Remarks made at AEA Luncheon in honor of Nobel Laureate  Vernon Smith —Ted Bergstrom, Jan 2004
If  I were asked to write a short list of economists whose work will most influence the economics of the next 50 years, I would put Vernon Smith’s name close to the top.     Vernon Smith’s hand is visible today  in the shape of  almost  all areas of experimental economics.

In its formative years, experimental economics was fortunate to attract the attention of  several  highly innovative economists who along with Vernon Smith have profoundly influenced the course it has taken---including Reinhardt Selton, Jim Friedman, Charlie Plott, Al  Roth,   John Kagel and Ray Battalio,  to mention only a few. 

The great achievement of Smith and his fellow experimental economists has been to persuade our profession that economics can be an experimental science.   
A wide range of economic propositions that previously were taken as untestable axioms are subject to empirical investigation once we realize that controlled laboratory experiments are possible. 

As Smith puts it,  (JEP, 1989)   “Experimentation changes the way you think about economics…  In any confrontation between theory and observation,  the theory may work or fail to work.  When the theory works, it becomes believable in proportion to its predictive “miracle” instead of only respectable in proportion to its internal elegance or its association with authority.  But when it works, you lean mightily on the theory with more challenging boundary experiments designed to uncover the edges of validity of the theory…and thereby lays the basis for extensions  in the theory. ..you also think “are there parallel results in naturally occurring field data.?”  You look for coherence across different data sources…”

Smith reports that experimentalists frequently encounter an argument that if an economic theory clearly states its assumptions and if there are no logical errors, then there is nothing to test. 

The axioms are simply “axiomatic” and the conclusions follow.

I am reminded of the arguments that we heard recently from the USDA that explain why only a trivial fraction of slaughtered cows are tested for mad cow disease, while Europeans test them all.  Since no instances of the disease had been found in the U.S.  we didn’t need to test for it.  A  more elaborate version of this argument was made by a  USDA veterinarian  who explained that we should be confident that a 1997 law against recycling cow brains in cow feed is  effective since the only cows in North America who have  tested positive for  BSE were born before 1997.  What he didn’t mention is that we don’t test young cattle at all for the reason that it takes 3 or 4 years for the disease to become detectable.     

In testing economic theories, experimental economists have found some mad cows, but they have also found some remarkably healthy cows.   Since time is short, I will emulate the USDA spokesmen by focusing  on a very healthy cow—experimental markets.  

Smith explains the genesis of his market experiments as follows:

Experimental economics started at Purdue in the

late fall of 1955. I had insomnia one night, and $\dots$ I

found myself thinking about the classroom experiment that Ed

Chamberlin used to perform with the Harvard graduate students to

prove the impossibility of perfect competition.  I didn't take

Chamberlin's course,  but I did observe and participate in

Chamberlin's little `experiment'. The scuttlebutt among the

Harvard graduate students was that the whole exercise was sort of

silly …

So there I was, wide-awake at 3 am, thinking about Chamberlin's

silly experiment. ...   The thought occurred to me that the idea of doing an experiment was right, but what was wrong was that if you were going to show that competitive equilibrium was not realizable … you should choose an institution of exchange that might be more favorable to yielding competitive equilibrium.  Then when such an equilibrium failed to be approached, you would have a powerful result. This led to two ideas: (1) why not use the double oral auction procedure? … (2) why not conduct the experiment in a sequence of trading `days' in which supply and demand were renewed ..?''

The following January, I carried through my insomniacal plan … I am still recovering from the shock of the experimental results.  The outcome was unbelievably consistent with competitive price theory. If these results are to believed,what was being knocked down was Chamberlin's hypothesis of the unattainability of supply and demand theory. But the results {\em can't}\/ be believed, I thought.  It must be an accident, so I must take another class and do a new experiment with different supply and demand schedules 

The Chamberlin-Smith marketing experiment has now been replicated hundreds and hundreds of times in laboratories and classrooms and Smith’s unbelievably  results have been resoundingly confirmed.  Smith and  other experimental economists have continued to milk this cow, “testing the boundaries ” and   studying a great variety of extensions to more complex markets and alternative institutions.   

A recurring theme of this research has been that competitive theory works well to predict outcomes in laboratory markets over a much broader class of environments than those usually assumed by economic theorists.  Neither complete information nor a large number of traders is required.  While this news is a comfort for those who are fond of familiar tools, it is also a challenge to theorists and applied economists to find more robust theories and more sharply observant empirical work.  

As we know, experimental economics has also revealed the presence of some  sick cows…cases in which experimental subjects do not behave as the rational agents we assume them to be.   Smith suggests that many of these anomalies tend to disappear when laboratory subjects face logically equivalent situations that are framed in the context of a market.    He suggests that the human ability to operate successfully in markets may be an evolved capacity, much like the capability for  learning language. 

Vernon was not the first Smith to propose such a propensity.

In 1776,  Adam Smith opined that 

“This division of labor, from which so many advantages are derived is not originally the effect of any human wisdom…It is the necessary though very slow and gradual consequence of a certain propensity in human nature which has in view no such extensive utility: the propensity to truck, barter, and exchange one thing for another… This propensity is common to all men, and to be found in no other race of animals.”

