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One BE insight referred to as the Dunning-Kruger effect describes how people
over-estimate their knowledge and capabilities and do so even more when they
have limited knowledge. People may overestimate their understanding of the complex
calculation regarding the relative costs and benefits of renting versus buying. People
think of rent going to someone else and being wasted but they neglect to consider
that mortgage interest is also similarly going to someone else. They also neglect to
consider factors such as the potential returns on alternative investments for the
equity in their home, real estate transaction costs, how long they plan to stay, taxes,
insurance, and maintenance.

In the long run, the cost of renting versus buying should be equal as people switch
to the cheaper option; for example, driving down home prices and driving up rental
prices. But representativeness bias, where people assume current conditions will
continue uninterrupted in the future, optimism, and fear of missing out are creating a
home ownership hysteria and a real estate market bubble.

Unfortunately, the global financial crisis demonstrated that housing could drop in
value even faster than it rises, leaving many to abandon their homes along with their
mortgages. Having leverage in the form of a mortgage means that the decline in value
could easily exceed the entire down payment and all of the equity in the home. But
that was over a decade ago and memories seem to be short.

The growth in real estate prices sees crucial ties with the aforementioned k-shaped
recovery and growing income inequality. While some people splurge on property
speculation and see their financial assets rise in value, members of lower income
segments lacking financial assets are seeing home affordability disappear. Home
buyers need to consider the risks as well as all of the costs and benefits. Lenders and
policy makers need to address emergent risks in the new normal.
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Conclusions - in the new normal, our
traditional assumptions are seriously
outdated

Credit in the new normal reflects changes in how and why we use credit.
These changes create new risks and challenges. We need to go beyond
traditional economic statistics and perspectives and leverage the insights
of BE to understand why these changes are occurring before we can
propose solutions.

Lenders need to be aware that assumptions in credit risk models need to
be re-evaluated. Policy makers need to address excessive risk-taking for
some and the changes that make it more difficult to establish a pathway
to financial well-being for the financially vulnerable. Consumers need to
understand the risks to their financial well-being in the new normal. By
recognizing the changed conditions and consciously considering how the
new normal may be affecting decisions and behavior, we can enhance our
financial and overall well-being.
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We found that consumers were more apt to be moved to action when
their attention was focused on immediate, tangible benefits of the
free upgrades that would help to make their day-to-day lives more
comfortable (e.g., a quieter furnace, a warmer home, brighter LED lights,
etc.) even while the longer-term benefits of program participation, in the
form of energy savings, take time to materialize.

In another example, encouraging credit card borrowers to pay off
small purchases makes improvement tangible and creates a
rewarding perception of progress.

Given that there is often a long runway to many credit journeys,
behavior change efforts need to make use of a combination of
interventions - some that clarify the decision, and others that reward
and reinforce small steps in a meaningful way.
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Unanswered Questions

There remain many unanswered questions. While the behavioral economics lens
can illuminate the path forward, innovation and experimentation are required to
develop and measure the effectiveness of new approaches to managing credit
in the New Normal.

Important questions include:

What proportion of our population is experiencing a scarcity mindset, and
how do we identify consumers who need help given the present bias and
tunneling that this mindset can bring about?

Will scarcity mindset persist in intensity, or will the eventual cessation of the
threat from COVID-19 reset our views?

As Buy Now, Pay Later products become more common, what expenditures
will customers still prefer to Buy and Pay for Now?

What is the relative priority that consumers assign to credit and debt
management behaviors compared to other key financial behaviors, and
how can this be leveraged to develop an app to help with credit and debt
management?

Will the proliferation of specialized personal finance apps continue, will more
holistic apps emerge and become popular, or will new means of managing
personal finance through technology solutions take the fore?

What makes payments more or less visible?

Will the intangibility of payments continue to bias consumer decision making
or will individuals adapt to this ephemeral reality?

What is the difference, in terms of both mindset and behaviors, between
cultures where home ownership is the norm and those where it is not?



How will the emergent trends endure and how will they evolve?

How can we moderate the current extrapolative price expectations and
slow real estate speculation to allow a smooth transition to more realistic
prices and support home affordability?

Which of our current policies and strategies are highest in the priority list
for alteration given the changes to how credit is perceived and used?

How cognizant are consumers of the shifting credit landscape and how
their individual behavior fits into the bigger picture?

What strategies should financial institutions be taking to ensure that
consumers can make credit decisions that enhance well-being?

Can we incorporating behavioral indicators into credit adjudication and
risk models to increase their effectiveness?

How should policy makers construct regulatory frameworks that consider
the dynamic changes in credit in the years to come?

How can we immunize our economy against future global pandemics?

Applying a behavioral economics lens helps us to ask new questions
about human behavior that have never been explored before. By
working in partnership with financial institutions, policymakers, and
other interested parties, the BEworks” Research Institute can help to
shape a new perspective on Credit in the New Normal that is grounded in
fundamental knowledge regarding financial decision-making and behaviour.
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