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Price Formula: systematically
managing price dynamics in supply
contracts

The price formula is a contractually agreed calculation rule by which the price of a service or
component automatically changes during the term of a supply contract. It links quantity-, time-
or index-related factors such as raw material prices, labour costs or energy tariffs to a base
price. In technical procurement, it provides plannability for both sides: the supplier does not
carry unlimited risk of rising upstream costs, while the buyer retains transparency and
negotiating leverage. Properly constructed, the price formula is thus a central instrument of
operational and strategic risk management.
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Key facts at a glance
01 A price formula is a contractual calculation rule for automatic price changes over the
contract term.

02 Typical components are the base price, index factors, a blending key and the
calculation period.

03 In practice, formulas are usually provided with maximum and minimum limits (collar) to
limit extreme fluctuations.

04 Raw material, labour and energy indices are the most common anchors; the choice
must match the cost structure share of the service.

05 Price formulas do not adjust themselves: index values must be actively retrieved and
maintained in sourcing systems.

06  Without defined documentation and verification processes, the risk of invoice deviations
and disputes increases.
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| Definition: price formula

A price formula contractually defines how the price of a product or service is calculated from defined
parameters. It replaces or supplements the fixed price with a comprehensible dynamic component.

Distinction from fixed price and price band

With a fixed price, the agreed amount remains unchanged over the term; the risk of cost changes lies
entirely with the supplier. The price formula, by contrast, allocates this risk to both parties on a
rule-based basis. A price band or price corridor often supplements the formula with fixed upper and
lower limits within which the calculated price may fluctuate. In practice, buyers combine all three
instruments: fixed prices for short terms, formulas with a corridor for longer commitments with volatile
upstream products.

Legal classification

Price formulas are generally permissible but must be designed unambiguously, comprehensibly and
not one-sidedly to the detriment of one party. Particularly relevant are the precise definition of the
reference value, the calculation date and the procedure in the event of failure or change of the index.
Since the assessment in individual cases depends on contract design and the legal situation, concrete
formulations should be legally reviewed before contract conclusion. Clean documentation of the
reference values also facilitates later audits and dispute avoidance.

| Methods and approach for formula design

A robust price formula is not created at the negotiating table but in a structured cost transparency
phase. The prerequisite is that the cost structure of the service is known.

Identify and weight cost drivers

The starting point is a preference calculation or net cost breakdown separating material, labour, energy
and logistics shares. The weighting of the formula factors should correspond to this actual cost share: a
component with a 60 per cent material share needs a stronger raw material index than a
production-related part with a high labour block. In bidder negotiations or an e-auction, the cost
breakdown can be validated comparatively. It is important that weightings are reviewed periodically and
can be adjusted to changed structures.

Index selection, base price and calculation logic

The reference index must be publicly available, independently published and stable in the long term. A
common formula is: new price = base price x (a + b x Index_current / Index_base), where a and b
represent the fixed and index-linked shares respectively. Alternatively, the differential method is used, in
which only the price change relative to the base date is applied. The calculation period should be
chosen such that the supplier actually experiences the index change in its upstream performance, not
months later.
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e Choose a publicly published index, no bilateral reference values
e Fix the index value at the confirmation or delivery date
e Define the adjustment frequency (monthly, quarterly)

e Regulate compensation or discount in the event of index failure

Linkage with award processes

Price formulas already play a role in the award process: the tender specification should stipulate which
cost drivers must be disclosed and indexed. Using a structured bid matrix, material, labour and logistics
price components can be evaluated on a comparable basis. In this way, the later formula is not
negotiated ad hoc but arises comprehensibly from the offer structure. This increases comparability and
reduces the need for re-negotiations after award.

| Key KPIs and operational implementation

Price formulas only work if they are consistently maintained in day-to-day operations. KPIs show
whether the mechanism and the process are effective.

KPlIs for formula control

The key metric is the price deviation between the formula-calculated and invoiced price. In addition, the
number of active formula contracts, adjustment adherence (timely recalculation) and the P&L impact
per reporting period are useful. The cash-to-cash cycle is also indirectly affected, since sharply rising
index values can increase short-term payment burdens.

e Price deviation invoiced vs. formula-calculated: often a target of under 0.5 per cent
e Timeliness of index updates: typically above 98 per cent

e P&L impact of the price formula per commodity group per quarter

Process integration and system maintenance

Index values must be retrieved, checked and maintained regularly in price master data and sourcing
systems. Without clear responsibilities and reminder processes, adjustments fail to materialise although
the contractual situation allows them — or they are claimed retrospectively and prone to dispute. The
integration into debit note and settlement processes as well as into the verification of incoming invoices
ensures that calculated and invoiced prices match. Match-and-merge rules and a low invoice error rate
are direct quality indicators here.

Interaction with delivery schedule and availability commitments

For formula-price-linked components, the final cost price depends on the call-off date. The delivery
schedule should therefore be designed so that quantity shifts within favourable index windows are
possible. Linked to the supplier's available-to-promise (ATP) data, it is possible to estimate which
call-off quantities are realistically deliverable. This creates plannable costing instead of retrospective
price surprises.
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| Risks and controls

Price formulas carry specific risks: incorrect weightings, manipulable reference values and unclear
procedures in the event of disruptions. Controls must systematically address these points.

One-sided risk shifting and loss of leverage

A formula that only passes on surcharges but excludes reductions is economically one-sided and
weakens the negotiating position. The buyer should insist on symmetry: if the index falls, the price must
fall accordingly. Furthermore, the formula can reduce the pressure of a supplier change because
market price signals are mechanically passed through. Price negotiations in the award process and
periodic market checks therefore remain necessary, even where a formula exists.

Documentation, verification and escalation

Every adjustment should be documented with index evidence, calculation step and approval.
Plausibility checks — for example comparison with market prices or previous-month values — reveal
calculation errors and limit breaches. For disputes, a defined escalation level up to neutral mediation is
recommended. Supplier segmentation helps to focus the verification effort: critical formula contracts
with high volumes deserve tighter controls than low-volume framework contracts.

e Annual review of weightings and indices
e Four-eyes check for every price adjustment

e Automatically monitor collar limits in the system

| Current developments: automation and digital price steering

Digitalisation is shifting the price formula from the spreadsheet into integrated procurement systems.
Automated index retrieval, calculation and approval noticeably reduce effort and sources of error.

E-sourcing and automated adjustment

Modern e-sourcing platforms allow formula components to be captured during the bidding process and
automatically updated later. Index APIs deliver daily values, systems calculate new prices and trigger
defined approval workflows. This significantly shortens lead times for price adjustments and makes
price changes auditable and traceable. Dynamic award formats such as the e-auction also benefit,
because price-dynamic components remain transparent.

Volatility, sustainability and logistics costs

Energy price volatility and supply chain disruptions have increased interest in cleanly drafted index
clauses. At the same time, CO-related cost components are coming into focus; in some industries,
emissions prices are already being discussed as a separate formula factor. In transport, air freight cost
components with variable security, fuel and handling surcharges are typical candidates for
formula-based arrangements. Buyers should check the Incoterms demarcation (e.g. CIP) here to clarify
which cost shares belong in the formula at all.

Amplifa Marketplace - Procurement glossary Page 4 of 6



G Price Formula: systematically managing price dynamics in supply contracts

| Typical metrics

Metric Typical value

Price deviation invoiced vs. <0.5%
formula-calculated Indicator of correct formula application and clean invoice verification
Timeliness of index updates > 98%

Share of price adjustments carried out on time

Number of active formula 10-30% of framework contracts, depending on industry
contracts shows coverage of volatile commodity groups
P&L impact of price formula reported quarterly

Share of purchase volume whose price has changed due to the
formula

| Practical example

A medium-sized mechanical engineering company sources aluminium die-cast parts under a two-year
framework contract. After strong raw material fluctuations, it introduces a price formula together with
the supplier: 70 per cent of the base price remains fixed, 30 per cent is adjusted quarterly via a public
aluminium index, limited by a price corridor of plus/minus 15 per cent. The index values are fed
automatically into the procurement system every month; deviations between calculation and incoming
invoices subsequently fall to zero.

e Use the supplier's cost breakdown to derive weightings
e Agree a public index with quarterly adjustment and a collar
e Establish automated index maintenance with four-eyes approval

e Anchor an annual review of the weightings in the supplier meeting

| Conclusion

The price formula is more than a contract clause: it is a steering instrument that allocates price
dynamics transparently, predictably and fairly between buyer and supplier. What matters is a realistic
cost structure analysis, a robust index selection and clear limits upwards as well as downwards.
Without systematic maintenance in day-to-day operations, even the best formula remains ineffective.
Those who integrate formula contracts digitally and review them regularly reduce dispute risk and
secure the competitiveness of their cost prices. Buyers are well advised to understand the instrument
strategically rather than treat it as a formality.
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| Frequently asked questions

? What is a price formula in procurement?

A price formula is a contractual calculation rule by which the price of a service automatically adjusts
during the term to defined factors. Typical factors are raw material indices, labour and energy costs.
It allocates the price change risk between buyer and supplier on a rule-based basis.

? How is a price formula structured?

Typically, a formula consists of a base price, fixed and index-linked cost components, and a defined
calculation period. Maximum and minimum limits (collar) frequently supplement the mechanism.
Also important are rules for index failure, adjustment frequency and documentation.

? Which indices are suitable for price formulas?

Suitable are publicly accessible, independently published and long-term available indices, for
example for metals, energy or wage developments. The index should reflect the actual cost share of
the service. Rule of thumb: the higher the share of the product price, the greater its weight in the
formula.

7 What is the difference between a price formula and a price adjustment clause?

The terms are often used synonymously. The price adjustment clause is the overarching legal term;
the price formula is its mathematically precise design with concrete factors and calculation logic.
The clearer the wording, the lower the potential for disputes.

7 What risks do price formulas carry?

The main risks are one-sided risk shifting, unsuitable indices, outdated weightings and poor system
maintenance. In addition, the formula can mechanically pass on market price signals and reduce
negotiating leverage. Periodic reviews and automated verification processes limit these risks.

? How often should a price formula be adjusted?

The adjustment frequency follows the volatility of the respective cost driver: raw material and energy
indices are usually updated monthly or quarterly, wage components mostly annually. More
important than the frequency is the timely, documented implementation in the system.

Find the right suppliers on Amplifa

Verified industrial suppliers in Germany, Austria and Switzerland. Describe your requirement and
receive comparable offers.
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