
Closed-End Funds

Closed-end funds have become a staple of the retail investment community, 
offering access to a wide range of asset classes and investment strategies 
wrapped in packages that have the potential to generate high levels of income. 
Distribution rates for the taxable closed-end fund market currently average 8.2%  
at a time when attractive yields are hard to find.(1) Furthermore, 83% of taxable 
funds are trading below their net asset value (NAV) amid uncertainty over interest 
rates, giving closed-end-fund investors an additional source of opportunity. 

Understanding the yield and the discount (or premium) of a closed-end fund is  
an important part of assessing the appeal of a potential investment. However, we 
believe it is critical to look beyond yields and discounts, as our analysis shows that 
these factors have been remarkably bad fortune tellers. 

We examined historical performance for closed-end funds in three categories—
equity, taxable fixed-income and tax-exempt fixed-income—to see if there were 
discernible relationships between various yields and valuations relative to forward 
12-month returns. In other words, given a particular yield or discount, how have 
closed-end funds performed on average over the ensuing 12 months? 

The analysis revealed that performance generally ran counter to what investors  
might have expected. In fact, some of the best returns followed when yields were  
relatively modest, or when funds were trading at average premiums to NAV. We 
believe this confirms our view that there is more to understanding opportunities  
in closed-end funds than searching for high yield or comparing market price to NAV. 
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Highlights

•	 Investors will often look to 
closed-end funds based on the 
potential for attractive income 
and the ability to access various 
investment strategies priced at a 
discount to the fund’s net asset 
value (NAV).

•	 The draw of high yields and deep 
discounts can distract investors 
from other factors that may have 
a larger impact on returns in the 
long run.

•	 By themselves, yields and 
discounts have historically done 
a poor job of hinting at future 
performance.

Valuation and income potential are good places to start when evaluating 
closed-end funds, but investors who rely on them as an indicator of future 
performance are likely to be disappointed.

(1) At June 30, 2016. Source: Cohen & Steers and Morningstar. Unless otherwise noted, closed-end funds in this report are represented by the Morningstar U.S. All Taxable Ex-Foreign 
Equity Closed-End Fund Index. Yield for closed-end funds refers to the distribution rate, which is calculated by dividing the last distribution paid per share (annualized) by the market price. 
See page 7 for index and distribution rate definitions.
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The Yield and Discount Value Propositions

A Potential Income Advantage Over Stocks and Bonds

Income-seeking investors currently have their choice of hundreds of closed-end 
funds paying distribution rates over 8%. It is no wonder, then, that closed-end funds 
have remained popular, especially considering the substantial income needs of 
baby boomers, who are retiring at a time when yields on investment-grade bonds 
are meager at best. Many closed-end funds also offer the potential for capital 
appreciation, further enhancing their appeal to growth-and-income investors. 

Closed-end funds continue to offer a meaningful income advantage over stocks  
and bonds, due mostly to the use of leverage in their capital structure. As of June 30, 
2016, taxable closed-end funds had an average distribution rate of 8.2%, compared 
with a 2.9% yield on U.S. corporate bonds and 1.5% for 10-year Treasury notes 
(Exhibit 1). Meanwhile, the S&P 500 featured an average dividend yield of 2.2%. For 
a $100,000 investment, this translates into an additional $5,650 in potential annual 
income compared with a 50/50 mix of stocks and corporate bonds.(1) The tax-
exempt market offers a similar advantage, with national municipal closed-end funds 
averaging 2.3% more than municipal bonds. 

Distribution rates for the vast majority of closed-end funds  
currently exceed 8%.

Exhibit 1: Closed-End Funds Offer the Potential for Attractive Income
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At June 30, 2016. Source: Morningstar, Bloomberg and Cohen & Steers.

Performance data quoted represents past performance. Past performance is no guarantee of  future results. The information presented 
above does not reflect the performance of  any fund or account managed or serviced by Cohen & Steers, and there is no guarantee that investors will 
experience the type of  performance reflected above.
(a) Distribution rate, Morningstar U.S. All Taxable Ex-Foreign Equity Closed-End Fund Index. (b) Average trailing 12-month dividend yield, S&P 500 Index.  
(c) Yield to maturity, BofA Merrill Lynch Corporate Master Index. (d) Federal Reserve 10-year Treasury constant maturity rate. (e) Distribution rate, 
Morningstar U.S. National Municipal Closed-End Fund Index. (f) Yield to maturity, BofA Merrill Lynch Municipal Master Index. See page 7 for index 
definitions and additional disclosures.

(1) Assumes constant distributions (reinvested) based on the distribution rate of  the Morningstar U.S. All Taxable Ex-
Foreign Equity Closed-End Fund Index, versus the average yield for an even mix of  stocks (represented by the S&P 500 
Index) and investment-grade corporate bonds (represented by the BofA Merrill Lynch Corporate Master Index). Actual 
distribution rates typically vary. See page 7 for index definitions.
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Buying Assets at a Discount

Another quality that investors value in closed-end funds is the opportunity to buy 
shares at a discount to NAV. Over the long term, discounts have averaged  
-5.2% for equity funds and -3.0% for fixed income funds.(1) However, discounts  
have widened over the past year amid concerns that the Federal Reserve will raise 
interest rates. As of June 30, 2016, 83% of the taxable closed-end-fund market 
traded below NAV, with discounts averaging -7.3% and -3.3% for equity and fixed 
income funds, respectively.

It is not uncommon for market prices of closed-end funds to lag NAV returns in 
periods of rising rates. This is because higher borrowing costs can make it harder 
for funds to sustain their distributions. This was the case in 2015, when discounts to 
NAV widened meaningfully in anticipation of the first interest-rate hike in years. After 
the Fed finally raised rates in December, discounts narrowed substantially, but have 
remained above their long-term average. We expect closed-end funds’ borrowing 
costs to remain moderate, even if short-term rates move higher from historically low 
levels. In an environment of slow but positive economic growth, we believe many 
segments of the closed-end-fund market could see discounts gradually move 
toward their historical averages as visibility on short-term rates improves.

(1) Equity funds represented by the Morningstar U.S. All Equity & Hybrid Ex-Foreign Equity Closed-End Fund Index;  
fixed income funds represented by the Morningstar U.S. All Taxable Fixed Income Closed-End Fund Index. Index average 
discounts calculated using index data from January 1, 1997 to June 30, 2016. See page 7  
for index definitions.

Discounts remain wider than their long-term average amid concerns  
over rising interest rates. As the path of Fed tightening becomes clearer, 
we believe these discounts may narrow.

Yields and Discounts Are the Beginning, Not the End,  
of Analysis
Income potential and discounts (or premiums) are just two of the many 
factors to consider when evaluating closed-end funds. In our experience, it is 
often other factors—such as the relative value of the underlying asset class 
and the skill of the fund manager—that typically have the largest influence 
on a fund’s long-term performance. Unfortunately, many investors will buy a 
closed-end fund simply because it has a high yield and/or a deep discount, 
believing this gives them the best expected return. 

We examined historical returns to see if the evidence supports our view that 
discounts and yields have only a tangential effect on performance. What we 
found is that the relationship often contradicts what an investor might expect. 
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How to read the charts: For our analysis, we used all available data for closed-
end funds going back to 1997 for valuations (discounts/premiums) and 2003 for 
distribution rates (yields) through June 2016. At each day, we noted the current 
discount/premium and yield and the forward 12-month return. Each chart represents 
a simple average of forward 12-month returns (X axis) for all days beginning at 
various ranges of valuations and yields (Y axis), providing an indication of how 
funds in the given category typically performed based on where they began. 

Wider Discounts Do Not Necessarily Mean Better Returns

For fixed income funds, some of the best returns were associated with deep 
discounts, but also modest premiums (+1.5% to +3.0%). In periods when funds 
traded below NAV, forward returns were generally better following modest discounts 
(0.0% to -4.5%) than wider discounts (-4.5% to 9.0%), supporting the view that other 
factors besides discounts can meaningfully influence performance. 

Equity funds had their strongest returns during periods in which premiums were at 
3.0% to 4.5%. An analysis of the underlying data places most of these instances 
in the 2003–2004 time frame. This was an exceptionally strong period for equity 
closed-end funds as U.S. stocks recovered from an economic downturn and 
benefited from favorable dividend tax reforms. For the remainder of the data, wider 
discounts did not necessarily correspond to higher forward returns, as seen in the 
low average returns following discounts in the -6.0% to -7.5% range. 

Since 1997, discounts have had 
little connection with how closed-
end funds performed over the 
forward 12-month period, except 
during extreme conditions.

Exhibit 2: Discounts/Premiums and Forward 12-Month Returns, 1997–June 2016(a)
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Fixed income funds had modestly better average returns after 
trading at modest premiums.

The strong performance of equity funds following instances 
of high premiums coincided with returns from 2003–2004, a 
favorable period for closed-end funds.

At June 30, 2016. Source: Cohen & Steers and Morningstar. 

Performance data quoted represents past performance. Past performance is no guarantee of  future results. The information presented above does not reflect the 
performance of  any fund or account managed or serviced by Cohen & Steers, and there is no guarantee that investors will experience the type of  performance reflected above.
(a) Average total return over the forward 12 months for all days between January 1, 1997 and June 30, 2016, on which the end-of-day valuation was within the specified range; taxable 
fixed-income funds represented by the Morningstar U.S. All Taxable Fixed Income Closed-End Fund Index; equity funds represented by the Morningstar U.S. All Equity & Hybrid Ex-
Foreign Equity Closed-End Fund Index. See page 7 for index definitions and additional disclosures.
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Chasing Yield May Also Be the Wrong Approach

Exhibit 3 shows a similar analysis, using current distribution rates rather than 
valuation. Within fixed income funds, yields above 9% were most often followed 
by negative returns, whereas an environment of lower yields was generally more 
favorable. Equity funds also exhibited more favorable returns when yields were  
at the lower end of the range. 

Municipal Closed-End Funds Have Exhibited More Consistent Relationships

In the world of taxable closed-end funds, the relationships of yields, discounts 
and forward returns has historically been erratic and generally contradictory. By 
comparison, returns in the municipal closed-end-fund market have been much 
more consistent with intuitive expectations. As shown in Exhibit 4 on the following 
page, we see a consistent connection between wider discounts and higher returns. 
Conversely, municipal funds generally performed poorly after trading at average 
premiums. We see similar consistency with respect to yields, where better returns 
have typically followed periods of higher yield levels. 

Given the seeming directness of these relationships, investors may be tempted to 
use yields and discounts mechanically as buy-and-sell guides for municipal funds. 
However, we are reminded of the oft-repeated dictum—past performance is not a 
guarantee of future investment results.
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Equity funds have historically performed the best when yields 
have been at the lower end of the range.  

Exhibit 3: Distribution Rate and Forward 12-Month Returns, 2003–June 2016(a)
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Historically, fixed income funds often had negative returns 
when yields were above 9%, while more modest yields 
generally led to better results.

Equity funds have historically performed the best when yields 
have been at the lower end of the range.  

At June 30, 2016. Source: Cohen & Steers and Morningstar. 

Performance data quoted represents past performance. Past performance is no guarantee of  future results. The information presented above does not reflect the 
performance of  any fund or account managed or serviced by Cohen & Steers, and there is no guarantee that investors will experience the type of  performance reflected above.
(a) Average total return over the forward 12 months for all days between January 1, 2003 (first available data on closed-end-fund yields) and June 30, 2016, on which the end-of-day 
yield was within the specified range; taxable fixed-income funds represented by the Morningstar U.S. All Taxable Fixed Income Closed-End Fund Index; equity funds represented by the 
Morningstar U.S. All Equity & Hybrid Ex-Foreign Equity Closed-End Fund Index. See page 7 for index definitions and additional disclosures.
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Allocating to Closed-End Funds 
In our view, the analysis presented here strongly suggests  
that the performance of closed-end funds does not 
necessarily line up with what a yield or discount might 
imply. Some of the best returns for both equity and taxable 
fixed income funds have come when funds have traded 
at premiums, and when yields are at the lower end of the 
spectrum. We would also note that except at the extremes, 
closed-end funds have repeatedly exhibited both positive and 
negative performance following a wide range of discounts 
and yields. 

The most important considerations, in our view, should be an 
investor’s outlook for the underlying asset class and the quality 
of the fund manager. We believe these decisions should be 
made in conjunction with a financial advisor to determine 
whether an allocation to closed-end funds is appropriate. 

As the closed-end-fund market has grown, more vehicles 
have been introduced to help investors take advantage of 
these opportunities. 

Exhibit 4: Municipal Closed-End Funds and Forward 12-Month Returns

By Premium/Discount, 1997–June 2016(a) By Distribution Rate, 2003–June 2016(b)

Forward 12-Month Return

-10% -5% 0% 5% 10% 15% 20%

Pr
em

iu
m

D
is

co
un

t

-9.0% to -10.5%

-7.5% to -9.0%

-6.0% to -7.5%

-4.5% to -6.0%

-3.0% to -4.5%

-1.5% to -3.0%

0.0% to -1.5%

0.0% to 1.5%

1.5% to 3.0%

3.0% to 4.5%

Forward 12-Month Return

D
is

tri
bu

tio
n 

Ra
te

-10% -5% 0% 5% 10% 15% 20% 25% 30% 35%

5.50% to 5.75%

5.00% to 5.25%

4.75% to 5.00%

5.25% to 5.50%

5.75% to 6.00%

6.00% to 6.25%

6.25% to 6.50%

6.50% to 6.75%

6.75% to 7.00%

7.00% to 8.75%

With municipal funds—unlike with taxable funds—wider 
discounts have historically been followed by better returns on 
average.

Similarly, higher yields for municipal funds exhibited a 
relatively consistent relationship with higher forward returns.

At June 30, 2016. Source: Cohen & Steers and Morningstar. 

Performance data quoted represents past performance. Past performance is no guarantee of  future results. The information presented above does not reflect the 
performance of  any fund or account managed or serviced by Cohen & Steers, and there is no guarantee that investors will experience the type of  performance reflected above. 
(a) Based on the Morningstar U.S. National Municipal Closed-End Fund Index. Average total return over the forward 12 months for all days between January 1, 1997 and June 30, 2016, 
on which the end-of-day valuation was within the specified range. (b) Average total return over the forward 12 months for all days between January 1, 2003 (first available data on closed-
end-fund yields) and June 30, 2016, on which the end-of-day yield was within the specified range. See page 7 for index definitions and additional disclosures.

Below are some of the ways investors can participate:

•	 Individual closed-end funds, purchased either through 
an initial public offering or in the secondary market

•	 Unit investment trusts that invest in closed-end funds, 
comprising a fixed portfolio with a finite life that is not 
actively managed 

•	 Exchange-traded funds of closed-end funds, typically 
based on a passive index

•	 Actively managed mutual funds (open-end and closed-
end) that invest in closed-end funds, offering the 
potential to exploit inherent inefficiencies in the closed-end 
market, with the benefit of professional management

Whichever approach investors choose, we believe closed-end 
funds can be a valuable part of a diversified portfolio, offering 
the potential for attractive income and capital appreciation 
through a wide range of strategies and asset classes. 
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Index Definitions. Investors cannot invest directly in an index, and index performance does not reflect the deduction of  any fees, expenses or taxes.
The BofA Merrill Lynch Corporate Master Index (Credit quality: A-) tracks the performance of  U.S. dollar-denominated investment-grade corporate debt publicly issued in the U.S.  
domestic market. 
The BofA Merrill Lynch Municipal Master Index (Credit quality: AA-) tracks the performance of  U.S. dollar-denominated investment-grade tax-exempt debt publicly issued by U.S. states 
and territories, and their political subdivisions, in the U.S. domestic market. 
The Federal Reserve 10-Year Treasury Constant Maturity Rate is published by the Federal Reserve Board based on average yield of  a range of  treasury securities, all adjusted to the 
equivalent of  a 10-year maturity. Yields on treasury securities at constant maturity are determined by the U.S. Treasury from the daily yield curve. 
The Morningstar U.S. All Equity & Hybrid Ex-Foreign Equity Closed-End Fund Index measures the market-cap-weighted total return of  166 equity and hybrid-equity closed-end funds; it 
excludes taxable fixed income, municipal, international, regional and country closed-end funds. 
The Morningstar U.S. All Taxable Ex-Foreign Equity Closed-End Fund Index measures the market-cap-weighted total return of  331 taxable equity and fixed income closed-end funds; it 
excludes international, regional and country closed-end funds. 
The Morningstar U.S. All Taxable Fixed Income Closed-End Fund Index measures the market-cap-weighted total return of  166 taxable fixed income closed-end funds; it excludes national 
and single-state municipal closed-end funds. 
The Morningstar U.S. National Municipal Closed-End Fund Index measures the market-cap-weighted total return of  87 municipal closed-end funds; it excludes single-state municipal 
closed-end funds. 
The S&P 500 Index is an unmanaged index of  500 large-capitalization, publicly traded U.S. stocks representing a variety of  industries.

Important Disclosures. Performance data quoted represents past performance. Past performance is no guarantee of  future results. The information 
presented above does not reflect the performance of  any fund or account managed or serviced by Cohen & Steers, and there is no guarantee that investors 
will experience the type of  performance reflected above. The views and opinions in the preceding commentary are as of  the date of  publication and are 
subject to change without notice. There is no guarantee that any historical trend illustrated in this commentary will be repeated in the future, and there is no 
way to predict precisely when such a trend will begin. There is no guarantee that a market forecast made in this commentary will be realized. This material 
represents an assessment of  the market environment at a specific point in time, should not be relied upon as investment advice, is not intended to predict 
or depict performance of  any investment and does not constitute a recommendation or an offer for a particular security. We consider the information in this 
presentation to be accurate, but we do not represent that it is complete or should be relied upon as the sole source of  suitability for investment.
Returns in this report are based on market price and assume the reinvestment of  all distributions. All returns include the deduction of  management fees, 
operating expenses and all other fund expenses, and do not reflect the deduction of  brokerage commissions or taxes that investors may pay on distributions 
or the sale of  shares.
Risks of Investing in Closed-End Funds. Shares of  many closed-end funds frequently trade at a discount from their net asset value. The funds are subject 
to stock market risk, which is the risk that stock prices overall will decline over short or long periods, adversely affecting the value of  an investment in a fund.
Distribution Rate. The distribution rate is calculated by dividing the last distribution paid per share (annualized) by the market price. Note that the number 
of  income distributions is based on the fund’s distribution payment frequency (i.e. monthly or quarterly). A fund may pay distributions in excess of  its net 
investment company taxable income and, to the extent this occurs, the distribution yield quoted will include a return of  capital. Under federal tax regulations, 
some or all of  the return of  capital distributed by a fund may be taxed as ordinary income. In addition, distributions for funds investing in real estate 
investment trusts (REITs) may later be characterized as capital gains and/or a return of  capital, depending on the character of  the dividends reported to each 
fund after year-end by REITs held by a fund.

Cohen & Steers UK Limited is authorized and regulated by the Financial Conduct Authority (FRN 458459). Cohen & Steers Japan, LLC is a registered financial instruments operator 
(investment advisory and agency business with the Financial Services Agency of  Japan and the Kanto Local Finance Bureau No. 2857) and is a member of  the Japan Investment 
Advisers Association. 

About Cohen & Steers
Cohen & Steers is a global investment manager specializing in liquid real assets, including real estate securities, listed 
infrastructure, commodities and natural resource equities, as well as preferred securities and other income solutions.  
Founded in 1986, the firm is headquartered in New York City, with offices in London, Hong Kong, Tokyo and Seattle.

Publication Date: July 2016. Copyright © 2016 Cohen & Steers, Inc. All rights reserved.
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