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Abstract The behaviour of loan officers is affected by various cognitive biases mentioned in literature. They are
inherent with the loan officer’s decision to grant a loan. We examine four cognitive biases using a sample 47 loan
officers of microfinance institutions. we use multiple regressions to examine the effects of four types of cognitive
biases on the loan officer’s decision to grant loans. The results show that Prior hypotheses bias, escalating
commitment, reasoning by analogy and illusion of control all have significant effects on the decision of the loan
officer to grant loans. We suggest that loan officers should consider the possibility of these cognitive biases
interfering in their decision making process and awaken their consciences with regards to them when taking the
decision to grant a loan.
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1. Introduction

The role played by SMEs in the creation of jobs and
economic development is known both in developing and
industrialised nations. In Cameroon and other Sub-
Saharan African countries SMEs constitute the basis of the
economy. They are considered as a strategic tool of
economic and social development [1] and more than 70%
of the rural population in Africa works either formally or
informally in SMEs. Despite the contribution f SMEs to
the economy of countries access to bank financing
remains an important challenge [2,3]. The difficulties
faced by SMEs to access bank loans could be attributed to
the insufficient information given to banks [3,4]. In fact,
banks always face the problem of information asymmetry
when dealing with SMEs which leads to credit rationing
[5]. Credit rationing is when those who are creditworthy
do not get loans from the bank. The obstacles faced by
SME to access financing have always been a major issue
of debate in economic literature and politics. In order to
have an insight on the bank financing difficulties of SME
it is imperative to examine the factors that influence the
loan granting decisions of the banker/loan officer. Some
studies suggest that bankers are very sensitive to the
personality of the owner/manager of the SME [6,7] since
it is a determining element in entrepreneurial success. To
the best of our knowledge no study has examined

cognitive bias as a factor that could affect access to
finance by SMEs. It is in this light that we want to
examine cognitive biases as a factor that influences the
decision to grant loans in MFIs. In most developing
countries financial institutions are reluctant to grant loans
to small and medium sized enterprises since they do not
often have prepared financial statements and credit history.
Formal access to loans by SMEs is mostly obstructed by
the collateral requirement in the conventional financing
sector and this can be attributed to the size of the SMEs
and age, lack of business strategy, collateral, financial
information, bank requirement as well as the owner-
manager’s level of education and business experience [8].
Information asymmetry also affects SMEs access to loans.
Loans from financial institutions remain one of the
essentials ways of dealing with the issue of access to
finance by SMEs. Access to loan is affected by
information asymmetry [9]. Most studies examine SMEs
access to loans from the perspective of the characteristics
of the loan and the firm but this study attempts to examine
the loan officer characteristic and its effect on the decision
to grant loans to SMEs. One of such characteristics are the
cognitive biases embedded in the behaviour of the loan
officer. In this perspective, Forbeneh A. J. et al. [10]
examined the primary issue causing commercial banks to
lend to SMEs with the help of interviews with loan
officers using a verbal protocol analysis and the results
suggests that confidence is the paramount issue urging
commercial banks to grant loans to SMEs. Behavioural
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biases are often ignored that is the tendency to reason in
certain ways that can lead to systematic errors or
deviations from a standard of rationality or good judgment
in thinking or reasoning [11].

Evidence and explanation proposed in the theory of
bounded rationality explain that individuals are not always
able to obtain all the relevant information, which is
required to make possible decisions [12].

Cognitive biases are an essential ingredient in the
decision making process. A better understanding of how
biases influence the decision making process should help
managers be more effective in achieving their goals. There
has been growing recognition of the importance of
cognitive biases in decision making.

According to behavioral finance, individuals behave
according to cognitive bias in the decision process [12,13].
The concept of cognitive bias can be explained as
deterioration in the way individuals perceive reality [14].

However, little effort has been made to integrate
cognitive biases to various types of decision making
beyond the early attempts by Lyles and Thomas [15] to
study biases in problem formulation. In fact many scholars
assume that some cognitive biases are strong tendencies
that are present in various situations. Funda Civek [16]
also examined the effects of investor’s cognitive biases on
stock investment decisions and suggests that investors are
not fully rational. Within the scope of irrational act of
investors, the ability to select stocks has been illusory. It
is in this light that this paper seeks to examine the effects
of cognitive biases on the decision of loan offers to grant
loans to SMEs in Cameroon. Many studies have examined
the obstacles faced by SMEs in having access to loans in
Cameroon but no study has examined the influence of
cognitive biases of loans officers as an obstacle to loan
access by SMEs despite the existence of several studies on
the effects of cognitive biases on decision making.

2. Theoretical Model

The rationality of loan officers in taking the decision to
grant loans to SME is bounded by their own cognitive
capabilities. They are not super humans it is difficult for
them to absorb and process all the information provided to
them by the firm effectively and as such they may tend to
fall back on certain rules of thumb or heuristics when
making the decision to grant loans. Many of those rules of
thumbs are actually quite useful since they may help them
to make sense out of a complex and uncertain world.
However, sometimes they may make severe and
systematic errors in the decision making process. These
systematic errors seem to emanate from a series of
cognitive biases in the way human decision makers
process information and take decisions. Because of
cognitive biases many loan officers/managers may end up
making poor decisions and deteriorate the loan portfolio of
the bank. There are five well-known cognitive biases.
These biases have been verified repeatedly in laboratory
settings so we can reasonably be sure that loan
officers/bankers are prone to them. The prior hypothesis
bias refers to the fact that the loan officers who have prior
believes about the relationship between two variables then
to make decisions on the basis of these beliefs even when

presented with evidence that their beliefs are wrong. For
example They tend to seek and use information that is
consistent with their previous beliefs while ignoring
information that contradicts the beliefs. This suggest that a
banker who has a strong prior belief that a firms that does
not fulfills certain conditions should not be granted a loan
will reject the loan application of the firm despite
evidence that the firm is trustworthy.

When a banker/loan officer has committed significant
resources in assessing the loan file of a firm they may tend
to commit more resources when they receive feedback that
the firm is not credit worthy. This can be referred to as
escalating commitment. This may be an irrational
response and a more logical response would be to reject
the loan application and focus on other application files
rather than escalate commitments. Feelings of personal
achievement might induce loan officers to stick to a
particular loan application file despite evidence that the
firm is not credit worthy.

Loan officers can also use simple analogies to make
sense out of the information provided to them in the loan
file. This form of bias is known as reasoning by analogy.
For instance they may believe that since borrowers with
given characteristics have not defaulted in the past then
those who possess those characteristics today should also
be credit worthy. The bias of representativeness arises
when the loan officer in taking the decision to grant a loan
by generalising from a small sample or even a single vivid
anecdote.

The loan officer may equally overestimate his ability to
control the post ante events when deciding to grant the
loan. This may occur when the experience and seniority of
the loan officer makes them to be overconfident about
their ability to succeed. According to Richard Roll such
overconfidence leads to what he has termed hubris
hypothesis of takeover. He argues that senior experienced
officers are overconfident about their ability to create
value. This cognitive bias is referred to as illusion of
control. The behavioural aspects that are taken into
consideration while making decisions to grant loans are
based on the limits of the arbitrage of loan officers.

Prior hypothesis Reasaning by
Loan officer’s decisionto biase analogy
grantaloan /_>
Escalating Ilusion of
comitment control
Sourcezauthors

Figure 1. Theoretical model of the effects of cognitive biases on the
loans officer’s decision to grant a loan

3. Empirical Literature

There is an increasing interest in the research
community to explore this emerging topic of behavioural
finance [17].Many authors have identified the role of
behavioural biases in decision making [18,19,20]. The
award of the Nobel Prize of economics to Richard Thaler
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arouse interest in behavioural finance. Despite the infancy
of behavioural finance, there have been findings during
the last 50 years. It represents a focus on problems of
economic theory that result from the assumption of
rationality. Publications on prospect theory and the
replacement of behavioral economics with expected utility
theory can be mentioned as the origin of behavioral
finance. Prospect theory brought cognitive shortcuts,
heuristics, and their substantial impact on the decision-
making process. It contains three basic components as
reference points: probability weighting, loss aversion and
reduction of sensitivity. According to research by
Statesman [21], in the field of behavioral finance, people
critically underestimate probabilities and their objective
value. Individuals arguably place extra emphasis on low
probabilities but underweight high chances. Conventional
finance has made progress within the framework of
rational choice and expected benefit assumptions while
behavioral finance is based on expectation theory [16]
Thus in this study we focus on psychological and
emotional biases given that human beings are usually
imperfect and these biases are present in most of us.

According to authors such as Corr et al. [22], Thaler
[23], and Tversky & Kahneman [23], behavioral
economics focuses on understanding human psychology
and particularly why people deviate from rational actions
when they make decisions. The researchers confirm that
many people are inclined to choose an option that brings
instant pleasure rather than the one which will beget long-
term satisfaction at the expense of short-term gratification.
Using behavioral economics, individuals and institutions
can take advantage of this to manipulate individuals and
groups into a specific course of action or purchase.
Behavioral economics, which combines ideas from
psychology and economics, provides valuable insights
regarding the fact that individuals are not always behaving
in their best interest. A knowledge mix from judgment and
decision making research is created in order to inform
realistic assumptions about the thoughts, feelings and
actions of individuals. A more cynical view is that
behavioral economics is just repackaged psychology
couched in terms more amenable to economics, but not
“true” psychology, which is held in high regard. Samal
and Mohapatra [24] studied the impact of behavioural
biases on the investment decisions of risk-averse investors
and they found that respondents have a similar perception
of availability bias, representativeness and emotional
contagion, while the other four factors herding,
informational cascades, anchoring and overconfidence,
showed significant discrimination in  investment
decisionmaking between the two groups of investors. The
most discriminatory factor for investor groups identified
was herding.

As presented by Kaustia [25], Chataway [26] and
Bollen et al. [27], there is also a clear correlation between
financial decision making and behavioral factors that
should also be taken into account in the process of
investment. To predict future stock prices and their
changes based on publicly available information is not
possible in an efficient market. Many early violations of
this principle had no explicit link to behavior. So it was
reported that small firms and “value firms” (those with a
low price to earnings ratio) earned higher returns than

other stocks with the same risk. These authors found in
their work that some customers and investors were more
likely to sell a stock that had increased value than one that
had decreased. There is a field in finance in which a
behavioral approach was least likely to succeed. The
savings had to be the most promising. The standard life
cycle model of savings abstracts from both bounded
rationality and bounded willpower, but savings is both a
complex cognitive problem and a difficult self-control
problem. So, it is less surprising that a behavioral
approach has been valuable here. Bollen et al. [27] and
Shotton [12] confirmed that behavioral finance is focused
on the influence of psychology on the behavior of
managers, investors and financial analysts. It includes the
subsequent effect on the markets, and it focuses on the
fact that managers and investors are not always rational,
have limits to their self-control, and are influenced by
their own biases. Psychological and sociological factors
have a great effect on the financial decision-making of
managers. Sometimes, they are highly optimistic and self-
confident during solving particular projects within
teamwork. Their higher optimism can lead to wrong and
irrational decisions. It is typical for behavioral finance that
it enables us to learn from mistakes and experiences.
Managers in various managerial levels can be influenced
by their own optimism, and further, they can over-estimate
particular future incidents. As it is a well-known fact, self-
confidence can lead to mistakes and errors in decision-
making, and highly self-confident managers tend to
underestimate the risk of future results [28].

Baig, Umair, Batool Muhammad Hussain, Vida
Davidaviciene, and leva Meidute Kavaliauskiene [29]
explore the investment behavior of female entrepreneurs
as the newcompetitor in the investment field and to
determine the underlying factors that influence their
investment attitudes. The study revealed that female
entrepreneurs are not inclined to take risk in their business
for investment decisions, they are somewhat conservative
and risk averse. Kappal and Rastogi [30] also argued that
individual investment behavior is affected by personality,
gender difference, socio-economic environment, attitudes,
myths, and other demographic information. Bikas,
Egidijus, and Evelina Glinskyte [31,32] identify and
evaluate the financial factors influencing the investment
behaviour of Lithuanian companies. Out of 26 Lithuanian
companies listed on this stock exchange, 16 were selected
whose activities are not related to financial instruments.
The results provided strong evidence that a company’s
financial assets have a positive impact on capital and
overall profitability, i.e., Lithuanian companies with
higher profitability invest in financial instruments more
often, while companies with borrowed funds and with
higher financial restrictions invest less. The study showed
that the performance indicators of Lithuanian companies
have a weak impact on the size of the company’s financial
assets; therefore, it can be assumed that this is related to
cognitive factors and heuristics. How ever the biases
examined in this study are some of the major pitfall of
strategic decision making and the decision to grant loans
is a strategic decision in lending institutions.

4. Methodology
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4.1. Research Design

In this study we use a cross sectional research design to
examine the impact of cognitive biases on the decision of
the loan officer to grant loans. A cross sectional study is a
study design that is conducted within a short period at a
particular point in time. This method was used by the
researchers to study the characteristics of interest at a
particular point in time [33].

4.2. Population and Sample Size of the Study

[34] indicates that population of a study is the full set of
cases from which a sample is taken. The population of the
study is made up of loan officers of microfinance
institutions. As it is often impossible and generally
accepted that the entire population of a study cannot be
studied. In this regard, the researchers used both purposive
and convenient sampling techniques to select fifty-one (51)
loan officers as the sample size of the study.

4.3. Data Source and Method of Data
Collection

The data for this stud was collected using a
comprehensive questionnaire designed to cover the
objectives of the study was used to collect the data. The
questionnaire was structured into four sections. The first
section was aimed at obtaining demographics data about
the respondents. Section B of the questionnaire focuses on
the roles of cognitive biases. The third section examines
the role of cognitive biases in the loan granting process of
MFlIs. The final section was to assess the Questionnaire
was used to obtain data from the loan officers of MFls.
Methods of Data Analysis

The questionnaires, which were administered to the
respondents, were tabulated and data analyzed using
descriptive, inferential and quantitative analytical
techniques with estimations from the Gnu Regression,

Statistical tools such as frequency distribution tables
were employed in analyzing the questionnaire. This study
used the ordinary least squares multiple regression
econometric model in estimating the study. The multiple
regression model is specified as follows:

LGD =a+ fPH + B,EC+ 3+ RA+ B4IC +¢
For g >0

Where LGD indicates the decision to grant a loan by
loan officer; PH represents prior hypothesis biase, EC

denotes the escalating commitment of loan officer in the
loan granting process, RA also represents the reasoning by
analogy, and IC is the illusion of control in the loan
granting decision B; represents the coefficients of the
independent variables, and is the constant term and the
explains the error term of the model.

5. Empirical Results and Discussions

5.1. Socio-Economic and Demographic
Characteristics of loan officers

The socio-economic demographic characteristics of the
loan officers are summarized in Table 1.

5.1.1. Gender of Loan Officers

Out of the 51 sample size, the statistics shown in table
1 below indicates that 35% of the respondents were
females as against 65% of males. This indicates men
dominate the manufacturing firms as compared to women.

5.1.2 Educational Background of Loan Officers

The study explored the educational background of
respondents and out of 51 respondents’ sampled, table 1
below identified majority of 45% respondent’s as master
degree graduates. Other certificate holders followed with
37% and respondents with first degree certificate were
18%. This result indicates that there are more educated
workers in the manufacturing sector.

5.1.3. Experience of Loan Officers

Out of the 51 respondents, 14% of respondents
indicated that they have been working with the MFI for
the past 10 years and same to those less than a year. 39%
of another group indicated that have been working with
the firm between 1-4 years whilst 33% of the rest
respondents claimed to have been in the institution for 5-
10 years. Refer to table 1 below.

5.1.4. Number of Years of existence of the MFls

With respect to the 51 respondents, 2% of respondents
indicated that the MFI have been in operation between 1-
4years now. 39% of another group indicated that the firm
has been operating between 5-10 years whilst 59%of the
respondents claimed that the MFI has been in business for
over 10 years. Refer to table 1 below.

Table 1: Socio-economic and Demographic Characteristics of Respondents

Number Percentage
Gender Male 29 61.7%
Female 18 38.3%
Total
Level of education Bachelors degree 14 29.8%
Masters 16 34.04%
Other 17 36.17%
Total 47
Working experience Less than 1 year 07 14.8%
1to 4 years 16 34.04%
5 to 10 years 15 31.9
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10 years and above 09 19.14%
47
Position Loan officer 28 59.57
Branch manager 19 40.42
Number of ye:/rlsF?f existence of 14 years 06 12.7
5-10 years 17 36.17
Above 10 years 26 55.31

Source: Researcher’s findings

5.2. The Role of Cognitive Biases in the Loan
Granting Decisions of Loan Officers

The study examines the effects of cognitive biases on
the loan officer’s decision to grant loans in Cameroon.
With regards to this effect, loan officers were questioned
to rate on weighting levels which are strongly agree, agree,
neutral, disagree, and strongly disagree, for each statement.
The statistical analysis results from Table 2 present
responses on the effects of cognitive biases. It has been
deduced that cognitive biases influence the loan officer’s
decision to grant loan. Most loan officers believe that
borrowers with similar characteristics may have the same
behavior (prior hypothesis bias)

The decision of the loan officer sometimes integrates
prior hypothesis bias (X = 1.68).

Implying that most of the respondents indicated that
prior hypothesis bias sometimes influence the decision to
grant loans in MFIs. Most loan officers believe that loan
applicants with similar traits are likely to behave the same,
few (SD= 0.579) disagree with the statement.

Also, respondents with a mean of 1.74 admitted to the
fact that they were sometimes ignorant about the negative
feedback from the loan applicant when taking the decision
to grant a loan whereas a small portion (SD=0.63)
disagree. The respondents also highly agreed (X = 1.91) to
the fact that they sometimes compare loan applicant with
previous borrowers with similar characteristics when
deciding to grant loans whereas a small portion
(SD=0.806) disagree.

Respondents further recognized (X =1.7) the fact that
they sometimes consider their past experience as loan
officer when deciding to grant loans. Cognitive biases
distort the benchmark for the decision to grant loans.

5.3. Results and Discussion

Table 2: The role of cognitive bias in the loan officer’s decision to
grant a loan

Table 3: results of multiple Regression

t-

Coefficient Std. error ratio p-value
Constant 0.481432 0.163849 | 2.938 | 0.0052%**
Prior
hypothesis 0.0893418 | 0.0818855 | 1.091 0.2811
bias
Escalating 0.330439 0.0991602 | 3.332 | 0.0017***
commitment
Reasoning by | ) 417396 0.0886376 | 3.581 | 0.0008***
analogy
Hllusion of 0.423357 011125 | 3.805 | 0.0004%**
control

Source: authors finding

Analysis of Variance (ANOVA)

This analysis is caied out to determine the fitness of the
regression model using f-statistics and the results for the
analysis of variance are presented in table below

Table 4: Results of the ANOVA analysis

cres | frobiom | Mean Sauare
Regression 624.066 4 156.016
Residual 6.91403 45 0.153645
Total 630.98 49 12.8771

RA2 = 624.066/630.98 = 0.989042
F(4.45) = 156.016/0.153645 = 1015.43 (p.value 1.82¢-043)

Response were found to be significant at 5% significance level

95% confidence level

Mean Lower Upper

Your belief about the behaviour
of borrowers with similar 1.68 1.52 1.86
characteristics

The ignorance of negative

feedback about a loan applicant 175 162 1.96
Simple comparison v_vlth previous 191 168 212
borrowers with similar features
Your decision is essentially
based on your past success as a 1.70 151 1.92

loan officer

At 95% Confidence Interval
Source: authors finding

Source: authors finding 2020

The hypothesis of testing the fitness of the model
Ho: The model does not fit well with the data
H1: the model fits well with data

Considering the p-value (0.000) of the F-statistics
(1015.43), the multiple regressions were found to be
significant at 5%. This implies that there is enough
evidence to reject the null hypothesis that model does not
fit well for the data. This indicates that the model fits well
with the data used in the study.

The relationship between cognitive biases and the
decision to grant loans

This study examines the effects of cognitive bias on the
decision to grant loans in MFIs. The testing of the relation
ship  between, Prior hypothesis bias, Escalating
commitments, reasoning by analogy and illusion of
control and the decision to grant loans in MFIs in
Cameroon was done using the estimation of the Pearson
correlation coefficients. From the table below it is seen
that all the variables have the correlation coefficient above
(r=0.970) and are all significant (Sig=0.000; p <
0.01) which implies that there is a strong positive
relationship between the variables Prior hypothesis bias,
escalating commitment, reasoning by analogy and illusion
of control and the decision to grant loans to small
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businesses by MFIs in Cameroon. The test indicates that
the relationship between the variables is positive showing
that any 1% significant positive or negative changes in the
level of prior hypothesis biases, escalating commitment,
reasoning by analogy and illusion of control will lead to a
corresponding 1% significant change in the decision of
MFIs in Cameroon to grant loans to small businesses in
Cameroon.

Table 5: Relationship between cognitive bias and the decision of
MFIs to grant loans to small businesses

Prior Escalating | Reasoni Ilrl1uos;0 Loan
hypothes | commitme ng by contro decisio
is bias nt analogy | n

Prior

hypothesis 1

bias

Escalating

commitme | 0.985** 1

nt

Reasoning

by 0.972** 0.975** 1

analogy

Hllusion of |6 g7gx | 09980+ | 0.955%* | 1

control

Loan -

granting | 0.983* | 0990+ | 0g77x+ | 0984 1

decision

Note: **Correlation is significant at the 0.01 level (2-tialed)
Source: authors finding

6. Discussion

The study found that cognitive biases sometimes play a
role in the decision to grant loans in MFIs. The multiple
regressions were found to be significant at 5% thus the
model fits well with the data of the study. The variables
have a correlation above (r= 0.970) and are all significant
showing that there is a strong positive relationship
between the variables prior hypotheses biase, escalating
commitment, reasoning by analogy and illusion of control
and the decision to grant loans.

It equally reveals that 0.989 per cent variability of
cognitive biases explained by the decision to grant loans
by Rz = 0.902. The findings also show that prior
hypothesis bias, escalating commitment, reasoning by
analogy and illusion of control play a vital role and have a
positive effect on the decision of MFIs to grant loans.

7. Conclusion and Recommendation

This study examines the effects of cognitive biases on
the decision to grant loans in MFIs in Cameroon. Based
on the data collected and the findings obtained. Multiple
regression was t\used to analyse the data collected and the
results show that there is a strong positive relationship
between the variables prior hypotheses bias, escalating
commitment, reasoning by analogy and illusion of control
and the decision to grant loans. The study concludes that
the four cognitive biases that is prior hypothesis bias,
escalating commitment, reasoning by analogy and illusion
of control play an important role and equally has a
positive effect on the decision to grant loans in

microfinance institutions. It also concludes that 0.989
variability of congitive biases is explained by the decision
to grant loans as indicated by Rz = 0.989. The study also
suggests that there is a strong positive correlation between
cognitive biases and the decision to grant loans. Loan
officers should get information from multiple perspectives
and cross-referencing data to avoid reliance on biases.
They should evaluate their skills and knowledge
objectively so as to reduce biases.Behavioural biases play
an important role in the decision to grant loans, Thus loan
officers and managers should understand and correct them.
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Questionaire
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This questionaire will be used only for research purposes with the aim of understanding the effects of the behaviour of

loan officers/managers on the decision to grant loans. The information provided is strictly for academic purpose.

A-Information about respondent Tick [V] the correct answer

1. What is your gender? Male [ ]
2. What is your level of education

Bachelor degree [ ] Masters[ ] Others[ ]
3. How long have you been working with the institution ?

Lessthanlyear[ ] 1to4Years [] 5tolOyears [ ] 10yearsandabove [ ]
4. What is the position you occupy in the institution ?

Loan officer [ ] Branch Manager [ ]
5. Your institution has been existing for how many years ?

ltodyears[ ] 5tolOyears [ ] Abovel0years][ ]

Female [ ]

B-Information about the effect of behavioural biases in decision making

To what extent do you usually realise the following affect your decisions when you arbitrage to grant loans to SMEs.

Respond by ticking [] the correct answer
SA = Strongly agree , A= Agree , N = Neutral, D= Disagree , SD= Strongly disagree

SA A N D SD

1-Your belief about the behaviour of borrowers with
similar characteristics

My thoughts about previous borrowers with similar
traits who defaulted

My thoughts about previous borrowers with similar
traits who dis not default

2-The ignorance of negative feedback about a loan
applicant

Granting loan despite unfavourable information from
colleague

Granting loan despite unfavourable information in the
customers file

3-Simple comparison with previous borrowers with
similar features
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Comparison with previous borrowers with similar
features who defaulted

Comparison with previous borrowers with similar
features who did not default

4-Your decision is essentially based on your past
success as a loan officer/manager

Your decision focuses on the characteristics of past
borrowers to whom you have granted loans and they did
not default

Your decision focuses on the characteristics of past
borrowers to whom you have granted loans and they
defaulted




