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

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

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

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

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

the lower left-hand corner of your screen; type your question in the open 

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

full-screen view, click the Fullscreen button in the lower right-hand corner 

of your screen. Press the Escape key on your keyboard to return to your 

original view. For optimal viewing and participation, please disable your 

popup blockers. 

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

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

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

corner of your screen for online troubleshooting. 

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

Surkova. Kristina, the floor is yours. 

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

welcome you to FPA New Income’s Second Quarter 2018 Webcast. My 
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name is Kristina Surkova and I serve as relationship manager for the 

Fund. 

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

made available on our website FPA.com. 

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

Atteberry and Abhi Patwardhan and members of the 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 is a partner at FPA and has been with the 

firm since 2010. He has been Director of Research for the Fund since 

April 2015, and portfolio manager since November 2015. 

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

highlights, provide commentary on the market, review performance and 

portfolio activity, and then we’ll open it up to questions and answers. Tom, 

over to you now.   

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

afternoon. 

  Much has been said most of this year about a flattening yield curve 

or that difference in yield between the ten-year and the two-year. We’re 

going to explore a little bit of that today, and then what we see and how it 
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impacts the capital markets. Currently when we look at the markets, 

corporate credit is not sending any sort of definitive signal that there's an 

end in the near term to an economic expansion. And then finally, we’ll be 

commenting today on the continued execution of our investment strategy 

that we outlined over the past year. 

  I’m going to spend a second or two on performance in general. 

Abhi is going to get into much more detail, suffice to say, as we look at 

both the quarter and year-to-date, we have outperformed the main or 

broad index, the Bloomberg Barclays Aggregate Index, and the shorter 1-

3 year Index. The same holds true if we look at one year and we look out 

as far as three years. The challenge continues to be in this environment 

the ability to get CPI plus 100. We've been able to get returns that look a 

lot more like CPI. 

  The yield-to-worst of the portfolio is about 3.42 with an effective 

duration of 1.64 years. Our yield continues to be greater than the general 

indices and market, and our duration continues to be shorter than those, 

resulting in the ratio of the yield-to-worst to duration being a little over 2, 

which is a result of what appears to be a continued rise in the Fed funds 

rate and any negative changes that might happen to spreads in general. 
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  Now to look at the market, we’ll discuss a little bit about the shape 

of the yield curve and how it’s impacting the market. The graph we’re 

looking at here, the red line is the difference in yield between the ten-year 

and the two-year, and the blue line represents the Moody’s Seasoned Baa 

Corporate Bond Yield relative to a ten-year treasury. 

  Looking at the red line coming from left to right, whether it’s 1978, 

1988, 1998, 2000 or 2006, those were all periods where that relationship 

got to zero or to a negative. Up until then, you tended to see that 

relationship between the ten-year treasury and the Baa narrow as spreads 

narrowed for credit, and then once it got to that zero or negative, shortly 

thereafter it spikes up. 

  A quick comment on why I said ’98 and 2000. ’98 you see a spike 

up in spreads. You see a steepening of the yield curve. Two things went 

on. That was the middle of the year. First you had the Russian default 

followed by Long-Term Capital Management getting into serious trouble 

and then eventually having to be liquidated. 

  The slide on the left, the graph on the left is an interesting sort of 

evaluation of trying to figure out what the yield curve is telling you about 

inflation or what it’s telling you about growth. So there's two things that are 

going on. First you're trying to get that spread differential between or that 
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yield differential between a ten-year and a two-year treasury. And then 

you're dividing it by the yield differential between a two-year treasury and 

a three-month bill. So when you think about 2s to 10s, that is a reflection 

of investors’ concerns or fear about inflation. The wider that spread is, the 

more they're fearful of inflation. The narrower it is, the less they're 

concerned about it. When you think about a three-month bill versus a two-

year treasury, that’s more of a look of what the Fed is doing and how 

investors are perceiving economic growth in general terms. 

  This is the period of 2010 forward. The mean or the average for the 

difference between those two if I take the 2s/10s spread and divide it by 

the two-year/three-month spread, it’s about 1. Currently it’s less. And the 

reason for that is one of investors are more concerned about, as it says, 

growth. Their fears about inflation are much less because 2s to 10s has 

been flattening. 

  If we look on the right, the chart is looking at predictive elements to 

the yield curve, whether it’s the two-year versus the ten-year, for the 

equity markets. So when the two-year/ten-year differential gets to zero, 

well, how long before the economy peaks? And it ranges between 10 

months and 22 months whether you're looking at the peak in the economy 

in July of 1981 or the peak that was in December of ’07. On average, it’s 
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about 16 months. From the equity markets’ peak, the economy peaks 

somewhere one to eight months later, or on average about five. 

  So you look at today, the difference in yield between the ten-year 

and the two-year is 29 basis points, so we haven’t gotten to zero yet. And 

even once you get to zero, it could be anywhere from 10 months to 22 

months before the economy actually rolls over and has peaked and starts 

its downward slide. And so we don’t think that’s an occurrence that’s going 

to happen any time in the near term. 

  So what are credit spreads telling us? The graph on the left is the 

effective yield for the Merrill Lynch High-Yield Master Index, and you look 

across to 2018 and most of this year it’s been turning up. 

  However, when you look over on the right-hand side and you look 

at the option-adjusted spread for 2018, it’s unchanged. We look at this 

and realize that the rise in yields is just a reflection of the rise in treasury 

rates. Spread isn’t changing, and spread isn’t changing because the 

graph on the previous page is telling you that investors are a little more 

concerned about growth than they are inflation. They think things are 

okay. They don’t have a perception that the economy is going to turn 

down any time soon, therefore they do not need to get compensated to a 

greater degree for an increase in default risk. 
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  Returning back to Baa corporates, looking at that same 

relationship, and again to the right, the yield on BBB or Baa corporates 

has moved up this year. It’s still at an extremely low level if you look back 

at history, and if you look over on the right-hand side, which is again 

looking at that relationship between a Baa corporate and a ten-year 

treasury, there's a slight uptick in spread that’s happened this year—to our 

view, inconclusive as to is it starting to try to trigger for you or give you an 

indication that the economy is slowing down and investors are getting 

concerned. So at this point, we look at these two and we don’t feel that 

credit is telling us that anything dramatic is going to change economically. 

  The graphs on this slide look at the slope of the yield curve—that 

same 2s and 10s—as defined by the red line, and then the option-

adjusted spread looking at Bloomberg Barclays indices for asset-backeds, 

CMBS and mortgage-backed securities. And each one of these graphs 

represents an economic expansion. The one in the upper left-hand corner 

is December of 1991 through June of 2000. And as long as that red line 

was declining towards zero or the yield curve was flattening, spreads 

tended to narrow as well and to decline as well. 

 In June of 1998, you did get to zero. Shortly after that, you had a 

spike up. As I’d referenced before, Long-Term Capital Management got 
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into serious trouble and needed to be liquidated, and Russia defaulted on 

its sovereign debt. If you then return, it took you until really the end of 

1999 when the yield curve got to zero, completely flat, and at that point, 

spreads started to widen. 

  Upper right-hand corner is 2001-2007, same sort of pattern. You 

got to zero on that yield curve slope in the beginning of 2006 and stayed 

that way and then towards the end, started to see a slight uptick in 

spread, whether it was for asset-backeds, CMBS or for mortgages. 

  And then the bottom one is a look at today. We haven’t gotten to 

where 2s/10s is a zero number. However, when you do look at the OAS, 

the option-adjusted spread for these three structured product areas, 

there's been a slight uptick that we've noticed. But as we think about that 

going forward, going out, we don’t consider it to be a problem as yet. The 

economy still looks to be doing okay. 

  So at this point I want to spend a little more time looking at historic 

sector allocation the portfolio has had, and dig more into structured 

product and why we use it so much. 

  This graph comes out of our general presentation material, and 

shows you all the different areas and sectors the portfolio has invested in 

over time. At the very top, you see a light blue that’s Other. Other included 
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investment grade corporates, non-US dollar-denominated securities, 

convertible bonds and preferred equity. And up until 2008, that was made 

up of things such as preferred equity convertibles, non-US dollar-

denominated. 

  If you look sort of past 2009 forward, that Other category is 

investment grade corporates; it’s been very de minimis. You have to look 

pretty hard to the far right to even see the light blue portion. You then see 

pieces that we had large allocations to: treasuries, sometimes agency 

debentures, big pieces to mortgages and recently to asset-backeds. 

  So looking at this and drilling down a little further, how much of this 

portfolio is in structured product? And this is that same period of time. And 

when you look to the left, you'll notice in March of ’01 really through the 

beginning of ’09, it was 30-40% of the portfolio. There was a slight period 

of time in ’05 where it got down in the 20s. And then starting in 2010, it 

starts to pick up and becomes, instead of being 40%, eventually works its 

way up to 80%. There are some different allocations that occurred. You 

see a big movement in the last several years, three or four years, into 

asset-backeds. You can see the stripped mortgage-backed in there if you 

look very closely. We’re going to look in a little more detail on the next 

page and what's changed over time. 
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  So this graph just takes structured product and divides it up to 

where it will be allocated. And when you look at the top, the red portion of 

the portfolio, asset-backed from sort of 2001-2004 were not a big piece of 

this portfolio and they tended to be manufactured housing securitization. 

The stripped mortgage-backed was single-family mortgages at that time, 

and then the mortgage-backed securities, the darker green, which was a 

preponderance of the portfolio up until 2009, agency-backed single-family 

mortgage securities. 

  Starting in 2009, things start to change in the portfolio. The stripped 

mortgage-backed ceases to be single-family mortgage. It becomes the 

Ginnie Mae Project Loan IO investment that we've had that at times has 

been upwards of 10-11% of the portfolio. CMBS becomes a piece of the 

portfolio. These are legacy. They were legacy deals prior to the crash in 

2008, represented sometimes single properties or just a few properties. 

Many of them were hotels, resort hotels. They were things that we've 

talked about in the past. 

  And then the asset-backeds started to show up, whether they're 

cars or equipment or the various areas that we've invested, they start to 

become a bigger piece. And then you'll notice in March of 2013, really the 

mortgage piece declines rather dramatically and is replaced by the asset-
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backeds. That’s a function of the taper tantrum that went on in the second 

half of 2013 and how the repricing of mortgages and rise in rates caused 

them to no longer pass our stress test, and so we were an active seller. 

We discussed that during those calls at that time of year. And we replaced 

those with asset-backed securities because they didn’t tend to have an 

average life that moved around as much, and they had a yield and a 

duration profile that we could do best in, that made sense from our stress 

tests that we've done in the past. 

  Taking a minute to look at the yield differential between corporates 

and structured product, this is roughly the last five years. The gold line 

represents the JPMorgan Index Fixed Rate ABS. This consistently had a 

higher yield than if we looked at investment grade corporate, whether it 

was a single A, which is the more pink color, the AA or the AAA. It’s 

consistently had a better yield from, just looking from the asset, from a 

very broad perspective. 

  The next page looks at 15-year mortgage. It’s a look using a 

current coupon yield. This assumes oh, okay, you're always just looking at 

the one that’s at par. It’s the black line. And again the other lines 

represent what would be a 3-5-year investment grade corporate because 
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the average life of a 15-year mortgage is somewhere in the 3-5-year 

range so we’re trying to match up average lives. 

  And really up until 2015, yes, the mortgage component had a 

higher yield than if you were into the corporate side of the arena, and it 

tends to decline as it’s going on during that period of time of 2014 to really 

middle of 2016, much of that driven by Fed intervention, buying of 

mortgage securities to hold on their books—QE—and corporates actually 

tended to have a higher yield. 

  Starting in the middle of 2017, that relationship has started to 

change. You’ve seen them start to talk about mortgages becoming 

somewhat more attractive today. So they’ve kind of come and gone. We 

have not been—the other reason for a period of time we were not an 

investor in the 15-year sector or even any of these corporates was when 

you looked at their yield and you looked at the duration and you stress-

test them to an increase of 100 basis points in yield over a 12-month 

period, they would fail. So this wasn’t an area until recently where it was 

even worth looking at, and what the indications are to us at this point is it 

looks like the mortgage space may offer some opportunity in comparison 

to investment grade corporates. 
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  So the next several pages go through and talk about what are 

asset-backed securities and why do we think they're interesting. So let’s 

start out with looking at what pretty much everyone is familiar with, which 

is a balance sheet for a corporation. 

  On the left-hand side, you’ve got the assets—could be consumer 

loans, could be commercial or corporate loans, could be equipment, could 

be equipment leases, could be equipment loans. If there was a finance 

company, it would tend to look like this. And on the right-hand side, the 

liabilities or how do you finance those assets. So you’ve got line of credit, 

you'll have some bonds, shareholders’ equity. But you'll notice that there 

are dotted lines around that. That’s because this is a porous structure; 

things can move in and out, whether they're assets or they're liabilities. 

  Carrying that forward, what's an asset-backed security? Well, 

looking at that corporate balance sheet, what if we took the consumer 

loans or the commercial or corporate loans or the equipment leases and 

loans and move them into a bankruptcy remote trust? At the bottom, the 

asset-backed securitization, put them in there. What we mean by 

bankrupt remote is the actual issuer of those could go bankrupt but the 

person that’s paying you on the loans continues to pay you. So you’ve 

now put them in this trust. Well, you now have to pay for them. How do 
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you finance them? And that’s the right-hand side, it’s done on the asset-

backed securities market, a series of tranches, sold to fixed income 

investors—tranche A, tranche B, tranche C—and then there’s going to be 

a residual of equity. 

  So how do you get paid back on those tranches? And this is sort of 

a generic example of looking in any asset-backed security. You could look 

at a CMBS. You could look at a mortgage-backed. It’s going to have this 

same general schematic to it. You’ve got a pool of assets that are 

generating cash flow for you, interest and principal payments. And those 

interest and principal payments go first to pay the A tranche then the B, 

then the C, and then whatever’s left over goes to the equity. Typically, 

what that means is they’ll pay all the interest first and then they’ll turn 

around and they’ll start the principal. So the As get paid off before the Bs, 

before the Cs. If there's anything left over at the end of the day after it’s all 

liquidated and everything’s been paid off, the equity holder gets to keep 

those. 

  So looking at these two structures, what can happen to you? So as 

I’d said, a corporate structure tends to be a little porous. That’s why 

they're dotted lines. Value can leak out of the asset side. They can sell 

assets. They can transfer those assets to some place else. And there's 
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nothing that says they have to pay the bonds back. They might; they 

might not. They may do something else with the money. At the same time, 

on the liability and shareholders’ side, it’s equally as porous. So you can 

leak over there from dilution because they could come in and issue 

additional debt besides you. They could issue debt above you. And when 

you look at loose or non-consistent covenants in the investment grade 

space, this is very prevalent. So this is a fluid situation all the time. 

  Well, at the bottom, if you look at an asset-backed security, asset 

value can’t leave the structure. If loans are sold, they must pay back 

bonds. If they just pay off, they must get paid back bonds. The trust can’t 

borrow additional money so you can’t have new debt come in. There has 

to be kept a relationship of value of the assets to the debt against it. 

That’s why it’s a solid line. It’s not porous. And to us, it tends to give you 

better security than an investment grade corporate. 

  Finally, an example. This is an example of an ABS equipment 

securitization. We actually own it in the portfolio. It’s AAA. It’s got a 

duration of about 3.2 years and a 3.30 yield. The company involved also 

issues senior unsecured debt to the finance company they have, back to 

that corporate structure. They too are rated A so could still fit in our high-
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quality bucket if we wished. That one has a 3.2-year duration to it but its 

yield is 3.30. It’s the exact same. 

 So we look at this and go, well, wait a minute. Our collateral is a 

static pool of equipment loans for my ABS, or I have the equity and a 

revolving pool of equipment loans, leases and floorplanning financing, and 

I have the company that has the ability to put assets in and out, put 

different debt in and out above me, beside me, whatever it wishes to do, 

and secured versus unsecured. 

  So at the end of the day, we look at this and realize, to us, yes, we 

may give up a little liquidity. We’re not sure if we’re going to get liquidity. 

But for the same sort of yield, we’re getting much better investor 

protection and a much better structure and a much more solid structure, 

and so for us, this makes much more sense in the high-quality portion of 

the portfolio than looking into the investment grade corporate bond space. 

  With that, I’m going to turn it over to Abhi and he is going to discuss 

performance and portfolio updates. 

Abhijeet: Thanks, Tom. First let’s discuss performance for the quarter then we’ll 

discuss portfolio changes. 

  The table on this page shows the performance for the quarter and 

year-to-date with the contribution to performance by sector. 
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  For the quarter ended June 30, the bottom of the third column 

shows that the return before fees was 76 bps. 

  The largest contributor to performance was CLO’s. The return there 

was driven mostly by coupon return. Most of our CLO’s have floating rate 

coupons so the prices of those bonds haven’t been meaningfully impacted 

by rising interest rates. 

  The second largest contributor to performance was our corporate 

holdings, particularly the bank debt which benefited from coupon return 

and a small amount of price appreciate owing to lower spreads. 

  The third largest contributors were a tie between auto ABS bonds 

and GNMA project loan interest only bonds. You’ll see in the total return 

column that the return on the Auto ABS wasn’t particularly noteworthy but 

those bonds represent a relatively large portion of the portfolio so they 

were a meaningful contributor to performance. The return was due mostly 

to coupon return with a slight offset from lower prices. Prices were lower 

because of rising yields which came from higher interest rates, net of 

slightly lower spreads.  

  Finally, the GNMA project loan interest only bonds are shown here 

as CMBS Stripped. The return on these bonds was driven by coupon with 
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some offset from lower prices. These are fixed rate bonds so their prices 

declined somewhat as rates rose during the quarter. 

  There were no meaningful detractors from performance. 

  With respect to portfolio changes, there were two themes that 

prevailed during the quarter: First, we tried to take advantage of higher 

interest rates to extend the duration of the portfolio. Two, because we still 

think that credit markets are expensive, we have been reducing the credit 

exposure in the portfolio. 

  We provide some detail on the first theme here. As a reminder, we 

don’t like to speculate. With respect to duration, that means that we don’t 

like to speculate on interest rate movements which is another way of 

saying that we’ll own longer duration bonds when we feel like we are 

compensated for taking on the interest rate risk. The way that we measure 

that is that we try to buy bonds that we expect will have a positive return 

over a twelve month period if we assume that yields rise by 100 bps 

during that time and, generally speaking, we try to buy the longest bonds 

that will meet that criterion. As interest rates rise, increasingly longer 

duration bonds begin to satisfy that criterion. As a result, as interest rates 

have been increasing, we have been trying to increase the duration of the 

portfolio. 
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  To that end, during the second quarter, in our high quality holdings 

which are the investments rated single-A and higher, we increased 

duration mostly through purchases of agency mortgage pools, non-agency 

re-performing mortgage backed securities, and Treasuries. We paid for 

those investments by using a combination of proceeds from maturing 

bonds, sales of short duration bonds which principally ended up being 

auto asset-backed securities, and sales of Treasuries. 

  Note the Treasury sale and purchase is really an extension of an 

existing position. Coming into the quarter, we had approximately a 5% 

position in 2.2 year duration Treasury bonds. As rates rose, we sold those 

bonds and used the proceeds to buy Treasury bonds with 3.4 year 

duration, still maintain an approximate 5% position size. I note this 

because this is a pure expression of our approach to duration. As rates 

rose, we took advantage to buy more duration because we were getting 

paid for it. 

  Overall, this activity resulted in the portfolio’s duration increasing 

from 1.57 to 1.64 years.  

  This chart shows the yield and duration on the high quality holdings 

versus the yield on the 2 year Treasury. Consistent with what we’ve just 

discussed, as Treasury yields have increased, we have increased the 
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duration and yield of our high quality holdings. The duration of our high 

quality holdings is the longest it has been since before the Taper Tantrum 

in 2013. 

  We worked hard during the quarter to take advantage of rising 

rates to add longer duration bonds but we were held back by two things:  

first, higher bond prices toward the end of the quarter meant that the 

duration we would have liked to buy became too expensive. 

Second, overall, the supply of bonds that meet is our criteria of price and 

credit quality is limited. 

  Though we would have liked to have done more with respect to 

adding duration, we take what we can get and we patiently wait for the 

next buying opportunity. 

  The second theme is that we have been increasing the credit 

quality of the portfolio. We had our biannual investor day a few months 

ago during which we discussed our thoughts on credit markets. Basically, 

we think credit markets are too expensive. That view hasn’t changed so 

rather than rehash everything here, we encourage you to visit our website 

where you can review our investor day presentation at your leisure.  

  This chart shows the yield on the high yield index in green. We use 

that index as a proxy for credit markets overall. The blue line shows our 
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exposure to credit which we define as investments rated BBB or lower. On 

the right, the yield on the index has been increasing but that is mostly due 

to rising interest rates; spreads haven’t moved much. As such, we have 

been reducing our exposure to credit as shown in the blue line. We have 

either been allowing investments to mature or proactively selling 

investments that have appreciated in price to the point where the reward 

is no longer compelling given the risk. The credit exposure is 8.2% of the 

portfolio, down from close to 10% at the end of the first quarter and you 

can see that that exposure has been decreasing for over two years. 

  Whatever we do own in credit we think has an attractive risk versus 

reward profile in comparison to the index. This chart shows the high yield 

index yield in red, the yield of our credit holdings in blue and the duration 

of our credit holdings in green. Because the market is expensive, to the 

extent that credit investments make sense, we have generally found that 

they make sense in shorter-duration investments like short bonds or 

floating rate bank debt. We’ve been able to find investments where we 

don’t sacrifice yield versus the index but those situations are not 

numerous and, as mentioned earlier, are disappearing. 

  The result of those two themes – increasing duration and 

decreasing credit risk – can be seen on the next slide which shows the 
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portfolio broken down by sector. At the bottom, you’ll note that the 

duration is up slightly and the yield is basically unchanged, despite owning 

less credit risk. 

  The next slide shows the portfolio broken down by investment idea 

which is how we think about the portfolio. We show this for the quarter 

ended in June and the prior quarter ended in March. Starting at the top 

and moving clockwise, notable changes are as follows: 

  Our CLO holdings are about a percentage point lower due to 

repayments offset partially by new investments. Equipment ABS is about 

a percentage point lower due to repayments and sales offset partially by 

new investments. Subprime auto ABS is about two percentage points 

lower due to repayments and some sales, partially offset by a new 

investment. I’ll note that the new investment is on average prime quality 

collateral but because the spectrum of underlying credit quality includes 

subprime, we include that investment in subprime. 

  The corporates exposure is unchanged as we exited an investment 

and added to existing positions. 

  Prime auto ABS is unchanged with some repayments and sales 

offset by a new investment. 



Q2 2018 FPA New Income, Inc. (FPNIX) Conference Call  
 
 
 

 
 

-23- 
 

 

  Re-performing MBS represents our non-agency RMBS bonds 

backed by re-performing mortgages. These are all AAA-rated 

investments. The pie charts show any investment larger than 4% of the 

portfolio. These bonds are not a new investment but the exposure has 

been building over time such that they now show up on the pie chart.  

  The 5% Treasury position is the position I commented on earlier 

where we extended the duration. 

  The stripped performing CMBS again represents our holdings of 

GNMA project loan interest only bonds. This exposure is down a couple of 

percentage points due to amortization and some sales. We have 

periodically sold specific GNMA project loan interest only bonds when 

their past prepayment activity results in a collateral profile that, going 

forward, makes the bond’s return profile unattractive. 

  The credit card ABS exposure is unchanged and performing CMBS 

shows up on the pie chart this quarter. Performing CMBS represents our 

non-agency CMBS bonds. We have had that position for a long time but 

recently it has been smaller. We added a couple of bonds to the portfolio 

this past quarter resulting in a larger exposure in the portfolio. 

  Finally, “other” represents any idea that is less than 4% of the 

portfolio. The “other” exposure is about 5 percentage points lower which 



Q2 2018 FPA New Income, Inc. (FPNIX) Conference Call  
 
 
 

 
 

-24- 
 

 

really just means that by one measure the portfolio has become more 

diversified. 

  So far this year the portfolio has been resistant in the face of rising 

interest rates. We expect that to continue to be the case going forward. 

This is a version of a chart we have shown before. The bars estimate the 

twelve month total return for the portfolio before fees under different 

scenarios of changing yields. We’ve shown these estimated returns as of 

June 2018, June 2017 and June 2016. 

  For example, I mentioned that we tend to look at bonds assuming 

the yield will increase by 100 bps. If that were to happen for every bond in 

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

we would expect the portfolio’s 12-month return before fees would be 

approximately two percent. Because the blue bars are still positive on the 

far right at a yield increase of 200 bps, we would expect that the portfolio 

could sustain a greater than 200 bps increase in some combination of 

interest rates and spreads and still produce a positive twelve month return 

before fees. 

  The other insight to be gleaned from this chart is that it shows the 

trade-off of our approach to duration management and our efforts to 

extend duration. Comparing the blue bars to the red bars compares the 
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portfolio today versus two years ago. Two year ago, the portfolio had a 

duration of 1.3 years and a YTW of 2.9%. In comparison, today’s portfolio 

has a duration of 1.6 years and a YTW of 3.4%. The shorter duration two 

years ago provides a slightly better return when yields rise significantly as 

shown on the far right hand side of this chart. Though in the more 

moderate rising interest rates scenarios on the right, today’s portfolio is 

expected to deliver a higher return than the portfolio from two years ago, 

despite today’s longer duration. Moreover, the upside potential from 

today’s longer duration means that the potential returns if yields decline is 

much greater today than it was two years ago. This is shown on the left.  

  And with that, we can move on to Q&A. 

Kristina: Thank you, Abhi, and thank you to those of you who submitted questions 

during the presentation. First question has to do with the total return that 

the team is targeting for this portfolio. 

Thomas: So we have two objectives we are trying to reach. The first one is a 

positive return in a 12-month period and the second one is can we reach 

CPI plus 100 basis points over a five-year period? And so we've tried to 

make those objectives. We've been able to succeed at the first one for 

30+ years. It has been a challenge to reach the second, longer-term 
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objective although we have been able to get ourselves to return 

something that looks like inflation to slightly higher. 

Kristina: Thank you, Tom. Next question: on page 6, the chart—and we’re going to 

pull up this page right now—the chart of two-year versus ten-year, is there 

any data from 1940 to 1960 when the rates were low, similar to now, and 

the spread? 

Thomas: Okay, so I always like it when people want to dig further back in history. 

The graph starts in 1976 because that was the first issuance of the two-

year treasury. Looking at a slope of a yield curve is the difference 

between a two- and a ten-year. You can go further back if you're willing to 

use a three-month bill. I think you can actually get some data that takes 

you back to 1962. 

  To try to get back in the forties, it gets difficult, plus we’re not quite 

sure how meaningful it is given the fact that during the period of time of 

the forties, rates were fixed. They didn’t trade—well, they traded, they just 

all traded at the same yield all the time. So we’re not quite sure if having a 

fixed rate investment not too dissimilar to Japan today would give us a lot 

of really useful information. So mainly, it just stopped in 1976 because 

that’s popularly where people are as far as understanding slope of a yield 

curve looking at 2s and 10s. 
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Kristina: Thank you, and the next question: have you bought any TIPS? Why or 

why not? 

Thomas: So if we go back to slide 11, then we can look at the long-term allocation 

to different sectors of the market. If you look at the—I’m a color-

challenged sort of person, I’ll just call it light green—it says US Treasury, 

from sort of ’01 through 2007, you see a fairly significant holding in 

treasuries. Interestingly, that is almost 100%, if not at times a hundred 

percent, a TIPS bond. It was originally a three and three-eights coupon 

due 1/15/2007. So we've owned them in the past. The reason we owned it 

in the past, we started buying it when the real yield was roughly three and 

three-quarters, and we finished our purchases when the real yield was 

about four and a quarter. 

  Looking today into TIPS, they're interesting from the standpoint if 

you feel there's a rise, whether it’s cyclical or secular, in inflation, it’s a 

way to capture it. The difficulty with them is the real yield now is quite 

small. I think the range in real yield is somewhere in the short TIPS bond 

for maybe 40 basis points, and the 30-year might get you 1. 

  So from a valuation perspective, that real return just isn’t nearly as 

attractive. Julian and I have looked at them multiple times probably in the 

last six to nine months and we continue to look. It may present an 



Q2 2018 FPA New Income, Inc. (FPNIX) Conference Call  
 
 
 

 
 

-28- 
 

 

opportunity for us in the future. Right now, it’s not setting up as a great 

value. 

  Along that, someone else asked do you foresee inflation becoming 

a problem, so I might as well cover it if we’re covering TIPS bonds. 

Looking today at CPI and it’s sort of intending to work its way up, a couple 

of things still stand out from it. If you look at the good side of the equation, 

inflation on goods isn’t that great. It makes some pretty decent sense. In 

general, supply of goods is greater than the demand for goods. If you 

think about a rising value of the dollar and you import a lot of your goods, 

they tend not to go up in price as much. So you're not seeing goods 

inflation to a huge degree. Service inflation is clipping along at a higher 

level, which you would tend to expect as the economy has matured, given 

the fact that okay, we’re more of a service economy than a goods 

economy. It’s an open issue how much you might see wages increase. So 

we sort of walk away from this and go okay, inflation may tend to have an 

upward bias to it but it may not be that great. 

  If you go further—we've talked about it in the past—you start to 

look at some of the treasuries we've owned, and we’re now looking at 

treasuries we own where we can actually get a positive real yield, and 
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that’s why you see us in some of the things that are more out towards the 

three-year area in treasuries. 

Kristina: Thank you. The next question has to do with the ABS area. I know you 

are short duration but is asset-backed a crowded trade given it seems a 

lot of managers are in this space? 

Abhijeet: I’m not sure what the definition of a crowded trade is in this instance. I 

mean, what we have seen is that asset-backed securities, as a general 

statement, have become more expensive and you can see that clearly 

when you look at the spread history over the past, I don’t know, 12 

months or so. So to the extent that that indicates that the trade has 

become more crowded and that more investors are involved in that space 

then yes, I would say it’s a crowded trade. 

  With that in mind, we've been pretty outspoken about our concerns 

about lower spreads and how we have incorporated that into our 

investment process in determining what price we think is appropriate to 

pay for asset-backed securities. And so because of the lower spreads, 

we've generally found that on the margin, it’s made more sense for us to 

try to buy things like agency mortgage pools and agency CMOs, and you 

can see that reflected in our investment activity during the quarter. 
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Kristina: Thank you, Abhi. Next question: if the Fed raises short-term rates four 

times this year and four times next, how do you feel that will affect your 

opportunities? 

Thomas: In a general sense when you think about opportunity set under that type of 

scenario, it should increase them from the aspect of treasury securities on 

the shorter side—things that are two, three, four years—which have a 

potential in that type of environment to have a higher yield, so you have 

an opportunity to put those into the portfolio at what is a more attractive 

price. 

  As I walk through with high-quality, whether it’s ABS or mortgage-

backed or CMBS, the challenge is going to be that in that type of scenario, 

you're going to flatten the curve out some more and you are eventually 

going to find yourself, higher probability that you're going to find yourself 

with a difference between a two-year treasury and a ten-year treasury 

being zero. 

  And you realize at that point that spread, even on high-quality 

securities, is going to tend to widen from you, and you're not going to want 

to be as involved in that because you're going to want to wait for that 

occurrence to happen before you reenter. 
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  So you would look in a situation like that, this portfolio—I know Abhi 

has spoken about it multiple times—you would just tend to continue to see 

it higher and higher quality and you might find more mortgage, less things 

in asset-backeds that aren’t of high quality. You could find yourself looking 

at maybe treasuries as well. So those opportunities appear to be out 

there. So it won’t really handicap us. 

Abhijeet: I’ll just add, there is a potential possibility that that sort of rate hike pattern 

could actually be disruptive for people who were not anticipating it. So to 

the extent that there are investors out there who had a lot of duration, who 

end up taking a lot of hits because rates end up rising more dramatically 

than they expected, that might lead them to sell a lot of bonds in an effort 

to shorten up, which generally for us is a good thing, because that means 

that bonds are available at better prices. 

Thomas: So finally on that, to follow on with what Abhi’s talking about, we’re going 

to pull up a slide here that really plays to this well in that as he talked 

about, if you have people that need to sell things because they're trying to 

shorten duration, that can make a market that can have somewhat of a 

dislocation to it. We may necessarily not be able to want to try to sell 

things that we have. 
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  This is a graph, a chart, that looks at what's the principal amount? 

Either it amortizes or it matures. This is going to come back to us on a 

quarterly basis. This runs out a couple of years, and it’s a range of 4-7%. 

So in the scenario Abhi was talking about, if you had people that tended 

to be forced sellers, we have cash coming back naturally to reinvest into 

those types of opportunities. 

Kristina: Thank you, Tom and Abhi. Next question: are returns expectations higher 

now that short-term rates are higher? For example, we can earn a lot 

more in the money markets than we could have over the last ten years. 

Thomas: Okay, so a couple of comments to that. First, let’s go back and look at 

another graph, 29 is the number—I’m saying that so that they can get it 

pulled up—that Abhi was showing you at the end of his presentation. 

What are some of the things that drive return expectations? 

  Well, the first thing, you're in a rising rate environment so you're 

able to go out, we’ve talked about this in previous conference calls 

besides this one, as rates are rising, you're able to buy more duration, 

longer out. Your yield is able to rise. You may not see that as an 

immediate benefit because obviously if rates rise, price of bonds decline. 

You know, we’re up a little over 1% this year. But when you think about 

that longer term, you're putting an asset into the portfolio that’s now has a 
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longer duration and a higher yield, which means okay, if I own that until it 

matures, I get to capture that for a longer period of time. 

  I pulled this up because at some point in time in the future, what if 

rates decline for some reason and you’ve been in this process of 

lengthening your duration and buying a higher yield. So go look at the left-

hand side of the graph, where you see the potential that in a falling rate 

environment, this portfolio has a better return than it had in the past. It 

doesn’t say it’s going to happen. Mathematically it says it’s going to 

happen. There's a lot of factors that can make that not occur necessarily, 

or not occur exactly how the graph is. But the point is with a higher yield, 

as Abhi has alluded to, versus where we were two years ago, and a 

longer duration, a decline in rates, we have a positive return, a much 

better return than we did before. Or if nothing else, we've captured a 

higher yield for a longer period of time. 

  The challenge with something like a money market fund, yes, today 

you actually are starting to get a yield, but that yield can change 

dramatically: if for any reasons rates decline, the money market fund is 

going to decline its yield immediately. It has really zero capital gains 

upside potential because it reprices so rapidly. The nice thing is if you 

have cash reserves, you are actually getting paid. 
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  So we look at this rise in rates as really an opportunity for the 

portfolio to shift into some different areas and set itself up for a medium- 

to longer-term set of returns that look very attractive, and hopefully we’ll 

be able to get closer to getting to the objective we've had of CPI plus 100 

over a five-year period. 

Kristina: Thank you, Tom. There are no other questions at this time. Thank you for 

listening to FPA New Income’s Second Quarter 2018 Webcast. We now 

turn it over to the system moderator for closing comments and 

disclosures. 

Moderator: Thank you for your participation in today’s webcast. We invite you, your 

colleagues and shareholders to listen to the playback of this recording and 

view the presentation slides that will be available on our website within a 

few days at FPA.com. We urge you to visit the website for additional 

information on the Fund such as complete portfolio holdings, historical 

returns and after-tax returns. 

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

your feedback and submit any comments or suggestions. We encourage 

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

valuable and we do appreciate and review all of your comments. 
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  Please visit FPA.com for future webcast information including 

replays. We will post the date and time of the prospective calls towards 

the end of each current quarter and expect the calls to be held 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, please email us at crm@fpa.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 and 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. 

  Past performance is not a guarantee of future results. Any statistics 

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

and completeness cannot be guaranteed. 

mailto:crm@fpafunds.com
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  You may request a prospectus directly from the Fund’s distributor, 

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

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

UMB Distribution Services, LLC. 

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

day. 

 [END FILE] 


