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Earnings, Elections, and  
a Word on Exits 

“An investment in knowledge pays the best interest.”
	 —Benjamin Franklin (1706–1790)

Seven weeks later… 
Given the bumpy start to the year, it is remarkable to find the S&P 500 Index within 
a few percentage points of its all-time high. A lift in oil prices and supportive moves 
by central banks in Japan, Europe, and China all helped, along with the U.S. Federal 
Reserve Bank (Fed) backing away from its 2015 year-end “dot plot” to raise rates four 
times in 2016, with a new dot plot released on March 16 calling for just two increases. 

Fed strikes a dovish tone
On March 29, Fed Chair, Janet Yellen, further reassured markets that the U.S. central 
bank will move cautiously with further rate hikes. She signaled the Fed should worry 
less about inflation risks domestically than about global growth risks abroad, citing 
the economic slowdown in China and the decline in oil prices transpiring in 2014-2016.

A modest pace of economic growth, tame inflation, and a slow Fed tightening cycle 
are all widely shared views at MainStay Investments and our independent boutiques. 

Earnings: Getting closer to the turn
The Q1 earnings season is gearing up with an unofficial start on April 11 when Alcoa 
reports. According to Bloomberg LLP, as of March 25, the analyst community expects 
S&P 500 firms to post a year-over-year earnings per share (EPS) decline of -9% in Q1. 
Analysts also expect Q2 profits to decline -2% versus the same period in 2015, before 
profit growth resumes in Q3. For the year, analysts expect 2016 EPS growth of 3%, 
followed by 14% EPS growth in 2017.
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Election Year: The U.S. Stock Market Performed Better When the Incumbent Party Won
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Source: Ned Davis Research, as of 3/31/16. Past performance is no guarantee of future results, which will vary. It is not possible to invest directly in an index.

Weighing the opportunities
One does not need to be especially 
bullish on the economy or earnings to 
favor long-term opportunities in credit 
and equities over developed country 
sovereign debt and cash. Interest rates 
are negative in much of Europe and 
Japan, and the 10-year U.S. Treasury 
yield, at 1.8%, provides little inflation 
protection. 

By comparison, the spread between 
high-yield corporate bonds and 
Treasury bonds, even after narrowing 
since February 11, is still wider than the 
historical average (see page 4) and the 
ratio of high-yield municipal bond yields 
versus those of Treasurys has seldom 
been higher (see page 10). 

Turning to domestic equities, the S&P 
500 Index is now positive year-to-date 
and supports an earnings yield (the flip 
side of its price-to-forward earnings 
ratio) that greatly exceeds the 10-year 
Treasury yield: a difference of 4.25% 
at quarter-end versus the average 
difference since 1985 of 1.58%. 

Opinions vary, but the most common 
equity view among MainStay 
Investments’ independent boutiques 
and investment teams is one of 
cautious long-term optimism. It’s 
hard to imagine the price-to-earnings 
ratios, or other valuation metrics, of U.S. 
stocks rising very much from here as 
the Fed raises interest rates, even if the 
central bank undertakes a cautious  
 

approach. Rather, the returns going 
forward are more apt to come from 
growth in earnings and cash flow.

Outside the U.S., international 
developed equities, as represented 
by the MSCI EAFE Index, have a lower 
forward price-earnings ratio than 
their long-term average, 13x versus 
17x, and may find support from very 
accommodative monetary policies, 
aimed at lifting regional growth and 
inflation prospects. Given how difficult 
it is to predict the direction of exchange 
rates, we believe a 50% currency 
hedge provides a thoughtful approach 
to limiting the impact of undesired 
currency movements.
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Election-year stock market price cycle 
Historically, the U.S. stock market has performed far better when the incumbent 
party retained the keys to the White House, as shown in the previous chart dating 
back to 1900. The rationale? All else being equal, an expanding economy favors both 
equities and incumbents. One other takeaway from the chart: the bulk of the gains 
transpired in the second half of the year, presumably as uncertainty receded.

 … and a word on exits 
The European Union referendum debate has gained steam since the recent terrorist 
attack in Brussels, as politicians make their arguments for Britain to exit (Brexit) or 
renegotiate better terms to remain inside the European Union (EU). The referendum 
is slated for Thursday, June 23, and the polls are close. The greatest uncertainty with 
leaving the EU is that no country has ever done so before, although many have tried, 
so no one can predict all of the ramifications. 

Economic logic favors remaining in the union. Issues of concern include Europe’s flow 
of immigrants, their access to benefits, Britain’s sovereignty and security, economic 
governance, and competitiveness. One potentially undesired side effect, a Brexit 
could provide Scottish nationalists the example they need to hold another vote on 
independence — as they did in 2014 — and this time, win it. 

There are likely to be a number of twists and turns between now and June 23. In the 
end, the Scottish vote could provide a valuable clue: 55% ultimately opted to maintain 
the status quo.

Three signposts
What are some of the signs investors should be watching for a recovering economy 
and improving market conditions? 
n A sustained bottom in commodity prices such as oil. 
n Signs that China’s economy has stabilized after slowing in 2015. 
n Improvement in U.S. and global purchasing managers’ surveys (PMI). 

Financial markets have come a long way since February 11
Investing is often a two steps forward, one step backward process. Remembering 
one’s goals and seeking to take advantage of investment opportunities in a 
diversified and thoughtful manner can help keep a smart investor on the right course. 

Earnings, Elections, and a Word on Exits 
continued from previous page

The greatest uncertainty  
with leaving the European 
Union is that no country has 
ever done so before.



The drama experienced in the financial 
markets at the start of the year has 
throttled back since February 11. Still, the 
7.1% spread between the BofA/Merrill 
Lynch High Yield Master II index and U.S. 
Treasurys on March 31 was 1.3% above its 
long-term average since 1996 (see chart). 
We think this higher-than-average spread 
provides investors with a cushion against 
an increase in defaults, and offers skilled 
active managers an attractive investment 
environment to apply their expertise. 

Moody’s, a well known credit ratings 
agency, expects defaults in the high-
yield space to rise to 4.5% in 2016. 
By contrast, in our view, the market 

appears to be discounting a scenario 
closer to 6%, and was priced for a 
recession just a few short weeks ago. 
Therefore, we assign low odds of a 
recession happening in 2016 for the 
following reasons:

n Job growth, accelerating wages, 
rising home prices, manageable 
energy prices, and low debt service 
costs all point to a healthy U.S. 
consumer. Also, consumers appear 
to be spending within their means. A 
resilient consumer is a central pillar to 
the U.S. economy. 

n Global monetary policy is supportive. 
On March 16, the Fed reduced the 
number of times it expects to raise 
rates in 2016 to two, down from the 
previous estimate of four. Low or 
negative policy rates and quantitative 
easing programs around the world are 
suppressing the yields on sovereign 
debt. As a result, we believe investors 
are looking further out the yield  
curve and credit spectrum to 
generate income.
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Goal: Generating Income  
High Drama Leads to High Yields 
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High-Yield Spreads Have Widened as Defaults Remain Stable 

Source: Thomson Reuters Datastream, BoA/Merrill Lynch, Moody’s, New York Life Investments, 3/31/16. Past performance is no guarantee of future results.  
It is not possible to invest directly in an index. 
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longer than one year. High-yield bond yields are represented by the BofA/Merrill Lynch U.S. High Yield Master II Index. Past performance is no guarantee of future results. It is not possible to 
invest directly in an index. For index definitions, refer to the end of the newsletter for the “Index Definitions” section.

Substantial current yields: A potential tailwind
Since 1996, the starting yield on high-yield bonds has shown a strong positive 
correlation with the annualized return generated over the next five years (see chart). 
The main reason for this correlation, in our view, is the substantial contribution to 
the total return derived from coupon income itself. For investors looking to generate 
income, where suitable, today’s high single-digit yields may be worth a serious look.
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Goal: Generating Income 
High Drama Leads to High Yields
continued from previous page
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In a typical portfolio, the majority of the total volatility comes from the equity 
allocation—as measured by the standard deviation of returns or the maximum 
drawdown, which measures the biggest percentage decline from high to low  
over a period. That’s because periodic price reversals are commonplace in the 
equity market. On average, the S&P 500 Index has experienced over three 5%  
or greater reversals per year between February 1928 through August 2015.*

A less volatile strategy
Investors can take steps to manage the volatility of their portfolios by incorporating 
equity strategies that may be less volatile than the market capitalization-weighted 
equity market at large. One such way is through a strategy known as risk, or merger, 
arbitrage. This is an investment strategy whereby an acquirer attempts to buy 
the shares of a target firm. Before the deal is completed, the target firm’s shares 
typically trade below the full acquisition price reflecting some probability that the 
deal may not transpire. In cases where the deal is a stock merger, an arbitrageur 
may buy the shares of the target company and sell short shares of the acquiring 
firm using the exchange ratio of the merger agreement. If the deal increasingly 
looks as though it will be completed, the price of the target firm should converge to 
the target price. Conversely, a divergence trade occurs in instances when the odds 
of the deal being completed decline. 

Historically, stock merger arbitrage strategies have been less volatile than the 
broader equity market, because they are hedged strategies. In a recent five-year 
period, the IQ Merger Arbitrage Index produced about half the total return with 
about a third of the risk of a traditional equity portfolio comprised of 75% exposure 
to U.S. equities, as represented by the S&P 500 Index, and 25% exposure to 
developed international equities, as represented by the MSCI EAFE Index (see  
chart on next page). 

During this period, the largest loss incurred by the IQ Merger Arbitrage Index was 
5.4%, while the traditional equity portfolio posted a 17.8% maximum decline or 
drawdown. A comparison of blends in 5% increments between the IQ Merger 
Arbitrage Index and the traditional equity portfolio showed the risk associated 
with a 100% equity exposure declined as the weight to the IQ Merger Arbitrage 
Index was increased from 0% to 25%. The total return also declined, but by a lesser 
percentage amount. As a result, return- to-risk efficiency, as measured by the 
Sharpe Ratio, improved from 0.67 to 0.72, as the IQ Merger Arbitrage Index share 
rose from 0% to 25% of the mix. Past performance is not a guarantee of future 
results. It is not possible to invest directly in an index.

Goal: Managing Volatility  
Merger Arbitrage: An Acquired Taste

On April 4, the U.S. Treasury 
Department imposed new 
restrictions on companies 
moving their tax address 
outside the U.S. to low-tax 
countries, typically through a 
merger. While inversions create 
a lot of fanfare, they actually 
represent a relatively small 
portion of global merger and 
acquisition activity.**

* Source: Ned Davis Research, 3/31/16.
** Source: Bloomberg, Harvard Law Forum on Corporate Governance and Financial Regulation, 3/16/16. According to Bloomberg, there were nine inversion deals in 2015 with a total value  
of $236 billion, which is a fraction of the $2.5 trillion of M&A activity involving U.S. companies.



Merger Arbitrage, When Combined with Equities,  
Has the Potential to Help Reduce Risk Exposure*

Goal: Managing Volatility  
Merger Arbitrage: An Acquired Taste
continued from previous page

Seeking to manage volatility is an ongoing objective
While it is a complex approach that is not without risks, merger arbitrage strategies 
packaged in exchange-traded fund (ETF) or mutual fund vehicles can offer investors 
diversification and potential risk reduction benefits.
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Most investors conduct intensive research in an attempt to identify attractive 
long-only investment opportunities. However, a skilled active manager may exploit 
greater market inefficiencies and achieve additional sources of potential alpha 
through a combination of high conviction long and short investing. Short selling 
(or “selling short”) is a technique used by an investor who is trying to profit from 
the falling price of a security. Instead of the well-known investment objective to 
“buy low and sell high,” the objective is transposed to “sell high and buy low” when 
using a short selling approach. By taking an approach that uses both long and short 
investing, an investor may enhance overall portfolio diversification and improve 
their ability to achieve long-term financial goals.

Selling shares not owned—the borrowed approach
While the concept of short selling may seem easy, the mechanics are much more 
complicated. That’s because a short sale is the sale of a security that is not actually 
owned by the seller. Rather, the seller has to borrow the security first, typically from 
a broker, and then sell it to a buyer on the open market at the current offering price. 
Once the security is sold to the buyer, the seller receives cash from the transaction, 
to be used at the seller’s discretion when the time is right.

In this instance, the seller is waiting for the price of the security to fall. When the price 
becomes low enough, the seller buys the same number of shares originally borrowed 
from the broker. But now, since the share price is lower than when the shares were 
initially borrowed, the seller realizes a profit that comes from the difference between 
the originally borrowed price and the now lower purchased price.

There are risks associated with short selling. The worst of which occurs if the 
price of the security initially borrowed by the seller increases in value. If that 
occurs, the seller ends up having to purchase the security at the now higher price 
in order to repay the lender (the broker). The difference between the borrowed 
price and the increased security price now becomes a loss. Since there is no way 
of knowing how high the price of a security may go or how quickly it may rise, the 
seller could be subject to a high level of risk if the price of the security ends up 
rising instead of falling.

Goal: Building Long-Term Wealth  
Sell High, Buy Low

A skilled active manager 
may exploit greater market 
inefficiencies and achieve 
additional sources of potential 
alpha through a combination  
of high conviction long and 
short investing.
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Goal: Building Long-Term Wealth 
Sell High, Buy Low
continued from previous page

Investors may want to 
consider the benefits of a 
professional management 
team, rather than attempting 
to employ a short selling 
strategy on their own.

The benefits of professional management
While short selling may allow investors to more fully benefit from market 
movements, it also involves a high degree of risk—potentially resulting in 
unlimited losses. That is why investors may want to consider the benefits of 
a professional management team, rather than attempting to employ a short 
selling strategy on their own. A professional management team should have the 
experience and research capabilities needed to more fully distill an enormous 
amount of financial data into actionable investment insights.

About risk
If a security sold short increases in price, an investor may have to cover its short 
position at a higher price than the short sale price, resulting in a loss. Because the 
loss on a short sale arises from increases in the value of the security sold short, 
such loss is theoretically unlimited. When borrowing a security for delivery to a 
buyer, an investor also may be required to pay a premium and other transaction 
costs, which would increase the cost of the security sold short.

Expanded opportunity
The main benefit of shorting is an expanded opportunity set that allows an investor 
to implement negative views on stocks that emerge from a thoughtful research 
process. Shorting can also play a key role in risk control by giving the investor a way to 
manage the undesired risks associated with certain stocks or sectors. Short selling 
may provide a new and diversifying source of return.

Opportunistic Shorting Helps to Increase the Potential  
for High-Conviction Investment Ideas (see page 14)

Beta

Alpha

Long
Positions

Short
Positions

Alpha

Long Only Market Neutral

This image is for illustrative purposes only. 
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A sharp disparity in high-yield municipal 
bond yields compared to Treasury yields 
may be creating an opportunity for 
investors to generate after-tax income. 
As of March 31, the Barclays Municipal 
High Yield Index was yielding 6.6%, or 3.7 
times the 1.8% yield of the 10-year U.S. 
Treasury Index according to Bloomberg 
LLP — a ratio topped just 3.3% of the 
time since October 1995 (see chart). 
For an investor in the highest federal 
tax bracket of 39.6% who also pays the 
3.8% Medicare surcharge, a taxable 
investment would need to yield 11.7% 
to match the aforementioned 6.6% 
municipal bond yield on an after-tax basis.

High-yield municipal bonds may be 
poised to outperform investment-
grade municipal bonds in the months 
just ahead, according to MacKay 
Municipal Managers, as investor 
demand for yield remains heightened 
and credit spreads remain wide. Should 
credit spreads between the Barclays 
Municipal High Yield Index and 10-year 
U.S. Treasurys narrow from historically 
wide levels, it could provide investors 
with both an attractive income stream 
and capital appreciation. 
 
 

A word on volatility
During last year’s financial market 
turbulence, the high-yield municipal 
bond market held up well relative to 
equities, high-yield corporate bonds, 
and commodity indices. The Barclays 
Municipal High Yield Index posted 
approximately half the maximum 
drawdown of the S&P 500 and Barclays 
High Yield Corporate Bond indices at 
-4.2%, -8.4%, and -8.2%, respectively. 
Since high-yield municipal bonds have a 
historically lower correlation to the equity 
markets than is the case for high-yield 
corporate bonds, high-yield municipal 
bonds can be an attractive core portfolio 
holding in suitable situations.

Goal: Tax-Conscious Investing
Municipals: The Other High-Yield Market

Current Yields for High-Yield Municipal Bonds are Attractive

Barclays Municipal High Yield Index/10-Year U.S. Treasury Yield Ratio
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Charlie: What are your thoughts on current spreads in the high-yield market?

Jim: In recent months, high-yield spreads on the Credit Suisse High Yield Index 
were as wide as 900 basis points (bps) over Treasurys. We’re now around 750 bps. 
However, to get a better idea as to what the market has been pricing into the spread, 
it is necessary to look at spreads relative to defaults. Historically, spreads have run 
approximately 525 bps above comparable Treasurys, and defaults are about 3.75%, 
which is a 150 bp differential. With spreads currently at 750 bps and defaults roughly 
around 3.5%, that makes for a differential of close to 4%. That implies defaults will 
move higher, perhaps up to as high as 6.5%. But, we don’t expect this to occur, given 
this market environment, especially since Moody’s is pegging the default rate for 2016 
to be closer to 4.5%.

Charlie: Where do you see the most defaults coming from in 2016?

Jim: As was the case last year, we see the majority of defaults coming from the 
commodity-related sectors, such as energy and metals & mining. But, we believe a 
large percentage of the carnage in that part of the market has already occurred. And, 
there are probably some opportunities coming up in that space. 

Charlie: Do you see any opportunities in lower-rated high-yield credit?

Jim: For riskier CCC-rated paper, the current spread number is elevated. On a risk/
reward basis, you’re getting paid to own more of the riskier part of the market. And, 
from our perspective, CCC is somewhat of a value play.

Charlie: With there being a lot of press regarding the lack of liquidity in the high-yield 
space, do you see this as a concern?

Jim: The high-yield asset class is about $1.8 trillion in size, and there are issuers, such 
as Sprint, HCA, and T-Mobile, that are very large, very liquid names. Conversely, there 
are some energy names that are trading relatively thinly, meaning 20 or 30 cents on 
the dollar. So yes, there is a portion of the market that is having liquidity issues, but 
that’s not representative of the entire market.

Charlie: How is the high-yield market looking from a leverage perspective?

Jim: If you look at 2007—the peak of the last credit cycle—a very large percentage 
of issuance was in leveraged buyout (LBO) deals.1 That’s not the case today, as LBO 
deals are down dramatically. This is important because a lot of naysayers in the press 
talk about leverage ratios in the high-yield market being at all-time highs. That’s just 
simply not the case.

Canvassing Credit Opportunities
m a n a g e r  i n s i g h t s

A Conversation with  
James P. Farrell, MacKay Shields

Interviewed by Charles Reinhard, 
Head of Portfolio Strategy  
at MainStay Investments
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“ When it comes to the 
floating rate market,  
we’ve seen a solid 
balance between supply 
and demand in the 
marketplace overall.”

 —Art	Torrey

A Conversation with  
Arthur S. Torrey, Fixed Income 
Investors and Chris Roberti, 
MacKay Municipal Managers

Canvassing Credit Opportunities
m a n a g e r  i n s i g h t s

continued from previous page

Charlie: Moving over now and taking a look at the floating rate loan market, what is 
your outlook, Art?

Art: We feel the floating rate loan space offers an attractive risk-adjusted return 
profile. What’s more, floating rate loans can provide portfolio diversification as part 
of a broader fixed-income allocation strategy. And, as the federal funds rate rises, 
investors in floating rate loans will ultimately see an increase in yield. Finally, because 
of a lower degree of risk of principal erosion and lower exposure to rising interest 
rates, floating rate loans tend to exhibit less volatility.

Charlie: Relative to supply and demand, how are things looking in the floating rate 
loan market?

Art: We’ve seen a solid balance in the marketplace overall. However, both supply 
and demand for floating rate loans have been a bit lower than we had expected as 
collateralized loan obligations (CLOs) have not been aggressive buyers in the asset 
class and mutual funds have seen redemptions in recent months.2

Charlie: What about the default environment in the floating rate loan space— 
is it a concern?

Art: Floating rate loan defaults have been lower over the last five years, partially 
because of accommodative capital markets. While defaults are likely to increase 
in 2016, in our view, they’ll remain generally well-contained in the energy, metals & 
mining, and related sectors. And, it’s important to note that within the floating rate 
arena, those more stressed sectors are currently only about 5% of the market—a 
much lower exposure than high yield. Therefore, we think this sets up the asset class 
nicely to weather the storm for the immediate future.

Charlie: Turning to the municipal bond market, how does the team intend to take 
advantage of opportunities in this space, Chris?

Chris: Many investors think the municipal bond space is pretty homogeneous. The 
reality is it’s a very inefficient, fragmented marketplace. There are thousands of 
dealers and over a million issuers. And, with a majority of municipal bonds being owned 
by individuals, you have a behavioral finance element that can lead to inefficiencies. 
Against this backdrop, we think full-time credit research can help vet that out in 
various market cycles. And at times, there are also opportunities to make money 
through active management.
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Charlie: How have higher tax rates impacted the municipal bond market?

Chris: While many people realize they’re paying more taxes, it’s our view that they still 
don’t fully realize the sticker shock of the higher taxes they’ve been paying in recent 
years. In 2013, assuming a 4% yield and a 35% tax bracket, the tax-equivalent yield 
was 6.15%. With the tax rate at 39.6%, you go up to 6.62%. And this doesn’t even 
include the 3.8% Medicare surcharge. So the benefit of tax-free income has  
increased dramatically.

Charlie: What is your outlook for the municipal bond market in the months to come?

Chris: It’s true that municipal bonds, in general, are not as cheap as they were a year 
ago. But if you’re in the right place in terms of the yield curve and the credit spectrum, 
we see compelling opportunities in the marketplace. What’s more, dealer inventories 
have declined dramatically in the municipal bond space. As a result, when there are 
sell-offs, they are steeper in nature. We contend that during those periods, particularly 
if you’re an active manager that understands the inefficiencies, you can capitalize on 
some really interesting mispricing in the marketplace.

MainStay Investments Quarterly Navigator 1Q | 2016

Canvassing Credit Opportunities
m a n a g e r  i n s i g h t s

continued from previous page

The opinions expressed are those of the portfolio managers as of the date of this report and are subject to change. There is no guarantee that any forecast 
made will come to pass. This material does not constitute investment advice and is not intended as an endorsement of any specific investment.
1. Leverage is the use of various financial instruments or borrowed capital to increase the potential return of an investment. A leveraged buyout (LBO) is the acquisition of another 
company, using a significant amount of borrowed money (bonds or loans) to meet the cost of the acquisition. 

2. A collateralized loan obligation (CLO) is a security backed by a pool of debt, often low-rated corporate loans. High-yield securities (junk bonds) have speculative characteristics and 
present a greater risk of loss than higher-quality debt securities. These securities can also be subject to greater price volatility.

“ While many people realize 
they’re paying more taxes, 
it’s our view that they 
still don’t fully realize the 
sticker shock of the higher 
taxes they’ve been paying 
in recent years.”

 —Chris	Roberti
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Opportunistic Shorting: Capitalizing on the Ups and Downs
m a n a g e r  i n s i g h t s

Charlie: Let’s jump right into it. Can you explain the benefits of a long-term 
strategy that derives its 100% “net” long exposure from being 140% long and 40% 
short versus one that is 100% long only?1

Andrew: The greater “gross” exposure allows an investor to capitalize on the full 
spectrum of their research output, including the negative views on stocks. Think 
of it as building blocks (see chart on page 9). The first building block is the market 
return of a passive investment in a benchmark, like the S&P 500 Index or Russell 
1000 Index. The second building block is the alpha produced by the long-only 
active management effort, as it strives to beat its benchmark.2 The third building 
block is the potential alpha enhancer coming from an additional 40% long/40% 
short component.

Charlie: One of the hallmarks of investing is diversification.3 How can 
diversification be enhanced by a robust quantitative process and by shorting?

Andrew: The benefit of a quantitative investment process is being able to 
systematically evaluate a larger number of stocks than is humanly possible 
otherwise. This can enable one to take smaller positions and build portfolios that 
have a diversified set of holdings, while still enjoying a potentially attractive excess 
return profile. A quantitative approach can help minimize stock-specific and overall 
risk, while maintaining a high active share in the range of 85%–95%.4 A high active 
share can also allow a strategy to blend well in a broader portfolio. As for shorting, 
long and short ideas tend to add value at different times, adding another layer  
of diversification.

Charlie: What types of characteristics do you look for in long and short candidates? 

Andrew: We are seeking relative-value opportunities with a catalyst. In 
general, our long positions tend to be cheap versus their peers, with improving 
fundamentals and price momentum. By contrast, our shorts tend to have the 
opposite characteristics.

A Conversation with  
Andrew Ver Planck,  
Cornerstone Capital Management

Interviewed by Charles Reinhard, 
Head of Portfolio Strategy 
at MainStay Investments
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Opportunistic Shorting: Capitalizing on the Ups and Downs
m a n a g e r  i n s i g h t s

continued from previous page

Charlie: You say your approach to risk management is to win by not losing. This is 
unique. Can you describe what this means?

Andrew: We take a multi-layered approach to risk management that focuses on 
core risk constraints, tactical risk constraints, and blind spot analysis. The core set 
of constraints limits our ability to drift from benchmarks such as the Russell 1000 
or MSCI EAFE indices. The tactical layer of constraints helps us identify macro 
trappings and sector-specific risks. Our blind spot analysis is aimed at special 
situations and events that cannot be readily captured quantitatively: natural 
disasters, geopolitical provocations, newly announced corporate actions, and so 
forth. The goal of these risk practices is to preserve alpha or focus capital to areas 
of the market where we believe we have a better opportunity to succeed.

Charlie: In an asset allocation framework, what role should this type of an 
investment strategy play?

Andrew: Given the 100% net long posture, we believe this should be considered as 
a core equity position. Given its large active share and diversified sources of alpha, 
we believe it offers the potential to get more from the core. 

“ At a broad or macro level, 
we employ a tactical layer 
of constraints that help us 
identify and avoid value 
traps on the long side  
and growth traps on the 
short side.”

 —Andrew	Ver	Planck	

The opinions expressed are those of the portfolio manager as of the date of this report and are subject to change. There is no guarantee that any forecast 
made will come to pass. This material does not constitute investment advice and is not intended as an endorsement of any specific investment.

There is no assurance that the manager’s objectives will be met.
All investments are subject to market risk, including possible loss of principal. Relative value is a method of determining an asset’s value that takes into account the value of similar assets.

1. A long position (or “buying long”) is a technique used by investors who try to profit from the rising price of a security. A short position (or “selling short”) is a technique used by 
investors who try to profit from the falling price of a security.

2. Alpha, often considered the active return on an investment, gauges the performance of an investment against a market index used as a benchmark. The excess return on an 
investment, relative to the return of a benchmark index, is the investment’s alpha.

3. Diversification does not ensure a profit or protect against a loss in a declining market.

4. Active share is the difference between the asset composition of a managed portfolio vs. its respective benchmark. The greater the difference, the greater the active share. 
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“ At a broad or macro level, 
we employ a tactical layer 
of constraints that help us 
identify and avoid value 
traps on the long side  
and growth traps on the 
short side.”

 —Andrew	Ver	Planck	

Five Major Life Events that Can Impact Your Taxes
w e a lt h  m at t e r s

Because tax provisions can be complex, a tax professional can be a valuable resource. You are urged to consult your own legal and tax advisors for advice before  
implementing any program.

1. For 2015 and later tax years; TurboTax, 2015.

Marriage n The name on your tax return must match the name on record with Social Security. If it doesn’t, the  
inconsistency will likely delay your return.

n Once married, only two filing statuses are acceptable: Married Filing Jointly or Married Filing Separately. 
Even if you were unmarried for a majority of the year, filing ‘Single’ is not an option if you were married by 
December 31.

n Married homeowners may benefit from itemized deductions since the total deductions for mortgage 
interest and real estate taxes may be higher than the standard deduction limit. 

Birth of a Child n Regardless as to when during the year your child was born or adopted, you are generally entitled to a 
dependent deduction. 

n If your modified adjusted gross income is below $110,000 for married couples filing jointly ($75,000 for 
single or head of household, $55,000 for married filing separately), you are eligible to receive up to  
a $1,000 tax credit from the time your child is born through the age of 16.1 

Death of a Loved One n If the taxpayer was married at the time of their death, the decedent generally files a joint tax return  
with their surviving spouse.

n Any income earned by the deceased—before and after death—is taxable.

n If the deceased was married, tax attributes (exemptions, deductions, and carryover items) must be  
allocated to the deceased and surviving spouse, based on ownership and state property laws.

n Generally, any estate that pays a federal estate tax must also file a state estate form, and pay a “death tax.”

Job Change n Unemployment income, severance, and pay for unused vacation or sick time are generally taxable.

n You may take an itemized deduction for some of the expenses you incur while looking for a new job in  
your same line of work (excluding your first job), such as the cost to mail resumes, employment agency 
fees, and related travel. 

n Accessing 401(k) savings before your official retirement age can lead to a 10% early withdrawal penalty 
tax and income tax on any money withdrawn.

Retirement n For most taxpayers, income levels drop in retirement, so they shift to a lower tax bracket. This change  
in income tax status may mean that retirees are unable to claim many of the deductions they were 
previously eligible for. 

n Depending on your “provisional income” level (adjusted gross income and non-taxable interest  
earned, and half of your Social Security benefits), you may owe federal income tax on a portion of  
your Social Security benefits.

n If you decide to work while collecting Social Security, your benefits may be reduced if income exceeds 
certain levels.

Major life milestones—getting married, having a baby, or switching jobs—are significant events, filled with emotion and 
adjustment. Perhaps your name, address, or employer will change. Or, maybe the size of your family will be impacted. 
Whatever the situation, life events also come with a host of tax implications that will impact how you prepare and  
file your taxes. Consider these five major life events and some tips that can help make your taxes less taxing. 
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Earnings per share (EPS) is the portion of a 
company’s profit allocated to each outstanding 
share of common stock. Earnings per share 
serves as an indicator of a company’s profitability.

The price-to-earnings ratio (P/E ratio) is the ratio 
for valuing a company that measures its current 
share price relative to its per-share earnings.

The Purchasing Managers’ Index, or PMI as it is 
commonly called, is an indicator of the economic 
health of the manufacturing sector.

Standard deviation is a measure of the dispersion 
of a set of data from its mean. The more spread 
apart the data, the higher the deviation. 

A drawdown is the peak-to-trough decline during 
a specific record period of an investment, fund, or 
commodity. A drawdown is usually quoted as the 
percentage between the peak and the trough.

Merger arbitrage is a hedge fund strategy in 
which the stocks of two merging companies 
are simultaneously bought and sold to create a 
riskless profit. A merger arbitrageur looks at the 
risk that the merger deal will not close on time, 
or at all. Because of this slight uncertainty, the 
target company’s stock will typically sell at a 
discount to the price that the combined company 
will have when the merger is closed. This 
discrepancy is the arbitrageur’s profit.

The Sharpe Ratio is a measure for calculating 
risk-adjusted return, and this ratio has become 
the industry standard for such calculations.

A yield spread is the difference between two or 
more differing debt instruments, calculated by 
deducting the yield of one instrument  
from another. 

A credit spread is the difference between 
Treasury securities and non-Treasury securities 
that are identical in all respects except for  
quality rating.

Default is the failure to promptly pay interest or 
principal when due.

Active management is the use of a human 
element to actively manage a fund’s portfolio. 
Active managers rely on analytical research, 
forecasts, and their own judgment and 
experience in making decisions on what securities 
to buy, hold, and sell.

Sovereign debt refers to bonds issued by a 
national government in a foreign currency, in 
order to finance the issuing country’s growth.

A yield curve is a line that plots the interest rates, 
at a set point in time, of bonds having equal credit 
quality, but differing maturity dates.

A long position (or “buying long”) is a technique 
used by investors who try to profit from the rising 
price of a security.

A short position (or “selling short”) is the sale of 
a security that is not owned by the seller, or that 
the seller has borrowed. 

Alpha, often considered the active return on 
an investment, gauges the performance of an 
investment against a market index used as a 
benchmark. The excess return on an investment, 
relative to the return of a benchmark index, is the 
investment’s alpha. 

Beta is a measure of the volatility, or systematic 
risk, of a security or a portfolio in comparison to 
the market as a whole.

Active share is the difference between the 
asset composition of a managed portfolio vs. 
its respective benchmark. The greater the 
difference, the greater the active share. 

Leverage is the use of various financial 
instruments or borrowed capital to increase the 
potential return of an investment. 

A leveraged buyout (LBO) is the acquisition of 
another company using a significant amount of 
borrowed money (bonds or loans) to meet the 
cost of the acquisition. 

A collateralized loan obligation (CLO) is a 
security backed by a pool of debt, often low-rated 
corporate loans.

Rating agencies rate borrowers on a scale from 
Aaa (AAA) through C. Aaa (AAA) through Baa3 
(BBB) represent investment grade, while Ba1 (BB) 
through C represent non-investment grade.

Definitions
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The IQ Merger Arbitrage Index seeks to achieve 
capital appreciation by investing in global 
companies for which there has been a public 
announcement of a takeover by an acquirer. This 
differentiated approach is based on a passive 
strategy of owning certain announced takeover 
targets with the goal of generating returns that 
are representative of global merger arbitrage 
activity. The index also includes short exposure to 
global equities as a partial equity market hedge.

The Bank of America Merrill Lynch U.S. High Yield 
Master II Index is a market value-weighted index 
of all domestic and Yankee high-yield bonds, 
including deferred interest bonds and payment-
in-kind securities. 

U.S. Treasury Bonds are marketable, fixed-
interest U.S. government debt securities with 
a maturity of more than 10 years. Treasury 
securities are backed by the full faith and credit of 
the U.S. government as to payment of principal 
and interest if held to maturity. Interest income 
on these securities is exempt from state and  
local taxes.

The Barclays Municipal Bond Index covers the 
USD-denominated long-term tax exempt bond 
market. The index has four main sectors: state 
and local general obligation bonds, revenue 
bonds, insured bonds, and pre-refunded bonds. 

The Barclays Municipal High Yield Index is an 
unmanaged index consisting of non-investment 
grade, unrated, or below Ba1 bonds. 

The S&P 500 Index is widely regarded as the best 
single gauge of the U.S. equities market; this 
world-renowned index includes 500 leading 
companies in leading industries of the U.S. 
economy. 

The Barclays High Yield Corporate Bond Index 
measures the market of USD-denominated, non-
investment grade, fixed-rate, taxable corporate 
bonds. Securities are classified as high yield if the 
middle rating of Moody’s, Fitch, and S&P is Ba1/
BB+/BB+ or below. The index excludes emerging 
market debt. 

The Russell 1000 Index is an index comprised of 
approximately 1,000 of the largest companies in 
the U.S. equity markets. 

The MSCI EAFE Index is an index created by 
Morgan Stanley Capital International (MSCI) 
that serves as a benchmark of the performance 
in major international equity markets as 
represented by 21 major MSCI indices from 
Europe, Australia, and Southeast Asia.

The Credit Suisse High Yield Index is a market 
weighted index that includes publicly traded 
bonds rated below BBB by S&P and Baa  
by Moody’s.

Past performance is no guarantee of future 
results. It is not possible to invest in an index.

Index Definitions
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All investments are subject to market risk, 
including possible loss of principal. Diversification 
does not ensure a profit or protect against a loss 
in a declining market. 

Stocks represent ownership shares in a company, 
giving investors the opportunity to participate 
in the growth of a company. As such, stocks 
may provide the potential for growth over time. 
However, due to market fluctuation, investing in 
stocks involves higher risks than bonds or cash 
investments. Opportunity for greater gain often 
comes with greater risk of loss.

Bonds, sometimes referred to as fixed-income 
investments, are IOUs issued by governments, 
government agencies, or companies. When 
purchasing a bond, the investor lends money 
to the bond issuer. In return, the issuer agrees 
to repay the purchaser with interest. A bond’s 
prices are inversely affected by interest rates. 
The price will go up when interest rates fall and 
go down as interest rates rise. Bonds are subject 
to interest-rate risk and can lose principal value 
when interest rates rise. Bonds are also subject to 
credit risk, which is the possibility that the bond 
issuer may fail to pay interest and principal in a 
timely manner.

High-yield securities (junk bonds) have 
speculative characteristics and present a greater 
risk of loss than higher-quality debt securities. 
These securities can also be subject to greater 
price volatility.

Treasury securities are backed by the full faith 
and credit of the U.S. government as to payment 
of principal and interest if held to maturity. 
Interest income on these securities is exempt 
from state and local taxes.

Cash investments include commercial paper, 
bank obligations, and some debt instruments of 
the federal government. Most cash investments 
are short-term securities that mature in less than 
a year, some in a matter of days. Their stability 
and short-term nature make them “liquid” or 
able to be quickly and easily turned into cash. 
Liquidity risk is the risk that certain securities may 
be difficult or impossible to sell at the time that 
the seller would like or at the price that the seller 
believes the security is currently worth.

Alternative investments are speculative, 
not suitable for all clients, and intended for 
experienced and sophisticated investors who  
are willing to bear the high economic risks of  
the investment.

Floating rate funds are generally considered to 
have speculative characteristics that involve 
default risk of principal and interest, collateral 
impairment, non-diversification, borrower 
industry concentration, and limited liquidity. A 
floating rate fund may invest in foreign securities. 
U.S. dollar-denominated securities of foreign 
issuers can be subject to different risks than 
U.S. investments, including less liquid trading 
markets, greater price volatility, political and 
economic instability, less publicly available 
information, and changes in U.S. or foreign tax or 
currency laws and monetary policy.

The risk management process includes an effort 
to monitor and manage risk, but should not be 
confused with and does not imply low risk.

The principal risk associated with Merger 
Arbitrage investments is that certain takeover 
transactions may be renegotiated, terminated, 
or involve a longer time frame than originally 
contemplated for business reasons, or due to 
regulatory oversight, or for other reasons, in each 
case which may negatively impact the returns.

About Risk
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The MainStay Investments Advantage
We believe our multi-boutique structure and thought leadership give us a competitive 
advantage, and we seek to deliver long-term results to our clients.

Multi-boutique investments—access to institutional asset managers
With our multi-boutique structure, investors can access independent and highly specialized 
investment managers through MainStay Funds, exchange-traded funds, closed-end funds,  
nontraditional strategies, and separately managed accounts.

Long-term perspective—maintaining a disciplined approach through all market cycles
While MainStay’s investment boutiques are autonomous and independent, they all share  
a long-term perspective, a focus on quality, and a commitment to excellence.

Thought leadership—helping you make informed investment decisions
We provide investment insights and unique perspectives, as well as wealth-building and  
wealth-preservation educational tools.

For more information about MainStay Funds®, call 800-MAINSTAY (624-6782) for a 
prospectus or summary prospectus. For more information about IndexIQ® Funds, 
call 888-934-0777 for a prospectus or summary prospectus. Investors are asked to 
consider the investment objectives, risks, and charges and expenses of the investment 
carefully before investing. The prospectus or summary prospectus contains this and 
other information about the investment company. Please read the prospectus or 
summary prospectus carefully before investing.
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The information contained herein is general in nature and is provided solely for educational 
and informational purposes. New York Life does not provide legal, accounting, or tax advice. 
You should obtain advice specific to your circumstances from your own legal, accounting, 
and tax advisors. Use of a financial professional does not guarantee investment success.

The information and opinions contained herein are for general information use only. 
MainStay Investments does not guarantee their accuracy or completeness, nor does 
MainStay Investments assume any liability for any loss that may result from the reliance 
by any person upon any such information or opinions. Such information and opinions are 
subject to change without notice, and are not intended as an offer or solicitation with 
respect to the purchase or sales of any security or as personalized investment advice. 
There can be no guarantee that any projection, forecast, or opinion in these materials  
will be realized. Past performance is no guarantee of future results.
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