
Emerging Trends and Challenges in IT Management   709

Copyright © 2006, Idea Group Inc. Copying or distributing in print or electronic forms without written permission of Idea Group Inc. is prohibited.

Contracts for Successful Outsourcing:
Analyzing the Impact of Pricing

Structures, Penalty & Reward Systems,
and Liability Clauses on “Good”

Sourcing Relationships
Cornelia Gellings, J. W. Goethe University, E-Finance Lab Frankfurt am Main, Mertonstr. 17, D-60054 Frankfurt, Germany,

gellings@wiwi.uni-frankfurt.de

ABSTRACT
Outsourcing literature emphasizes the importance of contracts and
contract management for outsourcing success. In particular, contract
quality has been stressed as a critical success factor to attain expected
benefits. But what constitutes an efficient contract from an outsourcer’s
point of view? To find out, we address in our case study research, the
following research question: How does the design of certain contract
elements (such as general terms and conditions, pricing structures, and
service level agreements) influence the realization of expected benefits?
Our overall goal is to provide a contract framework that highlights
elements worth focusing on during contract negotiations as they greatly
influence success of the outsourcing deal. First results indicate that (1)
in- and outsourcers’ objectives can be matched (ex ante) with penalty
and reward systems incorporated in a service level framework and that
(2) liability clauses addressing compensations for potential losses (ex
post) are major contract issues. Furthermore, particular deal character-
istics are identified that indicate when variable pricing is superior to fixed
pricing (and vice versa).

INTRODUCTION AND RESEARCH OBJECTIVE
Expectations of IT outsourcing and their realization have been discussed
in IS literature in great detail (Lacity and Willcocks, 1998). Improving
services while reducing IT costs are among the main reasons why
outsourcing has been undertaken (Apte et al., 1997; Hancox, 1999; Loh,
1994). Nevertheless, just as any other uncertain business venture,
outsourcing also implies risks (Aubert et al., 1998). To ensure that the
expected benefits are realized and the potential risks are actively
managed, the contract has been stressed as an important tool by various
researchers (Aubert et al., 2002; Kern, 1997; Willcocks and Kern,
1998). So far, IS outsourcing research lacks an analysis of how the design
and dynamics of contract elements impact on the outsourcer’s satisfac-
tion with the overall contract configuration (i.e. the degree to which
contract elements enhance the realization of expected benefits) and
analogously how contract configuration impacts on the perceived
outsourcing success. Our goal is to close this gap by answering the
following research question:

• How does the design of contract elements influence the realiza-
tion of expected benefits?

We will use a causal model to analyze the impact of different contract
components on outsourcing success. A theoretically grounded frame-
work will be compiled by drawing on contract characteristics known
from outsourcing literature. This model and the underlying hypotheses
are validated by using multiple case studies.

RESEARCH MODEL
As the contract is the most critical element of relationship management
(Aubert et al., 2003) establishing the wrong terms can be as calamitous
as overpaying for a company acquisition (Useem and Harder, 2000). In
order to identify the “right” terms our causal model will be based on the
following theoretical approaches:

(1 ) Production and Transaction Cost Economics (Williamson,
1981) form the basis for the analysis of the impact of the
realization of expected cost savings on contract satisfaction.
(H

2
, H

3
)

(2 ) The analysis of the attainment of expected benefits (e.g.
improvement of quality) on contract satisfaction is based on a
Business Value of IT evaluation (Hitt and Brynjolfsson, 1996).
(H

6
, H

7
)

(3 ) Handling outsourcing risks and the influence on contract satis-
faction will be examined by applying general Risk Management
approaches (Aubert et al., 1999; Earl, 1996). (H

11
, H

12
)

With the help of case study research we aim to test whether or not the
above mentioned approaches have a direct impact on an outsourcer’s
satisfaction with the contract configuration. When applying case study
research several aspects have to be considered to ensure validity of
research (Eisenhardt, 1989): Construct validity, internal validity,
external validity, and reliability have been addressed according to (Yin,
2003) .

Figure 1 presents an overview over the causal relationships in our model.

Perceived outsourcing success is defined, based on (Grover et al., 1996),
as the satisfaction with benefits from outsourcing gained by an organi-
zation as a result of deploying an outsourcing strategy. We understand
that this success is greatly determined by the degree to which a contract
supports the realization of expected benefits.

Figure 2 offers brief descriptions of the different causal relationships
with reference to relevant literature.

INITIAL RESULTS
An initial analysis of our case study interviews indicates that general
terms and conditions, pricing structures, and service level agreements
(SLAs) have an impact on the overall satisfaction with the contract
configuration and thereby influence the perceived outsourcing success.
We surveyed European banks which outsourced IT application develop-
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action volumes). Bank 3 whose contract contains fixed pricing does not
report such problems. However, Bank 3 states that due to this fixed
pricing and the non-existence of price adjustment clauses they feel very
inflexible. Bank 2 reports that its vendor does not invest in technologies
related to the outsourcing deal as variable pricing does not provide an
incentive for the vendor to do so.

Outsourcing is often regarded as a tool to transform fixed into variable
costs. However, variable pricing seems not to be a ‘panacea’. During our
interviews we identified situations when variable pricing is not incentive
compatible. At the same time, fixed pricing can lead to disadvantages
as the outsourcer may feel ‘locked-in’. Therefore, a key challenge is to
develop a pricing structure that is incentive compatible. This may
encompass a combination of both fixed and variable pricing compo-
nents.

SLAs
Bank 1 and Bank 2 have contractually agreed upon output- and behaviour
based SLAs. In addition, their SLAs are linked with a penalty system.
Bank 3 does not provide such a link within its outsourcing contract. This
bank reports problems with its vendor for maintaining the service levels
agreed upon. Furthermore, it is noticeable that despite the existence of
standardized detailed service level frameworks (e.g. ITIL) most of our
case study interview partners only apply the service levels ‘Time to
Respond’, ‘Time to Qualify’, and ‘Time to Resolve’.

In- and outsourcers’ objectives can be ex ante matched with penalty and
reward systems incorporated in a service level framework. Quality of
services may be enhanced if SLAs are not only output-driven but also
behaviour-based.

Contract Clauses
The contracts of Bank 1 and Bank 2 encompass liability and insurance
clauses. The liability clauses of Bank 1 are related to the deal size. The
contract of Bank 3 does not include any of those clauses. The manage-
ment responsible for the outsourcing deal of Bank 3 is even not familiar
with suitable insurance concepts for outsourcing deals (e.g. Captives).

Liability and insurance clauses can help to mitigate potential risk and
losses related to outsourcing. Not implementing such clauses or not
relating them to the deal size increases the probability that an outsourcer
may suffer severely from negative outcomes.

These results are intended only to provide first indications as further
interpretation of them, as well as of additional case studies, is necessary
to provide detailed evidence. In the course of the following weeks we are
going to test all hypotheses systematically against our case study results.
At the time of the conference, we will be able to state whether or not
our hypotheses can be confirmed and will present the complete findings
of our research.

(Ang and Straub, 1998; Dibbern, 2003 ) (Alborz et al., 2003; Hancox and
Hackney, 2000) (Elitzur and Wensley, 1997; McFarlan and Nolan,
1995) (Beulen and Ribbers, 2002; Harris et al., 1998) (Domberger et al.,
2000; Goo et al., 2004) (Alborz et al., 2004)
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Figure 1.

Figure 2.

No Causal Relationship 
 

H1 Realization of economic benefits fosters the success of an outsourcing deal (Grover et al., 1996). Achieving cost 
savings based on certain contractual elements increases the satisfaction with the contract configuration. 
 

H2 Due to economics of scale, scope, and skill the vendor is able to explore production cost advantages (Dibbern, 
2003). Thereby, he is able to provide services at a more favorable price than in-house production of the outsourcer 
(Ang and Straub, 1998). A decrease in production costs due to obtaining outsourced services results in enhanced 
cost savings for the outsourcer. 
 

H3 Monitoring the performance and quality of the services provided informs the outsourcer whether the objectives 
have been met, what discrepancies there are, what controls need to be in place, and, eventually, confirms success 
(Alborz et al., 2003). Monitoring cannot be performed at no cost (Hancox and Hackney, 2000). An increased 
coordination and monitoring effort negatively influences cost savings related to outsourcing. 
 

H4 Incentives are generally created through the pricing mechanism adopted (Harris et al., 1998). Variable pricing ties 
the payment stream to the output (McFarlan and Nolan, 1995). A fixed price contract may provide significant 
incentives for the outsourcing vendor to invest in technologies that improve its productivity (Elitzur and Wensley, 
1997). Establishing the wrong pricing-scheme negatively affects production costs. 
 

H5 Realization of expected benefits influences the satisfaction with outsourcing (Grover et al., 1996). Achieving 
benefits based on certain contractual elements increases the satisfaction with the contract configuration. 
 

H6 The ability to provide service quality beyond expectations has a significant direct impact on benefit attainment. 
(Grover et al., 1996). Among other factors supplier quality is vital outsourcing success (McFarlan and Nolan, 1995). 
Quality of the services delivered directly influences the realization of outsourcing benefits. 
 

H7 The major rationale for creating flexible contracts is to recognize the fact that certain external factors not under the 
control of the contracting units may change (Harris et al., 1998). Contracts need to be flexible because of the 
decreasing time to market and the fast technological developments (Beulen and Ribbers, 2002). Enhanced 
flexibility through an outsourcing relationship has a direct impact on the realization of benefits. 
 

H8 Occupying employees within the outsourcer’s organization to monitor and coordinate the outsourced services 
creates costs. Therefore, the controlling of SLAs brings along monitoring and coordination costs. 
 

H9 Practitioners often proclaim that a key to managing sourcing relationships is the SLA (Goo et al., 2004). Well-
defined expectations of an organization’s IT requirement were also likely to lead to improved performance when the 
service was outsourced (Domberger et al., 2000). Setting-up and controlling the adherence to effective SLAs has a 
positive impact on overall service quality. 
 

H10 Contractually implemented effective risk mitigation strategies enhance satisfaction with contract configuration. 
 

H11 The probability of loss determines the overall outsourcing risk (Aubert et al., 1999) 
 

H12 Strategic contracting deals with risk management by either reducing the probability that an undesired outcome 
occurs, or by cutting the losses of such an outcome (Aubert et al., 1999). The extend of loss influences the overall 
outsourcing risk  
 

H13 Detailed SLAs can help to decrease the probability of loss. 
 

H14 Contracts need to be flexible because of the decreasing time to market and the fast technological developments. 
Flexibility in the type, the level and the quantity of service is essential (Beulen and Ribbers, 2002). Certain contract 
clauses, such as procedures for change requests or initiation of new projects, enhance the overall flexibility within 
an outsourcing deal. 
 

H15 Contract clauses, such as liability clauses and/or insurances can limit the extent of losses. 
 

H16 Appropriate contract configuration positively influences perceived success of outsourcing (Alborz et al., 2004) 
 

  
ment and/or maintenance. First results of the interviews conducted with
the respective IT Project Managers can be found in the following:

Pric ing
Bank 1 and Bank 2 base their services on a variable pricing scheme. They
report difficulties when negotiating this scheme as there is no clear
standardized base from which to determine variable pricing (e.g. trans-
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