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

welcome you to FPA New Income’s Second Quarter 2017 Webcast.  My 

name is Kristina Surkova and I support the Fund on the Client Service 

side.  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, Inc.  Tom Atteberry is a Partner at FPA and joined the 

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

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

Research for the Fund since April of 2015, and Portfolio Manager since 

November 2015. 

  Now let’s talk about what’s happened during the quarter.  The 

increase in Treasury rates and Fed Fund rates presented investment 

opportunities in the 2-4 year maturity area of the high quality portion of the 

portfolio.  As a reminder, this are securities rated A- or above.  With 

respect to credit sensitive portion of the portfolio (these are securities 

rated BBB+ and below), continuing decline in credit spreads led to 

reduced allocation to that area.  In total, yield-to-worst in duration remains 

effectively unchanged compared to the end of First Quarter 2017. 
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  As part of today’s agenda we will cover Fund highlights, market 

commentary, performance and portfolio activity and then open it up for 

questions and answers. 

  Tom, now over to you. 

Tom: Thank you Kristina.  And I appreciate everybody joining us this afternoon 

on the call.  To start off with just as, again, as background, we are trying 

to accomplish two objectives.  The first one being an absolute positive 

return in a 12-month period and the second objective is a longer term one 

in which we’re looking to get a CPI + 100 basis points of return over a 

rolling five-year period. 

  Looking at the chart at the bottom, it’s familiar to everyone, we 

show this every quarter, as Kristina alluded to, you look at the yield-to- 

worst and nothing really changed, whether it was us or the indices.  

They’re very, very similar as they were to the end of the First Quarter.  

The durations didn’t change very much either so the ratios pretty much on 

a quarter-over-quarter basis are all pretty much the same. 

  We continue to be—I wouldn’t say “pleased” but—happy with the 

fact that you look at us on a risk adjusted basis and our returns compare 

quite favorably to a variety of sort of Morningstar fixed income mutual fund 

categories.  The only one that we’ve seen this time struggle to be better 
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than is the nontraditional bond fund category, although we do show us 

slightly better in the last year as far as a risk-adjusted return.  And over a 

longer term we’ve done quite well against them.  That’s just sort of a 

testament to the fact that we’re always looking at the downside.  We are 

always trying to figure out what could go wrong with this and build in a 

margin of safety against the difficult and bad things that can happen if 

you’re managing fixed income. 

  And a couple of comments on the return perspective: For both the 

quarter and year-to-date we’ve done substantially better than the 

Bloomberg Barclays 1-3 Year Index and the last quarter we did somewhat 

better than CPI + 100.  Year-to-date we are lagging it a little, although we 

are ahead of CPI if you take out the 100 basis point part. 

  Trying to compare us to the Barclays Aggregate Index, it’s really 

not that germane, given the sort of yield and return profile that we have 

versus that index.  On a longer term basis we have done well against the 

1-3 Year Index.  We’ve, at times, struggled to get the 100 basis points 

above CPI, although we’ve done better than CPI.  Most of that really being 

driven by the fact that we spent the last seven or eight, some odd, years 

in a Federal Reserve policy that was trying to generate negative real rates 

and it’s just a sort of a headwind that’s hard to get around. 
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  A little humor; couldn’t resist on this one.  I’m not quite sure if the 

gentleman in back is looking for free advertising or if he’s trying to make a 

statement about what they think about the Federal Reserve policy that’s 

going on.  I will say this.  There’s nothing better than live TV at times to 

sort of bring some humor into it. 

  That aside, this picture you do see was from her latest testimony to 

Congress.  The second quarter the big discussion from her group, Janet 

Yellen, is, the Fed discussion, sort of how best to shrink their balance 

sheet.  What do they plan to do?  They’ve sort of outlined a general plan.  

They’ve sort of outlined about how much.  We just have no idea when 

they’re going to necessarily start the plan but they seem to be warming up 

to this is what we’re going to do to get there. 

  Optimism in the markets in general appear to be great everywhere.  

One of the comments that Janet Yellen made during her testimony was 

“No new financial crisis in our lifetime.”  I was very heartened to know that.  

Bill Dudley who is the Vice Chairman of the Board and he’s President of 

the Fed in New York, he thinks we’re actually in a pretty good place.  

Jeremy Grantham thinks high yield valuations will persist.  Robert Shiller 

thinks the stock market could go up 50% from here.  I’m not quite sure 

who Burt Malkiel is.  I’m sure I should know.  But he thinks even the 
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experts can beat the monkeys.  And Donald Trump thinks we’ve entered 

the golden age of energy dominance in the US. 

  That’s a lot of optimism on a page in statements from people.  

We’re maybe a little different than the caption on the left and that is that 

when I see complacency and superlatives it does make me nervous.  And 

every one of those comments does make me nervous. 

  So how do we tackle, or how does the Fed decide that they’re 

going to tackle this rather large balance sheet that they’ve accumulated 

over the years?  So “quantitative tightening” is sort of what we decided 

we’d call it or “QT.”  Well, what really is that?  Well, quantitative easing 

was what the blue line represents, then quantitative tightening is going to 

pretty much be “I’m going to make the blue line go down” which is “I’m 

going to let things roll off that I own” or “I’m going to sell what I own.” one 

of the two, but that’s sort of the thought process for quantitative tightening. 

  So what have they managed to do?  Well, between the beginning 

of ’09 and the beginning of 2011, basically sort of a 3-year period, they 

increased their balance sheet by 50%.  Not being content with just 

increasing it by 50%, they started again in December of 2012 and 

increased it by another 50%.  So they’ve gone from 2 trillion to 4.5 trillion.  
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The last several years they’ve just been reinvesting what rolls off.  The 

line has been flat. 

  So you sort of look at this and go, “This is the size of the problem.  

How do I shrink this?”  So sort of an argument to go through:  Are they 

going to try to shrink it?  What if they try to shrink it back to the 2009 level, 

which sort of would take all this QE you see on this page off? 

  So taking the graph on the page before and then adding something 

that’s called the 10-Year Term Premium from three gentlemen who work 

for the New York Fed.  So what is a term premium?  This is a 10-year 

term premium.  To think of this in simple terms is to go, “Okay.  I have two 

options.  I could buy the 10-year Treasury today and get the “2.3-ish” 

percent yield for the next 10 years.  Or, I could buy a series of 1-year 

Treasuries every year for the next 10 years and get some other yield.  And 

that line merely represents the difference between you buying the 10-year 

Treasury or 10 1-year Treasuries. 

  Well, when you think through that you realize, “Well, can I go buy, 

today, a 1-year Treasury that I don’t really purchase until nine years from 

now?  In actuality, no.  In theory, yes.  So it is not something that you can 

look on a page and it is observable.  It’s sort of a quantitative model.  This 

is one of the things that the Fed was using to figure out if their quantitative 
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easing was having an impact on longer term interest rates was, “Well, 

what’s the term premium out there?”  Well, when they started this and had 

2 trillion in assets that term premium was basically 150 basis points or, for 

10-year Treasury, yielded 150 basis points more than 10 1-year 

Treasuries. 

  Now it’s zero.  Pretty much you’re indifferent to those.  And that’s 

what it’s just trying to show.  This is what they were trying to accomplish.  

They wanted to drive longer term interest rates down in order to try to 

stimulate borrowing and thinking that that would give them more activity 

from an economic standpoint.  They actually think, at the end when they 

measured all this, that they impacted the 10-year Treasury by roughly 92 

basis points. 

  The graph we have in front of us is a look at the maturity ladder for 

the $4.5 trillion worth of mortgages and Treasuries that the Fed owns.  

The blue bars represent mortgage amortization.  Like all mortgage 

portfolio holders, the Fed has a prepayment model in order that they’ve 

made an assumption of how this stuff is going to prepay.  And so, you 

look at this and you realize between now and 2022, the next five years, 

somewhere between 200 and, at most, 500 billion will come due each 

year.  It moves around but it’s somewhere between two and five hundred 
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billion.  That assumes, by the way, you don’t have a recession and 

interest rates don’t change.  Because, as you look out towards those later 

years, it’s mortgage amortization that’s getting you that number, not you 

just have a Treasury that’s maturing.  So if rates were to rise, as an 

example, you would probably expect the prepayments to fall.  This is the 

main thing, is then, “Okay.  How do I get myself out of 4.5 trillion?”  Well, 

maybe I just look at what runs off and just don’t reinvest what runs off. 

  So, taking what the Fed is thinking about, we know this is what they 

want to do to shrink their balance sheet, we thought we’d take a look at, 

“Well, what’s the other side, the Treasury Department...?  It’s another 

department of the government, we’ll see if these two have chatted with 

each other.  And what is it that they think is going to happen as far as, ‘All 

right.  What’s my deficit going to look like the next five years?’” 

  So the numbers you see in front of you at the top, the revenues, 

the outlays, the deficit, is the Congressional Budget Office’s baseline 

budgetary projections as of the end of June of this year.  Now, keep in 

mind that the dates you see up there, 2016, ’17, ’18, are Fiscal Year.  And 

a Fiscal Year for the federal government starts October 1 of each year.  

So 2017 is our current year.  We’re most of the way through.  The 

projection is the budget deficit will be roughly $693 billion.  Good news:  
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Fiscal Year 2018 it’ll be less.  And then you’ll notice after that the numbers 

just consistently rise anywhere from 22% between 2018 and ’19, it’s about 

12 to 13% for the years 2020 and 2021 and in 2022 it pops back up to 

17%. 

  When you dig deeper into what really is going on Medicare, 

Medicaid and Social Security explain all that.  So you then dig further to 

what that actually means is the demographics of the country explain 

almost 100% of why those numbers are doing what they’re doing.  Then 

you see I have a line that’s listed as a Federal Reserve Bank QT 

Proposal.  This is how they think they’re going to exit.  They’re trying to do 

this as gradually and gently as possible and not upset the marketplace.  

So they’re proposing that they would do 10 billion a month for a while and 

then they’d increase it slowly until they got to 20 billion a month and they’d 

never go beyond 20 billion a month. 

  Well, if you sort of equate that into years the first year would be sort 

of a $300 billion that they would QT.  Going to 600 billion for three years 

and then a 300 billion at the end, which would get them to 2.4 billion that 

would basically take them back to where the size of their balance sheet 

was in January of 2009.  Okay, sounds pretty good.  The only problem 

with that is, is, that means that the financing needs of the federal 



Q2 2017 FPA New Income, Inc. (FPNIX) Conference Call  
 
 
 

 
 

-10- 
 

 

government will change in 2018.  We already know they’re expecting to 

have to raise 563 billion. 

  If I think back in the year 2016, the Federal Reserve Bank bought 

about 40% of the issuance.  Hmm, well, if they’re going to be buying less 

I’ve got to do the 563.  In fact, they’re going to be buying 300 billion less.  I 

need to find, as a federal government, somebody to help me finance $863 

billion, which in 2019 turns into a 1,289 billion, give or take a dollar or two.  

Where am I going to get that from?  Who is going to be the incremental 

buyer which is now becoming to cover the incremental issuer of debt? 

  The chart you’re looking at sort of looks at 2009 to 2016 and looks 

at sort of large institutions that bought Federal Treasury bonds and notes.  

Broke them into different categories, anywhere from life insurance, from 

the insurance industry, the mutual fund industry, the pension industry, 

households, financial institutions which is basically banks, foreign entities 

and the Federal Reserve Bank.  That’s sort of everybody that’s on here. 

  If the bar is in green they’re tending to be a net buyer.  If the bar is 

in pink or red they’re tending to be a net seller.  So, two things start to 

jump out at you.  You look at non-US, well, in 2009 non-US was about 

$554 billion worth of purchases.  You look at it at the end of 2016, it was 

$115 billion worth of sales.  You can then look down and you look at the 
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Fed, it’s about fourth from the bottom, they bought 301 billion in 2009, 

peaked out at 642 billion in 2013—that’s how they do that 50% increase—

and now they’re sort of a net buyer of zero.  Because they didn’t reinvest 

what they had they’re not a net buyer at this point; they just sort of roll 

over what they already own. 

  So you’ve got the international side is a negative.  The insurance 

companies, the first two at the top, really haven’t been a big buyer either 

way.  Mutual funds and ETFs, eh, okay as far as the buyer goes.  And 

then you come to money market funds and you see they’ve not really 

been much of a participant until 2016.  And that was nothing more than 

the one-time change in money market fund rules that made a government 

money market fund that just tends to buy just the Treasury bills be 

attractive alternative because it had a $1.00 NAV. 

  So we look at that at being, “Oh, that’s probably not repeatable 

going forward.” I’m sort of left with two groups of people that appear to be 

net buyers that might be net buyers in the future.  The first one is financial 

institutions, banks.  They bought 140 billion so they could buy some more.  

And then it just says households.  Well, the way this is divided up, 

households is what you think it is: households.  But it’s also hedge funds 

because they had to put them somewhere.  They assumed the hedge 
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funds were lots of individuals’ money, not institutional money, so they 

stuck them there, only about 205 million. 

  So you’ve got to get that group to continue to buy more.  And then 

you’ll look in and you’ll see the private pension plans and the public 

pension plans.  They’ve not been a huge buyer.  But could you entice 

them to buy?  Well, that’s going to be somewhat difficult if you think of the 

fact that, when you look at the assumed returns they need, Treasuries 

don’t offer much of a yield to get to that assumed return so that’s a 

mismatch of needs and desires.  So as we look through this we realize it 

is going to be difficult for them to find the new incremental buyer of these 

securities without changing yield, in our view. 

  So looking at that, what’s been one of the other impacts of this QE 

that we’re now trying to unwind?  And this is what 13 looks at.  The idea 

originally between quantitative easing was we are going to buy high 

quality assets up, put them on the Fed’s balance sheet, drive down those 

rates, enforce investors to go seek risk in order to find return, riskier 

assets of some sort in order to find return, because we’re going to take 

the return away from owning Treasuries.  We’re thinking that if we go do 

that that you will take more risk, you will make more money, you will go 
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spend more money, the economy will grow better.  It was the virtuous 

cycle that was put out by Bernanke. 

  Well, we do have to give them credit from the time that they started 

QE, bond funds and ETFs that are bond ETFs have taken in a trillion six.  

Sadly, equity mutual funds in ETFs have sold 433 billion.  So investors did 

go search for yield and they did go search for yield away from Treasuries, 

as the last page tended to tell you.  Now you’re asking them to take on 

more because the Fed is going to be buying less of it. 

  So we look through this and go, “All of this leads us to a look at 

what we consider opportunity cost.”  And how we sort of define 

opportunity cost is anytime you’re making an investment you’re going, 

“Well, I could buy ‘Investment A’ or I could buy ‘Investment B’.  They have 

different maturities; they have different risks; they have different yields.   

What am I gaining to do one over the other?  What am I giving up to do 

one over the other?”  So the first thing to look at is, “Okay, we’ll look at 

duration or just maturity length.”  And this is a look at the difference in 

yield between a 2-year Treasury and a 10-year Treasury.  And starting in 

this period it was about 278 basis points, which is roughly what that 

number is at the far left-hand side in December of ’09.  And when this 
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thing was done at the end of June it’s roughly 100.  So you declined by 

178. 

  Well, the first thing you notice in that, “Well, wow.  Isn’t this a 

flattening yield curve?”  Well, doesn’t a flattening yield curve tend to tell 

me that investors don’t fear risk?  Aren’t demanding a higher return to tie 

up their money for a longer period of time?  And the next direction of 

interest rates is down, the economy tends to slow, all those sorts of 

things.  Well, if I look at a 30-year history of the 2-year and the 10-year it’s 

averaged about 118 basis points.  So being at 100 it’s sort of indifferent.  

It’s sort of, “Yeah.  It’s okay.”  But it’s not really telling you much of a 

direction the economy might go. 

  So how did we get here?  Well, typically you flatten a yield curve 

because short rates rise faster than long rates.  In this particular case the 

exact opposite happened because that’s what the Fed wanted to have 

happen.  During this period of time the 10-year Treasury declined by 154 

basis points.  The 2-year Treasury increased by 24 basis points, just point 

to point, far left-hand side of the graph, far right-hand side of the graph.  

So you basically got this because of quantitative easing.  You didn’t get it 

from, necessarily, economic reasons.  You’ve got the long end down, the 

flat end/the short end sort of nothing. 
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  So we look at this and go, “Well, it’s not telling us the economy is 

necessarily changing.  It’s just telling us we’re not getting paid much more 

than opportunity costs of, ‘Well, if I don’t buy the long one and I buy the 

short one I’m not giving up as much in yield to do that.  But I’m certainly 

taking on a lot of interest rate risk if take the long end approach and, say, 

buy the 10-Year instead of the 2-Year or something in-between.’” 

  Moving forward is to sort of look at corporate credit.  The 

opportunity cost of, “All right, I could go to corporate credit.”  Well, we’ve 

got an upper left-hand graph.  It’s investment grade corporates.  The 

bottom right half is high yield.  Well, what’s happened to these during this 

period of time of quantitative easing?  Well, from an investment grade, up 

on the upper left, the darker line, the Yield-to-Worst, tended to decline for 

a while until about 2014 and then just sort of went sideways.  It bounced 

up and down.  It went from 3 and 3.5. 

  But the spread continued to decline and today is about as low as 

it’s ever been during this period of time.  It was a little bit lower in June of 

’14 but not a lot.  But the yield just started to sort of bounce around.  You 

look at the lower right and you the look at high yield side first off it’s more 

volatile which is what you expect.  Instead of owning investment grade 

you’re now owning something with a lot more credit risk to it.  So the price 
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should move around, the yield should move around more.  But you’re 

getting a same look at this picture going, “Okay.  Yield has declined.  The 

yield today looks a lot like the yield low we got in June of ’14 as our 

spread.”  So I’m not getting paid, the spread is the narrowest it’s been, the 

yield is the lowest it’s been. 

  So, looking at these two, well, what’s the opportunity cost of giving 

up high yield to go in something with higher credit?  And this page starts 

to walk through the basics of that analysis.  So the box on the left says, 

“All right.  I could go buy the JP Morgan High Yield Index today, at the end 

of June and get a 6.12 yield.”  If I held it until it matured or for a very long 

period of time, I know that I’m going to experience losses, credit losses.  

Well, on average, since 1982, that’s 2.2%.  So if I take those credit losses 

away from my yield I’m going to net out 3.93.  Or I could buy the JP 

Morgan Domestic Investment Grade Corporate Index and get a 3.70.  And 

during that same period of ’82 forward the worst losses were a basis 

point, or 10 basis points, and now I earn somewhere around 3.64. 

  Hmm, okay.  I’m going to give up 29 basis points of yield to own the 

investment grade versus the high yield.  Am I really giving up that much to 

go from something that’s at worst BBB to something that looks more like B 

or BB?  Well, probably not over time, because there’s a variety of returns I 
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could get with high yield and that’s what the bottom left-hand box says:  

Well, what if you get the great financial crisis of 2008 and you get those 

losses?  Well, that’s 8%.  Well, I’m earning 6.12.  Yeah?  That means I 

actually end up with a net loss in that investment. 

  So we go through that to go, “Hmm, this is telling you I’m not 

getting a lot of yield pickup to go from investment grade to high yield and 

I’m taking on a tremendous amount more risk because if I get a 2008 sort 

of event/’09 sort of event in losses I actually have a negative return.”  So 

this to us indicates you kind of need to start to move up your credit quality.  

You’re not getting paid for the low quality anymore. 

  Well, is the investment grade option the best option for you to 

take?  Might there be something else that could also work?  And so we’ve 

taken that same index, that JP Morgan Investment Grade Index, and 

added on the left its duration.  It’s 7 3/4 years.  Hmm, well, we just showed 

you a graph that said I’ve got the 2s and 10-years flattening because the 

10-year is coming down in yield and the 2-year has not done much in 

yield.  I’m going, “Hmm. That means I’m getting paid less and less for 

more and more duration risk.”  Well, I could buy an Investment Grade 

Asset-Backed Index.  I’m going to give up yield.  I’m only going to get 2.49 

instead of 3.70 so I’m getting about two-thirds of the yield but I’m taking 
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about one-third of the interest rate risk to get it.  Well, that makes sense.  

Taking a lot less interest rate risk in an environment where QT is about 

ready to occur but I’m not giving up an equal amount of yield. 

  So, when you think about it at the end and wrap all this up, you’ve 

got the uncertainty of quantitative tightening.  One of the things, that, if 

you noticed as I went through, in 2019 they say that they’re going to be 

600 billion that they’re not going to reinvest.  Well, the interesting thing is 

there’s only about three to four hundred billion that’s going to mature.  

Hmm, well, that’s interesting.  Does that mean you’re going to sell 200 

billion of what you own?  Open question. 

  I go through that example because we are entering the second half 

of the greatest monetary experiment ever undertaken by anybody.  QE 

was the start.  Now we’re into QT, the other side of it.  Well, if I’m in that 

environment, I’m trying to also find a new incremental buyer for 

Treasuries, common sense tells me there’s probably more pressure to 

rising rates than falling rates.  Well, when I look at credit, high yield 

doesn’t pay me nearly enough to compensate me for the risk of default 

compared to investment grade.  Oh, I’ll go to investment grade.  Well, the 

only problem with that is I’ve taken on a lot of duration risk.  Well, then, 

shouldn’t I maybe consider looking at an asset-backed index where I’m 
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only giving up about a third of the yield, because I’m getting two-thirds of 

it, when I’m getting two-thirds less duration risk in an environment where I 

realize I’m still undertaking a grand experiment in monetary policy and I’m 

going to try to ease my way out of a $4.5 trillion balance sheet and not 

upset the market? 

  As that as sort of the backdrop of going through all this, I’m going 

to turn it over to Abhi at this point.  He’s going to sort of walk through, “All 

right.  If that’s how you think the world is, how did you deploy the capital in 

the best fashion to take advantage of that? 

Abhi: Starting with performance, the bottom right of this table shows that the 

Fund had a positive return of 0.83% before fees during the quarter. 

  The largest contributor to performance during the quarter was 

corporate bonds and bank debt which contributed 24 basis points to the 

total for the quarter. Within that, a large positive component was our 

position in Atwood’s senior unsecured notes which we sold during the 

quarter following the announcement of the Company’s merger with Ensco. 

  The second and third largest contributors to performance were 

CLO’s, which are included in ABS Other, and auto ABS which includes 

both prime and subprime auto loan ABS bonds. 
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  The only significant detractor from performance was a reverse 

mortgage bond which decreased due to mark-to-market price movements. 

There was no change in the bond’s fundamental collateral performance. 

That bond is included in CMO non-agency on this page. 

  This next slide shows the history of the yield and duration of our 

high quality holdings which represents everything in the portfolio rated 

single-A- or higher. Also shown is the yield on the two year Treasury. A 

couple of notes: First the yield on our high quality holdings has increased 

with the yield on the two year Treasury. Second, particularly over the past 

few quarters, we have increased the duration of the high quality holdings 

as the yield on the two year treasury has increased. Higher risk free rates 

allow us to take on more duration risk while still maintaining our ability to 

produce a positive return over twelve months if yields rise by 100 bps. 

  Next is a similar slide for our credit holdings which represents 

everything rated BBB+ and lower. The red line shows the yield on the 

Bloomberg Barclays high yield index. As the yield on that index has 

decreased, i.e., credit markets have become more expensive, the yield on 

our holdings has also come down. Importantly, you can see our absolute 

value approach to investing in that we have maintained at least a 4% yield 

on our credit holdings over time which is not to say that we have some 
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sort of floor on our yield but, rather, there is a certain point at which we 

are not willing to invest in credit because we are not getting paid for the 

risk and you can see that reflected in the spread between the yield on our 

credit holdings and the yield on the index which will move over time. A 

relative value approach to investing would show a spread that is relatively 

constant. 

  We are able to maintain our absolute return discipline by increasing 

or decreasing our exposure to credit based on the opportunity set. This 

slide shows our credit exposure in blue along with the yield on the 

Bloomberg Barclays high yield index in red. As credit markets get 

cheaper, i.e., the red line moves up, we own more credit and when credit 

markets get more expensive, i.e., the red line moves down, we own less 

credit. On the right, you can see that the yield on the high yield index has 

come down quite a bit and, accordingly, we have reduced our credit 

exposure which stands at about 12% as of end of the quarter, down from 

about 15% at the end of the 1st quarter of this year. 

  This slide shows the portfolio yield and duration broken down by 

sector. At the bottom, we show that the yield has been basically 

unchanged for the past few quarters while the duration is slightly longer, 
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consistent with our previous comments about extending duration along 

with the rise in Treasury yields. 

  We changed the rating threshold for the portfolio in summer of 

2016. Prior to 2016, high quality was defined as AA- or higher. In 2016, 

that definition was changed from AA- to A- and higher. We stated at the 

time that this change was made with an eye toward the future to allow us 

to opportunistically take advantage of attractive single-A rated 

investments. We further commented that we did not see a large 

opportunity in single-A rated bonds. That is evident here. Since last year, 

the single-A exposure has only increased to approximately 5% of the 

portfolio. 

  This chart shows the historical exposure by sector within the 

portfolio. Again, consistent with our absolute return approach to investing, 

the allocations shift over time depending on the opportunity set. Since we 

are not benchmark-oriented, we do not need to own bonds in any 

particular sector. Notably here, over the past few years, as the agency 

mortgage market has become more expensive, we have reduced that 

exposure and increased the exposure to ABS. 
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  Here we show the portfolio’s holdings broken down by investment 

idea on a quarter-over-quarter basis. We include ideas that represent at 

least 4% of the portfolio. Starting from the top and moving clockwise, our 

subprime auto ABS exposure has decreased by a percentage point due to 

amortization and maturities offset by some new investments. Our CLO 

holdings have increased by a percentage point due to new investments 

offset by some sales. ABS equipment exposure is unchanged. Stripped 

performing CMBS, which represents our GNMA project loan interest only 

bonds, decreased by a percentage point as we continue to sell bonds that 

no longer have attractive prospective return profiles. I’ll skip cash for a 

second. Relocation mortgage bonds increased by a percentage point as 

we found some additional investments there. Corporates is unchanged. I 

noted earlier that we sold our Atwood bonds. Those sales were offset by 

some new additions to our corporate holdings. Credit card holdings are 

unchanged. Servicer advance holdings are down a percentage point due 

to maturities. Non-performing MBS which represents our bonds backed by 

non-performing single family mortgages have fallen below 4% of the 

portfolio so they do not show up on the second quarter pie chart. Those 

bonds fall in our credit holdings and as they have amortized and matured 

we have not been replacing them because they have become too 
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expensive. Lastly, cash and equivalents were at 7% at the end of the 

quarter, an increase from about 4% at the end of the first quarter. Cash is 

the residual of our investment process. As bonds amortized and matured 

during the quarter, to the extent that we did not find new investments, 

cash increased. 

  Finally, this next chart shows the amount of protection the portfolio 

has against rising rates and spreads. As a reminder, we try to buy bonds 

at prices that will generate a positive total return over twelve months if the 

yield on the bond increases by 100 basis points during that twelve month 

period. The x-axis shows different changes in yield and the y-axis shows 

the projected total return for the portfolio before fees for each change in 

yield. About two thirds of the away along the x-axis, you can see that with 

a 100 bps increase in yield, the portfolio should produce a return of 

approximately 1.75% before fees, all things being equal. The far right 

shows that the portfolio should be able to withstand a greater than 200 

bps increase in yield and still produce a positive return before fees. 

Kristina: Now we’ll move over to question and answers.  And thank you to those of 

you who have submitted questions in advance.  We’ll cover those first and 

then we’ll move over to questions submitted during the live webcast.  So 

we received a couple of questions regarding concerns about subprime 
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auto ABS space.  And I’ll let Abhi cover this topic.  We have a couple of 

slides to illustrate that as well. 

Abhi: Thank you Kristina.  So two questions that we typically get regarding 

subprime auto ABS are, one: is it preceding the next financial crisis?  And, 

two: in light of all the headlines about subprime auto loans should we be 

concerned about the subprime auto ABS holdings within FPA New 

Income? 

  So let me take each of those in sequence.  First let’s address the 

spectre of a severe macroeconomic event due to subprime auto loans. 

We don’t think that subprime auto loans and subprime mortgages are 

comparable in terms of their ability to impact the economy. This chart 

shows why. At its peak, alt-a and subprime mortgage bonds totaled 

approximately $1.8 trillion. Outstanding subprime auto bonds today are 

approximately $200 bn. On the surface, the subprime auto problem is a 

fraction of the size of the mortgage problem. Secondly, the economy is 

not leveraged to cars like it is to real estate. During the housing crisis, 

people had a very large portion of their net worth tied up in homes that 

then lost value. That is not true to the same extent in cars. Also, there’s a 

lot of follow-on consumption related to housing that doesn’t exist to the 

same extent for cars. People don’t buy a car then go to Home Depot or 
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some equivalent and buy a bunch of stuff to make their car better. The 

aggregate dollars spent at Home Depot or the furniture store are just not 

comparable to what’s getting spent at Pep Boys. So when auto loans 

falter and people stop buying or investing in cars, the follow on effect that 

ripples through the economy is not the same magnitude that we saw 

during the financial crisis. 

  Second, let’s discuss our specific subprime auto loan bonds. This 

slide shows the capital structure of a typical subprime auto loan 

securitization. The way a securitization works is that you take thousands 

of car loans, in this case approximately 90,000, and you use those loans 

as collateral for a series of bonds. In addition, the issuer will typically 

provide some cash reserves as additional collateral.  

  At the bottom you can see that the total balance of loans being 

securitized is $1.5bn. In addition, there is $15mm of cash reserves so the 

total collateral is still about $1.5bn. The overcollateralization represents 

the difference between the total loan balance and the total amount of 

bonds being issued and I’ll get to that in a second. 

  As you go from left to right and look at the columns on the table, 

the column on the left identifies the name of the tranche in the 

securitization.  And so, the top tranche is A1 and the next tranche is A2 
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and then so on.  The next column shows the balance of each bond.  The 

third column shows the rating for each bond.  The fourth column shows a 

coupon.  The fifth column has the weighted average life of the bond.  The 

next column shows a credit enhancement which I will explain in a second.  

And then the last column has our estimate of loss coverage which I’ll also 

discuss in a second. 

  As borrowers make payments on the underlying loans those 

payments are used first to pay off the top bond, the A1, until it’s fully 

repaid, then they pay off the A2 until it’s fully repaid, then the A3 and so 

on. Conversely, losses on auto loans first get absorbed by the reserves at 

the bottom, then they get absorbed by the overcollateralization, then the 

bonds start absorbing losses starting with the E, then the D, then the C 

and moving up towards the top. 

  The credit enhancement in the second to last column shows how 

much protection each bond has in the form of loss-absorbing reserves, 

overcollateralization and junior bonds. For example, the A3 tranche has 

protection against losses in the form of the reserves, the 

overcollateralization and the B, C, D and E tranches. Said another way, 

the total of all of that protection as a percentage of the total collateral is 
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52% which means that you could wipe out 52% of the collateral before the 

A3 tranche experiences any losses.  

  When we looked at this issuer’s history of losses on its auto loans, 

we found that the worst losses it had experienced were 24% meaning that 

it had to write off 24% of its loan balances. In comparison, the A3 tranche 

for example, could withstand losses of 52% so the A3 has 2.15x more 

protection against losses than the worst losses that this issuer has 

experienced. This is shown in the far right hand column. 

  The bonds that we own tend to look like the A3, B and C tranches 

which means that we own bonds that have protection in an amount that is 

a multiple of the worst losses seen by the issuer. We do not own bonds 

that look like the D and E tranches because we do not feel like we are 

getting paid enough for the possibility of really high losses. 

Kristina: Thank you Abhi.  Another question for you:  During the recent client 

meetings we’ve had questions come up every now and then on how the 

clients should think about ETFs in comparison to FPA New Income.  And 

we wanted to do a quick illustration comparing our Fund to a short term 

credit ETF. 

Abhijeet: Thank you Kristina.  So, yes, we have gotten the question a few times in 

the past where people have asked us how we would compare FPA New 
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Income to a short term investment grade quality ETF.  So in this particular 

case we’ve shown the Vanguard Short Term Corporate Bond ETF and I’ll 

just note a couple things.  First, I’ll note that net of fees, the yield on both 

FPA New Income and this ETF are approximately the same. However, 

FPA New Income has a duration of about 1.5 years whereas this ETF has 

a duration closer to 3 years so the yield relative to duration is not as 

attractive on the ETF. 

  Secondly, the left hand side shows the breakdown of FPA New 

Income and the ETF by credit quality. FPA New Income is much more 

concentrated in AAA and AA bonds whereas the ETF is much more 

concentrated in single-A and BBB bonds. 

  Lastly, the right side shows the breakdown of the two portfolios by 

sector. FPA New Income has about 83% of its assets in securitized bonds 

whereas the ETF has 99% of its assets in corporate bonds and, within 

that, 40% are in financials. Without commenting on the quality of these 

financials investments in the ETF, I’ll just note that we have generally 

shied away from those sorts of bonds in our portfolio because there isn’t a 

lot of transparency when you own an unsecured bond for a bank, for 

example. You don’t know get a lot of granularity on the loan portfolio 

which means you could be in store for some surprises. That might be fine 
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if you were getting paid for that possibility but, as you can tell by the yield 

on the ETF, the yield on these sorts of bonds isn’t that compelling. We 

would much rather own securitized bonds where we have a lot of 

transparency on our collateral. You can do a much more robust 

underwriting on securitized bonds compared to what you can do on an 

unsecured financials bond. 

  We obviously like our portfolio better but we’re not recommending 

one or the other. Those are just some of our thoughts on how we think 

about the two. 

Kristina: Thank you Abhi.  The next question is:  Why do interest rates remain so 

low even in the face of ballooning sovereign and private debt? 

Tom: So looking at that question I did a little work on sort of what debt levels 

have increased since the beginning of 2009.  And when you look at 

overall household debt it’s gone up a little less than 1% in total during that 

period of time. Yes, you have seen credit card debt have some increases 

and student loan debt have increases but you also sat and watched 

mortgage debt decrease at the same time.  So, in essence, the household 

looks, from a debt number, just the amount of debt it has outstanding, is 

pretty much unchanged. 
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  We looked at the nonfinancial corporate sector and it is up during 

this period of time but not dramatically, somewhat over 10%.  We looked 

at sort of the state and local government.  It hasn’t moved a whole lot.  So 

when we look at what debt in this economy has actually moved we only 

find one culprit at the table.  That would be the federal government whose 

debt has increased by almost 90% from the beginning of 2009.  That is 

the new levered player at the table.  And, as we’ve gone through with QE, 

upwards to 40% at times of that financing was done by another 

department of the federal government, which then leads me back to the 

picture with the guy with the bitcoin.  He might have been more upset 

about monetary policy than trying to do any free advertising.  But I can’t 

say for sure because I’ve never met the gentleman. 

  But looking through that and thinking about leveraging going 

forward, the only person who’s truly being more levered is the 

government.  And most of that leverage, or the cost of that leverage, has 

been absorbed by the fact that the Federal Reserve Bank has been such 

a large buyer.  And as I went through in the beginning of this presentation 

and going, “Well, now they’re telling me they’re no longer going to be the 

large buyer, they’re going to be some sort of an incremental seller.” to “I’m 

just not going to reinvest and it’s going to roll off.’”  You look at that and 
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you look at the financing needs and you start to go, “Well, what do I think 

may happen?”  And without saying, “Oh, I think rates are going to be ‘X, Y 

or Z’ a year or so from now,” just looking at simple supply and demand, 

going, “Well, I’m going to need to find a new buyer and I’m going to be 

issuing more.” It probably tells me that I’m going to have more of a 

propensity to have a pressure to rising rates than falling rates over an 

intermediate to longer term period in time. 

  So I’ll wrap up with saying is it’s really not a problem this time 

around with corporations and households.  The more key problems that 

you’re looking at is the federal government. 

Kristina: Next question for you, Tom, as well: do you have an estimate of how long 

the world central banks can continue to provide “free money”—in 

quotation marks—to keep rich economies stimulated and marginal 

enterprises in business? 

Tom: There’s a lot of components to that question of which we could have 

probably spent the whole conference call discussing, but a couple of 

comments to think about.  So we’ll talk about the ECB.  They appear to be 

in a position to reduce the amount of quantitative easing that they’re 

undertaking.  That may not happen until the beginning of 2018 but it does 

appear that they’re talking about, “Gee, we’re going to do less of this.  
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We’re going to do less of this,” based mostly on the fact that they think 

their economy is growing better and this emergency measure doesn’t 

need to happen. 

  If we go to the Japanese and look at them, another large 

quantitative easing participant at the table, they appear to have 

changed—and I put “changed” in quotation marks because it’s not huge—

from “I’m going to buy bonds and sort of give you a number,” to, “Well, I 

want to maintain a 10-year Treasury rated at zero.  That’s on a nominal 

basis, not a real one, at zero.  So you’re unsure of exactly what they might 

be buying so they’re going to try to peg a rate instead. 

  Is it free money?  It appears so far that it’s, in quotations, “free 

money.”  They basically printed money and there is often the cost of the 

printing of that money.  The interesting one, this is the one that really to 

me would take a long time to explain but is a very key point—I’m more 

than happy to discuss it with whoever asked this question offline in more 

detail—stimulated and marginal enterprises of business are kept alive. 

  One of the things that you think about in capitalism is, is a marginal 

enterprise if it is too levered, needs to default, go through bankruptcy and 

reorganize itself.  That’s how it fixes itself.  By handing out abnormally low 

interest rate money you keep a marginal business alive.  And, by keeping 
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a marginal business alive you, in many respects, can keep marginal and 

not really needed production and capacity alive that needs to go away.  

The system needs to purge itself of it, which you’re not allowing the 

system to purge itself of it because you’ve made money so inexpensive 

they can sort of limp along.  And that’s sort of the short answer to it.  It is 

one of the problems and some people that I read saying why we have too 

much capacity in certain things is you just haven’t let the marginal 

capacity disappear through bankruptcy, reorganization, liquidation, all 

those sorts of issues that would happen if money was priced in a more 

free level. 

  But for the person that asked, if you wish to call and have a more 

lengthy discussion, I’d be more than happy to, because to me that’s one 

of the fascinating subjects that I think we should look at, is, “Hey, you’re 

keeping marginal businesses alive by this kind of policy.  Is that really 

good long term if you’re running a capitalist economy?” 

Kristina: Thank you Tom.  The next question deals with asset-backed space again.  

And it’s about asset-backed credit card area specifically, asking to explain 

the ABS credit card investment idea and whether credit card debt is 

typically unsecured. 
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Abhi: Yeah, so that is correct.  ABS credit card obligations are typically 

unsecured.  So these days the ABS credit card market, I think 100%, 

includes only prime quality borrowers.  And so, as you can imagine, those 

are primarily unsecured credit card obligations.  The way credit card ABS 

works is that if you just think about the credit card that you have you’re 

probably paying off your credit card every month.  And so, because those 

balances are outstanding for such a short period of time, the way that a 

securitization works is that they just revolve the balances.  So every 

month when people pay off their credit card obligations they then use that 

money to extend credit for the following month to people who are making 

purchases on their credit card. 

  So, for that reason, credit card securitizations do not amortize like 

the auto loan securitization that we just went through.  But rather, credit 

card securitizations are structured with bullet type maturities.  Meaning 

that the securitization will issue, either 2-year bonds, 3-year bonds, 5-year 

bonds, and in some cases 10-year bonds, and the bond balance will be 

outstanding for the entire period of time and then the entire bond amount 

will pay off at maturity. 

  We have generally found it hard to have a large exposure to credit 

card ABS in our portfolio because credit card ABS tends to be a very 
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index-y type product.  And so, because of that it tends to be quite 

expensive. 

Tom: One other behavioral change that we noticed, the great financial crisis of 

2008 and 2009, and you watched which consumers paid you, which 

consumers did not pay you and on what did they pay you or not pay you.   

Well, as we’ve all discovered, they didn’t pay you on your mortgage.  But 

even when they were not paying the mortgage they continued to pay the 

credit card balance.  One, it was probably an easier payment to make 

because it was a lower dollar amount.  And, two, they needed that credit 

card in order to do convenience items.  They weren’t prepared to be in an 

all cash position so they continued to pay that.  If they had not, the 

delinquency doesn’t go long before the credit cards just shut off.  So we 

did notice that behavior and it gave us some comfort to borrowers with 

credit cards. 

  As Abhi had pointed out, you look at the credit card market today, 

it’s a prime market.  This is someone with a high FICO score.  And the 

comments that I just made are doubly true when you look at that 

individual.  The other thing, and Abhi also pointed out, was the fact that 

they also don’t tend to make the minimum payment.  A very large percent 

of them just pays the whole balance off it every month. 
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  So when we look at those items, the credit cards that we have and 

the exposure we have tends to be a shorter maturity. We don’t own the 

10-year one.  And it’s prime and we look at the monthly payoffs as being 

quite high and the delinquencies being quite low.  And, yes, it is 

unsecured but we’re very comfortable about the quality of that borrowing.  

And there is, in fact, also as Abhi had explained in the subprime auto, 

you’ve got reserves, you’ve got overcollateralization, you’ve got those 

other sort of structure elements in place that don’t look exactly like a 

subprime ABS but it’s a similar concept. 

  So you put all those together and for the credit card holdings we 

have we’re comfortable with them, from both a credit standpoint and then 

an interest rate risk standpoint as well. 

Kristina: Thank you for that detailed explanation.  The next question:  Are agency 

mortgages expensive at this time?  What are the reasons? 

Julian: Okay.  Thank you Kristina.  As Tom alluded to earlier it’s unknown about 

when the Fed will stop purchasing mortgages. But one thing is for sure.  

As long as they are in the mortgage market it’s not fairly or market priced.  

But from a perspective, just a more mathematical perspective, about 

traditional spreads and so forth, the mortgages are certainly rich in at least 

three ways.  And I think one of the last slides we looked at showed that 
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colorful chart of our weights over time.  And you saw that the asset-

backed side had swamped the mortgage weighting.  And that’s a good 

indication of our assessment.  But let me just give you three ideas to think 

about in terms of agency mortgages. 

  When we look at mortgage spreads we’re comping them versus 

ABS and other alternatives.  So, whether you’re looking at a 10-year or 

15-year or 30-year mortgage, broadly speaking the spreads available 

today are somewhere between, let’s say, a third to a half of what they 

were traditionally.  And I say “traditionally,” I mean pre-Fed.  So what Tom 

in the past has talked about, an inflation premium, a term premium and so 

forth, we just think of a normal 30-year mortgage and we think of a 2% 

inflation environment with a spread, let’s say, of 100 basis points for 

inflation and so forth, on the 10-year you get to maybe a 3%, 10-year you 

get maybe a 4% mortgage.  Well, the mortgages that are out there now 

are 3.5, things like that…3 to 3.5. 

  And so, what does that mean?  It means that you have a lot of 

mortgages that were issues with coupons that are likely to be discounted.  

And so, that means, going further, this is an expensive relationship on a 

duration basis.  That we think of what a traditional 30-year mortgage 

might’ve been for a lot of people in this room, might’ve been a 5, a 6, what 
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have you.  So if you think of a 30-year 6 or a 30-year 2 1/2, they’re both 

30-year mortgages but they’re very different in terms of their duration.  So 

you’ve got a coupon compression, a duration enlargement and a 

noneconomic buyer.  So basically you have a lot of extension risk and you 

have an uncertainty regarding the Fed’s activity.  So, yes, I think it’s fair to 

say they’re rich in many ways. 

Kristina: Thank you Julian. 

   This concludes our Q&A session for today.  Thank you for your 

participation in today’s Second Quarter 2017 Webcast.  We invite you, 

your colleagues and shareholders to listen to the playback of this 

recording and view the presentation slides that will be available on our 

website within a few days at FPAFunds.com.  We urge you to visit the 

website for additional information on the Fund such as complete portfolio 

holdings, historical returns and after tax returns. 

  Following today’s webcast you 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 the prospective calls towards the end of 
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each current quarter and expect the calls 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 CRM@FPAFunds.com.  

We hope that our quarterly commentaries, webcasts and special 

commentaries will continue to keep you appropriately informed on our 

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

expressed on this call are, as of today, July 25, 2017, and are subject to 

change based on market and other conditions.  These views may differ 

from other portfolio managers and analysts of the firm as a whole, and are 

not intended to be a forecast of future events, a guarantee 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.  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 

mailto:CRM@FPAFunds.com
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recommendations made in the future will be as profitable or will equal to 

the performance of the security examples discussed. 

  Any statistics have been obtained from sources believed to be 

reliable but the accuracy and completeness cannot be guaranteed.  You 

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

Distribution Services, LLC or from our website, FPAFunds.com.  Please 

read the prospectus carefully before investing.  FPA New Income, Inc. is 

offered by UMB Distribution Services, LLC. 

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

day. 

[END FILE] 


