AMPLIFA PROCUREMENT GLOSSARY

Performance Bond: Securing Contractual
Compliance in Procurement and Project
Management

A Performance Bond is a guarantee or surety through which a contractor secures due contractual
performance towards the contracting party. In industrial procurement, it serves as protection
against default risks in major projects, supply contracts and long-running manufacturing orders. For
buyers, it is a central risk management instrument within the Source-to-Contract process.

Key facts

« The Performance Bond secures due performance of supply or construction services and typically
falls due upon award of the contract.

« Usual bond amounts in practice frequently lie between 5 and 10 percent of the order volume, in
exceptional cases above that.

» Common forms are first-demand guarantees, bank guarantees and surety insurance.

* The term follows the contract duration plus the warranty period and should extend several months
beyond the acceptance date in each case.

* For suppliers, the surety ties up credit lines, which is why bonds incur costs and burden liquidity.

» Legal details such as the form of surety, maturity and limitation periods must be examined
individually depending on the legal system and contract type.

Definition: Performance Bond

The Performance Bond is a payment security instrument that grants the contracting party a right to
damages if the contractor fails to perform its contractual obligations. It is issued by a bank, a surety
insurer or a guarantor as a third party.

Distinction from Other Securities

The Performance Bond must be distinguished from the Bid Bond (tender security), the Advance
Payment Bond (advance payment guarantee) and the Warranty Bond (warranty guarantee). While the
Bid Bond secures the serious intent of the bid in the tendering process, the Performance Bond only
applies from contract signature. In practice, several of these instruments are frequently combined to
cover the entire project or contract phase.

Typical Use Cases in B2B Procurement

Performance Bonds are used mainly for capital goods, plant engineering, construction services and
long-term framework agreements. Frequent triggers are a high level of prefabrication, custom designs,
long lead times or supplier location risks in international sourcing. In supply contracts with raw material
price volatility, additional securities can also increase the supplier's commitment. For standard catalogue
products, a Performance Bond is rarely customary, as order costs and default risk here bear no
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economic relationship to each other.

Methods and Approach for Agreeing the Bond

The introduction of a Performance Bond follows a structured process, from the requirement in the
enquiry through the review of the guarantee undertaking to its return at the end of the contract. A clean
approach prevents later disputes over maturity, amount and form of the security.

Anchoring in the Source-to-Contract Process

As early as the tender stage, the buyer should define the bond requirement as a mandatory criterion, for
example within the tender documents. This allows the supplier to calculate the bond costs from the
outset and prevents subsequent price negotiations. In the award and contract phase, the specific bond
wording is defined; it is one of the critical contract annexes and forms part of the order release. Only
after receipt of the contractually conforming surety should the award take legal effect — typically as a
suspensive condition.

Review of the Guarantee Undertaking

The buyer must check whether the surety is irrevocable, issued on first demand (unconditional) or only
upon proof (conditional). First-demand guarantees offer maximum security, as payment is triggered
merely by a formal allegation of non-performance. Also important are the correct designation of order,
contract, amount and currency, an unambiguous maturity provision, and the internationally customary
period, often around 30 days, between demand and payment.

Economic Perspective for the Supplier

For the supplier, a surety ties up credit lines and incurs fees, which in practice frequently lie in the range
of a fraction of one percent per year of the bond amount plus processing costs. Against this background,
suppliers carefully examine the creditworthiness and reliability of the contracting party — an aspect that
also plays a role in Supplier Lifecycle Management (SLM). Transparent bond requirements in the
sourcing wave plan and consistent credit checks on both sides strengthen acceptance.

Key KPIs and Evaluation Criteria for Performance Bonds

Bonds are measurable: by their amount relative to the order value, their coverage period and their actual
calls. Buyers should record these key figures systematically in order to manage the risk portfolio of their
contracts.

Bond Percentage and Coverage Period

The bond percentage describes the ratio of the bond amount to the order value. For standard contracts,
5 to 10 percent typically applies; where risk is elevated, for example critical bought-in parts or new
suppliers from a supplier longlist without a track record, higher percentages can also be justified. The
coverage period should cover the contract duration plus the acceptance and warranty period. A
frequently overlooked point is the overlapping double coverage between the Performance Bond and the
downstream warranty guarantee.

Calls and Administrative Burden

The rate of bonds actually called should ideally be close to zero — a high call rate indicates problems
with supplier quality, such as recurring defect notices or rejected series releases. Added to this is the
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administrative burden: deadline monitoring, extension requests and the bond register require resources
that accumulate across a large contract portfolio and frequently exceed spend under management.

Cost Perspective

Bond costs can be tracked as a KPI both for the buyer (price component) and for the supplier (financing
expense). For tenders with a mandatory bond, it is advisable to check whether the bond costs eat up the
cost advantage compared with bond-free alternatives.

Risks and Controls in Bond Management

Unclear wording, expiring deadlines and contradictory additional securities are the most common
sources of error. Systematic controls in contract management significantly reduce these risks.

Risks for the Contracting Party

Key risks are unfavourable wording (conditional instead of unconditional), overly short terms, missing
extension obligations upon contract amendments and creditworthiness problems of the guarantor itself.
When an amendment to the contract is concluded, for example for changes in quantities, deadlines or
prices, the bond must also be adjusted — otherwise coverage gaps threaten. In addition, the contracting
party should document the specific allegation of non-performance cleanly, for example via a
documented Control of Nonconforming Product process, in order to be legally robust when making a
call.

Risks for the Supplier

On the supplier side, the risk is unjustified or abusive allegations, particularly with first-demand
guarantees. Here, an indemnity clause towards the guarantor can provide compensation, as is also
known from forfaiting. Suppliers should tie bond terms closely to contractual milestones and negotiate
replacements early. Documented inspection equipment management and comprehensible acceptance
protocols protect against disputes over performance.

Controls and Process Provisions

Workable controls include a central bond register with deadline monitoring, a four-eyes review of the
guarantee undertaking before order release, clearly defined escalation paths in the event of missed
deadlines and regular coordination with Treasury or insurers. In the context of packaging regulations,
evidence obligations such as a recyclability assessment or quality requirements, the bond trigger
definition should be precise so that contentious peripheral issues do not lead to a payment blockage.

Performance Bond in Supplier and Quality Management

Bonds do not operate in isolation: they are part of an overall system of supplier selection, quality rules
and contract management. Their interaction with formal defect and release processes determines their
practical effectiveness.

Interaction with Quality Assurance

A Performance Bond only unfolds its protective effect if the contracting party processes quality issues in
a process-oriented manner. Classic instruments such as 5 Why analyses for series deviations, a
structured deviation approval process and defined escalation levels up to supplier debriefing provide the
documentation on the basis of which a bond call can be argued. Without robust evidence, the formally
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strong surety often remains meaningless in practice.

Integration into Supplier Strategy

In the preferred supplier environment or after a successful series release, bonds can be partially
waived, because trust and jointly managed processes such as the S&OP cycle reduce the default risk.
Conversely, the bond is a sensible transitional instrument for new suppliers from the sourcing wave plan
until SLM data enables a reliable risk assessment. The buyer should therefore graduate the bond
requirement dynamically according to supplier maturity.

Operational Implementation in the Ordering Process

In operational processing, for example the automatic requisitioning of small quantities via framework
agreements, a bond-required position is administratively obstructive. Frequently, therefore, only the
initial order or a launch project is secured, while subsequent standard orders run without a bond. The
packing list and delivery documentation, in turn, can provide the performance evidence that forms the
basis of the allegation in the event of a dispute.

Current Developments and Practical Tendencies

The bond market is changing as a result of digitalisation, alternative forms of security and intensified
supply chain risks. Buyers should incorporate these trends into their contract standards.

Digitalisation of Bond Management

Digital bond registers, automated deadline alerts and electronic guarantee undertakings significantly
reduce the administrative burden. Some guarantors now offer portals through which bonds can be
applied for and managed online. For procurement, this means: bond requirements can be integrated into
the Source-to-Contract (S2C) process earlier, more transparently and with a lower error rate. Electronic
signatures and digital submission formats also shorten the time between order release and provision of
security.

Alternatives to the Classic Bank Guarantee

Alongside bank guarantees, surety insurance is gaining in importance, as it conserves suppliers' bank
credit lines. For the contracting party, it is crucial that the insurer's creditworthiness is verified. In times
of crisis with tight liquidity and increased supplier location risk in international sourcing, contracting
parties are also increasingly perceiving bonds as a steering instrument — for example combined with
delivery or quality guarantees rather than purely monetary coverage.

Legal Classification and Uncertainties

The legal classification of guarantees and sureties differs depending on the legal system, for example
between suspensively conditional obligations and abstract promises to pay. Which form is permissible
and advantageous in each individual case depends on contract type, jurisdiction and corporate policies.
Glossary articles can only provide an orientation framework here; specific wording and maturity rules
should always be reviewed legally.

Typical metrics

Bond percentage: 5-10 %
typical share of the bond amount in the order value; higher where risk is elevated
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Call rate: 0%
high values indicate supplier quality problems

Coverage period: Contract end + 3—-12 months
typical over-coverage for the acceptance and warranty phase

Bond costs (supplier perspective): approx. 0.1-1 % p. a.
typical fee rate of the guarantor plus processing fees

Deadline compliance in bond register: > 98 %
proportion of bonds in the portfolio monitored or extended on time

Practical Example

A medium-sized mechanical engineering company commissions a new supplier from outside Europe
with the manufacture of complex cast components for a plant delivery with a fixed acceptance date.
Owing to the high level of prefabrication and the lack of a track record, the buyer demands a
Performance Bond of 10 percent of the order value, issued on first demand and running until three
months after acceptance. After the first batch shows defects, the quality team documents the deviations
via the established Control of Nonconforming Product process and initiates a 5 Why analysis. The
supplier receives a defect notice within the deadline with concrete rectification requirements. On this
documented basis, the contracting party threatens to call the bond in the event of renewed
non-performance — which leads to timely rectification. After successful series release, a reduced form of
security is agreed for the following years.

* Bond requirement already defined as a mandatory criterion in the tender and anchored in the order
release

« Guarantee undertaking reviewed for form, maturity and term before the order was given legal effect

» Quality deviations and defect notices documented without gaps so that a call withstands critical
scrutiny

- After stabilisation of the supply relationship, the bond percentage was reduced and the term
synchronised with the new contract amendments

Conclusion

The Performance Bond is a proven instrument for providing monetary protection against default risks in
high-value orders and critical supply relationships. Its value depends less on the nominal amount than
on clean wording, an appropriate term and documentation-based enforceability. Buyers anchor bonds
early in the Source-to-Contract process, link them to supplier maturity and monitor deadlines
systematically. Suppliers, in turn, plan bond costs and credit line burden into their quotations from the
outset. Those who understand bond management as part of an integrated risk and supplier
management approach achieve a balanced equilibrium between protection and cost.

Frequently asked questions

What is a Performance Bond in simple terms?

A Performance Bond is a guarantee or surety provided by a bank, an insurer or another guarantor,
through which the contractor secures due contractual performance. If the supplier fails to meet its
obligations, the contracting party may claim damages up to the bond amount. It is therefore a form of
security, not an independent insurance contract between the contracting parties.
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How high is a typical Performance Bond?

In practice, Performance Bonds typically range between 5 and 10 percent of the order or contract value.
For elevated risks, such as custom-designed products or an inadequate supplier track record, higher
percentages are also possible. The exact amount is a matter of negotiation and should be based on the
maximum expected replacement or damage costs.

What is the difference between a Performance Bond and a Warranty Bond?

The Performance Bond secures performance of the main contractual obligations during the contract
term up to acceptance, such as deadlines, quantities and conforming delivery. The warranty guarantee
(Warranty Bond), by contrast, applies after acceptance during the liability-for-defects period. In practice,
the two instruments often succeed one another in time to achieve seamless coverage.

When may a Performance Bond be called?

A call requires that the contractor has failed to fulfil, or has only partially fulfilled, its contractual
obligations, for example in the event of late delivery, defects or breach of contract. With first-demand
guarantees, the formal presentation of a compliant demand is sufficient; the legitimacy is clarified later.
The contracting party should nevertheless present the defect in documented form in order to avoid
unjustified claims and claw-back risks.

What does a Performance Bond cost the supplier?

In practice, the costs frequently amount to a fraction of one percent of the bond amount per year, plus
processing fees charged by the guarantor. In addition, the bond ties up credit lines at the bank, which
restricts the supplier's financing headroom. These costs must be taken into account in the quotation
calculation.

Is a Performance Bond required for every supplier relationship?

No. Bonds are primarily useful for major projects, plant engineering, custom products and new or
risk-prone suppliers. With established preferred suppliers, standard products or ongoing framework
agreements with low default risk, a bond requirement is often not economically justified. Graduation
according to supplier maturity is common practice.
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