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Summary

Input price inflation in the sector has been decreasing
steeply and most prices for building materials are now

falling in y/y terms.

Sectoral output and other
high frequency indicators
(such as sand and gravel sales)
performed poorly in 2023 and
2024 year to date
but the outlook

is a bit more
encouraging.

The British economy has
come out of recession in Q1
2024 and confidence indicators
hint that real GDP growth as
well as construction sector
activity will accelerate in H2
2024 and 2025.

The upcoming elections
create additional uncertainty;
Labour has pledged to spend
more on infrastructure and
achieving climate goals but it is
unclear how these measures
are financed.

&

Employment in the sector
has remained stable but
the number of vacancies has
dropped; nominal wage
growth is one of the
weakest out of all

industries surveyed.

Anticipated

interest rate

cuts will help to

stimulate building

activity but this

effect will be small

in size and be felt with a delay.

Credit risk in the sector
remains high: the number
of business failures has risen
in the past three

years and payments
performance has also
deteriorated.

The outlook is somewhat brighter but construction companies have
generally seen a deterioration of their balance sheets over the past years
and refinancing conditions (despite the anticipated rate cuts) will remain

challenging.




Key trends in 2024 to date

Inflation

Positively, inflation remained on a downward trajectory in 2023 and in the
first months of 2024. According to data from the Office for National Statistics
(ONS), the year on year (y/y) increase of the consumer price index came in

at 3.0% in April 2024, down from the 41-year high of close to 10% in late
2022,
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' https://www.ons.gov.uk/economy/inflationandpriceindices/timeseries/I550/mm23


https://www.ons.gov.uk/economy/inflationandpriceindices/timeseries/l55o/mm23

Meanwhile, the UK construction
sector has seen above-average price
increases in 2021-22, followed by a
stronger correction from early 2023
onwards. Between June 2021 and
February 2023, construction material
prices increased by double digits in
y/y terms, averaging a very high 23%
in the twelve months to July 2022.

Positively, after having peaked at
26.8% in June 2022, construction
materials price inflation has
moderated substantially, falling into
deflation territory in mid-2023. Latest
available data for April 2024 shows
another 3.1% y/y drop. While not all
of this is welcome news (the sectoral
slowdown has also driven prices

|-

lower), it helps construction sector
companies to reduce their cost base
and thereby increases affordability.
Problematically, there are a few
outliers to this positive trend: several
product groups still recorded double
digit price increases in the twelve
months to April. Worst performers
were pipes and fittings (up by 19.3%
y/y), followed by metal doors and
windows (+17.7%) and gravel, sand
and clays (+11.3%)2.

2 https://www.gov.uk/government/statistics/building-materials-and-components-statistics-may-2024/

construction-building-materials-commentary-may-2024




Output

Latest data releases from the ONS
indicate that construction had a bad
start into 2024. Sectoral output has
fallen by 2.2% in the three months to
April, compared with the November
2023 to January 2024 period®. This

is the sixth consecutive drop in the
three-monthly series*. Out of the
nine building sub-sectors covered

by the ONS, seven reported an

output drop in April with private
housing new work (minus 4.4%)
and private housing repair and
maintenance (-2.5%) being the
worst performers. The unusually
wet spring also contributed to the
sector’s disappointing performance
but most of it is due to the lacklustre
macroeconomic backdrop, high
interest rates and difficult access to
finance (which are all weighing on
building activity).

UK Monthly All Construction Work Output Index (seasonally adjusted,

volume terms, y/y change in %)
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3 https://www.ons.gov.uk/economy/grossdomesticproductgdp/bulletins/gdpmonthlyestimateuk/

april2024#the-construction-sector

4 https://www.ons.gov.uk/businessindustryandtrade/constructionindustry/bulletins/

constructionoutputingreatbritain/april2024#construction-in-great-britain-data




Other indicators mirror the
underwhelming output figures in
the British construction sector. Sand
and gravel sales have fallen for six
consecutive quarters now; latest
figures show a 17.8% y/y drop in Q4
2023 and an additional 14.4% vy/y fall
in Q1 2024. Bricks production in the
UK has also been on a downward
trend for quite some time. Having
contracted for seven quarters in a
row, Q4 2023 saw a 32.1% v/y fall,
followed by an even bigger drop in
January-March 2024 when output
shrank by 41.6%, the sharpest

contraction since Q2 2020 (when the
first Covid lockdown caused severe
disruptions).

Simultaneously, concrete blocks
production is also on a downward
trend: having fallen for two years in a
row now, January-March 2024 saw

a steep 29.3% y/y drop, the worst
performance since Q2 2020. Lastly,
ready mixed concrete sales have also
contracted (in y/y terms) for the past
two years. Latest figures show a
8.8% fall in October-December 2023,
followed by a 22.1% drop in the first
quarter of 2024.

UK Gravel and Sand Sales, Ready Mixed Concrete Deliveries, Bricks
and Concrete Block Production (y/y change in %)
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Labour Market (Vacancies, Wages) The construction sector was not

Construction remains an important
sector of the British economy.
According to the ONS, the industry
employed 6.0% of the UK workforce
in March 20245% and generated 6.1%
of total gross value added in the
country in Q1 2024°¢. Generally,
labour market conditions in the

UK have deteriorated slightly over
the past quarters: unemployment
increased, nominal wage growth
slowed down and the number of job
vacancies dropped as the country fell
into recession in Q4 2023.

immune to this downturn. The
number of jobs in the industry has
remained roughly stable over the
past year but is down from 2.32m
before the pandemic to 2.22m in
January-March 2024. Meanwhile,
the number of vacant positions in
the sector has dropped from an all
time high of 49,000 in January-March
2022 to 39,000 in March-May 2024.
Simultaneously, the vacancy rate
(measuring the amount of vacant
positions per 100 employee jobs)
has moved lower in the above-
mentioned period: from 3.1 to 2.6,

5 https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/employmentandemployeetypes/

datasets/workforcejobsbyindustryjobs02

5 https://www.ons.gov.uk/economy/grossdomesticproductgdp/datasets/ukgdpolowlevelaggregates



https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/employmentandemployeetypes/datasets/wo
https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/employmentandemployeetypes/datasets/wo
https://www.ons.gov.uk/economy/grossdomesticproductgdp/datasets/ukgdpolowlevelaggregates

which is roughly in line with the
national average of 2.8. Nonetheless,
compared with Q4 2019, the last
reading before the outbreak of the
Covid pandemic, the labour market
remains tight. Back then, there were
only 26,000 vacant positions in the
UK construction sector, equivalent to
a vacancy ratio of 1.7.

Furthermore, wages in the sector
are still rising, albeit by a much
smaller pace than a year ago and
also below the national average.

For the country as a whole, nominal
weekly earnings growth in January-
April 2024 averaged 5.7% y/y while
in the construction sector, the
corresponding reading stood at 2.5%
only. As inflation came in above this
reading (moderating to still 3.0%

in April), real wages in the sector
continue to fall. The January-April
2024 earnings growth rate is down
from 4.7% a year earlier (which, back
then, also undershot inflation)’.

Vacancies and Vacancy Ratio in the UK Construction Sector
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7 https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/earningsandworkinghours/datasets/

averageweeklyearningsbysectorearn02



https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/earningsandworkinghours/datasets/avera
https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/earningsandworkinghours/datasets/avera

Outlook

While sectoral performance in

2023 and 2024 year to date has
been lacklustre, the outlook is
somewhat brighter, caused by a mix
of higher macroeconomic growth,
lower interest rates and improved
confidence. That said, the general
election in July is causing additional
uncertainty for the wider economy.

Macroeconomics

Positively, the British economy

has pulled out of recession in Q1
2024 when real GDP expanded by

a surprisingly strong 0.6% quarter

on quarter (g/q) or by 0.2% v/y.
Admittedly (and as mentioned
above), construction has not seen any
improvement yet and output fell by
0.9% qg/g and 0.7% vy/y®.

Encouragingly, the IMF has recently
upgraded its 2024 UK real GDP
growth forecast (from 0.5% to now
0.7%) and forward-looking indicators
point towards a brighter second half
of the year. Purchasing Managers’
Indices (PMI) in the British service
and the manufacturing sectors

have improved in recent months

and the corresponding reading in
the construction sector has also
been on a generally upward trend
since last autumn. In May 2024, the
construction sector PMI (compiled
by S&P Global) came in at 54.7
points, above the neutral 50-points
line that divides sectoral expansion
from contraction for the third straight
month and the best reading in two
years®.

UK Construction Sector Purchasing Managers’ Index
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8 https://www.ons.gov.uk/economy/grossdomesticproductgdp/bulletins ghttps://www.ons.gov.uk/econom

grossdomesticproductgdp/bulletins/gdpfirstquarterlyestimateuk/januarytomarch2024

% https://www.pmi.spglobal.com/Public/Home/PressRelease/a8c230b6fdf04a72a24f84c1dd3b4c79



https://www.ons.gov.uk/economy/grossdomesticproductgdp/bulletins/gdpfirstquarterlyestimateuk/januarytomarch2024

For the first time since May 2022,
all three monitored sub-groups
(residential building, commercial
building, civil engineering) were

in growth territory. Positively for
the outlook for the second half

of the year and early 2025, new
order inflow remained in growth
territory for the fourth month in a
row, indicating a more solid pipeline
for construction companies. The
purchasing activity and employment
sub-indices also improved in May.
Although PMI survey respondents
reported improving supply chain
conditions, anecdotal evidence paints
a slightly more negative picture.

A number of contractor-failures in
recent months has lead to delays on
contracts, sending some projects
back to the drawing board.

Anticipated interest rate
developments will probably also
support sectoral performance

going into next year. In its latest
assessment, the IMF has suggested
that the UK key policy rate should
drop from the current level of 5.25%
to 3.50% by the end of 2025 .
Markets expect two interest rate
cuts by the Bank of England before
the end of 2024, thereby reducing
companies’ refinancing costs as well
as mortgage rates somewhat.

0 https://www.bbc.com/news/articles/cldd6x6gglxo

Despite the much-awaited interest
rate cuts and the broader economy
set to switch into a higher gear, trade
bodies in the construction sector are
rather cautious about the remainder
of 2024. For the year as a whole, the
Construction Products Association
(CPA) expects UK construction sector
output to drop by 2.2%. As the
number of houses built has dropped
by 20% y/y in Q1 2024, according to
the National House Building Council®,
housing delivery in England is on
track to fall to the lowest level in a
decade, according to estate agent
Savills™. Scaled back land buying

has also had a negative effect on
building activity. While increasing
building starts will be a priority

for the incoming government, it
remains unclear how this goal can be
achieved. Positively, the CPA is more
upbeat about 2025-26: according to
their latest forecasts, construction
sector output will grow by 2.1% next
year, followed by an even higher
3.6% in 2026.

" https://bmmagazine.co.uk/news/new-homes-built-in-the-uk-in-2024-plunges-by-fifth-in-blow-to-

government-house-building-targets

2https://www.savills.co.uk/research _articles/229130/359081-0
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https://bmmagazine.co.uk/news/new-homes-built-in-the-uk-in-2024-plunges-by-fifth-in-blow-to-governme
https://www.savills.co.uk/research_articles/229130/359081-0 

Politics and Regulatory
Environment

The incumbent government's
decision to hold a snap election

on 4 July is complicating the

outlook for the construction sector
somewhat. All polls indicate a

victory of the Labour Party, bringing
an end to 14 years of increasingly
erratic Conservative-led rule. The
ramifications of such a change

in government are impossible to
guantify at the moment and things
will become clearer once a new
administration has taken office. In its
election manifesto, Labour foresees
significant investment in green
energy and technologies, promises to
build 1.5m homes over the next five
years and announces the introduction
of a Warm Homes Plan (which will
increase demand for insulation)

as well as a mortgage guarantee
scheme which is aimed at supporting
first time buyers.

The Labour Party also intends to
create a new body, the National
Infrastructure and Service
Transformation Authority which will
oversee a ten-year infrastructure
investment strategy. Improving rail
connectivity in the north of England,
fixing potholes quicker and better
preparing for natural disasters are
measures that could all lead to higher

public infrastructure investment
(more hospitals and schools also
feature on the list). While the
response from trade bodies was
largely positive, the Royal Institution
of Chartered Surveyors again
highlighted the need for planning
reform and speeding up decision
making. In addition, it remains
unclear how large parts of Labour's
campaign promises will be financed
as the underlying assumptions (such
as revenue generation stemming
from cracking down on tax evasion)
look overly optimistic'®.

Regardless of the outcome of the
election, ESG topics will continue
to feature heavily in the sector’s
in-tray. Net zero requirements are
unclear (Labour has abandoned
previous targets in early 2024) but it
is evident that UK construction will
need to invest heavily and reduce
its carbon footprint over the next
decade. With banks increasingly
attaching environmental conditions
to their loans, this is adding another
layer of complexity and paperwork,
especially for SMEs. That said, those
companies adapting to the changing
operating conditions can access
new markets, experience higher
demand for green services and
products and can also (hopefully) rely
on government funding to finance
required investment.

'3 https://www.pbctoday.co.uk/news/planning-construction-news/labour-2024-election-manifesto-promises-

1-5m-new-homes-england/140527,



https://www.pbctoday.co.uk/news/planning-construction-news/labour-2024-election-manifesto-promises-1
https://www.pbctoday.co.uk/news/planning-construction-news/labour-2024-election-manifesto-promises-1

Credit Risk

Historically, business failure risk in
the sector has been high, due to a
combination of small profit margins
and fixed price contracts which left
construction companies unable to
pass on unexpected input price
increases to customers. As a result,
the sector is overrepresented in

UK insolvency figures: although
construction companies only
accounted for 13.8% of all
registered companies in the UK,
they are responsible for 17.4% of
all insolvencies in the country™.
Unfortunately, sectoral insolvency
figures have been rising for three
years in a row now (+5.2% in 2023)
and they are more than a third above
the 2019 reading, the last annual
data point before the outbreak of the
pandemic. Worryingly, the number
of sectoral failures is now on the
highest reading since the global
financial crisis in 200975,

™ https://bcis.co.uk/news/construction-insolvencies-

latest-news/
s https://www.gov.uk/government/collections/
company-insolvency-statistics-releases



https://bcis.co.uk/news/construction-insolvencies-latest-news/ 
https://bcis.co.uk/news/construction-insolvencies-latest-news/ 
https://www.gov.uk/government/collections/company-insolvency-statistics-releases 
https://www.gov.uk/government/collections/company-insolvency-statistics-releases 

Business Failures UK Construction Sector
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Within the construction sector,
electrical, plumbing and other
construction installation activities
recorded the most insolvencies
(23% of all construction sector
failures), followed by construction
of residential and non-residential
buildings (20%) and building
completion and finishing (also 20%).
Also problematically, several larger
construction companies had filled
for insolvency 12-18 months ago; the
ripple down effect is now fully felt
at the bottom of the industry value
chain. Meanwhile, the collapse of
smaller companies does not only
create a financial damage at their
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suppliers, it potentially also creates
long delays in completing projects.
As a conseguence, extension of time
is already becoming an increasing
problem in the sector.

Looking ahead, insolvency risk in
the sector is likely to fall in the next
quarters, albeit by a sluggish pace.
Confidence indicators are improving
and the economy will switch into a
higher gear, thereby also supporting
the sector. Interest rates should
come down, thereby helping to
increase investment in residential
and non-residential building while a
new, Labour-led government might
increase public spending.



That said, improvements are unlikely
to be sizable. Interest rate cuts will be
small and the transmission process is
slow. Many companies that have to
roll over medium- or long-term debt
will still face higher refinancing cost
as even after the anticipated rate cuts
in 2024-25, interest rate levels will be
much higher than in the 2008-2022
period. At the same time, banks have
tightened lending conditions over

the past two years, complicating
access to finance. On the fiscal policy
front, room to manoeuvre is limited
as government debt levels are high
(standing at above 100% of GDP

in late 2023) and yields have risen

as well'8. It is unlikely that public
infrastructure investment will pick

up significantly, regardless of who is
winning the July-election.

Furthermore, construction
companies’ balance sheets haves
taken a hit over the past two years,
leaving a sizable share of the sector
highly leveraged and unprotected
against the higher interest rate
environment (compared with pre-
2023 levels). Revenue growth

has often been driven by inflation,
rather than organic growth, leaving
some companies undercapitalised
for the size of projects undertaken.
In addition, large provisions for

fire safety remediation work (a
consequence of the Grenfell Tower
fire in 2017) have also had an adverse
impact on the financial health of once
profitable companies. While things
have started to improve over the
past months and quarters, it will take
some time until the damages caused
by the high-inflation environment
and the recession will disappear
completely.

'8 https://www.ons.gov.uk/economy/governmentpublicsectorandtaxes/publicspending/bulletins/

ukgovernmentdebtanddeficitforeurostatmaast/december2023

7 https://www.constructionnews.co.uk/financial/major-contractors-admit-they-pay-20-of-invoices-

late-15-08-2023/



Lastly, poorer payments performance
in the sector is also causing problems
again. According to a 2023-study,
large construction companies in the
UK pay around 20% of their invoices
late". This is especially worrisome
for smaller companies towards the
bottom of the supply chain as they
tend to have smaller capital buffers
and rely on prompt payments.
Although the recent deterioration in
B2B payments performance is only
a normalisation towards pre-Covid
levels (the sector always had a poor
payments performance, compared
with most other parts of the British
economy), working capital cycles
often have not adapted to the
changing pattern yet. This is adding
to the elevated credit risk levels for
the foreseeable future.



Contact us

Leicester

New Business Team
The Grange

Rearsby

Leicester LE7 4FY

Tel: +44(0)1664 423 333
creditsales@tmhcc.com

Dan Forrester

The Grange

Rearsby

Leicester LE7 4FY

Tel: +44(0)1664 423 333
dforrester@tmhcc.com

A member of the Tokio Marine HCC group of companies

London

Ray Massey

Fitzwilliam House

10 St Mary Axe

London EC3A 8BF

Tel: +44(0)20 7680 2939
rmassey@tmhcc.com

Shane West

Fitzwilliam House

10 St Mary Axe

London EC3A 8BF

Tel: +44(0)20 7680 2954
swest@tmhcc.com

-

!‘qu

Ireland W91

3538 7451 (01]0)

Tokio Marine HCC is a trading name of HCC International Insurance Company plc. HCC Insurance
Holdings, Inc. is an international insurance holding company and a leading specialty insurance
group since 1974, based in Houston, Texas, with offices across the US, Bermuda, England, Ireland
and Spain. An affiliate of HCC Insurance Holdings, Inc., HCC International Insurance Company

plc is authorised by the Prudential Regulation Authority (PRA) and regulated by the UK Financial
Conduct Authority and PRA. Registered in England and Wales No. 01575839. Registered office: 1
Aldgate, London EC3N 1RE, United Kingdom. HCC is rated A+(Strong) by Standard & Poor’s and
A++ (Superior) by A. M.

Best Company.

Information detailed within this marketing material is for promotional use only and does not
constitute advice or fact. Any reliance upon such information shall be at your sole risk.

Construction Report 100982 *06/2024 tmhcc.com



