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

welcome you to the FPA New Income’s First Quarter 2017 Webcast.  My 

name is Kristina Surkova and I support the Fund on the Client Service 

side. 

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

made available on our website, FPAFunds.com. 

  In just a moment you will hear from Portfolio Managers, Tom 

Atteberry and Abhi Patwardhan and members of the Investment Team of 

FPA New Income. 

  Tom Atteberry is a Partner at FPA and joined the firm in 1997.  

Tom has been a Portfolio Manager of FPA New Income since 2004.  Abhi 

Patwardhan has been with FPA since 2010, Director of Research for the 

Fund since April 2015, and Portfolio Manager since November 2015. 

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

increase in Treasury rates and Fed Funds rate presented investment 

opportunities in the 2-4 year maturity area of the high quality portion of the 

portfolio.  As a reminder, those are securities rated, A- or above. 

  With respect to credit sensitive portion of the portfolio, those are 

securities rated BBB+ and below, continued decline in credit spreads led 

to reduced allocation to that area.   
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  In total, this activity resulted in duration increase from year-end to 

end of Q1 and only nominal increase in yield to worst. 

  As part of today’s agenda we will cover Fund highlights, market 

commentary, performance and portfolio activity and then open it up to 

question and answers. 

  Now I will turn it over to Tom. 

Tom: Thank you, Kristina.  And thank you, everyone, for joining this afternoon.  

I’ll start out by sort of giving a highlight to what our two objectives are.  

We’re seeking to get a positive return in a 12-month period.  And over a 

longer period of time we seek to get CPI + 100 over a rolling 5-year 

periods. 

  At the bottom of this chart you see the typical yield to worst and 

effective duration for ourselves, the Barclays Aggregate Index and the 

Barclays 1-3 Aggregate Index as well.  We continue to have a yield to 

worst that’s in excess of the indices, a duration that is less than the 

indices, which gives us that ratio or our sensitivity to changes in interest 

rates that is much higher than that of both the Agg in general and the 1-3 

year. 

  Without going into a lot of detail here, the main points of this are 

that we continue to be able to produce risk adjusted returns that are quite 
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attractive when you compare it to, whether it’s a short-term bond fund, an 

intermediate-term bond fund, the Barclays Aggregate Index or the 

nontraditional bond fund category. 

  We were fortunate last week that Morningstar wrote a very nice 

article about us and some others in the nontraditional bond fund category, 

so, four of them that are, as they call them, “Medalists.”  And we direct 

you to that, it is on our website if you’d like to see it, where they do make 

comments about our risk adjusted returns as well. 

  Looking at returns for the Fund, I really just want to focus on CPI + 

100 versus ourselves.  It has been challenging for us to accomplish this 

objective and, quite frankly, we’ve been unable to do that.  There’s a 

couple of reasons for it, very key reasons.  The first one is being, with 

rates at an absolute level where they are, which is generational lows, it 

means we need to carry a shorter duration in order for us to accomplish 

Goal Number 1, which is an absolute positive return in the 12-month 

period. 

  That has made the reason for the real return being difficult, is if you 

look over the last 7 years at any Treasury from 5 years and shorter, they 

have all had negative real returns in a range of 50 basis point to over 100 

basis points.  So it’s been challenging to do that.  Our decision had been 
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one of we needed to protect from an absolute return standpoint and 

accomplish that objective and then be willing to, because of this large 

negative real interest environment we have found ourselves in, getting 

CPI plus something.  Although it may not necessarily be over 100 we have 

been able to accomplish that.  That “something” has been in the range the 

last 5 years of 5 to 23 basis points. 

  Sometimes I run across pictures that I just find them fascinating 

and sort of want to share with you those.  And that’s really what I have 

here.  What this, is, is it’s from a book that someone has written, we 

actually got this out of Bianco Research, where they went back from 1880 

forward, which is the period of time whether in the Senate or the House of 

Representatives, that we’ve had a two party system in this country.  And 

looked at how Republicans voted, how Democrats voted.  And what 

they’ve done, as an example, the red line is Republicans, and they said, 

“Okay, if you’re a Republican and the Republican platform is conservative 

and such, did you vote with the rest of the Republicans, yes, or no?”  And 

if you did, they give you a positive number; if you didn’t they give you a 

negative number.  “If you were a Democrat, did you vote with what the 

Democrats wanted to do?”  And if the answer to that was yes then that 

representative was given a negative number. 
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  And what stands out from this is that the Republicans have become 

much more conservative over the last 20+ years, while the Democrats 

have become more liberal but not quite as much.  And the bottom left 

hand side, that’s the difference between the red line and the blue line.  

And when you look at that you realize we are the most partisan in the 

Senate that we have ever been since we’ve had a two party system in this 

country. 

  The same holds true if you look at the House of Representatives.  

The data all looks the same.  I’ll make a comment, the moderate House 

members or the moderate Senate members; those were the individuals 

who would change their vote.  They may vote with Democrats, they may 

vote with Republicans, just depending on what the particular issue was at 

hand.  And in this case moderates have seemed to have disappeared 

from the both of those chambers as well. 

  So, when we look at this and we think through it and what’s the 

impact it’s having, you start to realize that, okay, the ability to get 

something through Congress has become much more difficult.  So, 

looking at something like trying to repeal or replace, or augment or do 

whatever is the Affordable Care Act, didn’t succeed very well and it’s 

mostly an outgrowth of the fact that the Congress is so partisan. 
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  We talked about this in 2016’s fourth quarter conference call.  We 

said, “Look, the Trump administration has a grandiose agenda of what it 

wants to do.  It’s going to find difficulty getting it through.  You’re not going 

to get much through in 2017.  You might start to see something in 2018.”  

And this seems to be what’s carrying forward.  This polarization is, in our 

view, going to make the markets choppy as they sort of argue back and 

forth about what they’re trying to accomplish. 

  As we said to clients in the past, when you think about what 

impacts high quality bonds, what comes to mind is there are several 

things that do.  There’s fiscal policy which we just looked at, at the 

partisanship in Congress and said, “Okay, that’s going to have an impact 

on the ability to get fiscal policy there.  There’s a level in change in 

inflation…” which I’m about to explain here.  “…and then there’s monetary 

policy which is really what’s going on prior to, really, between 2016 on 

back.” 

  So the graph in front of us here is a look at inflation breakeven 

rates.  And what a breakeven rate is, is, you take a nominal Treasury 

yield, you subtract the corresponding maturity Treasury inflation protection 

securities yield from it and the number that’s left is the implied inflation 

rate.  In looking at the graph the middle of last year, that implied inflation 
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rate was somewhere between sort of 1 and 1.4% during last summer.  In 

the last sort of six to nine months that has increased/got up to where the 

lines almost are all on top of each other, in essence what is a 2%. 

  That’s investors’ perception of where they think inflation is going.  

What we have here is a look at Personal Consumption Expenditure Price 

Index.  It’s a mouthful, but that’s what the Federal Reserve looks at as it 

tries to gauge inflation.  It doesn’t use CPI, it uses this measure instead.  

For some reason they think this one is better. 

  The whole point of this chart is to look at and go, their target is 2% 

and pretty much that Personal Consumption Expenditure Price Index is at 

2%.  So you have investors going, “I’m expecting inflation to rise.”  You 

have the target that is at 2% and the number that the Fed is using is at 

2%.  And you realize at this point, “Okay, the Fed’s policy towards 

monetary deposit is going to need to change some.  We just don’t know 

the magnitude of this but we know its direction.” 

  So in this chart we’re looking is trying to give us a long-term 

perspective of what’s been going on to give us a sense of what might 

happen into the future.  The blue line is the 10-year Treasury, the green 

line is the 3-year Treasury and the red line is just the difference between 

the two or what would necessarily be a way of sort of measuring the slope 
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of the yield curve.  The reason I use the 3-year in this was it gets the data 

back to 1953.  If you use a 2-year Treasury that data only goes back to 

about 1976.  And I felt that the longer we got the better. 

  And the first thing that you notice when you look at the two yields, 

you go, “Well, I’m pretty much round trip.  I started at 2 and now I’m less 

than 2.   And in-between I got to 16.”  The next one is, if you sort of look 

between, roughly sort of the late ‘80s, back in time, the difference or the 

spread between those two tended to be fairly narrow, tended not to be 

very volatile.  But post-19-sort-of-90/’91, along in there all of the sudden 

the spread becomes far more volatile, mostly driven by the volatility of the 

3-year.  And when you look to the far right you realize it’s been wide for 

quite a long time. Currently that number is, the spread difference between 

those two is, 89 basis points.  The median over the whole period of time is 

42.  So in general you have a steeper yield curve which is longer rates 

higher than short rates. 

  And what is that trying to tell you? The steeper yield curve is telling 

you that investors do fear inflation so they are demanding a high return to 

tie up their money for a longer period of time.  The other thing it has told 

you is in general the next move in rates is going to be up.  But it just does 

not give you the timing of that event. 
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  What we have on this page is a look at the yield curve taken three 

points in time, March of ’15, March of ’16 and March of this year; very little 

difference between ’15 and ’16.  Rates were low, the curve wasn’t 

particularly steep at that point in time; not much change going on.  But in 

the last year changes become more significant.  Short rates have risen, 

long rates have risen.  The yield curve is still somewhat steep.  And we 

look at this and say, “Okay, it appears that a change is afoot.  And that 

change that’s afoot we think it looks like it’s pertaining to higher rates to a 

degree.” 

  So, from this aspect, how do we start to find ideas to invest in, how 

do we look at analyzing those ideas?  As I’d said, I’d talked about the high 

quality portion of the portfolio and the elements that drive the price of 

those securities:  Level of inflation, the change in that level of inflation, 

fiscal policy and monetary policy.  We also know, looking at history, that to 

get 100 basis point movement in interest rates in a 12-month period is not 

that unusual, so we sort of use that as a baseline for our stress test.  And 

the chart here has yields at the low, which was July 8th of 2016, yields at 

the end of the first quarter and then the bottom part is sort of the 

characteristics of the high quality portion of our portfolio. 
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  Let me walk through this for a second to give you the sort of the 

analytical piece and the significance of it.  So on the 8th of July the 2-year 

Treasury had a 61 basis point yield.  If we said over the next year it was 

going to go up to be 1.61 yield and at the end of that year we sold it, well, 

what would be our total return?  Well, you’re going to lose 39 basis points.  

I said, “Okay, I’m really not getting paid to take that risk if one of my 

assumptions in my goals that I’m trying to achieve is a positive return on 

an absolute basis over a 12-month period.” 

  Move forward into this last quarter to you had a 1.25 yield to it.  If it 

went to 2.25, I’d still have a 27 basis point positive return, paid to take that 

risk.  Stepping to the next one down you look at the 3-year as an example.  

It started out 70 basis points in July of last year, which, if it went from 70 

to 1.70 and you’ve lost 1.19%.  Now it’s at 1.49 and if it went from 1.49 to 

2.49 you’d only lost 40 basis points.  And then obviously the longer you go 

out the larger the negative returns get from the stress test. 

  But as you’ve seen this change in the 2-year and you’ve seen this 

change in yield in the 3-year, the bottom looks at:  Well, how do we adjust 

the portfolio?  What have we done in the portfolio and from a metric 

standpoint?  Well, at the end of June of last year the high quality portion 

of the portfolio had a 1.88 yield and an effective duration of 1.33 years.  
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Now that high quality portion of the portfolio has a 2.33 yield at a 1.68 

duration number.  So as rates have risen we have been able to find and 

been able to go out and take a longer look at sort of maturities that would 

pass our stress test. 

  So, with that as a backdrop, what we did on this page was sort of 

ran a hypothetical and said, “Okay, at what level would a 3-year Treasury, 

as an example, have to be in order for it to increase by 100 basis points 

over a 12-month period and give you a zero return?”  We’re just solving 

the same equation we’ve just said, “Okay, we know the return is zero.  

Now we’ve just got to find out what the starting yield is.”  And when you 

look across the 3-year, if the 3-year had a 1.93 yield to it, went to 2.93 a 

year from now, or a year later, the total return would be zero.  Well, that’s 

only 44 basis points higher than it is today.  Hmm, could be achievable.  

The 5-year Treasury would need to be at a 3.62 or about 170 basis points 

higher than today.  Eh, maybe, maybe not. 

  But looking at this and running this type of analysis, these are the 

key elements we look at to find out:  Do I have a margin of safety to rising 

rates for anything in the high quality space?  And when you look at that 

and you think through that, while we can’t buy the 3-year Treasury today, 
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we might be able to buy some other high quality bond that has a 3-year 

maturity to it. 

  So, over this nine month period as these rates have risen, how 

have the various duration buckets in the portfolio changed?  So that sort 

of breaks it down, less than a year, 1-2 years, 2-3 years and 3-4 and so 

on.  The holdings we have with durations of 1-2 years, since the end of 

June of last year, have significantly declined.  They’re about half of what 

they were.  At the same time 2-3 and 3-4 duration parts of the portfolio 

have increased by about 9% each, 9 percentage points each.  That’s an 

outgrowth as rates have risen we’ve been able to go out further maturity 

and find attractive investments.  It’s been the main driver of why the high 

quality part of the portfolio has watched its yield increase. 

  So we wanted to spend some time just showing you:  Well, how 

has this high quality portfolio looked over time from a standpoint of 

duration and yield?  And starting on the left hand side during 2013 the 

duration was actually higher than the yield to worst.  Rates at that time 

were at the lowest they had ever been in recorded history in the United 

States and didn’t appear to be much of a change to the upside.  But you’ll 

notice, that red line which represents the 2-year Treasury yield, as it starts 

to decline at the end of 2013 and into ’14 the portfolio starts to take on a 
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different characteristic, which is all of the sudden its yield has, on the high 

quality side, has become larger, or higher, than its duration.  Moving to the 

far right you just look at the last sort of nine months and you see a 

significant increase in yield while there is some increase in duration of the 

portfolio as well, because we’re able to take advantage of this higher rate 

environment and go further out. 

  So what were the drivers in the sectors that made those changes 

occur?  The first one when you look at this the dark blue at the bottom is 

asset backs, the medium blue is the CMBS, the teal is CMOs, or 

Collateralized Mortgage Obligations, our mortgage pass-throughs are sort 

of in the lighter red and then the Treasuries are at the top. 

  Starting in 2014 we reduced our holdings in CMOs, we reduced our 

holdings in mortgage pass-throughs.  Our single family mortgage 

exposure declined.  And we had a significant increase in our asset-backed 

holdings.  The reason for this was multifold.  But one of the primary ones 

was, by having a higher allocation to the asset-backed security portion of 

the portfolio, we were able to have a more defined weighted average life.  

Rates rising, going up and down, don’t change the average life of an auto 

loan.  People don’t refinance auto loans.  They just pay them off.  They 

don’t refinance credit cards.  They just sort of tend to pay them off.  They 
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amortize off.  Whereas, as rates rise, mortgages tend to have slower 

prepayment speeds and longer average lives.  And we wanted to get 

away from that uncertainty. 

  These last sort of nine months you see the same thing somewhat 

happening in the fact that, yes, asset-backs have continued to increase in 

their allocation of the portfolio getting to roughly 50% at this point.  Our 

cash has come down quite a bit.  You don’t see as big a need to have it.  

And the mortgage pass-throughs have shrunk some.   The CMOs 

increased a little because we did find some interesting ideas to invest over 

there.  But still this is a portfolio heavily invested into the asset back 

segment. 

  That sort of concludes my comments as it relates to the high quality 

portion of the portfolio.  And at this point I’m going to turn it over to Abhi.  

He’s going to talk about the credit portion of the portfolio and then go into 

some more statistics about the portfolio in general. 

Abhi:  Thank you, Tom.  Bridging off of Tom’s comments, one aspect of 

the high quality market that we have been keeping an eye on is spreads.  

With the rise in rates there’s been strong demand for shorter duration 

bonds which has, in turn, put pressure on spreads.  This chart shows 

spread history for a handful of subsectors within the high quality ABS 
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market:  3-year AAA credit card bonds, 3-year AAA equipment bonds, 2-

year AAA subprime auto bonds and 3-year AA subprime auto bonds.  And 

for each subsector we show the current spread and the mean minimum 

and max over the past 5 years. 

  But what you’ll notice is that, while current spreads, shown in dark 

blue, are not at the 5 year lows, which are shown in light blue, they’re 

close.  And current spreads are well inside of the mean for the past 5 

years.  This signals to us that the market for these sorts of bonds has 

become expensive.  Nevertheless, despite lower spreads, interest rates 

have increased enough that the overall yields on these bonds have 

increased.  As such, we have not categorically stopped buying these 

types of bonds at these prices, but we are approaching them cautiously to 

reduce risk associated with spreads returning to normalized level.  When 

we do buy these bonds we still apply the duration stress test which Tom 

described a few minutes ago.  Thus, to the extent that we are buying high 

quality bonds they should be able to deliver a positive 12-month total 

return if yields rise by 100 basis points due to some combination of rising 

rates and rising spreads. 

  While we are on the subject of high quality ABS we thought it would 

be worthwhile to spend a few minutes recapping our investment in 
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subprime auto ABS.  We have about 19% of the entire portfolio invested 

in asset-backed securities backed by auto loans, of which approximately 

16 percentage points is backed by subprime auto loans and about 3 

percentage points is backed by prime auto loans.  Over the past few 

weeks there, again, have been negative headlines about rising 

delinquency rates in subprime auto loans and falling used car values, both 

of which, all things being equal, are not good for auto loan recoveries. 

  However, all things are not equal in our situation because 100% of 

the bonds that we own are senior bonds rated AAA to A.  And, due to the 

seniority of our bonds, we believe we are well protected from deteriorating 

loan performance.  In fact, a year ago during our Q1 2016 Webcast and in 

our Q1 2016 Investor Letter, which you can find on our website, we 

outlined our investment approach to auto ABS bonds.  And we 

commented that higher delinquencies and lower used car values did not 

overly concern us, because, from the outset we have always assumed 

high defaults and delinquencies and we typically assume that used car 

values for defaulted loans would be zero. 

  That approach has not changed so I refer you to our website for 

more detail.  But here we will give you the synopsis of how we look at 

these bonds.  This chart shows how consumers prioritize payments of 
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their personal debt obligations.  The blue line is auto loan debt.  Note that 

it is a consistently high priority going back to 2000 and through the 

financial crisis, whereas consumers are willing to punt on their mortgage 

payment in times of stress.  This goes to the adage that “You can live in 

your car but you can’t drive you house to work.”  For many borrowers 

having a car is the key to having a job and having a job is their life blood.  

We like auto loans because borrowers place a lot of importance on 

making their car payments. 

  The next chart shows a list of 21 different subprime auto loan 

lenders along the left hand column.  As you scan from left to right the 

numbers next to each issuer show the cumulative losses that each 

issuer’s loans have realized based on the date of loan origination.  For 

example, AmeriCredit loans, shown in the second line from the top, had 

cumulative losses of 10% for loans that were originated in 2005.  Moving 

to the right, loans that were originated in the first quarter of 2015 have 

thus far had cumulative losses of 4.9%.  A quick glance at this chart 

shows that losses were much higher for loans originated before the 

financial crisis in comparison to loans issued in recent years. 

  Our approach has always been to go through an issuer’s lending 

history, identify the worst losses that an issuer has realized then assume 
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that we see those same losses going forward.  Typically, that analysis 

means that we assume that losses look more like the financial crisis era 

losses seen on the left side of this chart, rather than the lower losses that 

issuers have recently experienced.  Moreover, we are only willing to invest 

with issuers that we feel are managing their businesses prudently.  Of the 

21 issuers on this page we only invest with six to eight of them.  If you 

care you can see in our holdings who those six to eight issuers are. 

  We apply the exact same approach in our prime auto investments 

as well.  On a weighted average basis we assume that loan losses will be 

approximately 19% across our prime and subprime auto ABS holdings.  In 

comparison, because our bonds are in the top portion of the capital 

structure for these securitizations, on a weighted average basis our bonds 

have 50% credit enhancement which means that they can withstand, on 

average, 50% loan losses or about 6x the worst loss that our issuers have 

ever experienced. 

  In addition to that, we have further protection against loan losses in 

the form of excess spread on the securitizations.  For clarity, about 20% of 

our auto ABS holdings have a coverage ratio of greater than 6x.  So, if 

you remove those holdings, the remaining 80% would have a weighted 

average coverage ratio of approximately 2.2 times. 
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  As Tom noted, we took advantage of the backup in yields to 

increase the duration and yield of our high quality holdings.  That is shown 

here specifically for auto ABS.  This chart shows the yield to worst and 

weighted average life of our auto ABS holdings over time, including prime 

and subprime.  We also show the Fund’s total exposure to auto ABS 

holdings over time, shown in the green line.  We’re not specifically 

focused on whether our borrowers are prime borrowers or subprime 

borrowers.  What we care about is whether we are getting paid for risk.  

Consequently, given the yield dynamics that we’ve seen over the past few 

months, our prime exposure relative to subprime exposure has increased.  

In total, our auto ABS exposure, including both prime and subprime, is 

down slightly versus the end of 2016 which, was done on purpose. 

  While we believe we are insulated against high loan losses, the 

rest of the market may sell bonds indiscriminately if delinquencies and 

used car values continue to worsen.  If that happens we could see bonds 

get sold at attractive prices and we want to have capacity to take 

advantage. 

  Switching to credit markets.  As a reminder, when we refer to credit 

we’re referring to investments rated BBB or lower.  In comparison to high 

quality markets where lower spreads have us proceeding cautiously, lower 
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spreads in credit sensitive bonds have us largely avoiding credit sensitive 

investments.  This chart shows historical spreads on the Bloomberg 

Barclays High Yield Index.  At the end of the quarter the spread was 412 

basis points, well below the historical mean of 574 basis points, excluding 

the financial crisis.  Today’s spreads are in the 21st percentile of historical 

spreads which strikes us as too far away from the norm to consider high 

yield fairly priced. 

  The next chart shows the yield on the same index.  Despite higher 

rates the collapsing spread pushed the index yield down to about 5.85%, 

certainly not what we would consider, quote, “high yield.” 

  In the leveraged loan market credit quality has been deteriorating.  

The bottom left chart shows that leverage on loans has been increasing.  

Meanwhile, the leveraged loan index has become more expensive, with 

the spread shown on this chart in blue currently at 446 basis points versus 

the historical average of 512 basis points, excluding the financial crisis. 

  The profile of our credit holdings is shown on this next slide which 

plots the yield and duration of our credit sensitive holdings versus the yield 

on the Bloomberg Barclays High Yield Index.  As credit markets have 

become more expensive we have reduced the exposure to credit in our 

Fund to about 15% at the end of the first quarter versus about 17.5% at 
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the end of 2016 and about 20% a year ago.  Not only have we reduced 

the exposure but we’ve also reduced the risk of the remaining holdings via 

shorter duration which is shown in the green bars. 

  This chart shows the historical composition of our credit holdings.  

Today about 6% of the entire Fund is in corporate bonds and bank debt or 

about 40% of our credit exposure.  The remaining 9% of the Fund that is 

in credit is held mostly in structured product, which represents about 60% 

of our credit holdings.  We are not averse to owning corporate bonds, per 

se.  We just want to get paid appropriately for the risk of permanent 

capital loss. 

  When, in our judgment, that is not possible we’ll buy something 

else or, alternatively, we will not invest in credit at all.  Thus, in general, 

we allocate to sectors within credit based on the opportunity.  Our 

exposure to corporate versus structured product, versus municipals, for 

example, depends, first, on whether we can find attractive valuations and, 

second, where the best valuation lies.  Not being tied to a benchmark 

gives us this freedom.  

  Moving on to performance:  This table shows the performance for 

the Fund broken down by sector.  The bottom right shows that the Fund 

had a return of positive 73 basis points before fees during the first quarter.  
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The largest contributor to performance during the quarter was asset-

backed securities backed by subprime auto loans, due mostly to coupon 

return with some small amount of price appreciation as a result of lower 

spreads. 

  The second largest contributor to performance was Collateralized 

Loan Obligations or CLOs.  Again, due to coupon payments and higher 

prices caused by lower spreads.  CLOs show up on this page in the “ABS 

Other” category.  Bonds backed by cell phone towers also included in 

“ABS Other” were the third largest contributor to performance, primarily 

because one of our holdings was called at a significant price premium. 

  The only meaningful detractor from performance during the quarter 

was the agency mortgage interest only bonds, due to lower prices as a 

result of rising interest rates.  Normally interest only bonds appreciate in 

price when interest rates rise.  These bonds are so old that they have a 

very short remaining term.  That, in combination with the fact that the 

prepayment speeds are not sensitive to changes in interest rates, means 

that the bonds do not extend much when interest rates rise so the price 

tends to fall when rates rise.  After evaluating the prospective returns of 

these interest only bonds we ended up selling the majority of them during 
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the quarter.  The remaining exposure is approximately 5 basis points of 

the Fund. 

  The next table shows the portfolio yield and duration by sector.  

Towards the bottom you will see that the portfolio had a yield to worst of 

2.7% at the end of the quarter, virtually unchanged from the end of the 

year, while the duration has increased from one and a quarter years at the 

end of 2016 to 1.6 years at the end of the first quarter.  As noted earlier, 

the yield is basically unchanged because, despite having less credit 

exposure, which tends to have higher yields, the yield on the high quality 

holdings went up due to longer duration investments. 

  Here we show the portfolio broken down by rating.  Notably, the 

exposure to A rated bonds increased from 1.4% of the portfolio to 4.8% of 

the portfolio as the higher yield environment allowed us to add some 

investments that met our duration and credit standards. 

  The pie charts on this slide compare the Fund’s holdings as of the 

end of 2016 and the end of the first quarter of 2017.  Moving clockwise 

from the top of the Q1 pie chart, as mentioned earlier, our auto ABS 

holdings in total were down slightly and we increased our exposure to 

prime auto relative to subprime auto.  Thus, the subprime auto ABS 

exposure is down about two percentage points versus the end of the year.  
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CLOs increased to about 10.8% of the portfolio.  The pie chart says 12% 

but that 12% includes three bonds that have been called as of the end of 

the first quarter so we think about the exposure as 10.8%, not 12%. 

  Our Ginnie Mae IO exposure is about two percentage points lower 

due mostly to amortization, some sales and a dearth of investment activity 

in that area.  Per our comments about extending the Fund’s duration, one 

way we achieved this was through equipment ABS which increased by 

about two percentage points. Relocation mortgages increased by about 

four percentage points to 6% of the portfolio, again, as a result of our 

efforts to take advantage of higher yields to extend duration. 

  ABS servicer advance bonds are about one percentage point 

higher.  Nonperforming MBS, or bonds backed by nonperforming 

residential mortgages, have declined by a percentage point.  These bonds 

fall into the credit holdings.  Because of elevated pricing, as we 

referenced earlier, we have let that exposure decline. 

  Lastly, cash and equivalents were approximately 4% of the 

portfolio:  A decline of about six percentage points versus the end of the 

year.  This decline is due to the duration extending investment activity we 

have been discussing today.  As always, we view cash as a residual of 

our investment process.  Cash will tend to be lower when investment 
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opportunities are plentiful.  And, cash will tend to be higher when 

investment opportunities are in short supply. 

  And, finally, this chart shows the amount of protection we expect 

the portfolio to have in a rising rate and/or spread environment.  For each 

change in yield on the x-axis the blue bar shows the 12-month expected 

return for the portfolio before fees.  For example, this analysis shows that 

the portfolio should have a 12-month total return before fees of 

approximately 1.7% if yields were to increase by 100 basis points.  On the 

far right you can see that the portfolio should be able to endure a greater 

than 200 basis point increase in yield over 12 months and still have a 

positive return before fees. 

  Thank you.  That wraps up our prepared comments and now we 

can move onto Q&A. 

Kristina: We now encourage you to submit your questions electronically.  And 

thank you to those of you who submitted questions in advance of this 

webcast.  And we’ll cover those right now. 

  First question, with the shorter duration the Fund should have 

higher turnover.  What’s the impact on performance? 

Tom: So, first off, every six months we publish our semiannual what the trailing 

12-month turnover is.  So the last one was actually 9/30 because we’re in 
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the process of, obviously, updating that, was only 44%.  So it is actually 

not as high as one would think.  And the main reason for that is that most 

of what drives our turnover is just principle amortization and maturity.  We 

are not generating a lot of this via selling an asset in order to buy another 

one.  We intentionally set this portfolio up many years ago to where 

somewhere in the 5 to 7% of the portfolio will amortize every quarter back 

to us to reinvest. 

  Two reasons for that:  One of them in the question is sort of one of 

the reasons, yes, if you go to sell something it can have a negative impact 

on your performance.  So, if you let it amortize off you can sort of 

minimize that risk.  The other one, is, is we’ve realized for quite a long 

time and we’ve talked about it many times, is, that the capital markets are 

not nearly as liquid as they used to be prior to 2008.  The ability to sell 

things into the street has become more difficult so we want this 

amortization to go on. 

  So, while we are short in an average life and in duration, and, yes, 

it is a driver of your turnover, by letting it happen naturally it’s still within a 

range that we’ve typically had, which has sort of been 25 to 80, and by 

using amortization maturity versus sales we’re able to sort of minimize 

impact to performance when things are sold. 
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Kristina: The next question concerns the cashflows in the Fund during the quarter.  

And the assets in the Fund have remained stable at about 4.9 billion from 

year-end to end of Q1. 

  Now we’ll move onto the questions submitted during the webcast.  

The first one talks about “The Core Conundrum” article published by 

Guggenheim in which they forecast the long end of the yield curve will 

hold out well upon an increase of interest rates of 3% and the long end 

would not be much affected.  The curve would flatten.  They use a barbell 

investing approach, long and short.  This seems to disagree with your 

stress test using the 1% increase to all yields in the curve. 

  And I’ll turn it over to Tom. 

Tom: Okay.  Well, first off, Guggenheim’s approach—I happen to know the 

gentleman that runs that over there.  I have a great deal of respect for 

him.  But his approach—and ours is different.  And the difference in that 

approach is we spend a lot less time thinking about being the prime driver, 

sort of the macroeconomic factors of fiscal policy and monetary policy.  

They’re very difficult to analyze with any certainty.  So what we’ve taken is 

an approach of, well, let’s try to get something that’s quantifiable, which is 

where we look at the stress test of +100 basis points to start to give us a 

sense and give us an idea of, “Okay, are we getting paid to take interest 
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rate risk in the high quality portion of the portfolio?”  And that’s what the 

whole analysis is trying to come to you and give you an answer for so that 

you’ve got a consistent mechanism to use in order to figure out, “Okay, 

how long a maturity can I have?” 

  The second item in here to think about, the 10-year Treasury today 

is roughly 2.3%.  The year-over-year inflation rate is 2.3%.  If I look at 

history, a good 50, 60 years of history, a real return for the 10-year 

Treasury should look something between 2 and 3%.  So, if we think a 2% 

or a 3% inflation rate is not abnormal, then you’re looking out and thinking 

out further and going, “Okay, then the 10-year Treasury probably should 

be something that looks more like 3.3, maybe it’s 4.”  If you go back, we 

won’t go back, but you look at the slide of where we talked about up 100 

for the Treasury, the 10-year Treasury, given its current level at 2.39 the 

end of the quarter, if it went to 3.39 your loss is over 5%. 

  So we look at that and go, you know, “I’m really not paid to figure 

out how fiscal and monetary policy is going to come out because if I’m 

wrong I have the potential to have that sort of loss in a rising rate 

environment.” 

  The other piece of it is if I think through and go, “Well, I am going to 

have some impact that I’ve got to deal with, with fiscal policy, so if I get 
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any kind of tax relief, I get any kind of infrastructure spending, chances 

are the economy will do fairly well in 2018.  I don’t know how well.  It will 

just do fairly well.  And that would turn around and mean that having a flat 

yield curve would make that more difficult because flat yield curves are 

usually associated with economies that are slowing down. 

  So I sort of walk away from it, think differently than he does, and 

they do, and come to the conclusion:  I’m not paid for that risk.  I see 

things that could make it worse for me.  I can’t go out and make that kind 

of investment.  I don’t have a high degree of confidence with it.  So have a 

different viewpoint than they do and said, “Okay, while we can have a 

longer duration and average life than we had, moving out that far doesn’t 

make any sense.” 

  And then I’ll close with, okay, I take short rates to 3%.  You take 

Fed Funds rate from here and over the next couple of years you go to 3%.  

Every quarter 5 to 7% of this portfolio is going to come back to us in 

maturities and amortization and we get to go out and reinvest.  So, if that 

occurred, we would be reinvesting in a higher and higher rate on a 

systematic basis. 

Abhi: And, Tom, I’ll just add one element to that question.  It’s, Guggenheim’s 

view and our approach are not necessarily inconsistent with each other.  It 
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really depends on how you want to make your money.  So, as Tom 

pointed out, making long bets on movements in interest rates on the long 

portion of the curve is certainly one way to make money, but you are 

taking a directional view that interest rates are going to move in a certain 

direction.  The analogy that we’ve used is that sort of investing is akin to 

buying equities on the presumption that price earnings multiples are going 

to go up.  So I think really what you need to ask yourself is:  Would you be 

comfortable buying the S&P at whatever the multiple is, 22x 

price/earnings today, on the assumption that you’re going to make your 

money because you expect it to increase to 25x?  And if that’s the sort of 

investing that you feel comfortable with and you’re okay, you have an 

appetite for that sort of risk/reward, then that strikes me as the sort of 

investor that would be comfortable in a fixed income strategy that is 

essentially taking valuation bets through the means of betting on 

movements in interest rates. 

  Our strategy, specifically in FPA as a firm overall, is an absolute 

return-oriented, value-based oriented investment firm.  And so, we 

generally have a great deal of discomfort with that sort of investment 

approach, which is why we try to put some bands around the amount of 

duration risk that we are willing to subject our investors to. 
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Kristina: Thank you, Abhi.  The next question:  Subprime auto loans and credit 

card debt have been rising in default.  Are these AAA rated asset-backed 

securities subject to some of the same risk as AAA securitized mortgage 

loans?  And Abhi will take it. 

Abhi: Yeah, so I think we’ve covered pretty extensively in this webcast our views 

on the exposure that we have to these rising default levels.  The question 

that was asked is a little big vague.  You’re asking if there’s the same risk 

that AAA securitized mortgage loans have.  I assume that the reference is 

to pre-financial crisis, Alt-A loan type AAA securitizations.  Assuming that 

that is the reference, I don’t think it’s the same risk and there’s two 

primary elements to that. 

  The first is those pre-crisis Alt-A residential mortgage-backed 

securitizations, those AAA tranches were really priced and structured to 

perfection.  Meaning that, they did well if home prices stayed the same or 

increased and were not really designed to survive if home prices fell, 

which, obviously, they did.  As we pointed out during the webcast the AAA 

tranches of subprime auto securitizations are actually designed to 

withstand a pretty severe level of losses on the underlying collateral. 

  The second element is—and this kind of gets to the potential 

contagion impact—the residential home market, or the mortgage market, 
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is a much larger portion of the US economy than auto loans are.  In 

addition, a person’s investment in their home is a much more significant 

portion of their net worst than their investment in their car.  And the 

ramification of that is, in the financial crisis when you had home prices go 

down, because it’s such a large portion of the economy, because there is 

so many other sectors of the economy depending on homes and home 

construction, and because it was such a large portion of individuals’ net 

worst, when home prices went down that had a huge impact on consumer 

spending and then all of the other second order impacts on the other 

sectors of the economy. 

  When used car values go down it’s going to be painful to some 

people but it’s not going to have the same sort of system-wide aggregate 

impact that you saw when you had home prices going down.  Just 

because, again, someone’s car is worth $5-10,000, maybe $15,000, it’s 

absolutely a lot of money for some people but it’s not the game-changer 

that it was when their $150,000 home declined by 10%. 

Kristina: Okay.  And the next question talks about the spread chart for high yield 

and bank loans being tight and therefore unattractive.  I believe spreads in 

these areas were much wider in early 2016.  Where were you buying 

them?  What’s the liquidity like in those markets today? 
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Abhi:  Yeah, so spreads were much higher in early 2016 and also at the 

end of 2015.  Towards the end of 2015 we added a bit to some of our 

existing positions at the wider levels.  Early 2016 we made a few attempts 

to buy bonds.  Unfortunately, we missed out just due to lack of liquidity 

and inability to get transactions off at the prices that we cared about. 

  Just to elaborate a little bit further, most of the widening in spreads 

was really concentrated in commodity sensitive high yield and bank debt.  

So think energy related loans, metals and mining related loans and bonds.  

When you strip out that part of the market the rest of the high yield index 

certainly got cheaper but it was by no means in the area where we 

thought it was screamingly cheap.  So in reference to the comments I just 

made, we did attempt to buy some bonds during that time period.  Those 

attempts were mostly in energy related names.  But, again, we were 

unfortunately unable to buy bonds at the prices at which we thought they 

were fairly priced. 

  Liquidity in the market these days, I think liquidity is essentially 

unchanged from where it was over the past nine months/a year ago.  The 

market continues to be quite liquid.  Anecdotally, in our own experience 

we have not really had any trouble smoothly exiting or entering into high 

yield bank debt or bond positions in which we are transacting. 
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Kristina: Thank you, Abhi.  This concludes our Q&A session.  If we did not answer 

your questions we will follow up with you offline individually.  Thank you 

for participation in today’s First Quarter 2017 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 FPAFunds.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 

visit FPAFunds.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 three to four weeks 

following each quarter end.  If you did not receive an invitation via email 

for today’s webcast and would like to receive them in the future please 

email us at CRM@FPAFunds.com. 

  We hope that our quarterly commentaries, webcasts and special 

commentaries will continue to keep appropriately informed on our 
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strategy.  We do want to make sure that you understand that the views 

expressed on this call are, as of today, April 25, 2017 and are subject to 

change based on market or other conditions.  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 future results or 

investment advice. 

  Any mention of individual securities or sectors should not be 

construed as a recommendation to purchase or sell such securities, or 

any information provided is not a sufficient basis upon which to make an 

investment decision.  The information provided does not constitute and 

should not be construed as an offer or solicitation with respect to any 

securities, products or services discussed.  Past performance is not a 

guarantee of future results.  It should not be assumed the 

recommendations made in the future will be profitable or will equal the 

performance of the security examples discussed. 

  Any statistics have been obtained from sources believed to be 

reliable but the accuracy and completeness cannot be guaranteed.  You 

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

Distribution Services, LLC or from our website FPAFunds.com.  Please 
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read the prospectus carefully before investing.  FPA New Income Inc. is 

offered by UMB Distribution Services, LLC. 

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

day. 

[END FILE] 


