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Introduction to the Series

Drawing on a personal network, an economist can still relatively
easily stay well informed in the narrow field in which he works, but
to keep up with the development of economics as a whole is a much
more formidable challenge. Economists are confronted with
difficulties associated with the rapid development of their discipline.
There is a risk of “balkanisation” in economics, which may not be
favorable to its development.

Fundamentals of Pure and Applied Economics has been created to
meet this problem. The discipline of economics has been subdivided
into sections (listed inside). These sections include short books,
each surveying the state of the art in a given area.

Each book starts with the basic elements and goes as far as the most
advanced results. Each should be useful to professors needing
material for lectures, to graduate students looking for a global view
of a particular subject, to professional economists wishing to keep
up with the development of their science, and to researchers
seeking convenient information on questions that incidentally ap-
pear in their work.

Each book is thus a presentation of the state of the art in a
particular field rather than a step-by-step analysis of the develop-
ment of the literature. Each is a high-level presentation but
accessible to anyone with a solid background in economics, whether
engaged in business, government, international organizations,
teaching, or research in related fields.

Three aspects of Fundamentals of Pure and Applied Economics
should be emphasized:

—First, the project covers the whole field of economics, not only
theoretical or mathematical economics.
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—Second, the project is open-ended and the number of books is not
predetermined. If new interesting areas appear, they will gen-
erate additional books.

—Last, all the books making up each section will later be grouped
to constitute one or several volumes of an Encyclopedia of
Economics.

The editors of the sections are outstanding economists who have
selected as authors for the series some of the finest specialists in the
world.

J. Lesourne H. Sonnenschein
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1. INTRODUCTION

In classical economic models no true institutions or choices exist.
Competitive markets determine price. Cost and demand functions
are known with certainty and determine quantity. Owners of firms
are profit-maximizers who contract with inputs to produce outputs;
inputs do not need to be motivated or monitored so long as they are
paid the going wage; the firm itself is a black box.

Quite early in the development of modern economics, however,
scholars recognized that the internal organization, incentive struc-
ture and behavior of firms were important independent topics of
study and that simple models of profit maximization in competitive
markets could not be used inside the firm. Similarly, when
economists began to study the behavior of political institutions and
public bureaucracies, profit maximizing models were inappropriate
and social welfare maximization proved equally unsatisfactory as a
positive model. More recently, economic analysts have started to
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