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Most client organizations expect that their providers
will continually innovate or carry out some form of
value-adding when there is an outsourcing contract.
I write “some form” because a typical outsourcing
contract does not specify what innovation is expected,
let alone when it is to occur (just at the start? continu-
ously?), where it is to occur (technology? process? just
within the scope or outside?), and how it is to occur
(by osmosis? through proposals?). 

Most organizations are bitterly disappointed when
there is no innovation, feeling that the provider has
misled them or let them down. But when you examine
a typical clause, you can see why it is so difficult to
understand what the client expects. Let’s take an
example innovation clause from a recent outsourcing
agreement contained within the 70 pages of general
conditions, which also had 32 additional schedules
(see Figure 1).

Looking at this clause to see whether it will actually
drive innovation spurs a number of observations:

There was incredibly small discussion devoted to it,
relative to the entirety of the contract documents.
One would naturally infer it was not important, or
that it had just been thrown in as an afterthought. 

The customer merely “sought to encourage” innova-
tion — hardly an actual requirement. And, really, the
innovation specification stopped there, unless the
innovation might financially benefit both parties.

If an innovation could financially benefit both parties,
then the contractor was to prepare the business case
that required only an “outline of the opportunity,”
which implies that the provider was to merely submit
brief proposals. This is not a common understanding
of a business case that has benefits, costs, and risks as
its key components.

If there was a financial benefit, it was supposed to be
shared (which would be worked out later). Sharing
costs was not even contemplated, which infers the
cost was to be borne by the provider unless it was
able to get some money from the client.

If you were a provider, how much effort would you put
into innovation, where the costs are all yours but gains
have to be shared, given that it appears unimportant
to the client? The answer is what most clients actually
get: zero.

If you really want innovation, you will have to put rea-
sonable efforts into specifying what you want, how you
expect it to occur, and how success will be measured —
just as you would for any other requirement. And by
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22. INNOVATION 

22.1 With the view to be more efficient, to reduce unit costs incurred and overall costs 

 incurred for the Services, the Customer seeks to encourage the Contractor to 

 identify opportunities to introduce new technologies and/or processes. This may 

 have the effect of improving services, reducing costs, and may result in lower fees 

 and charges for the Customer and lower expenses for the Contractor.  

22.2 Where the Contractor identifies such an opportunity that may produce a financial 

 benefit for both parties, the Contractor will prepare and submit a business case 

 to the Customer outlining the opportunity and how the financial benefit identified 

 will be shared between the parties.

 

 

 

Figure 1 — Example of an innovation clause.
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the way, if you want innovation solely for the purpose
of cost savings, you probably really care only about sav-
ing money, not whether the innovation was actually the
technique that got the savings. So scrap any innovation
provisions and, instead, write up the cost-reduction
key performance indicators (KPIs) and processes (idea
generation, approvals, etc.) that you want adopted.

Getting innovation will take at least the following four
initial steps:

1. Define what you mean by “innovation.”

2. Understand what you want and what would work
best to get it.

3. Specify the processes you want undertaken from
concept generation to benefit realization.

4. Specify the performance measures or KPIs that will
be used to measure success.

The first step is to define what you mean by innovation.
In many fields, something new must be substantially
different to be innovative, not an insignificant change.
It is quite rare that a client actually wants radical or
revolutionary inventions. More often than not, what is
really desired is some form of continuous improvement.
Defining what you mean by the word “innovation” is
your first step. Below is one definition, and while not
perfect by any means, it should kick your business-
specific definition off in the right direction:

Innovation — introduction of new technologies, business
practices, and/or processes that add value to the client
organization 

However you choose to define innovation, this word
should be put into the contract’s glossary (commonly in
a “reserved words,””definitions,” or similar section of
the contract).

The next step is to understand what your organization
wants to achieve and how it would work.

Consider the example of an organization implementing
a whole-of-IT outsourcing agreement in a highly decen-
tralized business environment. All the IT practitioners
dispersed throughout the organization had little success
in getting improvements made within the IT area and
wanted to have the provider act as a change agent,
since the provider would have greater access to man-
agement’s ear. This case was successful because of the
work the team put into understanding what results
were realistic, and how the results might be achieved
(see sidebar “Planning How the Solution Would Work
Made It Work”).

Once you have an understanding of what you want
to take place, the next step is to specify exactly how
innovation is to occur. The example in Figure 2
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PLANNING HOW THE SOLUTION WOULD WORK
MADE IT WORK

The team planning an outsourcing contract in a statewide
educational institution did not assume innovation was a
guaranteed benefit naturally occurring from outsourcing.
Management was preparing a whole-of-IT outsourcing
contract but wanted more than just an operations contract.
It believed the supplier would be well placed to introduce
innovation and reengineering sorely needed into a business
that has not had the ROI from IT. Accordingly, it knew it
needed more than the standard agreement for this to occur,
but was not sure what that would look like.

It evaluated different reengineering approaches to determine
the one best suited. It designed detailed evaluation criteria
and real-life scenarios to which the bidders were to respond.
It tested various models with the industry (different payment
and risk/reward schemes) until it had a model that it believed
would work. The model chosen recognized that the provider
should be paid to generate ideas and business cases first.
After the business cases were accepted or rejected, the
provider can then be remunerated for implementing them
(but with some “skin in the game”; that is, recourse for late
or poor delivery). 

Within the first year, it had received more innovation ideas
than it had ever generated internally. The actual number of
innovations implemented remained fewer than had been
hoped, however, as the client had very entrenched ways of
operating and resisted change. Nonetheless, management
believed the introduction of the ideas and supporting
business cases, alone, provided substantial benefits in
unfreezing current mindsets about how and why technology
was underemployed to move the organization from a
change-resistant mentality to a change-embracing one.
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reflected the client’s desire for the provider to help it
discover innovation in the industry, which the client
called “environmental scanning.” The client put the
specification in the Conditions of Contract. The clause,
as you will see, specified quarterly briefings and report-
ing, and then the KPIs covered both the frequency and
quality of these briefings.

Last, in terms of the initial steps, is the setting of KPIs
that define how success will be measured on a regular
basis. The example in Table 1 focuses on the perform-
ance related first to the preparation of feasibility studies
and then to the achievement of the approved studies. 

Another example of an innovation KPI is shown
in Table 2, in which a technology provider and its
client set up a gain-sharing arrangement whereby
the provider was required to develop approximately
30 new applications per year. Of these, at least one
application was required to be commercialized in
accordance with a royalty agreement the parties had

included in the contract. This royalty agreement gave
the provider a 30% royalty in return for its investment
in bringing an application to the wider market. The
client did not want to assume that the royalty payment
was enough as the sole motivation and so included the
goal in a KPI.

Knowing what you want, understanding what is practi-
cal, specifying how you want to go about it, and having
performance measures reflecting the achievement of
your goals will start you off in the right direction. These
are only the initial steps, however. Making sure the
other parts of the contract do not conflict with innova-
tion (such as restricting ownership of intellectual prop-
erty solely to the client) and putting in place the right
people and practices to see it through from concept
generation to benefit realization are also imperative. But
these first few preliminary steps will get you thinking
pragmatically, rather than having abstract expectations
that are simply impossible to achieve.

Figure 2 — Example clause.

 

 

 

Clause 17 Environmental scanning

17.1 (Scanning) The Contractor shall monitor developments in the industry and in the business environment 

 of the Principal on an ongoing basis.

17.2  (Briefing sessions) The Contractor shall provide briefing sessions, on a quarterly or more frequent basis, 

 addressing relevant and significant (in the Contractor’s opinion) developments in the industry. 

 a. Separate sessions will be conducted for business versus technological issues. 

 b. All the Principal’s persons attending briefing sessions shall be requested to complete an evaluation 

  form that shall include ratings of the quality and effectiveness of the briefing session and their overall 

  satisfaction with the Contractor’s assessment of the impact on the efficiency or profitability of 

  the Principal. 

 c. Original completed evaluation forms are to be made available to the Principal, on request.

17.3 (Reports) The Contractor shall provide a report quarterly to the Principal of any significant developments 

 in the industry or business environment which have the potential to impact the efficiency or profitability 

 of the Principal, including:

 a. A summary of the evaluation of participants. 

 b. Ratings of the quality and effectiveness of the briefing session.

 c. Their overall satisfaction with the Contractor’s assessment of the impact on the efficiency or 

  profitability of the Principal. 

17.4 (Performance indicators) The performance indicators that will be used to assess the Provider’s 

 performance of this clause 17 are: 

 a. (Frequency) Briefings are conducted at least quarterly.

 b. (Rating) Summary of the briefing evaluation by participants shows an overall satisfactory rating.
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Calculation

KPI KPI Minimum Standard Frequency Formula Source Data

1. Feasibility 
    studies 
    on time1

2. Feasibility 
    study 
    results

At least 90% of feasibility 
studies are completed 
by the due date

No more than 10% of  
feasibility studies are 
completed later than one 
month of the due date

At least 90% of approved 
feasibility studies achieve  
the projected results

Annually

Feasibility studies due date = 
as specified in the innovation 
program schedule

Completion date = date each 
feasibility study received by client

Project results = per feasibility 
study 

Actual results = as calculated in the 
annual feasibility study review  
conducted by the client

Innovation 
program 
schedule 
and log

Feasibility 
study

Feasibility 
study review 
report

1Defined in the contract as “a detailed report defining what a project is and what strategic issues need to be considered to assess its technical, 
 economic, legal, cultural, and implementation feasibility.”

Table 1 — Example Innovation KPI — Feasibility Studies

  Calculation

KPI KPI Minimum Standard Frequency Formula Source Data

1. Commercialized 

    applications

At least one application developed for 

commercialization per year beginning 

as of the second anniversary
Annually Not applicable

Commercialized 

applications 

register

Table 2 — Example Innovation KPI — Commercialized Applications


