MARKETWATCH

While Economy Projected to Cool
Engineering Markets Still to Sizzle

By Gerry Donohue

hen 2018 came to a close, the U.S. economy
was in a sweet spot.

“I have a hard time imagining the economic
stars aligning better than they have,” says Chris
Staloch, a managing director for Chartwell
Financial Advisory, Inc.

Gross domestic product (GDP) grew at an estimated 3.1 per-
cent annual pace, unemployment rates hit record lows, inflation
remained under control and most sectors of the economy partici-
pated in the boom.

The A/E/C market has been no exception. Responding to
ACEC:s third-quarter “Engineering Business Index” survey in
September 2018, one CEO said, “Business has never been better.”

>

AT THE PEAK

All good things must come to an end, however, and many ana-
lysts say the economy hit its cyclical peak in 2018. On the other
hand, the consensus is that the slowdown will be relatively mild
and not enough to push the economy into recession.

“Last time, in 2007, there was a collapse all across the board,”
says Greg Powell, managing director at FMI Capital Advisors,
Inc. “This time we expect the slowdown to be shallower and
with some sectors slowing more than others.”

“Tax reform and deregulation have been incredible drivers for
a lot of the growth we have seen,” says Colvin Matheson, man-
aging director of Matheson Financial Advisors.

In its third-quarter economic forecast, Deloitte Touche esti-
mates that the stimulus in the 2017 tax law and the 2018 bud-
get agreement added more than 2 percentage points to GDD.
The positive impact of that stimulus, however, will wane in
2019 and even reverse in 2020, weakening the economy and
making it vulnerable to negative shocks.

The Federal Reserve forecasts the U.S. GDP growth will dip
to 2.5 percent in 2019, with the strongest growth at the begin-
ning of the year and the economy slowing in each successive
quarter. In 2020, the Federal Reserve forecasts 2 percent GDP
growth and 1.8 percent in 2021.

Other forecasters are not as optimistic. For 2020, the Con-
gressional Budget Office forecasts 1.7 percent growth, and
Deloitte Touche’s baseline forecasts just 0.7 percent.

Unemployment will remain at record lows, 3.5 percent in
2019 and 2020, but much of the job growth will be in low-pay-
ing retail and food service industries. Continued low unemploy-
ment rates will likely push up wages, which could fuel inflation.

Inflation fears are the primary reason the Federal Reserve
has historically raised interest rates, but after the 2007 crash,
the Federal Reserve has kept rates low to stimulate moribund
growth. As the economy picked up pace, the Federal Reserve
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began raising the federal funds rate, and in late 2018 it stood at
2.4 percent. The Federal Reserve forecasts that the rate will reach
3.4 percent in 2020.

“The Fed needs to get those rates up so it can use monetary
policy to boost the economy in a slowdown,” says Powell. “If
the rates are not high enough, that tool will not be effective.
However, it must proceed with caution so it does not
prematurely cause such a slowdown.”

Further complicating the issue, says Matheson, is that the
Federal Reserve is unwinding the more than $4 trillion in bonds
it acquired through its quantitative easing strategy following
the 2007 recession. “They are operating in uncharted waters,
attempting to do that at the same time that interest rates are
rising,” he says.

One other economic unknown is the potential impact of the
Trump administration’s aggressive trade policies. “Depending on
what level the trade war and tariffs get taken to, it could slow us
down or even push us into recession,” says Staloch.

GUARDED OPTIMISM IN ENGINEERING
Many of the factors hitting the national economy could have an
exaggerated impact on the A/E/C industry in the years ahead.
Rising interest rates could stifle capital investment; tariffs have
already led to higher construction material costs; and the tight
labor market is wreaking havoc both on construction sites and
in engineering firms.

The impact of a slowing economy will be buffered as
engineering firms continue to ride the wave of the recent market
prosperity into 2019 and even 2020.

Preparing for the Slowdown

While most analysts forecast that the A/E/C market still has some
running room, they concur that a slowdown is coming. So even as
firms take advantage of current market opportunities, it may be
time to start planning for leaner days.

“You want to start integrating some defensive tactics—
especially with balance sheets,” says Colvin Matheson, managing
director of Matheson Financial Advisors.

Here are five tactics Matheson recommends:

+ Tighten up staffing and project efficiencies, keeping utilization
rates high and balanced with projected workload

Bleed the fat out of the system to control overhead expenses
+ Put financial discipline at a heightened level and control debt

levels

Strengthen the balance sheet and cash flow with faster

accounts receivable collections and reduced work-in-progress

levels
» Retain equity. “Cash is no longer king,” says Matheson. “It
becomes a god.”



In its third-quarter 2018 forecast, leading industry analyst
FMI Corporation projects the A/E/C market will grow by 6 per-
cent in 2019, 4 percent in 2020, 3 percent in 2021 and 4 per-
cent in 2022. FMI uses construction put in place for its forecast.

Matheson says he is “cautiously optimistic that the market will
stay strong in 2019 and 2020, given firm backlogs and oppor-
tunity pipelines, with a softening likely in 2021-2022.” Mean-
while, Staloch says he is “very positive about 2019.”

“Although we are anticipating a slowdown at some point, we
do not see market conditions in the U.S. changing too much in
the next couple of years,” says Hisham Mahmoud, president and
CEO of Golder. “All the drivers are still fairly intact.”

The most pessimistic A/E/C market forecast comes from
Dodge Data & Analytics, which expects a flac 2019. Dodge,
which bases its forecast on construction starts, calls for the resi-
dential market to slip by 3 percent, the nonresidential building
market to be flat and the nonbuilding construction market to
climb by 3 percent.

The Dodge Momentum Index, which tracks the initial report
for nonresidential building projects in planning, rose through
the first half of 2018 but then fell for three consecutive months,
from August to October, perhaps presaging a 2019 slowdown.

SECTOR BY SECTOR

“A long-term driver in the market is the condition of U.S. infra-
structure,” says Mahmoud. “Both political parties are pretty
much aligned on the need to fix it although they have different
approaches to funding it.”

The current long-term federal transportation infrastructure
program expires in September 2020, but analysts expect Con-
gress and the administration to address transportation infra-
structure in 2019.

In its forecast, FMI projects that federal funding will remain
flac. With many states having already acted to increase their
funding of transportation infrastructure, FMI expects the mar-
ket to struggle, growing by 4 percent in 2019 and averaging only
2.3 percent growth in 2020-2022.

In contrast, most analysts expect the deteriorating condition
of the nation’s water and wastewater infrastructure system will
lead to increased public investment.

“The infrastructure is aging, and we need to make sure we
meet our population’s needs and safety requirements,” says Steve
Lefton, president and CEO at Kimley-Horn & Associates, Inc.
“In good times and bad times, you have to be able to flush
your toilet.”

Despite its generally dour forecast, Dodge projects 9 percent
growth in the water supply market in 2019 and 5 percent growth
in wastewater. FMI is not quite so bullish, forecasting 6 and 4
percent growth, respectively. Looking further into the future,
FMI expects growth in the sectors to average between 3.5 and 4.0
percent in 2020-2022.

According to Mahmoud, one change that could “ignite the
infrastructure sector” would be the increased use of public-private
partnerships in the U.S. and an “embracing of private ownership
of infrastructure.”

In the vertical markets, transportation facilities such as airports,
ports and train stations will be the strongest market, growing at a

Construction Put in Place
Estimated for the United States

Third-quarter 2018 forecast
(based on second-quarter 2018 actuals)

Change from Prior Year—

Current Dollar Basis 2019 | 2020 | 2021 | 2022
Residential Buildings

Single Family 5% 4% 5% 5%
Multifamily 3% 2% 2% 3%
Improvements 8% 5% 4% 5%
Total Residential Buildings 6% 4% 4% 5%
Nonresidential Buildings

Lodging 6% 2% 0% 3%
Office 8% 3% 2% 3%
Commercial 6% 4% 1% 2%
Health Care 4% 3% 3% 4%
Education 6% 3% 2% 2%
Religious -3% 1% 2% 2%
Public Safety 6% 4% 3% 5%
Amusement and Recreation 7% 3% 1% 3%
Transportation 8% 9% 6% 5%
Communication 4% 3% 3% 4%
Manufacturing 7% 1% 2% 2%
Total Nonresidential Buildings 6% 3% 2% 3%

Nonbuilding Structures

Power 3% 4% 5% 5%

Highway and Street 4% 3% 2% 2%

Sewage and Waste Disposal 4% 5% 3% 4%

Water Supply 6% 4% 3% 3%

Conservation and

Development 7% 4% 6% 5%
Total Nonbuilding Structures 4% 4% 4% 3%
Total Put in Place 6% 4% 3% 4%

Source: FMI Corporation

7 percent annual pace through 2022, according to FML
Another strong market centers around everything e-commerce,
including warehouses, data centers and some retail storefront.
“People talk about the death of brick-and-mortar retail, but
the market is adapting,” says Lefton. “You still need that last mile
location to get the product to the consumer.”
Office and public safety construction are other projected strong
markets, while manufacturing and lodging are expected to lag.
The high-end lodging market is one to also watch, according
to Matheson. “I have long considered this market to have the
faster and smarter money chasing it. When you see that drop
off, you want to become more cautious,” he says. B

Gerry Donohue is ACEC's senior communications writer. He can be
reached at gdonohue®@acec.org.

JANUARY / FEBRUARY 2019 ENGINEERING INC. 7





