AMPLIFA PROCUREMENT GLOSSARY

Product cost calculation: systematically
determining costs and negotiating prices with
confidence

Product cost calculation is the systematic determination of all costs incurred in manufacturing a
product — from material and labour to machinery and tooling through to freight, energy and
overheads. For buyers, it is the central tool for evaluating supplier quotations realistically, identifying
plausibility issues and making negotiating headroom quantifiable. Those who can calculate for
themselves no longer negotiate only on prices but on cost elements. This makes product cost
calculation the foundation of any robust supplier strategy.

Key facts

» Product cost calculation breaks down a quotation price in a traceable way into material, labour,
machinery, tooling, energy, overheads and margin.

» Typically, in industrial manufacturing, material accounts for the largest individual share, often
between 40 and 70 per cent of manufacturing costs.

* Buyers distinguish between cost plausibility checks of quotations and the target calculation as a
negotiation and target-cost reference.

* Open-book calculations require trust and clear agreements, for example within the framework of a
most-favoured-customer clause.

« Calculations must be updated regularly, as material prices, volume tiers, freight surcharges and
energy costs change continuously.

» A clean calculation is a prerequisite for tenders, quick-process price enquiries and effective
renegotiations.

Definition: product cost calculation

Product cost calculation refers to the systematic breakdown of a product's total costs into individual cost
elements and their consolidation into a quotation or target price. It serves manufacturers as the basis for
price setting and buyers as an instrument for cost review and negotiation.

Distinction from total cost accounting

While total cost accounting considers all costs of a company or a procurement decision, product cost
calculation focuses on a specific product or component. For buyers, both perspectives complement each
other: product cost calculation shows how the unit price is composed, while total cost of ownership
additionally takes account of logistics, quality, inventory management and risks over the entire life cycle.
An apparently more expensive quotation may be cheaper in the overall assessment if it reduces
line-stop risks or causes lower inspection and rework costs.
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The buyer's and the seller's perspective

Manufacturers calculate from their own cost situation and secure a target margin. Buyers, by contrast,
carry out their own independent calculation in order to check quotations for plausibility. This target
calculation is based on reference projects, market data, benchmarks and experience. If the quotation
and the target calculation differ significantly, this is not automatically a ground for exclusion, but the
starting point of a structured supplier meeting on the individual cost drivers.

» Supplier calculation: actual costs plus target margin
« Buyer's calculation: target costs based on benchmarks
* Variance analysis as the basis for negotiations

Structure and cost elements of a product cost calculation

A robust calculation is structured into direct costs, overheads and margin. The more granular the
breakdown, the greater the negotiating headroom, because individual items can be verified in isolation.

Material and externally sourced parts

The material share comprises raw materials, purchased parts and external labour work such as heat
treatment or coating, frequently shown in practice as contract labour. Important points to check are the
raw material input (scrap, gate and runner waste, offcuts), the suppliers' purchase prices at several
volume levels and fluctuations due to index clauses. For purchased patrts, it is worth asking whether the
supplier actually buys directly from the OEM/ODM or through intermediaries — this can account for a
double-digit percentage of the price.

Labour, machinery and set-up times

Production labour is typically expressed as a machine hour rate or production hour rate and consists of
personnel, depreciation, energy and maintenance components. Verifiable figures are the occupancy
time per operation, the set-up time, the machine utilisation and the blank size used. For part families
with common set-up operations, bundling — for example as part of supplier consolidation — can achieve
economies of scale that translate directly into lower unit costs.

Tooling, freight and overheads

Tooling costs may be included in the unit price either as a one-off tooling contribution or amortised over
the planned number of units — both are legitimate, but must be transparent and recalculable when
volumes change. Freight surcharges, in particular air freight cost components for urgent replacement
deliveries, and small-quantity surcharges also belong on the checklist. Overheads include
administration, sales and development shares, frequently applied as a material or production overhead
surcharge.

Methods and procedures in procurement practice

A standardised procedure has become established in procurement: prepare a target calculation, match
quotations against it, clarify deviations and document the results as a reference.

Calculation in the tendering process

Already at the enquiry stage, the buyer lays the foundation for a comparable calculation: detailed
drawings, bills of materials, volume profiles over several years and a uniform calculation template as
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attachments to the request for quotation. This makes quotations comparable, and the quick-process
price enquiry for standard or spare parts can draw on predefined calculation elements. Those who
disclose volume profiles receive realistic price tiers — concealing them risks additional claims when
offtake volumes rise.

Should-costing and target costing

In should-costing, the buyer reconstructs the supplier's cost price from the ground up: material prices
from commodity and exchange references, production times from process plans, machine hour rates
from industry benchmarks. The result is a substantiated target cost model that serves as a negotiation
anchor. In target costing, the approach is reversed: starting from the marketable selling price of the end
product, the permissible upper limit of purchase costs is derived backwards. Both approaches require
technical understanding but deliver real leverage.

Open book and data sources

Open-book costing requires the supplier to disclose its cost elements — a vote of confidence typically
used with strategic partners and long-term arrangements, often secured via framework agreements.
Supplementary data sources include index data for commodities and energy, reference projects from
one's own procurement, quotations from previous tenders and findings from supplier meetings and plant
visits. An energy audit at the supplier, for example, can demonstrate whether the energy costs assumed
are plausible or whether optimisation potential exists.

Product cost calculation in planning and supplier management

Calculations are not a one-off document but a living steering instrument that must be interlinked with
planning, order processing and supplier development.

Link to procurement planning

The calculation depends directly on the planned quantities. If the master production schedule (MPS)
changes, set-up shares, lot sizes and thus unit costs shift. Buyers should therefore always document
calculations with a reference quantity and a period of validity. Forecast uncertainties also have an effect:
high forecast errors lead suppliers to add risk premiums, which can often be avoided more cheaply
through more reliable call-off schedules or binding offtake bands than through negotiation.

Volume tiers and price steering

Volume tiers make economies of scale visible and are a central negotiation item. What matters is clarity
about the tier basis: does the tier apply per call-off, per annual volume or over the entire term? In
multi-year contracts, mechanisms for material, labour and energy price changes should also be defined
— for example indexed adjustments with caps. This keeps the calculation robust over the term, and
renegotiations follow traceable rules rather than power games.

Supplier strategy and negotiation

The depth of the calculation follows the supplier strategy: for C parts, a price comparison and plausibility
check are often sufficient; for A parts, a full should-cost model is worthwhile. The calculation results flow
into supplier meetings as a concrete cost driver analysis. This significantly improves negotiation quality,

because discussions are based not on blanket price discounts but on identifiable levers such as material
substitution, production optimisation or modular sourcing.
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Key KPIs of product cost calculation

Key performance indicators make calculation quality and cost reduction success measurable and create
transparency towards management.

Cost and variance metrics

Key metrics are the cost deviation between quotation and target calculation, the cost reduction rate
compared with previous-year prices, and price penetration (the share of procurement with a robust
calculation). In addition, the post-calculation shows how actual costs differ from the plan — for example
due to changes, excess quantities or subsequent freight surcharges.

Process and payment metrics

Payment terms are also part of the calculation: discounts such as 2/10 net change the effective
purchase price measurably and should be included in the unit price comparison. In turn, the on-time
payment rate of one's own company influences the prices suppliers set — in practice, reliable payers
frequently receive better terms. Digitalisation via EDI reduces errors in quantity and price transfers and
makes deviations between the calculation and incoming invoices visible more quickly.

Risks, controls and current developments

Calculations harbour sources of error and compliance risks — from outdated price data to hidden
surcharges to compliance matters. Controls and current market trends must be addressed
systematically.

Typical sources of error

Common errors include duplicated cost items (for example, tooling amortised in the margin and
additionally charged as a tooling contribution), unrealistically low scrap allowances, outdated material
prices and failure to take account of inspection and certification effort. For exports, documentation costs
are added, for example for the certificate of origin. An in-house checklist with typical plausibility issues —
standardised review rules, the four-eyes principle and documented reference values — secures quality.

Compliance and regulatory aspects

Calculations also raise legal issues: the exchange of cost and price data with competitors or suppliers
serving multiple customers is sensitive under competition law. Export control matters such as dual-use
goods can cause additional effort for checks and approvals, which must be reflected in the calculation.
Price agreements, loyalty bonuses and most-favoured-customer clauses should be legally reviewed, as
competition law risks are possible in individual cases — if in doubt, seek expert advice before entering
into a binding agreement.

Digitalisation and energy trends

Calculation tools, data platforms and Al-supported should-cost models shorten processing times and
standardise templates. At the same time, energy costs are gaining weight as a cost driver: energy audits
at suppliers and indexed energy price components are now commaon in negotiations. Supplier
evaluations and supplier selection are increasingly data-driven, making the maintenance of up-to-date
calculation models an ongoing task — not a one-off project.
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Typical metrics

Cost deviation: quotation vs. target calculation: typically < £10 %
Larger deviations require a variance analysis in the supplier meeting

Material cost share: often 40-70 % of manufacturing costs
Rule-of-thumb value depending on industry; with high shares, material and substitution negotiations pay off

Annual cost reduction rate: usually 2-5 %
Depending on market cycle and the competitive intensity of tenders

Price penetration (calculated procurement): > 80 % of procurement volume
Share of volume with a robust calculation or price reference

Post-calculation deviation: < £5 %
Indicates planning and process quality; high values point to forecast errors or rework

Practical example

A mid-sized mechanical engineering company recalculated an important steel component itself and
found that the quotation price of the incumbent supplier was around 15 per cent above its should-cost
model. In a structured supplier meeting it emerged that the supplier had assumed a conservative set-up
time and a high material surcharge.

< A uniform calculation template was defined as an attachment to the request for quotation so that
guotations are comparable.

* A should-cost model was built with material reference prices and production times.

» Volume tiers were negotiated over three-year purchase volumes and a material index clause with a
band was agreed.
« Labour work (heat treatment) was outsourced, thereby reducing the external cost share.

Conclusion

For technical buyers, product cost calculation is more than a calculating scheme: it creates transparency
about cost drivers, makes quotations comparable and turns price negotiations into fact-based
discussions. The prerequisites are a consistently maintained calculation model, up-to-date market data
and clear agreements with the supplier on updates and index adjustments. Combined with total cost
considerations and a clear supplier strategy, it unfolds its full leverage. Those who understand
calculation as an ongoing process rather than a one-off exercise secure cost advantages sustainably.

Frequently asked questions

What is included in a product cost calculation?

Typically material and purchased-part costs including scrap, production labour with machine hour rates
and set-up times, tooling costs, energy, freight, quality and inspection costs, as well as overhead
surcharges and the profit margin. For imports, customs duties, documentation such as a certificate of
origin and, where applicable, air freight cost components are added. The more detailed the breakdown,
the more targeted negotiations can be.

What is the difference between a preliminary calculation and a post-calculation?
The preliminary calculation estimates the expected costs before production starts, based on planned
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guantities, times and prices — it forms the basis for quotations and target figures. The post-calculation
compares actual costs with the plan after completion and reveals deviations caused by excess
quantities, rework or price changes. Together, both form the basis for future calculations and
renegotiations.

How can a buyer verify a supplier's cost calculation?

A proven approach is an in-house should-cost model: the buyer reconstructs material prices, production
times, machine rates and surcharges from market data and reference projects. The quotation and the
target costs are then compared line by line. Open points are clarified in the supplier meeting; with
strategic partners, an open-book agreement can secure transparency on a permanent basis.

What does open-book costing mean?

In open-book costing, the supplier discloses its cost elements — material prices, labour rates,
surcharges and margin — to the customer. This requires a trusting partnership and clear contractual
provisions, for example on confidentiality and price adjustment mechanisms. The benefit for both sides:
cost reductions are identified jointly and the benefits are shared fairly.

How do buyers handle price increases after the calculation has been completed?

What matters are contractually defined adjustment mechanisms, for example indexed material and
energy price components with defined reference values and adjustment thresholds. If costs rise beyond
the agreed bands, the buyer examines the claim using the calculation elements and negotiates only on
the items actually affected. Blanket price increases can be effectively fended off in this way.

What role does the calculation play when volumes change?

Unit costs depend heavily on volume, as set-up and tooling costs are spread across the number of

units. When volumes change — for example due to adjustments in the master production schedule or
high forecast errors — the calculation should therefore be recalculated. Predefined volume tiers and clear
rules on the tier basis prevent disputes over additional claims.
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