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Commercial and industrial construction ac-
tivity is expected to drop sharply this year
before recovering next year. The first half of
this year should be much weaker than the
second half, meaning that for architecture

firms, the worst is already behind us. The institutional con-
struction sector, which accounts for almost half of billings at
firms, was able to avoid this construction recession completely
and is slated to see continued growth next year.

These are key findings from the midyear update from pan-
elists of the AIA Consensus Construction Forecast. Leading
construction forecasters provide the AIA with their outlook
for the coming year, thereby presenting architecture firms
with information to determine likely design opportunities
within key construction sectors. Their forecasts for nonresi-
dential construction activity this year have been lowered since
the beginning of the year. However, given the consensus of a
weak year in 2002, they see a healthy rebound occurring next
year.

Economy slowly recovering
Recent economic indicators provide conclusive evidence that
the recession ended late last year or sometime early in the first
quarter of this year. Our economy grew 5.6% at an annual rate
during the first quarter, the best showing since the end of 1999.
However, several reasons for the strong growth during the
first quarter—most notably spending by the federal govern-
ment to deal with the aftermath of September 11 and a huge
buildup in inventories by our nation's businesses—are un-
likely to be repeated in the near future.

Even with the strong showing for the overall economy dur-
ing the first quarter, several sectors were performing less than
optimally. Business investment still is suffering from the ef-
fects of depressed corporate earnings. Investment in struc-
tures and equipment declined by more than 8% at an annual
rate during the first quarter and—more directly to the con-
cern of architects—private investment in nonresidential struc-
tures declined by almost 24% during the quarter, the fourth
straight quarterly decline in this sector.

Even though the surge in the overall economy is likely to be
moderated in the quarters ahead, there are reasons for opti-
mism in the economic outlook. First and foremost is the con-
tinuation of low rates of inflation, and the resulting low inter-
est rates and financing costs for construction activity. Con-

sumer price inflation is currently running about 1.5% per year,
and has averaged just under 2.5% over the past five years. With
low rates of inflation, interest rates have been unusually favor-
able. The prime bank lending rate is currently 4.75%, its lowest
level in over 35 years. Mortgage rates for 30-year fixed-rate
mortgages are running around 7%, again very favorable by
historical standards.

Strength on residential side provides optimism
Low mortgages have been instrumental in keeping the hous-
ing market strong during this recession. While housing is tradi-
tionally one of the more volatile sectors in the economy, dur-
ing this past recession, residential construction activity hardly
dipped at all. A relatively strong housing market was one of the
key factors keeping the economy from a more serious down-
turn.

A strong housing market is one reason for the anticipated
rebound in commercial construction activity later this year.
With homebuilding comes retail, office, and lodging construc-
tion opportunities. In spite of the deep slide in these sectors,
there are already signals of a turnaround later this year. The
AIA Work-on-the-Boards monthly surveys of business condi-
tions at architecture firms provide evidence on an impending
upturn in commercial and industrial activity.

Firms participating in this survey that concentrate their prac-
tice in the commercial/industrial sector reported falling bill-
ings last fall and this past winter. However, starting in March,
billings began stabilizing at these firms. Additionally, inquiries
for new projects began rising quite dramatically about the
same time. As inquiries develop into design projects, and de-
sign projects translate into construction projects later this year,
construction activity in the commercial/industrial sectors will
emerge from its 18-month downturn.

Commercial/industrial markets weak
The brunt for the weakness in the nonresidential sector has
been borne by the commercial and industrial activity. Our
consensus forecast panel estimates that overall commercial
construction activity will decline by low double-digit rates this
year, and industrial activity by even more. On the commercial
side, office and hotel/motel activity have been particularly
weak.

Office vacancy rates have been climbing as a weaker economy
has stalled job growth. Additionally, though, many businesses
that had leased extra space during the late-1990s economic
boom in the anticipation of future growth are now subleasing
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After Rocky Year for Construction, Forecasters Anticipate Rebound in 2003
Commercial/industrial recovery plus continued growth in institutional activity
points to improved business conditions
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some of their excess space. Torto Wheaton Research reports
that sublet space currently accounts for over 25% of available
office space nationally. Colliers International reports that the
first quarter this year was the fifth consecutive quarter where
the net absorption of office space (the change in occupied
office space) declined. Last year marked the first time in at last
two decades that there was a decline in occupied space, ac-
cording to Torto Wheaton Research. Rising vacancy rates have
led to falling rents in many markets, which has reduced the
feasibility of many office development projects and thereby
discouraged construction.

With the recovery of our economy, the AIA Consensus Con-
struction Forecast Panel expects a rebound in office construc-
tion next year. All panelists expect an increase next year, al-
though most expect the gain to be relatively modest.

Retail construction has fared the best of the major com-
mercial/industrial construction sectors in recent quarters.
Strong consumer spending has produced solid retail sales fig-
ures, which has helped to offset the trend toward consolida-
tion in retail operations. There has been a swing, though, to-
ward discount retailing operations, no doubt a reflection of a
weaker economy. Our forecast panel expects retail construc-
tion activity to decline about 6% this year, and all of the panel-
ists expect at least a modest recovery in retail construction
next year.

The sharpest declines in construction activity have been seen
in the manufacturing sector. Since manufacturing has been one

of the weakest sectors of the economy recently—industrial ac-
tivity has been declining for the past five quarters—it would be
expected that the construction of manufacturing facilities would
also be soft. However, the magnitude of the downturn has been
staggering. The sharp contraction this year comes on top of
three straight annual drops, where overall manufacturing con-
struction levels declined by over a third. The consensus is that
construction of manufacturing facilities will decline another
18% this year, followed by a 7% increase in 2003.

Institutional construction sector continues to grow
The commercial and industrial construction sectors fell victim
to a downturn in the broader economy. Institutional construc-
tion, while not completely insulated from business cycles, gen-
erally sees more stable levels of activity from year to year. That
appears to be the case in this instance: our AIA Consensus
Forecast Panel is estimating only very modest growth in insti-
tutional construction levels this year, followed by equally mod-
est growth levels next year.

The major building types within the institutional sector—
health care and education—are both expected to avoid a down-
turn this year. However, overall growth rates are expected to
be reasonably modest. Next year is expected to see more of
the same: relatively stable construction levels in both of these
sectors. Public construction, in large part due to losses suf-
fered by the U.S. Postal Service and ensuing construction cut-
backs, is expected to see a dip in 2003.
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