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ABSTRACT

This chapter is about overconfidence in financial markets. This occurs when indi-
viduals and institutions exaggerate their knowledge and capabilities, leading to 
over-​trading, greater risks, and market volatility. Overconfidence can fuel asset 
bubbles, bad decisions, and costly mergers with ramifications for market liquidity 
and investor confidence. Remedies are proposed, including investor education, 
AI-​driven analytics, regulatory adjustments, and ethical awareness. It emphasizes 
humility and accountability among financial institutions, working toward mitigating 
overconfidence so as to enhance stability and efficiency in the markets.

INTRODUCTION

Overconfidence is one of the most pervasive and well-​studied biases in behav-
ioral finance, manifested through an investor's unjustified belief that he or she is 
more knowledgeable and confident about judgments and predictive skills than other 
investors. This cognitive bias implies that investors believe they have better insight 
or a special gift that would allow them to make better decisions in markets than 
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others do and more returns with regularity. Overconfidence tends to distort rational 
judgment and is often directly responsible for excessive trading, overinflated expec-
tations, and, ultimately, suboptimal returns. This means that overconfidence will 
tend to lead to enormous distortions in market dynamics not only among individual 
investors but also in broader economic systems owing to the unpredictable nature 
and complexity of financial markets.

In this respect, the traditional finance models, which include the Efficient Market 
Hypothesis and rational actor theory, hold that investors make decisions based on the 
information available to them, processing the same in such a way as to reach logical 
and optimal outcomes. These models are based on the idea that market participants 
operate on rationality grounds, in which prices reflect all known information, and 
assets are traded at their intrinsic value. Despite these often-​conflicting theories, the 
coming of behavioral finance as a field challenged all this by forcing psychological 
factors that can cause distortion in judgment. Overconfidence is one of the more 
powerful and prevailing biases for explaining why markets stray from rationality 
and efficiency as well.

Behavioral finance, the study of how psychological factors influence financial 
decision-​making, has placed overconfidence at the center as an explanatory mech-
anism for anomalies that would otherwise remain unexplained within the rational 
paradigm. Overconfident investors trade more than others because they believe better 
than the average investor to pick winners. It usually leads to underperformance due 
to the cost of transactions, miscalculation of risk estimates, and poor diversification. 
Overconfidence is also part of underlying psychology, which generates some side 
effects including market bubbles where collective gullibility of investors propels 
asset prices significantly beyond their inherent values.

Technological advancement and fintech innovation in the recent financial world 
only also added flavor to overconfidence. Robinhood, and others offering zero-​
commission trading, makes market participation easier than ever. Although democ-
ratization of finance is very positive in many aspects, it also allows overconfident 
investors to make more frequent trades and be speculative. This real-​time availability 
of data, the complexity of analytical tools, and the algorithmic trading system itself 
are fertile ground for overconfidence to germinate from the perspective of a retail 
investor who does not possess formal education in finance but feels confident about 
having gained control over his or her trading strategy.

Overconfidence introduced by digital trading platforms is another layer. These 
sites may unintentionally encourage more trading activity in the way of making the 
experience more gamified, providing instant access to a large number of available 
assets. Some investors mistake the ease of using the platform and the high avail-
ability of information as signals of their own expertise. This leads to what's often 
called the “illusion of control.” This creates the risk of investors accepting more 
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