Refining Litigation as an Instrument of Tobacco Cottrol
Annotated Expert Testimony on Punitive Damages

INTRODUCTION

Tobacco industry conduct has been the focus ofhskte judicial scrutiny. Numerous
individual and class-action lawsuits have also Héed and many more lawsuits are expected
both in this country and elsewhere.

Judges and juries rely on expert witnesses to giearomplex scientific and technical
guestions in tobacco litigation. The admissiomotiacco documents and articles from scientific
journals is not enough. Experts are needed toigeav context for interpreting the particular
facts of each case.

The following annotated expert testimony focuseshe assessment of punitive
damages. Punitive damages are warranted in tolitigetion. The Oregon Supreme Court
stated “Philip Morris, with others, engaged in assige, continuous, near-half-century scheme to
defraud the plaintiff and many others, even wheiligPKlorris always had reason to suspect --
and for two or more decades absolutely knew --tthescheme was damaging the health of a
very large group of Oregonians -- the smoking publiand was killing a number of that group.

In the casddenley v. Philip Morris Ing.the judge allowed a punitive damage award, figdirat
“Philip Morris over the course of decades has aajdoncealed, suppressed and failed to
disclose information known to it concerning the iatide and harmful properties of its product,
and that it has done so in combination with othgarette manufacturers.”

Without the opportunity to receive punitive damagedividual plaintiffs are unlikely to
recover anything for the harm they have sufferediernal documents describe an industry
willing to use its enormous wealth and aggressaetids to scare off lawyers from representing
potential plaintiffs. The prospect of punitive dages provides sufficient incentives to induce
talented plaintiffs’ attorneys to bring these cases

The following excerpts of expert withess testimamng selected from various cases. A
brief description is provided at the beginning atle excerpt along with a citation. “Focus
points” are included throughout the excerpts primgjdnsight into the questioning attorney’s
motivations for asking particular questions, comta@m the expert’s testimony and overall trial
strategy. The cited transcripts as well as othegsavailable at the Deposition and Trial
Testimony Archive (DATTA) housed at thegacy Tobacco Documents LibrafpATTA
contains 4,850 transcripts of depositions and testimony, including a total of about 820, 000
transcript pages. (www.legacy.library.ucsf.€du)

! The commentary arghnotations are for educational purposes only.y Hoenot necessarily
represent the opinions of the testifying experdtbier parties involved in the litigation. This
work is funded by a grant from the American Legkowyndation.



ANNOTATED TESTIMONY

The plaintiff's counsel inquires into his expert’'seducational background, work
experience and other qualifications. Direct Examiation of Robert Johnson
(Plaintiff), Boeken v. Philip Morrisinc., et al., April 25, 2001, Pp. 3582-86, 3587-89.

Q. Good morning.

A. Good morning.

Q. Tell us your occupation, please.

A. | am a forensic economist.

Q. What is that?

A. Basically a forensic economist is an economisdwvould use the standard techniques
of economic analysis and statistics to assistercticulation or framing of damages. For
example, if | was doing the injury to somebody wtes working, | would talk about

their lost ability to work, their wages, their béitee future medical expenses. When we
deal with issues such as punitive damages, weatallt the financial health, wealth and
economic status of the defendants.

for the harm they have suffered. Punitive damagesawarded when the wrongful conduct is
egregious. The goal of punitive damages is notimoa defendant out of business. Instead, the
goal is to punish the defendant in hopes that #fertlant as well as other similarly-situated,
potential defendants will discontinue the condaajuiestion. Accordingly, financial experts helg
place a value on the defendant so that the juryd=oide on an appropriate punitive damage
award; an award that is sufficient to discontinhe type of the conduct in question, but not so h
as to bankrupt the defendant.

A. | have a Bachelors degree in business admitistravith a major in economics from
the Baruch College of the City University of NewrKo | have a masters degree in
business administration with a major in finance aveéstments from Stanford
university, graduate school of business and pasdtgate training with the Strategic
Planning Institute and the American Management gission.

Q. Thank you. Now, | would like to you please ték jury your occupational
background?
A. Sure.

Q. Your work history learning up until now thatalls you to give the type of opinions
you are going to give?

A. Well, | worked on Wall Street as an investmamlgst with the firm Donaldson,

Lufkin & Jenrette. Our clients were the top 10Qafigial institutions in the United States,
like Bank of America, Wells Fargo, the Californiate retirement system. | worked for
American Express investment management company asayst and portfolio

manager. We managed about 700 million dollars duadifunds. | also was assistant
director -- assistant to the director of stratg@@anning for a division of the Singer
Corporation, H.R.B. Singer. Our division did signaklligence work for various

agencies of the department of defense and | welsarge of the mergers and acquisitions

Focus Point Punitive damages are awarded in addition to dagsameant to compensate plaintidfs
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area. Also, | worked as assistant to the diredtdnance and the controller of FMC
Corporation in California, San Jose. That's abdutee billion dollar division. We are
probably best known for the Bradley fighting vebkidsed in Operation Desert Storm.
Since 1981 | have been taking my academic traiamymy real world experience and
using them together in the fields of forensic ecoius.
Q. Since 1981, where have you been working froragggphically?
A. Geographically, my home base has been the Pi&boafea up in northern California.
Q. Since 1981, have you been your own boss or yawevorked for other people also
giving your opinion?
A. 1 worked for about a year with, for one compasya consultant. But since 1982, |
have had my own company.
Q. What's the name of the company?
A. Robert J. Johnson and associates.

* * *
Q. And also before we get too deeply into the stthyeatter here, | want to just talk
about a couple of representative types of casesigwe done. Can we do that?
A. Sure. Let's see, some of the cases that | have -
Q. Can | lead you?
A. Yes, you can.
Q. Because | have a list here and | will pick the®l like. Okay?
A. Sure.
Q. There was a DC-10 that crashed in Chicago sametgo and unfortunately killed
273 people. Were you one of the economists chogéimebdefense on that case when
many, many, many wrongful death claims were filsGaesult of that?

Focus Point The frequency with which an expert testifies idldiscussed. Under the decision,
Daubert v. Merrell Dow Pharmaceuticals, 509 U.S9%¥993), courts scrutinize testimony offered
by professional expert withesses more so than expdro maintain a career related to their
testimony outside of the courtroom. The examiatt@yney may try to portray the opposing sides
expert as a hired gun, calling into question thpesKs independence. In this excerpt of testimony,
the plaintiff's counsel dispels this perceptiondmynting out that his expert has testified on béha
of defendants as well as plaintiffs.

A. Yes, | was.

Q. There was a fire in the M.G.M. Grand Hotel irsNegas, and again, unfortunately,
resulted in a lot of deaths. Were you involvedtigation between the M.G.M. Grand
and Lloyd’s of London that arose out of that?

A. Yes, | did. | represented Lloyd’s.

Q. How about Becks versus Trans World Airways, sedike that?

A. Yes, that was a case | did represent the defiernat case.

Q. TWA?

A. Yes.

Q. Have you worked for my law firm before?

A. | think this is the first case that we have deméhe point of trial.



The plaintiff's counsel has his expert introduce 8 testimony. Direct Examination
of Robert Johnson (Plaintiff), Boeken v. Philip Morrisinc., et al., April 25, 2001 Pp.
3589-90, 3612-13, 3591-95.

Q. Now, let's go to the financial condition of RhiMorris. What in their economic, their
final report, what do you call it again, the thithgy turn into the shareholders?

A. Well, there are two of them. There's one thalged the standard annual report and
then there's another one that's called the 10-K.tAa 10-k is an expanded annual report
that's required by the S.E.C. and so you haverthaal report which goes out to all the
shareholders and then you have this larger volumoee detailed report generated by the
company called the 10-k. The only other third pit they would send to the
shareholders which would be for voting would bephexy statement.

Q. Okay. You deal with this stuff all the time aswlthe initials just slip off your tongue.
What's S.E.C.?

A. S.E.C. is the Securities and Exchange Commission

Q. Are all corporations or just some corporatiomgposed to file these 10-k's with the
S.E.C.?

A. That's correct. That would be the, what we pablicly traded, in other words, if they
are traded on the stock exchange, they have ta Bleecific series of documents with the
S.E.C. according to their rules.

Q. What was it in either of those documents, iftaimg, that was of significance to you
in order to determine the financial condition oflhMorris, Inc., which is the domestic,
U.S.A. tobacco, please?

A. Specifically within those documents, we wereeatiol determine, and those documents,
as | said, are prepared by the company, signelolyafie senior management and also
signed off by their accountants, their auditors \aldit the financial authenticity of the
numbers that are in the document.

Focus Point Note that the plaintiff's counsel points out thia¢ data used by his expert comes fr
SEC filings, the veracity of which the defendaotiansel will not challenge. To do so could trig
scrutiny by the SEC or shareholders. Note thaplaatiff's expert also uses data generated by
defendant’s recent acquisition of three cigarettgno names from another manufacturer. The
defendant’s counsel has a hard time challenging diaita as well because the defendant itself
purchased the brands in an ar-length transaction

jer
the

* * *

Q. I am going on to a third example now, figuring the financial condition of Philip
Morris, Inc. Does it have to do with an acquisitrmade by Philip Morris, Inc.?

A. Yes, it does.

Q. Explain, please.

A. Well, in 1998, '99, Philip Morris, Inc., the d@stic tobacco company, purchased the
trade marks, the brand names, et cetera, of tigaeette brands. Those are L&M, Lark
and Chesterfield. So they have bought the rightedaufacture cigarettes under those
names. The price they paid was 300 million dollé8s they paid —

Q. Let me stop you, please, and | apologize. lbet'sure what they paid for. Aside from
the ability to use the name, did they get anytlalsg?

A. No. This bought them the right to the brand, tilaglemarks.



Q. Okay, sorry to interrupt?
A. They paid 300 million dollars. Now, these bramdpresented, in terms of unit
volume, unit sales, two-tenths of a percent ofahire domestic tobacco market.
Q. One-fifth of one percent?
A. Yes. It's 0.2 percent. So they paid 300 milldmilars so they could have the right to
name cigarettes. That was worth two-tenths of agmérof the whole market. If we take
and say, if they are willing to spend, in their chi800 million dollars to buy two-tenths
of a percent, effectively, of the domestic markeil what does that say about how they
value -- this isn't anybody else that paid 300ioml They paid 300 million. They valued
the entire domestic market. Well, if two-tenthsagfercent is worth 300. You just do the
math, and you come up with a figure that says thele&vmarket is worth approximately
150 billion dollars. And when you do it from thagrspective and you say if the whole
market is worth 150 billion, what share of the neritoes Philip Morris U.S.A.,
domestic tobacco have? Well, they have 49.6 penfahe entire market. So if the
whole market is worth 150 billion, they -- and tHegve 49.6 billion, then their share of
the whole market, according to what they are wgllio pay, is approximately 75 billion
dollars. So if you are going to do a valuation lolage what they're willing to take out of
their pocket and buy a share of the market comesodae approximately 75 billion
dollars.

* * *
Q. Why don't we start off, please, by discussirgdiiference between Philip Morris'
Companies, Inc., and Philip Morris, Inc. Can youtliat?
A. Sure. Basically, Philip Morris Companies, Iris.a, what we call a holding company.
It has other companies underneath it, one of theimgPhilip Morris, Inc., which is the
domestic tobacco company. There are a numbeief gubsidiaries that they have but it
is the holding company, it's sort of like the umlareAnd underneath the umbrella are all
of these other companies that are under its cotptotal ownership. And so you are
looking at Philip Morris, Inc., is the domestic &mizo. By domestic, | mean, just U.S.A.
in fact, it's called Philip Morris U.S.A. sometim@$he domestic arm of Philip Morris
Companies. It's one portion, one segment.
Q. Is there a place you can go in either of theudwnts that you have mentioned to
report annual report of the 10-k and find, becdhieis what | am looking for, the
bottom line, ultimately what | am looking for, geothe financial condition, close quotes,
of Philip Morris, Inc., in other words, the tobaccmmpany?
A. Yes. There are places where you can go andofiidhformation about the financial
condition inside the annual reports and 10-k. Tla@eesome charts and graphs and some
tables that talk about their operating revenuer sedes, talk about the operating income,
that talk about what they spend, in other wordpjtabhexpenditures, how much you are
able to spend for a new plant and equipment andmoggerations and how much they are
able to afford to be able to pay their leader,Ghe.O. of their company.
Q. Okay. Is there ever, within the 10-k, or is thever within the annual financial report,
a bottom line where it's broken out what the finahcondition of the subsidiary U.S.
tobacco company is or do you have to do a littleudation in order to get there?

from defining the same accounting terms in a matimerfavors the defendant.

Focus Point The plaintiff's expert provides the jury with a asperating knowledge of some
accounting terms and the corporate structure ofdbendant. This introduction helps jurors
understand how to value a company from its SEQgfiéind preempts the defendant’s counsel
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A. Yes. There's an item called operating incomed ey do, within Philip Morris,
segregate out each element, the major elemergsPhiip Morris Tobacco -- excuse me,
Philip Morris, Inc., U.S. tobacco, into the diffatesegments of what's called the
operating income.

Q. Okay. Let's start with that. Right now, rightmyd am interested only in Philip Morris,
Inc., which is the U.S. domestic tobacco company?

A. Yes.

Q. And that's all I want to talk about right nowl! Aght?

A. Yes.

Q. I have got a couple graphs here that | am grgiow in while, but for now | am not.
What is revenue? What is revenue and then | anggoiask you what's income and
what's the difference?

A. Sure. Revenue is the amount of dollars thatrapamy collects for the sale of its
goods or services. So if somebody goes in and dygck of cigarettes at the retail level,
whatever they pay for that is considered the rege¢hat the company gets. So in other
words, that is the company's revenue, that wouldhégquote, unquote, the revenue to
the store. Whatever the store winds up paying tpPWorris, sort of the wholesale
price, that's Philip Morris’s revenue. So we aftkitg about revenue, we are talking
about what goes into Philip Morris’s cash registédreir gross income, their gross sales
of their product, not what the retail establishmmiaty get. But what the retail
establishment, the wholesaler, would pay to PiMgris. That's their revenue coming in
the door.

Q. What's income, what's the difference betweeh@¥iorris domestic tobacco,
income, | am not looking for numbers now, just ceptc and revenue?

A. Okay. Revenue is generally what you take inoime, particularly operating income,
is after you have taken out and deducted all obttpenses. So, for example, for
cigarettes, that would basically be the cost of uf@acturing, the cost of advertising, the
cost of any tax items that you may have had to pay,payments, settlement payments,
all of that is deducted and you are left with younat's called your operating income.
The only thing you still have to pay is some geheoaporate overhead charges for
having the corporation do what it does to faciitdite business. But basically, you are
looking just about at the bottom line before angiiast payments. So it's just about that
bottom, bottom line figure.

Q. Income is always going to be less than revenue?

A. Yes.

The plaintiff's counsel has his expert provide a geeral overview of the financial
condition of company. Direct Examination of RobertJohnson (Plaintiff), Boeken v.
Philip Morrisinc., et al., April 25, 2001, Pp. 3595-3601, 3605-3608, 36036

Q by Mr. Piuze: have you seen a smaller versiainatf?

A. Yes, | have.

Q. What does that mean?

A. That chart is the operating revenues of Philipri$ Tobacco U.S.A., also known as
Philip Morris, Inc. And that's their sales, it $tain 1998 at 15.31 billion dollars and by



the year 2000 it has increased to 22.658 billidfad® close to a 50 percent increase,
47.99 percent.

Q. Just so we can have completeness, where thisiosses the 1999 -- where were we?
A. At 19.596 billion dollars.

Q. Okay. So over the course of, between '98 an@,20@ sales went up close to 50
percent?

A. Correct.

Focus Point The plaintiff's counsel’s discussion of the fica condition of the defendant
provides a context for some very big numbers comaitgg in his direct examination. It also
shows that the defendant has more than enough mes®to continue the status quo unless thq
jury sends a strong message to the defendant ifotheof a large punitive damage award.

In this case, the plaintiff's expert extrapolathe value of the defendant from its parent holding
company. Note that the defendant is a corporatibolly owned by the trans-national holding
company known as Philip Morris Companies, Inc, Whiad recently changed its name to

Altria, Inc. In at least on other case, howevee tlefendant’s counsel has successfully blocked
the plaintiff’s counsel from discussing the val@idlria on the grounds that the enormous valye
of Altria would prejudice the jury against the dedant.

Q. Now, we have heard in this trial that fewer de@ye smoking nowadays, if the sales
went up by 50 percent, | guess, does that meaonaitigarettes are more expensive
nowadays?

A. Well, when you have a volume decrease, in otfeeds, the number of units that are
sold drops and you still have an overall increas®tal revenue, and revenue you can
typically define when you sell a product is thetuwasts of the revenue times how many
of those units you sold, that will give you youtaiorevenue. When the unit number
drops, but the total revenue increases, that isereames because the price has gone up
significantly. And that's exactly what has happendte price of cigarettes has increased
significantly over those years, such that you &ie #o see that specific type of revenue
increase.

Q. Have you done analyses similar to what we anegdwere today in other types of
other cases in other types of companies and prs@uct

A. Sure.

Q. Is a 50 percent increase, | don't want you toenany companies now, | don't want to
do that, but is a 50 percent increase in saledwoayear period or a three-year period,
depending on how you look at it, is that a pretglthy jump?

A. That's really good. That's very good.

Q. So whether or not there are fewer people ouethmoking, the money coming in to
Philip Morris is increasing dramatically?

A. Significantly.

Q. Here's [Exhibit] 10,006. | guess | should ofiity say, is this out of their company's
official documents to the shareholders and to ti& government?

A. Yes, those numbers there, that are represemtdgiad chart, do match identically the
numbers from the annual report and the 10-k andldlsements prepared and sent to the
securities exchange commission. These are PhilipidMoumbers.



Q. This is 10,006. Now, this one isn't revenues tiie isn't income. Tell us, for openers,
please, what's operating income?

A. Well, basically, the operating income is theane after all of the costs, the goods,
advertising, all of the expenses have been takertygically, with the exception of
interest, corporate overhead, any appropriate, Wiegt call minority interest items,
before they have been deducted. So basically whatye looking at when they say
operating income is what does it cost to get tloelpet out the door, sold, take care of
almost all of your expenses. It's just about tlgerinimber before the bottom line.

Q. You have seen a smaller version of that onegtityou?

A. Yes, | have.

Q. So | guess it doesn't matter if you can actusgly that or not now. But over the course
of the three-year period, '98 to 2000, does théstadccurately show how much the
operating income has gone up?

A. Yes, it does. It shows it going from 1 billiof89 million in '98 to 4 billion, 865

million in '99 to 5 billion, 350 million in the ye&000.

Q. Now, I'd like to draw your attention and evergyts attention to these numbers up
here where we are talking about the increase tneperiod of '98 to 2000. Before | do,
though, | have been sort of stammering on whettisrig a three-year period or whether
this is a two-year period. Why don't you just tal what period it is so | won't have to be
giving alternatives any more.

A. They are the periods from 1998 to 2000. So yaxetgot a total of three calendar
years with two interval years.

Q. So what's the right thing for me to say, two+yiearease or three-year increase?

A. It's over -- both are correct. It's over a thyear period from '98 and 2000. The
intervals are two years.

Q. Well, having solved that, why --withdraw "whyhat is the significance of the fact
that although the revenue curve has gone way upebgent, the other one is way beyond
that, almost 260 percent?

A. Well, the reason for the significant increas¢hia operating revenue -- excuse me --
the operating income versus the operating revesoae -- is a gross figure, one for
higher base, number 1, and the second is when we the operating revenue, you will
pick up any additional cost that may be in the. é&xample, if somebody raises their
prices but their costs go up, then you would ngeex the revenue -- the costs to go up as
much. But the biggest reason we are starting franueh smaller base on that basis. If
you look at the operating income, that's a bask-efalmost 1.5 billion and the other one
you are starting from a base of 15 billion. Soitteease will significantly appear
greater.

Q. | asked you before about other cases, otheysisand other companies as far as an
increase in revenues are concerned. | am goiagkgou the same question, again,
caution you not to mention the companies or thesirikes, but over a period of three
reporting years, is an increase in profits of a6t percent common?

A. No.

Q. Is that, like if you were grading that on a peniance, A, B, C, D, double A or triple
A or whatever, where does that fall?

A. For most Fortune 500 companies that is extremgebd. That's, I'd call that A plus.

Q. In order to figure out the financial conditiohtbe company, can you use some of the



other numbers in those reports in order to comeitipwhat you believe may be
reasonable prices for the company?

A. Yes, you can. You can use some of the datasthmstide the report to sort of frame
valuations of the company.

Q. How?

Focus Point The plaintiff’'s counsel has his expert introdulce concept of market capitalization,
which is share price multiplied by the number dfstanding shares. Market capitalization
provides a valuation of Philip Morris CompaniesgInThe expert then extrapolates the value of
Philip Morris Companies, Inc., which are carriedtawnder the wholly own corporate subsidiary
known as Philip Morris USA Inc, the defendant iis ttase. This extrapolation is necessary
because Philip Morris USA Inc. is not a publiclgded company.

A. Well, one of the ways you can do it is by loakiat the sales of that segment as a
portion of the sales of the entire company and miokhat the entire company is, what
we call the market capitalization of the companypther words, the parent company
which is traded on the stock exchange, you camegemuch that company is worth.
Because you look at the number of shares timeprtbe per share and that will give you
the total value in terms of the, what the stockkatsays the company is worth. And
then you can say, well, if this segment of the camyps, let's say, half of it, then one can
take and frame and say, well, if half -- if thetpafrthe company that generates half the
sales could be worth half of what the stock maviedtie is. And so that's one way of
looking and valuing the company as a percent @ssalative to its market
capitalization.

Q. Now, if Mr. Boeken or anyone who read the Wate8t Journal or the stock pages of
the newspaper went to look up what a share isrtgaali, would a person be able to ever
see what a share of Philip Morris Tobacco U.S.Arading at?

A. No.

Q. And | know this is just my shorthand to you, \wbanyone be able to look up and find
out what a share of Philip Morris, Inc., that's tffecial name for the domestic tobacco
company, would anyone be able to find out whatiphiorris, Inc., is trading at?

A. No, they would not.

Q. Would a person only be able to find out whabars of the parent company is trading
at?

A. That is correct. Yes, that's the only thing tatuld be traded.

Q. And that would be Philip Morris Companies, Inc.?

A. That is correct.

Q. Well, how do you know how much shares of PhViprris, Companies, Inc., are out
there?

A. You look in the annual report and they tell ywehat is the number of shares
outstanding.

Q. You have done that?

A. Yes, | have.

Q. And if you look in the newspaper and figure batv much one share of stock is
selling for, and you multiply it by all those shamut there, what does that get you?
What's that called?

A. That's called the market capitalization.



Q. What does that mean?

A. Again, that simply means if you take the priee phare times the number of shares
outstanding, that gives you the total market céipation of the value of the company as
measured by the stock market.

Q. So if someone had a really big checkbook and wehand bought up all of the shares
for what they are trading at today, it would cost, tight?

A. That is correct.

Q. What's "x"?

A. "x," as of the 23rd of April, was, and this ie"'for Philip Morris, Inc., or "x" for

Philip Morris Companies.

Q. Philip Morris Companies, Inc., the thing thatiy@an actually look up in the report
and on the stock market?

A. That would be approximately 105 billion dollars.

Q. So knowing what the parent or umbrella companypany's capitalization is, how
does that help us figure out the financial conditd Philip Morris, Inc., the domestic
tobacco company?

Focus Point Using the market capitalization of Philip MorriSompanies, Inc., the expert
offers two valuation models. The expert also dises a third valuation model using
information generated by the defendant’s recenugston of three cigarette brand names
form another manufacturer. The first model valgatee defendant by multiplying the
percentage of Philip Morris Companies, Inc.’s salest occur in the United States (33%) by
Philip Morris Companies, Inc.’s market capitalizai ($105 Billion) yielding a total value of
the defendant ($35 billion).

Although any one of the models offered by the ¢éxpauld appear to provide an accurate

valuation of the defendant, the plaintiff's counsedvides three approaches in hopes that at
least one will click with each juror. There is thetential for confusion in discussing all three
models. However, the plaintiff's counsel probalinted to be the first to frame these models
for the jurors.

A. Well, in terms of looking at a way of framing ivalue, since there is a percent of the
total company sales that represents the tobacecnesggand you can look and say, well,
what percentage of the total company's sales repiethe tobacco, take that tobacco
percentage and apply that against the market ¢iaptian. And that's what we call value
based on a percent of sales basis.

Q. Are you going to, in response to -- let me witivd that. Are you prepared to, in
response to my series of questions here now, giveral different methods that you
believe are valid in showing the financial conditiaf Philip Morris, Inc.?

A. Yes.

Q. Is this the first?

A. This is the first.

Q. Okay, so we are talking about total revenue rrayht?

A. That is correct.

Q. Here's (exhibit 10,008, blowup, marked for I.D.)
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Q. by Mr. Piuze: you have seen that before?

A. Yes, | have.

Q. What does it mean, please?

A. This is Philip Morris Companies, and basicallgat it says is it has all the different
divisions and it says that if you look at Philip Me Tobacco, U.S.A. Philip Morris, Inc.,
it's 28.2 percent of the total revenue of PhilipriCompanies, which is the 22.658
billion dollars.

Q. What's the total revenue of the parent compplegase.

A. 80 billion.

Q. Here's (exhibit 10,007-a, blowup, marked for.).D

Q. Is that sort of the same information in a slghkifferent form?

A. Yes, itis. It is the 2000 revenues from thewadeport, the Philip Morris Companies,
it's total revenue of 80.356 billion with the PpiMorris, Inc., the tobacco domestic
section, at 28.2 percent of the total revenue Flig°Morris, Companies.

Q. That 80 figure at the top, your number, my numBailip Morris’s number?

A. Philip Morris’s number.

Q. So what? So we know that the sales of the Ql&dco -- we know that the sales of
the U.S.A. tobacco is 28 percent of the sales@big parent company.

A. That is correct.

Q. What are you going to do with that?

A. Well, the next step is we take that and multiplyy that 28.2 percent and multiply it
by the total market capitalization that we spokewlearlier, the 105 billion dollars. And
that gives us a net figure of approximately 30dmildollars.

Q. So if you were to -- thank you. If you were lue the domestic tobacco company
based on its percentage of sales, to the paremaynif you chose that method of
valuation, the domestic tobacco company is worthi8i@n dollars?

A. That is correct.

Q. And just remind us, please, as of when, what dat those numbers come out of the
newspaper, the stock quotes?

A. April 23rd, 2001.

Q. Monday?

A. That is correct.

Focus Point Using the second valuation model, the expertatasithe defendant based on
operating income. Operating income is the incoffiter anost business operation expenses are
deducted, such as salaries, equipment and manuifiagtiout not including general corporate
expenses. The plaintiff’'s expert multiplies theepstage of the operating income from the Philig
Morris Companies, Inc.’s domestic tobacco sales228 by its total market capitalization ($105
Billion) yielding the defendant’s value ($30 Bitip

Note that in the beginning of his direct examinatithe plaintiff's counsel had the expert define
some basic accounting terms, and then, used thester a hypothetical visit to the local
convenience store. The hypothetical is simplenttetstand because nearly everyone can relatg
it. If the plaintiff's counsel feels that the juscare confused during any part of the testimomy, h
will have his expert answer the question in thetexinof the hypothetical store.
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Q. Now, can you do the same thing, not based @s shut based on income?

A. Yes, you can.

Q. How?

A. Well, you go through the same process. You labthe total operating income for
Philip Morris Companies and then you look at wisahie operating income for Philip
Morris, Inc., that tobacco section. You do the sgmogortional analysis of the tobacco
to the whole of the company and you can applyaligainst the market capitalization as
we get closer to the bottom line, seeing exactlgivthe ratio is, again, getting a market
valuation of the company based on its operatingrme

Q. Here's (exhibit 10,009, blowup, marked for I.D.)

Q you have seen that one before?

A. Yes, | have.

Q. I can do the work of one easel. Go ahead exai) please.

A. Sure. The operating income that we have her@ffdip Morris Companies basically
breaks down the total figures for Philip Morris Qmanies which is approximately about
-- is the 5.350 billion of the -- which is tobacaw,approximately 32.97 percent.

Q. Let me interrupt you now. You said tobacco. liatarested in domestic tobacco,
U.S.A. tobacco.

A. This is only U.S.A. tobacco. So it's -- thenetsinternational. This is Philip Morris,
Inc., also known as Philip Morris, U.S.A., only destic tobacco.

Q. So the ratio or -- let's talk percentage. Thegetage of Philip Morris Inc.'s, that's the
domestic tobacco company, profits, to the parergaration, is what?

A. Approximately 33 percent, 32.97 percent.

Q. And here's (exhibit 10,009-a, illustration, meakor 1.D.)

Q Does that, in real simple form, show the peragat profits of the domestic tobacco
company to the parent?

A. Yes, it does.

Q. I'will ask you again, so what? So we know itthied, what about it? How does that
help us figure out the financial condition of PhiMorris, Inc., the domestic tobacco
company, please.

A. Well, now if you are going to value the compabgsed on its -- what portion does the
domestic tobacco consist of, the total market adipétion, you would take that 32.97
percent, approximately 33 percent and apply thainsgthe 105 billion dollar market
capitalization, give you a market value of appraiety 35 billion dollars, as to the
market value of Philip Morris, Inc.

Q. Doing it that way, 30 billion, doing it that wags billion?

A. That is correct.

Q. I am showing 10,008 now. Doing it that way, 30dn?

A. Correct. Based on revenue.

Q. Doing it that way.

A. Based on income, 35 hillion.
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The witness offers a third valuation model based othe defendant’s recent
acquisition of three cigarette brand names from anilner manufacturer. Direct
Examination of Robert Johnson (Plaintiff), Boeken v. Philip MorrisInc., et al., April
25, 2001 Pp. 3611-3616.

A. No. They are both different ways of looking la¢ tvaluation. From an investor's
standpoint, it depends what you are going to db e company as to which one may or
may not be most appropriate. Also, there are atiethods of doing evaluations that
don't include sort of an outside valuation of tbenpany that can be derived from
internal valuation of the company.

Focus Point The defendant’s acquisition provides a value gradicular percentage of the
defendant’s sales. From this percentage, the éxpen extrapolates what the defendant would
pay for 100 percent of its domestic sales (or leotwords, the value of all its brand names
combined). This model is very persuasive becdussplaintiff points out that the defendant
valued itself in an arms-length business transactiédditionally, this model undercuts the
defendant’s counsel’s use of its net worth as aute valuation. Net worth does not include the
intangible value of brand names. Indeed, the dkfatis counsel will repeatedly de-emphasize the
value its brand names. By focusing on this actjarsithe jurors are reminded of the incredible
value of cigarette brand names.

Q. I am going on to a third example now, figuring the financial condition of Philip
Morris, Inc. Does it have to do with an acquisitrmade by Philip Morris, Inc.?

A. Yes, it does.

Q. Explain, please.

A. Well, in 1998, '99, Philip Morris, Inc., the destic tobacco company, purchased the
trade marks, the brand names, et cetera, of tigaeette brands. Those are L&M, Lark
and Chesterfield. So they have bought the rightedaufacture cigarettes under those
names. The price they paid was 300 million doll&sthey paid --

Q. Let me stop you, please, and | apologize. lbet'sure what they paid for. Aside from
the ability to use the name, did they get anytlalsg?

A. No. This bought them the right to the brand, tlaglemarks.

Q. Okay, sorry to interrupt?

A. They paid 300 million dollars. Now, these brameigresented, in terms of unit
volume, unit sales, two-tenths of a percent ofahre domestic tobacco market.

Q. One-fifth of one percent?

A. Yes. It's 0.2 percent. So they paid 300 milldmilars so they could have the right to
name cigarettes. That was worth two-tenths of agmérof the whole market. If we take
and say, if they are willing to spend, in their chiB00 million dollars to buy two-tenths
of a percent, effectively, of the domestic markeil what does that say about how they
value -- this isn't anybody else that paid 300ioml They paid 300 million. They valued
the entire domestic market. Well, if two-tenthsagfercent is worth 300. You just do the
math, and you come up with a figure that says thele&vmarket is worth approximately
150 billion dollars. And when you do it from thagrspective and you say if the whole
market is worth 150 billion, what share of the neritoes Philip Morris U.S.A.,
domestic tobacco have? Well, they have 49.6 perdfahe entire market. So if the whole
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market is worth 150 billion, they -- and they h&#6 [percent], then their share of the
whole market, according to what they are willingoty, is approximately 75 billion
dollars. So if you are going to do a valuation lolage what they're willing to take out of
their pocket and buy a share of the market comesodae approximately 75 billion
dollars.

Q. I asked you before, when | had these two up,hesing a percentage of revenues, |
think the number was 30?

A. That is correct.

Q. Using a percentage of profits, excuse me, ing@mel doing that right? Yeah,
income, | believe it's 35 billion?

A. Yes.

The plaintiff's counsel has the expert describe whinet worth” is a poor valuation
model. Direct Examination of Robert Johnson (Plainff), Boeken v. Philip Morris
Inc., et al., April 25, 2001, Pp. 3616-3621.

Q. Are you familiar with the concept or the ternet'mvorth"?

A. Yes.

Q. What does that mean, net worth?

A. Basically, net worth is an accounting designatizat says if you take the reported
assets, the book value of the assets and youhaK&bilities and you subtract all the
liabilities from the assets, you will have whatdled the net worth. In publicly traded
companies, it is sometimes called the stockholdeusty.

Q. Okay. | am going to ask you, | will do it righdw, is there a published figure for the
net worth of either Philip Morris, Inc., which ise domestic tobacco company, or Philip
Morris Companies, Inc., which is the parent umbrebmpany?

A. There is only a figure for Philip Morris, compas, Inc., in other words, the parent,
the umbrella. There is no published figure thaavdnbeen able to find in any of these
S.E.C. documents, the publicly available documestgarding Philip Morris, Inc.,
domestic tobacco.

Q. What are the published figures for the, let reethis right now, net worth of the
parent company?

A. As of their first quarter, in other words, margh reporting, that would be 15 billion,
140 million.

Focus Point The net worth of the defendant is much less tharvalue arrived at using the three
valuation models discussed by the plaintiff’'s ekpethis case. The primary reason for this

difference is that net worth does not account lfiertalue of brand names.

In this excerpt, the plaintiff’s counsel knows ttted defendant’s counsel will push net worth as th
best valuation model. Part of trial advocacy isieulating your case. But just as important is
knowing what the opposing side is going to argue laaving a response. The expert witness is
often involved in both parts of trial advocacy. eTéxpert assists the attorney by providing scient
or technical testimony and by helping to figure wiiat the other side might say in response. I
case, net worth would have become Philip Morrissipon on valuation as opposed to the manne]

in which the plaintiff’'s counsel describes it: areffective measure of business value.

e
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Q. So watch this. If we take that number and dcstrae math, putting 28 percent on 15
billion, that's going to give you a net worth t@ tthomestic tobacco company of less than
5 billion dollars; right?

A. Just under 5, that is correct.

Q. And if we do this, and look at the income, amel parent has a 15 billion dollar net
worth, this is almost right on the button, a thdjillion dollar net worth for the
domestic tobacco company?

A. That will be correct, yes.

Q. These are way smaller numbers than we havethtémg about, obviously?

A. That is correct.

Q. So you told us what net worth is. Let's talk@hibsome more. And | also want to
know what net worth isn't. Are you ready? A. Sure.

Q. If net worth is assets minus liabilities, whatg into the asset column?

A. What's called, typically, it's called the lowarcost or market. Let me explain that. In
the asset column you would line up all of the asdedr example, if you got a plant, it
would be the plant that you have, less the depenidt would be any of the active
items that you have as part of your productionlitgcthe land, all of those items would
be included in the assets that are measurablethfgydare usually calculated, typically,
at what's called the lower of cost of market.

Q. Okay. So assets, if Philip Morris owns somepladéord Econoline van, is that an
asset?

A. Yes, itis.

Q. And if Philip Morris, someplace, still has toypaut an extra $7,822.00 which is left
on the payment schedule for that Econoline vatihatsa liability?

A. That is a liability, that is correct.

Q. If Philip Morris owns some big old factory somlace that's worth a lot of money, is
that an asset?

A. Yes, it would be an asset.

Q. If Philip Morris has a mortgage on that big tddtory someplace, and has to pay off
that mortgage, is that a liability?

A. The mortgage is the liability that is correct.

Q. If Philip Morris has a pension plan someplace ey have to be paying pensions to
the people, that would be for the corporationhat & liability?

A. That is also a liability.

Q. If Philip Morris owns some tobacco field somegl@r some other property that's
somewhere, is that an asset?

A. That is an asset.

Q. Okay, so these are pretty straightforward thingsnderstand?

A. That is correct.

Focus Point The plaintiff's counsel picks very good exampebrand names that every juror
probably knows, including Marlboro and Coca Coldote also that the plaintiff refers back to the
three brand names that were used in the experitd ttaluation model. Linking arguments with key
works and concepts in this manner is a very effedechnique of trial advocacy.
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Q. Let me ask you this: have you ever heard of bbxd?

A. Sure.

Q. Have you ever heard of Coca-Cola?

A. Yes, | have.

Q. Is there someplace in the Philip Morris balasiteet, the assets and the liabilities,
where they lead up to the net worth where someayg $he name Marlboro, let's forget
the factory and the Econoline and the tobaccodidalte name Marlboro is worth "x."
A. No.

Q. So if we look at the net worth, and this is ploent | am trying to make, if we look at
the net worth of the company that's published as¢hdocuments someplace, and we are
thinking about factories and machines and cardmameits and pension plans and
everything else, that are easy to grasp, so fdraven't taken into account the value of
the name Marlboro, is that true?

A. That's correct, we don't have whatever the cumearket value is.

Q. From your point of view, | am not looking foryakind of a number now, just
conceptually, from your point of view, is owningethame Marlboro worth a couple
bucks?

A. Definitely.

Q. What were the names of those three brands thig Rorris paid 300 million dollars
for?

A. L&M, Chesterfields and Lark.

The defendant’s counsel focuses on the plaintiffexpert’s work in preparing for the
trial. Direct Examination of Robert Johnson (Plairtiff), Boeken v. Philip Morris
Inc., et al., April 25th, 2001 Pp. 3624-3628.

Q. Good morning, Mr. Johnson.

A. Good morning.

Q. Just start off, | think we can agree that PiMigrris, Inc., is a profitable company;
right?

A. That's every indication, yes.

Q. And it is probably worth billions of dollars?

A. Yes.

Q. Okay. What I'd like to do is just talk a litthet more about the specific valuations, the
way you got to the specific valuations you toldabeut this morning. All right.

A. Sure.

Q. When were you first contacted by Mr. Piuze is ttase?

A. Oh, that would have been back in the end ofyaat, beginning of this year.

Q. And this is what you do for a living, work upmbers like this and testifying in court?
A. 1 don't have a lot of punitive damages cases.iBrou are asking me do | do
economic testimony for matters of litigation, y#st's all we do.

Q. And the first thing you did for Mr. Piuze wasviork up an evaluation of Philip
Morris Companies, Inc.; right?

A. That was the first part, correct.
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Q. And then you gave a deposition in this casen'diydu?

A. Correct.

Q. That was in March?

A. Correct.

Q. Middle of March?

A. Correct.

Q. And at that point, you had done this net wokthleation of Philip Morris Companies,
isn't that right?

A. | had done a net worth evaluation of Philip M®€ompanies and | was awaiting
information regarding Philip Morris, Inc.

Q. So the first thing you did was to do a net wantialysis?

A. That was one of the items that we looked at.didean analysis. Did we look at net
worth? Yes. That was one of the items we looked at.

Q. But you hadn't done any of the other methodmatfysis that you talked about today,
at that time in March?

A. That is correct.

Q. And you came up, and I think you told us todayh a net worth of Philip Morris
Companies of about 15 billion dollars?

A. Correct.

Q. And you think, at that time, you were relyingyour 2000 figure so it was a little less
than the 15 billion, 140 million you told us today?

A. About 135 million.

Q. So that was the net worth of Philip Morris Comipa?

A. Correct.

Focus Point This excerpt shows that the defendant’s courselthe right to explore the expert’s
preparation for the current case. The defendaocd'snsel may inquire by deposition or on cross
examination during trial.

The defendant’s focuses on the expert’'s admissibisideposition that he used “net worth” as pjart
of his preparation for the case. The defendaiyisg to rehabilitate the concept of “net worthii i
the eyes of the juror after the plaintiff's expeescribed it as an ineffective way to valuate
companies. The defendant’s counsel wants thegunge net worth when calculating punitive
damages because it provides a much lower numbarttieother valuation models in this case.

Q. Now, Philip Morris Companies own a number ofsdiaries, doesn't it?
A. Correct.

Q. That would include Philip Morris, Inc., thatseoof them; right?
A. Correct.

Q. And the other subsidiaries it owns would incliaaft foods; right?
A. Sure.

Q. The international tobacco business?

A. Correct.

Q. There's a financial services subsidiary; right?

A. Correct.

Q. Miller beer?
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A. Correct.

Q. And all of those subsidiaries are the asseBhdip Morris Companies?

A. Correct.

Q. And the value of those assets less the liadslitif -- less the liabilities, came out to
about 15 billion dollars?

A. Book value, less liabilities, that is correct.

Q. And that's what you testified to at your deposiin March; correct?

A. Correct.

Q. Now, recently, you were re-contacted by Mr. Biand asked to do some more
evaluation; right?

A. Correct.

Focus Point The defendant's counsel focuses on the facthleagxpert valuated the defendant
several months before trial, and then again jutéwa days before the trial started. The

trying to undermine the credibility of the expeytrnaking it appear that his conclusions were
influenced by what the plaintiff's counsel wantetear.

defendant's counsel tries to portray the two vabret as inconsistent. The defendant's counsel|i

Q. And you did that evaluation or completed itestdt just within the last few days, didn't
you?

A. Correct.

Q. So the numbers you told us about today youifiedlwhen?

A. 23rd, Monday.

Q. Monday of this week?

A. Correct.

Q. In response to a call from Mr. Piuze?

A. Correct.

Q. And then you gave a second deposition yestaadtlk about these numbers?

A. Sure.

Q. And now, based upon the numbers you told usytdtzn, Philip Morris, Inc., a
subsidiary of Philip Morris Companies, with a nePhilip Morris Companies has a net
worth of 15 billion, Philip Morris, Inc., may hawevalue of between 30 and 75 billion?
A. Those are the numbers | presented, correct.

The defendant’s counsel challenges the expert’'s uséthe term capitalization under
the argument that it is not money in the bank. Cros-Examination of Robert
Johnson (Plaintiff), Boeken v. Philip MorrisiInc., et al., April 25, 2001, Pp. 3628-
3637.

Q. And the first two of them you used some peragata the total market capitalization
of Philip Morris Companies?

A. That is correct.

Q. Let's talk about market capitalization a bit.rké capitalization is the total value of
all of the outstanding stock of a company; right?

A. Correct. Basically, it's the share price pershay the outstanding stock.
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Q. And what were you looking at was the total vadtighe outstanding stock of Philip
Morris Companies?

A. What | was looking at was the --

Q. To start with?

A. What | was looking at was the products, shareegimes number of shares
outstanding. That's all. That's market capital.

Q. That was the 105 billion dollar number; right?

A. That is correct.

Q. Now, that 105 billion dollars isn't -- doesrjuate with money in the pocket of Philip
Morris Companies, does it?

A. No. They can be two different things.

Q. They can be two different things?

A. Sure.

Q. And a publicly traded company,

A company will sell a share of stock and it gets thoney from the proceeds; right?

A. Correct.

Q. The value of that share of stock can go up aweh@

A. And it does.

Q. And it does. We have seen that in the dot comidwBut that doesn't result in a check
being paid to the company that issued the stocl,debit to its account if it goes down?
A. Not unless they have issued the stock for ttst fime.

Q. Right. After it sold the first time, it's not mey in the bank for them?

A. Correct.

Focus Point The defendant’s counsel raised makes the poifihofey in the bank” because he
wants to argue that the defendant cannot pay agamgnitive damage award. The question,
however, appears ineffective in the face of thensomunderstanding that shares in a company
consitute part ownership of the company and e value

Q. What you have talked about then, in terms opéreentage of revenues method or the
percentage of income method really has to do, doleswe anything to do with the
amount of money in the bank that Philip Morris,.Jmight have?

A. Let me make sure | understand. You are askingloas the value of the company —
does the market capitalization value of the comgawe anything to do with the amount
of cash they have in the bank?

Q. Right.

A. No.

Q. It's possible. Now, the value that the markates on a company's stock is not just
affected by the asset of that company, is it?

A. Correct.

Q. Might be affected by the liabilities of the coamy; right?

A. Correct.

Q. Might be affected by things called contingeabiiities; right?

A. Correct.

Q. Things that might happen in the future that In&weet happened?

A. Correct.

Q. And the market tries to take that into accoumt figure it into what they are going to
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pay for the stock of that company?

A. Correct.

Q. Contingent liabilities might include the risklgfgation, such as this; right?
A. Sure.

Focus Point The defendant’s counsel brings up the concepbnofingent liability in the form of

potential litigation-related expenses. Bringingtie threat of litigation was a calculated risk,eon
which seems to have favored the plaintiff. Inaceept of redirect testimony provided below, the
plaintiff’s counsel jumps on the defendant’s coliagmsition that the threat of litigation is
significant, by implying that the defendant desgrite Because the door was opened, the witness
can even talk about how the defendant could sitiee claims as a regular business matter.

Lastly, the witness points out that despite thedhof litigation, the defendant is very profitable

14

The scope of cross examination is limited to thgesit matters discussed on direct examination
which are largely determined before trial. If, hewer, the direct examination strays into an area
that the questioning attorney had the judge presfipexclude from evidence, the witnesses will
have “opened the door” for the opposing counseahtguire on cross examination. Similarly, the
defendant’s counsel’s cross-examination can operdtor for redirect that goes beyond the dirgct
testimony.

Q. And do you have any idea how the market wouttbfathat in to the value of Philip
Morris, Inc., by itself?

A. If you are asking me how exactly did they facdoly of the contingencies mentioned,
and there is a section in the balance sheet tlkatabout contingencies for Philip Morris,
there's no number there. There's just a sectionif Bau are asking me how the market
would actually go about making the specific adjustin| don't know. | do know they are
aware of all of the contingencies as set forth byi’Morris in their financial statements
and they are making whatever adjustment they dexmropriate based on their
interpretation of all of that publicly availablefammation.

Q. For the whole umbrella entity?

A. Contingencies, all the contingencies, in allexdp of Philip Morris Companies, all of
the different companies, not just tobacco but athem.

Q. Have you done any research into how the markgttrevaluate Philip Morris, Inc., if
it were traded separately?

A. No.

Q. You do know that that issue has been a topanafysis in the investment press, don't
you?

A. I haven't really looked at what the investmerggs are saying. No, | haven't — | mean,
they talked about, when | was an analyst in this, 80ey talked about what would
happen if the companies got split apart. In otherds, the tobacco segments got split
apart because Nabisco used to be owned by anathmgrany. But this is something that's
been going on for a long time, so it is nothing n8w if you are -- they are talking about
it again, okay.

Q. You pay attention to stock prices, you pay dibento investment analysts in the
course of your business?

A. No. No, I don't. Stock prices for this case,.\2e | pay attention to investment
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analysts, no, not really. | do my own investing fioyself. If | am asked to come in and
evaluate the acquisition price or do a specifidwat#on, then | will go out and look at
what some investment advisors may be saying. Buhbdeen an investment adviser
myself, | understand the financial pressures tey aare under and | understand
specifically what their role is.

Q. Do you get "Forbes" magazine?

A. Sure.

Q. February 19th of this year, did you happen tatge

A. Probably, yeah. Subscription comes in regularly.

Q. Would it surprise you to hear that "Forbes" nzaga said: "the upcoming sale of
shares in its food business, once the Nabisco sitigui of combined with Philip

Morris’s Kraft will prove that the tobacco operatare valued near zero."

Does that surprise you?

A. What?

Q. That the tobacco operations on a market basigsadued near zero?

A. No, no, no. What you got there is one persopigion as to what they think that
valuation would be. Whether it's the market's amni haven't seen it, on that basis. And
you will have to wait and see whether or not "Fgtbéhere’s no financial analyst that's
100 percent correct. So that's that person's apinio

Q. Might be right, might be wrong?

A. Who knows?

Q. So when you say, in evaluating the proportiotheftotal market capitalization of
Philip Morris Companies that should be attributedPhilip Morris, Inc., you are saying it
should be 28 percent or 33 percent; right?

A. I am saying, if you use that tool, that way céasuring a value on an item that's not
publicly traded, looking at it from a percentagesales is a reasonable way. Looking at it
from a percentage of operating income is a readenedy. If you look at it from these
perspectives, these are the numbers.

Q. And other than --

A. That's all.

Q. And other reasonable people, taking into accoantingent liabilities, can conclude
it's really close to zero?

A. Well, counsel, | just want to make sure that yodlerstand that when we did market
capitalization, market capitalization does take igfect contingent liabilities. So both of
us took into effect contingent liabilities. We julid it differently.

The defendant’s counsel asks the plaintiff's experbout the net worth of a
company. Cross-examination testimony of Lowell Baett (Plaintiff), Williams v.
Philip Morrisinc., et al., March 11, 1999, Pp. 48-56.

Q. Dr. Bassett, you are not an accountant; isabaect?

A. That is correct.

Q. You do not prepare audited balance sheets fpocations?
A. 1 do not.

Q. Your consultive work, is that primarily foren3ic
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A. Yes, itis.

Q. And by that, Doctor, forensic work means thatrycients are not businesses or
corporations generally, but rather attorneys. Yi@uratained by attorneys to perform
analysis for litigation primarily purposes, corrgct

A. That is correct, but the attorneys frequentlyresent corporations.

Q. Doctor, isn't it's true that the most commonibdsy which accountants, certified
public accountants, in this country, use to qugurihe financial condition of a corporate
entity is what accountants call net worth?

A. Yes.

Q. And isn’t it true that certified public accounts, in order to reach net worth, as
established by generally accepted accounting miesi utilize a balance sheet approach?
A. Yes.

Q. Explain for the jury what a balance sheet is.

A. A balance sheet would list the assets that timepany owns based on the prices that
they paid for those assets, so, for instance,uflyaught a piece of equipment for
$10,000, that would go on the balance sheet assat walued at $10,000, so each thing
that the company has bought that hasn’t been ysésllisted. And then the liabilities
would be the amounts that the company owes, sorthiglyt have some accounts
payable, they would have money that they borrowextigps from the bank or they could
have bonds that represent IOUs to bond holderstteydlist those liabilities. They
subtract the assets -- excuse me, the liabilit® the assets to arrive at what's called
book net worth, or book value.

Focus Point The defendant’s counsel would prefer to havguheuse the net worth of a company
over other valuation models when deciding on puaitlamages. Net worth does not include th¢
value of brand names and other related good wilf] ¢herefore, yields a much lower value than
those methodologies discussed abovadaken v. Philip Morris Inc.

A4

Note that in this case, the defendant’s counsetesgfully objected to any discussion of the market
capitalization of the defendant’s holding companigich is now known as Altria, Inc. The basis (of
the objection was that the enormous value of theilg company would prejudice the jury against
the defendant. This pre-trial determination by jildge prevented the plaintiff's expert from using
some of the valuation methodologies used by thatifs counsel in Boeken v. Philip Morris Inc|

Q. And when a corporation needs financing andésgo, a large lending institution in
an attempt to acquire a large loan for major capitarovements, the lending institution
would want an audited balance sheet, an auditathd¢ial statement prepared by a
certified public accountant, that in all likelihaatinot in all probability, the method by
which the balance sheet or the financial sheét@fihancial statement would be
prepared would be pursuant to general accountimgiples?

A. Certainly that would be a start. The bank wowkht that before they would do
anything else, but that wouldn’t be the only thihgt the bank would look at.

Q. The bank would want an audited balance sheptped in general form as you have
just outlined, correct?

A. Correct.
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Q. Doctor, you testified that when you're retaifgdcounsel, you reviewed some
material, correct?
A. Correct.
Q. Okay. Did you review a balance sheet of Philiprié Incorporated, yes or no?
A. No.
Q. Did you request a balance sheet of Philip Mdm®rporated?
A. | requested whatever information counsel had.
Q. Okay. Did counsel advise you that Philip Moirnisorporated has a balance sheet
three billion four hundred and thirteen million $iMndred thousand?
A. No.
Q. You weren’t aware of that when you gave younayi of 17 billion, here you?
A. Well, | was aware of it because you have besnudising it while | was here in court,
but | wasn't aware of it when | prepared my opinamto the market value.
Q. And are you aware that Philip Morris Incorpodabas publicly announced its balance
sheet as of the end of the year 1998 of being thitken four hundred and thirteen
million six hundred thousand?
A. No, but I'm not surprised.
Q. Now, Doctor, when an economist or accountarégan opinion regarding net worth,
particularly current net worth, isn't it generathyie that the accountant will attempt to
utilize the most current financial information dahie?
A. The accountant will, yes.
Q. And in reaching your opinion here today, Docthd, you review the most current
financial information of Philip Morris Incorporated
A. | reviewed the most up to date that | could find
Q. And what was that doctor?
A. | reviewed the information that was availabletba corporation web site on the
Internet.
Q. And what was the most current information thai iad to available to you, Doctor?
A. 1998.
Q. Year end?
A. Yes.

* * *
Q. All right. Plaintiff's Exhibit 171. Doctor, yolisted net profit of Philip Morris
Incorporated for 1997 of one billion six hundredese million dollars, correct?
A. Correct.
Q. What was the net profit of Philip Morris Incorpted as of year end 19987
A. Approximately four billion dollars.
Q. Doctor, isn't it's true that the 1998 earning$bilip Morris Incorporated is seven
hundred six million dollars?
A. That’s after extraordinary charges.
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Focus Point The defendant’s counsel is implying that hisntlieas already paid out enormous
sums of money in defending lawsuits and that fugtheitive damages are not needed. The
defendant’s counsel is hoping that the jury wilt mierpret these expenses as evidence of the
defendant’s culpability. Note that they would betadmitted into evidence for a determinatior
of culpability and the defendant’s counsel mayfasla jury instruction on this point..

The defendant, however, actually has paid relagilitle to plaintiffs. Cigarette manufacturers
aggressively defend private lawsuits as part dfatsgy of intimidating plaintiff's lawyers from
suing tobacco manufacturerSuardino, Friedman & Daynar&emedies for Document Destruction: Tales
from the Tobacco Ward2 Va. J. Soc. Pol'y & L. 1 (2004)

Q. Doctor, we don't need to get into the naturexdfaordinary charges. The fact of the
matter is the reported earnings of Philip Morrisdrporated year end 1998 is seven
hundred six million dollars, correct?

A. Only after extraordinary charges.

Q. You so testified a few moments ago in a heaounigide the presence of the jury,
correct?

A. Correct, after the extraordinary charges, ibsa seven hundred million dollars.
Q. The earnings of Philip Morris Incorporated irB89vere less than half of the earnings
in 1997, correct, Doctor?

A. Only because of those extra charges that walkéng about.

Q. Those charges were real, weren't they, Doctor?

A. Well, they're accrued charged. They're not celsarges if that's what you mean.
Q. Now, Doctor, correct me if | am wrong, you wéd, in response to Mr. Thomas’ --
one of his last questions, that the 17 billioneets the, quote, value of Philip Morris
Incorporated as an ongoing business, correct?

A. Correct.

Q. What, in essence, you're talking about Doc®the market value of Philip Morris
Incorporated?

A. Yes, | am.

Q. All right. Which in simple, general terms, is athin your opinion, Philip Morris
Incorporated might gather on the open marketvfas sold, correct?

A. Correct.

Q. Okay. Philip Morris Incorporated does not haseets 17 billion dollars, does it?
A. Oh, assets are larger than 17 billion.

Q. After liabilities, Doctor?

A. No. But you asked about assets, not about kdieitities.

Q. Net assets, Doctor.

A. Net worth on the books is about what you sdicgé billion dollars.

Q. All right. In terms of providing some helpfulfarmation to these ladies and
gentlemen of the jury, in terms of determining diotual financial condition of Philip
Morris Incorporated, you get to the 17 billion do#l, only if Philip

Morris Incorporated is sold, correct, Doctor?

A. No. I mean, that’s what you could get if it wasd, but you don’t have to sell it to
access some of that value.
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Focus Point The expert deftly explains why the defendantissel is wrong. The defendant’s
counsel wants the expert to admit that his valuetiould be realized only if the company is s@
Such an admission would allow the defendant’s celunsargue the defendant can only pay a
punitive damage award by selling part of the bussneThe expert responds that the value ma

be accessed simply by borrowing against

Q. Philip Morris Incorporated is not sold, is itp&or?

A. No but they can borrow against the value thaythave. It is not any different than if |
own stock and it's worth $17,000. | wouldn't juakée the price that | paid for it, | would
look for what the current market says it's worth.

Q. 17 billion dollars, in fact, Doctor, is aboutaator of five times the actual net worth of
Philip Morris Incorporated, isn’t it?

A. No, because | believe 17 billion is the actuatl worth. The book value decided by
accountants does not reflect the value of the lsrand the income that those brands
produced for the company.

Q. And those valuations could be obtained onlhé company was really, in essence,
sold?

A. No. You could borrow against that value.

The plaintiff's counsel asks his expert to providean example that shows the
limitations of using net worth. Redirect testimonyof Lowell Bassett (Plaintiff),
Williamsv. Philip Morrisinc., et al., March 11, 1999, Pp. 57-58.

Q. Is there an example that we can use to illestratv -- what an accountant puts on a
balance sheet and what the financial condition@rapany, how they're different?

A. Well, I think the best example is a personalnegke. If an accountant was looking at
your historical personal financial data as an antamt looks at a company, if you bought
a house for $100,000, 20 years ago, the accountault have it on the balance sheet as
having a value of $100,000. But if your house hgmreciated as it frequently has in both
Portland and Seattle, it may well be worth $300,@@fay, and that is not going to be
reflected in historical data on the balance sts®eyou could have a mortgage of
$50,000, and the accountant would have $50,000iabikty, and $100,000 as the
historical cost of your house, and your net wortiuld be $50,000; but in actually, your
house is worth $300,000, you have a $50,000 moetgand your net worth is $250,000.
Q. Is it fair, in terms of evaluating the real fintgal condition of a company or an
individual, to limit value to what somebody may kapaid for, something 10, 20 years
ago, without taking into account what it’s reallpsth now in 19997

A. I don'’t believe so.

The defendant’s counsel has the plaintiff's expenvork through the defendant’s
balance sheet. Cross Examination Testimony of Gege Mundstock (Plaintiff),
Englev. R.J. Reynolds Tobacco Co. et al., June 7, 2000, Pp. 12-26

Q. Okay. Now, in reviewing these statements, yaln'tisee anywhere on these
statements that Liggett has cash or cash equigabenband or current assets that
approach 900 million or $1.8 billion, did you?

A. No, I did not.
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Q. In fact, you looked at Liggett’'s balance shedim not very good with this, but I'm
trying. You saw that at the end of December 31at the end of the year, December
31st, 1999, Liggett had cash and cash equivalentsand that’s less than -- not billion,
but that's less than $3 million; is that right?

A. Yes.

Q. And total current assets which would includecacits receivable, inventories, that
was only about$81 million?

A. Yeah.

Q. Is that right?

A. Again, in an industry that generates the kindgash flow that this -- that may be low
cash for some industries, say -- investing in esthte can be quite frightening; that low
numbers of current cash in a business like tobaghere they generate huge cash flows
are less telling indicators of a company liquiditynean, as you know, tobacco is one of
the industries known for its ability to just gernteraash, cash, cash.

Q. But you’re not doubting the accuracy of thigestaent?

A. Oh, absolutely not.

Q. Okay. Thank you.

On the other side of the ledger, you saw curradillties of $49 million, correct?

A. Give me a second.

Q. I believe it's the next page.

A. Yes.

Q. And we saw the stockholders’ equity, which yguead yesterday was equal to total
assets minus total liabilities, and under geneadlgepted accounting principles,
something called book value, net worth, of a littieunder $34 million; isn't that right?
A. Yeah. Again, they use the more — the correother companies it was shareholders’
equity; here it's stockholders’ equity.

Q. Again, you have no reason to doubt that Liggettockholders’ equity at the end of
1999 was shy of $34 million; is that correct?

A. No, | do not.

Q. Now, Professor, as | understand your testimamsectly, despite the fact that
Liggett’s stockholders’ equity, according to genigraccepted accounting principles, is
somewhere around $34 million at the end of 1998, rievertheless your opinion that
there is some sort of transaction or transactibasdan be performed whereby Liggett's
assets could be used to raise $900 million, $1li8rifor paying a punitive damage
verdict in this case?

A. As | discussed what is now two days ago — itrsebke yesterday -- that everyone
knows these are balances in accounts; these aednds. Your ability to raise money
today is based on your value. Your ability to raiseney over time is based on your
ability to get your hands on cash.

Q. Okay.

A. These numbers are based on the history. Evertuesgppear on these numbers. |
don’t know what the value of Eve is; probably rfuttgreat because you don’t have that
many brands. But nowhere on these numbers, begausexpense — you treat it as
money thrown out the door: All your advertisinglding up the Eve name, all the
customer relations associated. You also, if | refm&meorrectly, have one big customer.
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The relationship with that customer does not appeeg. It's been filled; it's been
nourished over the years. None of that value agpmathose numbers.

Q. Professor, | assure you, we’ll get to that. Wjlmat had said was the higher numbers
based on Liggett’s ability to get cash, right? Youmber is based on their ability to get
cash. And through a transaction --

A. Right.

Q. -- presumably what you said yesterday, a defdingj, something to that effect?

A. Accessing the equity markets -- the capital retgk

Q. Accessing the capital markets. Now -- correctifnien wrong -- yesterday, when the
lawyer for Philip Morris, Mr. Lerman, was questingiyou, you stated that you don’t
know, you’re not privy to information as to whetlaary of these companies have had any
problems recently in accessing the capital marketiat correct?

A. Well --

Q. That’s not what you said?

A. My understanding from the public records is theynot even thought about accessing
the equity markets. Whether they’ve had troubléingt bank loan, | don’t know.

Q. Okay. Professor, | want to talk to you about tndmat of access Liggett may have to
the capital markets, because that's what your Valuas really about, right?

A. Yes.

Q. Now, from looking at the company’s financialtetaents that you were provided, you
already know that one of Liggett’s parent compaaiesady has a significant amount of
debts on its books?

A. Oh, yeah.

Q. That’s correct, right?

A. Oh, yes.

Q. In fact, it was something called senior secureigs outstanding --

A. Right.

Q. -- that are payable by the company in time ioualsix months, January 31st, 20017
A. I'm sorry. Which company?

Q. It's by one of Liggett’s parent companies. hthit's called BGLS. Did you see that?
Brooke --

A. I know you renamed your companies. | would heoveheck the chart. | know you
have a great deal of debt.

Q. You have no reason to disbelieve what | just yau?

A. No.

Q. And the principal amount of that is somewhemuad $80 million?

A. 80 million.

Q. 80 million. Not $800 million?

A. Not Philip Morris numbers.

Q. Not Philip Morris numbers. 80 million. And noten your numbers, right? 80 million
is not 900 million. It's not $1.8 billion. It's 8fillion?

A. Right.

Q. Do you know what the term "senior secured notesans?

A. Presumably that they are the most secured agaansenior, but perhaps better
secured than even more senior.

Q. When notes are secured -- correct me if I'm \gren
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A. Not secured. Their order of priority on distritmin. They may not actually be secured.
Let me back up. Some of these companies -- onetimaes to mind is RJR. They don’t
just borrow money; they borrow money in layers. 8ese lenders, particularly in the
public capital markets, have different degreessid. ISome people, like myself, are very
conservative and just put their money in the bank oeally good -- or invest by taking
back notes from very conservative corporations beeave don’t want risk. We're
willing to not have big interest rates in exchafgenot taking risk. I'm risk adverse.
Why did | become a tax lawyer. Good question.

Q. My question --

A. Let me just finish this answer.

Q. Do you want me to sit down?

A. Yes, but putting that aside -- What happeniéy t-- the companies borrow in layers,
so that their most risky debt plays a higher irderate; next less risky debt pays a lower
interest rate. Therefore, they come in layers dilaake, where the most senior is -- has
the first right to the assets and pays the lowgstést rate. As you get less senior, they
pay a higher interest rate, but it’s riskier. Isha stand in line after the other debt.

Q. What you just said, the most senior pays thestwterest rate --

A. That is correct.

Q. And a secured note means that it's collaterdlize

A. Well, it means that under the law, the lendesanly can go against -- fight with
other lenders for the assets of the company, leyt\th got specific legal interest and
specific properties that enables them to get teetadefore anybody else, so they're the
most safe.

Q. So they have first priority on those assets?

A. Yes.

Q. Before tort claimants?

A. In general.

Q. Now, the senior secured notes, BGLS-senior seauotes, whatever you want to call
them, they are collateralized by Liggett's paresnpany'’s interest in Liggett?

A. Right.

Q. They are secured by the stock in Liggett; imet correct?

A. I don’'t know that for a fact. That's a commonusture.

Q. So these secured noteholders --

A. Uh-huh.

Q. -- according to you --

A. Yeah.

Q. -- would have first priority on the stock, thesats of Liggett?

A. If they are the only people with a security net&t --

Q. Assuming that’s correct.

A. Yes.

Q. So, Professor, just the existence of these seatured notes, that have a priority
position as to Liggett's assets, just their exisgealone likely would have a negative
impact on Liggett's ability to raise further capitar the purposes of paying --

A. So you're piercing the veil the other way now?

Q. I'm not suggesting any sort of piercing the viiLiggett's assets --
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A. You told me I couldn’t look at the corporateustture for valuing companies. Now
you’re looking at the corporate structure for vaicompanies the other
way.
Q. This is a very simple question.
THE COURT: Listen to the question. He raised thesgjon. You give him the answer.
BY MR. MARKS:
Q. I'm just looking at Liggett.
A. Yes.
Q. The fact that Liggett’s assets, that someoreadly has a senior priority --
A. Are the assets pledged or the stock pledged?
Q. The stock is pledged.
A. Right, so the assets are not pledged.
Q. That's correct. I'm going to move on. Professactually, I'm going to stick with the
notes for a second. Professor, do you know whaihtkeest rate is that Liggett’s parent
pays on those notes?
A. No.
Q. It's in the 10-K. 15.75 percent interest?
A. That's the stated rate.
Q. What is the difference?
A. Yield is what the economic effect is. | did ratteck the yield.
Q. Do you think that Liggett pays less than 15.@kcpnt? Do you have any reason to
believe they pay less?
A. I have no reason to believe.
Q. That’s a remarkably high interest rate, isi?t it
A. In the current economic climate.
Q. What is the prime rate today?
A. It's like 7 something.
Q. So they're paying more than double of primehéat right?
* * *

Q. I'm correct, am | not, that you have not dong analysis or study, surveying the
investment community, the capital markets, to detee what further funds, what further
cash Liggett or its affiliates could access throigguance of bonds or notes, taking on
other debt, to fund the transactions that you captate this company would have to
undertake to raise the sort of funds that you'lidrig about?

A. I'm sorry, | -- lost -- | have not --

Q. You have not -- | will shorten it up. You havedbne any study, you haven't done
any analysis, you haven’t done any survey of tkestment community, the capital
markets, to figure out whether Liggett can fundgb# of transaction

that you're talking about?

A. That is correct.
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The defendant’s counsel asks the plaintiff's expetiow the defendant would tap into
the value in the brand names it owns. Cross Examation Testimony of George
Mundstock (Plaintiff), Englev. R.J. Reynolds Tobacco Co. et al., June 7, 2000, Pp.
31-34.

A. I mean, for example, if | understand your fin@hstatements correctly, it appears that
transaction costs were 5 million of the 300 million

Q. For the Liggett brand sale?

A. For the Liggett brand sale.

Q. But, Professor --

A. That’s a big number.

Q. That's a big number. But, Professor, we're tagkabout -- the Liggett brand sale was
a transaction between two corporations. You didaite, in the Liggett brand sale, to go
out to the capital market --

A. But it was --

Q. -- and attract investors, right?

A. But you had --

Q. You didn’t have investment bankers?

A. But you had absolute state-of-the-art tax plagnn there that I'm sure you paid Price
Waterhouse, your, quote, "independent auditorsrhall fortune to do.

Q. Professor, the sort of transaction you're tajkabout is not between two companies;
it's between a company and whatever capital yougedrirom the vast capital market?
A. Right. So you can't do the kind of tax plannthgt was done on the brands
transaction.

Q. Professor, if your testimony is accepted andjuents for punitive damages are
entered against each of these five defendantsiorther of magnitude that you've been
talking about, all of the companies likely woulddp@ing to this capital market at or
about the same time; is that right? I’'m not askirgen; but at some point —

Focus Point The defendant’s counsel will emphasize the harofieolved in extracting liquidity
from the value of the defendant’s brand namesallgethe defendant’s counsel wants the jury tq
believe that the only way to extract such value isell the brand name. Much of the value of
cigarette companies is in their brand names. 8ling brand names hits their bottom line hard.
Because the goal of punitive damages under thedanet to force a defendant out of business, t
defendant’s counsel may be preparing to argue@giot that the value of brand names should
play only a small role for the jury in calculatimynitive damages.

Note that selling brand names is obviously notahly way to extract cash from them. The
defendant’s can use the brand name as collaterbbmowing cash or the defendant can simply
raise prices, as some manufactures did to make gatgunder the 1998 Master Settlement
Agreement payments.

A. Well, you know, again, | can't tell you. | meahat -- at what point you decide to start
pricing or deal -- or whether you’re going to hgtaur breath until the process is over
and then all panic at the last minute, living imid& | mean, | can'’t tell you that. But if
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you all hold your breath, wait until the absolustiminute and then suddenly realize you
have to pay money and it's required that you payl iat once, which doesn’t seem
realistic, yeah, that’s right.

Q. Professor, if there’s a verdict in this case,¢hpital market will know --

A lt's --

Q. -- the capital market will know that everyoneluése five companies is -- at some
point is going to be going to the capital markight? So even if Liggett goes today and
Philip Morris goes a year and a half from now, itierket is going to know that Philip
Morris is going to be there eventually?

A. But to the extent liquidity is a concern in tbepital market, if you spread it over time
and don't all go at once, it's not -- there’s — timple -- | mean, the simple reality of
moving this kind of money all on one day is abseljptinprecedented. So that effect is
considerably larger than the effect of all of yaising capital tactically, properly
planned, over whatever period you have from whandgcide you might need it to when
you actually have to pay it. And more to the ektbat you can then further pay it over
time, again, it has less effect on the total ligyidn the market.

Q. So what you're saying is if these five compamiase up with some sort of tactical
plan, maybe they could work something out?

A. The assumption that they would be self-destvecéind all wait and all try to pay a
lump sum, the fact that the Court will make themny, @l of them pay on the same day --
even though that's stupid for everybody involved'’s---

MR. ROSS: Objection, Your Honor.

THE COURT: Well, yeah. | think we are really goimgo an area that --

MR. MARKS: I’'m going to move off this, Your Honor.

THE COURT: Okay. I'll sustain the objection, if yo& going to move on.

BY MR. MARKS:

Q. Professor, of these five companies, right, gbantipe capital market, Liggett would be
the least attractive of the five, for an institui@b investor?

A. For an institutional investor, absolutely.

The plaintiff's expert describes the impact of thel998 Master Settlement
Agreement. Direct Testimony of Joe Cherner (Plaintf), Englev. R.J. Reynolds
Tobacco Co. et al., May 31, 2000, Pp. 38-55.

Q. Have you figured out -- well, since the tobacompanies voluntarily entered into the
Master Settlement Agreement, where they obligaiethselves to pay some $246
billion, have they raised their prices?

Focus Point The defendant’s counsel would like to argue that1998 Master Settlement
Agreement provided sufficient impetus for the tabandustry to change it ways, and thus,
punitive damages are no longer necessary. Thagtiusp according to the tobacco industry, is in
the form of the Agreement’s marketing restrictiand the obligation to remit settlement paymen
to states. The plaintiff's counsel rebuts this angut by showing that the tobacco industry has
made the settlement payments with very little gisoa to their bottom line.
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A. Absolutely. The way that the tobacco industralide to pay a sum as enormous as
$246 billion, which sounds to us like an enormousnher -- actually, it isn’t very
difficult for them to raise at all. There are 50lran smokers. And there are trillions of
cigarettes sold each year. So, for the tobaccostnglun order to raise large sums of
money, all they have to do is simply raise pri&s,. what the tobacco industry did,
approximately, in order to pay for the $250 billigettlement that they agreed to pay to
the attorneys general, under a different lawshéy tsimply raised the price of cigarettes
approximately four and a half cents a cigarettactvkurns into about 80-some cents a
pack. There’s 20 cigarettes in a pack. Approxinya®@l cents a pack. A little bit less than
that. That's all they had to do. They raised cigarprices by approximately -- it was 85
cents a pack, and then they're able to pay thiseagent, where they’re paying
approximately $10 billion a year to the states atbthe country. That's how they're able
to raise that money, just by simply raising the@mf cigarettes.
Q. Did you calculate, if they raise the price gfarettes by about 85 cents a pack, how
many billions of dollars is raised by doing thatr €xample, if you've got 50 percent of
the market or 25 percent of the market?
A. Yes, sir. Actually, | did it a little bit easiglby using five cents a pack, because the
numbers are just rounder and it's easier. And Ild/guggest, if the tobacco industry
wasn’t in need to pay off an amount of money foy season, whether it be the Master
Settlement Agreement or any other penalty that thene found to be -- to have to pay, if
they were to raise the price of cigarettes by figats a cigarette, which is a dollar a pack,
by raising the price of cigarettes a dollar a pacnd | have a chart. Am | allowed to use
it? I don’t know.

* * *
Q. With that price rise?
A. Yes. If the tobacco industry was to raise citjaseby five cents per cigarette, which is
a dollar per pack of 20, they would raise an adddl 20 -- almost $21 billion a year,
assuming there was no decrease in consumptidmeré tvas a decrease in consumption,
which we have seen from after the Master SettlerAgréement in 1998, when they
agreed to pay 250 billion — they raised the priceigarettes by approximately 85 cents a
pack, and we did see a decrease in consumptiotie®® will most likely be somewhat
of a decrease in consumption. But if there weneekample, a 10 percent decrease in
consumption of cigarettes because they raisedrtbe @ dollar a pack —

Focus Point The marketing restrictions in the 1998 Mastettl8ment Agreement appear to hav
had very little effect on industry conduct. Tolmotanufacturers often tout the efficacy of the
Agreement and argue punitive damages are not nagessiowever, public health professionals
have generally concluded that the Agreement iselgropeffective. Additionally, in the Federal
Government’s lawsuit against the tobacco industrgtar the federal Racketeering Influenced an
Corrupt Organization Act, Judge Kessler determitieat the Agreement “has not sufficiently
altered [the tobacco industry’s] conduct to justifgt imposing appropriate remedies” in this case.
In short, the judge found that more was needeceterdhe tobacco industry from future
wrongdoing.
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A. If they -- if there was to be, for example, agdrcent decrease in consumption, then
instead of raising $21 billion, they would raisgegximately $19 billion a year. Not one
time, but a year. And that’s extremely significdtit per year, $19 billion per year
forever.
Q. So what you’re saying is, when they raise theegrby a substantial sum, like five
cents a cigarette, that there are a certain nuofl®mokers who drop out of the market;
they won't pay the higher price, but looking at the picture and taking all of that into
account, are you saying that, in spite of cigarettegsumption going down in terms of the
number of smokers, the profits to the tobacco congsago up?
A. Absolutely.

* * *
Q. Is the tobacco industry today, in spite of thaskér Settlement Agreement and its
obligations under the Master Settlement Agreenfemt) your standpoint with your
financial background, are they doing well?
A. They're doing very well.
Q. In your opinion, in the foreseeable future, do ¥xpect that they will continue to do
well, financially and economically?
A. Yes, sir. They will do even better financiallgcheconomically in the foreseeable
future.

The defendant’s counsel discusses the defendantscaunting with its controller.
Direct Testimony of Richard Adams (Non-Expert Witness for Defendant) Whitely v.
Raybestos-Manhattan, Inc. et al., March 23, 2003, Pp. 5986-88.

Q. And from an accounting perspective, how doesdlference between the purchase
price of the company and the previous net bookevafithe company get reflected in the
balance sheet?

Focus Point The defendants in tobacco litigation rarely indiace expert witnesses on punitive
damages. Rather, they have employees testify #tdefendants’ financial records.

A. Well, when it gets put on the balance sheed,ddlled goodwill. And at the time, the
goodwill was -- it was about $14 billion. | meanwias an enormous sum of money.

Q. Is there anything improper from an accountingpective in characterizing this
premium that was paid for R.J.R. Nabisco aboveedtsdook value as goodwill?

A. No. On the other hand, it's entirely proper @nere’s lots of accounting literature that
directs you as to how to do it and what to call it.

Q. And how has that goodwill been treated on tharfcial records, and in particular, the
balance sheet of R.J.R. Nabisco, and now R.J. Ré&yid@bacco Holdings, Inc., over the
course of time?

A. Well, once it’s established, the way that yoa@amt for goodwill is to expense it
periodically over a period of years. And that pdraj years is -- at the time, the rules
were not more than 40 years. So each year, theldveopense 1/40th of that $14 billion
into their profit and loss statements.
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Q. So you simply take the difference between thelmse price of the company and its
net book value at the point in time of the purchésen take that difference, put it into
goodwill, and then amortize that over time on adged basis, reducing the number?

A. That’s right.

Q. Do I have that right?

A. That’s right. It's just like depreciation on 8l assets.

Q. Was there anything else about the LBO transathiat had an effect on the balance
sheet of the company other than this goodwill éntry

A. Well, yes. | mean, we had to value our trademmarfkat’s also the thing that happens
in a purchase transaction or a leveraged buyout.sdnvalues were assigned to our
trademarks, Winston, Salem and other cigarettesamgt of the other brands that were
present for the other companies.

Q. And how was that valuation accomplished?

A. An independent appraiser is hired, and they lathe information at that point in
time and try and determine some future value ferttands. | mean, I'm not an
appraiser. | can’t tell you exactly how they doTihe appraisals were to be independent
and values were assigned.

Q. So those values are entered as values undenteakls on the balance sheet. And are
they amortized over time as well?

Focus Point This testimony is in response to the plaintifigert’s valuation of cigarette brand

names. Excerpts of testimony by Robert Johnsond®d above show how the plaintiff's counse
values the defendants’ brand names based on teadk&ft's purchase of brand names from oth
tobacco manufacturers. In this line of questionithg defendant’s controller would have the jury
believe that the value of the brand names staremleasing the moment they were purchased. .

D

A. They are. It's the same 40-year period. The ephcs identical, 1/40th every year.
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