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Prepare for the Next Bear Market by Buying Fairfax Financial Holdings Ltd.

Description

After suffering through an 18-month meltdown that saw Canada’s benchmark stock exchange shed
some 20% of its value, investors have been treated to much nicer markets over the last few months.

On January 20, 2016, the TSX Composite hit an almostthree-year low, closing at 11,843. Stocks did
test those lows again in February, but other than that'it's’been smooth sailing for most Canadian
companies. As | write this, the TSX Composite trades at 14,103, an improvement of nearly 20% over
just a few months.

Although I'm happy about these results, | can’t help but feel a little nervous. A 20% move in just four
months is huge, especially considering Canada’s somewhat tepid overall economic numbers. There
are still significant risks facing Canada as well, including the housing bubble, further weakness in
commodities, or strength in the Canadian dollar.

I’m not saying investors should pack up and move everything to cash. But | would advocate that
perhaps some gains should be taken off the table at this point; move cash into assets that are less
correlated to the overall economy.

Fairfax Financial Holdings Ltd. (TSX:FFH) is such a stock. It's a terrific hold no matter what the
market is doing, but especially so during bear markets. Here’s why.

An interesting portfolio

Prem Watsa, the man in charge of Fairfax since 1985, has a unparalleled reputation as a value
investor.

Like Berkshire Hathaway, Fairfax uses insurance float—premiums that have been paid by
policyholders—as a form of free money. This money is then invested in undervalued stocks. By the time
the company is forced to pay out claims, this float has gone up in value.

Fairfax has consistently done this over the last 30 years, growing book value by more than 20%
annually since the current management team took over. That's an amazing record over five or 10

Page 1
Footer Tagline


https://staging.www.fool.ca/company/tsx-ffh-fairfax-financial-holdings-limited/348204/

COMPANY NAME
Address | Phone | Link | Email

years. It's all the more impressive over three decades.

Fairfax is also a good insurer, regularly boasting a combined ratio of under 100%. This means the
company is profitable as an insurer alone. All of the investment gains are just gravy.

These days, Watsa has switched his strategy a bit. Instead of stuffing his portfolio full of undervalued
stocks, Fairfax’s CEO has elected to use some of his cash to buy derivatives to bet against the market.
Watsa is convinced the market is overvalued, so he’s positioned Fairfax’s portfolio to make money if
stocks crash.

In fact, as recently as February, Watsa announced that Fairfax was 100% hedged, meaning for every
dollar it has in stocks, it has a dollar bet on markets going down.

Naturally, this means Fairfax does well as investors get bearish. In February, when markets were close
to retesting January lows, Fairfax hit a 52-week high of $778 per share. These days, shares trade
hands at $670, a decline of nearly 15%.

Fairfax shares have become a pretty effective hedge, which is exactly what we’re looking for.
The potential bonus

The market views Fairfax as a great insurance company.with'an impressive capital allocator in charge.
There’s almost zero value put on the company’s giant.deflation bet.

Watsa has spent some US$650_ million of Fairfax’s money on derivatives that pay out handsomely if
deflation hits the United States, Great Britain, or the Eurozone.

These contracts could be worth up to US$109 billion, but that's only if deflation strikes in a very
big—think world ending—way. If we just get a mild bout of it, Fairfax will still likely get a few billion from
the trade. For a stock with a market cap of $15.7 billion, that's a big deal.

Even if the deflation bet doesn’t pay off, there are still plenty of reasons to like Fairfax over the long
term. It's not just for investors looking for an effective market hedge.
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