October 8, 2003

«First_Name_» «Last_Name»
«Address»
«Address2»
«City», «State»  «Zip»
Dear «Salutation»,

     I trust all is going well for you.

     As we said we would in our last quarterly market commentary, you no doubt have received confirmations that involved the sale of a stock fund or two and the purchase of a utility stock exchange-traded fund (ETF).  We want to provide you with information about the thinking behind the move and the new investment itself.

     We believe that dividend-paying stocks (“value” stocks) are becoming increasingly popular among investors for a wide variety of reasons.  First, as a group they provide an investment yield several times that of a typical money market fund and better than many bond funds.  Second, they also tend to be less expensive companies to own in terms of their price-to-earnings, price-to-sales, and price-to-book ratios; this fact typically shows itself during declining markets when high-priced stocks get so viciously marked down while others do not.  Third, they tend to be large, solid market leaders in mature industries, the “blue chip stocks” of yore, and support prices that tend to be less volatile than the overall market.  And fourth, recent tax law changes have substantially reduced the income tax due on stock dividends to 15%, just as we told you might happen.

     The best-known members of this subset of companies known as dividend paying or “value” stocks might well be regulated electric utility companies.  Since local and regional commissions fix rates of return for electric companies, and they have very little competition, electric companies offset their lack of growth potential with great dividends.  Essentially, when most companies were paying 35% to 40% of their earnings back out to shareholders, electric companies typically paid out twice that – or even more.  The same holds true today.  True, many utilities have blundered colossally in recent years, making ill-fated acquisitions and expanding headlong into such areas as power trading.  At their core, however, most utilities are still regulated monopolies with captive customer bases.  Deregulation efforts are being reconsidered almost everywhere.  Since the prices of many utilities remain at depressed prices, we believe a strong opportunity exists.

«First_Name_» «Last_Name»
October 8, 2003

Page 2 of 5
     The recent Northeast Blackout of August 14th only makes investing in utility stocks more attractive.  Essentially, electric companies may finally be able to invest the roughly $100 billion needed to upgrade the nation’s transmission infrastructure with increased confidence their costs will be allowed to be passed on to rate-payers.  The Electric Power Research Institute approved a report during early August that said investment in the nation’s three electric-power grids declined $20 billion a year compared with historical trends through the 1970s.  The report said consumers, not taxpayers, should bear most of the cost of improvements and estimated they would add about 10% to the average consumer’s electric bill.  The improvements in productivity that result from more-reliable transmission and other upgrades will result in savings for both consumers and businesses that are multiples of their increased costs, said the study.

Some interesting facts about electric utility companies and their stocks

· After faring poorly during the bull market of 1999, most utility stocks enjoyed a stellar 2000 and bucked the first year of the bear market.  However, they were hit hard the next two years and have returned about 12% this year versus the overall markets’ 16%.

· Perhaps no business is as reliable as sales and earnings from regulated, monopoly businesses such as electric utilities.  The more a company depends upon revenue from wires and pipes networks, power monopolies in still-regulated states, water utilities, and rural energy, the more steady its earnings and secure its dividends.

· Since 2001, some of the biggest buys by Warren Buffett’s Berkshire Hathaway (symbol: BRK) have been giant stakes in a natural gas pipeline company, a public utility company, and a power company with plans to build the largest wind power farm in the whole world.  Sounds like Mr. Buffett sees opportunity in energy and power generation – should we?

· Since 1935, the Public Utilities Holding Company Act (PUHCA) has prevented any one investor from owning more than 5% of a regulated utility’s share.  There are many that believe a repeal of PUHCA would draw much-needed capital into the industry and greatly assist neglected infrastructure investments.  There are more than 1,000 electric companies in the U.S., including privately and municipally owned utility companies and rural electric cooperatives.  Some of these would no doubt be merged into more-efficient and larger entities if PUHCA were repealed.
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· The keys to success in the electric utility industry are a strong economy, good relations with accommodating regulators, and stable interest rates and credit markets.  Over the past few years, all three of these “keys” have been bent or broken but may now be mending.  Electric utilities are naturally leveraged (i.e., debt-heavy) due to the enormous capital investment necessary both “up-front” and ongoing to run their businesses.  They can sometimes be prone to political winds, as we have seen with the recent visit of Tropical Storm Isabel, such that relations with regulators are affected.  Many times, electric companies “eat” the costs of storm repairs and clean up as a cost of doing business unless the expense is overwhelming to shareholders.

About iShares Dow Jones U.S. Utilities Sector (IDU)

     Exchange-traded funds (ETFs) work much like closed-end funds and are essentially baskets of stocks that can be traded like individual securities.  They are not actively managed, so they track the performance of an underlying index, in our case the Dow Jones U.S. Utilities that is dominated by the largest, most regulated electric companies.  iShares are products that are distributed by Barclays Global Investors, which manages over $750 billion of client assets primarily from its European base of operations.

     The Dow Jones U.S. Utilities index is comprised of 78 stocks and carries an extremely low operating expense.  Holdings in the iShares Dow Jones U.S. Utilities Sector ETF are weighted by market capitalization, with the top 10 companies recently comprising 45% of the portfolio.  Following is some information on those companies:

Southern Company (SO) – a holding company for five utilities operating in Florida, Georgia, Alabama, and Mississippi, Southern derives 90% of its earnings from solid, regulated operations.  It dominates the Deep South, one of the nation’s fastest-growing areas while also one of its most conservative – so deregulation is not a worry.  With a market capitalization of $21 billion, Southern is the largest utility company in the U.S.

Exelon Corp. (EXC) – is based in Chicago, serves 5 million customers and is the largest operator of nuclear power plants (with 17) in the U.S.  Exelon is the parent of PECO, which serves electricity customers in southern Pennsylvania; and ComEd, which serves electricity customers in northern Illinois.  Its market value is just under $21 billion.
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Dominion Resources (D) – is the Virginia-based utility company that is considered the franchise player in both natural gas and electricity in its home mid-Atlantic region.  It owns a portfolio of low-cost nuclear, coal, and hydroelectric plants in the Northeast as well as the nation’s largest gas storage system and a 7,600-mile pipeline network.  Market capitalization: $20 billion.

Duke Energy Corp. (DUK) – based in Charlotte, NC serves 2 million customers in fast growing South and North Carolina.  It has parlayed strong cash flows from its regulated utility operations and pipeline network into strong growth in unregulated areas such as energy merchant and natural gas liquids operations.

Entergy Corp. (ETR) – is based in New Orleans and is the second-largest operator of nuclear power plants (with 13) in the U.S.  It serves about 2.6 million customers across Louisiana, Mississippi, Arkansas, and Texas; the latter is the only one to have deregulated power in any way, providing Entergy with a less volatile and well-regulated electric utility operation.

American Electric Power Co. (AEP) – the largest U.S. generator of electricity, Ohio-based AEP serves almost 5 million customers across 11 mid-western states.  With its stock price still 35% below where it ended in 1998, it still has a market cap of about $12 billion.

Progress Energy (PGN) – Raleigh NC-based Progress serves 2.8 million electricity customers in north central Florida as well as North and South Carolina.

FPL Group (FPL) – serving the southern and eastern regions of fast-growing Florida, FPL also derives 85% of its earnings from regulated operations and is one of the most-recommended of the electric utility stocks.  

Sale of Vanguard Dividend Growth (VDIGX)

     The sale of this holding was driven almost entirely by the decision to own a solid exposure to electric utility companies.  A manager had to be fired, and of the managers we own, this one was deemed the most expendable.  For the 2003 year-to-date period, this manager returned roughly +13%, about in line with the overall stock market (Dow Jones Industrials and S&P 500).  If you recall, when this manager was purchased last year it was called Vanguard Utilities Income (symbol: VGSUX) and invested exclusively in electric utility stocks.  We were aware that it would soon be revamped by removing a requirement that it own electric companies exclusively, and at mid-year 2002 we were fine with that.  However, we did not think
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new manager Minerva Butler would remove its utility stock holdings so drastically.  They remained roughly 8% of the total fund holdings as of May 31, 2003.

     In fact, what occurred was that the re-named Vanguard Dividend Growth owned companies thought to be increasing their dividends much faster than the overall market.  The dividend yield, which had been over 4% in 2002, subsequently was reduced to roughly 2% with the makeover of the fund.  The stocks Butler purchased are in fact stalwarts: Citigroup, Schering-Plough, Pfizer, Merrill Lynch, and Altria Group (Philip Morris) were 5 of the top 10 holdings as of May 31, 2003.  And performance was in line with dividend-paying “value” stocks throughout much of the time Main Street Advisors’ clients owned this fund.  In the end, however, we decided to in fact own a chunk of exclusively electric utility stocks about mid-year and this manager was the one deemed least effective in your portfolio(s).

     There are two other areas of the investment portfolios that will be adjusted in coming months.  The first is in the fixed income (or bond) portion, where we will most likely reposition PIMCO Total Return into a different PIMCO bond fund.  Pacific Investment Management and boss William Gross are arguably the best bond managers in the world.  We will want to reposition clients away from bonds of the highest quality, like U.S. Treasuries and Ginnie Maes, and towards foreign government and corporate bonds.  This is because interest rate trends will become unfavorable in the U.S. very soon, while this is not the case in many foreign markets.  We will communicate with you soon about this area.

     Another area of opportunity is energy companies, primarily those in the oil and natural gas industries (exploration to development).  We would ultimately reduce the aggressiveness of your stock holdings and opt for an area sure to benefit from increasing shortages.  Again, more on this will follow.

     Please feel free to contact me to discuss any of the enclosed or to arrange for a personal meeting.

Sincerely,

David R. Peloquin, CFP

President

