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Asset Allocation
Dear Clients and Friends,

Isaac Newton once remarked, “Truth is ever to be found in the simplicity, and not in the multiplicity and
confusion, of things.” We could not agree more. Yet on Wall Street, there is a tendency to complicate
straightforward financial concepts; and one such concept is asset allocation. We are often told that we need
exposure to dozens of exotic-sounding asset classes like emerging markets sovereign debt, risk arbitrage
hedge funds, alternative mutual funds, and so forth. More often than not, this muddies the waters
unnecessarily and results in ‘di-worsification.” By stripping away all the fancy Wall Street lingo used to
describe asset classes, we can greatly simplify the world of public securities by dividing it into two
straightforward halves:

1. Fixed income investments, also known as bonds and cash
2. Rising income investments, also known as stocks

The term fixed income is one you have certainly heard before and requires only a brief explanation: you
loan money to a person, business or government in exchange for a fixed amount of annual income called
interest and, at the end of the contract period, you get back your original loan amount (hopefully). In the
second category, rising income investments (i.e., stocks), we draw your attention to the fact that, in contrast
to bonds, the income you receive from owning shares in great businesses rises over time.

A Few Unconventional Ideas

Conventional wisdom holds that stocks are “speculative, risky and volatile,” while bonds and cash are
“certain, safe and steady.” These statements are essentially true, but only in the short term. The
counterintuitive fact is that in the long term, the exact opposite has proved true: bonds are risky and stocks
are not. Along these lines, this letter attempts to persuade you of three unconventional propositions:

1. People greatly overestimate the long term risk of owning stocks: while stocks are much more

volatile than bonds in the short term - sometimes terrifyingly so - the passage of time drains the
risk out of owning them.

2. People seriously underestimate the long term risk of NOT owning stocks: the greatest long term,

real life financial risk we face as investors is not the loss of our principal, but the erosion of our
purchasing power. Stocks increase in value and raise their dividends at a much greater rate than
inflation shrinks our purchasing power. As long as we have price inflation, stocks build wealth in
real terms over time; bonds and cash do not.

3. Therefore, be an owner, not a loaner to the maximum extent that your emotions will allow. A
lifetime decision to own more stocks than bonds will make all the difference in your long term
financial health.

A Challenger to Traditional Wealth Management
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The Evolution of Risk over Time
Please take a moment to consider the following chart based on author Nick Murray’s research:

The Evolution of Risk Over Time .
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Let’s start with the blue line, which measures the risk of loss of your principal. Over very short periods of
time, the risk of owning stocks is obviously quite high. Stock prices fluctuate wildly from day to day, and in
the short term, it can be painful to watch. On a particularly painful day in 1987, for example, the equity
market lost 23% of its value. In the short term, we are assuming huge risk when we buy stocks in lieu of
fixed income. But with the passage of time, the risk of holding stocks declines, quite arguably to zero. This
trend is reflected by the blue line above. Consider, there has never been a seventeen year period in the
history of the U.S. market in which stocks, with dividends reinvested, have produced a negative return.
Obviously, there is nothing sacred about seventeen years (or a 23% maximum daily loss for that matter), but
the chart is meant to illustrate a critical, though unconventional concept: over a long period of time, the
risk of holding stocks approaches zero, while the risk of owning fixed income rises unbounded.

Since World War II, we have lived through thirteen bear markets (or about one every five years) with an
average decline of 31%. There is no escaping the fact that bear markets are a part of our economic reality in
a free market capitalist system. But every time we find ourselves immersed in one of them, it invariably
feels like things will never get better. And yet, they always do. Whatever the cause - collapsing tech bubbles,
terrorist attacks, housing market debacles, banking crises, and so on — the market ultimately heals itself,
recovers and eventually makes new highs (as it is doing now). The short term declines are temporary; the
long term advance is permanent.

The table below illustrates all the one-, three-, five-, ten-, fifteen- and twenty-year time periods between

1926 and 2011, and the percentage of those periods in which the S&P 500, with dividends reinvested,
produced a positive return. The percentages speak for themselves.
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Percentage of Rolling Periods with Positive Returns for the S&P 500, 1926 to 2011

One-Year Periods 752 of 1021 74%
Three-Year Periods 821 of 997 82%
Five-Year Periods 844 of 973 87%
Ten-Year Periods 860 of 913 94%
Fifteen-Year Periods 851 of 853 99%
Twenty-Year Periods 793 of 793 100%

Trillionaire Superheroes...Coming Soon to a Theater near You

Now let’s consider the red line in the chart on the previous page, which measures purchasing power risk,
also known as inflation. In the short run, your purchasing power risk is almost exactly zero. The probability
that you will walk into a grocery store tomorrow and a basket of household goods will be a lot more
expensive than today is negligible. But with each passing year, the risk of losing purchasing power rises;
and unlike principal loss risk, it has no finite limit in time or quantity. In other words, purchasing power
risk keeps rising for as long as we live.

When we were kids, we idolized “Millionaire Bruce Wayne,” (for those not in the know, he is Batman); but
now, he is “Billionaire Bruce Wayne.” Why did Batman’s imaginary net worth increase one thousand fold?
In any one year of our lives, we barely detect small losses of purchasing power, but we wake up thirty years
later and our superheroes need to have a thousand times more money to be equally as impressive. It is hard
to notice inflation because we do not have to write a check for it, but it is real, and it is diminishing our
wealth every year. For the past eighty years, inflation has averaged 3% per year. Assuming this trend
continues, thirty years from now, it will take about $2.50 to buy what one dollar buys today; stated
differently, every dollar you hold today will lose 60% of its purchasing power in the next three decades.
Perhaps, by then, we will be idolizing Trillionaire Bruce Wayne.

Think of inflation as a kind of management fee you must pay to our nation’s monetary system each and
every year. Multiply 3% times your net worth, and that is your annual contribution to the cause. Pretty
steep, eh? And unlike the volatility of stock prices, the loss we experience from inflation is as permanent
as it is constant; we can never make it back.

Therefore, we simply cannot put our hard-earned cash in a savings account and expect it to hold its
purchasing power over time. And yet many of us do precisely that for the simple reason that holding cash
feels great in the short term. In contrast to stocks, its value does not fluctuate each month when we open
our brokerage statements, and our day-to-day emotional experience of holding cash is comparatively
soothing. It may feel good to have money in the mattress, but alas, having a mattress full of cash is a risky
long term investment strategy. Inflation will gradually, but inevitably, destroy the money you have worked
so hard to earn and save, unless you have a meaningful allocation to rising income investments. Forgive the
hyperbole, but in a rising cost world, an all cash or all bond investment strategy is a kind of long term
financial suicide; it may be suicide on installment plan, but it is suicide nevertheless.
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For the patient, disciplined and thoughtful investor, the importance of owning rising income investments
cannot be overstated. The weighted-average annual dividend of the companies in the S&P 500 has
increased at a remarkably steady 6% per year — double the rate of inflation - for the past seven decades. In
other words, ignoring stock price movements entirely, owning the S&P 500 for the last seventy years has
provided a rising income stream to investors that is more than double that of inflation. In the long run, that
income has been far in excess of any earned through fixed income investments. As a result, it is not
uncommon for the dividends of great companies to be higher today than their stock prices were thirty or forty
years ago. This year, the S&P 500 will pay out more in dividends than the aggregate value of the entire S&P
500 forty years ago. That is the power of compounding at work in rising income investments.

Do You Want Fries with That?

Suppose that in 1984, you bought a thirty year government bond for $100,000. Each year, for the past thirty
years, you would have received approximately $11,000 of fixed income - interest rates were higher in those
days. This year, the thirtieth year, the government would be sending you your last interest payment, as well
as repaying you the $100,000 of principal you previously loaned them way back when. Sounds good, right?

Now suppose you had placed that same $100,000 in shares of McDonald’s stock, one of America’s great
companies with a remarkable track record of growing its dividend year after year. In 1984, you would have
received about $1,600 in dividends, which seems paltry when compared to the $11,000 that Uncle Sam was
giving you on your bond investment. But as time passed, McDonald’s business grew and so did its earnings
and dividend. Eventually, the dividend you collected from McDonald’s would have surpassed the interest
on your government bonds by several fold. This year, you would be receiving $123,000 in dividends, an
amount that exceeds your initial investment. In the next few years, the dividend will likely be higher still -
this is not a prediction but a kind of natural economic law of owning rising income investments.

Please note that this comparison only considers the dividends paid on McDonald’s stock and does not take
into account the wonderful fact that McDonald’s stock price today is roughly 35x higher than it was at the
beginning of 1984. Your dividends alone vastly outperformed Treasuries, and you got 3,500% stock price
appreciation to boot. Additional detail of this comparison can be found in the appendix of this letter.

The Tide Still Rises in a Hurricane

Unlike stock prices, which fluctuate wildly with changes in investors’ emotions, the underlying earnings and
dividends of great companies tend to push onward and upward, even during bear markets. For example,
during the great market sell-off of 2008, there were many companies (including McDonald’s) that raised
their dividends, even as their share prices fell.

The table set forth below illustrates the power of rising investments over time for five companies widely
held by our clients:
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Comparison of Changes in Stock Prices to

Comparison of Current Dividend to Historical Stock Prices Changes in Dividends in Times of Stress
Current Stock Price Dividend
Annual Stock Price Stock Price Change Growth Rate
Company Dividend 30 years ago 40 years ago in 2008 in 2008
3M Company (MMM) $3.42 $9.64 $6.68 -32% 4%
Walt Disney (DIS) $0.86 $1.31 $0.47 -30% 0%
Procter & Gamble (PG) $2.57 $3.39 $2.49 -16% 14%
McDonald's (MCD) $3.28 $2.81 $0.74 6% 8%
Wells Fargo (WFC) $1.40 $1.12 $0.58 -2% 10%

Source: Bloomberg and company websites.

So Why Bother with Fixed Income?

All investing, and especially equity investing, is first and last a battle with our emotions; but a reasonable
allocation to fixed income can help with this. For most of us, bonds serve the vitally important function of
acting as an anxiety-management tool, helping us to remain in our rising income investments during the
difficult times. Furthermore, a cushion of fixed income is essential to providing financial security and the
means of funding near term spending requirements. Ultimately, however, fixed income alone is not ameans
of building real wealth for you and your family.

Eating our Vegetables

Investing in stocks is rather like dieting and exercising. In the short term, it usually seems more painful
than it is worth. Even though it is good for us in the long run, we have a hard time sticking with it when it
gets difficult, which it inevitably does. Investing in bonds, on the other hand, is like sitting on the couch
watching our favorite television program and snacking on our favorite deep-fried carbohydrates. It feels
really good when we are doing it, and it is a lot easier than doing our stomach crunches. But in the long run,
it can really hurt us if that is all we do. Like most tensions between diametric opposites, the best results can
usually be found by achieving a balance that works for each of us.

Along these lines, we shared some practical advice in a prior letter:

Put a considerable portion of what you own in a diversified portfolio of great businesses. Put the
rest in fixed income to reduce the volatility of your month to month experience. Consider
trusting a thoughtful advisor to help you develop (and stick to) a long term plan that suits your
needs. Assuming you are still working, save 10% of what you make and add that amount to your
portfolio every year. Rebalance periodically to ensure your asset allocations are appropriate, but
stay in stocks to the maximum extent your emotions will allow. Live blissfully off the growing
and inflation-proof dividends when you retire.
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An appendix at the end of this letter briefly summarizes how we put our views on asset allocation into
practice. Investment management — how we research, analyze and select the best possible rising income
investments — will be the topic of our next letter. Until then, we remain grateful and appreciative for all the
trust you place in us. As always, please do not hesitate to contact any of us regarding any investment (or
exercise!) matter of your choosing.

“My doctor told me that jogging could add ten years to my life. I think he was right. I feel ten
years older already.” — Milton Berle

Respectfully submitted,

(-
Christopher J. Heintz Scott F. Strasser Shyamli Milam
(212) 218-4223 (212) 218-4222 (212) 218-4224
cheintz@perennial.com sstrasser@perennial.com smilam@perennial.com
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APPENDIX 1: PUTTING ASSET ALLOCATION INTO PRACTICE

Please take a moment to examine the illustrative asset allocation set forth below. As described in this
letter, we divide the liquid investment world into rising income investments (shown in blue) and fixed
income investments (shown in orange). Both of these categories are then broken down into a few sub-
categories based on their risk and return parameters, as follows:

Client-Specific

Considerations

ALTERNATIVE CREDIT STRATEGIES
Assets that enhance total returns through credit nisk exposure, while
attempting to mitigate rate risk. Includes senior loans, preferred
stock, floating rate notes, high vield and mortgage-backed securities

TRADITIONAL FIXED INCOME
Investment grade bonds that preserve capital over time and provide
current income; interest-rate risk varies with maturity. Includes
corporate bonds, municipal bonds and U.S. government debt

CASH AND NEAR EQUIVALENTS
Assets held for anticipated lifestyle needs and for future allocation
to other strategies. Includes CDs, Treasuries and money markets

Each of us has unique financial circumstances, as well as different investment objectives and tolerance
for risk. As such, any thoughtful asset allocation needs to take into account each of these factors.
Examples include taxes, illiquid holdings, concentrated exposures, and so forth. A diligent financial
assessment and thorough review of these client-specific considerations form the foundation of any
customized and pragmatic investment plan.

As this letter argues, the monthly - and even daily - fluctuations in the value of our brokerage accounts
can be emotionally difficult and, worse, have the potential to scare us out of our investments. Therefore,
when determining asset allocation and constructing portfolios, we seek out investments that, when
working together in tandem, have the highest potential to deliver attractive returns, while reducing the
emotional volatility of one’s month to month experience. Investments that zig when the others zag, for
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example, can help with this. We construct each portfolio using a combination of stocks, bonds and low-
cost funds that we research and analyze in detail.

APPENDIX 2: TREASURIES VERSUS MACDONALD’S OVER THIRTY YEARS

McDonald’s dividend rose every year, even during periods when its share price declined. The income
from Treasuries was fixed over the same period.

Comparison of Investment in Treasuries to Investment in McDonald's (1984 to 2014)

McDonald's 30-Year U.S. Treasury
Principal? Stock Price® | Div./Share | Dividend $ Year! Principal? | Coupon $

Initial $100,000 $2.62 Initial $100,000

1984 $109,924 $2.88 $0.04 $1,608 1984 $100,000 $11,000
1985 $171,756 $4.50 $0.05 $1,866 1985 $100,000 $11,000
1986 $193,893 $5.08 $0.05 $1,877 1986 $100,000 $11,000
1987 $209,924 $5.50 $0.06 $2,313 1987 $100,000 $11,000
1988 $229,771 $6.02 $0.07 $2,672 1988 $100,000 $11,000
1989 $329,198 $8.63 $0.08 $2,877 1989 $100,000 $11,000
1990 $277,863 $7.28 $0.08 $3,168 1990 $100,000 $11,000
1991 $362,595 $9.50 $0.09 $3,445 1991 $100,000 $11,000
1992 $465,267 $12.19 $0.10 $3,769 1992 $100,000 $11,000
1993 $543,893 $14.25 $0.11 $4,017 1993 $100,000 $11,000
1994 $558,397 $14.63 $0.12 $4,456 1994 $100,000 $11,000
1995 $861,069 $22.56 $0.13 $5,038 1995 $100,000 $11,000
1996 $866,031 $22.69 $0.15 $5,592 1996 $100,000 $11,000
1997 $911,450 $23.88 $0.16 $6,126 1997 $100,000 $11,000
1998 $1,466,031 $38.41 $0.18 $6,718 1998 $100,000 $11,000
1999 $1,538,550 $40.31 $0.20 $7,481 1999 $100,000 $11,000
2000 $1,297,710 $34.00 $0.22 $8,206 2000 $100,000 $11,000
2001 $1,010,305 $26.47 $0.23 $8,588 2001 $100,000 $11,000
2002 $613,740 $16.08 $0.24 $8,969 2002 $100,000 $11,000
2003 $947,710 $24.83 $0.40 $15,267 2003 $100,000 $11,000
2004 $1,223,664 $32.06 $0.55 $20,992 2004 $100,000 $11,000
2005 $1,287,023 $33.72 $0.67 $25,573 2005 $100,000 $11,000
2006 $1,691,985 $44.33 $1.00 $38,168 2006 $100,000 $11,000
2007 $2,248,473 $58.91 $1.50 $57,252 2007 $100,000 $11,000
2008 $2,373,664 $62.19 $1.63 $62,023 2008 $100,000 $11,000
2009 $2,383,206 $62.44 $2.05 $78,244 2009 $100,000 $11,000
2010 $2,929,771 $76.76 $2.26 $86,260 2010 $100,000 $11,000
2011 $3,829,389 $100.33 $2.53 $96,565 2011 $100,000 $11,000
2012 $3,366,794 $88.21 $2.87 $109,542 2012 $100,000 $11,000
2013 $3,703,435 $97.03 $3.12 $119,084 2013 $100,000 $11,000
2014 $3,548,092 $92.96 $3.24 $123,664 2014 $100,000 $11,000

McDonald's $100,000 $921,418 $3,548,092 $4,369,510 4470%
30Yr. Treasury $100,000 $341,000 $100,000 $341,000 441%

1 Assumes full year of dividends and coupon payments in 2014.
2 Assumes dividends and coupons paid out each year -- i.e., stock price appreciation does not assume dividends re-invested.
3 Split-adjusted share price and dividend per share data -- i.e., number of shares held constant since initial purchase.

Data source: Bloomberg
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Legal Disclaimer

Perennial Advisors, LLC ("Perennial’) is a Registered Invesiment Adviser @ith Lhe Securities and Exchange Commission. SEC
registration does not imply a certain level of skill or training. This letter is confidential, intended only for the person to whom it has
been provided and conlains general informalion nol suilable for everyone. The conlents of this leller should nol be construed as
personalized investment advice.

This letter represents the current, good faith views of Perennial Advisors. The opinions of the firm are subject to change without
nolice. 1here is no guarantee that the views and opinions expressed will come lo pass. The information herein has been developed
internally and/or oblained from sources belicved lo be reliable; however, Perennial does nol guarantee lhe accuracy, adequacy or
completeness of such information. Market conditions, strategic approaches and other key factors upon which the views presented in
Lhis leller are based remain subject lo [luctuation and change. Consequently, il should be noled that no one can accuralely predict the
future of the market with certainty or guarantee future investment performance. ‘The information in this letter may contain projections
or other forward-looking slalements regarding fulure evenls, largels or expeclalions regarding the siralegies described herein, and is
only current as of the date indicated. ‘There is no assurance that such events or targets will be achieved, and may be significantly
different from those described and shown herein.

This letter is only as current as the date indicated, and may be superseded by subsequent market events or for other reasons. Perennial
assumes no obligation to update such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is
it to be relied on in making an investment or other decision. ‘This letter should not be viewed as a current or past recommendation or
a solicitation of an offer to buy or sell any securilies or to adopt any investment stralegy. No investment stralegy can guaraniee
performance results, and there are no assurances that the investment objectives described herein will be met. Past performance is no
guarantee of future results. All investments are subject to investment risk, including loss of principal invested.

This letter and its contents are the proprietary information of Perennial, and any reproduction, in whole or in part, without the prior

written consent of Perennial is prohibited. Additional information about Perennial is available upon request as well as through our
Form ADV, which is avatlable at the SEC’s Investment Adviser Public Disclosure (IAPD) websile.
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