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Mark: Good afternoon, everybody. This is Mark Hancock at FPA for our Third 

Quarter 2015 New Income Webcast. We’re having a slight technical 

difficulty in uploading the slides that are typically on the event schedule 

that you have in front of you. So you should have each received an email 

for a GoToMeeting invitation. Please log onto that. We will pause for about 

three to five minutes so that you actually have time to go to the 

GoToMeeting, which in turn will download or upload the slides. And we will 

then commence the webcast. Thank you for your patience, and we take it 

from there. We’ll be back to you in a few minutes. Thank you. 

  Sorry. Just to be clear, I’ve been given some clarification. You 

should have received a pop-up in the Engage Event site that will show you 

the link to the website or the GoToMeeting. Do not link or close down the 

Event site because that was where we will give you the audio, and through 

the GoToMeeting we hope to give you the visual aspects of the webcast. 

We’ll be back to you in three minutes. Thank you. 

  For those of you holding onto the third quarter webcast, we remain 

having a few technical difficulties. We’ve got about 30 seconds we will 

commence. My sense that we will be doing the audio aspect live and 

hopefully some of you might get the webcast live… the web slide… the 

slides live with us. But we’re having an issue with the technical provider to 
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get all these… to get all of you onto the GoToMeeting. So for those who 

are able to go to our website, fpafunds.com, under the Strategies & Funds 

New Income section, the webcast slides are actually up as we speak. So 

that might be an alternative if you are unable to get onto the 

GoToMeeting. We’ll be back here in the next 30 seconds to commence 

the webcast. Thank you for your patience. 

  Well, thank you all. This is Mark Hancock of FPA, and thank you for 

the technically difficult version of the FPA New Income’s Third Quarter 

2015 webcast today. The audio, transcript, and visual web slide aspects of 

today’s webcast are and will be available on our website, fpafunds.com. 

  For those just joining us, we have had and continue to have 

technical difficulties bringing up the slides. So on the Event site, you will 

be able to listen to the audio. We’re trying to get some of you onto the 

GoToMeeting and, those who are unable to get onto the GoToMeeting 

site, the webcast slides are on our website, fpafunds.com, under the 

Strategies & Funds New Income section as we speak. So please refer to 

that if you’re able to. 

  If you do have questions, as we make our way through the 

presentation today, please submit your questions on the Event site. That 

continues to be working. 
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  So with that said, welcome to our third quarter 2015 webcast. You 

will hear from Tom Atteberry and members of the FPA’s Absolute Fixed 

Income strategy team momentarily, which obviously includes our FPA 

New Income Fund, as they walk through discussing the Fund, its 

performance, and their views on the fixed income market economy in 

general. Tom Atteberry is a partner here at FPA who joined the firm in 

1997. Tom has been manager of the Absolute Fixed Income separate 

account strategy since 2002, co-manager of the New Income Fund since 

2004, and sole manager since 2010. I will now turn it over to Tom, who will 

commence. And again thank you for your patience while we had these 

technical difficulties. Tom? 

Tom: Thank you, Mark. Good afternoon to everybody. Excuse me. What I’m 

looking to cover today is we’re sort of going to take a look at the portfolio’s 

attributes and how we think it might fit into someone’s overall fixed income 

allocation, sort of an update on the macro prudential/regulatory world, a 

look at our portfolio characteristics, some portfolio attribution, and then 

take a little bit of a deeper look into the credit portion of the portfolio and 

how we sort of evaluate an idea. And then as always we will close with 

questions and answers. 
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  First off, as we start let’s get a grounding of what we’re trying to 

accomplish. The first thing is we’re seeking to get an absolute return in a 

12-month period, and then over a longer term we’re attempting to get CPI 

plus 100 over a rolling five-year period. When you look at those two 

objectives that we have, then the third thing becomes pretty simple. We 

are indifferent to the benchmark because we are trying to just solve for 

that equation of those two objectives. 

  You look at what we do… we’re much more security-driven, much 

less macroeconomic-driven. We are value investors like the other 

strategies here at FPA, and this is something where both securities and 

the portfolio are strenuously… we will stress them to figure out when 

things don’t work. We have a series of restrictions that are designed to 

control the risk of the portfolio such as a minimum of 75% of the assets 

will be double-A or higher, and we control things such as more aggressive 

or higher risk securities such as interest-only and principal-only securities. 

And then we don’t do options and futures. We’re not shorting. We don’t 

use leverage or those elements as well. And you can see the other ones 

on that page. 

  So one of the things that we look at when we’re evaluating the high 

quality portion of the portfolio is we realize that in a high quality portion of 
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the portfolio everything in there is homogeneous in nature. It’s sort of 

driven by fiscal policy, monetary policy, direction of interest rates. We also 

know that you’re making asymmetric investments when you’re making 

bond investments. That is, we already know what our upside is. It’s the 

yield to maturity. If we own it till it matures, we get paid our principal back; 

we get paid our interest payments. That’s our return. What was the 

unknown for us is the downside risk. That’s the component we don’t know. 

  What was in the high quality component of the portfolio… it’s really 

not: are you going to pay me back. It’s the impact of changes and interest 

rates. And we’ve looked through history and realized that anywhere along 

a yield curve, whether it’s the two-year or the 30-year, to witness 100 

basis point or 1 percentage point change in interest rates over a 12-month 

period’s not that unusual. But since we already know what our upside is, if 

we want to understand the downside, we go well what happens if we a 

100 basis point increase in rates? 

  And the chart on this page illustrates and goes through that. The 

blue bars represent the yield to maturity of Treasuries, whether they’re the 

two, the three, the five, the seven, the ten or the 30, and then there’s the 

analysis of what if rates went 100 basis points in a 12-month period. What 

would happen? What would our total return be? 
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  So as an example, looking at the two-year, it’s 63 basis point yield 

at the end of the third quarter. If it went from a one-point… a 63 basis 

point yield to a 1.63% yield a year later and we sold it, what would be our 

total return? We’d lose 34 basis points. So what that is indicating to us is 

you don’t have a margin of safety. You’re not getting paid for that risk 

occurring. This is how we look at everything within the high quality space, 

keeping in mind that we also may have to look at prepayment speeds and 

we may look at some spread data as well. But this is the main component 

and is that foundation for the duration management of the portfolio. 

  So how does this impact and manifest itself in the portfolio 

characteristics? The chart in the middle is showing you the New Income 

Fund, the Barclays 1–3 Year Aggregate Index, and the Aggregate Index 

itself. And we just put up the duration of the yield-to-worst for each one of 

those three. And then the third column is just a very quick instantaneous 

look at: all right, if I take the yield-to-worst and I divide the duration into it, I 

will come up with an answer that tells me on an instantaneous basis how 

far do interest rates have to rise before I just get to a zero return. So in the 

case of us, it’s rough 196 basis points. For a 1–3 Year Aggregate Index, 

it’s about 53. 
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  If I move forward and get a little more depth, we can do sort of a 

stress test to say: okay, if rates rise by 100, what might the return tend to 

look like? What direction could it be? And that’s what the equation is at the 

bottom. So walking through the equation for us, so we have a yield-to-

worst of 2.79%. So one plus the yield-to-worst would be 3.79%. I add 

those two together; I get 6.58. I divide that by two; I get 3.29. I then 

subtract the duration from it, 1.42, and that’s how you get to the 1.87. It is 

giving you an indication that, if you saw a 100 basis point increase in 

yields and nothing else occurred in the portfolio—you didn’t change 

average lives, you didn’t have any contributions or withdrawals, spreads 

didn’t change, all those sorts of issues, just purely interest rate, and you 

didn’t take into account these—your return might look something like 1.8-

something percent. Do that for the two indices; they both come out 

negative. So when we look at this, we realize, okay, this is what is driving 

us to construct a portfolio producing the positive return. We look at this 

and realize the indices actually are producing a negative return in that kind 

of environment. 

  So moving forward, this is a look over the last ten years, and this is 

looking at the five largest draw-downs using the Barclays Aggregate Index 

as sort of the center point of what we’re going to do. And how does the 
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previous page sort of impact into draw-downs, the biggest ones you have? 

Well, the first thing you notice over the last ten years… three of the five 

have happened since 2008. One of them was during 2008, and you only 

had one prior to that. And in each and every case with the exception of 

May ’13 through August of 2013, our draw-down is less than not only the 

1–3 Year Agg, but the Agg itself in a nontraditional bond fund category, 

which we find ourselves housed in at Morningstar. Only in that May period 

of ’13 did we go down by more; the other times, much, much less than any 

of the others. 

  If we move forward and think about maybe standard deviation as a 

way to sort of look at volatility and sort of try to measure some risk, what 

we’ve constructed here is a one-year period of standard deviation of 

movement. 9/30 is our ending date so we just did that for 2015, ’14, ’13, 

’12, and ’11. And when you look through this same set of categories, you 

realize our standard deviation in 2011 and ’12 is lower than any of the 

others. The nontraditional is less than the Agg at times, but it tends to 

have an upward slope. In 2014 and 2013, during those periods, the 1–3 

Aggregate Index actually had a lower standard deviation than we did. But 

when you compare it with the Agg or the nontraditional funds, we still are 
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significantly less. So we’re still producing what we think is a low volatility 

type of return for the investments that we’re making. 

  So then I wanted to sort of move and get a sense of trying to put all 

this on a page to sort of risk and return, and sort of drew a capital markets 

line based off of a 30-day Treasury Bill rate of one-year constant maturity 

Treasury in the Barclays Agg and said, okay, that’s sort of a way to work 

across a capital markets line for a ten-year period using for standard 

deviation in total return. And what you see is you look at the New Income 

Fund and you look at the Barclays 1–3 Year Agg, and you’re going, okay, 

I’m getting an equal return, but I’m taking less risk to get there… is really 

the main thing of what you’re seeing from this page. 

  We decided to broaden out a little bit and start to look at one of the 

unintended consequences we’ve seen start to show up, which is that the 

correlation between assets is starting to get higher and higher. So the 

assets that we’re looking at if you look in the column at the bottom part is 

you’ve got the S&P 500, you’ve got emerging markets equities, you’ve got 

emerging market debt, you’ve got high yield, commodities, Treasuries—

those sort of asset classes. And what the line is looking at is it’s looking at 

the cross-asset across those assets… the correlation, what’s the median 

on a daily basis. And from ’97 to 2007, that sort of ten-year sort of period, 
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it was about 0.46. Not surprising during the crisis into ’07 and ’08 and 

even into ’09, it went up. Well, that would make sense. You were into a 

crisis; everything risky came off the table. 

  But what struck us was post that, 2010 forward, the correlation has 

continued to be higher. It’s up to like, oh, 0.67. The sort of picture at the 

bottom, think of it this way: if it’s green, it’s lowly correlated; if it’s orange, 

it’s mid correlation; if it’s red, it’s highly correlated. And you could just draw 

a line after ’07 and find these asset classes are all starting to correlate 

with each other much more because the green has pretty much gone 

away and been replaced by just reds and oranges. 

  So looking at this type of analysis, we decided to carry it into the 

fixed income space and just look at ourselves versus other bond fund 

categories that are out there using this same ’97 to ’07 and 2008 forward 

as the two break points. And we’ve done that correlation above with 

ourselves versus these, and then below we’ve used the intermediate-term 

bond fund category as a representation of sort of a core manager or an 

aggregate type of bond fund. 

  And when you look at it, yes, we’ve seen some increases in our 

correlation between these two periods, but they’re to much less a degree. 

Our range today is somewhere between minus 0.06 and plus 0.51. The 
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somewhat mores that have gotten larger are intermediate-term bond 

funds, long-term bond funds, and emerging market funds. Those have 

increased; the others have actually decreased. But when you look at the 

intermediate-term bond fund category and look at its correlation versus 

these other classes, there’s a significant move up in correlation in 

everything except for long-term bond funds, which was at 0.97 to begin 

with, so going to 0.93 probably isn’t a very big change. So those are very 

much what correlated. 

  So when we look at these items and we start to piece them all 

together, we think how we might fit into someone’s fixed income allocation 

on an overall basis. And so what we look at… we say, well, at the core 

why don’t you have something that has an absolute return, has a good 

return for the risk you’re taking, is low volatility, has a lower correlation to 

the other fixed income elements that you may want to have in your 

portfolio? And we think that that could be a good core—a good base that 

you want to have. And that’s where we think the FPA New Income Fund 

fits in and that these others, whether they’re nontraditional or core or 

emerging market or bank loans, are sort of at this satellite and get moved 

up and down as one feels like they can take more risk or don’t want to 

take more risk. 



Q3 2015 FPA New Income, Inc. (FPNIX) Conference Call 
 
 
 

 
 

-12- 
 

 

  Wanted to go through and show you this is. This is… we do know 

of clients that have started to look at us this way, and we really wanted to 

share that with all of you and say, okay, it’s something to think about as 

you look at how do I place the New Income Fund in relation to my other 

fixed income holdings. 

  So switching gears and looking at the regulatory world or macro 

prudential—and we’ve been talking about this for a little over a year now—

and so that continuing discussion of how the changes in the regulatory 

world, which we think are… they think are going to be designed to control 

financial instability. And so this is coming out from the Securities and 

Exchange Commission. These are guidelines. They’re not finalized. 

There’s a comment period. There’s going to be back-and-forth. But you 

can start to see the path they’re moving down. And the first thing they’re 

looking at is the liquidity risk management programs that they would wish 

that you would put in place as a manager. First off, classify the liquidity of 

all your fund assets, assessment and periodic review of the management 

of the fund’s liquidity risk, what kind of liquidity risk might you have, 

redemptions, other things that might go on. Establish a three-day liquid 

asset minimum, and then after all you’ve done all this go to your board 

and get their approval for what you’ve done. 



Q3 2015 FPA New Income, Inc. (FPNIX) Conference Call 
 
 
 

 
 

-13- 
 

 

  So looking at these proposals, we step back and look… well, how 

have looked at this portfolio since we’ve been manager? What sort of 

elements have we tended to look at… this figure out, okay, do we have 

the liquidity needs we had to deal with the clientele that we have? And so 

the prime… we look at sort of primary liquidities of Tier 1 and a Tier 2. 

  Well, the Tier 1 is things that are two years and less to maturity, 

and we say T+0 or T+1. That’s trade date plus zero or trade date plus 

one… is a normal way of trading it. Lot more technically taking basically 

that is U.S. Treasuries and U.S. agency debentures. Those things trade 

that way. And then looking at those that are two years and less. 

  And then a sort of a Tier 2 is: everything that’s one year and less to 

maturity, we’d have a three-day settlement period, and is at least a 

double-A. So it’s our high quality assets that are very short term. And to us 

that looks like the types of things we think about when we think about what 

primary liquidity might be in the Fund. 

  So the second tier liquidity is obviously everything else. And our 

first assumption is: they’re not liquid enough to get classified immediate 

redemptions under a one-day, three-, five-, or ten-day period. However we 

will look at them, and they might provide some liquidity if they had sort of 

the following criteria. Again double-A is your minimum rating, so you want 
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the high quality assets where credit’s not a concern. Maybe three years 

and less is your average life or state of maturity—again something that 

would settle normally in the three-day period. And then something that, if 

you were going to try to sell it and it was a mortgage, it was at least $1 

million in size, which meant it was good delivery. So these were things 

that we felt might be highly liquid. That’s not saying they are, but we could 

look at them as a place if we needed to go. 

  So that’s sort of the look at the liquidity side. The other side of what 

sort of came out of the set of proposals is this swing pricing idea. They’re 

considering it, and it would be permitted but not required. So you wouldn’t 

be necessarily required to do this. You just select whether you would or 

not. So what is swing pricing? It’s not a 40s band. It’s not Benny Goodman 

and that crowd. It’s something slightly else. It is used somewhat in Europe, 

and I’ll leave it a that. But what you have is, as you have to do the costs 

associated with buying and selling securities to meet redemptions of 

shareholders, what’s the cost you’re incurring for doing that, and can you 

take that cost and apply it to the NAV for those people that are redeeming 

and have them bear the costs and not have the cost borne by those who 

are staying in the Fund? Basically what the idea. It’s designed to sort of 

protect dilution. It’s designed to protect the shareholders that stay. 
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  At this point, these are only proposals. We know there’s going to be 

a comment period going forward, a give-and-take with regulators, but we 

realize this gives us a sense of where the Securities and Exchange 

Commission is going and what their thinking is. As it comes to its 

conclusion and they go through this, especially on the swing pricing, we’ll 

be looking at it from the standpoint of what do we think is the best for our 

shareholders. What do we think is for the best of what they expect us to 

do and how they expect us to sort of prudently manage and protect their 

capital? 

  So moving forward looking at the portfolio, this is where we are at 

the end of September as far as… if you go to the bottom, we’ve got a 

effective duration of about 1.42 years—pretty much not that much of a big 

change between the second quarter and today—and a yield of 2.79 on a 

yield-to-worst. So the yield-to-worst has gone up in this portfolio over the 

last three months. The biggest contributor has been in the credit of the 

corporate space where it added about 20 basis points to the increase in 

the yield. And there’s two big items—not only the prices of the things we 

owned went down, which means the yield went up, but we also added in 

this space as well at lower prices and sort of higher yields. 
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  The municipal component is about a 9 basis point increase. It’s new 

for us. We’ve had… we didn’t have them at the end of the second quarter. 

And we’re not typically buyers of municipal bonds. They tend to have too 

much duration risk for us, the credit quality tends to be opaque, and the 

yields tend to be too low. They just don’t really work. But over the last 

couple of quarters, we identified a couple of situations that made sense to 

us. For one, they had a high yield. For two, they had a short duration to 

them. And the third and probably most important was they were secured 

by very identifiable, tangible assets that we knew we had a first claim on, 

that we could value them, and we could figure out, okay, you’ve got more 

assets than you owe me; I’m covered from a principal standpoint. 

  And then in the ABS sector, we did increase allocation in there. It 

was about a 5 basis point contribution to increase in yield for the portfolio. 

And things that we did add, it was a little bit of a selloff, and yields were 

slightly higher in that space in general. 

  And then finally the stripped mortgage-back increased 6, keeping in 

mind, if interest rates decline, stripped mortgages go the other way 

because they lose value, but that meant that their yield actually went up, 

and they contributed about 6 basis points of that increase we’ve had over 

the last quarter. 
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  We’ve been showing this for awhile—sort of looking at our 

investment ideas and how much they make up of the portfolio. We like to 

look at this on a year-over-year basis, being quite honest, because of the 

fact that you need to show some changes on a piece of paper. If we did 

quarter-over-quarter, it’d tend to always look the same. At the end of 

September of 2014, eight ideas made up at least 4% of the portfolio or 

more. At the end of September this year, this current quarter, nine ideas 

were up about 4%. The subprime ABS auto space we increased by about 

2%. The stripped performing CMBS, which is our Ginnie Mae project loan 

IOs, they’re up about three. The corporates and the 30-year relos, they’re 

unchanged year-over-year. The Treasuries, short Treasuries that are sort 

of less than six months are up about 1%. The biggest declining was the 

15-year seasoned mortgages; over the last year we’ve been seller of 

those, so they’ve gone from sort of 13% of the portfolio to seven. The 

nonperforming mortgage segment went up a little bit; that’s the NPLs or 

sort of the nonperforming loan segment. And then we’ve had two new 

additions that have gotten over 4%; they’ve offered value to it, the first one 

being the asset-backed area in equipment, construction equipment, 

farming equipment, office equipment. We’re sort of indifferent to the three 

just with sort of how the structure works. And then the credit card 
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segment, we have been able to find some high quality, short opportunities 

within that space as well. 

  At this point I’m going to go ahead and turn it over to Abhi, who’s 

going to really dig into some more detail as far as the attribution in the 

portfolio for the quarter and then take a deeper look into credit. 

Abhi: Thanks, Tom. So Tom mentioned this at the outset of the call, but as a 

reminder, they portfolio must have at least 75% of its assets in bonds that 

rated double-A or higher and can have up to 25% of its assets in bonds 

rated single-A or lower. We refer to this 25% component that can be 

single-A or lower as the credit part of the portfolio, and refer to the 75% 

that is rated double-A or higher as the high quality part of the portfolio. 

  During the third quarter, commodity prices, bond prices, and equity 

prices were down significantly. Over the three-month period, oil was down 

25%, high yield bonds were down 5%, and the S&P 500 was down over 

6%. These lower high yield bond prices, particularly in the commodity 

space, impacted our returns. But as we’ll discuss, because we focus on 

absolute returns and consequently because we’ve been patient and 

disciplined in our investment approach, these lower prices present 

opportunities to buy bonds at attractive valuations, which we did during the 

quarter. 
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  Importantly, our credit investments are not limited to corporate high 

yield bonds. We have the flexibility to invest the credit part of the portfolio 

in areas other than high yield, such as structured products. Because of 

this flexibility, our credit holdings offer much better risk-adjusted returns 

than one might find in more traditional credit-oriented strategies. 

  To start, this next slide shows our performance for the third quarter 

and the year-to-date period gross of fees and broken down by sector. The 

bottom of the second column shows that the total return for the third 

quarter was zero. The largest contributors to return for the third quarter 

were our auto ABS holdings and our non-agency CMO holdings, the latter 

of which was mostly driven by our holdings of bonds backed by 

nonperforming single-family mortgages. 

  The largest detractors from our third quarter return were our agency 

residential mortgage interest-only bonds and our corporate bonds. The 

corporate bonds reduced the third quarter return by 24 basis points, 

almost entirely driven by lower prices on our energy and metals and 

mining bonds. Together energy and metals and mining bonds represented 

on average 2.4% of the portfolio during the quarter. 

  The bottom of the last column shows that the total return year-to-

date was 1.14%. In no particular order, the largest contributors to the year-
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to-date return were (1) our auto ABS holdings; (2) our CMBS agency 

stripped holdings, which represent our Ginnie Mae project loan interest-

only bonds; (3) non-agency CMBS bonds, led by our investments in bonds 

backed by nonperforming loans; (4) our non-agency CMO holdings, which 

again were driven by bonds backed by nonperforming single-family 

mortgages; and lastly agency CMO holdings, led by our relocation 

mortgage bonds. 

  Similar to the third quarter, the largest detractors from the year-to-

date return were our agency residential mortgage interest-only bonds and 

our corporate bonds. Again before fees, corporate bonds reduced the 

year-to-date return by 2 basis points, driven by lower prices on our energy 

and metals and mining bonds, which on average represented about 3% of 

the portfolio over the year-to-date period. 

  As I mentioned earlier, we have the ability to make credit 

investments not only in corporate bonds but also in structured products 

and other types of bonds. To aid comparability across multiple types of 

bonds, it’s helpful to have a consistent approach to evaluating investments 

to ensure that we’re maximizing the value of our capital. The diagram on 

this slide shows how we think about bonds. This is an approach we apply 
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regardless of the type of bond, and in fact we apply this to our high quality 

bond investment as well. 

  Fundamentally, a bond is a promise to pay that is secured or 

guaranteed by a business or some set of assets. Let’s focus on a 

business for now since we’ll relate this approach to high yield investing in 

a moment. Bonds have an asymmetric value profile. The best case 

outcome for a bond is that it’s worth par since bonds don’t share in the 

upside when a business does well, yet bondholders participate 100% in 

the downside when a business does not do well. 

  To explain this, let’s look at the example show in the diagram. The 

horizontal X-axis represents the value of the business, and the vertical Y-

axis represents the value of the bond at maturity. The kinked dark blue 

line in the middle of the diagram shows the value of a bond in relation to 

the value of the business. The line has a 45-degree line from zero to 100 

and a flat horizontal line from 100 onward. In this example, let’s assume 

that there is a widget company that has one bond with an outstanding 

amount of $100. 

  Let’s assume the times are good ,and the widget business is worth 

150. In this case it makes sense for the owners of the business to pay 

bondholders $100 so that the owners can keep their equity, which is worth 
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$50. This $50 is our margin of safety and protects us from losing money. 

When we research bonds, we spend all of our time trying to figure out that 

$50, how much it could be worth, and how it could go away. 

  To continue the example, let’s assume that times are bad, and the 

widget business is now only worth $40. And this is on the left-hand side of 

the diagram. In this case the business is worth less than the $100 owed to 

bondholders, so the equity is worthless. As a result, the owners will hand 

over the business to bondholders. Bondholders will receive $40 of value 

and take a loss of $60. What’s important to note is that, in the area where 

the business is worth less than $100, the value of the bond moves dollar-

for-dollar with the value of the business along the 45-degree line, which 

means the business risk and bond risk are one and the same. In other 

words, bonds are taking equity risk. If bonds are taking equity risk, then 

they should provide an equity-like return. 

  In the area where the business is worth much more than $100 on 

the right-hand side of the diagram, the bonds are taking more traditional 

fixed income risk and thus should be compensated with traditional fixed 

income type returns. Between those two points there is a spectrum of 

appropriate returns based on how close to $100 the value of the business 
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lies. This is the lens through which we view bonds, and this helps us 

determine the price we should pay. 

  To take a real-world example, let’s look at the next slide. This slide 

plots oil prices on the right and the price of the Barclays High Yield 

Independent Energy Index on the left. Starting from the left in late 2010 

and continuing through mid-2014, oil prices moved around quite a bit, 

ranging from $75 to $112, a range of about $37. During this time, the high 

yield index was fairly stable, ranging from around $96 to 107, a range of 

about $11 and by no means distressed. Starting in mid-2014 as oil 

dropped down to the 50s and then again to the 40s this year, this high 

yield index seemed to move nearly one-for-one with oil prices, illustrating 

the point we made on the previous slide. When oil prices lead to a high 

value for an oil business, the bonds do not have the risk and return profile 

of equity. However when oil prices are low and consequently the 

business… and may not be sufficient to be repay the bonds, then bonds 

start to behave like equity. 

  When investing in bonds, the key is to think about the likelihood of 

the environment on the right where oil prices are low and bondholders are 

taking equity risk. If that seems like a high likelihood, then you should buy 

bonds at prices that provide an equity-like return. If you think it’s unlikely, 
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then a fixed income like return is more appropriate. And of course there is 

a spectrum of possibilities between the two and by extension a spectrum 

of appropriate prices. 

  Let’s continue on to an example that’s in the portfolio and that also 

highlights the discipline with which we invest. Atwood Oceanics is an 

owner and operator of offshore drilling rigs using the exploration and 

production of oil and gas. We were drawn to Atwood because of its high 

quality fleet, strong management team, and strong track record. 

Importantly, Atwood also has a base of contracted cash flows, which 

provides some cushion to see through a weak drill rig market. We 

researched Atwood’s 6.5% senior notes due 2020 and after analyzing the 

enterprise value, utilization rates, day rates, and rig values, we determined 

a price that we felt offered attractive risk-adjusted returns consistent with 

the approach we described on the previous slides. 

  The next slide shows a chart of Brent crude oil prices since 

September 2014. As shown by the green arrows at the top of the chart, we 

began our research process on Atwood following the initial drop in oil 

prices at the end of 2014. Once we determined our desired price, we 

began buying during the first quarter of 2015. Unfortunately, we were only 

able to buy a small amount of bonds before a rally in high yield bonds 
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drove the price too high. Consistent with our disciplined investment 

approach, we waited for the bonds to come back down to our desired 

price. Now we ended up waiting four months, but we were able to add to 

our position this past quarter when oil prices and energy bond prices 

declined again. 

  When we started this section of the presentation, we discussed the 

value of patience, discipline, and flexibility. This next slide illustrates that 

value. This slide compares our credit holdings to the Barclays High Yield 

Index to give our investors a sense of how our credit exposure compares 

with what investors might get if they owned a typical high yield strategy. 

  The top panel shows our total credit holdings on the left and then 

breaks down those credit holdings into the non-corporate credit and 

corporate credit components. Non-corporate credit includes structured 

product and other types of bonds. Corporate credit includes corporate high 

yield bonds and corporate bank debt. Credit, indicated by the single-A and 

below column on the left in the top panel, represented about 22% of the 

overall portfolio as of the end of September. Non-corporate credit was 

12% of the overall portfolio or 56% of our credit holdings, and corporate 

credit was about 10% of the portfolio or 44% of our credit holdings. 
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  Our credit holdings had a yield-to-worst of 6.7% and a duration of 

1.4 years as of September 30th. In comparison, the Barclays High Yield 

Index shown on the far right had a yield-to-worst of 8% and a duration of 

4.4 years. The Index has 130 basis points more yield but carries much 

more risk than our credit holdings, and one way to see this is by looking at 

the ratio of yield-to-duration highlighted in green and which Tom described 

earlier in the presentation. 

  Again, this ratio is a back-of-the-envelope way of measuring the 

amount of protection you have against higher interest rates or high 

spread. A higher ratio is better because you have more protection. Our 

credit holdings have a ratio of 4.77, which means that very roughly our 

holdings could withstand about 480 basis points of higher rates and/or 

higher spread over 12 months and still produce a positive 12-month return 

over that 12-month period. The Index has a ratio of only 1.8. Across both 

the non-corporate and corporate credit pieces of the portfolio, the yield-to-

worst to duration ratio indicates that our holdings offer a much better risk-

adjusted return. 

  In terms of performance, our credit holdings were down 73 basis 

points for the quarter compared to the Index, which was down 4.9% for the 

quarter. Our corporate holdings were down 3.1%, while the contribution 
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from the corporates was negative 20 basis points during the quarter. 

Highlighting the value of flexibility, our non-corporate holdings had a 

positive return of 1% during the quarter despite the turmoil in the markets. 

  Year-to-date the Barclays High Yield Index was down 2.5% while 

our credit holdings were up 2%. Our non-corporate credit had a positive 

return of 3.7% year-to-date, while our corporate credit was down 33 basis 

points year-to-date. Despite the negative return of the corporate bonds, 

corporate credit actually contributed 5 basis points of positive return to the 

portfolio, and I’ll explain why in a minute. 

  As we mentioned earlier, a big driver of the negative performance 

of our corporate bonds was lower prices on our energy and metals and 

mining bonds. The bottom panel puts that performance in context and also 

shows the attractive risk/reward profile of our bonds. Energy bonds 

represented 1.7% of the portfolio as of the end of the quarter, and metals 

and mining bonds represented 1.8% of the portfolio. The ratio of yield-to-

duration highlighted in powder blue shows that our bonds have a higher 

ratio than the Index and that’s offer more protection against interest rate 

and spread risk. 

  The positive contributions of returns of our corporate bonds on a 

year-to-date basis, which I mentioned earlier, is due to the value of 
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patience and discipline in investing, and we can see that here as well. 

While the Energy Index was down over 12% on a year-to-date basis, our 

energy holdings were down 47 basis points. Notably our energy bonds 

contributed a positive 6 basis points to the portfolio. This is because we 

exercise discipline and only buy bonds when prices meet our return 

criteria. 

  And finally before we wrap up, a quick note on Volkswagen. 

Volkswagen has been in the news a lot lately because of allegations of 

fraud in emissions testing on its diesel vehicles. We have automobile 

exposure in the portfolio via our automobile loan asset-backed bonds. We 

estimate that 56 basis points of the overall portfolio is exposed to 

Volkswagen vehicles. We analyzed the credit risk and prepayment risk 

associated with that exposure, and we do not think it will have a material 

impact on the performance of the portfolio. 

  Thank you for your time, and we can open it up to Q&A. 

Tom: Thanks Abhi, or… 

Mark: Abhi, thank you. We’ve had two questions while we’ve been chatting and 

some others, so let’s work through them. I understand how your thinking 

may be different from other managers investors in the market. My 

question is: why is it different? Why are they choosing to overlook the 
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things you consider? Why are they unwilling to have a byer’s strike on 

certain assets? I appreciate the work you do. It’s unfortunate that people 

seem to be willing to ignore many risks in the market. Thank you. 

Tom: I can’t speak for why other managers ignore some of the things that we 

look at or take a different view because I quite frankly don’t understand 

what at times they’re trying to accomplish. Maybe they’re trying to 

accomplish other objectives than we are. When we look at fixed income 

and understand what we are doing and what our place is in sort of the 

investment world, the first thing we look at is we’re the anchor for 

someone’s portfolio. We understand that they take risks in equities and 

other investments. But to us we’re supposed to be that anchor, and so we 

need to be consistent, we need to be disciplined, and we need to 

articulate what that discipline is so the clients understand why you’re the 

anchor—why you’re going to behave the way you do when markets move 

around. And then that helps to sort of provide returns that look consistent 

with what’s going on in the world, and the client isn’t necessarily surprised. 

  And so we look at the world that way. We’re not someone who’s 

ever thought about chasing yield. We are also value investors, as Abhi 

has gone through. We do sit down and look at, look, what can I lose? 

That’s the first thing we think about—not what I can make. Part of it’s 
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because we’re bond investors and we already know what our upside is. 

The other one is we’re value people by nature. 

  I wish I could say more about why others act the way they do, but 

fortunately they do act the way they do. It makes us somewhat different, 

and it may be helpful to others as they look to use us in conjunction with 

those other managers. 

Mark: Thanks, Tom. On the approximately 2.79% overall yield-to-worst on the 

portfolio, isn’t there a loss on the amortization of premiums that offset that 

yield? I assume in this market a lot of bonds trade at premiums. Doesn’t 

that have to be written off and cause a loss on principal? Does it reflect in 

NAV? 

Tom: So we use the yield-to-worst for a couple of reasons.The first one is it’s 

going to look at each bond and tell you what’s its lowest or worst yield to a 

call, a put, a faster amortization, an average life, all those sorts of 

elements. If it’s priced at a premium, the yield-to-worst is also going to 

factor in that you have to amortize that premium over time, so it’s already 

factored that in. 

  One of the things that could be challenging when you look at 

someone’s 30-day yield is it may not necessarily reflect that yield…it may 

not necessarily reflect all of that. That’s why you see us not use that and 
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use a yield-to-worst to give you a more, we think, conservative look at the 

portfolio. If we’re at a 2.79 today as an example, nothing ever changes, I 

got a one... By the way the average life of the portfolio is just shy of two 

years, like 1.93. We all went home, nothing happened; that’s kind of what 

would occur over time assuming that average lives didn’t change. So 

that’s one of the reasons we use that, but… 

  Oh, Abhi has handed me a note that just yet think of it this way if 

you do what to look at it: coupon minus amortization equals yield-to-worst. 

So it is factored in there when we come to sort of the total package of 

return. 

Mark: So a follow-on question to that: why is the NAV down over the past year or 

so? And we’ve addressed this on a number of letters in the years gone by, 

and perhaps Tom or Abhi want to add sort of a refresher on… for the New 

Income Fund why our NAV goes down whereas the total return has 

actually been positive year-over-year for 30-plus years now. 

Tom: When you look at where we’re generating our return, it’s coming from 

income. There’s not a lot of capital appreciation going on. It’s basically 

when you have a short portfolio like this, income is what you’re generating 

your return from. So over the quarter we accrue this income, it builds up, 

and then at the end of the quarter we pay it out and have to adjust the 
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NAV for the accrual of all the income that happened over the last three 

months. 

  We have talked about volatility in the market. Abhi talked about 

selloffs that have occurred in high yield in the last quarter. And, yes, there 

are times when things that we own do just go down in price because either 

more risk or the market has changed. That gets factored in, and that’s 

really the element that makes the NAV tend to move around a little. Even 

with all that, you look at the NAV, and you realize not a whole tremendous 

amount of change is going on because so much of what we do right now 

is just being generated from the income component of the portfolio. 

Mark: And given the way that mutual funds distribute income earned into the 

Fund, we distribute in the form of dividends that income, and in some 

states that income is in excess of the actual yield on their portfolio 

because of prepayments that we talked about over the years—particularly 

two, three, four years ago. And so those factors combined can cause 

distributions higher than the actual yield on the portfolio at different times. 

But again please focus on the total return of the Strategy, and the way we 

distribute income is mandated by mutual fund land. 

  That concludes the prepared remarks, as well as the questions that 

we received today. 
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  We actually have an interesting comment on my comment in that, if 

your systems are able to chart the reinvestment of dividends which 

equates into my total return comment, it actually gets you to the all-in 

return of the Fund. So I don’t know if your respective systems can do that. 

But if you go to Bloomberg as an example, you can hit the toggle that says 

“dividend reinvest,” and that gives you the total return, the NAV plus 

dividend distributions. 

  So again thank you all, and appreciate all on the call for your 

patience at the early part of today’s webcast given our technical 

difficulties. I do know that the actual slides came up live about ten minutes 

into it, so hopefully you were able to catch up from that. But again they are 

on the webcast. 

  So this concludes our third quarter 2015 webcast. We invite you, 

your colleagues, and shareholders to listen to the playback of the 

recording and view the presentation slides that will be on our website, 

fpafunds within the coming few days. 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 questions or comments or suggestions. We 



Q3 2015 FPA New Income, Inc. (FPNIX) Conference Call 
 
 
 

 
 

-34- 
 

 

encourage you to do that because we take those to heart, and try and 

improve the way we conduct our quarterly webcast each quarter. 

  Please visit fpafunds.com for future webcast information, including 

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

end of each quarter and expect the calls to be held, as in the case today, 

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@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 ensure that you understand the views expressed on 

this call are as of today, October the 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 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 investment decisions. The information provided does not 
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constitute or 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 the 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 the accuracy and completeness cannot be guaranteed. 

  You may request a prospectus directly from the Fund’s distributor, 

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

New Income Inc. is offered by UMB Distribution Services LLC. 

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

day. 

[END FILE] 


