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Chapter 1

CHAPTER 1

INTRODUCTION
1.1 RESEARCH BACKGROUND

According to extant literature, organizations are faced with a choice between
two main types of contractual mechanisms when buying goods and services:
behavior-based contracting (BBC) or performance-based contracting (PBC)
(Eisenhardt, 1989a). BBC is seen as a more classic approach to contracting
in which buying organizations (hereafter referred to as buyers) specify the
behavior (i.e., processes and inputs to be used) that suppliers should engage
in (Sumo et al., 2016). BBC provides buyers with a lot of control over the
actions of their suppliers. However, BBC provides no incentives for suppliers
to engage in product, service or process innovation as they are to stick to the
behavioral requirements specified by buyers. It is therefore that BBC
generally does not result in innovative solutions but rather drives suppliers
to deliver status quo products or services. On the other hand, PBC is seen as
a more modern approach to contracting as it focusses on performance
outcomes (e.g., efficiency, quality and uptime) to be delivered by suppliers
(Selviaridis and Wynstra, 2015). To motivate suppliers to deliver superior
products or services, PBC ties (a part of) suppliers’ pay to the achievement
of performance outcomes (Jensen and Meckling, 1976; Ouchi, 1979). It is
through this contractual mechanism that PBC can significantly improve
supplier performance (Guajardo et al., 2012; Sihag and Rijsdijk, 2018).
These positive performance implications of PBC have resulted in
considerable attention in practice. PBC has, amongst others, been widely

applied in the construction sector, defence sector, infrastructure sector, and
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healthcare sector (Adida and Bravo, 2018; Francart et al., 2019; Settanni et
al.,2017; Sumo et al, 2016). However, empirical evidence reveals that buyers
and suppliers have faced considerable challenges in realizing the promise of
innovative solutions and improved supplier performance (e.g., Banker, Lee,
Potter & Srinivasan, 1996; Ng & Nudurupati, 2010; Ssengooba, McPake &
Palmer, 2012). Determinants of PBC effectiveness have therefore received
renewed attention from academics (e.g., Glas, Raithel, and Essig, 2019;
Kreye, 2018, 2019; Steinbach, Wallenburg & Selviaridis, 2018).

A recent meta-analysis reveals that PBC effectiveness is task
dependent (Sihag and Rijsdijk, 2018). In her seminal work Eisenhardt
(1989a) proposed that the task characteristics listed in Table 1.1 determine

whether BBC or PBC is most effective when contracting services.

Table 1.1
Proposed task characteristics that determine effectiveness of BBC and PBC
BBC PBC

Risk aversion agent + -
Risk aversion principal - +
Goal conflict - +
Duration of relationship + -
Task programmability + -
Information systems + -
Outcome measurability - +
Outcome uncertainty + -

Of these task characteristics, outcome uncertainty — the extent to
which variations in performance outcomes are not under the control of
suppliers — has become a central topic of study in contracting literature

(Steinbach, Wallenburg, and Selviaridis, 2018; Selviaridis and Norrman,
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2014). The financial risk introduced by high levels of outcome uncertainty is
said to drive suppliers to engage in opportunistic actions that are not in the
interest of buyers. Thus, using PBC in contexts characterized by outcome
uncertainty has been said to be counterproductive. However, anecdotal
evidence suggested that PBC can be effective in motivating suppliers to
deliver superior performance, even when they are exposed to financial risk
due to outcome uncertainty.

The insight that, in contrast to what literature would predict, PBC
could be used successfully to contract and sell services characterized by
outcome uncertainty is what inspired this dissertation. To develop knowledge
about the PBC practices that organizations can engage in to successfully
purchase and sell services characterized by outcome uncertainty, four
empirical studies have been conducted. The next sections describe the
theoretical frameworks that the four studies are grounded in and discuss the

motivation behind each of the four studies.
1.2 THEORETICAL BACKGROUND

In extant PBC literature, agency theory (Jensen and Meckling, 1976) and the
seminal work by Ouchi (1979) on organizational control are some of the most
widely used theoretical frameworks (Selviaridis and Wynstra, 2015).
Following this tradition, the first (Chapter 2) and second empirical study
(Chapter 3) are grounded in agency theory and theories on organizational
control. Both frameworks emphasize the choice that buyers need to make
between PBC and BBC. Agency theory concerns itself with agency problems
that result from conflicts of interest between the buyer and the supplier hired
to complete a task (Jensen and Meckling, 1976). Agency problems arise as
both buyers and suppliers are assumed to be rational utility maximizers that

3



Chapter 1

are risk averse and motivated by self-interest (i.e. willing to increase their
own wealth with minimal effort) (Eisenhardt, 1989a). Suppliers are therefore
said to engage in behavior motivated by self-interest that is not beneficial to
the buyer, if the goals of these two parties are not aligned (Fama and Jensen,
1983).

Therefore, contracting scholars have studied how incentives can act
as devices to align the buyer’s and supplier’s goals (Fayezi, O’Loughlin, and
Zutshi, 2012). Alignment of incentives is pertinent to exchanges as two types
of agency problems exist (Jensen and Meckling, 1976). The first is a pre-
contractual problem referred to as ‘adverse selection’, which arises due to
hidden information (Bergen, Dutta, and Walker Jr, 1992). As the supplier has
superior information to the buyer, it can engage in opportunistic actions by
misrepresenting its actual ability to be awarded a contract or achieve
advantageous terms. The second is a post-contractual problem referred to as
‘moral hazard’. This arises when the supplier engages in hidden opportunistic
actions that are not in line with the buyer’s goals. It is also known as
‘shirking’ as the supplier pursues its self-interest by shirking on costly efforts
(Ross, 1973). It is said that buyers can mitigate adverse selection by engaging
in information gathering to improve supplier selection (Bergen et al., 1992).
Buyers can mitigate the second agency problem, moral hazard, by designing
appropriate contracts (Jensen and Meckling, 1976). Previous studies find that
through the implementation of PBC, buyer and supplier goals can be aligned
(Datta and Roy, 2011; Jain, Hasija, and Popescu, 2013). Goal alignment is
achieved by tying the supplier’s pay to the achievement of buyer-specified

outcomes.
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Theories on organizational control build on these insights by putting
forth contracts as coordination devices (Macaulay, 1963). That is, buyers
enforce control by implementing contractual controls to direct attention,
motivate, and encourage suppliers to act in ways that are in line with the
buyer’s goals (Long, Burton, and Cardinal, 2002; Tiwana and Keil, 2010).
What makes this theoretical framework of specific importance to this
dissertation, is the added focus on how buyers enact control by putting in
place an evaluation process through which outcomes and behavior are
monitored and evaluated (Ouchi, 1977). Therefore, these two theoretical
frameworks are complementary. While agency theory provides insights into
the factors that should be taken into account when designing contracts,
theories on organizational control provide insights concerning the type of
control mechanism that should be used to exercise control during the contract
management phase.

While these theoretical frameworks have provided critical insights
for contracting research, the behavioral assumptions that they are based on
have had to endure criticism (Bendoly, Donohue, and Schultz, 2006;
Katsikopoulos and Gigerenzer, 2013). The primary criticism concerns the
assumption that individuals are rational utility optimizers who are unfazed
by emotions and cognitive biases. To gain a better understanding of the role
that emotions and cognitive biases play in relation to PBC, Chapter 4 is
grounded in attribution theory (Weiner, 1985). Attribution theory provides
insights into how perceived causes of outcomes affect an individual’s
behavior. Attribution theory originates in the insight that the fundamental
cognitive processes through which people deal with uncertainty result in

attributions, which individuals use to become more effective in dealing with
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their environment (Heider, 1958). Based on this notion Weiner (1985, 1986)
further developed attribution theory by focusing on how causal dimensions
of attributional explanations affect emotions and behaviors of individuals.
Understanding attributional explanations is crucial as individuals are thought
to shape their future behavior to events according to a subjective
understanding of what caused these events. That is, when a supplier is
confronted with a failure in achieving a performance outcome specified by
the buyer, causal attributions concerning the cause of failure will determine
the supplier’s future behavior.

To comprehend how ‘attributional explanations’ lead to
psychological and behavioral consequences, Weiner (1985, 1986) suggests
three basic properties based on which all causes of outcomes can be
characterized: locus, controllability, and stability. Locus refers to the location
of a cause (internal or external to the individual), controllability refers to the
degree to which the cause is subject to volitional change (controllable versus
uncontrollable by the individual), and stability pertains to the relative
endurance of a cause over time (stable versus unstable). A classic example
of a cause of success is ‘effort’, which is often considered to be ‘internal’ to
the individual, ‘controllable’ by the individual, and ‘unstable’. On the other
hand, ‘bad luck’ as a cause of failure is often considered to be ‘external’ to
the individual, ‘uncontrollable’ by the individual and ‘unstable’. The causal
placement on these three basic properties is said to result in a specific
emotion that is experienced by individuals. While some causes trigger
positive emotions that have positive behavioral consequences, others trigger
negative emotions that have negative behavioral consequences. It is

therefore, that attribution theory acts as a useful theoretical lens for Chapter
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4 to determine behavioral consequences of outcome uncertainty inducing
factors.

The final empirical Chapter is grounded in property rights theory
(Coase, 1960). Property rights theory acknowledges that contracts are by
definition incomplete (Kim and Mahoney, 2002). That is, not every
contingency can be captured in a contract ex ante. Building on this insight,
property rights theory introduces ownership concepts in incomplete contract
settings. More specifically, property rights theory argues that transactions
between organizations revolve around exchanging ownership of property
rights rather than products (Coase, 1960). Property rights here refer to the
rights “to the use of resources ... supported by the force of etiquette, social
custom, ostracism, and formal legally enacted laws supported by the states’
power of violence or punishment” (Alchian, 1965, p. 817). By focusing on
how organizations exchange ownership of property rights, this theoretical
perspective differentiates itself from agency theory (Jensen and Meckling,
1976) since it adopts a dynamic view on how economic inefficiencies can be
addressed (Kim and Mahoney, 2005). That is, it studies how economic
inefficiencies due to opportunism, bounded rationality, and information
asymmetry can be minimized by allocating risks and rewards tied to property
rights in an effective manner among organizations. Therefore, it provides
detailed theoretical insights for Chapter 5 concerning the realignment
objectives, incentives and activities in response to reallocations of property

rights and obligations tied to selling performance outcomes.
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1.3 MOTIVATION AND DISSERTATION OUTLINE

1.3.1 Empirical study 1: Mitigating shirking when contracting

performance outcomes in buyer-initiated service triads

The first empirical study focuses on contract design and contract
management practices that can be used to mitigate shirking behavior by
suppliers. Existing contracting literature has predominantly focused on
explaining functions of contractual mechanisms to develop knowledge about
effective contract design (Selviaridis and Wynstra, 2015). Yet, the actual
execution of contracts during the contract management phase, has received
little attention from scholars. Under the assumption that contract
management activities are strictly in line with what has been specified in
contracts, investigating the contracting phases separately would be futile.
However, this assumption has been questioned since contracts being
incomplete requires buyers to address unforeseen situations during the
contract management phase. This makes contract management activities of
particular importance in contexts characterized by outcome uncertainty.
Therefore, we posit that contracting is to be conceptualized as contract
design and contract management. This reconceptualization raises the

following question:

RQ1. In which manner should buyers combine PBC and BBC during
the contract design and contract management phases to mitigate
supplier shirking when contracting services characterized by outcome

uncertainty?
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This first empirical study aims to answer the formulated research
question, by conducting a theory testing study. By adopting survey as a
research strategy, data from a sample of organizations has been collected in
a structured way such that several hypotheses could be tested (Groves et al.,
2009). Survey was selected as the appropriate research strategy since
knowledge about combing contractual controls was reasonably well
developed, the variables could be clearly defined, and since the purpose of

this study was to test relationships between variables (Forza, 2009).

1.3.2 Empirical study 2: Outcome attributability in performance-

based contracting

Based on the findings of the first study, it becomes apparent that the use of
contractual controls during the contract management phase can reduce
negative performance effects of outcome uncertainty. However, Study 1 paid
little attention to the manner in which outcome uncertainty comes about in
buyer-supplier relationships. And more importantly, which actions can be
taken by buyers to reduce outcome uncertainty. Based on previous studies
we lack an understanding of the manner in which actions of buyers affect
outcome uncertainty during the contract management phase. Eisenhardt
(1989a) had proposed that outcome uncertainty arises due to the presence of
environmental factors such as the economic climate and regulatory
environment. By focusing on factors residing outside the buyer-supplier
relationship, contracting literature had paid little attention to factors tied to
the interaction between buyers and suppliers. These interactions are of
particular relevance in services contracting, since buyers fulfill specific roles
through which they provide suppliers with inputs essential to the service
production process (Sampson and Froehle, 2006). It has, however, been
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unclear how buyers fulfilling these roles impact outcome uncertainty. This

insight raises the following question:

RQ2. How does the outcome uncertainty of a service provision process
relate to the roles of the buying organization in service design and

production?

When suppliers to a large extent depend on buyer inputs, variations
in the quality and (timely) availability of buyer inputs may considerably
increase outcome uncertainty. Previous studies predict that this in turn would
drive suppliers to engage in opportunistic actions. The first empirical study
finds that contract management activities can mitigate this effect. However,
it was unclear how buyers engaging in contract management activities can

increase the effectiveness of PBC. This insight raises the following question:

RQ3. How and to what extent do specific contract management

activities enhance the effectiveness of PBC?

This second empirical study aims to elaborate on the findings of
Study 1 and existing theory by conducting a multiple case study of
organizations contracting uncertain performance outcomes. Theory
elaboration does not seek to generate new theory or test existing theory
but can be used to introduce new concept(s), examine boundary
conditions, or investigate relationships between concepts (Ketokivi and
Choti, 2014). Case study was selected as a research strategy since few

empirical studies had been conducted about the phenomenon captured in

10



Chapter 1

our research questions (Yin, 1994; Voss, Tsikriktsis, and Frohlich, 2002;
Voss, 2009). The case study methodology enabled us to investigate this
phenomenon in a more detailed manner than was possible in Study 1
based on contextually rich data from a bounded real-world setting
(Barratt, Choi, and Lee, 2011). More specifically, it enabled us to answer
‘how’ investigated concepts are related to each other through inductive

reasoning (Yin, 1994; Voss et al., 2002; Voss, 2009).

1.3.3 Empirical study 3: Uncovering behavioral effects of causal
attributions and attributional biases in performance-based

contracting

The findings of Study 2 provide us with initial evidence that environmental
factors and buyer actions each have negative performance effects, since they
contribute to the rise of outcome uncertainty. However, due to limitations of
the (non-longitudinal) case study methodology, causal relationships between
these concepts could not be tested. Therefore, it remains unclear whether
both causes of outcome uncertainty affect supplier behavior negatively.
Adhering to theories originating in the field of economics (Jensen and
Meckling, 1976), as contracting literature generally does (Selviaridis and
Wiynstra, 2015), would lead one to conclude that any factor that causes
outcome uncertainty to arise, negatively influences supplier behavior. As has
been discussed in the previous section, these conclusions are based on the
assumption that managers are rational decision makers who are unaffected
by emotions and cognitive biases (Bendoly et al., 2006; Katsikopoulos and
Gigerenzer, 2013). Given that previous studies on the use of PBC have
generally been conducted at the organization level, we lack an understanding
of the behavioral effects of PBC at the individual level. More specifically, it
11
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is unclear whether the prediction that managers respond rationally to
outcome uncertainty inducing factors is representative of empirical reality.

This insight raises the following question:

RQ4. How do emotions triggered by environmental factors and buyer
actions affect supplier behavior when uncertain performance

outcomes are contracted?

Behavioral operations management literature has also proposed that
cognitive biases can cause individuals to respond differently to certain
factors (Bendoly et al., 2006; Katsikopoulos and Gigerenzer, 2013). If
individual managers were to respond differently to environmental factors
and/or buyer actions, determining whether PBC is effective in contracting
performance from a specific supplier could be far more complex than initially
thought. That is, purchasing managers would have to take into account
cognitive biases of key decision makers at suppliers to determine whether
PBC is suitable to contract performance from a specific supplier. This raises

the following question:

RQS5. How do cognitive biases of supplier managers affect the ability

of PBC to govern supplier behavior?

The third empirical study combines an exploratory case study
strategy of an organization contracting uncertain performance outcomes
(Akkermans and Vos, 2003) with a scenario-based experiment with

practitioners (Rungusanatham, Wallin, and Eckerd, 2011). The exploratory
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case study methodology was used to further explore relationships between
concepts of interest in an empirical setting. Based on the insights gained from
Study 2 and by conducting the exploratory case study, testable hypotheses
were developed. These hypotheses were then tested by conducting a
scenario-based role-playing experiment. “A scenario-based role-playing
experiment ... is an experiment in which varying versions of a descriptive
vignette are deployed to convey scripted information about specific levels of
factors of interest (i.e., independent variables) to human subjects”
(Rungusanatham et al., 2011, p. 9). By comparing the behavioral
consequences of the factors captured in the vignettes, the formulated
hypotheses were tested. In contrast to the case study methodology used in
Study 2, this experimental methodology used in Study 3 enabled us to test

causal relationships causes of outcome uncertainty and supplier behavior.

1.3.4 Empirical study 4: Servitization: how property rights and
obligations tied to selling performance outcomes drive

manufacturers to engage in a supply chain realignment process

The first three studies provide us with insights concerning contracting
practices that buyers can engage in to mitigate negative performance effects
of outcome uncertainty. What has received little attention, is the operational
changes that suppliers need to undertake to be effective in selling
performance outcomes. Servitization literature has studied transitions from
product to services selling extensively. However, previous studies have paid
little attention to property rights and obligations associated with selling
equipment performance. Property rights theory helps explain how the
partitioning of property rights and the distribution of income generated by a
bundle of rights influence incentive alignment (or lack thereof) between
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supply chain counterparts (Coase, 1960). While this theoretical framework
has hardly been applied in operations literature (Walker et al., 2015), it
provides important insights concerning incentives at play in a supply chain
context. The acquisition of property rights by suppliers allows them to extract
additional financial value from selling equipment performance. At the same
time, the obligations associated with the acquisition of property rights
exposes suppliers to considerable financial uncertainty. However, it remains
unclear how resulting financial rewards and risks affect the alignment of
objectives, incentives and operational activities across supply chain actors.

Based on this insight the following question arises:

RQ6. How do reallocations of property rights and obligations, tied to
selling performance outcomes, drive manufacturers to realign
objectives, incentives and operational activities across multiple

supply chain tiers?

This fourth empirical study aims to elaborate on the variance theory
based insights from the first three studies and existing literature by
developing process theory (Ketokivi and Choi, 2014; Langley, 1999).
“Whereas variance theories provide explanations for phenomena in terms of
relationships among dependent and independent variables (e.g., more of X
and more of Y produce more of Z), process theories provide explanations in
terms of the sequence of events leading to an outcome (e.g., do A and then B
to get C)” (Langley, 1999, p. 691). Process research thereby enabled us to
generate knowledge about how specific changes can be produced (Langley

et al., 2013). A longitudinal Process theory complements single case study
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about an organization transitioning towards selling performance outcomes
has been conducted to answer the formulated research question (Barratt et
al.,, 2011; Barratt and Barratt, 2011; Soundararajan and Brammer, 2018;
Stuart et al., 2002). The longitudinal case study methodology was selected as
it is well suited to study the process-based phenomenon captured in the

research question.
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Chapter 2

CHAPTER 2

Mitigating Shirking when Contracting Performance Outcomes in

Buyer-initiated Service Triads?

2.1 INTRODUCTION

With an average annual growth of twenty percent, the global market value of
outsourced services will soon surpass that of physical products (Information
Services Group, 2018). While outsourcing of services has generally
strengthened the customer value propositions of organizations (Maglio and
Spohrer, 2008), it has presented organizations with challenges in terms of
how to manage outsourcing relationships (Modi et al., 2015). These
challenges are particularly apparent in the context of buyer-initiated service
triads (hereafter service triads), in which a buyer contracts a supplier to
supply services directly to a third party, the buyer’s customer (Kowalkowski,
Kindstrom, and Carlborg, 2016; Tate and Van der Valk, 2008). This
differentiates service triads from more linear manufacturing supply chains,
since in these triads each individual party in the supply chain has, at least
initially, a direct connection with the other two parties (Li and Choi, 2009;
Wiynstra et al., 2015). An illustration of this would be an internet service
provider (ISP) that contracts a maintenance service provider to handle
technical issues faced by the ISP’s customers. Here the primary service

interaction is between the maintenance service provider and the ISP’s

2 This chapter is a reworked version of a manuscript that has been submitted to the Journal
of Purchasing and Supply Management.
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customers, even though the customers have a contractual relationship with
the ISP. This means that suppliers in triadic structures, in general, have ample
opportunity to shirk their responsibility without being detected due to the
inherent information asymmetry between buyers and suppliers (Hartmann
and Herb, 2014; Li and Choi, 2009; Zhang, Lawrence, and Anderson, 2015).
At the same time, customers will typically blame shortfalls in performance
on the organization that is providing that particular product and value
proposition (Modi et al., 2015; Nenonen, Ahvenniemi, and Martinsuo, 2014;
Sengupta, Niranjan, and Krishnamoorthy, 2018). That is, the ISP’s
customer will blame the ISP, rather than the contracted maintenance service
provider, if technical difficulties are not appropriately dealt with.

To manage these challenges, buyers have relied on performance-
based contracting (PBC) to align the goals of suppliers with their own goals
and goals of their customers (Eisenhardt, 1989a; Selviaridis and Wynstra,
2015). PBC is a contracting approach that relies on tying at least part of a
supplier’s payment to its performance, thereby emphasizing outputs or
outcomes rather than required inputs, activities or processes (Martin, 2007).
While existing studies reveal that PBC is generally effective in improving
supplier performance (Sihag and Rijsdijk, 2018; Sumo et al., 2016; Tiwana
and Keil, 2007), PBC has been suggested to be less effective in incentivizing
suppliers to deliver performance outcomes that are satisfactory to buyers in
contexts in which suppliers are not fully in control of these performance
outcomes (Nullmeier, Wynstra, and Van Raaij, 2016; Selviaridis and
Norrman, 2014). This is often the case in service triads since (the behaviors
of) the buyer and its customers introduce outcome uncertainty (Sengupta et
al., 2018). Consequently, traditional theories on contracting such as agency
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theory (Eisenhardt, 1989a) and theories on organizational control (Ouchi,
1979) suggest that PBC will not be feasible or effective in service triads, and
that in such situations behavior-based contracting will be more effective in
achieving satisfactory performance outcomes. Behavior-based contracting
(BBC) emphasizes rules and procedures that suppliers (agents, controlees)
should follow in completing assigned tasks, and supplier performance is
evaluated on adherence to these prescriptions (Ouchi and Maguire, 1975;
Sihag and Rijsdijk, 2018). Insights on the relative effectiveness of PBC and
BBC are based on the long-standing assumption that these contracting
approaches are mutual substitutes. This assumption, however, has been
criticized as artificial as it is not representative of empirical reality (Sitkin et
al., 2010). Contemporary studies have therefore started to consider PBC and
BBC as complements rather than substitutes (Nielsen, Kristensen, and
Grasso, 2018; Sihag and Rijsdijk, 2018). This shift has enabled scholars to
reach a better understanding of how organizations share different types of
risks when operating in complicated settings (De Jong, Bijlsma-Frankema
and, Cardinal, 2014). What still has received little attention is the
complementarity of PBC and BBC during the different phases of the
contracting process. Specifically, it remains unclear precisely what the
effects are of combined contractual controls during the contract design phase
versus the contract management (execution) phase. A recent exploratory
study by Sumo et al. (2016) is one of the first to make an explicit distinction
between contract design and contract execution in hypothesizing the effects
of PBC, but further empirical validation is needed.

We make three main contributions to the contracting and service
triads literature to further our understanding of the complementarity of PBC
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and BBC in uncertain contexts such as service triads. First, as a baseline, this
study investigates Eisenhardt’s (1989a) proposition that outcome uncertainty
has a negative effect on PBC’s ability to achieve the desired performance
outcome. While this proposed relationship has informed contracting research
and its application in practice over the past decades, this relationship has not,
to the best of our knowledge, been tested empirically. More specifically, this
study increases our understanding of the behavioral mechanism by which
outcome uncertainty makes PBC less effective in achieving performance
outcomes. That is, we test whether outcome uncertainty leads suppliers to
shirk their responsibilities and whether this in turn leads to unsatisfactory
supplier performance. Secondly, and most importantly, this study identifies
which combinations of performance- and behavior-based contractual control
mechanisms are effective in decreasing shirking behavior by suppliers in
response to outcome uncertainty that arises in service triads. Third, we
investigate these combinations and their effects during respectively the
contract design phase and the contract management phase.

In the following section, we first summarize current research on PBC
and service triads and outline how notions from agency theory can be used
to hypothesize on the effective use of PBC in settings where there is a high
level of outcome uncertainty. We then introduce our research design and
methodology before discussing the findings from our survey data on Dutch
buyer—supplier—customer service triads. Finally, we highlight the
implications for theory and practice, and discuss limitations and directions

for future research.
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2.2 LITERATURE REVIEW

Recently, there has been increasing interest in PBC both in practice and in
the academic literature (Essig et al., 2016; Guajardo et al., 2012; Sumo et al.,
2016). PBC involves tying at least part of a supplier’s payment to its
performance, thereby emphasizing outputs or outcomes rather than required
inputs, activities or processes (Martin, 2007). Little or no research has been
done on PBC in triadic relationships (Wynstra et al., 2015). Given the growth
in the range of services that suppliers deliver directly to the buyer’s
customers, buyer-initiated service triads have become an increasingly
prevalent phenomenon in both the private and the public sector (Sengupta et
al., 2018). The emphasis on performance outcomes makes PBC particularly
challenging to implement in service triads, as particularly in these settings,
performance outcomes are not always (fully) under the supplier’s control

(Nullmeier et al., 2016; Selviaridis and Norrman, 2014).
2.2.1 Outcome Uncertainty and Buyer Satisfaction

Studies of contractual arrangements and control mechanisms in buyer-
initiated service triads usually draw on Agency Theory, which focuses on
governance issues that arise from conflicts of interest between the principal
and the agent hired by the principal to complete a task. Agency Theory treats
contracts as a mechanism to align interests and incentives and to achieve risk
sharing between the parties involved, particularly in situations of information
asymmetry (Eisenhardt, 1989a; Jensen and Meckling, 1976). Agency Theory
is also commonly used to study the choice between contracting on effort or
behavior (behavior-based contracting, BBC) or contracting on output or

outcomes (performance-based contracting, PBC) (Selviaridis and Wynstra,
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2015). Buyer-initiated service triads involve a high level of information
asymmetry between buyer, supplier and customer, all of whom have (partly)
different goals (Sengupta et al., 2018; Zhang et al., 2015).

To address such conflicts of interest, agency theorists have
investigated the situational characteristics that determine the optimal form of
contract and control — performance-based or behavior-based — and have thus
focused on the type of incentives to include in contracts in order to minimize
adverse behavior by suppliers (Fayezi et al., 2012). Eisenhardt (1989a)
suggested that PBC is more effective when performance outcomes are easy
to measure, when the parties involved have very different goals, and when
the buyer is risk-averse. BBC, on the other hand, is said to be more effective
when there is high task programmability, high outcome uncertainty, high
information availability, supplier risk-aversion, and a long-term relationship
(Ouchi, 1979; Kirsch, 1996). Of these factors, outcome uncertainty has
gained particular interested in recent research on PBC (Selviaridis and
Wynstra, 2015).

Outcome uncertainty arises when performance outcomes are only
partly a function of the agent’s behavior (Eisenhardt, 1989a; Zu and Kaynak,
2012). Early agency theory literature proposes that environmental factors
such as economic climate, government policies and competitor actions — all
factors that are external to the principal and agent — are key causes of
variations in performance outcomes (Celly and Frazier, 1996; Eisenhardt,
1989a). Moreover, in service outsourcing relationships, suppliers have to rely
on customer inputs, including physical assets, information and actors (Chase,
1978; Sampson and Froehle, 2006). These inputs form one of the key factors
affecting how much outcome uncertainty a service supplier is exposed to.
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Since suppliers that operate in service triads rely on buyer and end-customer
inputs to the service delivery process (Wynstra et al., 2015), outcome
uncertainty typically is quite high (Li and Choi, 2009; Niranjan and Metri,
2008; Nullmeier et al., 2016). According to theory, the higher the outcome
uncertainty that suppliers are facing, the less effective is PBC in achieving
satisfactory performance outcomes (Gruneberg, Hughes, and Ancell, 2007).
Moreover, Stouthuysen, Slabbinck, and Roodhooft (2012) found evidence
that output controls — once implemented — have a negative effect on
(perceived) supplier performance when services require intensive supplier-
customer interaction. In sum, when the actions of the buyer or final customer
strongly influence the extent of the liability of the supplier for performance
outcomes, contracting on performance is less effective in achieving
satisfactory performance outcomes (Handley and Gray, 2013; Mayer,
Nickerson, and Owan, 2004). Therefore, we posit that, in the presence of
PBC, outcome uncertainty decreases the likelihood of achieving satisfactory
performance outcomes. Thus, we formulate the following baseline

hypothesis:

Hypothesis 1. In service triads where the buyer-supplier relation is
governed by a performance-based contract, outcome uncertainty is

negatively associated with buyer satisfaction.

In addition to this baseline hypothesis, we aim to investigate the
process by which this effect comes about. According to Agency Theory, the

presence of outcome uncertainty, in the context of PBC, is likely to induce
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the supplier to act opportunistically by shirking (Ross, 1973; Wang and
Yang, 2013). While acting opportunistically can refer to any type of adverse
action characterized by self-interest with guile, shirking of responsibility is a
specific type of opportunistic action (Fong and Tosi, 2007). Shirking —
passive, but intentional opportunistic behavior — represents the extent to
which a service provider is prone to underperform or withhold resources
(Handley and Benton, 2012; Wathne and Heide, 2000). As Handley and
Benton (2012, p. 55) argue: “[...] providers may be inclined to withhold
resources or “under-invest” in the relationship if they believe the outsourcing
firm is unable to detect such action (i.e. shirking).” Outcome uncertainty
implies that the service performance achieved cannot be clearly attributed to
the supplier; it can also be due to external circumstances, and to the behaviors
and inputs of the buyer and customer. Therefore, the supplier may choose to
underdeliver, since under PBC its efforts or behavior are not monitored.
When suppliers shirk responsibility, they will likely fail to achieve what was
agreed upon in the contract and buyers become unsatisfied with the services
provided. Based on these insights, we formulate the following mediation

hypothesis:

Hypothesis 2. In service triads where the buyer-supplier relation is
governed by a performance-based contract, shirking of responsibility
by suppliers mediates the negative relationship between outcome

uncertainty and buyer satisfaction.
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2.2.2 Combined Effects of Performance-based and Behavior-based

Contracting

Most studies adopting agency theory are typically based on the longstanding
assumption that PBC and BBC are mutual substitutes (Cardinal, Kreutzer,
and Miller, 2017; Choudhury and Sabherwal, 2003). This so-called singular
view on contracting is increasingly criticized in the literature for not
reflecting empirical reality where different forms of contracting or control
co-exist in the same inter-organizational relationship (Sitkin et al., 2010), for
instance in order to share different types of risks (De Jong et al., 2014). One
example of a service triad in which PBC and BBC have been combined
successfully concerns a train operator, which contracts the services of a
cleaning services supplier. In this service triad, contracted cleaning services
are delivered directly to passengers while trains are in service. The train
operator combined PBC and BBC to ensure that cleaning quality targets were
met (PBC) and that safety requirements were adhered to (BBC) (Nullmeier
et al., 2016).

A recent meta-analysis of controls, both in intra-organizational and
inter-organizational settings, reveals that PBC and BBC have complementary
effects on performance (Sihag and Rijsdijk, 2018). Specifically, for buyer-
supplier relations, Handley and Gray (2013) investigate the complementarity
in use and in effectiveness of output (or performance) and process (or
behavior) controls. In their study of quality management practices, they find
support for a substitution effect in use between output-oriented quality
controls and process-oriented quality controls. However, they also find

moderate support for the complementary effectiveness of output-oriented
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and process-oriented controls. In their multiple case study of contracting in
service triads, Broekhuis and Scholten (2018) also suggest that combining
PBC and BBC can help in achieving satisfactory performance. In a theory-
building study, Whipple and Roh (2010) identify four different outsourcing
scenarios characterized by different levels of outcome measurability (i.e., the
degree to which performance outcomes are difficult to measure or difficult
to measure within a limited amount of time) and outcome uncertainty. Using
these scenarios, they develop the proposition that a combination of PBC and
BBC is most effective when both outcome measurability and uncertainty are
low, or when both are high. Overall, however, there are very few empirical
studies investigating the combined effects of PBC and BBC, let alone studies
testing the specific contingencies or task characteristics affecting these
interactions.

We therefore propose and empirically validate the combined effects
of PBC and BBC, in particular how that combination would affect the impact
that outcome uncertainty has on supplier shirking, and thereby on buyer
satisfaction. Moreover, building on the recent work of Sumo et al. (2016),
we propose to distinguish two phases of contracting in investigating these
effects: contract design and contract management or execution. The
distinction between these two phases is important since behaviors and
performance targets for outsourced services cannot always be fully defined
in advance because of their dynamic nature (cf. Carson, 2007). It is therefore
that what is monitored during the contract management phase can differ
substantially from what was specified during the contract design phase
(Bonner, Ruekert, and Walker Jr, 2002). While a buyer may have designed a
predominantly performance-based contract at the start of an exchange, it may
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introduce additional behavior monitoring during contract execution when it
feels that performance targets are not met (Sumo et al., 2016).
Distinguishing between these two phases is especially important in
the case of service triads as the nature of triadic arrangements means that the
buyer gradually relinquishes direct involvement in service delivery,
delegating this to the service supplier (Li and Choi, 2009). Put differently, in
the contract management phase, the supplier gradually positions itself
between the buyer and the customer. While the contract that the buyer has
established with the supplier during the contract design phase is expected to
guide the exchange process between supplier and end-customer (by defining
either the performance to be achieved, and/or the behavior/processes to
adopt), these changing interaction patterns mean that during the subsequent
contract management phase the opportunities for monitoring to ensure proper
service delivery and appropriate supplier behavior may change (Van der Valk
and Van Iwaarden, 2011; Li and Choi, 2009). When studying the effects of
contracting on shirking behavior, it is therefore helpful to distinguish
between what has been specified in a contract during the contract design
phase and the type of control mechanisms that are actually used to measure,
monitor and evaluate performance outcomes and behaviors during the
contract management phase (Carson, 2007; Glas, Henne, and Essig, 2018).
Hence, we use two pairs of constructs to capture what happens in the
respective phases. For the contract design phase, we use performance vs.
behavior specification, namely the ‘performance outcomes to be achieved
and incentives tied to the achievement of outcomes’ and the ‘behaviors (i.e.,
processes and procedures) to be adhered to.” For the contract management
phase, we use performance vs. behavior evaluation, namely the
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measurement, monitoring and evaluation of ‘performance outcomes
achieved’ and ‘behaviors used to achieve performance outcomes’ (Dekker
and Van den Abbeele, 2010; Ouchi, 1979).

The contracting literature is somewhat divided on how shirking of
responsibility is affected by specifying during the contract design phase not
only the desired performance outcomes but also what behaviors are required
of suppliers. On the one hand, adding behavior specification to the mix can
be beneficial since it (1) reduces the information asymmetry between buyer
and supplier, (2) reduces the risk for suppliers of not being rewarded for the
effort invested and (3) enables buyers to use their specialist expertise to
provide guidance to suppliers to complete specific tasks (Bello and Gilliland,
1997; Ramaswami, 1996; Whipple and Roh, 2010). Following this line of
reasoning, one would conclude that combining performance and behavior
specification weakens the shirking inducing effect of outcome uncertainty.
On the other hand, imposing specific procedures can be counterproductive
since it places constraints on the supplier’s ability to use its expertise to
structure processes in the most effective way (Bonner et al., 2002; Sumo et
al., 2016; Tiwana and Keil, 2007). Following this line of reasoning, one
would conclude that combining performance and behavior specification
strengthens the shirking inducing effect of outcome uncertainty. Based on

these insights, we formulate the following competing hypotheses:

Hypothesis 3a. Behavior specification moderates the effect of
performance specification such that this combination of contractual
controls weakens the indirect effect of outcome uncertainty on buyer
satisfaction through shirking of responsibility by suppliers.
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Hypothesis 3b. Behavior specification moderates the effect of
performance specification such that this combination of contractual
controls strengthens the indirect effect of outcome uncertainty on buyer

satisfaction through shirking of responsibility by suppliers.

There is a similar division over how the shirking inducing effect of
outcome uncertainty is affected by evaluating both performance and behavior
during the contract management phase. Studies that adopt a singular view on
contractual controls argue that performance evaluation decreases shirking,
whereas behavior evaluation increases shirking (e.g., Aiken and Hage, 1966;
Heide, Wathne, and Rokkan, 2007). Few studies have, however, researched
how these two contractual controls interact. Hirst (1981, 1983) argues that
contractual controls should not only signal to the supplier that performance
outcomes have not been achieved, but should also be accompanied by some
discussion of why those performance outcomes were not achieved and how
this can be corrected in the future. Engaging in such constructive discussions
about shortcomings in procedures is particularly important in service triads
since suppliers are dependent on buyer and customer inputs (Li and Choi,
2009; Niranjan and Metri, 2008).

Therefore, evaluation of behavior can help to build mutual
understanding and can help suppliers to feel they are being treated fairly
(Long, Bendersky, and Morrill, 2011; Ramaswami, 1996). Following this
line of reasoning, one would conclude that combining performance and
behavior evaluation weakens the shirking inducing effect of outcome
uncertainty. On the other hand, it has been argued that behavior evaluation

31



Chapter 2

may be perceived as obtrusive since it limits the supplier’s autonomy
(Anderson and Oliver, 1987; Sumo et al., 2016; Van der Valk and Iwaarden,
2011). This may hinder the supplier’s ability to make adjustments needed
during the early stages of a project and can ultimately result in performance
outcomes that are unsatisfactory to the buyer. Following this line of
reasoning, one would conclude that combining performance and behavior
evaluation strengthens the shirking inducing effect of outcome uncertainty.

Based on these insights, we formulate the following competing hypotheses:

Hypothesis 4a. Behavior evaluation moderates the effect of
performance evaluation such that this combination of contractual
controls weakens the indirect effect of outcome uncertainty on buyer

satisfaction through shirking of responsibility by suppliers.

Hypothesis 4b. Behavior evaluation moderates the effect of
performance evaluation such that this combination of contractual
controls strengthens the indirect effect of outcome uncertainty on buyer

satisfaction through shirking of responsibility by suppliers.

These hypothesized relationships are depicted in Figure 2.1.
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Fig. 2.1. Conceptual model
2.3 METHODOLOGY
2.3.1 Measure Development

The unit of analysis in this study is the transaction or exchange of a specific
service in a given service triad. Therefore, all of the constructs are measured
at the transaction level. Construct and scale development took place in four
stages as articulated by Saghiri (2011). First, we defined the constructs and
their measured variables by conducting an extensive literature review.
Operationalization of constructs has been achieved by using reflective as well
as formative multiple-item measures. While formative indicators cause the
latent variable, and are therefore referred to as cause indicators, reflective
indicators are referred to as effect indicators and are chosen from a universe
of items that are related to the construct (Diamantopoulos & Winklhofer,
2001). Items of formative constructs together form the latent construct.
Formative indicators must be collectively exhaustive to form the latent

variable reliably and are therefore not interchangeable (Diamantopoulos,
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Riefler, & Roth, 2008; Jarvis, MacKenzie, & Podsakoff, 2003). Following
prescriptions of Dillman (2000), we operationalized the constructs using
single- or multi-item reflective measures based on scales used in previous
research whenever possible.

While we were able to identify existing scales to measure most of our
constructs, no existing scales were available to measure buyer satisfaction,
performance and behavior specification, and service importance. To
operationalize these constructs, we developed formative scales since these
constructs meet the following four criteria formulated by Jarvis, MacKenzie,
and Podsakoff (2003): (1) the direction of causality is from the indicators to
the construct, (2) the indicators are not interchangeable as each refers to a
different and distinctive aspect of the construct, (3) the indicators do not
necessarily co-vary, and (4) the nomological net of indicators is expected to
differ for each of the sub-constructs. During development, we safeguarded
validity of the formative constructs by ensuring that the measurement items
conceptually capture a substantial part of the domain (Diamantopoulos and
Winklhofer, 2001; Rossiter, 2002). Second, we sought help from scholars
and practitioners with expertise in the area of performance-based contracting
to validate — in particular — our newly developed measurement scales. In two
discussion rounds, we met with a mixed group of six to eight individuals.
After explaining the research and its key constructs, we introduced and
discussed the initial measures for all developed measurement scales. This
exercise resulted in modifications to the some of the scales (as we explain
below when discussing our measures), as well as minor language changes.

Finally, we pre-tested the survey in a pilot study with 16 purchasing
practitioners selected from the sample frame of the large-scale survey. We
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used the responses to evaluate the feasibility of the survey, the time taken,
and any adverse events that occurred so that we could improve our study’s
design prior to actual data collection. We also used the pilot study to evaluate

and validate our measurement items.
2.3.2 Measures

All items were measured using five-point Likert-type rating scales (strongly
disagree-strongly agree), with the exception of Relationship Continuation,
which is categorical (yes/ no) (see Appendix A for an overview of our key
constructs and measurement items).

Independent variable

To measure outcome uncertainty (OUTCUNC), we used an adapted four-
item reflective scale based on the works of Eisenhardt (1989a), Nilakant and
Rao (1994) and Celly and Frazier (1996). Outcome uncertainty is measured
by assessing the effect of external factors on service delivery outcome
(Eisenhardt, 1989a), fluctuation in the outcome experienced by the end-
customer and the difficulty of predicting the outcome experienced by end-
customer (Celly and Frazier, 1996), and the effect of supplier effort on the
outcome experienced by end-customer (Nilakant and Rao, 1994).
Dependent variable

To measure buyer satisfaction (BUYSATIS), we developed a five-item
formative scale. Building on services marketing literature (Edvardsson and
Olsson, 1996; Gronroos (1982), and in line with Nyaga, Whipple, and Lynch
(2010), we asked informants to what extent their organization is satisfied
with the service delivery process and the overall service quality. More

specifically, buyer satisfaction with the delivery process, quality of service
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delivery, contributions to improving processes or services, realized cost
savings, and contributions to improve margin, revenue or return together
form the buyer satisfaction construct.

Mediator

To measure shirking of responsibility (RESPSHIR) when problems arise, we
built on the eight-item reflective scale of observed opportunism by Wang,
Kayande, and Jap (2010). Five items were dropped after the discussion
rounds, as participants indicated these measures to reflect malicious intent
rather than seeking self-interest with guile. A three-item reflective scale
remained assessing the extent to which the supplier sticks to its promises, is
available, and informs the buyer when problems are encountered.
Moderators

To measure performance specification (PERFSPEC) and behavior
specification (BEHSPEC), we developed two formative scales based on the
empirical work of Martin (2007). We measured performance specification
using a nine-item scale. Informants were asked to what extent performance
targets relevant to the end-customer and the buyer, and bonuses and fines
linked to these targets, had been specified in the contract. We measured
behavior specification based on a four-item scale based on Argyres and
Mayer (2007), who measure contractual detail in terms of task descriptions
(i.e., operational, and management and control activities), communication
(i.e., management reporting), and contingency planning. While our survey
did include items for the latter, they were excluded from our measurement
model as they were more generic in nature rather than specifically related to

behaviors. Instead, we added (and maintained in our measurement model) an
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item measuring the extent to which the contract contained provisions
regarding supplier performance measurement.

To measure performance evaluation (PERFEVAL) and behavior
evaluation (BEHEVAL), we used five-item formative scales based on the
work of Dekker and Van den Abbeele (2010). Performance evaluation was
measured by asking informants to what extent the supplier’s performance
was monitored and rewarded. Behavior evaluation was measured by asking
informants to what extent the supplier operated according to specified
procedures.

Control variables

Control variables were added to minimize the possibility of confounded
results that limit the explanatory power of the model (Kish, 1959; Pedhazur
and Schmelkin, 1991). We control for four variables that may affect the
dependent variable, based on previous literature (see Atinc, Simmering, and
Kroll, 2012; Specter and Brannick, 2011). First, we controlled for the buyer’s
size (BUYSIZE), a natural logarithm of the number of individuals employed
by the buyer (Carey, Lawson, and Krause, 2011; Stouthuysen et al., 2012).
Firm size reflects the financial resources the firm has access to (Contractor,
Kumar, and Kundu, 2007) and the bargaining power of the buyer over the
supplier (Poppo, Zhou, and Zenger, 2008).

Suppliers dealing with firms that have high bargaining power are
expected to refrain from shirking, thus leading to higher buyer satisfaction.
Second, we controlled for the buyer’s dependence (BUYDEP) on the
supplier, measuring this using a four item reflective scale (Hernandez-
Espallardo and Arcas-Lario, 2008; Jap and Anderson, 2007). Suppliers are
expected to shirk more when dealing with buyers that are dependent on them
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and these buyers are thus likely to be less satisfied. Third, we controlled for
the continuation of the buyer-supplier relationship (RELCON) as this reflects
the degree to which a relationship exists between buyer and supplier
(Cannon, Achrol, and Gundlach, 2000; Carey et al., 2011; Stouthuysen et al.,
2012). Longer-lasting relationships may help parties to build trust (Malhotra
and Lumineau, 2011), which may affect shirking by suppliers and therefore
buyer satisfaction. Fourth, we controlled for the relative importance of the
contracted service in the buyer’s overall value proposition (SERVIMP),
measuring this using a three item formative scale (Stouthuysen et al., 2012).
Dependence on the supplier and the relative importance of the service are
added as control variables as these reflect the degree of risk the buyer is
exposed to when the intended performance outcomes are not achieved by the
supplier. As PBC largely shifts that risk to suppliers, a service that is deemed
to be highly important involves more risk for the supplier, which increases

the likelihood of shirking of responsibility and decreases buyer satisfaction.
2.3.3 Data Collection Procedure

Data were collected in collaboration with the Dutch Association for
Purchasing Management (NEVI) in 2013 by means of an online
questionnaire. NEVI provided us with its membership list containing the
names and telephone numbers of Dutch purchasing professionals. Working
with a professional association membership list greatly increased our chances
of getting informed individuals with relevant information and backgrounds
(Montabon, Daugherty, and Chen, 2018). A total of 1,518 purchasing
professionals were contacted by phone to establish (1) whether they were at

that point in time involved in a buyer-initiated service triad, where
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contracting was done through some form of PBC and (2) whether they would
be willing to participate in the study. Individuals that met both criteria were
asked to select a contractual relationship for which 1) they had been involved
in purchasing the service, 2) the contractual relationship had been ongoing
for at least a year, and 3) the supplier was the primary supplier and there were
at most two other suppliers of the same service. The individual’s contact
details and the selected contractual relationship (i.e., type of service and
name of supplier) were then recorded. Informants were subsequently sent a
link to the online questionnaire. To ensure that questions were answered in
relation to the specific contractual relationship that had been selected,
informants were reminded at the start of the questionnaire which service and
supplier had been selected. Data for all constructs were collected from the
perspective of purchasing managers since our constructs are monadic in
nature (Flynn, Pagell, and Fugate, 2018).

Of the 1,518 purchasing professionals we contacted, 410 indicated
that they had experience with PBC in service triads. Of these 410 purchasing
managers, 369 indicated their willingness to participate in our study. These
informants were reminded three times; twice via email, then a final reminder
via telephone. This resulted in responses from 120 purchase managers
(response rate: 33 percent). After deleting responses with missing data, we
had a final sample consisting of 92 responses (effective response rate: 25
percent). Table 2.1 lists the industries and services represented in this sample.
The organizations represented have an average total revenue of €2.2 billion
(fiscal year 2012), and 69% of them employ more than 250 people. On
average the purchasing spend of these organizations is €897 million (fiscal
year 2012). All the buyers and their suppliers are located in the Netherlands,
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which means that national cultural differences and geographic dispersion do

not affect these outsourcing relationships.

Table 2.1

Industries and services represented in the sample
Industry (SIC)
Agricultural services 2%  Health services 9%
Amgsement and recreation 1% He_avy construction, excl. 20
services building
Business services 14% Insurance carriers 2%
Chemicals and allied products 1%  Oil and gas extraction 1%
Communications 5%  Railroad transportation 7%
Educational services 14% Real estate 1%
Electrical services 2%  Service, NEC 1%
sEenr%liI;Z:mg and management 13% Social services 1%
Executive, legislative and 89, Traqsportation equipment 1%
general government services
Food and kindred products 19,  Vholesale trade-durable 1%

goods
General building contractors 1% Wholesale-trade non-durable 2%
goods

Service
Catering 9% IT 2%
Cleaning 16% Legal 1%
Consultancy 5%  Maintenance and repair 9%
Delivery 4%  Marketing 2%
Facility management 2%  Production 1%
Financial services 1%  Software 1%
Healthcare 4%  Transportation 11%
Home care 3%  Other 17%
Installation 7%
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In terms of sectors our sample is quite heterogeneous, which is
consistent with the relevant theoretical domain for our propositions: all
buyer-initiated service triads that use some degree of performance-based
contracting. As in any cross-sectional study, our findings may in principle be
confounded by unobserved heterogeneity. That is why we explicitly control
for (four) specific triad characteristics as mentioned above, which we
explicitly motivate from previous research (see Atinc et al., 2012; Spector
and Brannick, 2011). Based on the extant conceptual and empirical literature
on service triads and contracting, we have no a priori reason to include the
type of sector as a control variable. Nevertheless, we decided to run an
additional check to see whether we could pool the data for the private and
public sector observations; the data set contains data on both public (47.7
percent) and private (52.3 percent) organizations. The #-test we conducted
shows there to be no significant differences between means of our study
variables when comparing public and private organizations: OUTCUNC
(#(90)= -1.63, p = .106), BUYSATIS (#90) = 1.20, p = .233), RESPSHIR
(#(90)=.67,p=.507), PERFSPEC (#90)=-1.92, p=.058), BEHSPEC (#90)
=-1.37, p = .175), PERFEVAL (#90) = -1.94, p = .056), BEHEVAL (#(90)
=-.131, p =.896). We therefore integrated the private and public sub-samples

into a single sample.
2.3.4 Non-response Bias

To assess the possibility of non-response bias, we compared the responses of
early respondents (before the first reminder) and late respondents (after the
first reminder) in terms of our main predictor variables and the size of the

organization (Armstrong and Overton, 1977). Our t-test showed that there
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were no significant differences between early and late respondents in terms
of the means of OUTCUNC (#(90)= -.85, p = .400), BUYSATIS (#90) =
1.31, p=.193), RESPSHIR (#90) = -.80, p = .423), PERFSPEC (#90) = .09,
p =.930), BEHSPEC (#90) = -.63, p =.529), PERFEVAL (#90) = .07, p =
.947), BEHEVAL (#(90) = -.76, p = .449), and BUYSIZE (#90) = .15, p
=.880). It should be noted that this test is based on the assumption that late
respondents are representative of non-respondents. To verify whether this
assumption is met, an additional test can be conducted in which key
characteristics of organizations contained in the sample are compared to a
benchmark of all organizations in the sampling frame (Petersen, Handfield,
and Ragatz, 2005). As we did not have access to this benchmark data (it is
not in the NEVI membership records), such an additional test could not be
conducted. The results of this non-response bias test therefore provide some
support (but not clear-cut evidence) that our data are not affected by non-

response bias.
2.3.5 Construct Measurement Qualities

We assessed the reliability of the reflective constructs by calculating
Cronbach’s a values. The reliability of each construct was satisfactory, with
a composite reliability of at least .8 (Lance, Butts, and Michels, 2006;
Nunnally, 1978). To assess convergent validity, we computed the average
variance extracted (AVE) for each of the reflective constructs. As shown in
Appendix A, all the AVEs exceeded the recommended minimum level of .5,
indicating a sufficient level of convergent validity (Fornell and Larcker,
1981). Finally, to test the discriminant validity of the reflective constructs,

we compared the correlation between constructs with the square root of the
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AVE. Table 2.2 provides the descriptive statistics for our constructs. This
table demonstrates that the square root of the AVE for each construct was
greater than the correlations, indicating a satisfactory level of discriminant
validity. Overall, the measurement model thus exhibits sufficient reliability
and validity.

We safeguarded the wvalidity of our formative constructs by
examining content validity as well as the multi-collinearity among the
measurement  items  (Diamantopoulos and  Winklhofer, 2001;
Diamantopoulos et al., 2008). The expert discussion rounds and the pretest
had already demonstrated the suitability of formative measurement scales
that had been developed (i.e., content validity). We assessed multi-
collinearity by calculating the variance inflation factors (VIF) and bivariate
correlations between measurement items and the respective construct
(Cenfetelli and Bassellier, 2009). The VIF values for our formative
constructs were as follows: 1.05-2.34 (BUYSATIS), 1.07-1.49
(PERFSPEC), 1.04-2.26 (BEHSPEC), 1.08-1.52 (PERFEVAL), 1.08-2.37
(BEHEVAL), and 1.24-2.38 (SERVIMP). These VIFs are satisfactory, even
for our relatively small sample size (Guide and Ketokivi, 2017). The
bivariate correlations, which are reported in Appendix A, reveal that all
measurement items are positively correlated with their respective construct.
Therefore, we conclude that these indicators are important and valid facets

of our constructs’ domains.
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2.3.6 Common Method Bias

Using single informants can enable the researcher to obtain pragmatic
experience-based inputs from people who know what is going on within their
firm (Montabon et al., 2018). However, the use of single informants to
measure information for multiple variables based on perceptual measures can
potentially be a source of systematic measurement error (Flynn et al., 2018).
Common method bias (CMB) can be addressed most effectively during the
research design phase (Montabon et al., 2018). We therefore took several
measures at the survey design stage to minimize the effect of CMB. First, we
ensured full anonymity for our respondents (Podsakoff et al., 2003).

Second, we targeted purchasing managers and asked them to answer
questions about a specific contractual relationship in order to improve the
credibility of the answers (Narayanan et al., 2011). We instructed informants
to select a contractual relationship in which they had been involved recently.
Third, questions relating to distinct constructs were asked on separate pages
of the questionnaire to reduce the likelihood of item priming effects
(Podsakoft et al., 2003). Fourth, we employed scale formats and anchors that
were most appropriate for each question. Obtaining secondary data on
outcome variables was not possible, mainly due to the perceptual nature of
our dependent variable (buyer satisfaction).

To detect whether these measures minimized the effect of CMB, we
employed Lindell and Whitney’s (2001) post-hoc statistical strategy for
detecting CMB. This technique checks for CMB by correcting bivariate
correlations between the study’s variables by subtracting correlations

between the marker variable, a theoretically unrelated variable and the study
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variables. If the corrected correlations become insignificant when compared
to the uncorrected correlations, CMB is detected (Richardson, Simmering,
and Sturman, 2009). To detect CMB, we used ‘end-customer dependence on
the supplier’ as a marker variable. The output of the correlational marker
technique provided no evidence of CMB since none of the corrected

correlations became insignificant.
2.4 ANALYSIS AND RESULTS
2.4.1 Direct Effect Analysis

To test our baseline hypothesis that outcome uncertainty is negatively related
to buyer satisfaction, we performed hierarchical regression analyses. For the
first model, buyer satisfaction was regressed on the control variables. We
then included outcome uncertainty in the second model. We checked for
multi-collinearity of independent and control variables by examining the VIF
values. We found that the VIF scores ranged between 1.01 and 1.04. Since
these scores indicate little or no inflation arising from collinearity of
predictors, we conclude that multi-collinearity is not an issue (Guide and
Ketokivi, 2015). We tested for heteroscedasticity using the recommended
Breusch—Pagan test (Breusch and Pagan, 1979). There was not an issue with
heteroscedasticity (BP = 3.87, df = 4, p = 0.424). The regression results
(Table 2.3) provide support for hypothesis 1, since outcome uncertainty is
shown to have a negative effect on buyer satisfaction (b =-1.13, B =-32,p

=.002, 95% CI=-1.86 to -.51).
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Table 2.3
Regression results from the direct effect analysis
Dependent variable Model 1 Model 2
Buyer satisfaction b S.E. b S.E.
(Intercept) 18.593" 856 18.557" 815
Control variables
BUYSIZE ci -.146 200 ¢ -.150 114
BUYDEP Co -.208 354 ¢, -221 337
RELCON c3 425 539 ¢ 531 514
SERVIMP C4 .108 109 ¢y 141 .104
Independent variable
OUTUNC ¢ -L1307 355
R? .032 133
Adj. R? -012 .083
R? change .032 101*
F 724 10.151

Notes: Significance levels: “ p < 0.05. ™ p < 0.01. Unstandardized regression coefficients
reported

2.4.2 Mediation Analysis

To test whether shirking of responsibility mediates the negative relationship
between outcome uncertainty and buyer satisfaction, we carried out
mediation analysis. The regression results are presented in Table 2.4 (Model
3); where the first column of regression coefficients refers to the relations
with responsibility shirking as dependent variable (paths a in the mediation
model) and the second column of regression coefficients refers to the
relations with buyer satisfaction as dependent variable (paths b in the
meditation model).

In the next step, we followed the recommendations of Hayes (2013,
2018) to use bootstrapping to detect mediation by computing the confidence

interval of the indirect effect. While several approaches can be used to test
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for mediation, bootstrapping is the preferred method due to its low sample
size requirement and the fact that it does not rely on the assumption of
asymptotic normality (Malhotra et al., 2014; Rungtusanatham, Miller, and
Boyer, 2014). We therefore tested for mediation using Hayes’s (2013)
PROCESS bootstrapping macro. We find evidence of mediation since the
95% bootstrapping confidence interval for the indirect effect lies between -
.74 and -.07 (adjusted R? = .181, p = .000) (to conserve space, the indices are
not repeated in Table 2.4). While research often distinguishes between full
and partial mediation, Rungtusanatham et al. (2014) argue that this is not
appropriate since full mediation can never be truly tested. We therefore do

not make this distinction.
2.4.3 Moderation Analysis

To test whether combining contracting approaches helps to prevent suppliers
shirking their responsibility, we carry out conditional process analysis
(Hayes, 2018). Conditional process analysis is an analytical strategy that
seeks to quantify the boundary conditions of mechanisms. This is done by
testing whether the effect of a mechanism (i.e., shirking of responsibility) is
contingent on other factors. More specifically, moderated mediation occurs
when the strength of a mediation process differs at specific levels of a
moderator, which is also known as a conditional effect (Muller, Judd, and

Yzerbyt, 2005).
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Moreover, our hypotheses 3-4 propose that the indirect effect of shirking on
buyer satisfaction is conditional not on a single factor or moderator, but a
combination of moderators: the combination of behavior and performance
specification, and the combination of behavior and performance evaluation.
In other words, we are proposing moderated moderated mediation effects.
Using the index of moderated mediation (Hayes, 2018), we establish whether
the moderation of the indirect effect of outcome uncertainty on buyer
satisfaction by performance specification is conditional on behavior
specification. Likewise, we also establish whether the moderation of the
indirect effect of outcome uncertainty on buyer satisfaction by performance
evaluation is conditional on behavior evaluation. If the index of moderated
mediation provides evidence of moderated moderated mediation, we probe
the interaction to establish whether there is evidence of conditional
moderated mediation. This is done using the conditional moderated
mediation index, which quantifies the linear relationship between a specific
moderator and the indirect effect at a low, medium and high value of the
second moderator.

Model 4 (see Table 2.4) tests for moderated moderated mediation of
performance and behavior specification. Again, the first column of
regression coefficients refers to the relations with responsibility shirking as
dependent variable (paths a in the mediation model) and the second column
of regression coefficients refers to the relations with buyer satisfaction as
dependent variable (paths b in the meditation model). The regression
coefficient for the three-way interaction (ae) is not significant, but following
Hayes (2018) it is more appropriate for small samples like ours to consider
the moderated moderated mediation index. As the confidence interval of this
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index includes zero (-.022, 95% CI = -.062 to .011), there is no evidence of
moderated moderated mediation for the two types of specification (to
conserve space, the indices are not repeated in Table 2.4). That is, our results
do not provide support for Hypothesis 3a or for Hypothesis 3b.

Model 5 tests for moderated moderated mediation of behavior and
performance evaluation. As can be seen in Table 2.4, the explanatory power
of this second moderated moderated mediation model increases substantially
in comparison to the baseline mediation model (R? increases from .101 to
.238). Again, the regression coefficient for the three-way interaction (ae) is
not significant, but following Hayes (2018) we primarily consider the
moderated moderated mediation index. This index provides evidence of
moderated moderated mediation (-.008, 95% CI=-.022 to -.001; to conserve
space, indices not repeated in Table 2.4).

Based on this result, we probe for evidence of conditional moderated
mediation. We do this by subsequently considering the moderation by each
of the two factors (behavior evaluation and performance evaluation) of the
other factors’ moderating effect. We do this for completeness, even though
our conceptual model, strictly speaking, has specified a ‘primary’ and a
‘secondary’ moderator within H4 (and H3, for that matter). This step reveals
two conditional effects. First, the conditional moderated mediation index of
performance evaluation reveals that performance evaluation moderates the
indirect effect when there is a low level of behavior evaluation. This first
conditional moderated mediation effect is illustrated in Figure 2.2. While
performance evaluation does not moderate the indirect effect when a medium
(.031, 95% CI =.000 to .083) or high level (.004, 95% CI =-.042 to .050) of
behavior evaluation is used, performance evaluation weakens the negative
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indirect effect when a low level (.059, 95% CI = .013 to .138) of behavior
evaluation is used. Consequently, the moderating effect of performance

evaluation is conditional on there being a low level of behavior evaluation.
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Fig. 2.2. Visualization of conditional moderated mediation.

Second, the conditional moderated mediation index of behavior
evaluation reveals that behavior evaluation moderates the indirect effect, if a
high level of performance evaluation is used. This second conditional
moderated mediation effect is illustrated in Figure 2.3. While behavior
evaluation does not moderate the indirect effect when a low (.007, 95% CI =
-.083 to .112) or medium level (-.064, 95% CI = -.158 to .015) of
performance evaluation is used, behavior evaluation strengthens the negative

indirect effect when a high level (-.133, 95% CI = -.314 to -.025) of
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performance evaluation is used. Consequently, the moderating effect of
behavior evaluation is conditional on using a high level of performance

evaluation.
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Fig. 2.3. Visualization of conditional moderated mediation.

Based on these results we conclude that using performance evaluation
in combination with behavior evaluation can both weaken and strengthen the
indirect effect of outcome uncertainty on buyer satisfaction through shirking
of responsibility. Figure 2.2 reveals that for a given low level of behavioral
evaluation, increasing the amount of performance evaluation will weaken the
(indirect) negative effect of outcome uncertainty on buyer satisfaction,
supporting Hypothesis 4a. In contrast, Figure 2.3 reveals that for a given high
level of performance evaluation, increasing the amount of behavioral
evaluation will strengthen this (indirect) negative effect, supporting
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Hypothesis 4b. The moderated moderated mediation effects are not

significant in the other situations (gray lines in Figures 2.2 and 2.3).
2.5 DISCUSSION AND CONCLUSION
2.5.1 Theoretical Contributions

PBC is used in service triads for the purpose of motivating suppliers in order
to deliver superior performance (Selviaridis and Wynstra, 2015; Wynstra et
al. 2015). Specifically, it is achieved by implementing a payment model that
shifts responsibility to suppliers (Sumo et al., 2016). Since linking pay to
performance can expose suppliers to considerable financial risk, this method
of contracting has long been deemed ineffective in achieving satisfactory
performance outcomes, when performance outcomes are not (entirely) under
the control of suppliers (Eisenhardt, 1989a; Zu and Kaynak, 2012). We tested
this notion in relation to service triads, where there is outcome uncertainty
due to both buyers and suppliers being involved in providing the service
(Bastl, Johnson and Finne, 2019). While our study confirms that PBC is less
effective to induce suppliers to deliver satisfactory performance outcomes
when performance outcomes are uncertain (H1 is supported), we find that the
supplier’s propensity to engage in shirking behavior can be mitigated by
using particular combinations of PBC and BBC. Our findings hold several
implications for theory.

First, this study increases our understanding of the behavioral
mechanism by which outcome uncertainty decreases the effectiveness of
PBC in the context of service triads. Our results reveal that outcome

uncertainty leads suppliers to shirk their responsibilities, as it increases the
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financial risk that they are exposed to and thus leads to poorer performance
(Eisenhardt, 1989a; Ross, 1973; Wang and Yang, 2013).

Second, we find that the specific ways in which PBC and BBC are
combined determines how outcome uncertainty affects supplier behavior. In
contrast to prior contracting literature (e.g., Argyres and Mayer, 2007), our
study focuses on the effectiveness of contractual controls during contract
design and the subsequent contract management phase. This enables us to
explicate what should be specified during the contract design phase and what
should be monitored and evaluated during the contract management phase
(Carson, 2007). While we find no evidence that combining performance and
behavior specification mitigates the shirking inducing effect of outcome
uncertainty, our results reveal that combining performance and behavior
evaluation can have such a mitigating effect. This means that monitoring and
evaluation activities are an important mechanism by which buyers can
mitigate supplier shirking in service triads (Van der Valk and Iwaarden,
2011). Moreover, our results reveal that this ‘mitigation effectiveness’ of
monitoring and evaluation activities depends on how the different forms of
contractual controls are precisely combined during the contract management
phase.

For a given low level of behavioral evaluation, increasing the amount
of performance evaluation will weaken the (indirect) negative effect of
outcome uncertainty on buyer satisfaction. This corroborates earlier findings
on the favorable effects of output monitoring on customer-supplier relations
and supplier performance (Heide et al., 2007; Tiwana and Keil, 2007). At the
same time, retaining a minimum for of behavioral evaluation seems useful,
in line with Hirst (1981, 1983). Effective monitoring and evaluation should
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not only signal whether outcomes have been achieved, but be accompanied
by discussion of how this can be improved in the future (Uenk and Telgen,
2018).

For a given high level of performance evaluation, increasing the
amount of behavioral evaluation will strengthen the (indirect) negative effect
of outcome uncertainty on buyer satisfaction. In situations where extensive
performance evaluation is used, applying also extensive evaluation of
behavior is counterproductive since this restricts supplier autonomy (Sumo
et al., 2016; Whipple and Roh, 2010). With extensive behavioral evaluation,
adherence to buyer-specified inputs, activities or processes is typically
evaluated, restricting the supplier’s freedom to employ processes that it
deems to be most appropriate. As the supplier’s autonomy is reduced, its
ability to manage its exposure to risk is diminished. Consequently, in service
triads extensive behavior evaluation leads suppliers to increasingly shirk
their responsibility, as this form of evaluation overrides the positive effect of
performance evaluation — even when this evaluation is extensive (Frey,

1993). Our research findings are summarized in Figure 2.4.

Performance
evaluation Behavior
by buyer evaluation
by buyer

i,=-.01

Shirking of
responsibility
. by supplier
ij=n.s.
Outcome uncertainty Satisfaction
due to buyer, customer, of buyer
and environment =-98 f buy

Fig. 2.4. Research results (i = moderated moderated mediation index)
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2.5.2 Managerial Contributions

This study provides purchasing managers with new insights into how to use
PBC effectively in uncertain contexts such as service triads. Our findings
have two main implications for purchasing managers.

First, to reduce responsibility shirking by suppliers (and, thereby,
limit the negative effects on buyer satisfaction), buying firms do well to place
particular emphasis on the contract management phase. Our findings
demonstrate that it is through the application of monitoring and evaluation
activities, rather than through contractual specifications, that shirking — in the
context of a supplier facing uncertain performance outcomes — can be
contained. In line with these implications we encourage purchasing managers
to focus on the activities carried out after the contract has been drawn up and
agreed. While purchasing departments typically invest considerable
resources in designing and negotiating contracts, our results reveal that the
way a contract is managed is the most important in determining whether the
performance outcomes are achieved. This is of particular relevance in service
triads, since the uncertain nature of operations can require adaptations to the
contractual control mechanisms employed once the contract design has been
finalized.

Second, buying organizations need to realize that the benefits of PBC,
and in particular performance evaluation, are contingent on the level of
behavioral evaluation. Investing in performance evaluation, while retaining
high levels of behavioral evaluation (i.e. still monitoring whether the supplier
followed the detailed work instructions), will have no noticeable effects on

improving buyer satisfaction, to the extent that it does not reduce supplier
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shirking. In situations, where extensive performance evaluation is used,
adding more behavioral evaluation will even make matters worse. In other
words, the best results are achieved by not only increasing monitoring of
performance but at the same time reducing process or behavior monitoring.
Particularly the latter may be difficult to achieve, especially for organizations
that have previously conducted the supplier’s activities in-house or that

consider themselves experts based on other grounds.
2.5.3 Limitations and Future Research

This study has several limitations. First, the cross-sectional nature of the data
used in this study prevents us from making strong causal claims. We
therefore encourage replication of this study using longitudinal data. Second,
the study relies on data gathered from single informants. While our results
indicate that there are no clear indications of common method bias, we
encourage future studies based on data triangulation. More generally, triad
research would benefit from polyadic rather than monadic analysis, making
data collection at (preferably) all three actors in the triad imperative. Third,
this study uses perceptual measures of buyer satisfaction. While it is
generally preferable to use objective data to measure this type of construct,
most aspects of buyer satisfaction are not measured by organizations
themselves. As an alternative, we could have relied on performance or
effectiveness measures such as cost or quality, but these more specific
measures are not equally relevant for the different types of services included
in our sample. In addition, Sihag and Rijsdijk (2018) find that the results of
studies on control mechanisms that use self-reported performance data versus

those that use archival data do not differ significantly. Fourth, the sample has
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limitations in terms of its scope and size; it is limited to service triads in the
Netherlands. We would like to encourage scholars to conduct additional
studies to replicate our findings concerning the effective use of PBC in
service triads, and to extend our findings we would also urge scholars to
replicate them in other contexts.

Based on this study we suggest two main directions for future
research. First, future studies could explore how a broader set of service
characteristics may affect the complementary nature of PBC and BBC.
Reflecting on the insignificant effects of performance and behavior
evaluation leads us to believe that service complexity, for example, could
lead to considerable variation in how effective performance and behavior
specification might be across different types of services (Sihag and Rijsdijk,
2018). While buyers that are contracting complex services such as social care
rely mainly on behavior specification (Uenk and Telgen, 2018), such
contractual controls are not as common when less complex services are being
contracted. Additional research is therefore required to determine which
configurations of performance and behavior specification are most effective
when contracting specific types of services.

Second, future research could investigate contracting in other types
of service triads. The rise of the internet has led to a rise in different kinds of
triadic arrangements other than conventional buyer—supplier—customer
triads. Contemporary manifestations of triads are distinctly different from
buyer-supplier-customer service triads since they do not involve governance
of buyer-supplier relationships. Rather, they involve one organization acting
as a supplier to two or more individuals, which then exchanges services (e.g.,
Airbnb and Uber). At this point it is unclear whether such different
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characteristics affect the configuration in which contractual controls can help

to mitigate shirking.
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CHAPTER 3

Outcome attributability in performance-based contracting: Roles and

activities of the buying organization’

3.1 INTRODUCTION

Performance-based contracting deployed to purchase services has gained
increasing attention in practice recently, but its implementation has seen
mixed results (Ng and Nudurupati, 2010; Ssengooba, McPake, and Palmer,
2012). Performance-based contracts have therefore also received renewed
interest in academic literature (e.g., Heinrich and Choi, 2007; Hypko,
Tilebein, and Gleich, 2010; Kleemann and Essig, 2013; Selviaridis and
Wiynstra, 2015).

Previous research has explained performance differences between
alternative contract forms primarily in relation to the characteristics of the
task being contracted and the nature of the partners. Agency theory and
theories on organizational control posit that performance-based contracts
(outcome controls) are less effective when the supplier is risk averse, the
measurability of outcome is low, and the uncertainty of the outcome is high
(Eisenhardt, 1989a; Ouchi, 1979). In the case of performance-based
contracting, outcomes are typically defined in terms of product (equipment)

availability or reliability (Guajardo et al., 2012), product utilization (Hypko

3 This chapter has been published as Nullmeier, F. M. E., Wynstra, F., & van Raaij, E. M.
(2016). Outcome attributability in performance-based contracting: Roles and activities of
the buying organization. Industrial Marketing Management, 59, 25-36.
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et al., 2010), or even customer satisfaction (Gruneberg, Hughes, and Ancell,
2007).

Outcome uncertainty — the extent to which variations in these kinds
of outcomes cannot be controlled by the inputs and efforts of the supplier —
is a central characteristic in defining the effectiveness of a performance-
based contract (Selviaridis and Norrman, 2014). While thorough empirical
evidence of the effectiveness of performance-based contracting is still scarce
(Guajardo et al., 2012), it appears that successful cases of performance-based
contracting in the defense sector, for instance, mainly relate to assets that are
operated in relatively predictable and stable conditions such as patrol vessels
(Spacewar.com, 2013) and trainer aircraft (Dorn and Ekstrom, 2014). When
performance-based contracts draw critique from suppliers, it is often because
of their inability to fully control the performance based on which they are
rewarded and because, for various reasons, the suppliers are not able to obtain
a sufficiently high risk-premium (Gruneberg et al., 2007; Wynstra, 2015).

Outcome uncertainty has been studied in relation to selection of
effective contracts, but mainly in terms of external influences and not so
much in relation to the influence that buying organizations have on supplier
performance. In service production, however, one key aspect is the provision
of inputs by the customer, often being the buying organization (Sampson and
Froehle, 2006). When buyer inputs are substantial, variations in the quality
and (timely) availability of such inputs may have a severe impact on the
uncertainty of the performance outcomes of the service.

What previous research has not studied in-depth either, given its
predominant focus on the selection and design of contracts, is how the actual
execution or management of the performance-based contract can attenuate
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some of the negative effects that outcome uncertainty would have on the level
of supplier inputs and effort and thereby performance outcomes. Anecdotal
evidence, at least, suggests that how the contract is actually being managed—
for instance, in terms of the way penalties are enforced—has a strong impact
on the actual outcomes (Houtekamer, 2015).

To address these two gaps, this paper seeks to make two
contributions. First, it investigates how the outcome uncertainty of a service
production process relates to the roles of the buying organization in service
design and production, particularly in terms of providing inputs for the
service exchange (Sampson and Spring, 2012). We provide a synthesis of
literatures on contracting on the one hand (agency theory and theories on
organizational control) and service operations management on the other, to
better understand those antecedents of outcome uncertainty that are internal
to the buyer-supplier relationship.

The paper also identifies specific activities in managing
(performance-based) contracts, and how and to what extent such activities
can enhance the effectiveness of a performance-based contract, in a context
(high outcome uncertainty) where traditionally such a contract (outcome
control) has been argued to not be effective. By identifying the activities for
managing performance-based contracts, we aim to complement the literature
that has so far focused on design and selection of these contracts.

On the basis of literature, we develop theoretical predictions. In order
to elaborate these theoretical predictions into a conceptual model (Ketokivi
and Choi, 2014), we study contract management practices through a multiple
case study. The two cases involve cleaning services contracted by a train
operator and a university hospital. In the remainder of this paper, we first
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review prior literature to develop theoretical predictions. Subsequently, we
discuss research design, the cases and case analysis. The final two sections

discuss our findings and our conclusions.
3.2 LITERATURE REVIEW
3.2.1 Uncertainty and Attributability of Performance Outcomes

Various theoretical frameworks are relevant to the study of performance-
based contracting (Selviaridis and Wynstra, 2015). Out of these, agency
theory (Jensen and Meckling, 1976) and theories on organizational control
(Ouchi, 1979) have specifically investigated the situational characteristics
that determine the optimal form of contract or control — behavior versus
outcome. Eisenhardt (1989a) developed a synthesis of these theories, and
proposed that an outcome-based contract is more effective in situations of
high outcome measurability, high goal incongruence, and buyer risk-
averseness. A behavior-based contract is more effective when there is high
task programmability, high outcome uncertainty, high information
availability, supplier risk-averseness, and a long-term relationship.
Outcome uncertainty has become a central consideration in research
on the effectiveness of performance-based contracts (outcome contracts),
particularly because of its close association with the propensity of suppliers
to accept risk (Selviaridis and Wynstra, 2015): “The issue of risk arises
because outcomes are only partly a function of behaviors. [...] as uncertainty
increases, it becomes increasingly expensive to shift risk despite the
motivational benefits of outcome-based contracts” (Eisenhardt, 1989a, p.
61). Outcome uncertainty in this context is exclusively defined in relation to

external factors: “Government policies, economic climate, competitor
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actions, technological changes, and so on, may cause uncontrollable
variations in outcomes” (Eisenhardt, 1989a, p. 61; see also Celly and Frazier,
1996).

However, also the behavior of the customer (the principal in the
principal-agent relationship) may be a source of uncertainty. Particularly
when the customer-supplier exchange involves a service, the customer can
have a strong impact on the effectiveness of the efforts of the supplier, as the
customer contributes inputs to the service production process. Any
(unplanned) variations in the quality and availability of such inputs may
create additional uncertainty for the supplier. Sampson and Froehle (2006)
have distinguished three types of these inputs: “the customer's self, its
belongings or other tangible objects, and information” (p. 332). Unified
Service Theory (UST) suggests that this presence of customer inputs—and
its consequences—is the unique factor distinguishing service processes from
non-service processes (Sampson, 2000; Sampson and Froehle, 2006). Still,
across different service production processes, the relative importance of each
type of inputs (human assets, physical objects, and information), and the
extent to which a service production depends on these inputs, may vary. The
more important customer inputs are for a service production process, the
more factors affect service outcomes, and hence the larger the outcome
uncertainty.

In a recent study of logistics services, for instance, Selviaridis and
Norrman (2014) find that indeed one of the main antecedents of outcome
uncertainty is the service provider's control over input and behavior of
customers. Selviaridis and Norrman (2014) refer to outcome uncertainty as
(the inverse of) performance attributability. The more limited the impact of
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other factors, besides the efforts of the supplier, on the performance outcome
of the service production process, the higher the attributability of the
performance outcome. In line with the propositions from agency theory and
theories on organizational control, Selviaridis and Norrman (2014) develop
the proposition that low attributability of performance outcomes makes
service providers less willing to accept financial risks as embedded in
performance-based contracts. Low performance attributability is also argued
to lead to increased emphasis on relational governance based on information
sharing, collaboration and trust, which in turn make providers more willing
to accept the risks of performance-based contracts.

We build on this literature in two ways. First, we elaborate on the
impact of customer inputs and roles as antecedents of performance
attributability or outcome uncertainty. Second, we explicate the impact of
specific activities related to contract management in moderating the impact
of customer roles on outcome uncertainty — and the impact of outcome
uncertainty on the level of supplier inputs and effort, which in turn affects

performance outcomes.
3.2.2 Roles of the Customer

In the context of service production, outcome uncertainty is strongly
influenced by the inputs that the customer needs to provide for service
production. The amount and type of customer inputs relates to the task or role
distribution between the customer and the supplier in the service
development and production process. Service operations management
literature has distinguished seven supply chain roles that customers assume

in service supply chains, and which are directly related to the inputs
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customers provide for the service development and production process:
design engineer, production manager, labor, component supplier, inventory,
product, and quality assurance (Sampson and Spring, 2012).

Customers acting as ‘design engineer’ design services and service
production processes. ‘Production managers’ plan and oversee the
conversion of inputs into outputs by directing the service delivery. The
‘labor’ role applies to situations in which customer and supplier engage in
co-production and the customer assists, operationally, in the actual
production of services (Gronroos, 2008). Customers in the role of
‘component supplier’ provide essential process components without which
the service cannot be produced (e.g., offices as inputs for cleaning services).
Customers are ‘inventory’ when they are waiting for themselves, their
belongings or their information to be processed as part of a service exchange
(Sampson and Spring, 2012).

The ‘product’ role applies when service providers act on the customer
or the customer's organization. For example, when a consultant provides
restructuring services, the restructured organizations is the product. Finally,
when customers assume an active ‘quality assurance’ role, they provide ex
ante specifications, and measure and evaluate quality ex post (Chervonnaya,
2003).

Of these seven customer roles, the labor, component supplier,
inventory, and product roles mainly involve the input provision of human
assets and physical objects. The design engineer, production manager, and
quality assurance roles mainly involve the input provision of information.
The more substantial these customer roles are in a given service exchange,
the more important the associated customer inputs are for the performance
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outcomes of the service, and thus the higher the outcome uncertainty for the
supplier: the relation between its own inputs and efforts and final outcomes

becomes weaker.
3.2.3 Contract Management Activities

In most theories on contracting, safeguarding is the most prominent function:
contract design to minimize opportunism and to protect investments. This
can be done through assigning decision and termination rights, and defining
processes for dispute resolution (Schepker et al., 2014). Contracts can also
serve to coordinate and align actions of the contract partners, particularly
when these actions or tasks are highly uncertain and complex (Gulati and
Singh, 1998; Ouchi, 1979; Mayer and Argyres, 2004). By outlining
responsibilities of suppliers and customers, contracts also serve as a blueprint
for exchange, aligning the actions of both parties (Macaulay, 1963; Vanneste
and Puranam, 2010).

Besides enabling safeguarding and coordination, contracts can
support cooperation. Gulati, Lawrence, and Puranam (2005), for instance,
argues that cohesive effort between buyer and supplier “... not only requires
the alignment of interests (cooperation), but also the alignment of actions
(coordination)” (p. 419). Cooperation clearly relates to the function of
contracts to align incentives. Agency Theory views contracts mainly as a
vehicle to align incentives and to achieve risk sharing between parties
involved, particularly when there is information asymmetry (Eisenhardt,
1989a; Jensen, 1983).

These three functions of contracts help identify the activities the

buyer needs to execute in contract management: monitoring, enforcing,
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coordination, and cooperation. Firstly, contract management encompasses
activities related to contract monitoring (Reeves and Woodward, 1970).
Monitoring involves gathering of supplier performance information, linked
to provision of feedback (Challagalla and Shervani, 1996). Typical
approaches to supplier performance monitoring include supplier audits,
customer satisfaction surveys, and monitoring of complaints (Brown and
Potoski, 2003). Formal contract monitoring can be defined as “establishing
the extent to which contractual compliance has taken place” (Heide, 1994, p.
77). Such compliance monitoring is different from monitoring performance
for benchmarking or improvement, as the first can more easily lead to
enforcement actions.

Contract enforcing is the response (by the buyer) to a violation of a
contractual obligation (or, positively, compliance with an obligation) by the
supplier. A violation need not be the manifestation of opportunism; it can
also arise because the supplier is unable to meet the obligation or is unaware
of it (Antia and Frazier, 2001; Kauppi and Van Raaij, 2015). Monitoring and
enforcing activities are closely related. Taken together, they fulfill the
safeguarding and cooperation functions of the contract. According to Antia
and Frazier (2001), “The integrity of firms' explicit contracts and the
effectiveness of their coordination efforts depend to a large extent on sound
enforcement practices...[yet] few studies in the marketing literature have
addressed this important issue” (p. 67). This quote also leads us to the
coordination activities in contract management, which closely relate to
monitoring and enforcement.

Next to monitoring and enforcing, contract management includes
coordinating activities related to coordination of actions of both parties
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(Soeters and Griffiths, 2003). These activities include the alignment and
adaptation of activities in the service production process, based on
contractual provisions or following monitoring and enforcement. Even
though performance-based contracts in their pure form do not specify the
operational actions of suppliers, many in practice still include process
prescriptions (Selviaridis and Wynstra, 2015).

Cooperating activities are activities that seek to align (or re-align)
interests, objectives, and motivations of contract partners, or that facilitate
such alignment. Contract monitoring and enforcement relate to the
cooperation function of contracts, but there are also other mechanisms that
contribute to cooperation, such as common ownership of assets. Because
services entail co-production by supplier and customer, the latter can assist
the supplier through a joint investment in the service delivery process (Yang,
Hsieh, and Li, 2009). Such joint investment is of specific importance in
dynamic markets in which customer demand changes require firms to adapt
quickly (Selviaridis, Agndal, and Axelsson, 2011). Cooperation may also be
facilitated through informal activities such as creating mutual identification
and embeddedness (Gulati et al., 2005) through collaborating in teams and
sharing of information (Randall, Pohlen, and Hanna, 2010; Guo and Ng,
2011; Randall, Nowicki, and Hawkins, 2011).

3.2.4 Effects on Performance

Synthesizing literature on service operations management and contracting,
we have identified the extent to which a service customer plays a role in
providing inputs in terms of human assets, physical objects, and information

as antecedent to outcome uncertainty: variation in outcomes that cannot be
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controlled by the supplier. The higher the uncertainty in outcomes — typically
measured as availability or utilization of serviced assets or customer
satisfaction — the less effective a performance-based contract. Thus, when a
performance-based contract is in place, outcome uncertainty has a negative
effect on performance, as there is misfit between the contract and the
situational contingencies (Eisenhardt, 1989a). Such a misfit between contract
and context may lead to the supplier post-contractually skimping on quality
and reducing its inputs and efforts in the service exchange.

Contract management by the customer — activities related to
monitoring, enforcing, coordination, and cooperation — can attenuate some
of the effects of customer roles and inputs on outcome uncertainty and
performance. For instance, a careful coordination of customer inputs with the
supplier's service production processes can help reduce the impact of
customer roles on outcome uncertainty (Selviaridis and Norrman, 2014). In
order to elaborate these basic theoretical predictions into a conceptual model,
we use two case studies of performance-based contracting for cleaning

services.

3.3 METHODS

Theory building in industrial marketing research is characterized by the use
of qualitative case studies (Dubois and Araujo, 2004; Beverland and
Lindgreen, 2010). Three modes of conducting case research can be
distinguished: theory generation, theory elaboration, and theory testing
(Ketokivi and Choi, 2014). Theory elaboration does not seek to generate new
theory or test existing theory but can be used to introduce new concept(s),
examine boundary conditions, or investigate relationships between concepts
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— which is what this paper does. In this theory elaboration study, empirical
data have been collected through the use of the multiple case study approach

(Eisenhardt, 1989b; Ellram, 1996; Yin, 2009).
3.3.1 Sampling and Data Collection

Empirical data have been collected at two (semi-)public organizations in
Western-Europe, which employ performance-based contracts to purchase
cleaning services. These organizations have been selected in two steps. First,
we identified the target population of our study as cases of performance-
based contracting for services. Convenience sampling was subsequently
employed to find suitable cases in which different challenges associated with
attributability were faced. The first case study, carried out at a train operator,
is characterized by extensive challenges associated with attributability of
performance. This is caused by the fact that the objects to be cleaned (the
trains) are highly mobile—and not always predictably so. Extensive
involvement of the buying organization is required to provide the supplier
access to the objects to be cleaned. The second case study concerns a
university hospital. This case is characterized by less pronounced challenges
associated with attributability of performance.

Data for both case studies has been collected by the lead author
through interviews with key personnel involved in contract management and
through analysis of buyer and supplier documents. Semi-structured
interviews have been used since some structuring of interviews improves
accuracy as well as ease of data processing, but flexibility and latitude in

interview topics is also needed (Bryman and Bell, 2007). This flexibility is
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important in theory elaboration to capture insights that may be employed to
introduce new concepts.

The interviews were held with employees in different positions of the
buying and supplying organization to enable source triangulation (Yin,
2009). All interviews were held by the same researcher to ensure a consistent
approach to data collection. An overview of the employees interviewed can
be found in Table 3.1. Buyer and supplier documents (e.g., tender documents,
the contract, and newsletters) were studied to enable further data

triangulation.

Table 3.1
Overview of interviewees
Case 1: train operator  Case 2: university hospital

Interviewees at e Director of . .
buvi N . e Director of purchasing
uying organization purchasing
e Senior buyer e Senior buyer
e Senior contract e Director of facility
manager services

e Cluster manager of
facility services

e Regional manager of
facility services

e Contract manager

e Senior auditor

e Transition manager
e Controller
e Manager external
cleaning
Interviewees at o . .
. e Transition manager e Director of joint venture
supplier

e Joint venture manager
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3.3.2 Data Analysis

Interviews were recorded, transcribed verbatim, and subsequently
summarized. This process ensured a high degree of reliability and traceability
of the data (McCutcheon and Meredith, 1993). The lead author coded the
concepts and relationships between the concepts by employing a
combination of open and closed coding. More specifically, sensitizing
concepts were used to enable the coder to apply a structured coding approach
yet leave room for the identification of additional constructs (Blumer, 1954;
Van den Hoonaard, 1996). The concepts and sub-concepts shown in the
coding scheme in Appendix B were derived from existing literature and used
as sensitizing concepts. The application of sensitizing concepts was of
importance since the identified concepts have not been previously studied in
the context of performance-based contracting. Additional concepts were
inductively derived.

To elaborate on existing theory, we moved iteratively between theory
and practice (Orton, 1997; Dubois and Gadde, 2002). This enabled us to
include disciplined imagination in our theory elaboration approach (Weick,
1989) and increased the likelihood of formulating accurate and reliable
theory (Eisenhardt, 1989b). Appendix C lists the actions taken to validate the

case study results.
3.4 CASE DESCRIPTION AND ANALYSES
3.4.1 Context Case 1: National Train Operator

The first case study concerns a performance-based contract used by a

Western-European train operator to source interior cleaning of passenger
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trains. With approximately 600 employees, the cleaning services provider
cleans a total stock of about 2800 carriages and locomotives. The five-year
performance-based contract was implemented in 2012 with pay linked to
cleaning performance. The train operator aims to reduce costs while
increasing performance, and stimulating innovation. At the time of
implementation, the organization had limited to no experience with
performance-based contracting.

Two types of cleaning operations can be distinguished in this case:
cleaning operations at specific cleaning locations and cleaning operations at
designated train stations. Most cleaning activities are carried out at cleaning
locations during nighttime, when rolling stock is not in use. Cleaning at
designated train stations is carried out during stops and focuses on
contamination that is easy to clean (e.g., trash bins and newspapers).

The written contract is characterized by a combination of outcome
and behavior clauses. These clauses are based on requirements set by the
train operator during the tender as well as the cleaning concept proposed by
the supplier. The main aims of the contract are to create a partnership and to
shift responsibility for the outcome to the supplier.

The supplier is evaluated based on three Key Performance Indicators
(KPIs): quality (cleanliness of trains), safety (processes and tools/materials
used), and personnel (education provided and employee satisfaction).
Bonuses and fines are tied to performance levels to incentivize the supplier
to innovate, increase efficiency, and ultimately improve cleaning quality.
The performance-based contract is managed by the buyer's department
specialized in cleaning processes. A detailed specification of the bonuses and
fines contained in the contract can be found in Appendix D.
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3.4.2 Analysis Case 1: National Train Operator

Once the contract had been signed, the train operator (customer, which in our
case is the buying organization) and supplier agreed on a division of
operational tasks. The division of these tasks is identified next, to assess
possible challenges concerning the attributability of the supplier's
performance.

Supply chain roles and attributability of performance

Moving from a behavior or process-based contract to a performance-based
contract should have caused a substantial change in roles assigned to the train
operator. While previously a very active presence in directing the supplier
was required, the supplier should now be given more freedom. “The supplier
cleans trains all the time, so we assume that they are more knowledgeable
about cleaning than we are. They need to come up with a way to clean the
trains” (Buyer, Controller). A switch needs to be made from ‘design
engineer’ to ‘quality assurance’. Moreover, the design of service production
processes has to be left to the supplier so that it can utilize its ‘expert’
knowledge to improve existing processes. “We [as contract managers]| need
to have an informing and facilitating role” (Buyer, Contract manager).

In practice the train operator has, however, partly held on to the
design engineer role as safety standards have been specified in the contract.
Hereby, the supplier's freedom to design cleaning processes is limited.
Freedom is limited further by the fact that the component and production
manager roles have been assigned to the train operator. The component
supplier role is especially predominant in this case as the trains need to be

delivered to specific cleaning locations. The carriages and locomotives are
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essential process components, without which cleaning processes cannot be
carried out. “If you clean office buildings you know that the buildings will
be in a specific location. Delivery of trains [to the cleaning locations],
however, is associated with significant fluctuations. This can have a
substantial impact on what you are able to clean” (Supplier, Transition
manager). Delivery times of the trains thereby impact the production process.
“If we deliver trains too late the supplier will have to deal with overcapacity
[of cleaning personnel]” (Buyer, Transition manager). The train operator thus
also assumes a ‘production manager’ role, as it determines the number of
trains that are present at a specific time and place. As trains are idle at
cleaning locations before and after they are cleaned, they are in ‘inventory’.
The assignment of these roles to the buyer limits the supplier's freedom and
thereby also the attributability of performance to the supplier's effort. Once
cleaning activities have been carried out, quality needs to be assessed. This
requires the train operator to assume the ‘quality assurance’ role. The
‘product’ role is not present in this case as the service provider does not act
on the customer or the customer's organization.

The assignment of the design engineer, component supplier, and
production manager roles to the buyer decreases outcome attributability to
the supplier's inputs and effort. This is specifically challenging as actual
supplier performance did not meet or exceed predefined targets. Moreover,
the fact that the outcome is not entirely attributable to the supplier's inputs
and effort has resulted in a strained buyer-supplier relationship as the supplier

does not feel responsible for the inadequate performance.
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Contract management activities
On a day-to-day basis the train operator engages in monitoring and
coordinating activities that are of an operational nature. Enforcing and
cooperating activities take place on a less regular basis as these are of a more
strategic nature.
Monitoring
To monitor the supplier's performance, the train operator collects data related
to three dimensions: safety, personnel, and quality. To monitor whether
safety standards are met, the train operator's quality auditors carry out regular
audits. Data is collected on the processes employed, use of tools and
materials, use of protective clothing, and accessing of trains. Adherence to
personnel standards (i.e. education) is monitored by administering employee
surveys. Assessment of outcome quality (i.e. cleanliness of the trains)
involves the most extensive monitoring activities, using three data sources:
passenger satisfaction surveys, passenger as well as train conductor
complaints, and quality audits. Reliability of customer surveys and
complaints is limited due to a small sample size. More specifically, these data
sources provide a general overview of customer satisfaction but cannot be
linked to a specific cleaning location. More detailed data are required to
provide the supplier with adequate feedback. Therefore, the train operator
relies mainly on quality audits to monitor the supplier's performance. This
type of data enables the buyer to provide detailed feedback on the supplier's
performance at a specific location and time.

The quality audits are carried out by seven quality auditors using a
quality measurement system designed specifically for this contract. The
auditors carry out 62 audits per month, which equals about two audits per
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cleaning location per month. To audit cleaning quality, auditors walk through
the trains and register the number and type of remaining contaminations in
the quality management system. These data are analyzed and subsequently
used to provide feedback to the supplier. By engaging in such monitoring
activities, the train operator aims to more readily distinguish whether the
supplier's effort causes the performance outcome.
Enforcing
Once the supplier's performance on the specified KPIs has been determined,
the train operator has to decide whether or not to enforce the contract. The
contract is enforced by paying bonuses and/or levying fines. Bonuses are to
be paid to the cleaning personnel, while fines are to be paid by the supplier.
During the first year the performance outcomes did not meet the
specified targets. Nonetheless, the train operator decided to refrain from
levying fines. This decision was motivated by the insight that levying fines
this early in the relationship would negatively affect the relationship and
future performance.
Coordinating
Due to the nature of this service, extensive coordination between buyer and
supplier operations is required. “The efficiency that can be realized by the
supplier is determined by our coordination efforts” (Buyer, Director of
purchasing). Three main operations need to be coordinated by the buying
organization: use of trains, maintenance, and cleaning. As the use of trains
and maintenance activities take precedence over cleaning activities,
coordination is essential. “We [the cleaning operations team] really have to
fight for a position in the schedule” (Buyer, Manager of external cleaning).
Internal coordination supports information flows between the train
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scheduling department and contract managers, while external coordination
supports information flows between buyer and supplier. Coordination
enables contract managers to deliver accurate forecasts on the number of
trains to be cleaned at a specific location. This in turn enables the supplier to
adjust its cleaning capacity accordingly.

Accurate forecasting is typically hampered by two factors:
disruptions in the train schedule and special events (e.g., national holidays,
concerts, and promotions). Disruptions lead to delays and cause the actual
number of trains in specific locations to deviate from forecasts. Events can
increase the number of trains in use and cause more extensive contamination.
Currently a diverse set of events is not coordinated within the buying
organization. One example is a promotional event at train stations during
which free product samples were handed out. Such events cause additional
contamination since packaging ends up in trains (e.g., empty soda cans). By
coordinating such promotional activities within the buying organization,
contract managers gain access to more reliable information. This can
subsequently be used to enable the supplier to adjust cleaning capacity in a
timely manner. “Acting as an intermediary is what I believe to be most
important” (Buyer, Contract manager). Engaging in coordination activities
improves the information flows towards the supplier. This in turn enables the
supplier to improve accuracy of cleaning capacity scheduling, which
increases attributability of performance outcomes to the supplier's effort.
Cooperating
To facilitate cooperation through improved transparency and alignment of
goals, strategic meetings between the buyer and supplier are organized once
a week. “These meetings currently occur more often to alleviate the issues
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that have arisen” (Buyer, Transition manager). The number of strategic
meetings will be reduced to two a year once the most pressing strategic
challenges have been addressed. Both organizations should have similar
goals and act as a single organization: “To effectively coordinate [our
operations]| we need to act as one organization with a single goal. The main
goal should be to deliver the agreed upon quality, which is a clean train for
the customers. Money will then be a side issue” (Buyer, Senior buyer).
“Cooperating is crucial. If we are not able to get the cooperation up and
running, the two organizations will continue to operate as independent
entities and issues will not be addressed” (Buyer, Transition manager).
Engaging in cooperating activities thus aligns interests and thereby positively

affects the relationship between buyer and supplier.
3.4.3 Context Case 2: University Hospital

The second case study concerns a performance-based contract for cleaning
services used by a university hospital in the context of a joint venture. The
hospital outsources only part of the cleaning activities: the hospital's cleaning
staff cleans operation-critical spaces (e.g., operating theatres), while the
cleaning services supplier's staff cleans less critical spaces (e.g., offices and
restrooms). Both organizations combined employ 400 employees. In this
case study the focus is solely on the outsourced cleaning activities. The
supplier's cleaning staff of about 200 employees, which is employed by the
joint venture, cleans a space of 175,000 m2.

At the university hospital the majority of cleaning services are
delivered during the evening. Cleaning operations do not interfere with the

hospital's operations, as rooms to be cleaned are not in use during the night.
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During the daytime some cleaning staff are on hand to respond to complaints
and to clean restrooms.

The contract contains a large number of KPIs based on behavior and
outcome specifications. These are used by the buyer's facility services (FS)
department to evaluate the supplier's performance. Two main types of KPIs
can be distinguished. Quality related KPIs evaluate the cleaning quality
delivered by the supplier. KPIs related to the performance of the managing
partner evaluate all activities carried out by the supplier to keep the joint
venture running successfully (e.g., management of absenteeism). Based on
the supplier's performance, bonuses will be paid, or fines will be levied. An
overview of the bonuses and fines contained in the contract can be found in

Appendix D.
3.4.4 Analysis Case 2: University Hospital

The joint venture (supplier) and FS department (buyer) have agreed on a
specific task division to build towards a successful partnership. The supply
chain role assignment associated with this task division will be identified
next to establish whether challenges related to attributability of the
performance to supplier's effort exist.
Supply chain roles and attributability of performance
As mentioned, the university hospital has set up a joint venture. “We have
done this since we believed that the supplier's expertise could be combined
with our own by acting as partners” (Buyer, Director of FS).

As the design engineer role has been assigned to the buying
organization, it has defined cleaning protocols. These protocols are adopted

by the supplier and adapted if needed. The design engineer role has

82



Chapter 3

increasingly become more important as hospitals have had to deal with a
growing number of infectious diseases (e.g., MRSA and Ebola). The creation
of such protocols limits the supplier's possibilities to customize its services
and causes a mismatch between customer demands and the work being
carried out. “What happens here is that we clean everywhere in the same way.
Some departments tell us that they would like us to clean only once per week,
while other departments would like us to clean two, three or five times a
week” (Supplier, Joint venture manager). Next to this, the creation of
protocols limits creativity. “We of course [define protocols] to ensure patient
safety but at the same time you take away all creativity and enthusiasm. And
enthusiasm [from the cleaning personnel] is what in the end leads to
productivity” (Supplier, Director of joint venture). The assignment of the
design engineer role to the buyer hereby limits the attributability of
performance to the supplier's efforts.

The ‘production manager’ role has been assigned to the buyer as well
as the supplier. The buyer has created an overview of all rooms that need to
be cleaned, which contains cleaning protocols to be used and the amount of
time required to clean a room. The supplier subsequently plans and executes
the production of the cleaning service. There is a caveat though: when
supplier performance falls short and the buyer's contract manager is
responsible for the outcome, the buyer's personnel becomes more directive
and less collaborative. “In the end I am the one responsible for the outcome.
This makes that you feel the urge to start directing [the operations], almost
prescribing [the suppliers’ personnel what to do]” (Buyer, Cluster manager
of FS). This raises challenges related to attributability. The supplier's
freedom to schedule service production is limited by the fact that the buyer
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determines the time to be spent per room. More importantly, contract
managers have adverse incentives that lead them to revert back to directing
the cleaning personnel.

The ‘component supplier’ role has been assigned to the buyer as it
provides buildings to be cleaned as essential process components. Related,
the buyer performs the ‘inventory’ role as it provides a supply of rooms to be
cleaned; mainly overnight, so there is no direct impact on the buyer's primary
process. Once the service has been delivered, the buyer has to assess the
quality. Therefore, the ‘quality assurance’ role has been assigned to the
buyer. The ‘product’ role has not been assigned to the buyer.

As in the first case, the assignment of specific roles to the buyer
decreases the outcome attributability to the supplier's inputs and effort. The
negative effects become apparent at the individual level as cleaning
personnel become frustrated by the fact that their performance evaluations
do not match their effort. “This has a negative effect on our personnel's
motivation” (Supplier, Joint venture manager).

Contract management activities

Also, in this case monitoring and coordinating are activities of an operational
nature while enforcing and cooperating activities are of a more strategic
nature. This is reflected in the frequency with which the university hospital
engages in these activities. The hospital engages in operational activities on
a daily basis while it engages in strategic activities on a monthly or even
quarterly basis.

Monitoring

To assess performance based on the earlier discussed KPIs (quality and
performance of the managing partner), the buying organization carries out
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audits, administers customer satisfaction surveys, and monitors compliance
with protocols. In contrast to the train operator, the university hospital
utilizes all data sources to monitor the supplier's performance. Quality audits
are carried out based on a nation-wide standardized auditing methodology
for cleaning services. “Within the cleaning sector this is a nation-wide
accepted methodology, which enables you to objectively measure quality”
(Buyer, Regional manager of FS). While the auditors are employed by the
hospital, they have no formal ties to the personnel that manages the contract.
Customer satisfaction surveys are administered to assess whether employees
and patients experience the hospital as clean. The reliability of this data
collection method is, however, challenged by the supplier. “Employees could
say: nice office but there is a hole in the wall ... and some other shortcomings.
Not a neat office, 6 [out of 10, 10 being the highest]. But are the cleaning
personnel responsible for damaged walls? No.” (Supplier, Joint venture
manager). Yet, such additional data are valuable as auditors' measurement of
cleanliness does not always match the perception of the ‘customers’. Finally,
compliance with protocols is monitored to assess whether the joint venture
has submitted all required reports.

By employing data from these three sources the university hospital is
able to assess the supplier's performance based on multiple perspectives. In
this way it can distinguish whether low levels of performance are caused by
a lack of supplier inputs or effort. By engaging in these monitoring activities,

attributability of performance can therefore be increased.
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Enforcing

To stimulate performance, bonuses and fines were introduced. As in the first
case, bonuses need to be paid out to the cleaning personnel individually,
while fines are to be paid by the supplier.

Also, in this case, the buyer has decided not to enforce bonuses and
fines during the first year, in response to the issues related to attributability
and KPIs. “We said: Let's use the first year to build [the relationship] and let
us not punish the supplier. That would be to nobody's benefit” (Buyer,
Director of FS).

Coordinating

At the university hospital different aspects need to be coordinated when
compared to the train operator. Yet, engaging in coordinating activities is just
as crucial. “I think that the joint venture has underestimated the extent of
coordination needed to keep all operational processes running. It is all about
coordinating” (Buyer, Cluster manager of FS).

At the university hospital the contract managers have to act as a
coordinating party between internal customers and the supplier. More
specifically, contract management needs to communicate to the supplier
changes in the rooms and areas that need to be cleaned. Such changes arise
due to the repurposing of a room. However, this does not always happen in a
timely manner. “At most businesses/organizations, you would get an
overview of the rooms and areas about a month or month and a half before
the changes are made. But here, I often get the overview with changes two
months after the changes have been made. ... Better coordination would play
a very important role in this” (Supplier, Joint venture manager). A lack of
coordination thus decreases the attributability of performance as the supplier
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does not always know which specific rooms or areas need to be cleaned. “All
of a sudden we will get a complaint that we did not clean something while it
has not even been entered into the system” (Supplier, Joint venture manager).
Customer requirements and complaints need to be coordinated with
and communicated to the supplier. The buying organization attempts to fulfill
customer demands through the design of cleaning protocols. In practice these
cleaning protocols do not always match customer requirements and
flexibility in the protocols is limited. Customers can make requests to get
specific spaces cleaned that are not part of the cleaning schedule. The
supplier's operational managers will then check whether this request can be
honored within the allotted cleaning time. If cleaning capacity is exceeded
the customer will have to pay for the additional cleaning operations.
Coordinating (changing) customer demands with the supplier is thus
of importance to ensure that the supplier is able to meet customer demands.
This is of specific importance in this case as the university hospital assumes
the design engineer role by formulating cleaning protocols. By failing to
engage in coordinating activities to keep the cleaning protocols aligned with
customer requirements, the attributability of performance to the supplier's
effort would be further decreased.
Cooperating
To increase transparency and align goals, the buyer and supplier organize
strategic and tactical meetings. “Twice a year a shareholder meeting is held.
... In addition to this there are ... tactical meetings during which we discuss
the main aspects of the contract” (Regional manager of FS). Alignment of
goals through cooperating is of specific importance when a non-profit
organization partners with a for-profit business. “Even though we have set
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up a joint venture, we do notice that there is a business behind it that
essentially has a single goal: making as much money as possible by doing as
little as possible. So, we have opposite goals” (Buyer, Regional manager of
FS). The hospital on the other hand has different goals. “My goal is to get as
much cleanliness for the money that we spend” (Buyer, Regional manager of
FS). This exact issue has in fact been one of the main motivations to
implement a performance-based contract. Engaging in cooperating activities
to build a partnership, even in the context of a joint venture, appears to be of

importance to positively affect performance outcomes.
3.5 DISCUSSION

In this section, the two case analyses are compared, and findings are
embedded in extant literature to formulate propositions as well as a

conceptual model.
3.5.1 External Factors

As has been discussed in the literature section, previous research has focused
on the effects of external factors on outcome uncertainty. While we have not
focused on external factors in our study, these previous findings will be
included in our conceptual model as a baseline proposition.

External factors (e.g., government policies, economic climate,
competitor actions, technological changes) increase outcome uncertainty
(Eisenhardt, 1989a; see also Celly and Frazier, 1996) and thereby negatively
affect outcome attributability of performance to supplier effort. While our
research did not focus on such external factors, both cases show how external

factors impact attributability. In the case of cleaning services, the weather is
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a context specific external factor that has a substantial impact on the

relationship between supplier inputs as well as effort and performance.

Proposition 1. The greater the extent to which factors beyond the
control of buyer or supplier affect service outcomes, the lower the

outcome attributability of performance to supplier inputs and effort.

3.5.2 Supply Chain Roles and Outcome Attributability

In both cases, the buying organizations have switched from a behavior- to a
performance-based contract to shift responsibility to the cleaning services
supplier by linking pay to performance. In both cases, the relationship
between buyer and supplier was set up as a partnership. While one might
expect that the implementation of a performance-based contract would limit
the extent to which supply chain roles are assigned to the buying
organization, this is not the case at either organization. The design engineer,
production manager, component supplier, inventory, and quality assurance
roles have been assigned to both buying organizations to varying degrees. A
summary of the main findings can be found in Table 3.2.

While the train operator has decreased its involvement in designing
cleaning processes, the university hospital has not. Both buying
organizations have assumed the design engineer role to minimize risk
exposure. The train operator has designed safety standards and prescribes
periodic cleaning activities to be carried out by the supplier, as this reduces
the exposure to risk associated with accidents and warranty claims

respectively.
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Table 3.2
Supply chain roles findings (TO = train operator; UH = university hospital)
De sign Production Compo ne nt Inventory Quality
engineer manager supplier assurance
TO: TO: TO: TO: TO:
Extent of role moderate extensive extensive moderate moderate
assignment to UH UH UH UH
buver : : : . :
v extensive moderate limited UH: limited moderate
Type of nput  Information  Information Phys1cal Physwal Information
objects objects
Affects
attributability Yes Yes Yes No No

The design of the regular cleaning process is left to the supplier. In contrast,
the university hospital has designed cleaning protocols for all cleaning
activities carried out by the supplier, to decrease the exposure to an
increasing number of infectious diseases.

In practice, many performance-based contracts contain combinations
of behavior, process, and outcome specifications (Martin, 2007; Selviaridis
and Wynstra, 2015; Sols and Johannesen, 2013). As such, the process
specifications provided by the two buying organizations from our case
studies are no exception. It is at the same time clear, however, that a detailed
execution and broad scope of the design engineer role will grant the supplier
less autonomy, and possibly will decrease its motivation to pursue
improvements (Sumo et al., 2016; Wynstra, 2015). This is particularly the
case at the university hospital.

While the train operator and the university hospital do not direct the
service production in detail, they do impact the planning of production and

thereby take an active role as production manager. The train operator
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determines the time at which a train can be cleaned by its train delivery
schedule. The hospital on the other hand affects the planning of service
production by deciding and communicating which rooms/ areas need to be
cleaned, and when. Our case studies illustrate in this respect that “the quality
of many business services depends not only upon the performance of the
supplier but also on how well the customer performs in interaction with the
supplier” (O'Farrell and Moffat, 1991, p.206; emphasis in original).

The assignment of the component supplier role to the buying
organizations is crucial in both cases as the supplier needs access to an
essential process component (trains or buildings). The train operator needs
to deliver the trains to specific cleaning locations to provide the supplier
access to the trains. The supplier is thus very dependent on this buyer input
in being able to carry out its cleaning processes. The university hospital on
the other hand only needs to grant the supplier access to the objects
(buildings, rooms) to be cleaned. The buyer inputs associated with the
component supplier role thus vary based on the service context. In contexts
in which the supplier is dependent on the buyer to deliver objects to be
cleaned, this dependence can negatively affect supplier performance and
hence supplier payment: performance is then no longer fully attributable to
the supplier (Else et al., 1992; Selviaridis and Wynstra, 2015).

In the case of train cleaning, the inventory role is also performed by
the buying organization, closely intertwined with its role of component
supplier. Basically, an inventory of trains or rooms to be cleaned can help the
supplier to improve capacity utilization (Sampson and Spring, 2012), and
that is one of the reasons why most cleaning is done overnight, when trains
and rooms are not (all) in service and the customer (and its clients, i.e.
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passengers, patients) do not have to be waiting for the service, if all goes
well.

Both buying organizations have assumed the quality assurance role
to ens