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Abstract   

In the recent days, behavioural finance is a relatively new field that combines the behaviour 

and cognitive psychology that provides an interesting alternative to classical finance. It 

highlights the psychological edge of investment decision making process. The aim of this 

article is to analyze the behavioural finance theory and identify the issues for behavioural 

research. This article based on some bases like overconfidence, fear, conservatism and 

financial cognitive dissonance. At the end researchers concluded that the decision of investors 

is influenced by the emotions.  
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Introduction 

Investor has rational behaviour. They consider all information in the portfolio investment 

decision process. But there is evidence which reveals that investors can’t be rational 

because their decisions are influenced by cognitive and psychological errors. Thus, a new 

branch of financial economics is developed named, Behavioural Finance. Daniel Kahneman, 

half of the dynamic duo invented the whole topic of behavioural finance. Daniel explained 

that there are many psychological traits that affect the way investors make their 

investment decisions. Behavioural Finance is the study of psychology of investors in 

making financial decisions. It concentrates on the psychological as well as sociological 

factors. Behavioural finance play a very significant role in better understanding the 

financial market behaviour and gamut for investors to make good investment decisions. 

Belsky and Gilovich prefer to call behavioural finance as ‘behavioural economics’ and says 

that “Behavioural economics combines the twin disciplines of psychology and economics to 

explain why and how people make seemingly irrational or illogical decisions when they 

spend, invest, save and borrow money”. 

In summarised way it can be said that behavioural finance relaxes the traditional 

assumptions of financial economics by incorporating these observable, systematic and 

human departures from rationality into standard models of financial markets. The 

tendency for human beings to be overconfident causes the first bias in investors and the 

human desire to avoid regret prompts the second (Barber and Odean, 1999). 
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Social Significance and Benefits of Behavioural Finance 

The investors do not always adhere to rationality but are influenced by emotions that 

sometimes pushed them in making financial mistakes. In human body, 95% of thinking 

occurs in the unconscious brain that comprise of beliefs, rules-of-thumb, biases and 

emotions. While ploddingly sequential process happens in the conscious brain. As compare 

to the conscious brain unconscious brain work fast resulting in trouble to the investors. To 

overcome from this, behavioural finance model is used that emphasized investor 

behaviour, leading to various market anomalies and inefficiencies. This new branch of 

finance explains the individual behaviour and group behaviour by integrating the discipline 

of sociology, psychology and other behavioural sciences as well as predicts financial 

markets.  

Literature Review  

A number of researches have been carried out by academics and scholars to identify and 

analyze the new branch of finance – Behavioural Finance. The studies have reflected 

various shades in defining it. Some of them explain it as a process of understanding the 

reasoning pattern of investors and the factors which influence the decision making process 

of investors. The exponent of behavioural finance has reflected various shades in defining 

it. 

Jay R. Ritter stated that behavioural finance encompasses research that drops the 

traditional assumptions of expected utility maximisation with rational investors in efficient 

markets. The two building blocks of behavioural finance, mentioned in the article, are 

cognitive psychology (i.e., how people think) and the limits to arbitrage (i.e., when markets 

will be inefficient).  

Meir Statman focuses on Market efficiency as it is at the centre of the battle of standard 

finance, behavioural finance and the value of investment professionals. But the author 

argues that the term “market efficiency” has two meanings. One meaning is that investors 

cannot systematically beat the market. The other is that security prices are rational. 

Behavioural finance has shown value-expressive characteristics matter in both investor 

choices and asset prices.  

Richard Fairchild introduces the concept of behavioural finance and capital budgeting 

models and explains the relation between the two. It focuses on the effects of managerial 

irrationality in capital budgeting. The author has developed a model and an experiment 

that tests three specific behavioural factors:  

 Reciprocal trust between an investor and a manager,  

 Framing behaviour resulting in irrational commitment to a project that should be 

abandoned 

 Framing behaviour combined with managerial overconfidence resulting in excessive 

effort levels.  
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The Wall Street Journal found that where behavioural finance comes in. Most investors are 

intelligent people, neither irrational nor insane. But behavioural finance tells us we are also 

normal, with brains that are often full and emotions that are often overflowing. And that 

means we are normal smart at times and normal stupid at others.  

Albert Phung, Investopedia says according to conventional financial theory, the world and 

its participants are, for the most part, rational ‘wealth maximisers’. Though, there are many 

instances where emotion and psychology influence our decisions, causing us to behave in 

unpredictable or irrational ways. 

According to Martin Hilbert individual and retail, investors more influenced by behavioural 

biases such as herding, overconfidence, and reinforcement bias etc., compared to their 

institutional counterparts. They said to have made trading decisions based on 

psychological phenomena rather than on rational issues. 

Objective of the Study 

This work is carried out to understand the concept of behavioural finance and its role in 

investors’ decision making process. The study is based on the secondary data, collected 

from the records, reports, websites etc.  

Findings of the Study 

The traditional theory assumes that the capital markets are efficient, investors are rational 

and their decision is based on the rationality. On the other side, new theory - behavioural 

finance stated that investors are subject to the behavioural biases. The new theory revealed 

the fact that the investors’ decision is affected by heuristics, overconfidence, emotion and 

social forces. Behavioural finance provides different perspective that is very complex and 

unconventional. The Behavioural finance revealed the truth that investment decision is 

influenced in a large proportion by psychological and emotional factors including fear, 

panic, anxiety, desire, joy, greediness, pleasure, spirit/egotism. Emotion thus plays a vital 

role in financial markets. 

Behavioural finance throws light on why people sometimes buy or sell stocks and 

sometimes not. It is based on the alternative belief that investors’ decisions are based on 

psychology from the past experiences. The behavioural biases includes 

 Overconfidence  

 Representativeness  

 Misinterpretation randomness in market position  

 Obligation and uniformity bias  

 Conservatism 

 Anxiety, fear of change  

 Mental accounting 

 Interpreting irrelevant info  

 Loss aversion 
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 Taking emotional decisions  

 Fear of ambiguity  

 Embracing certainty  

 Unfamiliarity with the techniques and information 

 Frame dependence and anchoring 

Due to the above biases, investors make wrong financial decisions resulting loss. The 

principles of behavioural finance define that the human decisions are affected by the 

several cognitive and emotional illusions. These are grouped into two theories: 

Heuristic Theory  

The heuristic theory stated that people used rules of thumb to make decisions in the 

complex problems. These rules work well in almost all the circumstances but sometimes in 

certain cases it leads to systematic cognitive biases. Generally, investors’ decisions are not 

rational in fact the investors decisions are influences by the emotions. It is very difficult to 

separate the emotional and mental factors as it affect decisions of the investors. The 

Heuristic Decision process includes- 

 Overconfidence and over optimism: the investors overestimate their ability and the 

accuracy of the information they posses. 

 Representativeness: the investors analyze the situations based on superficial features 

rather than underlying probabilities. 

 Anchoring: the form of presentation of information that can affect the decision made by 

the human beings. 

Prospect theory 

The prospect theory defines several states of mind of investors that influence their 

decisions. It explains that the investors value their gains and losses differently. The key 

concepts of the theory are- 

 Loss aversion: the investors dislike the loss. They become risk –seeker when faces loss 

and becomes a risk-averse while enjoying gains.  

 Mental accounting: individuals allocate wealth to separate mental compartments and 

ignore the effect of fungibility and correlation. 

 Regret aversion: in case of adverse results, individuals make decisions in such a way 

that allows them to ignore the emotional pains. 

Hence, the behavioural finance theories help in understanding the psychology of the 

investors while making decisions.  It not only helps in removing loss but in making profit.  

Conclusion 

The result of this study shows that investors should be aware of the impact of their own 

psychological factors on their decision making in the market so that it increases the 

rationality of investment decisions for enhanced market efficiency. 
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