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THE STRATEGIES

BETTER THAN BONDS / UTILITIES

Abond alternative and moderate equity
approach focusing on opportunitiesin
the broad utilities sector: electric, gas,
telephone,sanitation and water.

A conservative socially responsible
strategy offering growth and income

for total return investors.

DISTRIBUTION/EMERGING UTILITIES

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

BETTER THAN BONDS/INCOME

Afixed income alternative which
utilizes reliable companies from
across the broad market. Stocks are
conservative, high quality, high yield,
and are projected to have arising
stream of income.

THE SBIPORTFOLIO

A mid-cap strategy combining value with
moderate growth that utilizes stable,
moderate growth stocks from all sectors
and emphasizes companies with strong
dividend growth as well as unique
fundamental characteristics. Based on the
strategy detailed in Lowell Miller’s book,
“The Single Best Investment.”
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MARKET OVERVIEW

Inour first and second quarter reportswe proposed hintsof areturnto amore
balanced environment, amore—dare we use the word—rational market, that
vision of yesteryear in which stocks are bought and sold based on their
demonstrated prospects and asset values. At the end of last quarter we
suggested that the* pictureremains mixed, yet stockswith good fundamentals
areconsistently finding buyersnow...” While one could hardly proposethat
thethird quarter manifested an investor return to sanity en masse, therewere
indeed continued signsof progressor healing. Unlessof courseyou' reinvolved
with thelimelight NASDA Q issues, which continueto exhibit the burpsand
bel ches and squeal sand daring-do of the nascent industriesthat characterize
thisarea

How can we betalking about “healing” and a“ morerational market” in
theface of negativeyear-to-date performancefrom al of the maor averages?
Quite simply, market breadth (the number of advancing versusthe number of
declining stocks) hasimproved quite noticeably, with aconsistently increasing
trend through most of the quarter and sincethe April/May lows. What isthe
meaning of this?

Withtherenewad of positive breadth indicatorsthere have been numerous
commentators emerging from behind their secret doorsto arguethat breadth
isn’tagood indicator of futuremarket direction. But these observersaredefining
amarket by movement inthe major indices, rather than by investor returns.
And investors, unlessthey arejust investing in the indices, survey abroad
panoramacof stocks before deciding on their choicesbased on, hopefully, rational
analysis. Breadth isnot an indicator, redlly, it isacondition which tellsyou
something about your opportunitiesasarationa investor. If conditionsare such
that five out of every ten stocks are rising, well, you've at least got half a
chancethat your choicewill be among the good ones. But if eighty percent of
stocksare stagnant or falling—no matter what theindices are doing—theraw
oddsof your choice'sstock pricefollowing itsfundamenta saregreatly reduced.

Indeed, now that the market has broadened out somewheat, eureka, active
managers are once again outperforming theindices. It israther morethan a
coincidence, we think, and active management was aslikely to outperform
indexing asnight follows day—onceinvestorsand their windy shepherdshad
decided to embrace indexing asthe cure-all for their frustration over seeing
dightly greener grassin the next yard for afew years.

continued on next page



“But if you view the
actual market, as
opposed to the indices,
opportunities abound
and results are
forthcoming.”

SELECTED INDICES
31 Qtro0 12Mo
S&P 500

-097 1328

EquityInc 570 853

Util Fund 740 2429
DJUA 3090 38091
LBTreas 278 979
LBGC 287 674
S&P 400 1215 4321
ValLine 294 053
Rus 2000 110 2334
Rus2000Val 734 15.36

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

But the character of those few years—
—from spring of 1998 to spring of 2000 should
not beforgotten. It wasauniqueand anomaous
periodinwhichliterally adozen stocksmade
investors feel like ignorant children as the
indicesgai ned steadily—without aconcomitant
rise in most investors asset values. Indeed,
many investors were perplexed to see their
returnsfall to zero and lessduring yearswhen
the S& P 500 rose over 20%. Thefew “power”
stocks had an incredible ability to move the
indiceshigher whilethe remaining companies
could not find a buyer no matter how much
businesssuccessthey offered. Thisdigunction
reached afever pitch during thewinter of 2000
asmany NASDAQ stocksdoubled and tripled
and morein afew months. Then, at theend of
the first quarter the bubble burst, and that
concert was ove.

Weand otherspointed out all during this
period, probably sounding as though we
protested tooloudly, thet, infact, whilethe S& P
500 wasrising themajority of stockswereina
severe bear market. There's no need to trot
out the statistics: stocksin general camedown
toward theend of the second quarter of 1998,
and with rare exceptions, they did not come
back. That iswhy the equal-weighted Value
LineIndex of 1700 major stocks has done so
poorly for severa years. There hasbeen abear
market afoot, though it never madethe cover
of Time.

Atlonglast, investors should have some
cause for rgjoicing. There has been evident
buying of sufficient duration toimply, in our
view, that a wide swathe of stocks have
reached rock bottom and are finding willing
buyers, New Economy enticements
notwithstanding. The hidden bear market that
affected themajority of stocks, appearsover.

At aminimum, some semblance of rationality
isreturning to stock pricing.

Because of the drawn-out quality of the
previousre ection of classic fundamentalsby
investors, it will take many quarters before
pricesreturn to anything like“fair,” or, if not
that, at least to historic norms. Why should
investorsconsider regjoicing?If welook away
from the tech-heavy indices, stocks are not
expensive, and their support inthe market is
becoming more apparent. Wedon't think itis
too radical to suggest that we are beyond the
bottom of the previous broad-market bearish
period. That being the case, who would not
rejoice in being able to buy stocks after the
end of an extended bear market?

Our portfolios are acase in point. Each
of our strategiesprovided double-digit gains(or
nearly s0) thisquarter and year-to-date, despite
negative performance of the popular indices.
If youlook at theindicesinisolation, themarket
looksandfeelsugly. But if you view the actual
market, asopposed to theindices, opportunities
abound and resultsareforthcoming. Onemight
ask: just what are the indices indicative of?
But that issurely atopic for another time. [J
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You may recall that in our 4™ quarter
1999 report, published in early January, we
extended our necksprecipitoudy far, suggesting
that val uationshad becomeabsurdly low inthe
faceof improving fundamentals, and that it was
“the best time since summer of 1994 to buy
utilities.” Any investor or manager ought not
to make extreme statements (since no one has
acrystal ball), and werisked misperception as
engaginginsomekind of promotiona ballyhoo.
After all, the markets were in the midst of
renewed Fed tightening, energy prices had
beguntorise, utilitiesasmeasured by theindices
wereintheinvestor doghouse, and fundswere
flowing like a raging river into nubile new
economy upstartswith unfamiliar namesand
inexplicable businesses. Why would any sane
investment manager unnecessarily go out on
such a limb in such a swirling mix of
circumstances?

Therereally isno reasonable explanation
for thisbehavior, sowe' Il havetochakit upto
yet another instance of inadequate character
development, and swear not to engagein overt
prediction for at |east another few years. But,
asluck would haveit, thishasbeen oneof the
best periodsin history for utility investors(with
the exception of those totally focused on
Telecommunications, which have been a
disaster so far). Not since the bear market
recovery snap-back of 1975 hasthe Dow Jones
Utilities, for example, had such strong returns.

A number of factorsentered the equation.
First, aswe had noted in the beginning of the
year, utilities generally were undervalued
relativeto their historic measures, relativeto
the broader market (we pointed out |ast quarter
that the relative PE was 40% of the S& P 500,
compared to amore* normal” relationship of
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70-80%), and relativeto their prospects. Few
investors had recognized that abroad sweep
of companiesinthe sector had rationdized and
revitalized their businesses, and owing to
restructuring aswell asthe profit opportunities
presented by deregulation, these companies
were becoming double-digit growth
enterprisess—whilestill sellingat PIE multiples
inthelow teens. Further, deregulation had set
into motion a wave of consolidation and
convergenceresultinginatremendouslevd of
M&A activity in 1999. The numerous mergers
and takeoversresultedinaclearly established
“private market value” for various types of
utility companies. But thecongtant flow of dedl's
did not inspiretakeover speculation: remarkably,
the majority of companies were selling far
below their private market va uesasestablished
by arecord number of dedls.

Too, when the new economy stocks
collapsed, investors began to seek stockswith
“black ink” on their bottom lines, and few
sectors sport asmany consistently profitable
companiesasdtilities. Utilitiesbecameakind
of hiding placein which non-utility investors
sought refuge during the Great Technology

“Too, when the new
economy stocks
collapsed, investors
began to seek stocks
with “black ink” on their
bottom lines, and few
sectors sport as many
consistently profitable
companies as utilities.”

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

Ave Util Fund*

13.06%
30.90%
2.87%
7.40%

YTD Composite Net of Fees*
18.52%
44.74%
7.17%
10.14%

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

Ave Util Fund*

12 Month Composite Net of Fees*
BTB/Util (Preliminary) 23.09%
DJUA (total return)* 38.91%
LBGC* 6.74%
Ave Util Fund* 24.29%
*Index returns are stated gross of fees,

although itis not possible for an investor to
purchase the index without incurring fees.




— — Natural Gas/Dist. 18.6%
Natural Gas/Divers ~ 22.9%

—— Cash 1.9%

’— Tech/Communications 2.8%

Water Utilities 5.1% J

Telecom Services  20.3%

Electric Utilties 24.5%

Pipelines 4.0%

UTILITIES PORTFOLIO
CHARACTERISTICS

Beta* 0.48
Dividend Payout 64.09%
Sharpe Ratio 116
Projected Dividend Growth  4.78%
Treynor Ratio* 28.35
Current Yield 3.29%

Annualized STD 11.69

Market Cap (MDN) $4.6 Bil
Price/Book 2.54
Quality B+
P/E Ratio (MDN) 15.95

*Relative to DJUA, 9/30/95-9/30/00

Troubles. Indeed, on up daysfor technology,
utilitiesweretypically down, and on down days
for technology, utilities were typically up.
Utilities gathered momentum and some have
even become the playthings of momentum
investors. Wall Street has jumped on the
bandwagon, too, after ignoring the sector for
years. Thisphenomenonwefind hardtolove,
but moreonthat later on...

Our finereturns of the past quarter and
year have brought usto what weliketo think
of as Tortoi se Heaven. We have been pointing
out for a few years that our returns have
outpaced those of most traditional categories.
In fact, over the past three years we have
outperformed small, medium, and large-cap
vaue, smal and medium cap growth, every kind
of fixed income, the unweighted Value Line
Average, the average equity mutual fund,
international, and, ta-dum, for both thetrailing
twelvemonthsand thetrailing threeyears, we
have outperformed the S& P 500.

PORTFOLIO HIGHLIGHTS

Theportfoliowasled by surprising largegains
inanumber of our traditional utility holdings,
stocksthat have beeninthe portfoliofor years,
stocks which we have felt were under-
appreciated (though from the recent evidence
we may have under-appreciated how under-
appreciated they were). Right at thetop of the
list with a gain of nearly 40% was TECO
Energy (formerly TampaElectric), acompany
back on the earningstrack which had madeit
one of the best performing utilitiesfor many
years until a slowdown in the recent times.
Refreshed management, renewed focus, a
revised regulatory structureall helped, and the
fact that both of the other investor-owned
utilitiesin Horidahavebeeninvolvedinmergers
(FPL an acquiror, Florida Progress and
acquiree) could not have hurt.

Also garringintermsof performancewas
Questar, oneof our favoritesin recent quarters.
This Rocky Mountain gas distributor and
pipeline owner hasbeenimprovingitsutility
operations, to be sure, but we doubt that utility
improvement a one could beresponsiblefor its
30% gainfor the quarter and 78% gain for the
year to date. As our investors are aware, we
attempt to hold solid utility stocksthat havea
“growth kicker,” and Questar has one of the
best in today’ s environment—ample supplies
of natural gas. The company hasdoubled both
its reserves and its production the last five
years, and sitson an exploratory field which
may be of monumental proportions, afield
which could turnthecompany intoamaor name
in domestic gas production. (You may wishto
read further detail in an excellent article by
Harlan Byrnein Barron's September 11 issue.
It isposted on our website at mhinvest.com).
If thequantity of gasisproven asanticipated—
and we should know quite soon—thisstock is
still very cheap. If not, it remainsareasonably
priced utility with ample moderate growthin
itsfuture. The weight has obvioudly risenin
our portfolio, but wearen'tinspiredtotrimit
back as might be our normal response to an
extraordinary rally.

Our pipelinesEnron and El Paso Energy,
as well as Kinder Morgan and KN Energy
turned in good performances, as one might
expect inatime of high gasdemand, but they
were joined by gas distributors such as
NiSource, AGL Resources, NICOR, MCN
(which has a pending deal to be acquired by
DTE but still remainsabargainrelativeto the
merger price), and, in particular, another
longtimefavorite, Keyspan. Keyspan (formerly
Brooklyn Union) isup 65% thisyear, and has
finaly been re-rated to thekinds of vauations
wefet for sometimethat it deserved. Indeed,
in the beginning of the year KSE was, in our
view, aprimetakeover candidate considering
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itslow valuation and strategic interest to any
of anumber of Northeast consolidators, and
still remains acandidate, though not quite as
prime. The company got off to a slow start
after itsacquisition of Long Idland Lighting's
gas business and some electrical generating
assets, but it’'sin akind of sweet spot now.
They are successfully generating el ectricity in
ahigh-cost region, they aregrowing their gas
business asthey expand in Long Island, and
like Questar, the company has substantial
interestsin oil and gas production throughiits
ownership of a 64% stake in Houston
Exploration—a stake which management
mercifully decided not to sall severd yearsago.

But atestament to the performance power
of our suddenly high-kicking tortoiseswastheir
ability tomaintain good overal performancefor
the portfolio in the face of perfectly dismal
performance from the Telecom Sector. The
world turns, and where last year our
performance wasfloated higher by telecoms
and takeovers, thisyear there have been fewer
takeovers and the telecoms have gone from
best to worst. In some casesthe performance
has been so extreme asto trigger abuy signal
from what we have sometimes called our
tempero-mandibular indicator (whenyour jaw
involuntarily drops as a result of
incomprehensible price declinesin acompany
youknow well, it'stimetobuy!). For thequarter,
ALLTEL wasdown 16%, despite across-the-
board improvement initsbusiness. Worldcom
wasdown an astounding 37%, reaching levels
at which its PE ratio and growth rate are
approximately equal (an event never before
recorded for this company). BellSouth and
Qwest were pillars of strength, each one
declining lessthan 10% during the period. Our
newer stock Telephone & Data Systems
managed again, asdid SBC Communications,
but thesewere distinct exceptionsinthegroup,
whether held in our portfolio or not. To offer
somesenseof thedamageinthisarea theDow

______________________________________________________________________________________}

Jones Telecom Index was down about 25%
year-to-dateat quarter’send, and the Wireless
Index was down about 30%. CLECS and
alternative companies, such as pure fiber
providersand fixed wireless, wereevenworse.
AT& T, themother of dl telephones, soto spesk,
(whichwedon't own right now) offersadismal
lossof 43% for year-to-dateto themillions of
widowsand orphanswho surely il holdit.

However, there are opportunities here.
Latelast fall wesold Sprint, when FCC com-
missionersreacted to the proposed Worldcom/
Sprint merger withwagging fingersand firm
threats not to approvethedeal. Sellinginthe
low 60's, wefelt asharp decreasein self-es-
teem as the stock continued up to 70, just
below what Worldcom had agreed to pay. In
June, however, we would have had the last
laugh if we werethetypeto laugh at other’s
misfortunes, sinceinfact theFCC did turndown
thismerger (it was subsequently joined by the
European Union Commission. Both stocksféll
apart, Worldcomfor itslack of awirelesspres-
ence (theprizefor Worldcom was Sprint’ sPCS
business), and Sprint for lack of asuitablesuitor,
with Deutsche Telecom otherwise engaged and
the authoritiesmaking transactionsadifficult
fantasy for other potential buyers, buyers
whose stock “currency” had recently depreci-
ated astheair escaped from telecom land. Too,
arbitrageurs got destroyed holding Sprint,
prompting even greater and more irrational
selling asthey bailed out. Now Sprint sellsfor
40% of the pricethat Worldcom, presumably
with greater expertisein telecom valuesthan
we, waswilling to pay for it afew monthsago.
Too, the market capitalization of Sprint’sPCS
business aloneis greater than the capitaliza-
tion of the parent company, meaning that an
investment in the parent getsyou PCSfor free.
Theyieldisamost equa to our overal portfo-
lioyield (unusual in atel ephone stock today).
Thiskind of configurationisa“must buy” for
us, and we' ve added it to the portfolio.
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“But a testament to the
performance power of
our suddenly high-
kicking tortoises was
their ability to maintain
good overall
performance for the
portfolio in the face of
perfectly dismal
performance from the
Telecom Sector.”
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“Utilities have
always been one of
the best
performing groups
over long periods,
it’s just that very
few investors are
aware of it.”

“Just now the
large-cap electrics
(which we don't
own) are due for a
breather, and will
definitely get one if
more aggressive
kinds of issues find
buyers once
again—thus
removing the
‘hiding place’
character of some
recent utility
buying.”

LOOKING FORWARD

Thefact that every Tomand Louiseon Wall Street
issuddenly head over heelsinlovewith utilities
kind of givesusthe creeps. While our portfolio
hasbecomein recent yearsincreasingly detached
from the movements of the Dow Jones Utilities
Average and the large-cap electrics that are so
often “meant” when people think of utilitiesin
generd, it salwayseas est to make progresswhen
theoverdl utilitiesenvironmentispostive. Atthis
poi nt we have some concernsabout thelarge-caps.
Intheroiling global turmoil of 1998 these same
stockswereemployed asahiding or parking place
by investors not really committed to the sector,
becoming the “long treasuries’ of the equity
markets. It wasjust about thistimethat themania
for large-cap utilitieswaned, and the stocks began
a long cold descent which lasted through
December of 1999, resulting in a 9.3% price
decline during 1999, one of the worst yearsin
recent timesfor theDJU.

Speaking of Louise, Louise Yamada of
Salomon Smith Barney issued areport in August
citingthe* 13-year breakout” of utilities (shewas
referring to price charts, of course) and suggesting
that utilities*may be emerging asthenew ‘basic
materials for the new technological era...This
particular advancein Utilitiesmay now beinitiating
asustainablestructural uptrend that could last for
years.” Soundsgrest to us, but, unfortunately, this
piecewas penned by atechnician. We have quite
abit of technical background ourselves, and great
respect for the value of technical work asatool,
but, quite frankly, we' d much rather be buying
utilitieson “breskdowns’ rather than “breskouts.”
These are solid companies and not stocks with
blue-sky possibilities. Itisan areawherere-rating
upward hasdefinitely been too long in coming, but
the recognition of a newly robust fundamental
underpinning for the large electrics should not
necessarily lead to the conclusion that theseitems
are a dam-dunk for the next ten years. New
generationwill bebuilt likemad over the next 2-3
years, resolving the current power shortages.

Utilitiesmay or may not beintimately involvedin
the power conditioning necessities of the New
Economy, and may or may not participate greatly
in new distributed power initiatives such asfuel
cells and microturbines (both whose market
potentia iscompletely unknown at thispoint).

Plus, thereisthe R word, which standsfor
regulators, a factor with which other kinds of
companiesdo not haveto cope. Further, why point
to breakouts? Utilities have always been one of
thebest performing groupsover long periods, it's
just that very few investors are aware of it.
Speaking of awareness, we don’t want to pick on
Ms. Yamada (whom we consider one of the
brighter lights on Wall Street) and her staff, but
it’sdifficult to take her case serioudy when among
the*“strong buy” breakoutscited aretwo stocks
(Coadtd and HoridaProgress) whosegood-looking
chartsare the direct result of having previously
received takeover offers.

Just now the large-cap electrics (whichwe
don’'t own) areduefor abreather, and will definitely
get one if more aggressive kinds of issues find
buyers once again—thus removing the “hiding
place” character of some recent utility buying.
Short-term, afairly sharp retracement ispossible
in this area. In the gas industry, where we are
heavily weighted, many stockshave moved closer
tofair value. But we believe the underlying gas
market—both intermsof volumeand price——
will support these stocksfor many yearsto come.
Whilein some sensewe' re uncomfortablewhen
our stocks appreciate, therisksin this area still
appear modest.

Telecom is another story. There are many
issuesinthisareasdlling at vauationswhichwere
moretypical of electric utilitiesinthepast. Itis
quite common now to find major telecom stocks
whose growth rates are greater than their price/
earningsratios, and that isarare conditionindeed
for companies of such importance and earnings
reliability. Aswewrite, bottom-fishersarenibbling
quiteobvioudly. It'snot certainthat afull recovery
will occur asearly asthisquarter, but it should be
no surpriseif it does. [
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L ast quarter we expressed some grumpi-
ness over an eleventh-hour swoon in utilities
which dragged our portfoliodownfromasolid
gain to asmall onefor the period, but offered
gppeasanced thesametime, noting that theport-
folio suppliesthat most preciousof investment
atributes itiseasy tohold. Thisquarter our gocks
went rather far beyond “easy tohold.”
Remarkably, virtually all of the gains
stemmed from are-rating of the values of our
companies—abetted by astrongwindinfavor
of utilitiesgenerdly, of course—sincetakeover
activity was mild during the quarter. We'd
suggested earlier that the portfolio had strong
potentid ineach security with or without atrans-
action, but themagnitude of gainwithout notice-
ablehdpfromdea swasfrankly surprising.
While the acquisition candidates may
have become somewhat more expensive
(though they are still cheap by any rational
measure), their acquirers have suddenly
becomemuchricher. The“currency” usedin
thesetransactionsistypically about 50% cash
and 50% the acquiring company’sstock. Now
that acquisition stock ismuch higher, soitis
easier for companiesto do dealsfor cheaper
companiesthat will beimmediately accretive
to earnings and asset values per share.
Basically, the entire playing field has been
ratcheted up anotch, but therelative valuation
attractionshave not changed.

PORTFOLIO HIGHLIGHTS

New additionsfrom the second quarter helped
us substantially. Western Resources, which
had been sold down to absurd level s, rebounded
nearly 40%. Niagara Mohawk, which we
purchased as a result of its exit from the
generation business (and final resolution of
terrible treatment from regulators regarding

. _____________________________________________________________________________________}
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purchased power costs), received an offer from
Nationa Grid, givingusaganintheteens, with
more to come as the deal works its way to
completion. Wea so added GPU, sincethere's
a 20+% total return in store from their deal
with FirstEnergy coming due within the next
year. Elsewhere, we did well with Keyspan,
TECO, Utilicorp, RGS, NUI, Energen, and,
indeed, most of our lit.

LOOKING FORWARD

Certainly therate of changefor thisportfoliois
dueto dow downthisquarter, but thereremain
many attractive stocks in our group, and a
number which wewill shortly beadding. Too,
the decimation of the telecom sector hasadded
an additiona team of candidates offering what
has become the benchmark criterion for the
Srategy: oneyear potentia of 50% appreciaion
or more, minimum risk based on asset values
and underlying growth. Asholdingsdepart the
portfolio through stock priceincreases, wewill
bethinning or eiminating appreciated issuesin
favor of the stocks in our universe with the
best risk/reward profiles. While the past
quarter’sresults appear to have redlined our
tachometer, performance even half asgoodin
the coming quarter would still be extremely
attractive, and wethink itisachievable. [

This portfolio will soon
be closing to new
investors. We're in the
process of starting a
hedge fund, The Utility
Convergence Fund,
that will take advantage
of the consolidation and
convergence in the
utility industry.

FUNDAMENTAL
CHARACTERISTICS

Yield 3.95%
Proj DivGro 321%
PayoutRatio 75.00%
MarketCap (MDN)  $1.8 Bil
Price/Book 187
P/ERatio(MDN) 14.66
Quiality B++
Beta* 0.34

*Relative to Dow Jones Utilities
Index (9/30/99-9/30/00)

Quarter Composite Net of Fees*
Distribution (Prelim) 19.54%

DJUA (total return)* 30.90%

YTD Composite Net of Fees*
29.10%
44.74%

Distribution (Prelim)
DJUA (total return)*

12 Month Composite Net of Fees*
33.50%
38.91%

Distribution (Prelim)
DJUA (total return)*
*Index returns are stated gross of fees,

althoughitis not possible for an investor to
purchase the index without incurring fees.




BTB/I QUARTER REVIEW

“The ‘old economy’ looks
better and better
compared to the
volatility of the new”

Quarter Composite Net of Fees*

BTB/Income (Preliminary) 10.86%
LBGC 2.87%
LB Long Treasury Index 2.78%

YTD Composite Net of Fees*
BTB/Income (Preliminary) 14.37%
LBGC 7.17%

LB Long Treasury Index 12.15%

12 Mo Composite Net of Fees*

BTB/Income (Preliminary) 15.77%
LBGC 6.74%
LB Long Treasury Index 9.78%

*See Performance Disclosure on
page 12.

L ast quarter we suggested that with abit

more market breadth our portfolio could move
from just outperforming bonds (whichisour
minimum goal, of course) to registering returns
moretypical of thelong-term equity markets.
After all, thefundamental s of our companies
havefor the most part been improving for the
past couple of years, but equity investorshave
all but ignored them. Thisquarter wedid get
an improvement in breadth, and, as a
consequence, we experienced double-digit
returns at a time when most investors were
struggling to stay above water.

PORTFOLIO HIGHLIGHTS

Gas related issues once again helped our
portfolio. Questar, which we discussin more
detail inour utilitiesreport, gained 43.6%, aided
by aBarron’sarticle pointing out itsattractions.
Keyspan, another gas utility with a“growth
kicker” in energy exploration and production,
also helped. Equitable Resources (autility not
found in our utility portfolio) was a strong
performer (up 31.4%) as was pipeline and
producer KN Energy (PEPS Securities, up
16.3%), aconvertiblenow connected to Kinder
Morgan, Inc. And, asisso consstently thecase,
our Kinder Morgan Energy Partners MLP
supported the cause with a18.6% gain.

But we weren’t just gas. Market
participants have begun to perceivethe Federd
Reserve asfinished with itstightening work.
Whether or not that’sthe case—and wetend
tothink itis, though with some reservations—
this new perception added to a number of
takeover transactionsin both the banking and
the brokerage industries giving aboost to the
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financial sector and to our related shares.
Washington Mutual, which seemed to begoing
for giveaway priceswhen wefirst added the
stock to our portfolio in January at $24.60,
seemsonit’'sway to adouble, and gained 38%
for the quarter. Slightly lame Union Planters
found support and showed interesting signs of
life, rising 18.3%. The stock recently appeared
onasignificant “most likely to betaken over”
list. Lincoln National preferreds also gained;
thisfairly dowdy item providedal7.2%gan
for the quarter.

Electric generation wasahot hot hot area
of the market thissummer, and wewere able
to participate through our position in AES
convertible preferreds. TECO Energy, a
vertically integrated el ectric with generating
capacity was|ofted by the general maniafor
electricsaswell.

Fortunately, these good performersmore
than made up for a few disappointments.
PSINet preferreds got hammered as the
company reported worsethan expected results,
and was undermined by investor fears of a
capitd draught intheentirecompetitivetelecom
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category. We sold, with a view toward re-
evd uating the security later. AmSouth reported
aseriousdownside surprisswhichreveded an
inability to copewith even moderate short-term
rate increases as well as an apparent lack of
candor with Wall Street analysts. But the
damage hasbeen done, wethink, and rebuilding
on all counts starts from here. Given the
company’sstrong geographic franchise, it now
appears a ripe acquisition candidate. And
perhapswe might havelistened with lessof a
contrarian’sear when Imperial Chemical was
voted “worst company in Europe.” Now that
their dividend policy hasbecome, inthewords
of one analyst, “nebulous,” we're on the
lookout for agood selling point.

We sold shares in stocks in which the
closing of atransaction isimminent, such as
Eastern Associates and E’town Water, and
added both GPU and Genuine Parts. GPU has
an announced deal with First Energy inwhich
shareholderswill receive $36.50 (within one
year, webelieve), yet wewereableto buy the
stock below $32. Coupled with a 7% yield,
we’re content to limit the upside for a
“guaranteed” return of 20+%. Too, it’s not
impossible that a more generous suitor will
emergeintheinterim, sncetheded wasafairly
modest one. We could hardly resist Genuine
Parts at ayield of more than 5%. Thisisthe
dominant aftermarket auto parts company
(NAPA) withagdlar long-term growth record.
It'struly afallen angel, but we don’t believe
it swingsareclipped, saveby myopicinvestors
who’ ve overlooked red thingsin thequest for
youthful promise. The stock would not be
expensive and could easily double over time.
Thereare not many 5+% yielding stocksthat

BETTER THAN BONDS INCOME

haveraised their dividendsevery year for more
than 40 years, sell at aPE of 9 on thisyears
earnings, and sport among the best financials
indl of coporate America(working capitd, for
example, is equal to 2/3 of the share price),
and have historically sold at aP/E premium to
the market averages.

LOOKING FORWARD

Conditionsfor thisportfolio remain promising,
though several of our stocks may be subject to
profit-taking in the near term. We continueto
find banksand industria stockssellingat yields
which aremoreattractivethan bondsbut which
have excellent long-term growth prospects. A
number of stocks are under pressure due to
concerns about the Euro or energy, and these
will becomenew buying opportunitieswhenthe
complexion of thoseissues changes. The*“old
economy” looks better and better compared to
thevolatility of the new; wethink our areawill
receive asignificant vote thisNovember and
beyond. The current yield on this portfolio
is 5.9% and average projected growth of
yiddis5.25%. [

Natural Gas 21.5%

Chemical Diver 1.8%
Retail 1.7%
Electric Utilities 14.7%

— Consumer Products ~ 2.6%
’7 — Energy/Oil 3.3%

Cash 5.2% J
Financial/lnsurance ~ 15.6% ——

Telecom Services 7.4%

Industrial Serv/Mat 8.8% J

8.7% —

Pipelines
REITS 8.8% ——

FUNDAMENTAL
CHARACTERISTICS

Yield 5.90%
Proj Div Gro 5.25%
PayoutRatio 65.09%
Market Cap (MDN) $3.5 Bil
Price/Book 2.77
Beta* 0.34
P/E Ratio**(MDN) 11.12
Quality B+

*Relative to LBGC, 9/30/97-9/30/00
**Reit’s use P/FFO ratio rather than
P/E Ratio




SBI QUARTER REVIEW

“We often say ‘easy to
hold’ is the key feature of
a successful long-term
investment. ”

Quarter Composite Net of Fees*
6.87%
2.94%

SBI (Preliminary)

Value Line Index

YTD Composite Net of Fees*
21.50%
-2.59%

SBI (Preliminary)

Value Line Index

12 Month Composite Net of Fees*
31.28%
0.53%

SBI (Preliminary)

Value Line Index

*See Performance Disclosure on
page 12

I nthethird quarter thebroad market continued

itsshaky but steady movetoward normalcy and
our SBI portfoliosshined, handsomely beating
most equity indices. For the third quarter our
composite net of fees was up 6.87% versus
2.94%for the Value Line PriceIndex. Year-to-
datewewere up 22.5% compared to the Vaue
Lineat -2.59%. What'smogt intriguing to usis
that our returnswere achieved withaweight in
thetechnology sector roughly equa tothe S& P
500 (nearly 30%). We find ourselves again
reminded that individual gock selectionand proper
diversficationisessentia increating aportfolio
flexibleenoughto participatein market rallies,
but cushioned againgt thekindsof volatility we ve
seen in recent months, particularly in the tech
area. Our tech stocks have had astrong value
component, and have not broken during periods
of panictech selling. And during just thosetimes
thefinanciad andindustria stockshavecometo
life, with many of our issuesleading the charge.
Thisbalancein the portfolio has enabled usto
generate excessreturnsthrough stock-picking,
having neutralized the sharpest of the sector
movementswith solid representation.

PORTFOLIO HIGHLIGHTS

Wewerequite content with most stocksacquired
earlier this year and made few changes in the
portfolio. Aswesuggested last time, our financids
made a big contribution to returns. Among the
leaderswere Washington Mutua (up 38%for the
quarter), Lincoln Nationa (up 33%), American
Generd Corp (up 29%), followed by Bank of
New York and Citigroup, both better than 20%.
Pharmaceuticascontinued to do very well
after analystsfell head over heelsinlovewith
the genericsgroup, asapocket of unexploited
growth with good secular prospects. We used
thisopportunity totakeprofitsin Alza—perhaps

alittle prematurely if you can call al2-month
double a premature sale. We a'so closed our
position in Watson Pharmaceutical s after the
company announced that it will missestimates
through next year because of dow salesat one
of it's recent acquisitions. Although we still
bdieveit'sasound company withasolid pipeline
and long term potential, inthismarket, withits
daily hangings and floggings of stocks that
commit misdemeanors, it'sbetter to besafethan
sorry. Inthiscasewe seewith 20/20 hindsight
that wewould have been better off holding on,
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for the short-term at least, but we made the
choicetolook esawhererather than await what
may poss bly beeven moredisgppointing news
fromthecompany. We Il surely look againlater
on, however.

Among thetop performerswereacouple
of tech stars, EMC Corp, Wind River Systems
and General MotorsH (Hughes Electronics),
going against theflow of theweak tech mar-
ketswith an averagegaininthe upper 20sfor
the quarter. As stockpickers, we're quite
pleased when our securitiesareableto sail on
against astrong headwind.

Tyco International, which we stood by
despite what we perceived as a bogus SEC

ooy ________________________|



accounting investigation, was set freeearly inthe
quarter astheinvestigation was dropped and the
company vindicated. Thishas put thestock back
ontheingitutiona and brokeragebuy-lists, andthe
company, which may beatech nameor may bea
conglomerateor may besmply avaluestock with
atrack record of growth, looks like along-term
winner at thispoint, still a an atractive pricepoint.

In telecom equipment we replaced Lucent
withMotorola avoidingad0percentdideinLucent's
market value since July caused primarily by
numerous warnings and heavy exposure to the
suddenly out of favor long distancevoicebusness.
Motorolahasbeen dow getting off itsfeet, but we
remain confidentinitsability to bealeaderinthe
broadband communicationssector, especidly with
therollout of thethird generationwird essnetworks
and theimplementation of Bluetooth functiondity
which alowsdevicestointeract usng short-range
wirelesssgnas. In addition, webelievethat cable
voice could become a tremendous growth
opportunity for MOT. And dthoughthecompetition
will be fierce, strong relationships with cable
operatorsand carriersshould dlow it to becomea
bigger player inthetdl ecom market going forward.
In any event, Lucent is on the downswing and
expensve, whileMotorolaismovingupinitshbusiness
and cheap, so we swapped.

WEe' vebeentoolight in energy, soduring a
pausein the paradeweadded Vintage Petroleum
tothelist of our holdings. The stock hasbeenon
our watch list for awhileasone of the successful
producerswith an excellent acquisition record, an
improved balance sheet and historical dividend
growth of over 20%. Webelievethat thestock is
undervalued trading at a20% discount toitshis-
toricEBITDA leves, and hasgrest potentia both
intheexploratory businessand futureacquistions.

Alsoin August, weadded GenuineParts. It's
aclassic “SBI” stock with a 40-year string of
earningsand dividend growth (tough to top that

. 11

record!). Thisnationd digtributor of auto spare
partsand accessoriesisbeing valued at close
to half itsnormal historical averages (P/E of
around 9x, for example), though sales, cash
flow, earnings, anda5%dividendyield areal
much higher thanin past yearswhen the stock
sold at aP/E inthe high teensor eveninthe
twenties. In addition to atop-notch business,
low debt and decent projected growth, this
company hasamountain of cash, about sixty
cents for every dollar of share price today.
We dliketo buy thewholething, but wejust
don’'t have enough money.

LOOKING FORWARD

Looking forward into the next quarter and
year, we || continueour focusonvaue, specia
situations, market dominance and sound
fundamentalsin our stock selection. Though
the marketshave been turbulent and themagjor
indicesared| innegativeterritory aswewrite,
it’ stough to beanything other than confidently
optimistic when we survey the long list of
potential buying candidatesthat spreads out
before us, candidatesin nearly every sector.
We have an absolute value orientation, and
when there are as many absolutely cheap
issuesaswe seetoday, it iseasy toignorethe
noisethat may pressfor attention fromday to
day. There was a period when even strong
absoluteva uewasignored, but thet period was
not long-lived, and now that we've seen
investorsreturnto their senseseven after the
srensong of thenew economy distracted them
mightily, we can hold our shareswith ease.
Weoften say “easy tohold” isthekey festure
of asuccessful long-terminvestment. Though
we're not against making changes in the
portfolio when appropriate, for now, in any
event, “easy tohold,” isour theme song. [

STRATEGY

Technology 25.0%

Pharmaceutical/Medical 7.3%

Industrial Serv/Material 8.0%

—— Cash 3.4%

’— Electric Utility 2.0%

Natural Gas/Divers ~ 8.3% —
Financialllnsurance 22.6%

Telecom 14.6% —

Consumer Products  6.0% — —

Other 2.8%

FUNDAMENTAL
CHARACTERISTICS

Yield 1.16%
Proj Div Gro 11.93%
PayoutRatio 39.45%
Market Cap (MDN) $20 Bil
Price/Book 411
P/ERatio(MDN) 2198
Quality B++
Beta* 101
STD 2057
Sharpe Ratio 135
Treynor Ratio* 2752

*Relative to Value Line Index
(9/30/98-9/30/00)




PERFORMANCE DISCLOSURE

Yield-Oriented Portfolios. Gross of fees performanceis based on actual results according to standards set forth by
the Association for Investment Management and Research (AIMR). Miller/Howard Investments has prepared all
performance results. AIMR was not involved in the preparation or reporting of these results. Net of fees perfor-
manceis calculated by deducting aweighted average annual fee of 75 basis points from gross of fees performance.
A completelist of all thefirm’scompositesisavailable. Portfolios are matched across all accounts so that each client
holds substantially the sameissues at the sasmeweights. Portfoliosaretypically fully invested, and hold minimal cash
although cash holdings may fluctuate somewhat on aresidual or transitional basis. No representation is made that
future returnswill approximate past results, and none should beimplied.

Better Than Bondg/Utilities: Included in the results are all portfolios that are unrestricted and that have been
managed for at least one full quarter. The number of accounts in the composite as of 9/30/00 was 170, which
represents 40% of total assets managed in this strategy with a measure of dispersion of 0.48. Inception of the
composite was September of 1991. (Note: The composite represents only 40% of assets managed in this strategy
because two large clients, a mutual fund and a pooled fund, are not included due to excessive and non-regular cash
flows.)

Better Than Bonds/Income: Included in the results are all portfolios that are unrestricted and that have been
managed for at least one full quarter. The number of accounts in the composite as of 9/30/00 was 18, which repre-
sents 78% of total assets managed in this strategy with a measure of dispersion of 0.75. Inception of the composite
was May of 1997.

SBI: Included in the results are all portfolios that are unrestricted and that have been managed for at least one full
quarter. The number of accounts in the composite as of 9/30/00 was 7, which represents 100% of total assets
managed in this strategy with a measure of dispersion of 1.05. Inception of the SBI composite was September of
1998.

Distribution: Included in the results are al portfolios that are unrestricted and that have been managed for at |east
onefull quarter. The number of accountsin the composite as of 9/30/00 was 22, which represents 99% of total assets
managed in this strategy with ameasure of dispersion of 0.24. Inception of the Distribution composite was December
of 1998.

Benchmarks: The benchmark data from which this report is prepared has been provided by sources generally
considered reliable. Except for benchmark returns based on published mutual fund net asset values, and unless
otherwise stated, theindex performance figures contained in thisreport do not reflect the deduction of investment
advisory fees. Mutual fund datapublished by Lipper and Morningstar are net results after deductionsof all annual
feesand expenses by the advisor. Benchmark returns are presented on atotal return basis
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