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Abstract
Behavioral finance is an emerging approach that challenges the traditional view of investors’ rational decision-making ability. Behavioral biases are the core idea of behavioral finance, which constitutes emotional and cognitive factors that distort investors’ rational judgment and lead them to suboptimal outcomes. The present study offers an integrative perspective of behavioral biases, investors’ behavior, and investment decisions by demonstrating the presence of behavioral biases in investors’ behavior and their influence on investment decisions. By using a qualitative approach, this study investigates the psychological factors in investors’ behavior and explores various biases such as overconfidence, herding, anchoring, loss aversion, disposition, framing, nudging, and availability and recency bias. Further, the present research studies behavioral biases in relation to prospect theory and market anomalies, and analyzes their influence on rational decision making. It also provides effective debiasing strategies for reducing the intervention of psychological factors, which will help in improving financial decisions. Overall, the present research offers a conceptual understanding of investors’ behavior by comprehending behavioral biases and their influence on investment decisions.
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1. Introduction
[bookmark: _dzogugtuip2g]Investment can be described as laying down funds with the desire to earn more later on. Involvement in investment leads individuals to various financial decisions. According to traditional finance theory, two main pillars influencing the decision-making of individuals: the first is that investors are perfectly rational, which means that they interpret available information correctly along with updating their belief at the same time, and the second is EMH (Efficient Market Hypothesis), which states that there is a fully efficient market, which means that asset price instantly reflects relevant information at the time being (Lebdaoui et al., 2021). On the other hand, Pompian (2012) addresses behavioral finance as an emerging approach that contradicts the traditional financial theories and incorporates psychology with finance. Behavioral finance is developed on the foundation that assumes investors are carried away by their emotions such as fear and greed; psychological factors such as overreactions and underreactions; and heuristics, which lead them to irrational or suboptimal investment decisions. These cognitive and emotional determinants are behavioral biases that depart from rational decision-making and, consciously or unconsciously, turn investors away, leading to errors in judgment. Therefore, it can be said that behavioral biases are an integral part of investors' behavior.
Pompian (2012) has broadly categorized behavioral biases as cognitive and emotional, both of which deviate investors from rationality and lead to irrational decisions. Cognitive biases are derived from faulty reasoning, whereas emotional biases are derived from impulse or intuition rather than conscious calculations. Cognitive biases can often be rectified, whereas emotional biases are more complex and difficult to rectify.  
The present study aims to investigate the effect of behavioral biases on investment decisions. It employs a qualitative approach, demonstrating the complex psychological aspect of investors’ behavior, and tends to explore various types of biases. Investors’ behavior can be regarded as the way investors interpret information and then react, which may impact their decision-making ability in a positive or negative sense. To gain a better understanding of investors’ behavior, it can be observed from two different viewpoints: rational and emotional. Rationality in investors’ behavior comes from traditional finance, which assumes that investors are able to collect available information, analyze it accurately, and choose investments that increase their return with the given level of risk and make logical and rational investment decisions. The emotional viewpoint of investors’ behavior is derived from behavioral finance, which reveals that investors are not purely rational; they do not always analyze all available information and are often carried away by biases and make illogical investment decisions.
In the emerging market with rapid growing economy and market uncertainty, the psychological factors play a significant role in shaping investors’ behavior. Therefore, it becomes crucial to integrate the constantly evolving market dynamics with the complex behavioral finance theory for a better understanding of the cognitive and emotional aspects of market participants, often influenced by behavioral tendencies and leading to irrational financial decisions. A 2025 cross-country study by Kanojia & Malhotra (2025), confirms that biases such as disposition effect, overconfidence and noise trading substantially affect India, USA and UK, by associating investors' psychology to broader market inefficiencies. In the context of the Indian stock market, herd behavior appears during crises such as COVID 19 but in normal market conditions, it is absent and the result also shows strong evidence of disposition effect, overconfidence and noise trading. The study concludes that these biases deteriorate financial well-being in India during the uncertain period.
2. Literature Review
Tversky & Kahneman (1974) provides an understanding of human judgment and shows how it is influenced by psychological factors. It explains that human decision-making is systematically deviated from rationality and thus challenges the conventional rational behavior of humans and shows that humans are influenced by mental shortcuts or heuristics. The paper identifies three key heuristics: representativeness, availability, and anchoring and adjustment. The paper shows that heuristics result in biases such as conservatism, illusion of validity, overconfidence, and the gambler’s fallacy. It provides a base for behavioral economics and also impacts various other fields such as finance, medicine, and public policy.
Thaler (1999) integrates psychological factors into financial decision-making. Providing deeper insight into people deviating from rationality when it comes to financial decision-making.  The study opposes the traditional economic assumption of fungibility (money is interchangeable) and examines how individuals handle money separately depending upon its source and usage. The author also draws attention to the prospect theory, which shows how people perceive losses and gains and thus exhibit loss aversion.
Atif Sattar et al. (2020) aim to investigate the influence of behavioral biases on investment decisions under uncertainty. The focus of the study is on multiple behavioral biases, because in reality, an investment decision is not merely affected by one bias. Heuristic behavior, personality traits, prospect theory, and feelings and emotions are the key variables being examined in the study. The findings reveal that heuristic behavior has a stronger impact on investment decisions than other variables in the study.
Zahera & Bansal (2018) offers an insight into how behavioral finance has progressed over the years and has proposed a review perspective on papers published from 1979 to 2016. They highlighted 17 behavioral biases and their impact on investment decisions. The study is not limited to analyzing the biases of individual investors; it also includes institutional investors, financial advisors, and intermediaries. Authors also studied prospect theory, which states that people feel more losses than gains, which affects investors' decisions. The findings of the study reveal that a qualitative research approach, such as interviews, provides an in-depth understanding of the drivers of behavioral biases. It also finds that emerging markets often show stronger behavioral biases than the developed markets.
Madaan & Singh (2019) aims at assessing the impact of behavioral biases on investment decisions in the context of the National Stock Exchange by exploring overconfidence, anchoring, disposition effect and herd behavior. The result shows that with slightly narrow knowledge, individual investors are more inclined to make psychological errors. The study concludes that overconfidence and herd behavior have a stronger impact on investment decisions. It suggests that the decision-making of financial market participants is not rational and even their choices are restricted. 
Kumar & Goyal (2016) studied the relationship between rational decision-making and behavioral biases. In an emerging economy such as India, due to a lack of financial awareness, investors are prone to behavioral biases. The findings show that there are different stages of decision-making, and behavioral biases arise at these different stages. The information searching stage is positively associated with behavioral biases, the stage of evaluating alternatives is influenced by the disposition stage, and no stage is linked with herding behavior. 
Hossain & Siddiqua (2024) determines the impact of behavioral biases on the stock investment decisions of Bangladeshi investors by examining four biases such as loss aversion, overconfidence, herd behavior and risk perception. The findings suggest that behavioral biases significantly affect investment decisions. However, not all biases affect these decisions equally. Loss aversion and risk perception have a higher impact, while overconfidence has a moderate and herding behavior has a low impact on investment decisions.
Ahmed et al. (2022) aims at investigates how behavioral biases influence investment decisions via risk perception. The findings reveal that investors are not fully rational, even if the market information is available and biases distort investors’ decision-making. Baises affect the risk perception of investment, and influences the investment decisions. The study also examines the impact of financial literacy on behavioral biases and found that even financially literate investors are affected by behavioral factors. Knowledge is not enough to remove these biases as they are deeply rooted. The study focuses on risk perception as an essential element for psychological functions and suggests that financial education does not merely resolve irrationality.
Mahmood et al. (2024) examines how behavioral biases influence investors’ investment decisions in the emerging market of Pakistan and also, studies the moderating effect of financial literacy on behavioral biases. The findings suggest that not all behavioral biases equally affect investment decisions. Anchoring, overconfidence and herding bias have a significantly positive effect on investment decisions while disposition, risk perception, and representativeness bias have an insignificant effect on investment decisions. The study also reveals that financial literacy significantly moderates the relation between behavioral biases and investors’ decision-making.
3. Objectives of the study
1. To investigate the existence of behavioral biases in investors’ behavior   
2. To analyze the influence of behavioral biases in investment decisions    
3. To study the significance of overcoming behavioral biases for better investment decisions

4. Research Methodology
The present study employs a qualitative approach, offering a deeper insight into investors’ behavior by integrating it with behavioral biases. This research is primarily based on secondary sources such as peer-reviewed journals, books, working papers and reports. By delivering a conceptual framework of emotional and cognitive dynamics of investors and their influence on investment decisions, the study provides a thorough understanding of investors’ behavior and their decisions.
5. Behavioral Biases Affecting Investors’ Behavior
Investors’ behavior is the way an individual investor thinks, feels, and then acts in certain financial situations. Investors do not always do proper analysis and processing of available information, which leads them to irrational decision-making. Instead of acting rationally as assumed traditionally, they are often led by emotions, feelings, mental shortcuts, and personal beliefs, which lead them to deviate from rational decision-making. These are the behavioral factors that cause them to make mistakes and errors in judgment. Behavioral biases significantly influence how investors think, evaluate information, and make financial decisions. The outcome of these biases leads investors to overreact, take excessive risk, follow the crowd, and avoid losses. Therefore, in the real world, financial situation behavioral biases do exist in investors' behavior, impacting their ability to make rational decisions.
5.1 Overconfidence Bias: Overconfidence bias influences people to overestimate their abilities and talent, leading them to make blunders with their misjudgments. Investors think they are more skilled and knowledgeable than they actually are. The reason may be due to past experiences of success, some special skill, or misinterpretation of information. They rely more on their own personal judgment and ignore the facts, which makes them overconfident. Example: Investors, based on their own personal discernment, think that one stock will perform well, so they invest the entire fund in that one stock instead of diversifying. 
5.2 Herding Bias: Herding behavior influences people to align with the footsteps of others or follow the ongoing trend. Investors make decisions by imitating the actions of fellow investors, even if it departs from their own viewpoints and logic. Investors may go after the crowd and not rely on their own independent judgment and decisions, assuming others are right. This may be due to FOMO (fear of missing out), lack of self-confidence, and social or peer pressure. Example: Purchasing a stock that is hyped by some sort of viral news or information because everyone else is purchasing it.
5.3 Anchoring Bias: This bias leads people to make decisions on the basis of information (anchor) they first see, which may distort their judgment. Investors’ decisions are based on the information they first received instead of considering and analyzing all the available information. Even though that anchor may not hold great significance, investors are more focused on the first source. Example: an investor might buy a stock at a certain price, and later its price drops. However, the investor may refuse to sell the stock, assuming that it will return to its original price, even though it is unlikely to happen.
5.4 Loss Aversion: This bias causes people to endure more pain than the pleasure from gain. Investors get more vigorously affected by the pain of loss than the pleasure of gain of the same magnitude, which leads them to avoid losses, even though some profit is attached to it. Consequently, this bias distorts their rational investment decisions. Example: An Investor sells off a stock on a small gain, while refusing to sell another stock whose price has dropped, assuming it will recover. 
5.5 Disposition Bias: Disposition bias affects the selling behavior in which investors avoid selling at losses and prefer selling at gains by holding onto the losing investment a little longer and selling the winning investment too quickly, even if it means foregoing good opportunities. It may lead investors to retain an underperforming asset longer rather than a well-performing one. Example: A stock bought at a certain price refuse to sell when its price drops. Accepting and holding the losing stock even when there is no scope for any gain.
5.6 Framing Bias: This bias influences people to make judgments based on how any information is being presented (framed). Investors focus on the way a piece of information is framed rather than the facts and data. This bias may influence their choices and lead them to make errors in judgment. Example: There are two statements: first, there is a higher chance of a stock giving positive returns; second, there is a lower chance of a stock giving negative returns. Both statements meant the same; however, the first one appears to be more attractive because of its positive framing.
5.7 Nudging bias: A nudge is a subtle intervention in the path of decision-making. In finance, it is a light shove that influences financial decisions through the way information is presented or structured. Nudging is not done forcefully; there is a subtle involvement in the structure of choices. Nudges do not work for all in the same sense; they can either guide an investor in making better decisions or complicate it with choice overload. Example: When choosing a risky asset on an online platform, it may show a pop-up saying that high risk may result in loss of money. This is a gentle intervention to rethink and depart from taking impulsive decisions about the asset that is being selected. 
5.8 Availability Bias: This bias influences people to focus on easily available information and events that stay in memory while making decisions. Investors may rely on a short-term thinking process and information that can be easily recalled for making decisions without conducting any thorough analysis. It may lead to neglecting the long-term relevant facts and data and focusing on emphasizing only vivid, memorable events. Example: Buying the stock of a particular company and ignoring the potential of other companies simply because information about that particular company is readily available through heavy advertising. 
5.9 Recency Bias: Recency bias is based on recent events and the latest trends. Investors give more emphasis to newly perceived information and events that have just happened, assuming they will continue, rather than considering historical data and trends. These factors may influence their reasoning and judgment. Example: An investor may sell a stock because of the downturn that occurred last week, without considering its past performance. 
6. Behavioral biases deviating from rational investment decisions
The decision-making process of humans is always followed by feelings and emotions. Therefore, it can be said that behavioral biases are inherent in the nature of humans, which often distract them from the wise and prudent path. Behavioral biases play a crucial role in giving directions to investors in their investment decisions. These biases are driven by cognitive and emotional factors that move away from logical behavior. The investment decision of individuals is not purely based on logic and is often influenced by psychological and emotional factors.
Fig 1- Association of behavioural biases with prospect theory and market anomalies and their impact on investment decisions 
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The figure shows how behavioral biases act as a base for prospect theory and market anomalies by associating their relevance to both elements. For prospect theory, behavioral biases form a starting point, revealing the significance of psychological factors contradicting the conventional belief of rationality. On the other hand, market anomalies emerge from behavioral biases, resulting in distorted judgments. Therefore, behavioral biases influence investment decisions that result in illogical decisions.
6.1 Prospect Theory and Behavioral Biases
Prospect theory offers a psychological foundation for behavioral biases that contradict the traditional rational model and explain how people evaluate risk, gains and losses. Prospect Theory, given by Tversky & Kahneman (1974) describes how people make decisions based on cognitive and emotional factors for understanding investors’ behavior under risk and uncertainty. 
[bookmark: _6e2nmauz848t]The salient features of prospect theory affecting investment decisions:  The core belief of prospect theory is that people assess the outcome (gains or losses) in relation to the reference point. This reference point, often the purchase price or expected return, shapes whether the outcome is discerned as a gain or a loss. The theory also serves the point of diminishing sensitivity, which shows that there is a psychological influence of gains or losses that decreases as the amount increases. For instance, the difference between amounts 0 and 10 seems larger than the difference between amounts 10000 and 10010. Another crucial element of the theory is loss aversion in which suffering is felt more intensely than the pleasure of gaining the same amount. It is a point where the disposition effect takes place, in which people hold onto the losing investment too long and sell the winning investment too early. The theory also reveals the existence of a framing effect in which the presentation of information related to investment options affects the decisions of investors. Therefore, it is disclosed that prospect theory is related to psychological factors influencing investors’ behavior that affect their decision-making. 
The overall prospect theory explains that investors are not invariably rational while making decisions, which can encourage them to create better and safer portfolios. To minimize losses, investors may prefer stability and avoid risk, even at the cost of missing a potential gain. While forming investment strategies, it is crucial to consider the emotional influence of profits or losses that are aligned with investors’ risk tolerance and financial goals. By the use of prospect theory, investors can make well-defined, emotionally intelligent investment decisions, enabling them to understand their risk preference better and make choices that are aligned with psychological tendencies (Padmavathy, 2024).
6.2 Market Anomalies and Behavioral Biases 
[bookmark: _gq1rlxxsoset]Market anomalies are situations in the financial market that go against traditional financial theories, such as EMH (Efficient Market Hypothesis). Behavioral biases are one of the reasons for the existence of market anomalies. Behavioral biases lead investors to irrational decisions, which may result in mispricing of securities and create market anomalies such as the January effect, momentum effect, reversal effect, size effect, and value effect. 
The existing behavioral finance literature suggests that cognitive and emotional biases are the contributing factors for the emergence of these anomalies that affect the investors’ decision-making systematically. However, there is a need of deeper investigation of behavioral factors with respect to market volatility (Akin & Akin, 2024).
Investors typically sell off the losing stock during the January market anomaly to mitigate taxes and subsequently repurchase them in January. Here exists the herding behavior as everyone acts uniformly, which hikes the price and creates the January anomaly. When investors, out of overconfidence and herding, follow the stock that has historically performed well as they think it will continue to do so, this condition creates a market anomaly known as the momentum effect. Investors consider small-cap stocks as risky and avoid them, and when the price is rectified, small-cap stocks outperform large-cap stocks, which leads to the size effect anomaly. Due to risk aversion and loss aversion, investors prefer certain and stable large-cap stocks, as small-cap stocks have a higher probability of short-term losses. Investors avoid undervalued (low-priced) stocks, and later, when the market corrects itself, they outperform the overvalued ones and create a value effect market anomaly. The manifestation of representative bias and loss aversion causing value effect as investors judge stocks based on their low price and perceive them as riskier and avoid them out of fear, even if the expected return is high.
7. Importance of mitigating behavioral biases
Behavioral biases are systematic errors in decision-making that lead investors to abandon logical thinking and encourage illogical financial behavior, often resulting in poor outcomes; therefore, it becomes more crucial to shift the behavioral errors of investors to the path of thoughtful reasoning and judgment. To tackle behavioral errors, investors first must recognize and understand their own biases that affect the rationality of their financial decisions. Investors must curb their cognitive and emotional behaviors to stay disciplined and align their long-term goals with proper strategies. On the way to lessen behavioral biases, it is essential to be aware of your own biases and learn about common biases. Other ways are to stay focused on pre-established investment strategies, diversification, rely on relevant facts and data, and get professional assistance.
For investors, financial literacy is awareness and understanding of investment-related matters that enable them to make safe and effective investment decisions. Financial literacy reduces behavioral biases but does not fully eliminate irrationality. Even financially literate investors exhibit these behavioral biases (Suresh G, 2024).
[bookmark: _ilu0qc2k696b]Kendzia & Lemke (2025)  suggest strategies based on evidence such as rule-based investment protocols, pre-commitment mechanisms, cognitive debiasing techniques like training programs and technological interventions like robo-advisors, can be used for debiasing. These strategies will be beneficial for improving investment performance and avoiding costly mistakes by making effective and rational investment decisions. It will also help to pivot to long-term financial goals instead of being distracted by short-term market fluctuations.
8. Conclusion
[bookmark: _hlpo5mth4a9p]The present study emphasizes the pivotal role of behavioral finance, which assumes that individuals are surrounded by psychological factors that prevent them from making rational financial decisions. By integrating psychological elements into decision-making, the study reveals that behavioral biases are inherent in investors’ nature and often affect their prudent and wise behavior. Especially with an uncertain and complex market, how investors perceive information, evaluate risk, and make investment decisions often leads investors to fall prey to suboptimal outcomes. The finding discloses that behavioral biases provide a foundation for prospect theory and play a crucial role in the emergence of market anomalies. The study reveals that through behavioral biases, both prospect theory and market anomalies are based on an assumption that people in the real-world lead to irrational decision-making. Furthermore, it suggests that behavioral biases can be mitigated but cannot be completely eradicated and also, highlights several effective strategies, such as rule-based investment protocols, pre-commitment mechanisms, cognitive debiasing practices, and the use of technological tools to counteract these biases and improve financial decisions. In conclusion, investors are not always rational and their decisions are not purely based on logic. Behavioral biases are an integral part of investors’ behavior which cannot be eliminated and often contradict the conventional belief of rational investment decisions. However, its consequences can be significantly minimized by awareness, proper training, education, and effective strategies.
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