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Abstract 

 

Overconfidence or experience-based learning theory in behavioral finance is a subsidiary of confidence. One of the most detrimental 

behavioral biases in the field of behavioral finance is that investors will manifest as a lack of understanding of the risk of capital loss, 

the transaction or the transaction repeatedly to find a hot stock and widely traded futures and having a non-diversified portfolio, all 

serious risks for the enterprise you are looking for. One of the implications of each common biases of overconfidence, lack of fore-

sight is real. Therefore, it is necessary to protect investors against overconfidence and financial advisors to help them in this regard. 

Overconfidence leads investors to predict their skills over estimate and find the belief that they cannot market timing. Detection and 

mitigation of confidence too, is a fundamental step in designing the foundations of a good financial plan. Too much trust in their own 

people, the strongest findings in the psychology of judgment. In this paper, the risks of overconfidence management and examine its 

impact on investor portfolios. 
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1. Introduction 

Overconfidence is one of the managers' personality traits that in-

fluence risk (Duellman et al., 2015). Overconfidence managers 

may affect the auditor's risk assessment of financial reporting, as 

more reliability, probability and impact of favorable developments 

on the company's cash flow estimate more than the reality and 

possibility and effects of negative events than the fact evaluate 

(Heaton, 2002) and (Malmendier & Tate, 2005). On the other 

hand a direct relationship between increased risk of distorting 

financial statements and the directors have confirmed overconfi-

dence and on the other hand, they have no evidence to show that 

the characteristics of the audited accounts for overconfidence 

managers linked with increased risk. If auditors become aware of 

managers' personality characteristics, can be expected to know the 

risk factors and focus on audit planning and for greater efforts to 

reduce detection risk, they demand higher wages. Therefore, the 

outcome can be considered as the effect and consequence of the 

financial reporting risk. The theoretical point of view, the higher 

level hypothesis (Hambrick, & Mason, 1984) states that the prop-

erties of the senior managers, decision making that affects them. 

One of the interesting features of management is overconfidence. 

Psychologists have concluded that people with high confidence, 

your chances of succeeding are overestimated, owes his success to 

his ability to understand and mainstream the role of chance and 

external factors in this less-than-evaluate (Van et al., 2007). Over-

confidence bias and behavioral characteristics of a person who can 

be a false beliefs (positive) in relation to any aspect of the event in 

a state of uncertainty defined, then the mean estimate will be over-

stated (Skala, 2008 ). (Chayz et al., 2014) as overconfidence in 

research management and tax avoidance effect of managerial 

overconfidence on their tax avoidance. The results of this study 

showed that overconfidence management puts significant positive 

effect on tax avoidance. Overconfidence management, cash effec-

tive tax rate increases 1.5 percent. (Chen et al., 2010) level of 

family and non-family corporate tax avoidance compared with 

each other, and came to the conclusion that family firms than do-

mestic competitors, the less avoid paying taxes. The companies 

represent a unique conflict between major shareholders and wis-

dom is formed. Good name and reputation of the state audit and 

lower incentives for tax avoidance. (Schrand, & Zechman, 2011) 

argue, not only because of the high esteem in some situations lead 

to poor decision making, it will evaluate managers is a negative 

factor. Sometimes bad decisions or bad leaders may be optimistic, 

but in general, every company needs for success to the presence of 

people like them. (Ahmad and Duellman, 2013) showed that over-

confidence of conditional conservatism decreased and be uncondi-

tional and strong external oversight, the relationship between these 

two variables is not affected. (Schrand, & Zechman, 2011) stated 

that managers are more likely to report more reliable provider 

wrong due to insufficient surveillance on them. When people say 

90 percent certain events will occur or statement is true, perhaps 

only 70 percent of the time they are right. Learn uncertainty makes 

investors have over-estimated their prediction skills and believe 

that they can time (changes) to determine their market. Studies 

have shown that one of the side effects of investor overconfidence, 

excessive increase in transactions. There is evidence that financial 

analyst to slow its previous assessment of the company's future 

performance modification, even when the evidence is strong that 

the current assessment is wrong. People often rely too much on 

their abilities and knowledge and information analysts and inves-

tors in areas that are relative, more than expected to have confi-

dence when estimating the value of a share, for example, investors 

too confident, very low deviation to consider the whole expected 

returns, for example, about 10 percent of the profit or loss, as the 

experience shows greater standard deviation. The implication of 

such behavior is that investors risk losing their original capital 
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underestimated. (Naturally, the higher the risk on the other side, 

there is a concern). In general, most primitive form, unnecessary 

and unjustified overconfidence of faith to the intuitive reasoning, 

or judgment of a person's cognitive abilities can be overconfidence 

groups to anticipate and to ensure shared overconfidence. Learn to 

anticipate a situation in which investors have confidence when 

estimating investment decisions, investment forecasts are very few 

do. One of the follies of this bias is evident that investors may thus 

building up unnecessary risks in their portfolios, downside risks 

less than the estimate. Overconfidence represents a condition to 

ensure that investors are too confident in their judgments. A com-

mon outcome is that the investors mind when identifying invest-

ment opportunities with the belief that this investment is not per-

fect, but the deal too low, leading to investors in search of the best 

opportunities for the next. So there is a good chance that investor’s 

biases come under certain, limited portfolio investment transaction 

with the least diversity and abundance, hold. Also, many investors 

are so sure about their judgments, this type of cross-confidence 

"comes the confidence to make" arising. For example, the decision 

to invest in a particular company, often ignoring expected losses 

and later if the company is underperforming, they feel surprise or 

discontent. These people often do big deals and the portfolio are 

not diversified enough of that. The "overconfidence in confi-

dence" and "trust the forecast calls" field can lead to wrong in-

vestment. Overconfidence leads to overestimating knowledge and 

skills and downplay the risks. It also leads to the feeling that you 

can control the issues and events, while in fact it is not. Overcon-

fidence managers are more likely to overestimate future invest-

ment returns, hence more safety managers to overestimate the 

severity of future shocks positive cash flow of projects running led 

so would underestimate the negative shocks the future cash flow. 

Over the long-term safety managers continue their activities and to 

reduce the cost of investment is optimistic. So overconfidence lead 

managers are likely to underestimate the cost will be. This over-

confidence in predicting costs and sales management will apply. 

In this case, the decision-making managers who lead by their ac-

tions and motives can affect the survival, success and failure in a 

word, performance and value of the company. 

2. The consequences of error of overconfi-

dence in investment 

In discussing the investment, investors have too much confidence 

in their abilities. They narrow the possibilities to apply in the fore-

casts. The risk of loss of capital is underestimated. Also, most 

investors are so sure about their judgments. Basically, people tend 

to have high confidence in the accuracy of their judgments. 

1) Negative information about their investment and their abil-

ity to consider not over-estimate their assessment. 

2) They do frequent trading voluminous and that the average 

yield will be less than the average market return. 

3) Non-diversified portfolios they choose. And risk losing their 

capital under evaluation. 

3. Behaviors caused by overconfidence bias 

behavior and its impact on an investor's 

portfolio  

1) Investors too sure of its ability to assess a company as an 

investment object, too estimate. As a result of negative in-

formation that normally is a warning sign that should not be 

taken buyouts or if the purchases made, to sell, to ignore. 

2) Investors too sure of the result of the belief that they have 

specific information (not others) do big deals. Experience 

has shown that excessive trading, often leading to poor re-

turns in the long run. 

3) Investors over the historical performance of your investment 

or do not know or do not care, it may risk losing your prin-

cipal underestimated; the result is generally poor perfor-

mance and unexpected portfolios awaiting them. 

4) Investors too safe, non-diversified portfolios they hold, so 

without a corresponding change in the risk-taking capacity, 

tolerate more risk. These investors are often not aware that 

they risk even more than they have the capacity for it, have 

undertaken. 

4. The risk of overconfidence managers  

1) Baseless belief with respect to its ability to identify stocks 

for potential investors: Too many investors make, claim that 

has above average talent, but there is little evidence to sup-

port this claim. The study showed that after deduction of 

transaction costs (before tax) average investor, approximate-

ly 2% per year, performance was weaker than the market 

average. Many investors too sure also believe that mutual 

funds are able to choose their future performance superior to 

others. However, many tend to be in and out of the fund, at 

the worst possible time deal because they pursue unrealistic 

expectations. The actual figures show that between 

Salhay1995-1984, a mutual fund's annual return averaged 

12/3 precent, while the average investor who has invested in 

a fund, the performance gain is equal to 6.3%. Investment 

advisors when faced with customers who claim the ability to 

predict the next hot stock, you should ask them to review 

the historical performance last two years, if not always, but 

often, poor performance will be observed. 

2) recurrent transactions (volume up): The average outstanding 

volume (turnover) per person per year in their portfolios 

was 80% (slightly less than 84% of the average turnover 

mutual fund is invested. 20 precent of investors in terms of 

portfolio turnover (an annual turnover of about one precent) 

annual return of 17.5 precent, compared with an efficiency 

of 16.9 precent have acquired the index S & P500, show 

better performance during this period. In contrast, 20 pre-

cent of investors in terms of portfolio flow (Monthly circu-

lation of about 9 precent or 108 precent annually), yields 

were 10%. The researchers claim that the evidence con-

firmed evidence of this factor provides risk. Once an inves-

tor turnover shows a very high volume of transactions, the 

best advice is which dealings ask him to review the histori-

cal records and calculate your return. This shows the harm-

ful effects of excessive trading. Since overconfidence is a 

cognitive bias, updated information, investors can often 

misunderstood the way help them. 

3) Understand the risk of loss of capital: Investors too sure, es-

pecially those who are prone to overconfidence in predict-

ing, tend to risk a decline in prices and a loss of original 

capital less than the estimate. They are very reliable over its 

forecast and the probability of losses in their portfolios is 

not considered enough. For advisors whose clients have this 

type of behaviour, offered a two-part recommendation. First, 

the investment characteristics to look for potential weak 

performance review of the evidence to show the dangers of 

over-reliance use. 

Second, they refer to the studies in this field. It is often seen that 

investors at this point, calls to mind that Misspend unexpected 

swing reminds markets and a more cautious behaviour 

4) The lack of diversification of portfolios: As a retired direc-

tor who can take heart from their previous company's shares. 

Many investors are too confident, non-diversified their port-

folios because they do not believe the securities that have 

been advocated in the past, has performed poorly, do not 

give up. In the case of companies for their outstanding per-

formance the past, the bulk of the portfolio allocated, Con-

sultant may hedge strategies such as providing sales and 

floating rate bonds recommend. 
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5. Conclusion 

The cash flow impact of the investment company, because it was 

cheaper than external financing, managers have more control over 

it. Thus, the final cash flow changes are possible to change the 

sensitivity of investment and financing cash flows result. In addi-

tion to the mainstream cash flow sensitivity of investment firms 

and market conditions, influenced by personal characteristics such 

as self-confident managers are also excessive. Managers have this 

feature, because of their excessive optimism to invest in projects 

that lack the cash flow needed to achieve the expected return on 

shareholders. The sensitivity of investment to cash flow in compa-

nies whose managers are confident too high. Between experience 

and risk appetite, overconfidence and herding behaviour of in-

vestment managers are highly significant relationship. Thus, the 

experience with risk-taking and overconfidence managers’ inverse 

relationship between experience and herding behaviour there is a 

direct relationship. With increasing experience of managers, they 

are more in control of herding behaviour. Given the inverse rela-

tionship between risk-taking and herding behaviour can be said 

that one of the reasons less experienced administrators tend to earn 

higher returns on herding less, the degree of risk aversion is lower 

and more risk-taking. Because of the inverse relationship between 

experience and risk taking, as well as experience and confidence 

too, less experienced managers than more experienced managers 

with more confidence and more risks are too. Between experience 

and return on investment manager’s inverse relationship exists and 

less experienced managers earn higher returns compared to more 

experienced managers. 
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