AMPLIFA PROCUREMENT GLOSSARY

Service Credits (SLA): Remuneration
mechanisms for enforcing service level
agreements

Service Credits are contractually agreed credits or price reductions that fall due when a supplier or
service provider fails to achieve the performance metrics defined in a Service Level Agreement
(SLA). In industrial procurement, they serve as an economic lever to make availability, response
times and quality measurable and sanctionable. They do not replace claims for damages but
operate primarily as an automated pricing mechanism. For buyers, they are a central instrument for
keeping performance levels objectively controllable throughout the contract term.

Key facts

» Service Credits are contractual credits granted when defined SLA metrics such as availability,
response time or error rate are breached.

» They typically operate as a percentage price reduction on the monthly or quarterly fee and are
usually tiered according to the severity of the deviation.

* In practice, the cap on credits is often 5 to 20 per cent of the period fee.

« Service Credits do not, as a rule, replace damages but complement them as a lump-sum sanction
that can be settled automatically.

» Enforceability requires a robust measurement concept with defined data sources, measurement
periods and evaluation responsibilities.

* Inindustrial framework agreements, they are frequently linked to metrics such as Parts per Million
(PPM), line stop or response times.

Definition: Service Credits (SLA)

Service Credits are financial allowances agreed in an SLA that fall due automatically or upon request
when the supplier fails to comply with agreed service levels. They translate operational performance
metrics into a direct economic incentive and make performance deficiencies economically quantifiable
without protracted disputes.

Distinction from contractual penalties and Liquidated Damages

Service Credits are not a contractual penalty in the legal sense but a contractually agreed adjustment of
the fee. While Liquidated Damages are pre-estimated damages intended to compensate damage
actually suffered, Service Credits compensate the customer's indirect loss of benefit in the form of a
price reduction. This distinction is legally relevant, for example regarding questions of validity and tax
treatment, and should always be examined on a case-by-case basis. Many contracts combine both
instruments: Service Credits for recurring, measurable deviations, and Liquidated Damages for
individual events with substantial damage.
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Typical areas of application in industrial procurement

Service Credits are used wherever services are provided continuously and monitored measurably.
Classic fields are IT and cloud services, maintenance, logistics services such as 3PL, but also supplier
relationships with defined delivery availability or response times for expedited orders. For manufacturing
suppliers, Service Credits are less often implemented as a credit and more often as a price adjustment
or bonus-malus system within the supplier rating model.

Methods and approach for agreeing Service Credits

The effectiveness of Service Credits is already decided at the contract design stage. Buyers should
define metrics, measurement methodology, tiering and the settlement process as precisely as possible
so that disputes do not arise in the first place.

Selecting the right SLA metrics

The basis is metrics that the supplier can genuinely influence themselves and which are
business-critical for the customer. For logistics providers, these are typically delivery reliability, error rate
and response times; for manufacturing suppliers, additionally Parts per Million (PPM) and line stop
frequency. Metrics the supplier cannot control, for example due to faulty call-off data from the customer,
inevitably lead to conflict. A reciprocal obligation is therefore sensible: the customer provides valid data,
for example via call-off orders or the supplier portal, and assumes measurable obligations itself.

Tiering, capping and settlement

In practice, Service Credits are tiered: a minor target miss triggers a small deduction, a serious one a
considerably higher amount. Tiers of 1 to 2 per cent up to double-digit deductions are common, often
with a cap that typically lies between 5 and 20 per cent of the period fee. It is important to define how
the credit is settled: as a direct credit on the next invoice, as a credit balance in the supplier portal or as
a deduction at payment. The procedural timeframe, such as quarterly evaluation within a Quarterly
Business Review (QBR), should also be contractually fixed.

Measurement concept and data basis

Without an accepted data basis, Service Credits are worthless. The contract must stipulate which
systems count as data sources, who performs the evaluation, which measurement period applies and
how deviations are evidenced. For customer-side systems, it is advisable to grant the supplier read
access via a supplier portal in order to create acceptance. For disputed measurements, an agreed
escalation step helps, such as joint review at the QBR, before credits fall due.

Key KPIs and typical benchmarks

The suitable metrics depend heavily on the type of service. In industrial procurement, a number of KPIs
have established themselves as suitable for Service Credits because they are measurable, controllable
and business-critical.

Delivery and availability metrics

Delivery reliability and availability are the most common base KPIs. In theory-driven approaches,
Available to Promise (ATP) is also used to measure the availability that can be promised in advance. For
series suppliers, delivery reliability is often defined by reference to the call-off date rather than the
requested date, in order to avoid measurement disputes. The backorder rate complements the picture
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because it shows how many requirements could not be fulfilled at all and thus indicates potential
production interruptions.

Quality and response metrics

Quiality metrics such as Parts per Million (PPM) are suitable for Service Credits if the measurement
system is robust and complaints can be clearly attributed. Response times, such as the time to
acknowledge an expedited order or to attend on site for service, are also well controllable. For
engineering matters, such as processing an Engineering Change Notice (ECN) within a defined
deadline, Service Credits can likewise be agreed, provided the customer's approval processes are
transparent.

Risks and controls in agreeing Service Credits

Service Credits only have a steering effect if they are fairly calibrated, enforceable and combined with
suitable control mechanisms. Poorly designed, they generate disputes, perverse incentives or a false
sense of security.

Typical design mistakes

Common mistakes are too many metrics, unclear data sources, sanction amounts too low to influence
behaviour, and missing caps that expose the supplier to existential and price risks. One-sided contracts
that sanction only the supplier also endanger the partnership. It is likewise problematic when Service
Credits serve as a tacit substitute for genuine claims and damage management: a line stop in
production often causes costs many times higher than any credit can cover. Service Credits are
therefore an incentive instrument, not a substitute for damages.

Controls and effective governance

Successful contracts combine Service Credits with active governance: regular QBRs, documented
deviation analyses, improvement plans with deadlines and a clear escalation ladder up to supplier
migration in cases of chronic underperformance. The assessment in the supplier rating model should
take Service Credit events into account so that effects become visible beyond the individual transaction.
In addition, integration into systematic processes such as Source-to-Contract (S2C) is recommended,
so that insights from current contracts flow back into future tenders.

Legal and tax classification

The legal treatment of Service Credits differs depending on jurisdiction and contract type, for example
regarding the question of whether they are to be classified as a price reduction, repayment or

contractual penalty. VAT treatment may also vary. These questions should be clarified on a case-by-case
basis with legal and tax advice before standard clauses are adopted.

Current developments and digital implementation

Digitalisation and rising supply chain requirements are increasing the importance of Service Credits. At
the same time, evaluation is shifting from manual reports to automated, system-supported processes.

Automated evaluation and supplier portals

More and more companies evaluate SLA metrics directly from ERP, MES or logistics systems and make
the results transparently available to the supplier via a supplier portal. This reduces potential for dispute,
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speeds up settlement and makes performance comparable and visible across the supplier portfolio.
Approval workflows in procurement, for example via a structured procurement approval workflow,
ensure that approvals and sign-offs take place within defined service times and are themselves bound
to SLAs.

Resilience, sustainability and expanded KPI sets

The focus of many procurement organisations is expanding from pure availability KPIs to resilience and
sustainability criteria. Aspects of supply chain resilience, such as secondary sources of supply or
inventory strategies in inventory management, can be incorporated into bonus-malus arrangements.
Sustainability data, such as an EcoVadis rating or elements of a Life Cycle Assessment (LCA), is also
increasingly being subject to SLA-like reporting obligations with sanction mechanisms. One thing
remains important: not every new metric is suitable for hard Service Credits; soft KPIs often work better
through qualification and bonuses.

Typical metrics

Delivery reliability (OTIF): >= 98%
Typical target value for series suppliers; deviations trigger tiered credits.

Parts per Million (PPM): < 500 PPM
Industry-dependent; in automotive, target values are often considerably stricter.

Availability (service): >= 99.5%
Common benchmark for IT and service contracts.

Service Credit cap: 5-20%
Typical cap on the deduction per measurement period.

Practical example

A medium-sized mechanical engineering company with several hundred active suppliers repeatedly
experienced production interruptions due to late delivery of critical parts, without the existing framework
contracts having tangible consequences. As part of a structured supplier segmentation and contracting
project, procurement introduced Service Credits for its A-suppliers and linked them to the existing
supplier rating model. Within one year, the number of critical deadline breaches fell significantly, without
any supplier relationships having to be terminated.

« Agreement of tiered Service Credits on delivery reliability and response time for expedited orders,
capped at 10 per cent of the monthly fee

« Automated monthly evaluation from the ERP system and transparent provision via a supplier portal

+ Linking the credit history to the supplier rating model and the QBR agendas

» Escalation path up to supplier migration in the event of repeated target misses in two consecutive
quarters

Conclusion

Service Credits are a proven instrument for giving economic weight to SLA commitments in industrial
procurement. Their value stands and falls with the quality of the agreement: precise metrics, robust data
sources, fair tiering and a clear settlement process. They replace neither active supplier management
nor claims and damage management, but reinforce both by making deviations visible and economically
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quantifiable. In combination with supplier evaluation, QBRs and systematic S2C processes, they
contribute considerably to more stable supplier relationships. Buyers are advised to use Service Credits
selectively for business-critical suppliers rather than across all relationships.

Frequently asked questions

What are Service Credits in an SLA?

Service Credits are contractually agreed credits or price reductions that fall due when a supplier fails to
meet the defined service levels of an SLA. They act as an automated incentive and sanction
mechanism. Commonly, tiered deductions are applied to the period fee, often with a cap of typically 5 to
20 per cent.

How high are typical Service Credits?

In practice, tiers often range from 1 to 2 per cent for minor deviations and up to 10 or 20 per cent for
serious breaches, with a cap per measurement period. The specific amount depends on the criticality of
the service, the supplier's market power and the negotiating situation. It is important that the sanction is
high enough to create incentives, but not so high that it destroys the price structure.

Is a Service Credit a contractual penalty?

Legally, they are typically a contractual adjustment of the fee rather than a contractual penalty, although
the distinction must be examined legally on a case-by-case basis. Service Credits compensate the
shortfall in performance on a lump-sum basis via the fee, whereas contractual penalties or Liquidated
Damages are intended to compensate damage. Both instruments can be combined.

Which KPIs are suitable for Service Credits?

Suitable KPIs are those the supplier can control themselves and which are business-critical for the
customer: delivery reliability (OTIF), availability, Parts per Million (PPM), response times or the
backorder rate. Process KPIs such as ECN processing times or portal response deadlines are also
possible. What is decisive is a measurement concept defined in the contract that both parties accept.

How are Service Credits settled?

They are commonly settled as a credit on the subsequent invoice, as a deduction at payment or as a
credit balance in the supplier portal. The contract should stipulate who carries out the evaluation, by
when credits must be claimed and how disputes are resolved. Many companies link the evaluation to
the Quarterly Business Review.

Do Service Credits replace claims for damages?

As arule, no, unless the contract expressly provides otherwise. Service Credits are a standalone pricing
mechanism for SLA deviations; for damage beyond that, such as a line stop, the general liability rules of
the contract apply. Contracts should clearly separate the two levels to avoid conflicts.
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