
 Q4, 2019 1 Yr. 3 Yrs. 5 Yrs. 

Bloomberg Barclays U.S. Gov’t/Credit -0.01% 9.70% 4.34% 3.23% 

Bloomberg Barclays Municipal Bond 0.74% 7.57% 4.73% 3.53% 

S&P 500 9.07% 31.49% 15.27% 11.70% 

MSCI ACWI ex. U.S. 8.92% 21.50% 9.86% 5.50% 

Source: Bloomberg Finance, L.P. Periods greater than 1 year are annualized. Past performance is no guarantee of future results. 

 

To Our Clients, 
 
As the following table shows, the major indices performed quite well in 2019, as both equities and fixed income in the 
U.S. generally outpaced their international counterparts on a total return basis.  
 
 
 
 
 
 
 
 
 
 

 
 

The yield curve has shifted dramatically within a relatively short time frame and inverted during the year. An inversion is 
where shorter maturity bonds trade at higher yields than longer maturity bonds (see the dashed red line in Chart 1). In 
our view, we attribute this inversion to be reflective of the following uncertainties: 

Geopolitical concerns (i.e., trade, tariffs, Brexit, 2020 U.S. Presidential elections) and slowed global growth  
 Low and/or negative interest rates around the world (see Chart 2) 
Multiple elevated valuation metrics, particularly within domestic equity markets 
 Low inflation and low unemployment in the U.S. 
 Indications of a potential recession because of the inverted yield curve 
 Anticipation of policy moves by the U.S. Federal Reserve Open Market Committee 

 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

According to data we analyzed from the last 40 years, we’ve found that, on average: (1) a recession occurs 17 months 
after an initial inversion (with stocks and bonds performing quite well); and (2) an ensuing correction occurs 12 months 
after the initial inversion.1  
 
Given our analysis, we are wary that a recession/growth slowdown may occur by the end of 2020 (+/- 6 months) and 
deflationary pressures could also become evident.  
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Chart 2: Select Countries’ 10-Year Yields 

Source: Bloomberg Finance, L.P. Data as of 12/31/2019. 

Chart 1: The U.S. Treasury Yield Curve  

Source: Bloomberg Finance, L.P.  



Throughout the year, global manufacturing for major economies, as measured by the purchasing managers’ index (PMI), 
fell into contractionary territory. However, policy action by global central banks and the de-escalation of trade concerns 
appears to have orchestrated a soft landing for the global economy and offset some of the contractionary pressures. As 
a result, PMI data from the Eurozone, China, and the U.S. have all shown signs of recovery since (see Chart 3). 

In terms of the overall market: 
 Although we believe the bond market should continue to 

perform well, bonds are becoming more volatile because of 
low yields and the inverse relationship between bond prices 
and bond yields (i.e., bonds’ prices decline as yields 
increase and vice-versa). 

 With stocks, although valuations are a bit stretched, we 
believe there could be more upward movement before a 
correction and therefore remain invested but with positions 
designed to weather multiple scenarios. 

 
To help explore how our core strategy has been impacted by the 
conditions noted above, it’s helpful to first look at average closed-
end fund (CEF) discounts for each of the primary asset classes.  
Based on Chart 4, it’s apparent that average discounts for the 
four primary closed-end fund categories have narrowed (in some 
cases a bit more than others). 
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Chart 3: JP Morgan Global Manufacturing PMI 
A reading below 50 indicates majority of businesses reporting 
a contraction 

Source: Bloomberg Finance, L.P. 

Based on our observations and analysis of 
the market, we have: 

1. Sold many closed-end funds as 
opportunities presented themselves. 

2.  Bought special purpose acquisition 
companies (pre-acquisition) (SPACs) 
and index-based investments to 
shorten fixed income duration and 
minimize the sensitivity of clients’ 
portfolios to future interest rate 
movements. 

3.  Bought preferred securities issued by 
companies registered under the 
Investment Company Act of 1940 and 
purchased shares of a fund 
employing a convertible arbitrage/
hedged equity strategy for equity 
portfolios to provide additional 
diversification and dampen volatility. 

 
We believe that positioning your portfolios 
in such a manner affords us three key 
benefits: the ability to purchase funds down 
the road as they become attractive; the 
ability to stay invested according to your 
asset allocation; and the ability to actively 
assess and mitigate potential risks.  

Chart 4: Closed-End Fund Average Discounts 

Source: Bloomberg Finance, L.P.  



As we will discuss in more detail later, we expect that both equity and fixed income markets may experience lower 
returns in the years ahead. With this expectation, asset allocation decisions, portfolio positioning, and staying invested 
are as important now as they ever have been. 
 
Even in potentially lower return environments, we believe our core strategy of buying closed-end funds at wide 
discounts and selling when they become narrow will continue to provide us unique insights on market movements and 
guide us toward helping you achieve your long-term goals. 
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Equities 
 
To be sure, many uncertainties remain and world-wide 
investor sentiment has been impacted greatly as those 
items are addressed. Even with the uncertainties (outlined 
above), equity markets forged forward for the year and 
2019 was the best year for stocks since 2013.2 
 
Looking into 2020, we believe that return expectations 
should be lowered unless growth and earnings escalate 
dramatically. To explain our belief, consider returns on the 
S&P 500 Index since the end of 2009 where valuations were 
depressed. Since that point, the S&P 500 returned 13.5% on 
an annualized basis.3 
 
Today, in comparison, valuations are elevated, with the 
cyclically-adjusted price-earnings ratio (CAPE Ratio) at 30x. 
According to data we analyzed from Bloomberg Finance and 
Yale University, when equity valuations are at current levels, 
go forward 10-year annualized returns tend to be below 
historical norms (see Chart 5). 

To summarize how equity portions are currently allocated in 
our strategy: 
 On the domestic equity side, you’ll notice that we’ve sold quite a few CEFs in 2019, augmenting the portfolios with 

factor exchange traded funds and with what we believe are dividend growers, quality, and growth positions. 
 On the international front, CEF discounts narrowed slightly on the year, with select buying opportunities. 

 
As the economic cycle matures, we believe it is important to broadly diversify among international equities and 
alternative strategies. Global equities have underperformed U.S. equities for a large part of this cycle and, by our 
estimate, the current valuation disparity puts international stocks at about a 22% discount compared to the U.S.4 As 
global PMIs improve, this valuation gap could narrow. 
 
Broad diversification and an allocation to alternative strategies are both included in equity portfolios to maximize risk-
adjusted returns. We believe that our current positioning, combined with patience to purchase funds when discounts 
widen, will prove beneficial over the long run. 
 
Taxable Fixed Income 
  
Taxable fixed income portfolios benefitted from a strategic allocation to municipal CEFs and taxable fixed income 
holdings in 2019.  
 
At the end of last year, discounts on municipal-focused CEFs reached near-record highs.5 As a result, we made the 
decision to allocate a significant portion of our taxable portfolios to municipal CEFs. This was beneficial for two key 
reasons: (1) interest rates declined throughout the year; and (2) discounts in municipal CEFs rebounded dramatically. 
 

Chart 5: Cyclically adjusted P/E ratios & 
10 Yr. S&P 500 Returns 

Source: Bloomberg Finance, L.P., Yale University. Data represents the historical 10 Yr. 
returns of the S&P 500 Index from 1927-2019 based on average monthly results. Past 
performance is no guarantee of future results. 



With respect to taxable CEFs, we saw credit spreads (which represent the difference in yield between two bonds with 
similar maturities but different credit qualities) spike in late 2018, but then rebound swiftly throughout 2019, ending 
the year at close to 5-year lows.6 Declining interest rates and discount narrowing also aided returns for the year. Our 
special purpose acquisition company (pre-acquisition) (SPAC) strategy also assisted risk-adjusted returns in 2019. It 
served as a value-added hedge to our municipal closed-end fund strategy if interest rates were to have moved against 
us. 
 
Moving into 2020, it is becoming quite challenging to find overly compelling values in the market. As a result, we’re 
largely reducing our closed-end fund positions and purchasing index tracking investments so we can patiently await 
further opportunities. 
  
Tax-Sensitive Fixed Income 
  
As we just referred to in the previous section, in the tax-sensitive fixed income area we started the year with discounts 
on municipal CEF’s at historically wide levels. Our experience following these funds led us to believe that these 
discounts would likely not remain as wide as they were for very long. As such, we purchased many funds aggressively 
toward the end of 2018. At the time, we found them so attractive that, on average, we invested over 75% of clients’ tax
-sensitive fixed income portfolios in these funds (as of year-end).  
 
As we anticipated, the discounts on these funds have narrowed steadily throughout 2019. In fact, the average discount 
across all municipal bond CEF’s has closed by more than 7% this year (for your reference, please refer to the dark red 
line in Chart 4). In addition to narrowing discounts, our portfolios have also benefitted from a bond rally throughout the 
year that drove the average underlying net-asset-values (NAVs) of these funds up by roughly 10% on average.7 These 
combined forces of rising NAV’s along with narrowing discounts have substantially aided total returns for the year. 
 
In February, we reached an agreement with a fund company to conduct a series of tender offers for one of our widely 
held municipal CEFs. These tender offers gave shareholders the option to sell their shares back to the fund at a 2% 
discount, much higher than the ~13.5% discount at which the fund traded at the end of 2018. We were able to tender 
over 26% of our clients’ shares to the fund in May and then another ~16% in December. We also anticipate that a final 
conditional tender offer, pursuant to the agreement, may occur in the summer of 2020. 
 
Beyond this, throughout 2019, and most significantly in the 4th quarter, we have been selling many CEF holdings into 
the strength of the bond market. By doing so, we are taking long-term gains while reducing duration risk. As we sell 
these holdings, they are replaced with shorter duration investments which we deem to have minimal interest rate risk. 
 
While we have seen discounts narrow in 2019, they still remain slightly wider than their long-term averages and we 
believe there could be further narrowing on the horizon in 2020. As such, we are patiently reducing our holdings, while 
still enjoying the high level of tax-free income that they produce. 
 
Closing Thoughts 
 
As many of you are likely aware, the recent passage of the Setting Every Community Up for Retirement Enhancement 
Act (“Secure Act”), has been getting quite a bit of media attention. To learn more about how the new law might 
impact your portfolio or planning, you may wish to consult your attorney and accountant.  Please contact your 
relationship manager with any changes you may wish to make to your portfolio. 
 
The upcoming year is likely to have a variety of twists and turns. As we navigate further market and economic 
developments, we thank you for your continued confidence and wish you a safe and prosperous new year.  
  
Notes: 
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. All 
Karpus composite performance results and associated disclosures are available upon request.   
Sources:  
1.      Bloomberg Finance, L.P. Recessionary periods are as defined by the National Bureau of Economic Research, https://www.nber.org/cycles.html. The stock market analyzed       
 is the S&P 500 Index and the bond market analyzed is the Bloomberg Barclays Government/Credit Index. 
2-7.   Bloomberg Finance, L.P. 
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