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Discussion: Experimental Economics: An
Introduction for Applications

to International Trade

Lee F. Schrader

Davis and Mitchell provide an excellent review of experimental
economics. They give us a picture of what it is, what has been
accomplished, and its limitations. Less than 5 of 35 pages of text are
devoted to potential applications of experimental methods to trade
issues. This might imply that the potential for use of these methods
on trade issues is very limited. The applications that the authors have
suggested are interesting and the paper should lead to others.

Experimental economics, which has grown rapidly, and market
simulation, which has not flowered, suffer from similar credibility
problems. If the results are consistent with conventional wisdom, the
attitude is often "We already knew that". If the results are
counterintuitive, we hear "The conditions were unrealistic".

Nevertheless, the ability to replicate results and to abstract from the
complexity of reality enables experimental economics to make
significant contributions. However, generalization from the actions of

university sophomores in a make-believe environment must be done
cautiously.

Very interesting questions can be explored. Some years ago I

wondered what price best represents a market equilibrium. We often

use period averages in empirical analyses except in the case of futures

markets where we use the close. The last price of a trading day has

some theoretical support as a candidate to represent the equilibrium

price for the day regardless of preceding contract prices. We borrowed
data from Arlington Williams on 5 market experiments of 13 to 15
periods or days. The variance of the estimate of equilibrium price
around the known equilibrium was calculated for each of the following
measures that are listed in order of increasing variance:

Last trade price
Mean of last half of trades
Mean of all prices
Mean of all excluding high and low
Mean of first half of trades

This result has implications for price analysis.



Davis and Mitchell concentrate their discussion of the results
of experiments to only a part of the potential for use in industrial
organization work. One can structure experiments that measure the
impact of imperfect information and product differentiation, although
complexity of the experiment increases rapidly as one introduces more
complex situations. Baker and Babb (1984) have used business
simulation (games) to study manager behavior with some success.
Their experiments were structured as a part of management
workshops where the participants were experienced managers. The
business simulation environment does introduce a degree of realism,
but, of course, also increases the complexity of analysis.

Experiments can also be designed to test hypotheses about the
negotiation of contracts in specific industry situations with industry
personnel in the negotiation roles. This approach to contract design
might well reduce conflict if it does not test more general hypotheses.
Progress toward a more efficient food system may be achieved without
hypothesis testing as such.

Of the experimental economics literature discussed by Davis
and Mitchell, the tests of noncooperative game theory appear to be
most relevant for industrial organization research and perhaps, for
international trade research. So much of the basis for suppositions
about conduct is theory that the predictive power of these theories
should be tested to the extent possible. The evidence that some game
theory results are not confirmed in experiments demonstrates the need
for work in this area.

It is not clear why Davis and Mitchell limit themselves to "the
typical 2 to 3 hour laboratory session" in discussion of applications to
trade issues. If simple trade theory needs testing, there is no reason
(except funds) to reject the experimental approach. In fact it seems to
me that the more limited market experiments tell the competitive,
homogeneous product story reasonably well. There appears to be little
to be gained from extension of these experiments into a multi-national
context with all operating under the same rules. A major conclusion
from market experiments is, "Manipulations in the trading rules
defining the institution of exchange importantly affect the performance
of laboratory markets" (p.181). In international trade, institutional
arrangements are the essence of the problem. The impact of
differences in quality specifications for a given product from different
countries of origin might be a candidate for study using experimental
methods. As the problem complexity increases, the appropriate
experiment becomes messy, but, in spite of that, may lead to some
interesting ideas.
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The paper does not provide sufficient detail for me to visualize
the experiments that might be associated with the trade questions
addressed. The questions are appropriate. A major share of the
interesting action related to trade negotiations is within each
participating country. The domestic political considerations of
participant countries are very important in the process as is now being
indicated relative to a North American free trade agreement. I am
optimistic that the methods of experimental economics can make a
contribution in trade research, and I look forward to more from Davis
and Mitchell on the application of experimental economics to trade
issues.
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