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Abstract

In the standard economic account of consumer behavior the
cost of a purchase takes the form of a reduction in future
utility when expenditures that otherwise could have been
made are forgone. The reality of consumer hedonics is dif-
ferent. When people make purchases, they often experience
an immediate pain of paying, which can undermine the plea-
sure derived from consumption. The ticking of the taxi meter,
for example, reduces one’s pleasure from the ride. We pro-
pose a “double-entry” mental accounting theory that de-
scribes the nature of these reciprocal interactions between the
pleasure of consumption and the pain of paying and draws
out their implications for consumer behavior and hedonics.
A central assumption of the model, which we call prospective
accounting, is that consumption that has already been paid
for can be enjoyed as if it were free and that the pain asso-
ciated with payments made prior to consumption (but not
after) is buffered by thoughts of the benefits that the pay-
ments will finance. Another important concept is coupling,
which refers to the degree to which consumption calls to
mind thoughts of payment, and vice versa. Some financing
methods, such as credit cards, tend to weaken coupling,
whereas others, such as cash payment, produce tight
coupling.

Our model makes a variety of predictions that are at var-
iance with economic formulations. Contrary to the standard
prediction that people will finance purchases to minimize the
present value of payments, our model predicts strong debt
aversion—that they should prefer to prepay for consumption
or to get paid for work after it is performed. Such pay-before
sequences confer hedonic benefits because consumption can
be enjoyed without thinking about the need to pay for it in
the future. Likewise, when paying beforehand, the pain of
paying is mitigated by thoughts of future consumption bene-
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fits. Contrary to the economic prediction that consumers
should prefer to pay, at the margin, for what they consume,
our model predicts that consumers will find it less painful to
pay for, and hence will prefer, flat-rate pricing schemes such
as unlimited Internet access at a fixed monthly price, even if
it involves paying more for the same usage. Other predic-
tions concern spending patterns with cash, charge, or credit
cards, and preferences for the earmarking of purchases.

We test these predictions in a series of surveys and in a
conjoint-like analysis that pitted our double-entry mental ac-
counting model against a standard discounting formulation
and another benchmark that did not incorporate hedonic in-
teractions between consumption and payments. Our model
provides a better fit of the data for 60% of the subjects; the
discounting formulation provides a better fit for only 29% of
the subjects (even when allowing for positive and negative
discount rates).

The pain of paying, we argue, plays an important role in
consumer self-regulation, but is hedonically costly. From a
hedonic perspective the ideal situation is one in which pay-
ments are tightly coupled to consumption (so that paying
evokes thoughts about the benefits being financed) but con-
sumption is decoupled from payments (so that consumption
does not evoke thoughts about payment). From an efficiency
perspective, however, it is important for consumers to be
aware of what they are paying for consumption. This creates
a tension between hedonic efficiency and what we call deci-
sion efficiency. Various institutional arrangements, such as fi-
nancing of public parks through taxes or usage fees, play into
this tradeoff. A producer developing a pricing structure for
their product or service should be aware of these two con-
flicting objectives, and should try to devise a structure that
reconciles them.

(Mental Accounting; Framing; Consumer Choice)
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THE RED AND THE BLACK:
MENTAL ACCOUNTING OF SAVINGS AND DEBT

“Now you can call your loved ones and not think about how
much it costs.”
Billboard advertisement for long-distance telephone debit card

“Hotels are twice as good when you pay half as much.”
Web advertisement for discount hotel rates

1. Introduction
We start with a brief story:

Last year, just after his 25th college reunion, Jones bought a
slightly used red two-seater, financing the purchase with a
standard car loan. Although the car performed well enough,
he found that suitable driving occasions were less frequent
than he had anticipated, and that the thrill of recreating the
college years dissipated quickly. The monthly payments be-
came regular reminders of what was in truth a rather expen-
sive indulgence: It was hard to justify each bill with the plea-
sures of an occasional weekend drive. After a bout of
worrying and procrastination, he decided to pay off the entire
loan. Writing the check was painful but produced relief, and
restored some of the pleasures of driving. Now that he owned
the car, he was no longer concerned with driving a certain
amount each month, and let suitable occasions arise sponta-
neously. He even began to enjoy how the thing looked in the
driveway. . ..

In the traditional economic analysis of consumer
choice, consumers are assumed to finance expendi-
tures so as to minimize the present value of payments,
perhaps making allowance for liquidity and conven-
ience. The psychological reality of payment decisions
is more complicated, as suggested by our story. The
first and perhaps most obvious complication is that
debt is unpleasant. It feels good to be rid of debt, and
especially good to be rid of debt for a disappointing
purchase such as the underused sports car. The ratio-
nale for such a feeling is somewhat unclear, since pay-
ing off the loan doesn’t diminish the real opportunity
cost of purchasing the car: However he pays for the
car, Jones has less wealth, which will inevitably require
some sacrifice in future consumption.

Second, according to the economic view, the costs
and benefits of paying off the loan should be a purely
financial matter, involving interest rates, liquidity con-
cerns, and so on. In this example, however, a paper
transaction—drawing down other accounts to clear a
loan—changes Jones” enjoyment of the car, indicating
that consumption utility has been affected by the com-
position of assets on the balance sheet.
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Third, it is puzzling why Jones finds it painful to
dispose of the entire loan with a single payment if that
very action will bring relief. It is almost as if the dis-
content over the purchase is somehow collected and
discharged through the brief but painful action of writ-
ing the check.

The feelings described in this example illustrate a
systematic interference between the pleasures derived
from consumption and the magnitude and timing of
payments. Thinking about the cost of a purchase can
undermine the pleasure one derives from it. Thinking
about the benefits derived from a purchase can blunt
the pain of making payments. These two-way hedonic
interactions between payments and consumption fall
outside the scope of traditional economic models.
Nonetheless, they are important for understanding the
financial behavior of consumers.

Our objective in this paper is to provide a theoretical
account of these payment-consumption interactions
that can both explain the observed patterns of behavior
and give insights into designing payment mechanisms
for products or services. Building on an idea first pro-
posed by Richard Thaler (1980, 1985), we postulate that
people establish mental accounts that create symbolic
linkages between specific acts of consumption and spe-
cific payments. Acts of consumption and financial
transactions call mental accounts to mind, which gen-
erates pleasure or pain depending on whether the ac-
counts are in the red or in the black. For example, pay-
ing off the car in our story provides relief because it
puts the “car account” in the black, thus ensuring that
subsequent driving experiences are freed from
thoughts about payment.

Our model makes a variety of predictions that are at
variance with those of standard economic formula-
tions. Contrary to the traditional notion that consum-
ers prefer to consume now and spend later, our model
predicts strong debt aversion, which supports (in some
cases) a preference to pay for consumption in advance.
Contrary to notions of economic efficiency, which dic-
tate that consumers should pay for what they consume
at the margin, our model predicts a preference for flat-
rate pricing, such as unlimited Internet access at a fixed
monthly price, even if it involves paying more for the
same usage. Other predictions deal with differences in



PRELEC AND LOEWENSTEIN
Mental Accounting of Savings and Debt

spending patterns with cash, charge, or credit pur-
chases, and with preferences for earmarking saving
and debt accounts to specific purchases.

2. Preferences for Prepayment
What would economic analysis have to say about
Jones’ dilemmas? In a simple treatment of the purchase
decision problem, the sports car purchase would be
represented by a sequence of dated utilities (benefits)
{11, b = 0}, and the loan by a sequence of dated pay-
ments (costs), {p., c = 0}.! The decision whether to pur-
chase the car would rest on whether the discounted
present value of the utility stream exceeded the dis-
counted present value of loan payments,
Buy if: >, o', — 4 > pp. > 0. 1)
b=0 c=0

The parameter J is the discount rate applicable to util-
ity from consumption, p is the discount rate that ap-
plies to delayed monetary outlays (0 < J, p = 1), and
4 is a Lagrange multiplier that, when the consumer
optimizes, is equal to the marginal utility of money.

Interpreted as a descriptive model, Equation (1)
makes a number of predictions about financing pref-
erences. First, consumers should prefer to make pay-
ments later rather than sooner, as later payments have
lower present value. Second, choice of financing (e.g.,
saving versus borrowing) should not be influenced by
the type of product being purchased but only by the
criterion of minimizing the second term in Equation
(1). Both predictions have surface plausibility, but one
can readily construct choice problems that reveal op-
posite intuitions. Consider Items 1A and 1B below. In
each case, a decision needs to be made whether to fi-
nance an expenditure sooner or later, e.g.:

Item 1A

Imagine that you are planning a one-week vacation to
the Caribbean, six months from now. The vacation will
cost $1,200. You have two options for financing the
vacation:

! For example, if Jones made two $200 payments prior to acquiring
the car, three payments of $200 while driving the car, and paid off
the car with a final payment of $15,000, then p =
{200,200,200,200,200,15K,0,0, . . .}, and if he derives one unit of utility
per month of car usage, then u = {0,0,1,1,1,1,1,1, ... ).

A. Six monthly payments of $200 each during the six
months before the vacation.

B. Six monthly payments of $200 each during the six
months beginning after you return.

When this question was posed to 91 visitors to the
Phipps Conservatory in Pittsburgh, 60% of respon-
dents opted for the earlier payments, despite an im-
plicit interest penalty of about $50 (results summarized
in Table 1).

The preference for prepaying does not hold for all
types of expenditures, however:

Item 1B
Imagine that, six months from now, you are planning
to purchase a clothes washer and dryer for your new
residence. The two machines together will cost $1,200.
You have two options for financing the washer/dryer:
A. Six monthly payments of $200 each during the six
months before the washer and dryer arrive.
B. Six monthly payments of $200 each during the six
months beginning after the washer and dryer arrive.

Here, 84% of subjects prefer to postpone payments un-
til the units arrive (Table 1). Such a reversal of prefer-
ence in choosing between financing options is a robust

Table 1 Percentage of Subjects Who Prefer to Prepay (ltem 1) or to

Delay a Salary Payment (ltem 2)

Between subjects
(first question

Within subjects only)
ltem % N % N
Prefer to prepay
1A Vacation 63 89 60 31
1B Washer-dryer 24 89 16 30
1C Misc. expenses 70" 89 67" 30
Prefer to delay salary
1D Work (brief) 60* 89 57 45
1E Work (long) 66 89 76* 46

Note: The order of questions was varied across subjects. The right side
of Table 1 reports only the choices of first encounter of a payment question
or a salary question (i.e., the data conform to a between-subjects design).
The left panel includes all responses.

*Significantly different from the percentages in 1B, p < .02.
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