A GUIDE FOR INCOME AND CEF INVESTORS
PIMCO CEFs have been prized for many years by
income investors for their high yields and marketbeating performance. This guide explains how these
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funds work and what investors need to know.
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SO, WHAT’S SO SPECIAL ABOUT PIMCO?
Readers unfamiliar with PIMCO CEFs might wonder what all the hoopla is about. The answer can be
summarized in one word: performance. There are many ways to think about CEF performance: price vs.
NAV, absolute vs. risk-adjusted, longer-term vs. shorter term and others. The most objective way is to look
at total NAV returns which, unlike the price, avoids the volatile and mean-reverting behaviour of discounts
as well as to pick a reasonable time period - either a standard time period or a period starting with the
inception of the fund in question.
Looking at fixed-income taxable funds first, over the last 10 years, two of the top three and five of the top
ten CEFs in terms of total NAV performance are PIMCO funds.

This time period really understates the performance of PIMCO funds since a number of them only started
trading within the last ten years. If we look at the NAV performance of top 10 funds since the date when
PDI started trading, PDI is an even clearer outperformer.
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Within the PIMCO national municipal CEFs, the picture looks similar. Over the last 10 years, PIMCO funds
are in the three of the top four funds by NAV performance.

This strong historic and sustained performance is one of hallmarks of PIMCO CEFs – we explore the
reasons behind this in the sections below.

A TAXONOMY OF PIMCO CEFS
One way to get your head around PIMCO CEFs is to split them up by groups. One obvious grouping is the
Municipal vs. Taxable one. Within the nine municipal funds, funds can be further grouped by their
geographic focus: 3 California funds, 3 New York funds and 3 national funds.
Taxable funds can also be grouped into 3 groups though the criteria in this case are not geographic but
based on allocations. CEFConnect groups all taxable funds ex-NRGX as Multi-Sector funds, however, this
misses an important point – that the non-agency RMBS sector is by far the biggest sector allocation for
PCM, PCI and PDI and that this sector is responsible for the historic outperformance of these funds. The
other funds under the Multi-Sector grouping are much more evenly balanced across different sectors.
The remaining funds follow more idiosyncratic investment strategies:
-

RCS is a heavily leveraged agency mortgage fund

-

PGP is a hybrid equity / fixed-income fund

-

NRGX is a hybrid MLP / fixed-income fund
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The table below captures these groupings.

Municipal Funds

Taxable Funds

California: PCQ, PCK, PZC

RMBS-Overweight: PCM, PCI, PDI

New York: PNF, PNI, PYN

Multi-Sector: PTY, PCN, PHK, PKO, PFL,
PFN

National: PMF, PML, PMX

Idiosyncratic: RCS, PGP, NRGX

The chart below shows the sector allocations of the taxable CEFs. Notice the higher non-agency RMBS
holdings of PCI, PDI and PCM as well an Agency mortgage overweight in RCS.
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Another way to gauge the relationships between these funds is through an NAV return correlation matrix.
This method shows how similarly the funds behave relative to each other on a daily basis. Funds that hold
broadly similar portfolios have daily returns that mirror each other fairly well and these funds have a high
NAV return correlation (marked with a red cell) and funds that don’t hold similar portfolios have a low daily
NAV return correlation (marked with a green cell). The chart shows two main areas of similarity –
highlighted in blue – the RMBS-overweight funds: PCI, PDI, PCM and the Multi-Sector funds: PCN, PFN,
PFL, PHK, PTY, PKO. The idiosyncratic funds: RCS and PGP tend to have a middling NAV return correlation
relative to the other taxable funds which makes sense.

What is the value of grouping these funds? The answer is two-fold. First, it makes it easier to focus in on
the group that aligns with one’s own investment views. For instance, investors who live in New York may
reap a larger tax-advantage from New York municipal funds than funds with holdings from other states.
Alternatively, investors more or less bullish on the non-agency RMBS sector can focus their attention on
the appropriate fund in the taxable fund sector.
The second reason why grouping funds is useful is that it opens up relative value opportunities. For
instance, since PCI and PDI follow more or less the same investment strategy with small differences in
leverage and fees, reallocating across these two funds based on relative discount valuation can generate
additional returns for investors, particularly in tax-deferred accounts.
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CRACKING OPEN THE PIMCO BLACK BOX
So what makes PIMCO funds different from other more typical CEFs? We can divide the main differences
into structural and operational features.
First, let’s take a look at the structural differences.
A typical fixed-income fund, let’s say a high-yield bond CEF, is structured in a straightforward way. It holds
a portfolio of high-yield bonds, leveraged through borrowings – typically in the form of a bank credit facility.
Taxable PIMCO funds have a number of structural differences versus this more straight-forward structure:
-

They hold a variety of leverage instruments such as repos of various terms and with various
counterparties and ARPS of different series

-

They have a significant allocation to legacy non-agency RMBS

-

They hold a variety of different types of assets rather than single-sector assets

-

They overlay the securities portfolio with different types of derivatives such as FX, CDS and Interest
Rate Swaps

The following illustration compares the more typical CEF structure to the PIMCO taxable CEF structure.
Typical High-Yield Bond CEF Structure

Typical PIMCO Taxable Fund Structure
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HY Bonds

ABS

Municipal PIMCO funds have a number of structural differences as well – they hold an overweight in
revenue municipal bonds and they are significant users of ARPS. Sections below go into more detail about
ARPS as well as non-agency RMBS and how they generate value for PIMCO CEFs.

AUCTION-RATE PREFERRED SECURITIES
ARPS, along with repurchase agreements, tender option bonds, bank credit agreements and senior
securities are a form of leverage financing for CEFs. ARPS are a type of preferred securities with floating
interest rates – their rates are calculated based on a pre-agreed formula linked to other short-term market
instruments such as Libor or Commercial Paper.
Generally speaking, CEFs have two financing options: short-term financing which has a lower rate (is
cheaper) but resets more frequently and longer-term financing which has a higher rate (assuming a normal
upward-sloping yield curve) and a longer term. ARPS were designed to square the circle in a sense – to
minimize the interest rate but have a longer term profile. Their structure is designed in such a way as to
have a perpetual term but enjoy low cost of financing due to a liquidity mechanism provided by periodic
auctions (hence the name).
The role of the auctions is to reset the rate on the ARPS and allow holders to sell their positions. Prior to
the financial crisis the auctions attracted sufficient bids and offers for the market to clear. Often, the ARPS
underwriter (a bank) stepped in to provide bids for investors looking to exit their ARPS positions, despite
having no obligation to support the auction. During the crisis, however, banks stepped away from the
market, auctions began to fail and ARPS holders were not able to exit their positions. When ARPS auctions
fail their holders can get locked into a below-market rate for perpetuity.
Various brokerage firms that pitched ARPS as a liquid and higher-yield alternative to money market
instruments were blindsided and threatened to sue both fund issuers as well as banks. It's not clear
whether this worked or whether funds wanted to be seen as responsible market participants but they
began to buy back the ARPS, albeit at a discount. PIMCO remained one of the few holdouts in this market,
continuing to benefit from this low cost of financing, effectively subsidizing shareholders of their funds via
ARPS holders.
Most fund managers have already redeemed their ARPS. The chart below shows the level of redemptions.
Total ARPS outstanding has fallen from $60bn to less than $5bn as of 2020.
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There are two ways in which ARPS can generate value for PIMCO funds. First, is that many ARPS enjoy
interest rates that are below other types of leverage instruments such as repos or credit facilities, allowing
PIMCO to source leverage at significantly cheaper levels than other funds.
In the first quarter of 2020 short-term interest rates fell sharply due to swift cuts by the Fed designed to
stabilize markets. This caused many ARPS series to shift to very low interest rates, according to their
complex formulas. As of June 2020 the ARPS interest rates ranged from 0.14% to 1.61%. This illustrates an
important point – not all ARPS are the same. Interest rates can vary widely depending on the individual
series and its rating. For example, in 2020 a number of ARPS issued by PIMCO funds were downgraded
from AAA which caused a rise in their interest rates.
Funds that have ARPS at the lower end of this range enjoy an enormous advantage. The best that CEFs can
do on repos and credit facilities as of mid-2020 is in the range of about 1%, so paying just a small fraction
of that provides a huge advantage.
The funds that benefitted the most from this dynamic are those funds that hold a larger proportion of ARPS
in their leverage stack and those series whose interest rates fell the most. The chart below shows the
composition of fund borrowings according to type. For taxable funds, “Preferreds” refer only to ARPS. For
municipal funds they can refer to both ARPS and Variable-rate Municipal Term Preferreds (VMTPs).
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If we look across taxable funds we see a large divergence in borrowing costs. The biggest driver of the
differential is the proportion of ARPS in the leverage stack and the interest rate on the individual series.
Taxable funds also use repos as a leverage instrument, however, unlike ARPS, the rates that the funds pay
on repos are very similar. PIMCO publish ARPS rates on a weekly basis on the fund websites.
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The picture for municipal funds is broadly similar and somewhat simpler. Unlike their taxable counterparts
all municipal CEFs boasted the same interest rate on their ARPS. In addition to ARPS, municipal CEFs also
hold tender option bonds (TOBs) and Variable-rate Municipal Term Preferreds (VMTPs). As of mid-2020,
the following chart illustrates the average interest rates on these instruments.

The following chart shows the composition of the leverage stack for each fund. Those funds boasting the
highest proportion of ARPS enjoys the lowest cost of leverage.
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The second way that PIMCO funds can add value via ARPS is by holding tender offers. Because ARPS
auctions have failed continuously since the financial crisis, the holders of ARPs do not have an easy way to
get rid of these securities. The only way of doing so is via tender offers where PIMCO effectively buy back
the ARPS. Of course, PIMCO is running their CEFs in the interests of fund shareholders which means that if
they can buy back their ARPS at a discount they will certainly try it. Historically, PIMCO has been able to
buy back various series at discounts of 5-20%. Because PIMCO hold the ARPS at their full principal value on
their balance sheet, buying them back at a discount is accretive to NAV. For example, one of these tender
offers that the company ran in 2019 generated 1-2% of NAV returns depending on the fund.

AN OVERWEIGHT IN NON-AGENCY RMBS
Prior to the financial crisis a number of factors drove the creation of a large private-label mortgage security
market such as sharp housing price appreciation, new securitization technology, a lax regulatory and rating
agency approach as well as high investor demand for investment-grade assets.
As house price appreciation slowed down due to Fed rate rises and lower economic activity, some
homeowners and speculators faced difficulties servicing their mortgages or finding demand for their
properties. MBS securities began seeing higher than expected losses which caused a wave of downgrades
and forced selling by rating-constrained investors.
MBS prices fell below fundamental values in many instances which opened up an opportunity for active
unconstrained investors like PIMCO and others to take advantage. The chart below shows the price of
ABX.HE indices which track a set number of RMBS tranches with the same original rating. AAA indices fell
more than 70% during the crisis and have since rebounded somewhat, stabilizing in 2015-2016 at what
appears to be fully-valued levels.
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New issuance essentially stopped for several years after the crisis and the size of the sector decreased
through defaults and paydowns. More recently, however, issuance has been increasing and has offset the
maturing legacy assets so that the size of the sector has begun to grow again. New issuance rose to $24
billion in the third quarter of 2019.
A big part of the “magic” in the PIMCO taxable funds has to do with this prescient choice made in the early
part of the last decade. That PIMCO saw a big opportunity in non-agency RMBS assets was not in itself so
unusual – many other fund managers saw the same opportunity. What is fairly unusual is that PIMCO
pushed this asset class into so many of its CEFs rather than creating a single focused-fund, something which
other fund managers like Nuveen and Western Asset did.
If we look at the annual performance of a CEF like DMO which also was heavily overweight non-agency
RMBS we see that DMO did a pretty good job keeping up with PDI – in fact it outperformed PDI in 4 out of
the last 8 years.
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A VARIETY OF ASSETS
A third structural difference between PIMCO and other CEFs is that nearly all PIMCO taxable funds hold
Multi-Sector portfolios. This is quite unusual – other fund managers follow a different model. Rather than
running a group of Multi-Sector funds, fund companies like BlackRock, Nuveen and Eaton Vance have a set
of funds covering individual sectors. Having a broader mandate does have its advantages, however. It
allows PIMCO to reach across a larger set of assets in order to generate value and find attractive
opportunities.
For the municipal CEFs, PIMCO is constrained to allocating to tax-exempt bonds. However, even within this
sector its reach is relatively broad: across the rating spectrum as well as both revenue and GO securities.

DERIVATIVE OVERLAYS
Another structural feature of PIMCO taxable funds is that they make liberal use of different types of
derivatives. Credit default swaps allow the company to quickly increase or decrease its leverage. FX
forwards allow the funds to participate in hedge-fund-style trading opportunities or hedge its foreign
holdings. Interest rate swaps allow the funds to change the nature of its underlying cashflows. Because the
taxable funds hold a significant allocation to floating-rate assets such as loans, MBS and ABS their earnings
are subject to changes in short-term rates, particularly Libor. By hedging this exposure with interest-rate
swaps the funds are able to largely immunize themselves to these shifts, enabling them to continue
delivering income at similar rates regardless of interest rate fluctuations.
In addition to the key structural differences, operational differences between PIMCO and other CEFs also
matter a great deal and play a key role in differentiating these funds from the rest of the pack. The major
operational differences between PIMCO and other funds are the following:
-

High leverage

-

Dynamic positioning

-

Exotic holdings

-

At-the-market offerings

USE OF INTEREST RATE SWAPS
Interest rate swaps are derivatives that create an exchange between floating-rate and fixed-rate cashflows
and, consequently, allow a party to manage its interest rate exposure and duration. PIMCO uses interest
rate swaps for three main purposes.
First, they are used to take a view on interest rates and the yield curve, in particular. Historically, PIMCO have
maintained a yield-curve steepener position in their taxable CEFs. This allows the funds to make money
when the yield curve steepens or when the differential between short and long-term rates widens. Interest
rate sensitivity is often measured by something called DV01 which stands for a change in dollar value for a
one basis point move in interest rates. The chart below shows the official April-2020 release from PFN for
their overall portfolio sensitivity to changes in interest rates. The chart shows that the fund makes about
$280k for every 0.01% increase in rates at around the 30-year point and makes about $450k for every 0.01%
decrease in interest rates below the 30-year point, all else equal.
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PIMCO have often commented on their curve steepening view. For example, in 2018 the fund company's
view was the curve rarely inverts and that longer-term bonds did not sufficiently compensate investors for
the risk of inflation. This view was less prescient than their concerns about the end of the interest-rate
cycle and the potential for bond supply to increase sharply.
The second key way in which the swaps portfolio changes the fund's risk exposure is by reducing its overall
interest rate sensitivity. Without the swaps the portfolio DV01 would be something on the order of $400k
meaning the portfolio would gain $400k for each 0.01% reduction in interest rates across the curve, all else
equal. The fund's actual DV01 is on the order of $200k which lines up well with the fact that its swaps
portfolio DV01 is around $200k paid rates. What this all means is that the fund has halved its sensitivity to
parallel changes in interest rates. There are different ways to think of this. Traders have an insider joke to
call a winning bet an active choice on their part and a losing bet a "hedge". As an active choice the
positioning in swaps clearly did not work out this year given that rates have fallen sharply across the curve.
However, the swaps can also viewed as a hedge that reduces the fund's exposure. If interest rates went up
sharply, particularly in the long end, the fund would have seen its NAV fall less, all else equal, than those
funds that did not reduce their interest rate sensitivity.
The second use of swaps to manage the funds' exposure to floating-rate cashflows. For example, as of April2020 PFN had $100-150m of its $720m portfolio in the form of floating-rate assets such as loans and RMBS.
There is some uncertainty because not all RMBS are floating-rate and PIMCO does not disclose further
details. The loan part of the portfolio, at around $109m notional, is composed of assets with maturities of
3-7 years. This corresponds reasonably well with the $150m or so of LIBOR-pay swaps held by the fund
since RMBS and ABS will also contribute to the floating-rate asset base somewhat.
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Over 2020 so this has worked our very well for PIMCO given that the loan CEF sector has seen the highest
number of distribution cuts in the last few months relative to the sector size all mostly due to the sharp
drop in LIBOR.
Thirdly, and perhaps most importantly, PIMCO uses swaps to boost fund income. This strategy itself is
composed of three elements.
The first element is that, as a base case, the steepener position of the swap portfolio generates income.
This is particularly true in a flat yield curve environment because you have to pay fixed on a much smaller
notional since the duration of the longer term swap is much higher. For example, if we set all swap coupons
to the same figure in the April-2020 PFN portfolio it would generate $1.5m a year or about 0.27% in
additional yield on net assets.
The second element of this strategy is that often PIMCO will turn some longer-dated paid-fixed swaps into
forward-starting contracts. These swaps have tended to be negative carry for PIMCO given LIBOR has
tended to be at depressed levels outside of the 2018-2020 episode. By making them forward-starting
PIMCO, in effect, shuts off cashflows in these swaps but continues to benefit from their interest-rate
exposure profile.
For example, in its October-2019 portfolio PIMCO had all of its long-dated paid-fixed swaps as forwardstarting (marked with a footnote and highlighted below).

This meant that $290m of its $435m negative carry swap portfolio had cashflows switched off. In terms of
the impact on the portfolio income profile - had all swaps been spot-starting PIMCO would have received
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$5.6m over the next year. However, with some swaps being forward-starting that increased to $9.9m over
the next year. In yield terms that was an increase from 0.88% to 1.56%.
The third element of this strategy is that PIMCO artificially lower the coupon on the longer-dated paid-fixed
swaps. The swap holdings as of Apr-2020 are shown below with the pay-fixed swaps highlighted. These
swaps have coupons well below those of receive-fixed swaps. When PIMCO initiates such off-market swaps
we can usually tell from the fact that they are executed with a significant premium paid by PIMCO which
reflects the fact the rate it pays is below market.

The last time the fund adjusted pay-fixed swaps to a lower coupon was between July-19 and October-9 (we
don't have data past April-2020). The fund restructured a $283m 2.5% 2048 payer swap into 5 2050 payer
swaps with a weighted average coupon of 1.71% and a total notional of $272m.

In this particular case PIMCO restructured the swaps in a way as to pay 0.79% less on about $280m for 30
years. In present-value terms we estimate that to be around $50m. So PIMCO would have had to
compensate its counterparty by that amount. This would have caused a ripple effect in two other ways.
First, PIMCO would have had to economically transfer this amount to the counterparty. Secondly, the
market value of the swaps would have had to increase by the same amount.
We can see the impact of this second point on the market value of the swaps which grew from $34m to
$94m from July to October-2019. Part of this was, of course, changes in interest rates across the curve but
the bulk of it was this change.
On the first point it looks like this restructuring caused a drop in both NII and UNII. What was the impact
across these metrics? In order to answer this question, we need to know how much income PFN tends to
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generate on a "normal" month, that is on a month where it does not mess with its swaps book. And
secondly, we need to look at how much income and UNII it reported in October versus the previous month.
If we look at the six months where the swaps book was untouched between October-2019 and April-2020
we see that PFN generated on average earnings per share of $0.0683. In October 2019 the fund generated
no income and the fund's UNII also dropped by $0.20. If we sum the two together multiplied by the
estimated number of shares on that month we get to missing income of about $18.5m. This figure is well
short of the $50m of capital necessary to restructure the swaps so part of this compensation would have
had to come from somewhere else.
This illustrates an important point in how PIMCO manage their taxable funds using swaps. By restructuring
the swaps PIMCO are able to move capital from current income to future income via a change in swap market
value. The required capital transfer for the swap restructuring came out, in part, from NII and UNII but it

also increased unrealized gains and future income. By lowering the coupon on the swaps PIMCO will be
able to enjoy a higher annuity stream in the future. Ironically, the drop in current NII was in this case
actually a sign of stronger income in the future rather than less. What do we expect the impact of this to
be? Relative to current net assets the additional annuity stream was around 0.37% in yield terms for PFN.
Is this an efficient use of capital? On the one hand, not really. The fund could have instead bought a 6%
yielding security to produce an income stream of about 0.50% over the next few years (= $50m x 6% /
$596m). However, a big difference here is that the income from the swap is effectively risk-free and it is
there for 30 years whereas assets could default or see yields fall creating reinvestment risk for the
principal.
The key takeaway of this section is that swaps are a significant and volatile contributor to income. As of the
last filing in April-2020 swaps contributed about 1% of additional yield to the PFN. They are also a volatile
contributor because over the last year this contribution ranged from 0.6% to 1.7% in yield terms relative
to current net assets.
Another takeaway is that investors who pay attention to monthly changes in coverage and UNII have to
take them with a grain of salt since they don't provide the full picture of what happens inside the funds.
Since PIMCO can move current income to future income via a change in swap market value a drop in current
income and UNII is not necessarily an indicator of lower earning capacity going forward.
To get a cleaner picture of the funds' earnings and hence distribution capacity investors should do two
things: they should select periods when swaps are left alone (such as the period from October-2019 to
April-2020 for PFN) and they should be aware of how much income comes from the swaps since this
contribution is likely to be volatile. For example, over this period, we calculate that the fund's NII yield was
around 9.72% based on the July-2020 net asset amount with 1.25% of this coming from the swaps portfolio,
leaving 8.48% as the "organic" net investment yield of the underlying portfolio.

HIGH AND NIMBLE LEVERAGE
Many PIMCO funds tend to run at a fairly high leverage. For example, the leverage for some of their funds
has tended to run close to 45% whereas most other funds tend to run at leverage in the low to mid 30s. A
difference between a leverage of 35% and 45% may not sound like a lot but for a portfolio yield of 6%, a
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leverage cost of 1% and a fee on total assets of 1% that is a difference of an additional 1.12% in fund
earnings on net assets.

NAV Yield For Given Fund Leverage at
6% Asset Yield
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DYNAMIC PORTFOLIOS
PIMCO funds also run dynamic portfolios. This means that they rotate their assets at a relatively quick pace
as well as hedge parts of the market and risk factors that they don’t like. Management also fine-tunes
leverage positions quite frequently. Most taxable funds increased or decreased their borrowing figures,
both physical and synthetic, each month since the start of 2020, partly as a result to remain within their
leverage covenants and partly to take advantage of attractive opportunities through the drawdown. This
is in contrast to most other CEFs which tend to maintain a fixed level of borrowing, changing it only
infrequently.
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EXOTIC POSITIONING
Another important operational difference of PIMCO funds is exotic positioning. A good word to describe
some of PIMCO fund holdings is adventurous. PIMCO taxable funds hold positions that we don’t see in
other funds such as Argentinian peso denominated Argentina sovereign and municipal bonds, defaulted
securities, legacy CDOs, non-USD interest rate swaps, EM FX forwards and others. For example, PDI alone
holds 44 different FX forward positions. This breadth of market exposure allows PIMCO a wider playing
field on which to generate total returns, add income and find cheap hedges.

17

AT-THE-MARKET OFFERINGS
A final key operational difference of PIMCO funds is that they tend to run frequent at-the-market share
offerings. This type of share offerings involves the fund (or to be precise, a trading firm like JonesTrading)
selling additional shares into the secondary market. ATM offerings provide important benefits both to fund
managers and fund shareholders. Fund managers benefit because additional share issuance adds to total
managed assets which increases fund fees. Fund shareholders can benefit if (as is typically the case) when
funds are trading at a premium. Because the buyers of new shares are effectively “overpaying” for the
shares by the amount of the premium this “overpayment” is spread out to the benefit of all existing
shareholders of the fund. Historically, various PIMCO funds have been able to add up to 0.5-1.0% in NAV
returns when they executed ATM sales - a very substantial additional source of returns. PIMCO document
the return due to these sales in their fund reports under the heading of “Increase resulting from at-themarket offering”.

LOOK OUT BELOW – THE RISKS OF PIMCO CEFS
Over the long-term PIMCO funds have delivered incredible performance for fixed-income funds. As the old
adage has it, however, past performance is not a reliable guide to future returns. Investors who have not
held PIMCO CEFs over the last decade bear a number of potential risks after they initiate a long position.
Although this is true of any position in financial assets, there are a number of risks specific to PIMCO funds.

PREMIUM COLLAPSE
PIMCO CEFs tend to trade at unusually high premiums. The difference between the average PIMCO fund
and the average CEF is on the order of 20%. So, if the market decided that the discount valuation of PIMCO
funds should reflect the broader market then PIMCO funds would suffer a price drop of about 20% on
average. Of course, there are several reasons why PIMCO fund premium valuations remain at elevated
level so it is unlikely that all of these would go away overnight but it is something that potential investors
should be aware of.

NAV FALLS
Many PIMCO funds tend to run at elevated leverage levels and allocate to relatively risky securities. This
means that the CEFs can drop sharply during risk-off periods in markets. For example, in March 2020,
taxable CEF NAVs fell 25-40% and muni CEFs fell 22-25%. Because fixed-income markets tend to take time
to bounce back, investors in PIMCO CEFs who enter at inopportune times can sit on paper losses for a
significant period of time.
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DELEVERAGING
CEFs have to maintain certain leverage covenants due to the 1940 Investment Act or due to privately
negotiated contracts. Sharp moves in markets may force these funds to breach either their contractual
leverage levels or levels that the fund managers are comfortable running. For example, in March and April
of 2020 PCI cut more than 20% of its outstanding borrowings. A drop in fund assets will make it difficult for
it to sustain its previous level of earnings and may increase the likelihood of a distribution cut.
Two clear examples of when higher leveraged funds let to underperformance due to a need to deleverage
are shown below. First, PML underperformed NMZ in NAV terms since the financial crisis (only the 20082011 period is shown in the chart for clarity) because of its harder deleveraging during the financial crisis,
owing to its higher initial leverage. This led to permanent capital loss and historic underperformance
against a fund with broadly similar holdings.

A more recent example having to do with taxable funds compares PCI and PDI. PCI was leveraged at a
significantly higher rate than PDI coming into the March-2020 drawdown (incidentally this is what
allowed PCI to outperform PDI up to that date). However, because of its higher leverage the fund
dropped more during the COVID risk-off episode leading to permanent capital loss and
underperformance versus PDI.
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YIELD RISK
This risk reflects the fact that the yield on an investor’s allocation may turn out to be lower than at the
inception of the trade. For example, a fund that trades at $10 a share and has a $0.083 monthly distribution
provides a current yield of 10%. If it cuts its distribution 20% then the investor will actually experience a
yield of 8% rather than the expected 10%. This is one reason why income investors prize distribution
stability. An extended period of low yields, retirement of securities such as MBS prepayments or muni bond
calls will make it difficult for CEFs to maintain a high distribution rate.

SECULAR RETURN RISK
One reason why taxable PIMCO CEFs have experienced such strong returns over their lifetime is due to the
strength of the non-agency RMBS sector after the financial crisis as well as a high starting point of initial
yields in the early part of the previous decade. Both of these drivers are now gone – RMBS assets are much
more fully valued and risk-free yields are at rock-bottom levels. This suggests that the high absolute return
levels are unlikely to be replicated in the future and investors may experience more disappointing returns.
This is not to say that the PIMCO CEFs will not outperform other investments, however the rate of absolute
returns is likely to be lower.

FOLLOWING PIMCO CEFS
PIMCO publish a large number of metrics and data points, many of which are very valuable, particularly for
enterprising investors.
-

ATM Offerings – at-the-market offerings can provide positive NAV returns if the fund is trading at
a premium. Details of new or existing ATM programs are provided in SEC filings.

-

ARPS interest rates – these interest rates change frequently and are an important driver of
leverage costs and fund earnings. They are published on a weekly basis on the fund websites.

-

Asset Allocation and Holdings – sector allocation and itemized portfolio holdings are made
available monthly and quarterly, respectively on the fund websites. Itemized holdings are of value
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only to the most intrepid investors. Sector allocations are useful for those investors who have a
view on the individual sectors i.e. those who prefer a higher-quality portfolio etc.
-

Distribution Coverage / Earnings / UNII – this information is quite useful for investors in order to
gauge the sustainability of distributions. An important caveat us that some funds like PCI and PDI
have very volatile distribution coverage making it difficult to accurately forecast distribution cuts
or trajectory of earnings. It is worth keeping in mind that, while valuable, this information offers a
kind of a rear-view mirror of fund earnings.

-

Leverage Details – fund-level leverage details are updated on a monthly basis. The actual leverage
figures are less useful because they are a ratio of borrowings versus total assets. More useful are
the actual borrowings figures which can be calculated by multiplying the individual percentages by
total managed assets as in a given month.

-

Section 19a – these notices from PIMCO are less useful than from other funds because they are
rarely published even for funds that appear to have below 100% distribution coverage.

-

Semi-Annual Reports – these reports contain a wealth of information and are published with a lag
on both the fund websites as well as the SEC website. They contain useful information not
published elsewhere.

ALLOCATING TO PIMCO CEFS
Allocating to PIMCO CEFs requires both a bottom-up and a top-down approach. The bottom up approach
looks at individual fund leverage levels, discount valuation, earnings trends, sector allocation profile and
other individual metrics. The top-down approach recognizes the fact that PIMCO CEFs are driven by
broader market trends like risk appetite and shifts in market prices. A bottom-up approach allows investors
to decide on their allocation within the PIMCO CEF suite. And the top-down approach allows investors to
decide how much of their portfolio to allocate to PIMCO CEFs rather than other assets at any given time.

TOP-DOWN METRICS
One top-down metrics that is particularly valuable is the average PIMCO CEF discount. This gives investors
a sense of how expensive / cheap the discount valuation is across the entire PIMCO CEF suite.
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A second useful aggregate metric is the trajectory of both taxable and municipal PIMCO CEF distribution
coverage. This can give investors a sense of how distributions, and hence earnings, are holding up across
PIMCO CEFs.

There is no single appropriate way to allocate to PIMCO CEFs. Different investors have different goals,
views, time horizons and risk tolerances. Below are some considerations for investors who wish to allocate
to PIMCO CEFs.

INVESTORS WITH SPECIFIC TAX OR ASSET CLASS VIEWS
One way to allocate to PIMCO funds is by following specific requirements or a view on underlying asset
classes. For example, investors who have a taxable incentive to allocate to New York or California municipal
bonds will find the 6 PIMCO funds that focus on those states useful. Alternatively, investors who have a
constructive view on legacy MBS assets will want to focus on PCM, PCI and PDI.

INVESTORS LOOKING FOR A MARGIN OF SAFETY
Discount valuation is a useful allocation metric for both tactical and strategic investors. A high premium
makes the fund’s price particularly fragile and vulnerable to bad news. For example, the 4 times that PGP
has cut its distribution in the last 5 years was associated with sharp drops in its premium, delivering a
double whammy to investors – in the form of a lower distribution and a sharp price drop.

22

Figures that are especially useful for investors to follow are absolute discounts and relative discount metrics
such as discount percentiles and z-scores. This can be particularly useful in gauging rotation opportunities
across CEFS. For example, the discount differential between PCI and PDI in the chart below has been rangebound over a number of years, offering investors an opportunity to move from one fund to another
depending on market technicals.

FUND EARNINGS
Another way that investors can choose to allocate to PIMCO funds, particularly those investors who don’t
have specific tax or market views, is by following earnings signals. Funds that can sustain their earnings and
distributions can enjoy higher investment yield and a supported price, delivering higher total returns.
It’s important to understand how fund earnings can be impacted. There are two main channels: Markets
and Allocations that, in turn, affect three different fund holdings: Assets, Liabilities and Derivatives.
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Market drivers such as defaults and interest rates are a big driver of fund earnings. Let’s break down how
shifts in interest rates can drive fund earnings:
-

Lower short-term rates will lead to lower coupons from floating-rate assets like loans, and many
securitized assets such as MBS, ABS and mezz CLOs.

-

Liabilities are also likely to be impacted by changes in interest rates. Most CEFs have floating-rate
leverage facilities such as tender option bonds and variable-rate term preferreds for municipal
CEFs and credit facilitiies and repos for taxable fixed-income funds. Lower short-term rates will
cause leverage costs to fall, increasing fund earnings.

-

Derivative cashflows, in particular interest rate swaps, will change in response to changes in shortterm rates. Interest rate swaps typically exchange fixed coupon cashflows against cashflows linked
to 3M Libor. Receive-fixed swap cashflows will increase when short-term rates fall.

Allocation decisions by fund managers can impact fund earnings as well.
-

Absolute changes in allocations such as when a fund increases borrowings will tend to lead to an
increase in fund earnings.

-

Relative allocation shifts in assets such as a fund moving from loans into bonds will change the
sensitivity of its earnings to interest rate changes.

-

CEFs can change the sensitivity of their liabilities to interest rates by either hedging their floatingrate leverage facilities or moving from floating-rate leverage facilities such as repos to fixed-rate
facilities such as preferred stocks.

If we focus specifically on the impact of the fall in short-term rates on PIMCO CEF cashflows we need to
look at three things:
-

Sector allocation - the proportion of floating-rate assets of each fund

-

Borrowings - the amount of floating-rate leverage facilities outstanding

-

Interest Rate Swaps - the net exposure of the fund's swaps portfolio

When it comes to PIMCO CEFs, those funds that hold a greater proportion of floating-rate assets will see
their earnings fall more if short-term rates fall, all else equal. On the liability side, PIMCO CEFs tend to only
use leverage facilities linked to short-term rates so all funds should benefit when short-term rates fall,
particularly those funds with greater leverage outstanding. PIMCO CEFs also tend to hold significant swaps
portfolios, particularly more receive-fixed than pay-fixed swaps. This means that the fund swaps portfolio
will benefit when short-term rates like Libor fall. The chart from mid-2020 below captures how short-term
drivers will feed into individual funds. Floating-rate asset holdings make funds vulnerable to falls in the
short-term rate, however that sensitivity is mostly offset by floating-rate leverage liabilities as well as the
funds’ swaps portfolios.
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DRIP
Whatever approach to allocation investors choose, they should participate in the funds’ dividend
reinvestment program. Like many CEFs PIMCO offers an effective discount to dividends reinvestments if
the fund is trading at a premium. Shares will be purchased at the greater of the fund’s NAV or 95% of the
fund’s price on the payment date. This means that investors can get up to a 5% discount on new shares if
the fund is trading at a premium.

APPENDIX – SEC FILINGS
Investors who want to follow updates from PIMCO CEFs can check their SEC filings using the following URL.
URL Link Format: https://www.sec.gov/cgi-bin/browse-edgar?action=getcompany&CIK=
FUND
PCQ
PCK
PZC
PNF
PNI
PYN
PMF
PML
PMX
PCM
PCI
PDI
PTY
PCN
PHK
PKO
PFL
PFN
RCS
PGP

CIK
1140411
1170300
1181504
1140410
1170311
1181505
1140392
1170299
1181506
908187
1558629
1510599
1190935
1160990
1219360
1412350
1244183
1296250
916183
1318025
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NRGX

1756908
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ABOUT SYSTEMATIC INCOME
At Systematic Income we analyse the fund market through the prism of value, fundamental and technical
factors and help investors make the right decisions by providing easy-to-use interactive tools. We focus
specifically on income-products such as closed-end funds, preferred stocks, baby bonds, ETFs and mutual
funds.
On the service we actively follow PIMCO CEFs.
On our Focus List we maintain a list of income securities with attractive risk/reward profiles.
You can learn more about us and our SeekingAlpha Marketplace service here:
https://seekingalpha.com/author/ads-analytics
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