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2019 Executive Summary

Between Q4 of ‘17 and Q3 of ‘18, average U.S. Real GDP growth hovered above the 3% mark, which is considered strong for the U.S.
nowadays. Accordingly, the FOMC ticked up the federal funds rate by a quarter point on seven separate occasions between ‘17 and ‘18 and,
as a result, the U.S. economy has been in slow-growth mode since Q4 of ‘18. Growth has been further stymied by U.S./China trade wars that
started in ‘18 and continue today, and for the foreseeable future for that matter. Global growth is also slowing, which adds fuel to the U.S’
slow-growth fire. Moreover, the yield curve is near zero and has inverted (intraday) several times of late, which signals a recession is looming.
Despite indicators that the historic 10.5-year bull run is nearing an end and a bear market is imminent, unemployment remains at a 50-year
low, consumer spending remains strong, and the CPI growth is below 2%, which suggests this historic run might have runway alas. In fact, the
U.S. is currently in what | consider a mini-recession, like that of ‘95, ‘98, ‘13, and ‘15, where GDP growth nears 0%, but the economy escapes
from a technical recession.

Not surprisingly, the private (and overall) construction industry is compressing for the first time since ‘10. As is typically the case, public
construction is doing the opposite and is having its best year since 2008. Even with the pull-back of the larger private marketplace, overall
construction unemployment remains below 5%, which is its lowest level on record. This trend causes continued schedule and/or quality
concerns for contractors, and it promotes price escalation. In fact, construction costs (both labor and materials), have considerably outpaced
the CPl over the past decade, and developers, as a result, are having trouble making proformas work in ‘19. Accordingly, private construction
will continue to pull back (or flatten at a minimum) in “19/°20, while public construction booms due to a decade of pent up demand. Things
are not all rosy on the public construction front in ‘19, however, as many large-scale AEC companies are currently suffering massive losses on
EPC mega-projects. Contractors claim such losses are a result of onerous contract terms within their lump-sum at-risk agreements. The
contract surety industry suffered a mild loss cycle after the Great Recession, but loss ratios since ‘15 have been stellar, and this trend will
likely continue for the next several years because elevated losses historically don’t mount after a recessionary cycle, unless of course the
industry is over-exposed to the noted EPC work. Also, surety premium continues to be on the rise as public construction revenue soars.

All'in all, ‘19 represents a pivot point in the construction industry.
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Presentation Outline:

Part 1: State of the U.S. Economy (Slide 4)

Part 2: State of the U.S. Construction Industry (Slide 30)
Part 3: State of the Contract Surety Industry (Slide 77)
Part 4: Takeaways (Slide 86)
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Part 1. State of the U.S. Economy

Unchartered territory.
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Longest Time Since Previous Recession:

e Jun 2009 to Aug 2019 10 years, 2 months (and running)

e Mar 1991 to Mar 2001 10 years, 0 months

e Feb 1961 to Dec 1969 8 years, 10 months
e Nov 1982 to Jul 1990 7 years, 8 months
e Jun 1938 to Feb 1945 6 years, 8 months

Note: Since 1950, the average time between recessions is 5.04 years.
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As of 8/22/18

03/09/09
08/22/18
3,453 Days

03/09/09
09/01/19
3,828 Days

Longest Bull Run by
375 Days, as of 09/01/19

Source: https://www.datawrapper.de/_/4KcT2/
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Source: https://www.imf.org/external/Datamapper/NGDP_RPCH@WEO/CHN/USA/GBR/JPN/DEU
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2017
to
2019

Source: https://www.imf.org/external/Datamapper/NGDP_RPCH@WEO/CHN/USA/GBR/JPN/DEU
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U.S. GDP ($S19T) Components (in billions; 2019 Q2)

Government Spending , $3,298, 16%

Imports - Exports, $(979), -5%

Private Domestic
Investment, $3,432

16% Personal

Consumption,
§13,241, 63%

Source: BEA Data
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Trade Deficit Review

Source:
https://assets.nationbuilder.com/prosperousamerica/pages/4899/attachments/original/
1551234774/190128_Top_10_Trade_Deficit_Countries.pdf?1551234774
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U.S. / China Trade War Summary

Total U.S. tariffs applied exclusively to Chinese goods: $2508B
Total Chinese tariffs applied exclusively to U.S. goods: S110B

Source: https://www.china-briefing.com/news/the-us-china-trade-war-a-timeline/
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U.S. / CHINA TRADE WAR DETAILS

02/07/18:

03/23/18:

04/02/18:
07/06/18:
08/23/18:

08/23/18:

09/24/18:

09/24/18:
05/10/19:
06/01/19:

08/01/19:

U.S. imposed 30% tariff on solar panels (all countries) and 20% tariff on washing machines (all countries); combined
it is worth $1.8B in goods.

U.S. imposes 25% tariff on steel (all counties except Argentina, Australia, Brazil, and South Korea) and a 10% tariff
on aluminum (except from Argentina and Australia).

China imposes tariffs (ranging 15-25%) on 128 products (S3B of goods).
U.S. imposes 25% tariff on List 1, or 818 imported products ($34B of goods).

U.S. imposes 25% tariff on List 2, or 279 imported products (5S16B of goods). Goods include semiconductors,
chemicals, plastics, motorbikes and electric scooters.

China imposes 25% tariff on 333 products ($16B of goods). Goods include coal, copper scrap, fuel, buses and
medical equipment.

U.S. imposes 10% tariff on List 3, or S200B of goods (total goods up to $250B). 10% will be increased to 25% in the
future.

China imposes 5% to 10% tariff on $60 billion of US goods.
U.S. increases tariff from 10% to 25% on List 3 goods ($S200B).

China increases tariff percentages on $60 billion of US goods (up from the tariff imposed on 09/24/18). List 1 tariffs
go from 10% to 25%; List 2 tariffs go from 10% to 20%; List 3 tariffs go from 5% to 10%; and List 4 remains at 5%
tariff.

Trump threatens 10% tariff on remaining $300B of products starting on 09/01/19. ‘VIE I.TIE‘



Source: https://www.wsj.com/articles/for-manufacturers-in-china-breaking-up-is-hard-to-do-11566397989
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Weaker Yuan
Reduces Effect of US
Tariffs
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Observation:

Jul 2019: 3.7 (+ more)
Updated: Aug 2, 2019
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Date
December 16, 2008
December 15, 2015
December 14, 2016
March 15, 2017
June 14, 2017
December 13, 2017
March 21, 2018
June 13, 2018
September 26, 2018
December 19, 2018
July 31, 2019

Fed Funds Rate

0.25%
0.50%
0.75%
1.00%
1.25%
1.50%
1.75%
2.00%
2.25%
2.50%
2.25%

L oo O & W N P

VERTEX



High Inflation

Moderate Inflation

Low Inflation

Source: https://www.usinflationcalculator.com/inflation/current-inflation-rates/

VERTEX



High Inflation

Moderate Inflation

Low Inflation
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2. State of the U.S. Construction Industry

Role reversal.
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2a. Overall Construction Industry Statistics
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Source: https://www.census.gov/construction/c30/pdf/totsa.pdf
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Source: https://www.census.gov/construction/c30/pdf/totsa.pdf
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Source: https://www.census.gov/construction/c30/pdf/totsa.pdf
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First Negative __

Figures Since ‘09w :

Put In Place Construction

Average Growth % from '07 to '19:
Average Growth % from '07 to '10:
Average Growth % from '11 to '16:
Average Growth % from '17 to '19:

Source:

https://www.census.gov/construction/c30/prpdf.html

Year Overall Private Public
2007 2.3% | 61% | 101%
2008 3.6% | 7.6% | 7.0%

___________ 2009 | .:99% | -149% | 1.3%

___________ 2010 | -64% | -9.8% | -03%
2011 4.3% |..83% |.. 2:9%
2012 7.8% | 150% | -5.6%

___________ 2013 | .23% | .80% | :0.7%

___________ 2014 | 22% | 04% | 6.7%
2015 8.2% |..9:9% _|.. 3.9% .
2016 4.2% | 63% | -1.8%

2.6% 2.1% 4.4%

L 2018~ ~ 16% | 08% | 4.2%

"""""" 2019 > 2.1% ™ -46% | 6.1%

1% 1% 3%

-6% -10% 5%

5% 8% 0%

1% -1% 5%

A
I
I
I

A
I
I
I

2007 very
much looks
like 2019

VERTEX



200

110
100
80
80

The Dodge Index
of New Construction Starts

(Year 2000 = 100)
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Source: Dodge Data & Analytics

Source: https://www.construction.com/news/july-construction-starts-increase-2-percent-august-2019
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Source: https://www.bls.gov/iag/tgs/iag23.htm
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Source: https://www.bls.gov/iag/tgs/iag23.htm
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Source: https://www.bls.gov/iag/tgs/iag23.htm
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Source: https://www.bls.gov/iag/tgs/iag23.htm
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Source: https://www.bls.gov/iag/tgs/iag23.htm
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Type: Number of Establishments

900,000~

850,000~

800,000~

MNumber of Establishments

750,000

| | I | | I | |
2001 2003 2005 2007 2009 2011 2013 2015 2017
Year

Source: https://www.bls.gov/iag/tgs/iag23.htm
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2b. Building Contractors Statistics
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Source: https://www.bls.gov/iag/tgs/iag23.htm
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Source: https://www.bls.gov/iag/tgs/iag23.htm
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2¢c. Heavy Contractors Statistics
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Source: https://www.bls.gov/iag/tgs/iag23.htm
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Source: https://www.bls.gov/iag/tgs/iag23.htm
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2d. Specialty Contractors Statistics
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Source: https://www.bls.gov/iag/tgs/iag23.htm
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Source: https://www.bls.gov/iag/tgs/iag23.htm
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2e. Construction Risk Trends
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Source: https://www.arcadis.com/en/united-states/arcadis-blog/david-hudd/2019-international-construction-costsconfronting-the-rising-cost-of-construction-in-the-u-s/
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Source: https://www.cbre.us/research-and-reports/U-S--Construction-Costs-and-Office-Development-Trends-October-2018
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Source: https://www.constructconnect.com/blog/economy/u-s-construction-costs-soaring
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Source: ENR

ENR's Material Price Index

ENR Material Percent
Year Price Index Increase CPI
____________ 1992 |..1788
___________ 1993 . ]...1995
____________ 1994 |...202%
___________ 1995 ...1%74 .
____________ 13% ..|.2072 .
___________ 1997 .1...2195
____________ 1998 |..2165 .
___________ 1999 1...2192
.....2000 2127 .
___________ 2001|2056
....2002 11982
___________ 2003 [...2011 .
....2004 2420 .
___________ 2005 [....2575 ..
...2006 2536 .
___________ 2007 |....2577 .
2008 2775 ...
___________ 2009 [...2620
2010 2731 ..
___________ 2011|2863
2012 2889 .
___________ 2013|2963 .
..2014 3084 .
___________ 2015 [...3041 .
..2016 3153 .
___________ 2017 )...3271 .
2018 3392

Average: 2010 - 2018
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Source: ENR

ENR's Skilled Labor Index

ENR Material Percent
Year Price Index Increase CPI
__________ 1992 | 463
__________ 1993 . |...A766 1 .2A% |
__________ 1994 | 4880 | 24% | .
__________ 1995 |...°016 | 28% | .
__________ 1996 2177 32%
__________ 1997 |..2°294 | 23% | .
__________ 1998 .23 3R
__________ 1999 |..°635 | 30% | .
L2000 L 2873 ol 4298
__________ 2001 | 6067 | . 33% | .
L2002 6338 .. 43K
__________ 2003 | 6616 | A4d4% |
L2004 L 6912 ... 43%
__________ 2005 | 7199 | A% |
L2006 L 7459 ol 3:6% |
__________ 2007 | 7796 | AS% |
L2008 L 8107 |.. 4.0%
__________ 2009 | .8%6 | 3% |
L2010 L 8645 .l 3:0% | 1.6%
__________ 2011 | 8800 | 18% | 32% _
L2012 9010 | . 24% | 21%
__________ 2013 ..o183 1 L9% | 15%
B S 9434 | .. 2.7% | 1.6%
__________ 2015 L9715 30% ] 01%
L2016 10011 | 3.0% | 1.3%
2017 10216 2.0% 2.1%
""""" 2018 | 10411 | 19% | 22%
Average: 2010 - 2018 2.5% 1.7%
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Source: https://www.enr.com/articles/47380-enr-2019-top-250-international-contractors-global-market-is-risky-business
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“Owners around the world have seen large contractors fighting for work and have used this
desperation to impose increasingly tough conditions in contracts, pushing more risk onto
companies.” (emphasis added)

Recent International Mega-Failures per ENR:

e Carillion (U.K.)

e Isolux Corsan (Spain; #121 international contractor in ‘17)

e Joannou & Paraskevaides Overseas (Cyprus; #60 international contractor in ‘17)
e Trevi-Finanziaria Industriale SpA (Italy)

e Condotte d’Acqua SpA (Italy)

e C.M.C.di Ravenna (ltaly; #113 international contractor in ‘17)

e Astaldi (Italy; #47 international contractor in ‘17)

 QOdebrecht SA (Brazil; #29 international contractor in 17)

Source: https://www.enr.com/articles/47380-enr-2019-top-250-international-contractors-global-market-is-risky-business
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Source: https://www.enr.com/articles/47380-enr-2019-top-250-international-contractors-global-market-is-risky-business "IE I. T E“r



Source: https://www.enr.com/articles/47098-analysts-point-to-contract-terms-to-cut-
ec-investment-risks
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Source: https://www.enr.com/articles/47380-enr-2019-top-250-international-contractors-global-market-is-risky-business
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markets =

servicas - locations - ideas~ abourt = careers~ investors -

Stantec finalizes divestiture of MWH Constructors

] OHTOM, AR HEW ¥ORE ¥ W}

Glebal design firm Stantec today announced it has finalized the divestiture of its construction
sarvices division, MWH Constructars, to funds managed by Ozakiree Capital Management, LP
("Oaktree”). Gross proceeds from the sale were approximately 5103 million, net cash proceeds are
estimated to be 546 million after transaction costs and working capital adjustments.

November 2, 2018

global |eng- O
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Last month, Edwards announced the company is quitting the field of so-called lump-
sum turnkey projects _ “the root cause of the company’s underperformance,” he
said Thursday _ and pivoting to a more stable business model that revolves around
engineering services, steering clear of the cost overruns absorbed by fixed-price
bidders.

Edwards also reiterated his aim of “exploring all options” for SNC’s resources
segment, including selling its flagging oil and gas business _ which accounted for

one quarter of overall company revenues last year, down from 44 per cent in 2016.

SNC-Lavalin remains saddled with a $4.6-billion backlog on fixed-price resource and
infrastructure contracts, its “biggest stumbling block,” said analyst Maxim Sytchev of

National Bank of Canada.
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Part 3. State of the Contract Surety Industry

Two thumbs up.
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2018 Preliminary Overall Surety Results (SFAA)

Direct Written Premium S 6,552,232,631
Direct Premium Earned S  6,303,048,932
Direct Losses Incurred S 818,175,014
Direct Loss Ratio 13%
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Contract Surety Results

Direct Premium

Direct Premium

Year Written Earned Direct Losses Loss Ratio
2006 S 3,223,980,595 | S 2,831,159,171 | S 312,155,253 | 11.0%
2007 S 3,477,071,867 | S 3,145,594,236 | S 422,346,066 | 13.4%
2008 S 3,286,788,842 | S 3,145,407,781 | S 189,249,655 6.0%
2009 S 3,245,353,995 | S 3,189,383,088 | S 441,311,658 | 13.8%
2010 S 3,181,470,683 | S 3,066,587,859 | S 563,473,047 | 18.4%
2011 S 3,076,150,729 | S 2,973,692,924 | S 735,152,410 | 24.7%
2012 S 2,960,101,496 | S 2,919,429,977 | S 1,080,881,076 | 37.0%
2013 S 3,052,180,345 | S 2,878,413,510 | S 648,704,836 | 22.5%
2014 S 3,155,672,451 | S 2,923,904,749 | S 854,449,063 | 29.2%
2015 S 3,201,695,033 | S 3,053,047,521 | S 402,555,934 | 13.2%
2016 S 3,335,936,244 | S 3,110,282,512 | S 445,775,571 | 14.3%
2017 S 3,535,981,862 | S 3,229,923,928 | S 523,568,524 | 16.2%
Totals | S 38,732,384,142 | S 36,466,827,256 | S  6,619,623,093 | 18.2%

Source: SFAA
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Market Share of the Top 10 Surety
Providers:

1980: 21%
1990: 42%
2004: 67%
2008: 68%
2014: 63%
2016: 62%
2017: 61%

2018: 60% (~$4B out of ~$6.5B)

The market share of the Top 10 surety providers has not been
this low for approximately 20 years.
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Source: http://digital.bnpmedia.com/publication/?i=608071&p=72?0ly_enc_id=6022G7651790F6A#{%22page%22:18,%22issue_id%22:608071} ‘YE I. ’l‘ E‘”t



Source: http://digital.bnpmedia.com/publication/?i=608071&p=727?0ly_enc_id=6022G7651790F6A#{%22page%22:18,%22issue_id%22:608071}
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Part 4. Takeaways

Proceed with caution.
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Top Risks that Face Contractors and
Contract Surety Providers in 2019:

1. Labor Shortage = Safety / Quality / Schedule
Issues; this trend will continue so long as
construction unemployment remains under
5%

2. Lack of growth in private construction
markets will shrink margins over time unless
contractors take “right-sizing” measures

3. Larges losses in EPC work due to excessive
risk profile

4. Construction labor and material continue to
outpace the CPI

5. Looming recession fears will shrink private
construction spending

Top Risks that Face Contractors and
Contract Surety Providers in 2018:

1. Labor Shortage = Safety / Quality / Schedule
Issues; this trend will continue so long as
construction unemployment remains under
5%

2. Lack of growth in public construction over
the past decade

3. Inflationary pressures due to increased costs
for labor and material
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End
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William J. McConnell, PE, JD, MSCE
Chief Executive Officer
THE VERTEX COMPANIES, INC.

About the Author:

This is Mr. McConnell’s 15t State of the Industry presentation, and his first attempt at a voice-
over-PowerPoint. He hopes you will find this information interesting and useful. Mr. McConnell
has presented on this topic at many construction and surety conferences over the years,
including AGC, ABA, ASCE, and NBCA events. If you are a surety provider, large AEC company, or
construction organization, and would like Mr. McConnell to present to your company, please
contact Vertex’s Brenna Stuhlman at bstuhlman@vertexeng.com or 303.623.9116.

Bill McConnell is a co-founder and the CEO of The Vertex Companies, Inc. Vertex is an AEC firm
that offers Forensic, Engineering, Construction, Environmental, and Digital solutions throughout
its 27 offices in North America. Bill has a BS in Civil Engineering from the University of Maine, a
JD degree from the University of Denver, a MS degree from Columbia University, and he is
working towards his PhD in Civil Engineering from the University of Colorado (anticipated
graduation in ‘20). Bill also completed a part-time three-year business program at MIT. When Bill
is not performing his CEO duties (or going to school), he serves as a top expert witness for
construction disputes. He has testified over 160 times, most notably for cost, schedule, and/or
standard of care opinions.

VERTEX



	09/01/19���2019�State of the Construction & Surety Industries Report��Prepared and Narrated By:��William J. McConnell, PE, JD, MSCE, CDT�Chief Executive Officer�THE VERTEX COMPANIES, INC.�vertexeng.com��
	Slide Number 2
	Slide Number 3
	Slide Number 4
	Slide Number 5
	Slide Number 6
	Slide Number 7
	Slide Number 8
	Slide Number 9
	Slide Number 10
	Slide Number 11
	Slide Number 12
	Slide Number 13
	Slide Number 14
	Slide Number 15
	Slide Number 16
	Slide Number 17
	Slide Number 18
	Slide Number 19
	Slide Number 20
	Slide Number 21
	Slide Number 22
	Slide Number 23
	Slide Number 24
	Slide Number 25
	Slide Number 26
	Slide Number 27
	Slide Number 28
	Slide Number 29
	Slide Number 30
	Slide Number 31
	Slide Number 32
	Slide Number 33
	Slide Number 34
	Slide Number 35
	Slide Number 36
	Slide Number 37
	Slide Number 38
	Slide Number 39
	Slide Number 40
	Slide Number 41
	Slide Number 42
	Slide Number 43
	Slide Number 44
	Slide Number 45
	Slide Number 46
	Slide Number 47
	Slide Number 48
	Slide Number 49
	Slide Number 50
	Slide Number 51
	Slide Number 52
	Slide Number 53
	Slide Number 54
	Slide Number 55
	Slide Number 56
	Slide Number 57
	Slide Number 58
	Slide Number 59
	Slide Number 60
	Slide Number 61
	Slide Number 62
	Slide Number 63
	Slide Number 64
	Slide Number 65
	Slide Number 66
	Slide Number 67
	Slide Number 68
	Slide Number 69
	Slide Number 70
	Slide Number 71
	Slide Number 72
	Slide Number 73
	Slide Number 74
	Slide Number 75
	Slide Number 76
	Slide Number 77
	Slide Number 78
	Slide Number 79
	Slide Number 80
	Slide Number 81
	Slide Number 82
	Slide Number 83
	Slide Number 84

