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The Role of Artificial Intelligence in Behavioural Finance and Investment 

Psychology 

 

Dr.T.Kiruthika, Assistant Professor, Department of Commerce (E-Commerce), 

Nallamuthu Gounder Mahalingam College, Pollachi, Tamilnadu 

Abstract 

Behavioural finance explores how psychological influences and cognitive biases affect the 

financial decisions of investors. With the advent of Artificial Intelligence (AI), the 

financial sector is undergoing transformative changes. AI offers new dimensions to 

understanding, predicting, and even influencing investor behaviour. This paper explores 

the intersection of AI with behavioural finance and investment psychology, highlighting 

how AI technologies like machine learning, natural language processing, and sentiment 

analysis are revolutionizing traditional investment approaches. The paper also addresses 

ethical considerations, the limitations of current AI systems, and future research directions 

in this emerging domain. 

 

1. Introduction 

Behavioural finance is a subfield of finance that combines psychology and economics to 

explain why investors often make irrational decisions. Traditional financial theories 

assume investors are rational and markets are efficient. However, evidence from real- 

world scenarios indicates that emotions, biases, and heuristics play a significant role in 

investment decision-making. 

In parallel, Artificial Intelligence (AI) has emerged as a powerful tool that can process vast 

datasets, detect patterns, and make predictions with high precision. The fusion of AI with 

behavioural finance has opened new avenues for understanding how people invest and 

how their behaviours can be modeled, corrected, or even influenced. This paper aims to 

examine how AI tools are being applied to decode investment psychology and enhance 

financial decision-making. 

2. Conceptual Background 

2.1 Behavioural Finance: Behavioural finance challenges the Efficient Market 

Hypothesis (EMH) by considering that human emotions and cognitive errors influence 

market outcomes. Prominent biases include: 

 Overconfidence bias: Investors overestimate their knowledge or ability. 

 Loss aversion: Investors fear losses more than they value equivalent gains. 

 Herd behaviour: Investors mimic the actions of a larger group. 

 Anchoring: Investors rely too heavily on the first piece of information received. 

These biases often lead to suboptimal investment decisions, creating market anomalies. 

2.2 Investment Psychology 

Investment psychology refers to the study of the emotional and cognitive factors 

influencing investor behaviour. Psychological profiling helps in understanding risk 

appetite, decision-making style, and response to market volatility. 

2.3 Artificial Intelligence 

AI encompasses technologies that simulate human intelligence. In finance, AI is used for: 

 Machine Learning (ML): Algorithms that learn from historical data. 
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 Natural Language Processing (NLP): Extracting meaning from textual data like 

news and social media. 

 Sentiment Analysis: Measuring public mood to predict market movements. 

3. The Intersection of AI and Behavioural Finance 

AI can mitigate the impact of human biases by providing data-driven insights. Its 

integration with behavioural finance has led to several practical applications: 

3.1 Prediction of Investor Behaviour: Machine learning models are trained on historical 

data to recognize patterns of irrational behaviour. These models can detect when investor 

sentiment diverges from rational expectations and alert financial advisors or investors 

accordingly. 

3.2 Automated Trading Based on Sentiment Analysis: NLP and sentiment analysis tools 

can process millions of tweets, news headlines, and analyst reports in real-time to gauge 

investor sentiment. AI-powered trading platforms like those developed by firms such as 

Bloomberg or RavenPack use this information to make trades that capitalize on public 

mood. 

3.3 Robo-Advisors with Behavioural Insights: Modern robo-advisors such as 

Betterment and Wealthfront integrate behavioural finance into their algorithms. They 

assess an individual’s risk profile, detect emotional biases, and adjust investment strategies 

accordingly. 

3.4 Personalization and Cognitive Profiling: AI enables the creation of cognitive 

investor profiles. Through pattern recognition, AI systems can adapt portfolio 

recommendations to individual behavioural tendencies, improving investment outcomes 

and satisfaction. 

4. Case Studies 

4.1 JPMorgan’s LOXM System: JPMorgan developed LOXM, an AI-based trading 

engine designed to optimize the execution of large trades. It uses historical trading data to 

predict market impact, helping avoid triggering adverse market reactions due to herd 

behaviour. 

4.2 BlackRock’s Aladdin: BlackRock's Aladdin (Asset, Liability, Debt, and Derivative 

Investment Network) uses AI to monitor risks and investor behaviour across global 

portfolios. It flags emotional trading patterns and uses behavioural metrics to guide 

portfolio adjustments. 

4.3 Robinhood and Gamification: While not always positively viewed, AI in trading 

platforms like Robinhood has been used to gamify investing. This shows how AI can 

exploit behavioural psychology to encourage frequent trading — raising ethical concerns 

about manipulation. 

5. Advantages of AI in Investment Psychology: Bias Detection: AI can detect when 

investors are falling into behavioural traps. 

 Real-time Insights: It provides dynamic, real-time analysis of market sentiment. 

 Personalization: Offers tailored advice based on individual psychological profiles. 

 Efficiency: Enhances the speed and accuracy of investment decisions. 

6. Challenges and Ethical Concerns: Despite its potential, AI also presents challenges 

when applied to behavioural finance: 
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6.1 Data Privacy and Manipulation: The use of personal data for cognitive profiling 

raises ethical concerns. AI could be misused to manipulate investor behaviour rather than 

correct it. 

6.2 Black-Box Algorithms : Many AI models, especially deep learning networks, function 

as black boxes. Their internal decision logic is opaque, making it difficult to assess the 

rationale behind predictions. 

6.3 Overreliance on Technology: Investors and advisors may become overly dependent 

on AI, ignoring human judgment and contextual knowledge that machines lack. 

6.4 Emotional AI Risks: AI systems capable of mimicking emotional responses (affective 

computing) might manipulate rather than mitigate psychological biases. Regulators need 

to monitor the use of such tools. 

7. Future Directions 

The convergence of AI and behavioural finance is still in its early stages. Future 

developments could include: 

 Neurofinance and AI: Integrating brain-computer interface data into AI systems to 

understand investor emotions in real-time. 

 Explainable AI (XAI): Enhancing transparency of AI decision-making for greater 

trust. 

 AI in Financial Education: Using AI-driven simulations to train investors to 

recognize and control biases. 

 Regulatory Frameworks: Establishing ethical standards and policies to govern the 

use of AI in investment psychology. 

8. Conclusion 

AI is transforming the landscape of behavioural finance and investment psychology. By 

recognizing and adjusting for cognitive biases, AI tools can enhance investor performance, 

support advisors, and stabilize markets. However, the integration of these technologies 

must be handled with care, ensuring transparency, privacy, and ethical use. As AI continues 

to evolve, its role in financial decision-making will become even more influential, making 

it essential for stakeholders to understand both its potential and its pitfalls. 
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