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ABSTRACT
This study aimed to explore the relationship between psychological biases and risk perception of investors. It employed primary data that was collected by using a questionnaire. The data was collected from individual investors and persons serving in Islamabad stock exchange, corporate offices, and other institutions. Results indicated that psychological biases like, Familiarity bias, Home bias, Gender and Affect do influence the individual investor's risk perception about financial products.

INTRODUCTION
Traditional finance theories are of the view that financial investors are rational and they always act according to efficient market hypotheses. However, recently there has been a new debate that considers the behavioral aspect of investors and argues that financial investors, even the smallest ones, are influenced by their psychological biases when they are making their investment decisions. Since 1970's the efficient market hypothesis presented by Fama has been extensively discussed in finance, which states that financial markets are efficient, instantaneously process all the available information and reflect it in the stock prices. Due to this efficient nature of market, any individual investor cannot predict and outperform the market patterns, whatever source of information they use. This EMH gives an idea that all investors are rational and follow efficient investment decision making process. However, the existence of market inefficiencies puts a question mark on the efficiency of the financial markets. If investors are able to outperform the market, it means that due to some irrational judgment they make those investment decisions; thus, opposing EMH (Shiller, 2003). Therefore, it can be said that there is some other driving force that enables them to act in a particular way. This force can be due to some cognitive or affective factors of investor's psychology, and investors are sometimes overwhelmed by these psychological factors, and their ability of making rational decisions is also affected in the process.
Every individual has several options to choose from, whether deciding about education, job, or even investment. These choices put a lot of pressure on an individual while trying to find answers to questions like what is the maximum loss they would have to bear if anything goes wrong, what is the risk involved, etc. In simple words, risk is defined as "uncertainty about future outcome" or "probability that actual outcome will be different from desired one". Yates and Firer (1996) stated that the risk of wrong financial investment is more than any other type of loss because all of your wealth is at stake, that is why most of the time individuals are worried about total risk of the decision, not just the systematic risk.
The individual's risk-taking behavior changes according to the perception of benefits and risks that developed due to own nature and circumstances (Weber, Blais & Betz, 2002). Risk perception is mainly influenced by individual's background, personal understanding and experiences which further formulate certain beliefs and preferences of individuals, and then exhibit a biased financial investment decision behavior. This biased behavior can be due to feelings of hope and fear (affective influence), using heuristics and biases to process information and selecting choices on the basis of fear, greed, security, conformity and safety to attain certain psychological motives (Sahi, Arora & Dhameja, 2013). By becoming a victim of these biases, sometimes investors take those risks which they may have to regret later, and sometimes they blame their financial advisors for that (Kahneman & Riepe, 1998).
The failure of past research to explain how these biases shape the risk perception of financial investor creates a vacuum in the literature that is waiting to be filled. For that purpose this study will examine how these biases affect the investor risk perception about investment options in Pakistan. Weber and Hsee (1998) argued that different countries of the world exhibit different cultures. Due to these cultural differences the

 (
Copyright of Jinnah Business Research Center, all rights reserved.
)36
