
FAIRHOLME CAPITAL MANAGEMENT, L.L.C.

The Board of Directors of The Fairholme Fund is forwarding this letter from the Fund’s
investment adviser to help explain the adviser’s performance, philosophy, and strategy to our
shareholders. It is not a complete discussion of all factors affecting the Fund and has not
been reviewed by the Fund’s independent registered public accountants. Performance
information quoted below represents past performance and is not a guarantee of future
results. The investment return and principal value of an investment in the fund will fluctuate
so that an investor’s shares, when redeemed, may be worth more or less than their original
cost. Current performance may be higher or lower than the performance information quoted
within. Any questions you may have regarding the latest month-end performance can be
obtained by calling the fund’s transfer agent at 1-866-202-2263 or by visiting our website at
www.fairholmefunds.com. Refer to the back cover of this document for additional important
information.

July 17, 2006

To the Directors of The Fairholme Fund:

Below is a comparison of the Fund’s performance with that of the Standard & Poor’s 500
Index (both with dividends reinvested):

Six One Three Five Since
Months Year Years Years Inception
Ended Ended Ended Ended 12/29/1999

6/30/2006 6/30/2006 6/30/2006 6/30/2006 to 6/30/2006

Cumulative Returns
The Fairholme Fund 8.93% 16.96% 79.39% 97.30% 200.02%
S&P 500 Index 2.71% 8.63% 37.57% 13.11% –3.69%

Average Annual Total Return
The Fairholme Fund 16.96% 21.51% 14.56% 18.40%
S&P 500 Index 8.63% 11.21% 2.49% –0.58%

Since inception, $10,000 invested in The Fairholme Fund with dividends reinvested has
grown to $30,002 while $10,000 invested in the S&P 500 Index with dividends reinvested
has declined to $9,631. In other words, the Fund has appreciated roughly 18.40% per annum
compared to a loss of 0.58% per annum for the S&P 500.

Over the Fund’s six and one-half year history, Fairholme has generated excellent absolute
and relative performance with surprisingly low volatility. Contrary to possible appearances,
we do not seek “smooth” returns and actually welcome occasional disorder in the securities
we wish to buy or sell. For example, at the beginning of the 21st century, the Fund bought
unloved and unwanted old-line companies falling to new lows as all the new, new things1

were hitting record highs. Embracing such volatility requires piles of ready cash and the
knowledge that “in the short run the stock market is a voting machine; in the long run, it is
a weighing machine.”2

A current test of this maxim involves Berkshire Hathaway, our largest equity holding which
is 16.29% of the Fund’s net assets.3 Since the start of the Fund, Berkshire’s share price has
grown in line with increases in the company’s investments and shareholders’ equity.
However, the company’s market value has not kept pace with non-insurance operating
earnings that will have more than quadrupled with recent acquisitions. 

1Michael Lewis, The New, New Thing.
2Benjamin Graham, The Intelligent Investor.
3All references to individual securities as a percentage of net assets are as of May 31, 2006. 



Mr. Buffett’s comments on his stunning charitable pledge tell the story: “I regard Berkshire
as an ideal asset to underpin the long-term well-being of a foundation. The company has a
multitude of diversified and powerful streams of earnings, Gibraltar-like financial strength,
and a deeply-imbedded culture of acting in the best interests of shareholders. . . . I expect
Berkshire to become ever-stronger and more profitable as it makes new acquisitions and
expands present businesses.”4

Echostar represents 10.61% of the Fund’s net assets, with arguably the best television
experience available, a growing subscriber base, and significant scale advantages. Six years
ago, the company was a speculative venture consuming cash. Today, the company is 40%
cheaper, three times larger, and 50% owner/CEO Charlie Ergen is reallocating a large and
growing free cash flow.

The market also seems to be undervaluing current and expected cash flows from our non-
U.S. energy companies, Canadian Natural Resources Ltd. and Penn West Energy Trust, which
represent 9.27% and 6.83% of the Fund’s net assets, respectively. Our companies have the
people, plans, and assets in place to dramatically increase production of higher-value
products — the ultimate hedge against unforeseen lower prices. Meanwhile, geopolitics, a
dearth of cheap and easily obtainable supply, and the world’s increasing desire for basic
pleasures we take for granted argue for a stubbornly high oil price, currently over $70 per
barrel (in both spot and forward markets). Even so, a gallon of gasoline remains cheaper than
a gallon of milk in most of the United States.5

The Fund accumulated more IDT, which represents 3.79% of the Fund’s net assets, at prices
approaching the company’s cash in the bank. IDT is a model of the Fund’s “special
situations” strategy, where some qualities we normally seek are lacking, offset by other
factors such as extreme investor dissatisfaction. We now own an investment in a cash
generating calling card business (selling nearly 400 million cards per year), the patent
portfolio of subsidiary Net2Phone (the creator of VOIP), and a handful of interesting, but
money-losing start-ups for near zero cost. IDT’s Board, led by owner/Chairman Howard
Jonas, seems to concur with our analysis given previous buy-backs and a recently announced
authorization to repurchase roughly 25% of remaining shares.

Sears Holdings, which is 4.53% of the Fund’s net assets, has also become significant because
of Eddie Lampert, an unusual investment talent with a fabulous paper trail. While Fairholme
is agnostic about the future of Sears’ retailing success, we believe Lampert will continue to
redeploy the company’s extensive assets to our benefit.

Lastly, our executive summary on selling: even a great company can become a mediocre and
speculative investment at too high a price. We start selling when the market value of a
business approaches our estimate of intrinsic value, which is based on a combination of asset
values, future cash flows, and risk-free rates. 

We welcome the many new shareholders who have joined in our quest seeking long-term
capital growth and thank all shareholders for their patience — an essential element of our
success. 

Respectfully submitted,

Bruce Berkowitz Larry Pitkowsky Keith Trauner

4Warren Buffett, “Letter to the Bill and Melinda Gates Foundation”, June 26, 2006.
5Read “Capitalist Roadster” by Ted Conover, New York Times Magazine, July 2, 2006, which discusses how
“The Chinese have gone car crazy, and the world is about to (economically, culturally and yes, literally) taste
their dust.” Also visit Chevron’s www.willyoujoinus.com, which discusses global oil supply and demand
trends.


