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As we reach the midpoint of 2023, a number of new trends have emerged in the industry, along with the

continuation of older trends.

TIGHTENING CREDIT MARKETS

Since the failure of Silicon Valley Bank (SVB) on March 10,
2023, we have seen multiple projects canceled when banks
have withdrawn funding. There are three large drivers for
banks to withdraw this funding. First, many regional banks
that provide construction financing are hoarding cash to
protect against possible bank runs like the one that caused the
SVB collapse.! Second, increased interest rates have enticed
depositors to move funds from bank accounts paying almost
no interest in better-paying options, thereby reducing the
funds available for banks to make loans. Third, banks and
others are increasingly concerned about the health of their
commercial real estate (CRE) loan portfolios — particularly

in the office market.

Gobler, Erin. “What Happened to Silicon Valley Bank?,” Investopedia, 01 May 2023.

This tightening has manifested itself in increased CRE loan
costs and loan-to-value ratios. In the fourth Quarter of 2022,
loan costs increased 44.8% over the prior quarter.? In 2023, the
average loan-to-value ratio dropped to 51%.° Lower
loan-to-value ratios force investors to invest more of their

own funds into projects, which can limit the size and number
of projects. Compounding the problem is that through April
2023, corporate bankruptcies reached the highest number
since 2010.# These corporations included anchor stores, which

rented large amounts of space.

While we have seen new projects being pulled from
contractors, new projects are also being downsized and
delayed in the design phase.> Accordingly, we can expect

to see fewer projects being bid on in the coming months.
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MARKET ROTATION

At the end of last year, Associated Builders and Contractors
(ABC) was reporting a record-high backlog of 9.2 months, but
this softened considerably through March when the backlog
dropped to 8.7 months.® This rebounded in April but it was
entirely due to infrastructure spending, as backlogs in
commercial, institutional and industrial markets continued

to slide.

Despite the slide in overall backlogs, we are still seeing strong
markets in the multifamily sector, surprising strength in retail, and
only a slight softening in industrial space.” The weakest demand
is in office space, especially in B- and C-class buildings.? As of
May 22, 2023, Kastle Systems reported average office occupancy
of only 49.3% among ten cities surveyed, with the highest

occupancy in Houston at 61% and lowest in San Jose at 39%.°

As workers push back against the return to the office,
employers have adopted hybrid models, reducing the amount
of space they need, resulting in office tenants giving back office
space and renewing leases with less space. Landlords are
responding by repurposing existing space. More than 12 million
square feet of office space was converted to other uses in 2022,
and an additional 20 million square feet are expected to be
converted in 2023.° About a third of those conversions were to
apartments." But there are other uses. For example, as we saw
an astronomical demand for medical centers and people
seeking care in countless places throughout the pandemic,
there is consideration and planning to convert vacant or
underutilized properties to outpatient care and outpatient
surgical centers to support the rapidly evolving health system.”

There are a number of challenges that come with re-purposing
office space. For example, in concrete structures, decks will
need to be core-drilled for additional plumbing and HVAC work.

This requires extensive work to identify the location of each PT
tendon, and to coordinate the location of various fixtures with
those tendons. These issues are unique to each building, and
parties planning on such repurposing will need to consider
these challenges when obtaining builder’s risk and other
insurance. Repurposing is not limited to office space.

Converting office to housing is gaining speed and one California
assembly member has introduced a bill.”* The bill would:

* Prevent local governments from blocking or delaying
office-to-housing projects through special permitting
processes, design and planning reviews, or appeals.

* Require conversions to be allowed in all areas regardless
of local zoning laws.

* Require planning departments to respond to conversion
applications within 90 days of submission.

« Limit development fees on conversion projects.

* Require that all conversion projects set aside dedicate 10%
of housing units for low- or middle-income residents.

Additionally, former retail locations are being converted to
new uses. With most people using online facilities for their
purchases, malls and shopping centers are rapidly evolving
from pure shopping uses to other uses involving activities
and experiences. Larger closed stores are being turned into
pickleball facilities.” Other space is being converted into
simulated skydiving and golf facilities.” Quick service
restaurants (QSRs) and coffee shops are also taking over

a lot of space.®

Although re-zoning is often a problem, mall department stores
have been converted into multifamily residential units.” The
upshot is that contractors specializing in tenant improvements
may find opportunities to re-purposing space for new uses.
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CONTINUED CONSTRUCTION LABOR AND ENGINEERING
TALENT SHORTAGES

We are continuing to see a labor shortage impacting project
delivery. In fact, ABC predicts that 546,000 new workers are

needed to fill construction demand in 2023.%®

One sub-sector of the labor shortage involves historic trade
work. More than 40% of all US buildings were constructed more
than 50 years ago, and renovation of such buildings may qualify
as historic preservation.”” This, however, requires craft workers
trained in historic building techniques. Historic restoration work
generates 165,000 jobs each year and it is estimated that the
industry needs to add 10,000 workers per year with historic
trades training.?®

The labor shortage is not limited to construction workers, and
the American Council of Engineering Companies is lobbying
Congress to expand H-1B Visas to allow international students
obtaining advanced engineering degrees in the US to stay here
to help fill that demand.?’ Indeed, lack of design talentis a
significant constraint on green building and is causing some
design firms to be more restrictive in what green projects they
are taking on.?
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No other construction industry is facing a more pronounced
gap in available workers than infrastructure.” According to
Forbes, over 40% of the current US construction workforce is
expected to retire over the next decade. To compete with other
industries, the construction industry continues to evolve to
appeal to a younger and more tech-savvy generation by
engaging in advanced digital technology. In addition to
technology, the next generation of workers is looking for
well-being benefits and makes this one of the key criteria when

applying for new jobs.?

We see this labor shortage driving many other industry trends
as companies look for ways to replace labor. This includes
increased use of robotics to perform repetitive tasks, such as
bricklaying, painting, and rebar installation and tying. We also
expect to see more modular and prefab construction, and faster

growth in 3D-printed concrete.
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CONSENT AGREEMENTS

With banks tightening their lending standards, parties
contracting with the owners need to be more attentive to
consent agreements. Lenders usually require the project owner
to obtain consent agreements from designers and contractors,
pursuant to which the designer and contractor consent to an
assignment of their contracts with the owner to the lender in
the case of foreclosure. These agreements are often presented
after the contract has been finalized, and the designer or

contractor has already started work.

These agreements often contain terms modifying the
underlying design and construction contracts if the lender takes

over. These modifications can include items like:

« Transfer of ownership of plans and specifications to the owner.

* Release of any claims against the lender for amounts not paid
by the owner prior to the assignment.

» Agreements making the lender a third-party beneficiary to the
underlying contract. This allows the lender to file a suit against
you for alleged breaches of the underlying design or
construction agreement.

» Waivers of certain contact rights and the right to lien the project.

Because these agreements can significantly affect the contract
rights, designers and contractors should include language in
their contract agreeing to sign consents only if there are no
material modifications to the underlying agreement. They must

also review consent agreements carefully before signing.




ARTIFICIAL INTELLIGENCE (Al)

In November 2022, Open Al released ChatGPT for testing to

the general public.> Earlier Al models could identify patterns,

and make classifications and decisions based on those patterns,

but ChatGPT and other “Generative Al” can develop new
content.? For example, earlier versions of Al could look at
pictures of different animals and distinguish a dog from a horse
but could not create a picture of either animal. Generative Al
can now generate a picture of an imaginary horse based on the
common characteristics it identified in pictures of real horses.

Generative Al is trained through a review of existing data.
Indeed the “P” in ChatGPT stands for “Pre-trained,” and
ChatGPT was trained to recognize word patterns from a large
amount of text so that it could predict what the next word in a
sequence might be.?” Generative Al will accordingly be useful in
design and construction only to the extent the program has
access to sufficient data. With this data, however, both
traditional machine learning and Generative Al can radically
change the construction industry —much in the way that
Building Information Modeling (BIM) (a form of Al) replaced
blueprints with 3D models.

Water provides one of the most promising areas of design and
construction Al applications. Plumbing failures cause about
50% of all builder’s risk claims, but smart water systems can
catch leaks quickly, reducing the loss.?® One user reported a
10% reduction in builder’s risk insurance premiums from using
such systems.?® Once these systems are installed, they can also
reduce water damage in completed buildings and be used to
monitor water usage to detect waste.

“What is generative Al?,” McKinsey & Company, 19 Jan 2023.
*1d.

In architecture, Generative Al can use algorithms to create and
then test hundreds or thousands of alternative designs against
metrics identified by the architect.** One potential benefit of
Al design is that it can reduce risks by identifying incompatible
materials or systems.* Because current Al is used to measure
designs against specified metrics, it currently can also be used
to help design for energy efficiency, greater accessibility and

safety and better traffic flow.*

Since Generative Al is based on patterns, it should soon be able
to generate new designs based on existing models. For
example, using a database of Frank Lloyd Wright designs,
architects could use Generative Al to design a house in the style
of Frank Lloyd Wright for a specific site.

While humans will still be needed to direct what is generated,
establish parameters and metrics, and vet the resulting product,
Generative Al holds the promise of releasing humans from the
need to perform much of the “grunt work” used to generate
actual designs. We expect to see rapid adoption of Generative
Al 'in the design space to counter the shortage of design talent
described above.
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NET ZERO STANDARDS

Many private developers insist on Leadership in Energy and
Environmental Design (LEED) certification because it has
become a commonly accepted certification of “greenness,”
so that LEED-certified projects tend to command higher sales
prices.* Many clients are also seeking net zero projects,
where the project produces as much energy from green
sources as it consumes, but there has been no widespread,
commonly accepted certification for net zero, similar to the
LEED certification.

That may be changing as the American Society of Heating,
Refrigerating and Air-Conditioning Engineers (ASHRAE) has
recently published the ANSI/ASHRAE Standard 228-2023,
Standard Method of Evaluating Zero Net Energy and Zero Net
Carbon Building Performance.** This standard is currently on
continuous maintenance, and will likely evolve as users apply
it—much in the way that the US Green Building Council
(USGBC) modified LEED standards early in the process to
identify better approaches. Soon, however, we could see net

zero certification based on a matured version of the standard.

Net zero facilities generally use on-site energy sources, like solar
panels and geothermal wells to balance out the energy received
from external sources. One significant development

in the ASHRAE process is that it addresses sites that cannot
produce sufficient renewable energy by evaluating external
energy sources, including energy used in the extraction and lost
in transit to the site.* Accordingly, it is possible that the
developer of a new project on a small site will be able to achieve
net zero certification by using solar panels on adjacent or
nearby sites.

*“ESG in Construction,” Engineering News-Record, 3 Feb 2023.

While contractors are familiar with using adjacent sites for
staging, construction across both the owner’s site and adjacent
sites for installation of such panels will create new risks that will

need to be addressed.

Another factor impacting green construction is the Inflation
Reduction Act of 2022, which included $369 billion in spending
for America’s energy system and similar investments through
the 2021 Infrastructure Law.*® Much of this money is devoted

to reducing greenhouse gas pollution in power generation,
industrial processes, buildings and transportation. This is
already having an impact as the increased backlog identified by
ABC in April 2023 is entirely due to infrastructure spending.

Because of the highly nuanced nature of this market, it is
imperative that you are working with an insurance broker who
specializes in your particular industry or line of coverage. Due

to the variability that we’re seeing in this market and specific
account characteristics, your individual situation may vary from
others. Gallagher has a vast network of construction specialists
who understand your industry and business, along with the best

solutions in the marketplace for your specific challenges.

34“ASHRAE Publishes First Zero Net Energy and Zero Net Carbon Standard,” ASHRAE, accessed 12 June 2023.

*Id.

% “The Inflation Reduction Act Drives Significant Emissions Reductions and Positions America to Reach Our Climate Goals,” US Department of Energy, Aug 2022. PDF download.



https://www.enr.com/articles/55852-esg-in-construction
https://www.ashrae.org/technical-resources/bookstore/ansi-ashrae-standard-228-standard-method-of-evaluating-zero-net-energy-and-zero-net-carbon-building-performance
https://www.energy.gov/sites/default/files/2022-08/8.18%20InflationReductionAct_Factsheet_Final.pdf

INCREASE IN THE PRICE OF LUMBER

With the wildfire season coming, we're already seeing lumber
prices rise in Canada. Canada is the world’s second-largest
softwood lumber producer, and the above-average number

of fires have destroyed at least 9.9 million acres. Sawmills and
harvesting activities have temporarily closed, and workers have
been layed off until it’s safe to resume production.?” This

decrease in operations is causing prices to increase.

Much like Canada, the price of lumber in the US is also rising.
This price increase is mainly due to the fact that lumber has
become less available due to taxes and natural disasters.
There is also a housing shortage currently going on in the US,
so there is a constant need for lumber and additional wood
products.*® With there being a low supply and high demand

for lumber in the US, this will be a tough season in the future.

With there being a low supply and high demand for lumber
in the US, this will be a tough season in the future. Be sure to

prepare by adding Escalation Clauses in your contracts. Contact

your Gallagher representative for more information on three
escalation clause suggestions that have been drafted
for prime contracts with the project owners or developers.

Contractors can either include the appropriate clause directly
into the prime contract itself, or incorporate it into the
guaranteed maximum price (GMP) or lump sum price
amendment later (assuming price is not set at the time the

prime contract is signed).

The escalation clauses are generally the same with a few
key differences:

1. The first escalation clause is tied to only certain
specific items,

2. The second applies to all materials and equipment,

3. The third while is a global clause that would apply to all

items, including materials, equipment, services and labor.

Please note: Before inserting any of these clauses into a
contract, the language of that clause may need to be adjusted

to reflect the terminology used in the subject prime contract.

$Meredith-Miller, Brittney. “Canadian wildfires affect air quality. lumber production,” Property Casualty 360,13 June 2023.
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WE DO MORE THAN HELP PROTECT YOUR BUSINESS.
WE HELP BUILD IT.

To learn more about Gallagher’s Construction practice,
visit ajg.com/construction.
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