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Abstract: Decision-making can be defined as the process of choosing a particular alternative from many available 

alternatives. Investment Decision is usually based on different factors one of them is behavioral factors. The study of 

Behavior or psychology of investors while making investment decision is known as Behavior finance. This study aims to 

investigate the impact of cognitive and emotional bias on the investor’s financial decision. Investors are always assumed to 

be rational thinkers as per the traditional economic theories but the volatile market behavior has challenged the efficient 

market hypothesis. Behavioral finance is a newly developed approach in response to the difficulties faced by the 

traditional investors. Investment markets are becoming increasingly risky making the investors behave differently upon 

different market dynamic forces. Recent researches on individual investor’s behavior have shown that people do not act 

rationally while making decisions, rather several factors influence their decisions whether it is related to stock market or 

personal financial investments. It is necessary to understand the major cause of irrationality in the behavior of individual 

investor.. Empirical data has been collected through administrating a questionnaire of 100 respondents from city 

Bathinda (Punjab) and this data is used to investigate whether investors’ decision making is affected by biases. The study 

with the help of Factor analysis using SPSS software concludes that males respondents in between the age of 31-40 years 

and have income fall in between 20,000-50,000 are more actively invest and they likely to invest 20% of their earning in 

investment avenues Above data shows that  biases have a direct impact on the decisions taken by the investors in city 

Bathinda. 
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I. INTRODUCTION 

In the current economic scenario, money is considered as the root cause of all happiness. People start investing to 

secure life and a bright future. But the most important dilemma is that investors are confused with various avenues 

and their risk-return profile. Investment is the sacrifice of current money or other resources for future benefits. In the 

financial sense, ―Investment is the commitment of a person’s funds to derive income in the form of interest, 

dividend and  premiums.  For a long time everybody thought that traditional finance theory is accurate because it 

states that investor think rationally and make deliberate decisions, based on various estimations or using economic 

models. However after a number of investigations, it was noticed that human decisions often depend on their nature 

intuitions, and habits, cognitive or emotional biases hidden deeply at the back of one’s mind. The new discipline – 

behavioral finance have began to develop after gathering enough information that confirm particular human 

behavior which is contrary to traditional finance theory. Behavior finance is the study of how psychology affects 

financial decision making process and financial markets. Since psychology explores human judgment, behavior and 

welfare, it can also provide important facts about how human actions differ from traditional economic assumptions. 

The traditional finance paradigm seeks to understand financial markets using models in which investors are 

―rational‖. Even though many traditional theories of varying complexities and explanatory power have existed and 

evolved over the past several decades, the rationality of investors is a central assumption all and sundry. The field of 

finance has evolved over the past few decades based on the assumption that people make rational decisions and that 

they are unbiased in their predictions about the future. Investors are thought of as a rational lot that take carefully 

weighted economically feasible decisions every single time. A rational investor can be defined as a one that always 

(i) updates his beliefs in a timely and appropriate manner on receiving new information; (ii) makes choices that are 

normatively acceptable (Thaler,2005) investors may be inclined toward various types of behavioral biases, which 

lead them to make cognitive errors. People may make predictable, non-optimal choices when faced with difficult 

and uncertain decisions because of heuristic simplification. Behavioral biases abstractly are defined in the same way 

as systematic errors are in individual’s judgment.  

 

II. LITERATURE REVIEW: 

Subhash Rahul (2010), analyzed the effects of the behavioral biases on the decision making process of portfolio 

investors in Kerala, The focus was on nine identified behavioral biases, namely: Overconfidence, 

Representativeness, Herding, Anchoring, Cognitive Dissonance, Regret Aversion, Gamblers’ Fallacy, Mental 

Accounting and Hindsight Bias. Techniques like Discriminant Analysis, Weighted Scoring, and Chi-squared Tests 
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were employed to analyze the data. The study investigated that the average individual investor participation in the 

Indian Stock Market was rational at all times. 

Rajiv Bhattacharya (2012) Discussed three relevant aspects of behavioral finance. Firstly the paper discusses the 

factors causing such irrational behavior and also to build a conceptual model identifying the causal factors for 

investment behavior of people and the mode in which investment behavior is affected by such factors. The second 

objective of this paper is to suggest measures to counter such factors and enable the investors to take more rational 

decisions thereby reducing the chance of market inefficiencies. Thirdly the paper aims at identifying the possible 

area for further research on behavioral finance. The result of this study the knowledge about this fact can help the 

investors to train themselves and avoid committing the mistakes while taking investment / divestment decisions and 

act as a deterrent to erosion of their net wealth. Investors, if aware of the common follies they commit due to impact 

of psychology on rational investment decision, can insulate partially themselves from making sub-optimal asset 

allocations. 

Saba Amin and Syed Shahzaib Pirzada (2013)  Investigate to define the emotions based theories which are used to 

explain the stock market problems and terms. It is also critically analyzed the issues related property for behavioral 

research and the theory of behavioral finance. After the analysis of this paper we came to know that investors cannot 

always motivated by emotions, and it is not necessary that the property market will only be sufficient at the weak 

form efficient. There is a need of deep analysis for the theory of behavioral finance. The two major concepts of 

behavioral finance are discussed by this paper. First, investor psychology and limit to arbitrage. Next, the theories 

related to psychology used in behavioral finance both are reviewed. These are Prospect theory, judgment under 

uncertainty (overconfidence, fear of regret, Representativeness heuristic, Availability heuristic, Anchoring and 

judgment). The result of this paper behavioral model is excellent to explain all these anomalies. Possessions or real 

estate research is concentrated on the human behavior because they believe that all the decisions are made in the 

property or real estate markets are always from the perception of human behavior. 

Vijaya, E. (2014) studied the factors which influence the retail investor’s behavior in Indian stock market. Factor 

analysis and Cronbach’s Alpha was used to find out the determinants of individual investment behavior. The results 

shows that there are five behavioral factors influencing the investment decisions of individual investors in Indian 

stock market are Overconfidence, Anchoring, Loss Aversion, Herding and Market factors. Where Overconfidence 

has high impact and other variables of other factors have moderate impact on retail investors’ investment decision in 

Indian stock market 

Andrey Kudryavtsev Gil Cohen and Shlomit Hon-Snir (2014) analyzed the effects of five well documented 

behavioral biases—namely, the disposition effect, herd behavior, availability heuristic, gambler’s fallacy and hot 

hand fallacy—on the mechanisms of stock market decision making and, in particular, the correlations between the 

magnitudes of the biases in the cross-section of market investors. The result in this study finding suggests that an 

investor who is more inclined to employ a certain intuitive decision-making technique will most likely accept other 

techniques as well. Furthermore, they determine that the correlation coefficients between the biases are higher for 

more experienced investors and male investors, indicating that these categories of investors are likely to behave 

more consistently, or, in other words, are more likely to decide for themselves whether to rely on simplifying 

decision-making techniques in general or to reject all of them. 

 Mustapha Chaffai, Imed Medhioub (2014) studied the influence of these psychological and emotional factors on the 

behavior of Tunisian stock market investors, in this study taken into investor’s decision making depend on many 

parameters such as utility maximization return, socio economics, age, education, capital .invested, profession and 

their preference. These parameters are helpful to determine biases rising from the investors’ behavioral finance and 

also to explain the irrational factors which affect in the investment decisions portfolio selection in the Tunisian 

financial market. This study targets the Tunisian stock market. The sample size was determined by the 300 investors 

on the Tunisian stock market. The result of this study that person having a high level of education respondents 

mostly affect the behavioral biases in the Tunisian stock market and lack of investor behavior rationally in the 

Tunisian market  

 

III. BEHAVIOR BIASES: 

Behavioral finance studies the psychological aspect of financial decision-making and explains the irrationality of 

investors in investment decision-making. Usually, the investor’s behavior deviates from making rational or logical 

decisions and leans towards being influenced by various behavioral biases. These biases influence the investor’s 

rationality in investment decision-making. Kahneman and Tversky (1979) developed prospect theory and explained 

that the investor’s decision-making is based on potential gains and losses rather than on final outcomes. This 

phenomenon occurs because of the cognitive biases that affect the judgment of these gains and losses. Investors 

show various types of behavioral biases, and we have reviewed four biases in the following sections: 
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3.1 Overconfidence Bias: 

The overconfidence effect is a well-established bias in which an investor’s subjective confidence in his or her 

judgments is reliably greater than the objective accuracy of those judgments, especially when confidence is 

relatively high. Overconfidence occurs when an investor over estimates the reliability of his skills, knowledge, 

experience and accuracy of the information or is over optimistic about the future outcome and the ability to control 

any adverse situations (Camerer & Lovallo, 1999, Daniel K, D. Hirshleifer & Subrahmanyam, 2001; Glaser & 

Weber, 2003).  The key effect of Overconfidence results in indulging in too many trades, too many risks resulting in 

paying high brokerage, taxes and loss.  

 

3.2 Loss Aversion: 

In economics and decision theory, Loss Aversion refers the people’s tendency to strongly prefer avoiding losses to 

acquire gains. Most studies suggest that losses are twice as powerful, psychologically, as gains. Loss aversion was 

first demonstrated by Amos Tversky and Daniel Kahneman in their Prospect Theory (1979) under the assumption 

that losses have a larger impact on preference than that of the advantages of gains. If a person were given two equal 

choices, one expressed in terms of possible gains and the other in possible losses, he would choose the former. 

Individuals are loss-averse rather than risk-averse because their pain associated with a given amount of loss is 

greater than their pleasure derived by an equivalent gain i.e. losses loom larger than gains, which is the theme of 

their Prospect Theory. 

 

3.3 Regret Aversion 

This broadly pertains to theory of investor behavior that attempts to explain why investors refuse to admit to 

themselves that they have made a poor investment decision so they do not have to face unpleasant feelings 

associated with that decision. This type of aversion causes investors not to correct bad decisions, which can make 

those decisions even more worse. A psychological error arises out of excessive focus on feelings of regret at having 

made a poor investment decision. The Regret Aversion theory explains why investors hold on to losing stocks: 

investors often take more risks to avoid losses than to realize gains (Sherfin and Statman, 1985). The fear of regret 

happens often when individuals procrastinate while decision making. Various experiments in psychology suggest 

that regret influences decision-making under uncertainty.  The main consequences of Regret Aversion are that the 

investors sell the winners too soon and hold on to loosing position for too long a long period resulting in reduced 

investment returns.  

 

3.4 Anchoring: 

Anchoring is the tendency to cling to previous information, such as arbitrary pricing levels when considering a 

decision, such as an investment. It happens when a reference or starting point is given to the subject, as well as when 

the subject bases the estimate on the result of some incomplete computation. According to Tversky and Kahneman 

(1974), people usually start with some initial arbitrary value and adjust from it when forming any estimates or 

predictions. People also make estimates by starting from an initial value that is adjusted to yield. The initial value 

may be suggested by the formulation of the problem or it may be the result of partial calculations.  

The key impact of anchoring on investor is the tendency to consider logically irrelevant price levels important in the 

process of decision-making, resulting in missed investment opportunities or bad entry/exit timing into the market. 

 

3.5 Cognitive Dissonance 

Cognitive Dissonance can be defined as the mental conflict that people experience when they are presented with 

evidence that their beliefs or assumptions are wrong (Montier, 2002). As a result of this, an investor ignores any new 

information that contradicts known beliefs and decision. People tend to seek consistency in their beliefs and 

perceptions. When there a discrepancy between beliefs and behaviors, something must change in order to eliminate 

or reduce the dissonance. This occurs because of commitment to the original decision forcing the investor to 

rationalize actions, which would allow him to stick to it, even though these are sub-optimal.  

The key effect on investor is that he ignores new information that contradicts known beliefs and decisions and 

reduces the ability to make rational and fair investment decisions. 

 

3.6 Mental Accounting 

Mental accounting is the set of cognitive operations used by the investors to organize, evaluate and keep track of 

investment activities. Mental accounting is a term coined by Thaler (1980) to refer to the process by which people 

think about and evaluate their financial transactions. Three components of mental accounting receive most attention. 

The first captures the perception of outcome and its experience, and how decisions are made and subsequently 
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evaluated. A second component of mental accounting involves the assignment of activities to specific accounts. 

Both the sources of fund and its applications are labeled in reality as well as in mental accounting systems. The third 

component concerns the frequency with which accounts are evaluated. Accounts can be balanced daily, weekly, 

yearly and so on and can be defined narrowly or broadly. Each of the components of mental accounting violates the 

economic Principle of Fungibility. As a result, mental  

accounting influences choice (Thaler, 1999). The key effect on investor is that it offers low or now diversification 

which might prove to be irrational and resulting in negative returns. 

 

3.7 Gambler’s Fallacy 

The Gambler’s fallacy, also known as the Monte Carlo Fallacy as its most famous example happen in a Monte Carlo 

Casino in 1913, and also referred to as the fallacy of the maturity of chances. It is the belief that if deviations from 

expected behavior are observed in repeated independent trials of some random process, future deviations in the 

opposite direction are more likely. The Gambler’s fallacy can be illustrated by considering the repeated toss of a fair 

coin. With a fair coin, the outcomes in different tosses are statistically independent and the probability in getting 

head on a single toss is exactly one by two. If a person wins a toss thrice consecutively saying Heads, there is every 

possibility that fourth time it can be either. head or tail as both has equal probability, but still bets on further tossing 

with Heads as his strong preference the fourth time also. Gambler’s fallacy arises when people inappropriately 

predict that a trend will reverse.  The key effect of Gambler’s fallacy is that the investor takes too much of risk after 

a win that can create a chance to incur high loss.  

 

3.8 Herding 

One of the important factors that can be attributed to stock market fluctuations is the herding attitude of investors. 

When investors socialize their investment process then they do not apply quantitative analysis and various other 

techniques in their investment decision making to assess value of a security. This assessment is based on different 

information resources which are regarded as standard benchmarks for market analysis. Investors, who follow the 

herd, treat the outcomes of these analyses as facts and make their investment decisions based on such outcomes. 

Herd Behavior or herd mentality is the behavior of an investor who follows the action of other investors instead of 

relying on his own strategic information (Bikhchandani and Sharma, 2001).  

The key effect of Herding is that the investors tend to lack individuality in decision-making and the consequences 

can be seen in market booms and busts.  

 

3.9 Confirmation & Hindsight 

In investment decisions, the confirmation bias happens when an investor looks for information that supports his 

original idea about an investment rather than seek out information that contradicts it. As a result, this bias can often 

result in faulty decision making because one-sided information tends to skew an investor’s frame of reference, 

leaving him with an incomplete picture of the situation. Consider, for example, an investor who hears market tips 

from an unverified source and is intrigued by the potential returns. That investor might choose to research the stock 

in order to ―prove‖ the news in real. For example, if a trader had belief that US$ was going to go up, he would look 

for information that supported that belief. Another common perception bias is hindsight bias, which tends to occur in 

situations where a person believes after the fact that the onset of some past event was predictable and completely 

obvious, whereas in fact, the event could not have been reasonably predicted. Shiller (2000) describes Hindsight bias 

as ―the tendency to think that one would have known actual events even before they happened.‖ Both confirmation 

and hindsight bias are born out of the human need to find order in a world of chaos. Because the markets are such a 

complex entity, traders will look for any way possible to make sense of it.  The key effect of this bias is that it 

creates a tendency to feel that a past event was obvious when it really was not and the consequence is that it leads to 

incorrect over simplification of decision making. 

These anomalies, resulting from unpredictable, illogical and irrational behavior of investors have been attempted to 

be explained by psychologists who argue that investors suffer from cognitive and emotional biases which cause such 

seemingly irrational behavior. This argument, evidenced by empirical observations, is known as Behavioral Finance 

and has received greater acceptance. In essence, Behavioral Finance refers to the sociological and psychological 

issues that affect the financial decision-making process of investors. 

 

IV. OBJECTIVE 

To analyze the impact of behavior biases on individual investors of Bathinda city. 
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V. HYPOTHESIS 

H01: There is no significant impact of behavior biases on individual investor of Bathinda city. 

 

VI. RESEARCH METHODOLOGY 

 Research design: The present study is descriptive by nature. 

 Area of Study: The present study is conducted in Bathinda city. 

 Sample Size- The populations of   present study is 100 respondents of Bathinda city. 

 Sample Techniques: The sample design for present study is based on judgemental sample design.  

 Data collection source:  The study is based on primary data and data is collected by adaptive questionnaire. 

 Data Analysis: The collected data is analyzed with the help of Factor Analysis and using SPSS. 

                      

Table 1: Demographic Profile 

Characteristics No. of Respondents % 

Gender   

Male 66 66.0 

Female 34 34.0 

Total 100 100.0 

Age   

20-30 33 33.0 

31-40 57 57.0 

41-50 6 6.0 

Above 50 4 4.0 

Total 100 100.0 

Monthly Income   

Less than 20,000 24 24.0 

20,000-50,000 43 43.0 

50,000-1,00,000 28 28.0 

Above 1,00,000 5            5.0 

Total 100 100.0 

% of income invest   

0-20% 66 66.0 

20-40% 30 33.0 

40-60% 3 3.0 

Above 60% 1 1.0 

Total 100 100.0 

 

Sample data: The total sample of customers consisted by 100 responses Majority of the respondents were male 

66(66%) and it was followed by female respondents 34(34%). Age was categorized in 4category. 33 respondents 

were in 20-30years category, 57 respondents were in 31-40 years, 6 respondents were in 41-50 years category, 4 

respondents were under the above 50 years category. Monthly income of respondents showed that out of 100(24%) 

of respondents have less than 20,000 income,43% of 100 have in between 20,000-50,000.28% of 100 have in 

between 50,000-1,00,000 monthly income, only 5% of 100 have above 1,00,000. Amount or percentage of income 

they invest in financial avenues were 66 % of 100 invest between 0-20% of their income ,30% of 100 respondents 

invest up to 20-40% and 3% 0f 100 invest in between 40-60% , only 1% of 100 invest above 60%. 

. 

Table2: KMO and Bartlett’s Test 

Kasier-Meyer-Olkin Measure of Sampling  Adequency .727 

Bartlett’s Test of Sphericity Approx.Chi-square 129.618 

df 45 

Sig. .000 

 

The KMO and Bartlett’s test of Sphericity indicates that the data is suitable for factor analysis. The KMO measures 

the sampling adequacy and it should be greater than .5 for a satisfactory factor analysis to proceed. Looking at table 
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above, the KMO measure is .727 which is significant at .0 per cent level of significance. This means the item to item 

correlation matrix was not an identity matrix 

Statements Factor Loading Mean SD 

Risk Aversion and Blindfold  Biases    

1.To find out such information which confirms existing opinions 

and ignore opposite one 

2.Making decision based on feelings not on facts 

3. Worry to diversify investment between less known to well 

known securities. 

4. Feeling of fear that decision will turn out to be wrong in near 

future. 

5. Follow and copy what most other investors are doing. 

.735 

 

.612 

.549 

 

.519 

 

.504 

2.22 

 

2.82 

2.49 

 

2.66 

 

2.67 

.970 

 

1.067 

.948 

 

1.157 

 

1.101 

Depend on Emotions, Past references and Home Biases    

6. Largely influence  by emotions and Instint rather than your 

own independent analysis. 

7. Depend on one type of information or  past references while 

taking investment decision. 

8. Invest in those stocks and bonds which belongs to home 

country. 

.708 

 

.673 

 

.481 

2.69 

 

2.50 

 

2.12 

1.042 

 

1.040 

 

.820 

False Impression of Control Biases    

9. Rate own performance higher than it actually is. 

10.Thinking of controlling over factor which affect your 

performance  

.797 

.740 

2.18 

2.25 

.845 

.957 

  

1. Risk Aversion and Blindfold Biases: This factor has emerged as the first important determinant of research with a 

total percentage of variance. This factor has received higher Eigen value of 2.702 with percentage value of variance 

of 27.020.The factor covered the variables for this is to find such information which confirms existing opinion and 

ignore opposite one(.735)and their mean(2.22) and standard deviation(.970).Making decision based on feelings not 

on facts(.612)mean(2.82)and SD(1.067).Worry to diversify investment between less known to well known 

securities(.549)mean(2.49)and SD(.948).Feeling of fear that decision will turn out be wrong in near future (.519) 

mean(2.66) and SD(1.157).Follow and copy what most other investors are doing(.504)mean(2.67),SD(1.101) and 

cumulative % Eigen value is 27.020  

 2. Depend on emotions, Past references and Home bias: This factor has received second highest value i.e. 1.310 

with percentage value of variance Explained of 13.105 in this statement. The variables covered in this factor are 

Largely influence by emotions and instint rather than by your own independent analysis (.708) their mean is (2.69) 

and SD (1.042).Depend on one type of information or past references while taking investment decisions(.673) mean 

(2.50) and SD(1.040).Invest in those stocks and bonds which belongs to home country(.481) mean(2.12),SD(.820) 

and the cumulative % Eigen value is 40.125. 

3. False Impression and Control Biases This factor has received third highest Eigen value 1.110 with percentage 

value of variance explained of 11.095 and covered two variables which are, Rate own performance higher than it 

actually is(.797)its mean(2.18) and SD(.845).Thinking of controlling over a factor which affect your performance 

(.740) its mean (2.25) SD(.957) and the cumulative % Eigen value is 51.220. 

 

VII. CONCLUSION 

 Impact of Behavioral biases on investment decision is one that considered attention wheather to invest for personal 

financing or in stock market. This study will help us to know various behavioral biases and its impact on investors’ 

decision. Hence it is concluded that there is significant impact of behavioral factor on investors’ decision. It is also 

found that female respondents are less active in investment as compared to male investor. Investors of age group 31-

40 are more active than other age group. Major investors fall in between 20,000-50,000 income group. Maximum % 

of income they invest is 20% of their total earning. Above table shows that behavior biases affect on investment 

decision of individual investor. The KMO and Bartlett’s test of Sphericity indicates that investor of Bathinda city are 

not rational one. Investor have risk aversion and blindfolded behavior this factor have highest Eigen value majority 

of statements as compared to others  and depend on past references and biased to invest in home country and also 

have false impression and control biases. The present study concludes that biases have strong impact on human 

behavior and cause irrationality. 
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