing is still being confirmed, that has
contacted the Debtors regarding conducting diligence to determine if it wants to acquire the
Debtors’ business. This entity stated it would not keep current management in place, would not
need Mengnu as a supplier and would not need to have the Debtors remain a public company.
Notwithstanding the fact that this entity indicated that it would need only two weeks to conduct

diligence, the Debtors have refused to provide a draft confidentiality agreement to this entity.



5. The relief requested in the Application is yet another example of the
Debtors’ ambivalence in preserving value for creditors other than Mengnu. The Debtors fail to
provide any reason for remaining a public company, which is the sole justification for an audit at
this time. It is clear, however, that Mengnu wants the Debtors to remain a public entity but does
not want to pay for such expense and would rather shift the cost to the other unsecured creditors.

6. The realities of these cases are that the Debtors are severely cash-strapped
and although the Debtors are transfixed on confirming a Mengnu plan, there is no certainty that
the Debtors will be able to confirm that, or any other, plan of reorganization. As the Court is
aware, since the commencement of these cases, the Debtors have been engaged in a perpetual
cycle of stop-gap measures involving their credit card processor, Merrick Bank Corporation
(“Merrick™), and Mengnu to ensure the short term continuation of the Debtors’ business.
However, as of the date of this filing, the Debtors have neither established any long term
solutions to ensure that their cash flow will not be hampered by substantial holdbacks by Merrick
nor have they been able to ensure that new orders of inventory will be delivered by Mengnu.
Ultimately, the fate of the Debtors and the prospects for reorganization still remain in question.
If reorganization becomes an impossibility, the Debtors will have spent substantial funds on an
audit for nothing.

7. In light of these considerations, the Committee respectfully requests that
the Court adjourn the hearing on the Application to allow the Debtors to seek SEC authority to
permit the filing of monthly operating reports in lieu of quarterly and annual reports. If the
Debtors are able to obtain such authority, an audit will be unnecessary and the Debtors will be

able to save at least $255,000 for the benefit of all creditors.



BACKGROUND

A. General Background

8. On July 18, 2010 (the “Petition Date”), each of the Debtors filed with this
Court a voluntary petition for relief under chapter 11 of the Bankruptcy Code. Since the Petition
Date, the Debtors have continued to operate their businesses and manage their properties as
debtors-in-possession pursuant to sections 1107(a) and 1108 of the Bankruptcy Code. No trustee
or examiner has been appointed in these cases.

9. On July 23, 2010, the United States Trustee appointed Klaussner Furniture
Industries, Inc., Creative Television Marketing, Brent Associates, Inc., Caye Home Furnishings,
LLC, Fata Equities, LLC, PIC Management Group d/b/a PIC Media Group, PS Promotions, Inc.,
301 East 66 LLC and Ayisha Combs to the Committee.* On the same date, the Committee
selected Kelley Drye to serve as counsel to the Committee.

10.  On the Petition Date, the Debtors submitted the Declaration of Rami
Abada Pursuant to Rule 1007-2 of the Local Bankruptcy Rules for the Southern District of New

York in Support of First-Day Motions (the “Abada Declaration”).” Mr. Abada is the Chief

Financial Officer, Chief Operating Officer and President of the Debtors.

11.  According to the Abada Declaration, the Debtors primary business
consists of operating 130 “Jennifer Convertibles” stores at which the Debtors sell sofabeds and
leather specialty products to consumers. The Debtors do not manufacture their own products.
Prior to January 2009, the Debtors primary supplier of product was Caye Upholstery LLC

(“Caye”). However, during January 2009, the Debtors began to transition from Caye to Mengnu,

4 Docket Entry No. 77.
> Docket Entry No. 3.



which is a Chinese supplier manufacturer of furniture. Mengnu currently manufactures about
95% of what the Debtors historically ordered though Caye. (Abada Declaration at {1 24, 33).

B. The Plan Support Agreement

12. On the Petition Date, the Debtors and Mengnu entered into a plan support

agreement, a copy of which is attached to the Abada Declaration as Exhibit B (the “Plan Support

Agreement”), that provides a road map for the actions the Debtors are required to take in these
bankruptcy cases and predetermines distributions to creditors.

13. Pursuant to the Plan Support Agreement, Mengnu agreed to support
approval of a plan of reorganization consistent with the terms of a term sheet (the “Mengnu Term
Sheet”) entered into between the Debtors and Mengnu. (Plan Support Agreement at 16). A copy
of the Mengnu Term Sheet is attached to the Plan Support Agreement as Exhibit A. The Debtors
are required to pursue an expedited plan process to approve a plan premised on the terms
outlined in the Mengnu Term Sheet.

14. The Plan Support Agreement contained an extensive laundry list of
conditions that the Debtors are required to comply with as a condition to Mengnu’s obligation to
support a plan of reorganization based upon the Mengnu Term Sheet. Particularly relevant to the
Application is a requirement that the Debtors timely submit any reports required to be filed under
Exchange Act. (Plan Support Agreement at §7.xxxiii).

C. The Mengnu Term Sheet

15.  The Mengnu Term Sheet sets forth the key terms of the proposed plan of
reorganization of the Debtors. Pursuant to the Mengnu Term Sheet, Mengnu would receive 95%

of the equity of the reorganized Debtors.® (Mengnu Term Sheet at pgs. 2-3). On the other hand,

As discussed in more detail in subsection D, the Debtors and Mengnu intended to justify giving Mengnu
95% of the equity by artificially creating a secured claim under the critical vendor motion and then using



all other general unsecured creditors would receive a pro rate share of only 5% of the equity of
the reorganized Debtors and, at most, a $1.4 million unsecured “hope note” from the reorganized
Debtors that matures two years from the date of issuance, which the Committee attributes little,
if any, value. (Mengnu Term Sheet at. Pg. 4).

16.  The Mengnu Term Sheet also provides numerous benefits for the Debtors’
insiders, including (i) releases for the Debtors’ officers and directors (Mengnu Term Sheet at
pgs. 1-2, 5); (ii) continued involvement of Rami Abada and Harley Greenfield, two of the
Debtors’ insiders, on the board of directors of the reorganized Debtors (Mengnu Term Sheet at
pg. 5); and (iii) the implementation of a “Management Incentive Plan” providing for incentive
stock options for the management of the Reorganized Debtors (Mengnu Term Sheet at pg. 5).
The reorganized Debtors would be responsible for the resolution of all general unsecured claims
and would retain all chapter 5 cause of actions for the benefit of the reorganized Debtors, not the
general unsecured creditors. (Mengnu Term Sheet at pg. 1).

D. The Critical Vendor Motion

17.  OnJuly 19, 2010, the Debtors filed a critical vendor motion (the “Critical

Vendor Motion”)’ that sought various types of extraordinary relief for the sole benefit of

Mengnu. The relief sought in the Critical Vendor Motion clearly demonstrates how the Debtors’
senior management and Mengnu are working together, not to preserve value for all creditors, but

to instead turn the business over to Mengnu.

this secured status as the basis for treating Mengnu differently than all other similarly situation unsecured
creditors.

! Docket Entry No. 4.



18. Pursuant to the Critical Vendor Motion, the Debtors deemed Mengnu the
sole critical supplier in these chapter 11 cases and sought approval of weekly payments to

Mengnu in the amount of $400,000 (the “Critical Vendor Payments™) throughout the duration of

the Debtors chapter 11 cases. (Critical Vendor Motion at §25.ii.). Mengnu would be authorized
to apply the Critical Vendor Payments to amounts due from the Debtors on account of pre-
petition indebtedness. (Critical Vendor Motion at §25.iv.). In addition, the Debtors and Mengnu

would be authorized to enter into a security agreement (the “Security Agreement”) that would

provide Mengnu with a first priority, perfect security interest in all goods supplied by Mengnu
after the Petition Date and all proceeds thereof. (Critical Vendor Motion at §25.vii.).

19. In exchange, Mengnu would agree to continue to ship product to the
Debtors. (Critical Vendor Motion at 125.iii). However, upon information and belief, the
Committee believes that the Debtors had no intent to make any payments to Mengnu during the
course of the Debtors’ chapter 11 cases. Instead, the Debtors and Mengnu intended to artificially
create a secured claim for Mengnu by not making any post-petition payments. This would serve
as the basis for giving Mengnu 95% of the equity of the reorganized Debtors pursuant to the
terms of the Mengnu Term Sheet. The Court declined to hear the Critical Vendor Motion until

the Committee had been appointed and had an opportunity to review it.?

Rather than pursue the Critical Vendor Motion over the objection of the Committee, the Debtors sought
entry of a “comfort order,” which was entered on July 26, 2010, affording Mengnu administrative expense
status for post-petition deliveries and authorizing the Debtors to pay Mengnu on a “cash on delivery” basis
within two business days of receipt of inventory. However, Mengnu only agreed to allow product already
“on the water” to be delivered based upon these terms. Mengnu refused to ship additional product that was
previously ordered or satisfy new orders based upon these terms and, to this day, has stated that it will not
accept new orders unless the Critical Vendor Motion is approved. The Critical Vendor Motion has yet to
be withdrawn by the Debtors. Docket Entry Nos. 70, 81.



E. The Eisner Retention Application

20. On August 13, 2010, the Debtors filed the Application, seeking Court
authority to retain and compensate Eisner pursuant to an engagement letter dated June 2, 2010

(the “Engagement Letter”). The Debtors maintain that Eisner’s retention is a necessary

prerequisite to the Debtors’ compliance with SEC reporting requirements. Application at 114.

21.  Asstated in the Application, Eisner’s main role would be to assist the
Debtors in completing their 2010 audit, including preparation of an opinion letter to be included
in the Debtors’ annual report. Application at 8. The Debtors propose to pay Eisner, without
further application to this Court, 100 percent of Eisner’s post-petition fees and expenses with an
annual cap of $255,000. Application at §15; see also Engagement Letter at p. 4.

OBJECTION

22.  As set forth above, the Committee does not question the ability of Eisner
to perform the tasks set forth in the Application but instead the wisdom of expending the
Debtors’ minimal financial resources at this time, if it can be avoided. As this Court is well
aware, the Debtors are operating on a very tight budget and have no financing. The Mengnu
Term Sheet and Plan Support Agreement do not provide for any cash distributions to general
unsecured creditors upon the effective date of a plan and only provides general unsecured
creditors, other than Mengnu, an unsecured “hope note” that at best would result in a 10%
recovery for creditors in the future. The Committee attributes little to no value to this note.
Accordingly, every dollar saved in this case is critically important. Rather than spend at least
$255,000 to conduct an audit, which is only necessary for the Debtors’ annual report, a more
prudent course, given the cash poor position of the Debtors, would be to request a no action letter

from the SEC regarding the Debtors’ reporting requirements. In addition, if the Debtors have not



already done so, the SEC should be added to the 2002 service list and should be provided all
pleadings and monthly operating reports filed by the Debtors in these cases.

23. The Debtors’ justification for retaining Eisner is to ensure compliance
with SEC reporting requirements. Although public companies are subject to explicit reporting
requirements under the Exchange Act, including the filing of quarterly and annual reports, the
SEC has, in numerous instances, authorized modified reporting for public companies in
bankruptcy. Such reporting has been approved in much larger bankruptcies such as In re
Tarragon Corp. (Case No. 09-10555, Bankr. D. N.J.), In re Linens Holding Co., et al. (Case No.
08-10832, Bankr. D. Del.), and In re Worldcom Inc. (Case No. 02-13533, Bankd. S.D.N.Y.).

24. Modifying reporting requirements to substitute the filing of monthly
operating reports for quarterly and annual reports is a practice that has been accepted by the

SEC. The concept derives from the SEC’s Release No. 34-9660 (the “Release”)” and the Staff

Legal Bulletin (CF) No. 2 (the “Bulletin No. 2”).*® Published in 1972, the Release indicated that
the SEC would be amenable to modified reporting requirements when not inconsistent with the
protection of investors. The Release specifically recognized the challenges of bankruptcy and
stated that modified reporting may be permissible in certain circumstances, such as if reporting
would be unreasonably expensive. The SEC expressed the opinion that with respect to issuers
subject to the jurisdiction of the bankruptcy courts, it could accept reports that differ in form or
content from reports required to be filed under the Exchange Act. See 1972 SEC Lexis 449; see
also David J. Barton, What a Public Company in Chapter 11 Should Know About SEC

Disclosure and Filing Requirements, The Journal of Corporate Renewal, Jan. 23, 2009.

S Release No. 9660 dated June 30, 1972, 1972 SEC Lexis 449.
10 Staff Legal Bulletin No. 2 (CF) (April 15, 1997), available at www.sec.gov/interps/legal/slbcf2.txt.
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25. The SEC’s position on modified reporting under the Exchange Act for
issuers that are either reorganizing or liquidating under the Bankruptcy Code was further
clarified by the Division of Corporate Finance’s Bulletin No. 2 which was published in 1997.
Although stating that the Bankruptcy Code does not provide an exemption from Exchange Act
reporting, the Division recognized the general position expressed in the Release that modified
reporting may be appropriate in certain circumstances. The Division stated that in deciding
whether to accept modified reports, the SEC would consider (i) how difficult it is for the issuer to
obtain the information; (ii) the issuer’s financial condition; (iii) the issuer’s efforts to advise its
security holders and the public of its financial condition and activities; and (iv) the nature and
extent of the trading in the issuer’s securities.

26. The Division provided a procedure for seeking modified reporting.

Issuers in bankruptcy may request a “no-action” position from the Division that applies the
above considerations to the issuer’s facts. The Division stated that it would also consider

(i) whether the issuer complied with its Exchange Act reporting obligations before its filing;

(ii) whether the issuer, when it filed its Form 8-K announcing bankruptcy, made any other efforts
to advise the market of its financial condition; and (iii) whether the issuer is able to continue
reporting and whether the information in the modified reports is adequate to protect investors.
To the extent an issuer can satisfy these requirements, the Division states that instead of annual
and quarterly reports on Form 10-K and 10-Q, the Division will accept the monthly reports that

an issuer must filed with the bankruptcy court under Bankruptcy Rule 2015. See Bulletin No. 2.

11



27. Based upon the authority set forth in the Release and Bulletin No. 2,
debtors have routinely requested modified reporting and the SEC has granted such relief through
the issuance of no action letters.* For example, the Office of Chief Counsel, Division of
Corporate Finance issued a no action letter for Hauser, Inc. (“Hauser”) which permitted Hauser,
a debtor-in-possession that continued to operate its business, not to file periodic reports under the
Exchange Act but instead, during the pendency of its bankruptcy proceedings under chapter 11,
file monthly operating reports under cover of Form 8-K. A copy of the no action letter and
underlying request of Hauser are attached hereto as Exhibit A. Hauser was a debtor that had
ceased some of its business, continued to operate a portion of its business and was pursuing a
sale of its remaining assets (Exhibit A at pg. 14). Hauser’s request letter argued that the common
stock had been delisted and was only trading over-the-counter. (Exhibit A at pg. 10). Hauser
also argued that continued compliance would cause undue hardship on the debtors’ extremely
limited financial and human resources. Hauser focused on the fact that continued reporting
requirements would force Hauser to utilize outside accounting advisors which would impose a
further cash burden on the estate. Hauser also noted that there was no guaranty that a
reorganization would be successful and, even if successful, there would likely be no return for
shareholders.

28.  Although this is not the appropriate forum for arguing whether a no action
letter should be granted, the Committee submits that the Debtors could be successful in
requesting modified reporting requirements. Much like Hauser, the Debtors common stock has
been delisted and there is no prospect of any recovery to equity, even if these cases resulted in a

reorganization. The Debtors have limited financial and human resources. As the Application

1 See examples of no action letter issued by SEC at http://www.sec.gov/divisions/corpfin/cf-

noaction.shtml#list.
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clearly demonstrates, the need to continue quarterly and annual reporting will require the
retention of Eisner as auditors and will impose a significant cash burden on the Debtors.
However, this expense could be eliminated, and at lest $255,00 preserved in the estates, if the
Debtors obtain the consent of the SEC to modify its reporting requirements to substitute the
filing of monthly operating reports in place of quarterly and annual reports. The Debtors have
failed to explore this option.

29. Moreover, the Debtors provide no explanation as to why the estates should
bear this financial burden in keeping the Debtors public in light of the delisting of their stock and
the utter lack of an real chance of recovery by equity. The only reason is that Mengnu is
requiring the Debtors to remain public. Given that the Debtors do not appear to have any real
interest in marketing their assets and have no prospects of financing, the plan contemplated by
the Plan Support Agreement and the Mengnu Term Sheet is the only option that the Debtors are
actively pursuing. The Plan Support Agreement requires the Debtors to continue reporting. Itis
important to Mengnu for the Debtors to remain public. The process of going public can cost
several millions of dollars, expecially for foreign entities. Perhaps Mengnu wishes to utilize the
public nature of the Debtors to effectuate its own interests in going public.

30. The Debtors should be making every effort to minimize unnecessary
expenses. Although the Committee recognizes the need to comply with SEC reporting
requirements, the Debtors have ninety days from the end of their fiscal year end to file their
annual report. See generally Instructions for filing Annual Report Pursuant to Section 13 or
15(d) of the Securities Exchange Act of 11934 at section A(2)(c). Rather than looking to spend

$255,000, the Debtors would be better served utilizing their time to try and modify their

13



reporting requirement by filing their monthly operating reports, as numerous other debtors in
bankruptcy have done.

31. The Committee requests that the Court adjourn the Application to permit
the Debtors to seek modified reporting requirements. Such action would be prudent given the
fact that the ultimate outcome of these cases, at this time, is unclear. Although these cases began
with the Debtors championing the Mengnu plan of reorganization, it is unclear if and how the
Debtors will be able to effectuate such a plan over the Committee’s objection. In the meantime,
Mengnu has required cash in advance payments for previously ordered inventory and has refused
to commit to satisfying any new inventory orders. The Debtors have also not been able to reach
any long term agreement with Merrick regarding the level of holdbacks that Merrick is entitled
to impose on new deposits. Instead, the Debtors have relied on a series of three short-term
stipulations to prevent additional holdbacks. Merrick, however, has the power to re-instate the
holdbacks which could irreparably damages the Debtors’ cash flow. In the event that either
Mengnu refuses to supply product or Merrick reinstitutes holdbacks, the Debtors’ ability to
reorganize would be crippled. In addition, the Debtors’ lack of financing makes the prospects of
reorganizing all the more precarious. Given this uncertainty, it is premature to retain an auditor
whose main task is to bring the Debtors into compliance with SEC reporting requirements. If the
Court believes Eisner should be retained at this time, Mengnu should bear the cost of Eisner --

not the estates.
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CONCLUSION

WHEREFORE, the Committee respectfully request that the Court (i) adjourn the
Application; and (ii) grant such other and further relief as the Court deems just and proper.

Dated: New York, New York
September 10, 2010
KELLEY DRYE & WARREN LLP

By: /s/ James S. Carr
James S. Carr
Eric R. Wilson

101 Park Avenue

New York, New York 10178
Tel: (212) 808-7800

Fax: (212) 808-7897

Proposed Counsel to The Official Committee of
Unsecured Creditors of Jennifer Convertibles, Inc., et
al.
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Hauser, Inc.: No Action, Interpretive and/or Exemptive Letter of July 17, 2003 Page 1 of 15

Home | Previous Page

Securities Exchange Act of 1934 —
Sections 13 and 15(d)

No Action, Interpretive and/or Exemptive Letter:
Hauser, Inc.

July 17, 2003

Response of the Office of Chief Counsel
Division of Corporation Finance

Re: Hauser, Inc.
Incoming letter dated July 10, 2003

Based on the facts presented, the Division will not recommend enforcement
action to the Commission if Hauser does not file periodic reports under
Sections 13(a) and 15(d) of the Securities Exchange Act of 1934, until such
time as Hauser is released from proceedings under the Bankruptcy Code
pursuant to an effective pian of reorganization.

During the pendency of its bankruptcy proceedings under Chapter 11 of the
Bankruptcy Code, the Company will file, under cover of Form 8-K:

¢ all financial reports that are required to be filed with the Bankruptcy
Court within 15 days after such reports are required to be filed with
the Bankruptcy Court; and

o disclosure regarding material events relating to the bankruptcy.

When Hauser reorganizes pursuant to Chapter 11, it must file a Form 8-K
containing an audited balance sheet upon effectiveness of the plan of
reorganization. Hauser must then comply fully with its reporting obiigations
under the Exchange Act for all periods commencing after release from
proceedings under the Bankruptcy Code. In any filings under the
Securities Act of 1933, the Division will not accept unaudited financial
statements of Hauser for any periods for which audited financial statements
are required even though some portion of such periods might cover the
period during which the Hauser was subject to bankruptcy proceedings.

This position is based on the representations made to the Division in your
letter. Any different facts or conditions might require the Division to reach a
different conclusion. Further, this response expresses the Division's position
on enforcement action only and does not express any legal conclusion on
the questions presented.

http://www.sec.gov/divisions/corpfin/cf-noaction/hauser071703.htm 9/9/2010



Hauser, Inc.: No Action, Interpretive and/or Exemptive Letter of July 17, 2003

http://www.sec.gov/divisions/corpfin/cf-noaction/hauser071703.htm

Sincerely,

Keir D. Gumbs
Special Counsel

Incoming Letter:

Willkie Farr & Gallagher LLP
787 Seventh Avenue -

New York, New York 10019
Tel: (212) 728-8843

Fax: (212) 728-9843

July 10, 2003
BY HAND

Office of Chief Counsel

Division of Corporation Finance
Securities and Exchange Commission
450 Fifth Street, N.W.

Washington, D.C. 20549

Attn: Keir Gumbs

Re: Hauser, Inc.
Commission File Number 0-17174

Request for Modification of Reporting Obligations Under the Securities
Exchange Act of 1934

Dear Mr. Gumbs:

On behalf of our client Hauser, Inc., a Delaware corporation ("Hauser" or
the "Company"), we hereby request, based upon the facts and
circumstances discussed below, that the Staff agree not to recommend
enforcement action by the Securities and Exchange Commission (the
"Commission") if Hauser follows the modified reporting procedures set forth
herein. Hauser's common stock, par value $0.001 per share (the "Common
Stock"), has been registered under Section 12(g) of the Securities
Exchange Act of 1934, as amended (the "Exchange Act"), and, as such,
Hauser is currently required to file periodic reports pursuant to Section 13
(a) of the Exchange Act. This letter replaces and supercedes the letter
originally delivered to the Commission on May 6, 2003.

Based on Securities Exchange Act Release No. 9660 (June 30, 1972) (the
"Release"), the Commission's Staff Legal Bulletin No. 2 (April 15, 1997)
(the "Staff Bulletin") and the Commission's related no-action
correspondence, during the pendency of its Chapter 11 case (as discussed
below), Hauser proposes to file with the Commission, under cover of
Current Reports on Form 8-K, copies of the monthly financial reports that
are required to be filed with the Office of the United States Trustee (the
"United States Trustee") pursuant to Bankruptcy Rule 2015 and the United
States Trustee's Financial Reporting Requirements for Chapter 11 Cases
(the "Trustee's Reports") as well as other material information concerning

Page 2 of 15
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Hauser, Inc.: No Action, Interpretive and/or Exemptive Letter of July 17, 2003

http://www .sec.gov/divisions/corpfin/cf-noaction/hauser071703.htm

developments in its bankruptcy proceedings, in lieu of continuing to file
quarterly and annual reports under Section 13(a) of the Exchange Act.
Hauser will continue to comply with all other requirements of the Exchange
Act, including Regulation 14A regarding the solicitation of proxies. In
addition, as the Trustee's Reports are not readily available in an electronic
format, Hauser requested, by letter dated May 6, 2003, a continuing
hardship exemption from EDGAR filings pursuant to Rule 202 of Regulation
S-T. On May 15, 2003, the Commission granted Hauser's request for a
continuing hardship exemption.

I. Background

Hauser is a supplier of natural product extracts and related products to the
dietary supplement market in the United States. Hauser manufactures
extracts from botanical raw materials using its proprietary technologies in
extraction and purification. Hauser also provides chemical engineering
services and contract research and development, as well as basic research
and product development on natural products. Hauser's services are
principally marketed to the pharmaceutical, dietary supplement and food
ingredient industries.

Hauser was re-incorporated in Delaware on December 8, 1999 as the
successor company to a Colorado corporation, Hauser, Inc. Hauser's
predecessor corporation was incorporated in 1996 as the successor
company to Hauser Chemical Research, Inc., a Delaware corporation.

On April 1, 2003 (the "Petition Date"), Hauser filed a voluntary petition for
relief under Chapter 11 of Title 11 of the United States Code (the
"Bankruptcy Code") in the United States Bankruptcy Court for the Central
District of California (the "Bankruptcy Court"), Case Number LA 03-18795-
BB. On the Petition Date, Hauser's three wholly owned subsidiaries,
Botanicals International Extracts, Inc., a Delaware corporation (Case
Number LA 03-18788-BB), Hauser Technical Services, Inc., a Delaware
corporation (Case Number LA 03-18798-BB) ("HTS"), and ZetaPharm, Inc.,
a New York corporation (Case Number LA 03-18802-BB) ("ZetaPharm"),
also filed voluntary petitions for relief under Chapter 11 of the Bankruptcy
Code in the Bankruptcy Court. Hauser and each of the foregoing
subsidiaries of Hauser are collectively referred to herein as the "Filing
Companies.” Pursuant to a Bankruptcy Court order dated April 8, 2003, the
four cases are being jointly administered under Case Number LA 03-18788-
BB. Each of the Filing Companies remains in possession of its respective
assets and properties, and continues to operate its respective business, as
a debtor-in-possession under the jurisdiction of the Bankruptcy Court and
in accordance with the applicable provisions of the Bankruptcy Code.

II. Applicable Law

In the past, the Commission or its Staff has agreed to suspend or modify
the Exchange Act reporting requirements of certain issuers subject to
bankruptcy proceedings. In the Release and the Staff Bulletin, the
Commission states that it may accept reports differing in form and content
from the quarterly and annual reports required under the Exchange Act
where the issuer has "ceased or severely curtailed [its] operations" and
such a modification of the issuer's reporting requirements is "not
inconsistent with the protection of investors." Granting the relief requested
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herein would be consistent with the Release, the Staff Bulletin and the
Commission's prior no-action correspondence, where, as here, full
compliance with the reporting requirements of the Exchange Act would
pose an undue hardship, such compliance was not needed to protect and
inform investors and the public, and the modified reporting procedures
proposed were not inconsistent with the public interest. See, e.g., Insilico
Holding Co. (March 18, 2003); Laclede Steel Company (July 25, 2002);
Opticon Medical, Inc. (June 28, 2002); Brazos Sportswear, Inc. (November
22, 1999); Roberds, Inc. (October 4, 2000); LA Gear, Inc. (February 27,
1998); Martin Lawrence Limited Editions (July 3, 1997); Comptronix
Corporation (April 4, 1997); and Cray Computer Corporation (May 16,
1996).

The Release also refers to Section 12(h) of the Exchange Act, which permits
the Commission to exempt issuers in whole or in part from the reporting
requirements of the Exchange Act "if the Commission finds, by reason of
the number of public investors, amount of trading interest in the securities,
the nature and extent of the activities of the issuer, income or assets of the
issuer, or otherwise, that such action is not inconsistent with the public
interest or the protection of investors." Many of these bases for granting
relief under Section 12(h) are applicable to Hauser: there is only minimal
trading activity in Hauser's securities; the capacity and scope of Hauser's
businesses have been greatly diminished; the equity value of Hauser's
shareholders has decreased significantly and has, in all likelihood, been
eliminated; and Hauser's remaining employees necessarily devote a large
portion of their time to activities related to Hauser's reorganization.

The Release also mentions Exchange Act Rule 12b-21 as a potential basis
for relief from the reporting requirements of the Exchange Act. This rule
provides, in part, that "[if] any required information is unknown and not
reasonably available to the registrant . . . because the obtaining thereof
would involve unreasonable effort or expense, . . . the information may be
omitted . . . {and] such information on the subject as [the registrant]
possesses or can acquire without unreasonable effort or expense, together
with the sources thereof" may instead be provided. In its discussion of Rule -
12b-21, the Release states that "in general, an unreasonable effort or
expense would result if the benefits which might be derived by the
shareholders of the issuer from the filing of the information are outweighed
significantly by the cost to the issuer of obtaining the information."

For the reasons set forth below, Hauser believes that the cost and
administrative burden to Hauser of obtaining the information necessary to
comply with the Exchange Act reporting requirements significantiy
outweighs the benefits derived by Hauser's shareholders from Hauser's full
compliance with the Exchange Act reporting requirements.

IIX. Discussion

A. Hauser Was Timely in Filing Its Form 8-K Reporting Its Chapter
11 Filing.

On the Petition Date, Hauser publicly announced the bankruptcy filings of
the Filing Companies in a press release. On April 8, 2003, Hauser filed a
Form 8-K with the Commission reporting the bankruptcy filings. The
deadline for filing the Form 8-K with the Commission was April 16, 2003.
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B. Hauser's Compliance With Its Exchange Act Reporting
Obligations Has Been Timely.

As mentioned above, on April 8, 2003, Hauser filed a Form 8-K with the
Commission reporting the bankruptcy filings. The deadline for filing the
Form 8-K with the Commission was April 16, 2003. In addition, for the
twelve-month period prior to the filing of its petition for reorganization to
the present, Hauser has complied with its reporting obligations under the
Exchange Act and has timely filed the following reports:

(i) Form 12b-25-Notification of Late Filing (filed on July 1, 2003);

(if) Current Report on Form 8-K reporting that Hauser had filed its Trustee's
Report for the month ended May 31, 2003 with the United States Trustee
(filed on June 30, 2003);

(iii) Current Report on Form 8-K reporting that Hauser had filed its
Trustee's Report for the month ended April 30, 2003 with the United States
Trustee (filed on June 10, 2003);

(iv) Current Report on Form 8-K reporting the approval by the Bankruptcy
Court of a cash collateral stipulation with the Filing Companies' senior
lender (filed on April 21, 2003);

(v) Current Report on Form 8-K reporting the filing of the Chapter 11
petitions by the Filing Companies (filed on April 8, 2003);

(vi) Quarterly Report on Form 10-Q for the quarterly period ended
December 31, 2002 (filed on February 14, 2003);

(vii) Current Report on Form 8-K reporting that Hauser entered into an
amendment to its Amended and Restated Credit Agreement, dated
December 7, 2001, as amended (the "Amended and Restated Credit
Agreement"), with Wells Fargo Bank, N.A,, its senior lender ("Wells Fargo™),
which, among other things, amended the maturity date of its revolving line
of credit to December 31, 2002, and reduced its line of credit from $9.0
million to $8.7 million (filed on December 6, 2002);

(viii) Quarterly Report on Form 10-Q for the quarterly period ended
September 30, 2002 (filed on November 14, 2002);

(ix) Schedule 14A relating to Hauser's annual meeting of shareholders held
on December 5, 2002 (filed on November 13, 2002);

(x) Current Report on Form 8-K reporting that Hauser entered into an
amendment with Wells Fargo which, among other things, amended the
maturity date of both the term note and the revolving line of credit existing
under its Amended and Restated Credit Agreement (filed on September 17,
2002);

(xi) Current Report on Form 8-K reporting that on August 27, 2002,
Hauser's wholly owned subsidiary HTS sold the assets and certain liabilities
of its Shuster Laboratories division to STR Acquisition Sub (filed on
September 11, 2002);
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(xii) Quarterly Report on Form 10-Q for the quarterly period ended June 30,
2002 (filed on August 14, 2002);

(xiii) Current Report on Form 8-K reporting that on August 7, 2002, at the
recommendation of Hauser's audit committee, Hauser engaged BDO
Seidman, LLP as Hauser's independent public accountants (filed on August
8, 2002),

(xiv) Current Report on Form 8-K reporting that on July 30, 2002, at the
recommendation of Hauser's audit committee, the Board of Directors of
Hauser determined that it would no longer engage Arthur Andersen LLP as
Hauser's independent public accountants (filed on August 6, 2002 and
amended by a Form 8-K/A filed on August 8, 2002);

(xv) Current Report on Form 8-K reporting that in April and June 2002,
Hauser defaulted under its Amended and Restated Credit Agreement; the
Form 8-K also reported that on June 25, 2002, in consideration of a waiver
by Wells Fargo of these events of default, Hauser entered into an
amendment with Wells Fargo, which, among other things, amended the
maturity date of both its term note and its revolving line of credit existing
under its Amended and Restated Credit Agreement (filed on July 1, 2002);
and

(xvi) Annual Report on Form 10-K for the fiscal year ended March 31, 2002
(filed on June 28, 2002 and amended by Form 10-K/A filed on November
12, 2002).

In addition to its required Exchange Act filings, Hauser also issued press
releases to advise investors of other news relating to its business
operations, such as quarterly operating results, the hiring of a new Vice
President of Business Development and the like. These press releases
generally were not filed under cover of Form 8-K unless (as was the case
with the Forms 8-K filed on April 8, 2003, September 11, 2002, September
17, 2002 and December 6, 2002) they were deemed by management to
report material developments. In accordance with the provisions of the
Bankruptcy Code, Hauser is required to file the Trustee's Reports with the
United States Trustee on a monthly basis. On May 30, 2003, Hauser filed
its Trustee's Report for the month ended April 30, 2003 with the United
States Trustee (the "April Trustee's Report"). On June 16, 2003, Hauser
filed its Trustee's Report for the month ended May 31, 2003 with the United
States Trustee (the "May Trustee's Report"). On June 10, 2003, Hauser
filed the April Trustee's Report with the Commission. On June 30, 2003,
Hauser filed the May Trustee's Report with the Commission. Hauser intends
to continue to file the Trustee's Reports with the Commission within 15
days of filing such reports with the United States Trustee,

C. Hauser Has Continuously Advised the Market of Its Financial
Condition.

Hauser has continuously advised the market of its financial condition. The
following are a few excerpts of certain disclosures Hauser has previously
made in its periodic reports disclosing its financial condition. This is by no
means an exhaustive list of Hauser's previous public disclosures regarding
its financial condition.
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The following disclosure appeared in Hauser's Form 10-K for the fiscal year
ended March 31, 2000 (filed on July 14, 2000 and amended by a Form
10K/A filed on July 31, 2000):

"Since February 28, 1999, the Company has not been in compliance
with the financial covenants under the Credit Facility and has not
obtained a waiver for these violations. The Company is currently in
default under the terms of the Credit Facility and exceeded its
borrowing base availability by $1,200,000 at March 31, 2000. As of
June 30, 2000, the Company's borrowings under the Credit Facility
totaled approximately $24,500,000 and exceeded borrowing base
availability by $3,600,000. The Company has been in discussions with
the lender regarding a restructure of the Credit Facility. There can be
no assurance that the lender will agree to restructure the Credit Facility
on terms acceptable to the Company. Due to the Company's covenant
violations, the lender can call the Credit Facility at any time, and may
pursue other actions available to it, some of which could have a
significant negative impact on the Company's ongoing operations. . . .
In the event that the Company is unable to successfully negotiate an
amendment to the Credit Facility . . . alternative financing would be
required. If additional financing is not available, or the terms of the
available financing are not acceptable to the Company, the Company
would have to delay planned expenditures and/or cut back on its
current level of spending to meet its liquidity needs. There is no
assurance that such additional financing will be available when and if
needed by the Company. These uncertainties raise substantial doubt
about the Company's ability to continue as a going concern."”

The following disclosures appeared in Hauser's Form 10-K for the fiscal year
ended March 31, 2001 (filed on July 16, 2001):

"The Company has experienced significant losses from operations. The
operating losses in fiscal year ended 2001 and the eleven months
ended March 2000 resulted primarily from a worldwide oversupply of
dietary supplement products.”

"In the event that the Company is unable to successfully negotiate a
new credit facility, alternative financing would be required. There is no
assurance that such alternative financing will be available when and if
needed by the Company. If alternative financing is not available, or the
terms of the available financing are not acceptable to the Company, the
Company would have to delay planned expenditures and/or reduce its
level of spending to meet its liquidity needs. These uncertainties raise
substantial doubt about the Company's ability to continue as a going
concern."”

The following disclosures appeared in Hauser's Form 10-K for the fiscal year
ended March 31, 2002 (filed on June 28, 2002):

"The Company has experienced significant losses from operations. In
fiscal year 2002, a major factor in the operating loss was the
$2,884,000 restructuring charge which was recorded, primarily due to
costs of contractual severance and facilities consolidation."

"In April and June 2002, the Company defaulted under the Company's
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Amended and Restated Credit Agreement (the "Amended Credit
Facility"), which it entered into with [Wells Fargo] on December 7,
2001. The defaults occurred because the Company failed to make $1.9
million of a $3.0 million payment on April 30, 2002, as required by the
term note, and was not in compliance with its cash flow covenant for
the quarter ending June 30, 2002. On June 25, 2002, in consideration
of a waiver by Wells Fargo of these events of default, the Company
amended the terms of the Amended Credit Facility (the "Amendment").
Pursuant to the Amendment, both the term note and the revolving line
of credit will mature on August 31, 2002. Specifically, the Amendment
extends the maturity date of the term note from June 30, 2002 to
August 31, 2002 and amends the maturity date of the revolving line of
credit from August 31, 2003 to August 31, 2002. The Company is
engaged in discussions, including discussions regarding the sale of
Shuster Laboratories, which could result in the Company obtaining
funds to pay the outstanding loans to Wells Fargo in August 2002 and
permit the Company to obtain a new line of credit to finance
operations. There can be no assurance that the requisite funds will be
obtained."

The following disclosure appeared in Hauser's Form 10-Q for the quarterly
period ended June 30, 2002 (filed on August 14, 2002):

“In April and June 2002, the Company defaulted under the Amended
Credit Facility. The defaults occurred because the Company failed to
make $1.9 million of the $3.0 million payment due on April 30, 2002,
as required by the term note, and was not in compliance with its cash
flow covenant for the quarter ending June 30, 2002. On June 25, 2002,
in consideration of a waiver by Wells Fargo of these events of default,
the Company entered into the Amendment, pursuant to which, both the
term note and the revolving line of credit will mature on August 31,
2002. Specifically, the Amendment extends the maturity date of the
term note from June 30, 2002 to August 31, 2002 and amends the
maturity date of the revolving line of credit from August 31, 2003 to
August 31, 2002. The Company is engaged in discussions, including
regarding the sale of Shuster, which could result in the Company
obtaining funds to pay the outstanding loans to Wells Fargo in August
2002 and permit the Company to obtain a new line of credit to finance
operations. As of June 30, 2002, Shuster is being presented as a
discontinued operation, as the Company adopted a plan to sell this
division. There can be no assurance that the requisite funds will be
obtained. These circumstances raise substantial doubt about the ability
of the Company to continue as a going concern."

The following disclosure appeared in Hauser's Form 10-Q for the quarterly
period ended September 30, 2002 (filed on November 14, 2002):

"On October 31, 2002, the Company amended its Amended Credit
Facility, extending the maturity to November 30, 2002 and reducing its
revolving credit line from $10,000,000 to $9,000,000. The Company is
engaged in discussions which could result in the Company obtaining
funds to pay the outstanding loans to Wells Fargo when due, and
permit the Company to obtain a new line of credit to finance
operations. There can be no assurance that the requisite funds will be
obtained. If alternative financing is not available to enable the
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Company to repay Wells Fargo by November 30, 2002, the terms of the
alternative financing are not acceptable to the Company, or Wells Fargo
will not extend the maturity of its loan, the likelihood of the Company
to continue as a going concern would be in question. Arthur Andersen
LLP, the former auditors for the Company, issued an opinion in
connection with the audit of the fiscal year March 31, 2002, which
stated that there is a substantial doubt about the ability of the
Company to continue as a going concern."

The following disclosures appeared in Hauser's Form 10-Q for the quarterly
period ended December 31, 2002 (filed on February 14, 2003):

"[The Company] has experienced significant losses from operations.
The Company has substantially reduced costs, increased manufacturing
efficiencies, consolidated operations, restructured administrative
activities and reduced operating assets. However, these actions have
not been sufficient to allow Hauser to remain in compliance with the
terms of its borrowing arrangements."

"Zuellig Botanicals, Inc., a Delaware corporation and significant
stockholder of the Company ("ZBI"), has made a non-binding proposal
to acquire the Company's extracts, nutritional, nutraceuticals and
vitamins business (the "Business"). In response to this proposal, the
Company's Board of Directors established a special committee of
independent directors (the "Special Committee") to consider and
evaluate the proposal and alternatives in the context of evaluating
options available to the Company which would permit the Company to
satisfy its cash needs and its obligations to its creditors, including
[Wells Fargo], the Company's senior secured lender. The Special
Committee engaged a financial advisor and counsel. While no decision
has been reached, it is likely that any alternative will involve a
voluntary bankruptcy filing under Chapter 11 of the Bankruptcy Code
("Chapter 11").

The Special Committee has been negotiating with ZBI and its
representatives, but there can be no assurance that the Company and
ZBI will reach agreement. The Special Committee and ZBI have not
reached agreement on several of the proposed terms, many of which
are material. Further, the terms of any such agreement will require all
proceeds from the sale to be used to repay existing indebtedness and
payables of the Company. The transaction currently under discussion
would require a filing by the Company of a petition under Chapter 11
and a sale to ZBI pursuant to Section 363 thereunder. Even if the
Special Committee and ZBI reach agreement, the terms of such
transaction would be subject to further discussions and approvals by
the Company and ZBI, including the board of directors of each. Neither
the Company nor ZBI is under any obligation to execute a definitive
agreement with respect to the proposed transaction or to consummate
any transaction. If an agreement is executed, it will likely take several
months to close. There can be no assurance that any condition to
closing will be satisfied or that the Company's creditors (including its
lenders) will forbear from exercising their rights, if any, pending such
closing or, in the event the Company files a bankruptcy petition, that
the court will approve such transaction.
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On January 3, 2003, the Company received a letter from Wells Fargo
advising the Company that certain events of default had occurred and
are continuing under the Company's credit agreement with Wells Fargo,
including a payment default. Wells Fargo has informed the Company
that it will not waive these events of default. The Company is unable to
predict whether Wells Fargo will at any point pursue any or ail remedies
available to it, including acceleration of the Company's debt. The
Company has been unable to secure alternative financing which would
permit the Company to satisfy its obligations to Wells Fargo. If Wells
Fargo is not willing to defer collection of the past due amounts, Hauser
may be forced to seek bankruptcy protection. Similarly, a significant
amount of the Company's trade payables are past due. If a trade
creditor commences an action to place Hauser in bankruptcy, the
Company may seek bankruptcy protection on a voluntary basis. Given
these circumstances, Hauser's ability to continue as a going concern is
in question. Arthur Andersen LLP, the former auditors for the Company,
issued an opinion in connection with the audit of the fiscal year

March 31, 2002, which stated that there is a substantial doubt about
the ability of the Company to continue as a going concern."

In addition to the disclosures referenced above, on April 17, 2003, Hauser
publicly announced that the Bankruptcy Court had approved a cash
collateral stipulation with Wells Fargo. On April 21, 2003, Hauser filed a
Form 8-K with the Commission reporting the approval of the cash collateral
stipulation.

D. There Is Minimal Trading in Hauser's Securities.

The Release provides that, in "determining whether the modification of the
[Exchange Act] reporting requirements with respect to a particular issuer
would be consistent with the protection of investors the Commission will
consider the nature and extent of the trading in the securities of the
issuer." In addition, the Staff Bulletin notes that the Staff will review "the
nature and extent of trading in the issuer's securities" when considering the
issuers request for modified reporting.

The Common Stock was delisted from The Nasdaq Stock Market on
November 1, 2000 and is currently traded over-the-counter with quotations
on The Nasdaq OTC Bulletin Board. As of July 7, 2003, Hauser had
6,436,891 shares of Common Stock outstanding and its Common Stock was
held of record by 540 persons. As mentioned above, Hauser filed a
voluntary petition for relief under Chapter 11 of the Bankruptcy Code on
April 1, 2003, and since that time, trading in Hauser's Common Stock has
continued to be minimal, with only 238,900 of its 6,436,891 outstanding
shares of Common Stock being traded during the period from April 1, 2003
through July 7, 2003. As shown below, trading in Hauser's Common Stock,
both during the three-month period preceding the bankruptcy filing and the
period subsequent to the bankruptcy filing, has been very minimal. In
March 2003, February 2003 and January 2003 the total trading volume was
77,000 shares, 54,200 shares and 44,900 shares, respectively. During the
period from April 4, 2003 through July 7, 2003, only 213,800 shares
traded. Attached for your reference on Exhibit A is a detailed breakdown of

the daily trading volume of the Common Stock for the three months prior
to, and the period subsequent to, the bankruptcy filing.
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E. Continued Compliance Would Cause an Undue Hardship on
Hauser and Its Limited Resources.

Hauser believes that continued compliance with the reporting requirements
of the Exchange Act would cause an undue hardship on Hauser's extremely
limited financial and human resources. Over the past fifteen months,
Hauser has severely curtailed its operations. As part of its reorganization
process, Hauser sold the Hauser Laboratories division and Shuster
Laboratories division of its wholly owned subsidiary HTS. Hauser recently
shut down the operations of its wholly owned subsidiary ZetaPharm.
Additionally, Hauser is currently in the process of seeking a buyer for the
Contract Research Organization division ("CRO") of HTS.

In conjunction with this curtailing of operations, Hauser has reduced its
employees from 235 as of January 24, 2002 to 98 as of May 5, 2003, a
58.3% decrease. During the same period, Hauser reduced its corporate
employees from 14 as of January 24, 2002 to 11 as of May 5, 2003, a
21.4% decrease. In its reduction, Hauser has been unable to retain certain
of its key employees, including its controlier, who Hauser estimates spent
approximately 180 hours during fiscal 20031 preparing Exchange Act
reports. As a result, the 11 remaining corporate employees have had to
assume substantial additional responsibilities. In addition to handling the
financial, administrative and accounting services for Hauser and its
subsidiaries, these corporate employees now have to devote substantially
all of their time to administering the Chapter 11 cases, including preparing
monthly cash flows, income statements and other financial information
required for the monthly Trustee's Reports, preparing budgets for Hauser's
cash collateral lender, analyzing accounts payable and accounts receivable,
compiling reports for Hauser's creditors, restructuring Hauser's corporate
operations, locating a suitable purchaser for the CRO division and
formulating and preparing a plan of reorganization. Additionally, Hauser's
corporate employees must also concern themselves with various activities
relating to the continuing conduct of Hauser's remaining businesses. Having
to continue to prepare the reports required under the Exchange Act will
require the investment of time and resources that Hauser's limited
accounting and financial reporting staff of four employees? simply does not
have. Furthermore, if Hauser is required to continue filing its Exchange Act
reports, Hauser will be forced to utilize its outside accounting and legal
advisors which would impose a further cash burden on Hauser. By way of
example, in preparation of Hauser's Form 10-Q for the quarterly period
ended December 31, 2002, Hauser was unable to complete the Form 10-Q
with its internal resources and was forced to retain an independent
consultant to assist in the preparation. The retention of this consultant cost
Hauser $21,000. Additionally, Hauser was forced to rely heavily on its
outside counsel and its auditors to assist in the preparation of the Form 10-
Q which cost Hauser an additional $25,000. Further, Hauser's former
controller agreed to provide one-time assistance to Hauser in the
preparation of the Form 10-Q without compensation. This person will not
continue to provide such assistance to Hauser in the future.

In addition to the hardship on Hauser's limited resources posed by the
prospect of full compliance with the reporting requirements of the Exchange
Act, Hauser would incur substantial expense in retaining outside legal and
accounting advisors to assist in the preparation of its Form 10-K and Form
10-Qs. In the year preceding Hauser's Chapter 11 filing, Hauser spent an
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estimated $200,000 in outside legal and accounting fees in order to prepare
its Exchange Act reports. Hauser anticipates that it will be required to
spend an estimated $50,000 in legal fees and $55,000 in audit fees in order
to conduct an audit of its fiscal year ended March 31, 2003 and prepare its
fiscal 2003 Form 10-K. The retention of legal and accounting advisors to
assist in this process would require the approval of the Bankruptcy Court.
Obtaining this approval may be difficult because it is not clear at this time
whether the expenditure of funds in terms of professional fees and costs
would provide a benefit to Hauser's creditors.

Hauser's available cash is limited and, during the reorganization process,
such cash will be needed to pay secured creditors and meet administrative
expenses, including, but not limited to, ordinary course of business
expenses and payments to other outside professionals, including Hauser's
bankruptcy attorneys and financial advisors. Any reduction in Hauser's
Exchange Act reporting expenditures would directly benefit Hauser's
creditors.

For all of the above reasons, Hauser submits that the costs, monetary and
otherwise, of fully complying with the reporting requirements of the
Exchange Act would cause an undue hardship given its current situation.

F. Modified Reporting Procedures Will Adequately Protect
Shareholders.

Shareholders will not obtain any significant benefits from continued
imposition of the periodic disclosure requirements of the Exchange Act.
Hauser has kept its shareholders informed of material developments
through timely filings of its Exchange Act documents and periodic press
releases. The filing of its bankruptcy petition was promptly disclosed in a
press release on April 1, 2003 and in a report filed on Form 8-K on April 8,
2003. Hauser's Form 10-K for its fiscal year ended March 31, 2002 and its
Form 10-Qs for the first three quarters of fiscal 2003 clearly disclosed the
status of Hauser's compliance, or default, as the case may be, with its
senior credit facility, its ongoing negotiations with its senior lender, its
expected cash needs and shortfalls, that Hauser's ability to continue as a
going concern is in question and that Hauser may seek bankruptcy
protection on a voluntary basis.

The Trustee's Reports, if filed with the Commission as proposed herein,
would provide relevant information to shareholders regarding Hauser's
business prospects and overall financial condition. The Trustee's Reports
contain, among other things, a profit and loss statement detailing Hauser's
revenues, expenses and net profit or loss for the month, a detailed listing of
Hauser's cash receipts and cash disbursements, a schedule setting forth the
aging of Hauser's accounts payable and receivable, information with respect
to payments made by Hauser to its secured creditors during the month, a
schedule of Hauser's tax liabilities and insurance and a narrative description
of significant events occurring in the bankruptcy cases. Although the
Trustee's Reports will be in a different format from the presentation
required by the Exchange Act forms, and the information provided in the
Trustee's Reports will differ somewhat from that provided in the Form 10-
Ks and Form 10-Qs, Hauser believes that the information in the Trustee's
Reports will provide interested parties with substantially ail of the financial
and other data that is important to them. The Trustee's Reports will be filed
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with the Commission more frequently than is required by the Exchange Act
for Forms 10-K and 10-Q, and will contain information not normally
contained in those Forms, which information is specifically designed to
inform creditors of certain details of Hauser's operation in bankruptcy
relevant to them. Additionally, the proposed modified reporting procedures
could be performed at a lower incremental cost, both in terms of the time
required of Hauser's remaining employees and the limited financial
resources of Hauser, since the Trustee's Reports are already being prepared
and filed with the United States Trustee.

In accordance with the provisions of the Bankruptcy Code, Hauser is
required to file the Trustee's Reports with the United States Trustee on a
monthly basis. On May 30, 2003, Hauser filed the April Trustee's Report
with the United States Trustee. On June 10, 2003, Hauser filed the April
Trustee's Report with the Commission. On June 16, 2003, Hauser filed the
May Trustee's Report with the United States Trustee. On June 30, 2003,
Hauser filed the May Trustee's Report with the Commission. Hauser will
continue to file with the Commission under cover of Form 8-K copies of
each Trustee's Report within 15 calendar days foliowing the date on which
the said report is filed with the United States Trustee. As mentioned above,
however, Hauser requested, by letter dated May 6, 2003, a continuing
hardship exemption from EDGAR filings pursuant to Rule 202 of Regulation
S-T. On May 15, 2003, the Commission granted Hauser's request for a
continuing hardship exemption. Therefore, Hauser will file the Form 8-K's
reporting the filing of each Trustee's Report via the EDGAR system but will
file the actual Trustee's Reports manually with the Commission.

G. There Is No Assurance that Hauser Will Complete a
Reorganization.

Currently, Hauser anticipates selling the CRO division of HTS and
reorganizing its remaining businesses. There is no assurance, however, that
Hauser and the other Filing Companies will be abie to successfully complete
a reorganization. The ability of Hauser and the other Filing Companies to
successfully reorganize is contingent upon various factors, including,
without limitation, retention of Hauser's and the other Filing Companies’
remaining employees, maintaining relationships with Hauser's and the other
Filing Companies' vendors, obtaining financing, selling CRO, increasing
revenues and decreasing expenses. If Hauser and the other Filing
Companies cannot implement a successful reorganization plan, Hauser
believes that its businesses will likely deteriorate and could require Hauser
to pursue a plan of liquidation. Even with a successful reorganization,
Hauser believes that it is highly speculative that such a reorganization will
result in any return to Hauser's shareholders. If Hauser is forced to pursue
a plan of liquidation, however, Hauser does not currently believe that a
liguidation of its assets will result in any return to its shareholders.

H. The Timing of the Issuer's Request for Modified Reporting.

The Release, the Staff Bulletin and the related no-action correspondence
states that an issuer should submit its request promptly after it has entered
bankruptcy. Further, the Staff Bulletin and related no-action
correspondence states that a request is submitted promptly if it is filed
before the date the issuer’s first periodic report is due following the issuer's
filing for bankruptcy.? Hauser's request for relief was filed on May 6, 2003,
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well in advance of its next required filing, an Annual Report on Form 10-K
which was required to be filed on June 30, 2003.

IV. Request for Relief

Hauser proposes to file with the Commission under cover of Form 8-K
copies of each Trustee's Report within 15 calendar days following the date
on which the said report is filed with the United States Trustee. Hauser will
also promptly file reports on Form 8-K to disclose any material events
related to its bankruptcy case and its reorganization efforts. This modified
reporting procedure would replace the periodic reports required under the
Exchange Act until the reorganization or liquidation of Hauser is complete.

Hauser believes that the proposed modified reporting procedure will best
serve the interests of all of its shareholders. Accordingly, we respectfully
request that the Staff provide us with written assurance that it will not
recommend any enforcement action to the Commission against Hauser if
the modified reporting procedure set forth above is implemented.

In accordance with Release No. 33-6269 (December 5, 1980), seven
additional copies of this letter are enclosed. If for any reason you do not
concur with our conclusions, we would appreciate the opportunity to confer
with the members of the Staff by telephone prior to any written response to
this letter, or if we may otherwise be of assistance, please telephone the
undersigned or Robert T. Langdon at (212) 728-8000.

Very truly yours,

/s/ Steven ). Gartner
Steven J. Gartner
Enclosures

Endnotes

1 This estimate does not include the hours that this person would have
spent preparing Hauser's Form 10-K for fiscal 2003, which is required to be
filed with the Commission no later than June 30, 2003. Hauser estimates
that this person would have spent an additional 150 to 200 hours preparing
the Form 10-K for fiscal 2003. Since the departure of Hauser's former
controller, Hauser has hired a new controller. Hauser believes that its new
controller would be required to spend substantially more than 200 hours
preparing the Form 10-K given that this person is a new employee of
Hauser,

2 Only four of Hauser's 11 corporate employees provide accounting and
financial reporting assistance.

3 See Focus Surgery, Inc. (October 3, 1996).
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