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Do Individual Equity Investors behave Rationally: A Literature Review
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Assistant Professor, Department of Commerce, Standard finance, also known as Academic Finance, Modern Portfolio
Bhagat Phool Singh Mathila Viswavidyalya, Theory, etc., evolved in the 1950s and early 1960s. Under this theory,
Khanpur Kalan, Sonipat, Haryana investors were considered as fully rational decision making entities.
Sushil Butin 1957, Herbert Simon coined the term 'Bounded Rationality' and
ushila stated that human being are not fully rational in their decision making
Research Scholar, Department of Commerce, rather they are bounded by their abilities and available information. In
Bhagat Phool Singh Mahila Vishwavidyalaya, 1970s Amos Tversky and Deniel Khaneman also challenged the
Khanpur Kalan, rationality concept in decision making under uncertainty and applied
Sonipat psychological biases to economic decision making. A bias is an

irrational assumption or prejudice. It is a human psychological
shortcoming and since investors are also human beings they can be
affected by it as well. Behavioural finance is a sub-field of behavioural
economics, which integrates psychology with finance. It explains how
investors' cognitive and emotional biases affect their investment
decisions. In 2002, Daniel Kahneman (psychologist) was awarded the
Nobel Memorial Prize in economic sciences for his research on
applying psychological insights to economic decision making,
particularly in the areas of judgement and decision making under
uncertainty. In 2017, Richard Thalar, an American economist also won
Nobel Prize in economics for his contribution in behavioural
economics. Therefore, in this study, contribution of various
researchers is explored regarding major behavioural biases and their
impact on investment decisions of individual equity investors. On the
basis of this collection and review of relevant studies, a conceptual
model of behavioural biases is developed to provide future research
direction.

Keywords: Behavioural finance, Behavioural biases, Investment
decision

Introduction

The financial markets were not considered as appropriate markets by
economists in the early periods. It was considered to be analogous to
casinos where returns were determined by pure speculative activities.
It was Williams (1938) who was first to challenge the casino concept,
through his book entitled the theory of investment value. He was of the
firm view that the price of financial asset was reflected in the intrinsic
value of an asset, measured in terms of the discounted stream of future
cash flow from the asset. Extending the view of Williams regarding
future expectations, Markowitz (1952, 1959) included a new element
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of 'risk 'or 'uncertainty'. Thus, the fundamental idea in
Markowitz theory is the combination of risk and returns.
He contended that asset selection happens in the context of
a trade-offs between returns and risks. In his theory, the
term 'return' is often equated with discounted future cash
flow and 'risk' with uncertainty of expected outcome. This
formed the basis of the '™Modern Portfolio Theory'.
Standard finance is also known as Academic Finance and
Modern Portfolio Theory and evolved in the 1950s and
early 1960s. Under this theory, investors were considered
as fully rational decision making entities. But in 1957,
Herbert Simon39 coined the term 'Bounded Rationality'
and stated that human being are not fully rational in their
decision making rather they are bounded by their abilities
and available information. In 1970s Amos Tversky and
Deniel kahneman also challenged the rationality concept in
decision making under uncertainty and applied
psychological insights to economic decision making. In
1973, Daniel Kahneman and Amos Tversky explored a
judgmental heuristic called availability which leads
systematic biases in decision making.44 In 1974, Daniel
Kahneman and Amos Tversky discussed three biases
namely representativeness, adjustment and anchoring and
availability in decision making under uncertainty.45
Prospect theory was also developed by Daniel Kahneman
and Amos Tversky in 197946. In 2002, Daniel Kahneman
(psychologist) was awarded the Nobel Memorial Prize for
economic sciences for his work in applying psychological
insights to economic decision making, particularly in the
areas of judgement and decision making under uncertainty.
Behavioural finance is a sub-field of behavioural
economics which integrates psychology with finance. It
also explains how investors' cognitive and emotional
biases affect their investment decisions. In the process of
decision making, a number of biases arise. Michael M.
Pompian (2006)33 classified these biases into cognitive
and emotional biases. Cognitive biases arise due to the
errors in information processing or due to the use of
heuristics while emotional biases arise due to the emotions
of an individual during decision making. Major cognitive
biases are conservation, confirmation, mental accounting,
hindsight bias, anchoring and adjustment etc. Major
emotional biases are loss-aversion, overconfidence, regret-
aversion and status-quo bias etc.

Objectives

‘To identify the various behavioural biases affecting
investment decisions of individual equity investors.

-To develop a conceptual model of behavioural biases to
provide future research direction.

184

Research Methodology

The present paper is a conceptual paper based on review of
relevant/related studies in behavioural biases. Research
papers reviewed in this study were collected from esteemed
databases such as PROQUEST, Google Scholar, Emerald
Insight, Science direct etc. Research studies describing
impact of behavioural biases on investment decisions of
individual equity investors are included in this paper.
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Identification of Behavioural Biases and Conceptual
Model

Behavioural biases are those cognitive and emotional
errors which deviate investors from rationality in
investment decisions. Various behavioural biases are
identified by researchers in previous studies conducted in
different countries through various statistical techniques
such as Exploratory Factor Analysis and Confirmatory
Factor Analysis. It is found that big five personality traits,
demographic variables, financial literacy, behavioural

Openness to
Experience

Agreeableness

biases and investment decisions are related with each other.
Behavioural biases of individual equity investors vary on
the basis of their personality traits, their demographic
profiles and their financial literacy levels which are
collectively responsible for their irrational investment
decisions. On the basis of review of literature on
behavioural biases, a conceptual model is developed and
presented below (figure 1).
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