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Mental Accounting
Education Note 7

This Education Note, the final in 
our series on Behavioral Finance, 

examines how we manage our 
spending and investments by 

unconsciously applying intuitive 
accounting techniques.

Components of mental accounting
n	 Like corporations, households use 

accounting schemes to keep spend-
ing under control.

n	 Mental accounting affects the way 
decisions are made and how their 
outcomes are perceived, influenc-
ing the cost-benefit analyses both 
before and after the fact.

n	 We all tend to assign activities to 
accounts, sometimes consciously, 
sometimes not. As in regular ac-
counting, the sources and uses of 
funds are labeled. Expenditures 
are often grouped and spending 
is often constrained by implicit or 
explicit budgets.

n	 The frequency with which accounts 
are evaluated varies, and overly 
frequent assessment can lead to 
wrong decisions.

 

Consequences for  
investment decisions
n	 Hedonic Framing, preference for 

reward (pleasure) that color how 
outcomes are assessed, explains 
why gains and losses are treated 
differently depending on their size, 
order and frequency. 

n	 The Behavioral Life Cycle Model 
argues that the source or current 
allocation of funds influences our 
willingness to spend in ways that 
contradict the economic theory of 
saving.

Benefits and drawbacks of  
Mental Accounting
n	 The primary benefit of Mental Ac-

counting is that it manages “time 
and thinking costs” in an eco-
nomical way. Mental budgets help 
individuals deal with self-control 
problems.

n	 The drawback is a potential misal-
location of funds. We may refrain 
from good investments, and make 
poor ones instead.



50

Mental Accounting

Behavioral Finance June 2008

Questions from everyday life
Mental Accounting is not specific 
to investment decisions, but deeply 
embedded in our everyday life (see  
Fig. 1). To illustrate this practice, we 
discuss the following questions in this 
Education Note:

n	 Why are flatrate pricing and all-in-
clusive vacations so popular?

n	 Why does everyone have at least 
one pair of shoes at home that does 
not fit?

n	 Why do people prefer dividend pay-
ments over share repurchases?

Costs are acceptable only  
if there is value
The goal of accounting is to end up 
with balanced accounts. On the one 
side, there are costs incurred when 
buying something. To balance the ac-
count, the value of the purchase has to 
cover the cost. If the value is too low, 
costs prevail, yielding a loss. And if val-
ue exceeds cost, we realize a gain. 

The inescapable fact in assessing the 
utility of transactions is that we fear 
losses more than we value gains. In 
others words, a loss of USD 100 hurts 
more than a gain of USD 100 yields 
pleasure. In addition, our sensitivity to 
gains and losses diminishes as num-
bers rise. A gain of USD 10 on an item 
that is worth USD 20 is seen as a lot 

Source: UBS WMR

Fig 1: Household accounting
An example of mental accounts

“You got to know when to hold 
‘em, know when to fold ‘em,

 
Know when to walk away and 

know when to run.

You never count your money 
when your sittin’ at the table. 

There’ll be time enough for 
countin when the dealin’s 

done.”

The Gambler, 
Country Song by Kenny Rogers

more valuable than the same gain on 
an item worth USD 1000. We are more 
influenced by the difference in value 
than by the value of the difference.

We buy useless things
Almost everyone has something hang-
ing in a closet that was purchased but 
never worn. Why do we spend money 
on something we do not need or can-
not use? 

Thaler (1985) provided an answer to 
this vexing question by introducing the 
concept of transaction utility. He found 
that besides the value of the thing it-
self, people also value the deal they 
make (see Fig. 2). The value of a deal is 
high if the price that we think an item 
should cost is higher than what we ac-
tually paid for it. Consequently, we of-
ten buy something simply because we 
think it is a great bargain (see Fig. 2). 

Unsurprisingly, marketing specialists 
are well aware of transaction utility. 
This is why there are inflated “rec-
ommended retail prices” mentioned 
besides a store’s offer price. Credit 
card surcharges are translated into 
cash discounts and most stores have 
always something “On Sale.” The fact 
that we cannot make any use of some 
“bargain” we acquire only dawns on 
us later. 
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Source: UBS WMR

Fig. 2 Transaction Utility
The value of a deal

How we set reference prices
The following has been told to two 
groups, using the phrases in brackets 
for one and the phrases in parentheses 
for the other:1

“You are lying on the beach on a hot 
day. For the last hour you have been 
thinking about how much you would 
enjoy a nice cold bottle of your favorite 
brand of beer. A companion gets up 
and offers to bring back a beer from 
the only nearby place where beer is 
sold (a fancy resort hotel) [a small, run-
down grocery store]. He says that the 
beer might be expensive and so asks 
how much you are willing to pay for 
the beer. He says that he will buy the 
beer if it costs as much or less than 
the price you state. But if it costs more 
than the price you state, he will not 
buy it. You trust your friend, and there 
is no possibility of bargaining with the 
(bartender) [store owner]. What price 
do you tell him?”

The median responses for the two ver-
sions were USD 2.65 (resort) and USD 
1.50 [store] in 1984 dollars. For the 
thirsty drinker on the beach, the place 
of purchase should be irrelevant. How-
ever, the average consumer would 
not have enjoyed a beer for USD 2.50 

from the store, because the transac-
tion utility would have been negative. 
The context of where the money is 
spent influences how we set reference 
prices. Non-drinkers may think about 
how much their reference price for a 
decent lunch is influenced by how “ex-
pensive” a restaurant looks like when 
entering it.

Transaction utility with stocks
Much as we sometimes buy things 
just because our reference price is a 
lot higher than the offer price, we also 
buy stocks that appear cheap. When 
markets fall sharply after a long up-
turn, many investors believe there 
are a lot of great bargains to be had. 
They still remember the high prices 
and view current prices as cheap. 
Many who missed the stock market 
rally in 1999/2000 felt like the first 
setback was the chance to jump on 
board. Transaction utility is also high 
for stocks that are very prominent 
or stocks that all one’s friends and 
neighbors already own. Investors feel 
a certain pride when investing in such 
a company, an appeal that can some-
times carry more weight than facts do 
(see Fig. 3).

We keep useless things
Anyone who has ever purchased an 
expensive pair of shoes that fit well in 
the store but hurt terribly afterwards 
has probably had the following expe-
rience: The more expensive the shoes 
were, the more often we try to wear 
them before we give up with stabbing 
pain. Of course, we don’t throw them 
away once we gave up wearing them. 
If we would do so, costs would turn 
into a loss, as we would give up hope 
of recovering some value. 

1 Thaler (1985): “Mental accounting and consumer choice”, Marketing Science, 4 (1985), p. 199–214.

Source: UBS WMR

Fig. 3 Savings that only exist in our mind
Transaction utility may exceed the purchased item’s utility
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However, as in real accounting, invest-
ments are depreciated over time. This 
is why we will probably get rid of this 
pair of shoes after some years. How 
long we store them depends on both 
the costs and our rate of depreciation. 
What applies to illfitting shoes also ap-
plies to poorly performing stocks in our 
portfolio. Many investors hold stocks 
in companies that went bankrupt 
years ago, and will only delete them 
from the account once the costs have 
been written down in their mind.

How to enjoy more gains and 
incur fewer losses
We tend to prefer a small gain every 
day of the week rather than one 
of equal size on the first day of the 
week. The reason is that joy does 
not rise proportionally with the size 
of the gain; Receiving USD 100 does 
not cause 10 times the pleasure of a 
USD 10 gain. The opposite is true for 
losses. A large one-time loss does not 
hurt as much as ongoing small losses. 
Losing USD 10 every day for a week 
annoys us more than losing USD 70 all 
at once.  

Psychological research calls this be-
havior “Hedonic Framing” (see Fig. 4). 
The rules we unconsciously apply to 
maximize pleasure in life are:

n	 Spread out gains to enjoy more 
positive reinforcement.

n	 Integrate losses to have as few neg-
ative experiences as possible. 

n	 Integrate smaller losses with larger 
gains so that the loss is less felt, 
since a reduced gain hurts less than 
facing the loss would do.

n	 Segregate small gains from larger 
losses, since small gains gener-
ate more pleasure than reducing a 
large loss by this small amount.

We can easily apply the Hedonic Fram-
ing concept to single assets in an 
investment portfolio. Investors tend 
to regard stocks that gained in value 
separately and enjoy each one, even if 
the gain is small. Positions with a loss 
are often classified as long-term invest-
ments, which are part of a portfolio 
strategy. We tend to summarize losing 
investments by sector or asset class in-
stead of facing each individual loss. 

Companies tend to do the same. Burg-
stahler and Dichev2  have shown that 
quarterly earnings of some few cents 
per share are much more frequent 
than losses of the same amount. Ac-
counting measures tend to be used to 
turn small red numbers into a “black 
zero.” If larger losses occur, companies 
tend to take advantage of the situa-
tion and clear up other positions as 
well, called “big bath behavior.”

Source: Shefrin/Thaler (1988)

Fig. 4: Maximize pleasure with Hedonic Framing
Gains and losses are treated differently

4. Separate small gains from large losses

1. Separate small gains

2. Integrate small losses (big bath)

3. Combine small losses with large gains
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“Rational is not necessarily happy, and 
irrational gives you the rare opportunity  
to enjoy ‘free’ drinks”

Shafir / Thale

Hedonic Framing makes overpaying 
feel like having a free lunch
Remember the first question we raised 
in this Note:

n	 Why is flatrate pricing and all- 
inclusive vacation so popular?

Internet access, mobile phones and fit-
ness centers often come with flatrates: 
pay a fixed amount per month or quar-
ter and use the service as often as you 
like. Most resort hotels offer all-inclu-
sive packages that include food, drinks 
and using all facilities. This fits our sec-
ond rule of Hedonic Framing, because 
several small payments are integrated 
into one larger up-front payment. De-
coupling the payment from actual con-
sumption reduces the perceived costs. 
Funnily enough, we feel like getting 
something for free every time we then 
use the service.  

A hotel offering all-inclusive vacations 
even gains if we consume goods and 
services that are equivalent in value 
to the payment. Would we have to 
pay for everything peruse, we would 
most probably consume less, as single 
payments make us more aware of the 
costs. 

Sports clubs and spas usually charge 
semi-annual or annual membership 
fees. A study by Gourville and Soman3 

shows that usage of a health club 
surged right after the bills were sent 
out, and dropped back significantly 
over the next months, just to increase 
again after the next bill. Della Vigna 
and Malmendier4 even demonstrated 
in a three-year study with nearly 8000 
health club clients that people using 
flat-fee contracts overpaid for services, 
as they used them far less frequently 
than they initially thought. They at-
tribute this to overconfidence about 
future efficiency or about future self-
control.

Application to investment  
decisions
Hedonic Framing contributes to the 
common dynamic of taking profits too 
early and holding on to losing posi-
tions for too long. If we put Hedonic 
Framing in the context of Mental Ac-
counting, we can derive an explana-
tion for this behavioral bias. We there-
fore introduce the concept of wealth 
accounts (see Fig. 5). 

Money is not fungible –  
at least not in our mind
Economic theory proposes that money 
is fungible. This means, it does not 
matter how a dollar is earned or where 
it is currently invested when it comes 
to spending decisions. Research in 
Mental Accounting proves the oppo-
site to be true. 

Shefrin and Thaler5 proposed a hierar-
chy of money locations based on how 
tempting it is for a household to spend 
it. Current account money and cash at 
hand is routinely spent. However, the 
source of funds influences on what it 
is spent. Money earned through hard 
work is primarily spent on essentials 
like rent, food and household bills. 
Windfall profits like lottery gains or 
bonus payments on the other hand 
are often spent for amusement or ac-
cessories. Even indebted people often 
spend windfall profits for having fun 
instead of paying down debt. The rea-
son is that the money is booked into a 
separate account. 

The next wealth account level is in-
vested assets like stocks, bonds and 
mutual funds. To spend this money, 
positions have to be sold, which sig-
nificantly reduces the temptation to 
spend it. Therefore, transferring funds 
from a current account to an invest-
ment account can be viewed as ac-
tually “saving.” Home equity is even 
safer from being spent; however, the 
rising trend of home equity loans has 
somewhat increased the propensity 
to spend from home equity. Future 
income is most sheltered from being 
spent, because it would involve raising 
debt.  

2	Burgstahler, Dichev, 1997, Earnings management to avoid earnings decreases and losses, Journal of Accounting and Economics 24 (1): p. 99–126.
3	Gourville, Soman. “Payment depreciation: the effects of temporally separating payments from consumption”, Journal of Consumer Research (1998).
4	Della Vigna, Malmendier: “Paying Not to Go to the Gym” UC Berkely, Stanford University and NBER, (2005).
5	Shefrin, Thaler: “The behavioral lifecycle hypothesis”, Economic Inquiry, 26 (1988), p. 609–643.
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If we think about these wealth ac-
counts for a minute, we can derive the 
answer to the third question in the in-
troduction; 

n	 Why do people prefer dividend pay-
ments over share repurchases?

Dividends are booked into the current 
account, whereas share repurchases 
lead to an increase in asset values. This 
means that dividends are available for 
spending right away, but paper gains 
on stocks are less tempting to use. The 
preference for cash dividends even 
holds where taxation of price gains is 
more favorable.

Going back to the earlier question of 
why small gains tend to be realized 
early, we have to refine the hierarchy 
of money locations to include the con-
cept of Hedonic Framing. If money 
needs to be withdrawn from the in-
vestment account to meet spending 
needs, positions with a paper gain are 
more likely to be sold than positions 
with a paper loss. So winners tend to 
be sacrificed for spending and losers 
tend to be held.

The good, bad and loopholes  
of Mental Accounting
We have concentrated on the draw-
backs of Mental Accounting in this 
Education Note. The good thing about 
most drawbacks is that we can over-
come them by being aware of them 
when forming decisions. Having said 
that, we should not forget that Mental 
Accounting is a very useful mechanism 
to solve self-control problems.

The lower an individual’s wealth, the 
more need there is for strict budget-
ing. The balancing frequency of Men-
tal Accounts is higher for lower-income 
groups. However, mental budgets also 
play an important role for wealthy 
people, who use small budgets to 
control their use of “sinful” purchase, 
items like tobacco, alcohol or sweets. 
“A glass of wine a day,” or “one cho
colate candy after lunch only,” or other 
such explicit food budgets are used to 
avoid gaining weight.

While we try to control ourselves, we 
are also experts in fooling the control-
ler in our mind. One way we prevent 
“reporting” some costs is to decom-
pose them into very small units that are 
unworthy of being reported. Examples 

“To control their consumption, 
consumers pay more for  

less of what they like too much”

Klaus Wertenbroch
Marketing Professor

Source: Shefrin/Thaler (1988)

Fig. 5: Wealth accounts
Behavioral Life-Cycle Model

Future Income (Human Capital)

Real Estate, other less liquid assets

Stocks, Bonds, Mutual Funds etc.

Personal income, Liquidity, Dividends
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Temptation
to use funds Source or current use of funds
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are money we spend on a coffee break 
or little snacks. Again, marketing ex-
perts have found ways to make use 
of this Mental Accounting loophole. 
Membership fees or subscriptions are 
often advertised by showing the daily 
cost, 27 cents a day, say, rather than 
the total of nearly USD 100 a year. An-
tismoking campaigns turned the de-
composition ploy around, by pointing 
out that stopping a three-dollar-a-day 
habit can save around USD 1100 per 
year, paying for a nice vacation.

Summary and checklist
n	 Try to view investments in a port-

folio context instead of evaluating 
every position separately. Even if 
assets are booked in separate ac-
counts or with separate banks, they 
all belong to the same portfolio. 
Remember to include retirement 
and savings accounts and positions 
acquired in employee stock owner-
ship programs when analyzing your 
portfolio allocation.

n	 When buying a stock, do not look 
at where the price once was. Try to 
determine the fair price and ignore 
past reference prices.

n	 Do not evaluate performance too 
frequently. Overly frequent bal-
ancing of accounts often leads to 
wrong decisions.

n	 If money needs to be withdrawn, 
check the effect of a sale on the 
portfolio allocation. 

n	 When going after a presumed good 
deal, hold on for a minute and 
check for reasons to invest other 
than the value of the deal.

A final suggestion for dealing 
with life’s unpleasant surprises
Define a sufficiently large budget to 
cover unpleasant spending like speed-
ing tickets, fines and similar annoying 
cash drains throughout the course of 
the year. Attribute this amount to your 
favorite charitable organization. Then 
deduct all fines, tickets, etc. you re-
ceive over the year from this account 
and donate the remainder to the orga-
nization at year’s end. This will not save 
any money – you have only “spent” 
this sum in your Mental Accounts so 
far – but now it feels as if the fine is 
paid by someone else and therefore it 
may hurt a bit less.

“Ice cream is exquisite –  
what a pity it isn’t illegal.” 

Voltaire



56 Behavioral Finance June 2008

Publication details

Publisher: UBS AG, Wealth Management Research, P.O. Box, CH-8098 Zurich
Editorial board: Roy Greenspan
Authors: Joachim Klement, Veronica Weisser, Thomas Wacker
Product management: Isabelle Nastasi
Desktop: typotop.ch, Rolf Müller
Printer: UD Print AG, Lucerne (SAP No. 83197E) 
Contact: UBS-Research@ubs.com

© UBS AG 2008

Published in English and German.

Order or subscribe
–	 For UBS clients outside the US: please order your additional copies of this publication via your UBS client advisor or via the Printed & Branded 

Product mailbox: Sh-Iz-Ubs-Publikationen@ubs.com
–	 For UBS clients in the US: please order additional copies via your UBS Financial Advisor.

This report has been prepared by Wealth Management Research, the Financial Analysis Group of Global Wealth Management & Business Banking, a Business Group of 
UBS AG (UBS). In certain countries UBS AG is referred to as UBS SA. This publication is for your information only and is not intended as an offer, or a solicitation of an offer, 
to buy or sell any investment or other specific product. The analysis contained herein is based on numerous assumptions. Different assumptions could result in materially 
different results. Certain services and products are subject to legal restrictions and cannot be offered worldwide on an unrestricted basis. Although all information and 
opinions expressed in this document were obtained from sources believed to be reliable and in good faith, no representation or warranty, express or implied, is made as to 
its accuracy or completeness. All information and opinions as well as any prices indicated are subject to change without notice and may differ or be contrary to opinions 
expressed by other business areas or groups of UBS as a result of using different assumptions and criteria. At any time UBS AG and other companies in the UBS group 
(or employees thereof) may have a long or short position, or deal as principal or agent, in relevant securities or provide advisory or other services to the issuer of relevant 
securities or to a company connected with an issuer. Some investments may not be readily realisable since the market in the securities is illiquid and therefore valuing the 
investment and identifying the risk to which you are exposed may be difficult to quantify. UBS relies on information barriers to control the flow of information contained in 
one or more areas within UBS, into other areas, units, groups or affiliates of UBS. Futures and options trading is considered risky. Past performance of an investment is no 
guarantee for its future performance. Some investments may be subject to sudden and large falls in value and on realisation you may receive back less than you invested 
or may be required to pay more. Changes in FX rates may have an adverse effect on the price, value or income of an investment. We are of necessity unable to take into 
account the particular investment objectives, financial situation and needs of our individual clients and we would recommend that you take financial and/or tax advice as 
to the implications (including tax) of investing in any of the products mentioned herein.

For structured financial instruments and funds the sales prospectus is legally binding. If you are interested you may attain a copy via UBS or a subsidiary of UBS.

This document may not be reproduced or copies circulated without prior authority of UBS or a subsidiary of UBS. UBS expressly prohibits the distribution and transfer of 
this document to third parties for any reason. UBS will not be liable for any claims or lawsuits from any third parties arising from the use or distribution of this document. 
This report is for distribution only under such circumstances as may be permitted by applicable law.

Australia: Distributed by UBS Wealth Management Australia Ltd (Holder of Australian Financial Services Licence No. 231127), Chifley Tower, 2 Chifley Square, Sydney, New South 
Wales, NSW 2000. Bahamas: This publication is distributed to private clients of UBS (Bahamas) Ltd and is not intended for distribution to persons designated as a Bahamian citizen 
or resident under the Bahamas Exchange Control Regulations. Canada: In Canada, this publication is distributed to clients of UBS Wealth Management Canada by UBS Investment 
Management Canada Inc.. France: This publication is distributed to clients of UBS (France) SA, a duly authorized bank under the terms of the ‘‘Code Monétaire et Financier’’, 
regulated by French banking and financial authorities as the ‘‘Banque de France’’ and the ‘‘Autorité des Marchés Financiers’’. Germany: The issuer under German Law is UBS 
Deutschland AG, Stephanstrasse 14–16, 60313 Frankfurt am Main. UBS Deutschland AG is authorized and regulated by the Bundesanstalt für Finanzdienstleistungsaufsicht.  
Hong Kong: This publication is distributed to clients of UBS AG Hong Kong Branch by UBS AG Hong Kong Branch, a licensed bank under the Hong Kong Banking 
Ordinance and a registered institution under the Securities and Futures Ordinance. Indonesia: This research or publication is not intended and not prepared for purposes 
of public offering of securities under the Indonesian Capital Market Law and its implementing regulations. Securities mentioned in this material have not been, and will not 
be, registered under the Indonesian Capital Market Law and regulations. Italy: This publication is distributed to the clients of UBS (Italia) S.p.A., via del vecchio politecnico 
3 – Milano, an italian bank duly authorized by Bank of Italy to the provision of financial services and supervised by Consob and Bank of Italy. Jersey: UBS AG, Jersey Branch 
is regulated by the Jersey Financial Services Commission to carry on investment business and trust company business under the Financial Services (Jersey) Law 1998 (as 
amended) and to carry on banking business under the Banking Business (Jersey) Law 1991 (as amended). Luxembourg: This publication is not intended to constitute a 
public offer under Luxembourg law, but might be made available for information purposes to clients of UBS (Luxembourg) S.A., a regulated bank under the supervision of 
the ‘‘Commission de Surveillance du Secteur Financier’’ (CSSF), to which this publication has not been submitted for approval. Singapore: This material is distributed to 
clients of UBS AG Singapore Branch by UBS AG Singapore Branch, an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110) and a wholesale bank 
licensed under the Singapore Banking Act (Cap. 19), regulated by the Monetary Authority of Singapore. Spain: This publication is distributed to clients of UBS Bank, S.A. by 
UBS Bank, S.A., a bank registered with the Bank of Spain. UAE: This research report is not intended to constitute an offer, sale or delivery of shares or other securities under 
the laws of the United Arab Emirates (UAE). The contents of this report have not been and will not be approved by any authority in the United Arab Emirates including 
the UAE Central Bank or Dubai Financial Authorities, the Emirates Securities and Commodities Authority, the Dubai Financial Market, the Abu Dhabi Securities market or 
any other UAE exchange. UK: Approved by UBS AG, authorised and regulated in the UK by the Financial Services Authority. A member of the London Stock Exchange. 
This publication is distributed to private clients of UBS London in the UK. Where products or services are provided from outside the UK they will not be covered by the UK 
regulatory regime or the Financial Services Compensation Scheme. USA: Distributed to US persons by UBS Financial Services Inc., a subsidiary of UBS AG. UBS Financial 
Services Inc. accepts responsibility for the content of a report prepared by another non-US affiliate when it distributes reports to US persons. All transactions by a US person 
in the securities mentioned in this report must be effected through UBS Securities LLC or UBS Financial Services Inc., and not through a non-US affiliate.

© UBS 1998–2008. The key symbol and UBS are registered and unregistered trademarks of UBS. All rights reserved.



Diese Publikation von UBS Wealth Management Research (WMR) enthält die vollständige Serie der 7 Education Notes 
zum Thema «Behavioral Finance».

In den Education Notes werden komplexe Sachverhalte aus der Finanzwelt erklärt.

Weitere Education Note-Serien:
– Foreign Exchange
– Portfolio-Diversifizierung
– Anleihen verstehen

Suchen Sie Top-Finanzanalysen für eine Top-Performance Ihres Portfolios? Mit seinem weltumspannenden Netz ausgewiesener 
Analysten ist UBS Wealth Management Research Ihr führender Partner. Wir bieten Ihnen fundierte Lagebeurteilungen und Prognosen 
zu Wirtschaft, Zinsen, Währungen und Märkten weltweit, begründen die Anlagestrategie, beraten Sie in spezifischen Anlagefragen 
und geben – soweit rechtlich erlaubt – Empfehlungen ab. Als UBS-Kunde erhalten Sie zudem privilegierten Zugang zu unseren 
Publikationen. Fragen Sie Ihren Kundenberater, wie Sie sich das Wissen und den Erfahrungsschatz von WMR erschliessen können, 
um an unserem Anlageerfolg teilzuhaben.



Behavioral Finance
June 2008UBS Wealth Management Research

Why your mind can play tricks
on you when you invest – 

and what you can do about itabC




