






      How John Paulson Bet Against the Markets
 and Made $20 Billion

      
      the
 greatest
 trade ever

      
         gregory zuckerman
         


      PENGUIN

      [image: image]

      VIKING



VIKING


Published by the Penguin Group

Penguin Books Ltd, 80 Strand, London WC2R 0RL, England



Penguin Group (USA) Inc., 375 Hudson Street, New York, New York 10014, USA


Penguin Group (Canada), 90 Eglinton Avenue East, Suite 700, Toronto, Ontario, Canada M4P 2Y3 (a division of Pearson Penguin Canada Inc.)


Penguin Ireland, 25 St Stephen’s Green, Dublin 2, Ireland (a division of Penguin Books Ltd)


Penguin Group (Australia), 250 Camberwell Road, Camberwell, Victoria 3124, Australia (a division of Pearson Australia Group Pty Ltd)


Penguin Books India Pvt Ltd, 11 Community Centre, Panchsheel Park, New Delhi – 110 017, India



Penguin Group (NZ), 67 Apollo Drive, Rosedale, North Shore 0632, New Zealand (a division of Pearson New Zealand Ltd)


Penguin Books (South Africa) (Pty) Ltd, 24 Sturdee Avenue, Rosebank, Johannesburg 2196, South Africa


Penguin Books Ltd, Registered Offices: 80 Strand, London WC2R 0RL, England


www.penguin.com


First published in the United States of America by Broadway Books, an imprint of the Crown Publishing Group, a division of Random House, Inc., New York 2009

First published in Great Britain by Viking 2010


Copyright © Gregory Zuckerman, 2009



The moral right of the author has been asserted

All rights reserved

Without limiting the rights under copyright reserved above, no part of this publication may be reproduced, stored in or introduced into a retrieval system, or transmitted, in any form or by any means (electronic, mechanical, photocopying, recording or otherwise), without the prior written permission of both the copyright owner and the above publisher of this book



A CIP catalogue record for this book is available from the British Library


ISBN: 978-0-67-091837-9



      Contents

      
            introduction

      
      
            prologue

      
      Chapter 1.

                                                                           
      Chapter 2.

                                                                           
      Chapter 3.

                                                                           
      Chapter 4.

                                                                           
      Chapter 5.

                                                                           
      Chapter 6.

                                                                           
      Chapter 7.

                                                                           
      Chapter 8.

                                                                           
      Chapter 9.

                                                                           
      Chapter 10.

                                                                           
      Chapter 11.

                                                                           
      Chapter 12.

                                                                           
      Chapter 13.

                                                                           
      Chapter 14.

      
      epilogue

                        
      acknowledgments

      
      notes

      
      index

      

      
      
      TO DAD AND TO MOM,

         MY TEACHERS, MY FOUNDATION
         


      
      TO MICHELLE, GABRIEL, AND ELIJAH,

         MY JOY, MY INSPIRATION

      

      
      
      
      
         introduction


      
      
      The tip was intriguing. It was the fall of 2007, financial markets were collapsing, and Wall Street firms were losing massive
         amounts of money, as if they were trying to give back a decade’s worth of profits in a few brutal months. But as I sat at
         my desk at The Wall Street Journal tallying the pain, a top hedge-fund manager called to rave about an investor named John Paulson who somehow was scoring huge
         profits. My contact, speaking with equal parts envy and respect, grabbed me with this: “Paulson’s not even a housing or mortgage
         guy…. And until this trade, he was run-of-the-mill, nothing special.”


      
      There had been some chatter that a few little-known investors had anticipated the housing troubles and purchased obscure derivative
         investments that now were paying off. But few details had emerged and my sources were too busy keeping their firms afloat
         and their careers alive to offer very much. I began piecing together Paulson’s trade, a welcome respite from the gory details
         of the latest banking fiasco. Cracking Paulson’s moves seemed at least as instructive as the endless mistakes of the financial
         titans.


      
      Riding the bus home one evening through the gritty New Jersey streets of Newark and East Orange, I did some quick math. Paulson
         hadn’t simply met with success—he had rung up the biggest financial coup in history, the greatest trade ever recorded. All
         from a rank outsider in the world of real estate investing—could it be?


      
      The more I learned about Paulson and the obstacles he overcame, the more intrigued I became, especially when I discovered
         he wasn’t alone—a group of gutsy, colorful investors, all well outside Wall Street’s establishment, was close on his heels. These traders
         had become concerned about an era of loose money and financial chicanery, and had made billions of dollars of investments
         to prepare for a meltdown that they were certain was imminent.


      
      Some made huge profits and won’t have to work another day of their lives. But others squandered an early lead on Paulson and
         stumbled at the finish line, an historic prize just out of reach.


      
      Paulson’s winnings were so enormous they seemed unreal, even cartoonish. His firm, Paulson & Co., made $15 billion in 2007,
         a figure that topped the gross domestic products of Bolivia, Honduras, and Paraguay, South American nations with more than
         twelve million residents. Paulson’s personal cut was nearly $4 billion, or more than $10 million a day. That was more than the earnings of J. K. Rowling, Oprah Winfrey, and Tiger Woods put together. At one point in late 2007,
         a broker called to remind Paulson of a personal account worth $5 million, an account now so insignificant it had slipped his
         mind. Just as impressive, Paulson managed to transform his trade in 2008 and early 2009 in dramatic form, scoring $5 billion
         more for his firm and clients, as well as $2 billion for himself. The moves put Paulson and his remarkable trade alongside
         Warren Buffett, George Soros, Bernard Baruch, and Jesse Livermore in Wall Street’s pantheon of traders. They also made him
         one of the richest people in the world, wealthier than Steven Spielberg, Mark Zuckerberg, and David Rockefeller Sr.


      
      Even Paulson and the other bearish investors didn’t foresee the degree of pain that would result from the housing tsunami
         and its related global ripples. By early 2009, losses by global banks and other firms were nearing $3 trillion while stock-market
         investors had lost more than $30 trillion. A financial storm that began in risky home mortgages left the worst global economic
         crisis since the Great Depression in its wake. Over a stunning two-week period in September 2008, the U.S. government was
         forced to take over mortgage-lending giants Fannie Mae and Freddie Mac, along with huge insurer American International Group.
         Investors watched helplessly as onetime Wall Street power Lehman Brothers filed for bankruptcy, wounded brokerage giant Merrill
         Lynch rushed into the arms of Bank of America, and federal regulators seized Washington Mutual in the largest bank failure in the
         nation’s history. At one point in the crisis, panicked investors offered to buy U.S. Treasury bills without asking for any
         return on their investment, hoping to find somewhere safe to hide their money.


      
      By the middle of 2009, a record one in ten Americans was delinquent or in foreclosure on their mortgages; even celebrities
         such as Ed McMahon and Evander Holyfield fought to keep their homes during the heart of the crisis. U.S. housing prices fell
         more than 30 percent from their 2006 peak. In cities such as Miami, Phoenix, and Las Vegas, real-estate values dropped more
         than 40 percent. Several million people lost their homes. And more than 30 percent of U.S. home owners held mortgages that
         were underwater, or greater than the value of their houses, the highest level in seventy-five years.


      
      Amid the financial destruction, John Paulson and a small group of underdog investors were among the few who triumphed over
         the hubris and failures of Wall Street and the financial sector.


      
      But how did a group of unsung investors predict a meltdown that blindsided the experts? Why was it John Paulson, a relative
         amateur in real estate, and not a celebrated mortgage, bond, or housing specialist like Bill Gross or Mike Vranos who pulled
         off the greatest trade in history? How did Paulson anticipate Wall Street’s troubles, even as Hank Paulson, the former Goldman
         Sachs chief who ran the Treasury Department and shared his surname, missed them? Even Warren Buffett overlooked the trade,
         and George Soros phoned Paulson for a tutorial.


      
      Did the investment banks and financial pros truly believe that housing was in an inexorable climb, or were there other reasons
         they ignored or continued to inflate the bubble? And why did the very bankers who created the toxic mortgages that undermined
         the financial system get hurt most by them?


      
      This book, based on more than two hundred hours of interviews with key participants in the daring trade, aims to answer some
         of these questions, and perhaps provide lessons and insights for future financial manias.


      

      
      
      
      
         prologue


      
      
      John Paulson seemed to live an ambitious man’s dream. At the age of forty-nine, Paulson managed more than $2 billion for his
         investors, as well as $100 million of his own wealth. The office of his Midtown Manhattan hedge fund, located in a trendy
         building on 57th and Madison, was decorated with dozens of Alexander Calder watercolors. Paulson and his wife, Jenny, a pretty
         brunette, split their time between an upscale town house on New York’s fashionable Upper East Side and a multimillion-dollar
         seaside home in the Hamptons, a playground of the affluent where Paulson was active on the social circuit. Trim and fit, with
         close-cropped dark hair that was beginning to thin at the top, Paulson didn’t enjoy exceptional looks. But his warm brown
         eyes and impish smile made him seem approachable, even friendly, and Paulson’s unlined face suggested someone several years
         younger.


      
      The window of Paulson’s corner office offered a dazzling view of Central Park and the Wollman skating rink. This morning,
         however, he had little interest in grand views. Paulson sat at his desk staring at an array of numbers flashing on computer
         screens before him, grimacing.


      
      “This is crazy,” he said to Paolo Pellegrini, one of his analysts, as Pellegrini walked into his office.

      
      It was late spring of 2005. The economy was on a roll, housing and financial markets were booming, and the hedge-fund era
         was in full swing. But Paulson couldn’t make much sense of the market. And he wasn’t making much money, at least compared
         with his rivals. He had been eclipsed by a group of much younger hedge-fund managers who had amassed huge fortunes over the last few years—and were spending their winnings in over-the-top ways.


      
      Paulson knew he didn’t fit into that world. He was a solid investor, careful and decidedly unspectacular. But such a description
         was almost an insult in a world where investors chased the hottest hand, and traders could recall the investment returns of
         their competitors as easily as they could their children’s birthdays.


      
      Even Paulson’s style of investing, featuring long hours devoted to intensive research, seemed outmoded. The biggest traders
         employed high-powered computer models to dictate their moves. They accounted for a majority of the activity on the New York
         Stock Exchange and a growing share of Wall Street’s wealth. Other gutsy hedge-fund managers borrowed large sums to make risky
         investments, or grabbed positions in the shares of public companies and bullied executives to take steps to send their stocks
         flying. Paulson’s tried-and-true methods were viewed as quaint.


      
      It should have been Paulson atop Wall Street, his friends thought. Paul son had grown up in a firmly middle-class neighborhood
         in Queens, New York. He received early insight into the world of finance from his grandfather, a businessman who lost a fortune
         in the Great Depression. Paulson graduated atop his class at both New York University and Harvard Business School. He then
         learned at the knees of some of the market’s top investors and bankers, before launching his own hedge fund in 1994. Pensive
         and deeply intelligent, Paulson’s forte was investing in corporate mergers that he viewed as the most likely to be completed,
         among the safest forms of investing.


      
      When the soft-spoken Paulson met with clients, they sometimes were surprised by his limp handshake and restrained manner.
         It was unusual in an industry full of bluster. His ability to explain complex trades in straightforward terms left some wondering
         if his strategies were routine, even simple. Younger hedge-fund traders went tieless and dressed casually, feeling confident
         in their abilities thanks to their soaring profits and growing stature. Paulson stuck with dark suits and muted ties.


      
      Paulson’s lifestyle once had been much flashier. A bachelor well into his forties, Paulson, known as J.P. among friends, was
         a tireless womanizer who chased the glamour and beauty of young models, like so many others on Wall Street. But unlike his peers, Paulson
         employed an unusually modest strategy with women, much as he did with stocks. He was kind, charming, witty, and gentlemanly,
         and as a result, he met with frequent success.


      
      In 2000, though, Paulson grew tired of the chase and, at the age of forty-four, married his assistant, a native of Romania.
         They had settled into a quiet domestic life. Paulson cut his ties with wilder friends and spent weekends doting on his two
         young daughters.


      
      By 2005, Paulson had reached his twilight years in accelerated Wall Street–career time. He still was at it, though, still
         hungry for a big trade that might prove his mettle. It was the fourth year of a spectacular surge in housing prices, the likes
         of which the nation never had seen. Home owners felt flush, enjoying the soaring values of their homes, and buyers bid up
         prices to previously unheard-of levels. Real estate was the talk of every cocktail party, soccer match, and family barbecue.
         Financial behemoths such as Citigroup and AIG, New Century and Bear Stearns, were scoring big profits. The economy was roaring.
         Everyone seemed to be making money hand over fist. Everyone but John Paulson, that is.


      
      To many, Paulson seemed badly out of touch. Just months earlier, he had been ridiculed at a party in Southampton by a dashing
         German investor incredulous at both his meager returns and his resistance to housing’s allures. Paulson’s own friend, Jeffrey
         Greene, had amassed a collection of prime Los Angeles real estate properties valued at more than $500 million, along with
         a coterie of celebrity friends, including Mike Tyson, Oliver Stone, and Paris Hilton.


      
      But beneath the market’s placid surface, the tectonic plates were quietly shifting. A financial earthquake was about to shake
         the world. Paulson thought he heard far-off rumblings—rumblings that the hedge-fund heroes and frenzied home buyers were ignoring.


      
      Paulson dumped his fund’s riskier investments and began laying bets against auto suppliers, financial companies, anything
         likely to go down in bad times. He also bought investments that served as cheap insurance in case things went wrong. But the
         economy chugged ever higher, and Paulson & Co. endured one of the most difficult periods in its history. Even bonds of Delphi, the bankrupt auto supplier that Paulson assumed would tumble, suddenly surged in price, rising 50 percent
         over several days.


      
      “This [market] is like a casino,” he insisted to one trader at his firm, with unusual irritation.

      
      He challenged Pellegrini and his other analysts: “Is there a bubble we can short?”

      
      
         PAOLO PELLEGRINI felt his own mounting pressures. A year earlier, the tall, stylish analyst, a native of Italy, had called Paulson, looking
         for a job. Despite his amiable nature and razor-sharp intellect, Pellegrini had been a failure as an investment banker and
         flamed out at a series of other businesses. He’d been lucky to get a foot in the door at Paulson’s hedge fund—there had been
         an opening because a junior analyst left for business school. Paulson, an old friend, agreed to take him on.


      
      Now, Pellegrini, just a year younger than Paulson, was competing with a group of hungry twenty-year-olds—kids the same age
         as his own children. His early work for Paulson had been pedestrian, he realized, and Pellegrini felt his short leash at the
         firm growing tighter. Somehow, Pellegrini had to find a way to keep his job and jump-start his career.


      
      Analyzing reams of housing data into the night, hunched over a desk in his small cubicle, Pellegrini began to discover proof
         that the real estate market had reached untenable levels. He told Paulson that trouble was imminent.


      
      Reading the evidence, Paulson was immediately convinced Pellegrini was right. The question was, how could they profit from
         the discovery? Daunting obstacles confronted them. Paulson was no housing expert, and he had never traded real estate investments.
         Even if he was right, Paulson knew, he could lose his entire investment if he was too early in anticipating the collapse of
         what he saw as a real estate bubble, or if he didn’t implement the trade properly. Any number of legendary investors, from
         Jesse Livermore in the 1930s to Julian Robertson and George Soros in the 1990s, had failed to successfully navigate financial
         bubbles, costing them dearly.


      
      
         Paulson’s challenges were even more imposing. It was impossible to directly bet against the price of a home. Just as important,
         a robust infrastructure had grown to support the real estate market, as a network of low-cost lenders, home appraisers, brokers,
         and bankers worked to keep the money spigot flowing. On a national basis, home prices never had fallen over an extended period.
         Some rivals already had been burned trying to anticipate an end of housing’s bull market.


      
      Moreover, unbeknownst to Paulson, competitors were well ahead of him, threatening any potential windfall Paulson might have
         hoped to make. In San Jose, California, three thousand miles away, Dr. Michael Burry, a doctor-turned-hedge-fund manager,
         was busy trying to place his own massive trades to profit from a real estate collapse. In New York, a brash trader named Greg
         Lippmann soon would begin to make bearish trades, while teaching hundreds of Paulson’s competitors how to wager against housing.


      
      Experts redirected Paulson, pointing out that he had no background in housing or subprime mortgages. But Wall Street had underestimated
         him. Paulson was no singles hitter, afraid of risk. A part of him had been waiting for the perfect trade, one that would prove
         him to be one of the greatest investors of all. Anticipating a housing collapse—and all that it meant—was Paulson’s chance
         to hit the ball out of the park and win the acclaim he deserved. It might be his last chance. He just had to find a way to
         pull off the trade.


      

      
      
      
      1.

      
      
      
         And chase the frothy bubbles,

         While the world is full of troubles.

         —William Butler Yeats



      
      A GLIMPSE OF WALL STREET’S TRADING FLOORS AND INVESTMENT offices in 2005 would reveal a group of revelers enjoying a raging, multiyear party. In one corner, making a whole lot of
         noise, were the hedge-fund managers, a particularly exuberant bunch, some with well-cut, tailored suits and designer shoes,
         but others a bit tipsy, with ugly lampshades on their heads.


      
      Hedge funds gained public consciousness in the new millennium with an unusual mystique and outsized swagger. But hedge funds
         actually have been around since 1949, when Alfred Winslow Jones, an Australian-born writer for Fortune Magazine researching an article about innovative investment strategies, decided to take a stab at running his own investment partnership.
         Months before the magazine had a chance to publish his piece, Jones and four friends raised $100,000 and borrowed money on
         top of that to create a big investment pool.


      
      Rather than simply own stocks and be exposed to the whims of the market, though, Jones tried to “hedge,” or protect, his portfolio
         by betting against some shares while holding others. If the market tumbled, Jones figured, his bearish investments would help
         insulate his portfolio and he could still profit. If Jones got excited about the outlook of General Motors, for example, he might buy 100 shares
         of the automaker, and offset them with a negative stance against 100 shares of rival Ford Motor. Jones entered his bearish
         investments by borrowing shares from brokers and selling them, hoping they fell in price and later could be replaced at a
         lower level, a tactic called a short sale. Borrow and sell 100 shares of Ford at $20, pocket $2,000. Then watch Ford drop
         to $15, buy 100 shares for $1,500, and hand the stock back to your broker to replace the shares you’d borrowed. The $500 difference
         is your profit.


      
      By both borrowing money and selling short, Jones married two speculative tools to create a potentially conservative portfolio.
         And by limiting himself to fewer than one hundred investors and accepting only wealthy clients, Jones avoided having to register
         with the government as an investment company. He charged clients a hefty 20 percent of any gains he produced, something mutual-fund
         managers couldn’t easily do because of legal restrictions.


      
      The hedge-fund concept slowly caught on; Warren Buffett started one a few years later, though he shuttered it in 1969, wary
         of a looming bear market. In the early 1990s, a group of bold investors, including George Soros, Michael Steinhardt, and Julian
         Robertson, scored huge gains, highlighted by Soros’s 1992 wager that the value of the British pound would tumble, a move that
         earned $1 billion for his Quantum hedge fund. Like Jones, these investors accepted only wealthy clients, including pension
         plans, endowments, charities, and individuals. That enabled the funds to skirt various legal requirements, such as submitting
         to regular examinations by regulators. The hedge-fund honchos disclosed very little of what they were up to, even to their
         own clients, creating an air of mystery about them.


      
      Each of the legendary hedge-fund managers suffered deep losses in the late 1990s or in 2000, however, much as Hall of Fame
         ballplayers often stumble in the latter years of their playing days, sending a message that even the “stars” couldn’t best
         the market forever. The 1998 collapse of mega–hedge fund Long-Term Capital Management, which lost 90 percent of its value
         over a matter of months, also put a damper on the industry, while cratering global markets. By the end of the 1990s, there were just 515 hedge funds in existence, managing less than
         $500 billion, a pittance of the trillions managed by traditional investment managers.


      
      It took the bursting of the high-technology bubble in late 2000, and the resulting devastation suffered by investors who stuck
         with a conventional mix of stocks and bonds, to raise the popularity and profile of hedge funds. The stock market plunged
         between March 2000 and October 2002, led by the technology and Internet stocks that investors had become enamored with, as
         the Standard & Poor’s 500 fell 38 percent. The tech-laden Nasdaq Composite Index dropped a full 75 percent. But hedge funds
         overall managed to lose only 1 percent thanks to bets against high-flying stocks and holdings of more resilient and exotic
         investments that others were wary of, such as Eastern European shares, convertible bonds, and troubled debt. By protecting
         their portfolios, and zigging as the market zagged, the funds seemed to have discovered the holy grail of investing: ample
         returns in any kind of market. Falling interest rates provided an added boost, making the money they borrowed—known in the
         business as leverage, or gearing—inexpensive. That enabled funds to boost the size of their holdings and amplify their gains.


      
      Money rushed into the hedge funds after 2002 as a rebound in global growth left pension plans, endowments, and individuals
         flush, eager to both multiply and retain their wealth. Leveraged-buyout firms, which borrowed their own money to make acquisitions,
         also became beneficiaries of an emerging era of easy money. Hedge funds charged clients steep fees, usually 2 percent or so
         of the value of their accounts and 20 percent or more of any gains achieved. But like an exclusive club in an upscale part
         of town, they found they could levy heavy fees and even turn away most potential customers, and still more investors came
         pounding on their doors, eager to hand over fistfuls of cash.


      
      There were good reasons that hedge funds caught on. Just as Winston Churchill said democracy is the worst form of government
         except for all the others, hedge funds, for all their faults, beat the pants off of the competition. Mutual funds and most
         other traditional investment vehicles were decimated in the 2000–2002 period, some losing half or more of their value. Some mutual funds bought into the
         prevailing mantra that technology shares were worth the rich valuations or were unable to bet against stocks or head to the
         sidelines as hedge funds did. Most mutual funds considered it a good year if they simply beat the market, even if it meant
         losing a third of their investors’ money, rather than half.


      
      Reams of academic data demonstrated that few mutual funds could best the market over the long haul. And while index funds
         were a cheaper and better-performing alternative, these investment vehicles only did well if the market rose. Once, Peter
         Lynch, Jeffrey Vinik, Mario Gabelli, and other savvy investors were content to manage mutual funds. But the hefty pay and
         flexible guidelines of the hedge-fund business allowed it to drain much of the talent from the mutual-fund pool by the early
         years of the new millennium—another reason for investors with the financial wherewithal to turn to hedge funds.


      
      For years, it had been vaguely geeky for young people to obsess over complex investment strategies. Sure, big-money types
         always got the girls. But they didn’t really want to hear how you made it all. After 2000, however, running a hedge fund and
         spouting off about interest-only securities, capital-structure arbitrage, and attractive tracts of timberland became downright
         sexy. James Cramer, Suze Orman, and other financial commentators with a passion for money and markets emerged as matinee idols,
         while glossy magazines like Trader Monthly chronicled, and even deified, the exploits of Wall Street’s most successful investors.


      
      Starting a hedge fund became the clear career choice of top college and business-school graduates. In close second place:
         working for a fund, at least long enough to gain enough experience to launch one’s own. Many snickered at joining investment
         banks and consulting firms, let alone businesses that actually made things, preferring to produce profits with computer keystrokes
         and brief, impassioned phone calls.


      
      By the end of 2005, more than 2,200 hedge funds around the globe managed almost $1.5 trillion, and they surpassed even Internet
         companies as the signature vehicle for amassing fortune in modern times. Because many funds traded in a rapid-fire style,
         and borrowed money to expand their portfolios, they accounted for more than 20 percent of the trading volume in U.S. stocks, and 80 percent of
         some important bond and derivative markets.1
         


      
      The impressive gains and huge fees helped usher in a Gilded Age 2.0 as funds racked up outsized profits, even by the standards
         of the investment business. Edward Lampert, a hedge-fund investor who gained control of retailer Kmart and then gobbled up
         even larger Sears, Roebuck, made $1 billion in 2004, dwarfing the combined $43 million that chief executives of Goldman Sachs,
         Microsoft, and General Electric made that year.2
         


      
      The most successful hedge-fund managers enjoyed celebrity-billionaire status, shaking up the worlds of art, politics, and
         philanthropy. Kenneth Griffin married another hedge-fund trader, Anne Dias, at the Palace of Versailles and held a postceremony
         party at the Louvre, following a rehearsal dinner at the Musée d’Orsay. Steven Cohen spent $8 million for a preserved shark
         by Damien Hirst, part of a $1 billion art collection assembled in four years that included work from Keith Haring, Jackson
         Pollock, van Gogh, Gauguin, Andy Warhol, and Roy Lichtenstein. Whiz kid Eric Mindich, a thirty-something hotshot, raised millions
         for Democratic politicians and was a member of presidential candidate John Kerry’s inner circle.


      
      Hedge-fund pros, a particularly philanthropic group that wasn’t shy about sharing that fact, established innovative charities,
         including the Robin Hood Foundation, notable for black-tie fund-raisers that attracted celebrities like Gwyneth Paltrow and
         Harvey Weinstein, and for creative efforts to revamp inner-city schools.


      
      The hedge-fund ascension was part of a historic expansion in the financial sector. Markets became bigger and more vibrant,
         and companies found it more inexpensive to raise capital, resulting in a burst of growth around the globe, surging home ownership,
         and an improved quality of life.


      
      But by 2005, a financial industry based on creating, trading, and managing shares and debts of businesses was growing at a
         faster pace than the economy itself, as if a kind of financial alchemy was at work. Finance companies earned about 15 percent
         of all U.S. profits in the 1970s and 1980s, a figure that surged past 25 percent by 2005. By the mid-2000s, more than 20 percent of Harvard University
         undergraduates entered the finance business, up from less than 5 percent in the 1960s.


      
      One of the hottest businesses for financial firms: trading with hedge funds, lending them money, and helping even young, inexperienced
         investors like Michael Burry get into the game.


      
      
         MICHAEL BURRY
 had graduated medical school and was almost finished with his residency at Stanford University Medical School in 2000 when
         he got the hedge-fund bug. Though he had no formal financial education and started his firm in the living room of his boyhood
         home in suburban San Jose, investment banks eagerly courted him.


      
      Alison Sanger, a broker at Bank of America, flew to meet Burry and sat with him on a living-room couch, near an imposing drum
         set, as she described what her bank could offer his new firm. Red shag carpeting served as Burry’s trading floor. A worn,
         yellowing chart on a nearby closet door tracked the progressive heights of Burry and his brothers in their youth, rather than
         any commodity or stock price. Burry, wearing jeans and a T-shirt, asked Sanger if she could recommend a good book about how
         to run a hedge fund, betraying his obvious ignorance. Despite that, Sanger signed him up as a client.


      
      “Our model at the time was to embrace start-up funds, and it was clear he was a really smart guy,” she explains.

      
      Hedge funds became part of the public consciousness. In an episode of the soap opera All My Children, Ryan told Kendall, “Love isn’t like a hedge fund, you know… you can’t have all your money in one investment, and if it looks
         a little shaky, you can’t just buy something that looks a little safer.” (Perhaps it was another sign of the times that the
         show’s hedge-fund reference was the only snippet of the overwrought dialogue that made much sense.) Designer Kenneth Cole
         even offered a leather loafer called the Hedge Fund, available in black or brown at $119.98.3
         


      
      Things soon turned a bit giddy, as investors threw money at traders with impressive credentials. When Eric Mindich left Goldman Sachs to start a hedge fund in late 2004, he shared few details
         of how he would operate, acknowledged that he hadn’t actually managed money for several years, and said investors would have
         to fork over a minimum of $5 million and tie up their cash for as long as four and a half years to gain access to his fund.
         He raised more than $3 billion in a matter of months, leaving a trail of investors frustrated that they couldn’t get in.4
         


      
      Both Mindich and Burry scored results that topped the market, and the industry powered ahead. But traders with more questionable
         abilities soon got into the game, and they seemed to enjoy the lifestyle as much as the inherent investment possibilities
         of operating a hedge fund. In 2004, Bret Grebow, a twenty-eight-year-old fund manager, bought a new $160,000 Lamborghini Gallardo
         as a treat and regularly traveled with his girlfriend between his New York office and a home in Highland Beach, Florida, on
         a private jet, paying as much as $10,000 for the three-hour flight.


      
      “It’s fantastic,” Mr. Grebow said at the time, on the heels of a year of 40 percent gains. “They’ve got my favorite cereal,
         Cookie Crisp, waiting for me, and Jack Daniel’s on ice.5 (Grebow eventually pled guilty to defrauding investors of more than $7 million while helping to operate a Ponzi scheme that
         bilked clients without actually trading on their behalf.)


      
      A 2006 survey of almost three hundred hedge-fund professionals found they on average had spent $376,000 on jewelry, $271,000
         on watches, and $124,000 on “traditional” spa services over the previous twelve months. The term traditional was used to distinguish between full-body massages, mud baths, seaweed wraps and the like, and more exotic treatments. The
         survey reported anecdotal evidence that some hedge-fund managers were shelling out tens of thousands of dollars to professionals
         to guide them through the Play of Seven Knives, an elaborate exercise starting with a long, luxuriant bath, graduating to
         a full massage with a variety of rare oils, and escalating to a series of cuts inflicted by a sharp, specialized knife aimed
         at eliciting extraordinary sexual and painful sensations.6
         


      
      Not only could hedge funds charge their clients more than most other businesses, but their claim of 20 percent of trading gains was treated as capital gains income by the U.S. government
         and taxed at a rate of 15 percent, the same rate paid on wage income by Americans earning less than $31,850.


      
      For the hedge-fund honchos, it really wasn’t about the money and the resulting delights. Well, not entirely. For the men running
         hedge funds and private-equity firms—and they almost always were men—the money became something of a measuring stick. All
         day and into the night, computer screens an arms-length away provided minute-by-minute accounts of their performance, a referendum
         on their value as investors, and affirmation of their very self-worth.


      
      
         AS THE HEDGE-FUND
 celebrations grew more intense in 2005, the revelers hardly noticed forty-nine-year-old John Paulson, alone in the corner,
         amused and a bit befuddled by the festivities. Paulson had a respectable track record and a blue-chip pedigree. But it was
         little wonder that he found himself an afterthought in this overcharged world.


      
      Born in December 1955, Paulson was the offspring of a group of risk-takers, some of whom had met their share of disappointment.

      
      Paulson’s great-grandfather Percy Thorn Paulsen was a Norwegian captain of a Dutch merchant ship in the late 1890s that ran
         aground one summer off Guayaquil, Ecuador, on its way up the coast of South America. Reaching land, Paulsen and his crew waited
         several weeks for the ship to be repaired, getting to know the growing expatriate community in the port city. There, he met
         the daughter of the French ambassador to Ecuador, fell in love, and decided to settle. In 1924, a grandson was born named
         Alfred. Three years later, Alfred’s mother died while giving birth to another boy. The boys were sent to a German boarding
         school in Quito. Alfred’s father soon suffered a massive heart attack after a game of tennis and passed away.


      
      The Paulsen boys, now orphans, moved in with their stepmother, but she had her own children to care for, so an aunt took them
         in. At sixteen, Alfred and his younger brother, Albert, fifteen, were ready to move on, traveling 3,500 miles northwest to
         Los Angeles. Alfred spent two years doing odd jobs before enlisting in the U.S. Army. Wounded while serving in Italy during World War II, he remained in Europe
         during the Allied occupation.


      
      After the war, Alfred, by now using the surname of Paulson, returned to Los Angeles to attend UCLA. One day, in the school’s
         cafeteria, he noticed an attractive young woman, Jacqueline Boklan, a psychology major, and introduced himself. He was immediately
         taken with her.


      
      Boklan’s grandparents had come to New York’s Lower East Side at the turn of the century, part of a wave of Jewish immigrants
         fleeing Lithuania and Romania in search of opportunity. Jacqueline was born in 1926, and after her father, Arthur, was hired
         to manage fixed-income sales for a bank, the Boklan family moved to Manhattan’s Upper West Side. They rented an apartment
         in the Turin, a stately building on 93rd Street and Central Park West, across from Central Park, and enjoyed a well-to-do
         lifestyle for several years, with servants and a nanny to care for Jacqueline.7
         


      
      But Boklan lost his job during the Great Depression and spent the rest of his life unable to return the family to its former
         stature. In the early 1940s, searching for business opportunities, they moved to Los Angeles, where Jacqueline, now of college
         age, attended UCLA.


      
      After Alfred Paulson wed Jacqueline, he was hired by the accounting firm Arthur Andersen to work in the firm’s New York office,
         and the family moved to Whitestone, a residential neighborhood in the borough of Queens, near the East River. John was the
         third of four children born to the couple. He grew up in the Le Havre apartment complex, a thirty-two-building, 1,021-apartment,
         twenty-seven-acre development featuring two pools, a clubhouse, a gym, and three tennis courts, built by Alfred Levitt, the
         younger brother of William Levitt, the real estate developer who created Levittown. The family later bought a modest home
         in nearby Beechhurst, while Jacqueline’s parents moved into a one-bedroom apartment in nearby Jackson Heights.


      
      Visiting his grandson one day in 1961, Arthur Boklan brought him a pack of Charms candies. The next day, John decided to sell
         the candies to his kindergarten classmates, racing home to tell his grandfather about his first brush with capitalism. After
         they counted the proceeds, Arthur took his grandson to a local supermarket to show the six-year-old where to buy a pack of Charms for eight cents, trying
         to instill an appreciation of math and numbers in him. John broke up the pack and sold the candies individually for five cents
         each, a tactic that investor Warren Buffett employed in his own youth with packs of chewing gum. Paulson continued to build
         his savings with a variety of after-school jobs.


      
      “I got a piggy bank and the goal was to fill it up, and that appealed to me,” John Paulson recalls. “I had an interest in
         working and having money in my pocket.”


      
      One of Alfred Paulson’s clients, public-relations maven David Finn, who represented celebrities including Perry Como and Jack
         Lemmon, liked Alfred’s work and asked him to become the chief financial officer of his public relations firm, Ruder Finn,
         Inc. The two became fast friends, playing tennis and socializing with their families. Alfred was affable, upbeat, and exceedingly
         modest, content to enjoy his family rather than claim a spotlight at the growing firm, Finn recalls. On the court, Alfred
         had an impressive tennis game but seemed to lack a true competitive spirit, preferring to play for enjoyment.


      
      “Al didn’t care about winning,” says Finn. “He never made a lot or cared about making a lot. He was brilliant, very sensitive
         and friendly, but he was happy where he was in life.”


      
      A natural peacemaker, he sometimes approached colleagues involved in a dispute and gave each an encouraging smile, instantly
         healing the office rift.


      
      Jacqueline, now a practicing child psychologist, was more opinionated than her husband, weighing in on politics and business
         at social gatherings as Alfred looked on. She believed in giving her children a lot of love and even more leeway. Jacqueline
         brought the Paulson children up Jewish, and their eldest daughter later moved to Israel. Alfred was an atheist, but he attended
         synagogue with his family. Until he turned twelve, John had no idea that his father wasn’t Jewish.


      
      John attended a series of local public schools, where he entered a program for gifted students. By eighth grade, Paulson was
         studying calculus, Shakespeare, and other high-school-level subjects. Every summer, Alfred took his family on an extensive vacation, in the United
         States or abroad. By his sophomore year, John was going cross-country with friends, visiting Europe a year later.


      
      John showed signs of unusual independence in other areas as well. Though the Paulsons were members of a local synagogue, the
         Whitestone Hebrew Centre, Paulson listed in his yearbook at Bayside High the “Jesus club” and the “divine light club” among
         his interests during his senior year.


      
      By the time Paulson entered New York University in the fall of 1973, the economy was floundering, the stock market was out
         of vogue, and Paulson’s early interest in money had faded. As a freshman, he studied creative writing and worked in film production.
         He took philosophy courses, thrilling his mother, who loved the arts. But the young man soon lost his interest in his studies,
         slipping behind his classmates. Vietnam, President Nixon, and the antiwar and civil rights protests dominated the news.


      
      “I felt directionless,” says Paulson, who wore his hair to his shoulders, looking like a young Robert Downey Jr. “I wasn’t
         very interested in college.”


      
      After John’s freshman year, Alfred sensed he needed a change and proposed that his son take a summer trip, the Paulson family
         remedy. He bought him an airplane ticket to South America, and that summer John traveled throughout Panama and Colombia before
         making his way to Ecuador, where he stayed with an uncle, a dashing bachelor who developed condominium projects in the coastal
         city of Salinas. His uncle appointed Paulson his hombre de confianza, or trusted right-hand man. He kept an eye out for thieves trying to steal materials from his uncle, supervised deliveries
         at various construction sites, and kept track of his uncle’s inventories.


      
      For a young man from Queens, Salinas was a little piece of heaven. Paulson lived in the penthouse apartment of one of his
         uncle’s buildings, the tallest in Ecuador, with a cook, a gardener, and a housekeeper. He found the women beautiful, the weather
         warm, and the beach close by. He grew to admire his uncle, a charismatic bon vivant who thoroughly enjoyed himself and his money. It was as if Paulson had
         been reborn into an affluent side of the family; he put off his return to NYU to extend his time in Ecuador.


      
      “It brought me back to liking money again,” Paulson remembers.

      
      There was only one drawback: His family was conservative and proved too confining for a young man just beginning to enjoy
         his independence. Paulson wasn’t allowed to date without a chaperone and could choose only young women from the right families,
         as designated and approved by his uncle.


      
      One day, Paulson met a pretty sixteen-year-old at one of his job sites, a young woman who turned out to be the daughter of
         the chief of police of Salinas. He invited her back to his apartment for dinner, asking his cook to whip up something for
         them to eat. The cook quietly called Paulson’s uncle to tip him off. Soon an associate of Paulson’s uncle came to the door.
         “What’s going on in there?! What’s going on?!” he demanded. He pulled aside Paulson and said, “We can’t have that type of
         person here.”


      
      The young woman fled the apartment, running into the night.

      
      Eager to be on his own, Paulson moved to the capital city of Quito, before traveling elsewhere in Ecuador. When he soon ran
         out of money and needed to drum up some cash, he discovered a man who manufactured attractive and inexpensive children’s clothing;
         Paulson commissioned some samples to send to his father back home in New York. His father took the samples to upscale stores
         such as Bloomingdale’s, which ordered six dozen shirts, thrilling the Paulsons. They continued to sell and Paulson hired a
         team in Ecuador to produce more shirts, spending evenings packing and shipping boxes of the clothing, learning to operate
         a business on the fly.


      
      Later, though, as orders piled up, Paulson missed a delivery date with Bloomingdale’s and they canceled the order. He was
         stuck with one thousand unwanted children’s shirts, which he had to store in his parents’ basement. Years later, whenever
         Paulson needed a little extra spending money, he would return to Queens, grab some shirts out of a box, and sell them at various
         New York retailers.


      
      
         Another time during his two years in Ecuador, Paulson noticed attractive wood parquet flooring in a store in Quito. He tracked
         down the local factory that produced it and asked the owner if he could act as his U.S. sales representative, in exchange
         for a commission of 10 percent of any sales. The man agreed, and Paulson sent his father a package of floor samples, which
         Alfred showed to people in the flooring business in New Jersey. They confirmed that the quality and pricing compared favorably
         with that available in the United States. By then, Alfred had left Ruder Finn, Inc. to start his own firm, but he made time
         to help his son. Working together, the Paulsons sold $250,000 of the flooring; his father gave John their entire $25,000 commission.
         The two spoke by phone or wrote daily while John was in Ecuador, bringing them closer together. It was John Paulson’s first
         big trade, and it excited him to want to do more.


      
      “I found it a lot of fun, and I loved having cash in my pocket,” Paulson recalls.

      
      Paulson realized that a college education was the best way to ensure ample cash flow, so he returned to NYU in 1976, newly
         focused and energized. By then, his friends were entering their senior year, two years ahead of Paulson, and he felt pressure
         to catch up. His competitive juices flowing, Paulson spent the next nineteen months accumulating the necessary credits to
         graduate, taking extra courses and attending summer school, receiving all As.


      
      Among his classmates, Paulson developed a reputation for having a unique ability to boil down complex ideas into simple terms.
         After lectures on difficult subjects like statistics or upper-level finance, some approached Paulson asking for help.


      
      “John was clearly the brightest guy in the class,” recalls Bruce Goodman, a classmate.

      
      Paulson was particularly inspired by an investment banking seminar taught by John Whitehead, then the chairman of investment
         banking firm Goldman Sachs. To give guest lectures, Whitehead brought in various Goldman stars, such as Robert Rubin, later
         secretary of the Treasury under Bill Clinton, and Stephen Friedman, Goldman’s future chairman. Paulson was transfixed as Rubin
         discussed making bets on mergers, a style of investing known as risk-arbitrage, and Friedman dissected the world of mergers and acquisitions deal making.


      
      An avid tennis player, like his father, Paulson sometimes invited friends to the Westside Tennis Club in Flushing, New York,
         where his father was a member, to play on the grass courts that served as home to the U.S. Open. But he rarely invited them
         back home, and some never even knew he was a native of Queens. For years, Paulson would simply say that he was from New York
         City.


      
      It was his classmate, Bruce Goodman, who began calling Paulson “J.P.,” a reflection of Paulson’s initials as well as a sly
         allusion to J.P. Morgan, the legendary turn-of-the-century banker. The nickname, which stuck for the rest of his life, spoke
         to Paulson’s obvious abilities, his growing ambition, and his blue-blood aspirations. Paulson smiled when he heard the new
         nickname, appreciating the compliment and the double entendre.


      
      Paulson graduated first in his class from NYU with a degree in finance. As the valedictorian of the College of Business and
         Public Administration, he delivered a speech about corporate responsibility. A dean at the school suggested that he apply
         to Harvard Business School. Although Paulson was only twenty-two and didn’t have much business experience, he cited the lessons
         of his business in Ecuador in his application; he not only gained acceptance but won the Sidney J. Weinberg/Goldman Sachs
         scholarship.


      
      One day at Harvard Business School, a classmate, on the way to a meeting of Harvard’s investment club, approached Paulson,
         telling him, “You’ve got to hear this guy Kohlberg speak.” Paulson had never heard of Jerry Kohlberg, founder of investment
         powerhouse Kohlberg Kravis Roberts & Co., but he tagged along, one of only a dozen students to show up. Kohlberg, an early
         pioneer of so-called leveraged buyouts, brought two bankers with him, and they walked through the details of how to buy a
         company using little cash and a lot of borrowed money. Then Kohlberg detailed how KKR put up $500,000 and borrowed $36 million
         to buy an obscure company that they sold six months later, walking away with $17 million in profit.


      
      
         For Paulson, it was a life-changing experience, like seeing the Beatles for the first time, one that opened his eyes to the
         huge paydays possible from big investments. Paulson calculated that partners at Goldman Sachs like Whitehead and Rubin made
         just $500,000 that year, a figure that seemed puny next to what could be made by Kohlberg Kravis Roberts & Co.


      
      
         Jerry Kohlberg can make $17 million on just one deal, thought an astounded Paulson.


      
      In his developing worldview, the acquisition of massive wealth deserved unabashed admiration. John Whitehead and Jerry Kohlberg
         played the game fairly, with intelligence and diligence. To Paulson, they seemed deserving of the rewards they commanded.
         During his second year in business school, Paulson undertook a research project to identify the key players in the leveraged-buyout
         industry. Upon graduation, Paulson assumed that he, too, would head to Wall Street.


      
      Paulson graduated a George F. Baker Scholar in 1980, in the top 5 percent of his class. But when firms came to recruit on
         campus, it was the consulting firms that offered the largest starting salaries, getting Paulson’s attention. Wall Street was
         still battling a bear market. So Paulson accepted a job at Boston Consulting Group, a prestigious local firm that recruited
         only at upper-echelon schools.


      
      Early on in his new job, Paulson was asked to help Jeffrey Libert, a senior consultant, advise the Washington Post Co. on
         whether to invest in real estate. Paulson initially was bullish on the idea—the Paulson home in Beechhurst had increased in
         value over the previous two decades, and housing seemed like a good investment.


      
      Libert, the same age as Paulson and also a native New Yorker who graduated Harvard Business School, showed Paulson a chart
         mapping the impressive growth of housing prices over the previous few decades. But when Libert factored in the rise of inflation
         over that period, the annual gains for housing turned out to be a puny 1.5 percent. Unless you can find an inexpensive home
         or building that can be purchased for less than its replacement cost, Libert argued, real estate isn’t a very attractive investment.


      
      
         “I was amazed to see that,” Paulson says. “I wasn’t an investor, so it didn’t have meaning at the time, but the low rate of
         growth always stuck in my mind.”


      
      The work Paulson did at Boston Consulting Group was research intensive, and he excelled at it. An upbeat presence in the office,
         he chatted up and even flirted with the secretaries and others, most of whom liked Paulson much more than his less-approachable
         colleagues. But Paulson quickly realized he had made a mistake joining the firm. He wasn’t investing money, he was just giving
         advice to companies, and at an hourly rate no less. To the other executives at the firm, Paulson seemed out of place and uncomfortable.


      
      “John would say, ‘How can I make money off this’ while others were giving advice,” Libert remembers. “BCG was really about
         a bunch of geeks sitting around seeing who’s smarter than the next guy, and that made him impatient. He seemed to have an
         instinctual sense of how to make money.”


      
      Paulson, for example, was taken with the story of Charlie Allen Jr., a high-school dropout who built an investment firm, Allen
         & Co., into a powerhouse in the first half of the twentieth century. “The shy Midas of Wall Street,” Allen took taxis while
         members of his family enjoyed chauffeured Rolls-Royces. In 1973 Allen’s firm took control of Columbia Pictures after an accounting
         scandal left it weakened, then sold it to Coca-Cola nine years later in exchange for Coke stock. Later Coke shares soared
         and Allen pocketed a billion-dollar profit. (Years later, Paulson would recall details of the transaction by memory, as if
         reciting the batting average of a favorite baseball player.)


      
      Paulson wanted to move to Wall Street. But when he applied for various jobs, he found that his consulting experience accounted
         for very little. He didn’t want to start at the bottom of the ladder with recent grads, placing him in a quandary. At a local
         tennis tournament, Paulson saw Kohlberg in the stands and approached him, telling the LBO doyen how much he had enjoyed his
         lecture at Harvard. Kohlberg invited the young man to drop by his New York office.


      
      At their meeting a few days later, Paulson confided to Kohlberg, “I went into the wrong career.” He asked for Kohlberg’s help in finding a position on Wall Street.

      
      Kohlberg didn’t have any openings at KKR. When Paulson asked if Kohlberg might introduce him to other heavy hitters in the
         buyout world like Leon Levy at Oppenheimer & Co., Kohlberg picked up the phone and got him an appointment.


      
      A few weeks later, Paulson went to Levy’s Park Avenue apartment for an interview. He had never seen anything like it before—everywhere
         he looked he saw antiquities, collectibles, and objets d’art. Paulson couldn’t help but gawk, unsure if the busts around the
         home were Roman, Greek, or of some other origin he knew even less about. Paulson felt that if he moved too quickly in any
         direction, he would knock over one of Levy’s priceless pieces, a move unlikely to further his career. Sitting down, carefully,
         he began to talk with Levy, sipping coffee from delicate fine porcelain. It turned out that Levy was looking to expand his
         firm and needed a smart associate. By the end of the day, Paulson had landed a job.


      
      Paulson was so eager to leave the world of consulting that he hadn’t thought to ask many details about the firm he had joined.
         It turned out that Paulson had been hired by Oppenheimer, a partnership that owned a larger brokerage firm as well as an investment
         operation run by Levy and Jack Nash. When Paulson opened the door to his new office, he found another young executive, Peter
         Soros, sitting in his seat.


      
      “What are you doing in my office?” Paulson snapped.

      
      “What are you doing in my office?” Soros replied.


      
      A stare-down ensued, as neither Paulson nor Soros would vacate the room.

      
      “It wasn’t the friendliest meeting,” recalls Soros, a nephew of George Soros, who had been hired by another Oppenheimer executive,
         unbeknownst to Paulson. Eventually, however, Soros and Paulson became close friends.


      
      Days later, Oppenheimer split up, with Levy and Nash leaving to start their own firm, Odyssey Partners. They convinced Paulson
         to join them. The move gave Paulson an enviable opportunity for hands-on experience working with Levy and Nash, who already were Wall Street legends with a string of successful investments. They
         later raised $40 million for John DeLorean, the auto executive famous for the sports car with gull-winged doors, among a string
         of high-profile transactions.


      
      At Odyssey, Levy pushed Paulson to search for leveraged buyouts with the potential for huge, long-term upsides, Levy’s specialty.
         He and his partners once paid less than $50 million to purchase the Big Bear Stores Co., a regional grocery chain, and immediately
         recouped their investment by claiming a fee that was almost as much as their entire investment. They gave management incentives
         to improve operations, and eventually walked away with a $160 million profit.


      
      Paulson focused on underappreciated conglomerates selling at inexpensive prices. The firm bought a position in TransWorld
         Corp., a company weighed down by the struggling operations of its TWA Airlines. But TransWorld also owned Hilton Hotels, Century
         21, and other profitable businesses. Levy and Paulson figured that if they broke up the company, investors would focus on
         the value of the other businesses and the stock would soar. So Odyssey bought a big position in the stock. But TransWorld
         resisted a breakup and fought back, resulting in a nasty public squabble. The Odyssey team eventually profited from the venture,
         but it taught Paulson a lesson in how difficult the buyout business could be.


      
      After a couple of years, Levy and Paulson realized that Paulson didn’t have the experience to excel at his job. Nash agreed
         a change needed to be made. Paulson was smart and presented his ideas well, but he hadn’t learned the financial skills necessary
         to lead buyout transactions, nor did he have a thick Rolodex of contacts in the corporate world to pull them off on his own.


      
      “As much as Leon and I liked each other, they needed someone more senior,” Paulson says.

      
      Looking for a new job, once again, Paulson now was more than four years behind his classmates from business school. Several
         investment banks offered him entry-level positions, where he would join the most recent business school graduates, but it
         was something he resisted. An opportunity at Bear Stearns suited him much better. The firm was just below the upper echelon of the investment banking business, and it didn’t have extensive databases or other resources to help
         bankers compete. Banking wasn’t even a focus at Bear; Dick Harriton’s clearing operation was minting money loaning out customers’
         stock, Bobby Stein berg ran a top risk-arbitrage operation, and Alan “Ace” Greenberg was working magic on the trading floor.


      
      What Bear did have in spades was a group of smart, hungry bankers who shared Paulson’s lust for money. The firm was hoping
         to win business from the same financial entrepreneurs that Paulson was so enamored with and saw him as an obvious match.


      
      Joining Bear Stearns in 1984, Paulson, now twenty-eight, quickly climbed the ranks, working as many as one hundred hours per
         week on merger-and-acquisition deals. Four years later he was rewarded with the title of managing director, catching up to
         and surpassing classmates from his graduating class. Other bankers boasted of their deal-making prowess and tried to impress
         clients with insights into high finance. But Paulson often took a more low-key approach, chatting about art or theater before
         discussing business. While he could snap at subordinates if they made mistakes, and often was curt and direct, Paulson impressed
         most colleagues with a cheerful, confident disposition.


      
      “It was all about M&A in the eighties; bankers were Masters of the Universe. But John didn’t take himself very seriously;
         he got the joke,” recalls Robert Harteveldt, a junior banker at the firm who sometimes socialized with Paulson. “A lot of
         guys walked into a room, said they worked in M&A, and expected girls to melt, but John was debonair. He tried to charm women
         and was more interested in them than in saying who he was.”


      
      Paulson gravitated to Michael “Mickey” Tarnopol, a handsome senior banker and absolute force of nature. Upbeat and outgoing,
         Tarnopol was admired for the big deals he reeled in for the firm. But he was held in equally high esteem for the lavish parties
         he hosted at his Park Avenue and Bridgehampton homes, as well as for his exploits on the polo field and for a surprisingly
         sturdy marriage to his high-school sweetheart.


      
      Paulson was impressed when Tarnopol succeeded in convincing a valued secretary to cancel her planned move to California, after
         Paulson and others failed to persuade her to stay at the firm. Amazed, Paulson asked him how he did it.


      
      “A salesman’s job starts when the customer says no,” Tarnopol responded, a comment Paulson would take to heart and repeat
         years later.


      
      Tarnopol opened doors for Paulson on Wall Street and introduced him to key investors. For his part, Paulson considered Tarnopol,
         who had no sons of his own, something of a “second father,” according to one friend. Paulson was included in family occasions,
         played polo with Tarnopol in Palm Beach, Florida, and spent weekends at Tarnopol’s Greenwich estate. Rather than emulate the
         veteran banker and settle down, however, Paulson became increasingly enamored with a newly discovered passion: New York’s
         after-hours world.


      
      
         JOHN PAULSON
 didn’t seem like an obvious candidate to embrace the city’s active social scene. Though friendly and witty, Paulson could
         be quite stiff and formal, usually donning a jacket, if not a tie, in the evening hours. If a conversation bored him, Paulson
         sometimes walked away midsentence, leaving companions befuddled.


      
      But Paulson thoroughly enjoyed socializing and soon hosted parties for several hundred friends and acquaintances in a loft
         he rented in Manhattan’s trendy SoHo neighborhood, where he mingled with wealthy bankers, models, and celebrities like John
         F. Kennedy Jr. Throngs attended Paulson’s annual Christmas party, and he would place small presents for his guests under the
         tree.


      
      Many evenings, Paulson and a group of friends enjoyed a late dinner before hitting popular dance clubs like Nello’s, Xenon,
         or The Underground. Sometimes the group traveled from uptown clubs to downtown spots, all on the same night. Paulson joined
         Le Club, a members-only club on Manhattan’s East Side owned by fashion designer Oleg Cassini, where he would chat with high-rollers
         such as billionaire arms dealer Adnan Kashoggi, record impresario Ahmet Ertegun, and Linn Ullmann, daughter of Ingmar Bergman
         and actress Liv Ullmann.


      
      Despite his charm and flash, Paulson often chose to live in apartments that seemed grim to others, or were furnished in surprisingly pedestrian ways, with odd, plastic trees or ragged furniture.
         One of his apartments was located above a discount-shoe store.


      
      At Bear Stearns, Paulson regaled younger colleagues with self-deprecating stories of dates that went awry, an appealing contrast
         to other bankers who took themselves far too seriously. Others at his level had cars waiting outside the office, but Paulson
         usually grabbed a bus or the subway, sometimes splitting a cab with Harteveldt, his junior colleague.


      
      Before long, Paulson began to chafe at Bear Stearns. He was working long days and into most evenings, but too many bankers
         laid claim to the deals he had worked on, shrinking his slice of the profit pie. Paulson didn’t play the political game very
         well, and was uncomfortable cozying up to the firm’s partners, who determined annual bonuses.


      
      In one deal, Paulson helped score a $36 million profit for Bear Stearns after the bank, along with an investment firm called
         Gruss & Co., made a $679 million buyout offer for Anderson Clayton Company, a food and insurance conglomerate. The $36 million
         score was a drop in the bucket at Bear Stearns, where it was divided among hundreds of partners. But Paulson noticed that
         Gruss, which hadn’t previously undertaken a buyout, divided the same $36 million among just the firm’s five partners. To Paulson,
         there seemed to be a limit to how much money he could make at a large firm like Bear Stearns, especially since most of its
         profit came from charging customers fees rather than undertaking deals like Anderson with a huge upside. Yet those were the
         ones he pined for.


      
      Few were surprised in 1988 when Paulson told Bear Stearns executives he was leaving to join Gruss. They long ago figured that
         Paulson at some point would want to launch a career making investments of his own.


      
      Gruss & Co. specialized in merger-arbitrage, taking a position on whether or not a merger would take place and investing in
         shares of companies being acquired. The firm hadn’t undertaken buyouts on its own, but the Anderson experience convinced the
         firm’s founder, Marty Gruss, to test the waters more deeply. He asked Paulson to lead a new effort to do similar buyout deals,
         hoping to potentially rival firms like KKR. Gruss was so eager to hire Paulson that he agreed to make Paulson a general partner and give the young banker a cut of
         profits racked up by other groups at the firm.


      
      Watching Gruss and his father, Joseph, up close, Paulson quickly picked up the merger-arbitrage business. By buying shares
         of companies being acquired, and selling short companies making acquisitions, Gruss was able to generate profits that largely
         were shielded from stock-market fluctuations. The ideal Gruss investment had limited risk but held the promise of a potential
         fortune. Marty Gruss drilled a maxim into Paulson: “Watch the downside; the upside will take care of itself.”


      
      Paulson’s buyout business never really took off, however. The 1989 indictment of junk-bond king Michael Milken and a slowing
         economy made it hard to finance buyouts, and Martin Gruss seemed distracted, perhaps due to a recent second marriage. Soon
         he and Paulson parted company.


      
      Despite Paulson’s fierce ambition and his love of making money and landing big deals, other urges were distracting the thirty-five-year-old.

      
      “John was throwing great parties in his loft; he was enjoying his bachelorhood, shall we say,” Gruss recalls. “John was very
         bright but he was a little bit unfocused; he had a tendency to burn the candle at both ends.”


      
      On his own, Paulson had more time to devote to his extracurricular interests. He certainly didn’t feel undue pressure to make
         money. Several years earlier, Jim Koch, a colleague in a nearby cubicle at Boston Consulting Group, came to Paulson to ask
         for an investment in a brewery he was launching. Koch told Paulson that a number of others at the consulting firm, along with
         several Harvard alumni from Paulson’s graduating year, were investing in his company, and that Paulson would regret it if
         he passed on the opportunity.


      
      Paulson gave him $25,000. Now the company, the parent of the Samuel Adams brand, was a raging success, and Paulson’s investment
         was worth several million dollars. He also retained an interest in some of Gruss’s businesses, receiving regular checks from
         the firm.


      
      Paulson searched for new interests. He invested in a Manhattan night club, a disco, and various real estate deals. He bought
         an apartment building in Westchester with a friend, completed a triathlon, and traveled throughout the East Coast scouting various properties.


      
      While many of his contemporaries had begun families, Paulson’s circle of well-educated, highly cultured, and privileged friends
         tended to focus on enjoying life. They were too distracted to settle down. The group spent much of the summer in the Hamptons,
         the wealthy enclave on the south shore of Long Island. Weekends sometimes began with a lunch of grilled salmon and pasta for
         as many as one hundred people at a friend’s home in Sagaponack, a town known for having the highest median income in the country.
         Lunch started around 1 p.m. and continued into the evening, with new arrivals joining as they came from work or nearby parties.
         The gatherings usually featured engaging conversation among friends in business, fashion, and the arts; good food; plentiful
         drink; and access to an assortment of recreational drugs for those who chose to partake.


      
      Paulson often rode a beat-up ten-speed bicycle, usually with a baseball cap on backward, between friends’ homes in the Hamptons,
         sweating as he arrived.


      
      Few heads turned when Paulson walked into a room. But he often was surrounded by good-looking women. Of average height and
         build, with dark hair and brown, almost doleful eyes, Paulson was clever and intelligent, a good listener with an impish grin.
         Though the late 1980s were a time when brash, cocky traders and investment bankers ruled the New York social scene, Paulson
         chose not to flaunt his wealth or his background. There was something accessible, even vulnerable, about him, making it easy
         for friends to turn to him for advice or a quick loan, or to borrow his Jaguar for a date.


      
      “John was charming and fun; women always loved him,” recalls Christophe von Hohenberg, a photographer and member of Paulson’s
         pack. “He threw great parties and went to the best restaurants and clubs, and girls knew it.”


      
      Paulson was wary of those who seemed especially interested in his money, and appreciated when one of the women, or a friend,
         volunteered to pick up the bill for dinner or drinks, although he usually would grab it before they had a chance to open a
         wallet or purse.


      
      
         Sometimes Paulson let the good times get a bit out of hand. Over Memorial Day weekend 1989, he was arrested for driving while
         intoxicated. He paid a $350 fine for the lesser infraction of driving while impaired.


      
      But by 1994, the life of leisure was getting a bit tiresome to Paulson. He still dreamed of earning great wealth. It was time,
         he realized, to go back to work.


      
      “Time was getting on; I realized I needed to focus,” Paulson says.

      
      The surest path to genuine wealth seemed to be investing for himself. So he started a hedge fund, Paulson & Co., to focus
         on merger-arbitrage, the specialty he had picked up from Gruss.


      
      Paulson reached out to everyone he knew, mailing more than five hundred announcements about his firm’s launch. But he didn’t
         get a single response, even after waiving his initial $1 million minimum investment. Paulson never had managed money on his
         own, didn’t have much of a track record as an investor, and wasn’t known to most potential clients. He described some of his
         coups at Gruss and elsewhere, but it was hard for investors to tell how much responsibility he’d had for those deals.


      
      Paulson next called on bankers from Bear Stearns, some of whom had worked for him and now were well-heeled partners at the
         firm. They, too, all said no. A few wouldn’t even return his calls. Others set up meetings, only to cancel them. Even Tarnopol,
         his old mentor, took a pass. Paulson had no more luck with his peers from business school who had become successful.


      
      “I had lots of contacts and I thought money would pour in,” Paulson recalls. “Some people said they would give me money, but
         only if they got a piece of my business. It was humbling.”


      
      David Paresky, owner of a big Boston travel agency and a potential client, asked Paulson to take a personality test, as he
         did with employees of his agency and others who wanted to invest his money. He passed on Paulson’s fund after telling a friend
         that Paulson’s scores were underwhelming, the friend recalls.


      
      So Paulson started his firm with $2 million of his own money. It was a full year before he found his first client, an old
         friend from Bear Stearns, Howard Gurvitch, who gave him roughly $500,000. At this point, the firm consisted of just Paulson and an assistant; it was
         located in a tiny office in a Park Avenue building owned by Bear Stearns and shared by other small hedge-fund clients of the
         investment bank.


      
      Paulson continued to woo investors, paying to speak at industry conferences and working with marketing professionals to hone
         his pitch and spread word about his new fund. He carried himself with a confidence that surprised some, given his limited
         track record.


      
      Paulson even had a tough time finding people to work for him. At a 1995 dinner at a steak restaurant near Rockefeller Center
         in Manhattan, Paulson tried to convince Joseph Aaron to join his firm to help market the hedge fund to investors. After exchanging
         pleasantries, Paulson launched into a pitch detailing why he was sure he would succeed, emphasizing his rich pedigree.


      
      “I finished number one in my class,” Paulson said, Aaron recalls. A few minutes later, Paulson repeated how well he had done
         in school, emphasizing that he had graduated from Harvard University.


      
      Aaron, a Southerner with deep connections in the hedge-fund world who courted investors with a charm and politeness that masked
         a keen understanding of the business, was amused by Paulson’s obvious self-confidence.


      
      “Really? Well, I graduated from the eleventh-best school in Georgia.”

      
      The tactics Paulson outlined sounded run-of-the mill to Aaron, who figured Paulson wasn’t willing to share his insights—or
         just didn’t have any.


      
      “I’m not the guy for you,” Aaron told Paulson at the end of the dinner.

      
      At times, Paulson didn’t seem completely put together. When Brad Balter, a young broker, came to visit, Paulson chain-smoked
         cigarettes and had spots of blood on his shirt collar from a shaving mishap. Paulson’s head of marketing was stretched out
         in agony on a nearby couch, moaning about his back.


      
      “I didn’t know what to think; it was a little surreal,” Balter recalls.

      
      At times, Paulson became discouraged. His early investment performance was good but uneven, and he continued to have few clients.
         He was sure of his abilities but questioned whether he could make the fund a success.


      
      One especially glum day, Paulson asked his father, “Am I in the wrong business? Is there something wrong with me?” Alfred
         Paulson, who at that time was retired but helped with the firm’s accounting, tried to cheer up his son, telling him that if
         he stayed with the fund, it would succeed.


      
      “It was hard to be rejected; it was a lonely period,” Paulson recalls. “After a while I said, this is too much. He lifted
         my spirits.”


      
      Paulson clung to the message of a favorite quote from a commencement speech given by Winston Churchill: “Never give up. Never
         give up.”


      
      Paulson had more success in the then-struggling real estate market. In 1994, he heard about an attractive home available in
         Southampton. The couple who owned the house was in the middle of a divorce. Paulson contacted the wife, who sounded eager
         to sell the property, and together they agreed to a $425,000 price. At the closing, though, Paulson was shocked to learn that
         the home wasn’t the woman’s to sell—there already was a big mortgage on the property. For months Paulson kept an eye on the
         home, as it went through foreclosure and then was handed between banks before landing with GE Capital. He was told that the
         home would be auctioned the following Tuesday, on the steps of the Southampton courthouse.


      
      Paulson showed up early that August morning, just as rain began to fall. When he asked if the auction could be moved indoors,
         he was told that by law it had to be held outside the courthouse, even as the rain picked up. The auction, with bids to increase
         in increments of $5,000, began with a bid by GE Capital at $230,000. Paulson quickly responded with an offer of $235,000.
         GE didn’t respond, no one else emerged, and Paulson was able to walk away with his dream home at a bargain-basement price.
         Later that year, he purchased a huge loft in the SoHo neighborhood of Manhattan that also had been in foreclosure.


      
      Paulson realized that if he could improve his investment performance, investors eventually would find their way to him. Because
         the firm was so small, he could focus on attractive merger deals that competitors wouldn’t bother with or didn’t have much faith in, such as those involving overlooked Canadian companies. Sometimes he would
         stray into investments unrelated to mergers, such as buying energy shares and shorting bonds of companies that seemed to have
         flimsy accounting.


      
      By 1995, Paulson & Co. was big enough to hire two more employees; he pushed his young analysts to find investments with a
         big upside yet limited downside. “How much can we lose on this trade?” he would ask them, repeatedly.


      
      The gains were solid but usually unspectacular, and sometimes Paulson appeared glum or cranky. When a trade went awry, he
         often closed the door to his office tightly and slumped in his chair. At times he would clash with his analysts. The yelling
         would get so loud that people down the hall sometimes popped their heads into the office, to make sure that nothing was amiss.
         One time, Paulson turned red and got close to analyst Paul Rosenberg’s face. “Why are you acting like this? I’m on your side,”
         Rosenberg said, according to someone in the room. Paulson just glared back.


      
      Paulson at times even became frustrated with his father’s deliberate work. He also criticized his attractive new assistant,
         Jenny Zaharia, a recent immigrant from Romania who had landed a job at the firm after delivering lunch from the Bear Stearns
         cafeteria to Paulson and his employees. A college student in Romania, Zaharia left her family behind and was granted political
         asylum in the United States after her brother, George, a track star in Romania, defected during a European competition and
         later moved to Queens. Jenny, who had spent some time as a television reporter for a Romanian television station in New York,
         was tempted to quit, but she told others that she didn’t have other options and needed the salary.


      
      By late 1996, Paulson had just $16 million of assets. He was a small-fry in the hedge-fund world. Then he found Peter Novello,
         a marketing professional determined to help Paulson get to the big leagues.


      
      “He had a reasonable track record but it wasn’t phenomenal; it was a period when a lot of managers were making 20 percent
         a year,” Novello recalls.


      
      
         As Novello tried to lure new investors, they sometimes asked him about Paulson’s activities outside the office.


      
      “What difference does it make?”

      
      “Well, we just want to see a level of stability,” one investor said.

      
      “John didn’t fit the profile of the average hedge-fund manger. He was living downtown in SoHo and in the Hamptons. He had
         a different lifestyle than [what the] institutional investors were used to seeing,” Novello says.


      
      Paulson’s fund was hurt by 1998’s Russian-debt default, the implosion of the giant hedge fund Long-Term Capital Management,
         and the resulting market tumult. His patience wore thin with one employee, Dennis Chu, who was left frazzled and unable to
         make clear recommendations to his boss.


      
      “Just tell me what you think,” Paulson is said to have demanded of Chu, who eventually left the firm.

      
      Sometimes Paulson hinted at what might have been aggravating him, claiming that competitors and friends seemed to be pulling
         away. He told one analyst that an old roommate from Harvard, Manuel Asensio, was making a million dollars a year at his hedge
         fund shorting tiny stocks, “and we’re killing ourselves here.”


      
      The fund lost 4 percent in 1998, enough to spur some clients to rush for the exits, leaving Paulson & Co. with about $50 million
         at the end of the year—down from more than $100 million at the end of 1997. Some deserted Paulson for larger merger specialists,
         some of whom managed to make a bit of money during the year.


      
      “I was not a major player,” Paulson acknowledges. “We were a little shell-shocked from the LTCM collapse so we were less aggressive
         getting back into the market later in the year like others.”


      
      On days the firm made money, Paulson was friendlier, even charming at times, a change in personality that both relieved and
         confused his employees. Some of them attributed his mercurial personality to his drive to be a major player on the financial
         map. It was also, they realized, the nature of merger investing, which requires split-second decisions based on imperfect
         information. Others learned to appreciate Paulson’s brutal honesty, such as when he dissected their investment recommendations, looking for holes.


      
      While the market shakeout of 1998 cost Paulson clients, it also left him with ripe investment opportunities, enabling him
         to score impressive gains over the next few years. Just as important, he made a dramatic decision to alter his lifestyle.
         Paulson had continued to host blowout bashes at his SoHo loft in his early days of running the fund, but as he approached
         his mid-forties, almost everyone in his group of friends had married, and he, too, was beginning to tire of the social scene.
         Paulson took out a pad and pen and wrote down the characteristics he was looking for in a wife. The word “cheerful” topped
         the list. Perhaps Paulson sensed that he needed a partner who could help him deal with the ups and downs of his life.


      
      “I figured I’d always make money, so that was unimportant to me,” Paulson says.

      
      He quickly realized that there was a woman he was attracted to who fit the bill and was sitting nearby: his assistant, Jenny.

      
      “Jenny didn’t drink, smoke, or go out late at night; for me she was a breath of fresh air,” Paulson says. “She was almost
         always smiling and cheerful.”


      
      Paulson quietly pursued Zaharia, asking her out almost every other week for more than a year, but she wouldn’t agree to go
         on a date. Zaharia told Paulson that she’d only date him if he fired her and found her a new job. But Paulson couldn’t bear
         to let her go and work for someone else. He offered her all kinds of enticements, including trips to Aspen, Miami, and Los
         Angeles. Zaharia had never been to those cities and was tempted to go with her boss, but ultimately refused, saying she didn’t
         want to cross the lines of professional behavior.


      
      Zaharia did agree to have lunch with Paulson, however, and the two began getting together at least once a week, though other
         employees were in the dark about the budding relationship. After more than two hundred meals together, and an occasional Rollerblading
         outing in Central Park, Paulson realized he was in love and proposed; six months later they wed. When Paulson finally told
         his employees, they were floored, having completely missed any signs that an office romance had been brewing.


      
      Paulson went out of his way to embrace Jenny and her family. The couple agreed to wed in an Episcopalian church in Southampton,
         and Paulson became friendly with the priest. Light streamed through the seaside church’s Tiffany windows as the sun set and
         the ceremony began.


      
      By 2001, Paulson was on more solid footing in his personal life. And his fund had grown as well. He managed over $200 million
         and had refined his investment approach.


      
      Few outside the firm picked up on the change in Paulson, though. Erik Norrgård, who invested in hedge funds for New York firm
         NorthHouse Advisors, met Paulson around that time and decided his was “just another ham-and-cheese operation in a crowded
         space” of merger investors. Norrgård passed on him. Others heard rumblings about Paulson’s wild past and steered clear, unaware
         that he had settled down into a quiet family life.


      
      “If people knew him at all, it was as just another merger arb,” says Paulson’s friend and initial investor Howard Gurvitch.
         “He wasn’t really on anyone’s radar screen.”


      
      But something remarkable was about to happen to the nation, and to the financial markets, an upheaval that would change the
         course of financial history and transform John Paulson from a bit player into the biggest star in the game.
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