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Abstract 

Mental accounting significantly influences the behavior of investors, affecting how they allocate, assess, and 

interact with their investments. This cognitive framing concept, conceptualized by Richard Thaler, implies that 

investors categorize money into different mental "accounts," impacting their perceptions and financial decisions. 

For instance, some investors segregate funds into “safe” and “risky” baskets, influencing their willingness to 

undertake risk and potentially leading to suboptimal portfolio diversification. The division of money into 

“income,” “capital,” and “windfall” can lead to varied spending and investment behaviors, with individuals being 

more liberal in spending or investing windfall gains compared to regular income. The purpose of this research is 

to examine the impact of mental accounting on the behavior of investors. The researcher employed an appropriate 

simple random sampling technique to choose a sample of 200 individuals using simple random sampling technique 

through google form. Mental accounting also engenders loss aversion, prompting investors to hold onto losing 

stocks to avoid regret and sell winning stocks to realize gains, a behavior known as the disposition effect. This 

mental categorization of money and investments can thus lead to irrational decisions that may not align with 

traditional economic theories positing utility maximization. By acknowledging the implications of mental 

accounting, investors can endeavor to mitigate its impact, fostering more rational and informed investment 

behaviors. 
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Introduction 

The concept of behavioral finance pertains to the influence of an individual's psychological factors on their 

financial decision-making processes. The field of behavioral finance does not supplant the presence of any 

established finance theories; rather, it integrates these theories with cognitive psychology to offer a comprehensive 

framework for understanding human behavior during the decision-making process. The field of behavioral 

decision making has garnered significant attention from economists over an extended period of time. Within this 

field, researchers have focused on examining the cognitive aspect of behavioral decisions, specifically the 

phenomenon known as mental accounting. This idea has been explored in relation to many aspects of financial 

decision making and the cognitive assessment of economic consequences. The financial decision-making process 

of individual families is impacted by the implicit features of their mental accounting. Mental accounting refers to 

the cognitive process by which individuals encode, categorize, and assess their financial outcomes. This statement 

elucidates the subjective cognitive categorization of income and spending during a transaction, wherein individuals 

allocate these financial resources into distinct accounts based on factors such as their origin and frequency. The 

primary significance of the theory lies in its capacity to elucidate individual economic behavior. The construction 

of mental accounts, driven by an individual's intention to exercise spending control and enhance savings, might 

prove advantageous for investors who possess inadequate self-discipline. Mental accounts are commonly 

employed by individuals as a mechanism for self-control. 

Literature related to previous studies 

Santi et al. (2019) revealed that investors who exhibit mental accounting tendencies allocate a greater proportion 

of their funds towards investments. Specifically, they prioritize their monthly private funds over bonus funds when 

making investment decisions. Moreover, these investors display a higher level of risk aversion towards investing 

their monthly private funds compared to their bonus funds. Additionally, in the event of a loss, the dissatisfaction 

experienced by investors is more pronounced when the losses are incurred from their monthly funds as opposed 

to their bonus funds. Obademi (2019), investigated the influence of behavioral finance on investment decision-

making. The findings indicate a positive correlation between financing decisions and behavioral investment. 

Additionally, a noteworthy association is observed between potential clients and individual investment choices. 

The study recommends that investors should be cognizant of the various behavioral factors that can impact their 

decision-making process. Bonner et al. (2014) examined the behavior of company managers in presenting income 

list items. Specifically, it investigates whether managers tend to provide detailed information or group income list 

items in different situations. The study also explores the potential impact of these presentation choices on corporate 

investor ratings, hypothesizing that ratings. To achieve these objectives, the study will conduct a series of 

experiments within the field of behavioral finance. The researchers will employ various tools to investigate 

whether managers' preferences align with their expectations. The study findings suggest that company managers 

perceive investors to exhibit a greater tendency to avoid losses compared to themselves, even in hindsight. 
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Moreover, the results indicate that managers take into account various factors associated with mental accounting, 

such as categorizing income list elements, assessing the relative significance of income list items. 

Background of Mental accounting 

Mental accounting, also known as psychological accounting, was conceptualized by Richard Thaler, a renowned 

professor of behavioral economics. Thaler's ideas have had a profound impact across multiple disciplines, 

reshaping our understanding of human behavior. His work highlights the subjective nature of individuals' 

perceptions of money, which can lead to unfavorable outcomes and irrational decision-making in their financial 

expenditures and investments. Mental accounting refers to a cognitive framework employed by individuals and 

households to effectively manage, assess, and monitor their financial transactions. This framework influences the 

spending and saving behaviors of investors and other individuals, as well as their responses to unforeseen financial 

losses. Their emotional perceptions of these accounts hinder their ability to concentrate on the ultimate outcomes 

of their financial and investment choices. The phenomenon of mental accounting frequently results in individuals 

making irrational investment choices and engaging in behaviors that are detrimental to their financial well-being. 

To mitigate the influence of mental accounting biases, investors must regard the funds they allocate across various 

accounts as fully interchangeable. This applies to both budgeting and wealth management calculations, ensuring a 

more objective approach to financial decision-making. 

Key components of mental accounting 

These components of mental accounting work together to influence how individuals perceive and interact with 

money, potentially leading to decisions that may be inconsistent with traditional economic theory, which assumes 

rational and logical decision-making. Recognizing these components and their effects can help individuals and 

advisors to make more informed and rational financial decisions. Mental accounting involves several key 

components that help to understand how people value money and make financial decisions: 

1. Categorization: Categorization is a fundamental component of mental accounting that deeply influences 

financial decision-making. It refers to the psychological partitioning of money into different “accounts” or 

“buckets,” each earmarked for a specific purpose or spending category, such as rent, groceries, savings, or luxury 

purchases. This mental division of funds allows individuals to allocate and manage their finances more 

systematically, aiding in budgeting and financial planning. However, it also engenders cognitive biases that can 

lead to suboptimal financial decisions. For instance, a person might overspend in one category and underspend in 

another due to the mental boundaries created, even if the utility gained from spending more in the underspent 

category is higher. Additionally, people might treat money differently based on its source, due to categorizing 

windfalls or gifts differently from regular income, which can impact saving and spending behaviors. The rigidity 

imposed by such mental categorization can sometimes hinder the flexibility needed for optimal financial 

management and may prevent individuals from making rational decisions based on the overall availability of funds 
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across different categories. In essence, while categorization in mental accounting aids in organizing finances, it 

can also constrict financial behaviors and decisions, necessitating awareness and critical assessment to avoid 

financial pitfalls. 

2. Evaluation or Framing: Evaluation or framing pertains to the value assignment of transactions, where the 

context or the way a financial scenario is presented affects financial decision-making. For example, losses usually 

have a greater emotional impact than gains of the same amount, leading to loss aversion. 

3. Transaction Cost: Individuals often consider the perceived benefit or “utility” of a transaction against its 

perceived cost, impacting the perceived value of transactions. People may ignore small transaction costs leading 

to potential financial inefficiencies over time. 

4. Payment Decoupling: Payment decoupling refers to the separation of spending from the enjoyment derived 

from consumption. The method of payment can affect spending, such as people tending to spend more when using 

credit cards compared to cash, due to the temporal separation between purchase and payment. 

5. Reference Dependence: Individuals often compare outcomes to a reference point, which can be the status quo, 

their expectations, or some other benchmark. Gains and losses are perceived relative to this reference point, 

affecting perceived value and satisfaction. 

6. House Money Effect: This occurs when individuals treat money differently based on its origin. For example, 

people are often more willing to gamble with money that they have won (“house money”) than with their own 

money. 

7. Budgeting and Self-Control: Mental accounting allows people to set budgets for different categories of 

spending, acting as a self-control mechanism. However, it may lead to inflexible spending behaviors, like avoiding 

necessary expenses if it means breaking a set budget. 

8. Sunk Cost Effect: This refers to the consideration of past, unrecoverable costs in making current decisions. 

Individuals might continue to invest in a losing proposition due to the perceived value assigned to the sunk cost. 

9. Endowment Effect: Individuals tend to overvalue what they own, which affects buying and selling decisions. 

For example, a person may be unwilling to sell an asset at the market price if they value it more due to ownership. 

10.  Goal-Driven Investment: Individuals tend to allocate money to specific goals, affecting how they assess and 

manage their investments and expenditures. Each account or goal has its rules regarding risk tolerance, spending, 

and saving. 
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Problem statement 

Investors frequently exhibit cognitive biases in their investing decisions, particularly in the context of mental 

accounting, which significantly impacts their trading activities inside the financial markets. Psychological factors 

exert a significant influence on investors' decision-making processes. In certain instances, investors tend to 

compartmentalize their trades into distinct mental accounts, perceiving them as isolated entities. This approach 

detrimentally impacts the effectiveness of asset allocation and is widely recognized as one of the prevailing errors 

frequently observed in the stock market. Investors evaluate their trades based on the ultimate destinations of the 

cash, sometimes adhering to distinct mental accounts aligned with their individual commitments. It is evident that 

investors who manage their assets through individual shares may have liquidity challenges, as they see the 

necessity of maintaining cash reserves across all their separate accounts to cater to accounts requiring liquidity 

support. 

The Significance of Academic Pursuit 

 The mental accounting on the financial and investing choices made by investors' behavior has garnered 

considerable interest from scholars, academics, and practitioners within the realm of financial markets. Financial 

and investment decisions are inherently individualistic in nature, since they are made by investors. Consequently, 

the determination of these judgments is contingent upon a variety of cognitive and psychological factors shown 

by the investors. Consequently, there is a growing imperative to identify the factors that influence buying or selling 

decisions in financial markets. This is because comprehending investor behavior facilitates a more precise 

comprehension and prediction of future movements in financial markets, thereby enabling the attainment of above-

average returns or the mitigation of risks associated with financial and investment choices. 

Study Aims and Procedures 

The fundamental objective of this study is to learn more about mental accounting frameworks prevalent in Indian 

households. The research adds to the growing body of work in behavioral finance by investigating if and how the 

mental accounting system influences the financial choices made by Indian families. It has been observed that, 

before making financial decisions or conducting financial actions, households conduct mental checks The purpose 

of this research is to examine the impact of mental accounting on the behavior of investors. The researcher 

employed an appropriate simple random sampling technique to choose a sample of 200 individuals using simple 

random sampling technique through google form. 

Analysis and Discussion- Friedman Rank Test  

Mental accounting, a concept developed by Richard Thaler, refers to the cognitive process in which individuals 

categorize, code, and evaluate economic outcomes. In essence, it is a mental approach to managing and organizing 

financial information, dividing money into separate accounts based on subjective criteria. Mental accounting 

impacts investor behavior significantly. Below are several ways it does: 
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                        Table.No.1: Factors influencing mental accounting among the investors 

Sl. 

No 

Factors Mean  
Std. 

Deviation 

Mean 

Rank  

1 Loss Aversion and Risk 

Taking 

3.03 1.108 4.93 

2 Budgeting and Spending 3.25 1.121 3.29 

3 Portfolio Diversification 3.17 1.136 4.38 

4 Asset Allocation 3.38 1.071 5.05 

5 Reference Point Setting 3.42 1.125 4.28 

6 House Money Effect 3.39 1.327 4.67 

7 Goal-Driven Investments 3.28 1.089 4.98 

 

 The variable labelled “Portfolio Diversification " has values that are significantly lower than those of the other 

variables, with a mean value of 4.19. Portfolio diversification in the context of mental accounting implies that 

investors often categorize their investments into different mental “buckets” or “accounts,” each perceived to have 

a distinct risk and reward profile, leading them to diversify their portfolios based on these subjective 

categorizations. For instance, an investor might mentally segregate their investments into “safe” and “risky” 

buckets, allocating a certain proportion of their capital to each based on their risk tolerance, investment goals, and 

market outlook. While this categorization can assist in managing risk and aligning investments with individual 

preferences and objectives, it may also lead to suboptimal diversification. Investors might overly concentrate on 

specific asset classes, sectors, or financial instruments based on their mental accounting biases, potentially 

overlooking opportunities for better risk-adjusted returns elsewhere. Moreover, the mental segmentation may lead 

to a lack of holistic view of the portfolio, causing investors to not fully consider the correlations and aggregate risk 

level of their investments. The influence of mental accounting on portfolio diversification underscores the need 

for investors to be mindful of their cognitive biases and to adopt a more objective and comprehensive approach to 

investment allocation, ensuring that diversification is aligned with their overall financial goals and risk tolerance, 

rather than being constrained by subjective mental categories. Loss Aversion and Risk Taking: Investors tend to 

separate gains and losses, which can lead to an aversion to realizing losses and a preference for realizing gains. 

This might make investors more risk-averse after experiencing losses and more risk-seeking after experiencing 

gains.  Budgeting and Spending: Investors may allocate money into different mental accounts, like "income," 

"savings," and "entertainment," affecting their spending and investment decisions. Asset Allocation: Some 

investors may categorize investments in terms of “income” and “capital,” impacting how they allocate assets. This 

can lead to a preference for investments that provide regular income, like dividends or interest, over those that 

primarily offer capital gains. Reference Point Setting: Mental accounting influences how investors set reference 

points, impacting their perceptions of gains and losses. For example, an investor might use the purchase price as a 



© 2023 IJRAR October 2023, Volume 10, Issue 4                           www.ijrar.org (E-ISSN 2348-1269, P- ISSN 2349-5138) 

IJRAR23D1089 International Journal of Research and Analytical Reviews (IJRAR) 687 
 

reference point and perceive prices above this as gains and below as losses, influencing their selling decisions. 

House Money Effect: When people categorize money as “house money” (gains from previous investments), they 

are often more willing to take risks. This effect can lead to higher risk-taking, especially after realizing gains .Goal-

Driven Investments. Mental accounting causes investors to allocate money towards specific goals, affecting 

investment choices. For instance, an investor may allocate certain investments for “retirement” and others for 

“vacation,” impacting the level of risk they are willing to take with each account. 

Table – 2 - Friedman Test 

No of respondents 200 

Chi-Square value   103.072 

Difference 6 

Asymp.Sig. 0.000 

 

The result indicates that the calculated Chi-Square value is 103.072. This is highly significant at 1% level. 

Conclusion and Implications: 

By being aware of the biases and distortions caused by mental accounting, individuals can make more rational and 

optimal investment decisions, while advisors can better tailor their advice and communication strategies to align 

with the mental accounting biases of their clients. The insights from mental accounting can also be used by 

policymakers and financial institutions to develop products and frameworks that help in mitigating the adverse 

effects of these biases on investor behavior. Several studies and empirical evidence show that mental accounting 

significantly influences investor behavior. The comprehension of mental accounting has the ability to enhance the 

financial decision-making process within households, leading to increased savings, improved wellbeing, and the 

establishment of effective financial planning strategies. The financial planning decisions made by individuals are 

found to be linked with their level of self-control. Research findings provide evidence for the correlation between 

self-control and financial conduct. 


