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KEY TAKEAWAYS
  �We believe investment professionals should 

consider modifying their management approach, 
one that is better suited for a new market regime.

  �Why now? The structure of the market has 
changed, where correlation risks are now higher. 
Managers should adapt or potentially face 
suboptimal results.

  �The keys are fresh portfolio construction and 
implementation techniques with an overriding goal  
of improved risk-adjusted returns.

Today’s new interest rate and inflation regime deviates significantly from 
the past 40 years. As such we believe investment professionals should 
consider modifying their investment process with unique portfolio 
construction and implementation techniques discussed in this paper. 

The downward interest rate cycle from 1981 – 2021 spurred a massive bull 
market in bonds. The bad news is that this has now come to a screeching halt 
and changes everything, as interest rates have risen well above their previous 
lows, making diversification between stocks and bonds problematic. The 
good news is that we offer what we believe is a viable solution. 

Managing Client Money in a New Market Regime
When investment professionals manage their client’s money, diversification 
of assets is often a primary goal, combined with some element of 
predictably. We find that high net worth investors in particular like a 
“smooth ride,” with low volatility and the minimization of downside 
participation. In short, they don’t want to lose money. We believe that in 
order to do this, a flexible weighting between fixed income and equities 
must be actively managed to deliver meaningful alpha, as opposed to 
passively generating market beta, with target returns, risk considerations 
and changes in market regime top of mind.
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One such change in market regime is 
that we expect is that the correlation 
between fixed income and equity 
returns will be much higher than they 
have been over the past few decades. 
Display 1 illustrates the long-term 
correlation of returns between stocks 
and bonds, where correlations have 
risen sharply over the past several 
years—and where we think they are 
likely to stay. We expect this to be 
the case because one of the primary 
drivers of rising correlations is the 
interest rate and inflation cycle, and 
their combined effect on bond returns. 

During periods like the late 1940s 
and into the 1950s, there were 
policies designed to suppress interest 
rates and increase nominal GDP in 
order to pay off the deficit the U.S. 
accumulated during World War II. As 
a result, correlations fell during this 
period. Then in the 1960s and 70s 
bond yields were allowed to rise and 
later accelerated when inflation took 
root. This had the effect of increasing 
stock and bond return correlations 
from lower to higher levels across 
both decades, where the interest rate 
and inflation cycles were key drivers of 
that rise. 

Similarly, correlations declined as 
interest rates and inflation fell due 
to globalization policies that began in 
the late 1990s. Correlations declined 
further with the introduction of 
the quantitative easing that greatly 
suppressed interest rates because 
of the global financial crisis of 2007-
2009. Now that the policies designed 
to keep interest rates low have 
lapsed, combined with the fact that 
inflation has now become a tangible 
risk, we may likely see these return 
correlations rise and stay elevated for 
an extended period. This constitutes 
a regime change, namely a higher 
inflation regime alongside higher 
equity-bond return correlations 
(Display 2).

One of the most important 
observations from Display 1 is that it 
is neither normal—nor common— 

for bonds to be a natural hedge for 
equities. Instead, their relationship is 
highly regime-dependent and reliant 
on exogenous factors like policy and 
otherwise. Many may think the latest 
40-year period is the “way things 
will continue to be” and that we may 
eventually revert to the norm of this 
most recent past. 

However, we think differently about 
this scenario and are looking for 
innovative investment solutions 
outside of what may commonly be 
thought of as the norm. In other 
words, a greater allocation to bonds 
may not consistently mean less risk 
for returns. The balance of risks 
may likely vary more over time 

DISPLAY 1
Bonds Are Not a Natural Hedge to Equities
High Return Correlations Are Common
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Source: 3-year and 10-year rolling correlations. Shiller, Bloomberg, Macrobond, MSIM. As of 
September 30, 2024. Bonds are represented by aggregate U.S. Treasury returns sourced from 
Robert Shiller, “A History of Interest Rates”; equities by the S&P 500. Forecasts/estimates are 
based on current market conditions, subject to change, and may not necessarily come to pass. 
Indexes are shown for illustrative purposes only and do not include any expenses, fees or sales 
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of future results.

DISPLAY 2 
Inflation Is the Key Driver of Equity-Bond Correlation
S&P 500 and U.S. 10-year Treasury Total Return Correlation by Inflation Decile
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because bond returns are less stable. 
This could emerge from a set of 
parameters in which we see stronger 
growth that benefits equities, but 
includes modestly rising inflation 
that ultimately detracts from bond 
returns, something which has already 
started (Display 3). Our view is 
that it requires a recognition of this 
regime change and the flexibility to 
make an adjustment to managing 
money. Why? Mainly because a static 
balance of equities and bond—e.g., 
the traditional 60/40 portfolio—
may very well be suboptimal when 
interest rates no longer trend lower. 

Now, being active and reducing risk 
may run counter to each other in the 
eyes of some investors. However, 
our analysis reveals that in an 
environment of changing interest 
rates, inflation and policy, active 
management, coupled with an eye 
toward reducing risk, need not 
conflict. In fact, we strongly believe 
they complement each other.

Being Active Also Means 
Identifying When To Switch 
Between Regimes
Active management is often thought 
of as being focused on changing 
allocations between bonds and 
equities to reflect a change, or 
anticipated change, in the markets. 
Today though, it is thought of 
differently. We believe being active 
now means that a manager should 
change their approach to reflect 
regime changes.

1. 	 RISK CONTROL – VOLATILITY-MANAGED 

PORTFOLIOS TEND TO PERFORM  

WELL OVER TIME. 

We believe forecasting volatility 
is an important component of 
an investment approach, namely 
understanding the underlying 
risk of each asset class, and as 
importantly, the risk relationship 
between them. Since market 
volatility is more predictable 
than directional market changes, 

managing the volatility of returns 
can create value through increased 
exposure to compounding and the 
trending nature of markets. 

But understanding the broader 
volatility characteristics of the 
total portfolio is an enhancement 
we employ to provide greater 
predictability in the potential for 
downside returns. Lowering this 
uncertainty is designed to allow for 
the benefit of compounding returns 
over time. 

It should be noted that actively 
managing volatility is different from 
benchmark-driven portfolios. As we 
see it, actively managing volatility 
is preferable to benchmark-driven 
portfolios that rebalance passively 
based on returns driven by markets. 
As such, if higher volatility is 
associated with negative returns, 
then benchmark portfolios often 
instead unwittingly increase their 
allocation to assets with a higher 
risk profile.

2. 	REGIME DEPENDENCE – TACTICAL 

MANAGEMENT IS A REQUIREMENT IN 

THE CURRENT ENVIRONMENT OF HIGHER 

RATES, INFLATION AND UNCERTAINTY. 

As mentioned, the ability to identify 
market regimes is critical when 

determining whether a volatility 
or benchmark-based approach 
may provide better results. The 
foundation for these two distinct 
approaches differs based on 
whether the market is trending, or 
reverting to a norm. 

For example, when rates were low, 
the market was in a sustained period 
of low volatility that was predictable 
and led to periods of trending. When 
central banks, like the Fed, started 
to increase rates, we observed 
movement back to a more uncertain 
market with a greater propensity for 
mean reversion. 

The point to be made is that the 
ability to recognize the fluctuations 
between these two regimes is 
key to running a successful risk-
balanced strategy. Yes, we want to 
be risk-balanced, but also aware of 
the importance of benchmarks in 
strongly reverting periods. Tactical 
management helps us to both take 
advantage of opportunities—and 
avoid risks. 

3. 	 IMPLEMENTATION – ACTIVE 

MANAGEMENT IS A MECHANISM 

DESIGNED TO DRIVE OUTPERFORMANCE, 

BUT SHOULD BE DONE IN A SELECTIVE 

AND INTEGRATED WAY.

DISPLAY 3 
Bond Returns Aren’t What They Used To Be
Lower Expected Returns Offer Fewer Diversification Benefits
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Source: As of March 31, 2024. Annualized 5-year rolling bond returns as represented by the 
Bloomberg Aggregate Bond Index. Index definitions can be found in the disclosure section. The 
indexes do not include any expenses, fees or sales charges, which would lower performance. 
Forecasts/estimates are based on current market conditions, subject to change, and may not 
necessarily come to pass. The index is unmanaged and should not be considered an investment. It 
is not possible to invest directly in an index. Past performance is no guarantee of future results.
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Investors often rely on active 
management to derive alpha (as 
opposed to beta, which is merely 
derived from market exposure). 
In this respect, we have observed 
positive and persistent alpha in 
various markets, but it does come 
with a number of challenges. 
Specifically, the issue associated 
with alpha is that it is not made 
available equally, or efficiently, 
across all active strategies. 

Alpha is commonly derived from 
pure security selection and 
market timing. Investors have 
differing abilities in identifying, 
and then relying, on these 
different sources of return. The 
consistent identification of alpha-
based returns involves our use of 
sophisticated factor models and 
bottoms-up holdings analysis to 
assess performance.

4. 	PORTFOLIO CONSTRUCTION – COMBINING 

THESE COMPLEXITIES INTO A PORTFOLIO 

REQUIRES AN INTEGRATED APPROACH.

The complexity of sources and 
variation of returns means that 
the process of building a portfolio 
must be integrated. The traditional 
approach to portfolio construction 
with active managers is to choose 
managers based on all their sources 
of return, such that beta is chosen 
first and alpha then sourced. 
The consequence here is that 
less-efficient alpha sources are 
chosen with little regard for their 
interaction with each other. 

One can do things differently by 
starting with alpha and recognizing 
that alpha will bring with it both 
beta and factor biases. The most 
efficient alpha source is then 
constructed in a way designed to 
maximize areas where alpha can 
be sourced efficiently, but also 
leverage the potential benefit of 
their alpha diversification. 

Markets have three degrees of 
freedom: they can trend higher, 
trend lower or move sideways. 
Said differently, either a market is 
trending or reverting to the mean. 
Many strategies are designed 
rigidly to perform better in one 
environment or the other. We 
feel it is best to have an approach 
designed to take advantage of the 
opportunities of both regimes. In 
the end, the choice is not either/or, 
but both. 

Understand that one regime is not 
necessarily better than the other. 
Instead, the ability to be flexible 
and reposition between regimes 
may be optimal and produce better 
results over time. Skill is required 
to identify which regime the 
markets are in or, as importantly, 
heading into. For example one 
can amplify the momentum 
characteristics of a strategy when 
the market is trending, but then 

can also adjust in a mean-reverting 
regime when markets are trendless.

Conclusion
As markets evolve, investment 
professionals must evolve with them 
and consider elements of a modified 
management approach better suited 
for a new market regime. We believe 
the efficient frontier, which illustrates 
the relationship between risk and 
return, has shifted down and toward 
the right, making it harder to achieve 
the same risk-adjusted returns 
experienced from 1988 – March 2024 
(Display 4).

The structure of the market has 
changed, where correlation risks are 
now higher. Investment professionals 
should adapt or potentially face 
suboptimal results. In our mind, the 
keys are a fresh look at portfolio 
construction and implementation 
techniques with an overriding goal of 
improved risk-adjusted returns. 

DISPLAY 4 
The Downward Shift in the Efficient Frontier Requires a Change in 
Management Techniques To Achieve Target Returns
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Source: Bloomberg, MSIM Capital Markets Group. As of March 31, 2024. Bonds are represented 
by the Bloomberg U.S. Aggregate Bond Index; equities are represented by the S&P 500 Index. 
Historical Frontier covers period from February 1988 – March 2024. Projected frontier is an 
illustration based on PSG’s long term CMA assumptions. Index definitions can be found in the 
disclosure section. Forecasts/estimates are based on current market conditions, subject to change, 
and may not necessarily come to pass. The indexes do not include any expenses, fees or sales 
charges, which would lower performance. The index is unmanaged and should not be considered 
an investment. It is not possible to invest directly in an index. Past performance is no guarantee 
of future results.
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Risk Considerations
There is no assurance that the strategy 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 that the value of portfolio shares may therefore 
be less than what you paid for them. Market values can change daily due to economic and other events (e.g. natural disasters, health 
crises, terrorism, conflicts and social unrest) that affect markets, countries, companies or governments. It is difficult to predict the 
timing, duration, and potential adverse effects (e.g. portfolio liquidity) of events. Accordingly, you can lose money investing in this 
portfolio. Please be aware that this strategy may be subject to certain additional risks. There is the risk that the Adviser’s asset 
allocation methodology and assumptions regarding the underlying portfolios may be incorrect in light of actual market conditions and 
the portfolio may not achieve its investment objective. Share prices also tend to be volatile and there is a significant possibility of loss. 
The portfolio’s investments in commodity-linked notes involve substantial risks, including risk of loss of a significant portion of their 
principal value. In addition to commodity risk, they may be subject to additional special risks, such as risk of loss of interest and principal, 
lack of secondary market and risk of greater volatility, that do not affect traditional equity and debt securities. Currency fluctuations 
could erase investment gains or add to investment losses. 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 a rising interest-rate environment, bond prices may fall and may result in periods of volatility 
and increased portfolio redemptions. In a declining interest-rate environment, the portfolio may generate less income. Longer-term 
securities may be more sensitive to interest rate changes. Equity and foreign securities are generally more volatile than fixed income 
securities and are subject to currency, political, economic and market risks. Equity values fluctuate in response to activities specific to 
a company. Stocks of small-capitalization companies carry special risks, such as limited product lines, markets and financial resources, 
and greater market volatility than securities of larger, more established companies. The risks of investing in emerging market countries 
are greater than risks associated with investments in foreign developed markets. Exchange traded funds (ETFs) shares have many of 
the same risks as direct investments in common stocks or bonds and their market value will fluctuate as the value of the underlying 
index does. By investing in ETFs and other investment funds, the portfolio absorbs both its own expenses and those of the ETFs and 
investment funds it invests in. Supply and demand for ETFs and Investment Funds may not be correlated to that of the underlying 
securities. Derivative instruments can be illiquid, may disproportionately increase losses and may have a potentially large negative 
impact on the portfolio’s performance. A currency forward is a hedging tool that does not involve any upfront payment. The use of 
leverage may increase volatility in the Portfolio. Diversification does not protect you against a loss in a particular market; however, it 
allows you to spread that risk across various asset classes.

DEFINITIONS 
The S&P 500® Index measures the performance of the large cap segment 
of the U.S. equities market, covering approximately 75% of the U.S. equities 
market. The index includes 500 leading companies in leading industries 
of the U.S. economy.
The Bloomberg U.S. Aggregate Bond Index is an index comprised of 
approximately 6,000 publicly traded bonds including United States 
government, mortgage-backed, corporate and Yankee bonds with an 
average maturity of approximately 10 years.

IMPORTANT DISCLOSURES
Past performance is no guarantee of future results. The returns referred 
to herein are those of representative indices and are not meant to depict 
the performance of a specific investment.
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.
A separately managed account may not be appropriate for all investors. 
Separate accounts managed according to the particular Strategy may include 
securities that may not necessarily track the performance of a particular 
index. Please consider the investment objectives, risks and fees of the 
Strategy carefully before investing. A minimum asset level is required.
For important information about the investment managers, please refer 
to Form ADV Part 2.
The views and opinions and/or analysis 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 without notice due to market or economic 
conditions and may not necessarily come to pass. 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 
investment personnel at Morgan Stanley Investment Management (MSIM) 
and its subsidiaries and affiliates (collectively “the Firm”), 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 or the investment team. These conclusions are speculative in 
nature, may not come to pass and are not intended to predict the future 
performance of any specific strategy or product the Firm offers. Future 
results may differ significantly depending on factors such as changes in 
securities or financial markets or general economic conditions.

This material has been prepared on the basis of publicly available information, 
internally developed data and other third-party sources believed to be 
reliable. However, no assurances are provided regarding the reliability 
of such information and the Firm has not sought to independently verify 
information taken from public and third-party sources.
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.
Charts and graphs provided herein are for illustrative purposes only. Past 
performance is no guarantee of future results.
The indexes are unmanaged and do not include any expenses, fees or sales 
charges. It is not possible to invest directly in an index. Any index referred 
to herein is the intellectual property (including registered trademarks) 
of the 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.
This material is not a product of Morgan Stanley’s Research Department 
and should not be regarded as a research material or a recommendation.
The Firm has not authorised financial intermediaries to use and to distribute 
this material, 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 material is 
appropriate for any person to whom they provide this material in view of 
that person’s circumstances and purpose. The Firm shall not be liable for, 
and accepts no liability for, the use or misuse of this material by any such 
financial intermediary.
This material may be translated into other languages. Where such a 
translation is made this English version remains definitive. If there are any 
discrepancies between the English version and any version of this material 
in another language, the English version shall prevail.
The whole or any part of this material may not be directly or indirectly 
reproduced, copied, modified, used to create a derivative work, performed, 
displayed, published, posted, licensed, framed, distributed or transmitted 
or any of its contents disclosed to third parties without the Firm’s express 
written consent. This material may not be linked to unless such hyperlink 
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persons who qualify as a “wholesale client” (as defined in the Corporations 
Act). This material will not be lodged with the Australian Securities and 
Investments Commission.
Japan: For professional investors, this material is circulated or distributed for 
informational purposes only. For those who are not professional investors, this 
material 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”). This is not for the purpose of a recommendation or solicitation of 
transactions or offers any particular financial instruments. Under an IMA, 
with respect to management of assets of a client, the client prescribes 
basic management policies in advance and commissions MSIMJ to 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 investment. MSIMJ exercises 
the delegated authorities based on investment decisions of MSIMJ, and the 
client shall not make individual instructions. All investment profits and 
losses belong to the clients; principal is not guaranteed. 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 2.20% per annum 
(including tax)) shall be incurred in proportion to the contract period. For 
some strategies, a contingency fee may be incurred in addition to the fee 
mentioned above. Indirect charges also may be incurred, such as brokerage 
commissions for incorporated securities. Since these charges and expenses 
are different depending on a contract and other factors, MSIMJ cannot 
present the rates, upper limits, etc. in advance. All clients should read the 
Documents Provided Prior to the Conclusion of a Contract carefully before 
executing an agreement. This material is disseminated in Japan by MSIMJ, 
Registered No. 410 (Director of Kanto Local Finance Bureau (Financial 
Instruments Firms)), Membership: the Japan Securities Dealers Association, 
The Investment Trusts Association, Japan, the Japan Investment Advisers 
Association and the Type II Financial Instruments Firms Association.

http://www.morganstanley.com/im



