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Abstract: This paper assesses the effect of overconfidence bias of an
individual on investment decisions. This study uses the descriptive
statistics and follows analytical approach to analyse the effects of investors’
behaviour on investment decisions. The data for the study were collected
through questionnaire survey. This study finds that women investors,
investors having college education, and investors having net worth
between Rs 2 to 5 million are confident in their own ability. They believe
that they are better investors than their peers and tend to trade more.
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I. INTRODUCTION

Behaviour finance is the body of research into the role that emotions and other
subjective factors play in investment decisions (Gitman & Joehnk, 2013). It is the study
of how psychological phenomena can impact on financial behaviour (Shefrin, 2005).
The behavioural perspective was initially presented as a challenge, or an alternative
to traditional finance based in neoclassical economics, a process of adjustments
into human’s existing mass of theory (Forbes, 2009). The traditional finance model
incorporates the presence of many buyers and sellers without abilities to influence the
price of assets. In this assumption, investors form their expectations based on full use of
available information. The expectations based models argue that the irrationality will be
undone through the process of arbitrage (Friedman, 1953). The resulting biases will cause
investors to overreact to certain types of financial information and underreact to other
(Gitman & Joehnk, 2013). Behavioural finance draws on the experimental evidence of
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the cognitive psychology and the biases that arise when people form beliefs, preferences
and the way in which they make decisions, given their beliefs and preferences to explain
investor irrationality and investors’ decision-making process (Barberis & Thaler, 2003).

Research in behavioural finance has developed rapidly in recent years. It provides
evidence that investors’ financial decisions are also affected by internal and external
behavioural factors (Shleifer, 2000). Behavioural biases are generally classified as being
of either a cognitive or emotional type. Some believe that a proper understanding of
these biases and knowing the biases a person exhibits can allow these “irrationalities”
to be predicted and modelled (Ariely, 2008). Cognitive biases and emotional biases are
the most prominent biases of the behaviour finance. The availability, representativeness,
confirmation bias, anchoring/conservation, overconfidence, illusion of money, house
money effect, mental accounting and myopia are referred to cognitive biases. Similarly,
emotional biases are loss aversion, fear of regret, optimism, aversion to ambiguity,
endowment effect and snake bite effect. The researchers in behavioural finance believe
that investors’ decisions are affected by number of beliefs and preferences (Gitman &
Joehnk, 2013). Among all biases, the overconfidence bias also affect on investment
decisions of investors.

Investors tend to be overconfident in their judgements, which frequently lead
them to underestimate the level of risks in an investment (Gitman & Joehnk, 2013).
Overconfidence bias may affect experts and professionals more often than a novice
investor. An overconfident investor may invest a greater portion of their portfolio in a
single security. Overconfidence results in the investor not recognizing the possibility of
being in error, and the risk of that error. Overconfidence may therefore result in a riskier
portfolio than anticipated. In addition, overconfidence can cause financial analysts and
money managers to make predictions that they are too bold and it may give false sense
of security to the investors. Experts, investment bankers and manager have detected
the overconfidence bias (Russo & Schoemaker, 1992). Overconfidence is found to be
toughest for questions of reasonable to thrilling difficulty (Griffin & Tversky, 1992; Yates,
1990), and it seems to increase with the personal importance of the job (Frank, 1935).
Adhikary (2010) reported that the respondent investors are mostly overconfident with
regard to their self-reported level of investment-related knowledge, experience and their
ability to pick stock. Dangol and Shrestha (2018) investigated the effect of personality
traits on behaviour biases. These studies showed that all the investors analyse securities
in the same way and share the same economic view of the world. Inventors use the same
assumption that is referred to homogeneous expectation or beliefs. These beliefs are
concerned with the investor’s perception and their behaviour including overconfidence.
This overconfidence bias affects investment decisions of the investors. Thus, this study
focuses the issues - how does individual’'s overconfidence can influence in investment
decisions among Nepalese investors? And how do selected variables like level of
education, gender, etc., effect on overconfidence bias among Nepalese investor’s in
investment decision in Nepalese stock market? Therefore, the major objective of this
paper is to analyse the influence of the individuals’ overconfidence in investment decision-
making. Further the study assesses the effect of educational qualification on individuals’



Overconfidence and investment decisions in Nepalese stock market : Shrestha | 29

overconfidence, and the link between gender and overconfidence among the individual
investors in Nepalese stock market.

The remaining sections are divided into following order. Section Il is the review
of literature and develops conceptual framework. Section Il describes the method and
presents the research model. Section IV presents the results and finding, and section V
discusses the major findings and draws conclusions.

Il. LITERATURE REVIEW AND CONCEPTUAL FRAMEWORK

Kahneman and Tversky (1979) introduced prospect theory, which explained choice
under uncertainty. Camerer and Lovallo (1999) found experimentally that overconfidence
and optimism lead to excessive business entry. The behavioural finance literature shows
that psychological biases, particularly in an uncertain and noisy environment, influence
investors’ information processing behaviour (Kahneman & Riepe 1998, Barber & Odean
2001). Barber and Odean (2001) argued that the illusion of control (e.g., people believe
that they can influence the outcome of chance events), the illusion of knowledge (e.g.,
when people have far more data, they believe that they are more knowledgeable than they
really are), and self-attribution bias (e.g., people tend to attribute their success to their own
abilities while attribute their failure to bad luck) drive investors to be overconfident. Biais et
al. (2005) studied the impact of judgmental overconfidence and self-mongering bias in the
investment decision by observing the behaviour of 215 participants. The results showed
that under calibration reduces and self-monitoring enhances trading performance.

Niederle and Vesterlund (2007) found that women were less willing to compete than
men, even if their performance on a real experimental task is better as part to performance
of men. Chen et al. (2007) studied the impact of disposition effect, representative bias,
and experience and overconfidence bias on decision making of emerging market investor
in China. Their result showed that the investors make a poor decision and biases had a
significant effect on investors’ decision. Kabra et al. (2010), Patidar (2010) concluded that
investors’ age and gender predominantly decides to the risk taking capacity of investors.
Chandra and Kumar (2012) concluded that five major factors influence on individual
investors’ behaviour in Indian stock market, named as prudence and precautious attitude,
conservatism, under confidence, informational asymmetry, and financial addiction. Bailey
et al. (2011) studied the impact of behaviour biases on the mutual fund investments and
found the mutual fund investors make a poor decision and they could not make a rational
decision. Obamuyi (2013) found that characteristics of investors’ age, gender, marital
status and educational qualifications significantly influenced the investment decisions
of investors in Nigeria. Gitman and Joehnk (2013) stated that the investors tend to be
overconfident in their judgements, knowledge and skills. Sthapit (2017) showed the
presence of a strong positive correlation of herding behaviour and overconfidence bias
with investment decision making of individual investors in Nepalese secondary market.
Likewise, the Nepalese investors’ herding behaviour and overconfidence biases make
strong impact on their investment decision making. Awale et al. (2018) found that majority
of investors do not show overconfidence bias due to the fact that most of the investors
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that invest in secondary market of Nepal have no higher level education and do not know
how to make proper investment analysis. Dangol and Shrestha (2018) examined the
effect of personality traits on behaviour biases and found that there is significant positive
relationship between extraversion trait and overconfidence bias stating that investors with
higher positive emotions, excitements, full of energy tends to be overconfident than others.

Gender

Experience

Advisor

Overconfidence Investment Decisions

Education
Age
Net Worth

Figure 1. Study framework

The review of literatures reveals that the studies in different periods of time pointed
out that the behavioural biases (overconfidence bias) of investors are essential to include
in the investor’'s behaviour study. Such empirical evidences related to overconfidence
bias are also important in context of small and underdeveloped capital markets like
Nepal. The conceptual framework of this study is shown in figure 1.

I1l. METHODS

This study has used descriptive statistics and analytical approach to analyse the
investors’ behaviour on stock return. A questionnaire survey was conducted to collect
investors’ opinion and examine the overconfidence bias of the Nepalese investors. The
respondents are the investors available at different broker’s office in Kathmandu. Thus,
convenient sampling method is applied to collect the data. Descriptive and analytical
approach is used to interpret the patterns of relationships between the dependent variable
and independent variables.

The questionnaires were distributed to the investors visiting at broker’s office and
they were the regular stock traders. Altogether 200 questionnaires were distributed to the
respondents. Out of them 146 questionnaires were returned which represents average
response rate of 73 per cent. The respondents were selected with the help of the broker’s
offices in Kathmandu.

The survey questionnaire consists of two sections. The first section is related to
demographic information and second section is related to questions of overconfidence
as used by Mooreland (2011). The second section of questionnaire attempts to find out
the biases of overconfidence indicating that the investors tends towards overconfidence
if the answers of the respondent’s expected returns is 15 per cent or more. The study
has employed probit individual equation regression model for the analysis. The positive
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effects of outcomes are expected in age, experience, advisor, education and net worth
(Lin, 2011). The negative effect of outcome is expected in gender (Bashir et. al, 2013).

Overconfidence =, + B, (Gender) + B,(Experience) + B, (Advisor) + B, (Education) + f . (Age35)
+ B, (Aged5) + . (Age55) + B, (NetWorth250) + 8, (NetWorth500) + 3, (NetWorth1000) +

B, (NetWorth1000) + €,
IV. RESULTS AND FINDINGS

Respondent's profile and subject characteristics

A complete summary of the characteristics of the respondents in the sample, along
with some basic findings are exhibited in table 1. In this survey as reported in table 1, a
majority of respondents (66%) are female and the rest (34%) are male..

Table 1
Respondent’s Profile and Subject Characteristics

Characteristic N Per cent of total (%)
Gender:
Male 50 34
Female 96 66
Age:
Age 35 group (up to 35 years) 40 28
Age 45 group (36-55 years) 69 47
Age 55 group (56 years and above) 37 25
Education (COL4):
High School 35 24%
Plus 2 or Intermediate 7 5%
Bachelor’s Degree 45 31%
Masters’ or Professional Degree 9 6%
Vocational School other than college 50 34%
Investment Yrs:
None 4 3
Less than 2 yrs 12 8
2 -5years 11 8
6 - 10 years 26 17
More than 10 years 93 64
Take Advise:
Use Advisor 99 68
Do Not Use Advisor 47 32
Net Worth:
Less than Rs. 0.5m 37 25
Rs.0.5m - Rs.2m 35 24
Rs.2m - Rs.5m 27 19
Rs.5m - Rs.10m 28 19
Over Rs. 10 Million 19 13

Source. Survey, 2018
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Table 2

The regression result of overconfident bias

The dependent variable is questions on overconfidence and the independent variables are gender, investment experience, education,
age and investment net worth. The F value of the model is 14.0 (P=0.000) and it is statically significant. The R2 of the model shows
that it explains 18 per cent variations.

QocC Individual Equations Multivariate Equations

Parameter Estimate Error P>ChiSq Estimate Error P>z
Intercept 0.0333 0.2448 0.8919 0.0300 0.2440 0.902
Male -0.3390* 0.1894 0.0732 -0.3440 0.1891 0.069
Inv. Exp. 0.0982 0.2453 0.6890 0.1182 0.2453 0.630
Advisor -0.3760 0.1883 0.0459 -0.3750 0.1888 0.047
Col4 -0.2140* 0.1785 0.2297 -0.2160 0.1773 0.223
Age35 0.0457 0.2398 0.8490 0.0124 0.2412 0.959
Aged5 0.3450 0.2439 0.1571 0.3567 0.2468 0.148
Age55 0.0350* 0.2246 0.8762 0.0111 0.2231 0.960
Nw0.5m -0.0700 0.2255 0.7568 -0.0570 0.2261 0.799
Nw2m 0.1717* 0.2538 0.4989 0.1518 0.2527 0.548
Nw5m 0.0244 0.2588 0.9248 0.0531 0.2592 0.838
Nw10m -0.4530 0.2909 0.1193 -0.4500 0.2908 0.122

Source. Survey 2018, *Significant at 10% level

Similarly, 47% respondents belong to Age 45 group (36-55 years), 28% belong to
Age 35 group (up to 35 years), and the rest belong to Age 55 group. The education
level of respondents shows that 26 per cent (24%+5%) had school level education and
37% (31%+6%) had bachelors and masters’ degree. The remaining 34%respondents
had vocational degree other that the college degree. The investment experience of the
respondents in survey shows that 16% (8%+8%) respondents had less than 5 years
investment experience and 17% investors had 6 to 10 years investment experience.
The maijority respondents (64%) had more than 10 years of investment experience.
Only 3% respondents had no investment experience. On taking advice for investing,
68%respondents reported that they had taken the advice from the financial adviser
and 32% did not take advice from the financial advisor and brokers for their investment
decisions. Regarding the net worth of the investors, 67% (25%+24%+19%) respondents
had net worth less than Rs. 5 million and 33% had more than 5 million. Fifty-two per
cent survey respondents reported their annual income less than Rs. 750,000 and 48%
reported annual income greater than that.

Results from regression analysis

The regression results presented in table 2 enables to analyse what type of
participants are likely to exhibit a certain behaviour or bias. They are further used to
determine whether the participants are overconfident or not. The negative coefficient
for males indicates that females tended to show more overconfidence than males. This
result is similar to the finding of the Kalambokidis (2011) and Lewellen et al. (1977).
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When participants are asked how the performance of their portfolios would compare
to other investors; COL4 (highly educated investors) have very significant and positive
coefficients. It shows that they are quite confident in their ability. The result on the variable
advisor is insignificant, therefore, advises from financial experts do not lead investors
to overconfidence. .The education variable (COL4) is significant; it indicates that the
respondents are overconfident if they have higher education. Similarly, in age variable,
the coefficient of Age35 and Age 45 groups are not significant while it is significant for Age
55 group. It shows that elder respondents are overconfident than younger investors. This
result is similar to the finding of Lin (2011).

On net worth, the respondents with net worth of 0.5 m (Nw0.5m) and net worth 10
m (Nw10m) have small and insignificant coefficients. But, the coefficient for net worth
of 2 m (Nw2m) is significant, it shows that the investors in this net worth group are more
overconfident than other net worth groups.

V. DISCUSSION AND CONCLUSIONS

This study has provided evidence that investors have overconfident biases due to
positive coefficientin the modeltested. This resultis similar to the finding of the Kalambokidis
(2011). This overconfidence bias influences the decisions with respect to investor’s
investments. Overconfident investors believe that they are better investors than both
their peers and a stock market index. With respect to overconfidence, women in the study
are too confident in their own ability than male respondents. This finding is comparable
with previous research works including Lewellen et al. (1977), Barber and Odean (2001)
and Niederle and Vesterlund (2007). Managing investors’ overconfidence bias helps in
optimizing the investment returns from the Nepalese stock market. This indicates that the
overconfident investors’ investment decisions that have superior information that tend to
trade more, but earn lower return due to the higher transaction costs. Similarly, during
a period of economic expansion and stock market gains, the overconfident investor will
shift to a portfolio that requires more risk than s/he is comfortable with as s/he looks
for greater returns, and the success of selecting “winning” stocks would further fuel the
investor’s overconfidence. In a period of stock market losses, the overconfident investor
would hold losing investments and may even add to the losing positions, because s/
he believes the stock price is lower due to the ignorance of other investors, rather than
accept the fact that he made a bad investment decision.
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Annexure
Survey Questionnaire
OVERCONFIDENCE AND INVESTMENT DECISION IN NEPALESE STOCK MARKET

Dear Sir/Madam,

I would like to request you to fill this questionnaire on the base of your experience
in investment in Nepal Stock Exchange. The information obtained in this survey will be
kept confidential and will be used for the sole purpose of this research. Please tick [ V ]
in appropriate answer.

Niyam Raj Shrestha. Lecturer, Public Youth Campus
1. Your gender
a)Male [ ] b) Female [ ]
2. Your age group
a) Age 35group (Upto35years)[ ] b) Age 45 group (36 to 55 years) [ ]
c) Age 55 group (above 55 years) [ ]
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3.

Your experience of investment in stock market.

a) None [ ] b) Less thantwo years|[ ]

c) Between2-5years[ ]d) Between6-10 years|[ ]

e) More than 10 years [ ]

4. Do you use a financial advisor/planner for any part of your investment portfolio?
a) Yes, |l use an advisor/planner [ ] b) No, | do not use an advisor/planner [ ]
Your highest level of education.

a) High School [ ] b) + 2 Degree or Intermediate [ ]

c) Bachelor's degree[ ] d) Master’s Degree [ ]

e) Vocational School other than College [ ]

Please specify your net worth of your investment portfolio.

a) Lessthan Rs. 5,00,000 [ ] b) Rs. 5,00,000 — Rs. 20,00,000 1]

¢) Rs.20,00,000 - Rs.50,00,000 [ ] d) Rs.50,00,000- Rs. 1 Crore][ ]

e) OverRs. 1Crore [ ]

Fund XYZ invests in stocks and has an annualized (yearly) return of 18% per year
over the past 10 years. The fund remained invested in stocks during good and bad
times.

Investors in the fund can choose to invest or not invest in the fund at various times
based upon the economic conditions and expected return.

Given the flexibility investors have, how do you think the average investor in Fund
ABC performed?

a) Between 15% and 30%[ ]

b) Between 0% and 15% [ ]

c) Better than 30% [ ]

d) Worse than -1% [ ]

Note: Expected returns of 15% + indicates overconfidence

Arecent publication advertised the great advancements of drugs to treat cancer and
is almost certain to receive govt. approval this year. Biotechnology companies that
make these drugs would benefit substantially from govt. approval.

After much research, you believe biotech stocks could double in value over the next
year.

You currently have a 5% exposure to biotech stocks in your account. But you realize
that if you put half of your investments in biotech and it doubles (as you believe) that
you will reach your retirement goal 5 years ahead of schedule.

What would you do?

a) Increase biotech to 50% of portfolio. Chance to retire 5 years early! [ ]

b) Increase biotech to 25% of portfolio. Chance to retire 2.5 years early! [ ]

c) Keep allocation the same. Not going to retire earlier than planned. [ ]
Note: Increasing allocation to either 25% or 50% demonstrates overconfidence



