
4 years to build the initial position

Once decided never looked back and kept on accumulating
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Balance 50% bought 15 years later @ 50 times the initial purchase value paid an Point to point value of 36% CAGR to claim the balance stake. Once the quality of business is understood in 15 years, he moved all in going for value rather than price
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The old man knew the power of quality and the value which he was getting for what he was paying. He kept on top of the business for 2 decades while buying it wholly. too much for patience.
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The same sustainable miniscule Cost of Capital at very high P/B ratios it is able raise with many times oversubscription repeatedly; that BFAL has just think of it as a back of envelope calculation

Initial Capital 100

40% CAGR MCap growth backed by Earning and fundamentals = 537 Mcap after 5 yrs
Now dilute 2% - Money Out = 10.74 < 10% of startup capital - otherwise substantial> +Business profits to be reinvested :)

Remaining Value for Shareholders = 525 (537-12 (rounded from 10.74))

Again, repeat same growth for 5 yrs
Mcap after 5 yrs = 2823
Again dilute 2% = 56.46 (50% of initial capital in absolute magnitude)

Remaining value for Shareholders = 2766 (2823-56.46)

So, in 10 yrs starting with 100 you generate net worth of 2766 and diluting overall only (66 - 56+10), what an easy money {FLOAT- MOAT BFAL has}

[bookmark: _GoBack]Plus, also the management keeps on increasing their stake in interim, so the overall shareholding of management stays the same

This is the BIG MOAT of the business which is not reflected in its financials. It has dirt cheap access to capital cost w.r.t growth it can generate.
It is equivalent to the free float.
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Read the above paragraph at least 5 times again and again with 2 minutes of reflection time after each read. This rests the case

BFAL has a huge runway currently only(1.6%) of country’s credit market, which gives it more than an opportunity to reinvest at excellent ROE and dropping Opex. It is a decadal opportunity at least.
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Understand the value which a business with a huge scale advantage has, granularity in reaching out to end customers it possesses, the valuation is just very optical.
It would be in pennies to a dollar in a few years’ time provided the business can scale and can keep on grabbing the market share Strongly.

[image: C:\Users\I057386\AppData\Local\Temp\enhtmlclip\Image(13).png][image: C:\Users\I057386\AppData\Local\Microsoft\Windows\INetCache\Content.MSO\D08C55EA.tmp]




image5.png
In the 1993 Chairman letter, Buffett wrote:

When I was first introduced to GEICO in January 1951, I was blown away by the huge cost advantage the
company enjoyed compared to the expenses borne by the giants of the industry. That operational efficiency
continues today and is an all-important asset. No one likes to buy auto insurance. But almost everyone likes
to drive. The insurance needed is a major expenditure for most families. Savings matter to them —and only
a low-cost operation can deliver these.

GEICO's cost advantage is the factor that has enabled the company to gobble up market share year after
year. Its low costs create a moat — an enduring one — that competitors are unable to cross. Meanwhile, our
little gecko continues to tell Americans how GEICO can save them important money. With our latest
reduction in operating costs, his story has become even more compelling.
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In our 1986 Annual Report we discussed our five operating principles.

To remind you, those principles are:

® Be fanatics for good service
Achieve an underwriting profit
Be the low-cost provider
Maintain a disciplined balance sheet
Invest for total return
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“GEICO'’s sustainable cost advantage is what attracted me to the company way back in 1951,
when the entire business was valued at $7 million. It is also why I felt Berkshire should pay $2.3
billion last year [1996] for the 49% of the company that we didn’t then own” —Warren E. Buffett
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“Alas, | sold my entire GEICO position in 1952 for $15,259, primarily to switch into Western
Insurance Securities. This act of infidelity can partially be excused by the fact that Western
was selling for slightly more than one times its current earnings, a p/e ratio that for some
reason caught my eye. But in the next 20 years, the GEICO stock | sold grew in value to about
$1.3 million, which taught me a lesson about the inadvisability of selling a stake in an

identifiably-wonderful company.
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Buffett considered it exceptionally rare for a business with a strong
competitive advantage and the resulting high return on capital to be able to
redeploy capital back into the business at similar rates of return. If such a
business could be found it would be the perfect business: strong competitive
advantage with accompanying high returns on invested capital, high returns
on incremental capital that can be redeployed back into the business, and a
large amount of capital that can thus be redeployed over time. The result
would be a compounder — a business that could both generate sustainably

high returns and grow at above-average rates for a long time.
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Warren Buffett found such a business in Geico, the low-cost auto-insurance
business that he initially got to know as a 20-year old. By 1995 Berkshire
Hathaway owned 50% of the company, and it then proceeded to purchase the
other half at what Buffett considered to be a steep price of $2.3B, or over two
times the equity invested in the business. Buffett described the investment in

his 1995 letter to Berkshire Hathaway shareholders as follows:

“Then, in 1995, we agreed to pay $2.3 billion for the half of the company we
didn't own. That is a steep price. But it gives us full ownership of a growing
enterprise whose business remains exceptional for precisely the same reasons
that prevailed in 1951. In addition, GEICO has two extraordinary managers:
Tony Nicely, who runs the insurance side of the operation, and Lou Simpson,

who runs investments...
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GEICO, of course, must continue both to attract good policyholders and keep
them happy. It must also reserve and price properly. But the ultimate key to
the company's success is its rock-bottom operating costs, which virtually no
competitor can match. In 1995, moreover, Tony and his management team
pushed underwriting and loss adjustment expenses down further to 23.6% of
premiums, nearly one percentage point below 1994's ratio. In business, I look
for economic castles protected by unbreachable "moats.” Thanks to Tony and

his management team, GEICO's moat widened in 1995.”
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Let me quantify Tony’s achievement. When, in 1996, we bought the 50%
of GEICO we didn’t already own, it cost us about $2.3 billion. That price
implied a value of $4.6 billion for 100%. GEICO then had tangible net
worth of $1.9 billion.

The excess over tangible net worth of the implied value — $2.7 billion —
was what we estimated GEICO’s “goodwill” to be worth at that time. That
goodwill represented the economic value of the policyholders who were
then doing business with GEICO. In 1995, those customers had paid the
company $2.8 billion in premiums. Consequently, we were valuing
GEICO’s customers at about 97% (2.7/2.8) of what they were annually
paying the company. By industry standards, that was a very high price.
But GEICO was no ordinary insurer: Because of the company’s low costs,

its policyholders were consistently profitable and unusually loyal.
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Today, premium volume is $14.3 billion and growing. Yet we carry the
goodwill of GEICO on our books at only $1.4 billion, an amount that will
remain unchanged no matter how much the value of GEICO increases.
(Under accounting rules, you write down the carrying value of goodwill if
its economic value decreases, but leave it unchanged if economic value
increases.) Using the 97%-of-premium-volume yardstick we applied to
our 1996 purchase, the real value today of GEICO’s economic goodwill is
about $14 billion. And this value is likely to be much higher ten and
twenty years from now. GEICO — off to a strong start in 2011 — is the gift
that keeps giving.
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In Geico, Butfett was able to purchase a true compounder that had a strong
competitive advantage and a long runway for profitable growth. He
recognized in 1995 that such a company deserves a very large premium to
what an ordinary business would be worth. He was willing to pay some of that
premium to acquire a superb business well below its intrinsic value even
sthough on the surface the implied valuation statistic that he paid for it would

not be considered cheap by traditional value investing standards.
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1976 Berkshire Hathaway begins purchasing GEICO as share price drops 2
to multi-decade low of $2 per share
(near bankruptcy and share price down from $60 3 years earlier)
1979 Lou Simpson hired by GEICO with endorsement by Buffett 6
1980 Berkshire Hathaway increases stake in GEICO to 7.2 million shares 4

representing 33% of the equity
Total invested was $47 million
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1993

Tony Nicely and Lou Simpson become co-CEOs of GEICO

1995

Buffett announces Berkshire Hathaway to acquire balance of GEICO
Value of GEICO before the announcement was $3.695 billion
Value of GEICO based on the announcement was $4.637 billion

1
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In a letter to the shareholders of Berkshire Hathaway titled “Berkshire — Past, Present and
Future”, Buffett indicates Charlie Munger’s influence was largely responsible for his change in
philosophy:

From My perspective, though, Charlie’s most important architectural feat was the design of today’s
Berkshire. The blueprint he gave me was simple: Forget about what you know about buying fair
businesses at wonderful prices; instead, buy wonderful businesses at fair prices
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In the 1986 Chairman’s Letter, Buffett states the following:

The difference between GEICO's costs and those of its competitors is a kind of moat that protects a
valuable and much-sought-after business castle. No one understands this moat-around-the-castle concept
better than Bill Snyder, Chairman of GEICO. He continually widens the moat by driving down costs still
more, thereby defending and strengthening the economic franchise. Between 1985 and 1986, GEICO’s
total expense ratio dropped from 24.1% to the 23.5% mentioned earlier and, under Bill’s leadership, the
ratio is almost certain to drop further. Ifit does - and if GEICO maintains its service and underwriting
standards - the company’s future will be brilliant indeed...

In sum, GEICO is an exceptional business run by exceptional managers. We are fortunate to be associated
with them.




