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Abstract 

Construction industry particularly the field of cost estimation is greatly impacted by inflation. Material 

costs are rising, supply chain disruptions increase, and labor expenses are growing with this making it 

increasingly risky to contract that budgets overruns will not occur. In particular, the inflation surge of 2021 

to 2023 generated extreme price volatility with key materials like steel, concrete, and lumber, while 

making it difficult to estimate project costs accurately. This paper analyzes several methods used to 

compensate for the ill effects of inflation, such as early procurement, bulk buying, flexible budgeting, and 

the inclusion of escalation clauses in contracts. It also emphasizes the importance of creating and nurturing 

good supplier relationships and utilizing AI-driven predictive analytics that help identify market trends 

early enough so that by the time your company reacts to them, the financial impact of the price fluctuation 

has been minimized. Together they offer a construct for dealing with inflation risks and cost estimations 

in construction projects. 
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Introduction 

Inflation tends to have a particularly harsh effect on the construction industry, leading to rapid material 

costs rises and swaths of chaos to project budgets. The reason behind this vulnerability is that construction 

projects are very much long drawn out, so the prices of these vital materials can go up and down very 

dramatically by the time you start work. Steel, lumber and concrete prices are subject to volatility from 

2021 through 2023 as global inflation turns prices for these key construction materials upside down. For 

example, steel prices have increased more than 100% in some regions this period due to supply chain 

disruptions, squeezed supply, and higher costs to manufacture. Lumber prices shot up for the same reasons 

— pandemic shortages and a surge in demand for housing — then dipped then spiked again. Less volatile 

than steel and lumber, concrete experiences price escalations due to rising energy costs and supply chain 

problems, as well[1]. 

Since these price fluctuations are becoming increasingly hard to predict, they become a difficult problem 

for construction professionals to provide accurate cost estimates for projects. These conditions have led 

to less reliable traditional estimation methods that depend on historical data. The other pressure to continue 

to bid competitively but also survive financially intensifies already existing risk of budget overruns due 

to the utterly unpredictable nature of material costs. In addition, these cost escalations can create project 
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delays as contractors and clients negotiate the deal with these increased expenses and sometimes have to 

negotiate project scope reduction or sourcing alternative materials. These factors cumulatively increase 

uncertainty both for the industry as a whole and contractors and project managers alike, and together they 

force the industry to adopt more dynamic budgeting strategies. 

This paper focuses on the influence of inflation on construction cost estimation and practical approaches 

of contractors and project managers to resolve inflation risk. The aim highlights that budgeting and 

procurement processes need to be flexible to absorb cost escalations, and importantly, that communication 

with clients needs to be proactive regarding price escalations. The paper further conveys risk management 

techniques, including the inclusion of price escalation clauses in contracts, employing just in time 

procurement, and diversifying from one source for material. Following such strategies, construction 

professionals can not only control their budgets, but also escape the perils of inflationary pressures and 

realize predictable project outcomes even in an unstable economy. It is meant to create an environment 

that can allow construction professionals to better manage their budgets and get their projects to finish on 

time in the presence of these inflationary issues. 

Inflation’s Impact on Material Costs 

Rising Material Prices 

The cost of raw materials, which are critical elements in any type of construction project, is directly, and 

not infrequently deeply, affected by inflation. Commodities, such as steel, lumber and concrete, are 

employed on which construction depends and they are highly subject to inflationary pressures. Prices for 

these key materials have shot through the roof over the past few years — both owing to inflation and 

supply chain disruptions. As an example, the price of steel skyrocketed by 50% in 2021 alone, then 

following the opening of national economies after the pandemic lockdowns, the demand increased by the 

same ammount, accentuated by global shortage in supply, as well as by the rising energy prices [2]. But 

that sharp increase in steel prices also hit other products that construction depends on, like rebar, beams 

and cladding, which made it difficult for contractors to keep prices in check. 

 

 
Figure 1: Price inflation trends in U.S. construction materials over one and two years, highlighting 

significant increases in costs for iron, steel, and lumber products compared to other materials. 
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Much like lumber, the price of lumber reached record levels in 2022 after a long period of volatility that 

began in 2020. The factors driving lumber prices to more than quadruple their peak include pandemic 

induced disruptions, increased demand for home building and renovations, and ongoing sawmill labor 

shortages. And that's when these price hikes started causing problems with contractors who rely on stable 

material costs to give them accurate estimates. In some situations contractors were forced to choose 

between absorbing these costs or adding them to clients initially being an unresolved disputes [3]. 

In addition, material price fluctuations are not simply a result of domestic factors. The interplay of global 

demand, production costs together with geopolitical tensions plays an important role in their behavior. In 

the U.S. – China trade war trade tariffs and sanctions can disrupt the flow of materials, for example, since 

the cost and availability of construction grade aluminum and steel were impacted. As a result of these 

uncertainties, construction estimators are forced to create project budgets assuming the sudden hike could 

occur. Some contractors, however, are beginning to start measuring these risks, and have begun to write 

price escalation clauses into their contracts to protect them if material prices rise beyond expectations over 

the life of a project. 

 

Transportation and Labor Costs 

The cost of raw materials, which are critical elements in any type of construction project, is directly, and 

not infrequently deeply, affected by inflation. Commodities, such as steel, lumber and concrete, are 

employed on which construction depends and they are highly subject to inflationary pressures. Prices for 

these key materials have shot through the roof over the past few years — both owing to inflation and 

supply chain disruptions. As an example, the price of steel skyrocketed by 50% in 2021 alone, then 

following the opening of national economies after the pandemic lockdowns, the demand increased by the 

same ammount, accentuated by global shortage in supply, as well as by the rising energy prices [2]. But 

that sharp increase in steel prices also hit other products that construction depends on, like rebar, beams 

and cladding, which made it difficult for contractors to keep prices in check. 

Much like lumber, the price of lumber reached record levels in 2022 after a long period of volatility that 

began in 2020. The factors driving lumber prices to more than quadruple their peak include pandemic 

induced disruptions, increased demand for home building and renovations, and ongoing sawmill labor 

shortages. And that's when these price hikes started causing problems with contractors who rely on stable 

material costs to give them accurate estimates. In some situations contractors were forced to choose 

between absorbing these costs or adding them to clients initially being an unresolved disputes [3]. 

In addition, material price fluctuations are not simply a result of domestic factors. The interplay of global 

demand, production costs together with geopolitical tensions plays an important role in their behavior. In 

the U.S. – China trade war trade tariffs and sanctions can disrupt the flow of materials, for example, since 

the cost and availability of construction grade aluminum and steel were impacted. As a result of these 

uncertainties, construction estimators are forced to create project budgets assuming the sudden hike could 

occur. Some contractors, however, are beginning to start measuring these risks, and have begun to write 

price escalation clauses into their contracts to protect them if material prices rise beyond expectations over 

the life of a project. 

 

Strategies to Mitigate Inflation Risks 

Early Procurement and Bulk Purchasing 

Early procurement is one of the most effective ways for reducing the effects of inflation in the construction  
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industry because it lets the contractors lock in material prices before the prices will go up even further. 

Securing materials at the beginning of the project timeline helps avoid paying the higher price as inflation 

drives up costs and in many cases purchasing materials in bulk does in fact help amplify savings. Not only 

does this methodology also stabilize project costs but also alleviates the uncertainty in the budget given 

the volatile prices of crucial construction materials like steel, lumber, and concrete. For instance, with the 

steel price surge of 2021, many contractors that adopted early procurement strategies avoided the much 

harder to suffer price increases north of 30% that occurred sometime during the year. In the process, these 

contractors managed to insulate themselves from the worst effects of inflation as well as market volatility 

[6]. 

But early procurement needs careful planning to make sure bought in materials can be kept safe & 

efficiently but without renting warehouses & paying for loss in spoilage. One looming risk of pre-

purchasing material early is that contractors will use the resource before it was envisioned to be used, 

leading to project delays or changes that adversely affect a pre-purchase. Therefore, contractors need to 

get favorable terms with suppliers, negotiating for bulk discounts, extended payment periods, etc., in order 

to achieve maximum cost saving. Strategic timing when combined with effective supplier management 

will substantially amplify the rewards from this approach. 

Escalation Clauses in Contracts 

Another key technique for controlling inflation risk in long term construction project contracts is to 

incorporate escalation clauses into those contracts. Escalation clauses allow for adjustments in price when 

material costs have increased (and for decreases when the costs have gone down), and these can be most 

useful when inflationary pressures increase during the course of a project. These clauses support the 

resolution of the financial burden of cost hovering costs in rising materials through sharing of the increase 

cost burden between the contractor and the project owner which in turn reduce the risk of over budget and 

financial load on the contractor [7]. 

Escalation clauses, which proved to be an essential tool for cushioning the impact of inflation risk in the 

face of price volatility in markets such as those between 2021 and 2023, are frequently used in markets 

with high volatility. Incorporating these provisions into contracts allow the contractor to guard against 

unexpected increases in price of basic materials, such as steel, concrete and lumber, and to ensure fairness 

and transparency for the project owner. Contractors may also wish to specify the material costs affected 

by adjustments of the escalation clause and indices or benchmarks to be used in the calculation of price 

change. This clarity avoids dispute and alignment between the project team and all the players it intercedes 

with respect to how to handle material price increases over the project lifecycle. 

Flexible Budgeting 

With so many things costing more in an inflationary environment, flexibility in construction budgeting is 

crucial; the rising costs of materials, labor and transportation will all affect a project and you need to 

account for it. When inflation spurs a sudden surge and a rigid budget is applied, it may become 

unworkable quickly, causing expensive delays and even project failure. In response, project managers 

seem to opt for more flexible budgeting approaches that can adapt to real time changes in market 

conditions. Contingency funds found within a project budget are one of the most used methods to cover 

unexpected price increases and avoid financial strain [8]. 

Contingency funds provide financial breathing space to contractors and project managers to handle 

inflationary challenges without the need for more expensive redesign and renegotiation of the project. 

Industry experts say, many construction firms are now including larger contingencies in their budgets, in 
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anticipation of inflation uncertainties. It's these contingencies (usually 10 – 15 percent of the total project 

budget), which insures financial viability even when material, labor, or transportation costs exceed initial 

estimates [9]. Besides contingencies, flexible budgeting encompasses monitoring of market trends to make 

changes to project scope or the procurement plans as and when required. It’s easy to adopt these practices 

because by doing so, project managers will have a better grip on controlling costs and avoiding budget 

overruns. 

Supplier Relationships and Strategic Partnerships 

Controlling inflationary pressures needs us to build strong and long term relationship with suppliers. 

Contractors are in a stronger position to monitor their suppliers to see when upcoming price increases or 

supply chain disruptions are headed their way, and able to adjust their procurement strategies accordingly 

before costs rise. These relationships allow contractors to gain more favorable Contract Terms such as 

fixed pricing agreements or deferred payments, which can reduce significantly the risks associated with 

inflation driven increases in costs [10]. 

Moreover, contractors with good supplier relationships also often obtain market intelligence, which can 

be used for decision making that can put them in a better position. For example, suppliers may provide 

information that will enable contractors to anticipate upcoming trends in material availability, or 

geopolitical factors that could influence price behaviour, among other things, and take proactive measures, 

like revising procurement schedules and sourcing substitute material. Collaborative solutions created as 

the result of strategic partnerships include group purchasing arrangements, where several companies 

united into one pool to purchase materials. In this way contracts can take advantage of economies of scale 

and secure a lower price than they might pay as an individual, and can reduce the effects of inflation on 

project costs [11]. 

This is especially helpful at times of high inflation since it lets contractors buy goods through group 

purchases which spread inflation risk to multiple parties and leads to better pricing. Strong relationships 

with suppliers, and consideration of collaborative procurement strategies can offer a great opportunity for 

contractors to manage inflationary risks and keep the project in a profitable state of affairs in an uncertain 

economic environment. 

 

The Role of Predictive Analytics 

AI driven predictive analytics has become a fast emerging means of dealing with the impact of inflation 

on construction cost estimation. Accuracy in material price trend forecast is invaluable given the level of 

cost volatility in an industry where project timelines and profitability are subject to significant impacts. 

Using both historical data and real time market information, predictive analytics predicts the future cost 

trajectories and utilizes them to generate insights about what the future materials purchases should look 

like, and how budget should react dynamically to changing economic circumstances. For example by 

analyzing patterns in the pricing of key materials like steel, concrete, and lumber, predictive models can 

forecast price movements to help contractors decide whether to procure materials early in anticipation of 

price hikes, or delay purchases if price drop is anticipated [12]. 
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Figure 2: The Importance of Data Analytics for Construction: Highlighting how data helps track 

and analyze volumes, identify bottlenecks, and optimize processes to enhance project outcomes 

 

Predictive analytics tools can provide not just forecasts of material prices but of other trends in the supply 

chain, such as potential vulnerabilities. These tools continuously monitor supply chain performance to 

pick up early warning signals for disruptions, like delays in shipping, factory shut downs or geopolitical 

unrest that could result in rising prices, or shortages in crucial raw materials. For example, when predictive 

analytics reflect a slowdown in the manufacture of cement because of a labor strike that disrupts a key 

production plant, contractors may take proactive steps, like securing alternative suppliers or purchasing 

materials in advance, neither of which would be desirable under the short-term inflation spike driven 

inflationary surge in material prices [13]. 

In a post pandemic world where the supply chain has become more unpredictable and disrupted these 

capabilities are even more important. This isn’t just about increasing the accuracy of cost estimates, it’s 

also about improving how we manage risk and plan projects. The inclusion of predictive tools in the 

processes for constructing a budget can allow construction firms to foresee inflationary pressure that will 

impact project timelines before the effects are realized and correct accordingly to mitigate the fallout from 

greater variance, thereby enhancing financial performance. 

Additionally, the accuracy and usefulness of AI driven predictive analytics tools in the construction 

industry, including the development of predictive analytics tools, will increase over time. As machine 

learning algorithms continue to advance, and we have greater access to larger datasets, these tools will 

become even more proficient at not only recognizing complex market patterns, but at spotting 

opportunities for cost savings. It’s an evolution regarding construction management into a more data 

driven sort of approach, helping contractors stay ahead of escalating patterns in the market and augmenting 

their overall competitiveness in today’s economy. 

 

Conclusion 

Construction cost estimation also has severe inflation challenges, which include the volatility of the price 

of material, transportation cost, labor cost. This results in highlighting these fluctuations that make 
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schedules and budgets increasingly unpredictable for contractors, developers, and project managers. 

Despite this, construction firms can substantially reduce the financial risk of inflation if they adopt a range 

of proactive strategies, including early procurement, stockpiling, flexible budgeting, including escalation 

clauses in contracts, as well as leveraging AI enabled predictive analytics. Growing demand involves early 

procurement and bulk purchasing when prices are low, as yet unknown costs are still guaranteed,); flexible 

budgeting and escalate clauses provide the necessary cushions to avert problems arising from the unknown 

unknowns. 

Predictive analytics specifically is a forward thinking solution, providing future trends related to the 

market as well as any potential disruption to the supply chain. This provides construction professionals 

with the ability to make data driven decisions about procurement strategies and cost estimation. With 

inflationary pressures weighing heavily on the global economy, contractors and project managers need to 

stay both vigilant and flexible as market conditions change, and risks are adapted to minimize them. 

Through application of these strategic steps, the construction industry would be able to deal with the 

challenges associated with inflation to the extent of eliminating the risk of budget overrun and project 

delay. Eventually, these approaches are not only better for financial stability but also better prepare the 

industry to withstand the continued economic uncertainties. By virtue of foresight, adaptability, and 

innovation, construction professionals can survive the inflationary roller coaster and still deliver 

successful projects. 
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