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CONTRACTING IN THE 
NEW ECONOMY

Using Relational Contracts to Boost Trust and Collaboration 
in Strategic Business Relationships
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• What is formal relational contracting?

• Why the need?

• What is the process for establishing a formal relational 
contract?

• What are the lessons learned from the Dell v. FedEx case?

Discussion Topics
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The Conventional View of the Contracting Continuum

“Complete” Contract
(Formal and Rigid)

Relational/“Handshake”
(Flexible and Informal)

You should write 
every aspect of the 

business 
agreement in 

stone, no matter 
how insignificant  

If you have a good 
business relationship, 

you do not need a 
written contract
(or at least the 

relationship stuff is 
outside of the contract)
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A legally enforceable written contract

establishing a commercial partnership

within a flexible contractual framework

based on social norms and jointly defined objectives,

prioritizing a relationship with the continuous alignment of interests 

before the commercial transactions

The Idea: A Formal Relational Contract
(as Defined In Our Harvard Business Review Article)

10
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The Contracting Continuum

You should write  
every aspect of the 
business agreement 
in stone, no matter 
how insignificant  

A contract is a 
flexible framework 
designed to create 

“instruments for social 
cooperation” and keep 

the parties in 
continuous alignment

If you have a good 
business relationship, 

you do not need a 
written contract
(or at least the 

relationship stuff is 
outside of the contract)

Formal Relational
Contract

“Complete” Contract
(Formal and Rigid)

Relational/“Handshake”
(Flexible and Informal)

A Vested Agreement is a Formal Relational Contract, Not a Handshake Deal.
It seeks to create a contractual “system” to establish individual and institutional trust 
by collaboratively aligning interest supported by a contract that formally adopts the 

‘relational’ aspects and embraces the dynamic nature of business.
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Yes or No: Are You Using…

• Informal Relational 
Contracts?  

• Formal Relational 
Contracts?
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• What is formal relational contracting?

• Why the need?

• What is the process for establishing a formal relational 
contract?

• What are the lessons learned from the Dell v. FedEx case?

Discussion Topics
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The Amazon Headlines….. 

14

Today Companies are 
Global & Outsourced.. 

seeking Lean & 
Agile Processes..

to better manage risk 
and create value..

in a more “networked”
Economy than ever

So how do you deal with this in a contract?
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The Problem With Today’s Contracts?
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Oliver Hart

Harvard University

Winner of Nobel Prize 2016

Lesson From a Big Thinker: Your Approach Can Backfire

Protection against losses from…

• Hold-up behavior
• Opportunistic behavior where one party 

(ab)uses the other party’s dependence to 
extract value

• Higher prices, lower quality etc.

• Shading
• Non-collaborative and punishing 

behavior, being result of reaction against 
perceived unfair behavior when 
expectations are not met.

• Shirking, negative tit-for-tat behavior etc.
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• Contracting in the new economy demands a new 
approach which embraces complex and strategic 
relationships where flexibility is essential

• Instead of promoting partnership-like 
relationships needed to cope with uncertainty, 
conventional contracts undermine them with a 
protectionist mindset

• The pandemic and ensuing supply chain issues 
highlight commercial weaknesses

• Organizations need to rethink not only how they 
strategically source in the new economy – but 
also how they contract in the new economy

A Different Lens is Needed
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Comparison: Transactional vs. Relational Contract

Relational
Contract

Transactional 
Contract

Focus

Relationship

Risk management

Social norms

Planning
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Comparison Between Two Contract Models

Photo Source: Williams N. Phillips, LTG USARMY

Focus The commercial 
transaction

The
relationship

Relational
Contract

Transactional 
Contract
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Comparison Between Two Contract Models

Relationship Arm’s-length
relationship

Partnership

Relational
Contract

Transactional 
Contract
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Comparison Between Two Contract Models

Risk management Use of power and 
creation of enforceable 
contractual obligations

Risk avoidance by creation of 
continuous alignment of interests 

and expectations 

Relational
Contract

Transactional 
Contract
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Comparison Between Two Contract Models

Social norms Disconnect from 
social norms

Explicitly includes social norms as 
contractual obligations

Relational
Contract

Transactional 
Contract

“Nothing personal, 
It’s business”

Common Adage

“To McDonald’s, it 
is personal”

McDonald’s supplier
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Comparison Between Two Contract Models

Planning Aims for complete planning,
i.e., contract should cover all 
future events

Creates a fair and balanced 
flexible framework

Relational
Contract

Transactional 
Contract

“All complex 
contracts will 

be incomplete”
Oliver Williamson

2009 Nobel Prize Winner

Photo Source: Williams N. Phillips, LTG USARMY
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• What is formal relational contracting?

• Why the need?

• What is the process for establishing a formal relational 
contract?

• What are the lessons learned from the Dell v. FedEx case?

Discussion Topics
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University of Tennessee’s “Sourcing Business Model” Continuum

Source: STRATEGIC SOURCING IN THE NEW ECONOMY: HARNESSING THE POTENTIAL OF SOURCING 

BUSINESS MODELS FOR MODERN PROCUREMENT, Keith, Vitasek Manrodt & Kling, Palgrave 2015

TRANSACTIONAL RELATIONAL INVESTMENT

Basic
Provider
Model

Approved
Provider
Model

Preferred
Provider
Model

Performance
Based / 

Managed
Services Model

Vested
Business
Model

Shared
Services
Model

Equity
Partnerships

Relational Contracts are best suited for deals where the relationship is essential.  
UT’s research suggests relational contracts should be used for Preferred Provider, 

Performance-Based and Vested (outcome-based) deals. 

First, Relational Contracting is Not for Every Deal!
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Step 1 Lay the Foundation for Partnership

Step 2
Co-Create a Shared Vision and 
Objectives

Step 3 Adopt Guiding Principles

Step 4 Align Expectations and Interests

Step 5 Stay Aligned

Five Steps For Creating a Relational Contract
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Let’s Look at Each Step Through the Lens of Island Health-Hospitalists
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Enter your thoughts 
about the Island 

Health – Hospitalist 
Case Study in chat 

as we work through 
the case.
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Do you have enough compatibility, trust, and  transparency?  

Image Sources in Notes

Step 1:  Lay the Foundation

“On day two and day three we really started to develop some interpersonal relationships. It became 
more of a ‘we need to solve this together; we need to respect each other.’”           Dr. Kenneth Smith
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Step 2:  Co-Create a Shared Vision and Objectives

4

“One major game changers was the creation of a Shared Vision that patient care is our North Star. 
When the Hospitalists realized that was what the Administrators also wanted, it was a breakthrough.”              

Kim Kerrone, Chief Financial Officer, Legal Services & Risk, Island Health
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The Island Health – Hospitalist Shared Vision

• Together, we are a team that celebrates and advances 
excellence in care or our patients and ourselves through 
shared responsibility, collaborative innovation, mutual 
understanding, and the courage to act, in a safe and 
supportive environment

• We will be recognized leaders in healthcare
• We will achieve this vision by building relationships 

grounded in trust and respect, and anchored in the 
Guiding Principles and Intended Behaviors
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• Reciprocity: We conduct ourselves in the spirit of 
achieving mutual benefit and understanding. We 
recognize that this requires ongoing give and 
take. We each will bring unique strengths and 
resources that will enable us to overcome our 
challenges and celebrate our successes.

• Autonomy: We give each other the freedom to 
manage and make decisions within the 
framework of our unique skills, training and 
professional responsibilities. We individually 
commit to make decisions and take actions that 
respect and strengthen the collective interest to 
achieve our Shared Vision.

• Honesty: We will be truthful and authentic even 
when that makes us vulnerable or 
uncomfortable. This includes honesty about 
facts, unknowns, feelings, intentions, 
perceptions, and preferred outcomes.

• Loyalty: We are committed to our 
relationship. We will value each other’s 
interests as we value our own. Standing 
together through adversity, we will achieve 
our Shared Vision.

• Equity: We are committed to fairness, which 
does not always mean equality. We will make 
decisions based on a balanced assessment of 
needs, risks and available resources.

• Integrity: Our actions will be intentionally 
consistent with our words and agreements. 
Decisions will not be made arbitrarily, but
will align with our Shared Vision and Guiding 
Principles. Our collective words and actions 
will be for the greater good of the 
relationship and the provision of patient-
centered care.
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Step 3: Adopt Guiding Principles for the Partnership
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Professor and Director of the Law Centre Clinical Law Program

University of Victoria

Hospitalist Legal Counsel
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Glenn Gallins, QC

“The co-creation aspect and the 
focus on negotiating the foundation 
of the relationship first is brilliant. 
But the real power is that the Vested 
methodology threads all the way 
down to core decisions on how the 
parties would work ultimately into 
the contract clauses.”

Step 4:  Align Expectations and Interests
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4

VESTED OPERATIONS TEAM 

• Focus on managing day-to-day operations

• Meets daily or weekly based on the business needs 
at hand

• Reports up to the Vested Governance Team

VESTED GOVERNANCE TEAM 

• Four separate teams focused on various aspects of 
the relationship

• Meets monthly, and reports to the Vested Core 
Steering Team

VESTED CORE STEERING TEAM

• Meets every six months

SPECIFIC PROJECT TEAMS 

• Implement improvement initiatives designed to 
help the parties achieve their joint Desired 
Outcomes
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BEST VALUE TEAM
Finance, Recoveries, 

Workload, Operational 
Efficiencies

RELATIONSHIP 
TEAM

• Health of relationship

EXCELLENCE 
TEAM

• QI / QA
• Transformational 

incentives

SUSTAINABILITY 
TEAM

Recruitment / Retention, 
Scope, Scheduling

VESTED CORE 
STEERING TEAM

Bi-Annual

VESTED 
GOVERNANCE 

TEAM
Monthly

VESTED 
OPERATIONS 

TEAM
Daily or Weekly

Entire VESTED 
Team
Ad Hoc

Step 5:  Stay Aligned
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Integrating Relational Constructs Into Your Contract
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85% Negative 86% Positive

Is
la

n
d

 H
e

al
th

 C
as

e 
St

u
d

y

From Dysfunctional and Broken to Trusting and Collaborative

Prior to Vested Agreement 
(May 2016)

Two Years Later
(Oct 2018)

89% Positive

Latest Results
(2021)

©2011 Jerry Ledlow  Ph.D. and Karl Manrodt Ph.D.- Used with permission
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From  Adversarial Headlines to Innovation Headlines
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As pandemic persists, 
B.C. rolls out Hospital 
At Home program

Cindy E. Harnett / Times Colonist
SEPTEMBER 9, 2020 1:33PM

2015 2020
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• What is formal relational contracting?

• Why the need?

• What is the process for establishing a formal relational 
contract?

• What are the lessons learned from the Dell v. FedEx case?

Discussion Topics
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• Featured in a 
Profiled in 
Chapter 12 in the 
Vested 
Outsourcing 
Book                    
(2nd Edition)

• Highlighted in 
the HBR article

The Dell Story
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• Bore most of the risk in the contract terms and felt Dell’s 
continued push for lowest cost was potentially putting 
capabilities at risk

• Resisted investing in innovation because it was hard to 
ensure a fair return on investment with a short-term 
contract

• Felt a detailed SOW and 100+ metrics was inhibiting 
their ability to drive improvements in business 
processes

• Continued to demand cost reductions with their 
“Every dollar, Every Year” procurement policy

• Wanted FSC/FedEx SC to drive innovations

• Felt the only way to ensure quality was with a 
detailed SOW and micromanagement against SLAs
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The virtual tug of war eroded trust.
The existing contract structure put a wedge in the trust levels of the two companies. Both organizations contemplated 

letting the contract expire and going separate ways.
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What Prompted the Change



C
A

SE
 S

TU
D

Y

41
Based on research with…

G
et

ti
n

g 
St

ak
eh

o
ld

er
 B

u
yi

n
Getting Stakeholder Buyin
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• Gross Margins increased by 10x 

in some quarters due to 

incentives

• Automated contract extensions 

awarded based on performance

• Support by Dell to publicly share 

success (case study, IACCM 

Award for contracting innovation

• Gross Margins increased by 10x 

in some quarters due to 

incentives

• Automated contract extensions 

awarded based on performance

• Support by Dell to publicly share 

success (case study, IACCM 

Award for contracting innovation

• Shift to fully transparent pricing model enabled parties to identify cost 

drivers to collaborate on

• Decreased cost per Box 32% in first 9 months; 50% within 2 years

• Shift to fully transparent pricing model enabled parties to identify cost 

drivers to collaborate on

• Decreased cost per Box 32% in first 9 months; 50% within 2 years

• 55 innovation projects 

identified; 15 pre-approved at 

contract signing

• 67% decrease in scrap

• Highest ever quality (DPPM)

• Highest ever satisfaction 

levels

• 55 innovation projects 

identified; 15 pre-approved at 

contract signing

• 67% decrease in scrap

• Highest ever quality (DPPM)

• Highest ever satisfaction 

levels
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I WIN 
with higher

profits

I WIN 
with lowest 

possible costs

I WIN 
with higher 

service

Does 

Vested
Really Work?

SERVICE 

PROVIDER

PROCUREMENT

BUSINESS 

CUSTOMER
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In 2016 Dell and FSC decided to 
take the lessons learned and 
“refresh” their Vested agreement to 
not only update it to reflect the 
nature of the changed business 
environment, but to also rethink 
areas they felt could be improved 
due to lessons learned. 

Six Years Later: Lessons Learned
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Dell and FedEx had achieved 

five of the six Desired 

Outcomes they set out to 

accomplish in 2011. 

A key lesson was they needed 

to embrace continual 

alignment and did a formal 

“refresh” in 2016.

• Build and Operate an Industry 

Leading Supply Chain 

• Design and Operate World Class 

Remanufacturing Processes

• Reduce Dell Customer Returns 

Rates

• Develop and Execute a Sourcing 

Solution for Refurbished Products 

• Design and build a web portal to 

maximize recovery amounts

• Expand and implement industry 

leading supply chain solutions 

outside of the United States

Original Desired Outcomes

“Just because your car's running right doesn't mean it doesn't need 
maintenance.” 

Robert McIntosh
Senior Vice President, Dell Global Fulfillment, Logistics and Trade
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• Over time senior leadership “fell off the wagon” because things were running 
too smoothly. People stared skipping governance meetings because they had 
more pressing issues to address

• Also, as new people had not been “onboarded” and did not understand what it 
meant to have a Vested relationship  

• As part of the refresh, the task was not to reinvent governance – but rather to 
refocus senior leadership on the importance of governance participation and to 
do a more thorough job of onboarding new people
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We forgot to go back and educate new team members on what Vested meant 
and why we had made the shift to Vested. This was especially true for anyone 
in the more senior governance roles.”

Stephen McPherson
Americas Returns & Refurbishment  - Dell Global Operations
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Who Is Using Relational Contracting?

Boeing Australia - IDIC

J&J and Sodexo

Australian Navy – Thales-BAE Systems

To date over 50 organizations have used relational contracting for over 80 contracts.  Many of 
these have used the UT “Vested” methodology to create highly collaborative win-win contracts. 
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What do you think about 
formal relational contracts?

• Are you crazy!?!
• Interesting – but not for me
• Interesting – I’d like to learn more
• Already doing it – but I learned a 

bit today 
• Already doing it – nothing new
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Kate Vitasek
Faculty, Graduate & Executive Education
University of Tennessee
Haslam College of Business
kvitasek@utk.edu

Reach Out With Questions!

Jim Bergman
Adjunct Faculty, Graduate & Executive Education
University of Tennessee, Haslam College of Business
CEO – Commercial Officers Group
jbergman@commercialofficers.com

mailto:kvitasek@utk.edu
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1. Contracts are Incomplete –
the Legal Repercussions

2. The Good Faith Doctrine

3. Alan Bates and Others vs. 
Post Officed Limited 

4. Why Relational Contracts 
Are Enforceable

Legal Considerations of Relational Contracts

49

Proceeding with Confidence
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Justice Peter Fraser

High Court of England and Wales

Legal Considerations of Relational Contracts

“Both the parties must refrain from 
conduct which in the relevant context 
would be regarded as commercially 
unacceptable by reasonable and 
honest people. Transparency, 
cooperation, and trust and confidence 
are, in my judgement, implicit within 
the implied obligation of good faith”.

50

Bates Case Ruling

What Does Good Faith Mean?
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Legal Considerations of Relational Contracts

51

Characteristics Defined by Justice Fraser in the Bates Case

1. There must be no specific express terms in the contract that prevents 
a duty of good faith being implied into the contract. 

2. The contract will be a long-term one, with the mutual intention of the 
parties being there will be a long-term relationship. 

3. The parties must intend that their respective roles be performed with 
integrity, and with fidelity to their bargain. 

4. The parties will be committed to collaborating with one another in 
performing the contract. 

5. The spirits and objectives of their venture may not be capable of 
being expressed exhaustively in a written contract. 
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Legal Considerations of Relational Contracts

52

6.   They will each repose trust and confidence in one another, but of a 
different kind to that involved in fiduciary relationships. ‘

7.   The contract in question will involve a high degree of communication, 
cooperation and predictable performance based on mutual trust and 
confidence and expectations of loyalty. 

8.   There may be a degree of significant investment by one party (or both) 
in the venture. This significant investment may be, in some cases, more 
accurately described as substantial financial commitment. 

9.   Exclusivity of the relationship may also be present.

Characteristics Defined by Justice Fraser in the Bates Case


