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

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

name is Brande Winget and I help oversee Client Service here at FPA.  

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

available on our website, FPAFunds.com.  In just a moment, you will hear 

from Portfolio Managers Tom Atteberry and Abhi Patwardhan and 

members of the Investment Team of FPA New Income Fund as they 

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

market and the economy. 

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

Tom has been a Portfolio Manager of the FPA New Income Fund since 

2004.  Abhi Patwardhan has been with FPA since 2010, is Director of 

Research for the AFI Strategy since April of 2015, and Portfolio Manager 

since November of 2015.  Tom, over to you. 

Tom: Thank you very much.  Thank you, everyone, on this summer afternoon to 

join us to talk about fixed income in the New Income Fund.  So I’ll start off 

with the customary page we've always had on here just to get everybody 

grounded in sort of how we look at the world, what we're trying to 

accomplish.  We have a short-term objective of trying to get an absolute 

positive return over a 12-month period.  Long term, we're looking to get 
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CPI plus 100 basis points over a rolling five-year period.  And because of 

that, we're only looking at securities that'll accomplish those two objectives 

this strategy becomes very indifferent to whatever benchmark might be 

out there for a fixed income portfolio.    

  And then finally at the bottom is a chart we always have in here to 

give people a sense of, all right, how much would interest rates or spread 

rates have to change in a 12-month period before the New Income Fund 

or the Barclays Aggregate Index or the 1-3 Year Index would get to a zero 

return.  In our case, it’s about 219 basis points.  That’s merely taking the 

yield 2.93% and divided 1.34 into it.  And then you can see what would 

happen for whether it’s the Aggregate Index where you'd only need about 

35 basis points worth of movement, in the 1-3 Year where you'd need just 

shy of 50.    

  Effective the 1st of June, we had an announcement to the Funds 

that I wanted to spend a minute discussing.  The first one is one of the 

key sort of tenets of FPA is we always look after investors first.  And 

because of that sort of being the thing that drives us the most, effective 

the 1st of June we made a change of which we will reimburse the Fund for 

any expenses that exceed 49 basis points.  That’ll be in effect for the next 

year and then after that we will review it on an annual basis.  As a 
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reference point, on the last fiscal year for the Fund, it had 58 basis points 

worth of expenses.   

  So there were a couple of things that really drove us to do this.  

And the main one is just sort of global central banks and their continued 

policy of financial repression.  Whether it’s the negative interest rate 

policies of Japan and Europe, whether it’s Japan and Europe’s massive 

QE programs—quantitative easing—or the zero interest rate policies and 

the quantitative easing that went on in the U.S., all this is trying to do two 

things:  mainly drive the yield down on any high-quality asset you might 

want to look at in the fixed income space and, at the same time, it is also 

pushing people into more risky assets which means even the high-yield 

portion of the market finds itself with extremely low levels of yield. 

  Looking at that we found ourselves, look, we've come to the 

decision of we are either going to sacrifice our value investment strategy 

in style in pursuit of trying find yield and stretch for it, whether it would be 

taking on more credit risk than you should or more duration risk than you 

should, or we're going to stick true to our discipline.  Well, quite frankly, 

that was an easy sort of discussion to have; you keep to your discipline.  

So in keeping with the discipline, we looked at the situation and we said 
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the best thing we can do for our shareholders is to make this capping, so 

to speak, of the expense ratio at 49 basis points.      

  This page looks at something out of the market material really prior 

to the 1st of June and sort of pictorially says how do we look at the fixed 

income markets, how do we look at bonds?  And we've always looked at 

the bond market dividing it into two things.  Really what's driving price is 

really what the main was and it drove us in looking at two areas.  For the 

high-quality space, price is driven by macroeconomic views, fiscal policy, 

monetary policy, what's the shape of the yield curve, direction of inflation, 

all those sorts of big issues. 

  And everybody within that basket in the high quality moves in 

homogeneous fashion.  And that used to be when we looked at it, 

originally it was sort of AA- and above fit in that category.  And then things 

that were A and above tended to be more heterogeneous because they 

were driven by a willingness and ability to pay you back. 

  Starting in 2010, we took a serious look at how we wanted to 

deploy capital after the sort of Great Recession that we'd experienced, 

and a couple of things came to mind for us.  First, we were very confident 

that growth on the GDP level was going to be substandard, slower than 
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normal.  And the reason for that is you had two huge entities that needed 

to delever, the consumer and the banking industry. 

  So in a delevering environment we looked at, well, how do you 

deploy bond money in a delevering environment?  How do you lend 

money in that environment?  And what we came away with, well, you 

wanted to lend on a critical asset to a business or an individual.  Given the 

absolute low level of rates, five years was sort of the maximum maturity 

you were comfortable with. 

  Well, with that as a backdrop we extensively went in to explore 

what opportunities we could find, whether it was in the corporate market 

or the structured product market, that would solve for that equation that 

we'd set forth for ourselves.  So we started to do extensive research up 

and down the capital structure—whether it was AAA, AA, A, high yield, it 

didn't make any difference, all around there—to sort of get a sense of, all 

right, where was the best place to deploy if you were going to do this 

based on investing money that was against a critical asset for a business 

or an individual?   

  The next couple of pages are going to go through sort of a 

summary of the findings.  This first page has got three charts to it that’s 

really looking at quality, default, so it’s looking at asset quality.  In the 
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upper left we've taken this chart and said, okay, we'll look at AAA, AA, A, 

and BBB or Baa corporates. And we'll look at the average sort of credit 

loss over a period of time of 1982 to 2005 and the maximum and the 

minimum.  Well, the minimum you wouldn’t be surprised for double, 

singles, and AAAs would be zero.  BAA, it’s just zeroes when you begin.  

Interesting, when you look at the average credit loss that occurs in AA 

securities during that period of time is 0.02%.  It’s 0.03 for A.  Now you 

could say that, oh, it’s 50% higher but this is 0.02, this is 2 basis points 

and 3 basis points, extremely small.   

  On the lower left is a look at global structured finance from the 

period 1993 to 2013.  Now, keep in mind global structured finance is going 

to include subprime and alt-A mortgages, which was a huge component of 

this during this measuring period.  We've boxed off what were the material 

impairments?  And the original rating of a security, whether it’s AA, it was 

less than 20%; A was about 18%.   

  On the far right we strip away the housing component and just 

looking at asset backs and just took away anything that was related to 

housing and said, well, how did that perform during that period of time?  

What were the defaults that occurred then?  And so the cumulative 

impairment rate for AA in that asset-backed security mode was about 
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8.3%—actually 8.33.  If you look at A, it’s 8.36, virtually the same.  So 

when we looked at this we realized in looking through this that 

fundamental basis of credit losses, whether it was AA or A, no material 

difference between the two.   

  One of the things that we look at in the high-quality space is, okay, 

what's driving price?  So the chart at the top is a look at the standard 

deviation for price change for a AA corporate or a A corporate.  It’s slightly 

higher for a A corporate than a AA corporate.  Interestingly, if I look at 

AAA asset backs and I compare them to non-AAA asset backs—which on 

average is about an A rating—the standard deviation of the volatility of 

that price change is actually less for the non-AAA.  And then the 

correlation on the right is just telling you, okay, for the price move when it 

was A, how much of that was driven by a AA security:  .9, so about 90% if 

what that is trying to tell you.  So you look at this and realize, okay, not a 

big difference in the volatility of the price and one price is being driven by 

the other almost exclusively.  

  Then the bottom section is just to give you a sense and a sample.  

This is a look at an asset-backed security.  It was at the end of March.  

So, okay, the AAA had a 1.45 yield and a 2.3-year duration.  The AA had 

a 2% yield and a 1.77 duration.  And then you looked at the A security, it 
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had 2.46 yield and a 1.94 duration.  So it’s yield was about 20% higher 

than the AA, the A versus the AA, and the duration was only about 10% 

longer.  So you were getting, in general, to get paid for the extra interest 

rate risk that you were taking.    

  And then finally at the bottom, that’s an example of an insurance 

premium finance.  We actually own the AA security.  It’s got a 2-year 

average life and a 1.63 yield.  Well, the A security has the same average 

life and has a 2.18 yield.  We currently do not own the A security, but I 

can tell you if we could find it, we probably would own it if it came with that 

kind of price.   

  So looking through this and continuing it all, it came to make some 

sense to us.  Now, is it something we're necessarily going to use, yes or 

no, today?  And a couple of things that we sort of talk about here is there's 

a long track record of the investment discipline the strategy employs.  And 

there's a couple of ways you could look at it.  The first one is, in the high-

quality portion of the portfolio there's been many times we could have 

taken significantly more interest rate risk and we've not done it because 

the discipline told us we weren't getting paid for that risk.  And you’ve also 

seen that we've had the ability to have 25% of this portfolio in high yield.  
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The six, seven years it’s been 5 to 10%.  Again, if the risk/reward doesn't 

make sense, we don't make the investment.  

  So carrying through, when you think about the high quality portion 

of the portfolio, one of the things that we go through, sort of one of the first 

screening devices we use to say, okay, am I getting paid for a risk, is to 

look at am I getting paid for the interest rate risk?  So you take the yield of 

the security, you divide the duration into it; if you get something of a 

number greater than 1 or at least 100 basis points increase you go, okay, 

this one might make sense.  We can go investigate further. 

  So the graph at the bottom is a look at 1-3 Year Barclays Corporate 

Index A; took the yield to worst, divided by the duration.  And from 

basically December of ‘03 to December of ‘09, you might have invested in 

it, A, because at least it passed that first screening device.  But sort of 

December at the end of ‘09 through sort of the end of ‘14, you wouldn’t 

have because it didn't pass that simple test.  And then finally starting in 

about December of last year, it’s sort of unknown because it’s about 1; 

you might and you might not.       

  This page looks at that same analysis except for it does it for the 

non-AAA asset backed.  A little different in this conclusion.  You may have 

made that investment in an A—or at least a non-AAA ABS between ‘03 
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and 2010.  You wouldn't have done it between 2011 and 2014.  And you 

might do it today.  But as we have in the second bullet point above we 

said, okay, if I looked at the subprime auto, most of it doesn't pass our 

credit test.  So if it doesn't pass the credit test, you wouldn’t have done it.   

  Then finally one of the things that this lengthy piece of research 

that we've gone through brought to our attention was that the structured 

product world offered, in our view, better opportunities on a risk-and-

reward basis.  The graph is showing you in the green line the yield to 

worst of the non-AAA asset backed and the blue line is the 1-3 Year 

Corporate Index from Barclays, both of them from Barclays.  And on a 

consistent basis, the non-AAA asset backed has yielded you more than 

the corporates. 

  What we find interesting about this—or maybe even fascinating if 

you're a bond person—is the asset-backed security gives you better 

lender protection.  You understand your cash flows, what you're going to 

get paid for, what's your attachment point to the asset, how many losses 

do you take before you get into trouble.  Those are things you don't get in 

the corporate.  In fact, you're not even secured.  You're typically 

unsecured.  Yes, the asset backs are more complex.  Yes, they're 

somewhat less liquid.  We wouldn’t disagree with that.  But putting all this 
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together we think you paid for those risks plus you have better lender 

protections.  And that’s one of the prime reasons that you see this 

portfolio have a 75 to 80% allocation into structured product. 

  Does this mean that we're going to move significantly into the A?  

No, there's not that much that lines up.  In fact, as of the end of June of 

this year it represented .1% of the portfolio.  We only made this change 

because we wanted the opportunity in the future in order to have this 

flexibility because we felt it would add in a positive nature to our high-

quality holdings. 

  And from that I’m going to move forward and sort of a couple of 

comments on the market itself.  The first one is just an update on negative 

interest rates.  This pie chart is looking at a breakdown of sovereign debt 

by yield.  What are you earning off to it?  Well, the green part is 36% of all 

the sovereign debt outstanding and that’s everything that is 0 or less.  The 

blue is everything that’s 0 to 1.  So if I take anything from 1 and less that’s 

77% of the sovereign debt market.  At best you get a 1% and there you 

go; you go further down.  

  So from that aspect we look at, well, where do these reside?  Well, 

the green part of this pie chart is Japan.  It’s roughly 64% of all the 

negative yielding sovereign debt that’s out there to the tune of a little over 
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8 trillion.  The blue portion is all those things in the euro.  It’s about 36%.  

Now, you look at these two segments and you go, okay, the vast majority 

of this, that little other sliver is only a percent or so, is made up of 

sovereign debt in zones, areas, of which GDP growth has been pathetic at 

best.  I’ll leave it at that.  

  Carrying that forward, just pay attention to what's in red and what's 

in green.  If it’s in green it has a positive, if it’s red it has a negative yield.  

On the left-hand side it’s a list of countries.  If I look in the 2-Year area, 

there are 13 countries of which the 2-Year security has a negative yield to 

it. 

  One of them, about three-quarters of the way down, is Italy.  Now, 

Italy has not had a positive average GDP growth for the last 14 years.  On 

average it’s been -0.1.  Their government-debt-to-GDP is about 130%, 

quite high.  They currently have uncovered, if you hadn't noticed, a fairly 

severe banking problem.  Fundamentals don't seem to make much sense 

of why you would lend the Italians money for two years at -0.06. 

  If you go out eight to nine years—or, yeah, sort of seven to ten 

years—you got somewhere between eight and three countries that show 

up with negative yields.  The three big ones on the negative yield side are 

Switzerland, Japan, and Germany.  The point of going through this is that 
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this gives you an idea maturity-wise that you are beyond sort of just three 

months in one year.  You can get out five years, you can get out seven 

and eight years, and find eight and nine countries of which their debt is 

yielding a negative number.  That means you are going to lend money—I’ll 

go pick on Italy one more time—you're going to lend money to Italy for two 

years and be willing to accept nothing in return.  Basically, you're going to 

give that money and hope they give it back to you.   

  So how is this manifesting itself in the markets?  And this is a look, 

a couple of bar graphs that look on the left-hand side, equity funds, 

whether it’s a mutual fund or an ETF; and on the right-hand side are bond 

funds, whether they're mutual funds or ETFs.  Well, interesting in 2015 

and year to date in 2016, there's been a net outflow from the equity funds, 

whether they were ETFs or just mutual funds.  So you could sort of look at 

that and say whether they're active or passive. 

  On the far right, when you look at the bond funds, it’s about $103 

billion that have come into bond funds and ETFs this year.  It’s on pace to 

be more than the highest number, which was 181 billion in 2012.  Even if 

it stops from here and no more comes in, it’s the fourth highest.  As you’ve 

seen this progressive move into negative interest rates in whether it’s 

Japan or in Europe, we seem to see more and more money flow into the 
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U.S. and this is evidence of sort of where it goes as money sort of hunts 

for yield.   

  At this point I’ll turn it over to Abhi.  He’s going to sort of dig into 

some more details about negative rates and then look at the portfolio 

itself.   

Abhi: Thanks, Tom.  So to start off, one of the big puzzles that we've been 

trying to figure out is that we've been trying to understand why it makes 

sense for a non-U.S. dollar denominated investor to pour capital into U.S. 

financial markets.  So an interesting exercise that we did is that we 

actually imagined that we were, for example, a Germany-based investor.  

We had euros to invest.  Our options are a negative-yielding euro-

denominated bond or perhaps we can get a positive yield in U.S. 

treasuries.  And we asked ourselves would that make sense if the investor 

is trying to be currency neutral? 

  And the interesting thing is that if you actually hedge out that U.S. 

dollar/euro foreign exchange rate exposure, you're actually better off just 

staying in your local currency bonds; which to us meant that in order for 

this trade, if you will, to make sense, these non-U.S. dollar denominated 

investors are making the investment without hedging away the currency 

risk. 
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  And Julian Mann, who is also on our team here, he and I have 

been asking around to a lot of research guys to try to understand whether 

people are actually hedging these flows into foreign markets.  And the 

best we can tell is it does not appear that people really are hedging much.  

So one of the things that comes out in this low-yielding/negative-yielding 

environment is that a lot of investors are basically taking on a giant macro 

foreign exchange trade, which we're still frankly trying to figure out what 

the ramifications of that are going to be.       

  But here in the U.S., what has negative rates led to?  Well, the 

prevalence of negative rates worldwide has, as I mentioned, driven a lot of 

capital into U.S. financial markets pushing up prices and pushing down 

yields.  And this phenomenon can be seen clearly in the U.S. treasury 

market where the yield on the 10-Year Treasury reached its lowest point 

ever at 1.36% on July 8th.  Just to repeat, in the 225+-year history of the 

10-Year Treasury bond the lowest yield ever seen happened a few weeks 

ago.  So we're clearly in unprecedented times here.         

  These historically-low yields have introduced a tremendous amount 

of interest rate-related duration risk into the treasury market.  This chart 

shows the yield-and-duration on the Barclays Treasury Index.  Yields have 
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decreased to historical lows, shown by the red line; the duration has 

increased to historical highs, shown by the green line.     

  The blue bars answer the following question:  what would be the 

total return over 12 months if the yield on the Index increased by 100 

basis points?  And as you can see on the right-hand side, this total return 

is more negative than it has ever been.  So for those that have benefitted 

from owning long-maturity treasuries, this would suggest that the upside 

versus downside has become more out of whack.   

  The consequence of lower yields is that naturally the bond market 

has become very expensive over the past few months.  From a high-level 

perspective you can see that here.  We’ve shown some data for the 

Barclays Aggregate Bond Index which we're using as a proxy for the 

overall bond market.  And this chart shows the yield-to-worst and duration 

of the Barclays Aggregate Bond Index since the early ‘90s. 

  Looking at the right side, we are near the all-time low in yield with 

the Index recently trading at a 1.96% yield compared to the all-time low of 

1.6% in September, 2012.  For reference, the average throughout the 

period of this chart is about 5½%.  At the same time that you're at about a 

2% yield on the Aggregate Bond Index, the duration is currently 5½ years, 
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which is essentially at the all-time high which was reached in December of 

2015 at about 5.8. 

  In combination, this means that the bond market is riskier than it 

has ever been which we show on this next slide.  The next chart shows 

the same index, but we've collapsed the yield to worst and duration into 

one metric which is the ratio of yield to worst to duration.  You can think 

about this ratio as like a live Sharpe ratio.  It shows the amount of 

compensation you're receiving per unit of duration risk.   

  The right-hand side shows that this ratio at 0.3 is at the lowest level 

it has ever been.  In other words, investors are now receiving the least 

return per unit of risk ever.  Now, keep in mind duration risk includes not 

just interest rate risk but also spread-related credit risk as well.  Focusing 

on the credit markets, the story is the same.  All of this excess capital is 

trying to find something better than negative then it’s trying to find 

something better than the paltry yields that treasuries offer.  Eventually, 

that capital finds its way into risk assets.  

  This chart shows the Barclays High-Yield BB and B Index excluding 

energy.  This is the purest way to see what the high-yield opportunity set 

looks like because it strips out the elements that ruin comparability over 

time like extremely high yields on energy companies, for example, or 
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extremely high yields on CCC bonds.  In other words, if you can't or don't 

want exposure to energy or CCC, this is what your opportunity set looks 

like.  And what we've shown on this chart is a P/E ratio of these bonds.  

The P/E ratio is the inverse of yield to worst.  It’s the price you pay for a 

dollar of yield.  Looking at the P/E ratio helps make comparisons across 

asset classes.  The point of this chart is that whether you're looking at BB 

or B bonds, the high-yield market is more expensive than it was prior to 

the financial crisis and is now nearing all-time highs.   

  And it’s important to point out that when you're talking about stocks, 

a P/E multiple comes from some combination of high growth and earnings 

or a low discount rate.  In comparison to high-yield bonds, the cash flow of 

a high-yield bond doesn't grow so these high multiples are purely lower 

discount rates.  In other words, the market is very explicitly pricing in lower 

return for credit risk.   

  With that backdrop, let’s look at what has done well so far this year.  

And as we go through this you'll see that the short answer is any 

combination of long duration, a strengthening currency and risk did well.  

This table shows the second quarter and year-to-date return for a number 

of asset classes.  Scanning the top of this chart, the longest duration 

treasuries did the best culminating in long-duration treasury strips.  As you 
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might expect with historically low yields and long direction on the Index, 

the Barclays Aggregate Index has done well. 

  Investment-grade corporates have done very well only due to their 

long duration and relatively higher yield compared to treasuries, again, 

pointing towards the rotation into risk assets in the low-yield environment.  

The same phenomenon is happening in high-yield which has done very 

well and CCC bonds have performed even better.   

  And despite everyone being worried about the U.K., British 

sovereign bonds have been among the best performing major economy 

sovereigns.  Gold had done well as low rates have reduced its opportunity 

costs and people generally now have fears about the nature of money and 

aggressive central bank policies.   

  U.S. equities reached an all-time high and, remarkably, one of the 

best performing equity markets in Europe has been in the U.K.  So thus 

far from the perspective of financial markets, the only remnant of Brexit is 

the weaker pound.  And the big winner here?  Well, for U.S. investors I 

think it’s the Japanese sovereign bonds which returned 13% this quarter 

and 26% this year in U.S. dollar terms.   

  So to us this all seems a little nuts; which is why we show this next 

chart.  This chart is the price/earnings ratio of the NASDAQ leading up to 
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and through the tech bubble of the 1990s.  Now, you recall the frenzy 

back then when the market was moving in one direction, up, and investors 

chased stocks higher because they feared missing out on the next great 

internet company like theGlobe.com.  Also recall that the speculative trip 

ended in an incredible crash with the NASDAQ collapsing of over 50% in 

2000.  And that happened when people decided they didn't want to keep 

paying ever-higher prices for companies that don't make money.  It all 

comes back to the fundamentals.   

  This next chart is a P/E ratio of the Barclays Aggregate Bond Index 

through 2012.  And 2012 was the last time rates were as low as they are 

now.  As a reminder, the P/E ratio of a bond is the price you pay for a 

dollar of yield.  The trajectory on this index is eerily similar to what we just 

saw on the NASDAQ during the tech bubble.  For the past several years 

investors have been willing to buy bonds at increasingly higher prices due 

in no small part to central bank manipulation.  As bond investors, we are 

in our own tech-bubble moment right now and we suspect it will be painful 

when the speculation reverses course and there's a return to the 

fundamentals.   

  In fact, here’s a preview of what can happen when the market 

becomes more rational.  This is the same chart, but we've included the 
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taper tantrum in 2013.  As a reminder, the taper tantrum occurred when 

Ben Bernanke suggested that the Fed might start to curtail its quantitative 

easing bond-buying program.  Yields spiked, the Barclays Aggregate 

Index fell 7%, and a lot of people lost money in bonds that year.  We're 

now creeping back towards the 2012 peak.  We feel like we've seen this 

movie before.   

  Moving on to the Fund’s performance, the Fund returned about 1% 

before fees during the quarter and has returned 1.7% before fees year to 

date.  The largest contributors to performance were our energy-related 

high-yield bonds, due to decreasing pessimism surrounding the oil 

industry, and some company-specific events.  Asset-backed securities 

backed by auto loans and recently-issued mortgage-backed securities 

that are backed by non-performing, single-family residential mortgages 

were the other large contributors to performance due mostly to interest 

income.   

  The most significant detractor from performance was our Ginnie 

Mae projects loan interest-only bonds which decreased in price due to 

wider spreads.  The second-largest detractor from performance was a 

senior-secured metals and mining high-yield bond due to poor industry 

fundamentals.  And finally, third-largest detractor from performance was 
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interest-only bonds backed by agency residential mortgages which 

declined in price.   

  As of June 30th, the Fund had a yield to worst of 2.93% and a 

duration of 1.3 years.  The most notable change in the portfolio overall is 

that the credit holdings have decreased from 19.6% of the portfolio as of 

the end of the first quarter to 17.9% of the portfolio as of the end of June, 

consistent with our earlier comments about how expensive credit markets 

have become.   

  Comparing the portfolio by investment idea on a year-over-year 

basis, there have been a number of changes including a 200-basis-point 

increase in our stripped performing CMBS which represents our holdings 

in Ginnie Mae project loan interest-only bonds, a 300-basis-point 

decrease in cash, a 300-basis-point increase in equipment asset-backed 

securities, a 300-basis-point reduction in corporate bonds and bank debt, 

a 300-basis-point reduction in our 15-year seasoned agency mortgages, 

and a more-than-400-basis-point decrease in relocation mortgages.  And 

then, finally, the addition of our treasury holdings which we discussed in 

detail during our first quarter conference call.     

  That’s a long list of changes over 12 months, but the takeaway 

here is that we're not beholden to any one market.  We shift our portfolio 
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holdings based on the opportunity set.  As individual areas of the market 

become more or less attractive, we will own more or less of these bonds.  

A great example is that we exited certain 30-year relocation mortgage 

holdings and corporate bonds and bank debt as those holdings became 

too expensive.   

  And finally, we'll conclude with the slide that we've shown often but 

I think has become more relevant given the rate environment we find 

ourselves in today.  This chart shows the expected 12-month return on the 

Fund before fees based on the yield changes shown on the X axis.  

Looking at our base case of 100-basis-point increase in yield, we expect 

the Fund would return about 1.6% before fees over 12 months. 

  The left-hand side shows that we would expect the Fund to return 

around 2.7 to 3% before fees if yields decline by 25 to 100 basis points 

across the yield curve.  And lastly, the far-right-hand side shows that 

yields could increase by 200 basis points and the Fund should have 

positive total return of about 1.8% before fees.    

  And with that, we will conclude and open it up for Q&A. 

Brande: Thanks, Abhi.  And thank you to those who have submitted questions in 

advance.  We have one question regarding the decreasing rate 

environment we're seeing and the price appreciation tailwind which has 
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caused a total return on bond indices to exceed the yield on those indices, 

we had a question of what was the team’s thoughts about investor 

sediment and how, if that has affected fund flows and if it reminds you of 

any previous periods.   

Tom: I did a look and said, okay, I looked at the total return on a 12-month 

period for the Barclays Aggregate Index and I took out that return that 

would be associated with capital appreciation to just figure out, okay, how 

much of that is it really making up?  And on a consistent basis over the 

last 30 years, income has been making up a smaller and smaller 

component of the total return that you're getting from the Barclays 

Aggregate Index. 

  As sort of a rule of thumb if you think about bonds long term, if you 

were to buy a ten-year security, after about five years a vast majority of 

your return is coming from the income level.  So as Abhi has pointed out 

in some of the valuation slides that he showed, the marketplace for fixed 

income—which used to be a place where you earned your return on 

income—has been dwindling and dwindling and dwindling, which means 

now you're left with getting your return from capital appreciation.  That 

becomes something that is somewhat more volatile, somewhat much 



Q2 2016 FPA New Income, Inc. (FPNIX) Conference Call  
 
 
 

 
 

-25- 
 

 

harder to predict because we know what the coupon is that you're going to 

get paid. 

  As it relates to how it’s affected investors and flows, to date, it 

doesn't seem to have affected them.  They still see that investors want to 

pile in to the bond market.  I think the flow action has been somewhat 

changed in that they’re less in the high-quality space and more in the low-

quality space as they try to find something with yield and try to find 

something they think they're going to get most of their return from coupon 

and not from capital appreciation. 

  But I think a lot of what Abhi has shown through and we've shown 

in the past is what you really are seeing at this point is a very huge risk 

shift in fixed income securities in general.  Now it’s becoming much more 

of a capital appreciation game, not something you're generating income 

from.  And when we think about that intermediate and long-term going 

forward, it’s going to be extremely difficult. 

  One of the things that I found, as an example, interesting, Abhi had 

a chart that showed—we'll get back to it in a second—Page 23 where he 

went through sort of major classes of assets.  Look down here and you 

look at things, about halfway down, Japanese sovereign bonds.  They're 

up 3% this year.  Given the fact that everything up to 10 years has a 
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negative yield and there isn't much coupon, that’s all capital appreciation.  

That’s all you're getting at this point.  And you think about it…make an 

example, we'll stop picking on Japan and we'll go to the Germans. 

  So you get a 10-year German bond, you go buy it today, the brand-

new one.  There is no coupon.  It is a zero coupon bond of which you 

have paid over par because it has about a -5 basis point yield.  Think 

about that.  It will all be capital appreciation if you earn anything.  And if 

you don't ever sell it, you have guaranteed yourself a loss because there 

is not coupon.  So that’s just an example.  By the way, it was issued about 

two weeks ago.  But when you think about that, that just tells you the 

degree and sort of, okay, I’ve gone from I earn coupon to now it’s just 

more capital appreciation.         

Brande: Right.  Thanks, Tom.  I’m looking at some interesting questions here, one 

asking about The Big Short movie:  “I had a client watch this movie and 

now they're afraid to invest in bonds.  How is New Income structured to 

know what's inside their holdings and not to be caught with what 

happened in the movie?”  Abhi, if you want to… 

Abhi: Yeah, I’ll take this one.   

Tom: Before Abhi answers, there's something in parenthesis you didn't point 

out.  
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Brande: “If you saw it.”  

Tom: “If you saw the movie.” 

Brande: Yes.  

Abhi: I recently saw it.   

[LAUGHTER]  

Brande: And you can explain.  

Abhi: It took me some time to heal before I was ready to get back into it. 

[LAUGHTER]  

Abhi: So look, to be honest, given how expensive the market has become, we 

are also sometimes afraid to invest in bonds.  But to answer the question, 

“How can an investor in FPNIX know what's inside their holdings”—and I 

feel comfortable saying that more so than a lot of other fund managers out 

there—we are striving for maximum transparency.  So we encourage our 

investors to call us, email us, reach out to us if they ever have a question 

about any of our holdings and, to the extent that we're allowed to, we will 

provide as much information as we can. 

  I understand that because we have a lot of structured product, 

when you look through our holdings list it looks like frankly sometimes a 

bunch of gibberish.  But what I can tell you is that there are two big 

differences between what we own and what a lot of funds owned that got 
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destroyed during the financial crisis.  So first of all, we don't own anything 

that you could characterize as a CDO-squared.  So we don't own bonds 

that represent slices of slices.  And if you saw the movie, you would 

understand what that means.   

  The second important thing to understand is that in everything that 

we own, we are purposely avoiding bonds that we feel are priced to 

perfection.  Every bond that we look at we assume that a number of things 

are going to go wrong and then we're only willing to invest if bonds can 

understand some level of bad events happening simultaneously.  Again, if 

you recall the movie, that was a big difference versus bonds that were 

issued prior to the financial crisis.  Those pre-financial crisis bonds, 

especially in housing, were all predicated on the assumption that housing 

prices were going to go up and never really contemplated the possibility 

that housing prices would go down. 

  In comparison, if you look at our housing-related bonds, for 

example, our base-case assumption is that home prices are going to go 

down and borrowers are going to default and bad things are going to 

happen.  So we feel like our portfolio is extremely different and not at all 

comparable to what happened during the financial crisis.  But, again, 
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we're aiming for maximum transparency, so if anyone ever has any 

questions, please do reach out.  

Tom: I, too, did see the movie and will say I found it very entertaining with a 

couple of characters, particularly one of them who was doing most of the 

narration; I felt was very accurate to someone who I know very, very well 

[LAUGHS].  Julian knows as well.  So I found the movie to be entertaining.  

I found it a movie that also explained the problems fairly well. 

  Having said that, I am going to turn it over to Julian to give what he 

found.  Bob and I, in 2005 to 2006 tasked Julian to go out and find out 

what was going on in the subprime and alt-A real estate market and to 

come back and report to us.  And so I’ll let him do a quick summary of the 

findings he came across in 2006.   

Julian: Well, thank you.  It was actually an opportunity of a lifetime because it 

created the perfect Petri dish to combine unparalleled financial 

engineering with very poor judgment and a profound miscalculation on 

home prices.  So it wrapped up pretty much everything that could wrong 

and gave us an opportunity to look under the hood on the structures that 

had been constructed. 

  And if you recall from the movie with the slices and so forth, that 

can be applied to pretty much any structured product.  So the moving 
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parts in these bonds I think had been sort of perfected in terms of their 

excess, if you will.  And the market had come back from that, not price-

wise but in terms of the complexity of the structure largely.  So once you 

start looking at these securities, you’ve seen the movie before, you know 

what breaks them, and you can quickly surmise if there's value there. 

  I would say that the subprime and alt-A markets, by the very nature 

of their wasting-asset situation—i.e., they don't make them anymore, yet 

[LAUGHS], we think that we might be getting close—but to actually model 

those securities you need a lot of data to drive the valuations of the 

underlying loans.  So it’s a big commitment that one needs to make in 

something that as has a shrinking asset pool.                       

Tom: All right, thanks, Julian.  

Brande: Thanks, team.  So now on to a few other questions:  “Regarding index 

funds or any other funds, why are the investment algorithms allowing a 

fund to invest in negative-rate bonds?” 

Abhi: Yeah, the short answer is, when you look at indices they are typically not 

ruled by price, they're ruled by type.  For example, if you own an index 

that looks like the Barclays Aggregate Index, it’s trying to own every bond 

that fits certain ratings characteristics and certain underlying asset class.  

For example, it needs to own X percent in investment-grade bonds that 
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are rated between B+ and B-.  It pays zero attention to price.  That’s 

actually part of the way that prices reach such elevated levels is because 

indices and index-based funds are generally what we would consider 

indiscriminate buyers, so they're not really paying attention to price at all.  

  Let me take the next question as well.  So the next question was, 

“Aside from interest rate risk, what would you say is the biggest risk to 

bond investors?”  I think the biggest risk is overpaying for credit.  So the 

way we think about this—and this goes to my earlier comment about 

indices and index-related funds—those funds are all referred to as relative 

value-based buyers, so they tend to look at things on a spread basis.  And 

to them a good investment decision is one where you buy something 

because it trades at a higher spread versus what an index yields. 

  But the issue that we have found in bond markets today outside of 

interest rate-related risk is that because yields are at such low levels and 

as a credit investor you are exposed to absolute levels of default, there's a 

mismatch there in the sense that you're not necessarily getting 

compensated in terms of yield for the potential loss that you face if your  

bond issuer ends up going away. 

  So the simplest example I can give is that if you think about a loan 

portfolio at a bank, banks will—let’s say a bank in general issues loans 
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that yield 7% on average and the bank in general expects their losses to 

be 2%.  So over the course of the life of the loan, the banks will expect to 

net to themselves about 5%, which is the 7% less the 2% expected 

losses.  What happens in bond markets, as investors pour into bond 

markets and drive prices up and yields down, that 7% yield gets 

compressed down to 6%, 5%, 4%.  It can get to a point where the margin 

between the yield that you're getting and the level of losses—which don't 

really change, in general—that margin gets compressed. 

  And so if you continue this bank example, an investor could find 

themselves in a situation where they're now getting 3% yields but their 

expected losses are 2% so they expect to net themselves 1%.  And in 

particularly risky markets like high yield, for example, that relationship can 

actually invert where your expected yield isn't necessarily compensating 

you for the absolute level of losses.  And so that’s what we think is the 

biggest risk facing bond investors.   

  We'll also point out that liquidity risk has become a huge concern in 

the market.  That, as we've spoken about many times in the past, has 

been driven by a lot of so-called regulatory reforms which have driven out 

a lot of the traditional bond intermediaries.  So specifically what used to be 

the case is that broker-dealers would operate as sort of this cushion in the 
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bond market or source of inventory so if you ever had to sell a bond or 

buy a bond, you could call a broker-dealer and they would bid or offer 

your bonds for you.  These days a lot of broker-dealers have either exited 

that market completely or they’ve vastly reduced the amount of bonds that 

they're willing to hold in inventory, which means that they've reduced the 

amount of cushion that they're willing to provide. 

  And so the consequence what you have is that when you get 

periods of mass selling, rather than bonds moving smoothly down in price, 

bonds tend to move down in gaps and the consequence is that that 

creates fewer opportunities for investors to get out at a price that they 

deem reasonable.  So the issues that the lack of liquidity creates, is it just 

adds to volatility in bond returns.  

Brande: Thank you, Abhi.  So if these bond markets are at record highs with such 

risk and high risk and the stock market’s at record highs and in bubble 

territory, are you saying [CHUCKLES] we are doomed to live with one-to-

two-percent return for the foreseeable future?   

Abhi: We also feel that way. 

[LAUGHTER]  

Abhi: At least in our portfolio, we are trying to make sure that we are setting 

ourselves up to do well in case a non-one-to-two-percent environment 



Q2 2016 FPA New Income, Inc. (FPNIX) Conference Call  
 
 
 

 
 

-34- 
 

 

does exist.  But I think the important thing to keep in mind is that you can 

get to—assume that that’s true, for example, which I’m not sure if that’s 

true and I’ll get to that in a second—but assuming it’s true that we are 

doomed to a one-to-two-percent return for the foreseeable future, there 

are two ways to get there.  You can either have a smooth path where your 

bond prices don't really move and you just continue to earn bonds with 

their yield-to-maturity of one to two percent.  Or you can have the volatile 

path where bond prices move down dramatically then they move back up 

dramatically and, over a period of time, you’ve averaged out to a one-to-

two-percent return. 

  We certainly feel—and I suspect a lot of people would feel—that 

the volatile path is not a very fun one.  And so as we make investments, 

that's one of the things that we think about which is that we want to make 

sure that we're getting paid for the ride.  In long-duration bonds yielding 

one to two percent, we feel like we're not getting paid for the ride because 

we do feel that there's a lot of inherent price volatility there.   

  Regarding the core question of whether we expect one-to-two-

percent returns for the foreseeable future, it’s not clear.  Yields in the U.S. 

are low based on what appears to be a tremendous amount of capital 

flows into U.S. financial markets.  When you look at the fundamentals of 
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U.S. economic growth, it doesn't appear clear that U.S. economic growth 

really justifies yields that are this low.  And I think the recent economic 

data prints have supported that. 

  It remains to be seen what economic growth and what job prints, et 

cetera, are going to look like over the coming months.  It remains to be 

seen what the Fed is going to do over the coming months.  But it is 

possible that you have a world where things eventually disrupt the way we 

feel like they're going to and yields end up spiking to higher levels.  But it’s 

really hard to predict the timing of that.           

Brande: Sure.  And then regarding our next question on this bond bubble, have 

you thought about ways to short this?   

Tom: First, as a backdrop, the guideline states that we cannot short a security.  

It also says we don't use options, we don't use features, and we don't use 

leverage.  So it does limit us to some degree of, okay, how would we 

invest to maybe potentially maybe take care of a bubble?  One of the 

things that we find difficult is we may think that that’s what's going to 

happen, but there is a fairly high risk to being wrong.  It doesn't now; 

maybe it doesn't happen for a year or two. 

  When you look at some of the things that we've done in the past 

that help us in a rising interest-rate environment, we'll just call it more that 
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way, the single-family mortgage interest-only securities are a place where 

interest rates rise, their price goes up.  It’s a fairly small piece of the 

portfolio.  We do find that given the low level of yields and the higher 

volatilities at time we see in the marketplace that trying to short something 

or trying to find some instrument that'll take it “big bet on a bond bubble,” 

doesn't tend to come out with a risk/reward that looks too terribly 

attractive. 

  So for that reason we haven't found a whole lot of things other than 

probably the best thing for us to do is to keep this portfolio in a low-

volatility environment, which means keep its maturity and average life 

short, have a lot of things that sort of keep in mind—have a lot of things 

like principal coming back to us on a periodic basis somewhere in the turn 

of maybe 15 percent every quarter, and just keep it in a very liquid, low-

volatility stance and say, okay, we will have capital available if that bubble 

bursts or when that bubble bursts.       

Brande: Sure.  And with that, it looks like we've completed with our questions.  If 

there are any additional questions, you may email us at 

CRM@FPAFunds.com.  And thank you for your participation in today’s 

Second Quarter 2016 webcast.  We invite you, your colleagues and 

shareholders to listen to the playback of this recording and view the 

mailto:CRM@FPAFunds.com
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presentation slides that will be available on our website within a week 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 will have the opportunity to provide 

your feedback and submit any comments or suggestions.  We encourage 

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

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

visit FPAFunds.com for future webcast information including replays.  We 

will post the date and time of prospective calls at or towards the end of 

each current quarter and expect the calls and to be held three to four 

weeks following each quarter end.  

  If you did not receive an invitation via email for today’s webcast and 

would like to receive them, please email us at, again, 

CRM@FPAFunds.com.  We hope that our quarterly commentaries, 

webcasts, and special commentaries will continue to keep you 

appropriately informed on the strategy.  We do want to make sure you 

understand that the views expressed on this call are as of today, July 25th, 

2016, and are subject to change based on market and other conditions.  

These views may differ from other portfolio managers and analysts of the 
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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 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.  

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

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

Thank you and enjoy the rest of your day.   

[END FILE] 


