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Abstract

Financial decision making is generally characterized by high degree
of risk, uncertainty as well as complexity. Decision making in financial
markets takes into consideration a stack of factors including personal,
technical and situational factors and above all it necessitates an
understanding of human instinct on the top of financial skills. In the
broad arena of literature, research studies have proposed two primary
themes of decision making-viz. the Rational approach and the Irrational
approach. Rational world presupposes being reasonable in every
aspect and making unbiased decisions. Irrationality approach contends
that investor behaviour is driven by emotions even if they are well
informed. This research paper, by using the relevant literature in the
field of behavioral decision making and investor psychology, provides
an overview of these two distinctive academic doctrines, which clear
the way-out as to how in actual world people undertake their decision
making. Furthermore, this research paper reviews how behavioral biases
can lead to errors in investment decision making.
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Introduction

Decision-making may be described as a deliberate
process of selecting a specific alternative from
among the accessible options after conducting
appropriate rational evaluation. Within a certain
environment, this cycle could be perceived as
an association between the issue that needs to
be addressed and the entity that necessities to

address it (Narayan and Corcoran-Perry, 1997).
Decision making is often complex, besides the
uniformity in decision making is almost impossible
and requires a unique art to tackle these complex
situations. The reason being the influence of the
diverse factors presentin the environment. Similarly,
financial decision making is often characterized by
high degree of uncertainty as well as complexity,
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as investors behavior fluctuate from one to other
in all facets. In this manner an effective decision
making in stock market takes under consideration
a stack of factors including personal factors,
technical factors and situational factors and requires
an understanding of the human nature on top of
financial skills. Moreover, empirical confirmation
from psychological studies reveal that people
perceive each of their decision to be novel and that
an ideal investment choice for one investor may not
fit another one, as their investment objectives, and
risk tolerance differ. Sanglier et al. (1994) illustrates
that even if a similar set of information is received by
different investors, each investor will have distinct
interpretation of the same data. These differing
interpretations will prompt differentiated investor
behaviors which will subsequently impact their
decision making in financial markets. Since investors
decipher the acquired facts in their own way, every
investor will settle on another choice.

In the broad arena of literature, research has
proposed two fundamental models of decision
making. One is the rational model based on the
norms of homo economicus and Expected Utility
Theory (EUT). The other one is irrational model
guided by the Prospect Theory and Bounded
Rationality assumptions. Rational decision making
theory asserts a structured and reasonable thought
process, implying that an investor has access
to all sorts of statistics pertaining to that specific
stock. Rational investor conducts exhaustive
searches and is unbound in terms of capacity and
knowledge. Hence, taking optimal rational decision
is a very calculated phenomenon. This eminent
rationality hypothesis was long endorsed by the
academic community in finance due to its prosperity,
effortlessness, and success to seize the stock price
movements. Nonetheless, as the time passed the
assumption of rationality invited a severe criticism
by a large academic community. The critique has
been levelled in terms of both the explanatory
power of the theory as well as the legitimacy of the
underlying presumptions (Takahashi and Terano,
2003). Predominantly the empirical investigations
carried out in 1980’s refuted the assumptions of
these rational models (Mahmood et al., 2011). These
investigations demonstrated that when people or
organisations are accompanied with high degree
of uncertainty and complexity about choosing an
alternative, they behave somewhat differently from
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rationality, following a new concept of bounded
rationality (Tseng, 2006). Thus, in reality people
display irrational behavior, as they have preference
for some internal standards as against some
objective standards (Cummins and Nistico, 2002).
These internal standards may be inspired by their
values, beliefs, emotions, feelings and intuition, that
are all an inherent part of human intellect (Haselton
et al., 2005; Kahler, 2007; Keren and Teigen, 2004;
Pullen, 2004). In behavioral finance terminology
these are called psychological biases or behavioral
biases. Studies in economics and psychology
have demonstrated that humans are affected by
numerous biases in the process of decision making,
subsequently driving the decisions to depart from
the foremost ideal rational choices (Kahneman
and Tversky, 1979). These biases act as drivers
and influence our cognitive thinking by making an
individual predisposed to behave in an irrational
manner. Because of these mental predispositions
the decision making is not generally ideal, and the
fact that behavioral inclinations without delay affect
the optimal choice making is overlooked by various
investment experts and financial professionals.
In the realms of investments, such biases can have
precarious effect and hence understanding them is
of significant importance (Byrne and Utkus, 2013).

For the sake of simplicity, this research paper is
divided into different sections. Section one describes
in detail the rational approach to decision making.
Second section discusses the irrational and bounded
rationality frameworks. Third section throws light on
how people actually handle their decisions and how
people form their beliefs. Fourth section discusses
how people set up their preferences under the
purview of Prospect Theory and its applications. The
fifth section analyses the role of emotions and its
subsequent impact on investment decision making,
and, finally the last section presents the discussion
and conclusion of the study.

Objectives of the Study

This research paper aims at exploring the two
distinctive approaches to decision making.
In particular, this research study sheds light on
how people actually handle their decisions i.e. how
individuals form their beliefs and set their preferences
under rational as well as irrational approaches of
decision making. Further, this research paper mainly
aims to explore the deviant behaviors which might
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be caused by psychological factors or behavioral
biases, that even though being the ingrained aspects
of human decision making, affect the ability to act
factually while investing.

Methodology

The present study adopted the methodology
of qualitative economic analysis. Through this
methodology, the research investigates the relevant
literature that has been discussed both theoretically
and empirically and as a result enables the
formulation of valid conclusion emerging from
this research paper. Further, the research study
by inculcating an insightful dialogue discusses a
wide array of concepts, theories and philosophies
that aim at bringing a deeper understanding of the
approaches used in investment decision making.

Rationality Approach of Decision Making

The rationality doctrine asserts that an individual
performs according to his self-interests, has perfect
and free access to information in his surroundings,
is unbounded in its attention capacity and time, and
knows his preferences well and how to decide and
act over them. According to Simon (1982):

“Rationality denotes a style of behavior that is
appropriate to the achievement of given goals,
within the limits imposed by given conditions and
constraints. Theories of rational behavior may
be normative or descriptive, that is, they may
prescribe how people or organizations should
behave in order to achieve certain goals under
certain conditions, or they may purport to describe
how people or organizations do, in fact, behave”.

Similarly, Chandra and Kumar (2008) defined
rationality as being reasonable and making
unbiased decisions that suit one’s interests. Thaler
(2005) defined rationality as when people update
their profile with new information on recurrent
basic, and get ahead with those choices that are
acceptable. Markowitz (1952) asserts that investors
are characterized by rationality and risk aversion,
preferring low risk over high risk for attaining
a given level of return. Likewise, the standard
economics theory contends that agents handle their
information as per Bayes rule. Further, they depend
on reasoning and logic for making an optimised
decision (Nozick,1993). Mintzberg et al. (1976)
proposed a three-stage model for rational decision-
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making process that incorporates identifying the
problem, developing and evaluating of equivalent
substitutes to the problems and ultimately choosing
the most ideal option. Likewise, Schoenfeld (2011)
presented a six-step model for rational decision
making process.

Fundamentally, rational decision making process lies
in the heart of most of the hypotheses in economics
as well as in finance. This whole idea of the rational
economic man rests on the basic assumption of
homo economicus, that was discussed back in
18th century by Adam Smith in his popular book
the “Wealth of Nations”. Homo economicus is
substantially a simplified version of human conduct,
where a decision maker searches exhaustively for all
relevant options, analyses entirely all of the pertinent
options by comparing the present options with other
available options and then ultimately selecting the
best optimal alternative (Baltussen, 2009). The roots
of the homo economicus assumption fall into the
positivistic doctrine of economic methodology that
was presented in the form of Expected Utility Theory
by Neumann & Morgenstern (1944), and Subjected
Expected Utility Theory of Savage (1954), which
estimates the unknown probabilities subjectively
(Baltussen, 2009). The main focus of Expected
Utility Theory is on rational expectations (Filbeck
et al., 2005) which is considered as normative model
of rational choice and descriptive model of economic
behavior, and governs the exploration of decisions
under risk and uncertainty (Kengatharan and
Kengatharan, 2014). This was consistently adopted
by the massive segment of mainstream financial
experts of the second half of the 20" century,
representing a strong hold in modern investment
theory (Andrikopoulos, 2005).

In order to have a broader understanding of the
decision making under rational approach, it is
necessary to have a look on the axioms of the
homo economicus. First, homo economicus is
characterized by perfect self-interest, implying that
it attaches value only to the economic outcomes
and gets least influenced by facets like mood,
feelings, fear or regret. Second, homo economicus
rests on risk neutrality or risk averse behavior of
an individual. Under this paradigm an individual
has disliking for the risk in all situations and over
all the stakes he possesses. The third assumption
is regarding persistently discounting the future
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payoffs at constant rate. The fourth assumption
of homoeconomicus is grounded on the axiom of
conditional probabilities which was mathematically
introduced in 1763 by the renowned mathematician
Thomas Bayes. Bayes proposed a probabilistic
framework for making highly structured rational
decisions based on all the relevant and available
information. Thus, homo economicus optimizes over
all possible alternative’s and only considers these
after fully understanding them.

To summarise, under rational paradigm, decisions
are depicted as choices among diverse alternatives
that are represented by a series of certain (sure)
or multiple potential outcomes to which values are
allotted termed as utilities. Each outcome has a
certain probability of realising, which is multiplied
to it for arriving at decision weights.Finally, that
alternative is chosen which has highest decision
weight (i.e. utility of the outcome multiplied by the
probability of happening it, in case of a certain
outcome and submission of highest decision weights
i.e. sum of utilities in case of multiple possible
outcomes). This can be understood by the following
equation.

UG = B ) Peulx)
i=1

Where U(x) represents the valuation of the decision
alternative. u(xi) indicates the expected utility of the
outcome (xi). p(xi) is the probability on that outcome,
and the expectation encompasses all n possible
outcomes.

Irrationality Approach of Decision Making

Rationality doctrine has dominated the field of
economics and modern investment theories for
decades. The assumptions of rationality paradigm
were regarded as normative and their absence
in the models was deemed intolerable, rendering
them null and void. However, with the passage
of time, the rationality assumptions invited severe
criticism from various behaviourists (Nofsinger,
2001). Moreover, these assumptions were practically
put into the test in real sense as how individuals
actually make their decisions. After testing these
assumptions and models, it was realised that the
assumption of homo economics is criticised on the
fact that the progression of this thought lies in its
complex nature as well as its inaptitude prospect
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to be used efficaciously for exactly anticipating
and demonstrating the human behavior itself. On
account of simplicity, mathematical modesty and
experiential perceptive, the assessment of human
conduct was over simplified and evaluated by
ensuing methods designed and implemented in
the field of hard sciences (Andrikopoulos, 2005).
Dinga (2009) argues that rationality itself is difficult
to explain in light of the fact that the human conduct
is for sure unforeseeable. Rationality emerges
because of the fact that orthodox economic
science still remains the prisoner of the mechanical
paradigm, where one’s beliefs, intuition and,
ideals are not recognised valuable aspects of the
economic methodology. Rationality for behaviourists
appeared to be based exclusively upon theoretical
assumptions which exist only in Plato’s idealistic
world (Simon, 1997), where human beings are
unable to distinguish between information that
requires probabilistic judgement from that which
requires value judgement (Andrikopoulos, 2005).
Behaviourists argue that people fail to react rationally
to new information and do not act like machines
that always maximise utility (Kudryavtsev et al.,
2013). The reason being that people actually fail to
adopt the idealistic mathematical framework, and
their capacity to execute multiple tasks at the same
time (Kahneman, 1973). For instance, a notable
psychological finding is the magical number seven
plus or minus two” rule which implies that human
beings can handle just seven (plus or minus two)
chunks of information at one time (Miller, 1956).
Hence, the focus of the researchers, particularly
the behaviourists, shifted from idealistic to the
more realistic theory of decision making. An early
challenge to strict rationality and optimising behavior
of people came from Simon (1947) who presented
the concept of bounded rationality and satisficing
behavior which served as the foundation for most
of the decision making theories that had taken after.
Simon (1955) notes that;

“the task is to replace the global rationality of
economic man with a kind of rational behavior
that is compatible with the access to information
and the computational capacities that are actually
posed by organisms, including man, in the kinds of
environments in which organisms lived.”

Following an early lead from Simon (1947), later
on a number of research studies surprisingly
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have exposed a significant volume of evidences
that contradicts this viewpoint. In particular, the
investigations conducted by Allais (1953), Bernstein
(1996), Ellsberg (1961), Evans (2006), Gao &
Schmidt (2005), Kahneman & Tversky (1979),
Statman (1995, 1999), Thaler (1994) and Tversky
& Kahneman (1974) report lot of cases of recurring
patterns of irrational behavior, inconsistency and
mistakes in how people settle on making decisions
when confronted with ambiguity. Especially, with the
advent of Prospect Theory by khaneman & Tversky
(1979) that incorporated reference position for
assessing the optimal decision, supplemented the
said arguments and added more weight.

Bounded Rationality Approach

Behavioral economists describe that how people
actually think, behave and make economic choices
in the real world, and more particularly what
exactly happens if the assumption of being rational
consistently is relaxed (Thaler, 1994). Bounded
rationality theories are inferred from relaxing up a
portion of these absolute theoretical assumptions.
Thaler (1994) coined the term ‘Quasi-rational’ for
“less than fully rational”, or ‘trying hard but subject
to systematic error’ (Thaler, 2000), while Simon
(1957) called it “Bounded Rationality” (Systematic
deviations from the precepts of normative finance
and investor behavior). As per Simon (1997):

“The term ‘bounded rationality’ is used to
designate rational choice that takes into account
the cognitive limitations of the decision-maker,
limitations of both knowledge and computational
capacity. Bounded rationality is a central theme
in the behavioral approach to economics, which
is deeply concerned with the ways in which the
actual decision-making process influences the
decisions that are reached.”

On the basis of his research, Simon (1947)
observed that the optimal decision making is limited,
particularly when faced with a problem with regards
to certain decision making. Individuals often lack
the resources, especially, time to distinguish and
evaluate all the potential courses of action before
selecting the best alternative for implementation.
They also suffer cognitive, environmental and
informational constraints. Thus, while deciding
about an alternative, human beings have intent
to behave rationally which in real sense is not the
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case. Simon’s (1955,1956,1978) theory of Bounded
Rationality, called this behavior as 'satisficing' and
advocated that people contemplate some threshold
of satisfaction instead of maximizing a utility function.
In terms of Simon (1956). People generally “satisfice”
rather than “optimise” i.e. they select the course of
action that fulfils their most significant requirements,
even if the decision may not be ideal. Thus, instead
of finding an ideal solution, people for the most
part try to create a simplified model of the problem.
They successively access the most evident choices
until they discover one that meets the narrow set of
standards and afterward stop their pursuit of tracking
down an ideal arrangement. For example, individuals
associated with investment actions figure out and
interpret investment alternatives that would appear
as rational decision making process however, they
fail and fall back on basic simplistic models which
upshots imperfect choices. Satisficing basically
is a type of compelled optimisation that takes
into account the effect of reflecting the impact of
decision deliberation costs. Satisficing people might
be operationally rational (aiming to be reasonable)
however aren’t necessarily fundamentally rational
(attaining ideal results) (Muhammad, 2009).
Bounded rationality according to researchers is not
same as the irrationality. In other words, market
players in general are bounded rational, but not
necessarily irrational (Tseng, 2006). Comparable
characteristics apply to financial decision making,
as this process necessitates both instinct and
knowledge acquired from prior experiences. Still, the
financial markets are hard to appreciate in light of
the fact that there is a significant degree of intricacy
in actual world (Gwily, 2009).

How People Handle Decision Making

Despite the fact that numerous studies have been
conducted in this field, yet majority of the people are
ignorant with regard to financial behavior and the
factors that contribute to irrational behavior (Montier,
2002). Therefore, it becomes more important to
visualise how in real sense individuals decide about
the alternatives and what factors influence their mind
set, so that they deviate from rationality. The answer
to these questions can be found if the psychology
of the individuals exposed to decision making is
studied and understood properly. Psychological
research has made a substantial progress in the
last three decades, developing robust theories of
how people behave, analyse and draw conclusions
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(Bloomfield, 2010). Behavioral finance is the study of
how psychological factors impact financial decision
making of individuals and business (Nofsinger,
2001). According to Etzioni (2014), behavioral
economics assists in understanding and interpreting
human behavior as well as their intellectual abilities.
These fields demonstrate that people’s behavior is
grounded on the intellectual model that integrates a
variety of interrelated factors including psychology,
sociology and finance, and among them there
are a plethora of sub factors particularly related
to emotions, preferences, perception, intuitions,
culture, religion and ideology that triggers irrational
decision making (Farlin, 2006; Macgoun, 1992).
Thus, in real sense human beings behave differently
and act based on their impulses, intuitions, feelings,
beliefs and preferences. These subjective terms in
behavioral finance literature are termed as biases
(behavioral biases or psychological biases), and
these are considered errors in decision making
(Kahneman and Tversky, 1979). In terms of Shefrin
(2007), bias is nothing else but the “predisposition
towards error”, or “tendency towards a certain
disposition or conclusion” (Wolman, 1973). These
psychological biases in financial setting were initially
identified in 1974 by Daniel Kahneman and Amos
Tversky. Further, the literature in behavioral finance
portrays these biases in various settings which are
as:

»  “Systematic Errors in Judgment” (Kahneman
and Riepe, 1998).

*  “Heuristics (rules of thumb)” (Kahneman
and Tversky 1974; Shefrin 2002; Baker and
Nofsinger 2002; Prast 2004; Pompian 2006).

»  “Beliefs, Judgments or Preferences” (Kahneman
and Tversky 1974; Pompian 2006).

Simply put, ‘Biases’ are the designs of the human
intellect and a mechanism employed by the human
intellect to make sense of information overload for
arriving at a specific decision.The reason being that
humans are unable to solve the dynamic optimization
problems that arise because of cognitive limits,
information processing techniques, or heuristics.
(Baker and Nofsinger, 2002; Kahneman and Tversky,
1974;Keren and Teigen, 2004; Pompian, 2006;Prast,
2004; Shefrin, 2002).

There has been considerable amount of research
done in this area about how people fall prey
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to these behavioral biases which affect their
investment performance. For example, Montier
(2002a, 2002b) claim that People are predisposed
to psychological biases when making investments.
Similarly, Kahneman & Tversky (1979) studied
investor cognition and discovered that investors
are susceptible to cognitive biases, emotions and
attitudes that develop over time. Etzoni (2014)
pointed out that there are various cognitive biases
that limit the intellectual capacities of humans.
Pompain (2006) contends that individuals past
behavior has a remarkable influence on their
future decisions which limit their reasoning and
analytics, thus becoming dependent upon beliefs
and preferences. Likewise, Shefrin (2002) argues
that these beliefs and preferences lead individuals to
settle on one sided decisions and are the evidence of
existence of irrationality in decision making process.
As a result, decision making in personal finance, is
influenced by these values and beliefs which serve
as filters to narrow down the choices from a range
of alternatives. Further, these values and beliefs are
collectively considered in the development of the
preferences concerning risky choices.Therefore,
it becomes fundamental to understand how
individuals structure these beliefs, preferences
and judgments that drive their financial investment
decisions.

How People form Beliefs and Preferences

Beliefs and preferences guide people’s expectations,
and expectations turn out to be most important
inputs for financial decision making. Generally,
people often simplify the complex task of forming
expectations and assessing probabilities to simpler
judgements by relying on a limited number of
‘Heuristics’ (Kahneman and Tversky 1974; Tversky
and Kahneman, 1974). Heuristics are simple rules
of thumb which people often employ to speed up
their decision making. This is because people
generally possess limited working memory (Miller,
1977), limited investment knowledge and skill (Wang
et al., 2006). Thus, they are unable to effectively
analyse the plethora of information available in the
market. Heuristics reduce the cognitive load and
complexities in decision making however, they often
fail to manage the full logic of decisions and result
in cognitive illusions (Simon, 1955, 1979; Tversky
and Kahneman, 1974). It is really not surprising that
investors often employ these heuristics in forming
expectations and choosing between alternatives,
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but what is more surprising is that investors with
requisite knowledge and life long experience of
markets, give up the principles of rational analysis
and instead rely on these heuristics for forming their
decisions (Moser, 1989). Thus, heuristics are a sort
of effort shrinking exercise, which integrates limited
information by examining only a few clues (Shah and
Oppenheimer, 2008). For example, when people are
presented with a choice among different alternatives,
they do not weigh each of the alternatives, instead
they sequentially eliminate those alternatives that
do not possess required characteristics (Payne,
1976; Tversky, 1972). Many researchers in the field
of financial economics contend that these heuristics
influence financial decision making and conduct of
financial markets (Abarbanell and Bernard 1992;
Debondt and Thaler, 1985, 1990; Klein, 1990).
Daniel Kahneman and Amos Tversky appear to be
the first one to investigate the factors that make
up heuristics, presenting three of them namely:
Representativeness heuristics, Availability heuristics
and Anchoring heuristics (Kahneman and Tversky,
1974). Waweru et al., (2008) list two more factors
to heuristic theory that are Gambler’s fallacy and
Overconfidence. The detailed discussion of these
heuristics biases is presented below.

Representativeness

This judgemental heuristics contend that people
often assess the likelihood of an uncertain event
pertaining to a specific set of population by examining
how closely the event resembles the characteristics
of its parent population, or reflects the mechanism
by which it is produced (Kahneman and Tversky,
1972; Kahneman and Tversky, 1974). Individuals
rely on this heuristic because they are unable to
grasp the fundamentals of forecasting (Khaneman
and Tversky, 1974). Representativeness leads
people to hypothesize or generalize a phenomenon
based only on few attributes (Bazerman and Moore,
2012; Nisbett and Ross, 1980). People affected with
this heuristic fall prey of several other important
biases which include putting too much weight on
recent experiences, Base rate neglect, Sample
size neglect, and Conservatism bias, which are
discussed below.

Recency Effect

Due to representativeness, people overstress the
most recent evidence and overlook the regular long
term rate (Ritter, 2003). People value most recent
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experiences and consider it as representative of the
population without weighing other attributes too. For
example, after a few quarters of higher profitability,
there arises a chance that investors may wrongly
deduce a company’s high long term growth rate
(Waweru et al., 2008).

Base Rate Neglect

Second bias is base rate neglect, which is opposite
of the above phenomenon, i.e. people place too
little weight on base rates or prior probabilities
(Khaneman and Tversky, 1972). As per Bar (1980),
"the base rate fallacy is people’s tendency to ignore
base rates in favour of, e.g. Individuating information
(when such is available), rather than integrate the
two." Hence, when it comes to investment decisions,
the decision makers rely on stereotypes, without
properly integrating the base likelihood of stereotype
occurring (Pompain, 2006).

Sample Size Neglect

The third bias related to representativeness is
sample size neglect which arises when individuals
attempt to generalize from too few samples (Barberis
and Thaler, 2003) or when people incorrectly assume
that small samples are representative of populations
(Pompain, 2006). This phenomenon is also called
Law of small numbers. However, this small sample
data may reflect the current trend but are not able
to describe the attributes of whole population. This
leads to erroneous investment or disinvestment
decision (Khan et al., 2017).

Conservatism Bias

Conservatism bias occurs when people underrate
the influence of fresh evidence which is not indicative
of the process from which it is generated (Baltussen,
2009). The reason being that people are sluggish
in updating their beliefs as well as in responding to
the recent evidence or development (Bakar and Vi,
2016). Pompain (2012) argues that “conservatism
causes individuals to overweight base rates and to
underreact to sample evidence.”

Anchoring and Adjustment Heuristics

Pompain (2006) defines anchoring bias as a
tendency among investors to base their investment
decisions to an irrelevant reference point. Generally,
people who have to make numerical forecasts
tend to employ anchoring heuristics (Tversky and
Kahneman, 1974). This cognitive heuristics bias
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results of people’s inclination to make judgements
based solely on the first piece of information or
a specific reference point which may be logically
irrelevant (Pompain, 2006). Consequently, when an
anchor is set (initial piece of information/ reference
point) afterwards all further assessments revolve
around that anchor, which is subsequently adjusted
to yield final judgement. This initial information may
come from a variety of sources such as it may be a
given value, computed value, or historical averages
etc. However, in many cases the adjustment up
or down turns out to be insufficient. This leads
to an error in interpreting other details regarding
the anchor, since different starting points produce
diverse estimations (Khaneman and Tversky, 1974).
Anchoring and adjustment bias contribute to range
of issues for investors. In general, while making
market forecasts, investors prefer to stick too close
to the anchored values which makes it difficult for
them to adopt to the new information, resulting in
unambiguous fault in their calculations (Khan et al.,
2017). For example, when a stock price has recently
moved to correct the mispricing, investors may still
anchor to the previous price patterns and expect it
to continue (Baltussen, 2009).

Availability Bias

Availability bias arises when people assess the
likelihood of happening of an event based on
how easily the relevant instances come in mind
(Tversky and Kahneman, 1973). This cognitive
heuristic occurs when individuals make excessive
use of readily available information, rather than
concentrating on the overall situation. Thus,
people overweigh recent information or have a
strong inclination for a particular fact as opposed
to analysing all information because this particular
fact is more easily remembered in their minds
(Nofsingera and Varmab, 2013). This heuristic is
usually employed when assessing the plausibility
of a specific development (Tversky and Kahneman,
1974), and in probabilistic situations to avoid risk.
Overreliance on availability heuristics results in
various systematic biases inducing people to behave
irrationally (Folkes, 1988). Further, intrusion of the
laws of probability occur, since all events are not
equitably retrievable (Baltussen, 2009). Availability
bias is stronger for recent occurrences or events
that are more vivid and familiar because they
effect perception more easily. Moreover, people
overestimate the probability of repeating it for
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reasons unrelated to its frequency (Sadi et al., 2011).

Overconfidence

Overconfidence occurs when people have
unwarranted faith or unmerited confidence in
one’s own self judgements, intuitive reasoning
and cognitive capabilities (Pomapin, 2006). As per
Shefrin (2007), overconfidence “pertains to how
well people understand their own abilities and the
limits of their knowledge.” Pompain (2006) argues,
“too many people overvalue what they are not and
undervalue what they are”, such people are afflicted
by overconfidence. This bias generates as individual
investors lack the ability to adequately review their
initial estimates after receiving new information.
Moreover, people ignore to acknowledge by what
degree their assessment may be wrong (Simon et
al., 2000). Daniel et al. (1998) define it as a sensation
where people underestimate the public information
signals which are received by all, and overrate the
precision of their private information signals. To put
it another way, people believe that their information
is more accurate than that of others (Ackert, 2014).
Thus, overconfidence causes people to exaggerate
their experiences and expertise, because they
believe that they are better decision makers than
others, which is not actually the case (Larrick et al.,
2007). This results in miscalibration between the
degree of confidence expressed and the subsequent
reality (Olsen, 2010). Overconfidence leads
investors to take impulsive decisions, therefore, they
search for less help and direction in making major
decisions.Investors who tend to be overconfident
are less likely to generalize information and are
more likely to engage in over trading (Shefrin 2002).

Self-Attribution Bias

Self-attribution bias is a form of overconfidence
bias where people attribute accomplishments to
their own abilities and aptitudes whereas blaming
failure on bad luck (Barberis and Thaler, 2003).
Self-attribution bias further strengthens individual’s
overconfidence, so the subjects who suffer from self-
attribution bias will be overconfident in their decisions
and judgements. Individuals exposed to this bias
contemplate that they have more capabilities
compared to an average, also called as “better
than average effect’” (Svenson, 1981; Taylor and
Brown, 1988). According to Gervais & Odean (2001),
people assess their capabilities not through self-
examination but by looking at their achievements and
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failures. As a result, people are more likely to take
too much credit for their own achievements which
affects their ability to learn from past performances.

Status-Quo Bias

The term statusquo as defined by Samuelson
& Zeckhauser (1988) means “doing nothing”, or
“remaining sticky to one’s current or previous
decisions”. Thaler (1980) contends that it is a
tendency among people to stick to their own beliefs
and considering this state as ideal for the prevalent
situation, while under weighing other opportunities.
As aresult, people who are prone to this bias, frame
their opinions about a subject, and are reluctant to
undergo any further change which will affect their
current state. Besides this, people are likely to
choose a suboptimal option, since it was chosen
previously (Kempf and Ruenzi, 2006). Tversky &
Shafir (1992) argue that conflicting choice among
the alternatives not only increases the likelihood
to withhold that choice, but also the likelihood of
maintaining the default option (Status-quo). Mostly
the participants in retirement programme stay prone
to this bias as they prefer to stick with their previous
asset allocations despite significant fluctuations in
returns (Samuelson and Zeckhauser, 1988).

Gamblers Fallacy

Gamblers fallacy emerges out as an offshoot of the
representativeness heuristics, especially the “law
of small numbers” which states that a small sample
represents and resembles the characteristics of its
parent population from which it is drawn (Barberis
and Thaler, 2003: Rabin, 2002; Statman, 1999).
Investors are drawn into contrary thinking as they
perceive that short sequences of a random event
could be representative of a longer event (Rabin,
2002). Gambilers fallacy, according to Khaneman
& Tversky (1972) is based on misinterpretation of
the legitimacy of laws of chance. Here the chance
is viewed as a “self-correcting process, in which
a deviation in one direction induces a deviation in

the opposite direction to restore the equilibrium”

(Tversky and Kahneman 1974). For example, if a fair
coin is flipped ten times, and each time it lands on
heads, an investor suffering from this bias believes
the next flip will result in tails. Moreover, investors
who suffer from gamblers fallacy bias are more likely
to be biased in predicting stock price reversals, or
trend reversals that are thought to mark the end of
good (or poor) market returns (Waweru et al., 2008).
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How Individuals Set their Preferences

How individuals form their preferences and how
these preferences are different from those set
by homo economicus are well potted in Prospect
Theory (Kahneman and Tversky, 1979) and its
generalization, Cumulative Prospect Theory
(Tversky and Kahneman, 1992). These two theories
are currently the finest descriptive theories of
decisions under risk (Baltussen, 2009). Prospect
Theory being a descriptive model of decision
making under risk and uncertainty was introduced
by Khaneman and Tversky (1979) as an alternative
model to the Expected Utility Theory (EUT). Filbeck
et al. (2005) contends that these two theories
address two distinct approaches. Prospect Theory
emphasizes on subjective decision making and
is deeply affected by individual’s value system.
However, EUT essences on rational expectations
of an individual and ignores importance to the value
system. Further, EUT is unable to clarify as to why
people have preferences for both insurance and
gambling. Prospect Theory depict several states of
mind intriguing various psychological factors which
influence investors decision making process. This
theory is about how individuals predict and respond
to choices and set their preferences, especially in
the world of uncertainty. Prospect Theory and its
generalisation Cumulative Prospect Theory has
provided various intriguing and important insights
related to the psychology of an individual, which
are stated below.

First, people are not so much concerned about the
final value or the absolute value of their wealth,
instead they care about the changes in terms of
deviations from reference point. To put it another
way, utility/value primarily depends on gains or
losses rather than final wealth positions (Kahneman
and Tversky, 1979; Markowitz, 1952; Tversky and
Kahneman, 1992). Generally, people respond to
these deviations from the reference point with
decreasing sensitivity, implying that an absolute
change of 1% to 2%, from the reference point is
interpreted as a hefty increase than a change from
30% to 31% (Baltussen, 2009). Hence, individual’s
utility functions for the most part are concave for
gains (implying risk aversion), and convex for losses
(implying risk seeking) (Kahneman and Tversky,
1979). Second, people see losses, those negative
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departures from reference point, altogether different
from gains (Kahneman and Tversky, 1979, 1991;
Tversky and Kahneman 1992). Third, peoples
risk perceptions differ in varying situations ranging
between risk neutrality and risk aversion. People
prefer risk when it comes to gains and avoid risk
when it comes to losses (Kahneman and Tversky,
1979; Tversky and Kahneman, 1992). Further,
these circumstances have been well elaborated
in Cumulative Prospect Theory which anticipate
a distinctive fourfold pattern of risk behaviors- risk
aversion (disliking risk) for options that have a high
likelihood for low gains and low likelihood for high
losses, risk seeking (risk loving) for options that have
less probability of happening for a high gain, and high
probability of happening for small losses (Baltussen,
2009). Fourth, people systematically depart from
weighing consequences by their probability which
relates to certainty effect. Generally, people prefer
those outcomes that are more definite and likely
in nature and underweigh outcomes that have a
low probability of occurrence, hence overlooking
extremely small probabilities (Kahneman and
Tversky, 1979; Tversky and Kahneman, 1992).
Waweru et al. (2008) describes Prospect Theory in
form of Loss aversion, Regret aversion and Mental
accounting, as significant perspectives of mind that
individuals use for setting up their preferences which
ultimately accounts their decision making as well.

Loss Aversion

People do not treat losses and gains in linear way,
rather there is a tendency among decision makers
for avoiding losses. Barberis & Huang (2001) define
loss aversion as a difference in levels of mental
penalties, people have for gains or losses. People
overweigh losses more heavily, because loses are
twice painful as much as gains feel good (Thaler,
1999). However, losses that occur after a prior
gain are comparably less painful than the losses
that occur after a prior loss (Barberis and Huang,
2001). People are in high distress for the prospect of
losses than the delight expressed on identical gains
(Barberis and Thaler, 2003).This is because losses
tend to loom larger than gains and seem to be more
emotionally exuberant. Odean (1998b) contends
that loss aversion may be a typical element of
investor behavior, yet it ends up being more intense
when the problem is framed in negative terms. This
causes investors to be in more panic, resulting in
poor decision making and loss of investors wealth
(Waweru et al., 2008).
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Disposition Effect

This bias stems out from the loss aversion behavior
and is generally a trading behavior flaw among
investors. Disposition effect refers to the tendency of
individual to realise the gains, while being hesitant to
realise losses. As a result, investors hold the losing
stocks for too long and sell the winning stocks too
early (Shefrin and Statman 1985). Barberis & Xiong
(2009) track down that such behavior could be well
explained by individuals who fear experiencing losses
far more than they enjoy making gains. Summers &
Duxbury (2012) argue that there are some emotions,
particularly “regret” is the main reason responsible
for disposition effect behavior among investors. In
line with this, Shefrin & Statman (1985) showed
that the inclination among investors to stay away
from regret and look for pride causes them to sell
winners too soon and keep losers exclusively long.
According to Nofsinger (2005), selling the “winner”
(stock whose price has increased) authenticates a
decent choice to buy that stock in the first place and
instils pride. Selling the “loser” (the stock showing
loss) elicits the realization that the initial decision to
buy it was poor, and consequently invigorates regret
(Chen et al., 2007).

Mental Accounting

The term “Mental Accounting” refers to the cognitive
process by which people categorise events under
different headings and place them in separate
mental compartments or mental budgets, based on
their superficial attributes (Shiller 1998). Barberis
& Huang (2001) define mental accounting as a
“process by which people think about and evaluate
their financial transactions”. This practice lets
an investor to arrange their portfolio into distinct
accounts (Barberis and Thaler, 2003; Ritter, 2003).
Thus, people organise, analyse and keep track of
their financial situation following mental accounting.
Moreover, following this practice, helps an individual
to overcome the self-control problems (Thaler
1999;Thaler and Shefrin, 1981). People employ
some rules in order to categorise events and to
track their frequency (Ackert, 2014). However, the
differences between these accounts in some cases
may often have a greater impacton our behavior
than the actual events (Mutswenje, 2009). Thaler
(1999) offers an overview of how mental accounting
helps in understanding of varied financial behaviors.
Thaler (1999) clarifies that even though the cash
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dividends and capital gains have akin tax treatments,
an investor possibly prefers cash dividend payments
to capital gains. The reason being that the investors
who employ the mental accounting principle form
separate account heads for each of the category
based on their usage. For example, investors
might keep cash dividend payments under “current
income” account and capital gains might be under
“long term savings” head. Doing so, an investor might
sense comfort in spending the current income part
but not the funds meant for savings (Ackert, 2014).
Another example of mental accounting in investment
behavior is that investors often are reluctant to sell
an investment that once had massive gains and
now has mild gains. This reluctance is because
investors create separate mental compartments for
the gains they had earlier, and this behavior causes
them to wait for the arrival of that gainful period
(Thaler, 2001).

Framing

Framing is concerned with how people perceive,
organise, interpret, and code a particular set of
information and how this affects their decision
making. Frames are the mental constructs that
assist individuals in organising their thoughts and
simplifying details to sort out choices (Russo and
Shoemaker, 2002). The frame establishes limits,
defines reference points and sets yardsticks that
influence what, when and how information could
be accessed (Olsen, 2010). Tversky & Kahneman
(1981) introduced the concept of framing, implying
that people are subject to cognitive inertia, which
means people change their mind and arrive at
different responses depending on the way the
problem is presented to them. Moreover, people
prefer to use only that information which is
presented clearly and use it in a manner in which
it is displayed (Slovic, 1972). Thus, psychological
doctrines that administer decision perceptions as
well as assessment of outcomes, yield predictable
shifts in people’s minds when the same question is
presented in a different way. Especially, people’s
choices are often conflicting when confronted with
indistinguishable decision problems that are framed
in a positive manner (in terms of gains) versus the
problems framed in negative manner (in terms of
losses) (Gonzalez et al., 2005). For instance, people
adopt a conscious approach when decisions are
framed in terms of the number of lives that can be
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saved rather than presenting the very choices as far
as lives that can be lost (Tversky and Kahneman,
1981). Thus, the order in which problems are
presented and the degree of difference between
them will affect the decision to be taken (Babajide
and Adetiloye, 2012). People exhibit this sort of
tendency either due to cognition inertia or emotional
reasons, prompting them to organise and register the
information in different mental structures or frames
(Antony and Joseph, 2017).

Narrow Framing

Narrow framing is subset of the framing concept
and is related with integrating decisions in a narrow
manner. In fact, the degree to which choices are
bracketed or clustered together considerably
influences decisions (Read et al., 1999). Generally,
there is a tendency among people to integrate
decisions more narrowly instead of following a wider
frame because people consider decisions one at a
time (Kahneman and Lovallo, 1993; Tversky and
Kahneman, 1981). To put it another way, if choices
are presented to people one at a time, they choose
sequentially and bracket them narrowly, however,
if several choices are presented, people bracket
them broadly (Kahneman, 2003; Read et al 1999;
Redelmeier and Tversky, 1992). Henceforth, a set
of decisions are grouped together by considering
the impact of each decision on the other decisions
inside a similar frame or within a same bracket, while
overlooking the effect of other decisions outside
the bracket. For example, investors in general pay
attention to fluctuations in the individual stocks
they hold rather than fluctuations in their portfolios.
This practice eventually results in suboptimal or
unfavourable portfolios (Baltussen and Post, 2007).

Role of Emotions

Besides these cognitive factors, emotions have
a substantial role to play in forming individuals
beliefs and preferences. Indeed, there exists a
vast evidence which show that emotions influences
individuals decision making specifically when
encountered with risk and uncertainty (Forgas 1995;
Isen 2000; Loewenstein et al., 2001; Schwarz 1998).
Greenfinch (2007) defines emotions as “painful or
pleasurable feelings which are of mental origin. They
contribute to a person’s motivations and therefore
affect its decisions”. Emotions are mental states
such as anger, fear, regret, worry, hope, pride, guilt
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etc. that turn out to be drivers of individual’s decision
making. Moreover, these emotions determine the
risk tolerance level of an investor, and help to
maintain over the cost of optimization (Charles
and Kasilingam, 2016). Emotions, particularly the
fear and hope catch up investor’s attention, and
overwhelm their reasoning power, thus, decisions
become more subjective. Generally, individuals
having sturdy emotions are often attributed to
make poor decisions, particularly those which are
of financial nature. There is an ongoing debate over
the positive and negative effects of the emotions
on the behavior and decision making of individuals.
Formerly, behavioral finance literature indicated
that cognitive heuristics biases led to mistakes in
investor behavior (Gilovich et al., 2002), however,
recent psychological research indicates otherwise
(Elster 1998; Hermalin and Isen 2000). Right
away there is concern among psychologists and
economists on the positive role of emotions in
financial behavior and decision making (Hopfensitz
and Wranik 2008; Loewenstein et al., 2001). For
example, Isen (2000) states that even mild emotional
states can affect behavior. Damasio (1994) argues
that the absence of emotions has extreme effects
on individual decision making, particularly when it
comes to making optimal decisions. LeDoux (1998)
demonstrate that emotion strengthens individual's
decision making in two regards. In the first place,
emotions push individuals to settle down on some
choices, specifically when making that choice is vital.
Second, emotion help individuals in making optimal
as well as ideal decisions.

Discussion and Conclusion

In classical era, the decision making was dominated
by rationality doctrine encompassing orthodox
mechanical thinking. For rationality model as guided
by homo economicus assumptions, decisions are
made in accordance with the Expected Utility Theory
(EUT). Rational decision theory states that people
are unbiased in decisions. They acknowledge all
facets and restrict their subjective opinions to alter
their decision-making process (Shiller and Robert,
2002). Essentiality, the decision maker as anticipated
in rational paradigm is unrestricted in its cognitive
abilities and competencies. It acts as it were a
machine having super intellect, capable of handling
vast information processing and computational
capabilities (Simon, 1955). However, in the recent
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decades, the homo economics model invited a severe
criticism, since this model being highly reductionist,
fails to capture the subsequent reality. Research
studies have proven that people are imperfect
in their capacities and competencies to collect,
process and interpret all the relevant information
for deciding the best course of action (Arthur 1994;
Conlisk 1996; Simon, 1955,1957,1959,1979).
Thus, the cognitive load needed to solve the
complicated decision problems often surpasses
people’s cognitive capabilities (Baltussen, 2009).
To overcome these cognitive problems, people
generally have a tendency to opt for the simple
rules of thumb (Heuristics) for their decision making.
The prime outline of heuristics is that individuals
end up making quick and fast decisions by relying
heavily on non-algorithmic methods rather than
following an algorithmic approach. Moreover,
research studies conducted in the area of behavioral
finance and investor psychology have proven that
in real world investors display irrational behavior.
For example, investors transact excessively, hold
stock without bearing in mind their key worth, rely
solely on past performances, follow crowd mentality,
maintain their holdings for loss making shares while
selling profitable stocks. Likewise, due to lack of
knowledge investors’ fail to comprehend and apply
effectively their own insights to past as well as
current information signals. This results in imperfect
decision making behavior and upward push to
proven mispricing phenomenon (Andrikopoulos,
2005). It has also been observed that the impact
of the behavioral aspect of investing is, often been
ignored which causes the impact on the investors
ability to act objectively when investing. Moreover,
research studies in psychology demonstrated that
individuals are highly inspired by their values, beliefs,
emotions, intuitions when making an investment
decision. These terms are collectively called as
psychological or behavioral biases, which by acting
as a lens in decision makers thought process, form
a new pattern in financial decision making. In simple
terms biases are systematic deviations from rational
thought or an inclination for a particular judgement.
Nonetheless, many of these behavioral biases have
served us well and provided ways of coping with day
to day choices, but they may inflict severe damage in
the long run. Even though it might be difficult to find
a readymade cure for these psychological biases,
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however, one needs to be aware of these mental
cognitions and their effect, so that one can possibly
avoid the major pitfalls.
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