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ABSTRACT 

Behavioral finance is the new paradigm of finance, which seeks to supplement the standard 

theories of finance by introducing the behavioral aspects to the investment decision making 

process. It is a field that attempts to understand and explain how emotions and cognitive errors 

influence investors and the investment making process. Traditional finance emphasizes theories 

such as Capital Asset Pricing Model, Modern Portfolio Theory and the Efficient Market 

Hypothesis are based on two assumption one, investors make rational decisions and the other is 

investors are unbiased in their predictions about the future. The emerging field of Behavioral 

finance seeks to understand and predict systematic financial market implications of 

psychological decision processes of investors. In addition, it focuses on the application of 

psychological and sociological issues that impact the decision-making process of investors. This 

paper introduces the concept of behavioral finance along with its history in the first section. The 

second section outlines the key differences between traditional finance and behavioral finance 

and also discusses the following four basic tenets of behavioral finance, Regret theory, Prospect 

theory, Anchoring and Over & under reaction along with other major concepts. In conclusion, 
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this paper will provide strategies to assist individual equity investors to resolve these “mental 

mistakes and errors” by recommending some important investment strategies. 

Keywords: Behavioral finance, Traditional finance, individual equity investor. 

______________________________________________________________________________ 

Introduction 

Behavioral finance is the new paradigm of finance, which seeks to supplement the standard 

theories of finance by introducing the behavioral aspects to the decision making process. 

Behavioral finance helps investor to guide portfolio allocation decisions, both by helping us to 

understand the kinds of errors that investors tend to make in managing their portfolios, and by 

allowing investor to understand better how to locate profit opportunities for investment. Most 

classical investment theories are based on two assumption one, investors make rational decisions 

and the other is investors are unbiased in their predictions about the future. Psychological 

studies, for example, have repeatedly demonstrated that the pain of losing money from 

investments is nearly three times greater than the joy of earning money. Small market corrections 

have often disintegrated into full-scale crashes as a result, fueled by panicked investors who 

made rash decisions to avoid losing money in the short-term rather than focusing on an 

investment‟s long-term potential. Hence, not every choice investors make is in their best 

interests. Emotions such as fear and greed often play a pivotal role in investor decisions; there 

are also other causes of irrational behavior. 

 

Definition of Behavioral Finance 

Behavioral finance is a discipline which integrates the principles of Finance, Sociology and 

Psychology. Figure 1 demonstrates the important interdisciplinary relationships that integrate 

behavioral finance. When studying concepts of behavioral finance, traditional finance is still the 

centrepiece; however, the behavioral aspects of psychology and sociology are integral catalysts 

within this field of study. Behavioral finance is a new and growing academic discipline that 

integrates the concepts of finance, sociology and psychology and studies investor behavior. 

Investors are human, make mistakes and behave irrationally. These realities affect the decision-

making process, which in turn reduces returns, by studying the behavior and identifying the 

mistakes, behavioral finance can contribute to improving returns or reducing investors risk.   
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Figure 1: Behavioral Finance 

Finance is a discipline concerned with determining the value and making decisions. The finance 

function allocates capital, including the acquiring, investing and managing resources. Sociology 

is the systematic study of human social behavior in the groups; it focuses primarily on the 

influence of social relationships on people‟s attitudes and behaviour. Psychology is the scientific 

study of behavior and mental processes, along with how these processes are affected by a human 

being‟s physical, mental state, and external environment. 

Behavioral Finance is the study of how these emotions and mental errors can cause stocks to be 

over-valued or under-valued. The claim of Behavioral Finance is - People‟s deviations from 

rationality are often systematic. These systematic biases have their origins in human 

psychology.  This has led to the creation of investment strategies that capitalize on this irrational 

investor behavior. While investment strategies that exploit emotions have existed for centuries, 

Behavioral Finance focuses on identifying mental mistakes regularly made by investors. 

 

History 

During the 1990s, a new field known as behavioral finance began to emerge in many academic 

journals of developed countries. The foundations of behavioral finance, however, can be traced 

back over 150 years. Several original books written in the 1800s and early 1900s marked the 

beginning of the behavioral finance school. Originally published in 1841, MacKay‟s 

Extraordinary Popular Delusions and the Madness of Crowds presents a chronological timeline 

of the various panics and schemes throughout history. This work shows how group behaviour 

applies to the financial markets of today. Le Bon‟s important work, The Crowd: A Study of the 

Popular Mind, discusses the role of “crowds” (also known as crowd psychology) and group 

behavior as they apply to the fields of behavioral finance, social psychology, sociology, and 
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history. In 1912 Selden wrote book Psychology Of The Stock Market was one of the first to apply 

the field of psychology directly to the stock market. This classic discusses the emotional and 

psychological forces at work on investors and traders in the financial markets. These three works 

along with several others form the foundation of applying psychology and sociology to the field 

of finance.  

In 1956 the US psychologist Leon Festinger, Riecken and Schachter introduced a new concept in 

social psychology: the theory of cognitive dissonance. When two simultaneously held cognitions 

are inconsistent, this will produce a state of cognitive dissonance. Because the experience of 

dissonance is unpleasant, the person will strive to reduce it by changing their beliefs. Pratt (1964) 

considers utility functions, risk aversion and also risks considered as a proportion of total assets. 

Tversky and Kahneman (1973) introduced the availability heuristic: “a judgmental heuristic in 

which a person evaluates the frequency of classes or the probability of events by availability, i.e., 

by the ease with which relevant instances come to mind.” The reliance on the availability 

heuristic leads to systematic biases. Two brilliant psychologists, Amos Tversky and Daniel 

Kahneman (1973), described three heuristics that are employed when making judgments under 

uncertainty. 

Today, there is an abundant (but not in India)  supply of literature including the phrases 

“psychology of investing” and “psychology of finance” so it is evident that the search continues 

to find the proper balance of traditional finance, behavioral finance, behavioral economics, 

psychology, and sociology. The uniqueness of behavioral finance is its integration and 

foundation of many different schools of thought and fields. The foundation of behavioral finance 

is an area based on an interdisciplinary approach. From the liberal arts perspective, this includes 

the fields of psychology, sociology, anthropology, economics and behavioral economics. In other 

words, Behavioral Finance is where anthropology meets economics and psychology intersects 

finance. Untaught in most of the MBA curriculum across India, It remains the domain of a few 

gurus and special interest groups, Parikh (2007). 

 

The major differences in traditional finance and behavioral finance are: 

1. Traditional finance presumes that investor process data appropriately and correctly but 

behavioral finance recognizes that investors employ thumb rules to process data which 

induces bias in their thinking and influence them to commit errors.  
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2. Traditional finance assumes that investors view all investment decisions through the 

transparent and objective lens of risk and returns. In contrast, behavioral finance 

postulates that perception of risk and returns are significantly influenced by how 

investment decisions are framed. 

3. Traditional finance presupposes that investors are guided by reason and logic and make 

independent investment judgments. Contrarily behavioral finance considers that investors 

are guided by emotions and herd instincts while making investment decisions. 

4. Traditional finance argues that markets are efficient, implying that the price of an each 

security is an unbiased estimate of its intrinsic value. In contrast behavioral finance 

argues contend that heuristic-driven biases and errors, frame dependence and effects of 

emotions and social influence often leads to discrepancy between market price and 

fundamental value of the stock. 

Based on the above key difference between the traditional finance and behavioral finance 

following theories are developed, which are considered as four pillars of behavioral finance. 

These four basic principle theories within behavioral finance often contradict the basic 

assumptions of traditional financial theory. 

Prospect Theory 

Kahneman and Tversky have developed the Prospect Theory in 1976; it is an alternative to the 

Expected Utility Theory. Prospect Theory (Kahneman & Tversky, 1979) takes a descriptive 

approach by describing how the financial decisions are made in reality, unlike the Expected 

Utility theory, which is concerned with how the decisions should be made.  Prospect theory 

explains how investors actually behave when confronted with choice under uncertainty and 

formalizes an S-shaped value function to substitute for expected utility function of expected 

utility theory. Prospect theory is founded on two propositions. Firstly, investor utility is a 

function of gains and losses relative to a fixed reference point, rather than a function of the levels 

of wealth. Secondly, investor‟s utility functions are concave in the gains region and convex in 

the loss region. This is because investors respond differently to equivalent situations depending 

on whether it is presented in the context of a loss or a gain. Investors typically become distressed 

at the prospect of losses and are pleased by possible gains: even faced with sure gain, most 

investors are risk-averse but faced with sure loss they become risk-takers. 
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Figure 2. Hypothetical Value Function (Kahneman & Tversky 1979, p. 279) 

 

 

Regret Theory  

Regret is the emotional pain that comes with realizing that a previous decision turned out to be 

bad.  Regret theory is about investors‟ emotional reaction to having made an error of judgment, 

whether buying a stock that has gone down or not buying one they considered and which has 

subsequently gone up. Investors may avoid selling stocks that have gone down in order to avoid 

the regret of having made a bad investment and the embarrassment of reporting the loss. They 

may also find it easier to follow the crowd and buy a popular stock: if it subsequently goes down, 

it can be rationalized as everyone else owned it. Going against conventional wisdom is harder 

since it raises the possibility of feeling regret if decisions prove incorrect. Many investors find it 

easier to buy a popular stock and rationalize it going down since everyone else owned it and 

thought so highly of it. Buying a stock with a bad image is harder to rationalize if it goes down. 

 

Anchoring 

Anchoring (Yates, 1990), is a phenomenon in which, in the absence of better information, 

investors assume current prices are about right. Investors tend to give too much weight to recent 

experience, extrapolating recent trends that are often at odds with long-run averages and 

probabilities. Mental mistakes can also cause investors to under-react to new, positive 

information about a company. One shortcut that causes this is anchoring - a tool the brain uses to 

solve complex problems by selecting an initial reference point and slowly adjusting to the correct 

answer as it receives additional information. Bargaining is a good example of how anchoring 
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works. A well-trained salesman negotiates with potential customers by starting at a high price 

and slowly reducing the price over time. His goal is to anchor the customer to the high price 

(regardless of the actual value) and let the customer feel he/she negotiated a good deal by getting 

a lower price. Similarly, investors invest in the stocks of companies that have fallen considerably 

in a very short amount of time. In this case, the investor is anchoring on a recent "high" that the 

stock has achieved and consequently believes that the drop in price provides an opportunity to 

buy the stock at a discount. While, it is true that the fickleness of the overall market can cause 

some stocks to drop substantially in value, allowing investors to take advantage of this short- 

term volatility. However, stocks quite often also decline in value due to changes in their 

underlying fundamentals.  

 

Over-and-Under Reaction 

The consequence of investors putting too much weight on recent news at the expense of other 

data is market over- or under-reaction. Investors show overconfidence. They tend to become 

more optimistic when the market goes up and more pessimistic when the market goes down. 

Hence, prices fall too much on bad news and rise too much on good news. And in certain 

circumstances, this can lead to extreme events. Based on the study done by Kahneman and 

Odeon (1999) on the behavior of buying and selling stock, found that when an investor sells a 

stock and immediately buys another, the stock that is sold does better in the following year, by 

3.4% on average. They also pointed out that people are prone to “cognitive illusions”, like 

becoming rich and famous or being able to get out of the market before a bubble breaks. 

Investors exaggerate the element of skill and deny the role of chance in their decision making 

process. Investors are often unaware of the risk they take. Add loss aversion to the mix and it‟s 

no wonder the average investor panics in a market downturn, a time perhaps to buy rather than 

sell."The market does not reflect the available information as the professor tells us. But just as 

the funhouse mirrors don't always accurately reflect your weight, the markets do not always 

accurately reflect the information. Usually they are too pessimistic when it's bad and too 

optimistic when it is good". Bill Miller.  
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Other concepts of Behavioral Finance 

Overconfidence 

Overconfidence refers to boundless ability as human beings to think that we are smarter or more 

capable than we really are. A series of gains without any setbacks lead in a feeling of over 

confidence, which will ultimately prove detrimental in getting higher returns. Investors are 

overconfident about their abilities. Overconfidence manifests itself in a number of ways. Men 

tend to be more overconfident than women. This manifests itself in many ways, including trading 

behavior. Barber and Odean (2001) recently analyzed the trading activities of investors with 

discount brokerage accounts. They found that the more investors traded, the worse they did, on 

average. And men traded more, and did worse than, women investors. Overconfidence in the 

markets is often visible in the research reports of market analysts. When the BSE Sensex reached 

15000 levels in July 2007, 21000 seemed achievable. At 21000 over optimistic bulls said the 

market will rally beyond the 21000 and may touch even 45000 in no time, but this never turned 

true and the Bull Run was not only halted, but also conclude with a big bear hug bringing the 

Sensex down to 9000 in October 2008 .   

 

Mental Accounting 

Mental accounting is an idea developed and championed by Richard Thaler. It underlines one of 

the most common and costly mistakes people make when dealing with money. It is the tendency 

to place different values to the same sum of money depending on how it has been acquired and 

the effort required to acquire it. Most of the investors believe that a bonus share is a freebie given 

by the company to its shareholders. Companies give bonus shares to capitalise reserves and 

balance their finances. However, investors do not perceive it that way. They consider it to be a 

windfall. This leads to become extravagant. Most investors suffer from this mental accounting 

error. That is why stock markets rise on such announcements. People sometimes separate 

decisions that should, in principle, be combined.  

 

Representativeness 

Representativeness is a tool that the brain uses to classify things rapidly. The brain assumes that 

items - plants, people, stocks, etc. - with a few similar traits are likely to be identical even though 

they may be quite different in reality. While representativeness helps the brain organize and 
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quickly process large amounts of data, it is a shortcut that can cause investors to overreact to old 

information. According to Shefrin and Statman, (1984) investors overestimate the probability 

that a good company is a good stock because prominent investors rely on the representativeness 

heuristic. Good stocks are similar to good companies. Or, good stocks are now good companies. 

Therefore, they conclude incorrectly that good companies are good stocks. Representativeness 

can cause investors to make errors in financial markets. If a company has repeatedly delivered 

poor results, investors will sometimes become disillusioned with it. In their minds, the company 

has the traits of a lousy company and, like most lousy companies, it will continue to deliver poor 

results in the future. Investors in these instances overreact to the past, negative information and 

ignore valid signs of improvement. Although it may be poised to deliver good results, the 

company is over looked and its stock undervalued. This is not to say investors won‟t ever change 

their view. If the company continues its improvement over time, investors will eventually 

overcome their representativeness error. And the company will start to look like a potentially 

attractive investment.  

 

Conservatism 

A conservatism is a bias in which the investors are too slow (too conservative) in updating their 

beliefs in response to recent evidence, Basu & Sudipta, (1997). This means that they might 

initially underreact to news about a firm, so that prices will fully reflect new information only 

gradually. Such a bias would give rise to momentum in stock market returns. It is the tendency to 

cling tenaciously to a view or a forecast. Once a position has been stated most people find it very 

hard to move away from that view. When movement does occur, it is only very slow (this creates 

under-reaction to events). But if there is a long enough pattern, then they will adjust to it and 

possibly overreact, underweighting the long-term average. When things change, people tend to 

be slow to pick up on the changes. 

 

Disposition effect 

The disposition effect refers to the pattern that investors avoid realizing paper losses and 

seek to realize paper gains. People avoid actions that create regret and seek actions that cause 

pride. Hersh Shefrin and Meir Statsman (1984), adopted this psychological behavior to the 

investor and confirmed that fearing regret and seeking pride causes investors to be predisposed to 
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selling winners too early and riding losers too long. For example consider an investor has to sell 

either of the two stock options – Stock A has earned 25% return since purchase and stock B has 

lost 25% since purchase, he/she chooses to sell stock A since it validates good investment 

decision and enjoy the pride of locking in the profits. The disposition effect predicts that 

investors sell the winner, as it triggers the feeling of pride and holds the losers due to fear of 

regret. Hence, investors sell the stocks that have performed well so that they can feel good about 

themselves, or so they can boast to others about their ability to pick good stocks. At the same 

time, investors may hold on to their poorly performing stocks because they are not ready to 

acknowledge that they made a mistake, and because they are afraid that the stocks may recover. 

It is the future value or appreciation of the stock is the decisive criterion that should determine 

the purchase or selling decision. Investors usually prefer selling winners to selling losers due to 

the disposition effect.  

 

Herd Behavior 

“Herd” has again become a pejorative term in the financial lexicon. If an over-confident investor 

relies heavily on one‟s own instincts and abilities about investing, the insecure investors trust the 

crowd more than one‟s own instinct Grinblatt, Titman, and Wermers, (1995). All investors want 

to make the right decisions about their investments. The best course of action to the investor for a 

portfolio may be contrary to an investor's desire to run with the herd, shield themselves from risk 

and/or regret.  "Following the herd" on investment decisions has the potential to provide 

investors with many psychological benefits. Herding reduces the time needed to properly analyze 

an investment decision.  It can also help reduce feelings of regret if the investment choice was a 

bad one.  Investors can find comfort knowing that they were not alone in their decision. Men led 

by herd mentality can act in frenzy.  Thus are too fast to buy what the crowd buys and sell what 

it is selling. In the empirical studies, “crowd effects” often have been associated with large 

fluctuations in prices of equities.   

 

Behavioral finance postulates 

 Individual and institutional investors are susceptible to herd mentality, a tendency at the 

root of many bubbles and crashes. 
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 The pain of a rupee lost generally is three times more, than the pleasure of a rupee 

gained. 

 Investors tend to put emotional weight to the price they paid for the stock relative to its 

current position. 

 Overconfident investors tend to trade too much and under perform the market. 

 Investors tend to be more optimistic when the market goes up and more pessimistic when 

it goes down. 

 Investors are afraid to admit an error in judgment and are thus more likely to sell winners 

and hold the losers in their portfolio. 

 

Strategies for Equity Investors  

Understand the biases: Understanding the biases in self and othersis an important step of 

avoiding them.  

Define the investment goals precisely: Many investors overlook the simple step of investing they 

have vague notion of investment goals like getting rich quick or want to have financially 

independent after retirement etc.., these vague notions do little to to give him/her investment 

directions. Nor do they help investor in avoiding the psychological biases that inhibit good 

investment decisions. Being specific with the amount to be invested and the time period will give 

the big picture and able to determine whether goals and behaviour are in align or not.  

Quantifying investment criteria: Quantifying investment goals prevents one from acting on 

rumors, emotion, and other detrimental biases. The criteria for investing must first meet 

quantitative benchmarks and can be supplemented by qualitative information such as the firm‟s 

recognition as a producer of quality products. 

 Diversifying: Diversification of portfolio across different industries and across different 

investment avenues (stocks, bonds, real estate).  Investor is less prone to do something 

drastically when he/she incur losses in one or two stocks because these losses are likely to offset 

by gains of the other avenues. 

Controlling one’s investment environment: This entails checking one‟s stocks once per month, 

trading just once per month on the same day each month, reviewing portfolio annually to track if 

investments are meeting desired strategies. 
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Strive to Earn market returns: The strategies for earning abnormal profits usually exacerbate 

cognitive biases and ultimately contribute to lower returns. Portfolio strategies based on indexing 

inhibit the detrimental effects of biases and eliminate the emotion out of investment decisions, 

therefore, deemed the most successful. 

Review your Biases Periodically: Once in a year review your psychological biases. This will 

avoid investor falling trap into such biases in future. 

 

Conclusion 

The foundation of wisdom is knowing yourself – Socrates. To make optimal investment 

decisions investor must be guided by an accurate picture of the cognitive and emotional 

weaknesses that affect investment decision making. In the long run behavioural finance would 

certainly help in building better models. By focusing rigorously on root causes, behavioral 

finance can help fiduciaries recognize conditions that are conducive to irrational behavior, avoid 

sub-optimal investment decisions, and exploit profitably the irrational actions of others. An 

investor being a human can‟t be assumed to be a machine, always making logical calculations 

and uninfluenced by psychological factors. People trade not only for profit but for emotional and 

cognitive reasons as well. These aspects if factored could make the analysis more accurate and 

reliable. Knowledge of this area may also help an investor at a personal level as it makes them 

aware of the common mistakes they tend to make. The extent of research in the field of 

behavioral finance has grown noticeably in the past decade. The field merges concepts from 

financial economics, psychology and sociology in an attempt to construct a more detailed model 

of human behavior in financial markets. 

 

References 

 

Barber, Brad, and Terry Odean, (2001), “Boys will be boys: Gender, overconfidence, and 

common stock investment.” Quarterly Journal of Economics 116, 261-292. 

 

Barberis, Nicholas, and Richard Thaler, (2003). “A survey of behavioral finance.” in G. 

Constantinides, M. Harris, and R. Stulz (editors) Handbook of the Economics of Finance 

North-Holland, Amsterdam. 

 

Basu, Sudipta, 1997. The Conservatism Principle and the Asymmetric Timeliness of Earnings. 

Journal of Accounting and Economics, 24(1), 337. 

 



International Journal of Research in management                                                                                ISSN 2249-5908          

Available online on http://www.rspublication.com/ijrm/ijrm_index.htm                   Issue 2, Vol. 6 (November-2012) 

 Page 207 
 

Benartzi, Shlomo, and Richard Thaler, (2001). “Naïve diversification strategies in defined 

contribution savings plans.” American Economic Review 91, 79-98. 

 

Froot, Kenneth A., and Emil A. Dabora, (1999). “How are stock prices affected by the location 

of trade?” Journal of Financial Economics 53, 189-216. 

 

Hirshleifer, David, (2001). “Investor psychology and asset pricing.” Journal of Finance 56, 

1533-1597. 

 

Grinblatt, Mark, Sheridan Titman, and Russ Wermers, (1995). Momentum Investment Strategies, 

Portfolio Performance, and Herding: A Study of Mutual Fund Behavior. The American 

Economic Review, 85(5), 1088. 

 

Kahneman, Daniel and Riepe, Mark W.(1998), “Aspects of Investor Psychology.” The Journal 

of Portfolio Management, Summer  pp. 52-65. 

 

Kahneman and Odeon, (1999), „Do investors trade toomuch?, American Economic Review, 89, 

1279 – 98. 

   

Kahneman, Daniel and Tversky, Amos. (1979)“Prospect Theory: An Analysis of Decision Under 

Risk.” Econometrica, 47  pp. 263-291. 

 

Kahneman, D. and Tversky, A. (1974) Judgment under uncertainty: Heuristics and biases, 

Science 185, 1124-1131. 

 

Kahneman, D., Slovic, P. and Tversky, A. (1982) Judgment under Uncertainty: Heuristics 

and Biases, Cambridge University Press, Cambridge and New York. 

 

Modigliani, Franco, and Richard Cohn, (1979). “Inflation, rational valuation and the market.” 

Financial Analysts Journal 35, 24-44. 
 

Odean, Terrance.(1998), “Are Investors Reluctant to Realize Their Losses?” Journal of Finance, 

53, pp. 1775-1798. 

 

Parag Parikh, (2007), Stocks to Riches, TMH. 

 

Pratt, J. W. (1964), Risk Aversion in the Small and in the Large. Econometrica, 32 (1-2), 

January-April: 122-136. 

 

Ritter, Jay R., and Richard Warr, 2002. “The decline of inflation and the bull market of 1982- 

1999.” Journal of Financial and Quantitative Analysis. 37, 29-61. 

 
Selden, G. C., (1912). Psychology of the Stock Market: Human Impulses Lead To Speculative 

Disasters. New York: Ticker Publishing. 
 

Sewel Martin, May 2007, Behavioral-Finance. 



International Journal of Research in management                                                                                ISSN 2249-5908          

Available online on http://www.rspublication.com/ijrm/ijrm_index.htm                   Issue 2, Vol. 6 (November-2012) 

 Page 208 
 

 

Sharp. William F., Alexander Gordon J., Bailey Jettery V., Sixth Edition 2006, Investments. 

 

Shefrin, Hersh, (2000). Beyond Greed and Fear Harvard Business School Press, Boston. 

 

Shefrin and Statman, (1984) “Explaining Investor Preference for Cash Dividends,” Journal of 

Financial Economics. 

 

Shiller, Robert J., (2000). Irrational Exuberance Princeton University Press, Princeton. 

 

Shleifer, Andrei, and Robert Vishny, 1997. “The limits of arbitrage.” Journal of Finance 

52, 35-55. 

 

Siegel, Jeremy J., 1998. Stocks for the Long Run, Second Edition McGraw-Hill, New York. 

 

Tversky,  and Daniel Kahneman, (1973). Availability: A Heuristic for Judging Frequency and 

Probability. Cognitive Psychology, 5(2), 207-232. 

 

Yates,  (1990), Judgment and Decision Making, Printece Hall, P118 – 127 


