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HAS THE CONTRACT BECOME AN
OBSTACLE TO YOUR WORK?
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If you work in the software industry, it is likely that you have
encountered the following situations:
1. The working relationship between client and supplier is becoming
closer, and together, you are starting to identify shortcuts and smarter
solutions. The problem is that the contact lays down intricate, expensive
routines for dealing with changes.
2. The project backlog contains work assignments that are no longer
needed. Do you really have to do them simply because they are written in
the contract?
3. You and your staff are ready to make a start on the project – but then you
find out that you have to wait. Not all the requirements have been specified and a couple of “handshakes” are missing.
Sound familiar? Then read on if you – like us – believe that business-like
behaviour in the third millennium requires
new types of contract.
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AGREEMENT FOR A CHANGEABLE
WORLD
Lean & Agile are powerful tools that have injected a great deal of
innovation in the software industry. However, the types of agreement concluded between client and supplier are often still marked
by conservatism. They are based on an approach that has more to
do with the industrial society than the knowledge society.
Conventional contracts therefore fail to reflect the benefits of Lean & Agile
as regards continuous adaptation to uncertain and changeable surroundings, and to the fact that we actually learn and understand more and more
as a project progresses.
Many people in the industry have already realised that the time is ripe for
agreements that generate a more flexible working relationship between
client and supplier. Agreements that are based on mutual trust and the
opportunity to change the route to the finish line during the journey itself.
So is it possible to create some kind of Lean & Agile-adapted agreement
that does not require you to have decided in advance everything that needs
to be done in detail? The answer to this is “yes” – and we have chosen to
call the solution 		
“Agile Contract”.
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Supplier and client work together
to slim down the process.

Together, they benefit from the
improved profitability.
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AGILE MANIFESTO SHOWS THE WAY
A well-written Agile Contract provides the best possible conditions
for both client and supplier to develop their profitability. This gels
neatly with the philosophy behind The Agile Manifesto:
Individuals and interactions
Working software 		
Customer collaboration 		
Responding to change 		

over
over
over
over

processes and tools.
comprehensive documentation.
contract negotiation.
following a plan.
http://agilemanifesto.org

The manifesto challenges the established mindset that conventionally
applies in professional groups in the industry, where
• the client focuses on “hours worked” and “costs”, as these are the
only parameters it is normally possible to measure
• the principal task of legal specialists in contract law is to protect
their client from risk and damages, rather than to develop new foundations for improved profitability
• all professional roles view changes in relation to the original plan
as problems to be avoided, particularly because it is so expensive to
deal with them.
Likewise, the Agile Contract approach requires the organisation to change
many of its perceptions and ways of thinking. This means that Lean & Agile
enthusiasts have a lot of teaching to do!
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FULL TRANSPARENCY
REDUCES THE RISK
The basis of an Agile Contract is, of course, the same as is to be
found in all kinds of contracts, i.e. agreements concerning risk
sharing, deliveries and approval. The big difference is that many
of the risks and problems “solve themselves” when you apply a
methodology based on Lean & Agile.
The reason for this is that the work is based on quick, regular deliveries, and this provides client and supplier alike with full insight into – and
improved control over – both processes and results. Feedback is provided
early and often, goals are adjusted continuously, and in many cases the
client has access to a functional product – simplified but useable – at a
much earlier stage of the process.
Briefly put: as Lean & Agile makes the development process transparent to
both client and supplier, the level of risk decreases. And it is precisely this
aspect that makes the Agile Contract approach so beneficial.

Unnecessary functions translate into added costs
A large, concealed problem in the software industry is supplied functionality that is never utilised by the intended end user (up to 40–50 %
according to surveys!). This “dead wood” generates problems in the
form of increased complexity, bugs and future maintenance costs.
This problem is clearly linked to fixed price/fixed content contracts.
The intention is probably to reduce risk by ordering functions “to be on
the safe side”, even though they may not actually be needed. It is hard
to build up an overview at an early stage of the project, and people do
not want to be hit by late, expensive supplementary orders.
Scrum guru Jeff Sutherland is fond of saying: “If my client is not completely sure that this requirement adds value, then my programmers
are better off sitting around playing poker. At least then they won’t be
contributing to added costs in the future.”
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THE COMPONENTS OF
AN AGILE CONTRACT
The purpose of a contract is to facilitate and reinforce the working
relationship between client and supplier. It should also reflect the
hopes and fears of the parties involved. No matter whether or not it
is an Agile Contract, it will be built up around four main areas:
1. The “meat”, which defines the scope, deliveries, approval
and conclusion.
2. Managing changes.
3. Payment plan and price models.
4. Risk, responsibility and obligations.
The biggest differences between Agile and conventional contracts are to be
found in areas 1–3 – we will return to this later. Area 4 does not differ significantly between the different types of contract, but it is naturally affected
by the fact that a Lean & Agile project involves less risk.
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Scope and content
Contracts are to contain a project vision or target image, as well as the
commercial objective of the project – but not detailed specifications of
requirements. There are numerous different templates for describing this.
Execution and delivery cycle
The work is carried out in fixed periods of time – known as boxes – typically
2, 3 or 4 weeks long. Each box concludes with a delivery of tested and useable results.
Approval and acceptance
Every delivery is to meet the agreed criteria – “definition of done”. These
criteria normally detail both current acceptance tests and previously
completed tests for earlier deliveries that need to be reviewed. The client is
given a deadline – usually half a box – to submit feedback and comments.
After this deadline, the delivery is considered approved.
Change management
This is incorporated into a Lean & Agile work method to ensure that it does
not lead to extra costs. As the project progresses, it must be possible to
change priorities and switch the route to the project goal without the contract obstructing or complicating the work.
Conclusion
The client is to be able to conclude an assignment after a completed delivery and, ideally, before the deadline laid down in the original, rough plan.
Both client and supplier are to view an “early” conclusion as something
to strive towards! The contract must also describe an early conclusion on
account of a breakdown in the working relationship – the formulations here
will be very similar to those in a conventional contract. However, there is a
major difference that we have indicated previously: there will probably be a
more useable subsidiary result in a project based on Lean & Agile – a result
that someone can continue to work with.
Deliverables
When preparing a contract, try to avoid including a list of deliverables that
must be included; focus instead on delivering tested and useable subsidiary
results on a regular basis.
Responsibility and guarantees
These are to be included, but they are not quite the same as in a conventional contract. Regular subsidiary deliveries drastically reduce both risk
and consequences as problems are discovered at an early stage.
Payment plan and price models
Link payments to deliveries. There are various models involving shared
risk-taking and holding over a part payment until the final delivery. See
next page.
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PAYMENT FOR TIME WORKED
This payment model works well for projects based on Lean & Agile. It
is simple and straightforward, but demands trust and transparency.
It is best for clients and suppliers who have worked together for a
while. The risk to the client is that the project may become “eternal”,
with constant addition of new requirements and changes. One way to
minimise this risk is to set a ceiling price on the subsidiary deliveries,
the final delivery or the whole project.

How to become a good client
• Break requirements down into smaller parts, sort these parts into
a prioritised order, and plan for early subsidiary deliveries. This will
increase the likelihood that functions, improvements and error corrections will be delivered in the best possible order.
• Be there for the supplier – give quick feedback on deliveries and
make sure to explain and clarify requirements. This lays the foundations for “good enough” solutions that can lead to an early conclusion.
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PAYMENT BASED ON
DELIVERY CAPACITY
In many cases, the client will assure a certain delivery capacity for a set
period, even though it is not yet clear what work needs to be done. This
is usual, for example, for the administration and maintenance of certain
systems. The client bases calculations on previous years, and estimates the
amount of work at what a Scrum team of 5–6 people, as an example, will
typically complete. As a consequence, the supplier will then attempt to ensure that this capacity is available for, say, the coming year. It is also usual
to agree a fixed price per sprint linked to a “definition of done”. In this case,
the client and supplier agree on when the content of the next sprint has
to be locked and described. This normally takes place about half a sprint
before it is time to start.
Other types of agreements centre on the extent to which the supplier is to
be able to increase or decrease capacity with a certain amount of planning,
guidelines about how to deal with a sudden increase in load (possibly linked
to a release) or how to tackle situations where there is insufficient work
to fill the allocated capacity. In a well-functioning relationship, it is easy to
agree on how these issues are to be dealt with – in a manner that is profitable to both parties.
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PAYMENT PER DELIVERABLE
In order to lay the foundations for a win-win situation for both
client and supplier, the price tag has to be separated from the
amount of time invested. Instead, it is necessary to define something that could be called “value”, “functionality” or “result”. Here,
we refer to it as “deliverable”.
The deliverable as such should comprise a new function, an improvement
or an error correction. It is important to ensure that there is a clear “definition of done” linked to the deliverable. This often involves the deliverable
being tested, demonstrated and ready to use.

All the same size

Based on cost

T-shirt

Estimated size

Story points
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Own definition

D

How can we measure the size of a deliverable so that it is easier to attach a
price tag to it? There are several established ways to do this, and it is also
possible to work with your partner to develop new ones. Examples include:
• story points (based on user stories)
• t-shirt sizes (S, M and L describe the size of the deliverables relative to
each other)
• quantity (in the case of error corrections, for example, when all measures
are considered to be the same size from a statistical perspective)
A trait shared by all these methods is that they are mainly linked to the cost
or input required to create the delivery, and not its value as such. The challenge is for both client and supplier gradually to build up a shared estimate
of the value of the deliverable and to receive payment for that value –
irrespective of how much work has gone into it. Once we reach this point,
we have created incentive for both parties to work smarter and faster.
Attempting to define the value of a deliverable separately from the work
that went into it is not the first step in a new relationship, but something
that can be initiated once you have succeeded in making the shared projects work – see the last article!

DELIVERABLE

Based on value
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WIN–WIN ACCORDING TO
AN AGILE CONTRACT
In an Agile Contract, both client and supplier strive to become
more efficient and more profitable. They can share pain and gain
according to the following two principles:
1. A supplier who develops his productivity and gets more done in less
time is rewarded for it.
If the supplier works systematically to become more productive and invests
in skills, methodology and tools to deliver results more quickly, he is to be
rewarded for this.
2. 	In cases where both parties agree that a “good enough” solution has
been reached, then both can withdraw neatly from the project, with
good conditions for both.
The fundamental principle is that if the client is satisfied earlier than stated
in the original assignment timetable, then the project can be terminated
early. Both parties come away with a win because:
• the client has to pay less than the previously calculated target price
• the supplier receives a part of the payment for “the work never done”,
and can now use the time freed up to take in other assignments.
The reverse also applies, of course. If the requirements have not been
fulfilled within the original assignment timetable, the supplier continues to
work on the project at a lower hourly rate.

The supplier’s
input

Perceived value

The client’s order

Today

100 hours

100 value points

1,000 money units

Tomorrow (when
we are more efficient)

90 hours

100 value points

950 money units

The table demonstrates how the Agile Contract approach rewards efficiency. When the
supplier has become more skilled and works faster, both supplier and client benefit: the
supplier receives more pay per hour worked, and the client pays less for the perceived
value.
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HOW DOES THE AGILE CONTRACT
APPROACH ACTUALLY WORK?
If the following exist, then conditions are good for an Agile
Contract:
• Both parties understand what Lean & Agile methodology involves, and
are used to applying these principles in practice.
• Trust and transparency already exist between client and supplier – often
based on a long, well-functioning relationship that both parties now want
to develop further. This is particularly important in the difficult work to
define deliverables.
• The project is “close to the market”, where it is easier to put a clear price
tag on what a deliverable is worth.
• There is little point in describing the specific requirements in detail; the
“do–learn–adapt” principle must apply.

If the working relationship is built on solid handshakes, the capacity to improvise and
generosity, then the chances of success are excellent. If however, you need a detailed
contract where the legal experts have taken the “belt & braces” approach, then the Agile
Contract approach is doomed to fail from the start.
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AGILE CONTRACT STEP BY STEP
The Agile Contract approach is relatively new, and in many ways we are still
in the pioneering phase. Therefore, we believe that here, too, we should
take a Lean & Agile approach, breaking down the work into small parts,
delivering early and often, and making changes as we go. At the end of the
day, this will result in a well-functioning relationship based on an agreement that promotes collaboration rather than hindering it.

Step 1: prepare the first version of the contract
The work on the contract lays the foundations for the coming project collaboration. The first phase needs to take the time it needs. The principle of
“hurry up slowly” applies.
Important tasks:
• Define appropriate variables.
• Put a price tag on the variables. (This constitutes an initial norm value
that can be updated subsequently).
• Create a system for feedback to ensure that the right things are delivered.
• Create a system for logging, compiling and assessing deviations.
• Define the supplier’s authorisation – what can the supplier decide for
himself?
A spin-off effect of the work on the contract is that it helps both parties
to develop communication and to learn more about one another. At this
early stage, an increase in efficiency of the entire work process has already
begun.

Step 2: complete a trial quarter
Time to “beta test” the Agile Contract! Please note that the working relationship is still based on the “usual agreement”, and that the Agile Contract
is only used for the purpose of assessment. Some problems will not appear
until you are running under “almost real” circumstances. It is in this phase
that you can validate the norm value: “did we get it right?” It is also here that
you receive feedback on how the agreement structure functions in practice.

Step 3: take the working relationship to the next level
This is it – real life! It is to be hoped that the trial quarter has given the
working relationship a boost and shown that the principles hold water. The
Agile Contract is being applied in full and has replaced the “usual agree14

ment”. The contract is a living document that demands continuous maintenance and updating, and must be developed constantly in parallel with the
work and the relationship.

Step 4: continuous follow-up
You are now working in accordance with Lean & Agile principles and have
an agreement which supports a work method that promotes continuous productivity increases for both parties. At the end of each contractual
period (every quarter or month, for example), you update the agreement
to include the productivity increases you have achieved. This ensures that
both customer and supplier share in the productivity gains.

Step 5: win–win
You have now created the conditions to move from a cost-based to a valuebased model. The shared discussions are not just about how to reduce
costs and optimise the flow, but also about how to work together to maximise customer benefit. The shared focus is on commercial value for the
end customer and, at the same time, you have built up a model that works
constantly to optimise the process and drive costs down.
A number of different contract models have been created with a
view to sharing risk, sharing gains and attempting to create good
incentives. The available literature is full of descriptions – here are
a few examples:
• Iteration-based target image. The client and the supplier prepare a target plan containing, for example, ten iterations. If both
parties are satisfied after eight iterations, a bonus is paid to the
supplier in the amount of x per cent of the non-used time. If more
than ten iterations are required, however, the excess iterations
are debited in accordance with a cost price (unless special terms
can be applied).
• Target cost plus margin (often used at Toyota). The client and the
supplier jointly review the content and assess expected changes
to reach a calculated target cost. To this, they add an agreed
mark-up. The project is then run in an atmosphere of complete
openness from both sides, and the parties share all increases or
reductions in cost on the basis of a pre-defined distribution agreement.
• Different models for different project phases. For example, a fixed
price for an introductory time box within which the supplier is to
prepare a release plan and a backlog for initial iterations. This is
followed by ongoing calculation or a fixed price per iteration … or
any variation on this theme.
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THE TIME IS RIPE FOR AN
AGREEMENT REVOLUTION!
Lean & Agile-based methodology demands a
completely new type of agreement between
client and supplier. This is based on the third
item of The Agile Manifesto:
Customer collaboration over contract negotiation.
This is the foundation for a working relationship
based on:
• shared risk-taking
• subsidiary goals that change in time (while the
ultimate objective remains unchanged)
• the opportunity for smart improvisation
– including project conclusion if a “good enough”
solution is identified
• mutual trust.
This text provides an introduction to the thinking
behind a successful Agile Contract and advice about
how to make a start on creating your own agreement
types.
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