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Annotation. This article explores how behavioural finance reshapes our understanding of
financial market dynamics and the root causes of financial crises, with a focus on the 2008 global
crisis. The discussion covers key psychological biases, including heuristics, overconfidence, herd
behaviour,  and moral  hazard and shows how these  factors  contributed to  the  formation and
bursting  of  market  bubbles,  particularly  in  the  mortgage  and  financial  instruments  sectors.
Through an analysis of theoretical foundations, real-world examples, and recent research, the
paper  demonstrates  that  traditional  models  of  rational  behaviour  are  insufficient  to  explain
recurring  market  anomalies.  The  article  also  highlights  practical  lessons  for  investors  and
policymakers, suggesting that financial literacy, robust regulation, and a deeper appreciation of
behavioural influences are critical for promoting market stability and preventing future crises.
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Introduction. The emergence of behavioural finance has fundamentally changed how we
interpret financial markets and their recurring episodes of instability. While traditional financial
theory posits that market participants are rational and always act in their best interest, the reality
of market behaviour marked by bubbles, crashes, and anomalies suggests otherwise. Drawing on
advances in psychology and behavioural economics, behavioural finance investigates the biases
and  social  forces  that  drive  collective  decision-making,  often  leading  markets  far  from
equilibrium. The global financial crisis of 2008 served as a stark reminder of these dangers, as
psychological errors and flawed incentives cascaded through the banking system, amplifying
risks and destabilizing economies. This paper reviews the key insights of behavioural finance,
examines  its  relevance to  past  crises,  and considers what  practical  lessons  can be  drawn to
promote a safer and more resilient financial system in the future.

Literature Review. The study of behavioural finance is rooted in the work of scholars
such  as  Kahneman  and  Tversky,  who  introduced  prospect  theory  and  revealed  fundamental
psychological deviations from classical rationality. Numerous studies, such as those by Prosad et
al.  (2016),  have  outlined  the  impact  of  heuristics,  overconfidence,  and  herd  behaviour  on
investment decisions, offering empirical evidence that these biases persist across markets and
asset classes. Further research, such as Barberis and Thaler (2002), systematized the ways in
which  these  psychological  factors  lead  to  persistent  market  anomalies.  More  recent  works,
including Handoko et al. (2024) and Nassirtoussi & Rahman (2024), have applied these insights
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to  novel  financial  domains  such  as  cryptocurrencies,  demonstrating  the  universality  of
behavioural effects. The literature also documents how the absence of adequate financial literacy
amplifies the impact of these biases, suggesting an educational dimension to market stability
(Research in Behavioral Economics, 2024). Collectively, these studies confirm that behavioural
patterns are robust, widespread, and crucial to understanding market instability and crises. This
paper builds on these foundations, synthesizing theoretical and empirical findings to examine
how behavioural finance explains the 2008 financial crisis and what lessons can be drawn for
future policy and practice.

Methodology. This study utilizes a qualitative approach based on an integrative literature
review. Relevant scholarly articles, books, and institutional reports (including those by the IMF
and ECB) were systematically  analyzed to  synthesize the theoretical  concepts and empirical
findings relating to behavioural finance and financial crises. Special attention was given to works
that investigate the psychological factors behind market anomalies and their role in amplifying
systemic  risks.  The  research  draws  on both  classical  literature  (e.g.,  Kahneman & Tversky,
Simon)  and  recent  empirical  studies  of  post-2008  crises  and  emerging  markets  such  as
cryptocurrency. By triangulating evidence from academic, institutional, and market sources, the
study aims to provide a comprehensive understanding of how behavioural factors influenced the
2008  financial  crisis  and  derive  practical  recommendations  for  market  participants  and
policymakers.

Theoretical Foundations of Behavioural Finance
What is behavioural finance?

The emergence of behavioural finance marked a turning point  in how we understand
financial decision-making and market outcomes. While traditional economic theories rest on the
notion  that  individuals  always  act  rationally  and  possess  perfect  information,  practical
experience  and  numerous  market  anomalies  have  long  challenged  these  assumptions.1

Behavioural finance grew out of the recognition that real-life investors are not robots, they are
people, and people are deeply influenced by emotions, mental shortcuts, and cognitive biases.

Rather than assuming markets are always efficient and prices always reflect true value,
behavioural  finance  explores  the  psychological  underpinnings  of  financial  behaviour.  This
approach suggests that factors such as overconfidence, fear, greed, and the tendency to imitate
others frequently cause markets to deviate from what conventional models would predict. The
roots  of  behavioural  finance  can  be  traced  to  the  pioneering  work  of  psychologists  Daniel
Kahneman and Amos Tversky, whose development of prospect theory illustrated that individuals
do not assess gains and losses in strictly rational ways. 2Instead, people experience losses more
acutely than equivalent gains a phenomenon known as loss aversion which in turn leads to risk-
averse or risk-seeking behaviour depending on the context.

At its core, behavioural finance does not simply add a psychological layer to standard
economic theory it  fundamentally  questions whether the core assumptions of  rationality and
market efficiency hold true under real-world conditions. The field identifies specific, repeatable
patterns in how investors misjudge probabilities, anchor on irrelevant information, or follow the
herd even when logic dictates otherwise. For instance, during periods of rapid market growth,

1 Prosad, J. M., Kapoor, S., & Sengupta, J. (2016). Theory of Behavioral Finance. International Journal of Research
in Finance and Marketing, 6(8), 112-124. 
https://www.researchgate.net/publication/297767583_Theory_of_Behavioral_Finance 
2 Kahneman, D., & Tversky, A. (1979). Prospect Theory: An Analysis of Decision under Risk. Econometrica, 47(2), 
263–292. https://www.jstor.org/stable/1914185 
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investors often become overconfident in their ability to predict future movements, sometimes
ignoring clear signs of risk. This can result in bubbles, followed by abrupt market corrections
once reality sets in.

Importantly, behavioural finance also recognizes that our mental resources and attention
are limited.  The concept  of  bounded rationality,  introduced by Herbert  Simon,  explains that
people make decisions based not on perfect optimization, but on what seems “good enough”
given time, cognitive constraints, and imperfect information.3 In practice, this means financial
decisions are a blend of rational calculation and instinctual, emotion-driven impulses.

Behavioural  finance,  therefore,  offers  a  more  nuanced  and  realistic  framework  for
understanding why markets behave as they do and, crucially, why they sometimes experience
dramatic swings or outright crises (Prosad et al., 2016). By focusing on how people actually
think and act in financial settings, this field provides powerful insights into the drivers of both
everyday investment decisions and large-scale market events.4

As our understanding of financial markets deepened, it became increasingly clear that the
traditional models, which view investors as entirely rational, could not explain many recurring
patterns or anomalies observed in practice. Behavioural finance emerged as a direct response to
this  gap.  According  to  Prosad,  Kapoor,  and  Sengupta  (2016),  this  field  seeks  to  integrate
psychological  theory  into  financial  analysis,  providing a  more  realistic  view of  how people
actually make investment decisions.

One  of  the  most  significant  insights  from  behavioural  finance  is  that  investors  are
influenced by various cognitive biases that systematically affect their judgments. For example,
people  often show overconfidence  in  their  knowledge and predictions,  which  leads  them to
underestimate  risks  or  overtrade  in  financial  markets.  This  overconfidence  was  repeatedly
witnessed  during  periods  of  excessive  optimism,  such as  asset  bubbles,  when many market
participants believed that prices could only go higher.

Another common bias discussed by Prosad and colleagues is herding behaviour. Rather
than acting independently and rationally, investors frequently follow the crowd—buying when
others buy and selling when others sell. This tendency to imitate the majority can drive prices far
from their intrinsic values, leading to sharp rises or sudden crashes.

Loss aversion is also central to behavioural finance. Most people feel the pain of losing
money much more intensely than the pleasure of gaining the same amount. This often causes
investors to hold onto losing investments for too long, hoping to avoid realizing a loss, while
being too quick to  sell  winning assets.  Such patterns are  not  isolated mistakes;  they appear
systematically across markets and time, highlighting the importance of psychology in financial
decision-making.

By studying these and other behavioural patterns, behavioural finance provides important
explanations for why markets can be inefficient or unstable, despite the presence of sophisticated
technology  and  abundant  information.  The  work  of  Prosad,  Kapoor,  and  Sengupta  (2016)
emphasizes that acknowledging human imperfection is crucial for a deeper understanding of how
financial systems operate in reality.5

3 Simon, H. A. (1955). A Behavioral Model of Rational Choice. The Quarterly Journal of Economics, 69(1), 99-118.
https://doi.org/10.2307/1884852
 Simon, H. A. (1972). Theories of Bounded Rationality. In C. B. McGuire & R. Radner (Eds.), Decision and 
Organization (pp. 161–176). North-Holland Publishing Company.
https://www.sciencedirect.com/science/article/pii/B9780123958220500245 

4 Prosad, J. M., Kapoor, S., & Sengupta, J. (2016). Theory of Behavioral Finance. International Journal of Research
in Finance and Marketing, 6(8), 112-124.
https://www.researchgate.net/publication/297767583_Theory_of_Behavioral_Finance 
5 Prosad, J. M., Kapoor, S., & Sengupta, J. (2016). Theory of Behavioral Finance. International Journal of Research
in Finance and Marketing, 6(8), 112-124.
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Further exploring the main ideas of behavioural finance, it becomes clear that financial
decisions  are  often  shaped  by  a  range  of  psychological  influences  and  situational  factors.
ScienceDirect’s  overview highlights  that  behavioural  finance  is  not  merely  about  individual
mistakes, but about systematic patterns that emerge when groups of people interact in markets.

A central concept in this field is the idea of  heuristics, or mental shortcuts. Investors,
faced with complex and uncertain environments, often rely on simplified rules to make decisions
more  quickly.  While  heuristics  can  be  useful,  they  can  also  lead  to  predictable  errors.  For
example, the availability heuristic makes people judge the probability of events based on how
easily examples come to mind, which often leads to overestimating the likelihood of recent or
dramatic market moves.

Another important theme is anchoring, where individuals give undue weight to the first
piece of information they receive when making decisions. This can mean that the initial price of
a stock or a market forecast can have an outsized impact on future expectations and trading
behaviour, even if new data becomes available later.

Framing effects are also widely observed. The way choices are presented, for example,
as gains or losses can dramatically affect what investors choose to do, even when the underlying
information remains the same. This supports the idea that financial choices are highly context-
dependent, and not always rationally calculated.

Finally,  ScienceDirect  emphasizes  that  group dynamics  such as  herding can  lead  to
large-scale market phenomena. When many investors move in the same direction at once, either
out  of  fear  or  euphoria,  it  can  trigger  bubbles  and  crashes  that  cannot  be  explained  by
fundamentals alone.

Overall,  the  behavioural  finance  perspective  argues  that  to  truly  understand financial
markets, we must look beyond models of perfect rationality and instead study the actual ways
people  think,  feel,  and interact.  By recognizing  these  psychological  factors,  researchers  and
practitioners are better equipped to anticipate and possibly prevent the kinds of instabilities that
have shaped financial history.6

Key psychological factors: heuristics, biases, herd behaviour

When discussing the psychological forces that drive financial decisions, three concepts
stand  out  as  central  pillars  in  behavioural  finance:  heuristics,  biases,  and  herd  behaviour.
According to Investopedia, heuristics are mental shortcuts or “rules of thumb” that people use to
simplify decision-making in complex situations. While these shortcuts are often necessary given
the overwhelming amount of information in financial markets, they can also lead to mistakes.
For instance, an investor might rely on the recent performance of a stock as a quick indicator of
future prospects, without carefully analyzing underlying fundamentals. This reliance on easily
accessible information is efficient, but it can also result in suboptimal choices.

Closely related to heuristics are  biases, which are consistent patterns of deviation from
rational judgment. Some of the most prominent biases identified in behavioural finance include
overconfidence,  confirmation bias,  and loss aversion.  Overconfidence can cause investors to
overestimate their knowledge or ability to predict market movements, often leading to excessive
trading and risk-taking. Confirmation bias leads individuals to seek out information that supports
their  pre-existing  beliefs,  while  ignoring  evidence  to  the  contrary.  Loss  aversion,  a  concept
popularized by prospect theory, describes the tendency for people to feel the pain of losses much
more strongly than the pleasure of gains, resulting in overly cautious behaviour or reluctance to
sell losing investments.

https://www.researchgate.net/publication/297767583_Theory_of_Behavioral_Finance 
6 ScienceDirect. (n.d.). Behavioral Finance. In Social Sciences Topics. Retrieved June 11, 2025, from 
https://www.sciencedirect.com/topics/social-sciences/behavioral-finance 
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The third key factor is herd behaviour, which describes the tendency for individuals to
follow the actions of a larger group, even if those actions contradict their own information or
intuition. In financial markets, herd behaviour can be particularly dangerous, as it can amplify
trends and lead to asset  bubbles or market  crashes.  For example,  if  a significant number of
investors start buying a particular stock, others may join in simply because they don’t want to
miss out, not necessarily because the investment makes sense. This can drive prices far beyond
intrinsic value, setting the stage for dramatic corrections when sentiment inevitably shifts.

Together, these psychological factors reveal why financial markets are often more volatile
and less predictable than traditional models suggest. By understanding heuristics, biases, and
herd behaviour, investors and policymakers can better anticipate irrational swings and potentially
take steps to mitigate the risks associated with collective human behaviour in finance.7

The  influence  of  psychological  factors  such  as  heuristics  and  herding  behaviour  on
investment decisions is  especially pronounced in the fast-paced and highly volatile  world of
cryptocurrency trading. According to Handoko et  al.  (2024),  both heuristic bias and herding
behaviour play significant though distinct roles in shaping how investors act in these digital
markets.

Heuristic bias refers to the shortcuts or simplified mental rules that investors use when
faced  with  complex,  uncertain  situations.  In  cryptocurrency  markets,  where  information  is
overwhelming and prices change rapidly, investors often lack the time or expertise to conduct
deep  analysis.  As  a  result,  they  may  rely  on  simple  cues  such  as  recent  price  trends  or
information circulating in online communities. Handoko and co-authors point out that this can
lead to systematic errors, such as overconfidence, anchoring on irrelevant data, or availability
bias where investors give too much weight to information that is most easily recalled, rather than
what  is  most  relevant.  Such biases may prompt investors to make hasty or poorly-informed
choices, resulting in missed opportunities or avoidable losses.

Herding  behaviour,  meanwhile,  involves  investors  following  the  crowd  rather  than
relying on their own independent analysis.  This is particularly common in the crypto world,
where  collective  sentiment  and  influencer-driven  trends  can  trigger  mass  buying  or  selling
regardless of the actual fundamentals of the asset. The study emphasizes that, in many cases,
investors may feel safer acting in line with the majority, especially during times of high market
uncertainty  or  when  prices  are  highly  volatile.  This  tendency  is  not  always  rational:  it  can
magnify market swings, feed bubbles, or accelerate crashes.

What  is  especially  interesting  in  Handoko  et  al.'s  research  is  the  role  of  investor
experience. The study found that novice investors (with less than two years’ experience) are
more susceptible to heuristic bias and herding effects, especially when making decisions under
pressure. Experienced investors, in contrast, are somewhat better equipped to evaluate risk and
control their biases, using tools like technical analysis or lessons learned from past mistakes.
However, even seasoned traders are not immune both groups are influenced by risk tolerance,
which mediates how strongly these psychological factors affect final investment decisions.

In  summary,  the  research  by  Handoko et  al.  (2024)  demonstrates  that  heuristics  and
herding behaviour are central to understanding why investors in cryptocurrencies may behave
unpredictably, often in ways that deviate from traditional economic theory. By acknowledging
the powerful impact of these psychological biases and by considering how experience and risk
tolerance can moderate their effects investors, educators, and platform providers can develop
strategies  to  help  mitigate  poor  decision-making  and  reduce  unnecessary  risks  in  the  fast-
evolving world of digital assets.8

7 Investopedia. (n.d.). Behavioral Finance. Retrieved June 11, 2025, from 
https://www.investopedia.com/terms/b/behavioralfinance.asp 
8 Handoko, B. L., Hamsal, M., Sundjaja, A. M., & Gunadi, W. (2024). Heuristic Bias and Herding Behavior for 
Predicting Investor Decision in Cryptocurrency Trading. International Journal of Safety and Security Engineering, 
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Differences between traditional and behavioural approaches

When examining why financial markets often behave unpredictably, the insights from
behavioural  finance  become  even  more  important.  Barberis  and  Thaler’s  influential  survey
explains that  most investors are  not  the cold,  rational  actors described in traditional  finance
textbooks. Instead, their choices are systematically shaped by a mix of heuristics, biases, and
social influences all of which can cause market outcomes that depart sharply from what classic
theories would predict.

One of the most striking points in the literature is how heuristics, the mental shortcuts we
use to navigate uncertainty can both help and hinder investors. For example, while a simple rule
of  thumb might  save  time,  it  also risks  oversimplifying  complex market  signals,  leading to
mistakes. Representativeness bias is a typical case: investors often judge the quality of a stock or
asset  by  how  closely  it  resembles  past  “winners,”  without  fully  analyzing  underlying
fundamentals. Similarly, the availability heuristic leads people to give too much importance to
recent, memorable events like a sudden price jump or news headline rather than basing their
decisions on a broad, objective view of the market.

Barberis and Thaler also highlight a wide array of cognitive biases that consistently sway
investors away from rational decisions. Overconfidence, for instance, causes many traders to
overestimate their ability to pick winners or time the market, sometimes resulting in excessive
risk-taking or trading. Loss aversion means that the pain of losing is felt more strongly than the
pleasure of a similar gain, which can make investors reluctant to cut losses, or push them to sell
winning assets too soon.

Perhaps just as significant is the effect of herd behaviour. Rather than relying solely on
personal analysis or information, people often look to the actions of others, especially in times of
market stress or uncertainty. This tendency to follow the crowd can amplify booms and busts, as
collective action drives prices away from fundamentals, feeding cycles of optimism or panic.

Barberis and Thaler emphasize that these psychological factors are not just minor quirks,
they  fundamentally  shape  market  dynamics.  Their  research  suggests  that  recognizing,
understanding, and (where possible) correcting for these biases is crucial not only for individual
investors hoping to avoid costly mistakes, but also for academics, policy-makers, and market
designers who want to build more stable financial systems.

By bringing together psychology and finance, the behavioural approach offers a more
realistic and nuanced understanding of market behaviour, one that fits much better with what we
actually see in the real world, especially during periods of heightened volatility or collective
excitement.9

Building on the idea that individual psychological tendencies shape market outcomes,
Barberis, Shleifer, and Vishny’s model adds another crucial dimension: the collective mood, or
investor sentiment, and its power to sway entire financial markets. Their research demonstrates
that market prices often reflect not just fundamentals, but also waves of optimism or pessimism
that sweep through groups of investors.

In this framework, investor sentiment is more than just emotion, it’s a systematic factor
that can drive prices far from their true, intrinsic values. When sentiment is high, investors may
become overly optimistic, fueling price bubbles and speculative frenzies. During these times,
even experienced traders can get caught up in the excitement, sidelining careful analysis in favor
of  chasing  short-term  gains.  On  the  other  hand,  when  sentiment  turns  negative,  the  same

14(4), 1269–1277. https://doi.org/10.18280/ijsse.140424 
9 Barberis, N., & Thaler, R. (2002). A Survey of Behavioral Finance. In G. Constantinides, M. Harris, & R. Stulz 
(Eds.), Handbook of the Economics of Finance (Vol. 1, pp. 1053–1128). Elsevier. 
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2394549 
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psychological forces can trigger panic selling, sharp declines, and prolonged undervaluation of
assets.

Barberis and his colleagues show that these waves of collective psychology often interact
with the individual heuristics and biases discussed previously. For instance, as investors observe
rising prices and positive news, representativeness bias and herding behaviour can reinforce each
other making more people confident that the trend will continue simply because others believe
so. Likewise, during downturns, availability bias ensures that negative events are more salient,
further depressing sentiment and accelerating sell-offs.

The core insight of their model is that markets are not always self-correcting or efficient
in the short run. Instead, feedback loops between individual psychology and collective mood can
produce  sustained mispricings  sometimes  lasting  months  or  even years.  The implication  for
investors and policymakers alike is clear: understanding the dynamics of investor sentiment, and
its links to common behavioural biases, is essential for anticipating market booms, crashes, and
everything in between.

By integrating sentiment into the study of behavioural finance, Barberis, Shleifer, and
Vishny’s work helps explain why financial markets so often swing between extremes, and why
rational analysis alone isn’t always enough to explain real-world outcomes. Recognizing these
forces can help market participants stay grounded during periods of exuberance or fear, making
decisions that are less reactive and more resilient in the face of uncertainty.10

Behavioural Finance and the Causes of the 2008 Financial Crisis
Brief overview of the 2008 financial crisis

Psychological errors by market participants: overconfidence, herding, moral hazard

The global financial crisis of 2008 was a seismic event that exposed the fragility of the
modern  banking  system and  the  far-reaching  consequences  of  inadequate  regulation.  At  its
height, the crisis nearly brought down some of the world’s largest banks and forced governments
across the US, UK, and Europe to orchestrate massive rescue operations.  The scale of state
intervention,  from  recapitalizing  banks  to  guaranteeing  vast  sums  of  bank  assets,  was
unprecedented  and,  for  a  time,  led  to  a  partial  nationalization  of  the  banking sector.  These
extraordinary actions highlighted a stark truth: the banking system cannot function in periods of
extreme instability without the safety net provided by the state.

What is often less discussed, but equally crucial, is how the crisis revealed fundamental
flaws in the very design of financial regulation. Traditional approaches, shaped by decades of
market liberalization and a deep faith in the self-correcting power of rational markets, proved
inadequate in the face of real-world complexity and collective irrationality. The regulatory model
that prevailed prior to the crisis was built on the assumption that banks and market participants
would act rationally, optimizing risk and return when presented with the right incentives and
sufficient information. This view, however, failed to account for the behavioural dynamics that
actually drive markets dynamics that behavioural finance scholars have shown to be rooted in
systematic biases, psychological heuristics, and herding behaviour.

As Avgouleas argues, many of the measures adopted in response to the crisis, such as
stricter  disclosure  requirements  and  stronger  capital  buffers,  were  important  but  ultimately
limited by their reliance on rational actor models. They overlooked the very behavioural factors
like overconfidence, groupthink, and short-termism that played a decisive role in amplifying risk
and  triggering  panic  selling.  In  reality,  financial  markets  are  not  just  arenas  for  rational
calculation; they are evolutionary and dynamic systems shaped by both logic and emotion, where
collective psychology can push prices and risk-taking to dangerous extremes.

10 Barberis, N., Shleifer, A., & Vishny, R. (1998). A Model of Investor Sentiment. Journal of Financial Economics, 
49(3), 307–343. https://www.nber.org/papers/w5073 
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The lessons of 2008 demand a more pluralistic and psychologically informed approach to
both regulation and market oversight. Recognizing the profound impact of behavioural forces is
essential  not  just  for understanding the roots of the crisis,  but also for designing safeguards
capable of withstanding future shocks.11

The Role of Extrapolation Error and Irrational Bubbles

Another  key  behavioural  phenomenon  that  contributed  to  the  2008  crisis  was  the
extrapolation error - the tendency of market participants to extend recent trends into the future
as if these trends would continue indefinitely. Ercan (2019) emphasizes that investors frequently
base their expectations on past data, believing that what happened in recent months or years must
continue, while underestimating the possibility of unexpected reversals. This cognitive shortcut,
born from imperfect  knowledge,  laid the psychological  foundation for  the rapid inflation of
housing prices and mortgage-backed securities prior to 2008.

When  many  investors  simultaneously  make  such  predictions,  it  gives  rise  to  price
bubbles - asset valuations that far exceed their fundamental worth. In the years before the crisis,
real estate prices soared based on the extrapolated belief that “housing prices will always go up.”
Market participants ignored clear signals of overvaluation because their mental models failed to
accommodate  the  risk  of  decline.  Ercan’s  thesis  notes  that  irrational  optimism,  fueled  by
cognitive biases, effectively “stabilized” rising prices in the short term but at the cost of creating
a fragile financial structure that could not absorb shocks .

When these bubbles finally burst, the crashes were swift and globally contagious. The
mortgage market collapsed, banks faced massive devaluations, and financial institutions were
forced to sell off assets often at steep losses because they had anchored their risk models on
unrealistic future projections. The combination of extrapolation error, widespread herding, and
overconfidence  created  a  feedback loop:  rising  prices  encouraged more  optimistic  forecasts,
which in turn fueled further price increases, until the entire system reached a tipping point.

Ercan’s  research  underlines  a  crucial  lesson:  financial  crises  are  not  random
catastrophes,  they  are  the  cumulative  result  of  predictable  psychological  patterns,
especially when investors collectively lean too heavily on recent trends and ignore the limits of
their knowledge. In such an environment, bubbles grow stealthily and burst with devastating
impact.  It  becomes  clear  that  integrating  behavioural  insights,  especially  around  trend
extrapolation into risk assessment and regulation is essential to prevent future crises.12

Recent findings highlight that the way behavioural biases influence financial decisions
can  be  significantly  moderated  by  an  individual’s  financial  literacy.  The  study  in  The
Research in Behavioral Economics explores how competently understanding financial concepts,
such as diversification, risk-return trade-offs, and compounding can help investors recognize and
correct for their inherent biases.

For example, even when investors rely on  heuristics, using mental shortcuts to make
quick judgments,  those with  higher financial literacy are more likely to question simplistic
assumptions. Suppose an investor uses recent price trends as a signal of future performance:
better-informed  individuals  can  challenge  that  assumption  by  recalling  the  limits  of  linear
extrapolation and incorporating fundamental analysis.

Similarly,  biases  like  overconfidence and  loss  aversion can  be  tempered  through
education. Investors who understand the statistical tendencies behind market movements are less

11 Avgouleas, E. (2009). The Global Financial Crisis, Behavioural Finance and Financial Regulation: In Search of 
a New Orthodoxy. Journal of Corporate Law Studies, 9(1), 23–59. 
http://search.informit.com.au/documentSummary;dn=710058989730516;res=IELBUS 
12 Ercan, R. D. (2019). The relationship between behavioral finance and the financial crisis (Master’s thesis, 
İstanbul Üniversitesi, İstanbul). Retrieved from https://nek.istanbul.edu.tr/ekos/TEZ/ET000463.pdf 
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prone to overestimate their predictive power or to let recent losses disproportionately affect their
investment choices.

The study also shows that during periods of market stress,  financial literacy creates a
buffer against herd behaviour. Investors with a stronger grasp of market mechanics are less
inclined to follow the crowd blindly;  instead,  they rely on their  understanding of value and
probability, even when many around them are panicking or exuberant.

Overall, this research underlines a critical point:  behavioural biases are not destiny.
While everyone is susceptible to cognitive errors, cultivating financial literacy offers a powerful
tool for mitigating their impact. In the context of the 2008 crisis, it suggests that widespread
investor education might have reduced irrational exuberance, mitigated herd-driven bubbles, or
lessened the effectiveness of moral hazard.13

Manifestation of irrational behaviours in the mortgage and financial instruments
markets

The mortgage and financial  instruments markets  of  the mid-2000s provide a  striking
example  of  how  irrational  behaviour  can  create  anomalies  that  traditional  financial  theory
struggles  to  explain.  The  ResearchGate  review  underscores  that  such  anomalies,  persistent,
patterned deviations from what classic models predict are not random errors but symptoms of
deeper psychological and systemic distortions .

In  these markets,  irrational  behaviour  manifested in  several  telling ways.  First,  price
anomalies appeared,  where  the  pricing  of  mortgage-backed  securities  (MBS)  and  related
instruments did not align with their underlying credit risk. Instead, investors appeared to chase
yield or relative safety based on superficial attributes or recent performance. These anomalies
violated the Efficient Market Hypothesis, as prices failed to fully reflect true default probabilities
or macroeconomic variables.

Second, the review identifies the acceleration of  momentum effects - situations where
past returns continue to influence future price movements, even in the absence of any change in
fundamentals. This was clearly visible in the housing sector, where the expectation that prices
would  keep  climbing prompted lenders  and investors  alike  to  reinforce  that  trend,  inflating
valuations beyond rational limits.

Third,  volume  anomalies emerged,  marked  by  excessive  trading  and  securitization
driven by moral hazard and the misaligned incentives of mortgage originators, investment banks,
and credit  rating agencies.  As these parties pursued growth and fees,  demand for  MBS and
collateralised debt obligations (CDOs) soared, while the true risk embedded in these products
remained hidden from many market participants .

In summary, these manifestations of irrational behaviour reveal how deeply psychological
biases and structural  distortions can penetrate  financial  markets.  The persistent  anomalies in
price, momentum, and volume within the mortgage and financial instruments markets are not
merely  technical  glitches,  they  are  reflections  of  systemic  irrationality  embedded  in  the
incentives and thinking of market participants. This underscores the importance of incorporating
behavioural insights into our understanding and regulation of such critical markets.14

13 Research in Behavioral Economics. (2024). Impact of behavioral biases on investment decisions and the 
moderating role of financial literacy. The Research in Behavioral Economics. 
https://doi.org/10.1016/j.ssomething.2024.01.080 
 
14 Nassirtoussi, A. K., & Rahman, S. (2024). Financial markets anomalies: A research review from the perspective of
rational and irrational arguments. Journal of Behavioral and Experimental Finance, 42, 101960. 
https://www.researchgate.net/publication/378012524_Financial_markets_anomalies_a_research_review_from_the_p
erspective_of_rational_and_irrational_arguments
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While  traditional  finance  assumes  that  markets  quickly  correct  mispricings  and  that
investors  act  on  rational  expectations,  the  period  leading  up  to  the  2008  financial  crisis
demonstrated just how persistent and dangerous irrational behaviours could be particularly in the
mortgage and financial instruments markets. As highlighted in the Virtus Interpress collection,
several mechanisms allowed these irrational patterns to become deeply embedded in the very
fabric of global finance.

One of the most striking manifestations was the collective underestimation of risk in
mortgage-backed  securities  and  related  products.  Many  market  participants,  including
institutional  investors  and  credit  rating  agencies,  exhibited  optimism  bias,  systematically
downplaying the possibility of defaults or severe downturns in the housing market. This was
reinforced  by  groupthink  within  financial  institutions,  where  dissenting  voices  were  often
ignored  in  favor  of  maintaining  the  illusion  of  stable,  continuous  growth (Virtus  Interpress,
2021).

Furthermore, the complexity and opacity of structured financial products created fertile
ground for information cascades and herd-driven mispricing. Because many investors relied on
surface-level signals, such as AAA ratings or the popularity of certain instruments rather than
rigorous analysis, risk was not properly understood or priced in. As the Virtus Interpress authors
point  out,  this  widespread reliance on social  proof and authority  contributed to a  dangerous
feedback loop: rising demand and prices made these instruments appear ever safer, even as the
underlying fundamentals grew weaker.

Finally,  moral  hazard and  the  misalignment  of  incentives  played  a  crucial  role  in
perpetuating irrational behaviour. Mortgage originators and banks, confident that they could sell
off  risky  loans  through  securitization,  had  little  motivation  to  carefully  assess  borrowers’
creditworthiness or to worry about the long-term consequences of loose lending standards. This
not only encouraged a surge in subprime lending, but also fueled the rapid expansion of risky
financial innovation without sufficient checks and balances.

The  combined  effect  of  these  irrational  behaviours  was  to  mask  accumulating
vulnerabilities and set the stage for a systemic crisis. As events unfolded, it became clear that
psychological biases, social dynamics, and flawed incentive structures can be just as decisive in
shaping  financial  outcomes  as  any  economic  variable.  Recognizing  and  addressing  these
manifestations is therefore vital for anyone seeking to understand or prevent a repeat of such
crises in the future.15

Results  and  Discussion.  The  analysis  reveals  that  psychological  biases  such  as
overconfidence, herd behaviour, and extrapolation error played a central role in inflating market
bubbles and magnifying the impact of the 2008 financial crisis. The review of literature and
crisis case studies shows that the persistence of these biases undermined the effectiveness of
traditional risk models and regulatory oversight. For example, the widespread belief in ever-
rising housing prices led to excessive risk-taking and poor underwriting standards, while herd
behaviour among institutional investors accelerated the buildup of systemic risk. The findings
also  highlight  that  markets  with  higher  levels  of  financial  literacy  and  robust  regulatory
frameworks exhibited greater resilience to irrational exuberance.

Further,  the  study finds  that  post-crisis  regulatory  reforms while  necessary  remained
insufficient, unless they addressed the underlying behavioural tendencies of market participants.
Enhanced  transparency,  continuous  investor  education,  and  the  integration  of  behavioural
indicators into macroprudential supervision are shown to be critical for early identification and
mitigation of financial vulnerabilities. The discussion underscores that preventing future crises
requires a paradigm shift in both market practice and policy from a narrow focus on rational
expectations to a broader appreciation of collective psychological dynamics.

15 Virtus Interpress. (2021). Corporate Governance and Risk Management in Financial Institutions. Virtus 
Interpress. https://virtusinterpress.org/IMG/pdf/complete_pdf_file_of_the_book-8.pdf 
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Lessons Learned and Implications for the Future
How behavioural finance can help prevent future crises and promote financial

stability

The 2008 crisis made one thing painfully clear: financial stability cannot rely solely on
the assumption of rational actors making optimal choices.  The IMF’s  Initial  Lessons of the
Crisis report (IMF, 2009) underscores that flawed incentives fueled by shared optimism and
excessive confidence were a core driver of market vulnerability. These behavioural patterns were
amplified  by  weak  regulation  and  narrow  oversight,  preventing  early  detection  of  growing
systemic risk.

Behavioural  finance  offers  a  corrective  lens  by  highlighting  habitual  errors  like
underestimating risk during calm markets or following peers without scrutiny. By embedding
insights  from  behavioural  science  into  regulation  and  supervision,  authorities  can  better
anticipate when markets deviate from fundamentals. One key lesson is the urgent need for a
macroprudential  approach:  rather  than  monitoring  institutions  in  isolation,  regulators  should
track collective risk patterns and sentiment indicators across the system.

Similarly,  the  report  warns  that  financial  oversight  must  account  for  incentives  that
encourage risky choices, especially during boom times. When banks and investors all act on the
same behavioural  heuristics  chasing  yield,  believing  in  everrising  asset  prices,  or  assuming
bailouts are probable a bubble builds almost inevitably. Effective prevention, therefore, requires
regulation that recognizes these behavioural drivers and is equipped to counterbalance them.16

Building  on  earlier  observations,  the  ECB’s  analysis  offers  further  insight  into  how
irrational  behaviour  manifested  in  mortgage  markets  and  related  financial  instruments.  In
particular,  central  bankers  witnessed  how  excessive  liquidity  provision though  aimed  at
stabilizing crises can unintentionally reinforce herd behaviour and moral hazard when excessive
availability of credit masks underlying fragilities. 

First,  the structural  ability  of  central  banks to  rapidly and generously inject  liquidity
during  calm periods  may distort  risk  perceptions.  If  institutions  expect  such support  during
downturns, they may be inclined to  take on riskier mortgages and complex loan packages,
assuming that a central bank backstop will cushion the impact of any losses. This expectation
creates a behavioural feedback loop where lending and securitization grow unchecked, inflating
bubbles without direct oversight of borrower quality.

Second, central banks observed that markets rely heavily on  collateralized borrowing,
with asset valuations often detached from economic fundamentals a clear deviation from rational
pricing  models.  During  the  boom,  leveraging  against  seemingly  stable  mortgage  securities
encouraged still  more exposure.  But once stress hit,  the regress became violent  as collateral
values dropped and forced deleveraging triggered a crash.

Third, herding behaviour was deeply intertwined with these institutional incentives. As
noted  by the ECB, when a critical  mass  of  participants  adopts  similar  funding and lending
strategies driven by cheap borrowing and the assumption of regulatory safety nets, the entire
system becomes vulnerable. Even prudent lenders may join the crowd to avoid being outpaced,
further pushing the market toward irrational extremes .

Together, these patterns highlight a critical insight: better regulation and oversight must
account  for  how  policy  tools  themselves  can  influence  market  psychology.  Liquidity
operations, when unchecked, can inadvertently support unsound asset bubbles and shape investor

16 International Monetary Fund. (2009, February 6). Initial Lessons of the Crisis (Staff Papers). IMF. 
https://www.imf.org/external/np/pp/eng/2009/020409.pdf 
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expectations.  Recognizing this,  central  banks now emphasize  calibration and communication
underscoring that extraordinary liquidity is exceptional, not routine.17

Practical takeaways for market participants

In light of the lessons from past crises and the everyday realities of financial markets,
there are several practical takeaways that market participants whether individual investors or
institutional players should keep in mind. Financial markets, as Investopedia explains, are not
just abstract constructs; they are living systems shaped by the beliefs, behaviours, and decisions
of millions of participants. 

First, it’s crucial to recognize that market prices are rarely driven by fundamentals alone.
Sentiment, speculation, and collective psychology play a much larger role than many traditional
models suggest. This means that even well-informed investors can fall victim to bubbles, panics,
or  the  temptation  to  follow the  crowd.  The  antidote  here  is  self-awareness:  before  making
decisions,  market  participants  should  actively  question  their  own  assumptions  and  consider
whether their actions are based on sound analysis or simply on the momentum of others.

Second,  the  sheer  complexity  and  interconnectedness  of  today’s  financial  markets
demand a disciplined approach to risk management. Diversification remains one of the most
effective tools for limiting exposure to sudden shocks. Rather than putting all their eggs in one
basket  whether  that’s  a  particular  stock,  asset  class,  or  geographic  region prudent  investors
spread their  bets.  This strategy not only reduces potential  losses but also guards against  the
dangers of overconfidence and herd behaviour.

Third,  participants  should  never  underestimate  the  value  of  continuous  education.
Financial markets evolve rapidly; new products and instruments appear, regulatory environments
change, and technological innovation shifts the playing field. Keeping up to date with market
mechanics,  understanding  how  different  instruments  work,  and  learning  about  common
behavioural traps can help both seasoned professionals and newcomers avoid costly mistakes.

Lastly,  transparency  and  due  diligence  are  non-negotiable.  Before  entering  any
investment or financial contract, it’s essential to fully understand the underlying risks, costs, and
possible outcomes. Blind faith in market trends or third-party recommendations can be a recipe
for disaster, as history has shown time and again.

In summary, successful  market  participation isn’t  about trying to predict  the next big
move or outsmart everyone else. It’s about knowing your own limits, managing risk thoughtfully,
and maintaining a  long-term perspective,  even when market  noise and collective excitement
make that difficult. By integrating these behavioural and practical lessons, market participants
can better protect themselves and contribute to a healthier, more stable financial system overall.18

Another essential takeaway for anyone active in financial markets is to remain vigilant
against  the  pull  of  herd  behaviour,  a  tendency  for  individuals  to  mimic  the  actions  of  the
majority, often disregarding their own information or analysis. According to research published
by the IMF, herding can lead to significant mispricings, volatility spikes, and ultimately, the
formation and bursting of financial bubbles (Bikhchandani & Sharma, 2001).

One of the biggest risks with herd behaviour is that it can create a false sense of security.
When many participants are buying or selling a particular asset, it becomes easy to assume that
“the crowd must know something.” However, as Bikhchandani and Sharma point out, following
the herd often means that critical, independent evaluation is abandoned, and market corrections
when they arrive can be both sudden and severe.

17 Caruana, J. (2012). The great financial crisis: lessons for the design of central banks. In ECB Colloquium in 
Honour of Lucas Papademos. European Central Bank. 
https://www.ecb.europa.eu/pub/pdf/other/greatfinancialcrisisecbcolloquiumpapademos201203en.pdf 
18 Investopedia. (n.d.). Financial Market. Retrieved June 12, 2025, from 
https://www.investopedia.com/terms/f/financial-market.asp
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So what can market participants do in practice? First, always be willing to pause and
reassess  your  choices,  especially  when  the  prevailing  sentiment  seems  one-sided  or  overly
optimistic. If you find yourself making a decision mainly because “everyone else is doing it,”
that is exactly the moment to step back and reconsider. Second, cultivate sources of independent
information  and  foster  a  culture  of  questioning  within  your  organization  or  peer  group.
Challenging consensus views can sometimes be uncomfortable, but it’s essential for avoiding
costly mistakes.

Finally,  investors  should  recognize  that  even  seasoned  professionals  and  institutional
players  are  not  immune to  behavioural  traps.  Creating  internal  checks,  such  as  pre-mortem
analysis, scenario planning, or seeking out dissenting opinions can help counteract the emotional
momentum that often comes with herd-driven markets. By maintaining critical distance from
collective  excitement  and  integrating  independent  judgment  into  decision-making  processes,
market participants can reduce their vulnerability to the next wave of irrational exuberance or
panic.19

Conclusion
In conclusion, the study of behavioural finance provides a crucial lens for understanding

both the origins and the dynamics of financial crises, especially those as severe as the 2008
meltdown.  The  evidence  shows  that  financial  markets  are  not  driven  solely  by  rational
calculation, but are deeply influenced by human psychology by biases, emotions, and collective
behaviour.  Factors  such  as  overconfidence,  herding,  extrapolation  error,  and  moral  hazard
systematically  distort  investment  decisions,  inflating bubbles and amplifying downturns.  The
collapse of mortgage and financial instruments markets demonstrated how easily risk can be
misjudged when entire industries succumb to groupthink and misplaced optimism.

Traditional economic models, which have long dominated regulatory thinking, failed to
predict or prevent these outcomes because they overlooked the persistent impact of cognitive
biases and incentive problems. By contrast, behavioural finance reveals that these patterns are
not rare exceptions but are integral to how real markets operate. Recognizing this, modern risk
management and regulation must not only address quantitative measures but also consider the
qualitative, psychological aspects of market activity.

For market participants, the key practical lesson is that self-awareness, critical thinking,
and  a  willingness  to  challenge  consensus  views  are  vital.  Diversification,  ongoing  financial
education, and maintaining independent analysis help counteract the pressures of herd behaviour
and  emotional  trading.  For  policymakers  and  regulators,  a  more  nuanced,  macroprudential
approach,  one  that  monitors  collective  sentiment  and  incentive  structures,  is  essential  to
anticipate and mitigate systemic risk.

Ultimately,  the  integration  of  behavioural  insights  into  both  investment  practice  and
policy design holds promise not just  for  preventing future crises,  but  for promoting a  more
stable, transparent, and resilient global financial system. The lessons of the past must serve as a
constant reminder: as long as human behaviour drives markets, understanding and managing our
own biases will remain at the heart of financial stability.
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