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What the Heck Is a Closed-End Fund? 
Many investors aren’t familiar with closed-end funds, or CEFs. Some investors who are somewhat 
familiar with CEFs may view them as overly complex, believe they’re difficult to use, or dismiss them 
with a “those things are just wacky” type of comment. While it is true that CEFs are structurally more 
complex than exchange-traded funds and open-end mutual funds, investors willing to take the time 
to learn the ins and outs of CEFs will have discovered a relatively unfollowed and often mispriced 
slice of the market. Value stock investors often look to small, lesser-known companies in an effort to 
find “undiscovered” or mispriced stocks. The CEF market offers similar opportunities, particularly for 
investors seeking income or exposure to less-liquid securities. 

There are similarities between open-end funds and CEFs. Both are regulated by the Investment 
Company Act of 1940 and feature active management. Both pass tax consequences of underlying 
holdings to shareholders by distributing most of the earned net investment income and realized capi-
tal gains. Both generally traffic in the same parts of the global equity, fixed income, and commodities 
markets. Yet thinking about CEFs as just another variety of open-end funds can lead investors astray 
because there are meaningful differences between the two vehicles, and the investor experience 
isn’t the same.

First and foremost, consider the differences between investing in an open-end mutual fund and a 
CEF. To purchase shares of an open-end fund, an investor opens an account—most often directly 
with the fund company, with a brokerage firm, or through a retirement plan—and makes an invest-
ment. Shares of open-end funds are priced just once a day, after the market closes. This means the 
price at which shares are bought and sold isn’t known until after an order is placed and the market 
has closed. When an investor sells shares, the fund itself purchases those shares from its own capi-
tal base. The experience is quite different with a CEF. These funds trade on an exchange continually 
throughout the day. Investors need a brokerage account to purchase shares of a CEF, but the price at 
which shares are bought and sold is known at the time of purchase. 

A more striking difference, however, is that CEFs raise new capital through an initial public offering, 
while open-end funds rely on investor inflows to raise capital. Thinking of CEFs from the perspec-
tive of a publicly traded company is a helpful exercise in understanding the basics of their capital 
structure. Both CEFs and publicly traded companies raise capital from the general public through an 
IPO. The CEF’s “business” (what it applies that capital toward) is investing in a portfolio of securi-
ties according to the guidelines set forth in its prospectus. When investors buy and sell shares of a 
stock, the company itself doesn’t receive or pay money from the transaction. The firm’s money came 
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at the IPO when shares were first issued. Similarly, when investors buy and sell shares of a CEF, the 
fund does not receive any more or less money from the trade. This means the CEF’s “business” (its 
portfolio) is unaffected by the market for its shares. 

In the following guide, we walk through a variety of CEF topics, some basic, some more complex, 
starting with the birth of a CEF—its IPO. We also discuss key features and characteristics of 
CEFs—including discounts and premiums, distributions, leverage, corporate governance—and how 
Morningstar evaluates CEFs. For each section, we offer several case studies and examples to make 
the various concepts concrete and actionable.

Initial Public Offerings
CEFs do not exist before the IPO. Fund firms wishing to launch a CEF participate in a road show, 
meeting with advisors and institutions in an effort to sell shares of the fund. The number of shares 
sold (and, subsequently, the size of the fund) is determined by investor interest. Once a fund has 
launched, all of the cash raised from the IPO is invested in a short period of time, no matter the 
market environment. 

For CEF IPOs, timing is everything. If a certain asset class is in demand, a fund may be able to raise 
quite a bit of capital, but if the market has soured on the asset class, the asset raise may be much 
lower than anticipated. What’s more, the market environment for investing those funds can make a 
dramatic difference in long-term total returns. Consider two hypothetical technology-focused funds, 
one launched at the height of the tech bubble, another shortly after. The fund launched at the height 
would have likely purchased assets at inflated prices and would have a difficult time catching up to 
other funds launched well before or after the bubble burst. Because it can take months (or longer) 
from idea generation to CEF launch, timing IPOs with market conditions is challenging. 

Just Say “No” at the IPO
It is often said that CEF IPOs are sold, not bought. At Morningstar, we believe that most inves-
tors should avoid purchasing shares of a CEF at the IPO, mainly because of the “CEF IPO Premium” 
phenomenon caused by the high commissions paid to brokers for selling shares and the absence of a 
fiduciary standard applied to those brokers.

1.

Exhibit 1: CEF IPO Pricing

Source: Manager Research

Fees (%) Per Share Data ($)

Underwriting fees 4.50 1.13

Other fees (includes legal, filing, document fees, and so on) 0.25 0.06

IPO share price 25.00

IPO NAV = IPO share price - fees 23.81

IPO premium = (share price/NAV) -1 4.75
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From a nuts-and-bolts perspective, launching a new fund isn’t free—there are legal, filing, and 
underwriting fees, and investors have traditionally been on the hook for those fees. Mathematically, 
this means that all CEFs trade at premiums at the IPO. Exhibit 1 shows a hypothetical CEF IPO. For 
simplicity, assume the CEF sells a single share, which means the fund’s manager starts with $25 (the 
price of one share). After paying underwriting and other fees ($1.19 in this example), the manager 
has $23.81 to invest according to the fund’s strategy. This investor just paid $25 for $23.81 worth of 
assets and has experienced the “CEF IPO Premium” phenomenon firsthand. Premiums aren’t neces-
sarily bad, but IPO premiums tend to dissipate within a few months of a fund’s launch, generally 
leading to a loss for shareholders who purchased shares at the IPO. 

Missing the Fiduciary Standard
In addition to the “CEF IPO Premium” phenomenon, investors should also be concerned about the 
lack of fiduciary standard applied to brokers who sell CEF shares at the IPO. The fiduciary standard 
is the highest standard of care required by investment professionals, but it currently only applies to 
registered investment advisors. That standard of care requires advisors to put their clients’ interests 
before their own and to eliminate conflicts of interest or disclose any conflicts that cannot be elimi-
nated. Broker/dealers, however, generally do not have to meet the fiduciary standard. While they 
must ensure that an investment is suitable for clients, they are not required to put their clients’ inter-
ests ahead of their own and are not required to disclose conflicts of interest. This means broker/deal-
ers are able to participate in IPOs despite high commissions and generally poor investor outcomes. 

The lines between investment advisors and broker/dealers, however, are blurring, and regulators are, 
rightly, pushing increased responsibility on the part of the broker/dealers. One of the first attempts 
at imposing the fiduciary standard on brokers following the 2008 crisis was the Dodd-Frank Wall 
Street Reform and Consumer Protection Act, which proposed to give the SEC the power to extend the 
fiduciary standard to broker/dealers. The bill went into law in late 2010, and the SEC was charged 
with studying the need for the application of the fiduciary standard on broker/dealers. In early 2013, 
the SEC asked for data and information regarding the costs and benefits of imposing the higher stan-
dards. As of mid-2015, the SEC hadn’t released the results of this information request or addressed 
whether the standard should apply to broker/dealers. 

In the meantime, the Department of Labor proposed a rule in late 2010 that would apply the fiduciary 
standard to advice given to retirement plans and participants (pensions and individuals), but amid 
push-back from the industry, the initial proposal was withdrawn. The Department of Labor took up 
the cause again in early 2015, this time with President Barack Obama backing the issue. The latest 
proposal would require any advisor receiving payment for retirement advice to be considered a 
fiduciary and held to the fiduciary standard, no matter what the advisor uses as a title (broker, RIA, 
and so on). While this is a good starting place, the latest proposal doesn’t go far enough. As written, 
broker/dealers can still provide advice to clients about nonretirement assets that may put the broker/
dealer’s own interests ahead of the clients. Although the imposition of the standard should worry CEF 
firms, the continuing lack of fiduciary standard for broker/dealers should definitely worry investors.
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Innovations in the IPO Market
If broker/dealers are held to the fiduciary standard for all fee-based advice, it is hard to imagine the 
CEF IPO process continuing in its current form. Considering the high commissions earned from selling 
shares of CEFs at an IPO, broker/dealers will have a tough time adhering to the fiduciary standard. 
That said, asset managers are good at finding ways to cope with new regulations, and some fund 
firms have already begun experimenting with different strategies to alleviate some of the concerns. 
For example, in 2013 Royce Funds launched a new fund (Royce Global Value Trust RGT) by spinning 
off a distribution from an existing fund (Royce Value Trust RVT). Shareholders of RVT approved the 
spin-off and received a distribution payment in the form of shares of the new fund. Once investors 
received the new shares, they were free to sell those shares on the open market. While this avoided 
some of the most hated aspects of a CEF launch, the asset raise was small (just over $100 million) 
and so this strategy isn’t likely to be a popular solution among asset managers.

Another tactic that is gaining popularity is launching funds with terminal dates, such as AllianzGI 
Diversified Income & Convertible ACV, which launched in May 2015. This places a predetermined 
liquidation date, which can help the discount remain narrow, particularly near its termination date. 
In some cases, terminal dates can be extended if shareholders vote in favor of doing so. That said, a 
termination date 10 or 15 years out may not keep the discount tight during the initial trading years. 

Finally, Calamos Dynamic Convertible and Income CCD launched in March 2015, and, in an effort to 
support secondary-market trading, Calamos Investments said it would purchase a certain number of 
shares (as limited by the SEC, $125,000 in shares or 25% of the fund’s average daily trading volume 
over a four-week measurement period) if the discount dropped below 2% between July 7, 2015, and 
Feb. 25, 2016. The fund’s discount was wider than 2% since the start of the period, and Calamos 
purchased the maximum number of shares allowed each day. Because of the limits placed on the 
firm by the SEC, the actual number of shares purchased was small—typically around 5,500 to 5,600 
shares—and couldn’t counteract the broad sell-off in the CEF market.  

Who IS Buying Shares at the IPO?
Whether or not the “CEFs are sold, not bought” adage is accurate, someone is buying shares of a CEF 
at its IPO or it wouldn’t raise any money. Outside of brokers pushing IPO shares, some investors may 
choose to purchase a CEF at its IPO because it has a unique strategy that isn’t currently available in 
the market. This isn’t too common an occurrence, though; CEF IPOs tend to cluster by strategy. For 
example, of the nearly two dozen funds launched in 2013, five were master limited partnership funds 
and five were high-yield-bond funds; in 2015, through June 30, two funds launched and both invested 
in convertible bonds. Clustering is not always the case, however. In 2014, 11 funds launched; three 
were MLPs, and the rest were spread across a variety of sectors including health-care stocks, world 
bonds, bank loans, and technology stocks. Of course, those funds may have offered a unique invest-
ment twist on those asset classes, but it is unlikely. Another commonly cited reason to buy a CEF at  
the IPO is that, at the time of the IPO, similarly invested funds sell at even higher premiums, which is 
sometimes, though not always the case. 
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Take the 2009 launch of Tortoise Power & Energy Infrastructure TPZ. Investors’ search for yield coin-
cided with the United States’ bid for energy independence in 2009. The growing energy sector looked 
for ways to finance growth, and low interest rates pushed investors toward increasingly equitylike 
investments. While the IPO market for CEF MLPs exploded in 2010 and 2011, the group reached a 
peak in premium pricing in mid-2009, partly because of the funds’ high payouts. (In mid-2009, there 
were seven MLP CEFs in existence and investor demand was high; by the end of 2014, the category 
reached 26 funds.) Tortoise Power & Energy Infrastructure was the only MLP fund launched in 2009, 
and its 4.9% IPO premium looked attractive compared with the average MLP premium of nearly 12%. 
But Tortoise Power & Energy Infrastructure traded at a significant discount just two months after its 
IPO. Exhibit 2 shows the average MLP’s premium during 2009 and TPZ’s premium dissipation. By the 
end of 2009, TPZ’s discount was well below its average peer. 

In all, buying a CEF at the IPO is a risky proposition. Morningstar does not recommend doing so un-
less the fund happens to offer a unique strategy currently unavailable in the market and one that is 
appropriate for an investor’s portfolio. 

CEF IPO Key Take-Aways:
It is best to avoid any CEF IPO. 

Exhibit 2: MLP CEF Premiums and IPO of TPZ

Source: Morningstar Direct Data from  January 1, 2009 to December 31, 2009.
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Closed Capital Base
After the IPO, there are a limited number of ways to increase and decrease capital within a  
CEF’s portfolio. 

Recall that, unlike an open-end fund or ETF, new shares of a CEF aren’t created when investors pur-
chase shares. The shares of a CEF are traded among investors. So, how does a CEF increase its capital 
base? The manager can make sound investment choices that increase the net asset value; a fund can 
issue debt or preferred shares, thereby creating leverage (an important and complex topic discussed 
in Section 5); a fund can conduct a secondary share offering (selling new shares to the public), though 
this is not too common a practice; and finally, a fund can conduct a rights offering, giving existing 
shareholders the right to invest more capital in the fund in proportion to their existing ownership. 

Participating in Rights Offerings Is a Must
Rights offerings allow existing shareholders to buy a proportional number of shares, based on how 
many they currently own, at a discounted price. Rights can be both transferable (meaning they can be 
traded on an exchange) and nontransferable. Shareholders have the right, but never the obligation, 
to buy the additional shares. If an investor likes the fund and wants to allocate more capital to it, 
exercising a rights offering is a no-brainer—simply subscribe to the offering and purchase additional 
shares. But many investors will not wish to allocate more capital to the fund. By not participating, 
however, their stake in the fund is diluted. This is because additional shares are sold at a discount to 
market value, which increases the number of shares outstanding by more than the assets in the fund. 
Exhibit 3 illustrates the dilution. 

Fund XYZ has two shareholders (A and B), and each owns three shares at $10 per share. Fund XYZ’s 
total market value is $60. The fund implements a 1-for-3 rights offering (allowing each shareholder to 
purchase one additional share) at 90% of the market price of $10. Investor A participates in the offer-
ing, purchasing an additional share for $9, but Investor B does not participate. 

Post-offering, the fund has seven shares outstanding and a market value of $69—the original $60 
market value plus the $9 from Investor A’s single-share purchase (note that numbers are rounded for 
simplicity). With a total market value of $69, each share is worth $9.86 per share—the total fund 
value divided by the number of shares outstanding. Investor A’s position is now worth $39.40 (four 
shares at $9.86), compared with the pre-rights offering value plus the additional share purchase of 
$39 (three shares at $10 and one at $9). Investor B’s position is worth $29.55 (three shares at $9.86), 
compared with the pre-rights offering value of $30 (three shares at $10). By not participating in the 
offering, Investor B’s stake is diluted. 

To avoid dilution without committing additional capital to the fund, investors have a few options. The 
simplest transaction is a transferable rights offering. The right to buy shares has intrinsic value and 
represents a distribution to shareholders. Assuming efficient markets, transferable rights can be sold 
on an exchange, generating additional investment income to offset any post-offering price

2.
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decline. Exhibit 4 illustrates this transaction. The investor simply sells the rights on the open market 
to another investor who then purchases shares at the discounted, rights offering price. The value of 
the rights on the open market (the price the initial investor receives for the rights) is equal to the drop 
in share price due to the rights offering dilution of shares. 

 
The above example only works with a transferrable rights offering. Nontransferable rights require in-
vestors to engage in arbitrage to offset dilution. The term arbitrage often conjures up frightening no-
tions of financial hocus-pocus, but, in this case, it is rather simple: Sell from the existing position the 
amount of shares eligible for purchase in the rights offering, and use the proceeds from the sale to 
exercise the rights. Exhibit 5 illustrates this transaction alongside the investor who does not exercise 

Exhibit 3: Share Dilution of Rights Offering

Source: Manager Research

Fund XYZ Shareholder A Shareholder B

Pre-Rights Offering

Number of Shares 6 3 3

Share Price ($) 10.00 10.00 10.00

Total Initial Investment ($) 60.00 30.00 30.00

Rights Offering Participates Doesn’t Participate

Shares Purchased From Rights Offer ($) 1.00 1.00 0.00

Price (90% of $10 Share Price) 9.00 0.00

Additional Investment ($) 9.00 9.00 0.00

Post-Rights Offering

Number of Shares 7.00 4.00 3.00

Share Price ($60 + $9 / 7) ($) 9.86 9.86 9.86

Total Investment Value ($) 69.00 39.43 29.57

Total Money Invested ($) 39.00 30.00

Difference ($) 0.43 -0.43

Exhibit 4: Transferable Rights Example

Source: Manager Research

Share price, pre-offering ($) 10.75

Cost of rights ($) 90% of market value = 9.68

Rights ratio 1 for 3, or 1/3

Intrinsic value of rights ($) (10.75 - 9.68) * 0.33 = 0.36

Share price, post-offering ($) 10.75 - 0.36 = 10.39
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the rights in order to illustrate (again) the share dilution that is experienced from not participating. 
Assume Fund XYZ issues a nontransferable rights offering and investors receive one right for every 
three shares currently held. A new share can be purchased with one right (often it takes multiple 
rights to purchase one share, but, for simplicity, assume one right for one share). The offer price at 
which investors can buy new shares is 90% of the share price at the close of the market on the of-
fer’s expiration date ($10.75 per share). Finally, assume that the investor currently owns 600 shares. 

The beginning account value was $6,450. Given that the investor has the right to purchase one new 
share for every three owned, the investor should sell one third of his position, or 200 shares. The 
$2,150 in proceeds goes toward exercising the rights at a price equal to 90% of the current market 
price, or $9.68 per share. The cost, then, is $1,936 to repurchase 200 shares. The investor is left with 
$214 in cash. Essentially, through this simple arbitrage, the rights-holder is able to unlock the rights’ 
intrinsic value. The subsequent share price in an efficient market would adjust the share price lower 
by the amount of the rights’ value. This would result in a post-offering share price of $10.39. So, the 
ending value would be 600 shares at $10.39 per share, or $6,234 plus the $214 in cash left over for 
a total of $6,448. (It looks like the investor lost $2, but this is just a rounding variance in the calcula-
tions.) Brokers typically charge transaction fees, which have not been included in this example.

Now consider the investor who does not exercise the rights but allows the rights’ intrinsic value 
to decay. That investor ends up with $6,234—or $214 less than the investor who did exercise the 
rights. This is the dilution effect that the arbitrage transaction offsets.

While investors can avoid immediate dilution with a simple arbitrage transaction, dilution of a fund’s 
strategy is another story. One of the biggest benefits for CEF investors is that portfolio managers do 
not have to contend with constant capital inflows and outflows. Therefore, the fund avoids reinvest-
ment risk—not having to invest new capital at market peaks or be a forced seller near market bot-

Exhibit 5: Nontransferable Rights Example

Source: Manager Research

Exercise the Rights Don't Exercise the Rights

Beginning account value 600 shares at $10.75 = $6,450 $6,450

Arbitrage Sell 1/3 of position (200 shares) at $10.75 = +$2,150 —

Exercise rights and buy 200 shares at $9.68 = -$1,936 —

Cash left over: $2,150 - $1,936 = $214 —

Value of rights Multiply difference in prices by offering ratio —

($10.75 - $9.68) * 1/3 = $1.07 * 0.33 = $0.36 —

Share price after rights: $10.75 - $0.36 = $10.39 —

Ending account value 600 shares at $10.39 = $6,234 $6,234

Cash from arbitrage $214 0

Total ending value $6,234 + $214 = $6,448 $6,234
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toms. A rights offering undermines this CEF characteristic in the same way that a secondary offering 
does—by forcing managers to put the new cash to work in current market conditions, which could be 
either advantageous or disadvantageous to the long-term strategy. 

Putting new cash to work in a rights offering shouldn’t be taken lightly because investors are assum-
ing this reinvestment risk. True, a shareholder who defends the position by engaging in arbitrage 
may be better off than a shareholder who antes up additional cash, but this affects all shareholders. 
Of course, this is a risk every time that investors put new capital to work in any investment, but it is 
easy to overlook here, given all the other issues to bear in mind with a rights offering.

Reducing the Capital Base 
Just as cash flows into a CEF in a limited number of ways, cash flows out in a similarly limited num-
ber of ways. Recall that when investors sell shares of a CEF, they are sold to another investor, not 
redeemed by the fund itself. So, what lowers a fund’s asset base? Like any other pooled investment 
vehicle, the cost of running the fund (management fees, leverage costs, and so on), distributions to 
shareholders, and poor investment decisions will cause a fund’s NAV to fall. A fund can also liqui-
date its assets or implement a tender offer. 

A tender offer to repurchase shares is a common tool used to control a fund’s discount, usually put in 
place by the board and fund company to show secondary market support for the share price. A dis-
count management program usually allows a fund to purchase a specified percentage of outstanding 
shares in the open market if the fund’s average discount over a specified measurement period reaches 
a specified level. For example, a fund will repurchase 5% of outstanding shares if the average 
discount over a six-month measurement period is greater than 10%. This allows a fund to boost the 
share price and narrow the discount. Discount management is important to fend off activist investors 
who target CEFs trading at wide discounts and whose boards of directors don’t take action. This tactic 
usually narrows discounts only temporarily, however, and requires subsequent secondary market 
purchases over multiple measurement periods to keep the discount within an acceptable range. 

Finally, in rare circumstances, a CEF can be forced to sell assets in order to remain in compliance of 
regulatory leverage ratios. If a CEF violates regulatory capital levels, it is required to sell holdings 
until the capital levels are again compliant. Regulators allow the use of leverage, with strict limits. 
A more detailed discussion of CEF leverage appears in Section 5, but at a high level, CEFs can issue 
preferred shares in an amount up to 100% of net assets. This means that, for every $1 of preferred 
shares issued, the fund must have $2 of total assets (including the assets from the preferred shares). 
Debt can be issued in an amount up to 50% of net assets. This means that, for every $1 of debt, the 
fund must have $3 of total assets (including the assets from the debt). 

Although it is rare for a fund to be noncompliant with leverage regulation, many funds could not 
meet the minimum capital requirements following the 2008 market crash because of severe portfolio 
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losses. Those funds were forced to sell securities into a depressed market to regain compliance, 
locking in losses that may have otherwise remained unrealized and possibly negated if the fund held 
on to the security long enough. 

The closed capital structure is a bonus for CEF investors, allowing the funds to weather market 
storms by holding on to securities when prices are depressed and perhaps even by providing liquidity 
to other market participants. It also creates a relatively stable capital base and gives rise to two 
important attributes. First, CEFs are a good structure for investing in illiquid securities, such as 
emerging-markets stocks, municipal bonds, and thinly traded corporate or securitized bonds. Because 
money doesn’t flow unexpectedly into or out of a CEF, managers are less concerned with the liquidity 
in their portfolios and can earn a “liquidity premium” from buying thinly traded securities. Second, 
the closed capital base gives rise to discounts and premiums.

Closed Capital Base Key Take-Aways
There are a limited number of ways to increase and decrease a CEF’s capital base, which makes it 
relatively stable.
Investors should participate in rights offerings or defend their position using the transaction detailed 
in this section. 
Don’t underestimate the power of a closed capital base, particularly in an adverse market environment. 

Discounts and Premiums
Circling back to the stock analogy, similar to a company, a CEF sells at a share price that may or may 
not be indicative of its intrinsic value. Investors don’t know what a publicly traded corporation’s true 
value is outside of an acquisition or a bankruptcy, but the price at which investors are willing to buy 
and sell shares (the share price) is known. For a CEF, the “intrinsic value” is known—it is the underly-
ing portfolio’s per-share NAV. Marginal buyers and sellers, each of whom has their own ideas about 
the fund’s true value, set the fund’s share price, which will seldom, if ever, match its NAV. 

As a result, by comparing a CEF’s share price with its NAV, we can know immediately if a fund is 
trading at a discount (the share price is below NAV) or a premium (the share price is above NAV). De-
spite many naive investors’ belief that all funds trading at a discount are “good” and all funds trading 
at a premium are “bad, “a published discount or premium is simply a mathematical relationship 
between a fund’s underlying NAV and share price. The following formulas illustrate the calculation of 
a fund’s discount and premium. Discounts are typically denoted with a minus (“-“) sign and premiums 
with a plus (“+”) sign or no sign at all. 

3 NAV per share = (assets – liabilities)/shares outstanding
3 Share price is set by the market on an on-going basis
3 Discount/premium = (share price / NAV) – 1

3

3

3

3.
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It is a rare occurrence for a CEF’s share price to equal its NAV, unless the fund has announced a future 
liquidation date or it is nearing a preset termination date, at which point the share price and NAV 
should converge. It is typically a matter of coincidence that the share price and NAV are equal, and 
it shouldn’t persist for long periods of time. Absolute discounts and premiums do persist over time, 
however, and are caused by many reasons: recent changes in distribution policy (distributions and dis-
counts are linked and will be discussed in Section 4); overall market volatility; recent NAV and share 
price performance; brand recognition of fund family (see certain PIMCO funds); name recognition (or 
lack thereof) of the fund manager; or an asset class or investment strategy that is in or out of favor.

Exhibit 6 illustrates this with two funds: one that sells at a persistently high premium, PIMCO High 
Income PHK, and one that sells at a persistent discount, Central Securities Corporation CET. A highly 
regarded and well-known fund firm runs PIMCO High Income, and, until September 2014, it had a 
famous manager; its distribution rate is also sky-high and larger than most similarly invested peers, 
contributing to the premium’s persistence. Central Securities Corporation, on the other hand, is a 
small fund run by a lesser-known firm, and its distribution rate is negligible. Over time, PIMCO High 
Income’s average premium has grown from a 10-year average of 34% to a one-year average of 55% 
as of June 30, 2015. Central Securities Corporation, on the other hand, has seen remarkable consis-
tency in its discount over the years—the 10-year average discount of 16% is nearly identical to its 
one-year average discount and was only slightly narrower than the discount on June 30. 

All else equal, a higher distribution rate at NAV tends to lead to a higher premium, and a lower dis-
tribution rate at NAV to a larger discount. The result of discounts and premiums, vis-a-vis distribution 
rates compared with similarly invested peers, is that it pushes individual distribution rates at share 
price closer to the peer group’s average. In short, dispersion among distribution rates at share price 
tend to be lower than dispersion among distribution rates at NAV within a peer group. In this respect 
the market is acting efficiently; in other words, if all the market cares about is a CEF’s distribution 
rate, then the premiums and discounts are usually very rational. 

Exhibit 6: CEF Discounts and Premiums Can Persist Over Time

Source: Morningstar Direct Data as of June 30, 2015.

Name Ticker 
Morningstar 
Category

Current Dis-
count (%)

6-Mo Avg 
Discount (%)

1-Yr Avg 
Discount (%)

3-Yr Avg 
Discount (%)

5-Yr Avg 
Discount (%)

10-Yr Avg 
Discount (%)

PIMCO High 
Income

PHK US CE Multi- 
sector Bond

31.75 54.72 52.16 50.05 51.79 33.63

Central 
Securities 
Corporation

CET US CE Mid-
Cap Blend

–17.07 –16.72 –16.30 –17.59 –17.24 –16.37
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Exhibit 7 lists the average, median, and standard deviation of the distribution rates at NAV and share 
price for the multisector bond CEF Morningstar Category as of June 30, 2015. The average distribu-
tion rate at share price and NAV are similar, but the standard deviation of the distribution rate at 
share price is lower than the standard deviation of the distribution rate at NAV. 

Absolute Discounts Can Lead Investors Astray
The CEF discount and premium phenomenon can get an unapprised investor into trouble. A less in-
formed investor may look at a fund selling at a 5% discount and think it is a great deal—after all, he 
can buy $10 worth of assets for $9.50. But that discount may never reach zero, and, even if it does, 
an absolute discount can close for many reasons, and only some will benefit the investor. Take a fund 
with a share price of $15, a NAV of $20, and a subsequent discount of 25%. Exhibit 8 shows nine 
mathematical ways in which this fund’s discount can change. 

Because a discount is simply a mathematical relationship between share price and NAV, it can nar-
row for many reasons. First, the NAV may remain steady and the share price indeed rises toward the 
NAV. This is positive for the investor. Second, the fund’s share price can rise while the NAV drops (in 
this example, the share price jumped to $18 while the NAV dropped to $18). Despite a realized gain, 

Exhibit 7: CEF Discounts and Distribution Rates

Source: Morningstar Direct Data as of June 30, 2015.

Total Distribution Rate (NAV) (%) Total Distribution Rate (Price) (%)

US CE Multisector Bond Average 7.97 8.48

US CE Multisector Bond Median 7.89 8.89

US CE Multisector Bond Standard 
Deviation

3.06 2.32

Exhibit 8: Discount Narrowing

Source: Manager Research

NAV Change Share-Price Change

Drop to $12 Steady at $15 Rise to $18

Drop to $18 –33% –17% 0%

Steady at $20 –40% –25% –10%

Rise to $22 –45% –32% –18%
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long-term investors should be concerned that the underlying portfolio is heading south because the 
long-term share-price return relies, at least in part, on the portfolio’s performance. 

The remaining scenarios of discount narrowing may or may not benefit the investor. If the NAV drops 
and the share price remains stable, the discount narrows but the investor realizes no profit. If both 
NAV and share price drop or both NAV and share price rise, the discount may narrow. The above 
example shows a narrower discount when both share price and NAV rise and a wider discount when 
both drop, but this will not always be the case. The fund’s NAV can fall less than the share price, nar-
rowing the discount, or the NAV can rise slower than the share price, also narrowing the discount. 
It is important to remember that discounts and premiums are simply names given to a relationship 
between the share price and the NAV. 

Measuring Relative Discounts and Premiums Using Z-Statistics
Paying too much attention to absolute discounts and premiums can lead to the CEF equivalent of 
investing in an equity value trap, hence, the importance of using relative discounts and premiums. If 
the fund, for example, has an average discount over the past three years of 10%, then a 5% discount 
may actually represent a “rich” valuation, despite the absolute discount. A popular tool to measure 
relative discounts and premiums is the z-statistic, which compares a fund’s current discount or pre-
mium to its historical trading pattern. The z-statistic is simply the number of standard deviations from 
the average discount or premium the current discount or premium is over the measurement period. 
The calculation is below:

3 z= (current discount or premium – average discount or premium)/standard deviation of discount  
 or premium

A negative z-statistic indicates the current discount (premium) is wider (lower) than its average, and 
a positive z-statistic indicates the current discount (premium) is narrower (higher) than average. Typi-
cally, a z-statistic of less than negative 2 can signal that a fund is relatively inexpensive (underval-
ued), and a z-statistic greater than 2 can signal that a fund is relatively expensive (overvalued). This 
simple approach can be a helpful starting point for valuation analysis of a fund, but it is not a silver 
bullet. The time period over which the z-statistic is calculated matters, as does a fund’s absolute 
discount or premium. 

Exhibit 9 shows the one- and three-year z-statistics for BlackRock MuniYield Quality III MYI between 
2010 and 2012. It also notes when the z-statistics crossed the over- and undervalued marks (2.0 and 
negative 2.0, respectively). During the third quarter of 2011, with fears of the United States sinking 
back into recession coupled with concerns over Europe’s financial future, long-term interest rates 
spiked and many fixed-income funds suffered losses. This fund’s discount reached 11.82% in August, 
a level it had not breached since early 2009. But because the fund’s average discount over the trail-
ing 12 months was 1.20%, compared with an average discount of 4.40% over the previous three 
years, it looked undervalued based on the one-year z-statistic (negative 3.97) and fairly valued based
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on the three-year z-statistic (negative 1.72). This discrepancy has everything to do with the market 
environment during those selected time periods.

 
In the year preceding that notable mid-August 2011 discount, the fund sold at a premium one third 
of the time, and, when it was selling at a discount, the average discount was just under 3%. The 
preceding three-year period includes 2008’s market crash, when this fund’s discount bottomed out 
at 23% in October 2008, distorting the average discount during that time period. Over the three-
year period ended mid-August 2011, the fund sold at a premium just 15% of the time, and when it 
was selling at a discount, the average discount was about 6%. So, in mid-August 2011, BlackRock 
MuniYield Quality III’s one-year z-statistic was likely a more accurate representation of true relative 
value—the fund’s 12% discount was below its typical premium or discount, but the three-year 
z-statistic, distorted by the financial crisis, was misleading. When using z-statistics, it is important to 
choose time periods wisely and to understand the market environment during that period to provide 
color around the data point.

It is also important to consider a fund’s absolute premium even when using z-statistics for relative 
valuation. Investing is not suited for hard and fast rules, but there are few CEF rules worth sticking 
to: Avoid CEF IPOs and, just as important, long-term investors should never purchase shares of a fund 
trading at an absolute premium in the double digits. Such investors are playing a game of greater 
fools, paying a high price under the assumption that another investor will be willing to pay an even 
higher price down the road. And, super-high premiums are very fragile, meaning they can dissipate 

Exhibit 9: BlackRock MuniYield Quality III MYI Valuations

Source: Morningstar Direct Data from January 1, 2010 to December 31, 2012.

2010 2011 2012

1-Yr Z-Stat 3-Yr Z-Stat Overvalued Undervalued

Z-Statistic

–2.5

–1.5

–3.5

0.5

–0.5

3.5

1.5

2.5
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quickly and often for unpredictable reasons. The risk of capital loss is simply too great for long-term 
investors. Other, better-priced options exist.

For funds that tend to trade at high absolute premiums, the z-statistic may often indicate that a 
current premium is narrow compared with historical standards, but investors need to look past the 
z-statistic. Take PIMCO Global StocksPLUS & Income PGP, a fund that sells at a notoriously high pre-
mium. As of June 30, 2015, the fund’s three-year average premium was 61%, though it reached over 
70% many times over the past three years. The 31% premium on June 30, 2015, knocked back the 
fund’s 17% distribution rate at NAV to 13% at share price. Why this fund sells at such a consistently 
large premium is anyone’s guess, though the fat payout and the PIMCO name certainly play a role. 
Exhibit 10 shows PIMCO Global StocksPLUS & Income’s absolute discount/premium and its three-
year z-statistic between May 31, 2008 (three years after the fund launched) and June 30, 2015.

In the years leading up to the 2008 market crash, the fund traded at an average discount of 3.0%. 
While it suffered losses in line with other CEFs in October 2008, the fund began trading at a premium 
by the end of 2008, and that premium quickly reached double digits. Not only have shares not sold at 
a discount since 2008, but the premium also has been in the double digits since early 2009. Investors 
looking solely at the z-statistic would have noticed that the fund was “undervalued” based on the 
three-year z-statistic a few times since inception. Specifically, in late 2012, the z-statistic crossed 
the negative 2.0 boundary multiple times in November and December. But the absolute premium was 
still quite high, averaging almost 40%.

Exhibit 10: PIMCO Global StocksPLUS & Income PGP Valuations

Source: Morningstar Direct Data from May 31, 2005 to June 30, 2015.
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Meanwhile, the super-high premium in early 2009 indicated that the fund was quite overvalued 
(the three-year z-statistic reached 6.25 in February 2009), but, as the high premium persisted (and 
went higher still), the z-statistic dropped. The fund remained “fairly valued” even as the premium 
climbed to 87% from 60%, finally crossing the overvaluation threshold with an 88% premium (!) on 
Nov. 29, 2011. Z-statistics can be misleading not only when a fund experiences a slow and steady 
rise in premium but also when it experiences a slow and steady decline in discount. Investors must 
understand not only the z-statistic but also its limitations in order to use it to their benefit. Investors 
should consider both absolute discount or premium and relative discount and premium, but they also 
need to understand the economic environment, any fund-specific issues (that is, a manager change), 
and investment style before purchasing shares. 

A Special Case: Premiums in MLP CEFs
Investment style has a particular impact on the published discounts and premiums of CEFs that invest 
in master limited partnerships. Because of accounting standards, the published NAV of certain MLP 
funds may actually be too low, inflating the premium. Taking a step back, not all “MLP CEFs” are in 
fact MLP-focused. For tax reasons, some MLP CEFs are structured as regulated investment compa-
nies, or RICs. With the RIC structure, a fund pays no taxes but instead passes the tax consequences 
of its investment portfolio to the fund’s shareholders. This is the classic fund setup that applies to 
most open-end mutual funds and CEFs. But the RIC structure prohibits funds from investing more 
than 25% of assets in MLP securities as result of the American Jobs Creation Act of 2004. As a 
result, MLP-focused CEFs structured as RICs are not truly MLP-focused. The portfolios invest in MLPs 
and other high-yielding energy infrastructure securities.

A true MLP fund structures itself as a C-corporation, which means the CEF pays taxes (it is taxed at 
the corporate level), and fundholders pay tax on distributions. This is the most common way to struc-
ture an MLP CEF. Because the funds invest almost exclusively in MLPs, most of the distributions they 
receive from their portfolio holdings are return of capital (return of capital is discussed in greater 
detail in Section 4), which arises because energy MLPs distribute this to their limited partners to 
maintain their own tax status. Return of capital lowers the cost basis of the investment, so, at the 
fund level, there isn’t much tax to pay. Taxes from return of capital are only paid when the invest-
ment providing that return of capital is sold from the portfolio. 

Most funds (and companies) that pay taxes have net deferred tax liabilities, or DTLs, used to recon-
cile estimated temporary differences arising from generally accepted accounting principles and tax 
accounting methods. If the fund liquidated or sold every holding in the portfolio, the liability becomes 
the amount of tax owed. Recalling two basic formulas helps in the understanding of this concept:

3 NAV = assets – liabilities
3 Discount/premium = (share price/NAV) - 1
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Because it is a liability, DTL is subtracted from a fund’s published NAV. Lowering the denominator  
of the discount or premium calculation will inflate the result (that is, a larger premium or more  
narrow discount). 

Exhibit 11 shows two hypothetical MLP CEFs (one structured as a C-Corporation and one as a RIC), 
with the calculation of adjusted discount/premium based on adding back the DTL. The hypothetical 
C-Corporation MLP’s published premium is too high when the fund’s DTL is taken into account. It is 
important to realize that the C-Corporation structured fund will likely pay those taxes in the future, 
but, it is unlikely that the fund will pay the entire liability in any given year. Note that this does not 
apply to RICs because those funds pay no tax. 

MLPs are a very specific (and technical) example of investment style affecting the fund’s published 
discount/premium. But a fund’s investment style (on a broader level) does have an impact on the 
discount or premium based on the market environment, as illustrated in the previous example of 
BlackRock MuniYield Quality III and the bond market sell-off in the third quarter of 2011. Blindly 
buying shares of CEFs based on published discounts will assuredly lead to investment failure. It is 
important to remember that discounts and premiums are simply the names given to a relationship 
between a fund’s share price and NAV. An investor should be concerned with total return, regardless 
of a fund’s absolute discount or premium. If an investor bought a share at $10 when the fund was 
trading at a 5% discount, for example, he or she would not be upset if the fund was trading at $12 
per share but an 8% discount.

Discount and Premium Key Take-Aways 
Always use relative discounts and premiums to evaluate a fund (relative to both its own historical 
discount/premium and to its peers’ discounts/premiums). 
Avoid funds trading at double-digit premiums; the risk of capital loss is just too great.
Never buy a fund simply for its negative z-statistic. There may be a plausible, fundamental reason for 
the fund to trade at a low valuation. 
Consider whether the investment style or strategy plays a role in a fund’s published discount  
or premium.

Exhibit 11: Deferred Tax Liabilities and MLP CEFs

Source: Manager Research

Published NAV ($) Net DTL per  
Share ($)

Adjusted NAV ($) Published Disc/
Prem (%)

Adjusted Disc/
Prem (%)

Hypothetical C-Corp 
MLP CEF

23.31 2.69 26.00 5.20 –5.60

Hypothetical RIC 
MLP CEF

30.19 — — –2.80 —

3

3

3

3
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Distributions
Like mutual funds and ETFs, most CEFs do not pay taxes (as discussed in Section 3, certain MLPs are 
an exception). As regulated investment companies under the U.S. tax code, they simply pass tax con-
sequences of their investments to investors. To maintain this tax-free status, a fund must distribute 
substantially all of its net investment income (dividends and interest) and net realized capital gains 
each year. For accounting and tax purposes, distributions must be linked to their original source. CEFs 
generally make monthly or quarterly payments, so fund managers, boards of directors, and fund com-
panies must estimate the sources of those distributions throughout the year. Investors receive a Form 
1099 each year with the official, taxable breakdown of the distributions paid during the previous cal-
endar year. Prospective investors must rely on annual reports for historical breakdowns, though these 
may contain some estimates if a fund’s fiscal year-end differs from the calendar year-end. Because 
funds estimate breakdowns throughout the year and generally make only a single announcement of 
the final breakdown, analyzing distributions midyear can be difficult, but understanding some basic 
characteristics of distributions can help.

Generally used to describe bond payments (fixed-income yield) or equity dividend payments (dividend 
yield), the terms “yield” or “dividend” are incorrect terminology to use when referring to a CEF’s pay-
out. The correct terminology is “distribution rate.” This is because for CEFs there are three sources of 
distributions: income, realized capital gains, and return of capital. Morningstar provides the distribu-
tion breakdown for several years on each fund’s Quote page.

Income and Capital Gains
Income includes both bond interest payments and dividends from stocks, taxed at an investor’s ordi-
nary income tax rate. Some funds seek qualified dividends, taxed at reduced rates, as part of a tax-
advantaged strategy. Because a fund is required to pay most, but not all, of its earned net investment 
income, it can hold a small percentage of income earned each year in an account called undistributed 
net investment income and remain compliant with tax laws (see Section 9 for a discussion of analyz-
ing a fund’s UNII balance). This is a great tool for a fund to smooth distribution payments because it 
can tap its UNII balance if it fails to earn promised distribution payments during a tax year. 

Realized capital gains are generated from selling holdings that appreciated in value and are taxed 
based on the holding period of the underlying asset. Short-term capital gains are taxed at an inves-
tor’s ordinary income rate, while long-term capital gains are taxed at 15%, as of 2015. Return of 
capital (more on this further in this section) lowers the tax basis of the investment and delays taxes 
paid. Distributing return of capital to delay taxes paid is often used by certain tax-advantaged funds 
as part of their overall strategy to lower investor’s current tax bills. 

Unlike most open-end funds, many CEFs make payments to shareholders throughout the year. Funds 
are allowed to distribute investment income throughout the year but must receive an exemption from 
the Investment Company Act of 1940 to distribute net realized capital gains more than once a year. In 
order to smooth yearly distribution payments, many CEFs have received this exemption and distribute 

4.
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capital gains throughout the year, as opposed to a lump sum at year-end. This allows most CEFs to 
make regular distribution payments, often monthly or quarterly. 

Three types of distribution policies are the most commonly used: managed, level, and pay-as-you-go. 
Managed distribution polices promise to pay a certain percentage of net assets each year, spread 
evenly over the year. For example, a fund might pay 8% of net asset value as of Dec. 31 each year. 
Funds must receive the aforementioned exemption in order to use this type of distribution policy. A 
level distribution policy promises a certain dollar amount per share each year, usually spread evenly 
over the year. For example, a fund might distribute $0.05 per share each month. A fund does not need 
the aforementioned exemption to make level distribution payments, but many often do. Finally, funds 
can pay as they go, making distributions throughout the year based on actual earnings. These funds 
often pay a special distribution at the end of the tax year in addition to a distribution at midyear. 
While pay-as-you-go may seem the most admirable, it is rarely used by CEFs (though it is very com-
mon for open-end mutual funds). Because steady, predictable payouts are preferred, CEF investors 
tend to “punish” pay-as-you-go funds with wider discounts. As mentioned previously, discounts and 
distributions go hand in hand—investors are willing to pay up for higher distribution rates and more-
predictable payments. 

There are many ways to calculate a CEF’s distribution rate. The most prevalent is to use the latest 
per-share distribution, projected forward for 12 months. For example, if a fund paid $0.01 per share 
in January, the 12-month distribution would be $0.01 * 12 = $0.12 per share. This per-share distribu-
tion amount is used to calculate distribution rates based on a fund’s current NAV or share price:

3 Distribution Rate at NAV = 12-month projected distribution per share/NAV per share
3 Distribution Rate at share price = 12-month projected distribution per share/share price

The distribution rate at share price reflects what an investor actually receives. If a fund is trading at 
a discount, the lower share price will create a “distribution rate enhancement,” causing the distri-
bution rate at share price to exceed the distribution rate at NAV. If a fund is trading at a premium, 
the distribution rate at share price will be lower than the distribution rate at NAV. This goes back to 
the relative efficiency of discounts and premiums in terms of distribution rates discussed in Section 
3. For similarly invested peers, distribution rates at share price (which take into account a fund’s 
discount or premium) tend to show less dispersion from the mean compared with distribution rates 
at NAV. A fund with a relatively high distribution rate at NAV is likely to sell at a relatively high 
premium, lowering the distribution rate actually received by shareholders. The opposite is true for 
funds with relatively low distribution rates at NAV. Those funds are likely to sell at relatively wide 
discounts, increasing the distribution rate actually received by shareholders. 

There are other, less commonly used distribution rate calculations. Although generally not presented 
on fund company websites, they are useful in understanding the makeup of a fund’s distribution rate. 
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The underlying data in these calculations is available in a fund’s annual and semiannual reports and 
often provided by fund companies on a regular basis through press releases. 

3 Income-only distribution rate = income per-share portion of the total distribution, annualized/NAV,   
 or share price
3 Income and capital gains distribution rate = income and realized gains per-share portion of the   
 total distribution, annualized/NAV, or share price

For funds using leverage (discussed in greater detail in Section 5), it is important to gauge how lever-
age affects the distribution rate. One way to estimate this is to calculate a “core distribution rate.” 
This is a back-of-the-envelope calculation that gives an approximation of how much the fund might 
distribute to shareholders without the leverage. 

3 Core Distribution Rate = distribution rate at NAV/(1+leverage ratio)

By removing the effects of leverage, investors can compare a leveraged fund’s payout to an  
unleveraged fund’s payout (CEF, open-end, or ETF) and better understand how much of the total distri-
bution payment relies on the fund’s use of leverage. This is important because there are  
other characteristics outside of leverage that allow CEFs to make higher distribution payments than 
similarly invested open-end funds and ETFs. Importantly, the ability to hold less-liquid securities 
allows CEFs to capture illiquidity premiums that open-end funds and ETFs generally cannot because 
their assets are susceptible to investor outflows. Selling illiquid securities is difficult in the best of 
times, but during times of market stress, when outflows from ETFs and open-end funds are likely to 
be high, it can be nearly impossible. 

Return of Capital
The 800-pound gorilla in the room when it comes to CEF distributions is return of capital. Despite its 
pariah status among some CEF investors, return of capital isn’t as prevalent as some may think. As of 
June 30, 2015, just 25% of non-MLP CEFs estimated that a portion of their year-to-date distribution 
was $0.01 per share or more of return of capital. But, of the funds that do return capital regularly, 
there is a tendency for serial use, which makes those funds easy to identify. It is important to under-
stand why a fund might use this as part of its distribution payment before determining whether is 
appropriate or not. 

First, return of capital has a key tax advantage in that it defers long-term capital gains. Certain “tax-
advantaged” funds may use return of capital to delay taxes paid by investors as part of the fund’s 
overall strategy. This may appeal to certain investors looking for tax-advantaged, income-generating 
investments. For example, a tax-advantaged fund may choose to realize capital losses in order to 
offset realized capital gains and make distribution payments from return of capital instead. In this 
scenario, investors pay no tax on the return of capital portion of the distribution. Instead, the distribu-
tion lowers the cost basis of the investment, and investors pay taxes on the difference between the 
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cost basis (including any reductions resulting from return of capital distributions) and the selling 
price, assuming that number is positive, when the shares are sold, thus delaying taxes. 

Second, providing a smooth distribution payment requires upfront estimates of a strategy’s per- 
formance, which may prove inaccurate and leave the fund with a shortfall to make up. Recall that 
CEFs can make distribution payments from three main sources: income from interest and dividends 
earned by underlying holdings, realized capital gains (both long- and short-term), and return of capi-
tal. Many investors prefer smooth, predictable distribution payments, meaning the same percentage 
of NAV (managed distribution) or the same dollar amount (level distribution) each payment period. 
Because fund firms generally set distribution policies before knowing how much a fund will actually 
earn in a given period, they make estimates based on a number of criteria, including market forecasts 
and the fund’s underlying strategy. 

If a fund’s strategy is experiencing a short-term challenge or a one-time event that caused it to fail to 
meet its promised payout, lowering the distribution rate might be the wrong choice. This is because 
funds with higher distribution rates tend to sell at narrower discounts or wider premiums than 
similarly invested peers. In that vein, cutting a distribution payment typically results in the fund’s 
share price taking a hit (on the other hand, raising the distribution payment can cause the share price 
to rise). Because of the link between distributions and discounts, funds are loath to make changes to 
the policy attributable to a perceived short-term deficit because long-term investors tend to dislike 
volatility of share prices. The market provides enough share-price volatility on its own; investors 
aren’t too keen on volatility caused by noodling with the distribution payments. The use of return of 
capital to meet a short-term deficit may prevent some share-price volatility in the short term. 

The market crash of 2008 provides a good example of an unexpected shortfall in earnings for many 
funds. That year, equity funds made regular distribution payments to investors from income and (real-
ized and unrealized) capital gains in the first half of the year. But, as the market spiraled downward 
in the fourth quarter, equity CEFs were faced with a big problem—many of the gains expected to 
be realized by year-end were wiped out, but the funds had already paid most of the distributions for 
the year. Many funds used return of capital to make up the shortfall. Once the market calmed down, 
managers could make better decisions about the future of their strategies and the ability to gener-
ate promised payments. Some funds did lower distribution payments because of fairly significant 
changes in the market environment. On the bond side, most bank-loan and high-yield funds lowered 
distribution rates following the 2008 market crash as the Fed’s low-interest-rate policy pushed cou-
pons to record lows, creating a difficult environment for managers to find investments to meet high 
payouts. While a short-term use of return of capital might be justified, if a strategy is out of favor 
or market conditions forecast lower returns for the medium term, funds should lower distribution 
payments. Exhibit 12 shows the median distribution rates at NAV for the bank loan, high-yield bond, 
and large-cap blend Morningstar Categories over the past 10 years through June 30, 2015. All three 
groups saw a sharp drop in distribution rates following the 2008 market crash, and most continued to 
decline in the years that followed. 
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It is also important to note that, during a tax year, a fund may categorize some or all of its distribu-
tion as return of capital but recategorize it at the end of the year based on actual income and realized 
capital gains. This is not uncommon—the estimation game is to blame here. Some funds use return 
of capital as a placeholder while others may attempt to break down distributions more closely to 
their predictions of actual earnings. Either way, those estimates are not always correct and typically 
change (sometimes dramatically) at tax time. Distribution breakdowns provided by fund companies 
during a calendar year are estimates and should be treated as such during analysis. 

Return of Capital: The “Good” and the “Bad”
Determining whether a return of capital distribution is “good” or “bad” is not black-and-white. A 
quick rule of thumb for all CEFs (excluding MLPs, a topic discussed in detail later in this section) is to 
look at the fund’s NAV over the distribution period. If the NAV rose by more than the amount of the 
return of capital, the fund is likely relying on unrealized gains to make those payments. In general, 
this is not “bad.” Forcing a manager to sell holdings simply to meet distribution payments—even if 
they believe the asset prices had more room to rise—could hurt long-term shareholders. To be sure, 
there is no guarantee of realizing those gains, which should be considered when doing this type of 
distribution analysis. If a fund’s NAV dropped by more than the amount of the distribution, the fund 
has no potential gains to back this up, and this could be considered a “bad” use of return of capital. 
That said, the market environment must also be taken into account as well as the fund’s historical 
use of return of capital. As discussed earlier, a one-time payment of return of capital due to unex-
pected market decline may be the best choice for long-term investors. 

Exhibit 12: Historical Distribution Rates for Select Morningstar Categories

Source: Morningstar Direct Data as of June 30, 2015.
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Exhibit 13 illustrates a return of capital example. Fund A’s NAV over the period grew by $0.25 per 
share to $10.25 from $10, including a $0.20 per-share return of capital distribution. It is likely that 
Fund A has unrealized capital gains to back up this return of capital and managers decided to use 
return of capital instead of selling holdings in order to meet the distribution. Fund B’s NAV grew by 
$0.10 per share to $10.10 from $10, including a $0.20 per-share return of capital distribution. In this 
case, Fund B likely doesn’t have unrealized gains to back up this return of capital. 

Any discussion of return of capital must also include discounts and premiums. If a fund’s share price 
is equal to its NAV, the above calculation can be a useful starting point. But most funds trade at 
discounts or premiums. For funds trading at a discount, any return of capital can be accretive to total 
shareholder value. For funds trading at a premium, any return of capital has a negative impact on 
total shareholder value. Here’s why.

When a fund makes a distribution payment, the NAV drops by the amount of the distribution (just 
like a stock’s price after a dividend payment). The share price also drops, but the amount by which 
it drops depends on whether it is higher (premium) or lower (discount) than NAV. If the share price 
is equal to NAV, the price will fall by the amount of the distribution. For funds selling at a premium, 
the share price falls by more than the amount of the distribution. In the case of a discount, the share 
price falls by less than the amount of the distribution. 

Exhibit 13: Good Vs. Bad Return of Capital

Source: Manager Research

Fund A "Good" Return of Capital Fund B "Bad" Return of Capital

NAV as of 12/31/2013 ($) 10.00 NAV as of 12/31/2013 ($) 10.00

2014 distribution 2014 distribution

Income ($) 0.50 Income ($) 0.50

Realized gains ($) 0.30 Realized gains ($) 0.30

Return of capital ($) 0.20 Return of capital ($) 0.20

Total distribution ($) 1.00 Total distribution ($) 1.00

Post-distribution NAV as of 12/31/2014 ($) 10.25 Post-distribution NAV as of 12/31/2014 ($) 10.10

Change in NAV over the year ($) 0.25 Change in NAV over the year ($) 0.10

Return of capital ($) 0.20 Return of capital ($) 0.20

NAV change minus return of capital ($) 0.05 NAV change minus return of capital ($) –0.10
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Exhibit 14 illustrates an overly simplified example of the role that discounts and premiums play. An 
important assumption is that the fund’s absolute level of discount or premium remains the same over 
the period. This is unlikely to hold true in the real world, but the assumption simplifies this example. 

 
Assume the funds pay $2 per share of return of capital. Fund A (share price equal to NAV) sees no 
difference in total return (share price plus distribution) over the year because of the return of capital 
distribution. The $2 distribution reduces the share price (and NAV) to $8 from $10, but the total value 
(including the distribution) remains at $10. Fund B’s share price is at a 10% discount to NAV. Post-
distribution, the fund’s NAV drops by the amount of the distribution, $2, but the share price drops by 
less because of the discount. The share price drops by $1.80, which is 90% (or 1 – discount) of the 
drop in NAV. Fund B’s total ending value (share price plus distribution) is $9.20, which is a gain of 
$0.20 over the initial share price of $9. Under the premium scenario, Fund C’s post-distribution share 
price drops by more than the value of the distribution. Fund C’s share price falls by $2.20, which is 
120% (or 1 + premium) of the drop in NAV. The total ending value (share price plus distribution) for 
Fund C is $10.80, a $0.20 decline from the initial share price of $11. Investors can extrapolate this to 
mean that the lower the discount, the bigger the advantage and the higher the premium, the bigger 
the disadvantage.

Of course, funds selling at wide discounts might be poorly managed, underperforming funds. Iden-
tifying funds selling at deep discounts returning lots of capital is not a recommended investment 
strategy. This is simply a tool to evaluate whether a fund’s use of return of capital is acceptable and 
appropriate for an individual’s investment goals and income needs.

Exhibit 14: Return of Capital and Discounts & Premiums

Source: Manager Research

Fund A Fund B Fund C

Price = NAV Discount Premium

NAV/share ($) 10.00 10.00 10.00

Share price ($) 10.00 9.00 11.00

Discount/premium (%) 0.00 –10.00 10.00

Return of capital distribution 2.00 2.00 2.00

Share price ($) 8.00 7.20 8.80

Share price + distribution 10.00 9.20 10.80

Gain/loss ($) 0.00 0.20 –0.20
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Special Cases: Return of Capital
Once again, CEFs investing in MLPs require some additional discussion. MLPs themselves, not the 
CEFs investing in them, are structured as partnerships, not corporations. Buying a share of a corpora-
tion (that is, a stock) means the investor owns a portion of that firm’s equity. Buying a share of a 
partnership means the investor owns a unit of the partnership’s business interests. Unlike a firm, 
partnership units are taxed at the investor (or partner) level, not at the business level. Thus, taxable 
income from a stock’s dividends and MLP cash distributions are not the same. Under accounting 
rules, an MLP’s pipelines (most MLPs own and operate energy pipelines) depreciate as an expense. 
Because of the accounting treatment of depreciation expense, taxable income for MLPs is typically 
less than their actual cash flow generation. That is to say, the amount of cash available for distribu-
tion is usually higher than taxable income recorded.

That presents partnership unitholders with two distinct issues. First, partners have to report their 
proportion of the partnership’s net income on their individual tax return, even if the partnership 
distributes none of that income and the partner does not sell any units. Second, any distributions 
received from the partnership, though declared for tax purposes, are tax-advantaged relative to a 
dividend from a company. Taxes on these distributions are deferred and often categorized as “return 
of capital.” 

For CEFs investing in MLPs, the CEFs are the “partners,” which means they receive return of capital 
as payment from the MLPs. For MLP CEFs structured as RICs, tax consequences of earnings and 
gains from underlying investments are passed directly to investors. This means the MLP CEF passes 
the return of capital directly to its investors. Remember that return of capital is not taxed in the pe-
riod in which it is distributed; it lowers the cost basis of the investment. For MLP CEFs structured as 
C-Corporations, the funds pay tax on distributions from the underlying MLPs, and investors in the CEF 
pay tax on distributions received from the fund. Because the MLP itself tends to distribute return of 
capital for the reasons discussed earlier, the CEF structured as a C-Corporation pays no tax on those 
distributions; instead, the cost basis is lowered. The CEF investors also pay no tax on the return of 
capital distributions received from the fund. This is often referred to as “pass-through” return of capi-
tal and should not be looked at as “good” or “bad”; it is simply a function of investing in MLPs. 

Equity covered-call funds are also worth mentioning as a special case here, though not under the 
same guise as MLP CEFs. Covered-call funds hold underlying equities and write call options on in-
dexes or individual equities in an effort to generate additional income for distributions. Investors may 
notice that a covered-call fund tends to distribute more return of capital than an equity fund using a 
similar strategy without the call overlay. The reason has to do with the tax consequences of earning 
income from writing call options.  

When a fund writes a call option, it earns a premium. This premium is not “earned” by the fund until 
the option contract has expired or is closed. Once this happens, the fund will either book a gain or 
loss on the option contract (although it is also possible that a fund would break even) based on the 
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price of the underlying security relative to the strike price and the premium received. Option premi-
ums earned by the fund and distributed to investors are categorized as a combination of short-term 
and long-term capital gains for tax purposes. Because funds net capital gains and losses for report-
ing and tax purposes, these funds may end up returning capital to meet distributions. Two scenarios 
below illustrate these transactions, but there are some simplifying assumptions made: The fund 
writes call options on an index and holds securities that mimic the index; and the fund doesn’t make 
any trades throughout the year nor does it earn income from dividends of underlying holdings.

First, look at the declining market scenario in which the fund’s underlying holdings fall 10% dur-
ing the year (at a steady pace throughout the year, and none of the fund’s options were exercised) 
shown in Exhibit 15. The NAV started the year at $10 per share and ended at $9 after the 10% loss. 
During the year, the fund sold a call option and recorded a $1 per-share capital gain from the call 
option premium; the fund also pays an annual distribution of $1 per share. Because the distribution is 
funded by the option premium earned, it is categorized as a combination of short-term and long-term 
capital gains for tax purposes. But the fund’s total return (which includes distributions) is zero: The $1 
per-share distribution perfectly offsets the $1 per-share decline in NAV. 

In the reverse scenario, shown in Exhibit 16, during which the market steadily increases by 10% and 
the fund’s NAV rises from $10 to $11 per share, assume the fund still sells a call option for a $1 pre-
mium. Because the market rose, the option is exercised, so the fund does not book a gain associated 
from the option premium. Instead, assume a break-even scenario in which the premium earned by 
selling the call option exactly offsets the cost to the fund incurred by the counterparty exercising the 
option. At the end of the year, the fund pays the same $1 per-share distribution. But it has not made 
any trades and, therefore, has not realized any capital gains and has no option premium to distribute.

Exhibit 15: Return of Capital in Covered-Call CEFs

Source: Manager Research

10% decline in value of holdings; options not exercised

Beginning NAV ($) 10.00

Option premiums earned ($) 1.00

Unrealized losses ($) –1.00

Ending NAV before distribution ($) 10.00

Distributions

Short-term & long-term capital gains ($) 1.00

Ending NAV after distribution ($) 9.00

Total shareholder value (Ending NAV + distribution) ($) 10.00
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In order to make the distribution, the fund could sell some of the underlying holdings that have ap-
preciated and distribute those realized gains. But, as discussed previously, if managers believe the 
market will go higher, they may choose not to sell shares simply to meet the distribution. The fund 
will turn to return of capital to meet the distribution, which gives the fund a total return of zero; the 
$1 increase in NAV offsets the $1 distribution from return of capital, which lowers the NAV.

It is important to note that the tools described at the start of this discussion are still applicable for 
covered-call funds. Looking at the change in NAV relative to the amount of return of capital helps to 
quickly assess whether the use of return of capital is “good” or “bad.” This is simply to gain better 
insight into the mechanics behind return of capital used in these funds. And a fund’s discount or 
premium still matters. In fact, covered-call equity funds have historically sold at discounts, making 
these funds attractive for certain investors, despite heavy use of return of capital. 

Dividend Reinvestment Plans
After decoding the distribution, investors need to decide what to do with the payments—spend it or 
reinvest it. Income-focused investors are likely to spend, but reinvesting distributions can be a great 
way for long-term investors to build more capital in the fund and often at a discount to the market 
price. A Dividend Reinvestment Plan, or DRIP, allows current investors to reinvest their fund’s distri-
butions at an advantageous price instead of receiving cash. Such programs, offered by most CEFs, 
are not often used even though reinvesting distributions over time can significantly benefit long-term 
investors’ total returns. 

DRIPs can vary vastly from fund to fund, but most DRIPs are run by a plan agent or plan distribu-
tor that handles the administrative details and paperwork for a fund’s DRIP. Questions about the 

Exhibit 16: Return of Capital in Covered-Call CEFs

Source: Manager Research

10% increase in value of holdings; options exercised

Beginning NAV ($) 10.00

Option premiums earned ($) 0.00

Unrealized losses ($) 1.00

Ending NAV before distribution ($) 11.00

Distributions

Short-term & long-term capital gains ($) 1.00

Ending NAV after distribution ($) 10.00

Total shareholder value (Ending NAV + distribution) ($) 11.00
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plan are addressed directly to the plan agent. Importantly, DRIPs typically require participants to be 
shareholders of record, but shares of many exchange-traded securities purchased from a brokerage 
account are typically registered in the broker’s name, known in the industry as a “street” name. To 
participate in a DRIP, investors will need to contact the broker or advisor to become the shareholder 
of record.

Most DRIP programs are opt-in, and investors must call the plan agent and fill out paperwork. Inves-
tors can usually withdraw from the program at any time, and many funds also allow investors to drop 
out and re-enter the program as often as they’d like with no penalties. If the investor cancels before 
a distribution is declared, that distribution will be paid in cash as opposed to new shares. After 
enrollment, investors authorize the plan agent to purchase shares on their behalf. Shares purchased 
by the DRIP are held by the plan agent and are registered on behalf of each participant. Because of 
this, DRIP participants end up holding shares in two places: with the original broker or advisor and 
with the plan agent. 

The price at which shares are purchased, as well as the fees associated with purchasing those 
shares, is perhaps the most important feature for investors to understand before participating in a 
DRIP. If a fund’s shares are trading at a discount at the time of the distribution, most funds will pur-
chase shares for DRIP participants in the open market at the current share price. If shares are trading 
at a premium at the time of the distribution, most funds will issue new shares to investors, keeping 
the distribution as an asset on their balance sheets and selling new shares to investors. Such shares 
are issued at the greater of the current NAV or a predetermined percentage of share price (typically 
95% or 98%). While all DRIP plans differ, the aforementioned pricing strategy is a best practice 
because shareholders receive the most advantageous price in both discount and premium scenarios. 

Once a distribution is declared, most funds set a timeline for purchases (say, within 30 days of the 
declaration of the distribution). Because shares can be purchased over more than one trading day, 
shares may be bought at different prices depending on the market price over the purchase period. 
Funds usually use the average purchase price to determine the exact number of shares bought for 
each investor.

Fees charged for DRIP programs vary widely, but most funds charge a service fee and a prorated 
commission that is generally lower than the fees brokers charge for open-market purchases.  
Certain fund families pay the service fees for repurchasing or issuing shares; their investors pay only 
brokerage fees. 

When an investor decides to sell shares purchased through a DRIP, the plan agent sells those shares 
and the proceeds are sent via check or by deposit into a bank account. Remember that the plan agent 
holds only the DRIP-purchased shares, so an investor wishing to sell out of the fund entirely will 
need to make two transactions, one with the plan agent and one with the broker. Fees associated 
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with selling shares from the DRIP are similar to those levied for purchasing shares and generally 
include a service fee and prorated brokerage fee. 

Plan agents send periodic statements to investors, sometimes as often as monthly. At the end of 
the tax year, investors will receive a 1099 tax form detailing any tax-triggering events from the DRIP 
plan. Participating in a DRIP requires investors to track the cost basis of the reinvested shares to 
calculate any realized capital gains or losses for tax purposes, which can be cumbersome as shares 
will be purchased at varying prices over time. The tax statements from the plan agent will provide 
the necessary information to calculate the cost basis of shares purchased from a DRIP.

For funds selling at discounts, DRIPs may not be the most efficient avenue to reinvest distributions, 
however. Self-directed investors typically have access to distribution reinvestment through brokerage 
firms. This is different from the company-sponsored plan but is an appealing option with little to no 
paperwork. Investors simply sign up, and shares are purchased at the market price on the distribution 
date for little or no commission, which means the price at which a broker may repurchase shares is 
similar to the fund-sponsored DRIP plan. If the broker charges no fee for this service (and many do 
not), investors are actually better off. Long-term investors holding funds that typically trade at a pre-
mium, however, can benefit tremendously from a DRIP program by purchasing shares at a discount to 
the market price for a small fee. 

Distribution Key Take-Aways
Distributions come from three sources: income, realized capital gains, and return of capital; under-
standing the distribution source is the first step in successful analysis of a fund’s distribution policy.
Intra-year distribution breakdowns are estimates and should be treated as such during analysis.
Return of capital is a nuanced topic, and strategy, underlying portfolio gains, and discount or pre-
mium are necessary inputs into any return of capital analysis.
Participating in a distribution-reinvestment program can be a great way for investors to add shares of 
a fund they like, at a discounted price. 

Leverage 
Leverage in the context of investing often conjures up feelings of anxiety and even disapproval. 
Although the same regulatory limits apply to CEFs and open-end mutual funds, leverage isn’t as 
widely used by open-end funds, and many investors are unfamiliar with or frightened by the concept 
of leverage. Most CEFs are leveraged, and a general misunderstanding of the costs and benefits of 
leverage often causes investors to dismiss all CEFs as “risky.” This is unwise and misguided. 

First, many investors don’t think twice about owning shares of a publicly traded company despite 
sometimes very high debt/equity ratios. General Electric GE, for example, considered a relatively 
safe, dividend-paying stock, had a debt/equity ratio of 2.4 as of December 2014. That number nearly 
topped 5.0 in early 2009, at the height of the financial crisis. Compare this with the average “debt/
equity ratio” for CEFs (called the leverage ratio, calculated by dividing total leverage amount by total 
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fund assets) of 0.23 as of June 30, 2015. In fact, there are strict regulatory limits on a CEF’s use of 
leverage, but there aren’t similar regulations for publicly traded companies. The range of leverage 
used in CEFs tends to vary from none at all to as much as 50% (though funds can theoretically use 
leverage at even higher amounts, it is unusual to see a fund with a leverage ratio higher than 50%). 
As of June 30, the most leveraged CEF, BlackRock Corporate & Income Strategy BIT, had a leverage 
ratio of 49%, while 127 funds used no leverage. 

Both debt and preferred shares are regulated under the Investment Company Act of 1940, which 
limits the amount of leverage a fund can issue by stating minimum asset coverage requirements. 

CEFs can issue preferred shares in an amount up to 100% of net assets. Another way to look at this 
is that for every $1 of preferred shares issued, the fund must have $2 of total assets (this includes 
the assets from the preferred shares), commonly referred to as a 50% leverage limit. For debt, CEFs 
can issue an amount up to 50% of net assets, which means for every $1 of debt outstanding, the 
fund must have $3 of total assets (including assets from debt), commonly referred to as a 33% lever-
age limit. As of June 2015, the average 0.23 leverage ratio for all CEFs implies that for every $1 in 
total assets, the average fund has $0.23 in total leverage outstanding (this includes both regulated 
and unregulated leverage but does not include derivatives). 

Preferred shares and debt are referred to as “1940 Act Leverage,” but there’s another type of lever-
age called “Non-1940 Act Leverage.” While the former is strictly regulated, the latter is not, which 
means that funds can, in theory, use as much as the managers would like. In practice, however, man-
agers aren’t going hog wild with unregulated leverage. The main types of Non-1940 Act Leverage 
included tender option bonds, reverse repurchase agreements, and leverage created through the use 
of derivatives. It is difficult to measure the true leverage effects of derivatives, and Morningstar does 
not yet include derivatives in its calculation of total leverage or Non-1940 Act Leverage. Regulated 
leverage (preferred shares and debt) is more commonly used than TOBs, reverse repurchase agree-
ments, and the like, though the industry’s favored leverage type changes over time and with different 
market environments and often depends on a fund’s strategy.

Preferred Shares and Debt
Preferred shares are senior to common shares in a fund’s capital structure, which means preferred 
shareholders have priority of payments, either as dividends or in cases of liquidation of shares. 
Within preferred shares, there are many types, though the most storied are auction-rate preferred 
shares. ARPS are typically perpetual in nature and pay dividends to preferred shareholders based on 
a weekly auction. If the market becomes illiquid (no one is willing to bid), the payment is based on a 
maximum penalty rate, which is pegged to a short-term index. Pre-2008, this was the most popular 
type of leverage financing used by CEFs, but the ARPS market became illiquid in 2008. It remains 
“frozen” today, which means funds still using ARPS are paying the (very low) penalty rate. 
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Following the ARPS market freeze, many fund companies decided to redeem outstanding ARPS at par 
value, though this was not required by law. Most fund firms believed this was a “goodwill” gesture 
to preferred shareholders, despite the increased cost of leverage to common shareholders due to the 
higher-cost replacement leverage. A few fund families (notably PIMCO) still have ARPS outstand-
ing and have reaped the benefits of cheap leverage by boosting returns. That said, PIMCO begun to 
redeem some of its outstanding ARPS in 2014, though the offered purchase price was below par and 
most ARPS holders weren’t willing to sell their shares at such a low price. Nuveen Investments, on 
the other hand, did redeem all of its outstanding ARPS and was instrumental in creating new types 
of preferred shares, and many other fund families followed suit. 

A common alternative to ARPS are variable-rate demand preferred shares, which have a term limit 
(typically 30 years) unlike the perpetual nature of ARPS. Dividends to VRDP shareholders are based 
on supply and demand, similar to ARPS, but there’s an added stipulation of guaranteed liquidity—a 
liquidity provider (usually a bank) will act as a market maker if the market becomes illiquid. Dividend 
amounts tend to be similar to ARPS, but there are added costs associated with remarketing the 
shares and additional fees paid to the liquidity provider, which generally makes VRDP shares more 
expensive than ARPS. According to data from Fitch Ratings, these fees can add between 70 and 195 
basis points to costs. VRDPs, like ARPS, are rated by ratings agencies, the ratings based on the qual-
ity of both the fund and the liquidity provider. The rating plays a role in the financing (dividend) rate 
paid to preferred shareholders, making the cost vary among funds and fund firms. 

Another alternative to ARPS are munifund term preferred shares. Pioneered by Nuveen Investments 
following the 2008 crash, municipal-bond CEFs are the primary issuers of these preferred shares. 
Funds and third parties negotiate the terms of the MTP shares, which have a life of three to five 
years. Unlike other preferred shares, MTPs pay a fixed rate of interest for the life of the issue. This 
was one of the most expensive forms of leverage financing following the 2008 market crash because 
of low-interest-rate financing on the other variable-rate preferred shares. Few firms used fixed-rate 
MTPs because of the added expense, and Nuveen has since redeemed all of its outstanding MTPs 
for other forms of leverage, including variable-rate MTPs, or VMTPs. These securities have the same 
liquidity and limited life provisions as fixed-rate MTPs, though the interest rate is pegged to a short-
term index, such as Libor or SIFMA. Overall, the costs of VMTPs are on par with VRDPs. According to 
Fitch Ratings, as of April 2015, about a fourth of all outstanding leverage in municipal-bond CEFs was 
created by variable and fixed-rate MTPs. 

Following the ARPS crisis, a number of funds redeemed outstanding preferred shares for debt, 
including bank loans and revolving lines of credit. Most commonly, funds negotiate a revolving line of 
credit with a third party and pay an agreed-upon interest rate. Interest payments are typically based 
on short-term interest rate (that is, Libor), plus a spread on the portion of the debt actually used, 
while a small fee is generally charged on any unused credit. This type of leverage allows managers 
to change leverage amounts based on market conditions, though not all managers do. With low in-
terest rates following the 2008 market crash, debt financing became quite popular. According to Fitch 
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Ratings, a typical CEF pays Libor plus a spread of 70 to 200 basis points for bank lending plus a fee of 
10 to 90 basis points on undrawn balances. Bank debt accounted for 55% of outstanding leverage for 
taxable CEFs as of April 2015, according to Fitch. 

Unregulated Leverage
The two most common types of Non-1940 Act Leverage are tender option bonds and reverse repur-
chase agreements. TOBs, used by both open-end funds and CEFs investing in bonds, are “inverse 
floating-rate securities.” The TOB leverages a specific fixed-income holding, usually AA rated and 
above. To do this, a fund creates a trust into which it deposits those specific securities. Then, the 
trust issues floating-rate and inverse floating-rate securities, with the income from these securi-
ties backed by the original bonds’ coupon payments. The floating-rate security pays an interest rate 
pegged to a benchmark, while the inverse floater pays the residual of the original bond’s coupon. 

An example can help illustrate this transaction. Exhibit 17 shows a fund that holds Bond ABC, a AAA 
rated bond paying a 5% coupon, and uses this security to create leverage. First, the fund creates a 
trust and deposits Bond ABC into that trust. The trust then creates a floating-rate security paying at 
the rate of short-term Treasuries (for example, the 90-day Treasury rate) plus 100 basis points. It sells 
that floating-rate security to an investor (usually a money market fund or a bank) and sells the inverse 
floater back to the CEF. The rate paid by the floating-rate security is the cost of leverage, while the re-
maining 4% of Bond ABC’s coupon is paid to the CEF as the holder of the inverse floating-rate security. 
The CEF uses the proceeds from selling the floating-rate security to invest, thus leveraging the fund. 

TOBs can be a great tool for certain funds to create cheap leverage financing, but if the interest-rate 
relationship were flipped (for example, the yield curve inverts or flattens) then the fund’s use of TOBs 
is less enticing. For example, if short-term interest rates jumped to 5% in the above example and 
Bond ABC’s coupon remained the same, the fund would no longer be the recipient of the 4% residual 
coupon. And an increase in interest rates would cause the value of the collateral bond (Bond ABC) 
to fall in value, which may trigger an early termination of TOB trust. An inverted yield curve would 

Exhibit 17: Tender Option Bonds

Source: Manager Research

Security Type Owner Payment Rate (%)

Bond ABC CEF Coupon 5.00

Short-Term Treasury Benchmark Market Rate 1.00

Floating-Rate Security Investor (typically money 
market fund)

Based on short-term Treasury 
rates

1.00

Inverse Floater CEF Residual of Bond ABC's coupon 4.00
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cause problems for any CEF using any type of floating-rate leverage, however, so this situation is not 
unique to TOBs. Leverage in CEFs is only attractive when short-term borrowing rates are lower than 
the interest or other payments received from underlying investments. 

As of April 2015, according to Fitch, TOBs accounted for 30% of outstanding municipal-bond CEF 
leverage and a negligible portion of outstanding leverage in taxable funds. The prevalence in 
municipal-bond funds makes sense because of the high rating of many municipal securities. Many, 
though certainly not all, taxable-bond CEFs hold low- and below-investment-grade rated securities, 
which means TOBs aren’t a possible source of leverage. 

Reverse repurchase agreements aren’t all that common among CEFs, but some open-end funds and 
CEFs use this arrangement to create leverage. In this transaction, the fund sells securities to a coun-
terparty (typically a bank) with an agreement to buy those securities back at a higher price, reflecting 
the cost of funding. The fund then invests the proceeds from the transaction in other securities, thus 
creating leverage.

Practicalities of Leverage
No matter the type of leverage used, there are two commonly used formulas to calculate leverage 
usage. Morningstar calculates a fund’s leverage ratio (though it is perhaps more accurate to call it 
“leverage percentage”) by dividing total leverage amount by the total assets including the leverage. 
This is the industry standard for presenting a fund’s use of leverage, though a different calculation 
method yields a result better suited for the “ratio” label. This calculation divides total assets by net 
assets. A comparison of both calculations yields a higher number for the second calculation, which is 
why most fund firms prefer to present leverage usage as the “leverage percentage” (leverage/total 
assets). Exhibit 18 illustrates both calculations and shows a leverage percentage of 20% for the fund 
but a leverage ratio of 1.25 (or 25%).

Exhibit 18: Leverage Calculations

Source: Manager Research

Net Assets ($M) 100

Total Leverage ($M) 25

Total Assets ($M) 125

Industry Standard Leverage Ratio (%) Total Leverage / Total Assets 25/125 = 20.00

Alternative Leverage Ratio (%) Total Assets / Net Assets 125/100 = 1.25
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Leverage enables a fund to pay a higher distribution and can add to capital appreciation, but it also 
increases the volatility of both NAV and share-price returns; investors should be most concerned 
with the magnified NAV losses and, indirectly, share-price losses. Exhibit 19 shows a leveraged CEF 
(Credit Suisse High Yield Bond DHY) and an unleveraged CEF (Western Asset High Income Oppor-
tunity HIO) during various stress periods in the bond market and three-, five-, and 10-year returns 
though June 30, 2015. It is plainly obvious that the leveraged fund performed worse when the market 
performed poorly. It is interesting to note that the unleveraged fund outperformed the leveraged fund 
over the trailing 10 years. This is mostly a factor of the magnitude of 2008’s loss on the leveraged 
portfolio. Generally, a leveraged fund will outperform an unleveraged fund over the long term. 

This table is not meant to frighten investors from leveraged CEFs, but to illustrate that with increased 
return potential comes added volatility. The goal of many funds that employ leverage is to outperform 
a benchmark or similar peers over a market cycle or to support a relatively high level of distributions. 
From that perspective, leveraged CEFs’ total returns are best measured over longer time periods. 
Leveraged funds will react more violently to short-term market disruptions (positive and negative), 
creating a more volatile ride. But for an investor who can weather additional volatility—meaning 
those who will not be tempted to ditch a fund during periods of short-term losses and those who 
remain confident in a fund’s income-generation despite swings in its NAV or share price—leveraging 
exposure to an asset class he thinks will rise over the long term is a fairly straightforward decision. 

Leverage affects a fund’s risk profile as well as its total returns. For instance, leverage generally 
increases a fund’s duration, or sensitivity to changes in interest rates. This is because funds typi-
cally borrow at the short end of the yield curve and invest the borrowed funds in the longer end of 
the yield curve. An upward sloping yield curve means the funds are borrowing and at a low rate 
and investing at a higher rate—sounds great, right? For the most part, it is. When used responsibly, 
leverage can enhance portfolio returns over a market cycle, especially in a sustained low-interest-
rate environment. Determining whether a fund uses leverage “responsibly” is not an easy task, but 

Exhibit 19: Leverage and Performance

*Share-price total return through June 30, 2015. Source: Morningstar Direct Data as of June 30, 2015.

Net Asset Value Total Return (%)

Name Ticker Leverage 2008 3Q 2011 Taper 
Tantrum 
(5/1/2013–
8/31/2013)

4Q 2014 3-Year 
Share-
Price 
Return

5-Year 
Share-
Price 
Return

10-Year 
Share-
Price 
Return

Credit Suisse 
High Yield Bond

DHY Y -46.19 -7.84 -0.75 -3.89 3.74 8.94 5.57

Western Asset 
High Income Opp

HIO N -30.54 -6.79 -0.68 -3.09 0.08 5.24 7.02
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it starts with understating the fund’s parent firm and its investment philosophy. PIMCO, for example, 
uses lots of derivatives in many of its investment portfolios (open-end and CEF alike). This translates 
to certain portfolios with not only regulated leverage (preferred shares and debt) but also unregu-
lated leverage, which is more difficult to quantify. The cost and structure of the leverage also makes 
a difference. Keeping with the PIMCO example, while many of its funds have high leverage ratios 
(excluding derivatives), many also pay (quite literally) pennies per share for the use of leverage. This 
is because the firm chose to keep its ARPS outstanding while other firms redeemed them following 
2008’s ARPS market freeze. The ARPS market remains frozen as of this writing, and PIMCO’s CEFs 
that use ARPS have reaped huge benefits from extremely cheap financing. That’s not to say that firms 
that redeemed outstanding ARPS were acting in a shareholder-“unfriendly” manner. Those firms 
simply did what they determined to be the better of two bad options. 

In practice, most funds have a target leverage ratio and managers stick fairly close to that predeter-
mined amount. This is usually a good option for investors because they know what to expect. Watch 
out for funds that use leverage tactically as there’s more risk in a manager getting it wrong from not 
only a security selection perspective but also a leverage perspective. 

While leverage can be a boon in low-rate environments, if interest rates rise, leveraged fixed-income 
CEFs are likely to see bigger losses in underlying portfolio value than their unleveraged rivals because 
of the longer durations of their portfolios. This is not to say that investors should avoid bond CEFs in 
a period of rising rates but to say that investors need to fully understand the relationship between 
interest rates and bond prices as well as the relationship between leverage and duration. What’s 
more, the cost of leverage, if based on short-term market interest rates, is subject to changing market 
conditions as well, which affects a fund’s total return. Leverage is not free. Following a discussion of 
CEF expense ratios in the next section, we will tackle evaluating the profitability of leverage. 

Expenses
As with open-end funds, the SEC requires that CEFs report expense ratios. Both types of funds follow 
the same industry convention—calculating the “total expense ratio” by dividing operating expenses 
by net assets. Both closed-end and open-end mutual funds charge management fees, which tend 
to be the lion’s share of a fund’s total expenses. These fees come from the management contract 
between the fund and its investment manager. Most CEF categories do charge higher management 
fees, though not all are higher. It is also important to note that most open-end funds are far larger 
than CEFs, and there is a tendency for fees to drop as assets under management rise. Exhibit 20 lists 
the average fees for each Morningstar Category with five or more CEFs compared with the same 
category of open-end funds, using the oldest share class.

In addition to potentially higher management fees for CEFs, those fees are typically assessed against 
total assets, which includes any structural leverage (lines of credit or preferred shares) that the fund 
has. This increases the expense ratio without even considering the actual cost of the leverage.
For CEFs, the reported expense ratio is inclusive of all management fees and debt-financed lever-

6.



Morningstar’s Guide to Closed-End FundsPage 36 of 48

3

3

3

©2015 Morningstar. All rights reserved. The information, data, analyses, and opinions contained herein (1) are proprietary to Morningstar, Inc. and its affiliates (collectively, “Morningstar”), (2) may not be copied or 
redistributed, (3) do not constitute investment advice offered by Morningstar (4) are provided solely for informational purposes and therefore are not an offer to buy or sell a security, and (5) are not warranted 
to be accurate, complete, or timely. Morningstar shall not be responsible for any trading decisions, damages, or other losses resulting from, or related to, this information, data, analyses or opinions or their use. 
Past performance is no guarantee of future results. 

Exhibit 20: Management Fees

Source: Morningstar Direct Data as of June 30, 2015.

Morningstar Category Management Fee for Average 
CEF (%)

Management Fee for Average 
Open-End Fund (%)

CEF Fee Differential

 Commodities Precious Metals 0.69 0.75 -0.06

 Miscellaneous Region 0.91 0.93 -0.02

 Convertibles 0.80 0.79 0.01

 Preferred Stock 0.73 0.71 0.02

 Muni Single State Long 0.51 0.48 0.03

 China Region 1.10 1.05 0.05

 Real Estate 0.84 0.76 0.08

 Muni California Long 0.53 0.45 0.08

 Muni New York Long 0.52 0.44 0.08

 Muni National Long 0.52 0.43 0.09

 Muni Pennsylvania 0.56 0.45 0.11

 Muni New Jersey 0.58 0.45 0.13

 High-Yield Muni 0.64 0.51 0.13

 Corporate Bond 0.56 0.42 0.14

 Multisector Bond 0.76 0.61 0.15

 Tactical Allocation 1.02 0.87 0.15

 Large Growth 0.85 0.69 0.16

 Long-Term Bond 0.61 0.43 0.18

 World Stock 0.99 0.77 0.22

 Utilities 0.88 0.65 0.23

 Health 1.00 0.76 0.24

 Emerging-Markets Bond 1.00 0.74 0.26

 High-Yield Bond 0.87 0.60 0.27

 Equity Energy 1.07 0.76 0.31

 Large Blend 0.92 0.60 0.32

 Bank Loan 0.97 0.61 0.36

 Large Value 1.01 0.65 0.36

 Energy Limited Partnership 1.37 1.01 0.36

 World Bond 0.93 0.55 0.38

 Intermediate-Term Bond 0.81 0.40 0.41

 World Allocation 1.03 0.59 0.44

 Aggressive Allocation 0.85 0.40 0.45

 Moderate Allocation 0.98 0.49 0.49
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age expenses, but it does not include preferred share leverage costs. This is because preferred 
share dividends are paid from a fund’s operating earnings, just like a fund’s distributions to common 
shareholders. The operating earnings used in the expense ratio calculation, therefore, exclude all 
dividends paid. This makes sense for distributions to common shareholders as distributions are a 
part of total return, not an expense, but dividends to preferred shareholders are a cost to common 
shareholders and should be included in a fund’s overall expense ratio. This discrepancy in reporting 
leverage costs makes comparing CEF expense ratios more difficult than comparing the expense ratios 
of unleveraged open-end funds, but the task is not impossible.

Exhibit 21 illustrates how using leverage—and using different types of leverage—can affect a fund’s 
reported total expense ratio. Funds A, B, and C each charge a 1% management fee on total assets. 
The language around management fees tends to differ, with some funds charging a percentage of 
average daily assets and others assessing expenses on average weekly or even monthly assets. For 
simplicity in this example, assume the asset amount doesn’t change over the measurement period 
and also assume the only costs are management fees and leverage. 

Fund A, a $600 million unleveraged fund, simply charges a management fee of 1%, which is $6 mil-
lion. The fund’s total expense ratio for the year (total operating expenses / average net assets) would 
be 1.00%. Fund B uses $300 million in leverage via a line of credit. Thus, its 1% management fee 
equates to a charge of $9 million (or 1.5%) because the fee is assessed on total assets of $900 mil-
lion ($600 million in assets and $300 million in leverage). Then there is interest expense. Assuming 
a 1.25% total interest rate on the line of credit, the fund would bear $3.75 million in interest costs. 
Total costs for this fund would be $12.75 million on net assets of $600 million, resulting in a reported 
expense ratio of 2.13%.

Fund C creates leverage through the issuance of $300 million in preferred shares, which make a 5% 
distribution—in essence, the preferred shares’ distribution is the cost of that leverage. Thus, while 
the amount of leverage for Fund C is the same as for Fund B, it has different cost implications. The 
1% management fee for Fund C is assessed on total assets of $900 million ($600 million in assets 
and $300 million in leverage) for a total management fee of $9 million. The cost of leverage, however, 
is significantly higher than Fund B at 5%—the 5% fee for the preferred shares translates to a fee of 
$15 million for Fund C’s leverage. This significantly higher leverage cost, however, is not included in 
the reported total expense ratio (recall that, preferred share dividends are subtracted from operating 
earnings along with distributions to common shareholders). Fund C’s reported expense ratio would be 
1.5%, inclusive of only the $9 million management fee. On the surface, this looks to be a much better 
deal than Fund B. But a truer economic picture of Fund C’s total costs would include the preferred 
share distribution, increasing the total costs to $24 million, for an actual expense ratio of 4.0%. 
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Calculating Leverage Profitability
Although the SEC requires CEFs to report expense ratios, it does not regulate how they report 
expense ratios outside of the “total expense ratio” (operating earnings/net assets) mentioned previ-
ously. That means firms may present and calculate various expense ratios in a variety of ways. For 
example, certain fund families have presented expenses using total assets rather than net assets in 
the denominator, which makes the fund look cheaper. This is inappropriate because leverage belongs 
to creditors and preferred shareholders, but returns (positive and negative) minus leverage costs ac-
crue to common shareholders. Expenses of managing the total assets (including leverage) are paid by 
common shareholders; therefore, any ratio related to common shareholder interests should be stated 
as a percentage of their stake—net assets. 

Another commonly computed expense ratio is the “leverage-adjusted” expense ratio. This strips out 
the cost of debt financing from the total expense ratio, typically by subtracting the portion of the ex-
pense ratio incurred by debt financing from the total expense ratio. Using the example highlighted in 
Exhibit 21, the leverage-adjusted expense ratio for Fund B would be reported as 1.50%, or the total 
expense ratio minus the debt’s share of the total cost [2.13% - (3.75/600)]. A rationalization for 

Exhibit 21: The Effects of Different Leverage Types on a CEF’s Total Expense Ratio

 *Note the reported expense ratio excludes costs related to preferred share distributions. Source: Morningstar Direct Data as of June 30, 2015.

Fund A: No Leverage $M 1% Mgmt 
Fee Per Share

1.25% 
Interest Rate 

Expense ($)

5% Preferred 
Share Dist-
ribution ($)

Total Cost Per 
Share ($)

Calculations

Net assets ($) 600 6.00 — — 6.00

Leverage ($) — 0.00 — — 0.00

Total assets ($) 600 6.00 — — 6.00

Reported expense ratio (%) 1.00 =(6)/600

Fund B: Debt Leverage

Net assets ($) 600 6.00 — — 6.00

Leverage ($) 300 3.00 3.75 — 6.75

Total assets ($) 900 9.00 3.75 — 12.75

Reported expense ratio (%) 2.13 =(6+3+3.75)/600

Fund C: Preferred Share Leverage

Net assets ($) 600 6.00 — — 6.00

Leverage ($) 300 3.00 — 15.00 18.00

Total assets ($) 900 9.00 — 15.00 24.00

Reported expense ratio (%) 1.50 =(6+3)/600

Expense Ratio inclusive of  
preferred share leverage (%)

4.00 =(6+3+15)/600
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this method is that it provides better comparison among unleveraged and leveraged funds or among 
differently leveraged funds, but the comparison is far from perfect. 

Remember that leveraged funds typically charge fees based on total assets, increasing the manage-
ment fee and thereby raising the total expense ratio before considering the cost of leverage. Another 
issue is that tertiary costs of leverage (remarketing fees, and so on) remain in the leverage-adjusted 
expense ratio. Furthermore, omitting the cost of leverage, either by subtracting the cost of debt or 
failing to add the cost of preferred shares to the reported total expense ratio, does not reflect the ac-
tual expenses paid by common shareholders. Leverage is not free, and investors need to understand 
the true cost in order to make an informed decision regarding the fund’s performance and suitability. 

With fund expenses in mind, how can an investor determine whether a fund’s use of leverage is 
profitable over time? It isn’t easy, but a back-of-the-envelope calculation can provide a high-level 
picture. Exhibit 22 illustrates an example in which we simply add up all the fees associated with 
leverage—including the management fee if it is assessed on total assets—and subtract the fund’s 
NAV total return. If the result is positive, the leverage was likely profitable. 

But this is a simple back-of-the-envelope calculation that does not take into account a fund’s dis-
count or premium. Discounts and premiums have an impact on a fund’s expense ratio in the sense 
that the distribution enhancement from the discount actually lowers the fund’s implied expense 
ratio. For example, take a fund with a $10 per-share NAV and an annualized distribution of $0.50 
per share—this fund’s distribution rate at NAV is 5% ($0.50/$10). If the fund is selling at a 10% 
discount, its share price is $9.00, making the distribution rate at share price 5.56% ($0.50/$9). This 
is a 56-basis-point increase in annual return, for little to no added risk, which essentially lowers the 
cost of holding the shares by an equivalent amount. 

Exhibit 22: Is Leverage Profitable?

Source: Manager Research

Fees, including leverage: Fund A Fund B

Management fee on leverage (%) 1.00 1.00

Line of credit cost (%) 1.25 3.25

Total cost of leverage (%) 2.25 4.25

NAV total return (%) 4.00 4.00

Net return from leverage = (NAV total 
return - total cost of leverage) (%)

1.75 –0.25
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Leverage and Expenses Key Take-Aways
Leverage itself is not evil; investors with full knowledge of the costs and benefits of leverage can 
benefit from it over a full market cycle. 
There are many types of leverage, each regulated differently. Understanding the type of leverage 
used as well as how it is structured (including how much it costs) is key to determining whether or 
not it is profitable. 
Reported expense ratios do not tell the whole story; investors must look deeper into a fund’s use of 
leverage to truly understand a fund’s expenses.

Corporate Governance 
Both open-end funds and CEFs have boards of directors that (in theory, at least) represent the best in-
terests of shareholders, but a board of directors can have more impact and importance for CEFs than 
open-end funds because directors (and investors) must also worry about a CEF’s secondary-market 
share price and trading activity. In this sense, a CEF’s board of directors can be likened more to that 
of a publicly traded company. 

A CEF board is acting on the shareholder’s behalf, monitoring investment performance and approving 
management contracts and fees, but CEF directors are also tasked with monitoring a fund’s discount 
and distribution rate. An active board with strong corporate governance practices is particularly im-
portant for CEFs because funds with large and persistent discounts are targets for activist investors. 
For example, as of mid-2015, AllianceBernstein Income Fund ACG had been fighting a battle with ac-
tivist shareholders from Karpus Investment Management for some time. Karpus criticized the fund’s 
persistent discount, management’s attempt to change its investment policy, and what it perceived as 
a general lack of shareholder-friendliness from the board of directors. At a 2014 shareholder meet-
ing, Karpus put forth a proposal to open-end the fund. That proposal was defeated, but nearly a third 
of shareholders voted for it. At a mid-April 2015 shareholder meeting, the fund’s shareholders voted 
on another Karpus proposal for a self-tender offer. This proposal was set forth as nonbinding and 
approved by shareholders. Following the meeting, the board noted that it would “consider the results 
of the vote on the stockholder proposal at a future time.” These proxy battles are expensive for fund 
firms, but activists play an important role for shareholders—if the threat of activist firms went away, 
the incentive to maintain strong corporate governance practices would be much lower. 

Discount-Control Mechanisms
So, what makes a “strong” board in this regard? First and foremost, the board must have a discount-
control mechanism in place. Funds targeted by activist investors generally are those trading at 
“persistently wide” discounts. Those terms are open to interpretation—how wide is “wide” and 
how long before it becomes “persistent?”—but boards of directors can clearly address each of these 
issues and make that information public. For example, a board may institute a share-repurchase 
program (also referred to as a “tender offer”) under which shares are automatically purchased in the 
secondary market if the fund’s average discount over a predetermined measurement period (typically 
six months or a year) reaches a specified level (often it is 10%). For example, Franklin Templeton’s 
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board modified its share-repurchase program in April 2015, allowing two of its funds to purchase 
up to 10% of outstanding shares at the manager’s discretion, and in December 2014, the board of 
directors of John Hancock Investments voted to extend share-repurchase programs through 2015 for 
a number of its funds. 

Simply having a plan in place can prevent activist shareholders from knocking and sometimes helps 
to keep discounts narrow, though this only works when the plans are clearly and publicly stated. A 
board should also issue a timely press release for each measurement period whether or not the aver-
age discount level over that period triggered a share buyback. This reassures investors that the board 
is actively monitoring the discount. Funds that do not establish discount control mechanisms claim to 
avoid the practice for many reasons, the most popular being that instituting such a measure supports 
short-term shareholders while harming long-term shareholders. This argument is mind-boggling, 
because all shareholders benefit from a low tracking error of share price and NAV. 

Board Structure
Boards of directors for open-end funds and CEFs are almost exactly the same—the only difference 
is that a CEF’s board of directors has a few additional issues to monitor (share price versus NAV 
total return, discounts, and leverage, in particular). For some fund companies, the board of directors 
often oversees both CEFs and open-end funds. In that vein, board structure can also be shareholder-
friendly or not. A classified board means there are different classes, or groups, of directors. This 
allows boards to stagger term expirations, which can insulate the fund from a takeover attempt. A 
typical director’s term is three years, and he is usually up for re-election by shareholders after each 
term expires. In general, a nonclassified board, where the entire board is up for re-election each year, 
is a good antidote for director entrenchment. 

Unlike open-end funds, CEF preferred shareholders have rights, too, and a CEF with outstanding 
preferred shares will have a certain number of board members tasked with representing those 
shareholders’ best interests. This is because what’s good for the common shareholder may not be so 
good for the preferred shareholder, and vice versa. Preferred share directors can also be targets of 
activist investors. For example, in 2012, Brigade Capital Management and a hedge fund run by Bri-
gade nominated a representative from its firm for PIMCO’s CEF fund board to represent the preferred 
shareholders. The activist firm was successful in this effort, though the director resigned from 
the board in January 2014. 

Shareholder Communications
Communication between CEF board members and shareholders is vitally important though often 
lacking. Compared with open-end fund boards of directors, a lack of communication directly to share-
holders isn’t uncommon. What’s noticeably missing for CEF investors, however, is direct and regular 
communication between the fund firm or the fund’s managers and shareholders. While the board 
cannot directly control communication between the fund firm and shareholders, it can be strongly 
encouraged. Meaningful communication between the firm and shareholders can help keep discounts 
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narrow because managers and fund firms can address concerns that investors may have, ensuring 
investors they are monitoring performance and discounts. Essentially, it shows the investors that 
the firm isn’t asleep at the wheel. Some improvements have been made over the years; more firms 
are hosting regular management phone calls and webinars during which they discuss the market 
and their specific funds, but there are miles to go, as most funds simply clear the absolute minimum 
hurdle to meet regulatory compliance regarding shareholder communication. Generally, smaller funds 
and smaller fund firms have been at the forefront of regular webinars and conference calls for inves-
tors. For example, since 2013, First Trust has conducted semiannual calls with portfolio managers for 
most of its funds.

Importantly, as representatives of shareholders, board members should also be shareholders. 
Perhaps the most shocking issue in corporate governance is the lack of share ownership by CEF 
directors, where such ownership has generally become common practice for open-end fund board 
members. It is, unfortunately, the exception rather than the rule for CEF board members to own 
shares of the funds for which they are fiduciaries. Board members who do own shares tend to own 
insubstantial amounts—it is overwhelmingly the case that total share ownership for a board as a 
whole is less than 1% of outstanding shares. Share ownership by board members is as important as 
ownership by managers as both are making decisions that will have an impact on shareholder value. 

CEF shareholders also have a responsibility to be active investors by participating in proxy votes and 
keeping abreast of new developments affecting their funds. Ensuring that directors are acting in the 
best interests of shareholders benefits all investors.

Corporate Governance Key Take-Aways
A CEF’s board of directors plays an important role in governing a fund to ensure its success.
A strong board will implement a discount control mechanism when appropriate; is structured in 
a shareholder-friendly manner; will encourage regular communication between shareholders and 
managers; and will own a significant amount in shares of the funds it oversees.

Buying and Selling 
Morningstar tends to focus on investing for the long term, but in the world of CEFs, shorter-term 
trading is prevalent and sometimes appropriate. Certainly, for long-term buy-and-hold investors, 
understanding a fund’s management team, investment process, performance history, use of leverage, 
and expenses as previously outlined is the most appropriate way to evaluate whether a particular 
CEF is right for inclusion in a portfolio. But valuation needs to play role, no matter the intended hold-
ing period. Initial purchases must be made under the lens of valuation, as should frequent monitoring 
and portfolio evaluation. Long-term investors may benefit by swapping funds with similar strategies, 
leverage use, cost, and performance history based on current market valuations. For example, if a 
fund gets too rich (perhaps its premium reaches above the double-digit danger zone), an investor 
needs to reevaluate that holding based on its current market valuation.
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Limit Orders
When it comes to trading CEFs, the most appropriate transaction to use is a limit order. This is 
because CEFs can be fairly illiquid because of limited investor audiences. For example, some of the 
most thinly traded CEFs are municipal funds and, more specifically, those concentrated in issuers 
from a single state. Many municipal funds are owned by trusts (for their income generation and rela-
tive steadiness of the underlying portfolio profile), which tend to be long-term holders of these funds, 
keeping trading volume light. Outside of muni land, small funds investing in a more focused universe 
of securities are usually relatively illiquid as well, but some more broadly invested funds also experi-
ence low trading volumes. With such low trading volumes, a small action (perhaps even by only one 
investor) can move a CEF’s share price and discount substantially in an unfavorable direction. And 
thinly traded securities (not just CEFs) typically have relatively wide bid-ask spreads compared with 
their more-liquid counterparts, making trading more expensive. Morningstar provides data on trading 
volume on each fund’s quote page. 

While some may take this as a reason to avoid CEFs, limit orders are an easy option to protect 
against sudden price moves between order placement and fulfillment. Limit orders allow investors to 
specify a price above which they will not buy or below which they will not sell. The limit price acts 
as a safety net should sudden increased trading volume push market prices too far in any direction. 
With a market order, the purchase (or sale) price may be much higher (or lower) than the price at 
which the investor was first willing to transact. A limit order may increase trading costs, but it will 
limit the risk of orders causing unfavorable market movements. 

Buying and Selling Key Take-Aways
Investors must consider valuation before buying or selling shares of a CEF.
Investors should always use limit orders to purchase or sell shares of a CEF.

Evaluating Performance
Performance evaluation of a CEF is similar to that of any investment and should consider both the 
income received from a fund and the fund’s total return. 

Income Evaluation
Income is perhaps the most sought after characteristic of a CEF, though the ability to purchase shares 
at attractive valuations ranks a close second. Predicting the future of a CEF’s payout is as difficult as 
predicating the direction of the stock market, but some readily available data points can help inves-
tors gauge the likelihood of a change in a fund’s distribution. Recall the discussion of distributions in 
Section 4 and the distinction between income, capital gains, and return of capital. A fund’s invest-
ment style plays a role in the breakdown of each distribution. For example, an equity fund is likely to 
distribute more realized capital gains than a bond fund, which tends to pay most of its distribution 
from income from its underlying bonds. Because equity funds rely heavily on capital gains, those 
funds’ distributions are difficult to predict and are often seen as less “stable” than a bond fund’s 
distribution stream. This is because bond funds can more easily estimate the payments received 
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from underlying holdings than equity funds can predict the direction of the market in the short term. 
Many fund firms issue regular statements about the sources of its distribution (though, as mentioned 
in Section 4, these are only estimates), but some firms also issue regular statements about a fund’s 
earnings. Eaton Vance, for example, issues monthly press releases with certain fund’s earnings over 
the period. This can help investors detect variances in earning patterns and deviations from promised 
payouts. For example, a fund that overearns its payout may make a special one-time distribution at 
year-end because all RICs are required to pay out substantially all net realized capital gains and net 
investment income earned each year. A fund that underearns the distribution might be a candidate 
for a distribution cut or might make a return of capital distribution if the shortfall can’t be covered by 
its balance of undistributed net investment income, or UNII. 

UNII, discussed briefly in Section 4, represents a CEF’s “rainy day” fund that it can tap to meet 
shortfalls in distribution payments. UNII balances arise because of the simple fact that funds pay 
distributions throughout the year based on expected yearly earnings. Recall that, at the start of each 
calendar year, fund executives determine the monthly or quarterly distribution payments for the 
entire year based on many factors, including expected dividend and interest payments and the execu-
tives’ views of the market. If those estimates differ, a fund can either “save” some of the income 
earned in its UNII balance or pay additional distributions from its UNII balance, if it is positive. Note 
that UNII relates only to the income portion of distributions and that funds are required to distribute 
most of the net investment income earned each year to maintain their tax status as a RIC, so UNII 
balances are quite small for most funds. 

Differences in federal tax reporting and GAAP reporting (used for financial statements) can create a 
UNII balance as well. Without getting into the gritty details, if a distribution is declared in one month 
but paid at the start of the next month, there will be a mismatch in the reporting for tax and GAAP 
purposes. Also, income from certain investments can be categorized differently between GAAP and 
tax reporting. For example, income (or losses) from swap contracts is treated as a net realized or 
unrealized gain (or loss) for GAAP purposes, but it is treated as income for federal tax purposes.

With the causes of UNII balances in mind, it might be appealing to end the discussion here and state 
that all CEFs with positive UNII balances are “good” and those with negative UNII balance are “bad,” 
but it is not that simple. UNII balances can arise for many benign reasons, which means investors 
should not be overly concerned with a small and fluctuating UNII balance (positive or negative). 
Investors should, however, be concerned with a consistently and increasingly large and negative 
UNII balance. This will almost surely signal a fund that is underearning its distribution payments and 
could signal a future reduction in the fund’s distribution. 

On the flip side, a positive UNII balance offers investors a cushion in the event that a fund falls short 
of its distribution, but an excessively positive UNII balance can signal that a fund is too conservative 
with its policy. Investors might be missing out on receiving additional distributions, which is espe-
cially harmful for investors whose capital earned that income but who sell shares before any of that 
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income is distributed. If a fund carries a very high and positive UNII balance, it could signal a future 
distribution increase or a special one-time distribution. Morningstar provides a fund’s most recent 
UNII balance on each CEF’s quote page. 

Focus on Total Return
Performance evaluation of CEFs may also be a slightly different exercise for some investors. Of 
course, regular check-ins with performance and portfolio allocations are a must. But investors need to 
remember that much of a CEF’s return comes from its distributions (as part of the strategy, most CEFs 
focus on high-income-generating securities). High payouts often leave the fund’s share price rela-
tively unchanged over time, making it look as though the fund has stalled out. Taking a total return 
approach (which includes distributions) is essential. Exhibit 23 shows, for all CEFs, the share-price 
returns (minus distributions) and the share-price total return (inclusive of distributions) through 2014.

Looking only at share-price return paints a bleak picture—a negative 0.40% return over 10 years. 
But the total return looks much more compelling—a cumulative 63%—when including distributions. 
The difference is especially stark for bond CEFs, which pay significant portions of their total return as 
distributions. Exhibit 24 shows negative or only slightly positive returns based on share-price move-
ment alone for three years (negative 10%), five (1%), and 10 years (negative 11%) through 2014. But 
the 3%, 33%, and 69% cumulative total returns (including distributions) over the same periods are 
much more persuasive. 

Exhibit 23: Price vs. Total Return for All CEFs

Source: Morningstar Traded Funds Center. Data as of December 31, 2014.
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Evaluating CEFs the Morningstar Way
The Morningstar Rating™ is widely known as the “star” rating, which is provided for most CEFs. 
This metric rates CEFs (and open-end funds and ETFs) from 1 to 5 stars based on how well they’ve 
performed (after adjusting for risk) in comparison to other CEFs in the same Morningstar Category. 
Within each Morningstar Category, the top 10% of funds receive 5 stars and the bottom 10% receive 
1 star. Funds are rated for up to three time periods—three, five, and 10 years—and these ratings are 
combined to produce an overall rating. Funds with less than three years of history are not rated. The 
star ratings are objective, based entirely on a mathematical evaluation of past performance. They’re 
a useful tool for identifying funds worthy of further research but shouldn’t be considered buy or sell 
signals; this is particularly true for CEFs because this rating looks at a fund’s NAV performance, not 
its share-price return. Importantly, the star rating is not an indication of “value” or a valuation tool 
for CEFs. 

Beginning in 2012, Morningstar introduced a qualitative, forward-looking Morningstar Analyst Ra-
tingTM. Unlike the backward-looking Morningstar Rating, the Analyst Rating is the summary expres-
sion of Morningstar’s forward-looking analysis of a fund. Morningstar analysts assign the ratings 
on a five-tier scale with three positive ratings of Gold, Silver, and Bronze, a Neutral rating, and a 
Negative rating.
 

Exhibit 24: Price vs. Total Return for Bond CEFs 

Source: Morningstar Traded Funds Center. Data as of December 31, 2014.
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The Analyst Rating is based on an analyst’s conviction in the fund’s ability to outperform its peer 
group and/or relevant benchmark on a risk-adjusted basis over the long term. If a fund receives a 
positive rating of Gold, Silver, or Bronze, it means Morningstar analysts think highly of the fund and 
expect it to outperform over a full market cycle of at least five years.

Research Methodology: The Five Pillars
Morningstar evaluates funds based on five key pillars—Process, Performance, People, Parent, and 
Fees—which its analysts believe lead to funds that are more likely to outperform over the long term 
on a risk-adjusted basis. Analysts assign a rating of Positive, Neutral, or Negative to each pillar.

3 Process: What is the fund’s strategy, and does management have a competitive advantage   
 enabling it to execute the process well and consistently over time?

3 Performance: Is the fund’s performance pattern logical given its process? Has the fund earned its   
 keep with strong risk-adjusted returns over relevant time periods? For CEFs,  the focus is on the   
 fund’s NAV return (over which the manager has control), not its share-price return or its level  
 of valuation. 

3 People: What is Morningstar’s assessment of the manager’s talent, tenure, and resources?

3 Parent: What priorities prevail at the firm? Stewardship or salesmanship? The Parent ratings are   
 the same across all fund vehicles for a single firm. For example, a firm with CEFs and open-  
 end funds does not receive different ratings based on our assessment of the firm’s shareholder-  
 friendliness toward CEF shareholders versus its shareholder-friendliness toward open-end fund   
 shareholders. A firm’s entire fund lineup is considered (ETFs, too) in each Parent rating. 

3 Fees: Is the fund a good value proposition compared with similar funds? 

Morningstar Analyst Rating Scale
3 Gold: Best-of-breed fund that distinguishes itself across the five pillars and has garnered the   
 analysts’ highest level of conviction.

3 Silver: Fund with advantages that outweigh the disadvantages across the five pillars and with   
 sufficient level of analyst conviction to warrant a positive rating.

3 Bronze: Fund with notable advantages across several, but perhaps not all, of the five pillars—  
 strengths that give the analysts a high level of conviction.

3 Neutral: Fund that isn’t likely to deliver standout returns but also isn’t likely to significantly   
 underperform, according to the analysts.
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3 Negative: Fund that has at least one flaw likely to significantly hamper future performance and   
 that is considered by analysts an inferior offering to its peers. 

The Analyst Rating (Gold, Silver, Bronze, and so on) has its flaws for CEFs as it does not consider any 
measure of valuation. For example, a fund could have a Morningstar Analyst Rating of Gold (because 
the analyst thinks highly of the fund’s managers, process, parent firm, and so on) yet sell at a high 
valuation, which could make the fund less appropriate for purchase than a lower-rated fund (Silver or 
Bronze) selling at a more attractive valuation. All CEF investors need to use a valuation lens before 
purchasing or selling shares. Section 3 provided a detailed discussion of the merits of using absolute 
and relative discounts and premiums for valuation. 

Conclusion
It often seems as though everything about CEFs is more complicated and nuanced than open-end 
mutual funds or ETFs. Investors must not only consider the investment manager and the portfolio’s per-
formance, but also the current market valuation, the makeup of the fund’s payout, whether the fund’s 
use of leverage is profitable or appropriate—the list (seemingly) goes on and on. Because of the initial 
educational hurdles, most investors completely ignore the space. By understanding the mechanics 
behind CEFs, investors can put themselves one step ahead of the pack, gaining entry into an inefficient 
market in which the patient and educated can profit. As the saying goes, there’s no free lunch. 


