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Testimony of Linda McLaughlin

Qualifications

I am an economist and a Senior Vice President at National
Economic Research Associates, Inc. (NERA). | have conducted economic
analyses of the entertainment and media industries for over twenty-five
years. | have anhalyzed markets for music rights and other issues in radio,
recorded music, motion pictures, and broadcast, cable and satellite
television. [ have also analyzed costs and revenues in these industries,
and aggregated data for individual companies in the same industry. A
more detailed statement of my educational background and qualifications

is attached as Appendix 1.

Purpose of Testimony

The purpose of my testimony is to show the nature and amount of
the expenses incurred, as well as the revenue generated, during the 15-

year period 1991-2005 by the record labels affiliated with the major U.S.

record companies.l At my direction, the data underlying this testimony
were provided to me by each of the four largest record companies, known

as the “majors.” These companies are EMI Group, Sony BMG Music

Entertainment, Universal Music Group and Warner Music G—roup.2 |

1
2006 data are not yet available.

3
Z

The music labels of BMG Entertainment and Sony Music U.S. operated separately unti! August
2004, when they were combined into Sony BMG Music Entertainment. BMG Entertainment and
Sony Music U.S. each provided data for their respective labels for the 1991-2003 period. Sony

Footnote continued on next page
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aggregated the data | received from the majors to produce the tables
contained in RIAA Ex. M-201-DR entitled “Major Record Companies,
Summary of Revenues and Costs for Domestic Sales.” The data in this

exhibit cover label revenues derived from record sales, the costs related to

those sales, and revenues from the license of sound rex:ordings.3 (The
term “record sales” refers to sales of several types of sound recordings,
including singles and albums recorded on CDs, cassettes and LPs and

music videos, as well as digital sales.)

Summary of Key Findings
As set forth in more detail below, the costs incurred by the major
record labels increased each year from 1991 through 1999, Since then,
costs decreased in each year except 2005, when there was a small
increase. (See Figure 15.) Net sales revenue followed a somewhat similar
pattern, with increases each year fro.nh 1991 ‘through 1999, decreases each

year from 2000 through 2003 and then increases in 2004 and 2005, (See

Footote continued from previous page

BMUG provided data for Sony and BMG separately in 2004. PolyGram, part of Universal Music
Group since 1999, operated separately during the 1991-98 period. Universal provided PolyGram
data in the pre-acquisition period.

3
The revenues and expenses shown in my report are those of the major labels primarily for the

sound recordings produced by those labels. In most cases, manufacturing and distribution
expenses of the major labels are payments from the labels to affiliated entities that perform the
manufacturing and distribution activities and cover the affiliated entities’ costs and profits. The
data do not include other income/expense, such as net mcome/expense of joint ventures and
reorganization expenses,
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Figure 16.) From 1991 to 2005, the percentage of industry revenues paid

in mechanical royalties has increased. (See Figure 2).
Discussion

i Costs

In this section, | provide data on the various costs for the major
record labels for the years 1991-2005, including mechanical royalties, artist
royalties, advances and recording costs, direct marketing, manufacturing,
distribution, and overhead.

A.  Royalties

1. Mechanical Royalties

The term “Mechanical Royalties” refers 1o royalties paid by the
major labels to music publishers on behalf of songwriters and publishers
for U.S. record sales. These royalties are paid for the "mechanical license”
to reproduce and distribute the musical works underlying sound recordings.

The mechanical royalties paid by the maijor labels collectively during

each of the years 1991-2005 are shown in Figure 1.

(]
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Figure 1

As RIAA Ex. M-201-DR and Figure 1 illustrate, the major labels spent a
total of [ o» mechanical royalties during the years 1991-2005,
or an average of [}l per year. As shown in Figure 2 below,

mechanical royalties ranged from [Jfi to [l percent of the labels’ net sales

revenue.
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Figure 2

2. Aﬁist Royalties
The term “Artist Royalties” in RIAA Ex. M-201-DR refers to royalties
earned by the featured artists” as well as health and pension plan
payments to the American Federation of Musicians ("AFM") and the
American Federation of Television and Radio Artists (“AFTRA”"), unions

that collect such payments on behalf of their members, who generally are

Some of the rovalties earned by the artists may be used to repay artist advances and certain
expenses of making the recordings and promoting them, which were initially paid by the record
labels. These other expenses, discussed below, are shown net of any repavments. The remainder
of the artist rovalties earned are paid to the artists by the record labels.

A1
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studio musicians and vocalists. Royalties here include only payments for
record sales in the United States.

The artist royalties paid by the major labels collectively during each

of the years 1991-2005 are shown in Figure 3.

| Figure 3

As RIAA Ex. M-201-DR and Figure 3 illustrate, the major labels spent a
total of [ on artist royalties during the years 1991-2005, or an
average of (NN per year. As shown in Figure 4 below, artist

royalties ranged from {JJifj to i} percent of the labels’ net sales revenue.
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Figure 4

B. Advances and Recording Costs

The term “Advances” refers to advances that are paid to artists and
that are not likely to be “recouped,” i.e., recovered from artist royalties. It
does not include advances that have been recouped. The term “Recording

Costs” refers to recording costs that are paid directly by the record label

and that are not rent:ougzyec{S

5 - . - - .
Advances and recording costs that have been recouped are included in arfist royalties.
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The advances and recording costs paid by the major record labels

collectively during each of the years 1991-2005 are shown in Figure 5.

Figure 5

As RIAA Ex. M-201-DR and Figure 5 ilfustrate, the major record labels
spent a total of [l on advances and recording costs during the
years 1991-2005, or an average of [N per year. As shown in
Figure 6 below, advances and recording costs ranged from [Jj to ||

percent of the record labels’ net sales revenue.
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Figure 6

C. Direct Marketing

The term “Direct Marketing” includes costs from a number of
advertising and promotional activities undertaken by the record label. It
includes record label advertising, video costs and tour support.(’ It also
includes payments to retailers for advertising and in-store promotion, and

other promotional activities.

Marketing costs, such as tour support, that have been recouped from artists are included in artist
rovalties. Costs that are not recoupable or have not been recouped are included in direct
marketing costs,
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The direct marketing costs paid by the major record labels

collectively during each of the years 1991-2005 are shown in Figure 7.

As RIAA Ex. M-201-DR and Figure 7 illustrate, the major record labels
spent a total of (MM on direct marketing costs during the years
1991-2005, or an average of [ Ml per year. As shown in Figure 8
below, direct marketing costs ranged from [Jif] to (] percent of the record

labels’ net sales revenue.

10
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Figure 8

D, Manufacturing

The term “Manufacturing” refers to the record labels’ costs of
manufacturing sound recordings in various formats such as CDs and
casseties. It also includes the costs of packaging, liner notes and cover
art. The value of scrapped, unsaleable product is also included in this

category. This value is generally referred to as “obsolescence.”

The manufacturing costs paid by the major record labels collectively

during each of the years 1991-2005 are shown in Figure 9.

1]
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As RIAA Ex. M-201-DR and Figure 9 illustrate, the major record labels

spent a total of ([ on manufacturing costs during the years
1991-2005, or an average of (MMM per year. As shown in Figure
10 below, manufacturing costs ranged from [Jjifi to [l percent of the

record labels’ net sales revenue.

12
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Figure 10

E. Distribution

The term “Distribution” refers to the record labels’ costs of
distributing manufactured product to retailers, one-stops (sub-distributors
that buy in bulk from the majors and sell to stores that buy small quantities)
and rack jobbers (independent category managers for mass merchants). It
includes the costs of warehousing, freight, handling, bad debts, cash
discounts to purchasers, and additional advertising and promotion

paymenis to customers.

The distribution costs paid by the major record labels collectively

during each of the years 1991-2005 are shown in Figure 11.

13
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Figure 11

As RIAA Ex. M-201-DR and Figure 11 illustrate, the major record labels
spent a total of M on distribution costs during the years 1991-
2005, or an average of [ ENEGEGEG pér year. As shown in Figure 12
below, distribution costs ranged from [} to [} percent of the record

labels’ net sales revenue.

14
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Figure 12

F. Overhead

The term “Overhead Costs” refers to the indirect costs of operating
the record labels. It includes salaries, office space, utilities, and travel and
entertainment expenses for record company personnel. These indirect
costs include the in-house costs of working with artists, marketing

recordings, and accounting and other administrative functions.

Overhead costs paid by the major record labels collectively during

each of the years 1991-2005 are shown in Figure 13.
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Figure 13

As RIAA Ex. M-201-DR and Figure 13 illustrate, the major record labels
spent a total of (MMM on overhead costs during the years 1991-
2005, or an average of ([Nl per year. As shown in Figure 14
below, overhead costs ranged from [l to Ml percent of the record labels’

net sales revenue.

16
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Figure 14

G. Summary

Total cost is the sum of mechanical royalties, artist royalties,
advances and recording costs, direct marketing costs, manufacturing
costs, distribution costs and overhead costs. The costs paid by the major
record labels collectively d uring each of the years 1991-2005 are shown in

Figure 15.

17
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Figure 15

As RIAA Ex. M-201-DR and Figure 15 illustrate, the major record labels

spent a total of (M in costs during the years 1991-2005, or an

average of [ per vear.

it Revenues

In this section, | provide data on net sales revenue and net license

income for the major record labels for the years 1991-2005.

18
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A. Net Sales Revenue

The term “Net Sales Revenue” refers to record label income from
domestic U.S. sales, including digital sales, after crediting the value of
sound recordings refurned unsold.

Figure 16 shows the net sales revenue for the majors for each year

from 1991-2005,

Figure 16

As RIAA Ex. M-201-DR and Figure 16 illustrate, total net sales revenue for

1991-2005 was (. and average yearly net sales revenue

during this period was [l llll. Digital sales revenue was [ N
in 2004 and [} i~ 2005.

19



B. Net License Income

The term “Net License Income” refers to licensing income which is
principally from U.S. record clubs and foreign sales of domestic artists’
music recordings, as well as from compilations such as soundtracks
featuring different artists from different record labels. Artist royalties on
licensed works are subtracted to reach the net income figure. There are
no mechanical royalties incurred by the major record labels in connection
with their net licensing income. Any mechanical royalties are paid by the
licensee, such as the U.S. record club or the foreign seller.

Figure 17 shows net license income for the major record labels for

each year from 1991-2005.

Figure 17

20
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As RIAA Ex. M-201-DR and Figure 17 illustrate, total net license income

for 1991-2005 was [ . and average yearly net license income

during this period was [ GEGGNEK.

Hl. Comparison of Costs and Revenues

Figure 18 shows total costs (the sum of mechanical royalties, artist
royalties, advances and recording costs, direct marketing costs,
manufacturing costs, distribution costs and overhead), net sales revenue

and net licensing income.

Figure 18

As RIAA Ex. M-201-DR and Figure 18 illustrate, the major record labels’

collective total costs for 1991-2005 exceed their total net sales revenue.
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For the 1991-2005 period, total costs amount to [ ||l . total net
sales revenue amounts to [ . and the excess of costs over net
sales revenue is [ J]J]IIIE. Only when net license income is included
does total revenue exceed total costs. Net license income for 1991-2005
amounts to (. For the 1991-2005 period, total revenue exceeds
total costs by (. Total costs exceed net sales revenue in each
year 1991-2004 and total revenue (net sales revenue and net licensing

income combined) exceeds total costs in each year 1891-2005.
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I declare, under penalty of perjury, that the foregoing testimony 1s true and correct

=7} zj/z

to the best of my knowledge.

Linda McLaus,h in

23
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M-201-DR Major Record Labels: Summary of Revenues and Costs for Domestic Sales,
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N E R A National Econamic Research Associates, inc.

Economic Corsulting 1166 Avenue of the Americas
New York, New York 10038
212 345-3000  Fax 212 345.4850

Direct dial 212 345-5340
inda mclaughiin@inera.com

wWWWw nera.com

LINDA McLAUGHLIN
SENIOR VICE PRESIDENT

Ms. McLaughlin specializes in antitrust and trade regulation. She has prepared studies of
relevant product and geographic markets, market structure and performance, the impact of
mergers and acquisitions, vertical and horizontal arrangements, and pricing and purchasing
practices. These studies have focused on various consumer and producer industries, with
particular emphasis on media and insurance.

Her work in the media and entertainment industries also includes: analyses of proposed US
Federal Comnmnications Commission rules concerning cable and broadcast television; pricing of
music copyrights and retransmitted television stations rights; evaluation of motion picture talent
contracts; the impact of a new magazine introduction; the reasonableness of cable, home

satellite, and recorded music projections; and the value of cable systems, cable networks, and
newspaper distributors.

In the area of insurance, she has also studied the effect of state rate regulation and deregulation
of large commercial transactions, as well as the causes of the hability insurance crisis and its
effect on reinsurers.

In addition, Ms. McLaughlin has performed studies of impact and damages in connection with
antitrust, contract, trademark, and other litigation. The firms mvolved in these studies have
included: manufacturers of consumer electronics products, fertilizers, windows, paint, and
pharmaceutical products; distributors of chemicals, steel, beverages, and telecommunications
services and equipment; tobacco growers; and satellite and internet service providers.

CMMC ach s Mo eanan Companies
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Linda McLaughlin

University of Pennsylvania
M.A., Economics, 1970

Marquette University
B.S., cum laude, Mathematics, 1968

Professional Experience

1974-

1670-1974

NERA Economic Consulting

Senior Vice President (since 2000)

Specialization: antitrust and trade regulation, intellectual property, economic
damages.

Primary industries studied- media and entertainment, including broadcast, cable
and satellite television, broadcast and satellite radio, motion pictures, recorded
music, music publishing, advertising, newspapers, magazines and internet; and
property-casualty and health insurance.

Other industries studies: telecommunications, photographic supplies, consumer
electronics products, fertilizers, paint, windows, window coverings,
pharmaceutical products, building products, hardware, chemicals, glass, steel,
breakfast cereal, beverages, and tobacco.

Hofstra University

Instructor

Taught introductory economics, intermediate microeconomics, and the
application of mathematics to economics.

Honors and Professional Activities

Member, American Economic Association and Committee on the Status of Women in

Economics.

Testimony, Reports, and Publications

In the Matter of the Application of Clear Channel Adshel, Inc. For a Judgment Pursuant to
Article 78 of the CPLR v. Franchise and Concession Review Committee of the City of New York,
et al. (Sup. Court N.Y.S., New York County). Affidavit, July 2006,

NERA Economic Consulting
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Linda McLaughlin

Teleglobe Communications Corporation et al. v. BCE, Inc. et al. {D. Del.), a bankruptcy case.
With William E. Taylor, Report, March 2006; rebuttal report, April 2006; deposition testimony,
May 2006.

Clear Channel Investments, Inc., Claimant v. XM Satellite Radio Holdings, Inc., et al.,
Respondents (JAMS Arbitration), a breach of contract case. Report, September 2005; deposition
testimony, September 2005,

Proposed Acquisition of United General Title Insurance Company by The First American
Corporation (Arkansas Insurance Department). Report, February 2005.

Mitchell Camarda v. Snapple Distributors, Inc., et al. (S.D.N.Y), an antitrust case. Report,
Aungust 2004,

Paul Zuccarini v. Ziff Davis Media Inc., et al. (Sup. Court N.Y.S., Nassau County), a breach of
contract case. Report, May 2004; deposition testimony, July 2004.

1In the Matter of the Merger of Pacific Norihwest Title Insurance Company with and into The
First American Corporation (Washington State Office of the Insurance Commissioner and
Alaska Department of Insurance). Reports (both states), April 2004; hearing testimony
(Washington), April 2004,

CSC Holdings, Inc., Claimant, and Yankees Entertainment and Sports Network, LLC,
Respondent (American Arbitration Association), a contract case. Report, January 2004;
deposition testimony, February 2004; hearing testimony, March 2004,

United Magazine Company, Inc., et al. v. Murdoch Maguazines Distribution, Inc., et al.
(S.D.N.Y), an antitrust case. Report, December 2003.

D. Lamar DelLoach, et al. v. Philip Morris Companies, Inc., et al. (M.D.N.C.), an antitrust case,
Report, October 2003; deposition testimony, October 2003.

Trowbridge, et al. v. Sony Music Entertainment, Inc., et al. (D. Me.), an antitrusi case.
Report, July 2003; Supplemental report, October 2003; Addendum, November 2003.

Original IFPC Shareholders, Inc. v. AT&T Wireless Services, Inc. et al. (Cir. Court of DuPage
County, 111, a trade secret case. Report, March 2003; rebuttal report, May 2003; deposition
testimony, June 2003.

“Recording Industry Revenues and Costs.” Hearing testimony before the California Legislature,
Joint Hearing of the Senate Committee on Judiciary and the Senate Select Committee on the
Entertainment Industry on Record Label Accounting Practices, September 2002; Report prepared
for the Recording Industry Association of America, November 2002,

NERA Econemic Consulting 3
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Twentieth Céntlﬁji Fox Film Corp. v. Marvel Enterprises, Inc., Tribune Entertainment Co.,
Fireworks Communications, Inc. and Fireworks Television (US) Inc. (S.DN.Y ), a breach of
contract, copyright and Lanham Act case. Report, August 2002; deposition testimony, September
2002.

In the Matter Between Paxson Communications Corp., Claimant, and National Broadcasting
Co., Respondent (American Arbitration Association), an antitrust case. Report, March 2002;
supplemental report, June 2002; hearing testimony, June 2002,

The Commission’s Cable Horizontal and Vertical Ownership Limits and Attribution Rules, FCC
MM Docket No. 92-264. With Paul L. Joskow, Report, January 2002.

We Media Inc. v. Cablevision Sysiems Corp. et al. (S.D.N.Y.), a Lanham Act case. Report,
December 2001; deposition testimony, February 2002.

U.S. v. BMI, In the Matter of the Application of Hicks Broadcasting of Indiana, et al, Applicants,
Jor the Determination of Reasonable License Fees (5.D.N.Y"). Report, November 2001; rebuttal
report, January 2002; deposition testimony, March 2002.

Atlantic Embroidery, Inc. v. Vanguard Industries, Inc. (E.D. Va.), an antitrust case. Report,
August 2001,

Determination of Rates and Terms for Digital Performances of Sound Recordings, Docket No.
2000-9 CARP DTRA 1&2. Report, April 2001; hearing testimony, July-August 2001,

BPW Rhythmic Records L.L.C. v. CDNow, Inc. and N2K Inc. (S.D.N.Y.), a breach of contract
case. Report, August 2000; deposition testimony, August 2000,

Rajendra Patel v. Hughes Electronics Corporation et al. (S.D. Md.), a breach of contract case.
Report, July 2000.

Distribution of Satellite Royalty Funds, Docket No. 97-1 CARP SD 92-95. Report, January 1999,

Arthur Sarkissian v. The Walt Disney Company, et al (Sup. Court, Los Angeles, Cal.), a contract
case. Deposition testimony, October 1998,

Hometron USA, Inc., v. Bell Atlantic Corporation et al. (Cir, Court of Baltimore City, Md.), a
fraud case. Report, February 1998; deposition testimony, February 1998.

Time Inc. v. Petersen Publishing Co., L.L.C, (8.D.N.Y.), a Lanham Act case. With Philip A.
Beutel, Report, January 1998,

Integrated Consulting Services, Inc. v. LDDS Communications, Inc. {5.D. Md.), a breach of
contract case. Report, July 1997,

NERA Eccnomic Consulting 4
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“Background Analysis for New York State Insurance Enterprise Zone.” Report prepared for The
Insurance Brokers’ Association of the State of New York, April 1997.

Satellite Carrier Royalty Rate Adjustment Proceeding, Docket No. 96-3 CARP SRA. Report,
November 1996; hearing testimony, March 1997.

Frebon International Corporation v. Bell Atlantic Corporation, et al. (D.D.C.), a breach of
contract case. Report, February 1996; deposition testimony, March 1996,

Review of the Commission’s Regulations Governing Programming Practices of Broadcast
Television Networks and Affiliates, FCC MM Docket No. 95-92. With Philip A. Beutel and
Howard P. Kitt, Report, October 1995, Supplemental Report, January 1996,

Lurner Broadcasting System, Inc., et al., v. Federal Communications Commission, et al. (D.D.C.),
a First Amendment case. Deposition testimony, May 1995; affidavits, May and June 1995.

“Competitive Effect of Elimination of Small Overbuilds Between Time Warner and Cablevision
Industries.” With Paul Joskow, Report prepared for submission to the Federal Trade Commission,
April 1995.

Thompson Everetr, Inc. v. National Cable Advertising, Inc., et al. (E.D. Va.), an antitrust case.
With Richard Schmalensee, report, March 1994; deposition testimony, April 1994

Selcke v. Touche Ross & Co., et al. (Cir. Court of Cook County, 1i1), a breach of contract case.
Deposition testimony, March 1994 and May 1995,

Implementation of Sections of the Cable Television Consumer Protection and Competition Act of
1992, Rate Regulation, FCC MM Docket No. 92-266. With Lewis I. Perl and Jonathan Falk,

reports on econometric issues, June and July 1993.

Hachette Distribution, Inc. et al. v. Hudson County News Company, Inc. et al. (ED.N.Y), an
antitrust case. Deposition testimony, March 1993.

Abbott Laboratories v. Mead Johnson & Company (S.D. Ind.), a Lanham Act case. Report,
January 1993,

“Federal Charter Plan Background Analysis.” Report prepared for the Insurance Solvency
Coalition, December 1991,

“MeCarran-Ferguson Act Reform: More Competition or More Regulation?” With Paul Joskow,
Yournal of Risk and Uncertainty, December 1991,

Personal Preference Video, Inc. et al. v. Home Box Office, Inc. (N.D. Tex.), a breach of contract
case. Trial testimony, October 1991.

NERA sconomic Consulting 5
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Cable Television Franchise Renewal Proposals of Manhattan Cable TV and Paragon Cable
Manhattan. Opinions on the reasonableness of certain assurptions, January 1990.
Associated Imports, Inc. v. International Longshoremen's Association et al. (SDN.Y.), a breach of
contract case. Deposition testimony, October 1988, September 1990; trial testimony, October

1990.

James M. King and Associates, Inc. v. G. D. Van Wagenen Co., et al. (D. Minn.), an antitrust case.
Affidavit, January 1988; deposition testimony, February 1988.

Apache Corp. v. McKeen et al. (EDN.Y.), a RICO case. Deposition testimony, April 1987.

James F. Chumbley, et al. v. Rockland Industries, Inc. (D. Md.}, a breach of contract case.
Deposition testimony, December 1983; trial testimony, January-February 1986.

Acorn Building Components, Inc. v. Norton Co.; Jeld-Wen, Inc. v. Norton Co.; and Weather Shield
Mfz, Inc. v. Norton Co. (E.D. Mich., Southern Div.}, product liability cases. Deposition testimony,
October 1985.

Action Publications v. Panax Corp. ef al. (W.D. Mich.), an antitrust case. Deposition testimony,
June 1984; trial testimony, December 1984,

East Coast Chemicals v. Exxon (Sup. Court, N.J.), a product liability case. Report, June 1983;
deposition testimony, June 1983.

Mississippi Chemical Corp. v. Chemical Construction Corp. ef al. (S.D. Miss.), a breach of
contract case. Deposition testimony, June 1982,

Comet Industries, Inc. v. ESB Inc., et al. (W.D. Mo.), a breach of contract case. Deposition
testimony, September 1981.

Paschall and Intervenors v. The Kansas City Star Co. (W.D. Mo.), an antitrust case. Deposition
testimony, November 1980.

Nowvember 2006
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