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THE STRATEGIES

INCOME-EQUITY STRATEGY

Adiversified dividend-growth strategy
providing high currentincome, growth of
income, and growth of underlying principal.
Stocks are conservative, high quality, high
yield, and are projected to have arising
stream ofincome.

BETTER THANBONDS/UTILITIES

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

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

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

L ast quarter we noted that despite the apparent rooting in of “momentum” during
2003, the end of the year revealed the beginning of areversal from low-quality
stocksand aggressiveissuestoward larger and higher quality merchandise. This
past quarter saw acontinuation of that trend, though accompanied by aredization
inthe marketplace that the concernswe' ve been pointing out for sometimeare
real. One percent interest rates have been asymptom, for example, of an economy
that may stall if substantial new jobs are not produced—and yet this concern
arisssinthemidst of fairly lively corporate profitsand distinct increasesin revenues.
(Indeed, the most recent jobsreportsand | SM reports on economic activity have
been undeniably strong). The concerns have resolved into akind of debate over
whether the current market representsanew durablebull market, or theculminating
phase of a substantial rally within the context of an ongoing bear market, or,
neither bull nor bear, arange-swinging landscape.

For nearly two yearswe' ve suggested that broad rangeswere morelikely
than either apersistent bear or bull market, primarily because there have beentoo
many red flagstoinspire confidenceinrelentlessly rising prices. At thesametime
theworld hasclearly not cometo an end—and chancesareit won’t. We suggested
last timethat the flow of fundsinto better quality stockswas apositivefeature,
but as became clear in March, this market is fragile enough to stumble when
terrorist bombs go off acrossthe ocean.

The nature of those elements in the picture that are amenable to rational
analysis—as opposed to the now ever-present threat of external shocks—hasn’t
changed very much. Theoverall pictureisfar healthier and more“norma” than it
has been in recent years, leading to a more generally positive broad-brush
assessment. The economic environment hastaken root at aglobal level, and sent
out new growth. Still, the pictureisincomplete, and decorated like avoodoo tree
with therattlesand mysterious signs of acontext to which investorsaretryingto
adapt, thoughit’ sacontext without historical precedent for guidance.

We' verevised our “ten points’ toward amore conventional analysis. The
issueof investor confidencein corporate governance, for example, whichwasso
cogent in 2002 seemsirrelevant in atime when investorsfail to leave mutual
fundsthat haveviolated their trust (aswell astheir returns):



“..now that the ‘bargains’
in the eyes of speculators
have been lifted off the
bottom, it's time for
investors to look around
and consider the broader
prospects for the future.”

SELECTED INDICES

15t Qtr'o4 12 Mo
S&P 500 170 3513
EquityInc 234 3441
UtilFund 340 3099
DJU 6.32 4044
LB Long 532 645
LBGC 308 615
S&P 400 507 4913
Wilshire5K 261 39.39
Rus 2000 6.26 63.83

S&P 500 = Standard & Poor’s Index

Equity Inc = Avg Equity Income Fund
(Lipper)

Util Fund = Avg Utility Fund (Morning Star)

DJU = Dow Jones Utilities Avg

LB Long = Lehman Long Government

LBGC = Lehman Bros. Gov/Credit Bonds

S&P 400 = S&P Mid Cap Index

Wilshire 5K= Wilshire 5000 Market Index

Rus 2000 = Russell 2000

1)

2)

3)

The Fed. The now-famous* patience” of
the Fed is the most unsettling feature of
the picturefor us. If the Fed “can afford
to bepatient,” doesn’t thismean that there
continuesto besignificant excess capacity
here and globally (since so many of the
products we buy are globally produced
now)?Doesn’t thismean that thereislittle
demand for themoney the Fed so cheaply
distributes?If thereislittledemandfor the
money, doesn’'t that mean that there slittle
need for new capital goodsand facilities?
Doesn’t this also mean that the Fed
doesn’'t really care about the expanded
vauation plenuminequitiesandred estate
that their policies have inflated? We're
supposed to havefaith that thiscoursewill
work—and recent numberscast avotein
favor—but what happenswhen the boost
from tax cuts fades in the second half?
Alternatively, if the economy can really
sustain recent progress, what happensto
valuations in a higher interest-rate
environment?

Terrorism. This factor is on investors
minds, as was clearly shown in March.
Giventhesuccessof theterroristsin Spain,
it'sreasonabl e to think that they will seek
a way to damage the current U.S.
administration. And, intheprocess, afarly
fragile equity market may experience
collateral damage.

Traditional sentiment measures. We've
discussed at somelengththefact that these
measures——advisor bullishness, volatility
index, and thelike—provided no helpin
2003, though they have along record of
predictiveability whichwe renot ready to
tossover. Sentiment may be better thaniit
looks, as advisors were quick to dart for
cover at the first signs of correction in
March. But by historic measures, thereare
still too many bulls around to support a
really solid market.

4)

5)

6)

7)

Our proprietary optionsindicator. This
isgtill bullish, asit hasbeensinceearly last
spring, though the bloom is somewhat of f
therose, andwerateit“moderately” bullish.
What'schanged inthisseriesaretheratings
for the Dow Jones Industrias, which have
diminished to no better than neutrd.

Valuations. Wearefinding it harder and
harder to find reasonably valued stocksin
any sector. Thisisin part afunction of the
low current interest rates which tend to
drive P/E ratioshigher, andin part afunction
of the lack of alternatives for most
investors (due to the same low interest
rates), which tends to drive investment
dollarsinto equities. Thebiggest question
on the horizon is how investorsin high-
valued equities will react when the time
finally comesfor long-terminterest rates
torise. Wedon't think that Waterlooison
the horizon for the next quarter or two, but
one never knows the precise timing of
thingsin aworld that discountsvariable-
length segmentsof thefuture. Will investors
discount the next sx months? The next two
years? Thenext fiveyears?

The Dollar. Euro-mania seemsto have
cooled for now; Euroland, Britain, and
Japan, have survived the strengthening of
thelir respective currencies, demonstrating
once again the adaptability of market
economies. Still, astruggleto meet growth
godsin Europeisemerging, and consequent
callsfor interest rate reductionswill likely
resultinagtatic Eurofor awhile. American
multinational sshould benefit fromahigher
plateau in the Euro and the Pound.

Mutual Fund cash flows. Strength
remains. We shouldn’t forget that the
growthin401-K and state plansprovided
a steady source of demand for stocks
through the 1990'saswell asduring this
decade, and though cashflowsdonearen’t
enough to induce strong markets, they
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remain asupport that was never presentin
previousepochs, and arguein favor of long-
term bullish trends—interim volatility
notwithstanding.

8) Earnings. Profits have been generally
better than expected, though some contend
that 2003 profitswerefrequently driven by
lower tax rates (including accelerated
depreciation) and job cutting/outsourcing.
Thesituation hasflipped from one of easy
comparisons between 2003 and 2002 to
tougher comparisons between 2004 and
2003. Revenues will have to grow yet
further tokeep up the paceof profit growth,
and current modest job creation needsto
moveto ahigher level to provideassistance
on this score. But ISM numbers suggest
hopesfor eventual substantial job creation
areprobably nolonger merewidhful thinking.

9) There are hidden taxes. Rising energy
prices hurt all businesses, particularly
manufacturers, while they also directly
“tax” consumers, and thereisnorelief in
sight. By our calculations, the average
middle-classtaxpayer hasreturned most of
his or her tax cut in the form of higher
gasoline and heating prices. In our view,
there are many reasonsto think that high
energy priceswill persist, and may even
worseninthecoming quarters, providing a
drag on growth.

10) Insiders are reluctant. Insider selling
continuesto dominate patry insgder buying
to an overwhelming degree. Along with
minisculeinterest rates, thisfactor remains
adistinct red flag.

Insum, now that the*bargains’ inthe eyes of
speculatorshave been lifted off the bottom, it’s
timefor investorsto look around and consider
the broader prospects for the future. The
economy and the markets appear to have
successfully whistled past thegraveyard inthe

Continuedon page5
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INCOME - EQUITY STRATEGY

Followi ng ayear of outstanding returns, our
portfoliosmanaged to performwell yet again,
finishing the quarter with positivereturnsthat
were slightly better than the S& P 500.
A quiescent interest rate environment and a
shift toward higher quality issues probably
helped our performance, and there were no
disappointing fundamenta devel opmentsinour
stocks. Our average annualized returnsfor the
past fiveyearsare some 600 basi s pointsabove
the S& P 500, during a time of turmoil and
oscillation between growth and val ue stocks.
While five years is not a lifetime, the case
continuesto build, inthiselectionyear, for a
voteinfavor of steady yield stocksversusthe
erraticaly fulfilled promisesof growthissues.

PORTFOLIO HIGHLIGHTS

Growing concernsover REIT vauationsin
light of exponentially risng NAV premiums,
kept our exposure to the group at marginal
levels. Ironicaly, our best performing stock this
guarter came from this most underweighted
sector. Urstadt Biddle, our only pure REIT
holding, finished the quarter up 16% before
dividends. Aswe pointed out in our year-end
report, UBA isoneof themost conservatively
managed companiesinthe REIT universe, no
doubt overlooked due to its small size.
Remarkably, even at current levels UBA is
theonly quality REIT trading at adiscount to
thenet value of itsassets, consisting primarily
of grocery store-anchored shopping centersin
upscale neighborhoods. In January we took
profitsin Cousins Propertiesasacombination
of factors, including stretched valuations
coupled with amediocre earningsreport and
our general paranoia concerning the sector,
proved conclusive. Indeed, as we write the

“Income-oriented
investors have fewer
and fewer places to
turn in today’s world,
and our portfolio is a
logical solution to
their problems.”
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*See Performance Disclosure
on page 12.

REIT sector isexperiencing oneof itssharpest
short-term sell-offsin years. Wedid add high-
yielding MFA Mortgage Investments, aREIT
that investsprimarily in highly rated adjustable
rate mortgage securities—with the thought that
adjustable-rate mortgages would actually
benefit from a steepening yield curve, as
opposed to nearly all other REITs, which will
most likely suffer fromit.

Our convertibles had a mixed showing,
with Motorolaleading the group (up 18%) on
optimism surrounding the handset sector and a
recovery intelecom industry spending. While
we' reimpressed with Motorola srecent steps
to secureand further strengthen itscompetitive
position in the global marketplace, wefelt it
wasprudent totrimour positioninearly March,
just prior to abrief but sizeable correctionin
technology names. In this case, over time
we've participated in a doubling of the
underlying stock, with a 7% yield as an
additional incentiveto remain committed. Our
utilities also helped this past quarter: each
was up, and United Utilities |ed with an 8%
gain. MLPs, banks and insurance companies
were mixed, and our food stocks were
generally higher.

Consolidationinthefinancial sector hasn't
shown any signsof dowing down, with severa
dozen dealsannounced just inthefirst quarter,
including one of our own — Union Planters
will bemerging with RegionsFinancia (which
isitself atakeover candidate, in our view).
Having examined recent M& A metrics, we
notethat all of our bank holdings continueto
trade at a substantial discount to announced
premiums, leaving plenty of room for capital
gppreciation. Just asimportant, dividend growth
continuesto steadily enrich shareholdersinthe
industry. At the end of March we found a
financial sector bargain overseas and added
ING, arecovery story, on a pullback from
recent highs. Fundamenta shereremain strong,
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making current valuation at 9x earningsand a
soon to be received large mid-year dividend
especidly attractiveto the portfolio.

Expanding our pharmaceutical exposure,
we added a position in Merck, a rock-solid
name, an AAA-rated company since the
seventies, withacurrent yield of over 3% and
tremendous dividend growth history. Much
skepticismover Merck’sdwindling pipeline, in
our view, hasbeen already priced in the stock,
which should be supported going forward by
itshistorically low valuations, attractive current
dividend and prospects for future earnings
growth from products in late development
stages. Too, thereisasignificant trend of large
pharma companies buying new pipeline
prospects by acquiring smaller biotech
companieswith late-stage products, and Merck
certainly hasthewherewithal to participatein
thisway.

Toward the end of the quarter we took
partial profits in Worthington Industries, a
turnaround position we highlightedin previous
reports. Having appreciated 6% for the quarter
and over 30% sinceorigina purchase, WOR's
valuationfinally started catching up totherest
of thested industry, whichisenjoying aperiod
of record growth. In recent quarters
Worthington has been successful at passing on
risng cost of raw material sto customers, driven
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by strong demand and tight steel supply. Still,
despiteapositiveoutlook for industrial markets
and pricing dynamicsin the near-term, WOR
remains acommodity-sensitive name and at
closetofair valuethe name hasbecome more
vulnerable to changes in the commodity
background—about whichwe renot asbullish
as we were when steel was much cheaper.

In our quest for extradividend income,
we decided to step out of the box, buying a
typically non-yielding name, Anixter
Internationdl, for itsspecial dividend of $1.50/
sharerepresenting aone-timeyield of over 5%.
We’'ve liked AXE, in the business of
communications, cable and speciaty wire
products, for quite sometimeand weview the
dividend asyet another signal of the quality of
Anixter’sfinancid decison-making. Inaddition,
current val uation leavesroom for good earnings
leverage should the networking infrastructure
continueto unfold as expected. Whileit'snot
our intention to hold thisposition over thelong-
term (and wearenot buying it for new clients),
welikethediverdfication offered by AXE, and
itsconservative exposureto technology growth.
Not incidentally, aswewrite, thestock ishigher
than our purchase price—even after going “ex”
to adjust for the cash dividend.

LOOKING FORWARD

Income-oriented investors have fewer and
fewer placesto turnintoday’sworld, and our
portfolioisalogica solutiontotheir problems.
Treasury bond investors are now more
threatened by higher ratesthan at any timein
thelast ten years. In the months ahead, should
| SM numbersand job reportsrecapitul atethose
seenin March, investorsin high credit bonds
have nothing but capital depreciation in
prospect. Junk bond and emerging market
investorsat thispoint can't really get ahigher

yield than our portfolio provides, and yet the
averagecredit rating on our socksisA-/BBB+.
Our yield riseswith dividend increaseswhile
thegtatic (andlower) bondyieldsnever change.
Indeed, an investor in our Income-Equity
portfolio at inception who re-invested all
dividendswould today bereceiving ayield of
nearly 9%oninitid capitd—fromincomedone.

Our stocks generally increase earnings
and grow over the years, while bonds don’t
grow at all. Investorsin REITs, another high-
yield equity area, must contend with the fact
that they are paying 10-30% more than their
assetsareworth, and such premiumswill no
doubt regressto the mean. Aswe mentioned
in the Overview, the environment is not
without crosscurrentsand vulnerabilities. But
inayield-starved world that isincreasingly
turning to quality issues, we would seem to
bein afine position.

Current yield for the portfolio is5.6%,
and expected growth of yield is
approximately 4%. []

Continued from page 3

past Six quarters, but thereareenough red flags
in the picture—historically high valuations,
uncertainty persisting on the jobs front,
diminished technical signals, continued low
insider bullishness, questions about the
sufficiency of economic growth, steady
reminders of the terrorism threat—for us to
think that astrong market isn’t incipient, and
that any ralieswill producevertigo. L atecomers
andrecovery truebdieversareclearly present,
and would likely become more evident as
supporter indeclines, but wethink substantial
digestion is necessary before the future
roadmap becomesclearer. [

Pipelines/Energy 22.4%
Publishing 3.1%
21.3%

Telecom 4.0%

Natural Gas

il

—— Consumer Prods  1.6%

Electric Utility 2.3%
‘ | ’7

Industrial Serv/IMat 7.0% — J
REITs 45% —

Technology 4.9% J
Pharmaceuticals  5.3%
Cash 1.8%

Financial 21.8% ——

FUNDAMENTAL
CHARACTERISTICS

Yield 5.6%
ProjDividendGrowth ~ 4.2%
PayoutRatio 58.7%
MarketCap (MDN)  $5.4 Bil
Price/Book 23
P/ERatio**(MDN) 16.3
S&P Rating A-
Beta* 54

Standard Deviation 13.4%

*Relative to S&P 500,
3/31/99-3/31/04
**REITs use P/FFO ratio




BTB/UTILITIES QUARTER REVIEW

Our utilities portfolio got off to agood

start this year with little in the way of news
during the quarter beyond generally favorable
weather and moderate economic activity.
Within our portfolio, natural gasdistribution
companiesfared best asagroup, followed by
our pure-play natural gas producers, and an
assortment of electric utilitieslifted by positive
newsflow. Wefurther reduced our exposureto
the ever-more-competitive UStelecom market,
whileintroducing alittleforeign, old-fashioned
regulated telecom. Our thesisfor anatura gas
“Summer Surprise” remainswholly intact, and
theportfolioiswell-positioned to benefit from
rising natural gas prices. Should the stars
continueto movetoward agenuine natural gas
crunch —which is our expectation — we are
prepared to increase our weight in natural gas
producers as a complement to our more
conservativeuutility holdings.

“Should the stars
continue to move toward
a genuine natural gas
crunch — which is our
expectation — we are
prepared to increase our
weight in natural gas
producers...”

Quarter Composite Net of Fees*

2.1%
6.3%
5.1%
3.1%

BTB/Util (Preliminary)
DJUA (total return)
S&P Utilities

LBGC

PORTFOLIO HIGHLIGHTS

Our natural gasdistribution companies (most
located East of the Mississippi) performed
nicely this past quarter, driven by colder than
normal temperatures in their territories, and
risngcommercid andindustrid demandfor ges:
WGL Holdings (+8.31%), Peoples Energy
(+6.21%), Atmos Energy (+5.23%) and Nicor
(+3.50%). Our gas distributors with gas
production and marketing divisions also
performed well, though their strength in recent
quarters contributed to more moderate
appreciation in the current quarter: Keyspan
(+3.86%), Questar (+3.69%), Equitable
Resources(+3.49%), Southern Union (+2.99%)
and Oneok (+2.13%). Pure-play natural gas
exploration and production company, Burlington
Resources posted our biggest gains for the

12-Month Composite Net of Fees*
BTB/Util (Preliminary)
DJUA (total return)
S&P Utilities

LBGC

27.3%
40.4%
36.9%

6.2%

10-Year Composite Net of Fees*

7.3%
8.6%
6.3%
7.7%

BTB/Util (Preliminary)
DJUA (total return)
S&P Utilities

LBGC

*See Performance Disclosure on
page 12.
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quarter (+14.90%), while fellow E&P
companies Devon Energy and EOG Resources
increased their dividends 100% and 20%,
respectively, whilecontinuing to pay down debt
and strengthen their balance sheets.

Energy East was our biggest gainer
among electric utilities (+13.21%), drivenin
part by thefiling of arateplanwithNY State
that will allow EASto divest itself of itslast
generation plant to Constellation Enegy this
Summer, and become apuredistribution and
transmission company. United Utilities
(+8.03%), Britain’s largest publicly traded,
regulated water utility announced recently that
profits will rise this year following a much
anticipated rateincrease. Cinergy (+5.36%),
electricand gasuitility basedin Cincinnati, Ohio,
continues to make headlines as an early
developer of Broadband Line Communications
(high speed data services over traditional
electric power lines), and alow cost producer
of eectricity inthe Midwest. Pepco Holdings
(+4.61%), the electric and gas utility serving
Washington, DC and Maryland, withessed some
cloudsrelated to Mirant’sbankruptcy beginto
clear, andreceived arateincreasein Maryland.
Webelievethat at current valuations, POM is
asuperb takeover candidate.
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Aspromised, we continued to reduce our
exposureto the UStelecomindustry by exiting
our poditioninlong-timefavoriteAllte. Though
wedtill believethat rura telecomssuch asAlltel
and Century Tel haveaninsular advantage over
the more urban-centric Baby Bells (and we
might usethem astrading vehiclesto participate
in positive news developments), the threat
posed by Voice Over Internet Protocol (VOIP)
castsashadow over al UStelecom companies,
and we don't believe the risk/reward profile
justified sticking around. We added Telefonos
deMexico (TMX) thisquarter (+5.39% as of
thiswriting), Mexico'sdominant fixed-lineand
wird esstelephone company, becauseof itssolid
domestic growth prospects, benign regulatory
environment, excellent cash flow, modest
vauation, and attractivedividend.

Earlier, we noted that the United Statesis
marching steadily toward a natural gas
“Summer Surprise” — by this we mean that
whenadl thenewly constructed natura gas-fired
power plants are turned on this Summer (to
run people'sair conditionersand/or supply a
growing economy) themarket will seenew, and
rather inelastic, demand for natural gason a
scale never before witnessed in such a short
period. Approximately 200,000 megawatts of
new power plant capacity was built over the
last few years, and has yet to be switched on
... that’s more than 25% of the entire power
capacity existingintheUnited Statesintheyear
2000... or, equivalent tothetotal power capacity
of the United Kingdom and France combined.
Most observers expected to see some of this
new capacity come*“online” last Summer, but
the Eastern half of the country experienced the
coolest summer inamost 40 years, effectively
masking the new demand for natural gasthat a
norma summer will generate. Meanwhile,

|}y

natural gasproductioninthe United Stateshas
fallen year-over-year by roughly 2-3%, andis
projected tofal further in 2004, evenwith near-
record drilling for new supply. Thesefactors
suggest that even beginning our “ refill season”
(when gasistraditionally pumped into storage
for consumption during the winter heating
months) at historically normal levels(1 Trillion
Cubic Feet) will leave us “short” of gas for
winter 2004-2005. And that’s assuming we
experienceaSummer with normal temperature
readings. The wesather experts we consult
indicatethat Summer 2004 islikely to be hotter
and more humid than normal, which will
exacerbate gas demand to cool a sweaty
popul ation. We' re note quite surewhat could
dampen natural gaspriceincreasesthisyear,
short of arepeat of last year’sfrigid summer
or asudden cooling of industrial demand.

LOOKING FORWARD

Though theverdict may still be out onthe state
of the US economy, our conservative electric
and gas utilities continue to chug along at
moderate historical valuations, strengthening
their balance sheets, raising dividends (10
positionsthisquarter), ready to benefit froma
sustained uptick in industrial demand.
Meanwhile, our positionswith gasexposure
continueto generate strong profitsfrom high
gas prices supported by fundamental supply/
demand constraints, with aparadigm shiftin
natural gas pricing al but certain for the
remainder of this decade. With looming
shortagesin the gascomplex likely poised to
provide our added a pha, we can aso enjoy the
peace of mind provided by the balance of a
portfolio filled with conservative, back-to-
basics, regulated utilities. [

BETTER THAN BONDS UTILITIES

Nat Gas/Divers 17.3%

Telecom Serv 4.7%
Pipelines 5.9%
’— E&P Nat Gas/Oil 8.3%

Electric Utility 25,7%J

Natural Gas/Dist ~ 27.5% ——
Water Utility 4.0%
Cash 6.6%

FUNDAMENTAL
CHARACTERISTICS

Yield 3.7%
Proj Dividend Growth 3.6%
PayoutRatio 49.1%
Market Cap (MDN)  $2.9 Bil
Price/Book 19
P/ERatio (MDN) 144
S&P Rating A-
Beta* 58

Standard Deviation 13.6%

*Relative to S&P500, 3/31/94 - 3/31/04




DISTRIBUTION/EMERGING UTILITIES QUARTER REVIEW

Annualized Returns
as of March 31, 2004
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12-Month Composite Net of Fees*
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5-Year Composite Net of Fees*

11.6%
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DJUA (total return)
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*See Performance Disclosure on
page 12.

“One of the features of investing which
keeps things interesting is the way in which
results can unfold in an almost perverse
manner.” — 4" Quarter '03 Report

Amen. With legidation that would repesl
the much discussed Public Utility Holding
Company Act (PUHCA) languishing, if not
dying, in Congress, one might assume that
investors in a utility takeover strategy are
paying apenalty for thislegidativedalliance...
yet nothing could befurther fromthetruth. Our
Distribution strategy notched another fine
quarter’ sperformance, posting again of 3.15%
versusthe S& P500’sreturn of 1.70%, even as
prospectsfor therepea of PUHCA havefaded,
and facelittle chance of passing until after the
November election. Furthermore, 38% of our
holdingsincreased their dividend thisquarter,
with an averageincrease of gpproximately 5%.
Thereinliesthecharm of thissteady-eddy Strategy.

As a quick reminder, the Energy Bill
(whichincluded PUHCA'srepeal) died inthe
Senate last November due to bipartisan
oppositiontoligbility limitationsfor producers
of MBTE (aHouse Republican priority and
aleged “deal-breaker”) and renegade fiscal
conservative Republican oppositionto massive
proposed energy tax incentivesthat Sen. John
McCain and others slammed as unproductive
and pure*“ pork.”

During the quarter, Sen. Pete Domenici
of New Mexico continued his hunt for
additiona votesfor hisenergy packagewithout
success, whilerefusing all entreatiesto break
goart theorigind Energy Bill intoitsconstituent
titles. Such afragmenting of the original bill
would have virtually assured the passage of
popular measures — such as mandatory
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eectricity reiability standards—but would have
deprived Republicans of leverage to get the
MTBE liability provisionspassed ... asticking
point that remainstoday.

Asof thiswriting, however, Sen. Domenici
isinthemidst of trying to piggy-back theenergy
tax incentives portion of hisEnergy Bill asan
amendment to the corporate tax cut bill (S.
1637) now pending inthe Senate. Perversaly,
thisportion of thehill isviewed by most andysts
asofferinglittleintheway of genuineincentives
for adding suppliesof gasand ail, and will surdy
be lampooned asnothing morethan agiveaway
to natural resources companies. What’smore,
House Republicans still have not indicated a
willingnessto abandon their position that the
origind Energy Bill must bepassedinitsentirety,
including M TBE provisions.

[ronically, the US-Canadian Task Force
charged with investigating themassive blackout
that cascaded from Michiganto New York on
August 14, 2003, issueditsfind report on April
5 and made 46 recommendations, the most
important of which wasto “make reliability
standards mandatory and enforceable with
pendtiesfor non-compliance.” The chancesof
Congress actually passing these reliability
standards or other consensus measures, such
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as PUHCA repesal, however, remain virtually
nil, solong as Sen. Domenici makes passage
of controversial energy items a predicate to
moving anything else. Should we experience
another blackout this Summer, or see natural
gaspricespikes(see BTB/Utilitiesdiscussion),
thepoliticsof who'sto blamefor afailed energy
bill will surely take center stagethisNovember.
Inthe meantime, we can be content with steady
returns, risngincome, andacurrentyied of 3.7%.

PORTFOLIO HIGHLIGHTS

Our holdings performed well acrossthe board
with few exceptions, leading us to sell two
positionsthat appreciated to apoint where most
of thelikely premiumto bepaidinatransaction
was already reflected in the price: we sold
UIL Holdingsfor againof 27.45%, and DQE
for again of 19.45%. We replaced these two
pogtionswith someupweights, afamiliar name,
and anew name.

We introduced new position PNM
Resources, the parent of electric and gas
distributor Public Service of New Mexico, to
the portfoliofollowing theaward of new, higher
gasratesfrom regulatorsand astrong earnings
report driven by long-term power contractsto
wholesale customersand better cost controls.
In addition to being an attractive takeover
candidate, PNM has excellent earnings and
dividend growth potentid, plus, shortly after we
added this position, S& P upgraded PNM’s
credit rating. TECO Energy, the holding
company for TampaElectric, which ran into
trouble during 2002 and 2003 from its
adventuresin merchant generation, wasadded
to the portfolio following amassive write-of f
of itsunregulated electric operations, thesale
of coalbed methane and synthetic fuel assets
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ashig stepsinitsback-to-basicsprogram. With
territory in one of the most demographically
attractive regions of the country, TECO is
poised for a comeback as it returns to
blandness. Stay tuned for further debt reductions
asit liquidates non-core assets and cleans up
itsbalance sheet.

We added weight to two current positions
in the strategy, based on our thesis that
distributors with natural gas exposure will
benefit from risng commodity prices. Southern
Union operates one of the nation’s largest
pipeline networks, gasdistribution businesses,
and—mostimportantly —theL akeCharlesLNG
terminal, whichit’sinthe processof expanding.
Similarly, SempraEnergy, thelargest natural gas
distributor in the country, hasboth acquired the
only fully FERC-permitted greenfield LNG
terminal property inthe country (Hackberry,
LA), andisleadingthechargeto buildthefirst
LNGterminal inBaja, Mexicowithitspartner,
Roya/Dutch Shell.

LOOKING FORWARD

At therisk of sounding like a broken record,
wearelooking for 2004 to mark theresumption
of M&A activity inthisspace—with or without
the repeal of PUHCA. It's important to
remember that timeremainson theside of these
distribution companies: takeover valuations
remainvery atractiveat these prices, theutility
industry will be hard-pressed tofind rapid, yet
conservative, growth prospectsabsent mergers,
and thisportfolio’s history demonstratesthat
transactions can and will occur even with
PUHCA onthebooks. Further, weremainquite
content collecting our rising dividends and
enjoying moderate steady growth, whilewewait
for themerger activity to begin. [J

Water Utility 2.3%
—— Telecom 2.1%

|* Electric Utility 47.6%

Nat Gas/Divers 112%J
Nat Gas/Dist 34.6%——
Cash 2.2%

FUNDAMENTAL
CHARACTERISTICS

Yield 3.7%
Proj Dividend Growth  3.2%
PayoutRatio 57.4%
Market Cap (MDN) $2.4 BIil
Price/Book 16
P/E Ratio (MDN) 15.0
S&P Rating A-
Beta* 36

Standard Deviation 14.3%

*Relative to S&P 500,
3/31/99-3/31/04




ALPHA-BASED STRATEGY QUARTER REVIEW

“With sharp market
declines and a
commitment to more
concentrated portfolios
comes added volatility.”

Quarter Composite Net of Fees*

Alpha-Based (Prelim) (3.03)%
Russell 2000 6.26%

12-Month Composite Net of Fees*
39.7%
63.8%

Alpha-Based (Prelim)
Russell 2000

7-Year Composite Net of Fees*
12.9%
9.48%

Alpha-Based (Prelim)
Russell 2000

*See Disclosure on page 12

-I_hefi rst quarter turned volatilein March,
and proved frustrating for us, since we'd
outperformed significantly until then, carrying
through on our momentum from the previous
quarter. Our early lead deteriorated in early
Marchfollowing a600 basispoint correctionin
the Russell 2000. Though we held asubstantial
cash position throughout most of the quarter and
going into March, it wasn’t enough to absorb
specificinstances of downsidevolatility inthe
portfolio—even though we' d raised that cash
by making aseriesof very timely sdlls.

PORTFOLIO HIGHLIGHTS

Inananticipation of alikely smal cap correction
following the highsreached in 2003, our activity
concentrated on capturing gains generated by
our holdings. Early inthequarter wetook timely
profitsin Sovereign Bank (14% above quarter-
end prices), ChinaUnicom (24% higher), Serono
(15% higher), to name a few. And nearly
everything we sold dropped notably thereafter.
We also cleaned up portfolios by rotating out of
positionswith severeliquidity problems(MIKN)
andlackluster growth prospects(MWRK). Our
cautiousoutl ook onthemarket, following strong
performance in January (when our portfolios
were up over 7% for the month), was either
too cautious or not cautious enough, for the
volatility of individual stocksweretained far
surpassed benchmark fluctuations. A lack of
quality candidates combined with a tricky
market environment madeit difficult totimeour
cash levelsduring sharp reversalsintheindex
driven primarily by low-quality names. Aswe
mentioned in previousreports, for sometime
we've been entertaining the idea of using
Russell 2000 I-sharesasatemporary substitute
for cash during broad market rallies. Thisquarter
we briefly made use of thisinstrument though
without strategic benefit, asthe market reversed

$3,500 - -
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to the downside shortly after our purchase,
forcing ustodosethepositionwithaminor loss.

Onthebrighter side, afew strategic bets
discussed in previousreports haveworked as
expected this quarter. In mid-February,
Rambusfindly received amuch-awaited ruling
relieving the company of antitrust violation
dlegationsinfiling patentsfor designsof high-
speed memory chips. Rambus, heavily
represented in our portfolios, soared over 35%
on the newsthen retreated toward the end of
the quarter asinvestors thought twice about
the possibleduration of thelitigation process.
Findly, though, RMBS future seemshbrighter
than ever now that the company may pursue
royalty collections on the mgjority of RAM
chipssold since 1999 and going forward. The
stock will be volatile, and may hurt results
periodicaly, but thisstock hasareatively clear
legd field, and theupsde potentia isenormous.

Our portfoliodid haveitsshareof success
stories this period, such as OMNI Energy
services, adiversified seismic support company
for the E& P sector, up close to 100% since
addition in early December on excellent
earningsand raised revenue guidancefor the
year dueto successful integration of strategic
transactions and recently awarded contracts.
Headwaters, reintroduced to the portfolioin
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December, finished the quarter up 31% near 52-
week highson attractive va uation and expected
solid earningsmomentum going forward.

In January we added AU Optronics, and

subsequently raised weight in the following
month in this bargain-priced Taiwanese
manufacturer of LCD and plasma display
panels propelled by projected flat-panel
demand growth of over 20% through at least
2007. We closed our positionin mid-March,
with an average gain of over 25%, hoping to
revisit thisholdingin thefuture shouldit pull
back toitsoriginal valuationlevels.
We increased weight in Zoran, a leading
devel oper of productsfor digita audio and video
applications used in DVD players, set top
boxes and HDTV. Given current valuation
levels and prospects for growth, we believe
ZRAN continuesto be extremely attractive
trading at 19x next year’searningsand long-
term projected growth over 25%.

Our losersthisquarter camefromvarious
sectors negatively affected by the winter’s
turbulent market. Brightpoint Cellular, bought
in early January, lost al of its earlier gains,
finishing the quarter down -21%asthiswireess
handset distributor missed analyst expectations
on sharply lower profit margins and weak
handset sales. We continueto hold CELL asa
reasonably valued namewith over $6/sharein
cash, low debt and a decent probability of
earningsrecovery going forward. Gigamedia,
a Taiwan-based broadband internet service
provider, withintriguing growth prospectsina
highly desirable market, temporarily hurt our
returns as well, finishing the quarter down -
32%, moreontrading volatility duetoitslow
pricethan on any fundamental changes.

During thequarter we also added severa
deep value turnaround stories from the
European insurance sector. SCOR (down -
17.3%), Frenchre-insurer currently undergoing
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aggressiverestructuring with theintention of
returning to profitability later thisyear, and
Royal Sun& Alliance Group (-23%), British
multi-lineinsurance operator, alsointhemidst
of heavy strategic repositioning. InMarchwe
addedasmall positionin Corillian Corp (down
-14.2%), a domestic consulting company
providing internet financia solutionsto banks,
brokersand other financial ingtitutionsinthe
US. Trading at 15x ‘05 earnings, CORI has
substantial appeal and ability to penetrateand
widen its customer base among banks with
further recovery of business spending and
consolidation in the financial sector. These
stocks have hurt us so far, but wethink they
have outstanding longer-term prospects and
we do need to inure ourselves a bit to their
short-term volatility, asthey’ reall quitelow-
priced, and low-priced stocks make greater
short-term percentage moves.

LOOKING FORWARD

With sharp market declinesand acommitment
to more concentrated portfolios comes added
volatility. As of this writing, the market
correction appears to be waning, and our
portfolioismovinginto positiveterritory. We
wereon quiteatear for November, December,
and January, and we see no reason why we
can’t be back on that track soon. The overall
environment is characterized by arelative
paucity of thetype of high-growth bargains
we seek, but there are decent values aswell
asintriguing individual stock storieswhich
we can use. Still, we continue to think of
the market situation as fragile (see the
Overview commentary); we' |l continueto
be quick about taking large profits when
they appear, and quick to exit if things
become risky onceagain. []

Cash 17.6%

Telecom 7.8%

Medical Supplies 10.4%
—— E&P Nat Gas/Oil 10.3%
’— Industr Serv/Mat 13.1%

—

Pharm/Medical 7.1%

Financial/Insurance 5.6%
Media 2.4%

i

Technology 25.7%

FUNDAMENTAL
CHARACTERISTICS

Forward P/E Ratio 185
Market Cap (MDN) $301 Mil
Price/Book 22
LT Growth Rate 23.6%
Beta* 10
R-SQR* 43

Annualized STD
Annualized Alpha*

26.0%
10.3%

*Relative to S&P500,
3/31/99-3/31/04




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 performanceis cal culated by deducting aweighted average annual fee of 100 basis points from gross of fees
performance. A complete list of al the firm’'s composites is available. Returns are total returns and dividends are assumed to be reinvested.
Portfolios are matched across all accounts so that each client holds substantially the same issues at the same weights. Portfolios are typically fully
invested and hold minimal cash, although cash holdings may fluctuate somewhat on aresidua or transitional basis. No representation is made that
future returns will approximate past results, and none should be implied.

Income-Equity Strategy: Included intheresultsared| portfoliosthat are unrestricted and that have been managed for at least onefull quarter. The number
of accountsin the composite as of 3/31/04 was 201, which represents 84% of total assets managed in this strategy with a measure of dispersion of 0.19.
Inception of the Income-Equity Strategy composite was May of 1997.

Distribution: Included intheresultsare al portfoliosthat are unrestricted and that have been managed for at least one full quarter. Number of accounts
in composite as of 3/31/04 was 78, which represents 75% of total assets managed in this strategy with ameasure of dispersion of .17. Inception of the
Distribution composite was December of 1998.

Better Than Bonds/Utilities: Included in theresultsare al portfoliosthat are unrestricted and that have been managed for at |east one full quarter. Number
of accountsin the composite as of 3/31/04 was 164, which represents 95% of total assets managed in this strategy with a measure of dispersion of 0.19.
Inception of the BTB/Utilities composite was September of 1991. Oneingtitutional client, which makes up 45% of the composite, held a 2% position
not held by other investors in the composite.

Alpha: Net of fees performance is based on actual results after the deduction of management fees (weighted average fee of 200 basis paints). 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 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 dready in the composite, as of the end of the preceding quarter. The number of accounts in the
composite as of 3/31/04 was 26, which represents 86% of total assets managed in this strategy with a measure of dispersion of 0.28. Miller/Howard
Investments has prepared all performance results. Inception of the Alpha-Based composite was March of 1997. Some accounts werein amodified version
of the strategy; they became part of the composite October 2001. Portfolio was managed by William T. Chidester from inception through November
2000. Team managed since December 2000.
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