
THIRD AVENUE VALUE FUND

THIRD AVENUE SMALL-CAP VALUE FUND

THIRD AVENUE REAL ESTATE VALUE FUND

THIRD AVENUE INTERNATIONAL VALUE FUND

LETTERS TO OUR SHAREHOLDERS
Third Quarter Commentary

July 31, 2006



This publication does not constitute an offer or solicitation of any transaction in any securities. Any
recommendation contained herein may not be suitable for all investors. Information contained in this
publication has been obtained from sources we believe to be reliable, but can not be guaranteed.

The information in these portfolio manager letters represents the opinions of the individual portfolio
manager and is not intended to be a forecast of future events, a guarantee of future results or investment
advice. Views expressed are those of the portfolio manager and may differ from those of other portfolio
managers or of the firm as a whole. Also, please note that any discussion of the Funds’ holdings, the
Funds’ performance, and the portfolio managers’ views are as of July 31, 2006, and are subject to change
without notice.

Third Avenue Funds are offered by prospectus only. Prospectuses contain more complete information on
advisory fees, distribution charges, and other expenses and should be read carefully before investing or
sending money. Please read the prospectus and carefully consider investment objectives, risks, charges
and expenses before you send money. Past performance is no guarantee of future results. Investment
return and principal value will fluctuate so that an investor’s shares, when redeemed, may be worth more
or less than original cost.

If you should have any questions, please call 1-800-443-1021, or visit our web site at:
www.thirdavenuefunds.com, for most recent month-end performance data or a copy of our prospectus.
Current performance results may be lower or higher than performance numbers quoted in certain letters
to shareholders.

M.J. Whitman LLC, Distributor. Date of first use September 13, 2006.



1

Dear Fellow Shareholders:

At July 31, 2006, the unaudited net asset value attributed
to the 146,028,763 shares outstanding of the Third
Avenue Value Fund (“TAVF”, “Third Avenue” or the
“Fund”) was $57.40 per share. This compared with an
unaudited net asset value at April 30, 2006 of $59.84 per
share, and an unaudited net asset value at July 31, 2005
of $51.81 per share, adjusted for a subsequent
distribution to shareholders. At September 8, 2006, the
unaudited net asset value was $58.29 per share.

QUARTERLY ACTIVITY*

Principal activities during the quarter were as follows:

Number of Shares New Positions Acquired

337,082 shares Fair Isaac & Co., Inc.
Common Stock (“Fair Isaac Common”)

2,000,000 shares Microsoft Corp. Common Stock
(“Microsoft Common”)

Positions Increased

20,315,000 shares Cheung Kong Holdings Common Stock
(“Cheung Kong Common”)

MARTIN J. WHITMAN
CO-CHIEF INVESTMENT OFFICER

& PORTFOLIO MANAGER OF

THIRD AVENUE VALUE FUND

Number of Shares Positions Increased (continued)

297,498 shares Forest City Enterprises Class A
(“Forest City Common”)

20,817,000 shares Henderson Land Common Stock
(“Henderson Common”)

1,000,000 shares Intel Corp. Common Stock
(“Intel Common”)

1,688,400 shares Investor AB – Class A Common Stock
(“Investor AB Common”)

457,224 shares Mellon Financial Corp. Common Stock
(“Mellon Financial Common”)

1,687,199 shares Nabors Industries Ltd. Common Stock
(“Nabors Common”)

1,078,189 shares RHJ International Common Stock
(“RHJ Common”)

2,643,668 shares The St. Joe Company Common Stock
(“St. Joe Common”)

872,100 shares Toyota Industries Corp. Common Stock
(“Toyota Industries Common”)

7,933,000 shares Wheelock and Company Ltd. 
Common Stock (“Wheelock Common”)

Third Avenue Value Fund

* Portfolio holdings are subject to change without notice. The following is a list of Third Avenue Value Fund’s 10 largest issuers,
and the percentage of the total net assets each represented, as of July 31, 2006: Toyota Industries Corp., 6.94%; Cheung Kong
Holdings, 6.54%; USG Corporation, 3.92%; Henderson Land Development Co., Ltd., 3.49%; The St. Joe Company, 3.25%;
Brookfield Asset Management, 3.25%; Forest City Enterprises, 2.88%; Posco (ADR), 2.47%; MBIA, Inc., 2.44%; and Millea
Holdings, Inc. (ADR), 2.43%.



Number of Shares Position Eliminated

200,678 shares ACMAT Corp. Class A Common Stock
(“ACMAT Common”)

Each of the common stocks acquired during the quarter
are issues of companies which are extremely well financed.
Of the common stock issues purchased, Cheung Kong,
Forest City, Henderson, Investor AB, Mellon Financial,
RHJ, St. Joe, Toyota Industries and Wheelock were
acquired at prices that appear to represent very
meaningful discounts from readily ascertainable Net Asset
Values (“NAV”). In addition, each company seems to
have good long-term prospects for increasing NAVs,
including adding back dividends paid, at compound
annual growth rates of in excess of 10%.

The common stocks of Fair Isaac, Intel, Microsoft, and
Nabors were acquired at under 15 times earnings (after
deducting excess cash holdings from the equity market
values). In each instance, Fund management believes that
each issue has reasonable long-term prospects for
increasing earnings from operations and/or cash flow from
operations by more than 10% per year compounded.

ACMAT, a small property and casualty insurance
company, has gone private. The Fund sold its position to
the Company. The return on the ACMAT investment
was satisfactory.

The relatively poor performance of the portfolio during
the July quarter, down 4.1%, seems attributable mostly
to a widening of discounts from NAV for much of the
Fund’s common stock portfolio. It does not seem as if
there were any permanent impairments in TAVF’s
common stock portfolio. However, Third Avenue is a
principal creditor of Collins and Aikman, which is
operating in Chapter 11. Collins and Aikman results
from operations have been extremely poor. A permanent
impairment of the values in Collins and Aikman seems a
real possibility.
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SO WHAT ARE EARNINGS ANYWAY?

Put bluntly, and in summary fashion, earnings are one of
three things:

1. The flow numbers – whether cash or accrual – as
reported under Generally Accepted Accounting
Principles (“GAAP”). These earnings numbers, as
reported, are by far the most important numbers for
market participants who are, or believe they are,
affected vitally by day-to-day, or short-run, price
fluctuations for individual securities. For these
participants, GAAP are supposed to reflect
economic reality.

In contrast, as reported GAAP are relevant to TAVF
only as objective benchmarks. For example, book
value computed in accordance with GAAP has no
necessary equality with NAV. NAV is Fund
management’s estimate of true net worth. However,
GAAP book values frequently are objective
benchmarks, enabling an analyst to more accurately
estimate NAV.

2. The flow numbers – whether cash or accrual – as
adjusted by the market participant to reflect that
market participant’s version of economic reality. For
these participants, GAAP is an objective benchmark,
not “truth” or “economic reality”.

3. Wealth creation, or increases in NAV – whether
those increases come from flows, realized
appreciation, unrealized appreciation or
combinations thereof.

The first definition of earnings is largely irrelevant for
TAVF. The second and third definitions are what the
Fund is involved with. However, the greatest weight and
importance lies with the third definition of earnings,
i.e., increasing the NAVs of the companies whose
common stocks make up the bulk of the Third Avenue
equity portfolio after adding back dividends paid during
an interim.



Ernest Jones, in his three-volume biography of Sigmund
Freud, describes Freud’s genius as an abhorrence of looking
at other people as irrational or “off the wall”. Rather Freud
sought to understand the underlying reasons for why
people acted the way they acted, and why they thought the
way they did. Were Freud to be describing the 1998 to
2000 high tech bubble, he probably would have described
it as “Rational Overexuberance” rather than “Irrational
Exuberance”. And so it is with the question of, “So what
are earnings anyway?”

Earnings for TAVF purposes are
something quite different from
what earnings are deemed to be in
conventional, plain vanilla,
market analysis. Rather, both the
Fund and the conventional
analysts tend to be rational; they
just approach the problem from
different places. The fact is that in
conventional security analysis,
predicting market prices over the
very near term is crucially
important. In contrast, TAVF
ignores near-term market prices
for individual securities. Third
Avenue tries to buy long-term
value safely and cheaply; and
allows market prices of individual
securities in the portfolio to take
care of themselves. The Fund
strives to avoid investment risk on
a long-term basis, i.e., something going wrong with the
business or the securities issued by that business.

Unlike TAVF, many market participants are, in fact,
affected vitally by day-to-day price fluctuations in
markets for individual securities. For these people, it is
important to predict near-term target prices. For them,
therefore, there actually does exist a “Primacy of the
Income Account” and a need for GAAP to tell them the
truth. After all, it seems quite valid to conclude that
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market prices for most securities will be influenced more
by earnings as reported under GAAP than by any other
single factor. These market sensitive participants include
margin buyers; people and institutions relatively
uninformed about the securities and companies in which
they are interested; participants holding junior securities
– subordinates, preferreds, common stocks and options –
in companies that are not well financed; and participants
who have to strive to outperform benchmarks
consistently (such as many research department analysts
who want to keep their jobs and get promoted). There

are also market participants
involved with both near-term
predictions and fundamental
analysis — to wit, short sellers and
risk arbitrageurs (risk arbitrage is
defined as investing in situations
where there are reasonably
determinate workouts in
reasonably determinate periods of
time).

The basic problem is that this
market-sensitive group seems to
be the only group that is studied
by academics. This group also
seems to be the primary concern
of securities regulators. However,
this group seems to be a small
factor in the overall economy, and
may even be a minority on Wall
Street. Most value investors,

control investors, distress investors and venture capital
promoters think, and act, more like TAVF than like
market participants affected vitally by near-term
securities price fluctuations. Like TAVF, most
sophisticated market participants look at market prices
not as something you predict, but rather something of
which you take advantage.

Stealing from Sigmund Freud, it is not that some financial
participants are irrational and others are rational. Rather,

“The fact is that in
conventional security analysis,
predicting market prices over
the very near term is crucially
important. In contrast, TAVF
ignores near-term market

prices for individual
securities. Third Avenue tries
to buy long-term value safely

and cheaply; and allows
market prices of individual
securities in the portfolio to
take care of themselves.”



almost all participants tend toward rationality. It is just
that what is rational for those affected by immediate
market price impacts, tend to be irrational from the point
of view of those involved with long-term fundamentals.
Those involved with immediate market impact are
involved with market risk, i.e., securities price
fluctuations, while those focusing on underlying
fundamentals are involved with investment risk. For most
fundamentalists, like TAVF, market risk, both for
individual securities as well as for macro factors affecting
general markets, are things that can be ignored safely.

Also, if a company is not well financed, as a general rule
it may be rational to emphasize quarterly reported
earnings, and other short-term considerations, more than
is the case for well-financed companies. Where a
company is poorly financed, a poor quarterly report can
often contribute to a permanent impairment of capital
where the issuers are either denied any access at all to
capital markets, or can access such markets only at an
ultra-high cost. This is not a problem for the types of
companies whose common stocks constitute the TAVF
portfolio.

While Fund management attempts to buy deep value
based on fundamental analysis and does not have any
views as to how individual securities in the portfolio
might perform in periods just ahead, TAVF is quite
sensitive to how the overall portfolio performs. Fund
management’s goal is to have Fund NAV increase more
than any benchmarks most of the time, on average, and
over the long term. No effort, however, is made to
outperform consistently, i.e., all the time. The TAVF idea
is that if the portfolio consists of securities that are “safe
and cheap*” on a value basis, market prices will take care
of insuring good performance most of the time. For the
NAV investments at discount prices, long-term
performance ought to be good enough if the issuer can
continue to increase NAV, or if the company engages in
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resource conversion activities such as getting taken over,
liquidating assets, or buying back common stock on a
massive scale.

In value investing, common stock assessments are made
along a continuum with weights given to appropriate
variables. The basic variables revolve around whether
principal emphasis in an analysis should be on operating
earnings and cash flows and/or whether principal
emphasis should be on looking at the company as an
investment vehicle where greatest weight is given to
NAV. In pure investment vehicles, such as mutual funds
striving for total return, most market participants assign
100% weight to NAV and ignore earnings rather
completely. Assume Company A is a strict going concern
operating in its traditional lines of business, managed as
it has been for years and/or financed pretty much the way
it has always been financed. Also, Company A is unlikely
to be a takeover candidate or to engage in mergers and
acquisitions; contests for control; spin-offs or
liquidations. Against this background, principal weight
for a Company A analysis ought to be given to a Primacy
of the Income Account, albeit NAV would never be
ignored. On the other hand, assume Company B is
realistically an investment vehicle where management’s
basic goal is wealth creation frequently attained by means
other than having taxable earnings. A large part of
Company B’s modus operandi is to engage in massive asset
redeployments, including acquisitions and going into
new lines of business, massive liability and net worth
redeployments (including common stock repurchases),
management changes and taking advantage of attractive
pricing in capital markets. Against this background,
principal weight for a Company B analysis ought to be
given to NAV, albeit income and cash flow from
operations would never be ignored.

At July 31, 2006, fully 85.4% in market value of the
TAVF common stock portfolio were in securities where,

* “Safe” means the companies have strong finances, competent management, and an understandable business. “Cheap” means that
we can buy the securities for significantly less than what a private buyer might pay for control of the business.



at the time of purchase, primary weight was given to
NAV. These securities were issues of extremely well-
financed companies and were selling at material
discounts from readily ascertainable NAVs. Fund
management forecasts, in most cases, were that there
were good prospects that NAV plus dividend payouts
over the long term would increase at a compound annual
rate of much better than 10%. For TAVF, in these cases,
earnings were clearly defined by looking, not at the
income account, but at the prospects for future increases
in NAV, whether such increases came from operating
profits, realized appreciation or unrealized appreciation.
At July 31, 2006, only 14.6% of the TAVF common
stock portfolio were in issues, where at the time of
purchase, primary emphasis was given to operating
income flows – whether income flows, or cash flows.
These companies, too, were extremely well financed. In
looking at the past flows and prospective future flows, the
only reliance on GAAP were as objective benchmarks,
not something that would tell Fund management “the
truth”. So here, even when there was a Primacy of the
Income Account, TAVF was different from most
conventional analysis in that in looking at the income
account, TAVF management cared about what the
numbers meant, rather than believing that GAAP
numbers, as reported, reflected some sort of reality.

The Fund’s concentration on investing in the common
stocks of financially strong firms based on pricing that
represents discounts from NAVs results in material
differences from other funds in portfolio management.
Fund management, like other market participants, tries
to predict the future. Like other market participants
though, Fund management is frequently wrong in its
predictions. However, in the TAVF case, the
consequences of unpleasant surprises tend to be a lot less
draconian than had the investments been made in
poorly-financed companies based on predictions of
future flows from operations. In common stocks, buying
“what is” in well-financed companies seems to carry a lot
less investment risk than buying based on forecasts of

future operating results, where not much attention is
paid to present financial strength. Thus, TAVF has
considerably less need to diversify broadly than does the
average mutual fund. As a consequence, TAVF is able to
concentrate its investments much more than other
mutual funds. At July 31, 2006, the ten largest common
stock positions accounted for slightly over 50% of the
Third Avenue equity portfolio. Each of the 10 was an
NAV issue. Also, the nature of NAV investing is buy and
hold. TAVF will have an annual turnover rate of, say,
10% to 15%. In contrast, the average mutual fund has a
turnover rate in excess of 100%.

Concentrating on a NAV approach seems to be much
more mainstream than is Wall Street’s obsession with the
Primacy of the Income Account. Most investors and
most companies are interested in wealth creation rather
than ordinary, and therefore, taxable income. Indeed, I
never have heard from a TAVF stockholder about the
Fund’s net income; I do hear a lot about NAV.
Corporations have, for analytical purposes, four (often,
but not always, interrelated) ways to create wealth:

1. Cash flow from operations available for common
shareholders. This seems to be relatively uncommon
since most companies in their overall activities seem
to be cash consumers rather than cash generators.

Academics write quite correctly about projects
needing to have a positive Net Present Value
(“NPV”) in order for a project to make economic
sense. The present value of the cash inflows from the
project has to exceed the present value of the cash
outflows. However, this refers to project finance, not
corporate finance.

2. Earnings, with earnings defined as consuming cash
while creating wealth. This is what most
corporations do. For most businesses, earnings
cannot have a positive value unless also combined
with access to capital markets to fund cash shortfalls.
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3. Resource conversion – creating wealth through asset
redeployments (including mergers and acquisitions,
liquidations); liability redeployments; and
management changes.

4. Have access to capital markets – both credit markets
and equity markets – on a super attractive basis.
Probably more fortunes have been built because of
super attractive access to capital markets than any
other way.

Emphasis on Primacy of the Income Account made more
sense in the old days when most businesses were strict
going concerns, concentrating on one or two spheres of
operations, managed as the business had always been
managed, and financed the way the business had always
been financed. Nowadays, almost no strict going
concerns exist. Over any five-year period, virtually all
businesses will undergo massive resource conversions
ranging from mergers to major refinancings. NAV is now
a lot more important in corporate analysis than it had
been in the days of strict going concerns. A strict going
concern approach tends to be more important when
analyzing old line American manufacturing companies.
TAVF tends not to invest in the common stocks of such
issuers. All of the Third Avenue NAV holdings are in the
common stocks of real estate companies, financial
institutions and businesses holding large portfolios of
either marketable common stocks or performing loans.

As you might expect, the Fund’s NAV emphasis is not
without specific investment risks. Given today’s pricing,
the bulk of TAVF’s NAV investments are being made in
East Asia – Japan, Hong Kong, South Korea and
Singapore, where the various companies also have
interests in projects located in the People’s Republic of
China. One troubling factor is that in East Asia, outside
passive minority investors such as TAVF just do not get
close to the same investor protections as are present in the
U.S. Also, there probably is less political stability in East
Asia than there is in this country. Neither of these
disadvantages, however, have been “show stoppers”.

A real problem for TAVF shareholders revolves around
the draconian income tax disadvantages for U.S. citizens
and residents from owning the common stocks of certain
foreign issuers selling at discounts from readily
ascertainable NAVs. For U.S. income tax purposes,
certain of these issuers are classified as Passive Foreign
Investment Companies (“PFICs”). For practical
purposes, this means that each year, Fund shareholders
are subject to ordinary income tax on the annual
unrealized common stock appreciation of the PFICs. To
date, most foreign issuers in which TAVF holds
investments have not been deemed to be PFICs.
Hopefully it will stay that way, but one cannot be sure.
The PFIC problem arises for TAVF because the U.S.
income tax legislation was drafted so poorly.

It is interesting to contrast the TAVF style of investing
with that used on behalf of limited partners in private
equity funds involved with Leveraged Buy-Outs
(“LBO”). LBO participants pay premium prices, i.e.,
control premiums, which are then offset by the
availability of attractive senior finance coupled with
prospects for asset redeployments plus constructive
management changes. TAVF, on the other hand, buys in
at non-control discounts, hopefully very steep discounts,
and then leaves things on the corporate level as is, not
seeking any asset redeployment, liability redeployment or
management changes. Of course, expenses for TAVF
shareholders are much more modest than is the case for
limited partners in private equity funds. Third Avenue’s
expense ratio is around 1.10%. In contrast, the typical
private equity fund will charge a management fee of, say,
2%, and also allocate 20% of profits from operations,
realized gains and unrealized appreciation to the general
partner after the limited partners receive a priority return
of, say, 6% to 10%.

As far as I can tell, there ought to continue to be available
many attractive situations selling at discounts from NAV.
For one thing, in conventional security analysis, many
believe that there ought to be a “normal holding company
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discount” of around 20%. The vast army of believers in
the Efficient Market Hypothesis seem convinced that
NAV discounts don’t exist, and never have.

I daresay that in my lifetime, most participants in the
non-control investment community will continue to
believe in the Primacy of the Income Account, and will
treat almost all companies as strict going concerns
creating value only from operations. This seems to be the
case even though increasingly, most companies seem to
have become basically investment vehicles rather than
merely operating entities. If so, there are likely to
continue to be opportunities for TAVF to invest in the
common stocks of well-financed companies at prices that
reflect meaningful discounts from NAVs.

Within the Fund’s NAV portfolio, two sectors have not
been increasing NAV, at least, at a 10% compound
annual rate. One sector is Japanese non-life insurance
companies, and the other is Mutual Holding Companies
(“MHC”), i.e., certain small U.S. community banks. If
interest rates increase materially in Japan, I think the
non-life insurance companies would have a good chance
of exceeding a 10% return on NAV. The MHCs are held
by TAVF mostly because they appear to be attractive
acquisition candidates.

Academics, whether efficient market theorists or
behaviorists, spend much effort in postulating how
information impacts markets. The underlying problem
academics seem to have is that they think of material
information in terms of impacts on day traders. The fact
is that what is material information for Third Avenue are
things that are quite different from what is material
information for day traders. One suggestion is that
academics be required to spend two to three hours a day
for six months reading Forms 10-K, Forms 10-Q, Forms
8-K, and Proxy Statements before making
pronouncements about what information is and how
information impacts markets.

Insofar as TAVF keeps expanding in size as new moneys
come into the Fund, or in any event, the Fund does not
shrink because of redemptions, there is little pressure on
the Fund to sell securities in the portfolio. Insofar as
NAV companies show promise that NAV will continue
to grow over the long term; and the common stock does
not appear to be grossly overpriced, Third Avenue will
not sell the issue. Time has proven that in following the
Fund’s “safe and cheap” approach, the analytic discipline
works much better on the buy side than the sell side. In
other words, absent compelling reasons to sell, most of
the common stocks in the TAVF portfolio are very, very,
long-term holdings.

In NAV investing, scant attention is paid to top down
factors such as predicting Gross Domestic Product,
interest rates, the Dow-Jones Averages, federal deficits or
balances of payments. Rather, the emphasis is on
bottom-up “nitty gritty”. It is assumed that the NAV
investor ought to do okay long term as long as there
exists political stability and an absence of violence in the
streets. This has been the case for value investing since
World War II. The Fund is betting that the environment
of the last 60 years, where macro factors have been
relatively unimportant for value investors, will continue.

One of the huge advantages of being a long-term investor
in well-financed companies is that the strong finances
give reasonably competent managements opportunities
to be opportunistic, something probably unavailable to
most managements when they are forced to be
supplicants to creditors.

TAVF, in its analyses, uses GAAP as an objective
benchmark, adjusting the numbers to reflect an
economic reality. For example, over half of Toyota
Industries’ assets are invested in securities, principally a
larger than 5% interest in Toyota Motor Common. Only
dividends received from its portfolio holdings are
reflected in Toyota Industries’ income account, so that on
a GAAP basis, Toyota Industries Common is selling at
over 27 times earnings. However, if the Toyota Industries’
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GAAP income account is adjusted to pick up Toyota
Industries’ share of the portfolio companies’ retained
earnings (i.e., earnings not distributed as dividends),
then Toyota Industries Common is selling at less than 10
times earnings. Forest City Enterprises creates great
amounts of cash flow without it being reflected in a
GAAP income account. Say, Forest City finances one of
its office buildings with a $100 million, 15 year issue of
a non-recourse, mortgage loan. The building, well
maintained, tends to increase in value over time insofar
as high quality, long-term leases are entered into. Say in
seven years, the loan is paid down to $80 million and
Forest City refinances with a new non-recourse mortgage
for $120 million. Forest City on this transaction gains
$40 million of new cash without any effect on its income
account.

The U.S. securities laws as enforced by the Securities and
Exchange Commission (“SEC”) are designed to provide
Investor Protection. The laws seem to have three
principal functions:

1. maintain free, fair and orderly trading markets;

2. provide disclosure; and

3. provide some oversight of professionals such as
broker-dealers, accountants, corporate executives
and other insiders.

TAVF is interested particularly in the disclosure area
where over the past forty years, the SEC has done a
magnificent job of improving disclosure to outsiders.
Going forward, however, I think it is increasingly
important that the authorities recognize that the best
investor protection in the disclosure area is Self
Protection. Make disclosures available. If participants –
say day traders – don’t want to use that information, that
is their business. Disclosure requirements ought to be
based on the view that disclosure is geared toward a
reasonably intelligent, reasonably diligent, long-term
investor – say someone akin to a long-term, unsecured,

private placement creditor. From GAAP, such an investor
needs objective benchmarks, not truth. Adopting such an
attitude might be a boom for American Capital Markets,
which seem to be losing out to foreign markets at a rapid
rate.

I will write you again when the Annual Report for the
fiscal year to end October 31, 2006 is published.

Sincerely yours,

Martin J. Whitman
Chairman of the Board
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Dear Fellow Shareholders:

At July 31, 2006, the end of the Fund’s fiscal third
quarter, the unaudited net asset value attributable to the
92,926,351 common shares outstanding of the Third
Avenue Small-Cap Value Fund (“Small-Cap Value” or
the “Fund”) was $25.25 per share, compared with the
Fund’s unaudited net asset value of $26.16 per share at
April 30, 2006, and an unaudited net asset value at July
31, 2005 of $23.84 per share, adjusted for a subsequent
distribution. At September 8, 2006, the unaudited net
asset value was $25.37 per share.

QUARTERLY ACTIVITY*

During the quarter, Small-Cap Value established five new
positions, added to 37 of its existing positions,
eliminated two positions and reduced its holdings in two
companies. At July 31, 2006, Small-Cap Value held
positions in 86 common stocks, the top 10 positions of
which accounted for approximately 21% of the Fund’s
net assets.

Number of Shares New Positions Acquired

1,000,000 shares AP Alternative Assets, L.P.
(“Apollo Units”)

264,100 shares Canfor Pulp Income Fund
(“Canfor Units”)

851,021 shares Cimarex Energy Co., Common Stock
(“Cimarex Common”)

1,476,110 shares Journal Communications, Inc., Class A
Common Stock (“Journal Common”)

359,434 shares Sabre Holdings Corp., Common Stock
(“Sabre Common”)

Increases in Existing Positions

25,000 shares Agrium, Inc. Common Stock
(“Agrium Common”)

346,822 shares Alexander & Baldwin, Inc. Common
Stock (“Alex Common”)

257,120 shares American Power Conversion Corp.
Common Stock (“APC Common”)

272,384 shares Bandag, Inc. Common Stock
(“Bandag Common”)

108,535 shares Bel Fuse, Inc. Class B Common Stock
(“Bel Common”)

49,700 shares Borland Software Corp. Common Stock
(“Borland Common”)

252,550 shares Canfor Corp. Common Stock
(“Canfor Common”)

130,397 shares Comstock Resources, Inc. Common
Stock (“Comstock Common”)

496,400 shares Credence Systems, Inc. Common Stock
(“Credence Common”)

182,063 shares Deltic Timber Corp. Common Stock
(“Deltic Common”)

Third Avenue Small-Cap Value Fund

CURTIS R. JENSEN
CO-CHIEF INVESTMENT OFFICER &
PORTFOLIO MANAGER OF THIRD AVENUE

SMALL-CAP VALUE FUND

* Portfolio holdings are subject to change without notice. The following is a list of Third Avenue Small-Cap Value Fund’s 10
largest issuers, and the percentage of the total net assets each represented, as of July 31, 2006: Maverick Tube Corp., 2.81%;
Brookfield Asset Management, 2.48%; Pogo Producing Co., 2.45%; Whiting Petroleum Co., 2.41%; St. Mary Land and
Exploration Co., 2.14%; Comstock Resources, Inc., 1.98%; CommScope, Inc., 1.89%; The St. Joe Company, 1.87%; Bandag,
Inc., 1.66%; and Forest City Enterprises, 1.59%.



Increases in Existing Positions
Number of Shares (continued)

292,901 shares Electro Scientific Industries, Inc.
Common Stock (“ESI Common”)

175,002 shares Electronics For Imaging, Inc. Common 
Stock (“EFI Common”)

70,000 shares Fording Canadian Coal Trust, Trust
Units (“Fording Units”)

335,935 shares GSI Group, Inc. Common Stock
(“GSI Common”)

78,300 shares Haverty Furniture Companies, Inc.
Common Stock (“Haverty Common”)

469,841 shares Herley Industries, Inc. Common Stock
(“Herley Common”)

23,900 shares IDT Corporation, Class C, Common
Stock (“IDT/C Common”)

315,300 shares Ingram Micro, Inc. Class A Common
Stock (“Ingram Common”)

363,518 shares Jakks Pacific, Inc. Common Stock
(“Jakks Common”)

127,004 shares Kearny Financial Corporation Common
Stock (“Kearny Common”)

238,680 shares K-Swiss, Inc. Common Stock
(“K-Swiss Common”)

85,800 shares Leapfrog Enterprises, Inc. Common
Stock (“Leapfrog Common”)

609,228 shares Magma Design Automation, Inc.
Common Stock (“Magma Common”)

15,000 shares Maverick Tube Corp. Common Stock
(“Maverick Common”)

26,221 shares National Western Life Insurance Co.
Common Stock (“National Common”)

485,709 shares Pogo Producing Co. Common Stock
(“Pogo Common”)

163,164 shares Rockville Financial, Inc., Corporation
Common Stock (“Rockville Common”)

110,139 shares Skyline Corporation Common Stock
(“Skyline Common”)

Increases in Existing Positions
Number of Shares (continued)

138,300 shares St. Mary Land and Exploration Co.
Common Stock (“St. Mary Common”)

183,283 shares Stanley Furniture Co., Inc. Common
Stock (“Stanley Common”)

348,031 shares Sycamore Networks Inc. Common
Stock (“Sycamore Common”)

295,000 shares Synopsys, Inc. Common Stock
(“Synopsys Common”)

26,600 shares The Buckle, Inc. Common Stock
(“Buckle Common”)

276,100 shares The St Joe Company Common Stock
(“Joe Common”)

106,300 shares Tidewater, Inc. Common Stock
(“Tidewater Common”)

147,400 shares Vail Resorts, Inc. Common Stock,
(“Vail Common”)

50,000 shares Whiting Petroleum Corp. Common
Stock, (“Whiting Common”)

Positions Reduced

125,000 shares Sears Holding Corp. Common Stock
(“Sears Common”)

224,850 shares Trinity Industries Inc., Common Stock
(“Trinity Common”)

Positions Eliminated

100,200 shares Jones Lang LaSalle, Inc. Common
Stock (“Jones Lang Common”)

42,500 shares Olympus Re Holdings, Ltd., Common
Stock (“Olympus Common”)

QUARTERLY ACTIVITY

In stark contrast to the prior quarter, Fund management
found ample opportunity to deploy capital in both new
and existing positions, as volatile markets created
favorable buying conditions. Taking advantage of the
negative sentiment around and weak near-term
fundamentals in natural gas, Fund management
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expanded its investment in the oil and gas sector,
initiating a position in Cimarex Common. With natural
gas comprising approximately 75% of its production
profile, Cimarex has a long history of successful
exploration and drilling, and growing its business.
During the 12 years since its founding — a period of
both depressed and elevated commodity prices — the
company’s reserves per share (a decent proxy for Net
Asset Value, “NAV”) and production per share have
grown at compound rates of 16% and 12%, respectively.
The well-regarded management team is conspicuous for
being non-promotional, debt-averse, and conservative
about booking reserves, characteristics that Fund
management finds particularly attractive. Shares of
Cimarex were purchased at low, single-digit multiples of
earnings and cash flow, and at a modest discount to the
value of the business were it to be sold to a reasonable
and knowledgeable buyer. Should commodity prices in
coming periods weaken, Cimarex, with its low levels of
debt and high quality reserves, ought to be particularly
well positioned to opportunistically buy assets to the
extent they become attractively priced.

Fund management also initiated a position in Journal
Communications Common. Wisconsin-based Journal
publishes the Milwaukee Journal Sentinel, owns nine
television stations and 37 radio properties, and operates
a 4,000-mile fiber optic network in the upper Midwest.
Management faces stiff headwinds in at least two key
areas. The Journal Sentinel appears to be well managed,
however publishing results continue to be buffeted by
difficult newspaper industry conditions, as evidenced by
negative circulation trends, a secular decline in
advertising revenues and increased newsprint costs.
Management’s recent announcement that it intends to
spin off Norlight, Journal’s telecommunications business,
feels like an eleventh hour attempt to monetize some of
the company’s underlying value, value whose long-term
prospects may be challenged by the business’s high capital
intensity and persistent margin erosion. Well entrenched
in its home markets, Journal’s offline media businesses, in

aggregate, continue to produce reasonably attractive cash
flow, however, and the capable management team seems
motivated to find avenues of growth in “new media” —
the company recently launched nine new websites — and
in geographic regions promising attractive demographics.
Shares were purchased at what appear to be a very
meaningful discount to Fund management’s conservative
estimate of their underlying net worth. Should the
Federal Communication Commission’s outmoded and
anachronistic restrictions on media ownership change —
an event Fund management assigns a low near-term
probability — the odds of a positive resource conversion
event would seem to improve greatly.

Sabre Holdings is a leading supplier of travel distribution
services, primarily through two quasi-related segments.
The company derives the bulk of its revenues from its
global distribution system (the “Sabre System”), a massive
database that facilitates the reservation of various travel
products, and operates Travelocity, the second largest
online travel agency. Though the Sabre System is
admittedly mature, it appears to be a relatively defendable
business, while Travelocity ought to be an engine of future
growth. Shares of this highly cash generative business were
purchased at a modest discount to Fund management’s
estimate of NAV, and at reasonably attractive multiples of
cash flow.

Canfor Units were added as part of a special dividend
paid by Fund holding Canfor Corporation, and represent
an indirect holding in a Canadian partnership with
interests in pulp mills.

The Fund realized a small but stunning loss on its
investment in Olympus Common. Prior to last year’s
hurricane season, the Fund’s investment had nearly doubled
in value during its three-and-a-half-year holding period. But
the combined losses accrued to Olympus as a result of the
2005 hurricanes quickly decimated that re-insurer’s capital,
virtually wiping out the Fund’s investment. Of note,
perhaps, is that the outcome in Olympus was less a function
of a flawed investment process than a case of bad luck.
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Jones Lang Common was disposed of as the shares became
grossly overvalued. Aided by some good luck and in
contrast to the painful experience with Olympus Common,
investment results in Jones Lang Common were excellent,
producing a return of six times our original investment, an
annualized return of more than 47%.

IS PRIVATE EQUITY INVESTING DEAD?

“It ain’t what you don’t know that gets
you into trouble.

It’s what you know for
sure that just ain’t so.”

— Mark Twain

The Fund made a modest
investment in Apollo Units, an
investment that represents a
departure of sorts from Third
Avenue Management’s (“TAM’s”)
“Safe and Cheap*” investment
philosophy. AP Alternative Assets,
L.P. is a limited partnership whose
capital will be deployed in both
private equity investments and
opportunistically in value-oriented and distressed
securities, largely through existing funds managed by
Apollo Management, a well-regarded private equity firm.
The investment departs from TAM’s normal investing
framework in that (i) Apollo will make equity
investments in financially leveraged companies, an
approach markedly different from TAM’s own debt-averse
philosophy; and (ii) it puts capital to work in private
equity at a time when it appears that business might be

nearing a peak. However, Apollo has a fine, long-term
track record in both weak and strong markets, and the
management team shares a value orientation — not
unlike TAM’s — that distinguishes it from many other
private equity firms. Ultimately, a successful investment in
Apollo Units will rest on Apollo management’s ability to
stay sharp and disciplined while considering investment
opportunities in what is currently a very competitive
market. As the Units sold to U.S. investors do not currently
trade on any exchange, the Fund’s investment is currently

carried at a 5% discount to the
market value of the publicly listed
Units traded by non-U.S. investors.1

Many observers liken the current
market for private equity
investing to that of the residential
housing market: a bubble ready to
burst. On the surface, the pundits
might not be wrong. The
Financial Times recently reported2

that in the first half of 2006, 50
private equity (“PE”) firms raised
$77 billion, an amount that,
given its growth rate, may eclipse

the $106 billion raised by 143 funds in 2005, and one
that dwarfs the $60 billion raised in 20043. Henry Kravis,
one of the founding fathers of the modern buyout
business, recently commented “I’ve never seen a market
with this much liquidity and capital available.”4 Bulging
private equity coffers are credited with a significant
contribution to the current boom in merger and
acquisition activity, a boom that, globally, totalled $1.8
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* “Safe” means the companies have strong finances, competent management, and an understandable business. “Cheap” means
that we can buy the securities for significantly less than what a private buyer might pay for control of the business.
1 Non-U.S. holders of the Apollo Units may trade them on Euronext Amsterdam N.V. (www.euronext.com). A 5% discount to
public market value is utilized by TAM management to reflect the illiquid nature of the investment.
2 White, Ben. “Fund Record for Bear Stearns.” Financial Times 3 August 2006
3 For some perspective, Berkshire Hathaway, Microsoft and Exxon at year-end 2005 reported cash and equivalents of $44.7
billion, $28.7 billion, and $34.7 billion, respectively.
4 Evans, Edward. “Kravis Says He’s ‘Never Seen’ So Much Capital to Finance Deals.” Bloomberg 17 August 2006

“Apollo has a fine, long-term
track record in both weak and

strong markets, and the
management team shares a

value orientation — not unlike
TAM’s — that distinguishes it

from many other private
equity firms.”



trillion in the first half of this year. So competitive has the
private equity marketplace become that firms have been
compelled to engage in riskier and sometimes
unprecedented behavior, like offering “reverse” break-up
fees on deals that fall apart, behavior with all the
hallmarks of a bubble. Additionally, irreverent hedge
funds have waded into the exclusive investment domain
once reserved for private equity and leveraged buyout
firms, adding to the competitive pressures, and blurring
the lines between hedge fund and private equity investing.
About private equity investors, Warren Buffett recently
quipped, “How many private equity firms continue to
make money by just flipping and flipping and flipping
and flipping? They’ll make it on fees, fees, fees.”5

Despite the criticism and potential for trouble, private
equity investing brings many advantages to its investors,
advantages that outside, non-control investors like TAM
do not necessarily possess. PE firms can boast deep and
broad networks of corporate executives who can be
brought in to improve the operations of a portfolio
company, or to sit on the company’s board of directors.
Mutual fund firms like TAM currently have limited
ability to get as deeply involved in their companies
(though, occasionally, TAM management has actively
asserted itself when necessary, and does currently sit on a
few corporate boards). PE firms, as control investors,
dictate a company’s timing of and access to the capital
markets. Always opportunistic, in recent years PE firms
have taken advantage of low borrowing costs and friendly
equity markets to achieve higher rates of return by paying
themselves large, special dividends out of their portfolio
companies, and recapitalizing them often with higher
levels of debt,6 or quickly returning them to the public
markets at richer valuations than when purchased. PE

firms can, and do, enhance their returns by charging
professional and management fees to their portfolio
holdings. A recent article 7 from The Wall Street Journal
that highlighted the buyout of Burger King reveals the
multiple channels by which PE firms extract value from
their investments.

In the case of Burger King, for example, the $448 million
of dividends and fees collected by the PE sponsors nearly
equaled their original investment — and their remaining
ownership stake at the time the company was brought
public stood at nearly $1.8 billion!

By purchasing assets and businesses complementary to
existing investments, PE firms can build scale within an
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5 Litterick, David. “Buffett: ‘I don’t buy from deal flippers.” Daily Telegraph 5 August 2006
6 According to The Wall Street Journal, since 2003, companies have borrowed $69 billion, primarily to pay dividends to private-
equity owners. That compares to $10 billion in the previous six years. Ip, Gregory and Henny Sender. “In Today’s Buyouts,
Payday for Firms Is Never Far Away.” The Wall Street Journal 25 July 2006
7 Ibid

Having it their way7

Some of the payouts from Burger King to its private-equity
sponsors, in millions:

Dividends $367.00

Quarterly management fees 29.00

Fee paid at acquisition 22.40

Fee to terminate management fees 30.00

Reimburse sponsors’ legal fees 0.50

Reimburse sponsors’ other expenses 0.65

Interest 55.00

Goldman’s IPO underwriting fee 6.35

Total: $510.9

Sources: company filings; Thomson Financial



industry or create operational synergies not available to
the outside minority shareholder owning independent
businesses. In the process of taking a company private, a
PE firm can pre-empt some corporate value for itself, to
the detriment of the passive, public shareholder. The
Small-Cap Value Fund felt the impact of such a pre-
emptive strike in the past year when private equity firm
Silver Lake Partners bought out the institutional
brokerage division of Fund holding Instinet, at a
valuation and with a deal structure hotly disputed by
Fund management8. Importantly, as many PE-owned
businesses operate with high levels of financial leverage,
management of those companies is forced to be ruthless
on costs, and intensely focused on operational excellence.
This “running on a tightrope” management mentality
may contrast markedly with that of a company whose
cash rich balance sheet — like that favored by TAM —
can cushion management weakness, or enable sloppy
operations. (As we have noted many times, assessing
management remains the most difficult part of our
analysis.)

Today a bubble may be forming around the private
equity world. In fact, many of the trends, like the above-
mentioned dividend/recap game, will likely prove to be
reckless, or at least unsustainable. But for long-term
focused investors like TAM who share a similar
analytical approach and traditionally long-term
investment time horizon to that of many private equity
investors, and bearing in mind the many advantages
conferred by control investing, partnering with a like-
minded and opportunistic control investor such as
Apollo seems quite reasonable.

Thank you for your continued support. I look forward to
writing you again when we publish our Annual Report
dated October 31, 2006.

Sincerely,

Curtis R. Jensen
Co-Chief Investment Officer and Portfolio Manager
Third Avenue Small-Cap Value Fund

14

8 In the Instinet investment, TAM offered to purchase Instinet’s brokerage business at a $100 million premium to Silver Lake’s
bid. Instinet rebuffed our bid, and its buyer, Nasdaq, sold the division to Silver Lake. Recent press reports suggest that Silver
Lake may soon take that investment public.
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Dear Fellow Shareholders:

At July 31, 2006, the end of the third fiscal quarter of
2006, the unaudited net asset value attributable to the
91,688,455 shares outstanding of the Third Avenue Real
Estate Value Fund (the “Fund”) was $32.72 per share.
This compares with an unaudited net asset value of
$32.15 per share at April 30, 2006, and an unaudited net
asset value of $28.79 per share at July 31, 2005, adjusted
for a subsequent distribution to shareholders. At
September 8, 2006, the unaudited net asset value was
$33.73 per share.

QUARTERLY ACTIVITY*

After being closed to new investors for one year, the Fund
reopened to new investors effective July 1, 2006. The
Fund was closed on July 1, 2005 due to unprecedented
cash inflows, resulting in cash balances above desirable
levels. The decision to reopen the Fund was based on the
Fund’s reduced cash reserves (less than 10%) and the
availability of new opportunities to invest in well-

capitalized real estate companies at substantial discounts
to Fund management’s estimates of net asset value as well
as opportunities to add to some of the Fund’s existing
holdings at attractive prices. During the third quarter of
fiscal 2006, the Fund’s outstanding shares decreased to
91.7 million shares from 95.7 million shares – a decrease
of 4.2%; net assets decreased to $3.00 billion from $3.08
billion – a decrease of 2.6%; and net asset value per share
increased to $32.72 from $32.15 – an increase of 1.8%.
Net cash and short-term investments at quarter-end
totaled 9.5% of net assets, compared to 9.4% at the end
of the last fiscal quarter.

The following summarizes the Fund’s investment activity
during the quarter:

Number of Shares New Positions Acquired

6,676,000 shares Chinese Estates Holdings, Ltd. 
Common Stock
(“Chinese Estates Common”)

4,240,000 shares Wheelock Properties, Ltd. Common Stock
(“Wheelock Properties Common”)

Third Avenue Real Estate Value Fund

MICHAEL H. WINER
PORTFOLIO MANAGER OF THIRD AVENUE

REAL ESTATE VALUE FUND

* Portfolio holdings are subject to change without notice. The following is a list of Third Avenue Real Estate Value Fund’s 10
largest issuers, and the percentage of the total net assets each represented, as of July 31, 2006: Forest City Enterprises, Inc.,
11.97%; ProLogis, 8.93%; Brookfield Asset Management, 7.61%; The St. Joe Company, 7.59%; Vornado Realty Trust, 4.70%;
PS Business Parks, Inc., 4.00%; British Land Company, 3.45%; Brookfield Properties Corp., 3.05%; Henderson Land
Development Co., Ltd., 2.86%; and Trammell Crow Co., 2.39%.



Number of Shares Increases in Existing Positions

125,898 shares American Financial Realty Trust, Inc. 
Common Stock
(“American Financial Common”)

103,800 shares First Capital Realty, Inc. Common Stock
(“First Capital Common”)

12,100 shares First Potomac Realty Trust, Inc. 
Common Stock
(“First Potomac Common”)

4,432,000 shares Henderson Land Development, Ltd. 
Common Stock
(“Henderson Common”)

750,000 shares JER Investors Trust Inc. Common Stock
(“JER Common”)

314,800 shares RAIT Investment Trust, Inc. 
Common Stock
(“RAIT Common”)

45,054 shares Tejon Ranch Company Common Stock
(“Tejon Common”)

434,500 shares The St. Joe Company Common Stock
(“St. Joe Common”)

251,700 shares Vail Resorts, Inc. Common Stock
(“Vail Common”)

7,936,000 shares Wheelock and Company, Ltd. 
Common Stock (“Wheelock Common”)

Decreases in Existing Positions

515,501 shares Brookfield Asset Management Corp. 
Common Stock
(“Brookfield Common”)

1,000,000 shares ProLogis, Inc. Common Stock
(“ProLogis Common”)

150,000 shares Vornado Realty Trust, Inc. 
Common Stock (“Vornado Common”)

Positions Eliminated

70,200 shares Bedford Property Trust, Inc. 
Common Stock
(“Bedford Common”)

Number of Shares Positions Eliminated (continued)

1,879,900 shares Fairmont Hotels and Resorts, Inc. 
Common Stock
(“Fairmont Common”)

370,756 shares Investors Bancorp, Inc. Common Stock
(“Investors Common”)

650,500 shares Jones Lang LaSalle, Inc. Common Stock
(“Jones Lang Common”)

DISCUSSION OF QUARTERLY ACTIVITY

During the quarter ended July 31, 2006, the Fund
initiated positions in the common stocks of two Hong
Kong real estate operating companies. The Fund
eliminated its positions in four common stocks – two
resulting from M&A activity, and two due to price
appreciation. The Fund continued to increase its existing
holdings in Hong Kong-based real estate operating
companies, as well as in several U.S. companies, as
opportunities arose to acquire securities at attractive prices.

Chinese Estates is a real estate operating company based
in Hong Kong, with a diversified property portfolio
located in Hong Kong, Shanghai, Beijing and Shenzhen.
The company’s primary asset is its portfolio of high
quality retail and office assets in the Causeway Bay, Wan
Chai and Tsim Sha Tsui sections of Hong Kong. The
company is also involved in residential development and
commercial property in Mainland China. Chinese
Estates has a strong financial position, significant insider
ownership and a good long-term track record. The Fund
acquired Chinese Estates Common at a substantial
discount to book value and Fund management’s estimate
of net asset value.

Wheelock Properties is a real estate operating company
based in Hong Kong, focused on commercial and
residential development. The company has a strong
financial position (net cash) and trades at a substantial
discount to book value and Fund management’s estimate
of net asset value. Wheelock Properties’ primary asset is
its 75% ownership in Singapore-listed Wheelock
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Properties Limited, a leading luxury residential
developer. Wheelock Properties is a subsidiary of
Wheelock & Company and is cross-owned by Wharf
Holdings. Fund management believes potential resource
conversion opportunities exist at all three companies (as
well as at their subsidiaries) due to the high quality assets,
strong financial positions and significant cash generation
capabilities.

Fairmont Common was eliminated from the portfolio as
the result of the company being acquired in an all-cash
merger valued at $45 per share. The Fund acquired
Fairmont Common beginning in October, 2004 at an
average cost of $30.75 per share. Bedford Common was
also eliminated as the result of an
all-cash acquisition valued at
$27.00 per share. The Fund’s
average cost per share was $22.54.
Investors Bancorp Common and
Jones Lang Common were sold
based on their substantial price
appreciation. Investors Bancorp
Common was sold at an average
price of $13.42 per share, versus a
cost basis of $10.86 per share.
Jones Lang Common was sold at
an average price of $86.76 per
share, versus a cost basis of $36.66
per share. Brookfield Common, ProLogis Common and
Vornado Common were reduced based on significant
price appreciation that resulted in larger relative position
sizes in the portfolio.

NET ASSET VALUE – DYNAMIC, NOT STATIC

Since the Fund’s inception nearly eight years ago, it has
focused its investments in the common stocks of well-
financed real estate companies trading at a discount to
Fund management’s estimate of net asset value (“NAV”).
NAV for a real estate company is the theoretical market
value of its assets assuming an orderly sale, less the
company’s liabilities. In other words, it is the net

proceeds that would be available for distribution to
shareholders in the event the company sold its assets and
paid off its liabilities. Generally, we attribute no going-
concern value or franchise value to the company or its
management team, nor any value for intangible assets.
Clearly this is a conservative method of valuing an
operating entity that may have a long track record of
increasing NAV and good prospects for continued NAV
growth. Fund management does not ignore the fact that
some real estate companies have highly talented
management teams along with competitive advantages in
their respective markets or business segments. When
investing in the common stocks of such companies, the
Fund is more likely to get comfortable paying closer to

NAV than it would if it was
buying stock in a company that
owns a portfolio of properties
with limited growth potential or a
less proven management team.

The Fund seeks to invest in
common stocks of real estate
companies whose NAVs are
dynamic. If company
management is doing its job,
investors should expect NAV to
grow at a reasonable rate over an
investment holding period of, say,

five years. If the company pays little, or no, dividends –
typical for most real estate operating companies
(“REOCs”) – we would expect NAV growth of at least
10% (compounded annually). If the company were a real
estate investment trust (“REIT”) and pays out a dividend
of, say, 5%, then we would expect annual NAV growth of
at least 5%. The Fund is principally invested in common
stocks of REOCs and REITs that Fund management
expects to generate annual total returns of at least 10%
through increases in NAV and dividends. The Fund also
owns common stocks of several REOCs and REITs that
are not expected to generate annual returns in excess of
10%. These investments are more akin to risk arbitrage,
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in that Fund management expects that investment gains
will be realized as the result of resource conversion
activities (e.g., mergers and acquisitions, going private,
sale of assets, etc.). The Fund will only make investments
in such common stocks if they can be acquired at
substantial discounts to NAV.

Real estate companies have several ways to increase NAV:

• Increase property net operating income (“NOI”)
of existing properties. Generally, NOI is property
revenue (rents, etc.) less direct property operating
expenses (maintenance, property management,
property taxes, insurance, etc.) before interest
expense, capital expenditures, depreciation and
amortization. NOI is a proxy for cash flow available
to service debt and pay capital expenditures.
Increases in NOI generally equate to increases in
property value (assuming cap rates are unchanged).
A 3% increase in NOI should equate to a 3%
increase in property value. However, assuming
leverage of 50%, a 3% increase in property value
should equate to a 6% increase in equity value or
NAV. Therefore, a REIT that owns a static portfolio
with 50% leverage, annual 3% NOI increases and a
5% dividend yield, is generating an 11% total
annual return.

NOI increases can be achieved by: (1) leasing vacant
space; (2) reducing operating expenses; and (3)
increasing rents on leased space through: (a)
scheduled rent increases; (b) adjusting rents to
market levels upon lease rollovers; (c) making
property improvements to enhance desirability; and
(4) negotiating buyouts of tenant leases to
reconfigure space and re-lease to new tenants.
Accounting for routine capital expenditures is not
necessarily consistent among real estate companies.
Not all capital expenditures are revenue enhancing.
For example, the cost of a new roof may be
capitalized and depreciated over ten years. But
tenants will not necessarily pay higher rent just
because their offices do not leak when it rains.

However, expenditures incurred to install high-
speed elevators and refurbish the building lobby
could attract new tenants, enhance the desirability
of the property, and drive rents higher. Since
depreciation expense is not a component of NOI,
certain capital expenditures (or at least a reserve for
recurring capital expenditures) should be considered
normal operating expenses for valuation purposes.
Failing to take recurring capital expenditures into
consideration can lead to inappropriate conclusions
about management’s ability to increase NAV.

• Develop new properties. Successful development
projects can substantially increase NAV. For
example, assume a project that cost $100 million to
build generates annual stabilized NOI of $8 million
(an 8% yield on cost). At a 6% cap rate, the project
could be sold for $133 million. The $33 million
value in excess of cost is pure NAV growth. The
company could either sell the project and retain the
profit in retained earnings (increasing NAV) or hold
the project without realizing a gain (unrealized gain
also increases NAV). One of the risks inherent in
property development (especially projects that may
take years from inception to completion) is the
possibility that cap rates may move higher. In the
aforementioned example, at a 9% cap rate, the
project would only be valued at $89 million – or
$11 million less than its cost. For this reason, Fund
management is very sensitive to the importance of a
company’s track record of value creation through
development.

• Acquire properties for redevelopment or
repositioning. Similar to developing new
properties, acquiring properties with opportunities
to enhance NOI through redevelopment and/or
repositioning can create substantial NAV growth.
For example, assume a property that is acquired for
$100 million generates current NOI of $5 million
(5% initial yield) and has a 15% vacancy factor. A
creative management team might expect to spend an
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additional $20 million on revenue-enhancing
improvements that will substantially increase rents
and enable the company to lease up the vacant
space. If NOI increases to $9 million (a 7.5% yield
on $120 million cost), at a 6% cap rate, the property
would be valued at $150 million – a $30 million
increase in NAV. Opportunities to acquire and
reposition properties seem to be more abundant
and, in most cases, less risky than new development.
Existing properties may have become non-core
assets in larger portfolios and, therefore,
mismanaged by current owners. Talented local or
regional real estate companies with better market
knowledge can often turn around properties with
minimal capital investment and in relatively short
time frames compared to new development.

• Refinance stabilized properties and reinvest
proceeds. Instead of selling a property and
potentially creating a current tax liability, many real
estate companies will take advantage of property
appreciation and attractive financing terms by
refinancing property debt and reinvesting excess
loan proceeds. The refinancing itself has no impact
on NAV, but the ability to generate cash proceeds
without a tax liability enables the company to
reinvest in new developments or acquisitions
without raising equity (selling common shares) that
could be dilutive to NAV. Although increasing debt
theoretically increases risk (lower margin of safety),
companies that utilize non-recourse mortgage debt
on individual properties are able to employ more
leverage without putting all of its assets at risk if one
or even a few of its assets experience difficulties that
result in mortgage defaults.

• Buy back common shares when trading at
discount to NAV. For many real estate companies,
deciding to buy back common shares must be
balanced against other investment opportunities. If a
company’s common stock trades at a 15% discount
to NAV, buying back 10% of the outstanding shares

would immediately increase NAV per share by about
1.7%. Investing excess cash in share buybacks, even
if the shares trade at a substantial discount to NAV,
may not always be prudent for a real estate company
seeking to grow its asset base and future NAV.
Utilizing the same amount of corporate equity in a
development project (instead of buying back 10% of
the outstanding shares) would require a 20% return
on equity to generate the same 1.7% increase in
NAV. A talented real estate management team may
be able to generate a 20% ROE on a development
project. But a company that invests capital in fully
priced acquisitions with expectations of 10% to
15% returns on equity would be hard pressed to
justify not buying their common stock if it traded at
a substantial discount to NAV.

• Sell common shares when trading at premium to
NAV. At times, a real estate company’s common
stock may be trading at a premium to NAV. This is
often an opportune time for the company to issue
more common shares to the public, provided the
company has the ability to prudently invest the new
capital. If the shares trade at a 15% premium to
NAV, increasing outstanding shares by 10% by
issuing additional shares at the market price would
immediately increase NAV by about 1.4%.

• Cap rate compression (a/k/a hope for lower cap
rates). All real estate companies have benefited from
lower cap rates over the last few years. Lower cap
rates directly result in higher property values and
NAV. Even average managers with mediocre
portfolios look like heroes when their companies are
acquired at prices previously thought unattainable.
Real estate companies that rely on lower cap rates to
increase NAV are not the type of companies the
Fund finds attractive.

FOREST CITY ENTERPRISES – CONSISTENT GROWTH IN NAV

Forest City Enterprises is a good example of a real estate
company that has consistently increased NAV, primarily
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by developing new properties, increasing existing
property NOI, acquiring properties for redevelopment or
repositioning and reinvesting proceeds from refinancing
stabilized properties. For several years in its Annual
Report, through its fiscal year ended January 31, 1994,
Forest City provided the current value of its real estate
holdings as determined by independent appraisals. At
January 31, 1994, the net asset value of Forest City
Common was $6.75 per share, the book value was $1.80
per share, and the market value was $4.39 per share (each
adjusted for subsequent stock splits). At April 30, 2006,
Fund management’s estimated net asset value of Forest
City Common was $50.00 per share; book value was
$9.00 per share and market value was $45.14 per share.

Based on current estimated NAV of $50.00 per share,
over a twelve-year period, Forest City has increased its
NAV per share at a compounded annual growth rate of
approximately 18%, while increasing its book value per
share at a compounded annual growth rate of
approximately 15%. During this same period, an
investment in Forest City Common has generated an
annualized return of 21.8% (including dividends
reinvested). Excluding dividends, simple price
appreciation for the 12-year period was 928.5%, or
21.0% annualized. This further illustrates the tax
efficiency of Forest City’s business model. While
increasing NAV, the company has provided investors
with substantial gains, nearly all of which are unrealized
(and untaxed). Fund management knows of no large
REITs that have generated annualized returns to
shareholders in excess of Forest City Common, not to
mention returns with such minimal tax consequences.

I look forward to writing to you again when we 
publish our quarterly report for the fiscal year ending
October 31, 2006.

Sincerely, 

Michael H. Winer 
Portfolio Manager
Third Avenue Real Estate Value Fund 
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Number of Shares Increases in Existing Positions
or Units (continued)

11,650,126 shares Netia SA Common Shares
(“Netia Common”)

18,000 shares Seino Holdings Co. Ltd. Common
Shares (“Seino Common”)

4,475,559 shares Telecom Corp. of New Zealand Ltd.
Common Shares
(“Telecom Corp. Common”)

290,000 shares Tokyo Energy & Systems Inc. Common
Shares (“Tokyo Ensys Common”)

Decreases in Existing Positions

291,000 shares Aker Kvaerner ASA Common Shares
(“Aker Common”)

288,549 shares JZ Equity Partners plc Common Shares
(“JZE Common”)

1,640,800 shares Subsea 7, Inc. Common Shares
(“Subsea Common”)

5,365,575 shares Zinifex Ltd. Common Shares
(“Zinifex Common”)

Position Eliminated

13,098,000 shares Overseas Union Enterprise, Ltd.
(“OUE Common”)

REVIEW OF QUARTERLY ACTIVITY

Canfor Pulp Units were received as a distribution from its
parent company, Canfor Corporation (one of the Fund’s
holdings), of a partial interest in a company holding its
interest in kraft pulp operations. Like its parent, Canfor
Pulp is well capitalized, has a modest valuation and an
attractive operating cost structure.

Gigabyte Technology Co. Ltd. (“Gigabyte”) designs and
manufactures personal computer (“PC”) motherboards,
which are the printed circuit boards populated with
electronic components inside every PC. Taiwanese
companies with manufacturing facilities in China now
dominate the motherboard business, with an estimated

global market share of 80%. The motherboard business
has been in the throes of a price war since 2003, which
has seen the decimation of smaller, inefficient, and/or
poorly financed competitors. Five Taiwanese companies
(of which Gigabyte is one) now represent the bulk of PC
motherboard sales. Despite the difficult competitive
environment, Gigabyte has managed to stay profitable
and to protect its rock-solid balance sheet. However, its
stock has been depressed on near-term concerns,
including globally high excess inventories of PCs and a
delay in the release of the next version of Microsoft
Windows called Vista. The Fund’s position in Gigabyte
Common was initiated at a low single digit multiple of
current operating earnings and a similarly low multiple
of past peak net earnings.

The Taiwanese brokerage industry is a relatively young
one, having been liberalized only in the late 1980s.
Taiwan’s regulators set onerous capital requirements
standards that led to extremely strong financial positions
for most brokers. While there has been a marked
slowdown in the trading on Taiwan’s securities markets
since their heyday before the Asian financial crisis (with
turnover dropping by 55% from 1997 to 2005), many
securities brokerage firms have, nonetheless, preserved
their financial strength. We have been able to establish
positions in two small, but well capitalized and
consistently profitable, Taiwanese retail brokerage firms,
Capital Securities Corp. and President Securities Corp, at
discounts to their respective book values. Should the
Taiwanese securities markets recover some of their
erstwhile vigor, these companies are likely to benefit.

OTHER PORTFOLIO ACTIVITY

Toward the end of the quarter, we tendered our shares of
Overseas Union Enterprises Ltd. (“OUE”), a Singapore-
based property holding company to a cash bid for the
company. Although we would have preferred to have
been longer-term holders of the security in light of the
generally favorable prospects for Singapore real estate, we
believe the cash consideration was generally adequate.
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On a somewhat different note, in an attempt to increase
our holding in a Canadian paper company, Catalyst
Paper Corp. (“Catalyst”), the Fund is participating in a
tender offer for Catalyst Common. This somewhat
unusual approach to the acquisition of Catalyst
Common is brought about by Canadian Law, which
requires the acquisition of any securities in excess of 20%
of a Canadian company’s outstanding shares to be made
via a tender offer to all shareholders. The process was
initiated during the month of July with the mailing of
the Circular containing the details of the tender offer to
the shareholders. We will update shareholders in future
quarterly letters as events unfold on this front.

GROWTH, WHAT GROWTH..?

Unlike traditional growth investors who are apt to place
a great deal of weight on a positive near-term outlook for
the growth in a company, in particular its earnings; the
investment appeal of a security to investors such as
ourselves might derive from a valuation which is
depressed in relation to the valuation of its constituent
assets or businesses. This is not to say that there will not
be times when investment opportunities having some
appeal will be spawned precisely because the near-term
outlook has limited appeal to others (other value
investors included!). A casual scan of the Fund’s
portfolio might show it to contain companies in a
number of industries, which appear to have near-term
outlooks ranging from glum to positively grim. The
latter group has periodically been a source of some
opportunity for the Fund and one we explore briefly in
the following paragraphs.

Periodically, industries (however attractive the longer-
term growth prospects might appear to be) could be
subject to downturns caused inter alia by severe supply-
demand imbalances, regulatory shifts, and the like. This
could be due to demand declines (possibly stemming
from cyclical causes and sometimes secular/structural
reasons), or simply overcapacity (possibly stemming from
excessive capacity additions during periods of euphoria

and/or easily available financing to the industry). Of such
industries, the subset that has tended to engage our
attention includes those where the downturn has been of
either such length or depth that:

• Most, if not all, the companies in the industry are
experiencing operating losses. If a portion of the
companies are additionally experiencing cash losses, this
would hasten the exit (or even demise) of some of the
industry participants. Indeed, this was the case in our
investment in Zinifex Ltd., an Australian zinc mining
company, which was made at a time when a full 55% of
the zinc mining industry capacity was experiencing
losses, while simultaneously continuing to deplete their
mineable reserves. Clearly such a situation is not
conducive to much maintenance capital expenditure,
even less to expenditure on exploration for new zinc-
containing ore bodies.

• Capital constraints start to affect the likelihood of
some of the companies in the industries continuing as
going concerns. Often, these opportunities are spawned
during periods when financing is readily available to an
area of economic activity or an industry, and the
soundness of the capital structure of the investable entity
is given little thought. Diminished access to capital
markets during an ensuing period of excess capacity
would whittle down the ranks of the survivors, potentially
rationalizing industry structure. An example of this was
our investment in Fording Coal, now Fording Canadian
Coal Trust (“Fording”). One of the attractive features was
the poor capital structures of the other metallurgical coal
mine operators, combined with their relatively elevated
operating costs, which resulted in them being denied
access to capital in periods of poor pricing and their
inevitable disappearance. Another, somewhat different
example of this would be our investment in Netia SA, a
Polish telecom provider which has a nationwide fiber
optic network, the construction of which was largely
debt-financed in the heydays of telecom investing in the
late-1990s. Having been denied easy access to capital in
the somewhat more sober period that followed, Netia
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ended up in bankruptcy, from which it emerged with a
debt-free capitalization and an attractive valuation to
boot.

• The setting in of investor fatigue (impatience)
within an industry sector, causing it to simply fall off
their radar screens. This could result in unusually low
valuations that would be of appeal to long-term investors
like the Fund. An example of this again would be
Fording, or the few surviving metallurgical coal
companies in general in 2001, which had experienced
more than a decade of a hostile operating environment.
Fording was held in considerable disdain by investors
who actively sold its shares when it emerged as a stand-
alone entity when Canadian Pacific Limited was split up
and securities of its constituent businesses distributed to
shareholders, enabling the Fund to initiate its position at
an attractive valuation.

• There is increasing possibility of one or more of
the industry participants exiting the business or
contracting in size. Sometimes, the reduction in the
number of players and/or industry capacity via closure or
consolidation might portend a better pricing
environment. Returning to the above example of
Fording, the downturn in profitability was of such a scale
that the consolidation and closure that ensued resulted in
the top five metallurgical coal companies accounting for
roughly 70% of the sea-borne trade in the commodity,
with the resulting stabilization (and subsequent
improvement) in pricing and operating performance of
the participants in the businesses.

While opportunities might periodically be borne of
periods of adversity such as those outlined above, it is of
considerable importance to ensure that the business itself
(based on internal and external factors) in which the
investment is contemplated possesses some attractive
features and is a viable one in the longer term. It is of
paramount importance that the business should be one
with a sound capitalization, so as to ensure its

survivability through what should be a temporary period
of difficulty but of an indeterminate length and depth.

GEOGRAPHICAL DISTRIBUTION OF INVESTMENTS

At the end of July 2006, the geographical distribution of
securities held by the Fund was as follows:

%_______
Japan 11.88
Canada 10.15
Norway 7.83
Singapore 7.45
Hong Kong 6.68
New Zealand 5.31
Australia 2.41
Belgium 2.33
France 2.30
United Kingdom 1.65
Denmark 1.30
Poland 1.24
Taiwan 0.85
Thailand 0.68
Netherlands 0.63
Bermuda 0.57
Switzerland 0.29
Panama 0.18
Argentina 0.15
Sweden 0.14_______
Equities-total 64.02
Foreign Government Debt 12.49
Cash & Other 23.49_______
Total 100.00%_______

Note that the table above should be viewed as an ex-post
listing of where our investments reside, period. As we
have noted in prior letters, there is no attempt to allocate
the portfolio assets among countries (or sectors) based
upon an overarching macroeconomic view or index-
related considerations.
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I look forward to writing to you again when we publish our
Annual Report for the period ending October 31, 2006.

Sincerely,

Amit Wadhwaney
Portfolio Manager
Third Avenue International Value Fund
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