
 
 
 
 
Dear Shareholders: 
 
During the second quarter of 2016, the net asset value per share of Source Capital (or the “Company”) 
increased 0.70% and on a market price basis increased 4.70% (both percentages including the 
reinvestment of the distributions paid during the period). These changes compare with a 2.46% return for 
the S&P 500 Index, a 2.21% return for the Barclays U.S. Aggregate Bond Index and a 2.37% increase for 
the 60/40 blended S&P 500/ Barclays U.S. Aggregate benchmark during the same period.  
 
Year to date, the Company has increased 1.19% on a net asset value basis and 8.64% on a market value 
basis (both percentages including the reinvestment of the distributions paid during the period). These 
changes compare with a 3.84% return for the S&P 500 Index, a 5.31% return for the Barclays U.S. 
Aggregate Bond Index and a 4.52% increase for the 60/40 blended S&P 500/ Barclays U.S. Aggregate 
benchmark during the same period. 
 
Source Capital’s top five winners and losers for the first quarter of 2016 are presented below. The 
winners contributed 0.87%, while the losers detracted 0.84%. 
                                       

Winners
1
 Losers

1
 

Aon PLC Microsoft Corp. 

Halliburton Company WPP PLC 

Occidental Petroleum Corp. Alphabet Inc. (Class A and C) 

Atwood Oceanics 6.5% Due 2/1/2020 TE Connectivity Ltd. 

United Technologies Corp. Alcoa Inc. 

 
Distributions 
 
On May 9, 2016, the Board of Directors declared a regular quarterly distribution of $0.41 per share. The 
distribution was payable on June 15, 2016 to shareholders of record on May 20, 2016.  
 
Our discussion in Source Capital’s Annual Report noted that we would set the current quarterly 
distribution at an annualized rate of approximately 4.5% of net assets. We expect that Source Capital will 
make quarterly distributions at approximately this rate for the first three quarters of 2016. However, if the 
equity markets are weak, we expect that the distribution rate will decline in the fourth quarter to less than 
2%, a level more commensurate with dividend and interest income. Our investment results will ultimately 
determine the rate paid. On August 8, 2016, the Board of Directors declared the third quarter distribution 
of $0.41 per share, payable September 15, 2016 to shareholders of record on August 26, 2016.  
 
Open Market Repurchases 
 
We started the quarter with the market discount to net asset value of 8.71% and ended the quarter with 
the discount at 5.14%. Thus, Source Capital did not make any open-market repurchases of its common 
stock during the period. As a reminder, Source Capital is authorized to make open-market repurchases of 
its common stock of up to 10% of the Company’s outstanding shares at such times as the Company’s 
shares trade at a greater than 10% discount to the Company’s net asset value, when in FPA’s judgment 
such repurchases would benefit shareholders, subject to various factors, including the limitations imposed 
by the federal securities laws governing the repurchase of an issuer’s stock by the issuer and the 
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managers’ ability to raise cash to repurchase shares in a tax-efficient manner. There is no assurance that 
Source Capital will purchase shares at any specific discount levels or in any specific amounts. 
 
Investing 
Value investing continues to be out of favor but we continue to inch along with our habitual conservative 
bent.  We invest when we see the prospects for a good rate of return without any kind of heroic 
assumptions, meaning that the base case in our models does not assume the greatest unit growth or the 
highest margins.  If we start pushing the pencil too hard to make the numbers work, there won’t be a 
margin of safety.  We’d prefer not to invest in such scenarios, which explains Source Capital’s continuing 
large fixed income position. 
 
Financials are currently our largest equity exposure at about 18%, but that includes service businesses 
like Aon.

2
  The Fund’s equity exposure to traditional balance sheet intensive financials is roughly 10%. 

 
Banks in the S&P 500 have recently traded near their lowest valuation relative to tangible book value in 
20 years.

3
 As prices and valuations have declined, our exposure increased as would be expected given 

our immutable value-investing principles.  We own AIG, Citigroup, and Bank of America to name most of 
them. Leading up to the 2008/09 financial crisis, these companies were highly leveraged (20:1 across the 
group), traded at high valuations (~2x tangible book) and had poor asset quality. 
 
Today, however, the picture has changed quite dramatically.  These companies have stronger balance 
sheets, trade at much lower multiples and, we believe, have better loans.  On average, tangible 
equity/tangible assets is better by a factor of two with the group currently trading at a cheap 72% of 
tangible book.

 4
  And, in wanting to avoid the massive loan losses of the last recession, banks have 

generally been more conservative in their lending practices.  There’s always a rub though. The return on 
tangible equity is a fairly pitiful 8% or so across our investments. 
 
From a total portfolio perspective, we like to think about what we could lose before we think about what 
we could make so we seriously weigh the chance for a permanent impairment of capital with these 
investments.  Because banks and insurance companies are both inherently opaque and leveraged and 
we are not inside these corporations, we cannot know everything that’s happening.  In order not to 
expose the entire portfolio to the exogenous risk of excessive concentration, we have currently chosen to 
limit the Fund’s aggregate exposure to balance sheet intensive financials to 15%. This protects the Fund 
on a portfolio basis by not having too many eggs in one basket.  We do not intend to diverge from our 
cautious approach or increase our overall allocation to financials unless valuations continue to decline 
and reach absurd levels.   
  
In thinking about these individual companies, we consider various scenarios.  For example, we reduced 
2015’s pre-tax, pre-provision earnings by a theoretical amount equivalent to the actual losses incurred in 
the financial crisis of 2008-10.  This is a fairly draconian view and gives no credit to today’s better asset 
quality.  Even under this scenario, by our calculations all of the companies held in the portfolio would 
remain well-financed and, in many cases, would be better financed than they were in 2007, pre-crisis. 
 
Ever mindful of the downside, we were comforted by the Federal Reserve’s recent publication of its 
annual bank stress tests, which concluded that each of the companies we own that was subject to the 
test was adequately capitalized in a severe stress scenario. 
 
With the downside meaningfully protected in our view, let’s consider the upside.  We believe that these 
financials are absolutely cheap, trading at less than 75% of tangible book.  If we were to assume 
Price/Tangible Book remains a constant over a three-year holding period and nothing else changes (i.e., 

                                                           
2 The 18% exposure to the financials sector is based on the Global Industry Classification Standard (GICS). 
3 Tangible book value is the total net asset value of a company minus intangible assets and goodwill. 
4 Tangible equity/tangible assets is calculated by taking the value of the company’s total equity and subtracting intangib le 
assets, goodwill and preferred stock equity and then dividing by the value of the company’s tangible assets. 



no improvement to the 8% ROTE, no change in dividend or earnings, etc.), then we would estimate an 
10%-11% rate of return on these positions.

5, 6
  That’s interesting but not great. 

 
What if these companies are successful in their plans to get ROE higher? If that happened (or even if it 
didn’t), we wouldn’t be surprised to see their trading value move higher.  Under that scenario, we would 
estimate an attractive mid- to high-teens rate of return on these positions.  Then again, that might not 
happen.  It still sets up for an attractive risk/reward, i.e., the upside potential is greater than the downside 
risk in our view.   
 
One last thought….  Capitalism is nothing if not consistent.  If one believes he can get more for 
something, he will certainly try.  Many of the financials we own are set up well in that regard.  
Underperforming and hidden assets, overcapitalized balance sheets and managements that haven’t 
successfully created shareholder value on their own can attract activist shareholders.  Carl Icahn’s 
representatives, for example, have been elected to AIG’s board of directors, which is in the process of 
selling off pieces of the company.  Long-time bank analyst Mike Mayo has said, “No bank is immune from 
activist pressure.”

7
  As we’ve said before, good things generally happen to cheap stocks.  

 
Portfolio Update 
 
On the following pages you will see that as of June 30, 2016, net assets were $336,497,553 with 56% of 
net assets invested in common stocks, 40% invested in fixed income, and the remaining 4% in cash and 
equivalents. Further, the top ten holdings accounted for about 36% of net assets. Please visit our website, 
www.sourcecapitalinc.com, for a complete list of portfolio holdings, the investment policy statement, 
commentaries and other Source Capital-related announcements. 
 
We thank you for your continued support. 
 
 
Respectfully submitted, 
 
 
Source Capital Portfolio Management Team 
 
August 8, 2016 
 
 
 
 
Important Fund Information 
  
Performance data quoted represents past performance, which is no guarantee of future results. 
Current performance may vary from the performance quoted. The Fund is managed according to 
its investment strategy which may differ significantly in terms of security holdings, industry 
weightings, and asset allocation from those of the benchmark(s). Overall Fund performance, 
characteristics and volatility will differ from the benchmark(s) shown. On December 1, 2015, a new 
portfolio management team assumed management of the Fund and the Fund transitioned to a 
balanced strategy.  Performance prior to December 1, 2015 reflects the performance of the prior 
portfolio manager and investment strategy and is not indicative of performance for any 
subsequent periods. 
  

                                                           
5 8% ROTE / 75% Price/Tangible Book = 10.7% estimated rate of return. 
6 ROTE stands for return on tangible equity and is a measure of profitability that calculates how many dollars of profit a 
company generates with each dollar of shareholders’ equity less preferred stock, goodwill, and identifiable intangible assets. 
7 Crain’s New York. December 8, 2014. 
http://www.crainsnewyork.com/article/20141208/BLOGS02/312079992/ 



Investing in closed-end funds involves risk, including loss of principal. Closed-end fund shares may 
frequently trade at a discount or premium to their net asset value. In addition, there is no guarantee the 
Fund’s investment objectives will be achieved. You should consider the Fund’s investment objectives, 
risks, and charges and expenses carefully before you invest.  
  
Stock markets are volatile and can decline significantly in response to adverse issuer, political, regulatory, 
market, or economic developments. It is important to remember that there are risks inherent in any 
investment and there is no assurance that any investment or asset class will provide positive performance 
over time. Value style investing presents the risk that the holdings or securities may never reach the 
portfolio managers' estimate of intrinsic value because the market fails to recognize what the portfolio 
management team considers the true business value or because the portfolio management team has 
misjudged those values.  In addition, value style investing may fall out of favor and underperform growth 
or other style investing during given periods. Non-U.S. investing presents additional risks, such as the 
potential for adverse political, currency, economic, social or regulatory developments in a country, 
including lack of liquidity, excessive taxation, and differing legal and accounting standards. Non-U.S. 
securities, including American Depository Receipts (ADRs) and other depository receipts, are also subject 
to interest rate and currency exchange rate risks.  
  
The return of principal in a fund that invests in fixed income securities is not guaranteed. The Fund’s 
investments in fixed income securities have the same issuer, interest rate, inflation and credit risks that 
are associated with underlying bonds owned by the Fund. Lower rated bonds, convertible securities and 
other types of debt obligations involve greater risks than higher rated bonds.  
  
When interest rates go up, the value of fixed income securities, such as bonds, typically go down and 
investors may lose principal value. Credit risk is the risk of loss of principle due to the issuer's failure to 
repay a loan. Generally, the lower the quality rating of a security, the greater the risk that the issuer will 
fail to pay interest fully and return principal in a timely manner. If an issuer defaults, the security may lose 
some or all its value.  
  
Mortgage securities and collateralized mortgage obligations (CMOs) are subject to prepayment risk and 
the risk of default on the underlying mortgages or other assets; such derivatives may increase volatility. 
Convertible securities are generally not investment grade and are subject to greater credit risk than 
higher-rated investments. High yield securities can be volatile and subject to much higher instances of 
default. The Company may experience increased costs, losses and delays in liquidating underlying 
securities should the seller of a repurchase agreement declare bankruptcy or default. 
  
S&P 500 Index includes a representative sample of 500 leading companies in leading industries of the 
U.S. economy. The index focuses on the large-cap segment of the market, with over 80% coverage of 
U.S. equities, but is also considered a proxy for the total market. Barclays Aggregate Index provides a 
measure of the performance of the U.S. investment grade bonds market, which includes investment 
grade U.S. Government bonds, investment grade corporate bonds, mortgage pass-through securities and 
asset-backed securities that are publicly offered for sale in the United States. The securities in the Index 
must have at least 1 year remaining in maturity. In addition, the securities must be denominated in U.S. 
dollars and must be fixed rate, nonconvertible, and taxable. 60% S&P 500/40% Barclays Aggregate Index 
is a hypothetical combination of unmanaged indices comprised of 60% S&P 500 Index and 40% Barclays 
Aggregate Index, representing the Company’s neutral mix of 60% stocks and 40% bonds. One cannot 
invest directly in an index. 
  
Fund composition will change due to ongoing management of the Fund. References to individual 
securities are for informational purposes only and should not be construed as recommendations by the 
Fund or the portfolio management team. The statements contained herein are based solely upon the 
opinions the Fund’s portfolio management team. The views expressed and any forward-looking 
statements are as of the date of the publication and are those of the portfolio managers. Future events or 
results may vary significantly from those expressed and are subject to change at any time in response to 
changing circumstances and industry developments. This information and data has been prepared from 



sources believed reliable. The accuracy and completeness of the information cannot be guaranteed and 
is not a complete summary or statement of all available data. 
  
You can obtain additional information by visiting the website at www.sourcecapitalinc.com, by email at 
crm@fpafunds.com, toll free by calling 1-800-279-1241 (option 1), or by contacting the Company in 
writing. 

http://www.sourcecapitalinc.com/
mailto:crm@fpafunds.com

