
 

Arbitration Disputants Should Share Bids
before Decisions on How Much to Invest in
Case, Study Says

September 23 2008

(PhysOrg.com) -- In the first academic study to examine bidding and
investment strategies in final-offer arbitration, economists at the
University of Arkansas found that it is socially optimal for parties in
conflict to make bids publicly observable before deciding how much
time, effort and money to invest in building a case. The results provide
insight into how final-offer-arbitration procedures might be standardized
to minimize inefficient investments and generate moderate bidding
behavior.

Final-offer arbitration is a specific type of arbitration in which the
parties in conflict are required to submit a final offer, and an arbitrator
chooses one of the two offers; there is no splitting the difference. As a
high-profile example, Major League Baseball uses this type of
arbitration in labor disputes between players and owners.

“The breadth of cases settled by arbitration is rapidly expanding,” said
Cary Deck, associate professor of economics in the Sam M. Walton
College of Business. “There are good reasons for this. As an alternative
to civil litigation, the benefits of arbitration include quicker resolution
and substantial savings in time and money. But there really aren’t any
standards for how to go about arbitration. This fact, coupled with the
increasing reliance on arbitration in practice, necessitates an
understanding of the strategies and incentives that the various forms of
arbitration may generate.”
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Deck and Amy Farmer, professor of economics in the Walton College,
conducted theoretical and controlled laboratory experiments on several
final-offer-arbitration scenarios having to do with the timing of offers
and when or if disputants observe each other’s offer. As Deck
mentioned, the researchers also examined the extent to which the
variables of timing and disclosure influenced how much time, money
and effort to invest in a case and what kind of offer to make. Some of
their findings – most notably that the sharing of bids early in the process,
prior to investment, most likely will lead to a mutually optimal
settlement – clash with popular arbitration strategies.

“We found that when disputants placed publicly observable bids prior to
investing, those bids were less extreme and therefore more moderate, or
closer together,” Deck said. “In other words, the parties operated with
considerable information about the opposition’s case. So there may be a
spirit of cooperation or accountability to reach a mutually acceptable
agreement. One might not be surprised that making strategies public will
enhance cooperation.”

In theoretical tests, the researchers developed four arbitration scenarios:
Invest Public, Bid Public, Bid Private and Invest Private. In Invest
Public, investments (time, money and effort devoted to building a case)
were made and observed by both parties prior to the submission of final
offers. Bid Public described a situation in which investments were made
after the submission of final offers that were observable by both
participants. In Bid Private, investments were made after the submission
of final offers that were sealed or otherwise not observable to the parties.
Finally, Invest Private was a situation in which bids were made after
unobservable investments.

In addition the main finding – that publicly observable bids prior to
investing were less extreme – laboratory experiments on three of the
four theoretical scenarios produced these results:
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-- Investments were lower than predicted in all three cases.
-- Bid Private offers were more extreme, or aggressive, than Bid Public
offers.
-- Settlement rates were nominally highest (60 percent) in Bid Public and
nominally lowest (53 percent) in Bid Private.

The researchers’ study will appear in a forthcoming issue of Journal of
Economic Behavior and Organization.
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