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Using Closed-End Funds to Enhance and Diversify a
Credit Allocation.

A sleeve of Closed-End Funds (CEFs) within a public credit allocation
can be used to increase portfolio returns and diversify sources of alpha.
Generally, performance can be improved, and downside mitigated
through purchasing assets at significant discounts to their Net Asset
Value (NAV).

The combination of discounts and high distributions results in higher
carry than simply owning the underlying credits. The effect of high cash-
flows purchased below par value is a mathematical tailwind to return.

The blend of a 15% discount and a 12% distribution for example means
investors could enhance returns by receiving a portion of the discounted
CEF at NAV when distributions are paid out.

A 15% discount equates to a return of 1,/0.85 or 17.6% for each dis-
tribution.

Overall, this therefore generates an additional 17.6% x 12%, or 2.1% of
alpha per year.

There are also further levers we can rely on to augment this. These
include self-liquidating term trusts which offer an exit at NAV at a fixed
point in the future. At the time of this article’s publication there is a
wave of activism driving excess returns, where Boards may be pressured
to close discounts to NAV. These complement the robust source of
alpha that is discounts, which exhibit natural cyclicality over time.

Example — A 2027 Term Closed-End Fund (Security A)

Current Distribution of Security A — (10.02%)

Current Discount of Security A — (12.80%)

Security A's Discount and Distribution Alpha = 1.47%

In this example the combination of the discount and the high dis-
tribution provides a tailwind of 1.47% per annum to the underlying
return.

In addition, Security A has a term structure meaning it will liq-
uidate in 2027 at NAV. You can calculate a Gross Redemption
Yield (GRY) from the pull-to-par effect from its current discount of
12.80% to parity over this time period (July 2023 to 2027).

GRY to Term Date — (2.94%)

We can therefore infer an alpha effect of >440bps per annum
(294bps + 147bps) from the combination of a steeply discounted
cashflow and the pull-to-par of the CEF. Whilst the latter may be
back-end-loaded toward the end of the fund’s life, it is often rec-
ognised by the market some way in advance.

This more than outweighs the active expense ratio that is often an
excuse to prefer passive “tracking” of the index.

Increasing Exposure to Public Credit?

City of London specialises in capturing Alpha from discounts.
Relative value capture from discount volatility is a core competence,
and the persistence of the opportunity within public credit CEFs is
something we believe merits a structural allocation. It offers a con-
crete starting point for closed-end funds to potentially outperform
a passive allocation and can be complementary to existing active
manager allocations.
agers but at an attractive discount to the very similar portfolios in
their mutual funds.

Often, we will invest in the same active man-

The chart below illustrates the three-year relative performance of
the universe of taxable bond closed-end funds vs the Bloomberg US
Corporate HY TR Index from 2006 to 2020 (the longest dataset
available).

This indicates that from current universe average starting discounts
(as at 30th June 2023), underperformance is infrequent relative to
periods of outperformance and smaller in absolute quantum.
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Starting Discount of Taxable Fixed Income CEF Universe

TXCEFT Index — First Trust Taxable Fixed Income Closed-End Fund Total Return Index
LF9STRUU Index — Bloombery US Corporate High Yield Bond Total Return Index Value
Unbedged USD

Average Discount — CLIM Closely Followed Taxable CEF Universe

Please see “Disclosures” for important information.

Source: Bloombery, CLIM

What's the Catch?

Closed-end funds are listed on exchanges, and whilst this provides liquidity
it also increases mark-to-market volatility. However, the ability to flexibly
allocate or reduce risk T+2 can be valuable in return.

Further, CEFs often employ internal leverage which can amplify returns in
cither direction. In 2022, this was a factor in relative underperformance.

In due course we anticipate that it will be a driver in the other direction.

Summary

We believe allocators considering an increased risk budget to public credit
can look to closed-end funds as return enhancers and risk diversifiers.
Expected outperformance and listed liquidity can be seen to balance a
degree of increased volatility versus other components of an overall allo-
cation.
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Any forward-looking statements or forecasts ave based on assumptions and actual vesults may vary from any such statements.

All reasonable cave has been taken in the preparation of this information. No responsibility can be accepted under any civcum-
stances for errors of fct or omission. Values may fall as well as vise and you may not get back the amount invested. Discounts are
calculnted using estimated NAVs by CLIM’s Research Department.

Fixed income securities issued by municipalities of the United States ave typically issued by or on bebalf of states, territories and
possessions of the Unaited States, the District of Columbin and their political subdivisions, agencies or instrumentalities as well as
private and public-private enterprises to obtain funds for a wide range of public facilities including housing projects, industvial
projects, hospitals, schools, mass transportation, stadinms, waterworks and sewer systems and highways. The municipal securities
market is fragmented, with significant vaviations in economic conditions, credit quality, and supply-demand fundamentals.
Public information in the municipal mavket is also less available than in other markets, increasing the difficulty of evalunting and
valuing securities. Events affecting municipalities and velated bond issuers that ave distressed or otherwise financially challenged,
such as o defounlt or a vestructuring by a lorge municipalivy, may cause a sell-off in the municipal market as velated news headlines
will negatively impact municipal bond pricing. Municipal securities visks include the ability of the issuer to vepay the obligation,
the relative lack of information about cevtain issuers of municipal securities, and the possibility of future legislative changes which
could affect the market for and value of municipal securities. Debt securities, such as bonds, in involve interest vate visk, credit risk,
extension visk, and prepayment risk, amony other things. The market value of bonds and other fixed income securities changes in
response to interest vate changes and other factors. Intervest vate visk is the risk that prices of bonds and other fixed-income securities
will increase as interest rates fall and decrease as intervest vates vise. Credit visk vefers to the possibility that the issuer of o debt security
(i.e., the borrower) will not be able to make principal and interest pwyments when due.

The CLIM Taxable Closed-End Fund Investment Universe consists of over 125 U.S. listed closed-end funds with a market cap over
$50bn. The First Trust Taxable Fixed Income Closed-End Fund Index is capitalization weighted and designed to provide o brond
representation of the taxable fixed income closed-end fund universe. The taxable fixed income closed-end fund market is comprised
of the following sectors; bigh yield corporate, senior loan, global income, emerging market income, multi-sector, government, con-
vertible, and mortgage funds. The Bloombery USD High-Yield Corporate Bond Index is o rules-based, market-value-weighted
index engineered to measure publicly issued non-invest-ment grade USD fixed-rate, taxable and corporate bonds. To be included
in the index, a security must have o mini par t of $250 million and have o minimum maturity of 1 year at rebal-
ancing. Emerging mavket debt is excluded.

Each index was created and developed by First Trust Advisors L.P. First Trust Advisors L.P. does not guarantee the accuracy and/
or the completeness of the index or any data included therein and Fivst Trust Advisors L.P. shall have no linbility for any errors,
omissions or interruptions thevein. First Trust Advisors L.P. makes no warranty, express or implied, as to vesults to be obtained by
any person or entity from the use of the index or any data included therein. First Trust Advisors L.P. makes no express or implied
warranties, and expressly disclaims all warranties of merchantability o fitness for a particular purpose or use with vespect to the
index or any datn included therein. Without limiting any of the foregoing, in no event shall First Trust Advisors L.P. have any
linbility for any special, punitive, divect, indirect or consequential damages (including lost profits) avising out of matters velating
to the use of the index, even if notified of the possibility of such damages.

BLOOMBERG, BLOOMBERG INDICES and Bloomberyy Fixed Income Indices (the “Indices”) ave trademarks or service marks
of Bloombery Finance L.P. Bloombery Finance L.P. and its affilintes, including Bloombery Index Services Limited, the adminis-
traor of the Indices (collectively, “Bloombery”) or Bloombery’s licensors own all proprietary rights in the Indices. Bloombery does
not guarantee the timeliness, accuracy or completeness of any data or information velating to the Indices. Bloombery makes no
warranty, express or implied, as to the Indices or any data or values velating thereto or vesults to be obtained therefrom, and expressly
disclaims all warrantics of merchantability and fitness for a particular purpose with respect thereto. Back-tested performance is
not actual performance. To the maximum extent allowed by lnw, Bloombery, its licensors, and its and their respective employees,
contractors, agents, suppliers and vendors shall have no linbility or vesponsibility whatsoever for any injury or damages - whether
divect, indirect, consequentinl, incidental, punitive or otherwise - avising in connection with the Indices or any data or values
velating thereto - whether arising from their negligence or otherwise.
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