
- ------------------------------------------------------------------------------- 
                       SECURITIES AND EXCHANGE COMMISSION 
                             Washington, D.C. 20549 
 
 
                                    FORM 10-Q 
 
 
             Quarterly Report Pursuant to Section 13 or 15(d) of the 
                         Securities Exchange Act of 1934 
 
 
For the Quarterly Period Ended                             Commission File 
March 31, 2002                                             No. 1-13653 
 
 
 
                         AMERICAN FINANCIAL GROUP, INC. 
 
 
 
 
Incorporated under                                         IRS Employer I.D. 
the Laws of Ohio                                           No. 31-1544320 
 
 
                 One East Fourth Street, Cincinnati, Ohio 45202 
                                 (513) 579-2121 
 
 
 
 
 
 
      Indicate by check mark whether the Registrant (1) has filed all reports 
required to be filed by Section 13 or 15(d) of the Securities Exchange Act of 
1934 during the preceding 12 months, and (2) has been subject to such filing 
requirements for the past 90 days. Yes X No 
 
 
      As of May 1, 2002, there were 68,702,382 shares of the Registrant's Common 
Stock outstanding, excluding 18,666,614 shares owned by subsidiaries. 
 
 
 
 
 
 
 
 
 
 
 
 
 
                                  Page 1 of 22 
- ------------------------------------------------------------------------------- 
 
 

 
                       AMERICAN FINANCIAL GROUP, INC. 10-Q 
                                     PART I 
                              FINANCIAL INFORMATION 
 
                 AMERICAN FINANCIAL GROUP, INC. AND SUBSIDIARIES 
                           CONSOLIDATED BALANCE SHEET 
                             (Dollars In Thousands) 
 
 
                                                               March 31,            December 31, 
                                                                   2002                    2001 
                                                           ------------             ----------- 
                                                                             
ASSETS: 
   Cash and short-term investments                          $   274,346             $   544,173 
   Investments: 
     Fixed maturities - at market 
       (amortized cost - $11,050,349 and $10,593,305)        11,077,749              10,748,605 
     Other stocks - at market 
       (cost - $180,945 and $187,810)                           321,245                 313,710 
     Policy loans                                               208,430                 211,288 
     Real estate and other investments                          263,466                 266,545 
                                                            -----------             ----------- 
         Total investments                                   11,870,890              11,540,148 
 
   Recoverables from reinsurers and prepaid 
     reinsurance premiums                                     2,341,013               2,286,509 
   Agents' balances and premiums receivable                     704,928                 666,171 
   Deferred acquisition costs                                   852,030                 818,323 



   Other receivables                                            280,958                 254,255 
   Variable annuity assets (separate accounts)                  560,821                 529,590 
   Prepaid expenses, deferred charges and other assets          495,668                 453,718 
   Goodwill                                                     309,254                 308,794 
                                                            -----------             ----------- 
 
                                                            $17,689,908             $17,401,681 
                                                            ===========             =========== 



 
LIABILITIES AND CAPITAL: 
   Unpaid losses and loss adjustment expenses               $ 4,835,895             $ 4,777,580 
   Unearned premiums                                          1,720,065               1,640,955 
   Annuity benefits accumulated                               5,931,565               5,832,120 
   Life, accident and health reserves                           653,458                 638,522 
   Long-term debt: 
     Holding companies                                          630,274                 608,960 
     Subsidiaries                                               270,412                 270,752 
   Variable annuity liabilities (separate accounts)             560,821                 529,590 
   Accounts payable, accrued expenses and other 
     liabilities                                              1,165,945               1,150,093 
                                                            -----------             ----------- 
         Total liabilities                                   15,768,435              15,448,572 
 
   Minority interest                                            449,282                 454,730 
 
   Shareholders' Equity: 
     Common Stock, no par value 
       - 200,000,000 shares authorized 
       - 68,655,751 and 68,491,610 shares outstanding            68,656                  68,492 
     Capital surplus                                            914,514                 911,074 
     Retained earnings                                          392,721                 359,513 
     Unrealized gain on marketable securities, net               96,300                 159,300 
                                                            -----------             ----------- 
         Total shareholders' equity                           1,472,191               1,498,379 
                                                            -----------             ----------- 
 
                                                            $17,689,908             $17,401,681 
                                                            ===========             =========== 
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                       AMERICAN FINANCIAL GROUP, INC. 10-Q 
 
                 AMERICAN FINANCIAL GROUP, INC. AND SUBSIDIARIES 
                       CONSOLIDATED STATEMENT OF EARNINGS 
                      (In Thousands, Except Per Share Data) 
 
 
                                                         Three months ended 
                                                              March 31, 
                                                       ----------------------- 
                                                           2002           2001 
                                                           ----           ---- 
INCOME: 
    Property and casualty insurance premiums           $603,908       $644,723 
    Life, accident and health premiums                   70,935         69,158 
    Investment income                                   219,771        208,552 
    Realized losses on: 
      Securities                                        (17,800)        (6,881) 
      Subsidiaries                                         -            (1,586) 
    Other income                                         48,322         58,284 
                                                       --------       -------- 
                                                        925,136        972,250 
 
COSTS AND EXPENSES: 
    Property and casualty insurance: 
      Losses and loss adjustment expenses               442,913        496,216 
      Commissions and other underwriting expenses       170,266        184,974 
    Annuity benefits                                     75,525         69,264 
    Life, accident and health benefits                   55,920         54,083 
    Interest charges on borrowed money                   14,193         16,800 
    Other operating and general expenses                115,465        110,065 
                                                       --------       -------- 
                                                        874,282        931,402 
                                                       --------       -------- 
 
Operating earnings before income taxes                   50,854         40,848 
Provision for income taxes                                  673         14,432 
                                                       --------       -------- 
 
Net operating earnings                                   50,181         26,416 
 
Minority interest expense, net of tax                    (5,677)        (9,952) 
Equity in net losses of investees, net of tax            (2,734)        (3,334) 
                                                       --------       -------- 
 
NET EARNINGS                                           $ 41,770       $ 13,130 
                                                       ========       ======== 
 
EARNINGS PER COMMON SHARE: 
    Basic                                                  $.61           $.19 
    Diluted                                                $.61           $.19 
 
Average number of Common Shares: 
    Basic                                                68,556         67,510 
    Diluted                                              69,019         67,933 
 
Cash dividends per Common Share                           $.125           $.25 
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                       AMERICAN FINANCIAL GROUP, INC. 10-Q 
 
                 AMERICAN FINANCIAL GROUP, INC. AND SUBSIDIARIES 
            CONSOLIDATED STATEMENT OF CHANGES IN SHAREHOLDERS' EQUITY 
                             (Dollars in Thousands) 
 
 
                                                                 Common Stock               Unrealized 
                                                    Common        and Capital    Retained      Gain on 
                                                    Shares            Surplus    Earnings   Securities              Total 
                                                ----------       ------------    --------   ----------         ---------- 
                                                                                                
BALANCE AT JANUARY 1, 2002                      68,491,610           $979,566    $359,513     $159,300         $1,498,379 
 
  Net earnings                                        -                  -         41,770         -                41,770 
  Change in unrealized                                -                  -           -         (63,000)           (63,000)
                                                                                                               ---------- 
    Comprehensive income (loss)                                                                                   (21,230)
 
  Dividends on Common Stock                           -                  -         (8,562)        -                (8,562)
  Shares issued: 
    Exercise of stock options                       13,155                310        -            -                   310 
    Dividend reinvestment plan                      49,333              1,121        -            -                 1,121 
    Employee stock purchase plan                    11,465                283        -            -                   283 
    Retirement plan contributions                   87,690              2,405        -            -                 2,405 
    Directors fees paid in stock                     1,002                 24        -            -                    24 
  Tax effect of intercompany dividends                -                  (800)       -            -                  (800)
  Other                                              1,496                261        -            -                   261 
                                                ----------           --------    --------     --------         ---------- 
BALANCE AT MARCH 31, 2002                       68,655,751           $983,170    $392,721     $ 96,300         $1,472,191 
                                                ==========           ========    ========     ========         ========== 
 
 
 
 
 
BALANCE AT JANUARY 1, 2001                      67,410,091           $965,476    $442,454     $140,600         $1,548,530 
 
  Net earnings                                        -                  -         13,130         -                13,130 
  Change in unrealized                                -                  -           -          36,300             36,300 
                                                                                                               ---------- 
    Comprehensive income                                                                                           49,430 
 
  Dividends on Common Stock                           -                  -        (16,854)        -               (16,854)
  Shares issued: 
    Exercise of stock options                       22,842                491        -            -                   491 
    Employee stock purchase plan                    15,022                385        -            -                   385 
    Retirement plan contributions                  385,277              9,149        -            -                 9,149 
    Directors fees paid in stock                       996                 24        -            -                    24 
  Tax effect of intercompany dividends                -                (1,600)       -            -                (1,600)
  Other                                                328               (250)       -            -                  (250)
                                                ----------           --------    --------     --------         ---------- 
 
BALANCE AT MARCH 31, 2001                       67,834,556           $973,675    $438,730     $176,900         $1,589,305 
                                                ==========           ========    ========     ========         ========== 
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                       AMERICAN FINANCIAL GROUP, INC. 10-Q 
 
                 AMERICAN FINANCIAL GROUP, INC. AND SUBSIDIARIES 
                      CONSOLIDATED STATEMENT OF CASH FLOWS 
                                 (In Thousands) 
 
                                                           Three months ended 
                                                                March 31, 
                                                         ---------------------- 
                                                                2002       2001 
                                                                ----       ---- 
OPERATING ACTIVITIES: 
    Net earnings                                          $   41,770   $ 13,130 
    Adjustments: 
      Equity in net losses of investees                        2,734      3,334 
      Depreciation and amortization                           44,412     36,574 
      Annuity benefits                                        75,525     69,264 
      Realized (gains) losses on investing activities         17,605     (6,840) 
      Deferred annuity and life policy acquisition costs     (38,600)   (35,551) 
      Decrease (increase) in reinsurance and other 
        receivables                                         (119,964)     5,434 
      Increase in other assets                               (10,166)   (19,934) 
      Increase in insurance claims and reserves              152,361     74,616 
      Increase in other liabilities                            7,904     35,660 
      Increase in minority interest                              952      4,260 
      Other, net                                                 755      3,491 
                                                          ----------   -------- 
                                                             175,288    183,438 
                                                          ----------   -------- 
INVESTING ACTIVITIES: 
    Purchases of and additional investments in: 
      Fixed maturity investments                          (1,499,179)  (544,186) 
      Equity securities                                         -        (2,571) 
      Real estate, property and equipment                     (4,518)   (13,278) 
    Maturities and redemptions of fixed maturity 
      investments                                            408,962    131,547 
    Sales of: 
      Fixed maturity investments                             597,159    194,182 
      Equity securities                                        5,164      4,679 
      Subsidiaries                                              -        22,000 
      Real estate, property and equipment                      1,669     24,562 
    Cash and short-term investments of former 
      subsidiaries                                              -      (132,858) 
    Decrease (increase) in other investments                   3,368       (673) 
                                                          ----------   -------- 
                                                            (487,375)  (316,596) 
                                                          ----------   -------- 



 
FINANCING ACTIVITIES: 
    Fixed annuity receipts                                   169,872    126,223 
    Annuity surrenders, benefits and withdrawals            (135,912)  (186,921) 
    Net transfers from (to) variable annuity assets           (5,570)     2,929 
    Additional long-term borrowings                           41,000     26,842 
    Reductions of long-term debt                             (20,240)   (47,601) 
    Issuances of Common Stock                                    551        818 
    Cash dividends paid                                       (7,441)   (16,854) 
                                                          ----------   -------- 
                                                              42,260    (94,564) 
                                                          ----------   -------- 
 
NET DECREASE IN CASH AND SHORT-TERM INVESTMENTS             (269,827)  (227,722) 
 
Cash and short-term investments at beginning 
    of period                                                544,173    438,670 
                                                          ----------   -------- 
 
Cash and short-term investments at end of period          $  274,346   $210,948 
                                                          ==========   ======== 
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                       AMERICAN FINANCIAL GROUP, INC. 10-Q 
 
                   NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 
 
 
A.    ACCOUNTING POLICIES 
 
      BASIS OF PRESENTATION The accompanying consolidated financial statements 
      for American Financial Group, Inc. ("AFG") and subsidiaries are unaudited; 
      however, management believes that all adjustments (consisting only of 
      normal recurring accruals unless otherwise disclosed herein) necessary for 
      fair presentation have been made. The results of operations for interim 
      periods are not necessarily indicative of results to be expected for the 
      year. The financial statements have been prepared in accordance with the 
      instructions to Form 10-Q and therefore do not include all information and 
      footnotes necessary to be in conformity with generally accepted accounting 
      principles. 
 
      Certain reclassifications have been made to prior years to conform to the 
      current year's presentation. All significant intercompany balances and 
      transactions have been eliminated. All acquisitions have been treated as 
      purchases. The results of operations of companies since their formation or 
      acquisition are included in the consolidated financial statements. 
 
      The preparation of the financial statements requires management to make 
      estimates and assumptions that affect the amounts reported in the 
      financial statements and accompanying notes. Changes in circumstances 
      could cause actual results to differ materially from those estimates. 
 
      INVESTMENTS All fixed maturity securities are considered "available for 
      sale" and reported at fair value with unrealized gains and losses reported 
      as a separate component of shareholders' equity. Short-term investments 
      are carried at cost; loans receivable are carried primarily at the 
      aggregate unpaid balance. Premiums and discounts on mortgage-backed 
      securities are amortized over a period based on estimated future principal 
      prepayments and adjusted to reflect actual prepayments. 
 
      Gains or losses on securities are determined on the specific 
      identification basis. When a decline in the value of a specific investment 
      is considered to be other than temporary, a provision for impairment is 
      charged to earnings and the cost basis of that investment is reduced. 
 
      Emerging Issues Task Force Issue No. 99-20 established a new standard for 
      recognizing interest income and impairment on certain asset-backed 
      investments. Interest income on these investments is recorded at a yield 
      based on projected cash flows. The yield is adjusted prospectively to 
      reflect actual cash flows and changes in projected amounts. Impairment 
      losses on these investments must be recognized when (i) the fair value of 
      the security is less than its cost basis and (ii) there has been an 
      adverse change in the expected cash flows. The new standard became 
      effective on April 1, 2001. Impairment losses on initial application of 
      this rule were recognized as the cumulative effect of an accounting 
      change. Subsequent impairments are recognized as a component of net 
      realized gains and losses. 



 
      GOODWILL Goodwill represents the excess of cost of subsidiaries over AFG's 
      equity in their underlying net assets. Through December 31, 2001, goodwill 
      was being amortized over periods of 20 to 40 years. Effective January 1, 
      2002, AFG implemented Statement of Financial Accounting Standards ("SFAS") 
      No. 142, under which goodwill is no longer amortized but is subject to an 
      impairment test at least annually. As required under SFAS No. 142, AFG 
      will complete the transitional test for goodwill impairment (as of January 
      1, 2002) by the end of 2002. Any resulting write-down will be reported by 
      restating first quarter 2002 results for the cumulative effect of a change 
      in accounting principle. 
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                       AMERICAN FINANCIAL GROUP, INC. 10-Q 
 
             NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED 
 
 
      INSURANCE As discussed under "Reinsurance" below, unpaid losses and loss 
      adjustment expenses and unearned premiums have not been reduced for 
      reinsurance recoverable. 
 
            REINSURANCE In the normal course of business, AFG's insurance 
      subsidiaries cede reinsurance to other companies to diversify risk and 
      limit maximum loss arising from large claims. To the extent that any 
      reinsuring companies are unable to meet obligations under agreements 
      covering reinsurance ceded, AFG's insurance subsidiaries would remain 
      liable. Amounts recoverable from reinsurers are estimated in a manner 
      consistent with the claim liability associated with the reinsured 
      policies. AFG's insurance subsidiaries report as assets (a) the estimated 
      reinsurance recoverable on unpaid losses, including an estimate for losses 
      incurred but not reported, and (b) amounts paid to reinsurers applicable 
      to the unexpired terms of policies in force. AFG's insurance subsidiaries 
      also assume reinsurance from other companies. Income on reinsurance 
      assumed is recognized based on reports received from ceding companies. 
 
            DEFERRED ACQUISITION COSTS ("DPAC") Policy acquisition costs 
      (principally commissions, premium taxes and other marketing and 
      underwriting expenses) related to the production of new business are 
      deferred. For the property and casualty companies, DPAC is limited based 
      upon recoverability without any consideration for anticipated investment 
      income and is charged against income ratably over the terms of the related 
      policies. 
 
      DPAC related to annuities and universal life insurance products is 
      amortized, with interest, in relation to the present value of expected 
      gross profits on the policies. To the extent that realized gains and 
      losses result in adjustments to the amortization of DPAC related to 
      annuities, such adjustments are reflected as components of realized gains. 
      DPAC related to annuities is also adjusted, net of tax, for the change in 
      amortization that would have been recorded if the unrealized gains 
      (losses) from securities had actually been realized. This adjustment is 
      included in unrealized gains (losses) on marketable securities. 
 
      DPAC related to traditional life and health insurance is amortized over 
      the expected premium paying period of the related policies, in proportion 
      to the ratio of annual premium revenues to total anticipated premium 
      revenues. 



 
            UNPAID LOSSES AND LOSS ADJUSTMENT EXPENSES The net liabilities 
      stated for unpaid claims and for expenses of investigation and adjustment 
      of unpaid claims are based upon (a) the accumulation of case estimates for 
      losses reported prior to the close of the accounting period on direct 
      business written; (b) estimates received from ceding reinsurers and 
      insurance pools and associations; (c) estimates of unreported losses based 
      on past experience; (d) estimates based on experience of expenses for 
      investigating and adjusting claims and (e) the current state of the law 
      and coverage litigation. These liabilities are subject to the impact of 
      changes in claim amounts and frequency and other factors. Changes in 
      estimates of the liabilities for losses and loss adjustment expenses are 
      reflected in the Statement of Earnings in the period in which determined. 
      In spite of the variability inherent in such estimates, management 
      believes that the liabilities for unpaid losses and loss adjustment 
      expenses are adequate. 
 
            ANNUITY BENEFITS ACCUMULATED Annuity receipts and benefit payments 
      are recorded as increases or decreases in "annuity benefits accumulated" 
      rather than as revenue and expense. Increases in this liability for 
      interest credited are charged to expense and decreases for surrender 
      charges are credited to other income. 
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                       AMERICAN FINANCIAL GROUP, INC. 10-Q 
 
             NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED 
 
 
            LIFE, ACCIDENT AND HEALTH RESERVES Liabilities for future policy 
      benefits under traditional life, accident and health policies are computed 
      using the net level premium method. Computations are based on anticipated 
      investment yield, mortality, morbidity and surrenders and include 
      provisions for unfavorable deviations. Reserves established for accident 
      and health claims are modified as necessary to reflect actual experience 
      and developing trends. 
 
            VARIABLE ANNUITY ASSETS AND LIABILITIES Separate accounts related to 
      variable annuities represent deposits invested in underlying investment 
      funds on which Great American Financial Resources, Inc. ("GAFRI"), an 
      83%-owned subsidiary, earns a fee. Investment funds are selected and may 
      be changed only by the policyholder, who retains all investment risk. 
      Accordingly, GAFRI's liability for these accounts equals the value of the 
      account assets. 
 
            PREMIUM RECOGNITION Property and casualty premiums are earned over 
      the terms of the policies on a pro rata basis. Unearned premiums represent 
      that portion of premiums written which is applicable to the unexpired 
      terms of policies in force. On reinsurance assumed from other insurance 
      companies or written through various underwriting organizations, unearned 
      premiums are based on reports received from such companies and 
      organizations. For traditional life, accident and health products, 
      premiums are recognized as revenue when legally collectible from 
      policyholders. For interest-sensitive life and universal life products, 
      premiums are recorded in a policyholder account which is reflected as a 
      liability. Revenue is recognized as amounts are assessed against the 
      policyholder account for mortality coverage and contract expenses. 
 
            POLICYHOLDER DIVIDENDS Dividends payable to policyholders are 
      included in "Accounts payable, accrued expenses and other liabilities" and 
      represent estimates of amounts payable on participating policies which 
      share in favorable underwriting results. Estimates are accrued during the 
      period in which premiums are earned. Changes in estimates are included in 
      income in the period determined. Policyholder dividends do not become 
      legal liabilities unless and until declared by the boards of directors of 
      the insurance companies. 
 
      MINORITY INTEREST For balance sheet purposes, minority interest represents 
      the interests of noncontrolling shareholders in AFG subsidiaries, 
      including American Financial Corporation ("AFC") preferred stock and 
      preferred securities issued by trust subsidiaries of AFG. For income 
      statement purposes, minority interest expense represents those 
      shareholders' interest in the earnings of AFG subsidiaries as well as AFC 
      preferred dividends and accrued distributions on the trust preferred 
      securities. 



 
      INCOME TAXES  AFC files consolidated federal income tax returns which 
      include all 80%-owned U.S. subsidiaries, except for certain life insurance 
      subsidiaries and their subsidiaries. Because holders of AFC Preferred 
      Stock hold in excess of 20% of AFC's voting rights, AFG (parent) and its 
      direct subsidiary, AFC Holding Company ("AFC Holding" or "AFCH"), are not 
      eligible to file consolidated returns with AFC, and therefore, file 
      separately. 
 
      Deferred income taxes are calculated using the liability method. Under 
      this method, deferred income tax assets and liabilities are determined 
      based on differences between financial reporting and tax bases and are 
      measured using enacted tax rates. Deferred tax assets are recognized if it 
      is more likely than not that a benefit will be realized. 
 
      STOCK-BASED COMPENSATION As permitted under SFAS No. 123, "Accounting for 
      Stock-Based Compensation," AFG accounts for stock options and other 
      stock-based compensation plans using the intrinsic value based method 
      prescribed by 
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                       AMERICAN FINANCIAL GROUP, INC. 10-Q 
 
             NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED 
 
 
      Accounting Principles Board Opinion No. 25, "Accounting for 
      Stock Issued to Employees." Under AFG's stock option plan, options are 
      granted to officers, directors and key employees at exercise prices equal 
      to the fair value of the shares at the dates of grant. No compensation 
      expense is recognized for stock option grants. 
 
      BENEFIT PLANS AFG provides retirement benefits to qualified employees of 
      participating companies through contributory and noncontributory defined 
      contribution plans contained in AFG's Retirement and Savings Plan. The 
      Company makes all contributions to the retirement fund and matches a 
      portion of employee contributions to the savings fund. Employees have been 
      permitted to direct the investment of their contributions to independently 
      managed investment funds, while Company contributions have been invested 
      primarily in securities of AFG and affiliates. Employees are being 
      afforded the flexibility to direct the investment of a portion of their 
      vested retirement fund account balances (increasing from 12.5% in July 
      2002 to 100% in April 2004) from securities of AFG and its affiliates to 
      independently managed investment funds. The Plan owns 12% of AFG's 
      outstanding Common Stock. Company contributions are charged against 
      earnings in the year for which they are declared. 
 
      AFG and many of its subsidiaries provide health care and life insurance 
      benefits to eligible retirees. AFG also provides postemployment benefits 
      to former or inactive employees (primarily those on disability) who were 
      not deemed retired under other company plans. The projected future cost of 
      providing these benefits is expensed over the period employees earn such 
      benefits. 
 
      DERIVATIVES Derivatives included in AFG's Balance Sheet consist primarily 
      of investments in common stock warrants (included in other stocks), the 
      equity-based component of certain annuity products (included in annuity 
      benefits accumulated) and call options (included in other investments) 
      used to mitigate the risk embedded in the equity-indexed annuity products. 
      Changes in the fair value of derivatives are included in current earnings. 
 
      EARNINGS PER SHARE Basic earnings per share is calculated using the 
      weighted average number of shares of common stock outstanding during the 
      period. The calculation of diluted earnings per share includes 463,000 
      shares in 2002 and 423,000 shares in 2001 representing the dilutive effect 
      of common stock options. 
 
      STATEMENT OF CASH FLOWS For cash flow purposes, "investing activities" are 
      defined as making and collecting loans and acquiring and disposing of debt 
      or equity instruments and property and equipment. "Financing activities" 
      include obtaining resources from owners and providing them with a return 
      on their investments, borrowing money and repaying amounts borrowed. 
      Annuity receipts, benefits and withdrawals are also reflected as financing 
      activities. All other activities are considered "operating". Short-term 
      investments having original maturities of three months or less when 
      purchased are considered to be cash equivalents for purposes of the 
      financial statements. 



 
B.    ACQUISITIONS AND SALES OF SUBSIDIARIES 
 
      MANHATTAN NATIONAL LIFE INSURANCE In March 2002, GAFRI reached an 
      agreement to acquire Manhattan National Life Insurance Company ("MNL") 
      from Conseco, Inc. for $48.5 million in cash. GAFRI expects to close on 
      this transaction in the second quarter of 2002 and to fund this 
      acquisition with cash on hand and through reinsurance of up to 90% of the 
      business in force. While MNL is not currently writing new policies, the 
      company reported over $43 million of statutory renewal premiums in 2001. 
      At December 31, 2001, MNL had approximately 90,000 policies 
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                       AMERICAN FINANCIAL GROUP, INC. 10-Q 
 
             NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED 
 
 
      in force (primarily term life) representing over $12 billion in face 
      amount of insurance, statutory assets of $297.8 million and statutory 
      capital and surplus of $23.1 million. 
 
      JAPANESE DIVISION In December 2000, AFG agreed to sell its Japanese 
      property and casualty division to Mitsui Marine & Fire Insurance Company 
      of America for $22 million in cash and recorded an estimated $10.7 million 
      pretax loss. Upon completion of the sale in March 2001, AFG realized an 
      additional pretax loss of $1.6 million and deferred a gain of 
      approximately $21 million on ceded insurance; the deferred gain is being 
      recognized over the estimated settlement period (weighted average of 4 
      years) of the ceded claims. 
 
C.    SEGMENTS OF OPERATIONS AFG's property and casualty group is engaged 
      primarily in specialty and private passenger automobile insurance 
      businesses. The Specialty group includes a highly diversified group of 
      specialty business units. Some of the more significant areas are inland 
      and ocean marine, California workers' compensation, agricultural-related 
      coverages, executive and professional liability, fidelity and surety 
      bonds, collateral protection, and umbrella and excess coverages. The 
      Personal group writes nonstandard and preferred/standard private passenger 
      auto and other personal insurance coverage. AFG's annuity, life and health 
      business markets primarily retirement products as well as life and 
      supplemental health insurance. 



 
      The following table (in thousands) shows AFG's revenues and operating 
      profit (loss) by significant business segment. Operating profit (loss) 
      represents total revenues less operating expenses. 
 
                                                          Three months ended 
                                                               March 31, 
                                                         -------------------- 
                                                             2002        2001 
                                                             ----        ---- 
         REVENUES (a) 
         Property and casualty insurance: 
           Premiums earned: 
             Specialty                                   $356,415    $316,307 
             Personal                                     247,203     327,632 
             Other lines (b)                                  290         784 
                                                         --------    -------- 
                                                          603,908     644,723 
           Investment and other income                    100,259     107,335 
                                                         --------    -------- 
                                                          704,167     752,058 
         Annuities, life and health (c)                   217,422     217,030 
         Other                                              3,547       3,162 
                                                         --------    -------- 
                                                         $925,136    $972,250 
                                                         ========    ======== 
         OPERATING PROFIT (LOSS) 
         Property and casualty insurance: 
           Underwriting: 
             Specialty                                   $  5,294   ($  2,230) 
             Personal                                      (5,239)    (27,782) 
             Other lines (b)                               (9,326)     (6,455) 
                                                         --------    -------- 
                                                           (9,271)    (36,467) 
           Investment and other income                     63,251      75,202 
                                                         --------    -------- 
                                                           53,980      38,735 
         Annuities, life and health                        21,981      30,123 
         Other (d)                                        (25,107)    (28,010) 
                                                         --------    -------- 
                                                         $ 50,854    $ 40,848 
                                                         ========    ======== 
 
         (a)  Revenues include sales of products and services as well as 
              other income earned by the respective segments. 
         (b)  Represents lines in "run-off"; AFG has ceased underwriting 
              new business in these operations. 
         (c)  Represents primarily investment income. 
         (d)  Includes holding company expenses. 
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                       AMERICAN FINANCIAL GROUP, INC. 10-Q 
 
             NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED 
 
 
D.    GOODWILL Effective January 1, 2002, goodwill is no longer amortized. If 
      the $3.4 million ($.05 per share) of goodwill amortization had not been 
      deducted in the first quarter of 2001, net earnings for that period would 
      have been $16.6 million ($.24 per share). 
 
E.    LONG-TERM DEBT The carrying value of long-term debt consisted of the 
      following (in thousands): 
 
 
                                                                     March 31,   December 31, 
                                                                         2002           2001 
                                                                     --------    ----------- 
                                                                             
            HOLDING COMPANIES: 
               AFG 7-1/8% Senior Debentures due April 2009           $301,156       $301,108 
               AFG 7-1/8% Senior Debentures due December 2007          79,600         79,600 
               AFC notes payable under bank line                      225,000        203,000 
               APU 10-7/8% Subordinated Notes due May 2011             11,542         11,557 
               Other                                                   12,976         13,695 
                                                                     --------       -------- 
 
                                                                     $630,274       $608,960 
                                                                     ========       ======== 
            SUBSIDIARIES: 
               GAFRI 6-7/8% Senior Notes due June 2008               $100,000       $100,000 
               GAFRI notes payable under bank line                    121,100        121,100 
               Notes payable secured by real estate                    36,081         36,253 
               Other                                                   13,231         13,399 
                                                                     --------       -------- 
 
                                                                     $270,412       $270,752 
                                                                     ========       ======== 
 
 
      At March 31, 2002, sinking fund and other scheduled principal payments on 
      debt for the balance of 2002 and the subsequent five years were as follows 
      (in millions): 
                          Holding 
                        Companies     Subsidiaries          Total 
                        ---------     ------------         ------ 
            2002           $234.9           $   .9         $235.8 
            2003              -                1.2            1.2 
            2004              -              122.4          122.4 
            2005              -               10.4           10.4 
            2006              -               19.1           19.1 
            2007             79.7               .6           80.3 
 
      Debentures purchased in excess of scheduled payments may be applied to 
      satisfy any sinking fund requirement. The scheduled principal payments 
      shown above assume that debentures previously purchased are applied to the 
      earliest scheduled retirements. 



 
      AFC and GAFRI each have an unsecured credit agreement with a group of 
      banks under which they can borrow up to $300 million and $155 million, 
      respectively. Borrowings bear interest at floating rates based on prime or 
      Eurodollar rates. Loans mature in December 2002 under the AFC credit 
      agreement and in December 2004 under the GAFRI credit agreement. 
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             NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED 
 
 
F.    MINORITY INTEREST  Minority interest in AFG's balance sheet is 
      comprised of the following (in thousands): 
 
                                                       March 31,    December 31, 
                                                           2002            2001 
                                                       --------     ----------- 
            Interest of noncontrolling shareholders 
              in subsidiaries' common stock            $135,465        $140,913 
            Preferred securities issued by 
              subsidiary trusts                         241,663         241,663 
            AFC preferred stock                          72,154          72,154 
                                                       --------        -------- 
                                                       $449,282        $454,730 
                                                       ========        ======== 
 
      PREFERRED SECURITIES Wholly-owned subsidiary trusts of AFG and GAFRI have 
      issued preferred securities and, in turn, purchased a like amount of 
      subordinated debt which provides interest and principal payments to fund 
      the respective trusts' obligations. The preferred securities must be 
      redeemed upon maturity or redemption of the subordinated debt. AFG and 
      GAFRI effectively provide unconditional guarantees of their respective 
      trusts' obligations. 
 
      The preferred securities consisted of the following (in thousands): 
 
 
      Date of                                             March 31,     December 31,    Optional 
      Issuance            Issue (Maturity Date)               2002             2001     Redemption Dates 
      -------------       ------------------------        --------      -----------     -------------------- 
                                                                            
      October 1996        AFCH 9-1/8% TOPrS (2026)         $98,750          $98,750     Currently redeemable 
      November 1996       GAFRI 9-1/4% TOPrS (2026)         72,913           72,913     Currently redeemable 
      March 1997          GAFRI 8-7/8% Pfd   (2027)         70,000           70,000     On or after 3/1/2007 
 
      AFC PREFERRED STOCK AFC's Preferred Stock is voting, cumulative, and 
      consists of the following: 
 
            SERIES J, no par value; $25.00 liquidating value per share; annual 
            dividends per share $2.00; redeemable at AFC's option at $25.75 per 
            share beginning December 2005 declining to $25.00 at December 2007 
            and thereafter; 2,886,161 shares (stated value $72.2 million) 
            outstanding. 



 
      MINORITY INTEREST EXPENSE Minority interest expense is comprised of (in 
      thousands): 
 
                                                            Three months ended 
                                                                 March 31, 
                                                           -------------------- 
                                                              2002         2001 
                                                              ----         ---- 
          Interest of noncontrolling shareholders 
            in earnings of subsidiaries                     $3,181       $4,131 
          Effect of basis difference in realized gains 
            (losses) of subsidiaries                        (2,517)         - 
          Accrued distributions by subsidiaries 
            on preferred securities: 
              Trust issued securities, net of tax            3,570        4,378 
              AFC preferred stock                            1,443        1,443 
                                                            ------       ------ 
                                                            $5,677       $9,952 
                                                            ======       ====== 
 
G.    SHAREHOLDERS' EQUITY At March 31, 2002, there were 68,655,751 shares of 
      AFG Common Stock outstanding, including 1,362,680 shares held by American 
      Premier for possible distribution to certain creditors and other claimants 
      upon proper claim presentation and settlement pursuant to the 1978 plan of 
      reorganization of American Premier's predecessor, The Penn Central 
      Corporation. Shares being held for distribution are not eligible to vote 
      but otherwise are accounted for as issued and outstanding. AFG is 
      authorized to issue 12.5 million shares of Voting Preferred Stock and 12.5 
      million shares of Nonvoting Preferred Stock, each without par value. 
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             NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - CONTINUED 
 
 
      At March 31, 2002, there were 9.7 million shares of AFG Common Stock 
      reserved for issuance upon exercise of stock options. As of that date, 
      options for 7 million shares were outstanding. Options generally become 
      exercisable at the rate of 20% per year commencing one year after grant; 
      those granted to non-employee directors of AFG are fully exercisable upon 
      grant. Options generally expire ten years after the date of grant. 
 
      The change in unrealized gain on marketable securities for the three 
      months ended March 31 included the following (in millions): 
 
 
                                                                            Minority 
                                                     Pretax       Taxes     Interest     Net 
                                                     ------       -----     --------    ----- 
                                                                           
                       2002 
      --------------------------------------- 
      Unrealized holding losses on securities 
        arising during the period                   ($124.3)      $43.3        $9.6    ($71.4) 
      Realized losses included in net income           17.8        (6.2)       (3.2)      8.4 
                                                     ------       -----        ----     ----- 
      Change in unrealized gain on 
        marketable securities, net                  ($106.5)      $37.1        $6.4    ($63.0) 
                                                     ======       =====        ====     ===== 
 
                       2001 
      -------------------------------------- 
      Unrealized holding gains on securities 
        arising during the period                    $ 59.0      ($20.6)      ($6.4)    $32.0 
      Realized losses included in net income            6.9        (2.4)      (.2)        4.3 
                                                     ------       -----        ----     ----- 
      Change in unrealized gain on 
        marketable securities, net                   $ 65.9      ($23.0)      ($6.6)    $36.3 
                                                     ======       =====        ====     ===== 
 
 
H.    EQUITY IN LOSSES OF INVESTEES Since 1998, AFG subsidiaries have made loans 
      to two start-up manufacturing businesses which were previously owned by 
      unrelated third-parties. During 2000, the former owners chose to forfeit 
      their equity interests to AFG rather than invest additional capital. 



 
      During the fourth quarter of 2000, AFG sold the equity interests to a 
      group of employees for nominal cash consideration plus warrants to 
      repurchase a significant ownership interest. Due to the absence of 
      significant financial investment by the buyers relative to the amount of 
      loans ($61.5 million at December 31, 2000) owed to AFG subsidiaries, the 
      sale was not recognized as a divestiture for accounting purposes. Assets 
      of the businesses transferred ($56.1 million at March 31, 2002 and $57.1 
      million at December 31, 2001) are included in other assets; liabilities of 
      the businesses transferred ($11.7 million at March 31, 2002 and $11.8 
      million at December 31, 2001, after consolidation and elimination of loans 
      from AFG subsidiaries) are included in other liabilities. Investee losses 
      in the Statement of Earnings represents AFG's equity in the losses of 
      these two companies. One of the businesses is involved in litigation 
      impacting its operations; see "Investee Corporations" in Management's 
      Discussion and Analysis. 
 
I.    COMMITMENTS AND CONTINGENCIES There have been no significant changes to 
      the matters discussed and referred to in Note L "Commitments and 
      Contingencies" of AFG's Annual Report on Form 10-K for 2001. 
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                                     ITEM 2 
 
                      MANAGEMENT'S DISCUSSION AND ANALYSIS 
                OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS 
 
      GENERAL 
 
      AFG and its subsidiaries, AFC and American Premier, are organized as 
      holding companies with almost all of their operations being conducted by 
      subsidiaries. These parent corporations, however, have continuing cash 
      needs for administrative expenses, the payment of principal and interest 
      on borrowings, shareholder dividends, and taxes. Therefore, certain 
      analyses are best done on a parent only basis while others are best done 
      on a total enterprise basis. In addition, since most of its businesses are 
      financial in nature, AFG does not prepare its consolidated financial 
      statements using a current-noncurrent format. Consequently, certain 
      traditional ratios and financial analysis tests are not meaningful. 
 
      IT INITIATIVE In 1999, AFG initiated an enterprise-wide project to study 
      its information technology ("IT") resources, needs and opportunities. The 
      initiative, involving improvements in physical infrastructure and business 
      support systems, entails extensive effort and costs over a period of 
      several years. While the costs precede the expected savings, management 
      believes the benefits will exceed the costs incurred, all of which have 
      been and will be funded through available working capital. 
 
      FORWARD-LOOKING STATEMENTS The Private Securities Litigation Reform Act of 
      1995 provides a safe harbor for forward-looking statements. Some of the 
      forward-looking statements can be identified by the use of forward-looking 
      words such as "believes", "expects", "may", "will", "should", "seeks", 
      "intends", "plans", "estimates", "anticipates" or the negative version of 
      those words or other comparable terminology. Examples of such 
      forward-looking statements include statements relating to: expectations 
      concerning market and other conditions and their effect on future 
      premiums, revenues, earnings and investment activities; expected losses 
      and the adequacy of reserves for asbestos, environmental pollution and 
      mass tort claims; rate increases, improved loss experience and expected 
      expense savings resulting from recent initiatives. 
 
      Actual results could differ materially from those contained in or implied 
      by such forward-looking statements for a variety of factors including: 
 
        o   changes in economic conditions, including interest rates, 
            performance of securities markets, and the availability of capital; 
        o   regulatory actions; 
        o   changes in legal environment; 
        o   tax law changes; 
        o   levels of catastrophes and other major losses; 
        o   the ultimate amount of liabilities associated with certain asbestos 
            and environmental-related insurance claims; 
        o   adequacy of loss reserves; 
        o   availability of reinsurance and ability of reinsurers to pay 
            their obligations; and 
        o   competitive pressures, including the ability to obtain rate 
            increases. 



 
      The forward-looking statements herein are made only as of the date of this 
      report. AFG assumes no obligation to publicly update any forward-looking 
      statements. 
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                      MANAGEMENT'S DISCUSSION AND ANALYSIS 
          OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS - CONTINUED 
 
 
      LIQUIDITY AND CAPITAL RESOURCES 
 
      RATIOS AFG's debt to total capital ratio (at the parent holding company 
      level) was approximately 28% at March 31, 2002, and 27% at December 31, 
      2001. AFG's ratio of earnings to fixed charges (on a total enterprise 
      basis) was 2.72 for the first three months of 2002 and 1.21 for the entire 
      year of 2001. 
 
      SOURCES OF FUNDS Management believes the parent holding companies have 
      sufficient resources to meet their liquidity requirements, primarily 
      through funds generated by their subsidiaries' operations. If funds 
      provided by subsidiaries through dividends and tax payments are 
      insufficient to meet fixed charges in any period, the holding companies 
      would be required to generate cash through borrowings, sales of securities 
      or other assets, or similar transactions. 
 
      AFC has a revolving credit agreement with several banks under which it can 
      borrow up to $300 million until December 31, 2002. At March 31, 2002, 
      three-fourths of the credit line had been used. While management expects 
      to negotiate a replacement bank agreement later this year, market 
      conditions indicate the maximum amount may be smaller and interest costs 
      will likely be greater. 
 
      INVESTMENTS AFG's investment portfolio at March 31, 2002, contained $11.1 
      billion in "Fixed maturities" and $321 million in "Other stocks", all 
      carried at market value with unrealized gains and losses reported as a 
      separate component of shareholders' equity on an after-tax basis. At March 
      31, 2002, AFG had pretax net unrealized gains of $27.4 million on fixed 
      maturities and $140.3 million on other stocks. 
 
      Approximately 93% of the fixed maturities held by AFG at March 31, 2002, 
      were rated "investment grade" (credit rating of AAA to BBB) by nationally 
      recognized rating agencies. Investment grade securities generally bear 
      lower yields and lower degrees of risk than those that are unrated and 
      noninvestment grade. Management believes that a high quality investment 
      portfolio is more likely to generate a stable and predictable investment 
      return. 
 
      Individual portfolio securities are sold creating gains or losses as 
      market opportunities exist. Since all of these securities are carried at 
      market value in the balance sheet, there is virtually no effect on 
      liquidity or financial condition upon the sale and ultimate realization of 
      unrealized gains and losses. 
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                      MANAGEMENT'S DISCUSSION AND ANALYSIS 
          OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS - CONTINUED 
 
 
      Summarized information for the unrealized gains and losses recorded in 
      AFG's balance sheet at March 31, 2002, follows (dollars in millions): 
 
                                                            Securities with 
                                                           ----------------- 
                                                            Gains     Losses 
                                                           ------     ------ 
             Fixed Maturities 
             ---------------- 
                Market value                               $6,100     $4,600 
                Gross unrealized                           $  228     $  201 
                Number of security positions                1,200        600 
                Number individually exceeding 
                  $2 million gain or loss                       4         11 
                Concentration of gains or losses by 
                   type or industry (exceeding 5% of 
                   unrealized): 
                      Mortgage-backed securities           $ 75.2     $ 36.5 
                      U.S. Treasuries                        14.2       11.0 
                      Telephone communications                3.2       33.3 
                      Banks                                  24.0        1.9 
                      Electric services                       7.7       12.3 
                      Air transportation                      1.5       11.3 
                Percentage rated investment grade              96%        90% 
 
             Other Stocks 
             ------------ 
                Market value                               $  265     $   19 
                Gross unrealized                           $  152     $   12 
                Number individually exceeding 
                  $2 million gain or loss                       3          2 
 
      AFG's investment in equity securities of Provident Financial Group, a 
      Cincinnati-based commercial banking and financial services company, 
      represents $137 million of the $152 million in unrealized gains on other 
      stocks at March 31, 2002. 



 
      The table below sets forth the scheduled maturities of fixed maturity 
      securities (by separate gain/loss segments and in total) at March 31, 
      2002, based on their market values. 
                                                         Unrealized 
                                                      --------------- 
             Maturity                                 Gains    Losses     Total 
             --------                                 -----    ------     ----- 
             One year or less                             9%        1%        6% 
             After one year through five years           27        15        22 
             After five years through ten years          18        40        27 
             After ten years                             16        14        15 
                                                        ---       ---       --- 
                                                         70        70        70 
             Mortgage-backed securities                  30        30        30 
                                                        ---       ---       --- 
                                                        100%      100%      100% 
                                                        ===       ===       === 
 
      AFG realized aggregate losses of $5.9 million during the first three 
      months of 2002 on $71.1 million in sales of fixed maturity securities (16 
      issues) that had unrealized losses at December 31, 2001. Market values of 
      ten of the issues improved from year-end to date of sale while the other 
      six deteriorated; overall, there was a slight net improvement. Of the 
      three with unrealized losses greater than $500,000 at year-end, actual 
      losses on sale were $1.1 million less than the unrealized loss at 
      year-end. Although AFG had the ability to continue holding these 
      investments, its intent to hold them changed due to a variety of reasons 
      including actual or expected deterioration in the issuer's credit and 
      decisions to lessen exposure to a particular credit or industry. 
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                      MANAGEMENT'S DISCUSSION AND ANALYSIS 
          OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS - CONTINUED 
 
 
      The length of time securities with unrealized losses at March 31, 2002, 
      have been in an unrealized loss position varies by individual security. Of 
      the 96 individual securities at that date with unrealized losses exceeding 
      $500,000, 78 have been in that position for less than one year, including 
      68 that have been in that position for less than six months. Of the 111 
      individual securities at that date with unrealized gains exceeding 
      $500,000, 48 have been in that position for less than one year, including 
      9 that have been in that position for less than six months. 
 
      When a decline in the value of a specific investment is considered to be 
      "other than temporary," a provision for impairment is charged to earnings 
      (accounted for as a realized loss) and the cost basis of that investment 
      is reduced. The determination of whether unrealized losses are "other than 
      temporary" requires judgment based on subjective as well as objective 
      factors. A listing of factors considered and resources used is contained 
      in the discussion of "Investments" under Management's Discussion and 
      Analysis in AFG's 2001 Form 10-K. 
 
      Based on its analysis, management believes (i) AFG will recover its cost 
      basis in the securities with unrealized losses and (ii) that AFG has the 
      ability and intent to hold the securities until they mature or recover in 
      value. Should either of these beliefs change with regard to a particular 
      security, a charge for impairment would likely be required. While it is 
      not possible to accurately predict if or when a specific security will 
      become impaired, charges for other than temporary impairment could be 
      material to results of operations in a future period. Management believes 
      it is not likely that future impairment charges will have a significant 
      effect on AFG's liquidity. 
 
      UNCERTAINTIES Aside from risks common to most insurance operations, 
      management believes that the areas posing the greatest risk of material 
      loss are Great American's exposure to asbestos, environmental and other 
      mass tort claims and American Premier's exposure to asbestos, 
      environmental and other contingencies arising out of its former 
      operations. 
 
              PROPERTY AND CASUALTY INSURANCE RESERVES Future costs of claims 
      are projected based on historical trends adjusted for changes in 
      underwriting standards, policy provisions, product mix and other factors. 
      Estimating the liability for unpaid losses and LAE is inherently 
      judgmental and is influenced by factors which are subject to significant 
      variation. Through the use of analytical reserve development techniques, 
      management monitors items such as the effect of inflation on medical, 
      hospitalization, material, repair and replacement costs, general economic 
      trends and the legal environment. 



 
              ASBESTOS AND ENVIRONMENTAL-RELATED ("A&E") RESERVES Establishing 
      reserves for A&E claims is subject to uncertainties that are significantly 
      greater than those presented by other types of claims. Estimating ultimate 
      liability for asbestos claims presents unique and difficult challenges to 
      the insurance industry due to, among other things, inconsistent court 
      decisions, an increase in bankruptcy filings as a result of 
      asbestos-related liabilities, novel theories of coverage, and judicial 
      interpretations that often expand theories of recovery and broaden the 
      scope of coverage. The casualty insurance industry is engaged, as is AFG, 
      in extensive litigation over these coverage and liability issues as the 
      volume and severity of claims against asbestos defendants continue to 
      increase. 
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                      MANAGEMENT'S DISCUSSION AND ANALYSIS 
          OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS - CONTINUED 
 
 
      While management believes that AFG's reserves for A&E claims are a 
      reasonable estimate of ultimate liability for such claims, actual results 
      may vary materially from the amount currently recorded due to outstanding 
      issues and uncertainties such as whether coverage exists, whether claims 
      are to be allocated among triggered policies and implicated years, whether 
      claimants who exhibit no signs of illness will be successful in pursuing 
      their claims, predicting the number of future claims, and the impact of 
      recent bankruptcy filings. 
 
      Further, certain policyholders assert that each bodily injury claim should 
      be treated as a separate occurrence under the policy, and that their 
      claims are not subject to aggregate limits on coverage because either 
      their policies did not contain aggregate limits with respect to products 
      liability coverage or, faced with exhaustion of products coverage limits, 
      their asbestos claims fall within non-products liability coverage which is 
      not subject to any aggregate limit. These claims are now being contested 
      in insurance coverage litigation in various jurisdictions. In rejecting 
      the claims that are the basis of this litigation, AFG believes its 
      coverage defenses are substantial and intends to continue to vigorously 
      defend its position. Nonetheless, the outcome of this litigation is 
      uncertain and such claims may have a material adverse effect upon AFG's 
      future results of operations and financial condition. 
 
      For further discussion of uncertainties and litigation involving AFG, see 
      Note L "Commitments and Contingencies" to the financial statements and 
      "Legal Proceedings" in AFG's Annual Report on Form 10-K for 2001. 
 
      RESULTS OF OPERATIONS 
 
      GENERAL Results of operations as shown in the accompanying financial 
      statements are prepared in accordance with generally accepted accounting 
      principles. Many investors and analysts focus on "core earnings" of 
      companies, setting aside certain items included in net earnings. 



 
      The following table reconciles AFG's operating earnings before income 
      taxes as shown in the Statement of Earnings to "core earnings" as 
      generally referred to in quarterly news releases and independent financial 
      analysts' reports (in millions, except per share amounts): 
 
                                                          Three months ended 
                                                               March 31, 
                                                          ------------------ 
                                                            2002        2001 
                                                            ----        ---- 
            Operating earnings before income taxes         $50.9       $40.8 
            Adjustments: 
              Eliminate net realized losses                 17.8         8.5 
              Include minority interest                    (10.9)      (12.5) 
                                                           -----       ----- 
                                                            57.8        36.8 
            Provision for income taxes                      (4.9)      (15.0) 
                                                           -----       ----- 
 
            Core earnings from insurance businesses        $52.9       $21.8 
                                                           =====       ===== 
 
            Per Common Share (diluted)                      $.77        $.32 
                                                           =====       ===== 
 
      "Core earnings" for 2002 include a $16 million ($.24 per share) tax 
      benefit resulting from the reversal of previously accrued amounts due to 
      the resolution of certain tax matters. "Core earnings" for 2001 include 
      goodwill amortization expense of $3.4 million ($.05 per share). The 
      improvement in comparable first quarter results was due primarily to 
      significantly improved property 
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                      MANAGEMENT'S DISCUSSION AND ANALYSIS 
          OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS - CONTINUED 
 
 
      and casualty underwriting results, partially offset by a decrease in 
      income from the sale of real estate. 
 
      PROPERTY AND CASUALTY INSURANCE - UNDERWRITING AFG's property and 
      casualty group consists of two major business groups: Specialty and 
      Personal. 
 
      The Specialty group includes a highly diversified group of business lines. 
      Some of the more significant areas are inland and ocean marine, California 
      workers' compensation, agricultural-related coverages, executive and 
      professional liability, fidelity and surety bonds, collateral protection, 
      and umbrella and excess coverages. 
 
      The Personal group sells nonstandard and preferred/standard private 
      passenger auto insurance and, to a lesser extent, homeowners' insurance. 
      Nonstandard automobile insurance covers risk not typically accepted for 
      standard automobile coverage because of an applicant's driving record, 
      type of vehicle, age or other criteria. 
 
      Underwriting profitability is measured by the combined ratio which is a 
      sum of the ratios of underwriting losses, loss adjustment expenses, 
      underwriting expenses and policyholder dividends to premiums. When the 
      combined ratio is under 100%, underwriting results are generally 
      considered profitable; when the ratio is over 100%, underwriting results 
      are generally considered unprofitable. The combined ratio does not reflect 
      investment income, other income or federal income taxes. 
 
      Net written premiums and combined ratios for AFG's property and casualty 
      insurance subsidiaries were as follows (dollars in millions): 
 
                                                         Three months ended 
                                                              March 31, 
                                                         ------------------- 
                                                           2002         2001 
                                                           ----         ---- 
            Net Written Premiums (GAAP) 
            --------------------------- 
               Specialty                                 $386.7       $356.6 (a) 
               Personal                                   256.4 (b)    370.5 
               Other lines                                   .3            - 
                                                         ------       ------ 
                                                         $643.4       $727.1 
                                                         ======       ====== 
            Combined Ratios (GAAP) 
            ---------------------- 
               Specialty                                   98.5%       100.6% 
               Personal                                   102.1        108.5 
               Aggregate (including discontinued lines)   101.4        105.6 
 
            (a) Before a reduction of $29.7 million for unearned premium 
                transfer related to the sale of the Japanese division. 
            (b) Reflects the ceding of $88.7 million in premiums under a 
                reinsurance agreement (effective April 1, 2001). 
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                      MANAGEMENT'S DISCUSSION AND ANALYSIS 
          OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS - CONTINUED 
 
 
      SPECIALTY The Specialty group's increase in net written premiums reflects 
      the impact of rate increases and the realization of growth opportunities 
      in certain commercial markets, partially offset by the decision to 
      discontinue certain lines of business (during 2001) that were not 
      achieving adequate returns and by additional reinsurance agreements. 
      Specialty rate increases averaged over 25% during the first quarter of 
      2002 and are expected to average approximately 20% for the year. The 
      Specialty group reported a solid underwriting profit for the 2002 quarter 
      with a combined ratio of 98.5%. The 2.1 point improvement in the combined 
      ratio compared to 2001 reflects strategic changes in the mix of specialty 
      businesses and the impact of rate increases. 
 
      PERSONAL The Personal group's decline in net written premiums reflects a 
      reinsurance agreement, effective April 1, 2001, under which AFG cedes 90% 
      of the automobile physical damage business written by certain of its 
      insurance subsidiaries. This agreement is enabling AFG to reallocate some 
      of its capital to the more profitable specialty operations. Excluding the 
      effect of this agreement, the Personal group's net written premiums 
      declined about 7%, reflecting lower business volume partially offset by 
      the impact of rate increases. Rate increases implemented in the first 
      quarter of 2002 were about 4% and are expected to range between 8% and 10% 
      for the year. As a result of rate increases implemented over the last 
      year, the combined ratio improved by 6.4 points over the first quarter of 
      2001. Management expects the Personal group to achieve underwriting 
      profitability by the fourth quarter of 2002. 
 
      REAL ESTATE OPERATIONS AFG's subsidiaries are engaged in a variety of real 
      estate operations including hotels, apartments, office buildings and 
      recreational facilities; they also own several parcels of land. Revenues 
      and expenses of these operations, including gains and losses on disposal, 
      are included in AFG's statement of earnings as shown below (in millions). 
 
                                                     Three months ended 
                                                         March 31, 
                                                     ------------------ 
                                                      2002         2001 
                                                      ----         ---- 
          Other income                               $15.3        $32.0 
          Other operating and general expenses        14.5         15.0 
          Interest charges on borrowed money            .6           .7 
          Minority interest expense, net               -            1.9 
 
      Other income includes net pretax gains on the sale of real estate assets 
      of $171,000 in the first quarter of 2002 and $15.3 million in the first 
      quarter of 2001. 
 
      OTHER INCOME Excluding gains on sales of real estate assets (discussed 
      above), other income increased $5.2 million (12%) due primarily to fees 
      earned by certain new specialty insurance operations. 



 
      REALIZED GAINS Realized capital gains have been an important part of the 
      return on investments. Individual assets are sold creating gains and 
      losses as market opportunities exist. 
 
      LOSSES ON SECURITIES Realized losses on securities include provisions for 
      other than temporary impairment of securities still held of $18.3 million 
      in the first quarter of 2002 and $8 million in the first quarter of 2001. 
      Increased impairment charges in recent years reflect a rise in corporate 
      defaults in the marketplace resulting from the weakened economy. 
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                      MANAGEMENT'S DISCUSSION AND ANALYSIS 
          OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS - CONTINUED 
 
 
      Warrants to purchase common stock of publicly traded companies are 
      generally considered derivatives and marked to market through current 
      earnings as realized gains and losses. Realized losses on securities 
      include losses of $3 million in the first quarter of 2002 and $.8 million 
      in the first quarter of 2001 to adjust the carrying value of AFG's 
      investment in warrants to market value ($26.4 million at March 31, 2002). 
 
      LOSS ON SUBSIDIARIES  AFG recognized a $1.6 million pretax loss in 
      connection with the sale of the Japanese division in 2001. 
 
      ANNUITY BENEFITS Annuity benefits reflect amounts accrued on annuity 
      policyholders' funds accumulated. The majority of GAFRI's fixed rate 
      annuity products permit GAFRI to change the crediting rate at any time 
      (subject to minimum interest rate guarantees of 3% or 4% per annum). As a 
      result, management has been able to react to changes in market interest 
      rates and maintain a desired interest rate spread. 
 
      INTEREST EXPENSE Interest expense for the first quarter of 2002 decreased 
      compared to 2001 as lower average interest rates on AFG's variable rate 
      debt more than offset higher average indebtedness. 
 
      OTHER OPERATING AND GENERAL EXPENSES Other operating and general expenses 
      for the first quarter of 2001 include goodwill amortization of $3.4 
      million. Under SFAS No. 142, which was implemented January 1, 2002, 
      goodwill is no longer amortized. Excluding 2001 goodwill amortization, 
      other operating and general expenses increased $8.8 million (8%) due 
      primarily to expenses related to certain new specialty insurance 
      operations and increased amortization of annuity and life deferred 
      acquisition costs. 
 
      INCOME TAXES The 2002 provision for income taxes includes a $16 million 
      tax benefit for the reversal of previously accrued amounts due to the 
      resolution of certain tax matters. 
 
      INVESTEE CORPORATIONS Equity in losses of investee corporations represents 
      losses of two start-up manufacturing businesses (see Note H). In November 
      2001, an injunction was issued against one of the companies which would 
      prohibit the company from using equipment subject to litigation alleging 
      the misappropriation of a trade secret and effectively close the plant. 
      The injunction was subsequently modified, pending appeal, to permit 
      operations to continue and require certain escrow payments. If the 
      investee is unsuccessful in its attempt to have the injunction lifted or 
      further modified, or if operating results fail to improve, a substantial 
      portion of AFG's investment ($32.4 million as of March 31, 2002), may be 
      written off. 
 



 
 
           --------------------------------------------------------- 
 
                                     ITEM 3 
 
             QUANTITATIVE AND QUALITATIVE DISCLOSURE OF MARKET RISK 
             ------------------------------------------------------ 
 
      As of March 31, 2002, there were no material changes to the information 
      provided in AFG's Form 10-K for 2001 under the caption "Exposure to Market 
      Risk" in Management's Discussion and Analysis of Financial Condition and 
      Results of Operations. 
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                                     ITEM 6 
 
                        EXHIBITS AND REPORTS ON FORM 8-K 
                        -------------------------------- 
 
(a) Exhibit 10 - 2002 Annual Bonus Plan. 
 
(b) Reports on Form 8-K:  none 
 
 
 
 
 
    ---------------------------------------------------------------- 
 
 
 
                                    SIGNATURE 
                                    --------- 
 
Pursuant to the requirements of the Securities Exchange Act of 1934, American 
Financial Group, Inc. has duly caused this Report to be signed on its behalf by 
the undersigned duly authorized. 
 
                                      American Financial Group, Inc. 
 
 
 
 
May 13, 2002                          BY:   Fred J. Runk 
                                            ----------------------------------- 
                                            Fred J. Runk 
                                            Senior Vice President and Treasurer 
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                         AMERICAN FINANCIAL GROUP, INC. 
 
                             2002 ANNUAL BONUS PLAN 
 
 
 
1.       PURPOSE 
 
         The purpose of the Annual Bonus Plan (the "Plan") is to further the 
profitability of American Financial Group, Inc. (the "Company") to the benefit 
of the shareholders of the Company by providing incentive to the Plan 
participants. 
 
2.       ADMINISTRATION 
 
         Except as otherwise expressly provided herein, the Plan shall be 
administered by the Compensation Committee or a successor committee or 
subcommittee (the "Committee") of the Board of Directors of the Company (the 
"Board") composed solely of two or more "outside directors" as defined pursuant 
to Section 162(m) of the Internal Revenue Code. No member of the Committee while 
serving as such shall be eligible to be granted a bonus under the Plan. Subject 
to the provisions of the Plan (and to the approval of the Board where specified 
in the Plan), the Committee shall have exclusive power to determine the 
conditions (including performance requirements) to which the payment of the 
bonuses may be subject and to certify that performance goals are attained. 
Subject to the provisions of the Plan, the Committee shall have the authority to 
interpret the Plan and establish, adopt or revise such rules and regulations and 
to make all determinations relating to the Plan as it may deem necessary or 
advisable for the administration of the Plan. The Committee's interpretation of 
the Plan and all of its actions and decisions with respect to the Plan shall be 
final, binding and conclusive on all parties. 
 
3.       PLAN TERM AND BONUS YEARS 
 
         The term of the Plan is one year, commencing January 1, 2002, which 
term shall be renewed from year to year unless and until the Plan shall be 
terminated or suspended as provided in Section 9. As used in the Plan the term 
"Bonus Year" shall mean a calendar year. 
 
4.       PARTICIPATION 
 
         Subject to the approval of the Committee and the Board of Directors 
(based on the recommendation of the Committee), the Chief Executive Officer and 
each of the Co-Presidents shall participate in the Plan (the "Participants"). 
The Executive Committee may designate other employees of the Company or its 
subsidiaries to be governed by the terms of the Plan, including consideration 
that a portion of payments made to such employees be in shares of common stock 
of the Company. 
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5.       ESTABLISHMENT OF INDIVIDUAL BONUS TARGETS AND PERFORMANCE CRITERIA 
 
         The Committee shall approve the individual target amount of bonus (the 
"Bonus Target") that may be awarded to each Participant and recommend that the 
Board adopt such action. In no event shall the establishment of any 
Participant's Bonus Target give a Participant any right to be paid all or any 
part of such amount unless and until a bonus is actually awarded pursuant to 
Section 6. 
 
         The Committee shall establish the performance criteria, both subjective 
and objective, (the "Performance Criteria") that will apply to the determination 
of the bonus of the Chief Executive Officer and each of the Co-Presidents for 
that Bonus Year and recommend that the Board adopt such action. The Bonus 
Targets and Performance Criteria set forth on Schedules I and II have been 
recommended by the Committee and approved by the Board. 
 
6.       DETERMINATION OF BONUSES AND TIME OF PAYMENT 
 
         As soon as practicable after the end of 2002, the Committee shall 
certify whether or not the performance criteria of the Chief Executive Officer 
and each of the Co-Presidents has been attained and shall recommend to the 
Board, and the Board shall determine, the amount of the bonus, if any, to be 
awarded to each Participant for 2002 according to the terms of this Plan. Such 
bonus determinations shall be based on achievement of the Performance Criteria 
for 2002. 
 
         Once the bonus is so determined for the Chief Executive Officer and 
each of the Co-Presidents, it shall be paid one hundred percent in cash. 
 
7.       TERMINATION OF EMPLOYMENT 
 
         If a Participant's employment with the Company or a subsidiary, as the 
case may be, is terminated for any reason other than discharge for cause, he may 
be entitled to such bonus, if any, as the Committee, in its sole discretion, may 
determine. 
 
         In the event of a Participant's discharge for cause from the employ of 
the Company or a Subsidiary, as the case may be, he shall not be entitled to any 
amount of bonus unless the Committee, in its sole discretion, determines 
otherwise. 
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8.       MISCELLANEOUS 
 
                  A. GOVERNMENT  AND OTHER  REGULATIONS.  The obligation of the 
         Company to make payment of bonuses shall be subject to all applicable 
         laws, rules and regulations and to such approvals by governmental 
         agencies as may be required. 
 
                  B. TAX WITHHOLDING. The Company or a Subsidiary, as 
         appropriate, shall have the right to deduct from all bonuses paid in 
         cash any federal, state or local taxes required by law to be withheld 
         with respect to such cash payments. 
 
                  C. CLAIM TO BONUSES AND  EMPLOYMENT  RIGHTS.  The designation 
         of persons to participate in the Plan shall be wholly at the discretion 
         of the Board. Neither this Plan nor any action taken hereunder shall be 
         construed as giving any Participant any right to be retained in the 
         employ of the Company or a Subsidiary. 
 
                  D. BENEFICIARIES. Any bonuses awarded under this Plan to a 
         Participant who dies prior to payment shall be paid to the beneficiary 
         designated by the Participant on a form filed with the Company. If no 
         such beneficiary has been designated or survives the Participant, 
         payment shall be made to the Participant's legal representative. A 
         beneficiary designation may be changed or revoked by a Participant at 
         any time provided the change or revocation is filed with the Company. 
 
                  E. NONTRANSFERABILITY. A person's rights and interests under 
         the Plan may not be assigned, pledged or transferred except, in the 
         event of a Participant's death, to his designated beneficiary as 
         provided in the Plan or, in the absence of such designation, by will 
         or the laws of descent and distribution. 
 
                  F. INDEMNIFICATION. Each person who is or shall have been a 
         member of the Committee or of the Board shall be indemnified and held 
         harmless by the Company (to the extent permitted by the Articles of 
         Incorporation and Code of Regulations of the Company and applicable 
         law) against and from any loss, cost, liability or expense that may be 
         imposed upon or reasonably incurred by him in connection with or 
         resulting from any claim, action, suit or proceeding to which he may be 
         a party or in which they may be involved by reason of any action taken 
         or failure to act under the Plan and against and from any and all 
         amounts paid by him in settlement thereof, with the Company's approval, 
         or paid by him, in satisfaction of judgment in any such action, suit or 
         proceeding against him. He shall give the Company an opportunity, at 
         its own expense, to handle and defend the same before he undertakes to 
         handle and defend it on his own behalf. The foregoing right of 
         indemnification shall not be exclusive of any other rights of 
         indemnification to which such person may be entitled under the 
         Company's Articles of Incorporation or Code of Regulations, as a matter 
         of law or otherwise or of any power that the Company may have to 
         indemnify him or hold him harmless. 
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                  G. RELIANCE ON REPORTS. Each member of the Committee and each 
         member of the Board shall be fully justified in relying or acting in 
         good faith upon any report made by the independent certified public 
         accountants of the Company or of its Subsidiaries or upon any other 
         information furnished in connection with the Plan by any officer or 
         director of the Company or any of its Subsidiaries. In no event shall 
         any person who is or shall have been a member of the Committee or of 
         the Board be liable for any determination made or other action taken or 
         any omission to act in reliance upon any such report or information or 
         for any action taken, including the furnishing of information, or 
         failure to act, if in good faith. 
 
                  H. EXPENSES. The expenses of administering the Plan shall be 
         borne by the Company and its Subsidiaries in such proportions as shall 
         be agreed upon by them from time to time. 
 
                  I. PRONOUNS. Masculine pronouns and other words of masculine 
         gender shall refer to both men and women. 
 
                  J. TITLES AND HEADINGS. The titles and headings of the 
         sections in the Plan are for convenience of reference only, and, in the 
         event of any conflict between any such title or heading and the text of 
         the Plan, such text shall control. 
 
9.       AMENDMENT AND TERMINATION 
 
         The Board may at any time terminate the Plan. The Board may at any 
time, or from time to time, amend or suspend and, if suspended, reinstate the 
Plan in whole or in part. Notwithstanding the foregoing, the Plan shall continue 
in effect to the extent necessary to settle all matters relating to the payment 
of bonuses awarded prior to any such termination or suspension. 
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                                                                      Schedule I 
 
 
                                ANNUAL BONUS PLAN 
                                    FOR 2002 
                                PARTICIPANTS AND 
                                  BONUS TARGETS 
 
                                                   Total                   Company 
                                                   Bonus       EPS         Performance 
Name                   Position                    Target      Component   Component 
- ------------------     -------------------------   --------    ---------   --------- 
                                                                  
 
Carl H. Lindner        Chairman of the Board       $990,000       50%         50% 
                       & Chief Executive Officer 
Carl H. Lindner III    Co-President                $990,000       50%         50% 
Keith E. Lindner       Co-President                $990,000       50%         50% 
S. Craig Lindner       Co-President                $990,000       50%         50% 
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                                                                    Schedule II 
 
                                ANNUAL BONUS PLAN 
                   2002 PERFORMANCE CRITERIA FOR PARTICIPANTS 
 
The overall bonus for 2002 for each Participant will be the sum of such 
Participant's bonuses for the following two Performance Criteria components: 
 
                                      Weighting of Dollar Amount of Bonus Target 
                                      ------------------------------------------ 
                                      (Assuming Schedule I indicates $990,000 
                                      Bonus Target) 
 
Earnings Per Share ("EPS") - 50%                    $495,000 
Company Performance        - 50%                    $495,000 
 
 
A.       EPS COMPONENT. 
 
         Each participant's bonus will range from 0% to 175% of the dollar 
         amount of the Bonus Target allocated to the EPS Component, based on the 
         following levels of reported earnings per common share from insurance 
         operations ("Operating EPS" defined below) achieved by the Company and 
         its consolidated subsidiaries for 2001: 
 
                                          Percentage of Bonus Target to be paid 
         Operating EPS                    for EPS Component 
         -------------                    ------------------------------------- 
 
         $1.76 or less                                       0 
         $2.35                                             100% 
           more than $2.35                       more than 100% up to 175% 
 
         Where the Operating EPS is greater than $1.76 and less than $2.35, the 
         bonus will be determined by straight line interpolation; if it is above 
         $2.35, the Committee, in its discretion, shall determine the percentage 
         of bonus above 100%. 
 
         The Operating EPS to be considered is diluted EPS from the Company's 
         insurance operations and not including investee results, realized gains 
         and losses in the investment portfolio and unusual or non-recurring 
         items. Additionally, the Committee shall have the power and authority, 
         in its discretion, to adjust reported Operating EPS upward or downward 
         for purposes of the Plan to the extent the Committee deems equitable. 
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B.       COMPANY PERFORMANCE COMPONENT 
 
         Each participant's bonus could range up to 175% of the dollar amount of 
         the Bonus Target allocated to the Company Performance Component and 
         will be determined by the Board, upon the Compensation Committee's 
         recommendation, based on the Compensation Committee's subjective rating 
         of the Company's relative overall performance for 2002. Such rating 
         shall include a consideration of all factors deemed relevant, including 
         financial (and non-financial) and strategic factors. 
 
         When determining the Company's performance for 2002, the Committee 
         intends to take into consideration the factors it believes are relevant 
         to such performance. For 2002, it may be appropriate to consider 
         factors including, but not limited to: earnings per share, including a 
         specific review of the impact of any extraordinary transactions and 
         investees' results; return on equity; per share price of common stock 
         relative to prior periods and comparable companies as well as financial 
         markets; status of credit ratings on outstanding debt and claims paying 
         ability of the Company's subsidiaries; status of debt-to-capital ratio; 
         combined ratio of the Company's subsidiaries; investment portfolio 
         performance including realized gains and losses; and other operating 
         criteria. 
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