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D
u r ing  t he  1 9 t h  cent u r y,
miners dug deep into the
Earth, extracting valuable
minerals and deposits that
served as the raw materials

for  t he  Indu s t r i a l  Re volut ion . In  t he
process, countless miners lost their lives
to odorless, colorless gases such as car-
bon monoxide.

In response, at the beginning of the 20th
centur y John Scott Haldane, a Scott ish
physiologist, devised a simple solut ion
to protect these men — the canar y cage.1

Haldane is famous, even infamous, for
locking himself  up w ith deadly gas in a
sealed room and taking copious notes
on how it  felt  to be slowly poisoned. 2 He
d i s c ove re d  t h at  s m a l l  a n i m a l s  l i ke
canaries are intensely vulnerable to these
gases. The use of  these birds offered min-
ers the opportunit y to escape before the
miners, too, were overcome by carbon
monoxide. Canaries in a coal mine rep-
resented an early-warning detection sys-
tem that ended up saving thousands of
lives well  into the 20th centur y.

Economists seldom poison themselves.
Although they may lack Haldane’s com-
m it m e nt , e con om i s t s  a l s o  s e a rch  for
something s imi lar  to  canar ies  in  coal
mines called leading indicators, which can
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warn workers, investors, and others of
imminent peri l  in the market.

At present, there appears to be l itt le
poison emanating from the U.S. economy.
As of  this w rit ing, unemploy ment is  at
a 17-year low, consumer confidence is at
a 17-year high, corporate profits are ele-
vated, and a leg islated federal  tax cut
promises  to  supercharge  an economy
that has already been expanding at 3 per-
cent or better during recent quar ters.

Financial  markets  appear ebul l ient,
w ith America’s mult inationals increas-
ingly benefitt ing from a strengthening
global economy. It would appear that the
risk of recession in the near-term is small.
In fact, a  recent sur vey of  economists
suggests that the chance of  a recession
over the next 12 months is just 14 percent.

For those in commercial  real  estate
and construction, this is great news. With
the economy gaining momentum, employ-
ers are searching for talent and capac-
i t y. Cu r re nt l y, t h e re  a re  m o re  t h a n  
6 million job openings in America.3 There
are only 1.1 job seekers for ever y avail-
able job opening, imply ing that Amer-
ica’s 4.1 percent unemployment will likely
continue to trend lower. 4 In turn, this
directly and/or indirectly supports office
space absor pt ion, creates  demand for
warehouse and flex square footage, and
produces elevated hotel  occupancy. All
of  this translates into ongoing momen-
tum in a  number of  key const r uc t ion
segments.

However, there is  a lways reason for
concern, w ith the present period being
no exception. Commercial  real  estate is
especial ly susceptible to v icious cycles
of  boom and bust for a number of  rea-
s ons, including the  relat ively  i l l iquid
nature of  market assets. During a down-
turn, it  can be difficult  to find buyers,
par t icularly for under performing real
e s t at e . T h e  re s u l t  c a n  b e  c a s c a d i n g
decreases in value, leading to sharp losses
and addit ional i l l iquidit y.

Moreover, during cyclical peaks, devel-
oper and financier confidence reach an
apex. This translates into a significant
amount of  construct ion toward the end
of  grow th cycles. It  is  often the case that
a  s u b s t a nt i a l  nu m b e r  of  p rop e r t i e s
become operat ional  even as the econ-

o my  i s  s h r i n k i n g  a n d  d e m a n d  fo r
space/units fal ls. Such was the case in
1990, 2001, 2008, and similar years.

The upshot is that identif y ing market
peaks can be of  enormous value to indi-
vidual investors and to the broader econ-
omy. If  investors are able to predict  a
coming recession, this w il l  produce less
supply and ultimately a shorter, less dam-
aging dow nturn. Theoret ical ly, if  lead-
i n g  i n d i c at o r s  a re  h i g h l y  re l i a b l e ,
dow nturns can be avoided altogether,
with various markets perpetually remain-
ing in equilibrium.

Analysts  monitor a  number of  eco-
nomic variables neatly t ied to shif ts in
the level of  activity taking place in com-
mercial real estate markets. Some of these
indicators are obvious, such as employ-
ment. As long as employ ment is grow ing
(par t icularly in financial  ser v ices, as it
turns out), demand for space w il l  gen-
eral ly be on the r ise.

However, employ ment is  not real ly a
leading  indic ator, at  least  not  f rom a
broader economic perspective. Employ-
ment is  general ly considered a lagging
indicator, w ith the notion being that job
openings ar ise  af ter  a  pr ior  upt ick in
economic act iv it y that induces employ-
ers to bulk up their staffing models. In
other words, employ ment often fol lows
gross domest ic product (GDP), which
is v iewed as a coincident indicator (an
indicat ion of  how the economy is per-
forming presently). For instance, after the
most  recent  dow ntur n, GDP began to
turn higher during the third quar ter of
2009, but employment didn’t attain its cycli-
cal  nadir unti l  October 2010.

As it  turns out, the search for leading
indicators  leads  to  exot ic  ter r itor y. A
National Association for Industrial and
Office  Parks  (NAIOP) analysis  deter-
mined that change in the money stock as
m e a s u re d  by  M 2  “a pp e a r s  to  h ave  a
remarkably similar cycle to that of  real
estate completions.” However, the analy-
sis goes on to indicate that “money stock
appears to be more in step w ith com-
mercial property completions than com-
mercial starts…it appears that change in
money stock may not be a leading indi-
cator of development, but a coincident indi-
cator of  commercial stock grow th.”5
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The implication here is that one needs
to predict changes in monetar y policy,
which in turn helps determine money
s u pp l y. Mo n e t a r y  p o l i c y, o f  c ou r s e ,
responds to a variety of  factors, perhaps
none  more  i mp or t a nt  t ha n  i nf lat ion .
Indications of  r ising inflation and infla-
t ionar y expectat ions imply that Amer-
ica’s central  bank, the Federal Reser ve,
w i l l  t ighten monetar y pol ic y, thereby
slow ing grow th in M2.

The bottom line, therefore, is  that the
emergence of  inflat ion w il l  precede the
next commercial  real  estate dow nturn,
perhaps by four to eight quar ters or a
bit  more. With the nat ion approaching
ful l  employ ment and capacit y ut i l iza-
t ion on the r ise, investors, developers,
bankers, contractors, realtors, and other
stakeholders should be intensely focused

on a  var iet y  of  inf lat ion measures  —
including the core personal consump-
tion expenditures deflator and various
producer price and consumer indices —
to help peer into the future. n
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