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FOCUS ON THE ECONOMY

ECONOMIC REPORT CARD: PROGNOSTICATION
by Mark Lee Levine, CRE, PhD

The purpose of this short note is to provide decision-making information
regarding economic indicators relative to the broad market, especially
with regard to real estate markets. Many factors create concern for local

economies, as well as for national and international economies.

Consumers have been given a strong dose of uncertainty, due to such factors
as terrorism, SARS, mad cow, inconsistencies in real estate markets, war issues
(notwithstanding the termination of "formal war" in Iraq), lingering impacts of
the technology collapse throughout the world (and certainly throughout the
United States), financial issues (including tax cuts that impact economic recov-
ery for the U.S.), increases in medical expenses, pharmaceutical costs, other
medical treatments, etc. The good news is that unemployment has recently
declined somewhat when compared with one year ago. Continued concern
with economic positions in and outside the United States seems to result in
inconsistent consumer spending patterns.

With an upward movement in the stock market, the comfort and assurance of
a trend line moving up, and staying up, is still in question. However, as of
January, 2004, the stock market was looking much stronger. The market con-
tinued to rise through December and showed very favorable increase to a con-
sistent position above 10,500. The question remains as to whether the stock
market, and general markets, can sustain a growth position, especially into the
first half of 2004. On the other hand, the favorable growth rate toward the end
of 2003, low interest rates that persist, the strong housing market, strong con-
sumer confidence and the election year all bode well for a good year 2004,
absent other major negative forces, such as terrorism.

Some hesitancy for consumers to spend results in some monies being kept on
the "sidelines." However, the strong increase in the stock market supports
more commitments to equity positions, and less money waiting on the "side-
lines" for investment opportunities, especially with bond and savings rates at
very low earning levels.

As most economists note, there is little doubt that the economy would be in an
extremely difficult position, far below the current posture, were it not for low
interest rates currently enjoyed in many sectors of our economy, especially
with recent real estate refinancing.

Although the housing market has generally remained strong (within
Colorado, and in general throughout the U.S.), current figures indicate that
those numbers are changing somewhat, especially with higher-priced homes.

Mark Lee Levine, CRE,
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INSIDER’S PERSPECTIVE



The National Association of Realtors (NAR) and
the National Association of Home Builders
(NAHB) have supported the position of continuing
strength in housing markets, even if the pace was
slowing somewhat in some areas of the United
States, and in some pricing markets for homes.

Many leading U.S. economists are predicting a 4%
to 5% Gross Domestic Product (GDP) range of
growth for 2004.

In The Economist, p. 75 (November 29, 2003), there
was a notation on the broad scope for the world
housing market that, although housing prices are
strong in many areas, there is some concern with
an overbuilt position. This does not mean that
prices are ready to crash, as noted in this article.
Citing John Wrigglesworth, an economist at
Hometrack, a British property firm, "There is more
chance of finding Elvis on the moon than there is of
a house-price crash next year." This also does not
mean that the housing market is not overpriced in
some areas.

As noted in The Economist magazine, real house
prices have increased at an average annual rate of
between 8% to 12% in Australia, Britain, Ireland,
The Netherlands, and Spain. As such, the argu-
ment is that such position cannot be sustained. In
fact, The Economist article noted: "House prices
look unsustainable in Australia, Britain, Ireland,
The Netherlands, Spain and large parts of
America." However, this article also noted that the
existence of such bubble does not mean that there
will be a crash. How much prices will change, if
any, whether in the United States or these other
countries, remains the key question.

With limited opportunities to invest in other areas
for a favorable return, low interest rates, and con-
sumer confidence at a high level, at least speaking
relative to the United States overall, it is likely that
the larger housing market, on a macro basis, will
remain fairly strong for 2004. Nevertheless, certain
markets remain somewhat weak, or are weaken-
ing, such as high-priced homes in many markets. 

According to the Meyers Group Report (November
7, 2003), the housing market remains strong. The
Report noted that prices for existing homes
climbed to an annualized level of almost $6.7 mil-
lion. The national median price of the resale home
moved down to $172,300. On the other hand, new

home sales continued a strong pace and showed a
median price at $187,400 on a national level.

On the commercial side, it is incongruous when the
Net Operating Income (NOI) has been dropping in
many markets, yet sales prices have been increas-
ing in those same markets with various types of
commercial property. In other words, the capital-
ization rate has been dropping with the income
also dropping. This inconsistent position can be
explained in part by the low interest rates, positive
attitude for appreciation, and lack of alternatives to
place money, from an investment standpoint.
Where 8% might not have been an acceptable
return two years ago for commercial real estate,
whether that be for office buildings, retail, indus-
trial or otherwise, 8% is now an acceptable rate,
and even a rate sought after in many markets
today, especially given the slower returns in the
bond market.

If the appreciation in real estate does not material-
ize, if interest rates increase rapidly, and/or if other
non-real estate alternatives are available for invest-
ments, such as the stock market, one will most like-
ly see a termination of the inconsistent behavior
noted (NOI dropping and cap rates dropping), and
a return to a more routine and historically accept-
able relationship of capitalization rates and Net
Operating Income (NOI). 

Most retail investment real estate rates continue to
be tied to a (strong or weak) job market position. If
jobs are plentiful and at favorable compensation
rates, there is more opportunity for consumption.
Jobs drive the marketplace in both commercial and
residential real estate. 

The job market position has been improving, over-
all. Absent other negative signs, this, alone, is a
positive factor that supports an increase in both
residential and commercial markets. 

The residential market has been strong in the last
two years, even in a weaker commercial setting.
Therefore, greater improvement will probably
come about in the commercial markets, assuming
that other positive signs remain, such as unem-
ployment dropping and favorable, low interest
rates continue.

Certainly markets vary throughout the country. In
Denver, Colorado, the median-priced home is sub-
stantially higher than the national average, as indi-
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cated earlier. The median price for a home in the
Denver Metropolitan Area for existing single-fam-
ily homes is approximately $236,000, whereas the
national average is substantially less. Obviously
the median-priced home will vary throughout the
country, e.g., where one looks to a higher-priced
market, such as New York or San Francisco, as
compared with a more limited market in smaller
communities throughout the United States.

What remains in the market is still uncertainty due
to many factors which impact the market.
Nevertheless, there are some trends that many are
predicting are taking place. For example, Mr. Sam
Zell, Chairman of Equity Office Properties Trust,
was quoted in the Texas Commercial Real Estate
Outlook Conference in December, 2003, that there
is tremendous risk of obsolescence within the mar-
ket. Mr. Zell also noted that real estate is compet-
ing for capital in other markets, and the transpar-
ent nature of financial positions is making the com-
petition that much more apparent, especially in
light of major real estate investment vehicles, such
as REITs.

IN SUMMARY, it appears that the real estate mar-
ket, the stock market, and generally the investment
side of the market are gaining steam and indicate
signs for a very positive 2004, absent major nega-
tive changes, such as a substantial increase in inter-
est rates, terrorism, budget deficits, or anything
else that might create a negative consumer confi-
dence position and hesitancy by major businesses
to further stimulate and grow in the market.

There remains concern in the marketplace with the
amount of personal debt that has increased in the
last two years as a result of the favorable lower
interest rates. This issue was recently noted by
many economists. This same point was raised by
Mr. John Talbott, the author of "The Coming Crash
In the Housing Market." Concern with increased
leverage and debt positions by consumers and
some businesses raise a specter of worry, if contin-
uing negative signs are incurred as the economy
begins to pick up steam.

It will remain problematic for some commercial
office space positions to show strong growth,
given the lower rates that have persisted for office
rentals in the last two years, coupled with
increased vacancy rates. It will be at least several
years in some major markets throughout the
United States to absorb the inventory of office
space now present.

Concern with the economic recovery and growth
positions hinges largely on favorable lower interest
rates. As those interest rates increase, the evidence
clearly indicates an increase in default positions,
especially with regard to leveraged acquisitions
that have been created in the last few years. This
point was illustrated very clearly in an article by
John Salustri, "Recovery’s Downside," Real Estate
Forum, p. 49 (November, 2003). The author noted
in this article: "One of the oddest facts of this rather
strange recession is that, as the economy once
again gets back on its feet, the number of defaults
is likely to increase." The author noted that the
strong causation factor of such defaults is general-
ly increasing interest rates.

The economy will swallow hard, hiccup, burp,
cough, have indigestion problems, face a few
headaches, and possibly need the Heimlich
maneuver, but it will recover. Some of the ques-
tions are: How soon it will recover? In which mar-
kets will it recover the fastest? Who will be the ben-
eficiaries of such recovery? Who will suffer the
losses when parts of the market are damaged
because of increased interest rates that, apparently,
will be with us in the near future? The "answers"
will follow—in time!

The grading scale for performance of the economy
relative to the real estate market utilizes the fol-
lowing grading letters and percentages. The grad-
ing, succinctly stated in the following areas, might
be considered to be as follows:

Further, gradations within these areas are indicat-
ed by a plus (+) sign for a higher grade, such as B+
(meaning higher than just "Above Average" or bet-
ter than just in "good" shape).

GRADE RANGE PERCENTAGE

A "Superior," great shape 90% and up

B
"Above Average," good
shape 89%-80%

C "Average," O.K. 79%-70%

D "Below Average," poor
shape

69%-60%

F "Failed," troubled areas 59%-down



To the contrary, a minus sign (-) indicates below the
level of that letter, such as a B- (indicating some-
what below than just "good" shape).

GRADE:

A- SINGLE FAMILY HOMES: Although sales
of single-family homes have slowed in some of the
higher-priced homes, the market is extremely
strong and continues to be strong in many areas
throughout the United States. There are weaker
pockets of some housing U.S. markets, and espe-
cially in the higher-priced homes.

C+ MULTI-UNIT RESIDENTIAL PROPERTY:
Vacancy rates have increased in many areas, but
other areas are seeing a leveling out, or even a
slight dip in vacancy rates. It is anticipated that
these rates will continue to drop in many markets
in 2004.

C OFFICES: Offices in many metropolitan
areas have larger inventories and higher vacancy
rates than most investors would like to see.
However, there seems to be a leveling out of some
of the vacancy rate positions in some Class A space.

B- RETAIL/SHOPPING CENTERS: Retail
space seems to be surprisingly resilient, and
stronger consumer confidence levels speak gener-
ally well for the retail market, even though in some
sectors of the U.S. markets an overabundance of
retail space exists. The continuing concern with ter-
rorism raises questions of confidence levels,
although recent events, such as the capture of
Saddam Hussein in Iraq, seem to lend support to
increasing consumer confidence, with the hope
that markets settle throughout the world.

B I N D U S T R I A L / W A R E H O U S E S :
Industrial/warehouse space seems to show a rea-
sonable pattern of occupancy. Although some
pockets have increased vacancies, occupancy
seems to be holding, and even reducing in several
areas.

C HOTELS/MOTELS: Hotel and motel
vacancy rates are dropping somewhat. However,
this is still not a strong market. Recovery will take
some time in this area of the investment field.

C+ SPECIAL-USE PROPERTY: Other special-
use properties, such as in resort areas, continue to
be reasonably supported as a result of some
increasing consumer confidence. However, it is a
tenuous area, given general volatile consumer con-
fidence as well as overbuilding in some areas.
Therefore, this area remains of concern in 2004.

A FINANCING RATES: Lower interest rates
remain strong and favorable, despite a slight
increase lately in interest rates.

A REFINANCING RATES: Likewise, refi-
nancing rates remain favorable and also are sup-
portive of a general good economic outlook.
However, most of the refinancing of the residential
market has taken place; therefore, there will be
weakening volume in this area. 

IN SUMMARY: The real estate market is, at
best, in a very lethargic position. It will likely con-
tinue such posture, on a macro basis, until there is
even more improvement in general consumer out-
look, elimination or reduction of war issues and
terrorism issues, and an absorption of existing real
estate products that exist in many sectors.
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