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A Study on Tendering and Contracting on the Basis of Mechanism Design Theory
for improving Efficiency and the Quality of Public Works in Japan

The total amount of construction investment in public sector in 1995 was 35.2
trillion yen. In 2007 it was reduced to 17.2 trillion yen. That brought a harsh
competition, even dumping among contractors in Japan.

PRI is thinking that there might be a relationship between the declining
tendency of bidding price in tenders of public works and deterioration of the quality of
public works. PRI researches the present system of tendering and contracting of public

works and the meaning of the quality of public works.

Volume 1 The quality of public works and the theory of mechanism design

The quality of public works can be defined as how much public owners are
satisfied with performance of works and specifications. As for securing the quality of
public works, public owners have some difficulties in the ability of inspectors and the
way to discover defects caused by the nature of contracts of public works. Though
contracting system in Japan had been useful for that purpose, now public owners are
facing problems owing to changes among contractors.

The mechanism design theory deals with contract problems under the
circumstances of asymmetric information. PRI makes a model analysis on the basis of
that theory. According to the result, it is clarified that 20% penalty of contract money
to poor performance is needed to maximize social benefit. Inspecting technical abilities
of contractors and monitoring how much contractors have made efforts could also be

essential for improving present situation.

111



Volume 2 Changes of contracting system on public works for securing the quality of

public works in recent years

a In the last decade, consecutive reform on contracting system in Japan has been
made to secure fairness and competitiveness.

b The percentage of competitive tendering has been growing and average bidding
rate towards estimated price by the ordering party has becoming less and less
for the last decade. Average ratio of contract price to MLIT’s estimated price in
2007 was less than 90%.

¢ There are some extremely low bidding price cases. MLIT is supposed to inspect
a bidder who bids lower than a predetermined price of each works. The number
of MLIT’s inspection in 2006 is more than twice of those in 2002.

d There are some works which are evaluated extraordinarily poor by public
owners. Most of them are extraordinarily low bid price.

e MLIT and other ordering parties are trying to secure the quality of public works
by doing anti-dumping actions.

f The ordering parties are making efforts at tendering and supervising public
works. Most ordering parties are now adopting “comprehensive evaluation
method” at the stage of tendering in order to consider both the price and the
quality.

The mechanism design theory could be effective for analyzing a relationship between
the quality of public works and bidding price. Further study should be done to improve

the public welfare.

Keywords: tendering and contracting system, competitive tendering, quality of pubic works,

mechanism design theory, comprehensive evaluation method
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