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

welcome you to FPA New Income Fourth 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 from Portfolio Managers, Tom 

Atteberry and Abhijeet Patwardhan and members of the investment team 

in the FPA New Income Fund.  Tom is a Partner at FPA and joined the 

firm in 1997.  Tom has been a Portfolio Manager of FPA New Income 

since 2004.  Abhi joined us in 2010, was Director of Research and has 

been Director of Research on the fund since April 2015 and a Portfolio 

Manager since November 2015.  I would now like to hand the 

conversation over to Tom and the team.  Thank you. 

Tom: Thank you, Mark.  First off we want to bring to your attention the fact that 

the FPA New Income, Inc. will be holding a special meeting of 

shareholders on Tuesday, February 28th of the year and has mailed a 

proxy statement and voting cards to shareholders as a record of 

December 30, 2016.  We strongly invite your participation by asking you 

to review the materials and complete and return your proxy card as soon 
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as possible.  Among other things, fund shareholders are being asked to 

approve amendment or elimination of certain of the Fund’s fundamental 

investment restrictions as described more fully in the proxy statement.  

  The changes are intended to update the fund’s policies in line with 

regulatory changes/industry practice and thereby providing the fund with 

flexibility to respond to changing markets, new investment opportunities 

and the regulatory developments that may occur in the future without 

incurring the cost and delay of seeking shareholder approval. No material 

changes will be made in the manner of which this fund carries out its 

principle investment strategies without prior board approval and as 

appropriate, revised prospectus and SAI disclosures and notice to 

shareholders. 

  So today I’m going to cover sort of the markets before and after 

November 8th, sort of a look at the high quality where you find yields up, 

credit where you find spreads down and changes in inflation.  So we’ve 

gone from deflation to inflation.  I’m going to do that, really, from giving 

some highlights to the Fund.  I’ll have a market commentary.  And then 

I’m going to turn it over to Abhi, who’s really going to go into more detail 

about the Fund’s performance for the quarter and the year and portfolio 
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activity during the fourth quarter.  And then, as usual, we will conclude 

with a question and answer session. 

  Keep everybody on sort of the same path of what we’re trying to 

accomplish, the Fund’s primary investment objective is current income 

and long term total return but capital preservation is also a consideration.  

We’ve got two objectives we’re trying to reach.  The first one is to seek a 

positive absolute return over a rolling 12-month period and longer term 

over a five-year period to do CPI plus 100 basis points and at competitive 

returns versus various market indices.  Because of these two objectives 

we are benchmark indifferent as to how we approach in the marketplace. 

  I’m looking at the chart in the bottom.  You’ve seen this before but 

this sort of wraps it up for the end of the year.  The portfolio had a yield to 

worst of 2.69 and duration of one and a fourth years so when you look at 

that and try to get a simple, sort of what’s our sensitivity changes in 

interest rates it’s roughly 215 basis points on a gross basis. 

  Comparatively speaking, when you look at the Barclays Aggregate 

Index, still has a yield less than ourselves at 2.61, almost a 5.9 year 

duration and that sort of duration to yield metrics is quite low at 0.44.  And 

then, finally, the 1-3 year index you see those statistics as well. 
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  What I want to do now is look at these statistics over the last 12 

months and make some comments.  So the chart you see in front of you 

starts in Q1 of 2016.  On the right hand side is 2016’s fourth quarter.  I’m 

going to start in the middle and look at the Aggregate index.  And you look 

at it and you realize it had a yield to worst at the beginning of 2016 of a 

2.16% in just shy of a five-and-a-half year duration.  So that ratio was 

0.39.  That doesn’t really change a whole lot in the end of the second 

quarter, nor does it change a whole lot at the end of the third quarter as 

far as the ratio is concerned but you do see some minor decline in the 

yield for that index. 

  In the fourth quarter there is a dramatic change.  Yield increases 

but also notice that the duration increased rather dramatically as well.  But 

the end result is that ratio of yield to duration has very little change during 

the whole year.  And some similar characteristics yield-wise:  When you 

look at the one to three year index its duration changed very little but its 

yield changed enough to where that metric improved as well. 

  And then finally, as far as the Fund itself, we started out the year 

with a 3.18 yield.  We ended the year at 2.69.  If you get to the middle, 

sort of the end of Q2, we’ve gone down to a 2.93 and then we got down to 

a 2.58 the end of the third quarter as far as the yield, primarily driven by 
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our credit holdings continued increase in price and decrease, obviously, in 

yield. 

  During that whole period of time the effective duration of the 

portfolio pretty much remained unchanged.  Fourth quarter you see a 

dramatic, not “dramatic,” but you see an increase in yield in the portfolio 

from 2.58 to 2.69.  That is driven really by yield being up in the high quality 

portion of the portfolio.  And again, our duration is a little shorter but not 

by any dramatic degree. 

  When I sort of put these together I tend to look at this and say, 

well, we appear to be a little more consistent in our risk metric, a little 

more consistent in our yield compared to that of the broader indices.  So, 

when I think about that and think about how that starts to manifest itself in 

the portfolio, I start to look at this next graph.  We’ve shown this before.  

It’s sort of a look at the risk and return, the risk adjusted returns that we 

get.  And whether you look at a one year period, three, five, 10 or 20 and 

whether you look at us versus the nontraditional bond fund category in 

Morningstar which that’s where we sit, or short term bond funds, 

intermediate term bond funds or the Barclays Aggregate Index, we have a 

significantly better risk adjusted return.  A lot of that really being driven by, 

not only the higher yields that we tend to carry versus these various 
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indices and benchmarks, but also the fact that we just have a lower 

volatility to the type of returns that we’ve been trying to achieve. 

  So now, under the sort of market commentary component, this is a 

quote…this isn’t necessarily a quote.  This is the first paragraph, which, by 

the way, is one sentence.  It was written in 1859 by Charles Dickens for 

one of his early novels called “The Tale of Two Cities.”  He’s describing 

what at the time this book is going to talk about which is the period of time 

with the French Revolution and the comparisons between London and 

Paris.  We all pretty much know the first part of it where it says, “It was the 

best of times and it was the worst of times.”  But if you continue on you 

see “It was the age of wisdom and it was the age of foolishness.”  It was 

also “the season of Light and the season of Darkness.”  “It was the spring 

of hope and it was the winter of despair.”  And “There was everything 

before us and there was nothing before us.”   And then he sort of follows 

up with “we were going directly to Heaven” or “we were going directly the 

other way”, which I find an interesting way of putting that. 

  But I read through this, thought about the last eight years, thought 

about the last 12 months and went, “There’s some very succinct 

similarities to what he describes when he’s describing the French 
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Revolution and the difference between London and Paris and what we’ve 

been witnessing over the last near term history.” 

  So, first off looking at this sort of comparison point is to look at the 

Barclays Aggregate Index.  You’ve got two things here.  The dotted line, 

black, is the index itself in broad sense and the blue line is the Treasury 

component of that index.  And, once you get to the peak and return the 

beginning of July of 2016, the line starts to diverge, not very much at first.  

Treasuries start to wander off as far as return and decline some in how 

well they’ve done.  But everything else, the index itself, pretty flat, mostly 

driven by spread product doing well.  And then, lo and behold, you get to 

the 8th of November and there’s a dramatic change, not only in Treasuries 

return but in the bond market’s general return as well.  They both sharply 

drop off.  Spread is no longer enough of an added yield to get you as 

much of a benefit to a declining market. 

  So why did we see this?  Now, one of the major reasons we see 

this is when we look at this graph is you look at:  Where did investors start 

to put their money post the 8th of November?  And when you look at all the 

red bars which is where the money came out it came out of the municipal 

bond market, it came out of governments and Treasuries, it came out of 

investment grade corporates and it also came out of emerging market 
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equities and debt and some others.  But I just wanted to draw your 

attention mostly to the domestic side of the marketplace. 

  Well, where did the money go?  Some of it went into TIPS.  Some 

of it went into Japanese equities.  A little bit of U.S. value equities, bank 

loans, high yield financials and a tremendous amount of that money went 

into U.S. equities.  Investors’ perception about growth and about risk 

dramatically changed in where they were wishing to place those assets. 

  So, as that as a backdrop how do these main indices we’ve 

typically compared ourselves against and ourselves to, so I have three 

things that I’m looking at here.  Looking at January through the low end 

level of rates that we saw in the 10-year in the 8th of July, then pre- and 

post-election and then just the traditional here’s the quarter, here’s the 

year.  So, from January through basically the beginning of July, the 

Bloomberg Barclays Aggregate Index, the lower 6% did very well.  The 

Barclays 1-3 Index did very well:  1.67.  We were at a 1.56.  Not great, not 

bad.  We didn’t find a lot of value, didn’t take a lot of risk.  Post that period 

of time we got 95 basis points in return.  Those two indices were both 

negative.  So when you look at that relationship you realize roughly 60% 

of our return for the year came in the first six months of the year.  And 

when the market dramatically changes in the second half of the year we’re 
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getting about 40% of the return we got for the whole year.  It is much more 

dramatic when you look at post the election and pre the election.  When 

your returns for the two indices are negative we have a slight positive 

during that period of time.  So we look at this and realize if you were able 

to construct a portfolio that doesn’t have a lot of downside to it, you don’t 

find yourself in a position giving up everything that you’ve tended to earn 

or trying to figure out how to earn back the negatives that you just 

received. 

  Looking at a broader basis what I have in front of me on this chart 

is, going from right to left, is 2009 to 2016 returns for the Aggregate Index, 

the 1-3 Index and ourselves; pretty much the bull market that we’ve 

witnessed and since the economy sort of crashed in 2008 and early 2009.  

There’s a couple of things and I want to draw yourself, first off, to the 

middle which is the Barclays Aggregate Index.  In the first four years, 2009 

through 2012, very attractive returns, reasonably consistent, always 

positive and then starting in 2013 forward returns get far more erratic.  

You have a negative number.  You have a rather low positive number.  

You have a high number.  And you have one like last year that’s just, eh, 

not so great.  If you look at the Barclays 1-3 Year and you go from right to 

left pretty much you go along up to 2014, it just declines every year in its 
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return.  It has a slight blip up in ’14, goes right back down in ‘15 and 

slightly better this year.  And then you look at ourselves and it’s a much 

more consistent look.  Yes, we had some difficulties in ’13 and, yes, we 

had some difficulties in ’15.  But those difficulties in ’13, as an example, 

are far less than that of the broad index.  But you can look at this and 

realize that the difference in return in 2009 and the difference in return in 

2016 is not that great.  We’ve been consistently distortive in some ways.  

You could say plugging along, taking an attitude of trying to have as little 

volatility as we can and produce a more consistent look to our returns. 

  So that’s sort of a look at the market, look at how we’ve done in it.  

Now, what’s been some of the things that have driven this marketplace 

we’ve seen for the last eight years and some of the sort of “Tale of Two 

Cities” piece, if you will that we find in areas? 

  So the graph we’re looking at is taking a look at:  Has the falling 

participation rate in employment really mattered?  Has it really been a big 

deal?  So the red line is the unemployment rate just due to economic 

growth.  That’s just simply taking, okay, I was at 9.3% in the beginning of 

this period of time, I’m 6.3 now, that’s a result is what’s the number of 

people I put to work, what I would come to.  But the actual unemployment 

rate is at 4.7.  That difference is due to a falling participation rate.  So 
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what’s driving that falling participate rate?  Why is it occurring and what 

are really the two big elements of it? 

  So the graph we have in front of you here, the black line is the 

actual labor force participation rate.  The dotted line says:  Okay, in 2008 

if I just tell the constant, what would it be?  It’s roughly 66%.  And then the 

dotted line in red is just a participation rate based off of the behaviors we 

were seeing in 2007.  So you look at this and you realize, okay, this is the 

behaviors, this is what the constant is.  Almost half of the change in the 

participation rate is due to demographics and an aging population.  

Everybody you nods their head and go, “Oh, okay.  That seems 

reasonable.” 

  Well, what about the other half?  Why is the other almost a half of 

it?  Well, that is people who have quit looking for a job.  Because they just 

feel they can’t find one they just exit the labor force.  They use lots of 

excuses and reasons but in essence they’ve quit looking.  This is one of 

those things when we look at this we realize the problem is only recently, 

when you look at this graph in 2000 it looked like it started to change 

some. 

  So that’s a participation rate.  Another thing that you’ll hear a lot 

about is average hourly earnings.  The green line on this graph is that 
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year-over-year change.  Well, how do you come to that green line?  Well, 

you’re looking at two things.  What are the weekly earnings somebody 

gets?  And, how many hours a week do they work?  So the upper one, the 

dotted line of weekly earning and the bottom one is the weekly hours that 

you worked.  You put those two together and that’s how you calculate 

income up with what is basically an average hourly earnings rate over the 

last couple years has gone from roughly 2% to a little less than 3. 

  Well, taking this as a major backdrop, what’s driving it?  What 

areas of the economy have tended to drive that?  And these next two 

graphs will go through that.  The first one is looking at the estimated 

contribution to the changes in weekly earnings.  And then it just divides it 

up by various industry groups.  And, if you look on the right hand side, the 

biggest movers are professional and business services, health and 

education and leisure and hospitality.  And then there’s a box and some 

arrows that said these are areas that are likely affected by increases in 

minimum wage; these tend to be more minimum wage oriented type jobs.   

Also retail is in there but its change has been much less.  You look on the 

left hand side, durable manufacturing, nondurable manufacturing, 

wholesale, construction, these are the things you sort of talk about when 
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you’re talking about the manufacturing business.  They’ve had much less 

of an impact on growth and earnings. 

  Well, that’s the earnings side.  So this graph now looks at:  Well, 

what’s the change in hours worked for these various indices?  Again, 

going to the right, you look at professional business services.  It’s declined 

a little bit.  Health and education has actually gone up.  Leisure and 

hospitality has declined.  Retail has declined rather dramatically in the 

hours worked.  So what you have happening in here is, yes, you’re paying 

the people more but you’re working them fewer hours.  Maybe a variety of 

reasons for that:  Margins could be one of them; healthcare cost could be 

another.  There’s a variety of reasons but this is putting a damper.  Yes, 

the minimum wage went up.  But, guess what?  Your people are working 

fewer hours in those industries.  When you look to the left things like 

durable manufacturing or transportation or warehousing and construction, 

the hours are down but they’re not nearly as dramatic.  So you’ve got this 

sort of dichotomy going on of some areas are doing well, some areas are 

not.  Some of them, yes, you’re getting paid more but you’re working 

fewer hours.  The end result is that weekly earnings number has grown at 

a fairly de minimis rate, given how long we are in our economic growth. 
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  So, shifting gears and to think about interest rates and to think 

about the environment we find ourselves in today and some of the things 

that we find going on from a policy aspect, I thought it would be good 

to…nothing better than grounding someone in some really good, solid 

history.  No, these are not typos.  This is a look at global risk-free rates or 

sovereign rates from 1285 to 2016.  That’s what the black line on the left 

represents.  The blue bars represent bull markets in bonds and it’s a 

length of time that it occurred.  So, on the right the chart is really showing 

you a horizontal axis that is length of a bull market in years and the 

vertical axis is, “Well, how far did interest rates fall during that period of 

time?”  In red is 1981 to the present.  That’s our present bull market in 

bonds.  It is the second largest decline we’ve ever seen in history, I figure 

1285 is a reasonable place to say in history and somewhere pushing the 

second, if not just slightly the third, longest. 

  If you look, most of them are clustered up with much less of a 

decline in rates for much shorter periods of time.  The only one that’s 

significantly longer is 1558 to 1664.  And, for those of you who want 

something to do, we could probably all go study history and find out what 

the heck was going on there.  And I draw this to you to look at just a way 

to look at, “Okay, where am I in a historical perspective right through the 
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lowest level?  Where might I be going forward?  And, is this thing going to 

last much longer in this direction or is it going to tend to want to go in 

another direction?” 

  So that may be a little long in the tooth as far as looking at history, 

1285 forward, so this graph just sort of look at the beginning of 1990 

forward and the 10-year Treasury yield.  And as you look at this graph 

we’ve drawn a line at sort of what’s the trend of all the highs that it’s had, 

each high, each increase in rate, has been lower each time.  You look at 

the far right hand side and you go, “That’s like two low periods, they’re 

about the same so it’s bounced down there a couple of times.”  And if I 

look at where the green line intersects the end of the graph, lo and 

behold, it becomes something that looks a lot like 3%.  So I’ve heard a 

few things talked about 3% being a possibility of where one is going to go 

and what would happen if you got there and went a different direction.  

But up until the time that you actually get toward 3% from a technical 

basis interest rates moving around really hasn’t changed your direction 

very much. 

  So, drilling further and looking at it, this the last year and we spent 

the first six months of this year, seven months, in sort of a deflation, slow 

growth, secular stagnation sort of environment in the world, “this is how 
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it’s going to work.”  Then starting in July growth prospects tended to pick 

up a little bit, the 10-year Treasury yield tended to increase a little bit and 

then, lo and behold, on the 8th of November it changes dramatically. 

  Well, why does it change dramatically?  This is in a very short 

period of time.  Well, if you look at everything to the left of the red line 

that’s being driven by monetary policy which is quantitative easing and 

zero interest rate policy and negative interest rate policy.  Well, if you’re to 

the right of that red line you’re now being driven by fiscal policy.  We’re 

going to have lower taxes, we’re going to do infrastructure spending, all 

these other things that the Trump administration has started to talk about.  

But it says investors have looked at this and go, “Okay.  I see a change 

that’s going on in the way policy is being implemented to try to get the 

economy to grow.” 

  So, from that aspect this is an exercise in a look at:  Where might 

the 10-year Treasury go?  What fundamental look could I have at it that 

could give me some sense?  And the graph has lots of moving parts on it.  

The upper left hand side, the orange line:  That is nominal GDP so it’s on 

a quarterly basis.  The black line is a 10-year Treasury yield.  It’s on a 

quarterly basis.  Well, the last reported data we have is 9-30 of 2016.  The 

blue line at the bottom is just the difference between the black line and the 
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orange line.  For the ‘60s up until 1979 basically nominal GDP was greater 

than the 10-year yield.  And so, 1980 through 2004 it worked its way down 

from being the other way around.  And sorry I got it backwards, down to 

where you had a 10-year yield was higher than nominal GDP and then the 

last sort of 10 years or so you’ve been looking at a situation where 

nominal GDP has been higher than the 10-year yield.  The black box on 

the upper right does all those nice summer statistics for you.  The median 

for that period of time, by the way, is -28 basis points.  The last one it says 

is -1.03.  It’s basically just taking 2.90 and subtracting the 10-year 

Treasury yield for it because 2.90 is what nominal GDP is. 

  So if we look at this and we go, “Well, if I went back to sort of just a 

median difference between those two and I got nominal GDP to look 

something like 3, 3.3 percent, then I could maybe get a 10-year Treasury 

yield that looks like 3.  I might actually have that happen.  I’m going to 

have a lot of fiscal policy spending.  That’s a potential I could get there.”  

This is the kind of thought process we think is going on in the market.  So 

it wouldn’t surprise us that, okay, you could see a 3% 10-year.  Maybe not 

but you could.  It’s not out of, to us, the realm of possibility. 

  Sometimes I find, for those of you who don’t know me as well that 

pictures just sort of tell it all.  They just sort of say everything.  This is 
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2008.  This is the world’s largest financial assets trading floor in Stanford, 

Connecticut.  It’s larger than a football field.  It’s full of people.  This is the 

world’s largest capital markets trading floor, 2016.  It’s larger than a 

football field.  There is nobody in it.  As best I can tell from the picture, the 

only people who are still in it are those whose responsibility it is to 

dismantle the rest of the desks.  If, by the way, you’re in the real estate 

buying mood, you can buy that.  It is for sale.  I don’t know quite what you 

might want to do with it but keep in mind it’s larger than a football field, got 

a big feeling to it and it’s obviously got a lot of electric plugs in the floor. 

  Why did this happen in a mere eight years?  Well, there’s 

regulatory changes.  There’s technology changes.  There’s some market 

changes.  A lot of things went on for a short period of time to show this 

kind of change.  By the way, this floor traded equities, currencies, bonds, 

derivatives.  You name it, they traded everything.  So that happens on a 

trading floor yet when I look at the assets into bond funds, equity funds 

and ETFs this graph tells me an interesting picture.  It’s about the same 

period of time.  It starts in ’07, ends in 2016.  The green line of bond 

funds, whether ETFs or mutual, it doesn’t make a difference, about $700 

billion came into them.  From an equity perspective, eh, they’re about flat.  
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About as much came in as went out.  700 billion, yet the previous picture 

tells you I have a trading floor that’s now gone empty. 

  What might be one of the reasons that that’s occurred?  So when 

we look at this graph a few telling things start to come out about changes 

that have gone on in the marketplace.  The blue line at the top is the high 

yield cash market trading volume according to Trace, the system that 

reports bond trades.  The green line is the value traded for all ETFs that 

are high yield, all high yield ETFs.  There’s about 25 of those.  The red 

line is the percentage of the ETF trading to the high yield cash volume 

trading.  ETFs are now making up, they’ve moved up.  In 2008, by the 

way, it was 0.  It’s now, that number in there that’s real small print is 23%.  

This might be one of the reasons why that trading floor sort of 

disappeared.  There’s obviously regulatory reasons and such.  But we 

look at this and realize, okay, the world for us has changed in how we 

interact with the marketplace.  We’ve needed to/had to make changes 

ourselves in how we construct a portfolio.  How do we find the assets 

we’re looking for?  Doing that within the analytical framework that hasn’t 

changed for over 30 years in how we evaluate bonds and how we set 

about our objectives of what we try to accomplish but the world has 

definitely changed for us. 
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  Finally, I want to make some comments just sort of about inflation, 

real yields and where things might go.  The first thing we’re looking at here 

is this is real Fed funds rate.  So this just takes the Fed funds rates, 

subtract the CPI from it.  Oh, lo and behold, I’ve picked a period of time of 

1984, that same bull market.  That average from 1980 to 1990 was 4.7.  

Now it’s -1, significantly different.  We’ve obviously had some stair steps 

along the way.  But that’s just the short side, short rates, Fed funds rates.   

  This is a study that comes from…  I got it from Bank Credit Analyst 

but it actually came from the Bank of England.  And it’s looking at the 

decline in global real yield for a 10-year from the mid-‘80s forward.  It’s 

been about 450 basis points.  Well, where did it come from?  Well, the 

first contribution is expectations for just lower trend growth in the 

economy.  Well, that’s about 100 basis points.  An increase in desired 

savings due to demographics:  Well, that took another 90 basis points out 

of real yield.  Inequality:  That’s another 45.  And then the emerging 

market savings glut so I’m importing goods from the emerging markets so, 

I’m buying their goods and handing them dollars, they reinvest in 

Treasuries.  That was another 25 basis points.  That’s about 160.  And 

then what’s the decrease due to desired investments whether, they’re 

capital goods prices, public investment, cost of capital minus industry 
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rates?  That’s another 140, then the estimate.  This explains all but about 

50 basis points.  And we sort of look at this and realize most of this has 

occurred, it’s probably not going to occur going forward.  Another direction 

might be starting to happen. 

  But to look at it in a more closed fashion is this graph just looks at 

sort of a 50-day change and the top is just the 10-year TIPS breakeven, 

or, what’s the yield on a nominal 10-year Treasury minus the yield on a 

10-year TIPS spot, the difference between those two is implied CPI rate.  

It’s 28 basis points that’s changed roughly in the last 50 days.  Well, the 

bottom sort of breaks down where the 28 came from.  Well, half of it came 

from, almost half, 13 of those basis points but came from inflation itself, 

the biggest driver being the change in the price of oil.  Not much has 

happened because of economic growth or global risk changes.  So, if we 

were to change global risk or we changed economic growth, probably 

going to have a pretty dramatic impact, again, on people’s expectations of 

inflation and actually inflation itself. 

  And so I’m going to close this piece out with a look at, lo and 

behold, three major central banks, the Eurozone, the U.S. and the U.K.  

Hmm, all have a Fed target of 2% for inflation; it seems rather consistent, 

they have here.  And then the yellow bars at the bottom are economist 
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expectations of where inflation might be going forward.  Well, in the 

Eurozone they are trying to get to 2% but the estimates are telling them 

they’re all going to be somewhere around 1.4.  We’re trying to get to 2, 

estimates are now above 2; the same with the U.K.  Now whether these 

estimate turn out to be right or not we’ll find out as we move forward.  But 

you sort of look at this and realize, well, if the estimates are greater than 

what we’re targeting, chances are higher that monetary policy is going to 

try to figure out somewhere to raise rates and slow this thing down some; 

wouldn’t surprise us.  Well, if that happens all the people on the left in the 

Eurozone where it’s not happening, where they have negative interest 

rates, are going to tend to gravitate to looking at the U.K. and the U.S. as 

a place to find high quality assets in the bond market that have some yield 

to them. 

  So, to wrap this up, and what we’ve been seeing and sort of 

thinking about, the first is there’s a policy shift that’s gone on.  We’ve 

relied a lot on monetary policy to try to get the economy to grow for the 

last eight years.  And it now appears to be that we’re going to use some 

sort of fiscal policy tool to try to get the economy to grow and hopefully 

grow…  The expectation is, oh, this will make it grow at a faster rate.  Only 

time will tell us.  CPI appears to be changing its direction.  It’s up a little 
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bit.  Investor sentiment and the assets that they want to buy has changed, 

shifted, over the last three to four months.  The market mechanics have 

definitely changed on how we go about trying to find the things that we’re 

looking for, whether we want to buy them or sell them.  And over this last 

eight year period where we’ve went through all these sort of shifts and 

changes, it would, we think, have done a fairly good job of shepherding 

these assets in a fashion to get a reasonable return for someone, given 

the risks that tend to be out there. 

  So I’m going to stop my comments at this point, turn over to Abhi, 

who’s going to give you the more details on the portfolio, the return we 

achieved over both the fourth quarter and the year, and an investment 

idea that we found attractive. 

Abhijeet: Thank you, Tom.  This table shows the contribution to return by sector for 

the fourth quarter and the full year, along with the average weight of each 

sector during those periods.  As shown at the bottom of the table, the 

Fund had a total gross return of 41 basis points during the fourth quarter 

as shown in the second column of numbers.  And then, the last column of 

numbers at the bottom, it shows that the fund had a gross return of 3.01% 

for the full year 2016.  For the fourth quarter the largest contributor to 

performance was corporate high yield, both bonds and bank debt but 
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particularly bonds.  Bond prices increased during the fourth quarter and 

throughout the year as a result of recovering oil and commodity prices and 

an overall increase in bond prices throughout the high yield market. 

  The other large contributors to performance during the fourth 

quarter, which were all roughly equal in their contribution, were asset 

backed securities backed by subprime auto loans, non-agency 

commercial mortgage backed securities, including bonds that are backed 

by performing and nonperforming mortgages, and bonds backed by 

nonperforming single family mortgages which are shown here in the CMO 

non-agency line item on this table.  For the fourth quarter the detractors 

from performance were bonds that were negatively impacted by higher 

treasury rates as Tom just went through. 

  The largest detractor from performance was Ginnie Mae project 

loan interest only bonds which appear on this table as CMBS stripped.  

Keep in mind these are among the longest duration holdings in the 

portfolio with a duration of around two and a half years.  As a result, rising 

yields on these bonds, due to rising Treasury rates partially offset by lower 

spreads, cause the price of these bonds to decline. 
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  The second largest detractor during the fourth quarter was 4-year 

maturity Treasury bonds which declined in price as a result of rising 

Treasury yields.  And the third largest detractor from performance were 

agency mortgage bonds backed by relocation mortgages, which is shown 

in the CMO agency line item, and agency mortgage interest only bonds 

backed by seasoned 10-year mortgages which are included in the MBS 

stripped line on this table. 

  The relocation mortgage bonds decreased in price due to rising 

yields, again, as a result of higher Treasury rates.  The agency mortgage 

interest only bonds also decreased in price due to higher treasury rates, 

which is counterintuitive since normally one would expect rising rates to 

increase the price of an interest only bond.  The difference here is that the 

mortgages backing these interest only bonds are so seasoned that the 

remaining average life is very short, around two to four years.  Because of 

the short remaining life, these borrowers are not sensitive to changes in 

mortgage refinancing rates.  They’re on a path to pay off their mortgages 

and are not really interested in refinancing or re-extending.  As a result, 

their prepayment behavior doesn’t really change as rates move.  And, 

since the prepayment behavior doesn’t change, there’s no change in the 

expected stream of interest payments that will be received.  The only 
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difference is that that stream is now just discounted at a higher discount 

rate, resulting in a lower dollar price. 

  With respect to the full year 2016, the contributors to performance 

were similar.  Corporate bonds were the largest contributor, again, driven 

by the recovery in energy and commodity related bonds.  The second and 

third largest contributor for the full year were subprime auto asset backed 

securities and bonds backed by nonperforming single family mortgages.  

The largest detractor from performance for the year was the Ginnie Mae 

project loan interest only bonds, again, due to rising rates.  The other two 

detractors for the full year were much less meaningful.  Those were the 4-

year Treasury bonds and the agency mortgage interest only bonds. 

  As Tom noted at the outset of the call, the yield at the end of the 

year was 2.69% with a duration of one-and-a-quarter years.  The yield is 

about 11 basis points higher than it was at the end of the third quarter due 

to the higher rate environment.  The duration is slightly lower than it was 

at the end of the third quarter.  And we’ve commented many times in the 

past how we try to buy whatever duration the market will allow us to buy 

without exposing our investors to too much risk of short term interest rate 

related losses.  Basically we look for bonds where the yield is sufficient to 
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provide a positive return over 12 months, assuming that the yield 

increases by 100 basis points during that 12 month period. 

  As a quick aside, I’ll note that from July through December of 2016 

the five to 30 year portion of the rate curve increased by close to 100 

basis points.  Anyway, using this methodology one would expect that the 

duration of our portfolio would’ve increased as higher rates allowed us to 

buy longer duration bonds.  And we did, in fact, spend a significant 

amount of capital on longer maturity bonds, as demonstrated by the 

increase in the average life of the portfolio, from 1.84 years to 1.94 years 

shown on the bottom of the third column.  However, a large portion of that 

capital was invested in floating rate securities, particularly CLOs which 

have a longer average life than the rest of the portfolio but because 

they’re floating rate bonds have a very short duration.  As a result the 

average life of the portfolio increased but the duration decreased slightly.  

With that said, we continue to try to use this higher rate environment to 

increase the portfolio’s duration while maintaining protection against short 

term interest rate related losses. 

  The next slide shows the expected gross return over 12 months for 

the portfolio based on different assumed changes in yields, meaning 

some combination of a change in rates and spreads.  For example, using 
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our standard test of 100 basis points increase in yield, this chart shows 

that the fund would have an expected return of a little over 2% before 

fees.  The far right hand side shows that the fund should be able to 

withstand greater than a 200 basis point increase in yield across the entire 

portfolio and across the entire yield curve and still have a positive return 

before fees. 

  Here we show the breakdown of the portfolio by rating.  Last 

summer, if you recall, we changed the rating cutoff of the portfolio.  

Previously we had to have at least 75 percent of the portfolio in assets 

rated AA- or higher.  Now we have to have at least 75 percent of the 

portfolio in assets that are rated A- and higher.  As shown here in the 

middle of the table, since we made that change there has not been a 

significant increase in our single-A holdings.  Our exposure going forward 

will depend on the opportunity set.  

   These two pie charts provides a breakdown of the portfolio by 

investment idea as of the end of the year versus the end of the third 

quarter.  There are a few notable changes.  First, cash increased by 3 

percentage points, from 7% of the portfolio to 10% of the portfolio.  And at 

the same time Treasuries, which were 5% of the portfolio at the end of the 

third quarter, now no longer appear at the end of the year. 
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  The Treasury holdings at the end of the third quarter included 4-

year maturity bonds and bonds that were originally purchased as 2-year 

maturities.  In cash and equivalents, we include treasuries with a maturity 

of 13 months or less.  As those 2-year maturity Treasuries got closer to 

maturity they moved from treasuries to cash and equivalents.  We still 

own the 4-year maturity Treasuries but they’re now included in “other” 

since we only broke out ideas that have an exposure of greater than 4% 

of the portfolio. 

  Second, stripped performing CMBS, also known as Ginnie Mae 

project loan interest only bonds and corporate bonds, are each lower by 

about a percentage point due to sales offset by some new investments.  

All of the other decreases were mostly due to regular amortization and 

maturities.   

  And, finally, there’s a new addition to this chart:  ABS CLO which 

represented about 6% of the portfolio at the end of the year. 

  I’ll turn it over to Prakash who will give a brief overview of these 

investments. 

Prakash: Thanks, Abhi.  The upward moving LIBOR which began in late June of 

last year has created an opportunity in some floating rate securities.  

When we evaluate floaters we typically take a neutral view on rates, 
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meaning we don’t make a directional bet on whether the benchmark 

index, in most cases LIBOR, will move up or down in the future.  We 

simply look at the current yield at the time of offer and determine whether 

we are being adequately compensated for the risk assumed.  The move in 

LIBOR has produced current yields on some floaters which we now 

believe, 1) compensates us for credit risk and, 2) compares favorably to 

other sectors of the ABS market. 

  One particular area which has presented an opportunity is in 

collateralized loan obligations or CLOs.  CLOs are debt instruments 

secured primarily by first lien loans to corporate borrowers.  To date we’ve 

made the bulk of our investments in short dated, front-pay AAA rated 

CLOs.  Our investment process for each bond includes a robust stress 

test and a detailed review of the underlying collateral, trustee reports, the 

bond indenture and a review of the CLO manager.  For our stress test and 

peak loss scenario we assume approximately 42% of the underlying 

collateral in the trust defaults.  This is the worst cumulative default rate 

experienced over the past 20 years in the leveraged loan market.  We 

further assume that the loss on defaulted assets is 35 cents on the dollar 

which is in line with historical experience.  Multiplying the cumulative 
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default rate by the loss rate results in an approximate 15% loss on 

collateral in our peak loss scenario. 

  To better understand the investment process let’s look at an 

example.  This next slide outlines a sample AAA rated CLO held by the 

Fund as of the end of the quarter.  The Fund holds the front-pay A1A 

tranche, highlighted in light green at the top of the table.  The A1A tranche 

benefits from 44% credit enhancement as the AA tranches down through 

the subordinated notes absorb collateral losses before the AAA tranches 

are impacted.  If we compare 44% credit enhancement to the 15% peak 

loss scenario we just discussed, we see that this bond benefits from loss 

coverage of nearly three times.  Further, the A1A tranche benefits from 

excess spread produced by the underlying collateral.  CLOs contain 

protective features which divert cashflow to senior debt tranches from 

junior tranches in the event of credit deterioration.  Given robust peak loss 

coverage and structural protections, these investments are well protected 

in a downside case scenario. 

  At this point we can open up for Q&A. 

Mark:  Thank you, team.  We’ve had some questions that came in prior to 

today’s call and a few that have come in during the call and we will work 

through each.  The first question that came in prior to today’s call was a 
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little color on fund flows.  And for 2016 we had slight net outflows for the 

fund.  And I think if there’s any color behind it it’s “A Tale of Two Cities” as 

Tom talked about.  We had an interest rate environment.  There was a 

bull market of interest rates until November 8th and things have changed 

since.  So who knows what that holds in store for our fund in 2017, other 

than we continue to focus on executing against our set of goals and 

objectives and working hard to prove our worth for our shareholders. 

  The second question that came in:  With a shorter duration the 

fund should have higher turnover.  What’s the impact on performance? 

Tom: So when you look at the last reported period, the latest one for turnover, it 

was 44% of the portfolio.  If you further think through how do we get there 

and what do we do, and such, that turnover has primarily been driven by 

amortization of principle and just maturities that we find.  We’ve, in the 

past, spoken about why we have a heavy use of structured product, 

whether asset backed or CMBS or mortgages.  And one of those is it 

enables us to get an amortization of principle. 

  We’ve talk about at times, “Well, how much does that come back in 

a year?” and it’s been in the ranges of 25 to 30% a year.  And we’ve also 

talked about, “Well, why did you approach it that way?” with our view 

being one of, as I showed the picture of the world’s largest trading floor in 
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2008 and the world’s largest trading floor in 2016, you could notice that 

there were a dearth of people.  The capital markets have changed such to 

where the dealers out there just no longer are in a position to take on 

inventory.  And so, to rely on them as a place to provide liquidity for us 

has gotten more expensive.  So one of the ways, okay, how do I deal with 

that, how do I deal with the fact that the world’s largest trading floor is now 

empty, that one time was full of I don’t know how many hundreds of 

people, well, it’s to use amortization of principle and to use maturity to 

create liquidity or to create capital to reinvest. 

  The other piece of that is, as we went into the fourth quarter rates 

start to rise, things get more attractive somewhat.  Prakash has got more 

ideas within the CLO space that are tending to make sense for us.  We’re 

not in a position where we have to sell something.  We have a natural 

amortization that we’re now turning around and reinvesting.  And so, 

because of that, our turnover cost and its impact on performance, while 

it’s not eliminated it’s ways that we go about minimizing it. 

Mark: Thanks, Tom.  Anything else on that question?  A couple of questions that 

came in during the call:  Much of your returns in 2016 were due to holding 

subprime ABS, non-agency CMOs and junk bonds.  How do you comfort 

yourselves that these low rated securities will avoid downgrades, or 
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worse, default?  Other ultra short funds buy low grade paper but they lose 

value in credit spreads widely. 

Abhijeet: So let me take that in three parts.  So first, the subprime auto ABS, I’ll 

refer you to a couple of webcasts we’ve made covering our subprime auto 

exposure.  And we also wrote about that extensively in one of our 

investment letters which unfortunately I don’t recall offhand, sometime last 

year.  And then also we have a presentation on our website from our 

Investor Day where we also have a couple of slides on our subprime auto 

holdings. 

  But the short story is that the bonds that we’re buying within the 

subprime auto asset backed security space are all bonds that we bought 

to sustain what I consider pretty extreme loss scenarios.  And so what I 

mean by that is, similar to what Prakash has described in his analysis of 

the CLOs, we’ve gone through a lot of the history of what losses have 

been in the subprime auto lending industry over the past probably 18 

years at this point to see how bad losses have been.  And we’ve run those 

sorts of loss scenarios through the bonds that we’ve purchased. 

  So when you look through our holdings, and, again, when you refer 

back to our webcasts and letters, you’ll see that our holdings are designed 

and built to withstand losses that are multiples of whatever the peak 
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losses have ever been experienced in this industry.  Furthermore, all of 

our bonds are rated AAA, AA or A with the vast majority of them in the 

AAA or AA area. 

  With respect to downgrades of those bonds, sure, it’s possible.  To 

be honest, we’re not overly concerned about that because we’re so 

singularly focused on whether or not we’re going to get our principle back.  

And we have a hard time imagining a scenario where we do not get our 

principle back. 

  On the non-agency CMOs, yeah, so there was a significant portion 

of the return which came from non-agency CMOs.  Specifically, within the 

non-agency CMOs it’s the bond, it’s newly issued bonds that are backed 

by nonperforming single family residential mortgages.  So I’ll just give a 

quick recap on what those are. 

  Coming out of the financial crisis obviously a number of the large 

money centered banks had mortgages on their books that were not 

performing.  There were a number of institutional buyers who approached 

these banks to purchase these loans at cents on the dollar.  And then 

they would go through the process of trying to modify those mortgages.  

Or, alternatively, go through the process of foreclosing and selling the 

underlying homes at which point it basically becomes a real estate 
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transaction.  To finance that investment these institutional buyers went to 

the bond market and issued these bonds that were backed by their 

portfolios of nonperforming mortgages. 

  The bonds that we own are what’s known as front-page sequential 

bonds, meaning that every single dollar of cashflow that comes from 

either selling off a loan that has become re-performing through a 

modification or selling off a piece of real estate that’s been acquired as a 

result of a foreclosure process, all of that cashflow goes to pay our bonds 

down first.  And the way our bonds are structured is that the bonds that 

we own, when you do all the look-through analysis, our bonds are 

effectively creating single family properties in the United States at about 

50 cents on the dollar of current appraised value. 

  So, again, same theme as with the subprime auto holdings, we’re 

singularly focused on making sure that we get our money back.  We’re not 

that concerned about downgrades.  Although, having said that, these 

nonperforming loan bonds that I spoke about are actually nonrated so 

they can’t really be downgraded.  But we’re not that concerned about a 

principle loss.  I think that the bigger concern on these bonds is the timing 

of getting our money back.  And the expectation is that we should get our 
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money back on these bonds in about one and a quarter to one and a half 

years. 

  And then, quickly, the third category, there’s also reference to a 

large portion of the performance coming from junk bonds.  That’s also 

true.  Again, just to give some history, going into 2015 we had about—and 

I don’t recall the exact number off the top of my head, about—4 to 6% of 

the portfolio in bonds that were exposed to energy and commodity prices.  

Those bonds were obviously punitive to our performance during the 

course of 2015 and at the very beginning of 2016.  Over the course of the 

back half of 2015 and the first half of 2016 on a large number of the 

positions our original investment thesis ended up playing out and we 

ended up exiting those positions. 

  So those exits were a large portion of the positive contribution to 

performance that you saw in 2016, which leaves us now with two 

remaining bonds in the portfolio as of the end of the year, which are still 

sensitive to commodity and energy prices.  Again, those bonds have had 

a pretty significant appreciation in price that we’ll continue to reassess 

going forward whether or not we should own them.  But the point is I don’t 

want to leave the impression that we have a large exposure to high yield 
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or a large exposure to commodities in the portfolio.  It’s actually quite 

small. 

Prakash: Sure.  There’s a question here that says:  We have heard that losses will 

be worse this credit cycle versus the past, given week underwriting 

standards.  Is your peak loss scenario really that conservative?  It’s a 

good question.  Before diving into the CLO space in earnest we spent 

considerable time looking at the history of the underlying collateral.  We’ve 

studied 20 years of default and loss data in the leveraged loan market.  

Surprisingly, what we found was that peak losses actually occurred during 

the telecom bubble which spanned the period from 1999 to 2006.  The 

cumulative default rate over this period was approximately 42%.  That 

actually outpaced the cumulative default rate seen during the financial 

crisis for which the data spans 2008 to 2014.  The cumulative default rate 

over that time period was approximately half or 21%.  So we think we 

have two pretty good periods of extreme stress in the market and losses 

to consider in our data set. 

  We are very vigilant of underwriting standards that are taking place 

in the current credit markets.  We don’t feel like the excesses have built 

up to the point that we’ve seen in the past yet but it’s definitely something 

we monitor.  But, even despite that, we feel that the 3x loss coverage of 
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peak default rates, going back 20 years, we feel like we’re well protected 

on these investments. 

Abhijeet: And then I’ll just add a note to what Prakash said.  Given his comments, 

that also explains our general reluctance to invest directly in the broadly 

syndicated loan market.  However, by buying those loans through a 

vehicle like a CLO, we’re effectively buying those loans at a discount to 

the full par price.  So that gives us some cushion against these loss 

scenarios which Prakash described. 

Mark: Thank you.  Just seeing if there are any other comments or questions…  I 

think that ends today’s both prepared as well as Q&A section of the 

webcast.  Thank you all for participating. 

  I want to reemphasize what Tom said at the beginning of his 

prepared remarks which is the fact that the New Income Fund will be 

holding a special meeting of shareholders on Tuesday, February 28, 2017 

and has mailed a proxy statement of earning costs to shareholders of 

record as of 12-30-2016 with regard to this meeting.  We strongly invite 

your participation by asking you to review the materials and complete and 

return your proxy card as soon as possible. 

  Among other things, fund shareholders are being asked to approve 

the amendment to elimination of certain of the fund’s fundamental 
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investment restrictions as described more fully in the proxy.  Changes are 

intended to update the fund’s policies in line with regulatory changes in 

the industry practice, thereby providing the fund with the flexibility to 

respond to changing markets and the investment opportunities and 

regulatory developments that may occur in the future without incurring the 

cost and delay of seeking shareholder approval.  No material change will 

be made to the manner in which the Fund carries out its principal 

investment strategy without prior Board approval and, as appropriate, 

revised prospectus and/or SAI disclosures. 

  Remember, this fund goes back to the 1960s and is actually not an 

irrelevant point when talking about trying to keep up with times and 

particularly adhere to our goals and mandates. 

  Again, thank you for your participation in today’s fourth quarter 

2016 webcast.  We invite you, your colleagues and shareholders to listen 

to the playback of these recordings and view the presentation slides that 

will be made available on our website.  And answers and questions we got 

earlier in the transcript today on 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. 
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  Following today’s webcast you’ll have the opportunity to provide 

your feedback, submit any comments or suggestions.  We encourage you 

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

and we appreciate and review all your comments.  Please visit FPA Funds 

for future webcast information, including replays.  We will post the date 

and time of the prospective calls towards the end of each current quarter 

and expect the calls to be held, as in the case today, three to four weeks 

following each quarter end. 

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

and would like to receive one, 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 

funds.  We want to make sure that you understand the views expressed 

on this call are, as of today, January 24, 2017 and are subject to change 

based on market or 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 or guarantee 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 

mailto:crm@FPAFunds.com
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any information provided is not a sufficient basis upon which to make an 

investment decision.  Information provided does not constitute or 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 from the fund’s distributor, UMB Distribution 

Services, LLC or our website FPAFunds.com.  Please read this carefully 

before investing.  FPA New Income, Inc. is offered by UMB Distribution 

Services, LLC. 

  This concludes today’s call.  Once again, thank you very much for 

your time and participation. 

[END FILE] 


