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

welcome you to FPA New Income’s First Quarter 2016 webcast.  My 

name is Mark Hancock and I oversee Client Service and Business 

Development here at FPA.  The audio, transcript, and visual replay of 

today’s webcast will be made available on our website, FPAFunds.com, in 

the coming few days.  In just a moment, you will hear Portfolio Managers 

Tom Atteberry and Abhi Patwardhan and members of the Investment 

Team of the FPA New Income Fund as they discuss the Fund, its 

performance, and their views on the fixed-income market and the 

economy. 

  As most of you know, we will be hosting our third FPA Investor Day 

here in Los Angeles on June the 6th.  Information on the event is on the 

front page of our website.  We look forward to seeing those of you who 

are attending.  And for those of you who still wish to attend, please 

register as we still have some space left.  For those unable to attend, the 

presentations from the day will be available on our website in the week or 

two thereafter.   

  Tom Atteberry is a Partner here at FPA and joined the firm in 1997.  

Tom has been a Portfolio Manager for FPA New Income since 2004.  

Abhi Patwardhan has been with FPA since 2010, Director of Research for 
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the Fund since April of 2015, and Portfolio Manager since November, 

2015.  Over to you, Tom. 

Tom: Thank you, Mark.  Thanks, everyone, for joining us this afternoon.  As we 

have always in the past, we want to start out with sort of a highlight of 

what our objectives are with the capital and what we're trying to 

accomplish.  So the first thing is we seek to get a positive return on an 

absolute basis over a rolling 12-month period.  And then over a longer 

period of time, we're looking to get CPI plus 100 basis points over a rolling 

five-year period. 

  And the Fund’s stated objectives are one of current income with a 

long-term return in capital preservation as well.  The chart at the bottom, 

we've shown this before but it’s always worth looking at again to get you a 

thought process of how our risk looks.  It’s our yield to worst and effective 

duration. And then if you just take that ratio sort of in general, how much 

you could take in interest rate increases or spread changes before you 

would get a zero return out of the portfolio.  These metrics have not 

changed a lot for us in the last three months nor over the last several 

years. 

  And when you look at both the Barclays Aggregate Index and the 

1-3 Index, they're very similar as well.  Looking at the first quarter, seems 
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the new topic of the day is sort of negative interest rates; NIRP if you want 

to put an acronym to it.  Some from the academic community say you go 

from ZIRP to NIRP.  I don't know what you do after you go from NIRP.  

But we thought we'd revisit again because Japan and their central bank 

has entered the world of NIRP and wanted to sort of share with you some 

of the impacts that it’s having on the portfolio, but I was going to say the 

bond market in general.   

  But as I start, let’s get a general concept of what are you trying to 

accomplish with negative interest rates?  And these are just some of the 

sort of bullet points that you might be trying to accomplish:  The first one 

being, well, if I tax savings then I will hope that the savings will turn into 

spending.  If I make the cost of borrowing negative so leverages increase 

to stimulate consumption.  While not a negative number, you are starting 

to see this type of activity. 

  Yesterday, Unilever—large consumer-products company, things 

like toothpaste and deodorant and soap—issued a 4-year, an 8-year, and 

a 12-year bond.  Now, they're A-rated.  They issue them in euros and you 

could lend money to Unilever for four years, receive no coupon, and at the 

end of that term they would return par back to you and you would earn a 

whopping .08% for that four-year period.  You could lend it to them for 
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eight years—again, no current coupon—and they will pay you 70 basis 

points in total return on an annual basis over the eight years because 

there's a discount today and they will pay you par in eight years. Or you 

can go all the way out to 12 years; they’ll actually pay you a coupon, 

1.12% for that 12-year period.  This is just an example of looking at what 

NIRP is starting to have an impact in this case on the corporate bond 

market in Europe. 

  Keep in mind that the European Central Bank could, if they chose 

in the future, buy these bonds because they've said that they would be 

willing to buy high-grade corporate bonds in Europe.  And they might want 

to own up to 70% of this issuer’s outstanding bonds if they so chose.  

Another area is you can sort of make the cost of interest expense at the 

government level more manageable, as you see debt levels continue to 

increase at both state and federal government of very sovereign entities. 

  And the other one is you can make it punitive for banks to hold 

excess reserves hoping that they would then take those excess reserves 

and go lend them out is something that Europe is trying to do.  The 

difficulty which they're having is that European banking system is still 

working through some high loan losses and some under sort of 

capitalization and is interested in lending the money out. 
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  So what's been the market’s reaction to these types of tools?  Well, 

the first is the price of gold has increased.  Remember it’s a zero-yielding 

asset but, in a NIRP world, that looks attractive.  Year to date on a dollar 

basis for the first quarter, gold was up 16%.  If you happen to be 

European in euros, it’s up 11.  If you happen to be the ever-famous Mrs. 

Watanabe in Japan, you are up 9%.  Households have been increasing 

the hoarding of cash.  Again, it’s a zero-yielding instrument but, in a NIRP 

world, that looks attractive.  And you’ve seen an increase in the demand 

for the 10,000 yen note in Japan.  Well, they gotta put the 10,000 yen 

note somewhere so there's been a spike in the sale of safes that you put 

in your home in Japan to keep your 10,000 yen notes in. 

  Companies are holding cash in a vault for short-term liquidity 

needs.  Munich Reinsurance, a large reinsurance company in Germany, 

has 10 billion euros in a vault for liquidity needs and other things that they 

might want to have in a short-term nature.  And then finally you look at 

countries where NIRP has been undertaken and the savings percentage 

tends to increase.  And that’s because the lack of earnings you have in 

your savings requires you to save more to make up for the difference.  

We'll have some things on that a little bit later.   
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  So looking at the world of sovereign debt and negative yields, 

we've gone over the last two years from basically one trillion to seven 

trillion.  Most of 2015 was Europeans and euros going at it, so we went 

from one to three.  And then the last couple of months we increased again 

and we're now up over seven trillion.  So where is this housed?  This chart 

looks at what is yen denominated?  What is euro denominated?  What is 

other?  Sixty-eight percent of the roughly $7½ trillion worth of negative 

yielding sovereign debt is in Japan.  Another 31% is in the euro.  And then 

finally there's a sliver of other that’s made up of basically the Swiss, the 

Swedes, and the Danes.  So you’ve now got what looks like somewhere in 

the range of almost 20% of all the outstanding sovereign debt has a 

negative yield in the world or somewhere around 45% if you take the U.S. 

out of the equation.        

  So we're looking at this and seeing its impact and some of the sort 

of oddities of the market start to sort of rear their ugly heads in a way.  

This is a look at two-year treasury yields in the white line and then various 

two-year sovereign debt yields; the Italians, the Germans, the Japanese, 

and the Swiss.  Couple of things interesting:  The Swiss are at the bottom 

in the red line.  You see a huge spike down about December of 2014, the 

beginning of 2015.  And that’s where the Swiss decided that “I need to 
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defend my currently, I’m going to do whatever is necessary.  I’m going to 

make negative interest rates so people just don't want to own Swiss 

francs.”  And their two-year went to basically a -1%.   

  At the same time, you look up and you notice that Italian two-year 

all of a sudden starts to yield less than the U.S. Treasury two-year.  One 

of these factoids that you can use right now is you can give the Italian 

Government money for two years because you're going to get the zero 

yield for it.  Or you can lend it to the U.S. and get 75 basis points.  Ah, that 

in itself you go, okay, what's the big problem here?  Well, the U.S., 

depending on whether you're Moody’s or S&P, it’s either rated double-A or 

triple-A.  The Italian Government is rated triple-B. 

  So this is one of those areas when you look at a negative interest 

rate policy starts to distort things away from fundamentals, because you 

shouldn’t be lending to somebody who’s of a lesser credit for a lower rate 

than someone who is of a higher credit.  That’s the short end of the yield 

curve.  This next graph looks at the long-end of the yield curve as in 10-

year sovereign yield.  Again, the U.S. is in white.  Sort of similar behavior 

about the time the Swiss decided that they needed to defend their 

currency and went to a heavily-negative interest rate policy.  Their 10-year 
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goes quite negative.  It’s bounced around somewhere between 50 basis 

points of negative. 

  And the Italian 10-year also start to yield less and the U.S. 10-year.  

I hate to pick on the Italians but, again, this is a triple-B entity of which you 

can now lend them money for 10 years at a 1¼% or you can lend the U.S. 

for 1¾.  And the Japanese just recently, in the green lines, they've gone 

negative as they went into the NIRP policy.  And Germans, the German 

10-year has flirted with the negative interest rate yield to it.  It’s been close 

to zero maybe 40 basis points.                

  So why so much at the long end do you see this move toward 

negative rates? And that’s somewhat different than just “I’m going to have 

a short-term policy of negative interest rates.”  This is where QE comes in 

play.  So we've got three groups on this chart.  We've got the U.S.  

Treasuries—these are coupons only, this doesn't include treasury bills—

the euro area, and JGBs.  And you have the net issuance and then you 

have the net issuance after QE.  

  And in the case of the U.S., 2012/2013/2014 is where that net 

issuance after QE got quite small with a negative number coming in 2013.  

Going across the columns and looking at Europe, if we look at 2015/2016, 

the European Central Bank will, in essence, buy more European 
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sovereign bonds than are issued.  It goes negative by a fairly significant 

amount.  As an example in 2015, that issuance is about 169 billion euros.  

But after you took out their quantitative easing program, it was a -167 

billion euros.  And then again, on the far right, you see Japan.   

  So what you have happening is you have the central bank buying 

longer-duration sovereign assets and taking them out of the marketplace 

so the supply is shrinking.  You get less liquidity.  Those who continue to 

want to own them, for whatever reasons, hoard them and don't trade them 

because they realize they cannot be replaced.   

  So what you look at from the U.S.—and we're going to move 

forward into this in a second—we were driving down our rates because of 

QE on the longer end—2012, ‘13, and ‘14—and maybe at this point, as 

we go to this next slide, you realize that we've got the Europe Central 

Bank helping us to drive them down even further.  This is a look at the 

balance of payments in the financial account for the Eurozone.  It's net 

portfolio investment.  So if it’s a positive number, you're investing more 

money domestically in Europe than you are overseas outside of Europe; if 

it’s a negative number, the other way around. 

  The blue line, by the way, is equities and investment shares, 

investment company shares and such, equities.  Actually there's more of 
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that money being done domestically than internationally.  They continue to 

buy more of their own equities versus buying foreign equities.  The red 

line is fixed income and about the time they went with a negative interest 

rate policy that became extremely negative.  A European investor is no 

longer buying a European local bond.  On a net basis, they're buying 

somebody else’s.  Pretty safe to assume it’s probably not the Japanese 

because that stuff even yields less.  They're showing up here on our 

doorstep buying our fixed income assets because the yield is positive, it’s 

attractive to them.  

  I understand this graph is a short.  It’s only looking at February.  

But February is important to look at because at the end of January, 

Japanese Central Bank entered negative interest rate policy.  And what 

was the destination of Japanese foreign security investments.  Oh!  Long-

term debt, whether it was North America, whether it was Europe, whether 

it was the rest of Asia/Oceania—Latin America didn't make any 

difference—that’s where they sent their money.   

  There's a couple of interesting things.  One of them is sort of an 

article that came out about a week or so ago about Japanese Post.  It's 

now a public company.  It used to be the postal saving system in Japan.  

It’s a bank and it’s an insurance company and financial services.  It’s 
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about a $1.9 trillion bank and about three-quarters of a trillion dollar-sized 

insurance company.  They've announced that they will be spending less in 

Japanese bonds, more in foreign-denominated bonds or private equities 

such as a logistics company in Australia.  Because they're searching for 

yield, they're searching for return; they no longer can receive it in the 

domestic markets in Japan. 

  This next graph looks at a study from Milliman about the top 100 

pension fund index.  It’s basically private fund, corporate pension plans.  

And this is one of those negative side effects that you're getting from 

NIRP.  And it’s a negative side effect not because it’s happening in the 

U.S., because it’s happening somewhere else and the capital is coming to 

the U.S. as it searches for any kind of return. 

  The blue line represents your funding status.  In 2011, the funding 

status for these pension plans was roughly 90% and it sort of hovered 

around that.  It bounced down in 2012, last time we had very low interest 

rates.  But if you'll notice in 2015, sort of April on, it’s been declining.  It’s 

now down to a funding status of 80%.  And then on the far right you see 

three lines.  You see a blue dotted-line, a blue solid line, and a red line.  

Within the box is a look at discount rates and expected returns.  So we'll 

just pick the solid blue line.  Right now it’s a baseline forecast, the 
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discount these people are all using for these pension plans is basically 

4%.  They're expecting to get a return of 7.3%.  If that happens for the 

next couple of years, ah, the funding status improves a little bit.  Let’s call 

that status quo.   

  What if NIRP takes hold more?  The discount rate declines.  But 

your expected return declines as well because growth and the economy 

are just not that great.  That's the red line.  All of a sudden your funding 

status continues to deteriorate.  The blue dotted-line is everything is 

awesome; this is like going to the Lego movie.  Interest rates increase so 

your discount rate goes up and your returns go up as well.  And oh, lo and 

behold, in two years your funding status is 100%. 

  Keep in mind the use of the discount rate is what you're doing is 

the simple present value problem.  You have this future stream of 

liabilities you have to pay out and you need to find out what the present 

value is. So to do that, you have to take some discount rate, discount 

those numbers back.  The lower that number, the higher the present 

value.  So in everything’s-awesome world, the interest rates rise, the 

present value gets smaller.  Oh, look at this, this is great!  So this is what 

the pension plans are faced with.   
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  Looking forward, there is a government entity in the U.S. called the 

Pension Benefit Guaranty Corporation.  And this is sort of how their net 

financial position looks like.  Now, their job is to sit around and guarantee 

pension payments from pension plans.  Well, they're roughly somewhere 

in the 75 to 80 billion, more liabilities than assets.  Why might that be?  

Well, one of the reasons is if we look at the public plan area, their rate of 

return assumptions have been about 7.8%.  Well, in the public pension 

plan area, they tend to take their expected rate of return and they use that 

for the discount rate.  We can have a long, philosophical discussion 

whether that right or not.  But the one thing it does do is it reduces the 

size of their liabilities.   

  Another thing to keep in mind with them, if you took the top 20 

hedge funds last year, they earned you 3.2%.  And as we showed at the 

end of last year, the return rate, the best asset class did about a 1.68 

return.  Looking further back, the public pension plan area has not made 

its assumed rate of return for 10 to 15 years.  They continue to become 

more and more underfunded.  And if NIRP continues, whether it’s 

overseas or whether it ever ends up in the U.S., it’s just going to make the 

problem worse and worse.  This is sort of the negative impact for a 

savings plan. 
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  So a side note here just to sort of look at corporate bond 

ownership.  And this is a good way to say, “Okay, well, I understand, 

treasuries are rich.  There's not much yield so let’s go buy corporates,” 

away from the Unilever.  This is corporate bond ownership.  The top part 

of this is purple.  That's foreigners, non-U.S. investors.  And after 2008, it 

has expanded and it continues to expand.  The orange slice is financial 

institutions.  Well, after Dodd-Frank in 2008, the new regulatory world, 

they own less of them. 

  The light-blue is the pension world.  Well, since they don't yield 

what my actual return expectations are, pension plans own less of those 

as well.  The mutual fund world, as we have spoken about in the past, 

continues to expand its ownership of corporates because they just yield 

higher than treasuries.  And then the tan spot which is the life insurance 

and the insurance business, while it’s less than it used to be, if I look back 

into the 1990s, it’s still a significant piece.  And then households which is 

sort of a catchall category, continues to move further down.  But what this 

is telling us is we go into NIRP you also find yourself seeing a different 

cohort of corporate bond owners than you’ve seen in the past. 

  Other sort of negative impacts that we're seeing from whether this 

sort of zero interest rate and negative interest rate policy, the bar chart 
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here is looking at the percentage-point contribution to the year-over-year 

change in consumer spending—and it’s for 15 metro areas, it’s basically 

the largest 15 metro areas in the U.S.—and then the colors all represent 

different age groups.  All the negative contributors—with the exception of 

March 15th of ‘15, are people who are 45 years of age or older, people 

who were tending to save for retirement—as their savings is earning them 

less, their spending decreases to make up the difference. All the spending 

you see going on is sort of the under 25, 25 to 34, and then 35 to 44.  So 

this is one of those behavioral changes we've been noticing is we've either 

gone to a zero interest rate policy or, in the case of Europe and Japan, 

we've gone to a negative interest rate policy.     

  And then finally the last two somewhat related, equally disturbing in 

thinking through the economy, this is a look on this first page of if you 

were a Millennial and you were a first-time homebuyer and you wanted to 

buy the medium-priced home in these cities—San Francisco, San Jose, 

Los Angeles, Portland, Denver, and such and such—and you were going 

to have to put down 20% as a down payment—which, by the way, 

traditionally is what you had to put down to buy a house in this country is 

20%—how much would you need?  Well, in San Francisco you'd need a 

little over 140,000.  Presently your current savings is not quite 20,000.  In 
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fact, if you actually do the math, at the rate it’s going, it will take you 27 

years to get the down payment. 

  Now, two things are at play.  The asset price has been moving 

up—which is what QE was supposed to do in the U.S. was make asset 

prices rise—but at the same time your earnings on savings are down.  It is 

making it more and more difficult for that Millennial to buy a home.  So 

what's the impact of that?  The housing market in the U.S. tends to find 

itself changes and single-family housing starts and such tend to be less. 

  And then finally, looking at this and looking through, asked a simple 

set of questions of this first-time homebuyer.  “What's keeping you from 

buying?  What's the reason you're not buying?”  “Can't afford,” roughly 

80%.  The others are not ready to settle down, waiting to be married. I’m 

not quite sure if those two might be connected in some way, shape, or 

form to this group.  But the point is almost 80% all the time in these 

various cities is “I can't afford to do this.”  So we also see a housing 

ownership change.  And so we look through this and realize that the 

chances of homeownership as the percentage of the households 

increasing by a dramatic amount, is probably not going to occur.   

  At this point, looking at this sort of activity, I’m going to turn it on 

over to Abhi.  He’s going to talk a little bit about the impacts to the market, 
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the impacts to our portfolio, and the types of investment opportunities 

we're finding when we look at this sort of investment landscape.   

Abhi: Thanks, Tom.  During the first quarter, from our seat, there were two 

dominant themes in financial markets.   

  The first is lower Treasury yields.  This slide shows a comparison of 

the US Treasury yield curve as of December 31, 2015 and March 31, 

2016.  Except for the 6 month Treasury bill, yields across the board are 

significantly lower than they were three months ago.  One reason for lower 

Treasury yields is that there has been increasing concern about the health 

of the US economy.  As a result, whereas last year markets gave more 

credence to the notion of the Fed raising rates multiple times in 2016, 

there is now less conviction in that idea and Treasury yields have adjusted 

accordingly. 

  The second dominant theme in financial markets was oil.  Oil was a 

significant driver of returns in markets for risk assets like equities and high 

yield bonds.  This chart shows the price of West Texas Intermediate crude 

oil in green along with the year-to-date return of the S&P 500, the 

Barclays HY index, the Barclays HY energy index and the Barclays HY 

index excluding energy.  The vertical dashed line marks the date where oil 

reached its low point during the quarter.  Oil started the year at about 
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$40/bbl, reached a low of about $31/bbl on Feb. 11 and then 

subsequently rallied to about $38/bbl by the end of the quarter.  Not 

coincidentally, equities and high yield bonds also reached their low point 

on Feb 11 then subsequently rallied.  For example, the S&P was down 

10% through Feb 11 then finished the quarter up 1.4%.  The HY index 

was down 5% through Feb 11 then finished the quarter up a little over 3%.  

Even the non-energy component of the HY index, which ostensibly has no 

energy exposure, was down 3.5% through Feb. 11 then finished the 

quarter up 3.25%. 

  With that backdrop, the FPA New Income fund was up 75 bps 

before fees in the first quarter.  Though the portfolio had some benefit 

from the rally in Treasuries and commodities, most of the fund’s return in 

the quarter came from coupons or income.   

  This slide shows the contribution to return by sector.  The bottom 

right side of the table shows the gross return and the numbers above it 

show the contribution of each sector to that total.  The largest contributor 

to performance during the quarter was our asset-backed securities 

backed by subprime auto loans which contributed 14 bps of return.  The 

second largest contributor to performance was our GNMA project loan 

interest only bonds which is listed here as CMBS Stripped and which 
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contributed 13 bps of return.  The third largest contributor to performance 

was our metals and mining and transportation-related bonds which are 

included in the Corporate High Yield sector. 

  The largest detractor from performance during the quarter was our 

agency residential mortgage interest only bonds which are listed here as 

MBS Stripped and which reduced performance by 6 bps due to lower 

Treasury yields.  The second largest detractor from performance was our 

energy related bonds and bank debt which are included in the Corporate 

High Yield sector on this slide.  Aside from those two items, there were no 

other detractors from performance during the quarter. 

  The next slide shows the composition of the portfolio by investment 

idea as of December 31 and March 31.  There are two notable changes in 

the portfolio during the quarter. 

  First, the credit component of the portfolio which represents 

holdings rated less than AA, decreased from 23% of the portfolio to 20% 

of the portfolio due to amortization and maturities of existing holdings and 

the sale of a position.  Those reductions were partially offset by the 

addition of a new position and additions to an existing position.  The 

decrease in credit exposure was not tactical but rather was due to the lack 

of attractive investment opportunities.  We continue to look for situations 
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where we feel like we are compensated for the risk of not getting paid; 

those opportunities were hard to find in the first quarter though, as I just 

mentioned, we were able to find a couple of investments that made 

sense.  That same thought process applies to our existing holdings.  

Regarding the sale that we made, we re-evaluated the investment and 

determined that the business fundamentals may reach a turning point 

which changed the risk profile of the investment and led to the sale. 

  The net cash proceeds from the net decrease in credit exposure 

combined with cash from amortization, maturities and sales in the high 

quality portion of the portfolio was reinvested into bonds that are similar to 

what we already own in the high quality portion of the portfolio with the 

remainder staying in cash.  Consequently, when you compare the two pie 

charts, you’ll see that corporate bonds decreased by 2 percentage points, 

ABS equipment increased by 2 percentage points and cash increased by 

2 percentage points with everything else relatively unchanged.   

  The other notable change in the quarter is that Treasuries appear 

this quarter as their own 4% slice of the portfolio.  Over the past several 

years, Treasuries had generally been included in cash and equivalents 

because we typically owned Treasuries that matured in 13 months or less.  

However, at the end of last year, we bought a roughly 2% position in the 
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two year Treasury.  This quarter, we added a 4.5 year Treasury bond 

which I’d like to take a moment to discuss. 

  We have been consistent in buying bonds at prices that protect 

against duration or interest rate risk.  Specifically, we typically try to buy 

bonds at prices where we could still expect a positive return over a twelve 

month period if the yield on the bond were to increase by 100 bps over 

that 12 month period.  When we bought the two year Treasury, it passed 

that test.  Given where Treasury yields have been over the past three 

months, clearly the 4.5 year Treasury bond would not pass that test but 

this does not represent a change in our approach to duration. 

  Rather, the 4.5 year Treasury is the result of a risk management 

process we undertook at the beginning of the year which was fueled by a 

desire to add some protection to the portfolio in the event that there is a 

significant selloff in credit markets and/or liquidity disappears again.  As 

we have seen over the past year, credit markets have proven to be very 

sensitive to economic news, oil prices and liquidity, all of which have 

created severe short-term price declines in credit-sensitive bonds like high 

yield bonds.  Consistent with our objective of trying to achieve a positive 

return over a 12 month period, we searched for a way to add some 

protection to the portfolio in the event that our credit-sensitive bonds 
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experience short-term price declines due to things like collapsing oil 

prices, disappearing liquidity or poor economic news.  The thought is that 

if higher credit spreads are associated with weaker economic growth then 

Treasury yields should decline and our 4.5 year Treasury should increase 

in price to offset the decline in the price of our credit-sensitive bonds.  

Alternatively or in addition, if liquidity disappears, that tends to drive 

capital into the Treasury market which should also push up the price of 

our 4.5 year Treasury bond as an offset to price declines that our credit-

sensitive bonds may experience.  Having said that, Treasury bond prices 

can move for a myriad of reasons unrelated to credit markets or economic 

fundamentals so the relationship between Treasury bond prices and our 

specific credit-sensitive bonds is not perfect.  As such, we are sizing the 

4.5 year Treasury position accordingly.  

  Overall, we continue to have a short-duration portfolio as evidenced 

by the next slide which shows the percentage of the portfolio’s principal 

which we expect to receive each quarter in the form of amortization and 

maturities.  As shown on this chart, we expect that 41% of the portfolio’s 

principal will come back this calendar year and 42% should come back 

next year.  A large component of the portfolio is invested in structured 

products whose monthly and quarterly amortization provide what we call 
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“organic liquidity” which is portfolio liquidity that gets created without us 

having to sell bonds.  This organic liquidity allows us to reinvest into 

attractive opportunities that may appear without having to rely on selling 

bonds to do so.  This is especially valuable when liquidity disappears from 

the market as it has been doing lately. 

  The next slide shows the yield-to-worst and duration by sector as of 

March 31, 2016.  As of the end of the quarter, the portfolio had a yield-to-

worst of 3.18% and a duration of 1.3 years.  In comparison, at the end of 

2015, the portfolio had a yield-to-worst of 3.5% and a duration of 1.3 

years.  The duration is essentially unchanged while the yield-to-worst is 

meaningfully lower due mostly to the aforementioned reduction in our 

credit holdings which tend to have higher yields. 

  Finally, we’ll wrap up by discussing our subprime auto ABS 

holdings.  We’d like to refresh and provide more detail on how we 

evaluate these bonds and why we monitor but are not concerned about 

the negative headlines.  Keep in mind that these comments only apply to 

what we own which tends to be senior bonds from specific issuers.  These 

comments may not apply to other bonds that are available. 

  About 21% of the portfolio is held in asset-backed securities 

backed by subprime auto loans.  Over the past several months there have 
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been a lot of news articles and negative commentary about these loans, 

mostly centering on negative trends.  Specifically, commentators have 

expressed concern about longer loan terms, lower quality borrowers and 

higher loan-to-value ratios.  There is now additional commentary 

regarding falling used car prices.  This is not news to us.  We pointed out 

these issues a couple of years ago and we’ll update them here.  In 

summary, we share those concerns but our bonds have so much 

protection built into them that we are not concerned about any impact on 

the bonds that we own.   

  One other thing to note before we begin is that looking at overall 

market data in the subprime auto space can be misleading.  Historical 

data points are not necessarily comparable to each other because the 

data is typically based on the universe of lenders who issue bonds.  The 

past few years have seen more bond issuance by lenders who focus on 

lower quality loans so the recent data will, all things being equal, tend to 

show lower quality loans and worse performance even if the loan trends 

were unchanged. 

  Here we go.  This slide shows data from S&P.  We added boxes to 

highlight the trends I just described.   
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  First, the proportion of subprime auto loans that are backed by 

used cars is increasing which is concerning because we expect that used 

car prices will start to come down.  Used car prices had been on an 

upswing following the financial crisis due to a supply/demand imbalance.  

Moreover, a large proportion of new car sales over the past few years 

have come via the lease market.  Those leases are expiring which means 

that there will be more cars hitting the market which should put pressure 

on used car prices.  The value of the car is supposed to help protect you 

from losses on subprime auto loans because, if the borrower can’t pay, 

you can repossess the car and sell it to mitigate your losses.  Thus, all 

things being equal, lower used car prices are bad for subprime auto loans.  

However, when we analyze bonds, we typically assume that the cars are 

worthless upon default which is why we care but are not concerned when 

we see falling used car prices. 

  Next, the proportion of loans that has a maturity greater than 60 

months has been increasing which is bad because that means that the 

borrower can become underwater on his or her car loan sooner and that 

can lead to more defaults.  In addition, the average FICO on loans has 

been decreasing which is bad because that translates into a greater 

likelihood of defaults.  Again, these trends merit observation but since we 
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assume historically high defaults anyway, these negative trends are not 

impactful to the value of our bonds. 

  Finally, the loan-to-value ratio on loans has been increasing which 

means losses upon default will likely be higher.  Since we typically 

assume little to no recovery on defaulted loans, the higher loan-to-value 

trends do not concern us on our bonds. 

  This next slide is also from S&P and shows industrywide data on 

subprime auto loan losses by vintage.  To interpret this chart, if you were 

to follow a group of loans that were underwritten in 2008 and follow those 

loans through their life, the dotted green line would tell you what the 

losses on those loans have been as the loans age.  For example, 

approximately 12 months after they were underwritten, those 2008 loans 

had losses of about 5.5%.  Once those loans had matured or otherwise 

been fully resolved, those 2008 loans ended up having losses of over 

15% as shown by the dotted green line on the far right hand side of the 

chart. 

  This chart is useful for two reasons.  One, the dotted pink line 

shows that losses on 2015 loans are outpacing all of the other vintages 

which speaks to the decreasing loan quality but keep in mind the 

comment I made at the beginning: these data points are not necessarily 
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comparable and it’s better to look at these things on an issuer-by-issuer 

basis.   

  The other reason why this chart is useful is because it 

encapsulates how we evaluate bonds.  First, we have met with and done 

diligence on most of the lenders in the subprime auto loan space.  We 

only invest with lenders who we think underwrite loans, verify information 

and service loans in a prudent manner.  We also focus on issuers whom 

we think are prudent in managing their balance sheets.  Second, once we 

identify an issuer that we like, we pore through historical data from that 

issuer to create a data set similar to what’s on this slide.  We identify the 

losses on the worst performing vintage of loans from that issuer and we 

use those losses as our base case assumption when evaluating bonds.  

Typically, this means we assume that losses will be similar to or worse 

than what was experienced during the financial crisis.  We refer to these 

losses as the peak losses. 

 

  The next slide shows an example.  The chart on this slide shows 

the structure of a subprime auto ABS deal.  At the bottom of the table, the 

collateral for these bonds is comprised of $1.2bn of loans and $25mm of 

cash.  Subprime auto ABS bonds follow a sequential pay structure which 
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means that all principal flows from the top down so principal payments on 

the underlying loans pay the A1 first, then the A2, then the A3 and so on.  

Losses flow from the bottom up so the first line of the defense is the 

overcollateralization, which is the amount by which the loan collateral 

exceeds the total bond balance, plus the cash.  Then losses impact the E 

tranche, then the D tranche and so on.  The second to last column shows 

the credit enhancement for each tranche.  The credit enhancement 

measures the amount of collateral you could wipe out without impacting a 

specific bond.  For example, on the B tranche which is highlighted in 

green, you could have collateral losses of 39% without impacting the B 

tranche.  Based on our analysis of past losses for this issuer, we assume 

that the collateral losses will be 24% which means that the B tranche can 

withstand losses that are 1.6x greater than the losses experienced during 

the financial crisis.  As a reference point, the rating agencies assume that 

this issuer will have losses of 15% which means that the B tranche can 

withstand losses that are 2.6x greater than what the rating agencies 

assume. 

  This is just an example of our approach.  This analysis yields 

different results for different issuers which means that, depending on the 
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issuer and the structure of the deal, we may only feel comfortable owning 

the equivalent priority to an A1, A2, or A3 bond.   

  Using this approach, the issuers that we own had a peak loss 

experience of 22% on weighted average basis.  The credit enhancement 

on our bonds is 53% on a weighted average basis which means that our 

bonds could withstand losses that are 3.2x greater than the issuer’s peak 

loss.   

  The summary is that we are not buying bonds that only work under 

a narrow range of outcomes.  We buy bonds that are able to survive 

extreme outcomes.  We have a tremendous amount of protection on our 

bonds which is why we are not concerned about their value. 

  With that, we can move on to Q&A.  We’ll start with a question we 

received in advance of today’s call which Julian will address. 

Julian: Thank you, Abhi.  The question was, “Please discuss the exposure to 

CMOs including quality, average life, and worries about defaults.”  Now, 

while many longtime investors are likely familiar with our CMO portfolio, 

an update may be appropriate as we have not touched on it much lately 

as frankly we found better opportunities in other sectors. 

  Broadly speaking, we have about 16.4% of the portfolio invested in 

both agency and non-agency CMOs.  The agency component represents 
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approximately 4½% with the non-agency component largely split into 

roughly 7% non-performing mortgages and approximately 3% in 

reperforming mortgages.  In essence, we have trifurcated our borrowers in 

to the good, the bad, and the ugly.  We address the bad and the ugly 

through bond structure so that regardless of the borrower, we have good 

bonds. 

  Starting in the top section is our very-high-quality borrowers in our 

agency CMOs. And these are backed by very seasoned, 15 and 20-year 

loans, as well as some 30-year jumbo and relo.  Note that the principal on 

these bonds is agency-guaranteed, but we still face default risk in that 

defaults could cause a prepayment event which is bad for premium 

bonds.  Given the absolute level of yield, we're not paid here to take any 

credit risk so we then seek to reduce the prepayment variability which we 

accomplish through the seasoning, the relo collateral, and high-quality 

jumbo borrowers. 

  So if you're looking at that top section, I would like to draw your 

attention to the item LTV.  That stands for loan to value.  So this borrower 

has on average 68% loan to value, meaning that they have 32% equity, 

meaning that they're not likely to walk away from the house.  Their FICO 

is 731.  And you'll note that the gross weighted average coupon is 4.72%, 
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which means that we have a premium bond.  We also have an older, 

seasoned pool of borrowers which is where we get back to trying to 

control the prepay variability.   

  So then we move down to the middle section and this is where we 

have our poor-to-improving, mediocre borrowers in our reperforming 

section.  These bonds are backed by borrowers who have their mortgages 

modified and so have been paying consistently for 12 months.  These 

borrowers have relative prepayment stability because of their limited 

refinance options and transaction opportunities.  We greatly reduce our 

exposure to their credit risk via very-substantial credit support such that 

our adjusted loan-to-value is only 37%, which you can see to the far right.  

And you can see the credit support of 49%, which touches back on Abhi’s 

description of our subprime auto securities.   

  And then, finally, we have the ugly.  This is the defaulted borrower 

in our nonperforming sector. This borrower is no longer a borrower; 

they're merely along for the ride as these are effectively real estate 

transactions created in 45 to 50% of the home’s current market value.  

These bonds tend to have a weighted average life of 1½ years.  And we 

have approximately 2.3% in other CMO ideas like reverse mortgages, 
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traditional non-agency mortgages, but there's not enough concentration to 

be meaningful there yet.  

  Just to get back to the nonperforming, you can see that the 45 to 

50% effective market value of the homes provides much more than 

adequate support.  So hopefully this addresses the concerns about the 

CMOs that were asked.  If you have more questions, please reach to the 

client services.  And thank you, back to Tom.   

Mark: Thanks.  We'll now move to a couple of questions received prior and then 

more questions we have gotten during the call.  Next question is, “Where 

is the portfolio ranked today versus historically regarding risk?  Quality 

looks less obvious in spots.”   

Tom: Okay, let me address that one.  I’m going to look back at data that we 

have going back to 1990 in the portfolio to sort of give you a sense of 

where we are today versus where we might have been at other times.  

The duration range of this portfolio from 1994 has been as low as a half a 

year, which was in 2003, and as much as about 4.6 years that was going 

on sort of the mid to late ‘90s.  We currently stand at a 1.3-year duration 

today.  So very much so, this is the low end its range.  This portfolio is 

taking significantly less interest rate risk than it has at times in the past.  
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  If we just look at the credit component of those things rated single-

A and below, that range has been 1% to about 23%.  The maximum, by 

the way, it could ever have is 25. And today we're running about 20.  If we 

look at the 1% range, that was just prior to the downturn in the economy in 

2008 when we just had one security still in the portfolio.  While it’s at 20% 

today, it’s only a little over 7 in either leverage loans or high yield.  Much 

more of the credit is in different areas of the marketplace than it has in the 

past.  The biggest piece really is what Julian had alluded to when he 

talked about the nonperforming loan or the ugly.  Those are nonrated 

securities and that’s about 7% of the portfolio.  So as you look at the 

changes over time, that’s one of the areas that you see today that, if we 

look back 5, 10, and 15 years, ago we would not have had. 

  Continuing on with the comments that Julian made regarding 

mortgages.  As he said, it’s not been an area of emphasis of late because 

there's been fewer opportunities.  Historically, over this 1990 period 

forward, our mortgage exposure has been in the 20 to 40% range.  We're 

now down at about 20.  The result of this is one where you're looking at 

situation, well, this portfolio is less volatile in some respects because 

range of average life outcomes as rates move around is much less 

because of it’s got a lower mortgage exposure. 
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  And then finally on cash and cash equivalents; cash and cash 

equivalents, I think the lowest we ever got was probably 2 or 3% and the 

highest was 30, 35% over time.  And we're running at 9 now.  Well, as we 

all are aware that, yeah, there isn't much to be earned in cash, it’s zero.  

So it is one of the main reasons why it has become a much lower 

component of the portfolio.  Those periods of time where the cash was 20, 

25, 30%, you were still getting a reasonable return for that and you were 

using it as one of the ways to anchor against duration risk.  We’ve 

substituted that, as Abhi had pointed out on the chart, when we talk about 

sort of the organic liquidity the portfolio has where we've got things that 

amortize off for us.  So that’s been a change as well.   

  And then finally a little bit is what's different today maybe than in 

the past.  Our use of CMBS and asset-backed securities is much higher 

today than we've ever had in the past if we look back into the ‘90s and the 

early 2000s.   

Mark: Thanks, Tom.  “Which fixed-income instruments are working best in the 

current environment?  What are opportunities?”      

Abhi: The very short, simple answer is that anything that’s long duration and has 

more risk has worked, worked meaning that it’s generated the best 

returns.  Having said that, in terms of what we are trying to accomplish in 
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our portfolio and with our strategies, a lot of those sorts of things don't 

really work for us per se either because there's too much pure interest-

rate duration risk or there's not enough compensation on an absolute 

return basis to compensate for the credit risk.   

  So in terms of what we're able to do in our portfolio or what we're 

trying to do in our portfolio, the sorts of things that continue to work for us 

continue to be, in general, shorter duration bonds.  We still continue to 

view credit markets as being pretty expensive, although it’s become 

somewhat cheaper over the past nine months.  But, in general, we find 

credit markets to be too expensive.  So on occasion we can find 

interesting credit investments opportunities, but they're few and far 

between so far.  

Mark: Thank you.  We have one more question here.  “Is it correct that 7% of the 

portfolio is in nonperforming or is it 7% of the CMOs in nonperforming?” 

Julian: Okay, perhaps the terminology may be a little opaque to those not very 

familiar with the mortgage market.  So these securities are, in fact, 

performing excellently because they are not what you would think of as a 

traditional mortgage.  This is basically a pool of defaulted loans where you 

are simply moving a timeline of home sales through the securitization. 
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  So as we mentioned before, these things tend to have an average 

life of about 1½ years depending on which states you're located in and so 

on.  And so when you see 7% in there, that figure can vary significantly as 

the seasonality of home sales in the summer versus the slowdown in the 

winter and so forth.  But this is not a nonperforming security.  It is a 

security comprised of already-defaulted loans, which is why the 

securitization purchases them at 45 to 50¢ on the dollar.  And as I said, 

there is no borrower exposure, so to speak.  This is simply a series of real 

estate transactions where you're selling houses that you purchase at 50¢ 

on the dollar.   

Mark: Thanks, Julian.  “You showed a slide on young spenders.  What would 

you say is the primary impact of this on the bond market?” 

Tom: Yeah, we had the slide that looks at spenders being young.  And first off, 

in general, you would expect someone younger as they accumulate 

assets to be a bigger spender than those who are older who have already 

accumulated assets.  As its impact, as it looks like unto the bond market, 

what you see is really looking at an aggregate is the fact that you’ve got 

an older population who is sort of in a negative year-over-year spending 

and the end result of this is you have a much slower growing economy 
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because you're requiring a smaller segment of the population to do most 

of the heavy lifting, which is sort of the 35-and-under crowd. 

  And so how that’s manifesting itself in the bond is in two fashions.  

One, you look at just nominal GDP growth; it’s been substandard since 

2008.  You then look at things such as cash flows, corporate earnings, 

profits; they've all tended to start to decline over the last year or so.  One 

of the comments that Abhi made, is we don't find a tremendous amount of 

opportunities in the high-yield space because we don't find a tremendous 

amount of places where you’ve got companies that are growing revenues 

and growing cash flows because you're looking at a fact of you’ve got a 

younger population who’s doing most of your spending and an older 

population who’s sort of in a negative spending mode.   

  And then finally, because you have this lower growth economy, you 

are ending up with a Federal Reserve policy that’s sitting in zero interest 

rates for a longer period of time.  It's trying to figure out, well, gee, if I just 

make money cheap, can I get someone to borrow it sort of simulative 

idea.  And it’s not working too terribly well, so you start to get that 

distortion as well.  And if you think about it in its broader terms and you 

think about what's happening is, I don't have the data up here for Europe 

but if I think about Europe demographically, it’s an older demographic 
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population than the U.S.  So it wouldn't surprise me if I saw this graph for 

the 15 largest cities in Europe, it would look even more to one of less 

spending and more concentrated in a smaller group of people. 

  And so what's that end up with?  Well, you end up with something 

that looks like a two-year Italian bond at zero and you look at an economy 

in Europe is at zero or one is growth; it’s worth is even less so.  So in a 

broad sense, what this is looking at what you look at in here is you're 

having a smaller segment of the population that’s having to do more of the 

heavy lifting and the result of that is you're just getting substandard 

growth.   

Mark: Thanks, Tom.  Well, that concludes the questions for today.  Oh, hang on, 

we've got one more.  “What is the current spectrum of high-yield bonds 

that you see the best relative value, or where in the credit spectrum?”  

We'll go back to Abhi.  

Abhi: So at the risk of giving a non-answer answer, we don't really have a 

relative value point of view.  We look at everything on an absolute return 

basis.  I would say that, in general, if you had to pick a spot in the credit 

spectrum where you are able to find bonds that compensate you on an 

absolute basis for credit risk, these days it’s probably going to be more on 

the lower-risk end of the credit spectrum.  But there's no categorical 
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answer to that.  For us it’s really situation-by-situation-specific.  So if it’s 

possible for us to find a riskier bond at a high enough yield and we feel 

like we're getting compensated by the potential array of outcomes, then 

that’s something that we would consider as well.     

Mark: Thanks, Abhi.  I believe that concludes the questions, unless one scurries 

in.  But to you, our listeners, thank you for participating in today’s First 

Quarter 2016 New Income webcast.  We will rerecord a part of the section 

where Abhi’s voice basically gave in on him and, when it recovers, we will 

rerecord it so that the audio aspect of the transcript is clear on the 

website.  So while the written part will be up there, the audio aspect will be 

up there, so just FYI on that.    

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

playback of this recording and view the presentation slides that will be 

available on our website with a few days at FPAFunds.com.  We urge you 

to visit the website for additional information on the Fund, such as 

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

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

your feedback and any suggestions or comments.  We encourage you to 

complete this portion as we do take those seriously.  Please visit 

FPAFunds.com for webcast information including replays.  We will post 
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the date and time of the prospective calls towards the end of each current 

quarter and expect the calls, as is the case today, to be held three to four 

weeks following each quarter end.  

  If you didn't receive an invitation for today’s webcast and you'd 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 Fund.  We do want to 

make sure that you understand that the views expressed on this call are 

as of today, April 26th, 2016, and are subject to change 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 an investment decision.  The information provided 

does not constitute, and should not be construed as, an offer or 

solicitation with respect to any 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 
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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.  

Please read the prospectus carefully before investing.  FPA New Income, 

Inc. is offered by UMB Distribution Services, LLC.  This concludes today’s 

call and thank you for participating.   

[END FILE] 


