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Abstract

Purpose: The purpose of this study is to determine the economic effects
caused by the crisis impact of the COVID-19 pandemic. Methodology: We
explored various kinds of literature from various journals to find out the level
of trust and financial behavior of the public during the COVID-19 pandemic.
Results and findings: The phenomena that occurred during the crisis due to
the COVID-19 pandemic, such as excessive volatility and the confidence of
unaffected financial institutions, cannot be explained through the traditional
market paradigm. In this paper, we explore this phenomenon from a beha-
vioral finance perspective and discuss some relevant cognitive errors and bi-
ases during and after the crisis due to the COVID-19 pandemic. Limitation:
The study explains by exploring the phenomenon from the viewpoint of fi-
nancial behavior and discussing some of the relevant cognitive errors during
and after the crisis. We only look at each phenomenon from a psychological
point of view and consider its relevance to financial institutions and markets
as well as the financial crisis due to the COVID-19 Pandemic.

Keywords

Behavioral Finance, Human Psychology, COVID-19 Pandemic, Financial
Crisis

1. Introduction

The SARS-CoV-2 virus or better known as Coronavirus or COVID-19, which
has attacked various parts of the world, has produced dramatic economic effects,
marked by excessive volatility in stock prices and falling markets (Bansal, 2020).
The COVID-19 pandemic has also negatively affected the performance of com-
panies around the world through shocks from supply and demand caused by
lockdowns carried out by several countries (Ozili & Arun, 2020). According to

the International Monetary Fund (IMF), for the first time, major depression has
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hit both developed and developing countries and has the potential to experience
a recession. Economic growth in developed countries is projected to be at the
level of —6.1 percent while emerging markets with normal growth rates are pro-
jected to be at the level of —1.0 percent in 2020, and —2.2 percent if China ex-
cludes in its calculations (Gopinath, 2020).

During late February to March 2020, global stock markets were characterized
by the extraordinary volatility induced by COVID-19 (Baldwin & di Mauro,
2020). As of March 27, 2020, the top 10 countries that had been infected (in-
cluding South Korea, Japan, and Singapore, and excluding India) had an in-
creased risk of 26.8 percent from February to March 2020 (Zhang et al., 2020).
Anomaly reports in the theory of efficient traditional markets appear inappro-
priate if they are not presented with significant evidence against the theory so
that markets and humans are most logical and master efficient self-management
and fail to portray dramatic volatility (Shiller, 2003). This volatility can also be
described by the behavioral finance paradigm (Olsen, 1998).

Financial behavior states that investors and markets are not fully rational and
investors are controlled by speculation and cognitive refraction because of the
attachment of rationality (Danepo, 2018). It consists of two main parts, namely,
psychology which will explain fallibility in the concept of human behavior, and
the limit of arbitration which argues that the economy of commerce is rational
and irrational (Herschberg, 2012). Irrationality has a significant sustainable im-
pact (Bansal, 2020). This paper examines some of the common cognitive biases
and some of the related phenomena in behavioral finance as observed in the

COVID-19 pandemic impacting the current global crisis.

2. Cognitive Errors and Financial Crisis

2.1. Overconfidence and Miscalibration

Overconfidence is one of the psychological theories which consists of four main
aspects, namely calculation errors, better than average effects, the illusion of
control, and unrealistic optimism (Bondt, 1998). Being overly confident about
the comparability of personal information can help confirm reactions under and
in the securities market and lead to stock price volatility (Biais et al., 2005). Since
volatility is a major peculiarity of the market during the crisis due to the
COVID-19 pandemic (Su, 2020), four aspects of overconfidence have been ex-
plored in the following sections related to financial behavior and participation in
financial markets in 2020. Where imperfect behavioral finance has replaced the
paradigm of classical finance but is an alternative solution to the difficulty in ex-

plaining certain behavioral finance phenomena (Birau, 2012).

2.1.1. Miscalibration

Miscalibration shows that executives can reduce the lower bound of the esti-
mated confidence interval during times of high uncertainty, but ex-post calcula-
tion errors are the worst during periods of high uncertainty (David et al., 2013).

This miscalibration can also have serious consequences (Lichtenstein et al.,
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1977), namely excessive trust which can be defined as a certain type of calcula-
tion error, namely high self-confidence cognitive bias and accuracy (Bansal,
2020). Overconfidence from this point of view illustrates one important reason
and is in line with the financial sector (Scale, 2008). Especially in the under-
standing of financial recognition to be able to share the correct calibration in-
centives is inefficiency and excessive trust especially in difficult tasks or better
known as the hard-easy effect (Fischhoff et al., 1977).

This cognitive bias is clearly reflected in projections of GDP growth world-
wide as the COVID-19 pandemic expands. Especially in Indonesia, the projected
GDP growth throughout 2020 is mismanaged so that the resulting figure is
higher than the actual figure, even when investors find it in other developing
and developed countries. According to a report from Bank Indonesia (BI) which
refers to a report from the Ministry of Finance of the Republic of Indonesia,
GDP for Indonesia several times from March to early August experienced a de-
cline ranging from 0.2 percent to 0.5 percent with the most significant decrease
occurring in June of 0.5 percent (Table 1). The projected growth rate for Indo-
nesia has not increased significantly but is still at high risk of importing
COVID-19 (Trading Economics, 2020).

Table 1. GDP growth rate projection and confirmed cases in Indonesia (2020) (Kasus
Covid-19, 2020; Trading Economis, 2020).

Date Projected Growth Rate A Projection  Cases A Cases Recovery A Recovery
Mar. 2, 2020 2.98% +10.07% 2 - - -
Apr. 2, 2020 2.96% -0.67% 113 5550% 9 -
May 2, 2020 2.67% —52.38% 292 158.41% 74 722.22%
Jun. 2, 2020 2.19% —-17.98% 609  108.56% 298 302.70%
Ju.l 2, 2020 1.96% —-10.50% 1624  166.67% 1072 259.73%
Ags. 2, 2020 1.54% —21.43% 1519  -6.47% 1056 —1.49%

2.1.2. Better-Than-Average-Effect

The Better-than-average-effect is considered to be one of the most powerful of
all self-enhancing phenomena (Taylor & Brown, 1988) (Sedikides & Gregg,
2003). In this case, people who have a positive and unrealistic view of themselves
and consider them superior to representatives of other groups (Skala, 2008). In
the financial sphere, the securities given exceed the average and have been
shown to correspond to a much higher trading volume (Glaser & Weber, 2007).
This happens because traders think the information they have is much better
than their peers. A specific example can again be seen from the company struc-
ture where CEOs and managers who are too confident and always consider
themselves superior and have been proven to influence existing policies and in-
vest excessively (Bansal, 2020). In this context, it shows that the role of managers
is too excessive and has high self-confidence so that they think they can assess

the sustainability of positive conditions and underestimate the risks of their in-
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vestments (Ho et al., 2016).

This has led to the phenomenon of “overconfident banks” to ease the standard
of borrowing, increase the number of loans, increase leverage, and may incur
additional debt to be borne. Shortly after the financial crisis began (in 2008),
overconfident banks experienced significantly higher capital losses, there was a
severe decline in their net value, and a higher probability of replacement and
subsequent CEO failures from overconfident banks (Sironi & Suntheim, 2012).
Therefore, financial institutions that are overconfident are characterized by the
risky investments they made prior to the Sahan Market accident in 2020, and
tend to experience much higher losses and failures after the crisis occurred. It is
also a reflection for the coming years which will be marked by more conservative

investment and risky lines.

2.1.3. Illusion of Control

In psychological research illusion of control is shown as an expectation of the
probability of personal success which is inappropriately higher than the objective
probability (Langer, 1975). This suggests that people tend to admit that they can
influence events that may have happened by chance (Taylor & Brown, 1994). It
is suspected that the factors that influence it are factors from skill situations such
as rivalry, preferences, closeness, and implications that are included in the inci-
dental situation causing the individual to feel insecure (King et al., 2018). Other
illusions of control that can affect the market are stress, competition, and an im-
plemental mindset which has shown to be conducive to the development of the
illusion of control and result in maladaptive behavior for traders (O’Creevy et
al., 2003). This aspect is a characteristic of the 2008 Financial Crisis of overcon-
fidence in the risk management model being implemented which caused a fi-
nancial bubble to burst which was a specific illusion of control.

The illusion of control is also common when there is a violent reaction to a
crisis such as during the COVID-19 pandemic. Now the study carried out on
the basis of the disclosure analysis carried out in the income conference call
and the 10-K formula from the company during QI in 2020 reveals that there
is a negative market reaction (JPMorgan, 2020). This suggests that currently
the market has underestimated the impact of the COVID-19 pandemic on
companies (Wang & Xing, 2020).

2.1.4. Unrealistic Optimism (Optimism Bias)

The optimism bias has a strong enough relationship and has a better than aver-
age effect (Zika & Koblovsky, 2016) on point 2.1.2. People with this optimism
bias have sufficient confidence that they have the potential to experience a posi-
tive event rather than a negative event, especially if the event is perceived as a
controllable event (Harris et al., 2008). In the financial sector, some people be-
lieve that the opportunity they currently have to be able to achieve financial suc-
cess will have a position that will be bigger than others (Skala, 2008). The use of
the optimism bias was also commonly used during the financial crisis in 2008

because of the untested model that was justified with a transient optimism atti-
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tude and minimized negative possibilities (Wang & Xing, 2020).

Biased optimism can also be seen in the current crisis. Even as banks that have
seen their profits plummet and forecast losses due to loans that topped the bil-
lions during the 2020 Stock Market Crash, investors remain as optimistic as they
were from the start (Helms, 2020). The United States Federal Reserve system has
currently cut interest rates, purchased bonds, and provided assistance, and sup-
ported the credit market (Westbrook, 2020).

2.2. Representation Bias

Representation bias is a cognitive tendency for investors to be able to influence
their behavior on the stock market (Zhao & Fang, 2014). The representation bias
in this case is a cognitive bias where people can relate to their analogs and can
predict the future of analogs, especially in the horizontal representation bias
(Zhang, 2008). In the literature on financial behavior, this bias has an impact on
the quality of investment (Zhao & Fang, 2014). Investors often position past re-
turns as a representation of the potential for future returns, therefore it is found
that there is a trend of the future in terms of returns (Bondt, 1998).

The beginning of 2020 and its peak in mid-2020 is the collapse of the stock
market as a result of the current COVID-19 pandemic and has been found sev-
eral times in the discussion of other papers that equate to the financial crisis in
2008 and the great depression that occurred in the 1930s (Brende, 2020). The
above comparison is a concrete example of representation bias. Statman has
warned that while the current market conditions may appear analogous to early
2009 when the stock market fell and turned into a sharp rise, current market
conditions may have represented the stock market conditions in the late 1930s,
this happened because when there was a decline it did not reach its peak until
1932 (McCaffrey, 2020). The resulting biased comparisons can have an imme-
diate negative impact on the market in the long run, because they are only sen-

timent-based representations.

2.3. Risk Aversion

Risk Aversion is a theory of the unexpected utility of choice under uncertainty
and describes a decrease in preference to increasing risk (the difference between
the expected value of the considered action and its certainty equivalent) (Mon-
tesano, 1990). In this phenomenon, there is a reluctance to look for a higher risk
and instead, prefer a lower-risk alternative. This risk aversion can be significant-
ly identified and affected during extraordinary situations. Especially investors
are divesting more stocks and risk aversion which increased substantially after
the 2008 financial crisis (Guiso et al., 2018).

During the time of the COVID-19 pandemic and the stock market crash of
2020, financial avoidance will also change. The existing risk aversion in Wuhan
was found to increase substantially followed by the rapid spread of COVID-19 in
the city (Bu et al., 2020). In addition, gold has always been considered the safest,
and its value also increases with investment risk (Demirer et al., 2019). Gold
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prices rose by 6.72% (USD)/7.49% (EUR)/15.93% (IDR) on 24 July 2020 (YCharts,
2020), thus providing additional evidence that risk aversion has improved the
function of COVID-19 against global in crisis. Figure 1 presents the trend of the
long-term ratio of gold (USD) for a period of 7 months (from 2 Janurai-28 July
2020). The falling ratio started in February which shows the increase of Risk Aver-
sion. While Figure 2 presents the ratio of DJIA to gold price (USD) for 7 months
from January to July 2020. However, it is important to note that the DJIA is a price
index that is different from the total return index and is therefore not included in
dividends. Meanwhile, further research into the same possible increase in risk

aversion will signal the behavior of investors around the world.
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Figure 1. Long term trends/gold ratio (Jan. 2-July 28, 2020).
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Figure 2. DJIA vs gold/ gold ratio (Jan. 2-July 28, 2020).

2.4. Herding Behavior

The information cascade theory is that the user’s decision making will be influ-
enced by two elements: one is the user’s understanding of relevant information
and the other is the choice of others (Liu & Zhang, 2014). This phenomenon
causes many people to make the same decisions in succession. This is a theory
that has a herding characteristic, where traders will ignore their personal infor-
mation and instead trade according to their preferred trading patterns (Bansal,
2020). In the case of the Asian Financial Crisis of 1997/1998, transmission in-
creased initially and herding behavior continued throughout the crisis at a later
stage (Chiang et al., 2007).

The current fluctuation of the market crisis can be a reason to be able to in-
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vestigate any changes in financial behavior (Banchit et al., 2016) to bring inves-
tors back to the global market and restore their level of confidence. Interestingly,
in the cryptocurrency market, there has been no significant change in behavior
leading to at least recorded until March 2020 (Yarovaya et al., 2020). Although
in practice the cryptocurrency market has no linkage with global markets (Gi-
udici et al., 2020), they are concentrated and thus may not spontaneously be
compared with traditional financial market behavior in terms of herding beha-
vior (Senarathne & Wei, 2020). Further assessment is needed to consider the

herding behavior that seems unusual.

2.5. Availability Heuristics

The availability of heuristics has been widely cited as the most important factor
in the assessment process (Manis et al., 1993). In this case, the availability heu-
ristic or availability bias is a cognitive error where the assessment system is car-
ried out on the basis of examples that usually appear in the picture (Bansal,
2020). However, the evidence that availability is important in assessing the size
of the category is not completely conclusive (Viswanathan et al., 2017). In the
context of the discussion on financial behavior, either investors or financial
institutions who have believed in the capabilities of risk management for a
long time will get results that tend to be positive (Hirle et al., 2007). Excessive
interpretation of the capabilities of risk management and the existence of
over-dependence on investors and the market will increasingly lead to estimates
of true risk. Furthermore, there is an increase in market entry, more loans,
cheaper access to funding, looser regulations, and high-risk investments which
will ultimately lead to a global crisis (Thakor, 2015). Building on the financial
crisis that occurred in 2008 has been characterized by several of these theories.
Public trust in financial institutions and markets has tended to show an in-
crease in recent times after the financial crisis that occurred in 2008 (Uslaner,
2010). Although the discussion and literature on public confidence in financial
institutions over the fall of the stock market in early to mid-2020 (Moore, 2020)
are very limited and most of the literature is characterized by uncertainty, it is
important to recognize the bias of availability and readjustment to the expecta-
tions of investors. The turmoil and crisis on financial markets have provided
evidence of the impact of a very significant decline in public confidence and a
bias from acceptance which encourages investors to put more emphasis on cur-
rent events (Wilti, 2012). Therefore, if the impact on the market shows a much
larger impact, there will be a decrease in public confidence in the financial sys-

tem which will also affect market performance in the coming year.

3. Conclusion

The global crisis caused by the COVID-19 pandemic that is currently hitting
various parts of the world, we tend to focus on what is considered the easiest for

us to be able to access and get information directly during this pandemic in
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order to adapt to the ongoing crisis. This is very ironic because, considering the
current global crisis, we should be more careful. It is very important for us to be
able to consider our subconscious biases in order to decide the right action to
take next. Some of the cognitive phenomena in the behavioral financial back-
ground associated with the COVID-19 pandemic are described in this paper,
namely the existence of over-confidence, representation bias, risk-aversion,
herding behavior, and availability bias. There are greater cognitive errors found
outside the financial behavior that we do in our daily lives. But in this paper, we
hope to serve as a reminder of the psychological deficiencies that can help us to
better navigate from future crises and not make the same mistakes as crises in

the past.
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