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Abstract

According to conventional financial theories, people should carefully weigh risk and
return considerations before making investment decisions to maximize their benefits and
minimize losses. The classic economic theory is contested by behavioural finance, which
contends that various biases influence each investor's investing choices. They consist of
regret, dislike, building, and dispositional effects as developed by the theory of
prospecting, as well as heuristic biases, including anchoring, representativeness, gamblers
fallacy, and more. The goal of the study article is to comprehend how these biases affect
the process of making investment selections and what efforts can be taken by individual
investors to make logical choices. The study suggests that individual traders must
thoroughly mine data and consider external aspects before initiating investments after
analyzing how practical concerns restrict individual decision-making. This article briefly
presents the concepts of traditional banking and behavioural finance. The basic tenets of
behavioural finance are the psychology of investors and human thinking and conduct.
Investors base their choices on mathematical models and readily available market data in
traditional finance—analysis of formal and behavioural finance to determine which
approach to finance is best for investors.

This research paper explores the influence of traditional and behavioural finance theories
on individuals' financial decision-making processes. Standard finance theory, grounded in
rationality and efficiency, has long been the cornerstone of modern financial economics.
In recent years, however, behavioural finance has gained prominence for recognizing
psychological biases and irrational behaviours that affect financial choices. This paper
provides a comparative analysis of both approaches and their impact on various financial

decisions.
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l. Introduction
The introduction provides an overview of the significance of financial decision-making
and introduces the two main paradigms: traditional finance and behavioural finance. It
highlights the need to understand the interplay between rational decision-making and
psychological factors in shaping financial outcomes.
Initial hypotheses contend that investors make rational choices based on maximizing
rewards while minimizing risks. Recent theories, however, question these hypotheses and
propositions. Just as the human mind can logically, neither do markets operate
effectively. Psychological elements like fear and greed, among others, can affect how
people choose investments. While logical reasoning could indicate that a certain type of
investor is most suited to investing in, let us say, the stock market.
The investor's choice, however, could be influenced by their fear of losing funds and the
fact that they know another person who has lost cash in the stock market. Consequently,
behavioural finance emerged as a key area of research.
According to the branch of study called "behavioural finance," psychological and
emotional elements significantly impact investment decisions. Olsen (1998) claims that
behavioural finance takes into account a person's behaviour in addition to the
conventional financial paradigms that pertain to making rational choices regarding
investments and increasing investment returns (Gorton & Pennacchi, 1990; Gentzkow et
al., 2019).
According to (H.H. Shefrin, 1988), behavioural finance examines how psychology affects
decisions regarding money and the stock market. The traditional financial theory
supposes that people are logical and that financial systems operate effectively and
separately. Nevertheless is becoming more evident that human emotions, intents,
intuitions, and habits play every financial choice the more individuals have researched
financial decisions.
His research (Slovic, 1972) has drawn attention to the fact that several psychological

factors influence people's investment decisions and that conventional financial theories
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are insufficient. Behavioural economics, which integrates both psychology and
economics to explain why people make unreasonable choices while saving and investing,
generating money, and spending, has been compared to behavioural finance (Belsky &
Gilovich, 1999). According to Chaudhary (2013), several behavioural anomalies impact
people's actions and cause them to deviate from the fundamentals of wealth
maximization.

Making decisions is crucial in selecting an alternate choice from a scenario that will
benefit the person or investor. The goal of investing is to make money for investors.
Market characteristics and information architecture have an impact on investment
decisions. As a result, holdings may produce unfavourable outcomes for investors who
made them or did not receive satisfactory returns on their investments due to those
investors' behaviour. The statement " Cash is longing Embodied” was made by Buchan
in 2001. Statman (1999) and Kahneman and Tversky (1979) claimed that people
experience discomfort when they learn that another option produces positive outcomes.
So Customers that are curious about how their feelings or behaviour affect investments
can learn more about it through the study of behavioural finance (Jain et al., 2021;
Kirilenko et al., 2017; Legner et al., 2017).

According to behavioural finance, feelings and mental filters groundsanomaly in
depositors' insights of the stock marketplace. Though in modern finance, we take the
notion of analysis and sensible theory-based managerial decision makings, such as the
Capital Asset Price Model and the concept of efficient markets, which
understandpopulace is balanced and job to increase their wealth. Although, the truth is
that individuals work foolishly in actual life, and this absurdity is related to behavioural
finance. Behavioural finance describes our acts and behaviours, whereas contemporary
finance is concerned with explaining an economist's actions. Choices in traditional
finance are those where full information is provided for making investment decisions.

In the words of Thaler (1990), who wrote on the importance of behavioural economics
and behavioural making choices in Americans' savings for retirement decisions, people
can exchange information and make logical judgements even when they hold all of the
data according to standard theory. These people's possessions stayed stable over time and

were well-defined. According to Phung (2010), behavioural finance is a relatively new
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area that combines psychological theory, including cognitive and behavioural theories,
with finance and traditional economics to draw conclusions about people’s illogical
decision-making. The first iteration of behavioural financial theory was created in 1980
by a small group of researchers from several disciplines (Arner et al., 2015; Buchak et al.,
2018; Petersen, 2004).

1. Behavioural Biases
According to (Agrawal, 2012), behavioural biases have always affected investor
judgements and will continue to do so. Even if they are impossible for an investor to
eradicate, avoiding particular behavioural biases under certain circumstances is crucial.
Reiterating that psychological variables impact stock price anomalies and making
financial choices, (Rayenda et al., 2012) explain the causes of irregularity in these
choices. Psychologists have identified various cognitive biases in their quest to
comprehend how people behave and make decisions. Here are a few examples:
Heuristics: Heuristics are defined as mental shortcuts or rules of conduct that assist
people in making judgements by removing a difficult issue and substituting a simpler
question (Kahneman D., 2003).
People build tactics from firsthand knowledge, trial and error, or even modest studies to
make snap decisions and conclusions. Heuristics may be useful for decision-making on
occasion. Still, they are frequently the wrong strategy for making financial choices since
they neglect or take investments. Several behavioural biases have an impact on heuristic
decision-making processes. These consist of:
Representativeness
Investors frequently adopt stereotypes. Investors are also influenced to make effective
financial decisions in the future, and they have a propensity to detect patterns when none
truly exist. This implies that traders do not make any wagers on long-term trends or
consider the law of averages. The short-term tendencies are given more weight, such as a
rise in current stock cost price or a company that has recently outperformed others in the
market. Any current fluctuations in stock prices would not have any bearing on the future
values of that stock if marketplaces were entirely rational. That is not the case, however.
Establishing
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Investors frequently base their decisions on only one number or piece of information.
There could be several causes, including a lack of knowledge or simply having excessive
data to comprehend. Anchoring, or relying too much on one characteristic, can result in
severe under-earning or loss of prospective revenue. Investors frequently make biased
investing decisions and risk losing money in the long run by disregarding important
pieces of data and basing decisions solely on one piece of information. (G.Hoguet, 2005)
found in his study that when tasked with defining a quantum, such as a predicted future
of a stock price, investors tend to "anchor" to a certain piece of material. Investors

frequently react inadequately to new information because of this.

Academics have access to a wide range of great reading resources for research thanks to
their ongoing discussions in favour as well as against the presence of market efficacy and
behavioural bias in the financial markets. According to Shiller (2003), financial
economics has advanced significantly from when market effectiveness was a cornerstone
of finance to when behavioural finance is reaching new heights of dominance in
literature. Alghaith et al. (2021) and Tiwari et al. (2021) are two sources that readers can
consult for deeper theoretical explanations and applications of behavioural finance (Laura
& David, 2019; Najaf et al., 2021).

Excessive trust

Excessive trust can be harmful to financial choices, even if it is vital to have faith in one's
abilities to foresee and achieve above-average returns.

When consumers believe they can accurately assess a specific stock, business, or sector
as a possible investment, excessive trust bias sets in. As a result, they might ignore any
warning indicators and engage in trading that is excessive in a single stock. The outcomes
of their investments may be distorted since those who invest rely too much on their
assessment and do not research prior trends or projected performance from a certain
stock.

Player's Fallacy

Gamblers' mistake refers to an investor's perception that causes them to predict a trend's
reversal. This is quite comparable to what a player could experience at a casino. When
gaming roulette, a player may bet on a red number if he believes the recent trend of the
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dice landing on black digits will change. Similarly, people often think an asset failing for
a while would see a trend reversal, becoming a solid buy. ‘It is an individual's incorrect
conviction of a likely conclusion drawn from the happening of an occurrence or a set of
events,' claims (Cai, 2016).

Potential Theory

According to economics, utility refers to the value that a person derives from a specific
good or service. According to conventional financial theories, the net profit from any
investment is a combination of the profits and losses the investor experiences over the
long run. These are as follows:

Framing

In behavioural finance, reframing is the vocabulary used to describe a specific issue or
potential solution. When given a variety of options for where to put their cash, buyers
will favour those that speak of potential rewards over those that do so in terms of
potential losses. People are more upset by potential losses than rewards (Puri & Rochol,
2008; Shefrin et al., 1994).

Framing

In behavioural finance, reframing is the vocabulary used to describe a specific issue or
possible fix. When given various options for where to put their cash, buyers will favour
those that speak of potential rewards over those that do so regarding potential losses.
People are more upset by potential losses than potential rewards.

Loss phobia

Losses appear to be twice as effective as similar gains, and people prefer to prevent them
than get them. If shareholders are risk cautious, they might apply the law of averaging
and buying more stock that performs poorly to compensate for previous losses.

Regret abhorrence

People have a propensity to regret actions when the results are unfavourable. This
indicates that if a stock market investor loses money, their regret of making a poor choice
outweighs the loss. Investors could feel guilty for putting money into a subpar
investment, resulting in losses. This could result in poor financial judgements, such as
purchasing recently performing equities and avoiding those that have underperformed

recently.
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Mental Accounting

Due to psychological accounting bias, people divide their investments and savings into
several categories (or mental accounts) based on factors, including how they make and
spend their money. Due to their limited understanding of the market, investors may split
their funds into investing and spending pools to prevent overspending. By doing this,
they disregard any connection between the two psychological accounts and give up on
the advantages of diversifying their portfolios.

Ram argues that investors should handle money acquired as capital gains separately from
money obtained as salary from various places. Investors frequently view investment gains
as more advantageous and are more ready to take chances with them than with their

salary income(Strahan & Yang, 2015).

In contrast to the conventional financial paradigm, behavioural finance acknowledges
that people's cognitive biases may constrict their capacity for reason. In order to better
understand how behavioural bias might influence the choices made by imperfectly
rational market agents in the financial markets, behavioural finance models incorporate
concepts from cognitive neuroscience into economic and financial models (Thaler, 2015).
As a result, when compared to classical finance theories in the literature, behavioural
finance models are able to better explain and forecast the occurrences of financial
markets. The Nobel Prizes in the Sciences of Economics were given to Robert Shiller,
Richard Thaler, Eugene Fama, and Daniel Kahneman, who pioneered behavioural

financial analysis and economics, and to Eugene Fama, an ardent supporter of EMH.

In this review essay, we quickly acquaint readers with the basic ideas of behavioural
finance and its key readings, which form the theoretical cornerstone of behavioural

finance.

These hypotheses are the cornerstone of contemporary financial economics, and
academics can utilize them to conduct empirical research on the behavioural bias in the
stock market and to create innovative financial economics applications supported by
behavioural finance and EMH. In contrast to the conventional financial paradigm,

behavioural finance acknowledges that people's cognitive biases may constrict their
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capacity for reason. In order to better understand how behavioural bias might influence
the choices made by imperfectly rational market agents in the financial markets,
behavioural finance models incorporate concepts from cognitive psychology with
financial and financial models (Thaler, 2015). As a result, when compared to classical
finance theories in the literature, behavioural finance models can better explain and

forecast the phenomena of financial markets.

In the words of Thaler (1990), who wrote on the importance of behavioural economics
and behavioural making choices in Americans' savings for retirement decisions, people
can exchange information and make logical judgements even when they hold all of the
data according to standard theory. These people's possessions stayed stable over time and
were well-defined. According to Phung (2010), behavioural finance is a relatively new
area that combines psychological theory, including cognitive and behavioural theories,
with finance and traditional economics to conclude people's illogical decision-making.
The first iteration of behavioural financial theory was created in 1980 by a small group of

researchers from several disciplines.

I11.  Recommendations for Investors
Investors can make logical decisions that maximize returns and minimize losses even
though it is impossible for their minds to and have the innate understanding that they
exist.
» Awareness: Well-read entrepreneurs conscious of their prejudices when making
investments are better equipped to combat those biases.
» Research: Market participants include investors as well. It is crucial to identify sources
with opposing viewpoints and use their evidence and logic to support your conclusion.
The likelihood is that an investor will choose with considerably greater knowledge.
* Diversify: An educated investor will almost always do so. Do not "put all your chickens
in one basket,” as the adage goes. Shareholders are guaranteed higher returns while
reducing the danger of losing their money thanks to sector and industry heterogeneity.
 Financial Goals: People must understand and quantify their investment objectives

before hopping on the investment bandwagon. This promotes mental clarity and aids
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investors in avoiding behavioural biases while implementing immediate modifications to
reach those long-term objectives.

» Examine Trends The rule of long-term average helps that last year's best-performing
assets may not do so well this year, even when past ‘winners' appear to be a strong choice
for investment. Therefore, it is critical not to give something undue prominence.
Methodology: The research methodology outlines the approach taken to analyze the
impact of traditional and behavioural finance on financial decisions. It may include a
combination of qualitative and quantitative methods, such as case studies, surveys,
experiments, and data analysis of real-world financial behaviours.

IV. Research Objectives: The Main objective of the current research is to check the
impact of traditional and behavioural finance on financial decisions.

Hypothesis

For the sake of research following hypotheses were established:

HO: Traditional and behavioural finance has no impact on financial decisions.

Ha: There is an impact of traditional and behavioural finance on financial decisions.

Data Analysis

Table No 1-Relationship between Traditional and Behavioral Finance on the

Financial Decisions

Asy Sign
Deg of Two
Values Free sided
Chi-Square 7.18 4 0.133
Likelihood
ratio 7.682 4 0.105
Linear Asso 4.345 1 0.045
Valid Cases 300

Source: Analysis

Table No 2- Relationship between Traditional, Behavioral Finance on Financial

Decisions

Deg of Asy (2-
Values Free sided)

Chi-Square 16.78 4 0.008
Source: Data Analysis
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Because the chi-square value is less than.05 so Ho is rejected. So a significant

relationship exists between traditional and behavioural finance and financial decisions.

V. Conclusion
It has been determined that both traditional and behavioural finance impact investors'
investment decisions. Unqguestionably, behavioural aspects are important in the decision-
making process of traders. Investors' cognitive behaviour is significant evidence that
human behaviour cannot be disregarded when making financial decisions. The theory of
prospecting and heuristics are aspects of behavioural finance that contribute to
irrationality. Investors' reasonable views of classical finance, such as the theory of
efficient markets, are crucial for increasing profits. However, in developing nations like
Pakistan, where there is uncertainty and a dearth of data accessible to investors, making
logical decisions is impossible. Numerous other factors exist when looking for logical
information for a purchase, such as cost, time wasted, and opportunity loss danger. After
analyzing numerous studies, it was shown that behavioural finance plays a significant
role in investor decision-making, playing a bigger role than rational investment decision-
making. Additionally, more behavioural finance elements are taken into account by

investors when making investment decisions.
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