
03 April 2023

Red, White,  
and Overdue
By Michael Crook, Chief Investment Officer

On January 19, Treasury Secretary Janet Yellen 
notified US House of Representatives Speaker 

Kevin McCarthy that the outstanding debt of the US 
had reached its statutory limit, debt issuance would 
be suspended, and the Treasury had begun to use 
extraordinary measures to fund the US government. 
Current forecasts indicate the US will reach a techni-
cal debt default sometime during the summer or fall 
of this year. The default is considered technical be-
cause it is not caused by a lack of funds, but rather 
a failure to execute the payment process properly.

The US uses an unusual system to budget and issue 
debt. Prior to World War I, Congress approved every 
debt issue made by the Treasury. Over time, that pro-
cess became infeasible, and Congress adopted a 
debt ceiling that allowed the Treasury to issue bonds 
without specific approval as long as the total amount 
of debt outstanding fell below the statutory debt ceil-
ing (Fig. 1, next page). The debt ceiling rule created  
a disconnect between voting for appropriations and  
voting to fund them, but it wasn’t until 1953 that  
Congress refused to raise the debt ceiling as needed 
to cover appropriations. The story then was the same 
as today — an attempt by a faction within Congress 
to use the debt ceiling to reduce deficit spending. 

An accidental breach of the debt ceiling in 1979 led 
to the “Gephardt Rule,” which automatically raised 
the debt ceiling when a budget was passed. This rule 
averted debt ceiling standoffs for 16 years but was 
repealed in 1995. The repeal led to debt ceiling prob-
lems in 1995, 2011, and now in 2023. 

While it might be easy to assume that Congress will 
raise the debt ceiling before a default occurs, market 
participants are taking the potential for a technical de-
fault seriously. At the beginning of the year, the cost to 
insure US debt against default was about 30% of the 
cost to insure Mexican debt against default. Today, it 
costs double to insure US Treasury debt than it does 
to insure Mexico’s federal debt (Fig. 2, next page). 
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Consequences of a Default

The debt ceiling crisis of 2011 provides a reasonable 
guide to what we should expect in the case of a techni-
cal default: substantial market volatility, elevated yields 
for Treasury debt maturing around the debt ceiling, and 
plunging investor and consumer confidence. Presumably 
Congress would sharpen its focus and raise the limit at that 
point, but even a last-minute solution can have negative 
long-term consequences aside from the acute market re-
action. The US dollar will not lose its privileged role as the 
world’s reserve currency, but Treasuries would be consid-
ered slightly riskier, leading to higher borrowing costs — 
costs that taxpayers are on the hook for. 

There’s evidence that the debt ceiling episodes of 1979 
and 2011 resulted in higher borrowing costs for the US 
than would have otherwise been the case. Between 2013 
and 2022, the US spent 5–8% of total outlays on Treasury 
interest payments (this is known as net interest outlays). 
About 10% of outlays will go toward net interest outlays in 
2023, and the Congressional Budget Office (CBO) expects 
— as a base case — net interest outlays to represent 14% 
of total federal spending in 2023 (Fig. 3). Higher borrowing 
costs due to a debt ceiling debacle would further exacer-
bate this problem.

Debt, Deficits, and Do-Nothing Politicians

Refusing to raise the debt ceiling would be the economic 
equivalent of cutting off our nose to spite our face, but we 
also have a serious deficit problem that we have to find the 
political wherewithal to solve. If there’s one question I’ve 
been asked by investors the most over the last 20 years, 
it has been: “Is our huge national debt a problem for mar-
kets?” I’ve always replied with some version of:

“There are two important numbers to consider when 
thinking about the national debt: how much we have 
currently borrowed from the public and how much 
we have obligated ourselves to spend in the future. 
The size of the current national debt, $25–31 trillion 
depending on how you calculate it, is striking, but 
pales in comparison to the $116 trillion shortfall fac-
ing Social Security and Medicare over the next three 
decades. These programs, on their own, will create  
a budget deficit of 12% in 30 years. 

These are impossible numbers that require a politi-
cal solution. Social Security and Medicare benefits 
are inflation-linked so we can’t inflate our way out of 
the problem and discretionary spending is simply too 
small to make a difference.”

All remains true, except COVID accelerated the timeline 
and higher debt service costs have worsened the problem. 
Federal spending increased from 18% of GDP in 1962 
to a quarter of GDP last year (Fig. 4). In other words, the 

Source: Bloomberg, Mill Creek. 

Fig. 2: US credit default swaps are more expensive than Mexico’s 

One-year credit default swap pricing
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Fig. 3: Net interest outlays are expected to increase 

Annual net interest outlays
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Fig. 4: Debt accumulation has outpaced growth
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Source: Congressional Budget Office, Mill Creek.

Fig. 5: Federal spending now comprises 25% of the US economy

Federal spending as a percentage of GDP
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Fig. 6: The federal deficit is projected to remain at crisis levels
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Source: Congressional Budget Office, Mill Creek.

Fig. 7: Discretionary spending has been squeezed

% of total spending by category, 1962–2032
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Fig. 8: Individual income taxes are the majority of federal revenue

2022 US federal revenue by category (%)

Source: Congressional Budget Office, Mill Creek.
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Federal government now comprises a quarter of our entire 
economy (Fig. 5). During that period, mandatory spending 
— mainly Social Security, Medicare, and Medicaid — has 
grown from 4.8% of GDP in 1962 to 16.5% of GDP today. 

All in, the CBO expects the annual deficit to increase from 
$1.6 trillion in 2024 to $2.7 trillion in 2033. Deficits of this 
size (in absolute terms or as a percentage of GDP) are 
unprecedented outside of the financial crisis and COVID 
(Fig. 6). Discretionary spending, which includes defense, 
education, and highway programs, is the loser — falling 
from 67% of total spending in 1962 to 26% today (Fig. 7). 
This trend might explain some of the vitriol in Congress: the 
DC pie has grown substantially, but the percentage avail-
able to negotiate over in Congress has shrunk considerably.

Running a crisis-level deficit in normal times has signifi-
cant consequences, both for the economy and investment 
markets. In particular, higher deficits reduce private sav-
ings, leading to lower productivity and incomes. They also 
increase the risk of a financial crisis and reduce our fiscal 
ability to respond to unexpected events, like war or reces-
sion. Retired Adm. Mike Mullen, former chairman of the 
Joint Chiefs of Staff, warned in 2010 that a ballooning na-
tional debt was “…the most significant threat to our national 
security.” At the time, the national debt was $13.5 trillion. 
Today, it is $24.2 trillion and expected to reach $46.4 tril-
lion by the end of 2033.

Political solutions are outside our purview, but the most re-
cent IRS summary of Federal Income Tax Data is instruc-
tive in regard to feasible solutions. Individual taxes, the 
federal government’s largest revenue item, comprise about 
40% of all federal revenue (Fig. 8). In 2020, the most re-
cent year for which data is available, the top 1% of earners 
(based on adjusted gross income) earned 22% of all wages 
and paid 42% of total income taxes. The top 10% earned 
50% of all wages and paid 73.7% of total income taxes. 
The bottom 50% earned 10% of all wages and paid 2.3% 
of total income taxes. 

The highly progressive US income tax system (the top 1% 
currently pays an average tax rate 8x the rate paid by the 
bottom 50%) could become even more progressive, but 
even the most aggressive proposals for taxing the wealthy 
fall far short of raising the revenue needed for Social Secu-
rity and Medicare. The non-partisan Tax Foundation found 
that a combination of (1) raising all personal income taxes 
by 50% and (2) raising the corporate tax rate to 35% would 
be insufficient to close the budget deficit over the next de-
cade. Long-term budget stability will have to come from 
both increased revenue (i.e., higher individual income, cor-
porate, and payroll taxes) and reduced federal spending 
on mandatory entitlement programs. Do-nothing politicians 
need to hurry up and do something. The time is overdue.
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  Global economy
•	 We are in the latter innings of coordinated global 

central bank hiking. As a result, most major central 
banks are expected to slow or stop rate hikes during 
the first half of 2023.

•	 The Fed — along with other major central banks 
— would like to pause rate hikes and allow the 
“long and variable lags” of monetary policy to work 
through the economy. Fed policy is tighter than it 
has been since 2008, and interest rate–sensitive 
sectors of the economy, like real estate, have been 
hit hard.

•	 Inflation appears increasingly embedded around 
5%. The European Central Bank (ECB) has made 
it clear that it will continue to fight inflation with rate 
hikes and use other policy tools to support financial 
stability. The Fed has become much more cautious 
and believes a tightening of credit conditions will do 
some of the Fed’s own work.

•	 The path to a soft economic landing in the US is in-
creasingly narrow. The Fed’s current forecasts imply 
a significant decline in economic activity over the re-
mainder of 2023 and credit conditions were already 
tightening prior to the recent bank crisis.

  Market perspective
•	 The recent decline in interest rates has reduced 

some of the relative value in bonds, but real inter-
est rates remain higher than at any point during the 
2010–2021 period. We are neutral duration in our 
bond portfolios and have reduced credit risk.

•	 US large-cap earnings per share estimates have 
declined about 10% in inflation-adjusted terms 
since June 2022. Current valuations (17.4x on a 
forward 12-month basis) have priced in a softish 
landing outcome, but a recession would result in 
fair value 10–15% lower than current prices. 

Please click any link to access additional  
information and insights.

•	 Value and small-cap equities remain cheap versus 
growth and large-cap equities, respectively.

•	 A contraction in lending from regional and community 
banks will likely result in additional opportunities for 
private debt strategies.

•	 Private real estate valuations, which generally lag pub-
lic valuations, fell 5% in 4Q22 and are likely to decline 
10–20% this year. 

  Portfolio positioning
•	 We are neutral duration in our taxable and tax-exempt 

fixed income portfolios.

•	 Within equities, we are slightly overweight US equities, 
value equities, low-volatility equities, and high-divi-
dend equities.

•	 We are overweight private debt and absolute return 
hedge funds versus fixed income.

•	 We recommend allocating a portion of equity expo-
sure to private equity. 

  Risks we’re watching
•	 Bank lending practices. Lending standards tightened 

and commercial and industrial loan demand declined 
during the 4Q22. Whether these trends accelerate fol-
lowing March’s banking turmoil will play a large role in 
the path for economic growth and monetary policy.

•	 Additional geopolitical risk spilling out of China or 
Russia

•	 A technical default on Treasury securities due to politi-
cal stalemate around the debt ceiling

House View Summary

https://www.millcreekcap.com/wp-content/uploads/2023/01/Mill-Creek-Year-Ahead-2023.pdf
https://www.millcreekcap.com/wp-content/uploads/2023/03/Move-Quickly-and-Break-Things-3.13.23-1.pdf
https://www.millcreekcap.com/wp-content/uploads/2023/02/Updating-Our-View-on-Credit-2.21.23.pdf
https://www.federalreserve.gov/data/sloos/sloos-202301.htm
https://www.federalreserve.gov/data/sloos/sloos-202301.htm
https://www.ncreif.org/data-products/funds/
https://www.millcreekcap.com/wp-content/uploads/2022/10/Preparing-for-a-Recession-with-Low-Volatility-Equities-10.17.22.pdf
https://www.millcreekcap.com/wp-content/uploads/2022/08/Private-Equity-How-Will-Investors-Face-2Q-Valuations-8.15.22.pdf
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First Quarter 2023: Market Review

Index Returns Jan 2023 Feb 2023 Mar 2023 Q1 2023 1 year 3 years 5 years 10 years

Global Equities 7.2% -2.9% 3.1% 7.3% -7.4% 15.4% 6.9% 8.1%

US Equities 6.9% -2.3% 2.7% 7.2% -8.6% 18.5% 10.5% 11.7%

Large Cap US 6.7% -2.4% 3.2% 7.5% -8.4% 18.6% 10.9% 12.0%

Mid Cap US 8.3% -2.4% -1.5% 4.1% -8.8% 19.2% 8.1% 10.1%

Small Cap US 10.7% -1.6% -2.8% 5.9% -13.2% 17.9% 6.5% 9.2%

US Growth 8.4% -1.2% 6.2% 13.9% -10.9% 18.2% 13.0% 14.2%

US Value 5.4% -3.5% -0.9% 0.9% -6.3% 18.1% 7.3% 9.0%

International Developed Equities 8.1% -2.1% 2.5% 8.5% -1.4% 13.0% 3.5% 5.0%

Emerging Market Equities 7.9% -6.5% 3.0% 4.0% -10.7% 7.8% -0.9% 2.0%

US Taxable Bond Market 3.1% -2.6% 2.5% 3.0% -4.8% -2.8% 0.9% 1.4%

US Municipal Bond Market 2.0% -1.8% 1.8% 2.0% 1.9% 0.8% 1.9% 1.8%

Hedge Funds 1.7% -0.5% -1.4% -0.2% -3.3% 4.3% 1.6% 1.4%

Diversified Commodities -0.5% -4.7% -0.2% -5.4% -12.5% 20.8% 5.4% -1.7%

Gold 5.7% -5.3% 7.8% 8.0% 1.6% 7.7% 8.2% 2.1%

Key Rates (as of stated date) 12/31/22 1/31/23 2/28/23 3/31/23 3/31/22 3/31/20 3/31/18 3/31/13

US 10-Year Treasury 3.9% 3.5% 3.9% 3.5% 2.3% 0.7% 2.7% 1.8%

Barclays Aggregate Bond Index 4.7% 4.3% 4.8% 4.4% 2.9% 1.6% 3.1% 1.9%

BBarc Muni 1-10Yr Blend  
(1-12) Index

3.0% 2.5% 3.2% 2.7% 2.2% 1.6% 2.3% 1.3%

Source:  Bloomberg, Mill Creek. Returns for periods greater than one year are annualized. Index rates are yield to worst.
Indices used to represent periodic capital markets returns include: MSCI ACWI (Global equities), Russell 3000 (US equities), Russell 1000 (Large Cap US), Russell Mid Cap US 
(Mid Cap US), Russell 2000 (Small Cap US), Russell 3000 Growth (US Growth), Russell 3000 Value (US Value), MSCI EAFE (International Developed), MSCI Emerging Markets 
Index (Emerging Markets Equities), Bloomberg Aggregate Bond Index (US Taxable Bonds), Bloomberg 1–10 Year Municipal Bond Index (US Municipal Bonds), HFRX Global Hedge 
Fund Index (Hedge Funds), Bloomberg Commodity Index TR (Diversified Commodities), and Gold Spot Price (Gold).

•	 The first quarter was characterized by three different 
market regimes.

In January, market participants were bullish and expect-
ing continued disinflation.

Investors became more hawkish in February as the eco-
nomic data showed inflation remains far too persistent.

March’s banking troubles led to market volatility, an eas-
ing of financial conditions, and questions about how 
quickly the Fed could keep raising policy rates.

•	 Equity markets performed well during the first quarter.

International developed market equities and growth eq-
uities led, whereas emerging market equities, value eq-
uities, and small cap equities lagged.

•	 Fixed income also produced positive returns during 
1Q23. Interest rates ended the quarter slightly lower 
than where they were at the beginning of the year.
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By Sam McFall, Managing Director

Factor investing is an investment approach that seeks  
to tilt portfolios toward or away from certain companies 

based on quantifiable characteristics to generate excess  
returns over time. The most widely researched factors  
include value, momentum, size, and quality. Timing factor 
exposures is exceedingly difficult, but we believe a struc-
tural bias toward high-quality companies will reward long-
term investors. Fundamental characteristics that make a 
business attractive over the long run include high profitabil-
ity, stable earnings growth, and low leverage. Additionally, 
an active manager might make a subjective judgment about 
a company’s management team and assess the sustain-
able competitive advantages a company might have over 
its peers. By investing in high-quality companies trading at 
reasonable valuations, an investor can potentially limit their 
downside risk by investing with a higher margin of safety. 

Utilizing a purely quantitative approach to assessing qual-
ity, MSCI has constructed an index of high-quality com-
panies with high returns on equity, stable year-over-year 
earnings growth, and low financial leverage. The MSCI 
USA Quality index is a subset of the broader MSCI USA 
index and is representative of the types of companies we 
believe investors should be tilting toward in their equity al-
locations. Over rolling 10-year periods, the quality index 
has outperformed the broad market index 99% of the 
time, with an average annualized excess return of 1.7% 
per year1 (Fig. 1). Investing in high-quality companies  
increases portfolio tracking error and is subject to periods 
of short-term underperformance. For example, over roll-
ing 1-year periods, the quality index has outperformed the 
broad market index only 62% of the time. Despite an  
increasingly short-term investment world, we continue to 
believe that investing in high-quality companies increases 
an investor’s probability of long-term success. 

Equity investing is inherently risky and over shorter time 
periods or even at specific points in time, a certain strat-
egy, style, or factor can be out of favor. Recently, high-
quality investing has been out of favor, particularly in the 
post-COVID period where investors have favored more  
levered and cyclical companies that have benefited from 
the reopening of the global economy. High-quality investing 
is generally considered a more defensive approach given 
that investors tend to focus on balance sheet strength in 
periods of stress. Historically, those companies have out-
performed and preserved capital in down years for the eq-
uity markets. Going back to 1976, the MSCI USA index has 

been down nine times, but for the first time since 1981, the 
MSCI USA Quality index underperformed the broad market 
in 2022 (Fig. 2). Rising interest rates led to an indiscrimi-
nate sell-off in growth equities, including many high-qual-
ity companies. In our view, the sell-off was overdone, and 
while we acknowledge there may be a short-term impact 
on earnings of these businesses, many will see improved 
long-term fundamentals as they gain market share when 
their weaker competition struggles or goes out of business.

1MSCI USA Quality index was launched in December 2012. Data 
prior to the launch is backtested and actual results may have varied 
during the specified time periods. 

Investing in High-Quality Companies  
Matters for Long-Term Investors

SP O T L I G H T :  E Q U I T Y

Source: Morningstar, MSCI, Mill Creek. 

Fig 2: Relative performance of quality index vs. the broad market in 
down years

Quality underperformed in 2022 for the first time since 1981

Source: Morningstar, MSCI, Mill Creek.

Fig 1: Rolling 10-year excess return of MSCI USA Quality index  
vs. MSCI USA index 

Long-term investors benefit from a strategic tilt toward  
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By Nora Pickens, Managing Director

The 2022 NACUBO-TIAA Study of Endowments was  
released last month and the results point to the con-

tinuation of several investment trends, although we believe 
a few of them may begin to reverse moving forward. For 
background, the report is an annual survey of over 600 
US-based universities, providing insight into their per-
formance and asset allocation decisions. After reviewing 
2022’s results, we highlight three key takeaways1:   

1) Alternatives: The most glaring change to the endowment 
asset allocation model over the past few decades has been 
the shift to alternative investments, specifically private equity 
and venture capital (PE-VC). It’s hard to believe that endow-
ments had only 1% of capital in PE-VC strategies in the ’90s 
given their starring role in portfolios today, currently account-
ing for 30% of endowment portfolios on average. Premium 
returns, diversification benefits, and long-term value creation 
support the enhanced exposure.

One interesting outcome of this trend is that it leads to 
greater dispersion of returns between large and small en-
dowments due to their noteworthy allocation differences. In 
2022, institutions with $1 billion+ in assets under manage-
ment (AUM) had 33% exposure to PE-VC, while those with 
$25–50 million in AUM had just 5% (Fig. 1). 

Performance outcomes over the trailing 5-year period re-
flected the impact of this gap. The lower 25th percentile of 
returns for large institutions was 7.7%. By comparison, small 
institutions in the upper 75th percentile recorded a 6.5%  
return. In other words, the best-performing small institutions 
generated a return that lagged the worst-performing large 
institutions by 1.2%! Access to tier one PE-VC managers 
clearly played a critical role in investment outcomes, and  
we believe will continue to drive success over time.

Endowment Investment Trends

O U R P E R SP E C T I V E

2) Fixed Income: At a 10.6% allocation, 2022 marked col-
lege endowments’ lowest average exposure to fixed income 
over the past 20 years (Fig. 2). The reasoning behind the 
decline is straightforward. The Federal Reserve’s use of un-
conventional monetary policies starting in 2008 kept a lid 
on rates for over a decade and meant the risk-reward cal-
culation for fixed income was less attractive. 

However, that dynamic drastically changed last year as 
the benchmark 10-year Treasury leaped above 4% for 
the first time since 2008. Not surprisingly, we have heard 
from several bond managers that institutions are using the 
higher-yield environment to rebalance fixed income allo-
cations back to neutral from a tactical underweight posi-
tion or increase exposure to 1–3-year maturity bonds to 
take advantage of the inverted yield curve. As a result, we 
believe 2022 could mark a turning point for fixed income 
allocations and anticipate next year’s NACUBO Study will 
reflect a higher weighting to the asset class.

3) Inflation: Nominal return targets for endowments are 
determined by taking the sum of long-term inflation expec-
tations, spending requirements of the college, and gross 
expenses incurred from running the investment office. 
For years, the industry standard hovered around 7.5%, 
composed of roughly a 4.6% spending target, 0.9% ex-
pense rate, and 2.0% inflation. However, the return hurdle 
jumped to 8.2% in 2022 with inflation being the primary 
driver behind the upward revision. We believe upside risk 
to inflation remains and next year’s average target return 
will likely move closer to 8.5%.

12022 study reflects the responses of 678 instiutions and 
covers the fiscal year July 1, 2021–June 30, 2022.

Source: NACUBO Study of Endowments, Mill Creek.

Fig. 2: Endowment allocations to fixed income have steadily dropped 

Endowments’ dollar-weighted average allocation to fixed income
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Fig. 1: Large endowments target a high allocation to private assets 
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Disclosure
Past performance is no assurance of future results. This publication has been pre-
pared by Mill Creek Capital Advisors, LLC (“MCCA”) and 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 opin-
ions or the information in this publication. More information about our Capital Mar-
ket Assumptions is available upon request. While MCCA has obtained information 
believed to be reliable, neither MCCA nor any of its 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. Unless otherwise noted, 
all market and price data are through March 31, 2023. Disclosure for third-party 
websites: This presentation may contain links to other websites, including links to 
the websites of companies that provide related information, products and services. 
Such external Internet addresses contain information created, published, main-
tained or otherwise posted by institutions or organizations independent of MCCA. 
These links are solely for the convenience of readers to this presentation, and the 
inclusion of such links does not necessarily imply an affiliation, sponsorship or en-
dorsement. MCCA does not endorse, approve, certify or control these external In-
ternet 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 ac-
curacy, completeness, efficacy and timeliness. 

Certain of the statements set forth in this commentary constitute “forward-looking 
statements.” All such forward-looking statements involve risks and uncertainties, 
and there can be no assurance that the forward-looking statements included in this 
commentary will prove to be accurate. In light of the significant uncertainties inher-
ent in the forward-looking statements included herein, the inclusion of such infor-
mation should not be regarded as representations or warranties of MCCA and that 
the forward-looking statements will be achieved in any specified time frame, if at all.

© 2023, Mill Creek Capital Advisors, LLC. All rights reserved. Trademarks “Mill 
Creek,” “Mill Creek Capital” and “Mill Creek Capital Advisors” are the exclusive 
property of Mill Creek Capital Advisors, LLC, are registered in the U.S. Patent and 
Trademark Office, and may not be used without written permission.
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