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A fundamental shift is underway in 
fixed income. The new era of rising 
interest rates is causing fixed income 
managers across the world to rethink 
how they invest. Investors should 
consider active managers who focus on 
generating alpha to help drive returns 
and create diversification benefits from 
owning fixed income in a portfolio.1 

In the last 10 years, sustained monetary stimulus—
lower interest rates aimed at keeping economies afloat 
after the global financial crisis—made it easy for fixed 
income managers to earn returns. The systemic effect 
throughout the market (beta) overwhelmed contributions 
by idiosyncratic factors (alpha). As yields fell, bond prices 
across the board rose. Simply being invested in the bond 
market was enough to earn decent returns.

That has all changed. Today, markets have mostly 
normalized, and it is no longer enough to just be in the 
market. Making active choices around duration, credit 
and yield curve positioning is more important than ever, 
and getting it wrong can lead to missed opportunities and 
potential losses.

Built for Change

Shifting From Beta to Alpha

1 Diversification does not eliminate the risk of loss.
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The beta avalanche is ending
The stimulative policies that drove fixed 
income returns indiscriminately across 
entire markets (the beta avalanche) are 
being dismantled. But it is an uneven 
process, and the ripple effects across 
markets are hard to predict.

We believe the one certainty is that asset 
valuations will eventually normalize, 
migrating to levels that are in line with 
their idiosyncratic fundamental merits. 
This return to normalcy means that, to 
earn competitive returns, managers will 
need to identify and capitalize on those 
merits. Going forward, in-depth analysis 
of individual bonds and market segments 
(alpha-generating activities) will most 
likely take center stage as the driver of 
fixed income returns.

The era of beta dominance actually goes 
back much further than the financial crisis 
of 2007-2008. For close to four decades, 

declining yields have been a primary 
support for fixed income returns. In fact, 
from 1989-2017, the Bloomberg Barclays 
U.S. Aggregate Bond Index averaged a 
6.4% annual return. Of that, 95% was 
derived from duration, the beta effect of 
falling yields across fixed income markets.2

So we think the shift from beta to alpha as 
the dominant driver of returns truly marks 
the beginning of a new era in fixed income. 
By early 2018, most major central banks 
had either ended or were starting to end 
their stimulative monetary programs. By 
comparing index returns so far this year 
to those during the 10 years of monetary 
stimulus (2008-2017), we see a new era 
unfolding: The cessation of stimulus has 
slowed down the beta engine that had 
fueled returns in earlier years (Display 1). 

Just being in the market (beta) is no 
longer enough. Going forward, to 
generate healthy returns, we believe fixed 

income investors will need to engage 
active managers who have the potential 
to outperform the broad market through 
alpha-generating strategies.

In the new era, fixed income  
retains its role as a diversifier
As the shift to alpha-driven returns 
unfolds, investors may be tempted 
to question the validity of bonds as 
diversifiers. Some research shows that 
negative stock-bond correlations, which 
are suggestive of strong diversification 
benefits, are associated with 
accommodative monetary policy.3 Given 
that the era of accommodative monetary 
policy is nearing an end, it would be 
logical for investors to question the 
diversification benefits of fixed income 
going forward.

Our answer, unequivocally, is that 
bonds will continue to play a vital role 
in portfolio diversification—both in 

DISPLAY 1
The end of stimulus marks a new era in fixed income
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Source: Morgan Stanley Investment Management. Data as of 3/31/2018. The index performance is provided for illustrative purposes only and is not meant 
to depict the performance of a specific investment. Past performance is no guarantee of future results. Returns for less than one year are cumulative 
(not annualized). See Disclosure section for Risk Considerations and index definitions.
Investing involves risks including the possible loss of principal. In general, fixed income investments are subject to credit and interest rate risks. High 
yield investments may have a higher degree of credit and liquidity risk. Foreign securities are subject to currency, political, economic and market risks. 
The risks of investing in emerging market countries are greater than investments in foreign developed countries. Investors should carefully review the 
risks of each asset class prior to investing. 

2 Data from Bloomberg Barclays U.S. Aggregate Bond Index (1989-2017)
3 Systemic Risk and Systematic Value: “The correlation of equity and bond returns” http://www.sr-sv.com/the-correlation-of-equity-and-bond-returns/
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the new era and throughout changing 
market cycles for many years to come. 
In our view, though, skilled active 
management will be crucial to producing 
positive returns and creating those 
diversification benefits.

Challenge: There is little 
yield cushion
We believe it will be possible to earn 
competitive returns from fixed income, 
but it will require greater skill than in 
years past. One of the biggest challenges 
will be to manage interest-rate risk when 

there is virtually no yield cushion to 
buffer the effects of rising rates.

A comparison here is useful. In the pre-
crisis period, when interest rates were 
higher—and even going back as far as the 
1980s—a generic allocation to investment 
grade fixed income provided both return 
and diversification properties because bond 
yields were much higher. In the 1990s, for 
example, an investor could buy A-rated 
corporate bonds with yields averaging 
over 7%. Such bonds could absorb an 
approximately 130-basis point rise in 
U.S. Treasury yields before incurring an 

absolute return loss. That sort of yield 
cushion does not exist today. In fact, a 
rise of just over 50 basis points in U.S. 
Treasury yields could trigger an absolute 
return loss in today’s market, all else 
being equal (Display 2).

We are not suggesting that yields are 
going to spike higher anytime soon, but 
we are suggesting that we are near an 
inflection point. As we see it, the secular 
decline in yields is coming to an end, 
and bond yields may bounce along the 
bottom and trend higher in the years to 
come (Display 3).

DISPLAY 2

Not the same without a yield cushion
A-RATED CORPORATE BOND INDEX 1990s TODAY

Yield 7.4% 3.7%

Estimated total return after a 50 bps rise in Treasury yield 4.9% 0.2%

Estimated total return after a 100 bps rise in Treasury yield 2.2% -3.5%

Source: Bloomberg Barclays A-rated Corporate Bond Index. Data as of June 13, 2018. Data shown for the 1990s is an average from 1990-1999. This 
interest rate sensitivity analysis is spread neutral. 
The index performance is provided for illustrative purposes only and is not meant to depict the performance of a specific investment. Past performance 
is no guarantee of future results. See Disclosure section for index definitions. Forecasts/estimates are based on current market conditions, subject to 
change, and may not necessarily come to pass.

DISPLAY 3
At an inflection point? 
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only and is not meant to depict the performance of a specific investment. Past performance is no guarantee of future results. See Disclosure section for 
index definitions.
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Shift toward alpha requires  
change in strategy
In this environment, where market 
beta adds little value or even detracts 
from returns, it becomes fundamentally 
important to tap into other return 
sources (alpha).

This is where investors need to make 
choices, and there is a spectrum of 
strategies from which to choose. 

Indexed strategies generally rely heavily 
on beta as a source of returns. Non-
indexed strategies have the potential to 
also generate alpha through in-depth 
analysis on duration, sectors, credit 
spreads and yield curve structure 
(Display 4).

In our view, only by taking advantage of 
these more idiosyncratic opportunities 
in global markets can investors achieve 

alpha. Given today’s market conditions, 
we think that returns from alpha-oriented 
decisions have the potential to exceed 
returns from beta (market exposure). For 
this reason, it may be time for investors 
to consider increasing their allocations to 
alpha-focused fixed income strategies.

DISPLAY 4
Adding alpha
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Description Asset allocation 
determined solely 
by an index without 
active decision-making 
by a manager

Asset allocation 
determined by an index, 
with some flexibility

Portfolio is established 
without regard to an index, 
and passively held (buy and 
hold strategy)

Active investment decisions 
are made independent of an 
index; risk characteristics in 
this category can vary widely

Goal Perform in line 
with the index

Modest outperformance 
of index by capitalizing 
on select beta and alpha 
opportunities

Outperform an index 
by capitalizing on beta 
opportunities and 
generating alpha through 
a set period that ends with 
the maturity of the bonds 
in the portfolio 

Outperform an index 
by capitalizing on beta 
opportunities and 
generating alpha through 
changing markets 

Investment 
Approach

Derives returns mainly 
from changes in yields, 
especially in the current 
low rate environment
For indexes that include 
credit, spread widening or 
tightening will contribute

Derives returns mainly 
from changes in yields and, 
for strategies that include 
credit, general changes in 
credit spreads
Active positioning in 
duration, credit, security 
selection and yield curve 
exposure can contribute to 
a lesser degree

Derives returns from a 
combination of market 
factors (beta) plus 
active decisions in asset 
allocation and security 
selection (alpha)

Derives returns from a 
combination of market 
factors (beta) plus active and 
ongoing positioning decisions 
in duration, credit, yield 
curve exposure and security 
selection (alpha)

Sources  
of Return

β β + α β + α α

Increasing Alpha-Generation Potential

Source: Morgan Stanley Investment Management, May 2018
This is for illustrative purposes only and is not exhaustive.



5

SHIFTING FROM BETA TO ALPHA

FIXED INCOME | MORGAN STANLEY INVESTMENT MANAGEMENT

The right alpha-producing conditions
Market beta is easy to come by, but alpha 
is a scarce commodity. Producing alpha is 
a delicate art and science: Managers need 
to have the right analytical resources and 
infrastructure to support their ability to 
find alpha.

Large asset managers may struggle to 
generate alpha because they may not be 
able to secure enough individual bonds 
to fill their needs. To compensate, they 
may frequently rely on derivatives to gain 
synthetic exposure. These derivatives 
usually behave like indexes and thus 
are largely beta-driven, defeating the 
purpose of active alpha-seeking strategies. 
Reliance on derivatives can also be costly, 
and it is no substitute for a durable 
portfolio of actual securities. (Display 5)

In general we advocate owning a bond fund 
over individual bonds because it reduces 
concentration risk. The reason is that a 
fund has the advantage of diversification 
across a wide range of sectors. It is difficult 
to replicate these diversification benefits 
by owning a series of individual bonds or 
a ladder strategy, which holds individual 
bonds of different maturities.

Conclusion: A new era requires  
a focus on alpha
Today, fixed income markets are at an 
inflection point. The beta forces that 
dominated in the past are diminishing 
as central banks withdraw monetary 
stimulus and interest rates inch higher. 
The diversification benefits of fixed 
income remain intact, but investors can 

no longer rely on passive strategies with 
simple market exposure (beta) to earn 
competitive returns.

This new era requires a new mindset 
in our opinion. More than ever, 
investors will need to explore alpha-
focused strategies in an effort to achieve 
competitive performance. These strategies 
should be overseen by skilled active 
managers who have the latitude to 
dynamically adjust their portfolios in 
an effort to extract value from duration 
positioning, credit analysis, yield curve 
exposure and security selection. The 
choices fixed income investors make 
today will have significant implications 
for performance and diversification 
benefits going forward.

DISPLAY 5
Shifting from beta to alpha

Re
tu

rn
 p

ro
fil

e

A shift from beta to alpha over time
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Being a large, passive investor worked when 
beta opportunities were greater ...

... As the market changes, you need 
a manager who is focused on alpha

This chart is for illustrative purposes only.
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Risk Considerations
There is no assurance that a Portfolio will achieve its investment objective. Portfolios are subject to market risk, which is the 
possibility that the market values of securities owned by the Portfolio will decline and may therefore be less than what you paid 
for them. Accordingly, you can lose money investing in this Portfolio. Please be aware that this Portfolio may be subject to certain 
additional risks.

Fixed-income securities are subject to the ability of an issuer to make timely principal and interest payments (credit risk), changes 
in interest rates (interest-rate risk), the creditworthiness of the issuer and general market liquidity (market risk). In the current 
rising interest-rate environment, bond prices may fall and may result in periods of volatility and increased portfolio redemptions. 
Longer-term securities may be more sensitive to interest rate changes. In a declining interest-rate environment, the portfolio may 
generate less income. Mortgage- and asset-backed securities are sensitive to early prepayment risk and a higher risk of default and 
may be hard to value and difficult to sell (liquidity risk). They are also subject to credit, market and interest rate risks. Certain U.S. 
government securities purchased by the strategy, such as those issued by Fannie Mae and Freddie Mac, are not backed by the full 
faith and credit of the U.S. It is possible that these issuers will not have the funds to meet their payment obligations in the future. 
High-yield securities (“junk bonds”) are lower-rated securities that may have a higher degree of credit and liquidity risk. Public 
bank loans are subject to liquidity risk and the credit risks of lower-rated securities. Foreign securities are subject to currency, 
political, economic and market risks. The risks of investing in emerging-market countries are greater than risks associated with 
investments in foreign developed countries. Sovereign debt securities are subject to default risk. Derivative instruments may 
disproportionately increase losses and have a significant impact on performance. They also may be subject to counterparty, liquidity, 
valuation, correlation and market risks. Restricted and illiquid securities may be more difficult to sell and value than publicly 
traded securities (liquidity risk).



7

SHIFTING FROM BETA TO ALPHA

FIXED INCOME | MORGAN STANLEY INVESTMENT MANAGEMENT

INDEX DEFINITIONS
The Bloomberg Barclays Euro Aggregate Corporate Index (European 
Investment Grade) is an index designed to reflect the performance of the 
euro-denominated investment-grade corporate bond market. 
Bloomberg Barclays Global Aggregate Hedged USD Index provides 
a broad-based measure of the global investment grade fixed-rate debt 
markets. Total Returns shown is hedged USD. 
The Bloomberg Barclays Global High Yield Corporate Index (Global High 
Yield) is a multi-currency measure of the global high yield corporate debt 
market. The benchmark name changed from Barclays Global High Yield 
– Corporate Index to Bloomberg Barclays Global High Yield – Corporate 
Index on 24 August 2016. 
The Bloomberg Barclays U.S. Corporate Index (U.S. Investment Grade) is 
a broad-based benchmark that measures the investment grade, fixed-rate, 
taxable, corporate bond market. 
The Bloomberg Barclays U.S. Mortgage-Backed Securities Index (Asset-
Backed Securities) tracks agency mortgage-backed pass-through securities 
(both fixed-rate and hybrid ARM) guaranteed by Ginnie Mae (GNMA), 
Fannie Mae (FNMA) and Freddie Mac (FHLMC). The index is constructed by 
grouping individual TBA-deliverable MBS pools into aggregates or generics 
based on program, coupon and vintage. Introduced in 1985, the GNMA, 
FHLMC and FNMA fixed-rate indexes for 30- and 15-year securities were 
backdated to January 1976, May 1977 and November 1982, respectively. In 
April 2007, agency hybrid adjustable-rate mortgage (ARM) pass-through 
securities were added to the index. 
EM Debt – Represented by a Blended Index of equal-weighted (1/3%) of JP 
Morgan EMBI Global, JP Morgan CEMBI Broad Diversified and JP Morgan 
GBI-EM Global Diversified Index. The JP Morgan Emerging Markets Bond 
Index Global tracks total returns for traded external debt instruments in 
the emerging markets and is an expanded version of the EMBI+. As with 
the EMBI+, the EMBI Global includes U.S. dollar-denominated Brady bonds, 
loans and eurobonds with an outstanding face value of at least $500 
million. The JP Morgan Corporate Emerging Markets Bond Index Broad 
Diversified Index is a global, liquid corporate emerging markets benchmark 
that tracks U.S.-denominated corporate bonds issued by emerging markets 
entities. The JP Morgan Government Bond Index-Emerging Markets 
Global Diversified Index is a market-capitalisation-weighted, liquid global 
benchmark for U.S.-dollar corporate emerging market bonds representing 
Asia, Latin America, Europe and the Middle East/Africa. 
JP Morgan Global Government Bond Index (Global Government Bonds) 
is a market value weighted fixed income index comprised of government 
bonds in developed countries.

IMPORTANT DISCLOSURES
Past performance is no guarantee of future results. The returns referred 
to in the commentary are those of representative indices and are not meant 
to depict the performance of a specific investment.
The views, opinions, forecasts and estimates expressed are those of the author 
or the investment team as of the date of preparation of this material and are 
subject to change at any time due to market, economic or other conditions. 
Furthermore, the views will not be updated or otherwise revised to reflect 
information that subsequently becomes available or circumstances existing, 
or changes occurring, after the date of publication. The views expressed 
do not reflect the opinions of all portfolio managers at Morgan Stanley 
Investment Management (MSIM) or the views of the firm as a whole, and 
may not be reflected in all the strategies and products that the Firm offers.
Forecasts and/or estimates provided herein are subject to change and may 
not actually come to pass. Information regarding expected market returns 
and market outlooks is based on the research, analysis and opinions of the 
authors. These conclusions are speculative in nature and are not intended to 
predict the future performance of any specific Morgan Stanley Investment 
Management product.
Certain information herein is based on data obtained from third party sources 
believed to be reliable. However, we have not verified this information, and 
we make no representations whatsoever as to its accuracy or completeness
This material is a general communication, which is not impartial, and all 
information provided has been prepared solely for informational and 
educational purposes and does not constitute an offer or a recommendation 

to buy or sell any particular security or to adopt any specific investment 
strategy. The information herein has not been based on a consideration of any 
individual investor circumstances and is not investment advice, nor should it 
be construed in any way as tax, accounting, legal or regulatory advice. To that 
end, investors should seek independent legal and financial advice, including 
advice as to tax consequences, before making any investment decision.
This communication is not a product of Morgan Stanley’s Research 
Department and should not be regarded as a research recommendation. 
The information contained herein has not been prepared in accordance with 
legal requirements designed to promote the independence of investment 
research and is not subject to any prohibition on dealing ahead of the 
dissemination of investment research.

DISTRIBUTION
This communication is only intended for and will be only distributed to 
persons resident in jurisdictions where such distribution or availability 
would not be contrary to local laws or regulations.
There is no guarantee that any investment strategy will work under all 
market conditions, and each investor should evaluate their ability to invest 
for the long term, especially during periods of downturn in the market. 
Prior to investing, investors should carefully review the strategy’s/product’s 
relevant offering document. There are important differences in how the 
strategy is carried out in each of the investment vehicles.
United Kingdom: Morgan Stanley Investment Management Limited is 
authorised and regulated by the Financial Conduct Authority. Registered in 
England. Registered No. 1981121. Registered Office: 25 Cabot Square, Canary 
Wharf, London E14 4QA. Dubai: Morgan Stanley Investment Management 
Limited (Representative Office, Unit Precinct 3-7th Floor-Unit 701 and 702, 
Level 7, Gate Precinct Building 3, Dubai International Financial Centre, 
Dubai, 506501, United Arab Emirates. Telephone: +97 (0)14 709 7158). 
Germany: Morgan Stanley Investment Management Limited Niederlassung 
Deutschland Junghofstrasse 13-15 60311 Frankfurt Deutschland (Gattung: 
Zweigniederlassung (FDI) gem. § 53b KWG). Italy: Morgan Stanley Investment 
Management Limited, Milan Branch (Sede Secondaria di Milano) is a branch 
of Morgan Stanley Investment Management Limited, a company registered in 
the U.K., authorised and regulated by the Financial Conduct Authority (FCA), 
and whose registered office is at 25 Cabot Square, Canary Wharf, London, E14 
4QA. Morgan Stanley Investment Management Limited Milan Branch (Sede 
Secondaria di Milano) with seat in Palazzo Serbelloni Corso Venezia, 16 20121 
Milano, Italy, is registered in Italy with company number and VAT number 
08829360968. The Netherlands: Morgan Stanley Investment Management, 
Rembrandt Tower, 11th Floor Amstelplein 1 1096HA, Netherlands. Telephone: 
31 2-0462-1300. Morgan Stanley Investment Management is a branch 
office of Morgan Stanley Investment Management Limited. Morgan Stanley 
Investment Management Limited is authorised and regulated by the Financial 
Conduct Authority in the United Kingdom. Switzerland: Morgan Stanley & 
Co. International plc, London, Zurich BranchI Authorised and regulated by the 
Eidgenössische Finanzmarktaufsicht (“FINMA”). Registered with the Register 
of Commerce Zurich CHE-115.415.770. Registered Office: Beethovenstrasse 
33, 8002 Zurich, Switzerland, Telephone +41 (0) 44 588 1000. Facsimile: 
+41 (0) 44 588 1074.
Hong Kong: This document has been issued by Morgan Stanley Asia Limited 
for use in Hong Kong and shall only be made available to “professional 
investors” as defined under the Securities and Futures Ordinance of Hong 
Kong (Cap 571). The contents of this document have not been reviewed 
nor approved by any regulatory authority including the Securities and 
Futures Commission in Hong Kong. Accordingly, save where an exemption 
is available under the relevant law, this document shall not be issued, 
circulated, distributed, directed at, or made available to, the public in Hong 
Kong. Singapore: This document should not be considered to be the subject 
of an invitation for subscription or purchase, whether directly or indirectly, 
to the public or any member of the public in Singapore other than (i) to 
an institutional investor under section 304 of the Securities and Futures 
Act, Chapter 289 of Singapore (“SFA”); (ii) to a “relevant person” (which 
includes an accredited investor) pursuant to section 305 of the SFA, and 
such distribution is in accordance with the conditions specified in section 
305 of the SFA; or (iii) otherwise pursuant to, and in accordance with the 
conditions of, any other applicable provision of the SFA. Australia: This 
publication is disseminated in Australia by Morgan Stanley Investment 
Management (Australia) Pty Limited ACN: 122040037, AFSL No. 314182, 
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which accept responsibility for its contents. This publication, and any access 
to it, is intended only for “wholesale clients” within the meaning of the 
Australian Corporations Act.
Japan: This document is provided in relation to Morgan Stanley Investment 
Management ( Japan) Co., Ltd. (“MSIMJ”)’s business with respect to 
discretionary investment management agreements (“IMA”) and investment 
advisory agreements (“IAA”) and is not for the purpose of a recommendation 
or solicitation of transactions or offers with respect to any particular 
financial instruments.
Under an IMA, with respect to management of assets of a client, the client 
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make all investment decisions based on an analysis of the value, etc. of the 
securities, and MSIMJ accepts such commission. The client shall delegate to 
MSIMJ the authorities necessary for making investments. MSIMJ exercises 
the delegated authorities based on investment decisions of MSIMJ, and the 
client shall not make individual instructions.
The management of trust assets is subject to risks such as price fluctuation 
risk of shares or other securities, etc. incorporated in the trust assets. Other 
risks may include, but not limited to, credit risk, liquidity risk, currency risk, 
risk that arises from derivative transactions, and country risk. All profits and 
losses arising from the management of trust assets belong to the clients; 
principal is not guaranteed, and a loss of principal may occur. Please consider 
the investment objectives and nature of risks before investing.
As an investment advisory fee for an IAA or an IMA, the amount of assets 
subject to the contract multiplied by a certain rate (the upper limit is 2.16% 
per annum (including tax)) shall be incurred in proportion to the contract 
period. In addition, for some strategies, a contingency fee may be incurred 
in addition to the fee mentioned above. As other costs, indirect charges 
may be incurred, such as brokerage commissions for incorporated securities, 
costs required for futures or options transactions, costs for custody of 
securities, etc. Since these charges and expenses are different depending 
on the contract details and other factors, MSIMJ cannot present the rates, 
upper limits, etc. in advance.
The clients should read the Documents Provided Prior to the Conclusion 
of a Contract carefully before executing an IMA.
This document is disseminated in Japan by MSIMJ, Registered No. 410 (Director 
of Kanto Local Finance Bureau (Financial Instruments Firms)), Membership: 
The Investment Trusts Association, Japan, the Japan Investment Advisers 
Association and the Type II Financial Instruments Firms Association.
U.S.: A separately managed account may not be suitable for all investors. 
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information about the investment manager, please refer to Form ADV Part 2.

Please consider the investment objective, risks, charges and expenses 
of the fund carefully before investing. The prospectus contains 
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Please read the prospectus carefully before investing.
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applicable licensor. Any product based on an index is in no way sponsored, 
endorsed, sold or promoted by the applicable licensor and it shall not have 
any liability with respect thereto.
MSIM has not authorised financial intermediaries to use and to distribute 
this document, unless such use and distribution is made in accordance 
with applicable law and regulation. Additionally, financial intermediaries 
are required to satisfy themselves that the information in this document 
is suitable for any person to whom they provide this document in view of 
that person’s circumstances and purpose. MSIM shall not be liable for, and 
accepts no liability for, the use or misuse of this document by any such 
financial intermediary.
This document may be translated into other languages. Where such a 
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