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Interfirm Contract Research: 

Where We’re Going and Tips on How to Get There


Interfirm contracting is an interesting topic to many researchers as is indicated by the recent uptick in publishing activity (See Figure 1 below). Drawing largely from transaction cost economics (Williamson, 1975, 1985, 1996), we have learned a great deal about how firms match safeguards such as exclusivity, duration, different payment mechanisms, early termination, etc., to exchange hazards (see Shelanski and Klein, 1995 and Macher and Richman, 2008 for reviews of the TCE empirical literature that include these studies). Although there has been a relative explosion of studies on interfirm contracting, a couple of questions arise. First, are we investigating the big questions in this area or have some been ignored while others are examined in great detail? Alternatively, since this research has been going on for the last 50 years, have all of the big questions been answered? What else do we need to know about interfirm contracting? 
--------------------------------------------

Insert Figure 1 about here

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


In order to address these questions and to offer advice on the direction of future research to both seasoned as well as nascent interfirm contract investigators, we must examine how this research stream arose, where it is now and the direction for future research. An examination of the past will help reveal implicit assumptions in this research that may need to be either made explicit or changed. An examination of the current research in this area results in mapping interfirm contract studies onto five different links, which gives us a better understanding of the progress that we have made to date, the questions that are still largely open, and the issues with prior research that can be addressed in the future. Finally, in looking to the future, we examine new areas for research, novel theory applications and combinations that can lead to new questions, and novel applications of methodologies that overcome problems that plaque prior research.  

The Past: how did this research stream develop?
In order to uncover areas for future research in understanding interfirm contracts, it is necessary to explore how the research stream began. Although contracts came into being in the thirteenth century (Simpson 1975), academic examination of these documents from a managerial perspective did not occur until the 1960’s. How though did this topic become of interest to business researchers? Early work reveals that economics researchers blazed the trail in business contract research and that this interest arose from the idea that contracts explicitly assign ownership and control rights, and that some assignments were more efficient than others.

As such, the first examination of contract research using a business lens emerged from the property rights perspective, which espouses that the efficient assignment of property rights in contracts will mitigate ex ante hazards. This work began with the publication of Coase’s theorem in 1960 and continued with notable theoretical works from Demsetz in 1967 and Alchian and Demsetz in 1973. The first empirical work emerged when Cheung’s paper appeared in The Journal of Law and Economics in 1969. This work examined how the tradeoff between transaction costs and risk aversion impacted the payment structure in the contract. 
The early property rights work was then followed by a string of theoretical papers on agency theory beginning in the 1970’s (e.g., Ros, 1973; Jensen & Mecklin, 1976; Harris & Ravi, 1979). This work primarily examines how appropriate incentives lead to the mitigation of ex ante hazards. As a result, a large part of this body of agency theory contract literature is concerned with employment contracts (e.g. Holmstrom & Milgrrom 1991) and franchising contracts (Lafontaine 1992). 
However, the vast majority of the contracting research in the field of economics was conducted in the last 30 years, with the introduction and development of transaction cost economics (TCE) (Williamson 1975, 1985) spurring on much of the work. The transaction cost perspective specifically analyzed contracts as governance instruments and highlighted their ability to facilitate economic activity by providing safeguards for hazards such as specific investments.  Williamson’s work was critical in providing a foundation for helping empirical researchers understand how to study the role of contracts in business transactions.  Additionally, in contrast to both property rights and agency theory, TCE is concerned with both ex ante and ex post hazards. Soon, empirical studies based on the TCE perspective flourished in this field (e.g., Joskow 1985, 1987, 1990; Crocker & Reynolds 1993).  These studies specifically examined how the characteristics of the transaction affected the design of the contract used to govern the exchange. 
These three streams of economics-based research using property rights, agency theory and TCE still continue to flourish in the field of economics today, although they have also been joined by studies using both sociological and psychological lenses. Although a vast amount of work has already been done, we argue that much work remains to be done on the topic of interfirm contracting. Given that we have almost 50 years of work, what are the key issues that remain largely unanswered? 
The Present: What Key questions ARE BEING ADDRESSED?
In order to effectively illustrate the major research questions being addressed in the interfirm contract literature, we have created a map of business-related interfirm contract research, which organizes the literature into five links (See Figure 2 below). The link in this map examines how attributes of the transaction or characteristics of the firms impact the design of the contract.  The second link takes the next step to study how contract design impacts the performance of the exchange or the interfirm relationship; while the third link takes it one step further to examine how exchange performance affects firm performance. The fourth link examines the feedback loop of how previous exchange or relationship performance influences current contract design, while the fifth link examines how contract design directly impacts firm performance. The literature in each of these links is examined in detail below:
--------------------------------------------
Insert Figure 2 about here

---------------------------------------------
Link 1—Effective contract design as a function of exchange and firm characteristics:  The majority of empirical work on contracting examines the elements of successful contract design as a function of transaction or firm characteristics. These studies examine how transaction characteristics lead to the inclusion of specific clauses in the contract, such as control rights or incentives (Lerner & Merges 1998, Arruñada, Garicano & Vázquez 2001, Elfenbein & Lerner 2003a, Elfenbein & Lerner 2003b),  take-or-pay provisions (Hubbard & Weiner 1986, Masten & Crocker 1985), exclusivity clauses (Parkhe 1993), contingencies (Elfenbein & Lerner 2003a, Reuer, Shenkar & Ragozzino 2004, Argyres, Bercovitz, & Mayer 2007), task descriptions (ibid) and early termination or extendibility provisions (Mayer, Weber & Macher 2008). While understanding which transaction hazards lead to the use of specific clauses contributes to our understanding of interfirm contracting, it is often difficult to compare results across industries as clauses that occur in one industry may not show up in contracts in other industries. As such, it is difficult to develop an overarching contractual safeguarding theory, because no one is sure if these results will be relevant in different industries since the clauses may not be applicable.
Just as Williamson make a hug impact on research in vertical integration by introducing the key attributes of transaction (Williamson, 1979, 1985) and the key dimensions along with governance forms differ (Williamson, 1991), contract theory would greatly benefit from an overarching framework that identifies the dimensions of a contract that are not context-specific and allow for different contract researchers to operationalize their work in a way that contributes to a more cohesive and unified body of knowledge.  What we have now is a series of contract studies that tell us important things about the use of contracts in different settings, but it is difficult to bring all these studies together and see how they relate to one another.  

Additionally research in on the exchange and relationship determinates of contract design examines how task or firm characteristics lead to specific modifications of the payment structure for the exchange. In surveying these studies it becomes clear that the primary question examined is whether these characteristics lead to the use of a fixed fee or a variable pay contract. These studies have examined the differential use of fixed fee contracts versus percentage of revenue contracts (Lafontaine & Masten 2002), profit sharing contracts (Chisolm 1999), time and materials contracts (Banerjee & Duflo 2000; Kalnins & Mayer 2004; Mayer, Weber & Wu 2008), contingent payment acquisition contracts (Reuer, Shenkar & Ragozzino 2004) and cost-plus contracts (Bajari & Tadelis 2001). However, because as these examples illustrate there are so many fundamentally different types of variable contracts, with vastly different incentives and potential hazards, being examined, it is difficult to compare these results and generate an understanding of when a particular type of variable contract type would best mitigate specific transaction hazards. Therefore an area for future work in this vein is to examine the use of different types of variable (or contingent) pay contracts so that potential differences between these contracts can be assessed and novel payments structures could even potentially be introduced in different industries.
Another series of studies have examined determinants of contract duration (Joskow 1985; Joskow 1987; Mayer, Weber & Macher 2007). Early work focused on how asset specificity influenced the length of the contract (Joskow 1985, Joskow 1987). However, more recent work increases the importance of the concept of duration in contract research. This study indicates how the duration decision may impact both the structure of the contract and the parties’ relationship since transaction characteristics affect whether the contract should cover a short duration with the option of extending the terms, or a longer period, and include an option to terminate the exchange at an earlier date (Mayer, Weber, & Macher 2007). The study suggests that longer contracts with early termination clauses lead to more vigilant behavior from the parties, while shorter contracts with extendibility options lead to more creative behavior and the feeling of greater satisfaction with the partner. Such recent work demonstrates that decisions about duration can have more of an impact on the exchange than just mitigating potential hazards. Instead, the decision of how to structure the length of the exchange can actually impact behavior during the exchange and the perception of the relationship between the parties (Mayer, Weber &, Macher 2007). Additional work that looks at duration in more nuanced ways that go beyond the years of the contract to explore termination rights, extension options (including how these types of rights and options are operationalized) as well as how disputes are resolved in ways that either prematurely terminate the relationship or enable it continue (e.g., mediation, arbitration).  More research that encompasses framing issues, such as crafting longer contracts with early termination rights versus shorter contracts with extension options, and cognitive and affective issues in dispute resolution would be very valuable to the academic and practitioner research on contracts.  

The overall structure of contracts as defined by complexity or completeness is also of interest to contract researchers. Complexity is usually defined by the presence of more clauses in the contract, leading to measures of clause counts (number included in a contract from a predetermined list) (Parkhe 1993), as well as survey responses indicating how extensively contingency clauses are specified (Macneil, 1978) and the length of the actual contract itself (Joskow, 1988). Similarly, a definition of completeness suggests that the more details that are included in the clauses, the more complete the contract. Measurements for capturing this particular aspect of completeness range from levels of clause specification (Ryall & Sampson 2003) and survey responses indicating the level of completeness of each clause (Anderson & Dekker 2005). 
There are a number of issues that arise using these concepts to examine contracts. First, as the operationalizations demonstrate, the concepts of complexity and completeness are often conflated, because they are often operationalized to measure the same aspect of the exchange, the length of the contract document itself. Second, the underlying assumption in this research is that a longer contract document (i.e., more complex or more complete) leads to better exchange performance. Transaction cost economics (Williamson 1985) suggests that specific hazards are mitigated by specific safeguards, not just by longer contract documents or the inclusion of a greater number of clauses (regardless of their level of detail); hazards are mitigated by specific safeguards that are designed to address the hazard and thus we need a more microanalytic look at how detail or completeness of the contract would safeguard against particular hazards.  In fact, the inclusion of potentially unnecessary clauses or clause detail may lead to avoidable issues such as longer negotiation times or stalemates over unnecessary details or clauses that don’t really belong in the contract. Also, the addition of more clause detail may just make the contract harder to follow or enforce as both parties may become confused or restricted by the additional specifications. Finally, the above definition for completeness is not universally accepted as others suggest that a contract with less detail, a firm-fixed price contract, is more complete than one with more detail, a fixed-price incentive contract (Crocker & Reynolds 1993). 
In contrast to measuring the number of words in a contract, Crocker and Reynolds propose a different definition of the completeness/complexity concept. They suggest instead that completeness should be a measure of the extent to which a safeguard or group of safeguards (specification of future price in their case) addresses a specific hazard (seller opportunism). As such, these authors suggest that a contract with less ambiguity around price is more complete than one with more ambiguity, which leads them to suggest that firm-fixed fee clauses provide more protection and are there for more complete than fixed-price incentive contracts with contingencies, which they argue increases the potential that the seller could manipulate the price ex post. In this case, however, firm-fixed price clauses have much less detail than fixed-price incentive contracts with contingencies, as the incentives and benchmarks for earning them must be specified. Although the existence of frustration doctrine in contract law (insert reference) calls this underlying assumption into question if unforeseen contingencies arise, their approach to contract completeness (understanding the degree to which the contract clause or detail mitigates a specific hazard) is useful to both contract researchers and to managers, but is fundamentally different researchers who count clauses or examine the length of the contract document itself. There is a real opportunity in this are to advance work that looks at the contract in its entirety in a way that is more sensitive to understanding how the entire contract safeguards against particular hazards.

Link 2—Transaction/relationship performance as a function of contract design: While the bulk of contract research has examined the determinants of contract design, there is an additional line of research that examines how the inclusion of particular contract design elements influences the transaction profitability, exchange success, or the partners’ relationship characteristics. The theoretical and empirical studies analyzing the impact of contracts on transaction performance examines such varied topics as developing contracting capabilities (Argyres & Mayer 2007), misaligning safeguards and alliance governance structure (Anderson & Dekker 2005), and deciding whether to perform a service or to subcontract for it (Mayer & Nickerson 2005). Other studies in this area examine the effect of contract design on the parties’ relationship. These studies attempt to understand how governance mechanisms in the contract coupled with the parties dispute frames influence dispute resolution (Lumineau 2008), how formal contracts influence party cooperation (Lazzarini, Miller & Zenger 2004), how binding contracts affect the development of trust between the firms (Malhotra & Murnighan 2002, Irlenbusch 2006) and how clause framing impacts the type of relationship that develops between the parties (Weber & Mayer 2007). 

The two biggest issues in this stream of research are the existence of seemingly contradictory evidence on the effect of detailed contracts on the development of cooperative relationships and the relative dearth of work that has been done to address the issue of exchange or relationship performance in any meaningful way. The lack of studies examining the effect of contracts on transaction or relationship success illustrates another area of opportunity for future research. Additionally, the breadth of topics in the extant research further illustrates the problem highlighted above—the absence of a standard classification of contract clauses in interfirm contract literature. As a result, there is no common link between these studies that can be used to build a coherent story about how including specific safeguards in contracts in the presence of particular hazards leads to improved transaction performance. 
Finally, the research that has been done in this area covers a vast array of topics (e.g.., different methods, different theories, different empirical contexts), so the ideas that have been introduced are not being fully developed. Follow-up projects on the previous work would be very a valuable for understanding how the contents of contracts impact transaction or relationship success, such as a study operationalizing contracting capabilities and measuring task success to add to our understanding of the concepts laid out in Argyres and Mayer’s (2007) theory piece. Much remains to be done; in particular we see studies on the influence of contract structure on merger performance, franchisee performance, and joint venture performance as areas of tremendous potential.

Link 3—Firm performance as a function of transaction/ relationship performance: While firm performance is a function of many things, including its ability to effectively manage the many interfirm relationships in which it is involved.  Just as technical and managerial capabilities contribute to firm performance, we posit that governance capabilities do as well.  We define governance capabilities as those skills related to the management of interfirm relationships, including but not limited to skills in contract design, and execution.  

While we believe governance capabilities are an important element of firm performance, there has been very little research that examines how transaction performance contributes to overall firm performance.  In fact we are aware of only one study in the interfirm contracting literature that begins to address the link between transaction performance and firm performance. In Gong et al (2007), contractual completeness is linked to improved international joint venture performance. However, there are a few issues with the study. First, the contract completeness issues that we discussed above make it hard to determine what precise benefits arise from more “complete” contracts.. Second, the alliance performance measure used here was CEO satisfaction with the alliance, which is a very subjective measure that may be influenced by social desirability effects or the need to tell a coherent story about the alliance. Additionally this study is subject to common methods bias since the CEO survey respondents provided both the performance-related dependent variable (satisfaction with the JV) and the key explanatory variable (perception of contract completeness). Finally, this study does not actually examine the mediating step in their proposed causal chain. That is, they examine how contractual completeness influences JV performance, but not the proposed mechanism that completeness increases cooperation in the relationship, which then leads to greater performance. 
The dearth of work examining how transaction/relationship performance affects firm performance represents a real opportunity in the area of contracts research.  While the idea that being better are designing contracts and governing the transactions should improve firm performance makes intuitive sense, we need to know more about how this occurs.  To what extent do different types of governance capabilities complement each other?  Are the skill sets required to effectively manage alliances different from those necessary to run traditional supplier relations?  Are they different from the skills needed to run joint ventures?  These questions are germane to the bigger question of how firms should develop capabilities to match their portfolio of relationships in order to maximize firm performance.  There is simply a lot more we need to know and the critical first step is showing that governance capabilities have a significant effect on firm performance—we still have no empirical validation of this relationship. 

A relatively straightforward first step in this area would be to extend the work of Anderson and Dekkar (2005), who examine how contract characteristics affect alliance governance structure, and how misalignment between the two leads to ex post transaction problems. If additional alliance-level performance data, such as revenue, profit, or return on sales were collected for their sample, alliance performance could be examined as a function of alliance governance structure. However, this work faces two large methodological issues. First, it is often very difficult to get data on alliance performance, although firm performance of public firms is much easier to acquire. Second, work examining performance is fraught with endogeneity issues as a firm’s performance may depend on her choice of governance structure, which may in turn depend on her choice of contract clauses. As such, a triple switching regression model would have to be employed (Hamilton & Nickerson 2002) to statistically account for this endogeneity. Later in the chapter, we will expand our discussion of endogeneity issues in interfirm contract research.
Link 4—Contract design as a function of transaction/relationship performance: Another key research area on contracting examines how previous transaction performance or prior dealings with the same firm impacts the design of subsequent contracts. One study examines how prior relationships impact the contract through interorganizational inertia (Mayer & Bercovitz 2008), while other studies in this area examine whether trust and contracts act as complements or substitutes. In general, these studies look at how detailed or long future contracts are as a result of prior interaction between the exchange partners (Poppo & Zenger 2002, Corts & Singh 2004, Crocker & Reynolds 2004, Kalnins & Mayer 2004, Argyres, Bercovitz, & Mayer 2007).  The fundamental tension in this research is the effect that using safeguards in a formal contract may have on the ongoing relationship between the parties.  On the one hand, if the parties perceive that the formal safeguards are included because of a lack of trust, they may well inhibit the kind of close, collaborative relationship that many firms seek.  Alternatively, if the perception is that such clauses are simply artifacts of the fiduciary duty that employees have to protect the firm, then they may have no effect on the development of the ongoing relationship between the firms.  In fact, if the contract helps the parties better align their expectations, then a better developed (more detailed) formal contract may actually facilitate the development of a strong, ongoing relationship.  Unfortunately, there is no consensus in the literature on which of these effects dominates, or which effect dominates in particular settings or situations.  
While work in this area has been very valuable, there are some issues that contribute to the lack of resolution in this area. First, these studies suffer from the same problem as the completeness/complexity research. That is, the basic underlying assumption in this work is that more detailed contracts (i.e., more lengthy contract documents) increase exchange performance, and if the contract is less detailed (i.e., fewer pages to the contract), then trust substitutes for the formal contract. The measures typically used in these studies reveal this assumption in that the dependent variables are typically related to the number of pages in the contract (Poppo & Zenger 2002) and level of clause detail (Corts & Singh 2004, Crocker & Reynolds 2004, Kalnins & Mayer 2004). We need to move beyond just looking at the length of the contract document and actually examine what clauses are included and the clauses that are included affect the perception of the parties about the rationale for their inclusion.  Perception is very important in resolving the ongoing debate in this area, but few studies seriously address the issue of perception of the contract. 

Part of the perception issue arises from the fact that contracts play multiple roles, both enforcing and defining the exchange (Macaulay, 1963). The substitute view assumes that contracts are tools of enforcement, which will not be necessary if trust is present in the relationship. In contrast, the complement view assumes that contracts are tools of expectation alignment as well as enforcement, which can include more detail to guide the execution of the transaction if the parties trust each other enough to share what can sometimes be sensitive information. Since contracts play both roles, it can be very useful to examine which parts of the contracts are playing each role, and how trust between the parties impacts these specific clauses. Recent work is beginning to examine this question through formal models (Puranam & Vanneste 2007), case studies (Woolthuis Hillebrand & Nooteboom 2005, Grandori & Furlotti 2007) and empirically (Mellewigt, Madhok, Weibel 2007). 
Although the recent work is an important first step in integrating the dual roles of contracts, it has only just begun, which provides many opportunities for additional research. However, even these recent studies do not address the underlying assumption linking greater contractual completeness to better exchange performance. A great opportunity for future research is to establish a list of clause types which would correspond to the role of contracts as enforcement tools and those that support the expectation alignment function. We suspect that there will be some clauses that fit both roles, which will make them even more interesting, as moderators may influence the impact of these clauses on the exchange. Once this classification has been established, then it will be important to determine the degree to which the clauses in the contract sample address the issues of the particular exchange. We can move this research area forward by examining which clauses may substitute for or complement the development of trusting relationships.

A final issue with research in this area is how trust is measured.  Trust is typically measured as the number of prior transactions between the firms. While this definition is used in many trust studies, it fails to address the underlying issue of trust.  Trust does not develop in a linear fashion (e.g., the different between having done one prior transaction together versus two is much greater than the different between having forty-nine prior projects versus fifty) and it would be nice to know how the prior transactions went to know how the relationship is developing. A more precise measure of trust is often hard to get, but would help address the issue of how prior relationships affect contract design.

Link 5—Firm performance as a function of contract design: In this research stream, the dependent variable is largely a firm-level financial measure, such as return on sales (ROS) or profit. Studies in this area measure the effects of contract design on net income (Michael 2000), return on sales (Srinivasan & Brush 2003), and firm survival (Azoulay & Shane 2001) Again, there are few studies here, so the first call would be more work in this area, but with a specific mandate. 
Since firm performance is the culmination of many different factors, studies examining how contract detail impacts firm performance are likely missing a large part of the story, as many other factors that are potentially correlated with proper safeguard usage could be significantly contributing directly to firm performance. As such, we encourage future research in this area to examine multiple links in the map in order to shed light on the contracts impact on firm performance. For example, the Srinivasan & Brush (2003) study could be expanded to include an intermediate step of examining the impact of safeguard usage in a contract on the specific transaction performance (e.g., measured as the profitability of the exchange). Including the intermediate step would again allow us to understand specifically the contract design is impacting the firm performance through transaction performance. There is ultimately a two-step analysis that must be done to fully understand how capabilities, existing relationships and transaction attributes affect contract design, how the contract design then affects the performance of the exchange, and then how these factors contribute to overall firm performance. Much remains to be done to really understand how contracts link to performance—of the exchange and ultimately the firm.
The Future: Where are we going and how do we get there?

Now that we have discussed several future research questions, we seek to provide some guidance in how to tackle future interfirm contract research. To do this, we next discuss which theories have something to say about which topics, and give an example to illustrate how the same question can be examined in different ways using different theories. Then, we reflect on the difficulties in getting contract data, and offer suggestions for public data sources and alternate data collection strategies. Additionally, we discuss the methodological issues in interfirm research and suggest different ways to address these issues. Finally, we put forth a future research agenda by making explicit suggestions for addressing the questions that we identified in the previous section. 
Applicable Theories and Perspectives: Topics Addressed by the Various Lenses
Although the roots of interfirm contract research lie in economics, several other perspectives have been used to examine these legal documents. So, with all of these choices, how does a researcher decide which theory is most applicable to his or her question? In this section, we provide a brief overview of several applicable perspectives, although this list is by no means exhaustive, and provide an example of what each lens might have to say about a potential interfirm contract research questions. 

Economics lenses: Three main economics-based lenses are used to examine interfirm contracting: agency theory, property rights theory, and transaction cost economics.  A fourth lens from the strategy literature also has roots in economics: the resource-based view of the firm.
Agency theory: The principal-agent problem occurs when a principal hires an agent to perform a service, but the quality of the performance is non-observable or difficult to measure. As a result, the agent may shirk, leading to the problem of moral hazard (Alchian & Demsetz 1972, Jensen & Meckling 1976). In contracting, one of the main topics that agency theory addresses is how to align the incentives of the agent with those of the principal so that the agent will not shirk. Therefore in interfirm contract literature, if a researcher is investigating the impact of provisions in an alliance contract on technology creation, he or she could examine if a greater percentage of profit sharing as specified by the contract leads to greater numbers of alliance patents, for example. 
Property rights theory: Although similar to agency theory, property rights theory is concerned with efficient assignment of the rights to use, earn income from, or transfer specific assets (Libecap 1989). If these rights are correctly specified, property rights theory suggests that a hazard-free exchange will occur (Coase 1960, Demsetz 1967). Since contracts are often used to assign property rights, it is not surprising that this theory would speak to issues in interfirm contracting. For example, if a researcher was interested in examining the impact of contract design on transaction outcome, she could use property rights theory to understand how the division of intellectual property arising from an alliance impacts the innovation performance of the alliance.
Transaction cost economics:  As mentioned previously, TCE differs from both agency theory and property rights theory in its focus on both ex ante hazards and ex post governance as opposed to just ex ante decision rights and incentives. While the central issue addressed by TCE is the vertical integration decision (i.e., deciding between market, hybrid and hierarchy), the theory also has a great deal to say about structuring contracts to mitigate exchange hazards.  Review articles examining empirical work in TCE (e.g., Shelanski and Klein, 1995; Macher and Richman, 2088) have shown that a significant body of empirical contract research exists that uses TCE to understand how different contract clauses or features address various exchange hazards.

Resource-based view (RBV):  RBV suggests that a firm’s competitive advantage arises from its resources and capabilities, which are defined as valuable, rare, inimitable and non-substitutable (Barney 1991, Peteraf 1993). Contracting is a skill that firms can develop, as a large part of the negotiation and drafting is actually carried out by managers and engineers instead of lawyers. Even internal lawyers could be an important element in a firm developing capabilities in contract design and possibly even governance. RBV can be applied to understand how firms can develop contracting capabilities and how these capabilities complement with other capabilities (e.g., technological, marketing) in creating a sustainable competitive advantage.
Sociological lenses: Although there are many sociological perspectives used in management, two seem particularly applicable to interfirm contract research, and may be used to complement the traditional economic approaches above:
Neoinstitutional theory: Neoinstitutional theory examines the factors that lead organizations to adopt similar structures, strategies, and processes (DiMaggio & Powell 1983; Meyer & Rowan 1977). Firms engage in isomorphic activities that provide legitimacy and help validate them in the market. The search for legitimacy may affect how firms design contracts as innovative clauses or new ways to craft existing clauses may be replicated by others.  If those imitating the contracting ideas of another firm are adding value to their own firm, then they should add value and provide relatively little competitive advantage for the firm that introduced them.  If, on the other hand, the ideas are copied by firms for whom they are not appropriate, but the firms are trying to appear that they use the latest methods to gain legitimacy, then the effects of the dissemination of the initial ideas will be very different. These ideas speak to issues surrounding contract templates and the use of specialized contract clauses as industry institutions, and may lead to explanations about why irrelevant clauses appear in some contracts. Interfirm relationships have a inherently social component, firms are composed of people who actually negotiate on behalf of their employers, and ignoring the social backdrop within which exchange takes place may provide an incomplete and possibly misleading understanding of contracting. Neoinstitutional theory is one lense that can be used to incorporate social factors into contracting research.
Trust perspective: There is also a sociological view that trust can serve as an alternative control mechanism to contracts in many exchanges (Bradach & Eccles, 1989). Researchers trained in sociology have been important contributors to the debate about the role of contracts and their affect on trust (e.g., Macaulay, 1963; Gulati, 1995). A sociological perspective may be valuable in guiding future work determining the specific clauses that may substitutes for trust or may be elaborated due to trust between the parties. Therefore, this perspective can be used in conjunction with the economic or complement view of trust to determine under what circumstances contracts with either more penalty clauses or more task detail lead to greater cooperation between alliance partners. 
Psychological lenses: Several psychological theories and phenomena may speak to specific topics in interfirm contract research. We have selected a few examples to illustrate the new questions that can be asked by applying these lenses. Again, these theories are likely to complement economic theory to produce new insights in interfirm contracting.
Envy Theory of the Firm: The theory of the firm based on envy suggests that expansion of a hierarchy’s scale causes it to fail due to high comparison costs generated by envy (Nickerson & Zenger 2008). Research using envy theory would be able to address whether the use of payment structures clauses designed to reduce social comparison costs lead to greater financial performance in multi-partner alliances. 

Regulatory focus theory: Regulatory focus theory (Higgins, 1998) suggests that the type of relationship built between the parties will depend on how the issues in the contract negotiation are framed. Thus, an issue to be explored in future research is whether promotion-focused contracts are used to define an exchange the partners will experience greater satisfaction than if a prevention focused contract had been used. The distinction between a prevent focus and a promotion focus and the different emotions and behaviors that each frame induces may be of great value in helping unpack differences in perceptions of a contract.  Framing is a critical issue that regulatory focus theory can bring to contract research.
Expectancy violation theory:  Expectancy violation theory (Jussim, Coleman & Lerch, 1987; Jackson, Sullivan & Hodge, 1993; Burgoon, 1993; Bettencourt et al., 1997; Kernahan, Bartholow & Bettencourt, 2000) suggests that under certain circumstances, violating the expectations set in the contract will actually lead to strong positive feelings between the parties, as opposed to strong negative feelings. In applying this theory, researchers could manipulate in a scenario experiment whether the expectations in the contract are positive or negative and whether these expectations are confirmed or violated. They could measure the participants’ emotional reactions in each case. We need to know more about how contracts can be used to set expectations and what happens when these expectations are violated in order to better understand how firms will view an exchange that has just been completed.  Each party could walk away with very different views of the exchange and the other party, which could impact the likelihood of the firms working together in the future.
Overconfidence: Psychologists have discovered that most people are overconfident about their own relative abilities (Weinstein 1980) and a majority of then will even report that they are above average on a positive trait, although only 50% of them can actually be in top half of the distribution if the trait is normally distributed (Ola Svenson, 1981). Feelings of overconfidence have also been shown to impact managerial decisions such as excessive entry of new businesses into competitive markets (Camerer & Lovallo 1999). As such, in interfirm contracting research, the overconfidence perspective can be used to examine how these beliefs impact the use of safeguard clauses or the structuring of bonus or penalty clauses. Firms may be overconfident in their ability to meet certain performance specifications and their contracting partners may use this overconfidence to reduce their expected payout. Overconfidence could affect the contract in a number of ways if parties have a hard time evaluating their own capabilities and those of their exchange partner. Understanding how different types of biases inform contracting behavior in order to better understand behavior that appears to deviate from the highly rational behavior that economics would suggest.
Prospect theory: Prospect theory (Kahneman & Tversky 1979) suggests that losses loom larger than gains in a risky situation. That is, people will take greater risks when they are faced with a potential loss than when they are faced with not achieving a potential gain. The application of this theory to interfirm contract research suggests that if a firm was contracting with another for the development of a technology in a standards race (which is commonly seen as a high risk situation), if the contract was loss-framed, the partners should take greater risks to get the project done than if the contract was gain-framed. Other applications of prospect theory are possible as firms may wish to strategically frame contract clauses as either potential loss versus gains in order to induce more ore less risky behavior.

While economic theories have provided the foundation for the bulk of interfirm contract research, each of these theories speaks to very different topics that can make important contributions to contract research. Different disciplines bring different perspectives to the study of contracts and each has something important to contribute to research in this area.  By integrating theories and ideas from different disciplines, a host of new issues can be addressed and our understanding of interfirm contracting will continue to grow.

Data and Methods: Issues in Interfirm Contract Research


Now that we have discussed the theoretical foundations of contract ressearch, it is important that researchers are aware of three major data and methodological issues that are inherent to interfirm contract research. First, actual contract data is often difficult to acquire and transaction performance linked to particular contracts is even more limited in availability. Second, as we saw in the literature review, the operationalization of some key constructs is also often problematic. For example, lack of careful empirical concept specification can lead to the same measure being used to capture different aspects of contract structure. Finally, any interfirm contract research examining the impact of contracts on transaction/relationship performance or firm performance face endogeneity issues. Researchers new to the area will save themselves a lot of time if they begin their investigation with a solid understanding of these issues, by knowing when they are applicable and how to address them in each link of the contract research map.

Choosing a methodology and finding data: As with most research, the choice of method and the data required for the method go hand-in-hand. Case studies are very good for delving deeply into the motives and processes involved in contract negotiation, design and execution.  Using such a method allows for a clear understanding of a particular context so the role of various factors can be understood. Researchers conducting these studies often gain access to the negotiation of a contract for a particular transaction in a firm and then sit in on follow-up meetings to assess the impact of the contract on the transaction. Case studies fill in the details that are absent in large data set studies, which adds to our understanding of interfirm contract research in a very different way than empirical studies. They tend to uncover the processes underlying the effects seen in the empirical work, which enriches our understanding of how contract clauses impact transaction success, not just that they do. The downside, of course, is that the generalizability of case studies will be a concern as the impact of context can be hard to untangle from the main theoretical links being examined.
If a researcher wants a more generalizable study with limited richness in details, he or she may choose to conduct an empirical case study (regression analysis on a large dataset from one or a few firms). Empirical case studies require either actual contract data or survey data and may also also utilize performance data at the transaction, relationship or firm level. Getting actual contract data can be quite difficult, but not impossible. There are three potential sources for this data: firm or law firm contract libraries, SEC filings, or recently compiled contract databases. Each of these sources leads to specific criticisms that may impact the credibility of the studies using contract data from them.

Gaining access to a firm or law firm contract library is a very desirable method for data collection in that you are not subject to availability bias, which arises with different sources. However, firms are usually reluctant to give researchers access to their confidential contract files, particularly when they do not understand how this data will be used. As such, to gain access to data in this way, researchers usually rely on their prior working relationships or family or close friends. Even with this enviable access, some criticisms arise from using this type of data. It is true that the contracts in the sample only represent the actions of one firm, so in some respectis it is a larger scale case study. If the lawyer at this particular firm or the specific industry in which the firm resides has idiosyncratic practices, then the study based on this data may not be generalizable to other contexts. One response to this criticism, however, is that if the focal firm is smaller than its customers or is not the leader in its industry, it is likely that both parties will have influence on the contract, and that any abnormalities will be stricken from the contract. Using this type of data, which is extremely valuable and offers great potential to advance our understanding of contracts, requires a clear understanding of the context in which the exchanges occur so that contextual factors can be taken into account.  
In addition, data from a firm’s contract library often covers several years, which creates a longitudinal dataset.  Examining contracts over time presents tremendous opportunities to study learning as well as tease out performance in ways that are difficult to do in a cross-sectional sample.  Longitudinal data provides the greatest opportunity to deepen our understanding of contracting.
An additional source of contract data is SEC filings. Public firms in the United States are required to file material contracts. These contracts are available in SEC filing databases and may be freely accessed. However, as with firm contract libraries, using this source for data collection generates some concerns. The primary concern researchers must address when using contracts pulled from SEC filings is that the sample may not be representative of contracting at large since the contracts will only be available from public firms that deem that particular transaction material enough to impact their business. As such, contracts between private firms and those between larger publicly traded firms and small privately held firms are often not available. In addition, traditional buyer-supplier contracts, technology licensing and many alliance contracts would also not be available from SEC filings. Again, context is important and results from these studies still provide tremendous insight but must be qualified due to the non-random nature of the sample (in terms of transaction size and the publicly traded vs. privately held status of the firm).

Finally, a public database of contracts collected from SEC filings exists. The CORI database (http://ronald.cori.missouri.edu/cori_search/index.php?m=false) was created by the Contracting and Organizations Research Institute at the University of Missouri-Columbia and allows researchers to search over 600,000 contract documents. While using this contract database is considerably easier than either gaining access to a firm contract library or searching and downloading contracts from SEC filings, this data source has its challenges as well. First, not all material contracts from SEC files are yet available in this database, so there is a question of how the contracts in the database were chosen and what potential biases may exist based on the selection criteria. While no data source is perfect, this database is very helpful and offers much easier access to publicly disclosed contracts than searching individual firm SEC filings. As with any datasource, however, you must be careful in verifying that the contract documents in your search match your search criteria (as some errors of this type have been found by one of the authors in exploring these data) and carefully consider how the non-random nature of the sample (large transactions from publicly traded firms) affects your conclusions from any studying using these data. 

While finding firm-level data (e.g., profitability, return-on-assets, sales) is not particularly difficult for public firms, it can be challenging to get access to this information for private firms. Additionally, finding data at the transaction or relationship-level is extremely difficult, but very important to understanding the performance consequences of contract design choices. Again, a contact at a firm might give you access to these data, but these data are even harder to get than contracts because some firms don’t track profitability of transactions. So, when getting contract and/or performance data is impossible, many researchers turn to surveys to gain information on contracts and exchanges.  Surveys introduce additional issues into empirical studies. First, contracts themselves provide an objective data source in that you can see if a clause was included or left out. Surveys rely instead often rely on subjective responses which increases the risk of introducing hindsight bias because these surveys are not administered while the exchange is commencing, but usually long afterwards. They are also subject to issues of common methods bias (Podskoff et al. 2003) if both the dependent and independent variable are provided by the respondent, and the unreliability of self-report data (Nisbett & Wilson 1977). The benefit of using surveys however, is that survey data is often easier to collect than contract data, and may be the only source of information on private firm contracting. As such, they are still very important data sources and can address most of these criticisms if they are constructed carefully. 
Finally, experiments, a relatively new approach to contract studies, provide a way around locating actual contract, firm-level transaction or relationship-level performance data, and can be used to examine a variety of topics in contracting. With an experiment, the participants can be allowed to design their own contract under various situations and/or have their behavior directly assessed through actions (the trust game or project values), which can be followed up by questionnaires administered immediately following the exchange. Measuring performance in one of these ways greatly increases the reliability of the measure, which leads to the ability to draw stronger conclusions. For example, real-life contracting scenarios can be paralleled in the classroom by creating firms (or teams of students) that contract with other teams for a particular task. The project margins (or grade) and relationship (inter-team) satisfaction levels could be measured following the completion of these projects. Then, if these projects continue over the semester or quarter, the “firm profits” could be tabulated and compared. This simulated situation overcomes the data availability issues that currently plague research in this area. Experiments are not without their detractors as well. One common criticism is that experiments are artificial situations that do not reflect reality. Experimenters can address this criticism by conducting a scenario study in conjunction with a laboratory study. In a scenario study, a detailed scenario can be developed that reflects real-world conditions. The participants are then asked to make decisions in the role as a manager, for example. Therefore, scenario studies offer greater contextualization and provide a stronger link between experiments and the real world.
The key to advancing contracting research is for all researchers in this area to recognize that all theoretical perspectives and all methods have something important to contribute. We should pull the insights from different studies and test and advance them.  Larger empirical studies can be done to assess some of the ideas that arise from case studies or experiments; while case studies and experiments can be done to explore the mechanisms that could explain relationships found in larger empirical studies.


Operationalizing constructs:  A second issue that arises in conducting interfirm contract research is correctly operationalizing constructs. Although there are a myriad of issues that may exist when operationalizing constructs in interfirm contract research, measuring dependent variables that attempt to capture overall contract structure, such as complexity or completeness, are particularly troublesome, as we saw earlier in the paper. Since these two constructs often use the same measures, they actually capture the same outcome, but call them two different things. Even if they are not measuring the same thing, the coarseness of the measures that are used, such as length of the contract may not actually be capturing the element of contract design that was intended. Another issue is that since there is no standardization of measures across studies, a highly detailed contract clause in one study may be actually be coded as a much less detailed clause in another study. These two examples illustrate that issues with operationalizing constructs also plague our efforts to build a unified body of knowledge about interfirm contracting. 

Again, experiments may address some of the issues around operationalizations as the more simplified experimental contexts, as compared to reality allows researchers to can control alternative explanations and uncover causality. If this causal link is uncovered in the laboratory, then additional studies can be conducted in the field to establish generality.

Endogeneity problems when examining performance: Researchers attempting to understand how contract design contributes to performance at the transaction or firm-level also face an additional issue: endogeneity. Endogeneity bias originates from a situation in which a choice is made based on the expected value of the outcome. Therefore, the same items driving the choice captured in the variable are also driving the outcome. If every single one of these variables affecting both the choice and the outcome were easily identified and included in the statistical model, or if participants randomly made their choice without concern for the outcome, then endogeneity bias would not occur. However, in a situation where either it is impossible to specify all of the variables affecting both the choice and the outcome or the participant does select the choice on the expected value of the outcome, not taking into account this self-selection leads to biased coefficient estimates when the outcome variable is regressed on the choice variable. The bias in the coefficients is a result of the endogeneity of the choice variable. Additionally, the direction and size of this bias is not predictable, so the interpretation of results from models that do not correct for this bias can lead to incorrect conclusions, as demonstrated by Shaver (1998) in the foreign direct investment literature.
The issue is particularly relevant for interfirm contract research because managers make strategic choices about contract design to sustain competitive advantage. Therefore, methods to address this issue must be considered. First, researchers conducting classic empirical case studies (regression analysis of large datasets) can use switching regression models to address this issue (Hamilton & Nickerson, 2003).  Additionally, experiments may be the answer to examining the multiple links between contract design and firm performance. In a majority of experimental studies, endogeneity bias is not an issue because the choice variables are exogenous and randomly assigned. Therefore, experiments examining the link between contract design and transaction or firm performance do not require statistical correction techniques, since they avoid the issue in the first place. 
Putting it all together
Now that we have outlined several open questions, presented several theories that may speak to these questions, and outlined several data and methodological issues that researchers may encounter in conducting studies such as these (See Figure 3 below for a summary), we now return to the different areas of contract research (see Figure 2) and summarize our suggestions for future research that would advance our understanding of contracts. In doing this, we will also select an open question in each area and apply a theory and a method discussed above. In doing so, we will illustrate specific issues that may arise in conducting the study.
-------------------------------------------
Insert Figure 3 about here

-------------------------------------------
Link 1—Effective contract design as a function of exchange and firm characteristics: Three areas of research emerged from our review studies examining how contracts are influenced by firm, relationship and transaction characteristics: 1) establishment of a standard classification of clause types, 2) more nuanced examinations of how duration decisions impact both the overall structure of the contract and in turn the relationship between the exchange partners, and 3) exploring more nuances ways to understand how the overall contract is used as a set of related and reinforcing clauses that address particular exchange hazards. However, research in this area is plagued by data availability issues and challenges related to construct validity. So, how do researchers begin to examine these new research questions while overcoming these issues?
For example, if a researcher wanted to address the complexity/completeness issue, and chose TCE as their lens, he or she could collect alliance contracts from SEC filings to create a database of contracts in a particular industry. Once the researcher has this database, he or she could select a particular hazard that is prominent in that industry (e.g., asset specificity) and create a measure for complexity/completeness by determining which bundle of safeguards or details in the safeguards make hold-up less likely. Once the researcher defines this measure, he or she can code the data as well as data on asset specificity and run regression analyses on the results.
Link 2—Transaction/relationship performance as a function of contract design: The close examination of the few studies examining transaction performance illustrates several opportunities for expansion on current topics such as capabilities, alliance governance and make-or-buy decisions. It also illustrates the fact that these studies again do not use common definitions of key concepts so comparison across them is difficult. Additionally, when conducting these studies, transaction or relationship data is hard to find, and construct validity is again usually suspect. 

An example of a potential study that would overcome some of these issues would be to use regulatory focus theory to determine the impact of contract framing on the relationship. To investigate the effect, we suggest using a survey to collect relationship performance or satisfaction in order to overcome the data availability issue. However, in order to avoid common methods bias, researchers would want to ask for participant ratings only on the dependent variable and use corresponding contract data as an objective measure of contract characteristics. Conducting a standard regression analysis on the survey data would lead to the endogeneity issues previously mentions, so instead, a two stage switching regression model would be necessary to yield insight on how differential contract framing impacts the relationship between the partners. 

Link 3—Firm performance as a function of transaction/ relationship performance: The progress on understanding how relationship or transaction success impacts firm performance is more difficult than that when predicting transaction performance. In our population level sample of strategy contract papers, no studies exist in this area. There are a couple of potential reasons for this outcome. First, firm performance measures are difficult to link to specific exchanges. Second, studies directly targeting this link do exist in the larger strategy literature, but are not specifically linked to contracts, and therefore lie outside of our sample. One example of this type of study is a paper by Kale, Dyer and Singh (2002) that examines how firms with dedicated strategic alliance functions experience higher than normal stock market returns than announcements from firms without this function. This paper links specific transactions in the form of alliances to firm performance in the form of abnormal stock returns. 

An example a study in this area that would also address transaction performance, would be to use the overconfidence phenomenon to address how overconfidence impacts the use of safeguards in a contract as well as transaction performance by conducting an experiment in a laboratory setting. The researcher could randomly assign subjects to teams of two and then  require that each team draft a contract for the completion of a task with another team with which they have been randomly partnered. The contract will be negotiated from a template that contains choices between differently structured penalty, bonus and safeguard clauses. The task in this case could be something like counting the number of red balls that appear on a series of slides in amongst 100’s of other colored balls. Prior to the contract negotiation, however, each team could run through the task and be given either bogus positive or negative feedback about their ability, which can be kept private or be shared with the other team, and serves as the confidence manipulation. After the two teams then negotiate the contract and do the activity, the researcher has contract data and performance data. This process could be repeated again with the team now being randomly assigned to partner with another team. At the end of the second activity, the researcher now has two different contracts, two performance measures and “firm-level” data in that each teams performance scores can be aggregated. This method overcomes both data availability and endogeneity issues.  
Link 4—Contract design as a function of transaction/relationship performance: Research in this area largely focuses on whether contracts and trust are complements or substitutes. Although recent work has shifted the focus of this debate to which clauses in the contract complement trust and which are substituted by trust, the underlying issue with this work is the end result of complementarity or substitution is not well-defined, as most studies examine the outcome as a measure of clause detail. However, as we previously discussed, more clause detail may not lead to better performance, but in fact may lead to worse performance. As such, it is necessary for future research in this area to examine what particular clause detail makes better performance more likely and then measure the presence or absence of this detail when trust has been established. An additional issue is that trust is often measured as a count of prior ties, which may or may not lead to trust, so a better trust measure is also important in clarifying this research stream. 
A scenario study applying the trust perspective to the complement/substitute question could be used to address these construct validity measures. In this study the participant would take the role of a manager at a firm, and the research could vary the description of prior dealings with an exchange partner as positive, negative or neutral. At this point, the participant would fill out a trust survey based on Zaheer, McEvily and Perrone’s (1998) interorganizational trust measure. The participant would then choose the clauses that he or she thought would be necessary in a contract with this partner for a future exchange. The clauses that the participant chooses from would include variations of appropriate detail to most fully mitigate a specific hazard. As such, the study laid out here would directly examine when prior relationships lead to interorganizational trust and how trust impacts the content of the contract. 
Link 5—Firm performance as a function of contract design: As there is not an abundance research in this area, a general mandate is again to start conducting studies that examine firm performance as a function of contract design capabilities (and examine key moderators as there is a big leap from contract design to firm performance). However, this research is also subject to endogeneity issues. Additionally, because firm performance is a culmination of several factors, it is difficult for this work to explain the specific impact that contract design has on this dependent variable. As such, we actually suggest that research on firm performance adopt a two-stage approach and first examine how contract design affects transaction performance, and then look at how both transaction performance and some aspects of contract design capabilities affect firm performance. That is, instead of just examining how contract design directly impacts firm performance, the intermediate effect of transaction performance should be examined as well. Econometric methods must be carefully selected to account for the endogeneity isues that will arise in doing this type of research (see Hamilton and Nickers, 2003).
An example of a study that addresses these issues is one that uses agency theory to examine how varying degrees of incentive alignment (coded from contract data) impacts transaction outcome (measured as project margin perhaps) and how the impact on margin affects firm performance (measured as profit). The transaction performance measure will likely have to be gathered through a survey, while the incentive alignment should be coded from the corresponding contracts. Finally, the firm data can be downloaded from a financial database such as WRDS. Once the data is collected, a triple switching regression model is necessary to overcome all of the endogeneity issues that arise in this particular study.
Conclusion

In conclusion, we set out to examine the state of affairs in contract research and suggestion research directions that can move this important area forward. Not only are there areas that have not been thoroughly examined, but even areas that have been the subject of a significant study still offer ample opportunities for future research. These opportunities arise from prior construct validity issues, previously unexamined implicit assumptions, and the application of novel theories and methods. In fact, these last two sources allow the field of interfirm contract research to ask new questions about different subjects that the traditional approaches were not able to address. 

Additionally, we tried to establish an understanding of how this research stream started, with its roots in economics research, and how the use of various lenses from different social sciences to examine contracts has evolved over time in order to understand how to best push it forward into the future. As such, most early interfirm contract research has been conducted using the economic approaches of agency theory, property rights theory and TCE. However, a burgeoning literature linking economic views of trust with sociological views has also developed, and recent research has also been integrating economic and psychological theory together. This trend of using complementary theories is one that will continue as researchers become aware of the additional insight that this approach brings to understanding interfirm contracting. 
There are many challenges that come with conducting interfirm contract research. Getting contract data and transaction level performance data is often difficult, although we offer suggestions for contract sources (firm libraries, SEC filings and available databases), and provide guidance on conducting surveys for transaction level data. We also highlight the huge endogeneity issue that arises when examining the impact of contracts on any type of performance. Again, we suggest overcoming this issue by using switching regression methods or to avoid it altogether by using experimental studies. 

As a result, although we have already learned a lot about interfirm contract research, researchers cannot afford to be complacent by continuing to conduct the same brand of contract research, as there are still too many questions that have not yet been addressed. Instead, we implore current and future strategy contract researchers to rise to the challenge of the ambitious research agenda that we have outlined. In doing so, strategy contract research will continue to different itself from that in economics, and provide the field of strategy with relevant knowledge in our attempt to understand how contracts are used in firms and how they impact performance at the transaction, relationship and firm levels.
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Figure 2. Map of Interfirm Contract Research




Figure 3. Summary of Future Direction in Contract Research
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