
How Higher Yields and Growing Alpha 
Opportunities Can Lift Hedge Funds

With yields on cash and short-term fixed income 
investments hovering near decade highs, investors 
must adjust to a new interest rate regime, prompting 
asset allocation decisions that have not existed in years 
(Display 1). 

While higher yields pose potential challenges for equities, they clearly 
enhance the return potential for beleaguered fixed income. And as we shall 
discuss, key hedge fund strategies like short selling and derivative-oriented 
portfolios, also gain a tailwind as rates rise.
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KEY TAKEAWAYS 

	� The resurgence of fixed-income 
yields over the past 18 months 
provides a tailwind for a number of 
hedge fund strategies that have 
significant unencumbered 
cash balances.

	� Long/short equity and credit funds 
are examples of strategies earning 
more on their cash collateral 
posted for short selling. Similarly, 
futures and other derivatives-based 
strategies are earning more on cash 
balances in excess of their margin 
requirements.

	� Hedge funds are also benefiting 
from growing alpha opportunities, 
thanks to a wider dispersion of 
returns. Following macroeconomic 
uncertainty that drove asset 
correlations higher in 2022, the 
focus is returning to 
microeconomic, asset class and 
issuer specifics—a boon for 
managers seeking to leverage their 
proprietary research.

	� We believe these trends suggest 
that investors should review 
portfolio allocations, in light of the 
greater potential we currently see 
in fixed-income and hedge funds, 
relative to equities.

DISPLAY 1 
Rising Yields Have Created Asset Allocation Challenges that Investors 
Haven’t Faced in Decades
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Improved Environment for 
Short Selling 
Both long/short equity and credit funds 
directly benefit from higher yields on 
cash via an improved environment for 
short selling. Consider this example: 
a long/short equity fund with a 90% 
gross long exposure and 60% gross 
short exposure would have total gross 
exposure of 150% and a resulting net 
equity exposure of 30%. 

Beginning with the short book: the 
fund would earn a short rebate 
(interest on cash held as collateral 
for short sales) on the 60% of NAV 
sold short, less dividends and a spread 
to the risk-free rate charged by the 
securities lender (Display 2). Thus, the 
hedge fund earns roughly the risk-free 
rate on 60% of NAV.

Moving to the long book: the 90% 
long exposure was fully paid for using 
the fund’s balance sheet, leaving the 
portfolio with 10% of NAV in cash to 
earn money market yields at a positive 
spread to the overnight risk-free rate. 
Thus, inclusive of dividends received 
from long positions, the hedge fund 
may expect to earn approximately the 
risk-free rate on 70% of NAV. In this 

example, the long/short equity fund 
may begin with a 0.7 beta to the risk-
free rate of return. 

Not only has the short rebate increased 
on a standalone basis via higher cash 
yields, it also has increased relative 
to dividend yields. Short sellers are 
obligated to pay dividends received 
during the short sale period to the 
securities lender and, as discussed, the 
securities lender pays the securities 
borrower a yield in exchange for cash 
collateral. If dividends paid to the lender 

exceed the short rebate received, the 
short seller has effectively borne an 
excess cost, directly lowering trading 
returns. This dynamic, which was 
prevalent for much of the past two 
decades, has recently flipped: for the 
first time since 2008, a typical short 
rebate has persistently exceeded the 
dividend yield on the S&P 500, by an 
average of 1.7% for the last 11 months. 

The benefits of the higher cash yields 
and increased short rebate are tangible: 
the average monthly return of long/

DISPLAY 3 
Short Rebate Exceeds Dividend Yield for the First Time Since 2008
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DISPLAY 2
The Short-Selling Process
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short equity hedge fund managers 
during periods of high Fed Funds rates 
(defined as effective Fed Funds rates 
>5%) is more than 100 basis points 
higher than the average monthly return 
during periods of low Fed Funds rates. 

Higher Cash Yields Feed Directly 
to Hedge Fund Bottom Lines 
Managers of other hedge fund 
strategies, such as those employing 
futures and other derivatives-based 
strategies, can also directly benefit 
from these higher yields via increased 
income on unencumbered cash 
positions—any amount in excess of 
what is posted as margin. 

For instance, consider a global macro 
fund that invests largely in very liquid, 
over-the-counter (OTC) instruments, 

which are not typically subject to high 
margin requirements or haircut levels. 
These funds may hold unencumbered 
cash levels of 50%-70% or more of 
NAV, which can be invested in short-
term U.S. Treasuries or other money 
market instruments earning high 
standard cash rates.

Likewise, fixed income relative value 
strategies with higher levels of gross 
exposure, such as liquid portfolios 
focused on government bonds and 
related interest rate products, tend to 
have unencumbered cash levels as high 
as 40%-60% of NAV. For these market 
neutral strategies, we can reasonably 
expect a 0.4-0.6 beta to base rates.

The tailwind of higher cash yields 
can be even more pronounced for 
funds employing purely futures-based 

strategies. Typically, only a small share 
of these funds’ assets may be utilized 
for margin purposes, often amounting 
to less than 10% of NAV. The remaining 
90% of NAV or more can be counted 
as unencumbered cash and similarly 
invested in short-term products earning 
high yields. As a minimum starting point, 
one can reasonably expect this type 
of portfolio to exhibit a beta of 0.9 or 
greater to the risk-free rate. 

As Dispersion Rises, Alpha 
Opportunities Increase
Of course, investors will not be pleased 
with net returns that simply match what 
can be earned in a savings accounts; 
managers must deliver alpha above and 
beyond these cash yields. Fortunately, 
the new higher-rate regime coincides 
with greater dispersion of asset returns. 
In our opinion, this environment raises 
both the potential floor and ceiling for 
hedge fund returns. 

For perspective, recall that in 2022, 
macroeconomic uncertainty gripped 
investors, who drove rates—and 
rate volatility—higher. The singular 
focus on macroeconomic factors also 
helped push cross asset correlations 
to extremes for much of the year, 
touching 47% in November.

Now, as investors assess the disparate 
impacts of this higher rate regime at 
the asset class, sector and individual 
issuer level, market dynamics and price 
movements have begun to shift from a 
macro to micro-orientation. In fact, we 
have seen cross asset correlations fall and 
levels of dispersion across markets and 
geographies rise, creating, in our view, rich 
opportunities for alpha generation.

Wider trading ranges at the individual 
asset and security level, and dispersion 
both within and across sectors, 
geographies and asset classes may 
support potential alpha returns from 
directional and relative value hedge fund 
strategies alike. As a matter of course, 

DISPLAY 4
Long/Short Fund Returns Have Tended to Increase Along with Fed Funds Rates
The effect of improved environment for short selling is borne out in long/short equity fund returns

EFFECTIVE FED FUNDS  
RATE RANGE

AVERAGE MONTHLY RETURN OF  
HFRX EQUITY HEDGE INDEX 

Low (0%-3%) 0.14%

Mid range (3%-5%) 0.89%

High (>5%) 1.24% 
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DISPLAY 5 
Equity Dispersion Remains Elevated Amidst Supportive Environmental Factors
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long/short trading strategies rely on 
precisely these types of differentials in 
prices, fundamentals, and performance 
to produce investment profits. 

While certain balance-sheet-intensive 
and higher-gross-exposure hedge fund 
strategies may derive relatively less 
direct benefit from the greater cash 
yields, we believe the wider dispersion 
of returns is a big positive for them. 
For example, such strategies will 
likely have enhanced opportunities to 
generate alpha through fundamental 

security selection, as well as through 
discretionary and algorithmic trading 
strategies that seek to capitalize on 
relative value opportunities. 

Alpha opportunities abound 
We can see evidence for the new 
regime of wider return dispersion in 
2023’s strong equity markets. Display 
5 shows clear alpha winners, with 
signs that fundamental analysis has 
driven stock performance to a large 
degree—a dynamic we expect to 

continue as equity dispersion and stock 
specific risk have broadly risen. 

Similarly, credit markets have seen 
dispersion rise to above-average levels, 
as this higher rate environment creates 
a divergence in credit risk by issuer. 

A Fresh Look at Asset Allocation
The utility of fixed income or cash-
like investments was called into 
question for much of the post-COVID 
era, as interest rates reached record 
lows and the correlation relationship 
between stocks and bonds that formed 
the bedrock of a traditional 60/40 
portfolio failed in spectacular fashion.

Today, roughly two years after 
bottoming, short end rates are hovering 
at greater than 5%, prompting asset 
allocation trade-offs that have not arisen 
in decades. Stock prices face headwinds 
of limited corporate sales growth and 
capacity for margin gains, and still 
relatively tight equity risk premium.

Meanwhile, cash instruments and 
money market funds offer yields of 5% 
or greater and medium duration fixed 
income investments now offer mid- to 
high single digit yields spanning the 
credit curve. Put simply, bonds look 
more attractive than in recent years, on 
both an absolute basis and in a portfolio 
utility context, while, in our view, equity 
markets could face more pressure.

Many of the dynamics that have made 
fixed income look attractive again 
also benefit hedge funds, which enjoy 
the added benefit of an attractive, 
fundamentally driven environment 
with opportunity for robust alpha 
generation. As we move into this next 
phase of the cycle, we remain confident 
in the high potential of these alpha 
oriented and non-correlated strategies. 
We believe the time is ripe for a fresh 
look at the role of hedge funds in 
portfolio allocations. 

DISPLAY 6 
In 2023, Alpha has Resumed its Role as Primary Performance Driver
Rolling stock specific risk
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DISPLAY 7 
Dispersion in the High-Yield Market Also Points to Alpha Opportunities
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Risk Considerations
Diversification does not eliminate the risk of loss.

DEFINITIONS
HFRI 500 Fund Weighted Composite Index: global, equal-weighted index of 
the largest hedge funds that report to the HFR Database which are open to new 
investments and offer quarterly liquidity or better. The index constituents are 
classified into Equity Hedge, Event Driven, Macro or Relative Value strategies.
HFRI Equity Hedge (Total) Index: Investment Managers who maintain positions 
both long and short in primarily equity and equity derivative securities. A wide 
variety of investment processes can be employed to arrive at an investment 
decision, including both quantitative and fundamental techniques; strategies 
can be broadly diversified or narrowly focused on specific sectors and can 
range broadly in terms of levels of net exposure, leverage employed, holding 
period, concentrations of market capitalizations and valuation ranges of typical 
portfolios. EH managers would typically maintain at least 50% exposure to, 
and may in some cases be entirely invested in, equities, both long and short.
HFRI Event-Driven (Total) Index: Investment Managers who maintain positions 
in companies currently or prospectively involved in corporate transactions of 
a wide variety including but not limited to mergers, restructurings, financial 
distress, tender offers, shareholder buybacks, debt exchanges, security 
issuance or other capital structure adjustments. Security types can range 
from most senior in the capital structure to most junior or subordinated, 
and frequently involve additional derivative securities. Event Driven exposure 
includes a combination of sensitivities to equity markets, credit markets and 
idiosyncratic, company specific developments. Investment theses are typically 
predicated on fundamental characteristics (as opposed to quantitative), with 
the realization of the thesis predicated on a specific development exogenous 
to the existing capital structure.
HFRI Macro (Total) Index: Investment Managers which trade a broad range 
of strategies in which the investment process is predicated on movements 
in underlying economic variables and the impact these have on equity, fixed 
income, hard currency and commodity markets. Managers employ a variety 
of techniques, both discretionary and systematic analysis, combinations of 
top down and bottom up theses, quantitative and fundamental approaches 
and long and short term holding periods. Although some strategies employ 
RV techniques, Macro strategies are distinct from RV strategies in that the 
primary investment thesis is predicated on predicted or future movements in 
the underlying instruments, rather than realization of a valuation discrepancy 
between securities. In a similar way, while both Macro and equity hedge managers 
may hold equity securities, the overriding investment thesis is predicated on 
the impact movements in underlying macroeconomic variables may have on 
security prices, as opposes to EH, in which the fundamental characteristics on 
the company are the most significant are integral to investment thesis.
HFRI Relative Value (Total) Index : Investment Managers who maintain 
positions in which the investment thesis is predicated on realization of 
a valuation discrepancy in the relationship between multiple securities. 
Managers employ a variety of fundamental and quantitative techniques to 
establish investment theses, and security types range broadly across equity, 
fixed income, derivative or other security types. Fixed income strategies are 
typically quantitatively driven to measure the existing relationship between 
instruments and, in some cases, identify attractive positions in which the 
risk adjusted spread between these instruments represents an attractive 
opportunity for the investment manager. RV position may be involved in 
corporate transactions also, but as opposed to ED exposures, the investment 
thesis is predicated on realization of a pricing discrepancy between related 
securities, as opposed to the outcome of the corporate transaction.
MSCI World Index: a free float adjusted market capitalization weighted 
index that is designed to measure the global equity market performance of 
developed markets. The term “free float” represents the portion of shares 
outstanding that are deemed to be available for purchase in the public equity 
markets by investors. The performance of the Index is listed in U.S. dollars 
and assumes reinvestment of net dividends.

IMPORTANT INFORMATION 
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 
is for personal and non-commercial use. All information contained herein 
is proprietary and is protected under copyright and other applicable law.

DISTRIBUTION
This material is only intended for and will only be distributed to persons 
resident in jurisdictions where such distribution or availability would not 
be contrary to local laws or regulations. 
MSIM, the asset management division of Morgan Stanley (NYSE: MS), and 
its affiliates have arrangements in place to market each other’s products and 
services. Each MSIM affiliate is regulated as appropriate in the jurisdiction 
it operates. MSIM’s affiliates are: Eaton Vance Management (International) 
Limited, Eaton Vance Advisers International Ltd, Calvert Research and 
Management, Eaton Vance Management, Parametric Portfolio Associates 
LLC, and Atlanta Capital Management LLC.
This material has been issued by any one or more of the following entities: 
EMEA 
This material is for Professional Clients/Accredited Investors only. 
In the EU, MSIM and Eaton Vance materials are issued by MSIM Fund Management 
(Ireland) Limited (“FMIL”). FMIL is regulated by the Central Bank of Ireland and 
is incorporated in Ireland as a private company limited by shares with company 
registration number 616661 and has its registered address at The Observatory, 
7-11 Sir John Rogerson’s Quay, Dublin 2, D02 VC42, Ireland. 
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Outside the EU, MSIM materials are issued by Morgan Stanley Investment 
Management Limited (MSIM Ltd) 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. 
In Switzerland, MSIM materials are issued by Morgan Stanley & Co. International 
plc, London (Zurich Branch) Authorised and regulated by the Eidgenössische 
Finanzmarktaufsicht (“FINMA”). Registered Office: Beethovenstrasse 33, 
8002 Zurich, Switzerland. 
Outside the US and EU, Eaton Vance materials are issued by Eaton Vance 
Management (International) Limited (“EVMI”) 125 Old Broad Street, London, 
EC2N 1AR, UK, which is authorised and regulated in the United Kingdom by 
the Financial Conduct Authority. 
Italy : MSIM FMIL (Milan Branch), (Sede Secondaria di Milano) Palazzo 
Serbelloni Corso Venezia, 16 20121 Milano, Italy. The Netherlands: MSIM FMIL 
(Amsterdam Branch), Rembrandt Tower, 11th Floor Amstelplein 1 1096HA, 
Netherlands. France: MSIM FMIL (Paris Branch), 61 rue de Monceau 75008 
Paris, France. Spain: MSIM FMIL (Madrid Branch), Calle Serrano 55, 28006, 
Madrid, Spain. Germany: MSIM FMIL Frankfurt Branch, Große Gallusstraße 
18, 60312 Frankfurt am Main, Germany (Gattung: Zweigniederlassung (FDI) 
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in Hong Kong. Accordingly, save where an exemption is available under the 
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at, or made available to, the public in Hong Kong. Singapore: This material is 
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Futures Act, Chapter 289 of Singapore (“SFA”); or (iv) otherwise pursuant to, 
and in accordance with the conditions of, any other applicable provision of the 
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