


NINE MIDYEAR 2024 CONSTRUCTION TRENDS

As we enter the midpoint of 2024, we find that many of the trends we
identified at the start of the year are continuing, but we are seeing new
concerns and opportunities. Labor continues to be in short supply, adding
stress to the subcontractor community and the prospect of more defaults.
Concerns over catastrophic losses are causing higher property insurance rates
in certain areas, and the market for new office build-outs continues to fall.
Litigation funding is driving more claims and higher general liability rates.

However, we are also seeing new opportunities. The market for modifying
office buildings to new uses is rapidly expanding, along with data centers
and water infrastructure markets. Al applications are not fully developed but
may lower transaction costs and increase project safety. We are also seeing a
leveling out of many cost increases.




Adaptive reuse of office space

The rise of workers working from home either fully or as hybrid
work has proven to be one of the most long-lasting impacts of
anti-COVID-19 measures. This has translated into historically
weak office occupancy rates. For example, in Washington, D.C.,
office vacancies reached a new high of 22.4%." In San Francisco,
vacancies have risen to 37%.2 While reduced demand for office
space has led to an 18.5% decrease in office construction
spending, it has also led to a surge in work converting old
office buildings into new uses — especially residential and
hospitality spaces.*#

Prior to 2023, about 40 office buildings a year nationwide were
converted into multifamily housing and other uses, but in 2023,
that number jumped to 100 — a 150% increase.” The National
Bureau of Economic Research estimates that about 11% of office
buildings in the US are “physically suitable” for conversion to
residential uses, and we expect to see continued growth in the
number of conversions until the office market stabilizes or

individual markets run out of suitable conversions.®

This growth will be driven not just by increased vacancy rates
and the need for more affordable housing, but also by
affirmative support from policymakers. Regulatory barriers are
one of the most immediate constraints on office building
conversions, but those barriers are falling. For example, in
January 2023, New York City issued its Office Adaptive Reuse
Study.” This study provided 11 recommendations to promote
adaptive reuse, including:

* Making buildings constructed before December 31,1990, eligible
for the most flexible regulations for conversion to residential use
» Expanding conversion regulations to all office districts

» Permitting conversion to different housing types, such as
supportive housing

* Providing financial incentives to promote conversion to
economically infeasible uses, such as affordable housing

and child care facilities
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These recommendations may increase the square footage of
space eligible for conversion in New York City alone by 136 million
square feet.® Additionally, late last year, Housing and Urban
Development and the Department of Transportation revised
federal rules to widen eligibility for office-to-residential
conversions to subsidies under the Infrastructure Investment and
Jobs Act (IIJA).°

Acquisition costs, interest rates, and a lack of incentives have also
constrained conversions.> As vacancies rise, acquisition costs
should fall. This is particularly true with respect to Class B or C
office buildings that tend to have higher vacancy rates and lower
rents, making a conversion more economically enticing.* While the
Fed has yet to reduce interest rates this year, most observers
believe rate cuts are on the horizon.

We are also seeing widening incentives. Older structures may be
eligible for historic preservation tax credits.* Conveniently, these
structures may create more desirable dwelling units and hotels
because they often have operable windows and architectural
character that provide a “boutique” experience.

Carbon credits may also become available as conversions have
much less embodied carbon than new builds. Embodied carbon
refers to carbon dioxide emitted in the manufacture and
transportation of materials used in construction. Office
conversions have about 75% less embodied carbon than new
construction.” Accordingly, conversions may be available for
green subsidies, such as those in the Inflation Reduction Act.

The downside of such savings, however, is that many such projects
may not meet current energy usage standards, so the carbon
savings are reduced over time.* Gallagher is currently working on

an in-depth whitepaper on this subject, which will be published in
Q3 2024.




Continued property challenges

We are continuing to see challenges in the property insurance
market segment with catastrophic exposure. Outside of the
catastrophic market, the commercial property insurance market
has stabilized with flat rates, but rates are up in the 10% range for
catastrophic markets." This is driven in part by a fear of natural
disasters. For the 2024 hurricane season, NOAA is forecasting a
range of 17-25 named storms, with 4-7 hurricanes reaching
Category 3 or higher.” Indeed, Hurricane Beryl was the earliest
storm on record to reach Category 5 due to record-breaking water
temperatures in the tropics.”

New catastrophe models from Moody and Verisk are showing
increased losses of 5%-30% in the Southeast and Gulf Coast
states, depending on the portfolio." To secure coverage and
reduce rates, property owners in those markets should document
how they have hardened their properties against losses, including
items like any upgrades to their roofs and roof anchorage, use of
impact-resistant glass, flood/storm surge mitigation efforts, and
risks from falling trees."

Also, when applying for insurance, owners should consider
changes to National Fire Protection Association (NFPA)™, which
governs sprinkler system design. Properties not current with the
new NFPA 13 standards may be at risk of losing sprinkler credits."

While commercial rates have stabilized, California continues to
suffer from a residential property insurance crisis. The
astronomical rate increases and the fact that most carriers will no
longer write new policies in California explains the insurance crisis.
California’s state insurance regulations, inflation, increased
wildfires, and heightened reinsurance costs have all contributed to
the current California home insurance crisis.® On June 27, 2024,
State Farm General, the California subsidiary of State Farm, filed a
request to increase homeowner rates by 30% and renters’ rates by
52%. In the request, it stated that approval was required “to
protect the insurer’s solvency.”® This followed earlier reductions in
coverage and an announcement that it would not write new
policies in the state.”




Subcontractor instability and bond and SDI claims

During the pandemic, unexpected supply chain disruptions hurt
subcontractor balance sheets because suppliers could not supply
materials or raise prices on materials purchased for fixed-price
subcontracts. Although material price increases are moderating,
many subcontractors, particularly in the electrical, plumbing, and
concrete industries, are defaulting at increasing rates or
experiencing more financial stress.”® Some of this is a hangover
from the pandemic, but much of it is due to a lack of qualified
labor and resulting work quality issues. Indeed, an AGC survey at
the start of 2024 showed that 70% of respondents had
experienced an increase in subcontractor defaults and distress,
with almost 50% reporting that they had experienced project
cancellations or delays due to subcontractor defaults.

Much of this distress can be attributed to slow payment, with
subcontractors reporting that it takes on average 57 days to get
paid. Subcontractors are reporting an increase in slow payments.

They were also squeezed with higher labor costs (an average of

13% increase for skilled labor in 2023) and material costs
(19% in 2023).1°
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To address these issues, contractors need to screen and pre-
qualify their subcontractors for financial stability. If bonding costs
cannot be passed on to owners, we see contractors asking for
bonding letters certifying that the subcontractor can get payment
and performance bonds if needed. Because sureties underwrite
bonds based on the financial strength of their bond principals,
such letters provide third-party verification of the subcontractor’s
financial capacity. Alternatively, as part of their subcontractor
default insurance (SDI) programs, contractors can require subs to

provide financial information as a condition of SDI enroliment.

There are many things contractors can do to minimize the impacts
of subcontractor default and maximize recoveries under bonds

and SDI. These include the following:

¢ Follow bond and SDI claims requirements strictly. This
requires reading the bond, the SDI policy, and the subcontract

to make sure all notices are properly and timely given.

¢ Calendaring dates. Many bonds and SDI policies contain
provisions requiring follow-up meetings, suits to be filed, or
arbitration demanded within certain deadlines. These dates
must be put on the calendar with reminders sufficiently far in
advance that they are not missed.

* Where possible, make payments to lower-tier subcontractors

and suppliers through joint checks.

* Do not advance payment without the consent of the surety or

SDI carrier, as that may impair claims under the bond or policy.

¢ Quickly set up cost accounting codes to track all costs
associated with the default. These should be matched with all
necessary supporting documentation because sureties and SDI
carriers will not pay without a detailed backup.

* Document all conversations and events relevant to the claimin

daily reports, emails, and correspondence.

¢ Get help early. If you sense that a significant default will occur,
you should engage Gallagher and experienced construction law

counsel early on.



Artificial intelligence

Artificial intelligence (Al) applications are still in their infancy, but
we believe Al will fundamentally alter the way the architectural,
engineering, and construction communities operate, from contact
to safety.

When email and the internet first became available, business
people had a lot of questions. Could you form an agreement over
email? If | provided notice through an email instead of a letter sent
through the US mail, was the notice effective? If | saw something
on the internet, could I rely on it, and how would | be able to prove
I actually saw it? After some legislation and the passage of time,

those questions got answered and now seem silly.

Al however, may bring some of these questions back. For
example, contractors are using Al applications to review
construction contracts, insurance policies, and project
specifications to identify key risks without time-consuming review
from lawyers and other professionals.”® At the same time,
generative Al like ChatGPT is allowing businesses to interact with
customers to find products they desire in a conversational way.?
In the traditional legal framework, a contract is formed when one
party makes an offer and another accepts that offer. We now
know that humans can form a contract by offer and acceptance
over email, but are those humans bound by offers generated and
accepted by chatbots without any human involvement? Do we
adopt different rules based on the size of the transaction — letting
Al order materials up to $1,000 or $5,000 but requiring a human
to ratify larger contracts? As with email contracts, it will take time

to answer these questions.
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The most significant construction Al applications thus far have
been in safety, where Al can provide real-time safety monitoring.”
For example, drones and other cameras can provide a constant
video stream showing the site. Al can be trained to examine these
images for specific hazards, such as openings that are not
properly barricaded or active safety violations — such as workers
who are not tied off. If the Al detects an issue, it can send an alert

to supervisors so they can address the issue.

The availability of these tools may fundamentally change the rules
for liability around construction sites. Under the common law,
parties have a duty to use reasonable care to prevent injuries. In
the case of hazards, this meant they had a duty to make
reasonable efforts to identify hazards and correct them in a timely
manner. The law school illustration involves someone who slipped
on a banana peel while shopping. If the peel was brown, the
shopkeeper could be found negligent on the presumption that the
peel had to have been lying on the floor long enough for a
reasonable shopkeeper to have noticed the peel and picked it up.
But if the peel was still yellow, then the plaintiff would have to
show the shopkeeper actually knew the peel was there and did
not pick it up.

As Al safety monitoring becomes more affordable and more
common, does a contractor become negligent simply by not using
it? How long does it take for every hazard detected by Al to turn
from a yellow banana peel to a brown peel? Again, it will take time
and experience to answer these questions.




Third-party litigation finance or litigation funding

We have seen explosive growth in litigation funding, where
financial firms typically lend money to lawyers and their clients to
finance litigation in exchange for a percentage of any recovery.
While litigation funding does not get much attention, it is leading
to increased litigation volume and larger losses for insurers, which
in turn leads to higher insurance rates for insureds. Litigation
funding is typically provided on a a nonrecourse basis, meaning
that the lawyers and clients getting the money do not need to pay
it back if they do not recover through a settlement or judgment.
Even though there is no guarantee of repayment, litigation
funding is highly profitable, with Swiss Re estimating that
litigation funders earn internal rates of return (IRR) of 25% or
more. This has led to huge growth in what is currently estimated
to be a $39 billion industry.??

About 75% of third-party litigation finance (TPLF) goes to fund
mass tort and commercial litigation cases, with the rest going to
personal injury firms.?® Indeed, many large firms use litigation
funding to pursue their own cases so that they do not need to
record litigation costs in their income statements. Litigation
funding has been found to increase the number of suits filed and
the time it takes to resolve them?42>2

This also results in higher losses for defendants and their insurers.
Between 2013 and 2022, losses in product liability cases have
grown at an annual rate of 20.4%, commercial liability at 8.1%,
and other liability cases at an average of 11.1% per year. This
compares to an average inflation rate of about 2.7% over that

same time period.”

Litigation funding is not legal everywhere, and one study found
that where it is legal, claim payments rose 60.5%, the probability
of a settlement decreased 35.7%, and cases took 140% longer to
settle.?®8 Accordingly, as litigation funding grows, we can expect
to see more litigation, higher claim payments, and higher
insurance premiumes.



Price moderation

One of the surprise stories for the first half of 2024 is pricing
moderation. Engineering News-Record (ENR) publishes a
construction cost index, measuring a combination of common
labor and a basket of materials (steel, cement, and 2x4 lumber),
and a building cost index based on the price of skilled labor and
those same materials. As of July 1, 2024, the construction cost
index was up only 1% from the year before, and the building cost
index was up 1.9%.%° In contrast, the consumer price index was up
3% over this same one-year period.*

Pricing stabilization for basic materials like wood and steel has
many benefits. Within the insurance realm, such stabilization is
making property and builders risk insurance more affordable
as insurers do not have to factor as much inflation into their

risk assessments.

As always, however, certain materials experienced significant cost
increases, particularly in asphalt emulsions and aggregate, which
experienced cost increases of 19%-47% depending on the specific
material.?? Much of this increase appears to be driven by the 2021
Federal IIJA. As of November 15, 2023, $224 billion in IIJA funding
had been awarded for transportation projects.® This spending has
flowed more heavily in 2024, thus increasing the demand for
asphalt.*? Indeed, we have seen anecdotal evidence of road and
bridge projects being delayed due to lack of materials due to

increased demand from infrastructure spending.




Labor trends

CONTINUED STRENGTH IN HIRING

Construction employment continues to grow on a nationwide
basis, with 63% of metro areas surveyed showing increased
employment.** Employment has not spread evenly, as demand for
data centers, infrastructure, power, and manufacturing have

pushed growth in some areas, while single-family and multifamily

construction have stalled in other areas.

Overall, employment conditions in the industry are tight. The
Bureau of Labor Statistics shows that the unemployment rate in
the industry has declined to 3.9%, and there were 353,000 job
openings in May.* Between February and May 2024, average

hourly earnings for construction works rose from $37.57 to $38.06,

which translates to 3.9%. However, gains among production and

nonsupervisory employees were much more muted.

SUICIDE

One very disturbing trend involves high suicide rates among
construction workers. The Centers for Disease Control and
Prevention (CDC) reports that male construction workers commit
suicide at rates significantly higher than the general population. In
2021, the average suicide rate per 100,000 was 32 for males and
eight for females, but in the construction industry those rates
were 56 and 10.4, respectively.® These rates appear to be
increasing.*® Indeed, construction workers are five times more
likely to die from suicide than jobsite accidents.®” This ratio may
actually be an undercount as workers may commit suicide in ways
calculated to appear as accidents — for example by disconnecting
safety harnesses and then jumping/falling to their death.

While exact causes for high rates of construction industry suicide
are hard to pinpoint, possible causes include extended periods of
overtime work, high-pressure deadlines, time spent away from
family, drug and alcohol abuse, and other job pressures.*®3¢ Also,
many construction workers are veterans who suffer from high

rates of post-traumatic stress disorder that can lead to suicide.*

Employers can take important steps to help prevent suicide. They
can institute suicide prevention programs, some of which have
been developed by industry organizations like the Construction
Alliance for Suicide Prevention.*® (Note: Gallagher does not
endorse any particular program or organization.) Short of
instituting such a program, managers should be encouraged to
listen to employees and provide accommodations to those
suffering from acute stresses, such as divorce or the loss of a loved
one. Suicide prevention can be integrated into toolbox talks, and
employers can post jobsite information about the Suicide & Crisis
Lifeline (available by calling 988) or the Crisis Text Line (text
HELLO to 741741).
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Heat safety regulations

OSHA has proposed new safety regulations to protect workers
from heat hazards. The regulations require employers to develop a
heat injury and illness prevention plan when exposed to a heat
index greater than 90 degrees. The regulations generally require
contractors to ensure that workers can remain hydrated, are
trained in heat hazards, and are able to rest and take advantage of

shade.” While these match many existing practices, there is
concern that these regulations do not address differences in

regional conditions.



Trending markets: power, HVAC, and water

The booming data center market is driving increased activity and
innovation in both electrical generation and HVAC markets. Data

centers consume huge amounts of power, and companies owning
many of these data centers want to reduce their carbon footprint

while maintaining a highly reliable flow of energy.

Unfortunately, many carbon-free energy sources, like wind and
solar, suffer from a reliability problem in that they only work when
the sun shines or the wind blows. Accordingly, they need to be
supplemented with other energy sources that can rapidly meet
demand — a need traditionally met with carbon dioxide-
generating natural gas-fired power plants. Many tech companies
are trying to feed their data centers with nuclear power to meet
the need for reliable power while reducing their carbon imprint.*?
Because nuclear resources are limited, these efforts just shift other
consumers to carbon-generating sources, which doesn’t result in a

positive net impact on carbon dioxide emissions.

To address these issues, a company has recently broken ground
on a 345 MW sodium-cooled nuclear reactor that will utilize
molten salt energy storage to supply extra generating capacity
when wind and solar are not enough.** As designed, the nuclear
portion of the plant will supply a constant amount of power. When
generating capacity is not needed, energy will be diverted into
liquid salt storage. When excess capacity is required — for
example, on a cloudy day when solar power is not being
generated — stored energy from the liquid salt storage will be
diverted to create 100-500 MW of power for up to 5.5 hours.*

Fusion energy is also getting renewed interest. Fusion creates
power the same way that our sun creates it — by converting
hydrogen into helium.* While fusion technology is still in its
infancy, one such plant is currently in the design phase and a
power purchase agreement has already been signed by another
fusion start-up. Several companies have raised large sums of

money to invest in research and new plants.*

About 35% of the average data center’s power consumption
goes to HVAC and cooling systems.* Computer room air
conditioners are highly specialized to address intense heat loads
and need to be specifically maintained.*® They must also
maintain relative humidity within strict parameters and be
designed with redundancy in mind.*® The market for such
systems is currently estimated at $13.5 billion, but is expected to
grow at a compounded rate of 13.8% and become a $30.2 billion
market in 2031.

Another market trend to watch is the continued strength in water
infrastructure. Water, particularly in the West, is in short supply,
giving rise to a variety of projects. The city of Corpus Christi,
Texas, is embarking on a $758 million seawater desalination
plant.*® In the Colorado River basin, several states are working on
wastewater reuse — turning sewage into potable drinking water.”
Water supply is a worldwide problem, and there is estimated to be
a 2.2 trillion gap in spending over needs between 2019 and 2039.>
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Conclusion

The market continues to evolve, presenting new risks and new opportunities.
At Gallagher, we are ready to provide you with the resources necessary to
address those risks and seize those opportunities.
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