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The free rider problem and
a social custom model of
trade union membership

Alison L Booth

Introduction

The literature on public good provision by groups has traditionally
emphasised the free rider problem. If it is assumed that a group forms
to provide, or to lobby for the provision of, a good that is collective to
potential members, then the major conceptual problem to the formation
of such a group is that individuals can enjoy the benefits of group action
without incurring the costs. By doing this, they free ride. In small groups,
the free rider problem is not generally considered insurmountable.
However, the larger the number of potential beneficiaries, the more difficult
it is to overcome the free rider problem, due to exclusion and surveillance
difficulties, and optimal collective good provision, or any collective good
provision, in the extreme, is less likely.

The free rider hypothesis has a long history in economic thought. As early
as 1848, the free rider potential of any group of workers was perceived
by Mill (1891). However, it appears that it was not until 1965 that an
attempt was made to explain why /large groups providing collective goods
manage to exist despite the free rider problem. Olson (1971) proposed the
following explanation. If a large group exists, it must have formed either
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because membership is compulsory or because the group provides private
goods and services accessible only to its members, with ancillary provision
of the collective good as a ‘by-product.’

The literature that developed from Olson’s work has focused primarily on
the suboptimal provision of the collective good, the difficulties of getting
members to contribute in proportion to the benefits received, and preference
revelation incentives. (See, for example, Groves and Ledyard (1977).)

However, there are problems with both of the solutions proposed by Olson
to overcome the free rider problem facing large groups. First, if coercion is
looked at as a solution to the free rider problem, the question arises as to
how the coercion itself is financed (Guttman 1978). This is unlikely to be
costless. The second problem concerns the ‘by-product’ solution. Private
good provision, with collective good provision as an ancillary function of the
group once its members have been ‘captured,’ is not a sufficient condition,
as Olson thought. Unless the group has a monopoly in the provision of a
private good, new firms can enter to provide the private good without the
collective good, at a cheaper rate because the provision of the collective good
is not costless by assumption.

The Olson by-product model, modified so that the group must possess
a monopoly in the provision of a desired private good in the absence of
compulsion, appears plausible for professional associations providing
incentive private goods, such as technical journals, indemnity schemes,
and certificates of skill. But the model, as it stands, does not immediately
appear applicable to an important example of large groups in existence
in the economy: trade unions. Olson suggested that ‘In most cases it is
compulsory membership and coercive picket lines that are the source of the
union’s membership’ (Olson 1965, p. 5). His view that large modern unions
exist only because membership is compulsory is not supported by statistical
evidence in the United Kingdom, for example, where there are areas with
a high proportion of employees in trade unions, but few closed shops."

The aims of this chapter therefore are as follows: first, to show that a trade
union can exist without compulsory membership and union shop legislation;
second, to prove that under certain conditions the economic incentive to
‘free ride’ can be less than the economic incentive to join a large union,

1 Gennard, Dunn, and Wright (1980) estimated that closed shop arrangements affected only a quarter
of UK employees, and that some 19 per cent of workers in areas with high union membership were not
covered by closed shop provisions.
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in the absence of compulsion; and third, to incorporate sociological factors
into the traditional utility-maximising model, in what will be called below
a ‘social custom’ theory of large union membership.

Social custom model of group formation

It is an argument of this chapter that social customs and sanctions of peer
pressure are not confined to small groups, but may be found in whole
communities. In any society, there may exist codes of behaviour or social
customs that are not enforced by a police system, but by peer pressure
or loss of reputation for disobedience. Following Akerlof (1980, p. 749),
I shall define a custom as ‘an act whose utility to the agent performing it
in some way depends on the beliefs or actions of other members of the
community.” Akerlof takes up an argument that is commonly put forward
by sociologists and psychologists. This is that, within a community, there is
a set of rules and customs that are obeyed by individuals because of the loss
of reputation within the community (a sanction) if the custom is disobeyed.
Reputation is assumed to be desired by individuals: each person’s utility
function includes his or her reputation within the community. Consider
now any group. Individuals may follow a social custom of membership in
the group. Adherence to the custom is reinforced by the sanction of loss of
reputation if the individual does not conform. As utility is assumed to be
a function of reputation, I argue that there is an economic incentive to join
the group as long as the social custom exists.

It is hoped that the model used below clearly illustrates the potentially
important effects of social custom and reputation on group behaviour.
The model aims to show that equilibria derived from the maximising
behaviour on the part of reputation-seeking individuals may diverge from
those derived from the maximising behaviour of isolated individuals.
Of course, the model assumes the existence of a social custom of joining
a group: it is not supposed that this assumption holds everywhere in the
economy. It is also not supposed that the model chosen precisely describes an
individual’s behaviour in deciding to join a large group. Rather, the analysis
is directed towards extending the Olson model by providing an explanation
of why individuals may join a large group in spite of the collective nature of
the good the group forms to provide.
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The model

Consider a trade union that exists to secure increased wages and fringe
benefits, and assume that these are collective across the entire industry as
the union bargaining process determines the minimum legal wage for all
the industry. Suppose that the union provides a single excludable good
for its members: reputation from belonging to the union and not being
a ‘scab.” This good is collective to the union; additional consumption by
one unionised person does not imply reduced consumption by another.
The good is not collective to the industry because access to it is available
only through union membership. The union possesses a monopoly in
its provision.

Assumptions

ASSUMPTION 1. Consider a closed sector or industry in which there is
only one union, membership of which is not legally compulsory. There are
only two goods available to individuals in the closed industry: reputation r
and wages w. Suppose that reputation is achieved solely through membership
of some group that forms within the sector, such that

) r=rM)r,>0;r, <0;70)=0

The letter M denotes the proportion of the workforce belonging to the group,
so that

2)0<M<1

Wages w are assumed to be exogenous. In a two-good model, it is assumed
that 7 and w are net substitutes. It may be supposed more generally that
initially at a very low w, w_(where the subscript denotes subsistence), only
wages will enter the utility function. As w increases above w, the individual
is able to derive utility from 7 as well as w; as this chapter assumes. It is a
matter for observation as to how individuals rank » with w. The preference
ordering is likely to vary with place, period and class. In a feudal society,
for example, where 7 is relatively inflexible, there may be a high ranking
for 7: peasants may be ‘poor but loyal.” In some societies, for some groups of
individuals, » may be preferred to w at all levels of w except for w, as may
be conceivable with revolutionaries, writers or academics.
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In the model that follows, it is assumed that wages are above subsistence
level, wages and reputation are normal goods, and that the social custom
of trade union membership arises only with some M > 0. The sanction
of loss of reputation if the custom should not be followed can therefore
emerge only with the existence of a social custom; that is, when A > 0. The
question of how a social custom may arise or how a trade union might form
from zero membership is not addressed here, although an attempt has been
made to make endogenous the initial emergence of a trade union in Booth
(1982).

ASSUMPTION 2. There are positive costs to membership in the trade
union, and these are subscription and organisation costs 5. These costs
consist of some fixed costs, plus a cost that decreases with the number of
members. Thus, s can be written as:

3) s=v+ 0 er member
(8) s=y+ o —P

+ €

or more generally, s = s(M)

SM< 0; SMM> 0.

Thus, sat 5(0) is y + E
£

ASSUMPTION 3. All individuals are identical and have identical
preferences for the two goods.

ASSUMPTION 4. Utility is assumed to be a strictly increasing continuous,
twice differentiable, concave function. When an individual joins the union,
the utility function is:

@G U=U(@r,w-s),

where the superscript j denotes joining, and U, > 0, and U, > 0, where the
subscripts are the usual notation for the partial derivatives of the function
with respect to its first and second arguments. When an individual does not
join the group, the utility function is

(5) U7=U(0, w),

where the superscript 77 denotes not joining. However, the individual
receives the union wage, so is ‘free riding’ in that respect. Here:

(6) U, =0,and U, > 0.
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An individual’s choice set is to join, or not to join, the trade union.
There is no compulsion and so no restriction on an individual’s choice
set. Individuals are rational, self-interested utility maximisers. There is an
economic incentive to join the union if {7 > U”, and an economic incentive
for the group not to form if 7. > U”. The individual is indifferent between
membership and non-membership, where U7 = U".

A. Equilibrium

Equilibrium is where individuals cannot, by behaving differently, make
themselves better off. Because union membership is not compulsory, the
proportion of the sector unionised, M may in theory take any value in
the interval (0,1] as a result of individual choice.

Define the function F as:
7)F=U-U"

PROPOSITION 1. F<0at M =0.
Proof- At M = 0,

. d
Ui = Ur(0), w - (y + ?)]
from equations (3) and (4), and
U% = U (0,w).

As both the values of the utility functions are strictly increasing, and both
are zero with respect to reputation, but U” > U with respect to wages, then
it must be the case that /< 0 at M = 0. For the existence of a unique, though
not necessarily stable, interior equilibrium, it is necessary to prove that #> 0
only at the maximum, that is, where M = 1. Then continuity of the two
functions implies that # = 0 for some M in the open interval M (0, 1).
However, F may take three possible values at M=1:

Case 1: F>0
Case2: F=0
Case 3: F< 0.

PROPOSITION 2. Given r=r(M), fixed wages, and identical individuals,
a union will form if and only if preferences and membership costs s are such
that /> 0 at the upper boundary. The free rider problem is unlikely to emerge.
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Proof. The sector in this model is closed in the sense that no exchange
occurs between it and the rest of the economy. Wages, and thus implicitly
the behaviour of firms, are exogenous, as might be the case if workers are
paid the value of their marginal product, and productivity is held constant.
The values of the utility function are therefore:?

®) U =U[rM), w-s(M)]
and
(9) U7 = U (0, w).

Three possible cases for these values of the utility function, and for F at
M =1, are shown in Figure 1.1.

Utility u U
Ui Ps
p —> U un
P, 2 F>0 F=0 F<0
F<0 7/i Uni «
: U U
I
1
1 M M M
0 M* 1 0 1 0 1
Case1 Case 2 Case 3

Figure 1.1: Social custom model of trade union membership

Case 1. F> 0 at M = 1. Assume that if subscription costs and preferences
are of a certain configuration, joining the union is preferred to not joining.
If one individual perceives that U7 > U”, then by Assumption 3, where
all individuals have identical preferences, everyone will join the union and
M=1.1f U’ > U%, then F> 0 at M = 1. It has already been proven that
F < 0at M = 0. Continuity of the two functions then implies that F = 0 for
some M(0,1), by the intermediate value theorem. Figure 1.1, Case 1, shows
that there are two stable boundary equilibria at A/ = 0 and M = 1, and one
unstable interior equilibrium at A% where U/ = U”,. At this point, the
individual, and by Assumption 3, the whole sector, is indifferent between
joining and not joining. Indifference can occur only in the range 0 < M
< 1, and in Case 1, it occurs somewhere less than M = 1 because it has been
assumed that 7> 0 at M = 1. The interior equilibrium point P, is unstable.
Even if M should by accident occur at M* after any disequilibrium, the

2 It is straightforward to show that the first and second order conditions of U7 are positive and
negative respectively.
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adjustment process will not return it to its initial position. Suppose that the
adjustment process is M = G(U’ > U%,). In the interval M [0, M*), U" > U’
and individuals will leave the group. In the interval M [M*,]), U7 > U"” and
individuals will all join the group. Clearly, any changes in the reputation
and cost functions will alter the steepness of the slope of 7, and any tax on
union membership will shift U7 down, having different implications for the
determination of P, However, this only becomes important in models with
stable interior equilibria, such as might occur if wages were endogenous.
Group membership in this model is unstable except at M = 1. Note that by
definition, free riders are only found in the open interval M (0,1) although
potential free riders may be found at M = 1. If M = 1, there are no actual
free riders, and if M = 0, there is no group. The instability of P, is proof of
the absence of the free rider in this model, except in the situation where, by
chance, M = M* and the economy is in a long-run equilibrium; that is, the
underlying functions do not vary.

Of course, where there is a stable interior equilibrium, union membership
lies in the open interval A7 (0,1). The model can easily be extended to allow
for this if wages are assumed to be a function of trade union size. However,
the point of this analysis was not to demonstrate the existence of union
membership of less than 1, but to show that unions can exist without
compulsion or incentive for private goods of the usual nature. Thus, the
simplest model of wage determination was chosen.

Case 2. F = 0 at M = 1. Assume that costs s and preferences are such that
individuals are indifferent between joining and not joining the union at
M = 1. There are two boundary equilibria, P, and P,, but as the latter
is unstable, the union will not form (See Figure 1.1).

Case 3. F < 0 at M = 1. Assuming that nowhere in the interval M (0,1] is
F > 0, then not joining will always be preferred to joining, and the union
will never form.

Conclusion

The social custom model of trade union membership presented here may
explain the existence of trade union membership without compulsion,
and with reputation being the only incentive good. However, observation
suggests that in addition to unions fitting into this type of model, there are
others characterised by compulsion in the form of pre-entry or post-entry
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closed shop requirements, and others characterised by apprenticeship
schemes where the union card is a signal to the employer that the prospective
employee possesses some minimum level of skill. Hence, this chapter
explains only a facet of trade union membership.
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