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During times of lingering inflation, engag-
ing in intra-sector swapping of actively 
managed, taxable fixed income closed-end 
funds (CEFs) can potentially improve port-
folio value while making good use of the 
CEF structure, says Active Investment Com-
pany Alliance Chairman John Cole Scott.

The strategy — moving money from a suc-
cessful fund that is at or near a premium to 
one selling at a discount within the same 
fund company — can provide investors 
with almost the same level of credit expo-
sure but with far less dollars, Scott said on 
the September 9, 2024, NAVigator Podcast.

He notes that while swaps are a taxable 
event, investors functionally profit from the 
move. “If you own the funds on the pre-
mium list, you should be excited; you’ve 
outperformed the average fund on a pre-
mium expansion and it’s the best time to 
sell because you over-won. It’s a chance to 
take the profits and not change the asset 
allocation and even the manager.”

With fixed income CEFs performing well in 
the current rate environment, the average 
fund has been trading close to net asset 
value (NAV)1, which means many investors 
may be holding onto funds at narrow dis-
counts or small-to-medium premiums.
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The Lowdown on Discounts 

The NAV of any closed-end fund is based 
on the sum of the market value of a 

fund’s holdings and minus any liabilities. 
When the market price of a fund is beat-
ing the NAV, the fund’s discount is said 

to be “narrowing,” whereas the opposite 
scenario creates a “widening” discount.

Premiums occur when a market has more 
buyers than sellers and shares sell at a price 
higher than NAV. Discounts, by contrast, 
result from an excess of sellers in the mar-
ket when shares sell below the NAV.

While pervasive discounts can frustrate 
some investors, they are a feature enjoyed 
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by many long-term investors in the uni-
verse of CEFs.

How It Works

So, if you’re not making a tax-loss sale and 
trying to match gains with losses, what’s 
the point of swapping out a premium fund 
for a discounted fund? In the show notes to 
the podcast, Scott provides 10 examples of 
potential benefits from fund swaps, most 
of which are from the same peer group, 
and all of the swaps are from the same 
fund sponsor.

Scott looked at 10 different managers that 
currently have more than one fund in the 
same sector. He then collected average 
data for high-yielding premium funds and 
discounted funds that displayed a roughly 
15% average wider discount for about the 
same allocation.

“With almost the same six-month and one-
year NAV total return for these 10 funds, 
and you’re getting essentially almost the 
same total credit exposure but with 15% 
less dollars, which is to me very power-
ful,” Scott said on the podcast. “Basically, if 
you have $100,000 in 10 funds and you sell 
them at NAV, you’ll gain $115,000 of new 
fund exposure through the complete swap.”

In one of the examples that Scott 
researched, he found that ISD, the PGIM 
High Yield Bond Fund, currently trades 

at a -2% discount, while SDHY, which has 
almost the same asset allocation, sells at 
a -10% discount. This means investors 
stand to gain 8% more assets to rotate into 
SDHY, the PGIM Short Duration High Yield 
Opportunities Fund. In some instances, 
the asset exposure gained from intra-sec-
tor fund swapping can range between 30% 
and 60%.2

In addition, looking at the three-year esti-
mated discount downside, it is -5.5% for 
SDHY and -12.5% for ISD. For the funds in 
the comparison, this averages about 10% 
lower than the previous discount low. In 
addition, looking at the three-year esti-
mated discount downside, it’s -5.5% for 
SDHY and -12.5% for ISD. For the funds in 
this comparison, the average is about 10% 
lower than the previous discount low for 
“discount” funds vs “premium” funds.2

“When markets hit a bumpy patch and dis-
counts expand after a narrowing stretch, 
we see a much more downside volatility 
on things the higher they live above net 
asset value,” said Scott. “We’ve seen things 
go from a 20-30% premium down to a 10% 
plus discount in less than a week, just from 
market dividend and other craziness.”

Listen to the September 9, 2024, NAV-
igator Podcast and review current and 
deeper data on each fund Scott men-
tions in the podcast and show notes (PDF) 
at CEFData.com.

https://aicalliance.org/john-cole-scott-on-the-potential-benefits-of-sector-swapping/
https://aicalliance.org/john-cole-scott-on-the-potential-benefits-of-sector-swapping/
https://aicalliance.org/wp-content/uploads/2024/09/Relative-Disocunt-Swap-Podcast-Notes-2024-0909.pdf
https://cefdata.com/
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Disclosure: The opinions of the speakers / presenters are their 
own opinions and may not be the opinions of AICA. Listed 
closed-end funds and business development companies 
trade on exchanges at prices that may be above or below 
their NAVs. There is no guarantee that an investor can sell 
shares at a price greater than or equal to the purchase price, 
or that a CEF’s or BDCs discount will narrow or be eliminated. 
Non-listed closed-end funds and business development 
companies do not offer investors daily liquidity but rather on 
a quarterly or semi-annual basis, often on a small percentage 
of share. CEFs often use leverage, which can increase a 
fund’s risk or volatility. The actual amount of distributions 
may vary with fund performance and other conditions. Past 
performance is no guarantee for future results.
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