
This Portfolio Manager’s Report is based on calendar year performance and precedes
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 Fairholme Funds,
Inc.’s (the “Funds” or “Fairholme”) holdings at the time of publication.

Mutual fund investing involves risks including loss of principal. Performance information
quoted herein represents past performance and is not a guarantee of future results.
The investment returns and principal values of investments in the Funds 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. The Fairholme 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 latest
month-end performance can be obtained by calling shareholder services at 1-866-202-2263
or by visiting the Funds’ website at www.fairholmefunds.com. Additional information
regarding the risks of investing in the Funds may be found in the Funds’ current
Prospectus. The S&P 500 Index is a widely recognized, unmanaged index of 500 of
the largest companies in the United States as measured by market capitalization.
The Barclays Capital U.S. Aggregate Bond Index is an unmanaged market-weighted
index comprised of investment grade corporate bonds (rated BBB or better), mortgages,
and U.S. Treasury and government agency issues with at least one year to maturity.
Investors cannot invest directly in an index. Please refer to the back cover of this
document for additional important disclosures.

July 12, 2010

To the Shareholders and Directors of Fairholme Funds, Inc.:

The Fairholme Fund earned 0.7% in the first six months of 2010 while the S&P 500
Index (“S&P 500”) lost 6.7%. Since inception, the Fund is up 255.4%, which compares
favorably to the S&P 500’s loss of 14.8%. A $1 million investment in the Fund
when it started on December 29, 1999 would be worth $3,554,438 at June 30, 2010
compared to $851,913 for a like investment in the S&P 500.

The Income Fund earned 3.4% with an average estimated maturity of less than one
year in its first six months of life while the Barclays Capital U.S. Aggregate Bond
Index earned 5.3% with an average maturity of 6.5 years.
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Below is a comparison of the Funds’ unaudited performance (after expenses) with
that of the S&P 500 (before expenses) and the Barclays Capital U.S. Aggregate
Bond Index (before expenses), both with dividends and distributions reinvested, for
the period ending June 30, 2010.

Fairholme Fund
Performance
to 06/30/2010

Six
Months

One
Year

Five
Years

Ten
Years

Since
Inception

12/29/1999

Cumulative:
Fairholme Fund 0.70% 20.46% 38.57% 226.10% 255.44%
S&P 500 Index (6.65)% 14.43% (3.91)% (14.79)% (14.81)%

Annualized:
Fairholme Fund 20.46% 6.74% 12.55% 12.83%
S&P 500 Index 14.43% (0.79)% (1.59)% (1.51)%

At May 31, 2010, the Fairholme Fund’s Expense Ratio is 1.00%.
In the Funds’ current prospectus dated March 30, 2010, the Fairholme Fund’s Expense Ratio
is 1.01%.

Income Fund
Performance
to 06/30/2010

Six
Months

Since
Inception

12/31/2009

Cumulative:
Income Fund 3.40% 3.40%
Barclays Capital U.S. Aggregate Bond Index 5.33% 5.33%

At May 31, 2010, the Income Fund’s Gross Expense Ratio is 1.00%, and the Net Expense
Ratio is 0.50%.
In the Funds’ current Prospectus dated March 30, 2010, the Income Fund’s Gross Expense
Ratio is 1.00% and Net Expense Ratio is 0.50%. The Manager has contractually agreed to
waive a portion of its management fees and/or pay the Income Fund’s expenses in order to
limit the net expenses of the Income Fund to 0.50% of the Income Fund’s daily average net
assets. The fee waiver/expense limitation became effective on December 31, 2009 and shall
remain in effect for at least one year after the effective date of the current Prospectus.

Over one-half of The Fairholme Fund’s assets are invested in securities of mostly
hated financial services and real estate related companies. After all, “there is no job
growth without economic growth; no economic growth without access to credit; no
access to credit without a stable, functioning financial system.”1 Financials tend to
lead markets into and then out of recessions followed by asset deflation and then
inflation. Never being 100% certain as to events and timing, approximately 20%
of the Fund’s assets are in relatively, short-maturity corporate debt and cash equivalents.

Over one-third of The Fairholme Focused Income Fund is invested in short-term
credits of American International Group, Inc. (“AIG”), General Growth Properties,
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Inc. (“GGP”) and others that are perceived to be or are in actual financial stress. Underlying
equities lead us to believe that all are “money good.” Nearly two-thirds of the Fund
is invested in cash and what we consider to be cash equivalents.

You should also note our large and growing debt and equity holdings of AIG and GGP.
Like their industry brethren, both were in critical condition from last year’s credit
freeze and both appear to be thawing from near-death experiences. We believe a
moderate climate will allow AIG to repay U.S. taxpayers and GGP to emerge from
its self-induced bankruptcy. Further, Fairholme Funds has agreed to buy new GGP
trust shares, subject to numerous terms and conditions.

Portfolios are positioned for today’s nascent recovery with its fits and starts. Don’t
Lose remains Rule #1 as we strive to be greedy when most remain fearful about the
future.

Please visit www.fairholmefunds.com/ecollection for interviews and articles that disseminate
our views on specific holdings. We also ask that you request the electronic distribution
of fund information from your custodian for faster fund communications.

Thank you for your continued support and trust,

Bruce R. Berkowitz
Managing Member

_________________
1 Treasury Secretary Geithner’s testimony to Congressional Oversight Panel, June 22, 2010.
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