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Note: Items in brackets [  ] are meant to be clarifying statements but are not part 
of the actual audio recording of the webcast. 
 
This transcript must be read in conjunction with the corresponding webcast slides, 
posted on fpa.com. 

 
 You should consider –FPNIX and/or FPFIX (each a “Fund”, and collectively the 

“Funds”) investment objectives, risks, and charges and expenses carefully before 
you invest. The Prospectus details each Fund's objective and policies and other 
matters of interest to the prospective investor. Please read the Prospectus 
carefully before investing. The Prospectus may be obtained by visiting the 
website at www.fpa.com, by calling toll-free, 1-800-982-4372, or by contacting 
each Fund in writing. 

 
 
(00:00:00) 

Moderator: Hello and welcome to today’s webcast. My name is Emily and I will be 

your event specialist today. All lines have been placed on mute to prevent 

any background noise. Please note that today’s webcast is being 

recorded. 

  During the presentation, we’ll have a question and answer session. 

You can ask text questions at any time by clicking the green Q&A icon 

located in the lower left-hand corner of your screen, type your question in 

the open area and click Ask to submit. If you would like to view the 

presentation in a full-screen view, click the Fullscreen button in the lower 

right-hand corner of your screen. Press the Escape key on your keyboard 
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to return to your original view. For optimal viewing and participation, 

please disable your popup blockers. 

  And finally, should you need technical assistance, as a best 

practice we suggest you first refresh your browser. If that does not resolve 

the issue, please click on the Support option in the upper right-hand 

corner of your screen for online troubleshooting. 

  It is now my pleasure to turn today’s program over to Kristina 

Surkova. Kristina, the floor is yours. 

Kristina: Thank you.  Good afternoon and thank you for joining us today. We would 

like to welcome you to FPA New Income’s Fourth Quarter 2018 Update 

Webcast and an introduction to FPA Flexible Fixed Income Fund. My 

name is Kristina Surkova and I am relationship manager for the Fund. 

  The audio, transcript and visual replay of today’s webcast will be 

made available on our website FPA.com. 

  In just a moment, you will hear from portfolio managers Tom 

Atteberry and Abhi Patwardhan and members of the fixed income team, 

as well as Ryan Leggio, who is partner and senior product specialist at 

FPA and will join the discussion on the new Flexible Fixed Income Fund. 

(00:01:56) 
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  Tom Atteberry is a partner at FPA and joined the firm in 1997. Tom 

has been a portfolio manager of FPA New Income, Inc. since 2004 and a 

portfolio manager for Flexible Fixed Income Fund since its inception in 

December 2018. Abhi Patwardhan is a partner at FPA and has been with 

the firm since 2010, Director of Research for FPA New Income since April 

2015, and portfolio manager for the Fund since November 2015. He has 

also served as portfolio manager for FPA Flexible Fixed Income Fund 

since its inception in December 2018. 

  Now, let’s talk about what has happened during the quarter. 

Markets experienced greater volatility on recession concerns. BBB-rated 

corporate bonds continued to pose potential risk in bond markets over the 

intermediate-term horizon. As a result, the portfolio continues to favor 

high-quality structured product securities while remaining poised to invest 

in credit opportunistically. 

  As part of today’s agenda, Tom and Abhi will discuss the highlights 

for both funds, provide commentary on the market, review performance 

and portfolio activity for FPA New Income, and then open up to question 

and answers. Tom, over to you now.   

Thomas: [Please reference slide 3] Thank you, Kristina, and thank you to everyone 

for joining in the call this afternoon. [Please reference slide 4] We’re going 
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to start out with the slide that we always have in the past, which is to look 

at what are our two [goals] we’re trying to reach, the first one which is 

seek a positive return in a 12-month period, and then our second [goal] of 

trying to reach CPI plus 100 basis points over a five-year period. 

  And looking at the bottom again, our general characteristics of the 

portfolio, we had a 3.79 yield-to worst at the end of the year and a 1.85 

duration, and it compares quite favorably when you look at either the 

Bloomberg Barclays Aggregate Index, which had a 3.28% yield-to-worst, 

or the Barclays 1-3 Year Agg which had a 2.76 yield-to-worst, and our 

duration much less than the Agg, slightly less than the 1-3, showing good 

risk/reward characteristics for us. 

(00:04:25) 

  [Please reference slide 5] I thought I’d spend a minute, talk a little 

bit about what's gone on in the past three years from a Federal Reserve 

policy and how it’s impacted the segment of the treasury market. 

  The blue line on here represents the effective Fed Funds Rates 

from 2016 forward. It started out on this about 34 basis points, ends up at 

the upper right-hand corner at about 2.34%, basically 200 basis points of 

increase over the last three years. The red line represents the 2-year 

treasury, which went from somewhere roughly 60-70 basis points worth of 
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yield to the beginning of November of last year almost reaching 3, and 

then it’s back off towards 2.5% today. 

  [Please reference slide 6] So how has this impacted the markets in 

general and us specifically? If you look at the drawdown graphs on the 

right, our max drawdown during this period was 20 basis points. Compare 

that to the Barclays Aggregate Index which was down almost 3.25 and 

even the 1-3 was down almost 70 basis points. We had significantly less 

drawdown, which then leads you to the left-hand side where you see the 

standard deviation of the New Income Fund is quite low compared to the 

Agg and it’s lower than the 1-3 Agg in the short-term bond fund category, 

with a significantly higher return at roughly 2.5% compared to the short-

term bond fund category at 1.5 and the Barclays 1-3 Year at sort of a 1.30 

ish sort of number. 

(00:06:07) 

  [Please reference slide 7] So this is a look at returns over a longer 

period of time. We were up 2.3% for the year compared favorably with 

whether it’s the Agg or the 1-3 Year Agg. Interestingly, we do fairly well 

against CPI plus 100. We don’t do great but we are producing a return that 

is higher than CPI, although it’s not reaching the 100 basis points that 

we've set as our objective. Looking out to the 3-year area, you see we’ve 
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done quite well, again favorable versus all these indices; and then the 5-

year is where we fall a little bit short. Interestingly, we don’t put them on 

here, but we still have done better than the broad indices if you look at a 

four-year timeframe as well. 

  What is of note is that the real return this fund is generating has 

been increasing. Three or four years ago, it was in the 29 basis point area; 

now it’s in the 46 basis point area. 

  [Please reference slide 8] The next slide sort of goes through just 

the individual year. There's not a lot to say here other than it’s a pretty set 

of consistent returns the last three years for the Fund at 2.30, 2.67 and 

2.53. 

  [Please reference slide 9] In this corner, I want to sort of move over 

to the market commentary and again give you some thoughts on both the 

macro areas as well as credit in a more general sense. 

  [Please reference slide 10] Let’s start off with what may have 

contributed to the difficulties in the fourth quarter that the capital markets 

had. You may also look at this, just look at it as well, this is fairly confusing 

communications from the Federal Reserve. 

  On the upper right-hand side, highlighted in red, you always get 

nervous when someone tells you something is going to go on effectively 
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indefinitely. This came from Chairman Powell and it came in early 

October. 

(00:08:01) 

  Looking down towards the bottom, you see in October, November, 

December and January a series of, well, Fed Funds are a long way from 

neutral—that was hawkish. Funds are just below the range of estimates—

that’s dovish. Balance sheet is on, reductions on automatic pilot—that’s 

hawkish. The Fed is going to be patient—that’s dovish. The balance sheet 

will be substantially smaller—that’s hawkish. And then when they had their 

latest meeting, they talked about having patience, being on pause, maybe 

they’ll revisit the balance sheet and the automatic pilot, so basically that’s 

probably dovish. So here you are in a three-month period vacillating back 

and forth, and we think this goes a long way to explaining some of the 

volatility you saw in the fourth quarter in the various capital markets. 

  [Please reference slide 11] So let’s take a little deeper look here. 

The blue, the dark blue bars are the fourth quarter, the light blue bars are 

the year, for full year. The S&P 500 was down about 13.5% in the fourth 

quarter and a little over 4% for the year. Interestingly, for the fourth quarter 

only a minor decline for what is a liquid investment grade corporate index, 

but it was down 2.85 for the year. But when you look at high yield, you 
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look at leveraged loans, both of those indices had pretty difficult fourth 

quarters. 

  The only thing that did really well was the treasury index, which was 

up—it’s sort of a flight to quality—and that increase in treasuries in the 

fourth quarter went a long way to explaining by the Barclays Agg eked up 

1 basis point with a positive performance for the year, and the 1-3 Year 

gave you a 1.60 return. 

  [Please reference slide 12] We've shown this before, sort of a look 

at the shape of the yield curve. There’s two things on here. The blue line is 

a look at the 10-year treasury minus a 3-month treasury bill, what's the 

difference between those two, and then the more traditional which is the 

red line, which is the 10-year treasury minus a 2-year treasury. 

(00:10:03) 

  A couple of things to point, that jump out to you. When it gets to 

zero for both of these sort of comparison points, whether it’s late 1980s, 

whether it’s early in 2000, whether it’s sort of 2006-7, when you get to zero 

or below that dark black line, recessions ensue not too long after that. 

  If you look to the far right, that sort of slope of the yield curve, the 

spread between those, has continued to narrow. Specifically when you 
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look at the 3-month to 10-year, it narrowed a lot in the last sort of six to 

nine months of the year. 

  About a year ago, we wrote a piece where we talked about the 

shape of the yield curve and what we thought would be an impact to it. It 

was entitled “Rare bond market conditions set up complacent investors for 

subprime returns”. Well, from the previous page, 2018 was probably some 

sub optimum returns, and there was some points which came out of that. 

  The first one was about 12 months after you’ve got the difference 

between the 10-year and the 2-year to 50 basis points, credit spreads 

started to increase. Economic growth return rolled over sort of 12-24 

months after that occurred and, by and large, financial asset returns 

started to get substandard. 

  [Please reference slide 13] This next chart on here is interesting. It 

looks at the 3-month versus the 10-year and says if you go 10 days with a 

3-month yield that’s greater than the 10-year yield and you do that for 10 

straight days, here's all the periods of time it’s happened, and you're 

roughly looking at one year later the economy will put itself into a 

recession. The only time it really gets significantly long is sort of 2006, 

August 2006 where it lasted what looks like a little over a year and a half. 

(00:12:13)  
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 [Please reference slide 14] So this is a look in here. We’re talking about 

the Fed and what they’ve been trying to do. That represents Fed Funds 

Rates, where do they put it, where it ended up being this year with sort of 

a target of 2.5%. The two little red dots represent where they think it’s 

going to be the end of 2019—3—and where they think it might be the end 

of 2020—3.25, where the marketplace thinks Fed Funds Rates go. And 

then actually into 2020, the market is starting to price in actually there's 

going to be an easing instead of a tightening. And then sort of the gray 

rangebound in there is where the Fed’s been in their thoughts of where 

they wanted to have the Fed Funds Rate since June of 2014. 

  So if you look at this difference between them, the marketplace 

starts to have difficulty. The Fed’s thinking they still want to raise rates a 

little bit at some point in the future, and the marketplace is saying no, you 

probably need to ease them. So that’s where the friction point is starting to 

show up in the marketplace. 

  [Please reference slide 15] Another area where they’ve decided to 

tighten is the balance sheet that they have, which starting about 

October/November of last year through the beginning of this year, they’ve 

taken about $388 billion out. This is what they call paint drying as they try 

to ease this balance sheet down with anybody noticing. The marketplace 
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has looked at this decline in their balance sheet and consider it another 

form of tightening. So the market has looked at this and said okay, you're 

raising Fed Funds Rates, that’s a tightening of the market; and you're 

shrinking your balance sheet, that’s a tightening of the market. You are 

doing both of those at once, and the marketplace started to get rather 

concerned about that. 

(00:14:11) 

  [Please reference slide 16] It won’t, in our opinion, necessarily be 

paint drying. So this is a look at the balance sheet of various central 

banks. The green is the Fed. That’s been at a very elevated level since 

2014, just recently, as we've talked about, started to roll over. The 

People’s Bank of China, quite large. Bank of Japan, quite large. ECB, 

quite large—none of which is really normal. So this is a huge challenge the 

central banks have is how do you shrink these things without anybody 

noticing. And to our view, it’s going to be extremely difficult if not 

impossible for these large elephants to get out of the room and not cause 

some sort of disruption, part of that based on they all increased their 

balance sheets, the central banks because they were trying to drive rates 

down. So you kind of think through and go, well, if you're going to shrink 
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your balance sheet, then it probably will have somewhat of an opposite 

effect to what you tried to accomplish when you were increasing it. 

  [Please reference slide 17] So looking at budget deficits, sort of the 

fiscal side of the equation, we’re in a situation today where the budget, the 

deficit as a percentage of GDP, which is on the left-hand side, upper left, 

we’re approaching that similar to WWII environment, whatever you had to 

borrow to produce whatever you had to produce, and military goods to go 

fight a war. We’re getting close to that at this point. 

  And the lower right-hand side sort of gives you more detail to that 

with the bars, with the last three in light gray being the estimates for the 

next three years, and it looks like US Treasury securities or marketable 

debt as a percentage of GDP is going to be approaching 90%. Most of this 

drive-up has been the tax bill that came in 2017 but there's also a 

reasonable amount of entitlement spending is increasing as your 

population ages. 

(00:16:04) 

  But this to date for us looks like a difficult situation, and if we look at 

the next page starts to tell, you can start to tell a little detail. Well, how do 

we even start to finance this? 
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  [Please reference slide 18] Well, the first idea was we do this fiscal 

stimulus through tax policy and you're going to end up having better 

growth. But if you look at the orange line, the orange bars, economic 

growth for ’17 to ’18 increased but the estimates going forward into ’19 are 

a slight decrease. The same if you look at the blue bars where you take 

the rest of the world excluding the US. And as we've seen through 2018, 

economic growth has been tending to moderate and slow. So the growth 

is not how you're going to try to make up the difference of this increasing 

debt. 

  [Please reference slide 19] This is a bit of a more detailed look at 

that increase in debt, and if you look on the far right-hand side of this 

graph, the dark blue represents what the Treasury Department have to 

raise in net new bonds and notes in order to satisfy the deficit. A fairly 

significant increase between ’18 and ’19. Keep in mind these are fiscal 

years so they end September of each year. And on top of that, the Federal 

Reserve’s balance sheet runoff, which is the $228 billion this year, 212 

next year. And then on top of that, you need to look at okay, I’ve got a net 

issuance of mortgage-backed securities of which the Fed is going to be a 

lesser player in there as well, and you start to have some very significant 

numbers in growth to where you're looking at something by the end of 
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2019 fiscal year where you’ve got to come up with a little over a trillion and 

a half. This to us means you’ve got to find a new buyer for a trillion and a 

half worth of securities just if you're thinking about mortgages, agency 

mortgages and treasuries. 

(00:18:01) 

  [Please reference slide 20] So what if the growth doesn’t occur? 

What if something else happens? And this was some information we came 

across that does give one some pause. Looking at the upper left-hand 

corner of that chart, that’s looking at the current level of those various 

economic indicators versus where that level is when there's a 50% 

probability you go into a recession. And if you go through all those—it 

shows up as yellow—it’s roughly a third, 31% chance. 

  On the right-hand side, it says, well, what if I look out several years 

looking at some of those same indicators, where they are, where that has 

tended to tell me in the past I was going to end up in a recession 

standpoint, and in years two and three, the numbers get quite large as 

they get more than 50. Whether that happens or not, I don’t know; it’s just 

tending to tell us the direction we’re going. 

  The bottom is sort of complementing this and looking, okay, based 

on the indicators, the economic indicators, based on the yield curve and 
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based on BBB spreads, what's the probability that we’re going to get into a 

recession sort of 12 months out? And it’s not an unreasonably low 

number. It’s in the low 40s. So it’s something to be, definitely be aware of. 

  [Please reference slide 21] So as those fears started to hit into the 

marketplace in the fourth quarter, flight to quality. Treasury rallies, the 10-

year goes to a little over 3% to something that looks more like 2.7. 

  [Please reference slide 22] On the other side the equation, risk 

assets fell off. The upper left is a look at the Credit Suisse Loan Index, and 

it was off 3-4 points on principal. High yield market was down roughly the 

same, 3-4 points on principal as well. 

  [Please reference slide 23] As you would expect when you see that, 

you look at that and go okay, how did that come about? Where did it 

occur? And if we look at the selloff that occurred in 2015 in the sort of 

second half of that year, it was very concentrated in oil and gas, and 

metals and mining. It wasn’t very concentrated in things like entertainment 

and leisure. But if we look at this fourth quarter of this year, it’s fairly 

consistent across all the various industries as far as the decline was 

concerned, sort of a four handle for everybody just about, with the 

exception of utilities. 

(00:20:24) 
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  [Please reference slide 24] So as you would expect with that kind of 

selloff, leveraged loan yield goes up, leveraged loan spread goes up. It 

goes up rather rapidly. The lower left hand is a look at the high yield 

market, you're seeing the same thing, both spread and yield increase. On 

the investment grade side, the yield doesn’t increase that much; it actually 

declined some, not a lot, but spread widens out. 

  [Please reference slide 25] So what's sort of happened since then? 

Well, since November 30, you sort of went down, a sort of 3% decline, 

3.5% decline for high yield and for leveraged loans, and as of a couple of 

weeks ago, you were pretty much back to where you were the end of 

November. You’ve retraced all that in a very short period of time in the 

beginning of this year. 

  [Please reference slide 26] One of the things that we've noticed, 

some of the things that we've noticed, volatility starts to change as that 

yield curve starts to flatten. So the red line looks at the 2-year/10-year, 

looks at that slope of the yield curve. They advanced it by a few years. 

And every time that line is going up, you're getting to where you're getting 

to go from a flat yield curve to an inverted yield curve and as it rises, the 

blue line which is the VIX, volatility, increases. So as we've seen that 

happen these last couple of years, volatility has tended to move up as well 
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so it wouldn’t be a surprise to us to continue to see the markets exhibit 

more volatility today and going forward than they have in the recent past. 

(00:22:09) 

 [Please reference slide 27] Now I want to do some comments on a 

special commentary that Steve Romick and Abhi Patwardhan and myself 

wrote called “Risk is where you're not looking”. We issued it right at the 

beginning of this year. And it’s really to look into the corporate bond 

market is where it’s focused. 

  So on the upper left-hand side of this graph, you see household 

debt, various forms of it. As you expected, the slope of that line was rising 

rather rapidly into 2008 and then has a decline after the consumer had to, 

got into this sort of debt problems they got into. The slope of its increase 

since then is much gentler. 

  On the right-hand side, upper right-hand side, that’s non-financial 

corporate debt. Much bigger increase. It went from roughly $6 trillion to 

$8.5 trillion in about eight years. 

  The bottom right sort of shows the growth comparing it to GDP. 

From 2006 till basically about the first half of last year, GDP went up 1.5x. 

High grade bonds went up 3.7x. When you look at high yield and you look 

at the consumer and industrial bank loans, much less of an increase. The 
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focus of borrowing has really been at the investment grade level where 

QE and ZIRP, the two sort of things that were put in place by the Fed, 

found themselves in a less positive way which was investment grade 

corporates borrowing money, corporations borrowing money for the 

purpose of M&A activity, buying back their stock. 

(00:23:55) 

  [Please reference slide 28] So let’s look a little deeper into the 

corporate side of the equation. The blue line is the median net debt to 

EBITDA for investment grade issuers. It’s about 1.7 times in 2011. It’s now 

pushing up to 2.4 times. The green line is debt to income ratio for 

households, which peaked in ’08 as you’d expect, when their debt peaked, 

and it’s declined since then. 

  Now, of interest on the right, this is corporate debt as a percentage 

of GDP. We’re at an all-time high compared to those previous peaks. The 

previous peaks all occurred right before a recession. Now, that doesn’t 

necessarily mean this is a recession coming right around the corner. It 

tells you, well, this indicator says you're getting near to where this could be 

a problem for you. 

  [Please reference slide 29] And then finally I want to spend a 

minute and look at the BBB portion. The blue line is just the market size 
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for BBB corporates. Starting in 2009, it was about $600 billion. It’s now $3 

trillion. It’s gone from 35% of the investment grade market to 50% of the 

investment grade market. So as we think out forward, we think about this 

high volatility market, that wouldn’t surprise us given a flat yield curve, we 

think that a flat yield curve has usually been something that’s preceded an 

economic slowdown or an economic downturn if I look at history, and think 

about where the pain points may lie, the BBB portion of the corporate 

bond market is one of those places that we think is something that 

investors should take a very, very close look at. 

  Having said these items about sort of the macro environment and 

our market commentary, I want to turn it over to Abhi at this point, who is 

going to discuss the portfolio in more detail and what we’ve been doing. 

(00:25:53) 

Abhijeet: [Please reference slide 30] Thanks, Tom. With that background, let’s 

review the performance for the quarter and the year, but first let’s start 

with a reminder of how we think about duration. 

 [Please reference slide 31] We don’t make duration bets. We try to buy 

bonds that we think have an attractive upside versus downside from a 

duration standpoint. The way we measure that is by employing a duration 

test that asks the following question: what would the one year return on a 
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bond be if we assume that the bond’s yield increases by a 100 bps over 

one year? 

 If a bond has a positive return under that scenario, we will consider buying 

it. In general, we try to buy the longest duration bonds that will pass that 

test. In other words, we take what the market will give us rather than 

making bets on the direction and magnitude of changes in interest rates. 

The benefit of this approach is that if rates rise, our portfolio should be 

protected to a degree. On the flipside, if rates decline our portfolio should 

have some upside optionality in the form of price appreciation. It won’t 

have the same price appreciation as 7 or 10 year bonds will have but it 

won’t have the painful downside either.  

  With that in mind, those who have been with us for a while know 

that as rates rose over the past couple of years, we extended the duration 

of our portfolio in line with the test I just described. As rates increased, that 

allowed us to buy incrementally longer bonds. You can see that in this 

chart where the green bars show a gradual increase in the duration of our 

high quality holdings since 2016 and with that an increase in yield as 

shown by the blue line. These high quality holdings represent the bulk of 

our portfolio. 
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  In the fourth quarter, we continued that approach…at least until 

mid-November. Through mid-November, rates were still rising so we 

continued to push out the duration as much as we could. Rates began to 

decline pretty significantly from mid-November through the end of the year 

so we paused for a bit and waited for better opportunities to buy longer 

duration bonds. 

  [Please reference slide 32] With that background, let’s look at the 

fourth quarter performance. 

(00:27:51) 

  The bottom of the third column shows that the portfolio returned 

0.95% before fees. The largest contributors to performance were agency 

mortgage pools which increased in price as interest rates declined in the 

fourth quarter. This is a good example of the portfolio benefiting from the 

upside optionality associated with declining interest rates which I just 

discussed. 

  The second-largest contributors to performance were asset-backed 

securities backed by auto loans (prime or subprime loans) followed by 

asset-backed securities backed by equipment. Both sets of bonds 

benefited from a combination of coupon payments and higher prices due 

to lower interest rates.  
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  The only detractors from performance in the fourth quarter were 

corporate high-yield bonds. Most of the negative performance is 

associated with an energy-related company that saw price declines due to 

falling oil prices and some other matters specific to the company. 

  For the full year, the fund returned 2.76% before fees as shown on 

the bottom right. 

 The largest contributors to performance were asset-backed securities 

backed by auto loans.  Despite the decline in interest rates in the fourth 

quarter, on a year-over-year basis, interest rates were higher. Because of 

that, these asset-backed securities had a small price decline but that was 

more than offset by coupon payments. CLO’s were the second-largest 

contributors to performance. Prices on these bonds declined due to wider 

spreads caused by the turmoil in the loan market that we discussed. 

However, that was offset by the coupon payments we received. 

   The third-largest contributors to performance were Ginnie 

Mae project loan interest-only bonds. These bonds benefited from coupon 

payments in addition to prices that did not decline as much as expected. 

By their nature, you expect prices of interest only bonds to decline over 

time. However, they can decline faster or slower than expectations. In this 
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case, the price did not decline as fast as expected because of tighter 

spreads. 

  [Please reference slide 33] Note that our corporate holdings overall 

contributed to performance for the year but our energy-related investment 

detracted from performance for the year. 

 
 With respect to portfolio activity, I already discussed what we did in terms 

of duration.  

  With respect to credit, as Tom described, credit markets got 

cheaper for a few weeks at the end of the year. In our view, the market 

went from extremely expensive to very expensive which means that 

although the headlines might look attractive to some, we didn’t see a lot 

for us to do. Having said that, there were a few situations that we had 

been monitoring that we were able to add to our portfolio at attractive 

prices. We spent a little over 1% of the portfolio in credit but much of that 

was offset by repayments on existing investments and mark-to-market 

declines on the remaining credit holdings so, on the whole, the credit 

exposure is now about 10 bps higher at about 7.3% of the portfolio. 

  [Please reference slide 34-35] Putting all of that together, looking at 

the bottom of the page, versus the last quarter, the portfolio duration is 
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unchanged and the portfolio yield is a bit lower predominantly due to lower 

market yields at the end of the year. 

  [Please reference slide 36] This next chart shows the portfolio 

broken down by investment idea. The pie on the right is the portfolio as of 

the end of the year and the pie on the left is the portfolio as of the end of 

the third quarter. Each slice represents an idea that is at least 4% of the 

portfolio. Notable changes include the mortgage pass-throughs or agency 

mortgage pools which increased by 3 percentage points. Our CLO 

exposure was down slightly as was our subprime auto ABS exposure. 

Cash and equivalents was less than 4% of the portfolio at the end of Q3 

so it shows up in “other” on the left chart but cash and equivalents 

increased by almost 2 percentage points in the fourth quarter and ended 

the year at 5%. 

  [Please reference slide 37] This chart shows the percentage of the 

portfolio’s principal value that we expect to turn into cash each quarter. 

Despite our efforts to extend the portfolio’s duration, the duration is still 

relatively short which means that the cash generating ability of the 

portfolio is pretty robust which is a good feature to have when markets get 

less liquid. 
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(00:31:58) 

  [Please reference slide 38-39] Here we apply our duration stress 

test to the entire portfolio. The bars shows the portfolio’s one year 

expected return before fees based on different yield changes shown on 

the x-axis. Each bar show the results of the test at different dates. For 

example, two-thirds of the way along the x-axis, the blue bar shows that, 

as of the end of 2018, if the yield on every bond in the portfolio regardless 

of maturity increased by 100 bps over the next twelve months, the portfolio 

would be expected to return about 2.6% before fees. If you ran the same 

analysis on the portfolio at the end of 2017, the expected return would be 

about 1.6% so, all things being equal, the downside return is better today 

that it was in the past. 

  What’s really interesting on this page is if you look at the far right 

side, at a 200 bps increase in yield, the portfolio is expected to have 

roughly the same return as it did two years ago. But on the far left hand 

side where we are looking at scenarios of decreasing yield, the portfolio 

return is much better today than it was a year or two ago. This speaks to 

the upside optionality that I described earlier. 

  [Please reference slide 40] I think that’s pretty exciting. 

 But we have something even more exciting to talk about it. 
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 We recently launched a new mutual fund called FPA Flexible Fund. It 

trades under the ticker FPFIX. 

  [Please reference slide 41] This fund was born out of client 

feedback. We’ve met with a number of clients over the years who have 

said to us: we really like what you guys do and how you think about fixed 

income investing but we don’t need a fund that has a positive return every 

year. In fact, we would be ok losing a little bit of money in any given year if 

the tradeoff is that we are getting a better long-term return profile. We took 

that feedback and sat on it for several years because, consistent with our 

“Investors First” mentality, we didn’t want to launch a new fund unless we 

could comfort ourselves that it would not be a detriment to our existing 

New Income investors. 

  
  With additions to the investment team over the years, we are now 

at a point where we feel comfortable that launching this new fund won’t 

harm our existing investors. 

 
  We show here a summary table comparing the key distinguishing 

characteristics of New Income and Flexible Fixed Income. As you’ll see, 

Flexible Fixed Income is just a different expression of the same 

investment approach that is familiar to our New Income investors. 
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 As is well-known, the short-term objective for New Income is to deliver a 

positive return over a twelve month period. Flexible Fixed Income seeks a 

positive return over 3 year periods. 

  On a longer-term basis, Flexible Fixed Income seeks a return of 

CPI+200 bps over five years versus CPI+100 bps for New Income. 

Consistent with our long-term approach, the goal with Flexible Fixed 

Income is not to outperform New Income every single year but rather to 

outperform on a cumulative basis over multiple years. 

  Neither fund tracks a benchmark. 

  Duration will be managed largely the same way in both strategies 

so the key differentiator between the two and the key driver of 

differentiated performance is that whereas New Income can have up to 

25% of its portfolio in credit – that’s bonds rated less than single-A, 

Flexible Fixed Income can have up to 75% of its portfolio in credit. 

  I’d like to spend a minute on this last point. I want to stress that 

these credit limits are just that – they are limits, not requirements. As we 

showed earlier, New Income’s credit exposure has moved between 0 and 

25% based on market conditions. Flexible Fixed Income will operate in a 

similar way – its credit exposure will vary between 0 and 75% based on 
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market conditions. Flexible Fixed Income is not a high yield fund; if 

anything, it’s an opportunistic credit fund. 

 (00:35:56) 

  [Please reference slide 42] We show this table to serve as an 

indicator of when the credit exposure in Flexible Fixed Income might push 

the upper limits of its credit capacity. The column headings show the yield 

on the BB-component of the high yield index excluding energy and the row 

headings show the spread on that same index. In most circumstances, we 

would expect Flexible Fixed Income’s credit exposure to be between 20-

50% of the portfolio. It’s only when credit is extremely cheap, on the 

bottom right, when spreads on credit are high and, importantly for us as 

absolute return investors, yields are sufficiently high. For reference, that 

hasn’t happened that often historically. 

  We think Flexible Fixed Income is an attractive vehicle that, like 

New Income, won’t be constrained by sector exposures but, unlike New 

Income, also won’t be constrained by credit limits. 

  [Please reference slide 43] Because of that flexibility, we compared 

Flexible Fixed Income to nontraditional funds. When we looked at that 

category of bond funds, we noticed a few things: 

 



 
Q4 2018 FPA New Income, Inc. (FPNIX)/ 

FPA Flexible Fixed Income Fund (FPFIX) Conference Call  
 
 

 
 

-29- 
 

 

1. Their fees are really high 
2. They don’t seem to change their credit exposure meaningfully even 

when markets are expensive 
3. They have high turnover and 
4. I’ll also note that these strategies can be opaque 

 
  In contrast, Flexible Fixed Income follows a traditional buy-and-hold 

approach. We will be opportunistic about owning credit. We will primarily 

buy cash bonds rather than relying on derivatives to get exposure. We 

won’t use leverage as a way to increase returns. Finally, we expect that 

our portfolio will be transparent to you – you should have a good sense on 

any given day of what we are doing in our portfolio because we are 

investing, not trading. 

  I’ll turn it over to Ryan to share more details on fund. 

Ryan: [Please reference slide 44] Thanks, Abhi. I briefly wanted to cover an 

update on the Fund as well as how investors can think about using New 

Income and FFI. 

(00:37:56) 

  So first, briefly, an FFI update. The management fee is 50 basis 

points, which is the same as New Income, and that management fee 

places Flexible Fixed Income in the cheapest quartile of other 

management fees if you look at the Morningstar Non-Traditional Bond 



 
Q4 2018 FPA New Income, Inc. (FPNIX)/ 

FPA Flexible Fixed Income Fund (FPFIX) Conference Call  
 
 

 
 

-30- 
 

 

category. I will note that it’s also highly competitive with other Morningstar 

bond categories like the Multi-Sector Bond category. 

  In terms of annual expenses, we have decided to put in fee caps for 

calendar years 2019, 2020 and 2021 which you can see on the table at 39 

basis points for this calendar year, 49 basis points for 2020 and 59 basis 

points for 2021. The full details of the waiver can be found in the footnote 

at the bottom of this page as well as in the Fund’s prospectus. 

  I will note that two of the reasons why we decided to have a 

substantial fee waiver for calendar years 2019 was firstly to a thank you to 

our clients that helped seed the strategy, not only in January but also this 

month and in the months to come in 2019, and also because of the 

recognition that it takes us time to build the portfolio. 

  The Fund is available on major platforms including Charles 

Schwab, Fidelity, TD Ameritrade, Pershing, Wells Fargo and others. I’ll 

note two things. One, if there’s a platform that you use that is not on this 

list, please let us know and we will work on getting that platform 

onboarded. And secondly, if you have any issues trading with any of those 

platforms listed, especially because this is an institutional share class or 

FPA, meaning the initial investment minimum is typically at least $100,000 
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in taxable accounts, also please let us know so we can work with you on 

that. 

  Regarding the Fund itself, it had approximately $19 million in assets 

as of the end of January, with more than $3 million of that coming from 

FPA employees including Tom and Abhi, who are substantial investors. 

(00:40:06) 

  Also, I want to pause for just a minute to thank our initial clients for 

helping us seed this strategy both in January and February. I won’t 

mention them by name but by city, so briefly, to our clients in Chicago, 

Philadelphia, Pittsburgh, Denver, Madison, Bethlehem, San Diego and the 

LA area, thank you very much. We really appreciate you starting to invest 

in the strategy so early. 

  The transition to the model portfolio is approximately 25% complete 

as of the end of January. The yield, duration and credit profile of the 

invested assets is broadly similar to New Income, so I want to be really 

clear on that point and if there are additional questions on that point, Abhi 

would be happy to take those. And that is that based on current market 

conditions, the target positioning is broadly similar to FPA New Income’s 

positioning today, and that’s because of where we stand right now with the 

yield curve and credit markets generally. 
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  [Please reference slide 45] I want to spend just a few moments now 

on how investors can think about using the two funds, and the differences. 

  So first for New Income, and none of this should be a surprise to 

our longstanding investors, we believe that New Income may be 

appropriate for those investors with at least a one-year investment time 

horizon given its mandate, and it’s at least a year because there are many 

rolling six-month periods and three-month periods in the Fund’s history 

where there has been a negative return, and so that’s why we think it may 

be appropriate for investors with at least a one-year time horizon. 

  It also may be used as a high-quality short-term bond fund given its 

mandate, and it may be used as a conservative core bond fund with the 

34+ years and counting of consecutive calendar year positive returns. 

  So with that, how should investors think about using FPA Flexible 

Fixed Income or FFI? And Abhi already mentioned some of these and 

firstly, with the longer time horizon of the strategy, we also think investors 

need to have a longer time horizon and so we think it may be appropriate 

for investors with at least a three-year investment time horizon given its 

mandate. 

(00:42:10) 
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  Just because it may be appropriate for some investors with a three-

year time horizon, it’s not appropriate for all investors with a three-year 

time horizon. Specifically, we think New Income may be more appropriate 

than Flexible Fixed Income for investors with that at least a three-year 

time horizon but who value, for example, limited volatility or limited 

drawdowns or positive rolling 12-month periods, and this is an important 

point so we think investors should think about that before investing in the 

new fund. 

  We think the Fund may be appropriate as a flexible core plus bond 

fund given its mandate and its ability to invest a greater percentage of its 

assets in credit and high yield, and it also may be appropriate for those 

investors who are looking for a flexible or non-traditional bond fund given 

its ability to have varied and material interest rate risk and credit exposure 

if we are paid to take on those risks. 

  On the right, you can see how New Income has done, similar to 

what Tom showed at the beginning of the webcast. This is over the trailing 

five years and it plots New Income, the Morningstar average short-term 

bond fund, the Aggregate 1-3 Year Index, the average Morningstar 

intermediate-term and the US Agg, and then the average high yield fund 

with an ETF that tries to replicate the high yield index, and we put that in 
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there because we’re all aware of the tracking error issues of the high yield 

index. 

(00:43:43) 

  And so if you think about where, over the next five years—and we 

can’t, obviously, predict what the performance of any fund is going to do 

over the next few years or even what the market conditions are going to 

be—but when you think about it, we would expect, especially if there’s a 

varied credit market, for the Flexible Fixed Income Fund to be more 

volatile, to have a slightly greater drawdown than New Income but as Abhi 

mentioned, for us to get paid for taking on that risk and to have a greater 

return than New Income. And so broadly speaking, if we see a credit 

dislocation, you should kind of think about Flexible Fixed Income as a 

return that’s greater than New Income, probably less than the high yield 

bond funds and ETFs given it will not be as invested, certainly can’t be 

100% invested in high yield bonds, and have a volatility profile and a 

return profile somewhere in between New Income and those other 

categories. 

  So we hope that’s helpful as investors think about using and 

thinking about the Fund. And with that, we are more than happy to take 
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questions. I think we may have had a couple that were presubmitted, 

Kristina, and then I know we have some live questions. 

Kristina: [Please reference slide 46] Thank you, Ryan. We received a couple of 

questions about Flexible Fixed Income during this presentation so we’ll 

take those first and then we’ll revert back to the questions that were 

submitted earlier. 

  So: what overlap of specific issues do you anticipate between the 

two funds? And Abhi is going to cover that. 

Abhijeet: Sure. So it depends on the market environment. To paint the two 

extremes, we actually find today to be close to one of the extremes where 

we view credit as being very expensive. So in a market like today, it’s 

expected that you would see a high degree of overlap between the two 

portfolios in terms of individual bonds that are held in each portfolio. 

  On the other extreme, when credit markets are very, very cheap, 

you would expect to see less of a degree of overlap in the specific bonds 

held in the two portfolios. And to put it in simple terms, the reason is that 

at some point, as we deploy credit investments into the two portfolios, FPA 

New Income is going to run out of capacity. It’s essentially going to bump 

up against the 25% limit. On the other hand, Flexible Fixed Income will be 

able to get to 25% and then keep going. And so as we get beyond the 
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25%, you'll start to see different investments in Flexible Fixed Income than 

you might see in FPA New Income. 

(00:46:15) 

  Broadly speaking though, that’s one way that the credit exposure in 

the two strategies can differ. 

  The other way that the credit exposure in the two strategies can 

differ is that, depending on the situation, you might see that Flexible Fixed 

Income has larger exposures to individual ideas. And the rationale there is 

that because we are seeking to be positive over a three-year period in 

Flexible Fixed Income, there is more room to take drawdown risk in 

Flexible Fixed Income than there is in New Income, again with the eye 

towards hopefully generating a better long-term return profile in Flexible 

Fixed Income above what we might get in FPA New Income. 

  To follow on, there was another question asking: what securities 

are being used as placeholders during the transition to the model 

portfolio? 

  We've generally been investing the cash in short treasuries as we 

fully deploy the assets in Flexible Fixed Income. 

  A question that was asked on FPA New Income which is probably 

also relevant to FPA Flexible Fixed Income at this point, which is that: 
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while you’ve managed the duration risk in an excellent way—thank you—

are there any quality risks in the portfolio that could hurt performance in a 

recession? 

  So let’s break that down into two pieces. So what could hurt 

performance in a recession? The first is mark-to-market risk, and that 

really relates to spread on individual bonds. We've spoken about this at 

quite a bit of length over the past several webcasts and quarterly letters 

that we've published, but because we've had concerns about the extent to 

which spreads have tightened in the market overall, and that’s both in 

high-quality bonds and credit bonds, in addition to our typical 100-basis 

point duration tests which we described in detail during this webcast 

today, we've also been deploying a spread test on the bonds that we've 

been investing in, which is to say that we've been trying to figure out what 

we think normal bond spreads should look like on any specific bond and 

then trying to buy those bonds at prices where we think we can still expect 

to have a positive return if spreads went from today’s low spreads to what 

we think are more normal spreads. 

(00:48:30) 

  And the idea is that if you expect spreads to widen out at some 

point, if we’re buying bonds at the appropriate prices, we should be able to 
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finish the year at kind of a breakeven return on that specific investment if 

you have a combination of rising interest rates and widening spreads. 

  Now, it’s a lot harder to employ that sort of analysis to any degree 

of precision on more credit-oriented bonds because that market seems to 

suffer a lot more from “baby out with the bathwater” type of trading activity, 

but we also try to insulate against some degree of spread movement in 

our credit investments as well. 

  So we think from a mark-to-market standpoint, the portfolio 

generally should be insulated from short-term mark-to-market movements 

in spread but it’s kind of, there's a balance around that. So if you have a 

very extreme selloff then the portfolio may not necessarily be insulated. 

  The other possible place where performance could be hurt is from 

permanent impairment of principal. Hopefully people who have been 

listening to us for a long time know that we take a pretty robust approach 

to analyzing credit risk and so especially as it relates to our high-quality 

investments, we do not expect to take principal impairments on those 

investments even in a recessionary environment. 

  So the bigger risk to a principal impairment in a recessionary 

environment lies in our credit investments but even there, even when you 

have markets and in economic backdrops where the Fed is really pushing 
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hard on the accelerator, even then we underwrite every single one of our 

investments assuming that a recession is going to happen in the near 

term. 

(00:50:06) 

  So with that in mind, even if you had a recession happening in the 

very near future, we would not expect to have a principal impairment on 

our credit investments. But with that said, anything can obviously happen. 

That’s the expectation. We think our portfolio should be fine, but you never 

know. 

Kristina:  Thank you, Abhi. I believe most of the questions that were 

submitted prior to the webcast have already been covered in the prepared 

remarks or during this Q&A session. There is one outstanding regarding 

whether we are still comfortable with subprime auto loans. 

Thomas:  Okay, thank you, Kristina. The simple answer to that is we are a lot 

less comfortable now than we were. I mean, it’s not been an area of focus 

for us of late. In fact, if you look over the last year, the allocation into the 

subprime auto portion of the portfolio has declined from about 14% to 

about 7.75%. Of the remaining holdings we have, they have an average 

life of about 1.3 years and a yield to worst of 3.29. As Abhi talked about, in 

the analysis that we've done on them, we are not expecting any kind of 
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principal impairment if for any reason there is an increase in defaults, 

delinquencies and such and that were going to happen immediately. 

  Having said that they’re of not interest to us today doesn’t mean 

that as obviously the market changes and the pricing for those types of 

securities change, we might not reenter that market at some point in the 

future. 

  It is also one of them—there's a couple of questions sort of talked 

about your, you know, talking about recession and where risk may lie and 

what we’re trying to do about it. 

(00:51:52) 

  One of the things we've been doing is really upgrading the quality 

that we have. So instead of committing new capital into, say, subprime 

auto, we find that we don’t have to give up that much of a yield if we can 

take that same capital and put it into 15-year agency mortgage pools as 

an example, where instead of, okay, lending on a three-year-old car, 

you're lending on a house. There's a little bit better liquidity in it, the give-

up in the yield isn’t that much, and we think the quality is somewhat 

improved. So that’s another area that we've talked about in the past but 

we have also been implementing sort of the last six to nine months and 
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unless the world changes for us, we’ll continue to implement that going 

forward. 

Abhijeet:  Yes, I think just to follow up and clarify, on our subprime auto 

exposure, we are completely comfortable with the bonds that we own. The 

predominant issue that we've had recently has really been one of pricing 

and to Tom’s point, the specific issue is that we just felt like, and we have 

felt, that we've not been able to pick up that much incremental yield given 

the risk for subprime auto bonds. 

  And so because of that, we haven’t really deployed any new capital 

into that space in quite some time. Tom mentioned our exposure has been 

decreasing and our bonds have been shortening. If it ever turned out to be 

the case that those bonds got cheaper and we looked at the risk/reward 

and we thought it made sense, we might do something in the future, but 

there's not really much for us to do today. 

Kristina:  Thank you. We also received several questions regarding FPA 

Flexible Fixed Income availability on individual platforms and we are going 

to respond to those individuals directly after the call. 

  There are no other questions at this time so we want to thank you 

for listening to FPA New Income and FPA Flexible Fixed Income Fourth 
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Quarter 2018 webcast. We now turn it over to the system moderator for 

closing comments and disclosures. 

(00:53:57) 

Moderator: [Please reference slide 47] Thank you for your participation in today’s 

webcast. We invite you, your colleagues and shareholders to listen to the 

playback of this recording and view the presentation slides that will be 

available on our website within a few days at FPA.com. We urge you to 

visit the website for additional information on the Fund such as complete 

portfolio holdings, historical returns and after-tax returns. 

  Following today’s webcast, you will have the opportunity to provide 

your feedback and submit any comments or suggestions. We encourage 

you to complete this portion of the webcast. We know your time is 

valuable and we do appreciate and review all of your comments. 

  [Please reference slide 48] Please visit FPA.com for future webcast 

information including replays. We will post the date and time of the 

prospective calls towards the end of each current quarter and expect the 

calls to be held within three to four weeks following each quarter end. 

  [Please reference slide 49] If you did not receive an invitation via 

email for today’s webcast and would like to receive them, please email us 

at crm@fpa.com. 
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  [Please reference slide 50] We hope that our quarterly 

commentaries, webcasts and special commentaries will continue to keep 

you appropriately informed on the strategy. 

  We do want to make sure you understand that the views expressed 

on this call are as of today and are subject to change based on market 

and other conditions. [Please reference slide 52] These views may differ 

from other portfolio managers and analysts of the firm as a whole and are 

not intended to be a forecast of future events, a guarantee of future 

results, or investment advice. 

  [Please reference slide 47] Any mention of individual securities or 

sectors should not be construed as a recommendation to purchase or sell 

such securities. 

  Past performance is not a guarantee of future results. Any 

statistics have been obtained from sources believed to be reliable, but the 

accuracy and completeness cannot be guaranteed. 

(00:55:59) 

  You may request a prospectus directly from the Fund’s distributor, 

UMB Distribution Services, LLC, or from our website, FPA.com. Please 

read the prospectus carefully before investing. FPA funds are offered by 

UMB Distribution Services, LLC. 



 
Q4 2018 FPA New Income, Inc. (FPNIX)/ 

FPA Flexible Fixed Income Fund (FPFIX) Conference Call  
 
 

 
 

-44- 
 

 

  This concludes today’s call. Thank you and enjoy the rest of your 

day. 

(00:56:23) 

[END FILE] 

 

 FPNIX is not authorized for distribution unless preceded or 
accompanied by a current prospectus. 


