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The Free Rider as a Basis
for Government Intervention

by E. C. Pasour, Jr.*

Department of Economics and Business,
North Carolina State University

The “free rider problem,” arising from the fact that an individual may be
able to obtain the benefits of a good without contributing to the cost, is dis-
cussed in a number of different contexts. In the case of a “public good”
where the provider cannot exclude, a good which others provide for them-
selves will also be provided to the free rider. In the public good view of
charity, for example, each donor is said to have an incentive to hold down
his own contribution and free ride on the redistribution from other mem-
bers of the non-poor group. Thus, the free rider in the case of charity and
other public goods is commonly taken to provide a rationale for state
intervention.

A similar situation exists in the case of a common property resource, as
when oil is pumped from a pool beneath the land of several owners. It is in
the interests of all producers to hold down output but in the interest of the
single producer to expand output if other producers hold back. The
resulting “Tragedy of the Commons” is taken to be an example of “market
failure” and, consequently, a basis for government intervention.

The “free rider problem” also arises in the case of the cartel. A group of
competitive producers, for example, may be able to gain through collusion
by restricting output and increasing price. The ability to collude, however,
is undercut by the incentive each member has to “chisel” or free ride. Thus,
government sanctions are sought to restrain free rider activity in the case of
cartels in agriculture, labor unions, transportation, occupational licensure
and other areas.

A common feature of each of the cases just cited is the absence of prop-
erty rights, When property rights are not clearly defined and enforced, the
individual motivated by self-interest has an economic incentive to free ride
at the expense of others in the group who attempt to promote self-interest
through group behavior. The free rider incentive, however, is not the only
factor motivating individual behavior. This paper demonsirates why “free
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riders” do not provide a rationale for government intervention in the cases
of charity (and other alleged public goods) and common property resources.
The effect of the free rider in the case of cartels is shown to be funda-
mentally different from that of the free rider of common property resources
and public goods theory. In each of the latter cases, the free rider incentive
works against decentralized market efficiency. In contrast, in the case of
collusive behavior to restrict competition, the free rider serves a beneficial
role acting as an impediment to anti-competitive behavior. When not
restricted by legal means, the free rider performs an important role in
impeding collusion and maintaining competition. This difference is typi-
cally ignored and “free riders” are generally described as a “problem.”

Free Riders: The Conventional and Opposing Views

The “free rider problem,” as suggested above, is widely discussed in a num-
ber of different contexts, e.g., public goods, common property resources,
and cartels. Buchanan presents the conventional description of the free
rider problem in the case of the “public good”:

It may prove almost impossible. . .to secure agreement among a large
number of persons, and to enforce such agreements as are made. The
reason for this lies in the “free rider” position in which each individual
finds himself. While he may recognize that similar independent behavior
on the part of everyone produces undesirable results, it is not to his own
interest to enter voluntarily into an agreement since, for him, optimal
results can be attained by allowing others to supply the public good to
the maximum extent while he enjoys a “free ride”; that is, secures the
benefits without contributing to the costs. Even if an individual should
enter into such a cost-sharing agreement, he will have a strong incentive
to break his own contract, to chisel on the agreed terms.!

The free rider is generally described in a similar manner regardless of
whether the attempted agreement is consistent with free-market compe-
tition. Hirshleifer, for example, after discussing the free rider in the case of
the public good, productive externality, and cartel, concludes:

In each case, the economic agent motivated by self-interest is tempted to
be a free rider upon others who are subordinating self-interest to the
group interest. The paradox is that all lose when all pursue their sole
self-interest, and yet each has no guarantee that his or her restraint will
be matched by the restraint of others. The essence of the free-rider
problems is that private costs must be incurred for group benefits.?

While, in a narrow sense, there is a “free rider problem™ associated with
all private collusive activity, the implication is not that usually drawn,
viz. that government action is warranted “to overcome the free rider prob-
lem.” Instead, the “free rider” plays an important role in minimizing non-
competitive behavior. A later section discusses several important cases of
beneficial free rider activity.
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Public Goods. The free rider is most often discussed in the case of
public goods, where the effect is alleged to be too little production. Public
goods, by definition, are characterized both by non-rivalness in consump-
tion and by the fact that the seller cannot exclude non-payers. Thus, if a
pure public good is provided to a group, a member can receive the benefits
without contributing to its cost. The usuval implication is that government
intervention is warranted to overcome this free rider problem. Many goods
and services once considered public goods (e.g., fire prevention and garbage
service) meet neither condition of the public goods model.? If there is a
choice between equal and selective access, the proprietor can exclude and
there is no free rider “problem.” It is increasingly being realized that public
goods theory cannot be used to justify the financing and production of the
broad range of collectively provided goods. Goldin writes:

But so many examples have been analyzed, and found wanting, that the
time has come to make the opposing argument: the pure theory of
public goods is an elegant theory without significant application. ...
This study suggests that there are no goods or services which are
inherently public goods or externalities; that there is a/ways a choice
between equal and selective access; and that there is gernerally an
additional cost to serve additional persons.*

Seldon, after analyzing government expenditures, estimates that no more
than one-third of current government expenditures pose a free rider prob-
lem and recognizes that pricing mechanisms are being developed for some
goods traditionally considered to be jointly consumed.$ Thus, it seems clear
that the current method of providing most public services is not rooted in a
“free rider” problem. Moreover, as Seldon emphasizes, it is ironic that
externalities associated with not charging for goods have received little
attention even by many economists. There is an inherent evaluation prob-
lem associated with an equal access system of distribution. When an eco-
nomic good is provided at no cost to the user, the user has no incentive to
economize but rather has an incentive to use the good or service as though it
were a free good. Moreover, there will appear to be a shortage so long as the
marginal value of the good or service is positive.

The free rider concept of public goods theory has also been widely mis-
used in the case of charity. A free rider problem is alleged to arise in the
tollowing way. Once a donation is provided to a poor person, it benefits not
just the donor but everyone with charitable instincts. Each potential donor
is said to have an incentive to hold down his contribution and to “free ride”
on the redistribution from other members of the non-poor group. Conse-
quently, each potential donor might agree to contribute only on the condi-
tion that other potential donors alse contribute. Thus, the free rider prob-
lem has been taken to provide a rationale for state intervention to achieve
“Pareto optimal redistribution.”®

It seems clear, however, that charity generally does not meet the non-
exclusion condition of the public good. If Smith privately makes a donation
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to a poor person so that Jones and other potential donors are unaware of
the gift, the free rider problem does not arise. Thus, since there is no in-
herent reason why charitable acts need be publicized, non-exclusion is
not inherent in charity. Indeed, many philanthropists have gone to great
lengths to keep their acts from being known. It might be contended that
even if charitable acts are not publicized by the donor, acts of charity will be
obvious in the behavior of the recipients. Living standards, however, are
likely to be mainly determined by “permanent income” which is not readily
observable. Moreover, living standards vary widely between individuals of
comparable salary levels due to differences in savings levels, purchasing
behavior, etc. Thus, living standards may be ostensibly similar for indi-
viduals with quite different incomes.

If exclusion is feasible in the case of charity, the free rider problem does
not arise. However, even when exclusion is not feasible, it still does not
follow that the public goods model applies to charity since the free rider
problem associated with charity involves a paradox. The theory of public
goods suggests “that people are honest only to the extent that they have
economic incentives for being s0.”” Charity, however, assumes that utility
functions are interdependent where the utility of the charitable individual is
influenced by the welfare of the “poor”. The paradox involves the use of the
public goods model, which assumes that individuals are motivated by a
narrow concept of self-interest, to analyze charitable behavior based on
altruistic motives. Stated differently, the public goods approach to charity
assumes that the group is large enough so that the individual’s choice cal-
culus is affected.® Altruism, on the other hand, implies that the charitable
individual continues to be motivated by good will toward the recipient
regardless of group size and irrespective of whether other people benefit
gratuitously from his actions.

Thus, it cannot be demonstrated that there is a free rider “problem”
associated with voluntary charity even where exclusion is not possible. The
conclusion that a less-than-optimal amount of charity would be undertaken
due to the free rider problem assumes that individual contributions depend
upon similar demonstrations of good will on the part of others rather than
the condition of the income recipient. An altruistic individual, in making
charitable contributions, however, would be expected to “place himself in
others’ shoes” and consider the economic condition of the recipient. So long
as donor Smith is motivated by altruism, his contribution will be based
upon the plight of charity recipients regardless of whether other potential
donors benefit from his action. Smith’s contribution will, of course, be
influenced by the level of others’ contributions. Furthermore, to the extent
that Smith is motivated by benevolence, he will not “shirk his responsibil-
ities” when other people reduce their charitable contributions. In summary,
a free rider “problem” does not arise in the case of charitable contributions
and public goods theory cannot be used to justify redistribution.®
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Common Property Resources. Common property resources are those to
which many people have access but for which no one has property rights.
The pursuit of self-interest under these conditions may well lead to a free
rider problem and resource abuse. It will not be in the interest of the indi-
vidual motivated by a narrow conception of self-interest to restrain resource
use as long as other people do not do so. The problem arises because of the
absence of property rights. As long as resources are privately owned and
property rights are effectively enforced, the free rider problem associated
with common property resources does not arise. Littering by the private
property owner on his own property, for example, is an incongruity. Thus,
one solution to the free rider problem in this case is to clearly define and
adequately enforce property rights.'®

The significance of this approach hinges upon the feasibility of defining
and enforcing property rights. It is often difficult to define property rights
in the case of natural resources such as air and water. However, there are
many other resources, such as parks and grazing areas on public lands,
which are common property as a result of political decisions rather than
difficulties in defining and enforcing property rights.

The free rider incentive arises when resources are publicly owned and,
more generally, when people act together. However, even when the free
rider incentive is present, it is unlikely that it will be the only factor affecting
an individual’s actions.

For example, there may be incentives for individuals to act in accord-
ance with good will, Christian charity, Kantian duty, civic pride, or any
number of other reasons for individuals to contribute their full share
toward private provision of public goods. And, one’s contributing need
not necessarily rest on the assumption that similar demonstrations of
“conscientiousness” will be forthcoming from others. It is far from
being necessarily true that anyone will be concerned with such exter-
nalities. If a person is not concerned with these externalities, he will
contribute whether or not others benefit gratuitously from his actions 1!

Buchanan stresses the relevance of group size in the motivation of the
individual to “free ride”. In a small-group situation, the individual recog-
nizes that his action will affect the action of others and is less likely “to act
in ways other than those which allow his particular action to be univer-
salized, regardless of the specific consequences.” 2 The member of the small
club, for example, is more likely to “place himself in others’ shoes” in decid-
ing whether to perform his share of necessary club duties. However, in a
large-group setting, while recognizing that similar independent behavior on
the part of everyone produces undesirable results, the individual is likely to
allow others to supply the good while he enjoys a “free ride”. Thus, the free
rider result arises only when the size of the group is critically large. How-
ever, there is no way Lo say how large a group must be before the individ-
ual’s choice calculus is affected.
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Variations in custom, tradition, and ethical standards can shift the crit-
ical limits between small-group and large-group behavior.!3 Civic pride or
good will may, for example, cause people to keep public buildings, parks,
and other collectively provided goods clean. The incentive to free ride in this
case is also affected by group size. If a group of fishermen or patrons of a
public park or office building is small in number, an individual member of
the group is more likely to take the welfare of other members of the group
into account. For a given group, regardless of size, the significance of the
free rider depends upon the relative strength of the free rider incentive
versus other incentives which motivate individual behavior.

In summary, the presence of a free rider in the case of public goods,
common property resources, and other externalities does not imply that
there is a free rider problem which warrants government action. After sur-
veying a number of recent papers presenting a variety of ways of over-
coming the free rider problem in the case of the public good, McMillan
concludes: “The free-rider problem is a statement of the incompleteness of
the standard theory rather than a description of the world.”'* Moreover, it
is increasingly being recognized in the conventional approach to welfare
economics that one cannot identify cases of market failure. This conclusion
follows from the assumption of individual wealth-maximizing behavior.
The market acts to internalize benefits whenever the costs of doing so out-
weigh the benefits. Consequently, externalities will not be taken into account
and free riders will exist in this conventional neoclassical approach only
where there are transaction costs. However, when such costs are included in
the constraints on individual and government behavior, it cannot be shown
that there are deviations from an attainable optimum.'* In other words,
once we realize that externalities will not be taken into account only if there
are transaction costs, and once we include such costs in the analysis, then it
cannot be shown that there are deviations from an attainable optimum. In
this case, any apparent inefficiencies remaining must, save for ignorance, be
smaller than the transaction costs of their removal. The conclusion is that
one cannot demonstrate conceptually {(or empirically) that there is a free
rider (or externality) problem. Any such assertion necessitates an assump-
tion that government can do better. “That this assumption is valid cannot be
proved analytically and it follows that market failure is an essentially nor-
mative judgment.”16

A similar conclusion also follows from a recognition of the subjective
nature of costs.'” Much government intervention has been justified on the
grounds that transaction costs of reaching agreement can be reduced by
government activity. Since costs which motivate individual choice are sub-
jective, however, there is no legitimate way to determine the net gain or loss
of government activity in a “comparative institutions approach.”'® Thus,
the conventional approach of attempting to isolate cases of “market failure”
on the basis of a value-free, case-by-case comparison of costs and benefits is
doomed to failure.
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The Beneficial Free Rider

The policy implications of the free rider incentive hinge on the nature of the
particular group involved. In the case of a charitable, religious, educational
or other voluntary organization deemed to be broadly beneficial, the free
ride incentive is harmful in the sense that it decreases the effectiveness of the
organization. However, the free rider in voluntary associations does not
warrant government intervention since coercion to force nonparticipants to
conform o a group’s policy is inconsistent with the very nature of voluntary
association,

If the activity of a group is not beneficial from the standpoint of the
public-at-large, the implications of the free rider are quite different. In the
case of groups Formed to restrict competition, the free rider incentive causes
“chiseling”. ' Consequently, by making anti-competitive activity less likely,
the free rider serves a salutary role in terms of the decentralized market
norm.

The *invisible hand” associated with self-interest has different impli-
cations for the individual and the group. Individual self-interest will gen-
erally lead the individual to act in 2 manner consistent with competitive
markets and in the general interest of society. The selfishness of a closed
group, or the desire of its members to become a closed group, however, is
likely to be in opposition to the true common interest of the members of
society. Thus, the free rider incentive which discourages cooperation with
the group is often consistent with the general interest of the public at large.

In transport, agriculture, labor and other sectors of the economy, the
formation of groups to restrict competition is promoted as an instrument of
policy. Groups in these and other areas have gained power largely through
the assistance government has provided to suppress the free rider incentive,
i.e., that manifestation of individual selfishness which would have kept
anti-competitive behavior in check. The following examples illustrate how
the free rider, if not suppressed by government, provides an important anti-
dote to political pressure groups.

Political Pressure Groups

Agriculture. Consider the government-enforced tobacco production cartel
in the United States. Product prices are supported above the competitive
level through a quota program which assigns production allotments to indi-
vidual producers. The price support program operates under sanctions of
the federal government because of the “free rider problem.” Government
sanctions are said to be necessary because the free rider would otherwise
prevent the formation of an effective voluntary cartel. 20

This result can be generalized. Producers of any product have an incen-
tive to act in concert to restrict production and increase price. In the absence
of government sanctions, however, the free rider typically makes voluntary
collusion impractical. Each producer has an economic incentive to “chisel,”
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i.e., to agree along with other producers to restrict production and, if they
do so, to increase his own production. Thus, the free rider rather than
posing a “problem” plays a key role in maintaining effective competition.
The incentive of the individual producer to “free ride” in this case supports
the “invisible hand” which harmonizes the setfish acts of the individual and
the spontaneous forces of the market.

Labor. The free rider argument is also used to support compulsory
unicnism. Non-union workers in a given bargaining union are said to be
free riders because they receive benefits without paying any of the union’s
costs.2! Although the conventional wisdom assumes that union activities
benefit all members, anyone who must pay more in costs than is received in
benefits cannot be classified as a free rider.22 Moreover, if the decentralized
market economy is taken as the norm, the free rider argument of compul-
sory unionism (as demonstrated below) has no validity.

Labor unions are a major anti-competitive force in labor markets.
Labor union activity, like that of other government enforced cartels, is a
“good” to its members but a public “bad” judged from the standpoint of the
competitive norm.2? If a labor union is effective in raising wages above the
level which would prevail in the union’s absence, it must devise a rationing
system or otherwise restrict employment. Unions may employ noneconomic
and personal characteristics such as race, sex, political affiliation, age, edu-
cation, experience, and personality.?* The workers who retain employment
receive a benefit at the expense of excluded workers. Henry Simons wrote:

The masses of the unorganized and unorganizable lose as consumers;
they lose by being denied access to higher-wage areas; and they lose by
an artificial abundance of labor in the markets where they must sell, i.e.,
by being forced to compete with workers who should have been drawn
off into the higher-wage occupation.?s

It is ironic that economic analyses of labor union effects on wages focus on
the wages received by workers retaining jobs and fail to take into account
the wages of excluded workers who are forced into unemployment or into
less remunerative employment. Studies of labor cartels which omit the
effects of cartelization on the wages of excluded workers misleadingly imply
that monopoly power can generally raise wage levels or benefit all workers.
Simons’ conclusion is as relevant today as it was a generation ago: “Surely
we cannot all get rich by restricting production.”?

When labor unions are viewed as political pressure groups whose aim
is to restrict competition, the policy prescription becomes clear. Labor
unions, like other cartels, are internally unstable so that any excess power
they have can be traced to government regulation. Therefore, as Reynolds
suggests: The most harmful thing that could happen to unions is deregu-
lation of the labor market. Union power beyond the level consistent with
free markets would disappear without extensive labor laws and government
intervention which support unions.?” Government regulation negates the
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effect of free riders who would otherwise reinforce competitive conditions.
Simons stresses the significance of this free rider effect: “There is no means,
save internal competition, to protect the whole community against organ-
ized labor minorities.”28

Implications. The effect of coalitions of organized interests {farmers,
teachers, autos, steel, textiles, labor, etc.) on the governmental process is
increasingly being recognized as a problem of concern. In Hayek’s words:

The root of the trouble is. . . that in an unlimited democracy the holders
of discretionary powers are forced to use them, whether they wish it
or not, to favor particular groups on whose swing-vote their powers
depend. ... So long as it is legitimate for government to use force to
effect a redistribution of material benefits. . . there can be no curb on
the rapacious instincts of all groups who want more for themseives.
Once politics becomes a tug-of-war for shares of the income pie, decent
government is impossible. This requires that all use of coercion to assure
a certain income to particular groups. . .be outlawed as immoral and
strictly anti-social,?®

Even though all citizens as consumers gain from a general policy of non-
intervention, each citizen as producer stands to gain from particular inter-
ventions.3® Except for small groups, however, the existence of common
interests will generally not lead to a comprehensive organization of such
interests unless government positively assists or tolerates the use of coercion
in organizational efforts. The weaker the free rider incentive in organized
groups to promote special interests and the greater the group loyalty, the
more damaging is the political pressure group.

What is not generally recognized is that the real exploiters in our present
society are not egotistic capitalists or entrepreneurs, and in fact not
separate individuals, but organizations which derive their power from
the moral support of collective action and the feeling of group loyalty. . . .
More real injustice is probably done in the name of group loyalty than
from any selfish individual motives.?

There is a difference in degree, if not in kind, between voluntary organ-
izations and trade associations which are mainly informational in nature
and groups whose purpose is to enlist the state to further their economic
interests. However, all trade associations have an incentive to use the polit-
ical process to further the ends of the members. In some cases, such organ-
izations are able to exert a great deal of political pressure despite the “free
rider problem.”

Conclusions and Implications

Market “failure” and “free rider” problems have traditionaliy been alleged
to provide a basis for government intervention in a number of cases where
real-world markets fail to conform to the norm of “perfect” competition.
When the same perfect competition model is taken as the norm, the wide-
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spread use of government power to confer monopoly privileges to particular
groups negates the effect of potentially beneficial free riders and itself
causes market failure. The free rider who, in the absence of government
sanctions, makes cartelization ineffective, has been almost totally neglected
in welfare economics. However, this beneficial free rider appears to be far
more important from the standpoint of public policy than the widely dis-
cussed free riders associated with public goods, common property resources,
and other externalities. It is ironic that the widely cited free rider justifi-
cation for government intervention fails to recognize the role of the state in
shackling the beneficial free rider.

It is increasingly apparent that “government failure” is no less common
than “market failure”. That is, real-world governmental institutions never
conform to an idealized polity any more than real-world markets conform
to the “perfect market”. Moreover, as Buchanan suggests, market and gov-
ernmental alternatives must be examined as they are—“warts and all”.32 It is
also important to recognize that government intervention not only results in
non-market failure within the public sector, it also encourages private firms
to protect their interests through methods which produce further distortions
in the market.?? Government tax and regulatory measures, for example,
stimulate the formation of cartels and trade associations in order to deal
with agencies of government having power to influence these activities.

The conventional view in analyzing public goods and other externalities
is that government should be compared with the market in a “comparative
institutions approach.” As Brownstein demonstirates, however, this ap-
proach cannot be used because the costs involved are inherently subjective
and, consequently, cannot be objectively measured.?® In rejecting Pareto
optimality as a basis for policy recommendation, Yeager makes a strong
plea for a “principles approach” to economic policy rather than attempting
to analyze each proposed intervention on a case-by-case basis:

The principled approach to economic policy recognizes that the task of
the policy maker is nof to maximize social welfare, somehow conceived,
and not to achieve specific patterns of outputs, prices, and incomes. It is
concerned, instead, with a framework of institutions and rules within
which people can effectively cooperate in pursuing their own diverse
ends through decentralized coordination of their activities.?®

Yeager’s criterion appears sound in assessing interventions to cope with free
riders associated with public goods, common property resources, and any
other economic condition in which the issue might arise:

We should appraise each proposed intervention. . .for its likely legal,
political, social and ethical repercussions— for its repercussions on the
system as a whole.*’
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