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ABSTRACT

Behavioral economics emphasizes the importance of empirical evidence and facts that contradict
traditional economic assumptions. Several empirical studies have shown that individuals are prone
to systematic bias in decision-making, as they do not always make decisions that are in their best
interest. Behavioral Economics and Behavioral Finance aim to incorporate psychological aspects into
the decision-making process, although it focuses on financial decisions and financial markets. This
paper aims to describe the concept of economic behavior and its relation to financial behavior in
decision-making using a literature survey. Behavioral economics and behavioral finance involve the
science of psychology to study economics and finance, explaining that human biases can influence
people's financial decision-making. This paper examines some of the behavioral biases that usually
occur in investor decision-making, such as heuristics, overconfidence, mental accounting, and loss
aversion, etc. and each of them shows their own representation and the way they influence decision-
making

Keywords: behavioral economics, financial behavior, decision making

INTRODUCTION

In recent years, behavioural economics has received increasing attention. It happens
because the standard model of consumer decision-making cannot comprehensively
explain human behaviour (Bernheim & Regel, 2007). Behavioural economics is an
experimental science because it is based on experiments that combine economic
deduction and psychological induction, thus creating a complementary means of explaining
human decisions (Brzezicka & Wisniewski, 2013).

Behavioural economics is not a new field, and it has historical roots. However, it gained
prominence in the 1980s, when Richard Thaler popularized his view of human rationality
and emphasized the influence of the endowment effect2, mental accounting, concern for
justice, and various other anomalies in economics (Sunstein, 2018). Behavioural
economics combines the theoretical concepts of economics with psychology, enabling
various models to explain the difficulty of welfare evaluation problems (Bernheim & Rangel,
2007).

The advancement and enhancement of Behavioral Economics, for example, enabled the
discovery of what is now known as Behavioral Finance (Tomer, 2007). Behavioral Finance,
which is based on Behavioral Economics, tries to incorporate psychological components
into decision-making processes while focusing on financial decisions and financial markets
(Shefrin, 2009). As a result, it was discovered that the field of behavioral and experimental
economics and finance had evolved in order to demonstrate that behavioral, cognitive, and
emotional factors influence human decisions (Kahneman & Smith, 2002), as well as to
demonstrate that various psychological aspects determine individual behavior regarding
the use and acquisition of information (Garc'a, 2013).

The importance of actual evidence and facts that challenge standard economic
assumptions is emphasized in behavioral economics. Several empirical research have
revealed that people are prone to systematic bias in decision-making because they do not
always make the optimal options for themselves (Pereira, 2016). Errors in decision-making
arise because people make mistakes in their decisions, even when those mistakes are
predictable (Laibson and List, 2015). Complex local situations, non-standard preferences,
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and non-standard beliefs all contribute to these errors (DellaVigna, 2009; Congdon et al.,
2011). Time preference, risk preference, and social preference

are examples of non-standard preferences. Meanwhile, non-standard beliefs develop
because people are systematically overconfident, therefore they use limited samples and
people who are unaware of their ability to anticipate future situations, future Deviations from
the rationality principle, according to Congdon et al. (2011), have led to a more realistic
picture of decision-making systems.

Many decisions are made on behalf of other people. Elected leaders, nonprofit trustees,
physicians, healthcare proxies, financial advisers, and investment fund managers make
choices on a regular basis with constituents, clients, or stakeholders in mind. Grandparents
gifting savings bonds; partners planning retirement together; and friends offering
professional and relationship guidance. While estimating the quantity of resources
allocated by decisions taken on behalf of others is challenging, it is likely, with a significant
impact on individual and social well-being. It is also worth noting that the settings and
motivations in such judgments vary greatly. Investment fund managers are typically
compensated for their performance, whereas nonprofit trustees are not; physicians typically
make decisions on behalf of individual patients, whereas elected officials represent the
entire population.

Human behavior and demand, consumption, and prices (Hursh, 1984; Hursh and
Silberberg, 2008), investment risk (Kumar and Goyal, 2015), and market efficiency (Fama
1998; Shiller 2003), intertemporal choices (Albrecht et al., 2011), retirement planning
(Thaler and Shefrin, 1981; Diamond and Hausman, 1984; Warneryd, 1999; Benartzi and
Thaler, 2002; Mitchell and Utkus, 2003) and with process managerial decision making
(Schade and Koellinger, 2007), while attempting to uncover in psychology the notions of
heuristics and cognitive biases in order to demonstrate inaccurate judgments in the
decision-making process (Tversky and Kahneman, 1974).

LITERATURE REVIEW

The concept of homo-economics, which can be defined as rational, utility or benefit-
maximizing, and cost-minimizing persons with relatively consistent preferences, has
impacted traditional economists. If the goal is to change behavior, the only way to do so is
to avoid being deceived and mislead, or to provide some advantage. Traditional economic
research believes that people make economic decisions in accordance with utility-
maximizing norms. Behavioral economics differs from conventional economics in two ways.
To begin, behavioral economics does not presume that people are good at maximizing
utility, and it is not their main purpose. People, on the other hand, have psychological
biases such as loss aversion, limited cognitive resources, and values such as justice, all of
which might hinder their utility maximizing behavior, according to this theory. The second
distinction between traditional economic research and decisions is in the areas of market
prices, returns, and resource allocation. The difference between theoretical models and
behavioral economics is that the former depends on empirical instruments to test
hypotheses. In a nutshell, behavioral economics investigates what impacts society's
economic decisions and the implications of those decisions for market prices, returns, and
resource allocation.

Theory of Economic Behavior

There is no universally accepted definition of behavioral economics. Behavioral economics
is defined broadly as the application of economic principles to the study of economic
behavior (Wright 2014; Hursh and Roma, 2013; Chetty, 2015). Wright (2014), for example,
describes behavioral economics as the economic analysis of behavior through the use of
psychology and economics. As defined by Espin et al. (2017), behavioral economics is the
use of psychology and sociology to economic analysis. According to Laibson and List
(2015), "Behavioral economics uses a variant of traditional economic assumptions (often
with psychological motivation) to explain and predict behavior, as well as to prescribe
policies" (p. 385). According to this definition, behavioral economics is a discipline that
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studies individual decision-making and the impact decisions have on individual behavior
(Earl, 2018).Combine economics and psychology to study the impact of decisions on
behavior. Angner and Loewenstein (2012) describe behavioral economics as an approach
that examines how people and companies make decisions using a variety of approaches
and empirical evidence. As a result, behavioral economics can be defined as the
application of psychology and sociology to analyze decision-making processes rather than
the traditional economic premise that all individuals make rational economic decisions

As previously noted, the classic economic theory assumes that humans are logical and
seek the greatest possible advantage from their decisions. This viewpoint, however, fails
since not all people make logical decisions (Tversky and Kahneman, 2000; Alm and
Bourdeaux, 2013). The area where behavioral economics attempts to explain individual
behavior and activities using various methodologies. To explain irrational behavior,
behavioral economics incorporates many social science fields, particularly social
psychology (cognitive psychology) (Stewart, 2005).

Individual behavior and actions are seen in behavioral economics as the outcome of the
collaboration of two accepted factors: (1) normative preferences, which refer to individual
goals and activities that are thought to encourage optimal well-being, and (2) expressed
preferences, which refer to decisions made that may not always promote optimal well-
being. Because behavioral biases are constantly possible, optimal well-being cannot
always be reached (Kooreman and Prast, 2010; Fighan, 2015). To make rational decisions,
individuals require extensive information, cognitive abilities, and consistent preferences, all
of which are difficult to achieve in the real world (Kooreman and Prast, 2010). . This is
known as constrained rationality and is caused by the incomplete information given by the
individual so that the outcome does not take into account his or her own interests (Diamond
and Vartiainen, 2007). In behavioral economics, individuals are not always rational
because they have limited access to information resources and therefore cannot make
decisions as they would if they had extensive informationAs a result, their decisions may
not encourage, or even actively impair, their long-term aims. For example, despite being
aware of the bad impacts of smoking on future health, a person might continue to smoke
(Luoto and Carman, 2014). Strategy is frequently employed in behavioral economics to
impact behavior and routines, such as smoking (Blaga, 2018).

Theory of Financial Behavior
The concept of behavioral finance arose from the assumption that humans, as social and
intelligent beings, involve thoughts and emotions in decision making. According to Hirschey
and Nofsinger (2008), behavioral finance is defined as
““the study of cognitive and emotional errors in financial decision-making".
They explain that the concept of behavioral finance is the study of financial decision-making
driven by emotional and cognitive factors, and classifies decision-making biases into two
categories: cognitive biases and emotional biases. . The former are prejudices related to
thought processes, the latter to feelings and emotions. good. As suggested by Shefrin
(2002), (2013) classified cognitive biases into three groups.
Heuristic bias is the tendency to simplify decision-making by applying rules of
thumb. Heuristics are cognitive shortcuts or rules of thumb that simplify decisions,
particularly in the face of uncertainty, general propensity bias, and representational
bias.
The framing effect refers to the reaction bias to information depending on an
information framework. (Agriculture Effect) The framing effect is a cognitive bias in
which people choose options based on whether they are provided with positive or
negative connotations. Framing bias occurs when people make decisions based
on how information is presented rather than just the facts themselves. People can
make different judgments or decisions when the same fact is given in two different
ways. Traditional finance has hitherto overlooked the importance of framing as a
substance. Overreaction, conservatism, restraint, and confirmation bias are all
members of this group.

International Conference of Islamic Economics and Business 9th 2023 | 733



Oktaviana: Behavioral Economics and Behavioral finance...

Prior prejudice is defined as a bias in receiving information and responding to
market pricing. Prices will gradually vary from their basic worth due to priority bias,
heuristic bias, and framing effects, resulting in an inefficient market. Optimism,
overconfidence, and an accounting mentality are all part of this group.

According to Sha and Ismail (2020), investors make decisions based on accessible
information, and the issue is tied to how they construct their impressions of that information.
In this context, investors should be aware of the various sorts of cognitive biases that can
lead to significantly better or worse outcomes. They discovered that distinct cognitive
biases effect investors differently depending on their gender. Building on the findings and
phenomena of previous research, this study further explores the impact of cognitive and
emotional biases on investment decisions according to Shefrin (2002), revealing that
behavioral finance is not the science of winning the market. increase. Recognize that risks
arising from investor sentiment and psychological factors may outweigh fundamental risks.

METHODS

This research uses a literature review to look for theoretical references that are relevant to
the cases or problems uncovered to investigate behavioral economics and financial
behavior in decision-making. A literature review, according to Creswell, John. W. (2014), is
a written summary of articles from journals, books, and other documents that describe
theory and knowledge, both past and present, grouping literature into the subjects and
documents required. The type of data used by the author in this study is data obtained from
literature studies. This paper will discuss the concept of economic behavior and then relates
it to financial behavior in decision-making.

RESULTS AND DISCUSSION

Decision Making

Investment decision-making is the process of selecting an investment from a range of
alternatives and is usually influenced by past investment returns and expected future
returns (Subash, 2012). There are two types of investors who make investment decisions:
rational investors and irrational investors. A rational investor is one who makes decisions
based solely on reasoned thinking and information about investment prospects. On the
other hand, irrational investors make decisions based on psychological aspects, which
leads to bias in investment decisions.

Investment decision-making is also influenced by factors in that investors interpret market
information in their minds to take bold steps regarding investment decisions. How people's
investment decisions as well as how he buys and sells shares from the stock market
Investors who are just entering the market are usually irrational, it doesn't matter how much
he learns about the market, how much information he gets from the market because
investors have a fear of loss. The difference in the behavior of a stock market investor
depends on the factors he is exposed to in the market and even the factors that force him
to behave rationally.

According to conventional financial theory, investors are presumed to be so rational, that
wealth maximizers simply follow the basic rules on which investment decisions are based.
Such investors make investments based on high-risk considerations. The degree of
consideration for risk-taking is not the same for all investors; it depends on their investment
and psychological behavior Investors' investment decisions are usually based on both
internal and external behavioral factors. Investment decisions generally depend on various
factors such as market knowledge, financial literacy, individual risk-taking capacity, and
account-related information. is necessary for new information because if an investor is not
aware of accounting information, he or she can be affected by sunk costs. Wealth
maximization behavior primarily affects investors. obtained via the internet, etc. All of the
above factors are considered to influence investors' investment decision-making. The
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phenomena of this decision-making process can be explained in various behavioral
theories that have been put forward by several experts in behavioral science as explained
below.

Bounded Rational Theory

Herbert Simon introduced the term ‘limited rationality' (Simon 1978) as shorthand for his
summary of opposition to neoclassical economics and his call to replace the assumption
of perfect rationality of homo economicus with a cognitively limited agent-adapted
conception of rationality. Broadly stated, the task is to replace the global rationality of
economic man with the kind of rational behavior appropriate to the access to information
and computing capacities that organisms, including humans, actually possess in the kinds
of environments in which there is an organization (Simon 1978).

'‘Bound rationality' has since come to refer to various descriptive, normative, and
prescriptive explanations of effective behavior that depart from the assumption of perfect
rationality. This entry aims to highlight the main contributions—from decision science,
economics, cognitive and neuropsychology, biology, computer science, and philosophy—
to our current understanding of limited rationality.

The essence of the conception of bounded rationality is that individual humans are not
perfectly rational beings as assumed in mainstream economic theory. Human rationality
knows the limits of ability because it is referred to as bounded rationality. One of the main
manifestations of bounded rationality is that in making decisions, individuals are oriented
towards the best results that can be achieved, or what is known as satisficing, not the
greatest results that should be achieved. Thus satisficing is a theoretical alternative to
optimal utility (the greatest result that should be achieved) in rational behavior.

Prospect Theory
Corresponding to Kahneman and Tversky, the valuation of losses and gains is different, so
users make decisions based on perceived gains rather than perceived disadvantages. For
example, most people would rather be sure he wins $50 than flip a coin and he wins $100
or make a risky bet that wins nothing. But Kahneman and Tversky also found that:

If they have a 100% chance of losing $50 vs no or he has a 50% chance of losing $100,
these same people will frequently choose the second alternative. | have. Prospect theory
outlines the three decision-making biases that people have. Certainty:

"This is when people tend to choose the sure option of being overweight and are
averse to risk of gain”.
Thermal insulation effect:

"Refers to people's propensity to respond to striking and unusual information."

Loss avoidance:

"When people prefer avoiding losses to getting equal gains"
The certainty effect occurs when people place excessive weight on outcomes that are
considered certain rather than the only possible outcome. In other words:
We prefer sure wins and little wins over chances of winning more and risking nothing.

Nudge Theory

Thaler's contributions to economics fall into three broad categories.

(i) exposed the empirical deficiencies of rational choice theory and developed the
perspective of Kahneman and Tversky to understand various anomalies; used it to
understand how it reacts to different types of pricing strategies, and (iii). ) with Cass
Sunstein, he develops the concept of 'libertarian paternalism' and examines its practical
implications for politics, especially through the 'push' method.

Richard Thaler and Cass Sunstein, in their popular book Nudges — Improving Decision-
Making About Health, Wealth, and Happiness (2008), argue that unfavorable behavioral
and decision-making patterns are cognitive limitations, It suggests that prejudices, or
habits, may be the result of being "encouraged.” Incorporating the same kinds of insights
about constraints, prejudices, and habits into behavioral decision-making structures—the
physical, social, and psychological aspects of the situations in which they influence and
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influence our decisions. and aim to make better decisions. In a way that encourages rather
than discourages desired behavior.

In particular, such promotions face some of the traditional regulatory challenges and
potential pitfalls, such as costly procedures and ineffective campaigns, unintended
consequences of incentivized behavior, and regulation of intrusive decisions such as bans.
claims to be able to avoid They say the benefits of using incentives reinforce traditional
rules with incentives for public decision makers to influence people's decisions and
everyday behavior in a more cost-effective and efficient way. , or can be replaced (Thaler
& Sunstein, 2008). . A more invasive and effective method. That said, nudges give policy
makers the ability to influence public behavior without further restricting freedom of choice,
imposing obligations, or introducing new taxes or tax cuts. It seems to offer a viable method.

Economic Behavior and Financial Behavior

Behavioral finance is becoming increasingly important in corporate finance, investment,
stock market, and financial market efficiency discourses. If economists were asked in the
mid-1980s to name a discipline of economics that was least likely to exercise limited
rationality, finance would probably be mentioned most often. One leading economist calls
the efficient market hypothesis (see definition below), which follows from traditional
economic thought, the most established fact in economics. Yet finance is perhaps the
branch of economics in which behavioral economics has made the greatest contribution.
Two factors contributed to the surprising success of behavioral finance. First, financial
economics in general, and the efficient market hypothesis (see efficient capital markets) in
particular, make robust and testable predictions about observable phenomena. Second,
high-quality data is readily available to test this robust prediction. The rational efficient
market hypothesis states that stock prices are “correct” in the sense that asset prices reflect
a security's true or rational value. In many cases, the principle of the efficient market
hypothesis cannot be tested because the intrinsic value cannot be observed. However, in
some special cases, the hypothesis can be tested by comparing two assets whose relative
intrinsic values are known.

Prospect theory, developed by Kahneman and Tversky (1979) and Tversky and Kahneman
(1981, 2002) is proposed as a best practice alternative to conventional wisdom. Prospect
theory is a theory of average behavior. It theorizes how an individual or group of individuals
behaves, on average, in a world of uncertainty. The basic premise of behavioral finance is
that an individual's systematic choice behavior deviates from the predictions of
conventional wisdom (Fama, 1970, 1993; Shleifer, 2004, Makrehchi et al, 2013).
Conventional wisdom is exemplified by the efficient market hypothesis (EMH) and
subjective expected utility theory.

The conventional financial theory assumes that individuals behave according to the
dictates of these theories and, as such, act as rational agents. Even if some individuals
choose not to behave according to standard theory, market forces will force them to do so.
At a minimum, on average, market behavior will map to the predictions of conventional
wisdom. Thus, conventional theory should be read more than just a theory of individual
behavior (Makrehchi et al, 2013). Like prospect theory, a significant part of conventional
theory focuses on average, not individual, behavior.

A critical underlying assumption of conventional wisdom is that the agent economy is
rational as defined by the normative structures of the EMH and SEU (Subjective Expected
Utility) theory. Other irrational behaviors are ruled out by definition or assumed to be of
trivial analytical importance because they will, in a short time, be taken care of by market
forces. The conventional model is considered to provide the most accurate analytical
predictions, thereby validating the model's simplifying assumptions. An important
constituency in behavioral finance, of which prospect theory is a critical component,
accepts the perspective of conventional wisdom that behavior is irrational or at least
suboptimal if it deviates from the ideal behavior norms defined in EMH and SEU (Subjective
Expected Utility) theory. But behavioral finance scholars argue that irrational choice
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behavior is typical and therefore needs to be better explained and modeled. When such
behavior is modeled appropriately, it yields more accurate analytical predictions (; Shiller,
2004, Barberis and Thaler, 2018; Kahneman, 2002; Altman, 2004, 2012, Schwartz, 2010).
Moreover, based on sufficient consideration of empirical evidence, behavioral economics
maintains that behavioral models and institutional assumptions are critical to causal
analysis and the accuracy of analytical predictions.

Prospect theory only touches on some of the issues raised in the behavioral finance
literature. But the focal point is critical: how individuals evaluate risky gambling or prospects
and engage in risky choice behavior. The choice of risky behavior is at the heart of
participation in financial markets. Some scholars argue that the value of prospect theory is
in its ability to better explain the conundrum of human behavior in a world of uncertainty.
This puzzle includes a preference for a certain paradoxical unexpected result (from a
conventional theory perspective) high average returns on stocks relative to bonds, referred
to as the equity premium puzzle; paying more for insurance and getting involved in the
expected value lottery; individuals tend to weigh losses over gains (referred to as loss
avoidance); apparent excess weight from minor mistakes (related to regret theory), which
can lead individuals to hold onto low-return assets for too long in the hope of a better
tomorrow to avoid regretting taking losses; and the importance of reference points for
decision making. The importance of reference points suggests and helps explain both
herding and cascades in behavioral investing (Shiller, 2003).

Bias in Behavioral Economics and Finance

Traditional finance's economic model believes that people are sensible. They have
consistent preferences and are continuously looking to optimize their profits. However, this
is not the case. Some research implies that people occasionally behave unreasonably as
a result of behavioral biases. We first examine behavioral biases in detail before analyzing
how they influence individuals in corporate financial decision making.

A behavioral bias is a series of errors in judgment that occur in a certain scenario,
particularly when the circumstances are ambiguous. In other words, behavioral bias is the
tendency for humans to make systematic errors based on cognitive variables rather than
evidence under particular conditions. Many factors can contribute to bias. (Rabin, 1996)
define bias as
"a person's preference as determined by change in outcome"

relative to his reference level, rather than just absolute outcome levels. People despise
losses substantially more than they like them in comparison to their current situation."
Behavioral biases are classified into two types: cognitive biases and emotional biases. Both
have the same impact, but emotional bias produces decision-making distortion due to
emotional elements such as fear, concern, and so on. Behavioral biases necessitate the
use of several patterns, each with its own representation and influence on financial
decision-making. Some of these patterns are as follows:

Heuristic bias

Heuristics, often known as rules of thumb, are methods of problem solving, learning, and
discovery. Most managers utilize heuristics because they speed up the process of finding
a solution when the situation is complex. According to Schwartz (2010),

"heuristics are shortcuts that simplify complex methods for assessing probabilities and
values normally required to make judgments and eliminate the need for extensive
computations”

Heuristics make decision making easier. There are many situations in which an investor

would like to use heuristics to solve a problem. for example:

The first is when an investor is unaware of alternative ways to a problem, even though
there is an ideal solution. In addition, investors either do not have the resources to get help
from others, or it is too expensive to get help from others. Second, investors may have
difficulty obtaining sufficient information to resolve issues or have limited time to make
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decisions. Third, investors may not be familiar with data processing programs. Additionally,
decisions can be overwhelmed with an emotional side. Heuristics can be powerful tools for
finding solutions. However, when used in the wrong context, investors can make systematic
mental mistakes (Fuller, 2000).

Overconfidence
Overconfidence refers to people's inclination to overestimate their skills. Overconfidence,
according to Shefrin (2007), is
"related to how well people understand their own abilities and limits of knowledge."
People, in general, lay far too much weight on their efforts, knowledge, and talents,
especially when they have a high level of self-confidence. Overconfidence can present
itself in a variety of ways. According to Shefrin's research, between 65 and 80 percent of
people assessed themselves as above average (defined as the median) when asked,
"Relative to all the people you work with, how do you rate yourself?"
as a chauffeur? This means that most people have too much confidence in their abilities
and knowledge when faced with difficult and difficult tasks. Levels of overconfidence can
also vary by gender. Barber and Odean (2001) tested this prediction by splitting investors
by gender. They used discount broker account data and analyzed men's and women's
activity in these investments from February 1991 to January 1997. The results showed that
men tended to be more financially confident than women.

Familiarity bias

The tendency of people to believe and favor what they are familiar with is known as
familiarity bias. According to Shefrin's (2007) study, "people's ability to judge an event as
likely depends on how they recall specific past information related to that event."Most
investors prefer to pour money into well-known companies because they believe that
companies they are less familiar with are riskier (Chira, Adams, & Thornton, 2008). Simply
put, investors prefer to invest in what they know. But the market does not give investors a
risk premium for 'loyalty' or ‘friendliness'.

Loss aversion

Loss aversion, often known as prospect theory, is the tendency of humans to prefer
avoiding losses over experiencing comparable gains (Tversky and Kahneman, 1979). Loss
aversion refers to how investors choose between two risky choices. According to empirical
evidence, losses weigh nearly twice as much as wins for investors. Making decisions can
also be influenced by how alternatives are expressed. Investors can usually try to avoid
unfavorable options. For example, suppose an investor must choose between a
guaranteed loss of $7500 and a 75 percent Loss aversion, often known as prospect theory,
is the tendency of humans to prefer avoiding losses over experiencing comparable gains
(Tversky and Kahneman, 1979). Loss aversion refers to how investors choose between
two risky choices. According to empirical evidence, losses weigh nearly twice as much as
wins for investors. Making decisions can also be influenced by how alternatives are
expressed. Investors can usually try to avoid unfavorable options. For example, suppose
an investor must choose between a guaranteed loss of $7500 and a 75 percent probability
of losing $10,000 and a 25 percent possibility of losing nothing. The majority of investors
will go with the latter. "Because investors hate to lose, unpredictable choices give them
hopes that their investments will not lose" (Shefrin, 2001).

Hindsight bias

When looking back at the market's loss, investors may engage in what is known as
selective withdrawal. Past events are brought to light as a result of selective remembering.
Investors often ignore all of their current ideas and feelings and only concentrate on the
few things that end up being an issue. In this way, investors perceive past occurrences to
be considerably more predictable than they were previously. This is known as hindsight
bias. People's foresight can be harmed by hindsight bias since it causes them to believe
that the future can also be foreseen easily. According to Nester and Egloff's (2009)
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research, hindsight bias has three components: the feeling of inevitability, the impression
of predictability, and memory distortion. This initial component happens when people can
identify specific reasons of an occurrence. The possibility of hindsight bias increases when
the cause is easily explained. The second component entails predicting the future if there
are no surprises related with the events that occur. Otherwise, if the event is unexpected
and the forecaster cannot discover a clear phrase for it, hindsight bias will be avoided. The
third process, memory deformation, occurs when people forget their original predictions
and see them as close to truth rather than true (Goodwin, 2010).

Confirmation bias

Confirmatory bias is the tendency of investors to evaluate information in ways that reinforce
their prejudices while avoiding interpretations that oppose their ideas (Shefrin, 2007). As a
result, investors selectively retrieve information from memory and utilize it to interpret data
in a biased manner. There are three types of confirmation bias: searching for information
bias, perception bias, and memories bias. All three types of prejudice have a similar effect:
they seek evidence to support their initial ideas. Nickerson (1998) explains in his research:
“In addition to searching for information that supports existing hypotheses and beliefs,
people seem to be more likely to search only or primarily for information that supports those
hypotheses or beliefs in a particular way.” A large body of empirical evidence shows that
confirmation bias strongly influences people's decision-making. When investing, investors
want information that supports their original ideas and avoids information that contradicts
them. However, this one-sided information gives investors only a small part of the overall
market picture and can lead to erroneous decisions.

Anchoring Bias

"In many cases, people estimate by starting with an initial adjusted value and working their
way up to a final answer." Problem formulation or partial calculation results can propose
initial values. That is, different beginning points produce estimates that are biased toward
the initial value. This is referred to as the anchoring phenomenon” (Tversky and Kahneman,
1974).

Many studies suggest that anchoring has a broad impact on people's decision-making
processes, with topics ranging from probability estimate to legal judgments, valuations, and
purchase decisions. Dowd and McElory (2007). Several research, however, have
demonstrated that anchor values have an effect on judging judgements. For example,
restraint and judgment were first introduced by Tversky and Kahneman (1974). Mussweiler
and Strack showed that the difference between anchor height and low only occurred for
anchor values within a range of reasonable responses and not for irrational or extreme
responses. Wegner et al. (2001) proposed a new perspective on attachment based on the
process of attitude change. From the above, we can see that constraints can change as
mechanisms and contexts change. (Furnham and Boo, 2011)

Mental accounting

According to the research, "people use "mental accounts" in multi-attribute decision
situations, in which individuals form separate psychological accounts and use them to
evaluate events or choices" (Moon et al, 1997). This is known as mental accounting bias.
Many academics have attempted to demonstrate the influence of mental accounting on
decision-making. Tversky and Kahneman's (1981) data from experiments, including buying
of a jacket and a calculator in the same store, with a discount on the computation in a
different store, demonstrates that people make purchasing decisions based not only on the
amount of absolute money they can save, but also on the money savings linked to the
original price of a particular good. Then, the findings of Mowen and Mowen (1986) and
Ranyard and Abde-Nabi (1993) studies all suggest that people's decisions can be heavily
influenced by mental accounting. People cannot make exceptions for some of the
"anomalies" in the capital market.
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Regret avoidance

We constantly hear investors claim that they have learned from their failures. Investors put
themselves up for regret by making decisions based on speculation, and the bias is to avoid
whatever caused the embarrassment. Avoiding regret is founded on a counterfactual
mental concept that leads to guilt. For example, "If only | hadn't made the decision to buy
that stock or fund when it went down" is a counterfactual since it truly is a counterfactual.
To avoid regret, people tend to focus on bad outcomes and blame the decisions that led to
them. A bad decision is to go too fast. Bad results for investors can mean losses in stock
portfolios, but that doesn't mean the decision to push stocks up is necessarily bad per se.
Because while investors can avoid bad decisions, they may perceive that bad outcomes
are inevitable. The regret effect can be eliminated if investors can carefully analyze market
conditions, adjust their portfolios, and never make decisions based on speculation. In
addition to the biases discussed above, there are still many behavioral biases that influence
investor decision-making. Only knowing exactly what mistakes investors might make in the
decision-making process can they make better decisions about outcomes?

Effects of Behavioral Bias on Investor Decision Making

Many studies in behavioral finance suggest that behavioral biases influence investors'
financial decisions. This effect affects not just small investors, but also specialists who have
spent a long time studying finance. Market "anomalies" that cannot be explained by
classical finance appear to have a credible explanation in behavioral finance. We will
investigate the impact of behavioral bias on investors..

Most financial economists believe there are two types of investors in the market.

Arbitrage traders and noise traders. While arbitrage trading is considered perfectly
reasonable, noise traders are defined as investors. Who Is Affected by Systemic Bias? De
Long (1989) argued that noise traders typically do not accept financial advice to buy or hold
market portfolios. Instead, they want to select stocks based on their own research.
However, portfolio diversification fails because irrational behavior and bias can interfere
with the decision-making process.

Overconfidence is a major factor affecting investors' financial performance decisions.
Overconfidence occurs when an investor is overly confident in their abilities and knowledge
while underestimating the risk. According to Kyle and Wang's (1997) research,
"overconfident traders may earn higher expected returns or have higher expected utility
than rational traders because overconfident words such as commitment devices to
aggressive trading" (Baker and Nofsinger, 2010). Even so, we believe that early movers
benefit from higher returns for overconfident investors. If there are many cheeky investors,
you can expect the market to have a high trading volume. Based on rational portfolio theory,
investors should pay more attention to the expected usefulness of a portfolio than to the
specific components of the portfolio (Von Neumann and Morgenstern, 1947 and Savage,
1954). However, investors tend to divide their investments into multiple areas. Multiple
Portfolios Investors making safe account decisions designed to guarantee minimum net
worth. As a result, it is heavily influenced by mental accounting. Several studies suggest
that investors are concerned with a specific price. They must wait until the stock price
reaches a reference point before they can begin trading. Anchor bias affects this type of
investor (Baker and Nofsinger, 2002). Investors are not the only ones influenced by
behavioral biases because they constitute the majority of the market. Behavioral biases will
have an impact on the entire financial market.

CONCLUSION

The classical economics approach posits that people make economic decisions based on
utility-maximizing norms. The behavioral approach, on the other hand, does not assume
humans are adept at utility maximization; rather, it says people have psychological biases
(such as loss aversion), limited cognitive resources, and care about people. Others, such
as justice, have values that can impair utility-maximizing conduct. Attention to behavioral
economics and behavioral finance has stressed this field's capacity to recognize that
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people do not always act rationally or in their own best interests in their activities and
decisions. Because of behavioral biases, irrationality will always arise. Because of the
integration of psychology and sociology, behavioral economics has been able to detect that
standard or mainstream economic assumptions (such as rationality and self-interest) are
not always achieved.

Behavioral economics and behavioral finance use psychology to research economics and
finance, demonstrating how human biases can influence people's financial decisions.
This paper investigates some of the common behavioral biases in investor decision-
making, such as heuristics, overconfidence, mental accounting, loss aversion, and so on.
Each of them demonstrates their own representation and how they impact decision-
making. The impact of behavioral bias is pervasive; not only do investors suffer, but so do
firms and market capital. Investors can be influenced by a variety of behavioral biases,
including overconfidence, mental accounting, and anchoring. Irrational actions can result
in profit loss or portfolio failure.
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