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This paper investigates previous research, to examine ways in which behavioural economics
helps us to understand how house prices are determined. In several respects, behavioural
economics seems to be an improvement over neoclassical economics, regarding variations
and trends in house prices. This paper analyses theoretical and empirical evidence -
investigating topics such as loss aversion, house price bubbles, and herd behaviour. Historical
perspectives (including the 2007/8 global financial crisis) are included, as well as differences
between countries.
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1. Introduction

Many economists claim that until recently, neoclassical economics has been the standard way
for economists to explain house price changes; Marsh & Gibb (2011) found this has been the
dominant approach throughout the history of economics as a subject. This suggests there has
been little influence of psychology on economics. However, Earl (2005) disagrees, claiming
the convergence of psychology and economics dates back to Adam Smith (1759).

Behavioural economics is a partnership between economics and psychology. Many
economists such as Akerlof & Shiller (2009) claim that economic analysis should not be
restricted to neoclassical economics, but should incorporate insights from behavioural
economics. This paper reports a number of theories which could be considered to belong to
‘behavioural economics’. It is beyond the scope of this paper to provide an exhaustive list of
alternative theories: there are too many publications on house prices for them all to be
analysed in one paper. This paper aims to give an overview of behavioural economics
insights relevant to house prices; it also mentions other topics, such as stock markets.

Housing markets are unlike any other market (Smith, 2011b). The heterogeneity of the
housing market, according to Meen (1996), makes it difficult to categorise: each house is
different, and housing markets contain many varying factors, where no two houses are
identical (taking into account the interior and exterior of the property). Cho (1996) provides
evidence of the difficulty in measuring a housing market, due to the heterogeneity of
attributes that define particular houses. Housing markets are imperfect (Boelhouwer, 2011):
there are many reasons for this, including recessions causing delayed movements in house
prices and stagnation. The UK Housing market, according to Miles (2004), is widely
considered to be a major transmission mechanism for volatility in the UK economy as a
whole.

This paper begins by outlining neoclassical economics and behavioural economics; it then
introduces some key ideas from behavioural economics which are relevant to house prices,
grouping related ideas in sections. It concludes with a comment on the future of neoclassical
economics.

2. Neoclassical Economics and Behavioural Economics

Neoclassical economic perspectives on how individuals interact have dominated the
academic history of the field and how it has influenced policy makers. Neoclassical models
have historically assumed, explicitly and implicitly, that we are ‘rational’ agents. This means
we act in ways which maximise our expected ‘utility’ (happiness), based on the full set of
information available to us. When making decisions we reflect on this information to ensure
our choice to enter a market truly reflects our needs, as we perceive them. We are all capable
of this.

The “First Fundamental Theorem of Welfare Economics’ holds that if there is a full set of
competitive thick markets for current and future needs, then a decentralized set of markets
will maximise utility across society, for a given initial distribution of skills and resources
(‘thick markets’ means many buyers and many sellers). In housing markets, the
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heterogeneous nature of houses in terms of size, condition, orientation, location,
modifications, attachment etc., make this a challenging condition. Moreover, these markets
need to hold in all states of nature (i.e. all risks can be offset).

If the price of housing reflects its value as an asset as well as a source of shelter (home) we
could also address price formation by employing the allied ‘Efficient Markets Hypothesis’,
which is associated with Adam Smith (1759). This hypothesis not only holds that we are
utility maximizing individuals, but also rational in our price formation. Updating our
preference rankings as new information becomes available and hence our willingness to
obtain or hold an asset. That is we form rational (price) expectations, which on a population
basis are not biased, that is they are (once averaged) correct and preclude systematic
excessive returns. This implies that stock markets work effectively, incorporating all relevant
information, and producing an appropriate allocation of resources — for example, ensuring
that investment is channelled into firms which can best use resources to produce cheaper or
better products. Neoclassical economists argue that changes in interest rates have profound
effects on adjustable-rate mortgages (Madsen, 2012); mathematical calculations regarding
effects of interest-rates on mortgage payments seem reliable, but modelling human behaviour
is much less precise.

There is now increasing criticism of neoclassical economics. Many writers criticise the
assumption that people act as rational agents, including Tversky & Kahnemann (1974) and
Kahnemann & Tversky (1979). Daniel et al. (1998) claim asset-pricing models based on
rationality (i.e. neoclassical economic models) cannot explain patterns that are observed
regularly by economists. One departure from neoclassical economics is ‘bounded rationality’,
which suggests each person has a limited ability to obtain and interpret information. Conlisk
(1996) suggests economists have more success in explaining actions of real world agents if
they assume bounded rationality, rather than the neoclassical economics assumption of
completely rational behaviour by each agent.

Watkins & McMaster (2011) report difficulties of conventional economic modelling to
adequately explain house-price changes, and the choice processes underlying house-price
changes. Many economists such as Shiller (2005), Akerlof & Shiller (2009), and Stiglitz
(2010) claim there is a need to reform the way economic modelling is approached — with
more emphasis on the non-conformity of human actions. This suggests potential for
behavioural economics to provide useful tools to economists. Behavioural economists claim
we can understand economic behaviour better, if we include insights from psychology.
Fudenburg (2006) and Della Vigna (2009) think psychology, in harmony with economics,
can explain behavioural anomalies such as asset bubbles in property markets and stock
markets.

Earl (2005) found there was limited acceptance that psychology can offer helpful advice to
economic policy decisions. Behavioural economists were criticised, because early tests were
mostly based in laboratories; it was claimed that laboratory results are inapplicable to people
in their natural working environment (Smith, 2011b). Some writers argued that behavioural
economics has not enabled any further understanding into the dynamics of the housing
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market; and that there is not enough precision in behavioural explanations, using subjective
non-empirical approaches based on the psychology of human interaction (Smith, 2011b).
Northcraft & Neale (1987) disagreed, and showed that decisional biases and heuristics found
in the laboratory are applicable to the real world.

Behavioural implications on the housing market, and ways in which humanistic biases and
cognitive errors affect and ultimately distort asset prices, received limited coverage until the
financial crisis in 2008: behavioural economics was seen as a minority view, until the global
financial crisis incorporated it into mainstream ideas (Marsh & Gibb, 2011). Since then, the
spotlight refocused on economic explanations outside the mould of rational economic
thinking (Akerlof & Shiller 2009), and the effects non-rational thinking had on lending in
housing markets. Watkins & McMaster (2011) claim there is now a breakdown in reliance on
mainstream economic analysis. Akerlof & Shiller (2009) provide arguments for behavioural
insights in housing markets. Smith (2011a) asserts behavioural economics could have a role
in concert with a wider range of disciplines in significantly enlarging our understanding of
economic behaviour. However, to date she argues the research, in terms of housing and
financial markets, has been empirically and methodologically limited. If behavioural
economics is to provide deeper understandings of economic behaviour it needs to incorporate
a more fundamental consideration of sociological process. Currently, it replaces the
machine-like rational person with a limited naive caricature of individuals. Behavioural
economics is still very emphatically a developing field; Iroham et al. (2014) claims
behavioural insights are helpful to assess real estate prices, but they acknowledge the need for
further research.

3. House Price Bubbles

The term “bubble’ describes a period when the price of an asset departs from the true value of
that asset. The Efficient Market Hypothesis (part of neoclassical economics) suggests bubbles
cannot exist: supply & demand in stock markets automatically correct the price of each asset,
to reflect its true value — taking account of factors such as risk. In a perfectly rational
environment, Diba & Grossman (1987; 1988) state a bubble could only exist if the planning
horizon of the economic agent is infinite. Stiglitz (1990) argued that if individuals are rational,
they would foresee the date when the bubble would burst, and sell the asset before that —
lowering prices; this fall in the asset price would also be foreseen; hence bubbles would not
exist. Scherbina & Schlusche (2012) claim that with high levels of substitutability in stock
markets, a bubble is incompatible with rational behaviour. In housing markets, as soon as
prices become too high, it becomes rational to relocate elsewhere to purchase cheaper
property in a different area of the country; regional land bubbles cannot exist if perfectly
rational actors invest in housing markets. However, there is evidence that regional bubbles do
exist, such as in parts of rural Cheshire and London (Scherbina & Schlusche, 2012). In many
nations (including the UK), the after-effects of the bursting of the house-price bubble led
many people into a “‘Mobility Trap’, in which they could not relocate to jobs more favourable
to their skill set (Stephens, 2012). This suggests that, if bubbles occur, we must reject the
neoclassical assumption that every person is rational.
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Many writers consider the global financial crisis which occurred around 2008 to have been
caused by ‘bubbles’ in house prices — especially in the USA subprime housing market. But
this was not the first house-price bubble: housing booms happened across the globe in the
decades before 2007. Real house prices also rose and fell dramatically in the 1970s and 1980s
(Levin & Wright, 1997; McCord et al., 2011). Since the 1990s, UK house prices doubled in
real terms, and the Spanish housing market experienced similarly large rises in the relative
value of property (Niemietz, 2012).

House-price bubbles are important: they affect the economic outlook of some European
nations today. Brocker & Hanes (2014) claim bursting of housing bubbles have more effect
on subsequent recovery of the economy than a stock market collapse; and that bank balance
sheets have greater exposure to residential markets than to equity and derivative markets,
causing negative effects on bank liquidity. The disruptive nature of the 2007/8 financial crisis
and the reduced flow in the global financial systems has all been affected by falling
confidence in the housing markets throughout the globe (Muellbauer & Murphy, 1997; 2008).

The need for behavioural economics insights into the housing market was increased by the
lack of understanding of the sub-prime lending crisis, which burst in 2007/8. Stephens &
Quilgars (2008) showed that it was not just the USA which had sub-prime lending: fears over
UK housing were also apparent — Stephens & Quilgars (2008) suggested UK institutions
actively pursued sub-prime mortgages, to increase their asset bases and generate greater
long-run profits. In UK, it was not just the English and Welsh housing market that was
enveloped in a housing bubble: Northern Ireland experienced the largest gains in UK
property prices, giving it the third highest average house price per area in 2007 in the UK —
however since the crash, Northern Ireland prices rapidly declined, and in 2010 had the lowest
price per area in the UK (McCord et al., 2011).

4. Herd Behaviour

John Maynard Keynes used the term “Animal Spirits” of economic agents, to explain
irrational exuberance or pessimism in an economy. This term has been more recently adapted
and reinvented, as a way to explain many factors that are not explained by neoclassical
economics. Some behavioural economists consider that humans often behave as a *herd’, as
opposed to each person making their own decision about buying & selling. Nakagawa et al.
(2012) claimed that herd-like behaviour is rife in financial markets, where experience in the
field is much greater than in housing markets. Morone & Samanidou (2008) showed an
individual making a decision is likely to override the private information they hold, to
conform to a popular trend of thinking.

People often overestimate future price rises: among property investors, expectations of capital
appreciation are unrealistic (Pompian, 2012; Shiller, 1996). Case & Shiller (2003) asked
people in various US cities “On average, how much do you expect the value of property
prices to appreciate of the next each year?” Individuals expected a 38% price-rise in real
terms, whereas the actual price-rise was only 5.7%. Many people seem to believe that
property prices will always rise (Case & Shiller, 1989).
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Ackert et al. (2011) claim that a house price is based on future price expectations; many
people partake in speculative housing transactions, such as during the later stages of
Sub-Prime mortgage lending in the USA. Hence, housing demand is partly driven by biased
price expectations (e.g. conviction based reasoning or money illusion) — when prices rise,
demand is greater; whereas when prices fall, demand is lower. The reverse of what
neoclassical economists assume. Scherbina & Schlusche (2012) refer to ‘feedback trading’ —
a chartist view, assuming stock price changes are based on previous price changes (similar to
the weak form of the Efficient Market Hypothesis), allowing unnatural growth above the
fundamental value of an asset. These effectively create a Ponzi process (Minksy, 1977),
causing a flood of money into the housing market — forcing up prices artificially. Clark et al.
(2009) suggest the 2008 financial crisis was exacerbated by speculative transactions: the
global housing market bubble was driven by emotion, rather than by sound investment
decisions. Tsai et al. (2010) show that speculation leads to volatility in a housing market,
causing greater fluctuations to UK house-prices; this suggests speculation is based on
behavioural instincts.

Positive news tends to cause an increased demand for the commodity or stock traded that
received the positive news; whereas price falls are to be expected when negative news is
released. Shiller (2002) argues that the behaviour of news media intensifies asset price
changes — bubbles were intensified by media interpretation of events such as the dotcom
boom, where irrational investors could not see the downside risk whilst over-indulging in the
philosophy that the dotcom boom was likely to continue indefinitely. Bhattacharya et al.
(2009) applied the findings of Shiller (2002) to the dotcom crash, showing a disproportionate
coverage of dotcom crashes, compared with collapsing prices of financial assets other than
dotcom companies; this increased the effects of sensationalist news headlines.

5. Amateurs and Experts

Ackert et al. (2011) suggest housing bubbles are easily affected by inexperienced individuals
and financially unsophisticated households. Hong (2007) suggests most households lack
financial knowledge; for most individuals, a house purchase is their largest and most
important financial transaction. Infrequent purchases in housing markets, and the fact that all
prices are negotiated individually (rather than on a market system like the stock market),
create inefficient housing markets. Most people in a housing transaction are inexperienced
amateurs, with limited information about the market (Smith & Smith, 2006). House-buyers
fail to assimilate all information regarding their ability to repay, if the economic situation
does not materialise as they expect (Ackert et al., 2011).

Arthur (1991; 1993) tested the computational ability of individuals: they showed varying
degrees of ability — and differing cognitive processing capacities; this seems to support the
‘bounded rationality’ view. Scheikman & Xong (2003) show that many individual investors
believe they have the ability to estimate correctly the price trend of a commodity. If such
investors are correct, then they are better investors than other people; if they are incorrect,
they are likely to make inappropriate investments, because they have too much confidence in
their own ability to judge asset values. Whether those investors are correct or incorrect, their

21



- Business and Management Horizons
A\ Mac.rOtthl,:,'k ISSN 2326-0297
Institute 2014, Vol. 2, No. 2

beliefs reject fundamental assumptions of neoclassical economics (that every person is
equally effective in assessing prices). Behavioural biases affect the rise and expansion of
bubbles, such as overconfidence from speculative perceptions of house price rises; and affect
the correction of housing at the end of a bubble. When negotiating a selling price, the asking
price — however erroneous — affects the buyer’s judgement (Diaz & Black, 1996). Individuals
do not use sound economic valuations, and are tricked into valuations due to arbitrary
reference points.

Northcraft & Neale (1987) suggested that amateur investors are able to readily admit to
biases, whereas experts (professional traders in housing markets) less likely to own up to
flaws in estimations. Haigh & List (2005) provide evidence that experienced traders exhibit
greater behavioural anomalies than students. Bokhari & Geltner (2011) report that
experienced individuals are affected more (than inexperienced individuals) by loss aversion
bias.

6. Anchoring, Loss Aversion and Endowment Bias

A key factor affecting house prices, and resetting of housing prices once a bubble bursts, is
‘loss aversion’ (Bokhari & Geltner, 2011). This is where home owners are affected by
reference points such as purchase price, and are unable to cope with selling their house at a
loss. This derives from ‘prospect theory’ (Kahnemann & Tversky, 1979), which claims
economic agents do not treat a loss with equal measure to a gain. Perfectly rational sellers
and buyers would ignore the initial buying price when assessing the current price; but
Paraschiv & Chenavaz (2011) found this is certainly not the case — the reference point of a
house purchase has greater weighting than the current market price. A broadly similar
approach is the “disposition effect’, where investors tend to be too willing to sell high-return
assets, but too unwilling to sell loss-making assets: “investors are risk averse when in profit,
risk loving when in loss” (DeWeaver & Shannon, 2010: 18). One or both of these
hypotheses(loss aversion, and disposition effect) may explain why we rarely see falls in
house prices (Odean, 1994): since 2007, there have been widespread effects of price
stickiness in housing markets, caused by anchoring to price reference points (Bokhari &
Geltner, 2011). Engelhardt (2003) provides evidence that loss aversion affects pricing of
homes in a metropolitan housing market. Evidence from Paraschiv & Chenavaz (2011)
suggests that a house-price fall is less harmful than might otherwise be expected: irrational
behaviour caused by loss aversion may limit the damage caused by (irrational) housing
bubbles, hence house prices do not fall to an equilibrium level.

With low interest rates and little government intervention, there is sufficient demand to
continually increase the price even after mortgage lenders consider the price to be
over-valued (Whittle, 2013b). However, even if housing demand drops, homeowners often
will not drop house prices because their perception based on (over) confidence of long-term
future rises, anchoring to a reference point of previous perceived value or simple loss
aversion, prevents them from lowering the price. For households which have no necessity to
sell, the literature suggests that a house price bubble will plateau at a level based on a
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previous value, and remain there until either interest-rate movements or government
intervention spark further demand.

The term *money illusion’ refers to a condition where most consumers think in nominal
prices — rather than real prices (i.e. prices which have been adjusted for inflation). Akerlof &
Shiller (2009) and Madsen (2012) claim money illusion has significant effects. Home owners
are unwilling to sell their property for a nominal loss; whereas they may be happy to sell at a
nominal gain, even if it is a loss in real terms (Paraschiv & Chenavaz, 2011). Genesove &
Mayer (2001) show sellers in housing markets aim to choose a selling price higher the market
price, as a way to recoup nominal losses they face.

Another irrational behaviour incompatible with neoclassical economics is ‘endowment bias’,
in which people place a higher value on an asset (such as a house) which they own
themselves (Pompian, 2012; Kahneman, Knetsch & Thaler, 1990). This may exacerbate
housing bubbles, because of the disparity between renting and home ownership, in UK and
USA for example. Marsh & Gibb (2011) note that many people see renting as a waste of
money; and consider home ownership as fundamental to their lifestyle (Whitehead &
Williams, 2011). This UK behaviour is different to continental Europe, where renting for
long periods of time is more accepted. Many people buy a house partly to bequeath it to their
offspring, or treat property as their own investment or potential retirement plan (Case &
Shiller, 2003); “bricks and mortar” is still seen as the most promising pension provision over
a lifetime, as opposed to the normal route of saving followed by purchasing an annuity upon
retirement (Jones et al., 2012). The switch from pension saving to property for retirement
purposes may transform the housing market (Whittle, 2013a).

7. Conclusion

Behavioural instincts change the decision-making of economic agents in many different
situations and environments, whether in a stock market environment or a housing market
transaction. The literature discussed in this paper suggests cognitive biases have direct effects
on the house-price decisions; these biases sometimes lead to a “housing bubble’. This paper
combines such biases into three types. The first type is ‘herd behaviour’, which implies a
person’s behaviour may be influenced by the group they are a member of. The second type is
overconfidence, demonstrated by the dotcom bubble around 2000, as well as by the subprime
housing market which preceded the 2007/8 global financial crisis; overconfidence is related
to differences between ‘amateurs’ and ‘experts’. The third type of bias examined in this paper
is anchoring or loss aversion, and endowment bias. Bubbles can arise becausemany house
sellers have no necessity to sell (if they consider house prices too low), and buyers want to
buy due to a combination of societal, cultural, and herd-like pressures.

This paper outlines how behavioural economics uses insights from psychology, to produce
explanations of human behaviour which seem more accurate than neoclassical economics.
Readers may wonder if economists should now stop teaching neoclassical economics in
universities. To answer this question, consider the impact of Albert Einstein’s relativity
theory on physics: experimental evidence showed many of Einstein’s predictions are more
accurate than preceding theories by Isaac Newton; but Newton’s theories are still taught in
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universities, and remain useful to physicists. Likewise, neoclassical economics is a good
foundation, on which more complicated theories can be built. It is to be hoped that economics
will continue to be improved by adding insights from psychology and other disciplines. By
including behavioural economics ideas, current economic models can be made better.
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