markit

4th floor tel +44 20 7260 2000
Ropemaker Place fax +44 20 7260 2001
25 Ropemaker Street www.markit.com
London

EC2Y OLY

United Kingdom

Markit Research
February 12" 2015

Finding value in “fallen angels”

Investors have been able to find value in the twilight zone of investment grade bonds, which have

subsequently been downgraded.

— “Fallen angel” bonds have managed to outperform both investment grade and high yield

bonds since April 2012

— These bonds trade more in line with high yield ones, but have proven to be more resilient in

recent downtimes

— Losing investment grade status often comes after the market has already priced this in, as

seen in recently downgraded Tesco

Index additions and deletions are key market
liquidity events as investors reallocate their
assets to ensure compliance to their
benchmarks. In the equities world, this has
led to the phenomenon which sees shares
marked for an index deletion underperform in
the lead up to the event, only to regain most
of that lost ground in subsequent weeks.

A parallel event in the bond world with so
called “fallen angel” bonds, instruments that
start their lives with investment grade ratings
which they subsequently lose. Falling from
the elysian heights of the credit world does
create some opportunities for investors
however, as bonds which have lost their
investment grade status have gone on to
outperform both investment grade and high
yield benchmarks over the last couple of
years.

Fallen angels outperform

Using the returns of the Market Vectors
Fallen Angel High Yield Bond ETF (ANGL)
as a benchmark, it can be seen that bonds
which have lost the hallowed investment
grade certification do go on to subsequently
outperform. The ETF whose current
constituents consist of 149 listings which
have lost their investment grade since being
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issued has posted a compound total return of
over 30.6% since its inception in April 2012.
This compares to a return on 20.4% posted
by the largest high yield ETF (HYG), the
iIShares iBoxx $ High Yield Corporate Bond
ETF and 17% for the iShares iBoxx
$ Investment Grade Corporate Bond ETF

(LQD).

Fallen Angel Return Over Peers
Total Return

Market Veciors Fallen Angel High Yield Bond
———iShares iBoo S Investment Grade Corporate Bond ETF
———iShares iBac S High Yield Carporate Bond ETF
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While the fund has managed to attract some
interest from investors, as evident by a
doubling of its AUM base since its 2012
launch, its $21.9m size still makes it a niche
product despite its recent strong performance.

Trades like high yield, but better downside

The market trades ANGL much closer to high
yield bonds than investment grade, as its
daily total return has a much closer
correlation to the HYG than its investment
grade peers.
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Fallen angel bonds seem to come into their
own in times of relative strains in high yield
markets as the ANGL proved much more
resilient to the recent pullback seen among
high yield bonds, evident by the fact that
ANGL fell by just half the margin seen in the
HYG, which fell by over 6% between August
and December of last year.

A closer look at the ANGL constituents sees
that energy firms, which led the recent
downturn, are a much smaller part of the fund
than HYG.

Market already prices moves in

Much like in the equities world, much of the
outperformance can be attributed to markets
having already priced in a downgrade ahead
of the credit agencies and the reallocations in
the wake of a rerating offer some short term

opportunities.

Tesco, a British grocery retailer also
experienced a similar phenomenon. It was
downgraded to ‘junk’ status by rating agency
Moody’s on January 9th on the back of what
were seen as a challenging operating
conditions, in spite of significant restructuring
actions. The EUR bonds were subsequently
shifted to HY indices according to iBoxx. Yield
performance since then has seen the curve
tighten but is around 100bps off across the
term from around six months ago.
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