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Dear Mr. Montemayor:

National Warranty Insurance Risk Retention Group (in Official Liquidation)
(“NWIG”)

1. Thank you for your letter of 6™ July 2004, which was received on 14" July. Your letter
raises a number of questions and concerns, each of which we attempt to address
substantively below. Given that your letter is publicly available on the US Bankruptcy
Court docket, we shall copy this letter to the US Bankruptcy Court in Nebraska. We shall

also post your letter and this response on www.NWIG.com.

2. We note your comment that the state regulators' authority over NWIG is pre-empted by the
federal Risk Retention Act of 1986, and that NWIG is therefore not within your jurisdiction,

but we acknowledge the state regulators' interest in protecting US consumers.

General

3. In summary, as you will be aware, the vehicle service contracts ("VSCs") were issued to the

VSC holders by NWIG's members and are not insurance policies issued by NWIG. The
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majority of NWIG's most active members engaged NWIG to administer the VSCs on the
members' behalf. In addition, NWIG issued policies in favour of its members that insured
the members' liabilities under the VSCs. It is important to stress that the policies issued by
NWIG were issued Vin favour of NWIG's members and not in favour of the VSC holders
directly. As creditors of NWIG under their policies, NWIG's members therefore have a

legitimate economic interest in NWIG's estate.

NWIG's collapse has unfortunately led to many of NWIG's members becoming unable to
honour the terms of the VSCs they issued to VSC holders. We fully recognize the

importance of protecting the interests of the VSC holders so far as is possible.

Despite there being no privity of contract between NWIG and the VSC holders, there may
be circumstances in which VSC holders may be able successfully to assert direct claims
.against NWIG. For example, the effect of various endorsements made on the policies issued
by NWIG at the direction of some states is arguably sufficient to give VSC holders direct
rights against NWIG in certain specific circumstances. If such direct rights are valid under
their applicable US law, they will be recognised by the Cayman liquidation proceeding. Wg
refer you in this regard to pages 20 and 21 of our status report dated 8™ March 2004 at

www.NWIG.com (the "Report"), which describes these issues in more detail.

We note the suggestion in your third paragraph that insufficient progress is being made
towards establishing a claims procedure for VSC holders. It may be helpful at this stage to
explain why a claims adjudication process has not yet been commenced. We are conscious

of the likelihood that in a traditional claims adjudication process in a Cayman Islands
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liquidation, which would be broadly similar to the process in a US bankruptcy procedure,
direct claims filed by VSC holders against NWIG would overlap with claims filed by
members against NWiG under the terms of the policies issued by NWIG. A traditional
claims adjudication process would therefore involve us dealing with (and adjudicating upon)
the potentially competing interests of NWIG's members, VSC holders and others, for
example dealers and agents. A traditional claims adjudication process would also be likely
to lead to a number of issues between NWIG and its members requiring resolution by the

Court.

Resolving those potentially contentious issues in the context of a traditional claims
adjudication process would involve the NWIG estate incurring considerable cost that would
reduce the net amount distributed to NWIG's creditors, even if NWIG's position on the
various contentious issues were to be upheld by the Court. In addition, any dividend
payments to admitted creditors of NWIG may be considerably delayed whilst a lengthy
litigation process took its course. NWIG's insolvency is unlike a US insurance insolvency in
which we understand that early payments can be made from guaranty funds. Our US advice
is that the law does not provide for existing state guaranty funds to cover claims against
NWIG. However, if you believe you can activate your states' guaranty funds for the benefit
of NWIG's creditors, please let us know. In addition, there is no applicable guaranty fund in

the Cayman Islands.

Given the issues summarised above, our priority has been to explore the possibility of a

suitable alternative to a traditional claims adjudication process that seeks a more efficient
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resolution of the complex issues referred to above, and seeks to provide creditors of NWIG
with a larger and more timely distribution. We have been liaising closely in this regard with
NWIG's Liquidation Committee (the "Committee"). Below we shall describe the principal
features of a possible alternative, but please note that it is still in the course of being
discussed. We shall also describe the procedure that would be necessary for such an

alternative to be approved and become binding.

The Alternative Under Consideration

Substance

9.

10.

The claims against NWIG of the four members of the Committee, and potentially by their
underlying VSC holders, represent the bulk of the claims against the NWIG estate. The
alternative currently envisages a sub-division of the bulk of NWIG's assets between the four
members of the Committee, who would then be responsible for the onward distribution of
the funds received by them to their underlying VSC holders, in satisfaction not oﬁly of their
own obligations to their VSC holders, but in satisfaction of any direct rights that the VSC

holders may have against NWIG.

Our focus in the on-going discussions has been to ensure that any alternative contains robust
protections for VSC holders in order that funds distributed by NWIG to its members are
passed on as efficiently as possible to underlying VSC holders, and that the claims of VSC
holders are calculated as fairly and efficiently as possible. Precisely how Committee
members propose to pass funds received from NWIG to their VSC holders, and how they

will calculate the VSC holders' claims, are significant open issues that will require further
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discussion. Before recommending any such alternative, we will need to be satisfied that the
relevant VSC holders are adequately protected, and that the alternative represents the best

chance of maximizing returns to all of NWIG's creditors.

The alternative currently under consideration must also make a fair provision for the rest of
NWIG's members and their underlying VSC holders. These represent a relatively small
proportion of the total number of members and VSC holders, and accordingly it is currently
envisaged that it will be most cost effective for the claims of those members and their VSC
holders to be individually adjudicated and distributions paid from a pre-determined portion

of NWIG's estate.

Procedure for Implementing the Alternative

12.

13

The procedure that we currently envisage would be used to implement the terms of any
alternative is a "scheme of arrangement”, under section 86 of the Companies Law (2003
Revision) in the Cayman Islands. This is a technical procedure under Cayman Islands law
that is similar in form and effect to a plan of liquidation under the US Bankruptcy Code. In
the circumstances applicable to NWIG, a scheme of arrangement would be a Court approved
compromise entered into between a company and its creditors. A scheme of arrangement is
a collective procedure. It involves the convening of meetings of classes of creditors to vote

on the proposals set out in the scheme of arrangement.

It is important to stress that VSC holders' interests would be taken into account if any

scheme of arrangement were to be proposed. VSC holders, as potential direct creditors of
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NWIG, would make up at least one of the relevant classes of a scheme of arrangement, and

would be entitled to vote on whether the scheme treated them fairly.

The principal benefit of a scﬁeme of arrangement is that if all the necessary procedural steps
are taken, the relevant number of votes in favour passed, and the approval of the Cayman
Court obtained, the terms of the scheme of arrangement would then become binding on all
members of the relevant classes of creditors, even those who did not vote or who voted
against the scheme of arrangement. The scheme of arrangement would also be drafted so
that its effectiveness would be conditional on the Nebraska Bankruptcy Court's issuance of

an order that implements the scheme in the US.

In the specific circumstances of NWIG, the advantages of a scheme of arrangement over a

traditional claims adjudication process would include the following:

(a) It would eliminate the difficult and potentially contentious legal issue of

overlapping claims against NWIG being filed by members and VSC holders.

(b) It would compromise at the outset not only the claims of the principal
members of NWIG as creditors, but also all outstanding and prospective
disputes between NWIG and such members without the need for expensive

and time-consuming litigation.

(c) Consequently, earlier payments of claims both to members and to VSC
holders could be made, without the need to await the resolution of complex,

uncertain and expensive litigation between NWIG and its members.
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16. We stress however that there are significant logistical, procedural and legal hurdles to be
overcome if such a scheme of arrangement is to be successfully implemented. Whilst
significant progress has been made with the Committee, it is by no means certain at this

stage that such a scheme of arrangement will in fact be workable.

17. Nonetheless, we have taken the decision to continue to explore with the Committee the
possibility of a scheme of arrangement. We consider that the time being expended by us in
attempting to reach a practical, workable and more cost-effective solution for all parties,
including VSC holders, represents an appropriate use of the NWIG estate's resources in view
of the fact that the only viable alternative would be a traditional claims adjudication process
with the complexities and considerable disadvantages outlined above. It is also pertinent to
note in this regard that each of the Committee members has devoted a considerable amount

of time and resources to this discussion process.

18. We hope you will appreciate that, as these discussions with the Committee are ongoing, it is

difficult to comment in more detail at this stage.

Your Specific Concerns

19. Having explained in broad terms the current state of the liquidation and why we have not yet
formally initiated a claims adjudication process, we would like to turn to the points of detail

raised from paragraph four of your letter onwards.
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Cross Border Bankruptcy Issues

20.

21.

22

23.

We appreciate the difficulties that the US state insurance regulators have faced in
responding to NWIG's collapse. As described above, we are striving to find the fairest and
most efficient solution for all parties with an interest in NWIG's estate, whether they are

members of NWIG, dealers, agents or VSC holders.

We do not, however, accept that the Cayman Islands proceedings have resulted in an
inconvenient outcome for NWIG's creditors. It is an unavoidable fact that NWIG is a
Cayman Islands incorporated entity. An insolvency proceeding in the Cayman Islands
administered in accordance with Cayman Islands law, supported by an ancillary proceeding
under section 304 US Bankruptcy Code, was (and remains) the proven legal manner in

which to deal with NWIG's estate.

Every effort is being made by us to make the process accessible to US creditors. An
ancillary proceeding has been opened under section 304 of the US Bankruptcy Code. We
have also publicised significant developments in the liquidation on the NWIG website,

www.NWIG.com. Once a suitable claims adjudication and payment process is established,

whether it be a scheme of arrangement or a traditional claims adjudication process, we
propose that notice will be given to interested parties in a manner approved by the US
Bankruptcy Court (aé well as by the Cayman Court). Claims adjudication is likely to be

administered in the US, with a view to making it as amenable as possible to VSC holders.

We are conscious that, particularly in a traditional claims adjudication process, the right of

appeal against a decision of the liquidators is to the Cayman Islands Court. We are therefore
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