FPA New Income, Inc.
Third Quarter 2018 Commentary

Dear Shareholders:
FPA New Income, Inc. (the “Fund”) had a total net return of 0.40% in the third quarter of 2018, 1.47%
year-to-date, and 1.91% for the fiscal year ending Sept. 30, 2018.
As of Sept. 30, the portfolio had a yield-to-worst 1 of 3.82% and an effective duration 2 of 1.77 years.
Treasury yields rose meaningfully during the third quarter, particularly in the front-end of the yield curve
(0-3 year maturities) causing the yield curve to flatten further. Higher Treasury yields allowed us to add
more duration at lower prices in the high-quality portion of the portfolio (investments rated A- or higher).
With credit spreads compressed versus the prior quarter and prior year, the portfolio’s credit-sensitive
holdings (investments rated less than A-) decreased to 7.2%, compared to 8.2% on June 30, 2018 and
11.5% on Sept. 30, 2017, as attractively priced credit investments remain difficult to find. Because of our
efforts to add more duration to the portfolio in this rising interest rate environment, cash and equivalents
decreased to 3.5% of the Fund, down from 8.2% at the end of the second quarter.
The Fund has performed well in comparison to commonly used industry benchmarks. The Bloomberg
Barclays U.S. Aggregate Bond 1-3 year Index, with a 1.93 year duration, returned 0.34% this quarter and
0.42% year-to-date, while the Bloomberg Barclays U.S. Aggregate Bond index, with a 6.03-year duration,
returned 0.02% this quarter and lost 1.60% year-to-date. The outperformance of the Fund versus the
index was partially driven by our absolute value-oriented approach to duration, which includes eschewing
speculative bets on interest rates and seeking to own more duration when we believe the upside versus
downside is attractive.

Portfolio Attribution 3
Third Quarter 2018
The largest contributors to performance during the quarter were collateralized loan obligations (CLO’s).
The majority of these bonds have floating-rate coupons. With interest rates rising, the coupon returns on
these bonds offset a small decline in price. The second- and third-largest contributors to performance
were asset-backed securities (ABS) backed by auto loans and ABS backed by equipment loans and
leases, respectively. In both cases, the return on these bonds was predominantly due to coupon returns;
the prices of the auto loan ABS were essentially unchanged and the prices of the equipment ABS were
down slightly, as lower spreads mitigated most of the impact of rising Treasury rates.

There were no meaningful detractors from performance during the quarter.
Fiscal Year 2018 (10/1/17-9/30/18)
The largest contributors to performance for the fiscal year ended Sept. 30 were corporate bonds and
bank debt, with much of that return coming from price appreciation and coupon on a metals and mining1

Yield-to-worst is the lowest possible yield that can be received on a bond without the issuer defaulting. It does not represent the
yield that an investor should expect to receive. As of September 30, 2018, the SEC yield was 3.11%. The SEC yield figure reflects
the theoretical income that a bond portfolio would generate, including dividends and interest, during the period after deducting the
Fund’s expenses for the period (but excluding any fee waivers). The Fund’s actual net earnings for a given period under generally
accepted accounting principles may differ from this standardized yield. The SEC yield is expressed as an annual percentage based
on the price of the Fund at the beginning of the month. The SEC yield reflects prospective data and thus assumes payments
collected by the fund may fluctuate.
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Duration is a measure of the sensitivity of the price (the value of principal) of a fixed-income investment to a change in interest
rates.
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Contributors and detractors are presented gross of investment management fees, transactions costs, and Fund operating
expenses, which if included, would reduce the returns presented. This information is not a recommendation for a specific security or
sector and these securities/sectors may not be in the Fund at the time you receive this report. The information provided does not
reflect all positions purchased, sold or recommended by FPA during the quarter. A copy of the methodology used and a list of every
sector’s contribution to the overall Fund’s performance during the quarter is available by contacting FPA at crm@fpa.com. The
portfolio holdings as of the most recent quarter-end may be obtained at www.fpa.com. Past performance is no guarantee, nor is
it indicative, of future results. Please see Important Disclosures at the end of this commentary.

related investment. The rest came mostly from coupons on other corporate bond and bank debt
investments, which offset an overall small price decline on those investments. The second-largest
contributor to performance for the fiscal year were CLO’s, owing predominantly to coupon return. The
third-largest contributor to performance were GNMA project loan interest only bonds whose return
stemmed from a combination of coupon payments, prepayment penalties and higher prices as lower
spreads offset rising interest rates.
The only detractors from performance were long Treasury bonds, where prices declined due to rising
interest rates.

Portfolio Activity 4
The table below shows the portfolio’s exposures as of Sept. 30, 2018 compared to June 30, 2018 and
Sept. 30, 2017:
% Portfolio
9/30/2018

% Portfolio
6/30/2018

% Portfolio
9/30/2017

ABS
Mortgage Backed (CMO 6)

54.0%
12.9%

52.6%
13.4%

53.0%
9.7%

Change 6/30/18
to 9/30/18
(bps) 5
140
-50

Stripped Mortgage-backed

4.3%

4.8%

8.1%

-50

Corporate

6.0%

6.8%

7.4%

-80

CMBS 7

3.7%

4.1%

10.5%

-40

10.7%

5.2%

3.8%

550
0
-470

Sector

Mortgage Pass-through
U.S. Treasury

4.9%

4.9%

2.6%

Cash and equivalents

3.5%

8.2%

4.8%

100.0%

100.0%

100.0%

Total
Yield-to-worst

3.82%

3.42%

2.67%

40

Effective Duration (years)

1.77

1.64

1.49

0.13

Average Life (years)

2.31

2.12

1.77

0.19

Not much has changed in the past three months in regard to the market and our investment approach.
Since the second quarter, the market has continued in the same direction it has been heading for much of
the year: interest rates are higher, the yield curve is flatter and credit is more expensive.
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Portfolio composition will change due to ongoing management of the fund.
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Change in basis points, except for effective duration and average life, which represents the change in years.
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Collateralized mortgage obligations (“CMO”) are mortgage-backed bonds that separate mortgage pools into different maturity
classes.
7

Commercial mortgage-backed securities (“CMBS”) are securities backed by commercial mortgages rather than residential
mortgages.

Source: Bloomberg.
As a result, nothing has changed since the last quarter in how we execute our investment activity: We are
adding duration in high-quality bonds and upgrading the credit quality of the portfolio.
On the duration front, as always, we try to buy bonds that we expect will produce a positive total return if
yields rise by 100 bps over a 12-month period, and we look for the longest bonds that will meet that
hurdle. Today, with rates meaningfully higher during the quarter, this approach allows us to buy highquality bonds that have a duration of three to four years. The spread on high-quality non-agency
securities (i.e., ABS, CMBS and non-agency RMBS rated A- or higher) continues to narrow, which
decreases the yield we are giving up by owning agency mortgages that have better collateral and better
liquidity. Moreover, increasingly, our ideal duration does not overlap with the high-quality duration
available in ABS and other non-agency investments which oftentimes is either too short or too long for us.
Under those circumstances, the agency mortgage market is generally the best way for us to buy the
duration we seek. During the third quarter, we invested 13% of the portfolio in high-quality bonds that
have an average duration of approximately 2.8 years, of which approximately half was invested in agency
mortgage pools with an average duration of 3.4 years. Consequently, the Fund’s mortgage pass-through
exposure increased by 550 basis points (bps) since June 30, 2018.
The Fund’s ABS exposure also increased due to new investments in prime auto loan ABS, which were
partially offset by amortization and maturities of our existing prime auto and subprime auto loan ABS. The
Fund’s CMO holdings decreased as a result of amortization of existing bonds and the sale of an agency
CMO backed by relocation mortgages that had become too expensive to own. These reductions were
partially offset by new investments in non-agency CMOs backed by re-performing mortgages. The
Stripped Mortgage-Backed holdings, which primarily represents our holdings of GNMA project loan
interest-only bonds, decreased due to the sale of one existing position and the amortization of others. As
discussed in prior commentaries, we periodically sell our GNMA project loan interest-only bonds if
prepayment activity degrades the expected future return profile of the bonds. The Fund’s corporate
investments decreased due to the maturity of a bank debt investment. Finally, we took advantage of
cheaper prices caused by higher yields to slightly increase the Fund’s position in Treasuries during the
quarter.
In the credit market, we see no substantive changes with respect to the price of risk. If anything, spreads
are lower meaning that investors, whether in high-grade bonds or high-yield, are being paid less to take
on credit risk. In response, we continue to upgrade the portfolio’s credit quality in two ways. First, in our

high-quality investments, we have been investing relatively more capital in agency mortgages and less
capital in non-agency securities (as described above). Notwithstanding our view that the ABS we buy
include little risk of permanent capital impairment, they do not have the additional protection of the implicit
government guarantee that agency mortgages carry. Importantly, we buy agency mortgages based on
the quality of the loans, not because of the implicit guarantee (though that is certainly worth something).
Second, we have decreased the portfolio’s exposure to credit sensitive issuers (which we define as
investments rated BBB+ or lower). With the high-yield index spread hovering near all-time lows (and near
pre-financial crisis levels), we have struggled to find investments with an attractive risk-versus-return
profile. As such, we have been allowing existing investments to mature while we continue to sift through
the market and stockpile ideas for the future. The portfolio’s credit exposure stands at 7.2% as of the end
of the third quarter, down from 8.2% at the end of the second quarter and 11.5% a year ago.
Overall, in the third quarter we were very active capitalizing on a cheaper market for duration. That’s in
keeping with our investment strategy, which focuses on preserving capital in an expensive market and
recycling capital into cheaper bonds when prices are more attractive. The activity resulted in the Fund’s
cash and equivalents decreasing significantly to 3.5% as of Sept. 30, down from 8.2% at the end of the
second quarter.

Market Commentary
Over the past several years, investors have asked us why we have such a significant exposure to
structured product investments, and to sub-prime automobile loan securitizations in particular. In our
quarterly conference calls and during our biannual investor day presentations, we have discussed specific
aspects of this portion of the portfolio. Here we provide some historical context on why we are
comfortable investing in those assets.
Our broad knowledge of consumer credit started in 2002 with our investments in Conseco, Inc. At the
time, the portfolio manager of the Fund, Bob Rodriguez, wrote that Conseco was his “worst investment
failure.” While in the end we had a small gain on the investment, the bigger gain was in the form of
institutional knowledge that we acquired regarding consumer credit underwriting, repayment behavior and
loan servicing. We leveraged this knowledge in 2005, when we sold Alt-A mortgage bonds that exhibited
early default patterns we had seen before in Conseco’s manufactured housing loan securitizations. Our
Conseco experience continued to pay dividends five years later, when our research prompted us to write
a March 2007 special commentary that detailed the then-looming mortgage crisis.
Over the past several years, this experience with subprime consumer credit has enabled us to invest in
securitizations of non-performing residential mortgages, subprime auto loan ABS and re-performing
mortgage loan securitizations (now 7% of the portfolio). In sum, our investment mistake of 2002 helped
us identify one of the largest financial excesses in recorded history and has provided multiple investment
opportunities for us since 2010.
In closing, the strict adherence to our investment discipline is resulting in a limited set of new investments
in the portfolio. In our opinion, the economy is nearing the end of a very long upward cycle and there is a
higher probability of it experiencing a slowdown over the next several years. In today’s expensive market,
this warrants higher-quality investments to protect our capital and position the Fund for the investment
cycle that may follow.
Respectfully submitted,
Thomas H. Atteberry
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