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Abstract

Investors' thinking and feeling have emotional impact on their behavior when making investment
decisions. These impacts are identified as behavioral heuristics. They affect all investors and vary subject
to the investor's nature. This, in turn, affects the financial-performance of the SME. Heuristic behavior is an
essential part of the decision-making process which profoundly influences the investor's financial
performance. Heuristic factors play an undeniable role in influencing persons' decisions, which includes
investment decisions. The study seeks to scrutinize the outcome of the Overconfidence heuristic on
financial-performance and also analyze the mediational effect of investment decisions on the link
concerning the Overconfidence heuristic and financial-performance of the SMEs in the County of Nairobi.
The heuristic theory guided this study. Anchoring on Explanatory research design, the study targeted
64,443 SMEs, with sample size being 382 SMEs. This research used a stratified sampling design. Data were
collected using structured questionnaires and items were anchored on a five-point Likert scale. Descriptive
and inferential statistics were used as analysis tools. The test for hypotheses was done using multiple
regression models and Hayes process macro for mediation. The regression results presented that
Overconfidence heuristic had positively significantly affect financial-performance (3= .156, p<.05). Besides,
Investment Decision had a positively and significantly mediating effect on the relation between
Overconfidence Heuristic and Financial-Performance (3 =289, p < .05, CI=0.001, 0.076). This study
contributes new knowledge to the theories. There is a need for SME owners/ managers to understand and
effectively how to use investment decisions to improve their financial-performance. Furthermore,
researchers need to undertake comparative studies covering other geographical locations to make
generalizations from this study.

Keywords: Heuristic behavior, Overconfidence, Investment decisions, Financial performance.
Suggested Citation:
Koech, A. Cheboi, J. & Koske, N. (2020). Mediating Effect of Investment Decisions between

Overconfidence Heuristic and Financial-Performance of Small, and Medium Enterprises in Nairobi,
Kenya. Journal of Business Management and Economic Research (JOBMER), Vol: 4, Issue: 2, 186-198.




Journal of Business Management and Economic Research (JOBMER), Vol.4, Issue.2, pp.186-198

1. Introduction

Financial performance is the practice of determining the outcomes of a firm's policies and processes in
monetary terms over a certain time (Jayawardhana, 2016). It pinpoints the financial prowess and weakness
of a firm by creating relationships amongst the items of the financial position and income statement as
noted by Jayawardhana, (2016), profitability; return on equity; and liquidity ratios among others provide
valuable tools or measures to stakeholders to assess the past and current financial-performance of a firm.

Profitability is an indicator of how a company’s financial performance is relative to its total cost assets.

Small and Medium Enterprises play a role in most economies through the world which measures their
financial-performance (Kinyua, 2014). Eniola & Entebang (2016) found out that unfavorable government
policies influence negatively SMEs financial-performance with decreasing issuance of total credit by both
commercial and merchant banks to SMEs. Profit is a proxy to measure the financial-performance of SMEs.
According to Tambunan et al., (2011), SMEs are an important driver for economic development and the
empowerment of local communities. Even though SMEs provide a solution to various economic problems,
they also face challenges from other dimensions that dissuade their financial-performance and therefore

inhibit their growth.

Overconfidence heuristic is the propensity of investors to either overestimate their abilities or
underestimate other abilities or difficulty of the task (Rasheed et al, 2018). It is a cognitive heuristic where
people have an superfluous faith in their instinctual reasoning; judgments; and cognitive abilities (Pompian

and Wood, 2006).
2. Theoretical review.

This research was informed by Heuristic theory; it is a tenet, which an individual use in an uncertain
situation to make decisions easy and resourceful (Ritter, 2003). Kahneman and Tverskys, (1979) detected
that irrational individuals used heuristics in their decision-making since they fail to judge the impeccable
probability. Heuristics are beneficial when the period for decision is limited and there is incomplete
information (Waweru et al.,, 2008). John M. Keynes, (1936) and Irving Fisher, (1930), reasoned that
investments are made till the present value of predictable future returns, at the margin, and the opportunity
cost of capital are equal. This means that investment is done until the net present value is comparable to

zero. An investment is anticipated to produce a river of future cash flows.
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3. Conceptual framework

This is an arrangement which the study trusts can best describe the natural development of the
phenomenon to be studied (Osanloo, & Grant, C. 2016). It’s the researcher’s explanation of how the research
problem would be explored. The framework defines the connection between the main concepts of a study.
This study seeks to establish the mediational effect of investment decisions to that link between heuristic

behavioral factors and the financial-performance of SMEs in the County of Nairobi.

Independent Variable Mediating Variable Dependent Variable

Investment Decision

ai bi

Overconfidence o| Financial
Heuristic C’i Performance

Control Variables
Firm Age
Firm Industry

Figure 1: Conceptual Framework

Source; Author (2020)

4. Hypotheses
During the study, it was hypothesized that:

Ho1 Overconfidence heuristic has no significant effect on the financial-performance of SMEs in Nairobi

County, Kenya'.

Ho2 Investment decisions do not mediate the association between overconfidence heuristic and the

financial-performance of SMEs in Nairobi County, Kenya.

5. Methodology
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This study is in line with the positivism approach of paradigm, which pursues to use existing theory to
deduce and formulate variables. The study adapted explanatory design of research of a cross-sectional
nature which analyses the cause effect association between variables (Creswell & Creswell, 2017). The
design was suitable to the study since it sought to investigate a cause-effect relationship of the three

constraints, which are, Financial-Performance, Overconfidence Heuristic and Investment Decision.

The study target population constituted 64,443 SMEs as registered and licensed by the County government
of Nairobi. The researcher targeted the owner/ manager in each of the SMEs as its unit of observation
therefore the sample size being 382 SMEs. Stratified sampling and simple random techniques were used to
choose the sample. The study used structured questionnaires to collect data for dependent, mediating and
independent variables, where each of the items was subjected to Five-point Likert scale, from 1=Strongly
Disagree to 5=Strongly Agree. The entire scales of the study had been authenticated in previous literature.
However, while all scales were adopted, they were amended to suit the setting of this research study.
Financial performance was measured following previously developed methods by (Al-Matari, ef al., 2014).
Furthermore, Overconfidence heuristic was measured using items developed by (Babajide and Adetiloye,
2012), and (Luong and Thu Ha, 2011). Also, Investment Decision measurements were selected from Pachur,
et al., (2008) and Scott and Bruce, (1995). Finally, Firm age was measured as the sum of years the firm has

been in existence that is the ordinal scale from 1 to 4 (Chun. et al., 2016).

The reliability of the instruments was tested using the internal stability technique by employing a Cronbach
Alpha rate of 0.7. Internal and external validity was assessed to establish whether the instrument truly
measures what it is projected to measure (Taber, 2018). Descriptive and inferential statistic tools were used
to analyze data. Descriptives were the mean; standard deviation; Skewness; and Kurtosis, while inferential
statistics was the Pearson correlation coefficient testing the relationship and strength between the variables.

Multiple regression models were used to check the hypotheses for the study.
The regression model:

Direct Effect.

FP =By +C A OVC + BsIND 4 € e cve eos oot eee oo eee oo eee e oo eee e eee e 1
Mediational model (indirect effect).

IND = By 4 C 4 BLOVC + £ e oo oot oo oo ees e et et oot e eee e o e ees 00 2.
FP =By + C 4 BrOVC + BoIND 4 € oo oo eee oo et s e eee oo eee et et eee e o223
Direct Effect: B, (C’)
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Indirect Effect: 8, * B3(axb)
Total effect: B,+ (By * B3)

6. Results
Table 1 below shows the alpha coefficient for reliability tests.

Table 1. Reliability’ of the Study Variables

Variables Cronbach's Alpha N
Financial Performance 0.815 7
Overconfidence Heuristic 0.837 8
Investment Decision 0.893 6

Source: Research Data, (2020)

The outcomes demonstrate that Investment Decision recorded the highest reliability (a = 0.893), followed
by Overconfidence heuristic, with a coefficient of (a = 0.837) and finally, Financial performance had a
reliability score of (a = 0.815). The reliability coefficients were above the recommended value (0.7) showing

consistency in measuring the constructs as per (Taber, 2018).

The study conducted Pearson correlation analysis to establish the link between the variables. Correlation
coefficient value (r) ranging from 0.10 to 0.299 was considered weak, from 0.3 to 0.49 was considered
average and from 0.5 to 1.0 were considered strong (Wong and Hiew, 2005). According to Field, (2005), the
correlation-coefficient should not be in excess of 0.8 to avoid multi-collinearity. In this test, the null
hypothesis was zero for the correlation-coefficient (no relation). Consequently, the null-hypothesis will be

rejected if the level of a significance test is below 0.05.

The regression test for both control and independent-variables (direct effect) was done. The hypotheses
tested the effect of Overconfidence Heuristic on financial-performance (DV) of Small; and Medium
Enterprises in Nairobi County, Kenya. The results in Table 2 below show that all the predictors explain
51.7% of the variation on financial performance, where (R-squared = 0.517, Adjusted R-squared = 0.508).
The findings also showed that the coefficient of determination was significant as shown by F = 103.79, p
<0.001. For the control variables, the firm size was non-significant but the industry (= 0.591, p< 0.05) the

results showed that it significantly influence the financial-performance.
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The 1¢t hypothesis (Ho1) states that Overconfidence Heuristic has no significance on the Financial-
Performance of SMEs in Nairobi County, Kenya and from the findings in table 2 below, the null hypothesis
is rejected. The findings reveal that Overconfidence Heuristic has positively and significantly effected
Financial-Performance, 3=0.156, p < 0.001, where (p-value = 0.000 which is below a = 0.05). Since there is

the low p-value associated with the t ratio, the null hypothesis is rejected.

Table 2: Coefficients of estimates

Unstandardize = Standardize Collinearity
d Coefficients  d Statistics
Coefficients
Std. Toleran
B Error Beta T Sig. ce VIF

(Constant) 2.368 136 17.454 .000
Operational years .060 .032 .084 1.897 .059 934 1.070
Industry .400 .030 591 13.321 .000 934 1.070
OVCAVE 182 .050 156 3.619 .000 779 1.283
Summary statistics
R 719
R Square 517
Adjusted R Square .508
Std. Error of the Estimate 424
Durbin- Watson 1.996
ANOVA (F stat) 103.79
Sig .000

Dependent Variable: Financial Performance
Source: Research Data, (2020)

The study established the Mediational Effect of Investment decisions on the relation between
Overconfidence Heuristic and the financial-performance of the SMEs in Nairobi County. The study used
Hayes 4 model to achieve the mediational effect and performed regression analysis on the Overconfidence
variable using PROCESS macro version 3.2 (Hayes, 2018). MacKinnon's (2012) four-steps were followed to
study the mediation effect. The study pursued to determine:

1. The power of Overconfidence Heuristic on Investment-decision indicated as path “a” (Figure 1)

2. The influence of Investment Decisions on Financial-performance, path “b:” (Figure 1).

3. The effect of Overconfidence Heuristic on Financial-performance while controlling for Investment

Decisions, path C/ (Figure 1).
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4. Lastly, the indirect path between Overconfidence Heuristic and Financial-performance via Investment
Decisions (aixbi). The bias-revised percentile bootstrap method decides whether the last condition is

satisfied. Covariates (Firm Age, Firm Industry) were all included in the analysis.

Step 1, indicated as Table 3 (Model 1), established that Overconfidence Heuristic significantly affected
performance with 3=.165, p<.05. In step two, presented as (Model 2), Investment-Decisions were found to
statistically and significantly affect performance with, 3 =.194, p <.05. Moreover, in the same Model 2, the
third step was tested while regulating for Investment-decisions. The study postulated that Overconfidence
Heuristic was statistically found to have a significantly positive effect on performance with, =.289, p <0.05.
The firm age and industry covariates were found to be significant with 3 =.058, § =0.353, p < 0.05

respectively.

Finally, results for the bias-revised percentile bootstrap method indicate (Table 3, Model 3) that the indirect
outcome of Overconfidence heuristic on financial-performance via investment decision was significant
(aixbi), p =032, CI = [.000, .076]. The indirect effect model indicates a partial mediation between
Overconfidence heuristic and financial-performance via investment decision. Furthermore, Model 4 (Table
3) reveals the total effect [C'+ (axb)] of the findings with Overconfidence heuristic having a 3 =.321, p <.05.
Results further indicate that the nature of firm industry covariate affects financial-performance with 3
=376, p <.05 while firm age did not show any significance. Based on the above results, the hypothesis of
this research was supported by the study findings. The implication of the findings showed that there was

a partial mediation effect because the confident level of the interval is a non-zero.

Table 3: Mediational Effect of Investment Decision on Overconfidence Heuristic and Financial-

Performance link of SMEs in Nairobi County

Predictors Model 1 Model 2 Model 3 Model 4

(IND) (FP) alxb1

B PV B PV B Pv

Constant 3.087 (.000) 0.529 (.028) 1.128 (.000)
Firm age -.083 (.069) 0.058 (.044) .042 (.160)
Industry 115 (.007) .353 (.000) .376 (.000)
OVCAVE 165 (.019) .289 (.000) 165 x.194 =032 321 (.000)
INDAVE - - 194 (.000) - -
R 211 .707 .675
R2 .045 .500 CI=.000 .076 455
F 5.226 83.85
Sig. (.002) (.000) (.000)
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Level of confidence for the confidence intervals in the output: 95

The bootstrap samples number for percentile bootstrap confidence intervals: 5000.
Source: Research Data 2020.

7. Discussion

The current study provides an important research model in understanding the mediational part of
Investment decisions on the association between the Overconfidence Heuristics and Financial-performance

of SMEs in Nairobi County.

The outcomes of this research study indicate that Overconfidence Heuristic improved financial
performance. The positive product of the relationship could be associated with the fact that many SMEs
use psychological aspects in their investment-decisions and therefore positively affect the financial-

performance of the firm.

The more self-confident investors are the more informed decision actions they can make. In business,
decisiveness is very important to catch great opportunities. Confident investors probably utilize their skills
and knowledge in certain circumstances to better the investment results. Barber and Odean (2001), argued
that overconfidence is paramount for difficult tasks and predictions with low predictability. From the path
coefficient, overconfidence heuristic is a robust predictor of Financial-Performance. The investment
decision was positively allied to financial-performance. The indirect effect through Investment Decision

has partial mediational relation between overconfidence; and financial-performance.
7.1. Theoretical and managerial implications.

Theoretically, this research confirms the theory used and contributes to the existing literature. The study
first confirms what has already been established by other scholars that overconfidence heuristic has a
significant direct effect on Financial-performance and Investment-decisions of Small; and Medium
Enterprises. Additionally, the study brings in some new knowledge that the Investment-decisions mediate
the connection between the Overconfidence heuristics and Financial-performance of the SMEs. Besides the
individual investors who may benefit directly from the outcomes of this study, the small; and medium
enterprises can use these findings as reference for their research and forecast of the trends of the investment
market. Our results have significant hands-on implications for individual investors, securities
organizations, and behavioral finance study. Specifically, our finding shows that the Overconfidence

heuristics strongly affect Investment decisions hence affecting the financial performance. Decision-makers
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should be acquainted to the heuristic behavioral biases. Investors can use the study to better understand
the effect of Overconfidence heuristics on individual investment-decisions and to develop models that
relate the critical factors of heuristics to have informed individual investment decisions. Moreover, both
national and global financial regulatory authorities, the government and supervisory agencies are likely to
have a superior understanding of the SMEs by appreciating the behavioral nature and investment decision
patterns of the investors in this sector. Lastly, this paper is one of its kind in emerging economies,
examining the meditational-role of Investment decisions on the link-between Overconfidence heuristic and

financial-performance using the highly rigorous method of PROCESS macro for analysis.
8. Recommendations

This study pulls an overall picture of the impact of Overconfidence Heuristic on the financial performance
and also the mediating effect of the investment decisions on the association between Overconfidence
Heuristic and the financial performance within Nairobi County. The future researchers ought to focus on
the challenges that the investors face in the process of making investment decisions. A study could also be
done to assess the effect of other factors that could affect SME investment decisions apart from the heuristic

factors reflected in this study.
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