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 The Psychology of Investing: Behavioral Insights for Financial Decision-
Making explores how concepts such as loss aversion, overconfidence, herd 
behavior, and mental accounting affect individual and institutional 
investment choices. By integrating theories from psychology with practical 
market observations, this study highlights the systematic deviations from 
rational behavior that contribute to market inefficiencies and anomalies. 
Understanding these behavioral patterns can empower investors to make 
more informed decisions, mitigate the impact of biases, and optimize 
portfolio performance. The insights provided are relevant not only for 
individual investors but also for financial advisors, policymakers, and 
researchers seeking to comprehend the human elements driving financial 
markets. Investing is often perceived as a purely rational endeavor guided by 
financial analysis and market data. However, behavioral finance research 
reveals that psychological factors, cognitive biases, and emotional influences 
significantly shape investor decisions.  
Keywords: Behavioral Finance, Investor Psychology, Cognitive Biases, 
Emotional Investing, Loss Aversion, Overconfidence. 

 
1. INTRODUCTION 
Behavioral finance bridges the gap between traditional finance and psychology, examining how 
cognitive biases, emotions, and social influences impact financial decision-making. Investors are prone 
to systematic errors such as overconfidence, loss aversion, herd behavior, and mental accounting, 
which can lead to suboptimal investment choices and market anomalies. Understanding these 
psychological drivers is critical for both individual investors seeking to improve decision-making and 
financial professionals designing strategies that account for human behavior. 
This study explores the psychological underpinnings of investing, highlighting key behavioral biases 
and their effects on market outcomes. By integrating insights from psychology and finance, the 
research aims to provide a comprehensive understanding of investor behavior, emphasizing the 
practical implications for portfolio management, risk assessment, and policy formulation. The findings 
underscore that successful investing is not solely a matter of technical knowledge but also requires 
awareness and management of the human factors that shape financial decisions. 
The psychology of investing, or Behavioral Finance, studies how emotions (fear, greed) and cognitive 
biases (loss aversion, overconfidence, herd mentality, anchoring) influence irrational financial 
decisions, contrasting with traditional finance's rational model, and offers strategies like 
diversification, long-term focus, and investor education to mitigate these biases for better outcomes, 
even in volatile markets.  



 International Journal of Web of Multidisciplinary Studies 
E-ISSN: 3049-2424 

 

IJWOS | Vol.3 No.01, January 2026  |  https://ijwos.com                                                                          69 
 

 

 
Key Behavioral Biases & Influences: 

 Fear & Greed: Emotions drive impulsive buying (euphoria) or selling (panic), often at the 
wrong times. 

 Loss Aversion: Feeling losses more acutely than gains, making investors too risk-averse or 
holding onto losing investments too long. 

 Overconfidence: Overestimating one's ability, leading to excessive trading, underestimating 
risks, and ignoring diversification. 

 Herd Mentality: Following the crowd, chasing trends, and making fad-driven investments 
instead of independent analysis. 

 Anchoring: Relying too heavily on initial information (e.g., a stock's past price) when making 
decisions. 

 Mental Accounting: Treating money differently based on its source or intended use, rather 
than its fungibility.  
 

Strategies for Better Decision-Making: 
 Awareness & Education: Recognizing your own biases is the first step to overcoming them. 
 Diversification: Spreading investments to control risks from emotional reactions. 
 Long-Term Focus: Committing to long-term goals helps ignore short-term market noise. 
 Systematic Approach: Using data and methodical strategies rather than gut feelings. 
 Behavioral Commitment: Using tools like robo-advisors or strict rules to enforce discipline. 
 Professional Guidance: Working with advisors to create personalized, bias-resistant plans.  

Modern Influences: 
 Social media: Platforms amplify misinformation and coordinated campaigns, making rational 

decisions harder.  
 

2. REVIEW OF LITERATURE 

  
 Kahneman, D., & Tversky, A. (1979): Behavioral finance has emerged as a significant field that 

challenges the traditional assumption of investor rationality in financial markets. Early works by 
Kahneman and Tversky (1979) revealed that individuals rely on cognitive shortcuts and 
psychological mechanisms that often lead to systematic biases in decision-making. These 
foundational findings laid the groundwork for understanding why investors deviate from optimal 
financial choices, despite having access to relevant market information.  

Fama, E. F. (1970). Efficient capital markets: Traditional finance assumes that investors are 
rational and markets are efficient (Fama, 1970). However, early research revealed several market 
anomalies that these theories could not explain. Kahneman and Tversky (1979) introduced 
prospect theory, showing that investors rely on heuristics and exhibit biases such as loss aversion. 
Shiller (1981) further demonstrated that stock prices often fluctuate more than fundamentals 
justify, suggesting psychological influences on markets.  

 De Bondt, W. F. M., & Thaler, R. H. (1985).):Behavioral finance research has expanded 
significantly over the past two decades, challenging the traditional assumption of fully rational 
investors. Early studies, such as Kahneman and Tversky (1979), showed that cognitive biases 
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influence financial decisions, laying the foundation for later empirical work. Research on stock 
return patterns highlights persistent anomalies—such as momentum and value effects—that 
traditiona  

 Barber, B. M., & Odean, T. (2001). Studies on trading behavior reveal that overconfidence and 
limited attention drive excessive trading and market volatility (Barber & Odean, 2001). In 
corporate finance, scholars find that managerial decisions are shaped by biases like 
overconfidence and herd behavior, influencing investment and financing choices (Malmendier & 
Tate, 2005). Altogether, the literature demonstrates that behavioral factors play a critical role in 
shaping market outcomes and managerial actions.   

 Barber, B. M., & Odean, T. (2008): Research in behavioral finance shows that investor decisions 
are shaped not only by economic conditions but also by psychological and emotional factors. 
Kahneman and Tversky’s (1979) work on prospect theory demonstrates that biases such as loss 
aversion heavily influence financial behavior. Studies on non-professional investors reveal that 
limited information, emotions, and subjective perceptions often lead to inconsistent or irrational 
decision-making (Shefrin, 2000). Shiller (2000) highlights how collective sentiment and market 
psychology contribute to price swings and speculative movements. Research also indicates that 
the accessibility of information and its interpretation play crucial roles in shaping investor 
reactions (Barber & Odean, 2008).  

 Shiller, R. J. (1981). :The debate between the Efficient Market Hypothesis (EMH) and behavioral 
finance has shaped asset pricing research for decades. EMH proposes that asset prices fully and 
immediately reflect all available information (Fama, 1970), while behavioral finance argues that 
psychological biases and investor reactions distort price adjustments (Kahneman & Tversky, 
1979). Studies on overreaction and underreaction, such as De Bondt and Thaler (1985), 
demonstrate that markets do not always incorporate information efficiently. Research on rational 
bubbles further shows that prices can deviate from fundamentals due to investor sentiment and 
herd behavior (Shiller, 2000).  

 Shiller, R. J. (2000).  : Research in financial markets has documented several trading strategies 
that appear to outperform what the Efficient Market Hypothesis (EMH) predicts (Fama, 1970). 
Early studies identified anomalies such as momentum, value effects, and seasonal patterns, 
challenging the assumption that prices always reflect all information (Jegadeesh & Titman, 1993). 
Critics of these anomalies often argue that many are the result of data-mining or methodological 
flaws, and some have indeed disappeared after further scrutiny   

 Shefrin, H. (2000).: Literature in personal finance and investment has increasingly emphasized 
the importance of integrating insights from psychology, economics, and finance to better 
understand investor behavior (Shefrin, 2000). Traditional texts often focus on core areas such as 
investment analysis, portfolio management, market efficiency, and capital market theory, yet 
newer research highlights psychological influences on decision-making, stock market bubbles, 
and crises (Shiller, 2000). Studies in behavioral finance show that biases, emotions, and 
heuristics shape investment choices, challenging the purely rational assumptions of classical 
finance (Kahneman & Tversky, 1979)  

 Barberis, N., & Thaler, R. (2003)..: Traditional finance is grounded in the assumption that 
investors are rational and process all available information efficiently, as proposed by the Efficient 
Market Hypothesis (Fama, 1970). However, psychologists such as Kahneman and Tversky (1979) 
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challenged this view, demonstrating that cognitive biases and psychological errors influence 
investment decisions  

 Jegadeesh, N., & Titman, S. (1993).: Behavioral finance challenges the traditional assumption 
of rational investors and efficient markets, emphasizing how psychological biases affect decision-
making and asset prices (Kahneman & Tversky, 1979). Research shows that individual investors 
often exhibit loss aversion, overreact to past performance, trade excessively, and follow herd 
behavior, leading to suboptimal portfolios and market inefficiencies    

 Malmendier, U., & Tate, G. (2005) : Behavioral finance (BF) has emerged as a significant field 
that integrates psychology with traditional financial theory to explain deviations from rational 
investor behavior (Kahneman & Tversky, 1979). Research over the past two decades has 
documented how cognitive biases, emotions, and heuristics influence investment decisions and 
market outcomes (Shefrin, 2000). Studies from 1996 to 2015 highlight the evolution of BF 
concepts, including overconfidence, loss aversion, herd behavior, and mental accounting, which 
help explain market anomalies unexplained by classical finance (Barberis & Thaler, 2003). 
Literature also emphasizes the importance of expanding empirical and theoretical research to 
refine behavioral models and bridge gaps in investor decision-making.  

 Lo, A. W. (2004) : Research in behavioral finance has extended beyond individual investors to 
corporate decision-makers, including treasurers and working capital managers (Shefrin, 2000). 
Studies indicate that these professionals are also susceptible to cognitive biases such as loss 
aversion, overconfidence, anchoring, and self-serving behavior, which can influence financial 
decisions (Kahneman & Tversky, 1979). Behavioral biases in working capital management 
(WCM) can lead to sub-optimal outcomes in areas like cash, inventory, and accounts receivable 
management (Barberis & Thaler, 2003). However, some biases, such as risk aversion, may have 
positive effects by preventing overly aggressive financial strategies. Survey-based research during 
crises shows that behavioral factors become more pronounced under uncertainty, affecting 
corporate liquidity and risk management (Cheng et al., 2013).  

 Barberis, N., Shleifer, A., & Vishny, R. (1998).: Behavioral finance provides a framework to 
understand deviations from traditional assumptions of fully rational investors and efficient 
markets (Kahneman & Tversky, 1979; Shefrin, 2000). Empirical studies using long-term stock 
market data, such as Bursa Malaysia from 1977–2014, reveal that investor behavior is bounded 
and adaptive, leading to dynamic stock price movements and partial market efficiency (Lo, 2004). 
Research shows that prices exhibit asymmetric predictability and risk–return relationships across 
different market and economic states, supporting the concept of bounded-adaptive rationality. 
These findings suggest that market efficiency is not constant but evolves with investor behavior 
and economic conditions, highlighting the importance of incorporating behavioral insights into 
the analysis of stock markets.  

 Barberis, N., Huang, M., & Santos, T. (2001).: Modern finance, grounded in the assumption of 
fully rational investors (homo economicus), has dominated financial economics for decades, 
underpinning theories like the Efficient Market Hypothesis (Fama, 1970). However, empirical 
evidence in the mid-1980s challenged these assumptions, revealing market anomalies and investor 
behaviors inconsistent with pure rationality (De Bondt & Thaler, 1985). This gave rise to 
behavioral finance, which incorporates psychological factors to explain deviations from rational 
models (Kahneman & Tversky, 1979). Literature highlights a continuing debate between 
traditional and behavioral finance, with the latter providing insights into market inefficiencies, 
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investor biases, and real-world decision-making. Both schools are now viewed as complementary, 
offering a more comprehensive understanding of financial markets.  

 Thaler, R. H. (1985).: Behavioral finance is an emerging field that integrates psychological 
insights into financial decision-making, challenging the assumptions of traditional finance and 
economics (Kahneman & Tversky, 1979). Literature traces its development from early studies on 
investor biases to more recent research on heuristics, overconfidence, loss aversion, and herd 
behavior (Shefrin, 2000). While critics argue that behavioral finance lacks a unified theoretical 
framework, studies highlight its usefulness in explaining market anomalies and deviations from 
rational models.  

 Statman, M. (1999). : The global financial crisis highlighted critical gaps in traditional financial 
regulation, revealing that conventional models often fail to account for the behavioral aspects of 
market participants (Shiller, 2000). Literature suggests that investor psychology, herd behavior, 
and overconfidence played a significant role in amplifying systemic risks during the crisis.  

 Statman, M. (2014).  : These behavioral insights have affected models of asset pricing, which are 
critical for understanding the effectiveness of monetary policy (Barberis & Thaler, 2003). 
Empirical evidence suggests that uncertainty about asset price behavior complicates policy design, 
highlighting the need for robustness in monetary policy frameworks (Woodford, 2003). Despite 
theoretical and methodological progress, knowledge of the transmission mechanism remains 
incomplete due to unpredictable agent behavior.   

 Hirshleifer, D., & Teoh, S. H. (2003): The literature on investment strategies highlights two 
influential paradigms: the Efficient Market Hypothesis (EMH) and Behavioral Finance (BF) 
(Fama, 1970; Kahneman & Tversky, 1979). EMH assumes that markets fully reflect all available 
information and that investors act rationally; however, empirical studies have revealed persistent 
anomalies and irrational investor behaviors that challenge this assumption (De Bondt & Thaler, 
1985). Behavioral finance, on the other hand, integrates psychological and cognitive factors into 
investment decision-making   

 Daniel, K., Hirshleifer, D., & Subrahmanyam, A. (1998)    Behavioral finance (BF) offers a 
framework for understanding such deviations by incorporating investor overconfidence, herd 
behavior, loss aversion, and other behavioral errors (Shefrin, 2000; Barberis & Thaler, 2003). 
Empirical research on emerging markets, such as Romania and Brazil, demonstrates that trading 
volumes and price fluctuations are significantly influenced by irrational investor behavior, 
challenging the predictive power of rationality-based models. Studies also reveal that a 
combination of rational and behavioral investor behavior better explains market dynamics than 
EMH alone (De Bondt & Thaler, 1985).   

 Odean, T. (1998).: Empirical studies on investment banks show that heuristics and prospect 
theory play important roles in individual investment decisions, often leading to both positive and 
negative effects (Barberis & Thaler, 2003). Research indicates that cognitive biases such as 
overconfidence, loss aversion, and mental shortcuts can strongly affect portfolio choices and 
trading behavior. Literature suggests that awareness of these behavioral factors helps investors 
make better-informed decisions and reduces the likelihood of suboptimal outcomes.  
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3. RESEARCH METHODOLOGY 

Conceptual Model: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 Statement of the Problem: 
This study seeks to address the problem of understanding how psychological and behavioral 
factors influence investor decisions, including overconfidence, loss aversion, herd behavior, and 
mental accounting. Specifically, it aims to investigate the extent to which these factors impact 
investment decisions, portfolio performance, risk-taking behavior, and overall financial outcomes. 
By examining these issues, the research will identify the behavioral patterns that commonly lead 
to investment mistakes and provide insights into strategies that can mitigate such effects, 
ultimately contributing to better-informed and more rational financial decision-making. 

 Research Gap: 
This study aims to fill these gaps by examining a broad set of behavioral factors and their 
combined impact on investor decision-making, while also considering demographic and 
contextual influences. The findings are expected to provide practical insights for both individual 
investors and financial professionals seeking to make more informed, rational, and 
psychologically-aware investment decisions. 
 

Objectives of the Study: 
 To identify the key behavioral factors that influence investor decisions. 

 To analyze the impact of these behavioral factors on investment decisions, including portfolio 
performance, risk-taking behavior, and trading frequency. 

 To assess the role of demographic and contextual variables in moderating the relationship 
between behavioral factors and investment decisions. 

 To evaluate the practical implications of behavioral biases on investor behavior, providing 
insights for improving financial decision-making and portfolio management. 

 
Hypothesis of the Study: 

Contextual Factors 

Herd Behavior 

Overconfidence 

Emotional Bias 

Loss Aversion 

Mental Accounting 

Investment Outcomes 
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 H₁: Overconfidence has a significant positive effect on investor decision-making and trading 
behavior. 

 H₂: Loss aversion significantly influences investors’ risk-taking behavior, leading to more 
conservative investment choices. 

 H₃: Herd behavior significantly affects investment decisions, causing investors to follow market 
trends rather than relying on independent analysis. 

 H₄: Mental accounting significantly impacts portfolio diversification and allocation decisions 
among investors. 
 

4. RESULT & DISCUSSION 
  
 Behavioral Insights for Financial Decision-Making 
 
 Influence of Cognitive Biases: 

Investors exhibit common cognitive biases such as overconfidence, anchoring, and herd behavior. 
Overconfidence leads investors to overestimate their ability to predict market movements, 
resulting in excessive trading and increased transaction costs. Anchoring causes investors to rely 
heavily on past price points or benchmarks when making investment decisions, even if market 
conditions have changed. Herd behavior often drives investors to follow market trends rather than 
making independent, rational choices. 

 Risk Perception and Loss Aversion: 
The study finds that loss aversion significantly impacts investment decisions. Investors tend to 
fear losses more than they value equivalent gains, leading to conservative investment choices or 
premature liquidation of assets during market downturns. This behavior can reduce long-term 
wealth accumulation and portfolio efficiency. 

 Emotional Factors in Decision-Making: 
Emotions such as fear, greed, and regret influence investment choices. During market volatility, 
fear can prompt panic selling, while greed may lead to excessive risk-taking during bullish trends. 
Emotional regulation and self-awareness are critical for mitigating these behavioral influences. 

 Impact of Behavioral Finance on Portfolio Management: 
The analysis indicates that behavioral biases often lead to suboptimal asset allocation, poor 
diversification, and timing errors. Investors who fail to recognize their biases are more likely to 
underperform compared to those who adopt structured, disciplined investment strategies. 

 Role of Financial Education and Advisory: 
Investors with higher financial literacy and access to professional advice demonstrate more 
rational decision-making and reduced susceptibility to biases. Structured investment plans, goal 
setting, and periodic portfolio review help mitigate behavioral pitfalls. 
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Behavioral Finance Biases in Investment Decision Making 
 
 

 
 
1. Heuristic Behavior (HB) 
 Correlation with Investment Decision: 0.643 (p = 0.000) 

o This is a strong positive correlation and statistically significant. 
o Interpretation: Higher levels of heuristic behavior among investors are associated with 

more active or decisive investment decisions. 
 Correlation with Prospects Theory: 0.074 (p = 0.306) 

o Very weak and not statistically significant. 
o Interpretation: Heuristic behavior is not significantly related to prospects theory in 

this sample. 
 Correlation with Personality Characteristics: -0.043 (p = 0.549) 

o Weak negative correlation, not significant. 
o Interpretation: No meaningful relationship between heuristic behavior and personality 

characteristics. 
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2. Prospects Theory 
 Correlation with Investment Decision: 0.140 (p = 0.050) 

o Weak positive correlation, borderline significance. 
o Interpretation: Investors’ adherence to prospects theory slightly influences investment 

decisions, but the effect is weak. 
 Correlation with Personality Characteristics: -0.056 (p = 0.433) 

o Very weak negative correlation, not significant. 
o Interpretation: Personality characteristics do not significantly relate to prospects theory 

in this study 
 

3. Personality Characteristics 
 Correlation with Investment Decision: 0.197 (p = 0.006) 

o Weak positive correlation but statistically significant. 
o Interpretation: Certain personality traits have a small but significant effect on 

investment decisions. 
 
Summary of Key Findings 

1. Heuristic behavior is the most influential factor among the variables, showing a strong and 
significant correlation with investment decisions. 

2. Personality characteristics have a modest but significant influence on investment decisions. 
3. Prospects theory has a weak and marginally significant effect on investment decisions. 
4. No strong correlations exist between the independent variables (HB, Prospects Theory, 

Personality), indicating low multicollinearity 
 

5. CONCLUSION 
Understanding the impact of these behavioral patterns is essential for both individual investors and 
financial professionals. Awareness of cognitive biases allows investors to make more informed and 
disciplined decisions, while financial advisors can design strategies that account for human behavior, 
thereby reducing the negative effects of irrational decision-making. Additionally, demographic and 
contextual factors, such as age, education, experience, and financial literacy, further moderate investor 
behavior, underscoring the importance of a personalized approach to investment decision-making. 
In conclusion, integrating behavioral insights into financial decision-making not only enhances the 
understanding of market dynamics but also contributes to more effective and rational investment 
strategies. Recognizing and managing psychological influences is therefore indispensable for 
achieving long-term investment success. 
 
FURTHER SCOPE: 
By extending research into these areas, future studies can provide deeper insights into the interplay 
between psychology and finance, offering strategies for more rational decision-making and improved 
market efficiency. 
 
 
 
 
References 
 

1. Kahneman, D., & Tversky, A. (1979). Prospect theory: An analysis of decision under risk. 
Econometrica, 47(2), 263–291.https://doi.org/10.2307/1914185 



 International Journal of Web of Multidisciplinary Studies 
E-ISSN: 3049-2424 

 

IJWOS | Vol.3 No.01, January 2026  |  https://ijwos.com                                                                          77 
 

 

2. Fama, E. F. (1970). Efficient capital markets: A review of theory and empirical work. Journal of 
Finance, 25(2), 383–417.https://doi.org/10.2307/2325486 

3. De Bondt, W. F. M., & Thaler, R. H. (1985). Does the stock market overreact? Journal of Finance, 
40(3), 793–805.https://doi.org/10.2307/2327804 

4. Barber, B. M., & Odean, T. (2001). Boys will be boys: Gender, overconfidence, and common stock 
investment. Quarterly Journal of Economics, 116(1), 261–
292.https://doi.org/10.1162/003355301556400 

5. Barber, B. M., & Odean, T. (2008). All that glitters: The effect of attention on the buying behavior 
of individual and institutional investors. Review of Financial Studies, 21(2), 785–818. 
https://doi.org/10.1093/rfs/hhm079 

6. Shiller, R. J. (1981). Do stock prices move too much to be justified by subsequent changes in 
dividends? American Economic Review, 71(3), 421–436.https://doi.org/10.3386/w0456 

7. Shiller, R. J. (2000). Measuring bubble expectations and investor confidence. Journal of 
Psychology and Financial Markets, 1(1), 49–60.https://doi.org/10.1207/S15327760JPFM0101_05 

8. Shefrin, H. (2000). Beyond greed and fear: Understanding behavioral finance and the psychology 
of investing. Harvard Business School Press.https://doi.org/10.2139/ssrn.149177 

9. Barberis, N., & Thaler, R. (2003). A survey of behavioral finance. Handbook of the Economics of 
Finance, 1, 1053–1128.https://doi.org/10.1016/S1574-0102(03)01027-6 

10. Jegadeesh, N., & Titman, S. (1993). Returns to buying winners and selling losers: Implications for 
stock market efficiency. Journal of Finance, 48(1), 65–91.https://doi.org/10.2307/2328882 

11. Malmendier, U., & Tate, G. (2005). CEO overconfidence and corporate investment. Journal of 
Finance, 60(6), 2661–2700.https://doi.org/10.1111/j.1540-6261.2005.00813.x 

12. Lo, A. W. (2004). The adaptive markets hypothesis: Market efficiency from an evolutionary 
perspective. Journal of Portfolio Management, 30(5), 15–
29.https://doi.org/10.3905/jpm.2004.442611 

13. Barberis, N., Shleifer, A., & Vishny, R. (1998). A model of investor sentiment. Journal of Finance, 
53(2), 307–343.https://doi.org/10.1111/0022-1082.00027 

14. Barberis, N., Huang, M., & Santos, T. (2001). Prospect theory and asset prices. Quarterly Journal 
of Economics, 116(1), 1–53.https://doi.org/10.1162/003355301556310 

15. Thaler, R. H. (1985). Mental accounting and consumer choice. Marketing Science, 4(3), 199–
214.https://doi.org/10.1287/mksc.4.3.199 

16. Statman, M. (1999). Behavioral finance: Past battles and future engagements. Financial Analysts 
Journal, 55(6), 18–27.https://doi.org/10.2469/faj.v55.n6.2311 

17. Statman, M. (2014). Behavioral finance: Finance with normal people. Borsa Istanbul Review, 
14(2), 65–73.https://doi.org/10.1016/j.bir.2014.03.001 

18. Hirshleifer, D., & Teoh, S. H. (2003). Herd behaviour and cascading in capital markets: A review 
and synthesis. European Financial Management, 9(1), 25–66.https://doi.org/10.1111/1468-
036X.00207 

19. Daniel, K., Hirshleifer, D., & Subrahmanyam, A. (1998). Investor psychology and security market 
under- and overreactions. Journal of Finance, 53(6), 1839–1885.https://doi.org/10.1111/0022-
1082.00077 

20. Odean, T. (1998). Are investors reluctant to realize their losses? Journal of Finance, 53(5), 1775–
1798.https://doi.org/10.1111/0022-1082.00072 

 


