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THE FAIRHOLME FUND

PORTFOLIO MANAGERS’ REPORT

This Portfolio Manager’s Report is based on calendar year performance and pre-
cedes a more formal Management Discussion and Analysis. Opinions of the
Portfolio Manager are intended as such, and not as statements of fact requiring
attestation. All references to portfolio investments are as of the latest public filing of
the Fund’s holdings at the time of publication. 

Mutual fund investing involves risk including loss of principal. Performance infor-
mation quoted herein 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 per-
formance information quoted within. The fund imposes a 2.00% redemption fee on
shares held less than 60 days. Performance data does not reflect the redemption fee,
which if imposed, would reduce returns. Any questions you have regarding the lat-
est month-end performance can be obtained by calling shareholder services at 1-
866-202-2263 or by visiting the fund’s website at www.fairholmefunds.com.
Additional information regarding the risks of investing in the Fund may be found in
the Fund’s current Prospectus. The S&P 500 Index is a broad based unmanaged
index of 500 stocks, which is widely recognized as representative of the equity mar-
ket in general. Investors cannot invest directly in an index. Please refer to the back
cover of this document for additional important disclosures.

January 10, 2008

To the Shareholders and Directors of the Fairholme Fund:

Below is a comparison of the Fund’s unaudited performance with that of the
Standard & Poor’s 500 Index (both with dividends reinvested) for the period ended
December 31, 2007:

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

12/31/2007 12/31/2007 12/31/2007 12/31/2007 to 12/31/07
—————— —————— —————— —————— ——————

The Fairholme Fund
(Cumulative) 2.59% 12.35% 49.15% 130.98% 261.17%

S&P 500 Index
(Cumulative) -1.37% 5.49% 28.16% 82.86% 14.55%

The Fairholme Fund
(Annualized) 12.35% 14.25% 18.23% 17.40%

S&P 500 Index
(Annualized) 5.49% 8.61% 12.82% 1.71%

The Fund’s expense ratio is 1%
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The Fund’s unaudited 2007 calendar-year performance of 12.35% outperformed
the S&P 500 Index performance of 5.49% (with dividends reinvested). Since incep-
tion $10,000 invested in The Fairholme Fund has grown to $36,117 while $10,000
invested in the S&P 500 Index has grown to $11,455. In other words, since we
started about eight years ago, the Fund has appreciated by 17.40% per annum com-
pared to a gain of 1.71% per annum for the S&P 500 Index over the same time.

Last year’s asset-backed securities1 earthquake resulted from years of poor loan
underwriting, residential builder overconfidence, and real estate speculation. The
after-shocks continue to be felt, exaggerated by derivative securities piled on top of
each other. Worldwide, financial institutions may ultimately write-off hundreds of
billions and are being forced to raise equity to survive — if they can. Almost cer-
tainly, there will be high profile restructurings and continued stress.

We have always been attracted to sectors showing large declining market values.
Usually, stock prices of businesses within these industries drop faster than under-
lying values, tainted by the collapse of speculative securities. Such conditions cre-
ate a Darwinian process of the strong getting stronger and the weak disappearing.
The winners are usually run by battle-hardened owner/managers who know that the
seeds of greatness are planted during the worst of times and reaped after the storms
pass. To the victor belong the spoils…2

Berkshire Hathaway remains the Fund’s largest business investment. The implosion
of credit markets, overextension of financial guarantors, weakened competitors,
and the struggles of housing-related industries have allowed Berkshire to start a
municipal bond insurer, acquire a super-majority of the Pritzker’s building-related
Marmon Group, and increase float. With a war chest of roughly $40 billion of cash
and $100 billion of other liquid investments, Berkshire is a logical senior lender or
last-resort acquirer for the financially wounded. 

Energy continues to be a substantial component of the Fund with Canadian
Natural Resources the second largest Fund investment. Notwithstanding the
province of Alberta’s proposed royalty increases, the company has a unique abili-
ty to materially increase production without acquisition in today’s high price/high
cost environment. Canadian Natural remains undervalued in a world where most
reserves are subject to significant political risk and long term-demand threatens to
outrun supply. 

1 Asset-backed securities are created by packaging mortgages, credit-card receivables, or similar
illiquid securities into a trust that then issues its own debt securities based on the cash flows of the
underlying assets.

2 William Learned Marcy, Senator from New York circa 1832 talking about the ability of an election
winner to give patronage jobs to those of one’s own party —  “...the politicians of New York...see
nothing wrong in the rule, that to the victor belong the spoils of the enemy.”
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EchoStar’s stock price has recently declined with snowballing residential real estate
delinquencies and foreclosures on the theory that homeowners behind on mortgage
payments are less likely to pay their satellite-TV bill. Notwithstanding such con-
cerns, the company continues to increase offerings, subscribers, and free cash flow.3

Recently, the company separated the DISH pay-TV network (ticker: DISH) from
its technology company (ticker: SATS) to highlight under-appreciated assets,
accelerate growth, and ease capital transactions.

Sears Holdings is a relatively new, core position that continues to cost the Fund.
Store traffic has been weak given stressed consumers and the company’s greater
exposure to depressed housing markets than most. Many despair that Sears seems
unable to regain past retail glory, despite a conservative balance sheet and many
valuable assets. In searching for instant gratification, most are missing key points.
As with Warren Buffett in the late 1990s, many believe Eddie Lampert’s investment
skills have faded — but it is just as unlikely that this leopard has lost his spots. 

Leucadia National knocked the ball out of the park last year with its investment in
Australian, iron-ore miner Fortescue. Although Leucadia does not seem inexpen-
sive, its roster of lottery tickets, liquidity, and history of success in difficult times
allow us the luxury of patience.

The unexpected happens more frequently and with more severity than most expect.
Accordingly, cash remains a sizeable chunk of the portfolio. As demonstrated this
year, cash helped the Fund to weather portfolio headwinds and allowed the Fund to
buy without the need to sell already inexpensive securities on the cheap.
Shareholders should not fear a temporary decline in the Fund’s NAV, as lower
prices for sound investments usually indicate better bargains and higher future
returns — particularly with cash hoarded for such chances. As a cagey old veteran
of Wall Street once said, “You make your best money in a bear market; you just
don’t know it at the time….”

3 The Adviser defines free cash flow as the cash a company would generate annually from operations
after all cash outlays necessary to maintain the business in its current condition.
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Giving shareholders the highest returns consistent with avoiding permanent loss
remains the primary goal. While we try to give fellow investors a good sense of our
thinking in shareholder reports, we have no desire to penalize Fund performance
through detailed discussions of what we are trying to buy or sell. New sharehold-
ers are encouraged to read past letters and reports at www.fairholmefunds.com for
a deeper sense of our philosophy and long-term views — especially when negative
headlines are widespread.

We wish all many, happy returns in the New Year.

Bruce Berkowitz Larry Pitkowsky Keith Trauner
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