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Great Expectations

By Michael Crook, Chief Investment Officer

"I expected 18 months of rate cuts against reason, against promise, against peace,
against hope, against happiness, against all discouragement that could be.”

--2024 market participants (probably).

While we're just having a little bit of fun with the above (slightly modified) passage from
Charles Dicken's “Great Expectations,” the global financial community waited with bated
breath for to confirm their
hopes that a rate cutting cycle was just around the corner. For Powell’s part, he fulfilled their
hopes and dreams:

“The time has come for policy to adjust. The direction of travel is clear, and the timing
and pace of rate cuts will depend on incoming data, the evolving outlook, and the balance
of risks.”

In plain English (my words, not his): the Fed is going to start a rate cutting cycle in
September, but we don’t know how quickly we will cut nor do we know when we will stop.

Mr. Market, of course, has a guess. The Fed funds rate is currently 5.375%. Market
participants expect it to fall to 4.375% by the end of this year, 3.375% by mid-2025, and
plateau around 3% as we head into 2026 (Fig. 1). These are, in our opinion, Great
Expectations.
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Fig. 1: Fed funds target rate
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Source: Bloomberg, Mill Creek.

Buy the rumor, sell the news?

Markets have benefited over the last few months from the pricing in of rate cuts, but there are
also risks that emanate from a rate-cutting cycle that we should consider.

For example, Powell’s clear guidance that the “timing and pace” of cuts will be data
dependent has been unheralded by markets and a fairly-aggressive and uninterrupted rate
cutting cycle has been priced in. At the same time, US economic growth remains at or above
trend and inflation couple remain stubbornly above 2%. Unfulfilled rate cut expectations are
now a risk worth watching for investors. A Fed pause would likely lead to another leg up in
bond yields, and as we’ve seen numerous times in the recent past, higher yields would likely
lead to a temporary risk-off period in equity markets.

We've experienced a nearly uninterrupted risk-on environment since last fall and frankly we
expect rate cuts from developed country central banks to (at least initially) provide additional
fuel to the cycle. As we discussed in our last Livestream, the three-legged US economic stool
of households, firms, and banks remains very stable. We wouldn't “sell the news"” of rate cuts,
but the temporary market stress from the unwinding of the yen carry trade in early August
was a wake-up call for complacent investors. We've been in an abnormal, very low volatility
environment; going forward the overhang of geopolitical risk, domestic economic and fiscal
policy risk, and monetary policy uncertainty could result in a much more normal/ market than
we have grown used to.
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Disclosures & Important Information

Any views expressed above represent the opinions of Mill Creek Capital Advisers ("MCCA") and
are not intended as a forecast or guarantee of future results. This information is for
educational purposes only. It is not intended to provide, and should not be relied upon for,
particular investment advice. This publication has been prepared by MCCA. The publication is
provided for information purposes only. The information contained in this publication has been
obtained from sources that MCCA believes to be reliable, but MCCA does not represent or
warrant that it is accurate or complete. The views in this publication are those of MCCA and
are subject to change, and MCCA has no obligation to update its opinions or the information in
this publication. While MCCA has obtained information believed to be reliable, MCCA, nor any
of their respective officers, partners, or employees accepts any liability whatsoever for any
direct or consequential loss arising from any use of this publication or its contents.

The Weekly Commentary may contain links to other websites, including links to other websites
of companies that may provide related information, products and services. Such external
Internet addresses contain information created, published, maintained or otherwise posted by
institutions or organizations independent of MCCA. These links are solely for the convenience
of visitors to the Weekly Commentary, and the inclusion of such links does not necessarily
imply an affiliation, sponsorship or endorsement. MCCA does not endorse, approve, certify or
control these external Internet addresses and does not guarantee or assume responsibility for
the accuracy, completeness, efficacy, timeliness or correct sequencing of information located
at such addresses. Use of any information obtained from such addresses is voluntary, and
reliance on it should only be undertaken after an independent review of its accuracy,
completeness, efficacy and timeliness. Reference therein to any specific commercial product,
process or service by trade name, trademark, service mark, manufacturer or otherwise does
not constitute or imply endorsement, recommendation or favoring by MCCA.
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