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     The construction industry encompasses a vast range of firms, from large companies with sales 

of over one trillion yen to very small local companies. Most of the large companies are so-called 

general contractors who directly contract with the ordering party for a set of civil engineering and 

building construction works and oversee the entire project. R&I applies its rating methodology for 

construction to the major contractors called super general contractors in Japan, and semi-major 

and middle-market general contractors. 

     In the construction industry, there are specialized contractors with a decent business scale 

other than general contractors. Since specialized contractors handle only specific types of work, 

such as equipment installation for electric power and telecommunications companies, their 

business risk differs from the risk affecting general contractors. Therefore, this rating methodology 

is not applied to such companies. R&I adopts a separate rating methodology for homebuilders who 

mainly provide detached houses. 

 

I. Evaluation of Business Risk 

1. View of industry risk 

     The construction industry primarily produces structures essential for economic activity. Their 

uses are diverse, and the market is relatively large. While there are many players, the industry's 

hierarchy has been established over the years and seldom fluctuates. The burden of recurring 

capital investment is light. Given Japan's declining birthrate and aging population, it is difficult to 

envisage growth in the domestic market, the main operating region of general contractors. 

Moreover, market volatility is comparatively high due partly to demand fluctuations caused by 

economic changes. Price competition tends to intensify during a period of falling demand, because 

there are few factors that can differentiate companies with similar business scale. 

     Based on the above considerations, R&I recognizes that the construction industry has a 

medium degree of risk. 
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(1) Market size, market growth potential and market volatility 

     Since general contractors mainly operate in Japan, R&I's analysis addresses the domestic 

market. The industry is dependent on domestic demand, but has a relatively large market, because 

it builds structures indispensable for economic activity. When factors such as Japan's declining 

birthrate and aging population and the fiscal difficulties of central and local governments are 

considered, the market will most likely contract over the long term and market growth is hard to 

foresee. 

     Market volatility is comparatively high, with public sector projects influenced by national 

policies and private sector projects by firms' investment appetite. That said, public sector projects 

are expected to continue to generate a certain level of demand, as they include a decent amount of 

investments in addressing aging facilities that were constructed during the period of high economic 

growth and responding to intensifying disasters. Private sector projects are diverse, encompassing 

office buildings, production, logistics and commercial facilities, and residential dwellings. 

Furthermore, some categories such as medical facilities and educational institutions are less 

susceptible to economic fluctuations. 

 

(2) Industry structure (competitive environment) 

     The competitive environment is somewhat intense. Depending on the scale of business (i.e., 

whether they are major companies, semi-major or middle-market companies), general contractors 

differ in experience, technical capability and ability to procure materials and labor, and this allows 

them to serve the needs of their respective customers. Even so, many players are present in every 

tier of the industry, with little progress made toward industry consolidation. There are few factors 

that can differentiate general contractors with similar business scale, and price competition 

frequently occurs even among major companies. When demand is declining, competition for orders 

is also found across the hierarchy, as exemplified by major companies' move to acquire projects of a 

scale and difficulty that would normally be handled by semi-major companies, for the purpose of 

maintaining a network of partner companies. 

     Meanwhile, supply-side constraints prevent competition from intensifying further. Skilled 

workers are decreasing and aging, and labor regulations are being tightened. Barriers to entry are 

relatively high because general contractors must have a network of diverse partner companies. 

 

(3) Customer continuity and stability 

     For public sector projects, competitive bidding takes place in principle, and such bidding has 
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also taken hold for private sector projects. Customer continuity is therefore not strong. In private 

sector projects, there are instances where a general contractor receives orders from the same 

company on a regular basis for reasons such as the knowhow it has accumulated on the customer's 

projects based on past transactions and the need for manufacturing confidentiality. 

 

(4) Capital and inventory investment cycles 

     For general contractors, the capital and inventory investment burden is comparatively light. 

Large equipment can often be procured through rental or made available by partner companies that 

own it. As regards specialized vessels required for offshore construction, there is little concern over 

recouping investment because once built such ships can be used for a long time. When large projects 

pile up, construction in progress and accounts due for completed work will balloon, making working 

capital higher. Because construction is an order-initiated industry, inventory does not become 

obsolete. There are cases, however, where extension of the construction period will worsen project 

profitability or increase credit risk, which warrants attention. 

 

(5) Protection, regulations and public aspects 

     There is no protection or regulation that significantly affects creditworthiness. 

 

(6) Cost structure 

     Construction is an order-initiated industry. Moreover, variable costs in the form of material 

costs and subcontract expenses account for a large proportion of total costs, as construction works 

are mostly subcontracted to partner companies. The cost structure is therefore relatively flexible, 

though subcontracts cannot be reduced substantially from the perspective of maintaining technical 

capabilities and the capacity to execute projects. 

     Because the contract amount is almost determined upon the receipt of orders, the profitability 

of individual projects is affected by fluctuations in the cost of materials, out-of-pocket rework and 

other factors that may arise until construction is completed. Business profitability depends on how 

well projects will be managed. 

 

2. View of individual firm risk 

     In contrast to industry risk, which highlights the standard risks of the industry of which the 

subject firms are a part, the business risk of each company will differ depending on the individual 

firm risk as explained below. 
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(1) Foundation for obtaining orders 

     R&I evaluates the strength of a company's foundation for obtaining orders by looking at its 

industry position, construction experience and capabilities, for example. Customers invest a decent 

amount of money in structures to be built, assuming that they will be basically used for a long 

period of time. When the ordering party chooses a general contractor, a track record of construction 

projects is critical. Abundant experience has a positive effect on order-taking activities, as it allows 

general contractors to accumulate know-how, reinforce relationships with leading subcontractors 

and enjoy economies of scale in procurement of materials. 

     Another important factor is whether a company has sufficient construction capabilities to 

capture demand stably and complete construction as planned. This has become more important 

than ever, because labor supply and demand is expected to remain tight given the aging of skilled 

workers and tightening labor regulations. The working environment surrounding skilled workers is 

harsh compared to other industries. In order to maintain construction capabilities, general 

contractors need to work together with partner companies to improve working conditions for steady 

hiring and build an efficient construction system. 

 

(2) Business portfolio 

     Earnings tend to swing widely because in a deteriorating operating environment, companies 

can easily slip into price competition due to difficulties in differentiation. A strong evaluation will 

result if a company has built a business portfolio that can mitigate earnings volatility even amid 

changes in the external environment. 

     Public sector projects, which represent a large proportion of civil engineering projects, are 

influenced by national policies, whereas private sector projects, which account for the bulk of 

building construction projects, are affected by companies' investment appetite. Even so, the 

structures produced will be used for various purposes. Regardless of civil engineering or building 

construction works, companies with strength in many types of structures can absorb the impact of a 

decline in orders from a specific industry. A solid customer base that includes large clients placing 

regular orders also contributes to the stabilization of earnings. 

 

(3) Technological capabilities 

     Improving technological capabilities is essential for maintaining competitiveness in obtaining 

orders. A company that has a wide variety of technical capabilities can enhance its proposal-based 

marketing and avoid price competition. When placing orders for public sector projects, customers 
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consider general contractors' ability to propose technical solutions in addition to price. 

     In the case of high-priced projects that have long-term appeal on the marketing front even 

after project completion, difficulty levels are generally high. Besides, it is always necessary to 

develop new construction methods that respond to the changing market, such as increasing demand 

for renewal-related projects and environmentally friendly structures. Considering the declining 

birthrate and aging population, developing and introducing labor saving technologies is also vital. 

 

(4) Risk management practices 

     Normally, the final profitability of a project will not be fixed until the completion of 

construction. There is a strong aspect of custom-made work for each construction site, and if a 

problem is found with the degree of proficiency in the type of work handled or advance preparation, 

a company must redo the work at its own expense. Since a large project has a long construction 

period, it is necessary to consider in advance various external changes that may occur until project 

completion, such as changes in material prices. The business will become more stable if a company 

has a framework that can identify these risks in the early stage of a project, reflect them in 

estimates and contracts, and control them after the start of construction so that profitability will 

not deteriorate. 

     A company's stance on real estate ownership and development, as well as a system for 

managing such activities, is another important factor for the assessment of its risk management 

practices. There are many opportunities for general contractors to be involved in real estate, as 

exemplified by the acquisition of real estate to obtain construction orders. Not a few companies 

embark on real estate development, seeing the business as a new growth opportunity. The real 

estate business that seeks to recoup investment in a short period of time is particularly susceptible 

to market fluctuations and tends to have large risk exposures. 

 

II. Evaluation of Financial Risk 

     In addition to quantitative factors in the form of financial data, R&I evaluates qualitative 

factors, such as a company's financial management policy and liquidity risk, in its analysis of 

financial risk. For the construction industry, R&I emphasizes the following financial indicators in 

view of the business characteristics. 
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(1) Earning capacity 

Operating margin 

     R&I emphasizes the ratio of operating income to sales, because total assets fluctuate 

depending on working capital and depreciation and amortization expense represents only a small 

proportion of total costs. The operating margin provides a quantitative underpinning for the added 

value of the construction works handled, the diversity of types of structures, construction efficiency 

and management capabilities. A high operating margin also serves as a buffer against deterioration 

in the operating environment caused by, for instance, intensified price competition and a rise in 

material and labor costs. 

     When assessing a company's earning capacity, it is essential to grasp earnings from building 

construction works and those from civil engineering works, which are the main components of sales 

and profits, and the order backlog that will be reflected in future earnings. Since the construction 

industry faces certain demand fluctuations, R&I examines a company's basic earning capacity that 

takes into account the effects of the business cycle and incorporates such earning capacity in its 

evaluation. 

 

(2) Scale and investment capacity 

Operating income, equity capital 

     A large construction project is worth tens of billions of yen or even 100 billion yen in some 

cases. When the operating environment deteriorates and cost control and process management do 

not go well, a sizable construction loss may occur. R&I focuses on operating income and equity 

capital to analyze a company's capacity to absorb such a loss. 

     The level of profits is considered to be a comprehensive indicator for a company's 

competitiveness, such as a position in the industry. A certain level of profits is required to fund 

improvement of the working environment, which is indispensable for maintaining the ability to 

execute construction projects. Equity capital is also important as a buffer for real estate investment. 

 

(3) Debt redemption period 

Net debt after deducting working capital to FFO ratio, net debt to EBITDA (earnings before interest, 

taxes, depreciation and amortization) ratio 

     Debt swings depending on the number of large projects, because a general contractor uses 

most of its debt for working capital. R&I therefore evaluates the debt redemption period by dividing 

net debt after deducting working capital by operating cash flow excluding changes in working 
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capital (FFO: Funds from Operations). Since recovery of working capital could become difficult, 

however, R&I also looks at the balance with net debt from which working capital is not deducted. 

 

(4) Financial profile 

Equity ratio, net D/E ratio (ratio of net debt to equity capital) 

     Profitability easily fluctuates with changes in the order environment, and there is a risk of 

engaging in unprofitable projects. In addition, companies hold a large amount of assets that present 

comparatively high price fluctuation risk, such as real estate and cross-holding shares. The equity 

ratio is important to measure financial resilience to earnings deterioration in the core business or a 

decline in asset value. R&I also examines the net D/E ratio to grasp financial leverage. 

 

III. Rating for Construction Industry 

 

 

* This report replaces all previous versions that have been released to date. 

Importance Indicator Importance
Foundation for obtaining orders ◎ Earning capacity Operating margin ○
Business portfolio ◎ Operating income ◎
Technological capabilities 〇 Equity capital ◎
Risk management practices ◎ Net debt after deducting working

capital to FFO ratio
Net debt to EBITDA ratio ○

Financial profile Equity ratio ◎

Net D/E ratio ○

Note) Importance is indicated by ◎: extremely important, ○: important, or △: relatively important.

Industry Risk: Medium

Issuer Rating

Individual Firm Risk Financial Risk

○
Debt redemption
period

Scale and
investment capacity

The Rating Determination Policy and the Rating Methodologies R&I uses in connection with evaluation of creditworthiness (collectively, the 
"Rating Determination Policy and Methodologies") are R&I's opinions prepared based on R&I's own analysis and research, and R&I makes no 
representation or warranty, express or implied, as to the accuracy, timeliness, adequacy, completeness, merchantability, fitness for any particular 
purpose, or any other matter with respect to the Rating Determination Policy and Methodologies.  Further, disclosure of the Rating 
Determination Policy and Methodologies by R&I does not constitute any form of advice regarding investment decisions or financial matters or 
comment on the suitability of any investment for any party.  R&I is not liable in any way for any damage arising in respect of a user or other 
third party in relation to the content or the use of the Rating Determination Policy and Methodologies, regardless of the reason for the claim, and 
irrespective of negligence or fault of R&I.  All rights and interests (including patent rights, copyrights, other intellectual property rights, and 
know-how) regarding the Rating Determination Policy and Methodologies belong to R&I.  Use of the Rating Determination Policy and 
Methodologies, in whole or in part, for purposes beyond personal use (including reproducing, amending, sending, distributing, transferring, 
lending, translating, or adapting the information), and storing the Rating Determination Policy and Methodologies for subsequent use, is 
prohibited without R&I's prior written permission. 
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