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Abstract  

Rather than focusing solely on the impact cognitive biases have on strategic investment and decision making, 

a new study examines them as a mediator in the interplay between different types of behavior and financial 

decision making. Depression is theorized to originate from a breakdown in both cognitive and attention control 

processes. Stress and worry are big contributors to the kind of mental slipups that end up costing you money in 

the long run. The predicted connection was investigated using structural models, with information from 252 

traders on major Indian stock exchanges. Reduced anxiety levels provide a strong want to herd. Many things 

can cause representative bias, and stress is one of them. Interacting with others might lead to a person 

believing too much in their own abilities. To a far lesser extent than herding prejudice, stress has no 

discernible effect on one's ability to make sound financial judgments. Self-efficacy, behavioral patterns, and 

biases all play a role in investment choices. 

 

Introduction 

The idea of "rationality" is used to the analysis of financial markets within the traditional financial paradigm. 

In line with the principle of "rationality," people's views and preferences evolve when new knowledge 

becomes available. To maximize happiness, people typically opt for more pleasurable options. Participants in 

the market, according to the theory of behavioral finance, do not necessarily act in a consistent or reasonable 

manner. The value of a person's investments and their potential return might be affected by their emotional 

state. It is questionable whether or not the classical rationality idea still holds true in light of the present state 

of the financial markets. Classical financial theory may or may not be compatible with the modern human 

brain's complicated decision-making process. Investors' investing decisions may be impacted by a lack of 

emotional connection on their part. According to study published in the Journal of Personality and Social 

Psychology, persons with personality disorders are more prone to make bad financial decisions due to their 

negative moods. The existence of a stressor as well as its effect or influence may contribute to stress in an 

individual's life. Psychological stress has been the subject of both response-based and sensory-based theories. 

Both of these could be able to be found in the books. A demanding workload and a lack of leisure time are two 

major sources of stress. Reaction-based theories of stress define stress as the physiological response to an 

external stressor. According to this view, people are more complicated than just robots programmed to react to 

their environment and their own internal states of mind. Those who aren't able to keep their stress levels in 

check may experience clinical depression while dealing with extreme pressure. Mental health issues may be 

exacerbated by stress, which is a behaviour that may be changed. 

Prolonged and debilitating sadness characterises depression. Depressed people are thus less inclined to make 

the most of economic chances. People with depression often ignore their pleasant emotions and focus instead 

on their negative ones. Someone who suffers from financial stress will have a harder time taking in and 

processing data regarding their financial situation. Those who are scared are paralysed by their conviction that 

they can do nothing to alter their circumstances. As a result, some people may try to act in ways that are 
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similar to those around them in order to justify their own actions and lessen their sense of shame (i.e. herding 

behavior). 

Literature Review 

Eysenck's attentional control theory and processing efficiency theories have previously been used to study 

human cognition. Using the prospect theory of behavioural bias, one can describe financial decision-making. 

Additionally, bias has been studied in academic studies. In contrast to Lucey and Dowling (2005), Baddeley, 

Burke, Schultz, and Tobler (2010) investigated the significance of personality traits in herding and financial 

decision-making. However, the relationship between financial decisions and psychological factors is currently 

under examination. How do these psychological factors influence behaviour when they are considered? A lot 

of factors may contribute to behavioural bias, thus it is essential to maintain an open mind. 

 

This investigation as a whole has a vast quantity of information. Investors' decisions are primarily impacted by 

their preconceptions. It is established that a person's upbringing and heredity are the most common sources of 

behavioural biases. As indicated in the third point, behavioural biases serve as a form of mediator between the 

two parties. Investment decisions may be influenced by direct and indirect psychological factors (such as 

stress, depression, and anxiety) and social relationships (such as participation in group activities). India's 

scientists will investigate the hypothesis. We will analyse the direct and indirect effects of psychological 

factors on our results using SEM. This research will focus on Indian stock investors in particular... 

Development of a research model and hypotheses 

This study employs two methodologies to investigate the impact of behavioural biases. It focuses on how 

biases influence investing outcomes directly. Additionally, behavioural biases are evaluated to determine if 

they have an effect on investment success. Behavioral biases are caused by a combination of social and 

psychological factors, according to this research. 

Anxiety, herding, and investing decisions are all things that people worry about 

Anxiety is believed to decrease attentional control, hence decreasing processing speed. If resources are 

diverted away from task-relevant inputs, unrelated data may be analysed instead. Anxious individuals are 

unable to initiate a particular pattern of behaviour and are unable to modify or eliminate the event, object, or 

interpretation that threatens their desired objective. Due to its negative influence on performance, anxiety is an 

essential component of thinking. Anxious people make decisions based on their emotions, which might have 

unintended consequences. Confidence and self-efficacy suffer when people have less faith in their own 

abilities and rely more on others. We require greater command and less unpredictability. Anxious individuals 

will seek measures to reduce their feelings of insecurity and enhance their sense of control. By increasing 

social bonds, it is possible to lessen uncertainty and reestablish a sense of control. Even if a portion of the 

investors are not startled, the others will follow suit. This is true for a number of reasons, but the most 

important is that herding and imitation are intrinsically linked. Researchers discovered that individuals who 

have difficulty controlling their emotions are more likely to follow the herd. 

Hypothesis 1: Anxiety causes herding behaviour, which has a negative impact on investing decisions.  

 

Depression, loss aversion, and investing decisions are all factors to consider 

According to the expectation principle, persons who lose money experience greater emotional distress than 

those who succeed. A person's investment behaviour is influenced by his or her past success or failure. In a 

loss-averse situation, a "win" is always smaller than an equal-sized loss because the subjective value of money 

decreases as wealth increases and increases as wealth decreases. This trend is characterised by the "law of 

diminishing marginal usefulness." According to the Loss Aversion Theory, investors should sell their gains 

while holding on to their losses because they believe the loser will outperform the winner in the future. 

Depression and risk aversion are associated, but first we must define depression. Depression is characterized 

by a persistently poor mood and a desire to avoid activities that may affect one's health and well-being. People 

with depression are less risk-taking, which has a detrimental impact on investing. 

Hypothesis 2: Depression causes loss aversion bias, which influences investment decisions negatively.  
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Stress, representativeness, and investment decisions are all factors to consider. 

The term "stress" is used to describe the feeling of being under strain or stretched. The majority of research 

has focused on the capacity of individuals to notice and comprehend potential hazards in their surroundings. 

Stress restricts a person's perspective and actions to those variables that have the most impact on their current 

course of action. Due to the above justification, individuals who are under significant stress are more 

susceptible to bias. People have a propensity to make erroneous assumptions about the likelihood of certain 

occurrences. Stress may alter the amount of focus placed on information, resulting in a reduction in cognitive 

performance. According to the principle of small numbers, it is conceivable that a random sample drawn from 

a larger population could accurately represent all of its members. This concept stays true when tested on large, 

unbiased samples. If the sample is not typical of the population and is not large enough to be statistically 

significant, the confirmation bias heuristic may be used to explain this idea. The assumption that sample 

statistics results correspond to population parameters is problematic since it can easily result in erroneous 

predictions. 

Hypothesis 3: Stress causes representative bias, which therefore affects investment decisions.  

 

Overconfidence, social interactions, and investment decisions are all factors to consider 

Investing has become an integral component of modern living in the twenty-first century. Moreover, many 

investors enjoy discussing stocks with friends and coworkers both at home and at the office. People discuss 

their assets in numerous situations, including the workplace, at lunch, on the radio, and online. When it comes 

to investing, the moral support of like-minded investors is essential for individuals who wish to go it alone. 

The Internet and digital communications technologies have altered the manner in which people communicate, 

which has had a substantial impact on the purchase and selling activities of investors. This evidence suggests 

that investors are impacted by social interaction and are sensitive to social cues. 

Hypothesis 4: Overconfidence bias is exacerbated by social interactions, which lowers the quality of long-

term investment choices.. 

  

 

Figure 1: Hypothesized model 
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Research Methodology 

Throughout the duration of the study, the researchers picked 252 stock investors, of which 80% were men and 

20% were women. Due to a long history of male dominance in the workforce in India, women are 

underrepresented in the workforce. Using a self-report questionnaire and nonprobability sampling techniques, 

in-person interviews were done. 

 

Measurements  

Researcher Mitchell, Crane, and Kim (2007) devised a twelve-item scale for measuring stress (e.g. 1. For one 

reason or another, you were unable to govern the most crucial aspects of your life.). 

Lim and Sng's (2006) two-item scale for measuring anxiety was proven to be very reliable and valid in 

previous studies (e.g., 1. I worry about my finances most of the time; 2. I often feel anxious about my personal 

finances). 

For the measurement of depression, Garst, Frese, and Molenaar developed a two-item scale (2000). My mood 

is gloomy at the moment, and I don't feel like doing anything. 

The researchers employed Ragins and Cotton's three-item social interaction measure (1999). It is not unusual 

for me to have one-on-one casual social interactions (e.g., I often meet up with my colleagues after work). 

Five questions were used to measure representative bias, overconfidence, and loss aversion, however Waweru, 

Munyoki, and Uliana (2008) discovered that only four of the items were reliable for measuring herding 

behaviour (e.g., My investing recommendations are based on the historical performance of a small sample of 

representative equities, analysed using trend analysis.). It gives me great confidence to be able to beat out the 

competition because of my background in investing. I'm afraid I'll lose the money I've already invested if I sell 

my asset before it's fully matured. 

According to Oberlechner (2008) and Waweru et al., return rates are the most important factor for evaluating 

investment success (2008). According to this study, researchers used primary data to make investment 

selections. Several aspects of our financial commitment were reexamined, including both internal and external 

factors. Investors were asked to use both subjective and objective criteria to compare their real return with 

their expected return and their actual return with the average stock market return rate. Overall investor 

satisfaction was also examined in this survey. 

Therefore, each participant in this research evaluated their own personal investment results in the study 

individually. To illustrate my point, consider the following: The return on your recent stock investment was in 

line with what you expected. You're doing well if the market's average return is lower than your return rate. As 

a result of last year's successful investments, you're satisfied (including selling, buying, choosing stocks, and 

deciding the stock volumes). A Likert scale with a response range of 1 to 7 was used to survey respondents, 

with 1 indicating strong disapproval and 7 indicating strong support. 

 

Analysis of Data  

Analytical strategy  

The researcher went through four stages of data analysis. The researcher performed a confirmatory factor 

analysis at this first stage in order to assess the validity of all measurements (Anderson & Gerbing, 1988). 

After the structural model was shown to be convergent and discriminantly valid, a SEM analysis was utilised 

to verify its validity (Anderson & Gerbing, 1988). Stock market investors who are depressed or stressed are 

more likely to make poor investment decisions, according to a new study. 
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Confirmation of Factor Analysis 

Validity and dimensionality of the constructs were checked using well-established instruments in the Indian 

context. The data's dependability and dimensionality were verified using CFA, and the findings were 

promising. Anxiety and depression were rated based on factors such as social interactions and loss avoidance 

as well as a person's overconfidence and investing choices. It was initially loaded with all nine metrics into a 

single factor in the CFA's first phase (Anderson & Gerbing, 1988). We couldn't obtain excellent outcomes 

with the CFA if we just used one part of it (Table 1). After that, a nine-factor CFA was performed, with 

measurements taken for each variable. The findings of this CFA's study were in agreement with the available 

data (Table 1). 

 

 

As stated by Kline, the nine-factor CFA has a factor loading ranging from 0.62 to 0.9 for all components 

(2011a). There may be convergent validity since the AVEs of all the components are larger than 0.4. 

Discriminant validity may be seen in feelings of fear, melancholy, and social participation. (see Table 2). 

 

On the diagonal AVE and below are the values of the squared correlations (r). 

Alpha levels (see Table 2) surpassed the recommended range for eight categories: 0.92 for stress, 0.89 for 

representative bias, 1.87 overconfidence 0.88 for anxiety 1.79 loss aversion 1.89 herding 1.83 social 

interaction 1.71 depression (see Table 2 for the alpha values) (Nunnally, 1978). 

 

Variance in Common Methods 

Because the study was cross-sectional and the researcher used the same questionnaire at the same time, it is 

possible that there was a common procedure bias in data collection (Podsakoff, MacKenzie, Lee, & Podsakoff, 

2003). According to the authors (Podsakoff, MacKenzie, Lee and Podsakoff, 2003), The existence of CMB 

was detected using Harman's one-factor approach. Only half of the variance in the data was explained by the 

first component. 

Multi-collinearity  

The variance of the regression coefficients is boosted by multi-collinearity. The predicted equation's results 

will be less reliable if there are large deviations. The VIF (variance inflation factor) was used in a multi-

collinearity test to identify any anomalies in the data (variance inflation factor). When the VIF is high, multi-

collinearity becomes a concern. For determining whether or not there is multi-collinearity, VIF 10 is a good 

rule of thumb. No variables in this dataset have a VIF greater than 4. The results of this analysis show that 

there is no risk of multi-collinearity in our data.. 

Correlation analysis and descriptive statistics 
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Table 3 It shows the descriptive statistics (mean and standard deviation) and relationships among nine 

different variables. A quick glance at this correlation table provides a concise review of the purported and 

unproposed relationships between the various variables.. 

 

 

Discussions  

Fit of the model 

The model fit indices were evaluated using nine components generated by the researcher in this study 

(Anderson & Gerbing, 1988). Anxiety, tension, sadness, and social contact have been linked to investment 

decisions because of these biases, according to a study. The recommended strategy yielded encouraging 

results.. Table 4 shows (as an example). 

 

 

Model Validation 

The impact of independent and mediating factors on investment decisions was examined using Structural 

Equation Modeling. Emotions such as joy, sorrow, or social interaction all had an effect on investors' pre- and 

post-mediation choices. 

As shown in Table 4, The results are consistent with the mediation hypothesis, indicating that biases play a 

significant influence in investment choices.. (2=545.48 df=226 2/df=2.4 GFI =0.85 CFI =0.89 TLI =0.88 NFI 

=0.83 RMSEA =0.075). 
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All of these biases have a significant impact on the judgments made by investors. Investing decisions are 

constrained by investors' fear of losing money, as shown in Table 5. (i.e. -0.59 at 5 percent and 1 percent). As 

a result, investors' judgments will be affected by representative prejudice as well (i.e. -0.14 at 5 percent and 1 

percent). Investment choices are negatively affected by herding, as seen in Table 5. A negative -0.27 at 5 

percent and 1 percent is an example of this Overconfident investors are more likely to make bad judgments 

and underperform the market, according to research. There have been some biases identified in the studies, 

though. It has been found that emotional distress, including depression (i.e., 0.45 at 5% and 1%), herding bias 

(i.e., 0.71% at 5% and 1%), overconfidence bias (i.e., 0.43 at 5% and 1%), as well as social interaction (i.e., 

0.43 at 5% and 1%), have a significant impact on loss aversion bias (ie., 0.45 at 5% and 1%). (i.e. 0.43 at 5 

percent and 1 percent ). For example, 0.30% at 5% and 1%. 

 

Anxiety, depression, and social contact all have an effect on investor behaviour, as seen in Table 6. Loss 

aversion bias has a large role in investors' decision-making, whereas sadness has a far less effect (i.e. -0.09 at 5 

percent and 1 percent ). To put it another way, (for example, -0.09 for 5% and 1%). At 5%, the value is -0.24. 

It turns out, according to this study, that investors' reluctance to suffering losses influences their investment 

decisions. Investment choices are not affected by stress if herding bias is prevalent (i.e. -0.08 at 5 percent and 

1 percent). There is a decent match between the model's predictions and the data (CFI=0.81 TLI= 0.79 

NFI=0.71 RMSEA=0.07) when it comes to the effects of stress, depression, anxiety, and social contact on 

investment choices. (CFI =0.81 TLI = 0.79 NFI=0.71 RMSEA=0.07).

 

 

Nonetheless, when investors are herded by a mediator, their apprehensions have a significant impact on their 

judgments (i.e. -0.10 at 5 percent and 1 percent). It is evident from this graph that herding mediates between 

investor anxiety and the investor's ultimate decision. According to Table 6, mood swings do not affect the 

investment decisions of investors. The emotional state of a stressed-out investor does not influence their 

decision-making. Even while social contact has a minimal direct effect on investor decision-making, 
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overconfidence might have a significant indirect effect (-0.01 at 5% and 1%). -0.08 negative at 5% Our 

research indicates that when it comes to making investment decisions, overconfidence is the only mediator. 

Regardless of its impact, stress serves as a link between depressed and socially isolated individuals.. 

 

Limitations of Study  

Because it focuses just on stock investors, this research has a narrow reach. Non-probability sampling was 

used in this study because of its ease of use and reliability as a decision-making tool. This approach was not 

used in this study since it was found to be ineffective. 

 

Conclusions  

A new study suggests that behavioral biases may have an effect on investment success. These prejudices result 

from the interaction of socio-psychological and cultural elements. Investors can make rational decisions if they 

are able to control their emotions. This research examines how investors make investment decisions in order to 

comprehend how behavioral biases influence investment decisions. 
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