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This thesis focuses on identifying actor perceptions, expectations, barriers and goals of perfor-
mance-based contracting, thus aiming to answer how performance-based contracting can be ef-
fectively introduced in service triads. The study contributes to operations and supply manage-
ment literature by illuminating how transition from product-based contracting to performance-
based contracting (PBC) is seen from different actors’ perspectives in a service triad. The triad

consists of a purchasing department, mills and suppliers, all operating in forest industry.

The study is conducted as qualitative case study that employs an abductive approach. The pri-
mary data consists of 25 theme-based individual interviews. The interviews cover all the actors
of the triad, namely seven interviews from purchasing department, 11 from eight different mills

and seven from three different suppliers.

The findings show that the buyer is not a coherent unit, but has conflicting interests. Though the
actors possess a variety of perceptions and expectations towards performance-based contracting,
most of them are interested in the transition at the level of thought, but do not know how it could
be done in practice. Findings also show that it is easier to identify barriers, change resistance,
conflicting interests, difficulties in designing the compensation system and fear of increased
workload just to name a few, than goals and especially purchasing department believes in the
potential of PBC.
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1. Introduction

1.1  The background of the study

Nowadays, (B2B) companies have concentrated more on understanding and implementing strat-
egies based on generating value in a form of service rather than product (Terho et al. 2017),
often to differentiate themselves from the competitors (Toytéri et al. 2015). Customers are no
longer faithful to the best physical products, but require something more (Ng & Nudurupati
2010). As a result, services where the value is created together in a form of solutions and need
fulfilment are preferred over physical products. Shift from product-focused business model to
service-focused business model requires the organizations’ operations to change, changing the
selling and contracting functions among others towards performance-based rather than product-
based business model. As a result, pay schemes related to performance have gained popularity,
at least in the literature (Greiling 2006).

The performance-based business model can be seen as an umbrella topic which can be further
narrowed down to sub-categories such as performance-based contracting and performance-
based pricing. The literature lacks a consistent terminology, which means that the idea behind
performance-based contracting needs to be well understood (Berkowitz et al. 2003; Hypko et
al. 2010A), in order to combine different terms under one term. In this study, the chosen term is
performance-based contracting. The literature has also acknowledged potential of contractual
techniques, and especially contractual incentives (Guajardo et al. 2012), to affect the business
is underestimated (Liinamaa et al. 2016) though only a few businesses use contracts as a part of
long-term planning and incentivizing (Datta & Roy 2013). This new type of contracting, per-
formance-based contracting turns the roles and goal of the cooperation upside down; the idea is
to “first and foremost, the practice of thinking and working in terms of ends rather than means”
(Straub 2009, 206). Theory of performance-based contracting also provides valuable managerial
implications especially for companies that aim to implement performance-based contracting
(Kim et al. 2007). Hensher and Stanly (2008, 1145) add to this “Although the outcome is rele-
vant, so is the process leading to the outcome”. The key literature of performance-based con-

tracting is presented in Table 1.



Research on performance-based contracting has significantly increased starting from the begin-
ning of the 21st century (Selviaridis & Wynstra 2015), and is believed to increase even more in
the future (Glas & Kleemann 2017). From theoretical point of view, studies of performance-
based contracting give insight to further benefit the knowledge of service science and it offers
an example of service-dominant logic instead of goods or product-dominant logic (Ng et al.
2009). Performance-based contracting is especially used in government and non-profit sector
activities (Gates et al. 2004; Randall et al. 2011), but also in private sector (Gruneberg et al.
2007). According to Selviaridis and Wynstra (2015), the sector where the performance-based
contracting has been studied the most is clearly healthcare and social welfare services (Lindkvist
1996; Christianson et al. 2008; Brucker & Stewart 2011; Benzer et al. 2014; Selviaridis &
Wynstra 2015), but also in industries such as defense (Doerr et al. 2005; Ng et al. 2009; Datta
& Roy 2013; Caldwell & Howard 2014; Howard et al. 2016), facilities service/maintenance (Ng
et al. 2013, Nullmeier et al. 2016), utilities and energy, construction (Gruneberg et al. 2007;
Caldwell et al. 2009), manufacturing (Hypko et al. 2010A; Liinamaa et al. 2016; Visnjic et al.
2017), public administration (Caldwell et al. 2009), public transport (Hensher & Stanley 2008;
Hooper 2008), higher education and logistics. As the industries show, performance-based con-

tracting is increasingly popular in capital-intensive industries (Xiang et al. 2017).

Selviaridis and Wynstra (2015) also note that performance-based contracting should be further
studied not just to elaborate servitization but to enrich the research on sustainable operations
and supply management. According to Glas et al. (2011) and Kleemann et al. (2012) the current
literature lacks empirical evidence about performance-based contracting and Wynstra et al.
(2015) support developing and testing theories that enable better examining and understanding
of triads. For example Liinamaa et al. (2016) identified a research gap on the barriers to perfor-
mance-based selling and pricing and noted that the previous literature does not tell how such
offerings could in practice be introduced.

In addition, many of the performance-based studies concentrate on the dyadic relationship be-
tween buyer and supplier (Essig et al. 2016), some are conducted from the buyer’s perspective
(e.g. Ng & Nudurupati 2010; Nullmeier et al. 2016) and some have also applied the supplier’s
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perspective (e.g. Homburg & Stebel 2009; Kleemann & Essig 2013; Liinamaa et al. 2016). Tri-
adic approach as in this case is less common approach (e.g. Howard et al. 2016) and it expands
the area of research to cover network dynamic between the involved parties (Choi & Wu 2009;
Natti et al. 2014). Buyer’s perspective seems to be more common in the academic research
though not thoroughly studied, and thus it has been chosen for this study. Accroding to Sel-
viaridis and Wynstra (2015), the literature of performance-based contracting so far has not taken
a holistic view of methods within performance-based contracting or otherwise presented rele-
vant implications to supply management research. In addition, the literature lacks studies of the
deeper understanding of both buyer-supplier relationship and the triadic relationships in per-
formance-based contracting (Holmbom et al., 2014; Essig et al. 2016) where the value is co-
created and co-produced, which should further enlighten the complexity of the relationships.
Since the current studies have mainly concentrated on few major industries, the researchers be-
lieve there can be hidden aspects that are still unidentified in other industries (Hypko et al.
2010A).

Literature acknowledges that there are barriers in value- and performance-based business mod-
els (Liinamaa et al. 2016), but is unable to offer solutions to overcome those barriers (Meehan
et al. 2017). Related to this, performance-based contracting might seem to improve the perfor-
mance, though the artificial improvement is just a result of developed documentation or im-
proved performance measures (Christianson et al. 2008). Thus, empirical evidence of perfor-
mance-based contracting is clearly less common, and the literature misses empirical knowledge
of why and how suppliers are willing to take the financial risk of performance-based contracting
(Selviaridis & Norrman 2014) and how this risk is being managed (Gruneberg et al. 2007).
Consequently, literature seems to lack which factors from buyer’s side are actually behind max-
imum effectiveness of performance-based contracting (Randall et al. 2011). Additionally, tri-
adic relationships have received little empirical research (Tate et al. 2010), though there is a vast
amount of triadic business service relationships (van der Valk & van Iwaarden 2011). Straub
(2007) also notes that the performance-based contracts are often so complicated and unique that
creating a general framework is not possible but rather introducing the main ideas can bring the

value.



Triadic approach has received increased popularity among the literature, and the characteristics
of triads can vary in shape, what kind of relations there are between the actors, how strong those
relations are and how each actor can be seen and act as a single entity (Vedel et al. 2016).
Traditionally, triad is seen to consists of a buyer, a supplier and a customer (Wynstra et al. 2015),
thus forming the smallest unit of network (Choi & Wu 2009). However, the triad can also be
formed in other ways too, and for example Tate et al. (2010) study present triad where two of
the actors are within the same company. Though many studies apply triadic approach, some
have tendency to take one actor’s perspective or study a dyadic relationship between two actors
rather than studying each actor as a coherent, equal and independent unit (Vedel et al. 2016).
Current literature does not have or has only little research of performance-based contracting
in triads (van der Valk & van Iwaarden 2011; Essig et al. 2016; Wynstra et al. 2015), and the
few studies do not offer clear and coherent explanation of what is a triad, how to study triads
and what is actually relevant (Vedel et al. 2016). In this case, the case company’s purchasing
department, mills and suppliers form the triad, and each of the actors and their relationships are

aimed to scrutinize equally.

1.2  Research objectives & questions

The main focus of this thesis is to study how performance-based contracting (PBC) could be
introduced, what would it require from the actors in triad, how willing the parties are in engaging
in this new type of cooperation and what are the possible drawbacks and barriers that should be
overcome before contracting can be done successfully. The study also aims to fill in the research
gap in better understanding the dynamic relationship between the buyer and supplier under per-
formance-based contracting, and especially what are the perceptions, expectations, barriers and
goals for PBC. In addition, the chosen industry is pulp and paper industry and more precisely,
paper machine category is chosen as the context of the study. Choosing paper machine category

offers unique glance to an industry in which the topic has not been studied before.

Performance-based contracting is not a new topic, the interest towards it has increased in the
last years (Selviaridis & Wynstra 2015). However, the literature is not always coherent and some
findings have been contradictory and inconsistencies between the studies can still be found.
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Since the literature lacks consistent empirical evidence (Tate et al. 2010; Selviaridis & Norrman
2014), the thesis would offer remarkable contribution to current literature and possibly explain
the gaps within. Taking a bigger picture, the study aims to give a guideline where to start the
journey towards PBC and what should be taken into account. Hence, the main research question

is formed as follows:
How to effectively introduce performance-based contracting in triads?

The above-stated main research question is further divided to four sub-questions that aim to
identify the perceptions and expectations of PBC, together with the possible barriers and the

goals of PBC. Thus, the sub-questions are formed as follows:
How do the actors perceive performance-based contracting?
What do the actors expect from PBC?
Why is PBC seen challenging?
Why is PBC seen beneficial?

As a result, the thesis aims to give managers an example on how performance-based contracting
Is reacted to, and how could be introduced, thus enabling them to engage in the process and
maybe avoiding certain pitfalls. Though the study has a triadic approach on PBC, it can offer
many companies with valuable guidelines and checklists to start with their journey towards per-

formance-based contracting.

1.3 Research methodology

Introducing performance-based contracting is being studied by conducting a qualitative abduc-
tive case study. The study is an embedded single case study (Yin 2018), where the focus is on
the actors of the triad. Qualitative research focuses on the aspects that are difficult to quantify
(Hirsjarvi et al. 2009), and its advantage is understanding and explaining meaning-making pro-
cesses (Tavory & Timmermans 2014). Hence, qualitative research is characterized by high de-
scriptiveness and rich qualitative data, thus illustrating social construction of reality (Eisenhardt

& Graebner 2007). In research questions this is illustrated so that those aim to answer to “why”
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and “how” questions (Yin 2018). It is seen beneficial in this case since the study concentrates

on how prepared, willing and capable supplier is to this new contracting method and why so.

Typical for qualitative study is to take cases that challenge the prevailing cases into account and
use those to fine-tune your own case (Tavory & Timmermans 2014). This again is possible,
since case studies do not aim to create generalizable results but rather enable deeper understand-
ing of a situation (Yin 2018). Case study in turn is found the most suitable, since case research
is “a strong method in the study of change processes as it allows the study of contextual factors
and process elements in the same real-life situation” (Halinen & Tornroos 2005, 1286) and it
looks for evidence of reasons behind relationship (Eisenhardt 1989). Additionally, abductive
case study was chosen because it enables innovativeness and focuses on finding situational fit
between the observed empirical evidence and scientific theory, and furthermore to offer expla-
nation of the situation or relationship (Tavory & Timmermans 2014). It offers a less theory-
driven process where speculative theories that aim to construct theory based on surprising re-
search findings and where variations and alternatives need to be constantly analyzed (Jarvensivu
& Tornroos 2010; Tavory & Timmermans 2014). Moreover, case studies contribute to the cur-
rent theory with testability, novelty and empirical validity, filling the gaps within the research
area (Eisenhardt 1989).

The primary source of the research data is interview data from the actors of the triad. Documen-
tation, observations and archival records are used as secondary data source. 25 interviews were
held in total either face-to-face or via Skype, each lasting from 57 minutes to 115 minutes. The
set of interviewees quite equally represents all the actors in triad, since seven interviewees rep-
resent purchasing department, eleven represent eight mills and seven represent three different
suppliers. The buyer, referred as Alpha, is large globally operating company and its suppliers,
referred as Beta, Gamma and Delta, supply Alpha’s mills with items within paper machine
clothing category. The interview data was further coded, categorized and interpreted in a sense

that the transparency is maintained with logical line of evidence.
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1.4  Conceptual framework

Conceptual framework of the study evolves around the research questions formed from the cur-
rent literature about performance-based contracting and service triads. Since the study focuses
on the transition process of introducing performance-based contracting, especially how perfor-
mance-based contracts are initiated and how the preliminary work should be done, are under
examination. Naturally, when the idea is thought through, the next steps are to design the con-
tracts, implementation of the contracts and finally managing and monitoring the ongoing con-
tracts. Since the aim of the study is to understand how performance-based contracting can be
effectively introduced in service triads, the conceptual framework was structured as the Figure
1 below shows. The actors of the triad, namely purchasing department, suppliers and mills, form
a tringle to represent the triadic research settings. Within the triad are the research questions:
the sub-questions, namely perceptions, expectations, barriers and goals of the actors are seen to
have an impact on the introduction of performance-based contracting and hence, these topics

encircle the main topic.

Purchasing department

Perceptions

Goals | Intrll;glgmg Expectations

Barriers

Mills Suppliers

Figure 1. Theoretical framework of PBC in triadic context.
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1.5  Key definitions
Performance-based contracting = contracting method aiming to improve performance, apply-
ing use rather than own strategy and where at least some of supplier payment is tied to perfor-

mance.

Service triad = service triad describes the research settings, meaning that there are three actors
that are interconnected and interdependent. In this study, the actors of the service triad are pur-

chasing department, suppliers and mills.

Perceptions = perceptions describe the interviewee’s mindset, attitude, impression and image
of a certain topic. Perceptions are highly personal matters and both what is being said and what

is actually meant are trying to be understood and encapsulated.

Expectations = expectations describe the anticipations and believes of performance-based con-
tracting. Expectations form the framework or boundary conditions, and what at the minimum

should be taken into consideration when thinking of PBC.

Barriers = barriers are all the internal and external matters or obstacles that could possibly
slower, hinder or prevent the PBC process. Barriers should be identified and tackled to ensure

smooth transition.

Goals = goals are the expected benefits of PBC which describe what the interviewee would like

to or would think that is going to be achieved with the new contracting model.

The remainder of the thesis is organized as follows: to conclude the introductory chapter, the
key literature is presented in the Table 1. Then, the next two chapters concentrate on the scien-
tific literature on performance-based contracting and service triads. How performance-based
contracting can be measured, the main barriers and benefits, dimensions of performance-based
contracting and the contract design are introduced among other relevant topics. Fourth chapter
introduces research methodology, explaining what the empirical case is about, why abductive
case study was chosen as a research method and how the data was further collected and ana-
lyzed. Fifth chapter then presents the empirical findings based on the themes of perceptions,

14



expectations, barriers and goal. After that, the findings are further discussed in chapter six, giv-
ing both the theoretical implications and managerial implications, eventually wrapping up the

study with limitations and ideas for future research.
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Table 1. Literature review on performance-based contracting

Author Year | Title Main findings Journal
Kim et al. 2007 | Performance Contracting in | Aim: evaluating fixed-priced, cost-plus and performance-based pricing models and set perfor- Management
After-Sales Service Supply | mance requirements and risk sharing in after-sales service supply chains Science
Chains Cost reimbursement ratio will decrease (increase) over time if the supplier is relatively more
(less) risk-averse than expected and the opposite to when it comes to performance; the more risk
averse the supplier is, the lower the cost compensation is over time
As the product matures and time passes on, contracts often move from cost-plus to PBC
Caldwell et 2009 | Procuring complex perfor- | Aim: understand the practices that compose PCP in major construction projects that are also Journal of Pur-
al. mance in construction; Lon- | product-service system chasing & Sup-
don Heathrow Terminal 5 Start-up phase is critical, and cooperation tends to be more successful if the start-up time (com- | ply Manage-
and a Private Finance Initi- | munication, supplier selection & relationship management) are invested in, instead of formal ment
ative hospital specifications
Ng & Nu- 2010 | Outcome-based service Aim: recognizing the barriers of outcome-based contracting in defence/aerospace firms and how | Journal of Ser-
durupati contracts in the defence in- | those could be avoided vice Manage-
dustry — Mitigating the 11 factors were identified to overcome the barriers of implementing outcome-based contracting: | ment
challenges align expectations, team work, share information, share materials, access resources, clear roles,
complementary skills, empowerment, behaviors & attitudes, customer's control and firm's con-
trol
Kleemann & | 2013 | A providers’ perspective on | Aim: introduce performance-based contracting in upstream supply chains and especially be- Journal of Pur-
Essig supplier relationships in tween the systems integrator providers (suppliers) and their sub-suppliers chasing & Sup-
performance-based con- Both supplier and sub-supplier should be included long-term from the beginning of PBC to en- | ply Manage-
tracting hance the communication, build trust and mutuality and to efficiently manage uncertainty ment
Ng et al. 2013 | Outcome-based contracts as | Aim: to study outcome-based contracts in equipment service and investigate what are firms’ ca- | Industrial Mar-
new business model: The pabilities to achieve the expected performance keting Man-
role of partnership and Performance-based contracting business model requires total change and questions the tradi- agement
value-driven relational as- tional boundaries of organizational departments of operations, management, marketing and
sets strategy and forces companies to re-think new ways of organizing knowledge and themselves
To achieve outcomes in performance-based contracting, co-production and co-creation are re-
quired together with value-driven cooperative approach
Selviaridis & | 2015 | Performance-based con- Aim: to review and combine the PBC literature across different disciplines International
Wynstra tracting: a literature review | Performance-based contracting should have the ability to effectively specify, measure and eval- | Journal of Pro-

and future research direc-
tions

uate the performance together with appropriate risk level and incentive system that motivates
the supplier to perform the best possible way

duction Re-
search
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Essig et al. 2016 | Performance-based con- Aim: advance understanding of PBC in business markets by assessing five (5) advanced PBC Industrial Mar-
tracting in business markets | articles keting Man-
Identified four (4) research gaps: PBC finalization, grounded on key theories & closing the re- agement
search gap, effort on firm-level studies and triadic perspective or more
Howard et al. | 2016 | Performance-based con- Defence contracts include 3 parties aka a triad: government agencies, OEMs & suppliers Industrial Mar-
tracting in defence industry: | (boundary between the roles of private and public sector) keting Man-
exploring triadic dynamics | Supply base rationalization is needed to ensure PBC and relationships between the parties work | agement
between government, effectively
OEMs & supplier The arrangements significantly reduce the interdependence between principal & agent, and the
government becomes more dependent on supplier
The roles need to be clear in PBC or it will underperform or fail if the roles keep changing
PBC needs to take a more nuanced and iterative approach to risk transfer
Liinamaa et 2016 | Performance-based and Aim: illustrate complicated pre-contractual integration process in value-based selling and how Industrial Mar-
al. functional contracting in to transform the value functions into functional contract form keting Man-
value-based solution selling | Since advanced PBCs are difficult and expensive, it can limit the pricing models or restrict the agement
time horizon to introduce them. Contracting models are often defensively and functional con-
tracting during sales phase can have great managerial value. Running legal sales parallel to “tra-
ditional” sales process could facilitate the understandability of the contracts.
Nullmeier et | 2016 | Outcome attributability in Aim: identifying uncertainty characteristics that arise from buyer-supplier relationships and how | Industrial Mar-
al. performance-based con- contracting characteristics can enhance the effectiveness of performance-based contracting keting Man-
tracting: Roles and activi- when the uncertainty is high agement
ties of the buying organiza- | Linking the contract management with designing the contract to avoid possible shortcomings of
tion the written contract and learning to give the supplier free hands to do the work yet simultane-
ously ensure that they are available and engaged
Sumo et al. 2016 | Using performance-based Aim: to better understand the use of PBCs in relation to supplier-led innovation in a real world Industrial Mar-

contracts to foster innova-
tion in outsourced service
delivery

setting

The buyer should give supplier autonomy to freely optimize their processes, but to stay in-
volved by monitoring cooperation. Contrary to common believes, the contracts can positively
affect the supplier innovation

keting Man-
agement
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2 Performance-based contracting

While performance-based contracting (hereafter referred as PBC) has become increasingly pop-
ular in the current academic literature, the concept lacks a consistent definition (Hypko et al.
2010A; Selviaridis & Wynstra 2015), and many terms are used as synonyms for PBC (Essig et
al. 2016). For example terms such as outcome-based contracting (Ng et al. 2009 & Ng et al.
2013), performance-based logistics (Kim et al. 2007; Ng et al. 2009; Glas et al. 2011), value-
based selling (Terho et al. 2012; Liinamaa et al. 2016), value-based procurement (Meehan et al.
2017), pay for performance (Essig et al. 2016), performance-based service contracts (Buchanan
& Klingner 2007) and contracting for complex performance (Caldwell & Howard 2014) are
used by the researchers, just to name a few. Table 2 presents the definitions of the main terms,

which authors use them and which industries these terms concern.

Though most of the terms share similar characteristics (Selviaridis & Wynstra 2015) (Table 2),
some terms can have different nuances: for example Ng et al. (2009) and Kim et al. (2007) state
that the term outcome-based contracting would cover more than term PBC, though reader has
hard time spotting the differences. Similarly, Holmbom et al. (2014) state that PBC is wider
topic than performance-based logistics, which often covers only logistics support. In general,
all the terms focus on the same core idea that instead of telling supplier how to do a certain task,
the supplier is told what kind of output and performance is expected and leave the supplier to
find the suitable way to do so (Martin 2002). For example Ng et al. (2009) and Kim et al. (2007)
use a term performance-based logistics to explain these contracts, though in this case, the term
PBC is used to make the literature easily comparable and homogenous. Since the supplier is
given free hands to work how he sees fit, the responsibility together with the risk of the outcome
is shifted to the supplier in the first place and secondary to the buyer (Ng et al. 2013; Nullmeier
et al. 2016).
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Table 2. Key terms identified from the literature and their definition

Term Definition Author Industry
Performance- PBC is a promising contractual mode where at least part of | Selviaridis & | General
based contracting | supplier payment is tied to the achievement of specific and | Wynstra 2015, | term, appli-
(PBC) measurable performance standards and requirements, and Essig et al. cable to sev-
which enable business partners to adopt ‘use rather than 2016, Liina- eral indus-
own’ strategies maa et al. tries
2016, Mouzas
2016
Performance- PBL is addressing the problem of extraordinary support Kim et al. Defence &
based logistics costs for complex product systems and aims to replace tra- | 2007, Ng et al. | military
(PBL) ditionally used fixed-price and cost-plus contracts to im- 2009,
prove product availability and reduce the cost of owner- Glas et al.
ship by tying a supplier's compensation to the output value | 2011
of the product generated by the customer
Outcome-based OBC is a contracting mechanism that allows the buyer to Ng et al. 2009, | General
contracting pay for the supplier not according to its service activities Ng & Nuduru- | term, appli-
(OBCQC) such as material and repairs, but based on the outcome of pati 2010, Ng | cable to sev-
such activities in continual use situations i.e., the number etal. 2013 eral indus-
of hours of engine in the air tries
Performance- PBSC and PBSA (primarly government and proprietary) Buchanan & Governmen-
based service con- | deal with the ways to change the language of statement of | Klingner 2007 | tal projects
tracts (PBSC) / work to incorporate measurable performance requirements
service acquisi- and how the measurements will be done
tion (PBSA)
Contracting for CPC contracts are complex by nature as they consist of Caldwell & Large and
complex perfor- agreements covering the design, build, finance and opera- Howard 2014 | complex
mance (CPC) tion phases of long-term projects, by using terms of a ma- construction
trix comparing high and low transactional complexity, ver- projects
sus high and low infrastructural complexity
Value-based pro- | Value-based procurement sees a collaborative effort Meehan et al. Health ser-
curement through strategically aligning suppliers’ resources, prod- 2017 vice & gov-
ucts, and services to broad outcomes-based goals of the or- ernmental
ganisation and where it explores the full remit of cost/ben- projects

efit across the range of interdependent activities
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Defining PBC

Essig et al. (2016, 6) define PBC as “a contract which provides incentives for business out-
comes”. According to Nowicki et al. (2018, 13) the idea of PBC is to “create a mutually bene-
ficial relationship between a buyer and a supplier where the supplier is compensated based on
their ability to properly support a customer’s system (i.e., the supplier’s performance). It can
also serve as means of buying a solution or a novel purchasing strategy (Essig et al. 2016).
Randall et al. (2011, 333) define that a leader who supports PBC has “the ability to create a
performance-based focus, align activities, and develop an entrepreneurial (risk accepting) cul-
ture”. Typical for PBC is that there is a clear distinction between the buyer’s performance goal
(Benzer et al. 2014) and the supplier’s implementation (Kim et al. 2007). Supplier’s payment or
rewarding is also tied to their performance, at least to some extent (Benzer et al. 2014; Sel-
viaridis & Norrman 2014; Selviaridis & Wynstra 2015). Taken together, PBC in this study is
defined as a contractual mode where performance rather than inputs are purchased from the

supplier so that at least part of supplier’s reward is tied to its measurable performance.

PBC offers a unique strategy for demand management, where stimulating innovation aims to
increase reliability and efficiency so that the costs related to fro example spare parts, repair and
maintenance would be decreased (Randall et al. 2015). This type of strategy is has not been seen
in before in retail and manufacturing industries (Randall et al. 2015). The core idea of PBC is
to enable the business partners to use the services without necessarily owning them, moving
from single transactions to payments based on for example monthly subscription (Ng et al. 2009;
Ng & Nudurupati 2010; Essig et al. 2016). These kind of subscription goods are already com-
mon in B2C (such as Netflix and Spotify), and PBC provides an opportunity to present this
business model to B2B markets (Essig et al. 2016). Hence, PBC focuses on the outcome rather
than the process and enables supplier to produce the outcome in the most suitable and convenient
way for them (Nullmeier et al. 2016). For example Rolls Royce has been a forerunner of PBC
in B2B markets, introducing its “Power-by-the-hour” and “Total care” contracting, where the
maintenance is paid based on how many hours of power the buyer is able get from the engine
(Ng et al. 2009; Visnjic et al. 2017).
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Liinamaa et al. (2016) identify three critical features of PBC: 1) the emphasis on the value the
buyer can bring with its contractual performance, 2) divergent pricing model compared to fixed-
price pricing model and 3) incentivizing system that targets to a certain level and type of per-
formance. Selviaridis and Wynstra (2015) are in unison with Liinamaa et al. (2016) by present-
ing three dimensions of PBC, namely performance, risk and incentive. Nowicki et al. (2018)
present that in order to co-create value, both buyer and supplier need to use their knowledge,
skills and capabilities for common goal. Since the performance-based model differs from tradi-
tional procuring (Kleemann et al. 2012), the supplier is also seen as active member to create
value in the process (Straub 2007), and thus the price-quality ratio might or even should be

preferred over the lowest price when choosing the supplier.

Glas et al. (2011) introduce four perspectives of PBC: lifecycle, cooperation, implementation
and pricing. Since the investment costs of a product are often only a minor part of the operating
costs of the product’s whole lifecycle, lifecycle perspective is important in PBC (Glas et al.
2011). Besides, to reap the benefits of PBC, long-term approach is often needed (Sols et al.
2007). Guajardo et al. (2012) agree to this, stating that PBC is found suitable contracting method
because of substantial amount of after-sales costs and complex nature of the services. When it
comes to implementation, there is no universal solution how to implement PBC successfully,
and hence each PBC needs to be implemented individually (Glas et al. 2011). When it comes to
cooperation, the closer the cooperation in PBC the better, though the actors can decide how

closely they want to cooperate (Glas & Kleemann 2017).

Measuring PBC: KPIs

First and foremost, contracting based on performance can only work, if the outcomes are meas-
urable (van der Valk & van lwaarden 2011) and the higher the measurability, the higher the
attractiveness of PBC (Selviaridis & Norrman 2014). Performance metrics are essential for the
success of PBC, since they set the guideline on evaluating if the required performance is being
achieved (Brown & Potoski 2003; Nowicki et al. 2010). Performance is also seen as one of the
key dimensions of PBC together with incentive and risk, and thus should measuring, reporting
and evaluating performance be vital for designing and managing PBCs (Selviaridis & Wynstra
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2015). Sols and Johannesen (2013, 458) crystalize the importance of correct measures by argu-
ing that “Only if the metrics that are selected to measure system performance truly capture what
is important to the system user will the initiative succeed”. However, choosing right perfor-
mance metrics in contract design phase is challenging (Berkowitz et al. 2003), since it should
have the ability to effectively specify, measure and evaluate the performance together with ap-
propriate risk level and incentive system that motivates the supplier to perform the best possible
way (Selviaridis & Wynstra 2015).

Collecting and analyzing performance data takes often place at contract management phase (Sel-
viaridis & Wynstra 2015), and for example Tineo (2007) argues that performance can be eval-
uated at three levels, including management, long-term and operational. Often the more complex
the service, the more challenging it is to measure the outcome and activities required to achieve
it (Brown & Potoski 2003). Besides choosing the right performance metrics, defining the met-
rics and their possible failure/success rates can be complicated (Holmbom et al. 2014), and
therefore finding realistic measures that illustrate the organizational reality is vital in order to
ensure performance measurement efficiency (Greiling 2006). These key measures to assess the
performance are seen as key performance indicators (KPIs), and the amount of them in a con-
tract is depend on the complexity of the service, ranging from a few to several KPIs (Glas &
Kleemann 2017). Equally, KPIs should represent measures that are relevant for company’s stra-

tegic planning and not only accountability tools (Greiling 2006).

Holmbom et al. (2014) point out that KPIs can be used to measure performance on different
systems levels and thus take into account diverse set of needs. For suppliers, mutually agreed
KPIs can lessen the perceived risk (Selviaridis & Norrman 2014). Furthermore, KPIs of PBC
can be seen to complete information between the parties, since those show if the suppliers are
actually able to reach the performance level agreed (Kleemann & Essig 2013). Companies also
need to keep in mind that evaluating performance happens often continually, and when the im-
provements start to take place, some performance metrics might need to be modified or even
changed (Christianson et al. 2008; Howard et al. 2016).
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Generally, key performance indicators can be divided into three groups: physical performance
indicators, financial performance indicators and informational monetary indicators (Mouzas
2016). Mouzas (2016) identifies for example property rights and geographical coverage as a
part of physical performance indicators, and electronic data exchange as informational indica-
tors. Several studies identify reliability as one of the most important physical performance indi-
cators in PBC (Sols et al. 2008; Caldwell et al. 2009; Nowicki et al. 2010). The industry has
also an effect for the metrics chosen and for example, in the study of Nullmeier et al. (2016, 28)
on cleaning services, key performance indicators are quality (cleanliness of trains), safety (pro-

cesses and materials used) and personnel (education provided and employee satisfaction).

Several studies identify product availability as a key physical performance indicator (Kim et al.
2007; Sols et al. 2007; Nowicki et al. 2010; Glas et al. 2011; Sumo et al. 2017). Product availa-
bility is somewhat similar to product readiness, meaning that the required product with the re-
quired capacity is ready when needed (Ng & Nudurupati 2010). For example, system/product
availability and operating hours (flying hours) are important measures of performance especially
in aerospace (Ng & Nudurupati 2010). Ng and Nudurupati (2010) note that facilitating availa-
bility often demands pro-active maintenance from the supplier’s side. Availability expectations
towards the supplier can be remarkable, and for example in Sumo et al.’s (2017) study, the
supplier was rewarded only when functional availability was 100 percentages. Glas and Klee-
mann (2017) and Glas et al. (2011) identify mean-time-to-repair and mean-time-between-un-
scheduled-repair (MTBUR) as relevant KPIs to measure the physical performance, and which
should improve over time. Like the other previously mentioned indicators, logistic footprint is
one of the physical indicators, whereas response time and delay time are used as informational

indicators when measuring performance (Sols et al. 2008; Nowicki et al. 2010).

Mouzas (2016) identifies trade spending and return on assets as financial performance indica-
tors. Also indicators such as cost reduction, cost savings (Sumo et al. 2017), cost per unit usage
(Sols et al. 2008), profit (Nowicki et al. 2010) and return on investments rather than return on
sales are financial KPIs. In addition to physical, financial and informational indicators, there are
two more categories: behavioral indicators such as credibility, fairness and goodwill (Caldwell

et al. 2009) and other indicators which measure for example, the market share of the supplier
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(Essig et al. 2016). Table 3 lists performance indicator category and gives examples of KPIs

from each category.

As mentioned before, target measures depend on industry, and for example Guajardo et al.
(2012) identify product reliability as the key performance metric for aerospace industry and
Collins-Camargo et al. (2011) identify foster care re-entry as one performance indicator for child
welfare. When choosing the right indicators, the targets set depend on who are deciding the
targets and what factors are needed to measure the performance to decide whether the set targets
were met or not (Eldridge & Palmer 2008). The target performance should be carefully thought
to be able to meet the buyer’s real needs and simultaneously offering supplier reasonable chal-
lenge to improve their performance (Sols et al. 2007; Sols et al. 2008; Holmbom et al. 2014). In
addition to target measures, some other performance metrics such as minimum level of perfor-
mance and timespan need to be decided (Berkowitz et al. 2003; Sols et al. 2008). Therefore, the
measures need to be observable and verifiable (Martin 2007), which further can lead to choosing
performance measures that are easily quantifiable which are preferred over measures of perfor-
mance quality (Eldridge & Palmer 2008; Bonnemeier et al. 2010). For example, companies tend
to choose amount of cost savings as a performance measure rather than customer satisfaction,

since cost savings are easier to measure reliably than satisfaction (Bonnemeier et al. 2010).

When measuring performance, there should be several measures to ensure the effectiveness
(Sols et al. 2008). It is important to understand that measures are often interrelated and overlap-
ping (Nowicki et al. 2010), though they might be contradicting by nature (Sols et al. 2008). The
performance measures can be either the lower the better (response time) or the higher the better
(operational availability) (Sols et al. 2008; Mirzahosseinian & Piplani 2011). Like Nowicki et
al. (2010, 686) claim, performance indicators often “include minimizing logistics footprint,
maximizing operational availability, maximizing mission capable rates, maximizing reliability,
maximizing maintainability (i.e., minimizing time to perform maintenance actions), maximizing

supportability (i.e., minimizing wait time)”.
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Table 3. Performance indicators and KPIs in PBC

Indicator category

KPI's

Physical indicators

Property rights

Geographical coverage

Availability

Reliability

Mean-time-to-repair

Mean-time-between-unscheduled-repair

Quality (cleanliness)

Safety (processes and materials used)

Personnel (employee satisfaction and education)

Logistic footprint

Financial indicators

Trade spending

Cost per unit usage

Return on assets

Cost reduction / cost savings

Profit

Return on investment

Informational indicators

Electronic data exchange

Response time

Delay time

Behavioral indicators

Goodwill

Fairness

Credibility

Other indicators

Market share of supplier
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2.1 The benefits of PBC

Performance-based contracting can provide both parties with several benefits, enabling win-win
sitation (Kumar & Markeset 2007; Sols et al. 2007; Hypko et al. 2010B; Nowicki et al. 2010),
either by introducing improvements in terms of cost or performance (Kleemann et al. 2012). For
example, PBC is often used when purchasing complex services that call for persistence and
effort during their long lifecycles, and can thus be seen beneficial contracting method (Klee-
mann & Essig 2013). Benefits can be widely identified as buyer’s benefits, supplier’s benefits
and benefits for both parties (Figure 2). However, the companies sometimes tend to forget how
improvements coming from PBC not only benefit the companies involved, but also improve the
quality or otherwise bring more value for the (end-)customers (Fearnley et al. 2004). For exam-
ple, in the healthcare industry the PBC targets, in addition to reduced costs, to improved cus-
tomer welfare (Faith et al. 2010). In turn, in public transportation PBC and optimizing the sched-
ules improve the traveling quality to customers together with increasing revenue to the trans-
portation company (Fearnley et al. 2004). Therefore, the benefits for other stakeholders/net-

work/value chain should also be taken under examination.

Companies that engage in PBC aim to create new type of value for the customer, and further
need to take these ambiguous characteristics of value into account. This value is being created
by aligning interests, and works as the key rationale (Kleemann & Essig 2013; Selviaridis &
Norrman 2015). Compared to product-based business models where contracts of goods often
make a difference between purchasing the product and the after-sales support, performance-
based business models have different perspective on the aspects of broader time and cost scope
and can extent to cover the whole lifecycle of the service (Kleemann & Essig 2013; Meehan et
al. 2017). In PBC, the cost occurring after production are larger than the cost of production, and

therefore long-term or lifecycle perspective is often chosen (Nowicki et al. 2018).

Benefits for buyer

For buyer, as a result of PBC, the costs decrease since internal specialists are not needed any-
more (Straub 2007; Hypko et al. 2010B), together with more stable business with less disrup-
tions (Nowicki et al. 2010; Randall et al. 2015). Decreased failure rates and improved mainte-

nance further lead to systems running more efficiently and thus lower employee requirements
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(Nowicki et al. 2010). For example, technical and specialist knowledge is not needed in-house,
since the supplier will take care of it (Straub 2007). Guajardo et al. (2012) found out that from
buyer’s perspective, PBC increases both product utilization and reliability. Hence, lower con-
trol is needed, because the supplier is given the autonomy to conduct the service, which often
leads to reduced costs and risks (Straub 2007; Tineo 2007). All in all, performance-based con-
tracts contribute to the productivity and quality performance of the company, but only if the
buyer can match right machinery and superior knowledge with performance criteria (Hypko et
al. 2010B). Randall et al. (2015, 214) also explain that PBC “provides the buyers a consistent
level of performance at a consistent price” and often positively contribute to the lifecycle costs.
PBC works kind of like an insurance policy that creates cash flows for buyer at a certain cost
(Guajardo et al. 2012). Buyer receives competitive advantage because of advantage in quality
and costs and the ability to differentiate itself from competitors (Glas & Kleemann 2017).
Though costs are vital part of the cooperation, PBC can also teach buyers to value more the
cooperative supplier relationships and their benefits that often go beyond lower price or lower

costs (Kleemann et al. 2012).

Buyer should understand and address their superior knowledge to be able to cut down the oper-
ational costs (Hypko et al. 2010B). Transferring the responsibility of inventory from buyer to
supplier also decreases buyer’s administration and inventory costs since instead of inventory
management they only need to provide the supplier with relevant information to enable them to
optimize their actions (Claassen et al. 2008). Implementing PBC also cuts out inefficiencies
resulted from suppliers opportunistically sold unfit machinery and equipment (Hypko et al.
2010B) and reduces the possibility of unsatisfactory quality (Tineo 2007). With adequate de-
sign, performance-based contracting buyers are able to acquire better value from the suppliers,
which further contributes to better overall results (Tineo 2007). Supplier can work as a value
amplifier by applying their specific resources such as knowledge to improve the design or pro-
duction (Aarikka-Stenroos & Jaakkola 2012). Moving to PBC also often means that the number

of individual contracts is decreased when they are bundled to PBC (Kleemann et al. 2012).
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Benefits for supplier

From the supplier’s perspective the PBC benefits are connected to better understanding the ser-
vice expectations, collecting data from performance factors, the interconnections between inputs
and outputs and clarifying the unmanageable external factors which affect the performance (Sel-
viaridis & Wynstra 2015). The more the incentive system is related to performance, the more
accurate and precise data of performance and cost the supplier needs (Martin 2007). Here, in-
formation technology can be seen as a great tool to data collection and performance measure-
ment systems (Selviaridis & Norrman 2014). With the help of technology and new role, supplier

Is also able to work more seamlessly and thus save time (Visnjic et al. 2017).

Supplier and buyer become closer in PBC process due to increased cooperation, and the supplier
is often able to gather firsthand experiences in addition data (Hypko et al. 2010B; Nowicki et
al. 2010). With better performance, the buyers are also more likely to be loyal, thus increasing
customer retention (Kumar & Markeset 2007; Hypko et al. 2010B) as well as customer satis-
faction (Ng et al. 2009). In addition, supplier can gain competitive advantage compared to other
suppliers as a result of increased knowledge of its customer (buyer) and their core processes
(Hypko et al. 2010B). Competitive advantage is also visible in Howard et al.’s (2016) study,
where they found that the supplier in triadic PBC was able to gain a stronger position and thus

better access to future deals compared to other suppliers.

Suppliers also have the opportunity to increase their revenue (Sumo et al. 2016) by developing
product reliability or improving the performance in a way that suits them best (Nowicki et al.
2010; Guajardo et al. 2012; Holmbom et al. 2014). Increased risk also enables increased the
ability to make better profit (Nowicki et al. 2010). Besides, suppliers feel that they have more
autonomy and flexibility in their work, thus encouraging creativity and innovation (Nowicki et
al. 2010; Sols & Johannesen 2013). Though the supplier would have the possibility to act op-
portunistically due to autonomous role, pay-for-performance and low term specifity this does
not take place because cooperation and innovations enable supplier to be more profitable (Sumo
et al. 2016).
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PBC also enables supplier to better manage over the maintenance process together with key
indicators (Straub 2007). Supplier needs to rely on his capabilities which exceed the boundaries
of traditional manufacturing firm (Hypko et al. 2010B), and with greater role and learning they
might be able to offer buyer a better and broader solution than initially expected (Visnjic et al.
2017). The superior organizational capability enables the company to extract further rents from
the markets through more similar contracts and could thus motivate the company to invest in
aspects also outside the contract, leading to stronger cooperation and eventually turning the per-
formance-based contract into a self-enforcing agreement (Ng et al. 2013). The better the supplier
performs, the more likely they will receive more contracts and cooperation in the future (Martin
2007).

Benefits for both buyer and supplier

Since PBC increases the supplier’s motivation to act accordingly, the quality of performance
and outcome of the service becomes better (Kumar & Markeset 2007; Brucker & Stewart 2011)
and often simultaneously with less costs (Straub 2007; Hypko et al. 2010B; Nowicki et al. 2010;
Randall et al. 2015). As Kleemann et al. (2012, 154) state ““ The principle objectives of the new
approach are to lower cost or at least convert them into variable costs, maintain or increase the
system performance (e.g. availability of an aircraft) and to strengthen a joint perspective on
purchasing and operating costs”. Also, performance-based contracts improve the quality of the
projects and enable more effective and efficient management of the projects overall (Straub
2007). Incentives in performance-based contracts can enable the supplier to behave according
to the buyers needs and thus reduce the costs in the long run (Ng et al. 2009; Sumo et al. 2016).

Nevertheless, Berkowitz et al. (2003) remind that it is not possible to maximize both cost effi-
ciency and capabilities, but the companies need to decide which one to invest in. Concentrating
on performance leads to financial benefits such as decreased costs when regarding the whole
lifecycle (Ng et al. 2009; Nowicki et al. 2010; Randall et al. 2011), better return on investment
(Kumar & Markeset 2007). According to Straub (2009), PBC can result in lower overall costs
compared to traditional competitive bidding. The cost savings identified are often approximately
20 percentages, (Straub 2009) and both buyer and supplier can enjoy those since they are incen-
tivized to aim to common goal (Ng & Nudurupati 2010). However, Holmbom et al. (2014, 971)
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question the amount of costs savings, since they claim that it is not clear how the cost savings
are shared between buyer and supplier and that “It is likely that the supplier will demand a price
premium due to the increased financial risks and thus that the customer’s cost will remain the

same or even increase”.

As a result of PBC, information asymmetry between parties decreases, since both parties com-
municate more frequently and thus continually assess the contractual performance (Mouzas
2016). Hence, PBC makes both buyer and supplier more reassured and trustworthy about each
other (Kleemann & Essig 2013), and where cooperation is believed in and where the set require-
ments will be met together with reliable delivery (van Mossel & van der Valk 2008; Nowicki et
al. 2010). Trust-based relationships between the parties also contribute to the supplier’s willing-
ness to take risk and thereafter connect to better risk allocation and cost savings (Straub 2009;
Selviaridis & Norrmann 2014). Furthermore, the stability for both parties increases and thus
facilitate the forecasting of the use of equipment and the conditions under which the perfor-
mance takes place (Ng & Nudurupati 2010; Mouzas 2016). Since there are less disruptions, time
span of maintenance periods can be extended and less changes are needed during the project
(Straub 2009; Nowicki et al. 2010).

One benefit of PBC is also learning which often takes place as a result of intensive interactions,
both formally and informally, through for example, meetings, workshops and trainings (Berko-
witz et al. 2003; Bol & Moers 2010; Nétti et al. 2014). In general, human resource development
has a positive impact on performance (Nurmi 2007), and As Ng et al. (2009, 383) argue “The
quicker and better front line employees are able to adapt the greater will be the gains”. Bol and
Moers (2010) identify this phenomenon as learning-by-doing. Learning-by-doing and many in-
novations can also result from failures which are also integral part of learning process (Berko-
witz et al. 2003; Visnjic et al. 2017). When learning occurs, people tend to share their ideas and
thoughts about the learnt aspect with similar people, often either encouraging or discouraging

others to take similar actions, leading to snowball effect (Bol & Moers 2010).

Since PBC allows suppliers to access the knowledge among the parties involved (Straub 2007;

Claassen et al. 2008), it thus allows and facilitates innovativeness (Gates et al. 2004; Tineo 2007;
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Nowicki et al. 2010; Visnjic et al. 2017), and in the long run both parties are motivated to im-
prove the products and processes (Ng et al. 2013). Innovations that take place during or as a
result of PBC are often incremental innovations, since the supplier is often aiming to prevent
equipment breakdown (Ng & Nudurupati 2010; Caldwell & Howard 2014) by continuously
improving the products (Hypko et al. 2010B). Unfortunately, incentive systems rarely motivate
to invent more influential or radical innovations (Caldwell & Howard 2014), though those are
identified as the source of sustainable competitive advantage (Hypko et al. 2010B). In sum, the
main benefits that can be reached via PBC are potentiality of loyal relationships between the

parties, competitive advantages and future innovations (Glas & Kleemann 2017).

Benefits for buyer Benefits for supplier
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Figure 2. Benefits of PBC for both buyer and supplier

2.2 Potential barriers to PBC

As the extensive amount of benefits of PBC shows, many researches seem to see PBC as an
advantage (Eldridge & Palmer 2008), a successful contracting method (Nowicki et al. 2010) or
even state boldly that to date, PBC has proven to be successful (Kleemann et al. 2012). Despite

these, researchers have also found somewhat contradicting results concerning the benefits of
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PBC, and where the outcome uncertainty can counterbalance the acquired benefits (Hypko et
al. 2010B). Like Guajardo et al. (2012, 962) note, there are “several complexities that make the
quantification of the impact of PBC on metrics such as product reliability a challenging task”.
For example in Brucker and Stewart’s (2011) study, PBC had only minimal or no effects, and
in Howard et al.’s (2016) study the PBC was clearly underperforming. Similar to Brucker and
Stewart’s study, Ssengooba et al. (2012) also found out that in their study that PBC was not able

to deliver wanted outcome.

Additionally, the transition from goods-based contracting to PBC does not happen overnight,
but requires patience and planning. PBC is rather an evolutionary process where the positive
outcomes are not necessarily visible immediately but are often distributed over longer time
(Holmbom et al. 2014; Randall et al. 2015). For example in Faith et al.’s (2010) study of publicly
funded mental health residential program took six years of profound planning and progressive
implementation. Altogether, due to the mixed results, more empirical studies on the topic are
needed (Holmbom et al. 2014).

The potential barriers to PBC are often related to defining contracting details in terms of defining
responsibilities, what is being measured, who is measuring and how the measurements are trans-
lated to incentives (Table 4) (Sols & Johannesen 2013). Transition from goods-based contract-
ing to PBC requires the old and often linear thinking to be replaced with new, multi-dimensional
thinking that should include both the supplier and buyer together with their tangible and intan-
gible assets and processes (Ng & Nudurupati 2010). Similar to benefits, some barriers are more
faced by buyers and some by suppliers. Addressing the identified barriers, majority of the risks
within PBC can be mitigated (Sols et al. 2007), for example with the help of transition contracts
where the change from traditional contracting to performance-based contracting is done gradu-
ally (Sols & Johannesen 2013). Bol and Moers (2010) also note that companies might want to
postpone the application of PBC in their business, but are not necessarily able to avoid it; there
can be social pressure to implement PBC, and for legitimacy reasons the company needs to

implement it sooner or later (Bol & Moers 2010).
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Table 4. Barriers to PBC

Barriers to PBC

Description

Change of roles

Both buyer and supplier are required to re-think their roles and responsibilities,
which can lead to perceived loss of control

Resistance to change and towards the new roles: supplier is now seen as a consult-
ant and buyer is now part of value co-creation

Change in the organi-
zational structure

Restructuring needed both internally and externally, since the organizational struc-
ture to offer services differs from offering products

Boundaries between departments become less clear, making it difficult to separate
management from operations

(Lack of) Integration
and information

Negative perceptions, resistance to change and lack of understanding of PBC cause
ineffective integration, information and resource sharing

Opportunism and dou-

Neither buyer nor supplier is able to measure the other party's accomplishments:
buyer can pretend that they are not satisfied with the performance and supplier can

ble moral hazard .\ .
charge on for additional services

Challenging to mutually agree on what can and cannot be done under the contract,
how to minimize opportunism, who is responsible for what and how to manage the
contract afterwards

Contract design &
management

Relational barriers: inability to agree on things, perceived unfairness
Resource barrier: lack of contract management, resources, competencies and capa-
bilities

Relational and re-
sources barriers

Since PBC is unique to every case, costs, resources and capabilities cannot be pre-
cisely predicted beforehand

PBC can increase complexity and thus increase the costs (even outweigh the bene-
fits of PBC)

Unpredictability

Change of roles

Instead of traditional roles, PBC requires more joint roles in management, strategy as well as in
operations (Ng et al. 2013). The supplier takes an increasingly important role and can be seen
as a consultant, with specific know-how and skills (Straub 2007; Straub 2009). This change of
roles can cause questioning and resistance within buyer’s company (Liinamaa et al. 2016), since
companies might not be willing to change roles or operations that work, since those together
with rules and norms are deeply rooted in the organization’s culture and require time in order to
change (Kindstrom & Kowalkowski 2014; Toytari et al. 2015). Besides, PBC in triads forces

actors to change their roles not only in the beginning but throughout the PBC process (Howard
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et al. 2016), and if the actors are not able to adapt to these new roles, the triad can break down
(Sengupta et al. 2018). As Hartmann et al. (2014) explains, especially suppliers have to move

from “what to do” to “how work is done”.

Besides, to make it even more complex, the both roles in PBC as well as in triads can change
depending on the process phase and thus lead to parties in confusion and eventually underper-
formance or failure of PBC (Natti et al. 2014; Howard et al. 2016). The change of roles can
make both supplier and buyer to feel loss of perceived control (Ng & Nudurupati 2010), for
example when buyer loses some of its know-how when outsourcing the service to supplier (Sols
& Johannesen 2013). From the suppliers perspective, the buyer’s role becomes more important
and might require new ways of thinking, since the buyer is now part of the value co-creation
and vice versa (Ng & Nudurupati 2010). Hence, the new roles caused by the transition can stay
unclear for the actors and thus lead to underperformance (Howard et al. 2016). In order to pre-
vent that, the transparency of the roles and responsibilities should be fostered throughout the
process (Natti et al. 2014).

Besides, the role of the supplier has an impact: Sumo et al. (2016) identified that establishing
PBC with new supplier might be easier than with already existing suppliers, since there is no
need to adjust already existing cooperation methods. However, working with new supplier can
also pose problems, since product-service systems are hard to predict precisely in advance and
can thus lead to value losses (Visnjic et al. 2017). Howard et al. (2016) agree to this by stating
that PBC process requires rationalizing the supplier base. These new roles can also challenge
the implementation team, since they might receive unnecessary research activities that are just
given to them (Ssengooba et al. 2012) but which do not serve the purpose of the implementation

team.

Change in the organizational structure

Closely related to the first barrier, is the need to change the organizational structure which is
necessary when introducing advanced service offerings like PBC (Fliess & Lexutt 2017). Com-
panies that engage in PBC need to go through re-structuring both internally and externally (Datta

& Roy 2013). For example manufacturing firm’s structure is traditionally relying on products,
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and where the service aspect cannot be added on top of but rather requires changing the whole
structure and thinking of what is being offered (Brax 2005). In some cases, the cost of changes
in organizational structure can outweigh the benefits of PBC (Gruneberg et al. 2007). Ng et al.
(2013) identify that performance-based contracts also challenge the boundaries of each depart-
ment, making it difficult to tell where the line between management and operations is and where

each department begins and ends.

Lack of effective integration, information and alignment

According to Liinamaa et al. (2016) the design of performance-based contract as well as com-
mercializing the joint value creation model are barriers that require unraveling (Liinamaa et al.
2016). More precisely, the lack of effective integration and information between the supplier
and buyer organization (Liinamaa et al. 2016) and effective sharing of resources between the
parties are often the root causes of barriers in PBC (Ng & Nudurupati 2010). For example,
different departments can have negative perceptions among internal customers, which further
negatively affects the company’s ability to successfully integrate and share resources together

with the other party (Liinamaa et al. 2016; Meehan et al. 2017).

Surprisingly many companies also struggle to realize their desired outcomes or true needs, mak-
ing it more challenging to cooperate (Sols & Johannesen 2013). Buyer and supplier can also
struggle to align interests, often because buyers tend to think what end customers want instead
of actually asking them, which further leads to contradicting expectations (van der Valk & van
Iwaarden 2011). Besides integrating the buyer and supplier, coordinating the supplier’s suppli-
ers and what their roles are in the new role system is identified as a challenge (Ng & Nudurupati
2010; Kleemann & Essig 2013), and especially in triadic relationships the subcontractor or other
intermediary party can feel role stress when trying to adjust its service to meet the needs of other
parties (van der Valk & van lwaarden 2011). Also, conservative behavior can diminish the like-
lihood that PBC would succeed (Howard et al. 2016). In general, the parties’ unawareness of
PBC together with their fear over long-term commitment also affects negative their willing to
engage in it (Gruneberg et al. 2007). If the cooperation lacks the contextual understanding of
PBC and interest alignment already in the first phase, the cooperation is hardly ever going to
succeed (Ssengooba et al. 2012; Kleemann & Essig 2013).
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Opportunism and double moral hazard

Both buyer and supplier need to be engaged in cooperation in order to create value effectively
and thus one challenge is how to efficiently optimize both parties’ systems together instead of
optimizing them separately (Ng et al. 2009). Double moral hazard arise from the fact that neither
supplier nor buyer’s accomplishments are directly measurable and observable (Roels et al.
2010). Thus, engaging both parties equally can be challenging, since both have the possibility
to act opportunistically: buyer can pretend that they are not satisfied with the result and the
supplier can charge for additional services (Homburg & Stebel 2009) or misuse the information
about buyer’s equipment (Hypko et al. 2010B). Buyer puts a lot effort on the cooperation only
when the supplier’s effort is high and vice versa (Roels et al. 2010). For example Brax (2005)
found in her study that the supplier had acted opportunistically towards the buyer, due to chal-
lenges in communication. Both buyer and supplier also need to keep in mind that disruptive and
opportunistic actions do not only end the relationship but can also negatively affect the reputa-
tion of the company, especially if the markets are transparent, which to some extent can decrease
the opportunism (Homburg & Stebel 2009).

Contract design and management

In general, contract management is often complex and costly, since taking together buyer and
supplier in design, implementation and monitoring contracts requires variety of resources
(Brown & Potoski 2003). However, it is crucial function linking contract design to avoid possi-
ble shortcomings of the written contract (Nullmeier et al. 2016) and to minimize the attributa-
bility-related challenges (Selviaridis & Norrman 2015). Sumo et al. (2016) agree to this, stating
that there is a difference between the supplier autonomy agreed on the contract and granted
autonomy, which is the actual autonomy achieved during the contract execution. Since the con-
tract management can be seen as a legal problem too (Kleemann et al. 2012; Glas & Kleemann
2017), including people who are already familiar with contract management or who have spe-
cific knowledge of the product or service can reduce the imperfections of the written contract,
and thus ensure the accuracy of the contract far better than a lawyer would (Argyres & Mayer
2007; Nullmeier et al. 2016).
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In contract management, one of the challenges is how to set suitable boundaries for what can
and cannot be done under the contract and how to minimize opportunism (Ng & Nudurupati
2010). Consequently, contract management needs to be emphasized and the roles and responsi-
bilities of both parties need to be clearly stated (Sols et al. 2008), together with incentives, KPIs,
service co-production and monitoring systems and other relevant factors (Selviaridis & Norr-
man 2015). Berkowitz et al. (2003) also remind that responsibilities that are considered every-
one’s responsibilities are often no one’s responsibilities. Though contract management and legal
aspects seem to worry the parties, the problem seems to be more of a lack of practical experience

rather than strict legal regulations (Kleemann et al. 2012).

Relational and resource barriers

In addition to organizational change, both buyer and supplier need to reorganize and reassess
the resources and internal processes of organizations (Selviaridis & Norrman 2015). The same
applies for triads: though the interest are presumed to be aligned between the buyer and end
user, there are variety of reasons why the interests differ (Howard et al. 2016). Meehan et al.
(2017) identify myths, mistrust and perceptions of procurement as relational barriers and capac-
ity issues and capability issues as resource barriers. Basically, relational barriers keep the rele-
vant parties who could create value together and engage in value-based approach apart from
each other (Meehan et al. 2017). Relational barriers can be the inability of buyer and supplier to
agree on suitable reward level (Christianson et al. 2008) or perceived fairness of incentives and
attributability (Selviaridis & Norrman 2015). For example in Ssengooba et al. (2012) found out
in their study that if companies perceive unfairness, they are more likely to lessen the coopera-
tion which further leads to worse performance. For example contract management, or actually
the lack of it, is seen as resource barrier, which often can be alleviated with close cooperation
(Meehan et al. 2017). After all, partnership is accordance with PBC (Straub 2007).

By the definition of Randall et al. (2011, 333), PBC is seen “as the ability to create a perfor-
mance-based focus, align activities, and develop an entrepreneurial (risk accepting) culture”.
Fliess and Lexutt (2017) contribute to this, stating that complex service businesses, such as PBC,
call for specific resources, competencies and capabilities. Employees can also lack these skills,

which means that the expected performance target cannot be met (Kumar & Markeset 2007).
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People are the most important asset of any organization, and if both parties are not able to fully
commit to PBC, PBC initiative is doomed to fail (Sols & Johannesen 2013).

Unpredictability of costs, resources and capabilities

Though the PBC leads to improved quality, the equipment that previously have broken down
regularly break down now irregularly so that costs related to the breakdowns are impossible to
forecast (Ng & Nudurupati 2010). In other words, as a result of improved performance, break-
downs of equipment decrease causing the unpredictability of costs to increase (Ng et al. 2009;
Ng & Nudurupati 2010). Kumar and Markeset (2007) also identify competences and skills also
cost drivers for PBC; if skills required are highly specific, they can increase the salary costs that
further can become the activity’s cost driver. Furthermore, Bol and Moers (2010) note that the
benefits received from refining the PBC can lead to increased complexity which further in-

creases the costs and where the benefits might not be able to outweigh the costs.

Similarly, the unpredictability increases since the ability of the buying firm’s management to
monitor the variety has increased (Ng et al. 2009). To again increase the predictability, the com-
pany needs to either cut down the variety or to delegate part of the variety down to lower levels
of organization which means giving them more autonomy (Ng et al. 2009). Selviaridis and Norr-
man (2014) also found out that some buyers are not interested in applying PBC, because offering
financial incentives make service more expensive thus increasing the costs. They also state that
increased costs that result from better performance are not in line with the cost savings targets
companies often have. In addition to costs, the unpredictability of capacity required can lead to
underestimation of capacities required to implement PBC and thus PBC should not be attempted

prematurely but rather with careful and thorough consideration (Ssengooba et al. 2012).
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3 The elements of performance-based contracting

Though there are quite some studies about PBC, most of them do not precisely explain how this
new type of contracting should be introduced in practice (Kim et al. 2007; Datta & Roy 2011).
Ng and Nudurupati (2010) agree to this, and point out that the complexity of implementation
results from the fact that in order to successfully implement PBC, both buyer and supplier need
to change their way of thinking; since value of PBC is being created jointly, new roles and
responsibilities needs to be adopted. In other words, delivering performance requires different
approach than delivering a product (Ng & Nudurupati 2010; Kleemann et al. 2012).

Sols et al. (2007) identify choosing the suitable measures to assess the performance effective-
ness and sound incentive system that links payment to performance as the main barriers of the
implementation of PBC. Selviaridis and Wynstra (2015) illustrate performance, risk and incen-
tives as interrelated dimensions, which concern especially the design and management of PBCs.
Datta and Roy (2011) offer slightly different perspective on PBC, and identify contract defini-
tion, supplier’s operations strategy, buyer operations strategy and service delivery as aspects
that affect the implementation of PBC. According to them, contract definition includes agreeing
on incentive systems and performance measures, supplier’s operation strategy describes the sup-
plier’s organizational readiness, buyer operation strategy describes the co-production of value
and service delivery describes the chosen performance measures. Henceforth, this chapter
delves into key elements of PBC identified in the literature of what could and should be taken

into consideration when introducing PBC in service triads.

3.1 Incentivizing systems

One of the key dimensions of PBC are the incentive systems (Selviaridis & Wynstra 2015).
Typical for performance-based contracts is to align incentivizing system so that all the actors
benefit if the wanted outcome is achieved (Guajardo et al. 2012; Ng et al. 2013). Receiving a
reward from better performance is intuitively appealing and to a certain point, people are willing
to do better if they are going to be compensated (Christianson et al. 2008). Mirzahosseinian and

Piplani (2011) and Sumo et al. (2016) take a slightly different point of view stating that suppliers
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should be incentivized to act according to buyer’s needs, which in turn can lead to maximizing
returns because of improved sources of performance. Sols et al. (2008) agree to this, stating that
the buyer has the main role when it comes to choosing performance targets, measurement met-

rics and the amount and type of rewards for incentive systems.

Though the incentives play a great role in PBC, the companies should also have an eye for
cooperation, especially when it comes to enforcing activities in the beginning of the cooperation
(Nullmeier et al. 2016). Sols et al. (2008) also note that the level of incentives should be set so
that supplier is encouraged to perform within certain performance frames simultaneously disin-
centivize to overperform and underperform (Sols et al. 2008). As Selviaridis and Wynstra (2015,
3509) put it “the incentive structure impacts on supplier behavior either positively or negatively
during contract management”. On the whole, incentive systems should be chosen keeping in
mind the contracting goal and should be changed in case it fails to manifest the goal (Kleemann
et al. 2012). Similar to performance metrics, the possibility to adjust and change the incentive
systems if needed is paramount, since often the impact of incentives on supplier’s behavior is

only seen at the contract management phase (Selviaridis & Wynstra 2015).

Well-established incentivizing systems are seen critical success factors for PBC (Datta & Roy
2011) and expected to lessen the need for direct monitoring, since it enables better information
coordination (Bol & Moers 2010). Hypko et al. (2010B) remind that the possibility to reduce
monitoring costs depends on how willing the supplier actually is to act in the buyer’s interests.
Straub (2007) state that in PBC there is often fixed-price and the incentive, though it might not
be feasible in real life; they reveal that at least in construction maintenance, the fixed-price on
performance-based contacts is short of flexibility due to the lump sum. For instance in public
transportation, the lump sum paid for the transportation company often covers the costs, but it
cannot be fully covered with ticket revenue and thus the different subsidies need to be added
(Fearnley et al. 2004). Instead of full inspections of performance, PBC also allows buyer to
check occasionally the performance, thus alleviating the pressure set to supplier (Straub 2007).
“Cooperating is linked to enforcing, as the enforcement of performance targets can lead to sub-
sequent adjustments in the information exchange. Goal alignment is facilitated by engaging in
enforcing activities” (Nullmeier et al. 2016, 33). Surprisingly, Benzer et al.’s (2014) study found
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out that when the performance has reached its high level incentive systems can be reduced or

even removed without having severe impact on the future performance level.

What is the performance then compared to? Christianson et al. (2008) state that incentives can
be based on predetermined benchmarks, however these pose some problems to the buyer. Other
possibilities would be to compare the performance to a particular year or the previous year,
however these also have some downsides (Fearnley et al. 2004). According to Sols et al. (2007),
historical data from previous years should work well as a basis for measuring future perfor-
mance. Historical data is used to set the normal level of performance and of which is to be
adjusted regularly when new data becomes available (Sols et al. 2007). For example in Fearnley
et al.’s (2004) study on public transportation, three types of subsidies are suggested based on
which the performance can be assessed: 1) passenger-related subsidies, 2) kilometer-related
subsidies and 3) seat-related subsidies. All the three subsidies are interrelated when it comes to
the number of passengers and hence, there can be more than one possible combination of opti-
mal service level. In public transportation all the combinations that could work in theory, to
achieve the optimal service level, do not work in practice (Fearnley et al. 2004), which needs to
be kept in mind when optimizing the service level. Fearnley et al. (2004) for example remind
that the ticket prices cannot be raised remarkably because of the regulation thought they techni-

cally could contribute to optimal service level (Fearnley et al. 2004).

Pricing

Complex services often require more advanced pricing methods compared to traditional fixed-
price methods, where the supplier is given incentive to reduce the costs or improve the perfor-
mance in order to be rewarded (Glas et al. 2011). Generally, in performance-based contracting
the payment for the supplier can be based on fixed-price, cost-plus or purely performance-based
pricing (Kim et al. 2007; Collins-Camargo et al. 2011). Datta and Roy (2013) also add cost-
reimbursement contracts between cost-plus and pure PBC. In fixed-price the idea of incentive
system is to mutually agree on a lump sum for supplier for a level of performance (Kim et al.
2007; Kindstrom & Kowalkowski 2014), and if the supplier is able to reach it with lower costs
that expected, the saved costs become profit for supplier (Randall et al. 2011). Fixed-price pric-

ing can be measured based on output or effort (Roels et al. 2010). Fixed-price is seen to be
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highly motivating for suppliers (Kindstrom & Kowalkowski 2014), since if the costs are higher

than expected, the profit marginal of supplier decreases (Randall et al. 2011).

Cost-plus pricing on the other hand is in between the fixed-price and pure performance-based
pricing. In cost plus, the buyer pays supplier certain fixed-price and a premium, depending on
the performance level achieved (Kim et al. 2007). According to Selviaridis and Wynstra’s
(2015) study, most of the studies of PBC pricing are related to cost-plus pricing. In turn, in pure
performance-based contracting the suppliers’ compensation is fully tied their performance (Kim
et al. 2007). Hence, if the supplier is only paid when a certain performance level is reached, the
motivation is at its highest, since the supplier aims to maximize its profit rates (Kleemann et al.
2012; Xiang et al. 2017). Tying the pricing together with performance motivates the supplier to

discover new ideas and to innovate to avoid costs in the future (Kleemann et al. 2012).

According to Bonnemeier et al. (2010) traditional pricing methods, fixed-price and cost-plus
models, have only one parameter that is measurable: supplier’s effort. Contrary to these tradi-
tional pricing methods, PBC is seen as an innovative pricing model (Bonnemeier et al. 2010).
Caldwell et al. (2009) agree to this by reminding that compared to traditional contracting, per-
formance-based contracting does not have market prices on performance as there are for exam-
ple catalogs for products. In some cases, combining fixed-based pricing to performance-based
component works better than purely using only one pricing method (Kim et al. 2007). Further-
more, PBC enables the use and further focuses on value-based pricing (Liinamaa et al. 2016).
Contrary to traditional fixed-price models, advanced performance-based contracts are non-
standard and challenges the expectations of the roles in the markets and traditional value allo-
cation patterns (Liinamaa et al. 2016). Bonnemeier et al. (2010) also state that if suppliers are

able to make their services transparent enough, PBC should motivate buyers to purchase more.

3.2 Managing risk and uncertainty
Gruneberg et al. (2007, 692) define risk as “a combination of the three factors of probability,
magnitude and frequency” and when understanding these factors companies can better adjust

their actions towards the risks. Though it might seem that PBC only benefits the buyer and the
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supplier only receives risks, this is not the case (Eldridge & Palmer 2008; Hypko et al. 2010B;
Guajardo et al. 2012). Both parties need to invest in beyond financial terms and agree on PBC
design, performance metrics, rewards among other essential specifications (Datta & Roy 2011;
Holmbom et al. 2014). Supplier’s increased financial risk can also be seen as a benefit, since it

increases supplier’s responsiveness and freedom (Roels et al. 2010).

Even though supplier bears significant financial risk (Martin 2007) and its reward is dependent
on the performance level achieved (Holmbom et al. 2014), the risk concerning the performance
is also shifted from the supplier to buyer to some extent (Ng et al. 2013; Howard et al. 2016).
However, some costs can be shared (Ng et al. 2013), incentive systems designed and perfor-
mance monitored targeting to minimize opportunism (Greiling 2006). According to Kleemann
and Essig (2013), the supplier can decide if it wants to bear the whole risk itself, share it with
its own suppliers or refuse to engage in PBC because of the risk. Furthermore, the supplier’s
willingness to take risk also affects the amount of risk it is able to transfer to its own suppliers
(Selviaridis & Norrman 2014). According to Datta and Roy (2013), it is not clear how much of
the supplier’s risk is being transferred to sub-suppliers or along the supply chain, but Selviaridis
and Norrman (2014) found out that sub-suppliers are rarely willing to bear such risk, because
they are not able to acquire the incentives either. Due to the shift of risk and shared costs (under
these circumstances), under long-term, the firms are encouraged to improve the design of the
products and make the maintenance and repair processes more efficient to improve the profita-
bility (Ng et al. 2013).

PBC is more common when the cost uncertainty is low (Kim et al. 2007) and when the output
is correspondingly dependent on both parties’ efforts (Roels et al. 2010). Datta and Roy (2011)
further elaborate this by stating that supplier should be prepared for additional investments and
improvements to guarantee performance. According to Martin (2007) suppliers’ financial risk
grows also when the supplier is rewarded is based on only performance. To align the interests
of supplier and buyer, the incentivizing systems are needed, and they often take place when the
performance needed is complex (Caldwell & Howard 2014). Hence, it can be said that the fi-

nancial risk for supplier often goes hand in hand with remuneration.
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PBC relies on the idea that “the greater the risk, uncertainty and complexity the greater the level
of incentive required to ensure successful completion of tasks” (Berkowitz et al. 2003, 47). In
addition to rewarding incentive systems, companies can also use negative incentivizing systems
to penalize if certain service level is not reached (Berkowitz et al. 2003; Eldridge & Palmer
2008), since low performance can automatically affect the satisfaction of the end-customer (van
Mossel & van der Valk 2008). For example, train operators in some countries are penalized if
they perform poorly on punctuality (Fearnley et al. 2004). Of course penalizing should not in-
crease the perceived risk for the supplier, and thus the incentivizing systems cannot be negative
(Fearnley et al. 2004). Incentives that were not seen or thought beforehand might also arise
when implementing PBC (Shen 2003). Anyhow, performance needs to be defined, measured
and monitored so that rewards and penalties are justified (Collins-Camargo et al. 2011), if the

supplier’s performance exceeds or fails to meet the target performance level (Sols et al. 2007).

In complex services offerings, shifting the risk and responsibility to supplier often leads to the
increase of outcome uncertainty (Datta & Roy 2013; Nullmeier et al. 2016). To balance this
uncertainty, which often is a result of insufficient information and inability to affect external
conditions (Hypko et al. 2010B), the buyer needs to be involved and committed in the contract
management (Nullmeier et al. 2016). Besides, agreeing on incentive systems and further intro-
ducing and communicating them can be demanding (Sols et al. 2007; Christianson et al. 2008;
Selviaridis & Norrman 2015), since maintaining these systems is costly and setting incentive
threshold on a suitable level to motivate the supplier is challenging (Sols et al. 2007; Caldwell
& Howard 2014; Selviaridis & Norrman 2015). Due to the complexity and dynamism of PBC,
the performance requirements also need to be flexible and therefore maintainability and sup-
portability should be included (Sols et al. 2007). In other words, suppliers optimize their pro-
cesses and products guaranteeing the performance level and thus ensuring that buyer receives a

product that fulfills or even exceeds the expectations.
Furthermore, Ulaga and Kohli (2018) identify need uncertainty, process uncertainty and out-

come uncertainty as factors that often arise related to performance-based solutions. To minimize

the uncertainty and optimize the performance outcome of the solution, the flow of essential
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information needs to be ensured and to support the buyer to adapt and engage in the new coop-
eration model (Ulaga & Kohli 2018). Here, the sales personnel play a great role, since they work
in the interface of the buyer, supplier and end-customer and should identify and take actions if
the buyer and supplier are not able to meet the end-customer’s needs (Ulaga & Kohli 2018). On
the other hand, although the new performance-based model brings benefits and boost the busi-
ness, adopting to new cooperation model can negatively affect the short-term performance met-
rics (Ulaga & Kohli 2018), since the benefits of PBC can be obtained throughout the contract
period (Holmbom et al. 2014). Generally speaking, when the incentivizing system is highly
motivating and the expected costs related to risk are low, the companies find it easier to adopt
the PBC at an early stage (Bol & Moers 2010).

3.3 Design of performance-based contracts

Eldridge and Palmer (2008, 161) illustrate the core idea of PBC by stating that “The dilemma
for the principal is how best to design a contract that will motivate the agent to behave in the
way that they desire, even when they cannot fully monitor what the agent is doing”. In turn,
Mouzas (2016) states that performance-based contracting aims to align the performance targets
for both parties, because both parties aim to balance their need for certainty and ability to fore-
cast future performance simultaneously being able to innovate and otherwise be flexible. Nev-
ertheless, the contracting parties can have very diverse interpretation of the contracts, and thus

a lot of negotiating in required (Caldwell et al. 2009).

When it comes to designing the performance-based contract, the features of the service in ques-
tion and the features of the relationship between the contracting parties affect the contract type
chosen (Homburg & Stebel 2009). Of course, optimizing the design of the contract aims to
ensuring that the contract mechanism is financially viable for both parties (Ng et al. 2009), and
simultaneously minimize opportunism (Nullmeier et al. 2016). Tate et al. (2010) also note that
in triads, one of the actors can indeed act opportunistically if the contract is not designed care-
fully. However, Kleemann et al. (2012) remind that though performance-based contracts are
most likely more complex than traditional contracts of individual transactions, the number of

individual contracts is reduced remarkably. In other words, combining previously individual
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transactions to one contract clearly makes the contract more complicated but allows the parties

now to assess it as one entity.

Mouzas (2016) represents (contractual) effectiveness, efficiency and risk as aspects based on
which’s combination the overall performance (of the contract) can be analyzed. Technically,
maximizing all the three aspects simultaneously would lead to superior performance, but unfor-
tunately in practice this highly unlikely (Mouzas 2016). For example, when the contract empha-
sizes the performance of high efficiency and low risk, it does it so at the expense of ignoring
innovation (Mouzas 2016). Especially the willingness to tolerate risk affects what type of con-
tracting and pricing the parties engage in (Hooper 2008). This alignment together with the so-
lution design should be already done in an early stage, such as contracting, since otherwise it
might put the whole cooperation project in danger (Aarikka-Stenroos & Jaakkola 2012). In other
words, the smoother the cooperation between buyer and supplier already from the beginning,
the better the contract performance, at least in theory (Ng et al. 2013).

Including both suppliers and sub-supplier from the beginning and ensuring joint communication
channels and information flow allows the trust, mutuality and alignment to grow between the
parties (Pinnington et al. 2016) thus leading closer to the maximum benefits of PBC (Kleemann
& Essig 2013). Compared to contracting products or simple services, the PBC requires the con-
tracting parties to interact and communicate regularly (Homburg & Stebel 2009; Kleemann &
Essig 2013; Pinnington et al. 2016), to ensure that both parties are on the same page. Neverthe-
less, suppliers are not always able to convince sub-suppliers to engage in PBC, thus challenging
alignment and success of the whole supply chain (Kleemann et al. 2012). Compared to dyads,
van der Valk and van lwaarden (2011) questions the importance of contractual alignment in
triadic relationships, since their study found out that triads can do business effectively though
there would be no formal contractual alignment. This is surprising, since Tate et al. (2010) high-
light in their study that deciding suitable contractual arrangements together with internal align-

ment is crucial in triads.

When purchasing complex services, the parties often aim to reduce the complexity and risk of
contract failure by designing more precise contracts with clear roles (Brown & Potoski 2003;
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Argyres & Mayer 2007). Hensher and Stanley (2008) remind that though contracts in theory
could cover all the relevant aspects with no faults or misinterpretations, this in practice is not
possible. They also point out that highly complex contract often increase transaction costs, since
ensuring the compliance is expensive and can lead to budget eruption. These complex contracts
and transactions related to them emphasize the importance of appropriate contract design that

supports solving problems together and targets value creation (Argyres & Mayer 2007).

In turn, incomplete contracts require negotiations, which further enable both parties to propose
changes and thus increases transparency (Hensher & Stanley 2008). Here, transparency is one
of the key feature of PBC, and it should offer full visibility for the whole contract (Datta & Roy
2011). Besides, contracts are often seen as a means to renegotiate and adjust the cooperation,
they are often less detailed and rely on self-enforcement rather than legal enforcement or a list
of strict obligations (Hooper 2008; Mouzas 2016). The contracts should include operational in-
structions and procedures only if there is not enough information available for contracting par-
ties to take care of their responsibilities themselves (Buchanan & Klingner 2007). However, it
is good to keep in mind that the markets and industries can vary greatly, and thus incentives and
contracts need to be customized (Berkowitz et al. 2003) to meet the needs of each market and
industry (Fearnley et al. 2004), and that the contracting parties can also decide beforehand how
precise contracts they want to negotiate (Hartmann et al. 2014). Besides, cooperation evolves
with time, and the longer the parties work together, the more they are able to modify the contract

to fit the real situation and needs (Argyres & Mayer 2007).

The work does not end when the contract itself is ready, but extends to cover the contract im-
plementation and management too. Change is fundamental to PBC (Randall et al. 2015) and
during the implementation process the strategy, contract details and compensation mechanism
should be assessed regularly and if necessary, adjusted to current needs (Kumar & Markeset
2007; Kleemann et al. 2012). Also the value the contract aims to target should be kept in mind
during the whole contracting time (Pinnington et al. 2016). Performance requirements and con-
tractual aspects are likely to evolve during the lifecycle of the service (Datta & Roy 2013), and
there are inevitably details or circumstances that were not seen beforehand, or something so

complex that it could not be described in the contract with sufficient detail (Hensher & Stanley
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2008). By adjusting the contract during the process, the possible gap between required perfor-
mance and delivered performance can be minimized (Kumar & Markeset 2007). Luckily, com-
panies learn and their contract design capabilities improve as the people taking part in contract

design learn to better deal with these trade-offs (Argyres & Mayer 2007).

The contracts between buyer and supplier are often optimized so well commercially, that no
further improvements can be made (Meehan et al. 2017) and thus the approach to the contracts
and cooperation need to change to better meet the needs of both parties. Nevertheless, this does
not mean that the PBC ignores the need for cost reduction, but rather gives priority to contextu-
alized, temporal and multifaceted cost reduction (Bonnemeier et al. 2010; Meehan et al. 2017).
Rather than concentrating on minimizing the supplier’s costs, the concentration is steered to-
wards the value for the buyer (Bonnemeier et al. 2010). On the other hand, launching PBC
aiming at long-term cooperation in itself is seen beneficial, though also relatively costly (Straub
2007).

The value created in close cooperation can either benefit or suffer depending on how well the
parties are able to diagnose needs, design and produce the wanted performance level and how
well possible value conflicts are managed (Aarikka-Stenroos & Jaakkola 2012). Ideally, the
parties need to agree upon what are each actor responsible for and what are their tasks, and state
it clearly on the contract (Straub 2009), rather than tying the tasks to mutual contributions (Roels
et al. 2010). However, defining the specific roles of each party can be challenging, because in-
depth knowledge of the technologies and know-how are often required to give detailed descrip-
tion (Argyres & Mayer 2007).

In addition, Aarikka-Stenroos and Jaakkola (2012) found out that if there is a trust-based rela-
tionship between buyer and supplier, the supplier may be able to even expand their service pro-
posal and thus increase the value rather than making buyer to feel that they are being pushed by
extra sales. Glas et al. (2011) note that cooperation between parties relies on contractual basis
but can also take a form of strategic partnership. Albeit Glas et al. (2011) opinion, Sols and
Johannesen (2013) argue that PBC requires partnership between the parties and causing either

48



both to succeed or fail. Especially in short-term contracts the level of trust and reputation impact

the amount of control needed in the contract (Homburg & Stebel 2009).

Low term specifity enables supplier autonomy, which is also found to affect positively supplier
innovation (Sumo et al. 2016). Therefore, since low term specifity is characteristics to PBC, it
can be deduced that PBC can support supplier innovation. However, according to Sumo et al.
(2016), the supplier has to be granted autonomy in the execution of contract phase which, sur-
prisingly, might not be as easy as thought, especially if the parties are used to precise contracts.
Giving supplier autonomy and open systems decreases the firm’s predictability and thus might
be challenging for the firm to grant such power (Ng et al. 2009). Besides, sharing knowledge
between firms especially in long-term relationships improves the level of communication (Mou-
zas 2016) and the new model has obliged the contracting parties to re-evaluate their communi-
cation methods (Gates et al. 2004).

Nullmeier et al. (2016) also indicate that the literature about PBC shows that the outcome un-
certainty arises from sources in the external environment, rather than internal environment. Con-
trary to this, Nowicki et al. (2010) identify factors such as processes, operating profiles, mainte-
nance philosophies and logistic footprints among others that can and are likely to change over
long term, and which are more part of companies internal environment rather that external en-
vironment. On one hand, buyer’s role in PBC lessens the attributability of performance out-
comes to suppliers, but on the other hand, with the buyer’s contract management actions the
disadvantage of lessened performance attributability can be deliberately avoided (Nullmeier et
al. 2016).

Moreover, contract management should be wholly or partly the responsibility of the operational
departments instead of solely relying on purchasing department (Nullmeier et al. 2016). A com-
pany that wishes to introduce PBC in their business can form a check-list with drivers and bar-
riers to see whether it is feasible to shift to PBC (Visjnic et al. 2017). On the other hand, the
identified value drivers can be used as basis to form optimal performance-based contract, where

the key value drivers are emphasized and value loss drivers are mitigated (Visjnic et al. 2017).
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When it comes to contract management, the buyer needs to monitor, enforce, coordinate and

cooperate the contract and contracting parties (Nullmeier et al. 2016).

Caldwell and Howard (2014) state that private market firms who act in a limited markets have
the possibility to be flexible with the contracts, and adopt new contractual arrangements when
the situations change. Hypko et al. (2010B) found that manufacturing companies are relatively
reluctant to use PBC, because of the risk transfer from buyer to supplier. Roels et al. (2010) also
remind that service characteristics, e.g. output and input measurability, uncertainty and value

enhancement opportunities affect the optimal contract selection.

Governance

Kumar and Markeset (2007) found out in their study that several companies measure and mon-
itor the performance of their suppliers, buyers and within the firm by for example arranging
meetings regularly, using different feedback systems and visits to buyer’s/supplier’s sites. How-
ever, only a part of companies had set up systematic and precise systems to measure the perfor-
mance (Kumar & Markeset 2007), maybe partly because monitoring is often very costly for the
company (Brown & Potoski 2003). Though it would be expensive for company, these formal
control mechanisms such as specific contracts mitigate the risk of moral hazard and other con-
tracting risks (Caldwell et al. 2009). Brown and Potoski (2003) identified four activities that can
be seen as formal control mechanisms: monitoring complaints, distributing regular satisfaction
surveys, assessing supplier performance data and setting strong incentives to report when per-
formance is lower than expected. Visiting supplier’s site is identified as one monitoring method
since it requires only little technical knowledge, though the downside is that it’s relatively costly
(Brown & Potoski 2003). It is interesting to note that for example Bol and Mayers (2010) state
that due to the shifted risk, the buyer could (and should) decrease supplier monitoring, however
Kumar and Markeset (2007) remind that buyers can justify their monitoring by entreating for
making sure that the used strategy complies with set requirements. This evokes the need for

parties to agree to what extent the monitoring from the buyer’s side is needed.

Formal control mechanisms are not the only way to monitor supplier performance, but informal

control and monitoring mechanisms such as trust and mutual commitment also play a great role
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(Caldwell et al. 2009). For example van der Valk and van Iwaarden (2011) found out that rela-
tional governance and social contracts are more effective than contractual governance and for-
mal contracts in triadic relationships. Besides, Brown and Potoski (2003) remind that if the ser-
vice produced is highly complex, there is no guarantee that current contract monitoring activities

would be sufficient to assess the performance, but new monitoring activities may be needed.

3.4 Drivers and antecedents of PBC

As Liinamaa et al. (2016) noted in their study, the PBC process starts with identifying and de-
fining the problem; in their case the company had difficulties capitalizing the value of their
offering and lack the necessary selling methods. To their opinion, and which fits the idea of
abductive case study, the contract design and development processes were iterative processes
between the current best practices from the literature and the real situation (Liinamaa et al.
2016). To succeed in the iterative process and further effectively introduce PBC, both the buyer
and the supplier should have two interconnected capabilities: contractual capabilities and rela-
tional capabilities (Hartmann et al. 2014). According to Hartmann et al. (2014) contractual ca-
pabilities refer to the parties’ capability to understand the needs of PBC and convert those to
contractual means, whereas relational capabilities focus on the relationships between and within
the parties, highlighting the importance of trust. The buyer’s ability to access and handle the
previous data can be seen as a contractual capability: the better the buyer makes use of the
historical data, the more accurate the set performance metrics are (Selviaridis & Normann 2014).
Additionally, buyer’s contractual capabilities are their ability to rationalize supplier base (How-
ards et al. 2016) and the ability to estimate the costs and wanted performance, just to name a
few (Tineo 2007).

To familiarize oneself closer with relational capabilities, high level of trust is expected espe-
cially in triadic relationships, since in triads the value propositions are first created jointly (Natti
et al. 2014), and then coproduced jointly (Ng et al. 2009). For example, van der Valk and van
Iwaarden (2011) present that an organization can pay for its supplier to deliver service directly
to the end customer or by the premises of the end customer. This requires trust towards all the

parties and that they are able and willing to meet the expectations, though supplier and end
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customer might not directly be contractually bound to each other (van der Valk & van Iwaarden
2011). Thus, building trust, commitment, communication and knowledge of value are identified
as the keys to successful PBC and hence should be the target for all the parties involved (Randall
et al. 2011; Natti et al. 2014). This alignment of behavior and information between the parties
has positive affect the contracting performance (Ng et al. 2013) and hence, mutual trust, com-
mitment and other soft factors should be strived for (van der Valk & van Iwaarden 2011). Nev-
ertheless, the actors can have their own objectives which can contradict (Tate et al. 2010; van
der Valk & van Iwaarden 2011), and for example cost reduction and price are often buyer’s
main objectives whereas the end customer is often mainly concerned about the service quality
(van der Valk & van Iwaarden 2011).

In PBC, frequent communication within triadic relationship is vital, and it is seen as a tool to
respond to the concerns of the parties (Salo et al. 2009). According to Choi and Wu (2009), the
complexity of the relationships is better understood and better relationship-related decision can
be made under a triadic approach. However, if the parties feel that some party has more control
over the cooperation, it can mediate the alignment between the parties (Ng et al. 2013). For
example, if the supplier perceives buyer’s control too dominant, they might be more reluctant
in finding the alignment with the buyer. Salo et al. (2009) study also gives hope for companies
whose relationships are not at their best, since they show in their study that even damaged rela-
tionships can be restored as well. The virtue behind identifying needs, expectations and prereg-
uisites for cooperation lies in the fact that “even though business relationships are built between
companies, they always rely on the engagement of the people acting on behalf of the companies”
(Salo et al. 2009, 630).

Critical to cooperation is to understand how the value is created as a result of the cooperation
processes, and furthermore how this understanding can be used to manage the relationship (Ng
et al. 2013). Both parties also need to understand that working closely together holds much more
potential for both parties instead of the traditional situation where both parties try to maximize
their own outcomes (Ng et al. 2009). Ng et al. (2013) also remind that neither firm is able to
realize the drivers by themselves, but that the value is created jointly in processes of which both

contribute to. Visnjic et al. (2017) agree to this, by showing that the closer the suppliers are to
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the buyers, the better latent needs are understood and more effective solutions can be built. In
turn, Randall et al. (2011) emphasize the importance of the byer organization’s managers and
their ability to be innovative and promote entrepreneurial behavior, trust and safety. In other
words, the closer the actors work, the better the communication and level of trust between the
actors are and the better their managers are, the more likely they have the required drivers to
engage in PBC.

While the literature seems to identify beneficial capabilities for PBC and what should be taken
into account before the contract is signed, only little or no literature has been written about the
perceptions or reactions of the actors involved. It is surprising, since the enablers are proven to
have a direct positive effect on the success of PBC implementation (Devries 2005). Altogether,
it is crucial to identify these perceptions, capabilities, expectations and prerequisites, since those
can be seen as enablers or barriers to PBC. Devries (2005) also identified performance metrics,
incentives and partnership among others as the most common enablers of PBC. Hence, by iden-
tifying the enablers and barriers, the companies are able to tackle the barriers and have realistic
and clear vision of the contracts, further enabling the implementation of the contract so that it is

likely to succeed.
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4 Methodology

Qualitative embedded single case study was chosen as the method for this study, because current
studies of both PBC and triads are frequently qualitative case studies (Martin 2007; Selviaridis
& Wynstra 2015; Sengupta et al. 2018). Embedded single case study studies a phenomenon (the
unit), where there are multiple layers (subunits) within a single case (Scholz & Tietje 2002; Yin
2018). Embedded single case study thus goes in parallel with the research setting, where the

main unit of the study is the triad, and the different subunits are the actors of the triad.

Halinen and Térnroos (2005) state that case research can offer a multi-sided view within its
context, and thus enable close examination and further rich description. Due to the triadic ap-
proach, the study benefits from the ability to take profound multi-sided, or in this case three-
sided perspective, on the situation and encapsulate the perceptions, expectations, barriers and
goals of each actor. Transition from procuring products to procuring complex performance af-
fects variety of people, enabling rich descriptions and delving into the topic, thus supporting the
selection of case research as the most suitable research method. Case research is often used to
study contemporary phenomena (Halinen & Tornroos 2005; Eisenhardt & Graebner 2007; Yin
2018) over which the researcher has no control and where the boundaries between context and
phenomenon might not be visible (Yin 2018). Here, transition process from one contracting and
pricing model can be seen as a contemporary phenomenon, further strengthening the method

selection.

In general, case studies can be divided to single case studies and multiple case studies based on
the amount the cases in the study (Dubois & Gadde 2014; Yin 2018). For this study, single case
study was found suitable, since the triad can be seen as a unit, a small network with interde-
pendent relationships. In the network, where some have stronger ties than some others, and
within the triad, they form multiple dyadic relationships making triadic approach more complex
than the dyadic approach (Howard et al. 2016). Besides, single case studies enable examining
and deeper understanding of a situation or phenomena under often extraordinary circumstances
(Yin 2018). In other words, the idea is to go deep into the triad and identify the characteristics
of this one of a kind phenomenon. Furthermore, Vedel et al. (2016) identify that taking a triadic
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approach is helpful for researchers conducting a case study and thus embedded single case study

with triadic approach is seen suitable.

The main outcome of a case study is not necessarily to create generalizable and universal theo-
ries, but rather to improve context-specific understanding of a phenomenon (Dubois & Gadde
2002; Halinen & Tdérnroos 2005; Easton 2010; Hirsjarvi et al. 2009; Jarvensivu & Tornroos
2010), often under circumstances that deviate from normal (Eisenhardt & Graebner 2007; Yin
2018), are new to the research or where the research is inadequate (Eisenhardt 1989). Hence,
the idea of the study is not to offer precise one-size-fits-all guideline on how to move towards
PBC, but rather offer closer look on this particular situation, and based on which decisions in
the case companies can be made in the future. If the goal would have been to understand “the
bigger picture” and to find generalizable results, multiple case study would have been chosen
(Dubois & Gadde 2014). Besides, single case studies can offer a great opportunity to examine
unusual yet significant phenomenon (Eisenhardt & Graebner 2007). PBC in forest industry can
be seen as significant, since the slow-moving industry is believed to be revolutionized with the
effective introduction of the new contracting model. All in all, compared to mainstream deduc-
tive research, case studies offer theory-building approach from vast amount of rich empirical
data which often leads to theory that is precise and reflects the real situation (Eisenhardt &
Graebner 2007).

While most of the literature takes dyadic approach to study supply chain relationships (Sel-
viaridis & Norrman 2015), the less known triadic approach might be more feasible, since it
enables examining the relationship between parties involved in supply chain and how kind of
network dynamics work (Natti et al. 2014). As Wynstra et al. (2015, 2) put it “triads provide a
critical context to better understand the nature and relative importance of various inputs for the
service process”. Lately, especially interconnectedness, relationship between the actors and con-
tracting have received attention (Sengupta et al. 2018). In Natti et al. (2016) study, triadic ap-
proach was also the most suitable approach, since all the three parties taken under examinations
were interested in value co-creation. Besides, examining triadic relationship is interesting be-
cause the triad composes from at least three dyadic relationships between the actors creating a

network of relationships, and thus provides more powerful tool than only examining dyadic
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buyer-supplier relationships (Nétti et al. 2016). These dyadic relationships between parties con-
sist of flow of service, information, money, social and relational elements and knowledge among
others (van der Valk & van lwaarden 2011).

Abductive approach

Here, the methodological choice was abductive approach, and the data collection and analysis
were done based on the abductive principles (Dubois & Gadde 2002). In abductive approach,
there are some preconceptions within the framework of the case, but the researchers should go
back and forth between the theory and empirical evidence during the whole research process in
order to better understand both (Eisenhardt 1989; Dubois & Gadde 2002; VVan Maanen et al.
2007; Tavory & Timmermans 2012). As Eisenhardt (1989, 541) state, “the central idea is that
researchers constantly compare theory and data—iterating toward a theory which closely fits
the data”. Abductive approach allows matching often unusual findings into explanatory frame-
work (Tavory & Timmermans 2014) or as Dubois and Gadde (2002, 555) put it, it “stems from
the fact that theory cannot be understood without empirical observation and vice versa”. Tavory
and Timmermans (2012) argue that abductive approach should be the primary way of construct-
ing theory based on empirical evidence. Furthermore, van Maanen et al. (2007, 1149) state,
“abduction assigns primacy to the empirical world, but in the service of theorizing”. Hence,
where using deductive approach to test the theory, relevant aspects arising from the empirical
findings could be missed, and thus the going back and forth between the theory and empirical
data is found more useful. Strictly speaking, abductive approach is the only logical approach
that allows research to generate theory based on data (Tavory and Timmermans 2014) rather

than theory-driven research and thereafter test it (Jarvensivu & Tornroos 2010).

Abductive approach is seen beneficial especially if the study aims to discover something new,
such as new variables or relationships, instead of solely supporting already existing theories
(Dubois & Gadde 2002). Abductive approach aims to context-specific explanations (Dubois &
Gadde 2014) with situational fit between the theory and the empirical evidence (Tavory & Tim-
mermans 2012). For example, potential barriers to PBC were identified first from the literature,
and then from the empirical evidence and then these two were compared to each other. In this

case, some of the barriers identified in the literature were supported, yet some had received
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clearly less attention or were totally novel to the literature. In other words, the empirical findings
are reflected to the previous literature and the possibility to identify unintended findings enables

to further contribute to the theory.

Besides, the better the researchers know the theoretical background, the better they are able to
identify abductive possibilities and address those (Tavory & Timmermans 2014). Hence, broad
understanding of the current literature served as a basis for the research, and the literature was
returned during the empirical process allowing the comparison between the theory and the em-
pirical evidence, aiming to find unanticipated discoveries from both ends. However, knowing
the literature by heart can also be seen as a disadvantage, since having excessive amount of
information about the research topic can also narrow down the researcher’s perspective and lead
to bias in prior hypothesis (Gioia et al. 2013). Despite this fact, PBC literature is seen so irregular
with contradictory findings, that this is not seen as a threat. And not to make it too easy, Jarven-
sivu and Tornroos (2010) remind that it is insufficient to identify that the research process is
abductive, but rather the level of abduction needs to be defined more precisely. Therefore, the
challenge in abductive approach is to expand the case without losing the methodological or
theoretical standards (Tavory & Timmermans 2014). For these reasons iterating between the
empirical evidence and literature, abductive approach is believed to offer novel and valuable

insight on the limited theory of PBC in service triads.

4.1  Case description

Embedded single case study with abductive approach was chosen within pulp and paper industry
context. The study takes a triadic approach, concentrating on the triad formed by purchasing
department, suppliers and mills (Figure 3). Altogether, a purchasing department, eight mills and
three suppliers are included in the study. In practice, purchasing department and mills are part
of a same company (the buying organization), yet are considered as independent actors in the
triad because they have somewhat different perspective, interests and objectives. Contrary to
traditional triadic setting where the buyer often works as a “bridge” between the supplier and

customer, the service triad is more appropriate here, since the actors are interconnected and
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communicate with each other (Wynstra et al. 2015), as illustrated in the Figure 3. Besides, ser-
vice triad is supported since the mills can be seen as internal customers who are active members
of the triad.

The interconnectedness of the actors can be seen in the frequency and type of communication:
mills and suppliers cooperate regularly, on a daily or weekly basis, and the suppliers aim to
facilitate the operational work in mills. Furthermore, mills communicate with purchasing de-
partment regularly, and mills often present their preferred supplier to purchasing department
when the end of the contracting period approaches. Purchasing department also suggest new
suppliers for mills for trials and takes care of the order process. Purchasing department negoti-

ates the contracts including prices, delivery terms and quality with suppliers.

Purchasing h
department

/" Buying
organization

Suppliers: Beta,

‘ Mills: Milll-Mill8 ‘ Gamma & Delta ‘

Figure 3. Context framework: Triadic approach

The buying organization, hereinafter referred as Alpha, is a Finnish company operating in forest
industry. In 2017, Alpha’s sales were worth 10 billion, employing around 19 000 persons and
having approximately 90 000 stakeholders all over the world. The company has six business
areas, of which one, namely pulp and paper is concerned in this study. To be more precise, paper
machine clothing (PMC) category under pulp and paper is chosen due to high spend and interest
in re-evaluating the practices that have not changed much during the last decades. The idea of

PBC stems from Alpha’s purchasing department, which in this study, is considered as one of
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the actors of the triad. Alpha’s purchasing department has been contributing their supplier man-
agement already by concentrating on energy consumption, paper quality and safety at work

place, but further wants to improve the running times.

Alpha’s suppliers, hereinafter referred as Beta, Gamma and Delta, are chosen based on the
amount of fabrics they supply: majority of the paper machine clothing of Alpha comes from
these three suppliers. Beta is large international company known to supply pulp, paper and en-
ergy industries, with sales being approximately 3 billion euros in 2017. Alpha regards Beta as
one of the suppliers they have had the longest relationship with, and see Beta as a traditional
paper machine clothing manufacturer. Beta is able to offer full line clothing for paper machines
as well as other services. The second supplier under examination is Gamma, a family-owned
large technology group operating globally and whose sales were a bit more than 4 billion euros
in 2017. Compared to Beta, Gamma seems to invest more in R&D, which can also be sometimes
seen in the prices. According to Gamma’s interviewees, the company invests in innovation thus
targeting the position of technical leadership. Compared to Beta and Gamma, the third supplier
Delta concentrates solely on textiles and materials processing and hence is the biggest paper
machine clothing supplier worldwide. Delta had sales of approximately 860 million euros in
2017, and to Alpha’s opinion, both Gamma and Delta invests in R&D more than Beta does.

The third actor of the triad besides buyer Alpha and suppliers Beta, Gamma and Delta, are Al-
pha’s mills. Alpha has more than a dozen pulp and paper mills all over the world, of which eight
were included, six in Finland and two in Germany. Mills are responsible for the operational
aspect of Alpha’s business and can be seen as (internal) end customer in this case. In pulp and
paper industry it is common that mills have the power to organize purchasing according to their
own needs, though Alpha in this case makes an exception by having centralized purchasing
department.

The Figure 4 presents the relationship between the actors, illustrating that though the approach
is triadic, it actually consists of several dyadic relationships between the actors, and of which at

least three dyadic relationships are clearly visible (Figure 4). When taking a closer look, the
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relationship between the purchasing department and mills is identified relatively close, and pur-
chasing department surveys regularly who are the best suppliers to mills’ opinion technically
speaking. Mills stated that in most cases, the purchasing department contacts them and the com-

munication is less frequent compared to the communication between the mills and the suppliers.

The relationship between the purchasing department and suppliers mainly consists of negotiat-
ing the contracts and other commercial aspects. Again, the communication is frequent when the
new contracts are negotiated, but otherwise not so much. Compared to mill - purchasing depart-
ment and purchasing department - supplier dyads, the communication between the suppliers and
mills is the most frequent, consistent and informal, since the actors often meet on a weekly basis.
Suppliers and mills work closely together, and their relationship includes discussing the fabrics’
technical aspects and measuring the fabrics attributes among other operational tasks. Consider-
ing value co-creation roles and relational elements, can the relationships between the parties
vary (Natti et al. 2014); for example supplier Beta may have better negotiation position com-

pared to Delta, since Beta supplies larger proportion of Alpha’s paper machine clothing.

Purchasing
department

Discussing who are Negotiating
preferred suppliers commercial aspects

Mills: Milll-Mills | ()~ Subpliers: Beta.

Discussing technical aspects

Figure 4. Illustrating the dyadic relationships between the actors in triad

Together with purchasing department’s representatives, paper machine clothing has been cho-

sen as the examined category for PBC. Paper machine clothing is seen as a part of production
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consumables category, which according to Tuck (2004) is sub-category of maintenance, repair
and overhaul (MRO) category. More explicitly, papermaking line consists special textiles,
namely of forming fabrics, press fabrics and dryer fabrics which form paper machine clothing
(PMC) category (Hakala & Harlin 2010). Hakala and Harlin (2010, 2067) argue that “The ten-
dency of clothing suppliers is to improve the durability of PMC products and to extend their life
by creating new textile properties with special materials, and innovative structures and prepara-
tion methods”. Paper mills and suppliers have already tried to improve the efficiency or paper
machine clothing features, resulting in only minor incremental improvements (Shaw 2005; Top-
pinen et al. 2017). However, all the research on paper machine clothing development seems to
be concentrating on physical attributes of either machinery or fabrics, whereas introducing per-

formance-based contracting could offer totally new point of view.

According to the categorization of Tuck (2004), industries that require costly and complex ma-
chinery for production, often concentrate on optimizing maintenance, repair and operations
(MRO) processes. MRO as a category includes production consumables in and specialty items
such as services among others (Tuck 2004). Tuck (2004) identifies three problems that arise if
MROs are managed improperly: running out of components, excess inventory and inability to
assemble spend and leverage purchasing of MRO. Especially running out of fabrics is one of
the biggest risks when it comes to paper machine clothing, though at the same time mills aim to
minimize their inventory. Though production consumables seems to be an infrequent term in
literature, MRO has been widely studied within PBC literature (e.g. Ng et al. 2009; Ng & Nu-
durupati 2010; Guajardo et al. 2012; Ng et al. 2013).

Pulp and paper industry

Forest industry, including pulp and paper industry, is known to have high barriers to entry due
to the capital-intensive business, and therefore there are only a few companies operating within
industry, all sharing strong positions (Alpha’s annual report). During the last years, pulp and
paper industry has suffered from overcapacity and low profitability, which drives the highly
capital-intensive companies to merges and acquisitions (Colclough 2000). Demand of tradi-
tional paper has been decreasing over the years, but simultaneously the consumption of paper

used in packaging has been increasing, balancing the product levels (Toppinen et al. 2017).
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Though the industry as a whole has a low profitability, Andersson et al. (2002) argue that if the
company is able to achieve high profitability, they are also able to leverage value. Typical for
the industry is to be highly transparent yet conservative, together with cyclical products that are
almost always cost-plus priced, causing the whole industry to be anything but value creative
(Andersson et al. 2002). However, contrary to all the expectations, some companies have been

able to gain high enough profitability to create value for their businesses (Andersson et al. 2002).

Another reason for minimal value creation is that the industry has not been able evolve due to
its low innovation intensity (Patéri et al. 2016; Toppinen et al. 2017). As a result, companies
operating in pulp and paper industries should concentrating on developing innovative products,
new service concepts and re-think their pricing methods (Andersson et al. 2002). This indeed is
more easily said than done since it would require a tremendous cultural change (Kleemann et
al. 2012) and the industry is moving slowly (Andersson et al. 2002). PBC prefers long-term
contracts over short-term contracts (Kleemann et al. 2012) and which suits the slowly-moving
industry like pulp and paper industry well. Nevertheless, there are still companies that could and
should escape the commodity trap and re-think their business, contributing to the fact that the
future of pulp and paper industry as a whole is seen quite bright (Andersson et al. 2002; Toppi-
nen et al. 2017).

Besides, Asian companies are entering European markets, forcing current actors to invent di-
verse industrial business models (Pé&tari et al. 2016; Toppinen et al. 2017). For example Nurmi
(2007) presents that personnel has increasingly large role when it comes to pulp and paper com-
panies’ success. Toppinen et al. (2017) believe that in the future, pulp and paper industry will
be more effective in terms of resources and energy and occupying diverse product catalog that
meets the needs of environmental sustainability. Bearing in mind the PBC norms this far, suc-
cessful introduction of performance-based contracting can be a long-awaited game changer for

the whole industry.
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4.2  Data collection & analysis

Researchers seem to agree that case studies can and should include variety of data as sources
for their case studies (Eisenhardt 1989; Eisenhardt & Graebner 2007; Piekkari et al. 2010; Yin
2018). Yin (2018) identifies six sources of data: documentation, archival records, interviews,
direct observations, participant-observations and physical artifacts. One of the most common
practices in case studies is to use interview data together with some other source of data e.g.
archival records (Piekkari et al. 2010). This full variety of evidence is one of the case research’s
advantages compared to other research methods (Yin 2018), since by triangulating evidence

theory grounding is being supported (Eisenhardt 1989).

Gathering data from several sources and from different perspectives is identified as one of the
best practices of case studies (Dubois & Gadde 2002; Easton 2010; Piekkari et al. 2010), and
maximizing the use of different data sources is often beneficial, since the sources are comple-
mentary and differentiate a good case from an average case (Yin 2018). For example by observ-
ing the situation researchers might be able to recognize unexpected yet relevant aspects that
would have otherwise been left out (Dubois & Gadde 2002). For example, taking notes and
writing memos while observing and otherwise collecting data facilitate identifying these unex-
pected aspects (Tavory & Timmermans 2014). Case researchers also often have the ability to be
flexible when it comes to data collection and thus these unexpected yet relevant aspects can be
included (Eisenhardt 1989; Hirsjarvi et al. 2009).

Eisenhardt and Graebner (2007) point out that when cases describe more extreme phenomenon
or relationships, the interviews often work as the primary data source. Like Dubois and Gadde
(2002, 555) state “The main objective of any research is to confront theory with the empirical
world”. Yin (2018, 201) remind that “case study analysis is the most difficult stage of doing
case studies” and that there are no “simple cookbook procedures”. During the research process,
also rival explanations should be addressed and further rejected to support the findings (Yin
2018). In other words, the analysis should be well justified and explain why and how these

deductions eventually led to results and why some other methods/results were not carried out.
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Since the literature of case studies seems to promote using several sources and triangulation of
data, enough relevant sources of data are aiming to be included in this study. Due to abductive
approach, the empirical observations and data were examined in contrast to theory, thus aiming
to see the bigger picture. Primary source of evidence were theme interviews, of which 25 were
held in total. The amount of data gathered from the interviewees is relatively extensive, which
is common to qualitative case studies, and which further allow rich descriptions of the situation
(Yin 2018). The interviewees represent all the actors of the triad; there were seven interviewees
from the purchasing department, 11 interviewees from eight different mills and seven from three
suppliers (Table 5). The interviewees were chosen based on who are more or less familiar with
the topic yet regarding it from different points of view if possible. To most, the interviewees
were only held once, but for two interviewees Category Director (Alphal) and Sourcing Man-
ager (Alpha2) from purchasing department there was a second interview round. They were in-
terviewed twice in order to clarify previous answers and ask questions that were not evident in

the first round yet which enact a noteworthy attention.

Theme interviews were chosen because they enable relatively free discussion about certain top-
ics without asking rigid and limited questions (Hirsjarvi et al. 2009). The interviews were held
either face-to-face, via Skype or via phone, and all were recorded and transcribed to facilitate
returning to the data afterwards. As a result of recording and transcribing the data, not only the
researcher herself but also the reader is able to reconstruct the situation (Tavory & Timmermans

2014) and thus assess the validity of the study.

The interview questions (Appendix 1) were roughly divided to categories aiming to explain and
increase the understanding of how performance-based contracts are perceived, expected to look
like and help to identify the potential barriers as well as the goals. Interview questions also dealt
with cooperation between the actors, and the questions were modified depending on the actor
those were targeted at and revised if necessary. Secondary sources of data are observations,
documentation and archival records concerning or derived from related events, parties, environ-
ment and relationships. The researcher attended for example four Skype meetings of Alpha and
Beta and a few internal sourcing meetings in addition to receiving feedback from Alpha based

on the presentation of preliminary findings.
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After systematically collecting and transcribing the interview data, the data was analyzed by
coding the text: the transcriptions were read through and relevant citations were collected and
further categorized. Using Gioia et al. (2013) as an example, these categories were further com-
bined to parent categories. This data structure shows how the raw data has been processed, and
structuring the data is seen as a vital step to take before the analysis can be assessed (Gioia et
al. 2013) (Figure 5). Numerous quotations, in a form of direct quotations and so called proof
tables, are provided to make the study more transparent. For example categories like transpar-

ency, fear of increased risk, competitive advantage and innovation were identified.

Preliminary findings were also presented and discussed with two Alpha’s interviewees in a fo-
cus group meeting, which can be seen to contribute to the credibility of the study. As Yin (2018)
note, conducting and analyzing case studies often requires experience and help from others and
hence, other researchers helped out with the data analysis and shared their insights. Aspects
identified from interviews were also compared to observations, and no major discrepancies were

found.
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Table 5. Data collection: Interviewees.

Position Code Role in triad Company | Interview Duration
held (min)
Category Director Alphal Purchasing department | Alpha Face-to-face | 71
Sourcing Manager Alpha2 Purchasing department | Alpha Face-to-face | 80
Buyer Alpha3 Purchasing department | Alpha Skype 64
Vice President, Raw Materials | Alpha4 Purchasing department | Alpha Skype 88
Business Development Alpha5 Purchasing department | Alpha Face-to-face | 64
Senior Vice President, Sourc- | Alpha6 Purchasing department | Alpha Face-to-face | 87
ing
Senior Specialist Alpha7 Purchasing department | Alpha Skype 82
Production Manager Milll Mill Alpha Skype 115
General Manager Mill2 Mill Alpha Skype 70
Senior Production Manager Mill3 Mill Alpha Skype 60
Operations Manager Mill3 Mill Alpha Skype 67
Operations Manager Mill4 Mill Alpha Skype 60
Production Manager Mill4 Mill Alpha Skype 57
Operations Engineer Mill5 Mill Alpha Skype 62
Operations Engineer Mill6 Mill Alpha Skype 78
Operations Engineer Mill7 Mill Alpha Skype 79
Engineer Mill8 Mill Alpha Skype 72
Operations Manager Mill8 Mill Alpha Skype 86
Sales Director Betal Supplier Beta Face-to-face | 80
Sales Specialist Beta2 Supplier Beta Face-to-face | 84
Director, PMC Beta3 Supplier Beta Face-to-face | 86
Director Key Account Gammal | Supplier Gamma Skype 64
Senior Vice President, Sales Gammaz2 | Supplier Gamma Skype 65
Country General Manager Gamma3 | Supplier Gamma Skype 101
Vice President, Sales & Mar- | Deltal Supplier Delta Phone 80

keting
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|. Negative

|. Neutral

|. Positive

Supplier selection & actions

Contract design

‘ Cooperation & communication

Purchasing dpt’s role

Change resistance

Increasing workload”

Conflicting mterests

Realizing the value of PBC

Financial targets

Improving running times

Rethinking sourcing

‘ Data management & systems

Cooperation & learning

Figure 5. Example of data structuring done based on Gioia et al. (2013) data analysis

Assessing the quality of the research

As Easton (2010) note, researchers face the challenge of interpreting the data; namely under-
standing the studied subjects’ understanding. Thus, this challenge of researcher’s interpretation,
actions and procedures can affect the quality of the research. Due to the diverse perspectives of
case research, researchers also seem to lack mutual agreement on how to assess case research
quality: Yin (2018) identifies construct validity, internal validity, external validity and reliability
as tests to measure the research quality. Wagner et al. (2010) question suitability of Yin’s tests
since according to them, those are suitable only for positivistic and often quantitative research.
Consequently, they propose the tests called credibility, transferability, dependability and con-
firmability that reply to, by and large, similar questions as the ones Yin (2018) introduced (Wag-

ner et al. 2010). Table 6 summarizes the tests, their definition and how the tests can be used in
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practice. Besides Yin (2018) and Wagner et al. (2010) categorization, Tavory and Timmermans
(2014) present that there are three additional questions to evaluate the quality of abductive case
study: how well the theoretical claims fit with empirical findings, assessing are the chosen the-
oretical claims the most suitable ones to research scope and questions, and is the theory created
in the study so meaningful and remarkable that it stands out for the broader scientific commu-

nity.

As stated before, the tests of Wagner et al. (2010) are somewhat similar to the ones of Yin
(2018). Credibility, counterpart to internal validity, refers to the extent how believable the find-
ings are (Wagner et al. 2010). To ensure research’s credibility, the researchers should constantly
take notes, keep an open mind and try to see the studied aspect from the subjects’ perspective
(Wagner 2010; Yin 2018), all aiming to answer “why” questions (Eisenhardt 1989). Transfera-
bility, counterpart to external validity, refers to the extent how well the findings can be trans-
ferred or generalized to respond to bigger population (Wagner et al. 2010; Yin 2018). In case
studies transferability is often limited, since they aim to represent single phenomenon and might

not be applicable universally (Easton 2010).

However, Eisenhardt and Graebner (2007) state that though cases are distinct and singular units,
theory that is built based on the precise data of these cases can be more objective than thought.
Dependability, counterpart to reliability, refers to the extent how easy it would be to repeat the
study and how likely the same results would appear if the study was repeated (Wagner et al.
2010; Yin 2018). Clear case study database and protocol together with transparent chain of ev-
idence improve the research dependability (Yin 2018). Lastly the test applicability, counterpart
to construct validity, refers to the extent how well the research methods fit with the research
goal and if correct operational measures are used (Wagner et al. 2010; Yin 2018). Yin (2018)
states that revising the study also with other researchers increases the accuracy of the study and
thus improves applicability. Hence, the study was discussed with several experienced academics

throughout the research process.
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Table 6. Assessing the research quality of the case study

Test

Definition/aim

Case study tactic

Actions taken

Creditability
(internal valid-
ity)

How believable the results are and do
they actually present the subjects’ men-
tal models (Wagner et al. 2010)

Seek causal relationships, minimize the
bias and confounding terms etc. (Yin
2018)

Acknowledge and consider
rival explanations (Yin
2018) - open mind
Constant observations
Data triangulation (Salo et
al. 2009)

Help from other aca-
demics

Awareness of per-
sonal expectations
and interpretations,
aiming to objectivity

Transferability
(external valid-

ity)

Where and how findings are generaliza-
ble (Yin 2018)

Can the findings be generalized to pre-
sent broader population (Wagner et al.
2010)

Choosing the right re-
search questions to address
the external validity (Yin
2018)

Transferability can-
not be guaranteed,
since the aim is not to
find generalizable re-
sults

Form of research
questions

Dependability

How easily and likely the case could be

Case study database, pro-

Materials in a retriev-

the research goal (Wagner et al. 2010)

with someone else (Yin
2018)

(reliability) repeated and how possible it is that it tocol & chain of evidence | able form in a safe
would result in similar findings (Yin (Yin 2018) place
2018; Wagner et al. 2010). In other Test-retest & inter-judge Transcribing inter-
words, how easy is it to replicate the test (Wagner et al. 2010) views and taking
study? notes constantly
Applicability Choosing correct operational measures Using multiple data collec- | Interviews, archival
(construct va- (Yin 2018) tion methods (Yin 2018) records, documenta-
lidity) Are the research methods suitable for Revising the text alone and | tion and observation

as data sources
Regular feedback and
comments from su-
pervisors
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5 Findings based on identified perceptions, expectations, barriers and goals

In this chapter, the findings are introduced so that they aim to offer a thorough illustration of
PBC in service triads, starting from perceptions and expectations and then moving on to barriers
and goals. To prime the interviewees to the topic and core interview questions, their knowledge
and previous experiences on PBC were reviewed. Most of the interviewees knew at least to
some extent what performance-based contracting means, and many had previous experiences of
something similar. For example, several mills stated that they have similar type of contracting
method used in chemicals where the chemical supplier is payed according to produced tons.
Suppliers were also familiar with the topic, and some had taken a pilot or were running success-
fully some contracts that resemble PBC with their other customers. Especially a contracting
method where the buyer pays for a fixed fee for supplier in exchange of products or service over
a certain period of time was mentioned. The fixed fee thus includes all the fabrics and service
despite of how much is being used, enabling better forecasting and planning. After the priming
the interviewees, the key themes of perceptions, expectations, barriers and benefits were intro-

duced and discussed.

5.1  Perceptions: from total resistance to eagerness to try

In order to understand how the actors perceive PBC, the perceptions of the interviewees were
categorized primarily to three categories: positive, neutral and negative (Table 7). Both inter-
viewees’ direct responses as well as their indirect responses such as gestures, tone of the voice,
body language (when interviewing face-to-face) were taken into consideration. Naturally, many
of the interviewees had neutral perceptions, so that they for example identified the possible
benefits of PBC, yet had also their concerns. However, each actor had interviewees who held a
differing opinion with the rest of representatives of the same actor, and therefore it can be said
that the perceptions describe very personal mindsets. Some were more surprised by the topic of
the interview whereas some had clearly reflected the topic and had strong opinions. Strictly
speaking, purchasing organization had more positive perceptions of PBC, whereas suppliers had

quite neutral perceptions and mills had mostly neutral or negative perceptions.
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The first category is positive perception towards PBC. Here, positive perception means that an
interviewee’s mindset towards PBC is more in favour than against. All the actors in triad found
something positive of PBC, and there were no significant differences between the actors. Espe-
cially purchasing department saw that PBC would have potential to change the current situation,
and that eventually the advantages would override the disadvantages. Since the idea of PBC in
this case stems from the purchasing department, they obviously had more positive perceptions
on the strategical side of PBC. In turn, suppliers see PBC as an opportunity to stay in the com-
petition, develop current means and open up more opportunities. Besides, they see that PBC
would emphasize the quality and the efficiency which is seen beneficial. Similarly, mills see it
as an interesting idea that could be worth a try if the win-win situation could be achieved.

We have to take this industry forward and that’s why I believe in this [PBC] so much (Country General
Manager, Gammaa3).

I hope we can follow this through, because this will somewhat change the laws of the industry. This is a

great deal/idea. (Category Director, Alphal)

The second category is neutral perceptions towards PBC. Neutral perceptions show more or less
that the interviewees are able to see both positive and negative sides of PBC. In general, most
of the interviewees were neutral, acknowledging that the idea is good and interesting, yet they
have their concerns. Mills and suppliers express slightly more neutral and negative perceptions
than purchasing department. Many suppliers admit that they are not against PBC or that it would
not work, but they are unsure how it should be done or how for example the mathematical model
should be built in practice. Similar to suppliers, mills identify that the idea would be interesting,
but they do not know how to do it. They remind that the process and machinery are so complex
that though PBC would be possible, it would not be an easy task. They also emphasize that the
value should be visible to show that it is worth the try, since now they see no need to change the
practices. Purchasing department agrees, but also reminds that though the results cannot be seen

beforehand, it cannot be successful in the first place if it is never even tried.

As we don’t know if this is successful, so it can go also in the other direction but then we have to live with

this. But if you don’t try you never know. (Sourcing Manager, Alpha2)
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It is wrong to say that we are against [PBC], but we have not yet been able to find a model that we would
see fair enough ... we haven'’t seen or have not being able to offer such model that would work, and so
that we wouldn’t need to take too big risks when it comes our products, sales and profitability. Thus we

are not against it, quite the contrary. (Vice President, Sales & Marketing, Deltal)

The third category is negative perceptions towards PBC, and of which consists of thoughts of
PBC not being a feasible contracting method. Interestingly, purchasing department did not di-
rectly imply that they would have any negative perceptions of PBC, though they identified what
negative perceptions other actors could have. In addition, their comments on gain sharing were
in this case categorized as negative. For example one of the interviewees stated that if something
is achieved and savings appear, all the money is going to stay at the buyers’ pockets, implying
that the benefits reaped from PBC are not going to be shared with the supplier. When it comes
to mills perceptions, they had the most negative ones and had hard time realizing the value PBC
would bring to them or the business. A few also stated that they do not want to be the ones to
pilot PBC and several mentioned that they are skeptical of the idea. Similar to mills’ perceptions,
suppliers’ negative perceptions seem to be related to preconditions and skepticism, and they also
have hard time understanding the value of PBC. Besides, suppliers are not convinced that the

idea is really thought-through, and state that:

With the preconditions that | have understood, | cannot see that it could really work. (Director, PMC,
Beta3)

I’'m quite skeptical, I do not believe that this will work, the potential is after all quite small when looking

at the big picture if you think about our total costs. (General Manager, Mill2)
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Table 7. Proof table of perceptions of PBC

Quote

First-order cat-
egory

Second-order
category

Theme

This will be a great philosophical change to the current
thinking, when executed (Category Director, Alphal)

Philosophical
change

it must be a balance ... we strongly believe that it’s time to
think about different ways of getting better prices, more fair
prices for better performance of the product (Senior Vice
President, Sales, Gammaz2)

More fair prices

Sure it could be interesting to see how it works. | would be
interested in doing something like that (Production Man-
ager, Milll)

Interest to try

Positive per-
ceptions

The traditional way, that you design a contract, negotiate
prices, let it run for two years, make another contract and
negotiate the prices again. Sometimes it can be fun but most
of the time it is extremely exhausting and stupid work. And
you might not even get the best price or the best cost struc-
ture. So you need to do it somehow smarter (Category Di-
rector, Alphal)

Current proce-
dures are ex-
hausting

Alpha’s idea of calculating performance position-wise, | see
that everything is mathematically possible, yet | wonder
how do you calculate it (Sales Director, Betal)

Calculating

I believe this could be done, but it won’t be an easy job
(Production Manager, Mill4)

Not an easy job

Neutral per-
ceptions

Our principle in here is that if something is modified and
savings occur, all the money will be ours. Nothing is given
to the suppliers (Category Director, Alphal)

Uneven gain
sharing

If all the suppliers would stay and Alpha starts paying by
cost per ton, I don’t really get how it would benefit us at the
end of the day (Director, PMC, Beta3)

Realizing the
value of PBC

Personally I wouldn’t do it, because it would require so
much pondering about the measures. We don’t really have
time to ponder anything like that (Operations Manager,
Mill4)

A lot to think
about

Negative per-
ceptions

Perceptions
of PBC

Though the perceptions and expectations are often identified indirectly from the interviews, one
of the interview questions was formed so that it left only little room for doubt or misinterpreta-
tions. The interviewees were asked if they believed Alpha would be willing to pay more for
better products or performance. Some of the interviewees did not quite answer the question, but
the ones who did, said it clearly. For example, most of the suppliers did not believe Alpha would

actually pay them more since they have not had that experience over the years, and something
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would need to change if that was going to happen. Similarly, some mills thought that since the

quality is on a sufficient level already, Alpha would not pay more than today.

I don'’t think that Alpha they’ll pay more ... there have to be a mind change on the Alpha’s side as well
that, a better product have to have a better price. (Director Key Account, Gammal)

On the contrary, purchasing department and majority of the mills see that Alpha would indeed
be willing to pay more for the better product, yet especially mills highlighted that better perfor-
mance needs to be somehow visible and/or measurable in order to prove its effectiveness. Inter-
viewees rationalize their opinions by explaining that if there is a payback and you can prove that
the machines run smoother and there is better reliability, then it would make a lot of sense to
pay more. One of the purchasing department’s interviewees also acknowledges that by paying

the supplier more, they also wish to motivate the supplier to improve their performance.

If you expect good quality you have to be, in a place that you, are willing to pay a little bit more. You
don’t get anything for fiee. (Production Manager, Mill1)

5.2  Expectations: showing the interest in PBC but there is a lot to agree upon

All the parties had some expectations or prerequisites that need to be negotiated before the con-
tract could be signed and expected benefits could be reaped. To answer the second sub-question,
what do parties expect from PBC, there is no coherent answer. Though the expectations were
quite fragmented, some similarities could be found. For example, all the parties have an opinion
or prerequisites of agreeing on contractual details, and all the parties agreed that the contract
length in PBC is more likely to be longer than in a normal product-based contract. Relational
aspects such as close cooperation and high level of trust are identified as essential successors of
PBC. One of the interviewees illustrated the relationship between purchasing organization and
the mills by presenting that there are like two bubbles, one where the mills live in and another
where the purchasing department lives in. Since the setting is a triad, the third bubble would

obviously be the suppliers’ bubble. In order to take the other bubble’s perspective, there needs
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to be trust and transparency between the bubbles. Many interviewees also told that the percep-
tions and expectations of PBC are highly personal matters and some are more against change

by nature.

The thing is, you have to go this way and trust each other that you want to do the best on both sides, or

this will never work. (Director Key Account, Gammal)

Mills and especially purchasing department expect the chosen supplier(s) to have certain attrib-
utes. Both agree that any supplier will not do, but the supplier should have certain characteristics
or capabilities, such as someone who is known and has proven to be trustworthy and who has
the required capabilities and resources. Moreover, the supplier is expected to have the high will-
ingness to engage in the model. Matching with these requirements, a few suppliers were men-
tioned and who could potentially be the ones to start with. The same names arose in different
interviews and for example Category Director (Alphal) had a clear opinion with whom he thinks
PBC should be launched. Furthermore, suppliers are expected to act accordingly, namely to be
more proactive, innovative and to ensure good local service. Contrary to purchasing department,
suppliers and a few mills argued that PBC could work only when there is only one supplier,
since it would automatically remove the risk of blaming other’s fabrics for causing the problem.
All in all, these expectations towards suppliers are most likely affecting the supplier selection

later on.

You need the guys especially at the beginning who believe in this what you are doing and also fighting for
this. If there are people or companies, internal or external who have some resistance then I have to say,

maybe they are not the right one, not as a starting point. (Sourcing Manager, Alpha2)

Purchasing department’s expectations

Purchasing department had probably the clearest expectations of PBC, since the idea stems from
their side. However, they possess a variety of expectations (Figure 6) towards supplier selection
and how supplier should act to their opinion. Naturally, purchasing department expects supplier
to be big enough with enough resources, with whom there is already ongoing business and who
has proved their trustworthiness and capabilities. Purchasing department would not necessarily

take the supplier who is strategic supplier for them but rather the one who is truly willing to
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engage in the process, to develop the business and who has something in their sleeve to contrib-
ute to PBC. Besides, as one of the interviewees note, it is also dependant on the internal climate
of the supplier, and probably all the suppliers would need to think it through internally. Inter-
estingly, the names of the suppliers Beta, Gamma and Delta arose when discussing the suitable
supplier but only Alpha’s Category Director (Alphal) had a clear opinion that Beta should be
selected for PBC pilot. Beta’s selection is also amplified by the fact that Alpha and Beta are
launching closer cooperation with a shared system and hence taking Beta to learn from PBC
would be a natural continuum. To illustrate the expectations of the suitable supplier one of the

interviewees says:

Expectations of PBC are definitely supplier selection aka who has the resources and capability to come
along, and then probably the most importantly, who has the willingness to come along. (Vice President,
Raw Materials, Alpha4)

After choosing the right supplier, the expectations towards cooperation and communication take
place. Generally, purchasing department believes that PBC would increase and tighten the co-
operation between the actors of the triad. Between purchasing department and suppliers, the
purchasing department sees that the relationship with supplier goes more in the direction of
managing the suppliers, and which requires also more from Alpha as a buyer. Similarly, open
books and frequent communication are expected between the parties involved, and which further
is expected to increase trust and transparency. Besides, interviewees acknowledge that the cur-
rent way of pressuring the suppliers for the lowest price does not work anymore, but now there
needs to be a fundamental change where the target is to create long term relationships with open
communication. In other words, PBC needs to be fair for both ends. Some also believe that PBC
would further improve the relationships between the actors, especially between purchasing de-
partment and mills. Ideally, PBC would be piloted in an environment where the costs would be
secondary, and learning would be primary, since the long-term target is to learn and only after
then reap the benefits. When piloting, making mistakes should not be a problem or a reason to
punish, but a way of learning and improving. As one of the interviewees put it, PBC requires

resources from both parties and certain commitment and daring.

76



Technically speaking, the interviewees also expressed their expectations of agreeing on contract
design and details including pricing, performance measures and data. Primarily, the interview-
ees agree that the contract should benefit both, and both need to perceive it as fair and clear.
Besides, contract design and especially the pricing model is reliant on the available data. Inter-
viewees think that either the supplier has to have access to data, or the systems need to be built
reliably, that suppliers trust the pricing derived from the data. Moreover, the measures and pric-
ing model should be so objective that it leaves no room for speculation. One of the interviewees
also state that the model should be dynamic, so that it would include several metrics due to the
complex nature of machinery. In the beginning, interviewees suggest that there would probably
be a fixed pricelist, and then additional fees depending on how the performance develops. Nat-
urally, performance metrics as well as the pricing model should be agreed upon together with
the supplier. Pricing model as well as the performance metrics should be further adjusted de-

pending on the situation. As one of the interviewees presents:

I presume that the performance-based metrics would be so objective, that it leaves no room for specula-
tions, since those are not measured or analysed by the mills but specifically these KPIs we have anyways.

(Business Development, Alpha5)

Besides having expectations towards suppliers, the interviewees of the purchasing department
were the only ones to express expectations towards their own actions and what kind of role they
would like or should take in the process. Clearly, purchasing department would be the driving
force rather than the mills, though there has also been some previous experiences of mill-driven
processes. Purchasing department also has high expectations towards their own performance
and they believe that they are the actor that has the ability to bring different parties together to
solve common problems. They see that internally, they should have the required competences
and know-how. Furthermore, this new role of purchasing department can work as a catalyst to

innovation.
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Figure 6. The expectations of the purchasing department

Suppliers’ expectations

When taking a deeper look at the expectations suppliers have of PBC, it is evident that suppliers
expect PBC to create mutual benefit, require high level of trust and increase transparency (Fig-
ure 7). They state that their targets should be in line and that the contract should be designed so
that both parties find it satisfactory. However, the interviews show that finding the agreement
might not be that simple and express their concerns of misbehaviour. They also highlight the
importance of mutual benefit and that the current practices need to be changed in order to
achieve successful introduction of PBC. Similarly, transparency is expected to increase, so that
the supplier would also be able to see what the formula for the calculations is and where the
numbers are coming from. Suppliers also expect open books from both sides, and for example
the calculations for the pricing model should also be transparent for the suppliers. In addition,

suppliers find information sharing and feedback crucial, and as of Beta’s put it:

To my work, it is very important that they would be constant feedback. Not every half a year or once a
year, but rather on a monthly basis to check if we are going to the right direction. Otherwise this pricing

model could not work. (Sales Specialist, Beta2)
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Suppliers also acknowledged that parameters of performance need to be fixed and contractual
details must be agreed on before PBC can be launched. More specifically, suppliers identify a
bunch of boundary conditions that for example include ensuring that supplier is paid even if
something other than the fabric would cause the fabric change. In general, the aspects mentioned
by the suppliers are quite practical. In line with the open books previously mentioned, suppliers
also had a strong opinion that production numbers among other information should be easily
accessible and based on which the calculations could be done. Another boundary condition is
the ability to adjust the parameters afterwards either up or down, if the prevailing parameters do
not respond to the real situation. For example, one of the interviewees states that if there is a
benefit the customer would get it in the next period, and if there would be something abnormal
it could be fixed to the next period before it makes too much damage. In other words, suppliers
want to make sure that the contract signed cannot exploit them too long if the incorrect param-

eters were chosen at first.

Naturally, suppliers are also concerned about the financial side of PBC and how they are being
compensated. Interviewees note that in order to engage in PBC, they need to be sure that the
model also ensures their businesses’ profitability and that they cannot take too big risks when it
comes to profitability. The expectations towards the compensation model are high, and all the
interviewees expressed their concerns or thoughts towards the model. Interviewees also have a
general opinion that Alpha would not be willing to pay suppliers more for a better performance
and only one of the interviewees from the suppliers’ side stated that he believes Alpha would
pay more if the facts and situation were indeed visibly better than before. Hence, some presented
that they needs to be a change of mindset in the Alpha’s side to realize that a better product also

often comes with a higher price.
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Figure 7. The expectations of the suppliers

Mills’ expectations

Compared to purchasing department and suppliers, mills have probably the widest spectrum of
expectations of PBC. They put much more emphasis on the incentive systems and financial
aspects of PBC that other actors in triad do, and want to ensure that there is something concrete
to motivate both the suppliers and themselves (Figure 8). They do not expect PBC to benefit
only Alpha, but recognize that there needs to be incentive for both the buyer and the supplier.
As the quote below shows, mills expect that suppliers are not willing to engage in PBC if there
is not enough incentive for them. Similar to suppliers, mills also think there should be monetary
boundary conditions or a pricing model where for example minimum and maximum costs need
to be agreed upon, especially since there can be much variation in production. These metrics
could be further adjusted if needed. Setting a maximum cost for fabric is justified for example
by explaining that the costs would not sky rocket if the production is good. In addition, mills
also raise a question of the compensation model and how it should take into account for example
problems that are not directly related to fabrics.
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The pricing should be done so that there would be incentives for both. I'm not sure what the correct
starting point is, but in order to improve the current situation one should calculate what benefits there

potentially could be available for both parties. (Senior Production Manager, Mill3)

In line with purchasing department and suppliers’ expectations, mills also expect that contract
design needs to be agreed upon the process. Aspects such as performance parameters, how those
are being followed and by whom as well as the preliminary work are being highlighted. Accord-
ing to the interviewees, a lot of aspects need close examination and consideration before the
actual PBC can be launched. Hence, pre-work and negotiations are valued among mills, and
they think that the idea needs to be well thought before anything can be introduced. With well
thought idea, some of the pitfalls could maybe be avoided and the contract could be launched.
Yet it might feel that everything is discussed and prepared for, mills also acknowledge that
everything cannot be thought or planned beforehand. Clarity of both, the metrics and the model
itself are supported, since then there would be no worry being penalized for something you had
no part in, and there is no need to always discuss the performance level since both parties would
always be on the same page. Besides, mills identify that agreeing on these performance param-

eters is probably something suppliers are also interested in negotiating.

In addition to incentives, financial aspects and contract design, mills expect trust and transpar-
ency to play a role in PBC. Trust, in a form of secure supply is crucial for the mills who often
operate with minimum inventories. As one of the interviewees stated, the suppliers he has now
would not be his suppliers if there would be no trust. In a hectic environment where the suppli-
ers’ product has a remarkable effect on the production performance, mills recognize that without
trust the cooperation could not work. Mills also feel that they need to be honest with the suppli-
ers in a sense that suppliers are not being accused on something that was not their fault. In other
words, if the mills find a root cause for a problem, and it is something else than the supplier’s
fabric, they feel that they are obliged to tell the supplier that the problem was caused by some-
thing else. Hence, the cooperation is expected to be based on trust and transparency from both

the suppliers as well as from the mills side.
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Figure 8. The expectations of the mills

5.3  Barriers: from conflicting interests to inflexibility of systems

As the literature acknowledges, transition from procuring products to procuring complex per-
formance faces barriers and resistance. Altogether, PBC is seen challenging, because it is afraid
to bring more work, the complexity of the paper making process is high and designing a com-
pensation system that meets the requirements is complicated. Some of the barriers are in com-

mon for all the actors, yet some are exclusive to a certain actor (Table 8).

Initially, all the actors find fear of increased workload, change resistance, conflicting interests
and designing a compensation system as barriers in common. Though the actors share the bar-
riers, they might think differently from the same barrier: for example, when examining the fear
of increased risk, all the parties acknowledge that primarily, it would bring more work for the
mills and then possibly for others, rather than everyone acknowledging that it would directly
bring more work to themselves. Interviewees also note that in the beginning, introducing such

a new model would probably require more work. The same seems to apply also for the change
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resistance: interviewees suggest that suppliers and mills would resist the most, and only one
interviewee from purchasing department stated that the biggest resistance would occur inter-
nally. Purchasing department also recognizes that since there is resistance, lobbying is needed
both externally and internally. Many note that resistance stems from individual people, and
hence resistance and perceptions of PBC are highly personal matters.

1t’s of course much more work for the mill, and it’s not easy for purchasing to, prepare such pro-
grammes that could work automatically. So there we have to discuss case by case, machine by
machine, section by section, about the evaluation of the measurable numbers. And, this is of course,
a lot of work for purchasing on one side and the mill and for us, for the supplier. (Director Key
Account, Gammal)

One who is still sceptical and doesn’t believe yet are some of the production people. Operations
Managers and Operations Engineers. Yet some think that this is a good thing and takes us for-

wards. It’s highly personal matter. (Vice President, Raw Materials, Alpha4)

Similar to change resistance and fear of increasing workload, conflicting interest are often fo-
cused between two actors, though the setting is a triad. For example suppliers identify that their
interest are often more aligned with mills but contradict with the purchasing department, and
mills identify that occasionally, their interests also conflict with purchasing department but also
with the suppliers. As many interviewees presented, the main target of the mill is to ensure
production efficiency and certainty whereas the purchasing department wants to rethink the
sourcing and suppliers want to sell as many fabrics as possible. These interests evidently clash
and thus create a barrier for PBC. Furthermore, the fact that the buying organization is not a
coherent unit, but can have opposing interests, is supported. Suppliers and mills also argue that
purchasing department often has only superficial understanding of fabrics and paper machines,

and improving products or performance is not that simple.

Currently, there’s are conflicting interest between Alpha and the supplier, since the supplier’s
interest is to sell as many products as possible because they are compensated for the amount, and
Alpha’s interests are the longer running time and durable fabric, the better. (Vice President, Raw
Materials, Alpha4)

83



It [PBC] would lead to conflicting interest between the mills and the suppliers of how the fabrics

should be run in the machine because those can be run in a different ways... (Engineer, Mill8)

The purchasing department doesn’t know what we run here, they are only after their own benefits
... they have their own interests, they only want to cheap fabrics but those doesn’t necessarily work

here in the paper machine (Operations Engineer, Mill5)

Designing the compensation system that all the actors find fair, transparent and can agree on is
probably identified as the biggest and the most concrete barrier for PBC. As one of the suppliers
stated, they are not against the idea but they have not been able to find a model that they would
perceive fair enough, so that it would not threaten their profitability. Both mills and suppliers
are concerned how the compensation model would take into account the complexity of the paper
machine and especially in a case where it is unclear why the fabric was taken out. Clearly, mills
and suppliers find designing a compensation system bigger obstacle than purchasing department
does, though they also recognize its existence. More precisely, suppliers are afraid that they will
not be compensated properly and mills are afraid that the compensation model leaves room for
speculations and thus would force them to justify their actions to suppliers. The compensation
model should be designed so that its accuracy and correctness can be trusted or the supplier
should have access to the data, so that the calculations of compensation are clear and transparent
for them. In order to design a compensation model questions of “what is being measured” and
“how the measuring is done” are relevant, and the preliminary metric of euro per tons received
critique from the interviewees. According to one interviewee, 80 % of the stops are caused
something else than a fabric, illustrating why suppliers are so concerned of their compensation.

One of the golden rules of a papermaker is that when there is a problem in the process, the problem
should be found and fixed. That is easy to say but damn hard to do in practice. And for us fabric
suppliers this is an unfavourable situation, since the fabrics are visible part of the machine and

thus easy to change. (Vice President, Sales & Marketing, Deltal)

| see that it (the biggest barrier) is the contract design. And how to outline beforehand all the
possible variations that can take place. So that the contract would make sense and how we are

being compensated in each situation. Who gets what and based on what. (Sales Specialist, Beta2)
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Contrary to purchasing department, mills and suppliers share a concern over the price being the
main driver of the business. Prices of PMC category products have decreased remarkably during
the years, and price has traditionally been the main driver. Here, when suppliers and mills were
asked whether they believe that Alpha would be willing to pay more in exchange of a better
performance, and the answers was quite clear: majority of the suppliers and some of the mills
did not believe Alpha would be willing to pay more. Suppliers state that Alpha has had the
tendency to pressure the prices as low as possible, which can have a negative impact on the
cooperation relationship. As one of the interviewees noted, the biggest negotiations are always
evolved around the prices and how much the customer is willing to pay, and thus it would re-
quire a mind change from Alpha’s side to put quality as the primary target and the prices only
secondary. Mills and some suppliers also identified that Alpha’s goal would be to aim at better
cost-efficiency and lower costs, which further indicates that the prevailing situation suggest that
the business is indeed driven by prices. One of the interviewees justified his opinion by stating
that he does not believe that Alpha would not be willing to pay more, since the fabrics are

already at sufficient quality.

There’s been a lot of discussion that the price is the main driver of the business at the moment. So
that the performance is secondary or taken as a self-evident, something that has to be there any-
way. (Director, PMC, Beta3)

We have discussed about it and tried to sell all our services, our values and all Beta’s offerings
and expertise and everything possible but the customer always says, nice to have, but the price

matters eventually. (Sales Director, Betal)

Barriers to purchasing department

For purchasing department, undeveloped suppliers offering, data management and inflexibility
of the systems are identified as barriers. First, undeveloped supplier offerings include purchas-
ing department’s expectations towards suppliers’ characteristics and actions the supplier should
take in PBC. To their opinion, suppliers are not currently investing enough on the performance
such as running time, and thus PBC should be used to motivate them. Interviewees believe, that
a challenge for them is that the suppliers should have something in their pockets to develop

something new. Besides, interviewees noted that the suppliers sometimes struggle to understand
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the value and benefits of PBC. Some of the comments of purchasing department sound that they
have high expectations towards suppliers and really wish that the suppliers would contribute

and influence the cooperation and performance.

Suppliers have difficulties to take a bite. | believe that suppliers generally would want and like the
idea of PBC, yet some are not so keen on technological change. Again, it’s important how suppliers
see and want to position themselves, and whether they want to be a part of this. (Category Director,
Alphal)

Secondly, data management was identified as challenge: one of the interviewees stated that de-
signing the compensation model is challenging, because it is difficult to obtain reliable data
from the systems based on which the calculations could be done. Quite similarly, another inter-
viewee stated that there is data based on which the model could be built but the problem is that
there is almost too much data. The vast amount of data leads to the problem of how to sort and
manage it so that it actually represents the current situation and works as an effective base for

calculations.

Thirdly, one of the interviewees identified that the inflexibility of the current systems is another
barrier for PBC. Now, the systems work automatically so that when the purchase order has been
sent, the supplier confirms the order and delivers the fabric, the receiving party receives it and
puts in the machine. By then, the supplier has already invoiced the purchasing department of the
order with the fixed price of the fabric. This whole process has traditionally worked automati-
cally, but now matching the invoicing to the purchase order is not so simple since the perfor-
mance of the fabric is only known afterwards. Hence, the traditional purchasing systems are not
necessarily flexible enough for PBC type of new models. Furthermore, inflexibility of the sys-

tems also means that more work has to be done with the systems.

In a world where we are used to buying a product with a certain price and then invoiced it with
the same price and everything runs automatically at the background, this new model probably
requires, I wouldn’t say it is an insurmountable barrier but it requires developing and re-thinking

the systems. (Senior Specialist, Alpha7)
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These new models, just like this [PBC], they make you think that why it cannot be implemented
already, but that’s because we have systems that do not bend, and that’s why we cannot do it.
(Senior Specialist, Alpha7)

Barriers to suppliers

Barriers, that suppliers identify but purchasing department and mills do not, are developing a
PBC contract and fear of increased risk. First, developing PBC contract was especially identified
as a barrier among suppliers. Technically, designing and implementing compensation model
which all the actors identified as a barrier, is a part of contract design, though suppliers are the
only party who is concerned of the bigger picture of the contracting. For example, one of
Gamma’s interviewees describes that the negotiations with Alpha are tough and inflexible and
make the supplier feel that Alpha is only after their own benefit. Similar to price being the main
driver of the business, to suppliers’ opinion Alpha seems to act according to their own interests
and not being able to discuss and find a solution that both parties would be satisfied with. Agree-
ing on contractual details is seen challenging, since conflicts and disagreements could arise
within these negotiations, and though it has been tried, such model that both parties would con-
sider fair enough to sign is not found. Therefore, the suppliers fear that designing the PBC is yet
another way for Alpha to put their personal benefit over the mutual benefit. Besides, the contract
design includes the discussion of performance metrics and how the complexity of the machinery

and different variables affect the contract design.

| see that it [the biggest barrier] is the contract design. And how to outline beforehand all the
possible variations that could take place. So that the contract would make sense and how we are

being compensated in each situation. Who gets what and based on what. (Sales Specialist, Beta2)

Secondly, the suppliers are obviously afraid that they have to take too big of a risk, so that it
threatens to harm their sales or profitability. Besides the fear of bearing too much risk from the
financial side, suppliers also want to make sure that they do not have to bear risk of things they
cannot contribute to. Here, the design of compensation model and risk bearing are intertwined,
since the compensation model aims to balance the risk and make sure suppliers bear only risk
of things they can contribute to. As one of the interviewees notes, the turnover of the paper mills

are considerably larger than the turnover in the paper machine clothing, and thus suppliers are
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afraid to take too much risk. In other words, they are afraid that if PBC will not be successful,
they will not be adequately compensated for their work and the contract will be ended as soon

as possible, leaving the supplier to struggle financially.

The biggest risk is that we have not fixed all the parameters which have a negative influence on
the performance of our goods. And then you are penalized for something that you have no influence

in. (Senior Vice President, Sales, Gamma2)

Alpha has the tendency to pressure the prices to the minimum, leaving the supplier with the risk
that if the machine doesn’t run as it should, we won’t get enough money from it. (Sales Director,
Betal)

Barriers to mills

Mills identify that they lack information of the internal best practices, which can also be seen as
a barrier. Currently, there are information silos, and each line or machine knows what is going
on in their machine but have no idea how other mills are doing. As one of the interviewees
stated, the discussions with the supplier have shown that only little knowledge is shared between
the machines and mills, and that insufficient information can also affect the efficiency of the
suppliers’ actions. Though some mills are also closely located geographically, the information
sharing is not supported. Some state that there is neither enough time nor forums to share the
best practices or other information between the mills. In addition, one of the interviewees felt
that the information between the mill and purchasing department is not always smooth, and felt
that purchasing department acts according to their own interests and that they do not really un-

derstand what is going on at the mill since they are not familiar with each machine specifically.

If the fabrics have run well somewhere, we don’t share that type of information here in Alpha at
all to my opinion. For example if a German mill has run successfully a new fabric type from a
supplier and has reached very good results with it, we wouldn’t know that. So sharing this type of
information should be the task of purchasing department or someone who is in contact with all the
mills and who has the channels to access and share such information and who is also in contact
with the suppliers. That way some other mills could also benefit from the knowledge. (Engineer,
Mill8)
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Table 8. Summary of the identified barriers in the triad

Purchasing dpt. Suppliers Mills
Conflicting interests X X X
Purchasing practices driven by price X X

Undeveloped supplier offering

Resistance to change X X

Information silos / lack of information of internal
best practices

Developing PBC contract

Designing and implementing a compensation X X X
system (that is fair, transparent and takes into ac-
count complexity of the factories)

Fear of increasing workload X X X

Data management (too much data)

Inflexibility of current systems X

Fear of increased risk X

54  Goals: Aiming towards cost-efficiency and re-thinking the business

Interestingly, when answering the fourth sub-question, why is PBC seen beneficial, the re-
sponses were prudent. In general, PBC is believed to bring competitive advantage to Alpha,
better running times and less work for the mills, and closer cooperation and bigger volumes for
the suppliers. In other words, PBC would enable parties to work more effectively. On the other
hand, interviewees seemed to have a clear opinion on what the other parties’ goals were, and
sometimes they found it easier to identify how PBC would benefit the other actors rather than
themselves. For example, all the suppliers interviewed had a strong opinion on what is Alpha’s
goal, but had rather mild opinions on what their own goal is. For example Deltal argues that

Alpha is after two things:

I'm quite sure Alpha is after two things. First goal is that they want to lower their fabric costs per produced
ton ... Second goal is that this would somehow drive both suppliers and Alpha in the direction of devel-
oping better solutions which would further contribute to machines’ bigger and more efficient production.
So probably it’s the combination of these two, not only looking for the lowest price, though I believe it is
there also, of that I'm sure. (Vice President, Sales & Marketing, Deltal)
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Mills are on the same track with suppliers, albeit they are able to identify a broader set of goals.
On the contrary, purchasing department identified several goals and benefits for them, but
thought less about the suppliers’ goals. To purchasing department’s opinion, suppliers can see
PBC as an opportunity to differentiate themselves from the competitors which at least to a cer-
tain extent, is also a goal suppliers indeed recognized.

1 think that from the suppliers’ perspective this business model could drive them to re-think this coopera-
tion ... they might see this as a business opportunity, leading to longer contracts and being more like a

strategic decision. (Senior Specialist, Alpha7)

Goals for purchasing department

For central purchasing, the goals are financial goals, cooperation and learning, re-thinking
sourcing, and improving running times and quality (Table 9). Like any other businesses, with
PBC Alpha wishes to achieve lower fabric costs per ton, better cost efficiency and production
efficiency. Interviewees believe that as a result of PBC, the efficiency would improve remarka-
bly, and therefore PBC is seen as a part of bigger change that aims towards further improving
cost-effectiveness. Similar to financial barriers, purchasing organization is able to identify how
PBC would affect suppliers’ financial situation. As one of the interviewees stated, it does not
matter what the suppliers’ gross profit margin is, as far as Alpha’s euro per produced ton is the
best in the markets. Interviewees believe that PBC would also allow suppliers to also gain more
revenue by building the model so that it allows win-win situation for both. Furthermore, the
financial goals imply that whatever the benefit is, it needs to be measurable in financial terms.

Contrary to aiming towards the lowest prices, one of the interviewees stated that:

Price of the product can go up, but the costs need to go down. We aim towards cost-efficiency, not the

lowest prices. (Sourcing Manager, Alpha2)

Second goal for purchasing department is improving running times. Longer running times mean
that there are less stops and that the fabrics need to be better than before, in order to run longer.
Every time a paper machine needs to be run down for fabric change, mills lose valuable produc-
tion time. Hence, longer running times would require less frequent fabric changes, meaning that

less fabrics would be used and reducing stops would also reduce work. All this would lead to
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better efficiency and other financial goals. Interviewees also use the longer running times as
reasoning for paying more for a product by stating that though the fabric could cost more, it
could also be cheaper at the end of the day compared to a fabric that runs shorter time but is also
cheaper. Besides, interviewees noted that in 2014, they set four targets of which longer running
times is the only one that has not been reached yet.

Third goal identified is re-thinking sourcing, aiming to find a disruptive sourcing model in order
to ensure Alpha’s competitive advantage in the markets. Re-thinking sourcing can be seen as a
part of bigger picture, where a new angle to sourcing should be taken and thus to differentiate
Alpha from others and invent something that is difficult to copy and unique to the markets. If
PBC was to succeed and sourcing could be done differently, it is believed to change the laws of
sourcing in pulp and paper industry and to bring competitive advantage over the competitors’
sourcing processes. All in all, having a clear image of what is wanted to be achieve with PBC,
how it practically would work and how it would take Alpha to the wanted outcome, could indeed
lead to a competitive advantage and stronger position in the markets. Summarizing the last two
goals, improving running times and re-thinking sourcing is well described by one of the inter-

viewees who states that:

We want to extend it (the running times) and the only way to reach this is to change the business model
so that we purchase the production time. Because currently, the suppliers calculate their share of markets
based on how many fabrics they have sold to us. We want to get rid of that. We want to measure how many

tons from all the tons they have been able to produce. (Category Director, Alphal)

Fourth goal for purchasing department is developing cooperation and learning. Transition from
buying products to buying performance requires also fundamental change, and has on effect to
the relationship between the buyer and the supplier: in PBC, the supplier takes a different role
and the direction is more on how to live together and build the model together. Since the core
idea is to achieve win-win situation and continuous development within the model, the model
itself needs to be designed so that it removes the biased perspective and instead gives incentives
to joint development. As a result of successful PBC piloting, both parties would learn and de-

velop the business and the fabrics together. Moreover, the performance of suppliers involved in
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PBC would increase and make a bigger performance gap between the suppliers who are involved

and who are not.

To my opinion, optimally, it [PBC] would create better platform for the cooperation and not only the fear
of losing sales, but rather it could be seen as an opportunity to improve the production together. (Senior
Specialist, Alpha7)

Compared to purchasing department’s own goals, they seems to believe that suppliers would
like to engage in PBC because they see that the competition is tough and this would be another
way for the suppliers to differentiate themselves from their competitors. It is also believed that
differentiation would also raise the barriers for new, especially Asian suppliers to enter the mar-
kets. In addition, purchasing department believes that suppliers would see longer contracts, pos-
sibly bigger volumes and closer cooperation as a goal for PBC. When looking at the bigger
picture, the purchasing department believes that PBC would encourage the suppliers to re-think
their procedures too and that they could see PBC as a potential and interesting business oppor-

tunity too.

Table 9. Goals of PBC identified by the purchasing department

» The main thing is of course to reduce the fabric cost per ton of paper.

Financial targets That’s the main target. (Buyer, Alpha3)

» We want to change this so that the fabrics would last longer so that we
can increase the running times and thus improve the efficiency. (Category
Director, Alphal)

Improving running
times

* This is part of bigger picture, where we have to think how to outbrain the
competition from sourcing’s perspective. We need to differentiate
ourselves and come up with smarter ways to source. (Category Director,
Alphal)

Rethinking sourcing

» We aim to change the operating model towards continuous improvement,
and hence the pricing and contracting models are wanted to be changed so
that the disagreements would be removed and incentives to improve on
continuous basis would be offered instead. (Vice President, Raw
Materials, Alphad)

Cooperation & learning

 This model is a way for Western suppliers to differentiate themselves in
the markets and with which they can bring us additional value. (Category
Director, Alphal)

What Alpha thinks
suppliers want

AP A

92



Goals for suppliers

Undoubtedly, the biggest benefit that PBC could bring to suppliers is increased transparency
and cooperation, since all of the interviewees noted its importance (Table 10). Suppliers believe
that as a result of PBC Alpha would open up more and suppliers would have for example better
access to data. This type of transparency would allow creating more discussion based on the
data, which could further lead to more structured development instead of ad hoc development
that currently seems to take place. One of the interviewees also stated that to their opinion,
transparency has already increased as a result of shifting from local purchasing to central pur-
chasing department. Furthermore, transparency in PBC would ensure that the competition is
truly between the best products, rather than preferred suppliers or other aspects. Accessing more
data would also enable suppliers to respond to the changes in the process and develop products
that fit best to the current need. Hence, it can be said that transparency and cooperation are seen

as enablers for improved performance and advanced decision making.

If we are able to make decisions more based on the data, it could mean that this would also benefit us in
a sense that we show that our products function better and would bring better cost per tons, and thus
could lead to doing more business with Alpha. (Director, PMC, Beta3)

Another goal suppliers identified is bigger volume. Continuing from what Director, PMC
(Beta3) said, transparency could lead to more business with Alpha, and hence suppliers identify
gaining economies of scale and competitive advantage as remarkable goals for PBC. However,
one of the interviewees note that performance-based contracts might not be more profitable
when looking at their margins, but the advantage is that they have tied the customer with large
volumes and longer contracting lengths.

The volume we have in our sites, in our production, that’s our benefit. The risks, stay the same as if they
make normal business. But we have of course a lower risk on volume variations because we have the
contract for a period of time to deliver, this amount of goods, which means that we are from the volume

point of view secure. (Director Key Account, Gammal)
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Moreover, tying the goals together, the suppliers hope that PBC would eventually bring them
competitive advantage. Hence, suppliers would have the possibility to widen their product range
at Alpha’s premises and instead of supplying only fabrics, they could offer wider set of products
or services. Offering broader set of services, suppliers could also attain competitive advantage
over the competitors. As stated before, better access to data could also allow deeper cooperation
which can further improve the suppliers’ position compared to its rivals. Naturally, suppliers are
interested in PBC because they want to perform better than the competitors and thus get better
prices on their offerings. As one of the interviewees present, the main goal for them is to achieve

certain kind of growth as a result of PBC.

When it comes to suppliers’ perceptions on what Alpha’s goal is, the results are clear: suppliers
expect Alpha to aim to lower costs with longer running times and search for new ways to do
business. Some also think that the goal of the customer is to benefit and not necessarily to find
mutual benefit. Besides, the comments of the suppliers show that suppliers find it easier to iden-
tify benefits for Alpha than to themselves. For suppliers, some of the purchasing department’s
goals seem more like barriers to themselves. For example, Gammaz2 argues that purchasing de-
partment aims transferring the risk more on the supplier side, and get the costs under control.
Here, if purchasing department’s goal truly is to transfer the risk to the supplier, it understand-
ably creates concerns or even barriers to suppliers. Some also hit the nail on the head when

thinking that Alpha aims to re-think sourcing:

I am sure that Alpha is looking for practical examples to run new business models or new ideas of con-
tracts but also that they will not change their complete purchasing behavior in this direction. They will
take case by case, but not that they will switch from one day to the other to the new, to such a new business

model. (Director Key Account, Gamma2)
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Table 10. Goals of PBC identified by the suppliers.

« If there are machines or mills that have preconceptions towards certain
supplier, this would increase the transparency and would show that with this
supplier Alpha has been driving performance-based and has achieved this and
this much tons. (Country General Manager, Gamma3)

Increasing transparency
& cooperation

* These contracts might not be more profitable when looking at the margins
but on the other hand the advantage is that we have tied the customer with
large volumes and longer contracting lengths. (Sales Director, Betal)

Bigger volume

» We want to be better than the competitors and this way get better price on our

Competitive advantage products than competitors. (Country General Manager, Gamma3)

* I’'m sure Alpha is after two things. One is that they want fabric costs to
further decrease per produced paper tons ... The other is driving both Alpha
and suppliers to the direction of developing better solutions which would
further contribute to larger and more efficient production. It is not only
aiming to the lowest price, though it is there, of that I’'m sure. (Vice President,
Sales & Marketing, Deltal)

What suppliers think
Alpha wants

AN

Goals for mills

Compared to purchasing department and suppliers, mills have probably the widest spectrum of
goals for PBC, which is interesting since the mills were found to be the actor with the most
negative perceptions of PBC. Contrary to suppliers, mills do not identify cooperation or trans-
parency as benefits at all, though those were the biggest goal for suppliers. However, it is good
to note that since mills and purchasing department are part of the same company, mills see
purchasing department’s goals as their goals too, though they do not always seem to agree with
them. Similar to purchasing department, mills highlight that PBC would be financially benefi-
cial, since it would lead to lower costs, cost-efficiency and savings (Table 11). They aim to get
basic total costs to go down, so that euro per produced paper ton would go down and create
savings. For example, the overall fabric costs are expected to decrease as a result of PBC, since
less fabrics are used on a yearly basis. However, the mills make a clear distinction between the
lowest price and lowest costs. As one of them explains, Alpha should not be targeting the lowest
prices, since the low price itself is not enough if there is not sufficient performance. Further-
more, this illustrates that paying more for a better product is considered as an option, if that was

to lead to lower costs and better cost-efficiency.
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If it [higher prices] can be counterbalanced with longer running times, then the euro per ton price would
be lower or in the same level, and we can still run them longer. Because, if we buy cheaper but change
more often, the money spend increases, so it doesn 't work, it needs to be optimized. (Operations Engineer,
Mill6)

Second goal mills identify is to be more innovative and to re-think the business. The current
business takes only little improvements, and of which are debated whether those can even be
seen as innovations. For example, radical innovations would be desirable, since those are seen
to improve the quality and running time simultaneously with declining prices. Interviewees
seem to emphasize that PBC could motivate suppliers to be more innovative, invest more in
R&D and give them incentives to develop their business and products. Most of the interviewees
see that the core goal of PBC is to motivate suppliers to be innovative, and all the other aspects
such as cost-efficiency and savings would only come as a result of successful supplier innova-
tions. Moreover, some interviewees also believe that PBC could activate people within Alpha
to think and to develop further, rather than stopping when a good product is found. Some also
say that innovation could take place as a result of cooperation, by taking the supplier on board
with the development. As Mill 6 explains, it does not matter who is the source of the innovation

or where it stems from as long as it has a good impact:

Somebody has to come up with an idea and it doesn’t always need to be material. It can be a change in
procedures or something else that brings as savings when it comes to raw materials, energy or labor

input. (Operations Manager, Mill3)

Third goal mills identify is longer running times. Especially from their perspective, the longer
running times are seen as a goal worth fighting for; mills win more, the fewer the shutdowns.
Since the primary goal for mills is to run as smoothly and efficiently as possible, one of the
goals of PBC is to increase the running time and reduce the stops needed for fabric change. As
one of the interviewees explains, the purpose of the fabric to the mills is that the fabrics would
perform as well as possible in the process and so that those could run as long as possible. None-
theless, one of the mills wondered if longer running times are aimed to only because the prices

cannot be lowered anymore, and Alpha cannot come up with any other ideas to improve the
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efficiency. Whatever the reason, mills seem to believe that longer running times are achievable

goal which could also lead other benefits.

If we were able to run longer with more expensive fabric, it means that there’s less time when the machine
is shut down and that way we would make more tons, and the more tons we make the more revenue we
get. The fabric would then cost a bit more, and the supplier would get some more, so there could be a win-

win situation. (Operations Engineer, Mill6)

If the fabrics were to run longer, this would reflect to the work done at the mills. Namely, if the
fabrics run longer and the machines are run down less frequently, there is less work. As men-
tioned before, mills are concerned that PBC could cause more work for them, yet some also
identify that PBC would decrease workload. Especially if there is a high demand in the mills
and the machines are expected to run with full speed, longer running times with less shutdowns
would be beneficial. Workload could also decrease in other areas too, since less fabrics in a year
also mean that there would be less bills to handle in the same year. One of the interviewees also
stated that if the amount of suppliers would decrease as a result of PBC, it would also likely
decrease the workload. Currently, the mills do not seem to have time to just chat with suppliers,
and hence if PBC was to decrease workload, the freed time could maybe be used to some other

tasks.

On an annual basis, this type of machine line would mean easily a hundred of fabrics per year and a
hundred of bills per year versus receiving only let’s say twenty bills per year. There is already quite big

of a difference there in the work it requires. (General Manager, Mill2)

Similar to suppliers, mills see that purchasing department is after financial goals, such as cost-
efficiency, lower costs and savings. As stated before, since mills and purchasing department are
part of the same company, it is sometimes challenging to make a distinction between the goals
of the mills and what mills think are purchasing department’s goals. A few also identify that
purchasing department is probably aiming to motivate suppliers to be more innovative and fa-
cilitate the tendering process. Besides, PBC is believed to have a positive impact on forecasting
the fabric costs. Nevertheless, in some cases, mills find some of purchasing department’s goals

dubious, and as Milll argues:
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Sure central purchasing’s goal is only to have cheap products but we have to live with the whole package.

So it doesn’t need to be cheap if the performance is not there. (Production Manager, Mill1)

Table 11. Goals of PBC identified by the mills

Lower costs & cost-
efficiency

Innovation &
rethinking the business

Longer running times

Decreases workload

What mills think
purchasing department
wants

e

* The biggest thing towards which it [PBC] should aim to is to lower fabric
costs, so that we would use less fabrics on a yearly basis. (Senior
Production Manager, Mill3)

« | hope that it [PBC] would activate to think and to find the best products
and also to further develop the suppliers’ product so that it won’t stop
when a good product is found, but rather if we see that there is still room
for improvement we will work for it. (Operations Manager, Mill8)

» We win there if the time we waste in changing the fabrics could be
minimized, meaning that the running time would increase. (Operations
Engineer, Mill7)

* If you need to change the fabrics less frequently, it means that there’s less
work in the stops. (Operations Manager, Mill8)

« | guess that central purchasing wants new ways to be more cost-efficient.
On one hand they might think that there are potential that is not being used
and on the other hand they might try to challenge the supplier to develop
better products. (Engineer, Mill8)
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6 Implications & conclusions

As the empirical findings show, it is clear that actors have different perceptions and expectations
towards PBC, and that introducing an effective PBC is not easy. In this chapter, the results are
discussed more in detail and reflected on the current literature, thus aiming to answer the re-
search questions. Thereafter, both the theoretical and managerial implications are given, and the
work is wrapped up with the limitations and ideas for future research. Taking a bottom-up ap-
proach on the research questions enables starting from the sub-questions and thereafter answer-

ing the main research question.

Interestingly, literature seems to identify only little prerequisites for PBC or how for example
suppliers have reacted to PBC. Since the perceptions were categorized either negative, neutral
or positive perceptions, the prevailing mindset could be identified. To answer the first sub-ques-
tion, how do actors perceive PBC, the results were categorized either positive, neutral or nega-
tive. Strictly speaking, purchasing department’s perceptions were mainly positive which is kind
of understandable since the idea comes from them. Tate et al. (2010) confirms this by arguing
that people who work at supply management tend to prefer PBC, especially if the subject is

tangible (like a fabric) and the performance is simple to track down (as produced tons).

Contrary to purchasing department, mills had more negative perceptions and their overall atti-
tude towards PBC was quite sceptical. Some mills argued that they do not like the idea since
there are no previous experiences of PBC at hand, and the role of references from other mills
and experience of early adopters seem to play a role whether it is feasible to introduce PBC (Bol
& Moers 2010). In turn, suppliers fall between purchasing department and mills, since they were
mainly neutral, by acknowledging the potential of PBC yet expressing their concerns over cer-
tain issues. Similarly, the literature identifies that the suppliers’ perceived control over the input,
level of trust and cooperation affects how willing the supplier is to engage in PBC (Selviaridis
& Norrman 2014). However, it is good to keep in mind that perceptions of PBC are highly

personal matters, as some interviewees noted.
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To answer the second sub-question, what do the actors expect from PBC, illustrates the outlines
of the contract. All the parties expect PBC to be trust-based and mutually beneficial, to include
closer cooperation and communication than previously (Datta & Roy 2011; van der Valk & van
Iwaarden 2011; Nétti et al. 2014), and the actors of the triad expect both contractual capabilities
and well as relational capabilities from PBC (Hartmann et al. 2014). In line with Hartmann et
al. (2014), it is up to actors involved how detailed contract they want to sign. It is interesting to
note that all the interviewees agree that the contract should be well negotiated beforehand,

though interviewees have little to say what exactly the contract should include.

Furthermore, purchasing department hopes that the suppliers would be capable and willing to
engage in this new model and that the pricing needs to be formed based on a price list. As one
of the purchasing department’s interviewees stated, the supplier does not necessarily need to be
similar to Alpha, but the targets need to be congruent and everyone needs to be willing to invest
and do even challenging things to reach a mutual goal. In turn, suppliers especially emphasized
that PBC should be mutually beneficial and that the contract should be designed so that it is still
profitable for them. Similar to suppliers, mills expect the contract to have mutual trust and co-
operation and similar to purchasing department, mills believe that certain maximum and/or min-
imum price needs to be agreed on. As the finding show, relational capabilities and contractual
capabilities are intertwined (Hartmann et al. 2014): for example, suppliers expect the negotia-
tions to target on mutual benefit (relational capability), which further contributes to the con-
tracting details (contractual capabilities). Similarly, purchasing department expects the suppliers
to have enough physical resources (contractual capabilities) as well as the willingness (relational

capabilities) to engage in PBC.

Compared to perceptions and expectations, current literature identifies several barriers that re-
quire overcoming in order to transit from product-based contracting and pricing to performance-
based contracting and pricing (e.g. Ng & Nudurupati 2010; Liinamaa et al. 2016). To answer
the third sub-question, why is PBC seen challenging, the responses were evident; the biggest
barriers for all the actors in the triad were change resistance, conflicting interests, designing a
compensation system and increased workload. Additionally, purchasing department is con-
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cerned about the undeveloped supplier offering, data management and inflexibility of the sys-
tems, while suppliers are concerned of the contract development and have a fear of increased
risk, whereas mills are concerned of information silos. Though change resistance cannot be
avoided, some change resistance is justified (Tate et al. 2010; Kleemann et al. 2012) and occurs
by nature. After all, the new contracting model yields great risk for both buyer and supplier, and

it is thus understandable that parties feel worried about the change.

Besides, though actors’ goal in theory would target mutuality, in practice it is very likely that
the actors have conflicting interests (Tate et al. 2010; Van der Valk and van lwaarden 2011).
The empirical evidence of this study is in unison with Tate et al.’s (2010) findings, where the
supplier is given conflicting messages from different actors, challenging the cooperation. Hence,
it is clear that the buyer is not necessarily a coherent unit, and as the study show, mills and
purchasing department can have interests that are very far from each other, and taking a dyadic
approach would probably have given totally different results. In the worst case, if taking a dyadic
approach, the mills’ opinions would be excluded, making mills feel that the changes are pushed

top-down and hence hindering or even preventing the effective implementation of PBC.

The conflicting interests are a result of different incentives and purposes of purchasing depart-
ment, suppliers and mills: purchasing department has more strategic look of the business, thus
targeting developing the business and thus gaining the competitive advantage. On the contrary,
mills are responsible for the operational work, and their purpose is to produce reliably and cer-
tainly as possible. Sometimes the mills seemed to be more in the same line with suppliers rather
than purchasing department. Wynstra et al. (2015) also agree to the point by admitting that
aligning the interests between the actors of the triad is difficult and that interest alignment has
an effect in specifying the performance level. Hence, the conflicting interest should be overcome
to be able to cooperate in an efficient manner (Ssengooba et al. 2012; Kleemann & Essig 2013).

Interestingly, suppliers and mills are concerned that the price would be the main driver of the
business, whereas purchasing department did not. Furthermore, supplier fear that PBC would
increase risk for them, and though there seems to be trust-based relationship between the actors,

especially suppliers find it hard to believe Alpha’s words of better performance would lead to
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better compensation. As the suppliers say, they have not had the experience of Alpha paying
more for better performance, quite the contrary. This raises the question that how the purchasing
department is going to convince suppliers that they are being compensated and how much they
are going to exploit their purchasing power over the suppliers (Kindstrom & Kowalkowski
2014). Since it is somewhat contradictory, that the purchasing department seems to think that
PBC is going to be applied no matter what, though simultaneously they hope to find a supplier

who is head over heels in PBC and willing to take the risk.

The fourth sub-question, why is PBC seen beneficial, was clearly more demanding question for
the interviewees than why is PBC seen challenging. Actors of the triad found it easier to tell
what would be the benefits for the other actors, but sometimes struggled to identify benefits for
themselves. For example purchasing department believed that with PBC suppliers would differ-
entiate themselves especially from Asian suppliers, though which suppliers did not identify as
a benefit per se. On the contrary, mills stated that purchasing department mainly after lower
costs, better cost-efficiency or other financial targets, but did not find rethinking sourcing as the

benefits purchasing department would be after.

When it comes to actors thoughts of the benefits, in general, PBC is believed to allow actors to
work more effectively and with lower costs. Financial targets, longer running times and inno-
vation were identified as the goals for purchasing department and mills, whereas suppliers iden-
tified increased transparency and cooperation, increased volume and competitive advantage as
their goals for PBC. Purchasing department was clearly thrilled about PBC and its ability to
revolutionize the laws of sourcing, strengthening their position at the markets. Though PBC is
believed to benefit all the actors financially (e.g. Hypko et al. 2010B; Holmbom et al. 2014),
suppliers do not believe PBC would significantly affect their profit, but they rather believe that
longer contracts and possibly bigger volume would be the main benefits for them. To suppliers’
opinion, PBC could be a possibility to consider the quality of the fabric as the primary attribute
and prices only secondary (Hypko et al. 2010B) hence alleviating the pressure on prices. Closer
cooperation between the actors of the triad supports mutual learning (Natti et al. 2014) and is
believed to incentivize for joint development. Eventually, PBC is hoped to give competitive
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advantage for both buyer and supplier (Hypko et al. 2010B; Howard et al. 2016; Glas & Klee-
mann 2017).

The main idea, and simultaneously the challenge of PBC, is how to successfully transit from the
traditional product-based business model to performance-based business model where supplier
is compensated based on the achieved results (Kleemann et al. 2012). Since the results to sub-
questions are given, the main research question, how to effectively introduce PBC, can now be
answered (Figure 9). Taking these findings together, it can be said that effective introduction of
PBC requires understanding the parties’ perceptions and expectations to acknowledge the cur-
rent situation. On one hand it is vital to identify barriers that could hinder the transition from
procuring simple product to procuring complex performance but on the other hand it is also vital
to identify the benefits that drive towards the change. Based on these deductions, it can be said
that if a company wants to effectively introduce PBC within their company, they need to do the
preliminary work to understand the current situation, to tackle the barriers and work towards a
clear target with well-thought contract. Fundamentally, PBC balances the higher risk against the
higher value and rewards (Gruneberg et al. 2007; Selviaridis & Norrman 2015), of course aim-

ing to increase the rewards more than related costs.
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How do the actors perceive PBC?

» Purchasing department had the most positive perceptions towards PBC, mills
had the most negative ones and suppliers fall in between having neutral
perceptions.

‘What do the actors expect from PBC?

* PBC is expected to be built together on trust, cooperation, mutual benefit
and financial benefits

Why is PBC seen challenging?

+ Change resistance including conflicting interests, increased workload and
complexity of outlining the compensation systemn worry the actors

Why is PBC seen beneficial?

« Better cost-efficiency. closer cooperation, focus on quality and competitive
advantage could as reasons why PBC should be applied

How to effectively introduce PBC?

+ Ensuring the preliminary work by identifying the perceptions, acknowledging
the expectations, tackling the barriers and fighting for the goals

Figure 9. Answering the research questions

6.1  Theoretical implications

The study contributes to the narrow empirical and conceptual understanding of performance-
based contracting by examining the topic from the triadic perspective in pulp and paper industry.
Both PBC and inter-organizational triads have received limited recognition in operations and
supply management literature (Selviaridis & Wynstra 2015; Wynstra et al. 2015; Essig et al.
2016; Vedel et al. 2016) and due to PBC’s ability to question the boundaries of organizations
and ways of organizing knowledge (Ng et al. 2013), PBC is found extremely interesting research
topic. Taken together, the results of the study contribute to the literature especially in three ways.
First, the study is found to contribute to both the empirical evidence as well as the theoretical
knowledge of PBC by examining the perceptions and expectations of the actors, of which the
previous literature has not studied at all. Secondly, the study takes a triadic approach on PBC in
an industry it has not studied before, elaborating how pulp and paper industry see PBC. And
thirdly, the triadic approach is supported and contributed to by proving that the buyer is not

necessarily a coherent unit.
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While the literature seems to have studies of moving towards PBC, those seem to lack both
theoretical focus (Essig et al. 2016) as well as the empirical evidence of the topic (Glas et al.
2011; Kleemann et al. 2012). Hence examining the perceptions and expectations of the actors
give new insights can offer new opportunities to study PBC (Essig et al. 2016). The study sup-
ports the theory of Hartmann et al. (2014) and especially present the interconnectedness of the
relational and contractual capabilities. The empirical evidence shows that the actors expect, first
and foremost, PBC to be built on mutual trust, which then facilitates the contractual capabilities
such as designing a compensation model that sufficiently benefits both parties. It is worth noting
that though interviewees identified both mills and suppliers to resist the change quite equally,
the mills possessed more negative perceptions compared to suppliers. As a result, convincing
suppliers might be easier than thought before, yet convincing mills might require more effort
than thought before. Though actors feel that their cooperation and trust is already in a quite good
level, they see that some improvements can be made. And contrary to Hypko et al. (2010B), the

buyer has the interest to purchase performance rather than products.

Taking pulp and paper industry under examination is also relevant, since PBC has not been
studied from it before. Compared to defence, one of the industries where PBC has been studied
the most (e.g. Howards et al. 2016), pulp and paper industry share some characteristics for PBC:
both are large-scale and capital intensive industries (Xiang et al. 2017), where the supplier often
takes care of the maintenance, repair and overhaul. Since the pulp and paper industry is seen
conservative and slow-moving industry, the changes in there are seen often more as a threat as
an opportunity. Nevertheless, the industry is about to wake up to the fact that lowering prices is
not feasible method for competition, but that something has to be done differently. Hence, there
IS no reason why pulp and paper industry should not follow the same path as aerospace and
defence, where PBC has led to motivate suppliers to develop their offerings and thus improved
the efficiency (Kim et al. 2007). As one of the suppliers presented, PBC could allow them to
sell Alpha systems or bigger solutions rather than just fabrics. Therefore, this study can be seen

for example as a prelude for the revolution of PBC in pulp and paper industry.
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PBC is mainly studied from the dyadic perspective (Tate et al. 2010) and not so much from the
triadic perspective (van der Valk & van lwaarden 2011; Wynstra et al. 2015), and thus taking a
triadic approach sheds more light on complex relationships. As the findings show, the buying
organization presented is not necessarily one coherent unit with mutual objectives. Dyadic ap-
proach might leave this aspect unnoticed, and can thus bias the buyer’s responses, especially if
several departments within the buying organizations take part in PBC process. In this case, tak-
ing a dyadic approach would have given probably biased buyer perspective, or a blind eye as
Choi and Wu (2009) present, since mills and purchasing department are so different from each
other. For example, mills themselves implied that sometimes it is easier to find mutual goals
with suppliers than purchasing department. Tying together PBC and triads is especially im-
portant since the production data comes from the mills and based on the calculus agreed with
purchasing department, the supplier is being compensated. The study also adheres to Choi and
Wu (2009) and Wynstra et al.’s (2015) suggestions to study triads more especially in the oper-
ations and supply management and further supports the findings of Tate et al. (2010).

6.2  Managerial implications

From managerial perspective, the study offers valuable insight especially on the work that needs
to be done to effectively introduce PBC. Here, understanding the current situation and prevailing
perceptions allows companies to take into considerations variety of aspects in order to introduce
PBC effectively. For example, purchasing department seemed to be surprised of the amount of
resistance of PBC among suppliers and mills. Besides, identifying why PBC is seen challenging
presents the barriers and areas of concerns of different parties enables executives to tackle these
barriers. If the barriers are not bore in mind and actions are taken without considering the sup-
pliers and mills’ perspective, the purchasing department not only deteriorates the relationships
to suppliers and mills, but also slows down or even prevents successful implementation of PBC.
In sum, trust, transparency and other soft factors play a key role, probably even bigger than first

thought, since the transition process is also about change management.
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The managers should keep in mind that a benefit for one can be a challenge for another; as one
of the interviewees stated, there are like separate bubbles in which the actors live in, yet espe-
cially the managers have to have the ability to understand how the people within the other bub-
bles think. Understanding the expectations and concerns of the others and acting upon them has
a great possibility to lessen the change resistance. Besides, as the suppliers and mills sometimes
had difficulties in understanding the advantages of PBC, the managers play a great role in visu-
alizing the value of PBC to the other actors. For example, workshops or other means could be
used to spread the word and to explain why Alpha wants to engage in PBC. Another suggestion
would be to form cross-functional or inter-organizational teams to take care of PBC. Supported
by the literature and findings, the relational capabilities including trust and reciprocity among
others cannot be emphasized enough, especially in a conservative and slow-moving industry as

pulp and paper industry.

Additionally, the questions whether Alpha is willing to pay more and how much for better per-
formance, need to be thought well in advance. As the findings show, majority of the suppliers
and some mills believe that Alpha is not willing to pay more for better performance, though
purchasing department states that they indeed are. Though purchasing department seems to
acknowledge the fact that suppliers are skeptical, little was given on how to convince the other
actors to believe this new model. Besides, it is not only convincing the others, but also changing
the attitude within Alpha, so that if and when the supplier is able to produce better performance,
Alpha can keep its word and pay the supplier more. Here, designing a calculus for the compen-
sation model and sharing it with the relevant actors would be beneficial. The calculus could be
designed to go first in parallel with the current production to set some sort of a base, and then

the calculus could be honed upwards or downwards.

Supported by the findings of this study, the logical next step, and a strong recommendation, is
to organize a pilot and embrace the results. The interviewees of the purchasing department also
agree that Alpha (and why not other actors in the same industry) have a tendency to think, plan
and map ideas too long. Yes, the phrase is that “well begun is half done”, but as one of the
interviewees stated, the purchasing department and in the industry in general, there is a tendency

to mull over the ideas too long. Hence, the PBC should be piloted with one or more chosen
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suppliers and with a chosen mills, in a feasible and safe environment for joint development and
learning. With the help of shared system and initial discussion with Beta, Beta could work as a
good supplier to start the negotiations with. Choosing the right mill to pilot probably requires
extending the investigations, though based on the interviews, Mill2 could be one of the potential

mills.

6.3  Limitations & future research

When it comes to findings of this study, certain limitations need to be acknowledged. First of
all, the chosen research method and data collection can be seen as a limitation. As stated before,
the study was conducted as a qualitative embedded single case study, and the data included 25
interviewees from the purchasing department, three suppliers and eight mills. Choosing these
actors might limit the results, and for example having only one or two interviewees from each
mill does not necessarily represent the opinions of the whole mill. Similarly, some suppliers
were left out, yet who could have had totally opposing views compared to the ones who were
interviewed. Therefore, the future research could reassess the actors in the triad, and possibly
cover either wider spectrum of interviewees from each actors or totally new actors. This would
shed more light on perceptions, expectations, barriers and goals of the actors thus contributing
to effective introduction of PBC. Besides, the study could be conducted as a multiple case study,
where the same aspects, perceptions, expectations, barriers and goals could be examined in an-
other company or in a another country and then compared to the findings of this study. Taking
multiple case study would offer more generalizable and accurate theory, since those allow com-

paring cases with each other (Eisenhardt & Graebner 2007).

Another aspect that can be seen as a limitation is that the study takes short-term perspective by
presenting only the prevailing situation with actors’ current perceptions, expectation, barriers
and goals. Some of the interviewees were not familiar with the topic beforehand, and hearing
from PBC for the first time did not give them much time to think about their responses. Besides,
since almost none of the interviewees had previous experiences of PBC, the answers were based
on their current understanding of the topic rather than practical experiences. Hence, the future

research could take long-term approach on PBC, and for example study how the perceptions
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and understanding of the topic change in parallel with the transition process. Long-term ap-
proach would probably also illustrate how the barriers to PBC are perceived throughout the
process, and maybe identify which barriers are crucial in each process phase and whether the

initial barriers indeed exist.

In addition to previously mentioned areas of future research, the emerging topic of preferred
customer could be studied in pulp and paper industry. To purchasing department’s opinion, sup-
pliers are neither proactive nor innovative enough, though especially the purchasing department
was confident that they are the preferred customer for the suppliers, and hence they expect sup-
pliers to act accordingly. Though the suppliers seemed to see Alpha as an important customer
and the relationship with Alpha good in general, only one supplier implied that Alpha is a supe-
rior customer for them. Hence, the future study could focus on do the suppliers perceive Alpha
as a preferred compared to their other customers or how Alpha could attain the status of pre-
ferred customer in the eyes of the supplier. Moreover, it would be fascinating to see how the
role of preferred customer further contributes to relationship between the actors or to perfor-

mance-based contracting.
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Appendices

Appendix 1. Interview questions

A list of themes that are being discussed during each interview is presented below. Each theme
included more or less precise questions, depending on the interviewees’ responses and
knowledge of the topic. The questions did not necessarily follow precise order, but were asked
on a natural sequence as the interview proceeded. Additionally, complementary questions were

asked if found suitable.

Interview questions
What is your name, background and current position?
Do you have previous experiences of PBC?

What is the goal of PBC for you? For the other actors?

N

How do you think PBC would effect on your supplier base, relationships and contract
design?

How would you describe your prerequisites, expectations and attitudes towards PBC?
What are the possible barriers for you? For the other actors?

Who do you think resists PBC the most? Why?

Do you see that there is a threat of opportunism in PBC?

© oo N o O

How would you describe the role of trust?

10. How do you see the innovation in and its importance on PBC?

11. How do you currently measure performance?

12.  What do you think are suitable performance measures for PBC?

13.  How would you describe the communication and cooperation with other actors?

14. How easy it is for you to understand your own needs and others’ needs? How easy it

is for others to understand your needs?
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