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 Fixed-income portfolios relying on traditional strategic 
asset allocation models could be exposed to hidden risks. 

As most traditional active and passive strategies are 
benchmarked to the same indices, market participants 
can end up with significant holdings overlap and 
suboptimal portfolio allocations. This benchmarking 
strategy risks degrading performance namely through 

increased concentration across holdings, higher volatility, 
lower returns, or worse—a portfolio paying for alpha but 

only receiving beta. 

We believe that relaxing these benchmark constraints in 
fixed-income portfolios can generate true alpha and 

higher risk-adjusted returns. This can be achieved through 
allocations to unconstrained strategies that extend the 
investable universe across sub-asset classes in both 

public and private markets. We believe it is important to 
consider managers who approach portfolio construction 

from a bottom-up perspective, which can translate to 
differentiated investment portfolios with lower correlation 

and increased performance over time. 

Loosening constraints can also provide active managers
the flexibility to position portfolios dynamically throughout
the market cycle, minimizing default and other risks, and
creating new opportunities for potential alpha generation. 

In this paper, we examine how benchmarking issues can 
undermine performance in fixed-income portfolios. We 
also use an illustrative, simplified, non-optimized portfolio 
based on publicly available data to demonstrate how 
integrating less-constrained or unconstrained strategies 
can enhance long-term risk-adjusted returns.

KEY TAKEAWAYS

Paying for Alpha but Getting Beta?
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Go beyond the benchmark

Benchmark constraints in fixed income can have
unintended consequences

We believe the overall performance of a portfolio can be
enhanced by replacing part of their fixed-income exposure
with less-constrained or even unconstrained strategies. 
By loosening benchmark parameters, managers can have 
more latitude to implement their credit views and expand their
universe of potential investments, which can reduce overlap
with traditional fixed-income portfolios and create more
diversification. 

Going unconstrained can also allow managers to enhance 
portfolio yield and downside protection at each step along 
the credit-risk or duration spectrum. These benefits are 
particularly salient in the public markets—where market 
participants can pursue opportunities in a universe of asset 
classes that are not part of traditional benchmarks, thereby 
reducing correlation and increasing diversification. Loosening 
constraints can also allow market participants to expand 
opportunities beyond public markets by integrating private 
assets for additional yield enhancement.

Benchmark constraints can create unintended concentration 
in fixed-income portfolios and, as a result, undermine their
long-term alpha-generation potential. 

Most strategic asset-allocation frameworks used in fixed-
income portfolios today employ standard sub-class 
categorizations, such as “core”, “core plus”, and “high yield”. 
Those allocation decisions are traditionally expressed via 
the deployment of passive and active traditional strategies, 
the latter of which are often used with the primary goals of 
diversification and alpha generation. 

Passive strategies, by design, seek to replicate the performance 
of public benchmarks such as the Bloomberg US Corporate 
Bond Index or the ICE BofA High Yield Index. As a result, 
passive strategies’ holdings will, by definition, closely track the 
composition of the index and deliver low-fee beta exposure.

Active strategies look to add alpha by taking active positions 
and either underweighting or overweighting them relative to a 
specified benchmark. However, some active managers—in an 
effort to control tracking error—will refrain from taking high-
conviction positions that deviate significantly from the relevant 
benchmark’s holdings. This can create significant problems.

Typical core fixed-income portfolios, whether passive or 
active, are comprised of US Treasuries, government-related 
or corporate securities, fixed-rate agency mortgage-backed
securities (MBS), asset-backed securities (ABS), and agency or
non-agency commercial mortgage-backed securities (CMBS).
For those wanting a bit more return in their investment-grade
bucket, core-plus strategies often supplement these holdings
with residential mortgage-backed securities (RMBS), emerging-
market debt, collateralized debt obligations (CLOs), and
convertible bonds. While this may sound like a diversified
portfolio at first glance, given the proliferation of benchmarks
like the Bloomberg Global Aggregate Bond Index and tight
tracking budgets, when underlying portfolios of investment
managers are inspected—often they tend to look very similar
and have high correlations. 

First, while market participants typically employ a variety of
traditional active managers with differing investment styles 
and philosophies, commonalities in holdings created by
benchmarking can produce high levels of unintended
concentration in aggregate portfolios. 

Second, active managers through the adherence to tracking 
error budgets (which dictate how much managers can deviate 
from the benchmark) are sometimes forced to maintain sizable 
positions in assets in which they might have low conviction, 
such as a high allocation to low-quality credit (e.g., CCC-rated 
bonds) or have a high exposure to sectors that they may 
want to avoid. 

Third, it’s possible that by seeking to diversify their portfolios, 
market participants might end up owning both overweight and 
underweight positions compared to the index. That’s because 
benchmarked-focused investment managers typically only 
have a limited number of index-diverging bets they can make. 

The combination of these problems can significantly impact 
market participants’ performance. So how can a market 
participant overcome these issues and obtain true alpha when 
paying a manager for an actively managed portfolio?

Pushing for alpha in investment grade
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1 The ICE BofA US High Yield Index (H0A0) and the ICE BofA European High Yield Index (HE00) are benchmarks 
that held at least a 10% allocation of CCC-rated bonds in their portfolios as of September 30, 2023.

US INVESTMENT-GRADE CORPORATE

EUROPEAN INVESTMENT-GRADE CORPORATE

Sources: Bloomberg, Apollo Chief Economist. Data as of June 30, 2023. US investment-grade corporate is represented by the Bloomberg US Corporate
Bond Index. European investment-grade corporate is represented by the Bloomberg Pan-European Aggregate Bond Index.
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Beware of unintended risk in high yield

Exhibit 1: Benchmarks can be highly overweight in certain sectors

High-yield credit portfolios utilize an even narrower spectrum 
of assets comprising of securities with below-investment grade
ratings and high-yield CLO obligations, which can lead to even
greater levels of correlation across investment managers. 

Many of the most popular high-yield indices tend to include 
at least 10% of CCC-rated bonds.1 An active manager who 
foresees an economic recession and higher risk of default 
might want to reduce exposure to these low-rated bonds. 
However, because of tracking error budgets, the investment 
managers’ hands are effectively tied, and they may have to 
hold a portfolio that is carrying much more risk than they 
would want. 

In essence, we believe market participants in this strategy 
are paying active management fees to a manager who is only
delivering beta due to being “benchmarked”. The more
managers follow similar strategies, the more this issue
compounds until a market participant ends up with a simple
beta portfolio.

Allowing a wider funnel of opportunities can enable managers 
to invest across the full spectrum of high–yield credit such as 
global bond and loan markets, small and large companies, 
and across both corporate credit and asset-backed securities—
which can lead to a diversified, yet focused portfolio. 
Additionally, managers with proprietary sourcing capabilities 
can include private assets, which can potentially further 
increase yields.

We believe realizing the full benefits of an unconstrained approach can be achieved in two ways:

1. Market participants can broaden their investment universe constructing a portfolio. For example, financials have 
well beyond these standard categories, and consider almost a 50% weight in the Bloomberg Pan-European 

assets from both primary and secondary markets, as well as Aggregate Bond Index (Exhibit 1). An investment manager 
opportunities from financial institutions, financial sponsors, tied to a tight tracking error would be forced to hold a 
and strategic originators. These can include traditional significant allocation to this sector in any portfolio 

assets like bonds and loans, or more structured asset-benchmarked to this index. Holding such a large allocation 
backed securities, which are more complex but come with to financials during a period like the first quarter of 2023 

yield enhancement and downside protection. The universe when Silicon Valley Bank (SVB), Signature Bank, and 
can be expanded further by using proprietary sourcing Credit Suisse failed would have resulted in significant 
and origination platforms to unlock opportunities that are levels of volatility or even worse—losses to portfolios 

beyond the reach of some market participants. closely tracking the index. Therefore, even in investment 

2. Removing any form of tracking error so that investment grade, it pays to be selective and create portfolios from 
managers can fully express their credit views when a fundamental, unconstrained perspective.



Source: Apollo Analysts. Unconstrained investment-grade portfolio depicts a non-optimized investment-grade portfolio. The above information is solely
for educational, informational, and illustrative purposes only and should not be construed as investment advice. 

The information herein is provided for educational purposes only and should not be construed as financial or investment advice, nor should any information
in this document be relied on when making an investment decision. Opinions and views expressed reflect the current opinions and views of the authors and
Apollo Analysts as of the date hereof and are subject to change. Please see the end of this document for important disclosure information.

4

PAYING FOR ALPHA BUT GETTING BETA? 

SM-20231109-3223849-10233508

Exhibit 2 illustrates the expansionary power of an
unconstrained strategy by comparing the composition of 
a traditional portfolio benchmarked to the Bloomberg US
Aggregate Bond Index to that of an unconstrained investment-
grade portfolio. As shown on the left, the traditional portfolio
consists solely of public investment-grade credit assets, 
which are generally distributed across industry sectors and
developed market geographies for diversification purposes. 

On the right, we depict the composition of an unconstrained 
investment-grade portfolio, which expands the list of 

To obtain true alpha in investment portfolios versus “beta plus”,
we believe it is important for market participants to consider
managers who approach portfolio construction from a
bottom-up perspective. This is especially true when looking 
at high-yield credit which carries with it more default risk than
its investment-grade counterpart. We believe it is important for
market participants to consider managers who can articulate 
a view on each position in their portfolio—“this is why I want to
own this name”. We believe applying this mentality across a
wide sourcing funnel can lead to differentiated investment
portfolios with low correlations to indices that can generate
outperformance over time.

In other words, looser investment constraints pave the way for 
market participants to benefit from a much broader investable 
universe while also allowing active managers to execute their 
credit views fully, avoid security-selection pitfalls, and increase 

available asset types to include emerging markets, asset-
backed finance, and private assets. Expanding the universe to
include these categories opens the portfolio to include more
than a dozen additional sub-categories, including emerging-
market corporates, leveraged loans, CLOs, ABS, CMBS,
residential mortgage loans, and US and European high yield,
as well as private assets and strategies such as commercial
mortgage loans, and investment-grade private debt.

the odds of success by unlocking alpha on a security-by-
security basis. 

This expanded opportunity set can be realized across public 
and private markets, and we believe a well-rounded strategy 
can incorporate both when pursuing strong risk-adjusted 
returns over a cycle. We believe that combining a fundamental, 
unconstrained approach to public credit with the differentiated 
returns of private credit can increase diversification, minimize 
volatility, and enhance portfolio yield and long-term 
performance. 
In the next section, we will examine the makeup of some of 
the most common fixed-income benchmarks and illustrate, 
using indices as proxies, how allowing managers to implement 
an unconstrained approach to credit portfolio construction 
can benefit risk and return dynamics. 

Building an unconstrained portfolio

US Public Investment Grade
EU Public Investment Grade

US Public Investment Grade
EU Public Investment Grade

Emerging Markets
Asset-Backed Finance

Private Credit

Exhibit 2: Adopting an unconstrained mandate can unlock a huge universe of investment-grade assets

TRADITIONAL 
INVESTMENT-GRADE CREDIT PORTFOLIO

UNCONSTRAINED
INVESTMENT-GRADE PORTFOLIO



2 Source: ICE BofA. Data as of September 30, 2023.
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Source: Apollo Analysts. Traditional high-yield credit portfolio represented by weightings from the ICE BofA Single-B US High Yield Index. Unconstrained high-yield
portfolio depicts a non-optimized high-yield portfolio allocation. The above information is solely for educational, informational, and illustrative purposes only and
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Exhibit 3 conducts the same exercise for high yield. As shown
on the left, the traditional portfolio includes a mix of non-
investment-grade corporate bonds, typically with a relatively
heavy weighting to the consumer goods, communications,
and energy sectors. On the right, we depict a portfolio
constructed using an unconstrained approach. A portfolio
based on an unconstrained model could hold well more than 
a dozen asset types and sub-categories, including US high
yield, US loans, investment-grade credit, structured credit,
European high yield, European loans, emerging-market
corporates, residential and commercial real estate, as well 
as private corporate credit and asset-backed finance
investments. 

In both the investment-grade and high-yield portfolios, we 
believe broadening the opportunity set to a diversified basket 
of risk premia including credit, liquidity, and complexity— 

as well as lifting limitations to allow for the expression of a
manager’s views—can generate higher yields and create 
alpha potential. 

To illustrate how, we can return to our earlier example of an 
active high-yield manager positioning the portfolio for an 
expected economic recession. A manager following a 
constrained strategy is forced to maintain significant exposure 
to lower-rated assets that make up a large portion of the 
high-yield index, even if their view is that a default cycle is 
coming. For instance, as of September 30, 2023, securities 
rated CCC or below comprised roughly 11% of the ICE BofA 
US High Yield Index.2 A manager benchmarked to that index 
would be limited in their ability to adjust that exposure 
ahead of an estimated downturn. 

US Public High Yield
EU Public High Yield

Exhibit 3: An unconstrained high-yield mandate can be diversified across more
than a dozen asset types and more sub-categories

US Public High Yield
EU Public High Yield

US Loans
EU Loans

Emerging Markets
Asset-Backed Finance

Opportunistic
Public Investment Grade

Private Credit

We believe broadening the
opportunity set to a diversified
basket of risk premia can generate
higher yields and create alpha
potential.

TRADITIONAL 
HIGH-YIELD CREDIT PORTFOLIO

UNCONSTRAINED
HIGH-YIELD PORTFOLIO
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Testing the Apollo theory

EM Corporates CLO Debt

To examine how the integration of unconstrained fixed-
income strategies can impact portfolio performance, we used
publicly available data to create two illustrative unconstrained
portfolios in investment grade and high yield, respectively. 
We then compared the performance of these two portfolios 
to their corresponding benchmarks. 

We started our work by constructing a simplified, non-
optimized unconstrained investment-grade portfolio. For the
purposes of this exercise, we built the portfolio using sub-asset
classes that can be easily represented through publicly 
available benchmark proxies. That said, individual security
selection across an expanded universe of opportunities can
generate upside opportunities for alpha generation. 

As a result, we believe market participants have the potential 
to achieve strong results through manager selection, and by 

IG Corporate Private Credit

integrating other liquid and illiquid assets not represented in
benchmarks and in this work (as noted in the previous section).
Our sample unconstrained investment-grade portfolio 
(Exhibit 4) consisted of 40% investment-grade corporates, 
30% CLO debt, and 10% emerging-market corporates, with 
an additional allocation of 20% to private credit. 

We then analyzed how this portfolio performed over the long 
term. From the five-year period from May 31, 2018, to May 31, 
2023, the unconstrained investment-grade portfolio generated 
an annual net return of 4.0%, compared to -3.6% for the 
Bloomberg US Corporate Index. The unconstrained portfolio 
also achieved that outperformance with a lower level of 
volatility (4.8% standard deviation versus 5.4% for the index). 
We believe that these results can be further enhanced by 
unconstrained active managers, who can achieve further 
improvements in security selection and portfolio optimization. 

Investment Grade 

Exhibit 4: An unconstrained investment-grade portfolio can create opportunities for alpha
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High Yield

Exhibit 5: An unconstrained high-yield portfolio can create opportunities for alpha and enhanced income

High Yield Loans EM Corporates

We continued our work by constructing a simplified, non-
optimized unconstrained high-yield portfolio. As with the
investment-grade portfolio, we limited the unconstrained
high-yield portfolio to sub-asset classes that can be relatively
easily represented through publicly available benchmark
proxies. Our sample unconstrained high-yield portfolio
(Exhibit 5) consisted of 20% CLO debt, 10% high yield, 10%
loans, 10% emerging-market corporates, 10% opportunistic,
20% investment-grade corporates, and a 20% allocation 
to private credit. 

Opportunistic CLO Debt IG Corporate Private Credit

How did this portfolio perform? For the same five-year period
ending May 2023, the unconstrained high-yield portfolio
outperformed the benchmark by some 400 basis points,
generating an annual net return of 6.3%, compared to 2.1% for
the ICE BofA High Yield Index. The unconstrained portfolio
delivered that outperformance with significantly less volatility,
recording an annual standard deviation of 5.5% over the
period, compared to 9.2% for the benchmark. Again, we
believe market participants can achieve stronger levels of
performance with an unconstrained portfolio allowing for
individual security selection across the expanded universe 
of available investments.
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Source: Apollo Analysts. Traditional investment-grade credit allocation represented by the Bloomberg US Corporate Bond Index. Unconstrained investment-grade
allocation is a non-optimized portfolio. The portfolio consists of 40% investment-grade corporates, as represented by the Bloomberg US Corporate Bond Index;
30% CLO debt, as represented by the JP Morgan CLOIE A Index; 20% private debt, as represented by the Preqin Private Debt Index; and 10% emerging-market
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These findings strengthened our argument that the
unconstrained portfolio could enhance performance if used 
as a replacement for, or supplement to, both traditional
investment-grade or high-yield allocations.

As a final step in our exercise, we wanted to see how the 
unconstrained portfolio would perform when added to a typical 
fixed-income portfolio. To do so, we created several allocation 
scenarios to fully understand the impact that deploying the 
solution would have on overall performance.

Annualized volatility and returns (May 31, 2018 to May 31, 2023)

Exhibit 6 shows the results for investment grade. As illustrated,
the addition of even a relatively small allocation of the
unconstrained portfolio can have a positive impact. Replacing
one-quarter of a traditional investment-grade portfolio with an
allocation to the unconstrained portfolio resulted in 190 basis
points of improvement in annual net returns—from –3.6% to
–1.7%—and reduced standard deviation from 5.4% to 5.3%.
Incremental allocations to the unconstrained portfolio
generated comparable results, enhancing annual returns, 
and reducing volatility. 

Exhibit 6: Adding an unconstrained strategy to an investment-grade portfolio
can have a positive impact on returns

Integrating unconstrained strategies into a fixed-income portfolio
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 Portfolio Allocation

 0 Investment Grade / 100 Unconstrained

 25 Investment Grade / 75 Unconstrained

 50 Investment Grade / 50 Unconstrained

 75 Investment Grade / 25 Unconstrained

 100 Investment Grade / 0 Unconstrained

Annualized
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4.0%

2.1%
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Source: Apollo Analysts. Traditional high-yield allocation represented by the ICE BofA US High Yield Index. Unconstrained high-yield allocation is a non-optimized
portfolio. The portfolio consists of 20% private credit, as represented by the Preqin Private Debt Index; 20% investment-grade corporates, as represented by the
Bloomberg US Corporate Bond Index; 20% CLO debt, as represented by the JP Morgan CLOIE A Index; 10% opportunistic credit, as represented by the ICE BofA ML
Single B US High Yield Index; 10% emerging-market corporates, as represented by the JP Morgan CEMBI Broad Investment Grade Index; 10% loans, as represented
by the S&P Leveraged Loan Index; and 10% high yield, as represented by the ICE BofA US High Yield Index. The above information is solely for educational,
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Exhibit 7 illustrates the impact on a high-yield allocation. 
As shown, replacing just a quarter of a traditional high-yield
allocation with the unconstrained high-yield portfolio results 
in a 110 basis-point enhancement in annual net returns. 
The addition also results in a significant drop in volatility,
reducing standard deviation from 9.2% to 8.3%. Enhancements
can be amplified by replacing half, three-quarters, and even
the entire traditional high-yield portfolio with the 
unconstrained approach. 

Annualized volatility and returns (May 31, 2018 to May 31, 2023)

It is important to reiterate that these results represent the
performance of the indices chosen to represent fixed-income
sub-asset classes. As previously mentioned, we believe
unconstrained managers can further enhance the
performance depicted in our sample portfolios through
individual security selection, full expression of credit
convictions, and an even larger investable universe. 

Exhibit 7: Integrating an unconstrained strategy to a high-yield portfolio can enhance returns,
while lowering volatility
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We believe investment outcomes 
can be improved by loosening, or
even removing constraints governing
traditional investment strategies,
which allows investment managers 
to fully implement their credit 
views and broaden the investable
universe.

Conclusion 

Loosening constraints on fixed-income strategies can deliver
much-needed portfolio diversification while providing active
managers with enhanced opportunities for risk reduction and
alpha generation.

Benchmark constraints can limit active managers’ investable 
universe as well as their ability to fully express their own views 
when building portfolios through credit selection. Because 
most active and passive strategies are benchmarked to the 
same indices, market participants can end up with significant 
and unintended overlap in their portfolios across both 
managers and strategies. The lack of flexibility and unintended 
concentration have the potential to increase portfolio volatility 
and erode risk-adjusted returns over time.

We believe investment outcomes can be improved by
loosening, or even removing constraints governing traditional
investment strategies, which allows investment managers to
fully implement their credit views and broaden the investable
universe. Based on the work presented in this paper, we
believe market participants who supplement or replace a
portion of a traditional investment-grade or high-yield 
portfolio with an unconstrained strategy have the potential 
to increase portfolio diversification, reduce volatility, and
enhance long-term risk-adjusted returns.

There can be no assurance that any objectives described 
herein will be achieved.
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