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The $2-Billion Man

Prem Watsa is the richest, savviest guy you've nkeeard of. He predicted the crash of
'87, the Japanese collapse of 1990 and last ygsiglown, which he parlayed into a
huge payoff. Now he’s gobbling up shares at rocttemo prices. What he knows and

why you should pay attentiddly Alec Scott

Crash course: Prem Watsa delivers hisvisionary speech at a
board of trade conference in 2007
Image credit: David Cooper/Toronto Star

Two years ago, in April 2007, the Dow Jones Indak#verage hit 13,000 for the first
time ever. It was the culmination of six monthsexdord highs— a whopping 38 in total.
Traders were drunk on their own optimism, investeese still making unprecedented
returns, and there seemed to be no end to whéatdmmddubbed the “Energizer Bunny
Economy.” When it comes to investing in the stockket, groupthink often prevails,

and there were plenty of cheerleaders—from anatgstsonomics professors to business
journalists—in the unrelenting pep rally.

A few weeks after the Dow Jones record, a soft-epdkoronto insurance and investment
company executive named Prem Watsa stood befaxal @t the board of trade and
delivered a buzz kill of a speech. The conferenas @ne of the first major events hosted
by the Ben Graham Centre for Value Investing atéfess Ivey School of Business, for
which Watsa, an Ivey graduate, had been a leadrdBabhis mood was far from
celebratory—he didn’t spend any time patting himhselthe back. Instead, he issued a
dire warning. “There’s a possibility of a one-in-5f a one-in-100-year storm coming,”
he said. “When the music stops, it stops very duitk



Near the end of July came one of the first signthefstorm Watsa had predicted: the
Dow had its first mini-meltdown, losing about 408iqts in one day. Watsa had already
protected himself. He’d moved the bulk of his compa $16-billion (U.S.) portfolio out
of the stock market and into relatively recessiomeptreasury bonds and cash. Although
he hadn’t participated in the market’s champagnéisg; he was determined to avoid
the brutal hangover. In addition to moving his istveents to higher ground, he used
credit default swaps to wager that the U.S. creditket would go belly up. His bet: $341
million. His take-home when the house of cards cambling down: more than $2
billion.

After such a win, many would have sat on the sl cash in hand, smugly watching
as the world’s financial systems collapsed. Yet&&atcompany, Fairfax Financial
Holdings—named for its “fair and friendly” acquisits strategy—has recently waded
back into the beleaguered market, spending $2i8rblbuying equity shares in troubled
companies.

Watsa is something of a puzzle—he was relentldsesdyish in the bull market, and now
he’s bullishly throwing his weight around in whabks like one of the worst bears in
history. The man who not only called the crisis prdfited from it may be Bay Street’s
savviest investor.

Watsa's rags-to-riches narrative stretches overggreerations. His father, born in
Mangalore, India, in 1910, was orphaned young asd to become a respected principal
of the posh Hyderabad Public School, India’s Ugpanada College. Watsa was born in
Hyderabad in 1950 and eventually attended the stit@ol, where he was an outsider,
one of the few boys who didn’t come from a richadstocratic family.

After high school, Watsa gained admission to tlesfgious chemical engineering
program at the Indian Institute of Technology. (Wlstudying there, he met his wife,
Nalini, with whom he has three children—two daughtnd a son.) He didn’t want the
plodding life of a chemical engineer, so his fatbecouraged him to take his chances in
Canada, where his brother was already working. 8M@¢gided to move to London,
Ontario, where he enrolled in the MBA program atsféen, selling air conditioners and
furnaces to pay his way through. “I went to theylmet because it was good, though it
turned out it was, but because it was near wherénotyer lived,” he says. Following
business school, he worked for almost a decad®iimivestment wing at the now
defunct Confederation Life, a department famoustforigorous research. “There were
four people selected for a second interview,” heeosaid. “The reason | got the job was
that the three other guys didn’t show up.”

It was at Confederation that Watsa had what he edltoad to Damascus moment,”
when his boss handed him a book by a Columbia bssiachool prof and investment
manager named Ben Graham. Graham was the origahas investor. After losing
almost everything in the 1929 crash and the Gregr€ssion, he devised a risk-averse
approach to playing the market, one that distingeasbetween investment and
speculation. Generally, a value investor makes umedand long-term investments in



thoroughly investigated, demonstrably well-run camips. Analysis and discipline are
key, and if there’s no margin of safety, you danitest. “You have to turn your back
sometimes,” says Watsa.

Perhaps it was his conservative upbringing, or Biragunction of his personality, but
Watsa was drawn to the relatively safe and steidyngexy) approach of value
investing. He became a Ben Graham disciple.

The richest and most famous value investor in theddns Warren Buffett—the Omaha,
Nebraska, newspaper boy who grew his fortune frothing to $62 billion. Watsa
(who's been called the Buffett of the North) traeksiost every move his American
counterpart makes. Buffett, for instance, gaveetdsr son the middle name Graham,
after Ben Graham. Watsa named his son Ben. BotfeBaind Watsa have based their
fortunes on a bedrock of insurance: Buffett's comypd@erkshire Hathaway, has for
years had a huge stake in GEICO, which spins tidfitp for him to invest elsewhere.
Watsa began acquiring insurance companies in tdel®80s. (Collectively, Fairfax
subsidiaries constitute the largest property astdia#y insurer in Canada, and they have
a significant presence on the U.S. market.) Mocemty, after the Oracle of Omaha
backed the ailing Goldman Sachs, the Oracle of @ntame to the rescue of Toronto’s
GMP Capital—no Goldman Sachs, to be sure, but aumedized presence on Bay
Street. And Berkshire and Fairfax recently annodrtbeir first co-investment, buying
significant shares in Chicago’s building materizdsnpany USG: $100 million from
Watsa, $300 million from Buffett.

Like Buffett, Watsa draws a salary that is modesttlie field ($600,000) but owns a
controlling stake in the companies he’s buildingatsa’s net worth is difficult to
establish, but estimates run as high as $4.1®hi)liBoth Berkshire and Fairfax have
offices staffed by skeletal crews, and spacioustibs with extensive archives of
corporate annual reports. The most significanedéfice between the two men is that
Buffett is a garrulous cable news commentator, @amfce keynote and commencement
speaker. For years, Watsa wouldn't talk to the meadbuldn’t even speak to analysts to
discuss quarterly results. “Buffett you can getlmphone. He’s available, he’s on
MSNBC,” says Ira Gluskin, the head of the TorontmfGluskin Sheff. “Prem loved
cultivating the image of not being available, thatwas all about the work.” The image
fits with descriptions of Watsa. According to onsitor, he wanders about his messy
office like an absent-minded professor.

Value investors buck the creed that has governedleneegulation for the past two
decades: that the market is efficient; that shaceg will right themselves, accurately
reflecting the health of companies even if indiatshareholder behaviour is erratic.
Buffett and Watsa believe the market is inhereméfficient and unruly, that it often
overvalues or undervalues companies, that it pdregend need or else talks itself into
believing in a bubble. Watsa describes the stoalkebas manic depressive: “Sometimes
it buys at a high price and sells at a low pricenDever think that it knows more than
you.”



At the core, Watsa’s approach evinces a fundamdrgtlst in the rationality of
investors. Shareholders, after all, are overwhedigipropelled by two emotions: fear
and jubilance. Usually, both of them—in responsa teadline, say, or an annual
report—are simultaneously at play as stocks argluoand sold. It's when one becomes
dominant that everyone gets into trouble. Butnt only emotion that scares value
investors, it's the corresponding bandwagon effécabout the time that everyone
comes to a consensus over something in the malnleetponsensus usually turns out to be
wrong. And by then, a vulnerable company coulds

Professor Andrew Lo, the director of MIT’s Labonatdor Financial Engineering,
studies the psychology of the market. While Lo éedis the markets are capable of
rational behaviour, he says they become irratioiidn investors’ animal instincts take
over and their pleasure or fear receptors areaetiv “That period of extended
prosperity we had [before the crash] acted likeugy dstimulating the same pleasure
centres in the brain that cocaine does. [The eugh@moves inhibition; we forget that
it's possible to lose money,” he says. When theketsshowed signs of turning, another
instinct took hold. “After the bubble burst,” heysa“the violent flight kicked in—
another level of irrationality.”

Lo believes that individuals who, like Watsa, gat of the market before the crash likely
have a more highly developed instinct for fear.yrboan sniff out trouble well before the
average unsuspecting investor. They might be natiesnperate (a kind of market
ascetic), but they are also a more highly evolva@thal. “Either he has experienced this
before, so he has a memory of pain or loss,” L@ sa&y he has developed certain models
or forecasts that trigger in his brain the potdritapain.”

In Watsa’s case, it's a bit of both. He’s not oalijpong-time student of crashes; he also
has first-hand knowledge of what it means to alnhmst it all.

In the late '90s, Fairfax acquired a troubled Neark-based insurer, TIG, for $847
million (U.S.). The company turned out to be mofa dog than Watsa realized: it took
years for Fairfax to integrate the few profitabétp of TIG into its other, healthier
subsidiaries, and to shut down the many unprofitabttors. After 9/11, Fairfax’s
insurance group was hit with millions of dollarsciaims: the company posted its first
ever annual loss of $346 million. To raise fundsiyflax listed its shares on the New
York exchange in December of 2002, but within aky&&o million shares were sold
short—a harbinger of Fairfax’s tumultuous relatimpsvith American hedge funds. In
the summer of 2003, the company took public a lgaéon of its profitable subsidiary,
Northbridge Financial, earning $200 million on tharkets. (Watsa prefers not to be at
the mercy of the market and recently bought baekstiares, reprivatizing the company.)

Certain hedge funds, not satisfied that Fairfax d@ake enough to deal with its losses,
continued to short-sell its shares, betting thatabmpany would nose-dive. Contributing
to the short-selling was a report released in Jgr2@03 by a Memphis-based broker,
Morgan Keegan, claiming Fairfax had insufficierdeeses to cover its outstanding
insurance policies.



A short-seller promises to supply shares to a bayarcertain price, although the actual
shares are not in hand. The seller later secueeshifires, preferably once the price has
dipped, profiting from the difference. (Of courgehe price goes up, a loss occurs.) In
this high-risk and often predatory practice, thersiseller has a vested interest in seeing
the company’s shares go down. There are plentgafdalous stories of short-sellers
allegedly planting false rumours to score fat gsp@nd among the most scandalous is
one involving Fairfax.

The precise facts will become known at a trial emNJersey later this year, but the
outline is not pretty. Fairfax alleges that a grofipedge funds conspired to drive down
its stock price. Through mid-2003, negative stoabsut Fairfax’s supposed financial
weakness were rampant in the financial press. Antload¢neadlines on the popular
on-line business publication thestreet.com: “Faidduffett Pose Falls Short,” “Fairfax
Walks the High Wire on Rates,” “Fairfax Fog Onlyidkens.”

From there, things got a little weird. Accordingcmurt documents, the hedge fund
companies allegedly retained an obscure operasiweed Spyro Contogouris to drive
down Fairfax’s share price, a task he went abotht wiacrity. In 2005, he’s said to have
approached the company’s former CFO, claiming €fg)sthat he’d been deputized by
the FBI to obtain evidence of financial improprsti He is thought to be the author of a
widely circulated 30-page letter that, among othergs, compared Watsa to the
convicted fraudster Martin Frankel. (It was eventge the priest of Watsa'’s church, St.
Paul’'s Anglican on Bloor.) In 2006, several falsenours began circulating: one claimed
that the RCMP were pursuing Watsa; another saidlieg were about to raid Fairfax’s
office; yet another claimed he’d placed his asselss wife’s name and fled the country.
By then, the company’s stock had tumbled from hightte $400 range to less than $100
a share.

At first, the intensely private Watsa wasn’t suoswvto respond. But he ultimately
countered with a PR offensive of his own, speakmgorbes and other business
publications in an effort to set the record straig¢fnthe summer of 2006, he filed a $6-
billion lawsuit against the hedge funds. (The SE@wvestigating the charges; the hedge
funds have denied any wrongdoing.) Many of Watkagest investors stuck with
Fairfax, which had made them a lot of money. Whtis support, and the company’s
continuing good results, Watsa gradually restoraid&x’s reputation—and its tarnished
stock price.

Throughout the bull market that preceded the cid&itsa was most concerned about the
secondary credit market, in which groups of loaslenby primary lenders were bundled
and sold. Of course, in hindsight, the signs afilbfe are obvious. But Watsa first grew
wary way back in 2003, well before anyone else,fand years before his warning at the
board of trade. The now infamous speech was pastetbuTube, where it has since
gained a cult following among avid students ofrtinerket. In flat tones, with a slight
Elmer Fudd lisp, Watsa outlined both the macro mintto of what would come to pass.



And he continues to go against the grain. “Prenmdpe lot of time trying to disagree
with the conventional wisdom,” says Gluskin. “Heglb out of his way to say, ‘If this is
what everybody believes, it's probably wrong, amel épposite is the way to make
money.’ ” But there’s more to Watsa’s success than hisragan streak. For one thing,
he’s not entirely risk-averse—unlike Buffett, whoedn’t buy into companies where
there’s been a whiff of controversy. “Buffett do&dike trouble,” says Wade Burton, a
portfolio manager at Mackenzie Cundill, a long-tiferfax watcher and investor. “Prem
doesn’t mind mucking about in the mud, so longnasgrice is right.” In this, he more
resembles yet another role model: John Templetensmall-town Tennessee boy turned
poker-playing buccaneer who made very good on thekets. Having met—and
charmed—the eminent financier in the late '70s, $&atisited him at his palatial digs in
the Bahamas once a year. He even keeps a bustgfidien in his boardroom.

Watsa's recent buying spree is all Templeton. Wtherlegendary investor died last
summer,The Economist wrote, “At the point of maximum pessimism, he wbehter and
clean up”; or, to put it more bluntly, he boughtemithere was blood on the streets.
When investors fled the New York market after tlee@d World War was declared,
Templeton borrowed $10,000 to scoop up stocks gatéess than a dollar, often in
companies that were near bankruptcy. In four ydesold the stock, paid off the debt
and pocketed $40,000—the seed money for Templetowt® Fund, a market beater for
many years.

Similarly, Watsa has lately been buying stakesniikaly companies in troubled
industries: from newsprint purveyors and media canmgs (AbitibiBowater, Torstar and
Canwest) to commercial real estate (H&R); from diad materials (Chicago’s USG) to
coal (International Coal Group) and computers ¢eof-favour Dell). Fairfax is betting
that soon enough, with the help of the governmash deing spread about,
fundamentally solid companies will bounce back. Tieng of the investments suggests
Watsa thinks the bottom has been reached, ortthalase enough. “Trees don’t grow to
the sky,” Watsa likes to say, “and markets donlitttathe floor.”

Fairfax has just enjoyed its best year ever; it @asada’s most profitable corporation in
2008. Just as Watsa avoided the irrational exulberahthe boom, he’s kept his head
about him in the aftermath. It turns out the moreleed investor, with his heightened
fear receptors, is also able to keep his fear @ckhBy most accounts, Watsa is an
unemotional man. As one of his investors says, f@kdittle amplitude to him. He’s
never too high, never too low. If he ever had teatlency, he’s trained himself out of it.”
There’s no flash to Prem Watsa, and this has sdrwedvell.



