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Dear Clients,
Wait for it…
Have you heard of the famous “marshmallow experiment”? A large group of 5 year-old kids are brought into a room
and seated at a table with a single marshmallow. Each child was told they had a choice: eat the marshmallow now… or
wait for the adult to come back and they would get two marshmallows. All these children would then be surveyed
throughout their lives. The kids who were able to control themselves and “delay gratification” reported higher levels
of education, greater economic success, and a much lower incidence of depression than the kids who ate the single
marshmallow.
Most young people are wired to seek instant gratification. My son started a new job bussing tables and was thrilled to
walk out each night with cash (earned in tips) in his pocket. Even though he had held jobs that paid more overall, the
instant feedback, cash tips, proved very rewarding.
In the world of financial planning, delayed gratification is a foundational pillar. The whole idea of “planning” is to give
up something today for the hope of more tomorrow. College requires you forego income today for a more rewarding
life 4 (or more) years from now. Investing in a retirement plan means putting money aside that can’t be touched (with
a few exceptions) until you’re 60+ years old. Developers routinely initiate projects that might go 20-30 years before
they pay off.
In December of last year, many investors achieved some level of gratification by selling. The pain of watching the
market decline day after day was too much and they decided to hit the “eject button.” Unfortunately for them, they
probably incurred most of the losses, but were out of the market as it bounced back this past quarter.
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Take a look at this chart:

6 of the 10 best days occurred within
2 weeks of the 10 worst days

Source: Fidelity

Over almost any 20-year time frame, if you missed the best 10 days, you gave up a significant chunk of the overall gain. But history has shown that
many of those big “up” days occur soon after big “down” days. Can you see the pattern? The market drops hundreds of points and someone decides
to get out. Within days the market rebounds, but the investor who got out is now sitting in cash. Wash, rinse and repeat a few times and it is easy to
see why average investor returns are far below what the market returned over the same period.
Q1 of 2019 rewarded the patient investor, the investor who felt the pain of December but had the resolve to delay gratification until a later date. US
stocks were positive, and most international markets did well too.
Do you have the ability to delay gratification? If so, odds are you are a successful person, and a successful investor. Turns out that if you wait for the
second marshmallow… you get s’more. (Sorry, couldn’t resist…)
-Kelly Brothers
On behalf of the entire GBB Advisory Team
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Asset Class

Index

2017

2018

Q1 2019

U.S. Large Cap Stocks

S&P 500

21.83%

-4.38%

13.65%

U.S. Small Cap Stocks

Russell 2000

14.65%

-11.01%

14.58%

U.S. Broad Stock Market

Russell 3000

21.13%

-5.24%

14.04%

Russell 3000 Growth

29.59%

-2.12%

16.18%

Russell 3000 Value

13.19%

-8.57%

11.93%

Foreign Developed Stocks

MSCI EAFE Index

25.03%

-13.79%

9.98%

Emerging Markets Stocks

MSCI Emerging Markets Index

37.28%

-14.57%

9.92%

U.S. Core Bonds

Barclays Aggregate Bond Index

3.54%

0.01%

2.94%

High Yield Bonds

Barclays High Yield Bond Index

7.50%

-2.08%

7.26%

Market Outlook
The long, painful market decline at the end of 2018 seemed to promise
more of the same for the new year, but at the end of the first quarter, the
results couldn’t have been more different. The U.S. market, measured by
a variety of indices, posted its largest quarterly gain since the third
quarter of 2009. This proves once again (as has been proven many,
many times over) that you cannot extrapolate market returns from one
month to the next nor expect that down or up trends will lead to more of
the same.
Per the return chart above, you can see that just about every major asset
class rebounded in the first quarter. In part, the snapback can be
attributed to a recovery from the fourth quarter drawdown, as well as
good news on China and a more dovish Federal Reserve.
The results of the first quarter, by any measure, are extraordinary returns
for a short three-month investment horizon, and nobody should expect
that returns will continue at this pace for the full year. But the remarkable
upsurge in stock prices does offer a lesson. Investors who took the
December opportunity to buy stocks when they suddenly (and rather
unexpectedly) went on sale are doubtlessly cheering their good fortune,
but the larger number of investors who held on through December to
reap the gains of 2019’s first quarter should be similarly cheerful. Selling
into the downturn, hoping to avoid more losses, was a losing strategy.

Source:
Morningstar. Past
performance is no
guarantee of
future results. It is
not possible to
invest directly in
an index. All
market indices are
unmanaged.

Why are stock prices rising despite concerns about the slight yield curve
inversion and persistent predictions of an oncoming recession? The
answer could lie in some pleasant surprises that were contrary to what
many investors were expecting. The Federal Reserve Board (FED)
startled long-term market observers in a good way, when they
abandoned plans to continue hiking interest rates. Higher rates are
considered impediments to higher stock market valuations for two
primary reasons: They create more competition for investment dollars in
the form of higher bond yields, and they raise borrowing costs for
companies looking to expand. We’ll discuss interest rates in greater
detail later.
Will the party continue? Who knows. The next few months will see many
companies post their first quarter earnings results, and slower growth
(and even negative growth, which is expected from many companies)
could chill the surprisingly hot market. Nevertheless, slower profit growth
is still growth, which suggests that a recession is not on the immediate
horizon. Economists are reluctant to predict an economic downturn
domestically when unemployment is near record lows.
With that said, not all is well in the world. The World Trade
Organizations’ leading indicator of global merchandise trade has
dropped to its lowest level in nine years. Many are watching the new
round of U.S. – China trade negotiations, hoping for a breakthrough that
would re-integrate disrupted corporate supply chains around the world.
Almost as a side note, we’re watching the soap opera of “BREXIT” with
much interest and have no idea of the eventual outcome.
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It’s worth remembering that some of the steepest rises in stock market
indices come right before a bear market, when investors become overenthusiastic despite declining fundamentals and high valuations. We do
not seem to be in that territory yet, but nobody knows for sure. It’s
always best to be cautious when the markets are rising fast, and
optimistic when stocks go on sale. Actually, doing these things is
counterintuitive and very difficult emotionally, but for the intrepid, it has
historically been a winning investment strategy.

“A lot of people with high IQ’s are terrible investors because they’ve got
terrible temperaments. You need to keep raw irrational emotions under
control.” - Charlie Munger, Vice-Chair, Berkshire Hathaway

Interest Rates—Cause or effect? You decide.
Let’s talk about interest rates. From our perspective one of the most
important interest rates, if not the most important, is the 10-year treasury
yield. We say that for two reasons. First, it is thought to be a riskless rate
of return and a barometer for measuring the value of riskier assets.
Consequently, it is typically the primary discount rate used in most
pricing models, whether you are valuing a piece of real estate, a business
or other fixed income instruments. Secondly, it’s the primary rate used for
pricing 30 year fixed rate mortgages, which directly impacts the housing

market and construction industry. Why is that so important? The housing
market is a huge variable in our economy at the margin. Clearly, there are
bigger sectors in our economy, but not many of them are as volatile. As
an example, health care is a huge component of the economy, but it is a
relatively stable component. On the other hand, housing and energy are
extremely volatile. When they are booming and jobs are prevalent, the
multiplier effect of those jobs makes our economy more vibrant. When
those sectors are contracting, other jobs disappear and the economy
flounders. Another important element is that jobs in construction cannot
be exported.
With that as a backdrop, let’s examine some recent history on the 10-year
treasury yield. In early November 2018 the 10-year treasury was yielding
3.23%. As you’ll recall, the FED raised overnight borrowing rates for banks
by 0.25% in mid-December and gave guidance that they intended to
continue raising rates in 2019 and then the bottom fell out of the stock
market. Remember the only two interest rates the government or FED
control are the federal funds rate and the discount rate, both of which are
overnight borrowing rates for banks. All other interest rates are set by the
market. So by the time the FED raised rates in December, the 10-year
treasury yield had dropped to 2.8% and it ended 2018 at 2.7%. Over the
course of the first quarter of 2019 it declined to 2.41%.

Source: FactSet,
Federal Reserve, J.P.
Morgan Asset
Management.
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What does this all mean? First, the markets are not concerned about
inflation. Secondly, we find the rebound in stock valuations to be very
logical. When you reduce the discount rate used to value an asset by
almost a full percent from 3.23% to 2.41%, you’re going to put a greater
price tag on that asset, whether it’s the stock of a company, a rental
property or a bond.
Let’s get back to housing. Clearly housing and in particular new
construction had been slowing down as mortgage rates were escalating.
The weather throughout large portions of the country didn’t help either.
At year end, the national average for a new 30-year fix rate mortgage
was 4.94%, bumping up against 5%. Given the huge rebound in housing
prices from the depths of the financial crisis, affordable housing
mortgage rates at or near 5% was clearly having a negative impact. At
quarters’ end, the national average for a 30-year fixed rate mortgage had
tumbled back to 4.08% which brings a lot of households back into the
picture from a housing affordability stand point. We believe rates are at a
level that may help jump start the housing market again.

Global Perspective on Interest Rates
Even though the 10-year treasury yield had declined to 2.41% during the
quarter which most of us believe is relatively low, when you put it into a
global context the answer is materially different.
You’ll notice that a number of countries have negatively yielding debt. In
mid-February, the Wall Street Journal published an article reporting that
$11 trillion worth of bonds worldwide priced to yield less than zero. They
went on to state “as a share of global debt outstanding, Bank of America
Merrill Lynch claims that negatively yielding cohorts represent 22.6% of
the total.” According to Bloomberg, who does the math a little
differently, they believe the total is closer to $9 trillion, so assuredly it is
not insignificant.
It's hard to wrap one’s mind around the fact that the U.S. has the highest
interest rates in the developed world and that something approximating
20% of all the debt in the world carries a negative interest rate.

10-year Government Bond Yields
(As of 3/31/19) Bloomberg

Italy

2.49%

New Zealand

1.80%

Australia

1.78%

Canada

1.67%

Spain

1.10%

U.K.

1.00%

France

0.32%

Sweden

0.32%

Netherlands

0.03%

Germany

-0.07%

Japan

-0.08%

Switzerland

-0.38%

Source: Bloomberg
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So Where Do We Go From Here?
The FED’s March meeting pronouncements were even more dovish than
what the biggest bond market bulls could have expected. Not only did
the markets get everything they expected, FED policymakers gave them
one better. They gave them everything they could have wanted; no rate
hikes in 2019 and one in 2020. This from a FED who didn’t know where
neutral was back in December, and even if they did, they thought they
would go above it.
The FED also announced its balance sheet unwind will stop by the end of
September. Again, what ever happened to watching paint dry? We had
just finished putting on the primer, and the paint hadn’t been applied yet.
Then FED Chairman Jerome Powell stated the obvious, “The overarching
goal is to sustain the expansion.” The bottom line is that after talking very
bravely in 2018, the FED has gone beyond capitulating. It has effectively
surrendered. The FED is not data dependent anymore, or at least for a
while.

Corporate Earnings
It’s probably safe to assume that the earnings growth rate for the S&P
500 Index* will be dramatically less than the robust 26% increase
experienced in 2018, which was magnified by the implementation of the
corporate tax cuts. After the year end government shutdown, the trade
and tariff conflicts, along with the frigid weather conditions, earnings
expectations for the S&P 500 for 2019 have been revised downward but
are still positive and are now expected to come in at 5% to 7% above last
year’s robust levels. We believe that the reality of slower earnings growth
and difficult year-over-year comparisons will make further market gains
harder to come by in the short term.

The U.S. Dollar
The “Greenback” was one of the cheapest currencies in the world at the
beginning of this decade, now it is one of the most expensive. A hotel
room or a cup of coffee costs more in New York or San Francisco than
most other major cities in the world. Since 1973, when the Bretton Woods
system of fixed exchange rates gave way to floating exchange rates set
by the market, the value of the “Greenback” has generally floated in a

range within 15% above or below its 10-year moving average. Right now,
it is at the upper end of that range, which suggests that the next move
for the “Greenback” is likely to be a step down. We’re not making a call
on the “Greenback”, but after last year’s rally, we suspect our currency
will stabilize at current levels against most of our trading partners in the
near term. This will remove the headwind encountered last year for
ownership of foreign assets by U.S. investors. But when the step down for
the “Greenback” does occur, it could mark the end of the American
decade of stock market outperformance.

The Rest of the World
BREXIT – the European Union (EU) leaders offered the United Kingdom
Prime Minister, Theresa May, an extension until April 12 to pass a plan
through Parliament for Britain’s exit from the common market. No one
knows how the politics of BREXIT will end, but the twisting road has
already cooled investment and damaged the UK’s reputation as a haven
for commerce.
CHINA - is of far more importance to the overall global economy than the
soap opera of BREXIT. Chinese stocks have been rebounding in a big way
as domestic investors show confidence that the government will continue
to step up easing measures to counter China’s slowing economy. Two
weeks ago, China wrapped up its annual National People’s Congress
meeting, during which Premier Li told reporters that Beijing was keen to
bolster the real economy and prevent large-scale layoffs, as well as
considering cutting interest rates and bank reserve requirements. This
past week’s U.S. trade negotiators wrapped up another round of talks
with their Chinese counterparts. Despite ongoing obstacles, both sides
are keen to broker a deal by the end of April that would head off an
escalation of the trade war that is increasingly weighing on China’s
economy, even more so than ours. I wouldn’t hold my breath on their
April timeline, but do believe a deal will get done mid-year.
INDIA - has seen a rally as well, as investors have grown more confident
that India’s ruling collation led by Prime Minister Modi would win reelection in May by a convincing margin. Modi’s re-election could further
open India’s markets to foreign investors as he pushes his pro-business
initiatives.
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Current Economic Expansion
Per the chart below, the current economic expansion is fast approaching
the record 120 month or ten-year expansion that ended in the third
quarter of 2000, just as the tech and telecom bubble burst.
In July we will match that record, but the big difference between the two
expansions is that even though similar in length, the level of Gross
Domestic Product (GDP) growth has been less than half of the total
generated in the expansion of the 1990s. What that tells us is that there
are a lot fewer excesses in the system this time around. So while we’ve

had a long expansion, it has been far less robust. There are a few obvious
asset bubbles (residential real estate values in coastal California and New
York City) but most other valuations are within reason. While many
pundits continue to argue that we are in the late innings of the economic
expansion, we see the possibility that this could continue to be a low
scoring game (meaning modest GDP growth) with the game going into
extra innings (years).

Source: BEA, NBER, J.P. Morgan Asset Management.
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When is the Next U.S. Recession? And How Should You
Prepare?
Wouldn’t it be great to know ahead of time when a recession is coming?
Paul Samuelson, the first American to win the Noble Prize in economics,
wryly noted, “The stock market has predicted nine out of the last five
recessions!” Nonetheless, there are some generally reliable signals worth
paying close attention to as the economy reaches its late cycle.

Inverted yield curve Corporate profits

Recession
warning sign

Why it’s so
important

Average
months until
recession

Where we are
now

10 year yields below
two-year yields

Declining from
cycle peak

Many factors can contribute to a recession and the main cause often
changes each cycle. Therefore, it’s helpful to look at different aspects of
the economy to better gauge where excesses and imbalances may be
building. The following chart outlines some of the key indicators that can
warn us of a recession.

Unemployment

Housing starts

Leading Economic
Index

Rising from cycle
trough

Declining at least 10%
from previous year

Declining at least 1%
from previous year

Often a sign the Fed
When profits
When the economic
has hiked short-term
decline, businesses When unemployment
outlook is poor,
rates too high or
cut investment,
rises, consumers cut homebuilders often cut
investors seeking
employment and
back on spending
back on housing
long-term bonds over
wages
projects
riskier assets.

15.7

26.2

6.1

5.3

Corporate profits
New housing starts have
Yield curve is at its
Unemployment rate is
may have peaked
been flat over the past
flattest level this cycle
near 50-year lows
years ago
year

Aggregation of
multiple leading
economic indicators,
gives broader look at
economy

4.1
LEI is still rising, but
has started to
decelerate

Source: Capital Ideas, Capital Group.
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The Portfolios

Conclusion

This past quarter didn’t bring meaningful changes to most of your
accounts, with two exceptions.

No question, writing this letter is a lot easier after an extraordinary
quarter like the one we just experienced. Our expectations for the
balance of the year are less extraordinary, but we are optimistic that a
trade deal will get done and the U.S. and global economy will not be
derailed by a recession in the foreseeable future.

First, for taxable accounts, we did unwind some of the trades we made in
December when we went through the annual ritual of tax loss harvesting.
Secondly and more meaningfully, we added one of two hedged equity
managers to all but our most aggressive model portfolio. Acknowledging
we are getting late in this economic cycle, we still wanted to add to our
large cap domestic equity exposure, but we wanted to do so in a
conservative manner. We chose two different managers to add to the
mix, JP Morgan and Goldman Sachs. In the case of the more conservative
accounts, JP Morgan is employing an option strategy that should
significantly protect the underlying stock portfolio from meaningful down
drafts (in excess of 5%) in any calendar quarter. In the more aggressive
accounts we are using Goldman Sachs who is also employing an options
strategy, but in this instance, they are trying to generate one percent per
quarter of additional income over and above the annual dividend income
generated by their underlying stock portfolio. In the case of JP Morgan,
to pay for the options (which we view as a form of insurance), they have
to give up a meaningful portion of the upside potential of the underlying
stock portfolio, therefore we view this fund as an alternative investment
and will not be benchmarking its results to the S&P 500 index*.

As always, we welcome your feedback and thank you for your continued
trust and confidence in Genovese Burford & Brothers.
Warmest regards,
Mike Genovese
Chief Investment Officer
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What’s Happening at GBB
Congratulations to Mike Genovese on being named a top Financial
Advisor in the U.S. by Barron’s magazine! Mike was the only
individual in the Central Valley to make the list.

The Rotary Club of Roseville Taco Throwdown
GBB was a proud sponsor of the first annual Taco Throwdown from
the Rotary Club of Roseville. GBB Financial Advisor, Rod Waterbury,
serves as the President of the Rotary Club of Roseville.

Congratulations to Chief Compliance Officer, Angie Butler, on
being recognized in Comstock’s Magazine’s Women in Leadership
feature.
Mike Paulson, John Lockwood, Ken Cranstone, Scott
Thomas, Mike Genovese, and Rod Waterbury

GBB Roseville Office Expansion
The GBB Roseville office construction and expansion is underway! Our
larger, remodeled Roseville office will open on April 15th. This office will
be the home for GBB’s Retirement Plan Management team, along with
several other team members.
Please help us welcome GBB’s new hires Kathryn McCall and Alex
Hyndman.
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Important Disclosure Information

Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no
assurance that the future performance of any specific investment, investment strategy, or product (including the investments and/or investment strategies
recommended or undertaken by Genovese Burford & Brothers Wealth and Retirement Plan Management, LLC (“GBB”), or any non-investment related content, made
reference to directly or indirectly in this commentary will be profitable, equal any corresponding indicated historical performance level(s), be suitable for your portfolio
or individual situation, or prove successful. Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective
of current opinions or positions. Moreover, you should not assume that any discussion or information contained in this commentary serves as the receipt of, or as a
substitute for, personalized investment advice from GBB.
Please remember to contact GBB, in writing, if there are any changes in your personal/financial situation or investment objectives for the purpose of reviewing/
evaluating/revising our previous recommendations and/or services, or if you would like to impose, add, or to modify any reasonable restrictions to our investment
advisory services. GBB is neither a law firm, nor a certified public accounting firm, and no portion of the commentary content should be construed as legal or
accounting advice. A copy of the GBB’s current written disclosure Brochure discussing our advisory services and fees continues to remain available upon request.
Historical performance results for investment indices, benchmarks, and/or categories have been provided for general informational/comparison purposes only, and
generally do not reflect the deduction of transaction and/or custodial charges, the deduction of an investment management fee, nor the impact of taxes, the incurrence
of which would have the effect of decreasing historical performance results. It should not be assumed that your GBB account holdings correspond directly to any
comparative indices or categories. Please Note: (1) performance results do not reflect the impact of taxes; (2) comparative benchmarks/indices may be more or less
volatile than your GBB accounts; and, (3) a description of each comparative benchmark/index is available upon request.
Neither rankings and/or recognition by unaffiliated rating services, publications, media, or other organizations, nor the achievement of any designation or certification,
should be construed by a client or prospective client as a guarantee that he/she will experience a certain level of results if GBB is engaged, or continues to be engaged,
to provide investment advisory services. Rankings published by magazines, and others, generally base their selections exclusively on information prepared and/or
submitted by the recognized adviser. Rankings are generally limited to participating advisers (see link as to participation data, to the extent applicable). No ranking or
recognition should be construed as a current or past endorsement of GBB by any of its clients. ANY QUESTIONS: GBB’s Chief Compliance Officer remains available to
address any questions regarding rankings and/or recognitions, including providing the criteria used for any reflected ranking.
Neither GBB nor any of the listed entities offer tax and/or accounting services.
Investing is subject to risks including loss of principal invested. The views expressed are not necessarily the opinion of Royal Alliance Associates, Inc, and should not be
construed directly or indirectly, as an offer to buy or sell any securities mentioned herein. Individual circumstances vary. No strategy can assure a profit against loss.
International investing involves special risks including greater economic and political instability, as well as currency fluctuation risks, which may be even greater in
emerging markets. The bond market is volatile as prices rise when interest rates fall and vice versa. This effect is usually pronounced for longer-term securities. Any fixed
income security sold or redeemed prior to maturity may be subject to a substantial gain or loss. The price of commodities is subject to substantial price fluctuations of
short periods of time and may be affected by unpredictable international monetary and political policies. The market for commodities is widely unregulated and
concentrated investing may lead to higher price volatility.
Certain material in this work is proprietary to and copyrighted by Litman/Gregory analytics and is used by GBB with permission.
Reproduction or distribution of this material is strictly prohibited and all rights are reserved.
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Important Disclosure Information

The S&P 500 Index consists of 500 stocks chosen for market size, liquidity, and industry group representation. It is a market-value-weighted index with each stock’s
weight in the index proportionate to its market value. You cannot invest directly in an index.
The Russell 2000® Index measures the performance of the 2,000 smallest companies in the Russell 3000® Index, which represents approximately 8% of the total
market capitalization of the Russell 3000 Index. You cannot invest directly in an index.
The Russell 3000® Index measures the performance of the 3,000 largest U.S. companies based on total market capitalization, which represents approximately 98% of
the investable U.S. equity market. You cannot invest directly in an index.
The Russell 3000® Growth Index measures the performance of those Russell 3000® Index companies with higher price/book ratios and higher forecasted growth
values. You cannot invest directly in an index.
The Russell 3000® Value Index measures the performance of those Russell 3000® Index companies with lower price/book ratios and lower forecasted growth values.
You cannot invest directly in an index.
The Morgan Stanley Capital International (MSCI) EAFE (Europe, Australasia, Far East) Index is a free-float-adjusted market-capitalization-weighted index that is
designed to measure the equity market performance of developed markets, excluding the U.S. and Canada. The MSCI EAFE Index consists of the following 21 developed
markets country indexes: Australia, Austria, Belgium, Denmark, Finland, France, Germany, Hong Kong, Ireland, Israel, Italy, Japan, the Netherlands, New Zealand, Norway,
Portugal, Singapore, Spain, Sweden, Switzerland, and the United Kingdom. You cannot invest directly in an index.
The Morgan Stanley Capital International (MSCI) Emerging Markets (EM) Index (Net) is a free-float-adjusted market-capitalization-weighted index that is designed to
measure large- and mid-cap equity market performance of emerging markets. The MSCI EM Index (Net) consists of the following 24 emerging markets country indices:
Brazil, Chile, China, Colombia, Czech Republic, Egypt, Greece, Hungary, India, Indonesia, Korea, Malaysia, Mexico, Pakistan, Peru, the Philippines, Poland, Qatar, Russia,
South Africa, Taiwan, Thailand, Turkey, and the United Arab Emirates. You cannot invest directly in an index.
The Bloomberg Barclays U.S. Aggregate Bond Index is a broad-based benchmark that measures the investment-grade, U.S.-dollar-denominated, fixed-rate taxable bond
market, including Treasuries, government-related and corporate securities, mortgage-backed securities (agency fixed-rate and hybrid adjustable-rate mortgage passthroughs), asset-backed securities, and commercial mortgage-backed securities. You cannot invest directly in an index.
The Barclays High Yield index includes all fixed income securities having a maximum quality rating from Moody's Investor Service of Ba1, a minimum amount outstanding
of $100 million, and at least one year to maturity.
It is not possible to invest directly in an index. All market indices are unmanaged.
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