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The “Fallen Angel” Potential Opportunity  

The corporate bond market collapsed in March 2020 with no bids on many issues. There was also the 
risk that money market funds could lose value, institute limits on withdrawals and charge redemption 
fees (known as "gates and fees"). The Fed stepped in as a backstop to assure liquidity for corporate 
debt, as well as repos and short-term holdings of money market funds.  

The pandemic-fueled economic crisis, concurrent with oil price collapse, led to a steep increase in the 
number of fallen angels - i.e., bonds that were previously investment grade that have seen their ratings 
move below investment grade (high yield) due to a deterioration in the financial condition of the issuer. 

On 5/28/2020 Investment Magazine reported: “Some $900 billion of fallen angels could come in this 
downgrade cycle. That has triggered price dislocation with the new crop of fallen angels trading at 
around 200 basis points wider than similarly rated names which were BB originally.” 

On April 9th, the Fed announced their $2.3 trillion support for credit markets through the Primary Market 
Corporate Credit Facility,  the Secondary Market Corporate Credit Facility, and the Term Asset-Backed 
Securities Loan Facility. In the 2020 crisis the Fed has provide more support than it did in the 2008 
Great Recession.  

This Fed support lifted the corporate bond market and specifically includes qualified fallen angels. The 
fall from investment grade status has forced many funds, insurance companies, and other institutions 
to sell these angels, because these institutions etc. are limited to only holding investment grade bonds.  

Historically on average fallen angels have delivered attractive absolute returns relative to new high yield 
issues and indexes.  

Chart shows the large historic return 
outperformance of Fallen Angels over the 
last 20 years. Source: FactSet with starting value 

of 100 as of May 31,2000, ending May 29, 2020. 

The Highest green line is the ICE BofA 
US Fallen Angel High Yield Index.  The 
lower two lines are for the ICE Original 
Issue High Yield and their Constrained 
Index – that limits each bond to 2% of the 
total so it excludes overweighting of the 
huge high-yield  bonds.  Note you can not 
directly invest in these indexes. 

Fallen angels’ historic outperformance has 
been due several factors. The bonds 

generally enter the high-yield grade market at oversold prices, due to forced selling by those that can 
only invest in investment-grade bonds. In addition, a company recently cut to below investment grade 
may have a more advantageous debt structure with longer dated debt and lower coupons, which 
effectively reduces the cost of capital. Fallen angels are also among the highest quality issuers within 
the high yield market and are generally larger-capitalization companies with more liquidity and 
resources-including dividend flexibility and the ability to sell assets- to address potential financial 
concerns. Together, these attributes may be attractive to high yield investors. – continued - 



  

Morningstar Report 5/29/2020 titled "What 'Fallen Angels' Have to Offer" says: "When these bonds 
take a tumble from the ranks of investment grade credits, they present opportunities for investors. 

"Credit Risk Is Lower 
"Fallen angels tend not to fall far [after the initial plunge]. As such, they face less credit risk relative to 
the broader high-yield bond market."  

6/8/2020 SeekingAlpha “Fallen Angels Are Still My Pick” discusses foreign demand increases:  

The cost of hedging for foreign investors. According to data compiled by Bloomberg, dollar-
hedging costs for euro and yen based investors have fallen significantly since March. Essentially, 
costs have fallen since the Fed cut interest rates and began its commitment to the corporate 
bond sector. As a result, it has become markedly cheaper for foreign debt buyers to hedge 
currency risk. 

What this means is that U.S. debt, especially corporate debt given the higher yields offered, is 
more attractive to foreign investors than before. This should increase demand and add further 
momentum to U.S. corporate bond sectors. While this is not specific to fallen angels, [they] will 
likely still benefit, as some of this demand is sure to make its way to this sub-sector. 

For investors with a longer view, fallen angels have a strong track record of performance, telling 
me this is a great way to earn a higher yield without taking on excessive risk.    

Interest Rate Risk  
I have warned against most other bonds due to their interest rate risk – Bonds lose value when rates 
rise – other factors equal – unless held to maturity.  The lower the interest rate the higher the interest 
rate risk, with zero coupons and municipal bonds having the most interest rate risk. High yield bonds 
mathematically have a lower interest rate risk reflected in shorter durations – which is less with higher 
yields even for the same maturity. 

Remember a "safe" 10-year Treasury has a duration of 9.1 years. This means for every 1% rise in rates 
the Treasury would lose about 9.1% mathematically, everything else equal. So for interest-rate risk high 
yield bonds are safer. 

Even more notable related to high yield 
bond interest risk is the chart from 
Bloomberg Barclays shows that during 
time periods since 6/30/1997 when 
month-end Treasury yields rose at 
least 50 basis points (0.5%), high yield 
bonds have tended to have positive 
returns and do much better than the 
overall U.S. Aggregate Bond Index. 

Action Plan Recommendations  
I can discuss individually specific recommendations based on one’s goals, objectives, and 
risk tolerance. This may include managers who have targeted as part of their portfolio 
specifically fallen angels with a proven long-term track record in high yield bonds relative 
to the risk they take.    
 

In general related to a total portfolio, I suggest investors have a diversified portfolio to include both value 
and growth managers, with long-term track records of outperformance compared to the category they invest 
in and compared to the risk taken (Alpha vs. Beta in investment terms) – not just raw returns.  While U.S. 
growth is slowing, the US has comparatively stronger economics than most global economies. US Small-
Mid Caps often have the potential for faster growth, and with so many more smaller companies than large,  
good research can potentially find hidden gems.  Smaller companies’ stocks are often more volatile with 
less trading volume, but over the long term have rewarded investors.   
                                                                   - Continued - 



  

I avoid “dumb” index funds with no stock selection based on individual company outlooks, or similar ETF’s 
(only make sense for traders, not investors). For those seeking income or for the more conservative allocation 
in a diversified portfolio, I suggest various bond alternatives, without the interest rate risk of many bonds at 
this point in the economic cycle. 

Part of our "participate-yet-protect" strategy in a growth-oriented portfolio is to have alternative investments 
so that in a significant equity market decline when you also need cash, you do not have to lock in large losses 

in a market downturn.  Markets have always returned to new highs - only the timing is uncertain.  

Required Disclosures:  Past performance does not assure future results. There is no assurance that objectives will be met. Investments in securities do 
not offer a fixed rate of return. Principal, yield and/or share price will fluctuate with changes in market conditions, and when sold or redeemed, you may 
receive more or less than originally invested.  No system or financial planning strategy can guarantee future results. 

Investors cannot invest directly in indexes. The performance of any index is not indicative of the performance of any investment and does not take into 
account the effects of inflation and the fees and expenses associated with investing. 

The ICE BofA US Fallen Angel High Yield Index is comprised of below investment grade corporate debt instruments denominated in U.S. dollars that were 
rated investment grade at the time of issuance. Qualifying securities must be issued in the U.S. domestic market and have a below investment grade rating 
(based on an average of Moody’s, Standard & Poor’s Rating Services, or Fitch International Rating Agency. You cannot directly invest in an index. 

The ICE BofA US High Yield Constrained Index is a market-value-weighted index of all domestic and Yankee high-yield bonds, including deferred interest 
bonds and payment-in-kind securities. Issues included in the index have maturities of one year or more and have a credit rating lower than BBB-/Baa3 but 
are not in default. It limits any individual issuer to a maximum of 2% benchmark exposure. You cannot directly invest in an index. 

The ICE BofA US Original Issue High Yield Index is a subset of the ICE BofA US High Yield Index, including securities that were not rated investment 
grade at the time of issuance. . You cannot directly invest in an index 

Credit ratings measure the quality of a bond based on the issuer’s creditworthiness, with ratings ranging from AAA, being the highest, to D, being the 
lowest based on S&P’s measures. Ratings of BBB or higher by S&P or Fitch (Baa or higher by Moody’s) are considered to be investment-grade quality. 
Credit ratings are based largely on the ratings agency’s analysis at the time of rating. The rating assigned to any particular security is not necessarily a 
reflection of the issuer’s current financial condition and does not necessarily reflect its assessment of the volatility of a security’s market value or of the 
liquidity of an investment in the security. 

The value of investments in fixed-income securities will change as interest rates fluctuate and in response to market movements. Generally, when interest 
rates rise, the prices of debt securities fall, and when interest rates fall, prices generally rise. High-yield securities, sometimes called junk bonds, carry 
increased risks of price volatility, illiquidity, and the possibility of default in the timely payment of interest and principal. Bonds may also be subject to other 
types of risk, such as call, credit, liquidity, interest-rate, and general market risks. Longer-term debt securities are usually more sensitive to interest-rate 
changes; the longer the maturity of a security, the greater the effect a change in interest rates is likely to have on its price. Lower-rated bonds may be 
subject to greater risk than higher-rated bonds. 

The views and opinions expressed are as of the date of the report and are subject to change at any time based on market or other conditions. The material 
contained herein is for informational purposes only and should not be construed as investment advice since recommendations will vary based on the 
client’s goals and objectives. Information is believed to be from reliable sources; however, no representation is made as to its accuracy. Hutchison 
Investment Advisors, Inc. is an Arizona registered investment advisor. Part II of Form ADV (Disclosure Statement) has been given to advisory clients and 
is available upon request, and is also at http://dhutch.news/RIADisclosure 
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