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WHY SMART PEOPLE MAKE
BIG MONEY MISTAKES

This is an optimistic book, written by a pair of realists. Optimistic, because this project rests on the belief that ordinary individuals can enhance life’s enjoyment by understanding—and altering—the way they deal with their money. Realistic, because your authors know that correcting money-related behavior is like tinkering with a golf swing or getting along better with in-laws: It may take a while, and for every fix there’s a danger that you’ll create a new set of problems. Still, our purpose here is straightforward, and we are confident of its merits.

This remains true ten years after the first edition of our work was published, a decade during which this book’s underlying research received significant attention beyond academia. Over that same span of time, we witnessed what can safely be called a major upheaval in global financial markets and individuals’ personal finances. Both of these developments connect directly to our reasons for writing—and now updating—this book: We have always believed that by identifying the psychological causes behind many kinds of financial decisions, you can change your behavior in ways that will ultimately put more money in your pocket and help you keep more of what you have. Ten years on, many more people agree with us, and still more are interested in any kind of knowledge or advice that will assist them in navigating the treacherous waters of financial decision making. As it happens, we think we can help.

How do we plan to accomplish this feat? For starters, the insights and strategies we offer in this book arise from many wellsprings, not least our experiences as a psychologist and as a journalist specializing in personal finance. We’re also spenders, savers, borrowers, and investors like you, with firsthand knowledge of the mistakes we’ll be discussing. But underpinning most of this book is a field of research called “behavioral economics,” which has flourished in intellectual arenas for the better part of four decades and has recently become very trendy. We might even say “hot,” to the extent that anything having to do with economics can be called that. But regardless of what you might think about a subject once you learn that journalists and politicians have suddenly warmed to it, know this: Behavioral economics, which brings together tools and insights from economics and psychology, truly can explain why and how people make seemingly irrational or illogical decisions when they spend, invest, save, and borrow money.

It can, in other words, provide answers to the question implied in our book’s title: Why do smart people make big money mistakes?

It’s an especially apt question to ask these days, when confusion about money—how we earn it, spend it, waste it—may be more prevalent than at any period in memory. Instability in the banking business and the securities industry in recent years has shaken many people’s belief in the wisdom of their savings and investment strategies, not to mention the institutions they thought were safeguarding their nest eggs. This new uncertainty has joined forces with long-felt anxiety about stocks, bonds, 401(k) accounts, annuities, and IRAs to create widespread befuddlement when it comes to the choices we make at the car dealer, department store, brokerage, or bank. Indeed, whether we’re dealing with the stock market, real estate market, or supermarket, we all commit financial follies that cost us hundreds or thousands of dollars every year. Yet in the main, we are blissfully ignorant of the causes of most of our monetary missteps and clueless as to how we might correct them.

• Why, for example, do so many investors sell stocks just before the share prices skyrocket? And why do those same investors keep a tight grip on falling stocks far too long?

• Why do mutual fund investors put their money into the latest hot funds, when those same portfolios, over time, routinely lag behind the overall stock or bond markets?

• Why do so many Americans maintain savings accounts earning negligible interest even as they carry credit card balances that rack up hundreds or thousands of dollars a year in finance charges?

• Why are many of us willing to spend so much more for a product bought on credit?

• Why do business owners and executives spend ever-increasing amounts of money on failing products or money-losing divisions?

• Why do so many employees turn down free money from their employers (in the form of matching contributions to their retirement accounts)? And why do so many of those who accept these corporate gifts invest them so unwisely?

• Why do so many people have such low deductibles on their insurance policies?

The answers to these pervasive and puzzling questions can be found in behavioral economics. But before we throw you headfirst into this amazing science, let us take you on a quick tour of its history. By examining how economics came to be linked with psychology in the study of decision making, you’ll be that much better prepared to grasp how behavioral economics can help improve your finances—and many other kinds of life choices, too.

A (MERCIFULLY) BRIEF HISTORY OF ECONOMICS

There’s an old joke that if you laid every economist in history end to end, they still wouldn’t reach a conclusion. But in fact, economists have been describing the way money and mankind interact for quite a while, often with impressive (if dubious) certainty. In 1848, for instance, British economist and philosopher John Stuart Mill wrote in his Principles of Political Economy: “Happily, there is nothing in the laws of value which remains for the present or any future writer to clear up; the theory of the subject is complete.” Mill’s forecast aside, economics has long drawn some of the world’s greatest minds, who have developed many theories to explain how people (and groups of people, like companies and countries) allocate available resources to achieve desired goals. These thinkers have ranged from the fourth-century (B.C.) Greek philosopher Plato (one of the first to recognize the economic basis of social life) to the renowned eighteenth-century Scotsman Adam Smith (an early and insightful observer of economic markets) to the twentieth-century Englishman John Maynard Keynes (who revolutionized the way we look at the economy as a whole).

Whatever the prevailing theory, economic study has traditionally been informed by a few core assumptions. The most significant are that humans are fundamentally rational and ultimately efficient when it comes to money. Put simply: We know what we want, what we want is for our own good, and we know (or will figure out) the best way to get it. In short, people make rational, consistent, and self-interested decisions.

But of course, while most people are often self-interested, very few are consistently so, and even fewer are perfectly rational. What is consistent about the man who thinks saving $5 is sufficiently worthwhile to drive twenty minutes to a discount grocery store, but who throws away hundreds of dollars a year on the gas-guzzling car used for the trip? What is rational about the woman who owns a favorite singer’s CD, yet still buys individual downloaded songs from that album online? On the other hand, where’s the self-interest in giving money to charity or taking a friend out to dinner? To be fair, economists don’t confuse self-interest with selfishness. Most economic theories assume that people can find value in things that do not necessarily enhance their material well-being. They concede that humans can be motivated by non-financial concerns like love or generosity or convenience.

Nonetheless, the notion of rational and consistent self-interest requires a belief that people donate to Oxfam, buy a Prius, or invest in Amazon based on some consistent calculation of value. That is, we assign a value to the good feeling that generosity or self-sacrifice brings—as well as to the loss of buying or investing power that donating money entails—and we make decisions accordingly. To be sure, economists know that these calculations are not always made consciously. But it is a tenet of conventional economics that such an evaluation of benefits and costs occurs, if only on a subconscious and experiential plane. On one level or another, traditional theory holds, we make decisions because of a consistent and sensible pursuit of satisfaction and personal fulfillment, of getting the most out of life with our current and future resources.

As you might imagine, such a dogged insistence on rationality, self-interest, and consistency as the driving forces behind financial decisions has often put economists in a quandary: How to explain seemingly irrational human behavior as the result of the rational pursuit of self-interest? Consider, as just one example, our habit of tipping. If you think about it, tipping is about as irrational as can be: folks routinely giving away money without a clear obligation to do so, to people they’ll likely never see again, in places they’ll never revisit, for a level of service that may not have even pleased them. Marketing professor Michael Lynn, after reviewing a great many studies of tipping published over the years, found that exceptional service increased the average tip by less than 2 percent, which means that a lot of non-exceptional service is consistently being rewarded.

Not surprising, right? Everybody tips because, well, we just do. For economists, though, explaining why that is has always been tough. It’s not enough to say that the self-interest in tipping is the guarantee of good service. Tipping comes after the meal, so that would only explain why people might tip in neighborhood restaurants or other eateries to which they are certain they will return. It does not explain why, as several studies have shown, travelers will tip their waiter at, say, a California Pizza Kitchen in Chicago when they know it’s unlikely they’ll ever eat there again. Where’s the self-interest in that? Nor is it sufficient to explain tipping as simply the result of goodwill—a heartwarming decision by the vast majority of Americans (people don’t generally tip in many countries) that being nice to service people is worth about 15 percent of whatever we spend. If that were the case, we’d all be tipping gas station attendants, cashiers, and bank tellers.

So why do Americans tip? No one knows for certain, but the economist Russell Roberts, author of The Price of Everything and other novels about economics, has some interesting thoughts on the matter. He notes that people frequently use social heuristics—rules of thumb—when interacting with each other, without conscious acknowledgment, as a way to make life a more pleasant experience. For example, most of us agree to wait our turn in line at the car wash rather than bang fenders with one another to get there first. Roberts theorizes that Americans have an unspoken rule of thumb about dining at restaurants: We all want to eat out, and we all want the experience to be pleasant. (If being served cold food by a grouch was the goal, we could just stay home.) And because diners are better judges of service than restaurant managers could ever be, a social rule of thumb evolved over time: Servers should be paid low wages that are supplemented by tips. Problem solved: Restaurant managers leave the difficult job of policing their staff to patrons—allegedly, the word tip has its origins in eighteenth-century England, where coffeehouse patrons were asked to put coins in a box labeled “To Insure Promptness.” The problem today, of course, is that people often tip without thinking. According to one survey, only 54 percent of respondents said they based their tip on the quality of service; 30 percent tip out of pity; and roughly 10 percent say they tip because it’s expected. So the next time you have lousy service at a restaurant, don’t blame the server—blame previous customers who didn’t uphold their end of the social contract by refusing to tip when the service was poor.

But even if you have a different take on the matter, the tipping mystery is a minor example of how traditional economists struggle to merge assumptions of rationality, self-interest, and consistency with aspects of human behavior that most mortals would identify as central to money decisions: guilt, fear, regret, compulsiveness, addiction, bad habits, ego, and peer pressure, to name just a few. It’s ironic that most of history’s greatest economists failed to recognize the influence of commonplace human characteristics on money decisions, given that most businesses exploit these frailties routinely. The modern fashion industry, for example, rests almost solely upon the public’s seemingly irrational willingness to pay more than they would otherwise need in order to clothe themselves with items whose only unequivocal appeal is that very skinny, very pale people look good wearing them. Similarly, economic theory was essentially at a loss—even if economists wouldn’t admit it—to explain why people stampede to invest in the stock of companies (or to get rid of their shares) for no better reason than that other investors are doing the same.

Why, traditional economics has been pained to explain, do people routinely make decisions that are not rational, self-interested, or consistent? Answering that question is essential to the task of trying to help people utilize their resources more efficiently—that is, help people get more bang for their bucks.

The solution, or at least the firm beginnings of a solution, began to crystallize some forty years ago, when a new breed of researchers took on the task. Many of these newcomers were psychologists, not economists. Nonetheless, they were the pioneers of behavioral economics. As is the case with many achievements of broad scope, it’s difficult to pin medals for the creation of behavioral economics on one or two chests, but we won’t get many arguments if we begin the telling of this tale at Hebrew University in Jerusalem, Israel, in the late 1960s. There, two psychologists—Amos Tversky and Daniel Kahneman—were discussing the way Israeli aviation instructors had been motivating pilots during training. The flight instructors, who were taking a class that Kahneman taught at Hebrew U, took exception to a point their professor was making, essentially the idea that rewards are a more effective teaching tool than punishments. Rather, the officers found that when a pilot was praised for a good flight he tended to do worse the next time in the air, while pilots who were criticized after a poor performance routinely did better the next time they flew.

Readers familiar with statistics probably recognize the flaw in the instructors’ conclusion and theory of motivation. In the nineteenth century, the British scientist Sir Francis Galton introduced a concept called “statistical regression.” He explained how in any series of uncertain events that tend to fall around an average or mean—imagine taking two dozen swings at a tennis ball, for instance—any extraordinary single event will likely be followed by one closer to average. So a really bad forehand will generally be followed by a slightly better one, and a really great backhand will likely be followed by one that isn’t so crisp. That’s how probabilistic events play out, and it’s why exceptionally tall people tend to have children who are not as tall and why exceptionally short people tend to have children who are not quite so short. Kahneman recognized that any single performance by a pilot—good or bad—would likely have been followed by a flight that moved closer to that pilot’s long-term average. So the pilots who were criticized for a poor flight were more likely to do better the next time regardless of what their instructors did, while those who had received compliments were statistically more likely to do worse on their next flight. Not knowing this, the officers had concluded that the criticism was helping their pilots perform better and the praise was somehow making their performance suffer.

Kahneman noted the flaw to the instructors—presumably enhancing the self-esteem of future generations of Israeli fighter pilots—but the real significance of this episode was that it prompted him and Tversky to begin thinking more about human judgment and decision making in various arenas of life. What was remarkable about the flight instructors’ experience was that events seemed to conspire against the correct conclusion. Subpar flights did tend to follow praise, and superior flights did tend to follow criticism. And unless a flight instructor knew about regression ahead of time, the logical conclusion was that punishment worked and rewards didn’t. In what other areas of life, the two psychologists wondered, were proper conclusions hard to see because of faulty intuitions or the fiendishly complicated nature of the information available? Tversky seized upon one such instance and put it to work in one of the classic experiments on human judgment. Take the test yourself:

Imagine that two bags are filled—out of your sight—with the same number of poker chips. In one bag, two-thirds of the chips are red and the remainder are white. In the other bag, the proportions are reversed—one-third of the chips are red and the remaining two-thirds are white. Your task is to guess which is the bag with mostly red chips and which is the bag with mostly white chips. You’re asked to grab a handful from bag A—say, five chips—and many handfuls from bag B—say, thirty chips. As it happens, four of the five chips you pulled from bag A are red, while twenty of the thirty chips you pulled from bag B are red. Which bag would you guess has more red chips?

If you’re like most people, you probably reasoned that bag A has the most red chips because 80 percent (four out of five) of the chips you picked were red, while in bag B a less convincing 66 percent (twenty out of thirty) of those you chose were red. But you would have been more justified in your answer if you had guessed bag B. Reason: Statistics tells us that the larger the sample (thirty chips versus five), the more reliable the conclusion or outcome.

So what does this have to do with the way people handle money or, really, make any meaningful life choices? Quite a lot, actually. Consider how often folks make decisions based on small, statistically insignificant, or inconclusive samples—say, an investor in Boston who sees a long line at a new fast-food chain and decides to buy the company’s newly issued stock, only to discover when the stock’s price falls that those lines reflected slow service. Or an investor who buys a mutual fund because it beat the market over the past year—and then finds herself owning a fund that goes on to underperform the average. Or a traveler who avoids airplanes after a terrorist incident, ignoring the fact that cars are a more dangerous way to get from one place to another. (Sadly, that’s what happened in the year after the 2001 attack on the World Trade Center in New York. More Americans opted for car travel over plane travel, and the number of automobile-related deaths in the United States spiked significantly.)

More specifically, Tversky and Kahneman’s experiments were important to the field of economics because they made it clear that people’s judgments and decisions are not always fully rational. While this may seem as earth-shattering as proving that the sun rises in the morning, the act of scientifically validating common sense was in this case quite significant, for several reasons. Not the least was that Kahneman and Tversky (and many others who followed) were able to start describing and classifying many of the tricks that people use to simplify and solve some of the difficult problems of judgment and choice that confront them. Kahneman and Tversky referred to these simplifying procedures as “judgmental heuristics”—mental shortcuts (or rules of thumb) that most people rely on reflexively. Such guidelines might be instinctive (a long line at a restaurant probably means business is good) or societally reinforced (it’s a good idea to stretch your budget when buying a house), but in either case, they are sometimes misleading. Long lines at a restaurant can mean that the service is slow or that other competing restaurants are closed; home prices don’t rise as fast or as much as Americans think, and even when they do, such levels are rarely sustainable (as we have seen in recent years). So there is often no financial justification for buying more house than you can afford in the hope that price hikes will reward you later.

We should point out that heuristics, judgmental and otherwise, have been essential to human evolution (regardless of whether you think we evolved over six thousand or six million years). In order to get through life, humans have to make thousands of decisions every day. Some of these decisions are decidedly conscious (say, where to go in the morning) and some are completely mindless (say, which muscles do you twitch to take your next step). But whatever their nature, that’s a whole lot of choices to make and still get stuff done during the day. And so human brains come with decision-making shortcuts—heuristics—that make deciding easier.

Most heuristics, of course, work very well; humanity’s rise from a small number of nomadic beings competing with animals for resources to the fruitfully multiplied food-chain toppers we are today proves that. But if 99 percent of our heuristics work just fine now, some of them, all logic tells us, have surely become obsolete as life’s needs and society’s demands have evolved. You’ll see examples of these soon enough, but in some ways, behavioral economics can be fairly described as the study of obsolete heuristics; the study of rules of thumb that were useful to our ancestors on the savannah or in the jungles but often get in our way today. Consider one of the more basic judgmental heuristics, called “representativeness.” Demonstrated decades ago by Kahneman and Tversky, representativeness is a rule of thumb that tells us that we can infer a lot of information about an object, a being, a pattern of behavior, or a set of results based on their similarities to other such objects, beings, patterns, or sets. Back in the day, our ancestors might have decided (in a hurry) between staying in a clearing to gather berries or running away based on the similarity between a newly encountered member of the cat family and the lions they knew to avoid. Today, representativeness might tell you to avoid investing with people who promise Bernard Madoff–like investment returns (a good result for most of us), but it might also tell you to avoid the stock market altogether (a less good result for most people).

In any event, Tversky and Kahneman were joined by other researchers—psychologists and economists—and this group of curious men and women essentially created the body of work called behavioral economics. The two Israelis, by the way, eventually migrated to the United States and became ambassadors of their field—Kahneman at Princeton University in New Jersey, and Tversky at Stanford University in Palo Alto, California. In 2002, Kahneman won the Nobel Memorial Prize in Economics for research he and Tversky produced in the late 1970s (which we’ll get into in Chapter 2). Sadly, Tversky, who earned Israel’s highest honor for bravery during his military career, died of cancer in 1996 at age fifty-nine. He once said that all he really did was use scientific methods to explore aspects of human behavior already known to “advertisers and used-car salesmen.” In reality, behavioral economics has become a significant force in academia, business, and economic policy. President Barack Obama’s administration (not to mention his campaign to reach the White House) has been heavily influenced in its early stages by a number of leading lights in behavioral economics, including University of Chicago professor Richard Thaler, whose book Nudge (coauthored with law professor Cass Sunstein) is a virtual manual for using the science in public policy. More on their thoughts later, but Thaler has long been a frequent guest on Capitol Hill, lecturing to Congress about behavioral economic biases and how they affect savings habits.

Despite these inroads, however, there’s one realm where behavioral economics has yet to achieve the prominence it deserves: the minds of typical consumers, savers, borrowers, spenders, and investors. That’s who this book is for. We’ve distilled four decades of academic research—the labors of Kahneman, Tversky, and dozens of others, including one of this book’s authors—into an easy-to-navigate guide to the workings of our money mind-sets.

THE METHOD TO OUR MADNESS

Like many endeavors, the writing of this book posed a variety of interesting problems. Some were small, such as how to refer to ourselves in a book whose tone is meant to be that of a conversation at a cocktail party. That’s easy when we’re a unified front—“We hope you recommend this new edition to lots of people”—but more difficult when the voice is specific to one or the other of us: “I’m a professor of psychology at Cornell University” is something only Tom can say honestly, while Gary alone would be correct in noting, “I was a writer at Money magazine and have been lecturing about behavioral economics for ten years.” This is an important issue, since we bring our individual experiences to the table for your edification—the anecdotes we’ll use to highlight poor decision making come from real life—and it strikes us as misleading to use the phrase “a friend of ours” or “someone we know” when only one of us knows the person in question. Our solution, then, is to refer to ourselves in the third person when appropriate, as in “This solution was Gary’s idea.” Forgive us, on such occasions, if we sound a little self-absorbed.

We also worried about expectations, specifically the assumptions of readers who may be accustomed to a certain tone and approach from the kind of self-help guides that are now ubiquitous in bookstores. So, for the record: We have tried to avoid the trappings of most pop psychology books. That is, despite the fact that Tom is a psychologist, there will be no attempt between these covers to psychoanalyze you. There will be no theorizing, for example, that a tendency to rack up staggering Visa card balances is the result of having been breast-fed for too long or too briefly, or that the impulse comes from your genes. There will be no attempts, moreover, to identify an inner child, inner investor, or pretty much inner anything. That’s not to say we oppose these sorts of books out of hand. But to the extent that you seek to discover some Freudian cause of your individual psychological tendencies with regard to money, you’ll find our virtual couch wanting.


SELF HELP OR HURT?

While we’re discussing self-help books, we want to mention a study by psychologist Joanne Wood. She wanted to see how useful it is to articulate positive things about ourselves. In other words, is “The Power of Positive Thinking” (to borrow the title of Norman Vincent Peale’s famous self-help tome) a real phenomenon? In her study, participants were tested for self-esteem (there are reliable ways to do this), then asked to spend a few minutes writing any thoughts or feelings they had at that moment. Half, though, were randomly asked to say to themselves “I am a lovable person” whenever they heard a bell ring. Then, right after their thinking/writing time, everyone was asked to answer questions that would indicate their level of optimism and mood. (Example: “What is the probability that a thirty-year-old will be involved in a happy, loving romance?”) The results? People with high self-esteem who repeated the “lovable person” mantra were more optimistic than those who didn’t. But participants with low self-esteem who intoned those five words felt less optimistic than those who didn’t. Wood’s conclusion: People with a negative self-image are reinforced in that belief when they try to will their way out of it. We have two other conclusions: 1) Some self-help books may do more harm than good; and 2) We won’t have you try to convince yourself that you’re a “savvy shopper” or “canny investor.” We’ll just try to offer strategies to help no matter what you think.



Although we expect to help you avoid getting into debt by showing how credit cards cheapen money—to cite one example in this book—we have little hope of illuminating the reason that you in particular fall prey to that tendency. Our focus in this book is on patterns of thought and behavior that lead most people—people in general—to get less out of their financial choices than they should.

That focus is not always easy to maintain, in part because some concepts of behavioral economics can appear to contradict each other at times. This is not surprising, given the way the human mind works. But we don’t want readers of one chapter to throw up their hands in dismay when the next chapter seems to be saying something quite opposite. An example? In Chapter 7, we’ll talk about herding, which is the tendency many people have to rely too much on the opinions or actions of others, as when investors buy or sell a stock simply because the company is recommended or dismissed by a stockbroker or because everyone else is buying or selling it. On the flip side, Chapter 6 focuses on people’s tendency toward overconfidence, which causes them to have more faith than they should in the reliability of their own judgment or experience. How can we reconcile these two concepts? We can’t. Sometimes people make mistakes because they behave like sheep, and sometimes they err because they behave like mules. The critical task is to identify which tendency is harming us in what circumstance and then try to break the habit. People are overconfident in predictable ways in predictable contexts, and they follow one another in predictable ways in predictable contexts. And that predictability is useful. It allows us to know when to look out for one sort of mistake and what to do about it.

Which brings us to the last of our structural problems. Many readers would doubtless prefer that we promise to fix what ails them, with no qualifications or caveats. This we cannot do. But we hope that such an admission inspires trust and respect rather than dismissal. There is no single magic pill we can prescribe to eliminate all the mental money maladies from which you may suffer. But one of the reasons we chose to update the book was that in the years since we wrote it, we’ve come across even more useful and practical advice (some of it ours, some from others) that we think will help you eliminate troublesome behaviors. Some of these curatives are practical—involving, for instance, simple record keeping, deadline setting, or investing in stock market index funds. Other solutions are more conceptual—instances in which we will try to change the way you frame a problem that will make your choices clearer. And some, to be honest, are profound combinations of the two approaches, including one, which we’ll explore in Chapter 2, that we think can dramatically affect your ability to save for the future. Whichever the case, we’ll offer these remedies at the end of each chapter, under the heading “How to Think and What to Do.” Then we’ll summarize and add to them in the conclusion, called “Now What?,” which is expanded in this edition.

More important, though, we share a firmly held conviction that knowledge is the best medicine. If this book achieves its goal, it will provide numerous occasions when you’ll smile (or frown) in recognition of a money trap that has snared you in the past (it certainly has for each of us). That moment—that exposure of a particular mental blind spot—can do as much for your financial health as even the most helpful bit of advice that any financial adviser can give you .
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NOT ALL DOLLARS ARE CREATED EQUAL

By the third day of their honeymoon in Las Vegas, the newlyweds had lost their $1,000 gambling allowance. That night in bed, the groom noticed a glowing object on the dresser. Upon inspection, he realized it was a $5 chip they had saved as a souvenir. Strangely, the number 17 was flashing on the chip’s face. Taking this as an omen, he donned his green bathrobe and rushed down to the roulette tables, where he placed the $5 chip on the square marked 17. Sure enough, the ball hit 17 and the 35–1 bet paid $175. He let his winnings ride, and once again the little ball landed on 17, paying $6,125. And so it went, until the lucky groom was about to wager $7.5 million. Unfortunately the floor manager intervened, claiming that the casino didn’t have the money to pay should 17 hit again. Undaunted, the groom taxied to a better-financed casino downtown. Once again he bet it all on 17—and once again it hit, paying more than $262 million. Ecstatic, he let his millions ride—only to lose it all when the ball fell on 18. Broke and dejected, the groom walked the several miles back to his hotel.

“Where were you?” asked his bride as he entered their room.

“Playing roulette.”

“How did you do?”

“Not bad. I lost five dollars.”

This story has the distinction of being the only roulette joke we know that deals with a bedrock principle of behavioral economics. Indeed, depending on whether or not you agree with our groom’s account of his evening’s adventure, you might have an idea why we considered a different title for this chapter: “Why Casinos Always Make Money.” The usual answer to that question—casinos are consistently profitable because the odds are always stacked in management’s favor—does not tell the whole story. Another reason casinos always make money is that too many people think like our newlywed: Because he started his evening with just $5, he felt his loss was limited to that amount.

This view holds that his gambling winnings were somehow not real money—or not his money, anyway—and so his losses were not real losses. No matter that had the groom left the casino after his penultimate bet, he could have walked across the street and bought a brand-new BMW for every behavioral economist in the country (and had enough left over to remain a multimillionaire). The happy salesman at the twenty-four-hour dealership would never have asked if the $262 million belonged to the groom. Of course it did. But the groom, like most amateur gamblers, viewed his winnings as a different kind of money, and he was therefore more willing to make extravagant bets with it. In casino-speak this is called playing with “house money.” The tendency of most gamblers to fall prey to this illusion is why casinos would make out like bandits even if the odds weren’t stacked so heavily in their favor.

The “Legend of the Man in the Green Bathrobe,” as the above tale is known, illustrates a concept that behavioral economists call “mental accounting.” This idea, first proposed by the University of Chicago’s Richard Thaler, underlies one of the most common and costly money mistakes: the tendency to value some dollars less than others and thus waste them. More formally, mental accounting refers to the inclination to categorize and handle money differently depending on where it comes from, where it is kept, or how it is spent. To understand how natural, and tricky, this habit can be, consider the following scenarios. Here, as in similar mental exercises you’ll find throughout this book, try to answer each of the following questions as realistically as possible. The more honest your responses, the more you’ll learn about yourself.

Imagine that you’ve bought a ticket to the Super Bowl or a hit Broadway play. At the stadium or theater you realize you’ve lost your ticket, which cost $150. Do you spend another $150 to see the game or performance?

Now imagine the same scenario, but you’re planning to buy the $150 ticket when you arrive. At the box office, you realize you’ve lost $150 somewhere in the parking lot. Still, you have more than enough in your wallet to buy the ticket. Do you?

If you’re like most people, you probably answered no to the first question and yes to the second, even though both scenarios present the same dilemma: a loss of $150 and the subsequent prospect of spending another $150 to be entertained. The reason for this odd inconsistency is that for most people, the first scenario somehow translates into a total entertainment cost of $300—two actual tickets, each costing $150. This might be too much, even for a Super Bowl or hit play. Conversely, for most people, the loss of $150 in cash and the $150 cost of the ticket are somehow separated mentally into two independent categories. They are unfortunate but unrelated. This type of thinking—treating two essentially equal $150 losses in very different ways because they occur in different manners—is a classic example of mental accounting.

The notion of mental accounts is absent in traditional economic theory, which holds that wealth in general, and money in particular, should be fungible: That is, $100 in roulette winnings, $100 in salary, and a $100 tax refund should have the same significance and value to you, since each C-note could buy the same number of downloads from iTunes or the same number of burgers at McDonald’s. Likewise, $100 kept under the mattress should invoke the same feelings or sense of wealth as $100 in a bank account or $100 in U.S. Treasury securities (ignoring the fact that money in the bank, or in T-bills, is safer than cash under the bed). If money and wealth are fungible, there should be no difference in the way we spend gambling winnings or salary. Every financial decision should result from a rational calculation of its effect on our overall wealth.

If only this were the case. People are not machines. They lack the computational power and the strength of will needed to manage their finances on a consolidated balance sheet. It would be intellectually difficult, and emotionally taxing, to calculate the cost of every short-term transaction (buying a new song, for instance, or going to a movie) against the size of every long-term goal or need (planning for retirement or saving for college). So to cope with this daunting organizational task, people separate their money into mental accounts, necessarily treating a dollar in one account differently from a dollar in another, since each account has a different significance. A vacation allowance, for instance, is presumably treated with less gravitas than the same amount of money socked away in an Individual Retirement Account.

But what’s wrong with that? The average person, maybe more self-aware than the average economist, knows that he or she is not as smart or as iron-willed as economists maintain. And that’s why people set up mental accounts in the first place. So rather than being illogical or irrational, the ability to corral money into different mental accounts often has beneficial effects. Most important, perhaps, it allows you to save effectively for future goals. After all, “house money” for many Americans is not casino winnings, but the money they manage to squirrel away for a down payment on their dream home. Even out-of-control spenders often manage to avoid tapping into these savings, often for no other reason than that they’ve placed it in a sacred mental vault.

To be sure, mental accounting is not always effective, given the problems human beings have with self-control. That’s one reason tax-deferred retirement accounts such as IRAs, 401(k)s, and SEPs penalize early withdrawals, and it is why they enjoy such popular support. And that is why, when attempting to balance and evaluate their investment port-folio, people often err by failing to knock down mental walls among accounts. As a result, their true portfolio mix—the combination of stocks, bonds, real estate, insurance policies, mutual funds, and the like—is often not what they think, and their investment performance often suffers.

Yes, the often useful habit of treating one dollar differently from another has a dark side, too, with consequences far more significant than increasing your willingness to make crazy bets at roulette tables. By assigning relative values to different moneys that in reality have the same buying power, you run the risk of being too quick to spend, too slow to save, or too conservative when you invest—all of which can cost you. Just think about the way people value earned income as opposed to gift income. That is, we’ll spend $50 from Mom (or $50 we find in the street) with less thought than $50 we’ve earned on the job. In fact, studies suggest that we’ll spend $50 we’re given as a bonus at work more easily than $50 we’ve been told was owed to us in salary but mistakenly withheld. Think about that: same money ($50), same source (an employer), but you’re more likely to spend one check than the other. Don’t quite believe it? Consider an experiment conducted by Nick Epley, a psychologist at the University of Chicago, along with Harvard’s Dennis Mak and Lorraine Chen Idson. Two dozen Harvard students were told they were receiving a $25 windfall as part of a research project and could spend as much of it as they wanted at a “lab store,” which carried stuff students are used to seeing at campus bookstores or co-ops: school mugs, snack foods, pens, etc. Any unspent money, the students were told, would be sent to them by check. All the students had been told that the research lab was partially funded by tuition dollars, but—and here’s the interesting part—for half the participants the $25 was described as a “rebate” and for the other half it was described as a “bonus.” That small difference, though, was all that was necessary to dramatically affect how the students handled their windfall: 84 percent of those whose $25 was framed as a “bonus” spent some or all of it, but only 21 percent of students who had their $25 described as a “rebate” opened their wallets. Mental accounting is a powerful driver of our actions even if the accounts aren’t meaningfully different—all the students, after all, were told that the lab was partially funded by tuition dollars. The framing of the $25 should have been immaterial, but it wasn’t, by a long shot.
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