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

welcome you to FPA New Income’s first quarter 2015 webcast. My name 

is Ryan Leggio, and I’m a Senior Vice President and Product Specialist 

here at FPA. 

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

made available on our website, fpafunds.com. 

  In just a moment you will hear from Portfolio Manager Tom 

Atteberry and members of the investment team of FPA’s Absolute Fixed 

Income Strategy, which includes FPA New Income Incorporated, as they 

discuss the Fund, performance, and their views on the fixed income 

market and the economy. 

  In just a moment, I will turn over the call to Tom Atteberry, a partner 

at FPA who joined the firm in 1997. Tom has been manager of FPA 

Absolute Fixed Income separate accounts since 2002 and co-manager of 

FPA New Income Incorporated since 2004 and sole manager since 2010. 

  Turning to our investment philosophy, we think it’s relatively 

straightforward, but we believe it’s relatively unique in the asset 

management industry. First, the investment team focuses on not just 

producing consistent absolute returns but, as I will talk about more in 

detail in just a minute, consistent real returns—that is, returns above and 
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beyond the rate of inflation. Essentially our goal is to preserve and grow 

one’s purchasing power over the long run. Second, and this is really 

important, the team will only make an investment when they believe 

they’re adequately compensated for taking on the risk of that investment. 

By risk, we mean the risk of both default and increased interest rates or 

inflation. This requires the team to apply discipline when there are 

prolonged periods of meager investment opportunities. More detail 

regarding the team’s investment philosophy can be found in the Absolute 

Fixed policy statement on our website, fpafunds.com. 

  The Fund highlight page is up on the screen now. And for those of 

you listening on the first time, there is a lot on here, so I’ll focus on just a 

few items. The Fund’s primary investment objective is current income and 

long-term total return. The Strategy seeks positive absolute returns over 

rolling 12-month periods and positive real returns over the long run, which 

we define as rolling five-year periods. The Strategy is benchmark-

indifferent, and will invest at least 75% of its assets in securities rated 

double-A or higher. And finally at the bottom of the page, options, futures, 

shorting, and leverage have not and will not be used in the Strategy. 

  Turning to performance, while we like to focus on long-term 

performance, we know many of our investors are interested in how we 
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have performed more recently. As we have mentioned on previous 

webcasts and letters, the last few years have been challenging, given low 

starting yields and modest-to-low credit spreads. The chart on this page 

really proves this point. For the sake of simplicity, we use the last three 

calendar year returns—that is, 2012, 2013, and 2014. The chart shows 

how various indices—the Barclays Aggregate 1–3 Year Index, the 

Barclays Aggregate 3–5 Year Index, and the Barclays U.S. Aggregate 

Bond Index—would’ve done under our stress test, which is simply the 

approximate projected return if interest rates rise one percentage point 

over the course of a calendar year. 

  If you focus your attention on the far left of the chart where it says 

2012, the negative 41 basis points in blue at the top means, if rates had 

risen 1% during calendar year 2012, the 1–3 Year Index would’ve returned 

about a negative 41 basis points. The formula for the return is on the top, 

and let’s walk though this as a particular example. 

  At the beginning of 2012, the yield-to-worst for that 1–3 Year Index 

was 87 basis points. And if rates had risen over the course of the year, by 

the end of the year, the Index would’ve been yielding 1.87%, with an 

average yield during the year of about 1.37%. Now the duration of that 

Index was 1.78 years during the year, which is how you get to the total 
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return of minus 0.41%. The 3–5 Year Index would’ve returned a negative 

64 basis points during 2012. And at the bottom, the Aggregate Index 

would’ve returned minus 2.21%. Now the reason all of these numbers are 

negative is simply because the average income one would’ve received 

during each calendar year was less than the duration or the interest rate 

risk of each index. In 2012, 2013, and 2014, even short-dated indices like 

the 1–3 or 3-5 Year Index would’ve produced negative total returns had 

rates risen 1% over the course of those calendar years. The Barclays 

Aggregate Index was even more exposed to rising rates, given it had a 

duration of approximately five years. 

  We show this data because we think one appropriate way to think 

about the Fund’s performance more recently is to consider it alongside a 

passive index-based alternative that performs the best under our stress 

test. As long-time shareholders know, we are continually stress testing the 

portfolio to position it to achieve a positive return should interest rates rise 

by 100 basis points, or one percentage point, over a 12-month period. 

Over the last three years, the broad-based index that would’ve performed 

the best, though still producing a slightly negative return, under that same 

stress test at the beginning each calendar year, would’ve been the 

Barclays U.S. Aggregate 1–3 Year Index. Basically if an investor had 
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wanted to invest in an index-based alternative that would’ve performed 

well under our stress test, during the last three years, that investor 

would’ve invested in a vehicle that tracked the 1–3 Year Index. 

  Over the past three years, looking at the bottom table on the page, 

through the end of the year 2014, FPA New Income returned 1.39% net of 

fees versus 0.93% gross of fees for the Barclays U.S. Aggregate 1–3 Year 

Index. Our risk-adjusted results were even more compelling. Over the past 

three years, the Fund took on about 20% less interest rate risk as 

measured by duration. To earn our fees, we believe we must outpace a 

cheap, passive index-based alternative on a risk-adjusted basis. 

Importantly this won’t always be the Barclays U.S. Aggregate 1–3 Year 

Index as interest rates rise and fall in the future. An advantage to investing 

alongside us is that, as interest rates and credit spreads move up and 

down, (8:01) we will reposition the portfolio accordingly to take advantage 

of what we believe are the best risk-adjusted opportunities in the fixed 

income marketplace. 

  So where are the opportunities today, and where are we today? 

The table and the page shows all of the yields an duration of the various 

indices as of quarter-end March 31st, 2015. And unfortunately not much 

has changed over the past three years. Yields are still low, and credit 
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spreads are still modest. An investor in something that tracks the 1–3 Year 

Index is looking at pretty dismal returns. If yields don’t move, the investor 

will get approximately the yield-to-worst, or about 83 basis points. And if 

rates were to rise 1% over the next 12 months, that investor is looking at a 

negative total return. 

  Again let’s go through the math. Take the current yield of 83 basis 

points for the Barclays U.S. Aggregate 1–3 Year Index. In a year from 

now, if rates rise 1%, the Index would be yielding approximately 1.83%. 

So over the course of the year, the investor in that index will get an 

average yield of about 1.33%. Assuming the duration does move, the 

investor will be looking at a capital loss of about 1.89% for the duration. 

This equates to a total loss of 56 basis points. 

  It’s tough sledding out there but, as you can see on the table, we 

believe we are very well positioned if rates rise or stay flat. Looking closely 

at the table at the yield-to-worst to duration calculation, which is the next 

to last column on the table, New Income is getting almost four times the 

yield-to-worst per unit of a duration risk assumed as compared to the 1–3 

Year Index. 

  Now over to you, Tom. 
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Tom: Thanks, Ryan. Good afternoon to everyone. I’ll start off with a look at 

some additions to the team. Effective the 1st of April, Prakash Gopinath 

has joined us. He comes to us with a little more than eight years of 

experience—broad-reaching from not only mid-market direct lending to 

working at a credit hedge fund, and some private equity work. Has a good 

solid sort of value thought process to him as an analyst. We’re really 

fortunate to have him. He’ll be working alongside Joe on the corporate 

area in identifying not only new opportunities we might find in corporate 

credit, but also sort of doing the maintenance and ongoing research on 

some of the holdings that we currently have. 

  In conjunction with that, we also made another adjustment, and that 

is that Abhi Patwardhan will now be listed as the Director of Research, 

and all the analysts on the team will be reporting to him going forward. 

  Sometimes a cartoon just sort of sums it up better than anything 

else. So what has gone on in the first quarter? Well, we’ve got the new 

world of a whole new quantitative easing going on in Europe. Take a look 

at this cartoon to give you a thought process that at the end of the quarter 

the U.S. ten-year had a 1.92% yield, the German ten-year had a 0.18%, 

and the Swiss ten-year had a minus 0.09. So we sort of have entered a 
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new era as it relates to high-quality bonds, and we’re going to take a little 

bit of a deeper look into that. 

  The biggest thing we see—and I like the title of this by the way—is 

Europe’s fastest growing asset class or negative yield bonds. The graph 

started in January of 2014, so it’s roughly about 14 months of data. And 

for the first January through August of 2014, maybe 2% of Europe’s 

sovereign debt was a negative yield. Then starting in August it starts to 

spike for a couple of reasons. We start talking about quantitative easing in 

Europe. We have an economic slowdown. The price of oil’s declining. And 

pretty rapidly we go from two to… at the end of February we were about 

31%. That is right about the time we decided… or we didn’t, but the ECB 

decided that they would be spending about $60 a month buying high-

quality bonds. They’ll do that every month between now and September of 

’16. So roughly a little over 1–1.3 trillion in dollar terms is what they’re 

going to buy. So by looking at that and realizing they’ve only started, our 

expectation is why wouldn’t we see more from the negative side? 

  This graph starts to detail one of the reasons we think you’re going 

to see more. What you’re looking at is government bonds annual issuance 

that is available to the private sector. The top part is Japan and the U.S., 

then you have a couple on the Euro Zone, followed by a breakdown 
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further where you’re looking at just German and triple-A countries in the 

Euro Zone. Then the bottom part of the graph is a combination of 

everything. 

  So from Japanese standpoint, there’s going to be negative 

issuance available to private sector because they are also under a 

massive quantitative easing program that’s open-ended. They haven’t 

announced that they’d ever stop it. They sort of announced they may 

spend somewhere in the $1–1.4 trillion on their own. There is going to be 

a slight positive coming out of the U.S. as we continue to run a budget 

deficit although the deficits have tended to be smaller. 

  Looking at the Euro Zone for 2015 and ’16, in general, it’s going to 

be negative issuance available to the private sector. More specifically, it is 

Germany and the triple-A countries are massively negative. And then the 

bottom graph just says, okay, let’s sum all this up and see what we have. 

And if we look at these sort of developed economies, we walk away with a 

shrinking supply of bonds. 

  The other thing that’s going on in here is that changes to regulation 

have favored owning sovereign debt if you’re in Europe and you happen to 

be a banker or an insurance company or a pension plan. Well, how do we 

favor that? Well, they either have a zero capital charge if you own them or, 
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because you own certain ones and they happen to match your liabilities, 

you could have a negative capital charge. So what we see going on over 

there is, if you have that… By the way a negative or a zero capital charge 

is less than if you hold cash. I like this. You could own a five-year bond; 

it’s less risky than owning cash. So the system is favoring that, and what 

we think is going to be going on over there is somewhat of a hoarding. 

There’s no reason for someone who owns one to sell what they have 

because they cannot replace it. They can only replace it with a negative 

yield, so they tend not to sell, which means it makes that private supply 

shrink even further. Put it in simple terms: you could just think of it… there 

is a short squeeze on quality that’s going to go on in Europe, and we think 

it will continue for some time. 

  So when you think about bonds, you basically have a lender, and 

you have a borrower. So what hurts one person helps the other person. 

And the graph we are looking at has got two components. The blue line is 

the euro to the U.S. dollar conversion rate starting in March of ’05. The 

green bars represent issuance of U.S. corporate death in euros. And a 

couple of things come out of you. The main one on the far right you’ll 

notice that, okay, the euro went from roughly sort of a 130 handle to a 109 

handle to the dollar, and you have a massive spike in issuance by U.S. 
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corporations in Europe in debt. So negative yields, shortage of high-quality 

bonds, if you’re a lender, that’s a problem; if you’re a borrower, it’s an 

advantage to you. 

  So who are some of these people that have decided to partake in 

this? The first one’s Berkshire Hathaway. They issued a €1-billion, 20-year 

non-callable bond on the 16th of March with a 1.65 coupon. They basically 

issues a par, so their yield to maturity is 1.65. If you look at what they 

issued in February 2013 when they did a 30-year U.S. dollar non-call 

bond, that yield was 3.75—new cheap money for Berkshire Hathaway. 

Coca-Cola issued a €1.5-billion 20-year non-callable bond—same coupon, 

about a week earlier than Berkshire Hathaway, similar rating. The most 

sort of current dollar-denominated bond with a similar maturity at the end 

of the quarter had a yield-to-maturity of roughly about 4%, so again 

significant savings for them. And then finally, while not a U.S. corporation, 

Mexico—€1.5-billion 100-year non-call, 4% coupon. They did that… 

actually it was at the beginning of April, but I sort of threw it in here 

because I just couldn’t pass up someone that was going to do a 100-year 

bond—Mexico. Now they’re triple-B rated, by the way, so they’re not listed 

as the high-quality. Last year they issued a 100-year bond in British 
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pounds with a 5-5/8 coupon So even Mexico’s getting in the act of finding 

inexpensive money. 

  So how is this starting to factor in that we think it continues and 

what other things in sort of the corporate space in Europe? The graph is 

looking at the Pan-Europe Aggregate Index—just the corporate portion. 

The blue line is the duration of that corporate portion of that Aggregate 

Index, the green line is the yield-to-worst, and then the red line is… 

working off the right-hand scale is the yield divided by the duration. 

  Looking at sort of 2011 about September, it’s about a 5% yield-to-

worst on that Index. It’s now down to a 1.38. So it would appear an awful 

lot of the yield decline has already occurred before we sort of undertook 

the quantitative easing. The ratio is down to about 23 basis points of 

movement. So we’re not entire convinced that, just because you’ve 

decided to go do this, that rates have a lot more to go in the corporate 

space from a decline if you were looking at Europe. 

  So is this going to work, and what might be some headwinds to 

having negative yields or extremely low levels of rates in Europe? So one 

of the things we think as the underperformance of the Euro Zone is 

looking at the real personal disposable income per adult. So this factors in 

after inflation—what do you really… how fast are you really… is your 
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income growing? The left-hand side of the graph is that percentage 

change using 1998 as sort of 100 or one, and 2014 where you are. The 

U.S., you wouldn’t increased a little over 100… sort of 120% of where you 

were in 1998. U.K., not that much different. Switzerland and France, okay. 

But starting with Germany and moving on down, with the exception of 

Japan, everyone in there that’s in Europe, real disposable personal 

income has been growing at very de minimis levels. On the right-hand side 

sort of divides it into two periods—the green bar being 1978 to 1998, and 

then you got ’98 forward. And you look at this and the growth rates in 

Europe on personal income have been slowing dramatically—down to an 

annual rate for sort of France, Germany, Spain, and Italy of less than 1%, 

or negative in Italy’s case. So the consumer is not seeing real growth of a 

discernible amount. 

  When you look at an economy and you look at it in aggregate, one 

of the things you can do is you can look at, okay, who’s the borrower and 

who’s the saver, who’s the borrower and who’s the lender? The blue line 

represents the private sector in the Euro Zone. That’s corporations and 

that’s households. If it’s a positive number, that’s savings. That means 

they’re saving money; they’re not running a deficit. If you look at the red 

line, that’s the governments. They’ve been running a deficit. Deficit’s not 

 
 

-13- 
 

 



FPA New Income Fund - Absolute Fixed Income  
 
 
 

as large as it used to be—austerity and such. But they continue to run a 

deficit. And then foreigners as everyone else, are they putting money into 

the Euro Zone, or are they taking money out? They’re taking money out 

because it’s a negative number. You look at the savings on the household 

basis and in the private sector in general, and sort of 2009/2010 pretty 

much the numbers… the positive six equal the minus six. Pretty much the 

private sector was providing the money to the government sector to run its 

deficit. Now the private sector has more money than the deficit from the 

government. It needs to go find a home for that. Because it’s got excess 

money sitting around, it need to go find a home—probably isn’t going to sit 

just in the checking account or the mattress, although that might yield 

more if you put it in the mattress versus leaving it in the checking account. 

  So where might this money start to find itself? And, lo and behold, 

we’re going to come back to the U.S. The quick run on this graph… we’ve 

used this before. This is a look at long-term interest rates starting in 

1790— sort of the period 1970 to roughly 1830/1831. Those are 3% 

British Consols—sort of perpetual bonds the British borrowed to go 

colonize the world. Sort of 1831 to 1919 are U.S. railroad bonds of a high 

quality, high grade. This is a non-defaulted crowd. And then 1919 forward 

were just long-term Treasuries. The lowest we ever got was during the 
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40s and 50s where we fought a war and fixed rates at a level of roughly a 

little over 2% until 2012 when Treasuries actually got to a 1.67. And again 

if you think of the German in the cartoon, this looks attractive compared to 

the German in the cartoon or the Swiss. You can actually see the (the hat, 

not just his hat?). 

  Have we seen evidence of this sort of movement towards us? The 

graph we’re looking at—two items on here. The green line is assets in 

billions that are invested in long maturity Treasury ETFs, things that… ten 

years and beyond. The red line are invested in ETFs that short long-term 

Treasuries. And starting in 2014, the green line was about 3 billion 

roughly—give it a little bit. It’s now 8 billion. Pretty much been a steady run 

up… definitely since the second half of ’14, it’s just a hockey stick straight 

up—money going long. At that point in time, people who wanted to short 

Treasuries because they owned the ETFs that were doing the shorting 

declined from roughly 7 billion to 4 billion. So everybody is piling going, 

okay, probably the Europeans, everyone else’s going to come to the U.S., 

buy Treasuries, shortage of high-quality assets. We’re going to long now; 

we don’t want to own them… the ones that are short. 

  Still we have individuals desperately seeking yield wherever they 

can try to find it—whether you’re European or in the U.S. This graph is 
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looking at the blue line, which is the assets in all investment-grade ETFs. 

This is from sort of September ’13 through the end of April. So that’s gone 

from roughly 54 billion to something around 71 billion. And then the red 

line is the option-adjusted spread on investment-grade bonds. It’s 

inverted. So as the line rises, the spread’s declining. As the line falls, the 

spread is increasing. And from 2013, the beginning of this graph, until 

roughly September, August, along in there, assets were coming in; spread 

was narrowing. We had a sell-off in spread second half of the year. So the 

oil-related economy’s going to slow, those sorts of things. But then, lo and 

behold, the beginning of this year you see that blue line spike up again, 

and spread narrows—people looking for yield because Treasuries no 

longer offering them opportunity. 

  Going further down the capital structure and looking at high-yield, 

similar sort of look to it—big movements in assets, spread’s been 

narrowing. The widening spread between sort of that June and the end of 

the year is what you would expect. That was the price of oil declining, 

keeping in mind that sort of oil-related bonds in the high-yield indices are 

sort of in the range of 15%-ish, maybe 18 depending on how you want to 

measure them. But again looking at the beginning of this year, asset runs 
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into ETFs that are in high-yield spikes up—goes from 36 billion to 43 

billion in about three months. Spread narrows because of that. 

  And then finally looking at the U.S. Barclays Aggregate Index, the 

interesting thing when you look to the far right… the green line, which is 

yield, sort of reached is low in the second half of 2012 and sort of been 

bouncing along the bottom since. And duration has continued to climb. It’s 

now up over about 5.5 years on that Index versus where it used to be as 

you look across the page when it tended to be between four and five. We 

sort of look at that gap between the duration and the yield and consider 

that increased amount of risk that you now have in the marketplace. 

  Now we’ve talked a lot about flow of money in this and potential 

more flows of money into this and how it’s been impacting not only the 

European side but the U.S. side. But how are the capital markets going to 

cope with this massive flow of capital? And at this point I want to turn it 

over to Abhi, who’s going to talk somewhat about the imbalances the 

market has and how that marketplace is going to have to try to deal with 

them. 

Abhi: Thanks, Tom. As Tom just alluded to, there has been a significant amount 

of capital which has poured into the fixed income market. That activity has 

recently brought on a lot of discussion about liquidity or the lack thereof. 
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We’ve covered this topic in the past, but we thought it might be helpful to 

provide some backdrop as to what is causing these liquidity concerns. 

  To start, this chart shows a snapshot of what has been happening 

and what has people so concerned. This chart compares total assets and 

fixed income fund and fixed income ETFs to trading volume in fixed 

income. This includes all types of fixed income—Treasuries, Municipals, 

structured products, corporate bonds, etc. The chart shows that prior to 

2007/2008 trading volume roughly kept pace with fixed income assets. 

Subsequent to the financial crisis, while fixed income assets increased 

significantly, trading volume did not and in fact decreased slightly. Holders 

of bonds stopped selling bonds as options, which means that they didn’t 

want to or they couldn’t. 

  Why would that be? New regulatory requirements are a big driver. 

Changes in the definitions of risk-weighted assets, changes in leverage 

ratio requirements, additional capital charges for large financial 

institutions, all of these things have increased the amount of capital that 

financial institutions required to generate revenues. This chart shows the 

change in the amount of capital required by financial institutions to 

generate a dollar of revenue, and this is shown for four types of assets. 

Most striking on this chart is that, in rates and repos, the amount of capital 
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required is expected to ultimately increase by five to six times from 2006 

to 2017. In credit and securitized products, shown as the third group, the 

amount of capital required is expected to ultimately increase by four to five 

times. Greater capital requirements reduce the profitability of these lines of 

business. Since financial institutions are profit-maximizing enterprises, 

they will divert their balance sheet capital to more profitable businesses 

and away from businesses like providing repo financing or importantly 

providing liquidity for corporate bonds. 

  This next chart provides an estimate of balance sheet reduction 

that these same lines of businesses face. The balance sheet dedicated to 

rates and repo is expected to decrease by another 15–20% after having 

already decreased by 30% since 2010. Balance sheet dedicated to credit 

and securitized product is expected to decrease by another 5–15% after 

having already decreased by 30% since 2010. 

  And the implications of this are significant. On the repo side, this 

balance sheet reduction means less capacity for banks to facilitate short-

term liquidity needs. These means that asset managers who either need a 

place to park cash on a short-term basis or have a short term cash need 

will have to find other sources of liquidity. For example, a fund that faces 

redemption might have used a bank’s repo facilities to create cash to meet 
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the redemption. That fund may now have to resort to selling bonds 

instead. On the corporate bond side, banks are simply not getting paid 

enough to engage in market-making activities. So asset managers now 

have fewer sources of liquidity when they need to sell bonds. This 

situation becomes a problem because the need for liquidity has increased. 

  This chart shows the percentage of fixed income owned by mutual 

funds and ETFs. This is an important category of holders to look at 

because mutual funds and ETFs are daily liquidity vehicles and thus are 

most susceptible to quick-trigger selling. One area on this chart that is of 

particular interest is the corporate and foreign bond holdings, which is 

shown by the light blue line. The percentage of corporate and foreign 

bonds held by mutual funds and ETFs has increased from approximately 

14% in 2005 to approximately 26% today. 

  This is concerning for two reasons. First, large concentrations held 

by similar holders creates the risk of correlated flows, which basically 

means that there’s a greater risk that everyone tries to sell at once. 

Second, even in a normal liquidity environment, corporate bonds and 

foreign bonds are not the most liquid of fixed income assets, and yet the 

proportion of these bonds held by daily liquidity vehicles has increased 

significantly at the same time that the middle man—i.e., the banks—ability 
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to supply or support that liquidity is decreasing. The result is that it has 

become harder to sell bonds. 

   This chart shows the turnover of investment-grade and high-yield 

corporate bonds. Turnover in investment-grade bonds is down by almost 

40% since 2006, and high-yield bond turnover is down about 25% since 

2006. Now there are two possible explanations. One is that bonds have 

become more dear, and so holders of bonds are less inclined to trade 

them. More likely in our opinion is that holders of bonds would like to trade 

them but can’t. 

  As I noted at the outset, we’ve been thinking about the topic for 

awhile. Since we can’t count on being able to sell bonds when we need to, 

we’ve addressed our liquidity concerns by building a portfolio of short 

amortizing bonds. This chart is one that we’ve shown in the past, and it 

shows the amount of the portfolio’s principal balance that we expect to 

receive in cash each year either in the form of amortization or maturities. 

This analysis assumes that we don’t do anything to the portfolio. We don’t 

buy or sell any bonds; we just sit here and collect the payments. 

  On the left-hand side we show that in the remaining months of 2015 

we expect that 42% of the portfolio will be turned into cash by amortization 

and maturities. We expect to receive another 23% in 2016 in the form of 
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cash and another 15% in 2017. In total, we expect that roughly 80% of the 

portfolio will convert to cash in the next three years. By structuring the 

portfolio in this way, we have created what we refer to as organic 

liquidity—cash liquidity that will be created without our having to sell 

bonds. In a turbulent market when selling is difficult or impossible, this 

type of organic liquidity is valuable because it creates capital that we can 

then use to take advantage of bonds that are for sale at attractive prices. 

  Next Joe will provide an update on the high-yield energy market. 

Joe: Thank you, Abhi. So I just want to provide a quick update on the corporate 

high-yield energy sector. During the quarter, our energy holdings 

represented on average about 2.4% of our total portfolio and about 20% of 

just our corporate credit portfolio. The return was roughly 4%, which 

compares favorably to a 2.4% return for energy credits listed in the Credit 

Suisse High Yield Index. 

  Now in general what we observed during the quarter were high 

quality bonds tightening and many lower quality bonds continuing to sell 

high. So we have spent considerable time assessing some of these lower 

rated bonds and wanted to share one of the major problems we’re finding 

with the space: limited covenant protections. As you can see on this chart, 

almost 40% of the bonds outstanding in the exploration and production 
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space were issued during the 2012/2013 U.S. shale boom. During this 

period, oil prices averaged almost $100 per barrel. So as a result, what we 

have is a set of bonds not only levered to higher oil prices but also lack 

meaningful restrictions on liens and debt incurrence.  

  So now let’s go over exactly what this could mean. Comstock 

Resources produces oil and natural gas. They had two unsecured bond 

issues, both issued when oil and natural gas prices were substantially 

higher than they are today. In March, already reeling from $50 oil prices, 

their company decided to issue a $700-million first lien bond, which sent 

the unsecureds down another 35%. Because of this cram-down, investors 

now needed $100 oil and $4 natural gas in order for the unsecured notes 

to be considered covered. 

  So with that, I will turn it back over to Abhi. 

Abhi: Thanks, Joe. We’ll wrap up with some detail regarding the portfolio. This 

pie charts compare the portfolio composition as of March 31st, 2015 and 

December 31st, 2014. As a reminder, the U.S. government bonds shown 

are really a cash proxy. These are Treasuries with maturities of less than 

nine months. When we think about cash, we think of it as the sum of cash 

(the dark blue slice) and the Treasuries (the red slice). The most 

meaningful change from quarter-to-quarter is that the cash in the portfolio 
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increased from 6% to 13%. This is a result of letting some of the 

amortization an maturities in the pp build up the cash position so that we 

have more cash liquidity in the portfolio—a desire spurred partially by the 

liquidity concerns which we discussed today. 

  This table provides more detail on each sector within the portfolio. 

Again no major changes here. The bottom line is that the portfolio ended 

the quarter with a 2.32% yield-to-worst and a duration of 1.4 years. As a 

general statement, given the lack of opportunity to buy bonds at levels 

where we feel we’re being compensated for duration risk and credit rise, 

we continue to maintain a short-duration portfolio. 

  And finally though we provided our sector exposures for the quarter 

in past quarters, and it’s a helpful way to understand portfolio, if you 

actually sat with us on a day-to-day basis, you would find that we tend to 

think about the portfolio in terms of investment ideas rather than sectors. 

The investment ideas are really what drives the investment process. As 

we’ve discussed in the past, we tend to run a concentrated portfolio in 

terms of investment ideas, with each idea then expressed by a multiple 

individual bond. That concentration is demonstrated here. 

  These pie charts show the portfolio composition by investment idea 

as of March 31st, 2015 and a year prior, as of March 31st, 2015. As of the 
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end of the first quarter of 2015, the top eight ideas represented 73% of the 

portfolio. We have discussed each to these ideas in great detail in past, so 

I won’t spend time on them today. The largest exposure as of March 2015 

was our seasoned 15-year agency mortgages, which represented 14% of 

the portfolio. These are old high coupon mortgages where the short 

remaining term gives us protection against extension risk. 

  Next is the subprime auto ABS, which was 13% of the portfolio. 

These are senior triple-a and double-A tranches of subprime auto 

securitizations that offer protection peak historical losses. U.S. treasuries 

were 12% but, as discussed, this really cash. Ginny Mae project loan 

interest-only securities were 10% Agency relocation mortgages were 8% 

of the portfolio. Prime auto ABS were 6% of the portfolio. This is similar to 

the subprime auto ABS holdings but with prime quality borrowers instead. 

And then lastly nonperforming MBS was 6% of the portfolio. These are our 

nonperforming single-family mortgage bonds. 

  And, sorry, one last segment: performing CMBS was 4% of the 

portfolio. The remaining 28% of the portfolio was comprised of ideas that 

are each less than a 3% exposure. 

  The largest increase over the past year in terms of investment idea 

allocation was in the seasoned 15-year agency mortgages, which is an 
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area that we’ve identified in the agency mortgage space where we can 

buy mortgages at yields that compensate us for duration risk. The next 

largest increase was in prime auto ABS, driven by opportunistic purchases 

of bonds. The third largest increase was in Ginnie Mae project loan 

interest-only bonds. This is an area where we could buy bonds within an 

attractive risk/reward profile, and the increase is really a function of us 

making sure that we evaluate every opportunity.. 

  The largest decrease in investment idea exposure was in 30-year 

mortgages because we could no longer own bonds at prices that offered 

us enough protection against duration risk. The second largest decrease 

was in short Treasury bonds, which means that we invested cash on a net 

basis over the past year. And lastly, the third largest decrease was in 

nonperforming commercial mortgage bonds, which was due to maturities 

and sales of lower yielding holdings. 

  That wraps up our comment for today. Tom will now lead us 

through Q&A. 

Tom: Okay. So if anybody has a question, feel free to type them in, and we will 

address them. All the team members are here, so feel free to delve into 

any of the areas of fixed income market that you might have any questions 

on. 
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  The first one we have is: Considering two factors—economic 

growth and inflation— in what scenario do you think the portfolio will best 

perform? What combination of declining or increasing economic growth 

with a rising or declining inflation rate picture? 

  The portfolio in just bottom line terms, this will do better in an 

environment of rising rates versus falling rates. Just given our short 

duration, if everything goes through a decline, our duration’s a little shorter 

than the Index, we’re not going to do quite as well. But if you dug in 

deeper and realized what are you trying to invest for, what are you trying 

to create in a portfolio, you’re really fighting two things: yes there is one 

area that is all right, we printed all this money, we’ve made all these 

interest rates low, we’re doing everything we came to get the economy 

over. The economy moves; I get more inflation because I get more 

demand for goods and services—one outcome that probably could 

happen. Same token, oil has gone from $100 a barrel to $50. I’ve got 

negative interest rate. I’ve got sluggish economy growth. I could have 

deflation. 

  So I could have either outcome. How do you produce a portfolio 

that can survive either outcome? …and that’s what gets us back… one of 

the reasons why… while Abhi did a great job sort of explaining from a 
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liquidity standpoint why we’ve created what we’ve created, the other one 

is we could see either of those events. We could see deflation, which 

we’ve tended to see from a market perspective over the last 6–8 months, 

or we could see inflation. We’ve seen that before. So by having a portfolio 

that sort of has a short duration, has a much higher yield than you should 

get given that short duration, is spinning off a tremendous amount of cash 

because things are amortizing and maturing, where you’re looking at sort 

of 40%-plus coming back this year and another 20%-plus next year, you 

realize that you’ve sort of put together a portfolio that can deal with either 

environment and survive somehow. 

  If you look at where we think the end of the… the bottom line is 

which one do I have more concern about, you have more concern about 

inflation than you do a deflation scenario. And the reason for that is, if 

you’re wrong on the deflation scenario and you have too long of a 

duration, as Ryan pointed out earlier when he went through his pieces and 

looked at sort of, okay, 100 basis point upward movement in any of these 

three indices where he had a 1–3, a 3–5, and then the Agg, if you’re 

wrong about deflation and rates do rise, those indices were all producing 

negative returns. So, hmm, you got to be right to make some money. If 

you look at the absolute level of yield you’re starting with, they’re almost at 
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lows never seen in history. So what’s my upside? And you walk away from 

it with, gee, I don’t have a lot of intermediate or long-term upside; I got a 

lot of intermediate or long-term downside. That doesn’t make any sense 

for us. You want it the other way around. So we at the end of the day go, I 

will give up if for some reason I get some deflation for a period of time. I 

will let that pass. We won’t participate as well because the 

upside/downside doesn’t make any sense. And if we’re wrong, we’d have 

much bigger trouble. 

  What was the other category of your pie chart which has your 

largest segment? You gave an acronym for it, which I do not understand 

or did not hear correctly. Please provide more color. Go for it, Abhi. 

Abhi: Sure. So the smallest of the segments that we showed on the pie chart for 

the investment idea exposure was our performing CMBS. So those are 

commercial mortgage-backed securities that are secured by properties 

that are currently performing, meaning that they make money, they’re 

making their interest payments on a regular basis, and we expect them to 

pay off at maturity. The other category, we haven’t provided the detail, but 

no one idea was in that other category represents more than a 3% 

exposure. 
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Tom: You were not using swaps or options or futures or other tactics that some 

competitors may use in the fund space. I like your approach, but can you 

explain why you do not use anything in this space? 

  Couple of reasons for it. The first one is really a fundamental 

approach of who we are and what we are. We are long-term investors. We 

look to own things until they mature if it makes sense—if the idea makes 

sense and continues to perform the way we do… to put assets that work 

for a long period of time. And by their nature options and futures and 

swaps have a timeframe to them; they tend to be shorter. The other thing 

that we find is that if you want to use options and futures and those sorts 

of elements, yeah, you can use them to hedge. We understand that piece 

as well. But we also look at them… because they can have shorter 

timeframes to them, you’re making a bet. You’re making a bet about time, 

and you’re making a bet about duration. And those to us are very tough to 

use. 

  The other one that you tend to look at and we see from some of our 

competitors is they use it for the fact of what Abhi pointed out. Liquidity in 

the marketplace is getting more difficult. I want to put money to work on a 

trade today and now all-in. And they tend to use these instruments to 

make a trade to reflect their view of where they think interest rates are 
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going to move on a short period of time. That’s not something we do. We 

don’t pretend to know over a short period of time where interest rates may 

go.  

  The last piece of it is those instruments tend to have some inherent 

leverage to them. And using leverage into the fixed income space, 

especially when you’re looking at the kind of yield levels you’re at today 

and the kind of long durations you’re seeing today, means you’ve taken a 

lot of volatility risk on as well. And those things just to us we don’t think are 

of value because at the end of the day we’re long-term investors who to 

deploy capital in a fashion that over a three-, a five-, or a ten-year 

timeframe reach that long-term objective we have, which is a CPI plus 

200. 

Ryan: Okay, we’ll pause for just a moment and see if there are any additional 

questions. Well, seeing no further questions, we are going to wrap up. We 

had one other comment, which was how do we receive copies of today’s 

presentation. There are two avenues. The first is to email us at 

crm@fpafunds.com, and we’ll be happy to email you a copy of the 

webcast once it’s been approved by Compliance. And the second option is 

for you to come back to our website in a week or two, and there will be a 

webpage set up under the FPA New Income portion of the website where 
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you can get not only a copy of the slides; you can also get a transcript and 

the audio from today’s presentation. So please feel free to email us or visit 

our webpage for copies. 

  Thank you, Tom and the rest of the team, and thank you to those 

who listened in today… first quarter webcast. 

  We invite you, your colleagues, and shareholders to listen to the 

playback of this recording and view the presentation slides that, as I 

mentioned just now, will be available on our website. We urge you to visit 

the website for additional information on the Fund, such as complete 

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

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

your feedback and submit any comments or suggestions. We encourage 

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

valuable, and we really appreciate your comments and review all of your 

comments. 

  Please visit fpafunds.com for future webcast information, including 

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

the end of each current quarter and expect the calls to be held about three 

to four weeks following each quarter’s end. If you did not receive an 

invitation via email for today’s webcast and would like to receive them in 
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the future, please email us at crm@fpafunds.com. We hope that our 

quarterly commentaries, webcasts, and special commentaries will 

continue to keep you appropriately informed on the Strategy. 

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

expressed on this call are as of today, April 27th, 2015, 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 or investment ideas should not be construed as a 

recommendation to purchase or sell such securities, and any information 

provided is not a sufficient basis upon which to make an investment 

decision. The information provided does not constitute and should not be 

construed as an offer or solicitation with respect to any such securities, 

products, or services discussed. 

  Past performance is not a guarantee of future results. It should not 

be assumed that recommendations made in the future will be profitable or 

will equal the performance of the security examples discussed. Any 

statistics have been obtained from sources believed to be reliable, but 

their accuracy and completeness cannot be guaranteed. 
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  You may request a prospectus directly from the Fund’s distributor, 

UMB Distribution Services LLC, or from our website, fpafunds.com. 

Please read the prospectus and the Fund’s policy statement carefully 

before investing. FPA New Income Incorporated is offered by UMB 

Distribution Services LLC. 

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

day. 

[END FILE] 
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