Vol.3/TAHUN 11/1999

PROGRAM MAGISTER MANAJEMEN UNIVERSITAS DIPONEGORO

Arifin Sabeni 1  The Role of Management Accounting :
“ It’s Implementation In The Public Sector

S

Imam Ghozali 14 Beberapa Studi Tentang Tarif Listrik di
Indonesia dan Alternatif Penentuan Tarif
dengan Metode Akuntansi

Anies Chariri 21 Cognitive Limitations and Decision Making
Mike Crosefti 29 An Overview of Electricity Tarif Regulation

Parno Isworo dan 42 Permasalahan Dalam Penetapan Tai‘ifListrik
Syaiful B.Ibrahim ‘

‘Muchammad 50 Manajemen Strategi _E)a!am_'{;ingkmg_
Syafruddin . Bisnis Baru

* Yohanna Maria 63 Kebijakan akan Penen‘tua?i
Kodoatie Publik ( Sebuah Tinjauan T¢
| Posai ~

Prayogo Présojo 79 Manajemen Etis : Sebuah Stra
| ~ Bisnis .



itis widely known thaijudgment s an inevitabl

By: Anig Chariri

io aspect of fiving for
&

both individuals and organisations. fudgments involve information acquisition
and processing that are required In helping individuals make a decision.
Individual’s ability to search for and process information wifl eventually deter-
mine the accuracy of fudgments and decisions made. Unfortunalely, individuals,
as human beings, have cognifive limiiations in searching forand processing

information. Asaresult, they canma
{1980) argues, although individuals are adaplive, they Aave
processing capacities. This paperdiscusses cogriifve Emitati
obfaining and processing information, the poteniial impaci of

b Y SN S . ¥ i
ke an inaccurate fudgment As Hogarth

rfed inforrmaiion
¢ of individuals in
e lmiiations on

making decisions, and possibilitizs to overcome the firmitations,

Cognitive Limitations®
HE main cognitive limitation of in-
dividuals in searching for informa-
Hon is inability of individuals to ob-
tain comprehensive information due io
the fact that pecopie have a limited
memory capacity. Hogarth (1980; be-
lieves that individual's perception to-
vard information is “selective”. Indi-
viduals tend to gather and process infor-

B Much of discussion on this seciion Js based on
Hogartly's reviews (1980}

=
)
e

tion available and ignore other rei-
evant information that has not been

available at the time they are making a
judgment. it is also believed that “people
&

sions when evenis occur E-c;gc-tiwr,
thereby forgetting instancves when there
was no occurrence” {Goodwin and
Wright, 1993; 5. 154}, An empirical evi-
dence also shows that individuals tind it
difficuit o choose information. For ex-
ample, research conducted by Abdel-
Khalik and EF-Sheshai (1980} showed that

ke
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information choeice was the main re
for the inferior prediction achievement.

The second cognitive limitation
is that individuals tend to obtain infor-
mation which supports their own opii-
ions. Indeed, they are reluctant to search
for information that contradicts with
their hypothesis. It is no wonder if indi-
viduals donotwant to
ing evidence {(Hogarth, 1980}, Empiricai
research finding shows that when an in-
dividual is asked fo fest ,.vpol wesis, he
or she tends to seek the confirmation of
the hypothesis (see for example: Einhom
and Hogarth, 1978).

Furthermore, because of their
selective perception toward information,

gbtain contradict-

to believe specific information tha
be eaauy recalled from memor
experience.
individualsalsg have limitations in
searching for information in regard o the
kind of information. They prefer i obtain
concrete information, that is based on their
own experience, than abstract information
iwch ay statistical data. Hogarth {1980: p.
1) claims that "dats o sded it memory by
mage and thr veral associationscan
become disproportionaily salent”, Accord-
iﬂgiy, individuals often ignore base rate
{prior} information which is produced by
relevant sources, In fact, “the amount of in-
formation searched decreases with increas-
ing amount of prior information”
{Kozlowski and Ford, 1991: p. 291).
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In relation to iInformation pro-
i -is also have

. The main
iﬁ\,uv iduals
in processin crmation in in-
ability of in ﬂficiuz:_--s to combine
different sources of information
due to v':he fact :'at Aumaq lack

cogﬁi%i“f

individuals tend to search for informa-
tion that in much easier to obtain. One
interesting example of this is an experi-
ment conducted by Tversky and
Kahneman (1974). They argue that if an
individual is asked the following ques-
Hon: in the English language are there
more words that start with an 'R’ or for
which 'R’ is the third word?, he or she
tends to believe that the words which
siart with an ‘'R’ is more likely. However,
as'T vexsky and Kahneman point out, the
fact shows that ‘R’ is more frequent as
the third letter. The example indicates
that individuals tend to search for infor-
mation that is easier to obtain. Thay tend

erlls. mf{)rmaz;uﬁ oni:a;ned from
memory and environment has different

_mafv'f;gs and individuals have different
preference toward the information. Thus,
Lhey must be bale to select information
and the combine it properiy to make ac-
curate judgments. However, because in-
dividuals cannot combine a lot of infor-
mation simultaneously, itis believed that
iﬁfcrma"tion processing is mainly done in
manner {Hogarth, 1980). This
ch conducied by

o

Sheshai \J: 980}

«howe:j ihaen humans find it diffi-

w}‘ic

cult o combine information.
Moreover, it iz evident that mul-

tiple sources of informaton have differ-
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tdegree of independeﬂco on each other
Hogarth, 1980). This makes it difficult for
=_Taa1v;duals to combine information. Some
ience aldo shows that individuals are
sitive to the reliability of data sources.
example, Hogarth {19"") points out

i mdwka_ua;s SEern it tFEE!{ C:IE‘:

bility io LO""{biﬁE and in Legrate infor-

ation causes individuals simplify their

dgment processes. Iiis true that to som
ent the simplification is beneficial in
vamg de dual make ;~'4ﬂme:1tq

oy enmany u‘ﬂa.eme the :‘;CC‘JE7CJJ of judg-
menis made.

impacts of The Limifations
A s mentioned above, cognitive limita-
"\ tion of individuals in seeking and
processing information can cause indi-
viduals make inaccurate iwig““ ents. If ’_'hib
islinkedt
be argued that in Eine with auch Lmita-
Hons, decisions made by individuals can
be inaccurate because decision making
process also involve judgments. In fact,
iudgments are cognitive aspects of deci-
sion making process (Bazerman, 1990)
To analyse .lf‘e otential impact

of human’s cognitive hmua'ﬂens on de-
cision making process, it needs o undeos-
stand the rational-decision making pro-
cess, especially its components. This is
because in ﬂak_ng decisions that
optimise their objectives, as Simon
claims, individuals are limited b
bounded rationality {quoted by nog’a th,
980). in general components of decision
making process are setting objectives,
defining problems, identifying alterna-

3
Forcomplete review see Tversky A, and I Ka

ired Biases™, Science, Vol 185 pp. 3961,

FEL
AL ?!'?u..rz..,“‘:’, Hi J"&:é;-un:.

tives, identifying expected ouicomes re-
sulied from each alternative and comput-
ing the optimal decisions.

It can be argued that in making
decisions, it ineeds to search for and pro-
cessing relevant information.  Abilities
biain and process information willin-
e accuracy of how problems

T demified and

e

tent, is o epen ;ep* on the abilities of in-
dividuals fo obiain and process informa-
> Himit d apacities, indeed, could
in systen&*&c blases {Iversky and
hneman, 1974}

Tversky and Kahneman continue
to argue that in making decisions, indi-
viduals tend to rely on a number of sim-
plifying sirategies {heuristic or ruie of
fication usually en-
duce the informa-
and Neale
{1990} claim that the sunplification help
decision makers sumunarise past expe-
rience and provides an easy method to
evaluaie the present. It also substitutes
simpie r"-ﬂes of thumb for complex infor-
lection and save considerable
i ik "Ogn‘t“;? DIOUESs-
ristic is helpful for
: dec igion. How-
ever, if individuais do not recognise the
potential danger of using heurlsuc in
making decisions, they might make a

wrong

i,

thvmb) Such sirapi

raft

neral heuristic

aint how indi-
vi@ua 5 deviate from the rational deci-
sion making process.” The first heuristic

bias come from availability heuristic. The

Uinder Houristic: Heurisiic

o
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heuristic refers to individual's tendency
to assess the frequency, o j‘robabllmee or
hood of an event occurring by how

readily individuals can remember it
{Tversky and Kahneman, 1974). Indi-
viduals tend to assess an event that is
"vivid’, easily imagined and specific. This
heuristic to some extent might be useful
for decision makers because # can help
them makea iu:‘iemer\% that is needed ¢

make a decision. However, this heuris-
tic can result in errors or biases when
ease of recall is influenced by other fac-
tors which are not reiated to the fre-
quency of an event's
(Bazerman, 1990). \_fﬂ“seGUﬁnhy, when
individuals respon id a :fr blem b" i
av:.ilabmi:; heuristic quickiy, *hey ng:ai
ignore less available mfcn mation that is
actually more usefui and appropriate for
making a decision. This could lead to a
wrong decision.

The secand heuristic is rer
tativeness. According to
Kahneman !‘1 974}, this '-“zev‘"C"-c :
individual's Lende1€}7 10 assess
abilities of an event’s cccurrence io sie-
reotypes of similar occurrence. For ex-
ample, a manager might use this heuris-
tic when he predicts the success of new

products based on the similarity of that
pmducrs to the past successful or unsuc-
cessful product zy“*es. ‘The decision made
to the new product might be appropri-
ate and the new preduct will be success-
ful as the old products, Neverthefess, it
ceuld happen that the new product will
be unsuccessful. This is because the suc-
cess or failure of the old products is not
representative of success of the new ones.
The example shows that al-
tlmugh representativeness heuristic can
be bercficial in helping individuals make
decisions, it also often leads to biases or

OCCUrrencs
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errors. The reason is that under such heu-
ristic, individuals tend io | ignore base rate

1—\1101} ‘v‘lfnlrnid!-i ST i

lities of evenis when any sther rel-
information is available but indi-
viduals do not recognise it In addition,
thev tend not to fake into account the role
of sample size in valuing the reliability
of sample information. This, of course,

can make decision

search for new information w‘ﬁc-'i en-

bles them tu 44

ke a bett T {’eds;on
istic is anchoring
{h' heurisﬁc, in-
ment by starting
and then adjust it
nis. To some extent,
sably useful for indi-
viduals in max;ng decisions. In fact, it is
much easier o start from somewhere
than start from nowhe
1990). However, the 1S
and aers‘*“ 1

-3

ere {Bazerman,
e of anchoring

] ital value, j‘ey can per-
form insu fi\,i(‘:‘i"al adjustment. Asa result,
decisions that hey make by using this
heuristic can be wrong or in accurate,
Purthermore, under this heuristic indi-
viduals fend to be

£,

erconfidence when

(o L

= " i
on {Bazerman,

Ty .
LAUS

to the fact that cognitive
limitations canresultin a wrong decision,
it remains an issue: how can the cogni-
tive limitations be overcome so that in-
dividuals can make an accurate decision?

me The Limitations
its po-
cision making pro-

Possibilibes to
Fr: line with

M 3
GRg &G

cess, it is claimed that the main key to

overcome the mitatons is that individu-



N\:!:S CL{ARH"‘I

:

havn COsrmtxva imitations in. searching
for and processing information, Withous
auci*wcag tion, it is impossible to over-
come problems associated with the limi-
tations. A number of strategies can be
used to overcome the problems.
Firstly, individuals
can use decisions aid in
making decisions, By ng,
50, tlﬂ_y can stmhmre their
problems properly, and
then assess each consequent
of course of action accu-
rately {Hogarth, 1980).
Hogarth also argues that

e T

There are a
number of
decisions aid
that can be
used to help

help decision makers avoid & wrong de-
cision {Dukerich and Nichols, 1991). This
is likely to be achieved by using variet-
ies of decisions aid.

There are a number of decizions
aid that can be used to help individuals
overceme their cognitive limitations es-
pecially in processing in-
formation One of that is
the use of linear mode]
such as standard regres-
sion analysis and discrimi-
nate function aﬂ?&i}’Sia.
Hogarth {1980} believes
that the use of lmear model
analysis enabies individu-

decisions aid enables indi- individuals als to combine or integrate
viduais to assess unceriain- overcome their mifermation it a consistent
ties, evaluate alternatives, cognitive manner, Consequently, the
conduct sensifivity analysis, limitatons use of the model can hope-
gather information prop- especially in fully help individuals
erly, and then make a p} cessing :n._,!\e ats accurate decision.
choice. Consequently, by However, to some ax-

applying decisions aid, it is

possible for individuals to

process information that

they obtain from memory

and environment accurately. In fact, as
Koziowski and Ford {1990} found from
their empirical studies, cognitive infor-
mation processing modei is generally
characterised by 4 kev rating processes:
1} observation, attention, and informa-
Hon cgtisition 2) encoding and storage
in memory; 3j retrieval or recall; and i)
rating or ;udgmems Thus, decisions aid
enables individuals to improve their cog-
nitive information processing inorder to
help them make an accurate decision.
Bascd on his research, Polister {1991}
sugpests, in making decisions, decisions
aid can cutperform intuitive analysis.
Muoreover, it is belisved that abilities to
identify a problem and its causes can

informati O1i

tent, the model has also
Hinitations. Dawes {1579}

argues that although imear

mode] can integrate infor-
mation in an optimal manner, it is aiways
individuals who choose information
{vatiables). Indeed, Dawes claims that
the model cannot replace ’exr_:-ert' in
ing "what to look for'. A a result
individuals cannot construct statistical
model if there is inadequate sample size
and measurable criterion variables are
unavailable.

What Dawes argues is probably
frue that the linear model has polential
weaknesses. Nevertheless, it can be
claimed that the model is still useful in
helping individuals make a decision. The
most important thing here is not whether
the model has weaknesses or not, but
how individuals utilise the model to help

[
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them improve the
cisions inaccord uelr pmsﬁ
d conditions underlying the problems,
As Hogarth (1980: p. 156) suggests, ‘te
ﬂclogy can be adopied o comg
It LIVIAT | ments rather than expose -ts
we aifﬁes&s

Second,y, to overcome the above
Hmitations, i1 Gn! iuals can ’Gazn from
their experience. T
ment are part of humar
fearning from their exper
sible that individuals
ways of making judgment or decisions,
especially in searching for and process-
ing information. Kagel and Levin (as
quoted by Bazerman, 1990) have argued
that individuals will improve their deci-
sions by learning from feedback about
past decisions. Conseguently, tearning
trom experience enables individuals to
acquire better ideas of how to make ra-

tional decisions and how to avoid biases.

Aithough some researchers be-
lieve that individual can learn from ex-
periences o improve their decisions,
there is a potential problem here.
Brehmer (!980, claims that individuals
do not always in plcve their judgment
or decisions from

1atice Tviﬂ‘z

il

ch=

nolemen

nt irn.g. T'ms, by
is

‘tence, iti

D

1l ’L‘;. Ve L}‘-;h

"l:'.i
m
[}

Laild

their experiences, In-
deed, they have a number of biases when
using information obtained from feed-
back. Most interestingly, ancther re-

H FEy

search finding ShOWE th it lear

{For review see Ifoch and Lowensiein
1989). Hoch and Lowenstein argue thaz
“feedback can increase judgmental accu-
racy by over 150% but in a certain task
(insight oroblem) it can decrease predic-
tive accuracy” {p. 605}

Regardless of the contradicting
research finding, at least learning from

feedback can help individuals improve

[~
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T .?tw 3.
& irzio ac-

b

jud gmem to whicht b E
when the information does not sup-
port the courses of action initially pre-
ferred.

5. Keconsider the positive and negative
consequences of alternatives originally
regarded as unacce
ing a final choicea.

6. Carefully examine the
of negative conseguen
positive consequences flet could How
from the alternative that is preferred.

7. Make dew“eé v‘iS!Oi’L for imple-

ng the vhosen

pecial attention

DT
r

at eamma from e
helping indivi
thair decisions.

Thirdly, tc gvercome individual
limitations in obtaining and processing
information, judgments or decisions can
be made by groups. It is evident that
groups can obtain and process informa-
tion better than individuals, :’ircwdingly,

groups may make a better judgment than

o
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individuals. This reality is also supparteé
by research findings. For exampie, Libby
and Trotman (1 093} argue thatmuit psf—
son judgments in auditing may corre
some individual memory errors. More-
over, Johnson (1994} pointed out that
auditors were 1 1ore= accurate and condi-
dent in recognition memory when aci-
ing with group assistance,

Potential problems related

to the use of groups o over-

Conclusion
In making judgments individu-
als have cognitive i! mitations in gsearch-
g for and p‘oces& ng information. They
are not able W obtain comprehensive in-
formation, tend to obtain information
that ondy supports their opinions and that
is easier to recall. Individuals are also not
able tc combine different
sources of information ac-
curately. As a conseguence

come individual Hmitation Potential of this, individuals tend to
in making judgment may r-rgn]gms simplify their ways of mak-
appear, for example the fela'?'ed to the ing decisions by applving
cost of using groups, how se of groups rules of thumb. This simpli-
to determine the opHmum t0 gvercome fication, o some extent, can

size and structure of group, in
and how o determine the
criteria to evaluate group

help individual to deci-
gions. Ejs-;:-wever, it can

i 1 .
1Hais maxke o

ividual
Hmitation in

making judg-

cause indivi

T 7

performance. In fact, as ment may wrong decision because the
Cirincione {1994} claims, hf;ca ion involves sys-

appear, for
example the

"C.;

there are two main prob-

lems associated with the cost of usi come Di‘ wblems associated
OS5E O SINY 3 . _—
use of groups, namely 55 with the cognitive limita
. . OUuDS .
problems of interaction groups tzon, mc'hvriuai ;‘Pust

processing and problems of

cognitive processing. The E it tei capacities in mak-
problem may cause groups ing decisions. They mi,l.sF

produce an inaccurate decision. How- a

ever, the problems can actually be im-  ateand mapprc}pn
proved by some wayc dependent on the  dividual can alse
complexity of tasks. Cirincione (1994),  riences and use deet: 3§10
for example, sugges siha* the D'obiema their co i
can be solved by using exi
tion, decision models, an

technology.

o use nf he“ 'S&C. In-
earn form their expe-
naid to overcome

9 o))
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