
Q3 2017 FPA New Income, Inc. (FPNIX) Conference Call  

 

 

 

 
 

-1- 
 

 

Kristina: Thank you for joining us today. We would like to welcome you to FPA 

New Income Third 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, Inc. 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. Near-

term macro policy risk is elevated and longer-term inflation risks may be 

also increased. Valuations are strained in large segments of fixed income 

markets. In total, the yield-to-worst and duration metrics remain effectively 

unchanged compared to the end of second quarter. 

  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. Tom, now over to you. 



Q3 2017 FPA New Income, Inc. (FPNIX) Conference Call  

 

 

 

 
 

-2- 
 

 

Thomas: Thank you, Kristina, and thank you, everyone, for joining us this 

afternoon. Let me open up with a change that is under Fund Highlights but 

still is a change to the team. 

  Ryan Taylor joined us in September. Abhi and I spent the better 

part of the year searching around trying to find an experienced analyst on 

the credit side who was a true value investor and thought of things in an 

absolute return basis. That sometimes takes a while. We did find Ryan; 

he’s got a little over nine years of experience. He’s going to be working 

with Joe and Prakash on the credit portion of the portfolio. So we are glad 

he has joined us and we look forward to great things from him. At this 

point, that gives the team members being at seven and for at least an 

intermediate period of time that we feel more than enough for us to have 

in order to reach the objectives we have in the strategy and specifically 

the New Income Fund. 

  And looking at those, just to remind everybody, we are trying to get 

an absolute positive return in a 12-month period is our first objective; and 

then we are attempting to get CPI plus 100 as a return over a five-year 

period. 

  As Kristina had noted, our yield-to-worst and our effective duration 

are very similar to what they were at the end of the second quarter. 
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There's been limited change there. We continue to have that ratio of yield-

to-worst divided by duration that’s attractive, should protect us in the event 

of either widening spreads or rising rates, and we have metrics that are far 

better than whether you look at the Barclays Aggregate Index or more of a 

slice, which more pertains to us, where you're looking at the 1-3 year 

index. 

  From a risk and return perspective, we continue to have very 

positive in the risk-adjusted return areas, whether it’s on a 3-year or 5-

year or 10- or 20-year period. When you look at this bar chart, the light 

blue represents the non-traditional bond fund category out of Morningstar, 

which is where we are currently housed, and we have consistently been 

able to have much better risk-adjusted returns than that cohort in general. 

  Speaking a little more in detail on returns, the chart in front of you 

is looking at this for sort of 1-year period all the way back to 30-year. 

We’re probably one of the few funds that can actually go back 30 years. 

We can actually go back more than that but 30 suffice—we've been doing 

this for quite a long period of time. Both quarter-to-date and year-to-date, 

we have very attractive returns as it relates to the 1-3 year index or CPI 

plus 100. 
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  If you look over longer periods of time, it has been a struggle for us 

to get CPI plus 100. We've been able to get returns north of CPI but to 

add another 100 basis points to it has been difficult. But keep in mind, for 

the last eight years, the monetary policy has been running a negative real 

interest rate approach so that has made it pretty much tough sledding for 

us. But we have consistently been able to do better than the Barclays 1-3 

year bond index. 

  So that’s sort of the quick snapshot of returns and such. Let me 

spend some time on the market, some comments, and just things that 

we've noticed in the last quarter we wanted to share. 

  The first one is there is, as everyone knows, a derby for the next 

monetary policy leader or Chairman of the Fed. We don’t see a lot of 

value in speculating on this. It’s pretty tough to figure out. The first thing 

that had come to mind up until probably a week ago, no one in that chart 

on the left had gotten to 50%. The other thing that you notice is when you 

look at the chart is everybody has had their day, whether it was Cohn for a 

period of time, he was the pick, that was going to be the person; to 

Powell, okay, he’s going to be the pick, that’s the person; Warsh; current 

chairwoman Yellen; and Taylor. They’ve all had their day in the sun. 

Shortly, we’ll figure out which one it is. 
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  What we’re more interested about is are we getting compensated 

enough for whatever scenario, whichever lady or gentleman ends up 

being the Chairman of the Federal Reserve. The little chart on the right-

hand side looks at okay, everybody likes to call them either hawks or 

doves, so this was a chart I found that seemed to simplistically say okay, 

Yellen and Cohn are sort of dovish, and Kashkari, who is a long shot, he 

is very dovish. Taylor is very hawkish, and Warsh is sort of hawkish. 

  We’re again not going to necessarily speculate. It’s difficult to know 

which one of these President Trump is going to pick. So we just looked at 

it and said, well, let’s have a portfolio that can deal with the eventuality of 

one of these individuals being Chairman of the Fed and not try to figure 

out which one it is. 

  Having said that, the media ad nauseam will talk about it until the 

day it happens, and then afterwards they’ll analyze what the result was. 

 This next set of slides I’m going to go through is sort of looking at inflation 

and looking at a driver from a long-term basis that we think is going to 

change the rate of inflation in this country, and then looking at it in 

different fashion to come to that answer. So the blue line is looking at 

annual change in the nation’s population that’s between the age of 25 and 

54. You then divide that by what was the annual change in the total 
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population. So that means as that blue line is rising, your population 

growth is coming from your 25 to 54-year-olds. Well, why do we pick 25 to 

54? That’s basically your working age population. 

  So when you look at the blue line from basically 1970, about 1966, 

to about 1985, that line just marches upwards and during most of that 

period of time, the green line—which is CPI—increases as well. 

 Then starting in 1986, the blue line just declines pretty much consistently. 

It has some jumps along the way but it’s pretty much a glide path down, 

and you notice that inflation drops and then continues to decline from 

there. 

  Only starting in the beginning of 2011 has the population line 

turned back up again. Well, why is that? Well, to simply put it, I’m the line 

on the left. I entered the workforce in 1975. I now have two adult children. 

One is 26 and one is 30. They are the line on the right. It’s nothing more 

than the children of the baby boomers. That's what you're seeing now. 

  So looking at that, let’s see how that’s going to, in our view, to look 

at a framework for impacting inflation. I really just want to spend time with 

the pie chart more than the piece on the right. If you take CPI and you 

start to divide it differently than it’s normally sliced up, and said okay, give 

me all the components that are housing, it makes up about 43% of CPI. 
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Or tell me all the components that deal with transportation from repairing 

your car to what's the bus fare, to what's airline fares, it’s about 15%. And 

then all sorts of food is less than 15%. Those are the three big items and 

how do they do? The chart on the right does tell you that, okay, 

transportation is the most volatile of those, which makes sense. It includes 

the price of gasoline. But if this is a backdrop, and start to think about this 

and start to think about a growing group of 25 to 54-year-olds, what the 

impact of inflation is going to tend to be. 

  So you look at the graph on the left and that takes retail sales of 

anything related to the home, and it says okay, what's that as a 

percentage of total retail sales, taking out autos and gasoline? And 

starting in 2011 when this starts is somewhat of a growth to it which 

coincides with the demographic graph I showed a little bit earlier. But 

starting in 2016, it accelerates rather dramatically. So you look at this and 

realize, well, okay, home-led retail would be about 42% of whatever CPI 

might be. 

  On the right-hand side, the employment piece in population gets a 

little more granular. The white line just does 25 to 34-year-olds. The blue 

line goes the ratio of imports of furniture versus the import of apparel. 

We’re importing more furniture than we are apparel. Well, that would 
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make sense if you're spending more on things in the home versus 

clothing. 

  And then this next page, on the left, that’s the return for the S&P 

500 subindices of either home furnishings or apparel and accessories. 

And investors have tended to figure this item out and after about 2014, 

home furnishing stocks have tended to do much better than apparel 

stocks. 

  What is of real interest is on the right, because this is a way to look 

at housing formation. It’s not everything in housing formation, but this is 

mortgage applications for the purchase of a home. And starting at the 

bottom, that dotted line is 2014 and that’s just what's the number of 

applications you're getting on a monthly basis. And each year, whether it’s 

2014, 2015, 2016 or the current year, that line is higher. More and more 

people are taking out applications to buy houses, which would go back to 

okay, they're spending more money on home furnishings. 

  So this is a way we think to look forward at a longer-term headwind 

or if you want to call it tailwind, whatever, just a push on inflation rising, is 

at this housing formation, this increase in the number of people in our 

population that are of working age compared to just the population 

growing in general. 
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  So for some of you, you may know what this is, but this past 

summer was the 50-year anniversary of the Summer of Love. For some of 

you, you probably don’t know what this might be. In 1967, over 100,000 

people descended on the Haight-Ashbury district of San Francisco in 

celebration of flower children, the Summer of Love and being a hippy. I’ll 

sort of leave it at that. 

  Okay, 50 years later, the financial markets spread their own love 

and pretty much across any of the capital markets you can think of, or you 

can look at the cartoon and think of it that way, whichever will do. 

  The first thing I wanted to backdrop is what has this easy money, 

quantitative easing and some of this done for us over a longer period of 

time, and the top graph is a look at the blue line, which is nonfinancial 

debt, and it compares itself both starting at 100 with nominal GDP. And 

starting in about mid-2000s, or 2004 and ’05, the debt line became 

unhinged from the nominal GDP line. In simple terms, think of it this way. 

For every dollar of debt, you're getting less than a dollar of growth. You're 

leveraging up your economy. The bottom line is consumer net worth, 

same period of time, set everything at 100. Had a big runup 2004-2008. 

That was the housing collapse. Now I’ve got a runup again. Different 
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bubble this time, not as much housing, more stocks and bonds. So the 

debt has got itself to asset price increases. 

  So a couple of things here. We usually don’t talk about equities in 

here but I had a couple of charts I saw that just I couldn’t pass up. 

  This first one is the Big Money Survey from Bloomberg. The bars 

represented by the blue bars are those of you who think the market is 

overvalued. Gray ones are it’s fairly valued, and the green is undervalued. 

Well, the last one they gave here, it said that 37% of the respondents said 

stock market is overvalued. Another 59%, it’s fairly valued. A small 4% 

said it’s undervalued. Okay. Pretty much everybody thinks it’s fair or 

overvalued. 

 So then we asked professionals, the survey asked professional investors 

a question: are your clients bullish, bearish or neutral on equities? Well, 

clients are about 63% neutral. They're about 19% bearish and then the 

remainder are bullish. 

  Then the question was, well, you as the professional investor, 

describe your investment outlook over the next year. Well, without going 

through all of them, 12% of them are bearish. So I looked at this, I thought 

for a second and said ah, that’s interesting. 37% think it’s overvalued but 

only 12% are bearish. It would appear to us—or at least to me—that we've 
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got a lot of people riding the tiger and going I’m going to stay on this thing 

as long as I can even though I think it’s overvalued. It’s an odd investment 

philosophy, to say the least. 

  So how has it manifested itself in the credit markets? We've used 

this graph in the past. It’s fairly simple. You take the number of 100 and 

you divide the yield into the 100 and you come up with a P/E for a bond. 

The blue line is a BB and the green line is a single B. So the BB cohort of 

a high-yield index has got what in essence would be a P/E on a fixed 

return of 25 times, the highest it’s ever been. Fortunately, if you just look 

at the Bs, it’s only 20 times and it’s not quite as high as it’s ever been. It’s 

close. 2013 was slightly higher. So looking at it this way, so that's an awful 

lot of multiple you're paying for that return in today’s market. 

 So how did we get to this? How do we get to these sort of multiples and 

valuations? 

  The first thing is to get a sense here of foreign money and how that 

might have impacted. Well, they’ve been hunting for yield in the US for a 

while, because if you were in Europe or Japan, there is no yield so you're 

just around looking for it. This is on a 12-month rolling basis, and a for a 

while, coming out of 2008, the blue line which is Treasuries was the 
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preferred investment but actually after about 2011-12, that’s been 

declining and actually they’ve been net sellers. 

  But starting in 2014 when negative rates became rather prevalent 

in Europe, the foreign investors’ appetite for spread product of any kind 

has increased rather dramatically. They have been hunting around; 

they’ve been hunting around for it in the US. 

  This graph looks at two cohorts and the taxable bond fund market. 

ETFs, which is the orange line, and the blue line, which is actively 

managed or just mutual funds—we’ll assume that they're mutual funds 

that are actively managed. And then the black line is the combination of 

the two, and the vertical line you see is election day. And while from 2013 

to election day last year, bond funds were seeing a pretty consistent flow 

of money in, after election day, it’s become more exponential in the 

amount of money that's shown up into the fixed income markets from a 

taxable bond perspective. 

  So looking at that, we sort of thought to ourselves and it goes, well, 

the demand for risk seems to have begat the supply of risk. This is a bar 

chart looking at high-yield market growth. The market size in 2008 was 

about $944 billion. It peaked in 2016 at the end at about twice that much 

at $1.9 trillion, almost $2 trillion. The reason for the slight decline year-to-
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date is much more of a function of the JP Morgan who put this together 

recalibrated things after they included Fitch ratings into their methodology. 

So even if I take that out, it’s still almost double since the financial crisis. 

So while there's been a huge demand for risk, there's been more than 

ample people willing to supply it. 

  However, when you start to look more deeply at that supply of risk, 

some things start to bother you. This is a graph coming out of Moody’s. 

It’s the covenant quality that they do, an index that they put together. This 

is from 2012 through second quarter 2017 was the last time they reported 

this. It’s the lowest it’s ever been. So covenant-wise, that supply that’s 

come onboard has been of a deteriorating quality. 

  Spend a minute with this to give you a sense of where we think this 

is going. As it says, the devil is in the deals. The bars, where they're blue 

lines, represent the number of bond deals in a year. The gray bars 

represent the number of loan deals in a year. The line represents bond 

and loan defaults. So you look at that sort of ’93 through ’98 period of 

time, a lot of bond deals were issued and sure enough, a couple of years 

later, defaults went up. If you look at 2004, ’05, ’06, ’07, a large number of 

loan deals were done followed by an increase in default rates. The 2013, 

’14 and into ’15 period, you see a huge spike up there. You only see a 
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moderate spike up in defaults. It’s really more industry-specific; that’s the 

energy sector where you took oil from basically $100 to $30 and you had 

some difficulties. But we look at this and realize okay, I’m pumping a lot of 

deals in here and most of them don’t have great covenants. It would 

appear if history repeats itself, I’m setting myself up for an increase in 

default rates. 

  While all this is going on, we’re having all this love and fun, we 

found somebody who doesn’t seem to be sharing in all this. The top graph 

shows you daily trading volume on a 12-month average for investment 

grade, which is the light blue line, or the high-yield market, which is the 

dark blue line, versus its total size of those markets. And daily trading 

volume has been declining with the size of the market. Probably tells you 

that people are buying what they have and holding it. 

  Well, the bottom right-hand graph could cause you some concern if 

you were a big holder. The light blue bars represent dealer inventories, 

and you see that they climbed from 2001-2007 and from 2008 on, they 

diminished greatly. 

  However, the dark blue, which is the outstanding, has been 

increasing. So you’ve got a dealer community that really isn’t there to 

support you because they just, for various reasons, don’t have an 



Q3 2017 FPA New Income, Inc. (FPNIX) Conference Call  

 

 

 

 
 

-15- 
 

 

inventory, are not going to have an inventory. So we look at this and 

realize what happens when you unwind some of this. If you need liquidity, 

to whom do you sell? 

  And finally I’m going to add a couple of comments on the high-

quality portion of the market. The graph in front of you that you're looking 

at is a look at various three-year maturity, with the exception of the green 

line which is subprime autos, which is only a two-year, where you're 

looking at swap spreads for fixed rate ABS. And the beginning of that first 

quarter of the year, everything declined in spread and went through the 

second quarter where they didn’t move around much, they were pretty flat, 

and then this past quarter tended to be another decline in spreads to 

these sort of shorter two- and three-year high-quality ABS bonds that are 

outstanding. 

  And then finally, probably not surprising, the dealer community 

wasn’t interested in owning investment grade and high-yield in its 

inventory, these are a couple of graphs. The top one is mortgage-related. 

It’s agency mortgages, non-agency mortgages, CMBS and some ABS 

thrown in there as far as what do dealer inventories look like. Well, in April 

2013, that whole total was a little over $120 billion. It’s about $60 [billion] 

today, so about half of what it was. And then the bottom is a little more 
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granular into the ABS space, looking at the very bottom blue which is 

autos, credit cards are the orange and then student loans are the green, 

and that’s gone from a little over $10 billion to a little over $6 billion. So 

you have the same phenomenon going on in the high-quality market and 

structured product is to whom are you going to sell this stuff to because 

the dealer inventories are extremely low. 

  Those are sort of a broader market backdrop, as such. I’m going to 

turn it over to Abhi, who will just get more granular as it relates to the 

portfolio and how we are positioned. 

Abhijeet: Thank you, Tom. This chart shows the yield on the 10 year Treasury 

versus the yield on the 2 year Treasury since 2009. 

  After increasing in the fourth quarter of 2016, the difference or 

spread between the two year Treasury and the ten year Treasury has 

been steadily decreasing since the beginning of the year to the point 

where the spread is now at roughly the same level it was prior to the 

Presidential election last year. In other words, in the months after the 

Presidential election, the yield curve steepened with the two year and the 

ten year yield both increasing. However, since the beginning of the year, 

the yield curve has flattened with the two year yield increasing and the ten 

year yield decreasing slightly. 
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  There are two takeaways from this chart. First, short to medium 

term rates are up and long rates are basically unchanged versus nine 

months ago. The ramification for us is that long duration bonds still don’t 

offer enough yield to compensate for duration risk but, all things being 

equal, we are able to get more yield in the 2-3 year bonds that we feel 

offer enough protection against rising rates. Said another way, we can buy 

slightly longer bonds without jeopardizing the portfolio’s insulation against 

rising rates. 

 

  Second, the spread between the 10 year and 2 year, at around 80 

bps, is basically at the lowest point it has been since the financial crisis. 

We’ll get to the relevance of this in a second. 

  Tom has already commented on tighter spreads in high quality 

bonds and credit-sensitive bonds. On the margin that has made it more 

difficult for us to find bonds that we feel protect us against short-term 

mark-to-market price movements or that compensate us for credit risk. 

  This chart provides more insight on how expensive the high yield 

market has become. Because we sometimes hear the argument that high 

yield spreads are attractive, here we show the distribution of high yield 
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spreads throughout history, excluding the financial crisis to remove a 

potentially anomalous event. 

  The mean spread since 1998 has been 568 bps versus today’s 

spread of 359 bps, shown in green, which is the 9th percentile of historical 

spreads. We’re at the tails in terms of spread. 

  The picture is even more stark when looking at yields, which is 

what we pay attention to since that’s the compensation you get to offset 

losses. 

  The mean yield has been 8.7% versus today’s yield of 5.4% yield 

today. Today’s yield is the 4th percentile! Again, we’re at the tails. 

  We’ve combined some of the data from the prior slides onto this 

one chart. The green line shows the spread between the 10 year treasury 

and the 2 year treasury and the blue line shows the yield on the high yield 

index. 

  Going back to 1997, the last two times the spread between the 10 

year and 2 year Treasury spread was less than 90 bps and the high yield 

spread was less than 400 bps, FPA New Income ended up subsequently 

doing well compared to the Aggregate bond index and the high yield 

index. The reason is that at that point, you are often at the top of a market 

cycle and there’s not much more upside left to be had and so the 
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downside protection of FPA New Income ends up providing 

outperformance. 

  For example, in the late ‘90’s shown on the left, the New Income 

fund outperformed the Aggregate bond index by 354 bps and 

outperformed the high yield index by 36 bps during the twelve months 

after the 10-Year / 2-Year spread widened from less than 90 bps and the 

high yield spread widened from less than 400 bps. 

  The last time this situation happened was before the financial crisis 

and New Income ended up underperforming the Aggregate bond index by 

only 83 bps while outperforming the high yield index by 580 bps over the 

subsequent 12 months.  

  Today, on the right side we find ourselves again in an environment 

where, for the first time since the crisis, the 10 yr / 2 yr spread is less than 

90 bps and the high yield index spread is less than 400 bps. The market -- 

people -- are simultaneously unconcerned about duration risk and credit 

risk. 

  We are concerned about both and have positioned the fund 

accordingly.  

  This chart shows the yield and duration of our high quality holdings 

versus the yield on the 2-Year treasury.  
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  As rates in the 2-3 year portion of the curve have risen, we have 

opportunistically extended the duration of our high quality holdings while 

increasing the yield. You’ll note that the duration and yield of the high 

quality holdings is down a bit quarter-over-quarter due to the 

aforementioned tighter spread environment making it difficult to add 

duration without taking on undue spread-related mark-to-market risk. 

   I noted earlier how expensive the high yield market has become. 

We can use that as a barometer of the market for credit in general. As 

credit markets have become more expensive, we have reduced our credit 

exposure.  

  This chart shows the yield on the high yield index in green versus 

our credit exposure in blue. As the yield on the index has come down, our 

exposure to credit has come down as well as we have found it harder to 

find investments where we feel that we are getting paid for the credit risk.  

   This chart shows the yield and duration of our credit holdings 

versus the yield on the high yield index. As a reminder, we think about 

credit generically so we invest in credit in the form of high yield, bank debt, 

structured product, etc. As the yield on the index has gone down, the yield 

and duration of whatever credit exposure we have has gone down as well. 
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  The increase in yield this past quarter is an aberration, albeit a 

welcome one, in that one of our companies completed a financial 

restructuring which led to our investment in that metals and mining 

company having a higher yield. 

  With respect to performance, this table shows the sources of return 

during the quarter - by sector. The total return, before fees, for the quarter 

was 1.11% as shown on the bottom right.  

  The largest contributor to return was corporate bonds and bank 

debt, led by the investment in that metals and mining company that I just 

mentioned where the company completed a restructuring, causing our 

investment to increase in value. 

  The second and third largest contributors to performance were 

GNMA project loan interest only bonds, shown as CMBS stripped in the 

middle of the page, and CLO’s, included in ABS Other. The return in both 

areas was driven by coupon return. 

  Overall, as of the end of the quarter, the yield on the portfolio was 

2.67% with a duration of 1.5 years and a weighted average life of 2.2 

years, all of which are in line with the past couple of quarters. 

  These pie charts show a quarter over quarter comparison of the 

portfolio broken down by investment idea, which is how we think about the 
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portfolio. We’ll start with the cash and equivalents. As we’ve referenced 

several times during this call, tight spreads have made the market 

expensive. As absolute value investors, that makes it tough for us to 

invest because it makes for lower yields, all things being equal. As a 

result, since cash is the residual of our investment process, lack of 

investment opportunity means higher cash and you can see that reflected 

here as our cash and equivalents increased to about 11% of the portfolio 

at the end of the quarter versus approximately 7% last quarter. 

  At the top of the pie, the subprime auto ABS exposure is comprised 

of all high quality bonds, mostly bonds rated AAA and AA with some 

single-A rated bonds. That exposure is down about a percentage point 

versus the last quarter, not because of any fundamental concerns on our 

bonds but because of a lack of attractive investment opportunities. 

  Moving clockwise, the CLO exposure, mostly AAA-rated and AA-

rated bonds with some single-A rated exposure and two bonds rated less 

than single-A, is about a percentage point higher. 

  The ABS Equipment exposure is down about a percentage point 

due to maturities and lack of new investments. 

  The Stripped Performing CMBS exposure which represents our 

holdings of GNMA project loan interest only bonds is down about a 
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percentage point. As we have mentioned in the past, we continue to 

proactively sell certain positions whose prospective return profile is no 

longer appealing. 

  The corporates exposure which includes corporate high yield and 

bank debt is up slightly, despite the expensive market, because the guys 

on our team have done a good job of scouring, digging and hunting to find 

ideas that have an attractive return profile versus the risk. These are few 

and far between. 

  Treasuries have made it onto the pie chart at 5% of the portfolio as 

we took advantage of higher Treasury yields to add a slightly longer than 

two year Treasury bond to the portfolio. 

  ABS servicer advance is unchanged. 

  30-year relocation MBS represents agency CMO’s backed by 

relocation mortgages. This exposure decreased by three percentage 

points. Lower spreads caused the prices of some of our positions to 

increase in price to the point where the return profile was no longer 

attractive so we sold them. 

   This table shows the portfolio holdings broken down by rating. 

There has been a slight increase in single-A rated holdings but the vast 

majority of the portfolio continues to be AAA or AA-rated. 
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   This chart shows the expected return of principal to the portfolio 

over time assuming that we don’t buy or sell anything in the portfolio.  

  In addition to existing cash, we anticipate that 17% of the portfolio’s 

principal will come back as cash by the end of the year. We anticipate 

another 11% in Q1 2018 and an incremental 3-7% per quarter thereafter. 

Over the next twelve months, we anticipate approximately 40% of the 

portfolio’s principal coming back as cash.  

  This is a function of the portfolio’s short duration and it creates 

what we call organic liquidity which is liquidity that is created without 

having to sell existing investments. This sort of liquidity profile is beneficial 

to have when markets seize up and there are good buying opportunities 

but not good selling opportunities. This organic liquidity should give us dry 

powder to take advantage of those situations without having to sell 

existing investments to do so. 

   Finally, this chart shows the amount of protection that the portfolio 

has against rising rates. The y-axis shows the expected twelve month 

return on the portfolio before fees for any given level of yield change on 

the x-axis. For example, at a 100 bps increase in yield on the x-axis, we 

would expect the portfolio to have a positive return of approximately 1.6% 

before fees over twelve months assuming that yields increase by 100 bps 
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across the entire curve for every investment in the portfolio. The yield 

change could come from a change in benchmark rates and/or spreads. 

  The far right bar shows that the portfolio should be able to 

experience a greater than 200 bps increase in yields and still generate a 

positive total return over twelve months before fees. Now we will turn over 

to Kristina for Q&A. 

Kristina: Thank you to those of you who submitted their questions in advance. 

We’ll take those first and then move on to the questions submitted during 

the webcast. 

  First, I would like to address the potential impact on the Fund from 

recent natural disasters, and I’ll turn it over to Abhi for this. 

Abhijeet: Thanks, Kristina. So we included this in the Q&A because this is actually a 

question that we asked ourselves as we saw the unfortunate damage 

from the hurricanes unfold over the past several weeks. 

  What is the impact on the portfolio from the hurricanes? 

  We went through each of our investments to try to identify the 

exposure to hurricane affected areas. We tried to find out if we had 

borrowers, properties, etc. in impacted areas.  

  To the extent possible, we compared geographic exposures in our 

collateral with FEMA data to identify potential hurricane impacts. Where 



Q3 2017 FPA New Income, Inc. (FPNIX) Conference Call  

 

 

 

 
 

-26- 
 

 

that was not possible, we conservatively assumed entire states were 

impacted by the hurricanes when running our analysis. 

 

  I’ll caveat the following by saying that even though it has been 

several weeks since Hurricanes Harvey and Irma, it is still somewhat early 

– we don’t yet know the full impact on borrowers and properties in 

affected areas. 

  I also want to make a clear distinction between exposure and 

impact. What we are about to discuss is the exposure. The actual impact 

– which we won’t know for some time – will almost certainly be different 

than the exposure and, in fact, we expect it will be much less. 

  With that said, we do not expect there to be a material impact to 

the portfolio from the hurricanes.  

  The table on this page shows the potential exposure to the 

hurricanes. We only included in this table the areas in the portfolio where 

there could be some impact but, again, we do not expect there to be a 

material impact. We are simply showing a worst case scenario. 

  In Auto ABS and Equipment ABS, the potential impact is not large 

because, even though we assume that collateral in any affected area gets 
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completely wiped out, which is unlikely to happen, the bonds we own 

benefit from structural protections which mitigate the potential impact. 

  The largest potential exposure in the portfolio is our GNMA project 

loan interest only securities. The reason is that if the underlying 

commercial mortgages default because, for example, the property is 

completely destroyed, the interest only bond will lose the benefit of the 

future income associated with that property. 

  The potential 15 basis points of exposure for these interest only 

bonds, and I want to stress that this is a worst case scenario – we are not 

saying this is going to happen – is calculated by assuming that properties 

default after 12 months so we would still get 12 months of income on the 

loans in the affected areas. We make that assumption because the 

properties are required to have 12 months of business interruption 

insurance. As such, we expect that they will be able to make interest 

payments for the next twelve months. 

  For more on this potential exposure in our GNMA interest only 

bonds, I’ll turn it over to Julian who will explain what we know and what we 

don’t know. 
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Julian: Thanks, Abhi, and first I’ll touch on what we do know so far. As you can 

see on the slide, there's a couple of policies here that Abhi briefly touched 

on. 

  First of all, HUD immediately implemented an immediate 90-day 

foreclosure moratorium and announced that there may be multiple 

extensions beyond that. Second, again, all underlying mortgages are 

required to carry full—not just the National Flood Insurance Program but 

full—value insurance and they are also carrying the 12 months of 

business interruption insurance. So it’s reasonable to expect the damaged 

facilities to be repaired and continue their operation. So what you're really 

dealing with are questions regarding the local economy and the recovery 

of the population rather than whether the facility exists or not. And I would 

also just say that as you might imagine, multifamily housing facilities tend 

to be constructed to a much more robust code than single family detached 

residences and these represent somewhere between roughly 60-85% of 

our exposure depending on vintages and remaining loans. And looking at 

the anecdotal Katrina timelines would tend to support the view that any 

actual default would likely occur no earlier than 12 months from the 

hurricane event and typically further out. 
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  So thus far, Ginnie Mae has not released a granular property-by-

property damage assessment so we have assumed the worst, as Abhi 

said, that any and all projects in affected areas will default 12 months 

forward. If you visit both the HUD and Ginnie Mae websites as we did last 

week, you would perhaps be as disappointed but unsurprised to see the 

conspicuous lack of useful information but now let me address what we 

are still learning. 

  Just today, we received data from a major underwriter saying that, 

quote, “Our team has reviewed and confirmed that since Harvey, Irma and 

Maria, there are no new delinquencies for Ginnie Mae projects in the 

affected areas.” This report added NOAA, or National Oceanic and 

Atmospheric Administration, data to the existing FEMA data that Abhi had 

mentioned earlier. 

  And finally, thus far our pricing and where we see similar assets 

trading would tend to suggest that our bonds are not perceived to be likely 

to suffer any material storm-related impact, unlike some other asset 

classes, notably certain single family rental securitizations. 

Kristina: Thank you, Julian. Now we’ll move on to questions regarding ABS, and 

we received several of those and I think we’ll just have Abhi answer them 

as a whole. Those are questions regarding the higher auto loan defaults; 
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pending crisis in subprime auto; and the other question about subprime 

loans. Are they only derived through other exposure or also mortgages? 

Given credit quality deterioration reports in subprime auto loans as well as 

credit card defaults, do you feel you are somewhat insulated from these 

risks and how? 

Abhijeet: Thank you, Kristina. So I will start by saying that we have been—actually, 

let me start by saying that the comments I made during the presentation 

regarding subprime loans was referring to our bonds that are backed by 

subprime auto loans, not subprime mortgages. 

  So with respect to subprime auto loans, I will note that we have 

been commenting on subprime auto loans for at least a couple of years 

now. We have been pretty early on the record in terms of noting that the 

credit quality has been deteriorating, delinquency rates have been 

increasing, losses have been ticking up, etc. So rather than rehash all of 

that again, because we've been through it in pretty extensive detail over 

the past several quarters, I would encourage everyone to go to our 

website and review a number of our past quarterly letters where you can 

find a lot of discussion of our subprime auto holdings. 

  The short version of what you will find in there is that yes, credit 

quality has been deteriorating. FICO scores are pretty low. Loans terms 
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are longer. Loan-to-values are higher. Having said all that, because of the 

bonds that we own—and I want to clarify, I’m not commenting on 

subprime auto loans in general because there's certainly some dicey stuff 

out there and some bonds that we think do not make a lot of sense—but 

for the bonds that we own, we do in fact feel that we are well-insulated 

because we purposely buy bonds that have a lot of protection against a lot 

of really bad things happening. And every time we buy a bond, we 

assume that a lot of really bad things are going to happen, and we never 

assume that the current status quo is what's going to prevail going 

forward. 

  If anyone has any specific questions and would like to discuss in 

detail, please feel free to reach out, otherwise please refer to our website. 

Kristina: Thank you, Abhi. Next we were asked to cover the Fed reduction of MBS 

on balance sheets and I will let Tom address that. 

Thomas: So as we talked about in our second quarter letter and also in the 

conference call, we talked about potentially what the Fed was going to do 

as far as quantitative tightening or the reduction in the amount that they 

were reinvesting every month. 

  Subsequent to that, into September, they made their 

announcement of what they're going to do. They're going to start out at 
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about $10 billion a month, of which 6 is Treasury and 4 is mortgages. This 

is just strictly reinvestment, so they’ll be reinvesting at a slower pace. 

  It will take them roughly into 2018, about somewhere around 

October, about this time next year, to where they will no longer be able to 

not reinvest—to let things roll off, whether Treasuries roll off, cover, 

whatever it is if they decide not to reinvest. At that point, they're going to 

have to start to sell some things in order to accomplish the objective of 

shrinking that they want to accomplish. 

  Looking at it, it appears they probably will be more interested in the 

Treasury market and less interested in the mortgage holdings. For one, 

the mortgage holdings can just roll off somewhat from monthly 

prepayments. Their prepayment speed assumptions really kick into them 

having a pretty significant impact on shrinking that portfolio sort of in a 

2019 or ’20 period. So near term, we don’t expect that to have a huge 

impact on the mortgage market as their holdings will shrink naturally. 

That’s probably something that will tend to happen maybe more in 2019 or 

’20. Once we get a better handle on that, we’ll come back and make 

further comments. 
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Kristina: Thank you, Tom, and the next question is: your duration is 75% of the 

index and your yield is roughly equal to the index. Is there really a free 

lunch? 

Thomas: Well, there's some in the room have just raised their hands and gone yes, 

but basically no, sadly, there's really not a free lunch completely. 

  However, if one is, an investor is willing to construct a portfolio that 

avoids in any way mimicking an index, then you can do something that will 

end up having the kind of metrics that you’ve discussed that we had on 

the first page. 

  Keep in mind, as we construct this portfolio, we have little interest 

in what the index is. We have a huge amount of interest in am I going to 

have an absolute return in a 12-month period on a positive basis, am I 

going to get CPI plus 100. So that starts to lead you down a different path 

of looking at bonds. There's whole pieces we don’t pay any attention to, 

looking at something such as the Barclays Aggregate Index, a huge chunk 

of that index is long Treasuries, 10s and 30-years. We don’t own any. In 

fact, as Abhi said, we own something slightly more than 2 years. It’s also 

made up of a very large investment grade corporate holdings, all of which 

have about an eight-year duration. Most of that means if they're out there 
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ten years and beyond as well, we don’t own that. We don’t own that 

either. 

  So because of the fact that to reach your objectives, those would 

not help us, we’ve avoided that in the index. That is really the main 

reasons that you see the kind of metrics we have that look attractive when 

comparing yourself to a broad index like an Aggregate. 

  I’ll close with this, and that is that when you look at our portfolio and 

you look at the way we manage fixed income against those two 

objectives, our view is that’s a very good representation of how true active 

management would look like. Someone that’s willing to—and what I mean 

by that even in more detail is while Abhi talked about we don’t find a lot of 

opportunity and credit, and it’s become a smaller and smaller piece of the 

portfolio, at times we do find interesting ideas and they can sort of add to 

the equation. 

  But that's back to that truly active management. And we really think 

at the end, that’s what our investors are looking for us to do is to construct 

a portfolio that has the characteristics that we show in comparison to a 

broad market index. But sadly, you are correct. There isn’t truly a free 

lunch. 
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Kristina: Thank you, Tom. The next question is regarding the trends in population 

growth upwards for working population. What does this mean for 

entitlement? On balance, are we still worried about number of people 

retiring versus those remaining in the workforce or less so? 

Thomas: Well, a couple of things to that. I mean, if you look at the US, it helps us, 

our entitlement problem—paying for it, which is somewhat mitigated by 

this 25 to 54-year-old, it’s growing at a reasonable pace when you look at 

it versus the total population—it does not completely negate the difficulty. 

There are still more baby boomers than there are people at the younger 

side. It just makes it less acute for us. If you think about many of the 

countries in Europe and you think about Japan and you think about China, 

their problem is much more acute because they don’t have that metric that 

looks as attractive as ours. 

  When you look at data from the Congressional Budget Office, it 

does a reasonable job of figuring this—factoring in this demographic piece 

to it, as it tries to come up with what are we going to get from tax 

revenues. And after that, and in factoring in the entitlements, you're still 

looking at a situation that their latest figures said that your budget deficit 

this year, being 2018 fiscal year, is somewhere in the $650-$690 billion 

and you go out another three or four years and that number pushes a 
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trillion, and then you look at why does it push a trillion, and it’s still one of 

entitlements are growing faster than the taxes you're collecting from the 

25 to 54-year-olds. But it does help to some degree. 

Kristina: Thank you. Next, given lack of inventory and high valuation, are you 

worried you won’t be able to find anything when 40% of the portfolio 

matures in the next 12 months? 

Thomas: I’ve been here since ’97. Julian has been with me since 2004. We go back 

that far and think about where did we find the securities that we were 

looking for to reach our objectives, and we found more of it in the 

secondary market and less of it in the new issue market. 

  In today’s world, that has tended to flip around. Because of the 

limited inventory you see—and keep in mind, that inventory is just 

secondary. Anything that's new issue is not included in that. Because that 

inventory is so much smaller, there is much less for us to find in there, and 

when we find things, they're of smaller size. 

  So we’ve had to replace that with being more active, I guess is the 

best way of putting it, in the new issue market, whether it's in the ABS 

space, the CMBS space or in the mortgage space, in order to find what 

we need to find to reach our objectives. So it’s somewhat been a shift. 
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  Is one more efficient than the other? That’s hard to say. They come 

and they go. But it has, like I said, the biggest challenge you have in the 

syndicate market is you need to have done your homework in advance so 

when it shows up, you have a pretty good idea what you’ve got to look for 

to figure out does this make sense for you or not. 

  If we think into the credit space, while we’re not as active, and as 

Abhi had pointed out, you can find a secondary market. I don’t know if it’s 

a big difference for us between what we’ve wanted to find versus the 

syndicate items at times that we've found. So it’s not as acute there as it’s 

been in the high-quality space, but maybe that’s mostly a function of we’re 

just looking for—we’re just not looking for as many items. 

Kristina: Thank you. And next question is for Abhi. How would you grade your 

success with credit-sensitive investments over the past few years? At a 

high level, what has worked and what hasn’t, or should we think of what 

has worked and what has not on more of an idiosyncratic basis? 

Abhijeet: Sure, so it’s a very interesting question and we’re pretty a humble lot 

around here. What I can comment on is what has happened thus far, 

because we obviously have credit exposure in the portfolio right now and 

the story is not written on those investments yet. But thus far, we have not 

had anything that has not worked. 
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  And in terms of why that’s been the case, there's two levels to that 

answer. There is an idiosyncratic level to it, but that really points to a 

higher-level theme, which is that the thing that's working is the absolute 

value approach to investing. And so what that means is that every time we 

make an investment, we are making sure that we are investing in 

situations and at prices where we feel like we’re getting paid for the risk 

from an absolute return perspective. And so I alluded to this earlier during 

the webcast, but we tend to focus a lot on yields and total return rather 

than focusing on spread, because it’s yield and total return that 

compensates you for the risk of loss, not spread. 

  And in that same vein, when we think about things like loan-to-

value, we are also taking a fundamental absolute value approach to that 

as well. 

  So specifically when we make an investment in a high-yield 

company and we’re trying to figure out what the enterprise value is, it’s not 

always a good indicator of value to look at where the stock is trading today 

when you're in a really expensive equity market. So we’ll take a 

fundamental perspective on what the enterprise is worth today and come 

to our own perspective on valuation. 
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  And part and parcel with that is the recognition that investing in 

credit is an episodic type of thing. There's times when it’s interesting; 

there's times when it’s not. And again, because we’re taking an absolute 

value approach to these things, we are completely fine with having more 

exposure at various times and having less exposure at other points in 

time. 

  And truth be told, each investment doesn’t necessarily always work 

out the way we expect it’s going to, but we purposely buy bonds at prices 

that give us multiple ways to win. And to paraphrase a saying that our 

colleagues in the firm use: good things happen to cheap bonds—and 

that’s kind of the approach that we take to investing. 

Kristina: Thank you, Abhi. Next question. Do you expect continued demand from 

foreign investors to hold down long-term interest rates going forward? Will 

this cause the yield curve to invert in spite of less accommodative Federal 

Reserve policy? 

Thomas: So looking at Treasuries, and we talked about this in the second quarter 

conference call, and it’s worth going through again, when you look at who 

the buyers of those Treasuries had been, there were two very, very huge 

buyers—the Federal Reserve Bank of the United States of America and 

the central banks of Europe and the central banks in Asia. Those three 
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stand out as at one time owning about half of what was outstanding. They 

pretty much would cover it all. 

  When you look at the European central banks, the Chinese central 

bank and you look at the Japanese and their policy, they have tended to 

have been net sellers or at least no longer buying. They're net-net, they're 

not being the incremental buyer, and now of course the Fed is going to go 

away. So that leaves you having to look more and more to the private 

sector as the place to find the funding for the deficits you need and to take 

care of the runoff that’s coming from the Fed. 

  The chart shown in the beginning, that was not necessarily all 

official. That also was private investment as well, private investors as well, 

and they’ve got a lesser interest. 

  The biggest contributors in there have been the Europeans but we 

were speaking with some people this morning and their thesis is one—

and I’m not going to say it’s 100% true yet but I’m working through it—is 

one as the European economy does better, and their economy has picked 

up, the demand for European investors to go overseas to find return will 

diminish. 

  And so at the same time that’s happening, their population, as it 

has aged and it is older than ours, while it has saved a lot, its 
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reinvestment will be less because now it’s living off those savings because 

of its advanced age. 

  So you think about that over a three-year or five-year period, and 

it’s hard to get a lot of comfort that the foreign investor is going to continue 

to be the marginal player, whether it’s Treasuries or whether it’s 

investment grade corporate or other spread product as we look out, that 

we’re going to need to find a different type of investor to step into that. 

And for that reason, you sort of look at that and think about that and go, 

well, okay. Then that tends to mean I might need to find higher yield in 

order to attract a new buyer. 

  The last thing that was said of the people we spoke with this 

morning was the European investor came to the US and one of the 

reasons was because the euro was declining and they said I need to get 

out of a declining currency and get into something that’s a rising currency. 

Well, the dollar was going up and the euro was going down. And as we 

see today, that is no longer true. It’s not necessarily that the dollar is going 

down by a tremendous amount but the euro is flat to going up. So there's 

less of that sort of marginal demand for that person to go oh, I need to get 

out of this weak currency and go find something else. 
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  I’m not quite sure how to gauge the magnitude of that. I’m merely 

passing on comments that were made to us this morning in a meeting that 

we had. 

Kristina: Thank you, Tom. There are no additional questions at this time. We want 

to thank you for your participation in today’s third 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 

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. 
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  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 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, October 25, 2017, and they are subject to 

change based on market and 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 of 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, and 

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

investment decision. The information provided does not constitute or 

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 that the recommendations made in the future will be 

mailto:crm@fpafunds.com
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profitable or will equal to 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 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] 


