AMPLIFA PROCUREMENT GLOSSARY

Raw material escalation clause: price
adjustment with fluctuating material costs

The raw material escalation clause is a contractual agreement that automatically adjusts the price
of a good or service in line with the development of selected raw material indices or reference
prices. It protects suppliers against losses from rising material costs and gives buyers planning
certainty, because the adjustment mechanism is bindingly and transparently regulated. In DACH
industry, it is a central risk management instrument for long-term framework agreements and
component-intensive products.

Key facts

< A raw material escalation clause links the contract price to defined reference prices such as
exchange quotations for steel, copper or aluminium.

« Typically, only the material-cost-effective portion of the price is adjusted, frequently between 30 and
80 percent depending on the product.

* Success factors are the precise formulation of index, reference-date logic, adjustment threshold and
calculation formula.

* In practice, adjustment intervals are often quarterly or monthly reviews, sometimes with agreed
threshold corridors.

» Without clear documentation of the calculation basis, disputes over price adjustment and
re-negotiation loom.

« Escalation clauses work in both directions: falling raw material prices likewise lead to price
reductions.

Definition: raw material escalation clause

The raw material escalation clause is a price adjustment clause in supply contracts that systematically
passes changes in raw material costs through to the product price. It replaces one-off, conflict-prone
price negotiations with a contractually fixed, objective calculation rule. It is thus an instrument of risk
sharing between customer and supplier.

Structure of an escalation clause

A robust clause defines five elements: the underlying index or reference price, the reference period for
price formation, the material-cost share key of the product price, an adjustment threshold and the
adjustment date. If one of these components is missing, interpretational leeway arises which, in the
event of a dispute, often works to the detriment of the business relationship.

Distinction from other price adjustment rights

Unlike a generic price adjustment clause, the raw material escalation clause relates exclusively to
material costs and not to general cost increases such as wages or energy. The latter require separate
agreements. Likewise, the design right named in Section 315 of the German Civil Code (BGB) or
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atypical one-sided rights of modification reserved by the supplier are no adequate alternative, as they
are legally contestable and hostile to planning.

Fields of application and typical contractual constellations

Escalation clauses are an option wherever the material cost share is high and the production lead time
is long. Classic fields are steel construction, mechanical engineering, electrical and control cabinet
construction, die casting, cables and wires as well as components made of non-ferrous metals.

Framework agreements and long-running orders

With framework agreements lasting several months or call-off contracts with irregular call-offs, the
supplier carries a considerable price risk without a clause. The escalation clause keeps the contract fair
over the term and prevents the supplier from pricing a risk premium into the initial price. This is usually
more economical than a risk surcharge.

Material classes as an organisational framework

In procurement practice, it has proven worthwhile to standardise escalation clauses by material class:
one clause variant for steel products, one for non-ferrous metals, one for plastics. Uniform wording
reduces review effort, facilitates the control of settlements and creates transparency across the entire
risk volume in the portfolio.

Combination with fixed-price phases

Frequently, the clause is combined with an initially fixed price phase, e.qg. for the first six to twelve
months. After that, the escalation takes effect. This gives procurement time for budget planning and
gives the supplier investment certainty for the tooling and ramp-up phase.

Methods and approach for designing the clause

The design starts with cost transparency: procurement must know the material cost share of the sales
price, otherwise no meaningful escalation formula is possible. Subsequently, index, formula, interval and
procedural steps are fixed contractually.

Index selection and reference prices

Suitable references are exchange-quoted prices (e.g. for copper, aluminium, nickel), established
industry indices for steel or supplier-dependent list prices at the raw material stage. It is important that
the index is publicly accessible, manipulation-proof and available in the long term. For proprietary list
prices, a fallback agreement should regulate the case in which the publisher discontinues publication.

Calculation formula and weighting

The formula typically follows the pattern: new price = base price x (1 + material share x price change
rate of the index). The material share is often set at 40 to 70 percent, depending on the product. For
multi-material parts, several indices with weightings are possible. In addition, a corridor should be
agreed, e.g. adjustments only triggered from an index movement of +3 to +5 percent.

Reference-date logic and adjustment procedure

Common practice is linkage to the monthly average or the daily value at the start of production.
Following the procurement recommendation, the clause should require the supplier to submit every
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adjustment with index evidence and calculation path in documented form, and the customer to be able
to review it within a defined period. This keeps verification possible without dispute.

Key KPIs for managing escalation clauses

Raw material escalation clauses can only be managed if procurement systematically measures the
relevant figures. These include, alongside price data, the volumes running under escalation clauses and
the quality of the settlements.

Price and material cost figures

Key figures are the current index level against the base value, the resulting theoretical price adjustment
and the adjustment actually settled. A deviation between the two is an early warning indicator for
calculation or reference-date errors. The material cost shares per material class should also be updated
at least annually.

Portfolio and process metrics

At portfolio level, what counts is the share of procurement volume settled under escalation clauses as
well as the total annual escalation amounts in both directions. In process terms, the average review time
of adjustment documents and the share of correctly documented settlements are relevant control
variables. High manual review times argue for system support in the procurement data model.

Risks and controls from the buyer's perspective

Escalation clauses are fair, but not risk-free. The main risks are unclear wording, manipulation-prone
reference prices, incorrectly set material shares and incomplete documentation of the calculation basis.

Avoiding wording risks

Wording such as “price adjustment in the event of significant cost increases” without a measurement
variable, or clauses granting the supplier one-sided adjustment rights, are critical. Buyers should insist
on precise formulas, independently verifiable indices and symmetrical effect. Re-negotiations over
already settled escalations are costly and strain the relationship; prevention through clean contract texts
in the contract repository is better.

Documentation and calculation basis

Without a documented calculation basis at contract conclusion, the material share cannot be verified
later. Proven practice is an annex with bill of materials, material grades, weights and proportional
material costs, which must be updated in the event of significant design changes — e.g. after a design
freeze. If the product structure changes, the escalation formula must be adjusted, otherwise a structural
under-recovery arises.

Supplier-side risks and safeguards

For suppliers, the risk lies in the coverage gap if the contractual material share is below the actual
material costs or the index does not reflect the concrete purchasing situation. Suppliers should calculate
material shares conservatively and supplement with hedging or inventory strategies. A business
continuity plan (BCP) for supply failures and clear provisions on partial deliveries complement the price
protection.
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Current developments: volatility, sustainability and digitalisation

Raw material markets have been subject to stronger fluctuations in recent years than before, which has
increased demand for professional escalation mechanisms. At the same time, the topic is shifting
towards data quality and sustainability requirements.

Market observation as an early warning system

Systematic market observation of the relevant indices enables buyers to quantify budget risks early and
to plan budget reserves or price locks with a view to material cost developments. Those who track index
developments monthly can identify budget deviations in the procurement business plan much earlier
and communicate them internally.

Sustainability and proof of origin

With increasing regulatory requirements, the origin of the materials traded under escalation clauses is
also coming into focus, e.g. with conflict minerals or the mapping of emission values in the life cycle
assessment (LCA). The escalation clause itself governs prices, but should be linked in the contract with
requirements on material origin and documentation.

Digitalisation of escalation settlement

In practice, the manual review of escalation settlements is increasingly being replaced by
system-supported processes: index data is fed in automatically, adjustments are verified arithmetically
and deviations are reported as data quality KPIs. This shortens processing times, reduces calculation
errors and makes the escalation volume visible portfolio-wide for the first time.

Typical metrics

Material cost share per product: typically 40-70 %
basis of every escalation formula; update at least annually

Adjustment threshold: commonly +3-5 %
no settlement below the threshold, reduces minor adjustments

Adjustment interval: monthly to quarterly
shorter intervals provide more currency, more review effort

Share of correctly documented escalation settlements: > 98 %
early warning indicator for calculation or document errors

Share of procurement volume under escalation clauses: portfolio-dependent, often 20-50 %
measures the coverage of raw material risk in the portfolio

Practical example

A medium-sized mechanical engineering company sourced control cabinet enclosures made of
stainless steel sheet under a two-year framework agreement. After a sharp rise in sheet metal prices,
the supplier demanded a one-sided price increase of more than 15 percent; without a contractual
provision, only re-negotiation with an uncertain outcome remained. The board member for procurement
thereupon decided to introduce standardised escalation clauses for all sheet metal and non-ferrous
metal components.

« Definition of uniform clause modules per material class with a fixed material share, public index and
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a +4 percent adjustment threshold

» Documentation of the calculation basis per part in a contractual annex with bill of materials and
material weights

* Quarterly adjustment with index evidence and a 14-day right of review for procurement

« Monthly index monitoring for budget planning and communication of deviations to sales and
controlling

Conclusion

The raw material escalation clause transforms a latent potential for conflict into a rule-based price
adjustment that is calculable for both sides. Its value stands and falls with the precision of the wording:
index, material share, threshold, reference date and documentation obligations must be regulated
without gaps. For buyers, it is an effective procurement lever because it removes risk surcharges from
initial prices and increases planning certainty. At the same time, it requires continuous control of the
settlements and an up-to-date picture of the material cost structure. Those who standardise clauses,
review them digitally and combine them with market data minimise dispute costs and secure the
competitiveness of their calculations.

Frequently asked questions

What is a raw material escalation clause?

A raw material escalation clause is a contractual provision that automatically adjusts the product price in
line with changes in defined raw material prices. It bindingly specifies the index, calculation formula,
adjustment threshold and reference-date logic. This eliminates one-off negotiations over price increases,
and both parties share the material cost risk in a compliant manner.

How is a raw material escalation clause calculated?

Typically the following applies: New price = base price x (1 + material share x index change rate). In
practice, the material share is often between 40 and 70 percent of the product price. Many contracts
also provide for an adjustment threshold, e.g. only from a +3 to +5 percent index movement.

Which raw materials are typically settled via escalation clauses?

Frequently affected are steel and stainless steel, aluminium, copper, brass, nickel and plastic
granulates. The key requirement is that a publicly accessible, reliable index or reference price exists for
the raw material. For mixed products, several indices can be combined with weightings.

Must a raw material escalation clause also apply when prices fall?

Yes, a fairly designed clause works symmetrically, i.e. it also reduces prices. Buyers should explicitly
insist on the two-way effect in the contract wording, as one-sided adjustment rights in favour of the
supplier may be legally contestable. Symmetry is also a central argument in negotiations.

What is the difference between an escalation clause and a price adjustment clause?

The raw material escalation clause specifically relates to material costs and links them to an objective
index. A general price adjustment clause, by contrast, can cover any cost drivers and is often worded
more vaguely. For material-intensive products, the escalation clause is usually the better solution due to
its measurability.
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When should buyers reject a raw material escalation clause?

It becomes critical when the supplier does not offer calculation transparency, the material share is set
excessively high, or the reference price does not reflect the actual material purchasing situation. With
short contract terms and a low material share, the effort is often not justified either. If in doubt, a
case-by-case review by procurement and legal helps.
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