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M A N A G E R ’ S  T O O L  K I T

Betting on the Future:
The Virtues of Contingent Contracts

by Max H. Bazerman and James J. Gillespie 

Many negotiations collapse over differences of opinion about how the
future will unfold. Companies need to realize that it’s often better

to bet on uncertain events than to argue about them.

telev i s ion  product ion
company was recently trying 
to sell the syndication rights

for a popular sitcom to an inde-
pendent station in one of the three
largest U.S. broad-
cast markets. Both
parties were eager
to close the deal,
but they had very
different expecta-
tions about the
program’s ratings.
The producer was
confident that the
sitcom would grab
at least a 9% share
of the audience in
its early-evening
time slot. The sta-
tion felt the show
wouldn’t garner more than a 7%
share. Because each share point was
worth about $1 million in advertis-
ing revenue, the difference in expec-
tations translated into very different
ideas about what the rights to the
show were worth. After many heated
debates, the negotiations broke

down. The producer forfeited the
market, and the television station
bought a less attractive program to
fill out its schedule. 

The negotiation dynamic that
played out between
the producer and the
station occurs fre-
quently in business.
Two parties with
common interests
fail to reach an agree-
ment – about a sale,
a merger, a technol-
ogy transfer–because
they have different
expectations about
the future. They are
both so confident in
their prediction, or
so suspicious of the

other side’s forecast, that they refuse
to compromise. As the negotiations
progress, the difference of opinion
comes to dominate the discussions
and the common interests recede
from view. 

Such impasses are hard to break
through. Fortunately, though, they
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can often be avoided altogether by
using a straightforward but fre-
quently overlooked type of agree-
ment called a contingent contract. A
contingent contract’s terms are not
finalized until the uncertain event
in question – the contingency – actu-
ally takes place. If the television pro-
ducer and the station, for example,
had used a contingent contract, the
program license fee would not have
been fixed at the time the agreement
was signed. Instead, it would have
varied depending on the program’s
actual ratings. With a contingent con-
tract, differences of opinion about fu-
ture events don’t have to be bridged;
they become the core of the agree-
ment. Companies bet on the future
rather than argue about it.

In some areas of business – com-
pensation, for example – contingent
contracts are common. When a CEO
agrees to tie her pay to her company’s
stock price, she’s entering into a con-
tingent contract. When an actor
takes points in a movie in return for 
a lower up-front payment, he’s agree-
ing to a contingent contract. But in
many business negotiations, contin-
gent contracts are either ignored or
rejected out of hand. Why? There are
three reasons. First, many negotia-

tors are simply unaware of the possi-
bility of using contingent contracts.
Second, contingent contracts are 
often seen as a form of gambling –
something that just shouldn’t be
done in business. Third, most compa-
nies lack a systematic way of think-
ing about the formulation of such
contracts. Our goal in this article is
to raise managers’ awareness of con-
tingent contracts, showing that such
agreements are both appropriate and
beneficial in many kinds of business
negotiations. 

Turning Differences 
into Value
It used to be assumed that differ-
ences were always a source of con-
tention in negotiations, limiting the

parties’ ability to reach an
agreement. But in recent
years, negotiation scholars
have shown that differences
are often constructive. They
provide the basis for trade-
offs that can pave the way to
mutually beneficial agree-
ments. When the differences
have to do with uncertain

future events that are critically im-
portant to both parties, however,
trade-offs become very difficult to
make. By making the differences the
basis for a bet that offers potential
gains to both parties, contingent
contracts enable negotiators to avoid
long, costly, and often futile argu-
ments. Negotiators are able to focus
on their real mutual interests, not on
their speculative disagreements.

Consider how a contingent con-
tract might have changed the course
of one of the century’s most famous
(and fruitless) antitrust cases. In
1969, the U.S. Department of Justice
filed suit against IBM, alleging mo-
nopolistic behavior. More than a
decade later, the case was still bogged
down in litigation. Some 65 million
pages of documents had been pro-
duced, and each side had spent mil-
lions of dollars in legal expenses.
The DOJ finally dropped the case in
1982, when it was clear that IBM’s
once-dominant share of the com-
puter market was eroding rapidly. 

During the case’s 13 years, IBM and
the DOJ had essentially been arguing
over differences in expectations. IBM

assumed that its market share would
decrease in coming years as competi-
tion in the lucrative computer mar-
ket increased. The DOJ assumed that
IBM, as a monopolist, would hold its
dominant market share for the fore-
seeable future. Because neither felt
the other’s view was valid, neither
would compromise.

A contingent contract would have
been an efficient and rational way to
settle this dispute. IBM and the gov-
ernment might have agreed, for ex-
ample, that if by 1975 IBM still held
at least 70% of the market –its share
in 1969 – it would pay a set fine and
divest itself of certain businesses. 
If, however, its market share had
dropped to 50% or lower, the gov-
ernment would not pursue antitrust
actions. If its share fell somewhere
between 50% and 70%, another con-
tingency plan would be executed. 

Constructing such a contract
would not have been easy. There
were, after all, an infinite number of
feasible permutations, and many de-
tails would have had to have been
hammered out. But it would have
been far more rational – and far
cheaper – to have lawyers from both
sides devote a few weeks to arguing
over how to structure a contingent
contract than it was for them to
spend years filing motions, taking
depositions, and reviewing docu-
ments. We would suggest, paren-
thetically, that a similar course
might have been taken in the dis-
pute between Microsoft and the U.S.
government. 

For another example of how con-
tingent contracts can create value
from differences, consider the pre-
dicament faced recently by a presti-
gious management consulting firm.
A large conglomerate had hired the
firm to help turn around a struggling
division. After completing its analy-
sis, the consultancy was convinced
that the division’s problems could be
solved, and it created a detailed turn-
around plan. At just that point, the
client received a $100 million offer
for the division – an offer it saw as
highly attractive given the division’s
existing problems. The consulting
firm argued strenuously that if the
client followed the recommended
turnaround plan, the division could
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Differences of opinion about
future events don’t have to be
bridged; they become the core 
of the contingent contract.



be sold for approximately $200 mil-
lion within two years. But the client,
more than a little suspicious that
what the consulting firm really
wanted was another two years of fat
fees, viewed the rosy projection with
skepticism. It didn’t believe the divi-
sion’s value would go up by more
than a few million dollars – an
amount that would have been offset
by the additional consulting fees –
and it accepted the offer on the table.

The consulting firm might have
had better luck if it had offered a
contingent contract. It could, for ex-
ample, have proposed to charge no
fees for its work if the client agreed
to pay the consultancy 25% of any
amount over $100 million that it re-
ceived when it sold the division in
two years. Such a proposal would
likely have convinced the client that
the consultants had confidence in
their turnaround plan and were bar-
gaining in good faith, thus removing
an important obstacle to agreement.
The consulting firm didn’t even con-
sider such a proposal because, as one
of its partners said afterward, “We
don’t do things like that.” But if the
firm knew its advice was sound, it
would have stood to make a consid-
erable sum of money with the con-
tingent contract – both for itself and
for its client.

Companies can come to very dif-
ferent conclusions about many kinds
of future events, from prices and in-
terest rates to market shares and
competitors’ moves. Whenever such
a difference exists, there’s an oppor-
tunity to craft a contingent contract
that both sides believe to be in their
best interests.

Bypassing Biases
It’s well known that negotiators are
subject to various biases that can
distort their positions and their deci-
sions. Many companies make big in-
vestments in training to try to eradi-
cate or at least temper these biases.
But by their nature the biases are dif-
ficult to root out – they’re embedded
in the way the human mind works.
Contingent contracts offer a differ-
ent approach to solving the bias
problem. By enabling each side to
bet on its bias, the contracts remove
the biases as sources of contention

and ultimately have the effect of
canceling them out altogether.

Consider, for example, one of the
most common biases affecting ne-
gotiators: overconfidence. Compa-
nies, like individuals, tend to have an
irrational degree of confidence in
their own abilities and, as a
result, they tend to over-
estimate the likelihood of
achieving positive out-
comes. In a contingent con-
tract, each side translates its
overconfident assumptions
into a wager on the future.
The outcome of the wager
tends to fall between the two
extreme positions, creating a ratio-
nal result without requiring either
party to sacrifice its firmly held bias.

To see how this works, imagine
that two companies, one based in the
United States and the other in Eu-
rope, are discussing the establish-
ment of a joint venture to market
each other’s product. The U.S. firm
is confident it will be able to sell 
$50 million of the European product
in the first year, but the European
firm thinks that estimate is much
too optimistic. Similarly, the U.S.
company is skeptical of the Euro-
pean firm’s forecast that it will sell
$50 million of the U.S. product.
Rather than argue about the differ-
ent forecasts, the parties can take ad-
vantage of each other’s confidence
(or overconfidence) by crafting a con-
tingent contract under which each
side’s percentage of ownership in the
venture hinges on the actual first
year sales. If both hit their targets –
or if both miss them by equal
amounts – they’ll each own half the
venture. But if one side misses its
target by more than the other, it will
forfeit equity to its partner. The re-
wards, in other words, are based on
actual performance, not on biased
predictions. And because each side
believes its sales forecast to be ratio-
nal, both will view the contingent
contract as attractive.

Another bias common in negotia-
tions is egocentrism, which occurs
when negotiators hold self-serving
perceptions about the fairness of
their position. Here, too, contingent
contracts can defuse the tension and
create a rational outcome. Imagine

two big technology firms, Tech-
North and TechSouth. Although
they have had a history of productive
collaboration, they are now engaged
in an acrimonious dispute over who
owns the patent rights on a poten-
tially lucrative new technology. The

egocentric bias causes each company
to believe its position is the fair and
right one, reducing the likelihood
that either will compromise. 

Cases like this, which happen all
the time in business, often end up in
court, leading to big costs, long de-
lays, and enormous ill will. A better
strategy for TechNorth and Tech-
South would be to agree to an inde-
pendent arbitrator who would review
the evidence and reach a binding de-
cision about the patent’s ownership.
Arbitration is a form of contingent
contract in which the arbitrator’s 
decision serves as the contingency.
Presented with the option of arbitra-
tion, each side’s egocentrism leads 
it to assume that the case will be re-
solved in its favor. While arbitration
has many parallels to the court sys-
tem, it allows each party to believe
that its fairness concerns have been
addressed while avoiding the costs
and delays of litigation.

Contingent contracts counter bi-
ases by, in essence, indulging them.
They establish two contrasting fu-
ture scenarios, each reflecting one
party’s biases. Because each side an-
ticipates that its scenario will be the
one that plays out, each has a strong
incentive to accept the contract. In
effect, contingent contracts allow
negotiators to be flexible without
feeling that they’ve compromised. 

Leveling the Playing Field
Many negotiations are characterized
by asymmetric information: one
side knows more than the other
does. In acquisition talks, for exam-
ple, the target company typically
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knows more about its business and
its value than the prospective buyer
does. This asymmetry puts the ac-
quirer at a disadvantage, raising the
odds that it will bid too much for 
the company or that, fearful of be-
ing cheated, it will walk away from 
a good deal. 

Contingent contracts are a simple
way to level the playing field. Let’s
say, for example, that you, the CEO
of Big Co., are interested in buying
the small but growing family-owned
company, Little Co. Your number
crunchers have come up with a
range of possible values for Little
Co., but you don’t know its true
worth. Rather than risk making an
overgenerous bid – one that may
guarantee that the acquisition never

generates real returns – you formu-
late a contingent contract. You offer
to pay Little Co.’s owners a baseline
amount, at the low end of the pro-
jected range of values, and then set
up a sliding scale of additional pay-
ments based on the company’s post-
acquisition performance or on a
postacquisition audit by neutral fi-
nancial analysts. The contingent
contract allows the sale to go for-
ward but delays the determination
of final terms until after you have
had a chance to run the company
and inspect the books from an in-
sider’s perspective – until, in other
words, the information has become
symmetrical. 

Information asymmetry com-
monly exists within companies as
well. Consider the hypothetical
company El-Tek.1 El-Tek’s Audio Di-
vision owns a magnetic technology
that can be more effectively com-
mercialized by its Magnets Division.
The two highly decentralized divi-
sions are in the process of negotiat-
ing the terms of the technology’s
transfer. The Magnets Division,
armed with deep information about
the market, expects the technology
to earn annual profits of between

$14 million and $15 million. The
Audio Division, enamored of the
technology but lacking information
about the magnets market, thinks
the profit potential is much higher –
upwards of $40 million. The Mag-
nets Division discloses its informa-
tion to the Audio Division, but Au-
dio’s managers suspect that their
colleagues have skewed the data.
The negotiations devolve into long
arguments over the projections, and
the transfer is delayed – to the detri-
ment of the corporation as a whole. 

El-Tek could have avoided the dis-
pute by encouraging the divisions to
bet on the outcome. Rather than try-
ing to convince the suspicious Au-
dio managers that their profit fore-
casts were irrational, the Magnets

Division could have offered
to pay a reasonable sum for
the technology, with the fol-
lowing kicker: Audio would
be credited with half of any
annual profits earned above
$25 million. If the Audio
group believed its own fore-

casts, it would see the offer as fair
and accept it. The contingent con-
tract would have removed the bar-
rier of information asymmetry.

Diagnosing Deceit 
What makes information asymme-
try so discomforting to companies 
is that it raises the possibility of de-
ceit. Indeed, the fear of deceit can be
a major impediment to all sorts of
business agreements. Contingent
contracts are a powerful means of
uncovering deceit and neutralizing
its consequences. 

Consider the case of a major U.S.
clothing company that had con-
tracted to buy a large quantity of
sweaters for the upcoming fall sea-
son from an overseas manufacturer.
The agreement stipulated that the
manufacturer was responsible for
paying shipping costs. Soon after the
contract was signed, the U.S. govern-
ment announced an embargo on a
fabric used in the sweaters. The buyer
became very worried that the cargo
ship scheduled to carry the sweaters
would not arrive before the embargo
date. The manufacturer, for its part,
insisted that the shipment would ar-
rive in time. 

Unconvinced, the buyer suggested
that the cargo be sent by air – a
quicker but much more expensive
option. The manufacturer declined
to pay the extra cost, assuring the
buyer that it had nothing to fear. In-
creasingly suspicious of the manufac-
turer’s unwaveringly confident pro-
nouncements, the buyer proposed 
a contingent contract. The manufac-
turer would ship the sweaters by air,
thus ensuring their arrival before the
embargo deadline. The companies
would then track the progress of the
ship scheduled to carry the sweaters.
If the ship arrived in the U.S. port be-
fore the deadline, the buyer would
pay the entire airfreight cost. If it 
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Tempering Risk
in Catalog Retailing

Catalog retailers have long
understood that contingent
contracts are a good way to
reduce the risks associated with
unanticipated shifts in demand.
Because the lead times involved
in designing, producing, and
distributing catalogs are long,
consumer preferences can
change dramatically between the
time a retailer puts an item into 
a catalog – and places an order
with the vendor – and the time
the catalog arrives in mailboxes.
If consumers don’t order the item
in the anticipated quantities, the
retailer faces a big loss.

To temper that risk, catalog
retailers and manufacturers
frequently execute a form of
contingent contract called a
“backup agreement.” The retailer
commits to purchasing a certain
number of units, and the
manufacturer agrees to deliver a
portion of the order prior to the
catalog mailing and to withhold
the rest as backup units. After
observing the pace of sales, the
retailer has the option of buying
the remainder of the order at the
original purchase price. Or, if the
predicted sales don’t materialize,
the retailer can cancel the
remainder of the order and pay
an agreed-upon penalty on the
backup units.

Contingent contracts can
uncover deceit and neutralize 
its consequences.



arrived late, the manufacturer would
pay the cost. 

Had the manufacturer been hon-
estly confident of the ship’s arrival
date, it would have found the buyer’s
proposition extremely attractive. 
After all, winning the bet would have
released it from the contractual ob-
ligation to pay for the transportation
costs. But the manufacturer quickly
rejected the contingent contract, and
instead counterproposed to ship the
sweaters by air, provided the parties
split the cost. The buyer accepted
this offer. And, as it turned
out, the ship did arrive late,
just as the manufacturer 
undoubtedly suspected it
would all along.

Contingent contracts are
particularly useful because
they allow a negotiator to
test the other side’s verac-
ity in a nonconfrontational
manner. If the clothing company
had directly accused the manufac-
turer of lying, passions would have
been inflamed, and the relationship
between the companies would have
been damaged, probably fatally. The
contingent contract enabled them to
reach an amicable agreement, allow-
ing the manufacturer to save face
while teaching it a lesson about the
need for forthright dealings with its
partner. 

Reducing Risk
Contingent contracts involve bet-
ting, and betting is always risky,
right? Wrong. In some cases, betting
actually reduces risk by sharing it
among two or more parties. When a
retailer, for example, agrees to pur-
chase a large volume of products
from a vendor, it faces the risk that
demand for the products won’t meet
its expectations, leaving it with a
pile of unsold goods. It can temper
its risk by offering the vendor a con-
tingent contract: if the products’
sales exceed expectations, it will
give some of the extra profits to the
vendor, but if sales fall short of ex-
pectations, the vendor will provide 
a rebate on the unsold units. The
sharing of upside gains and down-
side losses significantly reduces the
retailer’s risk. (See the sidebar “Tem-
pering Risk in Catalog Retailing.”)

Using a contingent contract to
share risk often has an important ad-
ditional benefit: it creates enormous
goodwill. On the one hand, the con-
tract provides a safety net, limiting
each company’s losses should an
agreement go unexpectedly awry.
On the other hand, it reduces the
possibility of one company earning 
a windfall at the other’s expense. A
contingent contract thus tends to
enhance the trust between the par-
ties, setting the stage for mutually
beneficial negotiations in the future. 

Companies can also use contin-
gent contracts to reduce the risk
their customers assume when they
purchase a new and untested prod-
uct. A pharmaceutical company, for
example, often finds it difficult to
entice buyers – HMOs, say – to pur-
chase a new drug in place of an es-
tablished one. Because clear clinical
data about a drug’s effectiveness may
not emerge for years, HMOs take a
risk whenever they switch to a new
drug –even if the drug is cheaper than
the established product. One way to
overcome the customer’s hesitance 
is through a contingent contract: the
pharmaceutical company can offer
to make a future payment to the
HMO should clinical data prove that
the new drug is less beneficial to pa-
tients than the old drug. By reducing
the customer’s risk, the contract en-
ables the drug company to get its
new product into the market more
effectively. 

Motivating Performance 
The last, but by no means the least,
of the benefits offered by contingent
contracts is that they motivate par-
ties to perform at or above contrac-
tually specified levels. That’s the
driving force behind the use of con-
tingent contracts in all kinds of com-
pensation arrangements, from sales
commissions to stock options. Sports
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teams and entertainment companies
routinely use contingent contracts
to motivate athletes and artists, par-
ticularly those who have shown a
lack of motivation in the past. (See
the sidebar “Getting Dennis Rod-
man in the Game.”)

But contingent contracts are use-
ful not just for motivating individ-
uals. They can also motivate com-
panies. A public relations firm, for
example, recently made a compel-
ling sales pitch to a software com-
pany, claiming that its services
could double the company’s sales.
The software company was im-
pressed, but it had heard rumors that
the PR firm often presented its star
players at the point of sale and then
turned the project over to less tal-
ented underlings. A contingent con-
tract that based the software com-
pany’s fee on actual changes in sales
made it in the PR firm’s interest to
use its best talent on the account. By
rewarding outstanding results, con-
tingent contracts motivate out-
standing performance.

The Fine Points 
While we believe that contingent
contracts are valuable in many kinds
of business negotiations, they’re not
right in every situation. Managers
should keep three points in mind: 
■ First, contingent contracts require
continuing interaction between the
parties. After all, the final outcome
of the contract will not be deter-
mined until sometime after the ini-
tial agreement is signed. Therefore,
negotiators need to consider the na-
ture of their future relationship with
the other party. If the parties are seek-
ing a spot transaction, or if there’s
outright ill will between the two,
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We would encourage negotiators
and their managers to take a step
back and think about whether in-
flexible policies help or hinder them
in negotiating productive agree-
ments. In an increasingly uncertain
world, flexible contingent contracts
can be more rational and less risky
than rigid, traditional ones. And, in
any event, the choice is often not be-
tween a contingent contract and

some other type of agreement; it is
between a contingent contract and
no agreement at all.

1. Max H. Bazerman and Jeanne M. Brett, “El-
Tek: A two-party negotiation simulation.” Dis-
pute Resolution Research Center, Northwest-
ern University, 1991. This case can be obtained
at www.kellogg.nwu.edu/research/disp_res/
caselett.html.
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In 1997, the owners of the Chicago
Bulls basketball team faced a tricky
challenge: they had to negotiate a
contract with their controversial star
forward Dennis Rodman. Rodman,
an immensely talented rebounder,
was known for his unpredictable
behavior and, in particular, his
propensity to miss games. During 
the preceding season, for example,
Rodman played in only 55 of the
Bulls’ 82 regular season contests.
Because his contract for that season
was guaranteed, the Bulls ended up
paying him $2.96 million for games
he didn’t play in. Understandably, the
team was not eager to enter into 
the same kind of contract again.

Instead, the Bulls signed Rodman
with the most incentive-laden deal in
the history of the National Basketball
Association. Rodman was eligible to
earn $10.5 million during the season,

but only $4.5 million was guaranteed.
The remainder depended on his
fulfillment of various performance and
behavior clauses. For instance, he’d get
$1 million for playing in all play-off
games, $500,000 for winning another
NBA rebounding title, $185,000 for
each game he played after the 59th
game, and $100,000 for maintaining 
a positive assist-to-turnover ratio.

The contingent contract proved 
to be a slam dunk for both the Bulls
and Rodman. It not only reduced the
team’s risk but also gave Rodman 
the incentive to excel. He played in 
80 of the season’s 82 games, won 
his seventh rebounding title,
and collected $10.1 million of his
potential $10.5 million salary.
Rodman’s performance helped the
Bulls win the league championship,
providing a windfall for the team’s
owners.

they should probably not enter into 
a contingent contract.
■ Second, negotiators need to think
about the enforceability of a con-
tract. Under a contingent contract, it
is probable that one or more of the
parties will not receive its full value
up front. In some cases, the deferred
value may represent a significant
portion of the overall value. What if
the loser of the bet refuses to pay up?
What should the winner do? There
are many ways to solve such issues –
placing money in escrow, for in-
stance. Our main message is, don’t
bet if you can’t collect.
■ Third, contingent contracts re-
quire transparency. The future event
the parties bet on must be one that
both sides can observe and measure
and that neither side can covertly
manipulate. Vague bets set the stage
for different interpretations later.
The terms of the bet should be clearly
delineated in the contract. 

Even in situations where contin-
gent contracts would be reasonable
and attractive, negotiators may avoid
using them as a result of organiza-
tional pressures. A company might,
for example, have strict rules govern-
ing the content of offers made in a
negotiation. Or its compensation
procedures for negotiators may not
allow for deferring the establishment
of key contract terms. The flexibility
and uncertainty inherent in contin-
gent contracts can directly conflict
with such rules and procedures, lim-
iting negotiators’ options. 

Getting Dennis Rodman in the Game


