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Time Horizon
Dear Clients and Friends,

Please take a moment to consider the following chart, which compares the growth of the rolling ten-year
average earnings of the S&P 500 since the Second World War to a perfectly-constant 6.3% growth rate.
Note the ‘smoothness’ of the green line and how closely it tracks the blue one:

olling 10 year SEP 500 earnings vs constant 6.3% growth (log scale)
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Our use of a rolling ten-year average removes the impact of the business cycle on corporate earnings and
reveals an upwardly rising profit stream that has grown at a steady compounded rate of 6.3% per year for
the last seven decades. Add the average historical dividends to these earnings, and you get a total return
available to stockholders of just shy of 10% per year. Isn’t this seventy-year track record of reliable profit
growth a dream come true for investors? Doesn’t this earnings stream of America’s great companies cry
out to be bought and held forever?

Then why is stock market behavior so frighteningly manic most of the time? Why is there so much buying
and selling every day (every minute!)? Why can the behavior of most investors be perfectly represented
by the following ‘chart™?

A Challenger to Traditional Wealth Management
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Source: International Herald Tribune, October 27, 1089

The answer is simple: Time Horizon.

Just like the ladies and gentlemen caricatured in this cartoon, most investors are doomed to mediocre (or
worse) investment results for the simple reason that their time horizon is way too short. A short horizon
- the self-imposed pressure to make a profit this year, this month or even this week - requires one to
predict the near term movements of security prices, an unquestionably impossible task. A long-term
horizon, on the other hand, requires deep thinking and long-range planning, both important and
worthwhile enterprises. You can't predict, but you can plan.

While the poor souls in the cartoon above remain focused on the short term, we all must remain focused
on the long term. While they focus on the daily price changes of the shares they own, we must focus on
fundamental changes in the underlying value of the businesses you own. While short-term traders conduct
their affairs in a frenetic state of maximum stress, we must try hard to remain calm, as challenging as
that can be during the difficult periods.

Don’t Just Do Something, Sit There - Part I

Most financial journalists are paid to get our attention, and they are pretty good at this. Most workers on
Wall Street are paid to get us to transact, and they are very good at this. While both groups often pay lip
service to the merits of being a long-term investor, their financial incentive is, in almost every case, the
exact opposite. Short-term investors are the life-blood of media and brokerage houses.! Our advice

' Consider CNBC’s current lunchtime program, Top Trades for the Second Half of Today, as an indicative
example.
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stands in stark contrast: “Buy the stocks of great companies and hold them for a very long time.” It is
easy to understand why this kind of advice is so rare on Wall Street - following it will not make anyone,
except you, wealthy.

Because of their strong incentive to get investors to think short-term, media and brokerage firms
inundate us with outlandish statements about current events and make alarmist predictions about future
ones. After all, this is the only way to get above the noise in a cacophonous 24/7 media cycle.

Investors, craving plausible-sounding narratives that explain recent price action, lap it up. What people
need is good advice, but, unfortunately, what they get is advice that sounds good. And the advice that sounds
the best in the short run is almost always the most dangerous in the long run. Wall Street tempts us into
short-term thinking by fomenting the fads and fears of the moment; the more we give in to these fads
and fears, the more we lose sight of our long-term financial goals. The more we heed the advice of
journalists and stockbrokers, the shorter our time horizon becomes; the more tweaks we make to our
portfolio; the more we come to resemble those poor souls in the cartoon above; the worse we do.

In an academic paper written some years ago entitled “Trading is Hazardous to your Health,” University
of California professors Barber and Terrance demonstrated that the more often investors change their
portfolios, the lower were their investment returns. (Interestingly, they also discovered that the
investments people sold usually did better than the ones they bought with the proceeds). In another
study, behavioral economists Thaler and Benartzi found that the more often people even looked at their
portfolios, the lower their returns — apparently because the more often someone prices his portfolio, the
more likely he is to sell out of what is lagging and replace it with what is doing well.

Or perhaps the reason is another entirely. Let us examine this problem another way...

Beware of Looking Too Much

For illustration, let us manufacture an excellent investor, one we expect to earn an annual return of 15%
with 10% volatility.> This means that our imaginary investor has a 93% probability of making money in
any given year; and many of his years will produce benchmark-shattering results. Sounds pretty good,
right?

But let us assume our investor is like the gentlemen in the cartoon above, and he views his performance
not once a year but once an hour. Over this very narrow time increment, this same investor using the
same strategy has just a 51% probability of making money. Of course, our imaginary investor’s hourly
examinations of his portfolio will reveal close to nothing. Yet his emotions will not tell him that. Every
trading day, since only 51% of his hours will be positive, he will experience slightly more than four

> “Excellent investor” is an understatement. This investor would rank among the best in the world
with these prospective returns, far outpacing the S&P 500 with about half the volatility - clearly, we
are working with an optimistic scenario. For those interested in statistics, 15% annual returns with
10% volatility means that out of 100 sample paths, we expect about 68 of them to fall within a band of
15% plus or minus 10%, i.e. between 5% and 25%. It also means that 95 of the sample paths should fall
between -5% and 35%. This illustration has been borrowed and adapted from Fooled by Randomness by
Nassim Taleb.
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pleasurable hours and slightly less than four painful hours; that’s about 950 pleasurable hours and about
0oo painful hours each year.

Countless behavioral finance studies have shown that financial losses are two to three times as
psychologically painful as an equivalent dollar gain is pleasurable. This asymmetry of rewards means that
our investor will incur a large emotional deficit each and every day when examining his performance at
such a high frequency (even though his long term results are stellar). Large emotional deficits are hardly
conducive to maintaining a long-term perspective.

At this point, you may be thinking that we are advocating that you ignore the market. We are certainly
not - ignoring a source of investment opportunities would be a mistake. What we are recommending is
that you review your portfolio as infrequently as your emotions will allow; and when you do view it, you
do so dispassionately.

A range of time scales over which our investor might examine his performance and the corresponding
probabilities that he would see a profit are shown below:

Time Scale Probability of Profit
1year 03%
1 quarter 71%
1 month 67%
1day 54%
1 hour 51%

Consider what happens to our investor when he examines his portfolio only upon receiving his quarterly
brokerage statement. As the chart above indicates, 77% of his quarters will be positive; he will incur just
one pang of pain per year but three uplifting experiences. Again, this is the same investor following the
same winning strategy. Of course, if he could bear to look at his performance only once each year for the
next forty years, he will experience twenty pleasurable surprises for every unpleasant one!

The point of our illustration is this: Over short time increments, one observes the variability of a portfolio,
not its returns. But our emotions are not designed to understand this distinction. Because investing is
ultimately a battle with our emotions, remaining calm is critical to maintaining a steady, long-term
perspective. All else being equal, our state of mind will fare better when we review our portfolios less
frequently. Our illustrative investor has an outstanding strategy that would rank him among the best all
time — but only if he can stick to it. He risks abandoning his whole approach simply by looking too much.
If he is not careful, he could easily trade away his long-term strategy for a short-term one riddled with
emotions, randomness, guesswork and performance-chasing.

Don’t Just Do Something, Sit There - Part II

Please take a moment to consider the following table, which compares the performance of the average
investor to that of eight major asset classes for the twenty-year period from 1993 to 2012:
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20-year Annualized Returns by Asset Class (1993 — 2012)
12% 7 11.2%

10% +
8.4% 8.2% 8.1%
8% 1
6% 4

4% 1

2% 4

0% -

REITs Gold SE&Pa00 il EAFE Bonds Hormes Inflation Average
Inwestor

Source: J.P. Morgan Asset Management

The data in this chart suggests that the average investor is frequently moving in and out of markets,
buying high and selling low as greed and fear shorten his time horizon. In a society that has almost made
a secular religion out of “outperformance,” most investors are not merely underperforming, they are
underperforming - to a huge extent - their own investments.

As a long-term investor, you could have bought and held just about anything over the past twenty years,
and you would have done better than almost everyone you know.

When it comes to your investments, your overarching goal must be to invest with defined long-term goals
in mind. Abstract, but admittedly sexier, goals like “beating the market” and “outperforming” are at best
pointless distractions and at worst the causes of failure to reach those important goals. As the chart above
illustrates, performance-chasing inevitably leads to short-term decision-making and poor performance.

Eyes on the Prize...Hint: It’s Value, Not Price

Let’s return to the chart at the opening of this letter, reproduced below with a few changes, most notably
that prices have been added in red.
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Value (Rolling 10 Year S&P 500 Earnings) vs
Price of the S&P 500 (log scale)
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For over a hundred years, the S&P 500 has traded at an average cyclically-adjusted price-to-earnings
(P/E) multiple of about 16x. The consistently-growing green line once again represents the ten-year
average earnings of the S&P 500, but this time we have multiplied these earnings by this multiple to derive
a measure of value. This allows us to observe how value and price are related over time.

Value (the green line) has marched steadily upward with little volatility. Meanwhile the price investors
are willing to pay for that value (the red line) varies constantly and considerably along the way. Over short
periods of time, price can and frequently does become utterly disconnected from value. However, over
long periods of time, price broadly tracks underlying value. Prices in the stock market may ignore
business success for a while, but eventually they will confirm it. “In the short run, the market is
a voting machine, but in the long run, it is a weighing machine,” as legendary investor Benjamin Graham
once remarked.

In our experience, an investor’s ability to maintain a long-term horizon is largely dependent on his ability
to remain laser-focused on the value of what he owns, rather than its current trading price. It may seem
axiomatic to point out that value is what drives price and not the other way around, but it is critical for
investors to distinguish stock price fluctuations from underlying business reality. Failure to do so will
certainly shorten one’s horizon and erode (or destroy) long-term performance.

For our part, we let the companies we own tell us by their operating results - not by their daily, or even
monthly or yearly, price quotations - whether our investments are successful. Again, the market may
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ignore business success for a while, but it will eventually confirm it - the owners of a business cannot
underperform (or outperform) that business itself indefinitely.

The good news for the long-term investor is that while prices change constantly, by comparison value
changes at a glacial pace, especially for a portfolio of America’s great companies. So you have plenty of
time to think before you act. The next time we find ourselves in a bear market and stock prices are falling
rapidly, please consider re-visiting the charts above before selling your stocks. Historically, the declines
in price have been temporary, but the indifferent and steady advance in underlying value has been
permanent. This simple fact explains why stock prices have always come back.

Looking into the future, will the green line continue its steady and relentless march higher for decades to
come? Of course, there is no way to know for sure. But assuming it does, and we believe there is a good
chance it will, the implications are astounding: it means that corporate earnings will be about 12x higher
four decades from now and 4ox higher in a typical adult lifetime.

Life is Long, Plan Accordingly

At this point, you might be saying “Four decades? An adult lifetime? Really?” Well, yes. Since each of us
will be investing for the rest of our lives, our time horizon is de facto very long, regardless of how it might
seem on the short time scale of the day-to-day. Your financial and investment plan must reflect this
(perhaps uncomfortable) fact. Philosopher comedian Chris Rock once observed, “Some people say life is
short and that you could get hit by a bus at any moment... Bull %#@!, life is long. You're probably not
gonna get hit by a bus. And you're gonna have to live with the choices you make for the next fifty years.”

We hope that this letter has persuaded you that to do well in investing, you don’t need to be a stock market
genius or hold an advanced degree. You don’t even need to wear a suit to work. You just need a well-
designed, thoughtful financial plan; faith in that plan and in yourself; the patience to let your plan do its
job; and, most importantly, a long-term perspective so you can stick with your plan. Once these
components are in place, sit back, relax and go about living a life that is meaningful to you.

In a world riddled with short-termism, a long-term perspective is, in our view, the last great arbitrage in
investing. So please, cling to yours as tightly as you can. It will make all the difference.

“The entire universe is created by us and we rule over it unopposed, but for the opposition of
our own minds.” — Brad Warner

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

1350 AVENUE OF THE AMERICAS, SUITE 2802, NEW YORK, NEW YORK 10019 212.218.4222 PERENNIAL.COM



MR. MARKET AS DESCRIBED BY WARREN BUFFETT IN HIS 1987 LETTER TO SHAREHOLDERS

“Ben Graham...long ago described the mental attitude toward market fluctuations that I believe to be most
conducive to investment success. He said that you should imagine market quotations as coming from a
remarkably accommodating fellow named Mr. Market who is your partner in a private business. Without
fail, Mr. Market appears daily and names a price at which he will either buy your interest or sell you his.

“Even though the business that the two of you own may have economic characteristics that are stable, Mr.
Market's quotations will be anything but. For, sad to say, the poor fellow has incurable emotional
problems. At times he feels euphoric and can see only the favorable factors affecting the business. When
in that mood, he names a very high buy-sell price because he fears that you will snap up his interest and
rob him of imminent gains. At other times he is depressed and can see nothing but trouble ahead for both
the business and the world. On these occasions he will name a very low price, since he is terrified that
you will unload your interest on him.

“Mr. Market has another endearing characteristic: He doesn't mind being ignored. If his quotation is
uninteresting to you today, he will be back with a new one tomorrow. Transactions are strictly at your
option. Under these conditions, the more manic-depressive his behavior, the better for you.

“But, like Cinderella at the ball, you must heed one warning or everything will turn into pumpkins and
mice: Mr. Market is there to serve you, not to guide you. It is his pocketbook, not his wisdom that you will
find useful. If he shows up some day in a particularly foolish mood, you are free to either ignore him or
to take advantage of him, but it will be disastrous if you fall under his influence...Ben's Mr. Market allegory
may seem out-of-date in today's investment world, in which most professionals and academicians talk of
efficient markets, dynamic hedging and betas. Their interest in such matters is understandable, since
techniques shrouded in mystery clearly have value to the purveyor of investment advice. After all, what
witch doctor has ever achieved fame and fortune by simply advising "Take two aspirins"?

“The value of market esoterica to the consumer of investment advice is a different story. In my opinion,
investment success will not be produced by arcane formulae, computer programs or signals flashed by
the price behavior of stocks and markets. Rather an investor will succeed by coupling good business
judgment with an ability to insulate his thoughts and behavior from the super-contagious emotions that
swirl about the marketplace. In my own efforts to stay insulated, I have found it highly useful to keep
Ben's Mr. Market concept firmly in mind.”

- Warren Buffett
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Legal Disclaimer

Perennial Advisors, LLC ("Perennial’) is a Registered Investment Adviser with the Securities and FExchange Commission. SEC registration
does not imply a certain level of skill or iraining. This letler is confidential, intended only for the person lo whom il has been provided and
contains general information not suitable for everyone. The contents of this letter should not 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. There is no guaraniee thal the views and opinions expressed will come Lo pass. 1he information herein has been developed internally
and/or obtained from sources believed to be reliable; however, Perennial does not guarantee the accuracy, adequacy or completeness of
such information. Markel condilions, stralegic approaches and other key factors upon which the views presenled in this leller are based
remain subject to fluctuation and change. Consequently, it should be noted that no one can accurately predict the future of the market with
cerlainly or guaranlee fulure investment performance. 1he information in this letler may conlain projections or other forward-looking
statements regarding future events, targets or expectations regarding the strategies 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 il lo
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 securities or lo adopl any investment strategy. No investment stralegy can guarantee performance
resulls, and there are no assurances that the investment objectives described herein will he met. Past performance is no guarantee of
future results. All investinents 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 available at the SEC’s Investment Adviser Public Disclosure (IAPD) websile.
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