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INTRODUCTION
Behavioral finance combines the study of behavioral

and cognitive psychology with financial decision-making
processes. It is presently an emerging and rapidly
expanding field. In this scenario the present study is
focused on to study certain commonly found investment
or behavioral biases namely Anchoring, Overconfidence,
Representativeness, Disposition Effect, Cognitive
Dissonance,  Confirmation,  Availability , Loss Aversion,
Regret Aversion and Mental Accounting to mention a few
on decision making processes by individual investors.

The present paper is divided into four sections. First
section provides the basic foundation of Behavioral
Finance and compares it with traditional Finance; in the
second section we discuss the role of behavioral finance
in investment decision and in the third section we discuss
on various behavioral biases that investors experience
during investment decision making process and how to
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ABSTRACT

Every investment decision should consist of three important
principles: using a long-term investment approach, following a right strategy
to maximize the return on investment and proper allocation of investible
funds based on risk profile. But while applying these three principles during
an investment decision, an individual investor is affected by many other
factors such as his/her demographics, lifestyle, reference group and their
effect on individual investment psychology. In this perspective, a study of
Investors’ Psychology is considered highly relevant in order to make every
individual who is in some way or the other also an investor, aware of the
various biases that may result in their suboptimal portfolio returns. The
present article aims to assist the readers in developing a thorough
understanding of the relationship between an investor’s psychological
aspects with their investment behavior. This article deals with the quirks of
the mind, their impact on making decisions and the consequences on
investment performance. The aim of this article is to make the readers aware
of the situations where emotions can get in the way of sound investing.

Thus, the main objective of this study is to help understand how
vulnerable most investors are to Psychological influences, and what they
can do to protect their portfolios from the destructive effects of their own
emotions.

KEY WORDS
 Rational finance, Behavioral Finance,
Cognitive illusions, Heuristics and
Biases.

mitigate them. In the final section, the paper summarizes
and concludes the whole study.

Foundation of Behavioral Finance
Behavioral finance is a blend of various disciplines

like Psychology, Sociology and Finance (Fig-1).

FIG-1: Interdisciplinary Relationship Model
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Figure 1 depicts the important interdisciplinary
relationship model that integrates behavioral finance with
other disciplines. While studying concepts of
behavioralfinance, traditional finance thinkers have said
that the centerpiece aspects of psychology and sociology
are integral accelerators within this field of study i.e.
Behavioral Finance (Ball, 1978; Dreman and berry, 1995).

Role of Behavioral Finance in Investment Decision
“The investor’s chief problem – even his worst

enemy – is likely to be himself.”
 -Benjamin Graham1
How Behavioral Finance influence Investment

decisions2?
In the everyday life people take decisions which

might have varying consequences. An individual might
take decisions to sell stocks while fund managers take
decisions in an effort to rebalance the portfolio. But
individual behavior often deviates from logic and reason.
Investment decisions become complicated due to various
emotions, mental mistakes, and individual personality
traits. Thus, apart from analyzing numbers and taking
decisions based on them, taking care of individual behavior
also form an important part of investing.  Ignoring or failing
to take care of this behavioral part can have a detrimental
effect on portfolio performance. Behavioral biases in
investing encompass many types. For example, investors
avoid selling stocks that have gone down in order to avoid
the pain and regret of having made a bad investment. This
is because people tend to experience sorrow and grief after
having made an error in judgment. Whether these biases
are truly irrational or they help in shaping useful attitudes
or behavior, is still a matter of controversy.

Emotions can come in the way of sound investing.
Taking actions based on feelings rather than facts can be
termed as Emotional Bias. Though there is some overlap
between cognitive and emotional biases, they are simply
called as behavioral biases. To avoid or to eliminate such
biases, an important way is to become aware of them and
control one’s emotions.

Thus,   investors can more readily reach impartial
decisions, by avoiding such biases and take actions which
are completely based on available data and logical
processes.

__________________________
1 (BenjaminGraham, -Intelligent Investor, 2002, pg-8)

2(Parikh Parag, Value Investing and Behavioral
Finance, 2009)

Investor's decisions are subject to several cognitive
illusions which are sorted into two broad categories and
have been depicted in Figure: 2.

FIG-2: CLASSIFICATION OF COGNITIVE
ILLUSIONS3

What is investor behavior?
The legendary investor, Warren Buffet has observed,

“It is only when you combine sound intellect with
emotional discipline that you get rational behavior.” The
field of investor behavior4 attempts to understand and
explain decisions by combining the topics of psychology
and investing on a micro level (i.e., the decision making
process of individuals and groups) and a macro level (i.e.,
the role of financial markets). The decision-making process
of investors incorporates both a quantitative (objective)
and qualitative (subjective) aspect that is based on the
features of the investment product or financial
service.Investor behavior examines the mental processes
and emotional issues that individuals, financial experts,
and traders reveal during the financial planning and
investment

____________________________
3(S. Singh-The role of behavioral Finance in modern

age, pg-236, Pacific Business Review International)
4 (Investor Behaviour: an overview, ssrn.com)
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FIG-3: INVESTORS AND EMOTIONS
management process. In practice, individuals use

short cuts or heuristics based on past events, personal
beliefs and preferences to take decisions. These short cuts
can save time but lead them away from rational, long-term
thinking.

Understanding investor behavior can inform
investors about these biases and help them improve their
decision-making processes in selecting investment
services, products, and strategies.

Common Behavioral Biases- how to deal with them
Investors exhibit many biases, few of which exist in

isolation because deep interactions exist among different
biases. Given below are some common biases faced by
investors but there are many more biases which may be
equally important depending on the type of situation.

The Prospect Theory
Investors are more worried about the prospective

losses than the prospective gains (Kahneman and Tversky,
1979). According to this theory, people make their choices
about the investments on the basis of the potential loss or
gain which is decided by the purchase price.

For instance, consider an investment selection
between:

Option 1: A proposal with sure profit of Rs.10000
or

Option 2: An 80% possibility to earn Rs.13000 with
20% chance of getting no return (Rs.0)

Question: Which option is best and gives maximum
profit?

Majority of people (investors) go with first option,
which is essentially a “sure gain or bet.” Prospect theory

found that majority of the people is risk averse when
presented with the prospect of financial gain or profit
(Kahneman and Tversky, 1979). Consequently, investors
select option 1 which gives sure gain of Rs10,000. Basically,
this comes out to be rational choice if you think there is a
high probability of loss. However, this is in fact the less
attractive selection mathematically. If investors selected
Option 2, their overall performance on a cumulative basis
would be a superior choice because there is a greater payoff
of Rs.10,400. On an investment approach, the result would
be calculated by:

(Rs.13,000 x 80%) + (0+20%) = Rs.10,400.
According to the Prospect theory, if investor is faced

a situation of losing money in the investment decision,
they often takes less risky decision with an aim of loss
aversion.

Mental Accounting
Mental accounting is a tendency to group assets

into a number of non-fungible mental accounts5 based on
their economic outcomes(Thaler, 1999 ).

Depending on certain criteria like the source of
income, purpose for each account etc.

people usually show a tendency to divide their
money into separate account, which is termed as Mentally
Accounting. Due to mental accounting, investors start
treating various sums of money differently based on their
mental categorization, which is an irrational and

psychological process. If investors are completely
rational, they would never show such kind of behavior.

__________________
5(Richard Thaler - Mental accounting matters.

Journal of Behavioral decision making, 1999)
Mental accounting may cause some important

investment mistakes. Firstly, people may start to imagine
that their investments occupy separate buckets or accounts
due to mental accounting. For example money for
retirement or education for children, mayoccupy separate
mental buckets or accounts. This can make investors to
neglect positions that offset or correlate across accounts,
leading to suboptimal portfolio allocation and
performance. Secondly, investors start to irrationally
distinguish between returns derived from income and
those derived from capital appreciation. Many investors
feel the need to preserve the principle amount and prefer
to spend the interest obtained from it.

Investors are susceptible to this bias in some way or
the other as they fail to treat all money as fungible leading



Vol: VI  Issue I,JAN-MARCH, 2020, ISSN :(P)-2454-6542; (E)-2455-9342

Journal of Research Innovation and Management Science

25

to biased financial decision endangering their portfolio.
Mental Accounting bias, which is cognitive in

nature, investors can often defeat this bias or can even
correct this bias by simply educating themselves.

Secondly, the best way to prevent mental accounting
from weakening total return is to remind ourselves that
total returns are after all the number one priority for any
asset allocation and for all investors. As investors become
more conscious of total returns, they would likely to
recognize the pitfalls of excessive mental accounting, and
the problem would hopefully remedy itself.

 Lastly, the house money effect is a manifestation of
mental accounting, but can cause investors to take on more
risk as their wealth increases. This specific bias is perhaps
the most pernicious. However, self-education can help
overcome this bias. So if keep reminding ourselves gently
that the risks of the chosen investments are the fungibility
of money in general, that should help diminish the house
money effect.

Representativeness
When people show a tendency to arrive at judgments

based on a fixed idea about a particular type of person or
thing rather than on the underlying real characteristics,
then it is termed as Representativeness. Due to this biasness,
an investment islabeled as good or bad based on its recent
performance. Consequently, investors tend to buy stocks
whose prices are continuously rising or have risen
expecting the same to continue making them to become
overly optimistic about past winners. Investors assume
good companies to be good stocks and also tend to invest
in mutual funds with a good track record and do the biggest
mistakes while going for investments. Therefore to avoid
Representativeness, Investors should try to develop a
clearly defined analytical process that can be used to test
and retest the investment performance in order to keep a
track of it and improve it over the long run. It will be wiser
for investors to know about its future prospects rather than
its past or present performance. They should always try to
keep in mind that present trend may not be the future trend.

Regret (loss) Aversion.
Investors exhibiting a cognitive phenomenon that

make them hold on losing positions due to the fear that
taking decisive actions can land them in a less optimum
position is termed as Regret(loss) Aversion6. This makes
them reluctant to sell “losing” investments that may give
them a feedback about their bad decisions.

They may also show reluctance to sell “gaining”

investments. Hence regret aversion does not come into play
only when there is a loss; rather it can also happen when
there are investment gains. For example, due to this bias
investors become reluctant to sell a stock whose price has
risen recently. Consequently, they tend to hold on
investments that they ought to sell resulting in a
suboptimum portfolio.Hence, regret does influence
decision making especially in investment decisions which
are done under conditions of uncertainty. Investors tend
to avoid stress arising from two situations. First is Errors
of commission, which occur due to misguided actions i.e.
an investor who regrets his investment decision after
experiencing a loss. Second is Errors of omission due to
misguided inaction i.e. an investor who missed an
opportunity to invest in something that may have later
appreciated in value and regrets his failure to have missed
those profits. That is, overlooked opportunities or forgotten
opportunities. Also unfavorable outcomes emerging from
errors of commission result in a more intense feelings of
regret rather than unfavorable outcomes from errors of
omission.Regret is a comparison based emotion of self-
blame, and it is experienced when individual actualize or
examine that their present outcomes of decision could have
been better if they had taken different decisions in the
past(Zeelenberg&Pieters, 2007). To avoid this bias,
investors should remind themselves that good return is
not possible without taking risk and

______________________
6(Behavioural Biases in Finance-https://

www.coursera.org/lecture/behavioral-investing/18-
regret-aversion-bias-1-iWzr2)

demonstrate to themselves, the long-term benefits
of adding a riskier set to a portfolio. Investors should not
limit themselves to good companies simply because they
fear the regret they might experience if an investment in a
lesser known company doesn't work out. They need to
remember that high-profile brands don't necessarily deliver
returns.  Investors need to remember that they might also
experience regret when a stock begins to decline after they
have held it for too long. Therefore, investors should act
wisely and set aside any kind of emotions that might impact
the sell decision. A wise approach is to cut out the losses
from an unprofitable position and move on towards long-
term investment success. Investors should follow a
disciplined portfolio management and should tend to buy
when market is low and sell when market is up.



Vol: VI  Issue I,JAN-MARCH, 2020, ISSN :(P)-2454-6542; (E)-2455-9342

Journal of Research Innovation and Management Science

26

Disposition Effect.
The tendency of investor to hold losses in investment

too long and sell winners in investment too soon has been
labeled as disposition effect by Shefrin and Statmen7. This
effect can prove to be harmful to investors by increasing
the capital gains taxes to be paid by the investor and also
by reduce returns before taxes. Researchers have
recognized the tendency in many investors facing
difficulty; they quickly sell stocks with raised price and
hold the losing stocks. Investors should tend to cut their
losses and engage in disciplined investment management
that can result in higher returns.

One of the best ways to overcome disposition effect
is by splitting a single gain into smaller units to make the
whole gain feel greater than the loss termed as Hedonic
Framing.

Familiarity Bias
When investors show a preference for familiar

investment opportunities inspite of the seemingly obvious
gains from diversification, it is termed as Familiarity bias.
Investors usually show a preference for local and known
assets with which they are more familiar (local bias) rather
than those with which they are completely unfamiliar even
though they

________________________
7(H Shefrin, M Statman - The Journal of finance,

1985 - Wiley Online Library)
signify some good amount of gain. As a result their

portfolios are tilted towards domestic securities (home
bias), resulting in suboptimal portfolios.

To overcome this bias, investors need to expand
their portfolio allocation decisions so that they can gain
from wider diversification as well as reduce their risk.
Investors should also try to invest internationally which
will help them to avoid familiarity bias.

Worry
The act of worrying is an ordinary and

unquestionably widespread human experience. Worry
educes memories and visions of future episodes that alter
an investor’s judgment about personal finances. Evidence
based on survey(Ricciardi, 2011) shows that a much larger
percentage of responding investors associate the word
“worry” with common stocks (70 percent) as compared to
bonds (10 percent). More and more amount of anxiety
when get linked to an investment avenue, increases its
perceived level of risk and hence lowers the level of risk
tolerance among investors.

As a result, the chances of not buying the security
increase. In order to avoid this bias, an appropriate Asset
Allocation Strategy matched with the investor’s risk
tolerance level should be adopted. As a quick test, if
investors lose their sleep because of apprehension about
the risk associated with their investments, they probably
should have a more conservative approach and hence less
risky investment portfolio.

Availability
Availability bias is a thumb rule or mental shortcut,

through which investors tend to estimate the chances of
an outcome depending on the ease with which the outcome
can be recalled.

As a result recalled possibilities which can be
perceived more easily and effortlessly by the investors are
given more priority than the prospects that are harder to
imagine or difficult to comprehend.

In general availability can be memory-based,
experience-based, or imagination-based. There are several
categories of availability bias of which the four most
important one that aptly characterize investors are Retain
Ability, Categorization, Narrow range of experience, and
Resonance. The first one, Retain Ability, comes into play
when investors show a preference for those investments
which they can retain easily. For example, if investors are
asked to identify the best mutual fund then they would
probably select the one that they can retain easily that is
the one that engages in heavy advertising. This is also
termed as Salience Bias. Second one, Categorization, where
investors show preference for their own country, if they
are asked to categorize countries worldwide that offers
the best investment prospects.  Since they'll recall their
own economies, their own country first. Next is Narrow
range of experience over a fixed period of time. Suppose
an investor works for a high tech company and if he is
asked about an industry in terms of investment prospects;
he would most probably suggest tech industry. And the
last one is Resonance where investors intent to favor
investments that are similar to their personality.

An important approach to avoid availability bias,
investors need to carefully research about an investment
avenue before taking any investment decisions and focus
on long term results. They need to be mentally aware and
stay conscious about the availability bias and the normal
human tendency to mentally over emphasize recent news
and under emphasize past news. They should typically
refuse to let this happen and let this tendency compromise
their investment decisions.
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Anchoring
Anchoring is the tendency to latch on to some

specific piece of information as a reference point while
taking decisions. Generally the first source of information
to which people are exposed (e.g., an initial purchase price
of a stock etc.) is used as an Anchor based on which they
prefer to take decisions. And they have difficulty in
adjusting or changing their views to new information. The
presence of anchoring bias results in a higher degree of
worry related to equities, which cause investors to
underweight equities in their portfolios because they are
excessively risk- and loss-averse ( Ricciardi, 2012).

To avoid anchoring investors should avoid a
specific reference point of information as an Anchor to
take financial decisions, rather should consider a wide
range of investment choices depending on their future
prospects. So, from an investment perspective, mental
awareness and alertness are the best counter-measure for
anchoring and adjustment bias.

Self-attribution bias
Investors suffering from self-attribution bias tend

to accredit successful outcomes to their own actions
whereas bad outcomes to external factors. Self-attribution
is a cognitive phenomenon by which investors assign
failures of their investment decisions to external factors
which can be situational factors, or market factors,
oreconomic factors, and successes to constitutional factors
such as their own inherent skill or intelligence.

Investors exhibiting self-attribution bias usually
become more overconfident, which can lead to overtrading
and underperformance. To avoid self –attribution bias,
investors should try to keep track of personal mistakes
and successes and should try to develop accountability
mechanisms such as seeking constructive feedback from
others and admitting own mistakes can help investors to
avoid such mistakes in future resulting in optimization of
their portfolio.

Trend-chasing bias
Investors tend to belief that future performances can

be predicted from historical returns and hence show a
chasing tendency completely based on past performance.
For example, investors often invest in those mutual funds
which seem to be attractive based on past performance.
But in maximum cases research shows that investors do
not benefit because performance typically fails to persist
in the future.

The best way to avoid this bias is to focus on future
prospect of any funds and analyze them rather than its
past performance. Although investors may feel confident
when investing with the crowd but in the long-term, such
an investment strategy is unlikely to lead to superior
performance.

These are some fundamental behavioral biases that
investors face at different periods during their lifetimes.

Another important issue to consider is the amount
of attention and time investor should spend on their
investment decisions because this might result in
overconfident or status quo behavior.

Two different types of Investors
Investors can be mostly classified as either

Overconfident or Status Quo.
Overconfident investors tend to be over active

traders whereas status quo investors remain relatively
inactive in managing their portfolios. The ideal one is to
be a combination of both the characteristics.

– Overconfident Investors
Overconfidence is a judgmental error in which

people overestimate their skill, knowledge, perceive
information or expand the subjective probability of
particular result happening8.

Due to this bias, an investor tends to overestimate
about one’s own intuitive reasoning, judgment, and
cognitive abilities. This can be in one’s own prediction
abilities (Prediction Overconfidence) as well as in the
precision of the information that they have with them
(Certainty Overconfidence).

Role of overconfidence on investor's decision
making process-

Both prediction and certainty overconfidence can
lead investors to make mistakes by overestimating their
ability to evaluate a company as a potential investment.
As a result he may fail to interpret any negative warning
signal for an unwanted stock.

 Research shows that overconfident behavior is
connected to excessive trading and results in poor
investment returns as well as under diversification of
portfolios. Inthe process, they may undertake a lot more
risk without a commensurate change in their risk tolerance
capacity.

To resist this bias, investors should be able to
recognize and resist the various signs of overconfidence.
Investors should not feel overconfidence due to a few short-
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term “wins” and start accrediting them to their superior
knowledge, abilities or skills and should focus on long
term returns. Short-term performance may be merely a
stroke of luck rather than analytical skill in security
selection or market timing.

– Status Quo Investors
Status quo bias is an emotional bias that compels

investors to remain in the existing condition, such as
holding a stock instead of selling it despite potential gains
from doing so and hence acting in a suboptimal manner.
Investors suffering from such biases tend to remainin a
state of inertia and prefer things to stay relatively the same.
Changing this inertia requires strong motivation and
mental strength. The status quo bias actually implies a
more intense anchoring effect, where investors anchor their
opinion and tend to follow it. Due to this bias,

________________________
8(Cambell, Goodie, and Foster, 2004; Glaster and

waber, 2010).
people may even tend to defer savings for retirement

or postpone opening a retirement portfolio.
Status quo bias reveals the drawbacks of a simple

“buy and hold” strategy without reshuffling it for a longer
period of time. Status quo is often favored by Endowment
bias. Loss aversion bias, endowment bias, and status quo
bias, are often displayed simultaneously. This result in
suboptimal and under diversified portfolio.

Role of Status Quo on investor's decision making
process-

Status Quo bias can lead to four investment
mistakes. First, status quo bias can cause investors to hold
on investments inappropriately resulting in suboptimal
portfolio by taking no action, which may even result in
inappropriate risk-return profiles i.e. investors may either
take a lot of risk or invest too conservatively. Secondly,
status quo bias combining with loss aversion bias, may
result in remaining in the same investment position
because the status quo offers the investor a lower
probability of realizing the loss. Thirdly, status quo bias
coupled with Familiarity bias can cause investors to hold
on securities with which they feel familiar or with which
they have an emotional bond. This behavior can
compromise investment goals. Finally, status quo bias can
cause investors to hold securities, to avoid transaction
costs that may be associated with selling it. But this kind
of behavior can be hazardous to one's wealth.

To resist this bias, investors should focus on a
disciplined investment strategy, based on investment
objectives and risk tolerance with a predetermined asset
allocation strategy encompassing a diverse collection of
assets such as mutual funds, stocks, bonds, and real estate
both nationally and internationally. Another way to
overcome status quo bias is to rebalance a portfolio at least
once a year, which will ensure   proper matching of an
investor’s risk tolerance profile with his asset allocation
throughout the life of the long-term portfolio. By doing so,
an investor will manage to shift gains from risky assets
(stocks) during bull markets to safer assets (bonds) and
from safer asset class (bonds) to the riskier asset class
(stocks) during bear markets.

Education is the key to overcome this status quo
bias.  At times it can be exceptionally strong and difficult
to overcome. Investors are advised to take help of financial
planners or advisors.

 SUMMARY AND CONCLUSION
Wealth creation is a combination of both the number

and the mind game, which vary from one investor to
another depending on one’s risk tolerance capacity.
Therefore consideration of psychological angle to
investing is the basic pre requisite for wealth creation since
each investor reacts differently to any financial situation.
Some common behavioral biases that may influence one’s
investment decision making process are described above
and suggested how to mitigate them.

Only after avoiding behavioral biases investors can
take impartial decisions based on available data and logical
processes.

Although investors cannot avoid all biases, they
can reduce their effects. This requires a thorough
understanding of the different behavioral biases that
human beings generally develop in different situations
and try to resist the tendency to engage in such kind of
behaviors. Developing and following objective investment
strategies and trading rules religiously can help investors
to overcome behavioral biases. Investors should try to focus
on long-term investment for wealth creation, along with
their proper identification of their level of risk tolerance
and appropriate asset allocation strategy, and should try
to rebalance their portfolios at least once a year.

Investors should adopt a more empirically skeptical
approach based on a clear understanding of one’s own
blind spots and biases and should try to control one’s
own emotions.



Vol: VI  Issue I,JAN-MARCH, 2020, ISSN :(P)-2454-6542; (E)-2455-9342

Journal of Research Innovation and Management Science

29

Finally some suggestions about key junctures at
which it is extremely crucial to apply some of the
behavioral-investing concepts. These are – when investors
are going through a life trauma (divorce, death in the family
or job loss), when investors enter their retirement phase,
when investors have a legacy issue, when investors create
a ‘Trust’ (Mental Accounting typically comes to mind),
when investors have a very concentrated stock position,
to name a few.
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