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tang noxlife markets.
* Good fit, and immediale earnings accrelion
As a pooling transaction, AIG's earnings benefit right away, with
little overlap with SunAmeria and AlG's existing life operations.
* How Consumer Finance unit fils inis less clear
We're unsure how successful sales would be of other AIG
products through this segment, but may help with AlG’s
consumer finance stralegy oversess.
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Company Description £ = Morgnu Suley- Deas Witier Reycoreh Esifisare
Ameritan Inemations! Group iz the leading U.S - 1 Plense see impartans disclniners fater in this vole,
ersed i ian2) multiline i and Fi

services onznizalion ond the fsrpest commercial
ondarwrites In the LS. AIG has an extensive plobal
presence, mnicolardy in Jopan and Asla, in doth Jite
am non-life operations. It also s major asser-

i and finenciak-seavices divisions, in-
chuding Ihe world's Iasgesi airerafi-leasing company.

Please refer 10 impontant disclosures at Lhe end of this report. '

MGO0001113




MORGAN STANLEY DEAN WITTER

Pact to Acquire AGC

++ Roting end torgeis for this company have been removed
Jrom consideration in this report b under applicable
law and/or Morgan Stanley Dean Witier policy, Morgan
Stanfey Denn Wister may be prechided from issuing such
information with respect to this company at ihis time.

Morgan Stanfey & Co. Incorporated ("Morgan Stanley®) is
currently acting as finantial advisor to American General
Corp. ("American General®) In its annpunced proposed
merger with American International Grouvp ("A1G*)

The proposed transaction is subject to the consent of
American Gencral shareholders. This repors and the
information provided herein is not intended to (i) provide
voting advice, (i) serve as an endorsement of the proposed
transaction, or (iil) result in the procurement, withliolding
or revocation of o proxy or any other aclion by a security
holder. ’

American General has agreed to pay fees 1o Morgan
Stanley for its financiol services, including transaction fees
which are contingent npon the conswmmation of the
proposed Iransactions.

This report was prepared solely upon information generally
available 10 the public. No representation Is niade that it is
acenrale or complete. This report is not @ recommentdotion
or an offer to buy or sell ihe securities mentioned. Please
refer to the notes at the end of the repors,

Summary. We ere initiating EPS ssiimates for AIG of
52.851n 2001 2nd $3.40 in 2002. AIG has agreed to
acquire American General Corporation for $46-per share in
stock in a pooling of inlerests transaction that both boards
have approved and expect 1o complete by mid-October. For
purposes of estimaling cost savings, our cstimates assume
the transaction closes al the end of 2001, This is the second
of two major acquisitions by AIG in as many years
{SunAmerica being the earlier one) aimed at shilting AIG"s
business mix more loward life insurance, asset management
and finencial services intead of the once-core
propeny/cesualty underwriting operation. While AIG has
long wanted to add to ils stable of domestic life companics,
the price has not been right until this bpportunity came
along.

American int'! Grp - May 15, 2001

Earnings estSmates. We are iniliating 2 2001E EPS of
$2.85 and 2002E of $3.40. Ovr $3.40 estimate assumes
completion of the AGC acquisition at the end 6F2001.
With the AGC scquisition, AIG's operating income will be
50% life insurance and retirement scrvices, 35% nonlife
insurance and 15% financial services. Currently AIG's mix
is closer to 46% life and assct management, 41% from
nonlife and the rest from financial services, AGC’s
retirement services producls -- dominated by qualified
annwity preducts for the 1eachers marke! — complement
SunAmerica’s more upscale-focuscd annuitics and mutua)
funds, making the combination the number one US annuity
writer. The combined life insurance opcration moves the
merged entily ta the number three ronk in the US,

The only real question merk in our minds is cxacily how
AGC's fi p will the
combination. This is less obvious fo us than the other two
parts, partly because we have linlle visibilily on AJG's own
exisling consumer finance operations, which are non-US
and have their results folded into the Financial Services
scgment, The company has said these operations are now
profirable, but it docs noi break out the results. The logic is
that AGC™s exclusively US fi operation,

. which consists Jargely of real-estate collaterelized loans

sold through branches, will at minii $ anew
distsibution channel for AIG non-life pessonal lines
coverages such s auto and homeowncrs. However, the
companies have also suggested that AGC’s experiise in this
business will be put 10 use in A1G’s non-US operations. We
think that of all the benefits that could emerge from this
combinalion, this one will be the slowesi to develop.

' Why AGC was for sale, Consolidation has been the

dominant 1rend in the refirement services and life insurance

. scelor in recent yeass, driven by three factors. First,

considerable cost savings can be achicved by merging large-
scale back-office operations 1hat arc increasingly dependent
on i ingly costly tcchnologtcal platforms. Sccond, the
US Jife insurance indusiry has grown slowly over the past
decade (1% 3 year) except for cerlain products, leaving the
acquisition oplion as anc of the best possible prowih
strategies, Third -~ and related 1o the second point — the US
life Insurance industry is over-populated, with more than
200 groups in the US.

Please refer 1o important disclosures at the end of this report.
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AGC"s three busincss segments are Jife insurance (44.3% of
1Q0!1 operating earnings), retirement services (40.9%) and
consumer finance (14.8%). The setirement services
segment, the fasiest growing segment, is generating an
increasing share of the camings with less coming from life
and consvmer finance relatjvely stable. Toial assels were
$124 billion, vp from $120 billion ot year-end. Revenues
and deposits rose 5% 10 $5.8 billion from a year carlier.

The operaling reium on equily was 17.2%.

Relirement services. We think the reliement services
sepment of AGC’s business is the most atiraclive from
AlG's standpoint. Tt could be 2 mid-tcens grower for the
next several years, assuming equity markets hold.

American General has a great franchise in the qualified
(prerax) 1eacher annuity markel, where it is the Jeader. This
is sticky retirement money --- probably the best assets in the
business. 1t has also been building a bank-distributed non-
qualified fixed annuity operation through the purchase of
Western National, This has solidified the company's
distribution in the bank markeL, which il is Irying to
feverage to the non-qualified variable annuity business and
the life insurance business aver lime. Though not 3 greai fit
with the SunAmerica modef, we think this business nicely
complements SunAmerica’s operation, which is 2 non-
qualified variable annuity operation

Life. AGC’s life insurance busincss is a slow prowth
operation, weighed down by an old home-service business,
which is running off and not growing. We belicve this
business will be a cash cow for AIG's other operations. The
company has been trying to shifi to more profitable and
newer products (variable universal life and universal life),
but AGC may have been a Jintle laze to the pany. Other
companics have already locked up disiribution agreements
with wire h and p d the independent broker-
dealer markets, while Amcrican Generdl is just rsmping up
its operation. AGC’s life business has traditionally grown
a1 7-8%. We are not sure what AIG could do with this
operation, beyond 1sking oul some costs. AGC’s effort has
been 1o try 1o move into the more affluent market, and a
marriage with SunAmerica and AlG’s other domestic lile
opemtions may help make that strategy work better. How
much beuter is hard to say, given the comperition.

Consumer finance. AGC’s consumer finznce business is
mainly [ d on the rural middle-i US

and is dominated by real-estate loans (62% of the portfolio
in2000). The key strength in this segment is good credit
risk, because of how much of the debi is collaleralized, and
because of its 1,343 branches focused exclusively on
Americon Javi Grp - May 153, 2001

cansumer lending in less-competitive markets. Cross
s¢lling bas been tried with other AGC products, but with
Timited success. In light ofthis, we are not assuming AIG
can immediately generale a lot of nonlife volume through
this channel. The main synergy AIG has highlighted is the
skill set AGC has successfully developed in this segment
that could be transferred to AIG’s rapidly growing

fi opcrations ov This would augment
AlG”s own capabililies, which it has successfully buih over.
the pasl several years in i1s own green-fields operations in
Honk Kong, Taiwan, the Philippines, Thailend, Argentina
and Poland, though none in the US. These operations
twrned profitable in 2000, both in credit cards and consumer
finance.

In the US, AGC's ¢t finence business has.not been
growing organically, so the company has been making bulk
purchases of real-cstate receivables. We believe they might
have overpaid for these blotks, but the current cconomic
downtum will be the test of 1hat in terms of possibly
generaling higher delinguencies and charge-offs. AIG
always has the option, if it cannot get the necded synergies
from this business, of pulting il up for sale, which would not

. necessarily be a negative,

AlIG's 1Q01 Earnings. Opcrating camings for 1Q0) were
$0.67 per share, a penny belter than our estimate, in line
with consensus, and up 15.5% from 8 year eatlier $0.58 per
share — on balance, a faisly unceventfvl quarter, The most
significant surprise was a slightly better than expecied
underwriting yesult, rcflecting conlinued strengthening in
property/casualty pricing and higher nel premivm volume

- than we were looking for — a 15.1% risc in general

insurance nct wrilten premiums to $4.806 billion.

Life operaling profils increased 17.8% 10 $0.41 per sharc
from $0.35. Financial services income rose 17% to $0.14
per share from $0.12, Profit from genceral insurance prew
21.1% 10-30.07 per share from $0.06. Asset management
ineome showed signs of the dilficult investing climale,
rising 7.2% to $0.047 from $0.044 per share. The improved
underwriting margin added about 2 penny more to EPS than
we expecied, as did Ihe “other income (deductions)™ line on
the income statement. The “other™ calegory, always a
negative number, includes among other things goodwill
amortization, parcat-company expenscs, and AlG™s
minority o hip in alher companies, including, for

ple, IPC Holdings Lid. Financial services profit
missed our expecislion by $0.016 per share, whilc asset
management profit was not guite S0.01 per shaye lower than
we expected and life operating profils were slightly higher,

Plcase refer 1o imporiant disclosures at the end of this report,
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neliing ot 10 2 half peany per share less than we expected
out of thesa two divisions. Book value rose 5.4% to $17.90
from 516.98 a1 year-cnd and 22.4% from $14.63 at the end
of 1Q0D.

Worldwide life i J ivalents rose
31.8% (or 36.4% on an ongmal-currency has:s) 10 $8.77
billion from a year ago, powered in panicular by a doubling
of the volume in US sales of apnuitics, pension and
nvestment products. Foreign life revenue wes up 2.6% — or
9.2% on an original cwsrency basis ~ to $4.77 billion,
Within that total, foreign sales of annuities, pension and
nvestment produels fell 7.5% to $1.46 billion and were flat
on an ofiginal-currency basis, The cconomic malaisc in
Japan, AlG’s Jargest von-US market, is contribuling to
weaker foreign growth both b ol volame
prowth and a weaker yen. As expected, AIG has won
appraval 1o ke over Chiyoda Life, a feiled Japanese life
snsurer. This lransaciion by itsc) should cventeally double
AlG’s business in Japan, whith we estimelc to be abont
52 6 lnllmn a year cum:ntly The company has already

duced a cancer i yroduct shrough Chiyoda™s
7,000 agents, is preparing to offering other existing AIG
Japan life praducts, and expects visible results 1o start
showing up early next yeas. Meantime, A)G i also in the
running with two other bidders — Daido Life and GE
Capital -- to take over Tokyo Mutual Life.

D ic 1012l life doubled to $4 billion, including
a 106.6% surge in the sale of annuijtics, pensions and
vetirement products to $3.83 billion from a year ago,
following 2 14.3% decline in 4Q00 from 4Q99, We believe
the growth was fueled in pant by strong sales of guaramiced
investment contracts (GICs) to ralings-sensitive pensions
Iooking to cut their exposure 1o 1he equity maskets as welt
a5 jn annuity and investment product sales. With top-notch
credit ralings, A)G js one of ondy a handful of US life
insurers positioned 10 exploit the opporunity presented by
the weakening equity markels: Froditional life product
revenue in the domestic segment rose 13.7%, after growing
25.3% in 4Q00 from a year carlier,

Strong Life earnings powered by damestic growth.
Opermatling incame from non-US operations, which
represents 62% of the total, was up 15.5%, while US life
operaling profit rose 21.7%. The intemational Jife business
was down. The AIG life companics also saw profil strength
in the GIC business, which can be Jumpy quarter to quarter,
both domestic and forcign, depending on the attractiveness
of the spreads between the guaraniced rate against what
AlG cancam. We believe the company can grow this
Aniericon Int'l Grp - May 15, 2000

business fafrly evenly year over year, but the growth sate is
not smoath on a quariesly basis, We believe the prasion
business was also sirong, again because of opportunitics
presented by spreads to do certain deals.

Net investment income in the worldwide life sepment rose
14.9% in 1Q01 10 $1.92 billion from a year eaclicr, versus
17% in 4Q00 from a year carlier. This 1ime, fareign
investment income, which accounts for 45% of the toto}
showed a slightly betier increase -- 15.5%, t0 $362.3
million, including the exchangé-rate impact — than the
14,5% growth on the domesiic side 1o $51.06 billion.

Property-casualfy writlen premium, Grawth in general
Tnserance premium would have been 12,7% instead of
15.1% if HSB Group’s ycar-old net premium of $91.3
million had been included with AIG's Q00 totel. In
addition, HSB’s engineering revenue of $37 million
gencraled $3 mitlion of operating profit in 1Q00, which Is
not included in this total. That is siill belter than the 10.2%
growth rate we had projected in our 1Q01 estimate. Part of
whal’s happening is not just continued rate increases but
also a lower number of policies being non-rencwed for lack
of rate adequacy. In fact, the company has slopp:d
reporting the amount of premi on. seilis
no longer material — anolhcr piece of cwd:nuc that the
under-pricers in the industry have either copitntaied or left
the field aliogether, voluntarily or otherwisc.

Domesiic nel p -- which for 70% of AIG’s
non-lifc totad — rose 22.1%, including personnl lincs, which
rosc just 5.5%. Personal lines accounts for 19% of the US
non-Jife tata). The company, through its 2)st Century
Insurance holding in California and ils AIG Markeling
division, has been as aggressive as ils competitors in filing
for rate increases.

Foreigh non-life volume, including the effects of currency
exchange rates, was up an even smalfer 1.6%, but even in
original cunrency, nel premium was up 8.2% — lower than
our expectation. We believe this reRects the prolonged
effects of deep recession in.Japan, AlG's largest non-US
market accounting for one-third of the company’s foreign
non-life volume. We believe AIG conlinues 1o grow faster
than the overall non-life markel in Japan bui is feeling the
macro-cconomic effccts thal causce people 1o delay
purchases of insurable property. The company also notes
that risk finance transactions, which 1end 10 be large and
less frcquent, can cause some sharp swings in volume.

Please refer to Important disclosures at the end of Ihis report.

MG0001116



MORGAN STANLEY DEAN WITTER

Underwriling impr The Jidned non-life
combincd ratio on a siatutory basis impraved to 94.6% from
96.8% in 4900 and 94.9% In 1Q00. The most siriking
improvement came in the domestic brokerage group, with 2
combined ratio of 96.9%, down from 100.2% the previous
quarter and 97.4% a year ago. The paid-io-incurred loss
ratio rose slightly 10 98.2% from 97.1% in 4QUD, but still
better than the 99.1% for full year of 2000 and 99.3% in
1Q00 and is still much belicr than the industry average.
Catasirophe losses was Jess of a factor this quarter
compared to a year carlicr, with 318 million in cat losses in
1Q01 versus $25 million a year ago. AlG noted thal its
catastrophe losses do not include claims from winter stosms,
which were not classified as cals but were particularly high,

In the personal lines division, where loss-cost inflation has
ieken its 101! &s it has throughout the US personal lines
market, the combined ration imp d nearly Iwo points
from the previous quarter o 103.5% from 105.4%, still
higher than the year earlier 96.7%. We belicve the
improvement reflects aggressive efforts to raise rales morc
so than any underlying change in the loss-cost trend, We
think rate increases should result in Rarther margin

impro nl, panicularly in the d half of 2001 as the
premium wrilten at higher rales (on predominantly six-
month policics) begins to show up in camed premijum. The
foreign general insurance combined ratio improved to
92.5% from 95.1% in 4Q00 ond 93.1% a year ago.

P-C Investment income. Not since 3Q97 has AIG
recorded ncgative cash flow from its general nsurance
operations, probably the single mos1 important reason the
company has been able 1o post consistent strong growth in
ncl invesiment i This was inly 2 factor in its
ability in 1Q0} to post a 7.8% year-over-year increase in
investment income, about even with what we hed cxpected.
The investment yicld was 6.6%, helped on the margin by
good relums on aliernative investments in partnerships and
privale investments that have offset declining interest rates,
We belicve that AIG has avoided dor.com-type meltdowns
in this catcgory.

Reserves, Despite the surge in nol premiums, net reserves
rose only slightly -- up $63 million or 1.3 points on the
combincd ratio 1o $25.0 billion at March 31, 2001, Gom the
year-end level. We belicve the small increase in 1Q0)
reflects 2 continued shontening of AIGs tai) of business
{i.c., ihe average length of 1ime it 13kes 10 sentle claims from
the point they are incurred due 1o stronger growth in the
properiy-oricnted foreign matkel, and non-renewat activity
in the US longer-tail ability Jines). Meanwhile, growth in
American It Grp - Muy 15, 2001

eommercial lines is much more dominated by claims-made
classcs of business., Under a claims-made policy, the
insurer pays on claims filed only during the policy term
instead of on claims for losses incurred during the policy
perivd, regardless of when she claim js filcd. This reduces
the length of time reserves need to be held, becanse it
climinates the emergence of claims ycars and even decades
after the policy has exgired. ‘

Another important Lin the sh ing ol the tail of
business is the increasing shifk of AlG’s business oward
personal lines, in which claims are senled much faster than
in commescial lines. Four years ago, personal lines
accounted for 9% of the companys total domestic non-life
premium. As of 1Q01, it is 19%. The company does still
write a large amount of exeess-oFloss business, which isa
longer-tail line, and depending of premium growth, larger
reserve increases may occur in that area.

Financial Serviees. Intemational Lease: Finance Corp.,
which accounts for 81% of the division’s revenue, posted a
15.7% rise in operating profit on » 13.1% 1ise in revenve,
while Financial Praduets profit rose 18.5% on a 16.6% gain
insevenue. AlG Trading, which accounis for 4% of
division revenue, remains the weak spet. Revenue was ofF
46.8% and operating profit fell 70.2%. M is siill laboring
under pressure in the pold markel. At the sametime, the
unit has been re-emering the energy business, which means
incurring cosis in the ramp-vp phase in a business where
momentum is building a bit slower than anticipated. The
“other™ category within this segment includes the results of
sevesal small startups -« mainly [inance and consumer
finance operalions that have incurred heavy ramp-up
expenses, Consumer finance itsclf is a growing segment,
broke into the black Jast ycar, and is conlinuing to grow. As
a result, this segment tumed around from a year-ago loss to
an opesating profit of $18.7 million in 1QOL. Oneilemin
the Financial Producis scgment worth noting is the
“intercompany reclassifications™ line, which showed 8
$22.9 million loss in }QO1, wider than the year-earlier
$18.3 million loss. This linc is an internal reclassification
of expenses -- mainly a cost of capital charge the division
incurs for use of the company's Iriple-A debt raling — and
has no combined P&L impact.

Asset Management Group. Assets under management,
including retail mutual funds and institutional aceaunts such
as the AJG infrastructure funds, stood at $33 billion at the
cnd of the quartcr, down 5.7% from the end of 2000,
reflecting weakness in the equity markeis offser by strong
growth in annuity sales. A1G docsn®™ break out how much

Plepse refer 1o important disclosures at the end of this repont,
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of the change is selated to withdrawals, new business and
markel impact. Nor does it break jt down by privale equity,
Capital Pariners (including the infrastructure funds),
overseas and institutional. Areas thot definitely had
declines, however, weee in the John McStay and
SunAmerica mutual funds, which have the heaviest
exposurc o the US cquity markels. SunAmerica sales were
up slrongly because of annuily sales, both fiacd and
variable. Sales growth was 48%, a lot of it in life annuity
products.

AGC 1Q01 earnings. American General reported 1Q0}
EPS of 50.69, in line with both our estimate and the First
Coll consensus mean. Relirement services had a solid
quarter beating our esiimate due to sironger than expected
net sales and a lower tax rate, Consumer finance also
posted a robust resulk, falling in line with our estimale, with
no signs of credit problems within their loan port{olio,
However lile insvrance fell short of our expectations, as
salcs were generally weaker than expected.

Retifeent Services (48% of enrnings): Relirement
scrvices posted 1Q0! afier-tax camings of $183 mitlion (up
13% year-over-year), beating our cstimate of $174 million
duc mainly to a higher than d snvestment spread and
a lower tax rate. Nel investment income rose 10% year-
over-year to 3853 million while interest credited rose only
6% to 5562 million, lcading 16 growth in 1he net §

Life Insuvance (52% of earningsy: The life insurance
segment reparted 1Q01 afier tax eamings of $198 million,
showing year-over-year growth of 6%, but coming in $4
million below our life analyst Nige} Dally’s estimate. The
shortfoll was mainly driven by lower sales and other
revenues, partly offsel by Jower than expected DAC
amortization.

Life insurance nct seles declined during the quarter, down
16% from 1Q00. Despile strong sales growth in core life
insurance products throvgh 1he independent distribution
<hannel, sales through the career system were sluggish.
Sumvender rates on fixed annuities improved dramatically,
falling 1wo percentage points to 11.1% from 13.0% in
1Q00. However, net sales remained negotive at an cutflow
of $60 miltion for the quertcr, down from an outflow of
$100 million in 1QUD. Separaie account sales (variable life
and variable annvity) fell 31% year-over-year as weak
cquity markets harnpered sales efforis. Overall, ending
assel balances were largely unchanged from the year ago
quarier,

Other revenves fell 16% year-on-year pushing revenues
dowm 6% versus 1Q00. However, expenses fell 8% ycar-
over-year on the back of'a 4% reduction in cxpenses driven
by the expansion of the shared services platform and
expenso initialives such as the oulsourcing of its two data

spread of 19%, or 15 basis points.

Variable fecs fe31 6% from the year ago quaner driven by
lower average variable assets, which have declined 18%
since 1Q00 duc to the weak equity markets, Gross sales
were 6% higher than we expected however due (o higher
than expected nct exchanges, however net sales were fess
than half our Iife analyst Nigel Dally's estimate, Fixed
annuilies performed strongly reporting net sales of $875
million versus $106 million in 4Q00 and our estimate of
364 million. Overall, net annuity flows grew 52% from the
prior year quarter driven by a 34% increase in nonqualified
annuity depasits, mostly fixed annuity deposits, coupled
with lower sumenders. Mutual fund assets rase 6% year-
over-year despile a 22% ycar-over-year decline in net sales.

Expenses grew 8% led by 6% growth in interest eredited
and ather expenses. Weak equity markets also led 10 an
increase of 8% in DAC amontization. The prelax margin
rose (0 28.5%, up from 28,1% in 1QD0 and in line with
expectations.

Americon Int’l Grp - May 15, 2001

. In addition, DAC amortization was down 42% year
on year, but up 8% scquentially. Benefits also fell, down
7% year-over-year. Despitc this, the ratio of benefits to
premiums and deposils was up over iwo percentage poimts
10 95.5% on the back of weaker deposits.

Consumer Finance (17% of earnings): The consumer *
finance segment reported 1Q0] camings of $66 million for
1Q0Y, up 12% from 1Q0D and 5% from 4Q00. The sesult
was in line with our estimate. Improved operating
efficicacy, widcning net intesest margin and stable credit
quality all drove the result.

Operating expenses fell 3% year-over-year due to both
technology driven cost initiatives and a change in the mix of
business towards lower cost real esiate boans. This caused 3
four percentage point improvement in operaling expense
cfliciency 1o 38.7% versus 1QU0 {operating expenses to nct
revenues). Sccond, the net interest margin improved 20
basis points versus 1Q00, as higher yielding receivables
originated throvghout 2000 and a decline in short-term
borrowing raies had a pesilive impact. Finally, credit
qualily remained siable, with provisions for credit losses
increasing only 51 million fiom 4Q00. Overall delinquency

Piease refer to impontant disclosures at the end of this eporL
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rates improved from the fourth quarter, dawn 1S basis
poinls to 3,26%.

American Int't Grp - May 15, 200}

Please refer 1o Important disclosures at the end of this report.
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