AMPLIFA PROCUREMENT GLOSSARY

Supplier failure risk: safeguarding against the
failure of critical suppliers

Supplier failure risk describes the danger that a supplier cannot partially or fully deliver its
contractually promised services. For industrial buyers, it is one of the central supply risks, because
a single failure can block entire production processes. A systematic identification, assessment and
mitigation of this risk is therefore an integral part of professional supplier management.

Key facts

« Supplier failure risk covers insolvency, refusal to deliver, capacity bottlenecks and quality failures as
causes.

- Critical suppliers should typically undergo a structured risk review at least once a year.

- Common countermeasures are dual sourcing, safety stocks, contractual escalation clauses and a
supplier-specific business continuity plan.

* In practice, many companies choose two sources of supply for A-parts to limit single-source risks.

« Early warning indicators such as payment delays, declining on-time delivery or staff reductions often
signal failure risk months in advance.

Definition: supplier failure risk

Supplier failure risk is the probability multiplied by the extent of damage that a supplier fails to deliver
agreed goods or services, or fails to do so on time. It differs from general supply risk in that it includes
the complete loss of the source of supply.

Causes of supplier failure

Failures arise from very different drivers. Economic causes such as insolvency or market displacement
are just as relevant as operational disruptions, such as fire, machine breakdown or raw material
shortages. Personnel factors such as skilled labour shortages or changes of ownership can also trigger
a failure. Geopolitical events, export restrictions and natural disasters have additionally increased the
risk of failure in recent years, especially for globally sourced material classes.

« Economic: insolvency, acquisition, market displacement

* Operational: fire, machine breakdown, quality problems

* Exogenous: natural disasters, geopolitics, export controls

» Personnel: skilled labour shortage, change of management

Distinction from other procurement risks

Supplier failure risk must be distinguished from delivery delay risk: with a delay, the goods arrive later;
with a failure, possibly not at all. Likewise, reputational risk in procurement rather concerns
image-related consequences of supplier misconduct, whereas failure primarily causes supply- and
production-related damage. In practice, the risks overlap, which is why an integrated view within risk
management makes sense.
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Risk multiplier single sourcing

Failure risk is particularly effective where critical parts are sourced from a single source only. Single
sourcing reduces costs and coordination effort in the short term, but concentrates the failure risk entirely
on one provider. Buyers should therefore check for every single-source item whether the economic
advantage outweighs the potential downtime damage.

Assessment of supplier failure risk

A structured assessment is a prerequisite for targeted countermeasures. It combines qualitative
assessments with measurable early warning indicators and assigns each supplier to a risk class.

Supplier portfolio and criticality

The first step is segmenting the supplier base, often along the ABC analysis and material classes. In
addition, it is assessed how easily an alternative could be found: availability of second sources,
changeover effort, qualification requirements and tooling dependency. Suppliers with a high share of
revenue, low replaceability and long replenishment lead times carry the highest failure risk and deserve
particular attention.

Monitor early warning indicators

In practice, failures often announce themselves early. Relevant early warning signals include delayed
payments by the supplier to its own suppliers, declining on-time delivery performance, rising scrap rates,
staff reductions, unusually generous price discounts or failure to attend agreed meetings such as the
quarterly business review. Those who systematically record these signals typically gain several months
of lead time for countermeasures.

» Declining on-time delivery and increasing fluctuations in delivery dates
« Delayed deliveries or abnormal price reductions

» Personal observations from audits and factory visits

» Publicly available financial and register information

Supplier qualification as prevention

Even during selection, future failure risk can be reduced. As part of supplier qualification, financial
figures, capacities, depth of manufacturing, contingency concepts and certifications are reviewed. A
documented audit plan with regular repeat audits ensures that these criteria are monitored not only at
initial sourcing but throughout the entire business relationship.

Methods and approach for risk mitigation

There is an established set of strategic, operational and contractual instruments against supplier failure
risk. In practice, combining several measures is more effective than a single safeguard.

Dual sourcing and strategic safeguarding

Dual or multi sourcing spreads the risk across several providers and strengthens the negotiating
position. However, it requires higher effort for qualification, tooling maintenance and volume allocation.
Alternatively or additionally, a long planning horizon can be stabilised through binding framework
agreements with volume commitments. The procurement category charter should specify which material
classes are to be sourced from multiple or alternative sources as a principle.
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Inventory and logistics strategies

Safety stocks and reorder point procedures buffer short supply interruptions but cannot permanently
compensate a total failure. For long replenishment lead times, defined customer ownership of tools and
specifications is often agreed so that a transfer to a second supplier can be carried out quickly.
Concepts such as cross docking increase flexibility in transport but do not replace a missing source of

supply.

Contractual safeguards

Contracts should explicitly regulate failure scenarios. An escalation clause defines escalating levels of
action in the event of impending non-delivery, from early escalated coordination meetings to backup
agreements. Further building blocks are cancellation cost compensation, transition periods, release of
data and tools as well as agreed industry and air freight documents such as the Air Wayhbill (AWB) for
replacement procurement by air freight. For international payments, instruments such as Cash Against
Documents (CAD) and delivery terms such as CPT can distribute the risk further in a structured way. All
provisions must be legally reviewed on a case-by-case basis.

Key KPIs for monitoring supplier failure risk

Without measurable metrics, failure risk remains abstract. Established KPIs make supplier performance
continuously visible and provide the data basis for early warnings and escalations.

Delivery performance and quality

Key indicators are on-time delivery, delivery reliability as a combination of completeness and punctuality
as well as quality metrics such as scrap and complaint rates. If any of these figures deteriorates over
several periods, this is a typical early warning signal. These KPlIs are often aggregated in regular
supplier evaluations and discussed with the supplier as part of the quarterly business review.

Financial health and supply risk

In addition, financial indicators such as equity ratio, liquidity metrics and payment history are monitored.
Also relevant for the risk assessment are the replenishment lead time of critical parts and the coverage
level through safety stock and second source. Executive management and procurement leadership
should integrate the overall risk score of critical suppliers into the procurement business plan and
long-term planning.

Carrier performance in the supply chain

Transport also counts towards the failure assessment: the carrier performance of the freight forwarders
used influences how reliably promised delivery times are actually met. Fluctuating transport
performance can aggravate or mask failure scenarios, which is why it should be included in the supplier
evaluation.

Risks and controls in dealing with supplier failures

Despite all prevention, a failure can occur. What matters then is a prepared process and emergency
framework that minimises time and damage.

Business continuity plan (BCP) for critical suppliers
For A-suppliers, a specific business continuity plan (BCP) is recommended, defining alternative sources,
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tool access, emergency stocks, communication channels and responsibilities. The BCP should be
documented, agreed with the suppliers and tested regularly. An unpractised emergency plan loses
considerable value in a crisis.

Financial impact and safeguarding

A failure also affects liquidity: advance and down payments to the failed supplier can often only be
recovered to a limited extent, which exacerbates the cash flow effect of payment terms. Possible
countermeasures include advance payment caps, retention clauses, supplier failure insurance and a
shift to payment models in which payments are linked to delivery and acceptance progress. The specific
tax and legal treatment should be professionally reviewed.

Escalation and communication in a crisis

In the event of failure, the rule is: fast, transparent, structured. The defined escalation chain informs
internal stakeholders, customers and, where applicable, authorities, while a task force drives alternative
procurement. At the same time, the costs of the failure should be documented, as they later support the
investment appraisal for redundancy measures, for example in terms of procurement ROI for second
sources or safety stocks.

Current developments: resilience and digitalisation

Supplier failure risk has gained noticeably in importance in recent years due to the pandemic, energy
crisis and geopolitical tensions. Many companies have therefore established resilience as an
independent objective alongside cost and quality.

From just-in-time to just-in-case

The strict focus on minimal inventories is being supplemented in many places by more balanced
concepts. For critical parts, companies are again accepting higher safety stocks and tighter planning
horizons, while commaodities remain managed on lean principles. Risk assessment increasingly covers
the entire depth of the supply chain, i.e. also the suppliers of suppliers.

Digital monitoring tools and data-based early warning

Software-based risk monitoring platforms aggregate financial data, news, weather and logistics data into
supplier scores. Such tools increase response speed but do not replace your own professional
assessment. Buyers should know the data sources and score logic and cross-check results against their
own observations from audits and the business relationship.

Sustainability requirements as an additional risk factor

Sustainability requirements expand the risk spectrum: lack of ESG compliance can lead to losing
business partners or trigger regulatory consequences, for example when recording Scope 2 emissions
in one's own reporting. Demand planning also increasingly has to take into account scenarios in which
suppliers fail due to ESG requirements or regulations. Embedding sustainability data early in the
supplier evaluation reduces this additional risk.

Typical metrics

On-time delivery (OTD): > 95-98 %
Typical target corridor; sustained deterioration is an early warning signal
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Delivery reliability (OTIF): > 95 %
Combines punctuality and completeness of deliveries

Complaint rate: <1-2 %
Rising values indicate operational problems at the supplier

Second-source coverage of critical parts: typically 80-100 % of A-items
Share of critical material classes with a qualified alternative source

Practical example

A medium-sized mechanical engineering company had sourced a critical gearbox component from a
single European supplier for years. After the supplier suddenly announced payment freezes and internal
restructuring, the purchasing manager identified elevated early warning signals and activated the
prepared business continuity plan. Within a few weeks, a qualified second source was established while
production was stabilised through a safety stock built up for this purpose.

« Systematic monitoring of early warning indicators for the single-source supplier

» Building up a safety stock for the critical component

* Qualification of a second source including tool transfer

» Contractual supplement with an escalation clause and transparent cancellation provisions

Conclusion

Supplier failure risk is a central supply risk that can cause production stoppages threatening a
company's existence. It can never be fully eliminated, but it can be significantly reduced through
consistent supplier segmentation, early warning indicators, qualification, contractual safeguards and a
tested business continuity plan. The effort for these measures is typically low compared with the
damage of an unplanned failure. What matters is to address the topic not only ad hoc but systematically
and across the entire depth of the supply chain. Buyers who actively manage failure risks also secure
their negotiating position and the long-term security of supply.

Frequently asked questions

What does supplier failure risk mean?

It describes the risk that a supplier cannot fulfil agreed deliveries in whole or in part, for example due to
insolvency, production disruptions or capacity shortages. The risk is typically assessed as a combination
of probability of occurrence and potential damage. It is particularly critical with single-source suppliers
and long replenishment lead times.

How can supplier failure risk be reduced?

Proven measures include dual sourcing, safety stocks, contractual safeguards such as an escalation
clause and a documented business continuity plan. In addition, regular supplier evaluations and audits
act as an early warning system. In practice, combining several measures is significantly more effective
than a single safeguard.

What early warning signs indicate an impending supplier failure?

Typical warning signs include declining on-time delivery performance, increasing quality fluctuations,
delayed payments by the supplier, unusual price promotions or personnel changes in management.
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Missing agreed meetings such as the quarterly business review can also be a warning signal. Those
who systematically monitor such indicators often gain several months of lead time.

When is a supplier critical?

A supplier is considered critical if a failure would jeopardise production, delivery capability or key
projects. Decisive criteria are share of revenue, replaceability of the services, length of the
replenishment lead time and qualification requirements. Such suppliers should be monitored more
intensively and preferably safeguarded redundantly.

What does protection against supplier failure cost?

The costs consist of higher inventories, additional effort for qualifying second sources and, where
applicable, insurance premiums. In practice, this expenditure is typically significantly lower than the
damage caused by an unplanned production stoppage. A procurement ROl analysis helps determine
the appropriate level of safeguarding for each material class.

How can financial difficulties of a supplier be detected early?

Relevant sources include publicly available financial figures, register entries, payment history and
observations from factory visits, such as unused capacity or a lack of investment. Specialised monitoring
services aggregate such data automatically. The results should always be cross-checked against your
own impressions from the business relationship.
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