SHYAM SUNDER INTERVIEW WITH WEBPONDO
October 239 2003

Webpondo: It shouldn't come as a surprise that experimental economicsis
quite an unknown field for Colombian economists. Just to warm up the
readers, could you briefly explain us what the idea of experimental
economicsisand itsimportance?

Shyam Sunder: Economics is the science of interaction between human wants
and scarcity within the context of socid inditutions On aggregation scde, it is
bounded by psychdogy--the science of individud behavior--a one end, and
sociology a the other. Economidts seek to learn about the outcomes of such
interactions under various circumstances and inditutions. Verbd, mathematica
and econometric andyses have been the traditiond tools of this trade, each with
its own advantages and limitations. During the past hdf-century, experiments
have been added to this toolbox. Experiments are a epecidly powerful means of
learning about the role of inditutions in determining the outcomes of economic
interactions.

W.P: Can experimental labs replicate real-life problems? Specifically: in
real life, peopleregularly face choice problemswith enor mous consequences
for them; can one really trust that individuals who participate in
experiments will consider the situation there as seriously as they would in
real life? For example, in an auction experiment for sports cards,
participants may bid strong just for thethrill...

S.S: When we consider the reaHlife phenomena in dl ther fractddeal, they
cannot be captured in entirety @ther inthe lab or in any other modding medium.
Red life is infinitdy detaled, and no two Stuaions are exactly dike. The very
idea of modding is toidentify some features of red life as essentid for a given
purpose, and discard the rest as mere detal. This is vaid both for mathematics
as wel as for lab. Experimentdids, like mathematica economids, try to cgpture
the essentid features to examine the robusiness of the smple modes. What is
the role of the "thrill* in an auction for sports cards (as opposed to the monetary
payoffs)? If the thrill is thought to be an essentid feature in redHife auctions, the
lab auctionshould dso try to capture it. If the modd being examined ignores
thethrill factor,and the lab resultsreved thrill to be an important determinant of
the outcomes, the modd is shown to beddficient in its explanatory power.
Inather case, the lab experimentshdp us refine our understanding of red
phenomena through better and sSmpler ways of capturing ther variation in our
modes.

W.P: From the point of view of experimental economics what does it mean
to empirically test atheory—a single theory or multiple theories?

S.S: Theoreticd modds are built on many assumptions, some are essentid to the
environment being modded while othes ae gmply assumptions of
convenience. If al assumptions of the modd were vdid in the lab, the only
reason for the lab outcomes to deviate from the modd predictions would be an
eror in the modd. Lab expaiments are not an efficdent way of discovering
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mathematical erors in modds. Lab tesing of theory means to design lab
environments, which sysemdicdly deviate from the modd by progressvely
weskening the assumptions of convenience. If the wesakening of he assumptions
of convenience is associated with a rapid drop in the correspondence between
modd predictions and lab outcomes, the modd is reveded notto be robud. If,
on the other hand, this correspondence holds up well, the modd is reveded to be
robus. Hep in identifying robust from not so robust modds, and in identifying
essentia  from  convenience assumptions, is what we meen by "teding' a
theoreticd modd in the lab. Indeed some of the best-known economics
expaiments (eg., Smith JPE 1962) had such a greatimpact because they
reveded cetan modes of economics to be robust beyond the expectaions of
many economigts.

Teding a dingle theory means to assess the robustness of its predictions with
respect to weskening its assumptions of convenience. The morethe accuracy of
the predictions of the theory holds up as the lab environment deviaes
increesingly from the assumptions of convenience, the more generdizable and
believable the theory is. Across two theories, we can compare the robustness and
generdizability in agmilar fashion.

W.P: Let's get more into the details. Could you briefly sketch the
prototypical experiment in which you, with several co-authors, have tested
different monetary theories? What conclusion can you draw regarding the
role of indeterminate monetary equilibrium and sunspots?

S.S. Indeterminacy of equilibria has been a mgor issue in monetary economics.
Sdection of one, or a subset, from many ora continuum of, equilibria would
help us use such modes as todsfor guiding policy and making predictions The
mathematical plaushbility of multiple equilibria rests on vaious plausble ways
in which economic agents may form their beliefs about the future sates of nature
and about the behavior of others, and on inditutiond arangements under which
individua actions may interact with one another to yidd the aggregae leve
outcomes.

Economics experiments have hdped identify the inditutiondly and behaviordly
plausble subset of equilibria These sies of expaiments implemented the
concept of overlgoping generations in laboratory, and can be briefly described as
follows. We recruited some 12-15 dudents without prior knowledge of monetary
economics and formed cohorts of 34 dudents to conditute a generation. When a
dudent entered the game in, say, peiod t a "young', he receved a lage
endowment of a "consumption” good but no money. He could "consume' dl the
endowment in this period, or offer to sdlany part of it to the members of the
"old" generation in exchange for money. The "young" caried the cash proceeds
of ther sde to ther "old" period when they could use the money to buy the
"consumption” good from the newly entering "young' generation. a the end of
period t+lwhen they "died’, and exited the game for a randomly determined
number of periods, the Studentswere paid cash in proportion to the product of
the quantities of the good they "consumed'in ther young and old periods In
eech period, a non-participating group of students predicted the market-clearing
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price of the consumption good, and ther average prediction was used to settle
the accounts at the end of the findl period.

We found the firgevidence in data that sungpot equilibria based on extringc
uncertainty are plausble We also found tha multiplicity of theoreticd equilibria
is not necessarily reflected in data gathered in the lab.

W.P: What about the different learning mechanisms that exist in the
literaturefor example, rational expectationsor adaptive learning?

S.S We have found thatlaboratory economies tend towards equilibria, which
ae dable under adaptive, not rationd, expectations formation process. Though
there is some evidence on agents anticipaing the future, within the lab
environments, which dlow only a limited amount of learning, adgptive modeds
of learning organize the data reasonably well.

W.P: Let us consider some implications of your work for monetary policy.
It has been argued that simplerulesas Friedman’s constant money growth
rules or Taylor rules (more specifically, forward-looking rules as proposed
by Clarida, Gali and Gertler) can help coordinate agent’s beliefs and help
stabilize the economy. Some of your work is at odds with the theoretical
work regarding, in particular, Friedman’s rule. What about these other
rules? What istheimportance of theseresults?

S.S. We did some expeaimentd teding of smple policdes such as condant
money growth rule and target inflaion rule The prdiminaryresults yidd some
wesk evidencethat such policies can hep coordinete agent beiefs The data
provide surprisingly grong support to the importance of dability parameters in
determining the voldility of the economy. However, in order to trandaethese
findngsto policy recommendations | would fed more comforteble if we
(and other  economigts) conducted additiond testing and veificaion of these
results in a vaiey of laboratory conditions to ensure ther robusness Still,
given the difficulty of conducting fidd experiments in monetary policy, and the
theoreticd indeterminecy of equilibria, our experimentd data ae the only
avallable empiricd reaults

W.P: Thinking a little bit about what remains to be done in experimental
economics, imagine that a young and arguably brilliant economics PhD
student suddenly breaks into your office at Yale and says: “Professor
Sunder — Please give me a good and important problem for meto solve as
my PhD dissertation.” What would you tell him?

SS | aod hendng out problems for PhD dudets to solve as
ther dissrtations, identifying the problems worth solving is more than hdf the
traning, | daesay the more important hdf of ther traning, in graduate
school. But | can turnyour question to what | condder the most important work
to be done in experimenta economics. We can use experiments to identify the
structurd properties of economic inditutions. Increesingly in the recent years,
epecidly with the influence of game theory, economigts atention has shifted to
individud behavior a the key deerminant of economic outcomes. The
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importance  of individud behavior diminishes as the number of agents who
interact in an inditution incresses. | see characterizing the inditutional outcomes
as a function of ther dructure as the mogt important item of my experimenta
research agenda. While some progress has been made towards this goa during
the past ten years under the labd of "zercintdligence' work, muchremains to
be done.

W.P: You mean, characterizing economic outcomes depending of differ ent
institutional arrangements among agents? For example, outcomes
depending on theexistence of apriceauctioneer or acrediblecentral bank?
What doesit mean “zero-intelligence work” ?

Yes inditutiona arangements among agents. In a remakable issue of the
Journd of Politicd Economy in 1962, two atides were published. In one, Gay
Becker showedtha downward doping demand and upwad doping  supply
functions do not need be deived from optimization by individuds smple
condderation of agents opportunity sets under changing prices are sufficient to
yidd the gppropriadte dopes even if the agents chose randomly from their
opportunity sats. In the other article, Vernon Smith reported that double auction
markets with some hdf-a-dozen dudent traders motivated by profit and
possessng little informetion beyond ther own resarvaion vaues quickly
converge to Warasan equilibrium prices and dlocations. While Becker pointed
to the posshility of freeng market equilibrium under dasscd conditions from
optimization by agents Smith showed the rdevance of equilibrium tothe red
lifemarket inditutions. In a third paper, Gode and Sunder (JPE, 1993) combined
random choice within opportunity sats with recognizable market inditutions.
Ther computer Smulations of markets with "zerointdligence’ traders showed
that the dlocetive efficency of competitive makets is lagey free from
individud intelligence or drategy and depends dmogt entirdly on the rules of the
inditution.

W.P: Turning now to more personal questions, who have been the most
influential peoplein your career?

S.S: My teechers (Yuji ljiri, Herbet Smon,and Robert Lucas a Carnegie
Médlon Universty), my colleagues (Charles Plottat CalTech, Vernon Smith at
Universty of Arizona, and Ramon Marimon a Universtat Pompeu Fabra) and
my sudents (Dhananjay K. Gode and Kaim Jamd) have been mog influentid
in my career. My father gave mea way to look a the world and my role in it,
and my brother set the example of aming high.

W.P: As you might already know, in Colombia we have a huge problem
regarding drug-related illegal economic activities. Besides the traditional
costs these activities impose on society, we are exposed to high levels of
corruption, the financing of guerrilla armed groups, etc. What do you think
about legalizing and regulating illegal drugs?

S.S: A group, organizetion or country can be sad to be in control (or baance or
equilibrium) if its members find it in ther own interest to do what the other
members expect them to do. The drug trade has destroyed this baance between
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sdf-interest of some, and the expectations of the others in Colombia Colombias
internd  enforcement mechanismsto restore the control or badance have not
worked because the economic incentives induced by high internationd prices
donot dlow for an equilibrium government or socid enforcement gtructure.
Lowering the internationd pricesof drugs is, perhaps the only feesble solution
for Colombia This would require dther enforcement or legdizaion in the
consuming countries, neither is palitically easy to do.

W.P: A few months ago you visited Colombia invited by the National
University of Colombia. What impressions did you get from your short visit
to our country?

S.S Colombia is the only country in which | heard people unabashedly prasing
the politicians in nationa, even locd, office. The current and recent mayors of
Bogotd were gspecidly admired. Given the corruption and inefficiencies that
pervade locd governments around the world, it was pleasing to see how well the

city of Bogotais run, and is getting better.

W.P: Thank you very much Professor Sunder.
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