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Part 1

Japan’s long-standing reliance on lump-sum (fixed-price) contracts is now being tested
amidst labour shortages and inflation caused by a declining population. This trend is not
limited to domestic projects—overseas construction projects in Europe and the U.S. are
also undergoing experimentation with new contracting models. At Systech International, a
UK-based consultancy specialising in contract management, scheduling, and dispute
resolution for the construction industry, Shingo Ohno leads a team supporting Japanese
construction firms on overseas projects. Their work includes change and claims
management, additional cost negotiations, and delay analysis—all aimed at reducing risk
and maximising profits. Drawing from his experience, Ohno contributes insights in this
series.

Recent global instability—including wars in Ukraine and the Middle East, inflation, and
currency fluctuations—has left many contractors and subcontractors burdened with
unprofitable projects. Consequently, they are submitting inflated bids or outright rejecting
lump-sum contracts, leading to project failures.

Lump-sum contracts thrived during the global economic expansion and low-interest era
since the 1990s. However, the COVID-19 pandemic disrupted the global economy, and the
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construction sector was no exception. Though the WHO declared the pandemic over in
May 2023, inflation and financial instability persist. In this environment, some overseas
contractors are now rejecting high-risk lump-sum contracts.

This article reconsiders the nature of lump-sum contracts and introduces alternative
models such as remeasurement contracts, cost-plus contracts, and alliance contracts.

Lump-Sum Contracts (Fixed-Price Contracts)

Lump-sum contracts, also known as fixed-price contracts, are among the most widely
used construction contract models globally. Contractors quote a fixed price that factors in
risk and sign a contract with the client. This model centralises responsibility for time, cost,
and quality on the contractor, offering clients low risk and minimal involvement.

Historically, the concept of construction contracts dates back over 1,000 years, but lump-
sum contracts only became widespread around 200 years ago during large-scale military
works in the Napoleonic Wars. In Japan, the model became standard when the Civil Code
was established during the Meiji era.

Two conditions are essential for a successful lump-sum contract:

1. Accurate cost estimation of labour and materials needed for project completion,
which requires stable supply and pricing.

2. Access to working capital by the contractor. Even with high profit margins, poor
payment terms can lead to negative cash flow and bankruptcy risk during the
project.

Before modern financial systems, it was difficult to secure working capital, so lump-sum
contracts were limited to simple, small-scale projects. But as financing evolved in the
19th-20th centuries, this model expanded to large, complex projects.

Next: exploring alternatives to the now dysfunctional lump-sum model.

Part 2

Due to economic uncertainty, estimating costs and securing financing has become
difficult, rendering lump-sum contracts ineffective. This has led some clients and
contractors to adopt alternative approaches.
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Before lump-sum contracts became mainstream in the 19th century, remeasurement
contracts were the standard and are still widely used today, including in JICA's yen loan
projects.

Remeasurement Contracts (Unit Price Contracts)

In this model, unit prices are agreed upon in advance, and payment is based on actual
quantities performed. The client bears the quantity variation risk, easing pricing risk on
contractors.

This model benefits clients, especially in projects where designs aren’t finalised or
guantities fluctuate. For example, excavation work in civil engineering projects can be
unpredictable due to unknown subsurface conditions.

In a lump-sum contract, quantity risks are priced into the contractor’s bid, inflating costs.
In contrast, remeasurement contracts allow clients to shoulder this risk, resulting in lower
project costs and greater transparency.

However, remeasurement contracts have downsides:
e Final project cost remains uncertain until completion.
e Quantity and scope disputes are common, leading to conflict.

As a result, third-party-financed projects tend to avoid this model. In the UK (2022), only
4% of construction projects used remeasurement contracts, while lump-sum contracts
dominated at 77%. While remeasurement contracts reduce contractor risk, they shift it to
clients, creating dilemmas that can prevent projects from moving forward.

Cost-Plus Fee Contracts

Though more common overseas, cost-plus contracts are still unfamiliar in Japan, aside
from limited use in post-2011 earthquake reconstruction. In this model, contractors are
reimbursed for actual costs plus overhead and profit.

There are various models under the cost-plus umbrella, each with different risk-sharing
mechanisms, but they all share the core concept of reimbursing actual costs. Practical
challenges of this model will be discussed next.
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Part 3

The core issue across traditional models is: “Who bears the pricing risk?” Construction
requires large upfront investments, and no party wants to bear this risk alone.

A comparative diagram (in original document) shows how risk is distributed differently
between clients and contractors across contract types. Each model comes with its own
set of operational challenges.

Client's Management Burden

Cost-plus contracts require an open-book approach, where clients must review all cost
details and oversee project progress to ensure quality and productivity. This increases the
size of client-side project teams.

In the UK, this method has proven effective in small- to mid-size projects, especially under
NEC Option E. However, in large-scale projects, administrative burdens can delay
approvals, leading to project delays and disputes.

Capping Project Costs

A major issue in cost-plus models is the potential for unlimited project costs. To address
this, models like Guaranteed Maximum Price (GMP) and Target Price Contracts have
been developed.

e« GMP Contracts: A hybrid between lump-sum and cost-plus. Contractors are
reimbursed actual costs plus fees, but must guarantee a maximum price. If
exceeded, the contractor covers the excess. This reassures clients and helps
contractors manage cash flow. A common form is AIAA102-2017.

« Target Price Contracts: Both parties agree on a target cost (including contingency).
Profits or losses are shared based on actual costs, incentivising collaboration and
cost control. Known as “Pain & Gain Share” contracts, one example is NEC Option
C. Australia’s state governments also use incentive-based target price models.

However, in competitive bidding, target price contracts can encourage underbidding,
resulting in budget shortfalls. This issue has led to the development of the alliance
contract model, discussed next.
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Part 4

Alliance contracts build on target price models, but go further in addressing structural
issues. Their three core principles are:

1. Open Book: All direct costs are reimbursed, overhead and profit are paid as a fee,
and cost savings or overruns are shared.

2. No Blame, No Dispute: Parties agree not to pursue blame or disputes, exceptin
extreme cases.

3. Unanimous Decision-Making: Almost all decisions must be agreed upon by all
alliance members, fostering collaboration and avoiding legal battles.

Alliance contracts originated in the UK, but have flourished in Australia, where hundreds
of infrastructure projects use them. Federal and state governments actively promote their
use in public projects.

Notable standard forms include:

e FAC-1 (Framework Alliance Contract) and TAC-1 (Term Alliance Contract) —
developed in the UK in 2016-2017.

o NEC4 ALC (Alliance Contract) — introduced in 2018; adoption is still emerging.
e National Alliance Contracting Guidelines in Australia are essential in practice.

As lump-sum contracts face growing challenges, the success of alliance contracts could
spark a paradigm shift in the construction industry.

Conclusion

This series has explored alternatives to the traditional lump-sum contract in addressing
pricing risk. While no single model is perfect, choosing the most suitable one for each
situation is vital.

Japan’s 2024 amendments to the Construction Business Act and Bidding and Contracting
Act—phased in through 2025—focus on three key reforms:

e Improving construction workers’ conditions
e Preventing material price inflation from impacting labour costs

o Work-style reforms and productivity improvements
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These reforms partially incorporate cost-plus elements to better balance risk between
clients and contractors (and ultimately, workers). Significantly, these apply not just to

public works but also to private-sector projects. This may pave the way for greater
acceptance of alternative contract models in Japan.
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