


FAIRFAX

FINANCIAL HOLDINGS LIMITED

1987 Annual Report

FINANCIAL HIGHLIGHTS
(5000)
1987 1986 1985
Total revenues 12,971 53,733 17,015
Operating carnings after tax 10,795 4,837 ©10)
Net earnings 16,019 6,548 ©10)
Total assets 185,413 129,845 41,477
Shareholders’ equity 61,048 41,275 10,379
Return on average equity 31.3% 25.4% o
Per share - fully diluted
Operating earnings 150 Lot (1.89)
Net earnings 223 135 (1.89)
Shareholders’ equity 832 589 208
Market prices
High 17.50 1413 6.00
Low 10.50 6.00 3.00
Close 12.37 1275 6.00




FAIRFAX FINANCIAL HOLDINGS LIMITED

The following chart sets out Fairfax and its principal subsidiaries

CORPORATE CHART
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FAIRFAX

FINAMCIAL HOLDINGS LIMITED

CORPORATE PROFILE

Fairfax Financial Holdings Limited is a financial services holding company primarily engaged in
insurance and related activities through decentralized operating subsidiaries. The corporate objective 15
to achieve a high rate of return on invested capital and build long term shareholder value.

F-M Acquisition Corporation acquired Shand, Morahan & Company, Inc. and Evanston Services, Inc.,
both of Evanston, Illinois, in December 1987. The companies provide specialty insurance coverages,
primarily in the professional and product liability markets. In 1987 gross revenues on a combined basis
totalled US $134 million and the group had 337 full-time employees at year end.

Markel Insurance Company of Canada is one of the largest trucking insurance companies in Canada and
has provided the Canadian trucking industry with a continuous market for this very specialized class of
insurance since 1951. For 1987, gross premium volume was $52.5 million and the company had 78

employees.

Morden & Helwig Group Inc., acquired in 1986, is engaged in providing claims adjusting, appraisal and
loss management services to a wide variety of insurance companies and self-insured organizations across
Canada and in Texas. For the year gross revenues totalled $33.5 million, and the company had 679

employees located in 153 branches across Canada.

Otter Dorchester Insurance Company Limited, acquired by Markel Insurance Company of Canada in
1987, specializes in providing property and casualty insurance for farm risks. In 1987, gross premiums
were $10.7 million and staff consisted of 34 employees.

Sphere Reinsurance Company of Canada Limited, acquired in 1986, is one of only two Canadian owned
reinsurance companies writing property, auto and casualty risks. Gross premiums totalled 519 million
for the 1987 year and there were 7 employees.
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To Our Shareholders:

Halley's Comet flew over us in 1987. We earned $16 million after taxes on an average equity base of $52
million - a 31% return on shareholders equity. Given the return on equity earned by the average com-
pany in Canada and the U.S. of 13-14% and our own objective of 20%, it is not likely that this return
will be repeated in the future. Net earnings per share of $2.15 were up 60% from 1986. Book value per
share increased 41% to $8.32 per share.

The table below shows the sources of our net earnings:

($ millions)

1987 1986 % Change

Pre-tax earnings before realized gains 9.0 8.1 + 11"
Realized investment gains 9.2 1.0 + 820
Tolal pre-tax earnings 18.2 9.1 ¢ 1007
Income taxes 5.9 4.2 + 400
Net earnings before minority interest and

extraordinary item 12.3 4.9 + 1510
Less minority interest 1.5 0.1 —
Add gain on sale of Morden & Helwig shares 3.5 — —
Add recovery of income taxes 1.7 1.7 —
MNet earmnings 16.0 6.5 + 14600

As you can see from the table, the major source of our earnings gains in 1987 was two fold:
a) Realized security gains of $9.2 million (after tax - $6.8 million)

b) After-tax gain of $3.5 million on the sale of Morden & Helwig
Group Inc. shares.

These two sources accounted for 64% of our reported earnings. While the timing of (a) is uncertain, we
fully expect to continue to increase book value over the longer term with these types of gains. Gains like
(b) are not likely to be repeated again. All of (a) and most of (b) though are cash earnings and do
legitimately increase book value.

As far as realized gains are concerned you should note that we could easily increase our future investment
income by selling stocks and buying bonds or preferred stock. However, we invest for total return and

thus have no plans on changing our bias towards stocks. Realized gains in 1987 amounted to approxi-
mately 8% on the average portfolio.

While earnings before realized gains only increased 11%, our companies are in excellent shape. Markel
Insurance had an excellent year under the leadership of Keith Ingoe, earning an underwriting profit even
after a significant build-up in reserves. As you will see in Keith’s section, Markel Insurance earned a very
attractive return on its equity for the second year In a row.

In spite of significant competition, Keith and his team are building a reputation as the best trucking (and
lately, transportation) insurance company in Canada. We are excited to be shareholders. In August 1987,




Markel Insurance acquired Otter Dorchester Insurance Company, a property and casualty company
specializing in the agricultural industry. Otter Dorchester writes $11 million in gross premium (net
premium: $3.7 million). We purchased Otter Dorchester for $2.6 million, a 35% premium to its book
value of $2 million. Otter Dorchester is run by Reg Black. We welcome Reg and his team to the Fairfax
group and look forward to participating in the company’s growth as it expands its service to rural
communities throughout Ontario.

Sphere Reinsurance, run by Rui Quintal and Bill Grant, had a very good vear in 1987, earning 20% on
average equity. On our invested capital of $4 million, the returns are exceptional. Based on current
actuarial projections, it appears that part of the note of $2.8 million to the former shareholder of Sphere
may not be paid due to reserve development prior to our purchase. However, we continue to show the
note on our balance sheet at the full $2.8 million. Rui discusses the operations in further detail in his

section.

As discussed in our 1986 annual report, we took Morden & Helwig (M&H) public in 1987 to take advan-
tage of the tremendous growth potential in Canada and abroad. The same group that raised $20 million
for Fairfax in 1986, did a public offering of $20 million for M&H in 1987 - $15 million for the treasury
and $5 million for Fairfax. On your behalf, we again thank Dick Falconer, Jim Hinds and Joe Brosseau
from Wood Gundy; Bryan Smith and Rob Bell from Dean Witter Revnolds; and Rick Salsberg and Bob
Karp from Tory, Tory for their hard work in completing this issue. We don’t plan on this being an
annual feature!!!

After months of preparation for this issue, Ken Polley and his team could again concentrate on business
at hand. As you will note in Ken’s section, M&H had an excellent year in 1987, completing 13 acquisi-
tions in Canada. The share capital raised reduced the company’s return on equity in 1987. As M&H is the
largest claims adjusting company in Canada, with 679 employees and 153 branches, we fully expect it to
earn our targeted 20% return over time.

Prior to the public issue, all Morden & Helwig employees had the opportunity to acquire shares, with the
result that a substantial number of employees are shareholders once again.

Late in 1987, M&H and Markel Corporation (U.S.) each acquired 50% of Lindsey & Newsom (L&N).
L&N is the largest independent claims adjusting company in Texas with 44 offices and 310 employees.
Also acquired was Vale National Training Centers, a school for training adjusters. Total purchase price
was US $14 million, approximately 8.6 times earnings for this company; being a service business, book
value at US $2.8 million, was not significant.

Bob Irwin runs this fine company with Terry Grant as his first mate. Under Bob’s leadership, we see
tremendous growth potential in the U.S. We are planning a merger of M&H, Markel Corporation’s U.S.
claims business and L&N in 1988/89 as a first step in building an international claims adjusting
company. In any merger, particularly an across-the-border one, there are many hurdles to be overcome.
However, I am very optimistic about the growth opportunities of this company because of the fine
people we have to manage it. As shareholders, I would recommend that all of you read M&H’s annual
report to better understand the business. We look forward to working with Bob Irwin.
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The name Fairfax, as we suggested in our last annual report, comes from Fair, Friendly, Acquisitions. 1
have already discussed two acquisitions made in 1987 - Otter Dorchester and Lindsey & Newsom. On
December 29, 1987, after months of negotiation, Fairfax, Markel Corporation and an investment banker
purchased the shares of Shand, Morahan and Evanston Services Inc. from Alexander & Alexander,
Kansa General Insurance and C. J. Coleman Holdings. Fairfax is the controlling shareholder but as in
our other ventures, we consider Markel Corporation to be our equal partner. At closing, Fairfax has a
35% interest, Markel Corporation 35%, investment banker 20%, Management 5% and Coleman 5% -
with Fairfax having the votes and the first call on the investment banker’s 20%. This is the biggest deal
we have done to date! Shand, Morahan/Evanston is an insurance company specializing in underwriting
professional liability. In 1987, it earned premiums of US $105 million, had assets of US $535 million and
common equity of approximately US 380 million.

The total purchase price consisted of US $30 million cash and a five year note of US $47 million with
almost no interest and no principal payment for five years. Also the note is subject to offset from reserve
development and reinsurance uncollectibles associated with insurance written prior to December 31,
1986. The company is run by Joe Prochaska and his team. Joe discusses the company further in his
section. We are very impressed with the high quality of the people in this company and under Joe's
leadership - we are excited about the potential returns for shareholders from this investment. The
downside to this investment is (a) it is in the “‘long tail’* end of the business and so reserves are always
uncertain, (b) the judicial system in the U.S. is still largely a lottery, and (c), any losses in this company

would significantly impact Fairfax.

We are more optimistic (are managements ever not!!) about Shand, Morahan because of the very signifi-
cant changes that have taken place in their business in the past four years as shown below:

— an increase in premium levels averaging in excess of 400%

— a tenfold reduction in exposure limits from $20-30 million per policy to $2-3 million per policy

— a slowing of growth in the size of court liability awards

— a dramatic increase in selectivity on policy coverage

— a majority of policies written on a “‘claims made’’ basis

—  the guarantees of A&A, Kansa and Coleman to reimburse adverse development and reinsurance
unrecoverables arising out of the 1986 and prior book of business to an amount of US $44.6

million plus interest.

Finally, the investment portfolio at Evanston is in excess of US $280 million which, if managed well,
could provide additional returns to shareholders.

As shareholders, we welcome Joe Prochaska and the employees of Shand/Evanston and Bob Irwin and
the employees of Lindsey & Newsom to our team. We look forward to a long association.

Fairfax has always prided itself on a strong balance sheet. At year end 1987, a few comments are in
order. As in the past, the reserves of all our insurance and reinsurance companies including Evanston
Services have been certified by The Wyatt Company, independent actuarial consultants. Goodwill of




$3.4 million on the balance sheet is from M&H ($2.8 million) and Otter Dorchester ($0.6 million). Unfor-
tunately, accounting conventions do not allow us to write these items off. Because of very low capital
requirements, strong free cash flow and low book values, M&H will always have goodwill arising from
acq We think this may be a valid asset over time. The Shand, Morahan/Evanston acquisition
has resulted in significant off balance sheet debt to Fairfax as discussed in note 14 to the financial
statements. Most of this debt is due in five years and is subject to offset from reserve deterioration and
reinsurance uncollectibles. This debt is very similar to the $2.8 million note we assumed in connection
with the Sphere Re purchase. We think you should know about these even though we think our share of
these payments will be quite comfortably met in the future. Our balance sheet is less strong though
because of these payments. Also at year end, we had unrealized losses in our portfolio of approximately
$7 million. We consider unrealized losses and gains as temporary fluctuations and only measure them
when they are realized. Obviously, if we had to liquidate the portfolio at year end 1987, common equity
would be reduced by approximately $5 million (after tax impact of unrealized losses). On the plus side,

we have been extremely conservative and have provided for additional reserves as and when we could.

Many of you probably realize this already, but as the years go by, it seems to me that all business is, is
people. As the CEO of a very successful high technology company recently said, “It is not the processes,
technology, etc. that distinguish this company but the ability to attract the best in the business.” In 1987,
this was certainly true for Fairfax. In last year’s annual report, | mentioned that David Rooney joined us
as CFO. David’s experience and creativity will be one of the major reasons for our success i the future.
Later in the year, John Varnell, after many years of experience in private industry and public practice,
joined David as Controller. Bill Andrus, with many years’ experience as a consulting actuary and
publisher of the TRAC Report, joined us as Vice President, Corporate Development. He was instru-
mental in our making the initial investment in Fairfax (then Markel Financial) in 1985. Paul Fink, with
years of experience in investment research and structuring deals, joined us as our one-man Investment
Banking Department. Over the years, we expect this area to continue to grow and perhaps become a
separate company. Finally, Brenda Adams, who invented our company name, joined us as Corporate
Secretary after years of experience at Markel Insurance. Fairfax, as a holding company, has now taken
shape. As shareholders (myself included), you should be extremely happy that these people have decided
to work for Fairfax. Our future success will be largely dependent on their efforts.

In 1987, we issued 330,000 subordinate voting shares at §14.50 per share to the directors and officers of
Fairfax and key officers of independent operating units. These people were given five-year interest free
loans 0 buy these shares. Unlike options, these shares arc owned by the individuals and the positive or
negative impact of share fluctuations is fully reflected in their economic net worth - just as it is for any of
you. The after-tax cost to the shareholders of the interest free loan works out to approximately $260,000
annually. As you probably know, Steven and I do not get paid a salary but we do own 75,000 shares each
in this program. Also, both of us have a very significant interest in Fairfax; through Sixty Two
Investment Company for me and through Markel Corporation (U.S.) for Steven. All of us at Fairfax
have the same interest as yours - maximize shareholder value over the long term.
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Also in 1987, we have instituted significant bonus plans and share ownership plans for our insurance
companies (M&H already had these in place). These plans are mainly based on underwriting profit with
additional bonuses for achieving our targetted 20% return on equity., These plans are unlimited in
amounts and flow down through the whole organization. Thus based on performance, it is very possible
for management as well as clerical staff in our companies to have significant bonuses. Bonuses at
Fairfax, the holding company, are based on returns on equity achieved by the total company.

We have been asked many times as to what the vision for Fairfax is. What are its long term plans? While
our independent operating units do have a **vision”” and a “‘mission’’ statement, at Fairfax, ours is
simply to achieve a 20% + return on common equity over the long term. We have no long term plans
other than to react to opportunities on a day by day basis. Our operating companies are run
independently by the president of each company. He runs it as he wants except for four areas:

1) Performance evaluation: He runs it but we evaluate his performance.

2) Choosing his successor: As we run our companies with a hands-off style, we need to be comfor-
table with his successor.

3) Acquisitions/ Change in business strategy: Acquisitions are a Fairfax responsibility - particularly
price. Also, if Markel went from insuring trucks to insuring satellites, we would like to know!

4) Financings: All financings and capital decisions are a Fairfax responsibility.
With these exceptions, each of our presidents runs his operation completely independently.

In the 1985 and 1986 annual reports, we discussed our investment philosophy and guidelines in detail.
We manage the insurance company portfolios with a long term value oriented philosophy. Realized gains
are the key to long term performance as unrealized gains can disappear at any time. During 1987, we
benefitted greatly from the fact that we sold more than 50% of the stock portfolio and realized signifi-
cant capital gains for the company. However, in the **melt down'’ on October 19, our cheap stocks went
down with the market. An unrealized gain of approximately $10 million as of September 30, 1987
became an unrealized loss of $7 million as of December 31, 1987.

Many have suggested that the crash in October could lead to a depression. Can this be 1929 repeated all
over again? Unfortunately, we don’t know the answer to these questions. What we do know is that short
term fluctuations in the market have always resulted from the twin emotions of fear and greed and have
nothing to do with the underlying business fundamentals of the country or company. As Ben Graham,
dean of security analysts, stated a long time ago in his book *‘The Intelligent Investor,”

““The investor with a portfolio of sound stocks should expect their prices to fluctuate and should
neither be concerned by sizeable declines nor become excited by sizeable advances. He should
always remember that market quotations are there for his convenience, either to be taken advan-
tage of or to be ignored. He should never buy a stock because it has gone up or sell because it has
gone down. He would not be far wrong if this motto read more simply: ‘Never buy a stock
immediately after a substantial rise or sell one immediately after a substantial drop.” ™’




In 1987, we benefitted significantly from our investment in the natural resource sector. We realized $8.6
million or 80% of our realized profits from this sector. Other significant contributors to realized profits
in 1987 were Rothmans (30.8 million), Ford US (30.3 million) and American President (30.2 million).
Total realized losses in 1987 were less than $100,000. Our position in the banks hurt our performance in
1987,

As detailed in the 1986 annual report, we continue to be quite optimistic about the long term values
available in the U.S. and Canadian markets. The major risk we see is a collapse in the highly speculative
Japanese stock and real estate markets. If any of vou know when that will happen, please let me know!
In the meantime, we continue to focus on identifying long term values and investing in them as and when
we find them. At year end 1987, we had $14.8 million invested in industrial products, $13.7 million in the
banks and $6.8 million in the mines.

Since we began in September 1985, Fairfax has increased its book value from $1.84 per share to $8.32 per
share, earnings from a loss to $2.23 per share, total assets from $28 million to $193 million and common
equity from $1 million to $61 million. The stock price has reacted accordingly and increased from $3.25
in September 1985 to $12.38 as of December 31, 1987. In September 1985, we had one operating unit; to-
day we have five. Fairfax now has its own offices and has been able to attract extremely capable people.
While you should be cautious about extrapolating the past, we think the long term future of the
company continues to be attractive. On your behalf, we would like to thank the Board and the manage-
ment and emplovees of our subsidiaries for making 1987 another very successful year.

March 31, 1988

V- P. Wt

V. Prem Watsa
Chairmn of the Board oand
Chief Execurive Officer,
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PRESIDENT’S OPERATING REVIEW

1987 was a year of excitement and success for your company. We achieved most of our goals and with
the acquisitions completed at year end are very optimistic about our future.

Total revenues increased over 100% to $113 million. This was primarily the result of the inclusion for a
full year of the results of our 1986 acquisitions of Sphere Reinsurance and Morden & Helwig. Addi-

tionally, we realized investment gains of $9.2 million as compared to $1.0 million in 1986.

As Prem pointed out, net income increased 146% to $16.0 million but of this, our pre-tax income before
realized investment gains was up by only 11%.

As we pointed out in last vear’s report, the insurance marketplace is continuing its cycle. In 1985 and
1986 price levels were firm and in many cases there was limited availability of coverage. In 1987 we saw
more competition and the beginning of a downward pressure on price levels. As we look to 1988 we
expect this trend to continue, although we do not expect to see the unrealistic pricing of the early 1980°s.
In any event, we are committed to maintaining our sound underwriting standards and price levels

necessary to earn underwriting profits.

We are mindful of the Canadian legislative changes already implemented or being considered. Of
primary importance is the Ontario Rate Review Board, the no-fault study in Ontario and the Federal
White Paper on Financial Institutions. All of the opinions we have received to date confirm our belief
that these changes will bring increased stability and opportunity to the marketplace. We will continue to
monitor these changes as they develop and be in a position to seize the opportunities as they arise.

Our operating companies all participate in different segments of the insurance industry. Each is run in-
dependently, yet we share some common goals. Foremost among them is to earn a 20% return on

shareholders’ equity.

Markel Insurance Company completed a very successful 1987, Underwriting results were quite good and
we are very confident that our loss reserves are very conservatively estimated to meet our future obliga-
tions. With the increasing competition for insurance for the trucking industry, we have increased our
emphasis on the small and mid-sized account where price competition is not as keen. We have continued
to enhance our customer service so that price is not the only factor our clients consider. We are certainly
the leader in our market segment and are proud of the accomplishments of Keith Ingoe and his team over

the past few years.

Markel Insurance’s acquisition of Otter Dorchester Insurance Company, specialists in agricultural in-
surance, brings a new dimension to the group and we are pleased they have joined us.

Sphere Reinsurance Company is focussed on providing reinsurance to the Canadian insurance market.
Most of its business is in the proportional property reinsurance market. During 1987, Fairfax increased
its investment in Sphere by $2 million so that the company’s capital and surplus is now $11.4 million.
This will enable Sphere to continue to grow and compete for business.

Morden & Helwig is the leading independent claims management company in Canada. In 1987 Morden
& Helwig completed its initial public offering, raising $15 million in additional capital. These funds were
put to work as the company completed several acquisitions designed to further enhance its position in the
Canadian market. Additionally, the company, in partnership with Markel Corporation (U.S.), acquired
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Lindsey & Newsom - the leading claims firm in Texas. This acquisition is the base for further expansion
in the claims business as we seek to become a leading international claims organization.

The acquisition of Shand, Morahan and Evanston Services is likely to be one of the most significant
events in our company’s history. The Shand/Evanston group is one of the leading insurance markets
providing professional liability insurance for architects and engineers; errors and omissions, and direc-
tors and officers’ liability coverage for insurance companies and mutual funds; errors and OmIssions
liability for insurance agents and brokers; medical malpractice for professionals and hospitals; and pro-
duct liability.

The company’s strengths include a strong management team and an excellent reputation in the market.
The organization is professional and has a great deal of knowledge and expertise in its particular market
niches. Many of its products are large premium policies which are under increasing competition as the
insurance cycle becomes softer. As with our other underwriting activities we expect price levels and
sound underwriting to generate underwriting profits. As a result, premium revenues will decline as the
market softens. Investment revenues, however, should continue to grow as the investment portfolio is in

excess of US $280 million and growing.

We welcome the Shand/Evanston group to Fairfax and look forward to their [uture success.

As we have discussed in our prior reports, we are committed to maintaining a high level of financial
security. The 1987 results have increased shareholders’ equity to $61.0 million, up almost $20.0 million
from last year. We are very confident that we have provided adequately for loss reserves and have again
obtained independent actuarial reports to increase our comfort level. As Prem points out, however, we
do have significant contingent payments due as a result of the Shand/Evanston acquisition. We believe
these obligations can be met or re-financed when they become due.

With our 1987 success as part of our history, we look forward optimistically to our future. We certainly
do not expect a 31% return on average shareholders’ equity every year, but we remain committed to
achieving our goal of a 20% return over time.

March 31, 1988

N,

Steven A. Markel
Presidentd and Viece Chairman
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F-M ACQUISITION CORPORATION - OPERATING REVIEW

Selected Financial Information (US $000) Combined Shand, Morahan and Evanston Services

For the years ended December 31

1987 1986 1985 1984 1983

Gross premiums wrilten -

insurance companies 124,745 157,899 151,961 107,617 73,838
Net premiums earned 105,391 120,110 44,262 15,782 11,975
MNet commission and fees 10,728 16,447 19,130 18,341 20,822
Met incurred losses 88,327 104,529 53,284 24,934 12,053
Underwriting loss 9.107 13,209 15,747 11,571 3,724
COMBINED RATIO 108.6% 111.0% 135.6% 173.3% 131.1%
Investment income 18,124 21,681 15,608 12,634 10,419
Earnings after tax 3,004 1,782 4,180 4,860 11,192
Total assets 542,694 472,069 362,225 247,527 193,694
Shareholders’ equity 81,021 68,174 60,495 58,165 56,250
RETURN ON EQUITY 4.2y 11.7% 6.8%s 8.3% 19, 80y

F-M Acquisition Corporation, an Illinois holding company, acquired Shand, Morahan & Company, Inc.
and Evanston Services, Inc. and its subsidiaries (Evanston Insurance Company and Insurance Company of
Evanston) on December 29, 1987. We were pleased to be incorporated under the Fairfax corporate

umbrella prior to vear end.

The company through its operating subsidiaries is a major writer of professional liability and specialty
insurance coverages in the United States. Shand, Morahan underwrites the coverages, supervises the claims
and handles the accounts of all the issuing companies.

Evanston Insurance Company and Insurance Company of Evanston are the risk-bearing entities in the
group. Most of the premium volume underwritten by Shand, Morahan is placed through these two

insurance companies.

The insurance marketplace in the United States over the last two to three years could be characterized as a
““hard’’ market, or one where there is a restriction of capacity for many coverages. This ‘‘hardness™ allows
adequate premium rates to be maintained because competition is less intense. In 1987, the marketplace
began to soften as more capacity to write coverages returned to the marketplace. In some lines of business,

this has resulted in price decreases.

Our intent is to maintain the sound underwriting practices we have had in place for the last few years and
this may cause some reductions in our gross premium volume. We will not sacrifice underwriting profit for
market share, but we will aggressively market our products and seek out the niches where we belhieve proper

pricing can be maintained.

On a guarterly basis we review the adequacy of our loss and loss adjustment expense reserves. In 1987, we
did add to prior years’ reserves at the insurance company level. This was attributed mainly to the run-off of
segments of our Lawyers Professional Liability book of business. There were also some additions to our
reserves for potentially uncollectible reinsurance. These adjustments do not affect Fairfax, rather they will
adjust the ultimate purchase price to be paid for the two companies.

12



We have taken all reasonable efforts to properly state the company’s loss and loss adjustment expense
reserves at yvear end including obtaining Fairfax's customary reserve certification by an independent

actuarial firm.

In 1987, we had the spectre of the sale of Shand, Morahan and Evanston Services adding uncertainty to
our business all year long. We also suffered a downgrading in our rating from A. M. Best Co. to *'B"" from
“B+." Finally, one of Shand, Morahan’s major accounts - the Professional Insurance Agents Program
- was cancelled by the association. Our staff size was reduced to reflect the volume reductions. Despite

these events our financial results improved significantly especially at the insurance companies. Our under-
writing results have improved and I believe we will continue to improve our profitability in 1988.

Challenges lie ahead for 1988 to continue the improvements in our underwriting results and begin
improving our rating from A. M. Best Co. With the sale behind us and the support of Fairfax, our other
shareholders and our staff, 1 am confident we will continue to move forward and successfully address these

challenges.

On behalf of the company 1 would like to extend my sincere appreciation to our staff, insureds, brokers
and reinsurers who have supported us throughout.

March 31, 1988

f74e)

Joseph J. Prochaska, Ir.
President and Chiel’ Exvecutive Officer
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MARKEL INSURANCE COMPANY OF CANADA —
OPERATING REVIEW

FINANCIAL SUMMARY (S000) For the yvears ended December 31
1987 1986 1985 1984 1983

Gross premiums written 52,507 51,615 23,415 21,064 24,326
Net premiums earned 42,723 34,633 14,049 16,616 19,620
MNetl incurred losses 30,515 24,614 13,533 17,588 14,598
Net commission & operating expenses 10,809 7,363 4,147 5,646 6,958
COMBINED RATIO L 92,4, 125.8%% 139.7%, 109,907
Underwriting income (loss) 1,399 2,656 (3,631) (6,619) (1,934)
Investment income 11,977 4,297 2,850 2,150 2,104
Earnings (loss) after tax 10,070 5,612 (781) (4,468) 178
Total assets 97,163 71525 38,472 29,875 32,048
Shareholders’ equity 28,153 18,083 7,471 3,252 6,720
RETURN ON EQUITY 43.6% 43.9% — _ 2. 7%

Markel Insurance Company of Canada is principally engaged in providing property and casualty insurance
and related services to the transportation industry. We specialize in insuring small to medium Canadian
long-haul common carrier fleets against public liability and property damage. In addition, the company

writes small portfolios of cargo insurance, umbrella excess liability insurance and surety.

During 1986, the insurance market remained firm, but in 1987 we saw a slow steady return o in::re.asjng,
competition from property-casualty companies who had previously retired from writing transportation
business due to substantial losses and new entries into the market.

Markel, following its stated objectives of adequate pricing and refusing to compete on price alone, suffered
some loss of policyholders of mid to large sized fleets from its automotive portfolio. This unavoidable
situation was counterbalanced by the specific marketing plan of concentrating on writing small to medium
size insurance risks where the competition was less severe, This strategy combined with extending our
underwriting to include tour buses, daily car rentals, taxis and surety business enabled Markel to increase
its gross written premiums from $51.6 million in 1986 to $52.5 million in 1987. Earned premiums increased

from %34.6 million to $42.7 million.

The major share of our business continues to come from Ontario, increasing in 1987 to 65% from 57% in
1986, while Quebec’s share shifted to 23% from 29%. The main reason for these changes is the broadening
of our underwriting scope to additional classes of business which took place first in Ontario and has since
been extended to the other provinces.

Even though the Maritimes and Western Canada produced a smaller volume of premiums written, we are
excited about their future. In the second quarter of 1987 we opened service offices in Halifax and Edmon-
ton. These ‘two person’ offices have marketing and underwriting goals of bringing Markel’s facilities back
to the regions and providing a viable alternative to the existing market. We have been encouraged by the
reception given us by the policyholders and brokers and are looking for positive results of profitable pro-
duction in 1988,

During 1987 we saw a steady escalation of average claims costs. Our efficient claims handling, combined
with sound risk selection and loss prevention services, allowed us to control losses resulting in an earned
loss ratio of 71.4%. This compared with 71.0% in 1986. Such a small increase is significant proof of the
conservative reserving practices of the company. This has been reinforced through independent actuarial

certification of our claims reserves and audits of case reserves.
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During the second quarter an opportunity was recognized in the surety business. We added three experienc-
ed employees to set up and operate this department. The results were much better than planned with
$690,000 of premium income developed. We expect this class to add significantly to underwriting profit in
the future.

Despite the increased costs to establish several future profit centres, acquire a complete new automation
system, including hardware, and move to new premises, the operating expense ratio was satisfactory at
25.207. We expect that the unusual expenses of 1987 will be reduced to a more normal level in 1988 and be
more consistent with the 21.3% of 1986. Adding the loss ratio of 71.4% to the expense ratio a Combined
Ratio of 96.7% was attained as was anticipated in our 1987 plans.

Investment income was much higher than planned due mainly to the excellent capital gains prior to *'Black
Monday.” The impact of ‘‘Black Monday' on our investment portfolio was that market value as of
December 31, 1987 was $6 million below cost. In spite of this temporary downturn, our capital position is
more than adequate to meet regulatory guidelines.

Shareholders’ equity grew to $28 million from $18 million in 1986 positioning the company well for future
development.

During 1987 Markel planned an ambitious program of upgrading current services. In January 1988 the
head office in Toronto was relocated to new quarters which will allow us to make long term plans without
fear of space constraints. The introduction of a superior computer system is planned for early 1988. This
not only will provide management with up to date information to allow sound decision making, but will
provide an underwriting operating system designed to increase productivity and customer Service,

During 1987 Markel Insurance Company of Canada acquired through share purchase the Otter Dorchester
Insurance Company Limited. This insurance company has $10.7 million of written premiums and
specializes in insuring agricultural exposures. The cost of acquiring the Otter Dorchester was $2.6 million
and a further $2.5 million was injected to strengthen its capital surplus position and provide a solid base for

future growth.

1988 will bring increased challenges to the operation of our business. Competition from other insurance
companies for our established policyholders may cause a reduced rate of premium growth. In addition, the
intervention of the Ontario Government into rate setting may limit our flexibility in premium charges for

the exposure undertaken.

We are confident we will be able to meet these challenges successfully. We will continue to use risk selection
wisely, providing ‘services that will inhibit losses and satisfy our relations with our policyholders and
brokers. In short, we will service our *‘Customer.” In doing this well, we can expect our plans to succeed.

We are very proud of our accomplishments during 1987 and thanks are due to our insureds and brokers for
their support. Our staff again provided an excellent performance and this we know will extend into 1988.

March 31, 1988

A

Keith E. Ingoe
President and Chiefll Executive Officer
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FAIRFAX FINANCIAL HOLDINGS LIMITED

MORDEN & HELWIG GROUP INC. —
OPERATING REVIEW

FINANCIAL SUMMARY (S000) For the years ended December 31
1987 1986 1985 1984 1983

REVENUES 33,528 30,939 27,398 23,331 23,119
Earnings before extraordinary items 2,389 1,423 1,304 660 T4
Earnings after tax 2,389 2,155 1,764 740 74
Total assets 34,117 14,501 14,121 12,475 12,178
Shareholders’ equity 23,510 6,219 4,429 2,684 1,986
RETURN ON EQUITY 16.1% 40.5%, 49.6% 31.7% 3.8W

Morden & Helwig Group Inc. continues to be Canada’s largest independent insurance claims manage-
ment company providing adjusting, appraisal and loss management services through 153 branch offices
in all provinces of Canada, as well as the Yukon Territory. These services have been supplemented by the
opening of a branch office in London, England in September 1987.

In May 1987, our company raised $14 million after expenses through an initial public offering to position
our organization to take advantage of expansion opportunities both in Canada and internationally.

Morden & Helwig’s core business of claims adjusting continues to generate approximately two-thirds of
our revenue, the balance being derived from loss management services, appraisal services and printing.
In total we have 679 employees, of which 352 are licensed adjusters or accredited appraisers.

Our 1987 revenues increased by 8.4% to $33.5 million. This revenue increase is due to increased
assignments, particularly during the last half of 1987, as well as a number of business acquisitions. Qur
per share earnings before extraordinary items increased by 8.5¢ in 1987 to 61.7¢ on a much greater

number of shares outstanding.

In July 1987 we acquired all the remaining outstanding shares of Centapp Services Inc., an appraisal and
printing company and in addition we purchased 13 other high quality adjusting companies in Canada,
the majority of which were acquired late in 1987 so the full impact of their contribution will be felt in
1988.

During the first hall of 1987 there was a general decline in the number of claims managed; al year end,
however, our volume had improved significantly as a result of the efforts of our sales and marketing
department and this contributed to our increased revenue. Weather conditions continue to play a role in
our operations, and have resulted in increased assignments arising from the Edmonton tornado and the
Montreal flood, both of which caused heavy insured and uninsured losses.

The increased complexity of the claims handled has provided many additional challenges to our corpora-
tion which we are meeting through the employment of more, high quality personnel, increased education

facility and improved quality control.

During 1987 our company had increased expenses as a result of the initial public offering and the subse-
quent acquisitions. In addition, there were related expenses in connection with a number of business
opportunities which were explored throughout the year and which, for various reasons, were not acted

upon.
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There have been no new developments with respect to the proposals before the Ontario Government
regarding the implementation of a form of privately administered *‘no fault’' automobile insurance for
personal injury compensation based on first party rather than third party liability. We continue to
believe this may ultimately have some negative effect on our revenues; however, we have continued to
strengthen our market position in other provinces so as to diminish our reliance on motor vehicle claims
in Ontario.

Emerging as a result of our actions in 1987 is a highly qualified company, able to respond to any type of
disaster occurring anywhere in Canada, utilizing experienced personnel with the depth of knowledge that
will result in substantial cost savings and service benefits for our chents.

Our strategy for internal growth in Canada is developing as we had planned. The areas of specialization
among our adjusters in our traditional business has improved considerably and continues to do so in
early 1988. We anticipate this will be one of the large growth sectors of our operation in the years to
come, and we will continue to examine all areas in an effort to broaden facilities such as rehabilitation,
which we believe will become an important factor if ‘‘no fault” insurance benefits are implemented.

In December 1987, Morden & Helwig Group Inc. and National Claims Service each acquired 50% of
Lindsey & Newsom Insurance Adjusters, Inc., a regional adjusting company in the State of Texas with
operations handled through 44 offices and the head office in Tyler, Texas. Also acquired was 48.5% of
Vale National Training Centers Inc., a nationally recognized training facility for claims management
personnel in the United States, with campuses in Pennsylvania, California and Texas. Their earnings will
contribute significantly to our results in 1988, and in addition will allow us the benefit of their regional
experience in a large section of the south-western United States, and provide a base from which to
expand.

Management recognises the tremendous responsibility it has on behalf of our shareholders, and that in
order to obtain a maximum return on equity it will be necessary to incorporate the individuality of all of
the acquisitions.

The contribution of all of our employees in 1987 has allowed us to report another record year end result.
Our employees continue to meet our need for hard work and provide a continuing flow of ideas that will
help us move forward in the years ahead.

Personally, I am quite pleased with 1987. However, ‘‘the best is yet to come.”

March 31, 1988

Kenneth R. Polley
President and Chief Executive Officer
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FAIRFAX FINANCIAL HOLDINGS LIMITED

OTTER DORCHESTER INSURANCE COMPANY LIMITED —
OPERATING REVIEW

FINANCIAL SUMMARY (50000 For the years ended December 31

1987 1986 1985 1984 1983
(Gross premiums written 10,752 9.372 9,267 9,125 9,384
Nel premiums earned 3,709 2,912 2,948 3,036 2,965
Net incurred losses 2,730 1,961 2,279 1,970 2,043
Net commission & operating expenses 1,351 1,002 1,177 1,198 1,068
COMBINED RATIO 110.0% 101.8% 177.4%a 104.3%, 104.9%,
Underwriting loss 372 51 508 132 146
Investment income 475 278 314 233 230
Earnings (loss) after tax 103 227 {196) 101 B4
Total assets 9,502 5,624 4,671 4,348 4,150
Shareholders’ equity 4,494 1,810 1,539 1,653 1,578
RETURN ON EQUITY 2.3% 12.5%0 12.6% 6.1% 5.1%

The Otter Dorchester Insurance Company Limited was incorporated in 1887 as a premium note mutual
insurance company, writing primarily farm and habitational insurance. After 80 years of operation in
Oxford County, Ontario the company was writing approximately $200,000 of gross premiums covering
the peril of fire only. Prior to 1970, the mutual operated in a very non-aggressive stance insuring only in
traditional restricted geographical boundaries. In 1970 the present management was installed with the
mandate to enlarge the company’s service to policyholders and its premium volume. In quick succession
the company changed its charter to a ““Cash Mutual®’ status, amalgamated with the smaller N. & S.
Dorchester Mutual (writing primarily in Elgin County) and with the improved underwriting capacity
began writing multi-peril contracts, commercial property insurance, tobacco crop insurance and, in
1976, automobile insurance.

These additional classes produced an exciting growth rate and the company very quickly became the
largest farm writing mutual in Ontario.

The 1979 Woodstock tornado centred itself in the historic underwriting territory of the company and
losses exceeded the actual resources of the company. Fortunately, management was able to secure the
authority from mutual policyholders to convert the company to a stock company. A purchaser of the
controlling interest of shares, SCOR Reinsurance Company of Canada, guaranteed sufficient capital to
permit reconstruction of the company as a stock company - Otter Dorchester Insurance Company
Limited - early in 1980. Although the company was solidly back in business it lacked capital to produce
anything but very modest growth capacity. The support of local policyholders was however strongly
indicated by their purchase of over one third of the shares offered, as was the support of brokers who
continued to support and increase writings with the company.

In 1987 the company celebrated its 100th year of operation. It serviced in excess of 16,000 policyholders
and was writing $10.7 million of gross premiums.




During this centennial year, Markel Insurance Company of Canada extended an offer to purchase the
controlling interest in the company and thereafter succeeded in purchasing about 98% of all shares

outstanding.

The management and staff, who had been very appreciative of the previous owners, were at first
somewhat apprehensive about the transfer of ownership. Those apprehensions soon changed to
enthusiastic acclaim when it became evident that the new owners, ‘“‘Markel Insurance Company of

Canada’’ were as good as their word. The main objectives were underwriting profit and an improved
return on equity. Within days additional capital of $2.5 million was infused. Serious planning for the
company began. Staff incentives were put in place and service capabilities were enhanced.

By December 31, 1987 written premiums grew by 14.7% to $10.7 million and bottom line profit of
$103,307 was attained. An in-depth analysis of claims reserves has been completed by The Wyatt
Company. Following an increase of $163,000 in these reserves, they have certified them for 1987.

The auto and general liability lines remained unprofitable in 1987 but there was improvement in both
lines. Farm and commercial property lines were profitable. The profits generated and the capital infused
increased shareholder equity to $4.5 million. It is our expectation that this will be satisfactory to accoms-

modate the 1988 anticipated growth.

The company’s reinsurance program has been completely revised for 1988 to an excess of loss basis
rather than quota share, and the Catastrophe cover limit has been increased 50% from $10 million to $15
million. This change will permit a significant increase in retained premiums, a much more efficient

operation and also provide for a larger investment portfolio.

1987 was a very eventful year. We wish to thank our policyholders and brokers for their support. Our
staff gave an excellent performance and we know this will extend into 1988.

March 31, 1988

— %

Reginald G. Black
President and Chief Executive Officer
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FAIRFAX FINANCIAL HOLDINGS LIMITED

SPHERE REINSURANCE COMPANY OF CANADA —

OPERATING REVIEW
FINANCIAL SUMMARY ($000) For the vears ended December 31
1987 1986 1985 1984 1983

Gross premiums written 18,871 17,506 15,352 14,229 13,400
Net premiums earned 17,655 16,359 12,162 9,751 B.427
Net incurred losses 13,745 12,693 10,000 7,547 5,966
MNet commission & operating expenses 5,905 5,308 4,101 3,430 3,083
COMEINED RATIO 111.3% 110.0% 115.9%, 112.6% 107.4%,
Underwriting loss 1,995 1,642 1,939 1,226 622
Investment income 3,954 2,855 2,164 2,005 1,700
Earnings after tax 1,885 BO7T 262 779 1,078
Total assets 38,823 31,152 24,636 21,035 18,572
Shareholders’ equity 11,372 T.487 6,680 6,419 5,640
RETURN ON EQUITY 20.0%, 11.4%p 4.0%g 12.9% 21.1%

Sphere Reinsurance is one of only two Canadian owned reinsurance companies. The company is
registered under the Canadian Insurance Act and is licensed to write all classes of insurance other than
life. Property risks represent the largest part of Sphere's premium volume, while auto and casualty risks
make up the remainder. Proportional treaties account for the majority of premiums.

For the year 1987, Sphere’s net premiums earned totalled $17.6 million. This is an increase of $1.3
million or 8% over 1986 and is reflective of the slower growth in 1987 of premiums written by the

Canadian insurance industry.
Our portfolio mix remained stable with property risks making up the largest portion of our business.

The property business produced favorable results in 1987; however, the automobile section continues to
show poor experience, particularly in the province of Ontario. The overall loss ratio for 1987 was 78%
which was similar to 1986. The Edmonton tornado of July 1987, which produced the largest catastrophe
loss in the industry’s history, had an adverse impact in our underwriting results to the extent of $750,000
or 4.2% of our claims ratio. Net commissions and operating expenses were slightly higher in 1987
resulting in a combined ratio of 111% and an underwriting loss of $2 million.

Total investment income rose to 34 million in 1987 compared with $2.9 million for 1986. The amount of
interest and dividends was down $0.5 million to $2 million, whereas our realized capital gains for the year
rose to $2.2 million from $0.5 million in 1986, reflecting increased emphasis on equities in the portfolio.

The net earnings for the year were $1.9 million, up 133% from 1986. The return on equity equals 20%
compared to 11.4% for the previous year.
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At the end of 1987 our total assets stood at $38.8 million, up $7.5 million or 24% from the end of 1986.
Included in this amount is $2 million in capital subscriptions received at September 30. Cash and invest-
ments total $34 million or 88% of total assets. The asset growth is essential in strengthening the
company’s financial position and as a contributor to future earnings.

Total liabilities at end of year were $27.5 million, up $3.6 million or 15% from previous year-end. Our
claims reserves, which have been certified by an independent actuary, stood at $17.4 million, an increase
of $3.6 million over 1986.

For 1988 there has been a return of additional reinsurance capacity to the marketplace and a contraction
of reinsurance available due to mergers of insurance companies and increased retentions. However,
Sphere Reinsurance expects to write basically the same volume as in 1987 and, barring any major
catastrophe, we should see improved profit levels in the coming year.

May we take this opportunity to express our thanks to our employees, insureds and the brokers for their
continued support.

March 31, 1988
L LS

L. Rui Quintal
President and Chief Executive Officer.
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FAIRFAX FINANCIAL HOLDINGS LIMITED

CONSOLIDATED BALANCE SHEET AS AT DECEMBER 31, 1987

ASSETS

Cash and short-term investments. . .........

Accounts receivable. . ..o il s s e s
ClAimS I PrOCESS. « o v v e et vts s sannanane ettt anansss
Prepaid CXDOMSES: -« v i sk aiin i e v i e

Investments
Bonds - at amortized cost
(market value - $22,834; 1986- $30,635). .. .. ........... ...

Preferred stocks - at cost
(market value - $15,667; 1986 - $14,150). . .......

Common stocks - at cost
(market value - $46,918; 1986 - $27,499). . ...... ...t

Investments in associated companies fmore 14}, ..o
Deferred premium acquisition costs........... .. i iaiiinannes
R B RREEE i) o bt et S s o R B T B SR RS
OGN - o oo e e N 0 U T R
Orther assets fmote 5h.vovvvvoiciciaisanarnes

Signed on behalf of the Board

V- P. Wet=
Sl l

Director

Director

1987

(3000)

31,661
21,045
6,126
560

59,392

22,591

18,374

51,3%0
92,355

15,740
4,520
3,582
3,431

6,393
185,413

1986
($000)

24,389
17,759
4,383
550

47,081

29,893
14,657

26,694
71,244

3,936
1,983
5,106

495

129,845
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LIABILITIES

Bank loans fnore 6)
Accounts payable

and accrued liabilities. .. .. ..o oiiii i

Poavable o B OrerS & o e R S

Premium deposit

B e et i B s e oy PR i ok i B o

Deposits from unlicensed reinsurers. ......... .o iviiarnnnnerrons
Incometaxespavable. . . ...t

PO T OT B MMIERE - ose o s i e 0 i i om0 0 :
Hnearmed - Pramimis o b o e R e
NODES PEVADIE 018 7L w0 oima s v o ae scaomiiin e winiin o win o s i bnt 4ac
Daftrred IO ERREE (oo s o s i s b e i e B R e

Minority interest

---------------------------------------------

SHAREHOLDERS' EQUITY
Capital stack faote 30 v i s ol bu LT G SRR R

Retained earnings

1987

(3000)

3,461
12,479
1.217
4,730
3,981
4,515

30,383

59,438
20,799
3,067
627
10,051

124,365

43,656

17,392
61,048
185,413

1986

(3000)

2,176
f, 900
5,815
4,739
5,561
15173

26,364

40,236
17,121
3,000
1,322
527

88,570

38,858
2,417

41,275
129,545
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FAIRFAX FINANCIAL HOLDINGS LIMITED

CONSOLIDATED STATEMENT OF EARNINGS
FOR THE YEAR ENDED DECEMBER 31, 1987

1987
(3000)
Operating Income
PRETOIIIS BRETE s i oo s o o o -5 35 el o 0 i o i 62,012
L T 1 T 1 = - P 33,529
0 G |+ R e Sl b e A O sl e e I g - 211
95,752
Investment Income
Interest and dividends. . . . ... .. e s s 8,042
Realized gains on inVeStmMents. . . ......coo v ivvrnmaraneanronnans 9,159
Equity in earnings of associated companies fnore 14/, .. .............. 18
112,971
Expenses
L.0SSES ON ClAIIMIS . + o v ve v v e e mnsmemmeeessssssnrannnsstonesasnss 45,275
Operating eXPenSeS. (... ivevssansarnsrabrarsrsassssnsnsesases 40,702
ARents’ COMIMISSIONS. ... vvveuniiiarnnerearretioniasannsrraenan 5. 757
Reinsurance COMIMISSIONS . . « < v v e vvamvsasnsccctsansssanssssnans 3,034
94,768
Earnings before INCOMEe LAXES. . . ... covvsvevannnnnrrrrssssasaasanas 18,203
Provision for income laxes frote 1), . .. oo vvvunnrerrrrssssssnannnnns 5,878
Earnings before the following. .. ....... ... oo iiiiiiiiiiiaraans 12,325
Gain on reduction of interest in subsidiary, net of tax fmoe i5). ... .. .. .. 3,524
Earnings before extraordinary item and minority interest............. 15,849
Extraordinary item - recovery of deferred income taxes. .............. 1,700
MINOTIEY INEBLESL. . . it s s amsivs o amaisas oo imn miwsas v ans {1,530)
Netearnings forthe year.. ... .o ivananmeninrrrriseais 16,019
Earnings per share - fully diluted rnoe i6)
Earnings before gain on reduction of
interest in SubSIdIAIY. . ..o v v vvn iy $1.50
Earnings before extraordinaryitem........... ..., £1.99
Nt BRI - = o i R S B e e B §2.23

CONSOLIDATED STATEMENT OF RETAINED EARNINGS
FOR THE YEAR ENDED DECEMBER 31, 1987

1987
(S000)
Retained earnings (deficit) - beginning of period. .. ... ........ .00 2,417
Barmings Tor the PeTO. .. . vormvmemes s e o oo o nn m semy s gy s 16,019
Dividends on preferred shares. . ... ... vivanmiiniiresrrirsias (1,044)
GhAre ISSUANCE COBLS. .. v v n v i s asaassaaansaneareosassisnesns —
Retained earnings -endof period. .. ... i 17,392

1986
($000)

40,885
6,850
168

48,103

4,678
952

53,733

28,193
12,144
3,281

1,030

44,648
9,085
4,184

4,901

4,901
1,711

(64)
6,548

—

$1.01
£1.01
$1.35

1986
(S000)

(2,759)
6,548
(1,044)
( 328)
2,417
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