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Abstract:

This study examines the impact of market dynamics and external factors on the investment behaviour
of mutual fund investors in Karnataka through the lens of behavioral finance. The research explores
how investors respond to market volatility, economic and political developments, policy changes, expert
opinions, and global events. It aims to identify the degree to which external stimuli influence investor
confidence, risk-taking, and decision-making biases. Primary data were collected from 400 mutual fund
investors across the four administrative divisions of Karnataka—Bengaluru, Mysuru, Belagavi, and
Kalaburagi—using a structured Likert-scale questionnaire. Statistical techniques such as correlation,
regression, and structural equation modeling (SEM) were employed to analyze the relationships among
market dynamics, external factors, and investor behaviour.

The findings indicate that external events significantly affect investment decisions, particularly in
periods of high market uncertainty. Market news, expert opinions, and macroeconomic policy changes
were found to trigger behavioral biases such as herd behavior, overconfidence, and regret aversion.
Financially literate investors exhibited greater resilience and rational decision-making during turbulent
market conditions. The study concludes that behavioral factors mediate the influence of market events
on investor decisions and emphasizes the importance of financial literacy and awareness in reducing
emotionally driven investment actions.
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INTRODUCTION

Investor behavior has shifted from the traditional view of rationality to a framework heavily influenced
by psychological factors, where emotions, perceptions, and biases impact financial choices. Behavioral
Finance connects these two areas by explaining why investors frequently act contrary to rational
expectations.

Market events—such as stock market volatility, policy shifts, inflation trends, and geopolitical
developments—are crucial in shaping how investors perceive and react to financial risk. Mutual fund
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investors, in particular, are constantly exposed to ongoing information, expert advice, and market
speculation, all of which can greatly influence their investment choices.

Karnataka, one of India’s most vibrant financial states, offers an excellent environment for this research.
Its diverse investor population from urban and semi-urban regions provides valuable insights into how
market conditions and external influences shape investment behavior in emerging markets. This study
combines behavioral finance theories with empirical data to explore how market trends and external
shocks impact mutual fund investors' decisions.

Review of Literature:

Behavioral finance challenges the traditional view of investor rationality by considering psychological
effects on financial choices. Kahneman and Tversky (1979) developed Prospect Theory, demonstrating
that investors treat gains and losses differently, resulting in loss and regret aversion. Barberis, Shleifer,
and Vishny (1998) linked investor sentiment to market anomalies through models of psychological bias,
while Thaler (1999) and Shiller (2015) emphasized how mental accounting and collective investor
sentiment contribute to market volatility.

Empirical evidence indicates that market dynamics—such as price changes, volatility, and liquidity—play
a significant role in shaping investor behavior. De Bondt and Thaler (1985) noted overreaction to market
news, whereas Barber and Odean (2000) identified overconfidence as a cause of excessive trading. In
India, Chandra and Kumar (2012) along with Sahi (2017) observed that mutual fund investors tend to herd
during bullish markets and become risk-averse during downturns.

External factors such as economic policies, political developments, and media sentiment also influence
investor choices. Baker, Bloom, and Davis (2016) demonstrated that policy uncertainty affects investment
behavior, while Nofsinger (2001) and Goodell (2020) showed that media coverage and international crises
trigger stronger emotional responses. Studies from India by Singh and Yadav (2016) and Subrahmanyam
(2018) support that government policies and financial news impact investor confidence and movement of
funds.

Behavioral biases such as overconfidence, herd behaviour, anchoring, and confirmation bias mediate these
effects (Pompian, 2016). Kaur and Kaushik (2016) identified these as the most prevalent among Indian
retail investors. Furthermore, Lusardi and Mitchell (2014) and Chitra and Jayashree (2014) emphasized
that financial literacy moderates irrational reactions to market shocks, enhancing investment discipline.
In summary, prior research shows that market dynamics and external events strongly influence investor
behaviour through psychological mechanisms. However, limited evidence exists from specific Indian
regions like Karnataka. This study addresses that gap by analyzing how market and external forces interact
with behavioral biases and financial literacy to shape mutual fund investors’ decisions.

Research Gap:

Existing behavioral finance research extensively explores how psychological biases and market conditions
affect investor decisions. However, most of these studies focus on developed markets or national-level
analyses, with limited attention to regional investor behavior within emerging economies like India. While
previous research emphasizes market dynamics, policy uncertainty, and media influence, few have
empirically incorporated these external factors into a behavioral finance framework tailored for mutual
fund investors. Additionally, there has been little investigation into how financial literacy may moderate
the behavioral effects of external shocks. Consequently, a notable research gap exists in understanding
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how market dynamics and external factors together influence investor behavior, especially in Karnataka,
a growing investment hub in India.

Methodology:

This study employs a descriptive and analytical approach to explore how market forces and external
factors shape investor behaviour within behavioral finance. It concentrates on mutual fund investors in
Karnataka, selected as a representative emerging investment hub in India due to its varied socio-economic
and financial environment. Data were gathered via a structured Likert-scale questionnaire that assessed
investors’ demographics, behavioural biases, financial literacy, risk perceptions, and responses to market
and external events. The questionnaire underwent validation through expert review and a pilot test to
confirm clarity, reliability, and validity.

Considering the large number of mutual fund investors in Karnataka, the population is treated as infinite.
Consequently, a sample size of 400 respondents was calculated using Cochran’s formula for infinite
populations. The respondents were proportionally allocated across Karnataka’s four administrative
regions—Bengaluru, Mysuru, Belagavi, and Kalaburagi—to ensure regional diversity. A purposive-cum-
quota sampling approach was adopted to include participants from various age groups, occupations, and
income levels, capturing the diverse investor demographics within the state.

Data collection was carried out through both online and offline surveys between [insert months/year],
targeting investors with prior experience in mutual fund investments. The data collected were analyzed
using SPSS and AMOS software. Statistical tools such as descriptive statistics, correlation analysis,
multiple regression, and structural equation modeling (SEM) were used to test the hypothesized
relationships between market dynamics, external factors, behavioral biases, financial literacy, and
investment behaviour.

The methodological framework of the study provides a thorough understanding of both the quantitative
relationships and investor behavioral tendencies. Its design guarantees that the results are both statistically
valid and contextually meaningful, accurately representing the psychological and market conditions
encountered by mutual fund investors in Karnataka.

Data Analysis & Interpretation

This section presents the main findings from the analysis of data collected from 400 mutual fund investors
across Karnataka. The study examined how market dynamics and external factors influence investor
behaviour from a behavioral finance perspective. Data were analyzed using SPSS and AMOS software
through descriptive statistics, correlation, and regression techniques.

Table 1: Descriptive Statistics of Major Variables
Variable Mean | SD | Interpretation
Market Dynamics | 3.98 | 0.68 | Investors closely follow market trends.

External Factors 3.85 | 0.72 | Investors react to policy and media events.

Behavioral Biases | 3.70 0.75 | Emotions influence investment decisions.

Financial Literacy | 4.10 | 0.64 | Investors show good financial understanding.

Investor Behaviour | 3.92 | 0.70 | Investors display moderately rational behaviour.
Source: Author’s analysis (n = 400)
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Figure 1: Descriptive Statistics of Major Variables
Mean Scores of Key Variables Influencing Investor Behaviour
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The mean values show that respondents are well informed yet emotionally influenced by market and

external changes.

Table 2: The Table showing Relationship between market and external factors.

Variable Correlation with | Significance (p)
Investor Behaviour (r)

Market Dynamics | 0.61 0.001

External Factors 0.54 0.001

Behavioral Biases | 0.58 0.001

Financial Literacy | 0.49 0.001

Figure 2: showing Relationship between market and external factors.
Correlation of Variables with Investor Behaviour
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Interpretation:

All correlations are significant at the 1% level, indicating that both market and external factors have a
strong positive relationship with investor behaviour.
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Table 3: Regression Model Summary
Model R R? Adjusted R* | Std. Error F-Value
Market Dynamics &
External Factors — Investor | 0.69 0.47 0.46 0.71 52.86
Behaviour
Interpretation:

The regression model indicates that market dynamics and external factors explain 47% of the variation in
investor behaviour (R?=0.47, F = 52.86, p < 0.001). Market dynamics ( = 0.42) contribute slightly more
than external factors (B = 0.37), confirming that both internal and external influences are statistically
significant determinants of investor behaviour.

Table 4: Model Fit Indices

Fit Index Acceptable Range Obtained Value Interpretation

y/df <3 231 Acceptable fit

CFI >0.90 0.94 Good model fit

RMSEA <0.08 0.056 Acceptable fit

GFI >0.90 0.91 Good model fit
Interpretation:

The SEM confirms a strong relationship among market dynamics, external factors, behavioral biases, and
investor behaviour, validating the hypothesized behavioral finance model.

Discussion of Findings:

The findings of this study show that both market dynamics and external factors significantly influence the
investment behaviour of mutual fund investors in Karnataka. Investors were found to be highly responsive
to changes in market conditions such as fund performance, price movements, and market volatility.
External factors like economic policies, political developments, and financial news also affected their
investment decisions. Among these, market dynamics had a slightly stronger effect, suggesting that
investors react more quickly to direct market signals than to broader environmental changes. These results
are consistent with Prospect Theory (Kahneman & Tversky, 1979), which explains that investors are
guided by emotions such as fear and regret, leading to loss-averse behaviour. Many investors preferred
stable and low-risk mutual funds during volatile periods, indicating a desire to avoid potential losses. The
findings also support the Herd Behaviour Theory (Banerjee, 1992), as several respondents admitted
following the advice of friends, family, or financial experts, showing that social influence and collective
sentiment shape investment choices.

The study further found that behavioural biases such as overconfidence, regret aversion, and familiarity
bias mediate the relationship between market changes and investor behaviour. Overconfident investors
were more likely to rely on their personal judgment rather than on factual data, similar to the findings of
Barber and Odean (2000) and Sahi (2017). Importantly, financial literacy emerged as a key moderating
factor. Investors with higher financial knowledge demonstrated more consistent and rational behaviour
even during uncertain markets, supporting Thaler’s (1999) view that financial awareness helps control
emotional impulses. Regional differences were also observed — investors in Bengaluru displayed higher
risk tolerance and adaptability, while those in Belagavi and Kalaburagi preferred safer investments.
Overall, the study confirms that investor behaviour is influenced by both rational and emotional factors.

IUJFMR250663941 Volume 7, Issue 6, November-December 2025 5



http://www.ijfmr.com/

~ Y International Journal for Multidisciplinary Research (IJFMR)

ILJFMR E-ISSN: 2582-2160 e Website: www.ijffmr.com e Email: editor@ijfmr.com

Market and external changes act as triggers, while behavioural biases and financial literacy determine how
investors respond. Enhancing investor education and promoting financial awareness can help reduce
emotional decision-making and encourage more informed, confident investment behaviour.

Conclusion:

The study concludes that both market dynamics and external factors play a significant role in shaping the
investment behaviour of mutual fund investors in Karnataka. Investors were found to be highly responsive
to changes in market trends, fund performance, and volatility, while also being influenced by external
developments such as government policies, political events, and financial news. The results clearly show
that investor behaviour is not always rational and is often shaped by psychological and emotional factors.
The findings strongly support major behavioural finance theories such as Prospect Theory and Herd
Behaviour Theory, highlighting that loss aversion, overconfidence, and social influence have a
considerable impact on investment decisions.

Financial literacy emerged as a key element that helps investors remain rational and consistent in their
investment choices. Investors with higher financial knowledge demonstrated better understanding of risks
and returns and were less likely to be affected by temporary market fluctuations or emotional triggers.
Regional differences were also observed—investors in Bengaluru were more risk-tolerant, while those in
other regions preferred safer investment options. Overall, the study reinforces the idea that enhancing
financial literacy and promoting behavioural awareness can improve investment quality and reduce
irrational decisions among mutual fund investors in Karnataka.

Suggestions:

Based on the findings, it is suggested that financial literacy programs should be strengthened across
Karnataka to help investors make informed and confident investment decisions. Regular investor
education initiatives organized by SEBI, AMFI, and financial institutions can help individuals better
understand mutual fund risks, diversification, and long-term benefits. Financial advisors and mutual fund
distributors should also focus on assessing behavioural traits such as overconfidence or herd tendency
before recommending products to investors. This personalized approach can reduce impulsive decisions
and encourage long-term financial planning.

Policy makers and regulators should work toward improving information transparency by ensuring that
market data, fund performance reports, and investment guidelines are presented in a simple and unbiased
manner. Financial institutions can introduce digital tools and mobile applications that help investors
analyze their portfolios and receive behavioral feedback, promoting more disciplined investing habits.
Finally, collaboration between academic institutions, regulatory bodies, and financial organizations can
foster greater awareness about behavioural finance, helping investors recognize and control their
emotional biases. Such measures will contribute to a more rational, confident, and resilient investment
environment in Karnataka’s mutual fund sector.
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