
Dear Shareholders: 

Performance 

During the fourth quarter of 2017, the net asset value per share of Source Capital, Inc. (the “Fund,” or the 
“Company”) increased 3.70% for the quarter and 14.01% for the calendar year (both percentages 
including the reinvestment of the distributions paid during the period). These changes compare with 
returns of 6.64% for the quarter and 21.83% for the calendar year for the S&P 500 Index, 0.39% for the 
quarter and 3.54% for the calendar year for the Barclays U.S. Aggregate Bond Index, and 4.12% for the 
quarter and 14.21% for the calendar year for the 60/40 blended S&P 500/ Barclays U.S. Aggregate Bond 
benchmark during the same period.  

The Fund’s top five winners and losers for the fourth quarter of 2017 are presented below. The winners 
contributed 2.59%, while the losers detracted 1.00%.1 

Winners Performance 

Contribution 

Losers Performance 

Contribution 

Bank of America 0.62% General Electric -0.39%

Mylan 0.62% Aon -0.30%

Microsoft 0.50% Baidu -0.13%

Cisco Systems 0.42% Oracle -0.10%

TE Connectivity  0.42% American International group -0.09%

2017 Security Contribution 

Winners Performance 

Contribution 

Losers Performance 

Contribution 

Bank of America 1.25% General Electric -0.83%

Oracle 1.22% American International group -0.28%

Microsoft 1.19% WPP -0.26%

Arconic 1.09% Rosneft -0.06%

TE Connectivity  1.02% Perrigo -0.04%

Source Capital continues to maintain an approximately 60% allocation to equities and 40% allocation to 
fixed income. As you can see from the tables above, equities continue to be the main drivers of 
performance for the Fund. Below is a discussion of our thoughts of the equity markets and a summary of 
our exposures within the fixed income component of the Fund. 

Investing In A WTF World 

We were recently asked what WTF means. We said, “Wow, that’s fantastic!” Now they use it all the time. 
For the purpose of the following discussion, we will go with that definition although fantastic might mean 
something dramatically different to each of us.  

Man invented the wheel about 6,000 years ago. People could begin to move themselves and their 
belongings around more easily. Once you had a wheel, your life was better, more productive and you 

1 Reflects the top contributors and top detractors to the Company’s net asset value performance based on contribution to return for 
the quarter, as qualified by this footnote. 
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couldn’t imagine life without it. The first time someone saw it, he or she probably had one of my mother’s 
WTF moments. Fantastic in one generation becomes ordinary in the next and may even foment further 
innovation.  

If someone fell asleep and awakened 100 years later, how different would he or she find the world? If you 
fell asleep in Japan late in the 14th century and awakened late in the 15th century, you might be able to 
study from a book that came from Europe thanks to the printing press. Johannes Gutenberg’s mechanical 
moveable type democratized knowledge. It became easier to teach and learn both old and new ideas. 

Significant inventions were infrequent until we get past 1,000 AD. We curated a list of historical inventions 
and innovations by aggregating lists created by other more qualified sources.2 Appreciating the difficulty 
in assigning exact dates to various inventions, we aggregated inventions into 100-year increments. As 
you can see in the following chart, the density of innovation was fairly evenly spread in the early years, 
post wheel. The pace picked up in the first millennium AD and has accelerated dramatically in the last 
couple of centuries. 

Accelerating Technological Change 
4000 BC to 2100 AD  

If one were to extrapolate the innovation pace thus far in the 21st century (e.g., global positioning 
systems, mapping the human genome, self-driving cars, VOIP, cloud computing, social networking, 3D 
printing, artificial joints and limbs, synthetic organs, etc.), we would be on pace for more than 180 
inventions and innovations this century and the above chart would have to be rescaled.3 

Traditional value investing – buying a business or asset at a discount that offers the potential for upside 
appreciation while providing downside protection – isn’t what it used to be. First, good historic returns for 
value investors attracted a lot of capital that arbitraged inefficiencies from the market. Then the world 
began to change ever more quickly. New and rapidly improving technology has created new businesses, 
harming old ones in the process. Life-altering inventions have allowed us to connect digitally 
professionally and personally, farm more, live longer and better, drive cleaner and not get lost along the 
way. 

Accelerating change swirls around us, placing us in a middle of a vortex that is not without investment 
implications. The existential risk to corporations is greater than it has ever been. Businesses are 

2 KrysStal, January 17, 2018; The Atlantic, November 2013; The Telegraph, January 11, 2018; ABC News, December 1, 2009; 
Wired, February 1, 2013; Complex, August 18, 2010; The Richest, November 23, 2013; emaze; March 2015; Wikipedia, January 
2018 
3 Not that it is remotely reasonable to extrapolate the first 17% of the 21st century. 
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http://www.krysstal.com/display_inventions.php?years=1000+to+1500
https://www.theatlantic.com/magazine/archive/2013/11/innovations-list/309536/#list
http://www.telegraph.co.uk/technology/2016/03/09/most-important-inventions-of-the-21st-century-in-pictures/
http://abcnews.go.com/Technology/AheadoftheCurve/top-10-innovations-decade/story?id=9204931
https://www.wired.com/2013/02/the-decades-that-invented-the-future-part-11-2001-2010/
http://www.complex.com/pop-culture/2010/08/the-50-greatest-technological-inventions-of-the-past-25-years/
https://www.therichest.com/business/technology/the-top-10-life-improving-inventions-of-the-2000s/
https://www.emaze.com/@AOTCWWOQ/Inventions-2000-2015
https://en.wikipedia.org/wiki/Timeline_of_historic_inventions


disappearing. Digital photos KO’d Eastman Kodak. Mobile phones continue to cannibalize fixed wire 
lines, disconnecting the Old Bells. Video on demand replaced Blockbuster. Satellite television stole cable 
customers but now cable companies offering high-speed data, TV, home and wireless telephone service, 
a quadruple threat, have begun to take back share. Advances in renewables affect the economics of 
companies dependent on fossil fuels. Ride share today and autonomously driven cars tomorrow threaten 
auto manufacturers. And Gutenberg’s printing press is being mothballed thanks to PCs, cell phones, 
tablets and e-readers. The Internet and Facebook are spreading information (thankfully, some of it useful) 
at greater speed and volume than Herr Gutenberg could ever have imagined.    

Corporate lifespans are getting shorter, as can be seen in the following mortality chart4. 

Likelihood of Surviving the First 5 Years of Exchange Listing 

Corporations in the 1960s would list on a stock exchange and be expected to remain in the index for at 
least five years before they were either acquired, bankrupt or overtaken in market capitalization by other 
public companies. That was expected to be the case more than 90% of the time but those odds have 
since fallen to the mid-60% range and are continuing to decline. 

In the late 1970s and early 1980s, the average company had been in the S&P 500 for almost 40 years.  
The fervor of the dotcom era temporarily gifted some businesses with very large market capitalizations 
crowding out more established companies from the index, pushing a company’s average tenure from a 
little more than 30 years to the mid-teens in just a few years.  Many of those companies shrank or failed 
and the average lifespan creeped back up to about 25 years. Now, however, many relatively young 
businesses have disrupted the economics of their older brethren.  Innosight, a management consulting 
firm, published a study that suggests that the average lifespan of a company in the S&P 500 index is 
expected to hit a new low of 12-13 years.5  

Investing 

A case in point is GE.  It is the only company currently listed in the Dow Jones Industrial Index that was 
included in the original 1896 index.  One can only wonder if its Dow days are numbered.   

Our investment in GE was a disappointment. We sold our last shares of GE earlier this month. 

We expected that GE’s pivot away from financial services and towards industrial businesses would result 
in a stronger and more valuable enterprise. The company did materially shrink its exposure to the finance 
business but what emerged was a company with too much dependence on its legacy power generation 
business (and questionable accounting). We reduced our position at a nice gain but were slow to 
recognize the magnitude of these issues, which GE amplified by its generally poor corporate governance 
and an entitled corporate culture. Subsequent losses on our remaining stake wiped out our initial profit. 

4 Vijay Govindarajan, Anup Srivastava. “Strategy When Creative Destruction Accelerates”, September 7, 2016 
5 Scott D. Anthony, S. Patrick Viguerie and Andrew Waldeck. “Corporate Longevity: Turbulence Ahead for Large Organizations” 
Innosight, Spring 2016 
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When we model a company’s potential outcomes, we do not try to predict earnings this year or next, let 
alone this quarter.  We build a low, base and high case.  We make investments in those businesses that 
should offer a reasonable rate of return in our base case, have upside to the high case and the low case 
should not be too bad.  Furthermore, we expect the base or high cases to be more likely than the low 
case.  
 
In our low case for GE, we did not expect the massive losses from an insurance business that the 
company exited in the mid-2000s. Nor did we account for what is tantamount to accounting fraud: the 
mismarked book of power projects.  
 
We owned GE for over 2 years, with the position ultimately costing the Fund a total of $2.25mm, or 
1.04%.6 
 
A small comfort but minimizing the downside is indeed the point of being a value investor.  However, the 
S&P 500 has appreciated approximately 40% since our original 2015 GE purchase.  We certainly could 
(and should) have had that money invested in something else that could have participated along with it. 
 
A good investor must always understand the competitive pressures from existing and new businesses 
and technologies but we would argue that it holds even greater importance today. We have evolved to 
recognize that many of the better investment opportunities have seen the margin of safety7 shift from the 
balance sheet to the business. A business that can increase its free cash flow over time and appropriately 
reinvest or distribute that cash flow might afford greater downside protection than another business that 
could be liquidated at a premium to its current market price but whose cash flow is not growing and, 
worse, could shrink if it finds itself faced with new, more innovative competition.  We face the daily choice 
of change or decay. We opt for the former.  Whereas we once might have been more willing to buy 
mediocre businesses at unbelievable prices, we are committed to buying good businesses at great prices 
and great businesses at good prices.    
 
Current portfolio examples of such are Analog Devices, Alphabet (Google’s parent), Microsoft, TE 
Connectivity, Thermo Fisher Scientific, and Baidu. We purchased these companies at inexpensive 
multiples and held them despite higher multiples due to their long runways for growth, unlike other 
companies that we have been quicker to sell.  
 
As we pointed out earlier and as has been the case for far too long, such assets and businesses are not 
inexpensive. This has not, of course, stopped the inexorable march to new market highs. We believe that 
Mr. Galbraith would opine that the security markets are in the illusion part of the cycle.  
 
 

Fixed Income Exposure  
 
As we noted earlier, approximately 40% of the Fund is allocated to fixed income. The table below shows 
the Fund’s fixed income exposures as of Dec. 31, compared to the third quarter of 2017 and year-end 
2016: 
 
 

Sector 
% Portfolio 

12/31/2017 

% Portfolio 

9/30/2017 

% Portfolio 

12/31/2016 

ABS 63.1% 59.2% 56.6% 

Mortgage Backed (CMO8) 9.7% 8.4% 13.1% 

Stripped Mortgage-backed 10.5% 11.3% 13.2% 

Corporate 6.9% 6.0% 4.4% 

                                                           
6 Including dividends. 
7 Buying with a “margin of safety,” is when a security is purchased for less than its estimated value. This helps protect against 
permanent capital loss in the case of an unexpected event or analytical mistake. A purchase made with a margin of safety does not 
guarantee the security will not decline in price. 
8 Collateralized mortgage obligations are mortgage-backed bonds that separate mortgage pools into different maturity classes. 
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CMBS9 3.7% 3.6% 53.0% 

Mortgage Pass-through 2.3% 2.6% 3.6% 

Municipal 0.0% 0.2% 0.3% 

U.S. Treasury 2.7% 2.7% 2.7% 

Cash and equivalents 1.2% 6.0% 3.2% 

Total 100% 100% 100% 

 
Yield-to-worst 2.80% 2.46% 2.62% 

Duration (years) 1.43 1.50 1.33 

Average Life (years) 2.00 1.85 2.07 

 
The portfolio expanded its exposure to asset-backed securities (ABS) during the periods shown above. 
The largest expansion in this segment came in CLOs. Within the collateralized mortgage obligation 
(CMO) sector we found a few unique ideas to add to the portfolio. In the corporate bond area, the portfolio 
expanded its holdings in the high-quality technology sector. All these acquisitions were in the two- to 
three-year maturity range and were purchased as rates rose in that maturity sector in the last two months 
of the year. As for sales, we continue to cull our GNMA project loan interest-only securities and to sell 
those holdings we believe no longer have an attractive return profile.  

 
Open Market Repurchases 
 
We started the fourth quarter with the market discount to net asset value of 8.84% and ended the quarter 
with the discount at 9.54%. We repurchased 3,305 shares in the fourth quarter of 2017 at an average 
discount of 10.41%. While the number of shares purchased was modest, it was accretive to shareholders 
by adding $0.0018 per share to the Fund’s NAV.  
 
As a reminder, Source Capital is authorized to make open-market repurchases of its common stock of up 
to 10% of the Fund’s outstanding shares at such times as the Fund’s shares trade at a greater than 10% 
discount to the Fund’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 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. 
 
 
Respectfully submitted,  
 
Source Capital Portfolio Management Team 
January 22, 2018  

                                                           
9 Commercial mortgage backed securities are securities backed by commercial mortgages rather than residential mortgages. 
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Important Disclosures 

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. 

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 may differ from the benchmark(s) shown. 

The views expressed herein and any forward-looking statements are as of the date of this publication and 
are those of the portfolio management team. 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, but the 
accuracy and completeness of the information cannot be guaranteed and is not a complete summary or 
statement of all available data. 

Portfolio 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 managers.  It should not be assumed that future investments will be profitable or will 
equal the performance of the security examples discussed. Please visit our website, 
www.sourcecapitalinc.com, for a complete list of portfolio holdings. 

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.  

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 
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default. The Fund may experience increased costs, losses and delays in liquidating underlying securities 
should the seller of a repurchase agreement declare bankruptcy or default. 

Value style investing presents the risk that the holdings or securities may never reach their full market 
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 styles of investing during 
given periods. 

Index Definitions 

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.  

The Barclays U.S. Aggregate Bond 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 U.S. Aggregate Bond Index, representing the 
Fund’s neutral mix of 60% stocks and 40% bonds.  

Indices are unmanaged, do not reflect any commissions or fees which would be incurred by an investor 
purchasing the underlying securities.  Investors cannot invest directly in an index. 

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 
Fund in writing. 
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