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Note: Items in brackets [  ] are meant to be clarifying statements but are not part of the 

actual audio recording of the webcast. 
 
This transcript must be read in conjunction with the corresponding webcast slides, posted 

on fpa.com. The webcast slide page numbers are referenced below. Please also 
reference the Important Disclosures at the end of this transcript and throughout and at 
the end of the webcast presentation. 

 

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

investment objectives, risks, and charges and expenses carefully before you invest. The 

Prospectus details each Fund's objective and policies and other matters of interest to 

the prospective investor. Please read the Prospectus carefully before investing.  

 

This transcript must be preceded or accompanied by a prospectus for the Funds. The 

prospectus for FPNIX dated January 28, 2022, as amended June 30, 2022 can be 

accessed at: https://fpa.com/request-funds-literature. The prospectus for FPFIX dated 

April 29, 2022 can be accessed at: https://fpa.com/request-funds-literature. The most 

current prospectus can always be obtained by visiting the website at www.fpa.com, by 

calling toll-free, 1-800-982-4372, or by contacting each Fund in writing. 

 

(00:00:02) 

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

your event specialist. Please note that today’s webcast is being recorded. 

  During the presentation, we will have a question and answer 

session. You can ask text questions at any time by locating the Q&A 

button on the left side of your screen, type your question, and click New 

Question to submit. If you are experiencing technical issues, as a best 

practice, we suggest you refresh your browser. 

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

Surkova. Kristina, the floor is yours. 

https://fpa.com/request-funds-literature
https://fpa.com/request-funds-literature
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Kristina: [Please reference slide 1] Thank you, Sarah. Good afternoon and thank 

you for joining us today. We would like to welcome you to FPA New 

Income and FPA Flexible Fixed Income Fund Third Quarter 2022 

Webcast. My name is Kristina Surkova, and I am relationship manager for 

the funds. 

  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 manager Abhi 

Patwardhan and members of the Fixed Income investment team. 

  Abhi Patwardhan is a partner at FPA and has been with the firm 

since 2010. He has been Director of Research for FPA New Income since 

April 2015 and portfolio manager for the Fund since November 2015. He 

has served as portfolio manager for FPA Flexible Fixed Income Fund 

since its inception in December 2018. 

  Before I turn it over to Abhi, I wanted to provide a quick update on 

our [upcoming] Investor Tour in New York City, and [2022] capital gain 

estimates. 

 For all of our clients and friends on the East Coast, we hope to see you on 

November 16th in New York. There are still spots available, and we just 

ask you to register by November 1st if possible. Registration information is 

available on our website FPA.com on the homepage. 
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(00:02:04) 

  We will also be posting 2022 year-end capital gains estimates on 

our website on or before November 4th. The information can be found by 

clicking on Dividend and Tax Information, which is a link on our 

homepage, and it will also be emailed to our distribution list the day it’s 

posted.1 

  As part of today’s agenda, Abhi will discuss the highlights for both 

funds, provide commentary on the market, review performance and 

portfolio activity, and then open it up to question and answers. Now over 

to you, Abhi. 

Abhijeet: [Please reference slide 5] Thank you, Kristina, and thank you, everyone, 

for your time today. Today we’ll discuss FPA New Income and FPA 

Flexible Fixed Income. Both funds are managed with an absolute return 

philosophy. The key difference between the two is that New Income is 

designed to be a largely high-quality strategy that can—but doesn't have 

to—have up to 25% of its holdings in investments rated BBB or lower; 

whereas Flexible Fixed Income can—but doesn't have to—have up to 

75% of its holdings in investments rated BBB or lower. In tandem with that 

 
1 First Pacific Advisors, LP does not provide legal, accounting, or tax advice. Please contact your accounting or tax advisor and/or 

legal counsel to review the impact of any distributions on your situation and to discuss possible tax strategies.  Please see the end 

of this transcript for important information related to these estimates. 
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difference, New Income seeks an absolute positive return over rolling 12-

month periods and a return of CPI plus 100 basis points over 5 years; 

whereas Flexible Fixed Income seeks an absolute positive return over 

rolling 3-year periods, and CPI plus 200 basis points over 5 years. 

  As a reminder, New Income reopened on July 1st [2022] due to 

[what we believe is] an improved opportunity set, which we’ll discuss 

today. 

 [Please reference slide 6] During today’s presentation, we’ll cover a few 

topics. First, we are in the midst of a historically bad bond market. Some 

of our listeners may be wondering what happened. We’ll explain, but 

you're not crazy for thinking that this year has been unusually bad. 

(00:04:00) 

  In what may be the worst bond market of our [investment careers], 

both of our funds have had limited drawdowns and have done a relatively 

good job of preserving capital. The part that we are really excited about—

and I know it may be strange to hear that we are excited—is that the most 

attractive bond market we have seen in a decade is upon us.2 

  And one of the best examples of an attractive bond investment is 

our funds. The yield-to-worst on both of our funds has increased 

 
2 Past performance is no guarantee, nor is it indicative, of future results. 
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meaningfully, without significantly adding to the credit risk. Further, we’ll 

show that we believe our funds can deliver higher returns after fees across 

a range of interest rate scenarios and again, particularly for New Income, 

that’s without taking on a lot of credit risk. Let’s get started. 

 [Please reference slide 7] Due to higher yields and due to our active 

management, as of September 30th [2022], New Income had a yield-to-

worst of 5.7% and a duration of 1.7 years. New Income [currently] offers 

more yield, with much less duration risk than the Aggregate Bond Index, 

and more yield and less duration risk than even the 1-3 Year Aggregate 

Bond Index. 

  As we’ll show later, New Income is not taking on a lot of credit risk 

to achieve this yield. Importantly, 30% of New Income’s portfolio is in 

floating rate bonds, which we expect will support higher returns than these 

indices in a rising rate environment. Neither of these indices has floating 

rate investments. 

  Flexible Fixed Income had a yield-to-worst of 6.7% and a duration 

of 1.2 years, which is more yield than the Universal Bond Index with much 

less duration risk. Flexible Fixed Income has 29% of its holdings in floating 

rate investments, which we believe will be supportive of higher returns in a 

rising rate environment. 
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 [Please reference slide 9] We are in one of the worst bond markets in 

generations, possibly ever. Here’s one way to see that. This chart plots 

the year-to-date performance of the Aggregate Bond Index for each year 

since inception of the index in the 1970s. Each line represents a different 

year. 2022 is shown in the blue line. 

(00:06:08) 

 [Please reference slide 10] Through September, the Aggregate Bond 

Index was down almost 15%. It’s off the charts. It’s never been this bad. 

The driver of these poor returns has been inflation, and specifically the 

Federal Reserve’s efforts to combat inflation. This chart shows inflation 

excluding food and energy prices. Inflation is at 40-year highs. 

 [Please reference slide 11] In response, the Federal Reserve has been 

aggressively tightening monetary policy and raising the Fed funds rate. 

There were two 75 basis point hikes in the third quarter alone, which 

brings the year-to-date increase in the Fed funds rate to 300 basis points. 

  Here we show the market’s expectations of future changes in the 

Fed funds rate as of September 30th [2022]. As of that date, the market 

was expecting another 116 basis points of Fed funds rate increase by the 

end of the year, with more to come next year. The market’s expectation 

was that the Fed funds rate would peak around 4.5% some time next year. 

But as the macroeconomic data comes in, things changed. As of last 
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week, the market was expecting the Fed funds rate to peak at 4.9%, and 

rates have continued to rise since the end of September.3 

 [Please reference slide 12] With tighter monetary policy, the yield curve 

has shifted dramatically. This chart shows the yield curve at December 

2021, June 2022 and September 2022. The table below shows that year-

to-date, Treasury yields have increased by 280 to 360 basis points for 1- 

to 5-year maturity Treasuries. 

 [Please reference slide 13] This next chart shows the rolling 12-month 

change in 2-, 3- and 5-year maturity Treasury yields. These Treasury 

yields have increased by 300 to 400 basis points over the last 12 months. 

That’s the largest 12-month increase in Treasury yields in nearly 30 years. 

(00:08:03) 

 [Please reference slide 14] Here we show the historical yield on 2-, 3- and 

5-year Treasuries. After experiencing the largest increase in yield in 30 

years, these Treasury yields are now at levels last seen in 2007, which 

was 15 years ago. But what's also important to see is that right before 

yields got to today’s levels, yields were at historical lows. The rapid 

increase in yields from historically low levels in a very short period of time 

helps explain why bond returns have been so bad this year. 

 
3 Source: Bloomberg. 
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 [Please reference slide 15] To put things into perspective and show how 

extraordinary this year has been, this chart goes back to 1972 and plots 

annual changes in the Fed funds rate against the yield on the 3-year 

Treasury at the start of each year. For 2022, the red dot shows the year-

to-date change in Fed funds rate through September, and the red square 

shows the expected change in the Fed funds rate for the full year, 

assuming that the market’s expectation for Fed funds rate increases for 

the rest of the year ends up being correct.4 

  Looking at the red dot and red square, which sit at the extremes of 

this quadrant on the lower right, two things are evident. 

  One, after only nine months, we've already had one of the largest 

annual increases in Fed funds rate in 50 years, and the year isn't even 

over yet. If the market’s expectations for the rest of this year prove to be 

correct, as we showed in an earlier slide, we could have at least another 

100 basis points of Fed funds rate increases before the year is over, which 

would mean that this year would match or exceed the largest increase in 

the Fed funds rate in 50 years. 

  Two, but as noted a moment ago, market yields were historically 

low when this rate hiking cycle started. So while there have been years in 

 
4 Actual results may differ from those anticipated. Future events or results may vary significantly from those 

expressed and are subject to change at any time in response to changing circumstances and industry developments. 
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the past where the Fed funds rate increased by 300 basis points or 

more—for example, in 1980 or 1979—it has never been the case that this 

magnitude of increases happened when starting yields were so low, 

practically near zero. 

(00:10:03) 

  When yields are low, bond prices are more sensitive to changes in 

yields. Because yields were so low, bond prices were unusually sensitive 

to changes in yield. Once an unusually large increase in yield was applied 

to these conditions, that led to an unusually large decline in bond prices. 

To add to the pain, because starting yields were so low, there has not 

been much coupon or income to offset the decline in prices this year. 

Taken together, that has led to a historically poor return for bonds. 

  Now it’s worth mentioning that we hear a lot of unhappiness about 

what the Fed is doing because it has caused a lot of mark-to-market pain 

for bond investors. But as bond investors, we welcome it. If we think about 

the alternatives, we don’t want high inflation because that’s bad for the 

economy and people’s income, and it’s bad for returns. We also don’t 

want to be mired in a low yield environment forever. That’s also bad for 

returns. Imagine if our economy and market looked like Japan.5 We would 

 
5 The inflation rate in Japan started to decline after the burst of the asset bubble in the early 1990s. The economy fell 

into deflation in the late 1990s, in the sense of a sustained decline in prices, and this deflation persisted for about 15 

years. Source: https://www.imf.org/-/media/Files/News/Speech/2019/2019-camdessus-lecture-speech.ashx 
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rather have the situation that we have here. We think investors’ portfolios 

are better off long term with higher yields. 

 [Please reference slide 16] The large increase in yields and large decline 

in bond prices over this short period of time, after a period of relative calm, 

plus uncertainty about the macroeconomic picture and the Fed’s reaction 

function, has led to a surge in bond market volatility, as shown on this 

slide. 

 [Please reference slide 17] The net result of higher yields is that nearly 

everything in fixed income has lost money so far this year. This chart 

shows year-to-date returns for all sorts of bonds, ranging from short 

maturity Treasuries to longer-duration investment grade bonds, to high 

yield. It’s all negative, ranging from negative 5% to negative 30%. Even 

TIPS, which were supposed to be the panacea for an inflationary 

environment, have lost 5% to 14% depending on the maturity. The only 

part of the fixed income market—and we use that term loosely—that made 

money was 3- to 6-month Treasury bills, which is essentially cash. Even 1-

year Treasury bills have lost money year-to-date.6 

(00:12:09) 

 
6 Past performance is no guarantee, nor is it indicative, of future results. 
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 [Please reference slide 18] In a sea of poor performance, we believe that 

New Income has held up relatively well. This table shows that New 

Income has returned minus 3.7% year-to-date, quite a bit better than the 

1-3 Year Aggregate Bond Index and much, much better than the 

Aggregate Bond Index. Over the last year, New Income’s [1 year] 

performance is in the top 4% of the [Morningstar] Short-Term Bond 

category. Longer term, New Income’s performance ranged from the top 

14% to 20% of the category over the last 3 to 10 years. We also note that 

over these longer time periods, New Income has returned more than the 

broad Aggregate Bond Index, but with much less volatility, which is 

apparent when we look at the next slide. 

 [Please reference slide 19] This slide shows the value of $10,000 invested 

in New Income over the past 10 years. The goal of investing is to make 

money, and New Income has clearly made more money for its investors 

over the last 10 years versus what investors could have earned if they had 

owned the short-term bond category generically or the 1-3 Year Aggregate 

Bond Index. And we’ve done that with less volatility, as shown by the 

Sharpe and Sortino ratios and max drawdown data in the table at the 

bottom of this slide.7 

 
7 Past performance in no guarantee, nor is it indicative, of future results. 
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 [Please reference slide 20] Of course, one of our objectives is to beat 

inflation over the long term. I believe we are one of the few fixed income 

funds with that as an objective, but it is consistent with our absolute return 

framework. 

  We have not beaten inflation over the last five years. Given that we 

are currently dealing with inflation of 8%,8 we’re not surprised that we are 

not beating inflation because, frankly, not much is beating inflation. 

  This chart shows rolling 5-year inflation-adjusted returns for New 

Income, the Aggregate Bond Index, the 1-3 Year Aggregate Bond Index, 

and the short-term bond category. Looking at the right-hand side, none of 

these investment alternatives has beaten inflation over the last five years, 

but New Income has come the closest. And for what it’s worth, New 

Income is even performing better than the TIPS ETF over the last five 

years. 

(00:14:13) 

  The reason we are not surprised that we are not beating inflation is 

that, as we have stated in the past, the first step in beating inflation is not 

losing money in nominal terms. We could have tried to beat inflation, but 

that would have required taking on a lot of duration risk and/or credit risk 

 
8 Source: Bureau of Labor Statistics. In September 2022, prices had increased by 8.2% compared to September 2021 

according to the 12-month percentage of change in the CPI.  
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in an attempt to get more yield, especially if one were trying to solve for 

8% inflation. And if we had done that then we might be [further] down  this 

year, and we still would not have beaten inflation. 

  To support that notion, you can see that the Aggregate Bond Index, 

which has a much longer duration than [the] Fund, has done worse than 

New Income on a real basis over the last five years.9. As another data 

point, the High Yield Index10 has returned about 36 basis points more per 

year than New Income over the last five years—still not enough to beat 

inflation over a five-year period. 

  When the market was really expensive, like it has been over the 

past several years, we instead focused on capital preservation, reduced 

duration risk, and reduced credit risk. Even our defensive posturing was 

not enough to prevent nominal losses year-to-date [in 2022], but we have 

been able to achieve lower losses this year compared to others [peers].11 

 
9 As of 9/30/2022, the effective duration of the Bloomberg U.S. Aggregate Bond Index (“index”) was 6.20 years vs 

1.71 years for FPA New Income, Inc. (“fund”). At 12/31/2021, effective duration was 6.78 years (index) vs 1.39 years 

(fund). At 12/31/2020, effective duration was 6.22 years (index) vs 1.52 years (fund). At 12/31/2019, effective 

duration was 5.87 years (index) vs 1.57 years (fund). At 12/31/2018, effective duration was 5.87 years (index) vs 1.85 

years (fund). 
10 The “High Yield Index” refers to the Bloomberg U.S. Corporate High Yield Index. 
11 “Others” or “peers” is referring to the Morningstar Short-Term Bond Category average (“Category). Category 

performance YTD 2022 through 9/30/2022 was -6.35% vs -3.68% for FPA New Income, Inc. (Source: Morningstar) 

Past performance is no guarantee, nor is it indicative, of future results. 
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We believe that puts us in a good position to achieve inflation-beating 

returns going forward, especially because real yields are now positive.12 

  The dashed green line on this chart shows the real yield on 5-year 

maturity bonds, but with a five-year lag. What that real yield line tells us is 

that when real yields are negative, subsequent five-year real returns tend 

to be negative. And when real yields are positive, subsequent real returns 

tend to be positive. 

  Finally, we would add that it may be premature to pass judgment on 

our inflation-adjusted returns because we are in the middle of an interest 

rate cycle. It seems to us that we’re only partway through this cycle, and 

we’re already ahead in the game given our better relative performance [vs. 

the Morningstar Short-Term Bond Category average YTD through 9/30/22] 

and having preserved more capital than others.13 

(00:16:11) 

 [Please reference slide 21] Turning to Flexible Fixed Income, this slide 

shows that Flexible Fixed Income returned minus 3.4% year-to-date 

which, though not positive, is quite a bit better or much better than other 

indices that one might compare this fund to. 

 
12 Past performance is not a guarantee, nor is it indicative, of future results. 
13 Year-to-date (YTD) 2022 through 9/30/2022 performance for FPA New Income, Inc. was -3.68%, while the 

Morningstar Short-Term Bond Category returned -6.35% during the same period Past performance is not a 

guarantee, nor is it indicative, of future results. 
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  Flexible Fixed Income has only been around for just under four 

years now but, in that time, has established itself as one of the best-

performing funds in its nontraditional category over both the short term 

and long term, as shown by its ranking in the top 13% and top 20% of its 

[Morningstar Nontraditional Bond] category over the past one and three 

years respectively. 

 [Please reference slide 22] If we look at the value of $10,000 invested in 

Flexible Fixed Income since its inception, it has made more money for its 

investors than [the average of its peers] or the Universal Bond Index. 

Moreover, this has been accomplished with less volatility, as shown in the 

better Sharpe and Sortino ratios, and lower drawdown in the table at the 

bottom. 

  It's worthwhile to pause here for a second. There’s been a lot of talk 

about bonds losing money. We should be clear about what it means when 

bonds lose money. These typically are not permanent losses. As long as 

you believe that a bond will ultimately get repaid at its maturity, these 

losses are just temporary mark-to-market losses. In most cases, bonds 

will pay off at maturity, especially when you're talking about investment 

grade bonds. These losses that people are experiencing in bonds this 

year, and we believe that we are experiencing in our funds, [we believe] 

are temporary. Losses only become permanent if a bond matures and you 
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don’t get your money back, or you sell your bond before maturity, so you 

end up getting today’s price rather than par. 

  That’s why we have tried to be thoughtful about duration risk and 

credit risk. By avoiding uncompensated risk, we [expect to] have lower 

drawdowns when the market sells off, which then puts us in a good 

position to redeploy capital closer to par into [what we believe are] more 

attractively priced bonds, which is where we are today. Ultimately, that 

should result in better long-term returns for our investors. 

(00:18:18) 

 [Please reference slide 23] Which gets us to the good part. This is the 

most attractive bond market we have seen in at least a decade. You can 

see here why we say that. This chart shows the yield and spread on the 

Aggregate Bond Index. As shown in the blue line on the right, yields on 

investment grade bonds are now at levels we haven't seen since 2009, 13 

years ago. Yields have increased by 300 basis points in the last 9 months. 

Most of that yield increase is due to higher risk-free rates, but some of it—

20 basis points—is due to higher spreads. 

 [Please reference slide 24] Similarly, short-duration investment grade 

bonds are at the highest yield since 2007, or 15 years ago. This chart 

shows the yield and spread on the 1-3 Year Aggregate Bond Index. Yields 

on short-duration investment grade bonds have increased by 374 basis 
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points in the past 9 months. Again, most of that is due to higher risk-free 

rates, but 25 basis points of that is due to higher spreads. 

 [Please reference slide 25] Credit markets have also become cheaper, but 

it’s important to think about pricing relative to the risk. This chart shows 

the yield and spread on the BB component of the High Yield Index 

excluding energy. We often use this segment as the market as a data 

point because it gives us a consistent string of data over time. As shown 

towards the right, yields have increased meaningfully this year to levels 

last seen in 2010, but most of that has come by way of higher risk-free 

rates. Spreads have increased this year as well, leaving spreads at 2016 

levels, but 65% of the 462 basis points of increasing yield so far this year 

has been due to higher risk-free rates. 

 [Please reference slide 26] In the leveraged loan market as well, yields are 

up a lot and spreads are up, but again, most of the yield increase is due to 

higher SOFR or LIBOR rates, while spreads are near 2016 levels.14 

(00:20:11) 

  On a prospective return or yield basis, we view credit markets as 

certainly cheaper, and they are more attractive than they have been in a 

long, long time. But not everything in high yield is a buying opportunity 

 
14 The London Interbank Offered Rate (LIBOR) is a benchmark interest rate at which major global banks lend to one 

another in the international interbank market for short-term loans. The Secured Overnight Financing Rate (SOFR) is 

a benchmark interest rate for dollar-denominated derivatives and loans that is replacing the LIBOR.  
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because of the risk versus the reward. To own high yield-rated debt, we 

need sufficient absolute yield because that compensates us for the 

possibility of permanent impairment of capital associated with potential 

defaults. And we also need sufficient spread because we need to be 

compensated for the extra credit risk we are taking over and above the 

risk of investment grade alternatives. The difficulty with high yield-rated 

debt these days is that the credit quality is concerning. 

 [Please reference slide 27] As a directional data point, we can look at the 

leveraged loan market, where this chart shows that leverage has 

increased over the last several years. As a symptom of the expensive 

market that we were in over the past several years, borrowers were able 

to get credit for earnings that they hadn't actually yet generated, which 

explains why there's two lines on this chart. The orange line shows the 

actual leverage, which has grown several multiples over the years, and 

the white line is the leverage that borrowers claim that they had based on 

pro forma earnings, which includes the benefit of expected but not yet 

realized cost savings and expected but not yet realized revenue. But even 

the pro forma leverage with the add-backs has grown. 

 [Please reference slide 28] At the same time, lenders like us aren't as well-

protected as they have been in the past. This chart shows the quality of 

leveraged loan[covenants]. A smaller number means less protection for 
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lenders. Particularly concerning here is the decline in collateral protection 

which measures the borrower’s ability to take asset value away from 

lenders. 

 [Please reference slide 29] And then finally, we note that there is risk of a 

recession, which can be bad for cash flow generation and/or asset value. 

This chart measures the shape of the yield curve, defined as the 

difference between 10-year maturity Treasury yields and 2-year maturity 

Treasury yields. Historically, when this difference is negative—referred to 

as an inverted yield curve—a recession has typically followed at some 

point. This makes sense given that the Fed is actively trying to curtail 

aggregate demand and is doing so aggressively, creating the risk that they 

overshoot. This is something else that we try to be thoughtful of and 

incorporate into our credit underwriting. 

(00:22:27) 

  So while yields on high yield-rated debt are meaningfully higher and 

spreads are higher—though less so—when we look at the risk versus 

reward equation, the reward is up but the risk is also up, which is why we 

think high yield-rated debt, while more attractive than it has been in a long 

time, on the whole is not that attractive. Having said that, we don’t like to 

paint markets with a broad brush. We’re always looking, and we have 

found attractive credit investments here and there. 
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 [Please reference slide 30] Based on what we’re seeing in the market, we 

think one of the best investment opportunities these days is in investment 

grade bonds. Investment grade bonds haven't been this attractive in over 

a decade. Specifically, these days we are trying to buy longer-duration 

investment grade bonds maturing in 4 to 6 years. 

  But how do we know what to buy? Well, we are not macroeconomic 

investors. We don’t know where rates are going to go or when. We don’t 

tweet about what we think the 10-year Treasury is going to do, and we 

don’t go around speculating on which parts of the market are going to 

outperform. We focus on absolute value investing. 

  To that end, we determine the duration of our investments by 

following our 100 basis point duration test, which guides us toward the 

longest-duration bonds that we can find that we expect will have at least a 

breakeven return or better over the course of 12 months, if we assume 

that the yield on the bond that we buy will increase by 100 basis points 

over those 12 months. 

  We illustrate the math here using Treasuries. The bars on the left 

show the opportunity set for us as of the beginning of this year, and the 

bars on the right show our opportunity set as at the end of September. 

(00:24:08) 
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  Starting on the left, the dark blue bars show the yield on Treasury 

maturities of 1 to 5 years. The green bars show the result of our 100 basis 

point duration test. For example, if we bought the 2-year Treasury at a 

0.73% yield at the end of 2021 and then, a year later, it traded at a yield 

that is 100 basis points higher, or 1.73%, we would have a total return loss 

of minus 0.26% over a 12-month period. That bond would not have been a 

candidate for our portfolio at that time. Last year, based on this test, we 

were buying bonds with a duration of between 1 and 2 years because 

that’s where our test would breakeven. The light blue bars show the 

upside return potential that’s available if yields decrease by 100 basis 

points over 12 months. Using the 2-year Treasury at the end of 2021 

again as an example, if the yield were to decrease by 100 basis points, 

that 2-year Treasury would have a potential upside return of 1.73%. 

  Now, it’s hard to contemplate that upside being realized because if 

you start with a 0.7% yield and then yields decrease by 100 basis points, 

you're pretty deeply into negative yield territory. We all know that negative 

yields are, or were, possible but we think this analysis highlights the leap 

of faith one has to make to realize upside return in a really expensive 

market. That's another reason why we chose last year to focus on shorter-

duration bonds. Back then, the upside versus downside was not attractive 

in longer maturity bonds. 
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  Moving to the market today on the right, we can buy a 5-year 

Treasury at a 4.09% yield and if yields increase by 100 basis points over 

the next 12 months, we would still make a positive downside return of 

0.5%. On the other hand, if yields on the 5-year Treasury were to decline 

by 100 basis points over the next 12 months, which is entirely possible, we 

could have an upside return of 7.8%. 

(00:26:10) 

  Because yields have risen so much, we now have on our menu not 

only the opportunities of a short-duration bond fund but also the 

opportunities of core bond funds. Higher yields allow us to maintain our 

downside protection against rates rising an additional 100 basis points 

from here, whilst significantly improving the [expected] upside return 

potential if rates end up declining. 

  We have been actively buying longer and longer duration bonds 

[recently] and gradually increasing the duration of the portfolio. We think 

that, over time, that will help us deliver more return with less volatility, 

much as we have done in the past.15 

  We have been working hard to take advantage of the buying 

opportunities available today. Because of our active management and the 

 
15 Past performance is no guarantee, nor is it indicative, of future results. 
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increase in yields in the market, [we believe] our funds are more attractive 

than they have been in a long time—in the case of New Income—and in 

the case of Flexible Fixed Income, possibly ever. 

  Let’s look at New Income. So I apologize in advance but we’ll go 

through this next section painstakingly because we think it’s really 

important. 

 [Please reference slide 31] As we showed earlier, New Income has a 

yield-to-worst of 5.7%. That’s the highest yield we have had in five years, 

and that’s before we've even seen a huge opportunity in high yield-rated 

debt. At the bottom, you can see that New Income’s exposure to bonds 

rated BBB or lower is only 9.7% of the portfolio, within the historical range, 

so we’re not taking on a lot of credit risk. Similarly, New Income’s duration 

is at 1.7 years, which is also within the historical range, so we’re also not 

taking on a lot of duration risk to achieve this yield. 

  With that said, some investors have asked us why they should own 

investment grade bonds, bond funds, or even New Income. With the 

dramatic increase in yields that the market has seen this year, people are 

understandably concerned about yields rising further and have asked, 

“Why not just own 1-year or 2-year Treasuries?” The thought is that you 

can’t go wrong, or you can’t be faulted, for owning short maturity Treasury 

bonds. 



 
 

 
Q3 2022 FPA New Income, Inc. (FPNIX) and Flexible Fixed Income (FPFIX) 

Webcast 

October 27th, 2022 

 

24 

(00:28:25) 

  Well, we actually think you can go wrong owning short maturity 

Treasuries, and there are two reasons why. 

  First, Treasuries can lose money over short periods of time. As we 

showed earlier, even Treasury bills lost money year-to-date. Owning a 1-

year Treasury in 2022 would not have saved you from temporary mark-to-

market losses year-to-date, and that’s even more true for the 2-year 

Treasury. And it's worth noting that both of our funds have outperformed 

the 2-year Treasury year-to-date through September, even after fees. 

  Second, at some point—whether it’s months or a year from now—

you can be faulted for underperforming Treasuries. The reason that might 

happen is that there is an opportunity cost to owning short maturity 

Treasuries. When you own Treasuries, you give up the extra [credit risk] 

yield that is available when you buy other highly rated bonds like AAA-

rated asset-backed securities, agency-guaranteed mortgages, investment 

grade corporates, etc. 

 [Please reference slide 32] You can see that opportunity cost on this chart, 

which shows the difference between the yield-to-worst on New Income 

and the 2-year Treasury over time. As shown towards the right, the extra 

yield available on New Income—or the opportunity costs of owning 

Treasuries—is the highest it has been in five years, excluding the COVID-
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induced selloff in March 2020. The reason that we have this yield 

advantage is because of our securities selection, predominantly in 

investment grade bonds. And again, we’re not taking on a lot of credit risk 

to achieve today’s yield on New Income. 

  The gray highlighted area in this chart marks the time period where 

New Income was soft closed. We had closed New Income in 2020 

because we did not see a lot of value in bonds, and we didn’t think there 

was a great opportunity to earn more than Treasuries. You can see that 

we have a below-average yield for much of the time that we were soft 

closed. We mention this because we’re not the sort of people who will 

constantly tell investors that everything is great even when it’s not. 

(00:30:31) 

 [Please reference slide 33] The opportunity cost of owning Treasuries can 

also be seen when looking at potential returns under different interest rate 

scenarios. If you own short maturity Treasuries, you lose the upside return 

potential that longer bonds can offer when yields decline. But at the same 

time, you're not gaining much downside protection when yields increase. 

Here are some examples. 

  This chart compares potential returns on New Income over the next 

12 months versus the potential returns from owning a 1-year Treasury. For 

each change in risk-free rates—not spreads—shown on the x-axis, the 
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bars show the expected total return over the next 12 months, assuming 

that yields change in a gradual manner over those 12 months and 

assuming there's no buying or selling of bonds during those 12 months. 

The dark blue bars show New Income’s returns gross of fees, and the 

lighter blue bars are New Income’s returns [net of] fees. The red bars 

show the return on a 1-year Treasury bond, and the green bars show the 

difference between New Income’s after-fee return and the Treasury return. 

  For an example, looking at the bars above zero on the x-axis, if 

yields don’t change over the next 12 months, New Income could return 

5.4% before fees and 4.98% after fees. The 1-year Treasury would return 

3.93%, and the green bar says that New Income would return 105 basis 

points more than the Treasury, or a little over 1%. 

(00:32:08) 

  Moving over to the right one step, if yields rose by 100 basis points 

over the next 12 months, New Income would still have a return advantage 

over a 1-year Treasury after fees. 

  On the far right-hand side, we can see that New Income could 

endure a 600 basis point increase in yield and should still get to a positive 

18 basis point return after fees. Of course, a 1-year Treasury would pay 

off at par after a year. It will still earn 3.9% in that scenario, so the 

Treasury wins that one. The breakeven point occurs around a 125 basis 
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point increase in yields, which means that yields could increase by about 

125 basis points over 12 months, and the after-fee return on New Income 

would be about equal to the return on a 1-year Treasury. 

  Over on the left-hand side, we can see the upside scenario, where 

yields decline by 100 basis points over the next 12 months. In that 

scenario, New Income would have a return advantage after fees of 200 

basis points. 

  In summary, if you believe that yields are going to increase by more 

than 125 basis points over the next 12 months, then the 1-year Treasury 

makes more sense than New Income. We don’t have conviction that yields 

will increase that much. Rather, we think that New Income offers a lot of 

downside protection and can still earn more than a 1-year Treasury in a 

rising rate environment. But on the other hand, New Income offers upside 

returns that a 1-year Treasury doesn't offer. Again, this is without taking on 

a lot of credit risk in New Income. 

 [Please reference slide 34] This next slide shows a similar comparison but 

compares New Income to a 2-year Treasury. We think this is a more 

appropriate comparison now that New Income has a duration closer to two 

years than one year. Here we think New Income’s advantage is even 

more compelling because New Income should have a return advantage 

after fees across an even bigger range of yield changes. 
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(00:34:13) 

  On the downside, whereas New Income could still have a positive 

return after fees if yields increased by 600 basis points over the next 12 

months, a 2-year Treasury would lose money. So New Income has almost 

a 1.5% return advantage after fees. 

  On the other end of the spectrum, if yields decline by 100 basis 

points, New Income should also return more in that scenario as well, 

offering over 60 basis points of return advantage after fees. 

  We think these return advantages are meaningful. If yields decline, 

the extra 68 basis points you would get on New Income is over 10% more 

return than what the Treasury offers. If rates rise by 100 basis points, the 

extra 74 basis points that New Income offers is over 20% more return than 

what the Treasury offers, and that’s after fees. 

  So to wrap up, we understand why people are asking about 

Treasuries. We can and we do own Treasuries, but we don’t own short 

maturity Treasuries because we think the upside versus downside in 

longer Treasuries is too compelling. And we don’t own only Treasuries 

because the value elsewhere in the investment grade bond market is so 

compelling, and we think our investors will ultimately be better off owning 

other investment grade bonds. 
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  But we understand that people are shellshocked by what's 

happened in the bond market this year. People have spent the past 30 to 

40 years seeing bonds generally only make money, so this year has been 

tough to deal with. There's a temptation to climb into a hole and wait for 

things to get better. But the danger in doing that is that you miss the 

opportunity to [possibly] make attractive long-term investments. 

  There’s also a temptation to try to bet on what's going to happen 

with inflation and where rates are going to go. Macroeconomic forecasting 

is hard. Even the Fed, who seemingly would have all of the tools needed 

to accurately forecast the economy, can’t get it right. And that's not a 

criticism; it’s just that hard. 

(00:36:15) 

  We've said this many times before and we’ll say it again now. If you 

really think you can see the future and have a ton of conviction about 

when rates are going to move, in what direction, and by how much then 

you shouldn’t own our funds—or any other bond funds. You should just 

trade Treasuries yourself and go long duration or short duration depending 

on your views. You would also be one of the greatest macro traders of all 

time. But if you fall into that camp, then maybe owning a 1-year Treasury 

makes sense for you. But for those who are seriously contemplating this, if 

they want to be honest with themselves, they should look at their returns 
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year-to-date because those who think that they can predict rates should at 

least be flat in their portfolios this year, or possibly even up 50% from 

shorting long duration Treasuries.16 

  For those who cannot see the future—and we will be the first ones 

to stand in that line—we believe our funds offer better expected returns 

over Treasuries, net of fees, across a range of interest rate scenarios. 

There’s a lot not to like in the world, but I think history shows that it’s at 

times when everyone is pessimistic that you have some of the best buying 

opportunities. But to be clear, we are not calling a market bottom; no one 

can do that. No one is going to ring a bell and tell you, “Now is the time to 

buy.” However, [in our opinion] bonds are finally attractive after a long, 

long time. 

  The great thing about bonds, especially investment grade bonds, is 

that ultimately the investment boils down to a math problem. If you believe 

you are going to get payback on your investment grade bond at maturity 

then you can see today what your return will be and you can measure 

your mark-to-market risk. Can yields go higher and prices go lower? Of 

course they can. But we think that we can buy bonds today at yields and 

prices that will still result in positive returns over short periods of time, 

 
16 The information contained herein reflects the opinions of portfolio managers/presenters as of the date provided, is 

subject to change without notice, and may be forward-looking and/or based on current expectations, projections, 

and/or information currently available. 
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even if rates rise further. There may be some short-term pain but at these 

yields, that pain is mitigated, maybe even avoided, and you set yourself up 

for attractive long-term returns. And that’s not based on some speculative 

bet on rates. That’s just the math of bonds. 

(00:38:31) 

  So we get it. No one likes to lose money, even temporarily. But as 

they say, it’s not how you start, it’s how you finish. Fortunately, our 

investors have started well, since our funds are among the best in their 

category. What matters now is whether you take advantage of the 

opportunities in front of you, and how you do that. 

  So to recap, returns have been tough this year but the silver lining 

is that yields or future returns are more attractive than they have been in a 

long, long time. We feel good, and hopefully our investors feel good, 

because we've done better than most so far, and better than short 

Treasuries. Now {the Funds] have the highest yield [they've] had in a long 

time, and have a better-than-average advantage over short Treasuries, 

and we’re doing that without taking on a lot of credit risk. 

 [Please reference slide 35] Let’s now review the two portfolios, starting 

with New Income and returns. 
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 [Please reference slide 36] The bottom right of this table shows that New 

Income returned minus 0.88% during the quarter, before fees [and 

expenses]. 

  The largest contributor to performance during the quarter were 

nonagency commercial mortgage-backed securities. This was mostly due 

to our holdings of CLOs backed by commercial real estate. These AAA-

rated bonds are floating rate so they weren't meaningfully impacted by 

higher rates during the quarter. These bonds also benefited from their 

coupons increasing as rates have risen. 

  The second-largest contributor to performance during the quarter 

were CLOs backed by broadly syndicated or middle-market corporate 

loans. Nearly all of these bonds are floating rate so they were not 

meaningfully impacted by the increase in risk-free rates during the quarter. 

However, spreads increased, so prices declined as a result, but this was 

more than offset by the coupon payments. In addition, these bonds also 

benefited from coupon payments increasing as rates have risen. 

(00:40:20) 

  There were other individual bonds that contributed to performance 

during the quarter, but there were no other meaningful contributors at the 

sector level. 
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  The largest detractor from performance during the quarter were 

fixed rate Treasury bonds. As we've discussed at length today, yields have 

risen significantly, so prices on our Treasury bonds declined. 

  The second-largest detractor from performance were asset-backed 

securities backed by equipment. These are fixed rate bonds that are 

mostly highly rated. With higher yields, prices on these bonds. 

  The third-largest detractor from performance were the corporate 

holdings. Higher spreads led to lower prices on our bank loans, and higher 

yield led to lower prices on our high yield bonds. In addition, prices on the 

small common stock exposure also declined along with the rest of the 

equity market during the quarter. 

 [Please reference slide 37] This table shows the portfolio’s yield and 

duration by sector. The bottom shows that the portfolio’s 5.7% yield-to-

worst is higher versus last quarter, and the duration at 1.7 years is a bit 

longer. 

 [Please reference slide 38] These pie charts show the portfolio broken 

down by investment idea. There is a slice of the pie dedicated to any 

individual idea that is at least 4% of the portfolio. The Other slice, in 

orange, captures all of the individual ideas that are each less than 4% of 

the portfolio. The most recent quarter is on the right, and the second 

quarter is on the left. 



 
 

 
Q3 2022 FPA New Income, Inc. (FPNIX) and Flexible Fixed Income (FPFIX) 

Webcast 

October 27th, 2022 

 

34 

  Comparing the two quarters, the exposures did not change 

meaningfully. As yields have risen this year, we have been selling our 

short duration bonds to buy longer duration bonds, and also extended the 

duration of our Treasury holdings. 

  Aside from Treasuries, we bought other highly rated bonds 

including agency-guaranteed mortgage-backed securities—sorry, 

including agency-guaranteed commercial mortgage-backed securities—

equipment asset-backed securities, utility cost recovery bonds, prime auto 

loan asset-backed securities, asset-backed securities backed by 

insurance premium loans, investment grade corporate bonds, and 

nonagency commercial mortgage-backed securities. On average, these 

investments—excluding Treasuries—had an average duration of 3.7 years 

and a yield of 5%. In addition, we bought BBB-rated corporate bonds that 

had an average duration of 3.9 years and yield of 8%. We include these 

BBB bonds within our credit holdings. 

(00:42:44) 

  All of these investments were funded with a combination of cash, 

proceeds from maturing investments, selling short duration highly rated 

bonds, and Treasuries. 

 [Please reference slide 39] As we noted throughout the presentation, New 

Income does not have much credit risk these days. As shown on the left 
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side of this table, 90% of this portfolio is held in bonds rated AAA to AAA, 

Treasuries, and cash. 9.7% of the portfolio is held in bonds rated BBB or 

lower. 

 [Please reference slide 40] This return simulation for New Income is the 

same one we looked at earlier when we compared New Income to 

Treasuries, but this shows more scenarios, and this is all before fees [and 

expenses]. We think New Income offers downside protection and better 

potential returns across a broad range of increasing yield scenarios, while 

also offering an attractive upside profile if yields decline. 

 [Please reference slide 43] Turning to Flexible Fixed Income now, here we 

show on the bottom right that the Fund returned minus 0.45%, before fees 

[and expenses], during the quarter. 

  The largest contributor to performance during the quarter were 

nonagency commercial mortgage-backed securities, mostly due to our 

holdings of CLOs backed by commercial real estate. These AAA-rated 

bonds are floating rate so most of the return was driven by coupon 

payments, which have increased as rates have risen. 

(00:44:08) 

  The second-largest contributor to performance were highly rated 

asset-backed securities backed by prime or subprime-quality auto loans or 

leases. These bonds are fixed rate so prices on these bonds declined due 
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to higher yields during the quarter, but those price declines were more 

than offset by coupon payments. 

  There were other individual bonds that contributed to performance 

during the quarter, but there were no other meaningful contributors at the 

sector level. 

  The largest detractor from performance during the quarter were 

CLOs backed by broadly syndicated or middle-market corporate loans. 

Nearly all of these holdings are floating rate and thus were not 

meaningfully impacted directly by the increase in risk-free rates during the 

quarter. However, these bonds experienced lower prices due to an 

increase in spreads, particularly for our bonds rated BBB or BB, which are 

predominantly backed by middle-market loans and represented, on 

average, approximately 5% of the overall portfolio during the quarter. 

These price declines were partially offset by coupon payments, which 

have been increasing as rates have risen. 

  The second-largest detractor from performance during the quarter 

were fixed rate single A and BBB-rated asset-backed securities backed by 

loans to late-stage, mostly software, companies. These bonds 

experienced lower prices due to a combination of higher risk-free rates 

and spreads. 
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  The third-largest detractor from performance were asset-backed 

securities backed by equipment. Prices on these fixed rate and mostly 

highly rated bonds were negatively impacted by an increase in risk-free 

rates. 

 [Please reference slide 44] As shown at the bottom of this next slide, 

Flexible Fixed Income’s yield has increased by over 140 basis points since 

the second quarter, while the duration is unchanged. 

 [Please reference slide 45] These pie charts show the Flexible Fixed 

Income portfolio broken down by investment idea, with the third quarter on 

the right and second quarter on the left. 

(00:46:02) 

  Approximately half of the capital invested during the quarter was in 

credit, which are investments rated BBB or lower. Those investments 

included BB-rated tranches of middle-market CLOs, BBB-rated corporate 

bonds, high yield bonds, leveraged loans, and convertible bonds. These 

investments, on average, had a duration of 2 years and a yield of 11.5%. 

Excluding the floating rate credit investments, the fixed rate credit 

investments had an average duration of 3.9 years and yield of 10%. 

  The other half of the capital invested during the quarter was in 

bonds rated AAA to single A. Those investments included utility cost 

recovery bonds, asset-backed securities backed by insurance premium 
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finance loans, nonagency commercial mortgage-backed securities, 

investment grade corporate bonds, and asset-backed securities backed by 

equipment. On average, those highly rated investment had a duration of 4 

years and a yield of 5.4%. 

 [Please reference slide 46] This table shows the Flexible Fixed Income 

portfolio broken down by credit quality. On the bottom left, we see that 

almost 31% of the portfolio was held in investments rated BBB or lower. 

Despite the fact that we invested approximately 3% of the portfolio in 

credit during the quarter, due to repayments on existing investments and 

market value declines, the credit exposure only increased by about 100 

basis points. 

 [Please reference slide 47] Finally, we discussed at length the return 

simulation for New Income. Here is the same simulation for Flexible Fixed 

Income, with the same assumptions. If yields were to increase by 100 

basis points over the next 12 months, this simulation says that Flexible 

Fixed Income could return 5.5% before fees. The right-hand side shows 

that yields could increase by 200 basis points over the next 12 months 

and the [results of the stress test show a] return [of] approximately 5% 

before fees [and expenses]. We don’t show it here but [our stress testing 

shows that] yields could increase by about 1,400 basis points and still get 

to a breakeven return after fees. Importantly, that only assumes if 
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benchmark or reference yields change. That doesn't address what 

spreads might or might not do.17 

(00:48:19) 

  On the other side, if reference rates were to decline by 100 basis 

points, Flexible Fixed Income could return approximately 6.6% before fees 

[and expenses] over 12 months. 

  In summary, we think that everything we said about New Income at 

the beginning of this webcast is true about Flexible Fixed Income as well. 

But investors in Flexible Fixed Income have to be okay with more credit 

exposure and should have a longer investment horizon. 

  In conclusion, hopefully our investors feel good about their 

investments in [the] Funds because [the Funds] are doing better than 

[their peers on average], and have had [better] returns so far.18 And [we 

believe] now [the Funds are] in a good position to take advantage of an 

attractive investing environment and haven't taken as much pain to get 

there. 

 
17 For illustrative purposes only. Please refer to the important disclosures on slide 47 and at the end of the 

presentation. There is no guarantee that the FPA Flexible Fixed Income Fund will achieve results similar to 

those shown in its stress testing.  
18 “Peers” refers to the relevant Morningstar Category for each Fund. Please refer to slides 19 and 22 in the presentation 

for returns of each Fund vs their respective Morningstar Category averages. Past performance is no guarantee, nor 

is it indicative, of future results. 
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  People who have known us for a while know that we don’t get 

excited about anything. Our glass is always half-empty and about to 

break. This is the first time in a long, long time—over a decade—that 

we’re excited about the investing opportunities that we see. With the 

backup in yields and increased volatility that we’re seeing this year, I’m 

reminded of advice that I received from a very wealthy individual who once 

told me that getting rich is easy: “Just buy when everyone else is selling.” 

Right now, everyone is selling. [We believe] it’s a good time to be a buyer. 

Let’s do Q&A. 

Kristina: [Please reference slide 49] Thank you, Abhi, and thank you to those of 

you who have submitted questions in advance. We addressed many of 

them in the prepared remarks and we will cover the few outstanding ones 

right now. 

  “Abhi, are you buying muni bonds?” 

Abhijeet: We are not currently buying muni bonds. Muni bonds have always been 

tough for us, first of all because of the duration risk. Part of that duration 

risk problem is solved these days with higher yields. But the other big 

issue that we've historically had with muni bonds is that we find the credit 

quality to be opaque. So it’s not really clear what credit risk you're taking 

on. 

(00:50:27) 
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  Having said that, we try to look at everything. So we've periodically 

purchased muni bonds in the past. So that doesn't mean that we would 

not purchase them in the future, but we’re not buying at the moment. 

Kristina: Thank you, Abhi. Next, we had a question about subprime—ABS auto and 

subprime portions specifically. 

Abhijeet: Sure. So, you know, we've seen headlines; people have raised questions 

about the quality of subprime auto loans. So I would make two 

observations. One is that yes, delinquencies and defaults on subprime-

quality auto loans are increasing, but it’s important to recognize that they 

are increasing off of abnormally low levels.19 When you look at where 

those levels of delinquencies and defaults are today, they are still very 

much within the norms of history. 

  The second observation I would make is that for the bonds that we 

own in our portfolio, we are very explicitly not making a bet on what we 

think defaults and delinquencies or losses are going to be. We always 

stress our purchases of subprime auto-backed, asset-backed securities by 

assuming that we are going to see very severe levels of losses on our 

bonds. 

 
19 Source: Company data for each Issue, Intex, Consumer Finance Protection Bureau, Sept. 19, 2022, Market 

monitoring insights: Examining the potential credit impact of high vehicle costs for consumers, 

https://www.consumerfinance.gov/about-us/blog/market-monitoring-examining-potential-credit-impact-high-

vehicle-costs-for-consumers/#:~:text=This%20trend%20is%20even%20more,year%20high%20set%20in%202020. 
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(00:52:07) 

  And just as a way of reference, the bonds—the subprime auto loan 

ABS that we own in our portfolio—are all rated anywhere from AAA down 

to single A. We've never really found it worthwhile to delve into the lower-

rated tranches because we, frankly, just didn’t feel like we were getting 

paid for the risk and, again, we’re not interested in making directional bets 

on how we think subprime auto-quality consumers are going to perform. 

Kristina: Thank you. We also have a question on bond market liquidity. 

Abhijeet: Yes, so this is another question that’s come up a lot. So liquidity is 

definitely worse today than it was, let’s say, a year ago. But what does that 

actually mean? So worse liquidity means that people are less willing to 

take on risk, which means that you’ve seen an increase in bid/ask 

spreads, and you’ve also seen an increase in the spreads at which bonds 

are trading. For us, that means that we still have no problem selling 

bonds. We buy and sell bonds all day every day. Really, the question 

comes down to whether or not you like the price at which you're able to 

transact. So without a doubt, these days, we have to transact at prices 

and at spreads that are wider than what we had seen earlier this year, or 

last year, and we are definitely transacting at wider bid/ask spreads than 

what we had seen a year ago. It’s not that enjoyable to do that when 
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you're selling bonds but I would say it's pretty enjoyable to do that when 

you're buying bonds. 

Kristina: Thank you, Abhi. Now I will briefly pause to check for live questions. 

(00:53:55) 

[AUDIO BREAK] 

(00:53:56) 

Abhijeet: So the first question was about, “How can you have positive real yields if 

inflation is 7%?” 

  So we've seen a lot of people do the following math. They look at 

nominal yields on Treasuries of, call it 4%, and they subtract the inflation 

that has actually happened already in the past of 7% or 8%, and they then 

say that real yields are negative 3% to 4%. We don’t think that that’s 

actually the right way to look at it because that’s comparing a forward-

looking yield number to a backward-looking actual inflation number. We 

think that the better way to think about real yields is to look at forward-

looking yields—so look at the forward nominal yield on Treasuries of 

roughly 4%—and then subtract the expected future inflation implied by the 

market, which these days is about 2.5%.20 So when you take 4% less 

roughly 2.5% of expected future inflation, that gets you roughly 1.5% of 

 
20  Source: Bloomberg as of October 26, 2022. 
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forward-looking real yields. Now of course that’s all predicated on actual 

inflation materializing in a way that the market expects, which we don’t 

have a view on that. 

(00:55:16) 

  Another question we got is, “What are our thoughts on how high 

rates could go? When does the Fed stop raising rates?” 

  We don’t know. As we discussed, we try not to be in the business 

of guessing what the Fed’s going to do or where the market’s going to go. 

We really just try to focus on bonds. We really try to focus on buying 

bonds at prices that we think insulate us against some of that risk, while 

also giving us upside optionality if good things happen. 

  We had some questions about the impact of credit on some of our 

floating rate bonds, or just the impact of credit on other securitized product 

or investment grade bonds in general. 

  So when we ran all those scenarios that we showed in this 

presentation, all of those stress tests or scenario analyses, we’re 

assuming that only reference yields change. So that assumes that only the 

reference risk-free rate changes or it assumes that SOFR or LIBOR 

changes. Of course spreads could change as well. Spread could change if 

people feel better or worse about the underlying credit quality. I can’t really 

comment generically about CMBS or floating rate bonds in the market 
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broadly. The only thing I can comment on is what we hold in [the Funds] 

portfolios. And what I can tell you is that for the bonds that we hold in [the] 

portfolio, we are [stress testing] those bonds to what we think are really 

draconian scenarios with respect to what the underlying assets could be 

worth. 

  So to put a finer point on it, even though a year ago, when yields 

were really low and people were trading properties at low single-digit cap 

rates, even in that environment, we were assuming that the properties 

underlying our CMBS bonds, for example, would transact at high single-

digit cap rates or even low—or even double-digit cap rates. And so 

because of that, because we had taken such conservative assumptions 

about what property values are going to be worth—and again, this ties 

back into our desire to not try to take views on where rates are going to, 

we want to own investments that we think are going to survive under a 

myriad of interest rate environments—because we had taken such 

conservative views on what property values are going to be worth, we feel 

very confident that we are not going to have any underlying credit issues 

on the bonds that we own. But that doesn't mean that other people do not 

have concerns and that doesn't mean that the bonds that we own could 

not trade at wider spreads, but they could also trade at lower spreads. We 

just don’t know. 
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(00:57:59) 

Kristina: Thank you, Abhi. Those are all the questions that we have for today. We 

want to thank you for listening to FPA New Income and FPA Flexible 

Fixed Income Third Quarter 2022 Webcast. We now turn it over to the 

system moderator for closing comments and disclosures. 

Moderator: [Please reference slides 50-56] 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 weeks at FPA.com. We urge you to 

visit the website for additional information for the funds, such as complete 

portfolio holdings, historical returns, and after-tax returns. 

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

your feedback and submit any comments or suggestions. We encourage 

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

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

  Please visit FPA.com for future webcast information, including 

replays. We post the date and time of upcoming webcasts towards the 

end of each current quarter, and webcasts are typically 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. 
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(00:59:19) 

  We hope that our quarterly commentaries, webcasts, and special 

commentaries will continue to keep you appropriately informed on the 

strategies discussed today. 

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

on this call are as of today, and are subject to change without any notice, 

based on market and other conditions. These views may differ from other 

portfolio managers and analysts at the firm as a whole and are not 

intended to be a forecast of future events, a guarantee of future results, or 

investment advice. 

  Past performance is no guarantee nor is it indicative of future 

results. 

  Any mention of individual securities or sectors should not be 

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

invest in such sectors, and any information provided is not a sufficient 

basis upon which to make an investment decision. It should not be 

assumed that future investments will be profitable or will equal the 

performance of the security or sector examples discussed. 

  Any statistics or market data mentioned during this webcast have 

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

completeness cannot be guaranteed. 
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  “Capital gains distribution” are the net gains realized from the sale 

of fund securities. All mutual funds periodically distribute profits they earn 

to investors. By law, if a fund has net gains from the sale of securities or if 

it earns dividends and interest from securities, it must pass substantially 

all those earnings to its shareholders or it will be subject to corporate 

income taxes and excise taxes. These taxes would, in effect, reduce 

investors’ total return. 

  The capital gains estimates provided today are estimates of the 

year-end capital gains distributions and are a snapshot of realized capital 

gains as of September 30th, 2022. Because the year-end capital gains 

distribution will be based on capital gains realized through October 31st, 

2022, the actual distributions will vary from the estimates, based on 

activity after September 30th and other tax adjustments. 

  The FPA Funds’ estimated distribution rates may be affected by 

numerous factors. There can be no assurance that a change in market 

conditions or other factors will not result in changes in the FPA Funds’ 

estimated distributed rates, or that the rates will be sustainable in the 

future. 

  You should consider each fund’s investment objectives, risks, 

and charges and expenses carefully before you invest. The 

prospectus details the Fund’s investment objectives and policies, 
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risks, charges, and other matters of interest to a prospective 

investor. Please read the prospectus carefully before investing. The 

prospectus for each fund may be obtained by visiting the website at 

FPA.com, by email at crm@fpa.com, toll-free by calling 1-800-982-

4372, or by contacting the Fund in writing. 

  FPA Funds are distributed by UMB Distribution Services, LLC. 

UMB is not affiliated with FPA. 

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

day. 

(01:01:16) 

[END FILE] 

 


