Market Outlook Construction Forum Summary

as of November 8, 2022

Presenters
— Blair Tennant, Principal, Vermeulens
— Richard Vermeulen, Senior Principal, Lead Economist, Vermeulens

Fiscal Watch, Vermeulens

—federal transfers lowered GDP growth by 3.1 percentage points

—a rise of 1.2 percentage points in federal and state tax collections

—a decline of 0.6 percentage points in Federal Impact Measures by federal, state, and local purchases

—fiscal policy reduced U.S. GDP growth by 4.9 percentage points at an annual rate in the second quarter of 2022

— GDP fell at an annual rate of 0.6% in the second quarter, according to the government'’s latest estimate

—the FIM turned negative in the second quarter of 2021 as fiscal support waned, and is expected to remain negative through
the second quarter of 2024

—the Congressional Budget Office’s most recent projections show the cumulative deficit from 2021 through 2030 totals nearly
$13 trillion

—over the long term, interest rates are projected to rise further, and the amount of debt issued is projected to grow, causing
net outlays for interest to increase to about 8 percent of GDP by 2050

—the Infrastructure Act and Inflation Reduction Act will add about $120B (0.5% of GDP) annually to various discretionary non-
defense budgets

—the Infrastructure Act and Inflation Reduction Act could contribute to a 2.3% total increase to annual construction put in place
over the next 8 to 10 years in predominantly non-residential and infrastructure

Market Update, Vermeulens

—long term average of PCE inflation is 1.7% whereas long term average for construction inflation is 3.6%

—unemployment rates are at their lowest and there has been an addition of 500k new jobs per month in 2021 to 2022

— S&P index indicates a 350% increase in commodities but currently experiencing a 22% decline

—rresidential construction has increased by 54% while nonresidential construction has increased by 9% since pre-pandemic

—rincrease of interest rates will slow down residential construction market

—nonresidential spending has experienced an increase in the last 2 years

—architectural billings will continue to increase in the next 12-18 months

—construction cost increase has been approximately 15-25% depending on the type and location of project

—5% inflation for this year and the FED is targeting an additional 2% by the end of this year, historically construction inflation
tends to be double

— historically after experiencing peak prices in construction costs, after 4-5 quarters the curve tends to flatten

—Vermeulens predicts that the second or third quarter of 2023 is when the construction costs will begin to plateau

—»recommended to apply a 4-6% escalation for next year and developing add alternates to future projects

Round Table Q&A Discussion on the State of the Market

— bidding contingency is additional to the escalation applied

—to attract additional builders, it is important to evaluate the qualifying criteria and understand risks of all parties
—lack of supply in the market has caused an increase in prices

— stagflation not to be an issue as supply chain issues begin to resolve

—design fees are subjective and dependent on construction with varying fees
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‘ Logistics

— interim questions and comments via chat
— slide deck, recording, summary notes; available on website

—» 2023 forums will follow Quarter end. 2022 Q4 will be Feb 3, 2023
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‘ Agenda

—» Fiscal Watch — Infrastructure and Inflation Act

— Vermeulens Market Update

—» Round Table Discussion
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Fiscal Watch

Understanding Fiscal Measures ana

the Impact of the Inflation and
Infrastructure Acts on Construction
Volume



Presenter Notes
Presentation Notes
Thanks Blair.
Let’s try to get a sense of the magnitude of these spending initiatives.
Fiscal measures have played a significant role through the pandemic cycle. 
With talk of recession looming, it is timely to look at the interplay of growth, fiscal, and monetary measures taken over the past 30 months.



Transfers Dominate

THE FEDERAL
BUDGET IN

FISCAL YEAR i
2021 g

axes

Other
Other revenues include excise taxes, estate and gift

taxes, custom duties, remittances from the Federal
Reserve, and miscellaneous fees and fines.

Payroll Taxes fund social
Insurance programs, primarily
Social Security and Medicare’s
Hospital Insurance program

$1.1 Trillion
4.8% of GDP

$4.8 Trillion .
Mandatory ,1"¢y of Gop Social
Security
N $1.6 Trillion $1.1Trillion
10/
Discretionary 73% of GDP 5.0% of GDP
$352 Billion
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Nondefense outlays pays for many
programs related to health, transportation, Recovery
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Assistance, and other activities and Other
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Tax Credits
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Medicare outlays
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include federal civil g Medicare
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Military retirement benefits, some veterans’ 5639 Billion
Benefits, the Supplemental Nutrition Assistance 3.1% of GDP
Program, and other mandatory programs, minus
Income from offsetting receipts.
Medicaid
$521 Billion
2.3% of GDP
Unemployment
Compensation
$290 Billion $392 Billio
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Presenter Notes
Presentation Notes
Federal spending is predominantly income transfer mandates. With Defense spending, over 25% of GDP is stable.
It would be better to say that the term spending only applies to discretionary outlays.
Non-defense discretionary spending of $900B (4% of GDP) is about equal to half the size of annual construction put in place.


Short Fiscal Boost — Long Fiscal Drag

M Fiscal policy impact on GDP (4-quarter moving average) M Forecast

B%pts

2000 ‘02 ‘04 '06 ‘08 10 12 14 16 18

Source: Hutchins Center on Fiscal and Monetary Policy, Brookings Institution
Mote: Figures include budgets of federal, state and local governments.
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Presenter Notes
Presentation Notes
The size of these transfers, plus increases such as Unemployment and Paycheck Protection transfers are known as Fiscal Impact Measures.
Fiscal boost and drag have been significant through the pandemic cycle. Again, headline Gross Domestic Product includes fiscal measures, getting a boost through 5 quarters of the pandemic, and now a drag.
Federal transfers alone lowered growth by 3.1 percentage points. A rise in federal and state tax collections and declines in real federal, state, and local purchases further contributed to the decline in the FIM, lowering GDP growth by 1.2 and 0.6 percentage points, respectively.�Fiscal policy reduced U.S. GDP growth by 4.9 percentage points at an annual rate in the second quarter of 2022. GDP fell at an annual rate of 0.6% in the second quarter, according to the government’s latest estimate.�The FIM turned negative in the second quarter of 2021 as fiscal support waned, and is expected to remain negative through the second quarter of 2024.


Savings Have Nowhere to Go
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Presenter Notes
Presentation Notes
Reduced spending accompanied the pandemic through shut-downs of entire sectors of the economy. Savings increased through this period.
Now, the buildup of personal savings combined with negative real interest rates and short supply has caused the burst in inflation.
A similar effect was seen in asset prices.



Deficits — A Misnomer with Purpose
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Presenter Notes
Presentation Notes
Deficits are really a code word for money creation. When the central bank buys a bond they create savings in federal accounts, also known as National Debt.
After increasing rapidly with the pandemic, total deficits are now decreasing over the short term and stabilizing over the medium term. 
The Congressional Budget Office’s most recent projections show the cumulative deficit from 2021 through 2030 totals nearly $13 trillion. Borrowing to finance that deficit—at a time when interest rates are expected to rise—would cause net interest payments as a percentage of GDP to increase over that period, from 1.4 percent to 2.2 percent, which is generally in line with the 50-year average of 2.0 percent. 
Let’s ignore the explosion of net interest payments after 2030 for now. Long term projections always portray fiscal doom through straight line projections that never happen. See *Fiscal Doom
Over the long term, interest rates are projected to rise further, and the amount of debt issued is projected to grow, causing net outlays for interest to increase to about 8 percent of GDP by 2050.


Federal Discretionary Flows

Other includes outlays for
natural resources and the
environment, general science,
space, and technology, general
government; agriculture,
Administrative costs of Medicare
and Social Security , energy and
commerce and housing credit
programs.

Billion

Other includes outlays to

Department of Defense (DoD) military
construction and family housing
projects, Department of Energy (DOE)
atomic energy activities by agencies
other than DoD and DOE
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Presenter Notes
Presentation Notes
The Infrastructure Act and Inflation Reduction Act will add about $120B (0.5% of GDP) annually to various discretionary non-defense budgets.


What's in the Inflation Reduction Act?

Policy Cost (-) / Savings (2022-2031)  Policy Cost (-) / Savings (2022-2031)
Energy and Climate Heath Savings
-$386 billion $322 billion
Clean Electricity Tax Credits -$161billion  Repeal Trump-Era Drug Rebate Rule $122 billion
Air Pollution, Hazardous Materials, Transportation & Infrastructure -$40 billion Drug Price Inflation Cap $101 billion
Individual Clean Energy Incentives -$37 billion Negotiation Certain Drug Prices $99 billion
Clean Manufacturing Tax Credits -$37 billion
Clean Fuel and Vehicle Tax Credits -$36 billion
Conservation, Rural Development, Forestry -$35 billion Revenue
Building Efficiency, Electrification, Transmission, Industrial, DOE Grants & Loans -$27 billion $468 billion (estimated)
Other Energy and Climate Spending -$14 billion 15 Percent Corporate Minimum Tax $313 billion
Health Care IRS Tax Enforcement Funding $124 billion
-$98 billion
Closure of Carried Interest Loophole $13 billion
Extension of Expanded ACA Subsidies (three years) -$64 billion
Part D Re-Design, LIS Subsidies, Vaccine Coverage -$34 billion Methane Fee, Superfund Fee, Other Revenue $18 billion

Total, Spending and Tax Breaks Total, Savings and Revenue

-$485 billion -$790 billion
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Presenter Notes
Presentation Notes
The Inflation Act contributes to fiscal drag due to deficit reduction of $30B annually (0.13% of GDP).
It also intends to reduce prices directly through subsidies and price caps.
While the act is negative overall, about $500B will redirect into new spending categories.
Funds will re-direct into construction, possibly per below;
50B/year x 30% into construction x 75% de-escalation over 10 years x 70% into hard construction = 10B current construction $ volume



New Spending in Infrastructure and Jobs Act $550B

Infrastructure
£207B

Port Infrastructure & Waterways $17B

Airport Infrastructure

Water Infrastructure
$55B

Roads & Bridges
%110B

0% 10% 20%

IT & Cyber
$115B

Resilience
Infrastructure
550B

Broadband
$65B

Transit
$113B

Public Transit
$39B

Rail
%668

Energy
& Climate Other
$86B $30B

Environmental
Remediation
$21B

Clean
Energy
Transmission
& Grid

$65B

Source: White House Facts Sheet
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Presenter Notes
Presentation Notes
Similarly, new spending categories are created by the Infrastructure Act, $550B.
550B / 8 years = 70B/year x 80% into construction x 80% de-escalation over 8 years x 70% hard construction = 30B add to current construction $ volume.




Convert Both Acts into Annual Construction Volume

Inflation Act

500B/10 years = 50B/year

X 30% into construction x 75% de-escalation over 10
years x 70% into hard construction =

10B / year add to construction current $ volume

Infrastructure Act

550B / 8 years = 70B/year

x 80% into construction x 80% de-escalation over 8
years x 70% hard construction =

30B / year add to construction current $ volume
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Presenter Notes
Presentation Notes
Sorry, more math…


Total Relative Impact

Put In Place Construction (annualized billions)

M Non Residential
M Residential
W Infrastructure
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1,750

1,500

1,250

1,000

750

500

250

40B /1,750B =
2.3% total
increase to annual
construction
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Presenter Notes
Presentation Notes
Combined, both Acts could contribute to construction per below;
40B / 1,750B = 2.3% total increase to annual construction put in place, mostly in Non-Residential and Infrastructure over the next 8 to 10 years


Fiscal Doom — Always in the Future
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Presenter Notes
Presentation Notes
*Fiscal Doom
Macro economic budgets must run in deficit over the long term to support economic growth and positive inflation targets.
Let’s say we are targeting 3% growth in Gross Domestic Product and 2% increase in prices. That means long term deficits of 5% of GDP are required to create the money supply for this expansion.
History shows that deficits were too small in the 30’s, jumbo sized for World War, too small again in the 50s, too large during 70s inflation, then counter cyclical to the present.
This graph, of course, did not predict the countercyclical measures of the pandemic (note the 2019 forecast).


Market Update




Forecast
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Presenter Notes
Presentation Notes
Green line is construction cost
Red Line is Inflation Indicator
Dots are Bids – Trending higher
Flat for most of 2020 and half of 2021
Percentage of projects seeing substantial spikes - typically 1/20 but is substantially higher this quarter  


Federal Asset Monthly Purchase
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Presenter Notes
Presentation Notes
1.5T or total of 3.5T vs 5T and much quicker  
Almost a decade of low rates and money printing


US Job Growth

Job Growth (thousands)
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US Construction Employment (thousands)
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Year-Over-Year Construction Labor Growth
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Presenter Notes
Presentation Notes
Keep Every Thing In The BOX add Cities and Stars


National Construction Labor (thousands)

Year-Over-Year
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7500 I High Growth
Above Average
7000 Growth
Average
6,500 Growth
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State Construction Labor (thousands)

Year-Over-Year
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State Construction Labor (thousands)

Year-Over-Year
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City Construction Labor (thousands)
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City Construction Labor (thousands)
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US Dollar Impact on Commodities
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Presenter Notes
Presentation Notes
Oil Flat, Copper 30%, Wood 234% Rich to speak – reference Blog ( - see Blog


Commodity Index

T
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Presenter Notes
Presentation Notes
Oil Flat, Copper 30%, Wood 234% Rich to speak – reference Blog ( - see Blog


US Construction Volume

Put In Place Construction (annualized billions)

B Non Residential
W Residential
M Infrastructure

1,750

1,500

1,250

1,000

750

500

250

2011 to 2020

Total +71%
Infra +43%
Res +119%
Non Res +54%

2020 to Current

Total +26%
Infra -1%

Res +54%
Non Res +9%
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US Construction Volume

Infrastructure Spending (annualized billions)
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US Construction Volume — Residential

\2<0%
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Presenter Notes
Presentation Notes
8% decline in construction?


US Construction Volume — Non Residential
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Presenter Notes
Presentation Notes
8% decline in construction?


What's In Planning
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Forecast
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Presenter Notes
Presentation Notes
Green line is construction cost
Red Line is Inflation Indicator
Dots are Bids – Trending higher
Flat for most of 2020 and half of 2021
Percentage of projects seeing substantial spikes - typically 1/20 but is substantially higher this quarter  


Vermeulens Construction Cost Index
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GDP (billions) and NYSE

GDP (billions)
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Presenter Notes
Presentation Notes
Dot Com 5Q’s, Subprime 4Q’s, Current ?? But all I can say is that overall pricing in construction have not leveled off


Pricing — "Fear Factor”

While inputs appear to be stabilizing, trade bid pricing
continues to reflect layers of risk including supply
chain, escalation, labor capacity, and a large

pipeline. Trade partner sentiment has shifted
somewhat from ‘too busy’ to ‘have holes / looking’, but
we are waiting for broader pricing patterns to emerge.

Labor
Labor capacity challenges continue in our geographies
and appear to be reflected in bid pricing.
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Materials

While lead times have stabilized and even retracted for
many materials, major MEP equipment continues to
worsen, necessitating early procurement of trades or
isolated equipment. Continued chip shortages, war,
weather, and other global events are making it very
difficult predict when it return to normal.
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2023 Escalation Forecast
We are forecasting 4-6% by the end of 2023, but there

are many variables. We are expecting inputs to be
more stable going forward. There's a large pipeline of
work, but due in part to interest rates we expect a
lower percentage of the pipeline to materialize,
potentially facilitating less conservative pricing.
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Risk Management

Trying to draw the CMAR'’s back into a cooperative discussion about risk
Mmanagement

Clarify which risks the contractor should prepare for, which one the owner
will bear, and at what levels.

Pricing at current levels and then having ongoing discussions about
escalation, contractor contingency and owner contingency is starting to be
heard.
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Project scoping - Working out ways to quickly resolve
the risk (accelerated buyouts) and then getting savings
back into meaningful scope are also hot topics.

Bidder participation — Working out ways to eliminate
the prequalification processes that CMAR's use to limit
"potentially” unqualified bidders, to increase bidder
participation without endangering finished quality.
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Escalation Forecast

2023 Economic Performance Scenarios

Modest Growth

Minimal Growth

Soft Landing

Minimal Recession

Mild Recession

Moderate Recession (eg .com Bomb)

Deep Recession (eg Financial Crisis)

2023 Jlobs
Creation
Economy
+2 Million
+1 Million
fero

-1 Million
-2 Million

-4 Million

-9 Million

2023 Jobs
Creation

Construction

+0.2 Million

+0.1 Million

fero

-0.1 Million

-0.2 Million

-0.4 Million

-2.1 Million
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Contingency

Project Contingency and Escalation Recommendations

design contingency

— preliminary design 10% - 15%
— schematic design 6% - 9%
— design development documents 3% - 6%
— contract documents 0% - 3%
—> design alternates 10% - 15%
construction contingency 3% - 5%
escalation, based on market outlook and local index 6% - 9%
bidding contingency 5% - 15%
project contingency (owner) 5% - 15%
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Presenter Notes
Presentation Notes
Typical project contingencies are all available for price fluctuations, however a few are dedicated.
Escalation contingency is primarily concerned with background or national rates of escalation. These are adjusted up or down in the range depending on local market conditions.
Bidding contingency is used when a known market fluctuation has occurred, such as a stock market crash or the introduction of a tariff.
Construction manager’s construction contingency is frequently reduced during the buyout process, say from 5 to 3%. This is equivalent to a bid contingency.
Escalation to the midpoint of construction is also equivalent to a bid contingency, any guesses as to why that would be?



Escalation Forecast

L

Carry a minimum annual escalation of 4% to procurement in 2022, and early 2023
Carry 5% - 15% bidding contingency until volatility reduces to more normal levels
Design add/deduct alternates in the 10% of construction cost range

Continue design and get shovel ready

Continue to monitor Fed policies (interest rates) designed to reduce demand
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Design and Construction Market Outlook®

Thank you!

Check out our website for the latest construction market information

vermeulens.com

Twitter | LinkedIn | Facebook | YouTube | Vimeo
[=] £7

OO0 OV
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https://twitter.com/Vermeulens_Inc
https://www.linkedin.com/company/vermeulens/
https://www.facebook.com/Vermeulens-Construction-Economists-1704297376508069/
https://www.youtube.com/channel/UCUU09YtIgkeF0hHxeobW6vA/featured
https://vimeo.com/vermeulens
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