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things may be different. This study captures the impact of herding behavior and overconfidence
biases on the investors’ decision-making in Pakistan. The proposed study collects the necessary
data through questionnaires distributed among 150 respondents who were active in stock

July 4 2018 market and manage to process 100 completed ones. The relationships between investors’
Keywords: decision-making and herding behavior as well as overconfidence biases were empirically tested
Herding Behavior using Ordinary Least Square (OLS) method. The results show that Pakistani investors’
Overconfidence Bias decisions were significantly influenced by both herding behavior and overconfidence biases.
Decision making

OLS
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1. Introduction

Recently, different modes of investment have become popular and investors make a decision about the
selection of investment differently. The earliest theories of economics show that the individual is
rational and make decisions by evaluating all information, which is available. As time passes, it
becomes difficult for the investors to make their investment decision because they have to consider
various factors before making decision. In the past, the investors had limited information to make a
decision and make a decision on some information, which were easily available, but with advancements
in technology, investors have to face large information heaps to make a decision.

The investors anchor themselves with some information and make decisions based on that one. The
anchoring is more common in women than men (Matsumoto et al., 2013). Another important factor is
personality and other circumstances, which influence on investor’s decision (Kahneman & Tversky,
1972). The investor’s decision is also affected by different psychological biases (Hirshleifer, 2001).
Investor’s mood affect their investment decision, if the mood is good, then investors take more risk and
vice versa (Grable & Roszkowski, 2008). Ngoc (2013) studied the effects of behavioral bias on
investors’ decision at the Securities Companies in Ho Chi Minh City, Vietnam. The findings indicate
that the biases affected investors’ decision, significantly. Lewellen (2006) estimated volatility, cost of
debt and study their impacts on financial decision in some US firms. The findings indicate that volatility
and cost influenced on the financial decision.
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It is not possible for the investors to properly evaluate the whole information and make investment
decisions well. The financial prices reflect the whole information, which is available in the market, and
prices are the best source to make a decision (Shiller 2003). There are also different factors that affect
the investment decision like rumors, availability of information related risk and return, individual
background, behavioral biases, etc. The behavior biases affect the prices, the prices set by risk averse
and risk seeker will be different (Coval & Shumway, 2005). Aspara and Tikkanen (2011) studied
whether company motivate investors to invest on stocks beyond their risk and return. They used a
survey method and collected the necessary data from four hundred individuals. The findings indicate
that the investor had extra motivation to invest in stock beyond the risk and returns of the stock.

There are two types of investors, according to gender, male and female. The preferences of both male
and female investors are different. The first group is more risk taker than the second one (Croson &
Gneezy, 2009).The confidence level of both types of genders are also different (Bengtsson et al., 2005).
The self-attribution bias makes investors overconfident (Hoffman & Post, 2014). Those investors are
confident who are well educated. If an investor is confident, his/her trading frequency will increase too
(Graham et al., 2009). A person becomes overconfident through his/her success (Gervais et al., 2002).
The time duration of investments, also affect the investment decision. The trait of short-term investor
is different from the long-term investor (Lakshmi et al., 2013). The investors judge the worth of
securities on the basis of an image of security. Any investor to evaluate securities uses the imagery but
performance will not be judged on these factors (Macgregor et al., 2000).

The investor does not make investment in only one country instead of making investment in different
countries. The investor makes investment decision in different timeframe and reduces the impact of
biases (Keysar et al., 2012). These are different biases that affect the investment decision. If the investor
understands all biases, then it is helpful for investors to make better financial decisions (Suresh, 2013).
In our study, we focus on two biases; namely overconfident and herding behavior. The impact of these
biases on the decision making of Pakistani investors is studied in this research. There is a lot of works
performed in this field throughout the world. However, in Pakistan, there are limited studies in this
context and it is also important because the behavior and personality of each person are different. In
this research, we study how these biases affect the decision of Pakistani investors.

The study outcomes are very useful for financial advisor, financial institutions and for the investors.
These are helpful to understand how the investor deviates from their rational decisions. These could
not include all types of bias, but it is helpful to understand the investor’s decision-making behavior. It
will be helpful for the financial institutions to understand the behavior and psychology of investor and
help them guide the clients in the future direction of the investment. The financial institutions also used
to guide their clients from losing their investment. This study also contributes in existing literature by
exploring the impact of biases on investment decision. That study is also helpful to the students and
other academic purposes.

2. Literature review

Different economic theories say that the investors are rational, means they process full information
before making a decision. It proved wrong through Kahneman and Tversky (1972) two-factor theory.
He said the personality and situation affect the decision of the investor. In daily life, a person makes
different types of important and unimportant decisions. When an investor makes the important decision
then he/she gets information from different sources and then evaluates that information to make a
decision. That is not possible in all conditions to evaluate the whole information then he/she adopts
shortcuts to make a decision.

2.1. Herding behavior and decision making

Herding behavior means following the other investors action with no due diligence. In herding behavior
the investor imitates the work of other, which means if one investor chooses security “A”, others also
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invest in security without making their own strategies. Decision, is the selection of one alternative from
the all-available choices. When we see it in investment contest, it means selecting the best alternative
or the investments, which give maximum benefit. The economic theories say that the investors are
rational and they evaluate the whole information before making a decision, but it is not possible in the
real life because there should be a large amount of information and it is not possible for the investor to
evaluate the whole information. Therefore, investors choose a short cut to make a decision. When
investors make decisions, they require a large amount of information and proper information. If
information is not accurate or not on the right side, then investor could evaluate it and face a loss of
investment. Individual investors do not normally receive the information because they do not have the
access to enough resources. On the other side, the institutional investors get that information because
they have large resources so in order to get the advantage of this information the individual investor
follows the institutional investor to make a rational decision.

Lakshman et al. (2013) studied market wide herding in Indian capital market and found the impact of
volatility and return on herding behavior of institutional investors. The results indicate that the herding
behavior exists in the market. Chen and Pelger (2013) identified the impact of compensation on the
herding behavior through Black-Scholes model. The results showed that herding driven by manger risk
aversion and the relative compensation. Chiang et al. (2013) examined the investor herding behavior
in pacific- Basin equity market. The result indicated that the herding behavior is varied in both bearish
and bullish market. It also indicated that herding was positively related to market performance and
negatively related to the market volatility.

Cipriani and Guarino (2012) studied the importance of herding behavior in the financial markets by
taking data on Ashland Company listed on the New York stock exchange. The result showed that it
affects buy, sell of traders, and affect prices of assets. Demirer and Kutan (2006) studied the impact of
herding information in Chinese market by using individual and sector level data. They also found the
return dispersion during period of upward and downward change in the market index. The result
showed that the herding behavior does not exist in the Chinese market and equity return dispersion was
significantly higher at period of large change in aggregate index. The findings also support the market
efficiency and asset-pricing model. Drehmann et al. (2004) studied the impact of herding and contrarian
behavior in financial market using internet experiment design. In this experiment 264 consultants of
international firms, participated. They reported that flexible market prices prevent the herding behavior
and contrarian behavior rationalize by error model and distort prices. Hsieh et al. (2008) studied the
impact of herding behavior and positive feedback on the capital inflow by taking EPRF data of Latin
America and Asia. The result showed that capital and positive feed information exist in emerging
markets so the herding effect exists. Kallinterakis and Kratunova (2007) studied the impact of thin
trading on the herding behavior in Bulgarian market by using Hwang and salmon (2004) measure. The
result showed that the thin trading reduces the herding behavior.

Ochler and Wendt (2009) found the herding behavior of mutual fund in Germany by taking data of
manager buying and selling over the period 2000-2005. The result showed that they invest 70 percent
in the equity market, which clearly showed that there is a significant herding behavior in the equity
market. Ornelas and Alemanni (2008) analyzed herding behavior in emerging markets by taking data
of nine emerging markets from 2000 to 2005. The investigation show that the herding exists in
emerging markets. It also showed that the herding had no impact on volatility. Oehler and Chao (2000)
studied the institutional herding in the bond market by taking data from 57 German mutual fund
companies, which invest mainly in DM-dominated bond and it is 71 percent of the market volume.
Their results showed that there was a strong herding behavior in the bond market. Puckett and Yan
(2008) studied the impact of short-term institutional herding on the stock prices by taking trade of 776
institutional investors from 1999 to 2004. They reported that the short-term sells motivated by behavior
and the prices are deviated significantly from fundamental value. Redding (1996) studied the noise
trader and herding behavior. The results showed that the prices significantly were deviated from their
fundamental value. Raddatz and Schmukler (2011) analyzed the herding behavior of pension fund
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managers by analyzing unique, monthly asset-level data from the pioneer case of Chile. The result
showed that the fund manager follows the strategies of each other in order to maximize profit and
reduce the risk. Arouri et al. (2010) analyzed the herding behavior of institutional investor in the French
equity market by taking data from 2000 to 2005. The results showed that herding is more common in
small firm as compared to large and medium size firms. Venezia et al. (2009) investigated the herding
behavior of amateur and professional investors using a unique data of daily translation and of four
years. The result showed that the herding is greater among armature investors compared with
professionals. Wang (2008) studied the herd behavior of market index by using state space models.
They studied the herding measure around the sudden event like financial crisis 1997-1998. The result
analyzed that herding was greater in emerging markets than the developed market. Yao (2010) studied
the herding behavior through the trade volume by using Hwang and Salmon (2004) measure on the
Toronto Stock Exchange. The results revealed that herding consists of three components. First is the
signal about market condition. Second is the intentional herding relative to the anticipations of the
investors and third current herding depends upon the previous herding.

Hypothesis 1: The herding behavior has significant and positive effects on the investment decision.
2.2. Decision-making and overconfidence

Overconfidence overestimates the actual performance of the securities. The economic theories say that
the investors are rational and they evaluate the whole information before making a decision, but it is
not possible in the real life because there should be a large amount of information and it is not possible
for the investors to evaluate the whole information.

Therefore, investors choose a short cut to make a decision. When the investor is over confident then
he/she takes a more risk and if he/she is overconfident, then his/her decision is not rational. When an
investor makes investment then he/she evaluates the information and makes decisions based on that
information. When he/she is overconfidence then he makes investment decision based on their beliefs,
not by evaluating whole information as a result the decision are not rational. Aspara and Tikkanen
(2011) studied whether company motivate investors to invest in stock beyond its risk and return. They
used a survey method and collect data from four hundred individual. The findings indicate that the
investor has extra motivation to invest in stock beyond the risk and returns of the stock.

Parrino et al. (2002) studied the investment distortions when risk-averse managers decide whether to
undertake risky projects, by getting data from the public companies. They studied the magnitude of
distortion level in the investment decision. The results indicate that when the investors are risk averse,
then they distort their investment and get money from the equity holder instead of the debt opportunity.
Shaw (1996) studied the empirical analysis of the risk aversion and income growth by using data of
finance survey. The results indicate that the wages were positively related to risk taking and risk taking
attitude depended on the knowledge of the investor it also affect the return.

Baber and Odean (2001) studied the overconfidence in the gender and its impact on the trading
activities by taking data 35000 household data from 1991 to 1996. The result indicates men are more
confident than women are so their trading is greater, it also showed that their returns will decrease to
2.45 percent in men and 1.75 percent for women. Biais et al. (2005) studied the impact of judgmental
overconfidence and self-mongering bias in the investment decision by observing the behavior of 215
participants. The results showed that under calibration reduces and self-monitoring enhances trading
performance. Bailey et al. (2011) studied the impact of behavior biases on the mutual fund investments.
The results showed that the mutual fund investors make a poor decision and they could not make a
rational decision. Chen et al. (2007) studied the impact of disposition effect, representative bias,
experience and overconfidence bias on decision making of emerging market investor by collecting
brokerage data of china. The result showed that the investors make a poor decision and biases had a
significant effect on investor decision. Deshmukh et al. (2009) studied the impact of the managerial
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confidence in the dividend policy. The results indicate that dividend policy had a significant effect on
the dividend policy. Deaves et al. (2008) studied the overconfidence and gender on the trading activity.
The result showed that the overconfidence affects the trading activities and gender impact the trading
activities. Dittrich et al. (2005) investigated the impact of overconfidence and risk aversion on the
investment decision. The results showed that the deviation from the optimal choices increase as the
investor become overconfident. In addition, it decreases when the investor is risk averse.
Fairchild (2005) studied the effect of overconfidence and asymmetric information on the financial
choice of investor. The results indicate that the overconfidence increases, the manager to get more debt.
The overconfident for loan is beneficial for the shareholder because it increases the equity of the
shareholders.

Gervais and Goldstein (2003) studied the impact of the overconfidence on the team performance. The
result showed that the overconfidence increases the performance of the team. Glaser and Weber (2007)
studied the impact of overconfidence on the trading volume by using questionnaire technique. The
result showed that the overconfidence increases the trading volume of individual investors.

Ngoc (2013) studied the behavioral bias impact on investor decision at the Securities Companies in
Ho Chi Minh City, Vietnam. The findings indicate that these biases affect investor decision. Lewellen
(2006) estimated volatility, cost of debt and their impacts on financial decision. The findings indicate
that the volatility affects the financial decision.

Hirshleifer and Luo (2001) studied the survival of overconfident trader in competitive equity markets
and the overconfident performed better than rational investors did. Jhandir and Elahi (2014) found the
impact of three biases on the investment decision by taking the investor type as moderator variable
using regression and two least square methodologies. The results showed that the overconfidence,
disposition and herding behavior had a positive and significant impact on investment decision. Libby
and Rennekamp (2012) investigated the impact of overconfidence and self-attribution bias in the
management forecasts using the survey method.

Malmendier and Tate (2005) studied that either the overconfidence could affect the decision of the
corporate investment. Oliver (2005) studied the impact of the confidence on the capital structure by
getting the data of those companies of US, which exist for the 25 year. The confidence of the manger
increases the debt level. The result indicates that the management confidence increases the debt level
in the capital structure. Park et al. (2010) investigated the impact of overconfidence bias and
confirmation bias on the investment performance by getting data from 502 investors in the South Korea.
The results showed that the confirmation makes the investor overconfident and it adversely affects the
performance of the investor trading. Skata (2008) studied the overconfidence in psychology and the
financial structure of the corporation. The results indicate that the overconfidence had a significant
effect on the financial structure of the company and it helpful in merger and acquisition.

Hypothesis 2: The overconfidence bias has a significant positive effect on investor decision making.

Herding Bias

Overconfidence Bias /

Fig. 1. The structure of the proposed method

Investor decision making
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3. The proposed study
3.1. Sample and procedure

The population for this research includes all investors in Pakistan, who make investment in the different
securities. The sample is selected by using the convenience sampling method. We use this method
because of its benefit to easily access the respondent.

The sample consists of all types of investors who invest in different securities like investment in money
market instrument, capital market and in other financial institutions. The survey is distributed in
different banks and individual investors. The overall 150 questionnaire are distributed from which 120
are collected back and only 100 questionnaires are properly filled. This indicates that the respondent
responses are the 67%. Out of the hundred respondents, 59 are male and 41 are female which indicate
the percentage of 59% and 41%. Out of 100 respondents the 28% is under twenty and 62% are between
20-30, it indicates that many of the investors are youngster, 8% are of middle age between 30-40. The
out of hundred 54% are graduates, 20% are intermediate, 12% are masters, 8% are M-Phil and 5 % are
PhD. In rupees the 29 % respondents had income ranging (21,000 to 40,000), 26% had income between
(41,000 to 60,000), 25% had below 20000, 15% had income between (61,000 to 80,000) and only 5%
had income more than 100,000.

3.2. Measures

The primary data are collected by using the questionnaire of 21 items. The Likert scale questionnaire
has been used for collecting the data from respondents. It is five point Likert scale from 1-5. One=
strongly disagree, two= disagree, three= neutral, four= agree and five= strongly agree. The herding bias
is measured by adopting four-item questionnaire of Nagoc (2013). The reliability value for this variable
is 0.61. Over-confidence bias is measured by adopting questionnaire designed by Nada and Moa’mer
(2013). The reliability of the overconfidence bias questionnaire is 0.66.

This tells the behavior of investor on whether or not they learn from mistakes. The individual
investment decisions are determined by using the five-item questionnaire by Aspra and Tikkanen
(2011). The reliability value of that factor is the 0.65. It helps us determine the effect of individual on
their investment decision.

Tablel
Means,Standard deviations and Correlation
Mean SD 1 2 3
1 DM 3.4600 0.62628 1
2 HB 3.4600 0.72624 0.250* 1
3 OCB 3.5100 0.56696 0.232%* 0.331** 1

Table 1 represents the descriptive statics and the correlation between the dependent and independent
variables. The mean for herding bias is 3.4600 and standard deviation is 0.72624. The means of over-
confidence bias in 3.5100 and standard deviation is 0.56696. The mean and standard deviation of risk
aversion bias are 3.4600 and 0.64937, respectively. The means for investment decision making is the
3.4600 and standard deviation is 0.62628. The correlation matrix indicates the relationship between the
investment decision and HB is 0.250, which shows that the relationship is positive. The correlation
between the investment decision making and over confidence bias is positive and it is 0.232. The
relationship between the investment decision making and risk aversion bias is positive and its value is
0.249. Linear regression is used to test the hypothesis. The hypothesis predicts that the biases are
positively affecting the investment decision. Regression is run by controlling the demographics
variable. Regression analysis showed that the p-value for overconfidence bias is 0.00456 at p <0.05
which indicates that the relationship is positive and significant. The p-value for the Herding bias is
0.0037 at p < 0.05, which indicates that the Herding bias has strong impact on the investment decision.
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The results support the all hypothesis. Hypotheses are supported by the results. The value of R square
change is 4 which indicate that which have an overall significant impact on the impact decision.

Table 2

Regression analysis outcomes
Predictors Intercept p-value R-square
HB 0.265 0.00375 0.346
OCB 0.270 0.00456

4. Discussion and conclusion

As time passes the investors’ behaviors in financial investment have become important and large
number of studies have been performed in that field. Many researchers attracted to that one because it
is an emerging field and now the risk aversion becomes popular throughout the world. This study
focused on the impact of two biases in the investment decision; namely herding bias and over-
confidence bias. The previous studies also indicate that it had significant impact on the investment
decision. This study also focused on identifying the impact of these biases on the investment decision
of the Pakistani investor.

The results of this study also support our hypothesis, the impact of biases on the investment decision.
The herding bias has positive impact the investment decision. The overconfidence bias has a positive
and significant impact on the investment decision.

The results also indicate that the herding bias has strong impact on the investment decision. The
Pakistani markets are not well developed and efficient, so information is not equally available to
everyone. So in order to protect from the loss the small investors imitate the strategies of the big
financial institutions. The investors are affected by herding bias because of two reasons, first to protect
themselves from the loss and the second to reward with a maximum profit (Raddatz & Schmukler,
2011).

Herding behavior of the investor also depends on the market performance if the market performance is
better than the herding (Chiang et al., 2013). The results are supported by Malmendier and Tate (2005)
and Jhandir and Elahi (2014)

The results of the study have indicated that the over-confidence bias had significant and positive impact
on the investment decision making. Any individual may become overconfident when his/her education
and experience will increase. The previous studies have indicated that males are more confident than
female and their impact on decision is significant (Baber & Odean, 2001). When an individual is over-
confident than his decision is not well and appropriate. In other words individual make a poor decision
(Chen et al., 2007).
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