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Executive Summary.

1 Executive Summary

This report summarises our findings from reviewing
the current state of the construction industry and

is for the sole use of the recipient. It is important

to note that the assessment of inflation is based on
historic data and forecasts which have been used for
guidance only.

Although inflation shows signs of slowing, it is
anticipated that inflation will continue to run at a
positive figure for the remainder of 2023.

The IMF is reporting that global inflation will fall

in 2023 and 2024. However, they have revised
downwards their predictions for economic growth.
The IMF also considers that the UK economy will
contract by 0.6% in 2023 rather than its previous
prediction of a growth of 0.3% reported in October
2023. The UK is expected to be the only country
within the G7 whose economy will shrink this year.

Real estate investment continues to contract, and
developer restructuring is proceeding slowly amid
the lingering property market slowdown. Developers
have stockpiles of land but development of this land
is slowing due to increased inflationary pressures
and slowing of property sales.

The cost of living continues to dominate the
headlines. With no end in sight to national strikes by
public sector workers there are fears that this may
that trickle over to the construction economy and in
particular mechanical and electrical staff on major
public sector contacts.

The Bank of England currently predicts that:

- The economy will shrink by 1% (as opposed
to previous predictions of 3%), largely because
wholesale energy prices have fallen significantly.

- The unemployment rate will peak at 5.3% rather
than 6.4%. It is currently 3.7%.

- Inflation will fall back to 8% in June before
dropping further to 3% by the end of the year.

The one caveat to all this relates to industry strikes.
If workers get big pay rises it could lead to a slower
fall in inflation.

The tender price index increased by 10.9% for the

12 months to Q4 2022 and the building cost index
increased by 8.5% in the same period. The consumer
price index rose by 9.2%. Although these rates are
still high, the rate of increase has slowed. The BCIS
are predicting that tender price inflation will slow

to circa 1- 2% by the end of 2023, however, Fulkers
Bailey Russell see inflation continuing at around 6%
for 2023 and then falling back to 4% in 2024.
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Inflation Review.

2 Inflation Review.

It is important to note that the assessment of
inflation is based on historic data and forecasts
which have been used for guidance only.

2.1 Tender Price Index

Tender prices increased by almost 10.9% over the
12 months to Q12023. Inflationary trends are likely
to persist over the first half of 2023, as supply-side
problems and construction output momentum
combine.

Tender Price and Building Cost Index

BCIS All-in TPI

Change %

2
Data Source: BCIS

p Forecast
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Data Source: BCIS

2.2 Building Cost Index

This is a composite measure of building input costs
and it increased by 8.5% over the year to January
2023. A lower rate input cost inflation is helpful,
although is still elevated by historical measures.

2.3 Consumer Prices Index

The consumer price index remains at 10.1% to the
12 months to February 2023. Although the rate

is falling, it is still much higher than the Bank of
England would like. UK inflation has only exceeded
10% on a yearly change basis three times in the last
70 years.

BCIS General Building Cost Index

01/01/2026 01/01/2028

FulkersBaileyRussell

7



Forecast Inflation

4Q 2022 3Q 2022 Autumn 3Q 2022 4Q 2022 10/22
Year Ending G&T Aecom Arcadis Mace Fulkers BCIS Average
2023 3.0% 6.2% 2.5% 3.5% 6.0% 2.5% 3.95%
2024 2.5% 4.2% 3.0% 2.0% 4.0% 2.2% 3.1%
2025 2.25% = 3.0% 2.0% 3.5% 2.4% 2.7%
2026 = = 5.0% 3.0% 3.0% 3.1% 4.0%
2.4 Tender Price Forecast
The current issues facing the construction industry BCIS: All in TPI Indices

are very likely to continue into through 2023. They
are likely to become influenced by the higher
borrowing costs working through into public sector,
private domestic and private sector new orders and g
future pipeline.

The table on the right presents the forecast tender 6
price inflation from 2022 to 2026 predicted by key
consultants within the construction industry and

the BCIS. Whilst there is a difference in opinion i
as to the pattern of the predicted increases, the %
consensus is that tender prices will continue to ) 5
increase over the next three years.

0

2

P Forecast
-4
2022 2024 2026

Data Source: BCIS
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Market Confidence /
Conditions.

3 Market Confidence/Conditions.

The latest UK Construction Purchasing and Supply
Purchasing Managers Index (PMI), which measures
the performance of the construction industry,

fell to 48.8 in December 2022 (this compares to a
prediction of 49.6). Anything below 50.0 indicates a
contraction in the construction industry output. This
index was 53.2 in October and 50.4 in November
2022, and so the downwards trend has continued.
Industry activity and new work are declining at the
fastest rate since May 2020 (as a result of Covid-19).

Although commercial construction activity
continued to rise in December, at 50.3, its growth
was marginal and was outweighed by contractions
across the residential and civil engineering sectors.
House-building activity (48.0) declined for the first
time since July 2022; whereas civil engineering
recorded its sixth consecutive monthly contraction
in output (46.8). New orders fell to 48 in December.
This indicates that businesses are heading towards
a tipping point as the current economic climate
exacerbates challenging market conditions such as
inflation, energy prices, a shrinking supply chain,
cash flow concerns and growing labour shortages.
In addition, there is a concern and expectation
within the industry that a recession is imminent.

Kelly Boorman, partner and national head of
construction at RSM UK, said: “The latest fall in the
headline construction PMI for December to 48.8
continues to show the impact of the recession on the
industry, which has also seen a significant fall in new
works, reflecting difficult times ahead. With business
optimism at a two-and-a-half-year-low in November,
this has plummeted further, given the reduction in
pipelines and continued increase in material and
labour prices, coupled with raising debt and working
capital restraints. Adverse weather conditions

have also played a part in this month’s fall, bringing
projects to a halt. Although contracts are being
tendered for and margins are looking better, the
pipeline is still very slow, suggesting new works and
business confidence will continue to fall in Q12023.

This bleak picture is likely to result in a ramp up

in administrations at the start of 2023, project
start dates continue to be significantly delayed
and repriced due to fragility in the supply chain.
Managing cash flow and protecting those supply
chains is a key focus for main contractors right
now; to mitigate risk and ensure they have enough
working capital for projects to be completed.

Mark Robinson, chief executive of local authority
procurement agency Scape, said: “After a drop
off in activity towards the back end of last year,
December’s figures are further evidence of the
recession strengthening its grip on the economy.

The construction industry is braced for a tough year
and, while there are positive signs that inflation has
peaked, increased material costs will undoubtedly
continue to shape the plans of developers and local
authorities — that latter of which will be confirming
their annual budgets this month.

Maintaining clear, positive dialogue in 2023 will
be crucial if projects are to progress uninhibited,
and calm and cautious management will likely pay
dividends further down the line when purchasing
decisions are ready to accelerate again.

FulkersBaileyRussell 1



Rising Interest Rates
& The Effect On The
Construction Industry.

4 Rising Interest Rates & The Effect
On The Construction Industry.

The Bank of England has advised that the rapid
increase in the cost of living due to higher energy
prices and increased prices of food and other
goods has caused the rate of inflation to rise. To
bring inflation back to a low and stable rate, the
Bank of England must increase the base rate. This
was demonstrated by the 0.5% interest rate rise in
February 2023 from 3.5% to 4%.

Increased interest rates and heightened inflation
rates may have a negative effect on the
construction industry.

The cost of construction materials will become more
expensive, causing a knock-on effect throughout
the supply chain from manufacturing to the end user.
This will reduce the profit margin on projects and
potentially halt new developments.

Increased interest rates can lead to lower demand
in the housing market. As the cost of mortgages
increases, people are less likely to buy new homes.

Cashflow within construction companies is
extremely important and they may need to borrow
money to fund new developments or subsidise

late payments. As a result of interest rate rises,
borrowing becomes more expensive, thus impacting
on profit margins. Some companies will stop
investing in developments, leading to decreased
construction growth.

All of the above have a negative effect of the
construction industry and in turn could lower
economic growth of the sector.

FulkersBaileyRussell 13



Insolvency.

5 Insolvency.

5.1 Insolvency in Construction - Background

In 2021, 2,579 construction sector firms across
England and Wales became insolvent. At almost one
in five of all insolvencies, construction accounted
for more company failures than any other industry.

The three industries (in accordance with SIC 2007)
that experienced the highest number of insolvencies
in the 12 months ending Q3 2022 were:

- Construction (3,949, 19% of cases with industry
captured);

- Wholesale and retail trade; repair of motor
vehicles and motorcycles (2,910, 14% of cases
with industry captured);

- Accommodation and food service activities (2,478,
12% of cases with industry captured);

Current inflation and interest rate rises put
thousands of firms at risk of insolvency, especially
those who took on loss making projects and
increased debt to weather the pandemic.

Added to this, poor cashflow continues to be a
problem in the construction industry so it doesn’t
take much to undermine the solvency of many
construction companies.

According to Mazars’ data, East Anglia, the South-
west and South-east have seen the largest increases
in construction business at risk of insolvency with
74%, 72% and 58% increases respectively.

Figure 3: All industries saw increased insolvencies in the four quarters ending Q3 2022

compared to period ending Q3 2021

England and Wales, Q4 2020 to Q3 2022

Construction
Wholesale & Retail Trade; repair of vehicles
Accomodation & Food Services
Administrative & Support Service
Professional, Scientific & Technical
Manufacturing
Information & Communication
Other Service Activities
Transportation & Storage
Real Estate
Arts, Entertainment & Recreation
Human Health & Social Work
Financial & Insurance
Education
Electricity & Gas Supply
Water Supply; Sewerage & Waste
Agriculture, Forestry & Fishing
Mining & Quarrying
Public Admin & Defence
Activities of Households

Activities of Extraterritorial Organisations
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Number of Insolvencies
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Sources: Insolvency Service (compolsory liguidations only); Companies House (all other insolvency procedures)
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5 Insolvency.

5.2 Sign of Distress

In the current climate, it is critical to monitor site
activities and ensure that contractors are solvent
and able to complete projects. Tell-tale signs to look
out for are:

1. Non-payment to the supply chain.

2. Increased claims for advance payment, off site
materials, early claims for materials and equipment
etc.

3. Overclaiming for works undertaken on site in the
valuation process.

4. Poor credit ratings from suppliers
5. Shortage of labour on site

6. Contractors asking for assistance with early
payments to their supply chain, payments out of
sequence with the payment cycle or direct payment
to suppliers for equipment or the like. Whilst this
could be seen as assisting a contractor in financial
difficulty, it would be advisable to avoid minimising
risk to the client.

5.3 Steps to take if a contractor becomes
insolvent (Based on a JCT D&B 2016
Contract)

1. The first step is to secure the site and ensure all
materials and equipment are safe. The contractor is
not permitted to interfere with this process

2. The client is entitled to terminate the contract
at any time once insolvency is confirmed. This
does not have to be done and legal advice should
be sought into the practicalities of terminating or
allowing the contract to run on.

3. No further sums of money shall become due to
the contractor, other than those previously certified
in a payment or payless notice.

4. If the contract is terminated, the client can
employ others to complete the works

5. Once the works are complete, the client is able
to compile a statement of expenses incurred to
complete the works.

6. If this amount exceeds both the amount
previously paid to the contractor and the overall
contract sum, then this amount then becomes due
from the contractor to the client.

In the current climate where there is a heightened
risk of insolvency of main contractors and key
members of their supply chain, it is key that the
contractual mechanisms are closely followed by the
client team. Payments should be kept in sequence
and valuations thoroughly interrogated. Payment
for materials off site should be noted as a risk and

if unavoidable, vesting certificates and relevant
insurances should be obtained.

On a recent project with which Fulkers was
involved, the main contractor’s supply chain came
to site to remove key items as they had not been
paid by the main contractor. The main contractor
subsequently became insolvent. Site security is a
key aspect of the process as well.

Insolvency is unfortunately going to be a large
feature of 2023 and all parties need to be aware of
the process which should be followed to mitigate
the impact of this if it happens.



Project Spotlight -
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6 Project Spotlight - Industria.

Industria is the brainchild of Be First, the
regeneration arm of Barking and Dagenham’s
council and set to complete in March 2023. The
striking building is a new and modern concept in
industrial design by creating a stacked, multi-level
building that densifies the site and diverts away

from the more traditional single storey warehouses.

The development will provide flexible workspaces
to a wide variety of industrial ventures through the
provision of various sized SME and flatted factory
units. This modern approach to industrial design
will provide an innovative and creative hub for a
diverse range of tenants, allowing for collaboration,
connectivity and knowledge sharing.

Situated in the River Road Employment Area,
Industria is set to provide regeneration and enhance
the local neighbourhood through growth and job
creation.

Appointed during the early months of the Covid 19
pandemic, Fulkers provided Cost Management and
Employers Agent services, discovering new and
collaborative ways of working with the design team
to deliver this innovative and ambitious approach to
modern industrial design within the Clients budget.
Throughout the construction period and working
through the difficult economic environment, we
developed robust processes to tackle challenges
around long lead times, inflationary pressures,
subcontractor insolvency and new ways of working
through the Covid 19 pandemic to delivery the
project on time.

Key features of the building include:

- Four storey core buildings arranged each side of
the courtyard

- Flexible light industrial units

- Goods lifts and vehicle ramp with vehicle access
across three floors

- Business centre, meeting rooms and staffed
reception

- Fully glazed ground floor shop units with a cafe
open to the public

- On-site parking and cycle parking

- Excellent BREEAM rating for sustainability and
environmental impact

- Top quality landscaping

- An estimated 300 people employed on site

PROJECT DETAILS

Be First

Haworth Tompkins

MBA Engineers

Pinnacle

Mclaren Construction

10,000 sqm across 45 SME & flatted factory units

£33m



7 Advice and Recommendations.

Inflation is continuing to be one of the main risk If these issues are not managed, the contractor will
factors for the construction industry. This comes on either price significant risk premiums within a fixed
° the back of Brexit and the Covid pandemic. price contract sum to carry these risks or will be
. . . . o unwilling to take on these risks completely through
Ad V I Ce & Whilst currently, there are inflationary issues within the tendering process. This can lead to inflated

the construction industry leading to higher costs
and programme issues, there are mitigation measures

R e CO m m e n d at i O n S . that can be applied in order to minimise the effect to where the premium proves to be inadequate.

projects. Building contracts include fluctuation provisions

tender prices or can create post contract issues

to account for such risks between the client and
contractor. The choice of fluctuation provisions
- Consider expedited design programmes in order should be determined by the application of a risk
to get to site more promptly. assessment in order that the risk sits with the party
best placed to quantify, manage and bear such risks.

- Review contract provisions to ensure that they are  The provisions included should be fair and reasonable
well protected should a contractor or supply chain {5 both client and contractor.

member becomes insolvent.

Clients should:

- Collaborate with contractors in order to manage
risk and to ensure sufficient financial allowances
and lead in times are made, i.e. consider using
2-stage tendering and paying a contractor to get
supply chain engagement at an earlier point in the
process.

- Allow for early order of materials in construction
contracts to minimise the risk of sudden increase
in prices and make sure that contract conditions
included are sufficient to allow purchase of
materials off site. Payment for materials off site
should be noted as a risk and if unavoidable,
vesting certificates and relevant insurances should
be obtained.

- Payments should be kept in sequence and
valuations thoroughly interrogated.
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