COVID-19 AND POST COVID-19
INTEREST RATES

Do rising interest rates threaten
Australian commercial real estate?
Australian commercial real estate (CRE) has enjoyed rising
capital values and declining yields for over 11 years (Figure
1). As a result, yields in many markets and sectors have fallen
to record lows. The decline has been aided by interest rates
falling to ultra-low levels. While Australia’s extraordinary
recovery from the 2020 COVID-19 induced recession is
suffering a setback from the latest lockdowns

…as the country reopens, interest rates
can be expected to climb. If so, when
and how far are they likely to rise?
The Reserve Bank of Australia’s (RBA) Governor, Philip
Lowe, noted at the 6 August Opening Statement to the
House of Representatives Standing Committee on
Economics, that the RBA will not be increasing the cash
rate until inflation is sustainably in the 2 to 3 per cent range.
Under their central forecast scenario, this condition is
unlikely to be met before 2024. The RBA has also
published an upside scenario where the pandemic is more

rapidly brought under control and restrictions eased.
In this scenario, the RBA predicts inflation picks up to
around 2.75 per cent by the end of 2023.
While faster growth resulting in stronger than predicted
inflation is possible, under the latest RBA downside, central
and upside scenarios, the cash rate seems unlikely to be
increased until 2023 at the earliest. Indeed, two of the three
scenarios suggest the cash rate remains at the current
record low rate of just 0.1 per cent until 2024 or beyond.
When they do begin to rise, how far rates and bond yields
may rise is also dependant on the inflation outlook.

With inflation generally expected to
remain subdued, even when rates rise
from their very low levels, the increases
are not expected to be significant.
Moody’s Analytics forecast the cash rate to rise to
around 3 per cent by 2030 and the 10-year government
bond yield to rise to around 3.75 per cent, (see Figure 1).

Figure 1, Australian Commercial Real Estate Capitalisation Rates and Interest Rates
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While most forecasts are incorrect to a greater or lesser
extent, the available information indicates interest rates
and bond yields should remain below current average CRE
yields over the next decade or so. Interest rates and bond
yields may rise further but would have to rise to levels
generally not seen since the 1990s to be above the current
levels of most Australian CRE yields.
Whilst Australian CRE yields may be relatively attractive
compared to fixed interest investments, it assumes income
returns can be maintained. This requires continued
favourable tenant market conditions. Australia bounced
back strongly from the recessionary conditions brought
on by the 2020 COVID-19 shutdowns. While the latest
lockdowns are expected to result in negative economic
growth in the September quarter, growth is expected to
recover quickly as social distancing restrictions ease.
The RBA noted in the August 2021 Statement of Monetary
Policy that GDP growth in 2021 is still expected to average
the relatively strong rate of 4.75 per cent, with 5 per cent

forecast for 2022 before slowing to a still solid 2.75 per
cent for 2023. The stronger economic growth should
support employment growth with the unemployment
rate forecast to fall to 4 per cent by the end of 2023,
equal to the lowest rate of the past 40 years.

With the economy expected to achieve
above average growth and a positive
employment environment, tenant
conditions should remain favourable.
With interest rates and bond yields expected to remain
below current average CRE yields and tenants markets
likely to continue to generate solid income returns,
assuming Australia’s cyclical upswing continues, this
should keep Australian CRE in strong demand as both
domestic and international investors continue the
hunt for yield.
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