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      January 7, 2005

The Directors of Fairholme Funds, Inc.
Fellow Shareholders of the Fairholme Fund

The purpose of this letter from Fairholme Capital Management, the Investment Adviser to The Fairholme Fund, is to
help explain our performance, philosophy, and strategy.  Please note that it is not a complete discussion of all
factors affecting the Fund and has not been reviewed by the Fund’s independent accountants. Furthermore,
measurement periods discussed are as of the end of the calendar year and do not match the Fund’s November 30th
fiscal year.

Enclosed with this letter is a copy of the Fund’s Annual Report (with audited financial statements), which includes
a more formal management discussion and fiscal year-end analysis.  Further important information can be found at
www.fairholmefunds.com, including the Fund’s most recent Prospectus and Statement of Additional Information.

Below is a comparison of the Fund’s performance and that of the Standard & Poor’s 500 Index (both with dividends
reinvested) for the past calendar year and since inception on December 29, 1999:

Calendar Year Ended Since
December 31, 2004 Inception

The Fairholme Fund 24.93% 142.16%
S&P 500 Index 10.88% -10.62%

From inception to year-end, $10,000 invested in the Fund has grown to about $24,000 while $10,000 invested in the
S&P 500 Index has declined to about $9,000.  In other words, an investment in the Fund since inception has appreciated
roughly 20% per annum compared to a 2% per annum loss for the S&P 500 Index.

Fairholme’s goal remains unchanged since we founded the Fund:  earn above-average returns while avoiding capital
loss.  To us, loss results from paying too much for an investment compared to the value received.  The risk of loss is
not defined by price volatility, which only creates occasional opportunities to buy and sell.

Fairholme’s preferred strategy is to pay reasonable prices for good companies run by top-notch people.  However,
pursuant to the Fund’s charter, we may also pursue other sensible strategies, such as buying fair or distressed businesses
at very cheap prices.  For example, we have twice bought the debt of companies in Chapter 11, which eventually led
to large investments in new common stock of reorganized companies after their emergence from bankruptcy.  Having
a charter allowing concentration and flexibility has served the Fund well.

During the Fund’s first three years, our focus on property & casualty insurance (“P&C”) greatly influenced
performance.  We bought cheap in 2000 when the world was focused on all things technological and in 2001 after
the September 11th terrorist attacks. Today, New York’s Attorney General is examining the industry’s business
practices.  We do not expect our companies to have material exposure from these investigations.  They may benefit.
Berkshire Hathaway continues to be the Fund’s largest single investment and the Fund’s largest exposure to P&C.



About three years ago, Fairholme began to focus on telecommunications as industry valuations collapsed. The Fund
acquired an initial stake in WilTel Communications through Williams Communications’ defaulted bonds and purchased
an initial stake in MCI via WorldCom’s defaulted debt.   Leucadia now owns WilTel, the Fund owns much Leucadia,
and MCI (with $16 per share of cash in the bank) is the Fund’s second largest position.  These investments have
contributed to recent results and will materially affect future performance.

During the past year, we reallocated a meaningful percentage of Fund assets to under-appreciated Canadian energy
producers.  The supply of cheap oil is not keeping up with world demand and $25 per barrel oil may be gone for
good.

We are also concerned about the potential for rising interest rates – a critical factor in valuing anything.  Recently,
Fed Chairman Greenspan said, “Rising interest rates have been advertised for so long and in so many places that
anyone who has not appropriately hedged this position by now obviously is desirous of losing money.’’1  The Fund
is positioned well with significant liquidity and investments configured to withstand and eventually benefit from a
wide range of rates.

While we cannot predict the future, we can be sure of one thing: there will be opportunities for those with discipline,
patience, and a business-like approach.  We are committed to investing the Fund’s capital intelligently while avoiding
market predictions and withstanding short-term pressures.

Thank you for your support.

Respectfully submitted,

Bruce Berkowitz Larry Pitkowsky Keith Trauner

1 Bloomberg  news story dated 11/19/04


