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Abstract-Understanding the psychological factors that 

affect investor behaviour and how those factors affect 

financial markets has made behavioural finance an 

essential subject of study. Due to their option of efficiency 

and rationality, traditional financial theories frequently 

fall short in explaining the anomalies and illogical 

behaviours seen in real-world markets. The goal of this 

research is to examine the intricacies of investor 

psychology by delving into the emotions, social 

influences, and cognitive biases that influence investing 

choices. Through the integration of psychological and 

economic knowledge, this study investigates important 

ideas including mental accounting, herd behaviour, loss 

aversion, and overconfidence.  

The study emphasises the effects of behavioural biases on 

market outcomes, asset pricing, and financial decision-

making through a thorough assessment of the literature 

and empirical evidence. It also addresses ways to lessen 

the negative consequences of irrational behaviour and 

provides helpful advice for financial advisors and 

investors. This research leads to better informed and 

efficient investment choices by deepening our 

understanding of behavioural finance, which in turn 

fosters increased market efficiency and stability. 
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INTRODUCTION 

 

The goal of behavioural finance, a young discipline 

that combines psychology and finance, is to provide an 

explanation for investors' illogical actions and 

decision-making processes. Conventional financial 

theories presuppose that markets are efficient and that 

investors are rational, such as the Efficient Market 

Hypothesis (EMH). Real-world data, however, 

frequently defy these theories and show that social 

influences, emotions, and cognitive biases all have a 

big impact on financial decisions. 

The purpose of this introduction is to lay the 

groundwork for a thorough examination of 

behavioural finance with an emphasis on 

comprehending the psychological aspects that 

influence investor behaviour. Through an exploration 

of fundamental ideas like heuristics, biases, and 

market anomalies, this study aims to shed light on the 

intricacies involved in financial decision-making 

processes that depart from rational expectations. 

Heuristics, or mental shortcuts, are frequently used by 

investors to make difficult financial decisions, which 

can result in biases and systemic errors. 

Overconfidence, loss aversion, and herd mentality are 

examples of cognitive biases that commonly lead to 

poor financial decisions. These biases cast doubt on 

the idea of market efficiency by contributing to 

occurrences like bubbles and crashes. 

[1] Heuristics and Biases: Examining the ways in 

which cognitive biases and mental shortcuts affect 

investing choices. 

[2] Emotional Influences: Analysing how emotions 

affect market dynamics and financial decisions. 

[3] Examining situations in which psychological 

variables cause markets to diverge from 

reasonable expectations is known as market 

anomaly research. 

[4] Applications of Behavioural Finance: Examining 

how behavioural finance can be used in financial 

planning, portfolio management, and policy-

making. 

 

BEHAVIOURAL FINANCE VS TRADITIONAL 

FINANCE 

 

The following are the main distinctions between 

behavioural finance and traditional finance: 

BEHAVIORAL FINANCE 
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[1] It acknowledges that humans use faulty heuristics 

to make decisions. 

[2] It acknowledges that feelings and gut feelings 

have a significant impact on choices.  

[3] It implies that how a decision problem is 

presented affects how people perceive risk and 

return.  

[4] Argues that behavioural biases and errors, frame-

dependent effects, emotions, and social factors are 

often the source of the discrepancy between 

market price and underlying worth. Ultimately, 

investors drive prices to unavoidable heights in 

both directions. 

 

TRADITIONAL FINANCE 

[1] Assumes accurate and approximate data 

processing by humans.  

[2] Assumes that risk and return are the transparent, 

objective lenses through which people evaluate all 

actions.  

[3] Makes the assumption that reasoning, logic, and 

free will serve as people's guides.  

[4] Argues that markets are efficient, meaning that 

each security's price is an impartial assessment of 

its fundamental value. 

 

     
 

OBJECTIVES 

 

[1] To examine the numerous new problems that 

behavioural finance is causing in the financial 

sector. 

[2] To research how psychology and economics 

interact, as this leads to behavioural finance. 

[3] To research the various reasons why behavioural 

biases occur in the financial market. 

[4] To investigate different ways to prevent these 

behavioural variations. 

 

THE MOST FREQUENT REASONS FOR 

BEHAVIOURAL BIASES 

 

Overconfidence 

One of the most evident behavioural finance ideas is 

confidence. This is a result of investors' 

overconfidence in their capacity to forecast the result 

of an investment choice. Investors that are 

overconfident frequently lack proper diversification, 

making them more vulnerable to volatility. 

 

Securing 

Overconfidence is also associated with anchoring. For 

instance, we decided to make an initial investment 

based on the information that was available at the time. 

Later on, we learn information that significantly alters 

any initial projections we had made. But rather than 

creating a new analysis, you just make changes to the 

previous one. You are anchored, therefore the updated 

analysis won't accurately reflect the updated data. 

 

Representatives 

A business might declare a string of enormous 

quarterly profits. You therefore believe that the 

upcoming earnings announcement might also be 

favourable. This error falls under the wide category of 

representation in behavioural finance, which is when 

you interpret something incorrectly to indicate 

something else. 

Assuming that a good firm is a good stock is another 

example of representatives. 

 

Aversion to Loss 

It might be deadly to lose one's disgust or to refuse to 

accept defeat. For instance, a variety of factors could 

lead one of your investments to drop by 25%. In this 

case, it might be best to just accept the defeat and move 

on. 

Still, you can't help but believe that the stock might 

reappear.  

+ = 
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Minimising regrets 

Your past trading performance typically influences 

your approach to trading in the future. For instance, 

you might sell a stock that has increased by 20% only 

to see it rise more after you sell it. "As long as I wait," 

is something to consider. Alternatively, your 

investment may lose value and you will have to sell it 

when you have sufficient funds. These will cause 

regrets that are unpleasant. 

 

Remorse minimization 

Your attitude to trading in the future is usually 

influenced by your trading record in the past. For 

example, after selling a stock that has gained 20%, its 

value may increase even further. "As long as I wait," 

is a point to think about. On the other hand, your 

investment can lose value and you'll need to sell it 

when you have enough money. These will lead to 

painful regrets. 

 

Defence system 

Your investment may occasionally lose money. 

Additionally, the investor frequently believes that he 

is not to blame. This defensive tactic, which takes the 

shape of justifications, is linked to overconfidence.  

 

Overcoming The Bias in Behaviour 

Investors who comprehend behavioural finance are 

better able to select investment vehicles and can steer 

clear of costly mistakes in the future. By recognising 

their prejudices, they can make better decisions and 

perform better. 

CONCLUSION 

 

An explanation for why investors make irrational 

financial decisions can be found in behavioural 

finance. It shows how investors' decisions are 

influenced by emotional and cognitive flaws. 

Anchoring, overconfidence, group behaviour, 

overreaction, underreaction, and risk aversion are 

some of the reasons of behavioural finance. 

Behavioural finance offers a wealth of practical 

investment knowledge.  

Consequently, experts offer a framework for 

evaluating profitable investing methods. Investors 

who comprehend behavioural finance are better able 

to select investment vehicles and can steer clear of 

costly mistakes in the future. By recognising their 

prejudices, they can make better decisions and 

perform better. The primary goal of studying 

behavioural finance is to reduce or completely 

eradicate investors' psychological bias when making 

financial decisions. 

Here are a few strategies to steer clear of behavioural 

bias. There are numerous academic and practical uses 

for behavioural finance research. The results of this 

study can inform decisions about portfolio allocation. 

Help us comprehend the different mistakes that 

investors frequently make while managing their 

portfolios, and enable us to gain a better understanding 

of how investment managers should allocate their 

assets and take full advantage of profit chances. 
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