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Dear Fellow Shareholders:

This Semi-Annual Report covers the six-month period ended March 31, 2009. Your Fund’s net asset value
(NAV) closed at $11.07. Dividends of $0.11 and $0.125 were paid on October 6 and December 19, 2008, to holders
of record on September 30 and December 12, 2008, respectively. There were no capital gains distributions.

The following table shows the average annual total return for several different periods ended on that date
for the Fund and comparative indices of securities prices. The data quoted represents past performance, and an
investment in the Fund may fluctuate so that an investor’s shares when redeemed may be worth more or less than
their original cost.

Periods Ended March 31, 2009

6/30/1984
1 Year 5 Years 10 Years 15 Years 20 Years Inception

FPA New Income, Inc. (NAV) 3.47%* 3.89%* 5.64%* 6.14%* 7.49%* 8.88%*
FPA New Income(Net of Sales Charge) (0.15)%** 3.15%** 5.26%** 5.89%** 7.30%** 8.72%**
Lipper A-Rated Bond Fund Average (6.21)% 0.96% 3.77% 5.05% 6.36% NA
Barclays Govt/Credit Index 1.78% 3.74% 5.64% 6.33% 7.35% 8.48%

The Fund’s total rate of return for the six months was 2.25%* versus -1.46% and 5.06% for the Lipper
Average and the Barclays Index, respectively. For the quarter ended March 31, 2009, your Fund’s return was
1.00%, 0.16% for the Lipper Average and -1.28% for the Barclays Index. For the calendar year ended
December 31, 2008, total returns were: FPA New Income, Inc., 4.31%*; Lipper Average, -5.88%; and the Barclays
Index, 5.70%.

Important Announcement
Before discussing your Fund’s performance and outlook, First Pacific Advisors, LLC announced that I,

Robert L. Rodriguez, will be stepping down from day-to-day active management of your Fund at the end of this
year so as to take a one-year sabbatical. You may read the entire announcement on our website at
www.fpafunds.com. Tom Atteberry, partner at FPA, will assume leadership of the Fund beginning 2010. When I
return, Tom will remain the lead manager of the Fund and I will continue in a supporting role. Let me assure you
that he is a superb investment professional and that I hired him. Without his assistance, your Fund would not have
had the same success that it has had over the years. Tom has investment experience of 26 years and has been at
FPA for 12 years on this product. He has written a section of the shareholder letters for several years. I have the
greatest of confidence that he will not only maintain but enhance the reputation and performance of your Fund.
Many executives make this type of statement regarding their key personnel but few ever demonstrate that
confidence in a very tangible way. In contrast, I am leaving my personal investments in the various FPA Funds
intact as well as my equity ownership in FPA. What better way to convey my confidence than to have a substantial
portion of my net worth at risk while I am away. I hope this personal demonstration of trust will allay any
questions or fears that you may have. This will be my last major contribution to the writing of your Fund’s
shareholder letter since Tom will take over this responsibility for the upcoming September shareholder letter. Tom
will now make a few brief comments about this transition before we discuss your Fund’s performance. It has been
both an honor and a privilege for me to have been your fund manager these nearly 25 years. I thank you for the
support and confidence that you have demonstrated in me as well as in FPA.

* Does not reflect deduction of the sales charge which, if reflected, would reduce the performance shown.

** Reflects deduction of the maximum sales charge of 3.5% of the offering price.
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Tom Atteberry’s Comments about Bob Rodriguez’s Sabbatical
For the last twelve yeas I have worked with Bob, formulating the broader strategy along with selecting

investment securities for the Fund. Since 2004, when I was promoted to co-manager of your Fund, I have been
able to share my thoughts and comments regarding our successes and setbacks.

For 2010, Bob is going to step aside for a well-deserved one year sabbatical and I will assume the sole duty
as President and Chief Investment Officer. Just as Bob would lead in directing the proper course for the Fund, and
as we have done together for the past five years, beginning in 2010, I will assume this responsibility. While not
in person, Bob’s sound judgments and long term perspective will be with me during his sabbatical. The investment
management philosophy that has directed this Fund for nearly 25 years will not be any different going forward.
In 2002, I was charged with developing and leading the firm’s fixed-income separate account business that at the
time represented one account worth $42 million. Our separate account business now totals more than $1.7 billion.
During those years, my responsibility was to implement the firm’s long-standing fixed-income strategy and
philosophy, along with individual security selection, in a manner which has produced total returns in line with your
Fund.

We are happy for Bob in his decision to step back from the day-to-day management of the Fund and as he
says “recharge his battery.” We look forward to January 2011 when Bob returns and once again participates in the
ongoing dialogue as to how best to invest the money you, the shareholders, have so graciously entrusted with First
Pacific Advisors, LLC.

Portfolio Commentary
After an extremely difficult calendar year for actively managed bond funds, we are pleased to report that

your Fund achieved a positive total return of 4.31% versus the Lipper A-Rated Fund Average of negative 5.88%.
This is among the widest performance period differentials in the history of your Fund. In recognition of this
positive performance, both Tom and I were selected as co-recipients of the Morningstar Fixed Income Manager
of the Year award for 2008. Our focus on our core philosophy of “winning by not losing” worked to our advantage
again this year. However, your Fund’s performance was less than the 5.70% total return for the Barclays
Government/Credit Index. This does not bother us since your Fund has substantially less credit and maturity risk
in comparison to this index. A measure of volatility risk is duration and your Fund’s December 31, 2008 duration
was 0.22 years, while that of the Barclays Index is 5.39 years. In other words, your Fund has approximately 1/20
the volatility of the index at year-end while it began the calendar year with approximately 1/5 the volatility. Your
Fund’s duration declined throughout the year. A way to view this is that your Fund achieved nearly 76% of the
index’s return while taking 80% less volatility risk in addition to having a higher average credit quality. We think
this is a good reward versus risk exchange. To avoid losing money like many funds did, we eliminated virtually
all forms of credit and security structure risk prior to this credit crisis. As we said back a couple of years ago, we
were going to emphasize plain vanilla securities that were simpler to understand as well as being easier to price.

For the six-month period ended March 31, 2009, your Fund earned a positive 2.25% return while the
Lipper Index of “A” rated bond funds produced a negative 1.46%. Your Fund did underperform the Barclays
Index’s 5.06% return. During this period, Treasury yields continued to collapse, in response to the ongoing credit
crisis. For example, the ten-year Treasury bond began the period with a yield of 3.82% and ended at 2.66%, while
the two-year yield fell from 1.96% to 0.80%. We are unwilling to accept virtually any bond volatility risk at these
unacceptably low yield levels. We view these Treasury bond yields as being devoid of any investment merit, even
at the higher yield levels at the beginning of the period. Any small rise in interest rates will likely produce a
negative total return. In our opinion, one of the world’s biggest bubbles is now occurring in the U.S. Treasury bond
market. Capital preservation is uppermost in our minds.
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Your Fund’s performance also benefited from what it did not own. The Fund entered this credit crisis with
the lowest exposure to high-yield securities in its history with less than 40 basis points allocated to the sector. The
Merrill Lynch High-Yield Bond Index total returns for the fiscal six-month period ended March and the calendar
year were a negative 13.50% and 25.40%, respectively. 2008 was the worst performance year on record for the
high-yield index, as both its yield and yield spread rose to all time highs. In a word, it was a disaster.

Our focus on vanilla securities paid off when various types of “high” quality structured-finance securities
were decimated, as investors realized that their respective high-quality credit ratings did not reflect the true nature
of the underlying collateral. Structured securitizations of mortgages, consumer loans, commercial loans and sub-
prime credit loans imploded as it became obvious that poorly structured securities with lousy loans created a toxic
situation. These securities were structured with models that never envisioned the type of credit environment we
were about to enter and the rating agencies seemed all too happy to participate for the fees they could earn.
Additionally, many of the originators of these securities had virtually no money invested in them, and thus they
earned a very generous fee without having any real capital at risk. Financial institutions, mutual funds and others,
in their efforts to earn a higher yield during a low-yield environment between 2004 and 2006, reached for these
supposedly “high” quality securities because they provided a substantially higher yield above similarly rated
traditional corporate securities. Your Fund did not succumb to this yield enticement because our research showed
that these securities were extremely dangerous due to their structure complexity as well as the questionable nature
of the underlying borrower’s credit profile. To further protect your Fund, we applied a rigorous quality analysis
to our commercial paper approved list of companies that resulted in our reducing those names by over 75%
before this credit crisis began, and therefore we did not own any securities in the poster children companies of
excess, like American International Group. We also placed the debt debentures of Fannies Mae and Freddie Mac
on our investment restricted list more than three years ago because of their inability to file updated and current
financial statements, and thus your Fund had zero exposure to them last September when there was a serious
question as to their survivability and solvency. Our reward for taking these highly precautionary measures was
for your Fund to experience net redemptions of $432 million between May 2005 and March 2006. Our focus on
investment discipline rather than on marketing success has always been our first priority. In the short-run, it
hurts, but in the long-run, we believe we earn our rewards through enhancement of personal and firm reputations
as well as by recovering these “lost” assets and more. During this crisis, investors recognized the safe haven status
of your Fund and thus, it has grown dramatically. As always, we will consider what is in the best long-term
interest of your Fund.

Your Fund will not stretch for yield unless we are more than adequately compensated for the risk of doing
so. We have seen few reasons to do this since we wrote “Buyer’s Strike” on June 16, 2003. As of March 31, 2009,
86% your Fund is invested in securities that have a rating of AAA or higher with government/Agency securities
equal to 80% of this amount or 69% of your Fund’s net assets. A portion of the money-market investment
securities, which total 27%, are also included in this total. Just 0.7% is invested in high-yield securities, which is
up from 0.4% at September 30, 2008.

Thomas H. Atteberry Commentary
Our strategy has been to take a very conservative approach to both interest-rate risk and credit risk. As a

result, over the past six months the investments made in the portfolio have had a one- to three-year average life.
Within the high-quality segment of the portfolio, investments have been in the government Agency debenture
sector and agency backed mortgage bond segment of the bond market.

The Agency debenture purchases have been into a specific structure of security that your Fund utilized
during the second half of 2003 and portion of 2004 when we were also very concerned about the absolute low level
of Treasury interest rates (as detailed in our “Buyer’s Strike” piece). The bonds are called step-up notes. On a
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periodic basis, either quarterly, semiannually or annually, the coupon on the bond will “step up” in rate. As an
example the first year the coupon is 2% then in year two it is 3.125% followed by 3.625%, 4% then 5% with a
maturity at the end of year five. Further, the bond may be callable every three months. If not called, the rising coupon
rate will help keep the value of the bond from declining during a period of rising interest rates. The first coupon
to the call date is larger than that found in a non-callable bond with the same maturity offered by the same issuer.
Over the first three months of this year, we have invested approximately $200 million in Agency step-up notes.

In the mortgage area, we have invested in Agency-backed securities where the underlying borrower and
loan criteria are of a very high quality. This has been accomplished by focusing on loans that were underwritten
prior to 2005 with a preference for 2003. The loan to value at the time of issuance is less than 80% and we are
comfortable that the underwriting process included full documentation on the financial situation of the borrower.
During the fall of 2008, the concentration was on the thirty-year fixed mortgage with these types of characteristics.
We committed approximately $84 million to these securities during the fourth quarter of 2008. Starting in 2009,
we shifted the focus to fifteen-year amortization mortgage loans with the same underlying characteristics.

The reason for this shift was the announcement by the Federal Reserve Bank that they would purchase up
to $1.25 trillion of Agency mortgage bonds. If these purchases are completed in 2009, they could represent
approximately 30% of all outstanding Agency mortgage bonds. The objective of this tactic is to manipulate
downwards the thirty- and fifteen-year mortgage rates so that almost all existing Agency mortgage borrowers
could qualify for a re-financing of their existing mortgage. In addition the new HAMP (Home Affordable
Modification Program) introduced by President Obama would allow for 105% LTV (Loan to Value) mortgages
to be underwritten by FNMA and FHLMC. These new initiatives required us to find a borrower who would not
be a prime beneficiary of such a broad re-financing effort. The result is that we are focusing on 2003 vintage
fifteen-year amortizing mortgage loans, which were taken out as a re-finance of an older loan. Where possible
we prefer a loan balance of less than $100,000. It is our opinion that this borrower now has approximately nine
years left until they pay off their loan and own the home free and clear. With the low loan balance, the upfront
fixed re-financing fees are large enough that the lower monthly payment will take an extended period of time to
earn back the upfront fees. During the quarter ended March 31, 2009, the portfolio committed approximately
$195 million to this seasoned fifteen-year Agency mortgage investment.

As we discussed in the September 2008 Letter to Shareholders, the portfolio had been on a systematic
accumulation of interest-only, GNMA-backed project loan securities. The underlying properties in these
securitizations are backed by government-assisted housing, nursing homes and other assisted-living facilities. In
each case a certificate of need is obtained from a government entity for these housing projects, which are designed
to meet current capacity needs, thus increasing the likelihood of profit potential. Specifically the portfolio is
purchasing the interest-only security from these securitization trusts. The risk we run is that the project goes into
default and GNMA is then forced to buy the loan out of the trust. The loans contain significant prepayment
penalties for upwards of five years or more, which reduces the re-financeability of the loans; however, if the loan
is refinanced any penalty is allocated to the IO (interest only) security holder, the result of which is a boost to
return. Over the past six months the portfolio continues to accumulate these bonds. The dollar amount invested
for the past six months, has been about $68 million. At this point, 4% of the portfolio is invested in this security
with an intermediate target of a 5% allocation.

Finally, the portfolio has started just a small investment in the high-yield segment of the bond market. Our
first capital deployment was in Michaels Stores Term Loan due October 13, 2013. This is the most senior debt in
the company’s capital structure. Based on the prices we paid for these loans, our yield at purchase ranged from
13.85% to 14.80%. With the decline in the three-month London Interbank Borrowing Rate (LIBOR), those yields
on our original purchase prices now range from 10.86% to 11.90%. This is a floating rate coupon that resets every
three months at the three month London Interbank Borrowing Rate plus 225 basis points. We have invested in
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Michaels Stores in the past owning both a high yield bond and a convertible note. In addition, our equity portfolios
have owned the equity of the company. In short they are the country’s largest arts and crafts retailer. This leadership
position is one key reason why we are comfortable with this retailing concept. Additionally, the low dollar amount
of each purchase and it’s DIY (do it yourself) nature leads us to believe that the recession will have a lesser impact
on their sales. As of this date we have just started to build a position in this loan and the portfolio has allocated a
0.19% position.

The other high-yield position that is slowly being accumulated is an Enhanced Equipment Trust Certificate
(EETC) bond issued by Delta Airlines or Northwest Airlines. These bonds mature inside of 2012 and are backed
by aircraft that make up the most efficient in each airline’s fleet. Both airlines have undergone a bankruptcy
reorganization that lowered labor cost, reduced outstanding debt, and as a result created operating cost structures
that are competitive with the major discount airlines in the United States. Over the past several years, both airlines
have reduced their capacity by over 10%, and as a result of their merger, there will be further capacity reduction.
This capacity reduction has led to an improvement in pricing. The result is that we believe both airlines can
withstand the current economic downturn and still service their debt. We have also stress tested the residual
value of the aircraft that represents the bonds’ collateral and feel comfortable that those values should limit the
bonds’ downside in the event that their financial situation deteriorates well beyond our most conservative scenario.
The portfolio has an allocation of 0.53%. The yield range for our purchases has been between 12% and 15%.

Economic Commentary
There is little question that this is the worst economic contraction since the Great Depression. It is worse

than a recession but not as bad as the Great Depression. We have a new word for it, “repression.” This is not a
typical recession, and therefore we do not believe the economy will respond to normal economic policy stimulus.
We expressed the likelihood of this view in September 2007 when we said that normal Fed policy actions would
likely prove ineffectual in dealing with the expanding crisis. Most economists were not of this opinion.

We came to this realization because of our reading of history. This credit crisis shared many of the elements
that led up to the Panic of 1907, which was driven by new types of financial institutions that were not part of the
normal financial system and had limited access to long-term liquidity. Similar elements were at work prior to this
crisis when new financial institutions and investment products allowed for an accelerated growth in credit,
especially for the consumer. The consumer added more debt between 2001 and 2007 than in the prior forty years
combined. Additionally, the unsound and expansionary monetary policy of the Greenspan Fed helped to light the
fuse that led to the creation of these credit and asset bubbles. Similarly, unwise monetary and credit policy prior
to and into the 1929 Depression contributed to the collapse of the financial and economic systems of the United
States. As some of our long-time readers of these shareholder letters and our website commentaries can attest to,
we have warned of these growing risks for some time.

Just as the Roosevelt administration did in the 1930s, the Obama administration is responding with a
variety of new economic stimulus programs. Prior to this new administration, the Bernanke Fed and the Treasury
responded with an astounding number of new financial programs to try to re-stimulate lending and credit growth.
They believe we have a liquidity crisis, so their overriding goal for these programs has been to address liquidity
as the key issue. Again, we differ in the analysis and conclusion as to what is driving this credit crisis because we
believe the real issue is the destruction of capital. With the destruction of capital, liquidity and the access to
liquidity is also destroyed. Bloomberg estimates that, as of March 31, a total of approximately $12.8 trillion
through various programs has been guaranteed, spent, or included as part of two economic stimulus plans that have
been led by the Fed, FDIC, Treasury Department, FHA and two administrations since this economic crisis began.
It is of an unprecedented scale that has not been seen since World War 2. Despite these aggressive actions, we have
seen little if any economic impact other than it appears that some segments of the credit markets are beginning
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to stabilize, but these still operate under the umbrella of federal support and backing. We remain highly skeptical
of many, if not most of these plans, since, in our opinion, they reflect an ad hoc approach to the crisis with little
assessment of their long-term implications for the economy. We are not in agreement with President Obama’s
January 8, 2009 speech, “that only government can provide the short-term boost necessary to lift us from a
recession this deep and severe. Only government can break the vicious cycles that are crippling our economy.”
This opinion is not necessarily accurate, since between 1792 and 1913 (the year the Federal Reserve was
established), there was minimal, if any central government control or influence in the U.S. financial system.
There were several recessions and depressions during this period but the economy did in fact recover without
federal assistance. The volatility of these episodes was greater than that experienced since the end of WW2 but
the fact remains, the economy did recover.

We are critical of the various regulatory agencies and the federal government for having participated in
allowing many of these credit excesses to develop prior to this economic crisis. Had they in fact done their job,
many of these excesses could have been limited prior to their breaking the economy. The “too big to fail” doctrine
has also been a significant contributing factor these last two decades in allowing financial institutions to grow
without some form of risk control. Given this history of laxity, we are dubious of the federal government’s ability
to properly identify and prescribe the appropriate economic responses. As we noted in our July 30, 2008 website
commentary, “Disgusted and Betrayed,” “It was only on July 10th that Secretary Paulson said that ‘the lenders
(Fannie and Freddie) have sufficient funds’ before the House Financial Services Committee. On that same day,
the Office of Federal Enterprise Oversight, which regulates both Fannie and Freddie, said that both ‘are adequately
capitalized.’ Finally, Senator Chris Dodd in a July 11 news conference said, ‘These institutions are sound. They
have adequate capital. They have access to that capital.’” On September 7, 2008, the Federal Housing Finance
Agency announced the decision to place both of these institutions into a conservatorship that results in the debt
and mortgage-backed securities being effectively guaranteed by the U.S. government. For years we were told that
these agencies were private companies with only limited access to the Federal government’s balance sheet. Again,
as citizens, we have to be extremely cautious and skeptical of what our government officials convey to us.

We fundamentally disagree with many of these “rescue” programs since we believe our impaired financial
system is being supported by protecting inefficient and questionable business enterprises. They reflect a
philosophy of DWIT—do whatever it takes—to stabilize the economy now. In our opinion, a perfect example of
this unsound and unwise policy has been the economic support of the automotive industry, especially GMAC. At
the end of last year, the U.S. Treasury bought $5 billion of senior preferred equity with an 8% yield from GMAC.
These new funds allowed GMAC to resume auto lending to support the sale of GM cars. With an 8% cost of
capital, new loans were made with rates as low as zero percent. FICO scores were also lowered from 700 to 621,
just one point above what would be considered a sub-prime loan. This type of aggressive lending policy is what
got GMAC into the mess that it currently faces. Another example of flawed thinking and implementation is the
“Home Saver Advance” housing program being implemented by Fannie Mae to provide “foreclosure prevention
assistance to distressed borrowers,” according to its 2008 securities filing, reported by Bloomberg on April 24,
2009, by David Reilly in, “Fannie Mae Creates Housing Mirage with Bum Loans.” “Fannie funded $462 million
of such loans in 2008. Based on market prices, Fannie said the loans had a value of just $8 million…..the loans,
which are in many cases just months old, were worth 1.7 cents on the dollar.”

The basis of most of these aid programs is that if we just get lending started again, the economy will begin
to recover and our troubles will start to end. More lending will stimulate consumer borrowing; restarting mortgage
lending will lead to a stabilization in house prices; and corporate credit, backed by various federal support and
guarantee programs, will begin to thaw and recover. As we have already witnessed, none of these programs have
worked to re-stimulate economic growth to a material degree because this is not a normal recession. We are
experiencing the negative aftereffects of a massive credit expansion that led to an asset inflation of exceptional
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proportions and those assets are now collapsing in price. The collapse in asset prices dwarfs any liquidity measures
that are or are likely to be proposed. The painful fact of all of this is that, if these declining asset prices are not
allowed to seek a normal market clearing level, actions to moderate their price declines will likely result in the
extension of this crisis with an end result of a prolonged period of substandard economic growth.

The destruction to the consumer’s balance sheet has been unprecedented, other than in the Great
Depression. As a result of the collapse in stock prices and real-estate prices that took place between
September 2007 and December 2008, U.S. household net worth has been hit by an estimated $12.7 trillion,
according to the Federal Reserve, while ISI International estimates it to be in the area of $14 trillion. We have a
news flash for the government, creating new credit programs for a consumer who was spending almost $1.1 trillion
more than they were making in (non-benefit) spendable income, according to MacroMaven’s estimate, will likely
be a non-starter. More leverage is not what they need. Encouraging the consumer to take on more debt is like trying
to help a recovering heroin addict lessen his pain by providing him more heroin. If the consumer increases his
personal savings rate, he can start to gradually climb out of the debt hole that he has dug himself into. This renewed
savings process will likely act as a depressant on future economic growth for a period of time.

With the recent stock-market rally and the narrowing of credit spreads, many believe the credit crisis is
behind us; however, in our opinion, the credit unraveling and recognition process has a lot longer to run. Last year
we estimated that problem loans could total more than $2 trillion worldwide. Since then, more recent estimates
have increased this estimate substantially. On April 8, the IMF boosted its global loss estimate to $4 trillion, with
$3.1 trillion being U.S. originated loans. This estimate is much closer to estimates made by Professor Nouriel
Roubini. He has been one of the few academics who have been on the leading edge of diagnosing this credit crisis.
As of April 24, Bloomberg estimates that total worldwide loan losses to date total $1.3 trillion with $1.1 trillion
in new capital having been raised. For the Americas, estimated loan losses total $921.6 billion compared to
$651.2 billion in new capital raised. Most of this new capital is currently at a loss. In this country, we are beginning
to see the unraveling of commercial real-estate prices. Between 2004 and the third quarter of 2008, $1.1 trillion
in new commercial mortgages were created. Potential losses of $400 billion or more appear likely and, thus, we
believe another huge hole in the capital base of various types of financial institutions is coming. As of
December 31, 2008, 2,900 banks and savings and loans had more than 300% of their risk-based capital deployed
in commercial real-estate loans. These numbers raise additional anxiety in us about our banking system.

In summary, we face a very prolonged economic crisis that is likely to result in a protracted period of
economic malaise. It is our opinion that we have seen the worst part of the credit crisis in the sense that we went
over a waterfall but the river is still heading south. We will detail this thinking in the next section of this letter.

Outlook
When we published “Crossing the Rubicon” on March 30, 2008, we had no idea how correct we would be

when we wrote, “In our opinion, a new financial system is in the process of being created. This is the beginning
of a new era.” As we saw it, a new set of economic ground rules was being created and the shape of the economic
playing field could not be yet determined. Events of this past year would seem to have validated our opinion.

We are witnessing an expansion of federal intrusion into the private capital system that is unprecedented.
We do not know what the long-term effects of these actions will be but most are being taken so as to stabilize the
short-run negative trends in the economy. We are always highly concerned when short-term actions are taken
without a full understanding of what their long-term consequences might be. It appears that the Federal Reserve,
Treasury, Congress and the new administration have not given priority to the long-term implications of these new
policies and programs and their potential negative effects on long-term U.S. economic growth. From the beginning
of this crisis, actions taken have been on an ad hoc basis. We are especially concerned how the federal government
is attempting to reshape debt contracts. This comment applies to mortgages, consumer loans and in particular, the
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recent Chrysler Corporation bankruptcy. The attempt to make senior secured creditors take less so that junior
creditors, such as the unions and the government, can own more of the company, strikes us as a very dangerous
road to proceed down. These attempts to manipulate contracts in favor of populist motives works to further
undermine our confidence in the U.S. financial system. Additionally, our associate, Julian Mann, asserts that, “The
Fed has told the whole world they intend to manipulate the Treasury market in order to assist their price-fixing
the cost of money, as defined by mortgage rates.” The Federal Reserve is attempting to manipulate interest rates
down and artificially stimulate liquidity in many bond sectors by their new bond purchase programs in conjunction
with the U.S. Treasury. We are highly suspicious and dubious of the investment merits of many of these securities
that have been affected by these actions. We will stand clear of these securities until they reflect the true nature
of the intersection of demand and supply without artificial demand interference by the government.

The latest stimulus plan, like the one that preceded it, will likely prove ineffective. The nearly $800 billion
stimulus plan’s anticipated positive economic effects will likely be offset by an estimated increase in personal
savings of about $650 billion as well as by the worldwide economic contraction. This situation is analogous to
the government’s right leg pressing down on the U.S. economic car’s accelerator, while the left leg, representing
rising personal savings and the world recession, presses down on the brake. It looks like a lot of activity is taking
place but there is little forward movement. The plan also looks more like a strategy that is predicated on looking
into the rearview mirror to see where one is going. Tax breaks to fuel consumption, home buying and infrastructure
plans that will take years to implement but at what price of inefficiency we do not know. The basis of this plan is
to have the government fill a vacuum created by the consumer’s withdrawal from the economic system. As an
example, three years of consumer spending were reversed in just two quarters last year. This is also the first time
in fifty years that the consumer is paying down debt.

Not only have we faced an unprecedented financial crisis, we believe we are in the process of entering a
“new world economic order.” In our opinion, the world economic system that began after WW2 ended in 2007.
This was a system built upon the U.S. consumer acting as the engine of economic recovery for the world.
Mercantilist nations in Europe, Asia and other parts of the world operated with the strategy of having a cheap
currency that made their exported goods attractively priced for the financially sound and unleveraged American
consumer. This model worked until the end of 2007, when the U.S. consumer accounted for 18.2% of world GDP.
With the demise of the U.S. consumers’ balance sheet, this model collapsed. For example, exports represent
about 37% and 20% of China’s and Japan’s GDP. For 2007, the U.S. accounted for 19.1% and 20.4% of China’s
and Japan’s exports, according to the CIA World Factbook. Both countries are experiencing unprecedented declines
in their export volumes with February declines of 25.7% for China and 49.4% for Japan. Can we return to this
old economic order? We do not think so.

For U.S. consumers to rebuild their balance sheets and recover from the shocks of the stock and real-estate
market collapses, an increased level of savings will have to take place. We expect the U.S. personal savings rate
to rise from 2% to 8% over the next year and for it to remain at that level or higher for the foreseeable future. An
increase of this magnitude over such a short period of time is unprecedented other than during WW2 when it rose
from 12.2% to 24.1% between 1941 and 1942. Should this occur in 2009, this change would increase personal
savings by approximately $650 billion. Given the collapse in consumers’ balance sheets by $13-14 trillion, at first
blush, it would appear that it would take 20 years to rebuild at a $650 billion annual rate of savings. Assuming
some earnings on this savings and a recovery of some type in the stock and real-estate markets, a more likely time
frame would be in the range of ten years.

Will our foreign partners wait this long? This appears highly unlikely. We anticipate that our counter-party
trading nations that have depended upon the American consumer for their trade will be forced to turn inwards
toward restructuring their own economies. China is already beginning to do this. Unless the American public is
willing to accept a prolonged period of elevated participation by the federal government in the U.S. economic
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system in the range of a mid to high twenty percentage number rather than a more normal 19-21%, some form
of restructuring of the U.S. economy will likely have to take place. U.S. exports accounted for 12.9% of 2008 GDP
versus 10.7% in 1998. In our opinion, to have the U.S. economy break from a substandard growth future, a
redirection of economic activity would seem in order. U.S. exports, as a percent of GDP, will likely have to rise
by five or more percentage points over the next decade so as to reinvigorate economic growth. Unless policies
are enacted and implemented now to encourage this change, a resumption of a more normal economic growth rate
will take much longer. As an example, in the latest stimulus plan, rather than offering consumers an $8,000 credit
to purchase a new or existing home, in our opinion, it would have been far more beneficial to redirect this
spending for retraining or to subsidize employment hiring toward industries that would be beneficiaries of exports.
With proper incentives for investment, we could unleash the entrepreneurial spirit of the private sector. Directing
subsidies to housing and autos are examples of taking precious and scarce financial resources and directing them
to areas of the economy that are likely to have little forward drive impact in this new world order. We believe that
our export partners will not wait for a U.S consumer recovery and, thus, they will likely gain a competitive
advantage on us through their economic restructuring.

We are also extremely upset and worried by the unsound policies of the Federal Reserve, Treasury,
Congress and the new administration. Federal debt growth is out of control. In our September 30, 2008 shareholder
letter, we estimated that incremental new Treasury debt issuance for 2009 could be in the range of $2.5 to $3
trillion on a base of $10 trillion. We were not sure that we would be correct but that is how our math worked out.
Between September 30, 2008 and March 31, 2009, Treasury debt outstanding grew $1.1 trillion, with 93% being
financed by the private sector versus a 58% ownership at September 30. Our estimate of $2.5 to $3 trillion growth
is likely to prove conservative since several new liquidity aid programs and an expansion of the budget deficit have
taken place. A new program to encourage consumer lending called TALF (Term Asset Backed Securities Loan
Facility) was initially proposed at $200 billion in November and now it is planned to be $1 trillion. In our Treasury
debt growth estimates, we assumed that the budget deficit and a new economic stimulus plan would total about
$1 trillion in contrast to the latest Congressional Budget Office estimate of $1.8 trillion. Finally, on March 8, 2009,
the Fed announced an expanded program of asset purchases that total $1.15 trillion. All of these programs total
approximately $3 trillion more than our initial estimate range.

In light of the above, we estimate that Treasury debt outstanding will rise from $10.7 trillion at
December 31, 2008, to between $14.6 and $16.6 trillion by the end of 2011. This magnitude of rise is without
precedent, unless we were fighting a major world war. These estimates imply that the U.S. debt to GDP ratio could
rise to between 97% and 110% by the end of 2011 versus 66.8% prior to the onset of this credit crisis in 2007.
Some might say that the private ownership portion of this debt may only be between 65% and 70% with the
intergovernmental portion representing the balance, and thus not important since it is owed to the government
itself. We believe this view tends to understate the significance of the problem since increasing interest payments
accompany this explosive rise in debt. By the end of 2011, current Treasury debt service of $450 billion could
easily rise by 50% to 100% and this is with interest-rate levels at or near record low levels. The nation faces the
potential risk of debt service explosion, as any homeowner who took out a variable rate mortgage in recent years
knows. Finally, these numbers do not reflect the massive federal entitlement obligations already in existence or
the additional trillions created by the implied guarantees of federal agency debt and mortgage backed securities
of Fannie Mae and Freddie Mac, when they were placed into conservatorship last September.

A critical question is, how will we finance this debt explosion? In 2009, even if consumers increase their
personal savings rate to 8% and save an additional $650 billion, we will likely be even more dependent on foreign
sources of financing. If foreign investors maintain their existing level of Treasury debt ownership and grow it
proportionately to our debt growth, they will have to increase their holdings between $719 billion and $862
billion in 2009 versus an increase of $724 billion in 2008. This appears unlikely, given the deterioration in their
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domestic economies and the contraction in their exports. With Chinese exports falling at double-digit rates, will
China purchase an additional $250 billion Treasury bonds in 2009 and own nearly $1 trillion? We think this is
unlikely. In light of these considerations, we anticipate the Fed printing an additional $800 billion to $1.5 trillion
of new money in 2009. Unless the American consumer increases and holds its savings rate at the 8% level and
foreign investors continue to increase their Treasury ownership between 39% and 57% between now and 2011,
the Fed could be forced to print additional money. This possibility could unnerve some of our trading partners,
particularly the Chinese and the oil-exporting countries.

Many will argue that the Fed, the Treasury and the administration are aware of this risk and will work to
reduce this explosion in liquidity, debt borrowing, and budget deficits. Pardon us for being highly skeptical of this
view. In our opinion, talk’s cheap, actions speak. The regulators, the Congress and the executive branch chose not
to control either Fannie Mae or Freddie Mac during their excessive growth phase this decade, and also chose to
look the other way on numerous other financial institutions, including AIG. For over three years, both Fannie Mae
and Freddie Mac operated without public financial statements. Unlike the federal government, FPA was one of
the very few financial institutions to place all of these companies on our investment restricted list more than three
years ago. How will these various governmental entities implement a program to contract all of this liquidity and
government credit guarantees while the economy is still languid and unemployment remains high? We have a
problem with the fact that, once an entitlement is created, it is virtually impossible for the government to kill it.
In this crisis, there have been massive new financial institutional entitlements created that will likely always lurk
in the background. They may be withdrawn in the short term but everyone will know that when trouble hits
again, they will return—think Fannie Mae and Freddie Mac. To withdraw this excess liquidity and reduce Treasury
debt will require this process beginning at least two or three years in advance of any real economic recovery
because there are very long lead times between when an action is taken and its effects upon the economy. The
politics of Washington will likely prevent this from happening in a timely manner.

One final thought before our comments on the outlook for the financial markets. Tax policy in this country
is seriously flawed and is, in our opinion, working to undermine our democracy. For those of you who don’t know,
a little history might help. In 1940, the federal government extended the income tax to virtually all Americans and
began collecting via withholding from paychecks. This led to the number paying income taxes rising from 4
million in 1939 to 43 million in 1945. Federal tax revenue rose from 8% of GDP to more than 20% as Americans,
who earned as little as $500 per year, paid income tax at the rate of 23% with a graduated rate above that level.
Virtually everyone paid toward the war effort because they considered it their patriotic duty. Contrast that spirit
of democracy to what takes place in our country today. According to a Wall Street Journal editorial of April 13,
2009, by Ari Fleischer, “Everyone Should Pay Income Taxes,” he states that the Congressional Budget Office
estimates that those who earned less than $44,300 in 2001, approximately 60% of the country, paid 3.3% of all
the taxes, and that by 2005 their payments had fallen to less than 1%. This is an unhealthy trend and does not make
for citizens having an economic stake in the country other than for what benefits they may receive.

Given the stock market’s recent strong rally and the narrowing of credit spreads, some are now expressing
the view that the worst is over as the economic stimulus plan takes effect this year and next. We are not of this
opinion in that we consider this view to be overly optimistic. Over the last four years, we argued that both reported
corporate profits and profit margins were unsustainably high. This assessment has proven to be correct for
financial-service companies and now we believe this process is extending to non-financial corporations. We
estimate that at their peak, corporate profit margins were approximately 30% higher than previous peaks. With a
return to more normal margins, we conclude that the stock market is likely to be price constrained for the next
ten years. This analysis tends to support our estimate that it may take ten years for U.S. consumers to rebuild their
balance sheets. The fixed-income market faces the challenge of an explosion in Treasury debt issuance as well as
a potential return of energy price inflation within three to five years, according to our equity team’s analysis that
may be read in the March 31, 2009 FPA Capital Fund shareholder letter on our website at www.fpafunds.com.
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We believe the combination of these potential risks requires us to maintain a highly defensive bond portfolio to
protect against the negative effects of rising interest rates in the future.

We thank you for your continued support throughout these challenging times and will strive to retain the
confidence that you have expressed in us through your investment in FPA New Income.

Respectfully submitted,

Robert L. Rodriguez
President and Chief Investment Officer

Thomas H. Atteberry
Vice President and Portfolio Manager
May 4, 2009

The discussion of Fund investments represents the views of the Fund’s managers at the time of this report
and are subject to change without notice. References to individual securities are for informational purposes only
and should not be construed as recommendations to purchase or sell individual securities.

FORWARD LOOKING STATEMENT DISCLOSURE
As mutual fund managers, one of our responsibilities is to communicate with shareholders in an open and direct
manner. Insofar as some of our opinions and comments in our letters to shareholders are based on current
management expectations, they are considered “forward-looking statements” which may or may not be accurate
over the long term. While we believe we have a reasonable basis for our comments and we have confidence in
our opinions, actual results may differ materially from those we anticipate. You can identify forward-looking
statements by words such as “believe,” “expect,” “may,” “anticipate,” and other similar expressions when
discussing prospects for particular portfolio holdings and/or the markets, generally. We cannot, however, assure
future results and disclaim any obligation to update or alter any forward-looking statements, whether as a result
of new information, future events, or otherwise. Further, information provided in this report should not be
construed as a recommendation to purchase or sell any particular security.
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