Corroboration of Heuristics and
overconfidence Bias on Financial

Decision Making
UN/IY
Sl 5419,

DT e E T R

SUPERVISOR
Dr. Tagadus Bashir
Senior Associate Professor
MS Scholar
Ayesha Rehman
01-297171-002
Department of Management Sciences

Bahria University Islamabad Campus




Table of contents

LSt 0L TADIES cvoommmomuonmsncassnssmorsnscnsosnsaomusssssnssnsbasssrssessss smvseenssssssaismmmsssssnsussasss viii
ADSTIHACE oo vvvsrsmsrnnesisnsasessssssnsessessssrsnsssnssassosssssssssssausevsasessus ssssssssasasasssssnssssassnnsvssssss X
Chapter 1; INFOATCHON vusussvesmnsmmsarssessnissssessssuosminsssssinesstsssassnasssssssasssss svs sss issanss 1
1.1 BsSearch KaaD .« omeasssmsemmsssomspsssinss ssanisanss s smssssss sesssssss s S5esssss 5o mmsso e s s 4
1i2 Probleti STSTSRBTIL o cumsssse s s s i et st 58 vssssm ittt -
1.3 Research QUESTIONS .......eeiviiieiiiieeiie ettt et 5
1.4 Objectives of the STUAY ....c.oouiiiiiiiieie e 5
1.5 SioHITICANCE GF the SHIAY wewnsimasmenncsnm mrssasman sonsms s e s S
Chapter 2: Literature Review wmsimimniamisisiisiiis s 7
2.1 Expected Utility TREOTY ..occoviiieecieie e 7
2.2 ProSpect TREOTY ...eeoiiiiiiiiieiiecieeee e e 7
2.3 COPNIIVE SYSIBINLcccrsuvarmsrsnessunsssssasmonms s s s e i s sae i fvbsnsies 9
2.5 Conceptual Framework .........ooooeiiieiiiiiiie e 18
2.5.1 Dependent Variable ..........ooovviiioiiiiiiiceiieeece e 19
2.5.2 Tndependent Vartables ... oo ssmnssssiumsmmmomes s oy sy nssiemss 19

2.0 HLYDOTRESES i sisnsiwsss s oo 6a 5 vis o 55 50 9518 5.k 555055 il 4 5400 40 55 5N 6 3 S50 w084 5359750 19
2.7 Model of the Study.......covveiiiiniiiiiiicccee T — 19
Chapter 3: MethOAOLOZY ....uusecssssesssssensonsssssssvsssnnsssisossosseesssssasnsssssssusssssssessessassssse 20
R 20} 111 0 TR P 20
3L oL BEIIPLEL ... .oemecommennmmmmmmm e neamnessnensmsimssss semcma 3iunimsin 850 b s b A R 05 95 21

3.2 Measuring INSIIUMENE .........iiiiiiiieie et 21
3.3 Reliability and Valldity s cwssssemamnmmmmmssnssmismmmarsomsssisssassossmsrsss 22

34 DCRETUPEIVE STATISTICE ... v nmms wmimomom st immmsis i Ao 855 705055800 .55 58 5V P 22

3.5 COITEIATION ..ttt 22

3.6 'Operational DERTITTIONS voenm semsuansmsesss vsmsmmssssmess s s e sre s e iees s s 22
3.6.1 Operationalization of Financial Decision MaKing ........ccccccceeevvvieiininnnne. 23
3.6.2 Operationalization of Anchoring Bias............csiseeewnmssssmsians s 23
3.6.3 Operationalization of Overconfidence Bias........... e 23



3.6.4 Operationalization of Availability Bias ..........cccceviieeviiiiiiieieeiiiieeecee. 24

3.6.5 Operationalization of Representative Bias..........ccccoeveieeeiiiieiiieceiiee. 24

3.7 REGIESSIONS ..ceeeiiieeiiieeeiiteeeitie et et te ettt e et e e eaae e et e e e aaae e e ease e e eaaeeeeesseeennsens 24
Chapter 4: Results and diSCUSSION .....eeereervreieirerineeerennrreeererssrsrneeeesssssseeessessanessens 26
4. RespOtise RAe: . umse s smssismmnvsssmsis s s sas ssassiasss s (s saesans sise m s 5008 26
4.2 Demographit ANALYSIS s issmsmsoines sassiin st 5165 555snmmmnnsanns sxnbnssnsaseras 26
4.3 Principal Component ANalysis ......cccveeevuiiieiiieeeiieeeciiee e 28
4.4 REIADIIILY toovivieeeiie e et e e 30
4.4.1 Reliability Analysis after Applying PCA sossssssssmmsssssmmssnsossmsmninssnssssms 31

4.6 Items to Variable Correlation ..........c...coeeieriiniiniiniieneeceec e 31
4.6.1 Items to Variable Correlations of Financial Decision Making .................. 32

4.6.2 Items to Variable Correlation of Financial Decision Making (after PCA). 33

4.6.3 Items to Variable Correlations of Representative Bias..........cccccevvveeenennn. 33
4.6.4 Items to Variable Correlation of Representative bias (after PCA)............. 34
4.6.5 Items to Variable Correlations of Anchoring Bias..........ccccceeeiviivierennne. 34
4.6.6 Items to Variable Correlations of Anchoring Bias (after PCA)................. 35
4.6.7 Items to Variable Correlations of Overconfidence Bias........cccccceeveenene. 35
4.6.8 Items to Variable Correlations of Overconfidence Bias (after PCA)......... 36
4.6.9 Items to Variable Correlations of Availability Bias........cccccvvveeeviiiiiiennns 36
4.6.10 Items to Variable Correlations of Availability Bias (after PCA) ............. 36
B T ISTATIRITS ... i i it himmemesmmaniinimnsiaiinimesasmnni s 4 bk 3 s il oA s i 37
4.8 DESCIIPLIVE STALISTICS 1-evvrireeiiiiie ettt e e et e e 37
4.8.2 Descriptive Statistics (after PCA) .....ooviiiiviiiiiiiieeiceeeceeeeeceeee 39
4,9 COTTETALION. . swovsmssmssossmmens snvmsmsssunes sssmssoums e S8R HE RSB S o R S R AP EH 9 40
4.9.2 Correlation Analysis (AHEr PCA)...........ccnosiosmnmeinminisssismsonsmsinssasassssssssais ss 42
4.10 Assumptions of regression analysis .......cc.eevveerieeriiieniiienieenie e 43
R AT 01 0 L S 43
B 11052 LISATIEY +vevaesmeseamnnonnmsssamesmnnn samsassansasmomessomsnnsnsssms s sossis s s oo sasaRSE G633 43
4.9.3 ADSENCE O OULIIETS. ..eeetiiieiiiieeiiie et 43
4.10.3 Absence of Outliers .........ccceeveeiiieeniceiiienieenen. R —— 4t



4,104 Absence of MuliCONINEAritY s smmsensmsssmasmans SR S S 44

1411 Lineary REGTESSION .cveccmussvvsssssssasssnnsisnssssssmsesssssaaasssossensiossssssnssassssssssssssvassss 45
4.11.]. Linear RegresSion ((AtEr POA e i vaseninsass sisms sasnsnsins sensis 5655515 0mnsonn s 45
CRAPLET 3t siiisissnismnssiinisississsinisiissiniiiesiasssssssdinsssssosanst itisisissonssssorssivssonsonsanasss 52
5.2 CONCIUSION 1.ttt ettt e e eenees 52
5.3 RecOMMENAAtIONS.....ccuviiiiiiiiiiiiiiteeiiee ettt 54
5.3.1 Policy Recommendation .............cooueieeiiiieiiiieiiieeeeiee e 54
3:3.2 Bupgestions for TUIUXE TESEATOH .o smmmss s mrssssanssssmssmsiossssiasssimes 54

5.4 LIMITATION 1euttiiiiiiiiiie ettt ettt e e 54
23 (2 ) 1T PSR 55

vii



Abstract
The main drive of the study is to analyze the influence of heuristics (anchoring bias,

availability bias and representative bias) and overconfidence bias on financial
decision making. This study used cross-sectional descriptive analysis research design
to determine and establish the influence of behavioral biases on financial decision
making of bank employees, national savings employees, oil and gas sector employees,
pharmaceutical and chemical employees of Rawalpindi and Islamabad. Stratified
random sampling technique is used to collect data from 275 respondents. Primary data
technique was used to collect data using 5 Likert scale self-administered drop and
pick questionnaires. Linear regression, Pearson correlation analysis, descriptive
statistics, principal component analysis, items to variable correlation and Cronbach’s
alpha test was used for data analysis. This study has established that behavioral biases
such as anchoring bias, over confidence bias and representative bias has positive
significant relationship on financial decision making. Whereas, availability bias has

insignificant impact on financial decision making.
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