
International Journal of Education and Science Research Review  
                                                                                                                                                                                    E-ISSN 2348-6457                          

                                                   Jan-Feb - 2020, Volume-7, Issue-1                            P-ISSN 2349-1817                            

                            www.ijesrr.org                                                                                                    Email- editor@ijesrr.org 

Copyright@ijesrr.org                                                                                                                                                   Page         166 

THE ROLE OF BEHAVIORAL FINANCE IN UNDERSTANDING 

INVESTOR DECISION-MAKING 

Dr. Virendra Singh Chauhan 

Associate Professor, Head, Department of Agricultural Economics, 

Narain PG College , Shikohabad, District  -  Firozabad (UP) 

ABSTRACT 

Finding out how behavioural finance aspects affect people's actions while investing in the stock market is the main 

goal of this article. It finds out how financial literacy in Pakistan influences behavioural finance variables and 

stock investment. Researchers in Pakistan have looked at those who invest in the stock market. Information was 

gathered by means of a predetermined survey. The poll included 165 stock market participants from Pakistan. To 

put the theories to the test, we utilised SPSS and Smart PLS 3.0. The study found that the following factors 

considerably affected the success of stock investment decisions: overconfidence, herding, loss aversion, and risk 

perception. Additionally, with the exception of risk perception, financial literacy similarly moderated stock 

investment decision-making. Investor behaviour in the Pakistan stock market can be better understood with the 

results of this study. Investors also need to be financially literate in order to have success in the stock market. 

Psychological factors impacting the actions of financial professionals and how those actions play out in the market 

are the focus of behavioural finance. It piques our curiosity since it sheds light on the possible causes and 

mechanisms of market inefficiency. 
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INTRODUCTION 

During the last several years, it has become increasingly clear that psychology is gaining more and more popularity. 

It is also becoming increasingly apparent that psychology plays a major part in the financial markets, as well as 

the influence that rational actions have on financial marketing. There is a lot of development in the subject of 

behavioural finance, which is founded on its own theory in addition to approaches and methodology. ranging from 

studies based on ethnography to experimentation. There are three subfields of psychology that provide the 

foundation for behavioural finance. The first type of psychology is known as cognitive or behavioural psychology, 

and it focuses on how our thoughts carry out the calculations that are required to maximise wealth. The Nobel 

Prize in its entirety. It was through the work of Daniel Conman, frequently in conjunction with the late Amos 

Tversky, that the work was developed. The emotional response to the intensity of business is the second factor to 

consider. In this context, a higher concentration on decision-making is more than just a calculating procedure. The 

third form of psychology is known as social psychology, and it acknowledges the requirement to discover 
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acceptance and even support for action. There is no doubt that being rejected by our colleagues in the business 

world may be upsetting and possibly upsetting.  

This demonstrates the outcomes of the market as well as the influence that a variety of elements would have on 

the perspectives of individuals and corporate managers who are involved in making decisions regarding 

investments. There are a variety of characteristics that contribute to the uniqueness of each individual. These 

factors include demographic parameters, age, race and gender, education level, social and economic background, 

and so on. The same is true for investors. When it comes to making investment decisions, they behave in a sensible 

manner and frequently behave in accordance with their innate tendencies and emotional biases. The most 

condemnatory problem that they encounter is the investment decision. Conventional theorists make the assumption 

that the majority of investors are risk-averse and strive to minimise risk while maximising profit. However, the 

character of investors is contingent upon the risk attitude that investors have towards the asset. A sad development 

in recent years has been the emergence of behavioural finance research, which has demonstrated that the financial 

decisions of investors are also impacted by both internal and external behavioural aspects respectively. A 

significant number of scholars are of the opinion that behavioural biases, such as overconfidence, 

representativeness bias, herding, price anchoring, and conservatism bias, are responsible for market inefficiencies. 

Overconfidence, the representativeness heuristic, and herding have all been found to have a substantial correlation 

with the long-term reversal effect, according to a number of studies.  

It is impossible to deny that behavioural finance has fundamentally altered the way in which we think about 

potential investments. However, the intellectual attractiveness of this topic may lay in the fact that it is 

interdisciplinary in character, combining the fields of biology and psychology with the subject of investing. Within 

the scope of this literature review, the pertinent research in each component of what is commonly referred to as 

behavioural finance is taken into consideration. Particularly due to the fact that investors seldom behave in 

accordance with the assumptions stated in traditional financial and economic theory, behavioural finance has been 

expanding over the course of the past twenty years. The study of the psychological aspects of making financial 

decisions is known as behavioural finance. The vast majority of individuals are aware that feelings influence 

financial choices. The role that greed and fear play in driving stock markets is a topic that is frequently discussed 

among those working in the sector. This approach is expanded upon by behavioural finance, which examines the 

impact that biases play in decision making. For example, behavioural finance examines the use of basic rules of 

thumb while making complicated financial choices. To put it another way, behavioural finance is the application 

of the findings of psychology study to the process of making financial decisions.  

The practice of investing in stock exchanges has become more widespread around the globe and is widely regarded 

as the most dependable method for producing profits. Additionally, as a consequence of this, organisations are 

increasingly establishing connections with stock exchanges in order to attract investors. This serves to accomplish 

two goals simultaneously: investors gain from the purchase of stocks, while organisations are able to obtain 

investments. The stock exchange acts as a large financial instrument, serving multiple functions, and enabling the 

public to participate in activities useful for both investors and organisations alike. A stock market is a financial 

mechanism that enables organisations to complete their long-term financing needs by selling stocks or issuing 

bonds. This may be accomplished by the purchasing and selling of stocks. With regard to the manifestation of both 
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the micro and macro levels of an economy, the decision-making process of investors is a significant instrument. 

Entrepreneurship is an essential component in the process of sustaining economic growth. The stock exchange has 

always been helpful for the economy, and the expenses connected with the stock exchange have continuously 

represented all essential information, according to conventional finance. This has been the case throughout these 

years. Furthermore, traditional finance suggests that investors should typically practise analytical behaviour in the 

market and base the building of their portfolios on these logical assumptions.  

Because of the aid of a single individual, the behaviour of investing by individual investors has developed into a 

well-known phenomenon in scholarly circles. In recent times, there has been a rapid improvement in the 

effectiveness of investment decisions made on the stock exchange. The rise in earnings from the stock market can 

be attributed to a number of different factors. The extraordinary profit that may be made from the assets holdings 

of the stock market is the key reason. When it comes to investments in finance, investors have the opportunity to 

put their money to work and make a return from it. It meant that investors could promptly convert their stock 

exchange tools into money, which is another factor that supports it. The huge convertible assets of financial 

instruments meant that this was possible. Because investors have access to a variety of financial instruments, they 

are able to choose an asset that corresponds to their investment goals, which is another factor that contributes to 

this phenomenon. According to Sabir, Mohammad, and Shahar (2019), a significant proportion of financiers fail 

to construct and make realistic funding choices at the conclusion of the process because they fail to take into 

account their venture objectives. In addition, the majority of people are deceived and mislead in regard to their 

business aims, and they fail to achieve their asset targets as a result of their failure to coordinate their actions with 

the anticipated earnings and the adventurous behaviour.  

An overconfident person is a psychological trait that is studied in the field of behavioural finance. This trait has a 

substantial impact on one's choices about investments, which may include choices regarding investments or other 

types of investments.Overconfidence is a psychological trait that has a significant impact on the decisions that an 

individual makes about their business ventures, according to the field of behavioural finance (Haseeb of 2019). To 

assess the venture effectiveness of a speculator that are abide by market fluctuation overconfidence is similarly 

encouraging forecaster . Specifically in the realm of the stock market Herdin is the term that will be used to describe 

the situation in which a number of investors concurrently mimic the behaviours of another speculator while having 

insufficient exposure and restricted data. An frequent propensity of human to share, observe and replicate others 

activity in financial market throughout unpredictable condition of financial market presence Because of the 

occurrence of herding, investors do not behave in a reasonable manner while making decisions regarding their 

investments.  

Beyond simply crunching figures and keeping up with market trends, there are other factors that contribute to 

success in the world of finance. Investing decisions are significantly influenced by the human aspect, which plays 

a key role. A topic of study known as behavioural finance investigates the psychological aspects that have a role 

in the decisions that organisations make. When investors have a better grasp of the complexities of behavioural 

finance, they are able to make decisions that are more informed and perhaps enhance the results of their 

investments. We are going to dig into the intriguing realm of behavioural finance, investigate its fundamental 

ideas, and talk about the significant role that it plays in the process of making financial decisions in this blog.  
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Understanding Behavioral Finance 

Behavioural finance is a field of finance that examines how individuals make decisions regarding their finances 

by combining concepts from the fields of economics and psychology. Many times, traditional economic theory 

makes the assumption that people are completely rational and that they base their judgements only on the 

information and reasoning that they encounter. On the other hand, behavioural finance acknowledges that human 

behaviour may be influenced by a variety of factors, including cognitive mistakes, biases, and emotions. These 

characteristics frequently result in illogical decision-making, which in turn has an effect on the results of 

investments. 

Emotions and Investing 

One of the most important parts of behavioural finance is the impact that feelings have on the choices that are 

made about investments. Fear and greed are two examples of emotions that can cause investors to make rash 

decisions, such as dumping stocks during a market downturn or investing into a market bubble. There is a 

possibility that this emotional rollercoaster will result in huge financial losses. 

Overconfidence and Confirmation Bias 

One of the most prevalent types of behavioural bias is known as overconfidence, which causes individuals to have 

an inflated sense of their competence and expertise. In the context of financial investments, this might lead to 

excessive trading, excessive investment in a particular asset, or the taking of risks that are totally unwarranted. On 

the other side, confirmation bias refers to the practice of searching out information that is consistent with one's 

own ideas while disregarding data that contradicts those beliefs. Having these biases might confuse judgement and 

lead to judgements regarding investments that are less than optimum. 

Loss Aversion 

The psychological phenomenon known as loss aversion is another factor that plays a crucial part in the decision-

making process about investments. Individuals have a tendency to experience the anguish of losses with greater 

intensity than the joy of gains. It is possible that this will cause them to be reluctant to sell assets that are not 

performing well, even if it may be in their best advantage to do so. 

The Herd Mentality 

Investment markets are a reflection of the social nature of humans, which is a fascinating phenomenon. People 

have a tendency to follow the herd mentality, which is a behavioural tendency in which investors follow the crowd 

rather than making autonomous judgements. This has the potential to result in market bubbles and collapses, as 

well as chances that are lost and an excessive amount of risk being taken. 

The Role of Behavioral Finance in Investment Decision-Making 
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Now that we have discussed some of the fundamental ideas in behavioural finance, let's look deeper into the 

function that it plays in the process of making decisions regarding investments. Behavioural finance offers 

investors, financial advisors, and even legislators useful information that may be used in their respective fields. 

In the past, have you ever made a decision on an investment based on your feelings or the influence of other 

people? The comments area is where you should share your experience. 

1. Understanding one's own behavioural biases is the first step towards becoming a more rational investor. 

Self-awareness is the term that describes this understanding. When individuals are aware of the ways in 

which emotions and biases might influence decision-making, they are able to take measures to limit the 

effects of these influences. 

2. Diversification: The behavioural finance approach places a strong emphasis on the significance of 

diversifying one's portfolio in order to lower risk. When it comes to mitigating the consequences of 

impulsive judgements that are influenced by emotions or cognitive biases, diversification may be of great 

assistance. 

3. A long-term perspective: Behavioural finance encourages investors to take a comprehensive view of their 

investments over an extended period of time. In order for investors to potentially attain more favourable 

results, it is important for them to avoid knee-jerk reactions to swings in the market and instead put their 

attention on the wider picture. 

4. 4. Education and professional guidance: Financial advisers have the potential to play a significant role in 

assisting investors in making decisions that are considered to be logical. They are able to offer direction, 

serve as a counterpoint to the decision-making process that is influenced by emotions, and keep clients 

aware about the possible hazards that are associated with behavioural biases. 

5. Additionally, behavioural finance research has the potential to contribute to the development of regulatory 

rules that are intended to safeguard investors. When it comes to counteracting the impacts of incorrect 

information or overconfidence, for instance, regulations that promote transparency and disclosure can be 

of particular assistance. 

OBJECTIVES 

1. To study about behavioral finance of investor  

2. To study about decision-making of investor 

CONCLUSION 

When it comes to the intricate realm of investing decision-making, the discipline of behavioural finance provides 

knowledge that is extremely helpful. In order for investors to make decisions that are more informed, it is necessary 

for them to acknowledge the influence of emotions and cognitive biases. When it comes to minimising the harmful 

impacts of behavioural biases, self-awareness, diversity, a long-term view, education, and regulatory laws are all 

crucial components that play a role. Remember that in order to be successful in investing, you must not only 

understand the markets, but you must also understand yourself very well. Perception, word of mouth, and pass 

returns are all factors that are considered when making investment decisions in India. To tell you the truth, 
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investment decisions in India are not taken seriously, and there is a lack of proper planning for long-term 

investments. Instead, they are made quickly, and there is no proper detail review regarding investments that takes 

place. In order to find a solution to this issue, this study focuses on the actions of various investors and how those 

actions influenced the decisions that were made about investments in India. When it comes to making any kind of 

investment choice in the Indian capital market, behavioural finance is always believed to be the most crucial factor. 

The purpose of this study is to emphasise the analysis of investor saving and investment decision making in the 

Indian capital market. The opinions of 358 respondents were gathered for this study. There are many different 

parameters that influence the behaviour of investors when it comes to investing in the Indian stock market. Majority 

of investor more than 50% are in the age group of 31 to 40 and the majority investors are married with 72.4% 

respondents, the decision of investment are not taken hurridly it requires proper planning and education in terms 

of knowledge of the various investment products and 46.6% of the population is having a doctorate degree and the 

majority of the individuals are investing there surplus money into the capital markets with monthly income of Rs. 

30000 and above with 72.4% respondents. 
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