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Abstract

A shift in perspective from standard finance to behavioral finance has taken place in the past two decades that explains how cognition and 
emotions are associated with financial decision making. This study aims to investigate the influence of various psychological factors on 
investment decision-making. The psychological factors that are investigated are differentiated into two aspects, cognitive and emotional 
aspects. From the cognitive aspect, we examine the influence of anchoring, representativeness, loss aversion, overconfidence, and optimism 
biases on investor decisions. Meanwhile, from the emotional aspect, the influence of herding behavior on investment decisions is analyzed. 
A quantitative approach is used based on a survey method and a snowball sampling that result in 165 questionnaires from individual 
investors in Yogyakarta. Further, we use the One-Sample t-test in testing all hypotheses. The research findings show that all of the variables, 
anchoring bias, representativeness bias, loss aversion bias, overconfidence bias, optimism bias, and herding behavior have a significant 
effect on investment decisions. This result emphasizes the influence of behavioral factors on investor’s decisions. It contributes to the 
existing literature in understanding the dynamics of investor’s behaviors and enhance the ability of investors in making more informed 
decision by reducing all potential biases.
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Not only modern portfolio theory but also a range of other 
conventional finance theories, such as capital asset pricing 
model (CAPM) (Treynor, 1961; Sharpe, 1964; Lintner, 
1965; Mossin, 1969) and efficient market hypothesis (EMH) 
(Fama, 1970) use the same assumptions, that investors are 
always rational. 

Barberis and Thaler (2003) explained that rational 
behavior should cover two things. First, when investors 
receive new information, they will update their beliefs 
appropriately and accurately. Second, based on the new 
beliefs, the investors will make the right decisions consistent 
with the explanation of conventional finance theories. 
Hence, biases will not occur in an investment decision, 
as each individual is considered to have the capability of 
selecting the best alternatives among various options that 
are available, based on complete calculations, theories, 
concepts, and the right approaches. 

A basic question put forward by a few theorists of 
behavioral finance, is “are investors always rational?” 
(Kahneman & Tversky, 1979; De Bondt & Thaler, 1985; 
Shefrin & Statman, 1985; Shiller, 1987). According to them, 
the assumption of investor rationality is not easily fulfilled, 
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1.  Introduction

Optimal portfolio investment as explained by Markowitz 
(1952) is focused on two things, (1) how to maximize 
investment returns at a given level of risk, or (2) minimizing 
risks at a certain level of return. In building a portfolio 
theory, Markowitz (1952) assumed that all investors are 
rational individuals in making a decision. Therefore, all the 
decisions made are expected to generate the highest utility 
possible through a variety of rational analysis processes. 
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since investors make decisions when presented with 
alternatives that involve risk, probability, and uncertainty. 
People choose between different options (or prospects) and 
how they estimate (many times in a biased or incorrect way) 
the perceived likelihood of each of these options. They also 
state that financial decision-makers not only involve logical 
and rational considerations, but also psychological aspects 
that are at times irrational, involving intuition. Hence, it may 
deviate from the rationality assumption.

Behavioral Economics is the study of psychology as 
it relates to the economic decision-making processes of 
individuals and institutions. Behavioral economics reveals 
systematic deviations from rationality exposed by investors. 
Individuals are victims of their cognitive biases that lead 
to the existence of financial market inefficiencies and 
anomalies (Al-Mansour, 2020). Literally, decision making is 
a process of selecting the best alternative from a number of 
possible options available in complex situations (Hirschey 
& Nofsinger, 2008). The complexity of it then makes the 
investor simplify decision-making in drawing the right 
conclusions (Shefrin, 2007). Therefore, the information 
acquired and the level of investor ability to process 
the information is highly affected by the quality of the 
decisions made. Further, Shefrin (2007) stated that a range 
of behavioral bias practices or irrational behavior is mainly 
caused by investor’s limited ability to analyze information 
and the emotional factor in decision making. 

The concept of behavioral finance has arisen from the 
assumption that human beings as social as well as intellectual 
creatures involve mind and emotion in decision making. 
According to Hirschey and Nofsinger (2008), behavioral 
finance is defined as “A study of cognitive errors and 
emotions in financial decisions”. They explained that the 
concept of behavioral finance is a study of financial decision-
making caused by emotional and cognitive factors. Pompian 
(2006) divided decision-making biases into two categories 
– cognitive and emotional biases. The former is a bias that 
is associated with the thought process, while the latter is 
associated with feelings and emotions. Asri (2013) classified 
cognitive bias into 3 groups as suggested by Shefrin (2000):

a.	 The bias of simplifying decision-making processes 
by using rules of thumb is known as heuristic bias. 
Heuristics are commonly defined as cognitive 
shortcuts or rules of thumb that simplify decisions, 
especially under conditions of uncertainty. This 
group comprises availability, hindsight, and 
representativeness biases.

b.	 The bias of reaction to information based on the 
information’s frameworks is called a framing effect. 
The framing effect is a cognitive bias where people 
decide on options based on whether the options are 
presented with positive or negative connotations;  

as a loss or as a gain. Framing bias occurs when people 
make a decision based on the way the information is 
presented, as opposed to just on the facts themselves. 
The same facts presented in two different ways 
can lead to people making different judgments or 
decisions. Framing is as important as a substance 
that was previously ignored by traditional finance. 
This group consists of overreaction, conservatism, 
anchoring, and confirmation biases.

c.	 The bias of understanding information and self-
adjusting to the market price is known as prior bias. 
The prior bias, heuristic bias, and framing effect, will 
at last cause prices to deviate from their fundamental 
value, thus the market will be inefficient. This group 
includes optimism, overconfidence, and mental 
accounting biases.

Sha and Ismail (2020) explained that investors make 
decisions based on the available information, and the issue is 
related to how they build their perception of that information. 
In this context, the investors should be aware of the different 
types of cognitive biases that may lead them to a much 
better or worst position. They found that the investors are 
influenced by different cognitive biases and it depends on 
the gender of the investor.

Based on previous research findings and phenomena, this 
research makes a further investigation about the influence of 
biases, both cognitive and emotional, on investment decision 
making. Shefrin (2002) described that behavioral finance is 
not a science to defeat the market. The most important part 
of this concept is the recognition of the existing risk from an 
investor sentiment or the risk that arises due to psychological 
factors that are sometimes larger than the fundamental risk. 

This study was corroborated by Kartini and Nuris 
(2015) who stated that the various biases that occur can 
be detrimental, as it can lead to a risk miscalculation that 
may occur. Besides, such biases are also difficult to control 
because they are invisible and directly linked to thought 
processes involving emotions or feelings. Despite the 
controlling difficulty, Olsen (1998) warned that the main 
purpose of behavioral finance is understanding the influence 
of psychological factors systematically in the financial 
market so that each individual will be more prudent in 
decision making. 

This research attempts to investigate the influence of 
various psychological factors on investment decision-making. 
The psychological factors to be investigated are differentiated 
into two aspects as explained by Pompian (2006), cognitive 
and emotional aspects. Accordingly, this study examines the 
influence of anchoring, representativeness, loss aversion, 
overconfidence, and optimism biases on investor decisions. 
Meanwhile, the latter aspect to be examined is the influence 
of herding behavior on investment decisions. 
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2.  Literature Review 

2.1.  Investment Decision

Investment decisions are the process of choosing 
investment from various alternatives that are commonly 
affected by the past investment’s returns and the expected 
returns in the future (Subash, 2012). There are two kinds of 
investors in making investment decisions, rational investor 
and irrational investor. Rational investors are those who 
make a decision merely based on logical thinking and 
information about the investment prospect. While irrational 
investors decide based on their psychological aspect which 
creates biases in investment decisions.

2.2.  Prospect Theory

Prospect theory is proposed by Kahneman and Tversky 
(1979). In general, it explains how investors make decisions 
under certain risks. According to them, individuals assess 
their loss and gain perspectives asymmetrically. Thus, 
contrary to the expected utility theory (which models the 
decision that perfectly rational agents would make), prospect 
theory aims to describe the actual behavior of people. They 
found that losses hurt about twice as much as gains make 
us feel good. That is people feel the pain of loss twice as 
strongly as they feel pleasure at an equal gain. The thought 
that the pain of losing is psychologically about twice as 
powerful as the pleasure of gaining is known as loss aversion. 
The other implication of prospect theory is people tend to 
take larger risks to avoid losses, rather than take risks to earn 
profits. To put it another way, investors will be inclined to 
be risk-averse, when coming across profits and switch to be 
risk-takers when perceiving losses. This finding contrasts 
with the expected utility theory from Markowitz (1952) 
who stated that a rational investor will exhibit consistent 
behavior, whether he/she is a risk-averse or a risk-taker 
under any circumstances.

2.3.  Heuristic Theory 

The term heuristic was introduced by Tversky and 
Kahneman (1974) who described that the decisions made 
amid complexities and conditions of uncertainty are mostly 
based on the beliefs concerning the likelihood of uncertain 
events. Uncertainty in events is uncertainty regarding 
either the occurrence of an event. These beliefs then form 
a heuristic way of thinking, by which people tend to use 
rules of thumb to simplify the decision-making processes. 
This view was strengthened by De Bondt et al. (2008) that 
individuals (investors) have a bias in their belief that will 
affect how they think and make decisions. Fromlet (2001) 
defined heuristics as “the use of experience and practical 

efforts” that is an effort to interpret information quickly by 
relying on experiences accompanied by intuition. It explains 
how individuals or groups make decisions under conditions 
of uncertainty. Investors frequently make mistakes in 
decision making because they use rules of thumb as a basis 
in processing the information. On the one hand, a heuristic 
approach can facilitate faster decision making. This approach 
may result in biases or errors that occur systematically. 
Tversky and Kahneman (1974) classified heuristic bias into 
3 types - representativeness, availability, and anchoring 
biases that will be investigated in this study.

2.4.  Framing Theory

The subsequent discussion of cognitive bias after 
heuristics dealing is framing. According to Frensidy (2016), 
traditional finance assumes that framing is transparent. 
Meanwhile, behaviorists think of it differently, many frames 
are not so transparent that investors have difficulty seeing 
it clearly. Consequently, the decisions made will be highly 
dependent on how the information is framed or presented. 
Based on the previous experiment, Frensidy (2016) described 
someone (suppose called Budi), in a different way by using 
the same information on two separate groups, group A and 
B. In group A, Budi is said to be a smart, diligent, impulsive, 
critical, stubborn, and jealous person, whereas, in group B, 
Budi is described as a jealous, stubborn, critical, impulsive, 
diligent, and smart person. The same characteristics about 
Budi but presented in reverse order turn out to significantly 
influence the groups’ assessment results. The experiment 
results reveal that the characteristics mentioned earlier 
have more influence than those mentioned later. Group A 
significantly asses Budi better than group B do. He argued 
that there are two reasons which explain such phenomena. 
First, one’s concentration level may decrease with the 
increasing amount of information to be absorbed, so that 
the information placed behind gets less attention. Second, 
first impressions usually receive more weight than the 
information that comes after. These two things then lead to 
anchoring bias to occur. 

3.  Hypotheses Development 

3.1.  Anchoring Bias and Investment Decisions

According to Tversky and Kahneman (1974), anchoring 
bias occurs when people rely too much on pre-existing 
information or the first information they find when 
making decisions (anchor). Then, adjustment is made on 
such perception. Investors who are affected by this bias 
tend to underlie their investment decisions on one certain 
information, regardless of whether the information is first 
acquired, or it is the only information available which made 
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people highly rely on it. Ackert and Deaves (2009) defined 
overconfidence as the tendency of a person to overestimate 
knowledge, ability, and the accuracy of the information 
that an investor possesses, or the tendency to become too 
optimistic about the future and ability. Such an investor must 
be wary of anchoring bias. Despite the different information 
available, people tend to be inclined to the first-owned 
information in making a decision.

Many investors in the capital market experience 
anchoring bias that most of them continue to remember the 
buying price of shares in their portfolio. The selling decision 
is frequently based on the buying price as the reference 
point. Investors decide to sell their shares sooner when the 
price is above the reference point. Besides buying price, the 
highest price of shares that has ever been achieved during a 
certain period also frequently become reference price. Yet, 
many investors are not willing to cut loss cause they refer to 
such reference prices (Frensidy, 2016). Thus, a hypothesis is 
proposed as follows:

H1: Anchoring bias will affect investment decisions. 

3.2. � Representativeness Bias and  
Investment Decisions

Representativeness bias is someone’s tendency to make 
decisions based on certain stereotypes or prior knowledge 
or experiences. Representativeness bias happens when 
people make decisions only by limited observations to 
acquire information from the surrounding environment 
and ignore other information (Baker & Nofsinger, 2002; 
Ritter, 2003; Shefrin, 2000). Representativeness bias tends 
to lead investors to overreact during processing information 
in making decisions (Kahneman & Riepe, 1998). It is 
supported by the findings of Franses (2007) and Marsden 
et al. (2008) who revealed that the representativeness bias 
can cause over-reaction behavior to occur as reflected in the 
stock prices. On the other hand, investors who are affected 
by this bias can also ignore or not pay close attention to 
important events that may happen in the future. Hence, they 
do not protect themselves from such unexpected events 
(Yoong, 2010). 

Representativeness bias can lead someone to make a 
wrong conclusion. Higher-priced products are often decided 
with higher quality than lower-priced ones, although there 
is a likelihood that prices do not always reflect quality. 
Chen et al. (2007) explained that the common stereotypes 
in the capital market are investors tend to interpret the 
good characteristics of a company, such as product quality, 
reliable managers, and high growth as the characteristics of 
the company that has a worthwhile investment.

The other error of representativeness bias that often 
occurs in the financial market as described by Frensidy 

(2016) is the assumption that past performance is the best 
indicator to predict future performance. In other words, 
investors often believe that past rates of return represent 
future expected return. If a company announces successive 
profit increases, investors will assume that it will continue to 
rise and consider this company a good company, which means 
good investment. Therefore, investors expect higher returns 
for past winners’ stocks and use this trend as a stereotype for 
future stock movements (Lakonishok et al., 1994; Ackert & 
Deaves, 2010). Thus, based on the explanations and reviews 
on earlier studies, a hypothesis is proposed as follows:

H2: Representativeness bias will affect investment 
decisions. 

3.3.  Loss Aversion and Investment Decisions

According to Pompian (2006), loss aversion is the 
tendency to prefer avoiding losses to acquiring equivalent 
gains. Loss aversion is a tendency where investors are so 
fearful of losses that they focus on trying to avoid a loss 
more so than on making gains. The more one experiences 
losses, the more likely they are to become prone to loss 
aversion. Research on loss aversion shows that investors 
feel the pain of a loss more than twice as strongly as they 
feel the enjoyment of making a profit. The concept of loss 
aversion has emerged as an implication of prospect theory 
that investors are not risk-averse, but loss averse. Such a 
thing occurs because the psychological impacts of losses are 
greater than those of profits. To put it another way, investors 
tend to feel more stressed by potential losses in comparison 
to potential gains with an equivalent value. Therefore, they 
will be more prudent in investment to reduce the risk of 
losses (Barberis & Thaler, 2003).

H3: Loss aversion bias will affect investment decisions. 

3.4. � Overconfidence Bias and  
Investment Decisions

Another behavioral bias that is also often found among 
investors is overconfidence. Overconfidence bias means 
that the individual is outrightly confident of his decisions 
and he overestimates or exaggerates his ability to perform a 
task. Decision-makers incline to overestimate the knowledge 
and information that they possessed, also ignore the public 
information available. The investors with overconfidence 
bias override models and data because they convince 
themselves that they know better. They may not always know 
better, and by ignoring the early signs of potential damage, 
they cause themselves more harm than good. (Lichtenstein 
& Fischhoff, 1977). Baker and Nofsinger (2002) defined 
overconfidence as a form of excessive self-confidence that 
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the information owned can be utilized properly because of 
having good analytical skills. In fact, this is only an illusion 
of belief, due to lack of experience and having a shortcoming 
in interpreting available information.

In short, overconfidence is a condition in which investors 
believe and consider their abilities are above the average of 
other investors and have an unrealistic level of self-evaluation 
(Odean, 1999; Pompian, 2006). Frischhoff et al. (1977) 
asserted that in an uncertain world of investment, investors 
are inclined to make overconfident decisions. Those who are 
overconfident usually think that they know more than they 
do, so they tend to believe that they are better or smarter than 
others (Shiller, 2000). When the number of market participants 
who are overconfident is large, then the aggregate reactions 
that occur in the market will be far from being ration8al.

According to Frensidy (2016), an individual’s inclination 
to be overconfident may be caused by two things. First, 
except for those who are depressed, everyone positively 
judges themselves. Second, psychologically, people want 
to control the situation and their surroundings and believe 
that they can do that. Further, he revealed that there are four 
financial implications of this bias. First, investors can take the 
wrong position in buying and selling shares because they fail 
to realize that they do not have the advantage of information 
or analysis. Second, investors are inclined to trade more 
frequently which results in higher transaction costs. Third, 
overconfident investors are inclined to set prediction 
intervals that are too narrow. Finally, overconfident investors 
will be surprised more often than expected.

A handful of studies have been conducted to investigate 
the influence of overconfidence bias on the financial market. 
Overconfidence behavior unconsciously influences investors 
to do excessive trading (Benos, 1998; Daniel et al., 1998; 
Graham et al., 2005; Odean, 1999; Pompian, 2006; Toma, 
2015; Ullah et al., 2017). Besides affecting the frequency 
of transactions, overconfidence bias also affects trading 
volume. The higher the overconfident level, the greater the 
volume traded (Statman et al., 2003). These results indicate a 
positive influence of overconfidence bias towards investment 
decision making. Besides, Bakar and Yi (2016) also revealed 
that the level of overconfidence that occurs also depends on 
individual gender.

Those research findings are in line with Pompian (2006) 
who found that the belief of overconfidence in skills can 
cause mistakes in decision making that make investors 
trade excessively. The overconfident investor also tends to 
overestimate investment returns and underestimate risks. If 
the actual return is lower than the expected return, they will 
associate it with an unfortunate condition (Miller, 1975). 
Overall, these various factors will have a positive impact on 
investment decisions.

H4: Overconfidence bias will affect investment decisions. 

3.5.  Optimism Bias and Investment Decisions

Optimism bias often relates to overconfidence bias. 
Nofsinger (2005) explained that both overconfidence and 
optimism biases are caused by the same psychological 
factors – an illusion of knowledge and illusion of control. 
The former is a condition in which an individual feel highly 
confident with the information they possessed. It affects his/
her belief in the chance level of success that may be achieved. 
Such belief then leads to perceived control over the results 
to be gained (the illusion of control). The illusion of control 
is the tendency for people to overestimate their ability to 
control events; for example, it occurs when someone feels a 
sense of control over outcomes that they demonstrably do not 
influence. Thus, control illusions are defined as a situation in 
which people frequently believe that they have influenced 
the results obtained from an uncontrolled event. When an 
illusion of knowledge and illusion of control evolve further, 
there will appear as excessive optimism (Shefrin, 2007).

Shefrin (2007) defined optimism bias as one who inclines 
to overestimate success (the likelihood of obtaining results 
as desired) and underestimating the risk of failure. Further, 
optimism bias is an investor’s expectation or belief that their 
portfolio performance will always generate a positive return 
(Hoffmann et al., 2013). The important thing from this bias is that 
there is a likelihood that investors make investment decisions 
excessively. The higher level of optimism bias that occurred, 
the higher investor’s expectation of their portfolio performance. 
This positive expectation then spurs them to increase the 
frequency and volume of trading, even though there is a high 
probability that the actual may deviate from the expectations 
(Pompian, 2006). Khan et al., (2017) and Ullah et al. (2017) 
found a relationship between past portfolio yields and the level 
of investor optimism that had an impact on investment decisions.

H5: Optimism bias will affect investment decisions. 

3.6.  Herding Behavior and Investment Decisions

Banerjee (1992) and Hirshleifer and Teoh (2003) explained 
herding behavior as a people behavior that tends to follow the 
actions of other people rather than following their owned-
beliefs or owned-information in the making decision. This 
behavior is considered irrational behavior as investors decide 
based on other’s decisions in the market (Altman, 2012). 
Herding behavior is often found among investors in emerging 
markets and mostly occurred during market stress situations 
(Rahayu et al., 2020). According to Humra (2014), herding 
behavior occurs when a group of investors make investment 
decisions based on collective information from a group of 
investors and ignore other information. As a result, when 
the group majority makes a wrong decision, it will turn to 
significant market price deviations.
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The finding of Chang et al. (2000) showed that herding 
practices are more prevalent in developing countries, which 
then is supported by Chiang and Zheng (2010) and Zheng  
et al. (2017) concerning the herding practices in Asian stock 
exchanges (China, South Korea, Singapore, Malaysia, and 
Indonesia). Herd mentality bias refers to investors’ tendency 
to follow and copy what other investors are doing. They are 
largely influenced by emotion and instinct, rather than by 
their own independent analysis. In Indonesia, the research 
findings related to herding behavior are still contradictive, 
even though they are tested by the same methods. Sari 
(2012), and Purba and Faradynawati (2012) revealed there 
had been herding practices in Indonesia, whereas Narasanto 
(2012) did not find herding practices. Furthermore, Bowe 
and Domuta (2004), using the Lakonishok et al. (1992) 
method, found that herding behavior in the Indonesian Stock 
Exchange was mostly dominated by foreign investors.

H6: Herding behavior will affect investment decisions. 

4.  Methodology

The population of this study is investors over the age 
of 17 years and based in Yogyakarta and based on random 
sampling that results in 165 respondents. To determine the 
sample size, we use the Slovin formula. It provides the 
sample size (n) using the known population size (N) and 
the acceptable error value (e). Slovin’s formula gives the 
researcher an idea of how large the sample size needs to be 
to ensure a reasonable accuracy of results.

n Z
�

� �

2

2

4 Moe

Z	 = �Level of confidence, this study uses a 95% 
confidence level 

Moe	= The maximum tolerable error rate is 8% 
n	 = sample size 

We collect the data using questionnaires based on the 
5-Likert scale, with 1 = Strongly Disagree; 2 = Disagree; 
3 = Neutral; 4 = Agree; and 5 = Strongly Agree. We define 
only score 4 and 5 that considered investor decisions 
are influenced by behavioral bias, otherwise, it does not 
(Altamimi, 2006). The total number of questions from all 
variables are 42 questions − 5 questions for anchoring bias, 
8 questions for representativeness bias, 5 questions for loss 
aversion, 7 questions for overconfidence bias, 7 questions 
for optimism bias, and 4 questions for herding behavior. 
Six independent variables are used in the model -anchoring 
bias, representativeness bias, loss aversion, overconfidence 
bias, optimism bias, and herding behavior, while the 
dependent variable is investment decisions. The data is first 

analyzed based on validity and reliability test to validate the 
questionnaires using Bivariate Pearson correlation (Pearson 
Product Moment).
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The reliability of items that test the degree of stability, 
consistency, predictive power, and accuracy are measured 
based on the Cronbach alpha formula:
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α	 = Cronbach’ alpha reliability coefficient 
K	 = total question items tested 
∑ s

1

2 	= total item score variants 
S X 2 = Variance of test scores (all items)

Then, One sample t-test is used to test the effect of anchoring 
bias, representativeness bias, loss aversion, overconfidence 
bias, optimism bias, and herding behavior on investor decisions. 
The formula for one-sample t-test is used as follows:

Z
X
S n

x�
� �

5.  Results and Discussion

Table 1 displays the information about the characteristics 
of the respondents. The results of the Pearson Bivariate 
correlation test on the total questionnaire items indicate that 
all of them are valid based on the r-value of each item which 
is greater than the value of the r-table. The Cronbach’s alpha 
score also shows similar results where the value for each item 
is greater than 0.6. The score for each variable - anchoring 
bias, representativeness bias, loss aversion, over-evidence 
bias, optimism bias, and herding behavior are 0.61, 0.77, 
0.67, 0.86, 0.78, and 0.75 respectively. The Kolmogorov-
Smirnov test is used to check the normality and it shows that 
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the data is distributed normally. The results of one sample 
t-test indicate that the average value of each variable is 
greater than 3.00 and all of the hypotheses are significant at 
1% alpha. It indicates that most of the investors in Yogyakarta 
tend to be affected by anchoring bias, representativeness 
bias, loss aversion, overconfidence bias, optimism bias, and 
herding behavior in making investment decisions.

5.1.  Anchoring Bias and Investment Decisions 

The result of the first hypothesis suggests that there is an 
inclination of the investors to sell the stocks based on buying 
price as the reference price. The investors make quick decisions 
to sell their shares when the selling price exceeds the buying 
price. Besides buying price, the highest price that was achieved 
during a certain period also becomes the reference price. 
Besides, investors decide to buy stocks based on the past stocks’ 
performance which means the investors overestimate their 
own opinions and expertise. This finding is in line with that of 
Frensidy (2016), Vijaya (2014), Rekik and Boujelbene (2013), 
Luong and Doan (2011), and Masomi and Ghayekhloo (2010).

5.2. � Representativeness Bias and  
Investment Decisions 

The result of the second hypothesis testing indicates that 
representativeness bias has a significant influence on invest-
ment decisions. Investors tend to make decisions simply based 
on limited information from the surroundings and ignore other 
information or the important events that may happen in the 
future. Hence, they are less prepared for unexpected events 
or information. They also consider that past performance as 
the best indicator to predict future performance. The repre-
sentativeness bias further supports the notion that people fail 
to properly calculate and utilize probability in their decisions. 
The research finding is consistent with Toma (2015), Vijaya 
(2016), and Virigineni and Bhaskara (2017).

5.3.  Loss Aversion and Investment Decisions 

The third hypothesis result shows that investors are 
prudent in deciding to buy or sell the shares to avoid the loss. 
They focus more on avoiding the losses instead of gaining 
higher profits. Very often, stocks are bought without much 
research. So, once the stock price goes up, investors fear that 
it may go down as fast as it went up. Such thinking makes 
them sell the stocks too soon. Then come instances where 
the stock price has gone down after an investor has bought 
it. This tends to happen when the primary reason for buying 
the stock was a recent upsurge. Hence, when the value of 
their portfolio investment decreases, they prefer to retain it 
as they hope that it would increase to the previous price in 
the future. On the other hand, they tend to sell their stock so 
early when the investment value increases. These findings 
support the concept of disposition effect and are in line with 
that of Luong and Doan (2011), Ngoc (2014), Khan (2017), 
Kimeu et al. (2016), and Rekik and Boujelbene (2013). 

5.4. � Overconfidence Bias and  
Investment Decisions 

We also find in this study that overconfidence bias has a 
significant influence on investment decisions. Considering 
that the major respondents are college students, there is a 
high level of probability that they tend to have a higher level 
of enthusiasm and motivation to get into the investment 
world. However, enthusiasm and motivation themselves are 
not enough to be a good investor. They need to develop more 
investment skills and broaden the knowledge of investment 
which they do not have enough. Stock investment is a long-
term investment that has the highest risk compared with 
other types of investments, such as mutual funds or bonds. 
This is worth noting for young investors who are very 
vulnerable to overconfidence bias. This empirical finding is 
consistent with Toma (2015), Bakar and Yi (2016), and Ullah 
et al. (2017).

Table 1:  Sample Descriptive

Demographic Factors Number of 
Respondents Percentage

Gender Male 94 57%
Female 71 43%

Level of 
Education

Postgraduate 5 3%
Bachelor’s 
degree

82 49.7%

Associate 
degree

5 3%

Senior high 
school

73 44.2%

Investment 
selected 

Stocks 141 85.5%
Bonds 4 2.4%
Mutual funds 15 9.1%
Others 5 3%

Table 2:  The Result of One-Sample T-Test

Variables Mean Significance Result 

Anchoring bias 3.84 0.000 H0 rejected
Representativeness bias 3.78 0.000 H0 rejected
Loss aversion 4.09 0.000 H0 rejected
Overconfidence bias 3.27 0.000 H0 rejected
Optimism bias 3.95 0.000 H0 rejected
Herding behavior 3.30 0.000 H0 rejected
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5.5.  Optimism Bias and Investment Decisions 

The result of the fifth hypothesis also describes that 
optimism bias affects investment decisions significantly. 
The optimism bias is an expectation or belief that the 
future performance will always better than the past return 
(Hoffmann et al., 2013). As the respondents are dominated 
by the young investors, who are highly susceptible to 
be overconfident, it will be followed by a high level of 
optimism. Overconfidence and optimism biases are caused 
by the illusion of knowledge and illusion of control. The 
illusion of knowledge is a condition where a person feels 
very confident about the information he/she has so that it 
has an impact on his/her belief in their chance of success. 
It supports by the empirical finding of Khan et al. (2017), 
Fatima and Waqas (2016), and Ullah et al. (2017).

5.6.  Herding Behavior and Investment Decisions 

This study also found that herding behavior has a 
significant influence on investment decisions. It indicates 
that investors tend to rely on collective information from 
other investors rather than personal information. In this 
respect, the investors react impulsively to the changes 
found in others’ decisions as they prefer others’ investment 
choices to their own choices. They put little attention on the 
company’s prospects and believe more about what others 
decide in the market. This finding is in line with the studies 
of Vijaya (2014), Ngoc (2014), Ranjbar et al. (2014), and 
Kumar and Goyal (2015).

6.  Conclusion 

Our research findings suggest that anchoring bias, 
representativeness bias, loss aversion, overconfidence bias, 
optimism bias, and herding behavior affect significantly the 
investor’s decisions. There are a few opportunities for much 
more comprehensive research on investors’ behavioral biases. 

References 

Ackert, L. F., & Deaves R. (2010). Behavioral finance psychology, 
decision making, and markets. Cincinnati, OH: South-Western, 
Cengage Learning. 

Al-Mansour, B. Y. (2020). Cryptocurrency market: Behavioral 
finance perspective. Journal of Asian Finance, Economics, and 
Business, 7(12), 159–165. https://doi.org/10.13106/jafeb.2020.
vol7.no12.159

Altamimi, H. A. H. (2006). Factors influencing individual investor 
behavior: An empirical study of the UAE financial market. The 
Business Review. 5(2), 225–232. https://www.researchgate.net/ 
profile/Hussein_Al-Tamimi/publication/257936341_Factors_ 
Influencing_Individual_Investor_Behaviour_An_Empirical_ 
study_of_the_UAE_Financial_MarketsThe_Business_

Review_Cambridge_Vol5No_2225-232_2006/links/00b495 
3ab9c4e8ba85000000.pdf

Altman, M. (2012). Behavioral economics for dummies. 
Mississauga: John Wiley & Sons.

Asri, M. (2013). Behavioral finance. Yogyakarta: BPFE-
Yogyakarta.

Bakar, S., & Yi, A. C. (2016). The impact of psychological factors 
on investors’ decision-making in the Malaysian stock market: 
a case of Klang Valley and Pahang. Procedia Economics 
and Finance, 35, 319–328. https://doi.org/10.1016/S2212-
5671(16)00040-X

Baker, H. K., & Nofsinger J. R. (2002). Psychological bias of 
investors. Financial Services Review. 11(2), 97–116. https://
scinapse.io/papers/172315172

Banerjee, A. V. (1992). A simple model of herd behavior. The 
Quarterly Journal of Economics, 107(3), 797–817. https://doi.
org/10.2307/2118364

Barberis, N., & Thaler, R. (2003). A survey of behavioral finance. 
Handbook of the Economics of Finance, 25(2), 1053–1128. 
https://doi.org/10.1016/S1574-0102(03)01027-6

Benos, A. V. (1998). Aggressiveness and survival of overconfident 
traders. Journal of Financial Markets, 1(3–4), 353-383. https://
doi.org/10.1016/S1386-4181(97)00010-4

Bowe, M., & Domuta, D. (2004). Investor herding during the 
financial crisis: A clinical study of the Jakarta Stock Exchange. 
Pacific-Basin Finance Journal, 12(4), 387–418. https://doi.
org/10.1016/j.pacfin.2003.09.003

Chang, E. C., Cheng, J. W., & Khorana, A. (2000). An examination 
of herd behavior in equity markets. International Perspective 
Journal of Banking and Finance, 24, 1651–1679. https://doi.
org/10.1016/S0378-4266(99)00096-5

Chen, G., Kim, K. A., & Nofsinger, J. R. (2007). Trading 
performance, disposition effect, overconfidence, represent-
ativeness bias, and experience of emerging market investors.  
Journal of Behavioral Decision Making, 20(4), 425–451. 
https://doi.org/10.2139/ssrn.957504

Chiang, T. C., & Zheng, D. (2010). An empirical analysis of 
herd behavior in global stock markets. Journal of Banking 
and Finance, 34, 1911–1921. https://doi.org/10.1016/j.
jbankfin.2009.12.014

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

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

De Bondt, W., Muradoglu, G., Shefrin, S., & Staikouras, S. K. 
(2008). Behavioral finance: Quo Vadis? Journal of Applied 
Finance, 18(2), 1–15. https://ssrn.com/abstract=269814

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



Kartini KARTINI, Katiya NAHDA / Journal of Asian Finance, Economics and Business Vol 8 No 3 (2021) 1231–1240 1239

Fatima, N., & Waqas, M. (2016). Impact of optimistic bias and 
availability bias on investment decision making with the 
moderating role of financial literacy. First International 
Conference of Indigenous Resource Management challenges 
and Opportunities at University of Management Sciences and 
Information Technology Kotli, Azaad Kashmir 14–15 April 
2016 (pp. 1–28).

Franses, P. H. (2007). Experts adjusting model-based forecast and 
the law of small numbers (Report No. EI 2007-42). Econometric 
Institute, Erasmus University Rotterdam. https://repub.eur.nl/
pub/10563

Frensidy, B. (2016). Agile and tactical in the capital market: 
Armed with behavioral finance. Jakarta: Salemba Empat.

Frischhoff, B., Slovic, P., & Lichtenstein, S. (1977). Knowing 
with certainty: The appropriateness of extreme confidence. 
Journal of Experimental Psychology: Human Perception and 
Performance, 3(4), 552–564. https://doi.org/10.1037/0096-
1523.3.4.552

Fromlet, H. (2001). Behavioral finance-theory and practical 
application. Business Economics, 36(3), 63–69. https://doi.
org/10.2139/ssrn.2329573

Graham, J. R., Harvey, C. R., & Huang, H. (2005). Investor 
competence, trading frequency, and home bias (NBER 
Working Paper 11426). National Bureau of Economic 
Research https://www.nber.org/system/files/working_papers/
w11426/w11426.pdf

Hirschey, M., & Nofsinger R. J. (2008). Investment: Analysis and 
behavioral. New York, NY: McGraw-Hill/Irwin.

Hirshleifer, D., & Teoh, S. H. (2003). Herd behavior and cascading 
in capital markets: A review and synthesis. European Financial 
Management, 9(1), 25–66.

Hoffmann, A. O., Post, T., & Pennings M. E. (2013). Individual 
investor perception and behavior during the financial crisis. 
Journal of Banking and Finance, 37(1), 60–74. https://doi.
org/10.1016/j.jbankfin.2012.08.007

Humra, Y. (2014). Behavioral finance: An introduction to the 
principles governing investor behavior in stock markets. 
International Journal of Financial Management, 5(2), 23–30. 
http://iaset.us/download/archives/2-35-1456481625-3.%20
Abstract.pdf

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

Kahneman, D., & Riepe, M. W. (1998). Aspects of investor 
psychology: Beliefs, preferences, and biases investment 
advisors should know about. Journal of Portfolio Management, 
24(4), 52–65. https://doi.org/10.3905/jpm.1998.409643

Kartini, K., & Nuris, F. N. (2015). The influence of illusions of 
control, overconfidence, and emotional biases on investment 
decisions. Jurnal Inovasi dan Kewirausahaan, 4(2), 115–123. 
https://doi.org/10.20885/ajie.vol4.iss2.art6

Khan, M. U. (2017). Impact of availability bias and loss aversion 
bias on investment decision making, moderating role of risk 
perception. Journal of Modern Developments in General 

Management & Administration, 1(1), 17–28. http://www.
impactjournals.us/download/archives/1-82-1502108083-3.

Khan, M. T., Chong, L. L., & Tan, S. H. (2017). Perception of past 
portfolio returns, optimism, and financial decisions. Review of 
Behavioral Finance, 9(1), 79–98. https://doi.org/10.1108/RBF-
02-2016-0005

Kimeu, C. N., Anyago. W., & Rotich, G. (2016). Behavioural 
factors influencing investment decisions among individual 
investors in Nairobi Securities Exchange. The Strategic Journal 
of Business & Change Management, 3(4), 1243–1258. http://
www.strategicjournals.com/index.php/journal/article/view/377

Kumar, S., & Goyal, N. (2015). Behavioral biases in investment 
decision making; A systematic literature review. Qualitative 
Research in Financial Markets, 7(1), 88–108.

Lakonishok, J., Shleifer, A., & Vishny, R. W. (1992). The impact 
of institutional trading on, stock price. Journal of Financial 
Economics, 32(1), 23–43. https://doi.org/10.1016/0304-
405X(92)90023-Q

Lakonishok, J., Shleifer, A., & Vishny, R. W. (1994). Contrarian 
investment, extrapolation, and risk. Journal of Finance, 49(5), 
1541–1578. https://doi.org/10.1111/j.1540-6261.1994.tb04772

Lichtenstein, S., & Fischhoff, B. (1977). Do those who know more 
also know more about how much they know? Organizational 
Behavior and Human Performance. 20(2), 159–83. https://doi.
org/10.1177/002224379202900304

Lintner, J. (1965). Security prices, risk, and maximum gains from 
diversification. Journal of Finance, 20(4), 587–615. https://doi.
org/10.1111/j.1540-6261.1965.tb02930

Luong, L. P., & Doan, T. T. H. (2011). Behavioral individual 
investors’ decision making and performance a survey at the 
Ho Chi Minh stock exchange [Master Thesis, Umeå School of 
Business]. http://umu.diva-portal.org/smash/get/diva2:423263/
FULLTEXT02.pdf

Markowitz, H. (1952). Portfolio selection. Journal of Finance, 
7(1), 77–91. https://doi.org/10.1111/j.1540-6261.1952.tb01525

Marsden, A., Veeraraghavan, M., & Ye. M. (2008). Heuristics of 
representativeness, anchoring, and adjustment, and leniency: 
impact on earnings forecasts by Australian analysts. Quarterly 
Journal of Finance and Accounting, 47(2), 83–102. http://hdl.
handle.net/2292/8518

Masomi, S. R., & Ghayekhloo, S. (2010). Consequences of human 
behaviors’ in economic: The effects of behavioral factors 
in investment decision making at Teheran Stock Exchange. 
International Conference on Business and Economics Research, 
1, 1–4. http://ipedr.com/vol1/50-B10068.pdf

Miller, D. T. (1975). Self-serving biases in the attribution of 
causality: Fact or fiction. Psychological Bulletin, 82(2),  
213–225. https://doi.org/10.1037/h0076486

Mossin, J. (1969). Security pricing and investment criteria in 
competitive markets. American Economic Review, 59(5),  
749–756. https://www.jstor.org/stable/1810673

Narasanto, I. T. (2012). Herding behavior an experience 
in Indonesian stock market (No, 5589) [Master Thesis, 



Kartini KARTINI, Katiya NAHDA / Journal of Asian Finance, Economics and Business Vol 8 No 3 (2021) 1231–12401240

Perpustakaan Universitas Gadjah Mada, Yogyakarata] http://
etd.repository.ugm.ac.id/home/detail_pencarian/55899

Ngoc, L. T. B. (2014). The behavior pattern of individual investors 
in the stock market. International Journal of Business and 
Management, 9(1), 1–16. https://doi.org/10.5539/ijbm.v9n1p1

Nofsinger, J. R. (2005). Social mood and financial economics. 
Journal of Behavioral Finance, 6(3), 144–160. https://doi.
org/10.1207/s15427579jpfm0603_4

Odean, T. (1999). Do investors trade too much? American Economic 
Review, 89, 1279–98. https://doi.org/10.2139/SSRN.94143

Olsen. R. A. (1998). Behavioral finance and its implication for 
stock price volatility. Financial Analyst Journal, 52(2), 10–18. 
https://doi.org/10.2469/faj.v54.n2.2161

Pompian, M. M. (2006). Behavioral finance and wealth 
management. New York: John Wiley & Sons, Inc.

Purba, A. V., & Faradynawati, A. A. (2012). An examination of herd 
behavior in the Indonesian Stock Market. Indonesian Capital 
Market Review, 4(1), 1–10. https://doi/org/10.21002/icmr.v4i1.985

Rahayu, S., Rohman, A., & Harto, P. (2020). Herding behavior 
model in investment decision on Emerging Markets: 
Experimental in Indonesia. Journal of Asian Finance, 
Economics, and Business, 8(1), 53–59. https://doi.
org/10.13106/jafeb.2021.vol8.no1.053

Ranjbar, M. H., Abedini, B., & Jamali, M. (2014). Analyzing the 
effective behavioral factors on the investors’ performance 
in Tehran Stock Exchange (TSE). International Journal of 
Technical Research and Applications, 2(8), 2320–8163. 

Rekik, Y. M., & Boujelbene, Y. (2013). Determinants of individual 
investors’ behaviors: Evidence from Tunisian Stock Market. 
IOSR Journal of Business and Management, 8(2), 109–119. 
https://doi.org/10.9790/487X-082109119

Ritter, J. R. (2003). Behavioral finance. Pacific-Basin Finance 
Journal, 11(4), 429–437. https://doi.org/10.1016/S0927-
538X(03)00048-9

Sari, A. M. (2012). Herding behavior in Indonesia and the impact of 
the global stock market. Master Thesis. Yogyakarta: FEB UGM

Sha, N., & Ismail, M. Y. (2020). Behavioral investor types and 
financial market players in Oman. Journal of Asian Finance, 
Economics, and Business, 8(1), 285–294. https://doi.
org/10.13106/jafeb.2021.vol8.no1.285

Sharpe, W. F. (1964). Capital asset prices: A theory of market 
equilibrium under the condition of risk. Journal of Finance, 19(3), 
425–442. https://doi.org/10.1111/j.1540-6261.1964.tb02865

Shefrin, H., & Statman, M. (1985). The disposition to sell winners 
too early and riding losers too long. Journal of Finance, 40(3), 
777–790. https://doi.org/10.2307/2327802

Shefrin, H. (2000). Beyond greed and fear: Understanding 
behavioral finance and the psychology of investing. New York, 
NY: Oxford University Press.

Shefrin H. (2002). Behavioral decision making, forecasting, 
game theory, and role-play. International Journal of 

Forecasting, 18(3), 375–382. https://doi.org/10.1016/S0169-
2070(02)00021-3

Shefrin, H. (2007). Behavioral corporate finance: Decision that 
creates value. McGraw-Hill/Irwin

Shiller, R. J. (1987). Investor behavior in the October 1987 
stock market crash: Survey evidence (Working Paper 
2446). National Bureau of Economic Research. https://doi.
org/10.3386/w2446

Shiller, R. J. (2000). Irrational exuberance. Princeton, NJ: 
Princeton University Press.

Statman, M., Thorley, S., & Vorkink, K. (2003). Investor 
overconfidence and trading volume. Review of Financial 
Studies, 19(4), 1531–1565. https://doi.org/10.2139/ssrn.168472

Subash, R. (2012). Role of behavioral finance in portfolio 
investment decision: Evidence from India [Master Thesis, 
Charles University in Prague]. https://is.cuni.cz/webapps/zzp/
detail/110165/?lang=en

Toma, F. M. (2015). Behavioral biases of the investment decisions 
of Romanian investors on the Bucharest Stock Exchange. 
Procedia Economics and Finance, 32, 200–207. https://doi.
org/10.1016/S2212-5671(15)01383-0

Treynor. J. L. (1961). Market value, time, and risk [Unpublished 
manuscript]. http://dx.doi.org/10.2139/ssrn.2600356

Tversky, A., & Kahneman D. (1974). Judgment under uncertainty: 
Heuristics and biases. Science, New Series, 185(4157),  
1124–1131.

Ullah, I., Ullah. A., & Rehman, N. U. (2017). Impact of 
overconfidence and optimism on investment decision. 
International Journal of Information, Business, and 
Management, 9(2), 231–243. http://ejournal.ukrida.ac.id/ojs/
index.php/Akun/article/download/1802/1821/

Vijaya, E. (2014). An empirical analysis of influential factors on 
investment behavior of retail investors’ in the Indian Stock 
Market: A behavioral perspective. International Journal in 
Management and Social Science, 2(12), 296–308. https://
www.indianjournals.com/ijor.aspx?target=ijor:ijmss&volume= 
2&issue=12&article=027

Vijaya, E. (2016). An empirical analysis on the behavioral 
pattern of Indian retail equity investors. Journal of Resources 
Development and Management, 16, 103–112. https://core.
ac.uk/download/pdf/234696209.pdf

Virigineni, M., & Bhaskara, R. (2017). Contemporary developments 
in behavioral finance. International Journal of Economics and 
Financial, 7(1), 448–459. https://www.econjournals.com/
index.php/ijefi/article/view/3809

Yoong, J. (2010). Making financial education more effective: 
lessons from behavioral economics (Working paper Session II). 
Behavioral Economics and Financial Education. 

Zheng, D., Li. H., & Chiang, T. C. (2017). Herding with 
industries: Evidence from Asian stock markets. International 
Review of Economics and Finance, 51, 487–509. https://doi.
org/10.1016/j.iref.2017.07.005




