
In focus

Years of record low interest rates have fuelled enormous growth 
in the US corporate bond market. Over the past decade, the size 
of the market, as measured by the ICE BofAML US Corporate 
Bond Index, has nearly tripled to $6.6 trillion from $2.3 trillion. 
The market has also become more diversified, as the number 
of issuers has increased by almost two-thirds. But this trend has 
been accompanied by an increase in lower rated bonds. The share 
of US IG debt that is currently rated BBB has risen to an all-time 
high of 50% in 2019. In contrast, it stood at 33% in 2008 (Figure 1). 

Although, on average, default rates on BBB-rated bonds are very 
low (0.2% a year1), a more pressing risk for investors is downgrade 
risk. Whenever the next economic downturn arrives, which is 
inevitable at some point, corporate fundamentals will weaken. 

1  Moody’s Annual Default Study: Corporate Default and Recovery Rates, 1920-2018

Falling earnings will put pressure on the cushion available to cover 
interest payments and some measures of leverage will rise. All 
else being equal, credit spreads on affected bonds rise and prices 
fall (the price fall is approximately equal to the rise in credit spread 
multiplied by a bond’s duration). Historically, this has also resulted 
in rating agencies downgrading many borrowers’ credit ratings. 

BBB-rated bonds are exposed to a particularly acute form of this 
risk. Because they are on the cusp of IG status, a downgrade 
would see them relegated to the HY market. This is a problem for 
a number of reasons, including regulation, as many investors are 
only permitted to hold IG bonds and so would be forced to sell 
the downgraded bonds. 

Additionally, all passive investors would be forced to sell these 
bonds because they would exit all IG market indices at the next 
rebalancing date (typically the following month)2. This market 
segmentation results in a cliff edge in pricing, hanging on whether 
a bond maintains or loses its IG status. Unfortunately for these 
investors, the point of downgrade has historically been the worst 
possible time to sell impacted bonds. 

Given the large size of the BBB segment today, this risk is 
especially elevated. Fallen angel volumes could be higher than 
in previous credit cycles and this could weaken portfolio returns. 
Passive strategies are particularly exposed to this risk, not least 
because of the sheer increase in passive bond products. Around 
28% of all US bond assets under management are now owned  
by passive index funds, up from 9% in 20083. 

2  Most passive investors trade throughout the month as opposed to rebalancing on 
a single day at month end. This means that they can technically sell bonds slightly 
before/after a downgrade. However, doing so would increase the tracking error of 
the index fund so there is an inherent trade-off between tracking the performance of 
an index and avoiding bonds that may harm the fund’s performance. Seeing as the 
objective of a passive fund is to track an index, passive investors have very limited, if 
any, flexibility to manage fallen angel risk.

3  Morningstar Direct Fund Flows Commentary 2018 Global Report 

Investors are increasingly worried about the growing size of the 
BBB-rated corporate bond market, the lowest tier of investment 
grade (IG) debt. The risk is that much of this segment could be 
downgraded to high yield (HY) when the next economic downturn 
occurs. Passive investors would be the most exposed because 
they would have to sell these “fallen angels” when they exit their 
respective IG bond index. This tends to be when credit spreads 
peak and bond prices trough, resulting in the highest crystallised 
loss. Although not all active managers will outperform, the risks of 
passive investing are greater now than they have ever been. 
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Figure 1: Average credit quality is lower  
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This situation could worsen in the coming years. Both higher 
interest costs and weaker earnings are potential hazards.  
Over the past decade, historically low interest rates have enabled 
companies to refinance existing borrowings at ever lower rates and 
extend their maturities. This has enabled them to take on additional 
debt without increasing their overall interest costs. However, the 
rise in yields which occurred during 2018 brought this to an end 
(Figure 4). Although yields have fallen back in 2019, they remain 
above the average of the past decade. Companies can no longer 
rely on falling borrowing costs to keep their interest cover in check. 
The downtrend in interest cover is likely to continue.

A more serious issue is that our economics team expects US 
corporate earnings to decline during 2019 on the back of slowing 
economic growth6. If correct, this will cause interest cover to fall 
and leverage to rise, irrespective of what happens to borrowing 
costs. Coupled with the increased risk of a recession within the 
next few years (the current economic cycle is already the second 
longest on record and several warning signs are flashing amber), 
this could make deleveraging even more challenging than it 
already is. Some companies may successfully manage it, but 
history shows that broad-based deleveraging does not normally 
occur until after a recession. 

6“Economic and Strategy Viewpoint”. Schroders. April 2019.

Maintaining IG status could get tougher
Leverage and interest cover are two variables that are important 
for determining a borrower’s credit rating. Both have worsened 
and even more trouble could be on the horizon. 

Leverage has risen as companies have taken on increasing  
levels of debt relative to earnings (Figure 2). Debt-financed M&A 
and stock buybacks partly explain this trend, which has helped 
push debt levels to over 2.3x earnings. As shown in Figure 2,  
this surpasses the peak reached during the dot-com bubble that 
ended in the year 2000. Although high cash levels mean that net 
leverage is lower, it is also at an all-time high4. 

This has been a contributor to the decline in credit metrics but has 
not yet been fully reflected in credit ratings. According to analysis 
by Morgan Stanley, 55% of current BBB debt would have a HY 
rating if ratings were based on leverage alone, compared to just 
8% in 20115. Ratings agencies have given borrowers more leeway 
on this front because interest payments have been affordable and 
because of pledges to use future M&A synergies to deleverage. 

However, various factors could lead to a further deterioration in 
credit metrics and trigger rating downgrades to HY. For a start, 
although interest cover appears reasonable on a long term basis, 
it has been in steady decline since 2014 (Figure 3). 

4  Companies have discretion with regard to what they do with their cash. During 
difficult times, dividends and buybacks can be cut to meet interest payments and pay 
down debt, but many companies do not until they are forced to, at which point it is 
often too late to avoid a rating downgrade.

5  “The Nature of the BBBeast”. Morgan Stanley Research. October 5 2018.

Figure 2: US corporate leverage has risen to a new  
all-time high  
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Figure 3: Interest cover has steadily declined  
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Figure 4: Yields remain above the average of the past decade   
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Figure 5: $1.3 trillion of BBB debt will mature over the next five years 
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In addition to high leverage and declining interest cover,  
a further pressure point is the amount of debt approaching 
maturity. $1.3 trillion of BBB debt, or 40% of total BBB index 
debt, is scheduled to mature over the next five years, with the 
peak maturity year in 2022 (Figure 5 on the previous page). While 
the percentage due for refinancing is not unusual (it was 35% in 
2011), the volume is unprecedented. This will either need to be 
refinanced, potentially at higher interest rates, or paid down. 

Risks are evidently brewing and the size of the BBB market is 
giving some cause for concern. However, it does not mean that 
investors should completely avoid corporate bond markets. Not 
all BBBs issuers are equal and some sectors and companies may 
be less risky than others. For example, much of the increase in 
leverage has been concentrated in non-cyclical industries such as 
telecoms and consumer staples that are less sensitive to economic 
downturns7. However, even here it is important to note that some 
non-cyclical industries are under threat from changing consumer 
preferences and technological disruption. Ultimately, if economic 
conditions deteriorate and credit conditions tighten, all sectors 
will be exposed to at least some downgrade risk although some 
companies will be better placed to navigate this environment than 
others. Bottom-up security selection is therefore crucial as this 
credit cycle matures. 

Downgrades could weaken index returns
Although the exact timing and volume of downgrades from  
the IG market is hard to predict, we can estimate their potential 
impact on IG index returns based on historical experience. 
We consider both long term average experience and also how 
markets have behaved during the downturns in 1991, 2002 and 
2008. We then relate these to the current $6.6 trillion IG market 
to estimate the losses that passive investors could be exposed 
to. Losses are expressed in both dollar and percentage terms. 
Data limitations mean that for downturns we rely on downgrade 
percentages for the overall IG market, not each individual credit 
rating. As the proportion of BBB bonds in the market is much 
higher than in the past, these projections are likely to understate 
the potential losses that investors could be exposed to. The results 
are summarised in Figures 7 and 8.

For example, based on the Moody’s 1920-2018 credit migration 
matrix, 3.2% of the IG market has been on average downgraded 
to HY annually. If this happened today, $211 billion of bonds 
would be affected. However, downgrades are typically well above 
average during downturns and this figure could rise to between 
$275 billion and $557 billion, if the last three downturns are used 
as a guide (2008 was relatively benign from this perspective).

Whichever scenario takes place, the market is likely to move before 
the rating agencies act. Historically, spreads of fallen angels have 
widened by around 300 basis points, or 3%, in the 12 months 
leading up to the downgrade to HY (Figure 8). Although they have 
continued to rise by around another 50 basis points, on average,  
in the immediate aftermath, most of the pain has already been felt.

Our projections assume that spreads on fallen angel bonds  
widen by the spread difference between the BBB index and the 
HY index 12 months before the downgrade. Most fallen angels 
are BBB bonds so this assumption is appropriate. Potential losses 
in percentage terms can then be estimated by multiplying the 
historical spread difference by the current duration of 6.9 years. 
For instance, in 2001, the spread difference between BBB and 
HY bonds was approximately 6%. Our analysis suggests that, if 
the 2002 downgrade experience is repeated, then the prices of 
affected bonds could fall by 41.4% (six times 6.9). At the overall IG 
index level, this could translate into a mark-to-market loss of 3.5%, 
or roughly $230 billion in monetary terms. Even conservatively 
assuming that there is no downturn, and long term experience is  
a reasonable guide, would result in projected aggregate declines 
in value of more than $40 billion.

7  “Why fears over the rise in triple-B corporate bonds look overdone.” Schroders. 
January 2019

Figure 6: Downgrades tend to flare up around recessions  
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Figure 7: Up to $557 billion of bonds could be downgraded

Long-term 
average 1991 2002 2008

Current IG market  
($ billion)

6,600 6,600 6,600 6,600

Downgrade 
percentage

3.2 6.6 8.5 4.2

Potential fallen angel 
amount  
($ billion)

211 432 557 275

Spread widening (%) 3.0 3.7 6.0 3.5

Current index spread 
duration

6.9 6.9 6.9 6.9

Loss from spread shift 
(%)

-20.7 -25.5 -41.4 -24.2

Index impact (%) -0.7 -1.7 -3.5 -1.0

Index impact  
($ billion)

-43.7 -110.3 -230.6 -66.4

Forecasts included should not be relied upon and are not guaranteed. 
Source: Bloomberg, J.P. Morgan, Moody’s, ICE, Schroders. Index data as at 28 February 
2019. For the long-term average experience, we use the Moody’s historical credit 
migration matrix from 1920-2018. For downturns, we use estimates provided by J.P. 
Morgan. Index data based on the ICE BAML BBB US Corporate Index and US High Yield 
Master II Index, except for 1991, where we use the Bloomberg Barclays Index equivalent. 
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Moreover, it is worth noting that fallen angel losses are only 
realised if investors sell the affected bonds. If investors can hold  
to maturity, they may be able to achieve better returns than forced 
sellers. A price change resulting from a bond being downgraded is 
a paper loss but, so long as the borrower does not default, it does 
not have to result in a cash loss. Analysis by Edward Altman and 
Brenda Kuehne at the Salomon Center for the Study of Financial 
Institutions at NYU Stern found that fallen angels have markedly 
lower default risk than other HY bonds. Between 1985 and 2017, 
the average annual default rate on fallen angels was around 1%  
a year lower than on bonds that were rated HY when issued9. 

Active management adds value over the long term 
The evidence so far suggests that simply relying on credit rating 
changes as a binary investment rule can be a costly decision 
when fallen angel risk is imminent. Passive approaches or other 
investors with constrained flexibility are most exposed to this risk. 
In principle, active managers have the flexibility to manage this 
risk more efficiently and this may improve portfolio outcomes.

To assess this claim, we can analyse the performance of active 
managers during previous credit cycles. While managers can take 
active risk across many dimensions (duration/sector tilts, security 
selection and off-benchmark securities), in aggregate, we find that 
they have delivered returns in excess of their benchmarks. For 
example, our research shows that, since 1997, 53% of active US 
corporate bond funds with a track record of at least three years 
cumulatively outperformed their benchmarks net of fees10.

However, during the last three downgrade cycles, only 20%-30%  
of active managers outperformed their benchmarks over a three-
year period (Figure 10). Given the multitude of potential active 
bets, it can be challenging to attribute the exact determinants 
of any performance relative to a benchmark. One potential 
explanation is that the average bond manager is structurally tilted 
towards higher yielding, lower quality debt11and although this 
harms benchmark relative performance in an economic downturn, 
it subsequently pays off. For instance, in an economic expansion, 
50%-70% of bond managers have beaten their benchmarks. 

9  Altman, E.I. and Kuehne, B.J. 2012. “Defaults and Returns in the High-Yield Bond and 
Distressed Debt Market: The Year 2011 in Review and Outlook.” NYU Salomon Centre, 
Stern School of Business. 

10  We acknowledge that analysing funds with only a three-year track record introduces an 
element of survivorship bias into our calculation. However, to mitigate this, we include all 
funds that were live at the beginning of the period and closed at the end of the period. 
Source: Morningstar, Schroders. Data from 01 January 1997 to 28 February 2019. All open-
ended active mutual funds in the Morningstar US Fund Corporate Bond category.

11  See “Bonds Are Different: Active Versus Passive Management in 12 Points.” Pimco. 
April 2017.

Being flexible can mitigate against downgrade losses  
Clearly, selling at the point of downgrade would be suboptimal as 
it would lock in close to the maximum potential loss. As Figure 8 
shows, prices tend to partially recover in the months that follow. 
This is partly because of the forced selling on a downgrade that 
was described earlier, which can cause a near-term overshoot in 
prices. Selling before a downgrade or holding onto a fallen angel 
and selling later on, should generate a better outcome. However, 
neither option is fully open to passive investors.

In contrast, having the flexibility to own fallen angel bonds 
after they are downgraded can be a more astute strategy, and 
benefit from the partial rebound in prices that normally occurs. 
As well as being related to an overshoot in prices, this also has a 
fundamental underpinning. Once downgraded to HY, many fallen 
angels try to repair their balance sheet in an attempt to regain IG 
status (historically 28% of fallen angels have returned to IG8) and 
these actions are typically reflected in some spread improvement 
as well. These features may explain why fallen angels have over 
time generated higher total returns and risk-adjusted returns  
than the IG universe (Figure 9). 

8  “Why Fallen Angels Fall”. Moody’s. 3 February 2014. 

Figure 9: Fallen angels have generated higher total returns 
and risk-adjusted returns than the IG universe
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Figure 10: Active performance is generally cyclical 
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Figure 8: Most of the spread widening of fallen angels is done 
by the time the downgrade actually happens 
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Important Information
The views and opinions contained herein are those of the authors 
as at the date of publication and are subject to change due to 
market and other conditions. Such views and opinions may 
not necessarily represent those expressed or reflected in other 
Schroders communications, strategies or funds. 

This document is intended to be for information purposes only. 
The material is not intended as an offer or solicitation for the 
purchase or sale of any financial instrument or security or to adopt 
any investment strategy. The information provided is not intended 
to constitute investment advice, an investment recommendation 
or investment research and does not take into account specific 
circumstances of any recipient. The material is not intended to 
provide, and should not be relied on for, accounting, legal or 
tax advice. Any references to securities, sectors, regions and/or 
countries are for illustrative purposes only.

Information herein is believed to be reliable but Schroders 
does not represent or warrant its completeness or accuracy. No 
responsibility or liability is accepted by Schroders, its officers, 
employees or agents for errors of fact or opinion or for any 
loss arising from use of all or any part of the information in 
this document. No reliance should be placed on the views and 
information in the document when taking individual investment 
and/or strategic decisions. Schroders has no obligation to notify 
any recipient should any information contained herein change or 
subsequently become inaccurate. Unless otherwise authorised by 
Schroders, any reproduction of all or part of the information in this 
document is prohibited.

Any data contained in this document have been obtained 
from sources we consider to be reliable. Schroders has not 
independently verified or validated such data and they should 
be independently verified before further publication or use. 
Schroders does not represent or warrant the accuracy or 
completeness of any such data.

All investing involves risk including the possible loss of principal. 

Not all strategies are available in all jurisdictions.

Exchange rate changes may cause the value of any overseas 
investments to rise or fall. Past Performance is not a guide to 
future performance and may not be repeated. This document 
may contain “forward-looking” information, such as forecasts or 
projections.  

Please note that any such information is not a guarantee of any 
future performance and there is no assurance that any forecast or 
projection will be realised.

Note to readers in Australia: This material has been issued by 
Schroder Investment Management Australia Limited (ABN 22 000 
443 274, AFSL 226473). It is intended for professional investors 
and financial advisers only and is not suitable for retail clients. 

Schroders may record and monitor telephone calls for security, 
training and compliance purposes.

Conclusion
We have shown that a number of factors could lead  
to a further deterioration in IG credit metrics and trigger 
downgrades to HY. Some BBB-rated companies will be 
successful in deleveraging and maintaining their IG status, 
but others may not, thereby creating significant onus on 
investors to discriminate between healthy issuers and  
those that are more likely to be downgraded.  

Even if the percentage of fallen angels is modest, the impact 
on returns could still be significant. Passive investors and 
other investment approaches which must sell around the 
point of a downgrade are most exposed to this risk. Selling 
before a downgrade or holding onto a fallen angel and selling 
later is likely to generate a better outcome. By continuing to 

own fallen angel bonds after they are downgraded, investors 
can potentially benefit from the price reversion and higher 
risk-adjusted returns compared with the wider IG universe. 

Our analysis also demonstrates that, over the long run,  
active bond managers outperform their benchmarks net of 
fees. Although there is a risk that the average active manager 
underperforms during the next downturn, passive investors 
would still fare worse over the long run by locking in downgrade 
losses. History suggests that active performance improves with 
time so investors should not completely abandon such strategies 
at the end of a credit cycle. However, the most skilful managers 
are more likely to beat their benchmarks regardless of the stage 
of the credit cycle.

Structural tilts may help to explain why active performance 
is generally cyclical; managers who perform well over the 
long term can experience significant periods of short-term 
underperformance. The implication is that investors are more 
likely to achieve better outcomes if they do not abandon a strategy 
after a short period of poor performance. Of course, passive 
investors can add HY exchange-traded funds (ETFs) to their 
portfolios, but the low liquidity and high transaction costs of  
their underlying markets often mean that passive returns 
significantly lag index returns12. 

The cyclicality of active management does not imply that all 
bond managers fail to effectively position for downturns. On the 
contrary, some skilful managers have beaten their benchmarks 
regardless of the economic environment. Figure 11 shows that 
excess returns over a three-year period are negative for the 
median manager during downturns, but slowly become positive 
over time. In contrast, the upper quartile manager was able to 
generative positive excess returns throughout most three-year 
periods (84% of their three-year excess returns were positive over 
the last 20 years). Even during the Global Financial Crisis, there 
were only two months where the upper quartile manager did  
not beat their benchmark. 

12  See evidence for this in our earlier paper. “The case for active asset management.” 
Schroders. September 2017.  

Figure 11: The top managers have beaten their benchmarks 
throughout most periods 
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Past performance is not a guide to future performance and may 
not be repeated. 

Source: Morningstar, Schroders. Data from 01 January 1997 to 28 February 2019. All 
open-ended active mutual funds in the Morningstar US Fund Corporate Bond category 
that were live at the beginning of the period and closed at the end of the period with a 
track record of at least 3 years. Excess returns are net of fees.


