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We augment transaction cost economics with social cognitive psychology to show that
contract framing is an important element in minimizing issues in focal exchanges and
managing buyer-supplier relationships. We find that exchange partners use promo-
tion-framed extendibility clauses to address contract duration in the presence of
greater physical distance, measurement difficulty, prior relationships in other busi-
nesses, and reusable technology. Our results suggest that contracts not only protect
against exchange hazards, but also function as relationship management tools.

No consensus exists in the strategy literature on
how contracts impact the development of buyer-sup-
plier relationships. Contracts help overcome ex-
change hazards (Williamson, 1985) but may also cre-
ate conflict between exchange partners (Macaualy,
1963). In this article, we seek to direct discussion
toward how contracts can be used to effectively man-
age transactions and partner relationships through
duration safeguards. We complement transaction cost
economics with regulatory focus theory from social
cognitive psychology to demonstrate that contracts
serve both to safeguard exchanges and facilitate (and
sometimes deter) the development of buyer-supplier
relationships, depending on how contract clauses are
framed.

Although scholars have extensively examined
contract use in a variety of buyer-supplier contexts,
much of this research focuses either on mitigating
opportunism by including specific contractual
safeguards or using different contract types (see,
e.g., Macher and Richman [2008] for a literature
review). Largely missing from the literature is an
understanding of how safeguards may have unan-
ticipated consequences for relationship develop-
ment between the parties. Ghoshal and Moran
(1996) suggested that by focusing on incentive
mechanisms and mitigating opportunism, firms
may unintentionally design contracts that lead to

All authors contributed in different but roughly equiv-
alent ways to this article. Comments are welcome; send
comments to Kyle Mayer.

dysfunctional relationships. We argue that contrac-
tual safeguards are not necessarily detrimental to
buyer-supplier relationships. By complementing
transaction cost economics with regulatory focus
theory, we suggest that firms can determine when
contractual safeguards are necessary and how to
frame them to induce appropriate behaviors during
exchange, as well as manage partner relationships
going forward. We propose that contract framing is
an important relationship management capability.

We believe strategy research benefits from our
combined economics and psychology approach for
at least two reasons.! First, social psychology in-
vestigates interactions between individuals and
groups in specific contexts, such as interfirm em-
ployee interactions, which can inform the develop-
ment and management of buyer-supplier relation-
ships. Second, firm outcomes are typically the
result of activities conducted by individuals with at
least some discretion over their actions (Thomp-
son, 1967). Social cognitive psychology sheds light
on individuals’ motivations and actions, which is
useful for understanding strategic decision making

' See Weber and Mayer (2010) for a theoretical discus-
sion of how regulatory focus theory and expectancy vio-
lation theory can help bridge the gap between transaction
cost economics and the relational view of governance
(e.g., Dyer & Singh, 1998; Ghoshal & Moran, 1996). The
authors determine when to use prevention and promo-
tion contracts and how each affects relationship devel-
opment and transaction performance.
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within and between organizations (Zajac & Bazer-
man, 1991). By integrating social psychology and
economic theories, we hope to contribute to and
stimulate multidisciplinary strategy research by ex-
amining how contract framing shapes buyer-sup-
plier relationships.?

Although psychological theory can address many
aspects of buyer-supplier relationships, one key ap-
plication is determining how to structure duration
safeguards. These safeguards specify when (i.e., at
what point) and how (i.e., under what circum-
stances) a contract terminates. Duration safeguards
are important for buyer-supplier relationships for
at least three reasons. First, they can influence
whether buyers and suppliers maintain ongoing
relationships. Second, they are intensely negoti-
ated by buyers and suppliers during contract for-
mation (Somers, 1993). Third, they are particularly
important when contracts play definitional roles in
exchanges. One example of such a definitional role
for contracts is seen when suppliers perform mod-
erately complex tasks with no fixed costs to spread
out over time or over other deliverables, as is com-
mon in information technology (IT) services and
other industries.

Because buyers typically make these contractual
provision decisions, they benefit directly from the
additional flexibility provided. In contrast, suppli-
ers are more reluctant to include duration safe-
guards, given the inherent uncertainties. We there-
fore focus on the suppliers’ perspective, as buyers
will always accept more flexibility. We also focus
on competitive contexts in which efficiency con-
siderations dominate, as buyers with sufficient
market power can force suppliers to accept such
provisions (Shervani, Frazier, & Challagalla, 2007).

When a buyer and supplier include a duration
safeguard in their contract, they must decide on
whether to frame it as an extendibility provision
(i.e., a shorter contract with an option to extend) or
an early termination provision (i.e., a longer con-
tract with the option to terminate early). The pay-
offs and tasks of a contract with an extendibility
provision that is not extended can be identical to
the payoffs and tasks of a contract with an early
termination provision that is terminated early.

? Our approach is not entirely novel, as behavioral
economics successfully combines economic and psycho-
logical theories (e.g., Camerer & Lowenstein, 2009). Be-
havioral economists generally model how biased percep-
tions impact economic behavior (Camerer, 2006); we
examine how framing activities affects economic behav-
iors between firms. We suggest that our approach does
not contradict, but instead complements, the behavioral
economics approach.

Only the decision at the project milestone (i.e.,
whether to terminate or extend) differs between the
two provisions. As a result, the framing of duration
safeguards provides an excellent setting in which
to examine how psychology can inform transaction
cost economics, which is agnostic about safeguard
framing.

To understand how contract framing impacts the
current exchange between parties and their ongo-
ing relationship, we tested our predictions using
proprietary data from a large IT services firm (here-
after, “Compustar”) and its contracts with different
buyers. Unlike the samples of earlier contracting
and buyer-supplier studies that have investigated
long-term contracts, our contract sample allows for
an examination of project-based transactions in
which a current contract impacts the ability of the
supplier to win future business from the buyer. We
examine in particular contracts in which a supplier
provides separable and moderately complex tasks
(e.g., not just filling in a template) to better deter-
mine when and where contract framing plays an
important role in the exchange and ongoing rela-
tionship. Because several other industries (e.g.,
film production, construction, music, telecommu-
nications, pharmaceuticals, and aerospace) con-
duct similar project-based work, our results likely
generalize beyond the IT services industry.

EXTENDIBILITY AND EARLY
TERMINATION CLAUSES

Extendibility and early termination provisions
act as safeguards against potential opportunism by
allowing buyers to alter exchange durations. These
two provision types operate differently, yet they
offer similar buyer protections. Extendibility provi-
sions provide safeguards by allowing the buyer to
unilaterally continue a contract for a specific pe-
riod beyond the end date if the supplier has per-
formed well. Early termination provisions provide
safeguards by allowing the buyer to unilaterally
terminate the contract before the end date if the
supplier does not meet prespecified conditions or
provides unsatisfactory performance.

Economic Drivers of Extendibility and Early
Termination Clause Inclusion

Extendibility and early termination provisions
might appear to be standard contract boilerplate,
but neither is implemented automatically. As with
other safeguards, the transaction cost economics
(Williamson, 1975, 1985) prediction is that dura-
tion safeguards are necessary for exchange to occur
only when transactional characteristics invite op-
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portunistic behavior. After parties elect to include a
duration safeguard, they must still decide how to
structure and frame it (that is, as a shorter contract
with a possible extension or as a longer contract
with a possible early termination). Consider Figure
1, which indicates that contract negotiation takes
place at M, (milestone 0) and maximum contract
duration lasts until M, (milestone 2) is completed.
The decision to either continue (extension) or not
continue (early termination) the contract until M,
is made by the buyer at M, (milestone 1). All deci-
sion points and milestones are identical in both
cases, including the performance metrics that de-
termine whether to continue to M,. The two provi-
sions also reach the same financial ends (i.e., pro-
vide the same payouts). For example, regardless of
whether M, occurs 10 percent into the project (e.g.,
the option must be exercised one month into a
project that will potentially last for ten months) or
80 percent into the project, the only difference be-
tween the clauses is the decision made at that mile-
stone—terminating a longer contract early or ex-
tending a shorter contract. Because these two
provisions are equivalent in terms of tasks, mile-
stones, schedules, and payoffs, transaction cost
economics does not provide particularly useful
guidance in determining when to use one versus
the other.

Psychological Drivers of Extendibility and Early
Termination Clause Inclusion

Extendibility and early termination provisions
can be structured to produce identical economic
ends, yet these clauses differ significantly from a
psychological perspective. An early termination
provision leads contracting parties to view a goal as
a minimal requirement, but an extendibility provi-
sion leads the parties to interpret the goal as an

ideal outcome. According to regulatory focus the-
ory, the dissimilar perspectives produce different
motivations, behaviors, and perceptions regarding
the parties’ exchange and ongoing relationship
(Higgins, 1998).

Regulatory focus theory is used widely in many
fields, including marketing (e.g., Louro, Pieters, &
Zeelenberg, 2005; Wang & Lee, 2006), entrepre-
neurship (e.g., Aidism, Mickiewicz, & Sauka, 2008;
Baron, 2004), health care (e.g., Keller, 2006; Mey-
erowitz & Chaiken, 1987), and persuasive commu-
nications (e.g., Lee & Aaker, 2004). Regulatory fo-
cus theory suggests that different framing of the
same goal leads to different emotional responses to
meeting or missing the goal, as well as different
behaviors in pursuing it. If a goal is framed in a
“prevention manner”—which can be situationally
induced by a loss frame (Roney, Higgins, & Shah,
1995)—then an individual will view it as a minimal
goal (Higgins, 1998) that must be met. In contrast, if
the same goal is framed in a “promotion manner”—
which can be induced by a gain frame—then the
individual will instead view it as a maximal goal
that represents an ideal outcome. The individual
experiences high-intensity happiness if the
achieved goal was promotion-framed (i.e., achiev-
ing this goal represents a profound accomplish-
ment), whereas he or she experiences low-intensity
calm if the same goal was prevention-framed.
When the same goal is not achieved, the individual
feels low-intensity sadness if it was promotion-
framed, since failing to reach a maximal goal is
seen as falling short of an ideal (but not failing), but
if the same goal was prevention-framed, the indi-
vidual feels high-intensity agitation as the result of
falling short of a minimum requirement.

The different emotional reactions based on goal
framing also lead to different goal pursuit behav-
iors, given the different motivations. When a goal is

FIGURE 1
Framing Contract Duration: Early Termination and Extendibility Clauses
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framed as prevention-focused, an individual dis-
plays vigilant behavior in an effort to prevent mis-
takes (i.e., avoid errors of commission). The high-
intensity agitation felt if the minimal goal is missed
creates a strong drive to avoid failure that takes
precedence over the weaker drive to achieve suc-
cess, created by the low-intensity calm felt in meet-
ing the minimal goal. Alternatively, when the same
goal is framed as promotion-focused, an individual
displays creativity and flexibility in an effort to
avoid missing possible solutions (i.e., avoid errors
of omission). The high-intensity happiness experi-
enced in meeting an ideal goal creates a strong
drive to achieve success that overwhelms the
weaker drive to avoid failure, created by the low-
intensity sadness felt at missing the goal. As the
sting of failure is not as intense as the jubilation of
success, an individual with a promotion focus is
more likely to pursue creative and flexible options
in an effort to meet the ideal goal and is less likely
to be overly concerned with failing.’

The different goal framings also lead to different
relationship experiences. A prevention focus em-
phasizes vigilance and limiting mistakes—suggest-
ing a successful relationship is one in which errors
are avoided. Contracting parties in such relation-
ships only experience low-intensity calm when the
outcome is successful, and as a result, feelings be-
tween parties border on neutral as opposed to pos-
itive. By contrast, a promotion focus emphasizes
creativity and flexibility in reaching ideal goals.
Contracting parties experience high-intensity emo-
tional upsides if goals are met and low-intensity
emotional downsides if not, resulting in higher lev-
els of partner satisfaction and commitment (Win-
terheld & Simpson, 2008).

Prevention and Promotion Framing of
Duration Safeguards

The contrasting effects of prevention and promo-
tion framing can be used in contract design to in-
fluence exchange expectations. Prevention-focused
clauses emphasize project performance based on
exact specifications and meeting specific mile-
stones during execution, but promotion-focused
clauses emphasize flexibility and creativity in proj-
ect execution (Pham & Higgins, 2005). Duration
safeguards can therefore be framed in either a pre-
vention (early termination) or promotion (extend-

3 In each of these scenarios, the goal is held constant
but framing differences change perceptions around goal
success or failure and thus affect how the goal will be
pursued.

ibility) manner to strategically induce task-appro-
priate behavior and shape the ongoing exchange
relationship. An extendibility clause is a promo-
tion-focused duration safeguard that frames the
specific goal of continuing an exchange until M, is
completed (refer to Figure 1) as an ideal goal. As
such, the contract either is extended (to include
M,), which is seen as a gain, or ends (at M,), which
is seen as a nongain. In contrast, an early termina-
tion clause is a prevention-framed duration safe-
guard, which frames the same goal of continuing
the exchange until M, is completed as a minimal
goal. As such, the contract either is terminated
(after M,) and is viewed as a loss or continues (to
M,) and is viewed as a nonloss.

Interviews conducted by one of the authors con-
firmed a distinct difference in how managers and
engineers perceive duration safeguards and their
associated framing. One Silicon Valley manager ex-
plained that when a contract contains a detailed
early termination clause, his task is to “basically do
just enough to prevent the customer from exercis-
ing the clause.” He went on to suggest that “it is
frustrating sometimes because I can’t do anything
the least bit risky as I might miss a deadline and
give them the right to terminate the engagement
early, which would be a huge issue for me and my
career . . . having a project cut off early is a killer.”
If the task in this example requires flexible behav-
ior or creativity, the duration safeguard impedes
this behavior and results in a negative exchange
experience for both parties. Another manager indi-
cated that “avoiding early termination is expected
while getting a customer to extend looks better
upstairs.”

Impacting a current exchange. Since a promo-
tion frame initiates big picture (or global) informa-
tion processing (Forster & Higgins, 2005), extend-
ibility clauses induce both firms involved to focus
on the potential duration of their extended contract
(extended to M,) and display creative and flexible
behavior in an effort to reach this ideal goal while
avoiding sins of omission. In contrast, a prevention
frame encourages detail-oriented (or local) informa-
tion processing (Forster & Higgins, 2005), and early
termination clauses induce exchange partners to
focus on completing the first project part (i.e., going
to M;) rather than the entire potential project (i.e.,
to M,), and display vigilance in an effort to meet
the minimal goal and thereby avoid sins of
commission.

An extendibility clause therefore enhances per-
formance in a current exchange if a project requires
creativity and flexibility (e.g., when leading-edge
technology is being developed), and an early termi-
nation clause has a similar effect when vigilance is
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required (e.g., when adherence to detailed specifi-
cations is critical). As such, we suggest that align-
ing exchange expectations with induced behavior,
by matching duration clause framing with the char-
acteristics of a transaction, will lead to superior
performance outcomes.

Impacting the ongoing relationship. Contract
framing impacts perceptions about the relationship
between exchange partners and directly affects
whether these parties will continue to work to-
gether in the future in at least three different ways.
First, different framings lead a supplier to view the
same goal differently, which induces different emo-
tions when it is reached or missed. In one inter-
view, a Silicon Valley manager revealed that when
a buyer exercised an early termination provision, a
supplier engineer working on the project refused to
work on subsequent projects with that buyer, but
did not react similarly when buyers did not extend
projects. Why is termination more painful than
nonextension when the supplier reaches the exact
same endpoint under both scenarios? If a smaller
contract is not extended (ends at M,), the supplier
still interprets the nongain as a somewhat positive
outcome because the core part of the contract has
been successfully completed. The reaction is tinged
with low-intensity sadness, however, from not hav-
ing achieved the ideal goal. If the buyer terminates
a larger contract prematurely (ends at M, ), the sup-
plier feels high-intensity agitation as the minimal
goal was not achieved. Similarly, if a contract is
extended (to M,), the supplier experiences high-
intensity happiness at the gain, as it is allowed to
continue working for a period beyond the original
contract term, thus meeting an ideal goal. If the
contract is not terminated at M,, however, the sup-
plier experiences low-intensity calm at meeting the
minimal goal. The high-intensity negative emo-
tions at missing the minimal goal, coupled with the
low-intensity positive emotions at meeting the
goal, produce negative to neutral feelings, fostering
a more arms-length relationship with lower levels
of partner commitment (Winterheld & Simpson,
2008). In contrast, because both the high-intensity
positive reaction at reaching the ideal goal and the
low-intensity negative reaction at not meeting it are
inherently more positive than either reaction under
a prevention frame, parties develop more positive
feelings about the exchange when an extendibility
provision is used, rather than an early termination
provision. These feelings can subsequently posi-
tively impact relationship longevity.

Second, contract framing also impacts how am-
biguous actions are interpreted in an exchange,
which influences the relationship between the par-
ties. Extendibility clauses induce a focus on posi-

tive aspects of the exchange, but early termination
clauses draw attention to the negative aspects. As
such, when a behavior is ambiguous, it will be
interpreted positively under an extendibility clause
and negatively under an early termination clause.
The display of positive behaviors fosters greater
satisfaction and trust between the parties, suggest-
ing that an extendibility clause prolongs the overall
relationship. In contrast, the interpretation of be-
haviors as negative due to an early termination
clause may damage or end the relationship.

Finally, a promotion-framed contract is more
likely to promote trust than a prevention-framed
contract by inducing creativity, flexibility, and col-
laboration and generating fewer negative (and
arms-length) emotions. When a supplier seeks a
longer-term relationship with a buyer, it may be
able to use promotion-framed contract clauses as
one mechanism to facilitate trust development,
which should increase its chances of winning fu-
ture business from the buyer.

HYPOTHESES

Our hypotheses examine how particular project
and relationship characteristics impact duration
safeguard framing to prevent problems in a current
buyer-supplier project as well as extend the ongo-
ing relationship. We believe that framing is partic-
ularly likely when a project is more complex (i.e., is
not for standard transactions such as buying nuts
and bolts) and thus plays an important definitional
role in laying out nonobvious responsibilities. We
focus our theory on project-based buyer-supplier
exchanges in which contracts are independent of
prior projects and each other, are at least moderately
complex, and do not involve multiyear deals with
fixed administrative costs (e.g., defense contracting).

Preventing Problems in the Current Exchange

Duration safeguard framing can be used to limit
or prevent contentious buyer-supplier issues aris-
ing by better aligning expectations with actual be-
havior. In IT services, we suggest that duration
safeguard framing is beneficial for issue avoidance
when (1) geographic distance between the parties
exists and (2) project measurement issues are a
concern.

Geographic distance. Although not investigated
widely in contract research, geographic distance
between parties greatly increases exchange chal-
lenges. Information transfer between parties is
more difficult with greater geographic distance
(Jaffe, Trajtenberg, & Henderson, 1993) and leads
to increased exchange uncertainty. Greater geo-
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graphic distance between contracting parties also
makes monitoring more difficult and costly (Kal-
nins & Lafontaine, 2004; Mayer, Weber, & Wu,
2009). The greater uncertainty and more limited
abilities to monitor the supplier compel the buyer
from an economic perspective to include a dura-
tion-based contractual safeguard. The economic ra-
tionale for utilizing a safeguard does not inform the
early termination versus extendibility provision
choice, however, as both clauses provide similar
supplier opportunism protections.

We suggest that a psychological approach pro-
vides a more thoughtful perspective. A prevention-
framed early termination clause emphasizes buyer
monitoring to ensure a supplier meets detailed per-
formance specifications. Because monitoring is
more difficult with geographic distance, however,
the parties experience greater conflict. In contrast, a
promotion-framed extendibility clause allows for
supplier flexibility, yet still safeguards against sup-
plier opportunism (i.e., allows shorter contracts to
not be extended). Extendibility clauses thus allow
the buyer to better address the uncertainty created
by geographic distance, while inducing behavior
conforming to the reality of the exchange.

Geographic distance also affects party relation-
ship formation. In IT services, a collaborative rela-
tionship is generally desired to facilitate project
task completion. Because face-to-face interactions
foster development of collaborative relationships, a
contract plays less of a role when the parties are
geographically proximate and have more frequent
interaction opportunities. Conversely, the contract
is a much larger factor in how geographically dis-
tant parties perceive the exchange and one another.
For example, if the contract contains punitive pro-
visions but the parties work in close geographic
proximity, they may overlook this negative impli-
cation by attributing the terse contract language to
lawyers. With more geographic distance, however,
each party is more likely to use the contract to
interpret the other’s intentions. When the parties
are geographically distant, prevention-framed con-
tract provisions lead to the development of arms-
length relationships rather than committed and co-
operative relationships. We therefore suggest that
extendibility clauses are more likely when ex-
change partners are more geographically distant.

Hypothesis 1. When a buyer and supplier are
geographically distant, their contract is more
likely to contain an extendibility provision
than an early termination provision.

Measurement difficulty. For certain deliver-
ables, quality is not readily apparent ex post (Al-
chian & Demsetz, 1972; Holmstrom, 1979). From an

economic perspective, quality measurement diffi-
culties provide the supplier greater opportunity to
shirk and suggest the buyer will demand greater
control. This type of situation often results in firm
decisions to make instead of buy (e.g., Anderson,
1985; Anderson & Schmittlein, 1984; Mahoney,
1992). But when integration is not feasible or prac-
tical, a contractual solution such as a duration safe-
guard may be more effective. As with geographic
distance, the economic rationale for including a
duration safeguard does not elucidate which provi-
sion type to include in the contract, as both protect
the buyer from potential supplier opportunism.

Psychology provides a better understanding of
which duration safeguard is more appropriate. As
suggested, an early termination clause leads sup-
pliers to vigilantly perform to strict specifications
and buyers to actively monitor supplier perfor-
mance. If supplier performance is hard to assess ex
post, outlining performance metrics ex ante often
leads to misspecifications and supplier behavior
incompatible with exchange task requirements
(e.g., suppliers work to the letter of specific con-
tract requirements rather than trying to do the best
job overall). Moreover, a buyer focused on detect-
ing supplier mistakes perceives ambiguity (result-
ing from measurement difficulty and/or misaligned
performance expectations) as failure to meet mini-
mal goals. Finally, if the buyer and supplier dis-
agree over deliverable quality (again owing to mis-
aligned performance expectations), the supplier
considers early termination to be particularly un-
just. As a result, an early termination clause exac-
erbates issues that arise from measurement
difficulty.

In contrast, an extendibility clause deemphasizes
performing to detailed specifications. Although
measurement difficulties remain, the supplier does
not commit to potentially ill-defined and/or inap-
propriate performance milestones, which allows
both exchange partners to avoid unnecessary con-
flict. Because an extendibility provision fosters
greater partner satisfaction and deemphasizes de-
tection of supplier mistakes, performance ambigu-
ity is perceived as flexibility and not as failure.
Finally, if the buyer declines to extend the ex-
change, the supplier does not experience an intense
negative reaction because a maximal (not minimal)
goal was not realized. As a result, the psychological
ramifications suggest that both parties prefer an
extendibility clause to an early termination clause
when quality is difficult to measure.

Hypothesis 2. When the quality of project out-
put is difficult to measure, a contract is more
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likely to contain an extendibility provision
than an early termination provision.

Extending an Ongoing Relationship

Contract framing can also extend relationships
between buyers and suppliers. In an IT services
context, buyers are particularly important when (1)
the supplier and buyer have prior relationships in
other lines of business and (2) the supplier devel-
ops reusable technology.

Prior relationships in other lines of business. If
the parties have no prior history and thus have had
no chance to build up trust or learn to work with
one another, the supplier has strong incentives to
maintain its focal exchange relationship with the
buyer. If the buyer and supplier have a prior rela-
tionship in the current line of business, however,
the contract is less likely to be salient as a means of
shaping the relationship (Gulati, 1995). Although
the contract still complements trust, there may be
less for the contract to provide as the parties un-
derstand or have learned how best to work together.
If prior relationships exist in other lines of business
(i.e., the buyer procures goods or services from
other supplier business units), however, the buyer
is especially important to the supplier, given the
project portfolio. We focus therefore on relation-
ships in other lines of business, because the con-
tract plays an important role in shaping the rela-
tionship and the framing decision is particularly
salient.*

Prior relationships in other lines of business in-
crease the value of a buyer to a supplier and the
desire of the supplier to maintain and extend the
relationship. The transaction cost economics pre-
diction is that prior relationships lead to “hostage”
conditions and strong incentives for a supplier to
act in good faith (Williamson, 1983), because a
buyer can terminate the entire relationship if the
supplier acts opportunistically (de Figueiredo &
Teece, 1996). Hostage conditions may prevent the
supplier from deliberate opportunism, yet the
buyer may still interpret supplier behavior as such,
particularly if it deviates from expectations. In such
cases, the buyer will demand a contract duration
safeguard, both to protect itself and to more effec-
tively align expectations and limit potential misun-
derstandings (Mayer & Argyres, 2004). Although
the supplier business unit involved in the focal
exchange might not desire a duration safeguard
because it limits options, supplier corporate head-

*We controlled for prior ties in the current line of
business in our empirical analysis.

quarters will demand the safeguard to protect the
broader relationship. Since the overall business
with the buyer is more important than any one
specific exchange, corporate incentives usually
take precedence over business unit incentives.
Transaction cost economics implies safeguard in-
clusion, but it does not inform optimal framing, as
both provisions are equally capable of protecting
the buyer by better aligning expectations and pre-
venting opportunism.

Social psychology better addresses the framing
decision. Under an early termination provision, the
overall relationship becomes a tally of supplier er-
rors, as both parties are focused on avoiding missed
performance goals. If exchanges in all lines of busi-
ness are based on prevention-framed contracts, the
cumulative missed performance goals create nega-
tive supplier impressions that threaten the relation-
ship. If and when termination occurs, both parties
experience personal relationship costs as buyer-
supplier ties are broken prematurely (Guiltinan,
1989). These negative aspects undermine the
broader buyer-supplier relationship.

In contrast, an extendibility provision empha-
sizes positive milestones. The broader relationship
between contract parties represents the sum of pos-
itive supplier events and serves as the foundation
for a solid relationship. The greater creativity pro-
vided by an extendibility provision allows the sup-
plier to provide superior product and service solu-
tions for various business units. Finally, a
promotion-framed duration safeguard mitigates the
impact of exercising this clause on the broader
relationship, as choosing not to extend a project in
one line of business is less likely to negatively
impact relationships in other business lines. We
therefore hypothesize that an extendibility clause
is more likely when prior relationships exist be-
tween a buyer and supplier in other lines of
business.

Hypothesis 3. When a buyer and supplier have
prior relationships in other lines of business,
their contract is more likely to contain an ex-
tendibility provision than an early termination
provision.

Reusable technology. Buyers are also particu-
larly important to suppliers when the technology
in a focal exchange can be reused (with minor
modifications) for other potential projects. Buy-
ers at the technological frontier frequently spur
suppliers to develop leading-edge services and
applications that can be redeployed to other buy-
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ers.” Suppliers therefore desire to retain these buy-
ers as sources of innovation. Moreover, the buyer is
attractive to the supplier because the ongoing reus-
able technology development is funded directly by
the buyer and not from the supplier’s own R&D
budget. The supplier therefore has strong incen-
tives to develop an ongoing relationship with the
buyer so external funding continues.

From an economic perspective, when parties
contract around a leading-edge IT services project
utilizing relatively standardized hardware and soft-
ware (e.g., Oracle databases, SAP systems), the sup-
plier may act opportunistically by generalizing the
technology to other buyers, which may not be ef-
fective for or useful to the focal project. In a project-
based environment, it is generally infeasible for the
parties to agree to a long-term contract, however,
since neither party can accurately predict future
needs and costs. The buyer cannot identify its spe-
cific needs in order for the supplier to provide a
price, and the supplier cannot know with certainty
the costs of performing future services. According
to transaction cost economics, the buyer will desire
a performance-based duration safeguard in the con-
tract to protect itself from potential supplier oppor-
tunism, but this theory does not provide guidance
as to how this safeguard should be framed (i.e.,
early termination or extendibility), as both are ec-
onomically equivalent.

From a psychological perspective, the supplier
wants the buyer to focus on positive exchange as-
pects to prolong the ongoing relationship. The sup-
plier also desires flexibility within the exchange to
enhance technology development creativity that
may benefit both current and future buyers. An
extendibility provision sets positive expectations
as it emphasizes achieving performance goals as
opposed to missing them. This promotion-based
framing also leads to the development of more pos-
itive emotions and more favorable judgment as to
whether or not the goal has been achieved than
does use of an early termination clause. Promotion
framing also leads to greater feelings of satisfaction
and commitment, which help extend the exchange
partner relationship. In contrast, an early termina-
tion provision emphasizes negative exchange as-
pects and leads to more vigilant behavior by both
parties. If the buyer is constantly policing the sup-

® In the IT services industry, the technological frontier
does not typically involve path-breaking innovation, but
rather a new type or level of service or application that
other customers are likely to desire, because many cus-
tomers tend to use common platforms and programs in
their data centers.

plier’s performance, a collaborative and long-term
relationship is more difficult to develop (Gulati &
Singh, 1998; Macaulay, 1963). We therefore suggest
an extendibility clause is more likely when projects
include reusable technology.

Hypothesis 4. When a project includes reus-
able technology, the contract is more likely to
contain an extendibility provision than an
early termination provision.

EMPIRICAL ANALYSIS

Industry Context: The Information Technology
Services Industry

IT services is an ideal industry in which to test
these hypotheses, given its size and importance in
almost all sectors of the global economy. The in-
dustry is characterized by rapidly changing tech-
nology around the storage, transfer, and manage-
ment of information, typically using mainframes,
servers, and other related hardware. IT services
firms perform a variety of projects for their custom-
ers, including but not limited to designing custom-
ized software systems, updating and maintaining
existing software or hardware systems, and assist-
ing with network design and security.

IT services work is performed predominantly on
a project basis. A buyer identifies an IT project and
then secures resources to fund and complete it.
Each project is sourced separately—that is, the
buyer engages a particular IT services firm for one
project but can engage other IT services firms for
other projects. Most projects are complex, and they
often require the development of novel and/or pro-
prietary technology. These industry attributes sug-
gest that it is often worth the extra effort for con-
tracting parties to build collaborative relationships
that encourage flexibility and creativity. As a con-
tract serves a key role in defining an exchange,
contract design (including duration options) is par-
ticularly important.

Data

We tested our hypotheses with data from Com-
pustar, a provider of computer-related hardware
and IT services that has produced mainframes and
related hardware since the 1970s and entered the
platform-independent IT services business in the
mid 1980s.° By 1997, the company’s IT services

¢ “Platform-independent” means independent of the
type of hardware that will be used to supply services,
which include network support, programming, data mi-
gration, and more.
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division accounted for revenues of approximately
$100 million worldwide. Compustar’s buyers are
mostly Fortune 1000 firms, as its core mainframe
business naturally coincided with the needs of
larger clients.

This firm provided access to IT services contracts
with buyers, as well as corresponding internal doc-
umentation and other records in its corporate con-
tracts library. One of the authors inspected IT ser-
vices contracts spanning the years 1986—98. This
sample includes IT services contracts between the
firm and 141 customers and represents approxi-
mately 25 percent of the Compustar contract pop-
ulation. A review by Compustar personnel indi-
cated that this sample was representative, in terms
of such features as customer industries repre-
sented, customer size, and the number of contracts
between Compustar and a customer. Several con-
tracts could not be used because of missing data (17
in total) or because they perfectly predicted one of
the dependent variables (11 in total).” Each of the
385 remaining contracts in the sample documents a
discrete project for which Compustar supplied IT
services. A typical IT services contract is about five
pages long and is designed to accomplish a specific
task. It contains a detailed project description, in-
cluding the type of service required and the parties’
responsibilities. Some projects specify a fixed fee,
and others stipulate time and materials (e.g., an
hourly wage with or without a maximum number
of hours). Project duration can range anywhere
from one week to more than a year, and project
values range from one thousand to several hundred
thousand dollars.

Two experienced Compustar engineers familiar
with the contracts library coded several sample
variables. To ensure measurement validity, we
used the following coding process: Each engineer
first coded the same 80 randomly selected con-
tracts. The two engineers and one of the authors
then examined all 80 contracts and identified cod-
ing discrepancies in some variables (“measurement”
[three], “reuse” [five], “programming” [two], and “in-
novation” [one]; variables are described below). The
engineers then discussed conflicts and converged
on the same criteria to code the remaining con-
tracts. One of the authors also interviewed IT pro-
fessionals inside and outside of Compustar to dis-
cuss the measures and solicit additional comments
and feedback.

7 The omitted contract type calls for the supplier to be
compensated as a percentage of the money that the sup-
plier saves the buyer. None of these 11 contracts con-
tained an extendibility or early termination clause.

Measures

Dependent variables. Extend was coded 1 if an
IT services contract allowed the buyer the unilat-
eral right to extend the project and 0 otherwise.
Early termination was coded 1 if a contract allowed
the buyer the unilateral right to terminate the proj-
ect prior to completion and 0 otherwise. Of the 385
contracts in the sample, 51 included an early ter-
mination provision, and 55 included an extendibil-
ity provision. If a provision was included, rights
were granted to the buyer but not to the supplier
(Compustar). Two contracts that contained both
early termination and extendibility clauses—sug-
gesting the incidence of both clauses used jointly is
rare—were eliminated from the sample.? The re-
maining 279 contracts in the sample did not con-
tain either provision but are included in our econo-
metric analysis to demonstrate robustness.

Independent variables. Hypothesis 1 examines
the effects of geographic distance. During the sam-
ple period, Compustar had five U.S. offices (includ-
ing headquarters) staffed with IT professionals and
sales personnel. Minimum distance was a continu-
ous variable measuring the natural log of the geo-
graphic distance between the customer in a focal
contract and the closest Compustar office. A robust-
ness variable alternatively examined whether a
geographic distance cutoff influenced the use of
either contract provision. Any office 50 is a dichot-
omous variable coded 1 if the closest Compustar
office was within 50 miles of the customer and 0
otherwise.

Hypothesis 2 examines the effects of supplier
quality measurement difficulty. Measurement cap-
tures the cost of measuring quality after project
completion and is based primarily on technological
aspects. Given the largely subjective nature of mea-
surement costs, Compustar personnel coded mea-
surement as 1 if quality was difficult to determine
and 0 if it was readily apparent. The coding crite-
rion used was whether a brief, inexpensive test or
inspection could determine the quality of the
work done.

Hypothesis 3 examines the effects of prior rela-
tionship breadth in other lines of business. Infor-
mation on the level of business each customer had
completed with Compustar prior to a focal project
measured this effect. Compustar was reluctant to
provide customer dollar values but did develop a

8 These contracts were special cases involving longer
than average projects. As both clauses are found together
in less than 0.5 percent of our sample and industry ex-
perts indicated that both types in a contract is highly
unusual, we do not address these special cases.
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Likert-type variable for relationship breadth.
Breadth, which captured the extent of non-IT ser-
vices provided by Compustar for each customer,
ranged from 1 (no prior ties in other lines of busi-
ness) to 7 (one of the largest customers outside of IT
services). A robustness variable represented the
number of Compustar business lines (excluding IT
services) a given customer had purchased from
Compustar. Lines was a count variable ranging
from 0 to 9, with purchases by a buyer across more
business lines representing more extensive ties be-
tween the firms.

Hypothesis 4 examines the effects of reusable
knowledge. Reuse was coded 1 if a project had the
potential to produce knowledge that Compustar
could reuse for projects with other customers and 0
otherwise. Compustar engineers coded reuse on the
basis of examination of the contract for a project
(not project execution).

Control variables. We employed several vari-
ables to control for other factors that might influ-
ence the use of early termination or extendibility
provisions. Compustar’s use of duration provisions
may have changed over time, possibly as a result of
the firm’s learning how to write better IT services
contracts. This learning was likely greatest at the
beginning of the sample period, as Compustar was
relatively new to the IT services industry at that
time, but may have leveled off as Compustar gained
more experience. Two variables controlled for
changes in the use of contractual provisions over
time. Time was a linear time trend coded 0 for
1986, 1 for 1987, and so on, and time squared was
coded as the square of time and allowed the use of
contractual provisions to vary over time nonlin-
early. We also utilized year fixed effects as a
robustness test.

We controlled for three distinct but commonly
used contract types. Fixed fee was coded 1 if a
contract required completing a specific task in ex-
change for a predetermined total price and 0 other-
wise. Time and materials was coded 1 if a contract
indicated an hourly or daily rate plus expenses
until the task was completed and 0 otherwise. Hy-
brid was coded 1 if a contract specified both an
hourly wage and a maximum amount the buyer
could be charged (with Compustar covering ex-
penses above this amount), and 0 otherwise. This
contract type combines the features of a fixed fee
and a time and materials contract. Fixed fee served
as the omitted category in our empirical estima-
tions. Because fixed fee contracts are more difficult
to negotiate with early termination or extendibility
provisions, we expected these contracts to be less
likely to include either provision.

We also included several other control variables
that not only potentially influenced the use of du-
ration provisions, but also helped control for alter-
native hypotheses. Compustar has superior internal
capabilities relative to its competitors in servicing
hardware that it designed and manufactured. Com-
pustar hardware was coded 1 if a project involved
Compustar hardware and 0 otherwise. Compustar
engineers are acknowledged experts at servicing
mainframes from other vendors because of their
experience and training in all aspects of mainframe
technology. Mainframe was coded 1 if a contract
involved mainframe computers and 0 otherwise.
Although Compustar has relative strengths in these
areas, the technology used is not proprietary. If a
close, cooperative relationship with a buyer is de-
sired, we believe the supplier will tend to set pos-
itive expectations via extendibility clauses. An-
other capability-related variable examined the use
of Compustar’s proprietary technology. Compustar
engineers used both a list created by Compustar
personnel of proprietary technologies important to
the firm’s IT services competitive advantage and
examination of the contracts to code proprietary (1
if one or more of Compustar’s proprietary technol-
ogies was required for a project and 0 otherwise).

Areas in which Compustar’s capabilities were
acknowledged as weaker or at best equivalent to its
competitors’ were servicing other vendors’ non-
mainframe hardware and programming. Other
hardware was coded 1 if a contract involved hard-
ware from another vendor and 0 otherwise. Com-
pustar was founded as a hardware firm and has
relatively limited experience in programming. Pro-
gramming was a dummy variable coded 1 if a proj-
ect involved programming and 0 otherwise. In both
cases, Compustar was less confident that it would
be able to meet the positive expectations set by an
extendibility clause. We believe that, rather than
create strong negative emotions by violating these
positive expectations, suppliers tend to set negative
expectations up front using an early termination
clause.

Three other project-level attributes that may af-
fect the duration provision decision were also in-
cluded. IT services projects that require the parties
to depend upon one another provide greater oppor-
tunities to interact and give the buyer additional
information regarding the supplier’s abilities and
character. These interdependencies are described
in the deliverables and responsibilities sections of
the contracts in our data set and were coded by the
Compustar engineers. Interdependence was coded
1 if a buyer was directly involved in a project in
such a way that Compustar depended upon the
buyer to complete its task(s) and 0 otherwise. As
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interdependence requires the parties to collaborate
on a project in a flexible manner, we believe that
suppliers would seek a promotion-framed clause to
induce cooperation and flexibility.

Uncertainty surrounding an IT services project
might also influence the use of contract framing
provisions. To capture this project-level attribute,
we measured the degree of innovation required.
Innovation was an ordinal variable that ranged
from 1 for projects that “require no innovation to
complete” to 7 for projects that “cannot be com-
pleted without a technological breakthrough.”®
This variable does not merely capture complexity,
but instead measures the need to push technology
forward for successful project completion. When
innovation requirements are high, greater uncer-
tainty surrounds Compustar’s ability to success-
fully complete the task(s). A promotion-framed ex-
tendibility clause is designed to induce creativity
while a firm is striving for maximal goals, which is
necessary for innovative projects.

Longer IT services contracts typically have more
milestones and review points associated with them
than do shorter IT services contracts, which sug-
gests a duration provision might prove desirable.
Duration was the number of weeks it took to com-
plete a project. We therefore expected IT services
contracts with longer durations to be more likely to
have contract provisions. We unfortunately did not
possess duration data for the entire sample (some
contracts specified only milestones and not a spe-
cific duration), and therefore we tested for the ef-
fects of duration on a slightly smaller sample in the
robustness section of the empirical analysis.

We also controlled for the influence of the prior
relationship between buyer and supplier in IT ser-
vices (i.e., prior transactions in which this buyer
engaged Compustar for IT services). Prior projects
represents the logged value of prior IT service proj-
ects that Compustar has completed for the buyer.
This measure accounted for the fact that larger proj-
ects have a greater impact than smaller projects. By
adjusting for project size and project sequence (i.e.,
early projects play a greater role in relationship
development than later projects), we obtained a
more accurate picture of the prior relationship be-
tween the parties in IT services.

Empirical Estimation

Two empirical estimation approaches were im-
plemented to test the hypotheses and demonstrate

9 The engineers coded no project as a 7. The actual
range was from 1 to 6.

robustness. Given the categorical nature of the de-
pendent variables, for the first empirical estimation
we chose a qualitative choice model that examined
only those contracts that included an early termi-
nation provision or an extendibility provision (106
projects). We utilized maximum-likelihood logit
estimation, although probit estimation results were
virtually identical. Contracts with an early termi-
nation provision served as the base category. The
second empirical estimation recognized that three
outcomes were possible in any given contract—no
provision, extendibility provision, or early termi-
nation provision. Given the multiple outcomes, a
multinomial logit regression using the entire sam-
ple (385 projects) was appropriate. Contracts with
early termination provisions again served as the
base category.'® Both of the empirical estimation
approaches utilized the Huber-White sandwich es-
timator of variance for robust standard errors as
well as correcting the variance-covariance matrix to
account for the clustering of observations across
buyers (i.e., observations are independent between
and among buyers, but not necessarily within a
given buyer).

A third empirical estimation approach was used
in recognition of the fact that buyers and suppliers
might implement contract provisions in two stages.
First, firms decide whether to use a contract provi-
sion or not, and second, firms decide on provision
type. A maximum-likelihood probit model with
sample selection (i.e., the Heckman probit) was
utilized. The results obtained are nearly identical
to those in our first empirical estimation. We do
not report these results, as rho (a parameter that
captures first- and second-stage equation correla-
tion) and a Wald test of independent equations
did not justify rejecting the null hypothesis (at
p < .05) that selection was present. Our first
empirical estimation is therefore neither biased nor
inconsistent.

Empirical Results

Table 1 provides summary statistics for the de-
pendent and independent variables used in the
analysis, and Table 2 provides correlation statis-
tics. Preliminary analyses of these tables provide

'% The multinomial logit model relies on an assump-
tion of the independence of irrelevant alternatives (IIR)
among outcomes, which can be questioned. We present
the results not only for expositional reasons, but also
because strong arguments can be made that buyers and
suppliers consider the choice among no provision, ex-
tendibility provision, and early termination provision as
uncorrelated.
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TABLE 1
Summary Statistics
Mean s.d. Minimum Maximum
1. Early termination 0.13 0.34 0.00 1.00
2. Extend 0.14 0.35 0.00 1.00
3. Time 8.12 2.90 0.00 12.00
4. Time squared 74.38 39.95 0.00 144.00
5. Fixed fee 0.56 0.50 0.00 1.00
6. Time and materials 0.31 0.46 0.00 1.00
7. Hybrid 0.10 0.30 0.00 1.00
8. Compustar hardware 0.24 0.43 0.00 1.00
9. Mainframe 0.26 0.44 0.00 1.00
10. Proprietary 0.15 0.35 0.00 1.00
11. Other hardware 0.09 0.29 0.00 1.00
12. Programming 0.46 0.50 0.00 1.00
13. Interdependence 0.12 0.33 0.00 1.00
14. Innovation 2.53 1.20 1.00 6.00
15. Prior projects 7.90 6.10 0.00 15.23
16. Duration 2.11 1.06 0.18 4.95
17. Minimum distance 4.14 1.76 0.69 6.56
18. Any office 50 0.45 0.50 0.00 1.00
19. Measurement 0.44 0.50 0.00 1.00
20. Breadth 3.96 1.85 1.00 7.00
21. Lines 4.19 2.74 0.00 9.00
22. Reusability 0.39 0.49 0.00 1.00

some insight regarding the unique determinants of
extendibility and early termination provisions. Ta-
ble 1 indicates significant heterogeneity in both the
dependent and independent variables. Early termi-
nation and extendibility provisions were utilized
relatively modestly (13 and 14 percent, respec-
tively) in the IT services contracts in our sample.
Table 2 indicates our two measures of contract

provisions are negatively correlated with each
other. This table also indicates that each provision
varies positively with some of the independent
variables and negatively with other independent
variables, but these patterns differ noticeably from
each other. These results suggest that the use of
each contract provision type is driven not only by
particular project-, contract- and firm-level factors,

TABLE 2
Correlation Statistics®
1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21
1. Early termination
2. Extend —-.16
3. Time .03 .05
4. Time squared -.01 .03 .97
5. Fixed fee -.21 —=.23 —.06 —.07
6. Time and materials .08 .31 .17 .17 -.76
7. Hybrid .02 -.06 —17 —-.15 —.38 —.23
8. Compustar hardware -.13 —-.09 .10 .10 .29 —.25 —.05
9. Mainframe —.06 .06 .02 .04 —.09 .09 .07 .35
10. Proprietary 22 —02 .08 .06 .02 —-.16 —.02 .00 .01
11. Other hardware .16 —.05 —.01 —.04 .09 —.07 —.02 .06 .00 —.08
12. Programming .04 .26 .03 .01 —42 46 .06 —.27 .06 —.05 .05
13. Interdependence .06 .10 —.06 —.07 —.08 .08 —.02 —-.10 .02 .04 .01 .14
14. Innovation -.15 .10 —.09 —.09 —.15 14 .16 —.23 —.05 —-.14 -.11 .28 .14
15. Prior projects -.02 .13 39 37 —-.08 .12 —-.04 —.01 —.08 .04 .02 .06 —.05 .01
16. Duration .21 14 .07 .05 —-.27 .25 .05 —.04 .05 —.06 .10 .25 .05 19 .10
17. Minimum distance —.01 22 04 04 -23 .20 .01 -.13 .03 —.02 —-16 .16 .02 .02 —.03 .10
18. Any office 50 .02 -19 -.05 —-.06 .20 —20 .04 .09 —.01 .07 .15 -.16 .01 .00 .08 .00 —.89
19. Measurement -.16 .29 -12 -10 —-.24 .29 .04 —-.22 .06 —-.13 -—-.22 .27 .18 .36 —.10 .07 .13 -—.10
20. Breadth -13 —-04 .15 .14 15 -14 .02 .16 —.05 .16 —.04 —-.12 —-.09 —.01 40 .11 -17 17 -—-.26
21. Lines —-.17 —.04 A3 10 .15 —-.15 .04 13 —.07 17 —.09 —.07 —.06 .00 39 .09 —-.11 13 —.20 91
22. Reusability -.15 .16 —-.04 -02 -17 .15 .11 -.20 .05 —.02 -20 .23 .14 .58 —-.03 .12 .08 —.05 .38 —.05 —.03

# Bold represents pairwise significance at the .05 level.
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but also by certain relational and cognitive factors.
Finally, correlations between and among the main
independent and control variables in Table 2 are
generally low to moderate, suggesting that multi-
collinearity is not a concern.

Table 3 presents the results of our logit and
multinomial logit estimations. Models 1-3 are logit
results that compare contracts with either an ex-
tendibility or early termination provision (con-
tracts without a duration safeguard are not in-
cluded in these models). Models 4-6 are
multinomial logit results comparing contracts that
contain no provision with contracts that contain
extendibility provisions and contracts that contain
early termination provisions. The dependent vari-
able for the multinomial logit estimation takes on
three distinct values: 0 for no provision contracts, 1
for extendibility provision contracts, and 2 for early
termination provision contracts. We are particu-
larly interested in the right column of models 4-6,
which compares extendibility provision contracts
to early termination provision contracts. The multi-
nomial logit estimation is informative as it com-
pares the three possible provision outcomes—
none, extendibility, and early termination—against
each other, in comparison to the logit estimation,
which captures just two provision outcomes (ex-
tendibility and early termination). The Table 3
models are paired for each estimation approach in
terms of variable loadings. Models 1 and 4 include
the contract type control variables. Models 2 and 5
add the project-, firm- and relationship-level con-
trol variables to models 1 and 4, respectively. Mod-
els 3 and 6 add the independent variables of inter-
est to models 2 and 5, respectively. We focus our
attention on models 3 and 6.

The empirical results demonstrate that only a
few of the contract-, firm- and relationship-level
control variables drive the use of extendibility pro-
visions vis-a-vis early termination provisions. In
the logit and multinomial logit estimations, in-
volvement of one or more of Compustar’s proprie-
tary technologies increases the likelihood of a con-
tract’s using an early termination provision (p <
.05). The logit estimation indicates contract type
(i.e., time and materials contracts) decreases the
likelihood of using an extendibility provision (p <
.05), but a prior relationship in the current line of
business (i.e., logged dollar value of prior IT proj-
ects) increases the likelihood of implementing an
extendibility provision (p < .10). The multinomial
logit estimation indicates none of the other control
variables have statistically significant effects on the
use of extendibility provisions vis-a-vis early ter-
mination provisions.

We find strong support for Hypothesis 1, as our
preferred measure of geographic distance has the
hypothesized effect and achieves statistical signif-
icance (p < .01 in both estimations). We also find
strong support in both the logit and multinomial
logit estimations for Hypothesis 2, which suggests
greater project output measurement difficulty is
more likely to lead to an extendibility provision
(p < .01 in both estimations). Hypothesis 3 states
that prior relationships in other lines of business
are more likely to lead to extendibility provisions
than early termination provisions. We find strong
support for this hypothesis, as greater breadth in-
creases the likelihood of extendibility provisions in
comparison to early termination provisions (p <
.05 in both models). Hypothesis 4 states that reus-
able technologies are more likely to lead to extend-
ibility provisions than to early termination provi-
sions. We find strong support for this hypothesis,
as projects with the potential to produce knowl-
edge Compustar could reuse with other customers
increased the probability of using an extendibility
provision (p < .05 in both estimations).

An examination of economic significance helps
to demonstrate further the comparative effects of
our hypothesized factors on the use of contractual
provisions. Table 4 provides the economic signifi-
cance of our results by demonstrating how various
levels of our independent variables differentially
impact the likelihood of early termination provi-
sions versus extendibility provisions. For this anal-
ysis we held all variables at their respective means
and then varied a particular variable of interest
from low (mean less standard deviation) to high
(mean plus standard deviation) levels within the
range of the given variable.

Table 4 indicates a one standard deviation in-
crease in the logged minimum distance between a
buyer and a Compustar office increases the proba-
bility of an extendibility provision from roughly 45
percent to roughly 73 percent. The measurement
difficulty variable was dichotomous and thus was
examined as to whether it was low (i.e., 0) or high
(i.e., 1). The change in measurement difficulty from
“easy” to “difficult” increases the probability of an
extendibility provision from nearly 11 percent to
more than 90 percent. A one standard deviation
increase in relationship breadth increases the prob-
ability of an extendibility provision in comparison
to an early termination provision from roughly 45
percent to roughly 69 percent. Finally, for reusabil-
ity, also a dichotomous variable, a change from “no
reusability” to “reusability” increases the probabil-
ity of an extendibility provision from roughly 27
percent to roughly 75 percent.
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TABLE 4
Economic Significance: Probability of Extendibility versus Early Termination Provisions®

Minimum distance Mean — 1 s.d.: 19.7%

Measurement Low (0): 10.7%
Breadth Mean — 1 s.d.: 23.2%
Reuse Low (0): 26.7%

Mean: 45.1% Mean + 1 s.d.: 73.3%
High (1): 90.5%
Mean + 1 s.d.: 69.1%

High (1): 74.6%

Mean: 45.1%

# All variables were held at their respective means and each variable of interest varied from low (mean less standard deviation) to high
(mean plus standard deviation). If a variable fell outside its range, it was set to its minimum or maximum. Dummy variables were examined
at 0 and 1. Percentages refer to the probability of observing an extendibility provision.

Empirical Robustness

Table 5 provides the results of a variety of em-
pirical robustness tests for both the logit and multi-
nomial logit estimations. Models 7 and 10 replace
our preferred measure of geographic distance (min-
imum distance) with our alternative measure (any
office 50) that captures whether a geographic dis-
tance cutoff influences the use of either contract
provision. Given that coding of the alternative mea-
sure was opposite that of minimum distance, the
expected sign is reversed. The results from models
7 and 10 are nearly equivalent to those in Table 3
(models 3 and 6) with no loss of statistical signifi-
cance in the hypothesized variables in the logit or
multinomial logit estimations.

Models 8 and 11 replace our primary measure of
relationship breadth (breadth) with our alternative
measure (lines) to test whether relationship breadth
accurately reflects (non-IT services) customer
value. The results are again strongly similar to
those in Table 3 (models 3 and 6). Although Hy-
pothesis 3 now receives only moderate empirical
support (p < .10), all other main independent vari-
ables maintain their original level of statistical
significance.

Models 9 and 12 control for contract duration,
which might be important as shorter (longer) con-
tracts are less (more) likely to have some type of
duration provision. The results indicate that longer
contracts are more likely to contain a duration pro-
vision (i.e., the right-hand column of model 12), but
there does not appear to be any statistically signif-
icant difference between IT services contracts that
contain either extendibility provisions or early ter-
mination provisions. With the inclusion of dura-
tion, Hypothesis 4 receives strong empirical sup-
port (p < .05) in the logit estimation but only
moderate empirical support (p < .10) in the multi-
nomial estimation. All of the other hypothesized
variables maintain their original level of statistical
significance.

Finally, we replaced the contract-level time con-
trol variables (time and time squared) with year
fixed effects. We confirm but do not report that the

results are nearly identical with no loss in statisti-
cal significance in any of the variables of interest.

DISCUSSION AND CONCLUSIONS

In this article, we address how contracts can be
used to effectively manage transactions and partner
relationships through the framing of duration safe-
guards. When addressing whether contracts have a
detrimental effect on relationships, following Gho-
shal and Moran (1996), we argue that it is not the
mere presence of safeguards, but how they are
framed that matters. We further suggest that the
optimal framing depends on the context in which
an exchange occurs; thus the goal is to align the
frame with the attributes of the transaction and the
desired type of relationship between the firms.

We focus on duration safeguards, as these clauses
are often contentiously negotiated (Somers, 2003),
are typically not contract boilerplate (Arino, Reuer,
Mayer, & Jane, 2011), and may be framed in mark-
edly different ways—as early termination or as ex-
tendibility. We show how suppliers use contract
framing not only in efforts to manage exchange
challenges arising from geographic distance and
measurement difficulty, but also in efforts to retain
particularly valuable buyers. Although transaction
cost economics can indicate when a duration safe-
guard is necessary, it does not indicate how the
clause should be framed. Using the IT services in-
dustry as our empirical context, we demonstrate
that complementing transaction cost economics
with regulatory focus theory provides better under-
standing of framing decisions, as frame choice elic-
its different emotions, behaviors, and views of ex-
change relationships. We therefore suggest that
economics and psychology are best utilized jointly
to determine when to use and how to frame con-
tractual safeguards.

Our results suggest that extendibility clauses are
more likely to be present in contracts when certain
exchange characteristics are present. When con-
tracting parties are more geographically distant, we
find greater use of contract clauses emphasizing
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positive outcomes—a result that is somewhat coun-
terintuitive (although in line with the predictions
of regulatory focus theory) and that suggests more
work is needed to fully understand the impact of
distance on buyer-supplier contracting (and inter-
firm relationships more generally). We also find
that measurement difficulties not only affect buy-
ers’ outsourcing decisions (Mayer & Nickerson,
2005) and monitoring choices (Mayer, Nickerson, &
Owan, 2004), but also influence the framing of con-
tractual safeguards. Framing allows firms to craft
expectations that reduce tensions arising from dif-
ficulties in measuring quality.

Moreover, when close, cooperative, and ongoing
relationships are desired with particularly valuable
customers, promotion contact framing is an impor-
tant strategic tool. We find that if exchange partners
have extensive prior corporate relationships in
other lines of business, these relationships impact a
current contract. Although relationships at both the
corporate and business unit levels are important,
we find that corporate relationships create an over-
arching need to maintain the broader relationship
through promotion-focused contract safeguards.
We also find that when reusable technology is gen-
erated in an exchange, the supplier seeks to prolong
the close cooperative relationship with the buyer
(to maintain a source of buyer-funded innovation)
through the use of promotion-framed extendibility
clauses, which creates greater partner satisfaction.
Together, these findings contribute to a better un-
derstanding of how to manage customer expecta-
tions to improve customer retention, a major issue
in the marketing literature (e.g., Bolton, 1998).

Our results overall suggest that contract framing
is important for the performance of an exchange
and for the ongoing relationship between the par-
ties. The predominant economic focus in contract
research has been on the need for safeguards to
mitigate opportunism. We posit instead that re-
searchers need to balance an economic approach
with a psychological understanding of cognitive
and social processes to gain a more complete pic-
ture of interfirm exchanges and relationships.

Theoretical Contributions

We make several contributions in this work. We
examine how contractual safeguards are framed,
and how this framing impacts exchange relation-
ships. Although contract researchers know a great
deal about mitigating opportunism through specific
contractual safeguards (Macher & Richman, 2008),
contract framing has not been extensively exam-
ined. We demonstrate that managers make con-
scious framing decisions when designing contracts.

Interviews with Compustar managers involved in
contract negotiations and project execution provide
evidence that managers recognize the importance
of framing. The following quote from a Compustar
project manager is representative:

We had to be careful how we set up the termination
clauses—when we agreed to include one. Some of
the engineers are very touchy about having projects
terminated early; they take it personally. [Joe] got
upset the last time [customer A] exercised an early
opt-out because he thought they didn’t appreciate
the expertise that it took to do what he had done. We
need to be careful because now [Joe] doesn’t want to
work with them [customer A] anymore but we still
bid on their projects.

Project managers never actually used the word
“framing,” but many made similar remarks about
how the type of duration safeguard included in a
contract impacted Compustar’s view of the buyers.
Another IT project manager indicated that framing
had an impact on the expectations of management
(i.e., more “pushback” when a project is terminated
early than when it is not extended).

We believe that understanding the impact of con-
tract framing has widespread implications for in-
terfirm relationships, including buyer-supplier
contracting, alliances, and even mergers and acqui-
sitions. In general, studying framing provides a
new perspective on how these relationships can
and should be managed.

We also contribute to the field of strategy more
broadly by offering one of the first studies to comple-
ment economics with psychological theory to address
the impact of governance choices on the relationship
between exchange partners, although others have
used this theoretical combination to examine strate-
gic decision making (Zajac & Bazerman, 1991) and
interorganizational trust (Barney & Hansen, 1994).
Simply put, social psychology research is necessary
for a complete understanding of how contracts im-
pact exchange relationships. Strategy has always
been multidisciplinary, yet the major disciplines
(e.g., economics, sociology, and psychology) have
been utilized largely in isolation (Agarwal & Hoetker,
2007). We demonstrate that combining insights from
multiple disciplines leads to a more complete under-
standing of traditional topics. By augmenting regula-
tory focus theory with transaction cost economics, we
go beyond suggesting when a safeguard is necessary
to determining how it should be framed to benefit a
transaction and develop the desired relationship be-
tween the partners.

We also contribute to the capability literature by
extending the idea of a contracting capability.
Transaction cost economics explicitly examines
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the conditions under which contractual safeguards
must be included to facilitate exchanges. From this
perspective, firms develop contracting capabilities
from learning when to include safeguards to facil-
itate exchange and when not to. Regulatory focus
theory suggests that contracting capabilities are even
more Complex, however, as transaction cost econom-
ics addresses neither how to frame these safeguards
nor how these safeguards impact the exchange part-
ner relationship. We argue that a fully developed
contracting capability includes an understanding of
when a safeguard is necessary and how to frame it to
direct the transaction and ongoing exchange relation-
ship. As firms develop complex contracting capabil-
ities, they develop important abilities in managing
both exchanges and relationships.

This study has implications for other literature
streams as well. Our results suggest a more nuanced
approach to the ongoing debate regarding whether
contracts and trust are complements or substitutes.
Past literature has argued that formal contracts either
hurt (Ghoshal & Moran, 1996; Gulati, 1995) or help
(Kalnins & Mayer, 2004; Lazarrini, Miller, & Zenger,
2004; Poppo & Zenger, 2002) relationship develop-
ment. Our results suggest that the impact of a contract
may depend on the clauses it includes and how they
are framed (see Weber and Mayer [2010] for a broader
theoretical discussion of this topic).

We believe that both prevention and promotion
contracts have their place in buyer-supplier ex-
changes. If an arms-length relationship is desired,
prevention-focused contract clauses support this
arrangement and lead to expectations of vigilance
and meeting specific milestones in a timely man-
ner. In contrast, if a repeated, collaborative rela-
tionship is desired, promotion-focused contract
clauses support it by setting positive expectations
of creativity and flexibility between the partners.
Each of these scenarios suggests that contracts can
positively (and negatively) impact relationship de-
velopment. When the clause framing is mis-
matched with the desired type of relationship,
however, the contract may be detrimental to the
ongoing relationship. This point is an important,
counterintuitive element of our study. We do not
argue that firms should always use the more posi-
tive, promotion-framed clause when crafting a du-
ration safeguard. If a vigilant, arms-length relation-
ship is desired, then prevention-framed safeguards
are appropriate. Promotion-framed safeguards are
best suited to situations in which the parties seek a
collaborative, longer-term relationship.

Our study also has implications for the social
networks literature. The idea of embeddedness sug-
gests that social networks provide unique opportu-
nities that arm’s-length relationships do not (Gra-

novetter, 1985), leading to a positive impact on firm
performance and survival. Other research has indi-
cated that overembeddedness can negatively im-
pact firm performance, as friendship may override
economically sound decisions that are not favor-
able to network members (Uzzi, 1997). To balance
these two effects, a firm must instead maintain
some combination of arms-length and embedded
ties with other firms. We suggest that contract
framing is one strategic tool for managing these
relationships, as prevention and promotion fram-
ing respectively lead to arms-length and committed
relationships with exchange partners.

Limitations and Future Research

Although our study offers many important in-
sights, it is important to note key limitations and
qualifications. First, use of a template in studied
contracts might have biased results. Most contracts
in our sample were based on Compustar’s basic con-
tract template, however, so differences in the tem-
plate used for different customers do not explain our
results. In addition, Compustar’s contract template is
relatively sparse, consisting of a series of headings
(e.g., “task,” “timeline”), and, most importantly, it
does not contain any reference to early termination or
extension provisions. Contracting parties must there-
fore make a joint decision to include an early termi-
nation or extendibility clause for each individual
project. An examination of decisions about what to
include in a contract template, as well as the effects of
different templates on exchange performance, are
also productive avenues for future research.

One of the strengths of our approach—utilizing
microanalytic data from within a single firm—is
also a limitation. The detailed, transaction-level
data analyzed here enable us to offer insights into
contractual choices rarely available with larger in-
terindustry studies. Critics may suggest that the
results only reflect Compustar’s contracting policy,
and not that of its buyers. As Compustar’s buyers
are mostly large companies with many alternatives
for IT service suppliers, we are confident the nego-
tiated contracts do not solely reflect Compustar
policy but also significantly integrate buyer con-
cerns. Moreover, the existence of duration safe-
guards in our sample of contracts offers proof that
buyers have a significant influence on contract de-
sign, because Compustar would not want to in-
clude any clauses limiting its discretion in an ex-
change. Critics may also suggest that results from a
single firm do not generalize to other industries and
settings. Because a large percentage of contracts—
particularly those in high-technology industries—
govern complex and uncertain project-based ex-
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changes, we suggest that our theory generalizes
quite well to other types of projects in other indus-
tries, including product development, telecommu-
nications and other infrastructure, consulting, and
joint development, among others. Nevertheless, fu-
ture research to explore the generalizability of this
study would be valuable.

A final note is that the contracts examined here
were negotiated by managers and engineers rather
than lawyers. Although lawyers conducted a final-
stage review of the contracts, the contracts might have
been different if lawyers had been the primary nego-
tiators. Lawyers are trained to protect the interests of
a firm, but managers and engineers are focused on
making sure they get what they need to complete
projects. How the identity of the negotiators affects
what is included in a contract and how it is framed is
an interesting topic for future research.

In conclusion, we believe that this work represents
the start of a novel research stream that unpacks the
impact of contract framing on exchanges and relation-
ships. A natural first step is to demonstrate that fram-
ing choice matters—that firms decide to frame in
different ways in different situations—and in future
research we hope to show how framing choices affect
the performance of exchange relationships and trans-
actions. Specifically, future research could examine
how clause framing impacts emotional responses,
partner satisfaction, and desire to continue an ex-
change, as these are key elements impacting the
clause-framing decision. In addition, future research
could examine how framing affects related transac-
tions, such as joint ventures (forming a separate en-
tity) and mergers and acquisitions (one party’s acquir-
ing ownership and thus control of the other). The
combination of microlevel mechanisms from social
and cognitive psychology, along with the careful in-
centive focus of economics, is powerful and has the
potential to address many key issues in the field of
strategy.
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