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“Alice had got so much into
the way of expecting nothing
but out-of-the-way things to
happen, that it seemed quite
dull and stupid for life to go on
in the common way.”
Alice
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Executive summary

Through the looking-glass
We are living in a very different world
now, one in which the Prime Minister
and some of her MPs are voting
against the deal they negotiated. It is
a parallel universe in which anything
can happen, from the absurdities
of Brexit to the shutdown of the
world’s largest economy. It is a mirror
image of the past: a nation seen as
pragmatic and stable, with a ‘RollsRoyce’ government, has lurched into
well-documented chaos.
The Gordian Knot of Brexit shows no
sign of loosening, even as 29 March
fast approaches, with amended deal,
no deal and delay to deal all possible
outcomes, with many sub-plots in
and around these scenarios.

It’s a wide world
It is easy to forget that there are
challenges in the wider world outside
Brexit: lower growth in China; trade
wars; high global debt levels and
volatility in emerging markets; a
looming recession in the Euro area;
paralysis in the USA; and so on. The
world has become more non-binary,
where the drivers of economic
success are not only many, but
capricious.
This means that actively controlling
what you can, being aware of the
effects of changes, tracking them
constantly and being ready to alter
course, are all critical contemporary
ingredients of doing business.

On the bright side
This non-binary landscape also
means that there just might be an
upside – partly because the fatigue
and confidence-sapping nature of
Brexit uncertainty will be replaced
by a way forward, whatever and
whenever that may be!

and other systems – even our
construction industry.
Before that, we can only hope
that the government can return to
governing as quickly as possible,
investing in infrastructure and in the
construction industry, through a step
change in apprenticeships, training,
diversity of labour force, and many
other things (which the Construction
Leadership Council is looking to
address).
Whilst the government continues
to be preoccupied with Brexit,
some real estate decisions are
being delayed and contractors are
trying to eke out ‘real’ projects, with
long-term income. London is still
attracting international money, and
foreign funds are circling the Capital,
waiting for opportunities to invest,
particularly if exchange rates again
move in their favour. The question
is: how and when this will turn into
construction work?

The here and now
For now, the cloud of Brexit looms
over the construction industry and
construction bidding, causing an
inconsistency in pricing across tiers
and between trades. For the most
part, sharpened responses are mixed
with caution – rightly so, given
the continuing financial headlines
(Interserve, Kier, etc) – but there are
worrying instances of aggression
in tendering approaches. Clients
and their teams must be absolutely
resolved and agreed in appointing on
the basis of value, robustness, people
and behaviours.

On balance, we believe that input
cost pressures will outweigh
the supply chain’s ability to trim
margins – against a background of
resource constraints and structural
Long term it may be that, whether
inefficiencies that are underpinning
viewed as a mistake or not, Brexit
a chronic problem with productivity.
comes to signal a period of reckoning Whilst material price increases may
for the U.K., prompting overdue
have calmed compared to last year,
structural changes in our political
certain items (such as steel and
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Tender price inflation (TPI):
London and the South East

timber) are rising. Labour remains
tight, with specialist trades in short
supply, and European emigration is
adding to natural losses.
Our forecast for tender price
inflation in London and the SouthEast is 2% for 2019, and again for
2020, reverting to a refined longterm average of 2.75% thereafter.

Plan and focus
As we have always said, setting up a
project properly and executing the
simple things consistently well, will
have a greater impact on the ultimate
price of a construction project than
any drivers of inflation. This is an
agenda that we are pursuing outside
of these market reports.
In the current disorderly
environment, it is vital that project
commercials are planned fully, with
a focus on controlling what can be
controlled and clearly assessing the
risks of what is less certain, with
concise sensitivity analyses and
workable mitigation strategies. The
last section of this report offers a
summary of the focus required to
mitigate the possible impacts of
Brexit.
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Never mind Brexit
Key topics of concern

Whilst the UK’s departure from the EU rightly remains the key topic of concern, there are many
other dynamics which are adding to a non-binary mix of economic drivers.
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Debt
Debt at UK listed companies has
reached a record high of £391bn, a
growth of £159.6bn since 2011’s low.
Concerningly, debt growth is not
just limited to corporate debt; the
Money Advice Service has defined
8.3 million people as suffering from
“problem debt” and 22% of adults
have less than £100 in savings.
The Bank of England warned that
consumer borrowing has increased
to levels last seen during the 2008
financial crisis, growing three-times
faster than annual growth in pay.

Wage
growth
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Chart 2: UK CPI and wage growth
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EY noted that prolonged periods
of zero real wage growth has led to
an erosion of savings and increased
debt which is “all coming home to
roost” and impacting consumer
confidence.
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Our last paper commented on the
increasing levels of high street
insolvencies, and disputes over CVAs.
At the end of 2018 there were signs
that online retailers are not immune
to these ills as shares in Asos fell by
nearly 38% following an update on
sales performance.

2006

Changing face of retail

Whether this return to real wage
growth is sustainable will remain to
be seen; the number of unemployed
rose by 20,000 in October and the
IHS Markit / CPIS services PMI has
fallen to a 28-month low.

2005

Asian money would seem to be
circling London real estate, despite
tightening restrictions at home,
waiting for the optimum time to
invest. To what extent, and how
quickly this creates construction
work, is a moot but critical point.

CPI had a less exciting 2018,
following rapid rises in 2017, falling
somewhat closer to the Bank’s target,
but crucially below ONS figures for
average wage growth. In October,
average weekly wages grew by
3.3%, the biggest increase since July
2008, partly helped by firms such
as Amazon increasing the minimum
wage for its 40,000 staff to £9.50
in the UK and £10.50 in London,
following widespread criticism.

Chart 1: Global office
capitalisation rates
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A return to wage growth?

2004

However, tighter controls have
emerged governing capital outflows
from China, particularly on overseas
property purchases. In the first
quarter of 2018, real estate bought
abroad by Chinese investors was
the lowest in three years. Yet,
investment from the Greater China
region is still buoyant with Hong
Kong money backing the purchase
of 40 Leadenhall Street and the UBS
headquarters in the City.

2003

The most dominant of investor
groups in London has come from
mainland China recently, the fall of
the pound creating a relative bargain.
China Daily reported that direct
investment from China into the UK
more than doubled between 2016
and 2017 to a total of $20.8bn.

There have also been some
interesting developments in retailing,
as some look to take advantage of
empty retail shells from reuse as
pop-up gyms to possible reinvention
into residential units. Amazon Go,
a self-serve retail offering which
relies on image recognition software
and artificial intelligence provides
an example of how technology will
change habits, and real estate.

2002

Asian investment
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Macro economics

A focused look at market drivers

Global investment scene
In August 2018, the American market
was declared the longest bull run
since World War Two, spanning more
than 3,453 days.
However, trade wars, protectionism,
and increasing interest rates have
led some investors to become more
nervous. 2018 was a particularly
bleak year for stock markets, with our
tracked indexes showing average falls
of between -18% to -4.5%. The price
of gold has increased by 40% since
the beginning of 2016, demonstrating
markets’ desire for ‘safe haven’
assets.

Chart 3: The fall and rise of
gold prices in 2018
Gold price
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According to the United Nations’
UNCTAD, in the first half of 2018
global FDI fell 41% to $470bn,
the lowest in 13 years, owing to
significant political reforms in US
and China. FDI flows into Europe fell
93%, but Britain managed to jump
to second in the global rankings,
receiving $65.5bn of FDI.
Whilst forecasts of global growth
remain relatively healthy, this growth
is increasingly reliant on emerging
and developing countries as growth
in advanced economies is forecast to
slow to a low of 1.5% in 2022.
A key question for the UK economy
- and construction - is whether this
growth is occurring in places which
could invest in the UK.
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Economic fortunes

Key sector output

The UK’s future economic growth
is a topic of political debate as the
UK prepares to leave the European
Union. The majority of forecasts have
been downgraded from those set
before the referendum, however none
of these forecasts suggest negative
growth.

The UK’s main economic driver is
its service industry, which accounts
for nearly 80% of GDP. Due to this
influence, it can be assumed that
any change in the sector can be
indicative of UK GDP. In the ten years
since the 2008 crash, the services
sector has seen relatively steady
recovery, yet November’s services
PMI index fell from 52.2 to 50.4,
a little above the marker for nochange.
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2015

A report by the Bank of England
recently hit the headlines as one of
its scenarios suggested that GDP
could fall by an amount greater than
in the 2008 crash. The Bank is clear
on the assumptions that led to this
scenario; that it is what could happen
under a no-deal, disruptive Brexit, not
what is likely to happen. Any analysis
of future growth for the UK will be
dependent upon the assumptions
that underpin it, especially in such a
politically fervent environment.
It is our understanding from our
analysis that GDP and tender price
inflation do hold a relationship, albeit
with a lag factor of two quarters.
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Chart 5: UK services PMI
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Low for long?
An important factor in the coming
year will be how central banks
move their base rates. Chart 4,
above shows how long the era of
cheap money has lasted. America’s
Federal Reserve was the first to start
increasing base rates in 2015 and has
continued a steady increase, whilst
the UK has made minimal changes,.
The ECB has yet to make changes to
its loose monetary policy.
A combination of increasing debt and
the prospect of increased interest
rates is a worrying scenario.
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UK economy

The construction market

Infrastructure
Infrastructure activity is expected
to grow in 2019, reaching a historic
high of £23bn in 2020. Underpinned
by Hinkley Point C and HS2, this
sector will be the main driver of
construction industry output growth,
however many of these schemes
are fragile, as shown by the recent
cancellation of Wylfa nuclear power
plant. The Construction Products
Association identified infrastructure
projects as a key concern that could
have a pronounced effect on overall
construction output.
The government’s focus on all things
Brexit is no doubt slowing decisions
on some infrastructure projects.

Residential
Although the market is more
subdued now, housebuilding and
private residential is another growth
sector. This is primarily outside
London and growth is fuelled by the
government’s Help to Buy scheme.
Prime and mass market residential
starts have been affected by a
correction or flattening of sales
prices. Set against an increase
in build cost, the GLA’s 50%
affordable housing targets, and more
generalised Brexit nervousness, the
number of units coming to market
has slowed. The BTR sector has
gained real traction with over 40,000
units under construction and a
further 60,000 in planning making
this the fastest growing sub sector,
backed by Government demand for
good quality, family rental homes.

The underlying issue for all residential
development in the Capital is
availability of sites and growing
competition for land, which is driving
up values.

Fit out

Chart 6: UK Construction PMI
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Declining business confidence
and reduced office sector output,
will impact the fit out sector. In
London, there are fewer major fit out
contracts on the horizon. The flexible
workplace sector has grown strongly
with new operators venturing into
the market - though the robustness
of the business model will receive
continued scrutiny.

May-13

Since recovering from the ill effects
of the Beast from the East in spring
of 2018, PMI continues to track above
the 50.0 market for “no change”,
although at a lower rate of 52.8 in
December. Construction output has
continued to grow, albeit with a slight
dip in the output of commercial
offices, following a spike in 2017.

Markit / CIPS

Central London offices
The Financial Times recently reported
that the London office market was
“confounding Brexit predictions.”
£12bn of central London offices
changed hands in the first three
quarters of 2018, on a par with 2017’s
five-year high.
Take up is also at a five-year high,
with 12.1m sqft of deals agreed from
large tenants such as the Chinese
Government, Deutsche Bank and
Facebook. According to Cushman
and Wakefield, take-up in 2018 was
3% higher than 2017 and 18% higher
than 2016

125

Speculative development is low,
currently expected to be 17% below
the long-term average. This is
working to reduce the overall supply
in London and pushing average
vacancy rates to 4.8%, helped further
by falling output rates.
Much of the demand is still from
Asian investors, but domestic
investors have seen a renaissance,
increasing their market share from
18% in 2017 to 24% in 2018.

Chart 7: ONS construction output by sector
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Construction supply chain
Financial fragility

Red flags
Despite an increase in new orders and higher overall
employment figures, a report by Dun and Bradstreet
shows that the industry has not yet recovered from
the Carillion shock twelve months ago. The number
of construction insolvencies has not abated, with the
number of insolvent firms doubling since 2016.
According to the Office for National Statistics, the
highest number of insolvencies in the twelve months
to Q4 2018 was in the construction industry.

ChartConstruction
8: Construction
insolvencies
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Whilst there is much to understand beneath the
headlines, two recent examples do highlight the
perilous state of the supply chain’s financial health.
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Chart 9: Total new company insolvencies by industry

Interserve
Soon after Interserve announced, on 10 December, it
was in talks with its lenders about a rescue plan, its
shares plummeted by 75%. With apparent debts of
£500m, and with Carillion still fresh in the collective
memory, this is perhaps not surprising. Four years
ago, Interserve’s shares were above £7; they dipped
to a low point of 6 pence, prompting The Economist
to remark that “it reflects the humbling of a sector”.
Employing 45,000 people in the U.K., with a model of
high volume / low margins, it is difficult to argue with
that assessment.
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“Hedge funds prey on debt-laden builder” ran a
headline in The Times late last year, referring to the
huge bets placed by funds on the basis that Kier’s
shares would fall. This caused the company to enter
the short-selling top ten list, a landscape previously
occupied by Carillion. It was prompted by net debts
which grew from £99m in June 2016 to $239m at
the end of 2018 (importantly, with average debts of
£350m). Shares have fallen from a high of over £14 in
2017 to a current price of around £5.
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Our forecast

Construction input drivers

Commodities have eased but material prices continue to rise, albeit at lower rates. Exchange
rates complicate the picture, currently applying upward pressure. Labour remains a key
constraint. The net result is continuing price inflation.
Materials and commodities
The most significant pressures
for tender prices in 2019 will be
commodities and materials costs.
In a reversal of the trend outlined in
our last report, commodity prices
slid in the second half of 2018 as
a plethora of macro-economic
pressures took hold: Trump’s tariffs
came into force, concerns over
international trade rose, the dollar
strengthened and questions were
raised over the growth of the world’s
major metal buyer, China. So far,
these pressures have not affected
materials prices, although some
materials in our tracker saw lower
annual increases in 2018 than in 2017,
as shown in Table 1, below.

Q3
Chart 10: Annual change in EU Q3
and- non-EU
labour in the UK (Q3-Q3)
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especially as the age profile of its
The dollar exchange rate is crucial for
domestic labour increases and the UK goods which are bought from the US,
witnesses near-zero unemployment.
but can also inflate commodity prices
which are traded in dollars.
Construction output has increased
33% since 2011, but the workforce is
Electrical items, for example,
only 10% larger. With an expected
are closely linked to the price of
Clearly, pressure still remains on
disruption to the pipeline of
copper. Data from the London Metal
construction inputs, and an important younger workers into the system,
Exchange shows that the price of
question for 2019 will be the strength the construction sector has a stark
the raw material has fallen by 12%
of the relationship between materials choice: to further increase pay rates
since the beginning of 2018, but the
and commodities.
or to define new ways of less labour- GBP:USD rate has also fallen by 12%,
intensive working.
effectively keeping the end price
Labour
stable. Adding in the cost of currency
Exchange rates
The labour market remains tight,
hedging or additional currency risk,
which is leading to continued
The Euro’s fall from a possibly
these items continue to show price
labour cost inflation of at least 3%
overpriced value in 2015 of nearly 1.50 pressures through transaction costs.
a year. Specialist trades in short
to 1.10 in October 2016. The following
supply continue to see even higher
years have been volatile (within a
Chart 11: GBP : USD exchange rates
rates. The unemployment rate in
smaller range), often in response
construction dropped to a historically to economic news here, or on the
unprecedented level of 2% in 2017,
continent.
highlighting the pressure on all latent
In 2018, the strength of the US
capacity.
economy drove the value of the
As stated in our previous reports,
dollar upwards, as shown in Chart 11
the construction sector is heavily
and this could have implications for
dependent on a transient workforce,
construction.
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Table 1 : alinea’s material and commodity index
2017 movement

2018 movement

alinea materials index

3.7%

3.4%

alinea commodities index

17.0%

-10.8%
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Our forecast
The net effect

Realism
In our previous report, we suggested
that pressure had been taken off
inflation but that we didn’t expect
wholesale discounting or falling
tender prices. Six months on and
the position remains largely the
same. The cloud of Brexit looms over
construction and bidding strategies
in the market. We have evidenced
static or more commercial bidding
strategies to secure work. We believe
it is important to draw a distinction
between the drivers of prices as
a consequence of Brexit and pure
inflation in tender prices.
Construction inflation is being driven
by input costs and the tempering
of margins at a trade level, with
lesser evidence of this at a main
contract level. However, this theme is
inconsistent through the established
tiers.

In uncertain times, and looking
to previous cycles, there is often
a tendency for more aggressive
commercial strategies – both
in tendering work and margin
recovery. This concerns us as two
of the biggest challenges facing
our industry are behaviours and
productivity. Both are connected
and when put in context against
an industry with flat productivity
improvements over the last 20 years,
this is particularly worrying.

Forecast
The narrowing of commentators’
forecasts continues, which indicates
that workload is continuing to
recede. During 2018, we evidenced
inflation of +1.5%, which fell within
the range we forecast in January
2018 of 0-2%.

Our forecast for 2019 remains
unchanged at 2%, which we
anticipate continuing for 2020.
Inconsistent pricing
One could argue, that with CPI at
There is no doubt that the phone is
2%, that this represents no inflation
ringing more from contractors, who
specifically for construction. On the
possess a desire to understand our
back of a new piece of research,
pipeline, specifically medium and
our longer term forecast has been
long term tender activity. However,
the market is becoming very dynamic refined to 2.75% p.a.
and inconsistent across both main
GDP versus tender prices
contracting tiers and various trades.
We track correlations between
For smaller scale projects where
economic indicators and tender
risk can be equitably priced, some
prices. This suggests that with a
contractors are offering to bid work
suppressed GDP forecast for 2019
single stage, which for some project
and 2020, there could be a further
typologies has a place. It is also the
decline in construction activity and
smaller to medium sizes projects
thus further downward pressure
which are evidencing better tender
applied to tender prices. It is too
returns; major, complex projects are
early to call this and we remain
still subject to a limited supply chain.
cautious about input cost pressures,
Some of our pre-tender estimates
because of a compression in the
have been bettered and building on
labour market and sustained
the trend of our July 2018 report,
materials price increases. We also do
we have seen wider spreads within
not believe that the market will buy
tenders, which would seem to
work at negative margins, especially
indicate both a greater hunger and
in the light of continued headlines
more uncertainty. Main contractors
about the financial health of some
who have secured orders are looking high profile players.
to leverage this advantageous
position with the supply chain.
9

Our view in January 2019 of the
components of inflation
Component

2019

2020

Labour
Materials
Margin
Risk
Downward pressure on pricing
Benign influence
Upward pressure
Significant upward pressure

2019
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2021

alinea forecast

2.0%

2.0%

2.75%

BCIS forecast

2.2%

4.0%

5.6%

Range of
commentators

1% to
2.5%

1% to
4%

1.5% to
5%

Tender price inflation (TPI):
London and the South East

Market Report | January 2019

The UK’s relationship with the EU
Some context

Given the uncertainty around
Brexit and the ultimate relationship
between the UK and EU, we do not
possess definitive answers to how
construction and projects will be
impacted.
Our approach is to be positive in our
management of the uncertainty: to
understand the impact of various
Brexit scenarios, the implications of
both challenges and opportunities,
and to focus on what we can
manage, control and positively
influence.

As Brexit draws closer and becomes
more tangible, it is being pushed up
the construction agenda. Clients and
contractors are seriously considering
the ramifications, most notably the
impact to project costs, contract
liability risk and the risk around the
supply chain/imported materials.
We have evidenced some clients
seeking to lay off risks of Brexit
during procurement to which there
has been inconsistent resistance
from the market. Brexit could present
an opportunity for bold investment
decisions, potentially leading to
smart procurement in an uncertain
contracting market.

2...due to skill level”. According to
analysis, this would mean threequarters of current migrant workers,
across all sectors, would be ineligible
under the new rules.

Labour and Visas

The MAC concluded that for lowerskilled workers there is “no need
for a work-related scheme with the
possible exception of a seasonal
agricultural workers scheme” and for
all others, the youth mobility scheme
would suffice.

The Migration Advisory Committee’s
(MAC) September report set out
recommendations for immigration
following the end of free movement.
The MAC is an independent, advisory
body employed by the Home Office,
therefore there is no statutory
requirement for the government to
accept its recommendations, (yet it
is likely that these suggestions will
play a large part in forming the UK’s
future immigration system.)
One of the key recommendations
was to lower restrictions for higherskilled workers and increase them for
lower-skilled workers. The issue here
is how one determines what a “lowskill” occupation is.
From earlier reports, we know that
construction is widely regarded as a
low skill industry by government and
disappointingly, of low priority in the
Brexit negotiations.
A key tool for immigration following
the end of free movement is greater
use of the Tier Two visas, which
would apply to workers entering the
market with a skilled job offer, in a
role which is on a list of approved
occupations.
The regret for construction is that
many trades have been listed as
“ineligible for sponsorship in tier
10

This list of ineligible construction
roles includes:
• Architectural assistants
• Asbestos remover
• Bricklayer
• Electrician
• Lorry driver
• Steel worker
• Welder

Given our earlier discussions of
labour workforce, wage, retirements
and output, this is an alarming report
that needs to be closely followed.
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Brexit

What does this mean for alinea and our clients?

There are a number of direct
outcomes which Brexit could
generate for projects:
• Currency changes
• Tariff charges
• Border control disruption
• Labour supply constraints

of the project. The key building
elements are curtain walling, M&E,
lifts and materials like timber,
aluminium, steel, blockwork and
architectural components.
Additionally, EU labour has formed
a significant proportion of labour
on construction sites, particularly, in
London and the South East.

The extent of the impacts from
the above will be directly linked
to the nature of the UK’s exit from
the EU. Some of the factors can be
influenced, such as border controls
but others such as currency will be
dictated by markets.

The construction industry has a
just-in-time delivery model, which
means that disruption to the
logistics and supply chain, can have
a direct impact on a construction
programme.

A considerable element of a major
construction project’s price is
materials (35-45%). A significant
proportion of materials for a
construction project are sourced
from the EU; we have evidenced
a range of between 5 and 40%
depending on the type and nature

Once the final Brexit position
is converted to UK law, this will
constitute a Statutory Change to
legislation and under some standard
forms of building contract, this
could constitute a Relevant Event.
That said, the recovery of time and

The Contract Position

loss and expense, will be subject
to a test against foreseeability and
demonstration of delay / prime cost
loss. Moreover, a contractor will
always need to use best endeavours
to mitigate the effects.
It would appear that in a bid to
secure contracts, there is appetite
in the market to accept risks around
some of the issues highlighted.
Clients are also seeking the ability
to break - a contractual contingency
provision. We would always caution
that the transfer of risk should
be equitable and the contractual
transfer should be subject to due
diligence to ensure it is being
managed.
Any sensible risk management
strategy will prompt an assessment
of the potential impacts of Brexit
(see below).

Mitigating the impact of Brexit - what can be done?
1. E
 stablish a commercial management strategy to
increase the reporting profile of the challenges and
opportunities to Brexit. It is not an ‘AOB’ item!

7. U
 nderstand non-UK suppliers and contractors and
their various sub-tiers. Delve into the supply chain and
ask questions around manufacturing, logistics, and
delivery times. Ensure risk has been passed through
the supply chain appropriately.

2. U
 nderstand the impact a change in Statute may have
to any existing or live building contracts.
3. D
 efine the potential currency exposure on projects;
track and monitor deviations. Have a clear strategy on
when to lock-in / convert currency, as well as the risks
on transfer.

8. C
 onsider off-site storage and consolidation to
facilitate early delivery to the UK; for some projects,
the use of a consolidation centre will bring delivery
benefits around cost, efficiency and waste mitigation.

4. C
 onsider non-EU sourced products in designs
and specifications where possible; encourage the
supply chain to promote alternatives. (Clarity from
government is needed on construction product
regulation.)

9. M
 onitor long-lead procurement items and key
materials closely: prefabricated elements, specialist
supply and particularly M&E plant.
10. Be disciplined around programme-based decision
making. Understand programme lead-ins and
consider incorporating a ‘buffer’ in construction
programmes (by agreement with the supply chain)
as a contingency provision for clearing border
checks.

5. R
 eview options for early procurement to secure trade
market and supply chain.
6. E
 ngage with the supply chain to understand labour
constraints and the status of labour. Be clear on
the extent of sub-sub contracted labour and the
robustness of the workforce.
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We also like to hear what you think and welcome any
views you might have. Do please feel free to contact
any of us.

alinea consulting LLP
90 Cannon Street
London, EC4N 6HA
www.alineacostconsulting.com

