
THE MARKETS ARE IN A FREE FALL, NOW WHAT? 

At this point, while the market is still in free-fall territory, investors are considering their next steps. Even scientists 
and mathematicians are scrambling for answers, so how are the rest of us supposed to handle the known and 
unknown challenges we all face?  

A FRAMEWORK FOR MAKING DECISIONS 
First, we have to remember that decision making should never be done in a vacuum or as an emotional reaction, 
and for that, we need a process. The most effective and simplest method to use is making a list of different 
scenarios that may affect our portfolio and then assigning magnitudes and probabilities to each scenario.

Here’s a useful framework for using the intersection of magnitude and probability to inform your decisions:

Here are a few hypothetical scenarios with their associated probabilities, magnitudes and suggested actions: 

In our recent memo, we discussed how we are likely far from containing 
the spread of the COVID-19 virus based on the growth rate of confirmed 
cases. We also showed several indicators suggesting US equity markets 
were susceptible to a sharp correction, even without COVID-19 being a 
factor. While this can feel overwhelming, we also discussed how a sound 
risk management process can provide a framework for reducing risk in 
investment portfolios. We discuss that framework in this memo. 

Magnitude Probability Action
High Low Moderate action 
High High Yes 
Low High No 
Low Low No 

Event Probability Magnitude of impact on 
portfolio Action

Equities could drop 20% 60% Loss of 10% in overall 
portfolio

Lower equity exposure or 
hedge

Fed will lower rates 100% Will probably not support 
equities

None

Break in high yield markets 50% Could be significant Lower equity exposure or 
hedge

Fed will support markets in 
unconventional way 

60% Could boost equities higher Keep current exposure

Economy to fall into 
recession 

Over 50% Possible losses in equities, 
real estate and so on…

Reduce exposure in some 
assets and increase in others 
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Of course, the list of potential scenarios could run on for pages, so it makes sense to focus on the ones that would 
have the greatest potential impact (positive or negative) on your portfolio.

Here are some good questions to be asking yourself:

1. Based on your current asset allocation, what’s the worst-case scenario? 
2. How long might the spread of the virus continue?
3. Once we see the number of new cases slow, how will the market react? How long could that take?
4. What measures can the government take that will support financial markets? How probable is it that the 

government will implement those measures? 
5. Are there any assets or strategies that would benefit from an increase in volatility? 
6. Are there any assets or strategies that would benefit from lower interest rates? 

MONETARY AND FISCAL CONSIDERATIONS 

What should we expect from the Fed?
In an emergency move, the Fed cut rates by 0.5% last week. This was a rare action that last occurred in 2008. It’s 
likely that we will see short-term rates at 0% in the near future.

Unfortunately, there is no correlation between low interest rates and travelers’ willingness to risk catching an 
infectious disease by boarding a plane or cruise ship. Of course, the Fed knows this, but they had to start 
somewhere. Not to mention that last week’s cut was already priced in and expected by the market.

On Friday, March 6, we saw equity markets recover from session lows just before the market closed. This was a 
reaction to the Boston Fed President Eric Rosengren's remarks. 

In his comments regarding the unfolding coronavirus crisis, the collapse of treasury yields, and the possibility that 
those yields will hit zero, Rosengren said, "We should allow the central bank to purchase a broader range of 
securities or assets. Such a policy, however, would require a change in the Federal Reserve Act.” Why would he 
suggest something so extreme? Probably because he knows this time is different, and that rate cuts and additional 
quantitative easing aren’t going to cut it.  

The Federal Reserve Act has been changed several times in the past (in 1932, 1945, 1965, and 1968) to enable the 
central bank to create more credit when needed. I would not be surprised to see it changed again.   

What should we expect from the government?
It’s always difficult to pass anything of significance in an election year, but this is an unusual situation where the 
whole nation is hurting. Nothing is out of the question. We could see tax cuts, temporary emergency funding, or 
even the full bailout of an industry.

Panic is a good thing sometimes 
I often write about how media, and social media in particular, distorts reality and overstates any kind of bad news. 
That thought hasn’t escaped me this time around either, as the fear and horror stories coming out of these 
channels are out of proportion. But this time is different. People are in a state of panic and worried for their 
personal health, as well as that of their loved ones. Pay very close attention to the directives of national and 
regional health organizations and take appropriate precautions in order to slow the spread of this virus. 

In the meantime, please stay safe and stay healthy.
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