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Understanding Institutional Designs
Within Marketing Value Systems

The authors show how institutional arrangements, which consist of contracting, ownership, and sociai eiements, tie
together the joint profits, or efficiency, of the marketing system. They use a criterion of remediable efficiency to de-
velop a design framework for institutionai arrangements and illustrate the process by designing a recycling system
for newspapers. The authors close with an empirical research agenda and extract five institutional design principles
for managers.

...without the appropriate institutions, no market economy
of any significance is possible.

—Ronald H. Coase, Alfred Nobel Memorial Prize
Lecture in Economic Science, 1991

Coase's 1991 Nobel lecture portrays institutions as vi-
tal elements of a modern economy. Early research In
marketing focused oti institutions as central to the

marketing process (e.g., Alderson 1965). Briefly, institu-
tions are the "rules of the game" by which players, both in-
dividuals and organizations,' interact in exchange ties, be
they social or economic. The largely exogenous institution-
al environment (IE) surrounding an exchange is distin-
guished from the largely endogenous institutional arrange-
ment (IA) that the parties deploy to support an exchange
(Davis and North 1971). The IE consists of the formal and
informal rules emanating from the macrolevel aspects of a
society, including the polity, the judicial system, cultural
norms, and kinship patterns. It is slow to change and defines
the world in which firms and people interact. The IA con-
sists of the formal and informal microlevel rules of ex-
change devised by specific parties to a specific exchange. It
represents the arrangements firms and people make to facil-
itate specific exchanges.

An IA can consist of various formal and informal com-
ponents and will possess contractual, ownership, and social
characteristics. The commission component of a sales
force incentive compensation plan would represent a con-
tractual element to the IA between a firm and its sales em-
ployees. Property rights and decision-making authority
claims, such as those possessed by a partner in a law firm.

'Institutions are distinct from organizations. Although organiza-
tions are one form of institution, more often organizations are play-
ers (such as individuals) who play the game according to the rules.
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would represent the ownership character of IAs. Finally,
the most intangible and complex part of the IA is its social
components, which are made up of relational and reputa-
tional elements. The private and personal networks in
Asian business society, known as guanxi, are a classic ex-
ample of a relational IA, whereas Microsoft's less than
gentle handling of software firms not fully endorsing the
Windows standard is an example of the reputational side of
an IA.

As we noted, marketing scholars long have studied the
impact of these rules on the exchange process. However,
this early institutional school was largely descriptive and, in
common with more recent work on institutions, did not lead
cumulatively to a productive stream of scholarly work. In-
stead, during the past two decades, economics, strategy, and
marketing scholars have developed productive research pro-
grams centered primarily around the firm's resource alloca-
tion decisions (the decision-theoretic view) and its interac-
tions with other firms (the game-theoretic view). Recently,
at least three significant changes have refocused attention on
the role of institutions: the limitations of existing theoretical
approaches, the globalization of markets, and the blurring of
boundaries between public and private organizations.

There is a growing realization that both the decision-
and game-theoretic views provide a limited picture of con-
temporary management practice in which an emphasis on
changing the rules of the game has become more prevalent
(D'Aveni 1994). A simple illustration is the shift in thinking
about inventory policy in supply chains. Much of the post-
war work focused on developing increasingly more sophis-
ticated inventory models in a decision-theoretic tradition.
More recent approaches, by emphasizing designing supply
chains with (virtually) no inventory through rapid replenish-
ment practices such as "efficient consumer response" and
"quick response," turn this idea around completely. These
practices do not rest on more advanced inventory modeling
but instead involve changing the rules of the game about
such things as who controls inventory ordering and releases.
Bergen and Iyer (1997) show that such changes do not oc-
cur automatically or transparently. Rather, cooperation be-
tween self-interested parties must be achieved by redesign-
ing the IA. Institutions are particularly germane to such

Journat of Marketing
Vol. 63 (Special Issue 1999), 115-130 Institutional Designs /115



modern management practices because their central role is
to induce cooperation (North 1990). However, there is little
systematic knowledge about how to choose the right IA.
Most critically, firms lack a criterion by which designers of
institutional structures can compare alternative IAs in terms
of firm profitability and marketing system value.

Returning to the preceding list, as businesses continue to
generate larger portions of their profits from global and in-
ternational markets, the range and diversity of the IEs in
which they operate continue to increase. The transition ex-
periences of the Eastern European economies and the cur-
rent economic difficulties of the East Asian "tigers" are
forceful reminders of the impact of IEs on management
practices. Both the collapse of the socialist system and the
difficulties of economic and social transition, as well as the
problems with "crony capitalism," are attributed largely to
the poor state of IEs (Devinney 1998). Although marketing
scholars have argued in general terms about the importance
of macrolevel institutions in achieving economic progress
(e.g.. Hunt 1997), little headway has been made into incor-
porating the IE into the choice of specific IAs, beyond ex-
hortations that context and cultures matter. Most critically,
firms lack analytic typologies that disclose the IE's con-
straints on IA choices.

Einally, public-private partnerships are blurring the
distinctions between for-profit and nonprofit marketing
and management. Privatization and market-driven initia-
tives are being introduced into these highly politicized set-
tings, yet little work has focused on the interactions be-
tween the IE and the IA in these settings. Firms find
themselves grappling with an expanding group of stake-
holders who emphasize socially responsible issues such as
human rights, environmentalism, child labor restrictions,
and workplace rights. Within this environment, IAs that are
economically efficient nevertheless may fail to account for
the plethora of claimants to the social rents of the firm.
Most critically, firms lack an understanding of institutional
efficiency as it pertains to settings in which profits are less
important.

Goals of the Article
We integrate and synthesize recent developments from or-
ganizational analysis, economics, and political science to
create a framework to guide institutional design, particular-
ly as it applies to the marketing activities necessary to de-
liver end-customer value. To accomplish this, we place in-
stitutional design within the context of a marketing value
system (MVS). In Figure 1, we illustrate one such system
that consists of all the activities (and firms) that create and
deliver value to the end customer. The bottom panel of the
figure (labeled "business functions") is a traditional Porter
value system that is linked to the three major dynamic ac-
tivities of marketing—product development, customer ac-
quisition, and customer retention—which are represented by
the middle panel. The top panel describes information flows
required in the fulfillment of marketing and business
tasks—research and development (R&D), market and cus-
tomer research, and integrated marketing communications.

The key observation that accompanies the MVS is that
certain activities are internal to the "focal" firm, whereas its
partners undertake others. Therefore, it is the system that de-
livers value. However, the cost of each activity typically is
borne by a firm individually. Likewise, though value is de-
rived from the total margin produced by the system, the
rules of the game in the system determine how this total
margin is split into margins for each firm. As we demon-
strate subsequently, this translation of total system margin
and costs into own-firm profit is crucial to designing insti-
tutions that result in the most efficient activities being im-
plemented independently by each firm in the system.

Also apparent in Figure 1 is the large number of inter-
faces critical to marketing (indicated by arrows^), which has

2There could be more linkages. Figure I is meant to be illustra-
tive rather than exhaustive as to the nature of the marketing and in-
formation interfaces. The dashed arrows signify that there are ver-
tical interfaces between the business functions that are critical and
must be recognized; however, because our focus is on marketing
institutions, they are secondary to our discussion.

FIGURE 1
Exchange Interactions in the Marketing Vaiue System
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always been considered a boundary-spanning function.
Each solid arrow represents an exchange of product, re-
sources, information, and effort that is governed by an IA.
An IE that surrounds the entire MVS also affects each inter-
face. The design of these IAs, in relevant IEs, is the heart of
our article.

Organization of the Articie
The subsequent sections pose and answer a series of ques-
tions. In the next section, we develop the conceptual back-
ground and explore the role of institutional arrangements in
creating efficient MVSs that simultaneously maximize the
joint profit created in the system and the own-firm profits of
each firm. We observe that our institutional orientation is
more comprehensive than either a decision- or a game-
theoretic orientation. Next, we suggest a remediable effi-
ciency criterion for comparing rival institutional arrange-
ments on the basis of the activity sets that they allow to be
implemented.

We then assemble these conceptual building blocks into
an operational framework for institutional design. Our ap-
proach directs managers to start simply and increase the
complexity of the institutions they devise as the complexity
of the exchange and deficiencies in the institutional envi-
ronment mount. We close with some thoughts about empir-
ical research agendas and guidelines for managers.

Conceptuai Background
Efficiency, Joint Profits, and Own-Firm Profits

Fundamentally, the strategic marketing process consists of
selecting the most efficient set of activities to perform, giv-
en the needs of targeted customers. Efficiency often is mis-
understood to refer solely to minimization of out-of-pocket
costs, but it defines the level of joint profits in the MVS rel-
ative to an upper bound or "fully efficient" state. In this con-
struction, efficiency is enhanced by a reduction in out-of-
pocket costs, as well as by an increase in revenues (i.e.,
effectiveness), which may be viewed as reducing the oppor-
tunity costs of forgone trade. Our usage of the term is com-
mon in economics, but differs from the "efficiency versus
effectiveness" language found in managerial literature.

What complicates the implementation of efficient activ-
ities in the strategic marketing process is that what is "best"
usually is judged by each firm according to its own profit.
Because the activity set chosen by each firm affects the prof-
its of all the firms in the system, each firm has an incentive
to improve its own profit by offering to reallocate profits to
other firms to compensate or motivate them to adopt activi-
ty sets in its interest. This is trivial if the new activity set in
question improves all firms' profits without reallocation.
Such Pareto-improving choices will be adopted without ex-
ception but for issues of differential perceptions and inter-
pretations of the same data by different firms.

But consider the scenario in which a focal firm wishes to
get the other firms to adopt activity sets that increase its own
profit but that decrease other firms' profits under the exist-
ing rules of the game. For example, consider a move to a
quick response supply system. Here, manufacturers are

asked to respond faster, thus enabling retailers to order clos-
er in time to customer demand. This lowers retailers' costs
by reducing their markdowns and unsold goods, but more
responsive, frequent deliveries increase manufacturers' dis-
tribution and billing costs. Should such activity sets be im-
plemented? According to the traditional economic view, the
answer is yes as long as the joint profits in the new activity
set are greater than in the extant activity set. Economists as-
sume that side payments or other monetary reallocation
schemes will emerge automatically so that each and every
firm benefits. Thus, Coase (1960) sets forth the straw man
(later dubbed the "Coase Theorem") that the incumbent po-
sitions of the parties are immaterial to the final choices, pro-
vided that reallocation can be conducted without cost.

But will these activity sets be implemented when reallo-
cation is not automatic and must be managed (as noted by
Coase)? The core argument of our thesis is that such effi-
cient activity sets will be implemented only when the IE and
IA support the reallocation of profits such that joint profit
maximization is aligned with own-firm profit maximization
for each firm. To illustrate this in the context of quick re-
sponse supply systems, Bergen and Iyer (1997) show that if
the retailer would agree to a new contractual element in the
IA, for example, to commit to order volumes under a take-
or-pay contract, both parties can be made better off in a
quick response system.

Notice the key elements that emerge as relevant. First,
the new set of activities to be implemented by each firm
must be identified and described (in this case, the manufac-
turer must reengineer to deliver faster). Second, the new set
of activities must increase joint profits (in this case, this aris-
es from being able to match supply and demand better).
Third, each firm actually must be compensated in some
manner for implementing these activities (in this case, this is
accomplished by the switch to contractually committed pur-
chase volumes by the retailer).

The crucial role of institutions is at the third point, the
sharing of profits. Thus, the relevant question in this example
is: Are the prospective new contractual elements feasible?
That depends on the IE, in this case, the availability of the
Uniform Commercial Code (UCC) and an independent, im-
partial judiciary to give the parties confidence that they can
enforce the contractual element of the new IA, that is, the
committed purchase volumes. However, in fragile IEs, such
as those in the developing countries of Asia, Africa, and East-
ern Europe, the ability to implement an efficient contract is
seriously compromised by the failure of the IE to create an
environment in which the parties are confident about their
claims to the rents from the arrangement. Notice that both the
IA and IE are responsible for making reallocations feasible.

The Roie of Power
In seeming contrast to the reallocation/efficiency view, soci-
ologists and political scientists aver strongly that powerful
incumbents will act to protect their positions regardless of
the consequences for efficiency. (For example, see McGuire,
Granovetter, and Schwartz's 1993 analysis of the origins of
the U.S. electric power industry.) How do we accommodate
the power of incumbents into the efficiency view?

Institutional Designs/117



The distribution of power in the incumbent IA influ-
ences the division of the gains from proposed new activity
sets. Powerful partners will be in a position to just com-
pensate other firms for implementing desired activities,
whereas systems composed of equally powerful partners
will share gains more evenly. For example, a powerful re-
tailer such as Wal-Mart may just compensate a small sup-
plier for adopting efficient inventory control systems, but it
surely will retain most of the gains beyond this minimal
compensation.

However, such an unequal distribution of gains does not
break the tie between efficiency and own-firm profits as
long as each firm is not compelled forcibly to implement ac-
tivities. In other words, each firm's participation constraint
must be satisfied, or equivalently, the firm must be no worse
off in the long run for choosing to engage in a particular set
of activities. This is true of voluntary business ties, even
when the power of the parties is highly unbalanced. In the
Wal-Mart example, the small supplier would not cooperate
if it did not expect to benefit at least marginally in the long
run. Thus, joint profit-increasing activities will not reduce
ex ante expected own-firm profits if implemented in a vol-
untary exchange regime. That said, there is a major excep-
tion to this main case argument.

Powerful incumbents in fragile IEs often can manipulate
or change IAs so easily that virtually any promised reallo-
cations can be undone or blocked ex post. Two contempo-
rary examples illustrate this issue. With crony capitalism, it
is not unusual to find strong firms being required to bail out
weaker but politically well-connected firms, as happened re-
cently in Malaysia. In the United States, Brickley, Dark, and
Weisbach (1991) show that state-level legislation reduced
the market value of franchisers in their states by an average
of 6.4% by diminishing their ability to enforce preexisting
contractual elements of their IAs that dealt with franchisee
termination. With perfect foresight, firms would factor these
possibilities into their calculus, but this is true only in the
limit.

Efficiency and Sustainable Competitive
Advantage
Managing IAs properly leads to greater system efficiency
and own-firm profits—essentially a momentary advantage.
What about the sustainability of these gains? Sustainable
competitive advantage is believed to arise from valuable po-
sitional or resource advantages that are difficult to replicate
(i.e., imitate). Nonreplicability has been associated with
complex configurations of resources, as well as with the
ability to dynamically adapt activities and resources more
rapidly than rivals (for example, see Teece, Pisano, and
Shuen 1997). We consider these in turn.

Replication of advantages emanating from institutional
design must involve either (1) replicating the entire efficient
MVS (i.e., entering with a rival system) or (2) supplanting
the focal firm in the MVS. For the former, developing a ri-
val system with efficient IAs in place is clearly more com-
plex than simply replicating the activities of a single firm,
because it involves assembling an entire rival configuration
of resources (i.e., partners and IAs). Such a configuration is
difficult to pull together, especially when partners are scarce

or efficient relationships are the result of complex IAs de-
veloped over time (such as social norms). The replication of
such institutions is a complex, time-consuming, and in many
ways uncertain task. Thus, efficient systems both offer cus-
tomers greater value (limiting their desire to do business
with firms from a rival system) and erect a barrier due to the
difficulty of forming a rival configuration of resources,
which must include efficient institutions.

Turning to tbe replacement of a given firm in an estab-
lished system, we find that it is also more difficult to sup-
plant a focal firm in its system when complex IAs have been
developed to govern exchange between firms. As previous-
ly, these IAs must be fonned anew on replacement. Further-
more, regardless of the complexity of IAs, it becomes more
and more difficult to offer the other firms in a system an in-
centive to replace a focal firm as the system efficiency in-
creases. To demonstrate this, note that, should a firm not co-
operate in creating an efficient marketing system, its
partners will have strong incentives to actively seek a re-
placement firm. However, as the system's efficiency ap-
proaches its upper bound (given the IE and characteristics of
the transactions), there is less and less to gain by replacing a
partner, especially because of the costs and risks when com-
plex institutions are involved. Thus, competition between
firms essentially is shifted to competition between systems,
because individual firms are difficult to supplant.

With regard to dynamic adaptation, we observe that de-
veloping IAs, which allow efficient exchanges between
firms in a MVS, also tends to facilitate efficient adaptation.
Essentially, IAs permit reallocations that improve efficiency
in a given state and enhance the feasibility of reallocations
associated with changing activity sets over time.

The Remediable Efficiency
Criterion

We formalize the preceding ideas with the criterion of re-
mediable efficiency for institutional design. To understand
this concept, consider a firm in an MVS with a given IE and
some incumbent IA in place to support an existing activity
set. The firm is contemplating a new IA that suppons a new
activity set that promises to deliver greater customer value
(and/or reduced costs). How should it evaluate this transi-
tion between IAs and corresponding activity sets? We offer
remediable efficiency as the appropriate criterion. Drawing
on Wernerfelt's (1994) efficiency criterion, we also accom-
modate concerns about incumbency by incorporating
Williamson's (1996) notion of remediability.

Definition: An IA (and the activity set that it allows) is reme-
diably efficient if it maximizes the joint profit cre-
ated in an MVS subject to the IA's feasibility giv-
en (1) the IE and characteristics of the proposed
activity set and (2) switchover costs associated
with transitioning into and out of the IA.

As an operational matter, this amounts to asking the fol-
lowing questions about a new IA and the activity set it al-
lows relative to an incumbent IA and activity set:

I. The joint profit requirement: Does the proposed activity set
allowed by the IA increase joint profits (with reallocation, if
needed)?
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2. The reallocation feasibility requirement: Is the new IA re-
quired to support reallocation feasible given (a) the IE and
(b) the characteristics of the proposed activity set?

3. The switchover feasibility requirement: Does the new IA re-
main feasible after accounting for switchover (setup and
takedown) costs?

Although stated with reference to a redesign case, these
tests also apply to a clean-slate design if we substitute null
values for the incumbent activity set and IA. We trace the
ramifications of each of the three questions next.

The Joint Profit Requirement

The first requirement is the minimum joint profit standard.
Unless joint profits increase, there is no possible realloca-
tion such that all firms in the MVS would approve the
change. Furthermore, if the proposed activity set is a Pareto-
improving action, there is still no need to consider a new IA.
Only when joint profit-enhancing actions require realloca-
tion to align efficiency with own-firm profits does a new IA
come into consideration. Assuming that a joint profit-
increasing IA has been identified for consideration, we now
turn to its feasibility.

The Reallocation Feasibility Requirement

IE constraints. What types of constraints do IEs place on
IA design? Recent advances in political science on the role
of polities in facilitating efficiency are used to develop Table
I, which depicts the judicial, political, and social elements
of IEs. Each affects IA feasibility.

The judicial elements of IEs vary along a de facto versus
de jure dimension. De facto judiciaries are subordinated to
extant political power, whereas de jure judiciaries possess
greater independence. Democracies usually possess more de
jure judiciaries, whereas authoritarian regimes tend to fea-
ture more de facto judiciaries.

Compared with de facto judiciaries, de jure judiciaries
support a greater range of contractual elements in an IA. De-
vices such as the UCC and an independent judiciary
strengthen the predictability of the law and make contract
enforcement easier. In turn, this enlarges the scope of con-
tracting possibilities, particularly those complex and fragile
types of contracts such as franchising and intellectual prop-
erty contracts. That said, the links from the IE's judicial el-
ements to the IA are not always so clear-cut. For example,
de jure IEs nevertheless may yield poor intellectual proper-
ty rights because of a political consensus within a nation
that, as a net user of intellectual property for example, fa-
vors weak intellectual property protection, which benefits
domestic parties (as has been true historically of India in the
case of Pharmaceuticals).

TABLE 1
Dimensions of the Institutional Environment

Dimension Range of Dimension

Judiciary

Polity

Social norms

De jure -» De facto

Unitary -> Federal

Opportunistic -^ Trusting

The political elements of IEs vary along a unitary versus
federal dimension. Political power in unitary polities is or-
ganized hierarchically with a strong central government,
whereas federal IEs feature multipolar loci of power that
constrain central authority. Parliamentary democracies such
as the United Kingdom and communist countries such as the
former Soviet Union are examples of unitary polities,
whereas the United States and China represent federal poli-
ties. The Chinese system deserves comment. Although not
widely understood, the Chinese central government, its re-
gional governments, and its military all represent centers of
political power with some ability to check one another.

When the polity itself is an exchange partner in an MVS
(as often occurs in emerging markets), private parties' weak
economic property rights are subject to expropriation by the
sovereign. Federal polities are more protective against ex-
propriation in such exchanges. This expands the feasible set
of IAs, especially fragile ones. China's economic success
relative to Russia is attributed to its multipolar polity. In
China, the central and regional governments and the military
provide de facto checks and balances on one another to pro-
tect private investors in joint ventures, despite the lack of an
independent judiciary to enforce contractual elements of IAs
(Montignola, Qian, and Weingast 1995). In contrast, the uni-
tary polity in Russia makes foreign joint venture investors
more vulnerable to unilateral changes by the polity.

The third dimension in Table 1 places social norms with-
in the IE along a continuum of trust. Trust is defined in var-
ious, contentious ways, but the core idea is that greater trust
lowers transaction costs because of greater concerns for the
trading partner (Hunt 1997) and more predictability in be-
havior (Bhattacharya, Devinney, and Pillutla 1998;
Williamson 1996). Although it is recognized that trust,
trustworthiness, and cooperation vary within and across so-
cieties, there is considerable debate about the meaning of
these concepts (e.g., Fukuyama 1995). However, that said,
the clearer the norms of cooperative behavior within an IE,
the greater is the scope for beneficial exchanges to go
through. From our perspective, greater trust in the IE sup-
ports a larger range and diversity of relational and reputa-
tional elements of IAs. We discuss a typology of trust-based
social rules in the subsequent framework.

Exchange constraints. The characteristics of the specific
exchange activities on IA feasibility have been studied ex-
tensively in the transaction cost literature (Williamson
1996). The principal insight from this work is that specific
investment by the contracting parties and uncertainty about
allocations and outcomes make contracting increasingly in-
feasible as an IA. However, there appear to be several issues
pertaining to the feasibility of IAs that are not explored ful-
ly in this literature. Consider two such issues: seemingly in-
efficient IAs and interactions among different elements of
an IA.

We often observe IAs that are seemingly inefficient in
one or another respect. In one case that has been studied,
Heide and John (1988) describe manufacturers' agents, with
heavy specific investments in market development activi-
ties, engaging in additional expenses to strengthen customer
bonds beyond those required to develop the market for the
product. The agents do this to deter their principals from ex-
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propriating their market development investments. The pri-
mary threat is unilateral termination of representatives in fa-
vor of direct sales.

The agents' activities seem quite inefficient on the sur-
face. Sales managers often complain that their salespeople
spend time bonding with clients rather than engaging in
"productive" activities such as developing new business and
communicating customer needs back to their principals. A
seemingly more efficient alternative might envision the firm
posting an interest-bearing bond that is forfeited if the sales-
person is dismissed inappropriately. However, because of
the imprecise nature of marketing activity sets, enforcement
of such a bond would be problematic. In other words, the
seemingly inefficient IA is nevertheless remediably efficient
when the characteristics of the exchange are considered. It is
the "best we can do."

Turning to interactions among the contractual, owner-
ship, and social elements of IAs, we find that these are often
pervasive sources of infeasibility. For example, desired con-
tractual elements often clash with desired ownership ele-
ments. To illustrate, ostensibly similar contracts often have
disparate effects because of interactions with the ownership
elements. Contrast an independent insurance agent with a
direct-writing agent. Both typically are paid on an identical,
commission-only schedule. However, in ownership re-
spects, the independent agent owns (de jure) the client list,
whereas the insurance company owns the client list in the
direct-writing IA. A direct-writing firm that owns this list
cannot commit credibly to the agent that it will not make
deleterious changes to the territory. So, for example, if a
direct-writing agent grows too large, the company can split
the territory. Thus, the "identical" pay plan will have a
smaller incentive effect in the direct-writing IA compared
with the independent agent IA.

The Switchover Feasibility Requirement
A key aspect of the remediable approach is the contention
that transitions between IAs and tbe characteristics of the
incumbent IA matter. Thus, both the setup costs of switch-
ing to the new IA and tbe anticipated future costs of taking
down that IA must be included in the remediable efficiency
calculus. Feasibility of IAs is not just a matter of external
factors, such as the IE and exchange characteristics, but al-
so of extant IAs.

Switchover problems are pervasive in marketing and can
be traced to two principal drivers: path dependence and
switching-out costs. The simplest impact of path depen-
dence is exhibited when the incumbent IA affects the feasi-
bility of a proposed new IA. For example, a new IA involv-
ing common ownership may be feasible or not depending on
extant cultural aspects of the incumbent IA.

Broader manifestations of path dependence occur when
incumbent IAs result from a series of past choices. Choices
in the initial stages of the development of IAs between par-
ties often are constrained, if only by limited information and
a failure to consider alternatives. As time passes, specific in-
vestments undertaken to increase the efficiency of interac-
tion within a given IA create a lock-in condition, and future
IAs are constrained. For example, with the small volume of
export sales, firms often cannot contemplate using any IA

other than distributors or export agents in the early stages of
international market development. Increasing returns to
scale in technology-intensive markets also create such lock-
ins. Firms may jump on a product-standard bandwagon that
turns out to be technologically inferior ex post (e.g., the
VHS tape format). As markets mature, other IAs may be
more profitable if the firm did not need to take down the in-
cumbent IA.

Thus, North (1990) has argued that (path-dependent)
lock-in effects preclude us from assuming that institutions
that persist must be efficient. However, we cannot conclude
from this extant inefficiency that new IAs (and activity sets)
are necessarily better on remediable efficiency grounds. On
the contrary, when switchover costs are factored in, the net
gains may be negative. Liebowitz and Margolis (1995)
show tbat switcbing tape formats today is not warranted giv-
en existing VHS-formatted tape libraries. In our language,
the locked-in incumbent IA is remediably efficient (i.e., the
best we can do). High-tech markets are replete with such
examples.

Lock-in sometimes is designed purposely into income
redistribution programs and nonprofit social service agen-
cies that serve nonpaying clients. The IAs in these situations
often are designed in convoluted and seemingly inefficient
ways. Straightforward cash payouts are often orders of mag-
nitude cheaper than noncash setups. The classic example is
the often criticized U.S. sugar program. Stigler (1992) esti-
mates that it costs $3 billion annually to raise the intended
beneficiaries' incomes by a mere quarter of this amount.
These additional costs arise from a convoluted program with
multiple agencies and oversight bodies and an emphasis on
indirect transfers. Would the often-touted alternative of a di-
rect casb transfer payment to sugar fanners be remediably
efficient?

We contend that these IAs are designed purposely to
protect weak political rights by creating costs of switching
out of it. Although redistribution programs obviously are fa-
vored by its beneficiaries, they represent fragile political
rights subject to revision in the next election. In tbis regard,
it is far easier to undo a direct cash payment than it is to un-
do a Byzantine program with multiple constituencies and in-
direct noncash subsidies. Thus, a cash transfer sugar pro-
gram is not remediably efficient compared with the
incumbent design because of the switching-out costs de-
signed into the current design. Put differently, the proposed
alternative does not pass the switchover feasibility test. The
seemingly inefficient IA design protects U.S. sugar farmers'
weak political rights (to the redistributed money), just as
multipolar IEs protect weak economic rights of joint venture
investors in China.

Switchover costs also can arise from the power of in-
cumbents. Recall the general argument that incumbency
power shapes IAs in profound ways (McGuire, Granovetter,
and Schwartz 1993). In line with this expectation, Weiss and
Anderson (1992) show that firms with incumbent sales
forces that they consider less efficient than a proposed com-
pany sales force nevertheless often do not convert to the lat-
ter IA. Why not? A principal reason uncovered in their work
is the firm's perception of the large switching costs associ-
ated with conversion. Among these costs is retaliation from
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the terminated distributors, either individually or collective-
ly. Switching sometimes requires buying out entrenched in-
cumbents at a price that renders the new IA unattractive. In
our terminology, when these additional costs are factored in,
the proposed superior altemative is not remediably efficient.
When evaluating a proposed IA, managers often are able to
anticipate the lock-in effects that follow. If these are not de-
sirable (as opposed to the preceding examples), the antici-
pated costs of switch-out and loss of fiexibility lessen the re-
mediable efficiency of the IA.

In summary, switchover costs and incumbent IA charac-
teristics loom large in the remediable efficiency calculus.
We demonstrate subsequently that much of the prospective
gain from designing IAs carefully and with foresight is the
avoidance of lock-in traps, as well as making (or attempting
in vain) unwarranted switches out of best-we-can-do,
locked-in positions.

A Framework for Designing
institutions

In this section, we address the important practical problem
of designing appropriate institutional structures by propos-
ing a framework for managers. The framework begins with
a consideration of the desired outputs (i.e., customer bene-
fits) and the activity sets required to bring about these out-
comes. Then, we design contractual, ownership, and social

elements of IAs that support these joint profit-maximizing
(JPM) activity sets according to our remediable efficiency
tests.

We proceed in a staged manner, moving from contrac-
tual to ownership to social (relational and reputational) el-
ements of the IA. This sequencing is deliberate. We hold to
the idea that institutional design proceeds from the simple
to the complex, that complexity should be just enough and
no more. When feasible, contracting poses the least com-
plex IA design problem because it uses fine-grained sup-
port from the IE judiciary and polity to bind parties to JPM
activity sets. Ownership is more complex than contracting
because it only relies on coarse support from the IE judi-
ciary and polity and requires IA-specific realignment of
ownership with investment to support JPM activity sets.
Social elements of IAs are even more complex to develop
because they depend minimally on the IE polity and judi-
ciary and almost entirely on norms in the IE and IA to sup-
port JPM activity sets. In keeping with our overall ap-
proach, simpler social rules are considered before more
complex ones.

As a running example in this section, we illustrate the
design of a recycling system for newspapers. Such an en-
deavor involves a mix of profit, nonprofit, and governmen-
tal actors, so it affords an opportunity to illustrate the
process across nontraditional contexts. In Figure 2, we pro-
vide an overview of the formulation.

FIGURE 2
A Design Framework
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The Value Creation System

Outputs. The MVS in Figure 1 delivers a set of desired
outputs that can be represented by a vector of end-user val-
ued attributes. This is standard practice for marketers, and
they possess powerful choice modeling tools to accomplish
this by segment or even individual customers. In the extant
example of the recycling system, the ease of use, the relia-
bility of pickup, the psychological comfort felt by the
"green" customer, and so forth are the vector of valued
outputs for the individual household customer. To the city
government, relevant outputs of a vendor might include the
ability to accommodate growth, adherence to sound envi-
ronmental practices, and so forth.

The key for institutional design is to identify the degree
to which each output is (1) difficult to measure and verify
(ex ante or ex post) and (2) foreseeably subject to revision.
Both economic and political perspectives matter in this as-
sessment. From an economic perspective, attributes such as
pickup times are relatively easy to measure and monitor, but
adherence to environmentally friendly methods of disposal
and handling of the trash mixed in with the recyclables is
harder to ascertain. Similarly, desired capacity is an attribute
that is likely to require revision into the future.

From a political perspective, an attribute is foreseeably
subject to revision if political consensus is weak regarding
rights to that output. Thus, though the beneficiaries of a cash
grant may support the transfer payment strongly, other peo-
ple may not do so and rescind this grant in the future. In our
recycling system example, an output such as adherence to
sound environmental practices is a weak political right sub-
ject to revision because consensus often is lacking on this is-
sue. Controversies over preferences for activities such as
burning versus landfill disposal of unsold newsprint high-
light weak political rights.

Investments. Investments are expenditures in people, in-
formation, equipment, and procedures that are incurred
ahead of the actual operational activities that generate val-
ued outputs. In our example, garbage-hauling trucks, sort-
ing plants, training specialists in auction markets (to get rid
of the recycled newsprint and such), garbage-burning
plants, and landfills are all relevant investments. From an
institutional design standpoint, the key is to identify the de-
gree to which each investment is (1) difficult to measure
and verify, (2) specific to the intended task or parties to the
transaction, and (3) transferable in ownership across par-
ties. Again, both economic and political perspectives mat-
ter in this assessment.

Readily verifiable investments include garbage burners
and trucks, whereas training and quality processes and R&D
are less verifiable investments in our example. More specif-
ic assets are defined as those possessing lower value in al-
ternative uses compared with their originally intended pur-
pose. They are open to the sort of opportunism highlighted
in the transaction cost economics literature (Williamson
1996). In the current example, garbage trucks are fairly non-
specific assets, but a garbage-burning plant located next to a
recycling facility is much more specific.

Finally, more readily transferable (or alienable) assets
are those for which ownership (de jure or de facto) can be

transferred from one party to another without much difficul-
ty or loss in value, given the IE. For example, the garbage
trucks can be transferred readily from one party (e.g., a fleet
operator) to the recycling operator. In contrast, tacit assets,
such as a process for separating glossy coated paper from
newsprint, that were acquired through years of experimenta-
tion and learning by doing are much more difficult to trans-
fer at low cost from one party (e.g., the inventor) to the re-
cycling plant operator. Likewise, a plant operator's expertise
is an asset whose ownership cannot be transferred readily.
We caution that these are not fixed exogenous characteris-
tics. Expert systems and process documentation are means
by which such knowledge-based assets (or know-how) are
made more alienable (Brynjolfsson 1994).

Political aspects of investments are also important in this
assessment. Investments made by the polity magnify speci-
ficity and alienability problems for private investments. Nor-
mally, state investments are made wben either private parties
do not have sufficient funds (e.g., welfare clients) or market
prices do not suffice to cover costs (e.g., newsprint recycling).
The problem is that when the state is a party to the exchange,
its sovereign power makes it more difficult to commit credi-
bly not to expropriate its exchange partners' investments by
changing the terms of trade unilaterally. Studies of public util-
ities in the United States (Troesken 1997) and overseas (Levy
and Spiller 1994) show compelling evidence of this problem.
In our example, a privately financed garbage burner whose
client is the municipal govemment faces ex post hazards of
downward revision in the prices paid for its services.

Effort. Effort represents costly activities undertaken by
the relevant actors in connection with the investments pre-
viously identified to produce the attributes desired by the
user segment(s). In our example, the diligence of the truck
drivers, the actions of the garbage-plant operators, and the
selling activities of the recycled newsprint salespeople are
all relevant effortful activities. From an institutional design
standpoint, the key is to identify the degree to which these
relevant efforts are (1) difficult to measure and verify and
(2) foreseeably subject to revision.

More verifiable effort are those matters for which an
after-the-fact inspection of results or audits can reveal to a
third-party referee that an action was undertaken at some
level. For example, the time taken to complete a fixed recy-
cling pickup route is a good measure of the effort of the
garbage-truck driver. In contrast, the separation of glossy in-
serts from newsprint by employees at the collection facility
is less verifiable because the precollection separation by
households has a large impact on the final result achieved at
the recycling station.

Designing Contracting Elements of IAs

The contractible subset refers to those attributes, invest-
ments, and efforts that are not subject to verifiability, speci-
ficity, ownership transfer, and revision problems (see shad-
ed areas of Table 2). As such, they can be supported
through suitably devised contracting elements. Such con-
tractual elements trump ownership and social elements of
IAs, in that they are erected more easily, if feasible. Both
standard-form contracts and complex, contingent contracts
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TABLE 2
Assessing the Value Creation System

Outputs Investments Effort

Measurement/verification

Subject of revision

Measurement/verification

Specificity

Transferability

Measurement/verification

Subject to revision

can be written to support this subset. The primary design
challenge is to ensure that the contracts provide the parties
with the proper incentives to implement desired activities
independently, as discussed. There is a wealth of research
on mechanism design to inform us about the design of such
contractual elements.

Potential contractual elements are assessed with our
three-part test for remediable efficiency. Recall that the first
test is a joint profit-increasing requirement for the proposed
activity set. This is fairly straightforward, with one twist. In
a nonprofit setting such as our recycling example, the joint
profit test becomes a joint cost test because the absence of
well-functioning markets for recycled newsprint makes it in-
evitable that the program will lose money (absent subsidies).
Assuming that net gains are available, the reallocation and
switchover feasibility tests are applied. We cannot discuss the
impact of all aspects of IEs and exchanges on IA feasibility
exhaustively. Instead, we offer some illustrations of each.

The first part of our reallocation feasibility test assesses
IE support for required reallocations. One implication of this
test is as follows: Given IE support for property rights of
nominal owners, arm's-length bidding is the preferred con-
tractual form to support required investments. This is true
even if increasing economies of scale result in a natural mo-
nopoly. For example, an investor contemplating buying a
fleet of garbage trucks to bid for the business of picking up
recyclables would be confident of reselling his or her equip-
ment in the resale market at fair value should his or her bid
fail or contract later be terminated. Efficient bidding formats
can be quite complex. For example, we know that "second-
price" (Vickery3) auctions are more efficient than lowest-
price auctions and are coming into use in sophisticated firms
and government agencies.

The support from the IE is particularly fragile when the
polity itself is a direct participant in the MVS. In these cas-
es, a world of pseudo contracts may arise. In our example, a
contract may allow a municipality to reprice its payments to
a recycling operation on the basis of the threat of external
bidding, even though such bidding may never have taken
place. Although such a contract may appear fiawed, this
pseudo contractual IA still may be remediably efficient giv-
en the reasons for the direct involvement of the polity (such
as an inadequate market price for recycled newsprint to cov-
er the costs of the operation). The IA allows a recycling op-

3The winner in a second-price Vickery auction is the highest bid-
der, but he or she only pays the amount ofthe highest losing bid.

eration to be supported yet benchmarks payments to the op-
erator on the basis of a marketlike mechanism.

The second part of the second test assesses feasibility
given the exchange characteristics themselves. We consider
outputs, efforts, and investments. Verifiable output, such as
the time to complete a pickup route, offer obvious opportu-
nities to devise contracting elements. More important, ad-
vances in contract design can be used to devise complex,
contingent contracts for unverifiable effort, provided the
output is verifiable. The core idea is to devise pay-for-
performance elements in the I A.

However, when unverifiable effort is paired with unver-
ifiable output, this forces transactions outside the realm of
pay-for-performance contracts. For example, the observable
output of operators who separate glossy paper from
newsprint is not decomposable from the efforts of more dili-
gent presorting by households. Paying plant operators on a
performance basis is infeasible.

Investment transferability is another exchange-level con-
straint on contractual feasibility. For example, the operator of
the recycling facility would be nervous about investing time
and effort in R&D to improve the sorting process. The own-
ership of this tacit know-how is relatively difficult to transfer
or sell separately from the plant itself, should such a sale be-
come necessary (perhaps due to the contract with the munic-
ipality coming up for rebid). However, if the process was sep-
arable from the specific site and could be licensed to other
operators, the operator would be more responsive to contracts
rewarding such investment (e.g., pay-for-performance).

Our third test assesses switchover costs. Proposed con-
tractual elements may not be feasible because entrenched in-
cumbents may capture most, if not all, of the gains. For ex-
ample, a firm might purchase a service on a bid basis and
require multiple bids on each repurchase occasion. Yet, non-
incumbent bidders might not bid aggressively because they
fear the buyer will factor in switching costs that favor the in-
cumbent vendor. If there is any uncertainty attached to the
gains, the net expected gains after overcoming this inertia
might not be sufficiently attractive to the nonincumbent. In-
dustry observers suggest that many outsourced information
services purchases fit this scenario. In remediable efficiency
language, the original bidding system design (an IA) did not
take into account the takedown costs on future occasions.
When this is factored in, bidding at repurchase no longer im-
proves the remediable efficiency. If adopted in the first
place, the bidding system should be replaced with a more ef-
ficient institution to protect the buyer's interests.
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Improving measurement. Effective measurement of
value received and cost incurred is a sine qua non of con-
tractual exchange, and efforts to improve measurement
can expand the contractible subset. Historically, contrac-
tual exchange has been fostered by the development of
specialized monitors in the form of private and public/le-
gal rules. Commonly agreed on weights and measures
and repositories of reputation such as the "Law Mer-
chants" of medieval Europe are examples of institutions
designed to improve measurement. Contemporary insti-
tutions devoted to measurement and information broker-
ing include the various standards organizations that are
so vital to the electronics industry. Although the signifi-
cance of standards is well recognized, it is less clear how
to order the relative capabilities of alternative types of
standards bodies. For example, mandated versus volun-
tary standards organizations often coexist but rarely are
studied.

The feasibility of contracting is linked directly to the
parties' inability to measure costs and values. Therefore, the
development of more complex, contingent contracting ele-
ments can be traced to parties' abilities to resolve the mea-
surement problem. Thus, it is likely not a coincidence that
the relatively recent movement toward extemai contracting
instead of internal bureaucracy has gone hand-in-hand with
the development of information technology, communication
systems, and flexible manufacturing technologies. Such
process innovations allow for both separation and focus and
guarantees and control.

For example, the measurement of advertising agency
performance (a neglected topic) is a classic example in
which IAs had been deficient before improvements in mea-
surement technologies led to a separation of validation from
execution. Historically, advertisers relied on the agency to
both develop the advertising and place it in the media. How-
ever, the development of sophisticated advertising monitor-
ing systems, the advent of real-time customer tracking pro-
grams, and the development of independent media
purchasing agencies have remedied the inability to measure
agency performance, at least to some extent.

How do we judge measurement improvement? Although
more precise measurement appears to be an unqualified
good (bow could better data hurt?), our remediable efficien-
cy criterion evokes a more stringent test for moving to an IA
with more precise measurements. The principal roadblock in
incorporating a more precise measurement technology is the
switchover feasibility test applied to the new IA.

For example, the widespread use of point-of-sale scan-
ners in grocery stores makes it technically feasible to control
inventories and stock-outs better. Tbis is the premise behind
efficient consumer response (ECR) in the food industry.
However, to realize these gains, it is necessary to shift the
responsibility for store-level inventories to the vendor.
Some retailers and wholesalers view vendor-managed in-
ventory systems with deep suspicion, and overcoming this
problem has proven to be the key hurdle in implementing
ECR. From our viewpoint, unless the prospective joint gains
can be reallocated through a suitable IA, a move to ECR is
not remediably efficient.

Another arena where better measurement does not al-
ways represent a remediably efficient improvement is the
nonprofit sector. There is a growing tendency to intro-
duce pay-for-performance contracting elements into non-
profit IAs with the aim of making them more efficient, on
the grounds that the nonprofit motivations of these agen-
cies are insufficient to motivate cost-efficient behavior.
Actually, the choice of a nonprofit IA is indicative of
strong noncontractibility problems in the first place, so
we might expect tensions between the pay-for-measured-
performance aspect of the revised IA and the special
goals of nonprofits. One study (Cragg 1997) finds that in-
troducing pay-for-performance for employment training
providers has the unintended effect of shifting the
providers' focus to easier-to-place clients. Put differently,
pay-for-performance is not a remediably efficienct reme-
dy for the apparent inefficiency of the provider agency
(i.e., because the performance itself is noncontractible).
Treating nonprofit agencies as if the noncontractual ele-
ments of the IA did not matter is wrong. Improvements
rest on identifying remediable efficiency improvements.

In summary, exchanges from tbe contractible subset can
and should be organized using contractual elements. Mech-
anism designs (of which agency theory is one variant) offer
useful, though complex, solutions to this design challenge.
Improvements in measurement increase the contractible
subset and sbould be sought, provided they are tested
against the feasibility standards for remediable efficiency,
not just against the joint profit standard.

Designing Ownership Elements of IAs

The next level of complexity in IA design is used to cope
with those outputs, investments, and efforts in tbe noncon-
tractible subset for which feasible contractual elements can-
not be specified satisfactorily. In this section, we study the
possibility of (re)organizing ownersbip as a means to redis-
tribute profits in support of activities tbat generate greater
joint profits.

Ownership reorganization. The incomplete contracting
work of Grossman and Hart (1986) defines IAs solely on the
basis of the ownership pattern and traces all the remediable
efficiency differences between IAs to their ability to offer
investment incentives through ownership of the relevant in-
vestment or asset. The general argument is that an IA that
features an ownership pattern that confers stronger property
rights on a particular investing party will evoke higher lev-
els of investment from that party, especially for nonrede-
ployable investments. Although this may appear an innocu-
ous rule, it is more complex when set in our framework,
which considers also the influence of the IE (as emphasized
by Nortb 1990) and alternative (contractual and social) IAs
(as articulated by Williamson 1996).

To illustrate tbe interaction of tbese elements, we note
that many branded product companies engage in taper inte-
gration (partial vertical ownership) in less-developed coun-
tries (e.g., China, India), with the express purpose of con-
trolling and avoiding expropriation by self-interest-seeking
distribution companies. This is done solely because of the
inability of the owner of the brand to enforce distribution
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contracts in these IEs. There is little doubt that these com-
panies view ownership as a second-best response to poor
contract enforcement in the IE (for example, see Van-
honacker 1997).

Ownership rights, as we consider them, consist of far
more than a simple claim to residual income (as is tradition-
ally the case in the agency theory and contracting literature).
Ownership of an asset is the (de facto) ability to redirect its
use and can be separated from claims to residual income.
Residual income (or at least some fraction of it) can be con-
tracted to another person (as would be the case with
mortgage-backed securities, for example). To illustrate, we
reconsider the independent insurance agent versus the
direct-writing insurance representative. Although both are
paid in a nominally identical fashion with a share of income
generated (a pure commission plan), the former owns the
client list. The direct-writing representative does not own
the list and thus cannot redirect its use. Instead, this discre-
tion belongs to the firm.

Giving the ownership of the list to the agent secures the
agent's investments in developing and servicing his or her
client base but evokes less investment by the firm in com-
plementary assets (e.g., building brand image). In the non-
contractible subset, the value created by investments and ef-
forts of the parties in the MVS is divided through
bargaining. If the firm were to own the list, the representa-
tive would be in a decidedly disadvantageous bargaining po-
sition. Thus, absent effective ownership of the list (or asset,
more generally), the representative would reduce its invest-
ment preemptively; the same is true of the firm. In reaching
this conclusion, Grossman and Hart (1986) argue that indi-
viduals are equally self-interested in alternative institutions,
and no superior auditing and/or measurement properties at-
tach to different institutional forms. Thus, firms are no more
capable of supervising their employees than their indepen-
dent representatives. Therefore, it is the ability to direct the
use of the asset ex post that matters.

Historically, as alluded to previously, contract theorists
put all their emphasis on the granting of claims on residual
income (a contracting IA) as a solution to the investment
problem, rather than on the reallocation of ownership. It
should be clear that this is insufficient in the noncontractible
subset. For example, a U.S. firm involved in a Chinese joint
venture found that though it had residual claims to more
than 50% of the operation's profits, it did not have sufficient
board control to exercise effective ownership. Its attempt to
expand the joint venture's scope by linking with a Shanghai
firm was blocked consistently by its North Chinese partner
(in this case, the effective owner).

Remediable efficiency and ownership reorganization.
We assess proposed ownership pattems with our three-part
test for remediable efficiency. The first test is ajoint profit-
increasing requirement for the proposed activity set. De-
signers contemplating the joint profit consequences of own-
ership reorganization can apply the following heuristic:

Joint profits increase when asset ownership accrues to the par-
ty whose investments are relatively more important to generat-
ing value. Specifically, the value loss were the actual owner

not to own the asset would be greater than the actual loss from
the other firm not owning the asset.

Notice that some loss occurs in all cases. Ownership is a
blunt instrument, and it dulls the nonowner's incentives (un-
like contracting in the contractible subset). Consider apply-
ing this rule to ownership of advertisements.

Devinney and Dowling (in press) show that, in the case
of the agency-advertiser relationship, both the agency and
client would be better off if the agency could claim greater
ownership in the relationship—in other words, if the agency
bought out the client (and its brands). However, this is in-
feasible because of the switchover costs. However, transfer-
ring copyrights to the intellectual property (i.e., advertise-
ment) from the creator to the client is quite feasible, as
witnessed in book publishing.

Although ownership favoring the more "important" in-
vestor improves value creation and passes our first test for
remediable efficiency improvement (the joint profit criteri-
on), such rearrangements might not always pass the second
and third tests (the reallocation and switchover feasibility
tests). Regarding reallocation feasibility, it may be impossi-
ble to transfer ownership credibly given the nature of the ex-
change and/or the IE. Regarding switchover feasibility, the
path to the new IA may be too costly to one of the partners.

Ownership reallocation feasibility is especially an issue
when knowledge or information assets are the subject mat-
ter of the exchange. These assets are difficult to transfer
even when efficiency considerations dictate it. At one level,
transferring ownership to the "correct" entity is difficult be-
cause of the "public good" nature of some know-how. For
example, Michelin has refused to engage in anything but di-
rect overseas investment and maintains an almost fanatical
level of secrecy. Its claim is that production technologies
that took decades to develop can be stolen with little effort.
In contrast, corporate knowledge can be so complex and em-
bedded that causal ambiguity makes transference impossible
without time and effort. For example. Chaparral Steel found
its expansion options limited because it could find no way,
other than through personal experience and training, to cre-
ate a new facility (Leonard-Barton 1996).

These are not immutable, exogenous characteristics.
First, the nature of the asset may be changed to make it more
transportable. Documentation and high bandwidth commu-
nications are one example. Another response is a private or-
dering solution in which the formal IE support from the
UCC and such is supplemented by judicial support or for-
bearance toward nonstandard and seemingly one-sided
agreements. The success of business format franchising as
an institution demonstrates that a fragile, intangible asset (a
brand name) can be effectively "rented out" in retum for lo-
cal managerial effort, despite all the problems inherent in
such an exchange. The hallmark of franchise systems is the
seemingly one-sided and "unfair" control of franchisees' op-
erations and fragile ownership rights of franchisees. These
features are key to making franchising a remediable effi-
ciency-improving alternative to corporate ownership. Be-
cause such fragile ownership pattems are unlikely to be sup-
ported in poorly endowed IEs, franchising companies
expanding into such nations will find more robust owner-
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ship patterns to be the IAs of choice under the remediable
efficiency criterion.

Ownership reallocation feasibility is especially complex
when one party is the state or polity. Consider the alternative
ownership arrangements for the noncontractible investments
of our newsprint recycling example, that is, investor-owned,
regulated, and publicly owned facilities. With investor-
owned facilities, the polity asks for bids from private in-
vestors to serve the market as an exclusive territory fran-
chise. In other words, the market is owned by the winning
bidder for a fixed term.

Such a transfer is not feasible in this case. It is especial-
ly difficult for a local government to claim credibly not to
expropriate the franchise asset's value, for example, by re-
fusing to allow price increases as energy costs rise (e.g.,
Troesken 1997). It is more credible for a multipolar polity,
such as the state and municipal governments, to make such
claims jointly. The Enron utility plant situation in India il-
lustrates this point. There, electric power is a purely central
government matter, and the original agreements were void-
ed by a newly elected central govemment when a more po-
tent provincial govemment might have prevented it (Rangan
1998).

Second, another ownership altemative relies on the cre-
ation of a quasi-judicial regulatory board with some inde-
pendence from the polity. Whether this is feasible depends
on the IE. Federal polities and de jure judiciaries are neces-
sary to create credible regulatory regimes, according to the
evidence across nations (Levy and Spiller 1994).'*

Third, public ownership of the immobile noncon-
tractible resources coupled with bids from private operators
to operate the facilities on a performance-contracting basis
could occur. However, as we noted previously, different in-
stitutional forms possessing similar incentive structures
will lead to similar outputs. Thus, public or private owner-
ship in this case does little to solve the incentive problem.
Matching public ownership of the fixed assets with private
ownership of their operation resolves the monopoly-pricing
incentive created by the single operator but does little to al-
leviate the investment incentive problem. This is identical
to the problem of the direct-writing insurance firm that
wished to use commission-only pay as an incentive. Own-
ership of the relevant assets blunts the incentive effect of
the pay contract.

In summary, ownership favoring the more important in-
vestor typically passes the first remediable efficiency test,
but the feasibility and switchover tests are more stringent.
Applying the feasibility test to our recycling case, the regu-
lated utility is the least complex but still feasible altemative.

Designing the Social Elements of IAs
We have shown that, when contracting becomes infeasible,
ownership structure adjustment is the least complex altema-
tive IA to support more efficient proposed activity sets.

''We offer the following (bold?) conjecture regarding the current
wave of electric utility reorganization away from regulated setups
toward more franchise-type bids: The change will be remediable
efficiency-improving only in larger jurisdictions with multiple
polities (e.g., counties rather than cities, states rather than
counties).

However, the desired ownership pattem also may be infea-
sible in the nonownership subset, as was previously shown.
We turn now to the consideration of social elements in these
circumstances.

There are bewildering arrays of social rules that can be
found in different parts of the world. We focus on efficient
social norms that support JPM activity sets. Efficiency of
social rules is explained by invoking the threat of being
shunned by the network. This provides a powerful incentive
for self-policing because the actions of one transgressor is a
"public bad" borne by all with whom the transgressor is as-
sociated. The desire of the participants to continue to expand
trading leads to an incentive to protect reputation.

However, entry into the network will be difficult and can
lead to an inefficient overreliance on less qualified insiders.
For example, the famed Benetton system of subcontracting
is highly flexible within the European and North Italian con-
text from which it sprung but has proven to be a serious con-
straint on the company's ability to expand effectively out-
side Europe.

Prominent scholars (e.g.. North 1990) argue that social
rules are more likely than not to be inefficient because the
path dependence of social rules tends to perpetuate incum-
bency. North points to long-lived social rules of the Suq
markets of North Africa to illustrate this. In the contempo-
rary marketing context, we find that advertising self-
regulatory bodies serve less to control quality and more to
protect agencies from clients and prying outsiders. Thus, so-
cial rules are complex to set up as well as take down.

To isolate plausibly efficient social rules, we focus on
trust-based norms that can bind parties to JPM activity sets.
Trust can operate at the level of a specific exchange (rela-
tional) or derive from a broader (reputational) level. Thus,
we consider network arrangements (e.g., the theory of clubs;
Ellickson 1991), reputation bonding (Devinney and Dowl-
ing, in press), personal ties (e.g., the Chinese tradition of
guanxi), and other trust-based social rules as informal next-
best alternatives to contractual and ownership-based eco-
nomic guarantees.'' To incorporate these trust-based social
elements into our design framework, we devise the follow-
ing typology of trust-based social rules (see Figure 3).

A typology of trust-based social rules. Trust-based social
rules run the gamut from simple and concrete rules to com-
plex and amorphous norms. At one end, two entities in-
volved in repeated transactions can readily create reciproci-
ty rules to favor jointly valued outcomes, even if such
actions are not legally binding. Thus, prisoners' dilemmas
are (almost) never dilemmas in repeat interactions. There is
considerable controversy about interpreting these behaviors
as farsighted self-interest (calculative trust, in Williamson's
[1993] language) versus altruism (noncalculative trust), but
either interpretation serves our purpose.

If we scale up from dyadic ties, multiple persons in a
tight network sometimes devise complex but efficient social
rules, for example, those developed by the New England
whaling community in the nineteenth century for determin-

5We note that some marketing scholars place primacy on these
social arrangements over economic elements (e.g.. Hunt 1997).
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FIGURE 3
A Typology of Trust-Based Social Rules

IE
Social norms (tmst)

IAs

Two-party rule
(e.g., reciprocity)
Multiparty rule
(e.g.. New England whalers)
Social organizations
(e.g., Califomia merchant coalitions)
Arbitrators, quasi-legal speciaiists
(e.g., law merchant system)

Simple, Concrete

1
Complex, Amorphous

ing disputed ownership of whales caught on the high seas.
Quaint expressions such as the "fast fish" and "iron holds
the whale" rules have been analyzed by Eliickson (1991) to
show how they supported efficient whale hunting.

The efficient social rules developed by more amorphous
communities are even more complex. Clay (1997) describes
the merchant coalitions among U.S. traders in Mexican Cal-
ifornia in the 1830s, after its independence from Spain. The
core feature of the coalition is reciprocal dealing among
loosely defined members (i.e., taking tums as agents and
principals). Enforcement for rule breaking was completely
informal and confined to a partial loss of future business.

This example is particularly revealing about the power
of efficient social rules because the preexisting Mexican le-
gal system did not allow for enforcement of civil contracts.
Thus, only the coalition's informal rules governed the trade
between resident merchants who bought hides (and other
products) from ranchers and manufactured goods from
ships. Ships' captains sold on credit, as did ranchers. Due to
fluctuating prices and the lack of a legal system, the adapta-
tion needs were severe. Clay (1997) concludes that these
rules were efficient by observing the huge increases in trade
concomitant with the growth of the coalition. Her analysis
also highlights the ambiguous antecedents of the develop-
ments of these efficient rules. Path dependence could have
developed them along inefficient lines (such as the Mexican
system that preceded it).

Even more complex than the reputation-based rules are
the efficient quasi-legal social rules devised to support ex-
change involving multiple parties separated by place, time,
and circumstances in communities that are even looser than
the geographically constrained California merchant coali-
tions. The merchant law system of private courts and judges
organized by European merchants in the Middle Ages and
later is an example of such a form. Unlike the merchant
coalition, this system used specialists who served as arbitra-
tors, adjudicators, and enforcers of the rules (North 1990).
Present-day arbitrators whose decisions are binding on the
parties represent contemporary examples of such private
law. They apply principles uniquely crafted to the specific

industry or context and are thus capable of supporting more
activity sets.

Remediable efficiency and social elements. To begin, we
reiterate that formal contracting rules and/or ownership set-
ups tend to be more powerful institutional forms compared
with these informal social forms (on the limits of social
rules, see North 1990). The available evidence shows that
informal social rules typically are trumped by formal legal
systems. For example, the United States's annexation of
California in 1846, which brought an enforceable contract
law with it, led to the demise ofthe merchant coalition pre-
viously described. Likewise, the European merchant law
systems ultimately evolved into codified law. We are con-
siderably more cautious about the roles and infiuence of so-
cial institutions than recent articles in marketing on trust
(e.g., Morgan and Hunt 1994), especially when norms sup-
porting social exchange must be developed purposefully.
Our view softens somewhat when the IE is endowed with
preexisting norms. This alleviates complexities associated
with actually developing norms to support a given ex-
change, leaving only complexities involved in social en-
forcement. Note that though the impact of norms and trust
have been studied considerably, there has been far less at-
tention given to the important issue of how these are to be
developed intentionally by managers.

The general principle about informal social rules under
the remediable efficiency criterion is that a more complex
rule is warranted only when a simpler form is demonstrably
insufficient and the more complex form is implementable.
Proposed social rules can be assessed with our familiar
three-part test for remediable efficiency. The first test is the
joint profit-increasing requirement for the proposed activity
set. This test was quite innocuous for contractual and own-
ership elements, and this is true here as well.

The other test has two parts, feasibility given support
from the IE and feasibility given characteristics of the ex-
change. We consider them in turn. The support from the IE
for using an informal social rule rests entirely on the preex-
isting norms in the IE. Thus, we cannot simply bring the
merchant coalition into existence. Instead, we must start
with the simplest social rules in our typology (dyadic reci-
procity) and scale up as time goes by. Thus, relational dyads
eventually coalesce into a network. When formed, however,
preexisting networks always can be used to good advantage,
as we alluded to previously.

The other part of the feasibility test deals with the char-
acteristics of the exchange. Are there particular characteris-
tics that make proposed social elements ill-suited to support
the associated activity sets? Outputs, investments, and effort
that are foreseeably subject to substantial revision do not sit
well with the highly path-dependent nature of informal so-
cial rules. Rapid obsolescence requires taking down existing
activity sets, which is not easy to do with social rules. For
example, in our recycling case, the preferred technology for
environmentally sound disposal is subject to frequent
change. Therefore, investments in a garbage burner are not
well supported by informal social rules. Research and de-
velopment is the generic category most affected by this pres-
sure of obsolescence.
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Switchover problems are likely to be the principal road-
block with the proposed social elements of IAs. Moving
away from one social rule to another may evoke anger and
some loss of solidarity. This is compounded by the path de-
pendence of social rules, whose legitimacy is wholly depen-
dent on precedence. An added difficulty is that we know lit-
tle about the process of designing and implementing a
wholesale social institution; thus, incremental changes tend
to prevail over wholesale changes in social rules.

Even though social institutions offer greater flexibility
than contracting and ownership in many circumstances, ob-
served social rules are not always, or even mostly, efficient.
Although trust generally improves support for JPM activity
sets, the remediable efficiency tests require us to emphasize
social rules as a last resort to more simple, manageable IAs.

Conclusions
The Value of Institutional Thinking for Researchers

Fruitful speculation on the nature of the evolution of mar-
keting institutions in the next century will alter the way mar-
keting academics approach the study of marketing. We fo-
cus on motivating empirical work, which is conspicuously
rare in this area. Absent empirical follow-up, our framework
will be no more successful than previous efforts to take in-
stitutions seriously. One advantage is that we have been able
to capitalize on several strands of work that have emerged
recently.

The remediable efficiency criterion at the heart of our
approach emphasizes the need to attend to several issues in
designing institutional arrangements. They must be efficient
in a joint profit sense, but they also must distribute gains so
that each party has incentives to implement its assigned ac-
tivities. They also must be feasible given the constraints of
the broader IE and the characteristics of the exchange. Fi-
nally, they must be achievable, in that firms can "get there"
from incumbent arrangements. These are detailed require-
ments that diverge significantly from prior approaches, in-
cluding those based on efficiency. We offer a few avenues
for research that follow from our discussion.

Comparing multiple institutional forms. There has been
extensive research in the marketing literature on transaction
cost analysis into when firms (ownership) replace contrac-
tual arrangements. We have expanded the field by compar-
ing these IAs with social rules. The most important question
emanating from our framework is whether contracts trump
social rules generally, or are there circumstances in which
we might observe social institutions predominating in prac-
tice, even though effective contracts could be written? Re-
searchers must be especially vigilant in answering such
questions; for example, in comparing contracts and social
rules, we are interested only in whether contracts trump so-
cial institutions within the contractible subset in which both
are feasible. Current research on social institutions tends not
to focus on their efficiency relative to other forms.

Switching between IAs. Transitions between IAs are not
automatic, and the costs of switching are a function of both
the new and incumbent institutions. What are the switching

costs associated with specific pairwise transitions between
IAs? What incumbent institutions make switches to con-
tracts, ownership, or social institutions more or less costly?
Also interesting are the interactions between institutional el-
ements during transitions. For example, are there certain
macrolevel institutions that exacerbate or elevate costs of
switching between more microlevel institutions? To illus-
trate, can common ownership serve as a transition institution
to make a common culture easier to establish, rather than be
an institution selected simply for its direct role on coordi-
nating exchange? Or, viewed in reverse, do firms with
strong common cultures require common ownership, or
should they revert back to arm's-length transactions
strengthened by both market incentives and their cultural
bonds when established?

Interactions between IAs in place. We have provided
several examples in which IAs in place interact in unintend-
ed ways. Our insurance sales and our pay-for-performance in
nonprofit organizations examples both illustrate that IAs can
interact in desirable or undesirable ways. Little research has
been devoted to such interactions, despite their importance.

Managing social institutions. An important point we
make is the difficulty of managing and purposefully devel-
oping social ties when these are not endowed on the rela-
tionship or IE. Relatively little is known about how complex
social institutions are developed and managed. Are strong
norms and culture galvanized by unique events in the histo-
ry of the marketing system or organization, by forceful lead-
ership, or by other institutions (e.g., gainsharing or employ-
ee ownership as a form of compensation)? Or, are any of
these necessary precursors?

The effects of IAs on market responsiveness. What are
the comparative effects of social and economic institutions
on adaptation? Do social institutions possess superior capa-
bilities to adapt to small but not large environmental
changes? Are firms with strong cultures or that use social
coordination at a disadvantage in perceiving and adapting to
differences across markets and IEs (as in the Benetton ex-
ample)? More research is needed.

Changing the value creation system. One important in-
sight from our discussion is that the characteristics of the
production system may be partially endogenous (e.g., infor-
mation assets may be transformed to more alienable forms).
To what extent is this a viable option, and when is it easier
to modify characteristics of the production system rather
than the IA?

Shifting competition to the system level. We have dis-
cussed how a network of firms linked by a set of IAs can en-
joy certain sustainable advantages due to the difficulty faced
by entrants in developing similar IA-linked networks and the
flexibility garnered from efficient institutional ties. An inter-
esting question is the degree to which particular IAs are more
or less imitable than others, and whether managers strategi-
cally can select institutions that, though more difficult to es-
tablish, are also more difficult to imitate as a means of es-
tablishing a positional advantage in the realm of institutions.
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Institutional arrangements with powerful partners. Our
efficiency focus emphasizes the need for proposed changes to
increase the profits of each affected firm in the MVS. How-
ever, power plays an important role in terms of both how the
gains in excess of this participation constraint are divided and
the credibility of certain IAs when powerful partners can
change the rules to their advantage. For example, we illustrate
the hazards of contracting with the state, especially under uni-
tary polities. This is especially interesting because the state
typically is viewed as having weak self-interests in profits.
We also hint that similar issues might arise in any social rela-
tionship. Interesting research questiotis include the degree to
which social institutions are more or less susceptible to pow-
er influences than contractual and ownership forms are.

Overcoming deficient IEs. To what extent do the IEs of
international markets, or different IEs in general, require
different IAs and strategies, as we have argued? Can strong
culture within the marketing system overcome deficiencies
in the IE? Put differently, are firms that struggle with defi-
cient IEs at fault for not adapting to the IE or attempting to
establish surrogate social institutions (and other institutions)
that arc absent in the IE?

What matters in the IE and why. Finally, we believe
there is considerable investigation needed into which exact
characteristics of the IE matter for institutional design. Is-
sues such as unitary versus federal polity do not appear (to
our knowledge) in texts on international marketing but are
important nonetheless. Many other features of IEs probably
are being overlooked as well.

The Value of Institutional Thinking for Managers

Practicing marketing managers have had a far greater ap-
preciation for the value of institutional structures and their
influence than have marketing theorists and academics. This
may be attributed partially to the willingness of practitioners
to accept ambiguity they cannot explain and the tendency of
academics to avoid messy details that fall outside the power
of elegant theory. However, the understanding that man-
agers have about institutional structures is arbitrary and su-
perstitious in the sense that it is adaptive and contextual. For
example, most managers historically have overemphasized
the importance of joint venture and alliance structures for
global market expansion and failed to understand the role
that more sophisticated ownership and contractual arrange-
ments can play in mitigating risk and ensuring long-run suc-
cess (e.g., Vanhonacker 1997).

Perhaps the most critical recommendation we can make
is to emphasize the importance that managers must place on
total system maximization. It is fundamentally important to
select strategies with an eye toward maximizing joint value
across the MVS. All too often, managers are concerned sole-

ly with the implications of a set of activities on their baili-
wick. This is perhaps best illustrated by the "more control or
ownership is good" mentality. At one level, this is com-
pletely rational. However, at tbe strategic level, top man-
agement must separate, to the greatest extent possible, the
issue of system maximization—what we call tbe JPM—
from the distribution of the net rents from the activity set.
Placing themselves in the shoes of the firm without control
or ownership is a simple means for managers to understand
why that firm too may need to share in control or ownership
to maximize the size of the pie created in the system.

A pervasive tendency in managerial decision making is
to reject options as infeasible too early in the decision-
making process. The application of remedial efficiency sep-
arates institutional thinking into three separate and ordered
component parts: the system's profitability, the allocation of
that profitability, and transition from the old to the new in-
stitutional configuration. The framework in Figure 2 ex-
pands these basic points into a process model for designing
institutions. We end our discussion with some illustrative
design principles for managers.

First, contracting trumps ownership, which trumps in-
formal social rules. There is an ordered hierarchy of the in-
temalization of institutional structures that should be con-
sidered in sequence. Social rules are less complex, however,
when they preexist between two firms or in the IE.

Second, devise pay-for-performance structures for con-
tractible subsets but not for other sets. Incentive contracts
fail to the degree that the measurement is weak, and to the
extent tbat measurement is weak, ownership and social rules
dominate contracting. Therefore, firms should avoid using
monetary incentives to motivate culture and ownership.

Third, ownership dulls incentives, so it should go to
more important investors. Ownership presents its own moral
hazard problem in situations in which there is more than one
owner. Tberefore, managerial control should reside with tbe
set of most important investors.

Fourth, devise designed-in inefficiencies to protect weak
economic and political property rights. In situations in
which weak IEs exist, institutional inefficiency can serve as
a protective mechanism. Combined with the preceding
point, it can be demonstrated how ownership control can be
ceded to a dominant group or owners while other stakehold-
ers rely on alternative IA mechanisms to make their influ-
ence felt.

Fifth, use simple informal social rules first and scale up
over time. Social rules are the most adaptive of institutional
arrangements, in the sense tbat they fill in cracks left by
more formal contractual and ownership structures, but their
path-dependent and causally ambiguous natures make them
the most difficult to change. Managers must appreciate the
full effects of social institutions on efficiency and flexibility.
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