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In our investment committee meeting this past Tuesday the discussion came, as one would expect, to the
Fed and the likelihood that it would be raising the Fed funds target rate by 0.5 percent at the Federal Open
Market Committee meeting this week. What effect would that have on the market? Oh, a few spasms in
the immediate aftermath of the Wednesday afternoon press conference, as per usual, but in the end
probably not much of a net move one way or the other.

The Intraday Cyclone

Our prognostication was in one sense not too far off the mark: by the closing bell on Thursday afternoon
the S&P 500 was down about half a percent from where it was on Wednesday morning — nothing out of
the ordinary! In another sense, though, the intraday market moves on Wednesday and Thursday
were...um...a bit more than just “a few spasms.” The chart below illustrates the ride to nowhere that took
place over these two days. The S&P 500 rose three percent on Wednesday and then promptly fell 3.5
percent on Thursday.
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What on earth happened to unleash a stampede of bulls in one frenzied hour of trading on Wednesday
afternoon, only to have a sleuth of bears chase them far away on Thursday? It’s not as if anything
unexpected happened at the FOMC meeting. The prevailing wisdom was that the Fed would raise rates
by 0.5 percent. That’s what they did. The same wisdom of the crowds expected a formal announcement
about the Fed beginning to reduce its balance sheet — quantitative tightening —in the very near future. So
it was: the balance sheet runoff will commence on June 1 with explicit targets for monthly reductions of
Treasuries and mortgage-backed securities. All of this was widely telegraphed ahead of the meeting via
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the usual communication channels fondly referred to as “Fedspeak,” where this or that FOMC voting
member shares his or her views at some luncheon event at some gathering of economists, business types
and financial journalists. So why all the intraday drama?

Bots Don’t Think, Bots Just Do

To even begin to come to terms with such a seemingly irrational two-day whirlwind it is helpful to
remember what types of investors are actively trading off these types of events (hint: not portfolio
managers with a long-term time horizon for the assets under their management). This short-term market
is dominated by mechanized trading strategies — models powered by algorithms set to respond to
outcomes of specific events. From a technological standpoint these are highly sophisticated programs
incorporating leading-edge artificial intelligence and machine learning. They can process human
communication modes — Twitter posts, FOMC press conferences, what have you — and distill the verbiage
into zeroes and ones leading to crisp buy/sell triggers. But these aren’t human traders absorbing a piece
of news, going through some cognitive gymnastics and then deciding what to do. They are machines,
programmed not to think but just to do. Do, or do not, there is no try (one of the two days in question
was May the Fourth, hence the egregious Yoda reference).

IF (not 75) THEN (buy, buy, buy)

At the press conference on Wednesday Fed chair Powell spoke at length, forcefully and comprehensively,
about the importance of bringing inflation under control. He emphasized the underlying strength of the
economy as providing a context in which rates can rise in a programmatic way without sending the
economy into recession (while noting the importance of getting it right and the thin margin for error). He
spoke warmly of Paul Volcker, the last Fed chair who had to battle rampant inflation, as having the courage
to do the right thing when it was needed. He was specific about what sources of inflation monetary policy
can address (the demand side) and what it is not equipped to do (solve supply chain problems like the
lockdowns in China).

All well and good, but those trading programs apparently ignored around 59 minutes and 30 seconds of
the hour-long discussion and focused like so many heat-seeking missiles on one single comment. In
response to a question about whether the Fed planned to raise rates by 0.75 percent at one of its
upcoming meetings, Powell replied something to the effect of “at the moment the Committee is not
countenancing a 0.75 percent increase.” That’s when the buying started, because apparently the only
thing the short-term trading programs wanted to know was whether rates would go up by three-quarters
of a percent in June or July. If not, then Katy bar the door and let a thousand bulls run.

Wait, What?

So what about Thursday’s reversal? Well, a good night’s sleep is probably enough for the market’s
collective cognitive functions to work. What exactly did we just do? it might have asked reflexively. The
“not 75” outcome was supposed to signify a dovish Fed, hence the immediate buy trigger. But nothing
else in Powell’'s comments or the post-meeting press release suggested that the Fed is dovish. Or is it?
Was that “not 75” a slip of the mask, a revealing of a more timid Fed that will lack the will to fight inflation
(which would potentially be bad)? Or was that encomium to Paul Volcker, whom Jay Powell clearly holds
in high esteem, a sign that, if inflation gets measurably worse, the Fed would be ready to bring out those
bigger guns, including a 75 basis points hike?
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People will have different assessments of which of these outcomes — if either — is more likely, but for the
market overall the only conclusion seems to be more uncertainty.

The Bigger Picture

Uncertainty has been the watchword for the year to date, as we have progressed through themes from
stretched valuations in the tech sector (the big talking point late last year and into January) to the war in
Ukraine and the renewed Covid lockdowns in China. Those negative themes have run up against other,
more upbeat talking points: the underlying economy apart from high inflation is holding up relatively well
with strong consumer spending and business investment, and a labor market where the number of job
vacancies is around 1.9 times the number of people actively looking for work.

We continue to believe that as long as there are enough indicators of a healthy economy — from jobs to
consumer spending and corporate earnings — these short-term uncertainty-driven bouts of volatility will
eventually pass. As the events of the past couple days illustrate, volatility — which in the investment world
is how we define risk — goes two ways. As with Wednesday and Thursday this week, the logic behind such
moves is largely unfathomable. The right course of action for portfolios with long-term financial
objectives, in our opinion, is to stay disciplined, to play through the turmoil and to make incremental
changes only when our understanding of the bigger picture changes to an extent that we believe warrants
intervention. For now we are content to let the Fed carry out its program while we closely analyze what
the upcoming inflation reports will tell us (CPI next week and PCE at the end of the month). We have seen
these environments before, and no doubt we will see them again. They are an unpleasant, but necessary,
part of the investment cycle. The cycles come, and they will go.
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Investment Advisory Services offered through MV Capital Management, Inc., a Registered Investment Advisor. MV Financial
Group, Inc. and MV Capital Management, Inc. are independently owned and operated.

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 MV Capital Management, Inc.),
or any non-investment related content, made reference to directly or indirectly in this newsletter 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 newsletter
serves as the receipt of, or as a substitute for, personalized investment advice from MV Capital Management, Inc. To the extent
that a reader has any questions regarding the applicability of any specific issue discussed above to his/her individual situation,
he/she is encouraged to consult with the professional advisor of his/her choosing. MV Capital Management, Inc. is neither a law
firm nor a certified public accounting firm and no portion of the newsletter content should be construed as legal or accounting
advice. A copy of the MV Capital Management, Inc.’s current written disclosure statement discussing our advisory services and
fees is available for review upon request.
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