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e Historically, crossover bonds—corporate bonds rated between low BBB and
high BB that sit at the intersection of the investment-grade and high-yield
markets—tend to offer attractive risk-adjusted returns. They can include
high-yield bonds on the path to being upgraded to investment grade (known
as rising stars) and their opposite, investment-grade bonds that are at risk of
being downgraded to high yield (fallen angels).

® Every economic downturn is different, and while the COVID-19 pandemic
initially triggered downgrades at an unprecedented pace, much of the impact
was, not surprisingly, centered on sectors affected by travel restrictions and
social distancing. The liquidity infusion from the swift action by governments
and central banks globally and the ability of corporations to raise capital via
the bond market limited the financial impact from business closures.

® Crossover spreads have recovered to historically tight levels on the back of
improving corporate earnings and balance-sheet repair made possible by
business reopenings in many developed nations and rising COVID-19
vaccination rates. Some relative value opportunities still exist in the crossover
universe, though, supporting an investment approach like ours that uses deep
fundamental analysis and nimble active management.
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The investment case for crossovers

Crossover bonds are often seen as an attractive risk bucket on the credit-rating continuum.
They tend to have lower credit risk than the broad high-yield market while providing more yield
than higher-rated investment-grade bonds. As Figure 1 shows, over the long term they have
produced attractive risk-adjusted returns—a measure of the return earned for the amount of
risk taken. From April 2006 through August 2021, the average annualized risk-adjusted return
for crossovers was 2.2%, compared with 2.0% for high yield and 1.2% for BBBs, based on data
from Bloomberg.

Figure 1. Over time, crossovers tend to generate higher risk-adjusted returns than BBBs
or high yield
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Notes: Data are 2-year averages from April 2006 through August 2021.
Sources: Vanguard calculations, based on data from Bloomberg.
Past performance is no guarantee of future returns.

During times of economic stress, fallen angels are more prevalent. They typically underperform
the debt of companies that get downgraded but remain within the investment-grade universe,
in part because the buyer bases for investment-grade and high-yield bonds differ.

And when the economy is in a recovery phase, ratings upgrades tend to be more numerous,
leading to a higher proportion of BB bonds migrating to investment grade. These rising stars
typically see their spreads tighten and prices rise more than would be the case for an upgrade
within the high-yield universe, in part because of their different buyer bases.

“The price dislocations that occur with bonds crossing the dividing line between investment
grade and high yield present opportunities for active bond managers,” said Michael Chang,
a U.S.-based Vanguard senior portfolio manager. "Vanguard has a large, seasoned team

of corporate credit analysts who work collaboratively across geographic regions to assess
issuers' credit profiles and, more importantly for our clients in this segment, where they may
be headed.”
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Economic downturns: Each time is different

The recession we are just coming out of created a more challenging environment in some ways
for crossovers than previous downturns did. It arrived after a decades-long run-up in the size
of the corporate debt market. Figure 2 shows that growth was particularly strong in BBB
debt in the decade after the global financial crisis, in part because of low interest rates and
companies taking on debt.

“Investors were concerned and cautious regarding the growth in outstanding BBB debt pre-
COVID," said Michael Pollitt, a U.K.-based Vanguard senior credit analyst. “Given where we
were in the credit cycle, there were fears that an economic slowdown would trigger a wave of
downgrades to high yield that the junk bond market might not be able to absorb easily and
forced selling by institutions and index funds with investment-grade-only mandates.”

Figure 2. Outstanding BBB debt has grown even faster than investment-grade debt overall
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Note: Data cover outstanding debt from August 31, 2011, through September 8, 2021, and show the total outstanding debt for
investment-grade U.S. corporate bonds and pan-European corporate bonds.

Sources: Vanguard calculations, based on data from Bloomberg.

Those fears proved overblown. The onset of the pandemic initially produced fallen angels at an
unprecedented pace. During the first seven months of 2020, the S&P Global Ratings credit-
rating agency downgraded 40 issuers of a collective $340 billion in debt to junk status globally,
including big companies such as Occidental Petroleum, Kraft Heinz, Carnival, Delta Air Lines,
Renault, and Ford. However, the major dislocation anticipated by the markets pre-pandemic
didn't materialize.

This recession was also unusual in being largely caused by efforts to rein in a health crisis,
not by more typical culprits such as an overheating economy, a bursting asset bubble, or an
unexpected external shock. Sectors that are more sensitive to travel restrictions and other
social-distancing measures—such as transportation, leisure, hospitality, and retail—were hit
much harder than in other downturns and produced a larger proportion of fallen angels.

In other ways, however, the latest recession has played out better than might have been
expected. Unlike during the global financial crisis, many governments and central banks
provided swift and unprecedented support to help lessen the pandemic's blow by injecting
liquidity into some of the most affected sectors. In the United States, for example, Congress
provided three rounds of grants and loans totaling nearly $80 billion to airlines; regulators
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showed flexibility in airport slot usage and lease payments on toll roads; and the Federal
Reserve made investment-grade bonds eligible for its asset-purchase program and set up
several corporate credit facilities to provide a financing backstop that helped stabilize the
market and support a swift recovery in bond spreads.

Credit-rating agencies responded positively to these developments and to a surprisingly fast
recovery in corporate earnings overall. We have seen multiple positive rating actions this year
from rating agencies. The fallen angel ArcelorMittal, for example, recently completed a round
trip back to investment grade in just a little over a year.

“In this environment, we were able to add significant value with crossovers,” said Min

Fang, a U.S.-based Vanguard credit analyst. “We held on to some fallen angels that were
fundamentally solid, which limited the potential loss from fire sales and resulted in outsized
returns when those companies began to recover. We also provided liquidity to some
corporations that were expected to recover over time—including airlines, cruise lines, and
hotels—by purchasing new debt issued during the pandemic at very attractive levels.”

Where crossover opportunities stand now

Historically, the ideal time to invest in fallen angels has been immediately after a downgrade
to high-yield. That's because often most of the bad news has typically been priced in by the
time of the downgrade. Since another wave of downgrades is unlikely at this point in the credit
cycle, active managers still have the opportunity to try to add value by identifying potential
rising stars well ahead of their being upgraded to investment-grade.

By sector, prospects too have shifted. For industries and companies that were facing long-
term decline before the pandemic, business conditions could deteriorate further. For example,
nonessential brick-and-mortar retailers are likely to face more difficulties as online shopping
has accelerated in popularity during the pandemic. As a result, some fallen angels in those
industries may remain in high-yield territory.

On the other hand, although some hard-hit industries such as airlines, hospitality, and leisure
may see some structural damage to long-term demand for business travel, new demand
spurred by global economic growth could provide some offsets. Fallen angels in these
industries should recover over time to pre-COVID levels, enabling them to migrate back to
investment grade.

And industries that are well-positioned to benefit from new trends emerging in the post-
COVID world—including digitization, remote working, and supply-chain reconfiguration—may
also see benefits to profitability and thus potentially more rising stars.

"The opportunity set within the crossover universe has narrowed as the global economy
recovers from the recession, and the spreads of risk assets have meaningfully tightened over
the past 12 months,” said Bradley Marr, a U.S.-based Vanguard senior high-yield credit analyst.

"We still have a number of avenues at our disposal, though, to add value: by avoiding

fallen angels, as they can experience severe price declines; by taking advantage of market
inefficiencies, whereby investing in these fallen angels has proven to provide attractive risk-
adjusted returns; and by identifying rising stars, to take advantage of their potential for price
appreciation in the event of an upgrade to investment grade.”
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Important Information

VIGM, S.A. de C.V. Asesor en Inversiones Independiente (“Vanguard Mexico”)
registration number: 30119-001-(14831)-19/09/2018. The registration of
Vanguard Mexico before the Comision Nacional Bancaria y de Valores (“CNBV")
as an Asesor en Inversiones Independiente is not a certification of Vanguard
Mexico's compliance with regulation applicable to Advisory Investment
Services (Servicios de Inversion Asesorados) nor a certification on the accuracy
of the information provided herein. The supervision scope of the CNBV is
limited to Advisory Investment Services only and not to all services provided by
Vanguard Mexico.

This material is solely for informational purposes and does not constitute an
offer or solicitation to sell or a solicitation of an offer to buy any security, nor
shall any such securities be offered or sold to any person, in any jurisdiction in
which an offer, solicitation, purchase or sale would be unlawful under the
securities law of that jurisdiction. Reliance upon information in this material is
at the sole discretion of the reader.

Securities information provided in this document must be reviewed together
with the offering information of each of the securities which may be found on
Vanguard's website: https://www.vanguardmexico.com/web/cf/
mexicoinstitutional/en/home or www.vanguard.com

Vanguard Mexico may recommend products of The Vanguard Group Inc. and its
affiliates and such affiliates and their clients may maintain positions in the
securities recommended by Vanguard Mexico.

ETF Shares can be bought and sold only through a broker and cannot be
redeemed with the issuing fund other than in very large aggregations. Investing
in ETFs entails stockbroker commission and a bid-offer spread which should be
considered fully before investing. The market price of ETF Shares may be more
or less than net asset value.

All investments are subject to risk, including the possible loss of the money you
invest. Investments in bond funds are subject to interest rate, credit, and
inflation risk. Governmental backing of securities apply only to the underlying
securities and does not prevent share-price fluctuations. High-yield bonds
generally have medium- and lower-range credit quality ratings and are
therefore subject to a higher level of credit risk than bonds with higher credit
quality ratings.

There is no guarantee that any forecasts made will come to pass. Past
performance is no guarantee of future results.

Prices of mid- and small-cap stocks often fluctuate more than those of large-
company stocks. Funds that concentrate on a relatively narrow market sector
face the risk of higher share-price volatility. Stocks of companies are subject to
national and regional political and economic risks and to the risk of currency
fluctuations, these risks are especially high in emerging markets. Changes in
exchange rates may have an adverse effect on the value, price or income of a
fund.

The information contained in this material derived from third-party sources is
deemed reliable, however Vanguard Mexico and The Vanguard Group Inc. are
not responsible and do not guarantee the completeness or accuracy of such
information.

This document should not be considered as an investment recommendation, a
recommendation can only be provided by Vanguard Mexico upon completion of
the relevant profiling and legal processes.

This document is for educational purposes only and does not take into
consideration your background and specific circumstances nor any other
investment profiling circumstances that could be material for taking an
investment decision. We recommend to obtain professional investment advice
based on your individual circumstances before taking an investment decision.

These materials are intended for institutional and sophisticated investors use
only and not for public distribution.

Materials are provided only for their exclusive use and shall not be distributed
to any other individual or entity. Broker-dealers, advisers, and other
intermediaries must determine whether their clients are eligible for investment
in the products discussed herein.
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The information contained herein does not constitute an offer or solicitation and
may not be treated as such in any jurisdiction where such an offer or
solicitation is against the law, or to anyone for whom it is unlawful to make
such an offer or solicitation, or if the person making the offer or solicitation is
not qualified to do so.

THESE MATERIALS ARE PROVIDED AT THE REQUEST OF AND FOR THE
EXCLUSIVE USE OF RECIPIENT AND CONTAIN HIGHLY CONFIDENTIAL
INFORMATION, WHICH SHALL NOT BE REPRODUCED OR TRANSMITTED TO
ANY THIRD PARTIES WITHOUT VANGUARD'S PRIOR WRITTEN CONSENT. THE
CONTENTS OF THESE MATERIALS SHALL NOT BE UNDERSTOOD AS AN OFFER
OR SOLICITATION TO BUY OR SELL SECURITIES IN BRAZIL AND VANGUARD IS
NOT MAKING ANY REPRESENTATION WITH RESPECT TO THE ELIGIBILITY OF
ANY RECIPIENT OF THESE MATERIALS TO ACQUIRE THE INTERESTS IN THE
SECURITIES DESCRIBED HEREIN UNDER THE LAWS OF BRAZIL. SUCH
SECURITIES HAVE NOT BEEN REGISTERED IN BRAZIL AND NONE OF THE
INTERESTS IN SUCH SECURITIES MAY BE OFFERED, SOLD, OR DELIVERED,
DIRECTLY OR INDIRECTLY, IN BRAZIL OR TO ANY RESIDENT OF BRAZIL
EXCEPT PURSUANT TO THE APPLICABLE LAWS AND REGULATIONS OF
BRAZIL.

This document does not constitute, and is not intended to constitute, a public
offer in the Republic of Colombia, or an unlawful promotion of financial/capital
market products. The offer of the financial products described herein is
addressed to fewer than one hundred specifically identified investors. The
financial products described herein may not be promoted or marketed in
Colombia or to Colombian residents, unless such promotion and marketing is
made in compliance with Decree 2555/2010 and other applicable rules and
regulations related to the promotion of foreign financial/capital market products
in Colombia.

The Product is not and will not be registered before the Colombian National
Registry of Securities and Issuers (Registro Nacional de Valores y Emisores -
RNVE) maintained by the Colombian Financial Superintendency, or before the
Colombian Stock Exchange. Accordingly, the distribution of any documentation
in regard to the financial products described here in will not constitute a public
offering of securities in Colombia.

The financial products described herein may not be offered, sold or negotiated
in Colombia, except under circumstances which do not constitute a public
offering of securities under applicable Colombian securities laws and
regulations; provided that, any authorized person of a firm authorized to offer
foreign securities in Colombia must abide by the terms of Decree 2555/2010 to
offer the such products privately to its Colombian clients.

The distribution of this material and the offering of shares may be restricted in
certain jurisdictions. The information contained in this material is for general
guidance only, and it is the responsibility of any person or persons in
possession of this material and wishing to make application for shares to inform
themselves of, and to observe, all applicable laws and regulations of any
relevant jurisdiction. Prospective applicants for shares should inform
themselves of any applicable legal requirements, exchange control regulations
and applicable taxes in the countries of their respective citizenship, residence or
domicile.

This offer conforms to General Rule No. 336 of the Chilean Financial Market
Commission (Comision para el Mercado Financiero). The offer deals with
securities not registered under Securities Market Law, nor in the Securities
Registry nor in the Foreign Securities Registry of the Chilean Financial Market
Commission, and therefore such securities are not subject to its oversight. Since
such securities are not registered in Chile, the issuer is not obligated to provide
public information in Chile regarding the securities. The securities shall not be
subject to public offering unless they are duly registered in the corresponding
Securities Registry in Chile. The issuer of the securities is not registered in the
Registries maintained by the Chilean Financial Market Commission, therefore it
is not subject to the supervision of the Chilean Financial Market Commission or
the obligations of continuous information.



Esta oferta se acoge a la norma de carécter general n° 336 de la Comision para
el Mercado Financiero. La oferta versa sobre valores no inscritos bajo la Ley de
Mercado de Valores en el Registro de Valores o en el Registro de Valores
extranjeros que lleva la Comision para el Mercado Financiero, por lo que tales
valores no estan sujetos a la fiscalizacion de ésta. Por tratarse de valores no
inscritos, no existe la obligacién por parte del emisor de entregar en Chile
informacidn publica respecto de esos valores. Los valores no podran ser objeto
de oferta ptblica mientras no sean inscritos en el Registro de Valores
correspondiente. El emisor de los valores no se encuentra inscrito en los
Registros que mantiene la Comision para el Mercado Financiero, por lo que no
se encuentra sometido a la fiscalizacion de la Comision para el Mercado
financiero ni a las obligaciones de informacion continua.

The securities described herein have not been registered under the Peruvian
Securities Market Law (Decreto Supremo No 093-2002-EF) or before the
Superintendencia del Mercado de Valores (SMV). There will be no public
offering of the securities in Peru and the securities may only be offered or sold
to institutional investors (as defined in Appendix | of the Institutional Investors
Market Regulation) in Peru by means of a private placement. The securities
offered and sold in Peru may not be sold or transferred to any person other than
an institutional investor unless such securities have been registered with the
Registro Publico del Mercado de Valores kept by the SMV. The SMV has not
reviewed the information provided to the investor. This material is for the
exclusive use of institutional investors in Peru and is not for public distribution.

The financial products describe herein may be offered or sold in Bermuda only
in compliance with the provisions of the Investment Business Act 2003 of
Bermuda. Additionally, non-Bermudian persons may not carry on or engage in
any trade or business in Bermuda unless such persons are authorized to do so
under applicable Bermuda legislation. Engaging in the activity of offering or
marketing the Products in Bermuda to persons in Bermuda may be deemed to
be carrying on business in Bermuda.

Vanguard is not intending, and is not licensed or registered, to conduct
business in, from or within the Cayman Islands, and the interests in the
financial products described herein shall not be offered to members of the
public in the Cayman Islands.

The financial products describe herein have not been and will not be registered
with the Securities Commission of The Bahamas. The financial products
described herein are offered to persons who are non-resident or otherwise
deemed non-resident for Bahamian Exchange Control purposes. The financial
products described herein are not intended for persons (natural persons or legal
entities) for which an offer or purchase would contravene the laws of their state
(on account of nationality or domicile/registered office of the person concerned
or for other reasons). Further, the offer constitutes an exempt distribution for
the purposes of the Securities Industry Act, 2011 and the Securities Industry
Regulations, 2012 of the Commonwealth of The Bahamas.

This document is not, and is not intended as, a public offer or advertisement of,
or solicitation in respect of, securities, investments, or other investment
business in the British Virgin Islands (“BVI"), and is not an offer to sell, or a
solicitation or invitation to make offers to purchase or subscribe for, any
securities, other investments, or services constituting investment business in
BVI. Neither the securities mentioned in this document nor any prospectus or
other document relating to them have been or are intended to be registered or
filed with the Financial Services Commission of BVI or any department thereof.

This document is not intended to be distributed to individuals that are members
of the public in the BVI or otherwise to individuals in the BVI. The funds are
only available to, and any invitation or offer to subscribe, purchase, or
otherwise acquire such funds will be made only to, persons outside the BVI,
with the exception of persons resident in the BVI solely by virtue of being a
company incorporated in the BVI or persons who are not considered to be
“members of the public” under the Securities and Investment Business Act,
2010 (“SIBA"). Any person who receives this document in the BVI (other than a
person who is not considered a member of the public in the BVI for purposes of
SIBA, or a person resident in the BVI solely by virtue of being a company
incorporated in the BVl and this document is received at its registered office in
the BVI) should not act or rely on this document or any of its contents.
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This document does not constitute an offer or solicitation to invest in the
securities mentioned herein. It is directed at professional / sophisticated investors
in the United States for their use and information. The Fund is only available for
investment by non-U.S. investors, and this document should not be given to a
retail investor in the United States. Any entity responsible for forwarding this
material, which is produced by VIGM, S.A. de C.V., Asesor en Inversiones
Independiente in Mexico, to other parties takes responsibility for ensuring
compliance with applicable securities laws in connection with its distribution.

Vanguard

© 2021 The Vanguard Group, Inc.
All rights reserved.

ISGFBY 062021





