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THE STRATEGIES

BETTER THAN BONDS/INCOME

Afixed income alternative/equity

income approach utilizing reliable
dividend growth companies from across
the broad market. Stocks are conservative,
high quality, high yield,and are projected
to have arising stream of income.

BETTER THAN BONDS / UTILITIES

A conservative, socially responsible
strategy offering growth and

income for total return investors

by focusing on opportunities in

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

DISTRIBUTION / EMERGING UTILITIES

An opportunistic portfolio focusing on
companies that are likely to be acquired
during an era of utility consolidation and
convergence, as well as companies poised
to benefit from deregulation.

THE SBI PORTFOLIO

Based on the strategy detailed in
Lowell Miller’s book, “The Single Best
Investment,” the SBI Porfolio combines
value analysis with stable, moderate
growth prospects from all sectors.
The portfolio emphasizes companies
with reliable dividend growth as well
as strong fundamental characteristics.

ALPHA-BASED STRATEGY

An aggressive strategy focusing on small
and micro-cap stocks using both value and
momentum analysis. Seeks high returns
and protects against high volatility with
strategic use of cash.
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MARKET OVERVIEW

H ereweare, haf way through 2001, and thereisno orchestral sounditrack,

no all-knowing computer named HAL running our ship, no crew of handsome
and perfect astronauts cruising silently through deep space. Something’swrong
with this script! Investors are at a bit of aloss (even Wall Street’s vaunted
investment Strategistsare showing abrasionsof theskull precipitated by excessive
head-scratching), wading in what seemto be unfamiliar waters. This, wewill
beabletotell our grandchildren (and their children’schildrenif all the promised
miraclesfrom genomicsshould cometo pass), iswhat it feelsliketo be onthe
backside of abubble.

Wethink it’simpossibleto overestimate what the effect of the awesome
declinesintheNASDAQ hasbeen oninvestors. Frankly, if youtold investorsin
theseracier issuesthat they might be subject to declines of 50% and moreina
year, not just on one stock but acrossan entire portfolio, wethink there might
havebeenfar fewer volunteerswilling to goto battleinthefirst place. A number
of studies have confirmed this—the averageinvestor would rather sell than buy
when hisor her portfolio hasdeclined by 25%. But, despite agood bouncefor
the quarter, things have become so bad for four-letter stock investorsthat they
simply don’t know what to do.

From September of |ast year through April of thisyear, investors apparently
thought therewas somekind of aberrance at work, for the various contrarian
sentiment indicators remained at bearish levels—meaning that investors
continued to display confidence and opti mism—throughout the decline. Asyou
know, our favoriteinthisareaisthe openinterest figuresfor index putsand
calls. Asopposed to put/call volume numbers, openinterest providesakind
of inferenceregarding theviewsof morecommitted traders, Since openinterest
represents the positions that remain open, or in force, after the dust of each
day’strading has settled. Meanwhile, sincethese positionsareleveraged options
and an extremeform of participation in the equity markets, we presume that
this set of participants exhibits agreater intensity of fear and greed than the
typical un-margined equity schlub. Sentiment readingsfrom this sector, then,
areinour view far moretelling than the aggregate of well-dressed strategists
parading on CNBC—thoughwedon'tignorethe“talking heads’ consensusas
acontrary indicator. We' ve continued to study theindex put/call relationships
over theyears, and have recently finished another big push in the subject.

It'sapositivefor theoverall market when open interest in putsoutweighs
openinterestincalls. It'sanegative when tradersare holding more callsthan
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“..whenitcomestothe
broad market of real
companieswithreal
earnings and a proven
long-termroleinthe
economy, we suggest
thatsentimentindicators
have improved
substantially...”

SELECTED INDICES
20 Qtr'0l 12 Mo
S&P 500 6.63 (14.20)

EquityInc 412 713

UtilFund  (251) (5.48)
DJUA (5.03) 2097
LB Treas (176) 9.76
LBGC 030 1113
S&P 400 1316 887
ValueLine 831 (1.94)
Rus 2000 1613 220
Rus 2000Val 11.70 30.87

S&P 500 = Standard & Poor’s Index

Equity Inc = Ave Equity Income Fund
(Lipper)

Util Fund = Ave Utility Fund (Morning Star)

DJUA = Dow Jones Utilities Ave

LB TREAS = Lehman Long Treasury

LBGC = Lehman Bros. Gov/Credit Bonds

S&P 400 - S&P Mid Cap Index

Val Line - Value Line Price Index

Rus 2000 = Russell 2000

Rus 2000 Val = Russell 2000 Value Index

puts. When callsare popul ar, complacency and
optimismrule. Presumably, thoseinterested in
buying have aready bought and are smply
awaiting the arrival of “greater fools.” When
interestin putsisstrong, the*wall of worry” that
every bull market (savethetechmarket in 1999
andfirst quarter 2000) must climbisinplace.

In 1987, for example, index open interest
in puts far outweighed that in calls up until
August. Suddenly, then, everyone wanted to
buy callsand getinonthisrising dirigible—
eventhough market breadthwasshrinking daily.
The crash arrived like agiant gong, and put
openinterest subsequently dominated call open
interest for severa years; al the while the
market moved higher, helped by acongenial
Federal Reserve, trending up against thefear
implied by dominant interest in puts. Theimage
of the crash remained strong in the minds of
investors, thefear of it, thetangibleknowledge
of “what could gowrong.”

Thisdidn't really happen during the 15-
month old NASDAQ bear market (we refer
to the OTC stocks here because they have
been the leaders by far on the downside, but
thereare plenty of tech stocks populating the
larger indicesaswell, and the S& P 500 or the
Dow Jones Industrials have hardly been
paragonsof profit during thisperiod.) All through
thedeclineinvestorswere apparently confident
of arebound, for at no time did the put open
interest outweigh thecall openinterest—amost
unusud string of readings.

Even now, the optionsopeninterest onthe
QQQ, or NASDAQ 100, remainstiltedinfavor
of cdls. Inour way of looking a theworld, this
means that while the index may always be
subject to short-termrallies, araly of useful
magnitude is not in the cards for the most
aggressive areas of the market. We don’t
believethat sustainablerallies occur without a
backdrop of fear or skepticism asreflected in
the index open interest positions. Without
substantial improvement here, investorsinthe

famoustech and new economy nameswould
appear to face disappointment.

The newsis different when it comesto
theRussdll 2000. Althoughtradingislessactive
in these options, making the data
commensurately less reliable, puts have
dominated the openinterestinthe RUT.X all
year and they still do, so wewould anticipate
further solid performancefromthesmall stocks,
though so many have done so well that there
arezonesinwhich ayellow valuationflagis
beginningtorise.

Thebest newscomesfromthemainstream
indices. The S&P 500, the Dow Jones
Industrials, and the S& P 100, have all made
greet stridesin thelast couple of monthsfrom
the standpoint of the option open interest
indicators. We' refinally getting somefear in
the broad market! Indeed, there are, as we
write, more puts than calls open on all three
indices. The numbersare not huge and do not
imply any kind of aclimax bottom, but at least
theair hascleared. Sentiment seenthroughthis
looking glass is not so great as to compel a
rally, but no longer so bad as to inhibit or
suppressone, either.

A missing piece hasdefinitely been added
to the puzzle. For investorsinterested in the
larger equity picture (and not just the headline
stocks), as we are, there are now several
positivestrawsinthewind. Last timewe pointed
out thedeclinesof 1962, 1974, 1982, 1991, and
1998, and noted that they werethetimesto be
abuyer, not asdller, however scary thosetimes
might have been. Still, most investorswould
chafeat thenotion of smply and naively buying
because the markets are down.

In that case, when it comesto the broad
market of real companieswith real earnings
and aproven long-term rolein the economy,
we suggest that sentiment indicators have
improved subgtantialy (thoughthey doill leave
something to be desired), valuations for the

continued on page 7
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-I_helargecap utility indicessuch astheDow
JonesUtilitieshad adifficult timethisquarter, as
Californiaissues continued to swirl about the
sector and aretracement of gas prices affected
the pipeline companies. But, ashistorically has
been the case with our portfolio, we declined
only about half as much asthe average. We'd
thought the quarter would be a bit brighter,
especidly inview of declining interest rates, and,
indeed, we posted quite solid positiveresultsup
until June. But the combination of large-cap
problemsand asurprisingly quick correctionin
gaspricing set abad tonefor thefinal month of
the quarter dragging down results. Indeed, the
majority of our stocks were flat or up; afew
heavyweights saw selling that wastoo muchto
overcome, and we wound up with a second
consecutive quarterly negativereturn—only the
third time this has happened in ten years. The
positive factors that have been driving our
portfoliofor the past fiveyearsremainin place,
however; the selling some of our stockssaw in
Junewas apeculiarity of the marketplace and
hardly warranted by continuing strong
fundamentals.

CALIFORNIA REDUX

There are forty-nine other states, and none of
them have experienced the troubles of the
“golden” state, but utility investors continueto
be entranced by the goings on in that den of
political maneuvering. Most of the mediahave
assigned journaiststothe“case,” thusinsuring
that asmuch misinformation aspossiblewill be
disseminated aswidely aspossible.

By the end of thefirst quarter, California
consumersfound that they had to pay up for their
energy, demoting them to plebian statusalong
with therest of us. But thecrisiswas severe: it
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increasingly becameclear that al of the parties
would have to kick in something toward the
solution. Consumers had their ratesraised and
the state’ stwo magjor utilitiesentered bankruptcy
or the next worse thing. What about those
evildoers, the generators? Though the Federal
Energy Regulatory Commission had previously
exonerated the variousindependent generating
companies from any legal wrongdoing, an
adminigtrativelaw judge hastaken over thecase
and appears, as of thiswriting, to favor some
kind of settlement from the generating
companies. Aswe write, all the parties have
convened in Washington to attempt asettlement.
Whileno one can know exactly how dl thiswill
fdl out, initia noisesmakeit clear that Cdifornia
will not get the ninebillion dollarsit hopesfor,
nor will the generators walk off without a
haircut. Duke Power, among others, hasa ready
indicated that 10% of their charges were
attributable to a premium for credit risk, and
that they would refund that much if they were
paid. Sowe can reasonably assumethat at least
10%, or ninehundred million, will begoing back
to the state. In the absence of proof of
manipulation, itisdifficult to seethat number
going much higher, especially sincetheworld
will clearly be different going forward.
Cdiforniahaslockedin much of itsfuture needs
through long-term contracts (you can bet they
will try to re-open these down theroad when it
looks like they paid too much relative to the
future spot price). Current prices are aready
down by one-half to two-thirds since January.
And the number of plants nearing completion
and/or substantialy devel opedindicatesthat the
state'selectricity needswill bein balance some
timein 2002. Four thousand megawatts have
just come on line—the first new plant in
Cadliforniain 13 years. Further, though many

“There are forty-nine
other states, and none of
them have experienced
the troubles of the
‘golden’state, but utility
investors continue to be
entranced by the goings
oninthatden of political
maneuvering.”

Quarter Composite Net of Fees*
(3.89)%
(5.03)%
0.30%
(2.51)%

BTB/Util (Preliminary)
DJUA (total return)*
LBGC*

Ave Util Fund*

12 Month Composite Net of Fees*
10.03%
20.97%
11.13%
(5.48)%

BTB/Util (Preliminary)
DJUA (total return)*
LBGC*

Ave Util Fund*

5 Year Composite Net of Fees*
BTB/Util (Preliminary)
DJUA (total return)*
LBGC*

Ave Util Fund*

14.69%
14.86%

7.38%
11.81%

*See Performance Disclosure on
page7.




Water Utility 4.9%
Natural Gas/Divers ~ 15.7%

—— Natural Gas/Dist. 14.6%

| - Electric Utiliies 30.4%

Energy/Oil

|
18% —
Cash 3.9%

Tech/Commun 2.8%

Telecom Services  20.7%

Pipelines 5.2%

UTILITIES PORTFOLIO
CHARACTERISTICS

Beta* 043
Dividend Payout 52.96%
Sharpe Ratio 073
Projected Dividend Growth  4.55%
Treynor Ratio* 21.76
Current Yield 3.6%

Annualized STD 1277

Market Cap (MDN) $4.9BIil
Price/Book 219
Quality (Equity Rating) B++
P/E Ratio (MDN) 14.96

*Relative to S&P500, 6/30/96-6/30/01

believed it would never happen, the state's
resdentsareactudly successfully consarvingenergy.
During pesk periods, thesavingshavebeenashigh
as 12%. Amazing whet tolerating alittlelessair
conditioningwill do! So, theheedlinescontinue, but
theproblem, dbatwiththepotentid of afew sresses
thissummer, isbes caly dready solved.

In addition, the key independent
generating companieswhich havebeendriving
down the DJU only have portions of their
business in California. In some cases the
percentage of revenuesisrather small. Still,
they are being treated in the marketplace as
though their entire businesswasin servicing
Cdiforniaand their key issueisin appeasing
Governor Gray Davis (Gray isthe color just
before ablackout). Not. And, we might add,
we have no doubt that these companieshave
built plantsto operatelong-termin California
under normal conditionsand at normal prices,
rather than asthe marauding gypsieswho will
pitch a plant wherever there's a shortage, as
they’ ve been portrayed by some.

PORTFOLIO HIGHLIGHTS

We have only about 20% of pure electric
companiesin our portfolio, and only 2.5% of
independent generation, soweneed to look at
other factors besidesthe poor tone set by the
generators.

The second factor weighing on our stocks
thisquarter wasthedeclinein natural gasprices.
TheApril-May softnesswasto be expected, as
thisisashoulder seesonfor gas, withlittlepressure
intheway of heating or air conditioning needs.
Thetall of the winter was unseasonably warm
for heeting, and then Junewas unseasonably cool
comparedtolast year, requiring lesselectricity
for air conditioning, and injections of gasinto
storageweresuddenly ontherise.

Inour opinion, itisthetradersthat need
aninjection. Whileit'struethat thereismore
gasrdativeto demand than therewas|ast year,

storagefacilitiesarestill lessthan half full and
gill well below the historic average. Meanwhile,
thissummer, with practically every week that
passes, anew gas-fired electric plant will open
itsdoors. Ohyes, that new 4,000 megawattsin
Cdlifornia? Gasfired. Meanwhile, thoughrigs
have been working overtime in the Gulf of
Mexico and elsewhere, and there are 50%
morerigsworking thantherewerethreeyears
ago, actual gas production hashardly budged.
[t'sup 1 or 2% by most estimates.

Recently one analyst has suggested that
only half thedectric plantsnow onthedrawing
boardsnationally will get built, dueto alack of
sufficient natural gas as fuel. Whether he's
wrong and more gas-burning plantsare built
than he expects, or he's right and plant
construction slowsto create more coal plants
because there’s not enough gas, the case for
firmandrising gaspricesiscertainly supported.
Further, even if some plans change and coal
plants replace some scheduled gas plants, the
same time frame for coal plant construction
will (finally!) see the emergence of fuel cell
applications—and the most probablefuel for
theseisgasand liquefied gas.

Meanwhile, our gas-related stocks, which
dragged the portfolio down for thefirst time
sincethe summer of 1998, are moreinvolved
in transportation of gasthan gaspricing. It's
truethat over the yearswe have moved from
avolume-only relationship to the gasindustry
toward asignificant element of exploration and
production in our stocks, but the essence of
our companiesisdtill intrangportation. El Paso,
Williams, Enron, NiSource, MDU, K eyspan—
these all own some production, but would be
well worth current prices if one valued the
production at zero. Questar has potentially
enormous production for acompany itssize,
and herethe company, at 11 timesnext year’s
earnings, is clearly being valued without its
sizable“ growth kicker.”

Onthebrighter side, our telecommunica-
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tionsstocks appear to be emerging from abot-
tom, and actually aided returnsthisperiod, for
thefirst timein morethan ayear.

We continueto seethetelecomm war as
basi cally won by the asset, customer, and cash-
rich Baby Bells, and we' ve begun increasing
our weighting inthisarea, doublingup on SBC
Communications. Whilethisonedidn’t help
during the quarter, the portfolio was led by
double-digit gainsin ALLTEL and Telephone
& Data, with Verizon not far behind. Weexpect
earningsgrowth for the solid phone companies
to exceed that of the broad market for at least
the next two years, yet they are substantially
cheaper than the market by nearly every
measure. As time goes by, we think the
survivorsamong the new telecom competitors
will stand muchtaller amidst therubbleof failed
hopefuls, and these, too, will find new buyers
inthe equity markets.

LOOKING FORWARD

We can't say that the current moment is as
perfect a buying opportunity asit waswhen
we pounded thetablein June of 1994 or again
inJanuary of 2000, but thisisnow anextremely
attractive configurationfor our portfolio. Stocks
like Enron and El Paso Energy and Williams
have rarely been cheaper based on current
valuations, yet their prospectsremain, in our
view, asbright asever. Our distribution utilities
havebeen ddivering earningsand dividendslike
clockwork and some, like ATG Resources
(formerly AtlantaGasLight) havebegunto add
growth elements to their stable returns.
Consolidationislikely to re-emergefor these
distributors soon, especialy should the Public
Utility Holding Company Act be repealed,
whichisadistinct possibility thisyear. And
telecom is ready to help us once again. The
portfolio hasno excessinit, yet the underlying
fundamentals of the component companies
have shown continued progress in recent
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guarters. No more “rest” is needed. As the
tone of the DJU improves from the gradual
resolution of California’s problems, the
dampening factor inthe picturewill belifted,
and the stocks in our portfolio are priced to
movesignificantly.

P.S. There’'s an underlying anxiety
throughout the land, especially on the West
Coadt, that our energy costswill riseandrise,
an anxiety not unlike the way peopletend to
feel about an incipient epidemic of disease.
While we have noted for years that de-
regulaionwasunlikey to bring about significant
savings for consumers (though successful
deregulation in Pennsylvania actually has
produced some pricereductions), wereiterate
thenaotionthat thefever induced by Cdifornia's
problems has already broken. Further, US
consumers should take solace from the fact
that nowhereintheworld except inthe Arab
oil producing countriesisthetotal energy cost
for ahousehold cheaper thaninthe US. Indeed,
many developed countries show a total
household energy cost that isamultiple of our
domestic averages. At timeslikethisit’snot
aways easy to remember that one of the
strengths of the US economy is its
comparatively bargain-priced energy and
electricity supply. []
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“We can't say that the
current moment is as
perfect abuying
opportunity as it was
when we pounded the
tableinJune 0f1994 or
againinJanuary of 2000,
but thisis now an
extremely attractive
configuration forour

portfolio.”
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DISTRIBUTION / EMERGING UTILITIES QUARTER REVIEW

“..indeed, overthelong
term there may be a
directfunctional
correlation between
the boredom of an
investmentand its
absolute as well as its
risk-adjusted return.”

Quarter Composite Net of Fees*
Distribution (Preliminary) (1.53)%

DJUA (total return)* (5.03)%

12 Month Composite Net of Fees*
Distribution (Preliminary) 21.22%
DJUA (total return)* 20.97%

2 Year Composite Net of Fees*
Distribution (Preliminary) 19.78%
DJUA (total return)* 10.46%

*See Performance Disclosure on
page7.

\/\/e oftenliketo sing the praises of the

profitsthat inuretoinvestmentsthat areboring:
indeed, over thelong termtheremay beadirect
functiona correlation between the boredom of
an investment and its absolute as well asits
risk-adjusted return. But thisquarter verged on
theridiculous, astherewaslittle price change
and just as little news. Actualy, thisis no
problem for us as managers, but it doesmake
for extrastresswhen the time comesto report
onall that didn’t happen.

PORTFOLIO HIGHLIGHTS

Thebiggest newshighlight for thequarter was
theresolution of variousissuesthat havegiven
the shakes to FirstEnergy’s takeover of our
substantial holding in GPU. GPU had been
caught in a mini-version of California’s
problems as provider-of-last-resort in
Pennsylvania, sustaining temporary losses
unforseen by the company or regulators as
customersmigrated back to the company from
“choice’ providerswhenloca pricesroseabove
the default offer provided by GPU. An
adminidrativelaw judgebasicdly ruledinfavor
of thecompany ondl counts, and theregulators
subsequently affirmed hisopinion, removing a
potential cloud that FrstEnergy might haveused
to nullify the merger. At the same time
Pennsylvaniaregul ators approved the merger,
making it essentially adone deal pending the
approval of New Jersey, which doesnot seem
aproblem. The course of truelove never does
run smooth, though, and the stock, now at about
36, has sold below 29 in two separate slides
based on merger fears since we entered our
position less than a year ago. At this point,
however, it looks to be a better deal than
expected (reward for tsouris!), as the
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subsequent risein FE' spricemakes GPU worth
over $40inthe current market, versus $36.50
intheoriginal deal guarantee. Meanwhile, the
company has continued to pay adividend of
over 7% based on cost.

We boosted our holdings in Southwest
Gas. Here'sastock that had two offerson the
tableat over $30 within the past year, though
the stock sellsat under $24 as of thiswriting.
Oneok and Southern Union got into acatfight
bidding for SWX, resultinginlawsuitsand a
rejection of al offers by the local regulators
(“1f you can't play nicewe' renot goingto let
youplay atdl...”). Now thelega wranglingis
winding down (Southwest has not been found
a faultinany way) andit will soon betimefor
awell-behaved suitor to make hisappearance.
Meanwhile, the company isdoing well in one
of the greatest demographic areas in the
country, and couldn’t bean “easier” holding.

Energy East, which is just about the
cheapest stock in the utility universe—and for
no good reason, in our view—I| ed the portfolio
with a 20% gain. Southwest Gas was next,
curteoudy rising 14% after our addition. Others
that hel ped the portfolioincluded NSTAR, New
Jersey Resources, PeoplesEnergy, Atmos, and
American Water; but thedistribution of returns
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was narrow, with most positive stocksin the
singledigits. It wassimilar on thedownside,
with those that hurt us not really hurting by
much. Stocks connected to gas pricing through
E& P subsidiarieswasthetheme here, though,
aswepoint outinthe BTB/Utilitiessummary,
any softness in gas pricing is likely to be
temporary. Our very small position in
telephones was negative as well, but these
stocks appear to be in an increasingly clear
bottoming process.

LOOKING FORWARD

Why the pause? Especially inview of declining
interest rates, which maketransactionseasier,
thedowdown in activity isapoint of concern.
Without doubt, wearewitnessing abasictrend
toward convergence and consolidationinthe
utilitiesindustry, and, we suspect, thispausein
activity is attributable to decisions by
participantsto await clarity ontheregulatory
front. Thisisnot really about the FERC and
pricecaps, sncethedigtribution companiesare
not really affected in that area. More to the
point, we think is behind-the-scenes
maneuvering inanticipation of thereped of the
Public Utility Holding Company Act. PUHCA
makes it much harder for companies to
consolidate, and aworld without PUHCA is
going to beaworld of transactionsthat reaches
asymphonic level. Warren Buffett noted he
would put $10-15 billiontowork in utilitiesin
such aworld, and it would not be surprising to
see other non-industry players, likethemajor
oil companiesor mgjor digtributionretailerslike
Wal-Mart and Home Depot enter thefray. BJ
(Before Jeffords) the skids were very much
greased for repeal, including a19-1 vote in
favor in committee. Now there is a sudden
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silencewith regard to thebill, and we suspect
it may havefalleninto arole asabargaining
chip. It’slikely to be slow going until repeal,
but thisisanice portfolio inthemeantime, as
evidenced by it's4% (and rising) yield, and the
fact that it sustained only aminimal nick even
asthe Dow Jones Utilitiesdeclined morethan
5% for the quarter. The opening days of the
39 quarter have been strong, and wehopethat’s
anomen. [J

Overview continued from page 2

averagered company arenot high (thoughtech
vauationstill may be), theFedisdoingitslevel
best to make your portfolio rise, taxes are
coming down, energy prices have moderated,
theemployment pictureisno longer tight asa
guitar string, thereisplenty of excesscapacity,
no inflation, and your friends are no longer
bragging about their “easy-come, easy-go”
gains. Patiencewill surely be needed, and there
areuncertaintiesabout how amarket develops
on the “backside of a bubble,” but we till
believethat yearsfrom now thismoment will

appear, inretrogpect, asan excel lent opportunity
forinvestors. [

Performance Disclosure

Yield-Oriented Portfolios: Grossof fees performanceisbased on actual
results according to standards set forth by the Association for Invest-
ment Management and Research (AIMR). Miller/Howard Investments
hasprepared al performanceresults. AIMR wasnot involved in the prepa-
ration or reporting of these results. Net of fees performanceis calculated
by deducting aweighted average annual fee of 75 basis pointsfrom gross
of fees performance. A completelist of all thefirm’scompositesisavail-
able. Portfolios are matched across all accounts so that each client holds
substantially the same issues at the same weights. Portfolios are typi-
cally fully invested, and hold minimal cash although cash holdings may
fluctuate somewhat on a residual or transitional basis. No representa-
tion is made that future returns will approximate past results, and none
should be implied. Better Than Bondg/Utilities: Included in the results
areall portfoliosthat are unrestricted and that have been managed for at least
onefull quarter. Number of accountsin the composite asof 6/30/01 was246,
which represents 91% of total assetsmanaged in thisstrategy withameasure
of dispersion of 0.27. Inception of the composite was September of 1991.
Distribution: Included in theresultsareall portfoliosthat are unrestricted
and that have been managed for at |east onefull quarter. Number of accounts
in composite as of 6/30/01 was 20, which represents 98% of total assets
managed in this strategy with ameasure of dispersion of .13. Inception of
the Distribution composite was December of 1998.

Natural Gas/Divers ~ 5.6%

Water Utility 6.3%
Electric Utility 45.1%

Natural Gas/Dist 35.0%
Cash 50% ——
3.0%

Telecom Services

FUNDAMENTAL
CHARACTERISTICS

Yield 4.0%
Proj Div Gro 3.73%
PayoutRatio 69.38%
Market Cap (MDN) $1.9 Bil
Price/Book 162
P/ERatio 1513
Quality (Equity Rating) B++
Beta* 0.08
*Relative to S&P 500,

6/30/99-6/30/01




BTB/I QUARTER REVIEW

“Most investors

are focused onthe
15-month bear market
intechnology and
related stocks, ignoring
the fact that we are
only just now emerging
from a severe bear
market in value and
yield stocks.”

Quarter Composite Net of Fees*
4.09%
0.30%

(1.76)%

BTB/Income (Preliminary)
LBGC
LB Long Treasury Index

12 Mo Composite Net of Fees*

BTB/Income (Preliminary) 20.34%
LBGC 11.13%
LB Long Treasury Index 9.76%

2Year Composite Net of Fees*

8.38%
7.67%
8.21%

BTB/Income (Preliminary)
LBGC
LB Long Treasury Index

*See Performance Disclosure on
page 9.

-I_hough theutility portion of our portfolio
somewhat dampened returns in June, the
quarter wassolid overdl, with performancethat
approached the large-cap stock indices and,
moreimportantly, outperformed all categories
of domestic bond funds. The increased
diversification we' ve been implementing over
the past year has, so far at least, helped the
portfolio remain buoyant inall kindsof market
conditions—including someof themoredifficult
markets most investors have ever seen.

PORTFOLIO HIGHLIGHTS

Gainsemerged from adifferent set of leaders
thisquarter. Topping thelist witha35% gain
wasDanaCorp., anitemthat’sbeen abit deepy
for a while, but which has been paying a
dividend of over 5% (eveninitssleep). DCN
isapretty fair exampleof the need to buy and/
or hold value stockswhen earningsaredifficult:
though auto sales are holding up better than
expected, they’re still off and so is Dana’'s
revenues. But investorsarenow buying theidea
of aconsumer recovery led by lower interest
rates, and havebid up the stock in anticipation.
Much the ssmemight be said of Genuine Parts,
which rose over 20% for the quarter, though
thisoneis far less dependent on auto sales,
since its parts business is really in the
aftermarket.

AmSouth, Lincoln National, and Union
Planters provided gains, as might be expected
inaperiod of declininginterest rates, but these
stocks are all takeover candidates as well.
Indeed, declininginterest ratesmakefinancia
companiesmoreattractive asacquisitions, and
we're on the lookout for more of thistypeto
add totheportfolio. Also among theleadersin
stockswe' ve held for awhile were Alliance
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Capital, Suburban Propane, Kinder Morgan
Energy Partners (a recent fixture on the
leader’slist), and Colonial Properties. We' ve
had to suck it up and tolerate some nasty
fluctuationstwicein GPU, asitstakeover by
FirstEnergy hastaken along and winding road,
but at thispoint all scemswell with the deal.
Indeed, with FirstEnergy’s price on therise,
it'snow conceivablethat we'll get something
morein the neighborhood of $40, rather than
the specified $36.50.

Some recent research work we' ve been
doing inthe REIT area pointed usto Boston
Properties, atrue best-in-classcompany which
had declined to almost unprecedentedly low
vauation levelsrdativetoitsassetsoninvestor
fearsof adowing economy. Thisswing of fear
provided an opportunity for usto enter one of
the premier namesin the REIT sector, and it
has generated about 10% in appreciationfrom
our initial purchase. Whilethe5.9%yieldisa
bitlow for aREIT, it's till higher than bond
yields, and will surely grow intheyearsahead.

Speaking of yield, we also added two
stockswith enormousyields. Typically, when
wefind issueswith enormousyieldswe aso
find abundant rot bel ow the surface and avoid
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them. But no matter how much we poke and
prod, wereally can't find the achillesheel of
these two issues. Enerplus is aroyalty trust
formed by one of Canada's leading energy
companies, withroyalty interestsin some 200
producing properties. Investor sentiment will
naturally bob these sharesup and downto some
extent based on the price of oil, but the assets
are real and debt is nonexistent. Nordic
American ownsmodern double-hulled tankers
which areleased for 6 yearsto BP Amoco at
a minimum |lease which covers the current
payout, but which could increase if general
tanker ratesincrease. At 30% debt, with aset
of assetswhose useful lifeisprobably onthe
order of 20 years, wethink it will be hard to
lose money on this stock which yields an
astonishing 25% at current prices. We're
suspicious of some numbersand sniffing for
thetrick we' vemissed, but we haven’t found
itsowe |l taketheincomeintheinterim.
Onefeatureof thisportfolio, whichmakes
ushappy asmanagers, isthat some of the best
ideas that arise are classic contrarian plays.
Thenewscouldn’t beworsefor Ford, whose
leading Explorer linewas aready aquestion
mark intermsof thedurakility of itscontribution
even before”Firestonegate” emerged. It1ooks
likeacompany introuble, ontheropes, inan
industry which currently exhibitsonly mediocre
vitality. But Ford'sdividendisamply covered,
itsvaluation isdeeply at the bottom of historic
metrics, low interest rates should help a
recovery intheauto market, and the bad news
isclearly out. Too, chancesare good that the
company has little or no culpability in the
Explorer’srollover scandal . We re betting that
the company is better off than investors are
givingit credit for right now, and we' Il get paid
about 5% whilewewait to seeif we'reright.
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BETTER THAN BONDS INCOME

We sold bitsand piecesaswell asafew
ripe positionsto pay for our new acquisitions,
including profits of more than 100% in
Washington Mutual and Kinder Morgan PEPs
securities andfarly smal lossesin REITsUnited
Dominionand Hospitality Properties, finishing
thequarter withminimal transitional cash.

LOOKING FORWARD

We vebeenviewingthisportfoliooptimigticaly
for quite sometime, and we continueto do so.
Theonedrag onthe portfolio thisquarter, from
gas-oriented utilities, should beresolved tothe
upside asthethird quarter progresses, and we
continue to find attractive candidates for
additiontotheportfolio from abroad variety of
market sectors. Most investorsarefocused on
the 15-month bear market in technology and
related stocks, ignoring the fact that we are
only just now emerging from a severe bear
market in value and yield stocks. These have
far to go to reach more traditional valuation
levels. The current yield on this portfoliois
approximately 7% —alevel at whichwecan
turn our attention moretoward additiond capita
appreciation. [J

Performance Disclosure

Better Than Bonds/Income: Included in the results are al portfolios
that are unrestricted and that have been managed for at least onefull quar-
ter. Thenumber of accountsin the composite as of 6/30/01 was 47, which
represents 65% of total assets managed in this strategy with ameasure of
dispersion of 0.39. Inception of the composite was May of 1997.

Alpha-Based Strategies: Net of fees performance is based on actual
resultsafter the deduction of management fees (weighted averagefee of
200 basis points). Included in the results are all Alpha-Based portfo-
lios that are unrestricted, including one non-fee paying portfolio, and
that have been managed for at least one full quarter. In addition, in
order to be included in the composite a new account has to be at least
80% invested and it should hold not more than 5% cash exceeding the
maximum cash held by any portfolio already in the composite, as of the
end of the preceding quarter. The number of accountsin the composite
as of 6/30/01 was 48, which represent 51% of total assets managed in
this strategy with a measure of dispersion of 0.88. Miller/Howard In-
vestments has prepared al performance results. Inception of the com-
posite was 3/31/97.

Cash 3.4%

Consumer Products ~ 5.5%

Natural Gas 19.3%

Industrial Serv/Mat ~ 5.4%
|7 Transport 2.3%
Financialllnsurance ~ 19.8% J

Electric Utility 16.5% ——
REITs 7.5%
Telecom 5.0%

15.3% —

Energy/Oil

FUNDAMENTAL
CHARACTERISTICS

Yield 7.0%
Proj DivGro 7.11%
PayoutRatio 71.31%
Market Cap (MDN) $39Bil
Price/Book 203
Beta* 045
P/ERatio**(MDN) 13.70
Quality (EquityRating)  B++

*Relative to S&P 500, 6/30/97-6/30/01
**REITs use P/FFO ratio rather than
P/E Ratio




SBI QUARTER REVIEW

“Flat’s no cause for
celebration, butit’s okay
when the majority of
categoriesremaininthe
red—the average equity
fund is down nearly 7%
for the year to date.”

Quarter Composite Net of Fees*
6.09%
8.31%

SBI (Preliminary)

Value Line Index

12 Month Composite Net of Fees*
(3.41)%
(1.94)%

SBI (Preliminary)

Value Line Index

2Year Composite Net of Fees*
1.33%
(7.34)%

SBI (Preliminary)

Value Line Index

*See Performance Disclosure on
page 11

Although the broad market at the index
level was strong for only four or five weeks,
the grudging return to normalcy continued.
Market breadth remained buoyant, and thetrend
of rising stocks outnumbering falling stocks
conti nued—though you’ d never know it from
theheadlineissues. Inthemidst of someof the
worst earningsreportsinyears, if not decades,
opportunities continue to arise. The quarter,
though quitevolatile, turned out pretty decent
numbers for most broad market indices with
the S&P 500 up over 6%, S&P Mid-Cap
up13%, and VaueLine up 8%. Our portfolios
tracked thisstrength, generating a6.09% return
net of feesfor the quarter and staying relatively
flat year-to-date. Flat’sno causefor celebration,
but it's okay when the majority of categories
remaininthered—theaverage equity fundis
down nearly 7% for the year to date.

PORTFOLIO HIGHLIGHTS

Wedidn’'t feel any urgency to make changesin
our group. Themgjority of our stocksperformed
well thisquarter, with positive returns spread
among a variety of sectors, ranging from
technology to financials, restaurants to
pharmaceuticals.

Oneof thefew recent additionswas Trigon
Hedlthcare, adomestic managed care company.
WEe vebeenlooking for acandidateinthisgroup
for quite some time, as the industry
characteristics have become more and more
appeding over time, even asinvestorshaveshied
away out of legislative anxiety. Trigon hasa
great consistent growth story combined with
conservative management, and a regionally
dominant and growing market share. TGH
tradesat asignificant discount tothe hedlth care
group and has a solid balance sheet, with
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approximately $650 millionin cash reserves
aboveregulatory requirementsin additionto
itsdebt ratio of 22%—whichisextraordinarily
low by industry standards. Considering all the
above characteristics, we wouldn’'t be
surprised to see Trigon asatakeover candidate
at somepoint. Inthemeantime, we' resigning
up to partner with the steady growth and
stability of thishealthcare service provider.
When it comes to the best performers,
Citrix was clearly amarket leader, up 65%.
Theworld is moving toward its application
server softwareand servicesthat offer “ digital
independence:” theability torunany gpplication
onany deviceover any connection. Whilewe
have to admit that we originally bought this
stock during the tech boom of the “last
century,” weremained confident initsability
to withstand market shakeouts. Positivenews
flow for the company throughout the quarter
culminated in a higher-than-expected sales
growth forecast early this June. The company
isseeing growth acrossall its product lines,
and enjoysastrong fundamentd postionwhich
will only be enhanced by upcoming versions
of Windows. We believethat thefuture here
continuesto bebright, asdemand for CTXS
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product kegpsgrowing, evenin atech recession.
Inaddition, even after itsrecent jump the stock
istrading at asignificant discount to its 10-year
median multiples, hasavery solid balance sheet
with adebt to total capital ratio of only 6% and
estimated earnings growth of over 25% in the
next few years.

Ceridian, now primarily trading under itsnew
name, Arbitron, wasour number two winner for
theperiod, returning closeto 37%inthreemonths.
Theturnaround of thisleading provider of third
party information services seems to be
progressing well following ahost of problems
encountered over thelast couple of years. The
company recently reiterated guidance for this
year and continues to improve performance
acrossdl divisons. Inaddition, thecompany sdes
forceisgrowing at arapid pace, whichinturn
should acceleraterevenue growthinthequarters
to come. However, theadvertising and marketing
industriesarein afunk just now, soweneedto
monitor this situation closely, especially with
profitsembedded in the position.

Darden Restaurants impressed investors
with excellent earnings and shares appreciated
closeto 18%for the period. Though higher now,
thestock wasprevioudy painfully chegp, and now
that al divisionsare showing gainsthere appears
substantial further upside. Management projects
15-20% annual growth, so the stock still sellsat
aP/E noticeably lower than itsgrowth rate.

In the pharmaceutical group, the primary
driver of performance wasWatson, up closeto
18% onthe back of asolid earningsreport. Also
inthissector Medtronic lagged, but its superior
financid scombined with severa upcoming FDA
pand hearingsand other expected catalystsshould
provide anice bouncein the coming months.

Our lossesthisquarter camefromtheutility
and telecom universe, including continuing
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favorites, Globa Crossing, AES Corporation
and Williams—the | atter acompany about
whichweravedlagt quarter. We' redtill raving
about thisone as a great value, and one of
these days the stock price will reflect our
view, we think. We remain confident that
natural gas price softness will eventually
return to its equilibrium and, in turn, push
current valuations back to their historical
levels. Globd Crossing carriesasmilar story.
Financial troubles surrounding Exodus
Communicationsand recent negative publicity
onthefiber glut cast a shadow of doubt on
the prospectsof thisleader inthefiber optic
communications space. |n spite of thenews,
fully-funded Global recently announced
completion of itsmainloop and keegpsmoving
along withacontinuousstream of largelong-
term contracts. Too, most casual observers
fail toredlizethat underseabroadband prices
have not really been declining to the same
extent asland-based broadband, and that new
competitionisunlikely dueto the costsand
technical difficulty of laying underseacable.
To wit, one of Global’s competitors, 360°
Communications, went bankrupt thisquarter
for lack of funding.

LOOKING FORWARD

Looking forward, we continue to seek
interesting opportunitiesthat will help us
keep a diversified portfolio with
representation in all sectors, emphasizing
stockswith consistent, sustainable growth
at moderate prices. [J

STRATEGY

Cash 6.3%

Consumer Products  6.0%

Utilities 10.5%
— Financial/lnsurance ~ 28.7%
’7 — Other 3.8%

Leisure 5.2%

=

Technology 11.6%
Indust Service/Mat  11.1%

Pharmaceutical/Med 13.0%
Retail 3.8% — —

FUNDAMENTAL
CHARACTERISTICS

Yield 1.2%
Proj DivGro 11.97%
Payout Ratio 19.06%
Market Cap (MDN) $8.4 Bil
Price/Book 4,01
P/ERatio(MDN) 20.38
Quality (Equity Rating) B++
Beta* 0.78
STD 17.62
*Relative to S&P 500

6/30/99-6/30/01

Performance Disclosure

SBI: Included in the results are al port-
folios that are unrestricted and that have
been managed for at least onefull quarter.
Number of accountsin the composite as
of 6/30/01 was 10, which represents
100% of total assets managed inthisstrat-
egy with a measure of dispersion of .33.
Inception of the SBI composite was Sep-
tember of 1998.



FUNDAMENTAL
CHARACTERISTICS

P/E Ratio 1813
Market Cap (MDN) $450 Mil

Price/Book 3.09
LT Growth Rate 23.02
Beta* 0.98
R-SQR* 0.37
Annualized STD 28.71
Alpha* 19.89
*Relative to S&P500,

6/30/97-6/30/01

Pharm/Medical 7.4%

Medical Supplies  5.1%
Energy/Oil 7.2%
— Cash 11.2%
— Consumer Products ~ 6.3%

12.6% J

15.4%
Financialllnsurance ~ 2.3%

Leisure

Retail

Indust. Service/Material 7.1%

Technology 25.4%

Quarter Composite Net of Fees*

8.12%
11.70%
16.13%

Alpha-Micro (Prelim)
Russell 2000 Value
Russell 2000

12 Month Composite Net of Fees*

Alpha-Micro (Prelim) 26.18%
Russell 2000 Value 30.87%
Russell 2000 2.20%

3 Year Composite Net of Fees*

19.44%
6.92%
5.84%

Alpha-Micro (Prelim)
Russell 2000 Value
Russell 2000

*See Disclosure on page 9
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QUARTER REVIEW ALPHA-BASED STRATEGY

S mall caps remain one of the few places
whereinvestors can consistently turn aprofit these
days, and our Alpha-Based portfolios are doing
the job, outperforming the Russell 2000 year-to-
date, and keeping up with stunningly good double-
digit gains by the small-cap index this quarter. It
isin the micro and small-cap zone of the world
where one can till find excellent values among
stocks that are growing with real earnings, and
the index results as well as our portfolio results
reflect this. For the trailing three years our returns
have more than tripled those of the index, so we
pass muster on the longer term as well.

PORTFOLIO HIGHLIGHTS

We suggested last time that the quarter waslikely
to be marked by quick ralliesand sudden declines,
and we'll hold on to that particular crystal ball,
since it seemed to have some clarity. In the face
of thisview weresolved to improve our execution,
booking profits when outsized gains appeared,
rather than holding on for the inevitable valleys.
Wewereableto sell BEI Technologieswithin
fractions of an overbought all-time high (with
about 100% profit in four months) prior to a
vicious profit-taking decline which knocked a
quick 40% off its price. We trimmed Monterey
Pasta way back, again near a new all-time high,
managing to avoid much of the damage from a
weak earnings report in the beginning of the 3
Quarter. We let a bad earnings report drive us out
of Wilson's Leather prior to a 25% decline in that
issue. We took partial profits in Christopher and
Banks and Chico’s prior to substantial further
declines. You get the picture. What we're most
pleased with this quarter is the success of a more
vigorous selling attitude. Interestingly, many of
these stocks will likely become purchase or
upwel ghting candidatesin the foreseeablefuture—
a much lower pricesthat this past quarter’s sales.
We dso trimmed Take-Two, but only back to
normal weight on arally. We continueto have high
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e Alpha-Based
Russell 2000
Russell Value

hopesfor thisone, astheinteractive entertainment
software industry will probably never have ayear
of greater potential than the upcoming twelve
months. Quiteafew new buyshel ped the portfolio
thistime, including Polymedica (bought in June,
provided a 30% gain), Sunrise Assisted Living,
and heavily weighted Steven Madden (adesigner
shoe company, up 20%).

On the downside, energy price weakness
hampered the portfolio’ sperformance, with notable
declinesin Mission Energy and Seitel. These have
kind of gotten away from us technicdly, but we
continue to think that some representation in the
energy sector isagood idea, and that these stocks
remain extraordinarly chesp values.

LOOKING FORWARD

Our focus is to keep the portfolio diversified—
we're in medical and health, retail, direct mail,
housing, energy, financia technology, computer
games, restaurants, utility construction, computer
displays, shoes, food production, and more. The
growth rate of our companies continues to run
well ahead of their P/E multiples. So we've got
plenty of candidates to continue this pattern of
diversification, and we' ve got the taste of blood
from successfully booking profits on sudden
flyupsin price. Assuming areasonably congenia
market environment, we're looking forward to
more of the same. [J
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