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Judgment in Managerial Decision 
Making 8e

Chapter 2
Common Biases

All biases discussed in this chapter

Availability heuristic

• Tendency to rely on knowledge that is readily 
available rather than examine other alternatives or 
procedures. 

• our memory is influenced by information that is 
unrelated to objective frequency of actual events 
(actual base rates).

Example

- Investors are more likely to think of popular 
companies when buying stocks

- stock in these companies are more likely to be overvalued 
than stock in relatively obscure companies.

Problem Answers

• Rank order causes of death

• Estimate death rates

Rank Cause of Death Deaths in 2015

3 War and civil conflict 182,000

2 Nutritional deficiencies, including starvation 418,000

1 Respiratory infections, lung cancers, and lung 
diseases

3,500,000

You are twice as likely to die by stroke. 

Availability Heuristic Biases

• Ease of Recall Bias = Vividness of memory 

– Estimating death rates

– Airline security decisions

• Single shoe bomb -> everyone takes off shoes

– Performance evaluations

• managers evaluating employee performance are influenced by 
performance in the past 6 months

• Retrievability Bias = Ease of retrieval from memory

– Words starting with “a” vs “a” as 3rd letter

– Hiring decisions

• managers more likely to hire people they know & miss on more 
qualified candidates

The Representativeness Heuristic

• Tendency to assume that the likelihood of a 
specific occurrence is related to the 
likelihood of similar occurrences

– Insensitivity to sample size

–Misconceptions of chance

– Insensitivity to base rates

–Regression to the mean

– The conjunction fallacy
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A certain town is served by two hospitals. In the larger 
hospital, about 40 babies are born each day. In the smaller 
hospital, about 10 babies are born each day. For a period 
of one year, each hospital recorded the days in which more 
than 60% of the babies born were boys. Which hospital do 
you think recorded more such days?

a. The larger hospital

b. The smaller hospital

c. About the same (within 5 percent of each other)

Insensitivity to sample size
Example: Births The Law of Small Numbers

• The Law of Large Numbers says that the mean of a 
large sample drawn randomly from a population is 
very likely to be very close to the mean of the whole 
population.

• Kahneman and Tversky’s Law of Small Numbers: an 
individual’s choices are overly influenced by the 
outcomes in a small sample, especially if the sampling 
is personally experienced by the individual
– We tend to generalize on the basis of limited samples

– We use of minimal information to reach far-fetched 
conclusions 

– We overgeneralize

Misconceptions of chance

Example: Having a Baby

• A couple had three children, all of them girls. Now 
expecting fourth child.  Do the odds favor having a boy 
this time? What is the best estimate of the probability of 
having another girl? 

a. 6.25% (1 in 16) – odds of getting 4 girls in a row

b. 50% (1 in 2) – equal chance of getting either

c. Some other %

Example: Coins

• Which series of 10 coin tosses is more likely? 
HHTTHTHTTH or HHHHHHHHHH 

Errors Assessing Probabilities

• Gambler’s fallacy is the belief that once an 
event has occurred it is less likely to repeat
–After a lottery number came up a winner, 

bettors tend to avoid it
–After 4 or more red spins on a roulette wheel, 

people start betting against red.

• Hot-hand fallacy is the belief that once an 
event has occurred several times in a row it 
is more likely to repeat
–Arises when people can easily invent 

explanations for streaks, e.g., basketball

Lisa is 31 and is pregnant. She is worried about birth 
defects such as Down syndrome. Her doctor tells 
her that she need not worry too much because 
there is only a 1 in 1,000 chance that a woman of 
her age will have a baby with Down syndrome. 
When a baby has Down syndrome, the test delivers 
a positive result 86% of the time. There is also a 
small “false positive” rate: 5% of babies produce a 
positive result despite not having Down syndrome. 
Lisa takes the test and obtains a positive result. 
Given this test result, what are the chances that her 
baby has Down syndrome?

Insensitivity to base rates
Example: Test results

• What are the chances that her baby has Down syndrome? 
1.7%

• Per 1,000 women Lisa’s age, 999 do not have a baby with 
Down syndrome.

• 5% of women with a baby that does not have Down 
syndrome will receive a false positive test.

• 999 * .05 = 49.95 women per 1,000 receive a false 
positive.

• 86% of babies with Down syndrome test positive the first 
time.

• .86*1 = .86 per 1,000 women with a Down syndrome 
baby receive an accurate positive test

• .86/(.86 + 49.95) = 1.7% of women who receive a positive 
test have a baby with Down syndrome

• People fail to account for the fact that only 1/1,000 women 
Linda’s age receive an accurate false positive
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1. People gamble at casinos when on average gamblers 
lose money

2. People buy insurance against failure of a new 
computer, even though the probability of a failure is 
very low and the expected value of the insurance is 
far less than its price 

3. Someone who is very polite but rigid is assumed to 
be English

4. I meet 3 people from a company and they are all 
aggressive, I assume that the company has an 
aggressive culture and that most other people 
from that firm will also be aggressive.

Ignoring base rates
Examples: Assigning high probability to low 

probability events
A single attribute in isolation is more likely to describe a 
person than the combination of 2 attributes. But because 
combined attributes tend to make things more easy to 
visualize, people often think that the combined attributes 
are more likely than one of them in isolation.
Linda is a 32 year old, single, outspoken, and very bright. 
She majored in philosophy. As a student she was deeply 
concerned with issues of discrimination and social justice, 
and also participated in anti-nuclear demonstrations.
•Rank the following statements by their probability

a) Linda is active in the feminist movement.   
b) Linda works at a bank.
c) Linda works at a bank and is active in the feminist 

movement.

Conjunction bias
Example: Lynda

Regression to the mean

• An extreme value (good 
performance) is likely to be followed 
by one which is much closer to the 
mean

Confirmation Heuristic

• Tendency to make judgments by confirming prior 
information or beliefs rather than seeking to find 
evidence that disconfirms these beliefs.

– Confirmation bias

– Anchoring

– Conjunctive and disjunctive events bias

– Overconfidence

– Hindsight and the curse of knowledge 

Confirmation bias

• Information contradicting a hypothesis can be 
ignored or misinterpreted, especially if 
information is ambiguous. 

 A person who has recently changed his mind can 
be under-confident.

 Individuals see confirmation in data when none 
exists

 Spurious correlations –www.tylervigen.com

Anchoring Effects
• Anchoring is the influence on our choices of 

irrelevant information.
– We would be more accurate if we never allowed the arbitrary 

starting point to influence our decision-making in the first place

Experiments
• Write the last 3 digits of your phone number and add 1 to 

the front of the string, as if it were a year. Was the Taj 
Mahal completed before or after the date formed by 
your phone number? What year was the Taj Mahal 
completed? 

• Get 2 numbers from the wheel of fortune.  Is the number 
of African countries in the United Nations was greater 
than that number? Guess the number of African 
countries in the UN. The guesses are influenced by the 
outcomes of the wheel.

http://www.tylervigen.com/
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Anchoring experiment
• 55 subjects asked to write down last 2 digits of SSN and 

maximum they would be willing to pay for 6 products

Anchoring Examples

• Stores cross-out old price and replace it by sales price

• Higher “Buy Now” prices on Ebay increased how much 
people bid

• People often fail to adequately adjust their opinions from 
the first impressions they form of others.

• Children who score well on achievement tests are given 
more attention from their teachers, even if the test was 
arbitrary and the children had no difference between 
them in the first place.

• People often hold stereotypes about social groups and 
despite efforts to adjust from their stereotypes when 
considering individual members of the social groups, they 
do so insufficiently

Example: On the objectivity of grades

Experiment (Darley and Gross)

• Design: Individuals saw video of a 4th grade girl 
and were asked to assess her ability. 
– Some saw her answering questions. 

– Others saw her playing in an upper-class suburb. 

– Others saw her playing in a low-income urban setting.

• Results: Those who saw her playing in a low-
income urban setting rated her as below grade 
level. 

21

a. Drawing a red marble from a bag containing 50% 
red marbles and 50% white marbles.

b. Drawing a red marble 7 times in succession, with 
replacement, from a bag containing 90% red 
marbles and 10% white marbles.

c. Drawing at least one red marble in 7 tries, with 
replacement, from a bag containing 10% red 
marbles and 90% white marbles

People overestimate the likelihood of events that 
occur in conjunction and underestimate the likelihood 
of events that occur in isolation from one another.

Conjunction bias
Example: Which is more likely?

The Mother of All Biases: Overconfidence 

• “Most robust finding in the psychology of 
judgment”

• Some consequences of overconfidence:

– Wars

– Stock market bubbles

– Strikes

– Unnecessary lawsuits

– High rates of entrepreneurial failure

– Failure of mergers and acquisitions

Three Forms of Overconfidence
Overprecision Overestimation Overplacement

Being too certain that you 
know the truth.

• Excessive certainty in your 
accuracy of estimates

• Lack of interest in testing 
your own assumptions

• Dismissing evidence 
suggesting you are wrong

• When we lack knowledge 
about a topic, we often 
exhibit more overprecision.

• Advisors who express the 
most certainty are often 
the most trusted  -
overprecision is rewarded 

Thinking you are better than 
you really are.

Overestimating
• how much work you will do 

in an hour
• your control
• your test scores on GMAT
• your attractiveness to 

others

Falsely thinking that you are 
better than others.

• Negotiating against a
superior opponent

• Representing yourself in 
court against experienced 
attorney

• Entering a prestigious 
competition

• Founding a start-up and 
competing for funding

• 93% of US drivers believe 
they are better than the 
median driver

• Men and Women both 
overestimate the percent 
of housework they do.
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Consequences of Overprecision
Being too certain that you know the truth

• We tend to ignore feedback from others suggesting that our judgment is 
biased.
– When we learn what other people estimated after making our own 

estimates, we adjust to their estimates, but we overweight our own prior 
estimates.

– If we were truly unbiased, we would equally weight our own opinion with 
those of others on average.

• Being excessively certain that you can estimate the future value of a 
financial asset leads to excessive trading in financial markets.
– Most investors experience portfolio turnover, which leads to them faring 

worse than they would have if maintaining a passively managed index fund.

• Managers are often excessively certain about their ability to detect job 
applicants who will be successful working for them.
– This belief leads them to spend many hours in interviews trying to get a read 

on job candidates.
– Face-to-face interviews are bad predictors of future performance while 

simpler tools such as IQ tests can tell us more about a candidate’s capacity to 
perform well in the future.

– Abandoning face-to-face interviews in favor of more simple diagnostic tools 
may save managers valuable time.

Combat the tendency to be overprecise: 
make an effort to consider information that disconfirms 
our prior beliefs

Consequences of Overestimation
Belief that one is better at something than one really is

• Self-enhancement, the tendency to view ourselves positively as 
opposed to accurately.
– We tend to believe that the groups to which we belong are superior to others.
– We like the letters in our names more than other letters.
– We value items that we possess more than items we do not possess.
– We overestimate our performance, abilities, and talents.
– We evaluate ourselves more positively on desirable traits than on less desirable traits.

• We exhibit the planning fallacy, the tendency to overestimate the 
speed at which we can complete projects and tasks.
– On very simple tasks, we overestimate our completion times.
– On major projects, we under-estimate completion times and budget.

• Optimism bias: We tend to be overly optimistic about our future 
outcomes.
- Sometimes, we engage in defensive pessimism so that we are not disappointed 

when a desired future outcomes does not come true.
- Just before receiving performance feedback, we may reduce our performance 

expectations to lower the likelihood that we are disappointed by falling short of 
our expectations.

Consequences of Overplacement
False belief that we are better than others

• We inflate our expectations of success in lawsuits and court 
battles.
– leads to extended court battles with high legal fees that have a low 

probability of success.

• Entrepreneurs tend to overestimate their relative skill
– leads to entering markets in which they are incapable of competing with 

existing firms.
– 4 out of 10 businesses fail within a year, 9 out of 10 within several years.

• CEOs who believe that they are better at creating value for other 
firms than their current CEO 
– leads to costly mergers and acquisitions that are likely to fail.

• We may choose careers on the basis of thinking that we are 
exceptionally talented at the required skills. 
– while we may be better than most people, we are competing against a 

select group of others who are also extremely talented and in many 
cases better than ourselves.

Positive Illusions

• Positive illusions can be beneficial:
– Help our self-esteem, resilience and commitment in the face of 

adversity.
– Good for our physical and mental health.
– Allow us to feel in control of situations.
– Make us more persuasive to others.

• Positive illusions can lead to biased decision-making, leading to :
– unnecessary conflict and discontent.
– claiming credit: belief that we contributed more to a project than we 

actually did.
– blaming failure factors other than our own biased decision-making, 

which makes us unlikely to learn from our mistakes.
– cheating on tasks because we are better at justifying our behavior to 

ourselves when we believe that we are superior to others.
– loss of credibility the moment that our overconfidence is exposed. 
– failure to adequately prepare (since we are already good), which can 

undermine our performance.

Gender differences in overconfidence

• Rational choice theory assumes that gender has no effect on 
decision making.

• Both men & women are overconfident and trade too much. 

• Why do people trade stocks?

• Rational model of stock trades says I would only buy if the 
expected future stock price minus the risk premium must be 
greater than current price, and sell if the opposite

• Men more overconfident, lose more money to overtrading 

• Women are also more risk averse.

• Men tend to be more over confident in business decisions

• Often overconfidence helps performance

30
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Hindsight Bias

• After finding out whether or not an event 
occurred, individuals tend to overestimate the 
degree to which they would have predicted 
the correct outcome. 

The Curse of Knowledge

• Individuals fail to ignore information they 
possess that others do not when predicting 
others’ behavior. 

Summary

• Heuristics simplify our decisions

• Often, they save us time

• In many cases, they can bias our decision-
making and lead to costly mistakes

- By recognizing the situations in which we are 
likely to misapply heuristics, we can take action 
to correct our initial biased judgments based on 
intuition in favor of more accurate judgments 
based on systematic thought.

Reference point matters

• What world would you rather live in?

You own       Others own

A        100              110

B          90                80

Reference point
• Outcomes are defined relative to a reference point, which 

serves as a zero point of the value scale

– Our status relative to others matters more than absolute wealth 

– Percent of happy people in poor countries is about the same as 
in rich countries

• “Our perceptual apparatus is attuned to the evaluation of changes 
or differences rather than to the evaluation of absolute magnitudes. 
When we respond to attributes of such as brightness, loudness, or 
temperature, the past and present context of experience defines an 
adaptation level, or reference point, and stimuli are perceived in 
relation to this reference point.”  (Kahneman and Tversky, 1979)

Evolutionary Explanations

• Our body responds more to changes and differences 
rather than levels

• brightness or color 

35

Loss Aversion

• “A salient characteristic of attitude to changes in welfare is 
that losses loom larger than gains.” (Kahneman and 
Tversky, 1979)

• Bet on a coin toss 

• – Heads you lose $100

• – Tails you win $X

• How big does X have to be for you to take the bet ?

• The pain of a $100 loss is larger in absolute value than the 
joy of $100 gain

– Losing $100 and then finding it adds up to a net loss

• Classical economics: no such assumption

– Losing $100 and then finding it adds up to zero change
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Loss aversion evidence
• In 2009, German billionaire Adolf Merckle committed 

suicide by jumping in front of a train. He was distressed 
over financial reverses. His net worth was still in the 
billions.

• Investors hold stocks that have lost value (relative to 
purchase price) for too long, while selling rising stocks 
quickly

– Also evident in housing market

• End-of-the-day effect in racetrack betting 
– Bets shift towards long shots and away from favorites

• Neither gains nor losses are additive

– Pleasure of a $20 windfall is less than twice that of a 
$10 windfall


