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Abstract
Purpose: The purpose of this study is to identify the 
behavioral factors influencing individual investors’ decisions 
and to analyze the relationship between these factors and 
investment decision performance. 

Design/Methodology/Approach: The tested variables were: 
Anchoring bias, Gambler’s Fallacy, Overconfidence bias, 
Availability and Representativeness bias from heuristics 
factor, Mental Accounting, Loss and Regret Aversion from 
prospect factor, and Market variables and Herding factors. 
The study employed exploratory and confirmatory factor 
analysis. In addition, structural equation modeling is applied 
for the testing of the hypotheses.

Findings: Prospect behavioral factor is seen to have negative 
correlation to investment performance. Herding, Market 
variables and Heuristic (including overconfidence and 
anchoring bias) are found to have positive correlation to 
investment performance.

Implications: This study provides compelling evidence 
that herding and heuristic approaches improve investment 
performance.

Keywords:  Behavioral finance, Stock, Heuristics, Herding, 
Investment performance
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1. Introduction
Up until the late 1970’s people believed only individuals, who are rational enough, would invest in the 
financial market [Ritter, (2003), Barberis & Thaler (2005)]. One of the traditional theories refer to Effi-
cient Market Hypothesis (EMH) which is an investment theory that states prices reflect all the informa-
tion about the particular investment or market and that financial markets are efficient (Malkiel, 2003). 
However, Evans (2006), Gao and Schmidt (2005), Statman (1995, 1999), Tversky and Kahneman (1974) 
and Thaler (1994) show repeated patterns of irrationality, inconsistency and incompetence in the way 
human beings arrive at decisions and choices when faced with uncertainty (Waweru, 2008). Tversky 
and Kanheman (1976) exhibited that individuals often make decisions from simplified decision-making 
processes, called heuristics, and are vulnerable to cognitive biases (Vanessa et al., 2020). These supported 
the assumptions of individual’s emotions and feelings playing (Fenton, Soane, Nicholson, & Willman, 
2011) a vital role in making decisions of our lives, whether it is personal or professional. Thus, Behav-
ioral Finance emerged as a counter measure of traditional theories as it tries to rationalize the irrational 
behavior of investors (Tetlock, 2007) of large stock market. Investors’ psychological reactions (Naseem, 
Mohsin, Hui, Liyan, & Penglai, 2021) to the stock market, whether favorable or negative, can alter the 
economy’s outlook.

Even for a small capital Market of Nepal, security market has boomed over the past few years. Severe 
fluctuations in the NEPSE Index over time has been seen for the past 23 years of operations. The Index 
during 1996 was 176.3 and 1102.64 in 2021 (NEPSE,2021). It shows a gain of 525% over 22 years. After 
the 22-year growth of the Nepal Stock Market, Nepalese investors’ decisions are still difficult for finan-
cial analysts to understand. Many experts explain the fluctuations as the cyclic nature of share market. 
According to records, NEPSE had remained bearish for few years, but the year 2020 kicked off with a 
bullish trend, the stock exchange making it to 1632 points on February 27 even amidst the pandemic 
(Bist,2020). At early 2014, the capital market reported an increasing trend for the NEPSE Index as well 
as the trading volumes. But by Mid- August of 2014, the indicators started to decline. During this period, 
the listed companies report their earnings and declare dividends. And they did show an increase in their 
profits and well as declared handsome dividends that make it favorable for market growth as predicted 
by previous trends in the market. But the market trend at that period showed a different scenario. The 
trend of NEPSE index for beginning 12 years show increase in index value by near to three times within 
one and half years during the bullish trends of 2007-08 and 2013-14. During 2007-08, it also reversed at 
a higher speed (Phuyal, 2014). We can clearly observe the fluctuation patterns in the following graph as 
well:
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Seeing the reports and trends of NEPSE, it makes it harder to follow the theories which assume that 
investors rationally maximize their wealth by following basic financial rules and making investment 
decision on the risk-return consideration. The ups and downs in the indicators of the stock market are 
a regular phenomenon and the market goes up when more investors exercise for buying stocks and 
slips down when more investors are in the mood to sell their shares (Phuyal, 2014). This said mood 
of different individuals and the variant in information analysis by them causes the differences in the 
demand for and supply of the shares leading to the heavy fluctuations of the stock market.

Another important hypothesis for the stock market to be this heavily fluctuated in Nepal may be due to 
the term defined as “The Fear of Missing Out”. The urge to invest in shares has increased and declined 
respectively to not to miss out on the opportunity to earn more and by following a crowd that said there 
would be potential losses in the future.

Many researchers, Vaidya (2021), Pandit, (2021) Sattar, Toseef, and Sattar, (2020), among others have 
considered Behavior Finance as a good theory to explain cognitive errors in investment decision making. 
First, Le and Doan (2011) found market factor to have a high influence on individual investing at a 
Vietnamese stock exchange and Herding, Prospect, Overconfidence-gamble’s fallacy, and Anchoring 
bias to have moderate influence. Similarly, Prosad, Kapoor and Sengupta (2013) found the presence and 
impact of the disposition effect and overconfidence biases in Indian equity market that has led to an 
increase in trading volume at market level as well as at individual security level. 

Figure 1.1 NEPSE Index from 2053-2076/ 1996 to 2020(Source: www.investopaper.com)
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Most studies conducted till now have been carried out in developed markets of Europe and USA ((Odean 
(1999); Rockenbach (2004); Caparrelli et al., (2004); Fogel and Berry (2006), Waweru, (2008)). And 
only few studies have been made on emerging markets, especially concerning of Asia. So, the research 
findings on behavioral bias and individual investment decisions of Nepalese based on the variables: 
market, prospect, and heuristics and herding are limited. It is, therefore, necessary to explore behavioral 
factors that impact on the decision-making process of individual investors at NEPSE to help the investors 
as well as security companies raise better predictions and decisions for their business. The purpose of 
this study is to explore the behavioral finance biases to influence investor decision in Nepal. As the 
concept of behavior finance is relatively new, to understand and give some suitable explanation for the 
investors’ decisions is essential at the Nepal Stock Exchange. 
This study is organized into five sections. Section 2 deals with the review of literature and the theoretical 
framework of this study, section 3 presents research methodology, overall analysis is presented in section 
4, and summary, conclusion and limitations of the study are shown in section 5. 

2. Review of Literature
The section deals with the review of theoretical and conceptual perspectives. Based on overall review of 
literature, a conceptual framework has been developed to govern the overall study in a more systematic 
manner.

2.1 Efficient Market Hypothesis 
Efficient market theory states that the share prices reflect all the information of the market. According 
to the EMH, stocks always trade at their fair value on exchanges, making it impossible for investors to 
purchase undervalued stocks or sell stocks for inflated prices. Moreover, it argues that markets become 
more efficient as the more participants engage in the market as higher number of people bring different 
types of information to bear on its price.

2.2 Heuristics Decision Process
Heuristics are simple rules of thumb, used for problem solving and decision-making using logic, that 
is unique from consequential logic. They do not guarantee optimal solutions, however, they have closer 
accuracy to solving more complex and difficult decision making. Especially when in need of quick 
decisions required or in case of uncertainty of the future, heuristics can be adopted. On the other 
hand, adopting this process may result in poorer decisions followed by biases or illusions such as: 
Representativeness, Gambler’s fallacy, Anchoring, Overconfidence and Availability bias.

•  Representativeness: It is a common information processing error where an individual believes  
 that there is a higher correlation to the two similar events than they really are. 
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• Gambler’s Fallacy: This fallacy occurs when the individual believes a certain event is less likely or  
 more likely to occur based on the outcome of the previous series of events. 
• Anchoring: Anchoring effect is a cognitive bias where individuals’ decision making is affected by a  
 single point of anchor or also known as a reference point. 
• Over confidence Bias: It is the tendency to hold false and misleading assessment of skills and   
 intellect that falsely believes something is better than they actually are. Over confidence tends to  
 make individuals less cautious in their investing decisions and is prone to making errors.
• Availability Bias: It is the tendency to use the information that arises to an individuals’ mind   
 quickly and easily while making decisions. Investors strongly prefer to invest in local companies  
 where information is easily available is justified in this bias.

2.3 Prospect Theory 
The prospect theory states that individuals are risk averse with respect to gains and risk acceptant 
with respect to the losses occurred in their investment making decisions. It hypothesizes that rational 
individuals give more weight to losses than compatible gains where people base their final decisions on 
the potential value of losses and gains rather than the final outcome. The key concepts of prospect theory 
include Mental Accounting, Loss Aversion and Regret.

• Mental Accounting: According to this, investors tend to hold onto assets on which they have   
 experienced paper losses but are inclined to sell assets in which they have enjoyed gains. 
• Loss Aversion: This states that the pain of losing is psychologically about twice as powerful as the  
 power of gaining. Investors are fearful of losses that they are more willing to take risks to avoid  
 losses than to make gains.
• Regret Theory: Regret refers to human behavior after they make a mistake. This can impact   
 an  investor’s rational behavior as it can cause them either to be unnecessarily risk averse or to  
 motivate to invest rashly. During extended bull markets, regret theory causes some investors to  
 continue to invest heavily, ignoring signs of an impending crash.

2.4 Herd Behavior Theory 
Herd Behavior theory states that individuals act according to the actions of others rather than use their 
personal information to act. Theory of herd behavior presumes that when deciding, an individual will 
act rationally given all the information he can acquire. It causes those involved to think and behave as 
everyone else around them. Investors follow what they perceive the other investors are doing, rather than 
relying on their own analysis.
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3. Research Methodology
For this study, exploratory approach for exploring the behavioral factors, descriptive design to explain 
the investors’ behavior using cross-sectional design that allows collecting and studying a relatively large 
sample size at once or single time has been used. This design allows collecting both qualitative and 
quantitative data that is measured with nominal and ordinal scales. For this, 5-point Likert scale is used 
in this research to evaluate the degrees of investors’ agreement with impact on behavioral factor. The 
study is based on primary data with the use of questionnaire survey. The target population as of March 
2021 are investors of 5 lakhs who transact at NEPSE. Further, convenience homogeneous sampling of 
167 respondents’ behavior has also been observed in the study. Due to potential estimate bias, conve-
nience sampling alone cannot provide representative sample, thus the result cannot be generalized for 
the whole. However, the more homogeneous the convenience sampling is, the generalizable the sample 
can be and can reduce the chance of bias in sampling. The population being only the individuals, who 
invest at the stock market, is homogeneous in nature.

The questionnaire has been prepared in accordance with previous research of Waweru (2008), Phuoc 
(2011), and Nada (2013) for reliability and validity purposes. It has thus been divided into two parts: 
the first section contains respondents’ information, and the behavioral factors influencing investment 
decisions are in second section.

4. Empirical Results
4.1 Descriptive Statistics 
Out of 300 questionnaires distributed to individuals via e-forms on social media platforms, 167 investors 
responded, making the respondent rate as 55% which is moderately high. Table 4.1 shows the number of 
male investors to be higher than female investors in the sample (Male about 62% and Female about 38%) 
which may raise questions regarding gender bias in the sampling frame for the study. The stock investors 
are mainly at the ages from 16 to 25 (133 investors that accounts for 80% of the total sample. This sample 

2.5 Theoretical Framework
Based on the mentioned studies, the following theoretical framework has been developed:

Fig 2.1 Conceptual Framework of behavioral factors impact on investment decision

Heuristics Variables
Prospect Theory
Market Variables
Herding Behavior

H H2: Investment Decision

H3: Investment Performance



Title Category Number  %
Gender Male 105 62.90%
 Female 62 37.10%
Age 16-25 133 79.60%
 26-35 21 12.60%
 36-45 8 4.80%
 46-55 5 3%
 Above 55 -  - 
Educational Qualification High school and lower 7 4.20%
 Undergraduate 45 26.90%
 Bachelors 96 57.50%
 PhD - -
 Master 9 11.40%
Years of experience Under 3 years 90 53.89%
 3-5 years 27 16.17%
 5-10 years 38 22.74%
 Over10 years 12 7.20%
Amount of Investment Less than 20000 73 43.70%
 20000-40000 19 11.40%
 40000-60000 15 9%
 60000-80000 14 8.40%
 80000-100000 5 3%
 Above 100000 41 24.60%
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reflects the fact that a high proportion of individual investors at NEPSE are younger than 35, and this 
study may highly reflect the investment behaviors of these investors.

It also presents that a large proportion of the sample are investors who have attended the stock market 
for the duration less than 3 years, 16% of respondents for more than 3 years and less than 5 years, where-
as, about 23% accounting for 5 to 10 years and 7%, have been involved for more than 10 years. The higher 
percentages of individual investors in the surveyed sample invest with ranges from less than 20000(NPR)
with 44%, and 24.1% investing over 1 lakh rupees. 20.4% investing from 20000 to under 60000, and 
11.4% investing from 60000 to under 1. Overall, the respondents are higher proportion of the ages from 
16 to 25, who are generally the newcomers’ stock investors. This is easy to acknowledge because of the 
booming participants at NEPSE in the recent yeas and is considered as emerging market as mentioned 
in Chapter 1.
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Fig 4.2 Proportion of respondents attending course of stock exchange

In addition to the demography of the sample, Figure 4.2 shows that the investors in the surveyed sample 
who already take the course of stock trading account for 30% while those who have not yet taken any 
course are 70%. Most of the investors seem to trade based on their own expertise than through profes-
sional classes to invest in the stock market at NEPSE.

4.2 Factor Analysis of behavioral variables influencing investment decision and performance
The questions from second part of the questionnaire are designed to explore the level of impact of be-
havioral variables on investment decision and performance of individuals. The questions are coded as 
X1-X24 and Y1-Y3 in the study. With Exploratory factor analysis (EFA) mentioned in methodology 
section, factor analysis is run to reduce or remove the unsuitable variables. The analysis results that the 
remaining variables are grouped into five factors (four factors of behavioral variables and one factor of 
investment performance), at KMO = 0.755 (sig. = 0.000), % of total variance explained = 68.75%, and 
all factors’ loadings are more than 0.5. The eigen values are also above 1. These indexes prove that factor 
analysis for these variables is accepted. The result is presented in the Table 4.2 and 4.3.
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Table 4.2: Factor analysis for behavioral variables and investment performance
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As shown in the Table 4.2, the variables of herding, heuristics, prospect, and market are grouped into 
only one respectively related factor. Some of the variables that are less than 0.5 have been removed and 
these results illustrate the influence of individual behavior in investment decision. Over confidence and 
Anchoring Bias from heuristics and Loss aversion and Regret aversion from prospect theory have more 
influence than any other variables in these factors. This supports hypothesis H1 that states the behavioral 
variables that influence the investment decisions of individuals are theoretically formed into four groups 
known as herding, prospect, market, and heuristic. Accordingly, there are four behavioral factors that 
impact the investment decisions of individual investors at the Nepal Stock Exchange. In the herding fac-
tor, all four original variables (X21 to X24), all in market variable (X18 to X20), two out of seven prospect 
items (X13 to X16), four out of ten heuristics variables (X6, X8 to X10, and all the variables of investment 
performance (Y1, Y2 and Y3) are accepted by factor analysis.
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Table 4.5: The results of Cronbach’s Alpha

4.3 Reliability Analysis
In this part, Cronbach’s alpha is calculated to test the reliability of the items included by factors in the 
above analysis. The Cronbach’s alpha is interpreted as a coefficient alpha and its value ranges from 0 to 1. 

Table 4.5 presents the consistency of the items of each factor calculated using Cronbach’s alpha whose 
all factors are greater 0.6. Therefore, the results of reliability analysis confirmed that consistency is at an 
acceptable level for each factor: Herding, Prospect, Market, Overconfidence and Anchoring, and Invest-
ment Performance are reliable enough to follow further analysis. 



The International Research Journal of Management Science Vol. 6 No. 1 Decemb er 2021             |        ISSN (P) 2542-2510      |     ISSN (E) 2717-4867

7International Research Journal of Management Science 1International Research Journal of Management Science 765

4.4 Impact Levels of Behavioral Factors on the Individual Investment Decisions and Scores 
of Investment Performance
The impact levels of behavioral variables on the investment decisions are identified by calculating the 
values of sample mean of each variable. Mean values that are 1-1.80 shows that the variables have very 
low impact, mean values from 1.81 to 2.60 shows that the variables have low impacts, 2.61 to 3.40 show 
moderate impacts. Similarly, mean values from 3.41 to 4.20 show high impact and mean 4.21 to 5 show 
very high impact.

4.5.1 Impact of Heuristics on Investment Decision
Table 4.6: Impact of Heuristic Variables on the investment decision-making

Table 4.6 shows that anchoring has a high impact on individual investment decision making where 
investors rely on their previous stock prices in the market for their next investment with mean of 3.81. 
Overconfidence also has a high impact on investment decision making with average mean of 3.7. Indi-
viduals are highly confident on their own investment opinion over information from other sources, and 
believe they are experienced in it and can outperform the market.
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4.5.2 Impact of Prospect Variables on the investment decision making

In the dimension of Prospect, loss aversion and regret aversion have their representative variables in-
fluencing the decision making of investors’ stock investment. Individual investors at NEPSE have loss 
aversion (X13 to X15), and regret aversion (X16) at high degree, with the mean of each variable of 3.89 
and 3.91 respectively. Especially, the investors have a high tendency of becoming more loss averse with 
increase in their losses and are more concerned of losses than gain.

Table 4.8 reveals that market factor impacts on the investment decision making of individual investors 
at very high rate with means 4.22, 4.27 and 4.33. This means the individuals tend to consider the infor-
mation of stock market: general information, past trends of stock price and current stock price changes 
very carefully before making their investment decision.

4.5.3 Impacts of Market Variables on the investment decision making
Table 4.8: Impacts of Market Variables on the investment decision-making
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4.5.4 Impact of Herding Variables on the investment decision making
Table 4.9 Impacts of Herding Variables on the investment decision-making

As shown in Table 4.9, individual investors at NEPSE follow highly of the other investors’ trading deci-
sions. They tend to consider others’ behaviors of choosing types of stock (X21, mean = 4.10) more than 
other herding behavior. Stock volume for trading (X22) is also high at mean 3.82. Similarly, the investors 
moderately follow others’ decisions of buying and selling stocks with mean 2.65. Moreover, herding ef-
fect tends to impact quickly on other’s decisions of stock investment with the mean of 2.66.

In conclusion, the behavioral variables support hypothesis H2 as of four factors: Heuristics, Prospect, 
and Herding have high to moderate impacts on individual investors’ decision making at NEPSE. 
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4.5.5 Investment Performance 
Table 4.10: Investment performance

Table 4.10 shows individual investors’ expectations have moderate investment return rates in comparison 
to their expectations (Y2) with mean 3.07 and the average return rate of the market is highest (Y3) 
with mean 3.79. Moreover, they are not yet felt fully satisfied with their investment decisions (including 
selling, buying, choosing stocks, and deciding the stock volumes) in the recent year with moderate mean 
of 3.35 (Y1). Therefore, the investment performance could be improved by considering the influences of 
behavioral factors.

4.6 Influence of Behavioral Factors on the Individual Investment Performance
In this section, Structural Equation Modeling (SEM) is used to portray relationships among the variables 
by combining multiple regression and factor analysis to one model. The structural model fit is very good 
with GFI= 0.952; TLI = 0.96; CFI = 0.963; RMSEA = 0.05, and CMIN/df = 1.4. These indexes indicate a 
strong predictive validity of the model for the surveyed data. The more detailed tables of SEM done by 
AMOS are presented in the Appendix C.
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Figure 4.2 gives the estimates of factor loadings, regression weights between variables as well as the 
variances of each variable explained by the other variables. In the model, four factors are explored to 
have impacts on Investment Performance: Herding (including X21, X22, X23, and X24), Prospect (X14, 
X14, X15 and X16), Market (X18, X19 and X20) and Heuristic (including X6, X8, X9 and X10). 
The factor loadings between each factor and its variables are all over 0.5 that ensures the convergent 
validity of data measurements. The heuristic behaviors which are related to Overconfidence and 
Anchoring Bias have the highest positive and significant impact on the investment performance 
with the regression estimate of 0.27 (sig. = 0.01). The herding behaviors also influence positively and 
significantly on the investment performance with the regression estimate of 0.03 (sig.= 0.04) while the 
prospect behaviors including Loss aversion and Regret aversion give the negative but significant impact 
on the investment performance with the regression estimate of -0.17 (sig.= 0.01). Market has positive 
and significant influence with regression estimate of 0.12 (sig = 0.000). All these behaviors can explain 
12% of the variance of the individual investors’ performance. 

The results given by SEM supports the hypothesis H3 that mentions that all behavioral factors have 
significant impacts on the investment performance as all factors of market and heuristic are believed 
to have positive influences while herding has low influence on investment performance while prospect 
factor have negative influence.

Figure 4.2: Structural Equations Modeling for Behavioral Factors and Investment Performance

The results of SEM done by AMOS are presented in the Figure 4.2.
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5. Conclusion
This study supports the view that the behavior of the institutional investors is affected by various factors. 
It found that there are four behavioral factors that impact the investment decisions of individual investors 
at NEPSE: Heuristics, Prospect, Market and Herding. Heuristics contain two major variables known as 
Overconfidence and Anchoring Bias, Prospect possess Loss and Regret Aversion Variables, Market refers 
to market information and herding include choice of trading stocks, volume of trading stocks, buying, 
and selling of stocks. More specifically, Herding (Overconfidence-Anchoring), Market, Prospect have 
high impact on individual investors decision making. However, type of stock and reaction to others 
decision has a lower impact than any other in the herding factor.

Individual investors were seen to be confident of their investments but risk averse doing potential losses. 
They rely highly on information available in the market about stock prices and base their decisions 
on market factors greatly. Herding behavior is existent when making investment decisions especially 
related to buying and selling of stocks. Furthermore, Heuristics and Market has shown higher positive 
correlation to investment performance with herding following at low levels. However, prospect variable 
has negative correlation to the investment performance which can be explained by hasty decision after 
gains to result in poor decisions. Most of the findings are consistent with those of studies (Tetlock (2007), 
Vaidya (2021), Pandit, (2021) Sattar, Toseef, and Sattar, (2020)), carried out in the major economies. 
However, the sub behavioral factors are seen to vary according to economies when compared. It is 
recommended to study further on the relation between the type of economies and the numerous sub-
categories of behavior shown in them. 

6. Limitations and future implications
This study was conducted using a 5-point Likert scale to measure the behavioral factors impact on 
investment decision and performance. It is essential to have further research to confirm the findings of 
this research by using a different Likert scale measurement to compare the findings and diversify the 
knowledge. Larger sample size research should be taken to generalize the sample findings to population 
and diversify the respondents. Human mind is complex to understand, and their reaction depends 
completely on the current situation which limits the true correct intention while answering the questions 
in the Likert scale during the study. So, researchers are suggested to take this into light for further analysis.
Similarly, this study comprised only individual investors at NEPSE, however, future research could be 
conducted after using institutional investors (such as broker house, banks, and security companies) 
behavior pattern who equally carry more information about the impacts of financial behaviors on the 
Nepalese security market. Factors such as cultural differences, financial ability, and economy types could 
be taken into consideration for expanding the horizon of this area.
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