AMPLIFA PROCUREMENT GLOSSARY

Price index linkage: managing commodity
and inflation risks contractually

Price index linkage is a contractual agreement under which the price of a good or component
automatically adjusts to the development of a defined price index. For buyers in DACH industry, it is
a key instrument for hedging long-term framework agreements against commaodity price volatility
and inflation. It creates predictable calculation certainty on both sides and does not shift market
risks one-sidedly onto the supplier. Key success factors are the precise drafting of the index
formula, transparent evidence rules, and clear adjustment mechanisms.

Key facts

« Price index linkage formally ties contract prices to publicly accessible or defined indices such as
commodity exchange prices or wage statistics.

« Typically, only part of the price (e.g. 50-80% of the material share) is indexed, while profit, sales, and
logistics shares remain fixed.

* Adjustments usually take place quarterly or when defined thresholds (triggers) are exceeded.

« Both surcharges and reductions should be regulated symmetrically to avoid one-sided clauses.

» Without defined price floors and ceilings (collars), extreme market movements can burden both
contractual parties heavily.

« The linkage does not replace should-costing but complements it with an objective adjustment
mechanism.

Definition: price index linkage

Price index linkage is a contractual price adjustment clause that ties the purchase price of goods or
services to the development of a defined reference index. It is often referred to as indexation or an
escalation clause and is found mainly in long-term supply contracts.

Distinction from a simple price adjustment clause

A general price adjustment clause usually allows one-sided negotiation or adjustment based on
reasonableness. Price index linkage, by contrast, works with a fixed formula: index level, base date,
weighting factors, and calculation method are bindingly defined. This significantly reduces potential for
dispute and makes price adjustments objectively traceable. In case of dispute, a right to audit can
additionally be agreed to verify the correct application of the formula using the supplier's data.

Typical use cases in industrial procurement

Indexation is particularly widespread in practice for metal-intensive components (steel, aluminium,
copper), plastics, energy supply, logistics services, and multi-year framework agreements with high
volumes. Wage shares in contract manufacturing or services are also frequently linked to collective
agreement or wage statistics indices. The longer the contract term and the higher the commodity share
of total costs, the more sensible a formula-based mechanism becomes.
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Methods and approach for contract drafting

A robust price index linkage requires thorough preparation: analyse the cost structure, select suitable
indices, and fix the formula and mechanics contractually. Anyone working imprecisely here creates
future conflicts.

Cost breakdown as the basis

The basis is a disclosure or well-founded estimate of the cost structure, ideally supported by a
should-costing. Typically, the price is broken down into an indexable material or energy share and a fixed
remainder (labour, machine hour rates, profit, sales). Only the volatile share is linked, usually with a
weighting factor reflecting the actual cost relevance of the index. This transparency requires trust from
the supplier — appropriate data protection and confidentiality provisions belong in the contract.

Index selection and formula

Suitable references are exchange-traded commodity prices (e.qg. for steel, copper, plastics), official
statistical indices (e.g. producer price indices), or industry-standard remuneration lists. The formula
should specify: base index level (monthly average recommended instead of daily value), observation
period, timing of the adjustment, and calculation method. A formula of the type is common: new price =
original price x (a + b x Index_new / Index_base), where a + b = 1 and b reflects the indexable share.

Triggers, collars, and adjustment cycle

In practice, thresholds (triggers) above which an adjustment is triggered at all have proven effective — for
example, from an index movement of £5%. Price ceilings and floors (collars) limit extreme movements
for both sides. The adjustment cycle is often agreed quarterly; shorter cycles increase administrative
effort, longer ones delay the reflection of real market prices. Whether reductions apply symmetrically to
price increases must also be explicitly regulated — otherwise one-sided interpretation disputes arise.

Key KPIs for managing index agreements

Anyone managing multiple indexed contracts needs systematic monitoring. Its results ideally feed into a
Category Intelligence setup that continuously documents market price developments per commodity

group.

Monitoring and deviation metrics

Key metrics are the number of triggered adjustments per period, the cumulative price deviation from the
base price, and the difference between the indexed price and the market price (fairness check). In
addition, reporting that summarises all indexed contracts with index level, next cut-off date, and
expected adjustment is recommended — ideally as part of a Source-to-Pay (S2P) process with
automated deadline monitoring.

Documentation and contract compliance

Contract compliance measures whether price adjustments were made in accordance with the formula,
on time, and with complete evidence. In practice, a significant proportion of disputes can be traced back
to incomplete documentation. Every adjustment should therefore be archived with index evidence, a
calculation sheet, and mutual confirmation.
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Risks and controls

Price index linkages only deliver their benefits if both sides understand the mechanics and abuse is
ruled out. Without controls, there is a risk of formula manipulation, evidence deficits, and hidden margin
shifts.

Typical risks for buyers

Risks include: one-sidedly drafted clauses, indices that do not reflect the supplier's actual procurement
situation, double adjustments (index rises while a surcharge is asserted under another clause), and time
lags between the index movement and the price reduction. The supplier's hedging transactions can also
cause real costs not to correspond to the index movement — the formula should therefore be aligned
with the supplier's actual procurement behaviour.

Control mechanisms and audit rights

Effective controls are: a contractually anchored right to audit the underlying procurement data,
mandatory supporting evidence for every adjustment, and a four-eyes principle on the buyer's side. In
addition, comparative offers or spot purchase options help as benchmarks — where regular market
prices are available, the indexation can be validated against real market data. In the event of significant
deviations, the contract should provide for revision and renegotiation rights.

Legal classification

Price adjustment clauses in standard terms and conditions are subject to specific validity requirements
under German law; details depend on the type of contract and the constellation and should be reviewed
legally. If in doubt, a case-by-case review by legal counsel is recommended. Regardless of this, the
following applies: the more precisely the formula, index source, cut-off date, and evidence are regulated,
the lower the interpretation risk.

Current developments and digitalisation

Indexed price agreements are gaining importance due to volatile commodity and energy markets. At the
same time, capture, monitoring, and settlement are being significantly digitised.

Automation in the S2P process

Modern Source-to-Pay (S2P) systems can automatically retrieve index levels, calculate formulas, and
trigger cut-off deadlines. Supplier portals are also increasingly being used to submit and release index
evidence and calculation sheets in a structured way. This reduces manual effort and improves
auditability. The prerequisite is a clean spend taxonomy that makes indexed positions systematically
classifiable.

Combination with other hedging instruments

In practice, index linkage is increasingly combined: with fixed-price windows, with option-based
procurement models, or with volume commitments in the form of a take-or-pay obligation that gives the
supplier planning security in return for price transparency. In close supplier relationships, the linkage can
also be part of a resilient price architecture that cleanly separates short-term spot markets from
long-term framework relationships — thematically related to the spot purchase vs. framework agreement
comparison.
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Typical metrics

Indexed contract ratio: typically 20-40% of the relevant category spend
Share of procurement volume covered by a valid index clause; benchmark varies greatly by commaodity group

Adjustment accuracy (formula compliance): > 98%
Share of adjustments that comply with the formula and deadlines; core of contract compliance

Evidence completeness: 100%
Every adjustment must be documented with index evidence and a calculation sheet

Price deviation from market price: typically < +3%
Difference between the indexed price and available market prices as a fairness check

Trigger threshold: commonly +5%
Index movement at which an adjustment is triggered; industry- and commodity-specific

Practical example

A medium-sized mechanical engineering company sourced steel sheet parts under a two-year
fixed-price framework agreement. Following sharp commodity price fluctuations, the supplier repeatedly
approached the company with surcharge requests, leading to friction and uncoordinated price levels.
For the new contract, the procurement function chose a price index linkage with quarterly adjustments.

» Should-costing to determine the material share (fixed at a 70% weighting)

» Linkage to a publicly available steel price index with the monthly average as the basis
« Trigger at 5% index movement, symmetric surcharges and reductions, collar at £15%
* Anchoring of a right to audit and quarterly reporting of all indexed contracts

Conclusion

Price index linkage is a proven instrument for arming long-term procurement contracts against
commodity and inflation risks without burdening the partnership with one-sided risk shifts. Its success
stands and falls with the precision of the contractual design: cost breakdown, index selection, formula,
triggers, and collars must be clearly regulated. Supplemented by audit and evidence rights as well as
systematic monitoring, an objective, low-conflict mechanism emerges. Anyone managing multiple
indexed contracts should anchor the topic digitally in the S2P process. This turns index linkage from a
source of dispute into a planning instrument for both sides.

Frequently asked questions

What does price index linkage mean in procurement?

Price index linkage refers to a contractual clause that formally ties the price of a service or good to the
development of a defined reference index — for example, commodity exchange prices or producer price
indices. When the index changes, the price adjusts automatically according to the agreed calculation
logic. This keeps long-term contracts fair and predictable without the need to renegotiate every price
movement.

Which indices are typically used for price indexation?

Commonly used are exchange-traded commodity prices (e.g. steel, aluminium, copper), producer price
indices from official statistics, energy price indices, and wage or collective agreement statistics. It is

Amplifa Marketplace - Procurement glossary amplifa-marketplace.com/en/glossary/preisindex-kopplung



important that the index is publicly accessible, immune to manipulation, and economically close to the
supplier's actual cost structure. The choice of index should be fixed in the contract with the exact source
and calculation method.

How long does a price index linkage apply and when does the adjustment take place?

The adjustment cycle is contractually defined and in practice typically involves quarterly reviews,
sometimes semi-annual. In addition, triggers are often defined, such as a minimum deviation of £5%,
before an adjustment is triggered. Start and end dates, cut-off logic, and renewal rules should also be
included in the clause.

Are price adjustment clauses with indices valid?

In principle, price adjustment clauses can be validly agreed; however, clauses in standard terms and
conditions are subject to legal requirements regarding transparency and clarity. The specific validity
depends on the wording, contract context, and legal system. A case-by-case legal review is therefore
recommended; formula-based, symmetrically designed clauses are considered the least vulnerable in
practice.

What is the difference between price index linkage and surcharges?

Surcharges are one-sided, often short-notice price increases declared by the supplier without any
formal basis — difficult for the buyer to plan and verify. Price index linkage, by contrast, is an agreed,
objective formula with a defined index, cut-off date, and evidence obligations. It reduces potential for
dispute and exposes both parties to market risks symmetrically.

How can | efficiently monitor multiple indexed contracts?

Best practice is a central reporting system for all indexed contracts covering index source, base value,
cut-off date, weighting, and expected adjustment. If this is integrated into the Source-to-Pay (S2P)
process, index retrieval and deadlines can be automated. In addition, contract compliance checks
should ensure that adjustments are made in accordance with the formula and supported by evidence.
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