Confidential

Memorandum

PLAINTIFF’S
EXHIBIT
To: M. R. Greenberg 19
From: Frank H. Douglas

Date: 09/10/99
Re:  Auto Warranty

Per your request, the attached report provides a recap of our warranty business since its
inception.

You might want to review to Exhibit | to the attached note, which provides the actual results
booked over the years for this business. Note the large amount of reinsurance and the extremely
low net earned prior to 1997. For example, of the 93M of gross written in 1996 there was about
only 7M net earned. This is because the premium earns very slowly and the net retention was
low for this business. As the attached note highlights, we did not begin to develop any credible
data until 1997. Additionally, the loss of the reinsurance essentially made all the exposure net.

Actuarial supported Evan’s suggestion to hire a consulting actuary. The only consultant we felt
could bring significant additional input to our review was Roger Hayne of Milliman &
Robertson. We knew Hayne had done consulting work for many other writers of Auto
Warranty business (including our reinsurer OPL) and that he therefore would be able to bring
into his review all the data and rate making experience of his other clients. In actuarial circles
he is considered the actuarial authority on Auto Warranty business. His report on our results
suggests there will be an underwriting loss of close to 400M against our unearmned premium
reserve as of 12/31/98 of 244M. His projected loss ratio is about 265% and he said this is the
worst he has ever seen other than one account he reviewed many years ago.

It appears to us that several of the assumptions made by Milliman & Robertson are
conservative. For example, they are assuming an annual increase in loss costs of about 9% per
year whereas their normal assumption is close to zero. Their assumption is based on our own
data as provided by our administrators which indicates this high loss trend. It is our hope and
the profit center’s belief that this trend can be eliminated if not reversed by our implementation
of good claims management control. As this underwriting loss is entirely in the future, it is
clear that to the extent our poor results are driven by claim or administrator control problems
significant improvement would be indeed be possible.

cC: E.G. Greenberg A’
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American International Group

70 Pine Street New York, N.Y. 10270

To: Frank H. Douglas Date:  September 10,1999
From: Jay Morrow
Re: Auto Warranty

DBG Division 16 started writing automobile warranty business as a
separate Profit Center in 1993. There was one small MBI program written in
Division 31 for many years prior to this. It was rolled into the new Profit Center at
this time. The rates and earnings curves originally used were based on highly
summarized data provided by the various administrators. There were two major
judgemental adjustments that had to be made to this data in arriving at the rates
and earnings curves: changes in the underlying manufacturers warranty period,
and a significant increase in the amount of extended eligibility sales.

From March 1993 through April 1995 there was an 80% quota share with
Lloyd's of London. From May 1995 through September of 1996 there was an
80% quota share with OPL. There are some problems with collectability on the
Lloyds reinsurance and in early 1998 we agreed to provide OPL with a stop loss
treaty at a 120% combined ratio because of the high level of loss and our
historical business relationship. At this time, we also had to reverse premium
erroneously ceded to OPL from October 1996 through October 1997.

The attached Exhibit | shows the calendar year results booked for this
business. Exhibits Il through V show the gross reported results by contract sale
year as of 3/31/99 split between new and used VSC contracts and new and used
MBI contracts. Keep in mind that VSC contracts have a zero commission while
MBI has about a 50% commission. The earned premium is based on our current
earning curves except for cancellations which are fully earned at the time of
cancellation. The cancellation issue results in the reported loss ratio being lower
than the expected ultimate loss ratio, especially for the latest couple of years.

This business was initially booked to around an 80% loss ratio based on
the initial rating assumptions of the Profit Center. This allowed for a small IBNR
reserve for the inherent processing delay. Other than this small IBNR, this
business runs on a reported paid loss basis. In 1997, the reported loss ratio
exceeded 80% and has continued upward ever since.
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There was substantial effort by the Profit Center for several years to get
data out of the administrators that could be used for analysis. This data was
finally received late in 1997. The initial reports indicated the results were much
worse than the initial 80% loss ratio assumption, but required more refined
reports to drill down to the specific problems. As these reports were refined over
the course of 1998, it was discovered that the biggest problem was the extended
eligibility business. The other problem noted is that in each quarters update, the
trend in both frequency and severity has been significantly higher than any
reasonable assumption would have suggested. The current Milliman and
Robertson draft report has extrapolated this trend into the future to arrive at very
high ultimate loss ratios. It indicates a gross underwriting loss of about $400
million for the 12/31/98 UEPR. The attached report from Steve Gapp shows the
detail of this projected loss by administrator.

Attachment
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