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Nothing highlights the fallibility of human judgment quite like a disaster 
of (literal) pandemic proportions. This is not to say that people have all 
responded irrationally or irresponsibly to the spread of COVID-19, but the 
crisis does bring into sharp relief our expectations about the likelihood 
of such events occurring, our interpretations of both scientific facts and 
sensationalized news, and our first- and second-order behavioral reactions. 

SUMMARY

Behavioral research identifies several judgment errors that are especially 
common in times of crisis:

•  People tend to underestimate the likelihood of rare events like COVID-19 
occurring, and are thus unprepared to cope with them effectively. 

•  Beliefs about a complex situation are often updated based on the most 
emotionally resonant information even if it’s not the most objective 
source of truth.

•  Taking an extreme response (either over- or under-reaction) is like 
defecting in a one-shot Prisoner’s Dilemma — nobody wins.

We explain why human beings are so prone to each of these pitfalls, and 
suggest ways for entrepreneurs and investors to avoid them.

Next time you fly, try telling your row-mate the objective odds of your 
plane crashing — about 1 in 4.8 million according to one analysis by The 
Economist. Upon hearing this useful information, they are apt to feel a level 
of anxiety suggesting that he subjectively weighs the probability higher 
than that relatively remote chance. That is because of a psychological 
phenomenon known as the “availability heuristic:” you’ve triggered in 
your new friend an image stored in his brain of a plane plummeting to the 
earth in a ball of fire, which is more salient than the alternate hypothetical 
of everyone safely sipping ginger ale and plugging away at the in-flight 
magazine sudoku.
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What the science of 
risk perception means 
for both investors and 
entrepreneurs in the 
months to come

Baseline risk perceptions and preparation for rare events



Conversely, most passengers don’t have the benefit of your trivia 
knowledge and are more likely to hold expectations about the flight 
based solely on their own prior experiences. Assuming that they have 
never been in a plane crash, the most frequent fliers with the highest 
number of successful takeoffs and landings under their belt may actually 
be too complacent, behaving as if the risk of a major flight complication 
is nil. Since most decisions are made in this experiential mode whereby 
unlikely situations are — by definition — encountered only rarely or 
never, most people are ill-prepared for them when they do occur. Just as 
airline passengers may get a head start on the sudoku and tune out the 
emergency safety instructions, so too did people fail to adequately prepare 
for the eventuality of a pandemic like COVID-19. 

It’s little solace to begin thinking ahead to the potential next major social 
or economic disruption before this one has come even close to running 
its course (although scenario planning in advance of a crisis is certainly 
recommended). In the more immediate future, we can learn from our 
collective ill-preparedness for the onset of the coronavirus by laying plans 
for the various scenarios that may play out with the spread of the virus — 
and its impact on all sectors of the economy — in the weeks and months to 
come.

IMPLICATIONS FOR ENTREPRENEURS

As we’ve seen with COVID-19, concerns 
materializing across a wide range of industries 
include a dry-up in funds, employees who 
can’t work at full capacity, and slowed demand 
from customers. Further, many companies 
that have maximized short-term cash flows by 
working with only a single low-cost supplier 
have incurred so much “supply chain debt”1 
that they will not be able to weather the storm 
if that relationship breaks down. Start-up 
enterprises may suffer these impacts more 
severely due to their inherent reliance on a more 
concentrated group of suppliers, customers, 
and employees. In addition, private companies 
in the later stages of growth may be highly 
exposed as falling comparable valuations reduce 
investor expectations, yet the private company 
capitalizations are heavily punitive with falling 
share prices. To successfully navigate these 
challenges as the COVID-19 crisis continues to 
evolve, entrepreneurs must develop detailed 
contingency plans and communicate them clearly 
to stakeholders.

1 We define “supply chain debt” as the maximization of short-term COGS while compromising long-term supply 

chain robustness. We will go into greater depth on this concept in a future issue.

FOR INVESTORS

Many investors attempt to mitigate “tail risk” 
through diversification. However, as we’ve 
witnessed in recent weeks, there are very few 
publicly traded securities that have remained 
unscathed in the face of COVID-19. Furthermore, 
as we have seen before, correlations suddenly 
move closer to 1 as stocks, bonds, and 
commodities trade together. While many of us 
knew an economic downturn was a possibility, 
few of us foresaw a pandemic shutting down 
such a wide spectrum of economic activity 
simultaneously. Acknowledging our inability 
to predict the timing or magnitude of specific 
disruptions, an effective investment strategy 
is one that emphasizes durable growth and 
resilience to economic cycles through the 
unlocking of new markets. In this instance, the 
public markets may be hit harder than venture 
investments with a longer time horizon for 
adjustment and recovery, as well as greater 
agility to satisfy nascent pockets of latent 
demand.

Baseline risk perceptions and preparation for rare events (cont.)
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An empirical study of decisions from experience showed the 
proportion of risky (“R”) choices made by participants increasing 
over time. In this study, all monetary outcomes were negative 
from choosing either a safe or risky option; the risky option 
usually yielded lower losses, but had a small probability of a 
much bigger loss. The analogy to the current crisis is that people 
(and companies) may have cut corners and failed to prepare for a 
disaster that seemed remote from day-to-day life.

— Journal of Conflict Resolution



Cognitive and emotional biases also affect the way that people interpret 
information when it becomes available. Beyond any deficits in numeracy, 
most laypeople are not adept at extrapolating personal consequences 
from aggregated data. For example, the initial death rates reported 
from COVID-19 may have set a frightening reference point that was not 
properly adjusted by many people even after they learned about the 
over-representation of severe cases among those who have been tested. 
Similarly, the resonance of specific stories such as the infection of celebrity 
Tom Hanks made the virus feel “closer to home” for some. In line with the 
“representativeness heuristic”, the infection of a notable person who may 
have seemed healthy and “immune” widened our view of the prototypical 
person who might be susceptible to the virus. On the other hand, falling 
back on familiar patterns observed with the flu led others to discount 
objective data indicating greater transmissibility of COVID-19. 

Unfortunately in the current crisis, reliance on anecdotes has been 
exacerbated by lack of consensus among government authorities, medical 
experts, and the broader scientific community. While the underlying 
assumptions about the properties of the virus remain uncertain, it is not 
surprising that the general public struggles to grasp sophisticated models 
of community spread. Even with the best information, our brains are wired 
to process the linear patterns we observe directly within our immediate 
surroundings, not the exponential trends or second- and third-order 
effects of a highly interconnected population. With this in mind, there is 
an interesting parallel to be drawn between the spread of the coronavirus 
itself and the spread of information about it (both true and false). Just as 
the long-term health effects of COVID-19 depend on the streamlining of 
government and corporate emergency response efforts, increasing

Interpreting information about a crisis as it unfolds

IMPLICATIONS FOR ENTREPRENEURS

In these circumstances marked by conflicting 
and confusing information, entrepreneurs 
must separate the signal from the noise in 
order to accurately assess the impacts on 
their business. Rather than focusing on the 
perspectives of media pundits or speculations 
on social media, for instance, corporate leaders 
can instead engage in proactive information 
gathering. This entails real-time communication 
with suppliers, customers, and strategic 
partners to stay apprised of each party’s 
evolving constraints, including upstream and 
downstream interdependencies. The nature of 
these relationships is usually synergistic in that 
actions taken to stabilize one company also 
stabilize others in their network. This enables 
more flexible agreements in the short term, as 
well as the prospect of deeper collaboration once 
circumstances normalize. 

FOR INVESTORS

As information comes to light, it’s also easy 
for investors to lend too much credence to the 
splashiest headlines. For example, the NBA 
or Disneyland shutting down might seem to 
be highly symbolic indicators of an imminent 
recession. Without diminishing the very real, 
substantial losses to the economy of foregone 
transactions due to COVID-19, it is still possible 
to overemphasize the most attention-grabbing 
stories within particularly hard-hit industries. 
While some sectors have no doubt been 
disproportionately impacted by the pandemic, 
investors ought to treat these erratic times as a 
chance to learn more about specific companies 
in which they have a particularly large or strategic 
interest. Indeed, there are efficiencies to be 
gained by those companies that are poised to do 
so, and investors are wise to use major disruption 
as a chance to reevaluate their beliefs about 
underlying business and market fundamentals.

% of U.S. adults who think that the news media have...

Not taken the risks:
quite seriously enough
6% 
seriously at all
2% 

Exaggerated the risks:
greatly
37% 
slightly
25%

Gotten the risks 
about right
30%

A survey by The Pew Research Center published on March 18 
showed that most Americans felt the media was exaggerating the 
risks of COVID-19. While we can’t be sure how this sentiment has 
evolved as the number of confirmed cases has skyrocketed, it is 
likely that the percentage of people in the same study reporting 
they had heard false news related to COVID-19 (48% as of March 
18) has increased substantially.

the sustainability of consumer behavior along 
various dimensions will hinge upon individuals 
updating their expectations about - and 
preparing for - other types of political, economic, 
and environmental disruptions.



In ambiguous contexts like the one at hand, individuals lack a sense of 
control over their own well-being and that of their loved ones, which can 
cause several extreme behaviors at different ends of the spectrum. At 
one extreme, some people go into denial and resist measures to mitigate 
risk, in this case failing to wash their hands regularly or avoid large social 
gatherings. At the other extreme, people take dramatic precautions like 
hoarding food and purchasing protective firearms, with lines for both 
grocery stores and gun shops reported to be several hours long in parts of 
the country. 

The negative externalities of both of these extreme responses constitute 
a sort of Prisoner’s Dilemma. In the first case, if everyone else cooperated 
with good sanitation and social distancing and you were the only defector, 
you would probably be fine, but of course if everyone took the same laissez 
faire approach, we would all be subject to faster spread of the virus. In the 
second case, we would all be better off cooperating and treating this crisis 
as a community ordeal in which we have a shared obligation to help one 
another, but self-interest causes many to defect and selfishly buy so much 
milk that it spoils.

Reasons for over- and under-reaction to crises

IMPLICATIONS FOR ENTREPRENEURS

Any company that fails to respond or responds 
too dramatically to crisis may push suppliers, 
customers, employees, or investors to follow 
suit. Being a countervailing force against wild 
pendulum swings can solidify trust and make a 
leader a more valuable partner in relationships 
that hopefully extend well into the future once 
pressure has subsided. We have already seen 
attempts by numerous companies - themselves 
taking a hit from COVID-19 - to build goodwill 
through charity, such as Netflix donating $100 
million to support entertainment cast and 
crew who find themselves out of work. Surely, 
operating a successful company and personal 
career is not a one-shot Prisoner’s Dilemma, but 
rather an indefinitely repeated interaction. And 
certainly, reciprocity does not go out the window 
in times of strife; quite the contrary, business 
leaders who react reasonably and humanely 
throughout the coronavirus epidemic or any other 
crisis will be rewarded with greater respect as 
they dust themselves off in the aftermath.

FOR INVESTORS

The volatility of the markets over the past several 
weeks provides clear evidence of under- and 
over-reaction by investors. Many have been 
guilty of both these missteps at various points 
in time, and yet some subset of them may even 
claim to have made smart investment decisions 
based on favorable outcomes. (What better 
year to have 2020 hindsight?) Nonetheless, the 
amount of factual information that has been 
gained about COVID-19 from one day to the 
next arguably does not account for over 5% 
swings in the market capitalization of publicly 
traded companies. So unless you truly know 
something that the rest of the traders out there 
do not, it probably doesn’t make sense to try 
to time the market, which requires predicting 
what (irrational) others will do and when. You are 
better off establishing a strategic investment 
in the businesses that you believe will survive 
and flourish, or taking a calculated risk in newer 
ventures, at least some of which will inevitably 
emerge thriving from the rubble. 

In a nationwide sample of Aspiration customers, grocery sales 
reached a peak on March 13, at 2.08X the average number of 
sales, just as word was getting out about possible restrictions 
on movement. While grocery shopping has not yet been strictly 
prohibited in the U.S., “shelter-in-place” and “stay-at-home” 
orders have suggested that people avoid unnecessary public 
activity. 
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The widespread impact of COVID-19 on global markets is caused not 
just by purely medical and scientific concerns, but in large part to a 
confluence of additional “human” factors, including erroneous ex 
ante risk perceptions, faulty information processing, and behavioral 
under- or over-reaction. Although much of the “blame” is placed on end 
consumers, other actors like entrepreneurs and investors are certainly 
not exempt from the same set of tendencies. Further, given that these 
errors in judgment are known and predictable, it is incumbent upon 
businesspeople and policy-makers alike to disincentivize actions like 
price gouging that perpetuate a downward spiral, and at the same time, 
incentivize prudent decisions like contingency planning for supply  
chain disruption that will ultimately allow markets to bounce back with 
greater efficiency.

Key takeaways

Theory into Practice

1

 
Contingency Planning
Amy Nelson, CEO of The Riveter, has 
responded to COVID-19 by accelerating 
focus on building a digital community, 
which is more important than ever 
with people learning how to stay 
productive and connected while working 
from home. Amy is rationalizing the 
business to support this new structure, 
conservatively revising revenue 
forecasts from shared workspaces 
and in-person events in light of social 
distancing recommendations. She 
has been upfront and transparent with 
employees about the need for quick and 
decisive cost-cutting measures that will 
ensure the business has sufficient cash 
on hand to remain flexible in a changing 
environment.

2

 
Information Gathering
The core business of Bambee is to 
serve the human resourcing needs of 
small and medium sized employers. In 
response to COVID-19, Bambee has seen 
a surge in customers looking for answers 
on how to handle employee salaries, 
terminations, furloughs, payments, 
and communication. Bambee’s 
CEO, Allan Jones, has created a task 
force to understand the continuous 
stream of government proposals and 
proceedings related to the pandemic, 
in order to better advise clients seeking 
assistance. Now more than ever, being a 
trusted agent reinforces Bambee’s value 
proposition of alleviating uncertainty for 
customers.

3

 
A Moderated Response
Armen Adjemian, CEO of DISQO, 
has taken a thoughtful approach to 
managing his company’s workforce as 
they adapt to remote work in the wake 
of COVID-19. Partly from experience 
leading DISQO’s team of overseas 
engineers, Armen recognizes the 
importance of aligning individual and 
organizational performance metrics. 
Respecting his employees’ well being 
as essential to the long run health of the 
company, Armen has also monitored and 
encouraged healthy work-life balance 
as the lines between home and office 
become blurred. This positive company 
culture has empowered many teams to 
interact socially even if not face-to-face, 
for example by enjoying a “potluck” 
video conference lunch.


