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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

\/\/e need to begin our discussion with an expression of sorrow for the
men and womenwho died in New York City, Pennsylvania, and Washington;
their families, friends, and colleagues. Thereisagaping holein downtown New
Y ork, and anevenlarger oneinthelivesof al those affected. We' rehel plessto
do anything about what happened, but we cantry to bealittlemorelovingin our
everyday lives, alittlemoreattentiveto what ispreciousand fleeting in ourselves
and thoseweknow. And alittle more open to those we don’ t know—we can’'t
imagine how muchtheir livesmight oneday meanto us.

Fromaninvestor standpoint, the attacks have produced the ssmekinds of effects
that they haveinthelarger world: confusion, hesitation, roguefantasies, and
lack of enthusiasm for long-term plans. And yet deep within, investorsknow, as
doordinary citizensinwhatever pursuit, that our country and the Westernworld
arestrong, our economy isfundamentally strong if abit bruised in the short
term, and, if history isany guide, wewill emerge stronger and more prosperous
thanever. Anditisinconceivablethat agloba alianceof virtudly every country
intheworld, each and all intensaly focused on solving the problem of terrorism,
cannot find and vanquish 5,000- 10,000 mental ly unstableterrorists.

The good news, and the newsthat will ultimately outlast this phase of history
with positive consequences, isthe Global Allianceitself. Geez, eventhe French
areonboard! Never in our lifetimeshave so many countriescometogetherina
spirit of cooperation to achieve a concrete goal. We have to believe that
agreement on even onething, and contact, and working together, must help lay
thegroundwork toward future cooperation, toward freetrade, and toward peace.
It' ssad that it took atragedy to bring the countries of the world together, and
surely somewill revert to bickering and posturing astime goes by, but at least
the countries have come together, at least one time. That step can never be
taken back.

We sent clients and friends a letter at the end of September. Our thoughts
haven't really changed since then, and we have no better way to expressit, so
we herereprint afew paragraphs:

continued on next page



“Staying the course
when times are troubled
has also been the
hallmark of successful
investors.”

SELECTED INDICES

34 Qtrol 12Mo

S&P 500 (14.68) (26.62)
EquityInc (10.10) (9.25)
UtilFund  (12.32) (23.08)
DJUA (15.26) (21.69)
LBTreas 6.73 1398
LBGC 476 1317
S&P 400 (1657) (19.00)
ValuelLine (22.22) (25.91)
Rus 2000  (20.79) (21.13)

Rus 2000 Val (13.33) 561

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

“What should socksbeworthintoday’sworld?

Thisisreally thebig questiontoday, and wefear
theanswer isnot yet apparent. How much will
lifechangeinthefuture? How muchwill it cost
corporationsand governments? Will the costs
produceinflation? Will thewaves of liquidity
being injected into the economy be enough to
establish a bottom and a base from which
companiescan begintorebuildtheir profitability?
Will it be too much, and result in asset price
inflation (astick that offers both pleasure and
pain)?How quickly canwecatch at least some
of the leading terrorist culprits, permitting
consumers some measure of securefedlings?

These are open questions, and certainly stock
prices need to be re-rated up and down to
reflect theanswersthat evolve. But hidingin
fixed incomeright now isnot the answer for
investors. The low-rates from short-term
instruments are almost torturous, and longer
bondsare poised for abad run as stability and
economic growth return (added to the sudden
new leve of government spending at dl levels).
Investorsthroughout history have alwaysdone
best through buying during uncertainty and
panic, buying, asthey say “low.” Conversdly,
the proven path to underperformanceand losses
isto sall declines. Indeed, recent studieshave
shownthat Sx monthsafter an“externd” crisis
(war, assassination, earthquake, etc) the
markets have been higher, on averageandin
nearly every instance. It may be emotionally
difficult now, but the probabilitiessay buyingis
abetter ideathan selling.

Staying the course when times are troubled
has also been the hallmark of successful
investors. We are not changing our approach
to investing, which is primarily company-
specific, though we are keenly interested in
the state of the world, the country, and the

economy. Webdlievethat fiveyearsfrom now
the current moment will not be seen assome
kind of watershed after which everything had
changed radically, but more as atransition
period during which the ordering of society
began to take on ahigher priority.”

As you know, we have been following the
sentiment indicators more closely than usual
for many months. Initially our interest was
piqued by the unsupportive readings despite
much damageto stock prices(reading showing
negative sentiment are positive for stocks).
Now our interest iseven stronger, becausethe
market is so emotional. The put/call open
interest indicator wefollow hasimproved to
neutral. Nearly al othershavebecomesquarely
bullish. We discount these hard numbersfor
thevariousrumorsand externa eventsthat may
movethe marketsnow, but, if those concerns
were not present, the sentiment side of things
(as of the second week in October) would
suggest afirmif not powerful rising trend. [J

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 all 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 feesperformance. A completelist of al 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 Bonds/Utilities: Included in the results
aredl| portfoliosthat are unrestricted and that have been managed for at least
onefull quarter. Number of accountsin the composite asof 9/30/01 was279,
which represents 93% of total assetsmanaged in thisstrategy withameasure
of dispersion of 0.27. Inception of the composite was September of 1991.
Alpha-Based Strategies: Net of fees performance is based on actual
results after the deduction of management fees (weighted average fee of
200 basis points). Included in the results are all Alpha-Based portfolios
that are unrestricted, including one non-fee paying portfolio, and that
have been managed for at least onefull quarter. In addition, in order to be
included in the composite a new account hasto 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 pre-
ceding quarter. The number of accounts in the composite as of 9/30/01
was 28, which represent 27% of total assets managed in this strategy with
ameasure of dispersion of 1.13. Miller/Howard Investments has prepared
all performance results. Inception of the composite was 3/31/97.
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Last quarter we expressed optimism about our
BTB/Utilitiesportfolio, though we stopped short
of pounding thetable. In July, however, we sent
amemo to consultants and advisorswith whom
wework, outlining our thinking that somefurther
softnessin pricing had brought our stocks back
toalevel of potentia not seen Sinceour previous
memosin June of 1994 and January of 2001. A
redlly sour broad market in August leading upto
the horrors of September 11™ combined to
intervenein our scenario, yie ding adown quarter
that was sharp for usthough mild compared to
therest of theinvestment world. But theel ements
we vebeencitingfor severa monthsnow continue
asbefore, and asharp rally in our stocksduring
thefirst week of the new quarter (aswewrite)
indicatesthat wearen't lonein our evaluation.

PORTFOLIO HIGHLIGHTS

After dragging down returns for nearly two
years, thetelecom portion of our portfolioisfi-
nally gaining some respect among investors
(indeed, SBC Communications, BellSouth, Sprint,
Worldcom, and Verizon, weredl upfor thequar-
ter, among thefew stocks of any kind that rose
during theperiod). TheRBOC'sor Baby Bells,
in particular, arein aterrific position: they’ve
beaten off the competition, they haveamplefi-
nancing, capital expenditurescan moderate due
to reduced competition, and new unregul ated
sarvicessuch aslong distance, wireless, and DSL
broadband can be sold to their vast hoards of
virtualy captive customers. Maybetheir incum-
bent entrenchment isunfair, but these companies
arein the catbird's seat to provide one of the
higher growth essential services.

Meanwhile, gas-related stocks have played the
unaccustomed role of spoiler, suffering through
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anearly 80% declinein the price of natural
gas, after last year’ sfly-up. Gas demand has
slowed due to a softening economy and
unusually moderate weather this summer
across the country, to be sure, and there are
abnormally highlevelsof gasin storage now.
But the long-term case for gas demand has
never been stronger: essentially all new home
construction uses gas for heating, and
essentidly al of thenew electric plantswhich
have been or are being built to solve our
electricity shortagearegasfired. Asthesenew
homes and new plantscomeonline, joined by
industrial userswhen the economy beginsto
pick up, demandwill behigher than ever before.
Yet, despiterecord-bresking drilling for the past
few years, supply only rose 1% last year. The
fading of oldfie dsismatching the devel opment
of new ones. And now drilling has begun to
dow aswell. Aswe' vesaid, thereisakind of
pressure cooker building here, and it will not
be long before gas-related issues begin to
contributeto performance once again, asthey
havefor years.

Even without anotablerecovery ingasprices
these issues should do better. Valuations
haven’t been so modest inyears, and in many
cases the companies sell at P/E ratios below
even reduced expectationsfor growth. Thisis
a rarity in our experience, and unlikely to
persist. Nameslike El Paso and Williamsand
Questar and Keyspan will show up on our
leaders list before long, and we are heavily
weightedinthem.

What about el ectricity? Heretoo, the picture
suffersabit from current economic softness,
but the underlying fundamentalshave actualy
improved. We noted | ast quarter that even as

“As we've said, there is
akind of pressure
cooker building here,
and itwill not be long
before gas-related
issues begin to
contribute to
performance once
again, as they have for
years.”

Quarter Composite Net of Fees*
(7.97)%
(15.26)%
4.76%
(12.32)%

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

Ave Util Fund*

12 Month Composite Net of Fees*
BTB/Util (Preliminary) (10.44)%
DJUA (total return)*  (21.69)%
LBGC* 13.17%
Ave Util Fund* (23.08)%

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

Ave Util Fund*

12.68%
11.14%
8.00%
9.56%

*See Performance Disclosure on
page 2.




6.2%

Energy/Oil
Electric Utility 23.7%

—— Water Utility 6.4%

— Telecom Services ~ 23.8%

\

Natural Gas/Divers ~ 15.3% J

14.0% ——

Natural Gas/Dist.

Cash 7.9%

Tech/Commun 2.7%

UTILITIES PORTFOLIO
CHARACTERISTICS

Beta* 0.46
Dividend Payout 53.48%
Sharpe Ratio 064
Projected Dividend Growth  4.37%
Treynor Ratio* 15.19
Current Yield 3.61%

Annualized STD 10.95

Market Cap (MDN) $4.7 Bil
Price/Book 187
Quality (Equity Rating) B++

P/E Ratio (MDN) 12.72

*Relative to S&P500, 9/30/91-9/30/01

Californians moaned and groaned, and the
mediafrothed lurid with stories about the so-
called eectricity crissand shortage, thefever
had already broken and the situation was
already healing. Aided by temperate weather
whichdid not requireasmuch air conditioning
as normal this summer, and notable
conservation among residents, aswell asthe
addition of somenew plants, California’ spower
costs have dropped by 80% from winter
averages, and are even coming into linewith
costselsewherein the country.

Paradoxically, thedropin pricesisactually a
positive for the power production industry
generdly, sinceit tendsto let someair out of
the “building bubble.” There were far more
plants on the drawing board than were needed
inthiscountry, attracted by the high commodity
prices. But of courseif all the planned plants
were built there would be a glut of power
(we've seen what can happen to companies
creating aglut, aswitnessed in thelong haul
fiber opticindustry over the past few years),
priceswould tumble, and no onewould profit.
This possibility is what caused us to turn
negative on theindependent power producers
late last year, when many investorswere just
discovering them asthe* new growth stocks.”
Sincethen these companieshavefdlen 50-70%
and, in the process, become quite cheap and
attractive. Recently, Reliant Resourcesmade
atakeover offer for Orion Power (whichwas
the independent power spin-off from
Congtellation Energy, formerly Baltimore Gas
and Electric—you need ascorecard nowadays).
Why? Stock priceshave become so low that it
is cheaper to buy a power company than to
build new plants! Werecently added NRG to
our portfolio, at a price which reflects about
40% of replacement va ue of mostly new plants.

The potential for aglut till exists, but it has
been rather fully discounted in thisnew group

of candidatesfor our portfolio, wethink. The
independent power producersare neither the
high growth companiesthat investorshoped for
inearlier times, nor, at current prices, arethey
the di sasterswaiting to happen that investment
Cassandras may want to proclaim just now.
Bear in mind that electricity is not like
chemicalsor paper: demand may have some
cyclicdity, butitisnot acyclica industry. The
risk here of course isthat companies do not
exercise fiscal or strategic discipline in
constructing plants, but at least therisk isnot
in the end user marketplace. For we always
need to turn on thelights.

Actually, inthesetimeswhen investors have
greater than normal feelings of uncertainty
about thefuture (of coursethefutureisaways
uncertainto some extent, so anxiety about that
aspect must always be part of theinvestment
equation), itiswell to remember that eectricity,
as well as all utility services, have an
asymmetrical relationship to overall economic
expansion or contraction. That is, demand for
the service growswhen the economy expands,
but it only grows more slowly when the
economy contracts, rather than actually
contracting along with the economy. Thereis
abaseline below which growth doesnot slow,
even when the economy posts negative
numbers. Infact, snce 1970 therehasonly been
one year—1982—when electricity demand
showed negative growth. We blamethat one
on a unigue moment: Jimmy Carter and his
cardigan sweaters!

We actually had some good news in the
portfolio thisquarter. American Water Works,
thelargest U.S. water company but onewhich
we noted on anumber of occasionswould be
no morethan aninhalefor amajor European
company, has received an offer of $46 from
RWE of Germany (the stock was about $34,
near an dl-timehigh, when the offer camein).
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Thisisafull-price offer and we doubt anyone
will comein higher, though onecan’t count the
French completely out. Also on the takeover
front, our positionin GPU findly ripened (after
afew hair-raising episodes of doubt by other
investors). We sold in the open market for a
total return of about 30% (fromfirst purchases,
including dividends) which, given these past
twelvemonths, lookslikeaquiet homerun. We
didn’t take First Energy (the acquirer) stock,
because FE operates nuclear plants. For a
while there some politicians seemed more
willing than ever toignoretherisksof nuclear
plants, even calling for the construction of new
ones. Then came September 11.

LOOKING FORWARD

We have been expressing optimism, anditis
not whistling past the graveyard, but an
extension of the same optimism that had been
growing inussome monthsago asthe ducks
in our portfolio began to line up and the
excesses of the large-cap utility market (in
which we havelittle participation) seemed to
be nearly worked off. Life has twisted and
turned along the way, but our approach has
alwayskept its eyes glued to the far horizon
and theredlity that humans cannot livewithout
utility services. Wedon't changeour underlying
viewstofit themoment, but our optimism about
future returns does indeed rise when events
conspireto cheapen the prices of our stocksin
relation to the long-term prospects for real-
world success of the companieswe hold.

Having said that, and having noted our
commitment to the eternal veritiesthat have
led to the outstanding absol uteand risk-adjusted
returnsoffered by thisportfolio sinceinception,
we aso fed it's important—generaly, for
investors, at least—to remain alert to the
possibility of the new. Aswe mention in the
Overview, there are some open questions. Will

______________________________________________________________________________________}
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our stocks be forced to spend much moreon
security than inthe past? Will they be ableto
recover such costs? Areall of the security risks
of our companiesinsurable? What happensif
supplies are curtailed for a producer or
distributor? Will thewaves of liquidity being
injected into the economy, waveswhich will
eventually reach the equity market, reach our
stocksin equal measure? Will investors pay
more now for the stability of “real” companies
such asours?Morefor reliabledividends? Or
less, requiring agreater risk premium to make
any equity investment at all?

Likemany thingsinlifetoday, these are open
questions. But sofar, wefindinvestorscoming
back to our stocks with an enthusiasm that
certainly transcends short covering. California
andtheexcessesinthelarge-capsarenolonger
acloud. When America's factories begin to
replenish what have become historically low
inventories, company managementswill make
acall. They will ask to speak to theforeman.
Turn on the lights, they will say. And that
sweet river of electronswill becomearaging
torrent. Now turn on the furnace, they will
say. And the pleasantly hissing pipelinewill
transmit athunderous pressure. Thisiswhat

weinvestin. Tak. Energy inawire. AndFire. -

They aren’t going away anytime soon. [J
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“Life has twisted and
turned along the way,
but our approach has
always kept its eyes
glued to the far horizon
and the reality that
humans cannot live
without utility services.”
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DISTRIBUTION / EMERGING UTILITIES QUARTER REVIEW

“Utilities generally have
become oversold and
undervalued, so the
“utility-environment”
factor should fade in
importance.”

Quarter Composite Net of Fees*
Distribution (Preliminary) (7.07)%

DJUA (total return)*  (15.26)%

12 Month Composite Net of Fees*
Distribution (Preliminary) (5.75)%
DJUA (total return)*  (21.69)%

2 Year Composite Net of Fees*
Distribution (Preliminary) 12.18%
DJUA (total return)* 4.30%

*See Performance Disclosure on
page7.

We' ve mentioned on anumber of occasions
that in the absence of consolidation or
convergence transactions—which are the
target or god of thisportfolio—our stocksare
influenced by the general movementsin the
utilities markets as measured by the major
utility indices. Although thisshould really not
be the case, since these companies are not
subject to the same market forces as are, for
example, the power generation companies, it
isnevertheessafact. And whilewehad some
positive newsregarding several stocksinthe
portfolio, one of theworst quartersin history
for utilitieswasaforcetoo overwhelming for
our stocksto resist. Asone might expect, our
portfoliowasfar lessvolatileon thedownside
than theindices, but, asthey say, you can’t eat
relative performance; weexperienced our first
significant down quarter sinceinception at the
end of 1998.

PORTFOLIO HIGHLIGHTS

Therewas some positive news, inthe midst of
generaly difficult conditions. Our positionin
American Water Works became the object of
a friendly takeover offer from RWE of
Germany, & asignificant premiumto prevailing
market prices. While many perceived AWK
as an acquirer—which it has been—the
company is relatively small compared to
European utilitieswith aninterest inwater, and
it represented, inour view, aquick entréeinto
the American market. Frankly, we resurprised
that the French water companies didn’t get
involved first. The current offer issufficiently
rich for usto doubt that a better number will
comein, but there remains some gap between
theoffer priceand thecurrent market (reflecting
primarily the time it will take to obtain all

$175
Growth of $100 Since Inception
$150
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$100
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regulatory approvals); we'll hold on for a
while—since we believe thereislittle or no
impediment to the deal already on the table.
There' salwaysthe chancethat the French will
refuseto be closed out of the U.S. market.

We sold GPU for atotal return of more than
32% in 13 months, receiving somewhat more
than FirstEnergy’sorigina offer asour reward
for suffering additional gray hairsduring the
holding period—there were several volatile
momentswhen investorsfretted about thisdesl
over the course of our holding period. We sold
Western Resourceswhen it became apparent
there would be no deal from offerer KCPL
due to the difficult hurdles put in place by
Kansasregulators. Having bought it right we
till earned closeto 20%, but were disappointed
the outcome was not better, since we continue
to view the company as substantially
undervalued. Toward the end of the quarter
we added Oneok. Western Resources holds
more than 40% of OKE, and in order to sell
themselvesit’shighly possiblethey will have
to divest their OKE stake, which would put
OKE in play—asit should be already, dueto
it's remarkably low valuation and attractive
assets. Wealso took profitsin Connectiv for a
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total return of about 30% since our purchase
in January of thisyear—therewasamost no
gap between the market price and the offer
pricefrom Potomac Electric, and we had other
usesfor thefunds.

In addition to Oneok, we bought Cinergy on
some price softness. Thisisalow-cost producer
and prime consolidation candidate, an
untroubled company that wouldfit well withits
neighbors in every direction, particularly
National Power, which controls Kentucky to
the South, or FirstEnergy, which has already
shown it'sacquisitive stripes, to theNorth. We
bought Cornerstone Energy when it crashed
and burned on abad earningsreport. Theworld
of propanedistributionisfilled with companies
that grow through acquisition, and in the
meantime the MLP’s general partner,
Northwestern, will haveno troublekeeping the
company—anditsfinancid interest——afloat.
We added to our NiagaraM ohawk position, as
theevolution of their deal with National Grid
has become clearer and more positive. While
thereisabit of risk since the deal istied to
Nationd Grid'sstock price, whichhasdumped,
thedesl itself looksgreenlighted to us, and we
had achanceto add an additiona profit of about
15% to our position in a couple of months.
Finally, weadded Century Telecom. ALLTEL
has offered $43 per share for the company,
but Century has balked. We've followed
Century for many years, and felt that at the
current market price (low 30's) it wasmodestly
valued. Butinlight of thefact that arespected
company intheindustry hasaready told usin
their first bargaining shot that the company is
worthat least $43, it wasamandatory purchase.
If there’sno deal we' |l be content toown CTL
at our basis, both onitsown and asamarriage
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candidatefor another suitor. But our best guess
isthat a deal is made here, at 10% or more
than ALLTEL hasalready offered.

LOOKING FORWARD

We continue to wait like the bumsin Godot,
for therepea of PUHCA.. Thislegidationfrom
the 1930'sinhibitstransactionsintheindustry
and coolstheambitionsof potentia non-industry
participantssuch asoil companiesor investors
like Warren Buffet (who's proclaimed his
amorousdesires—but only after reped). We're
following theactionin Washington closely, and
now believe that comprehensive energy
legidation—towhichrepea will beattached—
won'’t appear until the first quarter of 2002.
Much has been put on hold by thelegidative
branch as our country deals with its current
crisis, but there does still seem to be plenty of
enthusiasmin both housesto get an energy bill
passed as soon aspossible.

Meanwhile, wedoubt thisportfoliowill sustain
further damage. Utilities generally have
become oversold and undervalued, so the
“utility-environment” factor should fade in
importance. And where el setoday do you get
4%+ plusyiddwhichrisesyearly, highly visble
earnings, and imbedded potential takeover
premiums of 30-80% for each and every
positioninthe portfolio? ]

Performance Disclosure

Distribution: Included in theresultsareall portfoliosthat are unrestricted
and that have been managed for at |east onefull quarter. Number of accounts
in composite as of 9/30/01 was 22, which represents 98% of total assets
managed in this strategy with ameasure of dispersion of .12. Inception of
the Distribution composite was December of 1998.

Natural Gas/Dist 34.2%
— Natural Gas/Divers ~ 7.8%

’7 Water Utility 7.7%

Pipelines 2.3% J

Cash 2.4%
6.0%

Telecom Services

Electric Utility 39.6% — —

FUNDAMENTAL
CHARACTERISTICS

Yield 4.33%
Proj Div Gro 4.18%
PayoutRatio 61.77%
Market Cap (MDN) $14 Bil
Price/Book 143
P/E Ratio (MDN) 12.96
Quality (Equity Rating) B++
Beta* 015

*Relative to S&P 500,
9/30/99-9/30/01




BTB/I QUARTER REVIEW

“We note that
MMR...has rated us as
the least volatile of any
equity portfolio in their
universe of some 800
managers.”

Quarter Composite Net of Fees*

BTB/Income (Preliminary) (7.45)%
LBGC 4.76%
LB Long Treasury Index 6.73%

12 Mo Composite Net of Fees*
0.46%

13.17%

13.98%

BTB/Income (Preliminary)
LBGC
LB Long Treasury Index

3 Year Composite Net of Fees*

7.50%
5.92%
4.93%

BTB/Income (Preliminary)
LBGC
LB Long Treasury Index

*See Performance Disclosure on
page 9.

Thisportfolio wastouched dongwith al other
equity strategies, but the damage was rela-
tively mild. It's not much of astretch to say
that for the quarter as well as for the year,
BTB/Income has been better than just about
any equity approach—though weuncharacter-
idicaly cameinwell behindfixedincome, which
played itsoccasional roleasasafety zonethis
timearound. Inthefirst week of the new quar-
ter our stocks have ralied back and erased
about haf of the 39 quarter’slosses, sothere's
reason to be optimistic that our portfolio, like
the troubled world in which it now exists, is
getting back to normal. With few exceptions
our companiesthriveon recurring revenuesby
provisioning the necessitiesand near-necessi-
ties of life. By definition, their underlying
bus nessesarethe most stablein theeconomy.
Andwedid not hold any issuesthat suffered a
direct negativeimpact from thetragic event of
September 11 and itsaftermath.

PORTFOLIO HIGHLIGHTS

We finally closed out GPU at a 32% total
return profit, selling in the open market since
wewould not take FirstEnergy sharesdueto
itsnuclear involvement. We re happy withthis
position beyond thefact that it was profitable:
weactualy purchased GPU &fter thetakeover
offer wasannounced. Our analysis, aided and
abetted by afew yearslooking at utility stocks,
deals, and regulators, wasthat the deal made
sense and would go through. Investors seemed
tothink otherwise, leaving o much onthetable
that wejust had to sit down and eat. Perhaps
we got lucky, but we liketo think that some
measure of expertise was ableto help usgo
againgt thecrowd, and contrariantriumphsare
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definitely deliciousfor what must bethe deviant
streak in our character.

We also closed out our Lincoln National
(PRIDES) at an 18-month total return of some
60%, sincethese securitieswereabout to expire.
And we sold Genuine Partsfor asimilar gain,
believing thestock to befully valued, and hoping
to buy it again sometimel ater at alower price.

But with the sweet comes the sour. We sold
Timkenfor asmall loss, thoughwe d heldit for
nearly three years without satisfaction.
Conditionsintheindustrial world arejust too
tough for even this outstanding and well-
managed company and they’re not close to
earning the dividend, which we think isin
jeopardy. When the industrial world revives,
we' || takeasecond look. Too, perhapsweerred
last Junein buying Ford. Wherewethought we
saw glimmerings of abottom for the company,
matters have only worsened. We admire
management’ sforthrightnessin admitting to the
raft of problemsfacing the company now, but
we really don’t want to fight the competitive
good fight alongside them in an environment

.|



whichissordy testing the consumer. Thehigh
dividendisnow in doubt, and so arewe; we' |l
have taken ashort-term loss here by thetime
youreadthis.

WEe' ve recently added KeyCorp, the * snow-
belt” bank to our portfolio, at a5%yield. This
was once one of the “hot” regional growth
banks, and sold at nearly twicethe pricewithin
the past few years. But amerger with Society
Bank in Cleveland and various other forms of
corporate indigestion threw awrench in the
gears, and earnings stopped matching its
excellent set of assets. Thisyear, anew CEO
has entered the picture, cleaning up problems
and adding fee-based servicesto thecompany’s
more than 900 branch locations. At 10 times
next year’ sestimated earningswethink there's
little risk. The dividend was increased this
year—alwaysone of our favoritesignalsfrom
management, and there is substantial upside
potentia if aturnaround iseffected. KEY sdlls
at 1.5timesbook, whilepremier regionalssall
at 3to5timesbook. Therisk torewardratio
looks good here, and it yields more than the
ten-year bond. These are the items we roam
the market seeking.

We al so bought someMorgan Stanley PERQS
whichessentidly get usahighyield guaranteed
by Morgan Stanley and acall on Qualcomm
stock. Our positionistied to Qualcommfor 1.5
years, giving usparticipationinthe gppreciation
(oritsconverse) with ayield inthe mid-teens
guaranteed by Morgan Stanley. Our first foray
into these technol ogy-connected securities—
onetied to JDSU— has been an unmitigated
disaster. But we have felt strongly that there
should be somediversification into technology

BETTER THAN BONDS INCOME

inthisportfolio, and thisor other convertibles
areredly theonly way to doiit. Recent quarters
have not been kind to thisidea, but at |east we
havekept our position szesmall—out of respect
for theextravolatility of theunderlying shares.

LOOKING FORWARD

We note that MMR (Money Manager
Review), an organization that tracks private
account managerssimilarly to Morningstar’s
tracking of mutual funds, hasrated us asthe
least volatile of any equity portfolio in their
universeof some 800 managers. Our defensive
characteristics have been evident this year,
especialy inview of thefact that thisportfolio
has shown it can do as well as any on the
upside. Thefundamental sof our companiesare
sound; we' ve seen renewed buying assoon as
market pressurewaslifted. And our dividends
continueto increase. So, though theworld has
become more uncertain generaly, we have
ample confidencethat positivereturnsawaitin
the near future. We noted in the overview that
at some point down theroad bondsarelikely
to prove a problematic asset class. But, asin
1998, we' vedready shown that our stockscan
provide solid total returns even when rates
beginto climb. Thecurrentyield onthisportfolio
iS7.72%, which isdlightly inflated by afew
synthetic securitieswith expiration dates, but
isdtill redigticaly inthe 7% vicinity. []

Performance Disclosure

Better Than Bonds/Income: Included in the results are al portfolios that
areunrestricted and that have been managed for at least onefull quarter. The
number of accountsin the composite as of 9/30/01 was 62, which represents
52% of total assets managed in this strategy with ameasure of dispersion of
0.66. Inception of the composite was May of 1997.

Cash 14.7%

Consumer Products ~ 4.1%

Transport 2.2%
Electric Utility 12.2%
Pipelines 9.8%

=il

Financialllnsurance ~ 19.4%

Natural Gas 16.3% —

REITs 10.6%
Energy/Oil 6.5%
Telecom 4.2% —

FUNDAMENTAL
CHARACTERISTICS

Yield 7.72%
Proj DivGro 5.53%
PayoutRatio 67%
Market Cap (MDN) $3.2 Bil
Price/Book 199
Beta* 046
P/ERatio**(MDN) 12.63

Quality (EquityRating)  B++
*Relative to S&P 500, 9/30/97-9/30/01
**REITs use P/FFO ratio rather than
P/E Ratio




SBI QUARTER REVIEW

Inthe broader market uncertainty isanathema sz

“Butchanging your
course inmidstreamisn’t
a prudent investment
move, and surely we've
seen enough investment
flowers turn into birdseed
in the past few years to
understand that ‘stories’
areforchildren.”

Quarter Composite Net of Fees*
(13.98)%
(22.22)%

SBI (Preliminary)

Value Line Index

12 Month Composite Net of Fees*
(22.48)%
(25.91)%

SBI (Preliminary)

Value Line Index

2Year Composite Net of Fees*
11.16%
(6.72)%

SBI (Preliminary)

Value Line Index

*See Performance Disclosure on
page 11

to investors. Hiding spots are few and far
between since virtually every sector of the
economy is likely to be affected. We face a
new kind of enemy at the same time that we
face an unresponsive economy, making
tomorrow much more unpredictable, and
making the economic struggle much tougher
than usual. Drab economic figures, lackluster
growth, and exponentially rising layoffswill
surely be highlightsof our timesinthehistory
books of future generations. Mercifully, such
conditionsdon’t last forever, so we continue
to search for good stocks that are sound
absoluteinvestments.

Giventhespecid circumstancesof themoment,
onecould chooseto remainonthesidelines, or
try to chase every opportunity to capture
Speculativegainsindefense, congtruction, virtua
conferencing and surveillance, even funeral
services — sectors that are all getting a boost
dueto the recent events... But changing your
coursein midstreamisn’t aprudent investment
move, and surely we' ve seen enough investment
flowersturninto birdseed inthe past few years
tounderstandthat “ stories’ arefor children. And
fixed income, aswe' ve noted, isgoingto bea
zoneof decapitation for investorsassoon asthe
current wave of stimulus takes hold in the
economy. Theobviouscourseisto stay withthe
leaders and niche companies with extensive
market shares, proven management, consistent
historical growth rates and high financial
strength—basicaly our typica SBI stocks.

Whilewe couldn’t avoid disappointmentsthis
quarter (theenvironment wastough al theway
around), our portfolioswereableto keep losses
at bay for the last 3 months and year to date.
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Relative to the S& P 500 index, which was
down (14.68)% for the quarter and (20.39)%
year-to-date, SBI composite net of fees
declined by (13.98)% since June 30" and
(14.91)% year-to-date. The strategy fared
well yet again relativeto most equity indices
and funds.

PORTFOLIO HIGHLIGHTS

The overal fundamental attractiveness of the
pharmaceuticd sector—thisisthemod defensve
areathat also offersgrowth, indifficult times—
led usto severa portfolio changesinthisarea.
Alpharma, a developer and manufacturer of
genericand proprietary humanandanimd hedlth
products, was added to the portfolios after the
announcement of itsacquisition of aportion of
an Australian generic drug manufacturer,
Faulding. Alpharma's pre-dedl valuation was
atractiveenoughfor usto get interested, but the
potential for enhanced growth following the
acquigition put ALO on top of the charts of
genericdrug producersinthe US.

Searching for value in the pharmaceutical
universe brought us another interesting

o ___________________________|



candidate, Andrx Group, adevel oper of generic
versions of selected controlled-release brand
name pharmaceuticals. Although the stock in
recent days experienced waves of excessive
volatility duetoinvestor concernswith thefinal
FDA approval of Andrx’sversion of ulcer drug
Prilosec, we believe that the company’s core
bus nessfranchise (including generic digtribution,
niche speciaty productsand proprietary pipdines)
desarvesava uation a least 15-20% above current
levels. Inaddition, generic Prilosec' spotentid could
provide significant upside surprise to already
rapidly growing (but modestly valued) earnings.

Alongthesamelines, wedecided to swap Baxter
for anew positionin Merck. Basically, therisk/
reward ratio had deteriorated for BAX, whileit
had greatly improved for MRK, which was
temporarily out of favor with investors, but fill a
wonderful company. True, MRK growth may not
beasstellar asintherecent past, but at a5-year
low P/E aswell asat adiscount to the S& P 500
themerchandisewasirresistible.

We added a MediaOne preferred security,
convertibleinto shares of VVodafone at what we
thought wasan exceptional price. VOD isavery
familiar name to us: it's the largest wireless
company intheworld, with strong financids, and
aclient base of over 65 million globally. The
convertible preferred represents an attractively
priced equity surrogatethat offersayield of over
11%, afinancial strength rating of A (oneof the
highest around), and quite high sensitivity to the
underlying common.

We also added SunGard Data Systems, whose
business model fitsthe SBI investment profile
almost ideally. Thefranchisefactor isobvious,
just about every financia servicescompany under
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the “sun” relies on their services. The
company’sinvestment support systemsare
used by anyonewho’sinvolvedin securities
trading and financia accounting. SunGard has
1% debt and highly reliable and consistent
earnings growth. Estimated 20% growth at
a P/E close to the S& P 500 makes it an
appealing addition to our financial services
industry group. Longer termit won't surprise
usto seemgjor intensification of transaction
speed and volumesintheindustry (likeapush
toward next day settlement) that will drive
SunGard’s business to record levels of
revenue and profit growth.

Onthesdll side, wewere abletotaketimely
profitsin Darden Restaurants—inspired by
concerns about the state of consumersnear
term. We al so trimmed Washington Mutual
during the thrift shakeout in August. This
gave usan opportunity for profit- taking and
at the same time brought the weight of the
stock back downto our typica alocation. We
remain committed to the tock and find doubts
about the ability of banksto generate profits
inan environment of continuous cutsinthe
short-term rates unwarranted—though a
softening economy isalwaysaconcern.

LOOKING FORWARD

Looking ahead, we'll be pushing toward
achieving balance and quality among stocks
inthe portfolios. We area so trying to stick
totheideaof sector-neutra investingwhich
wefind very appealing, though inthe current
environment there are some sectorsthat we
will only moveto...dowly. []

STRATEGY

Retail 3.6%

Pharmaceutical/Medical 19.3%

Industrial Serv/Materials 6.1%
Technology 10.4%

(

Financial/lnsurance  29.0%
Utilities 16.5% —
Cash 10.3% —

Consumer Products  4.8% —

FUNDAMENTAL
CHARACTERISTICS

Yield 1.55%
Proj DivGro 11.96%
Payout Ratio 11.33%
Market Cap (MDN) $6.4 Bil
Price/Book 338
P/E Ratio(MDN) 17.69
Quality (Equity Rating) B++
Beta* 0.99
STD 2117
*Relative to S&P 500

9/30/98-9/30/01

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 9/30/01was 10, which represents87%
of total assets managed in this strategy
with a measure of dispersion of .66. In-
ception of the SBI composite was Sep-
tember of 1998.



QUARTER REVIEW ALPHA-BASED STRATEGY

FUNDAMENTAL
CHARACTERISTICS

P/ERatio (MDN) 13.86
Market Cap (MDN) $500 Mil
Price/Book 269
LT Growth Rate 2545
Beta* 108
R-SQR* 044
Annualized STD 29.10
Alpha* 1169
*Relative to S&P500,

9/30/97-9/30/01

Pharm/Medical 20.0%

Utilities 10.0%

Retail 12.8%
—— Medical Supplies 5.3%

Cash 6.0%

I
Consumer Products ~ 3.0% —
Leisure 2.3%

Financial/lnsurance ~ 9.5%

Technology 8.3%

Industrial Serv/Mater  22.8%

Quarter Composite Net of Fees*
Alpha-Based (Prelim) (23.84)%
Russell 2000 Value  (13.33)%
Russell 2000 (20.79)%

12 Month Composite Net of Fees*
Alpha-Based (Prelim)(24.42)%
Russell 2000 Value 5.61%
Russell 2000 (21.13)%

3 Year Composite Net of Fees*
Alpha-Based (Prelim) 15.16%
Russell 2000 Value 8.84%
Russell 2000 5.02%

*See Disclosure on page 2

The Alpha-Based Strategy certainly felt
the blade of panicky downsidevolatility during
the turmoil of September, and finished the
guarter mildly worse than the Russell 2000 and
noticeably worse than the Russell 2000 Value
indices. That our results continueto rank among
the best in the category for three years (we'll
soon have five year numbers as well) barely
removesthe sting from this past period, though
an absolute and relative performance surgein
the first two weeks of the 4" quarter have
proved abit of arelief.

PORTFOLIO HIGHLIGHTS

Our underperformance this quarter didn’t
just come from the added volatility of the
September market. We were dlightly reeling
from several blow-ups that occurred prior to
the attacks. One of our top stocks from earlier
periods, Carreker, reported disappointing
earningsthat discouraged Wall Street followers,
and investors sold the stock off sharply. Wetook
arisk with Polymedica. Often stocks are not
bargains unlessthereis some controversy in the
picture. PLMD had intimationsof chargesrelated
to overbilling Medicare for nearly a year. We
thought enough timehad passedtowarrant theview
that whatever clouds there may have been had
blown past. But, indeed, there are red problems.
While the damage could have been worse, we
bought the stock well and our flight fromit produced
apercentagel ossthat wasdepressing but not nearly
asbad asit might have been.

Prior tothe September 11 attacks, consumer
spending was the only prop to the economy—
although few would have rated it especially
strong. It was natural that our portfolio would
have gravitated in this direction, since in the
consumer areawe were able to find companies
that were both cheap and had not disappointed
on their growth promises. However, after
September 11 the thesis that the consumer area
was a good place to be came roundly into
guestion, and wefound oursalvesneedingto trim
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back our weight out of simple prudence. We
came out flat in O’ Charleys, but took jarring
losses in J.Jill and American Eagle Outfitters.
We replaced them with more defensive issues
such asFleming, afood distributor, and Option
Care, aspecialty drug distributor.

Though pockets of strength werefew and
far between for any strategy this quarter, we
did have afew nice positives. Vestalnsurance
Group, ahigh flyer of someyearsago now on
the rebound, gave usa20% gain. Drug-related
Alpharma and Syncor also provided some
positive offense, as did Option Care and a
renewed foray into Sunrise Assisted (which
we sold profitably earlier intheyear) hasalso
yielded initial success. In August we beefed
up our stake in Christopher and Banks and,
sincethen, it is some 25% higher.

LOOKING FORWARD

We feel confident about our strategy and
its implementation—and our team is aways
working on ways to improve it. With 20/20
hindsight we see that a more cautious posture
would have worked better during the third
quarter. The stocks we hold have not really
disappointed uson fundamentals, and aswe go
to press their price charts are exciting almost
across the board. This combined with a much
more stimulative economy islikely to produce
much better resultsduring thefourth quarter. [
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