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GENERAL & APPLIED ECONOMICS | RESEARCH ARTICLE

Behavioral influence and financial decision of 
individuals: A study on mental accounting 
process among Indian households
Mousumi Singha Mahapatra1* and Ramkumar Mishra1

Abstract:  Studies noticed that individuals’ cognitive, psychological, and behavioral 
limitations always have some influence in their everyday decision making. And the 
financial decisions are no exceptions. Perhaps it can be affirmed that individual 
financial decisions do have cognitive influence. This is also true with the Indian 
households. This study has briefly identified one such component i.e. mental 
accounting system and has explored the presence of mental accounting influence 
in households’ financial decisions. The study also establishes mental accounting as 
a second-order construct by using a hierarchical latent variable model. Partial Least 
Square Structural Equation Model (PLS-SEM) has been used to analyze and validate 
the scales. The analysis has been done with 452 responses collected using a survey 
method through a structured questionnaire given to Indian households. The study 
essentially analyses the influence of mental accounting in the financial decisions of 
households. This study aims at extending the knowledge of behavioral finance 
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among the scholars of consumer behavior and personal finance, as well as the 
financial service providers.
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1. Introduction
The term behavioral finance is defined as an individual’s psychological effects on financial decisions. 
The most essential reason to study behavioral finance is the limitation of traditional finance in 
explaining various antecedents of investors’ financial decisions. Behavioral finance does not over
shadow the existence of any finance theory, but it merges those with cognitive psychology and 
provides a complete model of human behavior in the process of decision making (Thaler, 2005).

Behavioral decision making has been an area of interest for economists for many years, in which, 
the cognitive component of behavioral decisions i.e. mental accounting has been studied in various 
concepts of financial decision making and cognitive evaluation of economic outcomes (Thaler, 
1988; Thaler, 1990). Individual households’ financial decision making is influenced by their implicit 
mental accounting characteristics (Thaler, 1985). The understanding of the mental accounting 
process helps an individual to appreciate that their financial choices are not unbiased.

Mental accounting is a process whereby people code, categorize, and evaluate their economic 
outcomes (Thaler, 1980). It describes that the subjective framing of the utility of a transaction 
divides income and expenditure into different cognitive accounts based on the source and the 
frequency (Gourville & Soman, 1998; Prelec & Loewenstein, 1998; Thaler, 1985, 1999). The main 
importance of the theory is that it helps in explaining individual economic behavior. An individual’s 
intension to control expenditure and increase savings causes the formation of mental accounts 
and is beneficial to the investors with imperfect self-control (Statman, 1999). Individuals typically 
use mental accounts as a self-control device.

The main objective of this study is to explore the presence of mental accounting systems among 
Indian households. The rest of the paper is organized as follows: Section 2 presents a brief review of 
mental accounting studies; section 3 discusses the methodology including questionnaire design, 
sampling and data collection; section 4 presents a brief analysis of the data. Section 5 and 6 conclude 
the study with brief discussions on the analysis results, study limitations, and practical implications.

2. Literature review
The mental accounting concept has been extensively studied in the area of individual psychology 
of various financial decisions. The present section discusses in brief about various studies con
ducted to understand the influence of mental accounting in individuals’ financial decisions.

The behavioral life-cycle hypothesis provides a better understanding of the relationship between 
consumer behavior and decision making (Shefrin & Thaler, 1988). The life cycle hypothesis pro
poses that individuals flatten their consumption to maximize utility over the lifetime (Ando & 
Modigliani, 1963). But recent studies differ in that understanding and support individual decision 
making influenced by “rule of thumb” or also known as mental accounting strategy (Bernheim 
et al., 2001). Mental accounting is the process of dividing assets into designated specific purpose 
accounts (Shefrin & Thaler, 1992).
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It is a cognitive form of bookkeeping to keep a track of transactions of money and to keep 
control of spending (Thaler, 1985). Thus, Individuals saving behavior are associated with the 
behavioral life cycle hypothesis (Rabinovich & Webley, 2007). The Behavioral Life-Cycle 
Hypotheses (BLCH) proposes that the individuals’ various forms of wealth are not substitutes to 
each other i.e. households’ retirement savings, pension, or home equity has a comparatively less 
marginal propensity to consume (MPC) than other forms of wealth (Thaler, 1990). In the process of 
mental accounting, people cognitively divide their assets into three accounts, i.e. current income, 
current wealth, and future income. Based on that, they treat their account as non-fungible, and 
the marginal propensity to consume (MPC) of each account is different. The MPC is more for the 
current income account than current assets, and it’s almost zero when the money is stored in 
a future income account (Karlsson et al., 1997; Shefrin & Thaler, 1988).

Further, studies also mention that within each category, people again segregate the income 
based on the source of money, where marginal propensity again differs, such as marginal pro
pensity to consume income from a lottery win or a gift is higher than money received as overtime 
pay or bonus (Maital & Maital, 1994; Thaler, 1990). It influences the individual’s saving and 
spending decisions and is helpful in restrain spending by allotting budget limits in certain cate
gories (Heath & Soll, 1996). Studies support the influence of mental accounting rules in consump
tion and saving decisions (Feldman, 2010; Shefrin & Thaler, 1988). Mental accounting leads to 
impulsive investment behavior and substantiates the disposition effect (Ko & Huang, 2012). Studies 
also used the survey data to analyze and support the evidence of mental accounts in individual 
financial decisions (Shefrin & Thaler, 1988; Winnett & Lewis, 1995).

Other than the components of the behavioral life-cycle hypothesis, the present study also consid
ered mental budgeting as one of the components to study the process of mental accounting among 
individual households. There is enough amount of literature that supports the role of mental budget in 
saving and consumption decisions. For more than half a decade, studies recognize the consumer’s 
tendency to divide wages into different categories with the allocation of different expenses. Wright 
(1940) evaluated the unemployment workers’ study in the 1930s and described that they used to 
make small envelopes or chins pitches in the cupboard to put their small amounts of money. In 
another study of Rainwater et al. (1959) describe the study of the household in the 1950s where they 
use the process of “tin can accounting”, where they mention that households put their money in 
different tin cans labeled with different expenditure. These studies provide the information of house
holds’ allocation of funds into separate accounts through envelopes, various drawers, or tin canes 
[The above-mentioned references are cited from the paper of Heath and Soll 1996].

Studies support this process of creating groups and labelling resources and the effect of group
ing on personal satisfaction (Thaler, 1994). Many researchers claim that individuals create mental 
budgets and allocate their income to those budgets (Heath & Soll, 1996; Thaler, 1990, 1999). 
Mental budgeting affects individual behavior and consumption decision (Heath, 1995; Heath & Soll, 
1996). It is a cognitive form of book-keeping that individuals use to keep track of expenses and to 
control consumption and mental accounting as a self-control device that consumers employ to 
prevent excess spending on consumption (Cheema & Soman, 2006).

Thus, to analyze the formation and influence of mental accounting towards Indian households’ 
financial decision making process study has considered four concepts. The first concept is mental 
budgeting, which explains the concept of cognitive segregation of money based on different expen
ditures, like food, clothing, etc. The other three mental accounting concepts are considered from the 
concept of behavioral life cycle hypotheses i.e. current income, current assets, and future income.
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The present study shares its contribution to behavioral finance literature by exploring the 
existence and influence of the mental accounting system among Indian households’ financial 
decision making process. As mentioned, households follow various cognitive evaluations before 
making financial decisions or dealing with financial matters. The present study considered and 
evaluated the existence and influence of mental accounting in Indian households’ financial 
decisions. The below section discusses the methodology used for the conduction of the study.

2.1. Conceptual background
The four concepts explained by Thaler (1985), i.e. segregation of gains, integration of small losses, 
segregation of small losses from higher gains, and integration of gains received on the same day, 
have given birth to the new theory of consumer behavior. Each of these anecdotes violates the 
standard economic theory and establishes an example of different types of behavior that get 
induced by the mental accounting system. The concept of mental accounting proposes a theory of 
consumer choice which is based on consumer behavior (Thaler, 1985).

Therefore to explain the mental accounting system among Indian households, we use the 
concept of reference point, which is defined as perceived gains and losses. The reference point 
in metal accounting also explains the impact of “framing effect” in choices.

The study uses vignettes methodology to understand the existence of a mental accounting 
system among Indian households. For many years, vignettes methodology has been used to 
investigate various phenomena in the domain of social studies, behavioral studies, health sciences, 
etc. (Alexander & Becker, 1978; Bachmann et al., 2008). Vignettes are the stories of individuals, or 
situations used in various psychological studies, and are considered as a reference for perception, 
beliefs, and attitude (Hughes, 1998). Through vignettes, some hypothesized situations are created, 
and participants are asked to respond to those situations to fabricate the understanding of certain 
real-life scenarios (Rahman, 1996). While taking the guidelines from the past literature (Thaler, 
1985, 1999), the present study constructed few vignettes, and responses have been collected for 
each of them.

As mentioned in the literature review segment, the study considers three concepts from the 
behavioral life cycle hypothesis (BLCH) i.e. current Income, current assets, and future income, and 
another concept i.e. mental budgeting is used to measure the influence of mental accounting 
among Indian households (Mahapatra et al., 2019). The definition of each component has been 
derived from the understanding of past literature on mental accounting. The statements to 
measure each concept are prepared based on the described definition (see Annexure 1and 2). 
Based on previous literature, the conceptual framework of the study proposes mental accounting 
to be the second-order factor of current income, current asset, future income, and mental budget
ing (see Figure 1).

Figure 1. Conceptual frame 
work.
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The mental accounting influence among Indian households has been measured by using a scale 
of 15 items (Mahapatra et al., 2019). The scale includes five items to measure mental budgeting, 
two items for current income, and four items for current assets and future income scale each 
(Mahapatra et al., 2019). The original scale includes three items to measure the concept of future 
income of BLCH, but we included one more item i.e. “I always make a point to keep aside some 
amount of money from my salary for meeting my future requirements” (see Annexure 3). The 
respondents were requested to answer their view on a five-point scale ranging from 1 (strongly 
agree) and 5 (strongly disagree).

3. Methodology

3.1. Data collection
The main objectives of the study are to explore the presence of mental accounting systems among 
Indian households’ financial decisions and to establish mental accounting as a second-order 
construct of mental budgeting, current income, current assets, and future income. The current 
study considers earning members of the family as the population of the study and mainly 
conducted in Hyderabad—Secunderabad twin cities. To represents a whole India sample, the 
respondents are selected mainly from the defense personal, employees of pharmaceutical com
panies, IT companies, banks, and educational institutes. The study uses an online and offline 
survey method to collect data. A structured questionnaire has been created using “Google form” 
and mailed to 1000 respondents and a hardcopy of the same was distributed to 625 respondents. 
A total of 512 respondents reverted (online and offline together) with responses. Finally, 60 
responses were deleted due to missing values and analysis has been done with the 452 responses.

The current study uses the PLS-SEM method to analyze a hierarchical latent variable model to 
establish mental accounting as a second-order latent construct of four first-order latent constructs 
i.e. mental budgeting, current income, current assets, and future income. The increasing use of 
PLS-SEM can be observed in the field of strategic management (Hair et al., 2012). Modeling of 
a second-order construct with more than one reflective first-order construct can be seen in the 
measurement of the social capital construct (Koka & Prescott, 2002).

The PLS-SEM model has the highest statistical power and it’s suitable for a complex model with 
a smaller sample size (Hair et al., 2011, 2013). Cohen (1992) provides the minimum sample size 
table for statistical power analysis in multiple regressions. The table of a minimum sample size of 
Cohen (1992) including with the number of independent variables (i.e. maximum number of 
arrowheads pointed at explanatory variable) in a structural model. As per the table, the minimum 
sample size for the present study with four independent variables at 80% statistical power at a 5% 
significance level with minimum R-square of 0.25 is 65. Whereas, the study considers a sample size 
of 310, which is considered being the higher side of the minimum requirement.

3.2. Sample profile
A brief profile of the sample indicates that the male participants (62.2%) are more than female 
(37.8%). Almost 89.3% of them are between the age group of 25 years to 45 years. However, 
10.6% of respondents are between the ages of 45 years to 55 years. It also can be noticed that 
most of the respondents are postgraduates (58.2%) with a private job (68.4%). A large number of 
the respondents (36.3%) indicate their annual family income to be in the bracket of Rs.4 lakhs to 
Rs.6 Lakhs, and 29.4% of them fall in the income bracket of Rs.6 lakhs to Rs.9 lakhs (see Table 1).
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3.3. Methods
The methodology used to understand the mental accounting system among Indian households 
has been done in two steps viz. understanding mental accounting through vignettes and assessing 
mental accounting through scale items. The subsequent sections discuss the same.

3.4. Step 1: Understanding mental accounting through vignettes
Vignettes are hypothetical scenarios. Vignettes studies are extensively used in the field of medical- 
psychology and complex social science issues (Bachmann et al., 2008; Jensen et al., 2019; Schoenberg & 
Ravdal, 2000). The method has been used to explore the influence of social cognitive bias among young 
investors (Baeckström et al., 2018), in awareness and attitude studies (Schoenberg & Ravdal, 2000), in 
collecting data on various sensitive topics like mental health (Barter & Renold, 2000). Vignettes have 
become a fashionable tool in qualitative research methodology, especially in psychology, sociology, and 
cross-sectional analysis (Richman & Mercer, 2002). This approach offers flexibility in designing unique 
measurement instruments specific to contemporary attention (Schoenberg & Ravdal, 2000). The 
method is useful in collecting information with minimum available resources (Wilson & While, 1998).

The current study uses a series of vignettes statements (statements) to illustrate the influence 
of the mental accounting system in individual decisions which violates the concept of economic 
principle (Thaler, 1985, 1999). Studies proposed mental accounting influence on valuing gains and 
losses differently and described four principals of evaluating gains and losses by an individual i.e. 
(a) Segregation of gains (b) Integration of losses (c) Integration of gains received in the same day 
and (d) Segregation of small gains from larger losses (Thaler, 1985, 1999).

Table 1. Socio-demographic profile of the entire sample
Number of 

Participants
Percentage (%)

A. Gender
a) Male 281 62.2

b) Female 171 37.8

B Age
a) 25–35 Years 207 45.8

b) 35–45 Years 197 43.5

c) 45–55 Years 48 10.8

C. Education
a) Degree 130 28.8

b) Post-graduation 263 58.2

c) Other Professional 
Qualification

59 13.1

D. Occupation
b) Government 

Employee
143 31.6

c) Private Employee 309 68.4

E. Family Income
a) Less than 6 Lakhs 203 44.9

b) 6 Lakhs—12 Lakhs 196 43.3

c) More than 12 Lakhs 53 11.7
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The current study evaluates each concept of mental accounting phenomena by using a small 
paragraph describing the situation usually known as “vignette”. Each situation describes “A” and 
“B” as a separate person. However, out of 452, only 416 respondents provided their views on each 
situation. The present study uses the rate of recurrence to analyze the preference of respondents 
for each of the scenarios given to them. The vignettes are prepared by taking reference from the 
past literature (Thaler, 1994, 1999). The below segment provides a brief explanation of each 
vignette.

Segregation of gains: As mentioned above, individuals induced with mental accounting systems 
segregate gains incurred in small pieces. To evaluate the same, respondents were asked to 
indicate their views on the following situation (see Table 2).

The analysis indicates that, though both Mr. A and Mr. B, ultimately had a profit of Rs.300, almost 
57% of the respondents felt Mr. B would be happier than Mr. A. This indicates that, people 
segregate small losses from bigger gains and support the induction of mental accounting phe
nomena in pursuing financial outcomes.

Integrating small loss: The stimulation of mental accounting concept in the evaluation of 
households financial outcomes has also be observed through their tendency towards integrating 
losses, to evaluate the same, the following scenario has been used and respondents pen down 
their opinion by clicking the appropriate option (see Table 3).

The analysis indicates Mr. A to be more upset than Mr. B, despite having the same amount of tax 
repercussion. According to a majority of respondents, the fact that Mr. A received two separate 
notices made him unhappy as compared to Mr. B, who received a single notice, despite the net loss 
being the same. The result proves the mental accounting phenomena of integrating losses and 
stipulates the formation of a mental accounting system among individual households while 
evaluating financial outcomes.

Segregating small losses from larger gains: The study also analyses the households evaluating 
financial outcomes based on the mental accounting phenomena i.e. segregating small losses from 
larger gains. To evaluate the same, below mentioned scenario has been used and responses have 
been analyzed (see Table 4).

The results conclude that almost 45.4% of respondents agree for Mr. A to be more upset than 
Mr. B. Though Mr. A and Mr. B spend an amount (of Rs. 2000), but in the case of Mr. A, he incurs 
a loss of Rs. 5000 and gets a bonus of Rs. 3000. As mentioned, mental account induces 

Table 2. Responses of vignettes on segregation of gains
Statement of 

Scenario
Percentage of Response for each option

Mr. A Mr. B No Difference
Mr. A sold his share to 
make a profit of 
Rs.1000/-. Also, in a freak 
accident, he damaged his 
car and incurred Rs.700/- 
as expenditures. 
Mr. B sells his share to 
make a profit of Rs.300/-. 
Who was happier?

23.4% 57.2% 19.3%
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segregating of small gains from larger losses; the above results support the same and indicate the 
existence of a mental accounting system among Indian households.

Integrating gains received on the same day: The mental accounting phenomenon of “integrat
ing of gains received in the same” has also been assessed among Indian households through the 
vignettes (see Table 5).

Here, Mr. A received the gains in two different lucky draws, but Mr. B receives the same amount of 
gains in a single draw. The analysis result implies Mr. A to be happier than Mr. B. This indicates that an 

Table 3. Responses of vignettes on the integration of small losses
Statement of 

Scenario
Percentage of Response for each option

Mr. A Mr. B No Difference
Mr. A received a letter 
from the Income-tax 
department saying that 
he made a minor 
arithmetical mistake on 
his tax return and owed 
Rs.1000/-. He received 
a similar letter the 
same day from his 
insurance company 
saying he owed Rs.500/- 
for a mistake in the 
cheque. There were no 
other repercussions from 
either mistake. 
Mr. B received a letter 
from the tax department 
saying that he made 
a minor arithmetical 
mistake on his tax return 
and owed Rs.1500/-. 
There were no other 
repercussions from his 
mistake. Who was more 
upset?

41.5% 29.2% 29.2%

Table 4. Responses of vignettes on segregation of small losses from larger gains
Statement of 

Scenario
Percentage of Response for each option

Mr. A Mr. B No Difference
Mr. A’s car was damaged 
in a parking lot. He had to 
spend Rs.5000/- to repair 
the damage. The 
same day the car was 
damaged, he got a cash 
bonus of Rs.3000/-. 
Mr. B’s car was damaged 
in a parking lot. He had to 
spend Rs.2000/- to repair 
the damage. Who was 
more upset?

45.4% 29.5% 25.1%
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individual integrates the gains received on the same day, and supports the evidence of the mental 
accounting system among Indian households.

The present study also uses a few statements to analyze the existence of mental accounting influence 
in the financial decisions of Indian households. The below section discusses the same.

3.5. Step 2: Assessing mental accounting through scale items
Partial Least Square Structural Equation Model (PLS-SEM) has been considered a suitable method 
to analyze the proposed model. Considering a sample of 452, an SEM analysis has been done to 
establish the model. The present study uses a hierarchical construct model to depict mental 
accounting as the second-order (Bradley & Henseler, 2007) of mental budgeting, current income, 
current assets, and future income (see Figure 2).

In the conceptualization of a higher-order construct, the hierarchical latent variable model helps 
in matching the concept of predictor and criterion variables (Johnson et al., 2012). However, the 
conceptualization of a multidimensional scale can be derived through the theoretical relationship 
(Johnson et al., 2012; Polites et al., 2012). Hierarchical latent variables models are the representa
tion of multidimensional constructs that are related to a similar level of concept (Chin, 1998). In 
recent years an increasing trend of the PLS-SEM model can be observed for the analysis of the 
hierarchical latent variable with reflective measures (Wetzels et al., 2009).

The hierarchical latent variable model in SEM helps in the assessment of the reliability and 
validity of the higher-order construct (Edwards, 2001; Fornell & Larcker, 1981; MacKenzie et al., 
2011). The current study uses a repeated indicator approach of PLS-SEM to model hierarchical 
latent variable (Lohmöller, 1989). For example, in the current study second-order latent variables 
i.e. mental accounting consists of four first-order latent constructs i.e. mental budgeting, current 

Figure 2. Second order factor 
model; hierarchical component 
model (HCM).

Source: Bradley & 
Henseler (2007) 

Table 5. Responses of vignettes on the integration of gains received on the same day
Statement of 

Scenario
Percentage of Response for each option

Mr. A Mr. B No Difference
Mr. A was given a chance 
to participate in a lucky 
draw series. He won 
Rs.500/- in one draw and 
Rs. 250/- in the other. 
Mr. B was given a chance 
to participate in a single 
draw game. He won 
Rs.750/-. Who was 
happier?

49% 33% 18%
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income, current assets, and future income. Further, these four first-order constructs are the 
manifestation of fifteen variables. Therefore the model is specified with all nineteen manifest 
variables.

4. Analysis of the data
To establish the reliability and validity of the mental accounting measurement scale, the present 
study uses Partial Least Square (PLS) using SmartPLS 3.0, adopting the latent structural equations 
modeling technique. As PLS-SEM does not have any constraints on sample size and residual 
distributions (Chin, 1998; Fornell & Bookstein, 1982; Hair et al. 2016), the present study found it 
to be the best-suited approach for the analysis (see Figure 3).

To analyze the reliability of the mental accounting scale, the study first considers PLS outer 
loadings and composite reliability. And to analyze the validity of the scale study uses convergent 
validity and discriminant validity. PLS outer loadings give the factor loadings of each item. 
A greater than 0.70 value of factor loadings and composite reliability is considered to be accep
table (Fornell & Larcker, 1981) (see Table 6).

The Validation of the measurement model has been done through the elimination of items with 
less than 0.7 loadings, and the process of refinement resulted in a reduced number of items in 
each scale (see Table 7).

The composite reliabilities of the four components of the mental accounting scale are more than 
adequate (>0.8) (Hair et al., 2013). The convergent validity of the scale is measured through the 
average variance extracted (AVE) value of each scale and a value greater than 0.5 (Hair et al., 
2013) is considered to be satisfactory to persuade convergent validity. The discriminant validity of 

Figure 3. SEM analysis of the 
model.
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Table 6. PLS Outer Model Loadings and P values
Outer Loadings P Values

Current Asset
CA_1 I tend to save money in 

fixed deposits for assured 
returns regularly.

0.723 0.000

CA_2 Any incentives received 
from my office will be 
directly saved.

0.765 0.000

CA_3 I believe that money 
saved is money earned

0.704 0.000

CA_4 I monitor my savings 
regularly to know the 
position of my current 
assets

0.766 0.000

Current Income
CI_1 Any new expenditures on 

purchases or 
entertainment occur only 
when there is an increase 
in salary or there is any 
other income

0.882 0.000

CI_2 When there is no such 
increase in income, I may 
not choose to incur any 
new expenditures

0.915 0.000

Future Income
FI_1 I earmark a portion of my 

salary towards 
investments for future 
income

0.770 0.000

FI_2 I do not spend the 
money kept for future 
investments

0.842 0.000

FI_3 I don’t like to spend 
money kept for my 
retirement

0.735 0.000

FI_4 I always make a point to 
keep aside some amount 
of money from my salary 
for meeting my future 
requirements

0.758 0.000

Mental Budgeting
MB_1 I generally make planned 

expenditures for my 
personal and family 
needs

0.734 0.000

MB_2 I always keep a record of 
how much I spend on 
various things

0.772 0.000

MB_3 I have a good idea of 
how much I spend on 
monthly bills, savings, 
and miscellaneous 
expenses

0.780 0.000

(Continued)
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the scales has been analyzed through the Fornell-Lucker criteria i.e. the square root of the average 
variance extracted (AVE) should be larger than the inter-construct correlations (Agarwal & 
Karahanna, 2000; Fornell & Larcker, 1981) (see Table 8).

To satisfy discriminant validity, the study also checks for cross-loadings i.e. the loadings of each 
item should be more on a particular construct than any other construct. The absence of cross- 
loadings among the items verifies that one item is explaining more variance of a particular 
construct than any other construct (Henseler et al., 2009). The present study verifies the absence 
of cross-loadings among the items and satisfies the discriminant validity of the construct (see 
Table 9).

5. Discussion
The present study analyzes and validates the measurement scale of mental accounting and also 
empirically establishes and validates that mental accounting as the second-order factor of four con
structs i.e. mental budgeting, current income, current assets, and future income. The results are in line 
with the behavioral life cycle hypothesis (BLCH) (Thaler, 1990) and support the existence of a mental 
accounting system among Indian households. The study has established the existence of mental 
accounting in different financial choices in two ways. Firstly, the study uses the vignettes method to 
understand the four concepts i.e. segregation of gains, integration of small losses, segregation of small 
losses from higher gains, and integration of gains received in the same day (Thaler, 1985), to explain the 
uses of the reference point in individual perception of gains and losses. Secondly, the concept of BLCH 
has been used to expose the mental accounting system in individual differences in financial choices.

The current study replicates the use of reference points in mental accounting theory in the Indian 
context. The four concepts of segregation and integration of gains and losses have shown clear 
evidence of the mental accounting system among Indian households. We further extend the scope of 
the study to investigate and establish the influence of mental accounting in individual financial 
decision making of Indian households (Mahapatra et al., 2019).

Table 6. (Continued) 

Outer Loadings P Values

MB_4 I plan in advance how 
much I will spend every 
month

0.788 0.000

MB_5 I know how much I will 
spend on different 
categories of expenses 
each month

0.720 0.000

Table 7. Number of items in each scale
Variable Name Initial items Items after Scale Refinement
Mental Budgeting (MB) 9 5

Current Income (CI) 4 2

Current Assets (CA) 6 4

Future Income (FI) 6 4
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The mental accounting concepts developed here highlight the presence of differences in the 
individual choices of saving and spending money. The items used in the survey highlight the 
individual’s tendency for different mental conventions for the defining of payments (Prelec & 
Loewenstein, 1998).The results establish the presence of the mental accounting system among 
Indian households and reinforce the role of psychological processes that drive financial decisions.

Understanding of mental accounting can potentially improve the households’ financial decision 
making, which would ultimately increase savings and welfare, and would result in well-organized 
financial planning. Individuals’ financial planning decisions are associated with self-control 
(Mahapatra & Mishra, 2020). Studies support the association of self- control with financial behavior 
(Howlett et al., 2008; Mahapatra & Mishra, 2020; Vohs & Faber, 2007).

Mental accounting helps to improve self-control (Griesdorn et al., 2014). As proposed by Shefrin 
and Thaler (1988), money earmarked with an emergency fund will lower the propensity to con
sume. Self-control can be imposed by the Government or Financial Institution on long term saving, 
by limiting the access to withdrawal with penalties (Griesdorn et al., 2014). Longer time horizon 
savings plans can be observed mostly among households with higher self-control (Rabinovich & 
Webley, 2007). Self-control is influenced by mental accounting and saving rules (Rha et al., 2006). 
The concept of self-control and self-regulation are similar (Griesdorn et al., 2014), therefore mental 
accounting influences the self-regulation of individuals towards financial decisions.

An individual without self-regulation is more impulsive in spending than the individual with 
deeper self-regulation (Vohs & Faber, 2007). Behavioral life cycle variables increase the saving 
likelihood which combined with self-regulation will have an increased impact on the propensity to 
save (Rha et al., 2006).

The study would be useful for the investors in checking and controlling their self-driven mental 
accounting process and would result in more savings and less unnecessary spending. It may also 

Table 9. Cross-loadings
Current Assets Current Income Future Income Mental 

Budgeting
CA_1 0.723 0.211 0.405 0.419

CA_2 0.765 0.270 0.431 0.472

CA_3 0.704 0.182 0.354 0.389

CA_4 0.766 0.260 0.538 0.554

CI_1 0.229 0.882 0.193 0.316

CI_2 0.330 0.915 0.259 0.338

FI_1 0.507 0.204 0.770 0.442

FI_2 0.504 0.261 0.842 0.511

FI_3 0.377 0.166 0.735 0.407

FI_4 0.441 0.150 0.758 0.471

MB_1 0.425 0.306 0.419 0.734
MB_2 0.531 0.295 0.400 0.772
MB_3 0.494 0.227 0.476 0.780
MB_4 0.467 0.339 0.459 0.788
MB_5 0.459 0.214 0.489 0.720
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prove helpful in understanding investors’ preferences and might provide aid to the financial 
professionals in understanding customer cognitive perception for profiling their customers.

6. Limitation and future guidelines
The study used a purposive sampling method and targeted salaried employees. The present 
study only considered the presence of a mental accounting system among Indian households 
and presented the measurement scale of the same. The study can further be extended to 
analyze the influence of the mental accounting system in various financial decisions i.e. 
managing cashflow, investment decisions, insurance planning, retirement planning, etc. 
Further understanding of research-based choices and investors’ preferences can also be 
explained.
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