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THE STRATEGIES

INCOME-EQUITY STRATEGY

Adiversified dividend-growth strategy
providing high currentincome, growth of

income, and growth of underlying principal.

Stocks are conservative, high quality, high
yield, and are projected to have arising
stream of income.

RISING DIVIDEND PLUS

A porfolio of large and mid-cap
companies in which dividend growth

is the key variable, focusing on companies
with proven long-term success or special
current opportunities.

BETTERTHAN BONDS / UTILITIES

A conservative strategy offering growth
and income for total return investors
by focusing on opportunities in

the broad utilities sector: electric, gas,
telephone, and water.

DISTRIBUTION / MERGING UTILITIES

An opportunistic portfolio focusing on
companies that are likely to be acquired
during an era of utility consolidation and
convergence.
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The question: Will my money last aslong as| do?

Many yearsago an older couple cameinto our officeto discussreplacing their
portfolio—the sole source of support for their retirement life— with our strategies.
Therewere plenty of securitiesthat we thought had meager prospects, and severa
speculativeissueswhich red ly wereingppropriate. However, much of theportfolio
consisted of blue chips purchased in the nineteen fiftiesand sixties, nameslike
Merck and Genera Electric, held through good timesand bad for the companies,
held through the Vietnam War, Arab oil embargoes, rampant inflation, stagflation,
disinflation, bubblesup and bubblesdown. They never sold anything—it waslike
agrandma sattic of corporate equities.

Therewasagreat treasurein that attic, great for them and enlightening for
us. Aswe perused their assets and the cost of those assets, we began to connect
the dots between what they had paid for the stocks and the dividends those
companieswere now paying. Theso-called “current yield” onthe portfoliowas
nothing to write home about, but theyield on what they had paid originally was
astronomical. You might not notice that acertain stock was paying $3 asharein
dividendsfor acurrent yield of about 2%, until you realized that their cost for
those shares, adjusted for splits, was, 30 yearsprior, also about $3 per share. Not
only had the stocksrisen twenty- and thirty-fold over the decades, but their return
fromincome alone, based on original cost, wasin many casesover 100%. Each
and every year they were making roughly 100% on those origina investmentsno
matter what the volatility of the stocks. Even adjusting for inflation, in current
dollarstheir incomereturn on cost waswell over 30%.

Of coursethe stock prices grew because the underlying businesses grew.
But could we separate that from the fact that dividends grew so much? Could
Merck, Vioxx and al, possibly sell today at apricethat would provide adividend
yield of 100%? Of course not. The stock pricewould riseif for no other reason
than that the dividendsincreased. That, we saw, wasthe quantitative or numerical
way of determining whether an investment wasagood one: amidst the chaos of
information and i nterpretation and competition and creative destruction and changes
intheeconomy and theworld, one principlestood out aselemental andimmutable.
As the dividend increases, eventually the price of the stock producing that
dividend will increase as well.

Theprinciplehereiscritical, both for investors seeking to accumul ate wealth,
and even moreimportantly today, for investors hoping that investment assetswill
support their later years. Asthe Baby Boom generation easesinto retirement, the
notion of distribution, of spending from assets, has become the subject of theday.
Whereasin the past investment wasall about accumulation and building, investors
now realizethat their investment capital must provide*life support” from now
andinto old age. Thedefinition of “old age” itself hasbeen greatly expanded by
advancesin medical science—and thereforethe need for savingsto support the
distribution phase has stretched even further.

Thisproblemisnot simply amatter of scratching out numberson ayellow
pad. The problem isdeep, and the proposed sol utionsthat have been put forth to
date don’t seem adequate to us. What's deep is the “bag lady” fear that can



“If you retired in 1968, for
example, you would have,
unbeknownst to you,
embarked on a 14-year
period in which stocks did
not gain the proverbial
10% per year, but in
which, point to point, they
in fact gained nothing.”

SELECTED INDICES
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S&P 500 0.6% 11.8%
Equity Inc 16 140
Util Fund 78 316
R3UTIL 6.7 302
LongBond 1.0 5.8
R1000 12 118

S&P 500 = Standard & Poor’s Index

Equity Inc = Avg Equity Income Fund
(Lipper)

Util Fund = Avg Utility Fund (Morning Star)

LB Long = Morningstar

R3UTIL = Russell 3000 Utilities

R1000 = Russell 1000

afflict both men and women. What happensto
meif I’ m not working and the market crashes?
What happensif | liveto be 95 rather than the
851 expect and | can’t pay anyoneto help me?
In the most subterranean levels of the
unconscious, no matter how affluent we are
today, we canimagine (and somewhereinside
wehaveimagined) it dl going horribly horribly
Wrong— our expensesgot too high, our assets
got too low, all thework and toil to build our
wedlth for naught, becauseit wasn’'t enough. ..

How can we make our savings last? A
small industry of planners and advisors has
arisen recently to address this problem,
proposing plans that are, in our view, both
overly complex and frighteningly fragile as
solutions. Most suggest awithdrawal rate of
4-5% per year plusincreasesto reflect inflation,
drawn from aportfolio of diverse assetsthat
isn't very different from earlier portfolios
recommended during the accumul ation stage,
just more conservative.

The question that ariseswhen looking at
these plans. will the assets be there to be
withdrawn? Gains from stocks are aways
presumed, but history tellsusthat thosegains
don’t necessarily arrive on a convenient
schedule, and can be absent for years and
years. This is a much trickier area than
accumulationinvestment planning, becauseto
some extent—through withdrawals and the
steady increase of those withdrawals—the
investor isalways undermining the notion of
long-term compounding. Without apresumption
of rising equity markets there are fewer and
fewer assets but the assets remaining are
asked to produce higher and higher
withdrawals. And rising markets must be part
of the equation. If one relied only on bonds
(which do not rise), for example, 5%
withdrawals plus inflation increases could
completely wipeout the portfolioin aslittleas
13 yearsduring aperiod of normal inflation.

A 50-50 bond and equity portfolio using
historical equity returnsfaresbetter, extending
theassumed “life’ of the portfolioto 20 years
(though that’snot exactly a“ safe” duration for
most people). The source of this duration
extension isthe assumed greater return from
stocks. There is a further assumption that a

portion of the gains from stocks can be
captured and spent, an assumption that,
essentially, stockswill grow enough after taxes
to compensate for therelentlesswithdrawals
that attack the portfolio like carpenter ants.

Clearly, the more equity the longer the
withdrawal smay be sustained—in theory. But
theory doesn’t account for theredlitiesaretiree
will experience during asevere bear market.
What if the market doesn’t come back, or
doesn’'t come back intime? A reasonablefear,
for we' ve seen periodseven in recent history
where stocks have not performed according
totheory. If you retired in 1968, for example,
youwould have, unbeknownst toyou, embarked
on a 14-year period in which stocks did not
gaintheproverbia 10% per year, butinwhich,
point to point, they in fact gained nothing.

Putting aside for the moment thefact that
therewassomeyield from equitiesduring the
period (though you might haveinvestedin non-
dividend-paying equities, anyway), at a
withdrawal rate of 5% plusinflationyouwould
not have lasted theentire“flat” period before
ruin. You would at best have had almost no
capital |eft to capture any gainsfrom the bull
market that beganin 1982. You can seewhat
we mean by suggesting most plans are
frighteningly fragile. Over thepast 100 yearsit
has not been that uncommon for stockstogo 5
or even 10 years without gains. And all the
whileyou’ rewithdrawing. Gulp. If the“total
returns’ from which you arewithdrawing do
not arrive as predicted, and pretty much ona
regular schedule, your planrisksfailure. The
results could be devastating.

In fact, it may be time to question the
concept of total returnitself, whenit comesto
adigtribution portfolio. Asany accountant will
tell you, total returnisthe sum of incomeand
capital appreciation, and, your accountant will
further tell you, except for tax issuesthere’s
no difference between appreciation and
income. Money ismoney. End of discussion.

But when it comes to investors with a
spending need, there is something more that
definitely needsto be said, and understood.
There is, for a withdrawing investor, a
qualitative difference between 1) total return
and 2) a return made up of income plus
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appreciation. Thedifferenceisthat theincome
portion of the return is always positive,
whereas the “appreciation” portion can
fluctuate, and can be negative. Accumul ators
can and should tolerate somefluctuationinthe
interest of greater performance, but
withdrawers have to spend the money. Now.
And theincome portion needsto grow even if
the principa sidedoesn’t, becausethe spending
need riseswithinflation.

When our investments are in higher-
yielding stocks, theincome portion of thetotal
returniswell defined (asopposed tolow yidding
stocks where it plays a minor role). If your
withdrawal need isthe widely-accepted 4-5%,
you can obtain that from theright portfolio of
stocks. If your income need risesasaresult of
inflation (and we can expect that inflation may
be higher than it is now, perhaps the same as
the 1945-90 average of 4.7%), yield stocksthat
have increasing dividends can meet that
increased spending need aswell. A retiree can
fund hisor her living expenseswithout having
toinvadeprincipal.

If you're spending income, rather than
“total return,” market fluctuations become
irrelevant; if the portfolio is successfully
managed for rising income the value of the

stocks producing that incomewill ultimately
rise as well, though the schedule for that
recedes in importance. It won’t matter
whether growthisinvogue, or value, or mid-
cap, or large—all that really matters to the
value of the principal is that the income
increasesto pay expensesand meet inflation.
Thevaueof theprincipd will eventualy reflect
therising positiveincomeyiddit delivers, and
thereisno needtoinvadeit.

Clearly, anincome-equity approach based
on high currentincomeis*built” for aretiree
portfolio. Somediversification seemsprudent,
though wedon’t know of any other planwith
ashighaprobability of meeting spending needs
and preserving capital indefinitely.

Not only isthere no “exhaustion” date
for the assets, they will bethereinfull, long
after theretiree needsthem, to help loved ones
and charities.

Andwhat about that older couple? The
“good parts’ of their portfolio, withtriple-digit
dividendyiedsonorigina investment, inspired
us to design our Income-Equity Strategy.
WEe' ve hitched our wagon to that horse, and
clip-clop, clip-clop, it continuesto forge ahead
without getting tired. O

Pro-Forma Principal and Income Growth
5% Withdrawal - 4% Inflation
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“If you're spending
income, rather than ‘total
return,” market
fluctuations become
irrelevant; if the portfolio
is successfully managed
for rising income the
value of the stocks
producing that income
will ultimately rise as well,
though the schedule for
that recedes in
importance.”

Pro-forma chart shown for
illustrative purposes only.
Actual returns may vary. There
is no guarantee of future returns
and none should be implied.
Assumptions: $1 million initial
investment, bond coupon rate of
4.5%, annual dividend rate of
5%. Earnings, dividends, and
price appreciation grow at the
same rate of 6% annually.
Assumed annual inflation rate of
4%. Income equity portfolio
value is calculated with no
income reinvested.



INCOME-EQUITY QUARTER REVIEW

Annualized Net of Fee Returns

as of March 31, 2007
25%

MHI
INC-EQ

[ Jrussell 1000

50% R1000/
50% LONG
TREAS

11.8%

6.9%

4.9%

1 Year 5 Year 9 Year

Quarter Composite Net of Fees*
MHI Income-Equity* 3.2%
50/50 R1000 & Long Treas 1.2%

Russell 1000 1.2%

12-Month Composite Net of Fees*
MHI Income-Equity* 19.6%
50/50 R1000 & Long Treas 9.4%

Russell 1000 11.9%

9-Year Annualized Composite
Net of Fees*

MHI Income-Equity* 6.2%
50/50 R1000 & Long Treas 6.3%

Russell 1000 4.9%

*Preliminary Returns.

Included are all unrestricted
portfolios that have been managed
forone full quarter. As of3/31/07:718
accounts in composite, representing
58% of total assets in the strategy with
a dispersion of 0.16. Inception: 5/97.

We offer a customized version of
Income-Equity that excludes Master

Limited Partnerships. These accounts are
not included in the composite and
represent 22% of the total assets in
the strategy.

Last quarter we suggested that the market

was attractive but due for a pause, and that
our stocks' incomewould form a“ defensive
base when the market environment turnsless
sweet.” The crystal ball wasfairly clear this
time, asstocksraninto profit-taking turbulence
during late February and early March, but our
stocksfelt little of thisand our positivereturns
were both well ahead of theindicesand quite
in line with long-term average annualized
expectations. A coupleof our businessfinancing
stockswerenicked irrationally during the sub-
prime panic. But we're happy to say that
despitethefact that many sub-primelenders
were among the highest-yielding stocks
available, we held none of them.

We restrict ourselves to high-quality
companies, companies with solid financial
strength, companies whose basic business
model does not involve playing an advanced
form of three-card monte. When the beastie-
boysare popular in the market we sometimes
fed asthoughwe reontheoutsidelookingin—
but in our processit’smoreimportant to avoid
stuationsliketherecentimplosionsthan to seek
rewards from every shaky and transient
financia concept that comesaong. Therewere
red flagsall along theway for these mortgage
companies, ranging fromthelavishlifestyles
of management to the unsustainableincomes
of salespeople, to questions about financial
reporting. But the biggest red flag by far was
thedlowdown in housing salesand pricesthat
began last summer. With affordability as a
measure of market potential and pricing
already thrown out thewindow, it wasonly a
matter of time before the onset of mortgage
chaosoncethereal estate market cooled.

PORTFOLIO HIGHLIGHTS

Our leading sockscamefromavariety of aress.
The acquisition of Schering AG has already
begun to bol ster both thetop and bottom lines
of Bayer AG (up about 20%), as earnings
surged tenfold from last year—and were six

$2.2 Mil
Growth of $1 Mil Since Inception

$2 Mil
$1.8 Mil
$1.6 Mil
$1.4 Mil '

$1.2 Mil

$1 Mil X
e |ncome-Equity Strategy (Net of Fees)

50% Russell 1000 - 50% Lehman Long Treasury
Russell 1000

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

times higher than analysts expected.
Presumably, the company had a better idea
about the benefits of the merger than analysts

fantasies. Saleswereup 25%, indicating aswell

the leverage implicit in the combined
companies. Also in healthcare, Abbott Labs
wasadouble-digit gainer for us. SeetheRising
Dividend Plusreport for the* story” onthisstock
(it sone of thefew overlaps between thetwo
strategies). Equitable Resources beat
expectations and near the end of the quarter
provided an extremely positive updateonits
proved and probable gasreserves, prompting
afurther boost and bringing the quarter’sgains
up to morethan 15%—its second quarterina
row asaportfolioleader.

2007’s first quarter was also an
outstanding period for MLPs, asinvestorsonce
aganwarmedtothehigh-yield, growth-of-yield
character of these stocks, and their continuing
expansion of new opportunities. Energy
Transfer, Enterprise Products, Kinder Morgan
Energy Partners, Oneok Partners, and even
former laggard Enbridge Energy Partnersall
delivered around the 10% range, plus
substantial dividends. Other contributors
includedAT& T, R R Donnelley, Windstream,
Colgate Palmolive, and Potlach—it really
waseverything fromwood productsto energy
to toothpastefor uson the upside thisquarter.
In our non-mlp version of the strategy, we
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got a solid boost from Dutch financial
services company ABN Amro, whichis, as
they say, inplay.

Dragging returnsweresomeof our larger
companies such as Microsoft, Johnson &
Johnson, Proctor and Gamble, ING, and
Pfizer—all with Sngle-digit declines. Declines
which, parenthetically, don't realy troubleus,
asthefundamentalsand newsflow for these
companies remains attractive. After our
discussion of Canadian Income Trusts last
quarter, therecent period proved an anti-climax:
oneup, onedown, political machinationstill
ongoingin Canadawith no definitiveresolution
asyet to report.

We bought insurance broker Arthur J.
Gallagher. The company is historically
inexpensive, and with Marsh McClellan’s
disposal of its Putnam investments subsidiary
wethink the chancesfor consolidationin the
industry are quite good. With more than 4%
yield we recomfortableparticipatinginAJG’s
turnaround along with the possibility of some
positive transactional news. We bought
Diamond Offshore as a replacement for
Tidewater. The two are in roughly the same
industry, but DO is in the strong portion
(offshore and deepwater drilling), while
Tidewater’sbusinessinthe Gulf of Mexicois
slowing and soon to be subject to more
competition. Not incidentally, wewere ableto
capture a4 specid dividend (about 5%) from
Diamond Offshore. Theongoingyield of DO
isn't enough for our portfolio, soit’snot likely
to bealong-term holding. Webought Microchip
Technology for some exposure to the
technology sector at an attractiveyield of 3%
and strengthening businesstrends. We added
asmal postioninAirCastle, alessor of aircraft
to non-US carriers. We expect strong growth
inearningsand dividends here, though alowish
capitalization sizeand liquidity haslimited our
weighting. In our non-mlp version we added
Gatehouse Media, aconsolidator of local weekly
newspapers, and Worthington Industries, ahigh
quality butinexpensive stedl processor.
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We sold Alberto Culver. Thecompany’s
financid restructuringisabout over, we vebeen
well rewarded with aspecia dividend and stub
stock Sally Beauty (whichwealso sold) witha
total return of about 60%; sincethe continuing
dividendwill betoolow, we redeclaring victory
and moving on. Wetook profitsinAutoliv asit
had reached our valuation parameters and
business had begun to slow at the sametime.

LOOKING FORWARD

The thrust-and-parry of the economic
background, with each new data series
contradicting the previous, is a benign
environment for our portfolio. Asweseeit, the
economy isn’'t going anywherefast. Alphain
that case accrues to stocks with steady
incremental improvementsand sustainable cash
flow returned to shareholders. There are a
variety of scenariosinwhichwehaveand can
do well; the current one, which we might
describeas“growth stasis,” characterized by
adeclining rate of economic growth but still
qualifying asgrowth, should not pose obstacles
to our continuing performance. Circumstances
may change, but there’s no evidence of that
right now.

Our current “projected” yiddis5.2%. We
place projected in quotations because we have
ahistory of delivering higher cashyieldsthan
projections, through dividend growth, specia
dividends, and replacement stock selection.
Having already harvested a large special
dividend from Diamond Offshore, we' reabit
ahead of schedulefor 2007—though there'sno
way totell right now how much moreincome
abovethe projection wecan provide, or evenif
whenall issaid and donethe actua yield will,
infact, be higher. But our goal isthe highest
possible actual cash dividend yield consistent
with high quality and dividend growth, at the
lowest possiblevolatility—sowe reupinthe
crow’snest with our binoculars. 4
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Price/Book 29
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S&P Rating BBB+
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RISING DIVIDEND PLUS QUARTER REVIEW

“One reason to invest in
stocks with high dividend
growth is that payout
increases are a kind of
measure that tells
investors how
management really
thinks the future will be
shaping up.”

Quarter Composite Net of Fees*
Rising Dividend Plus*
Russell 1000

S&P 500

0.7%
1.2%
0.7%

1-Year Composite Net of Fees*
Rising Dividend Plus*
Russell 1000

S&P 500

12.5%
11.8%
11.8%

2-Year Annualized Composite
Net of Fees*

Rising Dividend Plus*
Russell 1000

S&P 500

17.8%
12.5%
11.8%

*Preliminary Returns.

Included are all unrestricted port-
folios that have been managed for
at least one full quarter. As of 3/31/
07: 10 accounts representing 94% of
assets in the strategy, with a disper-
sion of 0.02. Inception: 12/04.

Risi ng Dividend Plusemployslarge-cap

and mid-cap stocks from all sectors, stocks
whoseleading characterigticisarisngdividend
generated by consistent and sustainable
growth. Here we focus on the growing
dividend asevidence of thecompany’ssuccess
and asasigna from management about future
prospects (high current yield isnot the primary
issueinthisportfolio). The*plus’ includesan
emphasison stockswith unique positioning or
“stories’ that we believe are not priced into
the shares, and it a so includesanomaliesand
factors such asextraordinary insider buying,
raised company guidance, tailwinds from
commodity prices, new products,
restructurings, consolidation, or noteworthy
technical conditions. Many stocks have been
owned sinceinception of the strategy and we
hopewill beinthe portfolio yearsfrom now.
Othersare, by intent or through the unfolding
of events, rentals.

This past quarter the markets were
shaken by profit-taking in Chinaand problems
inthe housing market aswell as some sectors
of housing finance. We were not involved in
any of these areas, so our stockstended to ebb
and flow with investor perceptions, ending up
modestly positive—aswasthe case with the
broader market. But the bulk of the portfolio
performed well, and we had no real poor
performers, at atimewhen many other stocks
inthemarket didfall apart and didn’t rally back.

PORTFOLIO HIGHLIGHTS

Onereasontoinvestingtockswith highdividend
growth isthat payout increases are akind of
measurethat tellsinvestors how management
redlly thinksthefuturewill beshaping up. Thus
to state an odd kind of paradox, it should not
really come asasurprisethat nearly al of the
companieswe hold beat analyst expectations
for earnings and/or revenues, and/or raised
guidance. This group includes, Abbott, Air
Products, Anadarko, Avery Dennison, Ball,

srom Growth of $1 Mil Since Inception
$1.5 Mil
$1.4 Mil
$1.3 Ml
$1.2 Mil

$1.1 Mil

$1 Mil
e \|H| Rising Dividend Plus (Net)

Russell 1000

3/05 6/05 9/05 12/05 3/06 6/06 9/06 12/06 3/07

Colgate-Pamolive, Devon Energy, Ensco,
Emerson Electric, Intel, Johnson& Johnson,
Legg Mason, Maxim, Microchip Technologies,
Northern Trust, JC Penney, Scotts Miracle-
Grow, SigmaAldrich, State Street, Tyco, United
Health, Wal green, Whirlpool—well, we only
hold 30 stocksjust now, and afew merely met
expectations. Given the many possible choices
available through this strategy, those that
disappointed or weredull with moreof thesame
in the cards—including American Express,
Autoliv, Sonoco Products, and Motorola—were
sold for good profitsand replaced with cheaper
stocks showing more promise. We also sold
Goldman Sachs, taking aroughly 50% profit
(anact through which, we vebeentaught, we'll
never go broke). Interestingly, the net of the
sales would have produced a subsequent
negative return had we held them, though our
portfoliowasstrong thelatter part of thequarter.

WE' re often heard to trumpet “the story
of the stock” as our way to zero in on a
particular candidatethat fitsthe parameters of
our model but also holdsthe promise of extra
alpha. What we mean by thisisthat the stock
holdsapotentid that causesit to stand out from
therest onthestag line, strong asthat stag line
may be. Thisstory might beassimpleasthat it
isawell-oiled earnings machinefrom which
we can expect persistent earningsand dividend
growth—wherethelevel of certainty about this
ismuch higher thanfor other, seemingly smilar
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gockswithsmilar vauetions. Typically, though,
thereissomeasset or activity of the company
which could resultinlargegainsif it becomes
pal pable—but investors are pricing the stock
just likeother smilar companies, with zero credit
for “the story.” If and when the story comes
true, we expect an upgrade in revenues and
earnings, and in the multiples investors are
willingto award for thoseearnings. If thestory
doesn't come true, well, it’'s still a good
company that fits our model and should
outperform to some extent anyway. Wedon't
depend on the ‘story’ for our overall
investment case, but we're rewarded if
ontogeny ison our side.

Our leading stock this quarter, Abbott
Labs, isaclassic case. Early last year it wasa
pretty good health care company, with along
history of steady and sustainable earningsand
dividend growth, a management with
demonstrated capability to grow both
organically and through acquisition, an
admirablereturn on equity of 29% (about twice
the average company), moderate and
manageable debt with excellent credit, a
repeating non-cyclical businessmodel, 10%
revenue reinvestment in research and
development to ensure future growth, avast
and effective distribution system, afixture
in corporate America with an $80 billion
market cap—who wouldn’t want to own the
whole company? Aninvestor didn’t really
need intelligence in any great measure to
buy this and profit eventually, simple
patience would suffice.

At that time, to use one easy measure,
thestock soldfor 15-16 timesforward estimated
earnings. So did Johnson & Johnson. Withina
dightly broader band of 14-18timesyou could
find Baxter, Bard, and thewholepack of mainly
pharmaceutical companieslike Glaxosmithkline
or somewhat troubled Merck. Abbott however,
had made a great deal with Boston
Scientific(BSX) to obtain the Xience stent
business of Guidant when BSX decided to buy

. _________________________________________________________________________________y

Guidant. BSX needed a partner to supply
funding and to take portions of Guidant’s
businessthat would otherwise have madethe
deal problematic froman antitrust perspective.
Abbott wanted to get into that businessanyway;
when the opportunity arose they jumped, and
dueto the circumstancesthey got in cheaply.
If the Xience product worked as advertised, it
would beamuch better stent and could quickly
takealarge market share (ironically, including
Boston Scientific’'s own market share).
Investorswere apparently skeptical that BSX
would let agood thing get away, even though
they werereally forced to by antitrust issues,
and Abbott found no strong price support.

Abbott did creep higher but actually
underperformed the broader market from July
through January, before starting to lowly rise
inprice.A 10% dividend increasein February
provided assurancethat our basic, ‘ storyless
casewasvery muchintact. AndtheninMarch
comesthe newsthat yes, Xiencedoeswork as
advertised—and in the stent neighborhood
there’snow avery large and athletic new kid
intown! Suddenly we hold alarge-cap stock
up about 40% from last spring'spricing. That's
agood story!

LOOKING FORWARD

Not all storiesdo cometrue, but we continue
to seek strong franchiseswhose future success
isconfirmed by apattern of dividend increases.
These are already good stocks—every
guantitative study we' ve seen has confirmed
this—and we seek those with something extra
that can makethem even better... 0

Disclosure: Gross of fees performance is based on actual results calculated
by using Checkfree Security APL's portfolio accounting software, which
uses the BAlmethod of calculating performance. Contributions are time-
weighted to the day and performance is linked to monthly calculate
cumulative performance consistent with FAF (Financial Analysts
Federation) guidelines. Acomplete list of all composites is available. Net of
fees performance is calculated by deducting an annual fee of 100 basis
points from gross of fees performance. Returns are total returns, dividends
areassumed to be reinvested & portfolios are matched across all accounts
(each client holds substantially the same issues at the same weights.)
Portfolios are typically fully invested and hold minimal cash, although cash
holdings may fluctuate somewhat on aresidual or transitional basis. No
representation is made that future returns will approximate past results,
andnone should beimplied.
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FUNDAMENTAL
CHARACTERISTICS

Yield 1.4%
ProjDividendGrowth 13.7%

PayoutRatio 28%

Market Cap $38.9Bil
Price/Book 31
P/ERatio 17.9
S&P Rating BBB+




BTB/UTILITIES QUARTER REVIEW

“If there is a single theme
that unites them now,
and unites many non-
utility companies as well,
it is the need for
upgraded infrastructure.”
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10-Year Annualized Composite
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9.3%
6.1%
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6.5%

*Preliminary Returns.

**Russell 3000 Utilities inception
date is June 1995 so this index is not
shown on the Growth of $1 Mil chart.

Included are all unrestricted port-
folios that have been managed for
at least one full quarter. As of 3/31/
07: 161 accounts representing 95%
of assets in the strategy, with a dis-
persion of 0.10. Inception: 9/91.

I here have been many years with major
fourth quarter gainsfor utilities, and after such
periodswe often find that those gains dissipate
inthefirst quarter, or at least in the beginning
of the first quarter, as it is revealed that
ingtitutiona investorswerejust “ parking” inthe
sector to preserve gains made el sewhere. But
the"no parking” signsmust have been up this
timearound, for with merely adight nod to the
ChinaSyndrome Correction, utilitiesof dl kinds
went on to another stellar quarter. Aswe noted
last time, thiskind of performance makes us
more nervousthan ecstatic, but thereare strong
elementsto thebullish case—lest weforget to
hold our groundinthisessentid servicesuniverse
(emphasis on “essential”). Many of these
elementsarea so discussed in the Distribution/
Merging Utilitiesquarterly review; whilethere
are often diverging forces driving these two
portfolios, at themoment theenergizing factors
seem to have converged.

If thereisasinglethemethat unitesthem
now, and unitesmany non-utility companiesas
well, itisthe need for upgraded infrastructure.
Thisincludesnew generation plants—thereare
over 70 new domestic plantsat some phase of
development plus consortium plans for new
nuclear facilities—aswell asnew and upgraded
long-distance transmission and switching
functionality. Thereisalso aglintinthe eyeof
€lectric companies. the poss bility of broadband
data carried over power lines. Aswe note in
the Distribution review, some observersthink
the cost of what’sneeded will equal thevalue
of dl exiginginvestor-owned utilities. Too, there
isahuge wave of investors, both private and
public market varieties, who seek stableearnings
and dividend income. This wave includes
retirees (it isexpected that the U.S. population
aged 65 and over will doublewithinthenext 25
years and will include 1 out of every 5
Americans) as well as company and state/
municipal retirement planswho have decided
that degrees of certainty trump degrees of
potential appreciationintheir quest to insure
that they can meet their actuarial assumptions
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for steady returns that will meet their future
obligations. Thiswave hasbeen built to tsunami
proportions by the convergence of need and
hel ghtened uncertainty about the future course
of financial equilibria, and it has been under
secular upward pressure recently by the
issuanceof many hillionsof dollarsof new shares
in “income” funds and dividend-oriented
exchange-traded funds.

We have spoken before about “rushing
riversof cash and dry streambeds of income,”
and utilitiesareone obvioussiteto which those
rushing riversare being diverted. Further, we
can't discount consolidation onaglobal scale
asafactor supporting prices. Current dealsfor
TXU, Spain’sEndesa, and Scottish Power, are
several among many, and thetrend has hardly
waned. Electricity, natural gas, and
telecommunications, arebasically commodity
businesses, where economies of scalearean
advantage in the marketplace, so the urgeto
mergeisnever very far away from day to day
business. Too, with each new deal there are
fewer companies|eft; the remainder acquire
scarcity value.

PORTFOLIO HIGHLIGHTS

The themes of infrastructure growth and
company consolidation touched most of our
portfolio-leading performers this quarter.
Merchant generator NRG Energy (up 29%)

.|



on an excellent earningsreport and agrowing
senseamong ingtitutional investorsthat spark
spreads (the difference between electricity
prices and the cost to produce) have left the
dark ages of oversupply behind. News of the
offer for TXU also boosted NRG and other
generators, sinceinvestorsperceivethe TXU
acquisition asagenerator acquisition (Texasis
fairly free-market in electricity, compared to
other states). Likewise Dynegy (up 28%), in
recovery mode for some time, became
increasingly attractive on newsof itspurchase/
merger with generator LS energy. The
combined company has more attractive
financialsand what we might call generator-
bulk than DY N did before, making it amore
attractive takeover candidate.

M obile telecom enabler Qualcomm rose
asdemand for advanced mobile phonesgrew
throughout the world. Too, newsthat AT& T
will be using Qualcomm standards and
equipmentisamgor plus, aplusnot sufficiently
recognizedinthestock price. Increasing, itlooks
as though the mobile video path QCOM has
carved will bethe major technology direction
going forward. Northeast Utilitiesis another
major beneficiary of infrastructure spending.
They have enough transmission/grid work
booked to keep them busy for the next five
years, and all of that work will receive
regul ated ratesreflecting afavorablereturnon
investment. MLPs Enterprise Products and
Kinder Morgan Energy Partnersboth delivered
double-digit gains (in addition to their hefty
dividends)—these are leading players in
developing natural gas transporting and
processing infrastructure. Brasil Telecom (up
8.2%) also had a nice quarter—financial
piranhahave been sniffing around thisonefor
more than two years, and we expect it won't
belong before newsbreaks. If not, we can be
content with it asaproxy for theincreasingly
strong Brazilian economy and currency.
Equitable Resources (up 16%) keeps showing
up on our leaders board, prompting us to
wonder about valuation. But its easy-access
Appal achian properties are worth more than
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oil and gas producing assetselsawhere, andits
utility isabout togrow mightily if they cancomplete
aded for Dominion'sPennsylvaniaoperations.

We bought AES, aglobal generator that
raninto problemsduring the utility melt-down
period but has walked through fire and
recovered, we think, its appeal. We added
Corning asan enabler—moreinfrastructure—
sincethe glut of “dark fiber” laid in the late
ninetiesand early in thisdecadeisamost all
used up, believeit or not. Fiber demand isset
to rise again thisyear and add to the aready
full-out demand for flat-screen glass used to
make theterminalswhich attach to thefiber’s
output. We also added smallish positionsin
Philippine Long Distance and Turkcell—
inexpensive telecom companies in rapidly
growing areas, and, for thelatter at least, areas
of intense consolidation.

We sold Deutche Telecom after a good
rally when the company once again reported
downbeat earnings and prospects. Likewise
meter maker ESCO once again di sappointed—
but we' |l beinterested in thiscompany when
there's evidence of it returning to the right
track. We sold WGL Holdingsasfully vaued.

LOOKING FORWARD

Giventheforcesdriving these stocksthat we
adumbrated in the opening paragraphs of this
review, what’s the right valuation for them?
Shouldit besmilar tothepast? Should thistime
be“different?’ Thisisreally the question of
the hour. There's no doubt that most of the
companiesin the electric industry are better
than they were, more focused, more
profitable, lessrisky, and with decent growth
prospects from generation, transmission
upgrades, and benefits from consolidation.
But in our view—which to befrank we held
when the stocks were somewhat cheaper—
there’s no reason why electric companies
should sell at valuationshigher than they were
inthe 1950’s, when lifewasyoung and perky;,
anditwasall about—guesswhat—»building out
theinfrastructure(!) O

BETTER THAN BONDS UTILITIES

Water Utilities 1.6%
T Cash 2.2%
Electric Utilities 20.8%
[ Telecom 24.1%

’* Energy 8.3%

Natural Gas/Dist 77% —
Tech/Comm 6.0%

Natural Gas/Div.~ 19.5% ———
Pipelines 9.0%
Capital Goods 0.8%

FUNDAMENTAL
CHARACTERISTICS

Yield 2.3%
ProjDividend Growth 6.1%
PayoutRatio 37.3%
Market Cap $28.2 Bil
Price/Book 31
P/E Ratio 185
S&P Rating BBB+
Beta* 0.59
R-Squared* 041
Standard Deviation 14.0

*Relative to S&P500, 3/31/97-3/31/07




DISTRIBUTION/MERGING UTILITIES QUARTER REVIEW

Annualized Net of Fee Returns

as of March 31, 2007
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*Preliminary Returns.

Included are all unrestricted portfolios
that have been managed for one full
quarter. As of 3/31/07: 224 accounts,
representing 94% of total assets man-
aged in the strategy with a dispersion
of 0.19. Inception: 1/99.

L ast quarter we suggested that this

portfolio waslarded with good values (relative
to private market values as demonstrated by
numerousdedl s) and many interesting recovery
storieswhich had been unfolding ashoped. But
wethought aswell that “ some correction should
not be unexpected,” after last year’s rather
spectacular gains. Indeed, there was a
correctionthat lasted oh....severa days... and
the portfolio went on to deliver another solid
quarter. In part, at least, we saw at slightly
reduced pricesthe quick emergenceof abuying
constituency composed of private equity,
acquisitive utilities, and dividend-seeking
investorsof dl kinds.

No doubt the proposed dedl for TXU was
astimulus, reminding investorsgenerally that
utility infrastructureassetsareprized intoday’s
world—and there are plenty of would-be
acquirers. Interestingly, therepedl of the Public
Utility Holding Company Act hasmade deals
such asthe TXU situation possible—anyone,
utility, hedgefund or oil company, can makean
attempt at atakeover today. At the sametime
we' ve seen akind of balkanization of thelocal
regulatory regimes, asregulators have become
more territorial and assertive in an apparent
effort to defend their turf against greater
powers granted to the Federal Energy
Regulatory Commission. Thusearlier dedsfor
Public Service (New Jersey) and Congtellation
Energy (Maryland) were either rejected by
local regulators or subjected to such onerous
termsthat thewould beacquirerswalked away.
This has not been the case for smaller deals
and deals that don’t involve generation,
however, and thelower capitaizationsizesare
whereour portfolio remainsfocused.

PORTFOLIO HIGHLIGHTS

Theleadersin our portfolio this past quarter
wered| recovery situationswhose storieshave
“cometrue” or are in the process of coming
true as real-time developments emerge.
Dynegy (up 28%) didn’t providethe happiest
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earningsreport in our group, but the company
hasregained solid footing and by thetimeyou
read this should have approved a
transformational transactionin purchasingLS
Power, animportant independent generator. We
like generation at least asmuch asdistribution
now. That wasn't the case when we started
thisportfolioin 1998, amidst asurplusof power
plants being built with funny money. But now
that surplusispast history, and new generation
isneeded eveninregionsthat wereformerly
well supplied.

Transmission (over longer distances, to
distribution areas) has also become a more
prominent element inthe utility val uation mix,
and is likely to become a very important
contributor to utility growthin theyears ahead.
Inanutshell, theentiretransmissiongridinthe
USneedsto berepaired, rebuilt, and upgraded.
Andtheseinvestmentsreceiveattractiverates
of return oninvestment from the FERC, which
isthe regulator of last resort for the grid and
interstate activitiesgeneraly. It wasno surprise,
then, that ITC Holdings made an offer for
transmission assets owned by our Alliant
Energy (up 19%), but the pricewas surprisingly
high. Alliant dsosolditslllinoiselectricand gas
distribution businesses, aswell asNew Zedland
interests, altogether gathering up asignificant
cash infusion, completing a back-to-basics
program that may make it attractive to an
acquirer seeking what isbasically now plain
vanillalocal monopoly utility.
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Third among the turnaround storieswas
Northeast Utilities(up 17%). Investorsfocused
only on current asset value and past earnings
history missed the special sauceinthisone—
regulators had approved plansfor over $4.9
billioninregulated investment, almost half for
new grid projects, for which the company
receives an attractive and guaranteed rate
of return on its investment. Now the
prospectsfor thisbuilt-in growth are being
built-in to the stock.

Among other contributors, American
Electric Power isanother company withample
grid opportunities ahead, Enbridge Energy
Management isarecovering MLP story that
could well be consolidated inanincreasingly
competitiveindustry group, Edison Internationa
beat earnings expectations by morethan 20%
and raised its dividend 7.4%, Questar found
that there is even more gas than previously
thought in the Pinedale, Southern Union is
taking stepsto enhance sharehol der value after
being prodded by activist hedge fund Sandell
Asset Management (many hedge funds have
become the common shareholders new best
friend), DPL reported excellent earningsand
the sale of aplant to American Electric Power,
SierraPacific settled thelast of itsEnron-era
caseswith anewly amenableregulator—this
turnaround isjust about done and we expect
the company to begin paying dividendsagain
thisyear. NiSource had a decent quarter, but
our real enthusiasm here is for their
restructuring announcement, which should be
forthcoming thisquarter. CM Ssold additional
assets, continuing its process of reversion to
lifeasaplainvanillael ectric company.

We bought Alltel, a stock we've held
before. There's not much left to acquire in
domestic telecom, and AT is a reasonably
priced candidate which fitsthe theme of this
portfolio quitewell. Webought Dukein order
to get Spectra—its gas operations—whichwe
think hasgreet potentid . Transaction activity has
been strong in foreign telecoms, so we added
small positions in Turkcell and Hutchinson

__________________________________________________________________________________hi

Telecom to participate. Stocks sold Scottish
Power (an essentialy donededl), Southwest Gas
(fully vaelued) and Nicor (fully val ued).

LOOKING FORWARD

As one of the best performing groups since
bottoming in 2002, utilities have been
rediscovered as areliable source of earnings
and dividends by investors seeking bothin a
world of greater-than-usual uncertainties.
Ironically, many companies have found
sustainable pathwaysto growth after theturn
of the century meltdown among many that were
seeking growth to excess. Thosethat haven’'t
will continue to be bought by others, aswell-
run companies seek to enhance profitability
through scale. Next upinthisevolutionisthe
reconstruction of the nationa grid, andthisis
an area in which many previously slower-
growth utilities can develop and shine. In
conjunction with the growing need for new
power plants as well as the quest for non-
polluting energy sources, a roadmap which
justifies seemingly high current prices has
evolved. Indeed, some observers have
suggested that new infrastructure expenditures
(which create both regul ated and unregul ated
returns on investment) over the next twenty
years may equal the entire current market
capitaizationof all U.S. investor-owned utilities.
So there's rather more than meets an eye
biased to see the group asit existed decades
ago. Nevertheless, our earlier cautions
regarding atransient pausein stock prices—
which we would perceive as a buying
opportunity in the absence of changed
circumstances—till obtain.

DISTRIBUTION / MERGING UTILITIES

Annual ADV Update

If you would like a copy of our current ADV Part I,
please contact Marilyn at:
(845) 679-9166 or marilyn@mhinvest.com.

The ADV will be mailed to you, free of charge.

Telecom 9.5%
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’7 Pipelines 7.4%

Nat Gas/Diver ~ 16.8% ——
Electric Utilities  53.0%
Cash 3.1%

FUNDAMENTAL
CHARACTERISTICS

Yield 2.8%
ProjDividend Growth 5.4%

PayoutRatio 49%

Market Cap $8.5 Bil
Price/Book 22
P/ERatio 18.1
S&P Rating BBB+
Beta* 036
R-Squared* 0.15
Standard Deviation 13.0

*Relative to S&P 500,
12/31/98-3/31/07




Question:
You want to retire this year,
and spend $200,000
from investments each year (in today’s dollars)

to support your lifestyle.
How much will you need

to withdraw annually

35 years from now

if inflation averages 4%?

Answer:
Approximately $800,000.
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