
Dear Shareholders: 

Overview 

We closed our first quarter letter with the observation that economies were worse than stock indices might 
suggest. What we thought true then is only more true today, yet in the second quarter, the market made 
one of its larger quarterly moves.  

The global MSCI ACWI Index advanced 19.22% in the second quarter, while the domestic S&P 500 Index 
increased 20.54%, erasing the majority of the year-to-date decline to March’s trough. Source Capital, Inc. 
(“Fund” or “Source”) increased 13.39% on a net asset value (“NAV”) basis and the 60/40 blended S&P 
500/Bloomberg Barclays U.S. Aggregate Bond Index increased 13.32% over the same period. 

We would have thought that a global pandemic, social disturbances, extreme political polarity, and all that 
has accompanied those trends would have created more fear – or at least caution – in global markets. Yet 
stock markets and debt markets are up around the world, and in many cases, way up. Koyantsqatsi, a word 
used by the Hopi Native American tribe to describe a life out of balance, is as apt a description for this 
disconnect as any. 

At the beginning of the year, the global economy was expected to grow 2.5% this year, but thanks to COVID-

19, that outlook has darkened significantly and the consensus view now looks for a -5.2% contraction.1 

Although you wouldn’t know it from the popular indexes, this darkened outlook has pushed the average 
stock down 10.92%.2  Economic data suggest we won’t return to normal in the near future (see table below). 

Select Economic Data/Indicators 

12/31/2019 
unless indicated 

6/30/2020 
unless indicated 

GDP Growth (Estimated 2020) 

   U.S. 1.8% -6.1%

   Global 2.5% -5.2%

U.S. Unemployment (%) 3.6% 11.1%3

Oil (WTI $/barrel) $61 $39 

Hotel Occupancy4 

   Asia Pacific 66.6% 35.8% 

   Europe 66.9% 31.9% 

   Americas 80.7% 30.6% 

   Middle East and Africa 64.4% 13.3% 

Residential Mortgages in Forbearance 0.25%5 8.5%6

U.S. Budget Deficit (Estimated 2020)7 $1.0tn $3.7tn 

U.S. National Debt (Estimated 2020)8 $24.2tn $26.9tn 

1 Source: The World Bank, Global Economic Prospects, June 2020. 
2 As of June 30, 2020. This reflects the average year-to-date performance of the S&P 500 Index constituents. 
3 Source: The Bureau of Labor Statistics, as of June 1, 2020. 
4 Source: Statista.com.  Data as of September 2019 (pre-COVID) and May 2020. https://www.statista.com/statistics/206825/hotel-
occupancy-rate-by-region/. 
5 Source: MBA.org. Data as of March 2, 2020. https://www.mba.org/2020-press-releases/april/mba-survey-shows-spike-in-loans-in-
forbearance-service-call-volume. 
6 Source: MBA.org. Data as of June 29, 2020. https://www.mba.org/2020-press-releases/june/share-of-mortgage-loans-in-
forbearance-decreases-slightly-to-847. 
7 Source: Congressional Budget Office April 2020.  https://www.cbo.gov/publication/56020; 
https://www.cbo.gov/publication/56335.Most recent 2020 estimate as of April 2020. 
8 Federal Reserve Bank of St. Louis, U.S. Office of Management and Budget. 2019 year-end total debt including estimated deficit. 

Past performance is no guarantee, nor is it indicative, of future results. Comparison to any index is for illustrative purposes only. 
The Fund does not include outperformance of any index or benchmark in its investment objectives. Please see end of Commentary 
for important disclosures and definitions. 
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In March, we were particularly concerned with the high COVID-19 transmission and fatality rates and what 
a “closed” global economy might look like. Rightly or wrongly, that influenced our judgment. Securities were 
on sale and we went shopping, but we could have bought even more. There is no lesson here; as presented 
with the same facts, we would do the same thing again. This coronavirus has delivered less death than 
initially anticipated, but we are far from done with it, hitting new highs in daily infections almost every day. 

We never believed COVID-19 posed existential risk to the global economy, confident that we will eventually 
reach the other side as we always do. But we still do not know how bad things might get along the way. 
The world remains, as always, uncertain, though uncertainty has narrowed for now. The left tail of the 
probability distribution has flattened from what we expected.   

Whether the stock market buying spree is driven by need (given the lack of an alternative) or greed, the 
result is the same. Investors are showing a willingness to look across a deep chasm and accept a sanguine 
view of the future for many businesses, particularly those in the tech space. However, prices for high quality 
businesses have not fallen to levels we might have hoped. And thanks to unprecedented U.S. government 
involvement in the country’s corporate debt markets, high-yield bonds also have not presented the 
opportunity that one might have expected. This story, however, is far from written. 

 

Performance 

During the second quarter of 2020, the net asset value per share return of Source was 13.39%, and 8.57% 
on a market price basis (both percentages including the reinvestment of the distributions paid during the 
period). These changes compare with a second quarter return of 20.54% for the S&P 500 Index and a 
return of 13.32% return for the 60/40 blended S&P 500/Bloomberg Barclays U.S. Aggregate Bond Index 
during the same period. For the calendar year to date period, the net asset value per share return of the 
Fund was -8.60%, and -13.15% on a market price basis (both percentages including the reinvestment of 
the distributions paid during the period). These changes compare with returns of -3.08% and 0.98% for the 
S&P 500 Index and the 60/40 blended S&P 500/Bloomberg Barclays U.S. Aggregate Bond Index during 
the same period, respectively. For the trailing twelve months (“TTM”) ended June 30, 2020, the Source 
NAV, the S&P 500 Index and the 60/40 blended S&P 500/Bloomberg Barclays U.S. Aggregate Bond Index 
each returned -3.01%, 7.51%, and 8.58%, respectively.9  

Source’s top five contributors and detractors for the TTM ended June 30, 2020, are presented below. The 
winners contributed 3.97%, while the losers detracted 5.08%.  
 

Trailing Twelve Month Contributors and Detractors10 
 

Contributors Performance 

Contribution 

Percent of 

Portfolio 

Detractors Performance 

Contribution 

Percent of 

Portfolio 

Alphabet  1.25% 7.4% AIG  -1.57% 5.4% 

Microsoft  0.90% 3.0% Howmet Aerospace -1.19% 4.6% 

Charter Comm 0.70% 3.6% Wells Fargo -0.86% 2.6% 

Broadcom 0.60% 4.2% Ally Financial -0.75% 1.4% 

JD.com 0.52% 1.7% McDermott Int’l -0.71% 1.4% 

 
Source’s equity investments continue to be the biggest drivers of performance, and those in the tech sector 
have continued to outperform its more traditional value investments. While we own a number of high-quality 

                                                            
9 Comparison to the S&P 500 Index and the Bloomberg Barclays U.S. Aggregate Index is for illustrative purposes only. The Fund 
does not include outperformance of any index or benchmark in its investment objectives. 
10 Reflects the top five contributors and detractors to the Fund’s performance based on contribution to return for the trailing twelve-
month (“TTM”) period. Contribution is presented gross of investment management fees, transactions costs, and Fund operating 
expenses, which if included, would reduce the returns presented. The information provided does not reflect all positions purchased, 
sold or recommended by FPA during the quarter. A copy of the methodology used and a list of every holding’s contribution to the 
overall Fund’s performance during the period is available by contacting FPA Client Service at crm@fpa.com. It should not be assumed 
that recommendations made in the future will be profitable or will equal the performance of the securities listed.  

Past performance is no guarantee, nor is it indicative, of future results. 
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growing businesses that trade at reasonable valuations, it seems no price is too high for some “quality” 
stocks, and no price is too low for lower quality ones. Similarly, growth can’t be expensive enough, nor 
value cheap enough.  

Turning to fixed-income, during the quarter, lower yields across much of the Treasury yield curve 
contributed to higher bond prices. However, by far the biggest driver of the increase in bond prices (and 
decline in bond yields) during the quarter was the reduction in credit spreads, both in investment grade and 
high-yield bonds. This decline in spreads comes after the enormous increase in spreads that occurred in 
March as COVID-19 embroiled financial markets and the world economy. Yet, despite the market now 
pricing bonds at spreads and yields that in many cases are similar to pre-COVID-19 levels, there is still 
significant uncertainty about the timing and efficacy of any treatment or vaccine – and therefore, about the 
short- and long-term impact the virus will have on society, the economy, businesses, consumers and asset 
prices. This uncertainty, coupled with elevated bond prices, creates a challenging investing environment as 
there is generally insufficient absolute return to compensate for possible negative outcomes. Because of 
this environment we continue to position this sleeve of Source’s portfolio to protect investors’ capital from 
future market dislocations and permanent impairments. 

 
30,000’ View 

We believe that irrational behavior has once again entered pockets of the market. We also believe that 
Source owns good businesses at good prices, though their stock prices appear dwarfed at the moment by 
the unnaturally levitating shares of businesses with unproven operating models.  

Faith-based investing has a checkered history, whether it be blind faith in a charismatic CEO or in central 
bankers around the world. Having set zero-bound interest rates in most parts, central banks have 
successfully forced the move into riskier assets – but that has failed to translate into real economic growth. 
Those who started with an investment portfolio are generally wealthier, while those who did not are 
generally worse off. Central bankers have spiked the Kool-Aid punch bowl, widening by fiat the gap between 
the Haves and Have Nots.  

Negative interest rates take money away from savers and lenders and give it to borrowers and investors, 
including speculators. In one shocking example, LVMH Moët Hennessy – Louis Vuitton SE (“LVMH”) 
acquired Tiffany for $16 billion, selling $10 billion of bonds to finance its purchase. Even the longest maturity 
of the bonds it sold, a tranche with an 11-year maturity, promised a yield of just 0.43%. As if that wasn’t 
stunning enough, the European Central Bank has snapped up about 20 percent of European bond issues 
that meet certain qualifications, which this new LVMH debt appears to meet. Two of the five LVMH tranches 
denominated in Euros were even sold with negative yields – in other words, the holders of these bonds are 
literally paying Berrnard Arnault, LVMH’s largest shareholder and the richest man in a country with 
historically left liberal leanings, to buy into a foreign-based luxury brand at a time when Covid-19 has vastly 
diminished consumer appetites. It’s no wonder we have found so few high yield bonds to put into our 
portfolio. 

When money costs almost nothing, or even less than nothing, it perverts price discovery. If there is no cost 
of capital, then one theoretically can pay an infinite price for assets, which creates a difficult backdrop for 
investors such as ourselves who insist on a margin of safety.   

The U.S. Federal Reserve and European Central Bank are doing their best to inhibit what should have been 
(and might hopefully still be) a historic opportunity to buy high-yield debt. But investors thirsty for yield, 
coupled with central bank purchase of high-yielding corporate bonds, has propped prices up at higher levels 
than they otherwise would be.   

The pandemic has brought the global economy to its knees. How long it will take the economy to reopen 
and what the world might look like when the economy does revive remains in question. We believe there 
will be no high interest rates in the years to come. Governments have an imperative to keep rates low, if 
for no other reason than minimizing budget damage. As a result, a portfolio light on risk assets might be 
disadvantageous. 

Crisis foments change, and a new economic order can translate into a new social order. Currently, there is 
movement in the United States to establish greater equality, racially and financially. The coming U.S. 
elections are a cipher at this point. It’s impossible to know which presidential candidate will win or what the 
ramifications might be if one were to remain in office or the other were to take over. We think the more 
significant variable could be the Senate races. If the Senate were to flip to the Democrats, we can expect 
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higher personal and corporate taxes together with more generous and costly social programs -- and an 
attendant increase in Federal deficits and the U.S. national debt. This would likely put an even more 
significant crimp in our economy, and we don’t think the markets yet appreciate that. That, along with more 
attractive valuations outside the United States, further supports our continuing investment overseas. 

 

Summary  

We believe what one pays for a business shall guide returns. We will continue to prudently manage your 
portfolio. 

None of us have seen anything like this, with so many businesses closed, people afraid to leave their 
homes, necessary socialization hijacked, and the loss of life. As Frodo said in J.R.R. Tolkien’s The 
Fellowship of the Ring, “I wish it need not have happened in my time.”   

“So do I,” replied Gandalf, “and so do all who live to see such times. But that is not for them to decide. All 
we have to decide is what to do with the time that is given us.”  

We wish everyone as well as can be during these extraordinary times. 

 
 
Respectfully submitted,  
 
Source Capital Portfolio Management Team 

July 2020 

 
 
 

Important Disclosures 

This Commentary is for informational and discussion purposes only and does not constitute, and should 
not be construed as, an offer or solicitation for the purchase or sale with respect to any securities, products 
or services discussed, and neither does it provide investment advice. This Commentary does not constitute 
an investment management agreement or offering circular. 

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. 

Current performance information is updated monthly and is available by calling 1-800-982-4372 or 
by visiting www.fpa.com. Performance data quoted represents past performance, which is no 
guarantee of future results. Current performance may vary from the performance quoted. The 
returns shown for Source Capital are calculated at net asset value per share, including reinvestment 
of all distributions. Returns do not reflect the deduction of taxes that a shareholder would pay on 
Fund distributions, which would lower these figures. Since Source Capital is a closed-end 
investment company and its shares are bought and sold on the New York Stock Exchange, your 
performance may also vary based upon the market price of the common stock. 

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 comparative 
indices. Overall Fund performance, characteristics and volatility may differ from the comparative 
indices shown. 

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. You 
can obtain additional information by visiting the website at www.fpa.com, by email at crm@fpa.com, 
toll free by calling 1-800-279-1241 (option 1), or by contacting the Fund in writing. 

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 
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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.  

Capital 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.  

The Fund may purchase foreign securities, including American Depository Receipts (ADRs) and other 
depository receipts, which are subject to interest rate, currency exchange rate, economic and political risks; 
these risks may be heightened when investing in emerging markets. 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 
Fund may experience increased costs, losses and delays in liquidating underlying securities should the 
seller of a repurchase agreement declare bankruptcy or default. 

The ratings agencies that provide ratings are Standard and Poor’s, Moody’s, and Fitch. Credit ratings range 
from AAA (highest) to D (lowest). Bonds rated BBB or above are considered investment grade. Credit 
ratings of BB and below are lower-rated securities (junk bonds). High-yielding, non-investment grade bonds 
(junk bonds) involve higher risks than investment grade bonds. Bonds with credit ratings of CCC or below 
have high default risk. 

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 Bloomberg 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 
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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% Bloomberg Barclays U.S. Aggregate Bond Index is a hypothetical combination of 
unmanaged indices comprised of 60% S&P 500 Index and 40% Bloomberg Barclays U.S. Aggregate Bond 
Index. 

Comparison to any index is for illustrative purposes only and should not be relied upon as a fully accurate 
measure of comparison. The Fund will be less diversified than the indices noted herein, and may hold non-
index securities or securities that are not comparable to those contained in an index. Indices will hold 
positions that are not within the Fund’s investment strategy. Indices are unmanaged and do not reflect any 
commissions or fees which would be incurred by an investor purchasing the underlying securities. An 
investor cannot invest directly in an index. The Fund does not include outperformance of any index or 
benchmark in its investment objectives. 

 
You can obtain additional information by visiting the website at www.fpa.com, by email at 
crm@fpa.com, toll free by calling 1‐800‐279‐1241 (option 1), or by contacting the Fund in writing. 
 

 

6




