NEGOTIATION CONTRACTS FINTECH DIGITAL PROCUREMENT

CONTRACTING

in the

NEW ECONOMY

Companies are turning to formal relational contracts to boost
collaboration and drive innovation with strategic suppliers.

BY KATE VITASEK AND DAVID FRYDLINGER
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he phrase “the new economy” was popularized in a 1983 cover article in Time, titled “The New

T

More than 40 years later, the phrase is still used to describe recent business trends and evolutions

Economy,” which described the transition from heavy industry to a technology-based economy.

affecting how organizations do business. If the global pandemic taught us anything, it is that the

phrase “business as usual” has been replaced by “business happens.”

Today’s new economy is characterized by
faster, more complex, and intertwined trading
partner relationships. The need for flexibility
is paramount. But so is the need for innova-
tion and sustainable supply chain solutions.
In truth, supplier relationships are crucial to
a company’s long-term success. Yet today’s
business leaders are facing a dilemma—tra-
ditional purchasing approaches and contracts
don’t work in complex strategic relationships
where the parties are highly dependent on
each other, future events can't be predicted,
and flexibility and trust are required. Conven-
tional approaches undermine—rather than
promote—the partnership-like relationships

needed to cope with uncertainty.

The contracting paradox
Of all the many traps and possible pitfalls in
negotiating a complex contract, one of the most
insidious is the “contracting paradox.” The con-
tracting paradox is the delusion that we write
contracts to make plans, but we cannot actu-
ally plan accurately. And, as a nice twist, we
trick ourselves into believing we can plan.

Why is the contracting paradox such an easy
trap to fall into for contracting, procurement,
and outsourcing management experts? As

experts, their task is to write forward-looking

contracts that attempt to cover every risk and
limit every possible liability. In short, they strive
for the complete contract that addresses every
“what-if” possibility. But despite their best
efforts and contracts, they are not bulletproof—
and never will be.

The global pandemic has brought the con-
tracting paradox to the front and center for many
supply chain professionals. Simply put, complex
contracts are inherently incomplete. It's not
possible to plan for every contract eventuality.
Instead, it's time to embrace a flexible contract-
ing framework designed to keep the parties con-
tinually aligned when “business happens.”

We—along with other thought leaders like
Nobel Laureate and Harvard University Profes-
sor Oliver Hart, and leaders of World Commerce
and Contracting—are challenging organizations
to rethink their procurement and contracting
approaches for their most crucial supplier
relationships. But rethink to what?

The book “Contracting in the New Econ-
omy” shares dozens of leading research studies
that point the way to using a formal relational
contract. After nearly two decades of research
into relational contracts, the University of Ten-
nessee collaborated with World Commerce and
Contracting to put a definition to the concept.

It is as follows.

Kate Vitasek (kvitasek@utk.edu) is a distinguished fellow for the University of Tennessee’s

Global Supply Chain Institute, where she teaches graduate and executive education at UT’s

Haslam College of Business.

David Frydlinger is the managing pariner at Cirio Law Firm, a Swedish Law firm renowned

for its work on formal relational contracts. They are co-authors of the book “Contracting in

the New Economy: Using Relational Contracts to Boost Trust and Collaboration in Strategic

Business Relationships.”
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Boosting collaboration

A legally enforceable written contract
establishing a commercial partnership within a
flexible contractual framework based on social

norms and jointly defined objectives, prioritizing
a relationship with the continuous alignment

of interests before commercial transactions.

The hallmark of a formal relational contract specifies
mutual goals and establishes governance structures to
keep the parties’” expectations and interests aligned over
the long term. So, when business happens—there are
guiding principles and processes to help the parties work
through whatever the new economy can throw at them

in a collaborative manner.

Five steps to a relational contract
Researchers at the University of Tennessee developed
a simple five-step process for creating formal relational

contracts. The five steps are as follows:

Step 1: Lay the foundation

Step 2: Co-create a shared vision and objectives
Step 3: Adopt guiding principles

Step 4: Align expectations and interests

Step 5: Stay aligned

Combined, the steps shift the focus on negotiating
from “this deal” to how the parties can collaborate
to create success in the relationship. A linchpin for
success? Before you ever start negotiating any aspects
of the deal (step 4), slow down and negotiate the

foundation of your business relationship.

Step 1: Laying the foundation

This phase focuses on negotiating the foundation of

the relationship first and then proceeding to the details.
Establishing a partnership mentality is pivotal to sustain-
able cooperation. When both parties begin the negotia-
tions with the genuine partnership as a formal (written)
feature of the contract, it creates room for trust, trans-
parency, and high-level aspirations to flourish—rather
than an inherently adversarial mindset. Laying this foun-
dation focuses on outcomes, not transactions, in the

earliest phase of the partnership.
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Step 2: Co-creating a shared vision and objectives
This starts with identifying specific goals and concerns.
Then, these specific desired outcomes are comple-
mented by clearly defined relationship-management
processes. Finally, both parties (not just the one with
the upper hand) need the space to explain their desired
outcomes and goals as well as tactical and measurable
objectives. This can be thought of as focusing on the
what, not the how. Essentially, in step 1, negotiating
parties agree to go on a journey together; in step 2, they
draft a roadmap for where they both want to go.

Step 3: Adopt guiding principles

for the partnership

Once parties have clearly defined a set of measurable
outcomes, adopting guiding principles can help pre-
emptively steer away from potential potholes. These
principles are designed to avoid value-eroding friction in
the partnership at all costs. No one wants to be treated
unfairly—or leave themselves open to exploitation. Like-
wise, the more unknowns in the picture, the higher the
risk. Another phase of the negotiation tries to head off
tit-for-tat behavior and preemptively rewards reciprocity.

Step 4: Align expectations and interests

While we can think of the guiding principles as a com-
pass telling us which direction we're going in, aligning
expectations and interests demands more instruction. We
need more detail than an arrow pointing north, south,
east, or west; it'’s time to hammer out the details. This
demands full transparency and applies to all terms and
conditions of the relational contract, such as responsibili-
ties, pricing, metrics, etc. It also underlines a problem-

solving mentality instead of a negotiation mentality.

Step 5: Stay aligned

Staying aligned requires robust governance mechanisms
that hold the contracting parties accountable for living
to their intentions. Think of it this way: if the shared
vision and objectives are the beacons of the relationship,
governance provides the structure and mechanisms

for the parties to stop and redirect their efforts when
detours occur. This involves both formal and informal

governance mechanisms.
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From research to results

A growing number of organizations, such as BP, are
successfully reimaging their strategic relationships
using the University of Tennessee’s formal relational
contracting process.

BP has a long history of outsourcing facilities and
real estate management services. BP’s total facilities
management portfolio includes more than 132 locations
in 20 countries—most of which were outsourced to
four primary service providers. Like most organizations,
BP’s procurement organization used a competitive bid
process to test the market to ensure it received the best
deal from suppliers. The bid process was named Project
Apollo, and a request for solutions (RFS) was issued to

seven supplier candidates who could potentially manage

over 6.8 million square feet of BP’s corporate real estate.

When Wendy Cuthbert joined BP as global head of
workplace solutions in late 2019, Project Apollo was
well underway. She thought to herself. “We have some
really good suppliers—but we are not challenging our-
selves to think outside the box.” Cuthbert came to BP
as an outsider. “We were issuing an RFP to the same
suppliers using the same approach we had in the past,”
she recalls. “So, nothing was really changing besides
the fact that we had structured to bid where the smaller
parts could potentially be bundled with a global sup-
plier. We hadn’t looked at different sourcing models
such as Vested. I tapped into my network, and one of
my old commercial manag- FIGURE 1
ers suggested I contact the
University of Tennessee to
learn about the Vested meth-

CRITERIA

odology for creating a formal i
Alignment to

relational contract.” BP values

The team got a boost when Alignment to

Bernard Looney took the vested approach

helm as BP’s CEO in Febru-

from producing oil and gas resources to one that deliv-
ers energy solutions. BP aims to become a net-zero
company by 2050 or sooner.

After much soul-searching, BP decided to do
something never done before at the company—cre-
ate a formal relational contract. The first step on the
journey would be to pick a partner to help BP reimag-
ine its entire workplace solutions and ultimately help

contribute to the zero-emissions goal.

Laying the foundation

Mike Jackson, BP sourcing manager, was the lead pro-
curement person on Project Apollo. He remembers
how the nature of discussions with potential suppliers
changed as BP moved into the final supplier selection
phase of the RFP, where BP would begin to lay the
foundation of the partnership.

“One of the things we learned from working with the
University of Tennessee is that culture fit was essential
when picking a partner. When we issued the final phase
of the RFS, we consciously assessed the potential part-
ners using six criteria as part of the Partnership Assess-
ment. In essence, the Partnership Assessment helped
us quantifiably score the fit and cultural potential of the
partners.” (See Figure 1 for high-level criteria used.)

It would also mean having more transparent discus-
sions. For Jackson, the concept of creating guardrails

upfront was strange. “In Vested, we were taught to

BP partnership assessment criteria
PARTNER ASSESSMENT CRITERIA
FOCUS

Did the supplier demonstrate an alignment to BP values and culture?

Did the supplier demonstrate an understanding of vested and approach
the session in this manner?

How confident are you in the supplier on delivery and do you trust
in the supplier’s capabilities?

Did the supplier approach the session in an adaptable and flexible style?

How much did the supplier listen and respond to feedback given from the

check-in session? Did they respond appropriately to our written questions?

Confidence
ary 2020. Looney’s vision was andiimet
the most far-reaching trans- Adaptability

. . B flexibilit,

formation in BP’s 112-year and flexibility
history—to transform it from Responsiveness
an international oil company

Innovation

to an integrated energy com-

pany by shifting BP’s focus

scmr.com

How well did the supplier demonstrate innovative ideas?

Source: Authors
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Boosting collaboration

be transparent and put our guardrails on the table

to begin with. It felt weird because, for a traditional
procurement person, when you say we will share our
guardrails, that’s a big no-no normally because you
are taught to keep our position close to your chest

so you can use it for leverage. However, when you
think about it, it really pits the buyer against the sup-
plier. So, while setting guardrails upfront felt weird, it

worked well and helped us get great results,” he said.

relational contract. A cross-functional team of BP and
JLL worked side-by-side to translate the intent of the
relationship into a win-win contract that applied the

key constructs of a relational contract.

Co-creating a shared vision and objectives
Alignment of the relationship kicked into first gear
when BP and JLL began to create their shared vision
and create desired outcomes for the partnership.

Commerecial real estate firm JLL was ultimately Early in the process, BP and JLL began brainstorm-
selected as the partner of choice during the first week

of June 2020 with the goal of working with BP to rei-

ing names for their partnership. The name that stuck
was “wevo,” short for workplace evolution. Figure
magine workplace solutions across the globe. Dominic 2 shares the wevo shared vision and six high-level
Soocoormanee, JLL's sales and solutions development desired outcomes that would become the raison
director, was excited about where BP was headed. “BP d’etre for the partnership.
had been on track to buy the same services in exactly
the same way using the same type of contractual rela- Adopting guiding principles for the partnership
tionships. BP’s reimagined mandate—combined with Besides defining the end-game shared vision and desired
the UT Vested methodology—created the perfect storm outcomes, the partners also adopted guiding principles
FIGURE 2

Wevo shared vision
CREATING INSPIRATIONAL, SUSTAINABLE WORKPLACE EXPERIENCES FOR OUR PEOPLE AND OUR COMMUNITIES

ACHIEVEMENT
IS REFLECTED
IN THE DESIRED
OUTCOMES

Generate value
and optimize
the total cost
of ownership

Deliver
world class,
safe, healthy,
and compliant
workplaces

Live and breathe
sustainability
for our people,

our communities,

and achieve Net Zero
in our workplace

Leverage technology
to drive innovation,
provide insights,
enhance experiences
and optimize assets
and resources

Modernizing
the workplace
experience to
attract, retain

and inspire

our people

Create an exciting,
entrepreneurial
partnership which
inspires ideas
and delivers
mutual values

Source: Authors

for driving real change in how BP delivered workplace for the wevo partnership, which were formally incor-

solutions. This was very exciting to JLL,” he said. porated into their contract. But the guiding principles
A key part of that perfect storm was shifting from were far more than just words in a contract; they were
four primary suppliers with the goal of having one the basis for making fair and balanced decisions for
global supplier that would transition in waves. In addi- all aspects of the contract and are used post-contract
tion, it would mean BP and JLL would create a joint signing to guide the parties’ behaviors for working

deal architect team to create BP’s first-ever formal together. Figure 3 shares the wevo guiding principles.
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Dave Benbow, JLL global account director, reflects
on the power of the guiding principles. “The guid-
ing principles are huge benefits because they are not
smoke and mirrors. They are fundamental to how
we should work together as a partnership. When we

started to look at the partnership through the lens of

the guiding principles, it
forced us to think and act
with the mindset of ‘what

can we do together  and

FIGURE 3

the sprawling Pangborn R&D facilities to strategic data
centers. It even included a single one-story childcare
facility in Houston.

This step included co-creating a win-win pricing
model. Some of the key features of the pricing model

are as follows:

Wevo guiding principles

h : Reciprocity In respecting one another’s strengths, we will strive to make exchanges that are
Ow can we create an mutually beneficial to the parties. We will not make any demand upon the other
environment that is truly that we ourselves are not willing to return in kind. We recognize that reciprocity
‘ lies at the heart of this relationship.
a sustainable win-win.’
The ouidine princinles Autonomy In keeping with the obligation of autonomy, we acknowledge that it is our
€ guiding principles combined strengths that will lift partnership to a higher level and that neither
set the tone for every- party will seek to use its power to unfairly influence the other to act against
N ; its future interests and those of the partnership. Our goal is to create a respectful
thing we didy he said. win-win culture through freedom, transparency, and trust and we will work as
) equals in one team delivering workplace solutions to BP.
A|ign expectations Honesty We will strive to have respectful, genuine, and sincere conversations at all
. levels within the relationship. We encourage authenticity and empower everyone
and interests to share their opinion. We will look for the greater good and the value that can
Once the parties laid a come from accepting all points of view.
strong foundation for the Loyalty We will strive to value the other party’s interests to the same extent that we
. value our own interests. We will seek ways to make the relationship fair and
partnership, they began balanced mutually.
developlng the com Equity We will strive to reward each party in proportion to the value, risk, or
mercial aspects of the investment made into the relationship and its success. We acknowledge that we
. will face unpredictable situations. We will work within our governance structure to
agreement, agreeing on remedy any identified and agreed inequities.
the pdrtnershlp s scope of Integrity Integrity enables companies to trust in each other’s words and actions.
work and economics. To achieve extraordinary results, our collective words and actions must be
R aligned with our joint vision and Guiding Principles. We commit to the highest
A big step for the ethical standards and do what is right for the greater good of the relationship.
partnership was deciding ) i . i
Celebration We will celebrate, appreciate, and acknowledge each other and recognize

to leverage the scale and
expertise of both orga-
nizations to benefit the
partnership. This meant

rethinking the scope of

the partnership—ultimately combining both real estate

and facilities management under one umbrella and

great work/achievements. We will create a space to support and celebrate
the Wevo behaviors, achievements as well as individual’s special milestones.

Source: Authors

e Fully transparent “cost-is-the-cost” mantra.

Full transparency enabled the parties to identify

truly creating a global deal for the first time in BP's his- the true cost drivers for both organizations and to

tory of outsourcing workplace services. The scope was create a model that incentivizes JLL to drive down
vast—spanning 47 sites across 18 countries throughout cost and reward JLL for achieving non-cost-related
EMEA, America’s, and APAC regions. Facility types desired outcomes such as helping BP achieve its

ranged from BP’s expansive corporate campuses and zero-emissions goal.
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Boosting collaboration

¢ Ensure cost savings are not prioritized BP and JLL signed the wevo agreement in
over quality and safety. The pricing model November 2021, with the entire process taking
included “unlock” targets based on certain five months. The parties then set out to onboard

conditions; a safety lock meant that JLL must team members with new ways of working.

achieve a certain safety threshold to unlock BP’s Erika Chiuhan and JLL's Chimene van de
other incentives. Rest found working under the relational contract
¢ Both monetary and non-monetary refreshing. Chiuhan and Chimene assumed a two-

incentives. Contract extensions, recognition/  in-a-box partnership role for managing continental

reference cases, and expanded scope as non- Europe workplace services. Chiuhan explains what
monetary incentives are included. it means to be two-in-a-box partners: “To me, a
two-in-a-box partner means there is an equal effort
Stay aligned and an equal level of seniority and decision-making
As mentioned, staying aligned requires creating on both sides. So you have an informed client
robust governance that holds the contracting par- and a professional service partner looking at the
ties accountable for living up to their intentions. same outcome.” Chimene agrees: “It's a partner-
Governance mechanisms include: ship, so I feel comfortable moving forward and in
e a tiered management structure with a formal how we make decisions as we have the same goal
cadence; and expectations. And we talk about it a lot, so we
e dedicated key personnel in key leadership know what we can expect from each other.”
roles with a defined process for the continuity The wevo team is now past transition and well
of resources; into their transformation efforts. To date, wevo
® peer-to-peer “two in a box” communications team members have partnered to deliver more
with an emphasis on problem-solving at the than 100 projects in the first year. They are also
lowest levels; breaking safety records—with the United States
e relationship management processes and for- achieving zero recordable incidents. At the time
mal relationship health monitoring processes; of writing this case study, there have been more
e formal issue resolution management processes; than 1,000 nominations for both individual and
e formal processes for managing continuous team acknowledgments.
improvement and innovation ideas; and Cuthbert challenges organizations to rethink
¢ formal contractual change management their traditional approaches to outsourcing: “The
processes. traditional way of working with suppliers, I'd like
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to think has had its day now, and people will start
seeing the real benefits of working alongside busi-
ness partners in a mutually win-win relationship

rather than it being one-sided.”

Tips for starting the journey to relational
contracting
Since rolling out the Vested methodology for
formal relational contracts in 2010, relational
contracting has been gaining traction. While BP
and JLL are only in the second year of their rela-
tionship, dozens of other organizations have had
ongoing success. For example, the University of
Tennessee has 20 formal case studies from 36
organizations, with another 32 other organizations
being open/public about their success.

As organizations shift to relational contract-
ing, we recommend individuals who play a role
in forming or managing business relationships
and start writing contracts by reflecting on how
relational contracting can improve the results for
the organization. Here are four strategies orga-
nizations can start implementing in the journey
toward relational contracting.
1. Arm yourself with facts about transactional and
relational contracts. Investigate whether you suffer
from problems in your transactional contracts and
analyze whether the problems can be understood.
Investigate your most successful commercial rela-
tionships and analyze whether success may result

from using relational contracting elements.

2. Involve the right stakeholders. Upper manage-
ment should become aware of the potential
advantages and economic upside associated
with relational contracting. Make them your
allies and sponsors.

3. Start with lower-risk contracts and call it a
pilot. That's a good way to de-risk and build

a success story from which you can continue
using relational contracting for bigger, more
business-critical contracts.

4. Be patient with naysayers and skeptics. Rela-
tional contracting will probably meet resistance,
regardless of the evidence of its advantages in
many situations. However, hesitation should not
be confused with bad intentions. Instead, try
education as the change agent. The good news
is that a growing body of research, writing and

case law supports relational contracting.

The bottom line

The bottom line? It is your bottom line. Get-
ting contracts right can create millions—if not
billions—of dollars of value. But getting them
wrong can cost millions of dollars when the
parties become misaligned. Therefore, it is time
to put past practices, beliefs, policies and con-
tract templates aside and embrace contracting
for the future in the new economy. This does
not mean abandoning transactional contracts;
rather, it means adding relational contracting
to your toolkit when best fitting. oo
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