Open your world
How closed-end funds and international diversification can enhance your portfolio
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Key points
•	“Home bias” can sizably limit an investor’s portfolio by reducing
its ability to capture additional sources of return.
•	International investments can add more sources of returns,
reduce volatility and mitigate risk to portfolios that are skewed
toward domestic assets.
•	Investors can diversify internationally through a variety of
investment vehicles, but each of them has different advantages
and risks of which investors should be aware of.
•	Region- and country-specific closed-end funds can help investors
tailor exposure to certain markets based on individual risk/return
objectives.
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The expanding investment universe
Leaving bias at home

Knowing where to go

The benefits of investing internationally have been well documented,
and yet investors have continued to invest a disproportionate amount in
stocks listed on their home market. This phenomenon, known as home
bias, is still prevalent with investors today.

Reaping the benefits of international diversification first requires investors
to look beyond their comfort zone to opportunities outside of their
domestic market. The next important step requires an understanding of
what is happening abroad.

In fact, recent data show that although non-U.S. equities comprised 51%
of the global equity market, U.S. investors invested only 27% of their
portfolios, on average, in international stocks.1 Clearly, many American
investors have been overlooking opportunities abroad.

The world has changed dramatically over the past few decades. The
Morgan Stanley Capital International (MSCI) indices provide an example
of how investable global opportunities have greatly expanded over the
last 40 years. In 1970, when MSCI was beginning to establish its global
stock indices, its global universe comprised 16 countries in only the main
developed markets.

Portfolios with diversified assets may be able to withstand a greater
variety of market conditions because risk is spread among different
markets with different market cycles. This can potentially stabilize
portfolio returns over the long term.
In addition, diversifying internationally is a way for investors to be early
movers in emerging economies that may be more volatile but could
experience faster growth than developed economies.
This paper aims to demonstrate that portfolios with diversified assets,
and specifically portfolios utilizing closed-end funds, are able to
withstand a greater variety of market conditions and outperform over the
long term.

Targeting countries and regions
Investors may be trepid when adding international investments to a
portfolio because deciding where to start is not an easy feat. One of the
ways closed-end funds can help in this area is the availability of countryand region-specific funds. This enables investors to customize their
portfolio to meet their goals.
Country-specific funds give investors the ability to customize their
international portfolios based on convictions about individual countries.
Regional closed-end funds make it possible to gain exposure in areas
where a country-specific fund may not be available. Either way, closedend funds can be a flexible and practical way for investors to enter
international markets and diversify their portfolio with global assets.
In a recent Aberdeen Asset Management survey, 52% of those polled said
they would recommend a closed-end fund in order to gain exposure to a
certain asset class, sector or country.2
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Couple the expansion of the global investable
universe with the growth of different fund
vehicles, and international investing has become
much easier to implement.
For almost the entirety of the 20th century, the U.S. was the dominant
force in the world economy, but the rapid growth of emerging markets
in recent decades has challenged the status quo. The U.S. share of the
investable universe has fallen, and its control over the world economy
has started to diminish. Economic growth in the U.S., measured by gross
domestic product (GDP), has been slower than in many other regions.
Couple the expansion of the global investable universe with the growth
of different fund vehicles, and international investing has become
much easier to implement. As markets have become more efficient and
technology has driven innovation, the costs of investing internationally
have diminished.
Public access to information across the world has also grown
exponentially. A company’s operational and financial information can be
compared to similar companies worldwide, as dozens of countries have
adopted common financial accounting standards. All of these factors
have made it easier for investors to gain access to markets outside their
home countries.

“Global equities: Balancing home bias and diversification.” Vanguard, February 2014.
Aberdeen Asset Management survey of more than 100 financial advisors and investors at a closed-end fund conference, October 12, 2015.
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International fast-growing economies
Economies such as China and India have been growing at a faster
pace than the U.S., a decoupling which has created new investment
opportunities plus new demand for products and services. Even through
the global financial crisis of 2007-2009, both China and India continued
to experience significantly positive growth, while the economies of the
U.S. and most of the developed world contracted. (See Figure 1)
Figure 1: History of GDP annual growth (%) in the U.S. compared
to China and India
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Different regions around the globe have different sector concentrations,
and having investments that center around just one country or region
can result in a portfolio that is overweight to one or more sectors. For
example, although the MSCI U.S. All Cap Index accounts for a significant
proportion of the global equity investment opportunity set, it is not
evenly spread across all sectors. While the U.S. All Cap Index accounts for
over 70% of the global IT sector, it accounts for much smaller proportion
in areas such as telecommunications and materials.
Investing internationally gives investors the opportunity to take active
positions in sectors of the world economy where the U.S. may be
relatively underweight or overweight. For example, Australia is rich
in natural resources and has benefited from the seemingly insatiable
demand from emerging markets. U.S. investors can therefore access the
materials sector far more easily if they widen their horizons to include
countries with more exposure to materials.
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Entering these countries through a closed-end fund is one way investors
can take advantage of growing sector exposure and growth abroad.
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Source: World Bank April 30, 2015. For illustrative purposes only.

Drilling down, the U.S. has also been surpassed in growth in the corporate
sectors by some global countries. Despite the U.S. being relatively
overweight in information technology (IT) (See Figure 2), some of the
most innovative and disruptive IT companies have come from Europe,
Japan and Korea. Even with the U.S.’s dominance, the IT sector outside of
the U.S. market is substantial, and long-term opportunities still exist.

Even through the global financial crisis of 20072009, both China and India continued to
experience significantly positive growth, while the
economies of the U.S. and most of the developed
world contracted.

Figure 2: U.S. share of world: sector breakdown
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Source: MSCI, April 30, 2015. For illustrative purposes only.
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Mitigating risk
One of the primary reasons investors may be searching for new or
different types of investments today is to diversify concentrated
portfolio risk. A key tenet of international diversification is its ability to
reduce overall portfolio risk by combining assets with lower or negative
correlations to one another. Correlations measure how two asset classes
or securities move in relation to one another in response to market
movements. A correlation of 1 means that two securities or asset classes
move in lockstep with one another, while a correlation of -1 means that
they move perfectly inversely to one another.
A portfolio invested in a variety of asset classes that have low or negative
correlations with one another can help increase diversification, such that
when one asset class suffers from changing market conditions, other
asset classes may not be impacted as much or may even react positively
to these changes.
With global markets becoming more closely linked together, correlations
are no longer as low as they once were. Correlations seem to increase
especially when markets are stressed. This was highlighted during
the 2007-2009 financial crisis, which started in the U.S. and spread
throughout many other economies.

Asset classes that had previously shown little correlation began moving in
the same direction. However, as shown in Figure 3, global equity market
correlations have decreased substantially since financial crisis.
Figure 3: Global equity market correlations have
declined since financial crisis
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Source: JP Morgan, March 31, 2015. For illustrative purposes only. Rolling 1-year
correlations, 30 countries

Even at times when correlations increase, any correlation coefficient
less than 1 signifies an opportunity for diversification. Figure 4 below
shows the correlations between the S&P 500 Index and various indexes
representing different asset classes, including non-U.S. equities.

Figure 4. Asset class correlations
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Scenarios: Risk and international assets in a portfolio
To illustrate how an international allocation can help diversify a portfolio
invested entirely in domestic assets, we will look at how returns and risk
are affected by an allocation to international equities.
Figure 5 below compares the annualized historical performance of
three portfolios: one that invested 100% in U.S. equity, one invested
100 % in non-U.S. equity and one invested 75% in U.S. equities and
25% in global equities.
You can see below each portfolio’s historical annualized return, as well
as its volatility or risk (as measured by standard deviation) and its Sharpe
ratio, which tells the level of return that can be expected for a given level
of risk. The optimal portfolio would have the highest Sharpe ratio, or in
other words, the highest risk-adjusted return.
Figure 5: Annualized Return and Standard Deviation (1970-Present)
U.S.

World ex-U.S.
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Source: Morningstar, February 1, 1970 – August 31, 2015. PAST PERFORMANCE IS
NOT INDICATIVE OF FUTURE RESULTS. U.S. portfolio is represented by the S&P
500 Index; world ex-U.S. portfolio is represented by the MSCI World ex USA Index.
Diversified Portfolio consists of 75% S&P 500, 25% MSCI World ex USA Index. For
illustrative purposes only. Hypothetical positions are used here and actual markets
conditions may have a different impact on the portfolio. No assumptions regarding
future performance should be made.
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When comparing the three portfolios, we find that the diversified
portfolio has lower portfolio risk (as measured by standard deviation)
relative to both the U.S. equity portfolio and the non-U.S. equity
portfolio. At the same time, returns for the diversified portfolio are nearly
equal to the U.S. equity portfolio and somewhat higher than for the
global equity portfolio.
The diversified portfolio has lower risk than both of the other portfolios,
resulting in the highest Sharpe ratio of the three portfolios. Therefore,
international diversification can help investors meet their objective of
obtaining the greatest amount of returns for their individual risk tolerance.
International diversification can also reduce risk by significantly increasing
the universe of investable stocks from which an investor can choose. This
can help minimize the impact that any one stock can have on the overall
portfolio. The top 10 holdings of the S&P 500 Index account for about
17% of the index’s total market capitalization; therefore, a shock to any
of these holdings can have a significant impact on overall performance
of the index. In comparison, within the MSCI All Country World Index
(ACWI), this weighting would be around 2.5%.

Expanding your horizons with Closed-End Funds
Anatomy of a closed-end fund

Premiums and discounts tend to vary throughout the year (see Figure 6)
because prices are established by the competitive markets. This reflects
buying demand and selling supply of shares as it exists in real-time
in the real world. These variations in price are influenced by investor
perceptions, fears and needs for specific types of investments, among
other factors, according to the Closed-end Fund Association.

When looking for ways to invest internationally, the amount of choices
can be daunting. Closed-end funds can be an efficient way to gain
exposure to international regions.
Because closed-end funds issue a fixed number of shares, closed-end
fund managers have a stable pool of capital to use when investing for the
long term. With a stable level of assets to work with, closed-end funds
can remain fully invested in less liquid markets over market cycles. This
feature can make closed-end funds well-suited for a high-conviction
portfolio that aims to diversify internationally while also withstanding
short-term market dislocations and persevering over the longer term.

If trading at a discount, investors can buy
shares at a lower price while granting them
access to international investments and
actively managed strategies.

Another appealing feature of closed-end funds is their ability to trade
either at a premium or a discount to net asset value (NAV) or their
underlying portfolio. If trading at a discount, investors can buy shares at a
lower price while granting them access to international investments and
actively managed strategies. In a recent Aberdeen Asset Management
survey, 54% of respondents said that this was the most attractive quality
when asked about the benefits of closed-end funds.3

Figure 6: Average monthly premiums and discounts for closed-end fund peer group*, August 2012-August 2015
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Source: Morningstar, August 31, 2015. For illustrative purposes only. *Peer group is Morningstar US Closed-End Funds
3

Aberdeen Asset Management survey of more than 100 financial advisors and investors at a closed-end fund conference, October 12, 2015.
09 of 12

While closed-end funds may work to help protect against risk over the long
term, it is important to remember that investing internationally can be
affected by changes in exchange rates and other risks. Therefore, closedend funds should be used only as part of a larger, well-balanced portfolio.
This is also relevant when it comes to evaluating the other unique
capabilities of closed-end funds. Because closed-end funds trade on
stock exchanges, there must be both a buyer and a seller for a trade to
occur, which can make it more challenging to buy or sell a fund in certain
market environments.

Conclusion
Although home bias persists among a large number of
investors, there is evidence that international
diversification can benefit investors and their portfolios
over the long term. Not only can an allocation to
investments outside one’s home country provide a
wider range of investment opportunities, but it can
also offer the potential for greater returns with lower
volatility for the portfolio overall.
Investing in closed-end funds is an efficient way for a
long-term investor to pursue greater diversification
using an actively managed approach. Investors have
many options for diversifying their portfolios into
international allocations, either by adding an allocation
to a specific country, or by using both region- and
country-specific funds to develop a well-rounded
strategy based on their individual needs.
When seeking international diversification, there is a
world of possibilities for those who choose to invest
using closed-end funds. While U.S. investors can still
build healthy portfolios by staying within the 50 states,
expanding to international markets could open the
world to opportunities that may bring even greater
long-term returns.
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Investors might also need to pay a premium on a closed-end fund, which
would result in purchasing shares at a price that exceeds a fund’s NAV.
Additionally, higher volatility can occur when a closed-end fund uses
leverage. Such factors should be examined before investing, keeping
in mind that closed-end funds are best-suited for long-term investors
looking for exposure to specific areas of the world, whether they are
specific countries or broader regions.

Aberdeen closed-end funds

Open your world.

Aberdeen Asset Management Inc. is a wholly-owned U.S. subsidiary of
Aberdeen Asset Management PLC, one of the world’s largest asset managers.
We know the global markets from a local level upwards, drawing on more than
2,900 staff members, across 38 offices in 25 countries as of March 31, 2016.
We invest globally, and follow a predominately long only, active management
strategy- we do not chase market fads.

To learn more about Aberdeen Closed-End Funds

We package our skills to offer a suite of U.S. closed-end funds that
provide access to the world’s emerging markets, specific regions,
or particular countries. Each fund benefits from Aberdeen’s diligent
company research process and disciplined portfolio construction. Our
range of funds includes specialized choices that are designed to maximize
the potential from specific markets and industry sectors, which makes
them a unique opportunity for new and experienced investors.

Visit:
Aberdeen Closed-End Fund Center
cef.aberdeen-asset.us/
Watch:
Aberdeen Closed-End Fund TV
aberdeen-asset.us/aam.nsf/usclosed/aberdeentv
E-mail:
InvestorRelations@aberdeen-asset.com
Call:
Investor Relations: 800-522-5465
Open Monday to Friday 9am-5pm (ET)
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IMPORTANT INFORMATION
Diversification does not ensure a profit or protect against a loss in a declining market.
International investing entails special risk considerations, including currency fluctuations, lower liquidity, economic and political risks, and differences in accounting methods; these risks
are generally heightened for emerging market investments. Equity stocks of small-cap companies carry greater risk, and more volatility than equity stocks of larger, more established
companies. There are also risks associated with investing in a single country or single region fund.
Fixed income securities are subject to certain risks including, but not limited to: interest rate (changes in interest rates may cause a decline in the market value of an investment), credit
(changes in the financial condition of the issuer, borrower, counterparty, or underlying collateral), prepayment (debt issuers may repay or refinance their loans or obligations earlier than
anticipated), and extension (principal repayments may not occur as quickly as anticipated, causing the expected maturity of a security to increase).
The MSCI information may only be used for your internal use, may not be reproduced or re-disseminated in any form and may not be used as a basis for or a component of any financial
instruments or products or indices. None of the MSCI information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of
investment decision and may not be relied on as such. Historical data and analysis, should not be taken as an indication or guarantee of any future performance analysis forecast
or prediction. The MSCI information is provided on an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of its
affiliates and each other person involved in or related to compiling, computing or creating any MSCI information (collectively, the “MSCI” Parties) expressly disclaims all warranties
(including without limitation, any warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to
this information. Without limiting any of the foregoing, in no event shall any MSCI Party have any liability for any direct, indirect, special, incidental, punitive, consequential (including,
without limitation, lost profits) or any other damages (www.msci.com).
Closed-end funds are traded on the secondary market through one of the stock exchanges. The Fund’s investment return and principal value will fluctuate so that an investor’s shares
may be worth more or less than the original cost. Shares of closed-end funds may trade above (a premium) or below (a discount) the net asset value (NAV) of the fund’s portfolio. There
is no assurance that the Fund will achieve its investment objective. Past performance does not guarantee future results.
Aberdeen Asset Management (AAM) is the marketing name for the following affiliated, registered investment advisers: Aberdeen Asset Management Inc., Aberdeen Asset Managers Ltd,
Aberdeen Asset Management Ltd, Aberdeen Asset Management Asia Ltd and Aberdeen Capital Management, LLC. Excluding Aberdeen Capital Management LLC, each of these advisers
are wholly owned by Aberdeen Asset Management PLC. Aberdeen Capital Management LLC is a wholly-owned subsidiary of Aberdeen Asset Management Inc. “Aberdeen” is a U.S.
registered service mark of Aberdeen Asset Management PLC.
Aberdeen Asset Management Inc. 1735 Market Street, 32nd Floor Philadelphia, PA 19103 Tel: (215) 405 5700
Ref: 17064-010716-1
021409-0416-PHL
CEF-US WP
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