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Exhibit Index.

FHrxxx EXPLANATORY NOTE ****%*

IN OCTOBER 2002, THE COMPANY FILED A PRELIMINARY PROXY STATEMENT WITH THE
SECURITIES AND EXCHANGE COMMISSION. THE COMMISSION DETERMINED TO REVIEW THE
PRELIMINARY PROXY AND THE REFERENCED ANNUAL REPORT ON FORM 10-K FOR THE PERIOD
ENDED DECEMBER 31, 2001 AND THE QUARTERLY REPORT ON FORM 10-Q FOR THE PERIOD
ENDED JUNE 30, 2002. WE BELIEVE THE REVIEW WAS UNDERTAKEN AS A RESULT OF THE
COMMISSION'S NORMAL REVIEW PROCESS.

AS A RESULT OF THE REVIEW, THE COMMISSION REQUESTED, AND THE COMPANY AGREED, TO
CLARIFY CERTAIN LANGUAGE IN ITS FILINGS. IN RESPONSE, THE COMPANY HAS FILED THE
ATTACHED FORM 10-K/A FOR THE PERIOD ENDED DECEMBER 31, 2001.

NO CHANGES TO NET INCOME HAVE OCCURRED AS A RESULT OF THE REVIEW OR THIS FILING.

PART T
Item 1. Business
(a) Penn Treaty American Corporation

We are a leading provider of long-term care insurance in the United States. We
market our products primarily to older persons in the states in which we are
licensed through independent insurance agents. Our principal products are
individual, defined benefit accident and health insurance policies covering
long-term skilled, intermediate and custodial nursing home and home health care.
Our policies are designed to make the administration of claims simple, quick and
sensitive to the needs of our policyholders. We also own insurance agencies that
sell senior-market insurance products underwritten by other insurers and us.

We are among the largest writers of individual long-term care insurance in terms
of annualized premiums. We sold 26,474 long-term care policies in 2001,
representing $47 million of annualized premiums. At December 31, 2001, we had
242,644 long-term care insurance policies in-force, representing $351 million of
annualized premiums. Our total premiums were $350 million in 2001, representing
a compound annual growth rate of 22.7% from $102.4 million in 1995. We market
our products primarily through the independent agency channel, which we believe
to be effective in distributing long-term care insurance.

We introduced our first long-term nursing home insurance product in 1972 and our
first home health care insurance product in 1983, and we have developed a record
of innovation in long-term care insurance products. Since 1994, we have
introduced several new products designed to meet the changing needs of our
customers, including the following:

— The Independent Living policy, which provides coverage over the full
term of the policy for home care services furnished by unlicensed
homemakers or companions, as well as licensed care providers;

— The Personal Freedom policy, which provides comprehensive coverage for
nursing home and home health care;

— The Assisted Living policy, which is a nursing home plan that provides
enhanced benefits and includes a home health care rider; and
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— The Secured Risk Nursing Facility and Post Acute Recovery policies,
which provide limited benefits to higher risk insureds.

In addition, available policy riders include an automatic annual benefit
increase, benefits for adult day-care centers and a return of premium benefit.

Although nursing home and home health care policies accounted for 95.3% of our
total annualized premiums in-force as of December 31, 2001, we also market and
sell life, disability, Medicare supplement, other hospital care insurance
products and a group plan, which offers long-term care coverage to groups on a
guaranteed issue basis.

Effective December 31, 2001, we entered a reinsurance transaction to reinsure,
on a quota share basis, substantially all of our respective long-term care
insurance policies then in-force. The agreement was entered with Centre
Solutions (Bermuda) Limited, which is rated A- by A.M. Best. The agreement,
which is subject to certain coverage limitations, meets the requirements to
qualify as reinsurance for statutory accounting, but not for generally accepted
accounting principles. The initial premium of the treaties is approximately
$619,000,000, comprised of $563,000,000 of debt and equity securities
transferred subsequent to December 31, 2001, and $56,000,000 held as funds due
to the reinsurer. The initial premium and future cash flows from the reinsured
policies, less claims payments, ceding commissions and risk charges, will be
credited to a notional experience account, which is held for our benefit in the
event of commutation and recapture on or after December 31, 2007. The notional
experience account balance will receive an investment credit based upon the
total return of a series of benchmark indices and hedges, which are designed to
closely match the duration of our reserve liabilities.

THE LONG-TERM CARE INSURANCE INDUSTRY

The long-term care insurance market has grown rapidly in recent years. According
to studies by Conning & Co. and LifePlans, Inc., the long-term care insurance
market experienced a compound average growth rate of 20.1% from 1994 to 1999,
rising from approximately $1.7 billion of net written premiums in 1994 to
approximately $4.2 billion of net written premiums in 1999. We expect this
growth to continue based on the projected demographics of the United States
population, the rising costs of health care and a regulatory environment that
supports the use of private long-term care insurance.

The population of senior citizens (over age 65) in the U.S. is projected to grow
from the current estimated level of approximately 35 million to approximately 70
million by 2030, according to a 1996 U.S. Census Bureau report. Furthermore,
health and medical technologies are improving life expectancy and, by extension,
increasing the number of people requiring some form of long-term care. According
to a 1999 report by Conning & Co., market penetration of long-term care
insurance products in the over-65 age group ranges from 5% to 7%. The size of
the target population and the lack of penetration of the existing market
indicate a substantial growth opportunity for companies providing long-term care
insurance products.

We believe that the rising cost of nursing home and home health care services
makes long-term care insurance an attractive means to pay for these services.
According to a 1998 report by the U.S. Healthcare Financing Administration, the
combined cost of home health care and nursing home care was $20.0 billion in
1980. By 1996, this cost had risen to $108.7 billion. In addition, recent and
proposed tax legislation encourages individuals to use private insurance for
long-term care needs through tax incentives at both the federal and state
levels.
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OUR STRATEGY

We seek to enhance shareholder value by strengthening our position as a leader
in providing long-term care insurance. We intend to accomplish this goal through
the following strategies:

Recommencing sales in all states. During 2001, we ceased new sales in the
majority of states in which we are licensed to sell new insurance policies. This
action resulted from a concern that our statutory surplus would continue to
decline from new sales during a period in which we were formulating our
Corrective Action Plan with the Pennsylvania Insurance Department. Since our
Corrective Action Plan was approved in February 2002, we have recommenced sales
in 26 states. We are actively working with all states in order to recommence
sales in all Jjurisdictions. See "Management's Discussion and Analysis -
Liquidity and Capital Resources."

Refinancing our long-term debt. We have $74,750,000 of convertible debt that
matures in December 2003. We do not expect that our debt will be converted into
shares of common stock at that time. Therefore, we intend to seek refinancing
alternatives that will extend the maturity of the debt and provide favorable
terms to our shareholders.

Developing and qualifying new products with state insurance regulatory
authorities. We have sold long-term care insurance for over 29 years. As an
innovator in nursing home and home health care insurance, we have introduced
many new policies over the years, including four new products in the last five
years. By continually discussing long-term care needs with our agency force and
policyholders, we are able to design new products and to offer what we believe
to be the most complete benefit features in the industry. The development of new
products enables us to generate new business, maintain proper pricing levels and
provide advancements in the benefits we offer. We intend to continue to develop
new insurance products designed to meet the needs of senior citizens and their
families.

Increasing the size and productivity of our network of independent agents. We
have significantly increased the number of agents who sell products for us and
have focused our efforts on states that have larger concentrations of older
individuals. We have successfully increased our number of licensed agents from
approximately 13,000 in 1995 to approximately 49,000 at December 31, 2001. We
intend to continue to recruit agents and we believe that we will be able to
continue to expand our business. Approximately one-third of our agents write new
business for us each year.

Utilizing Internet strategies. We have developed a proprietary agent sales
system for long-term care insurance, LTCWorks!, which enables agents to sell
products utilizing downloadable software. We believe that LTCWorks! increases
the potential distribution of our products by enhancing agents' ability to
present the products, assist policyholders in the application process and submit
applications over the Internet. LTCWorks! provides agents who specialize in the
regular sale of long-term care insurance products with a unique and easy to use
sales tool and enables agents who are less familiar with long-term care
insurance to present it when they are discussing other products such as life
insurance or annuities.

Developing third-party administration contracts. We believe that our surplus and
parent company liquidity can be supplemented by providing administrative
services to other long-term care providers and self-funded plans. We believe
that our experience in long-term care affords us opportunities to develop these
relationships.
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Introducing group products. In 2000, we began actively marketing our new group
policy, which we anticipate will generate additional premium revenue from a
younger policyholder base. Group products allow us to penetrate an additional
market for the sale of long-term care insurance. We pursue large and small
groups, and offer supplemental coverage on an individually underwritten basis to
group members and their families. We currently market our group products
primarily through agents who market products to individuals. However, we are in
the process of developing a network of agents who generally sell other group
products, and who often have existing relationships with employer groups, to
market our group products. As of December 31, 2001, premiums in-force for our
group products were approximately $4.0 million, covering 3,256 individuals. We
believe our group products present an opportunity to significantly increase the
number of policies in-force without paying significantly increased commissions.

RISK FACTORS

Certain statements made by us, in this filing, may be considered forward-looking
within the meaning of the Private Securities Litigation Reform Act of 1995.
Although we believe that our expectations are based on reasonable assumptions
within the bounds of our knowledge of our business and operations, there can

be no assurance that our actual results of operations will not differ materially
from our expectations. Factors which could cause actual results to differ from
expectations include:

WE MAY BE UNABLE TO SERVICE AND REPAY OUR DEBT OBLIGATIONS IF OUR SUBSIDIARIES
CANNOT PAY SUFFICIENT DIVIDENDS OR MAKE OTHER CASH PAYMENTS TO US AND WE MAY BE
UNABLE TO REFINANCE OUR DEBT ON FAVORABLE TERMS AS NECESSARY.

We are an insurance holding company whose assets principally consist of the
capital stock of our operating subsidiaries. Our ability to redeem, repurchase
or make interest payments on our outstanding debt is dependent upon the ability
of our subsidiaries to pay cash dividends or make other cash payments to us. Our
insurance subsidiaries are subject to state laws and regulations and an order of
the Pennsylvania Insurance Department, which restrict their ability to pay
dividends and make other payments to us. We cannot assure you that we will be
able to service and repay our debt obligations through their maturity in
December 2003. We do not expect our subsidiaries to have sufficient dividend
capability to enable us to repay our 6.25% Convertible Subordinated Notes of
$74,750,000 due December 2003. If these notes are not converted into common
stock, we will have to refinance them. We cannot assure you that we will be able
to refinance the notes on favorable terms.

WE COULD SUFFER A LOSS IF OUR PREMIUM RATES ARE NOT ADEQUATE AND WE MAY BE
REQUIRED TO REFUND OR REDUCE PREMIUMS IF OUR PREMIUM RATES ARE DETERMINED TO BE
TOO HIGH.

We set our premiums based on facts and circumstances known at the time and on
assumptions about numerous variables, including the actuarial probability of a
policyholder incurring a claim, the severity and duration of the claim and the
mortality rate of our policyholder base, the persistency or renewal of our
policies in-force and the interest rate which we expect to earn on the
investment of premiums. In setting premiums, we consider historical claims
information, industry statistics and other factors. If our actual experience
proves to be less favorable than we assumed and we are unable to raise our
premium rates, our net income may decrease. We generally cannot raise our
premiums in any state unless we first obtain the approval of the insurance
regulator in that state. We have filed and are preparing to file rate increases
on the majority of our products. We cannot assure you that we will be able to
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obtain approval for premium rate increases from existing requests or requests
filed in the future. If we are unable to raise our premium rates because we fail
to obtain approval for a rate increase in one or more states, our net income may
decrease.

If we are successful in obtaining regulatory approval to raise premium rates,
the increased premiums may reduce our sales and cause policyholders to let their
policies lapse. Increased lapsation would reduce our premium income and would
require us to expense fully the deferred policy costs relating to lapsed
policies in the period in which those policies lapse, reducing our net income in
that period. Our reinsurance coverage may also be reduced if we fail to obtain
required rate increases.

Insurance regulators also require us to maintain certain minimum statutory loss
ratios on the policies that we sell. We must pay out, on average, a certain
minimum percentage of premiums as benefits to policyholders. State regulations
also mandate the manner in which insurance companies may compute loss ratios and
the manner in which compliance is measured and enforced. If our policies are not
in compliance with state mandated minimum loss ratios, state regulators may
require us to reduce or refund premiums.

OUR RESERVES FOR FUTURE POLICY BENEFITS AND CLAIMS MAY BE INADEQUATE, REQUIRING
US TO INCREASE LIABILITIES AND RESULTING IN REDUCED NET INCOME AND BOOK VALUE.

We calculate and maintain reserves for the estimated future payment of claims to
our policyholders using the same actuarial assumptions that we use to set our
premiums. Establishing reserves is an uncertain process, and we cannot assure
you that actual claims expense will not materially exceed our reserves and have
a material adverse effect on our results of operations and financial condition.
Our net income depends significantly upon the extent to which our actual claims
experience is consistent with the assumptions we used in setting our reserves
and pricing our policies. If our assumptions with respect to future claims are
incorrect, and our reserves are insufficient to cover our actual losses and
expenses, we would suffer an increase in liabilities resulting in reduced net
income.

Claims experience can differ from our expectations due to numerous factors,
including mortality rates, duration of care and type of care utilized. Due to
the inherent uncertainty in establishing reserves, it has been necessary in the
past for us to increase the estimated future liabilities reflected in our
reserves for claims and policy expenses. In 1999, we added approximately $4.1
million to our claim reserves for 1998 and prior claim incurrals, in 2000, we
added approximately $6.6 million to our claim reserves for 1999 and prior claim
incurrals, and in 2001, we added approximately $8.8 million to our claim
reserves for 2000 and prior claim incurrals. Our additions to prior year
incurrals in 2001 resulted from a continuance study performed by our consulting
actuary. We also increased claim reserves in 2001 by $1.6 million as a result of
utilizing a lower interest rate for the purpose of discounting our future
liabilities. Over time, it may continue to be necessary for us to increase our
reserves.

New insurance products, such as our Independent Living, Assisted Living and
Personal Freedom policies, entail a greater risk of unanticipated claims than
products which have more extensive historical claims data, such as long-term
nursing home care insurance. We believe that individuals may be more inclined to
use home health care than nursing home care, which is generally only considered
after all other possibilities have been exhausted. Accordingly, we believe that
home health care policies entail a greater risk of wide variations in claims
experience than nursing home insurance. Because we have relatively limited
claims experience with these products, we may incur higher than expected losses
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and expenses and may be required to adjust our reserve levels with respect to
these products.

WE MAY RECOGNIZE A DISPROPORTIONATE AMOUNT OF POLICY COSTS IN ONE FINANCIAL
REPORTING PERIOD IF OUR ESTIMATES WITH RESPECT TO THE DURATION OF OUR POLICIES
ARE INACCURATE.

We recognize policy costs over the life of each policy we sell. These costs
include all expenses that are directly related to, and vary with, the
acquisition of the policy, including commission, underwriting and other policy
issue expenses. We use the same actuarial assumptions used to compute premiums
and reserves to determine the period over which to amortize policy costs.

Upon the occurrence of an unanticipated termination of a policy, we must fully
expense deferred acquisition costs associated with the terminated policy. If
actual experience adversely differs from our actuarial assumptions or if
policies are terminated early by the insured or by us, we would recognize a
disproportionate amount of policy expenses at one time, which would negatively
affect our net income for that period.

Annually, we determine if the future profitability of current in-force policies
is sufficient to support our remaining deferred acquisition cost amount. This
determination may include assumptions regarding the current need and future
implementation of premium rate increases. We believe that we need certain rate
increases in order to generate sufficient profitability to offset our current
deferred acquisition costs. In the event that profits are considered
insufficient to fully support the deferred acquisition costs, or if we are
unable to obtain anticipated premium rate increases, we would impair the value
of our deferred acquisition expense asset and would recognize a disproportionate
amount of policy expenses at one time, which would negatively affect our net
income for that period.

WE MAY NOT BE ABLE TO COMPETE SUCCESSFULLY WITH INSURERS WHO HAVE GREATER
FINANCIAL RESOURCES OR HIGHER FINANCIAL STRENGTH RATINGS.

We sell our products in highly competitive markets. We compete with large
national insurers, smaller regional insurers and specialty insurers. Many
insurers are larger and have greater resources and higher financial strength
ratings than we do. In addition, we are subject to competition from insurers
with broader product lines. We also may be subject, from time to time, to new
competition resulting from changes in Medicare benefits, as well as from
additional private insurance carriers introducing products similar to those
offered by us. Also, the removal of regulatory barriers (including as a result
of the Gramm-Leach-Bliley Financial Services Modernization Act of 1999) might
result in new competitors entering the long-term care insurance business. These
new competitors may include diversified financial services companies that have
greater financial resources than we do and that have other competitive
advantages, such as large customer bases and extensive branch networks for
distribution.

WE MAY SUFFER REDUCED INCOME IF GOVERNMENTAL AUTHORITIES CHANGE THE REGULATIONS
APPLICABLE TO THE INSURANCE INDUSTRY.

We are licensed to do business as an insurance company in a number of states and
are subject to comprehensive regulation by the insurance regulatory authorities
of those states. The primary purpose of such regulation is to protect
policyholders, not shareholders. The laws of the various states establish
insurance departments with broad powers with respect to such things as licensing
companies to transact business, licensing agents, prescribing accounting
principles and practices, admitting statutory assets, mandating certain
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insurance benefits, regulating premium rates, approving policy forms, regulating
unfair trade, market conduct and claims practices, establishing statutory
reserve requirements and solvency standards, limiting dividends, restricting
certain transactions between affiliates and regulating the types, amounts and
statutory valuation of investments.

State insurance regulators and the National Association of Insurance
Commissioners ("NAIC") continually reexamine existing laws and regulations, and
may impose changes in the future that materially adversely affect our business,
results of operations and financial condition. In particular, rate rollback
legislation and legislation to control premiums, policy terminations and other
policy terms may affect the amount we may charge for insurance premiums. In
addition, some state legislatures have discussed and implemented proposals to
limit rate increases on long-term care insurance products. Because insurance
premiums are our primary source of income, our net income may be negatively
affected by any of these changes. Many states are now disallowing coverage
exclusions incurred as a result of war or terrorist acts. We have proactively
removed these exclusions in some states, but cannot be certain that our
financial results would not be adversely affected by such acts.

Proposals currently pending in the U.S. Congress may affect our income. These
include the implementation of minimum consumer protection standards for
inclusion in all long-term care policies, including: guaranteed premium rates;
protection against inflation; limitations on waiting periods for pre-existing
conditions; setting standards for sales practices for long-term care insurance;
and guaranteed consumer access to information about insurers, including lapse
and replacement rates for policies and the percentage of claims denied.
Enactment of any of these proposals could adversely affect our net income. In
addition, recent federal financial services legislation requires states to adopt
laws for the protection of consumer privacy. Compliance with various existing
and pending privacy requirements also could result in significant additional
costs to us.

WE MAY NOT BE ABLE TO COMPETE SUCCESSFULLY IF WE CANNOT RECRUIT AND RETAIN
INSURANCE AGENTS.

We distribute our products principally through independent agents whom we
recruit and train to market and sell our products. We also engage marketing
general agents from time to time to recruit independent agents and develop
networks of agents in various states. We compete vigorously with other insurance
companies for productive independent agents, primarily on the basis of our
financial position, support services, compensation and product features. We may
not be able to continue to attract and retain independent agents to sell our
products, especially if we are unable to restore our capital and surplus and
improve our financial strength ratings. Our business and ability to compete
would suffer if we are unable to recruit and retain insurance agents and if we
lose the services provided by our marketing agents.

OUR BUSINESS IS CONCENTRATED IN A FEW STATES.

Historically, our business has been concentrated in a few states. Over the past
four fiscal years, approximately half of our premiums were from sales of
policies in California, Florida and Pennsylvania. Increased competition, changes
in economic conditions, legislation or regulations, rating agency downgrades,
statutory surplus deficiencies or the loss of our ability to write business due
to regulatory intervention in any of these states could significantly affect our
results of operations or prospects. In 2001, we voluntarily ceased new sales in
these states as a result of our subsidiary's statutory surplus position. We
recommenced sales in Pennsylvania in February 2002 and petitioned Florida and
California for reentry. Until the necessary approvals are received, we are
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unable to sell new policies in these states. As a result of not selling policies
in these states, or if we fail to recommence sales in other states, our
financial condition may be materially adversely affected.

DECLINES IN THE VALUE OR THE YIELDS ON OUR INVESTMENT PORTFOLIO AND SIGNIFICANT
DEFAULTS IN OUR INVESTMENT PORTFOLIO MAY ADVERSELY AFFECT OUR NET INCOME.

Income from our investment portfolio is a significant element of our overall net
income. If our investments do not perform well, we would have reduced net income
and could suffer a net loss. We are susceptible to changes in market rates when
cash flows from maturing investments are reinvested at prevailing market rates.
Accordingly, a prolonged decrease in interest rates or in equity security prices
or an increase in defaults on our investments could adversely affect our net
income.

Effective December 31, 2001, we entered a reinsurance agreement to reinsure, on
a quota share basis, substantially all of our long-term care insurance policies
in-force. The transaction resulted in the transfer of debt and equity securities
of approximately $563,000,000 to the reinsurer and a funds withheld balance of
$56,000,000. The agreement provides us the opportunity to commute on or, after
December 31, 2007. The reinsurer will maintain a notional experience account,
which reflects the initial premium paid, future premiums collected net of
claims, expenses and accumulated investment earnings. The notional experience
account balance will receive an investment credit based upon the total return of
a series of benchmark indices and hedges, which are designed to closely match
the duration of reserve liabilities. Periodic changes in the market wvalues of
the benchmark indices and hedges will be recorded in our financial statements as
investment gains or losses in the period in which they occur. As a result, we
will likely experience volatility in our future financial statements.

In addition, we depend in part on income from our investment portfolio to fund
our reserves for future policy claims and benefits. In establishing the level of
our reserves, we make assumptions about the performance of our investments. If
our investment income or the capital gains in our portfolio are lower than
expected, we may have to increase our reserves, which could adversely affect our
net income.

Our new reinsurance agreement is subject to an aggregate limit of liability,
which is a function of certain factors and which may be reduced as a result of
our inability to obtain certain rate increases.

Our new reinsurance agreement with Centre Solutions (Bermuda) Limited, effective
December 31, 2001, is subject to certain coverage limitations and aggregate
limit of liability, which is a function of certain factors and which may be
reduced as a result of our inability to obtain rate increases. This limit of
liability is subject to certain events such as material breach of the covenants
of the agreement, regulatory risk of changes in regulation or law and our
inability to achieve rate increases deemed necessary by the provisions of the
agreement.

All references to this reinsurance agreement or to Centre Solutions (Bermuda)
Limited throughout this filing and the attached Financial Statements are
intended to contain this statement of risk.

OUR REINSURERS MAY NOT SATISEFY THEIR OBLIGATIONS TO US.

We obtain reinsurance from unaffiliated reinsurers on most of our policies to
increase the number and size of the policies we may underwrite and reduce the
risk to which we are exposed. Although reinsurance makes the reinsurer liable to
us to the extent the risk is transferred to the reinsurer, it does not relieve
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us of our liability to our policyholders. Accordingly, we bear credit risk with
respect to our reinsurers. We cannot assure you that our reinsurers will pay all
of our reinsurance claims or that they will pay our reinsurance claims on a
timely basis.

Our Corrective Action Plan, as approved by the Pennsylvania Insurance
Department, will result in a strengthening of our statutory reserves. A
component of the Corrective Action Plan is a reinsurance agreement. If the
reinsurer does not honor our agreement, if the limit of liability is reduced as
a result of limitations and / or conditions contained in the reinsurance
agreement, or if the agreement is cancelled, our statutory surplus would be
materially adversely affected.

WE MAY NOT COMMUTE OUR NEW REINSURANCE TRANSACTION ON DECEMBER 31, 2007 AND MAY
INCUR INCREASED EXPENSES BY NOT COMMUTING.

Effective December 31, 2001, we entered a reinsurance transaction with an
unaffiliated reinsurer for substantially all of our long-term care insurance
policies then in-force. This agreement contains commutation provisions and
allows us to recapture the reserve liabilities and the current experience
account balance as of December 31, 2007 or on December 31 of any year
thereafter.

If we choose not to or are unable to commute the agreement as planned, our
financial results would likely suffer a materially adverse impact due to an
escalation of the charges paid to the reinsurer after December 31, 2007.
Additionally, our reinsurance agreement contains significant covenants and
conditions that, if breached, could result in a significant loss, requiring a
payment of $2.5 million per quarter from the period of the breach through
December 31, 2007. Any breach of the reinsurance agreement may also result in
the immediate recapture of the reinsured business, which would have a material
adverse effect on our subsidiaries' statutory surplus. Management has also
completed an assessment of its ability to avoid any breach through 2002 and
believes that it will remain compliant. The reinsurer has been granted warrants
to acquire convertible preferred stock in the event we do not commute the
agreements that, if converted, would represent an additional 20 percent of the
common stock then outstanding.

WE MAY BE AFFECTED BY OUR FINANCIAL STRENGTH RATINGS DUE TO HIGHLY COMPETITIVE
MARKETS.

Our ability to expand and to attract new business is affected by the financial
strength ratings assigned to our insurance company subsidiaries by A.M. Best

Company, Inc. and Standard & Poor's Insurance Rating Services, two independent
insurance industry rating agencies. A.M. Best's ratings for the industry range

from "A++ (superior)" to "F (in ligquidation)." Standard & Poor's ratings range
from "AAA (extremely strong)" to "CC (extremely weak)." Some companies are
unrated. A.M. Best and Standard & Poor's insurance company ratings are based
upon factors of concern to policyholders and insurance agents and are not
directed toward the protection of investors. Our subsidiaries that are rated
have A.M. Best ratings of "B- (fair)" and Standard & Poor's ratings of "B-
(weak) ."

Certain distributors will not sell our group products unless we have a financial
strength rating of at least an "A-." The inability of our subsidiaries to obtain
higher A.M. Best or Standard & Poor's ratings could adversely affect the sales
of our products if customers favor policies of competitors with better ratings.
In addition, the recent downgrades and further downgrades in our ratings may
cause our policyholders to allow their existing policies to lapse. Increased

10
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lapsation would reduce our premium income and would also cause us to expense
fully the deferred policy costs relating to lapsed policies in the period in
which those policies lapsed, thereby reducing our capital and surplus.
Downgrades to our ratings may also lead some independent agents to sell fewer of
our products or to cease selling our policies altogether.

WE MAY NOT HAVE ENOUGH CAPITAL AND SURPLUS TO CONTINUE TO GROW.

Our continued growth is dependent upon our ability to continue to fund expansion
of our markets and our network of agents while at the same time maintaining
required minimum statutory levels of capital and surplus to support such growth.
Our new business growth typically results in net losses on a statutory basis
during the early years of a policy, due primarily to differences in accounting
practices between statutory accounting principles and generally accepted
accounting principles. The resultant reduction in statutory surplus, or surplus
strain, can limit our ability to generate new business due to statutory
restrictions on premium to surplus ratios and required statutory surplus
parameters. If we cannot generate sufficient statutory surplus to maintain
minimum statutory requirements through increased statutory profitability,
reinsurance or other capital generating alternatives, we will be limited in our
ability to generate additional premium from new business growth, which would
result in lower net income under generally accepted accounting principles, or,
in the event that our statutory surplus is not sufficient to meet minimum state
premium to surplus and risk based capital ratios, we could be prohibited from
generating additional premium revenue.

Furthermore, the insurance industry may undergo change in the future and,
accordingly, new products and methods of service may also be introduced. In
order to keep pace with any new developments, we may need to expend significant
capital to offer new products and to train our agents and employees to sell and
administer these products and services. We may also need to make significant
capital expenditures for computer systems and other technology needed to market
and administer our policies. We may not be successful in developing new products
and we may not have the funds necessary to make capital expenditures. Any
significant capital expenditures, or the failure to make necessary investments,
may have a material adverse effect on us.

LITIGATION MAY RESULT IN FINANCIAL LOSSES, HARM TO OUR REPUTATION AND DIVERT
MANAGEMENT RESOURCES.

We are regularly involved in litigation, both as a defendant and as a plaintiff.
The litigation naming us as a defendant ordinarily involves our activities as an
insurer. In recent years, many insurance companies have been named as defendants
in class actions relating to market conduct or sales practices, and other
long-term care insurance companies have been sued when they sought to implement
premium rate increases. We cannot assure you that we will not be named as a
defendant in a similar case. Current and future litigation may result in
financial losses, harm our reputation and require the dedication of significant
management resources.

The Company and certain of its key executive officers are defendants in
consolidated actions that were instituted on April 17, 2001 in the United States
District Court for the Eastern District of Pennsylvania by shareholders of the
Company, on their own behalf and on behalf of a putative class of similarly
situated shareholders who purchased shares of the Company's common stock between
July 23, 2000 through and including March 29, 2001. The consolidated amended
class action complaint seeks damages in an unspecified amount for losses
allegedly incurred as a result of misstatements and omissions allegedly
contained in the Company's periodic reports filed with the SEC, certain press
releases issued by them, and in other statements made by its officials. The
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alleged misstatements and omissions relate, among other matters, to the
statutory capital and surplus position of the Company's largest subsidiary, Penn
Treaty Network America Insurance Company. On December 7, 2001, the defendants
filed a motion to dismiss the complaint, which is currently pending. The Company
believes that the complaint is without merit, and it and its executives will
continue to vigorously defend the matter.

WE ARE DEPENDENT UPON KEY PERSONNEL AND OUR OPERATIONS COULD BE AFFECTED BY THE
LOSS OF THEIR SERVICES.

Our success largely depends upon the efforts of our senior operating management,
including our chairman, chief executive officer, president and founder, Irving
Levit. The loss of the services of Mr. Levit or one or more of our key personnel
could have a material adverse effect on our operations.

OUR PRINCIPAL SHAREHOLDER AND OTHER MEMBERS OF OUR SENIOR MANAGEMENT TEAM HAVE
THE ABILITY TO EXERT SIGNIFICANT INFLUENCE OVER OUR AFFAIRS.

Mr. Levit is our principal shareholder and controls, directly or indirectly,
approximately 13% of our common stock. In addition, a majority of the members of
our board of directors are members of our senior management team. Accordingly,
Mr. Levit and other members of our senior management team have the power to
exert significant influence over our policies and affairs.

CERTAIN ANTI-TAKEOVER PROVISIONS IN STATE LAW AND OUR ARTICLES OF INCORPORATION
MAY MAKE IT MORE DIFFICULT TO ACQUIRE US AND THUS MAY DEPRESS THE MARKET PRICE
OF OUR COMMON STOCK.

Our Restated and Amended Articles of Incorporation, the Pennsylvania Business
Corporation Law of 1988, as amended, and the insurance laws of states in which
our insurance subsidiaries do business contain certain provisions which could
delay or impede the removal of incumbent directors and could make a merger,
tender offer or proxy contest involving us difficult, even if such a transaction
would be beneficial to the interests of our shareholders, or discourage a third
party from attempting to acquire control of us. In particular, the
classification of our board of directors could have the effect of delaying a
change in control. In addition, we have authorized 5,000,000 shares of preferred
stock, which we could issue without further shareholder approval and upon such
terms and conditions, and having such rights privileges and preferences, as the
board of directors may determine. We have no current plans to issue any
preferred stock. Insurance laws and regulations of Pennsylvania and New York
prohibit any person from acquiring control of us, and thus indirect control of
our insurance subsidiaries, without the prior approval of the insurance
commissioners of those states.

REDUCED LIQUIDITY AND PRICE VOLATILITY COULD RESULT IN A LOSS TO INVESTORS.

Although our common stock is listed on the New York Stock Exchange, there can be
no assurance as to the liquidity of investments in our common stock or as to the
price investors may realize upon the sale of our common stock. These prices are
determined in the marketplace and may be influenced by many factors, including
the liquidity of the market for the common stock, the market price of the common
stock, investor perception and general economic and market conditions.

CORPORATE BACKGROUND

We are registered and approved as a holding company under the Pennsylvania
Insurance Code. We were incorporated in Pennsylvania on May 13, 1965 under the
name Greater Keystone Investors, Inc. and changed our name to Penn Treaty
American Corporation on March 25, 1987. Penn Treaty Life Insurance Company
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("Penn Treaty Life") was incorporated in Pennsylvania under the name Family
Security Life Insurance Company on June 6, 1962, and its name was changed to
Quaker State Life Insurance Company on December 29, 1969, at which time it was
operating under a limited insurance company charter. We acquired Quaker State
Life Insurance Company on May 4, 1976, and changed its name to Penn Treaty Life
Insurance Company. On July 13, 1989, Penn Treaty Life acquired all of the
outstanding capital stock of AMICARE Insurance Company (formerly Fidelity
Interstate Life Insurance Company), a stock insurance company organized and
existing under the laws of Pennsylvania, and changed its name to Network America
Life Insurance Company on August 1, 1989.

On August 30, 1996, we consummated the acquisition of all of the issued and
outstanding capital stock of Health Insurance of Vermont, Inc., and have since
changed its name to American Network Insurance Company.

Senior Financial Consultants Company, an insurance agency that we own, was
incorporated in Pennsylvania on February 23, 1988 under the name Penn Treaty
Service Company. On February 29, 1988, it acquired, among other assets, the
rights to renewal commissions on a certain block of Penn Treaty Life's existing

in-force policies from Cher-Britt Agency, Inc., and an option to purchase the
rights to renewal commissions on a certain block of Penn Treaty Life's existing
policies from Cher-Britt Insurance Agency, Inc., an affiliated company of

Cher-Britt Agency, Inc. In connection with this acquisition, on March 3, 1988,
we changed the name of the Agency to Cher-Britt Service Company. The option was
exercised on March 3, 1989. Its name was changed to Senior Financial Consultants
Company on August 9, 1994.

On December 31, 1997, Penn Treaty Life dividended to us its common stock
ownership of Penn Treaty Network America Insurance Company. At that time, Penn
Treaty Network America Insurance Company assumed substantially all of the
assets, liabilities and premium in-force of Penn Treaty Life through a purchase
and assumption reinsurance agreement. On December 30, 1998, we sold our common
stock interest in Penn Treaty Life to an unaffiliated insurer. All remaining
policies in-force were assumed by Penn Treaty Network America Insurance Company
through a 100% quota share agreement.

On November 25, 1998, we entered into a purchase agreement to acquire all of the
common stock of United Insurance Group Agency, Inc. ("United Insurance Group"),
a Michigan based consortium of long-term care insurance agencies. The
acquisition was effective January 1, 1999.

On December 10, 1999, we incorporated Penn Treaty (Bermuda), Ltd., a Bermuda
based reinsurer, for the purpose of reinsuring affiliated long-term insurance
contracts at a future date.

On January 1, 2000, we acquired Network Insurance Senior Health Division
("NISHD"), a Florida-based insurance agency brokerage company. NISHD was

purchased by Penn Treaty Network America Insurance Company.

(b) Insuranc