
 

To Our Clients, 
 

We would like to begin this newsletter by thanking 
you for your patience during 2018 as discounts on 
many closed-end funds widened to levels not seen 
since the financial crisis of 2008-09. This patience 
has been rewarded with extremely strong 
performance. Please note that the returns reflected 
in your statement are your returns for the quarter, 
and are not annualized.  The main drivers of this 
performance were: 

 
1. Our view in October that free market interest 

rates had peaked and that the next move in 
interest rates would be lower. This was 
confirmed by the historic widening of 
discounts on most fixed income funds to 
levels not seen since 2008. We acted on this 
by extending the average duration/maturity of 
our clients’ fixed income portfolios by 
accumulating municipal bond closed-end 
funds (CEFs). The discounts on many of the 
funds we purchased narrowed substantially in 
the last 3 months. 

2. Not only did we maximize the allocation to 
municipal bond CEFs in our tax-sensitive 
accounts, we also took the opportunity to 
allocate 20-25% to the fixed income portion of tax-deferred accounts. This “unconventional” move added 
significant performance to our fixed income returns. 

3. Domestic equity markets, as measured by the S&P 500 Index, rebounded to have the best first quarter since 
1998. Despite our conservative allocation, including 10% of clients’ equity exposure off the table in non-
correlated preferred securities backed by collateral, our “lower beta” portfolios produced double-digit 
returns. In fact, we may look to add to our alternative investments as the year progresses in order to 
decrease portfolio volatility and preserve the gains we have achieved. 

 

Table 1: Major Indices’ Performance 

 
Q1, 2019 1 Yr. 3 Yrs. 5 Yrs. 

Bloomberg Barclays 
U.S. Gov’t/Credit 3.26% 4.48% 2.12% 2.79% 

Bloomberg Barclays 
Municipal Bond 2.90% 5.40% 2.71% 3.74% 

S&P 500 13.64% 9.49% 13.51% 10.91% 

MSCI ACWI ex. U.S. 10.32% -4.07% 8.09% 2.56% 

Source: Bloomberg Finance, L.P. Periods greater than 1 year are annualized. 

Chart 1: Closed-End Fund Discounts 
(3/2016 - 3/2019) 
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The Markets and the Economy 
 

To better understand our results, it is also helpful 
to understand what happened in the markets and the 
economy. To recap major occurrences throughout the 
quarter, both foreign and domestic equity markets 
recovered handsomely from near correction territory 
and seem to be on their way to new highs. In the fixed 
income market, yields remained relatively unchanged 
throughout most of the quarter and then declined 
significantly over the last few days of the quarter, 
which has resulted in an inverted yield curve at certain 
points (i.e, lower maturities yielded more than select 
other higher maturities). 

With this backdrop, one would expect similarly 
strong economic news or other data. Oddly enough, 
that is simply not the case. On a global level, economic 
growth has actually slowed down and trade has also 
suffered as a result of tensions with China (and 
others). Also, whether the political pressures and 
continued discontent within the U.S. government will 
persist is only a guessing game. 
 

One key question going forward is what may or 
may not happen with respect to U.S. interest rates and 
Fed policy. Some speculate the Fed will switch course 
and lower rates by the end of 2019. On the other hand, 
others cautiously warn that doing so could put undue 
pressure on other economies with already ultra-low 
rates and little left to do if shocks were to occur (e.g., 
Japan and Europe). 
 

Looking ahead, our concerns include stretched 

valuations in the U.S. stock market, the inversion of 
the yield curve (which may be signaling a slowdown 
in economic activity in early 2020), high levels of 
sovereign debt both in the U.S. and abroad, as well as 
geopolitical uncertainties. Because of these 
uncertainties and because we do not know other key 
data movements, we will focus on what we do know, 
closed-end funds and our conservative approach to 
managing your portfolios.  

Following is a more detailed discussion of the 
major trends we’re seeing in each of the major asset 
classes.  
 
 
Equities 
 

Equity markets were able to recover from the 
carnage created during the 4th quarter of last year and 
produced the best start to a calendar year since 1998, 
with both domestic and international markets 
enjoying double-digit returns. March marked the 
tenth anniversary of the current bull market which is 
now the longest running bull market in history. 
Interestingly, equity markets climbed despite fears of 
restrictive Fed policy, trade wars, recession worries, 
and inflation concerns. 

 
Starting with the Fed, statements made during 

their December meeting of three additional interest 
rate hikes and “autopilot” with regard to their 
quantitative tightening process created distress that 
policy error could force the economy into recession. 
These worries were put to ease in January when the 
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Chart 3: The U.S. Treasury Yield Curve 
(12/31/2018 vs. 3/29/2019) 
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Fed completely reversed course and vowed to become 
more data dependent and “patient” with future 
monetary policy changes. This transformation in 
rhetoric was viewed by market participants as 
supportive for equities and helped ensure Fed policy 
would not force the economy into a recession but 
instead would be accommodative to economic growth.  

 
Trade talks between the U.S. and China have been 

nothing if not a trudging, newsworthy game of chess 
and is still a wildcard as to when and if an agreement 
will be finalized. Nevertheless, President Trump felt he 
had enough pawns left and was winning the game that 
delaying the March 1st increase on tariffs was merited, 
a welcoming sign that progress was being made and a 
deal which could benefit both countries would be 
realized soon. Details of an agreement are still 
unknown, but protection against intellectual property 
theft, opening up China to foreign investments, and a 
plan to reduce the trade imbalance will likely be in the 
cards.  

 
Moving forward, we feel stocks have recovered 

significantly since the low set on Dec 24th and a period 
of consolidation is warranted before they can move 
considerably higher. Recession qualms have faded as 
the realization that the economy is entering the late-
cycle stage where growth is slowing but yet still 
positive. A major catalyst of a finalized trade deal, a 
substantial rebound in macro fundamentals or an 
interest rate cut by the Fed is needed before stocks can 
move out of their current trading range and reach new 
highs. 

 
U.S. markets have outperformed international 

markets handsomely over the past ten years. However, 
we believe that with the Fed ready to hold interest 
rates at current levels, the U.S. dollar should be 
nearing a peak and a sustainable period for 
international stocks to outperform U.S. equities may 
soon be on the horizon. Specifically, emerging markets 
would benefit from a weakening dollar. Our 
overweight toward domestic stocks has benefitted over 
the past year, but a move back to our strategic 
weighting and possibly an overweight to international 
stocks may be justified soon.  

 
After a brief buying opportunity in December, 

equity CEF discounts have narrowed during the 
quarter and we have been selectively reducing our CEF 
exposure. However, on the domestic side, we continue 
to see opportunities in the master limited partnership 
(MLP) space as we increased our exposure throughout 
the quarter during periods of weakness. Our 
overweight to energy has contributed to performance 

as oil has rebounded considerably this year. We 
anticipate OPEC production cuts, Iranian sanction 
waivers expiring in May, increased demand during the 
summer driving season, and construction activity will 
continue to propel energy-related companies higher. 
Our healthcare overweight, which was a contributor in 
2018, has come under pressure, hindering 
performance for the quarter as high drug prices and 
“healthcare for all” has become a political tool for the 
2020 election.  

 
On the international front, we have directed a 

neutral weighting to China as we are hopeful that a 
mutually beneficial trade deal will be struck. China has 
outperformed the broad index this year while both 
monetary and fiscal policies are set to ease. On topic, 
the European Central Bank greased the squeaky Italian 
wheel by pushing off rate hikes and declaring to 
provide low rate loans to the market by incentivizing 
banks to lend for the third time in as many years. On a 
tactical note, we are monitoring Brexit as our 
underweight to the UK may become whole if 
valuations dictate. 

 
While outperforming the  Morgan Stanley Capital 

International All Country World Index ex. U.S. by over 
6% through February, we sold into the strength of 
overextended and hyper-focused Canadian equities. As 
mentioned earlier, with potential for a weakening U.S. 
dollar and a dovish Fed, we thought it best to transfer 
risk to a cheaper batch of emerging market stocks.  

 
 

Taxable Fixed Income 
 

As anticipated, performance in the first quarter 
was led by the swift rebound of municipal closed-end 
funds as both tax-loss selling abated and interest rate 
concerns subsided. Solid performance in taxable 
closed-end funds and special purpose acquisition 
companies (SPACs) also provided a boost to 
performance during the quarter. 

 
During the fourth quarter of 2018, municipal-

focused closed-end funds became a compelling 
investment opportunity. Additionally, yield ratios 
between municipal and Treasury securities became 
attractive and interest rate jitters caused discounts on 
municipal closed-end funds to widen significantly. 
While it’s not typical to invest in municipal securities 
for clients that do not pay income taxes, the 
opportunity was too compelling to resist. We added 
significant exposure as unrelenting tax-loss selling 
pushed funds to trade at near-historically wide 
discounts. 
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Despite large institutional ownership, taxable 

closed-end funds saw some slight widening into the 
end of the year. That widening fully reversed course 
and discounts in taxable closed-end funds are near the 
most narrow point seen in the past few years. 

 
In our opinion, SPACs also continue to be a 

compelling investment opportunity. We believe SPACs 
offer a high risk-adjusted return and remain one of the 
best investment opportunities going forward. 

 
For the remainder of the year, we anticipate 

significantly reducing our exposure to both municipal 
closed-end funds and taxable closed-end funds. We’ll 
likely use proceeds from the sales of closed-end funds 
to invest in SPACs and to purchase index-tracking 
funds. 
 
 
Tax-Sensitive Fixed Income 
 

Our tax sensitive client accounts had an 
outstanding quarter—one of the best in our firm’s 
history. Our disciplined strategy of buying municipal 
bond CEFs when discounts are the widest has 
propelled our clients’ returns powerfully in the 
beginning of 2019.* 

 
The end of 2018 was one of the best buying 

opportunities of municipal CEF’s we believe we have 
ever seen. Indeed, we increased our client account 
holdings to over 75% invested in these deeply 
discounted funds by year-end. We believed these funds 
were extremely undervalued solely due to forced 
selling for tax-loss harvesting purposes and not due to 
any fundamental investment reasons. Therefore we felt 
that they presented an incredible opportunity. We also 
understood through our research that historically 
these high quality funds did not remain at these deep 
discounts for prolonged periods of time. Our decision 
to load up on these funds in 2018 has so far been 
rewarded this year. 

 
There were 3 forces that contributed to the 

exceptional returns for this quarter. First, discounts 
narrowed by over 5% for the average municipal CEF. 
As we mentioned previously, we have rarely been more 
excited about the prospect of exceptional go-forward 
returns as we were at the end of 2018. Additionally, 
these funds benefited from the overall strength in the 
bond market. Municipal bond prices increased due to 
falling bond yields across the broad bond market. And 
further, these municipal CEF’s continued to pay high 
levels of tax-free income of 4% to 5%. 

 
We have begun to sell some of our holdings into 

this powerful rally, but remain substantially invested 
in CEFs, as we believe there is still more upside to 
come. As we sell our holdings, we replace them with 
investments with minimal interest rate risk such as 
SPACs and short duration index products. This is one 
of the key features of our strategy — we do not try to 
guess interest rates, but rather we let the opportunities 
guide us. 

 
We have been through these cycles time and time 

again, and we believe our contrarian strategy of buying 
when the broad market is selling, and vice versa, will 
once again propel our risk-adjusted returns. And, we 
know in this business that it is critical to be patient as 
the next great opportunity may likely be right around 
the corner. 
 
 
Closing Thoughts 
 

Although we are only three months into the new 
year, we feel it is important to reiterate that we 
understand that market volatility can be tough to 
stomach at times. Even though it may be tough, it is 
often times a precursor to better times down the road 
because of the value laden opportunities it often 
affords investors. The end of 2018 was such a time. As 
we enter into a new quarter, we thank you for your 
continued support and will, as always, seek the best 
risk-adjusted returns possible. 

 
*All Karpus composite performance results and associated disclosures are 
available upon request. 
 
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. 
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