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An Analysis of Extendibility and Early Termination Provisions: The Importance of Framing Duration Safeguards
We augment transaction cost economics with social cognitive psychology to show that contract framing is an important element in minimizing issues in focal exchanges and managing buyer-supplier relationships. We find that exchange partners use promotion-framed extendibility clauses to address contract duration in the presence of greater physical distance, measurement difficulty, prior relationships in other businesses and reusable technology. Our results suggest that contracts not only protect against exchange hazards, but also function as relationship management tools.

INTRODUCTION
No consensus exists in the strategy literature on how contracts impact the development of buyer-supplier relationships. While contracts help overcome exchange hazards (Williamson, 1985) they may also create conflict between exchange partners (Macaualy, 1963). In this paper, we seek to direct the discussion towards how contracts can be used to effectively manage transactions and partner relationships through duration safeguards. We complement transaction cost economics (TCE) with regulatory focus theory (RFT) from social cognitive psychology to demonstrate that contracts serve both to safeguard exchanges and facilitate (and sometimes deter) the development of buyer-supplier relationships, depending on how contract clauses are framed.
While scholars have extensively examined contract use in a variety of buyer-supplier contexts, much of this research focuses either on mitigating opportunism by including specific contractual safeguards or using different contract types (see e.g., Macher & Richman, 2008 for a literature review). Largely missing from the literature is an understanding of how safeguards may have unanticipated consequences for relationship development between the parties. Ghoshal and Moran (1996) suggest that by focusing on incentive mechanisms and mitigating opportunism, firms may unintentionally design contracts that lead to dysfunctional relationships. We argue that contractual safeguards are not necessarily detrimental to buyer-supplier relationships. By complementing TCE with RFT, we suggest that firms can determine when contractual safeguards are necessary and how to frame them to induce appropriate behaviors during exchange, as well as manage the partner relationship going forward. We propose that contract framing is an important relationship management capability. 

We believe strategy research benefits from our combined economics and psychology approach for at least two reasons.
 First, social psychology investigates interactions between individuals and groups within specific contexts, such as inter-firm employee interactions, which can inform the development and management of buyer-supplier relationships. Second, firm outcomes are typically the result of activities conducted by individuals with at least some discretion over their actions (Thompson, 1967). Social cognitive psychology sheds light on individuals’ motivations and actions, which is useful for understanding strategic decision-making within and between organizations (Zajac and Bazerman, 1991). By integrating social psychology and economic theories, we hope to contribute to and stimulate multi-disciplinary strategy research by examining how contract framing shapes buyer-supplier relationships.

Although psychological theory can address many aspects of buyer-supplier relationships, one key application is determining how to structure duration safeguards. These safeguards specify when (i.e., at what point) and how (i.e., under what circumstances) a contract terminates. Duration safeguards are important for buyer-supplier relationships for at least three reasons. First, they can influence whether buyers and suppliers maintain ongoing relationships. Second, they are intensely negotiated by buyers and suppliers during contract formation (Somers, 1993). Third, they are particularly important when contracts play definitional roles in exchanges (e.g., when suppliers perform moderately complex tasks with no fixed costs to spread out over time or over other deliverables; common occurrences in IT services and other industries).

Because buyers typically make these contractual provision decisions, they benefit directly from the additional flexibility provided. In contrast, suppliers are more reluctant to include duration safeguards, given the inherent uncertainties. We therefore focus on the supplier’s perspective, as the buyer will always accept more flexibility. We also focus on competitive contexts where efficiency considerations dominate, as buyers with sufficient market power can force suppliers to accept such provisions (Shervani, Frazier & Challagalla, 2007). 

When the buyer and supplier include a duration safeguard in the contract, they must decide on whether to frame it as an extendibility provision (i.e., a shorter contract with an option to extend) or an early termination provision (i.e., a longer contract with the option to terminate early). The payoffs and tasks of a contract with an extendibility provision is not extended can be identical to the payoffs and tasks of a contract with an early termination provision terminated early. Only the decision at the project milestone differs (i.e., whether to terminate or extend) between the two provisions. As a result, the framing of duration safeguards provides an excellent setting to examine how psychology can inform TCE, which is agnostic about safeguard framing. 

To understand how contract framing impacts the current exchange and the on-going relationship, we test our predictions using proprietary data from a large information technology (IT) services firm (hereafter Compustar) and its contracts with different buyers. While many contracting and buyer-supplier studies investigate long-term contracts, our contract sample allows for an examination of project-based transactions in which the current contract impacts the ability of the supplier to win future business from the buyer. We examine in particular contracts where a supplier provides separable and moderately complex tasks (e.g., not just filling in a template) to better determine when and where contract framing plays an important role in the exchange and ongoing relationship. Because several other industries (e.g., film production, construction, music, telecommunications, pharmaceuticals and aerospace) conduct similar project-based work, our results likely generalize beyond the IT services industry. 

Extendibility and Early Termination Clauses

Extendibility and early termination provisions act as safeguards against potential opportunism by allowing buyers to alter exchange durations. While these provisions operate differently, they offer similar buyer protections. Extendibility provisions provide safeguards by allowing the buyer to unilaterally continue the contract for a specific period beyond the end date if the supplier has performed well. Early termination provisions provide safeguards by allowing the buyer to unilaterally terminate the contract before the end date if the supplier does not meet pre-specified conditions or provides unsatisfactory performance. 

Economic Drivers of Extendibility and Early Termination Clause Inclusion
While extendibility and early termination provisions might appear standard contract boilerplate, neither is implemented automatically. As with other safeguards, transaction cost economics (TCE) (Williamson 1975, 1985) predicts that duration safeguards are necessary for exchange to occur only when transactional characteristics invite opportunistic behavior. After the parties elect for duration safeguard inclusion, they must still decide how to structure and frame it (i.e., a shorter contract with a possible extension or a longer contract with a possible early termination). Consider Figure 1, which indicates that contract negotiation takes place at M0 (milestone 0) and maximum contract duration lasts until M2 (milestone 2) is completed. The decision to either continue (extension) or not continue (early termination) the contract until M2 is made by the buyer at M1 (milestone 1). All decision points and milestones are identical in both cases, including the performance metrics that determine whether to continue to M2. The two provisions also reach the same financial ends (i.e., provide the same payouts). For example, regardless of whether M1 occurs 10% into the project (e.g., the option must be exercised one month into a potentially ten month project) or 80% into the project, the only difference between the clauses is the decision made at that milestone—terminating a longer contract early or extending a shorter contract. Because these two provisions are equivalent in terms of the tasks, milestones, schedules and payoffs, TCE does not provide particularly useful guidance in determining when to use one versus the other. 
------------------------------------------------------

Insert Figure 1 about here

------------------------------------------------------

Psychological Drivers of Extendibility and Early Termination Clause Inclusion
While extendibility and early termination provisions can be structured to produce identical economic ends, these clauses differ significantly from a psychological perspective. An early termination provision leads contracting parties to view a goal as a minimal requirement, while an extendibility provision leads the parties to interpret the goal as an ideal outcome. Regulatory focus theory argues that the dissimilar perspectives produce different motivations, behaviors and perceptions regarding the exchange and the ongoing relationship (Higgins, 1998). 

Regulatory focus theory is used widely in many fields, including marketing (e.g., Louro, Pieters & Zeelenberg 2005; Wang & Lee 2006), entrepreneurship (e.g., Baron 2004; Aidism, Mickiewicz & Sauka 2008), health care (e.g., Meyerowitz & Chaiken 1987; Keller 2006) and persuasive communications (e.g., Lee & Aaker 2004). RFT suggests that different framing of the same goal leads to different emotional responses to meeting or missing the goal, as well as different behaviors in pursuing it. If a goal is framed in a prevention manner—which can be situationally-induced by a loss-frame (Roney, Higgins & Shah 1995)—then an individual will view it as a minimal goal (Higgins 1991) that must be met. In contrast, if the same goal is framed in a promotion manner—which can be induced by a gain-frame—then an individual will instead view it as a maximal goal that represents an ideal outcome. An individual experiences high-intensity happiness if the achieved goal was promotion-framed (i.e., achieving this goal represents a profound accomplishment); whereas an individual experiences low-intensity calm if the same goal was prevention-framed. When the same goal is not achieved, the individual feels low-intensity sadness if it was promotion-framed, since failing to reach a maximal goal is seen as falling short of an ideal (but not failing), but if the same goal was prevention-framed, the individual feels high-intensity agitation by falling short of a minimum requirement. 

The different emotional reactions based on goal framing also lead to different goal pursuit behaviors, given the different motivations. When a goal is prevention-focused, an individual displays vigilant behavior in an effort to prevent mistakes (i.e., avoid errors of commission). The high-intensity agitation felt if the minimal goal is missed creates a strong drive to avoid failure that takes precedence over the weaker drive to achieve success, created by the low-intensity calm felt in meeting the minimal goal. Alternatively, when the same goal is promotion focused, an individual displays creativity and flexibility in an effort to avoid missing possible solutions (i.e., avoid errors of omission). The high-intensity happiness experienced in meeting an ideal goal creates a strong drive to achieve success that overwhelms the weaker drive to avoid failure, created by the low-intensity sadness felt at missing the goal. As the sting of failure is not as intense as the jubilation of success, an individual with a promotion focus is more likely to pursue creative and flexible options in an effort to meet the ideal goal and is less likely to be overly concerned with failing.
 

The different approaches to goal framing also lead to different relationship experiences. A prevention focus emphasizes vigilance and limiting mistakes—suggesting a successful relationship is one in which errors are avoided. Contracting parties in such relationships only experience low-intensity calm when the outcome is successful, and as a result, feelings between parties border on neutral as opposed to positive. By contrast, a promotion focus emphasizes creativity and flexibility in reaching ideal goals. Contracting parties experience high-intensity emotional upsides if goals are met and low-intensity emotional downsides if not, resulting in higher levels of partner satisfaction and commitment (Winterheld & Simpson, 2006). 

Prevention and Promotion Framing of Duration Safeguards
The contrasting effects of prevention and promotion framing can be used in contract design to influence exchange expectations. Prevention-focused clauses emphasize project performance based on exact specifications and meeting specific milestones during execution, while promotion-focused clauses emphasize flexibility and creativity in the project execution (Pham & Higgins, 2005). Duration safeguards can therefore be framed in either a prevention (early termination) or promotion (extendibility) manner to strategically induce task-appropriate behavior and shape the ongoing exchange relationship. An extendibility clause is a promotion-focused duration safeguard, which frames the specific goal of continuing the exchange until M2 is completed (refer to Figure 1) as an ideal goal. As such, the contract either is extended (to include M2) which is seen as a gain, or ends (at M1) which is seen as a non-gain. In contrast, an early termination clause is a prevention-framed duration safeguard, which frames the same goal of continuing the exchange until M2 is completed as a minimal goal. As such, the contract either is terminated (after M1) and is viewed as a loss or continues (to M2) and is viewed as a non-loss.

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

Impacting the Current Exchange – Since a promotion frame initiates big picture (or global) information processing (Forster and Higgins, 2005), extendibility clauses induce both firms to focus on the potential duration of the extended contract (to M2) and display creative and flexible behavior in an effort to reach this ideal goal while avoiding sins of omission. In contrast, a prevention frame encourages detail oriented (or local) information processing (Forster and Higgins, 2005), and early termination clauses induce exchange partners to focus on completing the first project part (i.e., to M1) rather than the entire potential project (i.e., to M2), and display vigilance in an effort to meet the minimal goal and thereby avoid sins of commission. 

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

Impacting the On-going Relationship – Contract framing impacts perceptions about the relationship between exchange partners and directly affects whether these parties will continue to work together in the future in at least three different ways. First, contract framing leads the supplier to view the same goal differently, which induces different emotions when it is reached or missed. In one interview, a Silicon Valley manager revealed that when a buyer exercised an early termination provision, a supplier engineer working on the project refused to work on subsequent projects with that buyer, but did not react similarly when buyers did not extend projects. Why is termination more painful than non-extension when the supplier reaches the exact same endpoint under both scenarios? If a smaller contract is not extended (ends at M1), the supplier still interprets the non-gain as a somewhat positive outcome because the core part of the contract was successfully completed. The reaction is tinged with low-intensity sadness, however, from not having achieved the ideal goal. If the buyer terminates a larger contract prematurely (ends at M1), the supplier feels high-intensity agitation as the minimal goal was not achieved. Similarly, if a contract is extended (to M2), the supplier experiences high-intensity happiness at the gain, as it is allowed to continue working for a period beyond the original contract term, thus meeting an ideal goal. If the contract is not terminated at M1, however, the supplier experiences low-intensity calm at meeting the minimal goal. The high-intensity negative emotions at missing the minimal goal, coupled with the low-intensity positive emotions at meeting the goal, produce negative to neutral feelings, fostering a more arms-length relationship with lower levels of partner commitment (Winterheld & Simpson 2008). In contrast, because both the high-intensity positive reaction at reaching the ideal goal and the low-intensity negative reaction at not meeting it are inherently more positive than either reaction under a prevention frame, parties develop more positive feelings about the exchange when an extendibility provision is used in comparison to an early termination provision. These feelings can subsequently positively impact relationship longevity. 

Second, contract framing also impacts how ambiguous actions are interpreted in the exchange, which influences the relationship between the parties. Extendibility clauses induce a focus on positive aspects of the exchange, while early termination clauses draw attention to the negative aspects. As such, when a behavior is ambiguous, it will be interpreted positively under an extendibility clause and negatively under an early termination clause. The display of positive behaviors fosters greater satisfaction and trust between the parties, suggesting that an extendibility clause prolongs the overall relationship. In contrast, the interpretation of behaviors as negative due to an early termination clause may damage or end the relationship. 

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

Hypotheses

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

Preventing Problems in the Current Exchange
Duration safeguard framing can be used to limit or prevent contentious buyer-supplier issues arising by better aligning expectations with actual behavior. In IT services, we suggest that duration safeguard framing is beneficial for issue avoidance when: 1) geographic distance between the parties exists; and 2) project measurement issues are a concern. 

Geographic Distance – Although not investigated widely in contract research, geographic distance between parties greatly increases exchange challenges. Information transfer between parties is more difficult with greater geographic distance (Jaffe, Trajtenberg, and Henderson, 1993), and leads to increased exchange uncertainty. Greater geographic distance between contracting parties also makes monitoring more difficult and costly (Kalnins and Lafontaine, 2004; Mayer, Weber & Wu 2009). The greater uncertainty and more limited abilities to monitor the supplier compel the buyer from an economic perspective to include a duration-based contractual safeguard. The economic rationale to utilize a safeguard does not inform the early termination vs. extendibility provision choice, however, as both clauses provide similar supplier opportunism protections. 


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

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

Hypothesis 1 (H1): 
When the buyer and supplier are geographically distant, the contract is more likely to contain an extendibility provision than an early termination provision.

Measurement Difficulty – For certain deliverables, quality is not readily apparent ex post (Alchian & Demsetz, 1972; Holmstrom, 1979). From an economic perspective, quality measurement difficulties provide the supplier greater opportunity to shirk and suggest the buyer will demand greater control. This type of situation often results in firm decisions to make instead of buy (e.g., Anderson, 1985; Anderson & Schmittlein, 1984; Mahoney, 1992). But in cases where integration is not feasible or practical, a contractual solution such as a duration safeguard may be more effective. Similar to geographic distance, the economic rationale to include a duration safeguard does not elucidate which provision type to include in the contract as both protect the buyer from potential supplier opportunism. 

Psychology provides a better understanding of which duration safeguard is more appropriate. As suggested, an early termination clause leads suppliers to vigilantly perform to strict specifications and buyers to actively monitor supplier performance. If supplier performance is hard to assess ex post, outlining performance metrics ex ante often leads to misspecifications and supplier behavior incompatible with exchange task requirements (e.g., suppliers work to the letter of specific contract requirements rather than trying to do the best job overall). Moreover, a buyer focused on detecting supplier mistakes perceives ambiguity (resulting from measurement difficulty and/or misaligned performance expectations) as failure to meet minimal goals. Finally, if the buyer and supplier disagree over deliverable quality (again due to misaligned performance expectations), the supplier considers early termination to be particularly unjust. As a result, an early termination clause exacerbates issues that arise from measurement difficulty. 

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

Hypothesis 2 (H2): 
When the quality of project output is difficult to measure, the contract is more likely to contain an extendibility provision than an early termination provision.
Extending the On-going Relationship

Contract framing can also extend relationships between buyers and suppliers. In an IT services context, buyers are particularly important when: 1) the supplier and buyer have prior relationships in other lines of business and 2) the supplier develops reusable technology.
Prior Relationships in Other Lines of Business – If the parties have no prior history and thus no chance to build up trust or learn to work with one another, the supplier has strong incentives to maintain its focal exchange relationship with the buyer. If the buyer and supplier have a prior relationship in the current line of business, however, the contract is less likely salient as a means of shaping the relationship (Gulati, 1995). While the contract still complements trust, there may be less for the contract to provide as the parties understand or have learned how best to work together. If prior relationships exist in other lines of business (i.e., the buyer procures goods or services from other supplier business units), however, the buyer is especially important to the supplier given the project portfolio. We focus therefore on relationships in other lines of business, because the contract plays an important role in shaping the relationship and the framing decision is particularly salient.

Prior relationships in other lines of business increase the value of the buyer to the supplier and the desire of the supplier to maintain and extend the relationship. TCE predicts that prior relationships lead to hostage conditions and strong incentives for the supplier to act in good faith (Williamson, 1983), because the buyer can terminate the entire relationship if the supplier acts opportunistically (de Figueiredo & Teece, 1996). While hostage conditions may prevent the supplier from deliberate opportunism the buyer may still interpret supplier behavior as such, particularly if it deviates from expectations. In such cases, the buyer will demand a contract duration safeguard, both to protect itself and to more effectively align expectations and limit potential misunderstandings (Mayer & Argyres 2004). Although the supplier business unit involved in the focal exchange might not desire a duration safeguard because it limits options, supplier corporate headquarters will demand the safeguard to protect the broader relationship. Since the overall business with the buyer is more important than any one specific exchange, corporate incentives usually take precedence over business unit incentives. Although TCE predicts safeguard inclusion, it does not inform optimal framing, as both provisions are equally capable of protecting the buyer by better aligning expectations and preventing opportunism.
Social psychology better addresses the framing decision. Under an early termination provision, the overall relationship becomes a tally of supplier errors, as both parties are focused on avoiding missed performance goals. If exchanges across all lines of business are based on prevention-framed contracts, the cumulative missed performance goals create negative supplier impressions that threaten the relationship. If and when termination occurs, both parties experience personal relationship costs as buyer-supplier ties are broken prematurely (Guiltinan 1989). These negative aspects undermine the broader buyer-supplier relationship. 

In contrast, an extendibility provision emphasizes positive milestones. The broader relationship represents the sum of positive supplier events, and serves as the foundation for a solid relationship. The greater creativity provided by an extendibility provision allows the supplier to provide superior product and service solutions across business units. Finally, a promotion-framed duration safeguard mitigates the impact of exercising this clause on the broader relationship, as choosing not to extend a project in one line of business is less likely to negatively impact relationships in other business lines. We therefore hypothesize that an extendibility clause is more likely when prior relationships exist between the buyer and supplier in other lines of business. 
Hypothesis 3 (H3): 
When the buyer and supplier have prior relationships in other lines of business, the contract is more likely to contain an extendibility provision than an early termination provision.

Reusable Technology – Buyers are also particular important to suppliers when the technology in the focal exchange can be reused (with minor modifications) for other potential projects. Buyers at the technological frontier frequently spur suppliers to develop leading edge services and applications that can be redeployed to other buyers.
 Suppliers therefore desire to retain these buyers as sources of innovation. Moreover, the buyer is attractive to the supplier because the on-going reusable technology development is funded directly by the buyer and not from the supplier’s own r&D budget. The supplier therefore has strong incentives to develop an ongoing relationship with the buyer so external funding continues. 

From an economic perspective, when parties contract around a leading-edge IT services project utilizing relatively standardized hardware and software (e.g., Oracle databases, SAP systems), the supplier may act opportunistically by generalizing the technology to other buyers, which may not be effective for or useful to the focal project. In a project-based environment it is generally infeasible for the parties to agree to a long-term contract, however, since neither party can accurately predict future needs and costs. The buyer cannot identify its specific needs in order for the supplier to provide a price, and the supplier cannot know with certainty the costs to perform future services. Transaction cost economics predicts the buyer will desire a performance-based duration safeguard in the contract to protect itself from potential supplier opportunism, but does not provide guidance as to how this safeguard should be framed (i.e., early termination or extendibility) as both are economically equivalent. 

From a psychological perspective, the supplier wants the buyer to focus on positive exchange aspects to prolong the on-going relationship. The supplier also desires flexibility within the exchange to enhance technology development creativity that may reap benefits for both current and future buyers. An extendibility provision sets positive expectations as it emphasizes achieving performance goals as opposed to missing them. This promotion-based framing also leads to the development of more positive emotions and the determination of whether or not the goal is achieved than when an early termination clause is used. Promotion framing also leads to greater feelings of satisfaction and commitment, which help extend the exchange partner relationship. In contrast, an early termination provision emphasizes negative exchange aspects, and leads to more vigilant behavior by both parties. If the buyer is constantly policing the supplier’s performance, a collaborative and long-term relationship is more difficult to develop (Macaulay, 1963; Gulati & Singh, 1998). We therefore suggest an extendibility clause is more likely when projects include reusable technology. 

Hypothesis 4 (H4):
When a project includes reusable technology, the contract is more likely to contain an extendibility provision than an early termination provision.

EMPIRICAL ANALYSIS

Industry Context: The Information Technology (IT) Services Industry
IT services is an ideal industry to test these hypotheses, given its size and importance in almost all sectors of the global economy. The IT services industry is characterized by rapidly changing technology around the storage, transfer and management of information, typically using mainframes, servers and other related hardware. IT services firms perform a variety of projects for their customers, including but not limited to designing customized software systems, updating and maintaining existing software or hardware systems, and assisting with network design and security.

IT services work is performed predominantly on a project basis. Buyers identify an IT project and then secure resources to fund and complete it. Each project is sourced separately–a buyer engages a particular IT services firm for one project and can alternatively engage other IT services firms for other projects. Most projects are complex, and often require the development of novel and/or proprietary technology. These industry attributes suggest that it is often worth the extra effort for contracting parties to build collaborative relationships that encourage flexibility and creativity. As the contract serves a key role in defining the exchange, contract design (including duration options) is particularly important. 
Data

We test our hypotheses with data from Compustar, a provider of computer-related hardware and IT services. Compustar has produced mainframes and related hardware since the 1970s, and entered the platform-independent IT services business in the mid-1980s.
 By 1997, Compustar’s IT services division accounted for revenues of approximately $100 million worldwide. Compustar’s buyers are mostly Fortune 1000 firms, as its core mainframe business naturally coincided with the needs of larger clients. 
Compustar provided access to IT services contracts with buyers, as well as corresponding internal documentation and other records in its corporate contracts library. One of the authors inspected IT services contracts spanning the years 1986-1998. This sample includes IT services contracts between Compustar and 141 customers, and represents approximately 25% of the Compustar contract population. A review by Compustar personnel indicated that this sample was representative, in terms of customer industries represented, customer size, number of contracts between Compustar and the firm, etc. Several contracts could not be used because of missing data (17 in total) or because they perfectly predicted one of the dependent variables (11 in total).
 The 385 remaining contracts in the sample each document a discrete project for which Compustar supplied IT services. A typical IT services contract is about five pages long and is designed to accomplish a specific task. It contains a detailed project description, including the type of service required and the party responsibilities. Some projects specify a fixed fee while others stipulate time and materials (e.g., an hourly wage with or without a maximum number of hours). Project duration can range anywhere from one week to more than a year, while project values range from one thousand to several hundred thousand dollars.

Two experienced Compustar engineers familiar with the contracts library coded several sample variables. To ensure measurement validity, the following coding process was used. Each engineer first coded the same eighty randomly selected contracts. The two engineers and one of the authors then examined all eighty contracts and identified discrepancies (MEASUREMENT (3), REUSE (5), PROGRAMMING (2) and INNOVATION (1)—variables described below). The engineers then discussed conflicts and converged on the same criteria to code the remaining contracts. One of the authors also interviewed IT professionals inside and outside of Compustar to discuss the measures and solicit additional comments and feedback.

Measures

Dependent Variables – EXTEND is a dichotomous variable coded as one if the IT services contract allows the buyer the unilateral right to extend the project, and is zero otherwise. EARLY TERMINATION is a dichotomous variable coded as one if the IT services contract allows the buyer the unilateral right to terminate the project prior to completion, and is zero otherwise. Of the 385 IT services contracts in the sample, 51 include an early termination provision and 55 include an extendibility provision. If a provision is included, rights are granted to the buyer but not to the supplier (Compustar). Two contracts that contained both early termination and extendibility clauses—suggesting the incidence of both clauses used jointly is rare—-were eliminated from the sample.
 The remaining 279 contracts in the sample do not contain either provision, but are included in our econometric analysis to demonstrate robustness.
Independent Variables – Hypothesis H1 examines the effects of geographic distance. During the sample period, Compustar had five U.S. offices (including headquarters) staffed with IT professionals and sales personnel. MIN DISTANCE is a continuous variable measuring the natural log of the geographic distance between the customer and the closest Compustar office. A robustness variable alternatively examines whether a geographic distance cut-off influences the use of either contract provision. ANY OFFICE 50 is a dichotomous variable coded as one if the closest Compustar office is within 50 miles of the customer, and zero otherwise. 

Hypothesis H2 examines the effects of supplier quality measurement difficulty. MEASUREMENT captures the cost of measuring quality after project completion, and is based primarily on technological aspects. Due to the largely subjective nature of measurement costs, Compustar personnel coded MEASUREMENT as one if quality is difficult to determine and zero if it is readily apparent. The coding criterion used was whether a brief, inexpensive test or inspection could determine the quality of the work done. 

Hypothesis H3 examines the effects of prior relationship breadth in other lines of business. Information on the level of business each customer has completed with Compustar prior to the focal project measures this effect. Compustar was reluctant to provide customer dollar values, but did develop a Likert variable that captures relationship breadth. BREADTH measures the extent of non-IT services provided by Compustar for each customer, and ranges from one (no prior ties in other lines of business) to seven (one of the largest customers outside of IT services). A robustness variable represents the number of Compustar business lines (excluding IT services) a given customer has purchased from Compustar. LINES is a count variable ranging from zero to nine, with purchases by the buyer across more business lines representing more extensive ties between the firms. 

Hypothesis H4 examines the effects of reusable knowledge. REUSE is a dichotomous variable coded as one if the project has the potential to produce knowledge that Compustar could reuse for projects with other customers, and zero otherwise. REUSE was coded by Compustar engineers based on examination of the project contract (not project execution).

Control Variables – We employ several variables to control for other factors that might influence the use of early termination or extendibility provisions. Compustar’s use of duration provisions may have changed over time, possibly as a result of learning how to write better IT services contracts. This learning is likely greatest at the sample period beginning as Compustar was relatively new to the IT services industry, but may have leveled off as Compustar gained more experience. Two variables control for changes in the use of contractual provisions over time. TIME is a linear time trend coded zero for 1986, one for 1987, and so on, while TIME SQR is coded as the square of TIME and allows the use of contractual provisions to vary over time nonlinearly. We also utilize year fixed effects as a robustness test.

We control for three distinct but commonly used contract types. FIXED FEE is a dichotomous variable coded as one if a contract requires completing a specific task in exchange for a predetermined total price, and zero otherwise. TIME AND MATERIALS is a dichotomous variable coded as one if the contract indicates an hourly or daily rate plus expenses until the task is complete, and zero otherwise. HYBRID is a dichotomous variable coded as one if the contract is an hourly wage contract that also includes a maximum amount that can be charged to the buyer (with Compustar covering expenses above this amount), and zero otherwise. This contract type combines the features of a fixed fee and time and materials contract. FIXED FEE serves as the omitted category in our empirical estimations. Because fixed fee contracts are more difficult to negotiate with early termination or extendibility provisions, we expect that these contracts are less likely to include either provision.

We also include several other control variables that not only potentially influence the use of duration provisions, but also help control for alternative hypotheses. Compustar has superior internal capabilities relative to its competitors in servicing hardware that it designed and manufactured. COMPUSTAR HARDWARE is a dichotomous variable coded as one if the project involves Compustar hardware, and zero otherwise. Compustar engineers are acknowledged experts at servicing mainframes from other vendors due to their experience and training in all aspects of mainframe technology. MAINFRAME is coded as one if the contract involves mainframe computers, and zero otherwise. While Compustar has relative strengths in these areas, the technology used is not proprietary. As a close, cooperative relationship with the buyer is desired, we believe the supplier will tend to set positive expectations via extendibility clauses. Another capability-related variable examines the use of Compustar’s proprietary technology. Compustar personnel created a list of proprietary technologies important to its IT services competitive advantage. Compustar engineers coded this variable based on the list of proprietary technologies and an examination of the contracts. PROPRIETARY is a dichotomous variable coded as one if one or more of Compustar’s proprietary technologies is required for a project, and zero otherwise. 

Areas where Compustar’s capabilities are acknowledged as weaker or at best equivalent to its competitors are servicing other vendor’s non-mainframe hardware and programming. OTHER HARDWARE is coded as one if the contract involves hardware from another vendor, and zero otherwise. Compustar was founded as a hardware firm and has relatively limited experience in programming. PROGRAMMING is a dummy variable that is coded as one if the project involves programming, and zero otherwise. In both cases, Compustar is less confident that it will be able to meet the positive expectations set by an extendibility clause. Rather than create strong negative emotions by violating these positive expectations, we believe the supplier tends to set negative expectations upfront using an early termination clause. 

Three other project-level attributes that may affect the duration provision decision are also included. IT services projects that require the parties to depend upon one another provide greater opportunities to interact, and give the buyer additional information regarding the supplier’s abilities and character. These interdependencies are described in the deliverables and responsibilities sections of the contracts in our dataset, and were coded by the Compustar engineers. INTERDEPENDENCE is coded as one if the buyer is directly involved in the project such that Compustar depends upon the buyer to complete its task(s), and zero otherwise. As interdependence requires the parties to collaborate on the project in a flexible manner, we believe that the supplier will seek a promotion-framed clause to induce cooperation and flexibility.

Uncertainty surrounding the IT services project might also influence the use of contract framing provisions. To capture this project-level attribute, we utilize a measure of the degree of innovation required. INNOVATION is an ordinal variable that ranges from one for projects that “require no innovation to complete” to seven for projects that “cannot be completed without a technological breakthrough.”
 This variable does not merely capture complexity, but instead measures the requirements to push technology forward for successful project completion. When innovation requirements are high, greater uncertainty surrounds Compustar’s ability to successfully complete the task(s). A promotion-framed extendibility clause is designed to induce creativity while striving for maximal goals, which is necessary for innovative projects. 

Longer IT services contracts typically have more milestones and review points associated with them in comparison to shorter IT services contracts, which suggests a duration provision might prove desirable. DURATION is the number of weeks it takes to complete the project. We therefore expect that IT services contracts with longer durations are more likely to have contract provisions. We unfortunately do not possess duration data for the entire sample (some contracts specify only milestones and not a specific duration), and therefore we test for the effects of duration on a slightly smaller sample in the robustness section of the empirical analysis.

We also control for the influence of the prior relationship between the buyer and supplier in IT services (i.e., prior transactions in which this buyer engaged Compustar for IT services). PRIOR CORP PROJECTS represents the logged value of prior IT service projects that Compustar has completed for the buyer. This measure accounts for the fact that larger projects have a greater impact than smaller projects. By adjusting for project size and project sequence (i.e., early projects play a greater role in relationship development than later projects), we obtain a more accurate picture of the prior relationship between the parties in IT services. 

Empirical Estimation 
Two empirical estimation approaches are implemented to test the hypotheses and demonstrate robustness. Given the categorical nature of the dependent variables, the first empirical estimation is a qualitative choice model that examines only those contracts that include an early termination provision or an extendibility provision (106 projects). We utilize maximum likelihood logit estimation, although probit estimation results are virtually identical. Contracts with an early termination provision serve as the base category. The second empirical estimation recognizes that three outcomes are possible in any given contract—no provision, extendibility provision or early termination provision. Given the multiple outcomes, a multinomial logit regression using the entire sample (385 projects) is appropriate. Contracts with early termination provisions again serve as the base category.
 Both of the empirical estimation approaches utilize the Huber/White/sandwich estimator of variance for robust standard errors, as well as correct the variance-covariance matrix to account for the clustering of observations across buyers (i.e., observations are independent across buyers, but not necessarily within a given buyer). 
A third empirical estimation approach that challenges the independence between no provision and “any” provision assumption was also examined. This approach recognizes that buyers and suppliers might implement contract provisions in two stages. First, firms decide whether to use a contract provision or not; And second, firms decide on provision type. A maximum likelihood probit model with sample selection (i.e., the Heckman probit) was utilized. The results obtained are nearly identical to those in our first empirical estimation. We do not report these results, as rho (a parameter that captures first and second stage equation correlation) and a Wald Test of independent equations do not reject the null hypothesis (at p<0.05) that selection is present. Our first empirical estimation is therefore neither biased nor inconsistent.
Empirical Results

Table 1 provides summary statistics of the dependent and independent variables used in the analysis, while Table 2 provides correlation statistics. Preliminary analyses of these tables provide some insight regarding the unique determinants of extendibility and early termination provisions. Table 1 indicates significant heterogeneity in both the dependent variables and independent variables. Early termination and extendibility provisions are utilized relatively modestly (13 and 14 percent, respectively) in the IT services contracts in our sample. Table 2 indicates our two measures of contract provisions are negatively correlated with each other. This table also indicates that each provision varies positively with some of the independent variables and negatively with other independent variables, but these patterns differ noticeably from each other. These results suggest that the use of each contract provision type is driven not only by particular project-, contract- and firm-level factors, but also by certain relational and cognitive factors. Finally, correlations between and among the main independent and control variables in Table 2 are generally low to moderate, suggesting that multicollinearity is not a concern. 

-------------------------------------- 

Insert Tables 1 and 2 about here

--------------------------------------

Table 3 presents the logit and multinomial logit estimations. Models 1-3 present the logit estimation results that compare contracts that contain either an extendibility or early termination provision (contracts without a duration safeguard are not included in these models). Models 4-6 present the multinomial logit estimation results that compare contracts that contain no provision to contracts that contain extendibility provisions and contracts that contain early termination provisions. The dependent variable for the multinomial logit estimation takes on three distinct values—0 for no provision contracts; 1 for extendibility provision contracts; and 2 for early termination provision contracts. We are particularly interested in the right column of Models 4-6, which compares extendibility provision contracts to early termination provision contracts. The multinomial logit estimation is informative as it compares the three possible provision outcomes—no, extendibility and early termination—against each other, in comparison to the logit estimation which captures just two provision outcomes—extendibility and early termination. The Table 3 models are paired for each estimation approach in terms of variable loadings. Models 1 & 4 include the contract-type control variables. Models 2 & 5 add the project-, firm- and relationship-level control variables to Models 1 & 4, respectively. Models 3 & 6 add the independent variables of interest to Models 2 & 5, respectively. We focus our attention on Models 3 & 6. 

The empirical results demonstrate that only a few of the contract-, firm- and relationship-level control variables drive the use of extendibility provisions vis-à-vis early termination provisions. In the logit and multinomial logit estimations, contracts that involve one or more of Compustar’s proprietary technologies increase the likelihood of using an early termination provision (p<0.05). The logit estimation indicates contract type (i.e., time and materials contracts) decreases the likelihood of using an extendibility provision (p<0.05), while a prior relationship in the current line of business (i.e., logged dollar value of prior IT projects) increases the likelihood of implementing an extendibility provision (p<0.10). The multinomial logit estimation indicates none of the other control variables have statistically significant effects on the use of extendibility provisions vis-à-vis early termination provisions. 

In terms of hypotheses testing, we find strong support for Hypothesis H1, as our preferred measure of geographic distance has the hypothesized effect and achieves statistical significance (p<0.01 in both estimations). We also find strong support in both logit and multinomial logit estimations for Hypothesis H2, which suggests greater project output measurement difficulty is more likely to lead to an extendibility provision (p<0.01 in both estimations). Hypothesis H3 argues that prior relationships in other lines of business are more likely to lead to extendibility provisions than early termination provisions. We find strong support for this hypothesis as greater breadth increases the likelihood of extendibility provisions in comparison to early termination provisions (p<0.05 in both models). Hypothesis H4 argues that reusable technologies are more likely to lead to extendibility provisions in comparison to early termination provisions. We find strong support this hypothesis, as projects with the potential to produce knowledge Compustar could reuse with other customers increases the probability of using an extendibility provision (p<0.05 in both estimations). 

--------------------------------------

Insert Table 3 about here

--------------------------------------

An examination of economic significance helps to demonstrate further the comparative effects of our hypothesized factors on the use of contractual provisions. Table 4 provides the economic significance of our results by demonstrating how various levels of our independent variables differentially impact the likelihood of early termination provisions (ETP) versus extendibility provisions (EXP). This table holds all variables at their respective means and then varies a particular variable of interest from low (mean less standard deviation) to high (mean plus standard deviation) levels but within the range of each respective variable. 

Table 4 indicates a one standard deviation increase in the logged minimum distance between a buyer and a Compustar office increases the probability of an extendibility provision from roughly 45 percent to roughly 73 percent. The measurement difficulty variable is dichotomous, and is thus examined as to whether it is low (i.e., 0) or high (i.e., 1). The change in measurement difficulty from “easy” to “difficult” increases the probability of an extendibility provision from nearly 11 percent to more than 90 percent. A one standard deviation increase in relationship breadth increases the probability of an extendibility provision in comparison to an early termination provision from roughly 45 percent to roughly 69 percent. Finally, reusability is also a dichotomous variable and thus a change from “no reusability” to “reusability” increases the probability of an extendibility provision from roughly 27 percent to roughly 75 percent. 

--------------------------------------

Insert Table 4 about here

--------------------------------------

Empirical Robustness

Table 5 provides a variety of empirical robustness tests for both the logit and multinomial logit estimations. Models 7 & 10 replace our preferred measure of geographic distance (MIN DISTANCE) with our alternative measure (ANY OFFICE 50) that captures whether a geographic distance cut-off influences the use of either contract provision. Given the coding of ANY OFFICE 50 is opposite that of MIN DISTANCE, the expected sign is reversed. The results from Models 7 & 10 are nearly equivalent to those in Table 3 (Models 3 & 6) with no loss of statistical significance in the hypothesized variables in the logit or multinomial logit estimations.

Models 8 & 11 replace our primary measure of relationship breadth (BREADTH) with our alternative measure (LINES) to test whether relationship breadth accurately reflects (non-IT services) customer value. The results are again strongly similar to those in Table 3 (Models 3 & 6). Although Hypothesis H3 now receives only moderate empirical support (p<0.10), all other main independent variables maintain their original level of statistical significance. 

Models 9 & 12 control for contract duration, which might be important as shorter (longer) contracts are less (more) likely to have some type of duration provision. The results indicate that longer contracts are more likely to contain a duration provision (i.e., the right-hand column of Model 12), but there does not appear to be any statistically significant difference between IT services contracts that contain either extendibility provisions or early termination provisions. With the inclusion of DURATION, Hypothesis H4 receives strong empirical support (p<0.05) in the logit estimation but only moderate empirical support (p<0.10) in the multinomial estimation. All of the other hypothesized variables maintain their original level of statistical significance. 
Finally, we replace the contract-level time control variables (TIME and TIME SQR) with year fixed effects. We confirm but do not report that the results are nearly identical with no loss in statistical significance in any of the variables of interest.

--------------------------------------

Insert Table 5 about here

--------------------------------------

DISCUSSION AND CONCLUSIONS

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


We focus on duration safeguards, as these clauses are often contentiously negotiated (Somers, 2003), are typically not contract boilerplate (Arino et al. 2008), and may be framed in markedly different ways (i.e., early termination or extendibility). We show how suppliers use contract framing not only in efforts to manage exchange challenges arising from geographic distance and measurement difficulty, but also in efforts to retain particularly valuable buyers.

While TCE can predict when a duration safeguard is necessary, it does not indicate how the clause should be framed. Using the IT services industry as our empirical context, we demonstrate that complementing TCE with RFT provides better understanding of the framing decision, as frame choice elicits different emotions, behaviors, and views of exchange relationships. We therefore suggest that economics and psychology are best utilized jointly to determine when to use and how to frame contractual safeguards. 

Our results suggest that extendibility clauses are more likely when certain exchange characteristics are present. When contracting parties are more geographically distant, we find greater use of contract clauses emphasizing positive outcomes–a result that is somewhat counterintuitive (although in line with the predictions of RFT) and suggestive that more work is needed to fully understand the impact of distance on buyer-supplier contracting (and interfirm relationships more generally). We also find that measurement difficulties not only affect buyer’s outsourcing decisions (Mayer and Nickerson, 2005) and monitoring choices (Mayer, Nickerson and Owan, 2004), but also influence the framing of contractual safeguards. Framing allows firms to craft expectations that reduce tensions arising from difficulties measuring quality. 

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

Our results overall suggest that contract framing is important for exchange performance and the on-going relationship between the parties. The predominant economic focus in contract research is on the need for safeguards to mitigate opportunism. We posit instead that researchers need to balance an economic approach with a psychological understanding of cognitive and social processes to gain a more complete picture of inter-firm exchanges and relationships. 

Theoretical Contributions
We make several contributions in this paper. We examine how contractual safeguards are framed, and how this framing impacts exchange relationships. While contract researchers know a great deal about mitigating opportunism through specific contractual safeguards (Macher & Richman, 2008), contract framing has not been extensively examined. We demonstrate that managers make conscious framing decisions when designing contracts. 

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

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

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


We believe that understanding the impact of contract framing has widespread implications for interfirm relationships, including buyer-supplier contracting, alliances and even mergers and acquisitions. In general, framing provides a new perspective on how these relationships can and should be managed.
We also contribute to the field of strategy more broadly by offering one of the first studies to complement economics with psychological theories to address the impact of governance choices on the relationship between exchange partners; although others have used this theoretical combination to examine strategic decision-making (Zajac & Bazerman 1991) and inter-organizational trust (Barney & Hansen 1994). Simply put, social psychology research is necessary for a complete understanding of how contracts impact exchange relationships. While strategy has always been multi-disciplinary, the major disciplines (e.g., economics, sociology and psychology) are utilized largely in isolation (Agarwal & Hoetker, 2007). We demonstrate that combining insights from multiple disciplines leads to a more complete understanding of traditional topics. By augmenting RFT with TCE, we go beyond suggesting when a safeguard is necessary to determining how it should be framed in order to benefit the transaction and develop the desired relationship with the partner.


We also contribute to the capability literature by extending the idea of a contracting capability. TCE examines explicitly the conditions when contractual safeguards must be included to facilitate exchanges. From this, firms develop contracting capabilities from understanding when to include safeguards to facilitate exchange and when not to. RFT suggests that contracting capabilities are even more complex, however, as TCE neither addresses how to frame these safeguards nor addresses how these safeguards impact the exchange partner relationship. We argue that a fully developed contracting capability includes an understanding of when a safeguard is necessary and how to frame it direct the transaction and ongoing exchange relationship. As firms develop complex contracting capabilities, they develop important abilities in managing both exchanges and relationships. 
This study has implications for other literature streams as well. Our results suggest a more nuanced approach to the ongoing debate regarding whether contracts and trust are complements or substitutes. Past literature has argued that formal contracts either hurt (Gulati, 1995; Ghoshal & Moran, 1996) or help (Poppo & Zenger, 2002; Kalnins & Mayer, 2004; Lazarrini, Miller & Zenger, 2004) relationship development. Our results suggest that the impact may depend on the clauses included in the contract and how they are framed (see Weber & Mayer 2010 for a broader theoretical discussion of this topic). 

We believe that both prevention and promotion contracts have their place in buyer-supplier exchanges. If an arms-length relationship is desired, prevention-focused contract clauses support this arrangement and lead to expectations of vigilance and meeting specific milestones in a timely manner. In contrast, if a repeated, collaborative relationship is desired, promotion-focused contract clauses support this relationship by setting positive expectations of creativity and flexibility between the partners. Each of these scenarios suggests that contracts can positively (and negatively) impact relationship development. When the clause framing is mismatched with the desired type of relationship, however, the contract may be detrimental to the on-going relationship. This point is an important counter-intuitive element of our paper. We do not argue that firms should always use the more positive, promotion-framed clause when crafting a duration safeguard. If a vigilant, arms-length relationship is desired, then prevention-framed safeguards are appropriate. Promotion-framed safeguards are best suited to situations when the parties seek a collaborative, longer-term relationship.

Our study also has implications for the social networks literature. The idea of embeddedness suggests that social networks provide unique opportunities that arm's-length relationships do not (Granovetter 1985), leading to a positive impact on firm performance and survival. Other research suggests that over-embeddedness can negatively impact firm performance, as friendship may override economically sound decisions that are not favorable to network members (Uzzi 1997). To balance these two effects, a firm must instead maintain some combination of arms-length and embedded ties with other firms. We suggest that contract framing is one strategic tool to manage these relationships as prevention and promotion framing, respectively, leads to arms-length and committed relationships with exchange partners. 
Limitations and Future research
While our study offers many important insights, it is important to note the key limitations and qualifications. First, contracts are frequently based on templates, which may potentially lead to biased results in our study. Most contracts in our sample were based on Compustar’s basic contract template, however, so our results are not explained by contract template differences across different customers. In addition, Compustar’s contract template is relatively sparse, consisting of a series of headings (e.g., task, timeline), and (most importantly) does not contain any reference to early termination or extension provisions. Contracting parties must therefore make a joint decision to include an early termination or extendibility clause for each individual project. Deciding what to include in a contract template, as well as the effects of different templates on exchange performance, are also productive avenues for future research. 

One of the strengths of our approach—utilizing microanalytic data from within a single firm—is also a limitation. The detailed, transaction-level data enables us to offer insights into contractual choices rarely available with larger inter-industry studies. Critics may suggest that the results only reflect Compustar’s contracting policy, and not that of its buyers. As Compustar’s buyers are mostly large companies with many alternatives for IT service suppliers, we are confident the negotiated contracts do not reflect solely Compustar policy but also significantly integrates buyer concerns. Moreover, the existence of duration safeguards in our sample of contracts offers proof that buyers have a significant influence on contract design, because Compustar would not want to include any clauses limiting its discretion in an exchange. Critics may also suggest that results from a single firm do not generalize to other industries and settings. Because a large percentage of contracts—particularly those in high technology industries—governs complex and uncertain project-based exchanges, we suggest that our theory generalizes quite well to other types of projects in other industries, including product development, telecom and other infrastructure, consulting, joint development, among others. Nevertheless, future research to explore the generalizability of this study is valuable.
A final note is that the contracts examined in this paper were negotiated by managers and engineers rather than lawyers. While lawyers conducted a final stage review of the contracts, the contracts might be different if lawyers were the primary negotiators. Lawyers are trained to protect the interests of the firm while managers and engineers are focused on making sure they get what they need to complete the project. How the identity of the negotiators affects what is included in the contract and how it is framed is an interesting topic for future research.
In conclusion, we believe that this paper represents the start of a novel research stream that unpacks the impact of contract framing on exchanges and relationships. While a natural first step is to demonstrate that framing choice matters (i.e., that firms make decisions to frame in different ways in different situations), in future research we hope to show how framing choices affect the exchange relationship and transaction performance. Specifically, future research can examine how clause framing impacts emotional responses, partner satisfaction and a desire to continue the exchange, as these are key elements impacting the clause framing decision. In addition, future research can also examine how framing affects related transactions such as joint ventures (when a separate entity is formed) and mergers and acquisitions (when one party now owns and thus controls the other). The combination of micro-level mechanisms from social and cognitive psychology, along with the careful incentive focus of economics, is powerful and has the potential to address many key issues within the field of strategy.
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FIGUrE 1

Framing Contract Duration: Early Termination and Extendibility Clauses
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M0 (milestone 0): 
Initial contract negotiation

M1 (milestone 1): 
Decision of whether to continue or not (terminate or extend), made at whatever milestone is identified in the contract. 

M2 (milestone 2): 
Maximum duration of the exchange through the completion of the final milestone.

Table 1: Summary Statistics

	
	MEAN
	ST DEV
	MIN
	MAX

	EARLY TERM
	0.13
	0.34
	0.00
	1.00

	EXTEND
	0.14
	0.35
	0.00
	1.00

	TIME
	8.12
	2.90
	0.00
	12.00

	TIME SQR
	74.38
	39.95
	0.00
	144.00

	FIXED FEE
	0.56
	0.50
	0.00
	1.00

	TIME AND MATERIALS
	0.31
	0.46
	0.00
	1.00

	HYBRID
	0.10
	0.30
	0.00
	1.00

	COMPUSTAR HARDWARE
	0.24
	0.43
	0.00
	1.00

	MAINFRAME
	0.26
	0.44
	0.00
	1.00

	PROPRIETARY
	0.15
	0.35
	0.00
	1.00

	OTHER HARDWARE
	0.09
	0.29
	0.00
	1.00

	PROGRAMMING
	0.46
	0.50
	0.00
	1.00

	INTERDEPENDENCE
	0.12
	0.33
	0.00
	1.00

	INNOVATION
	2.53
	1.20
	1.00
	6.00

	PRIOR CORP PROJECTS
	7.90
	6.10
	0.00
	15.23

	DURATION
	2.11
	1.06
	0.18
	4.95

	MIN DISTANCE
	4.14
	1.76
	0.69
	6.56

	ANY OFFICE 50
	0.45
	0.50
	0.00
	1.00

	MEASUREMENT
	0.44
	0.50
	0.00
	1.00

	BREADTH
	3.96
	1.85
	1.00
	7.00

	LINES
	4.19
	2.74
	0.00
	9.00

	REUSABILITY
	0.39
	0.49
	0.00
	1.00


Table 2: Correlation Statistics

	
	EARLY TERM
	EXTEND
	TIME
	TIME SQR
	FIXED FEE
	TIME AND MATERIALS
	HYBRID
	COMPUSTAR HARDWARE
	MAINFRAME
	PROPRIETARY
	OTHER HARDWARE
	PROGRAMMING
	INTERDEPENDENCE
	INNOVATION
	PRIOR CORP PROJECTS
	DURATION
	MIN DISTANCE
	ANY OFFICE 50
	MEASUREMENT
	BREADTH
	LINES
	REUSABILITY

	EARLY TERM
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	EXTEND
	-0.16
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	TIME
	0.03
	0.05
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	TIME SQR
	-0.01
	0.03
	0.97
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	FIXED FEE
	-0.21
	-0.23
	-0.06
	-0.07
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	TIME AND MATERIALS
	0.08
	0.31
	0.17
	0.17
	-0.76
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	HYBRID
	0.02
	-0.06
	-0.17
	-0.15
	-0.38
	-0.23
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	COMPUSTAR HARDWARE
	-0.13
	-0.09
	0.10
	0.10
	0.29
	-0.25
	-0.05
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	MAINFRAME
	-0.06
	0.06
	0.02
	0.04
	-0.09
	0.09
	0.07
	0.35
	1.00
	
	
	
	
	
	
	
	
	
	
	
	
	

	PROPRIETARY
	0.22
	-0.02
	0.08
	0.06
	0.02
	-0.16
	-0.02
	0.00
	0.01
	1.00
	
	
	
	
	
	
	
	
	
	
	
	

	OTHER HARDWARE
	0.16
	-0.05
	-0.01
	-0.04
	0.09
	-0.07
	-0.02
	0.06
	0.00
	-0.08
	1.00
	
	
	
	
	
	
	
	
	
	
	

	PROGRAMMING
	0.04
	0.26
	0.03
	0.01
	-0.42
	0.46
	0.06
	-0.27
	0.06
	-0.05
	0.05
	1.00
	
	
	
	
	
	
	
	
	
	

	INTERDEPENDENCE
	0.06
	0.10
	-0.06
	-0.07
	-0.08
	0.08
	-0.02
	-0.10
	0.02
	0.04
	0.01
	0.14
	1.00
	
	
	
	
	
	
	
	
	

	INNOVATION
	-0.15
	0.10
	-0.09
	-0.09
	-0.15
	0.14
	0.16
	-0.23
	-0.05
	-0.14
	-0.11
	0.28
	0.14
	1.00
	
	
	
	
	
	
	
	

	PRIOR CORP PROJECTS
	-0.02
	0.13
	0.39
	0.37
	-0.08
	0.12
	-0.04
	-0.01
	-0.08
	0.04
	0.02
	0.06
	-0.05
	0.01
	1.00
	
	
	
	
	
	
	

	DURATION
	0.21
	0.14
	0.07
	0.05
	-0.27
	0.25
	0.05
	-0.04
	0.05
	-0.06
	0.10
	0.25
	0.05
	0.19
	0.10
	1.00
	
	
	
	
	
	

	MIN DISTANCE
	-0.01
	0.22
	0.04
	0.04
	-0.23
	0.20
	0.01
	-0.13
	0.03
	-0.02
	-0.16
	0.16
	0.02
	0.02
	-0.03
	0.10
	1.00
	
	
	
	
	

	ANY OFFICE 50
	0.02
	-0.19
	-0.05
	-0.06
	0.20
	-0.20
	0.04
	0.09
	-0.01
	0.07
	0.15
	-0.16
	0.01
	0.00
	0.08
	0.00
	-0.89
	1.00
	
	
	
	

	MEASUREMENT
	-0.16
	0.29
	-0.12
	-0.10
	-0.24
	0.29
	0.04
	-0.22
	0.06
	-0.13
	-0.22
	0.27
	0.18
	0.36
	-0.10
	0.07
	0.13
	-0.10
	1.00
	
	
	

	BREADTH
	-0.13
	-0.04
	0.15
	0.14
	0.15
	-0.14
	0.02
	0.16
	-0.05
	0.16
	-0.04
	-0.12
	-0.09
	-0.01
	0.40
	0.11
	-0.17
	0.17
	-0.26
	1.00
	
	

	LINES
	-0.17
	-0.04
	0.13
	0.10
	0.15
	-0.15
	0.04
	0.13
	-0.07
	0.17
	-0.09
	-0.07
	-0.06
	0.00
	0.39
	0.09
	-0.11
	0.13
	-0.20
	0.91
	1.00
	

	REUSABILITY
	-0.15
	0.16
	-0.04
	-0.02
	-0.17
	0.15
	0.11
	-0.20
	0.05
	-0.02
	-0.20
	0.23
	0.14
	0.58
	-0.03
	0.12
	0.08
	-0.05
	0.38
	-0.05
	-0.03
	1.00


Bold represents pair-wise significance at 0.05 level.

Table 3: Empirical Results

	
	LOGIT ESTIMATION
	MULTINOMIAL LOGIT ESTIMATION

	
	MODEL 1
Base
	MODEL 2
Controls
	MODEL 3
Full
	MODEL 4

Base
	MODEL 5

Controls
	MODEL 6

Full Model

	TIME
	-0.375

(0.476)
	0.034

(0.538)
	0.304

(0.847)
	-1.049***

(0.340)
	-0.364

(0.425)
	-0.963***

(0.376)
	-0.454

(0.473)
	-0.862**

(0.380)
	-0.097

(0.495)

	TIME SQR
	0.022

(0.032)
	-0.003

(0.039)
	-0.025

(0.061)
	0.073***

(0.022)
	0.024

(0.029)
	0.070***

(0.026)
	0.030

(0.034)
	0.062**

(0.027)
	0.003

(0.034)

	HYBRID
	-0.297

(0.837)
	-2.021*

(1.034)
	-0.805

(1.053)
	-0.582

(0.619)
	-0.247

(0.794)
	-1.200

(0.792)
	-1.250

(0.789)
	-1.495**

(0.704)
	-1.370

(0.919)

	TIME AND MATERIALS
	1.063**

(0.454)
	-0.495

(0.888)
	-1.856**

(0.886)
	-1.006**

(0.496)
	1.032*

(0.569)
	-1.711***

(0.571)
	-0.149

(0.587)
	-1.880***

(0.570)
	-0.482

(0.606)

	COMPUSTAR HARDWARE 
	
	0.203

(0.940)
	-0.823

(1.361)
	
	
	1.085

(0.718)
	0.995

(0.720)
	0.876

(0.760)
	1.315

(0.809)

	MAINFRAME
	
	0.508

(0.655)
	2.022*

(1.118)
	
	
	0.351

(0.536)
	0.658

(0.559)
	0.273

(0.577)
	0.396

(0.630)

	PROPRIETARY
	
	-1.232*

(0.698)
	-2.482**

(0.998)
	
	
	-1.863***

(0.369)
	-1.427***

(0.546)
	-2.071***

(0.399)
	-1.367**

(0.615)

	OTHER HARDWARE
	
	-2.135**

(0.875)
	0.400

(1.173)
	
	
	-1.516**

(0.650)
	-1.700**

(0.835)
	-0.807

(0.623)
	-0.050

(0.839)

	PROGRAMMING
	
	1.017

(0.661)
	0.340

(0.773)
	
	
	-0.054

(0.421)
	0.891*

(0.522)
	0.037

(0.441)
	0.654

(0.542)

	INTERDEPENDENCE
	
	0.053

(0.714)
	-0.592

(0.965)
	
	
	-0.638

(0.436)
	0.041

(0.554)
	-0.977**

(0.442)
	-0.458

(0.602)

	INNOVATION
	
	0.383

(0.286)
	-0.292

(0.323)
	
	
	0.568**

(0.231)
	0.507**

(0.245)
	0.297

(0.251)
	0.008

(0.274)

	PRIOR CORP PROJECTS
	
	0.080

(0.052)
	0.167*

(0.099)
	
	
	0.022

(0.029)
	0.081**

(0.041)
	-0.015

(0.035)
	0.063

(0.047)

	MIN DISTANCE
	
	
	0.686***

(0.271)
	
	
	
	
	0.045

(0.135)
	0.469**

(0.198)

	MEASUREMENT
	
	
	4.384***

(1.260)
	
	
	
	
	1.091***

(0.396)
	2.509***

(0.694)

	BREADTH
	
	
	0.542**

(0.273)
	
	
	
	
	0.363***

(0.114)
	0.361**

(0.151)

	REUSABILITY
	
	
	2.085**

(1.071)
	
	
	
	
	0.535

(0.523)
	1.062**

(0.540)

	CONSTANT
	1.044

(1.764)
	-1.445

(2.006)
	-8.503***

(2.774)
	5.341***

(1.292)
	0.781

(1.546)
	4.197***

(1.254)
	-0.488

(1.569)
	2.858*

(1.597)
	-5.007**

(2.304)

	
	
	
	
	
	
	
	
	
	

	Dependent Variable
	EXP
	EXP
	EXP
	NP
	EXP
	NP
	EXP
	NP
	EXP

	N
	104
	104
	104
	385
	385
-240.61
122.18***
0.21
	385
-213.69
156.84***
0.28

	LogL
	-69.34
	-56.48
	-33.90
	-272.38
	
	

	(2
	7.78*
	26.86***
	23.78**
	33.24***
	
	

	Pseudo-R2
	0.06
	0.23
	0.53
	0.10
	
	


*** p<0.01 ** p<0.05 * p<0.10  
Standard errors are robust and clustered (by customer)
The numbers in each cell are coefficients with standard errors in parentheses.
The Logit estimation compares contracts with extendibility provisions (EXP) to contracts with early termination provisions (ETP). The Multinomial Logit estimation compares contracts with no provisions (NP) and contracts with extendibility provisions (EXP) to contracts with early termination provisions (ETP). Early termination provisions (ETP) serve as the base category in both estimations. We introduce our control variables in stages to establish a stripped down baseline to examine the effectiveness of our main control variables before introducing the hypothesized variables. The second column of Models 4-6 is the relevant comparison to Models 1-3 and is used to test our hypotheses. 
Table 4: Economic Significance

	VARIABLE
	MEAN–SD
	MEAN
	MEAN+SD

	MIN DISTANCE
	19.7%
	45.1%
	73.3%

	
	
	
	

	
	LOW (0)
	
	HIGH (1)

	MEASUREMENT
	10.7%
	
	90.5%

	
	
	
	

	
	MEAN–SD
	MEAN
	MEAN+SD

	BREADTH
	23.2%
	45.1%
	69.1%

	
	
	
	

	
	LOW (0)
	
	HIGH (1)

	REUSE
	26.7%
	
	74.6%


This table holds all variables at their respective means and then varies a particular variable of interest from low (mean less standard deviation) to high (mean plus standard deviation) levels. If a variable fall outside its range, it is set to its respective minimum or maximum level. Dummy variables are examined at 0 and 1.

Percentages refer to the probability of observing an extendibility provision.

Table 5: Robustness Results

	
	LOGIT ESTIMATION
	MULTINOMIAL LOGIT ESTIMATION

	
	MODEL 7

Distance
	MODEL 8

Breadth
	MODEL 9

Duration
	MODEL 10

Distance
	MODEL 11

Breadth
	MODEL 12

Duration

	TIME
	0.545

(0.806)
	0.305

(0.825)
	0.453

(0.764)
	-0.865**

(0.383)
	-0.099

(0.491)
	-0.878**

(0.387)
	-0.101

(0.500)
	-0.824

(0.511)
	0.039

(0.599)

	TIME SQR
	-0.043

(0.059)
	-0.027

(0.058)
	-0.033

(0.052)
	0.062**

(0.027)
	0.003

(0.034)
	0.064**

(0.027)
	0.004

(0.034)
	0.058*

(0.034)
	-0.009

(0.041)

	HYBRID
	-0.820

(0.899)
	-0.819

(1.057)
	-0.491

(1.410)
	-1.484**

(0.708)
	-1.263

(0.865)
	-1.406**

(0.701)
	-1.224

(0.940)
	-1.075

(0.706)
	-0.969

(0.913)

	TIME AND MATERIALS
	-1.859**

(0.903)
	-1.552*

(0.861)
	-1.765

(1.155)
	-1.856***

(0.555)
	-0.491

(0.612)
	-1.786***

(0.555)
	-0.410

(0.612)
	-1.640***

(0.612)
	-0.312

(0.709)

	COMPUSTAR HARDWARE 
	-0.745

(1.252)
	-0.744

(1.324)
	-0.657

(1.248)
	0.865

(0.771)
	1.186

(0.807)
	0.907

(0.731)
	1.371*

(0.788)
	1.328*

(0.788)
	1.705**

(0.829)

	MAINFRAME
	2.114**

(1.028)
	1.902*

(1.177)
	2.140**

(1.005)
	0.260

(0.568)
	0.392

(0.626)
	0.239

(0.558)
	0.338

(0.615)
	0.055

(0.616)
	0.418

(0.650)

	PROPRIETARY
	-2.390***

(0.938)
	-2.224**

(0.980)
	-2.415*

(1.268)
	-2.060***

(0.405)
	-1.362***

(0.642)
	-2.144***

(0.380)
	-1.316**

(0.606)
	-2.564***

(0.525)
	-1.652***

(0.642)

	OTHER HARDWARE
	0.722

(1.105)
	0.119

(1.087)
	0.898

(1.432)
	-0.813

(0.625)
	-0.055

(0.819)
	-0.711

(0.641)
	-0.029

(0.858)
	-1.038

(0.678)
	-0.235

(0.946)

	PROGRAMMING
	0.202

(0.864)
	0.074

(0.776)
	0.664

(0.885)
	0.034

(0.444)
	0.673

(0.562)
	-0.115

(0.443)
	0.500

(0.553)
	0.242

(0.516)
	0.556

(0.624)

	INTERDEPENDENCE
	-0.675

(0.873)
	-0.529

(0.915)
	-0.667

(0.935)
	-0.984**

(0.443)
	-0.441

(0.604)
	-0.985**

(0.461)
	-0.465

(0.604)
	-1.108**

(0.555)
	-0.486

(0.652)

	INNOVATION
	-0.181

(0.308)
	-0.262

(0.323)
	-0.185

(0.366)
	0.294

(0.253)
	-0.023

(0.275)
	0.310

(0.256)
	0.034

(0.271)
	0.263

(0.258)
	-0.050

(0.260)

	PRIOR CORP PROJECTS
	0.180**

(0.091)
	0.193*

(0.101)
	0.144*

(0.077)
	-0.015

(0.035)
	0.073

(0.047)
	-0.020

(0.037)
	0.066

(0.048)
	-0.010

(0.043)
	0.050

(0.050)

	DURATION
	
	
	-0.410

(0.358)
	
	
	
	
	-0.884***

(0.276)
	-0.511

(0.318)

	MIN DISTANCE
	
	0.664**

(0.272)
	0.654**

(0.264)
	
	
	0.047

(0.137)
	0.474**

(0.204)
	-0.015

(0.149)
	0.401**

(0.205)

	ANY OFFICE 50
	-1.945**

(0.825)
	
	
	-0.074

(0.430)
	-1.206**

(0.518)
	
	
	
	

	MEASUREMENT
	4.368**

(1.236)
	4.103***

(1.207)
	4.131***

(1.033)
	1.081***

(0.399)
	2.553***

(0.717)
	1.076***

(0.414)
	2.444***

(0.691)
	1.054**

(0.475)
	2.486***

(0.845)

	BREADTH
	0.553**

(0.261)
	
	0.620**

(0.305)
	0.359***

(0.112)
	0.366**

(0.148)
	
	
	0.420***

(0.134)
	0.418**

(0.176)

	LINES
	
	0.246*

(0.138)
	
	
	
	0.268***

(0.073)
	0.204**

(0.094)
	
	

	REUSABILITY
	1.792**

(0.922)
	2.033**

(1.049)
	1.855**

(0.945)
	0.538

(0.522)
	1.057**

(0.550)
	0.514

(0.538)
	1.033**

(0.524)
	0.481

(0.548)
	0.922*

(0.544)

	CONSTANT
	-5.632

(2.592)
	-7.320***

(2.739)
	-8.610***

(3.102)
	3.110**

(1.318)
	-2.409

(1.785)
	3.222**

(1.566)
	-4.478

(2.274)
	4.949**

(2.350)
	-3.584

(2.858)

	
	
	
	
	
	
	
	
	
	

	Dependent Variable
	EXP
	EXP
	EXP
	NP
	EXP
	NP
	EXP
	NP
	EXP

	N
	104
	104
	104
	385
	385
-212.42
156.31***
0.28
	385
-213.69
156.84***
0.28

	LogL
	-35.22
	-34.76
	-32.65
	-215.67
	
	

	(2
	23.94**
	25.34**
	23.93**
	170.42***
	
	

	Pseudo-R2
	0.51
	0.52
	0.50
	0.27
	
	


*** p<0.01 ** p<0.05 * p<0.10


Standard errors are robust and clustered (by customer)
The numbers in each cell are coefficients with standard errors in parentheses.
The Logit estimation compares contracts with extendibility provisions (EXP) to contracts with early termination provisions (ETP). The Multinomial Logit estimation compares contracts with no provisions (NP) and contracts with extendibility provisions (EXP) to contracts with early termination provisions (ETP). Early termination provisions (ETP) serve as the base category in both estimations. All models in Table 5 replication model 3 and model 6 from Table 3. We examine alternative measures of distance (models 7 & 10), breadth (models 8 & 11) and add a control for duration (models 9 & 12).
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Response to Associate Editor
Thank you for the conditional acceptance of our manuscript and suggestions for submitting the final revision. 

In this report, we respond to Reviewer 1’s and Reviewer 3’s final comments regarding our manuscript. We summarize each reviewer’s main comments in bold italics, and then follow with our response.

Response to Reviewer 1
1. The paper is too long

We have reduced substantially the paper length. We cut approximately 2½ pages from the front end and nearly three more pages in the back end of the paper, per your suggestion. The entire paper has been reduced from 52 pages to 46 pages. 

2. Improve discussion of number of contracts with/without provisions

We have edited the discussion on p. 22 and p. 30 to improve readability, per your suggestion. We now make it clear why we include contracts that do/do not have a provision in the manuscript. The discussion on p. 22 has been edited to indicate that contracts with no provision are included to demonstrate empirical robustness. The discussion on pp. 30-31 has been edited to indicate how the data was coded and the rationale for using both logit and multinomial logit estimations. We also clarified why the N in the estimations was different—because when we only use contracts that have a duration safeguard we have a much lower N than we do when we use the entire sample.

3. Discuss why contracts not negotiated by lawyers is a limitation and/or an interesting topic for future research

Thanks for pointing this out. We have amended this limitation in the following manner. We moved it to the discussion of future research topics and expanded it as follows. 

“A final note is that the contracts examined in this study were negotiated by managers and engineers rather than lawyers. While lawyers conducted a final stage review of the contracts, the contracts might be different if lawyers were the primary negotiators. Lawyers are trained to protect the interests of the firm while managers and engineers are focused on making sure they get what they need to complete the project. How the identity of the negotiators affects what is included in the contract and how it is framed is an interesting topic for future research.” (See p. 38.)
Response to Reviewer 3
1. Remaining questions on equivalent potential durations for duration safeguards

a) You show that contracts with extendibility clauses are shorter on average than those with early termination clauses

This is correct. Part of this is due to the fact that duration safeguards are rare for very short contracts (i.e., less than two weeks in duration). 

b) Are there systematic differences in the types of projects and the provisions?

We certainly agree that many factors play into the decision of how to frame a duration safeguard. We have included a number of control variables to try and account for these types of systematic differences. A number of our control variables play important roles in the framing decision. We do not think there are any additional systematic differences that we are not picking up, but there is always some level of unobserved heterogeneity. Nevertheless, we do not perceive anything that would affect our findings on the decision to use an early termination or extendibility provision. You mention modularity as a potential issue, but as we control for interdependence we do not think it is a major issue. The fact that contracts without duration safeguards are the smallest is somewhat surprising, but we do not view it as something that undermines the main findings. 

In addition, we went back and re-examined the data to see if there were any real patterns we could discern that might indicate systematic differences. Quite frankly, we could not find any. For instance, when we examine the number of projects that were six months or longer, 13 had early termination provisions, 15 had extendibility provisions, and 32 had neither provision. The only really systematic difference is that duration safeguards were rare for very short projects (i.e., duration of two weeks or less), which is neither surprising nor have any effect on our results in any meaningful way. 

In sum, we believe that you bring up a valid concern but it is one that does not affect the results presented in the paper. We do believe that much work remains to be done on the use of early termination and extendibility clauses, however, and any additional differences are outside the scope of this paper.

c) Is total duration comparable between the two contractual provisions? In other words, does average duration for extendibility provision contracts that include the contract extension equal average duration for early termination contracts?

Unfortunately, we do not have the required data to test for this. We only know the total duration of the contract (i.e., from M0 to M2), and whether and what type of provision was used. In particular, we do not know the specific duration between M0 and M1 and between M1 and M2. We would agree that if extendibility clauses resulted in a total relationship duration that was significantly shorter, similar or longer period, it would have interesting implications. The key issue here is the many of the decision points are discussed in the contracts as milestones and we have no data on when those milestones might have occurred (as aside from a few interviews that yielded qualitative insights, we lack data on what happened with the projects after the contract was signed). Again, we see this as an interesting avenue for future research.
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� 	See Weber and Mayer (2010) for a theory discussion of how regulatory focus theory and expectancy violation theory can help bridge the gap between TCE and the relational view of governance (e.g., Dyer & Singh, 1998; Ghoshal & Moran, 1996). The authors determine when to use prevention and promotion contracts and how each affects relationship development and transaction performance. 


2	Our approach is not entirely novel, as behavioral economics successfully combines economic and psychological theories (e.g., Camerer & Lowenstein 2009). While behavioral economists generally model how biased perceptions impact economic behavior (Camerer 2006), we examine how framing of activities affects of economic behaviors between firms. We suggest that our approach does not contradict, but instead complements, the behavioral economics approach.


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


� 	We control for prior ties in the current line of business in our empirical analysis.


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


� 		Platform-independent means that the firm supplies services across a variety of hardware types. These services included network support, programming, data migration, etc.


� 		The omitted contract type calls for the supplier to be compensated as a percentage of the money that the supplier saves the buyer. None of these eleven contracts contain an extendibility or early termination clause.


� 	These contracts were special cases involving longer than average projects. As both clauses are found together in less than 0.5% of our sample and industry experts indicated that both types in a contract is highly unusual, we do not address these special cases. 





� 	There were no projects that were coded by Compustar engineers as a 7. The actual range is from 1 to 6.


� 	The multinomial logit model assumes independence of irrelevant alternatives (IIR) among outcomes, which can be questioned. We present the results not only for expositional reasons, but also because strong arguments can be made that buyers and suppliers consider the choice among no provision, extendibility provision and early termination provision as uncorrelated. 
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