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To Our Clients, 
 

U.S. equity markets continued to forge forward after the election of President Trump in November. In fact, the 
S&P 500 Index has rallied over 11.81% since the election. Globally, stocks also performed quite well in the first 
quarter of 2017 and outperformed domestic equity markets. Particularly strong performance was experienced in 
emerging markets, which expanded upon strong performance in 2016. In the fixed income markets, yields have 
remained relatively flat from year-end levels, marking a relief from their significant upward move in the last six 
months of 2016. 
 

In reviewing why the markets have produced the results they have, the key factor that seems to be helping the 
most is the optimism surrounding President Trump’s pro-growth initiatives. For example, markets have been 
reacting favorably to the idea of less regulation, a smaller government, and a plan to curtail political conflicts and 
impose term limits. Combined with his plan calling for lower taxes and increased spending on infrastructure and 
defense, it’s hard to argue that such pro-growth initiatives shouldn’t make market participants feel optimistic. 
 

Even though many steps have been taken since President Trump has taken office and many more will be taken 
in the following months, the sheer size of the significant deficit and public debt continue to put downward 
pressure on growth. In fact, many wonder if the economic growth that has been experienced as a result of the 
multiple stimulus programs will be sustainable once the programs are wound down. Adding to this is a 
demographic shift. As more and more Americans enter retirement age and live off their investments (rather than 
adding to them), there will be less demand than there once was. 
 

With equity market valuations remaining elevated across many metrics and bond yields remaining relatively 
low from a historical context (although domestic yields are relatively high compared to many other sovereign 
bonds), many continue to wonder where to put their money. With all of this said, in today’s market it is essential 
to understand the role of asset allocation and extensive diversification within a long-term portfolio.  

 
In our experience, this highlights one key tenet of being a successful investor. A successful investor 

understands that it is extremely difficult to successfully time markets. They also understand that doing so  
repeatedly is virtually impossible. To us, we advocate not straying too far from the norm and picking a mix of 
investments that will work to help you reach your goals. In this process, the key to remember is that a portfolio is 
an accumulation of investments that each serve different roles.  
 

As a long-term investor, we do not make decisions based on emotions. We stick to our time-tested strategy of 

Table 1: Major Indices’ Performance 

 Q1, 2017 1 Yr. 3 Yrs. 5 Yrs. 

Bloomberg Barclays 
U.S. Gov’t/Credit 

0.96% 0.55% 2.70% 2.47% 

Bloomberg Barclays 
Municipal Bond 

1.58% 0.15% 3.55% 3.24% 

S&P 500 6.07% 17.19% 10.38% 13.30% 

MSCI ACWI ex. U.S. 7.86% 13.13% 0.56% 4.35% 

Source: Bloomberg Finance, L.P. Periods greater than 1 year are annualized. 
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helping you thoughtfully establish the appropriate 
asset allocation and then investing in closed-end 
funds and other investments that are trading at a 
discount to their underlying value. This allows us to 
logically identify undervalued securities and sectors 
with the potential for attractive risk-adjusted returns. 
 

Our strategy also affords us a unique ability to find 
securities with attributes that other managers don’t 
see or fully understand. For example, in the past we’ve 
thoroughly discussed the benefits our auction rate 
preferred securities purchases, as well as our past use 
of municipal term preferred shares.  

 
Now, with our purchase of additional preferred 

securities issued by 1940 Act companies, we are 
purchasing securities that are senior in the capital 
structure, are backed by 250% -450% of collateral, 
and, if the collateral drops to below 200%, securities 
must be sold to return to at least the 200% threshold. 
 

Even though we anticipate lower total returns in 
both equities (5-6% annualized) and fixed income (3% 
annualized) over the next 10 years, we believe our 
strategy will continue to produce returns 1.5-2% 
annually in excess of our expected market returns as 
discounts of closed-end funds widen and narrow over 
time and because of our use of shareholder activism to 
enhance shareholder value. 
 

Though past performance does not guarantee 
future returns, we believe that the implementation of 
our strategy and superior asset allocation will 
translate into greater relative returns compared to the 
overall market, positioning clients for performance in 
the top 10% of professionally managed monies over 
the next decade.  

 
Following is a more in-depth discussion of the 

events that shaped each asset class in the first 
quarter. 

 
Equities 
 

As noted above, stocks have continued to march 
higher this quarter with expectations of fiscal 
stimulus/tax reform later this year. Earnings growth 
has also been positive for three straight quarters, 
following 7 consecutive quarters of earnings recession. 
On top of this, the current bull market just celebrated 
its 8th year since bottoming on March 9, 2009. This 
tremendous run happens to be the second longest in 

S&P history and has lasted over twice as long as the 
historic average. In addition, the percentage gain from 
the bottom is now the third highest. Downside risk 
seemed to vanish, as the market up until the end of 
March had not experienced a 1% down day in over 109 
trading days, a feat last witnessed in 1995. 

 
International stocks have enjoyed a solid quarter 

as the U.S. dollar continued to fall (foreign currencies 
gained) even after the latest FOMC meeting. We 
construct your portfolios based on looking at markets 
through lenses of valuation, growth, market 
momentum, monetary policy, and closed-end fund 
discounts. Today, U.S. equity markets have become 
expensive when looking at multiple metrics, where 
foreign markets appear less frothy. 

 

Valuation measures are useful in long-term views, 
but carry little weight in the short-term as markets can 
reach extremes. Given this, current price multiples on 
the S&P 500 Index show the market has started to  
become frenzied on an absolute basis. When looking 
at the past 25 years, the index currently sits in the mid 
70th percentile (a higher percentile is more expensive) 
for price-to-book, trailing twelve month price-to-
earnings, and price-to-cash flow ratios. Furthermore, 
the S&P 500’s price-to-sales ratio, which is far less 
susceptible to manipulation than bottom line 
earnings, is in the 94th percentile. 

 
Given the current market dynamics, we have 

constructed a well diversified portfolio that has below 
market risk and yields over 4% compared to the S&P 
500’s yield of 1.99%. We feel comfortable with our 

Chart 1: U.S. Dollar Valuation 
(March 2016-March 2017) 

Source: Bloomberg Finance, L.P. The chart represents the general 
international value of the U.S. Dollar and is calculated by 
averaging the exchange rates between the U.S. Dollar and major 
world currencies. 
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current 2/3 U.S. equities and 1/3 foreign markets 
allocation, though, if conditions present themselves, 
we may look to add to our foreign equities. 

 
As we touched on in our previous letter, we have 

purchased preferred stock issued by closed-end funds 
as a risk-off stabilizer to dampen volatility in equity 
portfolios. To this point, we have invested in 
preferreds with an average maturity of 6.5 years, a 
yield of 7%, and have approximately 325% asset 
coverage of fairly liquid securities. 

 
With respect to closed-end funds and discounts, 

we did see some narrowing continue this quarter. We 
have taken this opportunity to sell some closed-end 
funds as we have moved to 45% in closed-end funds 
compared to 70% one year ago. 

 
As we have touched on in earlier client letters, we 

anticipate shareholder activism efforts to increase as 
many equity funds have traded at a wide discount for a 
prolonged period of time. We have taken an activist 
position in two domestic equity funds and will also see 
a large liquidity event close to net asset value on a 
large international holding in the second quarter. In 
addition, we have three other funds where either a 
large shareholder or the board has recommended 
affording shareholders liquidity close to net asset value 
in the near future. 
 
Taxable Fixed Income 
 

After particularly compelling results in 2015 and  
2016, 2017 has started off at a relatively reserved pace 
for our taxable fixed income portfolios. After 
undulating throughout the quarter, interest rates 
generally ended the quarter at levels comparable to 
where they began. 
 

At the start of the year, one of our senior note 
holdings, Medley Capital, conducted an offering for 
additional shares. We were able to buy over one 
million shares at a 6% yield to maturity due in early 
2023. Throughout the remainder of the quarter, we 
generally saw yields fall and volume decline, despite 
being able to sporadically acquire additional shares of 
senior notes as rate volatility picked up a few times 
during the quarter. 
 

Interestingly, our pre-acquisition special purpose 
acquisition company (SPAC) positions saw the most  

action in the quarter, as several SPACs announced 
accretive deals. This resulted in many SPACs trading at 
levels well over the cash value held in trust. Prices of 
SPACs still seeking acquisition targets were driven up 
to and above cash levels. 
 

Since we’re investing in SPACs at a discount-to-
cash opportunity and not as a speculative investment, 
we sold out of several positions as our cash target was 
realized. In fact, just recently the SPAC market saw its 
largest initial public offering ever - a $900 million 
blank check company seeking an acquisition target. 
We believe the recent influx of SPACs could create 
buying opportunities later this year or in 2018 if the 
market cools and discounts to cash in a SPAC’s trust 
account widen. 
 

Entering the year, discounts on closed-end funds 
were quite stagnant and did not provide much of a buy 
or sell signal. As such, clients will see little change to 
the closed-end fund section of their portfolios. 
 

As the year continues, we anticipate we will see 
opportunities present if the Fed continues to raise 
interest rates. In the meantime, we will continue to 
position portfolios conservatively yet seek to add alpha 
when opportunities present themselves. 
 
Tax-Sensitive Fixed Income 
 

It was a quiet quarter for municipal bonds as they 
finished slightly positive with minimal volatility. After 
the sharp rise in rates at the end of last year, municipal 
bonds seem to have settled into a steady trading range. 

 
One notable change to the investment landscape 

Chart 2: U.S. Treasury Yield Curve 
(Before the elections vs. Current) 

Source: Bloomberg Finance, L.P.  
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that we are closely monitoring is the impact of rising 
Fed Funds rates on municipal bond closed-end funds’ 
earnings. The last time the Fed raised rates over 12 
years ago, the world was a much different place and all 
municipal CEF’s had essentially the same cost of 
borrowing. 
 

This time it’s much different where each fund has a 
unique method of borrowing that can differ greatly 
from one fund to the next. Further, some funds face 
declines in earnings due to bond calls in the near 
future as these funds will be forced to replace higher 
coupon bonds with lower coupons. We are careful to 
avoid these “unhealthy” funds and focus on the highest 
quality funds with the best earning power. 
 

As of the end of the quarter, each client portfolio is 
invested in roughly 30% municipal CEFs while the 
remainder is invested in short-term investments with 
minimal to no exposure to interest rate risk. CEF 
discounts remain “average” and we are patiently 
waiting for the next opportunity to add significantly to 
our holdings. Our strategy of following the discounts 
allows us to buy securities after the risk has been 
removed (wide discounts), and sell them when they are 
the riskiest (narrow discounts). We believe there is still 
some risk to be stripped out of these securities before 
they become attractive to buy aggressively once again. 
 

Each portfolio is also 15-20% invested in variable 
rate preferred shares issued by closed-end funds which 
are now paying roughly 2% tax-free income. These 
securities have no interest rate risk (variable rate) and 
we know of nothing comparable in terms of safety of 
principal that can generate this type of return. 
 

This unique portfolio positioning affords our 
clients the ability to earn attractive tax-free income 
comparable to any other high quality municipal bond 
manager, while taking ¼ less interest rate risk. We 
look forward to whatever interest rate environment the 
future brings, as we will continue to generate 
exceptional returns while minimizing risk. 
 
Closing Thoughts 
 

Our job is to take the emotion out of investing and 
help you reach your goals through attractive risk-
adjusted returns. By keeping an eye on your goals, we 
believe that investors who stay invested and who are 
extensively diversified should fare better than others.  

Our strategy of investing in closed-end funds helps 
us to be a contrarian at the right times and avoid the 
herd mentality that often plagues other passive 
managers who solely index clients’ portfolios. As the 
remainder of 2017 unfolds and periods of volatility 
persist, we believe our proven investment approach 
will help us continue to help you reach your long-term 
goals. 
 
The opinions expressed in this newsletter are those of the Karpus 
Investment Management staff, are subject to change, and are not 
guarantees of future performance. 
 

Table 2: Morningstar Universe Rankings 

Category 
Time 

Period 
# of 

Mgrs. 
Position in  
Category 

EQUITY 

Domestic Equity 10 Yrs. 1,076 Top 4% 

  7 Yrs. 1,165 Top 16% 

  5 Yrs. 1,218 Top 53% 

Int’l Equity 10 Yrs. 472 Top 6% 

  7 Yrs. 568 Top 10% 

  5 Yrs. 621 Top 21% 

FIXED INCOME 

Taxable 10 Yrs. 791 Top 1% 

  7 Yrs. 851 Top 1% 

  5 Yrs. 895 Top 1% 

Municipal 10 Yrs. 203 Top 1% 

 7 Yrs. 220 Top 1% 

 5 Yrs. 248 Top 1% 

BALANCED 

Conservative 
Balanced 

10 Yrs. 323 Top 2% 

  7 Yrs. 377 Top 9% 

  5 Yrs. 414 Top 7% 

Growth 
Balanced 

10 Yrs. 557 Top 4% 

  7 Yrs. 640 Top 23% 

  5 Yrs. 698 Top 30% 

Periods Ended 12/31/2016 
for 

KARPUS INVESTMENT MANAGEMENT 

Past performance is no guarantee of future results. 
Data Source: Zephyr StyleADVISOR Morningstar Universe Rankings 


