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There is an idea, extremely common among social contract theorists, that the primary
function of social institutions is to secure some form of cooperative benefit. If individuals simply
seek to satisfy their own preferences in a narrowly instrumental fashion, they will find
themselves embroiled in collective action problems — interactions with an outcome that is worse
for everyone involved than some other possible outcome. Thus they have reason to accept some
form of constraint over their conduct, in order to achieve this superior, but out-of-equilibrium
outcome. A social institution can be defined as a set of norms that codify these constraints.'
Simplifying somewhat, one can then say that social institutions exist in order to secure gains in
Pareto-efficiency.

This theory is one that I take to be in large measure correct.” My concern, however, is
that it tends to be formulated at too high a level of abstraction. By focusing on the structure of
the interaction — a structure that is often specified simply in terms of the utility functions of
participants — the theory tends to abstract away completely the mechanism through which social
benefits are produced. Thus major philosophical writers working in the social contract tradition,
such as David Gauthier and John Rawls, make no attempt at all to specify how cooperation
improves the human condition. Rawls, for example, states simply that “social cooperation makes
possible a better life for all than any would have if each were to live solely by his own efforts,”
without saying how.? Gauthier focuses entirely upon the role of institutional constraints in
resolving “prisoner’s dilemmas,” but with no systematic analysis of what people are typically

trying to accomplish when they get into these dilemmas.



Social scientists interested in the subject of cooperation have not achieved much greater
clarity. One often hears talk of “social capital,” for example, as a generic resource, a fund of trust
and solidarity that individuals can draw upon in order to overcome collective action problems
without having to institute a formal system of sanctions.* This is often accompanied by some
specific empirical examples of cooperative arrangements that rely upon this sort of trust, but very
seldom is there any discussion of the type of cooperative projects that social capital gets used for,
or what sort of benefits cooperation can produce. When a more abstract mechanism does get
mentioned, the discussion tends to focus upon the best-known instance of such, which is the gain
from trade achieved through market exchange (or the division of labor). Thus social capital is
often characterized as a resource that is used to reduce transaction costs, in order to facilitate
exchange and reduce deadweight losses.” While this is no doubt true, it represents only one of the
ways that social capital can be used.

In this paper, I would like to correct this deficit, by specifying five different mechanisms
of cooperative benefit. I refer to them as mechanisms, and not simply as “social goods,” because
they represent different ways in which individuals can help each other to achieve each others’
objectives, whatever those objectives may be.® While each of these mechanisms is, on its own,
well known, there has been no systematic attempt to classify them, or to draw out the
implications that such a classification has for social contract theory, or for political philosophy
more generally.

What are some of these implications? The first thing one notices when laying out such a
typology is that much of contemporary social contract theory has been marked by what might be
referred to as a catallactic bias, which result from a tacit conceptual privileging of gains from

trade as the primary mechanism of cooperative benefit.” One can find the primary source of this



catallactic bias in the influence exercised by the so-called “invisible hand theorem™ of welfare
economics, which shows that the equilibrium of a perfectly competitive market will be Pareto-
optimal.® It is well-understood that these results obtain only under a set of highly idealized
conditions, which are never satisfied in the real world.” What is more seldom recognized is that
this theorem focuses only upon one mechanism of cooperative benefit to the exclusion of all
others." Thus the reason that real-world markets fail to achieve Pareto-optimal outcomes is not
just because of imperfections in the system of competitive exchange (such as transaction costs,
or externalities), but because there are entire other categories of efficiency gain that these
institutions do not even presume to promote. Indeed, I will attempt to show that not only does
market exchange fail to promote certain types of cooperative benefit, but the relevant set of
institutions often interferes with our ability to produce such benefits. Thus we often face hard
choices when it comes to determining the structure of our social institutions — along with
significant social conflict over the type of cooperative benefits that should be accorded priority.
The major impact of catallactic thinking in political philosophy has been to promote a
highly misleading account of the role that the welfare state plays in a capitalist economy. More
specifically, it has encouraged the widespread perception that, when it comes to efficiency, the
central functions of the welfare state are all residual. According to this view, the central purpose
of the market is to maximize the number of efficiency-promoting exchanges concluded. The
central economic role of the state, when it comes to efficiency, is to assist in this function:
ensuring that the system of property rights is respected; preventing collusion and other anti-
competitive practices; regulating the price level in cases of natural monopoly; internalizing
externalities, either through taxation or regulation, to compensate for incompleteness in the

system of property rights; and finally, forcing certain exchanges to occur, through taxation and



public goods provision, in cases where it proves impossible to organize a private market. Above
and beyond this range of efficiency-promoting functions, all other activities are then classified as
“redistributive” in character."

The result, I will argue, has been a serious misunderstanding of the contemporary welfare
state, one that dramatically overstates its redistributive character. This has, in turn, led
philosophers to dramatically overestimate the extent to which its programs require an egalitarian
justification. Elements of the “social safety net,” for instance, such as state pensions,
unemployment insurance, and socialized medicine, are routinely described as redistributive (and
thus, tacitly, as egalitarian). This is, I will argue, a misclassification. The social safety net is first
and foremost a set of risk-pooling arrangements, which are organized in the public sector
primarily in the interest of promoting efficiency gains. Furthermore, the mechanism of
cooperative benefit that is exploited in this case is fundamentally different from the gains from
trade that are achieved in market exchange. Thus there is no reason to think of the state’s role in
this domain as residual. On the contrary, the state often takes a lead role when it comes to
promoting certain forms of cooperative benefit. Distinguishing the various mechanisms of
cooperative benefit therefore provides, not only a more satisfactory articulation of the different
forms of cooperation that are enabled by the welfare state, but also a more sophisticated

approach to defending its normative foundations.

Forms of cooperation
I would like to start out where social contract theorists typically do start out — with the
state of nature. It is useful when trying to conceptualize the benefits of cooperation to imagine a

state of society in which there is a complete absence of cooperation, and then to consider what



would be missing in such a scenario. So imagine two Robinson Crusoes, living on closely
adjoining islands. They have the choice of either ignoring one another, or interacting with one
another. Why might they choose to interact?

In answering this question, we should begin by distinguishing between benefits that can
be achieved through purely instrumental action, and those that require some form of cooperation
and constraint. One Robinson may derive enjoyment simply from watching the other go about
his business, but this is of no particular interest to the contractualist, because it can be achieved
quite easily through straightforward instrumental action (in the standard run of cases). It requires
no constraint, and thus no agreement.

Within the set of benefits that do require cooperation to produce, we can also distinguish
between two very important types: those produced when individuals agree to engage in actions
that have positive externalities, and those produced when individuals agree to refrain from
actions that have negative externalities.'” For example, purely instrumental action might lead the
two Robinsons to raid each other’s food stocks, which would in turn force each to take costly
defensive action. This is a classic prisoner’s dilemma. Thus they might both benefit from an
arrangement under which they refrain from raiding each other’s food stocks. But since the
benefit here comes from the elimination of a negative externality that arises from social
interaction, it is not really an inducement to cooperation. After all, the two Robinsons could
achieve the same result by finding a couple of even more isolated islands and avoiding each
other completely. Thus the agreement does not capture the “upside” of social interaction, it
simply allows them to eliminate one of the many “downsides.” The focus here will be quite
specifically on ways in which individuals are able to generate positive externalities, and where

they depend upon some structure of reciprocity in order to motivate them to do so.



The other major constraint in the analysis that follows is that I will be ignoring all of the
benefits that arise from what we might typically think of as primary socialization. Individuals
obviously derive significant benefits from language acquisition, the development of norm-
conformative competencies, and various other aspects of socio-cognitive development that occur
during childhood, via social interaction. There is some question as to how much “cooperation” is
required in order to produce these benefits to the individual, given the extent to which parental
investment in the young, for reasons of inclusive fitness, is independent of any system of
reciprocity.'? But without getting into these debates, simplicity alone may serve as an adequate
motive for confining the analysis to the type of cooperative benefits that fully-developed adults
are able to provide for one another.

With this in mind, five primary mechanisms are immediately apparent:

1. Economies of Scale. The most obvious form of cooperation arises because of the simple fact
that not all jobs can be done by one person. Nature sometimes organizes things in such a way
that people can do better working together than they can working individually. One Robinson
may have a large rock, blocking his view of the sea, which he would like to have moved.
Unfortunately, it is too heavy for him to move on his own. With the assistance of the other
Robinson, he would be able to move it. If the other Robinson has a similar job over on his island,
then the two are in a position to engage in mutually beneficial cooperation.

This example is actually just a “lumpy” version of what are commonly known as
economies of scale. Some jobs are such that adding another person generates a disproportionate
increase in output. If one individual is able to produce an output of x per unit of labor, an
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increases output by more than x. This increase can be either continuous (as with a harvest, where
each new worker’s contribution speeds up the process, thus reducing the chances that the crop
will be rained on), or it can be lumpy (as with a barn-raising, where certain parts of the structure
can only be assembled with a minimum number of hands).

This mechanism is so familiar that we often refer to it simply as “cooperation”. However,
despite the obviousness of the benefits, self-interest alone is often not enough to secure
cooperation of this type. If the cooperative system requires reciprocity over time, each individual
may have an incentive to defect after the work that benefits him has been performed (and
anticipating this, others may refuse cooperation from the outset). If the benefits are produced and
divided up in a single shot, then each individual has an incentive to “shirk” — i.e. contribute as
little effort to the collective project as possible. The extent to which benefits can be secured

under such conditions without constraint will then be determined by the observability of effort."

2. Gains from trade. This second mechanism is slightly more subtle than the first, and has
therefore attracted greater theoretical interest. Plato’s account of the ideal city in the Republic
starts from the observation that people are naturally suited for social life, because they have
different needs and abilities. In cases where these differences are complementary, they can serve
as a source of cooperative benefit. In particular, individuals may be able to achieve benefits by
rearranging the distribution of goods, or of tasks, among themselves. This is what motivates
various forms of exchange. These gains are often analyzed under two headings:

Consumption: Gains from trade can be achieved because individuals have different needs
and tastes. One person may not like carrots, another may not like potatoes. If they trade

vegetables, they are able to improve both of their consumption bundles, each from his or her own



perspective. It is important to realize that if everyone had identical tastes and needs, no such
gains could be made. There are of course a variety of reasons why people have different needs,
but one of the most important is that people are of different ages, and that their preferences
change as they age. Gender is also an important source of complementarities.

Production: Gains from trade can also be realized because individuals have different
abilities. Even if everyone had identical tastes, and therefore sought identical consumption
bundles, it would still be advantageous to have a division of labor. Some people are better at
certain types of work, and so it makes sense to have them carry out these tasks “for everyone,”
while instituting a structure of reciprocity such that their other needs will then be taken care of
by others.

The important point about this class of gains is that they can be achieved without actually
increasing the stock of goods, in the former case, or the stock of productive resources, in the
latter. When individuals cooperate in order to achieve economies of scale, the results of this
cooperation are quite tangible. But when they change the allocation of goods, in order to better
satisfy the preferences of all, or the allocation of resources, in order to better take advantage of
productive abilities, the gains are less obvious. It is because of the more subtle character of these
gains that they were felt to be very much a discovery among early economists. Edward G.
Wakefield, for example, in his heavily annotated 1835 edition of Adam Smith’s The Wealth of
Nations, drew particular attention to the difference between “simple cooperation” (“when several
persons help each other in the same employment”) and “complex cooperation” (“when several
persons help each other in different employments”). “Of the former,” he wrote, “one is always
conscious at the time of practicing it: it is obvious to the most ignorant and vulgar eye. Of the

latter, but a very few of the vast number who practice it are in any degree conscious.”"



Cooperation is essential to achieving gains from trade, simply because all of the
individual advantages come from the reciprocation of the other. Of course, there is a
longstanding project in political philosophy which seeks to show that these sorts of gains would
also arise “spontaneously” in a state of nature, or that market exchanges constitute, in David
Gauthier’s term, “a morally-free zone.”'® These arguments studiously ignore the free-rider

strategies that arise in contexts of economic exchange (notably theft and fraud)."”

3. Risk-pooling. Thanks to the work of the classical economists, both of the above sources of
collective benefit are well known. Both mechanisms deal with the reproduction of what Marx
called the “material basis” of society. It is an unfortunate feature of the human condition,
however, that we are afflicted not only by scarcity, but also by uncertainty. Our ability to plan for
the future is severely compromised by our inability to determine precisely what the future has in
store. One of the primary benefits of collective action is that it enables individuals to reduce the
subjective dimension of this uncertainty. This is due to a phenomenon referred to loosely as “the
large of large numbers.”

The world is full of risk. Knowing the probability of various events is extremely useful
when it comes to engaging in practical deliberation. Unfortunately, what matters to most of us
when we make our plans is not the background probability of an event, or the long-run average
that we can expect, but also the degree to which actual outcomes can be expected to diverge from
the average. When confronted with stochastic variability, people worry not just about the mean,
but also the variance. In this context, the “law of large numbers” becomes important, because it
offers us a way of reducing this variance. For example, we know that a fair coin has a 50 per cent

probability of landing heads, but we also know that flipping it 10 times is quite unlikely to



produce exactly five heads and five tails. However, it is also well known that as the number of
tosses increases, the frequency will tend to converge with the probability. In other words,
increasing the number of trials induces statistical stability." This is the basic connection between
“large numbers” and the reduction of variance (or standard deviation).

To see how groups of individuals can benefit from this, it is important to remember that
individuals are often risk averse. Consider a subsistence farmer who under normal conditions is
able to produce 10 tons of grain — enough to feed his entire family well throughout the winter.
However, his land is also subject to a highly localized blight, which sometimes wipes out the
entire crop. Suppose that the chances of this blight striking his field in a given year are 20 per
cent. Although the expected annual output of his field is therefore eight tons, he would gladly
swap a guaranteed revenue of eight tons for the gamble that he faces between 10 tons or nothing.
That way, his family would have a bit less to eat, but they would never risk starvation.

On his own, this is something that he cannot achieve. Suppose, however, that there are
100 small farmers who find themselves in identical circumstances, all facing the danger of this
highly localized blight. They might agree to a “risk-pooling” arrangement, under which farmers
who lose their crop in a given year are compensated by those who do not. Under this
arrangement, the objective risk of blight does not diminish: 20 of the 100 farmers can, on
average, expect to lose their crops. However, with the risk-pooling arrangement, each farmer can
expect a revenue that will be, with 95 per cent probability, between 7.2 and 8.8 tons.'” Adding in
more farmers narrows that band, until it comes very close to 8 tons precisely.

Thus insurance is a mechanism that generates a convergence between the subjective
utility associated with a gamble and its mathematical value. What is important to recognize is

that risk-pooling is, like gains from trade and economies of scale, a sui generis source of
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collective benefit. *° It shares with (allocative) gains from trade the characteristic that its benefits
are invisible — it simply increases everyone’s utility. However, unlike these sorts of gains from
trade, the benefits of risk-pooling are available even to individuals with identical preferences.
Many theorists have encouraged confusion on this point, by conflating the benefits that come
from pooling risks with those that come from trading risks.*' Insurance, for example, is often
analyzed as an exchange between a risk-averse and a risk-neutral individual (and thus the welfare
benefits are classified as merely a gain from trade). A typical “mutual society” arrangement,
however, involves risk-pooling among individuals who may all be equally risk-averse.”” The
benefits come, not from the fact that risks are transferred, but from a reduction in the variance
achieved through the “law of large numbers” effect, and the utility gain this provides to risk-
averse individuals.

Thus risk-pooling is a more subtle mechanism of cooperative benefit than either gains
from trade or economies of scale. Furthermore, because an understanding of the key probability
concepts was a relatively late development, and has largely been confined to specialists, it was
only in the mid-19" century that a more general appreciation of the social significance of risk-
pooling began to develop. Thus it was not until 1855, with the publication of Emile de Girardin’s
La politique universelle, that the first serious attempt was made to integrate an understanding of
insurance into social contract theory (de Girardin argued that the primary function of the social

contract was to found a system of “universal insurance”).”

4. Self-binding. Individuals are subject to dynamic preference inconsistency. Everyone discounts

future satisfaction to some degree. However, theorists who use something like interest rates as

their model of how much compensation individuals require in order to defer satisfaction are
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likely to be misled. This is because the sort of smooth exponential function suggested by the
analogy to interest rates produces preference orderings that are temporally invariant — if a is
preferred to b at time ¢, then it will also be preferred at any other time. In reality, individuals
seem to discount satisfaction quite sharply in the very near term, with the curve then smoothing
out as it heads off into the future.** In other words, the difference between today and tomorrow
often seems like a very long time compared to the difference between Nov. 7, 2017 and Nov. 8,
2017, when seen from the present.

This feature of our discount rates has the capacity to generate temporary preference
inversions. George Ainslie has provided a number of striking illustrations of this phenomenon.*
For example, given a choice between a check for $100 that can be cashed right away, and a
check for $200 that can be cashed in three years, many people will choose the former. But many
of these same people, when given a choice between a $100 check that can be cashed in six years,
and a $200 check that can be cashed in nine years, will take the $200. This preference structure
will generate dynamic inconsistency: the individual who would take the $100 check right away
and chooses the $200 check that can only be cashed in nine years will want to change the latter
decision in six years’ time. Ainslie refers to this as “hyperbolic” discounting, since the rate of
discount is so highly exaggerated in the short term.

For a long time, this sort of inconsistency was castigated as a form of irrationality (i.e as
akrasia, or weakness of the will).?® There is no reason to go so far. The fact that a set of
preferences interact with one another in such a way as to generate instability over time is not
necessarily irrational. What matters for our purposes is that the forms of instability we see are
eminently predictable. Something that is judged to be the “lesser good” from afar may start to

look more attractive in the very near term. This is usually a temporary phenomenon — our
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evaluation reverts back to the original ranking after the event has passed. Because we are all
familiar with this pattern, we often take preventative steps in order to ensure that we will not act
upon such temporary preference reversals. Thus we have a range of self-binding mechanisms
that we use to constrain our own future choices.

In some cases, we are able to carry out these self-binding strategies alone. One of the
great advantages that we achieve from social interaction, however, is the ability to enlist others
in our aid. (In fact, it has been widely noted that compulsive and addictive behavior is strongly
associated with social isolation.”’) In the company of other people, we may entrust goods to our
neighbors for safe-keeping, we may authorize family members to make decisions on our behalf,
or instruct our friends to ignore our demands. In some cases, what we anticipate is the
impairment of our own decision-making abilities (e.g. the individual who gives away his car
keys before he starts drinking). In other cases, it is the tendency toward heightened impatience in
the near term that we seek to control (e.g. the person who opts for an increase in employer
contributions to her retirement plan, in lieu of increased salary). We often rely upon the
cooperation of others to carry out these self-binding strategies (for the simple reason that, with
other people, we can give instructions in advance that specify what we want done, which they
can then follow). Jon Elster refers to this as the “giving away the key” approach to self-control.®

Our ability to enlist others to help us maintain self-control has sometimes been cited as
one of the most important advantages of cooperation. David Hume, for example, was quite clear
that the problem of heightened impatience in the near term offered the primary explanation for
“the origin of civil government and allegiance.”” By authorizing others (“civil magistrates, kings
and their ministers, our governors and rulers”) to punish me, should I fail to choose the greater

good, I am able to guard against my own preference reversals. Of course, at the time that [ am
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forced to refrain from choosing the lesser good, this will seem like a hardship. I am willing to
commit to it in advance only because I also discount this hardship to the same degree that I do
the lesser good. Thus “the provision we make against our negligence about remote objects,
proceeds merely from our natural inclination to that negligence.”*’

Contractualists have often shied away from assigning too great a role to this mechanism,
because of the traditional association between dynamic preference inconsistency and
irrationality. Hume himself was part of the problem, insofar as he characterized the conflict as
one between “passion” and “judgment.”' Viewed in terms of discounting, however, there is no

reason to regard self-binding strategies as irrational. Insofar as other individuals help us to carry

out these strategies, it represents another sui generis mechanism of cooperative benefit.

5. Information transmission. Another major advantage of social interaction is that it allows
individuals to economize on learning costs. Sometimes this does not require cooperation. One
person may simply observe another’s behavior and imitate it.>* However, there are a variety of
ways in which we can encode and transmit information to one another, and this type of
interaction normally requires cooperation. This is actually not specific to humans. Some animals
(such as vervet monkeys or ground squirrels) emit alarm calls when they detect a predator, which
communicates important information to their fellows. This behavior is altruistic, since the
individual who emits the alarm call generally attracts attention to himself, and is therefore more
likely to be killed than the others. Thus communication systems of this sort are vulnerable to
free-rider problems.*

Humans have of course vastly more sophisticated means at their disposal, yet the same

free-rider problem persists. Most of what we know about the world is not a product of direct
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experience, or trial-and-error learning, it is acquired through linguistic communication with
others. It is by tapping into this system of communication that we gain access to the vast cultural
inheritance of humanity. It gives us knowledge of events far removed from us, both in time and
in space, which in turn allows us to plan our own activities with much greater success. Clearly
we all benefit from an arrangement in which individuals volunteer such information when it
seems relevant and refrain from crude falsification of their reports when it suits their interests to
do so, but the preservation of such a system will require cooperation.

Although information often seems to spread in a quasi-natural fashion — consider the way
a rumor moves through a crowd — it is important not to lose sight of the fact that communication
is underpinned by a generalized system of trust.** The norm of truth-telling is the most apparent
example. As the story of “the boy who cried wolf” reminds us, individuals whose behavior is
determined by their own interest, rather than by the norms governing the relevant language
game, undermine the integrity of the system. A certain amount of social learning is possible
simply through observation and imitation, but the more powerful mechanisms of cultural
transmission that we have available all involve cooperation. This mechanism of cooperative
benefit is one that contractualist theorists like Jiirgen Habermas have placed considerable

emphasis upon, particularly in his account of the role of language in cultural evolution.*

Although I am not aware of any omissions, this list need not be exhaustive. The primary
goal is to show that human beings derive a wide range of different benefits from cooperation
with their fellows. Each of the mechanisms outlined above has, at one time or another, been held
up as the key to understanding the motivations underlying the social order. Hume, for instance,

thought that the self-binding function of social institutions explained the “basis of civil
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association.” De Girardin thought the purpose of the social contract was to create “universal
insurance.” John Locke thought the goal was to protect property, and thus to promote and secure
the gains from trade. But of course, there is no reason why any one of these mechanisms of
cooperative benefit must predominate. Instead, “civil association” may be conceived of as a set
of social institutions whose role is to secure as many of the benefits along each of these different
dimensions as possible.

Critics may see all sorts of troubling omissions from this list. Some of these are
intentional. For example, I make no mention whatsoever of reproduction, which would seem to
be a social activity par excellence. The reason for leaving it off the list is that, strictly speaking,
reproduction is not something that requires cooperation, and is not necessarily an activity that
generates mutual benefits. The systems of cooperation that exist in the domain of reproduction
tend to be secured by institutions such as the family. It is my conviction that these institutions are
best analyzed, not in terms of their role in facilitating reproduction (for which they are not
strictly necessary), but rather in terms of how they secure cooperative benefits using one of the
mechanisms outlined above. We learn more about the family, I would argue, by analyzing the
sexual division of labor and the gains from trade it facilitates than we do by focusing on
reproduction. In other words, there is no sui generis form of benefit associated with the
institution of the family life — it is simply one way of securing benefits that arise from other
sources.

Similarly, it may seem that security is one of the major reasons that humans have always
banded together into groups (security being understood as protection against danger, rather than
pooling of risk). However, it seems to me that there is no sui generis mechanism of cooperative

benefit here either. Individuals are able to provide some security for themselves all alone, but in
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a group they are able to take advantage of economies of scale, complementarities of ability, and
information transmission. Thus security is best analyzed as one of the social goods produced
through cooperation, not as a separate mechanism of cooperative benefit.

Finally, I do not mention anything pertaining to social status, the “social bases of self-
respect,” self-esteem, or mutual recognition. While it might be argued that healthy self-esteem is
one of the positive benefits of social interaction, I am inclined to analyze it in terms of its
opposite, and regard low self-esteem as a potential negative consequences of social interaction.
Social interaction, according to this view, elicits dominance behavior, which in turn generates
status hierarchy. Self-esteem is generated by the perception of one’s own position in this status
hierarchy.* Refraining from dominance behavior is therefore a form of cooperation, insofar as it
eliminates one of the many “downsides” of social interaction. Self-esteem, from this perspective,
is not a social good, but merely the absence of a bad. Since the analysis in this paper is confined

to the “upside” of social interaction, no mention is therefore made of these issues.

Institutional Solutions

The analytic perspective that is being proposed here takes as its point of departure the
suggestion that the primary function of social institutions is to secure cooperation. This in turn
suggests that various institutions can be usefully analyzed by considering the role that the
different mechanisms outlined above play in securing these cooperative benefits. One way of
gaining purchase upon this question is to consider the type of collective action problems that
these social institutions resolve, in terms of the free rider strategies that the institutional
constraints prohibit. The social contract tradition has focused considerable attention upon the

practice of promising, along with its legal correlates in contract law. This is of course a perfectly
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generic mechanism that can be used to overcome a wide range of collective action problems.
However, we also have a range of more specific institutional arrangements, designed to address
the free rider strategies that arise with specific mechanisms of cooperative benefit. For example,
when it comes to economies of scale, cooperation is particularly vulnerable to shirking. If effort
is unobservable then individuals have an incentive to invest less than their full effort in the task.”
One of the basic institutional building-blocks that we use to overcome these problems is the
formation of teams or groups.*® Individuals are sorted into relatively small groups, then
encouraged to build strong trust relations through exercises in reciprocity. Group bonding or
“identification” may give individuals a strong incentive to cooperate, in order not to let down
“the side.”

These “internal” incentives are integrated in various complex ways with the superior
external incentive schemes that team organization permits.* Effort is more directly observable
within small groups, and among people who know each other well. Nevertheless, a team might
still opt to impose supervision upon itself. One need only consider the role that a coach plays on
a typical sports team to see these structures in effect. The military also provides a clear-cut
example. Similar team structures are reproduced in economic contexts — through the formation of
corporations, or work-groups within larger corporations. Thus the catallactic theory of the firm,
which regards the corporation as simply a “privately owned market,” obscures the primary
rationale for this institution, by trying to shoehorn it into a model of efficiency gains based
purely on exchange.* Even within a transaction cost framework, the primary function of the
corporation can be understood much more naturally as an attempt to create an environment that
is insulated from certain patterns of market behavior, in order to foster reciprocity, trust, and

therefore more effective teamwork.*!
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In the case of complementarities of needs and abilities, cooperation generally takes the
form of exchange, which then generates a series of free rider strategies that exploit this practice.
The fundamental problems are theft and fraud. Each exchange is mediated by a promise to pay,
which the parties then usually have an incentive to violate.* The institution of exclusive property
rights represents one of the most sweeping mechanisms for the elimination of such strategies.
Property rights can be thought of as an all-purpose mechanism for “internalizing” externalities.
They allow individuals to “capture” some part of what would otherwise be positive externalities
generated by their effort, while also allowing them to “deflect” negative externalities generated
by the activities of others.* This facilitates the development of exchange, by giving individuals
the confidence that the complementarity needed to sustain specialization will be actualized.

In the case of risk pooling, the two most common free rider problems are moral hazard
and adverse selection.* Moral hazard arises because individuals who are indemnified against a
given risk have a reduced incentive to take precautions aimed at avoiding the loss. In cases
where the risk in question is influenced by the agent’s behavior, this means that the decrease in
subjective uncertainty produced through risk-pooling will be accompanied by an increase in the
objective probability of the unfortunate event. The other free rider strategy, adverse selection,
occurs when some individuals face a higher probability or magnitude of loss, and yet are able to
conceal this fact. By entering into risk-pooling arrangements, they are able to effectively transfer
costs associated with this elevated risk level onto others. Both of these free rider strategies can
create very straightforward collective action problems.*

Many traditional social institutions have had important risk-pooling functions. Indeed, in
an economic environment characterized by high variability in returns, with a mean return only

slightly above the subsistence level, the benefits to be achieved through risk-pooling tend to far
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outweigh those that are achievable through trade. Generations of ethnographers, for instance,
have been impressed by food sharing practices in hunter-gatherer societies. Indeed, the presence
of extensive networks of sharing and gift-giving is largely responsible for creating the
widespread impression that people in such societies are less “acquisitive” or more “collectivist”
in their social attitudes.*® Yet sharing only looks altruistic when compared to market exchange.
Its primary economic function is to reduce the variability of returns. In other words, it merely
serves to secure a different type of cooperative benefit, one that is of much greater importance
than trade in a near-subsistence economy.

Evidence for this hypothesis is reflected in the fact that food-sharing arrangements are
typically more dominant in the “hunting” than in the “gathering” segment of foraging economies.
Among the Aché of Paraguay, for instance, the mean standard deviation in returns to hunting
(and honey-collecting) across days is several times greater than it is for gathering, and a far
greater percentage of meat (and honey) captured is shared outside the nuclear family.*” This
system of sharing breaks the “feast and famine” cycle of irregular returns produced by the
reliance on these two food sources (which provide around 75 per cent of the caloric intake of the
Aché).®® It is, in other words, an insurance mechanism. A gift economy offer a more flexible
version of the same mechanism — in times of plenty, an individual can give away whatever is in
surplus, in order to “call in the favor” when returns are more scarce.

The development of agriculture and animal husbandry created much more stable returns,
and therefore diminished the need for risk-pooling arrangements in these central areas of
economic life. But risk-pooling remained an important function of various other institutions. In
the European Middle Ages, for instance, the church provided various types of “insurance,” some

more obvious than others. Monasteries, for example, often sold “corrodies,” which functioned
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very much like life annuities. In return for a lump-sum payment upfront, the corrodian was
entitled to a standardized room and food ration for the rest of his or her life.* Early pension
homes, usually funded by craft guilds, were organized along the same lines. Other guilds ran the
equivalent of pay-as-you-go defined benefit pension schemes (often means-tested) among their
members. Furthermore, farmers often organized their inheritances through the “sale” of a
pension to their children. They would transfer ownership of the land in return for (contractually
specified) fixed periodic payments of cash and crops, or often just room and board in what had
previously been their own home.*

Many guilds also provided the equivalent of disability insurance. More expansive
schemes, like the Chatham Chest in England, provided disability insurance to seamen from the
late 16™ century until the early 19.°' The development of industrial capitalism naturally
disrupted many of these craft and guild-based arrangements. Thus the late 18" and early 19*
century saw the widespread emergence of more “associational” insurance arrangements. During
the late 18" century, for example, so-called “friendly societies” enjoyed enormous popularity in
England (and “sociétés de secours mutuels” in France). Working men all paid a monthly fee to
belong to these organizations, with the understanding that the group would pay for medical
emergencies affecting any member. These societies also supported the widows and orphaned
children of group members. In the early 19" century, approximately one million people belonged
to such organizations in England.” This says a lot about the importance of the benefits generated
though risk-pooling. Since there was absolutely no actuarial basis for calculating the anticipated
liabilities of these groups, there was very little guarantee of their ongoing solvency.
Nevertheless, the advantages of the limited protection offered were sufficient to make these

organizations extremely popular, and “level premium” friendly societies persisted well into the
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1920s.%

Institutions that enforce self-binding strategies are slightly more difficult to find. This is
because, of all the mechanisms of cooperative benefit outlined above, “giving away the key” is
the strategy most open to abuse. The free-rider strategy in this case is straightforward betrayal of
confidence. Once Ulysses has been tied to the mast, and has instructed his crewmen to disregard
all his future orders, there is very little that he can do to prevent himself from being taken
advantage of.>* As a result, self-binding institutions tend to arise only where there are very high-
trust relationships. The family obviously represents the primary locus of such relations. When
legally recognized, they generally take the form of explicitly fiduciary relations. Guardianship
represents the most formal mechanism through which one person can be legally empowered to
act in the interests of another. There are also the so-called “helping professions,” which include
counseling, social work, human resources development, addiction control and rehabilitation,
therapy, etc. All are largely focused upon helping individuals overcome the effects of hyperbolic
discounting.

Even though institutions with an exclusively self-binding focus are rare, many social
institutions have a self-binding dimension, or are structured in such a way that individuals can
use them to control short-term temptations. For example, Ainslie has argued that money,
because it is not consumed directly, serves as a stand-in for a temporally extended sequence of
satisfactions, and therefore can be used as a psychological self-control mechanism.> This is why
people have such a strong tendency to focus on prices when trying to exercise self-control (rather
than thinking in terms of opportunity costs). To take a somewhat different example, Elster has
argued that constitutions serve an important self-binding function.* Legislatures know that on

certain issues they make be inclined to act impetuously, and so seek to preempt this by
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entrenching their present, presumably more well-considered, judgments.

When it comes to information transmission, lying and misrepresentations are the primary
forms of free-rider strategy. As a result, institutions whose primary function it is to generate the
pool of shared knowledge that individuals in a society rely upon often incorporate procedures
that enforce the norm of truth-telling. In specialized research, in particular, peer review lends
official sanction to this norm. Much the same applies to the code of journalistic ethics that
governs mainstream media outlets.

Schematizing very roughly, one can show how the different types of social institution that
make up the macrostructure of a modern economy facilitate cooperation across these five
dimensions. (1) Corporations institute teamwork, and thus help achieve economies of scale; (2)
the system of property rights helps individuals to achieve gains from trade; (3) the insurance
industry provides a basic set of risk-pooling arrangements; (4) the helping professions, along
with certain types of fiduciaries, provide a wide range of expertise in developing and assisting in
the implementation of self-binding mechanisms; and finally, (5) the media and publication
industry provide a general mechanism for the transmission of information. Of course, each of
these institutions typically promote cooperation in several different dimensions. Corporations,
for instance, also produce significant benefits for their employees through internal diversification
(e.g. making it less risky for workers to develop highly specialized skills).”” The suggestion is
simply that the corporate organizational form permits individuals to achieve economies of scale
that would be impossible (or prohibitively expensive) to organize through market contracting,
and that this provides the primary explanation for its success.’® Instead of subsuming these
various institutions under the market, and treating their “outputs” as just different classes of

services being exchanged in order to produce gains from trade, I think it is helpful to see them as
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exploiting fundamentally different mechanisms of cooperative benefit.

Conflicts

Analyzing the benefits of cooperation in terms of five distinct mechanisms suggests a
multi-dimensional understanding of social institutions. Institutions promote efficiency, but they
do so in very different ways, and they need to control very different free-rider strategies,
depending upon the primary type of cooperative benefit that they are focused upon delivering.
Yet already, just surveying the basic institutional building blocks used to create cooperative
benefits in these various dimensions, it is easy to see the potential for conflict that they create. In
an ideal world, in which individuals always voluntarily refrained from free-riding, there is no
reason that cooperative benefits could not be secured along all the relevant dimensions
simultaneously. In the real world, however, in which institutional constraints and external
incentives must be supplied in order to motivate cooperative behavior, conflicts often arise.
Arrangements designed to facilitate the production of one form of cooperative benefit may
simultaneously undermine the arrangements needed to secure some other.

Consider the case of the competitive market, an arrangement that has as its primary goal
the maximization of gains from trade. This example is particularly illustrative, because we have
available a formal statement of the conditions that must be satisfied in order for the relevant set
of institutions to achieve efficiency in this one dimension. The “invisible hand theorem” (or
“first fundamental theorem of welfare economics™), shows that the competitive equilibrium of a
market economy will be Pareto-optimal as long as certain “standard” conditions obtain.” The list
is quite long, but includes inter alia constant returns to scale, individuals with well-behaved

utility functions, symmetric information, a complete set of futures markets, and in cases of
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uncertainty, a complete set of insurance markets. In other words, the theorem shows that markets
achieve perfect efficiency, so long as every other mechanism of cooperative benefit is excluded
from consideration — either by assuming that no such benefits are possible, or that all such
benefits are freely available. To see how uninformative this is, consider how we would respond
to someone who proposed a model for the “optimal” production of scientific knowledge, based
upon the assumption that both material resources and labor were available in unlimited supply
and at zero cost. Whatever its technical merits, such a model would give us very little assistance
with real-life policy questions.

Thus the interesting questions arise only when one looks at the market as a real-world
institution, and consider how the constraints that it imposes interact with the institutional
arrangements needed to supply other types of cooperative benefits. As one might expect,

conflicts develop along all four dimensions:

1. Economies of scale. The conflict between economies of scale and gains from trade is well-
known (it forms the central theme, for instance, of John Kenneth Galbraith’s critique of “the
competitive model” in economics®). Natural monopolies represent the most extreme
manifestation. Within a system of private property, exchange alone does not have an optimizing
structure. Between two individuals exchanging goods, any price level that gives both parties
some portion of the “cooperative surplus” is a potential equilibrium. Thus there may be a
deadweight loss in the exchange, because not all of the mutually beneficial exchanges that might
occur will occur at the prevailing price level. In a sense, “not enough” exchanges take place. The
standard solution is therefore to introduce more buyers and sellers, in order to provoke

competition among them. This drives prices toward the level at which the market clears,
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reducing the size of the deadweight loss.

So in order to secure gains from trade, it is important to have not only exchange, but also
competition between multiple sellers and buyers. Unfortunately, the tendency for economic
activities to exhibit economies of scale works at cross-purposes with this need for competition.
In the case of electricity, for instance, once a distributor has hooked up one person’s house to the
a generator or substation, it costs only a tiny bit more to hook up that person’s neighbor, the
neighbor’s neighbor, and so on. Thus it is impossible for any other distributor to compete in that
neighborhood. Water supply, sewage, “land line” telephony, and cable television all have the
same structure, giving the typical distributor a natural monopoly within a given territory.

At this point, we need to decide which is most important — the gains that come from the
economies of scale, or those that come from maximizing the number of exchanges. If we decide
that the former are more significant, we will allow one dominant firm to emerge, then try to
minimize the deadweight losses by regulating the price level at which it does business. If we
decide that pricing is more important, we might artificially break up the firm, or take anti-trust
measures designed to prevent a single dominant supplier from emerging. Either way, in trying to
hit one target we are very likely to miss the other. Thus each one of these institutional
compromises generates potential conflict among parties who stand to benefit more from one or
the other type of cooperative gain. The fact that, over the course of decades, the “pendulum”
tends to swing back and forth between these two strategies is a symptom of the fundamental

nature of the underlying conflict.

2. Risk-pooling. Similar conflicts arise between the imperative of trade maximization and that of

effective risk-pooling, although they are less often noted. The classic argument for private
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property is that the pooling of economic effort encourages free-riding, and thus generates a
“tragedy of the commons.” Consider the standard story. When all peasants are allowed to graze
their animals in the common pasture, everyone has an incentive to overgraze, simply because the
costs of doing so are largely externalized (i.e. borne by the other peasants who graze their
animals on the pasture). Similarly, the benefits of keeping one’s animals off the land, in order not
to overgraze it, would largely be enjoyed by those who disregard these concerns and continue to
overgraze. The solution is to divide up the commons into a set of individual plots, then restrict
each peasant to grazing his animals on his own land. This effectively internalizes all the
externalities, and thereby eliminates the free-rider strategy that generated the tragedy.®' Everyone
lives happily ever after.

Looked at from the perspective of risk management, however, this happy ending is not
assured. The system of property rights, which resolved the tragedy of the commons, also has the
effect of “unpooling” a certain type of risk. If the pasture is afflicted by a localized blight, then a
system of common landholding will automatically divide the loss up equally among all the
peasants. When a misfortune befalls the commons, “there followeth not the undoing of any man,
but the loss lighteth rather easily upon many than heavily upon few” (to quote the English
insurance act of 1601). Thus the commons offers a form of insurance to the peasants.®” When it is
broken up into private holdings, this may result in better land management practices, but it also
exposes everyone involved to much greater risk. It is precisely the mechanism of “internalizing”
the losses that, on the one hand, encourages more responsible land management, but on the other
hand, generates much greater volatility in returns to individuals.

The general problem is that often the only way to “pool” a risk associated with a

particular activity is to pool the costs and benefits that result from it. This sort of risk pooling
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may generate moral hazard, but it may also generate completely unrelated free rider strategies,
such as shirking in the production of the benefits.”® The important point is that the institutional
arrangements needed in order to take advantage of the law of large numbers are often the exact
opposite of the arrangements needed to deliver gains from trade or specialization. The
development of specialization itself may exacerbate risk. Individuals who invest in the
development of specialized skills are faced with the prospect that demand for these skills may
disappear. Instead of having 100 underemployed general construction workers, there may be 10
totally unemployed stonemasons or plasterers. As a result, certain forms of specialization may
never develop, if nothing can be done to shield individuals from exposure to the risks associated
with the acquisition of such competencies.

It is interesting to reconsider the history of 19" and 20% century “class struggle” in this
light. What the early industrial revolution achieved, from this perspective, was a massive
“unpooling” of risk. This may have generated increased production, better use of material
resources, and better distribution of the ultimate product, but it also exposed members of the
working classes to unprecedented levels of risk (unemployment, disability, penury in old age,
and so forth.), against which the institutions of traditional rural society had once offered them
some protection. (For example, instead of having generalized underemployment spread across
the countryside, industrialization produced highly localized bouts of complete unemployment
concentrated in urban areas.) It is unclear to what the degree the appalling of conditions of
working class life, documented by so many contemporary observers, were due to the distributive
consequences of the market mechanism, and to what degree they were caused by inefficiencies
imposed by the market, through its undoing of traditional risk-pooling arrangements. The

Marxian reading of the history of working class struggle, which regards it as essentially a
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conflict over distributive shares, has cast a long shadow over this discussion. As a result, little
attention has been paid to the suggestion that this struggle might also have involved substantial
conflict over the #ype of efficiency gain that should be assigned priority. (Although he does not
put it in these terms, this is the plausible thesis at the core of Frangois Ewald’s analysis of the
welfare state.* He treats its development as a process through which private insurers, and
ultimately the state, came to take on many of the risk-pooling functions that had been discharged
by precapitalist rural institutions, filling the vacuum that had been created through the emergence
of the market. His account is valuable because of its emphasis upon the incongruity between

these insurance arrangements and the logic of market relations.)

3. Self-binding. One can see a similar tension between many of the institutional innovations
needed to establish a market economy and the self-binding strategies that people adopt. Savings
is perhaps the area where the tension between the gains from trade and self-binding strategies are
the most apparent. In a pure market economy, there would be no mandatory savings, in deference
to the fact that people’s preferences over present versus future consumption differ. A regime of
private voluntary savings generates advantages through the complementarities between those
who have a greater interest in consuming now, and those with a greater interest in consuming
later. However, this generates a persistent problem with dynamic preference inconsistency. Most
people have trouble saving, and a significant percentage of the population will not save anything
under any circumstances. Thus financial innovations aimed at reducing the transaction costs
associated with market exchanges (and thus reducing deadweight losses) may have had the
unwanted side-effect of undermining savings. Economist David Laibson has argued that

financial innovation, by increasing the overall liquidity of assets, has made it increasingly
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difficult for individuals to create “golden eggs.”® The difference between savings and checking
accounts has become purely nominal; the introduction of ATMs has meant that everyone has
access to their money at all hours (and so withdrawing a fixed amount at the beginning of the
week can no longer be used as a self-control mechanism); reverse mortgages allow people to
drain the asset value of their homes; and, of course, consumer credit has rendered the practice of
“saving up” for a major purchase almost obsolete. This sort of “easy money” is a mixed blessing
to consumers, in the same way that a 24-hour beer store is a mixed blessing to the alcoholic.

In this context, one of the major attractions of state pension systems around the world is
precisely their mandatory character. Of course, the insurance-like character of pension plans
means that often there is no conflict between the compulsion needed to secure self-binding and
the overall efficiency goals. Nevertheless, we should not harbor any illusions about where the
principal benefits of these programs come from. The mere fact that people are forced to save is a
source of huge long-term welfare gains. At the same time, these pension arrangements clearly
restrict the extent of private contracting, and hence gains from trade, in the domain of savings
and investment.

To take a more concrete example, many people in modern industrial societies have
difficulty controlling their diet. Obesity, along with certain of its consequences such as Type II
diabetes, are rapidly become major health issues in the United States. There is, however,
enormous resistance to any proposal that seeks to use institutional resources to change diet (other
than simply providing individuals with more information). Thus taxes on junk food or soda,
along the lines of the taxes that exist on alcohol and tobacco, are rejected on the grounds that
they are paternalistic, or that they interfere with “consumer sovereignty.” (It is sometimes argued

that tobacco and alcohol are addictive, whereas junk food is not — a specious distinction, when
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looked at through the lens of hyperbolic discounting. It also ignores the fact that cigarette sales
exhibit considerable price elasticity.®®) This deference to market choice leaves many individuals
forced to devise their own self-binding strategies. They may subscribe to diet services that
provide them with meals, so that they no longer do their own food shopping. Of course, because
of the voluntariness of these remedies, they are only successful with individuals who are very
close to being able to exercise effective self-control. Those who require more irreversible pre-
commitment strategies are increasingly opting for “stomach stapling” and other forms of gastric
surgery as a way of controlling food cravings. The obvious inefficiency of these arrangements
should clearly be marked down as one of the “costs” imposed by our commitment to maximizing
the gains from trade in the market for food. It is precisely the fact that our social institutions offer
individuals so little assistance in developing self-binding strategies that they are forced to turn to

drastic alternatives whose sole advantage is that they can be carried out individualistically.

4. Information. Finally, the patent and copyright system offers a straightforward example of a
conflict between the institutional arrangements needed to promote the production and
dissemination of ideas and those required to achieve gains from trade. Both offer incentives to
producers by granting them a short-term monopoly over the sale of a particular expression of an
idea, or else its practical application. Furthermore, cross-licensing or “patent pooling”
arrangements between competitors creates the possibility of legal cartelization of an industry
(and hence price-fixing).

Theorists who try to square the circle through talk of “intellectual property” — treating
ideas and information as though they were commodities to be bought and sold like any other —

are willfully disregarding fundamental differences in the nature of the cooperative benefit in the
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two domains. Ideas are non-rival in consumption, and thus the problem of scarcity, which is
fundamental to the structure of property rights and exchange, simply does not arise. In the case
of intellectual production, efficiency involves creating the incentives required for an optimal rate
of innovation.®” In practice, this has often meant imposing restrictions on trade that create
significant deadweight losses.

To take just one example, after Wilbur and Orville Wright discovered the rudiments of a
workable aircraft, they promptly patented various aspects of their design. They subsequently
refused to grant any licenses to other designers who had been experimenting with aircraft,
forcing many to abandon their efforts. They also engaged in protracted litigation against Glenn
Curtiss, who developed a superior solution to the problem of lateral control (the aileron, which is
now used in all modern aircraft). These disputes carried on well into the First World War,
impeding the production of aircraft for military purposes. It was only at the request of the
Secretary of War and the Navy in 1917 that the U.S. government intervened to impose a
resolution.®

The lessons to be learned from examples like this are fairly clear. As Adam Jaffe and
Josh Lerner observe, “Patents are blunt instruments. Because of the complexity of the evolution
of technology, the monopoly that they create will sometimes retard rather than encourage
competition. This means that, in the best of worlds, a patent system is a compromise among
competing objectives.”® This is reflected in the fact that public policy with respect to patents
also exhibits a pendulum-like swing, moving back and forth over the course of decades between

a system that favors patentees and one that favors more open use.

There is a clear pattern that emerges from this discussion. The market economy does an
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extremely good job at promoting gains from trade, but is often inefficient or obstructive when it
comes to providing cooperative benefits of the other four types. Thus these other forms of
cooperative benefit are often organized through “administrative” rather than “market”
transactions.” Economies of scale have been successfully exploited in the private sector, but not
so much through market exchange as through the internal structure of the corporation.”’ Markets
greatly exacerbate the risk that individuals are exposed to. The production of information also
occurs largely in the interstices of markets relations — very seldom is information bought or sold.
Some of these problems are corrected within the corporation. However, when it comes to
correcting the failures of the market, the most important actor is, and has always been, the state.
Unfortunately, the full range of state action in this regard has seldom been adequately
appreciated, because the mainstream understanding of the state has also been marked by an
overemphasis on gains from trade, along with a failure to appreciate the extent to which the
pursuit of these gains can conflict with the objective of achieving other types of cooperative

benefit.

Rethinking the Welfare State

The catallactic perspective encourages theorists to regard the efficiency problem as
essentially solvable — simply a matter of getting the incentives right. As Galbraith put it, the
competitive economy is often interpreted as offering a solution to the problem of efficiency.”
This in turn has encouraged the view that the welfare state plays nothing but a residual role.
Because markets already achieve the overwhelming majority of efficiency gains, state action
must either be aimed at patching up gaps in the system of property rights, or it must be motivated

by some other consideration entirely, such as a concern over distribution. The influence of this
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idea is widespread. For example, it is the fundamental presupposition underlying both the “right-
wing” view that political action is dominated by “rent-seeking” behavior, and the “left-wing”
view that the primary function of the welfare state is to secure distributive justice.”

There are, however, an enormous number of state activities that enhance overall quality
of life and yet are difficult to fit into this taxonomy. Various aspects of the “social safety net,”
for example, are difficult to classify in the traditional model, and so are described as
redistributive welfare programs. For example, the money paid to individuals from programs like
unemployment insurance is often treated as a redistributive income transfer, rather than as an
insurance payment.”* Similarly, state pensions are said to generate a transfer from the young to
the old (especially when funded on a “pay as you go” basis), motivated by a set of egalitarian
commitments (such as “reduction of poverty among the elderly”). This analysis ignores the fact
that defined-benefit pension plans are essentially insurance systems, which offer protection
against the risk of outliving one’s savings. Risk-averse individuals will normally want to
“oversave,” in order to increase their confidence that they will have adequate retirement income.
By pooling their retirement funds, they are able to achieve the same level of confidence with a
much lower rate of savings. Of course, this means that the pension system generates a transfer
among individuals, but that does not mean that it is governed by an egalitarian-redistributive
logic. All insurance generates transfers ex post — car insurance transfers wealth from those who
do not have accidents to those who do, just as pensions generate a transfer from those who die
young to those who live longer. But in neither case does the transfer follow an egalitarian logic —
it could well be regressive from the standpoint of overall income. Thus the conflict over
privatization of pension systems, which is spearheaded by those who point to the much higher

rates of return obtainable through private savings, is not really a conflict between efficiency and
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equality, but between two types of efficiency gains. Those who recommend individual retirement
savings accounts are, in effect, interested in securing cooperative gains from complementarities.
Those in favor of defined-benefit pension systems assign higher priority to the gains obtainable
through risk-pooling. From the perspective of the latter, concern over the rate of return reveals a
fundamental conceptual error.”

One can see a more abstract version of this tendency to misclassify insurance
arrangements, and thus to overstate the egalitarian character of the welfare state, in Ronald
Dworkin’s resource egalitarianism. By relying upon a Walrasian auctioneer to achieve an envy-
free and efficient distribution of resources, Dworkin is presupposing the basic framework of the
invisible hand theorem.” The attendant catallactic bias shows up in the fact that he introduces
insurance only after the auction has been conducted. At that point it is brought in, not as a source
of sui generis cooperative benefit, but merely as a mechanism used to buffer the egalitarian
distribution from the effects of brute luck (i.e. as a way of maintaining some approximation of
dynamic envy-freeness).”” He fails to observe that the distribution of the benefits produced
through the insurance system itself raises an independent question of distributive justice. In
particular, he does not ask whether risk aversion should be regarded as an expensive taste or as
“bad preference luck.””® It also encourages him to interpret the payment of taxes under the
welfare state (“tax as premium”) as essentially governed by an egalitarian-redistributive logic,
rather than an efficiency-promoting one.”

The way to avoid such problems is to stop thinking of the state purely in terms of residual
activities. Markets were designed to facilitate exchanges, and thus gains from trade, not to create
mutual-security societies, or to encourage laboratory research. Thus it would be no surprise to

discover that when it comes to providing certain classes of cooperative benefit, the state has
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often taken the lead role. In the same way that the private sector contains institutions generating
benefits in all five dimensions, one can very easily find ways in which the state discharges each
of these five functions (see Table 1). The state is not only the insurer of last resort, but also
provides a number of fundamental insurance services, without which the market economy itself
could barely function, such as limited liability and deposit insurance.* The state enforces a wide
range of seemingly “paternalistic” policies, such as mandatory retirement savings, that are in
effect self-binding strategies. More importantly, the state provides extensive “social work”
services, dealing with problems of substance abuse, delinquency, child neglect, domestic strife,
etc., all of which are related in important ways to problems of hyperbolic discounting. Finally,
beyond its role as a straightforward producer of information (ranging from the census and
weather forecasts to scientific research undertaken with state subsidy) the state plays an essential
role certifying information produced in the private sector and enforcing standards of veracity
(e.g. drug testing, food labeling, truth-in-advertising, financial auditing, etc.). It is able to take a
lead role in this domain because various state agencies enjoy a level of credibility that few

private institutions can match.

Mechanism of cooperative benefit | Private sector Public sector

Economies of scale Corporations Natural monopolies

Gains from trade Markets Public goods

Risk pooling Insurance industry Social safety net

Self-binding Helping Professions Social work

Information transmission Media National statistics, certification

Table 1. Private and public institutional forms

Rather than trying to shoehorn these various functions into the model of gains from trade,

it is better to regard each as exploiting a sui generis mechanism of cooperative benefit. This is
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helpful in a variety of ways. The most important is that it forces us to keep in mind just how
partial the picture of society is that standard welfare economics models supply. When doing cost-
benefit analyses for the development of economic policy, for instance, it is not adequate to
accommodate stochasticity simply by taking certain key variables in the model and declaring
them to be averages. One must also consider the variance, in order to weigh the risks that
particular arrangements impose upon individuals. In the calculations concerning privatization of
state electricity supply, for instance, cost-benefit analyses were often made on the basis of
average prices, with surprisingly little attention paid to the disutility for consumers generated by
price volatility. The way that state monopolies level the peaks of these price shocks is essentially
an insurance function, yet its value was not calculated as one of the efficiency gains associated
with that mode of supply. (As a result, many governments that privatized electricity were forced
to backpedal and impose price caps, in response to consumer outrage over price volatility.®") The
catallactic perspective, which encourages us to equate efficiency with exchange, prevents us
from articulating the logic of the conflicts that erupt in these and other domains. The issue
(higher mean versus lower variance) is not distributive, in the narrow sense of the term. It is over

which type of collective action problems we should resolve, at the expense of which others.

Conclusion

It is common among contractualists to think that social institutions must be governed by
two fundamental norms: first, a principle of efficiency that specifies “how much” cooperative
benefit should be produced, and second, a principle of equality that specifies “who gets what” in
the distribution of these benefits. It is then often assumed that, because there is a common

interest in maximizing the cooperative benefit, yet a conflict of interest over who will get what
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share, that efficiency is somehow easier to achieve, or less controversial, than equality. Increased
attention to the prisoner’s dilemma has gone some way toward showing that efficiency gains
cannot be taken for granted — since individual self-interested action will not, in many cases, lead
to Pareto-efficient outcomes. However, there has still been a tendency to think, on this basis, that
the real problem with efficiency gains is just an incentive problem. According to this view, the
choice of institutional arrangement should be uncontroversial — the problem is simply the
technical one of bringing the free riders under control. I have tried in this paper to show that even
this assumption is too sanguine. The institutional arrangements needed to bring one set of free
riders “under control,” in order to resolve a particular collective action problem, often preclude
the sort of institutional arrangements needed to resolve some other collective action problem.
And this naturally generates a conflict of interest among parties who are not indifferent to the
benefits produced from these two classes of interactions. The most clearcut example of this is the
privatization strategy in a tragedy of the commons, which is needed in order to resolve
externality problems and kick-start the market economy, yet at the same time eliminates a certain
sort of risk-pooling arrangement, and thus leaves individuals exposed to greater variability in
returns.

As aresult, efficiency gains are often just as controversial as “pure” distributive issues.™
Unfortunately, very little thought has been put into the question of what principles should govern
our choice when we are forced to trade one form of cooperative benefit off against another. The
suggestion that society should be committed to promoting economic growth, for example, still
seems self-evident to many, despite the fact that this maximizes only one form of cooperative
benefit. The need to break free from such patterns of thought should become more urgent with

the recognition that each mechanism of cooperative benefit is also subject to diminishing returns.
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For example, the growth of the market leads to a steady decline in the utility gains to be achieved
through further trade (since the most significant complementarities of need and ability will be the
first to be exploited). If expansion of the market also has the effect of increasing the level of risk-
exposure of the average worker, then one can easily imagine a scenario in which the welfare
losses associated with the latter begin to outweigh the increasingly marginal gains from trade.
But the only way to appreciate the problem this creates is to break free from a “monistic”

conception of the mechanism that generates the benefits of cooperation.
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