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To Our Clients, 
 

In past newsletters and at recent client seminars you’ve heard us talk about stretched equity valuations and 
low bond yields. No doubt, as both stocks and bonds have performed well so far this year, you’ve also heard 
multiple media outlets discuss the same things. As your investment adviser, we wanted to directly address the very 
concerns that we believe many of you may be thinking about. Namely, what are our thoughts and what are we 
doing about it? 

 
First, it is true that equity valuations, especially domestic equity valuations, are quite elevated. Why, then, do 

the markets continue to go higher? The simplest answer is that earnings have been quite strong. With earnings 
doing so well for many companies, current conditions show how important it is to stay invested, as not doing so 
could be quite costly. This, however, is not to say that it is unwarranted to wonder if or when markets may correct. 
The same can be said for fixed income markets, as no one can successfully and repeatedly predict where rates will 
ultimately go. 

 
Since no one knows when or if markets will correct or when yields will move upward (and prices downward), 

as your investment manager our job is to take the emotion out of investing and position your portfolio for 
attractive, risk-adjusted returns. To do that in today’s marketplace, we’ve positioned portfolios in a very 
conservative fashion by reducing beta on the equity portion of accounts and reducing duration risk on fixed 
income accounts. 

 
Stated as simply as possible, beta helps determine the level of volatility a portfolio will be expected to have in 

comparison to the overall stock market. By taking a tactically lower beta, we remain invested in the market, but 
have other alternative and preferred investments that we believe will aid performance in the event of a downturn 
or if rates change substantially. 

 
With respect to lower durations, the goal is the same - we are positioning portfolios to minimize risk and 

protect your portfolio in a rising rate environment. However, here too it is key to note that we are not timing 
markets but remain fully invested in investments that we feel will provide both reasonable yields and safety. 

Table 1: Major Indices’ Performance 

 Q3, 2017 1 Yr. 3 Yrs. 5 Yrs. 

Bloomberg Barclays 
U.S. Gov’t/Credit 0.81% -0.01% 2.83% 2.10% 

Bloomberg Barclays 
Municipal Bond 1.06% 0.87% 3.19% 3.00% 

S&P 500 4.48% 18.60% 10.80% 14.20% 

MSCI ACWI ex. U.S. 6.17% 19.61% 4.70% 6.97% 

YTD 

3.49% 

4.66% 

14.24% 

21.13% 

Source: Bloomberg Finance, L.P. Periods greater than 1 year are annualized. 
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With conditions as they are and the media 
continually highlighting risks within the equity and 
fixed income markets, we felt it was necessary to tell 
you that your portfolios are very conservatively 
positioned. We believe this conservative positioning is 
warranted to help protect your portfolio but stay 
invested and keep on track with your well thought out 
asset allocations. 

 
Combined with extensive diversification within 

your portfolios, it is critical to understand that each 
piece of your portfolio is carefully selected with 
respect to how it works with the others.  

 
Following is a more in depth discussion of recent 

developments within each of the major asset classes.  
 
Equities 
 

With a 278% rise in the S&P 500 Index since 
March 2009, we have now just experienced the second 
largest bull market in history. Only the decade long 
bull of the 1990’s provided a larger gain in the index, 
which surpassed 400%. 

 
Further, volatility seems to be non-existent as 

investor complacency continues to run high even with 
tensions in North Korea, and what seems to be 
constantly evolving developments with respect to 
healthcare legislation and tax reform. In fact, the 
biggest correction year-to-date has only been 2.8%. If 
2017 continues on this pace, the only other year on 
record that had a smaller correction for the full year 
was 1995. 

 
From a global perspective, the MSCI All-Country 

World Index has now posted a monthly gain in all nine 
months this year, the first time ever since its inception 
30 years ago. 

 
Two of the biggest catalysts to stocks this year 

have been potential tax reform and earnings growth. 
With respect to taxes, we expect to hear more about 
tax reform in the next few weeks. Preliminary talks 
call for corporate tax rates to fall to 20% from 35%. 
Next, with respect to earnings, just as the direction of 
interest rates influences fixed income returns, 
earnings are a driving force to stocks. Second quarter 
earnings growth was tremendous at 12.4% year over 
year, marking the second consecutive quarter of 

double digit growth. Beyond this, analysts are still 
predicting that 2017 will see between 9-10% growth 
for the year. 

 
When looking abroad, international stocks have 

been set up perfectly this year. First, we have seen 
accelerating growth outside the U.S. There have been 
positive surprises to both economic growth and the 
purchasing managers index (PMI), which is an 
indicator of the economic health of the manufacturing 
sector. Secondly, we started the year with favorable 
valuations outside the U.S., which still holds true 
today. Finally, a collapsing U.S. dollar has propelled 
foreign stocks past their U.S. counterparts. 

 
Speaking directly to our strategy, equity focused 

closed-end funds yet again had another quarter of 
discount narrowing. We have taken this opportunity 
to sell more closed-end funds as we now have 25% in 
closed-end funds compared to 55% one year ago. 

 
 

As for shareholder activism, we were recently 
successful on blocking a merger (which would have 
diluted our shareholder voting power), passing a  
proposal designed to enhance shareholder value, and 
also had two of our board nominees elected to one of 
our domestic equity positions. We will continue to 

Chart 1: Closed-End Fund Discount 
Narrowing (9/30/2014 - 9/29/2017) 
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engage with the Board of the fund to find a 
comprehensive solution. 

 
The combination of complacency and elevated 

valuations has resulted in us taking a more 
conservative approach to portfolios. We have reduced 
exposure to U.S. equities and continue to overweight 
international stocks and preferred securities. We view 
the preferreds as a risk-off stabilizer to dampen 
volatility while also providing a steady stream of 
income. With international stocks, we believe a 
globally diversified portfolio will offer the best 
opportunity for returns and downside protection. 

 
Taxable Fixed Income 
 

Taxable fixed income portfolios continue to 
perform well despite narrow discounts and the lack of 
closed-end fund buying opportunities. 
 

 The pre-acquisition special purpose acquisition 
company (SPAC) new issue market saw several new, 
highly marketed issues come to market in the third 
quarter. We believe the tremendous influx of new 
SPACs could provide attractive investment 
opportunities if equity markets sell off. For the time 
being though, we’ve slowed our purchasing of SPACs 
in anticipation of better values in the fourth quarter. 

 
The preferred/senior note section of portfolios also 

saw less action than we would have liked throughout 
the quarter. In general, preferreds and senior notes 
have performed very well as investors continue to look 

to them for a source of yield. As a result, most issues 
now trade above par, causing us to slow our buying of 
new issues. However, late in the quarter, we were able 
to participate in a new issue at a nice discount to par. 
Utilizing this strategy often results in fewer shares 
acquired, but at a markedly better price. 
 

In the closed-end section of portfolios, we’ve seen 
continued discount narrowing in almost all of the 
funds we follow. As such, we continue to actively 
reduce positions and largely swap into index-tracking 
positions. This allows us to lock in gains while 
positioning for future discount widening. 

 
Looking toward the remainder of the year, 

opportunities will be dependent on volatility and 
discounts. If volatility remains as contained as it has 
and if discounts continue to narrow or remain narrow, 
we will remain patient. However, if, for example, there 
were to be a sharp, sudden increase in interest rates, or 
even a strong sell off in stocks, we are also positioned 
to capitalize on opportunities should they arise. 

 
 
Tax-Sensitive Fixed Income 
 

Municipal bonds finished the quarter slightly 
positive, despite a fairly sharp rise in yields over the 
past few weeks. For the year, municipal bond prices 
have overall been on a slow and steady rise, with 
minimal bumps along the way. 
 

We remain cautious of the risk of rising rates. 
Longer maturity bonds possess the most interest rate 
risk and have very little income to offset potential price 
declines. For this reason, our client portfolios are very 
defensive and have durations (measure of interest rate 
risk) roughly 25% lower than the average municipal 
bond fund manager. 
 

Municipal bond closed-end fund discounts remain 
narrow, and for the most part, unattractive to buy. As 
you know, we do not build our client portfolios based 
on a guess of where interest rates are headed. Instead, 
we use the discounts on these funds to guide our 
portfolio construction. When discounts are wide 
relative to their average, we believe much of the risk 
has been stripped away, and this is the time to buy. So 
with discounts being narrow (risky), we have 
minimized our exposure to these longer maturity 
investments. 

Chart 2: The Flattening U.S. Treasury Yield 
Curve (12/31/2016 vs. 9/29/2017) 
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Despite having less interest rate risk than our 
peers, we are still able to achieve a high level of current 
income along with our primary goal of preserving 
capital. 

 
One contributor to this is our allocation to auction 

rate preferreds, which pay a variable rate of income 2 
to 3 times that of any comparable money market fund. 
This security has the highest credit quality of any 
security we know, but does not trade on any exchange 
and we’d be willing to bet is unfamiliar to virtually 
everyone except us. It is truly an investment that is 
unique to our clients. 

 
We are also finding opportunities in SPACs that 

return roughly 2-3% in the next 12 to 18 months with 
virtually no credit risk. Our ability to research and 
exploit these off the beaten path investments allows us 
to consistently generate outstanding risk-adjusted 
returns. 
 

For the near term, we will remain defensive with 
our focus being protection of principal. Down the road, 
we will patiently await the next opportunity to extend 
our duration and increase current income using our 
core strategy of closed-end funds, but not until the 
time is right. 

 
 

Closing Thoughts 
 
As 2017 continues to unfold, we thank you for your 

continued confidence and welcome the opportunity to 
discuss how our conservative investment strategy will 
keep you on pace for your goals.  

 

 
Additional Notification 

 
Each year we are required by law to notify you of 

the availability of our updated investment adviser 
registration with the U.S. Securities and Exchange 
Commission (Form ADV, Part 2a and 2b). If you would 
like us to furnish you with a copy, please call Danielle 
at (585) 586-4680 or e-mail danielle@karpus.com.  

 
 

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. 1,054 Top 3% 

  7 Yrs. 1,129 Top 26% 

  5 Yrs. 1,194 Top 50% 

Int’l Equity 10 Yrs. 479 Top 6% 

  7 Yrs. 557 Top 10% 

  5 Yrs. 618 Top 13% 

FIXED INCOME 

Taxable 10 Yrs. 792 Top 1% 

  7 Yrs. 853 Top 1% 

  5 Yrs. 898 Top 1% 

Municipal 10 Yrs. 212 Top 1% 

 7 Yrs. 231 Top 1% 

 5 Yrs. 259 Top 1% 

BALANCED 

Conservative 
Balanced 

10 Yrs. 328 Top 2% 

  7 Yrs. 372 Top 9% 

  5 Yrs. 403 Top 7% 

Growth 
Balanced 

10 Yrs. 577 Top 4% 

  7 Yrs. 661 Top 21% 

  5 Yrs. 762 Top 20% 

Periods Ended 6/30/2017 
for 

KARPUS INVESTMENT MANAGEMENT 

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


