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Chapter 4

Psychological Contracting in
IT Contracts

Ang Soon and Christine Koh

Singapore is increasingly moving towards an information society. Organisations
are becoming more IT intensive, and IT pervades almost every function of an
organisation. Given the wide array of IT products and services, one can hardly
avoid getting into contracts with IT vendors and service providers.

However, as in any form of contracting relationship, disputes between clients
and vendors can and will arise. The unique characteristics of the IT industry
(see Chapter | for a discussion of these characteristics: differing orientation,
hype, bugs, project overruns, and changing requirements) make disputes even
more Jikely to occur. Whether you are a client or an IT vendor, it is important
that you pay special attention to managing your IT contracts. In this chapter,
we will introduce the idea of psychological contracting and discuss some of the
areas that we must focus on and manage effectively.

PSYCHOLOGICAL CONTRACT v LEGAL
CONTRACT

Like it or not, the written legal contract is the main document that will stand
up in a court of Jaw. Drafting a carefully designed legal contract is very important
because you have to rely on it to protect your legal rights. Chapter 2 discusses
some of the issues that you should consider and incorporate into your legal
contract,

However, we must also realise that in common business practice, we can
never predict and spell out everything in a legal contract. Businesses and
technologies change too rapidly for contracts to provide for every possible
contingency. It is not unusual to be faced with a situation where, after a contract
has been signed, circumstances change so drastically that everything one has
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40 Psychological Contracting in [T Contracts

carefully planned for is no longer applicable. {f we rely too much on the detailed
terms and conditions in a legal contract, there is a great likelihood of the working
relationship with our contractual partner becoming very strained. We would
then end up following the letter, but violating the underlying spirit, of the
contract.

To get into the spiril of the contract, it is very important that we look beyond
the legal contract 10 what we term the *psychological contract’. According 10
Professor Denise Rousseau from Carnegie Mellon University, 2 psychological
contract refers to one’s mental beliefs and expectations about the mutual
obligations in a contractual relationship. Unlike a legal contract, where
expectations are explicitly laid out, a psychological contract refers to those
expectations each contracting party has implicitly in their minds about what the
other party should do to fulfill the contract. When such ‘mental’ expectations
are not met, a psychological breach occurs, leading 10 contractual disputes. In
order to reduce the potential for subsequent conflicts, it is important that we
negotiate and make explicit these expectations in the contract. Only then can
we effectively manage the contract to ensure that these expectations are met.

Therefore, before entering into any IT contract with your client or vendor,
you must understand what they expect of you and what you want from them.
Unless we know what our mutual obligations are, misunderstandings are bound
to arise and disagreements will inevitably surface.

Mutual Expectations

In 1998, in a study commissioned by the Singapore IT Dispute Resolution
Advisory Committee (SITDRAC), major IT vendors and clients in Singapore
were interviewed and the elements of the psychological contract, or kinds of
‘implicit’ expectations that clients and vendors have of each other in an IT
contract, were identified. Tables 1 and 2 below show these expectations. It would
be beneficial to examine each of these expectations and assess how well these
obligations have been met in each contractual relationship.

Table 1 — Vendor Psychological Contract:
What your vendor expects of you as a client

As a client, your vendor expects you to:
-

o define the requirements and specifications
clearly
« pay competitive prices instead of accepling
the lowest bid, and be flexible to accept price
changes

nges
» make payment promptly at predefined
milestones
o assign high quality staff with experience, the

requisite skills and good work attitude to the
project

I

» maintain minimal sialf tumover during the
project

e

Client obligations

| Project specifications

2 Fair compensation

—e——

e
3 Prompt payment

4 Client staffing

5 Client staff tumover

—————
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6 Client leadership

« own the project and i
i provide stron
leadership, support and commitment ¢

7 Client responsiveness

« respond promptly and be
yond the cal
duty to vendor’s requests el of

8 Project monitoring

« attend prUJeC[ IIlcenngs a d disc [¢]
n
15cussions

9 Relationship building

« work as a team and build go i
: : od w
relationship with vendor i el

10 Knowledge transfer

« provide the necessary information to vendor
and transfer business know-how to vendor

w’I‘:nl)Ie 2 — Plicnl Psychological Contract:
hat your client expects of you as a vendor

Vendor obligations

As a vendor, your client expects you to:

| Project scoping

« eslimate _projcc: scope accurately and accept
changes in scope

2 Soft deliverables

. gclzver a ‘lot'all solution’ including training
_ocumcntauon. communication and
implementation plans

3 Project pricing

« charge a fair and competiti 1
petitive price for th
product or service F e

4 Vendor staffing

o assign high quality vendor staff with

experience, the requisite ski
ce, skills and
work attitude i

5 Vendor staff turnover

« maintain minimal staff t 1
i al s urnover during
o ng the

6 Vendor initiative

« complete the job and solve

‘ roblems

independently, with mini N i
involvement mimal - client

7 Vendor responsiveness

« respond promptly and beyond th
duty to client’s requests Y @ el of

8 Project feedback

« conduct regular project i i
meetings to provid
feedback to client ¢ ity

9 Role clarity

« define the roles and responsibiliti
1
e e p ilities of each

10 Relationship building

« work well and build good :
relationship with client good. working

11 Knowledge transfer

« transfer best industry practices and know-

how to client

Generally, b i

, both clients and vendo

: : rs are not very good i

iy : " i L very g at meeting mos

f()(l:-:?se (;u;l:s;hlf success is to be achieved in projects, more atte?ltion L:sf :ge[s;

L l;':{ ar;:as where expectations are not being met. As an aid, some
ays 1o better meet these obligations have been identified. 'l'h(:‘qe will

be discussed below.
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THE PSYCHOLOGICAL CONTRACT

ich need to be focused on were identified.

- y b : .
In the above study, Six major areas W O et wiccass

Figure 1 below shows what needs to be done (o impro :
Figure 1 How to Manage Your IT Contract Effectively
0] =

e —

\ Develop a good

business case

Determine fair
compensation

Build strong working
relationship

Manage human
resources

Provide project
leadership

Ensure knowledge
transfer

——

i i d.
Each of these points will be discussed and specific suggestions offere

Develop a Good Business Case

ear specifications to your vendor is

As a client, your ability to provide cl . G, ke B o

critical to your project success. How we
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depends a lot on how accurately you can define your project deliverables
and specifications. Unfortunately, requirements do change over time, and it is
not an easy task to define requirements clearly at the start of the project.
However, we must also recognise that constant changes in requirements make
it difficult for your vendor to work effectively, and this can cause delays in
your project.

What are some of the things which you, as a client can do to provide
better project specifications? Most importantly, you must understand your
own business requirements. To do that, it is not enough to rely only
on IT employees. Rather, you should involve employees from all
impacted functions, and draw on their practical expertise and business
contexts of their work areas. A team of cross-functional experts should
be formed to work on the project definition as early as possible. This would
ensure that all the necessary expertise is present and that the specifications are
complete. The vendor can also be brought in as early as possible: they are
likely to have worked on similar projects and can bring in valuable insights
from their experiences. Vendors can be involved to help with proven
methodologies such as Joint Application Design to elicit better requirements.
Finally, insist that ‘softer’ aspects such as training plan, documentation,
communications plan and implementation plan are clearly spelt out and agreed
upon in the contract. Very often, whether ‘softer’ deliverables are explicitly
negotiated for is key to what makes or breaks the successful completion of an
IT contract.

As a vendor, you would need to be able to scope the project accurately. This
is one area clients complain most about. If you fail to estimate the contract
scope accurately, then you may end up having to absorb additional costs which
are incurred on the project. As far as possible, build buffers into the contract to
accommodate scope changes and avoid having to levy your clients with high
additional charges later on.

What are some other things which you, as a vendor, can do to improve this
area? You can take the initiative to work with your client to define their
requirements. You can also introduce them to proven methodologies such as
Joint Application Design, and facilitate the joint sessions with them. On your
part, you must also build up expertise in project scope and estimation skills.
Given the pressing demands of work, it is often hard to resist the temptation of
moving straight from one project to another, without reflection and learning
from it. Conduct more post-contractual reviews of completed projects, so that
you can build up a repertoire of expertise on the accuracy of your estimations.
You can then develop some structured methodologies based on these past
experiences to improve the skills in project scope. Invest in developing total
quality management principles and collect contract metrics (eg man hours/days
per function points),

After all is said and done, we must recognise that our ability to define
clear specifications and accurate project scope also depends on the nature
of the products or services being contracted for. If all else fails, one
should try to build more flexibility into the contract by employing more
contingent pricing, that is, pricing based on the contingency of a certain event
occurring.
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Table 3 — How to Develop a Good Business Case
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cost, conduct a financial assessment of how much it will cost if it was undertaken
internally: include costs of manpower, infrastructure and other overhead costs,
then compare the internal pricing with the proposal offered by the vendor. If
the vendor's price is significantly higher or lower than the intemnal pricing,
beware. Insist that the vendor price their services explicitly and demonstrate
the value of these services.

As a vendor, determining the price to charge is often not the difficult part.
Given the keen competition in the IT industry, you are likely to have no choice
but to charge very competitive prices. Sometimes, you may even have to resort
to underbidding just to win the contract. The difficult part comes later, when
you have to persuade your clients to accept price changes or to waive penalties.
Collecting payment can also be an issue.

To overcome this problem, you should go beyond simply meeting the client’s
specifications. Instead, you should demonstrate value-add to your clients: be
prepared to identify and price your services specifically, to demonstrate where
your value-add comes from. At the outset of the contract, lay out clearly the
terms and conditions for payment, and the specific milestones to which payment

is tied. Schedule milestone meetings where you can obtain approval of senior
client management for payments.

Table 4 — How to Determine Fair Compensation

As a client, you should:

I never go simply for the lowest bid, beware of very low bids;
2 compare external prices with internal pricing; and
3 evaluate quality of services offered.

As a vendor, you should:

I never focus on simply meeting specifications;
2 demonstrate value-add for services provided; and

3 define clear milestones for payment.

Build a Close Working Relationship

Whether you are a client or a vendor, investing time to build a close working
relationship is one of the most important things you have to do. Never avoid
this time investment, as it is time well spent. A good working relationship will

make it much easier to get things done. It is always better to try to come to a
mutual compromise than to keep reverting back to your legal contract. A good
relationship will also help one to reduce potential disputes, and help to resolve
. tion for their work. conflicts at the project level before they escalate out of proportion and require
pay [air compens: r compensation? legal recourse.

What are some of the things one should do to develop this close working
relationship between client and vendor? Most importantly, both parties have to
make special efforts to build a strong coherent team comprising employees from
both sides. A project can only be successful if the team works together towards
i common goal. The team members must be able to identify with one another
and see themselves as being part of the project team, instead of focusing on their
organisational identity. Otherwise, the team may well degenerate into a ‘we-versus-
them" battie, with both sides focusing on their organisational loyalties.
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How can we eliminate this ‘we-versus-them’ mentality? To do this, ensure
that everyone on the team is treated equally, whether they are your own
employees, or your client’s or vendor’s employees. There must be no special
preference given to cither party. For example, one should insist that all project
team members follow the same working hours and enjoy the same working
conditions. No differential treatment should be allowed.

A strong team spirit can be built only if there is mutual understanding among
the members. Encourage more interaction amongst project team members. Pay
attention to simple things, such as the seating of members together, having
lunch or dinner together and organising of special get-topether sessions. These
simple things go a long way towards breaking the ice and building close

friendships amongst project team members.

Table 5 — How to Build Strong Relationships

As a client or a vendor, you should:

promote strong team spirit;
build project commitment rather than organisational commitment;

never provide differential treatment to certain team members;

insist all team members follow the same working hours;

physically seat teamn members together in the same room;

encourage informal social interactions, eg have lunch or tea together;

L= R

and
7 organise more informal events to facilitate interaction.

Manage Human Resources
Any organisation is only as pood as its people; similarly, the success of one's
project depends on the quality of the staff working on it. As a client, you. must
carefully evaluate the quality of the staff your vendor assigns to your project.
Insist on being given the right to review and approve all vendor staff.

What must one look out for in the vendor staff? The vendor stafl should
have adequate relevant experience, not just with the particular industry, but also
wider cross-industry experience. Look beyond their technical skills. The vendor
staff should have good business and interpersonal skills, as well as a good
working attitude. Special attention should be paid to their project management
skills. Often, the quality of the project manager can either make or break one's
project. A good project manager must be able to manage sub-contractors and
handle multiple tasks with often conflicting priorities. One should insist that the
vendor assigns a dedicated project manager to work on the project, and ensure
that this is clearly spelt out in the contract. Recognise that vendor stafl turnover
is a fact-of-life which cannot be avoided. Insist that the vendor make a firm
commitment in the contract to minimise staff tumover, and to replace any

departing staff with someone of at least equivalent expertise. Insist on an adequate
notice period, and exercise the right to approve any replacement staff.

As a client, it is often hard to balance your operational work and heavy demands
of the project. However, one must recognise that poor quality staff can seriously
jeopardise your project success. It is strongly recommended that one assigns the
best staff to work on the project: relieve them from their operational duties as far
as possible, so that they can work full-time on the project.
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What about the vendor?
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Table 6 — How to Manage Human Resources
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activities being overlooked, define explicitly one’s own roles and responsibilities,
and the vendor’s roles and responsibilitics. Pay special attention to issues of
project leadership, responsiveness, and feedback.

As a client, one must be intimately involved in the project. Never rely on
the vendor to make all the major decisions — the client should be the one
making these decisions. Spell out clearly in advance the various milestones one
needs to track during the project. Insist that the vendor provides you with regular
updates, and schedule regular meetings to review the project status. Encourage
your vendor to update you on any project problems or developments informally.
That way, you can reduce lag time and resolve problems early.

As a vendor, one would have to contend with some clients who adopt a
totally hands-off attitude to the project. Such clients expect that, since they are
paying the vendor, the latter should ‘do all the work’ - solve all their problems
and make all the decisions for them. This should not be allowed to happen.
Discuss this explicitly with the client, and convince them of the need for their
active involvement. Never be tempted to make decisions for them in the interests
of time, in order to speed up the decision process. Rather, agree with the client
and set up proper procedures and regular meetings, so that critical decision
points can be identified and put forward to senior client management. Provide
the client with regular updates on the progress of the project. Engage them in
ongoing discussions and provide them with spontaneous feedback, especially if
problems arise. The client would not like to be surprised by the unexpected.

Table 7 — How to Provide Project Leadership

As a client, you should:

I deline each party’s roles and responsibilities clearly at the outset of the
project;

2 insist on regular update mectings with your vendor;

never rely on the vendor to make all the decisions; and

4 be closely involved with and make all major decisions on the project.

L]

¢ a vendor, you should:

I define each party’s roles and responsibilities clearly at the outset of the
project;

insist that client leadership make all major decisions;

schedule regular update meetings with the client; and

initiate more informal discussions on project progress or any problems

faced.

4
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Ensure Knowledge Transfer

The final and often the most critical area of concern is the issue of knowledge

transfer. As a client, one must carefully consider this issue of knowledge transfer
during initial negotiations with the vendor. One must ensure that at the end of
the project, the vendor does not leave the client groping in the dark in leaming
how to use or maintain the system. At the outset of the contract, the client
should insist that the vendor transfer their valuable know-how to the former’s
staff. The client’s staff should be assigned to work together with the vendor, so
that one party can learn from the other. The types of skills and knowledge one
expects to learn from the vendor should be clearly spelt oul. Ensure that there
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contracting context. Both parties must ensure that not only their own interests
but also the interests of the other party are adequately considered and protected.

Despite all good efforts to make expectations explicit and to meet
expectations, dispules may still arise. When faced with such situations, it is
important that both parties try to work through the disputes harmoniously. The
primary goal in any business contractual arrangement is not simply to resolve
disputes, but to survive them. It is important that the business relationship is
not severely impaired, so that both parties can still work together and complete

the project at hand.




