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ABSTRACT 

 
Financial decision making has traditionally been analyzed through rational actor models, yet substantial evidence 

demonstrates that social and psychological factors systematically shape choices at individual and market levels. Cognitive 

biases, emotional responses, and social influences often lead to deviations from expected utility maximization with significant 

consequences for wealth accumulation, market stability, and policy effectiveness. This review examines these dynamics, 

grounded in prospect theory, social influence frameworks, and behavioral finance perspectives. Recognition of psychological 

and social drivers has driven transformations from purely rational models to integrated behavioral frameworks, from isolated 

individual analysis to socially embedded decision processes, and from static preference assumptions to context-dependent 

and emotionally influenced models. Specific mechanisms—including mental accounting, herding behavior, overconfidence, 

and social proof—explain patterns in investment, borrowing, and consumption decisions. Applications in retail investing, 

corporate finance, and policy design demonstrate both diagnostic value and intervention opportunities. Challenges of 

measurement, generalizability across cultures, and the difficulty of debiasing persist. Prospects center on personalized 

interventions, improved financial architecture that accounts for behavioral tendencies, and integration of social network 

analysis into market monitoring. The analysis concludes that incorporating social and psychological factors provides a more 

accurate and actionable understanding of financial behavior, enabling better-designed products, policies, and market 

structures. 
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1. INTRODUCTION 

Standard economic models assume that individuals make financial decisions by maximizing expected utility based on available 

information. However, extensive empirical research demonstrates that psychological biases and social influences 

systematically distort these processes, leading to suboptimal outcomes at both individual and aggregate levels [1]. Phenomena 

such as excessive trading, under-diversification, herding during market bubbles, and inertia in retirement saving cannot be fully 

explained by rational models alone.   

Social and psychological factors operate through multiple channels: cognitive limitations in processing complex financial 

information, emotional responses to gains and losses, and the influence of peers and social norms. These factors interact with 

market structures and institutional designs in ways that can amplify or mitigate their effects. Understanding these dynamics is 

essential for designing effective financial products, regulatory frameworks, and educational interventions.   

Grounded in prospect theory, social influence theory, and behavioral finance research, this review analyzes transformation 

pathways in theoretical and practical approaches, key applications across financial domains, and the challenges and prospects 

for incorporating behavioral insights into financial systems. It draws on evidence up to 2023 and maintains critical balance 

between the explanatory power of behavioral models and their limitations in prediction and intervention. 

 

2. The Theoretical Foundation of Social and Psychological Influences in Financial Decision Making 

 

2.1 The Connotation and Characteristics of Psychological and Social Influences in Finance   

 

Psychological influences in financial decision making encompass cognitive biases, emotional responses, and motivational 

factors that deviate from normative rationality. Social influences include peer effects, herding, social norms, and network-

based information transmission. Their defining characteristics include systematic rather than random deviations, context 

dependence, and interaction with institutional environments.   

Unlike purely informational or incentive-based explanations, these factors operate through mental processes and social 

mechanisms that are often automatic or subconscious. They produce predictable patterns such as loss aversion, overconfidence, 

and conformity that recur across different financial domains and populations [2]. 
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2.2 The Theoretical Logic of Biases and Social Dynamics in Financial Choices   

 

Prospect theory explains how individuals evaluate outcomes relative to reference points and exhibit loss aversion and 

diminishing sensitivity. Social influence theory describes how individuals look to others for information and validation, 

particularly under uncertainty. Behavioral finance integrates these insights to explain market anomalies that rational models 

cannot account for.   

An original extension proposed here is that social and psychological factors function as “decision architectures” that shape the 

construction of preferences rather than merely distorting pre-existing rational calculations. This logic implies that financial 

choices are not simply noisy versions of optimal decisions but are actively constructed through cognitive shortcuts and social 

interactions, making them amenable to architectural interventions that change the decision environment itself [3]. 

 

3. The Transformation Path of Approaches to Financial Decision Making 

 

3.1 Transition from Rational Actor Models to Behavioral Finance Frameworks   

 

Traditional finance assumed that market participants are rational, self-interested, and Bayesian updaters. Behavioral finance 

has integrated psychological evidence to explain systematic deviations and their market consequences. Specific concepts 

include prospect theory’s value and weighting functions, mental accounting, and self-control problems.   

The incorporation of behavioral insights has moved from the periphery of finance research to mainstream acceptance, 

influencing asset pricing models and corporate finance theories before 2023. This transition improves explanatory power for 

observed behaviors but introduces challenges in model tractability and out-of-sample prediction. Critical balance requires 

distinguishing between biases that are robust and those that are context-specific or culturally variable [1]. 

 

3.2 Transition from Individual to Socially Embedded Decision Processes   

 

Early behavioral finance focused primarily on individual-level cognitive biases. Growing recognition of social dynamics has 

expanded analysis to include peer effects, herding, and social network influences on financial choices. Specific mechanisms 

include informational cascades, social proof in investment decisions, and norm-based saving behavior.   

Research on retirement saving, stock market participation, and household debt has increasingly incorporated social influence 

variables before 2023. This transition reveals that many financial decisions are not made in social isolation but are shaped by 

observed behavior and perceived norms of relevant reference groups. Original insight: social embeddedness means that 

interventions targeting individual cognition may have limited effect if surrounding social environments continue to reinforce 

biased behavior [4]. 

 

3.3 Transition from Static Preferences to Context-Dependent and Emotionally Influenced Choices   

 

Traditional models assumed relatively stable preferences. Behavioral research has demonstrated that preferences are often 

constructed in the moment and heavily influenced by framing, emotional states, and immediate context. Specific phenomena 

include narrow framing, affective forecasting errors, and the impact of mood on risk tolerance.   

Experimental and field studies have shown how small changes in decision architecture—such as default options or presentation 

of information—can substantially alter financial choices. This transition supports the design of nudges and choice architecture 

but also raises ethical questions about manipulation and autonomy. Critical balance acknowledges both the potential for 

beneficial interventions and the risk of unintended consequences or exploitation [3]. 

 

3.4 Transition from Isolated Investor Behavior to Market-Wide Dynamics and Systemic Effects   

 

Individual biases were initially studied in isolation from market outcomes. Research has increasingly examined how 

psychological and social factors aggregate to produce market-level phenomena such as bubbles, crashes, and excess volatility. 

Specific mechanisms include feedback trading, herding driven by reputational concerns, and sentiment-driven price 

movements.   

Analyses of historical market episodes and high-frequency data have linked behavioral patterns to aggregate outcomes before 

2023. This transition highlights that individual biases do not necessarily cancel out in markets and can instead be amplified 

through social contagion and institutional incentives. An original insight is that systemic risk in financial markets has important 

behavioral and social components that complement traditional analyses focused on leverage and liquidity [5]. 

 

4. Applications of Behavioral and Social Insights in Financial Domains 

 

4.1 Application in Retail Investor Behavior and Portfolio Management   

 

Retail investors exhibit well-documented biases including overtrading, under-diversification, and disposition effects. 

Applications include robo-advisors that incorporate behavioral features, default investment options in retirement plans, and 
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educational interventions designed to counteract specific biases. Specific technologies include gamification elements and 

personalized feedback systems.   

 

Field experiments and platform data have shown that simple nudges can improve diversification and reduce excessive trading 

before 2023. These applications demonstrate practical value while highlighting that effects are often modest and context-

dependent. Challenges include sustaining behavior change over time and avoiding one-size-fits-all approaches [2]. 

 

4.2 Application in Corporate Finance and Managerial Decision Making   

 

Managers exhibit biases such as overconfidence in investment decisions, escalation of commitment in failing projects, and 

narrow framing in capital budgeting. Applications include debiasing training, structured decision processes, and governance 

mechanisms that counteract individual biases. Specific approaches include reference class forecasting and pre-mortem analysis.   

Research has linked managerial overconfidence to corporate investment patterns and merger activity. Interventions at the 

organizational level have shown promise in improving capital allocation decisions before 2023. Critical balance requires 

recognizing that some biases may serve adaptive functions in uncertain environments while still creating aggregate costs [6]. 

 

4.3 Application in Policy Design and Financial Education   

 

Behavioral insights have informed the design of retirement saving policies, consumer financial protection regulations, and 

financial literacy programs. Applications include automatic enrollment in pension plans, simplified disclosure formats, and 

just-in-time financial education delivered at decision points. Specific mechanisms include commitment devices and social norm 

messaging.   

Large-scale policy experiments have demonstrated that behavioral interventions can increase saving rates and improve debt 

management at relatively low cost. These applications have influenced regulatory approaches in multiple jurisdictions before 

2023. Challenges include scaling interventions while maintaining effectiveness and addressing the root causes of financial 

vulnerability rather than symptoms alone [7]. 

 

5. Challenges and Prospects of Incorporating Social and Psychological Factors 

 

5.1 Current Main Challenges   

 

Many biases are context-dependent and vary across cultures, making universal interventions difficult. Measurement of 

psychological constructs in real-world financial settings remains challenging. The persistence of biases over time and their 

interaction with learning and experience are not fully understood. Ethical concerns arise around paternalism and the potential 

for behavioral tools to be used for manipulation rather than welfare improvement. Finally, translating individual-level findings 

into effective market-level or policy interventions remains complex [4, 8]. 

 

5.2 Prospects for Future Development Trends   

 

Prospects include greater integration of big data and machine learning to detect behavioral patterns at scale and personalize 

interventions. Advances in neurofinance and physiological measurement may deepen understanding of emotional influences 

on decision making. Growth of fintech platforms creates opportunities for embedded behavioral design and continuous 

experimentation. Regulatory interest in protecting consumers from behavioral exploitation is likely to increase. 

Interdisciplinary collaboration between psychologists, economists, and computer scientists can improve both theory and 

application.   

An original forward-looking insight is the potential emergence of “behaviorally informed financial architecture” that designs 

markets, products, and institutions from the outset to accommodate documented psychological tendencies rather than assuming 

they can be educated or regulated away. 

 

6. Conclusion 

 

Social and psychological factors exert powerful and systematic influences on financial decision making that rational models 

alone cannot explain. The transition from purely rational frameworks to integrated behavioral approaches, from individual to 

socially embedded analysis, and from static to context-dependent models has substantially improved understanding of observed 

financial behavior. Applications in investing, corporate decisions, and policy demonstrate practical value while revealing 

implementation complexities.   

Significant challenges remain in measurement, cultural generalizability, ethical application, and scaling interventions. Progress 

requires continued interdisciplinary research, careful evaluation of interventions, and institutional designs that work with rather 

than against documented human tendencies. When financial systems are designed with realistic assumptions about how people 

actually make decisions, they can better support individual welfare and systemic stability. 
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