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Abstract
Investing in art objects yields financial and psychic returns. The psychic returns arise since
art has a superior consumption good aspect as well. The question is whether it is possible to
measure the psychic returns. One valuation method for estimating the psychic returns to
investing in artworks is their rental price. Here, we make use of the prices charged by a
Canadian fine art company for its art rental services and calculate the implied psychic returns
to be about 28 percent. Next, we review the finance-theoretic approaches to measuring the
psychic returns to investing in artworks. We follow Hodgson and Vorkink’s (2004, Canadian
Journal of Economics) suggestion that the alpha parameter in the CAPM captures the extent
of net psychic returns. The evidence on alpha from the art market applications of the CAPM
coupled with the transaction cost data from international art auctions also suggests that the
psychic returns to investing in artworks might amount to about 28 per cent.
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1. Introduction
The motives for purchasing objects of art are various. For some, the ownership of a painting is
first of all an aesthetic issue. Whatever the price paid or whatever the consensus view on the
aesthetic value of that painting, the personal satisfaction gained through aesthetic appreciation
is the most important. As Collingwood (1938) states, the aesthetic value and aesthetic
appreciation can be different.1 Apart from pure personal tastes, the ownership of a piece of art
might represent prestige for the owner. In this sense, an art object can be seen as a superior
consumption good. This is true not only for individuals, but also for corporations which
decorate their office rooms and walls with paintings, sculptures, etc. In this respect, art objects
might also be considered as complementary goods. The same logic extends into the field of
architecture. A house or office building made by a famous architect or one with historical
value might add to the image of the owner vis-à-vis the business partners, customers, or the
general public. Among other reasons for the purchase of art objects, private persons or
corporations might do so with the motive of sponsoring arts and supporting artists. This might
as well have an altruistic nature, but some personal or public relations image and prestige
effect can also exist behind it. 2 Yet, some others may buy pieces of art with the idea of
making financial gains as the price of the object purchased may increase over time. As such,
art objects become a financial investment alternative.
Indeed, the motives discussed above are most likely to be interrelated. For example,
even if a painting is bought for the sole purpose of aesthetic appreciation, the owner may still
wish the painting’s value to increase in the future. At the other extreme, there now exist art
funds in the financial markets, in which one can invest without actually physically owning
any artworks. The motive is then mostly financial.3 In any case, whatever is the true motive,
the prices of art works are subject to change, which means that there is a financial element to
purchasing art works. Indeed, the very decision to buy a piece of art is an economic decision
since the concept of opportunity cost, which is central to economics, applies. That is, the
money spent on that particular piece of art could have been used for an alternative. The
alternative might have been another painting or sculpture, a new house or car, or investing in
the stock market, among others.
Overall, it can be said that the ownership of art objects yields two types of returns:
psychic and financial. The psychic returns include, but not limited to, aesthetic returns and
any other prestige and complementarity effects. Financial returns, on the other hand, relate to
the change in the price of the art objects. The price changes can be actual market prices or
changes in the expert opinion. In general, it is easier to quantify the financial returns than the
psychic returns to owning art objects.4
The question is whether it is also possible to quantify the so-called psychic returns. In
the literature on the economics of art, various propositions were made on how to measure the
psychic returns. Among different alternatives, the willingness-to-pay a rental fee for an art
object is a promising one, as renting or leasing an art object involves the possession of the
object without having its actual ownership. Thus, one is not concerned with any changes in
the market price of the object, i.e. there is no concern on financial returns on the object. One
is solely paying for viewing the object and enjoying any other intangible returns it yields.
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For an excellent introduction to the field of aesthetics, see Graham (2005).
See Frey and Eichenberger (1995) and Worthington and Higgs (2003) for further discussion of the properties of
the art markets and possible motives for buying art objects other than financial gain motives.
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Still, one may derive personal satisfaction from following the developments in the art world. In addition, since
famous paintings are very expensive, an individual who cannot afford them may still be able to invest in an art
fund.
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discuss the main issues in the economics of arts and also provide a review the literature on the returns to
investing in art objects and collectibles.
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Although art rental markets are not common in practice, there are still some examples of such
art rental services. In this paper, we make use of the prices from a Canadian fine art company
that offers art rental and leasing services and derive an estimate of the extent of psychic
returns under the “rental fee” approach. Our estimate of psychic returns under the willingnessto-pay or the rental fee approach exceeds 28 per cent.
Next, we examine the finance-theoretic approaches to estimating the psychic returns to
investing in artworks. One method which received some appeal and found empirical
applications in the “art as an investment” literature is the “capital asset pricing model
(CAPM). The CAPM is a well-known tool in the finance literature to measure the riskiness of
a particular investment with respect to a market portfolio. The CAPM also includes a
parameter (alpha), which captures the returns to the asset in question which are not explained
by its relative risk-return profile. In the finance literature, a positive value for the alpha is said
to measure the ability and foresight of the asset’s manager. In the economics of arts literature,
the alpha parameter has been interpreted as an indicator of the psychic returns derived from an
the acquisition of an art object or a portfolio of artworks (Stein, 1977; Chanel et al, 1994;
Hodgson and Vorkink, 2004), net of transaction costs in buying and selling the object and any
other costs. In view of this suggestion, we review the art market applications of the CAPM in
the literature and refer to transaction cost data from international art auctions to infer the
psychic returns to investing in paintings. Our estimates under this approach again yield a
figure above 28 per cent on average and matches well with the figure obtained from the rental
fee approach.
The rest of the paper is organized as follows. In Section 2, we provide a review of the
literature on the measurement of the psychic returns to investing in art objects. In particular,
we review the willingness-to-pay approach and examine the case of a Canadian fine art
company’s art rental program. Section 3 focuses on the finance-theoretic approaches for
valuing the psychic returns. We first explain the CAPM approach in detail and provide a
review of its application in the studies of art markets. We especially focus on the results
reported in the literature on the estimated parameters of the CAPM in art market applications.
We also refer to the literature on the extent of transaction costs in international art auctions.
Finally, we base our estimates of the extent of psychic returns on the CAPM alpha estimates
and the transaction costs figures reported in international art auctions. Section 4 concludes.
2. Willingness-to-Pay-Based Approach: Evidence from the Market for Art Rentals
In the literature, several proposals were made to measure the psychic returns. First, it
was suggested that the rental price of paintings might provide a proxy for the psychic or nonpecuniary returns from investing in an art object (Stein, 1977; Graeser, 1993; Frey and
Eichenberger, 1995). Nevertheless, Frey and Eichenberger wrote in 1995 that private rental
markets did not really exist in the art world. This point also illustrates the incomplete market
aspect of the art markets. Graeser (1993: 820) attributes this to the agency problem: i.e., “…
the lack of motivation in the renter to preserve and protect the aesthetic object as would an
owner-in-possession.” Today, the situation in the art rental market improved. A search on the
internet on art rentals and leasing programs, for example, leads to a number of hits showing
the existence of these markets – especially for businesses. We illustrate below an interesting
case of a market for art rentals, the prices from which might be used to infer a value for
psychic returns.
Mayberry Fine Art (Winnipeg, Manitoba, Canada) offers art rental and art lease (with
various buy-out options) programs.5 The monthly payment under the art rental option is two
per cent of the retail value of the work. The minimum rental period is six months. If an art
5
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work is not bought within six months, the option to buy expires. This program allows one to
“try” an art work for a few months before buying. It is important to note that having an
aesthetic experience is a dynamic process that takes time. Furthermore, tastes may also
change over time. As such, Mayberry’s art rental program that allows one to try an art object
(say, painting) and the cost attached to it might be an appropriate example for valuing the
psychic returns derived from the possession (but not ownership) of an art object. With a two
per cent charge a month, the willingness-to-pay for viewing an original work and benefiting
from any other intangible returns it may provide without the actual ownership comes to 24 per
cent of the value of the work per annum (using a straight-line calculation). An opportunity
cost measure (e.g., a risk-free rate) could also be added to this figure, raising it to 28.4 percent
per annum.6
Mayberry has also an art lease program. The monthly lease payments amount to 2.5
per cent of the retail value of the art work, the minimum lease period being 12 months. The
additional 0.5 per cent over the art rental option can be interpreted as a fee to reserve the
artwork for possible future purchase (within five years).7 In this case, too, the psychic returns
from the possession of the artwork plus the possibility of buying it within the next five years
comes to 30 per cent of the retail value of the art object. Again, with the addition of an
opportunity cost measure, this figures increases to about 35 per cent.
The bottom line from the above discussion is that the Mayberry Fine Art’s art rental
pricing policy yields a quantitative figure on the psychic returns to the possession of artworks.
This figure exceeds 28 per cent per annum.
3. Finance-theoretic Approaches
3.1 Calculation of the Psychic Returns as a Residual
Several finance-theoretic frameworks have also been employed to address the question
of psychic returns in art market investments. The initial reaction to the generally observed
result that the financial returns to art investments are lower than other financial investments
was that the difference must be attributed to the aesthetic and psychic returns to the ownership
of the art objects. Anderson (1974), Stein (1977), Baumol (1986), and Throsby (1994) are
some of the important studies who argue in favour of this approach.
Anderson (1974) examined the auction prices of paintings covering the period 17801970. Using the repeat-sales method, he calculated the annual real rate of return to be three
percent over the period. He also found that modern works such as impressionists and
Twentieth century paintings’ auction prices increased at a higher rate than other schools. He
also referred to the return differential between investing in paintings and stocks, and attributed
the spread to the crucial psychic effects of art consumption.
Stein’s (1977) study explicitly deals with a concept similar to psychic returns, which
he calls “return on viewing services”. In his study, Stein (1977) calculated the financial
returns to the paintings auctioned in the US and the UK between 1946 and 1968. The sample
of works was restricted to those painters who died before 1946 in order not to introduce any
“death effects”. Stein’s results indicated that the returns to paintings are lower than stocks and
bonds. Stein (1977) further concluded that paintings would be an efficient investment only if
non-pecuniary viewing pleasure were valued above 11.5 per cent per annum.
Baumol (1986) calculated the returns in the art market over three centuries (1650 –
1960) and found that the average annual real return is just above 0.5 percent. Thus, he called
investing arts as a “floating crap game”. Baumol (1986) reported that the return on bonds
6
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during the study period was about two per cent. Given that art as an investment provided
much lower returns than stocks and bonds, in line with the equilibrium approach and the “no
arbitrage” conditions in financial economics, Baumol (1986) also argued that the difference
(1.5 per cent) must be attributed to the non-pecuniary returns or “… the utility derived from
aesthetic pleasure” in art investments.
Throsby (1994) also follows a similar interpretation of the return differential between
financial assets and art objects and argues that the difference is the value of the benefit
generated from aesthetic pleasure, status symbol, and the prestige of owning a particular piece,
which is the consumption value of art investment.
There are a number of shortcomings to the interpretation of the difference between art
market investments and other financial investments as a measure of psychic returns since it
rests on the assumption that art market returns are lower than those of stocks and bonds. What
if, for some periods or genres of artworks, the art market returns are found to be higher than
stocks? For example, Buelens and Ginsburgh (1993) re-examined the sample used in
Baumol’s (1986) study and found that investing in paintings provided higher returns than
bonds and that the return performance of some segments of paintings were higher than stocks
and bonds for long periods of time. They argue that Baumol’s pessimistic results and the
“floating crap” argument for art investments arise as an artefact of the biases in the data set.
The problem of how to measure the psychic returns remains under the return
differential approach. This is because paintings or other artworks may yield both intrinsic
positive psychic returns and higher financial returns than other investments. In this case, one
would normally not argue that the difference between lower return on stocks and bonds and
higher return on paintings should represent any psychic or otherwise positive nonpecuniary
returns on stocks and bonds.
3.2 Frey and Eichenberger’s (1995) Model of Art Market Players
One of the most detailed discussion of the psychic returns to investing in art objects is
provided by Frey and Eichenberger (1995). Frey and Eichenberger (1995: 214-216)
distinguish between two types of actors in the art market, namely, pure speculators and pure
collectors. They further discuss how these two types of actors are influenced by 1) change in
risk (price volatility as well as uncertain attribution risk), 2) change in cost, 3) unexpected
change in taxes, 4) unexpected change in regulations, and 5) change in genres and tastes. Frey
and Eichenberger (1995: 214) argue that “[t]he more pure collectors dominate the market, the
lower is the financial return in equilibrium; the major part of the return is made up of psychic
benefits.”
Frey and Eichenberger’s model comprehensively describes the behaviour of the art
market players and relates this to the determination of the psychic returns. However, the
model again rests upon an equilibrium relationship in a broader definition of a “no-arbitrage”
condition which determines the total returns to investing in arts. Then, the extent of financial
returns and psychic returns in the total return is given by the composition of the actors (pure
speculators and pure collectors) in the market. The implication is that the estimate of the
psychic returns for the overall art market can vary as the composition of the types of players
changes in the market. Frey and Eichenberger do not provide an estimate based on this model
in their paper. Despite its appeal, the model is hard to implement since the true motives of the
buyers of artworks would need to be identified and quantified.
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3.3. Art Market Applications of the Capital Asset Pricing Model
3.3.1 Theoretical Framework
Another framework of analysis, which is again based on finance theory, to quantify
the psychic returns to art investments is provided by the capital asset pricing model (CAPM).
In general, the CAPM examines the risk-return relationship between a certain asset and a
market portfolio given the return on a risk-free asset. There are various versions of the CAPM,
and we consider below the time-series representation developed by Jensen (1968).
(Rit – Rft) = αi + βi (RMt – Rft) + εit

(1)

where:
Rit
: the return series on an asset (i) over time (t)
: the return series on a risk-free asset (f) over time (t)
Rft
RMt : the return series on a market portfolio (M) over time (t),
βiM
: the beta parameter which shows the sensitivity of the excess returns on asset (i) to the
excess returns on market portfolio,
α
: the alpha parameter which shows the part of the excess returns on asset (i) that
cannot be explained by its risk-return relationship with the market portfolio.
εit
: a well-behaved error term, which represents the residual unsystematic and
diversifiable risk.
The β parameter captures the systematic risk of the asset “i” in relation to the market portfolio.
If β > 1, asset “i“ can be said to be riskier than the market portfolio, if β = 1, then, asset “i”
has the same risk as the market portfolio, and if β < 1, then asset “i” is less risky than the
market portfolio. In the last case (i.e., β < 1), the asset “i” can be said to have a low
correlation with the market portfolio. Thus, the asset “i” can be used to diversify the portfolio
and reduce the overall risk.
2
The explanatory power of a linear regression equation is measured by the R statistic.
2
The R statistic shows the percentage of the total variance in the dependent variable that is
2
explained by the explanatory variable(s). In the context of CAPM, the R can be interpreted as
2
the systematic portion of the total risk, that is, the market risk. Then, 1- R is a measure of the
unsystematic risk that is specific to the asset “i” in question.8
The interpretation of the alpha parameter (α) in the CAPM model is less obvious. In
principle, there should be no alpha effect (or, α = 0) in the model. That is, there should not be
any non-systematic returns that are not captured by the risk-return relationship between the
assets of interest and the market portfolio. In econometric terms, the relationship to be
estimated is a regression through the origin. Nevertheless, it is sometimes argued that some
portfolio managers do better or worse than others or that there may be times where the asset
“i” yields consecutively higher or lower returns compared to the market portfolio for reasons
other than the risk relationship. In a regression which does not contain a constant term (i.e.,
alpha), such situations would appear in the error term and violate the necessary assumptions
for the statistical inference to be valid. As a result, the alpha term is added to the model.
8
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The R lies between 0 and 1 for a regression equation that includes an intercept term, such as equation (1)
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above. Nevertheless, for a regression through the origin (as in the original CAPM formulation), the R is not
2
bounded to be between 0 and 1. The fact that the value of the R provides additional economic insights into the
extent of systematic and specific risk makes it preferable to include an intercept term (alpha) into the empirical
implementation of the CAPM. See Berndt (1991, Chapter 2) for a textbook discussion of the CAPM model and
the econometric issues involved in its estimation.
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However, it should not be statistically different than zero. It is again not clear how to interpret
if the alpha term is statistically significant zero. Bailey (2005: 153) states that the alpha term
shows whether the asset “i” is overpriced (α < 0) or underpriced (α > 0) compared to the
predictions of the CAPM. Another way of looking at a non-zero alpha parameter is that the
asset “i” would have produced non-zero excess return (Rit – Rft ≠ 0) even if the market
portfolio’s return is equal to the riskless asset (RMt – Rft = 0).
The above-discussed CAPM framework has also found applications in the literature on
the financial economics of art markets. Most of the interest in the use of the CAPM in studies
of the financial returns in the art markets is mainly due to the empirical estimate of the beta
coefficient. The question is as follows. It may be that art market investments yield lower
returns than stocks and bonds. Even so, is it still possible to use art investments for portfolio
diversification purposes? That is, what is the range of the art market beta given a risk-free rate
and a market portfolio of stocks? As we will see in section III.3.2, the evidence is mixed; but,
there is some indication that art market investments might provide portfolio diversification
opportunities.
The interpretation of the CAPM’s alpha parameter is particularly interesting in art
markets applications. Stein (1977: 1028), for instance, proposes that the CAPM’s alpha
parameter should be taken as a measure of the returns from the viewing services of an artwork
(or a stock of artworks), “… net of insurance and maintenance costs, plus an annualized
premium to account for any tax advantages associated with investments in paintings, less an
annualized premium to account for the illiquidity of investments in paintings.”9
The logic of this argument can be illustrated as follows. Let’s define the rate of return
on portfolio i between period t-1 and t as: rit = (Pi,t-Pi,t-1+Dit)/ Pi,t-1, where Dit is the "dividend".
For artworks, the dividend would include all revenues, including the monetary equivalent of
the "psychic returns", less all costs. Rewriting this as rit = rait+ dit, where the observed return is
rait = (Pi,t-Pi,t-1)/ Pi,t-1 and the net dividend rate (unobserved) is dit = Dit/Pi,t-1. Supposing for
simplicity a risk-free rate of zero, the CAPM maintains that E[rit] = βi E[rmt], or
E[rait + dit] = βi E[rmt], or E[rait] = -E[dit]+ βi E[rmt]. Empirically speaking, the time series
CAPM regression for art involves the OLS regression of rait on a constant and rmt. Under the
hypothesis that the CAPM holds and that observations on rmt are uncorrelated with the
unobserved dit, the estimated intercept will be an unbiased and consistent estimator of -E[dit].
This is the negative of the expected net psychic rate of return.
Chanel et al. (1994) and Hodgson and Vorkink (2004) also associate the alpha
estimate in the CAPM applications with a measure of psychic returns in art market
investments. In particular, Hodgson and Vorkink (2004) suggest that the alpha parameter is an
indicator of the psychic returns net of any costs to the ownership of art objects, including
transaction costs in buying and selling artworks, insurance and maintenance costs, and any
other add-on factors (e.g. shipping, installation, etc). The main difference between Stein’s
(1977) and Hodgson and Vorkink’s (2004) interpretation is that the latter take also the
transaction costs into consideration. Since transaction costs are quite large in art auctions, this
factor can make a substantial difference in the value of the psychic returns derived from the
CAPM framework.

9

Stein’s (1977: 1027) justification for the suitability of the CAPM framework for art market investments is
instructive:
… Paintings are at one consumer durables, yielding a flow of nonpecuniary viewing services, and
capital assets, yielding a return from financial appreciation. Thus, in a study of this kind, one may either
modify a durable-goods model to incorporate positive capital appreciation and a special adjustment for
risk or adjust a capital-asset model to account for nonpecuniary returns. The approaches are essentially
identical, but the capital-asset model is more convenient because it explicitly accounts for risk.
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3.3.2 Empirical Applications of the CAPM to Art Markets
In what follows, we review the literature on the applications of the CAPM on art market
returns.
As we have discussed above, Stein (1977) is the first to apply the CAPM to art market
data. According to Stein’s (1977) estimates for the 1946-1968 period using auction data, the
estimates of the alpha and beta in equation (1) above are α = -0.016 and β = 0.822.10 The
2
model’s explanatory power (R ) is 24.2%. The alpha estimate is not statistically significant,
but the beta estimate is statistically significant at about three per cent level.
Stein (1977)’s point estimate of the alpha is 1.6 per cent and statistically insignificant.
Nevertheless, Stein (1977) states that the 95 per cent confidence interval of the CAPM alpha,
which ranges from 13 per cent to plus 15 per cent, is consistent with the rental price of
artworks (which was 11 per cent at the time of his writing) plus 0.5 per cent for insurance and
maintenance costs. Stein (1977) takes the 11.5 per cent figure as an upper bound for ratio of
the nominal value of the viewing services provided by a stock of artworks to the nominal
value of that stock per annum.
Bryan (1985) examined the returns to various categories of paintings using Sotheby’s
art market price index for the period 1971-1984. Bryan’s (1985: Table 2) return estimate on
overall paintings index is 10.7 per cent per annum for the 1971 – 1984 period, which exceed
the returns on stocks, bonds (both AAA corporates and treasury), but fall behind that of gold
(which yielded 16.2 per cent in that period). He also estimated an inflation-expectationsaugmented CAPM.11 His estimates indicated that the alpha term for the overall sample is 0.04
(significant only at 10 per cent level) and the beta term is 1.15 (significant at 5 per cent level).
Investing in paintings is also found to be a hedge against inflation at 10 per cent level of
statistical significance. Bryan (1985: Table 3) also reported CAPM estimates for subcategories, such as old masters, impressionists, 19th century, and modern paintings. For old
masters and 19th century paintings, the alpha terms are not statistically different than zero. For
modern and impressionist paintings, the alpha terms are statistically significant at 5 per cent.
The associated beta terms, however, are 0.92 and 0.97, respectively, suggesting that they carry
about the same risk as the (stock) market portfolio.
Pesando (1993) studied the returns in the market for prints for the 1972-1992 period
and separately examined returns on Picasso prints. Pesando’s estimation results for the CAPM
model yielded α = -0.015 and β = 0.315 for the overall market for prints, and α = -0.012 and
β = 0.430 for Picasso prints.
Chanel et al. (1994) estimated the CAPM model to the returns on paintings in relation
to the various stock markets, such as New York, Tokyo, Paris, London, and Frankfurt. Their
estimates of the alpha and beta are shown in Table 1. Chanel et al.’s estimation results yielded
low beta values, thus it can be said that art investments may help diversify a portfolio that
includes stocks. The values of the alpha terms are close to 1 per cent (except in Tokyo), but
they are not statistically. The models also lack explanatory power: the R2 values vary between
0.014 and 0.057.
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TABLE 1.

Chanel, Varet-Gerard, Ginsburgh (1994)
CAPM Estimates (1962-1988)
Alpha

Beta

New York

0.0091

0.2015

Tokyo

0.0014

0.3689

Paris

0.0098

0.1747

London

0.0122

0.0288

Frankfurt

0.0111

0.1647

Note: The estimation results are based on the returns on a portfolio of 32 painters who
were born after 1830 and spent at least part of their lives in France.

Another study where the CAPM is estimated in an art market investments context is
Hodgson and Vorkink (2004). Hodgson and Vorkink (2004) calculated a hedonic price index
for the works of 152 Canadian painters for the 1968-2001 period. Then, the returns based on
this Canadian art price index were compared to the “Morgan Stanley Capital International
(MSCI)” Canadian shares index. Hodgson and Vorkink’s (2004) findings are in line with the
generally reported results in the literature: the returns on art investments provide lower returns
than stocks. Nevertheless, their estimates of the CAPM model yielded α = -0.008 and β =
0.042.12 The value of the beta (statistically significant at 10 per cent) is found to be rather low,
suggesting that art investments can help diversify a portfolio of stocks. In the CAPM jargon,
the systematic risk in art investments can be said to be lower than in investing in stocks.
Hodgson and Vorkink’s (2004) alpha estimate is not statistically significant. The model’s
explanatory power is very low (1.4 per cent).
One interesting observation from the studies reviewed above is that the alpha terms
are overwhelmingly found to be statistically not different from zero. Hence, as a corrolary of
Stein’s (1977), Chanel et al.’s (1994), and Hodgons and Vorkink’s (2004) interpretation of the
art market CAPM alpha, it can be said that the positive non-financial returns or the psychic
returns should have balanced the (transaction) costs involved in investing in the art market.
Then, the question is how much these costs are. This is an important point since the
transaction costs are substantial in the art markets.
The fact that the magnitudes of the transaction costs differ substantially in art markets
and financial markets has been emphasised in a number of studies. Frey and Eichenberger
(1995: 209) discuss the issue of high transaction costs in art market dealings and estimate
these costs to be between 10-30 per cent in addition to any other insurance and handling costs.
Ashenfelder and Graddy (2003: 769) state that the transaction costs can be quite high,
amounting to about 25 per cent when both buyers and sellers premiums are considered. Using
the latest information from auction houses (Sotheby’s and Christie’s - as of 2007), Pesando
and Shum (2007) state that the buyer’s commission on works valued below $200,000 at
Sotheby’s or Christie’s at auctions in New York is 20 per cent and that most works sell for
less than $200,000. With the addition of the seller’s premium of about 8 per cent, the “round
trip” transaction cost comes to about 28 per cent. This is a substantial figure in view of the
fact that art investment is seen as an alternative to other financial investments with much
lower transaction costs. It also highlights the fact that investing in the art market requires a
long-term horizon.
12
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Given that the value of alpha is statistically not different than zero in the art market
applications of the CAPM and that the round trip transaction costs amount to 28 per cent of
the hammer price, the value of the non-pecuniary aspects of investing in artworks should then
be about 28 per cent plus any other insurance and maintenance costs (say, 0.5 per cent as
suggested by Stein.) Most interestingly, this estimate of the psychic returns figure derived
from the CAPM framework is very much in line with the current art rental market prices that
we have examined earlier. Then, we are in a position similar to Stein (1977). The rental price
of the artworks and the value obtained from the art market interpretation of the CAPM alpha
match very well. Our estimate is, however, different (and higher) than Stein’s since we also
include the “round trip” transaction costs in art auctions in the CAPM alpha term.
Furthermore, we add an opportunity cost measure (risk-free rate) to the art rental prices,
which is not taken into account by Stein. The CAPM framework takes the risk-free return into
account. Hence, in order to compare the art rental price approach to the CAPM alpha
estimates, the former should be adjusted with a risk-free rate.
4. Conclusions
In this paper, we attempt to quantify the psychic returns to art market investments. We first
apply the rental fee or the willingness-to-pay approach by making use the art rental prices
provided by a Canadian fine art company. This approach suggests that the value of the
psychic returns should be above 28 per cent per annum.
Next, we review various finance-theoretic approaches to estimating the psychic returns.
It is, for example, generally reported that the returns to investing in art objects are lower than
the returns on stocks and bonds. As a result, it is argued that the return differential must
reflect the additional non-financial returns due to the aesthetic good properties of art objects,
such as paintings. While this framework to quantify the extent of the aesthetic or psychic
returns is appealing, it is not necessarily adequate: it requires the art market returns to be
lower than other financial investments, which is not always the case.
Another finance-theoretic framework which found appeal in the financial economics
of art literature is the capital asset pricing model (CAPM). The CAPM has a particular appeal
in the study of the returns made in the art markets. First, it gives insights as to whether
investing in arts can provide portfolio diversification benefits, regardless of whether the
returns in the art markets are higher or lower than a market portfolio of other financial assets.
Second, the model includes a parameter (alpha) which is interpreted as a measure of the net
psychic returns to art investments. Furthermore, the CAPM framework does not require that
the returns in the art market should be lower than the returns on a market portfolio, say stocks.
While there are a number of studies in the literature that employ the CAPM framework,
Stein (1977), Chanel et al. (1994) and Hodgson and Vorkink (2004) relate the model’s alpha
parameter (the constant term in the CAPM regression) to the psychic returns to investing in
artworks. We take Hodgson and Vorkink’s version that alpha might be seen as a measure of
psychic returns net of any transaction and other costs as a basis to interpret the results
obtained in the international literature that uses the CAPM model for the art market returns.
The beta parameters which capture the sensitivity of the returns in the paintings market
to the systematic risk of the market portfolio varies from study to study. The value of the
alpha parameter is, however, consistently found to be statistically not different from zero.
Therefore, following Hodgson and Vorkink’s (2004) arguments, we infer that the net psychic
return to investing in paintings in the international art markets is about zero. Combining this
with the fact that the simple “round trip” the transaction costs amount to about 28 per cent of
the sale price (hammer price) in international auctions, we conclude that the overall estimate
of the psychic returns should be 28 per cent plus any additional costs. Interestingly, this figure
matches well with evidence obtained from the art rental market prices.
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