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Objective: The aim of the present study is to model the effects of volatility
and uncertainty in psychological errors on the collective decision-making of
investors in the Iranian capital market. Methodology: To test the hypotheses,
a sample consisting of 204 companies from those listed on the Tehran Stock
Exchange was selected using the systematic elimination method over a 5-year
period from 2018 to 2022. The research data were collected on a monthly
basis with a panel data approach and were analyzed using three multiple
linear regression models. These models were calculated using the
Exponential Generalized Autoregressive Conditional Heteroskedasticity
(EGARCH) and Threshold Generalized Autoregressive Conditional
Heteroskedasticity (TGARCH) methods, with the help of Excel 2016 and
Eviews13 software for statistical analysis. Findings: According to the results
of the statistical tests of the research hypotheses, the volatility of the
psychological error index and investors' trading behavior has a significant and
negative impact on abnormal stock returns. Additionally, the volatility of the
psychological error index has a significant and positive impact on the volume
and frequency of abnormal stock trades. However, the volatility of investors'
trading behavior has a significant and negative impact on the volume and
frequency of abnormal stock trades. Conclusion: The results of the analysis
of the EGARCH and TGARCH conditional heteroskedasticity models
indicate asymmetry in the influence of collective investment decisions from
past data and past volatility, which is consistent with the Prospect Theory that
claims positive and negative returns have different effects on investor utility.

Keywords: Efficient Market Hypothesis, Behavioral Finance, Behavioral
Biases, Expected Utility Theory, Prospect Theory.
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EXTENDED ABSTRACT
Introduction

Investor behavior in financial markets is often influenced by psychological biases and errors,
leading to decisions that deviate from rational expectations. This phenomenon is particularly evident
during periods of market volatility and uncertainty, where collective decision-making by investors can
result in significant market anomalies (Khan, 2023; Obeng, 2020). The Iranian capital market, like many
others, is subject to such influences, where behavioral biases can exacerbate market fluctuations and
impact stock returns. Behavioral finance, which studies the effects of psychological and social factors on
financial decisions, has gained prominence as it challenges the traditional Efficient Market Hypothesis
(EMH), suggesting that markets are not always rational and can be driven by investor psychology.

In recent years, the impact of psychological errors on collective decision-making in capital markets
has become a critical area of research, especially in emerging markets like Iran, where investor behavior
can be significantly influenced by socio-economic conditions and market sentiments (Chowdhury, 2023).
This study aims to model the effects of volatility and uncertainty in psychological errors on the collective
decision-making of investors in the Iranian capital market. By understanding these dynamics, the study
seeks to provide insights that can help mitigate the adverse effects of behavioral biases and improve market
efficiency.

Methodology

The study adopts a quantitative approach, focusing on the Tehran Stock Exchange (TSE) over a
five-year period from 2018 to 2022. A sample of 204 companies listed on the TSE was selected using a
systematic elimination method. Monthly data was collected and analyzed using three multiple linear
regression models, employing the Exponential Generalized Autoregressive Conditional
Heteroskedasticity (EGARCH) and Threshold Generalized Autoregressive  Conditional
Heteroskedasticity (TGARCH) methods. These statistical models were used to assess the impact of
psychological errors on abnormal stock returns, trading volume, and trading frequency. The data analysis
was conducted using Excel 2016 and Eviews13 software.

Findings

The analysis revealed significant findings regarding the impact of volatility and uncertainty in
psychological errors on investor behavior in the Iranian capital market:

Impact on Abnormal Stock Returns: The volatility of the psychological error index and investors'
trading behavior was found to have a significant and negative impact on abnormal stock returns. This
suggests that increased psychological biases during volatile periods lead to poorer investment outcomes,
reflecting irrational decision-making.

Impact on Trading Volume and Frequency: Interestingly, the volatility of the psychological error
index was found to have a significant and positive impact on the volume and frequency of abnormal stock



trades. This indicates that higher levels of psychological bias drive more active trading, possibly due to
overreaction or panic selling among investors.

Asymmetry in Investor Behavior: The EGARCH and TGARCH models demonstrated asymmetry
in the influence of collective investment decisions based on past data and past volatility. This finding
aligns with Prospect Theory, which posits that investors react differently to gains and losses, leading to
asymmetric market behaviors.

Discussion and Conclusion

The results of this study highlight the profound impact of psychological biases on collective
decision-making in the Iranian capital market. The significant negative impact of psychological errors on
abnormal stock returns underscores the detrimental effects of irrational investor behavior, particularly
during periods of market uncertainty. These findings are consistent with previous research that has shown
how cognitive biases can lead to suboptimal investment decisions and exacerbate market volatility (Khan,
2023; Obeng, 2020).

The positive relationship between psychological error volatility and trading activity suggests that
during periods of heightened market stress, investors are more likely to engage in reactive and often
irrational trading behaviors. This is particularly concerning as it can lead to increased market instability,
as seen in other emerging markets where investor psychology plays a crucial role in market dynamics
(Alamsyah et al., 2023).

The asymmetry in investor behavior, as revealed by the EGARCH and TGARCH models, further
supports the notion that investors' reactions to market movements are not uniform. This asymmetry, rooted
in Prospect Theory, indicates that investors are more sensitive to losses than gains, which can lead to
exaggerated market responses during downturns. This finding has important implications for market
regulators and policymakers, who need to consider these behavioral factors when designing interventions
to stabilize markets.

In conclusion, the study provides valuable insights into the role of psychological biases in
influencing collective decision-making in the Iranian capital market. By identifying the impact of these
biases on market outcomes, the research contributes to a better understanding of the behavioral dynamics
that drive market volatility. Future research should explore the effectiveness of behavioral interventions
in mitigating the negative effects of psychological errors on investor behavior, particularly in emerging
markets where these issues are most pronounced.
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