A iCY 1

ive; cat iab =28 stores
Variable Name Number Percentage
Characteristic and value in Sample of Sample
Location: LOCATE
free standing 1 9 32,1
strip with anchor 2 10 35.7
shopping mall 3 4 14.3
regional shopping center 4 3 10.7
other 5 2 7.2
Parking: PARKING
limited 1 1 3.6
adequate 2 6 21.4
more than adequate 3 21 75.0
Access: ACCESS
no easy access 0 26 92.9
easy access 1 2 7.1
Payment Policy: STORECC
no store credit card 0 16 57,1
store credit card 1 12 42.9
Salesperson Training: TRAINING
none 1 5 , 17.9
general 2 16 57.1
specialized 3 7 25.0
Return Policy: RETURN
unquestioned 1 6 21.4
proof of purchase 2 22 78.6
Return Limit: LIMIT
30 days 1 9 32.1
30-90 days 2 1 3.6
90 days + 3 18 64.3
Service: SERVICE
point of purchase 1 11 39.3
central repair facility 2 4 14.3
authorized independent
repair facility 3 8 28.6
manufacturer 4 4 14.3
other 5 1 3.5
Warranty: WARRANTY
store 1 4 14.3
store/manufacturer 2 7 25.0
customer/manufacturer 3 13 46.4
first 30 days store/then
customer/manufacturer 4 4 14.3
tistics: C uous variables (N=28 stores
Variable Standard
Characteristic Name Mean Deviation Range
Number of hours
per week open for
business TOTALHRS 73.30 9.10 48 - 90
Number of alternative
methods of payment
accepted NUMPAY 4.78 1.07 4 - 8
Number of brands
of irons IBRANDS 2.7 1.69 1-5
Number of models
of irons NUMIRONS 6.26 5.59 1 - 17
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TABLE 3. Price variation in the market for small appliances in
Columbus, Ohio, 1988 (N=28 stores)

Small Maximum Minimum Relative
Appliance Variety Price Price Range N
Irons 1 59.99 34,99 0.71 13
2 38.59 29,99 0.28 7
3 31.99 25.94 0.23 5
4 29.99 16.99 0.77 5
5 29.99 26.97 0.11 5
6 24.99 18.99 0.31 6
7 24,99 16.93 0.48 7
8 23.99 14.99 0.60 5
BLE 4. Cale tion of St and Risk Scores
Score Store Variable Component
Component Characteristic ' Value Value
51 LOCATE 1 -5 1
2513 2
4 3
Sy PARKING 1 0
2, 3 1
S3 ACCESS 0 0
1 1
54 TOTALHRS < =173.3 0
> 73.3 1
Sg STORECC 0 0
’ 1 1
Sg NUMPAY <=5 0
>5 1
" 8y TRAINING 1, 2 0
3 . 1
Sg NUMIRONS/ number of models of
irons in store
Sg IBRANDS/ number of brands of
irons in store
510 LIMIT A 0
3 1
;1 RETURN 1 1
2 0
512 SERVICE 1 1
2,3,4,5 0
513 WARRANTY 1, 2 1
Search Score:
55—51+S?_+...+Sg
Risk Score:

Sy = 570 + 571 + 572 + 8§13
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TABLE 5, Regression results for two varieties of irons?@

Dependent Variable - Irons

Variety A Variety B
Model 1 Model 2 Model 1 Model 2
Intercept 353171 3201.56%%  2402.87*%  2440.72%*
(557.18) (627.86) (149.33) (198.61)
Search Score 80.17% . -40.56%
(32.89) (13.42)
Risk Score -112.42 123.16
(184.46) (77.98)
Product Depth 73.36% -33.57
(35.94) (11.48)
N 13 13 7 7
R? 0.27 0.39 0.63 0.69
T i 3.04% 8.54% 4.60%
Note: 4 gtandard deviation in parentheses

Significant at the .01 level
Significant at the .05 level
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A HUMAN CAPITAL MODEL OF CONSUMER SEARCH

E. Scott Maynes, Cormell Universityl

This paper proposes a human capital model of
consumer search, designed to predict optimal (not
actual) search. The model should be helpful to
consumer educators. Empirical tests of the model
would make possible the identification of the
determinants of optimal search, some of which
could be influenced by consumer education,

THE PROBLEM: WELFARE LOSSES FROM
INFORMATIONALLY IMPERFECT MARKETS

There are two dominant facts of the consumer
environment that must challenge any consumer
educator. First, most consumer markets are

informationally imperfect, 1. e., characterized

by substantial price dispersion, quality

constant. Second, most consumers engage in
little search. (In our usage search is "each

attempt to secure and act on information relevant

- to the proposed purchase.") Before proceeding
further, documentation of these "facts" is In
order.

In assessing the extent to which local consumer
markets are informationally imperfect, successive
researchers have confirmed and reaffirmed the
findings of thelr predecessors. For example,
Maynes, Douthitt, Duncan, Geistfeld (1984, p.
195) concluded: "Our results corroborate the
‘chaos of competition’ that Morris and Bronson
(1969) found, in a pathbreaking and under-
appreclated article, when they documented for a
large sample of products the low or near-zero
correlations between CU's quality ratings and
list prices." Essentially the same conclusion
was reached by Geistfeld (1988, p. 169) in his
masterful review of the entire literature on the
price-quality relationship in consumer markets:
"Existing research suggests that consumer markets
are not working well as indicated by weak price-
quality relationships." Maynes et al (1984, p.
196) went on to spell out the threat posed by
such markets: "To the extent that consumers pay
more for a given level of quality, their purchas-
ing power and hence their economic welfare are
decreased.”

Despite the possibilities for enormous gain or
loss in informationally imperfect markets, the
available evidence strongly suggests that most
consumers engage in little search. As James
Morgan commented in a paper reviewing our state-

lprofessor, Department of Consumer Economics and
Housing at Cornell University and, for 1988-89,
Consultant, Federal Trade Commission, Washington.
This paper represents the author’s own views and
not those of the Federal Trade Commission. Nor
does the paper utilize confidential data of the
Federal Trade Commission.
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of-knowledge (Morgan, 1988, p. 278): "It [the
finding that consumers search little] started
with the pioneer work of George Katona and Eva
Mueller (1955) and their findings were recon-
firmed in the recent study by Wilkie and Dickson
(1985)., Briefly put, there was, even in major
purchases, a startling lack of deliberation, of
specification of qualities, of consideration of
brands, and not even a substantial span of time
from thinking of buying to purchase."

Striking examples of little search are easy to
come by. In Wilkie and Dickson's (1985) study of
durables purchases, "Independent sources" such as
friends and relatives and Consumer Reports) were
hardly consulted at all with a modal number of 0
consultations and a median of 1. "Marketer
sources of information" such as salespersons, ads
were consulted somewhat more with a mode of 1 and
a median of 2. Even more striking, Furse, Punj,
and Stewart (1984) reported that 25 percent of
new automobile purchasers do not search at all.

Even for the most major purchases of all--homes
and life insurance--the typical consumer engages
in appallingly little search. Hempel (1972)
reported that the median number of homes seen by
purchasers of new homes was 1. As for life
insurance, consider the following findings and
conclusions from two major studies of life
insurance:

1. Only 9 percent of buyers rated themselves as
"yery knowledgeable" regarding life insur-
ance (Collesano, Greenwald, and Katosh, p.
476);

2. 75 percent of buyers contacted only one
insurance company (p. 476)

3. 66 percent did not read anything to help in
the life insurance purchase (p. 476);

4, 71 percent purchased the life insurance
policy the salesman recommended to them (p.
475);

5. For 48 percent it was the salesman who took

the initiative in contacting the purchaser;
when selected by the consumer, the sales-
person was often selected on recommendations
of others (p. 477);

6. For most consumers "the choice [of life
insurance policy] occurs on some basis other
than what is generally considered to be
direct decision making by a consumer"
(Formisano, Olshavsky, and Tapp, P 203).

T "Our explanation for the infrequent occur-
rence of decision-making based on choice
strategies is that life insurance is
characterized by a task environment that is



so difficult relative to consumer informa-

tion-processing capabilities, knowledge, and

time constraints that our respondents chose
ot to a eci ng." (p. 203)

The potential loss from informationally imperfect
markets is conveyed most graphically in Chart 2,

the price-quality map for condoms. Think of how

badly you might fare in purchasing condoms if you
are an ignorant or inept searcher:

1. You might lose on Price: instead of buying
M8 for $2.75, you might pay $7.35 for U5--
two and one-half times as much for the same
quality;

You might lose on Quality: instead of
buying P5, you might buy Il (at the same

price) which is only one-quarter as good.
Buying bad quality in a condom is to invite
a disaster, e. g., a disease like AIDS or an
unwanted pregnancy.

3. Worst of all, you might lose on both PRICE
AND QUALITY: instead of choosing M8, one of
the best condoms for $2.75, you might buy
13, one of the worst for about $6.75!!

It was contemplation of these dolorous "facts" of
the consumer environment that led us to the
problems that stimulated this paper. What is it
that explains why consumers search so little?
What factors explain "optimal search"? Our human
capital model of consumer search is proposed as a
step towards the answers to these questions.

A HUMAN CAPITAL MODEL OF CONSUMER SEARCH

Relevant Concepts
As prelude to the specification of the model, we
offer several relevant definitions. (Capital is
"something that will yield a return, either
positive or negative, in the future." (Maynes
1976, p. 15) Alternatively, capital is "some-
thing purchased or created at some present cost
that provides a stream of services, benefits, or
output in the future, usually depreciating in the
process." (Morgan and Duncan 1980, p. 245) Ue
define the human search capital of consumers as
"the accumulated understandings, principles,
perceptions, beliefs, views, knowledge, and
skills that affect choice-making."

Note that this human search capital of consumers
can exert either a positive or negative effect on
choice. For example, a consumer with an errone-
ous view of how well markets work may search less
than optimally, resulting in a less-than-optimal
purchase,

We shall distinguish between general and specific
consumer search capital. General consumer search
capital is pertinent to all purchase decisions
while specific consumer search capital pertains
to a particular purchase. For example, a cycling
buff may be ignorant of the functioning of
consumer markets in general, but be extremely
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interested in and knowledgeable regarding the
local market for 10-speed bicycles.

THE MODEL

The model we propose consists of a single
equation:

(1) Distance from PIF = f (General Search
Capital, Specific Search Capital)

A few words are in order regarding the character
and sources of this model. As hinted earlier, a
principal motivation in constructing this model
was to assist consumer educators in deciding what
content 1s appropriate to courses in Consumer
Economics or Consumer Education. For this
purpose it is appropriate to be as specific as
possible in proposing variables for inclusion.

This model is constructed in the spirit of
Consumer Behavior. Thus, with respect to the
variables included, it is eclectic, pragmatic,
and emphatically not parsimonious. In proposing
a model that is rich in variables, we expect to
winnow the most important via a sample survey
that will obtain the relevant data and a statis-
tical analysis that will sift it. We eschewed
the neo-classical utility-maximization model
because, despite its perceived high status and
rigor, it is capable of only handling a very
small number of variables, much smaller than
consumer educators would desire.

In the spirit of the Consumer Behavior we have
culled widely from the literature of Consumer
Behavior, Consumer Economics, and Economics,
incurring special debts to (Olshavsky 1984),
(Wilkie 1986, especially Table 18-1), (Engel,
Blackwell, and Miniard 1986, especially Figure
4.1), (Kerton 1980), (Russo 1988), (Stigler
1961), (Katona and Mueller 1955), (Kolodinsky
1988), (Westbrook and Fornell 1979) and (Bauer
1960).

The Dependent Variable

As our text has perhaps foreshadowed, we will
confine our attention to consumer purchases even
though it 1s possible to develop a human capital
theory that would apply to other phases of
consumer choice, e. g., saving or time use,
Since our interest is normative (responding to
the needs of consumer educators), the goal of
choice will be optimal purchase, i. e., one that
is the outcome of a utility-maximizing process
undertaken under the assumptions of full informa-
tion and full understanding.

Operationally, an optimal purchase lies on the
Perfect Information Frontier. The Perfect
Information Frontier, hereafter PIF, consists of

the points (and the line segments connecting
them) for which a given level of quality may be
purchased at the lowest possible price. See
Chart 1 for an illustrative PIF (B6, H6, G8, Q7,
52, 8, P6 and the points comnecting them).



Our dependent variable will be Distance above
the PIF, expressed as a percent of the range
above the PIF of all prices, excluding outliers.
We will use Chart 1 to illustrate the concept.
We identify W3 as the price most distant from
the PIF. (We exercised judgment and discarded X1
as an outlier.) The range then is the price of
W3, $8.50 less the frontier price, $2.50 or
$6.00. For W3, our dependent variable, the
distance above the PIF, would take a value of 1
(= $6.00/$6.00). Alternatively, the dependent
variable for M8 takes a value of 0 (= distance/
range, or 0/$5.50) while the dependent variable
for D5 takes a value of 0.49 = (distance/range),
or [($5.75 - 2.35)/$6.90].

In terms of interpretation, our dependent var-
iable expresses in percentage terms the extent to
which a consumer has paid more than necessary
(the frontier price) to purchase a given level of
quality. This variable is expressed as a percent
to make it commensurate across products.

In adopting these procedures we assune that (1)
the data on price, quality, the retail stores
included in the "market" and the varieties
include in the "product" set are accurate, and
(2) that consumers make uniform assessments of
quality.

The Specification
of Independent Variables

The following list of headings provide an
overview of what we consider to be human capital
for consumer search purposes:

) I Current Mental and Physical Endowment;
2. Cognitive and Shopping Competence;

3., Accumulated Knowledge of Consumer Markets
and Purchase Process;

4. Beliefs About Consumer Markets and Shopping;

5. Surrogate-Directed Preference Performance,
e.g., brand loyalty;

6. Delegated Preferences, where consumers
"delegate" choices to someone else, e.g., a
friend, a salesperson.

Table 1 contains a complete set of independent
variables and their expected effect (+, ?, -) on
our dependent variable, Distance from PIF. Where
there are any doubts about the direction of the
caling of the independent variable, we have
included the sign to indicate which end of the
scale is higher (+) or lower (-).

We believe that all the independent variables can
be approximated empirically though responses to
survey questionms.

Since the rationale for each of the independent
variables and its expected effects seems self-
evident, we forego (mercifully?) any such
discussion.

IMPLICATIONS
For Consumer Economists

This model may be better than its predecessors.
As compared with Stigler’'s model (Stigler 1961)
and Maynes' prescription (Maynes 1976, Ch. 3),
this model is richer in variables and content.

As compared with the consumer behavior models of
Engel, Blackwell and Miniard (1986, Figure 4.1)
and Wilkie (1986, Table 18), this model has
several advantages. First, it distinguishes

general from specific human capital (or "fac-
tors"). Second, it is designed to assist
consumers (and their advisors) rather than
sellers. Third, it embraces more economic as
contrasted with psychological variables.

This model should contribute substantially to ouxr
knowledge of consumer behavior, identifying those
components of human capital that are related to
optimal purchases and specifying the nature of
the relationship.

The model may be tested empirically to determine
its predictive value in six steps. To test:

1 Obtain a probability sample of purchasers of
specified consumer products in a single
local market;

‘2. Ascertain by ex post questioning (1) the

variety of product purchased and (2) the
price paid;

3. Prepare price-quality maps of the local
markets for the products under study and use
these to estimate the dependent variable,
Distance from PIF, for each variety pur-
chased;

4, Approximate the general and specific

consumer search capital of each respondent
by asking survey questions pertaining to

each component;

5 Regress the components of general and
specific consumer search capital on the
Distance from PIF;

6. Reach and communicate the conclusions
implied by the results.

For Consumer Educators

This model and its empirical testing should
provide both a rationale and a guide to consumer
educators. Presumably the "educated" consumer is
a person who possesses the kind and amount of
consumer search capital that will lead him/her to
a purchase that is optimal, given this consumer's
preferences.

When empirically tested, this model will identify
the various components of human capital that are
related to optimal search and will indicate their
importance. These data should be helpful in
helping consumer educators decide what concepts,
understandings, etc. should be taught.



For Consumer Policymakers

When analyzed, this model should show to what
extent consumers make suboptimal purchases, which
consumers are most prone to make suboptimal
purchases, and what deficient components of their
human search capital contribute most to sub-
optimal consumer purchases. These findings
should convert policymakers into proponents of
effective consumer education. The argument would
be that effective consumer education should
produce substantial gains for consumers in terms
of increased purchasing power and economic well-
being. 1In addition, sufficient gains in consumer
effectiveness should contribute to the disciplin-
ing and hence effective functioning of consumer
markets to the benefit of all, the educated and
the uneducated.

One caution. Economists and consumer "advocates"
alike are wont to assume that it is the actions
of consumers that are most likely to perfect
informationally imperfect markets. Let me call
your attention to the arresting hypothesis of
Daniel Padberg (1977). It is his argument that
consumer-induced regulations such as unit
pricing, open dating, etc. are made effective by

the actions of sellers, not consumers. What
typically happens, Padberg argues, is that

regulations sensitize sellers to the problems
they are intended to correct. Then, the sellers,
their attention forcefully focused on "problems"
or on conditions that might bring on more
unwanted regulation, take actions on their own
that obtain at least part of the desired effect.
For example, open dating may have induced sellers
to adopt better inventory control policies and
reduced spoilage, thus possibly decreasing the
seller's costs and at the same time averting
consumer pressure for more intrusive regulation.
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TABLE 1. The Specification of Independent Variables and Their Expected Effects on Distance
from the PIF

General Direction of Specific
Search Capital Expected Effect Capital Effect

1. Current Mental and Physical Endowment

a. Physical Capacity, a
health, energy

Illustrative interpretation: We hypothesize a negative relationship (-) between
Physical Capacity and Distance from PIF, meaning that a person who is "high" on physical
capacity is likely to be close to the PIF (low value), ceteris paribus, and vice versa.

b. Intelligence 2

c. Personality:

(1) Perfectionist (+) +
Vs. Satisficer (-)

Interpretation: The positive sign next to "Perfectionist" denotes the assignment of

high values to sometime who tends to be "perfectionistic"; contrariwise, to "satisficers."
(2) Personal Efficacy -
(3) Conformist (-) vs. -

Independent (+)

(4) Naive (-) vs. 3
Sophisticated (+)

(5) Open (+) vs. -
Closed Mind (-)

(6) Curious (+) vs. -
Incurious (-)

(7) Achievement Motive, -
Desire to Win

2. Cognitive and Shopping

Com; ce--Ab ,

Col nd s -

tion, and to Deal with Seller Applied to Product Under Search
Cognitive Competence:

a. Extent of Ability - Extent of Ability -
b. Confidence in Cog. Cap. = Confidence in Cognitive Cap. -
c. Knowledge of Decision- " Knowledge of Decision-Making -

Making Principles, Con-
Cepts, e. g., marginal
rule, price discrimination

Shopping Competence:

d. Confidence in Ability to - Confidence with Salespersons -
Deal with Salespersons

e. Perception of Own - Perception of Bargain. Skills -
Bargaining Skills

f. View of Importance of - View of Importance of -
Purchasing Agent Role Purchasing Agent Role
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3.

Accumulated Knowledge of Con-
ets d Pu s
Process

a. Understanding of Concepts -

b. Understanding of How -
Consumer Markets Work
c¢. Knows Where/How to Find -
Consumer Information
e s out ume ket
and Shopping
a. Consumer Markets Function +

Well (+), Badly (-)

b. Attitudes Toward Shopping: -
(1) Likes (+)/Dislikes (-)
(2) "Pays" -

(3) Should Search: -
A Lot (+), Little (-)

c. Perception of Consumer's -
Information Problem:

(1) Manageable (+) or -
Intractable (-)

(2) Simple (-) or +
Complex or Baffling (+)

u - d e
on-- [¢] o]

Extrinsic Cues:
(1) Brand Loyalty
(2) Store Loyalty

(3) Mfg.'s Reputation
Intrinsic Cues:

(4) Package Design, Size, +
Warranty, Materials Used,
Style, Odor, Design,

Store Image, etc.
Important (+), Unimportant

e at rererenc

Formation--Consumers "Sub-

contract" Choices, following
recommendations/paying
attention to:

a. Consumer Reports -
b. Group Norms, e. g., Refer- +

ence Groups, Opinion Leader-
ship, etc.

c. Imitating Role Models +
d. Friends, Acquaintances +
e, "Expert Consumers" ?
£, Salespersons +

)
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ed to oduc e e
Understanding of Concepts
Understanding of Market
Know Where/How to Find
Consumer Information

ed to odu nde ea

Functioning of Cons. Markets

Attitudes Towards Shopping:
Likes/Dislikes

"Pays"

Should Search

Perception of Consumer’s
Information Problem

Manageable/Intractable

Simple/Complex or Baffling

Brand Loyalty
Store Loyalty

Manufacturer’s Reputation .

Importance of Package Design,
ete. =

-Based Preference

m. on

Consumer Reports

Group Norms

Imitating Role Models
Friends, Acquaintances
"Expert Consumers"

Salespersons
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Chart 1

The Market For Condoms in Ithaca,N.Y.
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Chris Conlon and C. Scott Hyde
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Quality represents Conlon’s and Hyde's quantification and supplementation
—

of tests reported in Consumer Reports, September, 1979,
Capital Letters denote variaties of condoms,e.g., Sheik Elite, while numbers

denote retaiters. The Perfact Information Frontier is the set of points for which

a given quality may be purchased at the lowest possible price.
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CONSUMER REACTIONS TOWARD ARBITRATION OF
DISPUTES OVER AUTOMOBILES

Richard Widdows, Purdue University:

In this paper, data from a survey of consumers
who have been through an arbitration hearing are
invoked to probe the reaction of consumers to
arbitration as a mean of dispute resolution.

The reaction is lukewarm. Some ramifications of
the actual decision handed down by the
arbitrators are drawn, which imply that
arbitration is unlikely to receive strong
endorsement from consumers who have experienced
it. Overall, the conclusion is reached that
arbitration may still have a role as a last
resort to the .courts where lemon laws do not
apply.

As Adams (1983) remarked, important questions
remain unanswered regarding consumer reaction
toward arbitration as a means of dispute
resolution. Recent years have seen substantial
development of arbitration programs, nowhere
more than in the automobile Industry, where most
new products are potentially covered by one or
another industry-sponsored arbitration board or
panel (Lovell 1982). The automobile industry is
currently at something of a crossroads where
dispute resolution is concerned, with lemon laws
and industry-sponsored programs vying for pole
position. Clearly, it is important that some of
the unanswered questions be answered.

In previous work, the present author has used
data from a survey of consumers who have been
through a consumer arbitration hearing about
their automobile, to elicit comments on whether
arbitration has lived up to the expectations of
its advocates, and on whether arbitration
enhances consumer loyalty (Widdows 1987, 1988).
The object of this paper is to paraphrase Adams’
question and ask of the same data set: what is
the reaction of consumers who have been through
an automobile arbitration hearing to consumer
arbitration as a means of dispute resolution?
The answer to the question is at least of
interest in assessing consumer arbitration as it
operates today.

The data set which will be addressed for an
answer to the.question posed above constitutes
the returns to a survey of consumers who had
been through either of two major national
automobile arbitration programs. For the
survey, 1400 questionnaires were mailed to
consumers in the Spring of 1985. 712 completed
responses were received, which comprise the
sample for this study.

The survey, which was validated by researchers
in conjunction with the sellers concerned,
consisted of four fields of questions covering

1Associate Professor of Consumer Sciences and
Retailing
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different aspects of the arbitration process.
The socio-demographic characteristics of
respondents have been described fully elsewhere
(Widdows 1987): comparisons of the
characteristics of respondents with a control
group of consumers who had recently bought the
same make of automobiles but had not gone to
arbitration showed the arbitration group to be
similar in age, education and income profiles,
but slightly over representative of males and
married people. It should be mentioned that the
two arbitration programs involved industry-
sponsored panel hearings. Sponsors have
requested that their identities not be
disclosed.

In the survey, the gquestion of consumers’
satisfaction with the arbitration hearing was
probed in two ways. First, two evaluatory
questions were asked, which were intended to
test consumers’ post facto response to
arbitration. Second, some direct questions were
asked about 