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BURR CAPITAL LLC 

www.burrcap.com 

Second Quarter 2016 Letter 

Welcome to your Q2 2016 quarterly letter from Burr Capital LLC.  We thank you for the fiduciary trust 

you have placed in us and we look forward to serving your investment needs. 

The US stock market (the S&P 500 or “the market”) closed the first half of 2016 up 2.69% with all those 

gains coming in the last three days of June.  Heading into the UK ‘Brexit’ referendum, the market was at 

a high, and volatility (“the fear index”) at a low with no evidence of Brexit priced in. That changed quickly 

with the Brexit results and the market declined 6% in just two days and then promptly bounced back 

retracing almost all those losses.  It’s as if Brexit never even happened.  

Year-to-date, the best performing sectors are the defensive Utilities and Telecom which is highly unusual 

for a rising market, usually characterized by risk-seeking behavior.  While elsewhere, Deutsche Bank, 

Germany’s premier bank, is down 60% over the last year.  

These are signs of a schizophrenic sideways market which can be dangerous for a retail investor as 

unforced errors can multiply, enabled by TINA (There Is No Alternative) and FOMO (Fear Of Missing 

Out). 

Some of this schizophrenia can be explained by the valuation conundrum. 

 

The Valuation Conundrum 

The valuation of a stock can be expressed using the price-to-earnings (P/E) multiple. A stock with a 

higher P/E multiple is relatively more expensive.  This is the P/E formula: 

P  =  (ROE-g)  

E       ROE (k-g) 
 

Where, 

 ‘ROE’ is Return on Equity, a measure of profitability.  The more profitable a business, the higher P/E 

multiple it deserves. A highly profitable business, like Visa, deserves a higher P/E multiple. 

 ‘g’ is the long-term growth rate. The higher the growth rate the higher the P/E multiple.  High 

growth businesses like Facebook garner higher multiples. 

 ‘k’ is the cost of capital.  Stable predictable lower risk businesses tend to have a lower cost of capital.  

Now ‘k’, is a function of the risk-free rate (i.e., 10-year US treasury) and the risk premium of stocks.  As 

the interest rate declines, ‘k’ declines, and the P/E multiple expands.  
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As the interest rate tends to zero, the P/E multiple tends to infinity (assuming the risk premium is equal 

to the long-term growth rate), according to the above formula.  And therein is the conundrum.  Even 

though markets appear expensive by historical measures, are they really expensive if long-term interest 

rates are near zero and trending negative?    

 

Portfolio review 

Here’s a recap of our model portfolios and overall investment philosophy. 

 

Balanced Portfolio 

 We look for franchise-quality businesses with wide moats and stable and growing cash flows with 

excellent owner/operator shareholder friendly management teams.   

o For an example of an investment idea, please see our presentation on Cable One (CABO) at 

ValueX Vail.  A link to the presentation can be found at burrcap.com/blog or ask us for a 

copy. 

 We look to exploit market dislocations created by behavioral and institutional biases that create 

those rare opportunities to purchase excellent franchises at a meaningful discount to intrinsic value. 

 What is a “meaningful discount to intrinsic value?” We look for a 15-25% annual return on our 

investments over a 3-5 year time period.  Said another way, we look for investments that could 

double in 3-5 years.   

 As of June 30th 2016, the Balanced model portfolio had 10 stocks and was trading at a 51% average 

discount to our estimate of intrinsic value 3-5 years out with a 18%-32% projected annual rate of 

return.   

 Noteworthy portfolio updates: We sold one technology stock which was acquired and one payroll 

processing company that had appreciated significantly and we saw limited upside. We sold our bank 

stocks when it became clear that interest rate hikes were unlikely in the near-term. 

 Our investment approach is market capitalization agnostic.  The smallest company has a market 

capitalization of $1B and the largest is a $103B company. 

 We prefer to stay within our circle of competence and avoid di-worsification as can be seen by our 

sector allocations. As of June 30th 2016, the Balanced model portfolio had the following distribution 

of holdings by segment.   
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Income Portfolio 

 For the income portfolio, we invest in common and preferred stocks with a focus on current income 

and capital preservation.  We may also invest in high yield and distressed bonds. 

 As of June 30th 2016, the Income model portfolio had 10 common and preferred stocks, with an 

average dividend yield of 6.6%. 

 Portfolio updates: We made modest changes to the portfolio including selling a telecom stock which 

no longer fit our dividend criteria, and an industrials stock levered to inflation where the stock price 

had moved ahead of fundamentals.  

 As of June 30th 2016, the Income model portfolio had the following distribution of holdings by 

segment. 

  

A word about concentration risk 

While the model portfolios may hold around 10 stocks each, it’s worth noting that a client may hold a 

mix of Income and Balanced stocks with closer to 20 holdings which we believe provides adequate 

diversification and current income, without diluting returns.   
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A note on Options 

We may use options as part of an overall portfolio strategy to hedge our holdings, lower cost basis, and 

generate income.  It’s worth spending a few minutes discussing our options philosophy and how we 

reconcile it with a long-term value-oriented mindset.  

Call (put) options are derivatives that give the buyer the right but not the obligation to buy (sell) the 

underlying shares by a fixed future date at an agreed upon price (the strike price). 

Options have certain important characteristics that can be exploited by an options seller: 

 Options have a finite life. With every passing day, all things equal, options lose value. This 

phenomenon is called Time Decay or Theta and works to the option seller’s favor. 

 Options are priced at a premium to intrinsic value.  All things equal, at expiration (for a European 

style option), the option will decline to its intrinsic value. 

 Options pricing is derived from the volatility of the underlying shares. The higher the volatility, the 

higher the options price. There are few financial instruments with the strong mean reversion 

characteristics of volatility (see chart below). So periods of heightened fear and elevated volatility 

can be a good time to sell options. 

 Finally in an arguably expensive market, as we have today, where it may be hard to find bargains, 

selling options can be a viable strategy to lower cost basis. 

VOLATILITY S&P 500 (INDEXCBOE:VIX) 

 

Source: Google 
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Note to new clients 

 Unlike mutual funds and pooled investment vehicles, we don’t deploy all your capital on the first day 

to buy the underlying portfolio.  A stock we bought for clients a year ago, when it was significantly 

mispriced may not be appropriate today for your portfolio when the stock is only slightly mispriced.  

 We are thoughtful and deliberate in investing your hard earned money, as we would our own.  So it 

may take weeks and even months to fully invest your capital.   

 It is worth noting that for a long-only investor, the period of maximum optionality is when we’re 

fully in cash. As we invest the cash our options become more and more limited. This is different 

from a trader who can always just sell something to buy something else.  

 In the current environment, where the markets are sideways, with brief periods of heightened 

volatility, our approach makes more sense.  

o For example, while the market was flat over the last 12 months, the peak was 17.8% higher 

than the trough. Patience is ultimately rewarded.  

 

Final note on where we differ from traditional value investors 

Our investment process can often lead to ideas that may not screen as traditional “value” stocks.  We 

believe there is a mistaken notion, among some value investors, that companies with low “rule-of-

thumb” valuations like a low price-to-earnings multiple, price-to-book, or price-to-cash flows are value 

stocks.  In our experience, stocks that trade on low multiples of these readily available metrics are often 

indicative of broken businesses – i.e., value traps.  Instead we look for value in businesses that are 

undergoing significant change, have under-appreciated businesses, hard to analyze asset quality, or are 

cheap due to structural inefficiencies driven by behavioral and institutional biases (such as spinoffs and 

M&A) that may not be fully captured in the headline valuation metrics.  

   

Thank you for your support and please do not hesitate to reach out if you have any questions.  

Sincerely, 

 
Rahul Ray 

Principal and Portfolio Manager 

Burr Capital LLC 

725 River Rd, Ste 32-123 

Edgewater, NJ 07020 

Email: rray@burrcap.com 

Phone: (551) 257-5126 

 

mailto:rray@burrcap.com
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This commentary candidly discusses a number of individual companies.  These opinions are current as of 

the date of this commentary but are subject to change. All information provided is for information 

purposes only and should not be considered as investment advice or a recommendation to purchase or 

sell any specific security.  While the information presented herein is believed to be reliable, no 

representations or warranty is made concerning the accuracy of any data presented.  This 

communication may not be reproduced without prior written permission from us.  Please remember 

that past performance may not be indicative of future results.  Different types of investments involve 

varying degrees of risk, and there can be no assurance that the future performance of any specific 

investment, investment strategy, or product (including the investments and/or investment strategies 

recommended or undertaken by Burr Capital LLC), or any non-investment related content, made 

reference to directly or indirectly in this research will be profitable, equal any corresponding indicated 

historical performance level(s), be suitable for your portfolio or individual situation, or prove successful.  

Due to various factors, including changing market conditions and/or applicable laws, the content may no 

longer be reflective of current opinions or positions.  Moreover, you should not assume that any 

discussion or information contained in this research serves as the receipt of, or as a substitute for, 

personalized investment advice from Burr Capital LLC.  To the extent that a reader has any questions 

regarding the applicability of any specific issue discussed above to his/her individual situation, he/she is 

encouraged to consult with the professional advisor of his/her choosing.  Burr Capital LLC is neither a 

law firm nor a certified public accounting firm and no portion of the research content should be 

construed as legal or accounting advice.  A copy of Burr Capital LLC’s current written disclosure 

statement discussing our advisory services and fees is available for review upon request. 


