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 Abstract 

Classical financial theories deal with investor rationality, but over time it has 
become clear that investors are not always rational and make decisions based 
on behavior, which can lead to financial losses. Therefore, in this study, we 
have investigated the impact of different behavioral biases, such as 
overconfidence, herding, loss aversion, and risk perception, on individual 
investors who invest in the stock exchange of Pakistan. For this purpose, 
convenience and snowball sampling techniques have been used to collect data 
from stock exchange investors via structured, adapted questionnaires. On this 
basis, we have collected data from 370 stock investors and investigated the 
influence of behavioral biases on the investment decision-making of individual 
stock exchange investors in Pakistan using a multiple linear regression model 
in SPSS, in which we have found that these behavioral biases (overconfidence, 
herding, loss aversion, and risk perception) have a significant influence on the 
investment decision-making of individual stock exchange investors in Pakistan. 
Further, it has given directions to new researchers to investigate new biases in 
investment decision-making with hierarchical or second-order models.  
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INTRODUCTION 
In recent years, many research studies have 
focused on developing financial theories that 
guide investors toward a better understanding of 
the model of rational behavior (Malik, 2026). 
However, when it comes to stock exchange 
investments or financial markets, investors 
typically trade off risk and return in all types of 
financial decisions. Some financial theories argue 
that investors are rational and careful when 
making investment decisions. They are well aware 
of two of the main theories that play an important 
role: the Capital Asset Pricing Model (CAPM) and 
Modern Portfolio Theory, which also suggest that 

investors are rational and not influenced by other 
behavioral factors because they are well-informed 
investors (Vidal, 2026). However, many financial 
theories globally claim that many of the 
phenomena of stock investments are not 
explained in a usual way. On the other hand, 
behavioral finance offers a new direction, 
suggesting that investors are not always well aware 
and rational, as claimed by the different finance 
theories given.  
The domain of behavioral finance explores how 
individual investors are influenced by their 
behaviors and how these behaviors impact their 
decision-making in the stock exchange (Koilyenda, 
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2026). This study aims to identify the behavioral 
factors that affect individual investors' decisions 
and to propose ways to mitigate these influences 
for improved investment outcomes in the Pakistan 
stock exchange. Previous research has highlighted 
several key factors that significantly impact 
investment decision-making, including 
overconfidence, risk perception, herding behavior, 
and loss aversion.  
When making investment decisions in the capital 
market, investors typically aim to maximize their 
wealth, often considering the timing of their 
investments. On the other hand, some investors 
are risk-averse, preferring to invest in stocks with 
minimal risk. Conversely, others are inclined to 
take higher risks in pursuit of greater returns, 
often with some level of diversification to reduce 
the inherent risks of the stock market. This 
highlights the importance of investigating how 
these factors influence the investment decisions of 
individual investors in the Pakistan stock 
exchange.  
 
Statement of the problem  
When discussing conventional theories of finance, 
we typically focus on the rationality of individual 
investors as explained by the Capital Asset Pricing 
Model (CAPM) and Modern Portfolio Theory. 
These frameworks assume that investors act 
rationally, making decisions based on the 

information provided by reality. In contrast, 
behavioral finance theory presents a different 
perspective, suggesting that individual investors do 
not always make decisions rationally. Instead, they 
are often influenced by various behavioral factors, 
which can lead to irrational decision-making in the 
Pakistan stock exchange. This highlights the 
significant role of behavioral finance in identifying 
the factors that affect investors’ decision-making 
processes and how understanding these influences 
can lead to better outcomes. That's why we have to 
investigate the effect of overconfidence, loss 
aversion, risk perception, and herding on the 
investment decision-making of individual 
investors in the stock exchange.  
 
Hypotheses of the Research 
H1: There is no significant effect of 
overconfidence on investment decision-making in 
individual stock exchange investors.  
H2: There is no significant effect of herding on 
investment decision-making in individual stock 
exchange investors.  
H3: There is no significant effect of Loss Aversion 
on investment decision-making in individual stock 
exchange investors.  
H4: There is no significant effect of risk 
perception on investment decision-making in 
individual stock exchange investors.  
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Research Model 

 
THEORETICAL FRAMEWORK 
LITERATURE REVIEW 
Behavioral Finance  
Behavioral finance explores the psychological 
factors that influence investor behavior, providing 
insights into the inefficiencies present in the 
market (Tversky, 1972). This theory was pioneered 
by Kahneman and Tversky, who found that 
individual investors often forgo statistical methods 
when making investment decisions. Instead, they 
tend to rely on limited heuristics to guide their 
decision-making processes. Kahneman and 
Tversky are recognized as the founders of 
behavioral finance, having authored over 200 
research papers and articles related to this field. 
(Bihari, 2022) argues that behavioral finance is 
closely linked to stock exchange investments, 
particularly concerning buying and selling 
concepts. According to other researchers, the 
behavior of individual investors is primarily driven 
by financial factors, which are essential for 
understanding their investment decisions on the 
stock exchange. These factors contribute to their 
behavior and cognitive biases. 

(Albert, 2023) emphasizes that several key factors 
impact the decision-making processes of 
individual investors in the realm of behavioral 
finance. Appiah examines how investors behave 
and how practitioners act when presented with 
various financial information, which subsequently 
affects the market. (Kanapickienė , 2024) 
introduces new dimensions to understanding how 
behavioral factors impact individual investors' 
decision-making processes.  
 (Sumantri, 2024)investigate investor behavior 
and the behavioral biases that can lead to market 
volatility. In the stock market, numerous factors—
such as economic conditions, political influences, 
policy changes, and investor behavior—contribute 
to market volatility. During periods of volatility, 
investors must maintain control over their 
decisions to avoid choices that could lead to 
financial losses. 
When market volatility occurs, many investors 
may panic-sell, resulting in significant financial 
losses (Bawalle, 2025). Investors need to make 
informed decisions during these turbulent times, 
rather than acting on emotion. Due to this factor, 
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there is a need to be aware of investors regarding 
their behavior, which leads them towards financial 
losses; that is why in this study we have focused on 
investigating the behavior factors that affect 
investors' decision-making in the investment of the 
stock exchange. 
 
Overconfidence 
Overconfidence bias relates to the tendency of 
investors' beliefs that their decision-making is 
better than others', even though their performance 
might be above average at best  Nevins (2004) 
It has been argued in his study that behavioral 
biases play a significant role in the factors 
influencing in the decision making of the 
investments in which overconfidence has so much 
importance for decision making process his study 
the literature of the different studies to find the 
impact of the overconfidence on investment 
decision making for this study thoroughly 
scrutinizes and consolidates the current research 
on overconfidence bias. To achieve the objective, 
this study performs a systematic review of 
literature utilizing the PRISMA approach and 
examines 92 journal articles published in the last 
20 years. Researchers have found that 
overconfidence influences the process of decision-
making of individuals. In the field of psychology, 
the finding of research is that most of the people 
make their decisions due to their overconfidence 
De Bondt, (1995). The overconfidence in CEOs 
leads to merger creation(Malmendier, (2008). The 
overconfidence arises in investors due to over 
placement, over precision, and overestimation of 
their abilities. 
When investors consider themselves more skillful 
compared to others in the investment domain, 
they become overconfident and make excessive 
investments Odean, (1998). The studies illustrate 
that investors are overconfident when they 
overestimate their abilities and ignore the risk 
factor. Knight Durham, (2001) states that people 
who think that they are better decision makers are 
overconfident and take high risks. As risk is 

uncertainty and uncertainty is probability, but all 
risks are uncertainties.  
 
Herding  
Fernandez,  (2011)Argue that herding is one of the 
behavioral biases that has a non-rational attitude 
in the money market, which relates to the 
nonprofessional individual investor, whether they 
follow the herd behavior or not. Series, (2007 ) 
When an individual investor decides to copy other 
investors' behavior and not consider their own 
information that they have from the market, 
including their beliefs. 
Individual investors’ decision-making in the stock 
market is affected by the other investors, because 
they are thinking that these investors are more 
superior from them because they are more 
experienced. On that basis, their information is 
reliable in this situation; individual investors 
ignore their own information and beliefs.  
Poshakwale, (2014) A study has been conducted 
regarding the presence of herding in individual 
investors and concluded that herding behavior of 
the herding is present in individual investors in 
bullish and bearish tendencies. 
 
Loss aversion 
Loss aversion is associated with the disposition 
effect; it inclined  investor which cause to sell their 
stock and assets that have gained in value while 
they are holding that asset and stock which are 
losing value J. Montier, (2010). Investors are more 
afraid of losing the value of their investment 
compared to gaining on it Banerji, 
(2020).Investors who are related to this bias tend 
to make strategies that keep them away from loss 
instead of getting more benefits in the form of 
gains because they are more sensitive to loss 
instead of getting something profitable Barberis, 
(2016). On the other hand, further studies 
investigated how investors' age and gender affected 
their capacity to take risks, as well as how regret 
and loss aversion affected their choice of 
investments. According to the study, investors' 
age, gender, and risk-taking capacity are all 
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influenced by regret and loss aversion, which act 
as an intermediary variable.  
Hwang and Satchell, (2010) Investigated the 
presence of behavioral bias of loss aversion in the 
financial markets of the United States and the 
United Kingdom. The findings demonstrated that 
investors who engage in financial markets are 
significantly impacted by loss aversion, and that 
investors become more sensitive to loss aversion 
during bull market periods than 
Mbaluka, Muthama, and Kalunda (2012) 
investigated the impact of the framing effect and 
loss aversion among investors in the Nairobi 
Securities Exchange. They discovered that these 
investors were significantly influenced by both the 
framing effect and loss aversion. Additionally, they 
found that investors tended to reverse their 
decisions based on how problems were presented, 
showing a greater influence from potential losses 
than from gains in the market. Further, it has 
examined the existence and impact of behavioral 
biases, such as overconfidence and loss aversion, 
among investors in the Islamabad Stock Exchange.  
 
Risk Perception 
Risk perception basically deals with the investors 
perception in which investors normally think 
regarding behavior actually they have regarding 
trading in stocks. Perception is the process by 
which an individual is in search of preeminent 
clarification of sensory information so that the 
investor can make a final judgment based on their 
level of expertise and experience. Risk perception 
refers to the subjective decision-making process 
individuals use to assess risk and manage 
uncertainty. This concept is best approached 
through an interdisciplinary and 
multidimensional lens when examining a 
decision, situation, activity, or event, as noted by 
Ricciardi (2004). 

When individuals evaluate judgments related to 
financial instruments, their process incorporates 
both financial risk measurements and behavioral 
risk indicators (Ricciardi, 2004). Researchers 
define risk perception as the belief held by an 
individual, group, or society regarding the 
likelihood of a risk occurring, as well as its extent, 
magnitude, and timing of potential effects. From 
the perspective of behavioral study, it represents 
how people “see” or “feel” about a potential 
danger or hazard. Additionally, risk perception 
serves as a communication tool that can help 
investors align their understanding with the risks 
they are willing to accept (Rana et al., 2011). 
 
RESEARCH METHODOLOGY 
Investigation purpose of the effect of the 
behavioral biases on the investment decision 
making of the investors in stock exchange of 
Pakistan we have adopted structured 
questionnaire and share these questionnaire with 
more than 500 individual investors we get the data 
from the 479 data form out of 500 but many of 
them were not proper filled and incomplete data 
found only 370 data form were filled properly on 
that basis we have used them only for further 
investigation in the SPSS data file for multiple 
liner regression perspective. For the data 
collection, we have used the convenience and 
snowball sampling techniques in this study.   
 
In the table, we have found the data of all our 
variables that are taken in our study with mean 
and Standard deviation SD respectively of IDM = 
3.959 (SD=.8105), Herd = 3.641 (SD=.6568), 
Over = 4.162 (SD=.6296), Loss Aversion LV= 
3.989 (SD= .7928), and Risk perception (RP) = 
3.939 (SD= .8872). 

 
Descriptive Statistics 

 Variables Mean Std. Deviation N 
IDM 3.959 .8105 370 
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HERD 3.641 .6568 370 
OVER 4.162 .6296 370 
LA 3.989 .7928 370 
RP 3.935 .8872 370 
IDM= Investment decision making, HERD= Herding, OVER= Overconfidence, LA= Loss Aversion and RP= 
Risk Perception  
 
In the model summary table, the multiple 
correlation coefficient (R = .897) indicated a 
strong positive linear relationship between the 
dependent and predictor variables in this study. 
Further, the power of the explanation coefficient 
of determination (R2 = .839) indicates 83.9% 
model predictive power.  

If we look at R in the table of adjusted reliability, 
we find that the R2 value is 0.837, indicating a 
stable model. On that basis, we can say that all the 
independent variables in this study indicate 
significant relationships.  

 

Model Summary 

Model R R Square 
Adjusted R 
Square 

Std. Error of 
the Estimate 

Change Statistics 
R Square 
Change F Change df1 df2 

Sig. F 
Change 

1 
.897a .839 .837 .3273 .839 474.538 4 365 .000 

a. Predictors: (Constant), HERD, OVERC, LA, RP 

 
In the below section of the table where we have 
found the ANOVA model, we can say that the 
multiple linear regression model significantly 
predicted the variable of this study which is 
investment decision making of the individual 

stock exchange investors because the significant 
value is less than P= 0.05 (0.000) so we can say that 
all the behavioral biases significantly influence the 
investment decision making of the stock exchange 
investors.   

 

ANOVAa 

Model Sum of Squares df Mean Square F Sig. 
1 Regression 203.299 4 50.825 474.538 .000b 

Residual 39.093 365 .107   
Total 242.392 369    

a. Dependent Variable: IDM 
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b. Predictors: (Constant), HERD, OVER, LA, RP 

 
CONCLUSIONS  
In our study, we have concluded, based on the 
results presented in the tables above, that 
behavioral biases significantly impact investment 
decision-making among individual stock exchange 
investors in Pakistan. Specifically, we identified 
overconfidence, herding, loss aversion, and risk 
perception as key biases affecting these investors.  
To improve investment outcomes, individual 
investors at the ASE should maintain a moderate 
level of overconfidence, allowing them to leverage 
their skills and knowledge effectively in certain 
situations. In uncertain environments, 
overconfidence can be beneficial, enabling 
investors to tackle challenging tasks and forecast 
future trends. 
Moreover, individual investors are highly 
influenced by their perceptions. When they form 
a particular view about stock trading, it often leads 
them to make decisions that may not be optimal, 
indicating that perception has a significant effect 
on their investment choices. Additionally, the 
study highlights the herding effect, where investors 
tend to follow the crowd, neglecting fundamental 
analysis, which also has a noteworthy impact on 
their decision-making processes. 
Lastly, investors show sensitivity to news and 
exhibit caution when they are risk-averse. This 
research found that loss aversion plays a 
substantial role in the decision-making of 
individual investors at the stock exchange in 
Pakistan. 
 
Limitation of the study  
• The limitation of our study relates to the 
timing of the data collection; it had a limited time 
duration to collect the data it had to be a 
maximum time to work on the data for further 
analysis.  
• There was a limited sample size among 
individual investors of the stock exchange; it can 
be diversified.  

• Limited access to the investors due to 
many government policies that deal with the many 
individual investors; they were worried about the 
data given for the analysis.  
 
RECOMMENDATIONS 
• Moderated behaviors of the investors 
found with overconfidence, herding, loss aversion, 
and risk perception  
• Overconfident investors have more 
capability to invest, but it needs to be mitigated, 
and it can be applied better for decision-making 
while investing in the stock exchange of Pakistan 
with consideration of its behaviors.  
• There are many behavioral biases present 
that can be further integrated and taken with the 
type of investors to evaluate their effect on the 
investment decision-making, and after their 
findings it can also be, further directions can be 
given for mitigation of their effects on the 
decision-making of the investors in the stock 
exchange. 
• Loss aversion of the investors is normally 
worried to decide making investment decisions 
due to their past loss experience; it can be 
mitigated with awareness and a fundamental basis 
of the stocks.  
• Investors normally follow others to invest 
without knowing the fundamental analysis of the 
stocks; it can be further evaluated with the 
connectivity of financial literacy as a moderating 
variable.  
 
Future Research  
• Different demographic factors for the 
study of investors' behaviors can be taken for the 
future direction of the study.  
• Mental Accounting, Fear of missing out 
(FOMO), Extraversion, Anchoring, confirmation 
bias, and many other behavioral biases could be 
part of a hierarchical model to investigate their 
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effect on the investment decision-making of 
individual investors.  
• Financial literacy, information 
asymmetry, and type of investors can be taken as 
moderating variables of the study. 
• Different types of sectors, like real estate 
and cryptocurrency investors, can be a part of 
future research.  
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