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Moderator: Hello and welcome to today’s webcast. My name is Kelly and I will be your 

event specialist today. All lines have been placed on mute to prevent any 

background noise. Please note that today’s webcast is being recorded. 

  During the presentation, we’ll have a question and answer session. 

You can ask text questions at any time by clicking the green Q&A icon on 

the lower left-hand corner of your screen, type your question in the open 

area and click Submit. 

  If you would like to view the presentation on full-screen view, click 

the Fullscreen button on the lower right-hand corner of your screen. Press 

the Escape key on your keyboard to return to your original view. For 

optimal viewing and participation, please disable your popup blockers. 

  And finally, should you need technical assistance, as a best 

practice we suggest you first refresh your browser. If that does not resolve 

the issue, please click on the Support option in the upper right-hand 

corner of your screen for online troubleshooting. 

  It is now my pleasure to turn today’s program over to Mr. Mark 

Hancock. The floor is yours. 

Mark: Kelly, thank you. Good afternoon and thank you all for joining us today. 

We would like to welcome you to FPA New Income’s Fourth Quarter 2017 
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Webcast. Again, my name is Mark Hancock and I’m a partner here at 

FPA. 

  Prior to today’s call, I wanted to remind our listeners that we will be 

hosting our Investor Day here in Los Angeles on May 3. For those who did 

not receive an invitation, registration is open, and can be found on the 

landing page of our website FPAFunds.com. We hope to conduct an 

informative and enjoyable event, and look forward to seeing those of you 

who are able to make it in a few months from now. Back to the webcast. 

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

made available on our website FPAFunds.com over the coming few days. 

  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. Tom Atteberry is a partner here at FPA and joined the 

firm in 1997. Tom has been a portfolio manager of FPA New Income 

since 2004. Abhi is a partner here at FPA and has been with the firm 

since 2010, Director of Research for the Fund since April 2015, and 

portfolio manager since November 2015. 

  As part of today’s agenda, Tom and Abhi will discuss the fund 

highlights, provide commentary on the market, review performance and 
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portfolio activity, and then open it up to questions and answers. Tom, over 

to you.   

Thomas: Thank you, Mark, and thank you, everyone, for joining us this afternoon. 

  The portfolio is trying to achieve two objectives. The first one is an 

absolute positive return in a 12-month period; and on a long-term basis, 

we are attempting to get CPI plus 100 basis points over a five-year period. 

Because of that, the Fund and the strategy is just indifferent to a 

benchmark and how those benchmarks may look. It’s merely looking for 

securities that help us achieve those two objectives. 

  Looking at the metrics on the Fund, first off, if you look at the yield-

to-worst, we've got a 2.95 yield-to-worst at the end of the quarter, and that 

compares favorably to the Bloomberg Barclays Aggregate Index, which 

had a 2.71 yield-to-worst, and the 1-3 Year Bloomberg Barclays Index that 

just has a 2.04 yield-to-worst. Our effective duration is slightly less than 

1.5 at 1.47. The Agg Index is slightly less than a six-year duration at 

5.92—5.98, I’m sorry—and then the 1-3 Year is at slightly less than a two-

year duration at 1.90. 

  Using those as the metrics to sort of get a sense of how the 

portfolio would act to changes in the level of interest rates, the column on 

the right shows you that generally speaking, the higher the number there, 
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the less sensitive you are to changes. We are significantly higher than say 

the 1-3 Year Aggregate Index, which is one-half of that number or twice 

as sensitive; and then the Barclays Agg, which is roughly, we’re four times 

less sensitive than it is. We can, in essence, take a 200 basis point 

increase in the level of rates and still have a positive return before fees. 

  The Fund continues to achieve a good risk-adjusted return, 

whether it’s the short-, the medium- or the long-term horizons. The chart 

you are looking at shows the dark blue bar, which is the FPA New Income 

Fund. We also show you the nontraditional bond fund category, the short-

term bond fund category, and the intermediate-term bond fund category 

from Morningstar, along with the Barclays Aggregate Index. And whether 

you look at a 3-year, a 5-year, a 10- or a 20-year horizon for both of these 

risk and return metrics, risk-adjusted return metrics, we do significantly 

better and have for quite some time. That's one of the things that are a 

hallmark characteristic of this strategy. 

  From a return perspective for the year, we did a 2.67 return. The 

Bloomberg Barclays Aggregate was a 3.54. CPI plus 100 was 3.05, and 

the Bloomberg Barclays 1-3 Year Agg Index was 86 basis points. The 

result of that is we did 62 basis points better than the level of CPI did for 

the year. 
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  Moving to the middle, you'll see a 5-year column. Our return was a 

1.46 and the CPI plus 100 was at 2.42. So we just barely actually beat 

inflation over the last five years. While that hasn’t reached the objective 

we've set out for ourselves, we need to put that in some context. Five 

years, you get the maximum impact of a zero interest rate policy from the 

Federal Reserve Bank and quantitative easing as well. As an example, 

the median real yield for a 3-year treasury was minus 46 basis points for 

that period, for the last five years. So in some respects, we've been able 

to carve out at least a CPI return in an environment that was designed to 

have negative real yields. 

  Looking broadly at the bond market over the last year, this graph 

sets a series of indices at zero and then compounds them over the year. 

The two best performers were emerging markets in US dollars, and global 

high yield. If you look at the others at the bottom, whether it’s the yellow, 

the red, the green or the blue line, those represent US treasuries, US 

TIPS, Bloomberg Barclays Agg, or the Bloomberg Barclays Euro Agg. 

They all were fairly de minimis returns in this slightly less, greater than 

zero to maybe a little lower than 3.5. 

  So when you look at this, you realize that the only place where 

there were outsized returns has occurred in the bond market - were in the 
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credit risk spectrum of the equation. We look at this and feel, going 

forward, this will be difficult to replicate. 

  Over the last year, there has been an awful lot written, spoken 

about, commented on, all those sorts of issues, as it deals with the slope 

of the yield curve or the difference between a 10-year treasury and a 2-

year treasury, and how that has declined over 2017 and what does that 

mean, and is the economy slowing, is inflation declining—lots of other 

issues sort of coming at that. When you think about what really was 

causing it, much of it was caused by the short end of the yield curve rising 

much faster than the long end; in fact, in many respects, the long end of 

the yield curve declined a little bit for a period of time. But we wanted to 

put some historical context to that and discuss a few things about it, and 

sort of get people to think more deeply about what does it mean maybe 

going forward, and how might we want to deploy capital in that kind of 

environment. 

  The graph you have in front of you, the green line is that slope of 

the yield curve, the difference in the yield between the 10-year and the 2-

year treasury. And you see this is ’97 forward fairly significant swings. At 

the end of the year, it was a little over 50 basis points was the difference. 
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  A couple of things to highlight on there. If you go the far left-hand 

corner, in January of 1998 had a similar slope to it, and in July 2005 you 

had a similar slope. So that's the context of the things we’re going to look 

at. The blue line is the implied inflation rate from the 10-year TIPS bond, 

and what that's doing is it’s taking the real yield of a 10-year TIPS bond 

and then subtracting that from the nominal yield of a 10-year treasury and 

it’s telling you okay, those two should be equal after I factor in inflation. 

  And when you look at that, we highlighted what's the central 

tendency, sort of a 1.5- to 2.5-year number is what people expect or have 

expected since 1997. It’s a long-term look at inflation. Only occasionally 

has it bounced out of that range. 

  A couple of other things to keep in mind when you look at that, 

thinking about January 1998, that number for implied inflation was about 

1. Within a year and a half to two years, it had increased to 2. During that 

period of sort of ’05 through ’07, implied inflation never bounced around 

2.5, didn’t really change a whole lot. It sort of stayed at that level. And 

then when you look to the far right, you look at that implied inflation 

number and it reached about 1.5% towards the end of 2016, and it’s been 

moving up since. It’s now sitting in the middle of that range. 
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  So with that, we wanted to go back and look at previous economic 

environments or previous economic peaks, and said okay, what we’re 

going to look at is we’re going to look at just some broad indicators, 

leading economic indicators from the Conference Board, initial 

unemployment claims, and at the bottom you see S&P earnings. The 

shaded area is at that point when the slope of the yield curve, the 

difference between 2s and 10s, was equal to that of today. 

  And when you look at all those three shaded areas, you realize, 

well, leading economic indicators continue to rise for about another year, 

on the upper right-hand side. About a year, year and a half later, initial 

unemployment claims started to increase. And then on the bottom, S&P 

500 earnings continued to rise for about another year before they started 

to decline. So that was 1990. 

  Looking at 2000, doing the same sort of analysis and looking at 

okay, you’ve reached this point where the slope of the yield curve is where 

you are today, what do things look like for the next three years? And on 

the unemployment claims in the upper left-hand side, gently declined for a 

period of time, about two years, and then started to spike up rather 

dramatically. The leading economic indicators, they tended to increase a 
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little bit for the next two years. And then S&P earnings tended to increase 

for the next two years as well. 

  And then finally, we’re looking at 2007 in the same vein, and 

figuring out and going okay, about a year after this yield curve slope got to 

where it is today, the leading indicators started to turn over. About a year 

later, unemployment claims started to rise a little, and S&P earnings 

increased for another two years before the line shows they collapsed. 

  That's a look at the history side, so where are we today? So on the 

upper left-hand corner, you’ve got unemployment claims. They’ve been 

low and they’ve been flat for a little over a year. They are just sort of 

bouncing along the bottom. Leading indicators continue to rise. S&P 

earnings, starting in 2016, have a pretty sharp increase. Now, some of 

that is driven by the recovery in oil and the oil companies having a year-

over-year change and then of late, it’s become one of the estimates are 

going up because of the change in the tax law. 

  So we wanted to take a look at, well, how does credit react in that 

environment when it gets to the slope that we were talking about and 

such, and that's what these three graphs look at. They look at the upper 

left-hand corners, that period of middle of ’88 through 1990. And not too 

long after the slope of that yield curve got to the level we are today, junk 
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bond yields started to rise. The same happens on the upper right-hand 

corner when you look at the period that ended in 2000. It doesn’t take long 

and they start to move up, and the same with the one on the bottom. So 

credit is defined by looking at the yield on the high yield index. Once it 

gets into this level, moving forward, it tends to rise in yield fairly rapidly; it 

doesn’t stay down. 

  So we want to focus now on the last two periods, so the period of 

2000 peak and the period of the ’07 peak. And what I have in front of you 

in this graph is a look at FPA New Income, the Bloomberg Barclays 

Aggregate Index, the 1-3 Year Index and the high yield index, and we've 

got two sets of bar charts in here. The first one is the maximum drawdown 

and the second one, what was the return during that period. 

  So when, historically, in January of 1998, the slope of the yield 

curve looked a lot like it did today, so what happened between January 

1998 and December 2000, the next three years? 

  Well, from a drawdown perspective, the Bloomberg Barclays 1-3 

Year Agg Index had the least drawdown. The high yield index had the 

most, and then we were slightly less than the Agg. If you look at the return 

bars as you move across to the right, we weren’t that much different than 

the 1-3 Year Agg Index. We were less in return than the Agg itself, and 
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then as it relates to credit, credit actually produced a negative return 

during that period of time. 

  Moving ahead to the two on the right, you're doing the same thing 

now to the period of really July 2005-June 2008, that next three-year 

period. Our drawdown was significantly lower than either the Agg or credit, 

was sort of in line with the 1-3. And interesting, when you look at the 

return bars in the very far right, you come to the fact that we actually had 

a slightly higher return than those others. 

  We walked through this exercise to show you at this stage as we 

see it, moving forward, the way we deploy capital, the way we think about 

risk and return, starts to produce returns that are either very competitive 

with broad indices or better than broad indices, and produce a return that 

has a much lower drawdown if there's a negative event that occurs. 

  So at this point, I’m going to turn it over to Abhi, who is going to drill 

more detail into the marketplace over the last year, and in the portfolio 

itself and some of the activity that we had. 

Abhijeet: Thank you, Tom. So as Tom mentioned, I’ll spend a few minutes 

discussing valuation, and specifically one thing that has helped us and 

one thing that has not. 
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  First, the helpful part. This slide shows the yield curve as of 

October 2017, September 2017 and year-end 2017. October 2016 was 

just before the presidential election. September 2017 was the point in time 

before rates began to increase dramatically at the end of 2017. This chart 

gives a sense of where we are in terms of bond market valuation and the 

level of rates. The key takeaway is that the short end or the front end of 

the yield curve is the part of the yield curve that has changed the most 

since the election and since September of 2017. Since the election which 

was about 14 months ago, Treasury yields from 1 month to 3 years are up 

about 100-110 bps and the five year Treasury yield is up about 90 bps. At 

the other end of the yield curve, the 30 year is up about 16 bps. Since 

September of 2017, Treasury yields from 1 month to 3 years are up about 

30-40 bps, the five year is up about 30 bps as well and the 30 year yield is 

about 12 bps lower. In summary, short maturity bonds have become 

significantly cheaper, at least in terms of base interest rates.   

  Here you can see those yield moves over the course of 2017. The 

dark blue line shows the yield during the past year on the 2 year Treasury, 

the green line shows the same for the 3 year and the light blue line shows 

the same for the five year. Much of the yield increase that happened in 
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2017 across these front-end bonds happened in the last 3-4 months of the 

year.  

  We try to buy bonds that we expect will have a positive total return 

over the course of twelve months assuming that the yield on the bond 

increases by 100 basis points over that time period. As rates increase, we 

can get more yield for the same duration which is helpful and increasingly 

longer duration bonds will pass our duration test which is also helpful. 

Consistent with that, during this period of rising interest rates and 

particularly during the past quarter, we have been opportunistically trying 

to extend the portfolio’s duration. 

  Going forward, there are two factors we see that could lead to rates 

increasing further. 

  First, real interest rates are still negative for Treasury bonds with 

maturities of up to five years. This chart shows the real interest rate 

across the Treasury yield curve for October 2016 which was prior to the 

presidential election and December 2017. With inflation running at around 

2% as of December 2017, this chart shows that the nominal yield curve 

implies negative real rates for maturities of zero to five years. Over the 

past 30 years, the median real interest rate for those Treasury bonds has 

been 1-2%. If real rates were to revert to a more typical real rate, that 
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coupled with inflation would portend higher nominal interest rates going 

forward. 

  The second factor that could lead to higher interest rates is supply 

and demand. This chart shows a projected significant increase in bond 

supply, both risk free and risky, coming in the next several years. The 

sources of supply include the usual – bond maturities and “normal” 

Treasury issuance to finance deficits – and the unusual – supply related 

to the wind down of the Fed’s quantitative easing program and additional 

Treasury issuance to finance the newly enacted federal tax cuts. Over the 

past several years, there has been an indiscriminate buyer of bonds who 

was price insensitive – that is the world’s central banks. It’s not clear those 

buyers will be there to sop up this extra supply coming down the pipe 

given that the central banks have been heading toward less quantitative 

easing rather than more. Typically, when supply exceeds demand, prices 

need to come down (i.e., yields have to increase) to entice incremental 

demand into the market. This price adjustment could lead to higher real 

interest rates and wider credit spreads. 

  Now we turn to the valuation piece that hasn’t been helpful which is 

that credit spreads continue to compress. 
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  As we look at the market today, bullishness abounds. This chart 

shows individual investors stock market sentiments. 60% of individual 

investors think the equity market will go higher in the next six months, the 

highest percentage since 2010. 

  Separately, the Wall Street Journal noted that a recent Bank of 

America Merrill Lynch survey said that average cash balances among 

portfolio managers fell to 4.4% this month which is a five month low. 

Lower cash balances translate into bullishness.  

  A similar sentiment is at play in the bond market and that has been 

expressed in valuation. For example, in the high yield bond market, this 

chart shows that 44% of bonds are trading at a spread of less than 250 

bps which means that a lot of the market is trading at an expensive level. 

That 44% proportion is by far the highest proportion since the financial 

crisis. 

  There is a lot of optimism about the prospects for strong or 

economic growth going forward, with a boost from the recently enacted 

federal tax cut and that seems to be reflected in market values.  

   But when we look at the rise in market values, we wonder 

what investors are paying for. Are they buying more future cash flow or 

are they just paying more for the same cash flow? Remember, when 
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you’re talking about bonds, you’re usually just paying more for the same 

cash flow. That means asking for less return for the risk of not getting paid 

back. Some might argue that in a strong economic climate, that risk is 

reduced. We question (1) whether that risk reduction is meaningful 

relative to let’s say, a year ago, and (2) whether there’s an appreciation 

that bull markets in bonds can increase the risk of not getting paid back by 

allowing borrowers to use structure to tilt the odds in their favor and away 

from creditors. We come away thinking that this market is too expensive. 

  At the risk of stating the obvious, it’s important to be thoughtful 

about valuation because oftentimes bad things happen when valuations 

get too frothy. This is the same chart as before with the green line 

showing the portion of the high yield market with a spread below 250 bps. 

We’ve added blue bars which show the forward 12 month return on the 

high yield index. Simplistically, when the green line gets really high 

meaning that a lot of the market is priced at an expensive level, the blue 

bars turn negative which means that investors are losing money. Because 

of these types of dynamics, we try to be thoughtful about valuation and 

risk versus reward. 
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  For brevity, we have only discussed the high yield market today. 

We’ll note however that a similar trend is at play in the investment grade 

market, albeit to less severe extent. Investment grade spreads have also 

been declining. We think that investors should be cautious here as well, 

as we have and which I’ll speak more about in a moment.  

  Switching gears for a minute, on a somewhat similar but different 

note, there has been strong demand for corporate leveraged loans. Part 

of the draw is that on a relative basis, these loans offer what looks like, on 

the surface, an attractive yield profile, especially in comparison to other 

parts of the fixed income market. The other draw is that, in a period of 

rising rates these floating rate loans purportedly benefit from the upward 

move in LIBOR rates. However, that floating rate benefit is illusory. This 

chart shows 3 month LIBOR in green, the spread on the leveraged loan 

index in dark blue and the three year yield to maturity of the index in light 

blue. The rub here is that these loans are callable. When spreads are 

compressing, as they have been, these loans end up getting refinanced 

prior to maturity into a new loan with a lower spread. Investors don’t end 

up getting the full benefit of the rising rates because the higher rate gets 

offset with the lower spread. That’s why the yield to maturity has been 

relatively flat despite significantly higher rates. 
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  So where do higher rates and lower spreads leave us with our 

portfolio? Well, as I mentioned earlier, we’ve been trying to take 

advantage of the higher yields to extend the duration on the portfolio. One 

offset to that is the lower spreads that have been prevalent in the market. 

As we just discussed and have noted over the past couple of quarters, 

spreads have been getting lower and lower which means investors are 

getting less compensation for the risk of nonpayment in relation to the 

risk-free Treasury yield. We’ve been sensitive to these low spreads and 

have been further stressing our investments to get comfort that they could 

withstand a higher spread environment and still produce a positive total 

return over twelve months. On the margin, despite higher yields, lower 

spreads have made it harder for us to buy bonds. 

  This chart shows the yield and duration of our high quality holdings, 

those bonds rated single-A or higher, versus the yield on the 2 year 

Treasury for reference. On the right you can see that the yield on our 

holdings has increased which is partially due to a remarking of our existing 

bonds and partially due to new investments. The duration is slightly lower 

as of the end of the year as the pace of our duration-extending 

investments was less than the pace of the maturation of the existing 

portfolio. 
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  This next slide shows the credit exposure in the portfolio. This is 

the portfolio’s holdings of bonds rated BBB or lower and we show this 

exposure versus the yield on the high yield index. As we just discussed, 

the high yield market is expensive and you can see that in the lower yield 

on the index. As value investors, we are at odds with these valuations and 

find it difficult to invest at prices that we think don’t adequately 

compensate us for credit risk. As such, though we have found a few 

attractive credit investments, overall we have allowed our credit exposure 

to decrease. As a reminder, we can have up to 25% of the portfolio in 

credit. The blue line shows the credit exposure has decreased as the 

market for high yield and credit in general has become more expensive. 

Currently, the credit exposure is approximately 11%. 

  Here we show the sources of return for the fourth quarter of 2017 

and the full year 2017. 

  Starting with the fourth quarter, the bottom of the third column 

shows the return before fees was 0.58%. The largest contributor to that 

return was GNMA project loan interest only bonds which are included in 

CMBS Stripped, followed by CLOs which are included in ABS Other and 

then corporate bonds. The only detractors from performance during the 
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quarter were our 2-3 year maturity Treasury bonds which went down in 

price as yields increased. 

  For the full year, the bottom of the last column shows the return 

before fees was 3.27%. The largest contributors to performance were 

corporates, followed by the GNMA project loan interest only bonds then 

CLOs. The only detractor from performance for the year were the agency 

mortgage interest only bonds which show up as MBS Stripped. We largely 

exited those positions early in 2017. 

  This table shows the yield and duration of the portfolio along with 

the yield and duration by sector. As of December 31, 2017, the yield-to-

worst for the portfolio was 2.95% with an effective duration of 1.5 years. 

The duration is essentially unchanged from the prior quarter while the 

yield is about 28 bps higher, per our previous comments about the rising 

rate environment enhancing the portfolio’s yield. 

  Here we show the portfolio broken down by investment idea which 

is how we think about the portfolio. Comparing the notable changes on a 

quarter-over-quarter basis, the CLO holdings are about 2 percentage 

points higher due mostly to the addition of some short maturity high 

quality bonds which are similar to the vast majority of our CLO holdings 

and due also to one new CLO investment that lies in our credit holdings. 



Q4 2017 FPA New Income, Inc. (FPNIX) Conference Call  
 
 
 

 
 

-21- 
 

 

The ABS equipment exposure increased by about 2 percentage points as 

we added high quality bonds backed by consumer and industrial 

equipment. The GNMA project loan interest only bonds, shown as 

Stripped Performing CMBS, are about a percentage point lower due to a 

couple of sales. We have been periodically selling GNMA project loan 

interest only bonds that we feel no longer have an attractive return profile. 

The corporate exposure is about a percentage point lower due to some 

maturities offset by additional bank debt investments and high quality 

corporate bond investments. 

  These pie charts show any investment idea that’s greater than 4% 

of the portfolio. Relocation mortgages don’t show up at year-end on the 

right hand side because amortization caused that exposure to go from just 

over 4% of the portfolio to just under 4% while prime auto ABS shows up 

as of year-end because some new purchases caused the exposure to go 

from just less than 4% to just over 4%.  

  Lastly, since cash is a residual of our investment process and since 

we were actively working to deploy capital during the fourth quarter, the 

cash exposure decreased from 11% to about 7% of the portfolio. 

  We think one of the attractive aspects of our portfolio is that not 

only does it have a short duration but we also own a lot of structured 
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product bonds which have monthly or quarterly amortization. This graph 

shows the percentage of the portfolio’s principal value that we expect to 

return to the portfolio in the form of cash on a quarterly basis. Not 

including cash on hand, we expect about 10% of the portfolio to turn into 

cash in the first quarter of this year and another 17% throughout the 

remainder of the year. We think this is valuable to our investors because it 

creates liquidity that is particularly valuable in a rising rate environment. 

Every month we can take the cash we receive and reinvest it into 

successively higher yielding bonds and we can do that without having to 

sell existing bonds. That creates a floating rate profile to our portfolio that 

allows our investors to participate in a rising yield environment, similar to 

what investors try to achieve by owning floating rate securities. 

  Finally, this last slide shows the portfolio’s expected twelve month 

total return under different yield change scenarios. As I mentioned earlier, 

we strive to buy bonds that will have a positive return over twelve months 

if yields are 100 bps higher. If you look about 2/3 of the way across the 

horizontal axis, you can see that we expect the portfolio to have a positive 

total return of approximately 1.6% before fees. The bar on the far right 

shows that the portfolio should be able to withstand an increase in yield of 

over 200 bps and still have a positive total return before fees. 
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  Thank you, and now we’ll turn it over to Q&A. 

Mark: Thanks, Tom and Abhi. We’ve received a few questions prior to and now 

during the call and we’ll begin to, one by one, work through these. 

  The first question, both regarding the subprime auto ABSs. Do you 

have any concerns regarding the ABS portfolio and possible diminutions 

in value as higher auto loan defaults, I guess, are being experienced? 

Abhijeet: Yes, and so before I answer that question, just one clarification. I 

misspoke earlier. I said that our corporate exposure was down about a 

percentage point quarter-over-quarter. It’s actually up about a percentage 

point. 

  So with that said, on the ABS exposure and concerns about 

diminution in value, there was another question about possible risk in 

subprime auto. So a couple of points on that. 

  It’s probably best to refer anyone who is interested to our past 

webcasts and quarterly letters. We've been discussing this topic pretty 

extensively for the past year at least, if not longer. The short summary of 

everything that you'll find there is that there has certainly been a marked 

trend towards worse performance in the underlying collateral when you 

look at subprime auto securitizations. That statement is less true when 

you look at other forms of asset-backed securities. 
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  So just speaking on subprime auto specifically for a second, yes, 

the underlying collateral quality has certainly become worse. I think if you 

were invested in the lower tranches of these securitizations, you might 

want to be concerned about it. As a reminder to our investors and anyone 

else that's listening, within our holdings, we exclusively own bonds that 

are rated AAA, AA and we have some single A investments. I mention the 

ratings not as a gold standard for collateral or bond quality but just to give 

people a relative sense of the sorts of bonds that we own, which is to say 

that we do not own those lower BB and BBB-rated tranches. 

  So with that said, the way we go about our investment in this space 

is that we generally go into every investment assuming that very bad 

things are going to happen. And in most instances, those very bad things 

are multiples worse than what's currently happening in the world today. 

  So in summary, we are closely monitoring the underlying collateral 

quality. We do not have concerns about the bonds that we own. We are 

not concerned about getting paid back. The only concern that one might 

have is mark-to-market risk if you had the market panicking and selling off 

these sorts of bonds en masse. But I always like to remind people that 

given the short duration of our bonds, even if you were to remark our 

bonds to a dramatically lower yield—or sorry, a dramatically higher yield—



Q4 2017 FPA New Income, Inc. (FPNIX) Conference Call  
 
 
 

 
 

-25- 
 

 

the mark-to-market price impact is relatively muted, amounting to a couple 

or maybe a few points. So again, we don’t think that there is a risk of a 

significant impact there. 

Mark: Thanks, Abhi. Again, to Abhi’s comment, we have talked a lot about the 

ABS sector in past webcasts and letters, and please refer to that for 

greater details. 

  Could the team please cover Fed reduction of mortgage-backed 

securities on the balance sheet? 

Julian: Yes. I think everybody on this call has an opinion on the impact, and so I 

think that the impact remains to be seen. The initial reactions were painful 

in some respects, and we quickly took a look at the portfolio but more 

importantly, knowing that we didn’t have exposure, or much exposure any 

more, to the jumbo space, we took a hard look at what the opportunities 

might be. We viewed it from the perspective of could jumbo borrowers in 

high-tax states find themselves somewhat landlocked. We thought that 

that might be a place to look. 

  On the other hand, we haven’t come to a conclusion there on the 

relo side, which is really the bulk of our resi mortgage space. It remains to 

be seen. You could see corporations decide to shift from high-tax states to 
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low-tax states, but that's going to take a while to have any impact. My 

guess is that could be an acceleration. 

  You’ve got to remember that the resi mortgage in terms of the 

seasoned stuff that we have owned for a long time, this is low balance, 

15-year collateral, very low LTV and not the kind of borrower that's going 

to be subject to these tax consequences. 

  So I think the short answer is no impact for us. 

Mark: Thank you, Julian. 

Thomas: So as it relates to what the Fed owns, they do own roughly 25% of the 

outstanding pools. They're very heavily into the 30-year. And while they 

would like to exit those, they realize that it amortizes off for them, and at 

least in the short term to intermediate term, probably will amortize enough 

off monthly where they don’t have to sell anything, which sort of means 

that they can, quotations, “gracefully exit the stage”. 

  It does remain to be seen, as one looks out in 2019 and ’20, to see 

if there is enough amortization to where they don’t have to sell. Because if 

they were to have to sell the pools that they own, it could be somewhat 

difficult for them given the size that they are into that marketplace in 

general. 
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  What has seemed also to have occurred so far is that the banks 

have been reasonable in their buying of mortgage pools as well. So it 

remains to be seen if that's going to be a big impact. It doesn’t appear to 

be that their production through their quantitative program of easing their 

way out is going to have much of a negative impact in that space in the 

near term—and when I speak near, sort of most of 2018. 

Abhijeet: Thank you, Tom. 

Mark: Why do interest rates remain so slow even in the face of ballooning 

sovereign and private debt? 

Thomas: As Abhi alluded to, part of it is the supply that's coming is starting to 

increase, whether it’s sovereign or whether it’s private. As you think back, 

only this year, this last year in 2017, did the Fed say okay, we’re going to 

start to not reinvest what we have. The European Central Bank is still 

marching along buying investment grade corporates and sovereigns in 

Europe, and the Japanese Central Bank continues to buy whatever it 

needs to buy in order to peg its rates at where it wants to peg them. So 

you still have this money coming in. 

  At the same time you have that, as Abhi pointed out, with negative 

real yields, investors who need to find income via the bond market have 

gone to corporate bonds, other places in order to find it. 
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  And then the last piece that's been out there is one of the trade 

imbalances. As an example, if we import more from China than we export 

to them, the Chinese accumulate dollars, which they have to do 

something with, and they’ve typically been a buyer of treasuries. Well, if 

that imbalance starts to go away to some degree then they’ll be buying 

fewer treasuries. 

  So as we look forward—and Abhi alluded to it with the supply of 

bonds coming forward—we think one of the big challenges is the okay, I 

find new investors because… I need to find new investors because the 

central banks are no longer the primary buyer of the high-quality space for 

bonds. 

  We have another question in here, which one was it? 

Mark: Two. 

Thomas: Number two, oh, two I’m sorry number two, which talks about how the 

large supply may be soaked up by insurance companies, pension funds 

and others that need to provide income to baby boomers and aging 

demographics. That has been a help as far as that pool of capital looking 

for a fixed income security of high quality, which is typically what a 

pension plan and an insurance company looks for. And they will probably 

continue to be that incremental buyer. 
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  As we’ve talked about in previous conference calls, they have not 

been buying as much as what the Fed had been buying. You know, when 

you consider the Fed owns about $3.5 trillion, roughly, $2.5 trillion of 

treasuries and $1 trillion worth of mortgages, their whole balance sheet is 

$4.5 trillion but traditionally it’s been about $1 trillion with the stuff they’ve 

always had anyway. And just the amount that they’ve bought has dwarfed 

these other two potential buyers that are out there. 

  So it still is one of yes, these are people that would, entities that 

would buy. But our, also, view of that entity that would buy versus the 

Federal Reserve is one of the Federal Reserve Bank, they don’t care if 

they buy in a negative real yield or a positive real yield. They're not in this 

to make a profit. But if you're an insurance company or you're a pension 

plan or you're an individual, you are thinking about that bond you're buying 

and expecting it to have a yield that at least equals, if not is greater, than 

inflation—which, as Abhi had pointed out, on the negative real yields that 

we've been seeing, sort of lends us to believe they might require a slightly 

higher yield to be even more interested. So that's somewhat of a buyer 

with a different objective and therefore we think it does, just because of 

valuation aspect, point to potentially higher rates. 
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Mark: Thanks. If there some type of significant market drop and fear has the 

upper hand on greed, in the past, it seems that people went to treasuries 

as a safe haven. Given today’s world, do you think investors may behave 

similarly in a panic or go someplace other than treasuries? 

Abhijeet: So I will give my favorite answer here, which is it depends. So it 

historically has been true if we have massive systemic panics that there 

has been a flight to quality, which oftentimes had meant a flight into 

treasuries. But I say it depends because it really depends on what the 

driver of the panic is. And the recent example I can give is that at the end 

of 2015 and early 2016 when there was a sense of fear that was driven by 

oil prices collapsing, which led to a selloff in the high yield market, which 

generally led to a selloff across all risk assets, during that same period, 

one might have thought that people would have fled to treasuries as a 

safe harbor but that was in fact not the case because treasury yields 

actually rose during that period. So I think it really depends on what the 

sources of the fear is and what is causing people to sell off other 

securities. 

Mark: Thank you. Carry on, Abhi. 
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Abhijeet:  Yes, so there’s another question, I’ll just keep running down the list here. 

Do you see investment opportunities in some types of infrastructure 

bonds, which can include airports, cell towers, petroleum pipes, etc.? 

  So my answer to this will cover the answer to a couple of other 

questions, which is that we try to look at everything. If things make sense 

from a pricing perspective then it could possibly make sense to us. What I 

can say is that we do own cell tower bonds in the portfolio but they're a 

relatively small exposure because those were a couple of idiosyncratic 

situations where we felt like we were getting paid for the risk. 

  In general, what we have found is that infrastructure bonds tend to 

be priced pretty expensively for our taste. Either you're not getting enough 

yield for the duration or oftentimes they’re issued through some sort of 

government or government-sponsored program or in the form of a 

municipal issuance, and so you don’t end up getting that much 

compensation for the underlying credit risk. 

  So short answer is yes, there could be an opportunity but we 

always take our usual wait-and-see approach. 

  What risks do you think are most being overlooked in investment 

grade bonds? 
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  We alluded to this during the webcast, and I think that risk is that 

there is a meaningful—what we think is a meaningful—short-term mark-

to-market risk because spreads have compressed quite dramatically 

across pretty much every space within the investment grade bond 

universe. 

  In terms of underlying credit risk, our personal view, or maybe my 

personal view, is that when you speak about investment grade corporate 

bonds, I think people would tend to lump those into this very general 

investment grade bond category and so they tend to price things without 

much distinction. And the specific risk that we see there is that what a lot 

of people may not realize is that investment grade corporate bonds do not 

actually have a lot of protections for investment grade creditors. 

  And the ramification of that is that if you have some adverse event 

that affects a specific company, you're not really well-protected for the 

actions that that company might take to try to protect itself. And you saw 

that happens specifically—again, I’ll harken back to the oil price selloff—

you saw that happen specifically when some investment grade-related oil 

companies ended up taking on some additional borrowing just because 

they needed cash, and those borrowings ended up pushing down the 
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existing investment grade borrowers deeper down into the capital 

structure. So I think that's one of the risks that people are overlooking. 

  Since everything appears overvalued, how are you putting cash to 

work? I think we covered that during the webcast. 

  In light of the reduced ability of firms to write off their interest, does 

this mean we will demand higher yields? 

  Again, it depends. We tend to take a pretty fundamental view on 

everything we do, so if that reduced ability to write off interest leads to a 

meaningful reduction in the company’s free cash flow then we’ll take that 

into account in figuring out what yield makes sense for us given the risk 

profile. 

  Any value in munis in light of the tax bill limits of SALT 

deductibility? 

  I think I’ve kind of covered this but again, it depends. We try to look 

at everything. If something makes sense on a risk/reward basis, we will 

consider it. We haven’t seen that the tax bill and the limits of the SALT 

deductibility have created some binomial change where suddenly there's 

a lot of value in municipal bonds. So we’re still waiting to see if anything 

materializes there. 



Q4 2017 FPA New Income, Inc. (FPNIX) Conference Call  
 
 
 

 
 

-34- 
 

 

  And then the last question we have, although the Fund is 

unconstrained, the effective duration has been short-term for many years 

now. What has the max duration ever been and do you see a path where 

the average duration could increase considerably over the next few 

years? 

  So I’m looking to Tom. Off the top of my head, the max effective 

duration over the past, over the history of the Fund was around 4…4.75 

years. It’s a very precise number. Thank you, Tom. 

  Do you see a path where the average duration could increase 

considerably? Again, I hate to keep repeating myself but it depends. If 

rates were to increase dramatically, all things being equal, that could lead 

us to increase the duration considerably over the next few years. 

  I think it’s important to note that it would all be done within the 

context of the duration test which we spelled out during the webcast, and 

I’ll repeat it for the sake of clarity, which is that we try to buy bonds that we 

think are going to have a positive return over 12 months, assuming that 

the yield on the bond increases by 100 basis points over that 12-month 

period. So it’s pretty straightforward to do the math. So if you look at 

where the yield environment is moving, that will essentially lay out the 
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path for you in terms of what our duration could be in any given rate 

environment. 

Mark: Thank you. And for listening to the FPA New Income’s Fourth Quarter 

2017 Webcast. We will now turn it over to the system moderator for 

closing comments and disclosures. 

Moderator:  Thank you for your participation in today’s 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 each current quarter, and expect the calls to be held 

three to four weeks following each quarter end. 
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  If you did not receive an invitation via email for today’s webcast and 

would like to receive them, please email us at crm@fpafunds.com. 

  We hope that our quarterly commentaries, webcasts and special 

commentaries will continue to keep you appropriately informed on the 

strategy. 

  We do want to make sure you understand that the views expressed 

on this call are as of today’s date and are subject to change based on 

market and other conditions. These views may differ from other portfolio 

managers and analysts of the firm as a whole, and are not intended to be 

a forecast of future events, a guarantee of future results, or investment 

advice. 

  Any mention of individual securities or sectors should not be 

construed as a recommendation to purchase or sell such securities. 

  Past performance is not a guarantee of future results. 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 funds are 

offered by UMB Distribution Services, LLC. 

mailto:crm@fpafunds.com
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  This concludes today’s call. Thank you and enjoy the rest of your 

day. 

 [END FILE] 


