AMPLIFA PROCUREMENT GLOSSARY

Contract manufacturing: managing
outsourced production services properly

Contract manufacturing refers to the outsourcing of individual production steps or complete work
packages to external suppliers who manufacture on demand or according to call-offs on behalf of
the customer. For technical buyers it is a key instrument for absorbing capacity peaks, leveraging
specialist competencies and variabilising fixed costs. The article explains the concept, typical
processes, relevant KPIs as well as risks and current developments in the DACH industrial
environment.

Key facts

« Contract manufacturing is the external award of production services, frequently based on the
customer's drawings, bills of materials and call-offs.

» Typical processes include turning, milling, welding, sheet metal working, heat treatment and surface
finishing.

* Management in practice is usually via framework agreements with agreed terms; call-offs then
change only in volume, not in price.

« Key KPlIs are delivery reliability, initial and follow-up delivery quality, capacity utilisation of the
contract manufacturer and cost avoidance compared with in-house production.

» Relevant risks lie in dependence, quality fluctuations, intellectual property and supply chain
compliance.

 Certifications such as ISO 9001 and defined goods receipt inspections with QC checks are
customary minimum requirements for contract manufacturers.

Definition: contract manufacturing

Contract manufacturing exists when a company awards production work to a specialised business that
manufactures on the client's behalf and to the client's specifications. The material may be supplied
either by the customer (customer material, supplied) or procured by the contract manufacturer. Contract
manufacturing must be distinguished from the classic purchasing of components: the focus is on the
work performed, not on trading in standard products.

Distinguishing from in-house production and parts purchasing

With in-house production, the manufacturer bears machines, personnel and scrap itself; with contract
manufacturing, these fixed costs become variable external services. Compared with purchasing
standard parts, the difference is that the contract manufacturer assumes no design or product risk, but
exclusively manufactures to specification. Drawings, tolerances and inspection requirements normally
come from the client, which shapes acceptance and warranty claims.

Typical processes and industries
Contract manufacturing covers a broad spectrum: machining such as CNC turning and milling, sheet

Amplifa Marketplace - Procurement glossary amplifa-marketplace.com/en/glossary/lohnbearbeitung



metal and profile working, welding and assembly services, heat treatment, electroplating and coating.
Strongly represented in practice are mechanical and plant engineering, the automotive supply industry,
rail and commercial vehicle manufacturing, as well as electrical and medical technology. Sensitive areas
of outsourcing such as heat treatment are frequently handled entirely externally, because this requires
special plant and skilled personnel.

Award models and contract design

The right contractual structure determines price stability, flexibility and risk allocation. Several models
have become established in practice, chosen according to volume, complexity and planning certainty.

Framework agreement with call-offs

The most common case is a framework agreement covering work values or unit prices, from which the
customer continuously amends or confirms call-offs. Advantage: prices are secured over the term,
quantities remain flexible. It is important to clearly regulate whether and to what extent call-offs can be
amended, for example lead times for quantity or date changes and any acceptance obligation for fixed
quantities. Without this clarification, disputes over loose effort or stock held by the manufacturer
frequently arise in practice.

Individual and project orders

For spare parts, prototypes or small series, individual enquiries are usual, often as a tender with a
drawing package and bill of materials data. Buyers compare not only prices here but also set-up times,
capacity commitments and lead times. For larger packages, a structured negotiation process up to a
Best and Final Offer (BAFO) can be sensible in order to obtain a robust quotation based on complete
information.

Volume models and remuneration

Frequently combined are a volume commitment on the customer's side with a volume rebate, i.e. tiered
price reductions from defined annual quantities. With customer material, remuneration is typically
organised per machine hour, per unit or on an effort basis; clear rules on material consumption, scrap
rates and residual material avoid later invoicing conflicts.

The contract manufacturing process in procurement

From demand to invoice posting, contract manufacturing follows a clearly structured process that can be
strongly digitalised in industrial practice. Buyers should cleanly define the interfaces to design,
production planning and quality.

Enquiry, approval and call-off

The starting point is usually a purchase proposal from the ERP system or a manual enquiry from the
design department. Following quotation comparison and an internal approval workflow in procurement,
the order is placed. In series phases, call-offs replace individual orders; their changes must be
versioned and coordinated with the manufacturer in order to avoid misproduction.

Goods receipt with QC inspection

Goods receipt with QC inspection is particularly critical in contract manufacturing, because the customer
retains design responsibility while the manufacturer bears process responsibility. First article inspection,
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measurement records, material and heat treatment certificates as well as sampling or full inspection
depending on criticality are customary. A defined quantity deviation workflow and a price deviation
workflow govern how over- and under-deliveries as well as price deviations are handled in invoicing and
posting.

Invoice checking and clarification

For services invoiced on an effort basis, invoice quality depends heavily on the degree of invoice
automation and rule-based checking against the framework agreement. Time records, material
documentation and machine hours should be transmitted digitally so that invoices can be processed
without manual follow-up queries. This reduces processing costs and improves the cash flow effect of
payment terms, because early payment discount periods can be used in a plannable manner.

Key KPIs in contract manufacturing

Without measurable metrics, the management of contract manufacturers remains subjective. A KPI set
covering quality, delivery performance, costs and capacity has proven its worth, evaluated jointly with
the manufacturer in the supplier annual review.

Delivery and quality metrics

Delivery reliability (on-time delivery in per cent) and stock and scrap metrics such as ppm or first-pass
yield form the foundation. In addition, complaint duration and the rework rate are relevant, since rework
with external production quickly becomes more expensive than in one's own workshop.

Cost and capacity metrics

The machine hourly rate, capacity utilisation at the manufacturer and the comparison of external
services versus alternative in-house production show whether the award remains economically viable.
Cost avoidance, i.e. costs avoided through early negotiations or design changes, also belongs on the
buyer's scorecard, even though it is not a direct budget saving.

Structural and portfolio metrics

At portfolio level, the order rate per category or per supplier group and the degree of standardisation of
drawing and inspection processes are helpful. A category roadmap shows which manufacturing
processes will be retained in-house, bundled or externalised in future, and provides the basis for
synergy effects across locations and plants.

Risks and controls

Contract manufacturing carries specific risks: loss of know-how, dependence on individual
manufacturers, quality fluctuations and compliance issues along the supply chain. These can be
controlled through clear contracts, second sources and structured supplier development.

Know-how and intellectual property

Drawings, CAD data and manufacturing know-how leave the company when work is awarded.
Non-disclosure agreements, clear usage rights and prohibitions on passing on to third parties are
standard. For critical assemblies, it should be examined whether sub-processes can be awarded
separately in order to protect the overall picture of the design.
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Dependence and scenario planning

The failure of a contract manufacturer can immediately block one's own production, as
customer-specific fixtures and programme libraries are often held by the manufacturer. Scenario
planning for risk with alternative manufacturers, contractually agreed data handback (programmes,
fixtures, tools) and defined transition periods reduce this dependence. Governance in category
management ensures that such precautionary rules are not undermined in individual cases.

Compliance, supply chain and whistleblower protection

Given tightened supply chain legislation in the DACH region, buyers must also verify social,
environmental and due diligence standards with contract manufacturers. A functioning whistleblowing
system at the client or manufacturer, audit programmes and evidence of supply chain decarbonisation,
such as the energy intensity of the plant used, are gaining in importance, particularly where customers
themselves must meet reporting obligations.

Current developments: digitalisation, agility, sustainability

Contract manufacturing is changing through end-to-end data flows, shorter response times and
sustainability requirements. Buyers who address these trends early secure capacity and terms.

Digital integration and agile management

EDI integration, digital machine data capture and platform solutions shorten the time from enquiry to
order confirmation. Agile procurement concepts are gaining ground: instead of rigid annual plans, short
planning cycles with rolling call-offs provide the control, whereby framework data and risk buffers must
also be considered. This also facilitates short-notice volume fluctuations, but raises the requirements for
coordination discipline.

Capacity markets and platforms

Digital marketplaces for production services make it easier to quickly find free capacity, prepare
enquiries with Al and make quotations comparable. This is particularly helpful for peak demand and
niche processes, but does not replace strategic supplier development for critical components.

Sustainability and energy efficiency

Energy-intensive processes such as heat treatment and electroplating are increasingly in focus due to
energy prices and CO reporting obligations. Buyers enquire about energy sources, origin and efficiency
measures and also assess contract manufacturers on the basis of their supply chain decarbonisation.
This can significantly influence location and award decisions.

Typical metrics

Delivery reliability (on-time delivery): > 95%
Common target value in practice for reliable contract manufacturers; higher for critical components.

Scrap rate / ppm: <500 ppm
Guideline value for serial parts; considerably stricter for safety-relevant parts.

First-pass yield: > 98%
Proportion of defect-free parts at first inspection; indicator of process stability.
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Complaint turnaround time: < 10 working days
Time from complaint to effective fault resolution; shorter for critical parts.

Practical example

A medium-sized mechanical engineering company with around 400 employees previously manufactured
welded steel frame assemblies entirely in-house. Following a capacity analysis, series production of the
frames was distributed between two contract manufacturers, while prototypes and spare parts remained
in the company's own workshop. Within one year, own machine hours in this area fell significantly, and
on-time delivery to end customers improved measurably.

» Framework agreement with defined machine hourly rates, volume commitment and volume rebate
from an agreed annual quantity

« Introduction of an electronic deviation workflow for quantity and price deviations at goods receipt

* Goods receipt with QC inspection including first article inspection and welding certificates for every
batch

» Semi-annual supplier annual review with KPI review (delivery reliability, ppm, utilisation) and joint
improvement measures

Conclusion

Contract manufacturing is far more than short-term capacity rental: it is a strategic instrument for
controlling vertical integration, leveraging specialist competencies and variabilising costs. What is
decisive are robust framework agreements, clearly regulated call-off processes and consistent quality
and KPI controlling. Risks arising from dependence and loss of know-how can be controlled through
second sources, data handback agreements and structured scenario planning. Those who additionally
actively address digitalisation and sustainability requirements secure reliable capacity at competitive
terms. Contract manufacturing thereby becomes a shapeable element of the production strategy rather
than a mere procurement transaction.

Frequently asked questions

What does contract manufacturing mean?

Contract manufacturing (Lohnbearbeitung) is the outsourcing of production work such as turning,
milling, welding or coating to an external company that manufactures according to the client's drawings
and specifications. The material may be supplied by the client or procured by the contract manufacturer.
The manufacturer provides the labour, while production risk remains with the client.

When is contract manufacturing worthwhile compared with in-house production?

It typically pays off during capacity peaks, when specialist processes are lacking, when own machine
utilisation is low, or when fixed costs are high. A useful decision aid is a comparative calculation of
variable machine hourly rates versus own full costs including scrap and administration. Where critical
competencies or sensitive assemblies are involved, there is much to be said for retaining in-house
production.

What are the risks of awarding contract manufacturing?

The main risks are loss of know-how, one-sided dependence on individual manufacturers, quality
fluctuations and supply chain compliance. Countermeasures include confidentiality and usage rights
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clauses, contractual data handback (programmes, fixtures), qualified second sources and regular
audits. Scenario planning for manufacturer failures is good practice.

How are call-offs managed in contract manufacturing?

In serial relationships, a framework agreement with agreed unit prices or work values is usually
concluded, from which ongoing call-offs with quantity and delivery date are placed. Changes to call-offs
should be governed by defined lead times, change windows and consequences for short-notice
cancellations. This protects both parties against misproduction and uncalculated costs.

What quality requirements are usual for contract manufacturers?

A certified quality management system such as ISO 9001 is standard, with additional standards
depending on the industry, plus first article inspection before series production starts and measurable
inspection requirements at goods receipt. Measurement records, material certificates and heat
treatment certificates ensure traceability. Complaints processes and warranty claims should be clearly
regulated contractually.

How does contract manufacturing differ from contract production? Are they synonyms?

The terms are largely used synonymously in practice. In practice, contract manufacturing
(Lohnbearbeitung) often refers to individual process steps such as turning or coating, whereas contract
production (Lohnfertigung) can also encompass complete assemblies including parts procurement. For
contractual purposes, a clear definition in the contract is recommended, for example regarding the
scope of services and material responsibility.
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