
PROCUREMENT GLOSSARY

Raw Material Indexation: Linking
Price Contracts to Market Prices
Raw material indexation refers to the contractual linking of purchase prices to the movement

of defined raw material or reference indices. It creates transparency for highly price-volatile

materials such as metals, plastics or energy and transfers market risk into an agreed,

comprehensible mechanism. For buyers, it is a key instrument for retaining suppliers in the

long term without taking on unlimited price risks.
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Key facts at a glance

01 Raw material indexation links contract prices to published market prices or indices such

as LME, DAXglobal Commodity or plastics indices.

02 Typical components are index selection, volume split, adjustment frequency, smoothing

rules as well as caps and floors.

03 In practice, step thresholds such as 5 % index change or more are commonly agreed,

so that minor movements do not trigger ongoing adjustments.

04 The mechanism requires clean price data, reporting-capable contract management and

clear processes in the event of index discontinuation.

05 Indexation only becomes profitable through active steering management: timing,

hedging options and arrangements with the sales side.

06 From a legal perspective, the wording, treatment of additives and adjustment rights

must be reviewed on a case-by-case basis.

Definition: raw material indexation

Raw material indexation is a contractual pricing arrangement in which the purchase price automatically

or periodically follows the movement of an agreed raw material index. It replaces rigid fixed prices with

a transparent, formula-based adjustment mechanism. In the industrial procurement context, it is also

referred to as a price escalation clause, indexation clause or, in English, "price escalation".
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Distinction from the escalation clause

The classic escalation clause under public procurement law adjusts prices to general cost indices such

as construction price or wage and salary indices. Raw material indexation in the narrower sense relates

to specific material prices — for example aluminium on the London Metal Exchange or polymer

granulate — and is frequently supplemented by a remaining fixed price share for labour, energy and

overhead.

Typical use cases

Materials indexed are primarily those with high price volatility and a heavy cost weighting: non-ferrous

metals, steel, stainless steel, plastic granulates, rubber or energy-intensive semi-finished products. In

practice, the material share often accounts for the largest part of the net value, which is why even

partial indexation of the raw material share has a significant impact on the overall price.

Contractual components of effective indexation

Robust raw material indexation stands or falls with the precision of its contractual components. Unclear

wording regularly leads to disputes over interpretation and jeopardises predictability for both parties.

For buyers, the rule is: the clause must be so transparent that an auditor can verify the calculation

without queries.

Index selection and volume split

The contract specifies the exact index, the publication source and the reference period. In addition, the

volume split is defined: which share of the price is indexed and which remains as a fixed share. Typical

splits in practice are 60–80 % raw material share and 20–40 % fixed share, depending on the material

and manufacturing effort.

Adjustment frequency and smoothing

The price change is frequently applied monthly or quarterly, calculated on the basis of a defined

moving average. Smoothing rules — such as three-month averages — protect both parties from price

spikes. It is also important to specify whether the adjustment applies automatically or requires mutual

confirmation by both parties.

Thresholds, caps and floors

Minimum thresholds prevent minor movements from generating administrative effort; step thresholds

from 3–5 % index change are common in practice. Caps and floors limit the risk on both sides. In

addition, a termination right should be agreed in case the index is discontinued or fluctuates

significantly outside the agreed range.
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Methods and approach for implementation

The introduction of raw material indexation follows a structured process: from the cost weighting of the

material, through the negotiation strategy, to operational implementation in order and contract

management. Those who set up the mechanics cleanly save considerable renegotiation effort later on.

Cost breakdown and material share

The starting point is a transparent cost breakdown of the part, ideally including bought-in materials,

labour hours, machine hours and overheads. Only then can the indexable material share be cleanly

defined. A requirements specification or detailed specification helps clarify the volume basis and

alternative materials at an early stage.

Negotiation approach with the supplier

In the negotiation process, index, split, frequency and thresholds are structured as must-have and

nice-to-have criteria. Suppliers often only accept indexation in return for concessions such as volume

commitments, longer contract terms or a defined forecast quality through reliable forecast

management. A binding offer with a fully drafted price clause replaces informal side agreements.

Operational implementation in the P2P process

After conclusion of the contract, the formula is mapped in the ERP or e-procurement system, including

automatic price adjustment or at least a calculation aid. Approval of adjusted prices should run via

mobile approval (P2P) so that the specialist department and controlling can agree promptly. A suitable

vendor onboarding and data maintenance process ensures that new suppliers correctly adopt the

arrangements in the system.

Key KPIs and steering metrics

Raw material indexation only becomes a procurement instrument if it is managed in a measurable way.

The central procurement KPIs show whether the formula works fairly, whether risks are correctly

distributed and whether market developments are reflected in procurement results.

Price and variance metrics

The key metric is the material price variance between the agreed indexed price and the actually

invoiced price; in practice, deviations below 0.5 % are regarded as unproblematic. In addition, a rolling

forecast of price developments over the next two quarters based on index history is useful.

Risk and effectiveness metrics

Important metrics are the indexed share of purchase volume for the affected material group and the

average threshold trigger frequency. If thresholds are triggered too often, the smoothing or threshold

value should be adjusted. The duration of adjustment cycles — from the index reference date to the

posted price adjustment — is also among the relevant procurement KPIs.
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Risks and controls

Indexation does not eliminate price risk per se — it structures it. Without clear controls, new risks

emerge: incorrect indices, additives that are not indexed, or renegotiation pressure during sharp price

spikes. Buyers should identify risks systematically and safeguard against them contractually and

organisationally.

Market and contract risks

The main risks are discontinuation or change of the reference index, the shifting of costs into

non-indexed positions ("additive inflation") and extreme price spikes above the agreed caps. Reverse

risks also exist: if the index falls, suppliers have an interest in undermining the formula. Withholding

residual payments until the price adjustment has been verified can be administratively helpful, but must

be examined contractually.

Control and approval process

Every adjustment should be documented in a traceable manner — as part of the procurement file or a

separate adjustment dossier with the calculation, index evidence and approval. Four-eyes approval by

procurement, controlling and, where applicable, finance protects against posting errors. For the

purchase of preferential goods, the EUR.1 preference certificate and incoming goods inspection by

AQL sampling must be distinguished separately: these concern quality and customs, not the price

formula.

Involving the supplier strategy

Indexation changes the leverage in the supplier strategy. Measures such as supplier consolidation or

supply base optimisation can increase bargaining power, while modular sourcing separates the

material price dimension from manufacturing performance. A bid matrix in tenders can cleanly separate

and compare indexable and fixed cost components.

Current developments and digitalisation

Raw material indexation is increasingly digitally managed: index data is automatically fed into the ERP,

adjustments are calculated by machine and approvals are granted via mobile devices. At the same

time, pressure is growing to hedge price risks through derivatives or fixings — procurement and

finance functions are working more closely together here.

Automated index data and system support

Modern e-procurement and ERP systems can periodically import index curves, map price formulas and

report deviations. A total cost of ownership (TCO) approach supplements the pure material price view

with hedging costs, administrative effort and risk premiums. For evaluating new mechanisms before

contract signature, a procurement proof of concept has proven effective.
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Hedging and interdisciplinary collaboration

Increasingly, procurement, treasury and sales are working on a unified hedging strategy: sales covers

selling prices, procurement indexes bought-in materials. Sales-side processes such as order-to-cash

cycles or promotion planning can influence indexed selling prices, which is why coordination with sales

should take place at an early stage. Legal and tax aspects — for example, whether adjustments should

be treated as a price clause or as a variation agreement — must be reviewed by qualified professionals

on a case-by-case basis.

Typical metrics

Metric Typical value

Material Price Variance < 0.5 %

Deviation between the indexed price and the invoiced price; regarded

as unproblematic in practice.

Indexed share of purchase
volume

typically 60–90 %

Material share of the affected commodity group covered by the

formula.

Threshold trigger frequency typically 1–4 adjustments per year

Indicates how often the agreed threshold is triggered; a high

frequency suggests thresholds that are too low or insufficient

smoothing.

Adjustment lead time < 10 working days

Time from the index reference date to the posted and approved price

adjustment.

Practical example

A medium-sized mechanical engineering company procures several hundred tonnes of aluminium

die-cast parts and steel sheet annually from three suppliers. Following significant price volatility, it

introduces indexation for both material groups using LME and steel indices, supplemented by a

remaining fixed share for manufacturing and logistics.

Establishment of a standardised index clause with monthly adjustment, three-month smoothing and

thresholds from 5 %.

Automated transfer of index prices into the ERP with four-eyes approval of adjusted prices.

Coordination with sales and controlling on pass-through arrangements for customer prices and

forecast quality.

Annual evaluation of the formula, including review of whether the material split still reflects the cost

structure.
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Conclusion

Raw material indexation is a proven instrument for creating reliability for both parties in the face of

volatile material prices. It replaces endless fixed-price negotiations with a transparent formula and gives

buyers predictability. The prerequisites are precise contractual components, clean data processes and

active steering based on reliable procurement KPIs. Those who address risks such as additive inflation

and index discontinuation early turn the clause into a strategic instrument. The wording and legal

classification should always be reviewed by qualified professionals on a case-by-case basis.

Frequently asked questions

? What does raw material indexation mean?

Raw material indexation refers to a contractual pricing arrangement in which the purchase price is

linked to the movement of a defined raw material index. Typically, only the material share is indexed,

while labour and overhead costs remain fixed. This creates a transparent, formula-based

adjustment mechanism instead of a rigid fixed price.

? How does a price escalation clause for raw materials work?

The contract specifies the index, volume split, reference period, adjustment frequency and

thresholds. At each adjustment date, the index change is calculated and — provided the agreed

threshold is exceeded — applied to the price. Smoothing rules and caps and floors limit the volatility

for both parties.

? Which raw materials are typically indexed?

Materials commonly indexed include metals such as aluminium, copper, steel and stainless steel,

as well as plastic granulates, rubber and energy-intensive semi-finished products. The prerequisite

is a publicly available, liquid reference price. For speciality materials without an established index, a

supplier or ex-works price is agreed instead, though this is less transparent.

? What are the advantages and disadvantages of raw material indexation for buyers?

Advantages include predictability, transparency, reduced renegotiation pressure and faster market

alignment. Disadvantages include administrative effort, the risk of additive inflation in non-indexed

positions, and the danger that price spikes above the agreed caps break the mechanism. Clean

contract drafting and regular review are therefore essential.

? How often are indexed prices adjusted?

In practice, monthly or quarterly adjustments are common, often based on a moving average to

smooth out price spikes. The frequency should match the volatility of the raw material and the

contract term. Too frequent adjustments create administrative effort; too infrequent ones shift risk

onto one party.
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? Are price adjustment clauses legally permissible?

Price adjustment and indexation clauses are generally permissible under civil law and are

frequently used in long-term supply contracts. The specific design — such as transparency of the

formula, treatment of additives and adjustment rights — should be reviewed legally on a

case-by-case basis, particularly for public tenders or distribution scenarios involving the buyer's own

customers.

Find the right suppliers on Amplifa
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