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Summary
 Traditional finance framework is limited
 Not wrong, but incomplete (physics envy)
 Stable environment ⇒ stable financial policies (EMH)
 Dynamic environment ⇒ dynamic financial policies (AMH)
 The current environment is highly dynamic
 We must adapt to changing market conditions
 “It’s the economy, stupid”
 The Adaptive Markets Hypothesis provides a framework for 

thinking about how to respond to COVID-19
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What Do Investors Want?
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What Do Investors Fear?
Urn A contains 100 balls:
 50 red, 50 black
 Pick a color, then draw a ball
 If you draw your color, $10,000 prize
 Which color would you prefer?
 How much would you pay to play?

16 March 2020 Slide 4



© 2019 by Andrew W. Lo 
All Rights Reserved

What Do Investors Fear?
Urn B contains 100 balls:
 Unknown proportion of black and/or red balls
 Pick a color, then draw a ball
 If you draw your color, $10,000 prize
 Which color would you prefer?
 How much would you pay to play?
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The 
Unknown 
Unknowns
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Risk/Reward Relationship Seems To
Apply Over Long Periods

Risk/Reward Trade-Offs
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Source: Aswath Damodaran (http://pages.stern.nyu.edu/~adamodar/New_Home_Page/datafile/histretSP.html)

Long-Term Returns of Various Assets
1928 to 2019

Asset Mean SD Min Median Max CumReturn
Stocks 9.7%  19.6%  -43.8%  13.9%  52.6%  5,024$       
Baa Corporate Bonds 7.0%  7.6%  -15.7%  6.5%  29.1%  487$           
U.S. 10-Year Treasuries 4.9%  7.7%  -11.1%  3.3%  32.8%  80$             
U.S. 3-Month T-Bills 3.4%  3.0%  0.0%  3.0%  14.0%  21$             

http://pages.stern.nyu.edu/%7Eadamodar/New_Home_Page/datafile/histretSP.html
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1250-Day Rolling-Window Volatility and Return of CRSP Value-Weighted Return
March 19, 1930 to December 31, 2018

Risk/Reward Relationship Does Not 
Necessarily Apply Across Every Period!

Risk/Reward Trade-Offs

16 March 2020 Slide 7

Source: CRSP and author’s calculations.

Correlation = ??
−59.9%
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Market Recap
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VIX and S&P 500 Indexes, 2020

19-Oct-1987 -19.5%
28-Oct-1929 -11.7%
29-Oct-1929 -10.0%
6-Nov-1929 -9.7%

12-Mar-2020 -9.5%
18-Oct-1937 -9.3%
15-Oct-2008 -9.0%
21-Jul-1933 -9.0%
20-Jul-1933 -8.9%
1-Dec-2008 -8.9%

Top 10 Worst Days
1 Jan 1926 to 13 March 2020

3/12/2020, 
2,480.64
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Market Recap
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Market Recap
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Moody’s Baa Corporate /10Y TBond Spread
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U.S. Treasury Yield Curves
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A Bit of Perspective
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VIX and S&P 500 Indexes, 4 Jan 2016 to 13 March 2020

1/3/2019, 
2,447.89
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A Bit More Perspective
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19-Oct-1987 -19.5%
28-Oct-1929 -11.7%
29-Oct-1929 -10.0%
6-Nov-1929 -9.7%

12-Mar-2020 -9.5%
18-Oct-1937 -9.3%
15-Oct-2008 -9.0%
21-Jul-1933 -9.0%
20-Jul-1933 -8.9%
1-Dec-2008 -8.9%

S&P 500 Top 10 Worst Days
1 Jan 1926 to 13 March 2020

15-Mar-1933 16.8%
6-Oct-1931 12.6%

30-Oct-1929 12.3%
21-Sep-1932 11.8%
13-Oct-2008 11.5%
28-Oct-2008 10.7%

5-Sep-1939 9.9%
13-Mar-2020 9.3%
20-Apr-1933 9.3%
3-Aug-1932 9.1%

S&P 500 Top 10 Best Days
1 Jan 1926 to 13 March 2020

20-Nov-2008 80.9
27-Oct-2008 80.1
24-Oct-2008 79.1

12-Mar-2020 75.5
19-Nov-2008 74.3
21-Nov-2008 72.7
17-Oct-2008 70.3
29-Oct-2008 70.0
10-Oct-2008 69.9
22-Oct-2008 69.7

VIX Top 10 Highest Days
2 Jan 1990 to 13 March 2020

Will You Know When To Get Back In??
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There Will Be New Winners and Losers
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1/2/2020, $50.72

3/13/2020, $17.58

1/2/2020, $68.72
3/13/2020, $107.47
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For the rest of us, diversification
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Comparisons

“History doesn’t repeat itself, but it often rhymes”
– Mark Twain (?)

 1918 Influenza Pandemic (“Spanish Flu”)
 2008 Financial Crisis
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1918 Influenza Pandemic
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U.S. Stock Market, 3 Jan 1916 to 30 Dec 1922
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1918 Influenza Pandemic

16 March 2020 Slide 18

Gapminder.org

https://www.gapminder.org/tools/#$chart-type=bubbles
https://www.gapminder.org/tools/#$chart-type=bubbles
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The Financial Crisis of 2008
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The Financial Crisis of 2008
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Source: U.S. Treasury (2013)
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The Financial Crisis of 2008
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The Financial Crisis of 2008

16 March 2020 Slide 22

1

10

100

1,000

10,000

0

10

20

30

40

50

60

70

80

90

S&
P 

50
0 

In
de

x

VI
X 

In
de

x
VIX S&P 500

VIX and S&P 500 Indexes, 2 Jan 1990 to 13 March 2020



© 2020 by Andrew W. Lo 
All Rights Reserved

The Financial Crisis of 2008
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Moody’s Baa Corporate /10Y TBond Spread
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Unprecedented Intervention
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Source: U.S. Treasury (2013)

TARP: $700 Billion
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Unprecedented Intervention
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Source: U.S. 
Treasury (2013)
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Unprecedented Intervention
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Why??
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To Prevent the Madness of Mobs!
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“FDA is currently not aware of any adequate and well-
controlled studies demonstrating that killing or 
decreasing the number of bacteria or viruses on the 
skin by a certain magnitude produces a corresponding 
clinical reduction in infection or disease caused by 
such bacteria or virus.”

– FDA (case #599132, 17 Jan 2020)
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Our Response To COVID-19 So Far
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Our Response To COVID-19 So Far
 Public health crisis is not like a financial crisis
 Just throwing money at the problem isn’t 

enough
 Need sustained attention and resources to 

monitor global health and prepare for outbreaks
 Vaccines and antibiotics are under-resourced
 CEPI, WHO, Gates Foundation are helping, but…
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Take-Aways
 Short-, medium-, and long-term perspectives
 Things will probably get worse before they get better
 One size does not fit all; diversification is key
 Re-examine your goals, constraints, resources
 Don’t “freak out”; manage your fears, and beware of 

the madness of mobs
 Tools vs. solutions: if needed, seek financial advice 

(“fiduciary”)
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Conclusion
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 “So, first of all, let me assert my firm belief that the only thing 
we have to fear is fear itself—nameless, unreasoning, 
unjustified terror which paralyzes needed efforts to convert 
retreat into advance.”  Franklin D. Roosevelt

 “Success consists of going from failure to failure without loss 
of enthusiasm.” Winston Churchill

 “If you’re going through hell, keep going.” Winston Churchill



Thank You!
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