Morgan Stanley

PLAINTIFF’S
EXHIBIT

652

Comment

Insurance - Property &
Casualty

Alice Schroeder
+1(1)212 761 4626
AliecASchmcdc:@mmgmmnky.wm
Vinay Saqi

+1(1)212761 8530
Vinuy.&qi@motgzuunlcy.eom
Chas Winans

+ (1212761 4N T
Chtia.winzm@margamhnlcy.com

March 18, 2002

New Ratings System

[MSCUSECTOR FINANCIALS]
US Strategist Weight 17%
S&P 500 Weight 18%

Confidential

* Morgan Stanley Equity Research launches new ratings system
Our new systcm is desigacd to give context to stock ratings in a way
that supports a disciplined approach to the investment process.

¢ We now have three stock ratings instead of faur }
The new stock ratings are Ovenweight, Equal-weight, and’

country or regional MSCI index.

® Analysts’ industry views and strategists’ sector calls provide context
Our analysts will publish their views on cach covered industry as
Attractive, In-Line, or Cautious. Our equity strategists' recommended
sector weightings will appear on all research, aloagside the actual
weighting in the local benchmark.

® See inside for our Insurance - Property & Casualty stock ratings

- The analyst's industry view is Attractive.

Please see the important disclosures at the end of this report.
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New Ratings System

ladustry View

Our view on the Property & Casualty Insurance
industry is Attractive, as measured on a market- )
capitalization basis. Our view is not a fundamental change
(0 our opinion of the industry relative (o our Neutral
recommendation under Morgan Stanley’s previous rating
system. The reason for our Attractive industry view is
simply weighting. Twa, stocks, American International
‘Group (AIG) snd Berkshire Hathaway (BRKa4), sccount for
63% of the market capitalization of our coverage universe.
Under our new rating system, the outlook for these two
mega-cap stocks mathematically drives our overall macket-
cup-weighted industry view, and we have a posilive outlook
for both stocks. In general, on a stock-by-stock basis, we
have moved to a somewhat more conservative posture,
driven by valuation.

In assessing our industry view and individual stock picks,
we have considered stock valuations, dividend yields, the
underlying fundamcatals of the industrics and companics,
and the economic environment. We have alsa looked at
each stock on a risk-adjusted basis, taking into account the
potential volatility of earnings that could drive its
progression over the next 12-18 months.

‘Our recommendations are valuation-driven. Last
November, we concluded that the values of most property--
casualty (P-C) insurance stocks discounted the prospect of a

- strong uptumn in the industry cycle, limiting opportunity and
creating risk for investors. We continue (o believe that the
market is discounting a cyclical turn that will be sustained
into 2003. Most stocks are again trading near their 2001
highs, and based on our valuation work, we can Jjustify no
more than an Equal-weight rating for many of the stocks,
despite what we see as good underlying fundamentals. We
also have considered economic sensitivity. Several of our ~}
stocks — Ambac (ABK), AIG, Hartford Financial HIG),
MBIA (MBI), Marsh & McLennan (MMC), and MaxRe
(MXRE) — are more economically sensitive than
traditional pure-play nonlife insurers and are affected either
positively or negatively by the current cconomic outlook,

" depending on their business models or mixes. -

In gencral, we belicve most P-C insurance stocks have
discounted the majority of the cyclical recovery in the
insurance market that began in 2000 and accelerated after
September 11. The P-C insurers are now trading at roughly
2 times book value — well above the histogical average of
Insurance - Property & Casualty - March 18, 2002

1.5-1.6 — for an industry that has historically barely
managed to reach mid-teen-percentage returns on capital.
Most importan, in our vicw, an increasing numbcer of stocks
are looking less attractive at current valuations, compared to
our residual income targets. By modeling periods beyond
2003, the residual income method projects that in later
years, retumns on capital begin to docline for most insurcrs
even as eamings coatinue to rise.

Even under best-case scenarios, upside poteatial for
many of the P-C stocks appcars limited. OQur residual
income model prevents making the error of placing a peak
multiple on peak carings (as il capital could be perpetually
reinvested at such peak returns). To achieve significant
upside from these levels, we believe stocks would have to
achieve a sustainable 15% return on equity (ROE) well
beyond 2003. We think that is a highly unlikely outcome
for a broad group of companies in this competitive and
fragmented industry.

* A material improvement in the pricing enviconment —
surpassing current expectations — would instead likely
lead many companies to accumulate more capital than
they could profitably deploy, in our view.

*  Alternatively, the reason for the sustained pricing
upturn might simply be ongoing losses destroying more
value for a longer time than anticipated. The resulting
price increascs would therefore not necessarily create
additional value for investors. )

We do believe a more favorable outcome can be achieved
by a limited number of companies. But, as we have often
noted, the nature of a cyclical turn in this industry is that
everybody can’t be a winner. Accordingly, we are not
troubled by the risk of leaving some potential upside on the-
table if we view the risk of overconcentrating in a stock or
an industry as significant — as we do now.

For higher earnings and valuations, about a decade’s
worth of underpricing must be reversed and sustained,

‘in our view. Unquestionably, pricing has improved across

the board, but is this the best pricing environment ever?
Will it last? And will it flow through to the bottom line? At
the peak, we believe insurers can no longer eam excess
returns for as long as in past cycles. Despite the largest loss
in history-in neadly every major line on 9/11, industry

Please see the Important disclosures at the end of this report.
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observers say that pricing in property insurance is still not at
1993-94 levels and pricing in casualty is not at 198G levels.

In addition, the investing climate is weaker than in the past
few years, so rate increases are replacing lost investment
income. Loss cost inflation has not been fully priced in by
insurers, and asbestos-telated losses are ever-looming. On
top of that, terrorism risk could limit stocks® multiple
expansion somewhat, and economic forces could eventually
create a pushback on higher insurance prices. As such, it is
difficult for us to argue for peak valuations in this cycle.

Earnings in 2002 are ualikely to surprise positively,
barring unusually low catastrophe-loss activity, we
believe. Earon highlighted risks that we bel ieve could
coatinue to limit the upside to profitsin 2002. The most
obvious is the directors and officers line, where prices are
tising sharply, but jury awards and loss frequency arc also
rising. Fncon also highlighted the peripheral lines of
business the insurers have entered, such as unconventional

. surety bonds — insurers guaranteeing the performance of a

third party — and other types of financial guarantccs —
such as guarantecing the debts of carporations through
credit default swaps. We have yet to see significant losses
from such peripheral business other than Enron, but with
morc defaults likely in 2002, this could rcmain an issuc.

Réling agencies have highlighted that they will continue (o
take action, and therefore we €Xpect to see more charges for
asbestos in 2002 and 2003. We also believe that
adjustments to 9/11 loss amounts will continue, that
reinsurance disputes will continue to emerge, and that
under-reserving in general has not been fully corrected by
nsurers. We believe the market is already beginiiing to
write off 2002 as yet another “transitional year” and is
looking toward 2003. Yet it is remarkable to think of a
cyclical turn in which rates began to rise fully four years
before results begin to show up significantly in eamings.
Fusther, not every insurer or investor has the financial
wherewithal or patience to weather four (or more) years of
“but fors” and “transition years.”

Many investors scem to view P-C stocks as a safe haven
vrelative to the other segmeants of the equity market, one
in which earnings estimates are less at risk. It may be true
at this point that the downside risk, outside of a large
catastrophe, is not as severe as in other industries, simply
because insurers are not the biggest users of stock options or
defined benefit pension plans, nor are they involved in other
areas where accounting changes may imminently affect
carnings. [lowever, if the economy recovers, the upside
{nsurance - Property & Casualty - March 18, 2002

potential in other industries may be greater, which could
lead to sector rotation.

Highlights

Our favorite investment ideas in the group are AIG and
BRKa. We believe AlG is compelling, trading (as of
March 11) at 18.4 times 2003E EPS — a below-market
valuation — and at a 22.6% discount to our residual -
income-based price target of $90. We also believe the high
level of concern over accounting issues, although possibly
having more implications for our industry, should not weigh
on this stock in the long term. The value of AIG's business
franchises does not rest on accounting gimmicks; in our
view. The absence of rating-agency concerns and AlG’s
minimal dependence on short-term financing are additional
positives. Historically, the best time to buy AIG has been
©oa those rare occasions when confusion and worry caused
investors to doubt.

Berkshire Hathaway has sowme similarities to AIG; doubts
over whether General Re’s performance will improve have
overshadowed what we believe is the company’s likely
future of rapidly growing operating carnings. We believe
the reinsurance operations will bounce back over the next
few quarters, with meaningful eamings leverage. The next
few years should present a much-improved environment for
BRKa, yet it remains reasonably valued, in our view. Our
estimate of BRKa’s intrinsic value remains $90,000,
representing 25.7% potential upside. We have set this price
as our published target for BRKa; we had not carried an
“official” price objective previously.

With our rating on Allstate (ALL) moved to Overweight
(previously Neutral), our focus shifts to personal lines.
It could be hard to find a stock morc out of favor than ALL;
its recent missteps in homeowners and auto insurance have
alienated many investors. Yet the stock appears to be
discounting a worst-case scenario (absent a major
catastrophc). Mcanwhilc, as of March | I, ALL was trading
at a 21.6% discount to our estimate of its fundameatal value
of $45 (which represents 1.6 times 2003E book value).
Because Allstate is not a broken business, we believe
management will right the ship in due course. The nisk is
that we are tao carly, making ALL. a 2003 story, but in
-2002, investors may want to begin accumulating the stock.

We rate the property reinsurers Equal-weight based on
both valuation and fundamentals. The stocks — X1,
Capital (XL), PartnerRe (PRE), RenaissanceRe (RNR), and
IPC Holdings (APCR) — were formerly rated Qutperform.
RNR and IPCR are nearing our price targets; RNR

Please see the important disclosures at the end of this report.
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increased in value 40.9% from September 10 to March | I,
while IPC rose 23.2% over that period. That compares to
an 18.6% increase for an equal-weighted index consisting of
four closely comparable P-C stocks. We still view both
‘companies positively and see upside to their values, but we
believe most of the outperformance versus the group has
already been discounted. At more attractive current
valuations; PRE and XL were more difficult calls. Qur
price target for XL drops to $103 from § 108, as higher
interest rates raised our cost of capital estimate, which in
turn lowered our residual income valuation.

However much we like the companies’ fundamentals, we
belicve the more commoditylike short-tail reinsurance
industry is likely (o sofien fuster than other parts of (he

© industry. At a lower valuation, however, we would
certainly be more positive on all of these stocks again.

Within the brokecage space, our most notable call is
moving Arthur J. Gallagher (AJG) to Underweight; the
stock was previously rated Outperform. We want to make
clear that this is not a call to short AJG; rathcr, it sumply
reflects aur view that after increasing in value by moare than
100% since early 2000, the stock could lag behind the
group’s performance. We continue to view AJG as a well-
tua brokerage company with the ability to incrcasc carnings
in the douhlc-digit—pcrccntagc range. We have reduced our
target price for AJG to $35 from $38 previously, due to
higher interest rates and our more cautious stance on the
company’s Financial Scrvices scgment.

Our revised outlook on AJG stems [rom our view that the
period of accelerating “organic™ brokerage revenue growth
that prevailed over the past theee years and drove multiple
expansion for some the brokerage stocks will likely end this
year. We belicve eurnings growth could also slow
beginning in 2003 — ap industry issue, not a Gallagher-
specific issue.

As for Gallagher specifically, we are a bit more cautious
about the company s Financial Services segment, which
invests in real estate, synthetic-fuel partnerships, hedge
funds, aad the like. Our concem docs not relate to the types
of investments (although we admit we are not experts in this
area); rather, it relates to the growth of income from the
ventures. We estimate that the segment's earnings rose
95% in 2001 on a per-share basis and accounted for 30% of
Gallaghers tatal camaings, up from 21% in 2000 and 18% in
1999. The bulk of the earmnings harvested from this segment
in 2001 related to tax benefits generated from the ownership
and operation of synthctic-chl partnerships. While 2002
lasurance - Property & Casualty - March |, &, 2002

will include some income from the sale of these same
partnerships, we do not expect the eamings to be
significantly higher thaa the tax benefit seen in 2001. We
believe the company’s growth relative to some of its peers
is likely to slow.

We acknowledge that acquisitions could help AJG genecate
further eamings growth, but we believe the market tends to
pay more for organic growth than jt does for growth from
acquisitions (which inherently bring execution risk).

We have shifted Progressive (PGR) to Underweight
from Neutral previously. Progressive, in our opinion,
remains one of the best-run companies we follow, but the
stack’s March 11 closin 8 price was 6.5% above aur faic-
value estimate of $145, which is our price target. That price
objective assumes that Progressive can sustain a 17% ROE
for the next 1S years or so.

We now rate St. Paul (SPC) Underweight versus Neatral
previously. We still like new CEO Jay Fishman’s story,
we project ROE of 14.5% for 2003, and we would be
buyers of SPC at a lower valuation (a mid-$30s stock price).
In the high $40s, however, SPC is trading 2% above our
price target of $45. Our model is simply indicating that the
company’s expected tumaround, at least in its first few
years, is largely discounted and no exccution risk appears to
be taken into account. Nor do we agree with the thesis (hat
the company has over-reserved for medical malpractice
runoff and would be able to release eamings and produce
positive surprises beyond what we model in 2003 and
beyond. We consider it at least as likely that such reserves
will be needed (possibly in other lines), and therefore
discount the “eamnings surprise” thesis, in our opinion.

We rate the financial guarantors, ABK and MBI,
Underweight; we had rated them Neutral previously.
We believe there is nothing fundamentally wrong with the
companics, and we do not belicve the stocks have matcrial
downside prospects. However, we believe each stack’s
performance — relative to the other stocks in our universe
— could lag. The financial guarantors are not benefiting
from the samc cyclical uptum as most of thc other
companies in aur coverage universe, and on 2002E eamings
and current book value, both are trading above their historic
averages. :

Both stocks are also sensitive to interest rates and to the
economic environment. Specifically, each stock's multiples
generally drop as interest rates rise, given that debt issuance
slows, retinancing earnings drop, and book value generally

Please see the lmportant disclosures at the end of this feport,
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declines. Given Morgan Stanley economist Dick Bemer's
outlook for an improving economy and higher interest rates
by year-end (albeit not too much higher thaa current levels),
We are not as sanguine about the outlook for these stocks
relative to other names in our 8roup — at least not at the
cucrent valuations.

Our rating on Philadelphia Consolidated Holdings
(PHLY) goes to Underweight from Neutral, as the stock’s

Companies Under Coverage.

March 11 price was 8.5% above our target price of $37. We
think the stock has more than priced in the company’s
growth potential and ability to maintain a solidly profitable
underwriting margin, but does not reflect the likelihood that
ROE is likely to stay several percentage points below the
18% level of previous y<ars because of a recent cquity
offering.

New Old New otd

Company Name (Ticket, Price) Rating Rafing Varget Tanget
Aca (ACE, $42.30) € N . $45 -
AIG(AIG, §73.41) o S8 % $30
Alstate (ALL, $37.01) o N 45 -
Ambac (ABK, $59.49) u N 64 -
Aoa (AOC, $34.90) E N 40 -
Arthur J. Galtagher (AJG, $32.97) U oP 35 38
Berkshie Hathaway (BRKa, $71.600) o] s8 90.000 -
Chubb (CB, §73.10) E N 82 -
Everest Re (RE, $69.80) E N 78 -
Hadtford Financial (HIG, $65.70) E N 65 -
{PC Holdings (IPCR, $29.62) E or 3 35
‘Marsh & Mcleanan (MMC, $107.62) E N 110 -
Max Re (MXRE, §1 5.97) ov s8v 24 24
MBIA (MBI, $56.73) u N 60

Mercury General (MCY, $42.98) € N 48 -
Partner Re (PRE, $5452) £ S8 63 63
Philadelphia Consolidated (PHLY, $40.15) u N 7 -
Progressive (PGR, $154.43) (V] N 145 -
RenaissanceRe (RNR, $103.95) 13 oP s 115
SAFECO (SAFC, $32.95) o s8 40 40
SL Paul(SPC, $46.33) u N 46 -
Wilks Group (WSH, $25.25) Ev Nv 2 -
WR. Berkioy (BER, $55.51) [} s8 65 65
X1 Capitat (Xt $93.21) E or 103 108
O = Overweight £ = Equal-weight (= Underweight ¥ = More volatile

SB = Strong Buyy  Op = Outperform N =Neuwral {p = Underperform

Source: Morgan Stanley Equity Research
Insurance - Froperty & Casualty - March 1 8, 2002
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The following analysts, Strategists, or research associates (ot members of their houschold) own securities in a company that they cover or
fecommend in this report: Alice Schrocder - Berkshi rc Hathaway Inc..

The information and opinions in this report were preparcd by Morgan Stanley & Co. Incocporated (“Morgaa Staaley™). Morgan Stanley has
no obligation to tell vou when opinions or information in this report change. Morgan Stanley and its affiliate companies arc invol ved in many
businesses that may relate to companies mentioned in this veport. These busincsses include market making and specialized trading, risk
arbitrage and other proprictary trading, fund m r i, i t services and investment baaking.

This report is based on public information. Morgan Staaley wmakes cvery cffort to usc reliable, comprehensive information, but we wmake no
representation that it is accurate or complete. We are not offering to buy or sell the securities meationed or soliciting aa offer to buy or sell
them. '

Within the last three years, Morgan Stanlcy, Morgan Stanlcy DW Ine, and/or their affiliatc companics managed or co-managed a public
offcring of the secucitics of AMBAC Inc., Allstate Corporation, American Int| Grp, Aon Corporation, Hartfocd F in. Services Grp., MBIA,
Marsh & McLennaa, Max Re Capital Limited, PartnerRe L., RenaissanceRe Holdings Ltd., The Progressive Corporation, W.R_ Bedkley
Corp., Willis Group Holdings and XL Capital Ltd..

Mocgan Stanley, Morgan Stanley DW [ or ¢
Carpocation, Hartford Fin, Services G, Holdings, 1.4d., MRBIA, Max Re Capital Limited, PurtnorRe Td., Philadelphi Cons. Hidg,
RenaissanccRe Holdings Ltd., SAFECO Corporation, St. Paul Companics, Inc. and The Chubb Corporation. ‘

An employee or director of Morgaa Staaley, Morgan Staalcy DW Inc, and/or their affiliate companics is a director of Alistate Corporation
and Marsh & McLenaan.

Morgan Stanley, Morgan Stanley DW Inc., affiliate <companics, and/ or their employees may have an investment in securities and derivatives
of securities of companies mentioned in this report. These derivatives may be issued by Morgan Stanley or others associated with it

The securities discussed in this report may not be suitable for al] iavestors. [avestors must make their own investment decisions based on
theirown investment objectives and financial position. Morgan Staaley recommends that investors indepcndcntly cvaluate each issuer,
security or instrumeat discussed, and use aay independent advisers they belicve fccessary. The value of and income from your investment
may vary because of changes ia interest rates or foreign cxchange rates, changes in the price of securities or other indexes in the securities
markets, changes in aperational or financial conditions of companies and other factors, .There may be time limitations on the exercise of
options or other rights in your securi lies transactions. Pas( performance isnot sacily 1 guide (o future performance.

This publication is di i d in Japan by Morgaa Stantey Japan Limited and/oc Morgan Staaley Nippon Securities Limited; in Singapore
by Morgan Stanley Dean Witter Asia (Singaporc) Pte., regulated by the Mq 1y Authority of Singapore; in Austealia by Morgan Stanlcy

Canada by Morgan Stanley Canada Limited, which has approved of, and has agreed to take responsibility for, the cont. of this publication
in Canada; ia Spain by Morgaa Stanley, S. V., S.A., 2 Morgan Stanley group company, which is supervised by the Spanish Sccurities Markets
Comrnission (CNMV) and states that this document has been written and distributed in accordance with the rules of conduct applicable to
financial research as established under Spanish regulations; in the United States by Mocgan Stanley & Co. Incorporcated aad Morgan Stanley
DW Inc., which accept responsibility for its contents; and in the United Kingdom, this publication is approved by Morgan Staaley & Co.
Internationat Timited, solely for the purpases of section 21 of the F inancial Services and Markets Act 2000. Private UK. investors should

This report may not be sold or redistiibuted without the written consent of Morgan Stanley Dean Witter & Co. Morsgan Stanley is a service

mack of Mocgan Staaley Dean Witter & Co.
Additional information on recommended securities is available ou request.

{nsurance - Property & Casualty - March 18, 2002
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ANALYST STOCK RATINGS )
Overweight (O). The stock’s total return is expected to exceed the average total retum of the analyst’s industry (or industry team’s) coverage
universe, on a risk-adjusted basis, aver the next 12-18 months.

Equal-weight (E). The stock’s total return is expected to be in line with the average total retum of the analyst’s industry (or industry team’s)
caverage universe, on a risk-adjusted basis, over the next 12-18 months.

Underweight (U). The stack’s total cctura is expected to be below the average total retum of the analyst’s industey (or industry tcam’s)

coverage universe, on a risk-adjusted basis, over the acxt 12-18 months.

Morc volatilc (V). We cstimate that this stock has morc thaa a 25% chaace of a pricc move (up or down) of more thaa 25% in a moath, based
' on a quantitative assessmeat of historical data, or in the analyst’s view, it is likely to become materially moce volatile over the next 1-12

months compared with the past thrce years. Stocks with less than one Year of trading history are automatically rated as more volatile (unless

otherwise nated). We note thut secudtics that we da not currently consider “more volatile™ cua sl perform in that maaner,

ANALYST INDUSTRY VIEWS

Aructive (A). The analyst expects the perfarmance of his or her industry coverage universe to be altractive vs. the relevant broad market
benchmark over the next 12-18 months.

In-Line (I). The analyst expects the performance of his or her industry coverage universe to be i line with the relevant broad market
benchmark over the next 12-18 months.

.Cautious (C). The analyst views the performance of his or her industry coverage universe with caution vs. the relevant broad market
benchmark over the next 12-18 months.

©2002 Mocgan Stanley
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