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Abstract: This paper proposes a method that endogenously delineates real estate geographical market segmentation. This

segmentation algorithm is formulated as an optimization problem whose objective functions is goodness-of-fit to a hedonic

price function that takes segmentation structures as decision variables, in order to deal with the spatial heterogeneity of price

structures. Using this scheme, we achieve improvements in accuracy and parameter estimation adequateness for the real

estate price function and realize a segmentation that satisfies geographical contiguity or spatial proximity. We applied this

approach to the office rent data in Tokyo and confirmed its potency in coping with spatial heterogeneity and such problems as

instability in parameter estimates.
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