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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. 
 

(00:00:00) 

Moderator: Hello and welcome to today’s webcast. My name is Christina 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 will have a question and answer 

session. You may ask a text question at any time. Click 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 in the full-screen view, click the full-screen 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. 
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  It is now my pleasure to turn today’s program over to Kristina 

Surkova. Kristina, the floor is yours. 

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

like to welcome you to FPA New Income’s Third Quarter 2018 Webcast. I 

am 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. Tom Atteberry is a partner at FPA and joined the firm in 

1997. Tom has been a portfolio manager of FPA New Income, Inc. since 

2004. Abhi Patwardhan is a portfolio manager and partner at FPA. He has 

been with the firm since 2010, Director of Research for the Fund since 

April 2015, and portfolio manager since November 2015. 

(00:02:09) 

  Now, let’s talk about what's happened during the quarter. [Please 

reference slide 2] Rise in treasury yields provided an opportunity to 

increase the portfolio’s yield-to-worst and extend effective duration. BBB-

rated corporate bonds create potential risk in the bond market over the 
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intermediate-term horizon. Therefore, our portfolio continues to favor high-

quality structured product securities. 

  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.   

Thomas: Thank you, Kristina, and thanks, everyone, for joining us this afternoon. 

  [Please reference slide 3] From a performance perspective, a 

couple of quick comments. We continue to be able to successfully have a 

positive return, as shown by the year to date number up 1.47% versus the 

broader market of the Agg—Bloomberg Barclays Aggregate Bond Index—

which has been down 1.6%. And then there’s, at the very bottom, you'll 

notice that the Barclays 1-3 is only up 42 basis points [YTD]. 

  From a perspective of our longer-term objective of trying to get CPI 

plus 100, while year to date isn’t a five-year term, we have been able to 

meet [are getting closer to meeting] that objective as well, mostly driven 

by the rise in rates starting to create positive real returns which you can 

find in high-quality bonds. 
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  And if we look over the past year, the portfolio again has shown a 

positive return versus a negative for the broader index and a very slight 

increase for the Barclays 1-3 Year Agg. 

 (00:03:58)  

  [Please reference slide 4] We've all seen this before. We always 

like to have this in here to sort of refresh everybody what our objectives 

are, what we’re trying to do and some general quick statistics about the 

portfolio itself. 

  We have two objectives. We’re looking for a positive return on a 

12-month period, and then we’re trying to over a five-year period get CPI 

plus 100 basis points. 

  At the end of the quarter, the portfolio had a yield-to-worst of a 

3.82, an effective duration of a 1.77, so when you look at that yield-to-

duration relationship to try to get an idea of the sensitivity to changes in 

rates, before we would produce a negative return as sort of a general rule 

of thumb, remember this doesn’t include fees, it’s a little over 200 basis 

points. 

  [Please reference slide 5] Looking at the broad index, for a shorter 

sort of subset of that index, they continue to have a lower yield than us 

and a longer duration, and thus that ratio tends to be less attractive. 
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  I want to spend my time today commenting on a couple of things. 

The first one will be sort of Federal Reserve activity and give a 

perspective on it, and then the second one is really to detail the BBB 

portion of the corporate bond market. And when we go through this, you’ll 

see why we've always included this segment of the market in our credit 

allocation and considered it a credit security. 

  This area is of really particular concern for us over the next several 

years and is one of those areas where they were a beneficiary, so to 

speak I guess, of QE. You might also say this is one of the unintended 

consequences of the quantitative easing policies that were undertaken by 

the Federal Reserve Bank for quite a number of years. 

  [Please reference slide 6] The graph we have in front, let me 

explain it first, is the little gray boxes represent if you went on a systematic 

25 basis point increase in the Fed funds rate from January of ’18 through 

January of 2021. The blue line you see on the lower left hand, that’s 

what's been going on during 2018. The red line is what the market thinks 

is going to happen, and the Xs you see along the way are sort of the 

median expectation that the Fed wants to be at at those points in time. 

And then there is this neutral Fed funds rate—that’s sort of a definition the 
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Fed has when they think they're neither being accommodative or 

restrictive—that sits in sort of the 2.75-3.00% area. 

(00:06:36) 

  So if you look at where they are today, which is by that X, where 

they think they're going to be sort of at the end of this year or January of 

next year, and you realize that okay, over the next year, the Federal 

Reserve is thinking, their thinking at least, is they're going to find 

themselves getting to sort of a neutral area. Keep in mind, in their view, 

neutral means they're not going to be restrictive to the marketplace’s 

ability, economies to grow, nor are they going to be overly 

accommodative. 

  [Please reference slide 7] I like this graph. I found this about a 

couple of weeks ago and thought it was very useful, especially at the top, 

to give sort of a picture of a cycle that would go on for Fed funds or a 

monetary cycle. You’ve got four phases. You’ve got phase one in which 

policy is easy and you start to tighten. Once you get to that neutral rate 

that they’ve defined and you start to get up about it, you now move into 

the next phase or phase two, where you sort of go from tight to you're 

more tight and you continue to tighten. And then you’ve reached your 

maximum tightening and you sort of start down the other way. 
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  Looking at this, today we find ourselves somewhere in phase one, 

moving ourselves we think, according to the Fed, what they want to say is 

2019 looks like phase two. 

(00:07:56) 

  The boxes at the bottom look at equities, look at the S&P 500, 

apply that sort of cycle graph above, for periods from 1961 forward. And 

at phase one, returns are pretty attractive for stocks. In phase two, when 

you're sort of continuing tightening and you're going from neutral to a 

more constrictive phase, all of a sudden, returns for the S&P 500 get to be 

very low. At this point, you see sort of 0.8 or less than 1% on average. 

And then in phase three, they continue to be poor as well. 

  So looking at this and thinking through credit, corporate credit, 

whether it’s leveraged loans or high yield or investment grade, there are 

some similarities we feel comfortable drawing between those and equities 

to somewhat of a general degree. And so we look at this and think 

through, and I think would not surprise us as we go into 2019 and ’20, if 

the previous graph is any indication of what the Fed’s going to do, it’s 

what they say they're going to do, is that returns are going to get more 

and more difficult as we move forwards. 
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  [Please reference slide 8] The next couple of pages go through 

what we've talked about in the past but I keep wanting to reiterate, it’s sort 

of the shift in the buyer during this whole period of time. 

  The information here just pertains to the agency mortgage market. 

Looking at the chart on the top, you’ll see a column, it’s the third column 

of numbers that says Cap. That’s the maximum amount of which they did 

not want to reinvest, it says we’re going to decrease systematically the 

reinvestment, and in September that was $16 billion in mortgages and 

then going forward, it’s $20 billion. The column before that says that 

Paydowns, that’s the paydowns they got in the month, and then there's an 

estimate going forward for October, November and December. And what 

you find is their paydowns are no longer large enough to satisfy the 

shrinkage of the portfolio they wish to accomplish, and that’s what the 

bottom graph is trying to depict for you. You’ve gone from where, okay, 

I’m just reinvesting less of what I get in paydowns to okay, I’m not 

reinvesting any of the paydowns into the mortgage space and, over time, 

going to have to make the decision do we sell something to reach our 

objective of trying to shrink this portfolio of mortgages that they own by 

about $20 billion a month. Open issue if they're going to sell or not, or 

what they would sell if they did. They’ve been sort of quiet on that. 
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(00:10:28) 

  [Please reference slide 9] Carrying that forward, while that looks 

like it could be something difficult for the agency mortgage market, the bar 

graph on the left illustrates rather dramatically that the treasury market is 

still the big dog in this. Just from the standpoint of new issuance that’s 

needed in fiscal 2019, it’s at something over a trillion that’s going to need 

to be raised. And then there's roughly, on top of that, another pile that the 

Fed is not going to be reinvesting that somebody else is going to have to 

buy as well, and you get to some number that’s slightly less than $1.5 

trillion. 

  On the right-hand side of that, the bar represents the mortgage-

backed area. The Fed is not going to be buying roughly, according to 

them, $240 billion and issuance might be something in the $250 billion 

range. That’s an estimate. 

  The bar graph on the right is a look at, well, when the Fed was a 

buyer and they bought the $1.7 trillion worth of mortgages, who did they 

buy them from? Who were the people that sold it to them? And just 

working on that graph on the very right, the broker-dealer community sold 

them—roughly $147 billion. But when you think about the broker-dealer 

community, between its capital risk constraints and regulatory changes, it 
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probably is not going to be a buyer today. The GSEs sold them some. 

Well, the GSEs have a cap on their portfolio so they're trying to shrink 

those organizations. No, they're probably not a buyer going forward either. 

The REIT business, sort of a price-to-book issue doesn’t make it too 

terribly attractive for them to be a buyer but they sold a little bit to the Fed 

as well. And then foreign investors sold mortgages to the Fed. Well, with 

the dollar rising, hedging costs for currency risk rising, probably the 

foreign investors not going to be a large buyer. That leaves the money 

managers and others. The biggest other piece is actually the banking 

community. But that’s where we’re going to need to look to find someone 

who’s willing to buy about 200, I should say about $490 billion worth of 

mortgage issuance from the agencies that’s going to happen in 2019. 

(00:12:37) 

  And that’s why you see the little notations, are the valuations cheap 

enough? They might be; they might not be. But that appears to be the 

primary buyer going forward, as all the others go away and obviously the 

Fed becomes someone who is constrained. 

  [Please reference slide 10] This rainbow graph is a look at treasury 

ownership. So if you start at the bottom and work up—I’m not a color 

person, just the first three bars—those are all government entities, 
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whether they're just foreigners, monetary authorities, government 

retirement funds. Their ownership of treasuries peaked a couple of years 

ago. They’ve been declining. We've talked about this before; as you go 

from quantitative easing to quantitative tightening, that buyer goes away. 

The purple one—that is a color I recognize—is a catchall, it’s other. It kind 

of varies from time to time; as they get more granular in what they can 

identify, others is sort of what's left over. 

  So what you have is three of the four at the top, the very top one 

are state and local governments, they are buying fewer treasuries. You're 

left with money market funds, mutual funds and households. 

  When you sort of look at mutual funds, households and money 

market funds and come to there's a lot of crossover there. The reason you 

see the money market funds increasing, that was the regulatory world. In 

order to have an NAV of a dollar, you had to say you would be willing just 

to buy treasury bills and such. 

(00:14:04) 

  So you’ve got a fairly small segment of the current ownership of 

treasuries who’s going to need to step forward and figure out to be the 

main buyer of the increasing supply going forward. 
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  [Please reference slide 11] So with that background sort of looking 

at treasuries and agency mortgages, I wanted to shift to, well, who is the 

person that accumulated the leverage during this quantitative easing, sort 

of took advantage of the cheap money, and now might be in a situation 

where it’s time to sort of pay the piper for that privilege that you had. The 

graph on the left has got, it’s two groups, it’s household leverage and it’s 

corporate leverage, and it’s just leverage versus GDP. And as you would 

expect, somewhere around 2009-10, household leverage peaked as a 

percentage of GDP; it’s declined ever since. It’s been replaced though by 

corporate leverage, which troughed in the beginning of 2010 and is now at 

the highest level it’s been since the last time we had a recession. 

  The middle set of graphs just looks at the median debt-to-EBITDA 

for investment grade on the top and high yield on the bottom. And what's 

of interest is your levels today, last seen in the recession of 2000-2002. 

That would be fine if you were in a recession today but right now, the 

economy is expanding faster than it has for the past ten years, yet your 

leverage levels look like a recession. 

  And then finally on the far right hand, that’s a banking sector, it’s 

just Tier 1 capital ratio. While that was, the problem was we went into the 
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2008 sort of period of time of crash, they’ve increased their Tier 1 capital. 

They're probably not the big problem going forward. 

  [Please reference slide 12] So how much am I getting paid for all 

this sort of leverage that has come into the system? And this graph just 

takes the spread from a high yield corporate and subtracts the spread 

from the IG corporate index. You're at the lowest level you’ve seen since 

the sort of ’04-’06 period of time. The two have converged. You're really 

not getting, you could look at it as I’m really not getting paid much to go 

into high yield versus investment grade, or just the risk for credit has 

converged among itself regardless of the quality. 

(00:16:18) 

  [Please reference slide 13] But the makeup of this investment 

grade corporate credit has changed dramatically in the last ten years. 

  Looking at this graph, this is really focusing in on BBB and its 

component and how it looks too in comparison to the whole investment 

grade bond index. The top green line is the percentage of BBB to the total 

investment grade universe. It’s a little over 50% today. Now, you're going 

to hear a repeat here. The last time it was at this level was about the 

2000-2002 recession period, and you’ll notice that line spikes up then. 

That’s because of downgrades as you went into a recession. 
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  If you dig down a little further, you look at that very, the tan 

segment, it’s working against the left-hand part of the screen, of the 

graph, it started at about $2 trillion in 2008. It’s now…I’m sorry, it started 

at about $500 billion. It’s now $2.5 trillion, or up $2 trillion during this 

period of time. That represents BBB. The BBB segment is growing much 

faster than the investment grade segment in general. So this composition 

has seen a rather dramatic change. 

  What are some of the things to look for in here and think about as 

you go forward? Well, the first one is if you just think about BBBs and 

single As, that’s about 90% of the investment grade market. If you then 

further think about someone like GE, who was in the news today—they 

have cut their dividend to a penny, they're trying to restructure 

themselves, their stock has not performed very well, I’ll just be kind about 

that—that’s a company that’s got a split rating of a single A/BBB. InBev, 

well, Anheuser-Busch InBev is another one where you’ve got a split rating. 

(00:18:10) 

  If you look at this as an example and you think about BBBs, what 

else might be in there, AT&T is in there. It’s been very acquisitive in the 

last several years but they run a BBB balance sheet at this point. But 
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those are some examples of things that have started to find their way into 

this BBB space. 

  [Please reference slide 14] So looking at gross leverage, keeping in 

mind that 90% of the investment grade market is either single A or BBB, 

look at the light blue line, which is gross leverage for BBB, and the green 

line, which is leverage for single A, and both have been on a trajectory up. 

Again, go back to where they were, you know, what was their previous 

peaks. Well, okay, it looks like 2009-10 and oh, look at this, 2002. You’ve 

got leverage today looking a lot like recessionary level leverage, but today 

you're in a pretty significant economic expansion. 

  [Please reference slide 15] So how am I getting paid for this 

leverage? In and of itself, it’s maybe not an isolated problem but am I paid 

for this? And the graph on the left is just, that’s simply the BBB or Baa 

corporate spread index. It’s as narrow as it was in 2014, ’05 through ’07, 

and sort of ’97-’98. 

  Keep in mind, just on the side, look at the spread in 2000-2002. 

Fairly high. Oh, it’s a recession. On the right, you said okay, for each 

spread, what's the leverage unit per spread? What am I getting paid for? 

So it’s spread per unit of leverage. You're down at the 1997 levels. The 

only problem is your leverage looks like 2000-2002. If you look at that, it’s 
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a way to start to think about a mismatch between what should I be getting 

paid for the leverage I’ve taken and what am I actually getting paid for the 

leverage I’m taking. 

(00:20:11) 

  [Please reference slide 16] So where do some of these BBBs lie? 

Where will we find them? The graph, the bar graph on the left just shows 

you a group that is on negative watch. So where might I find some 

problems? Gas pipelines, media, technology, finance, consumer make up 

the top five. Hmm. AT&T might fit into that, IBM buying Red Hat—by the 

way, IBM is a single A now on watch for a downgrade. Consumer, some 

might say that’s Anheuser-Busch InBev. Those are the kinds of things that 

are in there. 

  On the right was an example of just bonds that fit in these various 

categories. The media one is the Discovery Channel. There’s Newell 

Rubbermaid, Tupperware if you really want to know what that one is. 

Viacom, Synchrony Financial which is in the credit card business, Seagate 

Technology. Hess is an energy company. Motorola. Some of these are 

fairly notable names in corporate America but they find themselves being 

in this BBB segment. 
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  [Please reference slide 17] We've shown this before. It is a way to 

think about what could go on, and every time we show this to people, they 

sort of look a little bit surprised. So there's two columns for each of the 

Aaa, Aa, A, Baa ratings. One of them is what's the actual rating. And then 

there's what's implied by the leverage the company has. And so we've 

highlighted BBB. As we said, it’s a little over 50% of the IG index is BBB. If 

we just rated it based off of its leverage, it should really be something 

closer to 30%. Those 20 percentage points—or about 40% of that total—

should actually be BB and single B, that’s why we throw the Is to the right. 

(00:22:15) 

  This is all great and good if the economy is growing. But if the 

economy slows down or if the economy decides it wants to go into a 

recession some time in the future, it’s going to be much more difficult for 

these companies. [Please reference slide 18] And the difficulty lies 

somewhat in, at some point, you have to refinance the debt you have. And 

this is just a bar graph that looks at how, what's the dollar amount of BBB-

rated maturities that need to be rolled over. 

  In 2019, it’s about $114 billion. It’ll be 50% higher by 2021 at about 

$176 billion. So there is a significant amount that needs to be refinanced, 

and we’re going to try to refinance that hoping the economy continues to 
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do well and we've figured out how to get somebody to buy roughly $1 

trillion to $1.5 trillion treasuries that we’ll be issuing each and every year 

that you look along this bar graph. 

  To us, we look at that and find this could find itself to be a difficult 

situation to try to refinance. It also, to us, also points to you might find 

rates—you know, just yields—under pressure. 

  [Please reference slide 19] So who owns the corporate bonds? 

Who might be exposed to this potential problem? Same colorful graph 

again. At the very bottom are foreigners. They’ve been a steady increase 

in buying since ’97 and they continue to do so. If you look at hedging 

costs, because the dollar is rising, it’s getting more expensive for them. 

Are they the next incremental buyer? Well, as long as their hedging costs 

are going up, that’s going to be more and more difficult for them. Add in 

the fact that if you happen to be a European buyer, the European Central 

Bank may be stopping its QE so the good times may be somewhat ending 

in Europe from a rates perspective, and they're going to find competition 

and maybe just leave their money at home and find better returns there. 

(00:24:14) 

  Traditionally, a life insurance company were huge buyers of 

corporate bonds. That's the blue part. And they’ve been shrinking, and 
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they’ve been shrinking for a long time. Other is a catchall again, and it’s 

tough to tell what it is. I’ve circled what appears to be more green, in 

brown, which is the household and the mutual funds. Mutual funds have 

had a huge increase in their ownership of corporate bonds since 2008. 

Households have shrunk some; it may just be that the household went 

from owning the actual bond to just owning a mutual fund. And then 

interestingly, the top two are pension plans, whether they're public 

pension plans or private ones, they’ve not been big buyers. 

  So we’re going to focus on sort of the household/mutual fund 

group. [Please reference slide 20] This is two sets of graphs. It’s really 

looking at just flows into bond mutual funds. Now, let me spend a second 

with the black line at the top. That is the yield on the Barclays Aggregate 

Index but it’s inverted. So the far left-hand side is 6% in 2002 or, in this 

case, if you look at 2008 it was like 5%. Its peak, when you’ve inverted 

this, from 2008 forward, it went from a 5% yield to roughly a 2% yield. 

During that period of time, the cumulative flow into bond funds, it’s about 

$1 trillion, and then the red line shows you what went into bond ETFs. 

  Then you sort of went flat for a while and yield, then you went, 

didn’t change much and flows into bond funds was sort of flat. It continued 

to go into the ETFs but they’re much smaller pieces of the marketplace. 
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But from a bond fund perspective, you just got nowhere. And then, 

interestingly, as the rate went, on the index went from 2% to 3.3%, you 

put in roughly something that looks like $700-$800 billion into mutual 

funds. 

(00:26:15) 

  Now keep in mind, the bond fund area is not as ETF-centric as you 

find in equities, and that’s evidenced by the red line where you see you’ve 

got about $0.6 trillion in bond ETFs but you’ve got a flow of about—$0.6 

trillion and the flow on the funds has been 1.2…1.9 trillion. 

  On the right, let’s just make these cumulative is all we've done on 

the right, top is the same. Make it, the point here is you started out in 2008 

with bond funds and ETFs having about $2 trillion in assets and now they 

have about $2.7 trillion in assets. $4.7 trillion in assets so they’ve 

increased by 2.7. 

  [Please reference slide 21] So the last one I wanted to speak about 

is what have they done with this money? So we just looked at short-term 

bond funds, intermediate-term bond funds and non-traditional bond funds. 

Just picked three large, distinct, different categories of bond funds using 

Morningstar data. The red line is the option-adjusted spread on the BBB 

index from Bank of America Merrill Lynch. It runs off the right-hand scale. 



Q3 2018 FPA New Income, Inc. (FPNIX) Conference Call  
 
 
 

 
 

-21- 
 

 

It’s the same on all three graphs. It started September ‘13 at about 200 

basis points and is now somewhere around 150, it got closed—you know, 

so it’s had about a 50 basis point decline in OAS. 

  The bars are stacked. The very light blue represents holdings in, 

say, a short-term bond fund as an example, of BB and less. The dark blue 

is BBB and then the bar itself is total. 

(00:27:56) 

  During this period of time, when you’ve watched the spread of OAS 

go somewhere between 150 and 250, up and then down, the allocation to 

BBB and below has been between 21% in 2013 and 26% the last reading 

we have. It’s averaged about 24%. If I look on the right to intermediate-

term bond funds, the average has been a little over 26%. It’s about 26% 

now. It hasn’t really moved much. And then the bottom for non-traditional 

has been between 55% and 60%, and the average is about 56%. 

  What strikes us in here is the complacency. Valuation shows 

dramatic changes. The allocation to BBB and below just doesn’t move 

that much. And we look at this and think to ourselves, is this a cohort of 

investors who have taken in a tremendous amount of money and may be 

very complacent to the risks we've laid out into the BBB corporate bond 

space? Don’t know. It’s not that we've interviewed all these people; we 
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just merely looked at this data. It causes us concern because to us, we 

look at this, we look at the BBB space, it is a potential problem that we will 

have to deal with, we think, over the next several years and it might be a 

problem that this set of investors will acutely have to deal with as well. 

  [Please reference slide 22] Finally, I want to just—sometimes I run 

across charts that strike me as useful, interesting, thought-provoking and 

such, and I ran across this and I’ve run across it a couple of times. I think 

it’s just worth mentioning, not that it has a massive conclusion yet but it’s 

under the things of bears watching and investigating closely. 

  So it’s a comparison of the ten-year treasury yield and the S&P 500 

and it’s trying to correlate the two. So the S&P 500 is the blue line. 

Obviously if it’s going up, prices are rising. That’s fairly simple to figure 

out. The red line, if it’s rising that means price of the bond is declining. 

That means if the red line is declining, the price is up. 

(00:30:00) 

  And then there's this shaded spot in the middle and that shaded 

spot represents a period of time sort of ’68 to about 2000-2002 when 

inflation was tending to drive people’s investment thought process more 

than the prior period or the current one we’re involved in. And then the 

green lines show you a five-year correlation and a one-year correlation. 
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And from about 19—post-World War II to ’68, the correlation between 

stocks and bonds, eh, it’s moved up and down but it’s sort of hung around 

zero. 

  During the inflationary period, the correlation got positive, which 

means if one went up in price, the other went up in price. If the other one 

went down in price, the other one went down in price. Only since about 

2000-2002 have we been in a period where if stocks went up, bonds went 

down, or if bonds went up, stocks went down in price and the correlation 

had been quite negative. But if you’ll notice the light green line which is 

the one-year, it started to move the other direction; its negative correlation 

has been declining. Does that mean that we’re in a period of time that 

maybe we’re going to shift back to a different correlation agreement—

arrangement? We might or we might not; we don’t know. I just look at this 

and go it might be worth bearing in mind as someone constructs a 

portfolio, is the relationship from stocks and bonds changing? And if part 

of the reason for that change is you’ve gone from this massive 

quantitative easing and monetary ease and sort of a zero interest rate 

policy and you're taking that off the table, and is that one of the catalysts 

that may cause this to move? 
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  [Please reference slide 23] With those comments, I’m going to turn 

it over to Abhi. He’s going to speak much more in detail about the portfolio 

and its activities and other updates. 

Abhijeet: Thank you, Tom. [Please reference slide 24] We will start with 

performance. This slide shows the performance before fees at the bottom 

and in the rows above, the contribution to performance by sector. 

(00:31:54)  The Fund had a total return before fees of 53 bps during the 

quarter. Looking at the third column of numbers, the largest contributor to 

performance for the quarter was CLO’s. About 80% of our CLO’s are 

floating rate and thus they have had a slight benefit from LIBOR 

increasing by about 7 bps during the quarter without much of an impact on 

price. 

  The second largest contributor to performance during the quarter 

was our asset-backed securities backed by auto loans. That includes 

bonds backed by prime auto loans and bonds backed by subprime auto 

loans. The third largest contributor to performance was asset-backed 

securities backed by equipment loans and leases. For both the auto ABS 

and the equipment ABS, the relatively large contribution to return was due 

mostly to coupon payments. The auto ABS bonds were essentially 

unchanged in price and the equipment ABS bonds were down slightly in 
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price due to slightly higher yields. Yields were higher because of rising 

Treasury rates but much of this was offset by tighter spreads.  

  There were no meaningful detractors from performance during the 

quarter. 

  For the year-to-date period, the largest contributor to performance 

was corporate bonds and bank debt. Overall, the return there was driven 

by coupon partially offset by prices being down 1-2% on average. 

  The second largest contributor to performance was CLOs, again 

driven by coupon payments. The third largest contributor to performance 

was GNMA project loan interest only bonds which show up here as CMBS 

Stripped, a little more than halfway down the page. Those bonds are 

interest only bonds that are attached to agency securitizations of 

commercial mortgages. Their return over the year-to-date period stemmed 

from a combination of coupon payments and prepayment penalties. 

  The only detractors from performance thus far in 2018 were the 

long Treasury bonds. With a duration of a little over 3 years, the prices on 

those bonds declined as rates have risen over the course of this year.  

  [Please reference slide 25] With respect to investment activity, 

since the second quarter, nothing has really changed in our approach to 

how we are managing the portfolio. There are still two prevailing themes in 
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the market: yields are higher and credit is expensive. Accordingly, we 

have been doing two things with our portfolio. 

  First, we have been trying to take advantage of higher yields to 

push out the portfolio’s duration. Recall that we try to buy bonds that we 

think will have a positive return over a twelve month period if you assume 

that yields increase by 100 bps during that time. As rates rise, increasingly 

longer duration bonds will satisfy that test. On this chart, you can see the 

yield and duration of our high quality holdings – those are the holdings in 

the portfolio that are rated single-A and higher. On the right hand side the 

green bars show that the duration has increased by over a quarter of a 

year since the end of 2017 and the yield has increased by about 100 bps 

over that time. 

  [Please reference slide 26] Secondly, with credit markets still 

expensive, we have been reducing the credit exposure in the portfolio. In 

blue, this chart shows the portfolio’s exposure to investments rated BBB 

and lower. The credit exposure has been declining for a few years now 

and declined further from about 8.5% of the portfolio last quarter to about 

7% this quarter. 

  What is not evident on this chart is that we have been reducing our 

credit exposure as credit markets have become more expensive. We 
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show on this chart the yield on the high yield index in green. The yield is a 

bit misleading because the higher yield on the index would suggest that 

the high yield market has become cheaper. However, the yield is higher 

because Treasury rates are higher. The spread on the index has 

continued to contract. As a couple of reference points, the spread on the 

high yield index ended the quarter at 333 bps versus 382 bps at the end 

of the second quarter, 364 at the end of 2017 and 442 bps at the end of 

2016. The incremental return you can get over a “risk-free” Treasury has 

been going down and, thus, we have been decreasing our exposure to 

this part of the market. 

  [Please reference slide 28] What is also not evident on this chart is 

steps we have taken to upgrade the credit quality in the high quality part of 

the portfolio, that is the 93% of the portfolio represented on the prior slide. 

This table shows the portfolio breakdown by rating. The columns on the 

right show that the AAA exposure has increased by about 4 percentage 

points from June to September 2018 while the AA and single-A exposure 

has gone down. 

  Behind the scenes what is happening is that it is not only high yield 

credit that is expensive but investment grade credit is expensive as well. 

Tom already spoke about the investment grade corporate bond market. 
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Non-agency securitized product has also become expensive with spreads 

continuing to grind tighter. As an example, one of the benchmark 

subprime auto issuers has seen the spread on its AA-rated bonds 

decrease by about 12 bps in the past year. At the same time, with rates 

higher, the agency mortgage market has gotten cheaper on a yield basis.  

  As a first point of comparison, using the benchmark subprime auto 

issuer as an example, we think we are only giving up about 10-15 bps of 

yield to own agency mortgages versus subprime auto bonds. While we 

are comfortable with the credit risk on AA-rated subprime auto bonds and 

those bonds are quite liquid, there is no question that are picking up better 

liquidity and a less hairy credit profile with agency mortgages so we are 

happy to make that trade-off.  

  As a second point of comparison – again I’ll use subprime auto as 

an example but this statement applies generally – non-agency bonds, 

particularly outside of mortgages, don’t line up well with the duration that 

we are trying to buy. The AA-rated subprime auto bond I referenced was a 

1.9 yr bond. Given where rates are today, we’re generally trying to buy 

bonds that have a duration of three years or more. This dynamic coupled 

with tighter spreads in non-agency bonds has been tilting our investment 
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activity towards the agency mortgage market and that explains the 

improvement in the credit quality shown on this table. 

  With that background, the changes in the portfolio duration and 

holdings will make sense. 

  [Please reference slide 29] At the bottom of this table, you can see 

that the yield on the portfolio has increased by 40 bps while the duration 

has increased by about 0.2 years [since 6/30/2018 through 9/30/2018]. I’ll 

note that we’ve been able to increase the yield and duration on our 

portfolio while still delivering a positive return. Any bond portfolio will 

report a higher yield when prices go down. The challenge is to deliver 

positive returns while prices are going down. We have been able to 

successfully do that. 

  [Please reference slide 30] These pie charts show the portfolio 

broken down by investment idea as of the second and third quarters of 

this year. 

  Comparing the two quarters, the most notable change is that the 

mortgage pass-through exposure has increased from 5% of the portfolio 

to 11% of the portfolio. This is consistent with my earlier comments that 

we have a preference for agency mortgages given current market 
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conditions. The agency mortgages we have purchased have mostly been 

seasoned 15 year mortgages.  

  The other notable change is that the cash and equivalents is down 

from 8% of the portfolio last quarter to 3.5% at the end of Q3. The “Other” 

slice represents any idea that is less than 4% of the portfolio so the cash 

and equivalents got lumped in there. The cash and equivalents is down 

significantly because we were pretty aggressive in trying to add duration to 

the portfolio as rates increased during the third quarter. 

  I’ll highlight a few other items working from the top of the chart on 

the right and moving clockwise. The equipment ABS exposure is 

unchanged. The CLO exposure is down by about a point due to two new 

investments offset by amortization of existing investments. As a reminder, 

our CLO’s are seasoned bonds that tend to be at or near the end of the 

reinvestment period. That allows us to have a good view of the underlying 

loan portfolio and do our own underwriting so that we’re taking less of a 

manager and market bet than would be the case if we had bought new 

issue CLOs. For reference, our CLO’s have an average life of 2.5 years. 

95% of our bonds are rated single-A or higher and 80% of our bonds are 

rated AAA. 



Q3 2018 FPA New Income, Inc. (FPNIX) Conference Call  
 
 
 

 
 

-31- 
 

 

  Consistent with my comments from before, our subprime auto ABS 

exposure has declined by about a point as we have not been adding new 

investments there and have been allowing existing exposure to roll off. As 

I noted, we are comfortable with the credit quality of our bonds. For an 

explanation of why, please reference our investor day presentation on our 

website. 

  Our prime auto ABS is about a point higher. This is an area where 

we have been able to add our desired duration. 

  Re-performing MBS represents newly created non-agency 

mortgage backed securities that are backed by loans that were previously 

non-performing but have since been paying consistently for 2-3 years. 

That is an area where we have been able to buy our desired duration at 

attractive prices, thus the exposure has increased by about a percentage 

point. Those are AAA-rated bonds. 

 

   Our corporate bond exposure is lower due to an investment that we 

sold and some market value changes. 

  Our credit card exposure has gone up because we have found that 

to be an effective way to buy AAA-rated bonds that meet our ideal 

duration.  
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  The stripped performing CMBS is down about a percentage point 

because of bond we sold and amortization of existing holdings. We have 

periodically sold bonds if prepayment activity degrades the expected 

future return profile of the bonds. 

  Lastly, the “other” category is about 1-2 percentage points lower 

[excluding cash and cash equivalents]. Consistent with my prior 

comments, as the market for investment grade credit has become more 

expensive, we have found fewer opportunities that make sense to us. 

Thus the “other” exposure has decreased. 

  [Please reference slide 31] With our moves to increase duration but 

still in a manner consistent with our 100 bps duration stress test, we 

believe we have improved the potential return profile of the fund. This 

chart shows the portfolio return before fees over twelve months assuming 

the various changes in yield shown on the x-axis. We show the estimated 

returns as of this quarter in blue and a year-ago in green. Comparing the 

blue bars to the green bars, on the far right you can see that if yields 

increased across the curve by 200 bps, today’s portfolio should perform 

slightly better than it would have performed a year. But on the far left, if 

yields were to decline, you can see that today’s portfolio would perform 

meaningfully better than the portfolio from a year ago. 
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  [Please reference slide 32] Finally, this chart shows the estimate 

percentage of the portfolio that is expected to amortize or mature each 

quarter going forward. Excluding cash and equivalents, it is expected that 

4-7% of the portfolio’s principal value will turn into cash without having to 

sell any bonds. That is a helpful source of liquidity that can be utilized for 

new investments and it’s particularly helpful to have that in a rising interest 

rate environment. 

  And with that, we can move to Q&A and I will just quickly take the 

first question that came through, which is: are there any thoughts on when 

you might start extending duration some? 

  Hopefully my comment over the past few minutes addressed that 

question but to be crystal clear about it, you actually don’t need to wait for 

us to tell you when we might extend duration. It’s pretty evident from our 

approach. So if you just look at where yields are, that will dictate what 

we’re trying to do duration-wise. As I mentioned before, as yields 

increase, we are generally trying to increase the duration of the portfolio 

consistent with any increase in yield, and we’re trying to buy the longest 

bond that we can buy, assuming that we can buy bonds that we expect to 

have a positive return assuming that yields increase by 100 basis points 

over a 12-month period. 
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(00:44:14) 

  So just as a data point for a point of reference to help you kind of 

gauge how we’re going to adjust the portfolio going forward, if you had the 

yield on the five-year treasury get to the high 3% to 4% area, then we 

might start trying to buy bonds that have a maturity of about five years but 

would have a duration of a high four sort of number. So you can kind of 

keep an eye on that number to give you a sense of when we might start 

pushing beyond a three-year duration and we’re trying to buy into a 

duration that looks something, that starts, looks like something that starts 

with a 4. 

  Another question that we got is: with the yield curve so flat, why 

have you been adding duration to the portfolio? A great question that we 

get all the time. The answer is that we, to be frank, don’t have a view on 

when rates are going to move and by how much. And that’s because 

we’re not macro guys. We’ll be the first to tell you that we do not have an 

edge on predicting when the rates are going to move. 

  And so with that in mind, the best way to risk-manage a portfolio 

from a duration standpoint is to try to buy the cheapest duration that we 

can own and the benefit of doing that is it introduces upside optionality 

into the portfolio. And what I mean by that is that because we employ this 
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duration stress test where we’re trying to only buy bonds that we think are 

going to have a positive return, assuming that the yield increases by 100 

basis points, we are not only buying bonds that have some downside 

protection in the event that rates end up increasing but by continually 

employing the test to buy the longest duration bonds that satisfy that test, 

we’re also introducing upside optionality into the portfolio. 

(00:49:59) 

  So to paint two scenarios, one scenario that might happen is that if 

rates cease to move from this point forward, we've now locked in higher-

yielding bonds with a longer maturity profile and the portfolio should 

benefit over the longer term from having locked in that yield profile on the 

longer-term basis. 

  The other scenario that might transpire is that if rates rally going 

forward, owning these longer duration bonds introduces that upside 

optionality into the portfolio because the longer duration bonds that we’re 

buying today should have a greater return from a price appreciation 

standpoint. 

Kristina: Thank you, Abhi. One of the questions we received follows up on the slide 

of corporate bond ownership and the question is: why has there been an 

increase in foreigners buying corporates given that this is supposedly 



Q3 2018 FPA New Income, Inc. (FPNIX) Conference Call  
 
 
 

 
 

-36- 
 

 

costly to hedge? Are they not hedging or are they just generating more 

cash to be invested? 

Thomas: So looking at the graph that’s on the screen, the period of sort of 2010 

that goes up to about 2017 is a rather dramatic increase in foreign 

ownership. That coincides with the same period of time in which the 

European Central Bank became extremely aggressive in both its 

purchases of European bonds and a negative interest rate policy. So the 

European investor was looking for yield. 

  It was also a period where, for periods on and off, where the 

hedging costs weren’t so overly dramatic that after a hedge the European 

borrower still was receiving a higher yield than if they’d bought something 

locally. At the same time, you looked in Japan, Japan was on a massive 

quantitative easing campaign, buying not only government debt but, just 

as an aside, they were buying Japanese equity ETFs. They were 

massively doing it. And so that Japanese investor could hedge and still 

was receiving a higher yield than if they stayed at home. 

(00:48:10) 

  Starting in 2017 and forward, the hedging costs got expensive, to 

the point to where they could no longer get a better yield coming to the US 

versus just staying where they were locally, and that started to shift away. 
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And so we've noticed that their interest has become less and less. And in 

the comments I made, both of these massive quantitative easing 

programs that went on in Europe and Japan have somewhat subsided or 

are going to subside going forward. 

  And then from that, you said okay, there's probably going to be less 

of an accommodative policy going on. The local rates will tend to be a little 

higher. All things being equal, that investor will probably just stay local and 

will cease buying US securities because it just doesn’t make as much 

sense for them. 

Kristina: Thank you, Tom. Our next question: given all the risks you have denoted, 

how are the structured products you own, particularly MBS and ABS, 

more insulated? Should we expect more to be added to cash and 

equivalents and Treasuries if things continue as is? 

Abhijeet: Sure. So hopefully it was clear from the webcast comments, but maybe it 

wasn’t clear enough. So we've generally been upgrading the credit quality 

of the structured product that we own, and you can see that in two 

respects. One, the overall quality of the underlying collateral that we own 

in our ABS has been improving; and number two, from a portfolio-wide 

standpoint, more of the portfolio has been shifting towards agency 

mortgage-backed securities and away from ABS, which I think most 
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people would argue that agency mortgage-backed securities are just 

fundamentally better credit quality than non-agency asset-backed 

securities. 

(00:50:03) 

  The profile of what we own has also been improving from the 

standpoint that we've been—and we've commented about this in past 

quarterly commentaries—but we've also been reducing the exposure in 

the portfolio to potential spread-related mark-to-market price movements, 

which is to say that generally speaking, if you look at a portfolio today 

versus a portfolio let’s say a year ago or two years ago, the portfolio that 

we own today is less sensitive from a spread-related mark-to-market price 

movement. 

  So what does that mean? Well, and this kind of dovetails with the 

question that we had earlier about why we’re doing what we’re doing with 

the duration given the flat yield environment, if you do not have a view on 

when rates are going to move, what the flat yield curve is really telling you 

is that there is some expectation from the market that there is going to be 

a recession over some coming time period. You know, frankly, we don’t 

know whether that time period is 12 months from now or whether it’s 36 or 

60 months from now. But the expectation is that that recession is coming. 
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And typically what has happened in recessions is that you see spread-

related product get cheaper and if that were to happen, the portfolio 

should be better insulated from that type of movement given that we are 

purposely trying to buy bonds that are less sensitive to spread 

movements. 

  Secondly, if you were to see a recession happen, typically what has 

happened in the past is that rates have declined, particularly on the front 

end of the curve, and so as I was mentioning before, our portfolio should 

benefit from that type of market-wide movement because the longer 

duration bonds that we own today should experience some sort of price 

appreciation if you did, in fact, see a recession happen and the front end 

of the curve rally in sympathy with that. 

Kristina: Thank you, Abhi. I believe we received a follow-up to this question so let’s 

move to that right away. Some other PMs have tried to shift away from 

agency MBS to avoid price declines from selling. Is this not an issue or do 

you have strategies to pick agency MBS that will be resistant to this? 

(00:52:15) 

Julian: Yes, this is Julian Mann. Thank you for the question. And the short 

answer is yes, we have a strategy. And the longer answer is that we are 

avoiding, and have avoided, those sectors that the other PMs may have 
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mentioned, and that in particular would be the 30-year on-the-run TBA 

markets which we don’t participate in. Many long-time investors will be 

familiar with our focus on the seasoned 15-year space, the 10-year 

amortization space, the relo space and so forth. So we have been able to 

find success, as Tom had mentioned earlier, primarily in the 15-year 

space and that area has gotten relatively cheaper. We continue to avoid 

the 30-year sector and the TBA sector. 

Thomas: And let me clarify, when I talked to the mortgage segment that was going 

to be under pressure from the Fed’s portfolio, the Fed owns 30-year fixed 

rate agency mortgage pools. They own very little in 15—I don’t think they 

have any, I’m looking at Julian, I don’t think they have any 10s. 

Julian: No. No. 

Thomas: And the reason being is they realized that if they owned the 30-year, they 

could affect the price and the yield on mortgages for people who wanted 

to borrow is the best way they could try to stimulate that market. So to 

Julian’s point, the Fed owns those, we stay away from that. You're sort of 

correct in the fact that yes, that’s probably the primary place that’s going 

to have some difficulty is going to be the 30-year because that’s where the 

Fed was by far the most active. 
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Kristina: Thank you, Julian. Thank you, Tom. Next one: any concern over the 

cyclicality of the home and auto markets and slowdowns in revenues 

given higher rates? 

(00:54:01) 

Thomas: Well, as we were talking on the mortgage side, when we’re looking at a 

seasoned 15-year, a couple of things to keep in mind, and Julian also 

mentioned, okay, so we can find something in a 10-year amortization. 

That type of borrower is less driven by what's their monthly payment and 

more driven by I want to build equity in the home or I want to pay off the 

loan against my home. So they have a different mindset. 

  So when you look at those pools and you look at a loan-to-value on 

them, they can be—I’m looking at Julian but you saw, what, 50? Fifty 

percent. So you look at it, if it’s a 50% LTV, you sort of realize, okay, a lot 

of house price movements can move around and it’s not going to impact 

me. 

Julian: Impact us that much at all. 

Thomas: As it relates to looking at the auto markets, as Abhi talked about, we’re 

moving towards what auto we have being prime, which means you're 

looking at a high-quality borrower versus a subprime space. And when 

you think about the subprime space, one of the really big drivers of why 
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that person pays you every month is they have a job. So as long as you 

have an economy that is moving along and they are employed, they tend 

to pay you. 

  Now, having said that, Abhi has alluded to it and I did as well, is 

something out on that horizon tells us this economy is going to turn down, 

which means there's going to be fewer people with jobs, but at the same 

time that’s happening, our exposure continues to dwindle off in the 

subprime area. If for some reason those two were to cross, as Abhi had 

pointed out, you are looking at the ability to take losses, what do you 

think, the numbers you’d have to take before you might get in any kind of 

difficulty? 

Abhijeet: Well, so on our subprime auto holdings, our bonds should be able to 

withstand a multiple hundred basis point increase in spread and still have 

a positive return over 12 months. 

Thomas: And that, some of that was again alluded to, Investor Day, we went into 

sort of detail of the sensitivity from both a credit and in spread widening 

aspect for our subprime holdings—sub auto, prime auto holdings—at the 

time. 

(00:56:15) 
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Kristina: Next one. It seems like most bond managers are talking about the risks in 

the BBB market and its larger size. Do you think this is built into the price 

and so there may be some real values there given your low allocation to 

the BBB segment? 

Abhijeet: Well, I guess it depends on how you define value. I think given, there’s a 

questioner note, “given our low allocation”, which is [almost] zero, I think 

we would say that there is absolutely no value there. But the reason that 

we spoke about this during the conference call is really just to make our 

investor base aware of this risk that’s out there. We think it’s helpful for 

our investors to know about exposures that they may actually have in their 

portfolio that they may want to talk to their other managers about. You can 

rest assured that we do not have the exposures that we spent many slides 

discussing. 

  And from our seat, the value in being aware of the situation is that 

we can be abreast of it to the extent that the rest of the market realizes 

that the danger is there. And so at some point in time, hopefully the BBB 

market will sell off in a meaningful way, and we’re well-positioned to try 

take advantage of that. But that time is not now. 
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Kristina: Thank you, Abhi. Well, we appreciate everyone who submitted their 

questions. If we did not answer your question during the live webcast, we 

are going to follow up with you separately after this call. 

  Thank you, everyone, for listening to the FPA New Income’s Third 

Quarter 2018 Webcast. We now turn it over to the system moderator for 

closing comments and disclosures. 

(00:58:02) 

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 the 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 will post the date and time of the prospective calls at towards 
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to 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 that 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. 

  You should consider the Fund's investment objectives, risks, 

and charges and expenses carefully before you invest. The 
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Prospectus details the Fund's objective and policies and other 

matters of interest to the prospective investor. Please read this 

Prospectus carefully before investing. 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. 

(01:00:20) 

[END FILE] 


