
How Did Small Business Respond to 
Unexpected Shocks?

Evidence from a Natural Experiment in 
China

Ye Zhou
City University of Hong Kong &
Chinese Academy of Sciences

Difang Huang 
University of Hong Kong

Muzi Chen
Central University of Finance and Economics

Yunlong Wang
Chinese Academy of Sciences

Xiaoguang Yang 
Chinese Academy of Sciences

@ 24 April 2023

Bank of Finland/Renmin University of China Conference on “Chinese path to modernization"

1



2Zhou, Huang, Chen, Wang and YangHow Did Small Business Respond to Unexpected Shocks 2

Belief Update for Negative information

➢ For beliefs we self-identify with, belief updating is dictated by the a psychological 

immune system, where counter-attitudinal information is seen not just as any new 

evidence but as a deep psychological threat. (Gilbert, Pinel, Wilson, Blumberg, & 

Wheatley, 1998; Mandelbaum, 2019).

➢ The psychological immune system functions to protect our core beliefs, the ones that make 

up our sense of who we are (such as the belief that one is a good person, a smart person, 

and a dependable person).

➢ The immune system also works proactively. When it comes to information gathering, 

people tend to engage in selective exposure to information. They seek out information that 

is concordant with their beliefs and avoid information that is discordant with them (Brock 

& Balloun, 1967).
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Research Question?

Negative 

shock

•Do managerial belief matter quantitatively during unexpected negative shock? And
Do they create significant distortions in firm-level decisions that may further
exacerbate and contribute to aggregate inefficiency?

Decision
Bias
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Negative shock setting-Covid-19

➢ The COVID-19 pandemic has caused enormous damage to global

economies and firm values (Bao and Huang, 2021; Bonaccorsi et al.,

2020; Fisman et al., 2021; Miocevic, 2022; Montserin et al., 2021;

Josephson et al., 2021; Pusceddu et al., 2021; Sheridan et al., 2020).

➢ In 2020, global Gross Domestic Product (GDP) decreased by 3.4

percent, while the forecast initially was 2.9 percent GDP growth.
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Why SMEs?

◼Important of SMEs

◼SMEs represent over 90% of the business population, 60-70% of employment and

55% of GDP in developed economies. In emerging markets, most formal jobs are

generated by SMEs, which create 7 out of 10 jobs. (World Trade Organization)

◼The number of small and medium-sized enterprises nationwide reached

48 million, an increase of 2.7 times over the end of 2012. SMEs are the

largest and most dynamic group of enterprises, becoming the main force of

China's economic and social development. (人民日报,2022)

◼Vulnerable to COVID-19

◼SMEs are particularly vulnerable to the impact of the Covid-19 crisis. 1.4 million

to 2.1 million of them (25 to 36 percent) could close permanently as a result of the

disruption from just the first four months of the COVID-19 pandemic.

(Mckinsey&Company)



6Zhou, Huang, Chen, Wang and YangHow Did Small Business Respond to Unexpected Shocks 6

Conclusion

➢ Before the pandemic, the overall managerial beliefs are consistent with the actual business 

conditions. At the peak of the pandemic, managers are over-optimistic and tend to 

underestimate the negative impacts; during the weakened stage, they are over-pessimistic

and underestimate the firms’ growth after the operation and production resumption. 

➢ The pandemic influences managerial biases temporarily, and managerial beliefs return to 

normal when the pandemic is under control. 

➢ The existence of moderates, the anchoring effect, and government policy support may 

explain the alternations of managerial biases during the pandemic. 

➢ Managerial biases may influence the managers’ labor market and investment decisions, 

leading to aggregate economic inefficiency.
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Contribution on literature

◼ Belief bias

◼ Historical managerial expectations positively relate to forecasting errors in

macroeconomics due to informational frictions.(Coibion and Gorodnichenko, 2015)-

Extrapolate

◼ Overreaction in macro and financial variables at the individual level among

professional forecasters (Bordalo et al., 2019, 2020a)

◼ We show significant underreaction to new information in managerial beliefs during

unexpected negative shocks

◼ Belief and decision

◼ The existence of managerial biases and quantified their impacts on corporate

investment, capital structure, and firm value (Ben David et al., 2013; Hirshleifer et

al., 2012; Landier and Thesmar, 2020; Gennaioli et al., 2016).

◼ We document how managerial biases matter quantitatively during an unexpected

negative shock and what significant distortions may result in firm-level decisions.

◼ SME

◼ We provide a detailed understanding of subjective managerial beliefs, objective firm

balance sheets, and income statements for small businesses in developing countries.
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Our Survey Data

➢ Our data on managerial beliefs come from a quarter fielded by the Shanghai Head Office of 

the People’s Bank of China (PBC). 

➢ It covers the period before the outbreak of the COVID-19 pandemic to the period when 

China effectively controlled the pandemic, filed from the second quarter of 2019 to the 

fourth quarter of 2020.

➢ Over the survey periods, we field questions about the firm’s basic information, belief in 

current business performance, expected business plan, access to loans, cost of loans, and 

access to government support. 

➢ The survey differs from earlier surveys of beliefs and expectations in key respects: a focus 

on belief in current business performance, a focus on outcomes at the respondent’s own 

firm, a quarter fielded survey covered the pre-COVID-19 to post-COVID-19 period and 

broad coverage of China small and young firms.
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Research Model

Dependent Variables:

Independent Variables:

➢ Bias = Subjective – Objective (Belief – Fact)

➢ Subjective(Belief): manager’s subjective belief on operating conditions.

➢ Objective(Fact): objective operating conditions regarding the actual rate of change in 

firms’ operating profits. Given that the respondent may not be able to perceive small 

changes in operating profit, we define an interval [−a%, a%], where a is the threshold 

value.

Proxies for the peak (2020Q1), weakened (2020Q2),, and controlled (2020Q3), 

stages of the COVID-19 pandemic: Outbreak, Weaken, Controlled
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Baseline Results

Managerial biases across time
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Baseline Results

➢ The coefficient of Outbreak is significantly positive, and the coefficient of Weaken is significantly 

negative, suggesting that managers may underreact when facing the pandemic and overreact to the 

negative sign of the pandemic on firm performance. 

➢ Moreover, this shift is temporary; the impact of the pandemic on managerial biases disappears when 

the pandemic is under control. 



12Zhou, Huang, Chen, Wang and YangHow Did Small Business Respond to Unexpected Shocks 12

How does COVID-19 affect managerial beliefs?-The 
existence of moderates 

Managerial biases for sensitives and moderates groups

Managers may differ in their ability to obtain and learn from new information (Ghaderi et 

al., 2022; M ̈obius et al., 2022; Zimmermann, 2020).



13Zhou, Huang, Chen, Wang and YangHow Did Small Business Respond to Unexpected Shocks 13

➢ Moderates may not 

promptly adjust to the 

large fluctuations in the 

actual operating 

conditions driven by the 

pandemic, while 

sensitives may alter their 

beliefs about firms’ 

performance based on 

new information. 

➢ Therefore, the shift in 

managerial biases should 

be larger for the 

moderates compared to 

the sensitives after the 

pandemic.

How does COVID-19 affect managerial beliefs?-The 
existence of moderates 



14Zhou, Huang, Chen, Wang and YangHow Did Small Business Respond to Unexpected Shocks 14

How does COVID-19 affect managerial beliefs?-The 
anchoring effect under imperfect information

➢ Based on current and past information, managers update their beliefs on firms’ operating 

conditions and may extrapolate beliefs formed in the past (Charness et al., 2021; Gennaioli et 

al., 2016; Bordalo et al., 2019). 

➢ However, such updating often leads to biases in managerial beliefs if the information is 

imperfect (Bordalo et al., 2020b; Barrero, 2022)
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➢ Our results indicate that for 

firms with good (poor) 

objective operating conditions 

in the previous period, their 

managers tend to be more 

optimistic (pessimistic).

➢ The coefficients of Outbreak

and Weaken are insignificant

for sensitives samples, 

implying that the effect of 

anchoring on managerial 

biases is more salient for 

sensitives.

How does COVID-19 affect managerial beliefs?-The 
anchoring effect under imperfect information
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The gap between anchor and target is associated with the change in managerial biases during 

the pandemic.

How does COVID-19 affect managerial beliefs?-The 
anchoring effect under imperfect information
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How does COVID-19 affect managerial beliefs?-The role 
of policy and loan support.

The vital role of policy intervention and support during the pandemic or other external 

shocks.
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How does COVID-19 affect managerial beliefs?-The role 
of policy and loan support.

➢ Government financial relief may effectively change managerial belief during the 

weakened period of the pandemic. 

➢ Government direct fund support is more effective in adjusting managerial beliefs at the 

start of the pandemic
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Real effects of managerial biases on firm-level outcomes

Quantitatively document how much managerial biases may contribute to the distortions in 

firm-level decisions and aggregate inefficiency during COVID-19. 



Thank You
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Temporary Effect-Data Extension
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Nature of Moderate and Sensitive

Firm-level characteristics and industry composition of moderates and sensitives groups
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Strategic behaviors of survey respondents

Whether the survey respondents strategically report the operating conditions to obtain bank 

loans or policy support using the following regression?


